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This letter is in response to your April 7, 1999, request for information on witnesses in
the Stranded Cost hearings held in February 1998.

Dear Jim:

On the morning of April 9, 1999, I delivered to your office the direct and rebuttal
testimony of Staff's witness, Dr. Ken Rose. I also included over 400 pages of transcript with an
index of the pages relating to the two topics of concern (Divestiture and Transition Revenues).
This index is Attachment 1 to this letter.

On the afternoon of April 9, 1999, I delivered to your office copies of the direct and/or
rebuttal testimony of witnesses listed in Attachment 2 to this letter.

In your letter, you requested: "If the Staff recommendation was not the above, please
summarize the filed recommendation and explain how the Staff arrived at their June 1998
recommendation.”

The summary of Dr. Rose's direct and rebuttal testimony are attached to this letter as
Attachments 3 and 4.

To explain how Staff arrived at its May 1998 recommendation will require some
historical background.

First, you may recall that when the Retail Electric Competition Rules were adopted in
1996, the Commission established a number of Working Groups, including the Stranded Cost
Working Group. Ms. Kim Clark, of Staff, and the Division Director, Carl Dabelstein, led the
discussion of that working group.
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What needs to be understood is that the "Staff Position" on Stranded Cost has evolved
over time. The "Staff Position" has changed over the past 18 months and has been strongly
influenced by the opinions and interpretations of the Director of the Utilities Division. I will
attempt to show how the position has changed in the chart below.

Term of Office Director Position on Stranded Costs
01/30/97 through 12/15/97 Carl Dabelstein Full Recovery of Stranded Costs
12/16/97 through 02/09/98 David Jankofsky (Acting) Transition Revenues Approach
02/09/98 through 03/07/98 Morris Wolfe (No position stated)

03/09/98 - Present Ray Williamson (Acting) Position has evolved to the May
1998 Staff Position

You will notice that the change of Division leadership in December 1997 resulted in a
180 degree reversal of direction. Mr. Jankofsky personally interviewed (via telephone) and
reviewed writings of a number of potential Staff consultants during the last week of December
1997. Mr. Jankofsky selected Ken Rose of NRRI to present Staff's case in the Stranded Cost
hearings.

It was the selection of Dr. Ken Rose and his convincing testimony that led to the Hearing
Officer's inclusion of Transition Revenues as one of three options in the May 6, 1998, Proposed
Opinion and Order on Stranded Cost.

The Staff Position on the Divestiture/Auction Methodology developed in two ways.
First, there was extensive discussion of the issue in written testimony and there was significant
cross-examination at the February 1998 hearing.

Second, in April and May 1998, Staff commenced intensive internal brainstorming
sessions to develop a "Staff Position on Retail Electric Competition." As part of that effort, Staff
developed the position that, in order to limit the potential exercise of market power by the
incumbent Affected Utilities, the Retail Electric Competition Rules should include a section on
separation of services. This resulted in a proposed new Rule Section 1616 - Separation of
Monopoly and Competitive Services.

Then, on May 6, 1998, the Hearing Division proposed three options for Stranded Cost
recovery: 1) Net Revenues Lost methodology; 2) Divestiture/Auction methodology; and 3)
Financial Integrity methodology. Although Staff was happy to see that Option No. 3 (Financial
Integrity) was the Transition Revenues Approach of Dr. Ken Rose, Staff also was concerned that
inclusion of Option No. 1 (Net Revenues Lost) would not be a wise idea. In fact, Staff by this
time had come to believe that the record in the Stranded Cost proceeding clearly showed that
Divestiture/Auction was the most accurate method of valuation of generation assets, and hence,
the most accurate determinant of Stranded Costs.
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Staff was strongly influenced by the testimony of RUCQO's consultant, Dr. Richard Rosen,
and others, that led to the conclusion that if the Net Revenues Lost methodology were used,
utilities would collect for apparent "stranded costs" in early years while, in fact, over the long
run, there were no real stranded costs but rather significant gains in asset values.

So, Staff's support of Divestiture/Auction was in response to the Hearing Division's three-
option proposal. Staff continues to support the Transition Revenues approach. Staff believes
that another viable approach is using a market-determined asset valuation via
Divestiture/Auction.

If you care to discuss this matter further, please feel free to contact me at your earliest
convenience.

Sincerely,
/‘12\\_)'- W AMAAmson)
Ray T. Williamson
Acting Director
Utilities Division
RTW:lhh

Enclosures



Attachment 1

Divestiture/Auction Issues

pp- 3090 - 3093
pp. 3128 - 3130
pp. 3138 - 3147
pp. 3206 - 3208
pp- 3235 - 3238
pp. 3247 - 3262
pp- 3381 - 3385

pp. 3097 - 3102
pp- 3105 -3108
pp. 3114 -3126
pp- 3180 - 3192
pp. 3193 - 3198
pp- 3234

pp. 3239 - 3240
pp. 3263 - 3264
pp- 3310- 3314
pp- 3339 - 3345

ORAL TESTIMONY OF STAFF WITNESS DR. KEN ROSE (FEBRUARY 23. 1998)

Transition Revenues Methodology

DIRECT TESTIMONY OF DR. KEN ROSE (JANUARY 21, 1998)

Divestiture/Auction Issues Transition Revenues Methodology

- pp. 16 - 17

REBUTTAL TESTIMONY OF DR. KEN ROSE (FEBRUARY 4, 1998)

Divestiture/Auction Issues Transition Revenues Methodology

pp.4-9 pp.2-4
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Attachment 3
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Tesumony of Dr. Namneth 20

Summar:

L'’ne Starz ceileves that as competition in generation develops. the competitive mark
The fair

Srovide a more accurate and objective oasis 10 determine e value of zeneration assets.

standard 10 ArIzona is meant (o mimic a compedtive marker anc ailows the Commission o
X2t vaiue. Tne Staff

value

valuanon :method that most closely and accurately arproximares a mark
vle of Arizona

conmact opiiging the

does not accegt the argument there is now or in the past
"0 pay for uneconomuc costs. The term regulatory compacz. properiv undersiood. does not refer o
an impiied, implicit, or explicit conwract. The Starf does zot believe thart the “sociai compact';’ IS
now, or has ever been, a conmact guarantesing the udlity a perperuel monopoly, feedom from

competition, or fuil cost recoverv.
The Staft telieves that allowing recovery of uneconomic costs from customers will have a

ton market. In pardcular,

gnificant negatve impact on the development of a competitive genera

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

barrier to enry w and exit ffom the generaton markst. Second. recovery of uneconomic costs
And third, recovery creates an

reduces the incentive to mitigate and reduce uneconomic costs
asymmetry of risk and reward that can distort the compettve market. In general. the more

uneconomic costs that are recovered, the greater the distordon of the marker
actces and firms are either eliminared and

In a compettve market, inefficient and obsole
T their efforts to become more

eplaced with more efficient and superior firms or forced to red

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

most productive manner. This limits waste and sweagthens the overall economic health of the
ark

4
counuy. “Bailing out” a firm that faces possible losses hampers this scresning process of a market



aconoiny.  Ag 3 Tesuit. tecovery Of UnecOnOomic COSIS TRLUCSS overail acdnomic arficiancy and
impedes :he deveiovment O 2 compesitive 2eneration marxar.
There are three general types Of uneconomic COSIS: { 1) COSS reiated 0 the zenerzticn of

Sead

alecticity, or “production costs.” (2) “reguiarorv assets” thar are currenuy carmied on the uriiitys

P essl N

books. and (3) gublic-zolicy obligauons thar a ualiity may have besn reguired 10 SUCPOIT 2V STate or

.

federal law or reguiation. Only the first two are or major importance in this procssding.

Of the severai ways 10 estmate the first type of uneconemic cosis. potental produclon Costs.
the Starf believes the “top-down” approach is a satusiactory approach. Tais agproach projects the
net present value of the difference berwesn the generation revenues that would be recsived if
aditional regulation condnued and the projected revenues expected with competinon. However,
the Staff believes that this approach is only appropriate for estmarnng the size and direcdon of
uneconomic costs of affected unlides in Arizona. The result of the analysis shouid not be used w0
determine an amount of umeconomic cost that should be recovered from customers. The
Commission should decide the amount of “transition revezues,” if any, that are nesded to mest
prederermined criteria set by the Commussion.

With respect to recovery of regulatory asserts, Staff believes that post-in service Allowance
for Funds Used During Constuctdon (AFUDC) should generally be classified as producdon assezs
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 addidon, regulatory assets pursuant to FAS 109 should be classified as producdon costs
as well. These regulatory assets are customer receivables for firrure income taxes. Regulatory assets

that should be specifically considered for recovery are those, not otherwise dealt with above, which

were explicidy created and booked as a direct result of an enzy or orcer of the Commission.




SINCE 1€ T2CAVErY OI unecOnOomIC COSTS JISTCITS ie Z2vEeICTInent 21 2 Compennve marker.

:he me Tame [or tecovery shouid se as short as gessitie. The
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< r2cormmiends dhat. if recovery
is allowed. the recovery ume ame. or Tamsiuon cetied. Ze ave rears or less. Aay allowed
Tansition revenues siould be recovered through a “acn-ovpassabie” Sustomer or “wires” charge.
This could be in the form of a surcharge added z0 the dismibution cizarge for ail distibution
customers.

The question of whether there should be 2 zue-up meciznism depends on how the
Commission addresses the recovery of uneconomic cosis. Tne clesar o complete recovery of
uneconomic costs the Commission decides w0 allow, the greater the zeed for a wue-up mechanism.
Since there wiil inevitably be errers in the forecast of uneconomic cOsts. a tue-up is needed to
reconcile the difference betwesn the actual amount and the amount recovered fom customers and
to prevent customers from paying too much. However, the need for 2 Tue-up diminishes as less
recovery of uneconomic cost is allowed. Ifthe Commission allows only 2 perdon of the uneconomic
costs, then there is lirtle need for a true-up mechanism.

The Commission may consider a price cap as a safeguard against the possibility of the
components of the unbundled rate totaling more than the old tariff. Thar is, to ensure that the sum
of the generation price, the transition revenues allowed. wansmission and diswzibudon 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 transidon period if unecomomic costs are being collected from
customers.

A much more robust incentive to easure mitgation and reducdon of uneconomic costs than
any accountng or audiung means is to not allow, and certainly not guarantes up-front, full recovery

of uneconomic costs. This would be more consistent with the efficiency goals of moving 0 a
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...... suuve Zeneration market and would e less cosilv adminiswativain,

rinally. 2e Starf. does not believe thar securitization of uneconomic <osts is in the best iong-

1@ Lrerest Of Arizona cusiomers or the development of 2 compeTntve markat since it results in a

sigrizicant Tanster of fsk fom the utlity 1o customers.



RECOMMENDATIONS

The Starf. through its wimess. Dr. anneth Rose, is recommencing that the Commission adoor 2

“Tansition reveaues approach” which requires the Commission 0 derermine specific criterta for ailowabje

recovery of tle poteatiai competitive {osses. At the time thar s1e Commission determines the specific
criteria to appiy (@ the Aifected Utilides’ satential recovery of compexrtive !osses. accounting imoiicarions
wiil be ideadfiable. Undi that dme, one is anly able to soecuizre on e accounring impiications because

the totai regulared cash intlows is ver w0 be determined.

¢
'L



Attachment 4

SUMMARY OF REBUTTAL TESTIMONY OF
DR. KENNETH ROSE

There are four issues addressed in this reburtal testimony. First. Staff reiterartes its
positon that while it favors a top-down approach 0 estimate uneconomic costs, this estimate should
only be used to indicate the size and direction of the comperitive 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 thar is based on a specific ctiteria
set by the Commission.

Second, Staff does not believe that the Commission should determine up fonr 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 difficuit to
determine and likely result in a prowracted process to determine it. Third. some wimesses testfied
that customers who do not choose an alternative supplier should not have to pay for uneconomic
costs. The reason for the concern is that customers that leave the udlity will not be required w0 pay
or that a broadly defined transition charge will be added to the current rate. Staff believes thar its
wansition revenue and price cap approach will avoid both these possibilites. This is because all
distribution customers will pay the transition charge independent of the supplier and the price cap
will ensure that no retail customer pays more than their current rate.

Finally, Staff challenges the view that a sale or auction is the best means to value
utility assets for purposes of determining uneconomic costs. An unintended consequence of a sale
or aucton is that the market price may be higher than without the sale or auction. As a result. the
apparent “savings”™ will be paid back by customers over time in the form of higher market prices.
Therefore, this option cannot be justified based on only an argument that it will reduce uneconomic
costs. If recovery of uneconomic cost is limited, then the utility will have an incentive to decide
voluntarily whether to sell its assets based on the company Tying 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.



