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Dear Commissioner Kunasek:

0

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 Staff Statement of Position on Retail
Electric Competition."

Hopefully, the 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:

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 Rockies, and Tucson Electric Power.

Provide a copy of Staff's 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 existing customer
selection process in a way that 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 the 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.

For those positions that have been ‘“influenced by input from various
stakeholders,"identify the specific "position" and the stakeholder group that influenced
the Staff position.

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 the Arizona Consumers
Council that residential customers benefit from 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



of stakeholders. Timing and customer selection issues were influenced by several
utilities that expressed concerns as to the feasibility of opening competition to small
customer loads as of 1/1/99.

As Acting Director for the Utilities Division, did Mr. Rose direct you to alter the process,
that is, bring forward this new proposal?

There was no alteration of the “process,” but rather a continuation of the process started
under Mr. Yaquinto in 1994. The Staff position paper is a refinement of the Staff's
position that has developed over four years through the public input process which
included hearings, testimony, working group meetings, and written comments &
suggestions. Mr. Rose participated with Staff in the production of the current Staff
Position paper.

Were you provided any assurance by Mr. Rose that the Commission Majority supported
this new 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. Dickerson write this proposal?

Mr. Dickerson was one of about twelve Commission employees, including myself, who
were involved in the writing of the Staff Position.

Did Mr. Dickerson meet with Commissioner’s Irvin and Jennings on this proposal?

I have no knowledge of whether or not Mr. Dickerson met with any of the
Commissioners.

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

Mr. Dickerson does not report to me.



I have confirmed that copies of your June 1, 1998 letter have been provided to the

specific parties from whom you sought responses. Attached are responses prepared by Steven
Dickerson and William Post.

Sincerely,

ﬁ Yy
Ray T. Williamson
Acting Director

Utilities Division
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Tesumonv of Dr. Kenneth Rose
Summary

The Staff believes that as compettion in generation develops. the competitive marker will
provide a more accurate and objective basis 1o determine the value of generation assets. The fair
value standard in Arizona Is meant to mimic a competitive market and allows the Commission to
use a valuation method that most closelv and accurately aporoximartes a marke: value. The Staff
does not accept the argument there is now or in the past a conmract obliging the people of Arizona
to pay for uneconomic costs. The term regulatory compact, properly understood, does not refer to
an implied, implicit, or explicit contract. The Staff does not believe that the “social compact™ is
now, or has ever besn, a contract guaranteeing the utility a perpetual monopoly, freedom from
competition, or full cost recovery.

The Staff believes that allowing recovery of uneconomic costs from cusiomers will have a
significant negative impact on the development of 2 competitive generation market. In particular,
there are thres ways that recovery can distort a competitive outcome. First, recovery will act as a
barrier to entrv 1o 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 competiti\fe Qarket. In general, the more
uneconomic costs that are recovered, the greater the distortion of the market.

In a competitve market, inefficient and obsolete practices and firms are either eliminated and
replaced with more efficient and superior firms 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 limits waste and swengthens the overall economic health of the

country. “Bailing out” a firm thar faces possibie losses hampers this screening process of a market



cconomy. As a result, recovery of uneconomic costs reduces overall economic efficiency and
impedes the development of a competitive generation market.

There are three general types of uneconomic costs: (1) costs related to the generation of
electricity, or “production costs,” (2) “regulatory assets” that are currently carried on the utility's
books, and (3) public-policy obligations thar 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 the several ways to estimate the first type of uneconomic costs, potential production costs,
the Staff believes the “top-down” approach is a satisfactory 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 Staff believes that this approach is only appropriate for estimating the size and direction of
uneconomic costs of affected utilities in Arizona. The result of the analysis should not be used to
determine an amount of uneconomic cost that should be recovered from customers. The
Commission should decide the amount of “transition revenues,” if any, that are needéd 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 indistinguishable from other
plant costs, and revenues from 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
that should be specifically considered for recovery are those, not otherwise dealt with above, which

were explicitly created and booked as a direct result of an entry or order of the Commission.



Since the recovery of uneconomic cosis distorts the development o a competitive marker.
the ume frame for recovery should be as short as possitle. The Starf recommends that, if recoverv
is allowed. the recoverv time frame. or wansition period. be five vears or less. Any allowed
transition revenues should be recovered through a “non-bypassable” customer or “wires” charge.
This could be in the form of a surcharge added to the distribution charge for all distribution
customers.

The question of w'nethgr there should be 2 wue-up mechanism depends on how the
Commission addresses the recovery of uneconomic costs. The closer to complete recovery of
uneconomic costs the Commission decides to allow, the greater the need for a rue-up mechanism.
Since there will inevitably be errors in the forecast of uneconomic costs, a true-up is nesded to
reconcile the difference between the actual amount and the amount recoversd from customers and
to prevent custorners from paying too much. However, the need for a true-up diminishes as less
recovery of uneconomic cost is allowed. If the Commission allows oniy a pordon of the uneconomic
costs, then there is little need for a true-up mechanism.

The Commission may consider 2 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. wansmission and distﬁbution charges, and
charges for other services does not exceed the customer’s former tariff. A price cap or freeze, if
used, should only exist for the transition period if uneconomic costs are being coilected from
customers.

A much more robust incentive to ensure mitgaton and reduction of uneconomic costs than
any accounting or auditing means is to not aillow, and cerainly not guarantes up-front, full recovery

of uneconomic costs. This would be more consistent with the efficiency goals of moving 10 a



competitive generation market and would be less cosily administatively.

Finally. the Staff. does not believe that securitization of uneconomic cosss is in the best long-

term interest of Arizona customers or the development of a competitive marke: since it resuits in a

sigmificant transter of risk from the uulity to customers.
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INTRODUCTION

Q. Please state vour name. address. and qualifications.

Al V{v name is Keaneth Rose. [ am a Sentor [nsutute Economist at the National Regulatory
Research [nstitute (NRRI), the research instuitute ot the National Association of Rezulatory Culinv
Commissioners and its member state public uniity commissions. Tae NRRI is a research depariment
at The Ohio State University and I work in 1ts Electric and Gas Division. My business address is
1080 Carmack Road. Columbus. Ohio 43210. [ recetved my 3.5.. myv M.A.. and mv Ph.D. in
economics from University of [llinois at Chicago in 1981, 1985, znd 1988, respectivelv. My
dissertation thesis was an Economic Analysis of Electricity Seif-Generarion bv Industrial Firms.

From Februarv 1984 through June of 1989, I was an Economist at the Energv and
Environmenral Systems Division of Argonne National Laboratory. There I conducted economic
analysis for the United State Department of Energy, the U.S. Deparument of the Interior, the Bureau
of Land Management, the U.S. Deparunent of Commerce, the Census Bureau, the U.S. Army Corp
of Engineers, and the Institute for Water Resources. From July of 1989 10 the present [ have been
employed at the NRRI. While working at the NRRI, I have designed, managed. wrirten, and
presented studies on numerous public utility regulatory topics. These inciude competitive bidding
for power supply, transmission access and pricing, measuring demand-side management benefits.
price-cap implementation, and most recently, the restructuring ot the electric utility industry and
uneconomic or “stranded” costs.

[ have previously presented tesumony on electic utility restucturing and stwranded costs
before the Public Service Commission of Mississippi and the Joint Committes on Electric Utility
Deregulation of the General Assembly of the State of Ohio. I have also recently compietad
numerous reports and articles on electric utility reswucturing and related issues such as securitization
and uneconomic COSts.

Q. What are the staff’s highest priorities among the Arizona Corporation Commission’s
nine specific stranded cost questions?
Al The staff's highest priorities are issue #1, should the Eleczic Competition Rules be modified

regarding stranded costs and if so how; issue #3. what costs shouid te inciuded as part of siranded




(o) “h - L. t o

~1

or ruil cost recoverv. No argument can be made that there is now or was in the past a contract

odiiging the people of Arizona 10 pay [or UNecoNOMIC SOSis.

Q. Can you elaborate on vour economic interpretation of the “regulatory compaecr™?
A A cenrral probiem in the regulation of monopoiy tirms has besn how w0 fairlv value the assets

and compensare for coss the regulated company incurs. It is well estapiished that states have the
authority to change the wayv utility assers are vaiued and the manner in which costs are recovered
from cusiomers. This rght of a state to change the way utility assets are valued has been upheld by
the U.S. Supreme Court on several occasions.! However, valuation must be based on a reasonabie
standard and cannot be arbiwary or capricious. The Starf believes thar a competitive market provides
a means to determine the fair value of uulity assets and conwol costs that is not arbitrarv or
capricious. The market provides a befter means to discipline costs of generation suppliers than
regulation alone at ensuring that investument decisions and expenditures are economic and in the
pubiic interest. Of course, states are fres, at their discretion, to provide compensation for
uneconomic assets as some stwates have done. But it is not 2 constitutional requirement as is often
claimed.

It is important to note that the current regulatory process developed over the last several
decades was intended to act as a surrogate for competition, albeit an imperrect one, since competition
itself was viewed as impractical. The primary benefit to the public from regulation was that it was
necessary to avoid monopoly pricing that would likely occur with no regulation. The process of rate
cases, prudence reviews, used and useful tests, automatic-fuel and other expenditure pass-throughs
etc. were all intended to mimic a competitive market. [t was not a perfect substitute for competition.
Because of an asymmeuy of information betwezn the regulated firm and the regulator, as a practical

matter, regulators simply cannot collect all the necassary information needed to determine a price

v The most recent case was Duguesne Lighr Co. er al. v. Barasch et al. in 1989,

In foomote number 10, the Court stated that a “rigid requirement of the prudent investment
rule would foreclose hvbrid sysiems. . . .[and] would also foreclose a rerurn to some form of
the fair value rule just as its practical problems may be diminishing. The smergent markat
for wholesale electric energy could provide a readily available objective basis for
determining the value of utility assets.”

)
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Question number 1

Q. Should the Electric Compertition Rules be modified regarding stranded costs, if so.
how?
A. The Starf recommends that the Electic Compertition Rules be modified o rerlect the

Commission's broad discretion and authority 10 address potenual “siranded cost.” The Staff rejects
the idea that afl potential comperitive losses of “arfected utiities™ must be recovered fTom cusiomers
without regard to the circumstances of a affected utility's invesuments or expenditures

It is our recommendation that Rule 14-2-1607 be modified so that “siranded cost™ recovery
is limited 10 minimize the impact of recovefy on the effectiveness of competition. There should be
no guarantes of stranded cost recovery. Rather the opportuniry to recover swranded costs should be

the result of utjlity efforts to be more erficient. Proposed language is provided as per artachment 1.

Q. What are the important economic concerns that you would like to address?
A. There are severzai economic concerns that have been raised in testimony and eisewhere that

the Commission should consider. The uneconomic cost recovery issues addressed below are the
nisk/reward symmetry, opportunism by the state, economic efficiency, and the development of a
competitive generation market and whether recovery distorts its development. Each of these issues
1s now discussed in detail.
Q. Is there a risk svmmetry under regulation that is being violated if there is no recovery
of uneconomic costs?
A. The testimony of Kenneth Gordon (on behalf of Tu¢son Electric Power Company) argues
that there is a symmeny between risk and reward that exists with traditional regulation. Dr. Gordon
states
If the investment turns out 10 be successiul, the company’s shareholders are allowed
to earn no more than the cost of capital in return. which means in effect that
ratepayers receive the cost savings or similar beneflts of the good investment. On the
other hand, if the investment turns out to be unsuccessful, shareholders are not

penalized--ratepavers remain responsible for covering its costs. (Lines 9 through 13,
page 8)

wh
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Q. [s changing o a competitive marker to value urility assers opportunism?

Al No. If a state were 10 switch its method of valuation 5ack and forth when it beneriged
ratepavers or did so o simply penalize stockholders. then this clearly wouid be opportunism. The
intent behind the restructuring of the electric indusiry is not to punish utiities for anv decision thev
made. but 1o improve e incentives [0 minimize costs over what has occurred under reguiation. The
Staff disagress with Dr. Gordon (lines 20 through 23. page 8) that the state cannot change the wav
assets are vajued without compensarion and 10 do otherwise would be opportunism. States have
changed the way utiiities were regulated several times in the past. For example, changing from
reproduction-cost rate-base valuation to original cost or disallowing intangible assets in rate base
(such as good will or Fanchise value). Also, federal. swate. and local governments change tax laws
and land use policies. and other industries such as airlines and trucking were deregulated usuaily
without providing compensation to potential losers as a result of the policy change.

The Staff believes that moving 10 a competitive generation market, in effect moving 10 a
market valuvation of assets, will provide a superior means of assessing the fair value of assets and
Judging the appropriateness of costs. This will undoubtably mean that there will be winners and
losers as a result of the change, but this cannot be construed as arbitrary and capricious.

Q. Please provide your definition of “stranded costs”?

Al “Stranded costs” is an issue that has emerged as the electric wtility industry is being
restructured by introducing competition at the generation level. These costs are defined as costs
incurred by a wility to serve its customers that were being recovered in rates but are no longer
recoverable due to the availability of lower-priced altematives that have replacad the utility supplied
power. The Federal Energy Regulatory Commission and every state that has considered competition
in generation has addressed this issue is some manner. These costs that are called “stranded”™ are
more accurately described as uneconomic since these costs are found by the workings of a

competitive market and not by a government entity. Of course, not all utilities have uneconomic

market price is sufficiently high. then uneconomic costs deciine or are even eliminated. As the

market pricz falls, uneconomic cost will increase. A probiem thar policy makers facs wdav is that
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that recovery impedes the development of a compelitive generation market and reduces overall
2CONOMmIC 2Iiiciency.
The mzin econormic argument for permuting more competition for elecric generation is that

it encourages Anamic economic efficiency. Compettion encourages dynamic efficiency bv

plant. making new investments that improve the overall competitiveness of the company, reducing
their operating <osts, expanding into new markets (both geographic and new products), and taking
other actions 0 improve their competitive position. Utilities across the country have already been
lowering prices 1o retain industrial customers and municipalities that border a neighbéring utility
with lower rates. Induswial and large commercial customers. with the added opuon of seif-
generation, have also been negotiating lower rates.
Q. If “stranded cost” recovery is allowed, what effect will it have on the development of

a comperitive market?
A. Requiring recoverv of uneconomic cost from customers will have a negative impact on the
development of a competitive generation market. In particular, there are thres ways that recovery
will distort a2 competitive outcome. First, a recovery surcharge will act as a barrier to entry 10 and
exit from the generation market. Competition requires that competitors such as new independent
suppliers and other utilities are able to compete on a equal basis with the incumbent utility. This
meaﬁs no special advantages are given to the incumbent. In fact, the incumbent utility will already
have an advantage in terms of name recognition, established ties with its current customers, and, in
most cases, sunk invesument that has been substantially recovered. This also means that entrance
into the incumtent utility’s territory by alternative suppliers is not inhibited in any significant way.
Allowing recovery of uneconomic costs, however, provides both an advantage for the incumbent
utility and makss it more difficult for alternative suppliers. This does not mezan that no one will
enter, only that there will be less entry than without the barrier.

In addition. inefficient suppliers are encouraged 1o continue to operate inefficient plants. In
this way recovery of uneconomic costs acts as a barrier 1o exit from the market when it would

otherwise be 2conomic 1o do so. This is related to the second problem: recovery of uneconomic
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based on marginal cost 10 the unliry’s rate that is 2ased on long-run a\'erage cost. This possibiiit
was raised by Kznneth Gordon's tesiimony (lines 11 through 19. page 4). This is 2 probiem that was
first raié,ed when. for example. it was noted thart an indusirial customer may favor seif-generation
over utlity power when the marginal cost of seit-generation is compared to the utility’'s rate.
However. the long-run marginal cost of the utilicy may be lower. From a productive afficiency
standpoint. thersfore. the supply option with the lowest marginal cost mayv not be selected. This
productive inefficiency is referrad o as “uneconomiic bypass.” Uneconomic bvpass is likely to occur
only in a verv limited circumstances: when the alternative supply option has a marginal cost less than
the utility’s rate but greater than the utility’s marginal cost. There are, in addition. three other
proolems with this concept.

First, uneconomic bvpass has very litle meaning in a competitive generation market.
Uneconomic bypass may be a problem when the utilities are vertically integrated and the utility’s
rate reflects the long-run average cost of all services a utility supplies. However, when servicss are
unbundled, generation from different sources will compete based on price or marginal coss.
Customers that choose an alternative supplier will be required to pay for distribution. transmission.
and other systern charges. This isolates the generation and should avoid the uneconomic bypass
problem since suppliers will be competing on a marginal cost basis.

Second, related to the problem of creating a barrier to entrv and exit already discussed.
recovery of uneconomic costs will prevent economic bypass from occurring. If a customer has a
choice of an altemnative supplier where a surcharge for recovery of the utilicy’s uneconomic cost is
added to the supplier’s price versus the incumbent utlity’s generation price, the customer may select
the utility. However, it is possible that the alternative’s marginal cost is lower. For example, assume
the utility’s marginal cost is 5.5 cents/KWh and the alternative supplier’s marginal cost is 2.3

ents/kWh: if the uneconomic cost surcharge is 2.0 cents’kWh, then the customer will pick the urility
since the alternative’s apparenr price is 4.5 cents’kWh versus the utility’s marginal cost of 3.3
cents;’kWh. This is inefficient in terms of productive etficiency because the alternative's marginal

cost is lower.

11
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be caused bv changes in technology. fuel prices. or reguiatory poiicy. Obviousiv. it is this las:
exogenous factor that is now changing. These shifis in the curves over time are caused oy dvnamic
erfects. When developing a regulatory policy. thererore, it is impoerzant 10 aiso consider this second.
and in many respects more important type of 2fficiency.

A key difference berween static and dynamic efficiency is the element of tme. Dyﬁamic
efficiency assumes that the utiiity's marginal cost can or does change over time or. more imporantly.
can be inducad by policy 10 change. Compettive markers are oy nature dvnamic and it is these
dvnamic effects that are sought in the current electric indusiry reswucuring efforts. Marke:
competitors are driven to innovate and conmrol costs to retain or arract customers (as long as it is or
is expected 1o be profirable). Dynamic efficient regulatory options provide more incentives for the
utility to reduce its costs. Utlities can reduce costs by, for example, renegotiating fuel contracts,
reducing operation and maintenance costs, or reducing the carrying cost of capital.

In theory, static efficiency requires that only economic bypass occurs. This is a necessary
but not sufficient condition for dynamic efficiency, however. While there may be static efficiency,
or no uneconomic bypass with production of a given output only from the lowest cost suppliers, this
does not mean that there is dynamic efficiency. Although, complete dvnamic efficiency would
reqguire that static efficiency be achieved. In short, dynamic efficiency is the broader and overall
efficiency condition to measure social welfare. Static efficiency would only indicate that production
was from the lowest cost producers at a given time.

In practice, these two definitions of economic efficiency are distinct in other ways.
Regulators may be able to determine if the lowest cost producer is supplving the power, by
comparing known costs, however, determining whether this is dynamically efficient would probably
be impossible. Dvnamic efficiency is found through the workings of the market where customers
are choosing their supplier and producers are sesking every opportunity to reduce costs. For
example, any action that limits the number of competitors may appear 10 ensure economic 2fficiency.
but may remove competitive pressure on the utility to control costs. Also. regulators may impose
access, entrance, or exit fess, in the interest of swatic efficiency. but could interfere with the marke:

finding the dvnamic efficient solution. This Is an inescapabie (and perhaps paradoxical) outcome

—
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competitors. The dvnamic erficiency gains from reducad cosis. innovation. and lower prices tc
consumers. while difficult to predict. almost cerainiy ourweign any loss in stauc efficiency

Wenders attacks the znatire notion of uneconomic bypass and questions whether it actuailv
exists. In his view. the notion of uneconomic b}'paés “misses the whole disequiliorium fearure of
the competitive process. Compeution is a process by which economic efficiency. in a static
equilibrium sense, is brought about™ (emphasis in the original). Any “uneconomic” competition
is “the most efficient means of bringing about the economic end™ and ~in the real world. . . .
competition by allegedly inefficient providers happens ail the time, and in fact in the long-run
improves economic efficiency.” * He adds that the ~*cost’ is not only noneconomic and sunk: It is
a fiction created by the regulatory process to begin with — a regulatory process that has resulted in
the massive distortions to economiic fficiency.™

On the issue of regulators attemnpting to correct or prevent the loss from static inefficiency,
he notes that it would “entrench the existing efficiency-distoriing regulatory mechanism and deflect
the corrective forces of competidon.™ Moreover, to suggest that the regulator “is suddenly going
to come up with a costing methodology that solves the uneconomic bypass problem in the litigious
atmosphere of a regtﬂatory environment is naive.”'¥ These practical problems of “entrenchment”
of inefficient regulatorv costs and the measurement of the inefficiency are serious limitations that

cast significant doubt on the practicality of attempting to prevent uneconomic bypass.

34

* Uneconomic bvpass will likely only occur in a limited range and the loss in
efficiency relatively small. The potental loss from “insufficient” bvpass, on the other hand,
could occur over a much wider range and be much larger.

d John T. Wenders, The Economics of Telecommunications: Theory and Policy
(Cambridge, MA: Ballinger Publishing Company, 1987), 259.

4 Ibid., 260.
¥ Ibid.. 261.
¥ Ibid.

o Ibid.. 262.

—
L8]



- L pl

tn

~1

bJ 1~J 1J 1 19
~) N h 4= LI

19
WL

rinancial ‘ntegsiny of the udiity. This would not necessarily maintain the same leve! of protitability
as under rewuiation. In this case. the Commission ates the market reveaue and anv additional
revenues raguirad (o mainiain the financial integrity of the company for 2ach vear in the wansition

.:

period. This would require detailed analysis of the utlity's books and records by the Commission.
The utility woulid oniv be allowed these revenues during the transition period.

As is discussed in response to question 7. if this “transition revenue” amount is less than the
estimated uneconomic <ost. then the Commussion may consider determining an amount up ont an
not adjusting it throughour the transition period. The amount can be reduced each vear during the

transition period and be zero aiter the transition period.

If it is decided by the Commission to allow recovery, the Staff prefers a wansition revenues
approach.
Q. Has any other state adopted or proposed such an approach?
Al Yes. There is a proposal uncer discussion by Ohio state legislators. No state, however, has

adopted such an approach.

Q. Please summarize your understanding of how econmomic efficiency is harmed by
recovery of uneconomic costs?

A. Recovery of uneconomic costs distorts the development of a competitive generation markat

and reduces overall long-term economic efficiency. This occurs by making it more difficuit for

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

costs by utilities, and provides an unfair advantage to incumbent 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

Q. When should “Affected Utilities” be required to make a “stranded cost” filing pursuant
“to A.A.C. R14-2-1607?

A Sixty days from when the Commission issues an Order from this Proce=ding.

17
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considerad). For these reasons the Stwatf believes that. while not ideal. the wp-down approaci is =
satistactory alternauve.

The Staff believes that this approach is only appropriate for ssiimating the size and direction
of uneconomic costs of affected utilities in Arizona. The result of the analvsis should not be used
to determine an amount of uneconomic cost that should be recovered ffom cusiomers. Tre
Commission should decide the amount of ransition revenues. if anv. that are needed 10 mes: the
predetermined criteria discussed previousiy.

Q. What is the recommended calculation methodology and assumptions made including
any determination of the markert clearing price?

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

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

explicitly analvzed and discussed when the results are presented to the Commission.

Specifically, the Staff recommends that when the top-down approach is used to estimatz
affected urtilities uneconomic costs, several assumptons should be discussed in detail and a
sensitivity analysis conducted on thejr impact on the outcome. The projection of the market price
for power in the region has a particularly significant impact on the esimate of uneconomic costs.
For example, a relatively small increase in the forecasted price, fractions of a cent per kilowarthour,
can significantly lower or even eliminate the estimated amount of uneconomic cost. The Staff.
therefore, recommends that a range of prices be analyzed, using at least two price scenarios. Also,
these price scenarios must reflect the projection of a rerai/ price that end-use customers will likely
ses. It should not be based on a projection of wholesale prices that wholesale and other largs
customers face in the spot markat.

Other imporiant assumptions that should be discussed include:

. Retail demand— assumptions on the future demand for electricity in the area should

also be described. Specifically, whether it is believed that there will be an incraase,
decrease or that demand will remain constant over the period.

. Discount rate — when calculating the net present value of the difference benveen the
regulatory and competitive revenue sweams. the affected utility should use several

different discount rates to demonsuate the effect. Also, the logic behind the number

or numbers used that are believed 1o be the most appropriate should be discussad.
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written off the asset for financial reporiing pUrceses. (1 1is oniy consisient with our suggested generai
treatmnent of posi-in service AFUDC that revenuss rom any production assets would be receivable

el

as production revenues or through mitigation 2II0rs.

—
i

In addition. regulatory assets pursuant 1o £ AS 109 should be classified as production costs

as well. These regulatory assets are customer reczivaoles for future income taxes. FAS 109 asserts
are deferred 1ax liabilities where customer receivables for rurure income taxes are expected.
Although the booking of deferred tax liabilities as a regulatory asset retlects general accepted
accounting principles, the balance shests of 2lectric utilities also reflect FAS-109 related “credits”
associated with plant. As plant is depreciated over time these asset and credit balances disappear.
Further, FAS 109 regulatory assets are bound up in the future productivity and future profitability
of the utility as a whole.

Regulatory assets that should be considered are those. not otherwise dealt with above, which
were explicitly created and booked as a direct resuit of an eniry or order of the Arizona Corporation

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

mitigation efforts of the elecuic uuility.

Question 4

Q. Should there be a limitation on the time frame over which “siranded costs” are
calculated?

Al The time frame over which uneconomic costs are estimated is another important assumption.

The maximum is clearly the expected life of the generation assets. Generation assets will likely be
retired at different intervals. Thus, when the estimarte is made of the regulatory revenues, retiring
assets should be removed from the revenue sweam. This is usually the point where the original

investment is depreciated. As noted, new capital additions should not be factored into the analvsis.

Question 3
Q. Should there be a limitation on the recovery time frame for “stranded costs™?
Al Since the recovery of uneconomic costs distorts the development of a competitive marker as

discussed, the time frame should be a short as possible. The Staff recommends that. if recovery is

allowed, that the recovery time frame. or ransition

[R]
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the amount collected so that reconciliation can occur. This wiil likeiv Se a lengthy and drawn out
Drocass.

An additional consideration is incentives. Determining the amount of recovery up ront and
allowing an affected utility w retain the procesds. may provide more incentive 10 mitigate
uneconomic cosw. If the utility believes thar the difference berween the zctual and amount recovered
will simpiy be returned 1o the customer, they will likefy have a diminisied incentive to mitigate.

The tradeorf berwesn accuracy and ease of implementation. and the diminished incentives
are strong argument against having a true-up mechanism. Also, the Staif believes that there is no
need for a wue-up mechanism if the Commission decides to allow wansition revenues that is less than
the amount of estimated uneconomic COSts.

Question §

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 it be calculated?

Al 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, the sum of the

generation price, the transition revenues allowed, transmission and diswibution charge, and charges

for other services does not exceed the customer’s former tariff. A price cap or fresze, if used, should

only exist for the transition period while the wansition revenues are being collected from customers.

Question 9
Q. ‘What factors should be considered for “mitigation” of stranded costs?
Al To be consistent with dynamic efficiency and less costly administratively, the best way to

encourage mitigation would be to simply not allow, and certainly not to guarantes up-front, full
recovery of uneconomic costs. This provides a much more robust incaative to reduce uneconomic
costs than any accounting or auditing means. This would also be more consistent with the weatment
of uneconomic costs in other deregulated industries.

The Federal Energy Regulatory Commussion (FERC) was one of the first to ask this question.
They asked “how should the Commission ensure that the utility takes all rezsonable steps 10 mitigate

its 0wl costs so as to minimize what the customer would have paid? How should the Commission

(RS ]
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through a coilection mechanism. such as a “transition charge™ or other “non-bvpassable” obligation
piaced on ratepavers. The propertv right can be transferred by the utility 10 a designarted trustes. If
this option is exercised by the uuliry. the wustes then 1ssues a security or bond and pays the utiliry
the cash procsads from the sale of the security in the financial marker less transaction costs in
exchange for the property right. The cash procasds the utility recaives should equal the discounted
present value of the customer charge revenue swream. The utilitv or disiribution company collects
the customer charge from the customers and transfers the funds 10 the trustes that then transters it
10 the security holders. The benefits of securitization come primarily from the replacement or
refinancing of the utility’s existing capiral structure of debt and equity with lower-cost debt. Any
savings realized from securitization are oiten required to be given back to retail customers.

The securities are essentially backed by a pledge thar the securities will be paid in full.
including principal, interest. and financing costs. These securities have a value because of the
promise to create and sustain the revenue stream from the cusiomer charge until the debr is paid.
California, Pennsylvania, Montana, Illinois, Massachusetts, and Rhode Island have adopted
legislation that allows utilities to use this option and other states are considering it.

While securitization can potentially lower the capital carrying cost, there are at least two
significant drawbacks for customers. First, to obtain a higher bond rating than current utility debt
and realize the lower debt cost, any securities issued would have to be irrevocable and provide
assurances that recovery is guarantesd for the life of the bond. Securitization provisions usually
contain a true-up mechanism that raises or lowers the customer charge to adjust for changes in the
number of customers or demand level. However, the amount initially set as the principal of the bond
cannot be changed. This may be a problem if the actual amount of competitive loss is less than the
amount forecasted when the principal was authorized. As noted, these estimates are based on dozens
of explicit and implicit assumptions used in the analysis, any number of which may tumn out t be
incorrect. This represents a significant risk fer customers who would have no recourse if the loss
does not materialize as expected.

A second limiration is that securitization results in a large infusion of cash into the utilitv.

.

The Commission may be able to direct that the cash be used to buy back equity and reduce debt.

13
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ATTACHMENT 1
R14-2-1607.B should be modified to read:

“The Commission skelt MAY allow recovery of unmitigated Stwrandad Cost by Affected

Utiliies. IN ORDER TO BE ELIGIBLE TO RECOVER STRANDED COST, AN

AFFECTED UTILITY MUST DEMONSTRATE THAT IT HAS SUCCESSFULLY
UNDERTAKEN EFFORTS TO NCREASEITS === [CIENCY.”
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R14-2-1607.1 should be modified to read:

The Commission shall, after hearing and consideration of analvses and recommendations
presented by the Affected Utilidies, staff, and intervenors, determine for 2ach 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 I[F RECOVERY IS ALLOWED. In making its determinationS e

mreshanismsand-charges, the Commission shall consider at least the following factors:

1. The impact of Stranded Cost recovery on the effectiveness of competition; AND
WAYS TO MINIMIZE THAT IMPACT;

2. The impact of Stranded Cost recovery on customers of the AFecred Utility who do
not participate in the competitive market;

3. The impact, if any, on the Affected Utility's ability to meet debt obligations;

4. The impact of Stranded Cost recovery on prices paid by consumers who participate
in the competitive market;

5. The degree to which the Affected Utility has mitigated or offset Stranded Cost;

6. The degree to whick some assets have values in excess of their book values;

7. Appropriate treatment of negative Stranded Cost:

8. The time period over which such Stranded Cost charges mayv be recovered. The
Commission shall limit the application of such charges to a specified time period;

9. The ease of determining the amount of Stranded Cost; -

10.  The applicability of Stranded Cost to interruptible customers;

11.  The amount of electicity generated by renewable generating resources owned by the

Affected Utility.
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Organizer and Speaker, The “NRRI Clean Air Workshop: Workshop on Developing
Public Utility Commission Rules and Procedures for Electric Utdlity Compliance with
the Clean Air Act Amendments of 1990,” for New England States, sponsored by
U.S. Environmental Protection Agency and U.S. Department of Energy,
Porsmouth, New Hampshire, January 21-22, 1993.

Chairperson, Clean Air Act Section of the Eighth NARUC Biennial Regulatory
Information Conference, Columbus, Ohio, September 9-11, 1992.

“The Clean Air Act: Ratemaking and Accounting Issues,” presented at the NARUC
Annual Regulatory Swidies Program, Lan;ing, Michigan, August 5, 1992.

Speaker/Panelist, “Public Utility Commission Policy Choices and the Emission
Allowance Market,” presented at the Southeastern Association of Regulatory Utility
Commissioners Annual Conference, “Charting a Brave New World,” Litde Rock,
Arkansas, June 22, 1992. - -

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

PRESENTATIONS — continued

“Effect of Competition on Electric Generation Costs,” presented at ORSA/TIMS
Joint National Meeting: Productivity and Global Competition, Philadelphia,
Pennsylvania, October 1990.

“Efficient Industry Structure of Electric Generation Under Contestable Markets,”
presented at the Eleventh Annual North American Conference: Energy Markers in

the 1990s and Beyond, Intemational Association for Energy Economics, Los
Angeles, California, 1989.

“Land Use Suiability Model,” presented at the U.S. Army Corps of Engineers
Workshop: Land Use Analysis for Water Resource Planners, Institute for Water
Resources, Fort Belvoir, Virginia, March 1989.
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SUMMARY OF REBUTTAL TESTIMONY OF
DR. KENNETH ROSE

There are four issues addressed in this reburtal esumony. First. Staff reiterates its
position that while it favors a top-down approach to esiimarte uneconomuic costs, this estimare should
only be used to indicate the size and direction of the competitive gain or loss in Arizona. If the
Commission decides to allow recovery of production uneconomic costs it should be through a
“transition revenue” mechanism discussed in the direct tesumony that is based on a specific criteria
set by the Comumission.

Second, Staff does not believe that the Commission should determine up front 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 likely result in a protracted process to determine it. Third, some wimesses testified
that customers who do not choose an alternarive supplier should not have to pay for uneconomic
costs. The reason for the concem is that customers that leave the uulity will not be required to pay
or that a broadly defined transition charge will be added to the current rate. Staff believes that its
ansition 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 prics cap
will ensure that no retail customer pays more than their current rate.

Finally, Staff challenges the view thart 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 uneconomiic cost is limited, then the udlity 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.
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L TOP-DOWN APPROACH FOR ESTIMATING UNECONOMIC COSTS IS
APPROPRIATE.
Q. You suggest the use of a top-down approach for estimnation of uneconomic costs. Are
there other witnesses and parties that prefer the use of a top-down approach?
A. 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, wimess for Arizona Utility Investors
Association; Charles Bayless, witness for Tucson Electric Power Company; Dirk Minson, witness
for Arizona Electric Coop; Jack Davis and William Hieronymus, witnesses for Arizona Public
Service Co.; Alan Propper, 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. Does this mean that Staff and these parties are in agreement on this issue?
A. Not necessarily. Staff’s 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 method 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 necessarv 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.
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Where Staff differs substantially from the testimony of others, regardless of their
preferred estimation method, is the use of the results of the analysis. Staff believes that the estimate
of uneconomic costs should only be used to provide an approximation of the size and direction of
each utility’s potential uneconomic cost or competitive gain. This is to gather information on the
competitiveness of Arizona’s affected utlities, not to determine compensation for uneconomic costs.

Under Staff’s recommendations, the Commission would determine, if recovery of
uneconomic cost is allowed, an amount of “transition revenues” based on a specific set of criteria,
such as financial integrity of the utility in light of the fair value of its generation assets in a
competitive market. This would not require an exact determination of the amount of potential
competitive loss. Rather, the Commission would determine an estimate of the market revenue and
determine any additional revenues needed to mest the predetermined criteria. After the transition
period (Staff recommends five years or less), the urility would no longer receive any transition
revenues for production uneconomic costs.

Alternatively, in another 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 eamnings.

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 the 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. Staff 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 (financial or performance) or estimated the transition revenues for the affected utilities.

[§8)
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IL. TRANSITION REVENUES APPROACH SHOULD BE USED FOR DEALING WITH
UNECONOMIC COSTS.

Q. Several witnesses testified that the Commission should determine the amount of
“stranded costs” and then allow recovery of some percentage of that amount.” Do you
think that is an appropriate approach?

A. No. Atbest 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 10 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 taking a percentage of an éstimate 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 extremely 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 future 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 also very speculative including
future demand for power, variable cost, plant capacity factors, capital additions and their cost, and
many others.

Again, Staff prefers the approach suggested fn 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 set of criteria, such as financial integrity of the utility or performance
standard. This would require no determination of an agreed on amount of competitive loss or a fixed

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

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

-
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both the wtilities 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.

Q. Several parties have indicated that customers that do not choose another supplier
should not pay for uneconomic costs.” Will Staff’s proposal to only allow recovery
through transition revenues result in these customers paying for uneconomic costs or
paying higher prices than their current rates?

A. No. There are two basic concems; one is that when customers leave the utility and purchase
power elsewhere, the 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
offer. This first problem has been solved in other states by rnakiﬁg the transition component
“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 parts. 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 charge 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.

III. DIVESTITURE OF ASSETS SHOULD NOT BE USED FOR PURPOSES OF
ESTIMATING UNECONOMIC COSTS.

Q. Several witnesses testified that they believed that an appropriate way to determine the

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

¥ Betty K. Pruitt for Arizona Community Action Association, Sean Breen for

Citizens Utilities, and Albert Sterman for Arizona Consumers Council.

¥ A similar point is made by Kevin C. Higgins for Arizonans for Electric
Choice and Competition (pages 34 and 35).

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

4
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argue, provide a more precise means to determine generation asset value and estimate

uneconomic cost. Do you agree?
A. No. Proponents of this approach argue that if a higher and more accurate value is obtained
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 to 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 for purposes 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 the state.
Q. Can you construct a simple example to explain this point?
A. Yes. Suppose that a utility has just three plants with a net book value of $50 million, $75
million, and $100 million respectively, with a total book value of $225 million. For this 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 $1735 million.
Assume also, for illustration purposes, that the ﬁu’lity 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 - $175), and is the amount customers will be required to pay.

If the wility’s generating assets were required to be sold or auctioned off, it is likely
that it would result in a higher value for some plants than e;tim-ated 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 this case
the uneconomic value is reduced to $15 million, precisely the point being made by supporters of a

sale or auction of generation assets.

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

Significant Uneconomic Cost in Plant 3

Value Method Plant 1 Plant 2 Plant 3 Total
Book Value (net) 50 75 100 225
Administrative Value 75 &5 15 175
Market Value 100 100 10 210

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 sale will want to recover their capital
investment (3210 million), which is now higher than under the administrative method ($175
million). These new owners will want to recover this capital cost through the price they charge
customers. . Therefore, the “savings™ from lowering the amount of uneconomic costs that resulted
from the sale or auction is simply returned to the new owners through a higher market price. The
apparent “savings™ to the customer is only an illusion. The same result occurs when there is a split
between the customers and the utility of the uneconomic cost recovered, except, of course, the utility
is not paying the higher market price for power, customers are. Therefore, a sale or auction will
reduce any share the utility is required to shoulder of potential uneconomic costs, but provides little
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 the 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 pmcha;er of the plants may try to estimate
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
market estimate, the difference is the estimate of uneconomic cost or competitive loss. If the market
value is greater than the book cost, then there is a net competitive gain. The reason that
administrative valuation methods may undervalue the assets may be due to the value potential
purchasers may place on intangibles such as siting certification, location proximity to loads, and

access to transmission and distribution lines. Purchasers may also place a high value on being
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among the earl}.' 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 asser.

Q. What if the net result is no uneconomic costs, but a net gain from the sale or auction?
A. In a second example, the same result can occur even when the auction is much more
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 this
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 $35 million. If the rule is full recovery of
uneconomic costs, then it is appropriate to assume that customers would be given a full refund if
there was a net gain. Thus, customers get a refund, but the new owners of the 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

Value Method lant 1 Plant 2 Plant 3 Total
Book Value (net) 50 75 100 225
Administrative Value 75 85 15 175
Market Value 125 125 10 260

This illustrates the point that no matter how successful 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
prevent this from occurring by limiting the amount of uneconomic costs and by not basing recovery
of uneconomic cost on an administratively estimated amount.

Q. Are there any mitigating factors that may offset this market price affect?
A. A mitigating factor may be that 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
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market, the pressure to reduce costs will be present irrespective of who owns the asset. Also.
potential purchasers will factor in their expectations of furure 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 from outside Arizona so that there is not necessarily a one-to-one
relationship between the sale price of the generation assets in Arizona and the state’s retail price.
However, a requirement to sell all investor-owned plants in the state will mean that a substantial
portion of the state’s and the region’s generation resources will be revalued at the market price. This
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 future.

Q. Are there any other problems with using the sale or an auction to value utility assets?
A. Yes. The Commission should consider that it may be difficult, with divestiture, to return the
net benefit to customers. The Commission would have to create a mechanism to return any
competitive gain to customers. Also, auctions do not automatically “get it right.” Michael
Rothkopf points out that the auction design would have considerable impact on the outcome. An
improperly designed auction could undervalue or overvalue the 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
off.

Q. Please clarify Staff’s position with respect to divestiture and the sale or auction of assets

to value uneconomic costs.

¥ Michael H. Rothkopf, “On Misusing Auctions to Value Stranded Assets,” The
Electricity Journal, December 1997.

¥ Design questions include (among many others): Should there be sealed or
open bidding, first 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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A. 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
determining uneconomic costs. There may be valid reasons to require divestiture, but these should
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 10 maximize the sale price) to
continuing to own the plants itself. If it decides to remain the owner, the wtility 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 with Staff’s position in the direct testimony on the recovery of
uneconomic costs, that is, the best way to mitigate uneconomic costs and the likeliest way to have
a truly competitive generation market” develop is to limit recovery. In both cases, the wtility is given
the correct economic signal 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 from 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.

Q. Does this conclude your testimony?

A. Yes.

o What is meant by “truly competitive generation market” is one where the

market price is determined by the interaction of suppliers and customers and is not
influenced or distorted by a single producer or group of producers seeking to raise the price
above a competitive equilibrium level.




RESPONSES OF STEVEN S. DICKERSON

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 Staff 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. Ahearn 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 structure 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

6/2/98

RESPONSE TO COMMISSIONER KUNASEK

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

Yes.

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

No, however Mr. Rose indicated that he had two votes for parts of his proposal excluding
the stranded cost portion.

Were there other Utilities Division Staff members present?

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

Were other people there?

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

Please describe the outcome of the meeting.

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



