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Pursuant to the Procedural Order of January 26, 1999 PSEG RESOURCES, INC.
(“Resources”) provides the following comments addressing issues still in need of resolution in
the electric utility restructuring process.

Summary of Comments

“Must-run” status and the provision of ancillary transmission services are critical
components of workably competitive electric power markets. Addressing the minimum capacity
needs of retail loads and assuring distribution system reliability are central components of
successful retail competition. While the rule changes presently under consideration address
these matters to a certain degree, significant work remains to be done in the area of must-run
status and ancillary transmission services. The electric utility restructuring process must begin
more clearly to address the separate competition issues inherent in the generation function, on

the one hand, and the transmission function, on the other.
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Background of Lease

Resources has been granted intervenor status in this Docket.! Through an intermediary
trust, Resources owns the three unit, 240MW (summer capacity) West Phoenix Combined Cycle
Facility (the “Plant”).> The Plant is presently leased to Arizona Public Service Company
(“APS”) through June 24, 2001. Not later than June 24, 2000 and not earlier than December 24,
1999 (about 10-1/2 months from now), APS may elect to (i) renew the lease of the Plant until
June 24, 2006 at its then- fair market rental value or (ii) purchase the plant at a price equal to its
then- fair market sales value. Not later than June 24, 2010, APS may elect a further five-year
fair market rental renewal term (to commence June 24, 2006). APS also has a fair market value
purchase option at the end of each elected renewal term. If at any point APS does not elect to
exercise a then- available option to purchase the Plant or renew the lease (collectively, the

“WPCC Options”),3 APS is obligated, at the direction of Resources, either to dismantle the Plant

or provide Resources (or its assignee) with use of the premises on which the Plant is located and
necessary ancillary rights in connection with the operation of the Plant. Both the lease
arrangement and the related facilities agreement were approved by the Commission in its
Opinion and Order dated June 8, 1976 in docket No. U-1345 bearing Decision No. 470401 (the
“1976 Order”). The 1976 Order does not explicitly authorize APS to renew the lease or purchase
the Plant upon termination of the lease.

The lease of the Plant has been in effect since June 24, 1976. In the event that APS does
not properly exercise a WPCC Option to take effect on June 24, 2001 or on the last day of a

permitted renewal term, the related facilities agreement will become effective. The principal

: Resources application for intervenor status was unopposed and was granted by the Commission July 23, 1998.
Resources has also been granted intervenor status in Docket Nos. E-01345A-98-0473 (the Arizona Public Service
Company stranded cost recovery proceeding) and E-01345A-97-0773 (the Arizona Public Service Company
unbundled tariff proceeding) by order of the Commission dated December 7, 1998.

2 The Plant does not include the two gas combustion turbines (aggregating 94 summer mW) and three moth-balled
gas steam units (aggregating 96.3mW) located at the same premises as the Plant.

3 Of the numerous interests in electric generating units leased to Affected Utilities in the State of Arizona (including
interests in Palo Verde Nuclear Generating Station, Unit 2 leased to APS; Irvington Unit 4 and interests in
Springerville Unit 1 and Springerville common and coal handling facilities leased to Tucson Electric Power
Company), the Plant is the first facility (as opposed to discrete components, such as combustion turbine
generators) to reach the point where an Affected Utility must make the choice to purchase, renew the lease or
return the asset. It is unclear whether or not the decision to return the Plant by failing to exercise an available
option would require APS to apply to the Commission for authority to discontinue APS’s serving the public from
such Plant under A.A.C. R14-2-202(C). '
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purpose of such agreement is to enable someone other than APS to sell the output of the Plant to
potential purchasers thereof.* Among other things, APS is obligated to provide transmission
services for the entire output of the Plant (up to 225mW) to any interconnection point designated
by Resources (or its assignee) within a 40-mile radius of the Plant site.

Must Run Status According to APS

The metropolitan Phoenix/Valley area comprises a load pocket within which at least
some local generation must operate during at least some (higher load) hours in order to meet
local loads without violating system reliability criteria. This load pocket is described in two APS
documents (the “APS Must-Run Analyses™): (i) “APS Must Run Generation Report” (P.K.,
Nov. ’97), together with Appendix A entitled “APS Valley ‘Must Run’ Generation Analysis”
(P.K., Oct. '97) and (ii) “Must Run Generation Requirements” (April 17, 1998).> According to
the APS Must-Run Analyses, the Plant is a “must run plant” for two reasons: first, the need to

avoid exceeding the thermal limit of the 230kV transmission into the Valley during peak load
periods; and second, the need to provide voltage support during such periods. APS indicates that
it believes that the Plant has must-run status for approximately 400 hours a year during the June
through September heavy load period.

These Comments are not the time or place to resolve APS’s statements concerning the
“must-run” needs of the Valley generally or the alleged must-run status of the Plant in particular.
APS’s statements to date would seem to reflect a restatement of economic dispatch issues
peculiar to APS in a regulated, non-competitive environment rather than a broader statement
concerning the absolute size of the Valley load in relation to all Valley resources (including, for

example, a return of the moth-balled West Phoenix units 4, 5 and 6 to active service). A part of

4 Recital B of the Facilities Agreement dated as of June 1, 1976 states that:

“The principal purpose of this Agreement is to enable [the trust through which Resources owns the Plant;
the “Owner Trustee], upon termination of the Lease or any renewal thereof, to realize the residual value of
the Equipment by means of a sale or lease of the Equipment to a third party unrelated to [APS]. ..
Consistent with this purpose, it is the intent of the parties the Owner Trustee (together with any permitted
Purchaser) to granted all such easements and other rights as may be necessary or appropriate for the
operation of the Equipment and for the transmission of the electrical output of the Equipment to potential
purchasers of such output, and that the provisions of this Agreement be broadly construed to give effect to
this purpose and intent.”

> Both documents were provided by APS in its response dated (“APS Response (Third)” to the Attorney General’s

Third Data Request re: November 4, 1998 Settlement Agreements dated November 18 1998, in Docket Nos. E-
01345A-98-0473, E-01345-97-0773 and RE-00000C-94-165.
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the electric utility restructuring process should entail the development of a rigorous means to
address the Valley load during times of thermal constraint on the 230KV lines into the Valley.
Must Run/Ancillary Services According to the Rules
The proposed retail electric completion rules (the “Rules”)® defines “Must-Run
Generating Units” as follows:

those units that are required to run to maintain distribution system
reliability and to meet load requirements in times of congestion on certain
portions of the interconnected transmission grid as may be determined by
the Federal Energy Regulatory Commission.

A related concept is also addressed in the Rules: Federal Energy Regulatory Commission
(“FERC”) — required ancillary services.” The charge for Must-Run Generation Units is to be
included in electricity costs and the charge for ancillary services is to be included in delivery
costs in all customer bills.> FERC-required ancillary services and Must-Run Generation services
are included within the scope of Non-competitive Services for purposes of the Rules.” Rule 14-
2-1610(I) contains the primary operative provision concerning Must-Run Generation:

The Affected Utilities and Utility Distribution Companies shall provide
services from the Must-Run Generating Units to Standard Offer retail
customers and competitive retail customers on a comparable, non-
discriminatory basis at regulated prices. The Affected Utilities shall
specify the obligations of Must-Run Generating Units in appropriate sales
contracts prior to any divestiture. Under auspices of the Arizona
Independent Scheduling Coordinator, the Affected Utilities and other
state holders shall develop statewide protocols for pricing and availability
of Must-Run Generating Units with input from other state holders. These
protocols shall be presented to the [ACC] for review and filed with the
[FERC] in conjunction with the Arizona Independent Schedule
Administration tariff filing.

6 As recommended by Hearing Officer Jane L. Rodda and Teena Wolf and filed in the form of an Order on
February 5, 1999. All references to ACC rules herein are to the proposed rules attached as Appendix A to the
form of order.

7 R14-2-1601(3), 1601(39), 1606(F) and 1610(G)(3).
8 R14-2-1613(0).
% R14-2-1601(27).
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Acquisition of ancillary services is, however, made a primary duty of Scheduling Coordinators,
Rule 14-2-1610(G)(3).

Ancillary Services According to the FERC

FERC requirements with respect to ancillary services are as set forth in FERC Order No.
888, as modified.!® The FERC has identified six ancillary services which must be included in
any open access tariff: (1) Scheduling, System Control and Dispatch Service; (2) Reactive
Supply and Voltage Control from Generation Source Service; (3) Regulation and Frequency
Response Service; (4) Energy Imbalance Service; (5) Operating Reserve — Spinning Reserve
Service; and (6) Operating Reserve — Supplemental Reserve Service.!! In adopting FERC Order
No. 888, the FERC explicitly rejected “Backup Supply” as an ancillary service:

Backup Supply Service is an alternative source of generation that a
[transmission] customer can use in the event its primary generation
source become unavailable for more than a few minutes. Although we
believe that that the two short-term operating reserve services (spinning
and supplemental) are necessary to support transmission, we conclude
that long-term service is not necessary. Backup supply is a generation
service that may reasonably be views as the responsibility of the
transmission customer, who may contract for backup service or curtail
load.
FERC Order No. 888, pp.31,710-11

Discussion

The concept of “must run” service employed in the Rules unnecessarily confuses two
distinct types of generating facilities. There are “must run” facilities that fall into the “must run”
category because without them the transmission system would be unreliable. There are also
facilities, sometimes called “must run,” which may be called upon to operate in order to satisfy
the need of the customer for reliable generation. The latter category of facilities does not fall

with FERC’s definition of “must run” facilities simply because, as we have seen, FERC does not

10 Promoting Wholesale Competition Through Open Access Non-Discriminatory Transmission Services By Public
Utilities; Recovery of Stranded Costs by Public Utilities and Transmitting Utilities, Order No. 888, FERC Stats.
& Regs. §31,.036 (1996) (“FERC Qrder No. 888”); order on reh’g, Order No. 888-A, FERC Stats. & Regs.
131,048 (1997) (“FERC Order No. 888-A"); order on reh’g, Order No. 888-B, 81 FERC 451,248 (1997) (“FERC
Order No. 888-B”); order on reh’g, Order No. 888-C, 82 FERC 961,046 (1998).

" FERC Order No. 888, p. 31,703. The FERC has determined that “Replacement Reserve Service” (defined as
capacity that can be brought on line within 60 minutes), is not an ancillary service under FERC Order No. 888.
AES Redondo Beach, L.L.C., et al., 83 FERC 61,358 (1998).
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classify generation availability as an “ancillary” service which must be provided by utilities
responsible for the stability and reliability of the transmission system or by the Independent
System Operator, where an ISO arrangement is in place. Generation availability is the
responsibility of the customer, not the operator of the transmission system, according to FERC.

It follows that the Rules should not mandate the provision of generation or backup
service as one of the responsibilities of owners of must run units. Nor should the rules require
that the owner of a must run unit must provide such service on a cost-of-service basis. If a
competitive system of generation supply is to function efficiently and effectively, customers
must learn to rely on the marketplace to fulfill their needs. A market-based system cannot work
if generating facilities can be conscripted to the service of customers at lower-than-market rates
merely because such customers were not prudent enough to make suitable arrangements for
meeting their own needs.

APS is only the lessee of the Plant. Regardless of where the line is drawn between must

run status and other incidents of standard offer retail service in Arizona, APS has power to bind
only its leasehold interest in the Plant. APS is not legally entitled to commit Resources to cost-
of-service regulation after the lease expires. Furthermore, Resources is not a public service
corporation subject to the Commission’s regulatory jurisdiction. The Commission cannot
regulate the rates for the sale of the output of the Plant at wholesale in the event Resource’s
interest matures into full ownership of the facility. Under the Federal Power Act, FERC’s
jurisdiction over such sales is exclusive. See Mississippi Power & Light Co. v. Mississippi, 487
U.S. 354 (1988); Nantahala Power & Light Co. v. Thornburg, 476 U.S. 953 (1986).

Under the regulatory scheme that FERC administers, if APS does not lease or own the

Plant and it becomes Resources’ sole property, Resources (or its successors) will be entitled to
seek authority from FERC to sell the output of the Plant at Wholesale at market-based rates.

Assuming the criteria for the use of market-based rates are met,'? all power and services from the

12 «we generally have allowed power sales at market-based rates if the seller and its affiliates do not have, or have
adequately mitigated, market power in generation and transmission and cannot erect other barriers to entry. In
order to demonstrate the absence or mitigation of market power, a transmission-owning public utility must have
on file with the Commission an open access transmission tariff for the provision of comparable services. The
Commission also considers whether there is evidence of affiliate abuse or reciprocal dealing.” HO Energy
Services (U.S.) Inc., 79 FERC § 61,152 (1997), citing Progress Power Marketing Inc., 76 FERC § 61, 155 at p.
61,919 (1996); Northwest Power Marketing Co., L.L.C., 75 FERC 9 61,281 at p. 61,889 (1996).
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-

Plant will be provided at market-based rates."
The experience of the FERC in dealing with public utility restructuring also suggests that

the Commission should specifically address the role of providers of ancillary services other than

those who do so under contract. It is entirely possible, for instance, for an electric utility to lack
market power in the energy and capacity markets and still remain a monopoly or oligopoly

supplier of one or more ancillary services.

RESPECTFULLY SUBMITTED this 23rd day of
February, 1999

PSEG RESOURCES, INC.

o oo ke Ty,

Timothy Michael Toy, Esq.

Winthrop, Stimson, Putnam & Roberts
One Battery Park Plaza

New York, New York 10004-1490

provision of ancillary services in the deregulated California market except where such services were to be

| 3 n AES Redondo Beach L.L.C, 85 FERC § 61,123 (1998), the FERC authorized market-based rates for the
provided under a contract specifying cost-based rates.
|

63123618.02



W

An original and ten copies of the foregoing filed this 22nd day of February, 1999 with:

‘ Docket Control Division

| Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007

COPIES of the foregoing hand delivered/mailed/faxed this 22nd day of February, 1999 to

Jerry Rudibaugh, Chief Hearing Officer
Hearing Division

Arizona Corporation Commission

1200 West Washington

Phoenix, Arizona

Paul Bullis, Chief Counsel

Legal Division

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Walter W. Meek, President

Arizona Utility Investors Association
2100 North Central Avenue, Suite 210
Phoenix, Arizona 85004

Michael A. Curtis
Martinez & Curtis, P.C.
2712 North 7™ Street
Phoenix, Arizona 85006

Norman J. Furuta
Department of the Navy

900 Commodore Drive, Bldg. 107 (Code 09C)

San Bruno, California 94066-5006

Sam Defraw (Attn: Code 16R)

Rate Intervention Division

Naval Facilities Engineering Command
200 Stovall Street, Room 10S12
Alexandria, Virginia 22332-2300

63123387.01

Ray Williamson, Acting Director
Utilities Division

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Barbara Klemstine

Arizona Public Service Company
Law Department,-Station 9909 -
P. O. Box 53999

Phoenix, Arizona 85072-39999

Rick Gilliam

Land and Water Fund of the Rockies
2260 Baseline Road, Suite 200
Boulder, Colorado 80302

Terry Frothun

Arizona State AFL/CIO

5818 N. 7" Street, Suite 200
Phoenix, Arizona 85014-5811

Barbara S. Bush

Coalition for Responsible Energy
Education

315 West Riviera Drive

Tempe, Arizona 85252

Rick Lavis

Arizona Cotton Growers Assoc.
4139 E. Broadway Road
Phoenix, Arizona 85040



Steve Brittle

Don’t Waste Arizona, Inc.
6205 South 12" Street
Phoenix, Arizona 85040

Continental Divide Electric Cooperative
P.O. Box 1087
Grants, New Mexico 87020

Garkane Power Association, Inc.
P.O. Box 790
Richfield, Utah 84701

Arizona Department of Commerce
Energy Office

3800 North Central Avenue, 12™ Floor
Phoenix, Arizona 85012

Bradley S. Carroll

Tucson Electric Power Company
Legal Department — DB203

220 West 6 Street

P.O. Box 711

Tucson, Arizona 85702-0711

Joe Eichelberger

Magma Copper Company
P.O. Box 37

Superior, Arizona 85273

Craig Marks

Citizens Utilities Company

2901 North Central Avenue, Suite 1660
Phoenix, Arizona 85012-2736

Steve Montgomery
Johnson Controls

2032 West 4™ Street
Tempe, Arizona 85281

Knox Kimberly

Streich Lang

Two North Central Avenue
Phoenix, Arizona 85004
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Karen Glennon
19037 N. 44™ Avenue
Glendale, Arizona 85308

Columbus Electric Cooperative, Inc.
P.O. Box 631
Deming, New Mexico 88031

Dixie Escalante Rural Electric Assoc.
CR Box 95
Beryl, Utah 84714

Betty Pruitt

Arizona Community Action Association
2627 North 3™ Street, Suite 2

Phoenix, Arizona 85004

A. B. Baardson

Nordic Power

4281 North Summerset
Tucson, Arizona 85715

Jessica Youle

Salt River Project

PAB300

P.O. Box 52025

Phoenix, Arizona 85072-2025

Barry Huddleston

Destec Energy

P.O. Box 4411

Houston, Texas 77210-4411

Terry Ross

Center for Energy and Economic Devel.
P.O. Box 288

Franktown, Colorado 80116-0288

Clara Peterson

AARP

HC 31, Box 977

Happy Jack, Arizona 86024



Barbara Sherman

Utility Watchdog Committee
Arizona Consumers Council
120 E. McKellips Road
Tempe, Arizona 85281-1118

Jim Driscoll

Arizona Citizen Action
2430 S. Mill, Suite 237
Tempe, Arizona 85282

John Jay List

National Rural Utilities Cooperative
Finance Corp.

2201 Cooperative Way

Herndon, Virginia 21071

Robert Julian

PPG

1500 Merrell Lane
Belgrade, Montana 59714

Robert S. Lynch
340 E. Palm Lane, Suite 140
Phoenix, Arizona 85004-4529

Stan Barnes

Copper State Consulting Group
100 West Washington, Suite 1415
Phoenix, Arizona 85003

Douglas Nelson
Douglas C. Nelson, PC

7000 North 16™ Street, Suite 120-307

Phoenix, Arizona 85020-5547

Albert Sterman

Arizona Consumers Council
2849 East 8™ Street

Tucson, Arizona 85716
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Larry McGraw

USDA-RUS

6266 Weeping Willow

Rio Rancho, New Mexico 87124

William Baker
Electrical District No. 6
P.O. Box 16450
Phoenix, Arizona 85011

Wallace Tillman

National Rural Electric Cooperative
Association

4301 Wilson Boulevard

Arlington, Virginia 22203-1860

C. Webb Crockett

Fennemore Craig

3003 North Central Avenue, Suite 2600
Phoenix, Arizona 85012-2913

Michael Block

Goldwater Institute

201 North Central Avenue
Concourse Level

Phoenix, Arizona 85073

Carl Robert Aron

Itron, Inc.

2818 N. Sullivan Road
Spokane, Washington 99216

Lawrence V. Robertson, Jr.
Munger Chadwick, PL.C

333 North Wilmot, Suite 300
Tucson, Arizona 85711-2634

Michael Grant

Gallagher & Kennedy

2600 North Central Avenue
Phoenix, Arizona 85004



Suzanne Dallimore

Antitrust Unit Chief
Department of Law Building
Attorney General’s Office
1275 West Washington Street
Phoenix, Arizona 85007

Vinnie Hunt

City of Tucson

Department of Operations

4004 S. Park Avenue, Building #2
Tucson, Arizona 85714

Elizabeth S. Firkins

International Brotherhood of Electrical
Workers, L.U. #1116

750 S. Tucson Boulevard

Tucson, Arizona 85716-5698

Russell E. Jones

O’Connor Cavanagh Molloy Jones
P.O. Box 2268

Tucson, Arizona 85702

Myron L. Scott
1628 E. Southern Avenue, No. 9-328
Tempe, Arizona 85282-2179

Andrew Bettwy

Debra Jacobson

Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, Nevada 89102

Peter Glaser

Doherty Rumble & Butler, PA

1401 New York Ave., NW, Suite 1100
Washington, DC 20005

Timothy M. Hogan

Arizona Center for Law in the Public Interest

202 E. McDowell Rd., Suite 153
Phoenix, Arizona 85004

63123387.01

Lex Smith

Michael Patten

Brown & Bain, PC

2901 N. Central Avenue
Phoenix, Arizona 85001-0400

Steve Wheeler

Thomas M. Mumaw

Snell & Wilmer

One Arizona Center

400 E. Van Buren Street
Phoenix, Arizona 85004-0001

Carl Dabelstein
2211 E. Edna Avenue
Phoenix, Arizona 85022

Jesse Sears, Assistant Chief Counsel

Office of the City Attorney

200 West Washington, Suite 1300

Phoenix, Arizona 85003-1611

Christopher Hitchcock
Hitchcock Hicks & Conlogue
P.O. Box 87

Bisbee, Arizona 85603-0087

Barbara R. Goldberg

Office of the City Attorney
3939 Civic Center Boulevard
Scottsdale, Arizona 85251

Bradford A. Borman
PacifiCorp

201 S. Main, Suite 2000
Salt Lake City, Utah 84140

Marcia Weeks
18970 N. 116™ Lane
Surprise, Arizona 85374



Timothy Michael Toy

Winthrop Stimson Putnam & Roberts
One Battery Park Plaza

New York, New York 10004-1490

Raymond S. Heyman

Darlene M. Wauro

Roshka Heyman & Dewulf, PLC
Two Arizona Center

400 North 5™ Street, Suite 1000
Phoenix, Arizona 85004

Chris King, Vice President
CellNet Data Systems, Inc.
12667 Alcosta Blvd., Suite 350
San Ramon, California 94583

Steven C. Gross

Porter Simon

40200 Truckee Airport Road
Truckee, California 96161

Ward Camp

Phaser Advance Metering Services
Avarado Square

Mail Stop SIM9

Albuquerque, New Mexico 87158

Libby Brydolf

California Energy Markets Newsletter
2419 Bancroft Street

San Diego, California 92104

James P. Bartlett
5333 North 7™ St., Suite B-215
Phoenix, Arizona 85014

Kathy T. Puckett

Shell Oil Company
200 N. Dairy Ashford
Houston, Texas 77079
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John T. Travers

William H. Nau

272 Market Square, Suite 2724
Lake Forest, Illinois 60045

Stephen L. Teichler

Stephanie A. Conaghan

Duane Morris & Heckscher, LLP
1667 K Street, NW., Suite 700
Washington, DC 10006-1608

Billie Dean

AVIDD

P.O. Box 97

Marana, Arizona 85652-0987

Raymond B. Wuslich
Winston & Strawn
1400 L Street, NW
Washington, DC 20005

Donald R. Allen

John P. Coyle

Duncan & Allen

1575 Eye Street, NW, Suite 300
Washington, DC 20005

Thane T. Twiggs
Idaho Power Company
P.O. Box 70

Boise, Idaho 83707

Paul W. Taylor

R W Beck

2201 E. Camelback Rd., Suite 115-B
Phoenix, Arizona 85016-3433

Jay I. Moyes

Meyer Hendricks Bivens & Moyes, PA
3003 North Central Ave., Suite 1200
P.O. Box 2199

Phoenix, Arizona 85001-2199



Peter Q. Nyce, Jr. Andrew N. Chau
Department of the Army Shell Energy Services Co., LLC
JALS-RS, Suite 713 1221 Lamar, Suite 1000
901 North Stuart Street Houston, Texas 77010
Arlington, Virginia 22203-1837
K.R. Saline Dan Neidlinger
K.R. Saline & Associates 3020 North 17" Drive
160 North Pasadena, Suite 101 Phoenix, Arizona 85015
Mesa, Arizona 85201-6764

Greg Patterson
Arizona Reporting Service, Inc. RUCO
2627 N. Third Street, Suite Three 2828 N. Central Avenue
Phoenix, AZ 85004-1104 Suite 1200

Phoenix, AZ 85004
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