ILLINOIS COMMERCE COMMISSION

DOCKET NO.

DIRECT TESTIMONY
OF
CRAIG D. NELSON
Submitted On Behalf
of
CENTRAL ILLINOIS LIGHT COMPANY

CENTRAL ILLINOIS PUBLIC SERVICE COMPANY
ILLINOIS POWER COMPANY

February 28, 2005

Resp. Ex. 2.0



TABLE OF CONTENTS

L.
IL.

I11.
IV.

V.

INTRODUCTION AND SUMMARY ..ottt 1
BACKGROUND ...ttt ettt e 3
SUMMARY OF THE AMEREN COMPANIES’ PROPOSAL ........ccccccceinine. 16
BENEFITS OF THE POST-2006 PROPOSAL ......ccccoiiiiiiiceeee 30
CONSISTENCY OF AMEREN’S PROCUREMENT PROPOSAL WITH

FERC AFFILIATE TRANSACTION REQUIREMENTS .......ccccoiviiniiienen. 38



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

ILLINOIS COMMERCE COMMISSION
DOCKET NO.
DIRECT TESTIMONY
OF
CRAIG D. NELSON
INTRODUCTION AND SUMMARY
Please state your name and business address.
My name is Craig D. Nelson. My business address is One Ameren Plaza, 1901
Chouteau Avenue, St. Louis, Missouri 63166.
What is your relationship to the Applicants in this case?
I am Vice President — Strategic Initiatives of Ameren Services Company
(“Ameren Services”) and Vice President of Central Illinois Public Service
Company, d/b/a AmerenCIPS (“AmerenCIPS”).
Please describe Ameren Services.
Ameren Services is a subsidiary of Ameren Corporation (“Ameren Corp.”).
Ameren Services provides various administrative and technical support services
for its parent and other subsidiaries including Union Electric Company doing
business as AmerenUE (“AmerenUE”), Central Illinois Light Company d/b/a
AmerenCILCO (“AmerenCILCO”), AmerenCIPS, and Illinois Power d/b/a
AmerenIP (“AmerenIP”). Ameren Services was formed in connection with the
December 1997 merger of Union Electric and CIPSCO Incorporated.
Please describe your educational background.
I eamned a bachelor's degree in accounting in 1977, graduating with highest

honors, and a master's in business administration in 1984. Both degrees were
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awarded by Southern Illinois University - Edwardsville. I am a Certified Public
Accountant.

Please describe your qualifications.

I worked for Arthur Andersen & Co. from 1977 to 1979, when I joined Central
[llinois Public Service Company as a Tax Accountant. In 1979, I was promoted
to Income Tax Supervisor. I served in various tax and accounting positions until
1985 when I was appointed Assistant Treasurer. In 1989, I became Treasurer and
Assistant Secretary, a position I held for seven years. In 1996, I was elected Vice
President of Corporate Services. After Union Electric and CIPSCO merged, I was
named Vice President, Merger Coordination for Ameren Services effective
December 31, 1997. 1In 1998, I assumed the additional responsibility of Vice
President of Regulatory Planning. Effective June 1, 1999, I was appointed Vice
President, Corporate Planning. Most recently, effective October 15, 2004, I was
appointed Vice President, Strategic Initiatives.

Please describe your duties and responsibilities as Vice President, Strategic
Initiatives.

My duties and responsibilities include Ameren’s business and corporate services
initiative, Ameren’s post-2006 initiative and power supply acquisition for
Ameren’s utility companies..

What is the purpose of your testimony?

I am testifying on behalf of AmerenCIPS, AmerenCILCO, and AmerenlP (the
“Ameren Companies” or the “Companies”). The purpose of my testimony is to

present an overview of the Ameren Companies’ proposed revisions to its
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II.

determination of market value, and how that market value will be reflected in
rates at the end of the mandatory transition period. In this regard, I will discuss
how the Ameren Companies propose to supply and structure their post-2006
regulated electric service offerings to their remaining native load. (I will explain
how current Illinois customers of AmerenUE will be affected by this proposal.)
In particular, my testimony will: (1) discuss the market developments, regulatory
requirements and state policy initiatives in response to which the Ameren
Companies developed their market value rider and procurement proposal; (2)
summarize the competitive procurement process we propose to obtain supply to
full requirements service at regulated rates, how the price the Companies pay for
this supply reflects market value, and how the costs of supply will be reflected in
bundled retail rates; (3) summarize the benefits of our proposal; and (4) explain
why our proposal also is fully consistent with federal standards governing power
purchases from affiliated generation companies.
BACKGROUND
Why are the Ameren Companies filing for Commission approval of revised
tariffs that reflect an auction-based competitive procurement approach ?
As Mr. Warner Baxter explains in his direct testimony, we are filing our proposal
for a post 2006 competitive procurement process and post 2006 retail tariff for
bundled service rates in response to several interrelated market developments,
regulatory requirements and state policy initiatives:
1. January 1, 2007 marks the statutory end of the “mandatory transition
period” provided under the Electric Service Customer Choice and Rate

Relief Law of 1997 (the “Customer Choice Law”), which means, among

3.



72

73

74

75

76

77

78

79

80

81

82

83

84

85

86

87

88

89

90

91

other considerations, that both the restructuring-related retail rate freezes
and the long-term power supply contracts of the Ameren Companies
expire, recognizing as well that the Ameren Companies (with very limited
exceptions) no longer own generation in Illinois;

As a condition to its acquisition of AmerenCILCO, Ameren Corp.
committed to work with the Commission Staff to develop a competitive
procurement process for the supply of the native load of AmerenCILCO
and AmerenCIPS;

The regional wholesale market structure continues to evolve successfully,
and provides a meaningful opportunity to implement a highly transparent,
competitive procurement process;

The Federal Energy Regulatory Commission (“FERC”) has imposed
increasingly stringent conditions on how utilities can purchase power from
affiliated generation companies, which makes it less likely that
distribution companies can simply turn to their affiliates for supply as they
could and did in the past; and

Substantial guidance was provided through the Commission’s Post 2006
[nitiative, our additional discussions with stakeholders and outside experts,
and the review of other restructured states’ experience with addressing

similar procurement and ratemaking challenges.
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A. The Statutory End of the Transition Period

Please explain in more detail the implications of the Customer Choice Law
and how the end of its statutory “transition period” affects the rates and
supply contracts of the Ameren Companies.
The Customer Choice Law initiated: (1) the opportunity for customers to purchase
power from the supplier of their choice; (2) a restructuring of the State’s electric
power industry; and (3) a transition toward delivery service unbundling and
greater reliance on market forces to determine how electric power and energy
would be provided to retail customers who remain with the utility. As the
Commission’s recent report on its Post 2006 Initiative to Governor Blagojevich
explains, the Customer Choice Law’s transition to market forces resulted in
“dramatic and positive changes” that have occurred in the industry:
. “Residential customers have benefited from one of the largest and
longest rate reductions, and today are paying 20% less than they

paid for electricity in 1994. The total savings statewide are
estimated to be 3.5 billion dollars.

. Many new entities have entered Illinois to compete for electric
supply. Customers have been given the power of choice, and have
selected these alternative retail electric suppliers (‘ARES”).

. Many industrial and commercial customers have realized
significant savings from selecting the Power Purchase Option
(‘PPO’) or an ARES; some indicate that these savings have helped
them to keep their business in Illinois rather than move to a lower

cost state.
. Statewide service reliability has improved dramatically.
. Over 9000 MWs of new generation has been built in Illinois by

private investors. These investors, and not customers, have
mustered the capital to build these plants and have borne the risk of
cost overruns as well as the potential of uneconomic results in
stranded costs.
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. Illinois utilities have restructured operations by divesting
generation, and have become more productive and efficient in
order to face the emerging competitive marketplace.”’

Illinois now approaches the end of its first phase of restructuring. In particular,
January 1, 2007 specifically marks: (1) the end of the “transition charges”
imposed on unbundled retail rates of several Illinois utilities; (2) the end of the
rate freeze for bundled retail service that was imposed on all major utilities; and
(3) the end of the long-term supply contracts that most Illinois utilities entered
into when, consistent with the Customer Choice Law’s requirements and/or
[llinois Commerce Commission (“Commission”) rules, they sold or spun off their
generating assets as part of the restructuring process. The resulting challenges
include the post-2006 replacement of expiring power purchase contracts that
currently supply the utilities’ regulated service options, the structure of these
regulated retail service options after 2006, and the nature of utilities’ post-2006
service obligations.

In response to these challenges, the Ameren Companies’ current filing
specifically addresses: (1) how they will procure power for their regulated service
offerings to achieve the lowest possible, most competitive price; (2) how their
bundled retail rates will be structured to result in stable but market-based prices;
and (3) how they will recover their prudently-incurred, market-based procurement
costs fairly from each customer class. I will discuss each of these items in Section

III of my testimony.

! Final Report of the Illinois Commerce Commission’s Post 2006-Initiative to Governor Rod. R.

Blagojevich and the Illinois General Assembly, December 2004, p. 1.
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B. Ameren’s Central Illinois Light Company Commitment (“CILCO
Commitment”)

Please explain the nature of Ameren Corp.’s CILCO commitment.

As a condition to its 2002 acquisition of CILCORP Inc., the parent of Central
[linois Light Company (now d/b/a AmerenCILCO), Ameren Corp. committed to
work with the Commission Staff to develop a competitive procurement process
for supply of the native load of AmerenCILCO and AmerenCIPS subsequent to
the December 31, 2006 expiration of their supply arrangements with Ameren
generation and marketing affiliates.” (Ameren Corp. had not yet acquired
AmerenlP.) In making the commitment to utilize a competitive procurement
process, Ameren Corp. also agreed to cause AmerenCILCO and AmerenCIPS to
seek approval from the Commission for such a procurement process, which would
exclude sole supplier arrangements unless specifically authorized by the
Commission.

What has Ameren Corp. done to comply with this commitment?

To satisfy its CILCO commitment, Ameren Corp. started to meet with Staff to
explore options for a competitive procurement process in late 2003. In early
2004, Ameren Corp. integrated its efforts under the CILCO commitment with the
Commission’s Post 2006 Initiative and has developed a procurement proposal that
is consistent with the recommendations received from Staff, the Post 2006

process, and additional stakeholder meetings. As I will explain, the Ameren

Ameren’s RFP commitment is set out in Section F of Appendix A to the Commission’s

order in Case 02-0428, December 4, 2002. Consistent with the Commission’s restructuring policies and
orders, supply arrangements of CIPS and CILCO with Ameren generation and marketing affiliates will
expire on December 31, 2006.
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Companies have developed a proposal consistent with the provisions of the
Customer Choice Law that cap power costs as a function of market value (i.e.,
Sec. 16-111(1)).

Is the Ameren Companies’ proposed procurement process consistent with
the CILCO Commitment?

Yes. The Ameren Companies have developed a competitive procurement process
for Commission approval as required under the conditions imposed on the CILCO
acquisition. However, in developing its proposal, the Companies have taken into
account two important developments. First, retail choice has reduced the demand
for the Ameren Companies’ regulated supply offerings (e.g., “bundled service”)’
and is expected to continue to reduce the scope of the utilities’ power
procurement needs as additional customers switch from regulated service to
alternative retail suppliers. As the Commission’s electric switching statistics
show, consistent with the experience in other retail access states, ARES have
made significant inroads in the supply of Illinois retail electric customers,
particular in the large customer segment.* For example, as of December 2004, a
total of 32% of the MWh load of large commercial and industrial customers in the
AmerenCIPS service area were served by registered RES (including Ameren

Energy Marketing Company (“AEM”)). For AmerenIP, 48% of large customers’

3 The term “bundled service” generally is used in the context of the Ameren Companies’

current or post-2006 obligation to provide customers with regulated service options that include both the
generation and wires portions of retail supply. Today these regulated service options typically include the
utilities’ bundled service, a power purchase option, and interim supply service among others.

4 . o "
See “Electric Switching Statistics” as posted at

http://www.icc.state.1l.us/ec/switchstats.aspx.
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December 2004 load was served directly by alternative retail suppliers.’
Although the utilities remain the supplier of last resort for all retail customers
served through their distribution system, the successful introduction of retail
access has reduced, and is expected to reduce further, the power supply obligation
under their bundled service offerings. Consistent with these regulatory
requirements, the Ameren Companies will continue to provide customers with
regulated service options.

Second, the scope of procurement needs for post-2006 supply of bundled
service has increased due to Ameren Corp.’s acquisition of AmerenIP and the
pending transfer of the Illinois service territory of AmerenUE-Illinois (‘“Metro
East”) to AmerenCIPS. Although not specifically addressed in the CILCO
commitment, Ameren Companies propose to include both the regulated supply
needs of AmerenIP and Metro East in the competitive procurement process.
What is the status of AmerenUE's transfer of Metro East to AmerenCIPS?
The Commission has approved the transfer of the Metro East plant and business
to AmerenCIPS. The Missouri Public Service Commission, by its order of
February 10, 2005, has also approved the transfer. I anticipate that the transfer

will be completed later this year.

> In addition, a significant portion of AmerenIP’s and Commonwealth Edison Company’s

(“ComEd’s”) customers have selected the “Power Purchase Option,” which is a regulated supply service
whose priced is based on a market value index.
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C. Procurement Opportunities Created by Restructured Wholesale Markets

Please explain how opportunities to implement a highly transparent and
competitive procurement process are provided by the regional wholesale
market structure.
It is important to recognize that the post-2006 procurement for Illinois utilities’
regulated service will occur in a substantially evolved wholesale market structure.
The Ameren Companies have already completed the transfer of operational
control over their transmission facilities to the Midwest Independent
Transmission System Operator (“MISO”), one of the two large Regional
Transmission Organizations (“RTOs”) that serve Illinois. MISO is in process of
starting up its hourly energy markets, which are subject to FERC-approved
market power mitigation procedures. The introduction of these energy markets,
along with MISO-PJM seams coordination and the creation of central/southern
[llinois as a MISO trading hub, significantly increase the competitive procurement
options available to meet the Ameren Companies’ post-2006 supply obligations.
With the introduction of energy markets, MISO will also facilitate
competitive procurement through greatly improved transmission access and
generation deliverability standards. For example, as currently planned, starting on
April 1, 2005, all MISO-internal transactions will be able to utilize network
integration transmission service (‘“network service”), including transactions that
span multiple control areas. Also, external resources will only need to obtain firm
service to a MISO boundary and, although such scheduling requirements remain

for imports from PJM, the MISO-PJM seams coordination effort has already

-10-
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resulted in the elimination of through-and-out rates between the two RTOs.
Moreover, MISO has completed the preliminary generation deliverability
analyses for its Day 2 energy market and resource adequacy standard. As
explained by Mr. Ronald McNamara in his direct testimony in support of this
filing, MISO identified over 120,000 MW of generating capacity from designated
network resources that will be deemed deliverable (through network service) for
the purpose of satisfying participants’ resource adequacy requirements within the
entire MISO footprint, including central and southern Illinois. All generating
units, even those that have not yet passed MISQO’s deliverability test, will be able
to participate in the MISO energy market, subject to MISO’s market-based
congestion management process. In this market structure, MISO will evolve to be
the primary provider of ancillary services to both retail and wholesale power
providers in the region and will introduce centralized markets for capacity and
ancillary services over the course of the next two years. Mr. McNamara’s direct
testimony addresses these market developments in more detail.

These developments substantially enhance the efficiency and
competitiveness of post-2006 power procurement for retail customers in Illinois.
The progress made to date on MISO-PJM market structure initiatives ensures the
feasibility and competitiveness of the proposed auction-based procurement of the
Ameren Companies’ post 2006 supply obligations, and additional developments

will serve to further enhance the procurement process.

-11-
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D. FERC Affiliate Transaction Standards

You also mentioned FERC standards for inter-affiliate power sales. Why are
these standards an important consideration in the design of any post-2006
procurement proposal?

FERC’s affiliate sales standards impose stringent conditions on how a
procurement process needs to be structured. These federal standards, which
would apply to anmy post-2006 procurement process, require that utilities’
procurement processes involving potential purchases from affiliated suppliers
must be highly transparent and managed independently. 1 address these
standards, which have evolved considerably since Ameren Corp. first committed
to utilize competitive procurement process during the CILCORP acquisition, in
more detail in Section V of my testimony. As I also explain in that Section, the
proposed competitive procurement process fully satisfies these requirements.

E. Guidance Provided by Commission’s Post-2006 Initiative, Stakeholders,
and outside Experts

What was the Ameren Companies’ role in the Commission’s Post-2006
Initiative?

The Ameren Companies have been very active participants in the workshops that
the Commission organized to address the identified post-2006 challenges. Since
the issues that the Ameren Companies have already been working on under its
CILCO commitment were essentially the same as those addressed in the
Post-2006 Initiative, the Ameren Companies have been able to contribute

constructively to this process from the very beginning. In fact, at the very first

-12-
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Post-2006 Initiative workshop I presented research performed by in-house and
outside experts to identify and evaluate available competitive procurement
options based on the experience from other restructured states.® Since that initial
meeting, the Ameren Companies have fully participated in and contributed to
each of the six Post-2006 Working Groups: procurement, rates, competitive
issues, utility service obligations, energy assistance, and implementation.

How has the Post-2006 Initiative influenced the procurement and retail rate
proposal that the Ameren Companies have filed?

The Ameren Companies have designed their market value measurement and
procurement proposal to take into account the insights and recommendations that
resulted from the Post-2006 Initiative. For example, as the Post-2006 Staff
Report also notes, the Procurement Working Group developed a list of 18
desirable characteristics for selecting a post 2006 procurement process, which
Staff summarized into five overarching policy goals: “(a) mitigation of market
structure problems, (b) provision of regulatory certainty for suppliers and utilities,
(c) provision of market based prices and rate stability, (d) provision of a
straightforward mechanism to convert supply acquisition costs into retail rates
using traditional rate design, and (e) provision of a working option by January
2007.”7 As I will discuss in further in Section IV of my testimony, based on the
discussions in the Commission’s Post 2006 workshops and additional input from

Staff, other stakeholders, and consultants, the proposed auction-based

6 Craig Nelson, Power Procurement Post 2006, April 29, 2004 (as posted at

http://'www.icc.state.il.us/ec/docs/040503ecPostNelson.pdf)

7 Post 2006 Staff Report, pp. 3, 7 and 12.
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procurement approach was designed so it would to best satisfy these five
overarching policy goals and the identified 18 desirable characteristics. In
particular, the proposed auction-based competitive procurement process is also
consistent with the “Staff’s preferred procurement method”, which, as Staff
recognizes, not only “assures full transparency to all stakeholders” but also “is
expected to come the closest” of any procurement approaches to address the
concerns of Staff and other parties.®

How have the Ameren Companies solicited input from stakeholders and
outside experts?

The Ameren Companies first met with experts from The Brattle Group in
February 2004 to review the procurement models used and the experience gained
from other restructured states that have already addressed similar procurement
and ratemaking challenges. This review showed that the general structure of our
proposal competitive procurement approach is used in many restructured states
and almost exclusively in restructured states similar to Illinois. I presented the
insights from this review of other states’ procurement models at the April 29,
2004 workshop. Mr. Hannes Pfeifenberger’s testimony further discusses this
review of procurement approaches in other states, a summary of which has also
been published as an article in The Electricity Journal.” We also sponsored the

June 3, 2004 Procurement Working Group presentation of the competitive

® Post 2006 Staff Report, pp. 9-10.
K Pfeifenberger et al., “Keeping up with Retail Access? Developments in U.S. Restructuring and

Resource Procurement for Regulated Retail Service,” The Electricity Journal, December 2004, pp. 50-63.
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procurement model used in Maryland, which in many ways is structured very
similar to the New Jersey model.

The review of the experience in other restructured states also showed that
the same procurement method frequently is used by all major utilities within a
State. Through the Procurement Working Group’s discussion of the approaches
used by the utilities in Maryland and New Jersey it also became apparent that
these two models have found the support of a broad and diverse group of
stakeholders. Through these discussions it became apparent to us that the
procurement approach utilized in New Jersey was uniquely suited to address the
identified post-2006 challenges in Illinois, satisfy the procurement characteristics
identified by the Procurement Working Group, and also meet FERC’s standards
for power purchases from affiliates. Through our participation in the other Post
2006 Initiative working groups, it also became clear that the New Jersey
procurement approach would be able to address many of the issues identified and
discussed by the other Post 2006 Working Groups.
Have you utilized additional stakeholders' input in the development of its
procurement process?
Yes. We repeatedly solicited input from Staff, Commonwealth Edison Company,
the manager of the New Jersey auction, regional power suppliers, industrial
customers, consumer representatives and the Attorney General’s office. In June
2004, we met with the manager of the New Jersey auction, Chantale LaCasse of
National Economics Research Associates (“NERA”), who is testifying in this

proceeding, to discuss the feasibility of applying the New Jersey model in Illinois.
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We subsequently developed a whitepaper, “Post 2006 Guidelines and Ameren
Competitive Procurement Proposal,” that synthesized the guidance and insights
we had obtained at that point.

On several occasions from June through September 2004, the Ameren
Companies met to discuss their post-2006 guidelines and competitive
procurement proposal with the ICC Staff, potential wholesale suppliers of post-
2006 service (including, among others, Dynegy, Midwest Gen, Morgan Stanley,
Calpine, Goldman Sachs, Select Energy, Constellation, Ameren Energy
Marketing, and Exelon Generation), as well as the consumer representatives,
industrial customers and the Attorney General’s office, as mentioned above.
Several of these meetings with Staff and other stakeholders also included ComEd
and Dr. LaCasse.

Based on the feedback from these stakeholder meetings, we first updated
our whitepaper in early September and, with further guidance through the
Commission’s Post-2006 Initiative process and additional feedback from Staff
and the other stakeholders, developed the details of the procurement and retail
rate proposals that we present in this filing. The auction process itself was
designed by Dr. LaCasse based on the Illinois market structure and her experience
with developing similar auctions in New Jersey and Ohio. The auction process
and its development is discussed in more detail in Dr. LaCasse’s testimony (Resp.
Ex. 6.0).

SUMMARY OF THE AMEREN COMPANIES’ PROPOSAL

What is the essence of your filing?
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In essence, “market value” would be based on the results of a Commission-
approved Competitive Procurement Auction (“CPA”) process and methodology
used to translate the Auction outcome into class-specific retail values. Retail rates
for Basic Generation Service (“BGS”) would reflect the “translated” market
values. We hope to receive regulatory approval no later than January 2006. An
order in this time frame is needed so that the independent Auction Manager has
sufficient time to prepare the auction. Upon approval, the Auction Manager would
immediately prepare to hold the first auction for BGS supply in May 2006. Under
our procurement proposal, the Commission would monitor the auction with the
help of Staff and an independent Auction Advisor retained by the Commission,
and, if conducted in accordance to the pre-specified process, the Commission
would confirm its results within a few days after close of the auction. The price
of the awarded BGS contracts would then be reflected in the BGS component of
bundled retail rates based on the pre-specified, Commission-approved rate
allocation methodology. The market value would be subject to periodic
adjustment, as provided for in the Customer Choice Law. Mr. Robert Mill and
Mr. Wilbon Cooper elaborate further on the rate treatment.

To implement this process, the tariff filing addresses three closely
interrelated aspects of the Companies’ post-2006 bundled service offerings: (1)
how they will procure power in wholesale markets for their regulated service
offerings to achieve the most competitive price; (2) how the bundled retail rates of
regulated service offerings will be structured to result in stable but market-based

prices for utility-provided energy; and (3) how they propose to recover their
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prudently-incurred procurement costs. I will also explain in this section of my
testimony the customer protection measures built into this proposal and its
consistency with other State policy considerations.

A. Competitive Procurement Process for Post-2006 Supply Requirements

How do the Ameren Companies propose to procure wholesale supply for
their Post-2006 bundled service offerings?

The testimony of Dr. LaCasse and Mr. James Blessing explain the procurement
process in more detail and the filed procurement-related documents—the Market
Value Tariff, the Competitive Auction Procurement Rules, and the BGS Supplier
Forward Contracts—contain the full specification of the proposed process.

In summary, the Companies'® propose to use the filed auction process to
procure energy and other services from wholesale suppliers for three categories of
full requirements products: (1) fixed-priced BGS for residential and small
business customers (“BGS-FP”); (2) fixed-priced BGS for large business
customers (“BGS-LFP”); and (3) a fixed-price capacity product that, combined
with spot purchases of energy from MISO, provides real-time pricing of energy
for large business customers (“BGS-Large Service Real-Time Pricing” or “BGS-
LRTP”). To provide additional price stability for residential and small business
customers, BGS-FP supply will be procured through overlapping three-year
contracts where approximately one third of the BGS-FP load is auctioned on an

annual basis.

10 Owing to the pending Metro-East transfer, AmerenUE will not be an Illinois distribution

company when the delivery of BGS begins.
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