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I.          STATEMENT OF QUALIFICATIONS 1 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 2 

A. My name is Christopher C. Thomas.  My business address is 208 S. LaSalle Street, Suite 3 

1760, Chicago, IL 60604-1003. 4 

 5 

Q. WHAT IS YOUR PRESENT OCCUPATION? 6 

A. I am employed by the Citizens Utility Board (“CUB”) as the Director of Policy.  My  7 

duties include development of CUB‟s policy positions, filing expert testimony before the 8 

Illinois Commerce Commission (“ICC” or “Commission”) on CUB‟s behalf, and 9 

management of the Policy Department.  My responsibilities also include serving as 10 

CUB‟s voting representative to the PJM member committee and working to develop 11 

consumer sector positions within the MISO Advisory Committee. 12 

 13 

Q. PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE. 14 

A. My professional career includes almost eight years as a utility regulatory economist.  I 15 

started my career as a regulatory economist in the Telecommunications Department of the 16 

Missouri Public Service Commission (“MoPSC”).  While with the MoPSC, I filed 17 

testimony or affidavits in 11 different dockets.  I became a CUB employee in September 18 

2004, and have filed testimony before the ICC in numerous dockets.  CUB Exhibit 1.01, 19 

attached to this testimony, is a list of the dockets in which I have filed testimony and a brief 20 

description of the nature of each docket.   21 

 22 

 23 
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Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND. 24 

A. I have a Bachelor's degree in Business Administration with a concentration in Finance 25 

and a minor in Economics from Truman State University, and a Master‟s degree in 26 

Economics and Finance from Southern Illinois University, Edwardsville. 27 

 28 

II.        PURPOSE AND SUMMARY OF TESTIMONY 29 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?  30 

A. The purpose of my testimony is to respond to the Ameren Illinois Utilities, 31 

(AmerenCILCO, AmerenCIPS, and AmerenIP, collectively “Ameren” or “the utilities”) 32 

proposed June 2008 to May 2009 electricity procurement plan (“the proposed initial 33 

procurement plan”, or “the plan”), filed pursuant to the requirements of Section 16-111.5 34 

of the Public Utilities Act (“PUA”), which was recently enacted by Public Act 95-0481 35 

(“the Act”).  Ameren‟s plan is part of an abbreviated stopgap proceeding designed to 36 

bridge the one-year period necessary for the Illinois Power Agency (“IPA”) to organize 37 

and take over the procurement function for the utilities. 38 

 39 

Q. PLEASE SUMMARIZE YOUR TESTIMONY 40 

A. I have evaluated Ameren‟s proposed initial procurement plan and have found significant 41 

defects that are inconsistent with the requirements of the Act.  Specifically, Ameren has 42 

not shown that its proposed plan will result in the lowest total cost electricity for 43 

customers, as required by PUA Section 16-111.5(j)(ii).  There are two reasons for this: 44 

(1)  Ameren has not evaluated all available supply options in constructing its plan, and 45 

(2)  Ameren simply has not supported some of the key drivers of its portfolio selection. 46 
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III. AMEREN’S PLAN 47 

Q. WHAT DOES PUBLIC ACT 95-0481 REQUIRE OF AMEREN’S FILING? 48 

A. The Act requires Ameren to file an initial stopgap procurement plan which contains (1) 49 

detailed hourly load forecasts, (2) the impact of current and projected demand side and 50 

renewable energy initiatives, (3) a plan for meeting expected load requirements, and (4) 51 

proposed procedures for balancing loads.  220 ILCS 5/15-111.5 (b), (j).  The Act requires 52 

this plan to “ensure adequate, reliable, affordable, efficient, and environmentally 53 

sustainable electric service at the lowest total cost over time.”  220 ILCS 5/16-111.5 (j) 54 

(ii). 55 

 56 

Q. HAVE YOU REVIEWED AMEREN’S FILING? 57 

A. Yes.  I have reviewed the testimony and exhibits filed and supported by Ameren 58 

witnesses Nelson, Blessing, and Jones.  Exhibit 2.1, attached to Mr. Blessing‟s testimony, 59 

constitutes the bulk of the proposed initial procurement plan, and Exhibits 3.1-3.7, 60 

attached to Mr. Jones‟ testimony, include the tariffs proposed to implement Ameren‟s 61 

plan.  62 

 63 

Q. PLEASE SUMMARIZE THE FILING. 64 

A. Ameren has presented: 65 

(1)  An analysis of its combined system supply requirements for the next 5 years, 66 

beginning June 2008 and ending in May 2013,  67 

(2) A discussion of Ameren‟s plan to meet the renewable energy requirements established 68 

by the Act,  69 
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(3) The process used to select a procurement administrator to oversee the procurement 70 

activities established under its proposed plan, and 71 

(4) A proposed portfolio of standard market products to be procured to serve supply 72 

requirements for the period June 2008 to May 2009, when the IPA will assume 73 

procurement responsibility for Ameren‟s bundled service customers.  Ameren has also 74 

included proposed procedures for balancing loads as required by the Act.  75 

 76 

Q. WHICH AREAS OF AMEREN’S FILING WILL YOUR TESTIMONY 77 

ADDRESS? 78 

 79 
A. My testimony and comments are confined to the development of Ameren‟s proposed 80 

portfolio of standard market products to be procured for the June 2008 to May 2009 81 

timeframe.  Because of the short time allowed under the Act for review of the filing, the 82 

Commission should not interpret the fact that I do not address any individual issue in this 83 

testimony as agreement with Ameren‟s proposals. 84 

 85 

Q. DOES AMEREN’S PROPOSED PORTFOLIO OF STANDARD MARKET 86 

PRODUCTS MEET THE REQUIREMENTS OF THE ACT? 87 

A. No.  First, Ameren‟s filing presents no evidence that they have investigated the use of 88 

cost effective demand resources to reduce overall supply requirements.  Second, Ameren 89 

has failed to support some key drivers of its portfolio selection, such as the risk premium 90 

expected in forward market contracts.  91 

 92 

 93 
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IV. AMEREN’S FAILURE TO INVESTIGATE THE USE OF COST EFFECTIVE 94 
DEMAND RESOURCES TO REDUCE OVERALL SUPPLY REQUIREMENTS 95 

 96 

Q. WHAT ARE COST EFFECTIVE DEMAND REDUCTIONS?  97 

A. The generation of electricity is only one of the tools that utilities can use to meet 98 

customer demands.  Demand side resources can also be used to meet supply requirements 99 

by helping customers reduce their total and peak electricity usage.  Of course, these 100 

resources only make sense in the event that they are cheaper than expected supply side 101 

resources.  Cost-effective demand side opportunities consist of many different specific 102 

programs, which can be lumped into two specific categories: (1) energy efficiency, and 103 

(2) demand response.   104 

 105 

While energy efficiency and demand response cannot meet the full demands of 106 

customers, they can fulfill a portion of customer needs.  Specific mechanisms are 107 

available to save energy and allow customers to respond to electricity prices.  Since using 108 

these mechanisms reduces consumption, which ultimately reduces upward pressure on 109 

prices, they can easily be more cost effective than purchasing new electricity supply.   110 

 111 

Q. ISN’T AMEREN ALREADY REQUIRED TO INVEST IN COST EFFECTIVE 112 
DEMAND REDUCTIONS? 113 

 114 
A.  Yes, the Act establishes portfolio standards for both energy efficiency and demand 115 

response resources.  220 ILCS 5/12-103(b), (c).  According to Ameren‟s filing, these 116 

standards require them to procure 1.6 MW of demand response (Ameren Ex., 2.1 at 12), 117 

and 12,984 MWH, or 0.2% of delivered energy in 2008 (Ameren Ex, 2.1 at 12-15).  118 

However, the requirements of Act are minimum requirements, and do not relieve the 119 
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utilities of their obligation to procure electricity for customers at the “lowest total cost 120 

over time.”  220 ILCS 5/16-111.5 (j) (ii).  The utilities have not demonstrated that the 121 

demand response and energy efficiency resources they will procure pursuant to the 122 

energy efficiency and demand response portfolio requirements constitute all of the 123 

available cost effective demand response and energy efficiency in the marketplace.   124 

 125 

Furthermore, in order to provide the lowest total cost for customers over time, Illinois 126 

must create an active market place for both energy efficiency and demand response 127 

initiatives.  Such a market place will foster innovation and will increase the savings 128 

opportunities available to customers.  As I will discuss below, the Commission has an 129 

opportunity to send a clear signal to energy efficiency and demand response providers in 130 

this proceeding.  131 

 132 

Q. WHY IS IT IMPORTANT FOR THE COMMISSION TO ENCOURAGE 133 

ENERGY EFFICIENCY?   134 

A. Cost effective energy efficiency has two benefits.  First, customers who participate in 135 

energy efficiency programs reduce their energy usage, and therefore reduce their energy 136 

bills.  The second class of benefits is indirect, and thus harder to quantify.  However, 137 

because energy efficiency reduces the total demand for electricity, it translates into lower 138 

electricity prices.  This benefit accrues to everyone who uses electricity, whether they 139 

participate in an energy efficiency program or not.  140 

 141 
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For example, an analysis done by the American Council for an Energy Efficient 142 

Economy in April 2004 indicated that efficiency programs in operation in 18 states have 143 

reported benefit-cost ratios of between 1:1 and 4.3:1.
1
  That is, a dollar spent on these 144 

energy efficiency programs produced between $1.00 and $4.30 in reduced energy usage.  145 

In addition, when the study calculated the “lifecycle cost” of the energy saved - the total 146 

cost of the program and efficient equipment that produced the savings – it found that each 147 

saved kilowatt-hour costs between $0.023 and $0.044.  This compares favorably to both 148 

the wholesale auction clearing price of approximately $0.064 per kWh, and the financial 149 

swap agreements that Ameren has entered with its affiliates. 150 

 151 

Q. WHAT IS DEMAND RESPONSE? 152 

A. Broadly, demand response refers to actions that customers can take to change their 153 

energy usage in response to prices.  These actions include reduced consumption during 154 

high-priced times and changes in behavior that shift usage to lower-price times.  Both 155 

types of actions result in less demand during peak times, when prices are highest and 156 

most volatile.  Innovative technologies can automate price response and minimize the 157 

direct actions that customers must take to respond.   158 

 159 

 160 

 161 

                                                           
1
 See Five Years In:  An Examination of the First Half-Decade of Public Benefits Energy  

Efficiency Policies at 29, available at 
http://www.aceee.org/store/proddetail.cfm?CFID=511189&CFTOKEN=25336384&ItemID=377&CategoryID=7 
 

http://www.aceee.org/store/proddetail.cfm?CFID=511189&CFTOKEN=25336384&ItemID=377&CategoryID=7
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Q. WHY IS IT IMPORTANT FOR THE COMMISSION TO ENCOURAGE 162 

DEMAND RESPONSE? 163 

A. The Commission should encourage demand response because, as I discuss below, 164 

demand response has significant benefits for customers, and there are existing barriers to 165 

its use.   166 

 167 

Q. WHAT ARE THE BENEFITS OF DEMAND RESPONSE? 168 

A. Even a small amount of demand response can help to discipline wholesale market prices, 169 

reduce opportunities for generators to exercise market power, and ensure an efficient 170 

allocation of resources.
2
  There has been a recent surge in interest on this topic, and there 171 

is much literature available on this very question.  The most comprehensive list of 172 

benefits that I am aware of is contained within the U.S. Department of Energy‟s (“DOE”) 173 

“Benefits of Demand Response in Electricity Markets and Recommendations for 174 

Achieving Them:  A Report to the United States Congress Pursuant to Section 1252 of 175 

the Energy Policy Act of 2005,” which was published in February of 2006 (“DOE 176 

Report”).  The DOE found: 177 

Participant Benefits 178 

Customers who adjust their electricity usage in response to prices or demand 179 

response program incentives do so primarily to realize financial benefits. In 180 

addition, they may be motivated by implicit reliability benefits. 181 

• Financial benefits include cost savings on customers‟ electric bills from using 182 
less energy when prices are high, or from shifting usage to lower-priced hours, as 183 
well as any explicit financial payments the customer receives for agreeing to or 184 

actually curtailing usage in a demand response program. 185 

• Reliability benefits refer to the reduced risk of losing service in a blackout. . . .  186 

                                                           
2
 See Lessons from the Failure of U.S. Electricity Restructuring, Seth A. Blumsack, Jay Apt, and Lester B. Lave, 

available at http://web.mit.edu/ipc/sloan05/Electricity_Restructuring.pdf 
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The level of direct benefits received by participating customers depends on their 187 
ability to shift or curtail load and the incentives afforded by time-varying 188 

electricity prices and any additional program incentives that are offered. 189 

Collateral Benefits 190 

Demand response, through its impacts on supply costs and system reliability, 191 
produces collateral benefits that are realized by most or all consumers. It is these 192 
collateral benefits, which have system-wide impacts, that provide the primary 193 

motivation for policymakers‟ interest in demand response. 194 

Collateral benefits can be categorized functionally as short-term and long-term 195 

market impacts as well as reliability benefits: 196 

• Short-term market impacts are the most immediate and easily measured source 197 
of financial benefits from demand response. Broadly speaking, they are savings in 198 

variable supply costs brought about by more efficient use of the electricity 199 

system. . . 200 

• Long-term market impacts hinge on the ability of demand response to reduce 201 

system or local peak demand, thereby displacing the need to build additional 202 

generation, transmission or distribution capacity infrastructure. . . .  203 

• Reliability benefits refer to reducing the probability and severity of forced 204 

outages when system reserves fall below desired levels. . . . 205 

Other Benefits 206 

Demand response can provide several other benefits that accrue to some or all 207 

market participants but are not easily quantified or monetized: 208 

• More robust retail markets. . . . 209 

• Improved choice.  . . . 210 

• Market performance benefits. . .. 211 

• Possible environmental benefits. . . .   212 

U.S. Department of Energy – Benefits of Demand Response in Electricity 213 

Markets and Recommendations for Achieving Them:  A Report to the United 214 
Stated Congress Pursuant to Section 1252 of the Energy Policy Act of 2005, 215 

February 2006, Pages 26-29.  Truncated with citations omitted. 216 

 217 

 218 

 219 

 220 
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Q. ARE THERE EXISTING BARRIERS TO DEMAND RESPONSE? 221 

A. Yes.  Historical pricing structures isolate customers from price signals because most 222 

customers pay average prices for the electricity they consume, but the wholesale price of 223 

electricity changes throughout the day as demand changes.  Electricity consumption 224 

follows a pattern that varies according to the time of day and the season.  The daily 225 

variation is generally low demand overnight, a rise in demand in the morning, a high-226 

demand period in the late afternoon and early evening (aggravated by air conditioning on 227 

hot days), and a return to a lower demand in the evening.  The seasonal pattern depends 228 

on whether consumers in the area use electricity for heat or cooling, and follows changes 229 

in temperature.  Since prices are set based on the interaction of supply and demand, the 230 

price of a kilowatt hour of electricity varies over the day and across seasons.  When 231 

demand is highest (during the late afternoon and evening) prices are highest and exhibit 232 

the most volatility because the generators that run during peak times are the most 233 

expensive to operate, and small changes in demand can result in the start-up of generators 234 

that are much costlier to run.  Although some customers are unable to respond to prices, 235 

the easiest way to garner the benefits of demand response is to create a marketplace that 236 

allows third-party providers of cost effective demand response technologies to flourish.   237 

 238 

Q. HOW SHOULD AMEREN’S PROCUREMENT PLAN BE MODIFIED TO 239 
ENSURE THAT AMEREN USES ALL AVAILABLE COST EFFECTIVE 240 
ENERGY EFFICIENCY AND DEMAND RESPONSE RESOURCES TO 241 

BENEFIT CUSTOMERS BEFORE PROCURING SUPPLY-SIDE RESOURCES?   242 

A. Ameren should modify its procurement plan to expand the proposed RFP process to 243 

procure verifiable demand side resources from energy efficiency and demand response 244 

providers (collectively “demand side resource providers”) that can be used to offset 245 
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Ameren‟s supply and capacity obligations, prior to the procurement of electricity supply.  246 

Ameren‟s procurement administrator should evaluate the cost-effectiveness of bids 247 

received from demand side resource providers based on expected forward market 248 

electricity and capacity prices, and should procure all cost-effective resources.  Then, the 249 

procurement administrator should determine the remaining load and capacity 250 

requirements necessary to fill Ameren‟s obligations and procure these resources from the 251 

wholesale supply markets, using the procedures determined by this proceeding.   252 

 253 

Due to the short time frame allowed for investigation of this initial procurement plan, the 254 

Commission should order Ameren‟s procurement administrator to develop procedures for 255 

the expanded RFP that I described above. 256 

 257 

Q. WHAT IF NO DEMAND RESPONSE RESOURCE PROVIDERS BID IN THE 258 
PROCESS YOU DESCRIBE, OR THAT ONE YEAR CONTRACTS DO NOT 259 

ATTRACT BIDDERS? 260 

A. Demand Response has received significant attention in recent months, and there are a 261 

number of companies actively involved in this market.  However, even if these 262 

companies do not participate in this initial procurement process, establishing a procedure 263 

to procure cost effective demand response resources will signal the market that Illinois is 264 

serious about creating a robust marketplace for demand side resources.  This will attract 265 

interest from providers.  The Commission must ensure that customers realize that “lower 266 

cost over time” by sending this signal.      267 

   268 
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V.   AMEREN’S FAILURE TO SUPPORT KEY ASSUMPTIONS THAT DRIVE 269 

THEIR PORTFOLIO SELECTION 270 

Q. PLEASE DESCRIBE AMEREN’S APPROACH TO THE PORTFOLIO 271 
SELECTION PROCESS. 272 

A. According to Mr. Blessing, Ameren‟s analysis “attempts to answer the key question of 273 

„how much of the energy supply should be hedged with forward contracts and how much 274 

should be subject to the MISO spot market prices.‟  The resulting portfolio should strike 275 

an appropriate balance between two competing objectives: 1) minimizing the overall 276 

expected cost to serve the eligible retail customer load and 2) minimizing the volatility of 277 

that expected cost.”  Ameren Ex. 2.0 at lines 61-68. 278 

I have reviewed Ameren‟s proposed portfolio design and have determined that Ameren‟s 279 

choices for several key drivers of the portfolio selection process make it impossible to 280 

determine if the resulting portfolio does in fact 1) minimize the overall expected cost to 281 

serve the eligible retail customer load and 2) minimize the volatility of that expected cost. 282 

 283 

Q. PLEASE IDENTIFY THE KEY DRIVERS THAT AMEREN HAS FAILED TO 284 
SUPPORT. 285 

A. There are two critical components of Ameren‟s portfolio selection process that lack 286 

sufficient support.  First, Ameren hypothesizes that suppliers in the market add a risk 287 

premium to forward contracts relative to projected spot market prices.  Second, Ameren 288 

has chose to procure financial swap contracts, which the Utilities believe have an 289 

expected lower total cost than physical supply contracts, to meet the requirements of the 290 

Act.   291 

 292 
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V. A.  AMEREN HYPOTHESIZES A FORWARD CONTRACT RISK PREMIUM 293 

Q. PLEASE DESCRIBE AMEREN’S HYPOTHESIZED RISK PREMIUM AND ITS 294 
EFFECT ON THE PROPOSED PORTFOLIO’S ABILITY TO SERVE 295 

CUSTOMER DEMAND AT THE LOWEST TOTAL COST OVER TIME. 296 

A. Ameren performed a Monte Carlo simulation analysis for each monthly on-peak and off-297 

peak period during the June 2008 to May 2009 time period, for a total of 24 periods.  The 298 

results of this simulation analysis were then used to determine the portfolio mix that 299 

results in the lowest total cost to customers, while simultaneously minimizing the risk 300 

they are exposed to, as measured by the standard deviation of the simulation results at 301 

that mix.  Ameren notes that “despite the Utilities belief that there is a risk premium 302 

associated with forward contracts relative to spot market prices, such an assumption was 303 

not incorporated into the model as there was not sufficient market data available to enable 304 

the Utilities to reasonably determine the magnitude of this premium.”  Ameren Ex. 2.1 at 305 

17.  306 

 307 

Without including any assumption for the risk premium that Ameren hypothesizes exists, 308 

the simulation analysis determined that the following on-peak and off-peak hedge ratios, 309 

the ratio of expected load to contracted load, would minimize both expected total cost 310 

and risk to customers: 311 
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 312 

Ameren Ex. 2.1 at 18. 313 

 314 

As can be seen in the table above, Ameren‟s analysis shows that, without an expected 315 

risk premium in forward market contracts, the lowest cost option is to hedge average 316 

expected load at ratios that approach 1.0, or 100% coverage, during all periods.  317 

Basically, a costless hedge reduces volatility and therefore results in a less risky portfolio.     318 

 319 

As Mr. Blessing notes: 320 

Intuitively, it makes sense that the volatility of a portfolio that 321 
includes fixed price forward purchases at a level very close to the 322 
expected load would be less than a portfolio that includes a greater 323 

dependency on variably priced spot market purchases (forward 324 
purchases less than expected load), or a portfolio that includes a 325 
greater dependency on variably priced spot market sales (forward 326 
purchases more than expected load). When considering both of 327 

these relationships together, a portfolio that includes forward 328 
contracts at a level relatively close to the average load in each 329 
period provides the Utilities eligible retail customers price stability 330 

with no increase in the expected energy cost to serve the load as 331 
compared to a portfolio that does not include forward contracts. 332 
Ameren Ex. 2.0 at lines 92-104. 333 
 334 
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After reaching this determination, Ameren then hypothesized that a risk premium does 335 

exist.  Ameren‟s plan uses a “hypothetical risk premium” of 5.0% to determine that a 336 

hedge ratio of 0.9, or a portfolio that covers approximately 90% of expected average 337 

load, is appropriate.  Ameren Ex. 2.1 at 21-22.  The impact of the inclusion of this 338 

“hypothetical risk premium” potentially increases the standard deviation of expected 339 

costs by $4.78 million.  Ameren Ex. 2.1 at 22.  Because customer load is not fully 340 

hedged, or already purchased at a known price, customers are exposed to more risk 341 

because of changing prices.  This risk could result in higher prices for customers. 342 

 343 

Q. HAS AMEREN SUFFICIENTLY DEMONSTRATED THAT A RISK PREMIUM 344 

EXISTS, OR THAT THEIR HYPOTHETICAL RISK PREMIUM OF 5.0% IS 345 
APPROPRIATE? 346 

 347 
A. No.  Ameren‟s filing does not attempt to support the hypothetical risk premium.  In 348 

discovery, Ameren was asked to produce all evaluations of possible risk premiums that 349 

might exist in the forward markets (CUB Exhibit 1.02, Ameren Response to AG 350 

discovery question 1.10) and evaluations of the risk of any hedge ratios with risk 351 

premiums (CUB Exhibit 1.03, Ameren Response to AG 1.11).  Ameren responded that 352 

such evaluations do not exist.   353 

 354 

Q. IS IT LIKELY THAT A RISK PREMIUM DOES EXIST IN THE FORWARD 355 
MARKET, AND THAT THE LEVEL OF THIS RISK PREMIUM IS A 356 
CONSTANT 5.0%? 357 

 358 
A. It is likely that some risk premium might exist; however, it is unlikely that such a risk 359 

premium would be the same for all forward market contracts.  Additionally, there is no 360 

evidence to support the conclusion that the risk premium is 5.0%.   361 
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Q. PLEASE EXPLAIN. 362 

A. The existence of risk premiums in commodity futures (or forward) contracts has been 363 

long debated in the academic community.  Some studies have shown that speculators in 364 

commodity market have realized risk premium near zero.
3
  Others have discovered that 365 

some implied premium does exist but that it is unrelated to risk premiums.
4
  Still others 366 

have found that risk premiums exist.
5
  Some have even discovered that this size of the 367 

risk premium is related to the elasticity of demand for the commodity.
6
 368 

 369 

However, despite the breadth of the body of academic research, little public work has 370 

been done to determine the existence, or magnitude, of risk premiums in current 371 

electricity markets.  The evidence that does exist is anecdotal, but seems to indicate that 372 

there might be positive risk premiums during peak times, when prices are higher and 373 

significant volatility exists.  It seems intuitive that customers might be willing to pay a 374 

premium to be protected from such volatility.  However, this same evidence indicates that 375 

risk premiums during off-peak times may in fact be negative, because producers perceive 376 

a value in stabilizing revenues during times when prices are low, and will accept less for 377 

their electricity.  (CUB Exhibit 1.04, PLATTS ARTICLE). 378 

 379 

                                                           
3
  See Katherine Dusak, Futures Trading and Investor Returns: An Investigation of Commodity Market Risk Premiums The Journal of 

Political Economy, Vol. 81, No. 6 (Nov. - Dec., 1973), pp. 1387-1406 --  Analyzes wheat, corn, and soybean futures contracts and finds that 
speculators realized risk premiums near zero. 
4
 See Eugene F. Fama, Kenneth R. French, Commodity Futures Prices: Some Evidence on Forecast Power, Premiums, and the Theory of 

Storage The Journal of Business, Vol. 60, No. 1 (Jan., 1987), pp. 55-73 --  Finds that it‟s easier to detect futures prices responsiveness to storage-

cost variables than evidence that futures prices contain either premiums or power to forecast spot prices.   
5 See Eric C. Chang, Returns to Speculators and the Theory of Normal Backwardation The Journal of Finance, Vol. 40, No. 1 (Mar., 1985), 

pp. 193-208 -- The presence of the risk premiums to speculators tends to be more prominent in recent years than in earlier years.  Chang also 

finds that large wheat speculators as a whole possessed some superior forecasting ability. The evidence is inconsistent with the hypothesis that 
commodity futures prices are unbiased estimates of the corresponding future spot prices. 
6
 See David Hirshleifer,  Determinants of Hedging and Risk Premia in Commodity Futures Markets The Journal of Financial and 

Quantitative Analysis, Vol. 24, No. 3 (Sep., 1989), pp. 313-331 -- Argues that output and demand shocks will typically be positively correlated, 
raising the premium, but that high supply elasticity reduces the absolute hedging premium by reducing the variability of spot price and revenue. 
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From the collected academic research and anecdotal evidence, it seems reasonable to 380 

conclude that some premium may exist, but it is specific to the supply and demand 381 

conditions underlying each individual contract.  This implies that, at a minimum, 382 

Ameren‟s assumption of a constant risk premium is not supportable.   383 

 384 

Q. WHAT CONCLUSIONS SHOULD THE COMMISSION DRAW FROM THE 385 
COLLECTED ACADEMIC RESEARCH AND ANECDOTAL EVIDENCE? 386 

 387 
A. The Commission simply cannot be assured that the portfolio of supply contracts proposed 388 

by Ameren results in the lowest total cost to customers over time.  The Commission 389 

should hold a hearing to determine whether risk premiums exist, and the appropriate 390 

premium that it can reasonably anticipate to exist in the forward contracts Ameren 391 

proposes to procure.  Then, the Commission should revise Ameren‟s initial procurement 392 

plan to ensure that its assumptions lead to the lowest total cost over time, as required by 393 

the Act. 394 

 395 

V. B.  AMEREN’S UNSUPPORTED DECISION TO USE FINANCIAL 396 
CONTRACTS TO HEDGE ENERGY PRICES 397 

 398 
Q. WHAT ARE FINANCIAL SWAP CONTRACTS AND WHAT IMPACT DO 399 

THEY HAVE ON THE RATES THAT CUSTOMERS WILL PAY? 400 

A. Financial swap contracts are commercial agreements that involve the exchange, or swap, 401 

of risk.  Essentially, swap transactions allow Ameren to swap the risk that prices will 402 

exceed a certain level, for the risk that prices will remain below that level.  Ameren and 403 

the counterparty to the swap will settle transactions against the MISO spot market.  If 404 

prices are below the agreed-to level, the utilities will make the counterparty whole, and if 405 

prices are above the agreed-to level, the counterparty will make the utilities whole.  406 
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Through such a transaction, both the utilities and the counterparties receive a known and 407 

fixed price for the agreed-to quantity of electricity. 408 

  409 

The impact that such agreement will have on rates is unclear.  Ameren argues that 410 

financial swaps will result in the lowest total cost over time.   411 

 412 
Given their lower administrative burden, lower expected total cost, 413 

acceptance by the marketplace and ability to effectively deliver the 414 
same price hedging characteristics as traditional bilateral 415 
transactions for physical delivery, financial swaps were selected as 416 

a superior product.  Ameren Ex. 2.1 at 26. 417 

   418 

Through discovery, Ameren stated that they do not expect a significant difference in total 419 

cost because of its decision to use financial swap contracts instead of physical contracts 420 

for energy.  (See CUB Exhibit 1.05, Ameren Response to Staff EDiv 1.10).  However, as 421 

I will explain, there are significant questions surrounding this conclusion.   422 

 423 

Q. HOW DO PHYSICAL CONTRACTS FOR ENERGY DIFFER FROM 424 
FINANCIAL SWAP AGREEMENTS? 425 

A. My understanding is that physical contracts for energy require more stringent credit 426 

requirements because both the buyer and seller have to meet the RTOs credit 427 

requirements, because financial swap agreements are conducted outside of the relevant 428 

RTO markets. 429 

 430 

 431 

 432 
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Q. WHAT SIGNIFICANT QUESTIONS EXIST ABOUT AMEREN’S CONCLUSION 433 
THAT HEDGING WITH FINANCIAL SWAP CONTRACTS IS LESS COSTLY 434 
THAN USING PHYSICAL CONTRACTS? 435 

 436 
A. It is important to understand that this proceeding is not occurring in a vacuum.  437 

Commonwealth Edison Company (“ComEd”) has filed a proposed initial procurement 438 

plan in Docket No. 07-0528 to meet the requirements of the Act for its customers.  In its 439 

filing, ComEd makes the exact opposite argument from Ameren.  ComEd argues that 440 

physical contracts for energy are appropriate vehicles for procuring power, have lower 441 

risk, and reduce the utility‟s credit requirements and overall credit costs.  Docket No 07-442 

0528, ComEd Procurement Plan for Period June 2008 through May 2009, Part I of III, 443 

Page 41-42. 444 

   445 

ComEd‟s claims of lower risk and reduced credit costs for physical contracts seem 446 

contradictory to Ameren‟s statements that financial contracts have an expected lower 447 

total cost.  Ameren Ex. 2.1 at 26.  The Commission should hold a hearing to explore this 448 

contradiction, and determine whether there are significant differences between PJM and 449 

MISO that drive such differences or, in the alternative, investigate the appropriateness of 450 

physical and financial contracts.  Then, the Commission should revise Ameren‟s initial 451 

procurement plan to ensure that its assumptions lead to the lowest total cost over time, as 452 

required by the Act. 453 

 454 

 455 

 456 

 457 
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VI.  CONCLUSION 458 

Q. PLEASE SUMMARIZE YOUR TESTIMONY. 459 

A. The Commission cannot approve Ameren‟s proposed initial procurement plan in its 460 

current state because it has significant defects that are inconsistent with the requirements 461 

of the Act.  Specifically, Ameren has not shown that its proposed plan will result in the 462 

lowest total cost electricity for customers, as required by PUA Section 16-111.5(j)(ii), 463 

because it has not evaluated all available supply options in constructing its plan, and has 464 

not supported some of the key drivers of its portfolio selection.  Consequently, the 465 

Commission should hold a hearing to remedy these inconsistencies and assure that the 466 

plan leads to the lowest total cost over time. 467 

 468 

Q. DOES THIS COMPLETE YOUR TESTIMONY? 469 

A. Yes. 470 


