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A. 

TESTIMONY OF TOM BRODERICK 

(Docket No. U-0000-94-165) 

INTRODUCTION AND SUMMARY 

Please state your name, address, professional background and experience, and 

whom you are representing. 

My name is Tom Broderick, 6900 East Camelback Road, Suite 800, Scottsdale, 

Arizona 8525 1. I am a contract Regulatory Consultant for PG&E Energy Services 

Corporation (“Energy Services”) and am presenting testimony on behalf of the 

Arizona School Boards Association, Inc. (“ASBA”) in this proceeding. My 

background and experience appear in Attachment TB-1. 

Please briefly describe the Arizona School Boards Association and its 

members. 

ASBA is a nonprofit corporation, the members of which are the governing boards 

of more than 210 of Arizona’s 225 public school districts. Approximately 725,000 

students attend ASBA member schools. The ASBA was formed in 1949 to advance 

and protect the interests of Arizona’s public schools in public forums. Public 

school districts are major consumers of electricity in the state. 
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Q. Please explain why a representative of Energy Services, a prospective new 

entrant electric services provider in Arizona, is presenting testimony on beha 

of an entity such as ASBA in this stranded cost proceeding? 

A. Expert testimony in regulatory proceedings is but one of a number of unregulated 

value added energy-related services Energy Services provides to customers. Energy 

Services recently acquired the consulting fm of Barakat & Chamberlin and, as a 

result, possesses significant regulatory consulting resources. 

Q. Please summarize your testimony. 

A. The purpose of my testimony is two-fold. First, to present for the Commission’s 

consideration a proposal under which Arizona’s public schools would receive a 

variance or exemption from stranded cost recovery responsibility. This proposal is 

based on public interest considerations. Second, in response to the procedural 

orders previously issued in this proceeding, I will offer comment upon certain 

aspects of Issues 6 and 1 identified in those orders. 

Q. Please describe ASBA’s proposal for a variance or exemption. 

A. The Arizona schools have a strong and compelling public interest in paying little or 

no stranded cost in connection with the transition to a competitive electric industry 

in the state. Arizona school funding currently ranks 45” in the nation and is in a 
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state of crisis. This crisis extends to both funding of capital requirements and 

keeping pace with inflation in maintenance and operation expenses. Any reduction 

in electric bills would significantly lower the cost of educating K-12 students in 

Arizona and, thus, make funds available for educational purposes and / or lessen the 

education-related burden otherwise borne by Arizona taxpayers. 

I 

~ 22 

Through its appearance in this proceeding, ASBA is requesting that the 

Commission expressly grant an exemption for Arizona public schools from any 

stranded costs which may ultimately be determined by the Commission to exist as a 

consequence of implementation of its electric competition rules. Such exemption 

should also include exemption fiom any early stranded cost recovery that occurs 

from the date an exemption is granted until the date when schools have choice of 

supplier. ASBA believes the predicate to such a public interest exemption already 

exists within the general context of the electric competition rules and the specific 

language of R14-2-1615 ( C ) of the rules. That Section provides for Commission 

consideration of “variations or exemptions from the terms or requirements of any of 

the rules.. . [when] the public interest will be served by the variation or 

exemption.. . 97 

ASBA believes that the creation of a variance or exemption for Arizona public 

schools from any responsibility for payment of stranded costs would be consistent 

with the public interests of the State of Arizona and its residents and taxpayers. 
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ASBA welcomes the opportunity to provide additional information to the 

Commission if that would be helpful to its decision-making. 

ISSUE 6 (WHO SHOULD NOT PAY STRANDED COSTS) 

Should ASBA’s members pay stranded costs? 

No. 

Why not? 

As previously indicated, electric rate reduction resulting from an exemption from 

stranded costs would significantly benefit the students who attend public schools 

and / or Arizona taxpayers. 

Please describe the fact situation for Arizona’s public schools and discuss the 

public interest arguments in their favor: 

The situation is: 

1. Arizona schools funding ranks 45th lowest among the nation’s 50 states. This 

unfortunate state of affairs is due, in part, to the fact that funding for the 

maintenance and operations of schools has failed to keep pace with inflation 
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for nine of the past ten years. The Legislature also is currently under a 

judicial mandate to devise a more equitable system of funding capital facilities 

and equipment. Clearly, obtaining additional revenues for public schools in 

Arizona will be extremely difficult and, thus, achieving all possible cost 

reductions is imperative. 

Electric rate reductions could beneficially factor into an overall solution to 

improvement of Arizona school funding. 

Schools in low property wealth districts and schools with older facilities are 

likely to be the least eficient consumers of electricity today and stand to 

benefit the most fiom electricity price reduction by virtue of their 

corresponding greater electricity consumption. 

A number of parties have proposed that stranded cost recovery be in 

proportion to current rate design. Yet, some schools may have little or no 

operations during Arizona’s hot summer months and some may not have air 

conditioning, yet the design of their current utility tariffs does not fully 

consider the benefits of such off-peak consumption. 

Ultimately, if Arizona’s schools pay any stranded costs, they generally will be 

paid fiom money that could otherwise go into classrooms and / or passed on to 

Arizona’s residences and business through taxes higher than otherwise to fund 

schools. In the latter instance, it makes no sense to impose the public schools’ 

allocation of stranded costs on residences and businesses that are already 

being asked by the utilities to pay stranded costs on their own homes and 

business facilities. It is simpler to exempt the schools. 

2. 

3. 

4. 

5 .  
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6. At least one utility, APS, believes there will be significant loss of tax revenues 

in Arizona as a result of electricity competition. The highly publicized and so 

called “Pollock” study predicts a $1 billion loss in state and local taxes. The 

study also discusses the potential for shutdown of power plants in Arizona: 

Based on what has happened in other industries that have been 
deregulated, and based on what has happened to generation 
capacity in the United Kingdom, it would not be unusual to 
see uneconomic assets, in terms of generation capacity, being 
closed down. Plants at risk are those with high variable, but 
potentially avoidable costs, in such areas as fuel expenses, 
payroll and property taxes that exceed current market prices, 
such as coal plants facilities. The APS Cholla plant in Joseph 
City, Arizona, Tucson Electric Power’s Sprhgerville plant and 
Salt River Project’s Coronado facility could someday fall into 
this category. (Pollock testimony, page 18.) 

For example, the plant (Cholla) represents 97% of the full cash 
value in the Joseph City School District and 96% of the Joseph 
City School District’s funding comes from local property 
taxes. (Pollock, page 20.) 

APS’s CEO Mi. William Post cited the study in a February 28, 1997, letter to 

the Arizona Legislature and then Governor Symington. 

Therefore, APS has endorsed a study that predicts devastating revenue loss or 

significant tax shifts for some Arizona schools and has also requested that 

those same schools pay stranded costs. If the envisioned impact of 

deregulation on school finance is likely to occur, then clearly it is appropriate 

to exempt schools from stranded cost recovery. 
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Q. 

How should the utilities recover any shortfall resulting from exempting the 

Arizona schools? 

This is a policy call for the Commission. The ASBA is of the opinion that any 

shortfall should not be recovered from other utility customers, but left for the utility 

to mitigate or absorb. The ASBA’s opinion is based, in part, on the tremendous tax 

relief utilities have received in recent years. 

The shortfall created by a schools exemption is likely a small amount relative to 

total utility revenues. I estimate the Arizona K-12 grades contribute no more than 

1 to 2 percent of statewide electric utility revenues. The affected utilities could 

easily confir& this statistic. Assuming stranded costs are 10% of total utility costs, 

then stranded costs attributable to Arizona’s schools are no more than 0.1% to 

0.2% of statewide electric utility revenues. Thus, while being relieved of these 

costs will be very important to schools, the reduced revenue will be of little 

consequence to the utilities. 

ISSUE 1 (RULES CHANGES) 

Are changes to the Commission’s electricity restructuring rules necessary inn 

order for the schools to prevail? 
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A. No. In fact, the basis for ASBA’s request has its origins in the electricity 

restructuring rules themselves. Section R14-2-1615 ( C ) of the Commission’s 

December 26, 1996, electricity restructuring rules states: 

The Commission may consider variations or exemptions from 
the terms or requirements of any of the rules in this Article upon 
the application of an affected party. The application must set 
forth the reasons why the public interest (emphasis added) will 
be served by the variation or exemption from the Commission 
rules and regulations. 

Hence, under the current rules the schools could file an application for an 

exemption from Section R14-2-1607 (Recovery of Stranded Cost) and set 

forth the reasons for why the public interest is served by a Commission 

approved exemption from stranded costs. And, although it would 

additionally make sense for the Arizona schools to be eligible for direct 

access no later than January 1, 1999, in order to obtain competitively priced 

electricity, this is not absolutely necessary for the schools to be granted an 

exemption from stranded costs. 

Q. Are you suggesting that the Commission established a new avenue for 

obtaining rate concessions from affected utilities in their December 2 6 , l  

electricity restructuring rules? 
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A. 

Q. 

A. 

In essence, yes. For a number of years, the Commission has approved rate 

reductions from tariffs or special contracts for customers that successfully 

demonstrated a viable competitive alternative. For example, the threat of customer 

self-generation has led to reduced electric prices. 

As the ASBA and I read the Commission’s electricity competition rules, it appears 

the Commission has established a similar exemption for customers successfully 

demonstrating the public interest will be served through a granting of an exemption. 

Has any entity to-date applied for an exemption under Section R14-2-1615 

Not that we are aware of. Thus, the schools could be a test case for this new 

standard. 

Do you believe the Arizona public schools should be granted an exemption 

from paying stranded costs? 

Yes. I believe granting the Arizona public schools such an exemption is strongly in 

the public interest. The ASBA requests the Commission grant, in their Order in this 

proceeding, an exemption from paying stranded costs for the Arizona public 

schools to M e r  the public interest. The ASBA requests the exemption be made 

effective upon the date of the Order so as to also exempt the public schools from 

9 
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any early stranded cost recovery programs. APS’s regulatory asset recovery 

program is an example of such an early recovery program. 
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Q. Does Energy Services support stranded cost recovery by the Affected Utilities? 

6 A. Yes. As Douglas A. Oglesby testified, Energy Services supports a reasonable 

7 opportunity for Affected Utilities to recover stranded costs but only if they 

8 voluntarily sell generation assets. However, we note that the Commission has 

9 created exemptions fiom stranded costs for self-generation and demand-side 

10 management. ASBA has asked Energy Services to assist it in demonstrating to the 

11 

12 

Commission that the public interest also warrants an exemption from stranded costs 

for Arizona’s public schools, and we are pleased to be able to provide our expertise 

13 on their behalf to obtain lower electricity costs. 

14 

15 Q. Does this conclude your testimony? 

16 

17. A. Yes. 

18 

19 98-04/ASBA Bmderick tatimony.dodl-16-98 
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Attachment TB-1 

Professional Background and Experience 
of 

Tom Broderick 

Mr. Broderick has 14 years of experience in regulatory and economic issues in 
the electric industry. Currently, he is a Regulatory Consultant for PG&E Energy 
Services. His responsibilities include electric de-regulatory advocacy and 
analysis in Arizona, New Mexico, Utah and Nevada. He has recently testified in 
the Arizona, New Mexico and Utah legislatures on electricity deregulation. He 
has been an active participant in the Arizona Commission's recent work groups 
on electricity restructuring. 

Prior to consulting for PG&E Energy Services, he was employed by Arizona 
Public Service Company from 1984-1996. At A B ,  Mr. Broderick served as 
Regulatory Economist, then Regulatory Affairs Supervisor, then Forecasts 
Department Supervisor and Chief Economist, then Planning Manager. In these 
various capacities, he prepared testimony for APS personnel or for himself in 
numerous rate cases, prudence audits, and integrated resource plan hearings. 
Mr. Broderick was responsible for preparation of Aps's load forecasts for many 
years. Beginning in 1994, Mr. Broderick was responsible for analysis and 
strategy recommendation in preparation for electric deregulation. 

Prior to joining Aps, Mr. Broderick was a Marketing Research Analyst for Miller 
Brewing Company, Milwaukee, Wisconsin. Before that, he was an Economist for 
an Illinois state agency that regulated hospitals. 

Mr. Broderick holds a Master of Science from the University of Wisconsin- 
Madison and a Bachelor of Science from Arizona State University. 
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Please state your name and business address. 

My name is John H. Landoii, and my business address is Two Embarcadero 

Center, Suite 1160, San Francisco, California, 941 1 1 .  

It'hat is your current position? 

I am a principal and director of the utility practice of Analysis Group Economics, 

an economic consulting firm. 

Please outline your educational background. 

I received a B .A degree with hiyhest honors from Michigan State University with 

a major in econoniics in 1964 I subsequently attended graduate school at Cornell 

University, wliere I was awarded an M A. in economics in 1967 and a Ph.D in the 

same field in 1969. 

Where were you employed after leaving Cornell university? 

I served on the faculty of Case Western Reserve University from 1968 to 1973, 

rising from the rank of assistant professor to associate professor, and on the 

faculty of the Uni\,ersity of Delaware from 1973 to June 1977 as an associate 

professor 

$\'hiit subjects did you teach during this period? 

I taught microeconomics, industrial organization, antitrust economics, regulatory 

ecoiioinics a i d  economic forecasting 

\Vhere were you employed after leaving the University of Delaware? 

1 \\;Is i.mp1o)c.d t11 Sational Economic Research AssociLitt's from 1977 to 1997 ns 

a Senior Coiijultant, a L'ice President and Senior Vice President and member ot' 

rlie Board of Directors 

\\ Ii;it \ \ ; I S  the ti;iture of your iissignments at NERA'? 

;\luch of niy ~iork at KERA \\as on issues relating to the application of econoniic 

pt.iilC1pli.j t o  tlie electric utility industry I participated in numerous projects 

rtddresjiily economic and related antitrust issues before the Federal Energy 

1 1 e g i i I ~ t ~ r ~  Coinmission (FERC). the Nuclear Regulatory Commission (NRC), the 

I 



1 Securities and Exchange Comnii jjiori (SEC), state replatory commissions, and 

2 federal and state district courts 

3 Q. When did you join Analysis Group? 

4 A. I joined Analysis Group in March of 1997. 

5 Q. Have you previously testified? 

6 A  

7 

Yes 

regulatory agencies on a variety of matters. 

I have testified on many occasions before state and federal courts and 

S Q. Have you testified before the Arizona Corporatioil Conimission before? 

9 A. 

10 

1 1  Q.  

12 

13 A 

14 

1 5  

16 

17 

I S  

19 Q. 

20 .A. 

31 

Yes. I have submitted testiniony before this Commission on a variety of rate and 

regulatory matters, including incentive pricing and electric restructuring issues 

Have you participated in retail access or electric restructuring in 

jurisdictions other than Arizona? 

Yes. I have been involved extensively with retail access or restructuring issues in 

Texas, New York, Michiyan, Ne\ ada, Ohio, Iowa, Florida, Louisiana, Oregon and 

i n  the Province of Nberta Outside North America, 1 have participated in teams 

working on these issues in the CT K., Chile and Colombia I have testified in 

Arizona, Xlichigan, Texas, Pennsylvania, Iowa and Florida on these issues. A copy 

of my resume is attached as Exhibit 1 to this testimony 

Habe you testified 011 the subject of stranded investment? 

Yes 

Arizona and before the Federal Energy Regulatory Comniission. 

I have testified on stranded investment issues in  hlichigan, Iowa, Texas, 

I have also 

-- 33 

23 iiivestiiietit recovery 

7 1  

2 5  I I .  PURPOSE OF TESTI.\lOSl' 

20 (2. 
- I .-I 

'S 

assisted utilities in negotiating nith large customers on issues relating to stranded 

\\ h;tt is tlic Ii;ittii'e of >our  :~ssigniiieiit i i i  coniiectioii i t i t h  this proceeding'! 

.At 11-e request of Arizona Public Service ("APS" or "[he Company"), I ha\e 

re\ ie\\etd  he rtjtinionies tiled by parties in this proceeding 1 b i l l  address issues 

7 -  
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4 111. 

5 Q.  
6 A. 
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recoveq, 2 )  mitigation of stranded investment, 3) the means of calculating 

stranded investment, and 4) the means of recovering stranded investment. 

EXECUTIVE SUMMARY AND ORGANIZATION OF TESTIMONY 

Why are stranded cost issues important? 

Utilities have invested substantially in generation, transmission and distribution 

capacity to satisfy existing and future electric power requirements of Arizona 

consuiiiers The ongoing restructuring that is occurring i n  the electricity industry 

is expected to enable all customers to enjoy the benefits of a more competitive 

market, includiny lower rates and the introduction of more innovative products 

and services. A key restructuriny issue concerns how to deal with so-called 

uncompetitive or potentially stranded costs. Stranded costs are prudently incurred 

costs that a utility will be unable to recover from competitive market prices in the 

transition froni traditional cost-of-service ratemaking to a deregulated, market- 

driven environment These costs include costs currently on the books, as well as 

any of the costs of the systems required to introduce open access which will not be 

recovered in market prices. Estimated in the billions of dollars nationally, stranded 

costs are probably the most daunting reyulatory issue facing electric utilities today, 

as well as the most significant impediment to restructuring There are, however, 

numerous other impediments. I discussed many of them in my testimony of 

h‘oteiiiber 27, 1996, in the Commission’s nileniaking Docket S o  R-0000-94- I65 

They include maintaining system reliability, real-time priciny for settlements anions 

suppliers, del elopiny metering, billing and load pro!iling systems, de\ eloping 

settlement and reconciliation processes, developing a means to supply and market 

ancillary services, and developing rules for entry of suppliers and reciprocity 

bet ~ C ‘ I I  5 t ‘1 t C‘ j 

l iow is your testiiiioiiy organized? 

The p i p e r  i b  organized as follo\\s Section IC’ discusses the definition and causes 

df. ; trnllJd cobts Section I’ discusses i k h y  full recoLer) of stranded costs is in the 

bt.j[ interests of both Custoiwrj  and shareholders Section VI outlines mitigation 
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issues involved Lvith stranded cost recovery Section L'II discusses alternative 

mechanisms for calculating stranded costs Section VI11 discusses alternative 

methods to recover stranded costs Section IX explains why rate freezes and price 

caps are inconsistent with competitive markets Section X resummarizes my 

conclusions 

Would you please summarize your conclusions? 

Yes I have concluded that. 

1 Stranded costs arise out of a breach in the regulatory compact that has 

historically governed the relationship between regulators and utilities, 

Providing full recovery of stranded costs is consistent wi th  

a The regulatory compact, 

b 

c Efficiency, 

d Good price signals, 

e Competitive markets, 

f Lack of timely warning 

y .  Lack of past compensation for risk, 

h. Not imposing consumer costs on stockholders, 

Reasonable mitigation of potentially stranded costs should be expected, but 

only through the regulated activities of the utility Past cost cutting should also 

be factored into \khat can be reasonably expected i n  the future, 

3 The net revenue lost calculation method has substantial advantages over a 

forced auction in the Laluarion of stranded investments Properly implemented, 

a net revenue approach can a\oid the need for a true-up mechanism. Valuation 

of stranded costs by issuing a special class of stock uould not be sound and 

h n j  jt\ ere economic and practical defects, 

Rate freezes and caps are generally ii1Conjistt3Iit \\!I!I n competitiLe tnarkct and 

h d u l d  be discouraged 

2 

The economic concept of governmental takings, 
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12 

13 

14 
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19 

20 

auxiliary sewices to an open access environment. Examples include installing 

new metering or billing systems, developing an independent system operator, 

and installing new computer systems required to axommodate changes in bulk 

power settlements, metering and bill processing. The costs associated with 

developing the computer systems required for open access can be substantial. 

For example, the cost of the computer systems for the California independent 

system operator and the power exchange is estimated to be over $200 million. 

There majr also be costs sssociated with obliyations the incunlbent utility is 

asked to take on in the transition to competition. 

Are there ongoing costs that should be included with striltlded costs? 

Yes. Aiy prudetit investment made or cost incurred during the regulatory regime 

must be considered when evaluating stranded costs. Regardless of when the 

decision to make the transition is made or when the transition to competition is 

initiated, all prudently incurred costs of the regulated utility should be collectable. 

For example, incumbent utilities may continue to bear the obligation to serve some ‘ 

or all consumers for some period after the introduction of retail access. This may 

cause additional stranded costs if prices in effect during the transition period are 

insuf3cient to recover these costs Incumbents may also be obliged to provide 

system reliability services. Their provision may or may not be fully compensated 

by rates i n  ett’ect. Furthermore, many incumbent utilities face unavoidable (and 

21 

2 2  

potentially unrecoverable) costs on an ongoing basis to meet their obligations 

under existing regulation. Although the burden of demonstrating what costs 

23 

24 

25 

36 

27 

2s Q .  

39 .-\ 11)  detiilirion is biniilar to the ACC’s definition, except that the ACC’s definition 

3 0 , ippsnrj to limit r-eco\er> to eqxnditures that uere made “prior to the adoption of 

should be eligible for recoveiy lies with the utility, regulators must be careful to 

ensure that the process of identifiing and recovering stranded costs includes not 

only those costs incurred prior to the decision to introduce competition, but also 

those prudent costs incurred as a result of existing regulatory obliyations or as part 

of the t r R nsi t ion to coni pe t i t ion 

l low does jour defiiiitioii of straiided cost reliite to (lie ACC’s definition? 
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this Article I '  For the reasons stated above, I do not believe it is appropriate to 

ignore expenditures that uere made after December 3 1, 1996 

1'. 

Q. 

FULL STRANDED COST RECOVERY IS APPROPRIATE 

Several witnesses have argued against full stranded cost recovery. 

should utilities be allowed to recover their stranded costs? 

A number of legal and economic arguments justify conipensating a utility for its 

stranded costs, incluc!ing 1 )  the promotion of economic efXciency, 2 )  the 

regulatory compact and the unique nature of regulated industries; 3) fairness and 

capital cost concerns about the lack of advance warnins or investor compensation, 

and 4) the hastening of rerail competition. 

1. Ecottotriic Efficiency Issues 

Do you agree with the assertions, made by witiiesses Cooper, Coyle, Rose, 

itrid Roseriberg, that there are no efficiency reasons supporting the recovery 

of stranded i rives t men ts? 

No Uncompensated stranded costs will create an opportunity for "uneconomic 

bypass" by inefficient entrants. Utility costs that are not offset by revenue are 

offen called incumbent burdens, or uncompensated transition costs Entrants, who 

do not face these costs, would be able to compete successhlly with incumbents 

even if they did not have lower production costs. As a result, inefficient firms may 

end up  procidiny senices Incumbent burdens can relate to costs incurred in  the 

past \vliicli have not been recokered or to additional costs the incumbent may 

undertake related to the transition to competition. Det eloping a method to ensure 

recovery of past prudent costs, nhether through a nonbypassable charge to all 

iustonlers or ctiaryiny entrants a fee so that transition costs are shared equitably 

among competing utilitizs, \ k i l l  a l lo~k for a leiel pla>ing field so that all firms may 

compete 011 the basis of production Costs 

Why 

x 
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Can you provide an example illustrating how uncompensated stranded costs 

can create an opportunity for uneconomic bypass by inemcient entrants? 

Certainly. Assume that the marginal cost of generation is 2 cents per kWh for the 

incumbent and 4 cents per kWh for entrants. Assume Further that there are 

incumbent burdens of 4 cents per kWh. Hence, the entrant will be able to undercut 

the incumbent's total cost by 2 cents per kWh, even though the incumbent has a 

lower marginal generation cost than the entrant This, of course, is inefficient 

because more scarce resources are consumed if the entrant generates the electricity 

instead of the incumbent. This problem can be dealt with by charging incumbent 

burdens to all customers or assessins them equally across all suppliers. 

IVhy is i t  iniportant for generation conlpanies to compete on the basis of 

relative production costs? 

A fimdamental tenet of economics is that the price of a good should reflect the 

relative value of the inputs used to produce it. Information on the value of inputs 

is transmitted through the market price, which is determined by the marginal cost 

of the last unit produced However, if fixed ccsts are allowed to enter 

asymmetrically into the price determination mechanism, this will create a wedge 

bet\+een the good's true cost to society and its market .>rice. In the case of 

electricity, if incumbent utilities are saddled with stranded costs, this will create a 

wedge that may allow generation companies with higher marginal costs of 

production than the incunibent to enter the market. The entry of high-cost 

- generation would result in a welfare loss to society 

Are there ally other iriefliciencics created by dis:lllo\~i~llce of stranded cost 

rcc o v e q  ? 

Ses Failure to allow the opportunity for stranded Cost recovery will also create 

capital cost related inefficiencies Saddling incumbent firms with stranded costs 

crcitrls finnncial Lveakness and increases the return that \till be required by future 

i n \  esto1.S. nlaking it more costly for incumbents to maintam and modernize their 

tjcilitic's Hi& capital costs caused by reyulatory uncertainty L V I I I  also tend to raise 
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Witness Rose dismisses the importance o f  uneconomic bypass. Do you agree 

with his analysis? 

No Uneconomic bypass can be a significant problem Dr Rose correctly notes 

that uneconomic bypass will occur when “the alternative supply option has a 

marginal cost less than the utility’s rate but greater than the utility’s marginal 

cost.” (p 1 1 )  However, he assumes that this will only occur in “very limited 

circumstances ” It is unclear how Dr Rose arrives at this conclusion. Incumbents 

Lbill frequently have lower marginal cost than potential entrants In addition, the 

greater the stranded cost burden of incdmbent utilities, the larger the potential 

wedge between price and marginal cost and, therefore, the yreater the opportunity 

for uneconomic bypass by inet‘ficient producers. 

In addition to questioning the likelihood of uneconomic bypass, Dr. Rose 

dismisses its importance for two other reasons. First, Dr. Rose argues that 

unbundling of rates will avoid this problem. However, he overlooks the fact that 

the Comniission will establish a provider of last resort and set bundled generation 

rates that include a contribution to fixed costs If competitive service providers or 

their customers do not bear any responsibility for recovering stranded costs, it is 

not hard to imagine a situation in which a firm with marginal costs above those of 

the incumbent, but below the bundled default rate, would be able to enter the 

market successhlly This would harm both consumers and other producers 

Second, Dr Rose asserts that unecononiic bypass, “even if it does occur, 

[ w x l d  have] a minor ef‘fect on overall efficiency when compared to the gain in 

djnuitic efficiency induced by a competitive market” ( p  12) Dr. Rose fails to 

substantiate his conclusion But. niore importantly, he completely misses the fact 

that proper price signals and properly desiyned stranded cost recoveiy are required 

for dqnatiiic etliciency Correctly designed stranded cost recoLery will ensure tlial 

producers compete on the basis of relative niaryinal costs, causing the dynamic 

cotiipetitiLe market i n  Arizona to flourish, to the benefit of all consumers 

iyiloriny stranded cost or improperly designing the reco\’eq niechanism \bill impair 

c u til p et i t io 11 and limit it 5 bene tit 5 
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Will allowing recovery of strilI1ded cost hasten the transition to competition? 

Yes. Allowing recovery of stranded costs hastens the transition from a h l l y  

regulated regime to a more competitive environment by lowering legal barriers and 

allowing incumbent firms to cooperate actively in facilitating a rapid transition to 

competition. Absent resolution of the issue, fiduciary duties to protect financial 

rights of stockholders, and concerns that incumbent disadvantages may greatly 

handicap their ability to succeed, will limit the ability of utilities to cooperate with 

a rapid nioi'ement toward competition. Stranded Cost recovery "settles up" the 

remaining costs associated with the regulatory period and allows all parties to 

focus on competition. 

Could the nature of the transition to competition affect the magnitude of 

stranded costs? 
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A Yes. If the transition is not properly done, there is a real likelihood of hrther 

stranded costs Under regulation, an incumbent firm has an obligation to supply all 

customers and to supply other mandated programs (e g., low-income and energy 

efficiency programs) If the transition to competition leaves the costs of providing 

expensive money-losing programs and services with the utility but takes the most 

profitable businesses, the utility u i l l  be hurt Entrants that can choose their 

custoiiier base and service offerings will naturally choose only profitable areas of 

entry. Continuing service obligations for incumbents. if improperly done, can 

result in an adverse selection process whereby protitable customers and senices 

are drawn away by competitors, leaving the incumbent with a high-cost customer 

base and providing uneconomical services. One solution to the adverse selection 

problem is to require that all suppliers contribute to any remaining social proa 'vanis 

By spreading the burden of social proyranis across ail market participants, 

replators \ b i l l  ensure tiiat firms m e r  the market oiily ~f they are more efficient 

t h a n  the inwinbetit uti l i ty 
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Q .  Staff witness Rose argues that the utility should not be allowed to recover its 

stranded costs because this will impede the development of a competitive 

market. Do you agree? 

No. It is fairly straightforward to design rates that will both recover stranded costs 

and avoid distorting the price signal In his example on page 1 1 ,  Dr. Rose fails to 

apply a fundamental principle of economics - that to be nondistortionary, any cost 

recovery charge (e.g., a CTC) must be applied uniformly to all participants. If Dr. 

Rose had applied the transition charge to all producers i n  his example, the 

hypothetical customer would have chosen the supply option with the lowest 

marginal cost. 

Dr. Rose argues that allowiiig straiided cost recovery will create barriers to 

entry arid exit. Do you agree? 

No Dr. Rose's definition of barriers to entry seems to suggest that any cost 

associated wi th  entering a market should be considered as a barrier to entry. This 

definition, however, is not useful. There are always costs and delays associated 

with entering a market To distinguish as a barrier to entry anything that prevents 

a firm from instantaneously entering a new market at no cost is so overly 

restrictive that it has little substantive meaning. 

A. 

Q. 

A 

A barrier to entry that merits concern is one that artificially creates a 

substantial cost asymmetry between incumbent and entrant. This is quite different 

from a concern M i t h  all costs associated with enty,  ab Dr Rose suggests 

An example o f a  barrier to entry is a legal limit on the number of taxicabs 

or taxicab probiders in a city Such restrictions can iiiake it impossible for tie\\ 

firms to enter the market, to the benefit of incumbent firms and the detriinent of 

ionsuniers IloweLer, in the retail electricity market, there u i l l  be no limit on the 

nuiiiber of participants, nor \ k i l l  there be any other substantial bdrrier to entry 

Since a properly designed stranded cost recw cry mechanism 1% i l l  be 

Lipplied s! inmetrically to all custonit'rs or all sellers, not just new entrants or their 

Cujtollierj, ne\\ entrants \\could not bear any asyninietnc cobts to enter the market 

~i tiiih niiglit ad, antaze established tirnis Furthermore, an et'ficierlt collection 

1 1  
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mechanism will only recover transition costs or unavoidable costs that are stranded 

as a result of retail access or the transition Sunk costs and their recovery do not 

affect the marginal cost or revenues associated with gaining or losing customers 

Thus, stranded cost recovery will have no significant impact on the ability of firms 

to compete over time. Market prices will be determined by the costs required to 

meet the last unit of demand in each hour of each day 

Witness Rose also argues that stranded cost recovery will create barriers to 

exit. Do you agree? 

No. Dr. Rose is mistaken in his contention that stranded cost recovery would 

encourage inefficient producers to continue supplying the market Under a 

properly designed recovery mechanism, incumbents will have the opportunity, but 

not the assurance, of recovering the investments left on their books from the prior 

regulated regime and all energy service providers will compete on the basis of 

niarginal costs. Inefficient producers will be forced to either improve operations 

or shut down and exit the market. Consequently, stranded cost recovery will not 

create barriers to exit in the electric yeneration business Moreover, incumbent 

utilities arid other producers will make investments required to remain in the 

electric business in their service areas only if they expect that profits from doing so 

\bill be comparable with other investment opportunities. 

Several witnesses (Rose, p. 9; Rosenberg, p. 7-8) argue that stranded cost 

recovery will afford iiicuiiibeiits an Ullfikir conipetitive advantage. Do you 

agree? 

No Dr Rosenbery's assertion that stranded cost recwery '-allows a supplier i v i t h  

above market costs to compete unfairly with potential or actual competitors 

because some of its costs are subsidized by strandable cost recovery" is unfounded 

and incorrect. In fact, correctly designed and implementec' stranded cost 

coinpenation will ensure that competition based on production costs can take 

p l x e  et'f'ectii ely Dr Rosenberg's conclusion is based on  the '-sunk cost fallacy " 

I t  is a fundamental truth of competitive markets that tirnis will make production 

decisions based on a\ oidable or niarginal CojtS. not sunk or unavoidable costs 
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Q. 

A. 

Q. 

A. 

To see this more clearly, assume sunk cost or unavoidable costs for the 

incumbent utility are $500 million, and marginal or avoidable generation costs are 

2 cents per kWh for the utility, and 4 cents per kWh for the entrants, respectively. 

Marginal costs will correctly signal customers in the market that the incumbent has 

the lowest marginal cost. The sunk cost of $500 million should have no bearing on 

either the choice of supplier or the amount that a supplier should generate. The 

purpose of stranded cost recovery is to allow firms to recover those previously 

incurred (sunk) investments that are unrecoterable due tO the onset of 

competition. Stranded cost recovery does not subsidize operating costs or 

incremental capital costs 

By recovering stranded costs through a competitively neutral mechanism, 

such as non-bypassable wires charge, no firm will have a competitive advantage. A 

competitively neutral charge will help ensure that stranded costs are recovered and 

that lowest-cost firms provide the generation service. 

Will stranded cost recovery charges result in incumbent over-recovery of 

stranded costs and create a conipetitive disadvantage for entrants? 

No. A properly designed mechanism will leave the incumbent with assets valued at 

market prices hloreover, since all incumbents and ent itits will pay the same CTC 

charge, new entrants are not disadvantaged. Furthermore, recovery of stranded 

costs will not affect marginal costs or marginal revenues and thus will not affect 

the incumbent utility's competitive position 

Is the value of incunibeiicy auti-competitive, as Dr. Rose c l a i m  (p. 91, 

blockiiig equally qualified or superior entrants and Iirevesting conipetition 

from occurring? 

So Quite the opposite is true I t  is a defining feature of competitive markets that 

the top i Icunibxt's position is perpetually challenged by rivals and new entrants 

Those firins L i i t h  ditt'eretitial advantages are able to OL ercotiie the advantages of 

Incumbents and pro\ ids benefits to consumers by offering new products and 

~ m i c c ' s ,  at l w e r  prices I f  entrants prove superior to incuments in some way, 

(he? \ i l l 1  gain customers at the e\pense of the incunibents If the conipetitiLe 
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advantages of superior firms are eliminated, the competitive process is subverted, 

allowing inferior firms to survive and eliminating benefits to consumers. This 

would misallocate resources and harm consumers Regulators should be 

concerned about abuse of market power and anti-competitive behavior. However, 

a properly designed stranded cost recovery will be symmetric for all market 

participants and, consequently, will have no bearing on the potential for anti- 

competitive behavior Therefore, concern about market power abuses does not 

justify the denial of full stranded cost recovery 

111 a competitive market, are not all firms relatively equal in t e r m  of name 

recog n it  io n, nit1 rke t i ng costs, reputation , and goodwill? 

No. In competitive markets, firms generally differ widely in their abilities, 

reputations, and performance. Competition brings out this diversity. Firms 

differentiate their products and service in order to attract sales from their rivals 

Competition drives firms to improve their products and service and to lower costs 

and prices to gain and retain customers. New entrants are forced to overcome 

existing firms’ reputation advantages and customer loyalty by offering competitive 

or superior products, service, and prices. Unless new entrants can succeed on 

their merits, they do not belong in the business Penalizing incumbents for their 

superiority over rival firms serves only to harm consumers. 

Does name identification vii1 incumbency necessarily bestow a Competitive 

ildvarltage on incunibent electric utilities? 

It is possible but by no means automatic A utility may be well known in t e r m  vf 

name recognition but have a poor reputation for service and pricing Some utilities 

1iai.e inbested hea\ily in  pro\ idins high quality customr jcr\ ice uhile others have 

allowed service to deteriorate The reputation of a utdity and thus the loyalty of 
consuiiler-s in  rrniaininy with the incumbent varies across utilities depending on 

their historic record of service and value to CJstonit‘rs Customers ~ h o  believe 

11iq- ha i t :  receiied poor service, excessive prices, or both are highly motivated to 

consider drernati~e suppliers Name identification in that case is a nesative, 

nssoci;itt.d \\it11 cOtljUtllSr i l l  \ \ i l l  There is nothins abour incumbency per se that 
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guarantees strong consunier loyalty in the face of new competition. Indeed, name 

recognition may be a handicap. aiding new entrants in their quest for customers It 

is not surprising that some utilities choose to market competitive services under a 

separate name. 

Q. But what of Dr. Rose's assertion that coiisuniers will riot investigate 

alternatives? 

Dr Rose provides no evidence to support this view He writes as though it is 

obvious that consumrs are either too lazy to make a choice or too stupid to 

.4 

choose in their own best interest Consunier behavior in actual markets 

overwhelminyly refutes this \iew Consumers make choices in their own best 

interest At times this means remaining with their current supplier, since the 

benefits of switching do not outweigh the costs This is just as much of a "choice" 

as a decision to switch suppliers. Consumers dissatisfied with current service will 

consider the alternatives and switch if, in their judgment, the benefits justify the 

cost of switching In an analogous situation, millions of long-distance customers 

have switched from AT&T over the years to its rivals, as well as between non- 

AT&T ribals, when yiven the opportunity to save on various products and to 

obtain better senice Others have elected not to sbitch or h2t.e switched and 

come back There is no reason to believe that electric power consumers will 

behave any difTerently Consumers act in their own best interest, so if rivals can 

provide superior service and prices to those ot'fered by U S ,  coiisumers u i l l  

readily switch to them. Additionally there is, at the outset, a niuch lower level of 

national concentration among electric suppliers than there M X  in the telephone 

bu si ness 

Failing to choose a rilal oLer XPS does not tnean that consumers suffer 

frotii iner-ria or hate nierel> relied on XPS's ~iaiiie identitication and yood \ti11 

Consumers are not stupid. especially nhen i t  coiilej 10 hopping for products and 

ser\ic'c's The) select goods and suppliers accordiny to \\hat best serves their 

Illtclt'jt Lis ret1ttstt.d i n  the betlttfits and costs of rhe alteriiatl\es available If AI'S 

has 111\ t.5tc.d in p r o \  iding good s e n  ice. creating a po>i t i \e  reputa:lon and strong 



1 

7 

3 

4 

5 

6 

7 

S 

9 

10 

1 1  

12 

13 

14 

1 5  

I6 

17 

1s 
19 

20 

21 Q. 

22 

23 .A 

24 

25 

26 

I 97 Q.  

‘S 

’9 A 

j 0 

would outweigh any sh0.t-run or static losses due to pricing above marginal cost 

He makes this point by misinterpreting the analysis of respected economist Alfred 

Kahn. In the passage Dr Rose cites, Kahn was discussing AT&T’s ability to, at its 

long-run marginal cost, price below most of its rivals. Thus, the context in which 

Kahn was making this argument is a market where the incumbent is assumed to be 

the lowest-cost producer, and all potential entrants have higher marginal costs 

This is a scenario that does not describe the generation market in Arizona. It is 

estraordinary to suyyest that other firms cannot compete with incumbent utilities 

and that uneconomic bypass is the only way entry will occur in a newly 

competitive retail market in Arizona Requiring incumbents to price above their 

marginal costs would be antithetical to economic efficiency in both the short and 

long run. Indeed, in a January 30, 1998, letter to the Wall Street Journal, Alfred 

Kahn argues eloquently that regulators must distinguish between promoting 

competition by ensuring efficient producers the opportunity to enter markets, and 

protecting competitors from genuine efficiency advantages of their rivals, which 

would significantly harm consumer welfare 

Stranded cost recovery, far from being an obstacle to dynamic eficiency, is 

important to the long-run viability of competition in Arizona. All parties to the 

process expect entry to occur once a competitive market is established. 

2. Cotiiprison with Competitive F i r m  

How does your view of the origin of straiided costs differ frooi Die. 

Rosenberg’s? 

Dr Rosenberg attributes stranded costs to “managerial decisions and engineering 

innovations ” (I> 6) As I indicated earlier in niy testimony, stranded costs arise 

from the introduction of competition i n  an industry in lihich past decisions Rere 

based on a regulatory conipact 

Does Dr. Rosenberg’s view of stranded costs’ origins agree with the 

C 3 111 111 iss io 11 ’ s ? 

.\a I n  R 14-2- 160 1, the Commission define5 stranded Costs as the following 

“Stranded Cost“ ineans the \ erifiable net dith-ence botiveen 
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a. The value of all prudent jurisdictional assets and obligations necessary 

to hrnish electricity (such as generating plants, purchased power 

compacts, fuel compacts, and regulatory assets), acquired or entered 

into prior to the adoption of this Article, under traditional regulation 

of Mected Utilities; and 

b. The market value of those assets and obligations c h r ' c ~ / ! y  allribir/crble 

to the iwodiictioii o j  conipelitroti wider tliis Article. (emphasis 

added) 

Dr. Roseriberg argues that electric utilities should be denied stranded cost 

recovery because firriis in coiiipetitive markets t j  pically cannot recover 

unecoiioiiiic investments. Do you agree with this view? 

No. A regulated firm operates and invests under a different set of rules and 

constraints than does a competitive firm. Unlike a company in the free market, a 

regulated firm faces regulatory obligations as well as limits on both potential risk 

and potential return on its investments Therefore, the coniparison Dr Rosenberg 

makes is not valid 

Utilities, such as XPS, have been required to meet an obligation to supply 

power and energy to all custoniers ~vho locate in their service areas This 

obligation required long-lived investments made well in advance of actual growth 

in demand. The quid pro quo was the limitation of competitive entry that would 

allow the recovery of prudently incurred investments over their life. Some 

investments may result in stranded costs because the regulatory compact under 

~4hich they were made will be breached Specifically, entry by other firms means 

that, in some cases, the utility nisy no longer be able to earn its agreed-upon rate 

of return IVithout this change i n  regime, the utllity v,ould continue to have the 

apportunity to recoker its inLestmeiits along i i i t h  a redsoilable return, and there 

\Lould be no stranded costs Losses from the imestiiients occur because the 

iIlcLl1iibe11t bears prudently incurred continuing costs that \ \ i l l  not be compensated 

through conipetitiL e markets 
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Equating stranded costs \i ith investment losses of competitive firms 

ignores the regulatory obligations of an incumbent utility which required large 

long-term investments to meet service obligations These past investments have 

generally been reviewed for prudence and placed in rate base These costs were 

based on a regulatory compact that is now being altered. 

While the shareholders of competitive firnis face no obligations to serve 

and can earn unlimited returns on their investments, regulated firms face public 

service obligations and limited returns 

3. 

Some witnesses argue that iricumberit utilities ha\.e h;ld advilrlce warnirig 

about iricrensed conlpetitiori and should have been ilble to niiriirnize stranded 

costs. Do you agree? 

No. Recognition of increased competition has been of recent origin. In fact, early 

regulatory pronouncements suggested that retail open access would not occur. 

PURPA certainly did nothing to promote retail competition. The Energy Policy 

Act of 1992 allowed only wholesale wheeling. To my knowledge, the issue of 

retail open access was not significantly addressed in Arizona until 1996 

Do iiicunibesit obligations limit the extent to which utilities can reduce 

stranded costs or prepare for competition? 

Yes. In a competitive market, firnis face constant pressure to operate efficiently 

and only engage in those activities in which they are lowcost producers (and 

consequently can sell at a profit) However, the existing regulatory paradigm 

imposes siynificant cost burdens on incumbent utilities These include providing 

sert ice to all customers in a given sen  ice territoq. oft;.r-iiiy loi\-income programs, 

planning and in\esting to meet future demand, and proLiditiy a host of other non- 

inzrket sertiices hlatq such obligations are unprolitable and would not be 

p.r-o\.ided on the same basis in a competitive ninrket Iticumbents are limited in  the 

Adwince f Viirning of Cotnpetitiun 

t.\tent to \\hich they can respond to anticipated changes in the marketplace, as 

long 3 5  r1it.y continue to be oblised to proLidt: these noli-market services 
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4. Historical Cotripertstition fi)r Risk 

Several parties have argued that APS should not be allowed to recover its 

stranded costs because it has already been compensated in rates for the risk 

of stranded costs. Do you agree with this position? 

No. APS shareholders have not been compensated for the risk of stranded 

Q. 

A 

investments. For shareholders to have been compensated for the risks associated 

with stranded costs it must be assumed that the Commission, through a general 

rate case or sonit: other mechani 5111, increased rates sutticiently to enable existing 

investors to recoup their original investment and to receive a return on invested 

capital that is connmensurate ivith the risk taken 

Do you believe that irivestors have received this coiiipeasatioii? 

No. Investors have not received the required compensation for several reasons. 

First, the techniques used by the Commission to determine the utility's authorized 

equity return would have measured the return required by the marginal (new) 

investor, not the return required to compensate existing investors for stranded 

costs These techniques nieasure required equity returns based on such market 

data as dividends, dividend gro\\rh, and stock price Consequently, while these 

techniques are capable of measuring the return that kbould be required to 

compensate all investors (both existing and new) for the added business risk 

associated with open access, they are incapable of measuring the additional return 

Q. 
A 

that would be required to compensate existing sliai-eholders for stranded costs 

The return that uould have been required to compensate investors for the realistic 

threat of having to write ott'billions of dollars of previously approved rate base 

\souid hake been large enoui& to be ver? eiident To the best of my knoibledye, 

rlwe lias been no such return either authorized or emitxi by APS 

For existiny shareholders to habe been coiilpe11>ated f v  the breach of 

regulatory compact. the Comniissiori ibould ha\ e l~ici to  ha\^ authorized a special 

"risk premiuiii" to conipensate ii1LtSors for srranded w>t recoke1-y Houeker, 110 

\i itness Iw cited an! decisions or proiided an\ e\ ideiise substantiatiny the claim 

that the Coniniission has eLer ni'ide such an adjustiiient \foreover, if the 
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Commission did make such an adjustment, APS’s authorized return would have 

shown a significant increase I t  is clear that this has not occurred Consequently, 

the evidence does not support the assertion that shareholders have been 

compensated for risk of significant stranded costs 

As I have indicated, the increase in return required to compensate investors 

for stranded costs exceeds what is consistent with actual experience I illustrate 

this point with the following hypothetical example Assume for simplicity that the 

Commission’s estimate of stranded costs as of the beginning of 1998, is $500 

million, and that the utility’s earnings are a constant $150 million per year on an 

equity capital base of $1,250 milliort Assume further that the utility’s authorized 

equity return (before the adjustment to compensate shareholders for stranded cost 

recovery) is 12 percent and that imniediately following its investigation in 1996, 

the Commission increased the utility’s authorized return sufkiently to pay off the 

estimated stranded costs by the beginning of 1998. Under these assumptions, the 

I I I C I V O . ~ ~  in the equity return required to compensate shareholders for stranded 

costs would be 19 percent (5004 1250*( 1+( 1+. 12)), assuming that investors can 

reinvest funds at  the utility’s authorized equity return This implies that the 

authorized equity return during 1997 would have bee: 3 1 percent, which is clearly 

contrary to actual experience. 

5. Regulutoty Cortipct 

FVitness Goyle claims that there has iievcr been ii recognized conipact 

betweeri tlie utility arid its regulatory coinriiissioii tli:it requires full recovery 

of stranded costs. Do you agree? 

No .An understanding between utilities and regulators. as authorized by law, has 

been a fact of reyulatory law and economics for decades I Under the agreement, 

the utility cedes tlie right to independently price its senices and accepts various 

3 ~ 3 7  ice obligitions I n  return, it receives protection from entry by competitors, and the 

i egulLl~oi? cmmission sets rates that uill proLide an opportunity for the utility to earn 
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a return that is commensurate ivith the risk taken Among the burdens unique to the 

regulated utility industry, the incumbent is also required to ( 1 )  comply with various 

reporting requirements; ( 2 )  have its returns controlled by the commission; (3) provide 

service to all customers within its service tenitory (often termed the utility’s “obligation 

to serve”); (4) meet quality and reliability standards; and ( 5 )  undertake social programs 

that are deemed by the regulatory conirnission to be in the best interest of society 

In addition to service obligations and pricing restrictions, the regulatory 

commission also approves many of the utility’s iinestments and reviews the 

utility’s financial performance. Tile fact that private investors willingly invested 

billions of dollars in the electric industry in the past is certainly strong evidence of 

a regulatory compact I t  is laughable to suggest that large, long-term investments 

would have been made by firms, saddled as they were with service obligations and 

market restrictions, without some assurance of earning a reasonable return on their 

prudent investment Even if they had wanted to make such investments, markets 

would not have supported their capital requirements at anything like historic costs 

of capital 

By allowing other firms to compete with the incumbent utility in the 

generation market, the commission has signaled a fundamental change in the 

regulatory compact. Entry by competitors increases risk to APS and is likely to 

reduce the return that the utility can expect to earn Eliminating the security of 

arrangements which induced long-term investments represents a breach of the 

regulatory compact between the utility and the coinmission To avoid confiscatory 

outcomes, the utility should be compensated for the reduced earnings resulting 

from the change in the regulatory conipact The magnitude of the reduced 

earnings is the value of the stranded costs that the utilit’ should be able to recoLer 

froin its customers because of the breach 

Thus, \tliile l t r  Coyle may be correct i n  assertitis that there evists no 

c.\piizir contractual docutnetit betneeti the utilit) and the I-cyulatory commission, 

.illo\~i:ig mt r>  b> zdnipeting tirms is clearl) coiitral-1 IC) past practtce, on the basis 
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of which investments Lvere made. and is likely to disad\.antage the incumbent firm 

greatly 

Can you explain some of the reasons why utilities have costs on their books in 

excess of those the market will support? 

Yes. In the past, regulators have directed incumbent utilities to pursue many 

public interest prosranis requiring substantial inkestnients by the utilities Perhaps 

the most obvious of these mandated investnients is the requirement that incumbent 

utilities s ene  all conscmers in their service territories at regulated rates, regardless 

ofthe additional cost to serve theni Utilities hake also been required to maintain 

Iiiyh levels of seri,ice quality and nere obligated to build facilities in advance to 

sene  potential loads eken if those loads might not materialize While A P S  does 

not have high reserve margins, many incumbent utilities do find themselves with 

high reserve margins that are not economic in an open access environment 

Moreover, whether or not individual utilities have excess capacity, they will be 

adversely affected by those that do 

A major cause of costs on the books in excess of those the market will 

support is regulatory assets Regulatory assets retlect costs that have been paid by 

the utility and benefits that have been received by custotiiers that, because of 

comniissioti policies, have not been fully collected in rates. The regulators have 

required that collection be delayed. If the market will not support their recovery, 

they become part of stranded costs that need to be recoLered during the transition 

to competition 

6. 

SeveiA M itiiesses (Higgiits, Rosenberg, l i d k o ,  Co) le, Roseii, Rose, and 

Cooper) argue tl i i lt  shtireliolders a i i d  ratepi) ers should share the straiided 

cost burdeir to \ar j  ing degrees. Is this ;I sound polic> propos:il? 

Sliiiritig Srrcincled C7osl.s I h r l  weti Rrirciwyxs rind ,Vi tirclicdlc.rs 

27 .\ Yo .As I have stated preLiously, under the regulator-! co inpa i t  incumbent utilities 

'S 

'9 

3 r )  

la\ e the right ti)  an opportuniti to reco\er their prudent iii\t'stiiients along \+it11 

ic,ihdiiLtble i w u r i i  on tliwi it' regulators allov. oiil> <I tiaitroii ut'stranded costs to 

be reso\ ered. this \ \ i l l  amount to a regulator). breach o f  compact .Anythiny less 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

1s 
19 

20 

31 

22 

23 
24 

26 

37 
I 

?S 

29 

than the opportunity for %ll stranded cost recovery is an economic taking of utility 

shareholders’ property 

Q. What are economic takings? 

A “Takings” is a legal and economic issue which relates to the government use, 

regulation or confiscation of private property ivithout providing adequate 

compensation I understand legally recognized, but uncompensated takings to be 

prohibited by the Fifth and Fourteenth Amendments of the U S Constitution and 

by the Arizona State Constitution From an economist‘s perspective, takings are 

compulsory property transfers (or their regulatory equivalent) without appropriate 

compensation If utility investors ivould be pre\.ented from obtaining a reasonable 

return on their invested capital as a result of open access, there would be a taking, 

at least from the perspective of an economist. With open access, one of the things 

“taken” is the earnings that investors expect to receive from the assets. 

Shareholders provided hnds  with the expectation that they Lvould receive, over the 

life of the investment, a cash flow that would both repay their original investment 

and provide a return commensurate with investments of siniilar risk. A change in 

reyulation that prevents investors from receiving this ainount may be viewed as a 

taking of private property without just compensatioii 

Also, open access itself can result in a form of ph)sical taking, since the 

utility is conipelled to yive up  the unrestricted use and control of its facilities for 

the wheeling of po\\er provided by others and may be required to do so without 

adequate compensation 

\‘I. ~IITICATIOS ISSUES 

Q. S1:oiild utilities h a i  e the ob1ig:itiori to riiitigate stratidetf costs in il reasortable 

\ ray? 

A Yes Stranded costs stem from the difference bet\\ec.n assets acquired under a 

i.egiil,iron rsgiiiie and the \due  of those assets i n  a coiiipc‘i!tii. e marLet Hov,e\er, 

the urilit! mi be able to take actions thdt reduce this dityereilce in Lahation such  

ilctioiib are frequently referred to as mitigation ef’t’orts Reducing, or mitigating. 

:st,~l >[~.,i:id<J <;3>ts idiieij t31.iI \ljlp,i<i t.,i. tiit‘ ii L \ i l > l i i L ) i l  t‘i 0111 reyuhtron IO 
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competition by IoLveriny costs or increasing the value of the utility's assets in a 

competitive marketplace. To increase the value of its assets, thereby lowering 

stranded costs, the incumbent utility will try to operate more efficiently. 

What is an appropriate standard for mitigatioo? 

The utility should be required to make reasonable et'forts to mitigate stranded 

seneration investments by controlling generation costs and enhancing generation 

revenues The amount of mitigation expected should be realistic and consider the 

extent to \ihich the Company has already cut costs h'here possible, I strongly 

favor providing financial incentives for the utility to be agyressive in mitigation by 

alloLiing stockholders to share i n  the net benefits 

I t  would be inappropriate and counter-productiLe to hold the utility to a 

standard of achieving perfection in mitigation. It would also be unfair to assess its 

performance after the fact with the benefit of knowing market outcomes that utility 

management could not have accurately predicted 

Witnesses Higgin and Rosen argue that profits froni unregulated businesses 

owned by the utility should be considered in mitigation. Is this sound public 

policy? 

N c  M'hile it is important that the stranded cost recoLer): process encouraye 

mitigation etl'orts, the assets and costs relevant to mitiyation should be limited 

specifically to those of the utility business Other businesses owned by the parent 

conipany do not ail'ect the costs of transition to competition i n  the electric industry 

and should not be considered \vheii mitigating stranded costs Unregulated 

business should be financially separated from regulated business in considering 

appropriate rates Just as losses in unregulated businesses should not be subsidized 

by ratepa) u s ,  profits in unregulated ventures should not reliebe ratepayer 

obligations 

Xew actkities into i\hicli the incunibent e11tci.j after coiiipetition begins 

, i 1 ~ 1  should not tipre in  stranded cobts, as thest' dSat2ls ~ i t ' r e  i w e r  part of the 

:-t.yiilato~-) ioi t ipai t  A l I ~ ~ ~ i i i g  protits froni non-utilit) c i i ~ i ~  i~it 's to be applied to 

stranded costs u i i l  be seen b> imebtors as a reduction in  their return. therebL 

25 



VII. 

Q .  

.A. 
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discouraginy incumbents from engaginy in new businesses (and consequently 

harming economic efficiency) Furthermore, such policy would increase the cost 

of both new debt and new and existing equity capital 

This view is entirely consistent with my understanding (as an economist) of 

the Supreme Court's ruling in Bsook.~ Scairloti Co. v, I~trilsotrti Coiiilur.s.uoti of La., 

in which the Court ruled that it is not permissible to judge whether rate regulation 

is confiscatory by including the return to unregulated operations of the company in 

question As the Court stared, "The plaintiff' ma)' be iiiakiny money from its 

sawmill and lumber business but i t  no more can be compelled to spend that money 

than it can be compelled to spend any other money to ninintain a railroad for the 

benefit of others Lvho do not care to pay for it." ' 

CALCULATIONS OF STRAKDED COSTS 

I .  

Several witnesses (Rosenberg, Petrochko, Nelson arid Siiiith) have argued 

that so called market-based approaches (e.g., divestiture and auctions) are 

superior to the reveiiue lost method. Do you agree? 

No If iniplemented correctly, the net reLeiiue lost nietliod lias most, if not all, of 

the presumed advantages of the market-based methods without some of the 

drawbacks 

Please describe what you beliebe is an appropri;\te iiiipleiIieotatiorI of the iiet 

A icctioit.~l~i1'e.stiture 1's. The .Wet Reiwtrtc Lost .\lethod 

reveri ue los t riiet hod. 

I recommend, as XPS is proposing, that the straided cobt recovery charge be 

computed year-by-lrear as the ditbence betkceen tlie tiwd cost recoL ery under 

regulation and under market-based prices This method has the ad\.antage of using 

market-based inputs, usually cited as one of the niaiii \ irtues of market-based 

iiielhods. \iithout the forecasting errors that \ \ i l l  occur it' ;i longer time period is 

.INxi 

26 
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Q .  What are the nlaiil drawbacks associated w i t h  illternative market-based 

methods, such as auctions? 

The main drawbacks with the auction or asset sde methods are: A 

1. 

2 .  

3. 

4. 

5 

Considerable time and expense will be required to go through the steps 

required to conduct the auction. Consequently, until the auction is 

completed, it will be necessary to use sotile other method to estimate 

stranded costs Also, the cost of the auction \bill  add to the magnitude of 

stranded costs 

It will be very difficult, if not impossible, to establish the value of nuclear 

plants through an auction process There are substatitial restrictions on the 

transfer of ownership and operation of nuclear generation plants. I am not 

aware of any that have been sold 

There are expected to be substantial transaction costs associated with the 

sale of plants such as paying taxes. transferrin2 comples or interdependent 

power supply contracts, soliciting shareholder approvals, and obtaining the 

release of indentured property from bondholders 

An inetlicient auction design may distort participants’ valuations of an 

asset, thereby reducing the efficiency of this market-based mechanism 

Valuation of the assets can also be affected by the timing of the auctions 

(Le, whether the assets are sold all at once or across time) 

There may be other impedinients to the use of tiiarLet-based niethods. For 

esample, market poi\-er could be increased if the sale results in greater 

reyional concentration of generation units 

27 
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2. 

Witnesses Higgins arid Roseii recoiimerid that  totill recoverable stranded 

costs be calculated by using replacement cost as a proxy for market prices. 

C':ippitig Recovery (it Rqd(i~*etttent Cost 

Q. 

Do you agree with this recon1nlendation? 

No. Any estimate of stranded costs should reflect conditions that either exist or 

are expected to exist in the market The replacement cost met hod, recommended 

by Mr. Higgins, uses the installed cost of the most efficient generation unit in the 

market to estimate the future price of electricity The of the replacement cost 

(a proxy for long-run marginal cost) is appropriate only when the market is in 

equilibrium, because any increase in demand \\ i l l  require iiew generation capacity 

to be built. illoreover, the industry does not ha\e a good track record in 

A. 

predicting the cost or performance of future generation units. 

In addition, the generation market is not in equilibrium and is not expected 

to be in equilibrium for some time I n  fact, as discussed in the direct testimony of 

Jack Davis, the market is expected to have excess capacity until 2006 

Consequently, until the market is in equilibrium, the market price for electricity will 

be hver  than replacement cost A s  a result. the use of replacement cost u i l l  

systeinatically underestimate stranded costs until u p p i )  and demand are in 

balance. Moreover, the error occurs in the early years. \$tiere its impact on the 

stranded costs calculation will be the greatest. 

3. 

Dr. Roseriberg argues that utilities should riot be ; ~ l l o ~ c d  to carii a return 011 

L)i.stillowiiig Returtis oti Equity Fitiiiticirtg 

Q .  
:my equity used to fioaiice str:iiided costs. Do you agree w i t h  this position'? 

No This is a Lerq thinly designed attenipt to p ~ c L  !lie hcireliolders' pocAets 

.APS's cost of capital includes equity capital Under Dc I<ojciiberg's proposal. its 

shareholders LLould be denied an opportunit! to ~ J I  I I  n retiii 11 I n  their invested 

capital that is commensurate nitti its risk I >  d i lc l i j jp l ,  this \\011ld 

. i ~ i ~ i f i i n t  to J taking ILitIiout just COiiipelijlitloIi 

.A 

\> pi'' 
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4. Issuing Stock to !/due Strmded Costs Wordti IZe Ittcjfectiiv rind 

€%pensive 

Q. Dr. Block and hlr. Lopezlira recommend a system i i i  tt Iiich stockholders hold 

a separate class of stock that gives them a claim exclusitrly to stranded asset 

recovery. What is your reactioii to this recommendation? 

Dr Block and Xlr Lopezlira lvould split existing stock into 'A '  shares. standard 

stock that provides the holder claims against the utility's future profits, and 'B' 

shares, claims strictly against stranded cost recoi en I'urcliasers would pay a 

price for 'B' shares based on what they believe to be the ~ a l u e  ofhture stranded 

cost recovery, given estimates of future market prices. production costs, 

teclinoloyical innovations, and public policy decisions Dr Block and Mr 

Lopezlira imply that this system is an effective market-based method for 

determining the amount of stranded costs 

Do you agree that this system is an effective method for estirmiting stranded 

costs? 

No The iiiethod has numerous defects First, at best, the method reflects the value 

of the revenue streani associated with the reyulatory process, including true-ups 

and the risk of future changes to the regulatory nil- .l1atlijili. not the difference 

betiveeii market and book value of the generation assets Second, since the price 

of shares of stock will be affected by factors attecting all stocks (c .g ,  financial 

problems in other countries and inflation announcetncnrs), the estimate of stranded 

costs will be erroneously influenced by factors unrelated to the \.slue of seneration 

assets. Third, the proposal appears to put pal ment of stranded cost recovery to 

liolders of 'B '  shares of stock ahead of bond holticr\. pi c'!;'i I ed \tack holders, and 

liolders of 'A'  shares of stock The legal or p r~ i t i c ' 31  ability to do this is 

qut'stionnble ~ o u n h ,  i t  itill be ditticult, if not iiiiposbible. 10 a p p l y  the niethod i f ,  

:is in the case of APS, the shares of stock are not publiil\ tr,tcic'Ci .-Ill APS stoch i b  

diiiied b) its parent coinpanq Finally. it is expc'ctd : k i t  t l i m  \ \ i l l  be significant 

~ i . ~ i i i ~ ~ t i ~ i i  C O b t j  associated i b i t h  tsjutiig ne i~  ~ l i ~ i i  c'\ ,)!- > t t ) i k  -Tliese ~ ~ o u l d  

iiiCYt'3stl the maynitude of stranded cost reco\ e? 

.A 

Q. 

x 
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1. 

Mr. Coyle has suggested that the recovery period should be stretched out 

over a long period. Witness Rosen concurs, recoriiriieiidirig calculating 

stranded costs over the period from 1998 to 2020. Do j o u  agree? 

No. Annual administrative calculation of the CTC Lvould require comparing 

con1petitiL.e costs and prices i c i t h  a regulaton* benchrnxk .As a result, these 

proposals would delay the onset of t j l l  competition, by keeping prices from market 

levels for >.ears and requiring resources for a continuin? regulatory process 

The Recovety Period Should he As Short .4s P o d d r  

Recovering stranded costs over a shorter period of time will obviate the 

need for continued CTCs and will hasten the onset of a truly competitive market, 

bringing with it niany long-term benefits to consumers and producers Customer 

choice is likely to result in productiLe, allocatiLe. and d \  nnmic ctticieiicies that u i l l  

lower costs, make prices better retlect maryinal costs, stinlulate technological 

advances, and encourage the development of net$ products and services. 

Consumers will better be able to determine what services tliev receive and at what 

prices Further, the costs of regulation Lbi l l  be reduced 

Dr. Roseii argues that the Conimissioi: should extend the recovery period to 

ensure that no coiisuniers are niade worse off by the iiiiplenientation of retail 

access. Do you agree with this position? 

So \VIiile customers are likely to enjoy long-term bciietits from the propel 

iinplementation of retail access, in the short run joille siistoiiiers ma) experience 

higher rates Because of ditl'erences in  the cobt of' w r \  1113 iiisioiiiers (due to such 

factors as time of use, size, and load factor) and C I U ~ S - ~ L I ~ S I ~ ~ ~ S  inherent in the 

ciirrent a \  erage cost-based class rates. many custoiiic'i s ,lie iic)t ctiarged rates that 

retlect the mnryinal or marhct cost of sen in:: t ! w i  I: :> i \ c : i lw economic all^ 
:!Xciwt iioi Jc,ir,ible to guarnntc'l: t l u t  all cu>toliici 3 . i  1 : ;  1~ bciicr otf'under open 

. i i i C > S  
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For economic effciencl, customers stiould pa! tlie market price of the 

Serb ice they receive Attempting to ensure that high-cost customers are no worse 

off under open access \ \ i l l  mean that they pay less than  the market price (marginal 

cost of the last uni t  dispatched) Chargins custoii~ers a price that is less than 

marginal cost will cause them to over-consume and i l l  prebent resources from 

being allocated to their highest-valued use Setting rates beloit market levels and 

the marginal cost will also reduce the ability of the utility to make investments 

required to proLide safe and reliable sentice and to nieet lo'ld groikth 

In addition, attempting to ensure that i w  custonier is made worse off may 

lead to the formation of a trio-tiered price s>'jterll iii n hich cuhtoniers that benefit 

from obtaining generation senices froin the conipetirice market (generally 

customers whose cost to serve is low) will take the market option, whereas 

custoniers that benefit from purchasing generation on the replated tariff (generally 

customers whose cost to sene is high) u i l l  plIrjlle the regulated option The 

ultimate result is that the utility will be left with customers that are, on average, 

more costly to serve 

Who will pay these higher costs is not c lex  Customers \\hose cost of 

service is above average can be charged average ratch onl) 11' sc\iiteone else pays 

the bill or if the cost of service falls The cost of senice \vi11 not come down 

quickly Initially, the same generation units are likely to continue to supply 

customers over the same netnork Until there is d t i c i c n l  tiiiie for cost savings to 

occur, e\.er-yone cannot be betrer o f  Consequc'ii[l!. iinder Dr Rosen's proposal, 

the financial biability of the utility \\.could be threatened becaux  tlie utility would be 

unable to iilcre'tse rates to subsidize the high-cost cii>toi.,~ei 5 

Slr. CoFle raises the issue of iiitergeiier,?tioii;iI equit) ii i  this Docket. l i e  

iisserts th;it stranded cost recobcry ;~sscsscs costs to  ciibtoiilet-s iiuw, lvhile 

p i x \  idiiig iiiost of the bciiefits of coiiipctitiorl ; I (  tlic ciid of ;i iiiulti->e;ir 

tl.iilIsitior1 proc~ss .  I f  true, is this it serious i)iwbiciii'! 
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match in the timing of costs and benefits is not a valid reason not to proceed with a 

prcject which has clear long-term net benetits The ody economic issue that the 

difference in timing makes is utiether the present value of the future benefits 

exceeds the current costs 

Can you provide other examples in  which inter-tenipor;11 shifts of costs and 

benefits are routinely niade to our niutual benefit? 

Yes Highway construction uses federal trust funds that cotlie largely from 

gasoline taxes paid in the past to fund major cotistruitloli projects that often 

extend over long periods and result in capital improi etliciltj bvhose benefits will 

estend over inan)! years Liken ise, the National Institutes 01' Health use current 

tax dollars to fund research which ~ 4 e  hope bill result in riiedical advances that will 

help future generations. In the electric industry, the benefits from regulatory assets 

accrued to customers in prior years, while the cost is spread out over future 

periods 

Q. 

A 

Indeed, few public projects closely match costs and benefits through time. 

While we now enjoy many of the benefits of truck, airliiie and telephone 

deregulation. a yreat many of the costs of these cliniiges \\ere borne in earlier 

periods only one issue in 

restructuring and it is not among the most imponant 

2. Lictrip Surrr Pqwtetrts or Esit Fees 

Jlr. Sdine and hIr. Seidlinger recoriiiiieiid that custotucrs be allowed to 

make a lump sun: piiy11lent for their strilnded cost oblig;itiori. Do you agree? 

Yes I agree with their reconmendation that CUStoi1ierj shoiild be able to pay for 

their share of the stranded costs eitlier niorithl\. OI' ; I \  .I Ikiiiij) w i i i  Pa>irig the 

obligation as a lump suni would appear to h e  the d ~ a r i ~ g c s  ot'( 1 )  reducing the 

finaticiiiy cost, associated i t i t h  the stranded ajsttj. 'u i J  ( 2 )  ciiabliiig customers to 

choose the option that \ \ i l l  minimizt: the present \A;IC oi ' [! iur c c > b i j  

Slatchiiig time patterns of costs arid hi1cIitj 

Q. 

.A 



1 

2 Q.  

3 

4 .A 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

1 5  

16 

17 

IS 

19 

20 Q. 

21 

3. The A PS Proposd Ohviirtes the Ri.cilJi,r (1 Trirc-iip .'Ilcclicinisnr 

Do you agree with the argument advariced by iitiiiierous witiiesses that n 

true-up mechanism is required to deal with forecasting errors? 

I do not agree that a traditional true-up mechanism. coiiiplete with hearings, is 

required. I do agree that it is necessary to have sonit: method of adjusting for 

forecast errors I believe that the APS proposal does an excellent job of 

accomplishing this objective. The problem with niost methods of estimating 

stranded costs is that they attempt to estimate stranded costs many years into the 

future This leads to forecasting errors and the need for periodic true-ups. To get 

around this problem, the APS proposal reduces the foiwxstiiiy period over which 

stranded costs payments are figured, eliminatiny the iieed for a true-up. As 

discussed in the direct testimony of Jack Davis, AI'S calculates annual stranded 

cost recovery charges as the difference between actual costs under cost-of-service 

ratemaking and market revenues This calculation results in  a year-by-year 

calculation of the margin under cost-of-service ratetilaking and the margin from 

market sales This mechanism obviates the need for repeated true-up proceedings 

and arguments concerning key inputs such as futures iiiarket prices and the 

appopriate discount rate to use 

4. 

Some people argue that certain utility custoniers should be exempt from 

paying a shi1l.e of stranded costs. For exiilllple. \\ itricss Bixderick argues 

that public schools should not face any straiicieti cost burdcii. i'low do you 

respond to this proposal? 

.As long as esemptions do not reduce the total aiiioiiiit ot' ~ i i d c d  cost recoLer.1.. 

rind as loiiy as recovery occurs via an econoniicall~ soulid pa! i w i i t  mechanism, the 

question o f ~ ~ h o  should pay \that share of the col ts  i, u!:ii~i,i~c!\ '1 policy decision 

ii'hile l l r  Broderick apparently believes that  public i l i \ L b r c h t  dictates that public 

> c l i O d l j  jhoLlld not ha\e to pa)' a share of thew costh, t l i i '  C<)liinil>bion should keep 

i n  iiiirid that e\reniprtny some parties requires c l u r g l ~ ~ g  I ~ ~ I I I I I I I ~  cubtoniers more 

Also. a11 panies should reiiieii?ber that energ\ del-eglilatloii n 1 1 1  pro\ ide long-tern1 

Evclitsions frottt Strrrndeil Cost Rcspotrsihiliry .SliorcIti l k  Few 
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benefits to many customers that it111 exceed the burden of c o ~  ering stranded costs 

for a limited number of years. 

Mr Broderick argues that any stranded costs paid by schools will merely 

be passed on to residents and businesses in the form of hi&r taxes. However, 

any business or organization can make the same arguiiieiit Further, Xlr Broderick 

states that "schools uith older facilities stand to bciitttir rile iiiost from electricity 

price reduction," and yet, despite these benefits, he argues that schools should be 

esenipt from transitional cosis COL ering stranded inLc'stnic'iits 

Stranded cost recovery does not necessarily imply that all customers must 

share these costs equally, and the Commission may decide to charge different 

amounts to different parties For example. the Commission could levy non- 

bypassable charges proportional to past usage or predicted future benefits. As 

long as the recovery mechanism promotes a competitiL e industry and keeps pricing 

distortions to a minimum. the Commission can decide lion the public interest is 

best served by deciding on the differential impact of stranded cost recovery 

RATE FREEZES VS. PRICE CAPS 

Several witnesses (Rosen, Higgins) recotiitiietid t l ic use‘ of ii price cap 011 

setTices idter open-market access begitis. Pleiise cortiitierit. 

The principal benefits of a competitive market are the incentives it provides for all 

participants to reduce cost through etticie:icy i i i ipro\  c ; i :c i i ib  ,ind ot't'er products 

that better meet customer needs The Commission slioiild not lose sight of these 

benefits Any attempt to perpetuate the continuation o!' cost-otlsewice regulation 

through price caps, rate freezes or other mechanims ~ l i o u l c i  be resisted, because 

they nil1 impede the rapid developnient ofcoiiipctitiL i' ii:;ti Lct5 

j5.i t iiesses Roseri recoiiiriierids coli titi ucd price i.ceril;i t io 1 1  to eiis ir re tha t 110 

cotisuiiier is made worse off by tlie traiisitiori to coiitpctitioti. Is this sourid 

pii  blic polic.? 

L o  

sonipt'titiie niarkets i t  i l l  accrue o\er tlie Ions tci iii 

-\> I mentioned preLiously, the principril lic::c!;:- 1'; "'111 tlie transition to 

.\rtcliipt to prolony 

1 ?$lJl,lIi'd ~ J ~ ? ~ ~ ~ , l ~ l f l L J  t 1 l r O l l ~ ! l  d /2i;<t C J i '  < ) I  ci ; '  : i  .L' - , (  ,il: ,:L*!,l'& 111c c)J]>c[ L>, 
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competition and distort the marketplace If i t  is interehred iii such public policy 

goals as shielding certain groups from the etyects of J iiiarket transition, the 

Commission would be wise to consider direct policy options. such as subsidies to 

low-income consumers, rather than continued rateniakins, \I Iticli would distort the 

price signal 

X. CONCLUSIONS 

Q. 

A 

\k'hat cor~c lus io~~s  have you renctied? 

The regulatory compact, efficiency and equity all suppoi t ~ l l o n  iiig electric utilities 

in general, and APS in particular, to recover potentiall! ,irttisci costs This is not 

inconsistent with competition or competitive mal hc'iS a i d  i t  i l l  be a major 

contributor to quickly converting the electric industry to competition. Utilities 

should be expected to mitigate their strandeu costs, but e\pectations should be 

realistic, and mitigation should not include unregulated a!tilintes The net revenues 

method, as proposed by APS, is a reasonable hay to \;due atid collect stranded 

costs. Forced sale of assets or sale of a separate str-antleJ irtvestnient stock have 

serious practical drawbacks Rate freezes and c:ip <II c' inconsistent with a 

co1iipetitiL.e market and should be discouraged 

Does this coiiclude your testimony? Q .  
x Yes. it does 
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For an excellent discussion of the origins and history of the compact, see Chapter 

4, “The Regulatory Contract,” in J. Gregory Sidak’s and Daniel 5;. Spulber’s new 

book Derequlatory TakinPs and the Repulatory Compact. 

Replacement: Replace page 25. lines 15-1 7 with: 

Q. Witness Coyle argues that profits from unregulated businesses owned by the 

utility should be considered in mitigation. Is this sound public policy? 



BEFORE THE ARIZONA CORPORATION COMMISSION 

JIM IRVIN 
Commissioner - Chairman 

RE" D. JENNINGS 
Commissioner 

CARL J. KUNASEK 
Commissioner 

IN THE MATTER OF THE COMPETITION IN ) DOCKET NO. U-0000-94-165 
THE PROVISION OF ELECTRIC SERVICES 
THROUGHOUT THE STATE OF ARIZONA. 

) 
) DIRECT TESTIMONY OF 
) KAREN G. KISSINGER 

On Behalf of 

TUCSON ELECTRIC POWER COMPANY 

JANUARY 9,1998 



1 

I 2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

I 26 
~ 

27 

28 

1 

29 

30 

Item Page 

Introduction and Purpose ......................................................................................................... 1 

Statement of Financial Accounting Standards No. 71 ............................................................ 2 

Income Tax Issues to be Considered in the Determination of Stranded Costs .................... 9 

Recommendation ...................................................................................................... .................. 12 

EXHIBIT A: Minutes of July 23-24,1997 EITF Meeting Related to Issue 97-4 

TABLE OF CONTENTS 

i 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

Introduction and Pumose 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

. . .  

Please state your name and business address. 

Karen G. Kissinger, 220 West Sixth Street, Tucson, Arizona 85702. 

What is your position with Tucson Electric Power Company (“Company” or “TEP”)? 

I am Vice President and Controller and Principal Accounting Officer. My present areas of 

responsibility include internal and external financial reporting, plant and property accounting, 

payroll, accounts payable, tax planning and compliance reporting, billing, credit and 

collections. As of January 1, 1998, I am also Vice President and Controller and Principal 

Accounting Officer of UniSource Energy Corporation, the Company’s newly formed holding 

company. 

Please describe your educational background and your business experience as the same 

pertain to your position. 

I received a Bachelor of Arts Degree in Spanish from the University of Virginia in 1977. I 

received a Master of Business Administration with a Concentration in Accounting from the 

University of Arizona in 1982. I am a Certified Public Accountant licensed to practice in the 

State of Arizona. I am a member of the American Institute of Certified Public Accountants 

and the Arizona State Society of Certified Public Accountants. 

Before joining Tucson Electric Power Company in 1991, I was employed by Deloitte 

Haskins & Sells and its successor by merger Deloitte & Touche in the audit department for 

approximately eight and one half years. During that period I had both public and cooperative 

electric utilities as audit and consulting clients. I was designated by Deloitte & Touche as a 

public utility specialist. Since 1991, I have been employed by Tucson Electric Power 

Company as Vice President and Controller. 

What is the purpose of your testimony in this proceeding? 

The purpose of my testimony is two-fold. First, it is to respond to the December 11, 1997 

Procedural Order requesting information in this proceeding regarding the implications of the 

Statement of Financial Accounting Standards No. 71 (“FAS 71”) resulting from 

recommended stranded cost calculations and recovery methodologies. While the context of 

this testimony is Issue Number 3, as defined in the December 1, 1997 Procedural Order, there 
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are aspects of FAS 71 which have implications for all of the testimony topics requested by 

the Procedural Order. 

The second purpose of my testimony is to discuss certain income tax issues related to 

Item 3 of the Procedural Order as it relates to stranded cost. 

Statement of Financial Accountinv Standards No. 71 

Q. 

A. 

Q. 

Please briefly describe the accounting requirements of Statement of Financial Accounting 

Standards No. 71. 

As rate regulated entities, TEP and certain other utilities in the state prepare their public 

financial statements in accordance with Statement of Financial Accounting Standards No. 71, 

Accounting for the Eflects of Certain Types of Regulation (“FAS 71”). The underlying 

premise of FAS 71 is that regulated enterprises should account for the economic effects that 

result fiom the cause-and-effect relationship of costs and revenues in the rate-regulated 

environment. FAS 7 1 defines what constitutes a cost-based rate-regulated entity and contains 

standards of accounting for the effects of regulation. One such standard addresses the 

method by which a regulator can create an asset by deferring, for future recovery, a current 

cost that would otherwise be charged to expense. For that to occur, both of the following 

criteria must be met: 

(1) It is probable that future revenue in an amount at least equal to the capitalized cost 

will result fiom inclusion of that cost in rates; and 

Based on available evidence, future revenue will be provided to permit recovery of 

the previously incurred cost rather than to provide for expected levels of similar 

future costs. 

Such assets are considered to be regulatory assets. As long as the above criteria are 

met, these regulatory assets may continue to be reflected in a utility’s books and financial 

statements. As soon as either of the above is not met, the corresponding regulatory asset 

must be written off. To illustrate the extent to which regulatory assets impact the financial 

reporting by a public utility, as of December 3 1, 1996, TEP’s balance sheet included nearly 

$279 million in deferred regulatory assets. 

Under what conditions would FAS 71 be determined to be no longer available to a utility as 

accounting guidance? 

(2) 
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4. 

2. 

4. 

Utilities following FAS 71 must continually assess whether they remain regulated entities 

under definition criteria contained in FAS 71. FAS 101, Accounting for Discontinuation of 

AppZication of FAS 71, includes the following examples of situations that may warrant 

discontinuation of FAS 71: 

(1) Deregulation; 

(2) A change in the regulator’s approach to setting rates from cost-based ratemaking to 

another form; 

Increasing competition that limits the enterprise’s ability to sell utility services or 

products at rates that will recover costs; and 
(3) 

(4) Regulatory actions resulting from resistance to rate increases that limit the 

enterprise’s ability to sell services or products at rates that will recover costs if the 

enterprise is unable to obtain relief from prior regulatory actions through appeals or 

the courts. 

The thrust of FAS 101 is that when an enterprise ceases to meet the criteria of FAS 

71, either in part (i.e., an operating division or product line) or in total, it must discontinue its 

application and eliminate the regulatory assets on its books that were created by regulators. 

For TEP, the application of FAS 101 to all operations of the Company would result in a net 

charge against net income totaling some $157 million, based on the balances of regulatory 

assets and liabilities as of December 3 1, 1996. 

Are FAS 71 and FAS 101 the only accounting guidance that are relevant to accounting for 

regulated enterprises? 

No. As innovative recovery mechanisms and incentive-based recovery plans for utilities 

have been developed over the years, the ability of regulators to create assets by deferring 

costs to the future has become increasingly suspect to the Financial Accounting Standards 

Board (“FASB”) and Securities and Exchange Commission (“SEC”). Accordingly, 

additional accounting standards have been issued by the FASB to address emerging concerns 

over accounting by regulated entities. These standards include FAS 90, Regulated 

Enterprises-Accounting for Abandonments and Disallowances of Plant Costs; FAS 92, 

Regulated Enterprises-Accounting for Phase-In Plans; and FAS 121, Accounting for the 

Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of: Both FAS 
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?. 

A. 

Q- 
A. 

90 and FAS 92 contain criteria for permitting certain plant-related costs to be deferred for 

fhture rate recovery. Costs not meeting such criteria may not be deferred and must be 

immediately expensed. FAS 121 amends FAS 71 to clarify that existing regulatory assets 

should be written off if they are no longer considered probable of recovery. FAS 121 also 

requires a write-off of the regulatory asset if recovery of the asset is disallowed by the 

regulator. 

These Standards have already had an impact on TEP. Although the Company was 

granted authority by the Commission in previous rate cases to defer for future rate recovery, 

certain excess capacity costs associated with Springerville Unit No. 2 (the unamortized 

balance of which totaled $94 million as of December 3 1,1996), such deferrals failed to meet 

the criteria set forth in FAS 92. They have been charged in their entirety to expense for 

financial reporting purposes. No corresponding regulatory asset is reflected on the 

Company’s balance sheet prepared for financial reporting. The regulatory asset appears only 

in the Company’s regulatory balance sheet for ACC reporting purposes. 

As deregulation has emerged in various states, have these accounting standards proven to be 

sufficient guidance to allow utilities and their regulators to interpret the implications and act 

accordingly? 

Unfortunately, no. FAS 71 did not contemplate deregulation in quite the ways we see 

unfolding across the nation today. Transition plans, competitive transition charges, 

securitization of stranded asset costs, and other innovations simply were not forecast when 

FAS 71 was written. As a result, the Emerging Issues Task Force (“EITF”), a committee of 

the Financial Accounting Standards Board, met in the summer of 1997 to deal with some of 

the issues now arising in deregulation. In July 1997, the EITF issued a consensus position, 

Issue 97-4, Deregulation of the Pricing of Electricity, Issues related to the Application of 

FASB Statements No. 71, Accounting for the Eflects of Certain Types of Regulation, and No. 

101, Regulated Enterprises - Accounting for the Discontinuation of Application of FASB 

Statement No. 71. The minutes of the July 23-24, 1997 EITF meeting related to issue 97-4 

are attached as Exhibit A. 

Briefly, what specific issues does EITF 97-4 address? 

EITF 97-4 provides guidance as to when an entity facing deregulation should discontinue 
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following the provisions of FAS 71 and some of the mechanics of how to discontinue FAS 

71. EITF 97-4 states that accounting under the guidance of FAS 71 should be discontinued 

for a separable portion of a business when legislation or a public utility commission order 

that contains sufficient detail to reasonably determine how a transition plan will affect the 

deregulated portion of the business is issued. Regulatory assets and liabilities remain on the 

financial records of the business if they are recoverable through “regulatory cash flows” until: 

(1) The assets are recovered andor the liabilities are settled through the collection of 

“regulatory cash flows”; 

The assets become individually impaired, or the regulator eliminates the obligation; 

or 

The separable portion of the business from which the “regulated cash flows” are 

derived no longer meets the criteria to continue accounting in accordance with the 

provisions of FAS 71. 

Costs of the deregulated business may be deferred if they are expensed or incurred 

(2) 

(3) 

after FAS 101 is applied and such costs are recoverable through “regulatory cash flows.” 

How does EITF 97-4 define “regulatory cash flows?’ 

“Regulatory cash flows” are rates charged to customers intended by regulators to recover the 

specified regulatory assets. The cash flows are derived from a levy on regulated goods or 

services provided by a separable portion of the business that continues to meet the criteria to 

account for its activities in accordance with the provisions of FAS 71. 

What is the status of the rules adopted by the Commission to date insofar as EITF 97-4 would 

define the point in time at which a utility must cease to follow the guidance of FAS 71 for its 

generation operations? 

To date, there is insufficient specificity in the rules to cause the Arizona utilities to cease 

following the tenets of FAS 71 for generation operations. As soon as the rules contain 

sufficient information for the utilities to reasonably estimate the impact of the deregulation 

d e s  on their operations, the utilities may have to cease accounting for their generation 

operations in accordance with FAS 71. I presume that this may result from these stranded 

cost proceedings. 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

What are the implications of these accounting rulings on the determination of the stranded 

cost recovery mechanism in Arizona? 

Even though the generation portion of the utility may no longer be able to follow the 

provisions of FAS 71, the regulatory assets and other stranded costs which initially evolved 

as a part of the generation side of the business are not necessarily written off the books at the 

date that the generation business ceases to qualify to account for its operations in accordance 

with FAS 71. So long as a part of the business, such as the distribution portion of the 

business, remains cost-based rate regulated, and such business has the regulated cash flows to 

recover the costs of the regulatory assets and other stranded costs, those costs are not written 

off. However, certain conditions apply. If the conditions are not met, write-offs will occur. 

What are the conditions? 

EITF 97-4 is clear in its expectation that the cash flows must come from regulated revenues, 

rather than competitive revenues, even if it is probable that such competitive revenues will be 

earned by the entity. The cash flows can come from rates charged directly as a tariffed rate, 

or as a competitive transition charge, or through proceeds fiom securitized bonds which will 

be paid off through regulated revenues. In addition, the cash flows have to be certain enough 

to warrant reliance upon them as a recovery mechanism. 

Please explain “certain enough”. 

Unfortunately, that determination will likely be completely dependent upon individual facts 

and circumstances. In general, accountants speak in terms of costs being “probable of 

recovery.” From 

conversations with senior utility personnel at Big Six accounting firms, and information I 

have received through my participation on the Edison Electric Institute Accounting Executive 

Advisory Committee, I have learned that accounting staff at the SEC as well as other 

accounting professionals express concern that some of the stranded cost recovery plans being 

developed in various states provide inadequate recovery mechanisms. 

What are some of the specific concerns raised by accounting professionals? 

Accounting professionals express concerns about recovery periods extending many years into 

the future, beyond the end of the so-called transition plans, and recovery methods without 

true-up mechanisms. If a recovery plan has no “true-up” mechanism provided during the 

In an accounting sense, that means recovery is “likely” to occur. 
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Q. 

A. 

?- 
A. 

, . .  
, . .  

recovery period, the stated rate path would need to have sufficient “head room” for allowable 

regulated costs to increase (such as for inflation) and still provide for recovery of the stranded 

cost within the provided recovery period. 

Explain what you mean by a “true-up” mechanism, and what features such mechanism would 

need to have. 

A true-up mechanism is a “re-opener” provision in the cost recovery plan which allows the 

parties to assess whether the original recovery path provided too much, or too little, recovery 

of the identified recoverable stranded costs. A true-up provision that is a one-way street, 

only allowing the regulator to end the recovery path early, if the regulator deems that the 

costs would be recovered sooner than originally anticipated does not provide sufficient 

support. To be a meaningful true-up provision for accounting purposes, such true-up 

mechanism would need to allow for upward adjustments as well as downward adjustments. 

The true-up mechanism would allow the utilities to increase their recovery, if the original 

recovery path was determined to be insufficient to fully recover the allowable stranded costs. 

What are specific implications for recovery plans in Arizona? 

The more risk that a utility is asked to assume in achieving the cash flows to recover the 

stranded costs, the less likely that the recovery plan provides adequate assurance that the 

costs will be recovered, and therefore, recognized on the balance sheet for financial reporting 

purposes. Consensus among the accounting firms appears to be that recovery periods of five 

years or less, or about the same time period as the transition period, appear to provide 

sufficiently timely recovery for the regulator to ensure that the utility receives its cost 

recovery. If the plan provides for recovery over a five to ten year period, the plan may be 

considered adequately timely, but considerable doubt exists as to whether recovery over a 

period in excess of ten years would be sufficiently timely. The longer the recovery period, 

the greater the need for a true-up mechanism to allow the utility’s cost recovery to be re- 

evaluated and modified. In the alternative, a greater amount of “head room” within the rate 

or increased evidence that the costs will be recovered by the end of the stated recovery period 

would be needed. 
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Q. 

A. 

?. 
4. 

2. 

A. 

Does the specific recovery calculation method chosen make a difference, in determining 

whether the amounts are recognized as recoverable for FAS 71 financial statement 

presentation purposes? 

No. With any method of calculation of recovery, whether it is net lost revenues, replacement 

cost valuation, auction and divestiture, stock market valuation, or some other method not yet 

discussed in the competition docket, the method of calculation is not the issue. The issue is 

really the cash flows expected to be derived under the plan. In each case, the amount of cash 

flows provided by the method is initially determined and then compared to the balances of 

costs that the cash flows are specifically earmarked to recover. Recoverable amounts remain 

regulatory assetsAiabilities of the remaining regulated entity. 

Please explain how the adequacy of regulatory cash flows is determined, in general terms. 

First, the utility must determine the regulatory cash flows expected to be recovered over the 

life of the regulatory asset or stranded cost. If the gross cash inflows less the gross cash 

outflows, if any, that relate to such regulatory asset or stranded cost exceed the carrying 

amount of the regulatory asset or stranded cost, then no write-down occurs. If the net cash 

flows is less than the recorded book value, a write-down will occur. 

The regulatory asset is written down to its-estimated recoverable amount, as of the 

date that the impairment is determined. Other stranded costs, such as plant costs, would be 

written down to their fair values, pursuant to FAS 121. The fair value (as defined in FAS 

121) would be determined using quoted market prices for similar assets or other valuation 

models. Valuation models might include the present value of the estimated expected future 

cash flows using a discount rate commensurate with the risks involved, option-pricing 

models, matrix pricing, option-adjusted spread models, and fundamental analysis. Losses 

incurred due to the disallowance of certain kinds of stranded costs, such as abandoned plants, 

would be calculated in accordance with FAS 90. 

If the regulatory recovery plan ultimately approved for the Company does not provide 

specific indications of which assets are being allowed for recovery and which are not, are 

there accounting ramifications? 

Yes. The above-described cash flow analysis presumes that an entity knows the specific 

costs for which it is being provided recovery. In the methods discussed to date in the 
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Q- 
A. 

competition docket and in most other states, there is little attempt to designate the stranded 

cost recovery dollars to specific assets. For example, in the net lost revenues approach, the 

regulator may determine that in aggregate $250 million represents the stranded cost; the 

methodology does not specifically match each cost on the balance sheet to each dollar in the 

recovery path. This requires the utility to use its best judgment in allocating the cash flows 

among fixed assets such as above-market utility plant and any regulatory assets to perform 

the cash flow analysis. 

Are there other FAS 71 consequences for the generation side of the business? 

Yes. At the point in time that the generation portion of the business becomes deregulated, 

the generation portion of the business can no longer account for its activities in accordance 

with FAS 71. Therefore, it must review the carrying values of all of its long-lived assets, 

such as utility plant, to determine whether the values are appropriate for enterprises in 

general. Enterprises in general must carry their long-lived assets at historical cost unless the 

value is impaired. Pursuant to the provisions of FAS 12 1, the utility would need to estimate 

the cash flows expected to result from the use of the asset over its expected usehl life and its 

eventual disposition, both inflows and outflows. If the net cash inflow is less than the 

carrying amount of the asset, the asset would be written down to its fair value. The loss 

would be calculated as the difference between the fair value of the asset and the carrying 

amount of the asset. Fair value would be determined as noted earlier in this testimony. 

income Tax Issues to be Considered in the Determination of Stranded Costs 

?. 

A. 

Should the calculation of stranded costs to be recovered include regulatory assets related to 

income taxes? 

Yes, the amount of stranded costs to be recovered should include regulatory income tax 

assets. In prior years when utility assets were placed in service, certain tax benefits were 

flowed-through to ratepayers, thus reducing income tax expense charged to ratepayers. 

Regulated utilities have been able to record regulatory assets related to these benefits because 

it was understood that the utility would recover these benefits in future rates over the 

depreciable life of the asset. To the extent not all of these tax benefits have been recovered, a 

regulatory asset is recorded on the utility’s books for the amount of pretax revenues 

. . .  
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A. 

necessary to allow the utility to recoup this benefit. The utilities expect to recover these 

amounts in accordance with the regulatory compact. 

If the utility is not allowed to recover these regulatory income tax assets in rates, what will be 

the impact on the accounting records of the utility? 

When these regulatory assets were initially established there was no income statement impact 

for the utility. The assets were originally recorded via a charge, or addition, to the regulatory 

asset account for the amount of pretax revenues to be collected, and a credit, or increase, to 

deferred tax liability. These income tax regulatory assets amounted to $174 million at 

December 3 1, 1996 for the Company. If the regulatory income tax asset is not allowed to be 

collected from ratepayers, it would have to be written off from the balance sheet of the utility. 

However, FAS 109, Accounting for Income Tuxes, still requires that the utility record the 

amount of deferred tax due the Internal Revenue Service (“IRS”) in the future due to the tax 

deductions given to ratepayers in prior years. Since the write-off of the regulatory income 

tax assets could not be accomplished by a reversal of the initial entry establishing the assets, 

the impact would be a net charge, or reduction, to the book income of the utility. The amount 

of this charge would be the after-tax amount of the utility revenues which would not be 

collected from ratepayers. There would be no current deduction allowed on the Federal or 

State income tax return of the utility for this loss of revenues. 

Will a public utility still be subject to the normalization requirements of the Internal Revenue 

Code if it is not allowed to recover 100% of its stranded costs? 

It is unclear how the IRS would handle the normalization requirements for a utility that is not 

allowed to recover 100% of its stranded costs. The IRS has provided guidance in the case of 

specific assets which are no longer subject to regulation, but not in the case of an overall 

disallowance which may apply to some or all of a utility’s assets. In the case of specific 

identification of deregulated assets, the IRS has ruled that none of the tax benefits associated 

with the deregulated assets may be taken into consideration when determining the rates to be 

charged for the assets which are still regulated. The rulings provided that the regulators may 

not reduce rate base for the deferred tax liabilities associated with the deregulated assets, and 

that cost of service calculations may not reflect a tax deduction for depreciation on the 

deregulated assets. 
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Should income taxes to be paid on stranded cost recovery be taken into consideration in the 

calculation of stranded costs? 

Yes. When the utility collects the revenues designated to recover stranded costs, they will be 

required to pay income taxes on the amounts collected for both Federal and State income tax 

purposes. As a result, in order to be made whole, the utility must receive sufficient revenues 

to pay the taxes and still recover their investment. This is no different than the current 

methodology used to calculate revenue requirements, which takes into consideration the 

taxability of the revenues to be collected. 

Is there an income tax deduction for Federal or State income tax purposes associated with the 

inability to fully recover stranded investment? 

No. The Internal Revenue Code does not provide for any deductions for the impairment of 

assets. A taxpayer may only take a deduction for the loss of an asset if the asset is 

permanently abandoned or disposed of at a loss. In the case of generating facilities which 

must continue to be operated despite an inability to recover their stranded cost component, 

there would be no deduction available. The utility would continue to depreciate that 

generating facility under the existing method elected for income tax purposes. 

Does the Auction and Divestiture method of computing stranded costs present any particular 

income tax issues? 

Yes, it does. Because of the use of accelerated depreciation for income tax purposes, most 

utility assets will have a tax basis which is lower than book basis. As a result, the utility will 

generally experience a larger gain, or reduced loss, for tax purposes than for book purposes. 

Under the Auction and Divestiture proposal, the amount of stranded costs to be recovered by 

the utility would be deemed to be mitigated to the extent there was income from the sale of 

the generating assets. If this methodology is authorized, care must be taken to ensure that 

only the after-tax income is treated as a mitigation of the stranded costs. To the extent that 

ratepayers have benefited in the past from the accelerated deductions which led to the lower 

tax basis, they should be required to pay the income taxes incurred as a result of those 

deductions when the asset is sold. This “payment” would be made via a reduction in the 

amount of stranded costs treated as mitigated as a result of the sale of the assets. 
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Recommendation 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Ms. Kissinger, given all of the information included in your testimony, what is your specific 

recommendation for a stranded cost recovery plan in Arizona that complies, to the best of 

your knowledge and belief, with the accounting literature that you cite, so that no losses are 

incurred? 

The recovery plan must include recovery of 100% of stranded costs, including all income tax 

regulatory assets and the income tax ramifications, of the recovery mechanism chosen. The 

recovery plan should provide for recovery of the stranded costs over a period of 

approximately five years, and should include a true-up mechanism which allows for 

additional amounts of stranded costs to be collected, in the event that facts and circumstances 

at the time of the true up indicate that the recovery path initially established will be 

inadequate for the full amount of stranded costs to be recovered. 

Please explain how your recommendation and Mr. Bayless’ proposed stranded cost recovery 

plan are compatible. 

Mr. Bayless proposes 100% recovery of stranded costs with immediate recovery in cash for 

the utility of approximately 75% of the costs through securitization and recovery of the 

remaining approximately 25% non-securitized stranded cost by the end of 2004 through a 

Competitive Transition Charge (“CTC”). The consumers would then provide the funds to 

repay the bonds securitizing stranded costs over a 10- to 15- year period. The plan further 

provides for a true-up mechanism which recalibrates the CTC at any time when the band 

ceiling or floor is exceeded. This plan provides cash recovery to the Company of 100% of its 

stranded cost over six years, consistent with my proposed approximately five years, and 

includes a true-up mechanism that allows for increases in recovery by the Company in the 

event that facts and circumstances at the time of the true up indicate that the recovery path 

initially established will be inadequate for the full amount of stranded costs to be recovered. 

Without a securitization plan, it would appear difficult to accomplish recovery of the stranded 

costs in a period of approximately five years. 

Does this conclude your testimony? 

Yes, it does. 
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Title: Deregulation of the Pricing of Electricity-Issues Related to the Application of FASB 
Statements No. 71, Accounting for the Eflects of Certain T s e s  of Regulation, and No. 101, 
Regulated Enterprises-Accounting for the Discontinuation of Application of FASB Statement 
No. 71 

Introduction 

1. Several state legislatures andor regulatory commissions have recently approved, and others 
including federal legislators are currently considering, changes to laws and regulations governing 
the pricing of electricity. Specifically, those changes relate to the element of the total price of a 
kilowatt of electricity that is intended to cover its production ("generation") cost, as opposed to 
the portion intended to cover the transmission cost to a local area or the portion intended to cover 
the cost of distribution to individual residences or businesses. 

2. The nature of these regulatory changes has been to move away from a pricing model that has 
prices set by a regulator based on allowable cost toward and ultimately to a pricing model that 
has prices set by competitive market forces. Because market-based prices are ultimately 
expected to be lower than the former allowable cost-based regulated pricing, the impact of these 
regulatory changes on companies that generate electricity has been to transform some of their 
investment in generation operations into what has been referred to as "stranded costs." 

3. FASB Statement No. 71, Accounting for the Eflects of Certain Types of Regulation, 
specifies three criteria that must be met in order to reflect the effects of rate regulation in a 
regulated enterprise's financial statements. If all of the criteria are met, the enterprise will 
recognize assets and liabilities that are not recognized by enterprises in general. These assets and 
liabilities are often referred to as "regulatory assets and liabilities."ll Throughout this Issue, 
reference is made to "regulatory assets" and "regulatory liabilities." "Regulatory assets'' and 
"regulatory liabilities" are those assets and liabilities recognized pursuant to the provisions of 
paragraphs 9 and 11, respectively, of Statement 71. These assets and liabilities are not 
recognized by enterprises in general. An example of a regulatory asset is the cost incurred to 
repair damage from an ice storm, if the regulator provides that these specific expenditures will be 
recovered from customers by inclusion of that cost in the determination of future rates. An 
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example of a regulatory liability is a gain on the early extinguishment of debt if the regulator 
provides that this specific gain will be passed through to customers by inclusion of that gain in 
the determination of hture rates. If some of an enterprise's operations are regulated and other 
operations are not, then Statement 71 should be applied to the portion of an enterprise's 
operations that meets the three criteria. FASB Statement No. 101, Regulated Enterprises- 
Accounting for the Discontinuation of Application of FASB Statement No. 71, addresses how an 
enterprise that ceases to meet the criteria for application of Statement 71 to all or part of its 
operations should report that event in its general-purpose financial statements. 

Issues 

4. The issues are: 

a. When an enterprise should stop applying Statement 71 to the separable portion of its 
business whose product or service pricing is being deregulated once legislation is passed or a rate 
order is issued (whichever is necessary to effect change in the jurisdiction) that has the effect 
(either immediately or at some point in the future) of deregulating the rates charged to customers. 

b. How an enterprise should evaluate whether to continue to recognize all or some portion of 
the "regulatory assets" and "regulatory liabilities," respectively, that (1) originated fiom the 
separable portion of the business whose pricing is being deregulated and (2) exist at the date 
Statement 101 is applied. 

c. How an enterprise should evaluate whether to establish additional "regulatory assets" and 
"regulatory liabilities" related to expenses and obligations, respectively, that will originate fiom 
the separable portion of the business whose pricing is being deregulated but that will arise 
subsequent to applying Statement 10 1. 

Prior EITF Discussion 

5.  At the May 21-22, 1997 meeting, individuals familiar with the electric utilities industry 
presented an educational session that included background information on the industry, the 
nature of the current deregulatory initiatives, and the accounting fiamework for regulated 
enterprises. 

6. The Task Force reached a tentative conclusion that the continued recognition of "regulatory 
assets'' and "regulatory liabilities" of the separable portion of a business to which Statement 101 
is being applied should be determined on the basis of where (that is, the portion of the business in 
which) the regulated cash flows to realize and settle them, respectively, will be derived. 
"Regulated cash flows'' are fiom rates charged to customers that are intended by regulators to be 
for the recovery of "regulatory assets" and the settlement of "regulatory liabilities." 

7. The Task Force noted that Statement 71, as amended by FASB Statement No. 121, 
Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed 
Of; provides specific guidance to regulated entities on impairment of regulatory assets. 
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8. 
evaluated in the context of a deregulation plan but was not asked to reach a consensus. 

The Task Force discussed how the criteria for application of Statement 71 should be 

Current EITF Discussion 

9. On Issue 4(a) the Task Force reached a consensus that when deregulatory legislation or a 
rate order (whichever is necessary to effect change in the jurisdiction) that contains sufficient 
detail for the enterprise to reasonably determine how the transition plan will effect the separable 
portion of its business whose pricing is being deregulated is issued, the enterprise should stop 
applying Statement 71 to that separable portion of its business. The Task Force did not address 
whether an enterprise should stop applying Statement 71 to that separable portion of its business 
prior to the issuance of sufficiently detailed deregulatory legislation or a sufficiently detailed rate 
order. 

10. The Task Force observed that once Statement 71 is no longer applied to a separable portion 
of an enterprisek business, the financial statements should segregate, via financial statement 
display or footnote disclosure, the amounts contained in the financial statements that relate to 
that separable portion. 

11 .  On Issue 4(b) the Task Force reached a consensus that the "regulatory assets" and 
"regulatory liabilities" that originated in the separable portion of an enterprise to which 
Statement 10 1 is being applied should be evaluated on the basis of where (that is, the portion of 
the business in which) the regulated cash flows to realize and settle them, respectively, will be 
derived. "Regulated cash flows'' are from rates that are charged to customers and intended by 
regulators to be for the recovery of the specified "regulatory assets'' and the settlement of 
"regulatory liabilities." They are derived from a "levy" on rate regulated goods or services 
provided by another separable portion of the enterprise that meets the criteria for application of 
Statement 7 1. 

12. The result of the consensus on Issue 4(b) is that the "regulatory assets" and "regulatory 
liabilities" that originated in the separable portion of the business to which Statement 101 is 
being applied and for which the deregulatory legislation or rate order (whichever is necessary to 
effect change in the jurisdiction) specifies the collection of "regulated cash flows," are not 
eliminated until: 

a. 
collection of regulated cash flows, or 

They are recovered by (in the case of assets) or settled through (in the case of liabilities) 

b. They are individually impaired (in the case of assets) or the regulator eliminates the 
obligation (in the case of liabilities) as specified by the provisions of Statement 71, as amended 
by Statement 121, or 

c. 
longer meets the criteria for application of Statement 71. 

The separable portion of the business from which the regulated cash flows are derived no 
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13. On Issue 4(c) the Task Force reached a consensus that the "source of the cash flow" 
approach adopted in the consensus to Issue 4(b) should be used for recoveries of all costs and 
settlements of all obligations (not just for "regulatory assets" and "regulatory liabilities" that are 
recorded at the date Statement 101 is applied) for which regulated cash flows are specifically 
provided in the deregulatory legislation or rate order, (whichever is necessary to effect change in 
the jurisdiction.) 

14. The result of the consensus on Issue 4(c) is that a cost or an obligation is recognized as a 
"regulatory asset'' or a "regulatory liability" within the separable portion of the enterprise fkom 
which the regulated cash flows for its recovery or settlement, respectively, are derived once it is: 

a. Expensed or incurred after Statement 101 is applied to the portion of the business where it 
originated (such as the loss on the sale of an electricity generating plant or the loss on the buy-out 
of a purchased power contract that is recognized after Statement 101 is applied to the generation 
portion of the business); and 

b. Specified for recovery or settlement in the deregulatory legislation or a rate order 
(whichever is necessary to effect change in the jurisdiction) and is recovered or settled in the 
same manner (that is, via "regulated cash flows") as the "regulatory" assets and "regulatory" 
liabilities described in the consensus to Issue 4(b). 

Those "regulatory assets" and "regulatory liabilities" are carried in this other separable portion of 
the business until they are collected or settled, or individually impaired (assets) or eliminated 
(liabilities), or until that separable portion of the business no longer meets the criteria for 
application of Statement 7 1. 

Status 

15. No further EITF discussion is planned. 
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DIRECT TESTIMONY OF KAREN 

SUMMARY 

G. KISSINGER 

Imdications of Financial Accounting Rules Pertinent to Stranded Cost Recovery Plans 

To date, there is insufficient specificity in the rules adopted in December 1996 to cause 

the Arizona utilities to cease following the tenets of Statement of Financial Accounting 

Standards No. 71 (FAS 71) for generation operations. As soon as the rules contain sufficient 

information for the utilities to reasonably estimate the impact of the deregulation rules on their 

operations, the utilities may have to cease accounting for their generation operations pursuant to 

FAS 71. 

With any method of calculation of stranded cost recovery, whether it is net lost revenues, 

replacement cost valuation, auction and divestiture, stock market valuation, or some other 

method not yet discussed in the competition docket, the method of calculation does not impact 

whether the method precludes or causes write-offs under FAS 71. The issue is really the cash 

flows expected under the plan. In each case, the amount of cash flows provided by the method is 

initially determined and then compared to the balances of costs that the cash flows are 

specifically earmarked to recover. Recoverable amounts remain regulatory assetdliabilities of 

the remaining regulated entity. Amounts that are not recoverable through the collection of 

regulatory revenues are written off. 

The more risk that a utility is asked to assume in achieving the cash flows to recover the 

stranded costs, the less likely that the recovery plan provides adequate assurance that the costs 

will be recovered, and therefore, recognized on the balance sheet for financial reporting purposes. 

Recovery periods of five years or less, or about the same time period as the transition period, 

appear to provide sufficiently timely recovery for the regulator to ensure that the utility receives 

its cost recovery. If the plan provides for recovery over a five to ten year period, the plan may be 

considered adequately timely, but considerable doubt exists as to whether recovery over a period 

in excess of ten years would be sufficiently timely. The longer the recovery period, the greater 

the need for a true-up mechanism to allow the utility's cost recovery to be re-evaluated and 

modified, or a greater amount of head room within the rate, or increased evidence that the costs 

will be recovered by the end of the stated recovery period. 

To be a meaningful true-up provision for accounting purposes, a true-up mechanism must 

allow for upward adjustments as well as downward adjustments. The true-up mechanism would 
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allow the utilities to increase their recovery, if the original recovery path was determined to be 

insufficient to fully recover the allowable stranded costs. 

Income Tax Considerations for Stranded Cost Recovery Plans 

The amount of stranded costs to be recovered should include regulatory income tax 

assets. In prior years when utility assets were placed in service, certain tax benefits were flowed- 

through to ratepayers, thus reducing income tax expense charged to ratepayers. To the extent not 

all of these tax benefits have been recovered, a regulatory asset is recorded on the utility's books 

for the amount of pretax revenues necessary to allow the utility to recoup this benefit. The 

utilities expect to recover these amounts in accordance with the regulatory compact. 

It is unclear how the Internal Revenue Service would handle the normalization 

requirements for a utility that is not allowed to recover 100% of its stranded costs. In the case of 

specific identification of deregulated assets, rulings provide that the regulators may not reduce 

rate base for the deferred tax liabilities associated with the deregulated assets, and that cost of 

service calculations may not reflect a tax deduction for depreciation on the deregulated assets. 

When the utility collects the revenues designated to recover stranded costs, the utility will 

be required to pay income taxes on the amounts collected for both federal and State income tax 

purposes. As a result, in order to be made whole, the utility must receive sufficient revenues to 

pay the taxes and still recover their investment. This is no different than the current 

methodology used to calculate revenue requirements, which takes into consideration the 

taxability of the revenues to be collected. 

Recommendation: 

For the utilities to avoid recording write offs under FAS 71 as a result of the stranded cost 

recovery plan, the recovery plan must include recovery of 100% of stranded costs, including all 

income tax regulatory assets and the income tax ramifications of the recovery mechanism 

chosen. The recovery plan should provide for recovery of the stranded costs over a period of 

approximately five years, and should include a true-up mechanism which allows for additional 

amounts of stranded costs to be collected, in the event that facts and circumstances at the time of 

the true up indicate that the recovery path initially established will be inadequate for the full 

amount of stranded costs to be recovered. The stranded cost recovery plan proposed by Mr. 

Bayless is consistent with my recommendation. 
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My testimony discusses AEPCO's position on the nine issues 

.dentified in the December 1, 1997 Procedural Order. AEPCO also 

-ecommends three amendments to the Electric Competition Rules 

ioncerning mitigation, recovery of stranded costs and prudence of 

lrior investments. 

AEPCO strongly supports the use of the "net revenues lost" 

ialculation methodology. Coupled with a true-up. mechanism, we 

)elleve this method is best suited to identify and assure proper 

-ecovery of Stranded Costs. There should not be any limitation on 

.he timeframe over which AEPCO's Stranded Costs are calculated nor 

my generic limit on the recovery period. This issue should be left 

.o utility specific stranded cost proceedings where a more informed 

lecision can be made as to the correct recovery period. 

AEPCO is a non-profit, generation and transmission 

:ooperative which supplies the power needs of its five Arizona 

llass A member distribution cooperatives. AEPCO and its members 

supply electricity to about 300,000 people - most of them in rural 

irizona. Over the past ten years, AEPCO has reduced rates to i t s  

nembers by more than 20%. 
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Please state your name, position and business address. 

I am Dirk C. Minson, Assistant General Manager - Finance, for 

AEPCO. My business address is 1000 South Highway 80, Benson, 

Arizona 85602. 

Please state your relevant employment and educational 

background. 

Currently, I am AEPCO's Assistant General Manager of Finance. 

I have held that position since May, 1990 and am responsible 

for the financial performance and integrity of AEPCO. In this 

capacity, I am one of seven assistant general managers that 

report directly to the Executive Vice President and General 

Manager of AEPCO. I graduated in 1975 with an undergraduate 

degree in Business Administration from Kansas State University. 

In 1982, I obtained a Masters of Business Administration from 

the University of Missouri. My work experience totals twenty- 

two years either working with or for rural generation and 

transmission electric cooperatives. 

Please describe AEPCO. 

AEPCO is a non-profit generation and transmission cooperative 

which supplies all the power and energy needs of its five 

Arizona Class A Member distribution cooperatives. Pursuant to 

all requirements contracts with each of these members, they are 

obligated to purchase and AEPCO is obligated to supply a l l  the 
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electric needs in their respective certificated areas. These 

all requirements contracts currently extend through the year 

2020. 

How does AEPCO meet the power needs of its members? 

Primarily through 520 MW of coal and gas fired generation at 

our Apache Generating Station located near Wilcox, Arizona. 

However, AEPCO also has short and long-term purchase contracts 

with other utilities that it uses to meet these needs. 

What is AEPCO's position on the recovery of stranded costs? 

AEPCO was formed to provide bulk generation and transmission 

service for its member distribution cooperatives. The Apache 

Station, along with a traqsmission system, was built to satisfy 

this need. Costs for these facilities were expended to ensure 

that the distribution cooperatives would have power at the 

lowest reasonable cost with high reliability. These costs have 

been approved by the ACC as prudently expended in prior rate 

hearings. AEPCO finances its generation and transmission 

facilities strictly through debt. Full recovery of "stranded 

costs" as a result of implementation of the electric 

competition rules in the state of Arizona is mandatory. Any 

significant losses as a result of unrecovered stranded cost may 

jeopardize AEPCO's debt and severely restrict AEPCO's ability 

to raise capital in the future. 
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What is the purpose of your testimony? 

The purpose of my testimony is to provide AEPCO's position on 

the nine issues concerning Stranded Costs which were set forth 

in the Procedural Order in this matter dated December 1, 1997. 

AEPCO is also offering the testimony of Mr. David Hedberg of 

the National Rural Utilities Cooperative Finance Corporation 

(CFC) in relation to several of these matters. 

Have you attempted to rank by order of importance the issues of 

most concern to AEPCO? 

Yes. Consistent with the Hearing Officer's request, I will 

address first the issues of most importance to AEPCO. However, 

I would stress that all issues identified in the December 1, 

1997 Procedural Order are of considerable importance to AEPCO. 

Therefore, I do not mean to minimize an issue's overall 

importance by discussing it later rather than earlier in my 

testimony. 

CALCULATION METHODOLOGY 

The third issue identified in the Procedural Order is "What 

costs should be included as part of 'stranded costs' and how 

should those costs be calculated?" The Hearing Officer 

subsequently indicated that calculation methodology, market 

clearing price and SFAS 71 implications should be addressed in 

relation to this issue. Starting with calculation methodology, 

please state AEPCO's position. 

AEPCO strongly supports the use of the Ifnet revenues lost" 

methodology for calculation of stranded cost. This methodology 

3 



4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

was discussed at pages 20 - 22 and 27 - 28 of the Stranded Cost 

Working Group Report. This method has a number of advantages 

associated with it. With particular reference to AEPCO as a 

generation and transmission cooperative, AEPCO believes it is 

best suited to identify and allow recovery of stranded costs 

associated with our mortgage and the all requirements contracts 

we have with our Class A members. We do believe the Commission 

should amend its Competition Rules to state the filing 

requirements necessary to support a "net revenues lost" 

calculation filing. 

Please state AEPCO's view of Statement of Financial Accounting 

Standard (SFAS) No. 71, Accounting for the Effects of Certain 

Regulation, as it pertains to stranded cost recovery 

SFAS No. 71 allows for certain regulatory assets to be 

established by a utility if those amounts have been approved 

for recovery over a specified period of time by the utility's 

regulator. AEPCO uses this accounting standard for certain 

regulatory assets which have been approved for recovery by the 

Commission in prior rate hearings. Care must be taken by the 

Commission when addressing stranded cost recovery. Clear and 

precise language in any Stranded Cost Order will allow 

continued adherence to SFAS No. 71 standards by Arizona 

utilities and will avoid precipitous and unnecessary write-offs 

by utilities. 
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Please state AEPCO’s position on market clearing price matters. 

Market clearing price is a very complicated subject and 

predicting it over even a short period of time is difficult. 

This reality is an additional argument in favor of a true-up 

mechanism which 1/11 discuss next. In general, AEPCO believes 

that the appropriate price by which to gauge stranded costs is 

the long-term marginal price. Although short and intermediate 

price estimates should also play a role in this determination, 

the long-term marginal price represents investment in an 

electrical system that was built under the concept of 

obligation to serve. A longer term price is not as subject to 

temporary market fluctuations and reflects the reality that in 

the future all power cannot and will not be sold at the short , 

term marginal cost. Finally, use of a longer term price will 

(1) minimize stranded costs, ( 2 )  make full recovery more 

palatable and(3) avoid possible asset write-offs if stranded 

costs are overstated. 

TRUE-UP MECHANISM 

Please state AEPCO‘s position on a true-up mechanism. 

AEPCO believes a true-up mechanism would be appropriate. As a 

non-profit customer-owned generation and transmission 

cooperative, such a mechanism would help to ensure that 

stranded costs are neither over nor under recovered. We 

envision a true-up mechanism working much like a purchased 

power and fuel adjustment clause. Certain benchmarks would be 
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established during the utility's specific stranded cost 

determination proceeding and regular filings would then be made 

to provide the Commission information as to stranded cost 

recovery in relation to those benchmarks. Every two years a 

true-up could be accomplished, if necessary. Finally, we 

recommend that any true-up procedure be streamlined. Ideally, 

unless there is some dispute concerning the utility's filing, 

the true-up could be accomplished by the Commission at Open 

Meeting without the necessity of a hearing. 

LIMITATIONS 

The Procedural Order identif led three issues (No's. 4 , 5 and 8) 

requesting positions on various limitation suggestions. Let's 

begin with AEPCO's position on whether there should be a 

limitation on the timeframe over which "stranded costsIt are 

calculated. 

There should not be any Rules' limitation on the timeframe over 

which stranded costs are calculated. In AEPCO's case, its "all 

requirements" contracts terminate in the year 2 0 2 0 .  The 

estimated used and useful lives of most of its generating and 

transmission assets extend beyond this period. Keeping in mind 

that there is no AEPCO stockholder class nor any equity against 

which to bank or cushion unrecovered stranded costs, it is 

important to allow calculation of stranded costs, at a minimum, 

over the term of the all requirements contracts and, at a 

maximum, over the used and useful lives of the assets which 
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were financed and constructed to support those obligations. 

What is AEPCO’s position on a limitation on the recovery 

timeframe for stranded costs? 

AEPCO does not believe that the Commission should establish any 

generic limit on the recovery timeframe for stranded costs. 

This issue should be left to utility specific stranded cost 

proceedings. The principle danger in adopting a fixed limit on 

recovery timeframe, i.e. seven or ten years, is that it will 

increase stranded cost recovery in the early years, 

correspondingly increasing rates which must be charged 

currently and perhaps creating artificial barriers to the 

competitive market. 

Finally, does AEPCO believe there shquld be price caps or a 

rate freeze imposed as part of the stranded cost recovery 

program? 

No. Although I am not an attorney, I do not believe any legal 

basis exists for such a price cap or rate freeze. As an 1 

equitable matter, the Commission’s Rules impose a continuing , 

duty and obligation to serve any customer which either elects 
1 

not to participate in the competitive market or does not have , 

available competitive choices. Rates must be sufficient t o  

support these and other ongoing service needs. Over the p a s t  

ten years, AEPCO has decreased its Class A member rates by more 

than twenty percent. We hope to continue these rate reductions 

or at least maintain rate stability in the future. However, an 
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1 :  

arbitrary price cap or rate freeze would be just that and 

should not be imposed. 

STRANDED COST FILING TIMING 

When does AEPCO feel it can make a stranded cost filing 

pursuant to R-14-2-1607? 

At this time, I cannot answer that question because so many 

variables such as market clearing price and calculation 

methodology remain undefined by the Commission. 

WHO SHOULD PAY 

Currently, the Competition Rules provide that stranded cos ts  

will be recovered only from customers participating in the 

competitive market. What is AEPCO's position on this issue? 

All customers should pay stranded costs on a system by system 

basis. Apparently, the Commission has made a determination 

that competition will be in all customers', and the public's, 

best interest. Given that, all customers are beneficiaries of 

this public policy and therefore should bear the costs 

associated with it. Further, by spreading stranded costs over 

all customers on a system by system basis, the effect is to 

encourage competition and remove barriers to competition by 

reducing the amount of the charge to be recovered. 

STRANDED COST MITIGATION FACTORS 

What factors does AEPCO believe should be considered for 

mitigation of stranded costs? 

8 



1 

E 

c 

4 

E 
c 

E 

'i 

e 
9 

1c 

11 

12 

12 

14 

15 

1 E  

17 

1E 

1 E  

2c 

21 

22 

24 

24 

2E 

2c 

2'; 

Obviously, mitigation opportunities and activities will vary on 

a utility by utility basis so it is difficult to state general 

guidelines. However, the Commission should take into 

consideration in AEPCO and other cooperatives' cases the fact 

, 

that rural areas probably provide fewer mitigation 

opportunities. Also, because cooperatives have no stockholder 

class, no Itventure capital" exists to fund mitigation 1 

activities. Finally, AEPCO believes firmly that mitigation 

offsets to stranded costs should be attributable only to 

traditional utility activities. 

, 

ELECTRIC COMPETITION RULES PROPOSED AMENDMENTS 

Does AEPCO believe there should be amendments to the existing 

electric competition rules? 

Yes. In order to clarify mitigation duties and allowable ' 

profits and expenses, we recommend the following new language 

, 

I 

be substituted for the current R14-2-1607.A: 

A. The Affected Utilities shall undertake 

reasonable, cost effective measures to mitigate 

or off set Stranded Cost. However, neither 

revenues from nor expenses incurred in non- 

jurisdictional activities shall be considered 

in mitigation or calculation of Stranded Cost. 

In order to allow stranded cost recovery from all customers, 

not just those competitively served, on a system by system 

basis, we recommend that all text after "from customers" be 
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deleted in R14-2-1607.H and R14-2-1607.J be deleted in its 

entirety. Finally, to avoid relitigation of prior Commission 

decisions in Stranded Cost proceedings, we recommend the 

following sentence be added to R14-2-1607.1: 

The prudence of an Affected Utility’s 

investment prior to the effective date of this 

Article shall not be at issue in the Stranded 

Cost determination. 

ifter reviewing the other parties’ testimony in this proceeding, 

iEPCO may have other recommendations or comments. 

2 :  Does this conclude your direct testimony? 

i :  Yes, it does. 

SO4740 
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OF DIRK C. MINSON 

ON BEHALF OF 
THE ARIZONA ELECTRIC POWER COOPERATIVE, INC . ("AEPCO'l) 

DOCKET NO. RE-00000F-94-0165 

Mr. Minson explains the importance of stranded cost recovery 

nonprofit, customer owned cooperatives like AEPCO and the 

:tockholder/ratepayer debate is irrelevant to cooperatives because 

.heir customers are their owners. 

Particularly in light of AEPCO's negative equity, Mr. Minson 

.Is0 stresses the critical need to recover stranded costs and 

,robable impacts on AEPCO's role in both the regulated and 

sompetitive market if recovery is not allowed. Rural areas of the 

,tate are high cost service areas and financially viable 

looperatives are essential to meet their current and future 

ilectricity needs. 

Mr. Minson also discusses Rules' amendment, calculation 

iethodology, filing timing and rate cap/price freeze matters in his 

,ebuttal testimony. 
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REBUTTAL TESTIMONY OF 

DIRK C. MINSON 

ON BEHALF OF 

THE ARIZONA ELECTRIC POWER COOPERATIVE, INC. ( "AEPCOfi ) 

DOCKET NO. RE-00000F-94-0165 

Are you the same Dirk C. Minson who filed testimony in this 

marter on January 9, 1998? 

Yes, I am. 

What is the purpose of this rebuttal testimony? 

I will attempt to summarize, at a very high level, AEPCO's 

position on and reaction to some of the positions taken by 

other parties in this proceeding. Candidly, the sheer volume 

of testimony and divergence of opinion on various issues is 

overwhelming. For this reason, I will not attempt a point-by- 

point rebuttal of all positions. My silence on any subject 

should not be construed as any acquiescence by AEPCO on that 

position or on that issue. 

SUMMARY 

Please summarize AEPCO's general reaction to the testimony 

filed in this docket. 

Understandably, much of the testimony focuses on the conflict 

which exists in an investor-owned utility environment between 

the stockholder and the customer. Because of this conflict, 

various parties to this proceeding are suggesting that this 

Commission not allow full recovery of stranded costs or require 

sharing of stranded costs between stockholders and customers. 

Without commenting on the fairness of such suggestions 
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generally, this debate simpl: is irrelevant to non-profit, 

customer-owned cooperatives like AEPCO. 

Please explain. 

AEPCO was formed almost 40 years ago by its four original 

Arizona member distribution cooperatives to assist them in 

meeting their obligation to serve their owner-customers in 

their respective service territories. Both AEPCO and its 

member distribution cooperatives have as their primary goal the 

supply of reliable electricity to their owner customers at the 

lowest, reasonable cost with margins adequate to continue this 

mission and meet mortgage requirements. To the extent revenues 

exceed costs, these become customer equity and are returned to 

the customer over time. Non-profit cooperatives like AEPCO 

have, by definition, no profit motive. There is no distinction 

between stockholders and customers. To the extent that 

stranded costs are not allowed by this Commission or are only 

partially allowed, in AEPCO and its member distribution 

cooperatives case, this only harms their customers and weakens 

the ability of organizations which those customers have formed 

to continue to supply power in the future. 

RECOVERY/NEGATIVE EQUITY ISSUES 

Is AEPCO particularly vulnerable to disallowed stranded costs? 

Yes. By design, generation and transmission cooperatives like 

AEPCO have been highly leveraged organizations with little 

equity in their capital structures. This allows them to reduce 

costs, but provides little cushion to absorb losses. As both 
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Mr. Hedberg and Mr. Edwards have pointed out, this is even more 

true in AEPCO's case because it actually has neqative equity. 

Thus, an inability to recover stranded costs would seriously 

damage AEPCO and its member distribution cooperatives' ability 

to continue to supply electricity at the lowest, reasonable 

cost to many of the rural areas of this state. 

What has AEPCO's experience been thus far as it relates to its 

negative equity position? 

Historically, the negative equity has not prevented AEPCO from 

securing long-term funds for capital expansion or needed 

working capital. However, there have been numerous 

circumstances when AEPCO was required to go to extraordinary 

lengths to assure suppliers and creditors that AEPCO's balance 

sheet would not impair our ability to perform under a specified 

contract. More recently, AEPCO is addressing a contract 

inquiry relating to our negative equity position even Ehough we 

have consistently performed over the last seven ( 7 )  years under 

the multimillion dollar purchase power contract which expires 

in 2 0 0 0 .  Another recent example of the impact the negative 

equity is having and will have on the Cooperative pertains to 

the restructuring work now underway with the Rural Utilities 

Service ("RUS") . AEPCO has been specifically told by RUS that 

additional proof of financial capability will be required if 

AEPCO wants to change from our current conventional mortgage to 

a more flexible, less administratively burdensome indenture. 

3 



Specifically, how might AEPCO‘s inability to recover stranded 

costs impair the Cooperative‘s future? 

First, let me briefly state that AEPCO has made substantial 

progress over the past several years in addressing its cost 

structure and its negative equity position. These efforts have 

resulted in reducing our negative equity position from $50 

million to an anticipated $22 million at the end of 1997. 

However, if the Commission issues a Rule or order that prevents 

the recovery of stranded cost, the Cooperative will be required 

to record significant write-downs. This would reverse the 

progress made thus far and significantly increase our negative 

equity position. A s  the negative equity balance increases, 

coupled with an increased risk profile associated with a 

competitive market, at a minimum the cost of long-term funds 

will also increase. This, in turn, will obviously increase the 

cost of service resulting in an upward cost spiral and will 

harm the Cooperative’s ability to serve and compete. I would 

a l s o  remind the Commission that under its Rules for the 

foreseeable future the obligation to serve does not cease. 

Therefore, it is critical that stranded costs be allowed to 

assure viable nonprofit, customer-owned organizations which can 

continue to meet the needs of serving many of the highest cosc 

areas of this state at the lowest, reasonable cost. 

RULES AMENDMENTS ISSUES 

In Attachment 1 to Dr. Rose’s testimony on behalf of Staff, 

Staff now suggests that R14-2-1607 be modified to change 

4 
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mandatory recovery of unm tigated stranded costs to permissive 

recovery. Does AEPCO agree? 

Absolutely not. Staff's sudden and inexplicable reversal of 

position both as to the Rules it recommended the Commission 

adopt as well as positions it articulated in the Working 

Group's Final Report will complicate, not accelerate, this 

Commission's stated goal of moving toward competition in the 

electric industry. Also, if the Commission were to modify its 

Rules as suggested by Staff, the accounting and financial 

consequences could be significant. Although I am not an 

accouncant, I work with AEPCO's auditors on its financial 

statements. I can confidently predict that a statement by this 

Commission such as the one recommended by staff that 

unmitigated stranded costs can be disallowed will have serious 

and immediate FASB 71 and FASB 121 implications. 

Mr. Higgins has criticized your suggestion that Section 1607.2 

of the Rules be deleted. Please respond. 

In my direct testimony (pages 9-10) I recommended Rules' 

amendments which, among other things, would expedite and make 

more manageable stranded costs proceedings. For example, I 

recommended that the prudence of prior investments already 

decided not be relitigated in stranded costs proceedings and 

also suggested that stranded costs should be recovered from all 

customers. I do not necessarily disagree with Mr. Higgins' 

statement that demand reductions attributable to self- 

generation options have been available to customers for many 
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years. Pragmatically, however, sorting out these matters in 

the context of a stranded costs proceeding will lead to endless 

debates over whether the self-generation option really exists, 

whether the option could be exercised in the future and whether 

load l o s s  is attributable to competition or these or other 

factors. If this Commission wishes to proceed expeditiously to 

a competitive market, I would suggest that such debates be held 

to an absolute minimum. That is one of the primary reasons for 

the Rules' amendments AEPCO has suggested. 

CALCULATION METHODOLOGY 

Several parties have suggested different approaches for 

calculation of stranded costs. Please summarize AEPCO, s 

reaction to these suggestions. 

In its case, AEPCO believes the "revenues lost" methodology is 

most appropriate to determine and calculate stranded costs 

because, coupled with a true-up mechanism, it will accurately 

measure AEPCO's stranded costs and insure that its customer 

owners do not pay more or less than is necessary to meet 

AEPCO's costs and its mortgage coverage requirements. Both 

Mr. Hedberg and Mr, Edwards have provided additional detail OR 

this subject on AEPCO's behalf. 

Mr. Propper of RMI suggests that AEPCO plans to divest itself 

of generation and transmission assets. Is this accurate? 

No. For approximately a year, AEPCO and its member distribu- 

tion cooperatives have been studying a reorganization plan 

which may accomplish a number of objectives including, but not 
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limited to, better positioning of AEPCO and its member 

distribution cooperatives for a competitive market and allowing 

member distribution cooperatives who wish to have more options 

greater flexibility as to an all requirements or partial 

requirements relationship in the future. This restructuring 

does not involve the divestiture to a third party of any AEPCO 

generation or transmission assets. 

TIMING OF STRANDED COST FILING 

Some parties have argued for very early filings of stranded 

cost estimates. Please respond. 

AEPCO has no intention of delaying unnecessarily the filing of 

any estimate of its stranded costs. However, AEPCO also wants 

to be as precise as possible in this stranded costs filing and 

realistically it cannot do that until the Rules are clarified. 

Therefore, suggestions that the filing be made as early as 

April or May of this year are simply unrealistic. Assuming the 

revenues lost methodology may be employed, AEPCO believes it 

can prepare and file with the Commission an estimate of 

stranded costs within 90 days following clarification of the 

Commission's Rules. 

RATE CAPS/PRICE FREEZES 

Some parties have suggested that this Commission should impose 

rate caps or price freezes. Does AEPCO agree? 

No. The terms "rate capii and "price freeze" are being used 

rather loosely. I am not certain that I fully understand what 

any party means when it uses either term. However, to the 
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extent these parties in rite the Commission to impose currently 

a cap or freeze on rate levels without reference to the cost of 

providing service and other financial requirements, I doubt 

that concept is lawful. As importantly, to the extent such a 

cap or freeze is intended to immunize consumers from the 

consequences of the market, this would be bad policy. Shifting 

to competition and market based rates entails risks and 

rewards. Arbitrary regulatory interference to shield customers 

from the consequences of choice is irrational and does not 

allow the market to work as it should. Finally, like most 

price or cost control schemes, in my opinion rate caps or price 

freezes would be administratively difficult if not impossible 

to police and undoubtedly would create unintended consequences 

and gaming possibilities. 

Does this conclude your rebuttal testimony? 

Yes, it does. 
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