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FIRST SET OF QUESTIONS FROM CHAIRMAN MUNDELL

L Identification of Retail Electric Products and Services for Which

Competition Could Bring Benefits

A. What are the possible goods and services traditionally provided by the

electric utility for which retail competition is possible?

In the strictest sense, retail competition is possible for most, if not all, of the goods
and services traditionally provided by vertically-integrated electric utilities. However, not
all of the goods and services traditionally provided by the electric utility should necessarily
be delivered through retail competition. Retail electric competition is best applied when it
opens the market to competitive delivery for those goods and services for which a
reasonable expectation of consumer benefit exists: namely, the supply of electric
generation and associated revenue cycle services (e.g., metering, metered data acquisition,
meter data management, billing and payment).

You may address the following categories of goods and services:

1. generation, including baseload, intermediate and peaking
power; green power; distributed generation; firm and nonfirm
power; long- and short-term contracts; backup and coordination
services:

The following table addresses the questions about specific competitive services.
For the balance of these questions, AECC’s responses regarding “retail competitive

services” are directed toward generation and revenue cycle services.
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TYPE OF GENERATION | POSSIBLE TO PROVIDE RECOMMENDED AS
SERVICE IN RETAIL PART OF RETAIL
COMPETITION? COMPETITION?
Generation baseload Yes Yes
Generation intermediate Yes Yes
Generation peaking power Yes Yes
Generation green power Yes Yes
Distributed generation Yes Yes
Firm generation Yes Yes
Non-firm generation Yes Yes
Short-term contracts Yes Yes
Long-term contracts Yes Yes
Backup services Yes Yes
Coordination services ? ?
2. distribution services, including ownership, construction,

maintenance and repair of the physical lines; metering

ownership, installation, reading and data analysis; and the

process of planning for and negotiating with distributed

generators:

In AECC’s view, competition in distribution services is generally unlikely to

benefit consumers and may result in negative impacts such as duplication of existing utility

infrastructure. AECC believes that negative affects such as these would unnecessarily

complicate distribution system management and not produce net benefits to consumers.

However, retail customers should be able to bypass the distribution system entirely by

taking service directly from the transmission system, while still remaining state

jurisdictional customers.
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TYPE OF DISTRIBUTION | POSSIBLE TO PROVIDE RECOMMENDED AS
SERVICE IN RETAIL PART OF RETAIL
COMPETITION? COMPETITION?

Distribution services Yes No
Distribution ownership Yes No
Distribution construction Yes No
Distribution maintenance Yes No
Distribution repair Yes No

Meter ownership Yes Yes

Meter installation Yes Yes

Meter reading Yes Yes

Meter data analysis Yes Yes
Distributed generation Yes No, as it relates to UDC
negotiations and planning facility impacts

3. aggregation services, such as load profiling; planning; customer

services; data analysis; billing; generation planning; power

supply acquisition; demand side management, energy efficiency

and other services relating to matching supply and demand.

“Load profiling” generally refers to the creation of standardized load shapes for use

in imputing hourly demand levels for customers without interval meters. This exercise is

necessary to enable customers without demand meters to be able to shop competitively. By

its nature, load profiling involves the creation of a standardized product to be used by all

retail providers. Consequently, load profiling does not lend itself to being provided

competitively.

“Planning” is a broad term that covers many activities. Generally, planning to

provide competitive services is a competitive activity, whereas planning to provide non-

competitive services (e.g., transmission, distribution) is not.
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TYPE OF POSSIBLE TO RECOMMENDED AS
“AGGREGATION” PROVIDE IN RETAIL PART OF RETAIL
SERVICE COMPETITION? COMPETITION?
Load profiling No No
Planning Broad term: Encompasses Broad term: Encompasses
non-competitive and non-competitive and
competitive activities competitive activities
Customer services Yes Yes
Billing Yes Yes
Generation planning Yes Yes
Power supply acquisition Yes Yes
Demand Side Management Yes Yes
Energy efficiency Yes Yes
B. For each good or service for which competition is possible, what are the

possible benefits of competition for each good and service?
1. What are the potential price benefits?

As a general proposition, competitive markets cause goods to be sold at their long-
run marginal cost, and ensure that the long-run marginal costs are the lowest that are
technologically feasible. This is the potential price benefit of competition in generation
services, and is the basic economic premise underpinning the entire U.S. economy.

This is not to say that products will be priced at long-run marginal cost at all times.
During periods of excess capacity, prices can be expeéted to fall below long-run marginal
costs (although not below short-run marginal costs); conversely, during periods of supply
scarcity, prices can rise well above long-run marginal costs. Within the past five years,
western wholesale markets have experienced both of these phenomena.

Experience has shown that a large part of the potential price benefit of retail
competition will be driven by contract structures developed by providers in negotiations
with consumers. Consumer input to the contracting process has resulted in innovative

delivery of pricing and risk management structures in other deregulated electricity markets.
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Retail electric contracts in current use run the gamut from fixed, multi-year structures to

monthly index-based designs, with and without risk management products such as caps,
floors, and collars.
2. Do the potential price benefits differ in the short-term and long-
term?

They may differ. Short-term price benefits to customers may occur from an excess supply
situation in which price is temporarily driven below the long-run cost of production. Long-term
benefits are related to the establishment of long-run costs of production that are lower than they
would otherwise be without competition.

3. What are the potential non-price benefits?

Open markets breed product offerings with both price and non-price characteristics.
Potential non-price benefits of retail electric competition include innovations in customer
service, accelerated product development cycles, improved provision of information to
customers, more flexible product packaging opportunities (e.g., cogeneration combined
with Direct Access service), improvements in contract terms, increased availability of risk
management tools, greater consumer input in product development and service delivery,
and product innovation.

4. Are there any other potential benefits (e.g., environmental,
energy security, etc.)?

To a certain extent. For example, retail access can provide a market niche for
“green power.” In addition, more inefficient power plants are generally more costly to
operate than modern, energy-efficient plants, and, as generation supply increases due to

competition, inefficient plants are likely to be “out of the money” on an increasingly-
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frequent basis. Note that this general tendency is sometimes offset by specific

circumstances, such as “must-run” conditions, in which a plant’s location on the grid

makes it necessary for it to operate for reliability reasons, even at costs that are above

market.

II. Determination of the Feasibility of Competition

A. Are the product and geographic markets for the good or service

conducive to effective competition or manipulation by a single entity?

For example-

1. Are there economies of scale which make it most efficient for the
service to be provided by a single company?

Generally, in any geographic area, there are economies of scale in providing wires
services (i.e., distribution and transmission) that make it most efficient for the service to be
provided by a single company. For competitive retail services, economies of scale are
important — particularly for the establishment of “critical mass” — but these services are not
“natural monopolies.”

2. Are there economies of scope which make it most efficient for
the service to be provided in a bundle with certain other
services?

There may be some economies of scope that extend from one service to others. At
the same time, natural “economies of scope” must be distinguished from vertical market
power. The former is a matter of efficiency advantage, whereas the latter is a market

structure advantage that allows one participant to preclude other parties from making their
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own efficiency gains. In the case of competitive retail services, AECC believes that
economies of scope are outweighed by the opportunity for competitive benefits.

B. Are or will there be a sufficient number of competitors in each

potentially competitive market?

1. Is the product or service one which viable competitors will
actually be interested in providing?

Yes. The AECC recently surveyed the energy service provider community to
determine the level of interest in supplying competitive energy services within Arizona.
Within the last six months, while market fundamentals have been improving and wholesale
prices for electricity have dropped toward historical averages, several ESPs have indicated
their expectation to pursue opportunities in Arizona as early as 2002. When wholesale
market conditions permit, we expect ESPs will reestablish their commodity marketing
efforts in Arizona, which will be accompanied by renewed interest in offering revenue
cycle services. Several DSM service providers are currently working with Arizona
customers and have been continuously active in marketing and installing demand
reduction, energy information, and energy efficiency projects.

2. Is the cost of aggregating customers sufficiently small, relative to
likely revenues, which new suppliers will find it profitable to
enter?

One of the biggest challenges for new ESPs is creating sufficient critical mass to be
competitive with incumbent utilities. This critical mass is important not only for spreading
fixed costs, but also in providing load diversity. In this sense, all ESPs are “aggregators.”

Challenges notwithstanding, aggregation of consumers for retail electric services has
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occurred in the U.S. Where it has occurred, a variety of market approaches have been

adopted, many of which could occur here in Arizona under the appropriate market
conditions. In some states undergoing the transition to competition, ESPs have taken steps
to structure their mid-market sales, vis-a-vis aggregation, by using agents to reduce costs
and improve margins. Other aggregations are the output of industry organizations (eg;
manufacturers associations, hospital associations, etc) whose membership share common
goals and procurement interests. Still other aggregations occur due to the natural interest
of physically separate business units of the same company or holding company to exploit
the advantages of an aggregated transaction.

3. Are there technical, legal, or other barriers to entry in the

markets? For example:

a. Are there legal or technical barriers to the construction of
the different types of generation plants by non-utilities?

While there are significant hurdles that must be overcome to bring a power plant
on-line, these hurdles are not unique to plants constructed by non-utilities. Non-utility
generation has demonstrated that it is a major source of new power supply across the
United States and in Arizona.

b. Is the cost of obtaining licenses, resources, knowledge and
employees sufficiently small, relative to the expected
revenues, such that new entrants will find the market
attractive?

In the case of competitive generation, the answer is already well-established in the

affirmative. In the case of ESPs, the answer will depend on the opportunities vis-a-vis
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standard offer service. Nationwide (and in Arizona) ESPs have shown a willingness to
invest to establish critical mass when there was a perceived opportunity to compete with
the incumbent utility.

C. Is it necessary for the product or service to be provided by a single
regulated company to assure reliability and safety, or can multiple
companies that provide the service subject to reliability and safety
rules?

Reliability and safety are provided through Control Area Operations (at the
transmission and ancillary services level) and by the UDC at the distribution level. Neither
Control Area Operations nor UDC services are competitive. Today, Control Area
Operations are performed by transmission providers such as APS, SRP, and TEP. In the
future, this function will be under the authority of an RTO (such as WestConnect).
Through the Desert STAR process (as adopted by WestConnect) a great deal of effort has
gone into developing Control Area protocols that would ensure reliability and safety in a
regime of competitive wholesale and retail generation markets.

D. For customers, is the cost associated with learning how to shop and
actually shopping sufficiently small, relative to the expected benefit,
that customers will want to shop?

Yes, although obviously, there will be differences from customer to customer.
Generally, when market conditions support shopping, more sophisticated customers are
likely to move to Direct Access service first. “More sophisticated” does not necessarily
mean “larger,” as retail stores with high load factors are often sophisticated energy users

that will take advantage of shopping opportunities. AECC’s understanding is that in the

10
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first year of Direct Access in Arizona — prior to the run-up in wholesale prices — over 300
accounts in the APS territory took Direct Access service, an indication that the general

answer to this question is: “yes.”

111. Relationship of the Current Regulatory Regime to Competition
A. For each potentially competitive product or service, how does current
state and federal regulation foster or inhibit (a) retail competition and
(b) wholesale competition?

Federal regulation is generally neutral with respect to retail competition for
generation services, unless a state adopts a retail access program; if the latter occurs,
Federal regulation becomes generally supportive of retail ﬂcompetition, with FERC taking
the general position that access to transmission service for retail transactions shall be non-
discriminatory. AECC’s experience, however, is that FERC regulations and pro-forma
transmission tariffs generally do not anticipate the special considerations and detail
necessary to implement retail access fairly; for this reason the Arizona ISA and its
protocols were formulated. AECC views FERC’s approval of the Arizona ISA and its
protocols as evidence of FERC’s support for the implementation of Arizona’s retail access
program.

Arizona state regulation has been highly favorable for retail competition. The
primary barrier to customer participation has been high wholesale prices that have not been
able to compete favorably with standard offer rates. As this circumstance changes, and if
Arizona state regulation does not begin to impede retail access, AECC expects that retail

customers will again seek opportunities in the competitive generation market.
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With respect to wholesale competition, Federal policy is generally supportive,
although last year’s experience in California has stirred a great deal of criticism of the
quality of Federal regulation of wholesale markets. From a purely jurisdictional
standpoint, the state role in wholesale markets is much more limited, but is extremely
influential with respect to siting approval for new generation.

B. How can the commission protect Arizona customers from the risks of

competition while promoting competition?

The current transition plan has achieved this objective so far by offering customers
a choice: standard offer service at regulated prices or Direct Access service at market
prices. This transition plan will be in place in the APS territory through July 1, 2004 and in
the TEP territory through December 31, 2008. One of the elements differentiating
Arizona’s transition plan from that of California is that Arizona’s standard offer service
pricing requires “bottom line” results without micro-managing how the utilities achieve
these results. For example, unlike California, Arizona utilities have been free to purchase
power on the forward market and to manage their own generation resources to meet
standard offer pricing requirements in the Settlement Agreements.

With regard to post-2004 standard offer service in the APS territory, the
Commission faces an alternative presented by APS. The Commission can stick with the
original game plan that calls for the standard offer provider to procure the resources for
standard offer service in the competitive wholesale market, or the Commission can

consider APS’ request to procure most of this resource from a long-term contract with its

_ affiliate. In either case, the Commission’s current policy of allowing the choice of Direct

Access service for all customers should not be impacted or changed.

12
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The alternatives for procuring standard offer service present a tradeoff. The very
substantial activity in building new generation resources in Arizona since the adoption of
the Competition Rules provides an endorsement of the original game plan. This type of
interest in providing generation — financed entirely at investors’ risk — is exactly the
outcome that was hoped-for when Arizona decided to allow market forces to determine
how much new generation would be constructed.

Countering that positive outlook are two issues raised by APS: (1) Will the 2000-01
experience with extraordinary wholesale prices in the West be repeated after 20047?; and (2)
Are the mechanics of purchasing 50 percent of the generation needed for standard offer
service feasible in light of merchant plant locations and existing transmission constraints?
APS’ alternative — a long-term contract with an affiliate at cost-based rates — would
insulate standard offer customers, to a certain extent, from extraordinary price spikes. At
the same time, standard offer customers would not receive the benefit of lower generation
prices when supply is plentiful. Thus, the APS proposal addresses the issue of standard
offer price risk — but at a cost.

AECC notes that regardless of the standard offer resource option selected, the
Commission will retain the final say over standard offer rates.

With respect to the APS Variance Proposal, AECC believes it is important that
competitive bidding proceed as required in the Competition Rule for substantially more of
the electric supply for standard offer service than the APS Variance request is willing to
consider. APS has raised concerns about whether a 50 percent requirement would create
undue upward price pressure on standard offer service. AECC does not object to the

Commission reviewing the amount of electric supply for standard offer service that should

13
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be competitively bid. AECC believes that, after such review, this amount should be set at
the maximum level that is in the public interest.

C. How have the interim rate reductions for customers receiving standard
service affected the ability or desire of generation suppliers to compete
in Arizona retail markets?

Strictly speaking, the APS and TEP rate reductions implemented since the approval
of the Settlement Agreements are not “interim” in nature, as that term is usually used in
regulatory parlance.

All things being equal, rate reductions for standard offer service make it more
difficult for a competitive ESP to compete with the standard offer. Nevertheless, AECC
supports (and bargained for) the standard offer rate reductions in the Settlement
Agreements. AECC opposes a philosophy that would keep standard offer rates artificially
high in order to induce retail competition. Moreover, given the astronomical heights
reached by wholesale prices in 2000 and early 2001, the rate reduction for standard offer
service had no material impact on whether a customer opted to remain on the standard
offer.

D. Do Commission policies or legal requirements ensuring that utilities
recover investments from ratepayers affect the prospects for
competition in any market for which competition otherwise would be
possible?

All things being equal, stranded cost charges create a barrier to direct access

service. However; AECC considers this issue to have been resolved within the framework
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of the Settlement Agreements, which provide for payment, and ultimate termination, of
stranded cost charges.

E. Does continuing utility control of depreciated generation assets affect
the ability of competing suppliers to enter retail markets?

During periods of relatively high market prices, control of depreciated generation
assets may make it possible for a utility to sell below market prices without incurring
losses. However, AECC notes that one of the major questions addressed in the retail access
debate in Arizona (and elsewhere ) concerned stranded cost — a concept which presumes
that utility assets would generally be burdened by high fixed costs and therefore unable to
compete at (low) market prices.

F. How does current Commission regulation promote or deter the ability
of (1) renewables, (2) distributed generation, and (3) energy efficiency
and demand side management to compete with traditional generation
resources?

AECC has not had sufficient time to fully research the role of the Commission’s
current regulation with respect to all these items. However, with regard to distributed
generation, the Commission should ensure that standby service rates and interconnection
requirements are reasonable. In particular, the former tend to be an obstacle to the
development of distributed generation in Arizona.

G. What are the risks of moving to a regime of retail competition for each

product or service and what are the methods for managing those risks?

Please see response to III.B, above.
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H. If the current regime is not conducive to retail competition for a
particular product or service, what actions should the Commission take
to promote its success in the future?

In AECC’s view, the current “regime” is not an obstacle to retail competition for

generation service — the obstacle has been high wholesale prices.
Specifically -
1. Should the Commission require utilities to procure particular

products or services from unaffiliated competitors?

AECC does not have any specific recommendations on this question at this time. We
note, however, the importance of “functional separation” with respect to wires services, i.e., the

provider of standard offer services should not receive any preferential treatment in receiving

transmission and distribution service vis-a-vis providers of generation service to Direct Access
service.
2. Are utilities taking steps that will make competition more
difficult down the road (e.g., retail marketing, internal
restructuring, entering into agreement to avoid customer self
generation)? If so, identify those steps and how the Commission
should respond.
Aside from occasionally adopting postures that undercut the Arizona ISA,
AECC is not aware of any steps being taken by utilities under the Commission’s

jurisdiction that would make competition more difficult down the road.
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3. Are utilities entering into long-term contracts with existing
customers? If so, how do they affect prospects for future retail
competition? Should the Commission allow them?

AECC is not aware of new long-term contracts between customers and utilities
under the Commission’s jurisdiction. (SRP is offering 3 and 4-year contracts to larger
customers.) The existing Competition Rules allow long-term contracts under certain
conditions, which AECC supports.

4, Should the Commission consider instituting competition for
billing and metering services even if retail generation
competition is premature?

It is AECC’s understanding that billing and metering are already competitive in

accordance with the Electric Competition Rules.

IV.  Retail Generation Competition

A. Regarding each identifiable generation product —

1. Identify with particularity any defects in the wholesale market
structure affecting Arizona.

Arizona utilities have been buying and selling power in the western wholesale
market for a considerable period of time, and it appears that, with the significant exception
of 2000-01, this market works well. In fact, the largest wholesale trading hub in the
western United States is-at Palo Verde. However, there is no question that during 2000-01
western wholesale markets experienced astronomical prices. Parties may differ as to

whether the market was “defective” or simply reflective of a severe capacity scarcity
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following years of growing demand without sufficiel;t additions to supply. After
considerable public pressure and controversy, FERC determined that western markets were
in fact “dysfunctional” during that period. A key finding was that at very high levels of
demand, generators accrued considerable market power that was exercised to send
wholesale prices sky-high. In addition to imposing wholesale price caps through September
2002, FERC also fofbade generators from withholding supply from the market.

Since Spring of 2001, wholesale prices have stabilized considerably as new
generation has come on line, demand has softened, gas prices have come down, and
purchasers have better utilized forward (instead of spot) markets to secure resources.
Arizona in particular is witnessing unprecedented growth of generating capacity, although
some of this activity may slow down in response to lower wholesale power prices.

2. Are there an adequate number of competitors to sell in Arizona
to make the product sufficiently competitive? How many sellers
are there?

Sellers here include both generation suppliers and ESPs. With Palo Verde being the
largest trading hub in the western United States, a large number of players can reach the
Arizona market. As new generation is added to the region by independent generators, the .
prospects for competition improve further. As the western market stabilizes, the next
couple of years will be very revealing regarding its efficacy. AECC anticipates that the
marketplace will increase in robustness, but recognizes that nothing is guaranteed.

With respect to ESPs, a significant number went through the Arizona application
process, demonstrating a potential for viable retail competition. During the period of high

wholesale prices, most ESPs naturally became inactive. With a return to more attractive
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wholesale prices, and with the prospect of stranded cost charges disappearing from most of
the state by the end of 2004, AECC expects that ESP interest in Arizona will improve.

3. How have mergers and consolidations in the industry affected
the competitiveness of the product in the region at the wholesale
and retail levels?

Utility merger activity continues to proceed in the U.S., although at somewhat
reduced levels from the M&A heyday of the late 1990’s. Nationwide, the effect of utility
mergers is that ownership of IOU power generation capacity is becoming more
concentrated. DOE research indicates that in 1992, 70 electric holding companies owned
78 percent of the IOU generating capacity. By 2000, only 53 holding companies were
expected to own nearly 86 percent of the IOU generating capacity — due, in large part, to
M&A activity. It is interesting to note that a report in The Electricity Journal in 1999
indicated that only 15 percent of the mergers to date had achieved their expected financial
results.

This national merger activity notwithstanding, the key issue here is whether there
are enough independent players in a the regional market to ensure robust competition.
AECC’s observation is that with the influx of independent generators, the number of
players on the regional scene appears to be increasing.

Finally, we note that besides the traditionally generation-related merger activity by
IOUs and IPPs, a new trend has become evident. Due to the lower capital and O&M costs
of natural gas fired generation, 90 percent of future capacity is projected to come from
natural-gas-fired combined-cycle or combustion turbine technology. As a result, utilities,

IPPs, and marketers are enacting strategies to acquire upstream and mid-stream natural gas
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transportation and storage resources both to supply proprietary generating resources and to
expand into gas sales markets. Mergers of electric and gas utilities, so-called
“convergence” mergers, are a reaction to the swing in reliance on natural gas as a fuel
source for generation built to meet current and future demand.
4. Are competitors building new generation able to price their
generation at rates competitive with existing generation?

In a competitive market they will have no choice but to sell at the market-clearing
price.

5. How has the Independent System Administrator affected the success
of (a) retail competition and (b) wholesale competition?

Retail competition has been dormant in Arizona due to the high wholesale prices
experienced in 2000-01. With wholesale prices now stabilizing, we expect interest in
Direct Access to resume. When that occurs, the Arizona ISA will be necessary to ensure
the success of retail competition prior to the operations of an RTO.

Until an RTO is operational, there are simply no rules or protocols in place that
address the unique transmission access needs associated with implementing a state retail
access program. Some parties may contend that mere reliance on existing FERC-approved
open-access transmission tariffs is sufficient. Such a view is simply wrong. Standard
FERC-approved transmission tariffs were developed with wholesale transactions in mind:
they are woefully inadequate for dealing with the special challenges of retail competitive
service, as will be shown below. Obviously, FERC concufs with our view, at least

implicitly, as FERC has approved the Arizona ISA Protocols and Tariff, which were
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developed to be used instead of the utilities’ wholesale transmission tariffs for retail

transactions in Arizona.

Competitive retail service provides many special challenges that come under the
general rubric of “transmission access,” including, among other things, the need to adapt
transmission scheduling requirements to be compatible with retail competitive service, the
tailoring of ancillary services to support retail transactions, the determination of equitable
energy balancing requirements, and the establishment of efficient and equitable rules to
ensure the provision of “must-run” generation in load pockets such as Phoenix and Tucson.
The Arizona ISA Protocols address each of these special challenges — and provides a
mechanism for resolving disputes associated with them.

But no special challenge in the establishment of competitive retail service is
important as the fundamental question of transmission allocation among retail customers.
When the Commission’s Electric Competition Rules were being developed, transmission
allocation was a topic of considerable controversy. In a transmission system that is heavily
used, certain paths become “congested” — that is, parties wish to schedule more
transactions over certain paths connected to important generating facilities and market hubs
than the transmission facilities can reliably accommodate.

Initially, Arizona utilities contended that customers who purchased from
competitive suppliers would have access only to those transmission paths that were not
needed by the utility to serve its own standard offer customers. In other words, the most
valuable transmission paths would be unavailable to competitive customers. AECC and
other parties pointed out that such an approach would doom retail competition to failure.

Moreover, today’s standard offer customer could be tomorrow’s competitive customer —

21



10

11

12

13

14

15

16

17

18

19

20

21

22

23

and that customer should not be forced to forfeit its ability to be served using the most
important transmission paths simﬁly because it switched power providers.

Ultimately, the Commission required that competitive customers receive a pro-rata
allocation of transmission rights on the paths used to provide retail service. The details
implementing this requirement were painstakingly negotiated under the auspices of the
Arizona ISA and incorporated into the Protocols Manual. Later, to resolve a “critical mass”
problem for the initial competitive suppliers, the Arizona ISA adopted an interim
transmission allocation (with the cooperation of the utilities and the approval of FERC) that
assured access to important market hubs for certain threshold amounts of competitive retail
service.

In short, retail competition cannot occur without a means for fairly and efficiently
allocating transmission. In Arizona, this function is performed by the Arizona ISA. This
function will transfer to an RTO (using a different allocation mechanism, but similar
principles) when an RTO becomes operational. Under the most optimistic projections, an
RTO will not be operational in Arizona until 2004.

By design, the Arizona ISA has no role in wholesale markets.

B. Regarding the transmission and distribution infrastructure necessary to

support competition for each identifiable generation product --

1. Are there transmission constraints inside or outside Arizona that
currently impede the ability of competitors to reach Arizona
customers during any reasons of the year or times of the day?

Yes. While transmission providers can provide better detail for this question,

AECC is aware of transmission constraints into Phoenix for peak hours of the day in the
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summer, into Tucson for peak hours of the day for much of the year, into Yuma, and out of
Four Corners into Arizona.

2. What plans are in place to relieve transmission constraints?

AECC expects that transmission providers will provide the necessary detail for this
question. We are aware that three additional 500kV lines and one 345KV line connecting

several load centers, generation switchyards, and substations are being constructed in

Arizona, and that as of February 7, 2002, APS and SRP received the Commission’s
approval of the Southwest Valley 500kV line. We note that while it is generally desirable |
to see transmission constraints relieved, transmission construction is not always the most
efficient means for accomplishing this. In particular, it is sometimes more efficient to

construct new generation on the congested side of the transmission interface.

3. How long will it take to relieve any existing transmission
constraints and what factors are affecting and will affect
prospects for relief?

AECC expects that transmission providers will provide the necessary detail for this
question. We note that factors affecting the prospects for relief include: 1) individual
transmission owners’ site selection processes, including public comment, 2) the state’s site
approval process, and 3) the efficacy of the planning process ultimately adopted by an
RTO.

4. Are the owners of constrained transmission facilities, or holders
of transmission rights, able to use their control to affect market

prices?
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1 Yes. In retail markets this can occur when ESPs providing Direct Access service are
2 treated as “last in” or incremental to the existing transmission reserved for serving native
3 load. At one time this issue was hotly debated in Arizona, but was finally resolved in favor
4 of the AISA protocols that ensure fair treatment for ESPs. In AECC’s opinion, the
5 congestion management protocols filed at FERC by WestConnect (as developed in the
6 Desert STAR process) will also treat ESPs (and other transmission customers) fairly with
7 respect to congestion management.

8 5. Are these transmission owners currently doing things that will
9 allow them to exert more or less control in the future? If so,
10 please detail.
11 Transmission owners have agreed to the formation of the Arizona ISA, which
12 provides a means for ensuring fair delivery of Direct Access service prior to the formation
13 of an RTO. When an RTO becomes operational (2004-057), functional separation between
14 transmission and utilities’ merchant operations will increase, and congestion management
15 will be performed by the RTO. This change will result in individual companies having less
16 control over congestion management functions.
17 6. Will the transmission system be adequate prospectively (e.g., in
18 the next, 5, 10, 15, 20 years) to deliver power from new
19 generation plants?
20 AECC expects that transmission providers will provide the necessary detail for this
21 question.
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7. Is the natural gas pipeline infrastructure adequate to support all
proposed new gas-fired generation plants? How many plants
can it support?

Based on discussions with both El Paso Natural Gas and Southwest Gas, AECC has
learned that the currently existing natural gas infrastructure would not adequately supply all
the gas-fired generation plants proposed for Arizona. However, the Line 2000 conversion
by EPNG, other intra- and interstate pipeline projects, and gas storage project development
in Arizona indicate that transporters are responding to the demand for natural gas. In all
likelihood, some portion of the planned generation will not be built as scheduled, or
perhaps will never be built. We also believe that generation developers are unlikely to take
the risk of building out gas-fired generating projects without long-term gas supplies.

8. Does the transmission and distribution system facilitate or deter
a. The development of renewable energy technologies?

As a general proposition, the transmission and distribution system neither facilitates
nor deters the development of renewable energy technologies. We note, however, that
many applications of renewable electricity technologies such as biomass, geothermal,
hydro, and wind power are confined to geographic and geologic areas where their
feedstock exists. The likelihood that these renewable feedstocks will be in close proximity
to the transmission system is a matter of chance.

b. The development of distributed generation?

As a general proposition, the transmission and distribution system neither facilitates

nor deters the development of distributed generation. Perhaps the greatest institutional

barrier to distributed generation is the structure and pricing of utility standby service tariffs
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and demand ratchets. We note also that the operator of a distributed generation facility
must sign an interconnection agreement with the local utility. For interconnection into the
transmission system, a FERC-approved pro-forma interconnection agreement is used. For
interconnection into the distribution system, a “non-FERC” interconnection agreement is
used in Arizona. While the distribution system interconnection agreement has the
advantage of being tailored to smaller-scale projects, many of the terms of this agreement
are less favorable to the distributed generator than the FERC-approved pro-forma
agreement.

c. The development of demand-side management and

energy efficiency?

As a general proposition, the transmission and distribution system neither facilitates
nor deters the development of DSM and energy efficiency.

C. Regarding competitive bidding —

1. Identify with particularity any adverse consequences that would
result from Commission approval of a substantial variance to
the electric competition rules that require competitive bidding
for 50% of the electric supply for standard offer customers,
starting in 2003.

AECC believes it is important that competitive bidding proceed as required in the
Competition Rule for substantially more of the electric supply for standard offer service
than the APS Variance request is willing to consider. APS has raised concerns about
whether a 50 percent requirement would create undue upward price pressure on standard

offer service. AECC does not object to the Commission reviewing the amount of electric
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supply for standard offer service that should be competitively bid. AECC believes that,
after such review, this amount should be set at the maximum level that is in the public
interest.

Specifically:

a. How would retail customers be affected?

Standard Offer retail customers: In general, the APS proposal for a variance to the

competitive bidding requirement appears to offer the following trade-off for standard offer
customers. Standard offer customers would receive long-term price stability based on cost-
of-service while foregoing the opportunity for standard offer prices to be driven downward
by discounted generation purchases when supply is plentiful. Consequently, the effect on
standard offer customers will be different from year-to-year. In a year in which generation
supply is plentiful, standard offer prices are likely to wind up somewhat higher under the
“APS variance proposal.” In years in which a seller’s market prevails (e.g., 2000 — Spring,
2001) standard offer customers would be better off with cost-of-service-based pricing
because they would be insulated, to an extent, from extraordinary price spikes.

Beyond this general tradeoff, there are particular issues that will play a role in
governing the effect on standard offer retail customers. For instance, the size of the bidding
requirement (e.g. 50%) relative to the amount of generation available for bid is an
important consideration. If the bidding requirement is set too high, it can have two
negative effects for standard offer retail customers: (1) the market-clearing bid price would
be set by the higher-cosf producers, and (2) the volume of standard offer retail sales so
priced by the higher-cost producers would be higher than would occur with a lower bidding

requirement. If the bidding requirement is set too low, standard offer customers will be
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deprived the benefits of competitive supply, and generators will be unfairly denied an
opportunity to participate in the Arizona wholesale market as originally contemplated in
the Competition Rule.

Direct Access customers: APS asserts that its Variance Proposal is not intended to

affect Direct Access service. AECC concurs that Direct Access service is not directly
affected by the APS proposal, so long as any implementation of that proposal did not
become a vehicle to undermine any of the customer benefits achieved in the Settlement
Agreement. (These benefits include the permanent eradication of stranded costs after 2004,
and the right, with proper notice, to switch from Direct Access to Standard Offer service).

An argument can be made that Direct Access customers will be indirectly affected
by the Variance Proposal if its adoption results in less generation being built in Arizona.

b. How would retail generation competition be affected?

As we stated above, AECC believes that Direct Access service is not directly
affected by the APS proposal, so long as any implementation of that proposal does not
become a vehicle to undermine customer benefits achieved in the Settlement Agreement. In
general, if competitive bidding does not proceed, generation resources that end up not
being committed to providing wholesale service to APS (e.g., in fulfillment of the bidding
provision), would be available for sale to ESPs to be re-marketed to Direct Access retail
customers.

Also as stated above, an argument can be made that Direct Access customers will
be indirectly affected by the Variance Proposal if its adoption results in less generation
being built in Arizona. This could occur if generation project developers are relying on the

bidding provision in the Electric Competition Rules to economically justify continuing
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their investments in Arizona. Alternatively, developers might consider a change in the
Rules to be a negative “signal” relative to the state’s (de)regulatory climate, and choose to
discontinue development in response.

AECC believes it is most likely that in determining whether to proceed with
generation investments, project developers will rely primarily on their projections of
wholesale market prices and growth of aggregate regional demand, together with their
assessment of transmission availability, project siting approval, and their ability to line up
profitable long-term sales contracts. AECC believes these aforementioned factors will
trump any decision the Commission makes with respect to competitive bidding.

c. How would wholesale generation competition be affected?

As stated above, an argument can be made that adoption of the APS Variance
proposal would result in less generation being built in Arizona. This could occur if
generation project developers are relying on the bidding provision in the Electric
Competition Rules to econorrﬁcglly justify continuing their investments. Alternatively,
developers might consider a change in the Rules to be a negative “signal” relative to the
state’s (de)regulatory climate.

AECC believes it is most likely that in determining whether to proceed with
generation investments, project developers will rely primarily on their projections of
wholesale market prices and growth of aggregate regional demand, together with their
assessment of transmission availability, project siting approval, and their ability to line up
profitable long-term sales contracts. AECC believes these aforementioned factors will

trump any decision the Commission makes with respect to competitive bidding.
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2. Are sufficient competitors available for an effective bidding
process for 50% of standard offer service? A higher or lower
percentage?

At this time, AECC does not have sufficient information to determine whether there
are sufficient competitors for an effective bidding process for 50% of standard offer
service.

3. Can retail competition develop if current rules are modified to
allow a utility to procure all its generation for standard offer
service from an affiliated company?

Yes. While AECC supports the full package that emerged from the Settlement
Agreement (including the competitive bidding provisions), AECC does not view the
success of Direct Access service as being dependent on the implementation of competitive
bidding rules for standard offer service. The bidding rules are more important for ensuring
competitive prices for standard offer service. The success of Direct Access service is more
directly related to the delivered price of wholesale power relative to standard offer service
and the availability of non-discriminatory access to the transmission system for retail
transactions.

4. How would retail competition be affected by other deviations to
the competitive bid rules? Be specific about the changes in the
rules and their consequences.

AECC has not evaluated other deviations to the competitive bid rules.

5. Instead of entertaining individual requests for substantial

variances to the competitive bid requirements, should the
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Commission proceed on a generic basis to modify the rules for
competitive bidding?

No. The burden with respect to seeking changes in this Rule should be on the party
seeking the change. APS has come forward with a specific alternative plan that can be
evaluated vis-a-vis the current Rule. AECC believes that in putting forward an alternative
plan, APS has an obligation to ensure that customers retain the benefit of their Settlement
Agreement bargain. If the Commission itself were to initiate a modification of the rules for
competitive bidding, it would run the risk of upsetting the fundamental balance of interests
achieved between customers and utilities in their respective settlement agreements.
(Example: The APS and TEP Settlement Agreements result in the elimination of stranded
cost charges over time pursuant to fixed schedules. A Commission-led reevaluation of
competitive bidding that resulted in a the establishment of new, long-term, cost-based
contracts could lead to new arguments for extended stranded cost coverage.)

6. If the Commission would change the 50% bidding requirement
for standard offer service, are there other specific measures the
Commission can take to promote retail competition?

Yes. The Commission can reconfirm its support for the Arizona ISA, which, prior
to the formation of an RTO, is necessary for ensuring access to}the transmission system for
retail transactions.

D. Regarding the pricing of power supply contract rates --

1. Identify any advantages that would result if the Commission
approved a long-term supply contract for standard offer

customers that was based solely on cost-based rates. (Your
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answer should define “long term’ as compared with “short
term” contract.)
The primary benefit to Standard Offer customers from such a contract would be
long-term price stability based on cost-of-service. For example, during periods in which a
seller’s market prevails in wholesale markets (e.g., 2000 — Spring, 2001) Standard Offer
customers would be insulated, to an extent, from significant upward price pressure. [For
purposes of this discussion, AECC is viewing a long-term contract to be of 5 years’
duration or longer. An intermediate-term contract would describe a contract less than 5
years, but greater than one year. A short-term contract would be one year or less in
duration.]
2. What if the contracts are based solely on market-based rates?
Basing a long-term contract with an affiliate generator on market-based rates would
seem to defeat the purpose of entering‘into such a contract in the first instance. That is, as
argued by APS, the primary purpose of a long-term contract with an affiliate generator is to
reduce the exposure of Standard Offer customers to market volatility. If a long-term
contract is to be based on market prices, the service may as well be competitively bid as
provided in the Rule, in order to allow other sellers an opportunity to provide the lowest
bid and win the business.
3. Describe how FERC’s new approach for analyzing the ability of
sellers with market rate authority to exercise market power
affects generation companies selling into Arizona.

AECC has not yet evaluated the implications of this new approach for Arizona.
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4. Does the Commission have the ability to assure that approval of
a long-term contract would protect ratepayers receiving
standard offer service as well as foster competition?

Yes. To the extent that the Commission ensures that the terms and conditions of any
long-term contract are fair and reasonable, the interests of standard offer customers can be
protected. In addition, in the proposal put forward by APS, there is an important natural
“cap” on the ability of the utility to pass through unreasonable costs in its long-term
contract: namely, the existence of the competitive shopping option (without the burden of
stranded costs after 2004). For this reason, if the APS Proposal were adopted, it would be
particularly important for all customers to retain their right to shop.

To foster competition, it is important to ensure that the rights of Direct Access

customers established in the Competition Rules and Settlement Agreements are preserved.

V. Industry Events External to Arizona

A. Describe in detail developments you believe will occur in both the
wholesale and retail competitive electric generation markets nationally
and in Arizona over the next 12 months, 24 months, 36 months, 48
months and 60 months.
¢ In the next year: FERC will continue to press for RTO formation and will
make some determination regarding the WestConnect application. As
wholesale prices stabilize, we expect to see increased interest in Direct

Access opportunities in Arizona. An additional 3400 MW of generation is
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scheduled to come on line in Arizona. In other parts of the west, Direct

Access will go forward in Oregon, Washington, and Nevada.

e Intwo years, Arizona customers will have a greater number of ESPs bidding
for their business. Stranded cost charges are scheduled to terminate in the
SRP territory by June 2004, and APS regulatory assets are scheduled to be
amortized by June 2004, reducing the cost of Direct Access service. Another
5600 MW of generation is scheduled to come on line in Arizona.

e In three years an RTO should be operational in Arizona. The APS stranded

cost charge is scheduled to be terminated effective January 2005.

B. Is there anything the Commission should do to continue to avoid

California’s retail electric competition experience? Please be specific.

Yes. The Commission should bear in mind that retail competition was a casualty of

the California debacle — not the cause. The cause was related to the structure of California’s
wholesale market, which forced standard offer resource procurement to take place on the

spot market (during a period of capacity scarcity). AECC recommends the following:

» Focus on bottom line standard offer results within the framework of the
Competition Rules, but without micro-managing the resource acquisition
practices of the standard offer provider.

= Do not require resource procurement from spot markets.

= Encourage utilities with standard offer customers to hedge wholesale costs.

= Continue to allow customers to take direct access service.

» Avoid undue regulatory obstacles to generation and transmission

development.
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C. Does the Enron bankruptcy have any lesson for retail electric

competition in Arizona?

Supplies of electricity and natural gas have continued unabated since announcement
of the Enron bankruptcy. The absence of Enron from these markets has increased the
possibility of higher market share for existing and future competitors. The loss of Enron
Online, a web-based wholesale energy trading platform, did temporarily result in a
reduction in market liquidity which has since been remedied by migration of wholesale
transactions to other trading systems and goes on largely unaffected.

The lesson learned by many retail providers, whose generation portfolio contained
supply contracts with Enron, emphasizes a previously understood principle to manage a
supply portfolio that is not unduly reliant on any one provider, trader, generator, or
marketer. Some industry analysts expect that the potential losses to energy suppliers, due
to myriad contracts now in limbo due to the Enron bankruptcy, will refocus the industry’s
risk management practices and result in more balanced and stable supply portfolios for
retail energy suppliers.

As the Enron failure relates specifically to retail customers, one lesson learned is
that Direct Access customers should be protected both by regulation and contract. Relative
to regulation, competition rules should not impede a customer’s return to the competitive
market should their supplier terminate a contract due to bankruptcy. Relative to contract,
competition rules should permit the assignment of contracts from one supplier to another
(with the customer’s permission) without any restriction imposed by rule or regulation.
From time to time, and specifically in the case of a retail provider bankruptcy, Arizona

retail customers should be allowed to confidently rely on contract assignment provisions,
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so long as the assignee is a certificated retail service provider under the Commission’s rules
and in accordance with Arizona law. This precise issue has come to the fore in California
where Enron customers are not at all sure that their previous contracts with Enron, which
allowed for assignment, will be upheld. The result is that many former Enron customers
are at risk of return to utility service at the highest rates ever charged for electric service in
California, with no hope of future access to the competitive market.

D. How will FERC’s RTO initiative affect the realization of effective retail

generation competition in Arizona?

The FERC’s RTO initiative will be helpful to the realization of effective retail
competition in Arizona because it will provide for the elimination of pancaked tariffs
(thereby increasing the customer’s viable generation options) and will ensure functional
separation of transmission. Another area of promise is congestion management — although
whether this function is managed in a way supportive of retail competition depends on the
specific proposal adopted by an RTO. The congestion management protocols filed at FERC
by WestConnect are helpful to Direct Access because the ultimate congestion management
“rights” reside with load, and are not permanently parceled out to individual market
participants.

E. Do you anticipate changes in federal utility statutes to affect the

jurisdiction of the Commission and its ability to foster retail
competition in Arizona? Please detail.

AECC is not aware of such changes.

VI.  System Security
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VIL

The subject matter of the questions in this section is outside the expertise of

AECC.

A. Are there compelling reasons to be concerned about security for electric
generation facilities since the Sept 11, 2001 tragedy? Please include
discussion of interconnection at a central location such Palo

B. Does transferring ownership of generation facilities out from traditional
Commission jurisdiction have any potential negative security
consequences?

C. What if ownership after transfer results in a foreign corporation
eventually controlling Arizona’s generation?

D. Does such a transfer to a non-Arizona entity potentially impact security
issues for Arizona?

E. Are there any positive security aspects to transferring electric
generation out from Commission traditional regulation to a foreign
corporation?

F. Provide specific examples to support your answers.

Vision

Please provide your vision for how viable competitive wholesale and retail
electric markets will (or will not) develop in Arizona. Please be specific
regarding dates, the development process, and measures for determining at

various states how successful the process has been.
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After a period of significant disruption, wholesale competition is back on track. We
believe the prospects for wholesale competition will improve as RTO development
proceeds and the new “rules of the road” for transmission scheduling, congestion
management, and transmission planning are established. The primary metrics for
measuring the success of wholesale competition are: (1) How closely do wholesale prices
correspond to long-run marginal cost?, and (2) Do real long-run marginal costs decline
over time due to innovation and efficiency improvement?

We believe that retail competition will become more viable as: (1) forward
wholesale prices become more competitive with the standard offer, and (2) stranded cost
charges are terminated as scheduled. This viability is predicated on fair and efficient
access to the wires for retail transactions. This requires either an RTO to be operational or
an interim substitute to be in place, i.e., Arizona ISA.

The key operative word in this vision is customer CHOICE. The first level of
choice is between standard offer service and Direct Access service. AECC supports the
retention of the standard offer option for any customer who elects not to shop in the
competitive market. Similarly, the option to shop in the competitive market should be
retained for all customers. That represents the choice all Arizona customers have today. It
is the choice all Arizona customers should have tomorrow as well.

Whereas during the formulation stages of the Competition Rules there was a great
deal of concern over the utilities being inundated by a flood of requests to switch providers,
due to the recent experience with very high wholesale prices, the opposite has occurred.

Customers have either remained on, or returned to, the standard offer. Consequently, we
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expect the return to Direct Access service to be a gradual one, allowing for an orderly
transition.

The success of retail competition can be measured a number of ways. One obvious
way is to measure the number of customers who elect to take Direct Access service. Final
judgment in this regard should not be made until stranded cost charges are paid off.
Perhaps the best overall measure is the price customers pay for power. In this regard,
Arizona’s customer choice program has been successful even during the past period of high
wholesale prices, despite little or no Direct Access activity. Arizona’s customer choice
program permitted the choice of standard offer service at stable rates, while not interfering
in the utilities’ ability to make the resource acquisition decisions necessary to deliver the
bargained-for rates. With dramatic rate increases being imposed or under consideration in
Nevada, California, Oregon, and Washington — Arizona stands out as an island of retail
price stability. And with new generation coming on line, Arizona is well-positioned to

enjoy rate stability in the future.
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SUPPLEMENTAL QUESTIONS FROM CHAIRMAN MUNDELL

The corporate structure analysis required by these questions is outside the

expertise of AECC at this time.

QUESTIONS FROM COMMISSIONER SPITZER

1. In a vertically integrated utility model, what incentives (regulatory,
financial, and ratemaking) exist for the expanded use of renewable
energies?

The first incentive is economic: Is the technology competitive with the least-cost
alternatives? In the case of hydropower, the answer has often been yes. If, however, the
answer is “no,” then the regulated utility will seek to ensure that any renewable energy
expenditures undertaken in support of regulatory directives are recoverable in rates. These
costs are then added into fate base and operating expenses (as appropriate) in the
determination of the utility’s revenue requirements. A variation of this approach is the
levying of a renewable energy surcharge that is earmarked for funding renewable energy
expenditures, as in the Environmental Portfolio Standard currently in force in Arizona.

2. In a competitive electric market model, what incentives exist for the

expanded use of renewable energies?

Again, the first incentive power producers will look for is economic. Some
renewable development could fit into this category in fulfillment of a green power market
niche. Unlike the regulatory model, however, to the extent that economic signals do not

support renewable energy development, the “rate base” option is not available. The
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surcharge/subsidy approach that can be adopted in a vertically-integrated model, may also
be used in a competitive model, as has been required in Arizona.

3. In a vertically integrated utility model, what disincentives (regulatory,
financial, and ratemaking) exist for the expanded use of renewable
energies?

The primary disincentive is economic. For some technologies, there is also a
potential disincentive with respect to unit availability (i.e., capacity). For example, a wind
farm may be a source of energy (MWH) when the wind is blowing, but may not be
considered a reliable source of capacity (MW) if the site is prone to a significant number of
days when the resource is unavailable. Another possible disincentive is concern that
investments made on the basis of a subsidy will lead to additional “stranded cost” at some
future date if the subsidy is removed.

4. In a competitive electric market model, what disincentives exist for the

expanded use of renewable energies?

Please see response to 3, above.

5. During Arizona’s period of reliance on the vertically integrated utility
model, what renewable energy programs were enacted in Arizona?

AECC has not had the opportunity to research a response to this question.

6. Since Arizona’s adoption of a competitive market model, what
renewable energy programs have been enacted in Arizona?

AECC has not had the opportunity to research a full response to this question, but is

aware of the Commission’s adoption of the Environmental Portfolio Standard to support

renewable technologies.
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7. Under the vertically integrated utility model, what incentives exist to
build newer plants that are less damaging to the environment to replace
older, dirtier plants?

All things being equal, there is not a lot of incentive to do this unless the new plant

can be put into rate base; to get a new plant into rate base generally requires the filing of a
rate case, a rather infrequent occurrence in Arizona.

8. Undef the competitive electric model, what incentives exist to build
newer plants that are less damaging to the environment to replace
older, dirtier plants?

Generally, competitive generators would not build new plants for the express purpose of
replacing older, dirtier plants. However, more inefficient power plants are generally more costly
to operate than modern, energy-efficient plants, and, as generation supply increases due to
competition, inefficient plants are likely to be “out of the money” on an increasingly-frequent
basis. Note that this general tendency is sometimes offset by specific circumstances, such as
“must-run” conditions, in which a plant’s location on the grid makes it necessary for it to operate
for reliability reasons, even at costs that are above market.

9. Under the vertically integrated utility model, what disincentives
(regulatory, financial, and ratemaking) exist to build newer plants that
are less damaging to the environment to replace older, dirtier plants?

Generally, older plants have the advantage of being heavily depreciated and

therefore cost little in rate base. In addition, their typically-higher operating costs are fully
recovered as an operating expense in rates. It is also not unusual for an older plant to have a

locational advantage on the transmission system, in which it provides voltage support
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and/or relief from load pocket congestion. Truly “replacing” the plant may mean having to
construct a new one at the same location, an undertaking that may be problematic.

10. Under the competitive electric market model, what disincentives exist
to build newer plants that are less damaging to the environment to
replace older, dirtier plants?

AECC is not aware of any disincentives.

11.  During Arizona’s period of reliance on the vertically integrated utility
model, what emphasis has the Commission placed on pollution control
measures in Certificates of Environmental Compatibility?

(a) What is the most stringent pollution control measure placed on a
CEC during Arizona’s reliance on the vertically integrated utility
model?

AECC has not had the opportunity to research the response to this question.

12.  Since Arizona’s adoption of a competitive market model, what
emphasis has the Commission placed on pollution control measures in
Certificates of Environmental Compatibility?

(b) What is the most stringent pollution control measure placed on a
CEC since Arizona’s adoption of a de-regulated utility model?
(c) What is the likelihood that that measure would have been placed on
a similar CEC in a vertically-integrated utility model?
AECC has not had the opportunity to research the responses to this question.
13. During Arizona’s period of reliance on the vertically integrated utility

model, what amount of excess generating capacity existed in Arizona?
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Arizona’s vertically integrated utilities, like most western utilities, experienced a
considerable “bubble” of excess generating capacity for many years. In recent years, the
capacity bubble contracted substantially with growth in demand.

The trend in excess capacity has been documented by the WSCC and subsequently
by Commission staff in a March 2001 presentation. As shown in the table and chart below,

reserve margins have dropped steadily in the region and in Arizona.

From ACC staff presentation 3/16/01 Non-Coincident Peak Demand Reserve Margins
Non-coincident Peak Reserve Margins 1993-1998

Year WSCC California Southwest 0.0% Actual | _Estimated
1993 14.5%  132%  17.4% W.l\ l/éi\ “

1994 16.0% 8.8%  13.2% R -

1995 18.4%  10.3%  9.3% lo? N \.L

1996 15.7% 6.0% 7.7% BT —e—WSCC
1997 14.0% 37%  3.7% g \1._/>q‘\ ~&-Calfornia

2.0%
0.0% +

& & & & & &

8.0%
1998 12.3% 27%  1.7% oo & [ o8- Souttwest
4.o°/.li—~ \I l

| The U.S. EIA reports that Arizona-based generation capacity increased 1.7% from 1990
to 1999, while Arizona-based demand for the same period grew 28%. During the same period,
megawatt-hour production from Arizona generation facilities increased 25%. In short, the growth
in demand appears to have been managed by increases in capacity factor of existing plants (not
accounting for sales to out of state marketers or utilities), as well as contract purchases, with
practically no capacity additions.

14.  Since Arizona’s adoption of a competitive market model, what amount

of excess generating capacity existed in Arizona?
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Little or none. For example, APS projected in its Energy Outlook Presentation on
May 3, 2001 that in 2001, over 22% of their expected summer peak load of 5,793mW
(including 12% reserve margin) was to be covered by purchases and contracts. This
shortfall covered by third-party generation is consistent with the reduction in the

Arizona/Western capacity bubble.
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QUESTIONS FROM COMMISSIONER IRVIN

1. Please address whether Arizona’s Constitution prohibits the
Commission from giving up any authority with respect to the pricing of
services by public service corporations, which occur solely within the
state.

AECC has not had the opportunity to conduct the legal analysis to address this

question in the context in which it was asked.

2. Should Arizona be willing to let the federal government take over
pricing jurisdiction (market-based rates) for all retail transactions
which occur in the state, or is this an inevitable (and proper) result of
opening retail markets to competition?

Strictly speaking, AECC does not foresee that FERC would take over pricing
jurisdiction for any retail generation service transactions that occur in the state. Such
transactions, both standard offer and Direct Access, would still be under the purview of the
Commission pursuant to the Competition Rules. However, a market-purchase requirement
for the provision of standard offer service would increase the amount of retail service in
Arizona that originated from wholesale market purchases (as opposed to being provided by
a vertically-integrated utility), and these wholesale purchases would properly be subject to
FERC jurisdiction.

3. Can Arizona’s UDCs modify their tariffs with the FERC to conform

with AISA protocols so that retail transactions can still take place
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without the AISA? How many times has the AISA been used to resolve
disputes over transmission issues to date?

Any such modification raises several concerns: (1) To take effect, it would have to
be approved by FERC. In the past, FERC has been unwilling to accept such modifications
except as part of the AISA. (2) Even if approved by FERC, such an arrangement would
lack the forum pfovided by the AISA for making protocol modifications to address any
changed conditions and would likely lead to different protocols being employed in different
utility territories. (3) Future retail access activity may lead to a need for protocol
interpretation to resolve disputes. The AISA provides this function.

To date, due to the lack of retail access activity during 2000-01, we are not aware of
any transmission dispute resolution performed by the AISA.

4. If the majority of market participants intend to market electricity only
to industrial, large commercial and load serving ESPs entities, should
retail markets be limited by load size to allow those entities with true
bargaining power to negotiate Direct Access?

AECC does not believe that customer “bargaining power” should be determined or

limited by fiat. All Arizona customers should retain the right to shop.

5. What will be a UDC’s primary functions in a competitive market?

The primary role of a UDC in a competitive market is to provide
distribution service, default revenue cycle services, and standard offer service.

6. Is it important to first establish functional wholesale markets before
creating robust retail markets in electric generation? If so, why? If not,

why?
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The more robust are wholesale markets, the better retail markets will perform.
However, degree of robustness is a matter of opinion. Even if some believe wholesale
markets are imperfect, that is not a good reason to limit customer choice in Arizona,
because Arizona customers retain the right to choose standard offer service. Customers can
decide for themselves whether they believe the wholesale market is sufficiently functional
to warrant taking Direct Access service.

7. When price caps are lifted for the majority of Arizona consumers, what
assurances do we have that volatility in the market (for both natural
gas and electricity) will not result in unstable or inflated rates? Will the
general price of electricity fluctuate with the price of natural gas?

There are no price guarantees in competitive markets. The best assurance for
reasonable price levels is to encourage generation supply from a variety of producers, and
promote needed transmission construction and RTO development, as well as needed
additions to pipeline capacity.

Because generation from natural gas power plants is likely to be the energy
production that is on the margin, natural gas prices will play an important role in
influencing electricity prices in the West.

8. Should there be a provision added to R14-2-1606(B) which would
allow/limit a UDC to contract for wholesale power in three or five year
intervals? What would be a proper length for contracts?

AECC believes that the current provisions do not preclude 3-5 year contracts. In

general, standard offer providers should seek to hold a portfolio of contracts of differing
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lengths. While the prudence of contracting decisions would be subject to Commission
review, the Commission should not legislate contract length a priori.

9. What are the real benefits to residential consumers and small
businesses in retail competition, other than consumer choice? Will IPPs
market their power directly to retail customers, or are their efforts
mainly focused on selling power to wholesale customers?

Consumer choice is a real benefit. In addition, generation competition should lower
the long-run cost of production, from which all customers will benefit. It will also shift
project development risk and capital costs to investors, benefiting all customers. Moreover,
competition will encourage the construction of plants that are energy efficient, thereby
conserving natural resources.

Under current federal and state regulations, IPPs cannot market power directly to
retail customers. IPPs will sell to wholesale customers, which includes ESPs. Direct Access
generation sales to retail customers will be from ESPs.

10.  Currently, is residential choice a real option? If not now, when?

Currently, residential choice does not appear to be an economic option in Arizona.
It may become more viable after stranded cost charges are paid off.

11.  What provisions, if any, are necessary to effectuate a gradual
replacement of those existing plants in Arizona which are older, more
polluting and less efficient than the newer combined cycle plants
currently being built?

Because more inefficient power plants are generally more costly to operate than

modern, energy-efficient plants, as generation supply increases due to competition,
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inefficient plants are likely to be “out of the money” on an increasingly-frequent basis.
Note that this general tendency is sometimes offset by specific circumstances, such as
“must-run” conditions, in which a plant’s location on the grid makes it necessary for it to
operate for reliability reasons, even at costs that are above market.

12.  What re the long-term effects of divestiture for APS? How does the
Commission guard against a PG&E situation, where the distribution
company declares bankruptcy after profits have flowed to its parent
holding company?

By “divestiture,” AECC assumes the question is referring to the required APS spin-

off of its Genco. The long-term effects will likely differ depending on decisions made in

the upcoming proceeding regarding the relationship between APS and its Genco affiliate.

If a straight spin-off proceeds as planned, one issue that may come to the fore (after 2004)
is whether Pinnacle West has too much market power in the Arizona market. (A finding
that too much market power was present could lead to FERC-regulated cost-based pricing.)
AECC is encouraged by the new generation construction that is occurring, which will
mitigate this potential problem.

Arizona has successfully avoided the PG&E situation by taking a very different
route to restructuring. In part, this is due to focusing on bottom line standard offer results

while not over-constraining or micro-managing the standard offer provider.
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RESPECTFULLY SUBMITTED this 25" day of February, 2002.

Original and ten (10) copies of the foregoing
filed this 25™ day of February, 2002, with:

Docket Control Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Charles T. Stevens

Attorney for Arizonans for Electric Choice
and Competition

245 W. Roosevelt

Phoenix, AZ 85003

(602) 229-1010

Copies of the foregoing were mailed/delivered this 25™ day of February 2002 to the attached

service list.
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