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1 
2 REBUTTAL TESTIMONY OF STEPHEN R. XANDER 
3 
4 
5 I. INTRODUCTION 
6 
7 
8 Q. Mr. Xander, did you present written direct testimony in this proceeding? 

9 A. Yes, I did. 

10 

11 Q. Mr. Xander, what is the purpose of your rebuttal testimony? 

12 A. The purpose of my rebuttal testimony is to respond to direct testimony presented 

13 by witnesses on behalf of the Office of Trial Staff ("OTS"), the Office of 

14 Consumer Advocate ("OCA"), the Office of Small Business Advocate ("OSBA"), 

15 the Philadelphia Area Industrial Energy Users Group ("PAIEUG"), the 

16 Environmentalists, the Navy, Enron and the American Association of Retired 

17 Persons ("AARP") with respect to the following matters: 

18 

19 Universal Service Fund Mechanism 

20 • Appropriateness of reconciliation mechanism (Ms. Brockway on behalf of the 

21 OCA) 

22 • Initial funding level (Mr. Colton on behalf of the Environmentalists) 

23 • Expenses to be included in reconciliation (Ms. Brockway, Mr. Colton) 

24 o Collection of funds (Ms. L. Smith on behalf of OCA, Mr. Metro on behalf of 

25 OTS, Mr. Cooper on behalf of AARP) 



1 • Identification on customer bills (Mr. Metro on behalf of OTS) 

2 • Application of funds (Ms. Brockway, Mr. Bowen on behalf of Enron, Mr. 

3 Coiton) 

4 

5 CTC/ITC True-Up Mechanisms 

6 • Relationship between ITC and CTC (Mr. Phillips on behalf of the Navy) 

7 • CTC true-up (Mr. Baron on behalf of PAIEUG, Ms. L. Smith) 

8 

9 Recovery from Self-Generators 

10 • Recovery from Self-generators (Mr. Baron) 

11 

12 II. UNIVERSAL SERVICE FUND MECHANISM 

13 

14 Appropriateness of Reconciliation 

15 

16 Q. Do any parties object to the Universal Service Fund Charge (USFC) 

17 reconciliation methodology as proposed by the Company? 

18 A. No party objected to the general concept of a reconcilable USFC mechanism or, 

19 except as noted elsewhere in this testimony, the specifics of our methodology. 

20 Ms. Brockway did raise some concerns about reconciliation mechanisms in 

21 general but concluded with the following statement (OCA Statement No. 6, page 

22 35); " I recognize the need for PECO to account for any universal service costs, 



1 particularly if the Company is going to ramp up the level of these programs in the 

2 future. The Commission should only permit a deferral or reconciliation of these 

3 costs, however, if the Company is also required to calculate and account for any 

4 offsetting savings." 

5 

6 Q. What is the Company's response to this recommendation? 

7 A. The Company has made modifications to its USFC mechanism that address Ms. 

5 Brockway's concern. The specifics of these modifications are contained later in 

9 my rebuttal testimony under the heading "Expenses to be Included in 

10 Reconciliation." 

11 

12 Initial Funding Level 

13 

14 Q. Please address Mr. Colton's proposal for an initial Universal Service funding 

15 level of $59.1 million. 

16 A. Mr. Colton uses actual 1995 uncollectible account charge-offs associated with the 

17 Customer Assistance Program (CAP), then adds 1996 LIURP costs, 

18 administrative costs for LIHEAP, general collection costs, and CAP 

19 administrative costs. He also includes all MEAP program costs. These costs total 

20 $59.1 million and are summarized on Mr. Colton's Exhibit RDC-6. 

21 

22 Q. How does his proposal differ from the Company's proposal? 



1 A. First, the Company's proposal includes the pro forma level of CAP, CAP Rate, 

2 and 48 month Special Payment Agreements that are included in PECO's overall 

3 uncollectible expense claim in this proceeding (Exhibit TPH-1, D-17a). Second, 

4 the Company's proposal does not include administrative costs for LIHEAP, 

5 general collection costs, CAP administrative costs, or MEAF program costs. The 

6 Company did, however, include the 1996 LIURP costs. A summary of the 

7 Company's proposed initial funding level of $35.7 million is contained in Exhibit 

8 SRX-1 to my written direct testimony (PECO Statement No. 14). 

9 

10 Q. What is the Company's response to Mr. Colton's proposed initial funding 

11 level? 

12 A. The Company believes that its use of the pro forma level of uncollectible account 

13 expense associated with its current universal service programs is appropriate 

14 because it recognizes the lower costs associated with the CAP Rate Pilot program. 

15 It should be noted that any increase in PECO's proposed level would increase the 

16 amount of uncollectible accounts expense included in this restructuring 

17 proceeding (Exhibit TPH-1, page D-17) to be recovered in unbundled distribution 

18 rates. 

19 

20 The reason that the Company did not propose to include administrative costs in 

21 the USFC is that it does not share the opinion that such costs will decrease 

22 significantly as the Universal Service program expands. Nevertheless, the 

23 Company does not object to the inclusion of properly allocated administrative 



1 costs in the funding mechanism. Attached Exhibit SRX-6 details the Company's 

2 $50.6 million revised funding level for the USFC, which includes appropriate 

3 administrative program costs. 

4 

Expenses to be Included in Reconciliation 

7 Q. Please summarize the concerns of Ms. Brockway and Mr. Colton with 

8 expenses not included in the Company's proposed reconciliation 

9 methodology. 

10 A. Ms. Brockway and Mr. Colton both contend that expansion of the Universal 

11 Service program will reduce collection expenses and other uncollectible accounts 

12 expense (i.e., over 90 day arrearages normally expensed). These items were not 

13 included in the Company's original USFC reconciliation methodology. 

14 

15 Q. What is the Company's response? 

16 A. The Company agrees to include appropriate administrative collection expenses as 

17 discussed above. Although the uncollectible accounts expense associated with 

18 over 90 day arrearages may be reduced as more customers are placed in the 

19 Universal Service program, there is no data to determine reliably the percentage of 

20 such arrearages currently attributable to customers qualifying for Universal 

21 Service. The Company therefore proposes the following alternative that should 

22 provide for any migration of other uncollectible accounts expense to the Universal 

23 Service Fund. First, the non-universal service uncollectibles included in this 



1 proceeding (i.e., 90 day arrearages) that are associated with the residential classes 

2 would be identified. This amount of approximately S28.5 million, is detailed on 

3 the attached Exhibit SRX-7. Second, the Company would identify such 

4 uncollectible account expense annually and compare it to the $28.5 million level. 

5 Third, any reduction from the $28.5 million level expense would be credited 

6 against the USFC true-up mechanism and any increase would be charged. This 

7 proposal would effectively capture any actual changes in other uncollectible 

8 accounts expense and avoid any speculative, arbitrary assignments of possible 

9 reductions that may, or may not, result as the Universal Service program expands. 

10 

11 Q. What is the Company's response to Mr. Colton's conclusion that $26 million 

12 of other uncollectible accounts expense is associated with low income 

13 customers? 

14 A. The Company disagrees with this conclusion for several reasons. Implicit in Mr. 

15 Colton's calculation is the assumption that 85% of other uncollectible accounts is 

16 attributable to low-income customers qualifying for Universal Service 

17 (Environmentalists Statement No. 1, page 30). To support this 85% assumption, 

18 he uses two other percentages supplied by PECO. The first Company supplied 

19 percentage of 88% , however describes only the relationship of low-income 

20 residential customers to the total number of customers having Special Payment 

21 Agreements over 48 months. The Over 48 Month Special Payment Agreement 

22 customer population is not representative of the entire customer population that 

23 has over 90 day arrearages. To use the 88%, to draw conclusions about the 



1 percentage of low-income customers included in the entire customer population 

2 that comprises over 90 day arrearages is, therefore, invalid. Further PECO has 

3 already included 88% of the Special Payment Agreements over 48 months in its 

4 USFC reconciliation mechanism (Exhibit SRX-1 of PECO Statement No. 14). 

5 

6 The second percentage referenced by Mr. Colton of 73% is an estimate of the 

7 percentage of the "high risk" group (i.e. customers having any Special Payment 

8 Agreement within the last 2 years) who had incomes below 150% of poverty. 

9 Once again, the Company maintains that the percentage of low income customers 

10 in the "high-risk" group is not representative of those in the entire customer 

11 population who have over 90 day arrearages. Mr. Colton then "qualitatively" 

12 adjusts the 73% up to 85% to determine the percentage of Uncollectible Accounts 

13 associated with the low-income group. 

14 

15 As Mr. Colton's methodology demonstrates, any attempt to quantify definitively 

16 the amount of other uncollectible accounts that is associated with Universal 

17 Service is at best speculative. As described above, the Company's proposed 

18 alternative eliminates the need for such speculation yet effectively provides the 

19 desired result of capturing in the USFC any potential migration from other 

20 uncollectible accounts expense to Universal Service program expense. 

21 

22 



1 Collection of Funds 

2 

3 Q. Please summarize the assertion of Ms. L . Smith, Mr. Metro, and Mr. Cooper 

4 that all rate classes should be charged for Universal Service programs. 

5 A. Mr. Metro's position is that the "nonbypassable" terminology in the Competition 

6 Act requires collection of charges from all rate classes. In addition, Ms. L. Smith 

7 and Mr. Cooper rely on the reasoning that all of society benefits from a universal 

8 service program and, therefore, all rate classes should support it. 

9 

10 Q. What is the Company's response? 

11 A. We disagree that the use of the word "nonbypassable" in the Competition Act 

12 necessarily requires that all customer classes be assigned these costs. To prevent 

13 interclass cost shifting, Universal Service Fund costs should be assigned to all 

14 customer classes in accordance with the cost allocation principles incorporated in 

15 the last base rate case. In PECO's case these traditional cost allocation principles 

16 mandate that only those classes (e.g., R and R-H) that receive direct benefits bear 

17 the cost responsibility. After the costs have been allocated in this manner, 

18 however, the recovery mechanism should be nonbypassable, as is the Company's 

19 proposed USFC. 

20 

21 Q. Please address Mr. Cooper's suggestion that the Independent System 

22 Operator should collect Universal Service charges from all generation 

23 providers and manage the Universal Service Fund. 



1 A. The Company disagrees with this approach. In Sections 2802 (17) and 2804 (8), 

2 the Competition Act clearly provides that the incumbent electric distribution 

3 company is responsible for administering Universal Service Programs and for 

4 recovering revenue from customers to fund such programs. The relevant sections 

5 state as follows: 

6 "There are certain public purpose costs, including programs for 

7 low-income assistance, energy conservation and others, which have 
8 been implemented and supported by public utilities' bundled rates. 
9 The public purpose is to be promoted by continuing universal service 

10 and energy conservation policies, protections and services; and full 
11 recovery of such costs is to be permitted through a nonbypassable 
12 rate mechanism". 
13 
14 "The commission shall establish for each electric utility an 
15 appropriate cost recovery mechanism which is designed to fully 
16 recover the electric utility's universal service and energy 
17 conservation costs over the life of these programs." (emphasis 
18 added.) 
19 

20 Identification on Customer Bills 

21 

22 Q. Please summarize Mr. Metro's recommendation with respect to itemizing the 

23 USFC on customer bills. 

24 A. Mr. Metro recommends separately stating the USFC as a line item to be shown in 

25 the additional information section of customer bills. He believes such 

26 identification would clearly show customers this "non-traditional" charge, and 

27 would aid in the tracking and accountability of this item (OTS Statement No. 1, 

28 page 30). 

29 



1 Q. Please summarize the Company's recommendation. 

2 A. The Company proposed to include the USFC rate in its tariff as a separately 

3 identifiable component of its distribution rate, but did not propose creating 

4 another separate line item in the unbundled customer bill. 

5 

6 Q. What is the Company's response to Mr. Metro's recommendation? 

7 A. The Company does not agree with Mr. Metro's recommendation. The Company's 

8 proposal would satisfy Mr. Metro's objectives because both the rate and method 

9 of calculation of the USFC will appear in the Company's tariff as shown in 

10 Exhibit SRX-3 attached to my original testimony. In fact, the Commission has 

11 already endorsed this same approach for the Purchased Gas Cost (PGC) rate 

12 adjustment mechanism, which is subject to quarterly and annual reconciliations. 

13 The PGC collects approximately one-half of the total Mcf charges for gas service 

14 and does not appear as a separate line item on customer bills. Only the rate itself 

15 is noted as additional information on the bill. 

16 

17 In addition, the Company intends to notify affected customers of all USFC rate 

18 changes. Finally, the reconciliation mechanism would be subject to both annual 

19 review by the Bureau of Audits and to Commission approval, ensuring full 

20 accountability. 

21 

22 

10 



1 Application of Funds 

2 Q. Please summarize the parts of the testimony of Ms. Brockway, Mr. Colton, 

3 and Mr. Bowen that you will address concerning application of Universal 

4 Service funds. 

5 A. Ms. Brockway reconunends that the CAP bill reductions be confined to the 

6 distribution component of the bill (OCA Statement 6, pages 24-26). Mr. Colton 

7 recommends that Universal Service funds should be apportioned between the 

8 distribution company and the electric service provider to promote competitive 

9 neutrality (Environmentalists Statement No. 1, pages 34-35). Mr. Bowen states 

10 that "...universal service support must be portable and should be allocated to each 

11 component of a low-income customer's electric bill on a pro rata basis in 

12 proportion to the average comparative level of charges on bills." (Enron Statement 

13 No. 5, pages 33-34 ) 

14 

15 Q. What is the Company's response to these various positions? 

16 A. As indicated in my direct testimony (pages 7-8, PECO Statement No. 14) the 

17 Company believes that a pro rata allocation of the CAP Rate discount to the 

18 distribution, CTC/ITC, and generation components of customer bills is the 

19 appropriate methodology. Exhibit SRX-4, page 2 of 2 attached to my direct 

20 testimony, shows how PECO would implement this concept i f it were providing 

21 the generation. I f the Company is not supplying the generation, the Company 

22 would be willing to provide the related discount to the generation provider. The 

23 discount would be calculated just as i f the customer were being supplied 

11 



1 generation by PECO (i.e., [cents/kWh discount off PECO generation price] x 

2 [first 500kWh monthly usage]. We believe this overall approach would promote 

3 competitive neutrality and encourage other generation suppliers to serve low-

4 income customers. 

5 

6 Q. Please compare the Company's proposal with Mr. Colton's and Mr. Bowen's 

7 proposals. 

8 A. The Company's proposal is similar in that it adopts a pro rata allocation of the 

9 CAP Rate discounts to various bill components. It differs with respect to the 

10 specific methodology to provide funds to other generation suppliers, and it would 

11 not share other components of the Universal Service Fund such as LIURP and 

12 uncollectibles. Mr. Colton recommends that funds be provided from the total 

13 Universal Service revenues collected based on the percentage of generation 

14 charged to the total billed charges. A drawback to this methodology is that the 

15 more a supplier charges, the greater his allocation of Universal Service funds. 

16 Mr. Bowen's methodology overcomes this particular deficiency by using average 

17 charges to develop the pro rata allocation- However, the Company believes his 

18 methodology to be flawed for another, more significant reason. In addition to the 

19 CAP Rate discounts, the revenue stream collected by the Company for Universal 

20 Service will undoubtedly include uncollectible accounts expense associated with 

21 Special Payment Agreements and delinquencies for Universal Service customers. 

22 The Company does not believe that it is appropriate to share these amounts with 

23 nonutility providers because they do not have "provider of last resort" 

12 



1 responsibilities. For example, they will not be required to write Special Payment 

2 Agreements for customers that fall behind in payments, nor will they be required 

3 to carry customers with delinquencies because of the termination moratorium in 

4 the winter months. I f a customer falls behind, the likely scenario is for the 

5 generation supplier to terminate its contract. The utility would then perform the 

6 supplier of last resort role. Accordingly, the nonutility generation provider should 

7 not be expected to have near the same level of uncollectible accounts expense and 

8 should not share in the Universal Service Fund as it did. The Company's 

9 methodology recognizes this situation by only providing the CAP Rate discount 

10 benefit to the nonutility generation supplier. 

11 
12 III. ITC/CTC TRUE-UP MECHANISMS 

13 

14 Relationship Between ITC and CTC 

15 

16 Q. Please summarize Mr. Philips' concerns with the ITC and CTC rate 

17 methodologies, as described on pages 17-18 of his testimony. 

18 A. Mr. Philips is concerned over what appears to be two different methods in 

19 calculating the ITC and CTC, which he believes could lead to billing 

20 inconsistencies. He also questions why the Securitization Rate Reduction (SRR) 

21 is netted with the ITC rather than netted against the CTC. 

22 

23 Q. What is the Company's response? 

13 



1 A. I believe Mr. Philips' concern over different design methodologies for the ITC 

2 and CTC is unfounded, but may be the result of an incomplete description on page 

3 10 of my direct testimony (PECO Statement No. 14). Although it is true that the 

4 ITC and CTC have different designs, the application of the mechanics of the 

5 methodologies yields the same results. Because in PECO's recent securitization 

6 proceeding the Company needed to design the ITC/SRR mechanics before the 

7 CTC was designed, we needed a methodology that would preserve the rate 

8 structure for each rate class and prevent any intraclass cost shifting without 

9 knowing specifically what the ultimate rate structure would be. The "percentage-

10 of-revenue" methodology I proposed in the securitization case accomplishes this 

11 objective. It also eliminates the need to design a completely separate set of billing 

12 determinants (i.e., usage, demand, and blocking structure) for each tariffed rate or 

13 to change these determinants which PECO otherwise would have to do each time 

14 the ITC changed due to the issuance of new bonds or after reconciliation. 

15 

16 I note that in the recent securitization proceeding, no party took exception to the 

17 proposed percentage-of-revenue methodology, and it was adopted by the 

18 Commission. The Company's proposal to net the SRR and ITC to show the net 

19 reduction in the customer bill as a result of the securitization process was also 

20 uncontested in that proceeding. 

21 

22 

14 



1 CTC True-up 

2 
3 Q. Please summarize the Company's CTC true-up proposal. 

4 

5 A. The Company's proposal for reconciling the collection of a levelized CTC is to 

6 track over or under recoveries and adjust the termination date for the CTC 

7 accordingly. 

9 Q. Please summarize Ms. Smith's and Mr. Baron's positions with respect to this 

10 issue. 

11 A. Ms. L. Smith appears to accept the levelized approach, with adjustments to the 

12 CTC termination date but recommends that the CTC be reconciled on a rate class-

13 by-rate class basis (OCA Statement No. 4, pages 11-12). Mr. Baron does not 

14 adopt a levelized CTC recovery approach, but nevertheless endorses the concept 

15 of using the true-up mechanism to change the termination date of the CTC 

16 recovery (PAIEUG Statement No. 1, p. 25, pages 30-33). Mr. Baron also 

17 recommends that the CTC be reconciled on a company-wide basis rather than on a 

18 rate class basis. 

19 

20 Q. What is the Company's response? 

21 A. Mr. Alfred Miller's rebuttal testimony, PECO Statement No. 2-R, discusses the 

22 Company's overall position on recovery of the CTC on a levelized vs. declining 

23 basis. Mr. Miller explains why the Company believes that recovery on a levelized 

24 basis is the preferred approach. In addition, the Company favors a company-wide 

15 



1 CTC reconciliation approach. This approach is consistent with the company-wide 

2 ITC reconciliation approved in our securitization proceeding. It is also less 

3 complex and will assure that the CTC ends at the same time for all rate classes, 

4 thus eliminating possible rate class'migration that could raise competitive 

5 disadvantage issues. 

6 

7 IV. RECOVERY FROM SELF-GENERATORS 

8 

9 Q. Please summarize Mr. Baron's recommendation with respect to collecting 

10 CTC/ITC from self-generators? 

11 A. Mr. Baron proposes a 25% threshold (PAIEUG Statement No. 1, pages 55-56), 

12 rather than the Company's recommended 10% threshold, to determine when a 

13 customer that increases reliance on self-generation should be "flagged" under the 

14 non-bypassable provisions of the Competition Act for CTC/ITC recovery. 

15 

16 Q. What is the Company's response? 

17 A. The Company continues to believe that a 10% threshold for usage reduction is a 

18 reasonable test for determining if a customer "significantly reduces the 

19 customer's purchases of electricity through the transmission and distribution 

20 network" (Section 2808(A)). I would also like to clarify that i f the 10% threshold 

21 is reached, the Company will ask for infonnation from the customer to determine 

22 what portion of the reduction, i f any, is caused by increased reliance on self-

23 generation. The Company only proposes to bill additional CTC/ITC related to 

16 



1 increased reliance on self-generation causing at least a 10% usage reduction, not 

2 for reductions caused by other operational factors. 

3 

4 V. CONCLUSION 

5 Q. Does that conclude your rebuttal testimony? 

6 A. Yes it does. 

17 



Exhibit SRX-6 

Universal Service Fund Costs 
Initial Funding Level 

SLOOO's 

CAP Uncollectibles, Rate Discounts, and 32,920 
48 Month Agreements (Exh SRX-1) 

LIURP (Exh SRX -1) 2,772 
Total Original Co. USFC 35,692 

Additions: 
Collection Costs - Exh MCK-6 13,216 
Less: Portion Associated with Non-

Residential Rate Classes 
13,216 *(1 -.90472(a)) 1.259 

11,957 
CAP Administrative Costs 2,675 

Exh MCK-6 
LIHEAP Outreach - Exh MCK-6 307 
MEAF Administrative Exh MCK-6 (b) 1̂3 

50,644 

(a) Per Exh RAC-1, P45 of 83, D-15 Allocators to residential classes 
(b) MEAF program costs are excluded since they are not included in 

rates (Shareholders fund the program) 

p:steve62697 



Exhibit SRX-7 

Baseline Level of 
90 Day Arrearage Uncollectible Accounts 
Expense Associated with Residential Classes 

$1,OOP's 

Total Uncollectible Account 
Expense Included in Filing, Exh TPH-1, D-17a 65,400 

Amount Included in USFC, Exh SRX - 1 32.920 
Remainder 32,480 

Less: 
Portion of 48 Mo. Agreement Expense 
associated with Non-Low Income Customers 
8,100-7,125 (a) 975 

Uncollectible Acct Exp - 90 Day Arrearages 31,505 

Less: Portion of 90 Day Arrearages 
associated with Non-Residential Classes 
31,505 * (1 -.90381 (b)) 3,030 

Portion of 90 Day Arrearage Uncollectible 28,475 
Acct Exp Associated with Residential Classes 

(a) Exh SRX-1 
(b) Exh RAC - 1, P47 of 83, H-3 Allocators to residential classes 

p:steve62697 
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1 REBUTTAL TESTIMONY OF GREGORY A. CUCCHI 
2 
3 
4 I. INTRODUCTION 
5 

6 Q. Please state your name and business address? 

7 A: Gregory A. Cucchi, 2301 Market Street, Philadelphia, Pennsylvania. 

8 

9 Q: Mr. Cucchi, did you present written direct testimony in this proceeding? 

10 A. Yes, I did. I submitted direct testimony (PECO St. 15) with PECO Energy 

11 Company's April 1, 1997 filing. I also presented supplemental testimony (PECO 

12 St. 15-S) on June 5, 1997 in response to questions Commissioner Hanger asked 

13 parties to address regarding proposed restmcturing procedures. 

14 

15 Q. What issues will you address in your rebuttal testimony? 

16 A. I will address the following issues, which various of the intervenors addressed in 

17 their written direct testimony; 

18 1. Whether billing and metering functions should be unbundled from regulated 

19 distribution functions at this time and provided competitively; 

20 2. The appropriate standards of conduct that should govern the relationship 

21 between PECO and its competitive generation operations; 

22 3. PECO's proposal for fulfilling its supplier of last resort obligation; and 

23 4. Proposed procedures for the phase-in of customer choice. 

24 

92655v05 



1 Q. Are there any issues you addressed in your direct testimony that you do not 

2 address in your rebuttal testimony? 

3 A. Yes. In my direct testimony, I described, for informational purposes, PECO's 

4 contemplated approach to the provision of retail transmission access and related 

5 ancillary services, the establishment of supply obligations, and proposed load 

6 reconciliation procedures. However, the response of various intervenors and the 

7 Commission to that proposal, in addition to recent changes in the structure and 

8 organization of PJM, and evolving FERC rules on the issue of retail transmission 

9 access, has caused PECO to reexamine and revise its proposed approach. PECO 

10 will present its revised position on these issues, which accepts much of the 

11 intervenors' positions, through the testimony of David J. Pratzon (PECO St. 21-

12 R). Mr. Pratzon is more famiHar with these changes, and has been directly 

13 involved in reshaping PECO's proposals in response to the evolving PJM 

14 structures and FERC mles. 

15 

16 H. BELLING AND METERING 
17 

18 Q. Can you please summarize PECO's position on billing and metering? 

19 A. PECO's proposal is that it would continue to own, maintain and read customers' 

20 billing meters and would offer a customer two billing options: (1) to receive a 

21 consolidated bill from PECO or, (2) separate bills from the supplier and PECO. 

22 Metering and distribution billing functions are an integral part of the operation of 



1 the distribution system and should not be unbundled and transformed into 

2 competitive services. 

3 

4 Q. Have any intervenors commented on whether PECO should unbundle its 

5 billing and metering services? 

6 A. Yes. A number of individuals have testified on this subject and encourage the 

7 Commission to require the Company to unbundle billing and metering services so 

8 that Suppliers can offer these services. 

9 

10 Q. Does PECO believe that billing and meter services should be unbundled? 

11 A. No, not at this time. The Competition Act provides that the Electric Distribution 

12 Company ("EDC") will continue to provide meters and meter reading services and 

13 that there are two billing options currently available. (See §2807(0), §2807(C)) 

14 In fact, the arguments offered by the intervenors in this area go beyond unbundling 

15 these service and is, in effect, a deregulation of billing and metering. There are a 

16 number of practical and policy reasons, as discussed in detail below, why it is 

17 inappropriate to deregulate metering and billing. Deregulating these services: 

18 ©is contrary to the Competition Act 

19 • could inhibit access 

20 • will make it difficult for the EDC to prevent slamming 

21 • will add complexity and difficulty in complying with Chapter 56 

22 • will lead to additional stranded investment. 



1 In addition, in jurisdictions where metering and billing have been deregulated, or 

2 are in the process of being deregulated, there is no proof that such deregulation 

3 will add benefit to consumers or promote direct access. 

4 

5 Q: The Commission recently issued a guideline that EDCs provide, in their 

6 restructuring plans, for the option of Suppliers providing a consolidated bill. 

7 Please comment. 

8 A: On July 11, 1997, the Commission issued its Final Order on Guidelines for 

9 Maintaining Customer Services at the Same Level. The Commission believes that 

10 the Competition Act allows Suppliers the option of providing a consolidated bill. 

11 The Company does not agree with the Commission's interpretation of the 

12 Competition Act. The reference in the Competition Act, referred to by the 

13 intervenors to support deregulating these services, is not sufficient to override the 

14 clear language of the legislation that customer service functions, including billing 

15 and metering, are to remain with the EDC. As I describe in more detail below, it 

16 would not be in the best interests of customers to deregulate these services at this 

17 time. 

18 

19 Q. Is it necessary, in your opinion, to deregulate billing and metering services to 

20 implement direct access? 

21 A. No. Deregulating these services may, in fact, inhibit direct access. I f the EDC's 

22 meter is the billing meter, customers will have more flexibility in their choice of 

23 Suppliers. This will eliminate any possibihty that customers will be tied to a long-



1 term arrangement with a SuppHer by virtue of the fact that the Supplier installed 

2 the billing meter. I f metering is made competitive and Suppliers are allowed to 

3 install their own meters, changing meters when changing SuppUers will produce 

4 obvious inefficiencies, inconvenience, and additional costs to customers. Even if 

5 Suppliers are required to keep their meter installed, until one can be installed by 

6 another suppher, or a "utility" meter is installed, these inefficiencies and customer 

7 costs will still exist. 

8 

9 Q. Does the current use of existing meters prove that a regulated utility will not 

10 introduce technological innovations? 

11 A. No. Mr. Jacobson states (Enron St. 4, p. 13) that "the fact that meter readers are 

12 still utilized in the utility industry, given the technological advancements in 

13 metering devices, is a perfect example of how monopoly regulation obstructs the 

14 introduction of new, innovative technologies and promotes the continued 

15 utilization of technologies that would otherwise be obsolete." Yet under the 

16 current market structure in Pennsylvania, real-time prices are not available for all 

17 customers. There is consequently no need for advanced metering systems, and the 

18 continued use of older technology, which has aheady been installed, is cost-

19 effective. Mr. Jacobson fails to provide any analysis or documentation to support 

20 his assertion that real-time metering costs would be less than current methods of 

21 meter reading. When the generation market is open to competition that allows 

22 real-time pricing, this situation will change. PECO will be in a position to begin to 

23 provide real-time metering for those customers who require it. 



2 Q. Will PECO's proposal simplify the oversight of anti-competitive behavior? 

3 A. Yes. I f the Commission allowed many generation suppliers to offer metering and 

4 billing services, it would have to ensure that each company did not engage in 

5 arrangements that could restrict switching Suppliers. PECO's proposal requires 

6 regulatory oversight of PECO's distribution company only. Moreover, PECO 

7 would be obligated to provide these services at approved rates even if a customer 

8 switched to an alternate Suppher. 

9 

10 In addition, if the EDC is not issuing a bill it will not be in a position to monitor 

11 slamming in accordance with the Competition Act. Section 2807(D)(1) states that 

12 "[t[he Commission shall establish regulations to ensure that an electric distribution 

13 company does not change a customer's electricity supplier without direct oral 

14 confirmation from the customer of record or written evidence of the customer's 

15 consent to a change of supplier." I f the EDC does not provide metering or billing 

16 functions then it will not be able to play a role in preventing illegal slamming. 

17 

18 Q. Has the deregulation of the natural gas industry proven the necessity for 

19 competition in billing and metering services? 

20 A. No. Mr. Jacobson claims that deregulating natural gas commodity prices in 

21 California without simultaneous competition in "revenue cycle services" had 

22 "drastically diminished the opportunity for customers to reap the benefits that 

23 should accompany new players entering the market" (Enron St. 4, p. 5). He 



1 asserts that competition is not robust because only three gas marketers remain in 

2 the market, and that competition would have been more effective if revenue cycle 

3 services had been deregulated. By focusing on the alleged plight of the marketers, 

4 Mr. Jacobson ignores the obvious and large benefits to consumers from 

5 competition for supply: dehvered prices are "drastically" lower for all customers. 

6 Customer savings on commodity prices easily exceed the entire portion of their bill 

7 allocable to revenue cycle services. Mr. Jacobson provides no evidence that the 

8 number of marketers in California is inefficient or that more marketers would or 

9 should appear i f revenue cycle services were deregulated. 

10 

11 New Energy Ventures witness Ms. Day makes similar arguments "...over the years 

12 participation of marketers has declined from a high of 12 to 3 or 4 remaining 

13 today. Once the margins on natural gas purchases fell to +/- 5%, the marketers' 

14 profit margins fell to unacceptably low levels." (NEV St. 2, p. 7). Again, the focus 

15 is on the plight of the marketers and their alleged inability to reap high profits. 

16 There is no analysis to show that this market is inefficient or that customers have 

17 not benefited substantially. In sum, the experience of the natural gas industry has 

18 shown that large benefits can be achieved for consumers without deregulating 

19 revenue cycle services. 

20 



1 Q. Many of the intervenors cite the California restructuring proceeding and the 

2 California Commission's decision to deregulate billing and metering services 

3 to support deregulation of these services in Pennsylvania. Do you agree with 

4 this approach? 

5 A. No. Although it is useful to study other states and how they are handling 

6 restructuring and direct access, each Commission faces different legislative and/or 

7 regulatory requirements. What is mandated (and, indeed, may be appropriate) in 

8 one state is not always transferable to another. California's restructuring 

9 legislation, unlike Pennsylvania's Competition Act, is silent on billing and metering 

10 issues. 

11 The Pennsylvania legislation specifically provides for two billing options: 

12 "[s]ubject to the right of an end-use customer to choose to receive separate bills 

13 from its electric generation supplier, the electric distribution company may be 

14 responsible for billing customer for all electric services, regardless of the identity of 

15 the provider of those services." §2807 (C ). 

16 

17 The California proceeding is also at a different posture than the proceeding before 

18 this Commission. The California decision was the result of a comment proceeding 

19 addressing alternative strategies for metering and billing. This current proceeding 

20 addresses PECO's proposed plan to ensure direct access by January 1, 1999 in 

21 accordance with Pennsylvania's Competition Act. The Commission has 

22 established working groups to address issues that apply to all utilities and I believe 



1 that any decision to unbundle customer service functions, particularly billing and 

2 metering, should be handled in such a generic proceeding and in coordination with 

3 the outcomes of the various Commission working groups. 

4 In addition, although the CPUC has authorized deregulation of metering and 

5 bilUng, it has not shown that its proposed arrangements will work. The plan is 

6 controversial and no one knows what will happen. Interestingly, no intervenor 

7 mentions the results of competitive metering services in the United Kingdom, 

8 where actual experience has been gained. 

9 

10 Q. What happened in the United Kingdom? 

11 A. Two problems emerged. First, competitive meter operators did not install and 

12 connect the meters by the time the electricity pool required them. Second, the 

13 operators did not succeed in linking their meters to an integrated data system. As 

14 a result, the financial settlements which depended upon this data were jeopardized, 

15 delayed, and required estimation. 

16 

17 Q. Do you have any other concerns with the comparison to the California 

18 proceeding on deregulating metering and billing? 

19 A. Yes. Competitive metering and billing can be estabhshed only by expanding the 

20 Commission's regulatory oversight and imposing new transactions costs on market 

21 participants. These new costs and regulatory requirements threaten to burden and 

22 hinder the operation of the market. 



1 

2 Because utility distribution companies must have accurate meter information even 

3 if another company provides metering and billing services, the CPUC "will direct 

4 those energy suppliers that wish to offer their own metering services to enter into a 

5 service agreement with the distribution company specifying the nature of the 

6 information to be collected, the means for sharing data, and a reasonable approach 

7 for ensuring that the metering equipment is installed, calibrated and maintained 

8 properly."1 Besides the obvious transaction costs of negotiating such a contract 

9 with every competitor, it is not clear what exphcit charges the new energy service 

10 providers may demand from the utihties to access such vital information. This 

11 approach also requires the CPUC to review and approve each agreement, prevent 

12 discriminatory or anti-competitive behavior, and resolve all disputes. 

13 

14 Second, the CPUC must ensure that energy service providers do not use meter 

15 technology to lock in customers and hinder price-based competition for electric 

16 power. The CPUC must check regularly to make sure that each energy service 

17 provider is in compliance. 

18 

19 Third, the CPUC must protect the distribution utility's revenue stream if another 

20 energy service provider takes over billing services. Accordingly, the CPUC has 

21 ordered the California utihties to establish and file credit requirements for energy 

22 service providers. Once again, even if the credit requirements do maintain the 

10 



1 utilities' financial security, they create another regulatory hurdle subject to dispute, 

2 arbitration, and verification. 

3 

4 Q. Are there other reasons why deregulation of of billing and metering should 

5 be rejected? 

6 A. Yes. Rejection of deregulation of billing and metering would avoid the need to 

7 provide for the recovery by PECO of costs that would be stranded as a result. I f 

8 the Commission decides to open billing and metering to competition, it must 

9 establish some mechanism, presumably available to all of Pennsylvania's electric 

10 utihties, which provides for the recovery of such stranded costs. This, in my view, 

11 could best be accomplished on a generic basis. 

12 

13 Q. Do you see any other problems with deregulating billing and metering at this 

14 time? 

15 A. Yes, particularly as it relates to compliance with the Commission's extensive and 

16 comprehensive customer service regulations. I f a Suppher were permitted to 

17 provide a consolidated bill, the Company would no longer have control over 

18 activities covered by the regulations, such as billing inquiries and dispute 

19 procedures. Although SuppUers have committed to adhering to the appropriate 

20 standards, there are many issues that must be resolved such as: 

21 • I f the SuppHer cannot terminate service but is providing a consolidated 

22 bill, who issues notices and negotiates payment arrangements? 

1 CPUC Decision 97-05-039 (Opinion on the Unbundling of Revenue Cycle Services), p.15. 

11 



1 • Will Suppliers need to adhere to the winter termination procedures 

2 found at 52 Pa. Code §56.99 et seq? 

3 • I f the customer chooses a different supplier each month or so, what 

4 happens to the billing responsibility and how can that be coordinated 

5 with the distribution utihty? 

6 • How does the unbundling of billing and metering fit with the provider 

7 of last resort obligation in the Competition Act? 

8 

9 Deregulating metering and billing would also add complexity to the everyday 

10 transfer of service for customers. When a customer calls to request service at a 

11 new address or discontinue service at his/her current address, if the EDC no longer 

12 has control over the billing and metering, there would be added costs, procedures 

13 and unnecessary complexities to this process. The existing meter, if not a EDC 

14 meter, may have to be changed because the Supplier is different or the customer 

15 may be undecided about a Supplier and a EDC meter may then have to be 

16 installed. In addition to the added costs, this would be extremely complicated for 

17 customers who need to make relocating as simple as possible. 

18 

19 It is clear that there are a significant number of issues that must be resolved before 

20 these services can, or should, be unbundled. It is not as simple as accepting the 

21 position that these services are not natural monopohes. 

22 

12 



1 Q: In your opinion, could reliability of service be jeopardized by deregulating 

2 metering? 

3 A: Yes. Metering is complex and touches on many areas of the EDU's system, 

4 including safety, reliability and the integrity of the system. 

5 

6 Q. Would there be potential negative system impacts if metering were made 

7 competitive without a coordinated effort with the appropriate data transfer 

8 and accountability? 

9 A. Yes. The EDC needs customer metering to continue in its obligation to provide 

10 distribution and related services to customers in a least-cost, reliable manner. The 

11 distribution company uses such data to plan expansion, size new transformers, 

12 determine the adequacy of existing transformer loading, and will ultimately be able 

13 to use such devices for detecting outages. It is critical that the distribution 

14 company have this metering capability to maintain reliability at current levels or 

15 improve it, as is required by the Competition Act. To put the distribution company 

16 at the mercy of Suppliers to accurately transfer customer data, some of whom will 

17 have little incentive to do so on a timely manner, will be inefficient and 

18 cumbersome. There is no proven open system architecture at this time that would 

19 facihtate the timely transfer of such information. Suppliers may attempt to use 

20 proprietary technology to gain competitive advantage over other supphers, in 

21 order to "uncommoditize" the kilowatt-hour, and may have little incentive to share 

22 such technology with their competitors. To allow such a data transfer system to 

13 



1 develop over time, with responsibihty shared among competing suppliers in an 

2 emerging generation market, will provide a reliability risk for customers. 

3 In addition, the EDC will not be in a position to resolve disputes regarding 

4 metering, prevent SuppUers from removing a customer meter when they terminate 

5 a contract with that customer, resolve customer inquiries concerning metering 

6 accuracy, and independently verify suppUer deliveries with actual customer usage 

7 profiles. The PUC would need to assume the responsibihty of resolving such 

8 disputes in a timely manner. 

9 

10 Q: Can you please summarize why the Commission should not deregulate billing 

11 and metering? 

12 A; Yes. Even assuming the Commission has the authority to deregulate billing and 

13 metering, customer choice can, and should, be implemented without deregulating 

14 these services. There are many issues associated with deregulating metering and 

15 billing and there is no need to expedite the decision on whether to deregulate these 

16 services to ensure that customers have access to Suppliers beginning in January, 

17 1999. Furthermore, deregulating these services, in conjunction with aU of the 

18 other changes taking place may actually add unnecessary complexity and 

19 contribute to customer confusion. 

20 

21 I f the Commission decides that deregulating billing and metering is approrpriate it 

22 should begin the process by gathering and studying data and proposing legislation 

23 to deregulate these services. 

14 



2 tn. STANDARDS OF CONDUCT 
3 
4 
5 Q. In your direct testimony, you sponsored a proposed Code of Conduct. What 

6 is the purpose of such a Code? 

7 A. The purpose of the Code is to ensure that PECO cannot unfairly advantage its 

8 future competitive supply operations due to PECO's continuing distribution 

9 services monopoly. The Code will ensure that there is a "level playing field," and 

10 that all competitors, including PECO affiliates, groups or divisions, will have a fair 

11 opportunity to compete for customers. 

12 

13 Q. Are there any changes to the Code you originally proposed that PECO 

14 wishes to recommend to the Commission? 

15 A. Yes. I have attached as Exhibit GAC-6 an amended version of PECO's proposed 

16 Code of Conduct. This Code of Conduct contains only minor changes to the 

17 original Code I proposed, which changes are red-lined for ease of reference. 

18 

19 Q. Are you familiar with the additional competitive restrictions and Code 

20 provisions that Enron would have the Commission adopt in this proceeding? 

21 A. Yes, Enron witness Mr. Dirmeier proposes several additional restrictions and rules, 

22 which he contends are necessary to safeguard the competitive process. These 

23 include: 

15 



1 • Prohibitions on the use of PECO's name by competitive supply 

2 groups or affiliates; 

3 • A requirement that PECO maintain a "log" of all of its contacts 

4 with suppliers and with customers, which Mr. Dirmeier says is 

5 necessary to enable the Commission to make sure that PECO 

6 observes the rules in the Code of Conduct; 

7 • Expansion of the rules restricting the sharing of information by 

8 PECO with its competitive supply business to almost any 

9 communication of any kind, instead of just "market" information 

10 that would be of some commercial value or use to a competitive 

11 supplier; 

12 • Severe structural separation that is, and as Dirmeir acknowledges 

13 is, intended to be the virtual equivalent of divestiture; 

14 • Prohibitions against PECO's promotion of any competitive business 

15 conducted by a PECO affiliate or division, and not just PECO's 

16 competitive generation business (even if the competitive business 

17 fully compensates PECO for this service to avoid cross-

18 subsidization); and, 

19 • Rules requiring PECO or a PECO wholesale power marketing 

20 affihate to offer wholesale power to non-affiliates on the same 

21 terms and conditions offered to PECO's competitive generation 

16 



1 supply group or affiliate if such power is considered "surplus" 

2 power. 

3 

4 Q. Have other parties proposed any expansion of the Code of Conduct? 

5 A. Yes. Barbara Alexander on behalf of the OCA has suggested that PECO's 

6 competitive supply groups or affihates should not be aUowed to obtain anything 

7 other than tariffed services from PECO, and that such groups and affihates should 

8 not be allowed to use the same computer systems and other equipment even if the 

9 competitive supply groups or affihates fully compensate PECO for these services. 

10 Also, Donald Johnstone on behalf of the Mid-Atlantic Power Supply Association 

11 (MAPSA) has proposed a Code of Conduct in his testimony. Mr. Johnstone's 

12 proposed Code, however, does not appear to vary materially in substance from the 

13 Code that PECO has proposed. Accordingly, PECO's recommendation is that its 

14 Code be adopted in favor of the MAPSA Code, since PECO's Code tracks more 

15 closely the Commission's own Sample Code, which the Commission has circulated 

16 for consideration in several contexts in recent months. 

17 

18 Q. Does PECO agree that the additional restrictions Mr. Dirmeier and Ms. 

19 Alexander have proposed are necessary to safeguard competition? 

20 A. No. Through the rebuttal testimony of J. Gregory Sidak (PECO St. 10-R), PECO 

21 explains how the additional restrictions Mr. Dirmeier and Ms. Alexander have 

22 proposed would not promote, or enable, competition, but rather would be anti-

23 competitive, and impose unfair and unnecessary burdens on PECO's competitive 

17 



1 supply groups or affiliates. It is my understanding that: (1) the Commission does 

2 not have the legal authority to impose Mr. Dirmeier's proposed requirement with 

3 respect to sales of surplus wholesale power to non-affiliates since the terms and 

4 conditions of wholesale power purchases and sales are regulated exclusively by 

5 FERC; and (2) sales of wholesale power between PECO and an affiliate already 

6 require FERC approval under Section 205 of the Federal Power Act. 

7 

8 Q. Would the additional restrictions proposed by Mr. Dirmeier and Ms. 

9 Alexander impose added burdens on PECO's competitive supply groups? 

10 A. Yes. All of the these restrictions will add costs to PECO's competitive supply 

11 group. Since they are unnecessary to safeguard competition for the reasons 

12 articulated by Mr. Sidak, the ultimate injury will be to consumers, who will not 

13 have the benefit of the fiill fruits of competition. Indeed, the proposed restrictions 

14 appear quite transparently to be designed to benefit Enron, and not consumers. In 

15 my view, it would be poor policy for the Commission to impose mles whose effect 

16 would be to advantage new market participants and disadvantage existing utihties. 

17 

18 Q. Please describe PECO's new organization insofar as it is relevant to 

19 implementation of PECO's proposed Code of Conduct. 

20 A. PECO will separate its competitive businesses from its regulated, electric 

21 distribution company operations. The Venture Group, will, at the outset, include 

22 PECO's competitive telecommunications businesses and Horizon Energy 

23 Company. Horizon Energy is an affihate of PECO through which PECO will 

18 



1 participate as a supplier in its Pilot and the other Pilots in Pennsylvania. The 

2 Merchant Group, will contain all other (non-nuclear) competitive businesses that 

3 PECO will conduct, whether through affihates or PECO groups or divisions. As 

4 part of this reorganization into a regulated wires segment and two separately 

5 constituted competitive segments, the "sales" and "marketing" functions previously 

6 performed by employees of PECO will no longer be performed by PECO 

7 employees who work for the electric distribution company; these functions will be 

8 transferred to the Merchant or Venture Groups. Those employees who remain 

9 with the electric distribution company will continue to handle customers' "wires" 

10 service related questions, such as billing, service restoration, and service quaUty 

11 issues. They will not, however, be responsible for promotion or marketing of 

12 PECO's competitive, unregulated products and services offered by the Venture 

13 Group or the Merchant Group. 

14 

15 Q. How will this new organization help PECO implement the Code of Conduct? 

16 A. It will make it far easier to manage and police the Code to prevent sharing of 

17 market information the electric distribution company receives, as employees who 

18 work in the separate Merchant and Venture Groups will not have access to such 

19 information. Also, employees of the separate electric distribution company will 

20 not have incentives to violate those rules preventing favoritism of PECO's 

21 competitive operations because they will not be wearing two hats — one regulated 

22 and the other competitive. Their only job will be to address their customers' 

23 delivery service concerns, and their performance will not be evaluated or measured 

19 



1 based on the financial success of PECO's competitive generation supply 

2 businesses. 

3 

4 Q. With respect to Horizon Energy, or any other future competitive supply 

5 group or affiliate, what specific measures will PECO take to ensure 

6 compliance with the Code of Conduct PECO has proposed? 

7 A. Horizon Energy will have its own leadership and staff, and will occupy separate 

8 offices in Chesterbrook which is located in suburban Philadelphia. Accordingly, 

9 Horizon will be physically removed from those PECO facilities where electric 

10 distribution company "wires" and "non-wires" functions are coordinated and 

11 carried out. In addition. Horizon employees will not have access to those 

12 computer systems and databases routinely accessed by electric distribution 

13 company employees, including those parts of the new billing system that PECO is 

14 acquiring which will require. 

15 

16 Q. Will Horizon make use of any PECO facilities or services? 

17 A. Yes, and I would expect that any additional future competitive supply group or 

18 division, if any, might do so also. In accordance with the affiliated interest 

19 agreement between PECO and Horizon that the Commission approved, Horizon 

20 may obtain some services from PECO. For example. Horizon has contracted with 

21 PECO to use PECO's call center to handle its customer service needs in 

22 connection with Horizon's current operations in core market natural gas service 

23 pilots in Maryland and New Jersey. 

20 



2 Q. Will Horizon pay for such services? 

3 A. Yes. Horizon will pay the higher of cost or market for such services, in 

4 accordance with the affiliated interest agreement. 

5 

6 Q. Will Horizon contribute to the costs of shared facilities? 

7 A. Yes. For example, Horizon will pay for the use of the space it will occupy in the 

8 Chesterbrook facihty, and contribute to the costs of the PECO phone system, and 

9 PECO-licensed computer software, that it will use. 

10 

11 Q. Will PECO actively promote Horizon using PECO employees or facilities? 

12 A. No. PECO will not actively promote Horizon ~ Horizon will promote Horizon. 

13 For example, PECO will not allow Horizon to place bill inserts in the PECO bill 

14 and PECO call-takers will not be allowed to promote Horizon's services to 

15 customers that call PECO's customer service center. 

16 

17 Q. Does PECO believe that these specific measures are fair and reasonable? 

18 A. Yes. Indeed, these measures go well beyond what is necessary to prevent PECO 

19 from unfairly capitalizing on its distribution monopoly. Although their 

20 implementation will be costly, PECO has put forth these measures to ensure that 

21 PECO's regulated services customers do not cross-subsidize PECO's competitive 

22 generation supply operations, and to remove any unfair advantages those 

21 



1 operations might otherwise have due to association with PECO's regulated wires 

2 business. 

3 

4 Q. Will Horizon use the PECO name to market its services? 

5 A. It may do so. PECO does not agree with those who have suggested that PECO 

6 competitive suppliers should not be allowed to use the PECO name in conjunction 

7 with its marketing efforts. I f the PECO name has value, it is due to the legitimate 

8 efforts and success of PECO's management over the years, and therefore it is not 

9 unfair for a PECO affihate to use the PECO name. Enron and other large suppliers 

10 are spending millions of dollars to promote their names and images through 

11 advertising across PECO Energy's service territory and in some instances 

12 throughout the nation. Just as PECO could not prevent Enron from taking 

13 advantage of whatever success that results from these efforts, Enron and other 

14 suppliers should not be able to prevent PECO from using its name to benefit its 

15 competitive operations. The Code of Conduct will prevent PECO from unfairly 

16 leveraging its monopoly control of the wires to advantage its competitive supply 

17 business, but should not forbid PECO from using legitimately acquired advantages, 

18 such as the value of the PECO name. 

19 

20 Q. Do you have any concluding thoughts with respect to Code of Conduct 

21 issues? 

22 A. Yes. PECO will comply with the reasonable restrictions it has proposed. I believe 

23 it is very important, however, for the Commission to ensure that PECO's affihates 

22 



1 and supply groups be given a fair chance to compete as Pennsylvania moves 

2 toward competition. I f PECO's affiliates are successful, Enron's profits may not 

3 be as substantial, but consumers will benefit, because they will have more choices 

4 offered by an array of companies competing for their business through price, 

5 production innovation, and other means. It would be a mistake to tie one hand 

6 behind PECO's back by imposing the additional burdensome, unfair, and 

7 unnecessary restrictions that Enron and others have proposed. 

8 
9 

10 IV. FULFILLMENT OF SUPPLIER OF LAST RESORT OBLIGATION 
11 
12 
13 Q. Have any of the parties proposed changes to the ways PECO has explained 

14 how it will fulfill its statutorily imposed obligation to serve during the 

15 stranded cost recovery transition period? 

16 A. Yes. Richard Silkman on behalf of Senator Fumo and several consumer action 

17 groups and OCA witness Alexander have proposed changes. 

18 

19 Q. Please describe Dr. Silkman's contentions. 

20 A. Dr. Silkman claims that PECO will continue to serve customers at a total bundled 

21 rate and that, as a result, PECO will somehow be able to "lock in" customers at a 

22 higher price than they would pay if they were to obtain their energy from a 

23 competitive suppher. Dr. Silkman's proposed remedy for these alleged defects is 

24 to require PECO to conduct competitive bidding to acquire its supply for such 

25 "provider of last resort" customers. 
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Please respond to Dr. Silkman's claims. 

First, Dr. Silkman's characterization of PECO's proposals is incorrect. PECO will 

not charge fully bundled rates to any customer starting January 1, 1999; as of that 

date, PECO will provide fully unbundled service and charge fully unbundled rates 

to all customers, whether they receive their supply from PECO or from a 

competitive supplier. PECO will be the supplier of last resort for three categories 

of customers: (1) customers that are not eligible to obtain competitive supply 

during the phase-in period of January 1, 1999 through December 31, 2000; (2) 

customers that are eligible but choose not to obtain their supply from a competitive 

suppher; and (3) customers who choose a competitive suppUer but then return to 

PECO because they want to or have to (because no supplier is willing to offer 

them service). PECO's requirement for returning customers to stay for one year 

was developed to avoid gaming of average market rates which results in cost-

shifting to others and reduces volatility of the EDC's load for its load planning 

requirements. 

Second, PECO will provide unbundled energy supply to these customers because it 

has a statutory obligation to do so, and not because it is trying to "lock in" these 

customers. 

Third, at least with respect to the first two categories of customers I described 

above, PECO's total CTC and generation charges will be capped at current levels 
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1 until December 31, 2005. Under PECO's proposal, the generation charge these 

2 customers will pay could actually be less than the market price of energy as a result 

3 of this rate cap. Even under alternative proposals, these customers would pay an 

4 unbundled proxy for the market price, meaning that there is no proposal under 

5 consideration that would result in charges to these customers that are higher than 

6 actual market prices during this period. 

7 

8 Fourth, with respect to those customers that choose a competitive supplier and 

9 then return to PECO Energy Company, whether by choice or not, and whose 

10 generation rates will not be subject to the rate cap in accordance with §2807 of the 

11 Competition Act, PECO proposes they pay market prices. 

12 

13 Accordingly, the premise of Dr. Silkman's claim is incorrect. Neither PECO's 

14 proposals, nor the proposals of any of the intervenors, would have PECO charge 

15 its provider-of-last-resort customers for energy at prices higher than market prices. 

16 

17 Q. Should PECO obtain supply to serve such customers only through 

18 competitive bidding? 

19 No, although the proposal I made in my direct testimony included competitive 

20 bidding as one possibihty. The Commission, however, should not decide that this 

21 will be the only way that PECO may procure supply to serve its customers, since it 

22 might not always be the least-costly-way to do so. The number of customers 

23 PECO will serve may fluctuate considerably over relatively short periods of time, 
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1 which suggests that PECO should be given the flexibility to employ a portfoho of 

2 short-term and long-term options to obtain needed supply to maximize its ability to 

3 control costs. PECO should not always have to go through a Commission-

4 supervised RFP process, which can sometimes be needlessly burdensome and time-

5 consuming, and which might preclude PECO from obtaining inexpensive short-

6 term supplies when they become available and flies in the fact of a competitive 

7 market. 

8 

9 Q. What is Ms. Alexander's proposal? 

10 A. Ms. Alexander believes that there is a need for more specificity with regard to the 

11 method that will be used to set the Electric Generation Charge that "supplier of 

12 last resort" customers will pay. Ms. Alexander also objects to PECO's proposal 

13 that customers that return to PECO for service must do so for one full year to 

14 avoid gaming of this regulated Electric Generation Charge. She suggests that 

15 customers be allowed to switch for shorter periods, and that to address the gaming 

16 issue, either: (1) customers that switch back to PECO more than once in a year be 

17 required to pay a "reasonable" fee; or (2) PECO be permitted to offer a short-term 

18 tariffed service that would allow it to charge the short-term spot market price to 

19 customers that do not wish to take PECO's unbundled, supply service for a fiill 

20 year. 

21 
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Please respond to Ms. Alexander's proposals. 

PECO's proposal for the one-year requirement assumed that PECO's Electric 

Generation Charges would be fixed, and that they will reflect costs over an entire 

year. In these circumstances, gaming is a significant risk. Customers could leave 

PECO during non-summer periods, and then return to PECO during the summer, 

when PECO's averaged energy rate will be less than prevailing market prices. 

As Ms. Alexander correctly notes, it is not yet settled how PECO and other 

utilities will set "market" prices that their supplier of last resort customers will pay. 

PECO's current view is that at least for customers without access during the 

phase-in, and for customers that do not switch at all, the generation prices will be 

fixed for at least one-year periods. For customers that leave and then wish to or 

have to come back, however, PECO is, as Ms. Alexander correctly observes, 

undecided how it would charge such customers. I f a spot market exists, or if some 

other accepted index comes into existence, then the prices could be monthly 

averages of actual market prices, and the potential for gaming from the likely 

subset of PECO customers that might try to play the game would be significantly 

reduced. Under such circumstances, a one-year term would not be necessary. If, 

however, the prices that these customers pay are fixed prices that are intended to 

be proxies for the market and would remain in effect for periods of one year or 

longer, then gaming would be a significant risk. 
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1 With respect to Ms. Alexander's specific proposals, PECO is not adverse to either 

2 of them. PECO is concerned, however, that it would be difficult to determine the 

3 trigger and level for the proposed fee that would be necessary to deter gaming, and 

4 therefore suggests that Ms. Alexander's second alternative would be preferable. 

5 

6 V. PROCEDURES FOR PHASE-IN 

7 

8 Q. Have any parties discussed your proposed procedures to phase-in direct 

9 access? 

10 A. Yes, but I will not respond specifically to them. PECO has participated actively in 

11 the Commission's working group addressing this issue and I understand that a 

12 consensus approach will soon emerge from that group. 

13 

14 Q. As a result of its participation in the Phase-In working group does PECO 

15 propose to revise its approach? 

16 A. Yes. To ensure that similarly situated commercial and industrial customers are not 

17 competitively disadvantaged, PECO proposes to allow each such customer to shop 

18 one-third of its peak load at each step of the Phase-In. Although this approach will 

19 be more costly to implement and administer than a first come-first serve full 

20 requirements approach for all customers, PECO is willing to undertake it because 

21 it fulfills the principles of the Act. Foremost, the approach is competitively neutral. 

22 Furthermore, it is easy to understand and provides greater flexibility for such 

23 customers by not restricting participation to those who register within a limited 
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time jframe. Significantly as well, such an approach would promote economic 

development as new customers would also be-eligible to participate regardless of 

when during the Phase-In they establish businesses in Pennsylvania. 

Would PECO's approach differ for residential customers? 

Yes. As the concern of competitive disadvantage does not apply to such 

customers, residential customers would participate in the Phase-In on a 

first-come-first served full requirements basis. 
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1 Exhibit GAC-6 

2 PROPOSED CODE OF CONDUCT 

3 1. PECO, in its role as the Local Distribution Utility ("LDUElectric 
4 Distribution Company ("PECO EDC"). shall not give a competitive 
5 generation affiliate or marketing group or division ("PECO Supplier") 
6 preference over a non-affiliate in processing a request by a customer for 
7 service. 
8 
9 2. PECO EDC shall supply services and apply the rules and other 

10 provisions of its Tariffs to non-affiliates in the same manner it applies 
11 them to a PECO Supplier. 
12 
13 3. PECO EDC shall not sell non-power goods or services to a PECO 
14 Supplier at a price below the cost or market price, whichever is higher, 
15 for said goods or services. PECO EDC will not purchase non-power 
16 goods or services from a PECO Suppher at a price above the market 
17 price for said goods or services. 
18 
19 4. PECO EDC shall simultaneously make available to all Suppliers any 
20 market information, not in the public domain, that it provides to a 
21 PECO Supplier. 
22 
23 5. Employees of PECO EDC who have responsibility for operating the 
24 distribution system, such as receiving requests for power, purchasing 
25 power, scheduling delivery, or billing and metering, shall not be shared 
26 with a PECO Supplier, and their offices shall be physically separated 
27 from the office(s) used by those working for the PECO Supplier. Any 
28 shared facihties shall be fully and transparently allocated between the 
29 LPUPECO EDC function and the PECO Suppher function. PECO 
30 EDC accounts and records shall be maintained such that the costs a 
31 PECO Supplier incurs may be clearly identified. 
32 
33 6. PECO EDC shall not condition the provision of any regulated 
34 distribution services on the purchase of power from a PECO Supplier. 
35 
36 7. PECO shall not allow a PECO Supplier to utilize PECO's namo in a 
37 manner such that customers can reasonably imply from that useNeither 
38 PECO EDC nor a PECO Supplier mav directly or by implication falsely 
39 and unfairly represent that: 
40 
41 • that the regulated distribution services provided by PECO EDC 
42 are of a superior quality when power is purchased from a PECO 
43 Supplier; or 
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1 • that the merchant services (for power) are being provided by 
2 PECO as the LDUEDC rather than a PECO Supplier; or 
3 • that the power purchased from an Supplier that is not a PECO 
4 Supplier may not be reliably delivered. 
5 
6 8. PECO EDC shall establish and file with the Commission a dispute 
7 resolution procedure to address complaints alleging violations of these 
8 rules. 
9 

10 

31 
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REBUTTAL TESTIMONY OF 
MARILYN C. KRAY 

INTRODUCTION 

Please state your name and business address. 

Marilyn C. Kray, 2301 Market Street, Philadelphia, Pennsylvania. 

Have you previously participated in this proceeding? 

Yes. I submitted direct testimony (PECO St. No. 16) and supporting exhibits (MCK-1 

through MCK-6) with PECO's April 1, 1997 filing. A statement of my qualifications is 

contained in my direct testimony. 

What is the purpose of your testimony? 

To respond to the testimony relating to universal service issues raised by 

Environmentalist witness Mr. Roger Colton, AARP witness Mr. Mark Cooper, OCA 

witnesses, Ms. Nancy Brockway and Ms. Barbara Alexander. My testimony addresses 

specific proposals regarding: 

• Eligibility criteria for Universal Service; 

• Percentage of Income Customer Assistance Programs; 

• The use of Community Based Organizations; 

• LIURP and the application of renewables; 

• The use of prepayment meters; and 

• Consumer protections and compliance with the Commission's Chapter 56 regulations. 



1 I will also discuss the Commission's Final Order on Guidelines for Universal Service and 

2 Energy Conservation ("Commission's Universal Service Guidelines") adopted July 11, 

3 1997. 

4 

5 II. COMMISSION GUIDELINES FOR UNIVERSAL SERVICE ADOPTED ON 

6 JULY 11,1997 

7 

8 Q: Does the Company's proposed Universal Service Program comply with the 

9 Commission's Universal Service Guidelines? 

10 A. Yes. In fact, the Company's proposed plan substantially exceeds the Commission's 

11 Universal Service Guidelines. The Company's Universal Service Program includes all 

12 the existing universal service and energy conservation policies, protections and services 

13 included in the Commission's Guidelines. In addition, the PECO program also meets the 

14 Commission's eligibility guidelines. 

15 

16 Most importantly, the Company has proposed a significant expansion of its customer 

17 assistance program in terms of size and expenditure levels above what is recommended in 

18 the Commission's Universal Service Guidelines. This is explained in more detail below 

19 and in the rebuttal testimony of Stephen R. Xander. (PECO St. 14-R). 



1 III. UNIVERSAL SERVICE ELIGIBILITY CRITERIA 

2 

3 Q: Have any of the parties objected to the Company's eligibility criteria for Universal 

4 Service? 

5 A: The parties do not object to the income level set for eligibility, a customer must be at or 

6 below 150% of the federal poverty guidelines, but there is disagreement among the 

7 parties on the use of the payment troubled criteria included in the Company's proposal 

8 and whether the Company should eliminate the payment troubled criteria and expand its 

9 program to include all low income customers (defined as customers whose income is at or 

10 below 150% of the federal poverty level). 

11 

12 Q: What is the Company's its payment troubled criteria and how does it fit with the 

13 Company's Universal Service Program? 

14 A: Eligibility requirements for participation in the Company's customer assistance program, 

15 which is part of its overall Universal Service Program, are that a customer be at or below 

16 150% of the federal poverty level and that customer must be payment troubled. In my 

17 direct testimony, I outlined the Company's definition of payment troubled for eligibility 

18 for participation in its Universal Service Program. I would like to point out that not all 

19 components of the Company's Universal Service Program require the customer to be 

20 payment troubled. The payment troubled criteria is used for determining eligibility in the 

21 customer assistance program portion of Universal Service. 

22 



1 The Company currently operates two payment assistance programs: (1) the Customer 

2 Assistance Program ("CAP") and (2) the pilot Customer Assistance Program ("CAP 

3 Rate"). CAP Rate, which a discounted tariffed rate for low-income customers, will be the 

4 payment assistance program that is part of the Company's Universal Service Program. 

5 CAP Rate is currently under review by the Commission in a separate proceeding (See 

6 Commission Dockets R-943515C001-C003). After a fiill evaluation of CAP Rate, but 

7 not later than May, 1998, the Company will file to replace the pilot with a permanent 

8 program. 

9 

10 A customer is considered payment troubled who (1) is already enrolled in CAP or CAP 

11 Rate (2) has a payment arrangement1 or (3) has been past due on five out of the last six 

12 bills. Ms. Brockway claims that the Company's definition is too narrow and that the 

13 Commission has a broader list of criteria for payment troubled. The Commission's 

14 Universal Service Guidelines, on page 33, sets payment troubled as a criteria for CAP 

15 eligibility and provides a list of four definitions of payment troubled. The Commission's 

16 Universal Service Guidelines do not require utilities to use all four or suggest that one 

17 definition is superior. 

1 My direct testimony stated that customers with payment arrangements extending beyond 48 months 
would be considered payment troubled. This was an error and the customer does not have to have an 
agreement extending beyond 48 months. The customer must have a payment arrangement. 



1 The Company's definition of payment troubled fits with the Commission's accepted 

2 definition of payment troubled. One Commission approved definition is that the 

3 household have a reasonable arrearage. (Commission's Universal Service Guidelines, 

4 p. 33). In order for a customer to be eligible for CAP Rate, he/she must have a payment 

5 arrangement on an arrearage. 

6 

7 Q: Mr. Colton and Mr. Cooper recommend that PECO expand its program to include 

8 all low income customers, without payment troubled as a criteria. What is the 

9 Company's response? 

10 A: The Company's proposal for its Universal Service Program will significantly expand its 

11 customer assistance program. PECO is proposing to increase its program from the 

12 current enrollment of 41,000 (the combined total for CAP and CAP Rate) to 

13 approximately 70,000 customers beginning on January 1, 1999. This represents almost 

14 half of the customers PECO estimates are low income and payment troubled 

15 

16 As shown by the Company's continual increase in support for low income energy 

17 assistance programs in the past, the Company is aware that there is a large population of 

18 low income customers in its service territory who may require assistance. In fact, in my 

19 direct testimony I pointed out that the latest census data estimates that 250,000 

20 households in the Company's service territory are at or below 150% of the federal 

21 poverty level. This represents approximately 18.9% of the Company's total residential 

22 customers. While the Company recognizes the potential need, it is also not in the 



1 position (without more detail on how significantly the costs of the program may increase) 

2 to expand its program, at this time, to more than six times the current size . 

3 Rather than requiring the Company to enroll all customers who are low income in its 

4 program, the Company proposes that it begin its program with 70,000 customers and 

5 evaluate how well the first significant expansion works. This is in line with Ms. 

6 Brockway's recommendations that 50% of the target population be enrolled in the 

7 Company's Universal Service Program. 

8 

9 Q: What effect would the proposed significant expansion of the eligibility criteria to 

10 include all low income customers have on the Company's proposed Universal 

11 Service Program? 

12 A: We believe that the proposed significant expansion of the program would place too large 

13 a financial and administrative burden on the Company. The Company is concerned about 

14 expanding its program to such a large scope by including all low income customers, 

15 without sufficient information to quantify the increase in costs. Ms. Brockway 

16 acknowledges that with expansion comes increased costs and that the major increased 

17 cost will be with the gross billing deficiency, which refers to the difference between the 

18 amount billed at the discounted rate and the amount that would have been billed at the 

19 regular residential rate. She offsets this, however, with the assumption of the savings and 

20 retargetting of dollars currently spent on collection activity associated with low income 

21 customers. While the legislation and the Company's proposed reconciliation mechanism 

22 provides for Company reconciliation and collection of universal service costs, if the costs 

23 increase to an unreasonable level the universal service portion of the customer's bill may 



1 become disproportionately large and objectionable to other customers who do not receive 

2 benefits from the Universal Service Program. 

3 

4 Q; Please address Ms. Brockway's and Mr. Colton's contention that if the program 

5 cost increases, i.e. the gross billing deficiencies, this will be offset, in part, by the 

6 retargetting of other costs? 

7 A: Mr. Stephen R. Xander (PECO St. 14-R) addresses this issue in his rebuttal testimony. 

8 Mr. Xander proposes appropriate modifications to the Company's reconciliation 

9 methodology to deal with this possibility. 

10 

11 Q: What does the Company propose about any further expansion of its Universal 

12 Service Program? 

13 A: The Company proposes that the Commission approve its initial plan for expansion from 

14 41,000 customer to approximately 70,000 customers. The Commission Order and Ms. 

15 Brockway recommend that the Company conduct a top-down analysis of its CAP Rate. 

16 Dr. Gil Peach, who prepared the top-down analysis of Equitable's program, is performing 

17 a top-down analysis of CAP Rate. After some experience with the expanded program, 

18 and after Dr. Peach's evaluation is complete (which includes a comparison with CAP), 

19 the Company and the Commission will be in a better position to determine whether any 

20 expansion beyond the 70,000 level is warranted. I f so, PECO will revise its program and 

21 determine an appropriate time period for any further expansion. This is consistent with 

22 Ms. Brockway's recommendation that the Company's proposed increase of the program 

23 makes sense at this time and that the Company and the Commission "will be in better 

7 



1 position to determine the appropriate speed of any ftirther ramp-up to a higher 

2 participation level once this [Dr. Peach's] evaluation is completed." 

3 

4 IV. PERCENTAGE OF INCOME 

5 

6 Q: Ms. Brockway and Mr. Colton suggest that the Company alter its program to be a 

7 percentage of income program as opposed to a discounted tariffed rate. What is 

8 the Company's position? 

9 A: The Company disagrees that a percentage of income plan is appropriate for its customer 

10 assistance program. As described in more detail below, the Company believes that its 

11 proposed Universal Service Program, with the use of a tariffed rate, is preferable. 

12 

13 Q: Can you please explain the difference between PECO CAP Rate and a percentage of 

14 income plan? 

15 A: Yes. The Company's CAP Rate includes a tariffed rate and bills a customer based on 

16 his/her actual energy usage. A percentage of income plan bills the customer for a fixed 

17 amount each month based on the customer's income, regardless of his/her actual usage. 

18 

19 Q: Why did PECO choose a tariffed rate instead of a percentage of income program? 

20 A: PECO believes that a tariffed rate offers benefits in terms of program administration and 

21 conservation incentives that a percentage of income plan does not. 

22 
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1 Q: Please explain. 

2 A: The Company currently uses certification by the Pennsylvania Department of Public 

3 Welfare (DPW) to confirm that a customer is receiving government assistance payments 

4 such as Temporary Aid for Needy Families (formerly known as Aid for Dependent 

5 Children), Social Security Income and Medicaid. The Department of Revenue (DOR) is 

6 also used to verify a customer's eligibility. The Company verifies whether the customer 

7 is at or below 100% or 150% of the federal poverty level and requires a yes or no 

8 response from DPW or DOR. This is a much more streamlined process than what is 

9 required for a percentage of income program. 

10 

11 To verify a customer's income for a percentage of income program, it is necessary to 

12 determine the exact amount of the yearly income. The more information that must be 

13 verified, the more the administrative costs of the program will increase. With a 

14 percentage of income plan, the amount of the income, not just whether it fits into a 

15 category, must be determined and then payments are based on a sliding scale. A potential 

16 problem is the fact that customers may be motivated to under report income because the 

17 monthly payment will be smaller i f their income is less. 

18 

19 The Company's experience is that a percentage of income plan is costly. The Company's 

20 CAP (as opposed to CAP Rate) is a combined percentage of bill and percentage of 

21 income plan with high administrative costs. The Company believes that some of the 

22 administrative costs associated a percentage of income plan would be put to better use 

23 toward the program itself (i.e. reductions to customer bills.) This is the reason that the 



1 Company designed its pilot CAP Rate as a tariffed rate. The Company believes that a 

2 tariffed rate will serve to help low income customers afford electric service and will 

3 encourage conservation. 

4 In addition, a percentage of income plan violates cost causation principles. Customers 

5 should, to the extent possible, pay costs they cause to be incurred on the system. If the 

6 customer's payment is not based on actual usage, then the customer is not contributing to 

7 the costs he/she added to the system. 

8 

9 Q: Please explain the conservation incentives associated with using a tariffed rate 

10 versus a percentage of income plan? 

11 A: The CAP Rate inverted block structure is more effective in encouraging customers to 

12 conserve energy than a percentage of income plan because customers have an incentive to 

13 keep usage at a reasonable level. Percentage of income programs do not have such an 

14 incentive because payments are not tied to usage. 

15 

16 V. USE OF COMMUNITY BASED ORGANIZATIONS 

17 

18 Q: Mr. Colton and Ms. Brockway testify on the merits of using community based 

19 organizations. What role, if any, will community based organizations play in the 

20 implementation of the Company's Universal Service Program? 

21 A: PECO acknowledges that community based organizations ("CBOs") can provide a 

22 valuable service for low income energy assistance. We have observed that our low 

23 income customers have needs beyond their inability to pay their electric bills. These 

10 



1 needs include employment, housing, education, and others. PECO does not have the 

2 skills to be an effective social service organization to address these needs, nor is it 

3 positioned to leverage the benefits of other local, state, and federal agencies though the 

4 human services network. 

5 

6 Accordingly, we will seek to partner with those human service organizations that provide 

7 a holistic approach to meeting the needs of our customers. That is, organizations that are 

8 able to treat not only symptoms such as inability to pay utility bills, but the cause of the 

9 problems troubling low income customers. 

10 

11 Q: How will CBOs fit into the Company's Universal Service Program? 

12 A: The Company believes than an effective use of CBOs can be developed to incorporate the 

13 administrative savings from the streamlined intake for its tariffed rate and referral of our 

14 customers to the appropriate agencies. 

15 

16 When selecting which CBOs to partner with, PECO will establish a set of decision 

17 making criteria to be used in the selection process. This is consistent with PECO's 

18 documented practices associated with vendor selection. In the case of selecting CBOs, 

19 the intent of the criteria will be to select those organizations which can assist the 

20 Company in maximizing the benefits to our low income customers. As this time, it would 

21 be premature to conclude which CBOs will be selected to provide the services we require 

22 for our Universal Service Program. 

11 



2 VI. LIURP AND RENEWABLES 

3 

4 Q: Ms. Brockway addresses PECO's Low Income Usage Reduction Program (LIURP) 

5 and makes recommendations for changes. Does the Company agree? 

6 A: PECO agrees that there is always room for improvement in its program and generally 

7 agrees with Ms. Brockway's suggestions. Ms. Brockway makes seven specific 

8 recommendations for LIURP and I will address them in the order presented: 

9 

10 1. The 800 kWh usage limit: PECO will consider reducing the 800 kWh limit when the 

11 pool for potential LIURP referrals at this level is exhausted. 

12 

13 2. Diagnostics according to rate class: PECO addresses rates based on the energy service 

14 that is provided by the Company. Where PECO is not the energy provider for gas, the 

15 customer receives referrals from the educator for the appropriate agency to address that 

16 customer's needs. We would be prohibited by LIURP regulations to perform 

17 weatherization treatments that address a specific source of energy on a property that is not 

18 our customer's for a particular energy source. 

19 

20 3. Expansion of the list of baseload measures: The Company has expanded its baseload 

21 treatments to include refrigerator replacement. The Company is also evaluating an 

22 expansion of LIURP to cover the replacement of inefficient air conditioners with high 

23 efficiency units. 

12 



1 4. Renewables: The Commission Order permits the electric distribution company to test 

2 the effectiveness of a renewables pilot. PECO will explore the feasibility of a renewables 

3 pilot. 

4 

5 5. High customer non-participation rate: The Company and its LIURP vendor continue 

6 to review the reasons relating to the difficulties contacting LIURP participants. Ms. 

7 Brockway recommends that PECO use the resources of CBOs to assist in contact these 

8 customer. The Company agrees and will explore this option. 

9 

10 6. Advisory Committee: The Company plans to utilize the CAP Advisory committee to 

11 review all low income programs offered by the Company. The Company will solicit the 

12 input from various interested parties in the near future. 

13 

14 7. Spending Levels. The amount the Company spends on LIURP complies with the 

15 regulations and has been approved by the Commission. The Company believes that our 

16 current funding is sufficient. In addition, through our efforts to make LIURP a more 

17 efficient and effective program we have significantly increased the number of households 

18 receiving LIURP treatments over the last two years. 

19 

20 VII. PREPAYMENT METERS 

21 

22 Q: Ms. Brockway and Mr. Colton are critical of the Company's proposed use of 

23 prepayment meters for low income customers. Do you have any comments? 

13 



1 A: Yes. PECO proposed using prepayment meters as part of its CAP Rate, and the 

2 Commission approved the use of 100 prepayment meters for CAP Rate customers. As of 

3 June 30, 1997, no customer on CAP Rate has met the criteria for the installation of a 

4 prepayment meter. The Company will not expand its proposed use of prepayment meters 

5 without the approval of the Commission. 

6 

7 The Company recognizes, however, the concern of the parties that PECO may be 

8 unaware when a customer with a prepayment meter is without service. It is important to 

9 note the PECO can determine that a customer with a prepayment meter is without or 

10 using substantially less service through the use of automated audit reports which would 

11 track power purchases as well as meter reading data. The Company believes that this is 

12 an area where it can work with the community groups to develop a plan to perform 

13 outreach when data indicates that a customer with a prepayment meter is potentially 

14 without power. 

15 

16 VIII. CONSUMER PROTECTION AND CHAPTER 56 COMPLIANCE 

17 

18 Q: Ms. Alexander and Mr. Cooper offer testimony on the importance of ensuring 

19 adequate consumer protections and adherence to Chapter 56. Do you have any 

20 comments. 

21 A: Ms. Alexander and Mr. Cooper raise important issues relating to consumer protections 

22 and adherence to Chapter 56. As a stated in my direct testimony, PECO will continue to 

23 comply with the Commission's customer service regulations. On July 11, 1997, the 

14 



1 Commission issued its Final Order on Guidelines for Maintaining Customer Services at 

2 the Same Level of Quality which addresses the issues raised by Ms. Alexander and Mr. 

3 Cooper. Revised Exhibit MCK-7 outlines how PECO's plans to address the customer 

4 interactions referenced in the Commission's Guidelines for Maintaining Customer 

5 Services at the Same Level of Quality. 

6 

7 Metering, billing, provider of last resort, and code of conduct issues raised by Ms. 

8 Alexander and Mr. Cooper are addressed in the rebuttal testimony of Mr. Gregory A. 

9 Cucchi. 

10 

11 VII. CONCLUSION 

12 Q; Does this conclude your rebuttal testimony? 

13 A: Yes. 

15 



Exhibit MCK-7 
Page 1 of 2 

LIST OF CUSTOMER INTERACTIONS 

1. Application for Service: 

PECO will continue to take applications for service and follow the requirements of 
Chapter 56. I f a customer contacts PECO and wishes to choose another Supplier, PECO 
will coordinate with the Supplier to initiate service. PECO recognizes that there is an 
outstanding issue of how a customer will receive infonnation describing the various 
Suppliers. This is being discussed in the Commission's Competitive Safeguards Working 
Group. PECO will continue to participate in this working group and to analyze the most 
efficient and cost effective way to coordinate the initiation of service. 

2. Credit Screening 

PECO will continue to use the credit standards contained in Chapter 56. The Company 
believes that the same credit screening and standards should be used by both the electric 
distribution company and Suppliers. 

3. Metering/Meter Reading 

PECO will continue to provide metering and perform meter reading service consistent 
with the Commission's Chapter 56 requirements. This issue is addressed in more detail 
in the testimony of Mr. Gregory A. Cucchi. 

4. Billing and Priority of Pavment 

The issue of the billing options available for customers is addressed in the testimony of 
Mr. Gregory A. Cucchi. 

PECO will follow the Commission's guidelines for the application of partial payments. 

5. Complaint Resolution 

PECO will continue to comply with the Commission's complaint resolution regulations. 
PECO will be responsible for handling disputes if a customer receives one bill from 
PECO which includes the Supplier's charges. I f a customer receives a separate bill from 
a Supplier, then PECO and the Supplier will be responsible for handling their own 
disputes. PECO, however, will establish with Suppliers protocols and contract terms, 
using the Chapter 56 procedures and appropriate time limitations, to handle misdirected 
disputes to ensure timely responses to customers and to the Commission. 

81621 



Exhibit MCK-7 
Page 2 of 2 

6. Discontinuance of Service 

PECO will continue to comply with the Commission's regulations governing 
discontinuance of service. Before PECO will process a discontinuance request, the 
Company must have oral or written verification from its customer. The Company cannot 
discontinue service upon receipt of notice from a Supplier, a customer verification 
procedure must be in place. 

7. Termination of Service/Payment Agreements 

The provisions of Chapter 56 will continue to apply to termination of service to a 
customer by PECO. PECO will be the only entity who can physically terminate a 
customer's service. 

I f a customer receives one bill from PECO that includes Supplier charges, PECO will be 
responsible for complying with all applicable provisions of Chapter 56. I f a customer is 
billed for electric supply directly by the Supplier and the Supplier seeks to terminate its 
relationship with the customer, prior to the end of the contract term, the Supplier must 
provide appropriate written notice to the customer and PECO. The Supplier's notice to 
the customer must clearly state that the customer will return to PECO if the supply 
contract is terminated. I f the customer fails to take any steps to remedy his/her 
relationship with the Supplier, the customer will return to PECO as the SuppHer of last 
resort. PECO may continue collection and termination for the customer upon proper 
application of the appropriate Chapter 56 provisions. 

PECO will continue to provide payment arrangements in accordance with Chapter 56 for 
customers receiving a combination bill. If a customer is billed for electric supply directly 
by the Supplier, PECO will negotiate payment arrangements for its distribution bill but 
will not negotiate payments arrangements for the Supplier's bill. 

8. Reconnection or Restoration of Service 

PECO will continue to comply with the Chapter 56 requirements regarding reconnection 
and restoration of service. 
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1 REBUTTAL TESTIMONY OF GWENDOLYN S. KING 
2 
3 
4 I. INTRODUCTION 
5 
6 
7 Q. Please state your name and business address. 

8 A. Gwendolyn S. King, PECO Energy Company ("PECO Energy" or "the 

9 Company"), 2301 Market Street, Philadelphia, PA 19103. 

10 

11 Q. Have you previously participated in this proceeding? 

12 A. Yes. I submitted direct testimony (PECO St. No. 17) and various supporting 

13 exhibits (Exhibits GSK-1 through GSK-4) with the Company's April 1, 1997 

14 Restructuring Application. A statement of my qualifications is contained in my 

15 direct testimony. 

16 

17 Q. What is the purpose of your rebuttal testimony? 

18 A. (1) I first update my Direct Testimony to take into account the views on 

19 consumer education expressed in the Commission's May 8, 1997 Pilot Program 

20 Preliminary Order and Opinion, in the Direct Testimony of OCA witness Barbara 

21 Alexander and Enron witness Raymond Bowen, Jr., and at the Consumer 

22 Education Working Group meeting held on June 17, 1997. Specifically, there 

23 has been additional discussion of the role the Commission should play in consumer 

24 education. The OCA, in particular, has proposed a Commission-led, statewide 

25 consumer education program supplemented by individual electric distribution 

26 company ("EDC") programs for region-specific issues. In my testimony, I 



1 comment on the OCA proposal and on potential funding sources for a statewide 

2 program. I also note that while PECO Energy does not object to a statewide 

3 program under certain conditions, which I will discuss, it also remains open to 

4 other options, including implementation by PECO Energy of the comprehensive 

5 consumer education program I described in my direct testimony, or other possible 

6 versions of both statewide and individual EDC programs. PECO Energy remains 

7 hopeful that the stakeholders will reach consensus on the structure of an effective 

8 consumer education program. In any event, PECO Energy remains committed to 

9 providing meaningful, useful and successful consumer education regarding electric 

10 competition. (2) In addition, I discuss the fundamental purpose of a consumer 

11 education program, which is to offer accurate and unbiased information about 

12 electric competition using effective methods, and not, as suggested by 

13 Environmentalist witness Colton or OCA witness Alexander, to create 

14 "excitement" about electric generation competition. (3) Further, I address 

15 criticisms by OCA witness Alexander, Environmentalist witness Colton and Enron 

16 witness Bowen that PECO Energy Company's consumer education materials have 

17 not been unbiased. (4) Next, I address Mr. Colton's recommendations for 

18 consumer education outreach to low-income consumers. (5) Finally, I comment 

19 on Environmentalist witness Biewald's suggestion that consumer education 

20 programs should focus on the environmental impacts of generation sources. 



1 II. STATEWIDE CONSUMER EDUCATION PROGRAM 

2 

3 Q. Why is PECO Energy updating its consumer education testimony? 

4 A. In my Direct Testimony, I described the comprehensive $24 million Consumer 

5 Education program PECO Energy designed to reach its large and varied customer 

6 base, using tailored approaches including a toll-free number; newspaper, television 

7 and radio announcements; direct mail; and a Speakers Bureau. We believe that 

S implementation of this program would fulfill, and even exceed, the legislative 

9 directive that "each electric distribution company, in conjunction with the 

10 Commission, shall implement a consumer education program informing customers 

11 of the changes in the electric utility industry... [and] provide consumers with 

12 information necessary to help them make appropriate choices as to their electric 

13 service." Competition Act, Section 2407(D)(3). The Company remains 

14 committed to an effective Consumer Education Program that reaches all customers 

15 in a timely manner. However, PECO Energy recognizes that there may be 

16 numerous approaches to consumer education that would satisfy the legislative 

17 mandate. As evidenced by the Commission's position on consumer education as 

18 set forth on pages 27-29 of the Pilot Program Preliminary Order and Opinion, 

19 discussions held at the Consumer Education Working Group meeting on June 17, 

20 1997, and the Direct Testimony of Ms. Alexander and Mr. Bowen, there is active 

21 discussion regarding a Commission-led, statewide education program as a 

22 mechanism for implementing the legislative mandate. 



1 Q. What is PECO Energy's position with respect to a Commission-led, statewide 

2 consumer education program? 

3 A. PECO Energy Company considers the concept ofa Commission-led, statewide 

4 consumer education program to be one acceptable approach, within certain 

5 parameters. We agree with OCA witness Barbara Alexander that such a program 

6 should be developed by a professional, with input from an advisory body that 

7 includes representatives of key stakeholders, and should be supplemented by the 

8 individual education programs of local distribution companies within their own 

9 service territories on utility-specific issues such as explanations of their pilot 

10 programs. We also agree with the Commission and with Alexander that all 

11 consumer education programs should be subject to ongoing evaluation and 

12 modified as needed in response to the results of evaluation activities. (Pilot 

13 Program Preliminary Opinion and Order, p. 29; Alexander Testimony, p. 21). 

14 The Company remains flexible in this area and open to working with the Consumer 

15 Education Working Group. 

16 

17 Q. Enron witness Mr. Bowen has stated that "PECO should be precluded from 

18 preparing or disseminating customer education information or materials," 

19 even on utility-specific issues such as the nature of its pilot program. (Bowen 

20 Testimony, pp. 27-28). Do you agree? 

21 A. No. The Competition Act specifically requires that "each electric distribution 

22 company, in conjunction with the Commission, shall implement a consumer 

23 education program." Competition Act, Section 2807(D) (3). Even OCA witness 



1 Alexander, notwithstanding her support for a statewide program, points out that 

2 local distribution companies must educate consumers about "the specific nature of 

3 the pilot programs in their service territory, prices for distribution services, format 

4 of the distribution company bill, how to select a supplier, and how and where to 

5 contact the utility for further information... " (Alexander Testimony, p. 18). 

6 PECO Energy considers this a sensible approach. In any event, the likelihood is 

7 that customers will naturally turn to their EDC with questions on utility-specific 

8 issues. In fact, the Company should anticipate these "local" questions and be 

9 prepared to respond and educate customers. Moreover, the Company is 

10 knowledgeable about the numerous segments of its varied customer base 

11 (including urban, suburban, ethnic, elderly, small commercial, low-income, etc.) 

12 and can effectively reach these different groups using tailored methods of 

13 communication. Bowen's stated concern is that EDC consumer education 

14 programs will mix marketing and education. However, as Alexander notes 

15 (Alexander Testimony, p. 18), and as PECO Energy stated in its Comments on the 

16 Pilot Program Preliminary Opinion and Order, pp. 52-53, the provisions of the 

17 Commission's forthcoming Code of Conduct, coupled with Commission review of 

18 consumer education materials, will ensure that no mixing of marketing and 

19 consumer education occurs. 

20 

21 Q. How should a statewide consumer education program be funded? 

22 A. All stakeholders who seek a voice in the development and design of the program 

23 should contribute to its funding. PECO Energy therefore supports Barbara 
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Alexander's suggestion that the program should be funded "by a combination of 

resources from the Commission itself, the distribution companies and other 

governmental, educational and non-profit organizational funding." (Alexander 

Testimony, p. 21) In addition, PECO Energy applauds Enron's offer to contribute 

to the funding of a statewide program. (Bowen Testimony, p. 28). Because the 

competitive generation suppliers licensed in Pennsylvania will be among the likely 

significant beneficiaries of an educated consumer class, PECO Energy believes it is 

inherently fair to encourage all competitive generation suppliers to follow the 

example set by Enron and agree to contribute to a statewide education program. 

The Company suggests that an advisory body of key stakeholders develop 

reasonable and equitable funding recommendations. 

Please summarize the components of a statewide education program 

acceptable to PECO Energy. 

The statewide program, if adopted, should be: 

• Commission-led; 

• Developed by a professional experienced in consumer education initiatives 

and public relations techniques, who is selected with input from an advisory 

group or sub-committee of the Consumer Education Working Group; 

• Subject to ongoing advice and input from an advisory group of key 

stakeholders; 

• Based on uniform themes and messages; 



1 • Comprised of specific, identified methods for educating consumers, 

2 • Funded by all stakeholders who want input into the design and content of 

3 the program; and 

4 • Subject to ongoing evaluation. 

5 

6 m. THE PURPOSE OF CONSUMER EDUCATION PROGRAMS 

7 

8 Q. Do you agree with Ms. Alexander that the Consumer Education Program 

9 should "motivate customers to participate in the competitive market" and 

10 "get customers excited about or ready to shop for electricity?" (Alexander, 

11 p. 11). 

12 A. No. According to the Competition Act, the purpose of the consumer education 

13 program is to provide consumers "with information necessary to help them make 

14 appropriate choices as to then electric service." The Company certainly believes 

15 that the information provided should be accurate, unbiased and understandable, 

16 and should be presented in a maimer intended to capture consumers' interest, so 

17 that they will not hesitate to participate in the restructured market out of fear, 

18 confusion, or lack of knowledge. We are concerned here with consumer 

19 education, not marketing. It is our view that creation of "excitement" is a 

20 marketing objective. In other words, consumer education should eliminate 

21 information barriers to participation; marketing should stimulate desire to 

22 participate. 



1 Q. According to Mr. Colton, a consumer education program should "motivate 

2 consumers to engage in the decisionmaking." He also asserts that "noi 

3 making a choice is not okay." (Colton Testimony, p.13). Do you agree? 

4 A. No. A consumer education program should enable consumers to engage in 

5 decision-making, if that is what they wish to do, based on their own needs and 

6 wants, after being provided with accurate and unbiased information in an 

7 understandable format. By stating that "not making a choice is not okay," Colton 

8 leaves the impression that consumer education programs will have failed if 

9 consumers remain with their existing suppliers. He fails to acknowledge that 

10 consumers who elect to purchase electric generation from the competitive supplier 

11 affiliated with their EDC or decide to remain with their EDC are, in fact, exercising 

12 choice. 

13 

14 IV. CONTENT OF PECO ENERGY'S PROPOSED CONSUMER 

15 EDUCATION PROGRAM 

16 

17 Q. Colton, Alexander and Bowen point out numerous examples of what they 

18 believe to be biased statements in PECO Energy's consumer education 

19 materials. Please respond to these criticisms. 

20 A. PECO Energy will not individually rebut each item in its consumer education 

21 program that has been challenged, as this would be fruitless. Various non-utihty 

22 stakeholders accept as an article of faith that a local distribution utility must be 

23 incapable of providing a content-neutral education program. As a result, the 

8 



1 stakeholders have chosen to interpret the Company's education materials to date 

2 and how those messages have been phrased as reflective of bias on PECO 

3 Energy's part. For example, Alexander takes the contradictory position that 

4 PECO Energy displayed bias by noting in its consumer education materials that 

5 electric generation competition may result in annoyances such as longer bills or 

6 telemarketing initiatives, while conceding at the same time that "in fact these are 

7 legitimate concerns." (Alexander, pp. 11-12). The Company fails to see how 

8 pointing out these legitimate concerns to consumers benefits PECO Energy as a 

9 competitive generation supplier that, itself, will likely be engaging in telemarketing 

10 initiatives and running the risk of being annoying to some consumers. In another 

11 example of perceived bias, Bowen complains about the wording of a particular 

12 question in a PECO Energy consumer education brochure: "You mean I will have 

13 to sign a contract with someone to supply me with electricity?" (Bowen 

14 Testimony, p.31). In fact, that specific question arose in focus groups with 

15 consumers and addresses a concern they expressed. Bowen also objects to PECO 

16 Energy using its own name and stating that it is the provider of its current 

17 consumer education materials. (Bowen Testimony, p. 30.) It is unclear to the 

18 Company what other entity's name ought to appear on the consumer education 

19 materials developed, distributed and funded by PECO Energy. Moreover, if 

20 Bowen is suggesting that materials be distributed anonymously, PECO Energy 

21 believes that this will result in an ineffective and confusing program in which the 

22 communications are likely to be ignored or discarded by consumers. Additionally, 



1 the Company is concerned that failure to identify itself will result in consumer 

2 suspicion that PECO Energy is engaging in deception or has something to hide. 

3 

4 PECO Energy reiterates that it has developed a content-neutral and unbiased 

5 consumer education program directed to providing consumers with information 

6 that will enable them to make appropriate choices about their electric generation 

7 supplier. However, the Company recognizes that a statewide program offers 

8 opportunities to achieve economies of scale and to put to rest the fears of 

9 stakeholders about perceived bias on the part of the local distribution companies. 

10 PECO Energy is therefore willing to accept the proposal for a statewide consumer 

11 education program that allows for utility-specific programs. 

12 

13 V. CONSUMER EDUCATION AND UNIVERSAL SERVICE 

14 

15 Q. Mr. Colton recommends that PECO Energy Company hire a minimum of 

16 two full-time professional employees, along with necessary support staff, 

17 dedicated to providing community outreach, education and training for its 

18 consumer education program. He also recommends that PECO Energy 

19 Company commit S3 million to a Consumer Education Trust Fund, 

20 essentially to provide grants for education outreach to low-income customers. 

21 (Colton, Exhibit RDC-3). What is your response to these proposals? 

22 A. PECO Energy disagrees with Mr. Colton's recommendations regarding consumer 

23 education. Mr. Colton, who has testified here on behalf of the Environmentalists, 

10 



1 explains that he is a low-income advocate whose recommendations on PECO 

2 Energy's consumer education program are directed to "whether [it] serves[s] to 

3 attain and maintain universal service within the electric industry." (Colton 

4 Testimony, pp. 1-3). PECO Energy does agree that education about universal 

5 service is one component of a consumer education program that provides 

6 "information necessary to help [consumers] make appropriate choices about their 

7 electric service," To that end, PECO Energy included as an exhibit to the Direct 

8 Testimony of Marilyn Kray a detailed customer education plan devoted solely to 

9 educating PECO Energy's low-income customers about universal service and 

10 customer choice. (Exhibit MCK-5). This plan outlines a variety of outreach 

11 activities and approaches. The Company currently has sufficient staff, as well as 

12 ties to community groups, to enable it to provide effective communications to all 

13 of its customers, including low-income customers. 

14 

15 VI, ENVIRONMENTAL DISCLOSURE AND CONSUMER EDUCATION 

16 

17 Q. Does PECO have any comments in general on the issue of environmental 

18 disclosure? 

19 A. Yes. As a preliminary matter, the Company is aware that the Commission, in its 

20 July 10, 1997 Order on Customer Information-Interim Requirements, has directed 

21 that suppliers disclose energy sources "upon customer inquiry, upon entering into a 

22 sales agreement and whenever a significant change occurs in the terms of service." 

23 (Customer Information Order, pp. 18-21, 44). PECO believes that such a 

11 



1 requirement for disclosing the "sources" of generation on an as-requested basis is 

2 reasonable and not unduly burdensome to energy suppliers. However, PECO 

3 would object to the imposition of more intrusive and burdensome requirements by 

4 regulatory fiat. 

5 

6 Q. Bruce Biewald, a witness for the Environmentalists, wants the Commission to 

7 require all electric generation suppliers to disclose their fuel mix and 

8 advocates a "comprehensive program of consumer education on the 

9 environmental effects of electricity production and use." (Biewald 

10 Testimony, pp. 5, 9-13.) Please respond. 

11 A. The Company believes that dissemination of information about generation source 

12 and fuel mix constitutes marketing. Among the stated purposes of the 

13 Competition Act are to permit competitive market forces to control electric 

14 generation costs and to benefit all classes of customers. Competition Act, Section 

15 2802. Nowhere does it state that any particular generation source or fuel mix 

16 should be given preferential treatment by being highlighted in consumer education 

17 materials. Suppliers must do their own marketing and advertising to persuade 

18 customers of the benefits their products offer, and no stakeholders' particular 

19 interests should be advanced under the guise of consumer education. PECO 

20 Energy believes that only suppliers making marketing claims about fuel mix 

21 should be required to make disclosure of generation source in order to substantiate 

22 the claims. Further, there is no agreement on what constitutes the "environmental 

23 effects of electricity production and use," and attempts to determine what 

12 



1 information should be supplied to the public will no doubt create controversy. 

2 For example, coal plants west of Pennsylvania are subject to less stringent air 

3 emission requirements than Pennsylvania plants and these plants send their 

4 emissions directly into Pennsylvania. Is that a proper subject for education 

5 materials? Nuclear power produces no emissions. Should this fact be included in 

6 consumer education materials about the environmental impacts of electricity 

7 production? I f environmental education is to be included in consumer education 

8 programs about electric competition, then PECO Energy certainly believes 

9 discussion of the environmental benefits of nuclear power is warranted. The 

10 Company believes, however, that environmental issues are more properly 

11 discussed in marketing materials, if at all. 

12 

13 Vn. CONCLUSION 

14 

15 Q. Does this conclude your rebuttal testimony? 

16 A. Yes, it does. 

13 • 
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REBUTTAL TESTIMONY 
OF ROBERT A. LEONE 

I. QUALIFICATIONS 

1 Q. Please state your name and business address. 

2 A. Robert A. Leone, Boston University, School of Management, 595 Commonwealth 

3 Avenue, Boston, Massachusetts 02215. 

4 Q. What are your current work affiliations? 

5 A. I am a Professor of Operations Management and Chair of the Undergraduate Program 

6 faculty at the Boston University School of Management where I am presently teaching 

7 and conducting research in the fields of operations management and public management. 

8 My primary research focus is on understanding competitive strategy in industries 

9 experiencing radical structural change. My primary teaching focus is general 

10 management. In addition, I am a Senior Advisor of Putnam, Hayes & Bartlett, Inc., an 

11 economic and management consulting firm. 

12 Q. Please describe your prior work background. 

13 A. Since completing my Ph.D. in Economics at Yale University in 1971,1 have held a 

14 number of appointments in government and academic institutions. From 1971 to 1973,1 

15 was a Lecturer in the Department of Economics and a Research Associate at the Institute 

16 for Social and Policy Studies at Yale University, as well as a Research Associate at the 

17 National Bureau of Economic Research. I was an Assistant Professor of Business 

1 



1 Administration at the Harvard Business School from 1973 to 1977 and an Associate 

2 Professor from 1977 to 1982. During the period 1980 to 1981,1 also served as Senior 

3 Economist to the President's Council of Economic Advisers. In 1982,1 became a 

4 Lecturer in Public Policy at the John F. Kennedy School of Government at Harvard 

5 University. In 1988,1 began teaching at the Boston University School of Management. 

6 From 1990 to 1992,1 was Associate Dean for Academic Affairs, and from 1992-1994 

7 Director of Research. I am presently co-editor, Curriculum and Case Notes, of the 

8 Journal of Policy Analysis and Management. 

9 As an economist, I am trained in industrial organization and urban and regional 

10 economics. 

11 I have consulted with numerous public and private organizations on issues 

12 relating to operations management and competitive analysis. My clients have included 

13 private corporations, government agencies, and trade associations. I also have served 

14 occasionally as an expert witness in civil litigation and regulatory proceedings on 

15 economic and management issues. Since 1991,1 have testified twice, both times in 

16 proceedings before the U.S. International Trade Commission, regarding the importation 

17 of certain steel products. 

18 Much of my research has involved energy policy and government regulation of 

19 energy and other industries in the setting of regional economics. Consequently, my 

20 professional activities require me to evaluate and use large-scale economic forecasting 

21 and simulation models in public policy analysis. 

22 Exhibit RAL-I contains my curriculum vitae. 



1 II. PURPOSE AND SCOPE OF TESTIMONY 

2 Q. What is the purpose and scope of your testimony? 

3 A. I have been retained by PECO Energy Company ("PECO") to: 

4 1. evaluate and comment on the appropriateness of Dr. Silkman's use of the REMI 

5 model in evaluating his alternative electricity rate structures; 

6 2. evaluate and comment on Dr. Silkman's modeling assumptions; and 

7 3. comment on Dr. Silkman's conclusions. 

8 ffl. SUMMARY 

9 Q. Please summarize the conclusions of your analysis. 

10 A. My analyses of the REMI model and Dr. Silkman's use of it have led me to three 

11 conclusions: 

12 - The REMI model is widely-used and well-respected. So long as its strengths and 

13 weaknesses are well understood and the analyst does not simply use it as a "black 
14 box," it is appropriate to use this model to assess the regional economic 
15 consequences of utility industry restructuring. 

16 Dr. Silkman, in my judgment, has not employed the REMI model properly. As I 
17 will explain in more detail later, the developers of the REMI model identify 6 
18 steps necessary to simulate the effects of utility industry restructuring. Dr. 
19 Silkman has overstated the effects of Step 1, misapplied Step 2 and simply 
20 ignored Steps 3, 4, 5, and 6. As a result. Dr. Silkman's analysis understates 
21 job creation from the PECO plan by about 8,600 jobs and improperly 
22 "creates" dollars in the Philadelphia economy by failing to identify the costs 
23 of cutting rates in his alternative scenarios. 

24 - Given Dr. Silkman's errors and omissions, his quantitative conclusions are simply 
25 uninformative. Dr. Silkman's analysis likely understates the overall economic 
26 benefits of industry restructuring, overstates the benefits of his proposed rate cuts 
27 and exaggerates the differential impact of his proposed rate cuts and the PECO 
28 plan. 



1 IV. JOBS TO BE CREATED BY THE PECO PLAN 

2 Q. What is the basis for your conclusion that Dr. Silkman understated job creation 

3 from the PECO plan and overstated the job benefits from his scenarios? 

4 A. Dr. Silkman's representation of the PECO proposal illustrates why I have arrived at my 

5 conclusion. The PECO plan calls for a 3% reduction in rates in 1998, and a 9 year rate 

6 cap as required by the Electricity Generation Customer Choice and Competition Act. 

7 While Dr. Silkman acknowledges this rate cap in footnote 4 of his testimony, his 

8 simulation of the PECO plan ignores it and, in fact, escalates PECO's rates at 2.2% to 

9 2.3% each year following the initial 3% rate reduction. Using Dr. Silkman's inflation 

10 assumptions, over the period that the rate cap is in effect, relative electric rates drop by 

11 more than 20% under the PECO plan, not 3% as Dr. Silkman portrays them. Thus, even 

12 i f all other aspects of Dr. Silkman's calculations were correct, this one correction alone 

13 would result in over 10,200 new jobs under the PECO plan^ rather than the 1,200 to 1,600 

14 jobs that he has modeled. Indeed, with this single change, the only Silkman scenarios 

15 that create more jobs than PECO's proposal are those that lower rates to the national 

16 average. Since rates nationally reflect costs nationally and these costs are well below 

17 those obtainable in the Northeast even by the most aggressive competitors, this finding is 

18 neither surprising nor especially relevant to policy-makers. 

19 Moreover, Dr. Silkman has ignored the negative consequences of rate cuts, as 

20 measured either by lost jobs, reduced wages or lost dividend income. For example, there 

21 are currently 7,200 PECO employees, hundreds of vendors to the utility industry, and 

22 42,000 PECO shareholders who reside in the Philadelphia area. In addition, there are 



1 tens of thousands of other Philadelphia area residents who hold PECO shares in mutual 

2 funds or retirement accounts. As a consequence of ignoring the consequences of rate cuts 

3 for these individuals, Dr. Silkman has greatly overstated the benefits of his proposed rate 

4 cuts. 

5 

6 Q. Do you have any exhibits to demonstrate that the PECO proposal produces 10,200 

7 jobs in the REMI model? 

8 A. Yes. Exhibit RAL-2 portrays the results of a rerun of the REMI model reflecting a 

9 corrected portrayal of the PECO plan. This rerun shows corrected job gains of 10,200 

10 under the PECO plan. 

11 V. GENERAL DESCRIPTION OF PRINCIPAL 

12 ERRORS IN DR. SILKMAN'S ANALYSES 

13 Q. Please describe the REMI model and your reasons for concluding that Dr. Silkman 

14 has misused it 

15 A. While the REMI model itself is highly complex, it is possible to comprehend how the 

16 model works (and how it can be misused) by understanding three key concepts that 

17 underlie the model's construction. 

18 The Multiplier Concept: Various economic multipliers propel economic growth 

19 in the REMI model. The basic multiplier concept is simple. I f I receive $100 in income, 

20 I am likely to save some of it or pay some taxes -- say, 25% -- and spend the rest. The 

21 $75 I spend becomes someone else's income. That individual or business, in turn, sets 



1 aside its 25% for savings and taxes and spends the rest. This process continues over and 

2 over again. When all the income creation opportunities are totaled, the initial $1001 

3 received has generated $400 in income. The multiplier on my original $100 is, therefore, 

4 4. 

5 This multiplier process is a valid input to a regional economic impact analysis. It 

6 is important in applying this concept, however, to recognize that the initial infusion of 

7 $100 to me may come at the expense of someone else in the region. The multiplier of 4 

8 only applies to the net infusion of income to the region. I f my $ 100 comes at the expense 

9 of my next door neighbor, the multiplier applies to $0, not $100. 

10 Thus, when Dr. Silkman cuts electricity rates by 10% he generates about $333 

11 million in income for electricity consumers.- He applies the multipliers in the REMI 

12 model to that amount. He never indicates, however, where these savings come from. Are 

13 they due to improved productivity? I f so, where are the corresponding income job losses 

14 to wage earners and local vendors? Are they due to reduced dividends to shareholders? 

15 I f so, where is the corresponding income loss to utility industry shareholders that reside in 

16 the area? 

17 In addition, when I receive income I may choose to spend it outside the region ~ 

18 on a well-deserved vacation in Florida, for example. In this case, the multiplier applies to 

19 Florida, not the PECO service territory. These "leakages" are especially important to 

20 take into account in an electric industry restructuring simulation, for two reasons. 

1/ During 1996, PECO's service territory revenues were $3,331 million, according to 
PECO's Form 10-K. 



1 First, many of the industrial and commercial beneficiaries of lower rates are 

2 publicly held companies whose shareholders, like PECO shareholders, are located all 

3 across the country. To the extent these shareholders are the beneficiaries of lower rates, 

4 the multiplier applies in their home regions, not the Philadelphia area. To illustrate: 

5 approximately 33% of the benefits of lower rates flow to large commercial and industrial 

6 users in Dr. Silkman's analysis. I f the shareholders of these large companies are 

7 distributed across the nation in a pattern similar to the pattern of PECO stock ownership 

8 (i.e., about 90% of the stock ownership is outside the Philadelphia region),- then 

9 approximately 30% of the benefit of lower electric rates accrues outside the region. In 

10 the 10% rate cut scenario, about $100 million in rate reductions ($333 million x 30%) 

11 represent benefits to shareholders who reside outside the region. Dr. Silkman has ignored 

12 this effect. 

13 Second, one of the consequences of electricity industry restructuring is to open up 

14 inter regional competition. Restructuring itself may result in consumers switching from 

2/ More than 24% of PECO shareholders reside in the 5 county PECO territory. These 
shareholders own 9.25% of PECO's 220 million outstanding shares. Half of all PECO 
shares are owned by institutional investors managing mutual funds, retirement and other 
accounts for indirect owners of PECO shares. Institutional investors typically operate in 
national markets. Since the PECO service territory represents about 1.3% of the U.S. 
population, it is reasonable to assume that at least 1.3% of these institutionally owned 
shares are held for the benefit of Philadelphia-area indirect shareholders. (This is almost 
certainly a low estimate. Just as individuals are more likely to own shares of the local 
utility and other local companies, they are also more likely to be the beneficiaries of 
institutionally managed shares. For example, the institutional retirement accounts of the 
Commonwealth of Pennsylvania are much more likely to serve Pennsylvania residents 
than residents of other states). At a minimum, therefore, 10% of PECO dividend income 
accrues to residents of the PECO service territory. The same logic applies to the 
ownership of shares in non-utility companies. 

7 



1 the purchase of electricity produced locally to electricity produced in another region, 

2 creating another unaccounted leakage in the multiplier process. 

3 Conceptually, the REMI model attempts to capture leakages. Because the model 

4 is generic, however, the analyst must make sure that any policy-specific leakages are 

5 accurately captured and Dr. Silkman has not done so. 

6 The Input/Output Concept: The second key concept underlying the REMI 

7 model is the input/output concept. As a consumer, when I spend my $75 of higher 

8 income, I purchase relatively predictable items: some groceries, a little life insurance and 

9 maybe gasoline, for example. Grocery stores, in turn, predictably purchase their wares 

10 from food suppliers, hire employees to run the store and purchase electricity to keep the 

11 freezers cold and the store well lit. Similarly, the purchase patterns of my insurance 

12 company and gas station are also reasonably predictable when viewed economy wide. 

13 Input/output analysis tracks these predictable patterns to determine where my $75 goes 

14 throughout the economy. 

15 Once again, however, because the REMI model is a generic model, the burden is 

16 on the analyst to account for any changes in these input/output parameters necessary to 

17 capture accurately the regional consequences of a policy change. In particular, since 

18 industry restructuring is intended to lower the cost of producing electricity, it is essential 

19 to account for the job losses associated with downsizing and other cost-cutting initiatives. 

20 It is also necessary to account for the substitution of electric power produced outside the 

21 area for power produced inside the region. These lost, lower paid or "exported" utility 



1 industry jobs need to be accounted for in any simulation of the job consequences of 

2 restructuring. Dr. Silkman has ignored these effects. 

3 The Supply/Demand Concept: The third key concept underlying the REMI 

4 model is the concept of supply and demand. I f income rises in a region, this will make it 

5 attractive for individuals to move in. The labor supply will drive down wage rates and 

6 the economy will settle in at new wage and population levels when supply and demand 

7 equilibrate. This is, of course, one of the most basic and powerful concepts of 

8 economics. It is also among the most difficult concepts to implement in an economic 

9 model. Price changes reverberate throughout the economy, setting in motion a seemingly 

10 infinite number of actions and reactions. 

11 While the REMI modelers have captured many of these supply/demand effects, 

12 they have not specified supply/demand interactions for energy or electricity use. For 

13 industrial and commercial consumers, the model includes fuel costs, but not electricity 

14 rates. The analyst must translate changes in electricity rates into changes in overall fuel 

15 costs in a way that captures the business response to these rate changes. 

16 Dr. Silkman has not done this correctly. For example, it appears that he has 

17 substantially overstated the fuel cost reductions to industrial customers. Dr. Silkman 

18 failed to consider that many of PECO's large users already pay for electricity under 

19 discounted rate riders that are substantially lower than the rates that he uses to develop 

20 the discounts in his alternative scenarios.- In addition, by lowering costs by, say, 10%, 

3/ Dr. Silkman's national rate scenario lowers fuel costs for industrial users by 40.72%. He 
(continued...) 



1 and not rates. Dr. Silkman ignored that fact that lower rates encourage higher 

2 consumption, thus, even with a 10% rate cut, costs should not fall by 10% as industrial 

3 consumers take advantage of the opportunity to purchase more electricity. In other 

4 words. Dr. Silkman has overstated the cost reductions in his model that would accrue to 

5 industrial customers, and thus, the economic benefits of these cost reductions are 

6 overstated as well. 

7 The REMI model also does not explicitly account for residential electricity 

8 supply/demand effects. Instead, the model accounts for a consumer price index and a 

9 pattern of overall household expenditures that includes electricity. Analysts wishing to 

10 simulate the impact of a residential electricity price change must first translate these rates 

11 into changes in the consumer price index and household spending patterns. Dr. Silkman 

12 failed to do this. In addition, Dr. Silkman ignored the responses of residential consumers 

13 to choice. 

14 There are other key concepts embedded in the structure of the REMI model, but I 

15 believe these three are the most relevant to understanding the application of this model to 

16 a utility industry restructuring analysis. There are also additional errors and omissions in 

3/(...continued) 
apparently arrives at this number by observing first that the national average cost of a 
kWh for an industrial consumer is 4.6 cents and second that PECO's industrial rate tariff 
calls for a 7.76 cent/kWh average charge. Lowering the rate from 7.76 cents to 4.6 cents 
requires a rate reduction of 40.72%. However, I have been advised that many of PECO's 
industrial customers aheady have discounted rates. Consequently, the average large 
industrial rate is 7.2 cents, not 7.76. Using Dr. Silkman's own approach, therefore, a 
40.72% rate cust would cut industrial rates in the Philadelphia area to a level 7% below 
the national average. 
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1 Dr. Silkman's analysis which I will address later. The examples I have just cited lead me 

2 to conclude that Dr. Silkman has likely understated the overall benefits of utility industry 

3 restructuring, overstated the benefits of his proposed rate cuts, and exaggerated the 

4 differential impact of his proposed rate cuts and the PECO plan. 

5 Q. Please comment generally on the abilities and limitations of economic models, such 

6 as the REMI model, to project the economic effect of present financial decisions. 

7 A. A properly designed and executed model, like the REMI model, can provide worthwhile 

8 insights into the economic effect of policy choices. 

9 As is the case with any sophisticated economic model, the proper use of the REMI 

10 model is neither simple nor straightforward. The burden is on the analyst to insure that 

11 the model simulates the specific effects of interest. Moreover, precisely because the 

12 REMI model endeavors to capture so many economic interactions, the effects of errors 

13 and omissions in policy specification can easily multiply as the model's equations 

14 perform their arithmetic. 

15 As an analyst, I would personally choose not to use the REMI model to assess the 

16 regional consequences of industry restructuring. I would not do so because the 

17 adaptations and adjustments needed to insure that the model captured the effects of 

18 restructuring accurately are highly judgmental and, once made, not apparent to the user of 

19 the model's results. I would be concerned that I was introducing errors that I could not 

20 see, and preventing users of my results from fully understanding the basis for my 

21 conclusions. 
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1 That is an individual professional preference, however. I would not quarrel with 

2 an analyst who chose to use the REMI model i f he or she adequately addressed the 

3 challenge of translating a specific policy application into the REMI model construction 

4 and, having done so, interpreted the results with an appreciation of the potential 

5 limitations of the simulations produced. After all, it is important to recognize that no 

6 model can precisely project the future economic effects of present choices. The real 

7 world does not always react as the necessarily simplified economic theories in computer 

8 models would predict. 

9 VI. REMI'S SIX STEPS TO SIMULATE RESTRUCTURING 

10 Q. Vou previously stated that Dr. Silkman did not employ the REMI model properly. 

11 Please elaborate. 

12 A. In reviewing the procedure used by Dr. Silkman to simulate the effects of different 

13 electricity prices, I was concerned that he had overlooked several important factors, and 

14 thus had failed to model all or even most of the major effects of restructuring. I 

15 subsequently concluded that my concerns were justified when I reviewed the six steps 

16 that REMI model developers prescribe to analysts preparing a simulation of the effects of 

17 utility industry restructuring. Exhibit RAL-3 is a copy ofan article recently prepared by 

18 Frederick Treyz, vice president of REMI, and Lisa Petragalia, explaining the steps needed 

19 to quantify the effects of electric restructuring. 

12 



1 Q. Please describe these six steps. 

2 A. The first step is to change commercial and industrial fiiel costs. As noted previously, it 

3 appears that Dr. Silkman has substantially overstated the fuel cost reductions to industrial 

4 customers. Exhibit RAL-4 is the source data used by Dr. Silkman for industrial rates, 

5 which he converted into fuel costs. What this exhibit shows is the bill ofan industrial 

6 customer, using 2,500,000 kWh, at PECO's HT tariff rate and under comparable rates of 

7 other utilities. However, I have been advised that many of PECO's large users already 

8 pay under discounted rate riders that are substantially lower than the 7.76£/kWh that Dr. 

9 Silkman implicitly uses in his base case and that he uses to develop the discounts in his 

10 alternative scenarios. In other words. Dr. Silkman has overstated the cost reductions in 

11 his model that would accrue to industrial customers, and thus, the economic benefits of 

12 such cost reductions are overstated as well. 

13 The second step requires changes to the consumer price index. Residential 

14 electricity prices do not directly enter the REMI model. Again, the analyst must simulate 

15 their effect either by modifying the consumer price index or reducing consumer prices for 

16 expenditures on household operations (which includes electricity purchases). Dr. Silkman 

17 chooses instead to simulate the effect of lower residential electricity prices by lowering 

18 taxes collected in the model. This does not yield equivalent results. The rate cut to 

19 residences is not a tax cut. It is a reduction in the price of an item consumed by 

20 households, which allows households to make additional expenditures on other consumer 

21 items and even to buy additional electricity. These expenditures affect the economy in 

22 ways that are fundamentally different from a tax cut. 
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1 Q. Please continue with an explanation of the next three steps which Dr. Silkman 

2 should have taken to simulate restructuring. 

3 A. Step 3 requires the analyst to fine tune household demand to reflect demand induced 

4 changes in consumption. Dr. Silkman also ignores this step. In so doing, he ignores the 

5 fact that consumers may respond to lower prices through higher consumption, the 

6 purchase of different electricity using products or other adjustments. For example, a 30% 

7 cut in residential electricity rates will almost certainly encourage increased consumption 

8 of electricity. In the REMI model, every 1% decrease in the price of household operation 

9 (the category that captures residential electricity) results in a 0.86% increase in demand 

10 for that category. I f a similar price elasticity applied to electricity, a 30% price cut would 

11 yield about a 25% increase in electricity consumption. 

12 Step 4 requires the analyst to adjust public utility revenues. Dr. Silkman also 

13 ignores this step and in so doing ignores the reality that someone's price is someone 

14 else's revenue. Simply put, i f consumers pay less, then utilities receive less. Dr. Silkman 

15 does not model these revenue losses. Lost utility revenue reduces utility employment 

16 and, at fixed costs, reduces profitability. By not changing public utility revenue in the 

17 model he implicitly assumes that someone will continue to pay the same bill to produce 

18 electricity despite up to a 40% rate cut. As a result. Dr. Silkman has artificially created 

19 money in the Philadelphia market to support jobs. The failure of many users of the REMI 

20 model to adjust both sides of the equation where payments are concerned has been noted 

21 previously in an article by Dr. Edwin Mills, which I have included as Exhibit RAL-5. 
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1 Step 5 requires the analyst to account for efficiency. Restructuring is anticipated 

2 to yield efficiencies through increasing labor and total factor productivity, driving utility 

3 wages down, and reducing the need for redundant capital. Absent increased demand for 

4 electricity to absorb these efficiencies, job and income loss to the region result. Dr. 

5 Silkman omits these factors fiom his analysis, and, therefore, overstates job and income 

6 gains from restructuring. To properly estimate net job creation, the analyst must 

7 subtract the job losses from increased productivity from the jobs created by lower 

8 rates. 

9 Q. Please continue with an explanation of the sixth step. 

10 A. Step six requires the analyst to account for the dividend implications of restructuring for 

11 local shareholders. By ignoring the consequences of achieving lower rates. Dr. Silkman 

12 greatly undermines the usefulness of his own analysis. There are almost 42,000 direct 

13 PECO shareholders in the Philadelphia area and tens of thousands of other indirect 

14 owners of PECO shares through mutual funds and retirement plans. To the extent that 

15 lower electricity rates are achieved at shareholders' expense, lower rates do not represent 

16 a net infusion of income into the region but simply a transfer of income from one 

17 neighbor to another. By ignoring this reality. Dr. Silkman exaggerates the economic 

18 development benefits of deep price cuts and overstates the differences between his 

19 proposed deep price cuts and the PECO plan. 
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1 Q, What proportion of PECO's shares are held by Philadelphia area residents? 

2 A, PECO's shareholder data cannot precisely determine that number. However, it is known 

3 that Philadelphia area residents hold over 20.5 million shares. An additional number 

4 undoubtedly hold shares in street names, and thus cannot be identified by location. Also, 

5 almost 50% of the shares are held by institutional investors, including entities such as the 

6 Vanguard Group that is headquartered in the Philadelphia area and the Commonwealth of 

7 Pennsylvania. I would expect that at a minimum 1.3% of the indirect shares are owned 

8 by Philadelphia residents, since the Philadelphia area is about 1.3% of the national 

9 population. It is reasonable to assume, therefore, that at least 10% and almost certainly 

10 more of PECO's 220 million shares are held by, or in behalf of, Philadelphia area 

11 residents. 

12 Q. Why is this significant to your critique of Dr. Silkman's analysis? 

13 A. As explained above, Dr. Silkman's use of the REMI model has failed to recognize the 

14 detrimental economic effect to the Philadelphia area of his proposed rate cut. One 

15 measure of that detrimental effect is the impact on dividends. For example, i f PECO 

16 were forced to eliminate payment of its dividend for several years, the result would be 

17 almost $40 million per year in disposable income lost to the Philadelphia area economy. 

18 To put this figure in perspective, Dr. Silkman's 10% rate cut scenario generates about 

19 $333 million in lower electricity costs and purports to create about 5,000 jobs. However, 

20 by ignoring perhaps $40 million in lost income to shareholders in the region and by 

21 ignoring the portion of the rate reductions that accrue to non-PECO shareholders of 
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1 industrial companies who reside outside the area — another $100 million ~ he has 

2 overestimated the economic stimulus of the 10% rate cut by $140 million. The likely job 

3 creation impact of the 10% rate cut, therefore, is more likely in the vicinity of 3,000 jobs 

4 than 5,000 jobs.* 

5 Q. Please summarize. 

6 A. In sum, the authors of the REMI model identify 6 steps necessary to adequately capture 

7 the regional economic impacts of electricity industry restructuring. Dr. Silkman ignores 4 

8 of these 6 steps, incorrectly applies a fifth and overstates the positive aspects of the sixth. 

9 Individually, each of these errors and omissions leads to an overstatement of the 

10 differences between his proposed deep price cut scenarios and the PECO plan to which he 

11 purports to compare them. Collectively, these errors and omissions make it inappropriate 

12 to use his quantitative results for policy-making purposes. 

4/ Working with Professor Joseph Kalt of Harvard University, I have studied the 
implications of different geographic patterns of shareholder ownership, yielding some 
counterintuitive, but readily understandable results. For example, conventional wisdom 
shows New England facing an income loss i f natural gas prices rise because New 
England has no local sources of supply. This conclusion ignores the fact that New 
England is both wealthier and older than the U.S. average and actually owns much of the 
natural gas producing industry - - so much in fact, that high natural gas prices generate 
more dividend income for shareholders who live in New England than they generate 
higher prices for New England consumers. The end result is that higher natural gas prices 
actually stimulate economic growth in New England - - a reality that can only be captured 
by properly accounting for both shareholder income and the residential locations of 
shareholders. See Joseph Kalt and Robert Leone, "Regional Effects of Energy Price 
Decontrol: The Roles of Interregional Trade, Stockholding and Microeconomic 
Incidence, Rand Journal of Economics, Vol. 17, No. 2, Summer, 1986. 
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1 VII. FINAL COMMENTS 

2 Q. Are there other errors in Dr. Silkman's analysis? 

3 A. Yes. Dr. Silkman correctly notes that REMI-type models are most useful when they 

4 allow the comparison of differences between policies. This places significant importance 

5 on the base case to which all policies are compared. Dr. Silkman's base case, in my 

6 judgment, is seriously flawed. It totally ignores the competitive change in electricity 

7 markets that is taking place independent of the PECO or any other plan. To ignore these 

S changes is to ignore relative price reductions in competing regions, competitive inroads to 

9 the existing PECO territory from other regions, and the loss of industrial growth 

10 opportunities to other regions. It is a practical competitive reality that, independent of 

11 overall pricing policy. PECO and other local firms must react to these competitive threats 

12 and opportunities. 

13 For example, in the base case we can expect other regions of the country to 

14 implement restructuring proposals of their own. These policies will change electricity 

15 rates elsewhere, thus attracting businesses now located in the PECO service territory. 

16 With or without the PECO plan, PECO and other providers will have to respond to these 

17 competitive threats. Similarly, with or without the specific PECO plan, consumers in the 

18 PECO territory will have some form of choice in the future. Especially in the case of the 

19 largest industrial consumers, choice is likely to lead them to look to lower-cost sources of 

20 supply outside the region. Again, PECO and other local providers will need to respond. 

21 These responses will take place in the base case, independent of PECO's plan or Dr. 

22 Silkman's proposed deep rate cut alternative scenarios. To attribute these benefits of 
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1 restmcturing to deep price cuts or the PECO plan is to overstate the benefits of both, 

2 while understating the intrinsic benefits of restmcturing. 

3 In sum, Silkman's analysis starts from an unrealistic premise. He errs in 

4 assuming that the five-county economic region will capture competitive advantage by 

5 lowering its prices for electricity. In fact, restmcturing is anticipated to occur generally, 

6 negating many of the competitive benefits that could accme if the region acted alone to 

7 reduce prices. I conclude that Dr. Silkman's characterization of the base case leads to an 

8 overstatement of the benefits of the deep price cut policies he proposes because much of 

9 the benefit of lower rates can and will be achieved without the rate cut policies he 

10 proposes. 

11 Q. Do you have any other examples of the flaws in Dr. Silkman's deep price cut 

12 scenarios? 

13 A. Yes. The logic of Dr. Silkman's scenarios and the structure of their input to the REMI 

14 model always makes lower prices better. As an example, I have taken Dr. Silkman's 

15 model and incorporated a 99% cut in electric costs.1' As Exhibit RAL-6 demonstrates, 

16 such a price cut would create 150,000 more jobs than Dr. Silkman's most extreme 

17 scenario. I could prepare similar scenarios that cut the price of food, or other retail items 

18 and produce comparable job growth. For example, as shown in Exhibit RAL-7, 

19 according to the REMI model, an 8% reduction in the price of shoes and clothing 

5/ Because the model will not accept a zero input, I have reduced electric costs by 99%. 
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1 produces 10,500 jobs. Since shoes and clothing are about 8% more expensive in the 

2 Philadelphia region than the national average, why not cut these rates?- Cutting these 

3 prices to the national average would create about as many jobs as cutting electricity prices 

4 to their national average.2' What this demonstrates, of course, is not the need to regulate 

5 the price of a pair of Nikes. Rather, the example shows that i f the costs of producing 

6 electricity (or any other goods or services) are ignored, it is a foregone conclusion that 

7 lower relative prices produce better economic results. 

8 However, this conclusion does not enlighten the policy debate. Clearly, free 

9 electricity is not attainable, and the job growth predicted by the model under a near-zero 

10 price scenario is not plausible. However, i f the results of a 99% price scenario are 

11 implausible because they ignore costs, can the results of Dr. Silkman's 40% price cut 

12 scenario be relied on when he ignores costs? What about the 10% price cut scenario? 

13 Because there is no accounting for the means of achieving the rate cuts in Dr. Silkman's 

14 analysis, it is impossible to rely upon any conclusions from Dr. Silkman's calculations. 

6/ "Beating the High Cost of Living," American Demographics, June, 1997, p. 30. 

7/ Various consumer items appear to cost about 8% more in the Philadelphia region than in 
the rest of the United States. The REMI model projects about 10,500 jobs for an 8% 
decline in shoe and apparel prices. This is close to the difference in total jobs between 
Dr. Silkman's national average electricity price cut versus the corrected PECO plan. 
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1 Q. Are there other economic results of restructuring that are not considered in Dr. 

2 Silkman's analysis? 

3 A. Yes. Dr. Silkman asserts that the purpose of restructuring is to make electric rates for 

4 PECO's customers competitive with other electric rates in the region and country. He 

5 then bases his economic analysis on achievement of this policy goal. The aalysis is 

6 fundamentally flawed at the outset, however, by Dr. Silkman's characterization of the 

7 objectives of industry restructuring. 

8 First, restructuring offers consumers choice. Dr. Silkman never takes into account 

9 the value of choice. Indeed, his analysis of the PECO plan implicitly assumes that no 

10 customers exercise choice. 

11 Second, restructuring is intended to provide consumers with access to low cost 

12 electricity wherever it may be available. Dr. Silkman does not account for the 

13 consequences of importing lower cost power into the region and displacing local 

14 economic activity in the process, nor does he account for the productivity improvements 

15 in electricity production. 

16 And third, restructuring is intended to create innovative new ways to meet the 

17 electricity needs of consumers. In particular, through the provision of creating new 

18 services, the unbundling of existing services and the entry of new competitive entities, 

19 restructuring should permit consumers to lower their costs to use electricity, not 

20 merely their cost to acquire it. In a competitive world some consumers may willingly 

21 pay higher prices for specialized electricity services (for example, long-term rate 

22 guarantees) because such purchases will allow them to reduce their total cost of using 
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1 electricity. Dr. Silkman ignores these benefits and the cost to use versus cost to acquire 

2 tradeoff. 

3 Q. How will restructuring achieve benefits that are not reflected in Dr. Silkman's 

4 analysis? 

5 A. The policy goal of restructuring is to use competitively disciplined market forces to create 

6 new suppliers, insure the vigorous pin-suit of operating economies, and enhance 

7 opportunities for product and service innovation. To insure the fiill discipline of 

8 competition, consumers will have individual choice, and, therefore, the opportunity to 

9 have their individual energy-using preferences satisfied by suppliers with skills focused 

10 on meeting their individual needs. Any evaluation of the economic consequences of a 

11 restructuring plan that ignores the essential purposes of restructuring is limited at best and 

12 misleading at worst. Indeed, any analysis that assumes that the consequences of 

13 restrucmring manifest themselves only in rates is flawed from the outset. 

14 

15 Q. Does this conclude your testimony? 

16 A. Yes, it does. 
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"Tax Exemption and the Local Property Tax," with John R. Meyer, "Fire Fighting Benefits," with 
Malcolm Getz, and "Prospects for Economic Development: The New Haven Case," with Malcolm 
Getz, in Local Public Finance and the Fiscal Squeeze, Meyer and Quigley, eds., Cambridge, MA: 
Ballinger Books, 1977. 

"The Real Costs of Regulation," in Harvard Business Review, November-December, 1977. 

Local Economic Development: The Federal Connection, with C. H. Martin, Lexington, MA: D.C. 
Heath, 1977. 

"The Incubator Hypothesis: Evidence from Five SMSA's," with Raymond Struyk, in Urban Studies, 
Fall, 1976. 

"Heavy Hands on Pollution Controls," in The Wharton Magazine, Fall, 1976. 

Environmental Controls: The Impact on Industry, Lexington, MA: D.C. Heath, 1976. 



ROBERTA. LEONE 6 September 1995 

"The Economic Impact of Federal Water Pollution Control Act Amendments of 1972 on the Pulp 
and Paper Industry," with Richard Startz and Mark Farber, a report to the National Commission on 
Water Quality by the National Bureau of Economic Research, June 15, 1975, NTIS @PB-248-
801. 

"The Economic Impact of Federal Water Pollution Control Act Amendments of 1972 on the 
Petroleum Refining Industry," with James L. Smith, a report to the National Commission on Water 
Quality by the National Bureau of Economic Research, June 1,1975, NTIS @PB-248-800. 

"Changing Water Use in Selected Manufacturing Industries," with J.a Royce Ginn and An-Loh Lin, 
a study for the Institute for Water Resources, Corps of Engineers, Department of the Army 
Contract N. DACW 31-72-C00044, December, 1973. 

"The Role of Data Availability in Intrametropolitan Workplace Location Studies," in Annals of 
Economic and Social Measurement, Vol. I No. 2,1972. 

PUBLISHED TEACHING MATERIALS: 

All materials listed with a seven-digit catalog number are published by HBS Case Services, 
Boston, MA. The materials with a seven-digit number preceded by the letter "C" are published by 
the John F. Kennedy School of Government, Cambridge, MA. The materials with a six-digit 
number preceded by the "#" sign are published by the Boston University School of Management, 
Boston, MA. As is frequently the situation with classroom materials, many of these involve 
coauthorship by a research assistant or colleague or supervision of a professional casewriter. 

9-981-001 Government Regulation of Business: Developing the Managerial 
Perspective. 

9-981-002 Government Regulation of Business: Developing the Managerial 

Perspective Teacher's Manual. 

9-676-151 (A) A. H. Robins. 

9-676-152 (B) A. H. Robins. 

5-677-151 (A) A. H. Robins (A) Teaching Note. 

5-680-159 Airline Deregulation, 1976-77 Teaching Note. 

9-675-031 American Central Incorporated. 

9-679-058 Atlantic Pulp and Paper, Inc. 

5-680-094 Atlantic Pulp and Paper Teaching Note. 

C15-88-820.0 Boston Power Patrol. 
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9-679-014 Byertech Industries. 

Cl 6-86-662 Charles Point Resource Recovery Plant. 

Cl 6-84-581 The City of Austin's Electric Power and Light System and the South Texas 
Nuclear Project. 

C16-84-581S The City of Austin's Electric Power and Light System and the South Texas 

Nuclear Project: Sequel 

C16-86-706.0 The Coast Guard and LORAN: In-House Vs. Contracting Out. 

2-679-120 The Coca-Cola Company. 

C15-86-721.0 Concrete in New York City. 

9-677-226 Consolidated Electric Company. 

5-678-010 Consolidated Electric Company Teaching Note. 

Cl 6-85-641 Cornwall County School District. 

C15-87-745.0 The CPUC and Telecommunications. 

5-678-208 Davidson Paper Company Teaching Note. 

9-679-077 Diamond/Sunsweet, Inc. 

5-679-088 Diamond/Sunsweet, Inc. Teaching Note. 

9-677-191 Domestic Air Cargo Industry. 

5-678-022 Domestic Air Cargo Industry Teaching Note. 

9-680-045 (A) Energy Corporation of Louisiana. 

9-680-046 (B) Energy Corporation of Louisiana. 

9-680-047 (C) Energy Corporation of Louisiana. 

5-678-095 (A) (B) (C) Energy Corporation of Louisiana Teaching Note. 

9-680-082 Energy Policies and the Automobile Industry. 

5-678-143 Energy Policies and the Automobile Industry Teaching Note. 

9-675-035 Erie Lackawanna Railway Co. 
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C94-83-559 Federal Water Pollution Control Policy. 

5- 680-014 Florida Power and Light (B) Teaching Note. 

9-680-047 The Ford Motor Company - Propane Allocation. 

6- 679-040 Furniture Industry Process Note. 

9-679-039 Furniture Industry Reference Note. 

Cl 6-84-561 The Future of the Los Alamos County Electric Utility System. 

C16-84-561S The Future of the Los Alamos County Electric Utility System: Sequel. 

Cl 5-86-671.0 General Motors and the Corporate Average Fuel Economy Standards. 

9-680-088 Government Regulation and Operating Policy Course Overview. 

5-680-162 Great Northern Paper Company Teaching Note. 

9-678-179 ITT-Rayonier, Inc. (Rev. 3/80). 

9-678-062 Kaiparowits Power Project. 

5-679-041 Kaiparowits Power Project Teaching Note. 

9-680-049 Kenaf: A Fiber for the Future. 

9-678-109 Ketchikan Pulp Company (Rev.2/79). 

5-678-207 Ketchikan Pulp Company and ITT-Rayonier, Inc. Teaching Note (Rev. 
2/79). 

9-680-029 Manufacturing Policy Course Overview. 

C96-87-792.0 Mess and Maintenance in Marine Boot Camp. 

C96-87-791.1 Mess and Maintenance in Marine Boot Camp: Sequel. 

9-680-101 Midland Public Service Company. 

9-680-149 Note on the Midland Public Service Company. 

Cl 5-84-600 (A) The Millonzi Commission: Preference for New York State Hydro Power. 

Cl 5-84-601 (B) The Millonzi Commission: Preference for New York State Hydro Power. 
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C15-84-601T The Millonzi Commission: Preference for New York State Hydro Power 
Teaching Note. 

9-679-051 (A) Monterey Abalone Farms. 

9-679-052 (B) Monterey Abaione Farms. 

5-679-092 Monterey Abalone Farms Teaching Note. 

9-678-013 New Hampshire Forest Products. 

5-678-209 New Hampshire Forest Products Teaching Note. 

9-676-173 Nissho-lwai American Corp. 

9-677-006 (B) Nissho-lwai American Corp. 

5-677-238 Nissho-lwai American Corp. Teaching Note. 

9-676-143 Note on the Dynamic Performance of the Pulp and Paper Industry. 

9-678-045 (A) Nova Products, Inc. 

9-680-021 (B) Nova Products, Inc. 

5-678-145 Nova Products Teaching Note. 

5-679-035 Nucor Corp. Teaching Note. 

C16-85-620 The Office of Representative Marion Sawkill. 

9-678-090 Oregon Steel. 

#94-01A (A) Osage Municipal Utility. 

#94-01B (B) Osage Municipai Utility. 

#94-01C (C) Osage Municipal Utility. 

#94-01D (D) Osage Municipal Utility. 

#94-01E Osage Municipal Utilities Teaching Note. 

9-677-129 Overview of the U.S. Freight Transportation Industries. 

9-679-064 Pittsburgh/Corning - Tyler Insulation Plant. 

5-680-082 Pittsburgh/Corning, Tris and Sanford Mills Teaching Note. 
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Cl 6-87-784.0 Plastic in the Public Sector? 

9-680-086 Public Energy Action Committee (PEAK). 

9-678-186 The Pulp and Paper Industry in the United States: A Reference Note. 

9-678-091 Pulp and Paper Industry - Pollution Controls and Capita! Investment. 

9-679-066 Reference Prices in the Steel Industry. 

C16-84-580 Registry of Motor Vehicles: Watertown Branch. 

C16-84-580T Registry of Motor Vehicles: Watertown Branch Teaching Note. 

Cl 5-83-560 Regulating Lead in Gasoline. 

C15-83-560S Regulating Lead in Gasoline: Sequel. 

Cl 5-83-50/1 Restrictions on Japanese Auto Imports Teaching Note. 

Cl 6-90-996.0 St. Louis County Police Department. 

9-680-055 Sanford Mills, Inc. 

C15-85-625 Saving the Steel Industry. 

#94-03A (A) Seattle City Light and Snohomish County PUD. 

#94-03B (B) Seattle City Light and Snohomish County PUD. 

9-680-075 Southern California Edison Company. 

5-680-158 Southern California Edison Company Teaching Note. 

Cl 5-83-553 Spruce Budworm in Cape Breton. 

5-680-054 Steel Company of Canada Teaching Note. 

9-677-145 Steel Industry Process Note (1975). 

5-679-034 Steel Industry Process Note Teaching Note. 

9-6//-149 Steel Industry Reference Note (1977). 

9-680-028 Tris and Children's Sleepwear. 

9-678-174 U.S. Pulp and Paper industry Process Note. 



ROBERT A. LEONE 11 September 1995 

9-678-180 U.S. Timber Industry. 

#94-02A (A) Tennessee Valley Authority. 

#94-02B (B) Tennessee Valley Authority. 

9-680-084 (A) The Upholstered Furniture Flammability Issue. 

9-680-085 (B) The Upholstered Furniture Flammability Issue. 

9-680-086 (C) The Upholstered Furniture Flammability Issue. 

9-680-078 The Upstate Telephone Company. 

5-679-059 Wallowa Forest Products Teaching Note. 

9-678-066 Weyerhaeuser: Longview. 

5-678-205 Weyerhaeuser: Longview Teaching Note. 

9-678-047 (A) Weyerhaeuser: Springfield. 

9-678-048 (B) Weyerhaeuser: Springfield. 

5-678-076 Weyerhaeuser: Springfield Teaching Note. 

9-679-046 White Furniture. 
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REMI MODEL SIMULATION 
CORRECTED BASE CASE 

199fl 1999 2000 2001 2002 20O3 2004 2005 2006 2007 2008 
Employmenl 

Manulaclurtng 0.057 0.122 0.197 0.279 0.366 0.456 0.548 0.640 0.736 0.798 0.841 
Ourabies 0.020 0.042 0.Q66 0.092 0.119 0.146 0.174 0.200 0.230 0.251 0.265 
Non-durables 0.037 0.080 0.131 0.187 0.247 0.310 0.375 0.440 0.506 0.547 0.576 

Non-Manulecturing 1.252 2.213 3.154 4.071 4.973 5.861 6.723 7.566 8.401 8.490 8.517 
Mining 0.000 0.001 0.001 0.002 0.002 0.002 0.003 0.003 0.003 0.O03 0.003 
Conslruclion 0.130 0.220 0.305 0.382 0.455 0.523 0.5B7 0.646 0.704 0.684 0.662 
Trans + Pub Util 0.040 0.073 0.106 0.13B 0.171 0.205 0.238 0.272 0.305 0.315 0.322 
Fin., fns. Real Estate 0.105 0.187 6.266 0.341 0.414 0.483 0.546 0.605 0.660 0.680 0.654 
Retail Trade 0.402 0.694 0.969 1.225 1.468 1.696 1.908 2.106 2.296 2.267 2.225 
Wholesale Trade 0.059 0.107 0.155 0.202 0.250 0.297 0.342 0.387 0.433 0.448 0.458 
Services 0.507 0.915 1.330 1.749 2.176 2.610 3.046 3.487 3934 4.044 4.122 
Agri ./Forestry/Fish ing 0.009 0.016 0.023 0.030 0.038 0.045 0.053 0.060 0.068 0.070 0.071 

Govemmenl 0.025 0.O74 0.136 0.210 0.295 0.389 0.491 0.599 0.705 0.802 0.883 
Stale and Local 0.025 0.074 0.136 0.210 0.295 0.389 0.491 0.599 0.705 0.802 0.883 
Federal - Civilian O.OOD 0.000 0.000 0.000 0.000 0.000 O.OOD 0.000 0.000 0.000 0.000 
Federal - Military O.OOU 0.000 0.000 O.ODO 0.000 0.000 O.OOD 0.000 0.000 0.000 0.000 

Farm 0.000 0.000 0.000 0.000 0,000 0.000 O.OOD 0.000 0.000 0.000 0.000 
Tolal Employmenl 1.334 2.409 3.488 4.558 5.635 6.706 7.763 8.805 9.844 10 091 10.241 

Disposable Personal Income 0.076 0.139 0.206 0.276 0.349 0.425 0.503 0.584 0.668 0.702 0.733 

Price Index (1992 = 100) -0:034 •0.060 -0.088 -0.116 -0.146 -0.178 -0.211 -0.247 -0.286 -0.29B -0.311 

Investment 
Restdenlial 0.014 0.023 0.031 0.038 0.046 0.050 0.055 0.060 0.064 0.059 0.055 
Non-residential 0,004 0.007 0.009 0.012 0.014 0.016 0.018 0.020 0.021 0.020 0.020 
Prod. Durable Equip. 0.013 0.022 0.O30 0.039 0.047 0.055 0.062 0.069 0.075 0.073 0.070 

Total Fixed Investment 0.031 0.051 0.O7I 0.0B9 0.106 0.121 0.135 0.148 0.160 0.152 0.145 

Tax Revenues 
State Govemmenl 0.009 0.017 0.025 0.034 0.043 0.052 0.062 0.072 0.082 0.086 0.090 

Individual Income Tax 0.004 0.008 0.012 0.016 0.021 0.025 0.030 0.035 0.040 0.042 0.043 
Sales Tax 0.005 0.009 0.013 0.017 0.022 0.027 0.032 0.037 0.042 0.045 0.046 
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Exhibit RAL-3 

Forecasting the Effects of Deregulation: 

Using the REM! Model to Evaluate Electric Utihty Restnicrurmg 

by Frederick Treyz and Lisa Petraglia* 

The latest wave of deregulation is transfoiming the structure of the electricity industry 

from a patchwork of monopohes to an open system of competitive firms. This change is 

being led by policy makers who believe that deregulation will result in lower electric rates, 

and more efficient production and distribution of electric power. These direct changes are 

tied into broader economic benefits resulting from higher real incomes and increased business 

competitiveness. In this article, we describe how a regional economic forecasting and policy 

analysis model is used to quantify the effects of electric utility deregulation on a regional 

economy. 

The analysis is conducted using a 53-sector REMI model of New Jersey. The REMI 

model, developed by Regional Economic Models, Inc., is a widely used economic 

forecasting and policy analysis model. REMI is a structural economic model that 

incoipoiates elements of econometric, input-output, and computable general equilibrium 

models. Although the model is calibrated to a specific state, the behavioral responses are 

estimated using panel data for all states over the last 25 years. As in input-output models. 

"The authors are respectively Vice Iteident and Analyst, Regional Economic Models, 
Inc., 306 Lincoln Aveuue, Amherst, MA 01002. 
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the REMI model incorporates interindustry transactions. In addition, the model includes: 

substitution among factors of production in response to changes ic relative factor costs, 

migiation response to changes in expected income, wage response to changes in labor market 

conditions, and changes in the share of local and export maricets in response to changes in 

regional profitability and production costs. 

Inclusion of price responsive product and factor demands and supplies are a common 

feature of the REMI noodel and compuuble general equdHbriura (CGE) models. The models 

differ, however, in that static CGE models usually invoke market clearing in all product and 

factor markets, and dynamic CGE models typically assume a perfect foresight intertemporal 

clearing of markets or temporary market clearing if expectations are imperfect; whereas, the 

REMI EDFS model does not require product and foctor markets to clear continuously. The 

time paths of responses between variables are determined by combining a priori model 

structures with econornetrically estimated parameters. 

The REMI model makes use of state level unit energy prices for the three fuels 

electricity, natural gas and residual oil as well as their purchased fuel weights. These data 

are industry specific. The derivation of an industry specific aggregate fuel cost figures into 

factor and overall production cost. The model's policy variable levels allow for exogenous 

changes to the unit cost of any of the specific fuels and the resultant substitution among the 

fuels is captured through the Cobb-Douglas specification of aggregate fuel costs. This is the 

extent of the model's energy capabilities which are not to be confused with those of energy 

sector models. REMI is interfaced with one such model, Energy 2020, which is developed 

by Systematic Solutions for utility clients. 

14135491039 PAGE.003 
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The restructuring study presented in this article follows a four-step process. First, the 

REMI control forecast is selected to represent the economy in tlie absence of new policies. 

Next, direct restrucmring effects are input as policy variable values. In step three, the model 

is run to generate an alternative economic forecast. Last, the control and altemaiive forecasts 

are compared to evaluate the total economic effects of restructurmg. 

The second step of the utihty restmcturing simuladon is to change policy variables to 

represent direct changes that are pan of restructuring. Electric industry restructuring is a result 

of efforts to deregulate the industry with the aim of enhancing competition in all phases of 

industry activity. Restructuring plans undertaken by individual states or regional power districts 

affect generation, distribution, and transmission of electricity. Therefore, a wide range of issues 

need to be considered in a comprehensive study of restructuring policies. 

Table I presents an outline of the areas that need to be addressed in an electric utility 

restructuring study." These include rate changes to businesses and consumers, other changes 

in utility sales, structural changes, and utihty dividend implications. The lowest level of the 

hierarchy represents policy variables (e.g., Consumer Price (share)) that are given values and 

input into the model before a simulation is run. 

Electric utility restructuring may result in lower rates to businesses and consumers due 

to enhanced competition. Business rates are changed by decreasing the relative electricity fuel 

cost, which can be entered as a percentage or a proportion. This reduction in electric rates 

increases the competitiveness of commercial and industrial users of electricity, and results in 

substitution of electricity for other factors of production. 

"The snidy elements are based on the forthcoming REMI graphical user interface. 
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CoQSumer prices are adjusted using the general price index or the price of household 

operation, which is the specific 

consumption category using 

electricity. In the case of adjusting 

the general price index, there is no 

response in consumer demand to 

changes in prices. Every one 

percent decline in the price of 

household operation, however, 

results in an 0.86% increase in 

demand for this category. In order 

to enter lower rales, the percentage 

rate decrease is calculated as the 

dollar value of the rate cut divided 

by total household expenditures. 

This value is input into the model to 

simulate consumption effects. 

The consumer price change 

TABLE I : Elements of Utility Restructuring Study 

Part 1 Rate ciumges to business 
Relative Electricity PueJ Cost (share) 

Part 2 Rate ctotnge to consumers 
The coosumption category using electricity (price elasticity -.S6) 

Consumer Price (share) 
and change the genentl price inddx {price elisticity 0) 

Consumer Expendimre Price Index (J equivalent amount) 
Consumer Expendiiurc Price Index (slure) 

Part 3 Refine inputs to reprtsent the electric portion of household 
Operations 
Fine tune che intcnnediite demands to reflect eiectnc only 

Oenund (amount) 

Part 4 Changes in electric utility sales not reflected in demand changes 
dumge electric sales directly 

Public Utilities Sajes (amount) 
or adjust market shares 

Regional purchase coefficient (share) 
Export market sliaie (share) 

Pan 5 Structural changes due to deregulation 
Producavity changes 

Labor Produaiviiy (share) 
Factor Productivity (share) 

and/or wage changes associated with reorganization 
Wag© bill (employee oqurvalents) 

and/or more efficieat use of previously redundant capita] 
Nullify Investment Effect of Sal is (aanount) 

Part 6 Utility dividend impiicatiuns for local stockholders 
Dividends, Interest and Rent (amount) 
Dividends, Interest and Rent (share) 

can be refined in various ways. To simulate a price elastidry between 0 and -0.86, for example, 

a combination of general price index and household operation price changes are used. Also, the 

industrial demands induced by the price change in household operation can be adjusted to more 

precisely reflect the electricity component of this consumption category. 
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Direct eiectricity price reductions improve the competitive position of the region and 

thereby raise demand for its goods and services. Increases in demand can also be implemented 

directly. The public utihty sales policy variable allows the user to specifically change the dollar 

amount of output of the electric utility sector. Market shares policy variables are used to change 

the proportion of local demand supplied locally (using the regional purchase coefficient policy 

variable), or to change the share of export trade (using the Export Market Share policy 

variables). These shares might change due to a predicted change in the competitive position of 

local utilities. This change is not capmred by changes in this model's electricity price policy 

variables since REMI does not endogenously model fuel supply and demand relationships. 

Utihty restructuring may also change the way that power companies produce, distribute, 

and market electricity. Business reorganization may affect factor productivity, wages, and the 

use of capital, and each of these changes can be entered using their respective policy variables. 

Productivity changes can be input specifically for labor productivity, which measures employees 

per unit of output, or total factor productivity, representing the total use of labor and capital 

per unit of output. Increases in productivity lower both the use of factors and the cost of 

producing output. 

Wage changes are simulated in employee equivalent units. Thus, if wages per worker 

decrease by 5% in the utihty industry, the wage bill policy variable should be set to -0.05 times 

the number of affected workers. This policy variable changes the wages of workers without 

changing labor productivity. Combined shifts in labor productivity and the wage bill can be 

used to represent net adjustments to the labor force that may result from increased competition 

in the electric power industry. 
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Changes in the use of capital may also be important. As the default response to increased 

sales, the REMI model includes a capital stock adjustment process. If a policy results in more 

efficient use of capital, however, then increased sales in the pubUc utihty sector may not require 

additional electric plants and equipment. To represent the more efficient use of previously 

redundant capital, a policy variable to nullify the invesunent effect of sales is used as an input 

for the simulation. 

Changes in the profitability of utihties may also affect their dividend distributions. 

Although shareholders axe often a national constituency, many could reside in the state or service 

area that is being studied. Adjustments to the dividends received by local shareholders of 

utilities can be entered as either a share or dollar amount of the dividends, interest, and rental 

income policy variable. 

In order to demonstrate the performance of the model, we present the results of an 

individual exogenous shock that could represent one aspect of a larger utihty deregulation study. 

Table 2 shows the predicted effects of a permanent 10% decrease in commercial and industrial 

electric rates for New Jersey, for the first, second, fifth and tenth years of a simulation. Since 

electricity represents approximately one half of fuel costs, the 10% electric cost decline 

translated into a 4,6% decline in total fuel costs. This cost reduction leads to an overall 

economic stimulus, as the state becomes more competitive. 

Exports outside of tlie state increase as lower production costs raise industry profits and 

lead to businesses increasing export capacity. The initial first year increase in exports is only 

$61 million compared to die 5349 million increase in the tenth year since businesses take time 

to respond to the new cost environment. The increase in exports represents a component of the 
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overall increase in output and gross regional product. 

Output and gross regional product also rise due to internally generated increases in 

economic activity. Output, which measures total production, expands by S398 million in the 

TABLE 2: Effects of a 10% Cut in Electric Rates 

1st yr. 2nd yr. 5dj yr. 10th yr. 

Fuel Costs -4.6% -4.6% -4.656 -4.6% 

Exports* 61 115 232 349 

Output* 39S 537 835 1,128 

Gross Regiooal Product* 211 282 433 577 

Prices -1.2% -1.3% -1.3% -1.5% 

Real Disposable locome* 280 316 3S7 459 

Employment 4.611 5.499 6,996 7,679 

Population 1,932 4,348 9,442 15,074 

*m million cham-weighted 1992 dollars 

first year of the simulation and by $1.12 billion after the tenth year. Gross regional product, 

which represents the value added component only, has a corresponding increase of $211 million 

in the first year and $577 million in the tenth year. 

The increase in output levels are caused by increases in state employment, population, 

and demand, as well as exports. Reductions in fuel costs increase income in real terms, which 

7 

JUL 8 *97 11:44 1 4135481238 PAGE.208 



SEMI Fax:14135491038 Jul 8 '97 11:35 P.09/09 

raises demand for goods and services. A higher level of real income per capita also attracts 

additional workers to the state, which tends to lower nominal wages and further reduce prices. 

Employment increases dramaticaUy in New Jersey, up by over four thousand people in 

the first year of the simulation. As new jobs are created due to the enhanced competitiveness 

of the state, people move into the state to take advantage of increasing employment opportunities 

as well as higher real wages. The increase in population, in mm, generates a higher level of 

demand for goods and services, which leads to further labor demand, etc. In the electric cost 

reduction scenario, in the tenth year employment has increased by over seven thousand people 

and population has increased by over fifteen thousand people. 

Although these benefits of electric cost reductions are large, the 10% cost reduction is 

probably unrealistic, and would be only an element of a larger electric utihty restructuring plan. 

Other effects, such as changes in taxes or dividend disbursements, might have a negative 

economic effect. In a realistic policy study, these total effects need to be considered in order 

to evaluate a complete economic policy. 
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lectric Rate Comparison 
January, 1997 

High Voltage - 5000 kW - 2,500,000 kWh 

Rank . Company $ Cents/kWh 
1 LILCO 286,245 11.45 
2 CON ED 240,370 9.61 
3 ATLANTIC ELECTRIC 214,751 8.59 
4 PECO 193,962 7.76 
5 PSE&G 185,336 7.41 
6 PP&L 170,906 6.84 
7 BALTIMORE G&E 165,810 6.63 
8 DUQUESNE 157,144 6.29 
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T H E MISUSE OF REGIONAL ECONOMIC 
MODELS 

Edwin S. Mills 

Introduction 
That economic analysis is sometimes used selectively and prejudi­

cially \o support positions motivated by self-interest or ideology is 
hardly news to most scholars. The purpose of this paper is to deserihe 
an important example of the misuse of economic models to support 
ideology and self-interest of state and local government''officials. 
Billions of dollars of taxpayers' money are at stake. 

The subject of the paper is the use by state and local governments 
and their consultants of regional economic models in order to justify 
proposed government projects in physical capital facilities. The moil-
els are used in ways that systematically exaggerate the public benefits 
of proposed government projects, thus biasing government decision­
making in the direction of excessive government spending and 
expansion into areas that should be left to the privati? sector. 

Most state and local governments require that economic impact 
studies be undertaken before important proposed investment proj­
ects can be approved. The purpose of economic impact studies is 
similar to that of environmental impact .studies: to measure the posi­
tive and negative economic impacts ofa proposed project on people 
and businesses in the surrounding areas. That is certainly a desirable 
goal; most scholars would agree that no important government proj­
ect should l)e undertaken without a prior economic impact study. It 
is also important that such studies be carried out objectively and 
with models that are appropriate for tlie purpose. 

This paper analyzes the use ofa model called HEMI in economic 
impact studies. HEM I is an acronym for Hegional Economic Models 

C u t n j n i t n m l , Vol. l . l . No. I (Spriiifj/Suminor 1!)!).'!), Copyritfltl « C>.il« lustiUiU'. Al l H< 
n'Klils reserved. p t 

The iuilliori. ' , the Giiry HiiNeuhiTj; Professor of Hciil Kstsite llesearcli at Noi lliweslerii J 
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Incorporated, a firm In Amherst, Massachusetts of which George 
Tveyz is president. Two facts justify concentration on REMI in this 
paper. First, it is widely used, perhaps more widely used than any 
similar model. Second, it is available in explicit detail in publicly 
accessible papers. Several consulting firms have regional models of 
one kind or another, but most consultants keep their models proprie­
tary and there is no easy way to evaluate them. The same is true of 
most macro models owned by profit-making consulting firms. To 
REMI's credit, the REMI model is completely public. 

Two excellent surveys of economic impact studies and related 
regional models are Nijkamp (1986) and the Journal of Regional 
Science, vol. 25 (L985). Roger Bolton's (1985) contribution is espe­
cially valuable. Based on these surveys, reading of dozens of pub­
lished model documents, and reading of many impact analyses 
undertaken with proprietary models, REMI appears to be among the 
very best regional impact models extant. Much research and hard 
work have gone into REMI's formulation and estimation; much of 
its content is based on publications in scholarly journals. Thus, my 
at times severe criticism is of the ways REMI is misused, not of 
REMI itself. Any model can be misused. How responsibility for 
misuse of REMI should be divided between REMI staff and the 
government officials who use it, I have no way to ascertain. 

The Model 

A Brief Description 
The description of REMI in this section is based on careful reading 

of all REMI reports available in early 1992. Relevant published 
and unpublished papers are listed in the references. Like any such 
model, REMI evolves and becomes more detailed and complex as 
time passes. REMI has been estimated for states, counties, and 
groups of counties such as metropolitan areas. Inevitably, more detail 
is available for some places than for others. 

The most detailed version of REMI contains 49 private production 
sectors. Production functions are Cobb-Douglas, relating sectoral 
output in the region to sectoral labor, capital, and fuel inputs, assum­
ing constant returns to scale. Regional share coefficients indicate 
shares of inputs purchased locally, and are determined in the same 
way that regional export shares are determined. Shares of sectoral 
production exported from the region are similarly set by share coeffi­
cients, which depend on endogenous regional prices relative to 
national prices for each sector. Regional consumption of each locally 
produced consumer good and service is proportional to local dispos-
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able income, allowing for regional variation in consumer demands. 
Local prices are set by local production costs, but do not affect the 
composition of local demand. Disposable income is correctly defined 
as earnings plus property income plus government transfers minus 
taxes paid. Sectoral investment equations bring sectoral capital 
stocks to their desired levels, determined by marginal productivity 
conditions. Local wage rates are determined by demands for workers 
in various occupations, by overall demand and supply for local labor, 
and by national wages and local consumer prices. Labor demand 
adjusts gradually to the level indicated by equilibrium labor market 
conditions. The local labor force depends on the local population, 
adjusted for labor force participation rates by cohorts. Cohorts are 
adjusted by births, deaths and aging. Economic migration between 
the region and elsewhere is modeled as a function of income and 
amenities in the region relative to national averages. 

The model's representation of government sectors is crucial for 
this paper. Personal taxes per dollar of personal income (less trans­
fers) equal national average taxes per dollar of personal income (simi­
larly adjusted) multiplied by a local tax factor. Personal taxes per 
dollar of adjusted personal income do not vary with government 
pi»licy simulations carried out with the model. Government spending 
is represented by six equations, one each for: federal civilian; federal 
military; state and local education; state and local health and welfare; 
state and local safety; and state and local miscellaneous. The first 
two categories are exogenous. State and local spending in each of 
its four categories is proportional to the region's share of national 
population, adjusted for national average state and local spending 
and a local factor. Analyses of government expenditure on proposed 
projects and policy simulations are carried out by adding terms lo 
relevant equations to represent the government actions. For exam­
ple, spending on a proposed state or local government project would 
be represented by terms added to the demand equations for inputs 
needed to produce tlie project. 

Evaluation of the Model 

The key point about REMI's representation of government sectors 
is that the model contains no budget constraint for any set of govern­
ments. There is no requirement that state and/or local government 
tax receipts plus user fees plus transfers from other governments 
plus increase in indebtedness equal expenditures. In fact, there is 
no exhaustive list of government receipts and expenditures. For 
example, there is no government debt or debt service in the model. 
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How HEMI Is Used 
\ do not have an exhaustive list of applications of REMI. REMI 

has kindly furnished a list of REMI projectsand REMI clients, but 
have come across several economic impact studies done for proposed 
state and/or local government projects that indicate that REMI was 
employed, hut are not on the lists furnished by REMI. Nevertheless, 
between the lists furnished by REMI and applications that have 
come to my attention in other ways (mostly reports sent to me in 
connection with other work), it is my estimate that I have seen nearly 
100 applications of the model. (Some analyses may appear in more 
than one source.) That is probably a quite representative list of REMI 

applications. . . . 
I have no way to calculate accurately how much money is involved 

in government projects that REMI has been used to analyze. How­
ever projects that I know about plus descriptions ol analyses fur­
nished by REMI make clear that, in the last five to ten years, REMI 
has been used to analyze projects whose costs are many billions of 
dollars. Likewise, it is impossible to know how much influence 
REMI has had in the process of project approval. REMI calculations 
are advisory to the political process. However, government agency 
statements in support of proposed projects frequently quote REMI 
calculations as to how many jobs and how much taxes the project 
will generate. A few examples of REMI uses are: analysis ol the 
economic impact of proposed expansion of the McCormick Conven­
tion Center in Chicago; analysis of proposed expansion of MASS-
PORT/Logan Airport in Boston; economic impact of expansion ol 
Eort Drum in New York; several economic impact analyses of pro­
posed highway expansion projects. Many uses are reported of REMI 
for general modeling of state or sub-state areas by state and sub-
state govcrnment agencies to analyze an unidentified variety ol state 
and sub-state programs. Finally, it should be stated that REMI will 
do analysis for clients, rent REMI programs to clients, or sell the 
model to clients. REMI has no control over modifications to the 
model made by clients in some of the above arrangements. 

Many REMI applications appear to be entirely appropriate and 
may provide better analyses than any alternative model available. 
However, the description of REMI in the previous section implies 
that use of REMI to analyze economic impacts of proposed govern­
ment investments leads to exaggerated estimates of projects' net 
public benefits. A typical economic impact analysis concludes that 
(x) jobs, (y) dollars of private income, and (/.) dollars of state and 
local government tax revenues will be generated by the proposed 
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project. These conclusions are generated by simulations with REMI 
that were described in the previous section. In project analysis, one 
simulation is done in the absence of the project and another in the 
presence ofthc project. REMI enables users to calculate multipliers, 
which arc employment- or income-generated per dollar of govern­
ment spending on the project. Typical income multipliers I have 
seen in economic impact analyses are between two and five. That 
means that each dollar of spending on the proposed project is pro­
jected to generate 2 to 5 dollars of additional income in the area 
included in the study. Income generated includes both income paid 
to workers and contractors on the project and also income generated 
by subsequent income recipients of subsequent rounds of spending. 
The multiplier process is precisely analogous to Keynesian multi­
plier analysis that appeared in macro texts some years ago. But REMI 
takes account of limitations on labor supply and of leakages outside 
the jurisdictions studied, which some Keynesian macro multiplier 

analyses did not do. 
The exaggeration of public benefits of government projects in such 

REMI simulations stems precisely from the incomplete modeling ol 
government sectors. If state and local government budget constraints 
were included in the model, REMI would recognize that increased 
government spending would entail increased taxes or other govern­
ment fiscal alterations as indicated above. Then, increased spending 
by recipients of the increased government spending would have to 
be weighted against reduced spending by those whose taxes were 
increased or by reduced spending by recipients of government pur­
chases that were cut in order to finance the project. 

Obviously, all costs o fa government project not financed by 
rhargrs for use of the facility shnnM be regarded as being financed 
by taxes with negative multiplier ellecls. Il is ulten proposed to 
finance a government facility by taxes ostensibly levied on facility 
users—for example, a tax on hotel and restaurant bills in the vicinity 
ofa proposed convention center. To the extent that such taxes are 
paid by convention center users, they are simply indirect charges 
for use ofthc facility and should be, but typically are not, added to 
user charges with the same assumed deterrent effect on use as direct 
user charges. In fact, such taxes are paid by all those who consume 
the taxed services, whether they use the proposed facility or not. To 
that extent, they are just one kind of tax levied on the population 
and have the same negative multiplier effect as any other tax to pay 
for the facility. More important, I have indicated in Mills (1991) that 
taxes ostensibly levied on facility users seldom cover more than a 
small fraction of facility costs. The remainder must be paid by usual 
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taxes levied on local residents and businesses. I t really does not 
matter whether other taxes are to be increased or other government 
expenditures are to be reduced to pay for the tax-financed par of a 
lacility-s cost. I f other spending is to be reduced, it could have been 
reduced in the absence of the facility, so the facility requires taxes 
in excess of what they would need to be in the absence of the facility. 

Finally the analysis does not depend on whether the facihty is 
bond financed or not. The present value of taxes needed to finance 
bond debt service, discounted at the government's borrowing rate 
centals the sale price of the bond. I f taxpayers' discount rates exceed 
the government borrowing rate then of course the present value of 
the debt service costs is less than the sale price of the bond, but the 
difference is not likely to be large. 

An additional benefit is typically claimed in economic impact anal­
yses of proposed government projects: the so-called outside money 
multiplier. A proposed convention center or domed stadium, for 
example, is assumed to draw patrons from outside the jurisdiction 
in which effects are being analyzed. It is undoubtedly true that many 
patrons of a large convention center or sports stadium come from 
outside the county or metropolitan area in which the center is located. 
Such patrons spend money in the jurisdiction but outside the facihty 
on hotels, meals, etc. HEMI is then used to trace the effects of such 
outside spending through the local economy, and multipliers are 
calculated that are precisely analogous to those calculated lor spend­
ing on tfie project itself. 

An unusual ly w e l l documented example of distortions from 
regional impact analyses has been provided by the plans for a bill ion 
dollar expansion of McCormick place, Chicago's convention and 
exposition center. The consultant's economic impact study, KPMC 
Peat Marwick (1990), concluded that the outside money multiplier 
would resu It in a permanent net creation of 6,0()() jobs. (Outside 
money multiplier jobs are permanent in that the outside money 
comes in each year. Construction multiplier jobs result from a one­
time injection of construction money and disappear after the con­
struction multiplier has worked itself out.) Virginia Carlson (1991) 
redid the calculations using all the consultant's assumptions except 
that slie took account of jobs that would be displaced by the McCor­
mick expansion and o f thc impact of local taxes that are to be levied 
to help finance the project. Her estimate is that thc expansion of 
McCormick Place w i l l result in a net loss of 348 jobs. She estimates 
thai 3,335 jobs w i l l lie created by direct and indirect effects nf outside 
money spent on the expanded convention center. The olfsets are 
2,799 jobs lost because of business displacement and 884 jobs lost 
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because of negative multiplier effects of tax increases. No estimates 
are made by Carlson of revenues that w i l l be raised by the increased 
taxes, but they are unlikely to raise more than enough to offset the 
center's operating losses. Capital costs must be financed in other 
ways. Interestingly, the Peat Marwick analysis was undertaken with 
a U.S. government model and Carlson's analysis was undertaken 
with R E M I . Carlson predicts net job loss despite the absence of a 
govcrnment-balanced-budget equation in R E M I . 

The outside money multiplier bas really nothing to do with the 
fact that the project is government-sponsored. Any local business 
activity that sells goods or services ovitside the local area—a pension 
management company or auto assembly plant, for example—brings 
precisely the .same kinds of outside money benefits to the local area. 
In most kinds of private investments, state and local governments 
recognize this benefit and provide temporary and declining tax for­
giveness, low interest loans, or other subsidies that are intended to 
stimulate investments in the private businesses. Convention centers 
and domed stadiums are no different and there is nothing iti the 
model ing that indicates that government policies toward them 
should be different or that governments should own them. Visiting 
patrons to conventions or sporting events consume services that arc 
exported from the local area just as is true of any other locally pro­
duced commodity or service that is sold to businesses or residents 
outside (lie local area. The fact that government produces the export 
good or service has nothing to do with the magnitude of the local 
benefit. The absence from the models o f a cost side to government 
financing of the projects makes it appear that (here are public benefits 
that are peculiar to government projects. 

• Of course, any increased outside money spending in a jurisdiction 
resulting from a government or private investment in the jurisdiction 
is precisely offset by decreased spending in other jurisdictions, other 
things equal. It is a zero-sum game. However, our federal political 
system produces state and local governments that, at best, represent 
narrow local interests. The zero-sum character of outside money 
multipliers should be taken into account in federal spending pro­
grams, but state and local government programs cannot be expected 
to do so. 

Conclusion 
The conclusion of this paper is lhat HEMI and other regional 

models are Irequently misused by slate and local govcimncnts and 
their consultants in ways that patently exaggerate the beuclits of 
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proposed state and local government projects. By ignoring the need 
of state and local governments to raise money to finance capital costs 
of proposed projects, and by counting construction wages as benefits 
instcacl of ctxtlt, the models permit users to make it appear to the 
public that there are benefits to government projects that would not 
flow from similar private projects. 

Such biased analysis cries out for explanation. Why do govern­
ments produce such patently exaggerated estimates of benefits of 
government projects? After all , the notion that state and local govern­
ments have budget constraints is not exactly an alien concept either 
to the public, to government officials or to scholars. 

[ simply throw out thc following conjectures to stimulate thought. 
First, government officials like to promote big government. They 
benefit from large government roles in the economy. Adequate evi­
dence is the observation that state and local governments resist cut­
ting spending and, indeed, frequently raise taxes, in recessions when 
taxpayers' ability to pay has decreased. Second, to justify increased 
spending, government officials must identify some publicly desired 
goal to be accomplished by government spending. Creation of new 
jobs is among the best such goals that can be found. Third , they 
must make it plausible that government can accomplish the goal in 
a way that the private sector cannot. This is where REMI is so 
valuable. I t is a complex computer model that lay people cannot 
understand or evaluate, and it has important scientific merits. Thus, 
tlie frequent government claim that the best scientific model avail­
able shows that x thousand jobs w i l ! be created by the project helps 
to carry the day. Finally, the inherent characteristics of the project 
help. A' convention center can be claimed to improve the image of 
the city, and a domed stadium can be claimed to help keep the team 
in town. 

References 
Bollon, U. (1985) "Kegional Economic Models." Journal of Regional Science 

25(14): 495-520. 
Carlson, V. (1991) "Alternative Employment Impacts of the Proposed McCor­

mick Place Expansion." Chicago: University of Illinois at Chicago, Center 
for Urban Economic Development. 

Greenwood, M.; Hunt, C ; Hickman, D.; and Treyz, G. (n.d.) "Estimates of 
the Determinants of Location Based on Interstate Migration Flows from 
1970-1987." Kegionul Economic Models, Inc., (HEMI) Working Paper. 
Amherst, Mass. 

Greenwood, M.; Hunt, G.; Hickman, D.; and Treyz, G. (1991) "Migration, 
HcKional Eijntlibrium and the Estimation of Compensating Differentials." 
American Economic Review 81(5): 1382-90. 

M I S U S E O F R E G I O N A L M O D E L S 

KPMC Peat Marwick (1990) "Metropolitan Pier and Exposition Authority 
Long Range Marketing Study." KPMG Peat Marwick Report. Chicago. 

Mills, E.S. (1991) "Should Governments Own Convention Centers?" Heart­
land Institute Policy Study. Chicago. 

Made}DactintertfaHfm(forlhcomittg)Chapters l,2,3an<) 10. HEMI Working 
Papers. Amherst, Mass. 

Nijkamp, P. (ed.) (1986) Regional Economic Analysis. Amsterdam: North-
Holland. 

Hickman, D., and Treyz, G. (1991) "Alternative Labor Market Closures in 
a Regional Forecasting and Simulation Model." REMI Working Paper. 
Amherst, Mass. 

Rickman, D., and Treyz, G. (n.d.) "Industry Estimates of the Effect of Profits 
on Location: A Structured Approach." REMI Working Paper. Amherst, 
Mass. 

Treyz, G. (n.d.) "A Regional and Multiregional Modeling Strategy." REMI 
Working Paper. Amherst, Mass. 

Treyz, G.; Rickman, D.; and Shao, G. (1992) "The REMI Economic-Demo­
graphic Forecasting and Simtdation Model." InteniatUmal Regional Sci­
ence Review H(3): 221-53. 

Treyz, G.; Hickman, D.; I hint, G.; and Greenwood, M. (n.d.) "The Migration 
Sector ofa Multiregional Policy Analysis Model." HEMI Working Paper. 
Amherst, Mass. 





REMI MODEL SIMULATION 
99 PERCENT REDUCTION RELATIVE TO THE BASE CASE 

7/14/97 

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 
Employment 

Manufacturing 7.037 10.522 13.137 14.947 16.184 17,004 17.512 17.767 17.914 17.950 17.842 
Durables 2.522 3.708 4.563 5.109 5.451 5.655 5.767 5.798 5.863 5.923 5.920 
Non-durables 4.514 6.814 8.574 9.838 10.733 11.349 11.745 11.969 12.051 12.028 11.922 

Non-Manufacturing 123.192 130.030 136.469 139.637 141.242 141.771 141.335 140.520 139.606 138.937 138.044 
Mining 0.051 0.053 0.056 0.058 0.058 0.058 0.057 0.056 0.056 0.055 0.055 
Construction 12.610 12.386 12.423 12.211 11.897 11.538 11.142 10.760 10.428 10.157 9.902 
Trans + Pub Util 4.073 4.524 4.967 5.280 5.532 5.747 5.931 6.099 6.235 6.340 6.425 
Fin., Ins, Real Estate 10.097 10.718 11.216 11.391 11.428 11.352 11.189 10.967 10.730 10.568 10.407 
Retail Trade 38.849 39.256 39.824 39.542 38.856 37.946 36.827 35.632 34.496 33.521 32.500 
Wholesale Trade 6.089 6.816 7.498 7.937 8.235 8.434 8.555 8.631 8.703 8.795 8.858 
Services 50.562 55.355 59.499 62.190 64.174 65.609 66.525 67.243 67.807 68.325 68.696 
Agri./Forestry/Fishing 0.861 0.921 0.986 1.028 1.061 1.087 1.110 1.132 1.152 1.176 1.200 

Government 2.202 4.991 7.057 8.993 10.731 12.279 13.653 14.859 15.769 16.606 17.321 
State and Local 2.202 4.991 7.057 8.993 10.731 12.279 13.653 14.859 15.769 16.606 17.321 
Federal - Civilian 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 
Federal - Military 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 

Farm 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 
Total Employment 132.430 145.542 156.663 163.577 168.156 171.054 172.501 173.146 173.290 173.494 173.206 

Disposable Personal Income 4.980 5.477 6.267 6.948 7.526 8.019 8.447 8.831 9.181 9.513 9.811 

Price Index (1992 = 100) -4.919 -5.329 -5.363 -5.415 -5.520 -5.672 -5.844 -6.034 -6.279 -6.538 -6.802 

Investment 
Residential 1.274 1.209 1.144 1.073 1.003 0.937 0.873 0.814 0.764 0.721 0.679 
Non-residential 0.435 0.410 0.423 0.421 0.408 0.390 0.367 0.343 0.321 0.300 0.281 
Prod. Durable Equip. 1.395 1.332 1.392 1.400 1.374 1.325 1.262 1.192 1.128 1.069 1.012 

Total Fixed Investment 3.104 2.951 2.959 2.894 2.785 2.652 2.502 2.349 2.213 2.090 1.972 

Tax Revenues 
State Government 0.611 0.671 0.768 0.852 0.923 0.983 1.036 1.083 1.126 1.166 1.203 

Individual Income Tax 0.295 0.324 0.371 0.411 0.446 0.475 0.500 0.523 0.544 0.563 0.581 
Sales Tax 0.316 0.347 0.397 0.441 0.477 0.508 0.536 0.560 0.582 0.603 0.622 s? 
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REMI MODEL SIMULATION 
EIGHT PERCENT REDUCTION IN CLOTHING AND SHOE PRICES 

7/15/97 

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 
Employment 

Manufacturing 0.254 0.267 0.294 0.320 0.347 0.406 0.403 0.436 0,467 0.498 0.526 
Durables 0,031 0.040 0.055 0.070 0.085 0.100 0.116 0.132 0.149 0.166 0.181 
Non-durables 0.223 0.227 0.239 0.250 0.262 0.276 0.290 0.305 0.319 0.332 0.345 

Non-Manufacturing 6.859 6.843 7.063 7.233 7.430 7.655 7.902 8.163 8.376 8.636 8.888 
Mining 0.002 0.002 0.002 0.002 0.002 0.002 0.002 0.003 0.003 0.003 0.003 
Construction 0.689 0.614 0.596 0.576 0.560 0.549 0.543 0.540 0.536 0.538 0.541 
Trans + Pub Util 0.144 0.145 0.155 0.162 0.171 0.180 0.191 0.202 0.212 0.222 0.232 
Fin., Ins, Real Estate 0.275 0.295 0.327 0.350 0.374 0.398 0.424 0.449 0.472 0.497 0.521 
Retail Trade 4.168 4.145 4.197 4.235 4.282 4.333 4.387 4.440 4.455 4.494 4.528 
Wholesale Trade 0.351 0.344 0.354 0.361 0.369 0.378 0.388 0.398 0.408 0.422 0.434 
Services 1.200 1.268 1.400 1.512 1,636 1.774 1.927 2.088 2.244 2.411 2.578 
Agri./Forestry/Fish ing 0.030 0.030 0.033 0.035 0.037 0.039 0.041 0.044 0.046 0.049 0.052 

Government 0.142 0.308 0.427 0.538 0.640 0.733 0.819 0.900 0,966 1.030 1.090 
State and Local 0.142 0.308 0.427 0.538 0.640 0.733 0.819 0.900 0.966 1.030 1.090 
Federal - Civilian 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 
Federal - Military 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0,000 0.000 0.000 

Farm 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 
Total Employment 7.255 7.418 7.785 8.091 8.418 8.762 9.128 9.501 9.810 10.164 10.505 

Disposable Personal Income 0.168 0.155 0.180 0.206 0.232 0.257 0.285 0.313 0.340 0.370 0.400 

Price Index (1992 = 100) -0.510 -0.562 -0.581 -0.598 -0.618 -0.638 -0.658 -0.679 -0.700 -0.721 -0,743 

Investment 
Residential 0.080 0.073 0.069 0.064 0.061 0.058 0.055 0.053 0.051 0.049 0.048 
Non-residential 0.017 0.011 0.010 0.010 0.009 0.009 0.008 0.008 0.008 0.008 0.008 
Prod. Durable Equip. 0.054 0.035 0.034 0.033 0.031 0.030 0.029 0.029 0.028 0.029 0.029 

Total Fixed Investment 0.152 0.120 0.113 0.107 0.101 0.096 0.093 0.090 0.087 0.086 0.085 

Tax Revenues 
State Government 0.021 0.019 0.022 0.025 0.028 0.032 0.035 0.038 0.042 0.045 0.049 

Individual Income Tax 0.010 0.009 0,011 0.012 0.014 0.015 0.017 0.019 0.020 0.022 0.024 
Sales Tax 0.011 0.010 0.011 0.013 0.015 0.016 0.018 0.020 0.022 0.023 0.025 E 
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4 

5 I . INTRODUCTION 
6 

7 Q. WOULD YOU PLEASE STATE YOUR NAME, OCCUPATION AND 

8 BUSINESS ADDRESS? 

9 A. My name is Benjamin A. McKnight. I am a certified public accountant and a 

10 partner in the firm of Arthur Andersen LLP, independent public accountants. My 

11 business address is 33 West Monroe Street, Chicago, Illinois 60603. 

12 Q. WOULD YOU PLEASE DESCRIBE THE FIRM OF ARTHUR 

13 ANDERSEN? 

14 A. Arthur Andersen is an independent public accounting firm with more than 318 

15 offices in 72 countries located throughout the world. Our clients include a large 

16 number of New York Stock Exchange companies. We provide audit services to 

17 approximately one-third of the electric and gas distribution companies in the 

18 United States and to a substantial number of natural gas transmission, water and 

19 telephone companies. However, our clients are, for the most part, users of 

• 20 regulated utility services rather than suppliers.. 

21 Q. WOULD YOU PLEASE STATE YOUR PROFESSIONAL BACKGROUND 

22 AND QUALIFICATIONS TO TESTIFY AS AN EXPERT WITNESS IN 

23 THIS PROCEEDING? 

24 A. I have a B.S. degree from Florida State University and a M.B.A. from 

25 Northwestern University. I have been with Arthur Andersen since 1972. A 

26 substantial portion of my career has been devoted to accounting and regulatory 

27 matters related to regulated gas, electric, telecommunications and water 

28 companies. I have performed numerous independent audits of these companies. I 



1 have participated in or been responsible for determination of historical cost, 

2 working capital and cost of service, including affiliated transactions, as required by 

3 state and federal regulatory commissions and have supervised our professional 

4 services in connection with various rate case proceedings and a large number of 

5 public financings. I have testified on accounting and regulatory matters before 

6 various utility commissions, including the Pennsylvania Public Utility Commission. 

7 I have also testified before United States Treasury and Internal Revenue Service 

8 National Office officials. 

9 

10 I have authored a chapter on regulation and accounting for regulated enterprises 

11 published in Accountants' Handbook11 and co-authored a chapter on natural gas 

12 industry accounting and financial reporting developments published in The 1994 

13 Natural Gas Yearbook2.2 I am a frequent speaker on regulatory and accounting 

14 subjects before regulators, industry groups and professional organizations. I am a 

15 member of the American Institute of Certified Public Accountants (AICPA) and 

16 the Illinois CPA Society. 

17 

18 Q. WHAT ARE YOUR CURRENT RESPONSIBILTnES? 

19 A. I am Accounting and Audit Technical Coordinator for Arthur Andersen's Utilities 

20 and Telecommunications Industries Program, which includes our practice with 

21 respect to natural gas, electric, telecommunications and water companies. In this 

22 capacity, I am responsible for the consistent application of accounting principles 

23 and audit procedures relating to our clients in these industries. I am or have been 

24 the Arthur Andersen engagement partner for various electric and gas utility and 

25 telecommunications companies. I served a three-year term as Chairman of the 

26 AICPA's Public Utilities Committee, of which I was a member from October 1986 

1 Accountants' Handbook, Eighth Edition, © 1996 by John Wiley & Sons, Inc. 

2 The 1994 National Gas Yearbook, © 1994 by Executive Enterprises 
2 



1 through September 1992. The activities of the Committee include semi-annual 

2 liaison meetings with the Staff Subcommittee on Accounts of the National 

3 Association of Regulatory Utiiity Commissioners and the accounting staffs of 

4 various regulatory commissions, including the Securities and Exchange 

5 Commission. I have worked closely with the Financial Accounting Standards 

6 Board and its staff on various technical and practice issues regarding regulated 

7 enterprise projects. 

8 

9 IL SFAS 109 REGULATORY TAX ASSET 

10 Q. HAVE YOU REVIEWED THE PORTIONS OF THE APPLICATION OF 

11 PECO ENERGY COMPANY ("PECO") FOR APPROVAL OF ITS 

12 RESTRUCTURING PLAN UNDER SECTION 2806 OF THE PUBLIC 

13 UTILITY CODE RELEVANT TO YOUR TESTIMONY? 

14 A. Yes, I have. 

15 

16 Q. HAVE YOU REVIEWED THE TESTIMONY OF MESSRS. CATLIN AND 

17 KOLLEN REGARDING THE RECOVERY OF THE REGULATORY 

18 ASSET RECORDED IN ACCORDANCE WITH STATEMENT OF 

19 FINANCIAL ACCOUNTING STANDARDS No. 109 (SFAS No. 109) 

20 (ACCOUNTING FOR INCOME TAXES)? 

21 A. Yes, I have. 

22 

23 Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 

24 A. The purpose of my rebuttal testimony is to describe the potential impact on PECO 

25 of the proposal set forth in the direct testimony presented by Mr. Catlin on behalf 

26 of the Pennsylvania Office of Consumer Advocate (OCA) and Mr. Kollen on 

27 behalf of the Philadelphia Area Industrial Energy Users Group (PAIEUG) 

28 regarding discounting of the SFAS No. 109 regulatory income tax asset. The 



1 quantification of the SFAS No. 109 regulatory income tax asset requested in 

2 PECO's stranded cost claim is explained in Mr. Cohn's rebuttal testimony. 

3 

4 Q. WOULD YOU PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY? 

5 A. I f PECO is not allowed to recover the full value of its recorded SFAS No. 109 

6 regulatory income tax asset, a loss would be incurred and reported for financial 

7 reporting purposes at the time such recovery is no longer determined to be 

8 probable. 

9 Q. DO YOU AGREE WITH THE CONCLUSIONS REACHED BY MR. 

10 JAMES L. WARREN IN HIS REBUTTAL TESTIMONY REGARDING 

11 THE INCOME TAX REGULATORY ASSET? 

12 A. I have read Mr. Warren's testimony and concur with his conclusions relating to 

13 discounting the SFAS No. 109 regulatory asset. Discounting in the manner 

14 proposed by Messrs. Catlin and Kollen is not appropriate for that portion of the 

15 regulatory asset assignable to stranded plant costs. Such discounting is also not 

16 appropriate for that portion of the SFAS No. 109 regulatory income tax asset 

17 related to non-stranded generating plant because, as Mr. Cohn explains in his 

18 rebuttal testimony, PECO has compensated for an accelerated collection of the 

19 regulatory asset allocable to non-stranded generation plant by reducing the amount 

20 of the stranded generating plant. 

21 Q. DO YOU AGREE WITH MR. KOLLEN'S STATEMENTS ON PAGES 17 

22 AND 18 OF HIS TESTIMONY THAT HIS PROPOSAL TO DISCOUNT 

23 THE RECOVERY OF THE REGULATORY ASSET FOR DEFERRED 

24 TAXES OVER A PERIOD OF 25 YEARS WOULD NOT RESULT IN AN 

25 IMMEDIATE WRITE-OFF OF ANY PART OF THE REGULATORY 

26 ASSET? 



1 A. No. When PECO adopted SFAS No. 109, it recorded a deferred tax liability for 

2 book/tax differences which had previously received flow-through ratemaking 

3 treatment. A corresponding regulatory asset was recorded to reflect the ultimate 

4 collection of this deferred tax expense in ratemaking. As Mr. Warren explains, an 

5 additional amount was recorded to reflect collection of this cost at the revenue 

6 requirement level. The regulatory assets were recorded pursuant to paragraph 29 

7 of SFAS No. 109 and paragraph 9 of Statement of Financial Accounting Standards 

8 No. 71 (SFAS No. 71) (Accounting for the Effects of Certain Types of 

9 Regulation). 

10 Messrs. Catlin's and Kollen's proposals to discount this regulatory asset serve to 

11 exclude a portion of these incurred costs from allowable costs (i.e., recoverable 

12 stranded costs available for recovery). Paragraph 32 of Statement of Financial 

13 Accounting Standards No. 121 (SFAS No. 121) (Accounting for the Impairment 

14 of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of) amended 

15 SFAS No. 71 to provide that a rate-regulated enterprise should charge a 

16 regulatory asset to earnings if and when that asset is no longer probable of future 

17 recovery. As such, if the regulatory treatment proposed by Messrs. Catlin and 

18 Kollen cause all or a portion of the regulatory asset to no longer be probable of 

19 future recovery, such amount must be written off at that time. 

20 Q. WOULD SUCH A REQUIRED WRITE-OFF R E F L E C T A REAL 

21 ECONOMIC LOSS TO PECO? 

22 A. Yes it would. Under traditional ratemaking, the recovery of the SFAS No. 109 

23 regulatory tax asset for book/tax plant differences previously flowed-through, 

24 including the related gross-up, is designed to coincide with the payment of the 

25 deferred tax liability. Additionally, the SFAS No. 109 regulatory tax asset and 



1 deferred tax liability offset each other in the calculation of rate base and produce 

2 no return. 

3 ' PECO's proposal for recovery of its SFAS No. 109 regulatory tax asset, including 

4 the impact of the adjustment made to market value as discussed by Mr. Cohn, is 

5 consistent with traditional ratemaking in that amounts received will coincide with 

6 payment of the deferred tax liability. As Mr. Warren explains the recovery of plant 

7 costs through the Competitive Transition Charge (CTC) (without a return) causes 

8 the reversal and repayment of associated deferred taxes to occur over the seven-

9 year CTC period. Accordingly, there is no time value of money that would accrue 

10 to PECO under its proposal for recovery of its SFAS No. 109 regulatory tax asset. 

11 

12 The proposal by Messrs. Catlin and Kollen to discount the regulatory asset over 25 

13 or 27 years causes PECO to collect less in the CTC than it will pay to the 

14 government over the next seven years. Accordingly, PECO suffers an economic 

15 loss. 

16 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

17 A. Yes. 
18 


