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EXECUTIVE SUMMARY

My initial review of the proposed Settlement Agreements between the ACC Staff, Arizona Public
Service Co. (APS) and Tucson Electric Power (TEP) leads me to conclude that both Agreements

should be rejected in their current form. The key reasons why the Agreements should be rejected are:

1.. The Agreements were negotiated without significant input by most of the parties to this docket
and, thus, they do not represent a reasonable balance of stakeholder interests.

2. The Agreements include entirely new policies and proposals that have not received any attention

" thus far by parties to these dockets, and therefore, have not been adequately analyzed in the
context of this docket.

3. The Agreements will not achieve the Commission’s goal of establishing a competitive retail
market for power in Arizona. Furthermore, the rate decreases promised to standard offer
customers from these Agreements are substantially smaller than those rate decreases that have
accompanied retail competition in most other states.

4. Both Agreements will likely lead to ratepayers over-paying (paying more than 100 percent) of
stranded costs for both Companies, especially for APS.

5. Both Agreements set the generation credit for customers leaving the Standard Offer Service at the
cost of wholesale power, and, therefore, no reasonable level of retail competition is likely to ever
result.

6. The proposed sale of genérating assets to APS from TEP would likely lead to the ability of APS
to exercise additional horizontal market power, particularly in light of the load pockets that are
likely to exist in Arizona. This would unjustifiably raise the cost of electric generation to
ratepayers in Arizona, and, perhaps, in neighboring regions as well.

ES-1

Testimony of Dr. Richard A. Rosen
Tellus Institute
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10.

11.

12.

13.

14.

The transfer of generation assets from TEP to APS and the transfer of generation assets from APS
to its unregulated marketing affiliate should both occur at a fair market value. None of these
assets should be transferred at their net book value.

The proposal that TEP become the owner of the high voltage transmission grid within Arizona
does not seem workable, and it might increase transmission rates to the Salt River Project,
AEPCO, and WAPA ratepayers. In addition, the ACC does not have jurisdiction to implement
this proposal, because they do not have jurisdiction over SRP and WAPA.

The APS Agreement would likely allow APS to over-eam profits, by keeping the return on equity
at inappropriately high levels. APS’ and TEP’s transmission and distribution rates should be re-
set utilizing cost-of-service principles from the ground up, and a new return on equity should be
established.

Based on a detailed study of pofential load pockets in Arizona, the Commission must determine
which generating units of APS and TEP are must-run units, and an appropriate market-based
price cap mechanism for the units should be proposed to FERC, which has jurisdiction.

The Commission must approve the correct procedure for TEP’s divestiture of its power plants not
being transferred to APS, including how the plants should be grouped or “bundled” for sale to
different generation owners. Neither APS nor its subsidiaries should be allowed to bid for TEP’s
other power plants.

The Commission must review the reasonableness of TEP’s proposed interim transition charge
until its divestiture process has been completed.

In case TEP does not decide to divest it’s remaining generating units, the Commission must
further define the net lost revenues methodology ahead of time that TEP is planning to use to
compute stranded costs.

The Commission should not grant all of the waivers being requested by TEP and APS.

Testimony of Dr. Richard A. Rosen
Tellus Institute
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1. QUALIFICATIONS

WHAT IS YOUR NAME AND BUSINESS ADDRESS?

" "My name is Dr. Richard A. Rosen. My businiess address is Tellus Institute, 11 ‘Arlington

Street, Boston, MA 02116-3411.

PLEASE DESCRIBE YOUR EDUCATIONAL AND PROFESSIONAL BACKGROUND.
I hold a B.S. in Physics and Philosophy from MIT, an M.S. in Physics from Columbia
University, and a Ph.D. in physics from Columbia University. Currently I am a senior
research director at Tellus Institute, as well as executive vice-president of the Institute. Iam
also the manager of the Institute's Electricity Program.

PLEASE PROVIDE A BRIEF DESCRIPTION OF TELLUS INSTITUTE.

Tellus Institute is a non-profit organization specializing in energy, natural resource, and
environmental research. Within Tellus Institute, the Energy Group focuses on energy and
utility research areas which include demand forecasting, conservation program analysis,
electric utility dispatch and reliability modeling, least-cost utility planning and integrated
resource planning, avoided cost analysis, financial analysis, cost of service and rate design,
non-utility generation issues, bidding systems, incentive regulation, cost-of-capital analysis,
and utility industry restructuring.

PLEASE ELABORATE ON TELLUS' EXPERIENCE WITH ELECTRIC UTILITY
SYSTEM SUPPLY PLANNING.

The Energy Group has had wide experience assessing utility system supply options on both a
service aréa and a regional basis. These assessments have encompassed all types of
generation plant, transmission plant, purchases of capacity and energy, fuel purchases and
contracting, central station district heating and decentralized cogeneration plants, and

alternative sources of energy such as wind, biomass, and solar energy connected to electricity
1

Testimony of Dr. Richard A. Rosen
Tellus Institute
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grids: These assessments have dealt with the technical, economic, environmental, regulatory,
and financial aspects of supply planning, including the relationships between supply
planning, load forecasting, rate design, and revenue requirements. Tellus Institute also has
reviewed the prudence of many past supply planning decisions by utilities.-

PLEASE REVIEW YOUR EXPERIENCE IN THE AREA OF UTILITY PLANNING.
Power supply system modeling, integrated resource planning, and electric industry
restructuring has been the major focus of my activities for the past 18 years. My research and
testimony in this area began in 1980, and I have testified in numerous cases involving
generation planning and the integration of demand and supply technologies on a least-cost
basis. For example, I submitted extensive generation planning testimony in the 1980 CAPCO
Investigation in Pennsylvania in Case No. I-79070315, and in the 1981 Limerick
Investigation as well (Case No. I-80100341). In early 1982, I prepared a major report for the
Alabama Attorney General's Office entitled "Long-Range Capacity Expansion Analysis for
Alabama Power Company and the Southern Company System," and filed testimony in
Docket No. 18337 before the Alabama Public Service Commission. In addition, I testified on
the excess capacity issue regarding Susquehanna unit 1 in the 1983 Pennsylvania Power and
Light Co. Rate Case (No. R-822169). In 1987, I testified before the Federal Energy
Regulatory Commission on NEPOOL's Performance Incentive Program on behalf of the
Maine Public Utilities Commission in Docket No. ER-86-694-001. In 1989, I testified before
the Pennsylvania Public Utility Commission on excess capacity and ratemaking treatment
regarding Philadelphia Electric Co.'s Limerick 2 nuclear unit. This work was performed on
behalf of the Pennsyivania Office of Consumer Advocate in Docket No. R-891364. Talso
testified in Vermont in Docket No. 5330 on the cost-effectiveness of the proposed purchased

power contract between the Vermont utilities and Hydro-Quebec.

Testimony of Dr. Richard A. Rosen
Tellus Institute
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Due o my extensive regulatory experience in the public interest, as outlined above, in 1988 1
was chosen to serve a 3-year term on the Research Advisory Committee of the National
Regulatory Research Institute, an appointm;nt made by the public utility commissioners
serving on the NRRI Board of Directors. In addition, within the last 2 years, I have been the
project manager on contract research that the Tellus Institute has performed for the U.S.
Department of Energy, the U.S. Environmental Protection Agency, the National Association
of Regulatory Utility Commissioners (NARUC), the New England Governors' Conference,
and the National Council on Competition in the Electric Industry.

In the last 2 years, I have spent most of my time analyzing electric utility restructuring issues.

I testified before the New Hampshire Public Utilities Commission on issues affecting the
design of the state's pilot programs (Docket No. 96-150 and market power (Docket No. DE
97-251), and I testified before the New York Public Service Commission on stranded costs,
market structures, and other issues related to the ConEd's, NYSEG's, and RG&E's
restructuring plans. In early 1998, I testified on the full range of policy issues connected with
the establishment of stranded cost policies by a state PUC in Arizona Docket No. U-000-94-
165. 1also have worked or testified on other restructuring issues such as unbundling,
stranded costs, retail margins, Standard Offer service, market power, and wholesale market
prices in Nevada, New Jersey, Illinois, Texas, Missouri, Delaware, Pennsylvania, and
Michigan. The remainder of my experience is summarized in my resume, which is attached
as Exhibit___ (RAR-1).

II. BACKGROUND
HAVE YOU TESTIFIED IN ANY OF THESE DOCKETS BEFORE?

Yes, I have testified in the stranded cost dockets previously.

Testimony of Dr. Richard A. Rosen
Tellus Institute
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WOULD YOU PLEASE OUTLINE SOME OF THE KEY PROCEDURAL ASPECTS OF
YOUR INVOLVEMENTS IN THESE DOCKETS IN ADDITION TO THE FILING OF
YOUR STRANDED COST POLICY TESTIMONY IN JANUARY OF 1998?

Yes. TEP and APS filed proposed unbundled tariffs on December 30, 1997 and February 13,
1998 respectively. In response to these filings, RUCO issued data requests to both TEP and
APS on July 24, 1998, as well as a follow-up request on September 30, 1998. TEP and APS
then filed their separate stranded cost plans on August 21, 1998. RUCO issued data requests
about these plans to TEP on August 31, September 1, and September 4, and to APS on
August 31, 1998. RUCO then filed comments on both stranded cost plans with the

Commission on September 21, 1998.

The two new proposed Settlement Agreements were filed at the Commission on November 3,
1998. RUCO followed up these filings by issuing data requests for APS on November 10,
11, 18, and 25 and to TEP on November 6, 12, and 13, 1998.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

Tellus Institute was retained by the Residential Utility Consumer Office to analyze the
various filings related to the unbundled service tariffs, stranded cost recovery proposals for
APS and TEP, and various other aspects of their restructuring proposals. One purpose of my
testimony is to suggest ways in which the proposed plans could be modified to more closely
adhere to the various rules and policies the ACC adopted in the various restructuring dockets,
and to principles of faimess. Another purpose of my testimony is to suggest ways in which
Arizona's transition to competition in the supply of electricity-related services could be made
more successful than the proposed settlement is likely to be. Finally, my testimony will
indicate why more time is needed for the parties to analyze the details of the proposed

Agreements. One reason why more time is needed is that this Agreement was still
4
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incomplete, at least up until November 24, 1998, when I received a copy of Mr. Davis’
testimony.

SHOULD THE COMMISSION APPROVE THE TWO PROPOSED SETTLEMENT
AGREEMENTS IN THEIR CURRENT FORM?

No, the Arizona Corporation Commission should not approve the two proposed Settlement
Agreements in their current form. The Agreements should be rejected.

WHY SHOULD THE COMMISSION CONSIDER REJECTING OR AT A MINIMUM
CHANGING THESE TWO SETTLEMENT AGREEMENTS WHICH THE COMMISSION
STAFF, TEP, AND APS FOUND ACCEPTABLE?

These two Settlement Agreements were developed quickly, with very limited input from
parties other than TEP, APS and the ACC staff. In light of this, it is not surprising that other
parties might be able to offer critical beneficial suggestions for improvement of the important
issues dealt with in these Agreements. Furthermore, even a quick review of these Settlement
Agreements has uncovered many serious problems with them. The key problem is that the
Agreements will not achieve the Commission's restructuring goals. In particular, as with
restructuring agreements reached in California, Massachusetts, Rhode Island, and New
Hampshire, little or no retail competition will result from these Agreements. There are many
issues that need considerable more analysis before the Commission will have sufficient
information on which to make a decision.

IS THE PROCEDURAL SCHEDULE ISSUED BY THE ACC ON NOVEMBER 25, 1993
REASONABLE IN LIGHT OF THE IMPORTANT ISSUES RAISED IN THE PROPOSED
SETTLEMENT AGREEMENTS?

No. The case schedule for these docket numbers as ordered by the ACC on November 25,
1998 is unreasonable. The compressed case schedules ordered by the ACC on November 23,

1998 should be replaced with case schedules which are greatly extended by several months.
5
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The current schedule does not allow for adequate discovery and analysis of the proposed
Settlement Agreements prior to the filing of testimony. Due to the inability of the Residential
Utility Consumer Office to adequately address the issues raised by these filings, and the
inability of other stakeholders to participate meaningfully in this proceeding, the public
interest will not bé well served by an Order issued bésed upon this inadequate record.
GIVEN THE VERY BRIEF PERIOD OF TIME (ABOUT THREE WEEKS) THAT YOU
HAVE BEEN ABLE TO REVIEW THE TWO PROPOSED SETTLEMENT
AGREEMENTS, WHAT NEW PROPOSALS HAVE BEEN MADE IN THOSE
AGREEMENTS FOR THE FIRST TIME THAT, THEREFORE, REQUIRE
CONSIDERABLE FURTHER ANALYSIS?
Given that I have only been able to review these two proposed Settlement Agreements for
about three weeks, and given that they contain many new proposals that have not previously
been discussed among all the parties to these cases, I find that substantially more analysis is
required of, at least, the following new proposals:
1. The proposal that TEP transfer certain generation assets directly to APS in return
for certain APS transmission system assets.
2. The proposal that TEP’s generating assets transferred to APS should be valued at
$165 million.
3. The proposal that APS’ current generating assets should be transferred at net
book value to an unregulated APS marketing subsidiary.
4. The proposal that TEP should become the owner of all transmission system
assets within Arizona.
5. The proposal that APS should freeze its rate of return on equity at its current

level.
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6. The proposal that TEP should have primary control over the divestiture process
for its remaining generating units and that these units could be sold as a single
bundle.

7. The proposal that the market generation credits for Standard Offer Service
customers for both APS and TEP be set on the basis of wholesale market prices
and not retail market prices in order to achieve retail competition.

8. The proposal that price caps for APS’ must-run generating units be set based on

current cost-of-service levels, and not market-based wholesale prices.

III. THE TWO SETTLEMENT AGREEMENTS
APS

PLEASE SUMMARIZE THE SETTLEMENT AGREEMENT BETWEEN APS AND ACC
STAFF.
Market generation credits. Under the Settlement Agreement, APS customers who choose to
receive generation service from a non-APS Energy Service Provider ("direct access
customers") would receive a market generation credit (MGC) in lieu of APS generation
service. The credit would be based on the NYMEX prices for electricity futures at the Palo
Verde Exchange in southern California and the California Power Exchange prices, plus a line
loss adjustment and an adder. It would be calculated for each month of a given calendar year

during November of the preceding year.

"True-Up” of CTC. The NYMEX Palo Verde electricity futures prices used to set the CTC
for each month, which would be from November of the preceding year, would be compared
with the NYMEX futures prices during the last three days before the month in question.

Differences, positive or negative, would be considered over- or under-recovery of monthly
7
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stranded costs, and would be accumulated. The accumulated amount would be spread over

the direct access sales of the following year (pp. 2-3; Exhibit A).

Adjustment for line loss. The projected market price of power, based on the NYMEX futures
price, would be mhltiplied by 1 plus a line loss factor to account for losses during

transmission and distribution.

Adder. To calculate the market generation credit, APS would apply an adder of
approximately 3 mills (thousandths of a dollar) per kWh to the projected wholesale
generation price based on the NYMEX Palo Verde futures price. The adder reflects
additional components of the wholesale price of power. The adder would be adjusted for
each rate class according to the differences between the class load factor and the system

average load factor.

Redesigned rates effective January 1, 2001. The Settlement Agreement would allow APS to
file a new rate case by September 1, 1999 and would require the ACC to rule that new APS
rates be effective January 1, 2001. These rates would be "revenue neutral” and would not
change APS' currently authorized cost of capital. However, APS' rate case filing would
propose to "realign Standard Offer and unbundled rates in accordance with appropriate cost

allocation and rate design principles.”

Regulatory asset recovery. APS would be allowed to recover 100 percent of regulatory

assets.
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Exchange of assets with TEP. The Settlement Agreement would give APS and TEP "all
requisite approvals necessary" for a transaction in which APS would sell its 345 kV and 500
kV transmission assets to TEP and buy TEP's 279 MW of ownership interests in the Four

Corners Generating Plant and Navajo Generating Plant.

Transfer of generation assets to APS’ unregulated affiliate. APS is proposing to transfer its

generating plant assets to its unregulated marketing affiliate at net book value.

Standard Offer rates. In Arizona, "Standard Offer... means Bundled Service offered...to all
consumers...at regulated rates” (A.A.C. R14-2-1601(38)). Presumably, under the Settlement
Agreement, APS' current rates would become its rates for Standard Offer service. The rates
for Standard Offer service would then decline by 1 percent in 1999 and again by 1 percent in
2000. Standard Offer rates for residential customers only would decline by a further 1
percent in 2001 and again in 2002. The annual reductions would be larger than 1 percent if
the cost savings incentive formula in ACC Decision 59601 yielded a reduction of greater than
1 percent. Also, APS is proposing to cap the rates of its must-run generating units on a cost-

of-service basis.

Unbundled rates. 1t is not entirely clear whether unbundled rates (with the MGC in place of
generation) would match Standard Offer rates. The Settlement Agreement merely states that
“the Company's unbundled rates will reflect the embedded cost of service for all functions as
approved by the Commission” (p. 2). The unbundled rates would decline in 1999 and 2000 to
the same degree that the Standard Offer rates would decline, but would not decline in 2001

and 2002, as Standard Offer residential rates would.
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Customer transition charge (CTC). The customer transition charge, described primarily in
Exhibit A, would apply to direct access customers, that is, to customers paying unbundled
rates. Through the end of the year 2004, it would recover the difference between the
Standard Offer generation rate (implicit in the Standard Offer tariffs) and the market
generation credit. However, it is not clear whether it would be calculated for all customers in
one aggregated group or separately for the customers on each tariff. The CTC would not be

allowed to drop below zero.

Conditions for collection of CTC. The CTC would be contingent on APS divesting its
transmission assets but not contingent on APS divesting its generation assets. In addition, if
the ACC concluded that APS had significant market power and had manipulated the market

price for power in the region, it could terminate the CTC.

Resolution of litigation. The Settlement Agreement would require APS to withdraw all
litigation against the ACC, and would, instead, direct APS to help the ACC overcome any

litigation by other parties in opposition to the ACC's Electric Competition Rules.

TEP
PLEASE SUMMARIZE THE PROPOSED SETTLEMENT AGREEMENT WITH TEP.
Unbundled service rates. The Settlement Agreement describes changes to the unbundled
service rates TEP filed in its December 31, 1997 filing in ACC Docket No. E-01933A-97-
0772. The new unbundled service rates were to be submitted to the ACC by November 15,
1998. According to the Settlement Agreement, they were to reflect a new TEP cost of service

study already approved by the ACC and a rate reduction of 1.1%. Since stranded costs

10
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cannot be accurately calculated until a final result of unbundling the generation component of

current rates is known, more time will be required to analyze this new filing.

Recovery of positive stranded costs. TEP's stranded costs, both its regulatory assets and its
other positive stranded costs, are to be completely recovered from ratepayers over a period of
6-8 years from the date that the final stranded cost amount is calculated. In fact, Exhibit C to
the filing, which was delayed until November 10, 1998, provides a precise estimate for the
final stranded costs of $821 million net present value (NPV), but the year in which the
present value (PV) dollars is expressed is not clear. This exhibit also computes a CTC of

1.82 cents per kWh for 8 years beginning in 2001. The basis for these results needs to be

reviewed.

Market generation credit. In lieu of generation service, direct access customers will receive a
"market generation credit" for each kilowatt-hour they use. This credit will be revised each
quarter based on the prices of wholesale electricity futures, which will be adjusted upward by
a credit of 2.6-4 mills (thousandths of a dollar) per kilowatt-hour, depending on the customer
class involved. These additional costs are intended to reflect ancillary services, capacity

reserves, and other generation costs at the wholesale level.

Interim stranded cost recovery. Until the divestiture of all generation assets has either
suc;:eeded or failed, and the stranded cost of each is known, TEP will continue to collect its
annual strandable costs from both Standard Offer and direct access customers. This will most
likely be from 1999-2000. Standard Offer customers will pay those stranded costs through
their Bundled Service rates, while direct access customers will pay them through an interim

transition charge intended to equal the difference between the Standard Offer generation rate
11
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and the market price of generation. These stranded costs paid during 1999 and 2000 will add
to the $821 million estimate of stranded costs to be paid from 2001-2008, making a total
stranded cost recovery that will probably exceed $1.0 billion (NPV) as estimated under this

agreement.

Recovery of negative stranded costs. For those assets with negative stranded costs, TEP
would be entitled to “borrow” the negative stranded cost amounts for the purpose of
purchasing transmission assets in Arizona. In the meantime, TEP would pay its customers
the equivalent of interest on the "loan" from ratepayers by reducing jurisdictional rates by an
amount equal to the return on the negative stranded cost amount multiplied by TEP's cost of
capital. At some unspecified future time, TEP would begin to repay the "principal” over a
period of ten years. This appears to be an internal financing mechanism for new transmission
investments. It is not clear why TEP is mixing up financing issues for transmission and

stranded cost recovery issues in this way. This issue needs considerable further analysis.

Transco monopoly on transmission in Arizona. The Agreement calls for TEP's transmission
affiliate, Transco, to become the only builder and owner of transmission facilities in the state
of Arizona. The potential impact of this proposal on the transmission rates of other utilities

and coops in Arizona also requires further analysis.

Asset swap with APS. TEP would sell its interest in the Navajo and Four Corners generation
facilities to APS for $165 million, and would buy all of APS' transmission assets with
voltages of 345 kV and above for $168 million. The potential impact of this sale of
generation plant to APS on horizontal market power in the region requires substantial

analysis before it is approved. In addition, a process needs to be established for Commission
12

Testimony of Dr. Richard A. Rosen
Tellus Institute



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

review of the reasonableness of the $165 million price for those generation assets of TEP.
The transfer price must reflect a reasonable market price in order that TEP ratepayers do not

subsidize APS ratepayers, or vice versa.

Auction. TEP would auction those generation assets that it would not sell to APS. The

degree of control that TEP should be allowed to have over the auction process needs

significant review.

Failed auction. If the ACC did not find any of the bids acceptable for any of these other
generating units, it could declare a failed auction and allow TEP to keep the generating asset.
In that case, the stranded cost of the generating asset would be determined through a "net lost
revenues” method. The Agreement provides few details of the precise "net lost revenues”
method to be employed. These details must be specified as part of any reasonable settlement,

e.g., the time period over which stranded costs would be calculated.

Failure to divest. If TEP chose not to divest for some reason other than a failed auction, it
would be allowed stranded cost recovery sufficient to maintain financial viability, but would
not be guaranteed 100% recovery of positive stranded costs. However, the Agreement
contains no clear criteria for what constitutes "financial viability.”" These criteria must be

clearly stated.

Waivers. The Settlement Agreement would codify waivers of various ACC regulations.
Many of these waivers would obviate the requirement that TEP or its affiliates reveal to the

ACC certain information about those affiliates. Whether this proposal is reasonable or not

13
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requiires detailed analysis. However, on their face, some of the waivers do not appear to be

justified.

Resolution of litigation. The Settlement Agreement would require TEP to withdraw all
litigation against the ACC, and would, instead, direct TEP to help the ACC overcome any

litigation by other parties in opposition to the ACC's Electric Competition Rules.

IV. CONCLUSIONS AND RECOMMENDATIONS
APS

PLEASE SUMMARIZE YOUR CONCLUSIONS AND RECOMMENDATIONS
REGARDING THE PROPOSED APS SETTLEMENT AGREEMENT.
1. Based on my previous testimony in this docket, APS has a negative strandable cost
amount. Therefore, it is not appropriate for APS to collect only additional positive amounts
of stranded costs from customers, as APS would under the Settlement Agreement. Rather,
the Commission should determine to what extent APS may have negative stranded costs, and
APS should then fully return its negative stranded costs to customers through a wires credit.
Anything short of this would constitute excess retention by APS of ratepayers' money, and
would be completely inequitable. The Commission needs to review APS’ claim that its
stranded costs are positive in a properly adjudicated hearing.
2. Little or no competition would occur in APS' service territory as long as the terms of the
Settlement Agreement remained in effect. This is because the Settlement Agreement calls for
a market generation credit that approximates the wholesale price of generation. Retail
competitors would not be able to match this wholesale price. Experience to date in
Massachusetts, New Hampshire, Rhode Island, and California has amply demonstrated that if

the market generation credit approximates the wholesale price, little or no competition
14
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resulfs. In addition to the modest wholesale adder of approximately 3 mills proposed in the
Settlement Agreement, the market generation credits should incorporate a retail adder for

each customer class, which accounts for the additional costs of providing retail generation

" service. In my January 1998 testimony in ACC Docket No. RE-00000C-94-0165, I estimated

that the retail adders in Arizona should be 0.82-1.18 cents per kWh for small customers such
as residential customers and 0.64-0.85 for large customers such as industrial customers. I
suggest starting with the upper ends of these ranges because they were conservatively
estimated, and because utilizing the upper end of the range would facilitate the onset of retail
competition. The size of the retail adder could be reduced in the future if retail competition
proves to be successful.

3. Ratepayers must be assured that transferring certain of TEP’s generating units to APS will
not increase APS' ability to exercise horizontal market power. Such assurance is not likely to be
possible, but certainly cannot be made until a detailed study of horizontal market power within
Arizona can be completed. Such a study would probably take at least a few months before this
aspect of the proposed settlement could even be intelligently discussed and considered by the
Commission. This study must also include ah analysis of the extent to which Phoenix and
Tucson are load pockets, and therefore the hours in which any generation unit owned by APS
would be a must-run unit. Ifit becomes apparent from such a study that horizontal market
power could be exercised by APS, then appropriate mitigation measures must be put into place.
4. Allowing APS to retain its currently authorized cost of capital in the rate case filing of
September 1, 1999 would likely be highly inequitable, given that interest rates have fallen
significantly in recent years. A new, appropriate cost of capital must be established in APS’ next
rate case that should be used to re-set APS’ transmission and distribution rates on a traditional

cost-of-service basis from the “ground up.”
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5. The unbundling process should result in rates for distribution, transmission, and customer
service charges that are the same for all Standard Offer and unbundled customers within the
same customer class. Therefore, all rate reductions for 2001 and 2002 should apply equally to
Standard Offer and unbundled rates. In addition, the 2-4 percent rate decreases scheduled for the
Standard Offer rates are far too small to be a reasonable outcome of this Settlement process.
This is especially true since the Settlement locks the ratepayers into paying a cost of capital in
the next rate case that is too high. Just reducing the current return on equity to a more up-to-date
and reasonable level might cause Standard Offer rates to drop by more than 4 percent. In
addition, the restructuring process should yield rate decreases of a minimum of 10 percent
beyond the level of just and reasonable rates under traditional cost-of-service regulation.

6. APS should not be allowed to transfer its generating assets to an unregulated subsidiary at
their net book value. To the extent that these assets have negative stranded costs, this would
allow this subsidiary to profit at ratepayer expense. Thus, not only is the proposed Settlement
asking ratepayers to pay positive stranded costs through the CTC for 2000-2004, but the
Agreement does not credit ratepayers with these over-payments of stranded costs by requiring
the unregulated APS marketing affiliate to reimburse these stranded costs, since overall stranded
costs are negative. Whether stranded costs are negative or positive generating assets should only
be spun-off to an unregulated affiliate at fair market value, not at net book value.

7. The Commission must determine which APS geherating units are must-run units based on a
detailed analysis of APS’ load pockets. These units should have the wholesale price of power
sold capped not at cost-of-service as provided for in the proposed Settlement Agreement, but ata
long-term levelized market price for wholesale power. If this is not done, the “price signals”
seen by customers of these units will be distorted, and some customers could end up with

subsidized rates. This is a situation that restructuring was designed to avoid, not perpetuate.
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Stranded Cost Recovery

WHAT WILL LIKELY BE THE VALUE OF APS' TOTAL STRANDED COSTS?

RUCO's Comments on APS' stranded cost filing (submitted September 21, 1998 in ACC
Docket No. E-01345A-98-0473) present an estimate of APS' strandable costs at the beginning
of 1999. The estimate is negative $1.1 billion as revised to cover the period 1999-2020.

With the phasing in of competition, these potential benefits of APS continuing to use its
generating resources to serve its customers on a cost-of-service basis could become stranded,
and APS’ ratepayers may not benefit from future use of APS' generating assets unless the
Commission takes appropriate action to protect them. Ratepayers would lose these benefits if
APS’ generating assets are transferred to an unregulated affiliate at net book value instead of
at a fair market value. My estimate above for APS’ total stranded costs uses exactly the same
model and data I relied upon in my January testimony in ACC's competition Docket, No. RE-
00000C-94-0165. The only difference is that my earlier estimate, negative $838 million, had
been computed beginning in 1998, and the revised figure is for a period beginning 1 year
later. Any stranded cost recovery should be based on up-to-date estimates of stranded costs
carefully examined in a litigated proceeding, or based on the actual sale prices of APS
generation assets, or on a combination of both.

HOW CAN APS' POTENTIALLY STRANDED BENEFITS/COSTS BE PROPERLY
RECOVERED?

In the case of APS, it is the customers, rather than the Company, that need to recover
potentially stranded benefits. Thé Settlement Agreement can be adapted to accomplish these
important ends. APS would simply award all customers a per-kWh stranded cost recovery
credit, sufficient to return the total stranded cost amount in present value over some period of
time to be determined by the ACC. This credit should be trued up periodically as either

actual market prices become known, or generating plants are divested and their sales prices
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become known. This could include use of the fair market value that the ACC should set for
the plant assets being transferred to APS’ unregulated marketing subsidiary.

WOULD THIS BE FAIR TO APS?

Yes. It would be entirely fair to APS. The Company would enter the competitive wholesale
marketplace through its unregulated subsidiary with no Stranded Costs, which by definition
would set it on a path to continued normal rates of return over the long run. In addition, APS
would still have tremendous advantages such as an initial 100 percent share of the retail
market, economies of scale, and proximity to its customers.

WHAT IS THE BASIS FOR THE INAPPROPRIATE STRANDED COST RECOVERY

PROPOSAL IN THE SETTLEMENT AGREEMENT?

The stranded cost recovery proposal in the Settlement Agreement would collect
overestimates of APS' annual stranded cost amounts during the next six years when they are
positive. In contrast, a proper stranded cost recovery would instead collect the amount of the
Company's total stranded cost, which is the net present value of the stream of annual stranded

cost amounts over the remaining life of APS' generating assets.

The overestimated annual stranded cost amounts to be collected under the Settlement
Agreement would very likely remain positive through the year 2004, which is when APS
would stop collecting them. These positive amounts contrast sharply with my estimate for
total stranded costs, because under the proposal ratepayers would never get to be credited
with the negative annual stranded costs that will likely occur after 2004. This is true even if
the total stranded costs for APS are much less negative (closer to zero) then I believe they
are. If APS has made any recent computation of its stranded costs, I have not yet had the
opportunity to review it. Setting the proper level of stranded costs in these dockets is

equivalent to setting the overall rate of return on equity in a full rate case. It must be done
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withi equal care and caution, as very large amounts of money are at stake each year in the

future.

Market Generation Credit (MGC)

WHAT SHOULD THE MAGNITUDE OF THE MARKET GENERATION CREDIT BE?
The market generation credit should be at least as high as the retail market price of generation
service. It should be set at the high end of a reasonable range of retail market prices.
Otherwise, alternative generation suppliers will not be able to match or beat the price of APS
generation service. If the MGC is not somewhat higher than the retail market price, little or
no competition will result, just as we have seen this year in California, Massachusetts, New

Hampshire, and Rhode Island. Most ratepayers probably need to receive at least 5 percent

overall savings on their electric bills before they would be induced to switch suppliers.

IS THE MGC PROPOSED IN THE SETTLEMENT AGREEMENT AT LEAST AS HIGH
AS A REASONABLE ESTIMATE OF THE RETAIL MARKET PRICE OF
GENERATION?

No. The market generation credit proposed in the Settlement Agreement is significantly

lower than a reasonable estimate of the retail price of generation service, for two reasons.

First, it is a wholesale, rather than a retail, price. The adder of roughly 3 mills per kWh to be
included in the MGC is only enough to cover some additional wholesale generation-related
costs, if that. No retailing costs have been included, not even the retailing costs (generation-
related A&G) that are currently included in APS' retail rates. Yet, alternative suppliers will

necessarily have even higher retailing costs than APS has had under monopoly conditions.
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Second, the market generation credit proposed in the Settlement Agreement is based on the
NYMEX futures price, which equally weights the prices of electricity between 6 am. and 10
p.m, Monday through Friday. The hours not thus included are represented by the NYMEX
multiplied by a "light load ratio" which is less than one. (See Exhibit A to th¢ Settlement
Agreement for more detail.) In reality, the average wholesale price of a kilowatt-hour is
higher than the NYMEX indicates because prices are highest at the times when the most
kilowatt-hours are sold. The MGC must be adjusted for APS' load shape, separately, for each
customer class.

WHAT DO YOU RECOMMEND TO CORRECT APS' PROPOSED MARKET
GENERATION CREDIT?

I recommend two simple modifications of the Settlement Agreement to correct APS' market
geﬁeration credit. The first is the application of a customer class-specific retail adder on top
of the wholesale market generation credit which APS proposes. As a first approximation of
the appropriate retail adder, I suggest the use of the adders I presented in pages 28-39 of my
January, 1998 testimony in ACC Docket No. RE-00000C-94-0165. Since these were
conservatively estimated, I believe it would be best to begin with the high ends of the ranges I
derived. These are 1.18 cents per kWh for small customers and 0.85 cents per kWh for

medium-large customers.

My second recommendation is to start with a more realistic wholesale price. The wholesale
market price of generation used in the calculation of the MGC for each customer class should
reflect the load curve of that class, rather than a flattened load curve such as that implicit in

the formula proposed in the Settlement Agreement's Exhibit A.
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Transfer of Generation Assets

Q.

IS THERE A PROBLEM WITH LEAVING GENERATING UNITS UNDER THE
CONTROL OF APS, EVEN IF THEY ARE FORMALLY OWNED BY AN
UNREGULATED AFFILIATE?

Yes. The more generation capacity APS owns, the more able it is to raise electricity prices in
Arizona through the exercise of market power. The Company already owns a large portion
of the generating capacity in Arizona. Under the terms of the proposed APS and TEP
Settlement Agreements, APS would be authorized not only to keep the generating assets it
currently owns but also to obtain even more from TEP. In addition, many of its generating
units may prove to be must-run units in order to preserve system reliability once an analysis
of potential 1oad pockets is done within APS’ service territory.

WHAT ACTION DO YOU RECOMMEND TO ADDRESS THE ISSUE OF POTENTIAL
APS HORIZONTAL MARKET POWER?

The amount of generation plan that APS could safely own without being able to exercise
horizontal market power must be reviewed so that ratepayers can be assured that transferring
additional amounts of generation to APS will not inappropriately increase APS' ability to
exercise horizontal market power. Such assurance can not be made until a detailed study of
potential horizontal market power within Arizona and neighboring regions can be completed.
Such a study would probably take at least a few months before this aspect of the proposed
settlement could be intelligently discussed and considered by the Commission. In the
alternative, strict price controls for ail of APS’ generation would have to be kept in place

indefinitely, but this would hamper the development of a competitive wholesale market.

Therefore, I recommend that the ACC leave sufficient time for a study of the impact on

electricity prices in Arizona of allowing APS to retain its generating assets, and of allowing it
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to acquire additional generating assets from TEP prior to deciding these cases. As noted, this
study would require several months, at least, to be performed adequately. This study should
be coupled to a thorough study of APS’ potential load pockets. This is because the existence
of load pockets can substantially accentuate problems with horizontal market power. Finally,
the must-run generating units will require price caps for the indefinite future as APS has
proposed, and as FERC has approved for must-run units in California. However, the price
caps should be at a market-based level of prices assuming that all generation is transferred to
APS’ unregulated subsidiary at a fair market value. This is so that the price caps reflect the
same underlying basis of value assigned to these generating units for transfer purposes, and
for the purpose of setting stranded costs.

TEP
PLEASE SUMMARIZE YOUR CONCLUSIONS AND RECOMMENDATIONS
REGARDING THE PROPOSED TEP SETTLEMENT AGREEMENT.
The summary of my conclusions and recommendations regarding the proposed TEP Settlement
Agreement is as follows:

1. Since new unbundled rates were to be presented to the Commission
on or about November 15, 1998, no final determination can be made of either the
appropriate interim transition charge for 1999-2000, or the final transition charge for
the period 2001-2008, until the parties to the docket have an opportunity to review
that new filing, particularly the new proposed generation component of rates, and the
new estimate for generation-related administrative and general costs. Resolving the
proper values for these two components of rates is critical for computing the two
stranded cost recovery charges.

2. The new, late filed Exhibit C contains an estimate of $821 million

(NPV) in stranded costs for the period 2001-2008 that is completely undocumented.
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The parties need an opportunity to review the basis for this estimate, and to review
the reasonableness of the proposed translation of that estimate into the proposed 1.82
cents per kWh CTC for the period 2001-2008. Even more importantly, no
calculation has been made of the proposed ITC for the period 1999-2000, and no
Settlement Agreement should be approved by the Commission until such a figure is
proposed and reviewed by the parties.

3. The proposed market generation credit is simply based on a wholesale
price of power not a retail price for power. The wholesale price is much too low to
allow for retail competition, and, thus, is anti-competitive. As I testified to in my
stranded cost testimony in January 1998, a much higher retail price for power must be
used for pricing standard offer generation service. By pricing the generation credit at a
wholesale price, no altemative provider can price their power lower, by definition, and,
therefore, no competition will result. This is what has already happened in California,
Massachusetts, Rhode Island, and New Hampshire. This error must be rectified.

4. TEP should keep its mechanism for collecting stranded costs from
ratepayers completely separate from any process that it proposes for financing new
transmission investments. Thus, any net income from generation asset sales should
not directly be used to fund new transmission investments. In addition, any new
transmission investments should pass traditional least cost planning criteria before
the Commission should allow such investments to be made. The Commission needs
to make sure that TEP will not create new uneconomic investments in transmission,
which would be like stranded generation costs.

5. TEP should not be allowed to become the sole or primary owner of
all transmission in Arizona until the details of the state or regional ISO are worked

out so that ratepayers can be assured that this proposal will not allow TEP to exercise
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vertical market power. In addition, TEP's proposal must be studied as to the likely
rate impact that it might have for non-investor owned utilities within Arizona,
especially for coops and the Salt River Project. Since TEP's cost of capital is higher
than their cost of capital, selling their transmission assets to TEP could increase the
cost of transmission to the coops and to Salt River.

6. TEP should not be allowed to sell any of its generating assets to APS
unless ratepayers can be assured that doing so will not increase APS' ability to
exercise horizontal market power. Such assurance can not be made until a detailed
study of horizontal market power within Arizona can be completed. Such a study
would probably take at least a few months before this aspect of the proposed
settlement could be intelligently discussed and considered by the Commission. One
aspect of such a study necessarily involves a transmission system analysis to
determine to what extent Phoenix and Tucson are load pockets. This will also bear
on a determination of which generation units are must-run units.

7. Prior to TEP’s divestiture of its generating units, the Commission
must determine both which is the best way to group or “bundle” the plants for sale to
best mitigate potential market power problems, and what type of price cap will be
placed on the must-run generating units. (Note that this price cap must ultimately be

FERC approved.) Since both of these determinations will likely offset the sale price

of the generating units, they clearly must be made prior to the solicitation of bids.

8. If TEP fails to divest some of its generating units for any reason, the
"net lost revenues" methodology that it claims will be used to compute stranded cost
administratively must be specified in detail before the proposed Settlement should be

approved.
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9. The Commission should not grant all of the waivers requested by

TEP from the Commission’s rules.

Market Generation Credit (MGC) and Interim Transition Charge aToC)

Q.

WHAT MARKET PRICE OF GENERATION SHOULD BE USED IN CALCULATING
THE MARKET GENERATION CREDIT AND INTERIM TRANSITION CHARGE FOR
TEP CUSTOMERS?

The market generation credit for each customer class should be at least as high as the full
retail market price of generation service for each class. Otherwise, alternative generation
suppliers will not be able to match or beat the price of TEP generation service provided under
the Standard Offer. If this is not done, very little competition will result, just as has occurred

in California, Massachusetts, New Hampshire, and Rhode Island.

The interim transition charge is simply the difference between TEP's Standard Offer
generation rate and the market generation credit, as indicated on page 3 of the Agreement. If
the market generation credit is too small, then the interim transition credit will also be too

large—it will collect more than TEP's annual stranded costs correctly calculated.

For confirmation of this last point, consider the concept of strmded cost. Itis, of course,
based on the difference between the utility's cost of generation service and the price the utility
can garner in the competitive retail market for its generation. That competitive market price
is the retail market price, because the competition that TEP will face is for retail generation
sales within its own service area. TEP has a tremendous competitive advantage because it is
the known provider and customers have to do some work to switch to any other provider.

Therefore, if TEP just matched the retail market price, it would hold onto most, if not all, of
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its g';eﬁeration customers. Thus, the generation credit should be somewhat higher than the
expected retail market price if the Commission wants competition to actually begin. (It
should be at the high end of a reasonable range, keeping in mind, though, that most
customers will not switch without at least being guaranteed a 5 percent saving on their total
rate.)

IS TEP'S PROPOSED MARKET PRICE OF GENERATION A RETAIL MARKET PRICE?
No. TEP's market price of generation is far lower than the retail price of generation service,

for two reasons.

First, it 1s a wholesale, rather than a retail, market price. The adder of 2.6-4 mills per kWh
which TEP proposes to add to the wholesale market price is only enough to cover some
additional wholesale generation-related costs, if that. No retailing costs have been included at

all; not even the level of costs embedded in TEP’s current level of generation-related A&G.

Second, TEP's proposed market price of generation, which is ultimately based on the palo
Verde Index, may reflect a flatter, less expensive load curve than that of some or all Arizona
customer classes.

WHAT DO YOU RECOMMEND TO CORRECT THE MARKET PRICE OF
GENERATION USED IN SETTING TEP'S MARKET GENERATION CREDIT AND
INTERIM TRANSITION CHARGE?

To correct this serious problem, I recommend at least two simple modifications of the
Settlement Agreement. The first is the application of a retail adder on top of the wholesale
market price of generation and the wholesale adder which TEP proposes. As a first
approximation of the appropriate retail adder, I suggest the use of the adders I presented in

pages 28-39 of my January, 1998 testimony in ACC Docket No. U-0000-94-165. Since these
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weré conservatively estimated, I believe it would be best to begin with the high ends of the
ranges I derived. These are 1.18 cents per kWh for small customers and 0.85 cents per kWh

for medium-large customers.

The second modification I recommend is that the wholesale market price of generation used
in the calculation of the MGC and ITC for each rate schedule be a weighted évcrage of the
spot market prices and ancillary services, with the price for each hour weighted in proportion

to the load curve of the corresponding group of customers.

"Net Lost Revenues" Method of Estimating Stranded Costs

Q.

UNDER THE PROPOSED TEP SETTLEMENT AGREEMENT, WHEN WOULD THE
"NET LOST REVENUES" METHOD BE EMPLOYED?

The TEP Settlement Agreement proposes on pages 3 and 5 that the "net lost revenue” method
of estimating stranded costs be used to calculate the stranded costs of those generation assets
for which a failed auction is declared.

IS THE "NET LOST REVENUES" METHOD APPROPRIATE FOR THIS PURPOSE?
Yes. The net lost revenues method is a valid framework for administratively calculating
stranded costs. However, the det;a.ils of its implementation have a considerable impact on the
results.

WHAT ACTION DO YOU RECOMMEND TO FACILITATE A REASONABLE
ESTIMATION OF STRANDED COSTS BY MEANS OF THE "NET LOST REVENUES"
METHOD?

I recommend that the stranded cost estimates be examined in a fully litigated proceeding for

TEP, and rejected or revised if necessary, before being approved.
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I also-recommend that the ACC and its staff be careful not to pre-approve any parameters of
the specific net lost revenues estimation methodology if those parameters would tend to lead
to an overestimation of stranded costs. For example, a proper final estimation of stranded
costs generally requires the use of a retail market price of generation rather than a wholesale
market price of géneration, just as a proper calculation of the interim transition charge
requires the use of a retail market price, as discussed above in the section about the MGC and
the ITC. In addition, stranded costs must be calculated over a sufficiently long period of
time. If the ACC were to approve the provision (on page 2 of the Settlement Agreement and
on sheets 1 and 4 of Exhibit B) calling for the use of a wholesale market price in setting the
ITC now, this precedent might be difficult to overcome when the time arrived to estimate the

final stranded costs of TEP assets.

Asset Swap with APS

Q.

WHAT IS YOUR OPINION OF THE PROPOSED ASSET SWAP BETWEEN APS AND
TEP?

I am aware of two major problems with the swap, from the perspective of TEP ratepayers:
First, it may undervalue TEP's generating assets. If APS is willing to pay $165 million in a
swap, then it is probably willing to pay at least as much in an auction for those assets—and
some other party might be willing to pay more. The Commission will have to make an
administrative determination of whether or not $165 million is a fair market price for those

assets. A hearing process must be included in the proposed Agreement to accomplish this.

Second, the further accumulation of generation assets by APS increases the potential for APS
to raise generation prices through the exercise of horizontal market power. This is already a

serious risk of a competitive wholesale market in Arizona, even without APS acquiring
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additional generation assets. This is because Phoenix (and, perhaps, Tucson) is most likely a
significant load pocket, given transmission constraints in the region. In addition, APS
already owns a significant fraction of all generation in the state. Thus, any additional ability
on the part of APS to unjustifiably raise prices within Arizona will affect TEP’s current

ratepayers also, since retail competition has begun.

Impact of Negative Stranded Costs on Individual Generation Assets

Q.
A.

WHAT ARE STRANDED COSTS?

Annual stranded costs are deﬁned as the difference between a utility’s annual generation-
related revenue requirements under traditional regulation, and the annual market value of that
generation. Total stranded costs are defined as the net present value of the stream of annual
stranded costs over the remaining lifetime of the utility’s generation assets. Stranded costs
can be positive or negative.

HOW SHOULD NEGATIVE STRANDED COSTS FOR INDIVIDUAL GENERATION
ASSETS BE TREATED?

The stranded cost amounts for all generation assets should be combined into one total, and
that total should be recovered solely by the ratepayers if it is negative. If the total is positive,
the appropriate manner to share recovery of stranded costs shall be litigated at the
Commission.

WHAT IS WRONG WITH TEP “BORROWING” THE STRANDED COSTS
ASSOCIATED WITH GENERATION ASSETS THAT HAVE NEGATIVE STRANDED
COSTS?

TEP should acquire capital forbits new investments through the capital markets, not through
“loans” from ratepayers such as that described at the end of the Settlement Agreement's

section VI (page 4). If TEP is proposing to acquire capital this way, it is probably because a
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lender would consider the risk too high to justify a loan at TEP's target rate of return. This
suggests the "loan" by ratepayers to TEP would be a bad risk. If TEP went bankrupt at any
time during the long span before the loan is to be repaid, the ratepayers would have paid
disproportionately more of the positive stranded costs than they had received of the negative

stranded costs, and their future recovery of the negative stranded costs might be in jeopardy.

TEP Ownership of State-wide Transmission System

SHOULD TEP EMBARK ON MAJOR NEW INVESTMENTS IN TRANSMISSION?

No, it is not likely that it would be in the public interest for TEP to significantly expand its
transmission system investments. The Settlement Agreement states that "it is the intent of
Staff and, by its approval of this Agreement, the Commission, that TEP's transmission
company affiliate be the sole builder and owner of transmission assets in the state (page 7)."
It also directs that TEP's transmission affiliate "will acquire all transmission facilities owned
by TEP, APS, SRP, AEPCO and others."

TEP is already severely short of equity and impaired in its ability to raise capital, because of
ongoing financial problems. It therefore seems poorly suited to the task of making and
maintaining major new investments in transmission assets. This entire proposal requires
much more flushing out and review by all parties before it can even be seriously considered
by the Commission. This is especially true since the ACC does not even regulate the
transmission systems of SRP and WAPA.

WHAT IMPACT WOULD A TEP-OWNED TRANSCO STATEWIDE TRANSMISSION
MONOPOLY HAVE ON THE COST OF TRANSMISSION IN ARIZONA?

This is difficult to predict, but there is an important reason why it might increase the cost of
transmission to large parts of Arizona. Transco, TEP's transmission affiliate, would have a

higher cost of capital than the current owners of many of the transmission facilities in
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Arizona. This is true, in part, because TEP's past financial troubles increase the perceived
risk of lending to a TEP affiliate, and in part because SRP and the cooperatives, current
owners of some of Arizona's transmission assets, receive low-cost financing and certain tax

treatments which reduce their cost of capital.

Waivers

Q.

THE PROPOSED SETTLEMENT AGREEMENT HAS ALLOWED FOR WAIVERS FOR
MANY OF THE ACC’S RULES FOR TEP. DO YOU HAVE ANY COMMENTS ON THE
WAIVERS PROPOSED?

Yes. The Agreement proposes that waivers be granted for complying with R14-2-701, et
seq., the Integrated Resource Planning Rules. To the extent that these waivers could apply to
generation, then they could be granted. However, to the extent that the waivers would apply
to future transmission (or distribution) system investments, then they should be denied. IRP
procedures ought to continue to be applied to transmission investments using the projected

market price for generation as the basis for doing least-cost transmission system planning.

In addition, the Agreement calls for a waiver from the Decision No. 59594 requirement that a

-Mid-Year DSM and Renewables Report be filed. 1am not aware of why the restructuring

process should cause the need for these reports to change. Similarly, a waiver should not be
granted from the Decision No. 58497 requirements to file an avoided cost report. Even after
divestiture is completed, there will be a market price for incremental supplies of power for
different DSM-related load shapes. This information will still be useful to help ensure that
new DSM investments are cost-effective.

ARE THERE ANY OTHER WAIVERS THAT YOU ARE OPPOSED TO THE ACC

GRANTING?
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Yes. T oppose the granting of several other waivers which TEP has requested. Specifically, I

object to the waiver of condition numbers 19, 20, 21, and 28 in Decision No. 604380.

Conditions 19, 20, and 21 restrict TEP’s actions in certain ways, for the pui'pose of improving
TEP’s debt-heavy; capital structure. TEP requests a waiver of these conditions, claiming that
its capital structure will be dramatically redefined after divestiture. While divestiture would
likely improve TEP’s capital structure, it is premature to waive these conditions at this time.
Afiter any Commission-authorized divestiture is completed, waiver of these conditions may

be appropriate. However, it is premature to grant these waivers at this time.

Condition 28 prevents TEP’s parent company and sister companies from investing amounts
greater than $60 million in any single investment without Commission approval. This
condition was also designed to protect TEP’s customers from further deterioration of TEP’s
capital structure. The Commission may approve any such investment, but it is inappropriate

to waive the condition in its entirety.

V. CONCLUSION
ARE THE TWO PROPOSED SETTLEMENT AGREEMENTS AN IMPROVEMENT
OVER APS' AND TEP’S ORIGINAL STRANDED COST RECOVERY FILINGS?
No. The proposed Settlement Agreements are worse for Arizonans because they correct none
of the major problems of the original stranded cost filings, while they create many new
problems. Many of these new proposals and problems could lead to higher electricity prices

in Arizona than need be the case. In summary, the proposed Settlement Agreements would
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not léad to retail competition, especially for small customers. They would very likely over-
charge customers for stranded costs, they would over-charge customers for their Standard
Offer rates, and they would very likely lead to greater market power on the part of APS.
‘Because the two proposed Settlement Agreements leave so many problems either unsolved or
insufficiently addressed, they both should be rejected by the Commission. This is especially
necessary in light of the insufficient time which most parties to these dockets have had to
properly analyze the numerous new issues raised by the proposed Agreements.
DOES THIS CONCLUDE YOUR TESTIMONY?

Yes, it does.
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