
DO¢8i(£T£b I v
.I

*

1 785 oooooc -9440/5
'I OPEN MEETING ME

JIM IRVIN
comm|ssIousa~c|4AmMAn

RENZ D. JENNINGS
COMMISSIONER

CARL J. KUNASEK
COMMISSIONER II II II II III II II ll III II II

JACK ROSE
EXECUTIVE SECRETARY

00001 21 1 57
HEGEWED:

SI CK~/RP GOE€)*£i33i(3N 39
J une  2, 1998 Jo* 2 s2 53 in '98

MIN! Car are 'on ,,,*» _

Do5K"ET°éi'>"'°55J;"'; 3~§ F (L

J u n 0 2  1 g g 8

Commissioner Carl Kunasek
Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007 n

I
r

Dear Commissioner Kunasek: I

l

This letter is in response to your June 1, 1998 letter, which included a number of specific
questions about the process utilized to develop the "ACC Stay Statement of Position on Retail
Electric Competition."

HopeMly, die answers below will help to reduce some of the confusion that has arisen
about the process. In essence, Staff is continuing with the same open communication process
that has characterized the Retail Electric Competition effort since 1994. We welcome all
comments and suggestions, and are willing to modify our position in order to develop an
approach that is the most equitable for all of Arizona's citizens and businesses. My responses to
your questions are included below:

Q : Cite and provide relevant copies of the specific Staff testimony, by page and related
exhibit, which support your position on generation divestiture, transfer of competitive
assets and rate reductions for affected utilities, as well as an economic impact statement
on divestiture, which demonstrates it is in the best interest of the Arizona consumer:

A: Staff's testimony in the Stranded Cost proceeding did not advocate divestiture as the best
methodology for valuing stranded costs. Dr. Kenneth Rose's testimony addresses this
issue. Exhibits S-1 and S-2 are attached. Staff's testimony did not advocate the transfer
of competitive assets and rate reductions. We did, however, read suggestions for some of
these ideas in the written testimony submitted by others and there was extensive
discussion by witnesses of some of these ideas. Their arguments were quite convincing
and Staff's position has evolved to incorporate some of those ideas presented in verbal
and written testimony. Some of the parties that expressed support of these ideas included
Enron, P G & E Energy Services, Electric Competition Coalition, Citizens Utilities, The
Land and Water Fund of the Rocldes, and Tucson Electric Power.

Q: Provide a copy of Staffs economic model or financial analysis, which supports the ability
to reduce affected utilities' retail rates by 3 to 5 percent, yet simultaneously increase the
rate of capital recovery via competitive transition charges for the following: system
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benefit charges, provider of last resort charges, solar charges, low income assistance
charges and, or course, stranded investment,

The suggestion for a possible 3-5% rate reduction came from the desire to reach a
consensus among all stakeholders on how to equitably modify the e:dsting customer
selection process in a way dirt would be beneficial to all customers and to all parties in
the retail electric competition process.

Staff has heard the assertion of Affected Utilities that the customer selection requirements
would cause a costly manual administration of the tens of thousands of customers as
required by the first phase of competition that is currently embodied in the Rules. The
Affected Utilities have petitioned the Staff for an alternate approach that would only
allow the largest industrial customers to choose a competitive supplier in die first two
years of competition. Staff's position has been firm that there must be some benefit for
all customers starting on 1/1/99. If some customers are not allowed choice, Staff felt that
some "in lieu of competition benefit" must be given to those who are not allowed to
choose. This is how the "3-5%" rate reduction concept was developed. I would also note
that both Tucson Electric Power Company and Arizona Public Service Company have
settlement agreements which contemplate future rate reductions. Targeting those
reductions to the residential class, for example, may result in cumulative decreases in the
3-5% range.

Further, some of these items, such as stranded costs, system benefits charges, and low
income assistance are already within some utilities' rates. Should the Commission choose
not to implement the "big customers first/in lieu of competition benefit" approach, the
rules could remain as written.

Q: For dos e positions that have been "influenced by input Hom various
staLkeho1ders,"identify die specific "position" and the stdceholder group that influenced
the Staff position.

A: Almost every position has been influenced, in some way, by comments of the various
parties. For instance, our position of insisting on "in lieu of competition benefits" is
consistent with the concerns expressed by RUCO, ACAA, and die Arizona Constuners
Council that residential customers benefit Nom the move to competition. Similarly, the
Residential Phase-In was designed to show the residential stakeholders a good-faith
attempt to start allowing residential customers the opportunity of choice. The Staff
position on aggregation was influenced by the comments by potential competitors, such
as P G & E Energy Services, and by the city of Tucson. The Staff position on
establishing affiliates for the Affected Utilities' marketing programs was influenced by
testimony and comments by competitors such as Enron and P G & E Energy Services.
Metering and billing issues were influenced by the work of the Metering Subcommittee
and the Billing & Collection Subcommittee. Requirements related to the Independent
System Operator (ISO) and the Independent Scheduling Administrator originated in the
Electric System Reliability and Safety Working Group, which consists of a cross-section
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of s takeholde rs . Timing a nd cus tome r s e le ction is s ue s  we re  influe nce d by s e ve ra l
utilitie s  tha t e xpre s s e d conce rns  a s  to the  fe a s ibility of ope ning compe tition to s ma ll
customer loads as of 1/1/99.

As  Acting Director for the  Utilitie s  Divis ion, did Mr. Rose  direct you to a lte r the  process ,
tha t is , bring forward this  new proposa l?

There  was no a lte ra tion of the  "process ," but ra ther a  continua tion of the  process  s ta rted
unde r Mr. Ya quinto in 1994. The  S ta ff pos ition pa pe r is  a  re fine me nt of the  S ta ffs
pos ition tha t ha s  de ve lope d ove r four ye a rs  through the  public input proce s s  which
include d he a rings , te s timony, working group me e tings , a nd writte n  comme nts  &
suggestions. Mr. Ros e  pa rticipa te d with S ta ff in the  production of the  curre nt S ta ff
Position paper.

Were  you provided any assurance  by Mr. Rose  tha t the  Commiss ion Majority supported
this  ne w policy?

In a number of the meetings that were held over the last two months, Mr. Rose indicated
to those assembled that he had discussed a number of the major issues related to the
Rulemaking for retail competition with Commissioners. He clearly stated, in each of the
meetings, that he did not discuss anything related to stranded costs with Commissioners
because of ex parte concerns. At one meeting, attended by Commissioner Kunasek, Mr.
Rose warned the participants that they would not be able to discuss stranded costs while
the Commissioner was in the room. Mr. Rose did indicate that two Commissioners
seemed favorable to the ideas that he was allowed to discuss with them.

Did Mr. Dicke rson write  this  proposa l?

A: Mr. Dicke rson was  one  of about twe lve  Commiss ion employees , including myse lf, who
were  involved in the  writing of the  S ta ff Position.

Did Mr. Dickerson meet wide  Commissioner's  Irvin and Jennings on this  proposa l?

I h a ve  n o  kn o wle d g e  o f wh e th e r o r n o t  Mr.  Dic ke rs o n  m e t with  a n y o f th e
Commiss ioners .

Q: Does Mr. Dickerson report to you or Mr. Rose?

Mr. Dickerson does  not report to me.
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I ha ve  confirme d tha t copie s  of your J a me  1, 1998 le tte r ha ve  be e n provide d to the
specific pa rtie s from whom you sought responses . Attached a re  responses  prepared by Steven
Dicke rson and William Pos t.

S ince re ly,

g

( 7'7.w
Ra y T. Willia ms on
Acting Dire ctor
Utilitie s  Divis ion

RTW:rkt
Enclosures

Cc: Docke t Control
Ele ctric Compe tition ma iling lis t

4'
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Teszimonv or` Dr. Kean-efh Rose

Summary

The  S coff be lie ve s  tha t a s  comoe 'ition in generation develops. Me cornpezidve marker will

provide a more accurate and objective basis to determine the value of generation assets. The  r`a ir

value standard in Arizona is meant to mimic a cornperidve market and allows the Commission to

use i n
*mi va lua tion m e thod tha t most c'ose§v 3/10. accurateiv amuroxlmares a rnarke' value. The S ta ff

does not accept the argument dtere is now or in the past a contract obliging the people oflArizona

IO nay tor L11'1€C01'10I1'11C COSTS. The term regulatory compact, properly understood., does not refer to

an im p lie d ,  im p lic it , or e xplicit contra ct. The Staff does not be lie ve dual the "s oc ia l com pa ct" is

now, or has ever been, a contract guaranteeing the utility a pezpetwual monopoly, &eeciom from

competition, or 8.111 cost recovery.

The StaE believes that allowing recovery of uneconomic costs i'orn customers will have a

significant negative impact on the development of a competitive generation market. In particular,

there are three ways that recovery can distort a compeddve outcome. First, recovery will act as a

bonier to entry to and exit from the generation market. Second, recovery of uneconomic costs

reduces the incentive to mitigate and reduce uneconomic costs. And third, recovery creates an

asymmetry of risk and reward that can distort the competitive market. In general, the more

uneconomic costs that are recovered, the greater the distortion of the market.

In a competitive market, inefficient and obsolete practices and Elms are either eliminated and

replaced with more efficient and superior Erma or forced to redirect their efforts to become more

\
efficient and better managed. Overall this results in society's limited resources being used in the

most productive manner. This Innis waste and strengduens the overall economic health of the

country. "Bailing out" a firm than faces possible losses hampers this screening process of a market
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economy. As a result, recovery of uneconomic costs reduces overall economic effrciencv and

impedes the development of a competitive generation market.

There are three general types of uneconomic costs: (1) costs related to Lhe generation of

electricity, or "production costs," (2) "regulatory assets" that are currently carried on the utilityls

books, and (3) public-policy obligations dirt a utility may have been required to support by state or

federal law or regulation. Only the first two are of major importance in this proceeding.

Of due several ways to estimate the first type of uneconomic costs, potential production costs,

the  S ta ff be lieves  the  "top-down" approach is  a  sa tisfactory approach. This  approach projects  the

net present value of the difference between the generation revenues that would be received if

traditional regulation continued and the projected revenues expected with competition. However,

the  S ta ff be lie ve s  tha t this  a pproa ch is  only a ppropria te  for e s tima ting the  s ize  a nd dire ction of

uneconomic costs of affected utilities in Arizona. The result of the analysis should not be used to

determine an amount of Lmeconomic cost that should be recovered from customers. The

Commission should decide the amount of "transition revenues," if any, that are needed to meet

predetermined criteria set by the Commission.

With respect to recovery of regulatory assets, Staff believes that post-in service Allowance

for Funds Used During Construction (AFUDC) should generally be classified as production assets

for purposes  of the  top-down approach. This  is  because  AFUDC is  indis tinguishable  from othe r

plant costs, and revenues &om plant are production revenues that can be recovered through the

market. In addition, regulatory assets pursuant to FAS 109 should be classified as production costs

as well. These regulatory assets are customer receivables for future income taxes. Regulatory assets

tha t should be  speciica liy considered for recovery are  those , not otherwise  dea lt with above , which

were explicitly created and booked as a direct result of an entry or order of the Commission.
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Since the recovery of uneconomic costs distorts the :ieveloprnem of a commeuuve U'l21I'k€".

the time frame for recovery should be as shop as possible. 'Rue Scar? :e:ornmer1ds than, if recovery

is allowed. the recovery mc frame. or transition period. be Ive years or less. Arv allowed

transition revenues should be recovered through a °.r1on-bvnassable" customer or "wires" charge.

This could be in due form of a surcharge added no the distribution charge for all distziburion

customers .

The question of whether there should be a "rue-up mechanism depends on how the

Commission addresses doe recovery of uneeonornic costs. The closer to complete recovery of

uneconomic costs the Commission decides to allow, the greater the need for a true-up mechanism.

Since there will inevitably be errors 'm the forecast of uneconomic costs, a true-up is needed to

reconcile the difference between the actual amount and the amount recovereci from customers and

to prevent customers from paying too much. However, the need for a true-up diminishes as less

recovery ofuneconornic cost is allowed. If the Commission allows only a portion of the uneconomic

costs, then there is little need for a true-up mechanism.

The Commission may consider a price cap as a safeguard against the possibility of the

components of the unbundled rate totaling more than the old tariff. That is, to ensure that the sum

of the generation price, the transition revenues allowed, transrnissiorg and distribution charges, and

charges for other services does not exceed the custornez's former tariff. A price cap or i'e°ze, if

used, should only exist for the Iransidon period Lt' unecouornic costs are being collected. from

customers.

A much more robust incentive to ensure rnidgadon and reducion of uneconomic costs than

any accoundne or audidna' means is to not allow, and ce"rain1y not guarantee in-front. full recovery

uneconomic costs. This woad be more consistent with the e*:"il1ciency goals of moving to a

1

of
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competitive generation marker and would be less cosziv administradvelv.

Finally. the Srafi does no: believe that securirizadon of uneconomic costs is in the bet long-

term interest of Arizona customers or the development of a CO1'I'1D€UI1V€ 1'1'l23J.'k€" SIHC3 UP results LU a

significant transfer of risk from the utility to customers.

x

I
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INTRODUCTION

Question number I

The obligation to serve and utiiirv discretion

Econormc mtexpreration of the 'Tezuiator'-° cognac"̀

View on the existence of a rezulatorv COl:T1DE'.C'

Qua lifica tions

Irnponam economic concerns

Should the Electric Competition Rules be rnodifred regarding
stranded costs. ipso. how"

The SzarlI"s priorities

TABLE  O F  C Q NTE NTS

.q

-1

A
'u

1

l

1 1 Risk SVITlI'I1€II'V

*. Opportunism by the state

\

A
* Definition of "stranded costs"

7

1 4 Uneconomic cost in a competitive market"

15 Erect of recovery on the development of a competitive market

1 6 Doesnotallowing uneconomic cost recovery hand economic eficiencv" ..... 10 n
I

Perspective on economic eticiencv
T

\

'P I

r
I
I
I

18 Others discuss economic e1°ficiencv
_m

1 9 Allowing recovery of uneconomic cost distorts the competitive market
1 6

4

!

I
I
I

i'1I Alternative ro calculating the amount o f gmeconomic cost
and allowing recovery

2 1 16

Has any other state adopted or proposed such an approach"
.17

JI

et
' M

How economic eficiencv is harmed by recovery of uneconomic costs

;
7.1

Question 2
.. .17

When should "Affected Utilities" be required to make a
"stranded cost" Ehng pursuant to .*..A.C. R14-7-I607°

• I » • /

7 Question 3
18

I
i

f
I

""\

17

1 7

8

6

1

1

0

I

What costs should be included as par' at' "stranded costs" and
how should those costs be calculated*

.17

18

1

1

9

8
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Q. Please stare your name. address. and qualifications.

A
1

-r

4
1
\
I

9 A. B/lv name fs Kenneth Rose. I am a Senior Institute Economist at the National ReauiaIorv

! Research Institute (NRRI)- the research institute of due National Association of Regulatory L'tiiit'~'

Commissioners and its member state public udiity commissions. Tae N332 25 a research deaarzmem

,4Of at The Ohio Snare University :Md I work in its Electric and Gas Division. 5/Iv business address is

7 1080 Cormack Road. Columbus. I rec-=ived my 3~< my .\LA.. and my Ph.D. in

S e conomics  from Unive rs irv of Illinois  a t Chica go in 1981. 1988. and 1988. resoectivelv. .\/Iv

9 dissertation thesis was an Economic Analysis of E!ecrric'1y Se Generarion by Industrial Firms.

1 0 From February 1984 Lhrough June of 1989, I was to Economist at the Ener2v and

11 Environmental Systems Division of Argonne National Laboratory. There I conducted economic

analysis for the United State Department of Energy, the U.S. Depanrnenr of due Interior, the Bureau

of Land Management, the U.S. Department of Commerce, the Census Bureau, the U.S. Army Corp

11 of Engineers, and the Institute for Water Resources. From .Tula of 1989 to the present I have been

15 employed at the NRRL While working at the NRRL I have designed. managed. written. and

16 presented studies on numerous public utility regulatory topics. These include competitive bidding

for power supply, transmission access and pricing, rneasuI'in2 demand-side management benetllts,

18 price-cap implementation, and most recently, the restructuring of the electric utility industry and
1

I

1 9 uneconomic or "stranded" costs. i

1

I have previously presented tesdmonv on electric utility restructudng and stranded costs
1

2 1 before Lhe Public Service Commission of Mississippi and the Joint Committee on Electric Utility
1

f

a

F
|

E
+
1

Deregulation of the General Assembly of the Stare of Ohio. I have also recently completed a
\

9

°3 nurnerotb reports and articles on electric utility restructuring and related isaies such as secudtizazion a
I

'.

I
!

*Ii and uneconomic costs.

I

IWhat are the staffs highest priorities among the Arizona Corporation Co mrnission's
a
I

nine specific stranded cost questions"

87 A. The staffs highest prforizies are issue #1, should the Eiecric Competition Rules be modified

regarding stranded costs and if so how: issue §.'8. what costs should be included as can or' stranded

20

13

1 2

26

25

28

1 7

1

Q

I

I
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or Emil cost recovery. No argument can be made that there is ;10w or was in the past a comracrin
II

* i
E
a

obiiqinu the :eooie of Ar*zona to nay br uneconomic costs.

Q- Can you elaborate on your economic interpretation of the "regulatory compact"
I

ll
-z
*u

A. A central problem in the reguiarion ofmonopoiv firms has be°n how to fairiv value the assets

and compensate for costs the I€2ulgI€d COl'l'1D¢'lIll'-. 1I1C1.1l'S. It is vvefl established near stares have the

6%
i

aurhoritv to change the wav utilirv assess are valued and die manner in which costs are recovered

7 from customers. Tris right of a sure ro change the wav uriiirv assets be valued has been uohe'd by
I .
r

1

81
the LES. Supreme Comon several ace:=sions.' However. valuation must bebed on a reasonable I

5

I
9 standard and cannot be arbitrary or capricious. Tue Saffbeiieves that a cornpeddve market provides

1 0 a means to determine the fair value of utility assets and control costs that is not arbitrary or

11 capricious. The market provides a better means to discipline costs of generation suppliers than

regulation alone at ensuring that investment decisions and expenditures we economic and in die

public interest. Of course, states are free, at their discretion, to provide compensation for

l a uneconomic assets as some states have done. But it is not a constitutional requirement as is often

claimed.

It is Lmponanr to note that the current regulatory process developed over the last several

decades was intended to act as a surrogate for competition, albeit an imperfect one, since competition

1 8 itself was viewed as impractical. The primary benet to the public from regulation was that in was

1 9 necessary to avoid monopoly pricing the: would likely occur with no regulation. The process of rate

20 cues, prudence reviews, used and usefhi tests, automatic-fuel and other expenditure pass-throughs

etc. were all intended to mimic a co mpezirive marker. It was not a perfect substitute for competition.
I

Because of an avrnmerry of information bewveer1 the regulated Firm and the regulator, as a practical

23 matter, regulators simply cannot collect all d'le necessary information needed to determine a price

I:

I

'>7

'28

The most recent case was Duquesne Light Co. et al. v, Barasch et al. in 1989.
In footnote number ll), the Court stated that a "rigid requirement of the prudent investment
mle would foreclose hvbricl svsterns....[and] would also foreclose a return to some form of
the fair value rule just M its practical problems rnav be diminishing. Tne emergent market
for wholesale electric energy could provide a reedilv available objective basis for
determining Me value of utility assets."

21

7.1

26

12

13

1 5

1 6

1 7

4
\ I
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I Question number l

Q. Should the Electric Competition Rules be modified regarding stranded costs, if so,

3 how"

A. The Staff recommends that the Electric Competition Rules be mociiied to reflect the

9 Commission's broad discretion and audwrity to address potential "stranded cost. The  S ta ff re jects

6 I
the idea die: all potential cornpeddve losses of "affected udiinies" must be recovered from customers

7 without regard to due circumstances of a affected utility investments or expenditures

a 8 It is our recommendation that Rule I-L2-1607 be modified so that "stranded cost" recovery

9 is limited to minimize the impact of recovery on the effectiveness of competition. There should be

1 0 no <8uar:mre° of stranded cost recovery. Rather the opportunity to recover stranded costs should be

11 the result of udliry efforts to be moreeicient. Proposed language is provided as per attachment 1.

Q- What are the imponnnt economic concerns thatyou would like toaddress"
i

'Hlere areseveraleconomic concerns that have been raised in testimony and elsewhere that

14 the Commission should consider. The uneconomic cost recovery issues addressed below are the |
l
I

risk/reward symmetry, opportunism by the stare, economic efficiency, and the development of a

16 competitive generation market and whether recovery distorts its development. Each of dtese issues

17 is now discussed in detail.

1 8 Q- Is there a risk symmetry under regulation that is being violated if there is no recovery

1 9 of uneconomic costs"

l 20 A. The testimony of Kenneth Gordon (on behalf oflTucson Electric Power Company) argues

2 1 that there is a symmetry between risk and read that exist with traditional regulation. Dr. Gordon

'7'7 state s

'13
than the cost of caoirzil in re:urn_ which means in effect that

24
other hand. if die investment turns out to be unsuccessful shareholders are not

25

If the invesunenr turns our to be successful. the cornpa.nyls shareholders are allowed
IO cam no more p .
ratepayers receive the cos: savmss or sumlar benefits of the good invsunent. On the

penalized-rarepavers muM responsible for covering its costs. (Lines 9 through 18,
page 8)

26

27

i

28

1 5

12

13 A.

5
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Q. Is changing ro a competitive market to value utility assets opportunism"

I

I

4

i t
I
1

*t
t

.s
=I

A. I f a state were to switch its method of valuation back and rbnh whe n it be ne titie d

ratepave's or did so to simpiv penalize stockholders. then Luis e'earlv would be oooortunism. The

! intent behind the restructuring of the electric industry is not no punish uriiiries r`or any decision they

5 i
i

6

made. but ro improve :he incentives to minimize costs over what occurred Linder reauiation. Tn-e

Staff disagree with Dr. Gordon (lines *O Mrough "8. page 8) :her the stare cannot change the wav
\

7 assets are valued without compensation and to do otherwise would be opportunism. States have

3 changed the way utiiides were regulated several times in the past. For example, changing firm

9 reproducrioneost rare-base valuation to original cost or disallowing intangible assets in rate base

1 0 (such as good will or franchise value). Also, federal, state. and local governments change tax laws

11 and land use policies, and other indusu'ies such as airlines and crucldng were deregulated usuailv

without providing compezzsadon to potential losers as a resit of the policy change.

The Sta8` believes that moving to a competitive szeneradon marker. 'm effect moving to a I

14 market valuation of asset's, will provide a superior means of assessing the fair value of assets and

judging the appropriateness of costs. Tris will undoubtably mean that there will be winners and

1 6 losers 8 a result of the change, but this cannot be construed as arbitrary and capricious.

1 7 a Please provide your definition of "stranded costs""

1 8 A. "Stranded costs" is an issue that has emerged as the electric utility industry is being

19 resrrucmred by introducing competition at the generation level. These costs are defined as costs
l
3

I
I

20 incurred by a utility to serve its customers that were being recovered in rates but are no longer I

21 recoverable due to the availability of lower-priced alternatives Lean have replaced the utiliw_ supplied
9
l

l
|_
i

77 powe r. The Federal Energy Regulatory Commission and every stare that has considered competition

in generation has addressed this issue is some manner. These  costs  tha t a re  ca lled "s tranded" are
I
I

24 more accurately described as uneconomic since these costs are found by the workings of a

competitive marker and not by a govemmenr entity. Of course, not all utilities have uneconomic

26 costs and not all utility costs are uneconomic. This depends on axe working of the market. If the
I

v
I

I
I
»17 marker price is suHic'enrly high, Lien urxeconomic costs decline or are even eliminated. As the
l

28
I

market price falls, uneconomic cost will increase. A prooiern ohm policy makers fac- T.OCI3.\. IS ["lO.1 I
|

s
I

23

95

13

15

12

Q

y .

l
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tha t recovery Lmpedes the éevelopmenr of a competitive generation rnarkex and reduces overall

II

@f*QnQH]iQ e":"c;er1cv.

-n
"\ The in=;n economic argument for permitting more competition for electric generation is that

it encourages .51-namic economic ei.ic4encv Competition encourages dynamic eficiencv by

q
. . . r

rnotivanina us;::€es to take ac'ions that make it more comoetirive. This includes closing ineficiem

6 plant. making :aw investments dlat improve the overall competitiveness of the company, reducing

their operating costs, expanding into new markers (both geographic and new products), alli DO

8 other actions to improve Lheir competitive position. Utilities across the country have already been

9 lowering prices to retain industrial customers and municipalities that border a neighboring utility

10 with lower rates. Incfuszriai and large commercial customers. with the a dde d option of se lf-

11 generation. have also been negotiating lower rates.

Q~ If "stranded cost" recovery is allowed, what effect will it have on the development of

a competitive market"
. \

1 4 A. Requiring recovery of uneconomic cost 80m customers will have a negative impact on thes
'J
g
.1

1 5 development Rf a cornpedtive generation marker. In particular, there are three ways that recovery

1 6 will distort a competitive outcome. First, a recovery surcharge will act as a bonier to entry to and

exit from the generation marker. Cornpetidon requires that carnperitors such as new independent

1 8 suppliers and oilier utilities are able to compete on a equal basis with the incumbent utility. This

1 9 means no special advantages are given to the incumbent. In fact, the incumbent utility will already

20 have an advan c e in terms ofname recognition. established ties with its current customers, and, in

2 1 most cases, sunk investment that has been substantially recovered. This also means that entrance

22 into the incumbent utiliqfs territory by alternative suppliers is not inhibited in any significant way.

Allowing recovery of Lmeconornic costs, however, provides both an advantage for the incumbent
I

4
I
I 24 utility and makes it more dl&cult for altemadve suppliers. This does not mean that no one will

25 enter, only that Lluere will be less entry than without the barrier.

In addition. ineicienr suppliers are encouraged to continue to operate inefficient plants. In

this wav recovery of uneconomic costs acts as a barrier no exit from the marker when it would g
II28 otherwise be e"onomic to do so. This is related to the second problem: recovery of urxeconomic

9

27
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26
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l
I

based on marginal cost T.O Me Lltuuv s rare :her *s Hosed on long-run average cost. Tris possibiiitv

I was raised by Kenneth Gorcionls teszimonv (lines 11 through 19
. .Uao:€ ,

s i
S 3.

r o '

[en. [ha

z ,
\.\a(

J first raised when. for example. Ir was noted that an industrial customer may favor set?-generation
I

4over unilitv power when the marginal cost of se'tl-Qeneration is compared Io the urilitj»"s rate.

However the long-nm marginal cost of the utility may be lower. From a productive ethic:en<:~.

r
O standpoint. thererbre. the sunolv orion with the lowest marginal cost may not be selected. This

Droductive ine§ciencv is referred to as "unecononlic bvuass." Lneconomic bypass is likeiv to occur

8 a dv in a very limited circumstanvs; wh€r1 the alternative supply option has a marginal cost less than

9 the utilirv_'s rare but greater than Me utility marginal cost. There  a re , in addition, three  othe r

1 0 problems with this concept.

First, uneconomic bypass has very little meaning in a competitive generation market.

Uneconomic bypass may be a problem when due utilities are vertically integrated and the utility'

rate reflects the long-run average cost of all services a utility supplies. However. when services are

14 unbundled, generation Eom different sources will compete based on price or marginal costs.

l5 Customers that choose an alternative supplier will be required to pay for distribution, transmission,

1 6 and other system charges. This isolates time generation and should avoid the uneconomic bypass

problem since suppliers will be competing on a magical cost basis.

1 8 Second, related to Lhe problem of creating a barrier to entry and erst already discussed.

1 9 recovery of uneconomic costs will prevent economic bypass from occurring. If a customer has a

l to choice of an a lte rna tive  supplie r where  a surcharge forgecqvery of the utiliqr's uneconomic cost is

2 1 added no the supplier's price versus the incumbent utility's generation price, the customer Inv select

the  utility. Howe ve r, it is possible dear the dtemariveS marginal cost is lower. For example, assume

2.8 the utility's marginal cost is 3.5 cents/'<Wh and the alternative supplier's marginal cost is 2.5

7-4 cents/k\'v'h; if the uneconomic cost surcharge is 2.0 cents<\Vh, then the customer will pick due utility

25 since the alternarivels apparent price is 4.5 car:tsi"kWh versus the utiliry's marginal cost of 3.5

26 cents/kWh. This is inefficient in terms of Droductive erlicienc'v' because the altemativels marginal

cost is lower.
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be caused by changes in rechnoloev. ire! rices. or reauiatorr ooiicv Obvious  iv. Ir is  this  La s ;

C'XOQ€!1OU.S factor that is now changing. These in the c..r*..es ave' zirne are caused by dynamic

9
"9- effects. When developing a reguiarory' poiicv. therefore, it =`s 'rnporta.m to also confide' this second.

1 and in many respects more imponanr type or` et3ciencv.

av
's A Kev difference benveen static and dynamic efriderxcv is the element of time. Dyna mic

6 eficiencv assumes Lhat the utiiitv's marginal cost can or does change over time or. more irnnonantlv.

can be induced by poiicv to change. Competitive makers are by nature dynamic and it is these

8 dynamic effects that are sought in the current electric induszrv restructuring. efforts. Ma rke t

9 competitors are driven ro innovate and control eosrs ro retain or attract customers (as long as it is or

10 is expected to be probable). Dynamic etlflcient regulatory options provide more incentives for the

11 utility to reduce its costs. Utilities can reduce costs by, for example, renegotiating fuel contracts,

12 reducing operation and maintenance costs, or reducing the ¢ar=:~'ins cost of capital.

Lm theory_, static efficiency requires Thai only economic bypass occurs. This is a necessary

1

1
9;,

14 but not suicient condition for dynamic efficiency, however. While there may be fade efficiency,

15 or no uneconomic bypass with production of a given output only from the lowest cost suppliers, this

16 does not mean that there is dynamic e§ciencv. Although. cornniete dynamic eficiencv would

17 require that static eiidency be achieved. In shop, dynamic efficiency is the broader and overall

18 eiciency condition to measure social welfare. Static eiticiency would only indicate that production

19 was from the lowest cost producers at a given time.

20 In practice, these two def initions of econorrgc eiiciencv are distinct in other ways.

2 1 Regulators may be able to determine if the lowest cost producer is supplying the power, by

comparing lcnown costs, however, determining whether this is dynamically effntient would probably

be impossible. Dynamic efiiciencv is found through the workings of the market where customers

b e choosing their supplier and producers are seeking every oppommitv_ to reduce costs. For

25 example, any action that limits die number of competitors rnav appear to ensure economic et"Hciencv.

26 but may remove competitive pressure on the utility to control costs. Als o . regulators Inv xmnose

access. entrance. or exit fees. in due interest of static eficiencv. but could interfere with the marks'
1

281 Ending the dynamic efficient solution. Tris 's an irzescapa'=ie (mad pa-haps paradoxical) outcome
l
I

10

22

13

7

18



I

I
|
I

1
H

I competitors. The dynamic ez3"1c'encv gains ti-om reduced costs. innovation. and lower rices to

consumers. while difficult so oreciicn almost cernainiv outweigh any loss in static eficiencv

3 Wanders attacks the entire notion of uneconomic bypass and questions whether it actuailv

exists. In his view. the notion of uneconomic bypass "misses the whole disequilibrium feature of

the compe titive  proce s s . Compedrion is a proc°ss by which economic ef§ciencv. in a static

6 equilibrium sense, is brought a bout'
_ .

.a (emohfsis in the original). Arv "uneconom.ic" cornnefition

is "the most efficient means of bringing about the economic end" and "in  th e real world...

8 competition by allegedly inet8l1cier1t providers happens all the time, and in fact in the long-run

9 z' He adds Mat the "'cost' is non onus noneconomic and sunk: It is

10 a fiction created by the regulatory process to began with -- a regulatory process Lhat has resulted in

11 the massive distortions to economic e1°Eciency.""'

1 3 On the issue of negulators attempting to correct or prevent the loss from static ineficiencv,

he  note s  tha t it would *entrench the existing efficiency-distorting regulatory mechanism and deflect

1 1 the corrective forces of compeddon.#91 Moreover, to suggest that the regulator "is suddenly going
4

15 to come up with a costing methodology that solves the uneconomic bypass problem in the litigious

16 atmosphere of a regulatory environment is naive."'°' These practical problems of "entrenchment"

of inefficient regulatory costs and the rneaurement of the inef5ciency are serous limitations that

18 cat si@ficanr doubt on the pracricadiry of attempting to prevent uneconomic bypass.

19

20

2 1 4:

77

Uneconomic bypass will likely only occur in a limited range and the loss in

efficiency relatively small. The potential loss from "insur'Hcient" bypass, on the other hand,
could occur over a much wider range and be much larger.

74
John T. Wanders, The Economics of Te!ecommzmicarfons.. Theory and Policy

(Cambridge, MA: Ballinger Publishing Cornpanv, 1987), 259.

25 Ibid., 260.

26 Ibo., 261 .
I
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I

financia l 'nrezxrirv of the  utiiizv Tris would not necessaxiiv maintain the same level of :rorirabiiirv

!
* 1

i
I

as under regixztion. Yr this c.*se. the  Commiss ion e s tima te s  the MQ_1'i{€{ 1'€V€3ll€ Ana 3_1'1v accuxonai

"4
'\ revenues required to maintain :he financial integrity of the company for each year in the transition

I pe riod. Tris would require detailed aualvsis of the urilityls books and records by the Commission.

5 The uriiitv would univ be allowed these revenues during the transition period.

6 As is discussed in response no question 7. if this "transition revenue" amount is less than the

7 estimated uneconomic cost. en the Commission may consider determining an :Lmountup r}ont and

8 not adjusting i throughout the zrzmsfrion period. The am)um can be reduced each year during the

9 transition period and be zero after the transition period.

10 If it is decided by the Commission to allow recovery, the Staff prefers a transition revenues

11 a pproa ch.

12 Q. Has any other state adopted or proposed such an approach"

A. Yes. There is a proposal under discussion by Ohio state legislators. No state, however, has

\

4
4

14 adopted such an approach.

Q. Please summarize your understanding of how economic efiiciencv is harmed by

Te recovery of uneconomic costs"

17 A. Recovery of uneconomic costs distort the development of a competitive generation market

18 and reduces overall lone-term economic efficiency. This occurs by maldlnz it more difficult for

19 alterative suppliers to compete with the incumbent utility, discourages mitigation of uneconomic

20 costs by utilities, and provides an unfair advantage to jncqmbem utilities. Of far more long-term

importance to the state than avoiding uneconomic bypass is the development of a truly competitive

market. This is best done by not favoring or hobbling one supplier over another.

Question 2

71
•

When should "Affected Utilities" be required to make n "stranded cost" filing pursuant

to A.A.C. R1--'7~1607° I
i

26 A. Sixty days i'om when due Commission issues an Order from this Proceeding.
4

I
r

1

i

I

U
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1 conside'eci`). For these reasons :he Slat? be'ieves Mat. while nor ideal. the too-down anuroach is

4\ sausfacto PX alternative .

'N
4

-1
l The Stat? believes that this anoroach is univ auorooriare for estimating the size and direction

1 of uneconomic costs of affected utilities in Arizona. The result of the analysis should not be use

ro determine an amount of uneconomic cost :her should be recove'e:i tom customer. w
-~.:\
. .

6
_l
/

Commission should decide due amount of transition revenues. if any. that are needed to mea: :e

predetermined criteria discussed previousiv.

S Q. What is the recommended calculation methodology and ussumpdons made including

9 any determination of  the marker clearing price"

10 A. As noted, the StaE believes that there are many important assumptions that will have

11 considerable impact on the estimate of uneconomic costs. The impact of the assumptions should be

12 explicitly analyzed and discussed when the results are presented to the Commission.

Specifically, the Staff recommends that when the top-down approach is used to estimate
..w"* -.

"I
3
ii7

.7

1 affected utilities uneconomic costs, several assumptions should be discussed in detail and a

15 sensitivity analysis conducted on their impact on the outcome. The  prole cLion of the  ma rke t riceJ p

16 for power in the region has a particularly significant impact on the estimate of uneconomic COSILS .

17 For example, a relatively small increase in the forecasted price, iacrions of a cent per kilowarnhour,

18 can significantly lower or even eliminate the eslimaxed amount of uneconomic cost. The Staff,

19 Lherefore, recommends that a range of prices be analyzed, using at least two price scenarios. Also,

20 theseprice scenarios must reflect die projection of a retail price that end-use customers will likely

2 1 It should not be based on a projection of wholesale prices that wholesale and other large ;

I
I
I

if) customers face in the spot market.
4

1
I

Other important assumptions that should be discussed include:

').:l

E
25

Reail demand- assumptions on the future demand for elect-icitv_ in the area should
also be described. Spectficallv, whether ft ts believed that there will be an increase.
decrease or that demand vnll renan constant over the period.

26
a

77

Discou.nt rate - when calculations The net present value of die difference benveen the
regulatory and competitive revenue streams, the affected utility should use several
different discount rates to demonstrate the effect. Also, the logic behind the number
or numbers used that are believed to be the most appropriate should be discussed.

I
I

c
I
I
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I winer off the asses for rinanciai reporting purposes. :t iS univ :orzsistem with our susuested Qenerai

treatment of post-in service AFTQDC that revenues zrcrn any production assets would be receivable

3 as production revenues or through miriganon e':o.rrs.

In addition, regulatory assets pursuant to
1"
1. AS 109 should be  classified as production cos ts

<
-v as well. These reaulatorv assess are customer recd-lvables for future income taxes. FAS 109 assets

6 are deferred tax liabilities whe"e cuszome' receivables for future income taxes are exnecred.

Although the booking of deferred lia bilitie s as a regulatory asset reflects general accepted

8 accounting principles , the balance sheets of electric utilities also reflect FAS-109 related "credits"

9 associated with plant. As plant is depreciated over time these asset and credit balances disappear.

1 0 Further, FAS 109 regulatory assets are bound up in the future productivity and future profitability

11 of the  utility a s  a  whole .

1 2 Regulatory assets that should be considered are those. not otherwise dealt with above, which

were explicitly created and booked as a direct result of an entry or order of the Arizona Corporation

14 Commission. Any other regulatory asset should be viewed 8 production costs or in connection with

1 5 mitigation ports of the e1ecrn°c utility.

1 6 Question 4

1 7 Q. Should there be a limitation on the time frame over which "stranded costs" are

18 calculated"

1 9 A. 'Hue time frame over which uneconomic costs are estimated is another irnponant assumption.

20 The matirnum is clearly the expected life of the generation assets. Generation sets will likely be

21 retired at different intervals. Thus, when the estimate is made of the regulatory revenues, retiring
s

assets should be removed from the I'€v€HLl€ sueaIn. This  is  us ua lly the  point whe re  the  origina l

investment is depreciated. As noted, new caoiral additions should not be factored into the analysis.

\
24 Question 5

25 Q. Should there be Hz limitation au the recovery time frame for "stranded costs""
1

26 Since the recovery of uneconomic costs distorts the development of a competitive make' as
\

discussed, the time frame should be a short as possible. The  S ta ff re comme nds  tha t. if re cove r: is

28 allowed. that the recovery time frame. or :ransizion
4

I 1

I
I

l

22

23

13

27
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i ffs

the amount collected so than reconciliation. can occur. This will iike'v 'ah a lengthv and drawn out
I

i process.
I
I
I

- »
I

An additional consideration is incentives. Determining die xzzomt at recovery LID front and

I a llowing a n a ffe cte d utility to retain Me proceeds. :nay provide :more incentive to mitigate
I

uneconomic costs. If due utility believes that the difle'ence benneen the s.c'ua1 and amount :Evered

will simpiv be returned to the custornen they will Iikeiv have a diminished incentive Lo mitigate.
1

J

a n
J

I The tradeoff between accuracy and ease of implementation. and the diminished incentives
I

l
i

8 ah strong argument against having a true-up mechanism. Also, the  S tay be lieves  tha t the re  is  no 1

9 need for a true-up mechanism if the Commission decides to allow transition revenues Ma): is less than

1 0 [he amount of estimated uneconomic costs.

Question 8

12 Q. Should there be price caps or a rate freeze imposed as part of the development of a

stranded cost recovery program and if so, how should Ir be calculated"

The Commission may consider a price cap as a safeguard against the possibility of the

1 5 components of the unbundled rate totaling more tha n the  old That is , the sum the

16 generation price, the transition revenues allowed, transmission and disk-ibution charge, and charges

1 7 for other services does not exceed the customer's former tariff A price cap or freeze, if used, should

1 8 only erst for Lhe transition period while the transition revenues are being collected from customers.

1 9 Question 9

20 Q. What factors should be considered for "mitigation" of stranded costs"

2 1 To be consistent with dynamic efficiency Md less costly ad1:nin.is'crative1y, the best way to

7 '> encourage mitigation would be to simply not allow, and certainly not to guarantee up-front, full

recovery of uneconomic costs. This provides a much more robust incentive to reduce uneconomic

'hi costs than any accounting or auditing means. This would also be more consistent with the treatment

'25 of uneconomic costs in other deregulated industries.

Tue Federal Energy Regulatory Commission (FERC) was one of the Hist to ask this question.
I

I

'27 'H'lev asked "how should the Commission ensure tha t the  utility takes  a ll re8onabie  s teps  to u.lU.g§[@

its own costs so as to minimize what the customer would have paid" How should the C ornmission I
I

2:
E
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I

9
I
I

I

1

i
i

.  »
L through a collection mechanism. such as a "transition charge" or othe r "non-bvpassable" obligation

placed on rzitepavers. The property dghr can be transferred by the utility to a designated trustee. If

q
1 this morion is exercised by the urilitv. Lhe mists: then issues a security or bond and pays the utility

ii the cash proc=eds t`rarn the sale of the securfqr in the financ'aI market less transaction costs in

exchange  :Br the property right. The cash price°ds the utility receives should equal due discounted

6 present value of the customer charge revenue stream. The urilily or dmszribution cornnanv collects

/ the customer charge from the customers and transfers the funds to the trustee that then transfers i t

8 to the security holders. Tue benefits of securitization come primarily from the replacement or

9 refinancing of the utility's existing capital structure of debt and equity with lower~cost debt. Any

10 savings realized from securitization are often required to be given back to retail customers.

11 The securities ah essentially backed by a pledge that the securities will be paid in full,

1 including principal, interest, and financing costs. These securfnies ha ve a value because of the

promise 10 create and sustain the I€V€HU€ stream from the customer charge until the  de bt is pa id .

1_. California, Pennsylvania, Montana, Illinois, Massachusetts, and Rhode Island have adopted

la legislation that allows utilities to use this option and other stares are considering it.

16 While securitization can potentially lower the capital carrying cost, there are at least two

17 significant drawbacks for customers. First, to obtain a higher bond rating than current utility debt

i s and realize the lower debt cost, any securities issued would have to be irrevocable and provide

assurances that recovery is guaranteed fur the life of the bond. Securitization provisions usually

80 contain a true-un mechanism that raises or lowers the customer charge no adjust for changes in the

2 1 number of customers or demand level. However, die amount initially ser as the principal of the bond

22 cannot be changed. Tris may be a problem if the actual amount of competitive loss is less than the

2.8 amount forecasted when the principal was authorized. As noted, these estimates are based on dozens
I

7-4 of explicit and implicit assumptions used in the analysis, any number of which may mm out to be

2. incorrect. Tris represents a significant risk for customers who would have no recourse if the loss
i
»

26 does not materialize as expected.
.
v

I

7,7 A second limitation is that securitization results. in a large infusion of cash into the urilitv
I
J
I

I
l
I

l

28 The Commission may be able to direct that the cash be used to buy back equiv and reduce debt.
:
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ATTACHMENT 1

R14-2-1607.8 should be modified to read:

urunmtiqated Stranckd Cost by Affected"The Commission she" 5/LAY allow recovery or'
Utilities. IN ORDER TO BE ELIGIBLE TO RECOVER STIL4.\'DED COST, AN
AFFECTED UTILITY MUST DEMONSTR-'~.TE TPL-W IT H85 SUCCESSFULLY
UNDERTAKEN EFFORTS TO D~ICRE'8~.5E ITS EFFICIENL

I99v/2 /nw  be  v  f - :4 / /we  /1*  S
I f a 8 6 w n 4 0 » 1  &  6 / $ J - 8 s  . /I

R14-2-1607.I should be rnodiied to read:

The Commission shall, after hearing and consideration of analyses and recommendations
presented by the AElecred Utilities, staff and interveners, determine for each Affected Utility
the magnitude of Stranded Cost, IF ANY; WHETHER RECOVERY IS APPROPRIATE
AND, IF SO, THE AMOUNT OF RECOVERY, and appropriate Stranded Cost recovery
mechanisms and charges IF RECOVERY IS ALLOWED. In making its determinations et
n:.::':aaisn:s and c";.;gcs, the Commission shall consider at least the following factors:

6
J.
/ I
7 .

in the competitive marker;
5.

6.
7.

8.

9.
10.
11.

2.

1. The impact of Stranded Cost recovery on the effectiveness of competition; AND
WAYS TO tvtnminzr THAT IMPACT;
The impact of Stranded Cost recovery on crstorners of the Ai'8lected Utility who do
not participate in the competitive market;
The impact, if any, on the Affected Utility's ability to meet debt obligations,
The impact of Stranded Cost recovery on prices paid by consumers who participate

The degree to which the Affected Utility bu mitigated or oElser Stranded Cost;
The degree to chic" some assets have values in excess of their book values,
Appropriate treatment of negative Stranded Cost,
The time period over which such Stranded Cost charges rnav be recovered. The
Commission shall limit the application of such charges to a specified time period;
The ease of determining the amount of Stranded Cost;
The applicability of Stranded Cost to interruptible customers;

.
The amount of electricity generated by renewable generating resources owned by the

Affected Utility.
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National Regulatory Research Insecure, NRRI 93-15, Columbus, Ohio (December
1993). .

Kenneth Rose and Robert E. Bums, eds., Regulatory Policy Issues and d'ie Clean Air
Act; issues and Papers From die State lmplementadon Workshops, The National
Regulatory Research Institute, NRRI 93-8, Columbus, Ohio (]fly 1993).

Kenneth Costello, Robert E. Bums, Daniel ]. Duann, Robert ]. Graniere,
Mohammad Harunuzzaman, and Kennedl Rose, A Synopsis of The Energy Policy
Act of 1992: New Tasks for State Public Utility Commissions, The National
Regulatory Research lrzsdtute, NRRI 93-7, Columbus, Ohio (]ume 1993).

Kenneth Rose and Robert E. Bums, Regulatory Policy Issues and the Clean Air Act:
An Interim Report on the State implementation Workshops, The Nationai
Regulatory Research Institute, NRRI 92-17, Columbus, Ohio (August 1992).

Kenneth Rose, Robert E. Bums, ]ay S. Coggins, Mohammad Harunuzzaman, and
Timod'ly W. Viezer, Public Utility Commission Implementation of Me Clean Air
Act's Allowance Trading Program, The National Regulatory Research institute,
NRRI-92-6, Columbus, Ohio (May 1992).

I
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KENNETHROSE ~- continued

REPORTS - continued

Kevin Kelly, Robert E. Burns, and Kenneth Rose, An Evaiuadon for NARUC of the
Key Issues Raised by Me FERC Transmission Task Force Report, The National
Regulatory Research institute, NRRl-90-7, Columbus, Ohio (January 1990).

Robert E. Bums, Daniel ]. Duann, KenneM Rose, Kevin Kelly, and Narayan S. Rau,
"Discussion Papers on Compeddve Bidding and Transmission Access and Pricing
issues in Me Context of Integrated Resource Planning," prepared under a contract
between the NRRI and the Public Lldlides Commission of Ohio (January i990).

D. A. Hanson et al., Regulatory and Infrastructure impediments to the Efficient Use
of Natural Gas, Study 2 Report of the Natural Gas Initiative of the U.S.
Department of Energy, Draft Report, Argonne National Laboratory, Argonne,
Il l inois (May l988).

Kenneth Rose, Economic Analysis of Electricity Self-Generation by Industrial Firms,
Ph.D. Dissertation, Department of Economics, University of Illinois at Chicago,
Chicago (I 988).

D. A. Hanson, K. Rose, and E. ]. Kohout, Analysis of the Distribution of NPC
Respondents: Alternative Oudooks for Oil and Natural Gas, Drawl: Report, Argonne
National Laboratory, Argonne, Illinois (November 1986).

K. Rose, Measures of Inputs and Outputs for Service Industries, Draft Report,
Argonne National Laboratory, Argonne, Illinois (May 1985).

K. Rose, S. LaBelle, R. Winter, and Y. Klein, Impacts of the Proposed EPA Action
to Reduce Leaded Gasoline Use on Minorities and Low-Income Households,
Argonne Nadonai Laboratory Report ANL/EES-TN-289, Argonne, illinois (April
1985).

D. W. South, ]. C. Nagle, ]. W. Nagle, K. Rose, and R. C. Winter, Local Effects of
Tar Sands Development at the Tar Sands Triangle Site in Utah: A Socioeconomic
Analysis, Draft Report, Argonne National Laboratory, Argonne, Illinois (February
1985).

Kenneth Rose and David W. South, Effects of Petroleum Market Deregulation
Minority and Low-Income Households: A Determinant Analysis and Research
Agenda, Draft Report, Argonne National Laboratory, Argonne, Illinois (laniary
1985).
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KENNETH Rosa -- continued

CQNFERENCE PAPERS - continuecj

Kenneth Rose, "Planning Versus Compeddon and Incentives: Coniiicts,
Complements, or Evoiution°" presented at the Electricity and Federalism
Symposium, Princeton University, Princeton, New Jersey, June 24, 1993.

Kennedy Rose, "Public Utility Commission Treatment of Environmental
Extemalides," presented at the Sevendi Annual Regulatory Educationai Conference,
sponsored by The Canadian Association of Members of Public Utility Tribunals,
Ban ff, Alberta, Canada, May IZ, 1993.

Kenneth Rose, "Regulatory Treatment of AllOwances and Compliance Costs,"
presented at lmplemendng Emissions Trading, held by The H. John Heinz Ill School
of Public Policy and Management and The Pennsylvania Public Utility Commission,
Pittsburgh, Pennsylvania (December 8, 1992).

Kenneth Rose, "Regulatory Treatment of Emission Allowances and due Allowance
Trading Market," presented at the Seminar on Power Contracdrzg in a Compedtjve
Market, sponsored by ECC, inc., Arlington, Virginia (October 7, 1992).

Kennedy Rose, "Public Utility Commission Policy and the Allowance Market: Some
Implementation Issues," presented at "Will Utility Regulation Frusu'ate or Advance
Environmental Reform? Regulatory Treatment of Clean Air Act Acid Rain
Ailowances," sponsored by The Federal Energy Bar Association and The American
Bar Association Sections of Natural Resources, Energy and Environmental Law and
Public Lltiiity, Communications at Transposition Law in cooperation with
Coordinating Group on Energy Law, Washington, D.C., May 20, 1992.

Kenneth Rose, "Public Udiity Commission Policy and Me Allowance Market: Some
lmplememadon Issues," presented at the National Conference of Regulatory
Attorneys, Columbus, Ohio (May S, 1992).

Barry D. Solomon and Kenneth Rose, "Privatization of PoIIluLion Rights: Making the
Market for SO2 Emissions," presented to due Association of American Geographers,
San Diego, Caiifomia (April 19, 1992).
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PRESENTATIONS - continued

KENNSTH Rosa -- continued

"What Do We Get Wider Stranded Cost Recovery" presented at ELCON Seminar,
"Power Polidcsz State and Federal Initiatives," Washington, D.C., October 30,
1997. .

"ElectriC Utility Securitization," presented to Stare of Vermont House of
Representatives, House Electric Udiity Regulatory Reform Committee, Montpelier,
Vermont, October I, 1997.

"Performance-Based Ratemaking," presented to State of Vemlont House of
Representatives, House Elearic Utility Regulatory Reform Committee, Montpelier,
Vermont, October 1, 1997.

"Securidzadon of 'Stranded Costs': Benefits and Risks to Customers," presented at
Fall Meeting, NARLIC Staff Subcommittee on Accounts, Portland, Oregon,
September 22, 1997.

"Electric Industry Restructuring: Activities and Issues Around die Country,"
presented to Indiana General Assembly, Regulatory Flexibility Committee,
Indianapolis, Indiana, September Io, i 997.

"Securidzadon of 'Stranded COStS': Benefits and Risks to Customers," presented at
conference, "Implementing Electric Remil Access in Illinois," Springfield, Illinois,
September 5, 1997.

"Securitization of 'Stranded Costs': Benefits and Risks to Customers," presented to
die Kansas Retail Wheeling Task Force, Topeka, Kansas, September 3, 1997.

"Stranded Costs," presented to the Kansas Retail Wheeling Task Force, Topeka,
Kansas, September 3, 1997.

"Electric Industry Restructuring: Activities and Issues Around the Country,"
presented at 1997 American Bar .Association Annual Meeting, Section of Public
Utility, Communications and Transportation Law, San Francisco, Cali fomia, August
5, 1997. - -

"Scrutinizing Securidzadon: A 'Win-Win' Solution or a Catch-22 for Consumers°"
presented at NARUC Summer Committee Meetings, Committee on Electricity, San
Francisco, California, ]fly 21, 1997.

1
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PRESENTATIONS - continued

KENNETH Ross -- continued

"Developing a Merger Policy in a Comperidve Electric Market/'The Federal Energy
Bar Association Mid-Year Meeting, Energy Mergers Panel, Washington, D.C.,
November 14, 1996.

"The Impact of Mergers on Retail Compeddon," presented at lnsduite of Public
Utilities Michigan State University Conference, "Antitrust, Merger Guidelines, and
Regulation of Utility Corisolidadon, Washington, D.C., November 7, 1996.

"A State Regulatory Perspective on FERC Open Access," presented at American
Public Power Association "Pre-Seminar Workshop: FERC Orders No. 888 and
No.889 on Open Access," Williamsburg, Virginia, October 27, 1996.

"Determining Stranded Cost Liability," presented to the Public Utilities Commission
of Ohio, Columbus, Ohio, August 26, 1996.

"Implications of Changing Risks in the Electric Utility industry: Regulatory
Strategies," presented at the 1996 Wester Conference of Public Service
Commission's 55th Annual Convention, Snowbird, Utah, June 10, 1996.

"Overview of Stranded Cost Issues: A Regulatory Perspective," presented at EDS
Financial Issues Conference, Stone Mountain, Georgia, May 7,  1996.

"Regulatory Treaunent of Stranded Cost and Benexirs," presented at the Sevend'l
Institute of Public Utilities' NARLIC Advanced Regulatory Smdies Program,
Annapolis, Maryland, January 25, 1996.

"lmplemenradon and Scare Repercussions of the FERC Mega-NOPR," presented
the Seventh Institute of Public Lldliries' NARUC Advanced Regulatory Studies
Program, Annapolis, Maryland, ]january 25, 1996.

at

"Overview of State Commission Action on Electric Lldiity Industry Rest1'Licturing,"
presented to the Virginia-Maryland-Deiaware Association of Electric Cooperatives,
Richmond, Virginia, ]january 22, 1996.

"Overview of State Commission Action on Electric Utility industry Restructuring,
presented to die Ohio Public Udiities Commission, ]january 17, 1996.

N

"Mitigating Transition Costs: Options for Regulators and Utilities," presented at
"Transition Costs in a Restructuring Electric Industry Workshop," at the Third DOE-
NARUC National Electricity Forum, Washington, D.C., December 3, 1995.
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PRESENTATIONS - continued

KENNETH ROSE -- continued

"What State Commissions Will Look for When Dealing with Stranded Cost,"
presented at "Successfully Overcoming Stranded investment in d'le New
Compeddve Power Market, " held by intemadonal Business Communications, Lake
Buena Vista, Fiorida, May i6, 1995.

Round Table Participant, Stranded Costs Plenary Session at The U.S. Department of
Energy and National Association of Regulatory Utility Commissioners' Second
National Electricity Forum, Providence, Rhode Island, April 21, 1995.

"Should Externalities be Considered, and if so, by Whom?" Social Costing
Workshop, held by the British Columbia Utilities Commission, Vancouver, British
Columbia, March 29, 1995.

"Incentives~Baed Approaches to Controlling Extemalides," presented at Brave New
World: Managing Externalities in a Competitive Electric Utility industry, sponsored
by Center for Regulatory Studies, Chicago, Illinois, November 17, 1994.

"Stranded Costs. Through the Looking Glass: Regulatory Advenaires in the Land of
Retail Wheeling in Electric Utilities and Bottleneck Compeddon in ._
Telecommunications," National ,Association of State Utility Consumer Advocates
(NASUCA) Annual Meeting, Reno, Nevada, November 14, 1994.

Round Table Participant, "Equity and E§ciency in Retail Markets: How Can They
Be Optimized?/' The U.S. Department of Energy and National Association of
Regulatory Utility Commissioners' National Electricity Forum, Washington, D.C.,
November 2, 1994.

Moderator and speaker, session on "Application of Market-Based Mechanisms for
Environmental Protection-Mat Works? What Doesn't°' What is Nexr3," Public
Policy Roundtable on Business and the Environment, Sponsored by the Schooi of
Public Policy and Management and die Schoof of Natural Resources, The Ohio
State University, Columbus, Ohio, October 14, 1994.

"Electric Utility Regulation and the Environment: Recent Actions and Debate in the

Saskatchewan, September 22, 1994.
LLS., Principles and Practices of Social Costing Conference, Saskatoon,

Chairperson, Electricity industry Restructuring Sessions of the Ninth NARLIC
Biennial Regulatory Information Conference, Columbus, Ohio, September 7-9,
1994.
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PRESENTATIONS . continued

s

KENNETH Ross -- continued

Panelist, "IRP/LCP Versus Competitive Market and incentives: Conflicts,
Complements, or Evolution" The Eleventh National Regulatory Conference,
Richmond, Virginia, May 18, 1993.

Organizer and Speaker, The "NRRl Clean Air Workshop: Workshop on Developing
Public Utility Commission Rules and Procedures for Electric Utility Compliance with
the Clean Air Act Amendments of i 990," for Wester States, sponsored by Ll.s.
Environmental Protection Agency and U.S. Department of Energy, Albuquerque,
New Mexico, March i 8-19, 1993.

Discussant, I/S02 Trading Impacts on a Utility: Internalizing an Externality,"
Workshop on Market-Based Approaches to Environmental Policy, sponsored by awe
MacArthur Foundation, Chicago, Illinois, February 17, 1993.

Organizer and Speaker, The "NRRl Clean Air Workshop: Workshop on Developing
Public Utility Commission Rules and Procedures for Electric Utility Compliance with
the Clean Air Act Amendments of i 990," for New England States, sponsored by
U.S. Environmental Protection Agency and U.S. Department of Energy,
Portsmoudu, New Hampshire, ]january 2i-22, 1993.

Chairperson, Clean Air Act Section of the Eighth NARUC Biennial Regulatory
information Conference, Columbus, Ohio, September 9-1 l, 1992.

"The Clean Air Anti Ratemaking and Accounting Issues," presented at the NARLIC
Annual Reguiatcry Studies Program, Lansing, Michigan, August 5, 1992.

Speaker/Paneiist, "Public Utility Commission Policy Choices and the Emission
Allowance Market," presented at the Southeaster Association of Regulatory Utility
Commissioners Annual Conference, "Charing a Brave New World," Lottie Rock,
Arkansas, lune 22, 1992. - -

Speaker at Mid-Atlantic Labor And Management Public Affairs Committee meeting,
Long Island, New York, May 14, 1992.

u
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PRESENTATIONS continued

KENNETH Rose -- continued

"Effect of Competition on Electric Generation Costs," presented at ORSA/TIMS
]hint National Meeting: Productivity and Global Compeddon, Philadelphia,
Pennsylvania, October 1990.

"Efficient lndumy Structure of Electric Generation Under Contestable Markets,"
presented at d'le Eleventh Annual North American Conference Energy Markers in
the 19905 and Beyond, lntemadonal Association for Energy Economics, Los
Angeles, California, 1989.

"Land Use Suitability Model," presented at the U.S. Army Corps of Engineers
Workshop: Land Use Analysis for Water Resource Planners, Institute for Water
Resources, For Belvoir, Virginia, March 1989.

9
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SUMMARY OF REBUTTAL TESTIMONY OF
DR. KENNETH ROSE

There be four issues addressed in this rebuttal testimony. First. Staff reiterates its

position that while it favors a top-down approach to estimate uneconornjc costs. this estimate should

only be used to indicate the size and direction of the compeddve gain or loss in Arizona. If die

Commission decides to allow recovery of producion uneconomic cosTs it should be through a

l

"transition revenue" mechanismdiscussed inthedirect testimony that is based on a specific criteria

set by the Commission.

Second, Staff does not believe Mat the Commission should determine up Non: a

percentage of the predicted uneconomic costs that will be allowed for recovery. There is little

economic basis for determining the "correct" percentage. Consequently, it will be difficult to

determine and lilceiy result in a protracted process to determine it- Third, some witnesses testified

that customers who do not choose an alternative supplier should not have to pay for uneconomic

costs. The reason for the concern is Mat customers that leave die utilit'v_ will not be required to pay

or that a broadly defined transition charge will be added to the current rate. Staff believes that its

transition revenue and price cap approach will avoid both these possibilities. This is because ail

distribution customers will pay the transition charge independent of the supplier and the price cap

will ensure Mat no retail customer pays more than their current rate.

Finally, Sta8  ̀challenges the view that a sale or auction is the best means to value

utility assets for purposes of determining uneconomic costs. An unintended consequence of a sale

or auction is that the market price may be higher than without the sale or auction. As a result, the

apparent "savings" will be paid back by customers over time in the form of higher market prices.

Therefore, this option cannot be justified based on only an argument that it will reduce uneconomic

costs. If recovery of uneconomic cost is limited, then the utility will have an incentive to decide

voluntarily whether to sell its assets based on the company trying to minimize its uneconomic costs.

There may be other reasons to require divestiture of generation assets, but reducing uneconomic

costs should not be considered one of them.
I
I
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1 1 . TOP-DOWN APPROACH FOR ESTIMATING UNECONOMIC COSTS IS
APPROPRIATE.

'7

-s
J Q. You suggest the use of a top-down approach for estimation of uneconomic costs. Are

there other witnesses and parties that prefer the use of a top-down approach"

A.

6

7

8

9

1 0

11

1 2

1 4 Does this mean that Staff and these parties are in agreement on this issue"

1 5

1 6

1 7

1 8

1 9

20

24

25

2 1

22

26

7.3

1 3

4

5 The top-down approach, sometimes referred to as the lost revenues approach is endorsed by

a majority of the witnesses that addressed the issue, including Robert Malko, witness for Arizonans

for Electric Choice & Competition et al., Richard Rosen, witness for Residential Utility Consumer

Office, Sean Breen, witness for Citizens Utilities; Walter Meek, witness for Arizona Utility Investors

Association, Charles Bayless, witness for Tucson Electric Power Company, Dirk Munson, witness

for Arizona Electric Coop, Jack Davis and William Hieronymus, witnesses for Arizona Public

Service Co., Alan Prosper, witness for Navopache Electric Coop, Ralph C. Smith, witness for the

Navy, Department of Defense, and Federal Executive Agencies, Carl Dabelstein, CPA, and

Elizabeth Firkins, witness for the International Brotherhood of Electrical Workers.

Q.

A . Not necessarily. Stairs position is that the top-down approach is an acceptable approach to

estimate uneconomic cost, but not for determining the amount for recovery. There are several

advantages to the top-down approach. First, while it involves making a considerable number of

assumptions and forecasts, it is relatively straightforward and requires less data than asset-by-asset

or bottom-up approaches. Second. the top-down approach considers the affected utility's system as

a whole and implicitly nets out the uneconomic assets (where the book value is greater than

estimated market value) with those assets that are economic (where the book value is less than the

estimated market value). This is an appropriate rnediod of estimating the fair value of the generation

assets in a competitive market. While this means that there is no asset-by-asset comparison, this

level of detail is not necessary for the approach to dealing with uneconomic costs that is

recommended by Staff Another important consideration is that the top-down approach, which

usually results in a wide range of predictions, yields results that are not substantially different from

the bottom-up approach. Staff does not expect pinpoint accuracy and, more importantly, the

proposed method of dealing with potential uneconomic costs does not require it.

27

28



1 Where  S ta ff diffe rs  subs tantia lly from the  te s timony of othe rs , rega rdle ss  of the ir

2 preferred estimation method, is the use of the results of the analysis. Staff believes that the estimate

9
J of uneconomic costs should only be used to provide an approximation of the size and direction of

4 each utility's potential uneconomic cost or competitive gain. This is to gather information on the

5 competitiveness of Arizona's affected utilities, not to determine compensation for uneconomic costs.

6 Under Staffs recommendations, the Commission would determine, if recovery of

7 uneconomic cost is allowed, an amount of "transition revenues" based on a specific set of criteria,

8 such as financial integrity of the utility in light of the fair value of its generation assets in a

9 competitive market. This would not require an exact determination of the amount of potential

1 0

11

1 2

competitive loss. Rather, the Commission would determine an estimate of the market revenue and

determine any additional revenues needed to meet the predetermined criteria After the transition

period (Staff recommends five years or less), the utility would no longer receive any transition

14

15

16

17

1 8

1 9

20

2 1

23

24

27

revenues for production uneconomic costs.

Altemativeiy, in anodier approach to determining transition revenues, the

Commission could base it on a performance standard, such as the long-run average cost of

generation of power in the region. The transition revenue would be determined on a declining

percentage of the difference between the company's average cost and the region's average cost

through the transition period. This is not intended to be full compensation for potential competitive

losses, any shortfall would be the responsibility of the company to either try to reduce by lowering

operating costs or through reduced earnings.

Under either approach, once the transition revenue amount and the length of the

transition period are determined, no true-up is necessary if less than die full amount of estimated

uneconomic costs is permitted to be recovered. This may provide a stronger incentive to minimize

uneconomic costs than would a true-up mechanism that periodically adjusts the amount of transition

revenue. Stair recognizes that determining the specific criteria and the transition revenue amount

for each affected utility will require additional effort, but this should be determined in the next step

in these proceedings. To date, Staff has not developed or attempted to develop a set of specific

criteria (tinancid or performance) or estimated the transition revenues for the affected utilities.
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1 11. TRANSITION REVENUES APPROACH SHOULD BE Usr-:D FQR DEALING wiTH
UNECQNOMIC COSTS.

7

q
J Q- Several witnesses testified that the Commission should determine the amount of

4

6 A.

7

8

9

1 0

11

14

1 6

1 7

1 8

"stranded costs" and then allow recovery of some percentage of that amount." Do you

think that is an appropriate approach"

No. At best it would be very difficult to determine an exact percentage of uneconomic costs

to allow, at worst, it would be arbitrary and cause a protracted proceeding to determine the "correct"

percentage. There is simply no economic principle that suggests a particular percentage, except, as

noted in my direct testimony, the less that is allowed, the better it is in terms of economic efficiency.

This suggests that zero percent is the best percentage to use in terms of just economic efficiency.

Moreover, since this requires taldng a percentage of an estimate of the amount of

uneconomic costs, the percentage itself would not be based on a solid foundation. As also noted in

my direct testimony, any estimate of uneconomic costs is exuemely sensitive to relatively small

changes in the assumptions. Very small changes in the forecasted market price, for example, will

change the estimate substantially. The likelihood of being wrong in guessing the Mme market price

is very high since there is no history of a retail market on which to base the forecast. In addition,

there are many other assumptions used to make the estimate that are so very speculative including

future demand for power, variable cost, plant capacity factors, capital additions and their cost, and

1 9 many others.

Again, Staff prefers the approach suggested in my direct testimony and described in

the answer to the previous question, that is, the Commission allows an amount of "transition

revenues" based on a specific ser of criteria, such as financial integrity of the utility or performance

23 standard. This would require no determination of an agreed on amount of competitive loss or a fixed

24 percentage, and would fairly value the affected utilities' generation in the competitive market for

26

27

28

" Richard A. Rosen for The Residential Utility Consumer Office, Enrique A.
Lopezlira for Office of the Attorney General, and J. Robert Marko and Kevin C. Higgins
both for Arizonans for Electric Choice and Competition.
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1

q
J Q-

4

5

6

7 A.

8

9

both the utilities and their customers. Staff believes this is in the public interest because it balances

the needs of consumers and utilities in the transition to a competitive market.

Several parties have indicated that customers that do not choose another supplier

should not pay for uneconoxnic costs." Will Staffs proposal to only allow recovery

through transition revenues result in these customers paying for uneconomic costs or

paying higher prices than their current rates"

No. There are two basic concerns; one is that when customers leave the utility and purchase

power elsewhere, die cost that is "stranded" will be shifted to the remaining customers. The second

concern is that a broadly applied transition charge will be added on top of the current rate or standard

1 0 offer. This first problem has been solved in odder states by making the transition component

11

1 2

14

1 5

1 6

1 7

1 8

"nonbypassable," that is, the departing customer will pay the transition charge irrespective of where

the power originated. Neither concern is a problem under Staff' s proposal because current rates will

be unbundled into their component pans. For example, all retail customers' bills may have the

following breakdown: a generation charge, a transition charge (if any), and a transmission and

distribution charge." For the utility the generation change may be a "standard offer" that represents

its generation price. All distribution customers, whether they choose an alternative supplier or not,

will pay the transition charge. Also, the price cap discussed in the direct testimony will ensure that

the total price paid by retail customers will not exceed their current rate.

1 9 111. DIVES TITURE OF AS S ETS  S HOULD NOT BE uS ED FOR P URP OS ES  OF
ESTIMATING UNECONOMIC COSTS.

20

2 1 Q_ Several witnesses testified that they believed that an appropriate way to determine the

value of utility assets is to sell or auction 08 the generation plants." This would, they

23

24 2/ Betty K. Pruitt for Arizona Community Action Association, Sean Breen for
Citizens Utilities, and Albert Sternal for Arizona Consumers Council.

A similar point is made by Kevin C.
Choice and Competition (pages 34 and 35).

Higgins  for Arizona ns  for Ele ctric

27 4/

28

Douglas C. Nelson for Electric Competition Coalition, Mona Petrochko for
Enron Energy Services, Inc., and Douglas A. Oglesby for PG8;E Energy Services
Corporation. Others noted that it could be used to mitigate uneconomic costs, including

26
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25
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1 argue, provide a more precise means ro determine generation asset value and estimate

7 uneconomic cost. Do you agree"

"-
.> A. No. Proponents of this approach argue that if a higher and more accurate value is obtained

4

6

7

8

9

10

11 Q-

A.

14

15

16

17

18

19

20

21

for the utility's assets, then the amount of uneconomic cost, and presumably the amount customers

will have to pay, is reduced. While it may be true that using a sale or auction would provide a better

means than an administrative approach ro determine asset value and may well result in a higher value

for the assets than an administrative method, there is a major limitation to using this approach to

determine value forpurposes of estimating uneconomic cost- the reduction in uneconomic costs

from a sale or auction of the utility's assets is only illusionary because of the effect that the sale will

likely have on the retail market price for power in die state.

Can you construct a simple example to explain this point"

Yes. Suppose drat a utility has just three plants with a net book value of $50 million, $75

million, arid $100 million respectively, with a total book value of $225 million. For dies simple

example, it is assumed that these three plants are all of the utility's generation assets. By an

administrative means, such as the "lost revenues" method, it is found that each plant's estimated

value is $75 million, $85 million, and $15 million respectively, with a total value is $175 million.

Assume also, for illustration purposes, that the utility will be allowed to recoup one hundred percent

of their uneconomic costs. In this case, the uneconomic cost is $50 million (book value minus the

estimate value or $225 - $l75), and is the amount customers will be required to pay.

If the utility's _generating assets were required to be sold or auctioned of£ it is likely

that it would result in a higher value for some plants than estimated through administrative means.

Again for illustration purposes, assume that the plants are sold and results in a market value of $100

million, $100 million, and $10 million, respectively for a total value of $210 million. In dis case

24 the uneconomic value is reduced to $15 million, precisely die point being made by supporters of a

22

sale or auction of generation assets.

\ .

28 Sean Breen for Citizens Utilities, Charles Bayless for Tucson Electric, and Carl Dabelstein,
CPA.
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1

2

Example 1

Significant Uneconomic Cost in Plant 3

'1
J Value  Me thod P la nt l P lant 2 Plant 3 Tota l

4 Book Value (net)

Administrative Value

100 225

85 1 5 175

6 Ma rke t Va lue 100 100 1 0 210

7

8

However, there is an important factor that is being overlooked by supporters of this

method. Note that the new owners of the plants after the Sade will want to recover their capital

9 investment (5210 million), which is now higher than under the administrative method (8175

10 million). These new owners will want to recover this capital cost through the price they charge

11 customers. Therefore, the "savings" from lowering the amount of uneconomic costs that resulted

1 2 from the  sa le  or auction is  s imply re turned to the  new owners  through a  higher marke t price . The

apparent "savings" to the customer is only an illusion. The same result occurs when there is a split

14 between the customers and die utility of the uneconomic cost recovered, except, of course, the utility

15 is not paying the higher market price for power, customers are. Therefore, a sale or auction will

16 reduce any share the utility is required to shoulder of potential uneconomic cogs, but provides little

1 7

1 8

1 9

20

21

or no benefit to customers .

It should be noted that the aim of administrative estimation methods is to estimate

the market value relative to the current book value of the generation assets. This is accomplished

by estimating die net present value of the expected revenue stream that an asset will produce over

its estimated life. This is similar to the way a potential purchaser of the plants may try to estimate

22 the plants' value. They would take into account their expectations of future market conditions and

desired profit. For a utility that currently owns the plants, if the net book value is greater than the

24 market estimate, die difference is the estimate of uneconomic cost or competitive loss. If the market

25 value is greater than the book cost, then there is a net competitive gain. The reason that

26 administrative valuation methods may undervalue the assets may be due to the value potential

27 purchasers may place on intangibles such as siring certification, location proximity to loads, and

access to transmission and distribution lines. Purchasers may also place a high value on being28

23

1 3

5 75

50 75
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Ag
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among the early suppliers to be established in the area. The value of these intangibles will not be

reflected on the utility's accounting books but will be reflected in the price paid for an asset.

What if the net result is no uneconomic costs, but a net gain from the sale or auction"

In a second example, the same result can occur even when the auction is much more

6

7

8

9

11

1 2

1 4

successful and results in no net uneconomic cost. Example 2 has the same values for each plant for

both the net book and administrative values. In this case assume the sale or auction is very

successful and results in a much higher amount paid for plants 1 and 2 than the first example. In Mis

case the sale or auction results in $125 million, $125 million, and $10 million or $260 million in

total value. The result is that there is a net gain of S35 million. If die mile is full recovery of

10 uneconomic costs, then it is appropriate to assume that customers would be given a full refund i f

there was a net gain. Thus, customers get a refund, but the new owners of Me plants must now

recover a capital cost of $260 million in the market price.

Example 2

Higher Values Obtained from Sale Results in Net Gain

Plant 2 TotalPlant 1 P lant 3

'75 100 22550

75 85 1 5 175

Value Method

16 Book Value (net)

17 Administrative Value

Market Value1 8 125 125 1 0

1 9

20

21

260

This illustrates the point that no matter how successftd the sale or auction is, the

apparent "savings" in uneconomic cost to customers is illusionary. This also demonstrates what

would be the worst condition for customers, an administrative valuation method with one hundred

percent recovery of uneconomic costs and the utility later sells the assets for a higher value but none

of the difference is given back to the customers. What Staff proposed in the direct testimony would

25

26 Q-

27 A.

28

24 prevent this from occurring by limiting the amount of uneconomic costs and by not basing recovery

of uneconomic cost on an administratively estimated amount.

Are there any mitigating factors that may offset this market price affect"

A mitigating factor may be dirt the new owners of the plants may be able to reduce variable

operating costs more than the utility. However, it should be expected that in a dynamic competitive

22

23
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1 3
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4

5

6

7

8

market, the pressure to reduce costs will be present irrespective of who owns the asset. Also.

potential purchasers will factor in their expectations of future operating costs and this will also be

reflected in their offer price for the asset. For example, if they expect that they can reduce operating

costs of the plant, they will be willing to pay relatively more for the asset.

Another mitigating factor may be that the retail market price in the region will be

affected by power supplied ham outside Arizona so that there is not necessarily a one-to-one

relationship between the sale price of the generation assets in Arizona and die state's retail price.

However, a requirement to sell all investor-owned plants in the state will mean that a substantial

9 portion of the state's and the region's generation resources will be revalued at the market price. This

1 0

11

will undoubtedly, with all other factors being equal, result in a higher market price for the state's

retail customers. Also, this will affect the price in the state for many years in the fume.

Are there any other problems with using the sale or an auction to value utility assets"Q-

A. Yes. The Commission should consider that it may be di8cult, with divestiture, to return the

14

15

net benefit to customers. The Commission would have to create a mechanism to return any

Michaelcompetitive gain to customers. Also, auctions do not automatically "get it right."

16

17

18

19

Rothkopis' points our that the auction design would have considerable impact on the outcome. An

improperly designed auction could undervalue or overvalue Me generation assets. The Commission

would need to carefully consider the sale or auction design options." Depending on the relative

amount of economic and uneconomic costs and future market prices, customers may be made worse

20 off.

2 1 Q- Please clarify Staffs position with respect to divestiture and the sale or auction of assets

to value ungg0n0mic costs.

25

5/ Michael H. Rothkopfl "On Misusing Auctions to Value Stranded Assets,"The
Electricity Journal, December 1997.

26 6/

28

Design questions include (among many others): Should there be sealed or
open bidding, fust or second price bidding, should the utility be allowed to bid for its own
assets, and what kind of Commission oversight of the process should there be" A discussion
of the advantages and disadvantages of the different sale and auction design options is
beyond the scope of this generic proceeding.
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Staff is not arguing that there should or should not be divestiture of utility generating assets.

Rather, Staff believes that the Commission should not base its decision on whether there should or

should not be divestiture of utility assets based solely on valuing utility assets for purposes of

4 determining uneconomic costs. There may be valid reasons to require divesrinlre, but these should

6

7

8

9

1 0

11

12

14

16

1 7

1 8

1 9

be explored in a separate proceeding on, for example, market power.

If divestiture is left as being only voluntary, the utility will decide when the sale of

its assets makes economic sense to reduce its uneconomic costs. The utility will consider its options

by comparing a sale or auction (where it would choose a sale method to maximize the sale price) to

continuing to own the plants itself If it decides to remain the owner, the utility has the option to

either have someone else operate the plants or continue to operate the plants itself, depending on

what it determines to be the best (that is, lowest cost) option.

This corresponds wide Staffs position in the direct testimony on the recovery of

uneconomic costs, that is, the best way to mitigate uneconomic costs and the likeliest wav to have

a truly competitive generation market" develop is to limit recovery. In both cases, the utility is given

the correct economic sisal to minimize uneconomic cost. Allowing full recovery of potential

uneconomic costs only impedes this process. If recovery of potential uneconomic cost is limited,

then the effect on the market price ham a sale or auction described above will be less of a concern.

Ideally, what should occur is that what the company decides is in its own best interest, is also in the

customers' when it comes to the treatment of uneconomic cost.

20 Does this conclude your testimony"

21

Q-

A. Ye s .

24

25

26
x 7/

27

28

What is meant by "truly competitive generation market" is one where the
market price is determined by die interaction of suppliers and customers and is not
influenced or distorted by a single producer or group of producers seeing to raise the price
above a competitive equilibrium level.
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RES P ONS ES  OF S TEVEN s . DICKERS ON

Q. When did you meet with Commissioner Irvin and Jennings?

I have met with both Commissioner-Chair Irvin and Commissioner Jennings,
separately, on several occasions during my tenure at the ACC. In regards to the May
19"' draft of the Stair Statement of Position, I have met with Commissioner Irvin twice.

Q. Were you directed by Mr. Rose to have those meetings?

Mr. Rose directed me to meet with Commissioner-Chair Irvin to discuss the contents
of the Staff Statement of Position, excluding issues related to stranded cost. On both
occasions, Mr. Rose was a participant in the discussions. At the second discussion, Mr.
Bullis and Mr. Afeard were also in attendance.

What was the nature of those discussions?

Outside of the most recent meetings with Commissioner-Chair Irvin, the discussions
were over general issues of retail electric competition. The most recent meetings with
Commissioner-Chair Irvin focused on the contents of the Staff Position with the
exception of issues related to Stranded Cost.

Q. Was divestiture discussed?

Outside of a March 11 memo addressing market sh~ucture in a competitive regime, and
resulting discussions, divestiture has not been discussed. In this memo addressed to
Commissioner~Chair Irvin, Commissioner Jennings,and Commissioner Kunasek and
dated March 11, I also provided technical assistance by describing the fundamentals
of three stranded cost calculation methods: replacement value, net revenue lost, and
divestiture. In addition, I met with Commissioner-Chair Irvin and Commissioner
Jennings individually, and offered to meet with Commissioner Kunasek, regarding this
memo.

Q. Are  you the  author of the  May 19"' Staff Proposal?

I was just one member of large Staff group involved in the drafting of the Staff

Statement of Position.

Q. Did you ever discuss the conversations you had with the Commissioners with other
members of Staff?

The specifics of the conversations that I had with Commissioner-Chair Irvin and
Commissioner Jennings were not shared with other Staff members.
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Response From William Post from Arizona Public Service Company

RESPONSE TOCOMMISSIONERKUNASEK

Q.

A.

Have you met with with Mr. Rose on his new divestiture proposal?

Yes.

Q. Did Mr. Rose tell you that he spoke with the Commissioners and had choir support his
divestiture proposal?

A. No, however Mr. Rose indicated tea! he had Lwo votes for parts of his proposal excluding
the stranded cost portion.

Q. Were there other Utilities Division Sta8` members present?

A. The members of the Utilities Division legal Division Staff present were Paul Bullis.
Ray Williamson, Cheryl Hubbard, John Wallace, Janice Allwood, Stephen Ahem and
Steve Dickerson.

Q.

A.

Were other people there?

The people who attended the meetings varied,but included Charlie Bayless, Jim
Pignntelli, Steve Glaser, Jack Davis, Dick Snell and Don Robinson.

Q.

A.

Please describe the outcome of the meeting.

Staff presented their proposal and we expressed our comments and concerns.
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