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At the morning session of today’s Special Open Meeting, you noted that a memorandum
prepared by Steven Dickerson had not been placed in the docket. A copy of that memorandum is
attached and is being docketed with this letter.

I will note that the memorandum is a discussion of market structure in a competitive regime.
Included in that discussion is a description of the fundamentals of various stranded cost calculation

methodologies, including divestiture.

The Commission’s ex parte rule, A.A.C. R14-3-113, prohibits communications not on the
record between parties and the Commissioners concerning the substantive merits of a contested
proceeding. The memorandum does not address the merits of positions in the stranded cost
proceeding, and therefore, does not fall within the ex parte rule.

In addition, the ex parte rule explicitly does not prohibit communications between Staff and

Commissioners on technical matters.
methodologies fits within this exception.

In my opinion, the description of the calculation
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In short, my opinion is that there has been no violation of the Commission’s ¢x parte rule
resulting from the memorandum. I will be happy to discuss this matter with you if you have any
questions.

Sincerely,

z‘ . [ ]
éaul A. Bullis

Chief Counsel
Legal Division

PAB:mi
Attachment

cc: Commissioner-Chairman Jim Irvin
Commissioner Renz D. Jennings
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JACK ROSE
EXECUTIVE SECRETARY

MEMORANDUM - FOR INTERNAL DISTRIBUTION

To: Commissioner-Chairman Jim Irvin,
Commissioner Renz D. Jennings,
Commissioner Carl J. Kunasek

From: Steven S. Dickerson

Date:  March 11, 1998

Subject: Electric Competition

The Electric Competition Rules accomplished the simplest part of the restructuring process - the
destruction of the old regulatory regime. The Commission now faces the most difficult part of
the restructuring process - building a market to replace it.

If the Commission does not take up this task, a market will evolve to fill the void. However, the
evolution process may not provide the best possible solution for Arizona. In fact, I do not
believe that the evolution process will provide benefits to residential customers, because the
process is controlled by the incumbent utility companies, entering energy service providers, and
the large industrials.

Therefore, if the benefits of restructuring are going to be reaped by the residential customers of
Arizona, the Commission must be proactive in the designing of the market. Early and informed
decisions on our part will prevent needless mucking through and ensure the greatest possible
benefit for the electric power consumers.

Toward this end, I have attached three worksheets. The first worksheet describes different
possible market mechanisms for the electric power industry. These are some of the possible
answers to the question, "How will the market function?" The different approaches.define the
type of transactions that will be possible, where these transactions will take place, and what
information will be seen (or not seen) in the new marketplace.

The second worksheet reviews market structure issues, or "Who will compete in the market, and
what are their roles?" Prior to the rule changes, all utility activities were regulated. Now, some
activities are competitive while others continue to be regulated. This creates incentive problems
within the old vertically integrated utility companies: namely, cross-subsidization and access
discrimination. Possible approaches to solving or mitigating these incentive problems are
presented.

The third worksheet presents the different methods to calculate stranded costs. Although this is

not directly related to the creation of a new market, this decision must be made to reconcile the
past. During the stranded cost hearing, many variations of three basic approaches were proposed.
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The three categories of approaches are: replacement value, net revenue lost, and divestiture. The
outline briefly discusses the fundamentals of each approach.

Without further decisions by the Commission, a market will evolve on its own. Howevex, it is
unclear who would benefit from this evolution and whether regulators would need to continually
revisit these issues during the evolution. If the Commission can guide the design of the market
to benefit the public, I would strongly advocate the worthiness of the effort.

If you or your assistants would like to speech about these issues with me, please contact me at
your convenience.

CC: Jack Rose
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