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DIRECT TESTIMONY OF DANIEL LE€ 

Q.  

A. My name i s  Daniel Lee. My business address i s  2540 Shumard Oak B lvd. ,  

Tal 1 ahassee, F1 o r i  da, 32399. 

Q. 

A. 

I V  i n  the Div is ion o f  Economic Regulation. 

Q. 

your professional experi ence . 

A. I received a Bachelor of Science degree w i t h  a major i n  Mechanical 

Engineering from Feng Chia Univers i ty  i n  1980 and then served i n  the mi l i tary 

f o r  two years i n  Taiwan. I received a Master o f  Science degree i n  Mechanical 

Engineering from Ca l i f o rn ia  Univers i ty  a t  Long Beach i n  1985. Since j o i n i n g  

the F lor ida Public Service Commission i n  1989, I have held respons ib i l i t i es  

re1 a t i  ng t o  engi neeri ng aspects o f  regul atory pol i cy research, cost  recovery, 

d i  s t r i  bu t i  on re1 i abi 1 i t y  , t e r r i  t o r i  a7 d i  sputeshgreements, and ratemaki ng 

matters. Since 1999, my respons ib i l i t i es  have been focused on the e l e c t r i c  

u t i l i t y  indust ry .  

Q. 
A.  The purpose of my testimony i s  t o  address F lor ida Public U t i l i t i e s  

Company’s (FPUC) request f o r  a cost-performance award o f  100 basis po in ts  

added t o  the allowed re tu rn  on common equi ty (ROE), as described on pages 46- 

50 o f  the d i r e c t  testimony o f  witnesses Bachman and Camfield. 

Q. 

based on f i  nanci a1 model i ng? 

Please s ta te  your name and business address. 

By whom are you employed and i n  what capacity? 

I am employed by the  F lo r ida  Public Service Commission as an Engineer 

Please provide a b r i e f  descr ip t ion o f  your educational background and 

What i s  the purpose o f  your testimony? 

Is FPUC’s request of a performance award o f  100 basis points on ROE 
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A .  No. Based on my review o f  the d i r e c t  testimony by witnesses Bachman and 

C a m f i  el d, determi nat ion o f  performance i ncenti  ves i s a matter o f  judgment 

based on pr inc ip les  t h a t  do not appear t o  invo lve f inanc ia l  modeling. 

Q.  What are the p r i  nc i  p l  es o f  performance-based incentives? 

A.  I bel ieve a proper ly designed performance-based incent ive mechanism 

motivates a u t i l i t y  t o  achieve a targeted performance level  f o r  the bene f i t  

o f  both the u t i l i t y  and i t s  customers. The key f o r  such an incent ive t o  work 

i s  se t t i ng  targets beforehand. I f  a company bel ieves an award can be earned 

regardless o f  whether a spec i f ied performance ta rge t  i s  met or  not,  then the 

award i s  not  l i k e l y  t o  motivate the u t i l i t y  t o  achieve a targeted performance 

leve l  and i t  should not be ca l l ed  a performance incent ive.  The use o f  rewards 

t i e d  t o  performance targets  i s  not a new idea, as shown i n  Exh ib i t  D Q L - 1 ,  

which i s  an overview o f  key elements o f  performance-based regulat ion by 

di s t i  ngui shed Uni versi  t y  o f  F lor ida professors Sanford Berg and Paul 

Sotkiewicz. They also noted t h a t  the performance must be observed accurately, 

be v e r i f i a b l e ,  must r e f l e c t  the u t i l i t i e s ’  e f f o r t s ,  and must not  be great ly  

af fected by random v a r i  a t i  on. In addi t ion,  FPUC witnesses Bachman and 

Camfield acknowledge the need o f  measurable net  benef i ts  t o  customers and the 

assurance tha t  the net  benef i t s  induced by the performance incent ive are 

greater i n  magnitude than the performance award, on page 49 o f  the i  r d i  r e c t  

t es t i mony . 

Q.  

regul a t i  on? 

A .  Yes. FPUC witnesses Bachman and Camfield s ta te  on l i n e s  8-9, page 47 

o f  t h e i r  d i r e c t  testimony, t ha t  “A cost-performance award i s  a form o f  

Is FPUC’s request for  a performance award a form o f  performance-based 
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incent ive contract ing,  and our request f o r  a r a t e  o f  re turn incent ive i s  a 

form o f  performance-based regul a t ion.  ” Therefore, I believe FPUC’s proposal 

should be reviewed based on the pr inc ip les  ou t l ined  above. This i s  not  t o  say 

t h a t  the Commission’s d isc re t ion  i n  making an adjustment t o  ROE i s  l i m i t e d  

only by the appl icat ion o f  the pr inc ip les  o f  performance-based regu’l a t ion,  

Q.  

request for a performance award o f  100 basis points on ROE? 

A. No, I believe the request should no t  be granted because FPUC’s proposed 

incent ive contract  i n  i t s  present form i s  not  consistent w i th  the pr inc ip les  

o f  performance based regulat ion.  I have a number o f  concerns about FPUC’s 

proposal i n  i t s  current form. Most important ly,  i t  does not provide c lear  

performance targets t i e d  t o  the award. Without t h a t ,  there i s  no assurance 

t h a t  the award may induce any net benef i ts  t o  customers. On pages 48-50 o f  

the i  r d i  r e c t  testimony , FPUC w i  tnesses Bachman and Camf  i el d d i  scuss FPUC‘ s 

re1 a t i  ve p r ice  and d i s t r i  bu t i  on cos t  performance, and suggest potent i  a1 

fu r ther  gains i n  the fu ture;  however, there are no clear performance targets 

f o r  p r ice ,  cost, o r  qua l i t y  o f  service t i e d  t o  the proposed award. Some may 

argue t h a t  c l a r i f i c a t i o n  i s  not needed, because the Commission has the 

author i ty  t o  i n i  ti ate a ra te  proceeding i f actual performance devi ates 

s i g n i f i c a n t l y  f rom the expected performance: j u s t  as i n  cost-based regulat ion 

when actual costs deviate s i g n i f i c a n t l y  from the expected costs. However, I 

believe f o r  incent ive contract ing t o  work e f f e c t i v e l y ,  i t  i s  best t ha t  the 

contract  c lea r l y  contains performance targets  f o r  p r i c e k o s t  and qua l i t y  o f  

service t i e d  t o  the award. 

Q. 

Based on your review, do you th ink  the Commission should grant FPUC’s 

What are your other concerns? 
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A. F i  r s t ,  FPUC witnesses Bachman and Camfield only addressed cost 

performance; they d i d  not  address the  need t o  measure the level o f  service 

q u a l i t y  performance. There i s  a need t o  ensure t h a t  cost performance w i l l  not  

be achieved a t  the expense o f  service q u a l i t y .  Second, s t a f f  witness Ruth 

Young’s testimony on the audi t  o f  2002 d i s t r i b u t i o n  r e l i a b f l i t y  indices raises 

several concerns about the accuracy o f  the data used t o  assess trends i n  

FPUC ’ s  re1 i abi 1 i t y  performance. Thi rd ,  because o f  FPUC’ s small s ize,  some 

performance measures may be grea t ly  a f fected by random var i  a t ion  i f  assessed 

over a shor t  time frame. 

Q. I f  FPUC’s request i s  not  granted, w i l l  there be any incent ive f o r  

p roduc t iv i t y  improvement i n  the r a t e  s e t t i n g  mechanism? 

A. Yes. Once base rates are se t ,  cost  savings can be trans1 ated i n t o  higher 

shareholder earnings, as long as the earnings are w i t h i n  the authorized range 

and adequate service i s  maintained. Therefore the authorized range o f  ROE 

provides u t i  1 i ti es w i th  an i ncenti ve f o r  p roduc t iv i t y  improvement. The 

produc t iv i t y  performance asserted by FPUC appears t o  support the effectiveness 

o f  the ex i s t i ng  incent ive.  A1 though I would 1 i ke t o  see the use o f  additional 

incent ives by a performance-based mechanism t o  fu r ther  motivate FPUC, I . 

bel ieve i t  w i l l  only work i f  FPUC provides performance targets  t i e d  t o  the 

award. Although recommending the ROE range i s  outside the scope o f  my 

testimony, I ’ d  l i k e  t o  also po in t  out  t h a t  i f  the proposed 100 basis award i s  

granted, the  incent ive provided by the ROE range may be l o s t .  By convention, 

the ROE range i s  plus o r  minus 100 basis points around the  authorized ROE. 

Set t ing rates a t  the top o f  the ROE range as proposed by FPUC would put a 

company a t  r i s k  of over-earning for any increase i n  earnings above the level  
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assumed i n  the Company’s pro ject ions.  

Q. B r i e f l y ,  could you summarize your testimony? 

A. FPUC’s embrace o f  the concept o f  performance based regulat ion i s  a step 

i n  the  r i g h t  d i rec t ion .  However, FPUC’s proposed incent ive contract  i n  i t s  

present form i s not  consistent w i th  the p r i  nci  pl es o f  performance-based 

regulat ion.  U n t i l  FPUC addresses the concerns tha t  I have out l ined,  I bel ieve 

the proposed incent ive contract  should not be granted. 

Q.  

A .  Yes, i t  does. 

Does t h i s  conclude your testimony? 
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E x h i b i t  DQL-1 (Page 1 o f  3)  

Excerpts of Presentation by Sanford Berg and Paul Sotkiewicz 

available at 
http ://www. aneel .gov.br/aplicacoes/Audienc~a~Publica/audiencia~roto~2OOO/apO07/PaulSotkie 

wicz-IncRegulationipdf 
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