
ICB: 

Transcript Exhibit@) 



BEFORE THE 

ARIZONA CORPORATIOX COiLINIISSION 

TESTIMONY OF JACK E. DAVIS 

On Behalf of 

Arizona Public Service Company 

Docket No. U-0000-94-165 

January 9,1998 



TABLE OF CONTENTS 

INTRODUCTION . . . . . . . . . . . . . .  . . . . . . . . . . . . . . . . . . . . . .  

I 

. . . . . . . . . .  1 

7 SUMMARY . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

STRANDED COST ISSUES . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  6 

.-lMEXDhIENTS TO RCLES . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1.3 

c o N C L v s r o N  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  15 

SCHEDULEJED-1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  17 

SCHEDULEJED-2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  18 

SCHEDULEJED-3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1') 

SCHEDULEJED-4 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  3O 

-1- 



6 

7 

8 

9 

10 

1 1  

1 -  

13 

14 

15 

I6 

17 

18 

3 

I 

I 19 

20 

21 

22 

23 

34 

q i  -- 

26 

Q. 
A. 

Q. 
'A. 

Q. 
A. 

DIRECT TESTIJIOSY 

OF 

,JACK E. DAF'IS 

(Docket No. t"0000-94-165) 

1. INTRODUCTIOIV 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Jack E. Davis, and my business address is 400 North Fifth Street. Phoenik. 

Arizona 85004 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am the Executive Vice President of Commercial Operations for Arizona Public Service 

C om pan ( .. .A P S .. or " C o nip an\"). M J ed uc at i o nal and profess io nal q i d  i t'i c at i o ns and 

experience are set forth in Schedule JED- 1, which is attached to my testinion) 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

I tvill address certain of the issues set forth in the Commission's Procedural Orders of 

December 1 and December 12. 1997. These include what I consider policy issues and 

uhat might be viekved as unique APS approaches to the stranded cost problem. Later i n  

my testimony, I identify specific changes to the Commission's electric competition rules 

("the Rules") that are consistent with my testimony and that of Dr. William H. 

Hieronymous, a nationally recognized expert in the area of electric industry restructuring 

and stranded costs. 

, 



L / I  

/ I  Q. WOULD YOU SUMMARIZE THE COMPANY'S RESPONSE TO EACH OF THE 
ISSUES IDENTIFIED IN THE DECEMBER PROCEDURAL ORDERS? 7 

3 

4 
.I. \'c's. Set fix-tli belo\\ are the issues listed in  t l x  I>ccemhc.r ProcedLiral Orders along ui t l i  ii 

18 

19 

summary of the APS response as set forth i n  m!. testinion). and that of Dr. Hieronjmms: 

would, however. propose to submit its calculation of 1999 stranded costs no later than 

thirty (30) days after receiving a final order in this proceeding. 

Issue No. 1 - Should the Electric Competition Rules ( " R u ~ ~ s " )  be modified regarding 

tliose costs be calculated? 

Restmnse -Plie definition of stranded costs set forth in the Rules is generally adequate. 
33 1 '  

/ j  

...- 
I 

_ _ ,  
2-7 , /  

HoLVever. the treatment of nuclear fuel disposal and post- 1996 costs needs clariiication as ' 

noted above. Moreover, regulatory assets. although a component of stranded costs under 
24 j (  
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21 

22 

23 
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26 

5960 1 aiicl are not therefore inclrrcicd in ~ h c  Compai! ' s  calculntion of suaidccl costs. 

Stranded po\ver supplj. costs should be calculated using the Coinpan>.'s variant of the "lost 

rei enues" method. 

Issue No. 1 - Should there be a limitation on the time frame o\ er \\hich "stranded costs" 

are calculated? 

Response -Most definite]! . .-IPS belie\ es the! should be calculatcci nnl! during the period 

of market imbalance nliicli it has forecasted \ \ i l l  end by the end of2006. 

Issue No. 5 - Should there be a limitation on the recovery time frame for "stranded costs'?" 

Response - I n  general. the recover?. period should be as short as possible. and in .IPS' 

proposal would be the same time frame o\'er Lcliich the costs are calculated. 

Issue No. 6 - How and who should pay for "stranded costs" and who. if anyone. should be 

excluded from paying for stranded costs? 

Response -All APS customers (including partial requirements or back up customers) 

should pay a fair share of stranded costs. Only those ~ v h o  physic all>^ relocate from its 

s en  ice area or who completely disconnect themsel\~es from the APS system sliould. as ;I 

practical matter. be exempted. 

Issue No. 7 - Should there be a true-up mechanism and, if so lion cvould it operate? 

ResDonse -As a general proposition. true-up mechanisms should be kept to a minimuin. 

Under the APS proposal, only the first year's ( 1999) estimates of market price u o d d  

necessitate any true-up. 
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!I 

Issue So. 9 - \i\.liat factors should bc consiclered for -'mitigation'- of stranded costs'? 

Response - I'he proper scope of mitigation is liniired to cost reductions and generation 

re! enue eiiliancenieiits reasoiiabl> achie\ ablc during the sanie pt'riod of  time a11o\\ ed fo r  

stranded cost reco\ er! . kloreover. the Commission must recognize past efforts I>! .AI'S to 

reduce costs and prices as a result of the 199 1. 1994 und I996 rate agreements. 

Issue No. 10- What are the FASB No. 71 implications resulting from the Cornpan! ' s  

reconiiiiended calciilation and recoL'ery of stranded cost recovery? 

Response-None are inmediately e\,ident under the Coinpan! 's proposal because APS 113s 

de\ eloped an approach to stranded cost reco\ cr\ that essentiall! eliminates the man! 

coni 13 I e s is s ue s that c o LI Id o t he r\\ i se arise iiiide r other approaches . 

Issue No. 1 1-[What are the] assumptions niade including any determination of market 

price *.' 

Response-The Cornpan! * s proposed method does not require assumptions about market 

price or generation costs because it  \\auld use actual data. 

I 

HAVE YOU PRIORITIZED THE ISSUES ADDRESSED IN YOUR TESTIMON3' 
AS REQUESTED BY THE DECEMBER PROCEDURAL ORDERS? 

Yes. at least as much as is possible. M y  summar!. below lists the issues in order of 

iniportance to the Coinpan!.. To the extent the subsequent test of my testimon), departs 
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26 

Q. 

A. 

from that ordcr of importance. such departure is solel! for the sake of continuit> and to 

reflect a logical grouping of related (but not necessaril! equall! important) issues. 

WOULD YOU SVMMARIZE I'OLYR CONCLtiSIONS ON STRANDED COSTS'? 

Yes. Stranded cost is not a single issue. but  a complex and interrelated set of issues that 

must be resol\.ed by the Cominission prior to tlie initiation of retail competition in 1999. 

This \ \ i l l  require evidentiary hearings subsequent to those presentlj scheduled but need not 

involve a full-blown general rate case unless the *'Affected Utility" is siniultaneously 

seeking to increase its current rates and charges. Second. both the measurement and 

recoi er)' of stranded generation costs should be limited to a specified transition period 

("Transition Period"). \ \ i th rates for conipetiti1-e generation being fulI\~ deregulated 

thereafter. The "lost relwiues" method is tlie appropriate means of determining 

stranded generation costs during this Transition Period. Third. the Coinmission must 

properly limit the concept of stranded cost mitigation to reasonable cost reduction and 

generation revenue enhancement efforts. Fourth, the recovery of "regulatory assets" is not. 

at least for APS. a stranded cost issue for the simple reason that recovery of such assets has 

already been ordered by the Commission in Decision No. 59601. Fifth, stranded cost 

recovery should reflect traditional cost allocation and rate design considerations. 

PLEASE SUMMARIZE YOUR PROPOSALS TO AMEND THE COMMISSION'S 
CURRENT RULE ON STRANDED COSTS? 

The current mitigation provisions of the Rule are unreasonable and counterproductive and 

should be amended. Second. the definitions of both "stranded costs'' and "system benefits" 

should be clarified to recognize certain nuclear fuel disposal costs as part of nuclear 

decommissioning costs, Third, the arbitrara "cut off' date for the incurrence of a "stranded 

cost" obligation should be eliminated or modified to recognize the fact that the Rules 
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21 

33 -- 

33 

24 

25 

26 

Q. 
A. 

thenisel\ es impose continuing sen ice obligations on ",Wetted I .tilitics" that m;i> 

legitimatelq in\.olve the incurrence of-'stranded costs" on an ongoing basis during the 

aforementioned Transition Period. 

111. STRANDED COST ISSUES 

WHAT ARE STRANDED COSTS? 

The Rules define stranded costs as: 

... the net verifiable difference betn.een: 

a. The value of all the prudent jurisdictional assets and 
obligations necessary to furnish electricity ( such as 
generating plants. purchased power contracts. 
fuel contracts. and regulatory assets). acquired 
or entered into prior to the adoption ofthis 
Article; and 

The market value of those assets and obligations directly 
attributable to the introduction of competition under this Article. 

b. 

Assuming that the word "value" in A.A.C. R14-2-1601(8)(a) is synonymous with "cos(' 

(as all parties to the Stranded Cost Working Group have apparently assumed), this 

definition is generally adequate with the following exceptions. First, it is not clear whether 

or not nuclear fuel disposal costs for fuel ahead) consumed or to be consumed to sen  e 

standard offer customers would be included. As discussed later. these costs should be 

included in the system benefits charge. Second, costs necessarily incurred after 1996 to 

implement retail competition or to meet the continued service obligations under the Rules 

should be included as stranded costs. Finally. although the above definition would 

encompass "regulatory assets.'' APS has excluded them from its calculation of stranded 

costs. 
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S 
jl A. 

WHAT WOULD BE INCLUDED IN POkVER SUPPLI' COSTS? 

The major elements of pouer suppl! costs vt d d  include purchase po\\er contracts that 

hat c' ;1 i i i i i i i n i i i n i  term of'three J ears. fuel e\pense. operation and niaintenancc eupt'nse. 

t n \c' s . CIC p rc' c i ;it 1 o i i  . i 11 teres t . ad i i i  i n i s t ra t i \ e 'I II CI g c' i i  e ra I t' \ pc i i  se and e q i i  i t ! rt' t 11 r I i . 

WHY MUST THE COMMISSION RESOLVE THE STRANDED COST ISSUE 
NOW? 

-*Affected Utilities." including APS. must hat e a stranded cost recovery mechanism 

approved and in place prior to the beginning of retail access or it \ \ i l l  be inet itable that 

some customers n i l 1  be able to e\.ade their responsibilit! for such costs. Moreot er. 

customers themselves should know mhat the stranded cost recovery mechanism 

before they leave their incumbent supplier rather than sometime after. Ideally. the 

stranded cost recovery mechanism should also be i n  place before new market entrants are 

certificated for the APS service area. This \ \ i l l  help them better identify those customers 

i l l  be 

most liliel! to benefit from their sertices. 

36 1 

WILL THIS REQUIRE THE COMMISSION TO CONDUCT A FULL-BLOWN 
GENERAL RATE CASE FOR EACH OF THE "AFFECTED UTILITIES**? 

No. There would be no need for such extensive rate case proceedings unless an '-Affected 

Utility" is actually seeking to increase its current rates and charges as part of the stranded 

cost recovery process. Indeed. the Commission's own rules on rate filings (A.A.C. R14-2- 

103) are limited by their own terms to rate increases. This is not to say that the 

Commission should not require the utility to justify its filing, but merely that such 

justification need not rise to the level of a general rate case proceeding. 

IN ADDITION TO ESTABLISHING A STRANDED COST MECHANISM, MUST 
THE COMMISSION DETERMINE A TOTAL STRANDED COST AMOUNT FOR 
EACH ".AFFECTED UTILITY?" 

I 
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1 :I. 

j i i  

\(?I iiccessaril! . This \ \ i l l  depend on hn\\  the particdar utilit! proposes to quaiitif! and 

rcco\ er its rir,indecI costs. For esnniple. under the 'IPS proposal outlined Inter in m! 

testininn!. there \ \ o d d  be no need to estiniate in ad\ ance such a total aniotint of srrmdccl 

costs and therefor no need for PIPS to maLe an omnibus stranded cost "filinp" as 

contemplated under the R L I ~ ~ s .  Rather. thc Cornpan.\. n o d d  submit n series of annual 

filings to reflect tlie lekrel of stranded cost r e c o ~  er! sought for the succeeding ! ear. xIl'S 

\ \ odd  anticipate making the first of these filings (for 1999) no later than thirt!. (30) da! s of 

the entry of a final order in this proceeding. 

HOW WOULD APS PROPOSE TO MEASURE ITS STRAXDED COSTS? 

I n  general. the Company supports the lost re\ enues method (i.e.. the difference bct\\ecn 

espected rex'enues under cost-of-sen ice regulation and revenues under market-based 

pricing). but lvith several important limitations on the use of that method. 

WHAT ARE THE LIMITATIONS TO WHICH YOU JUST REFERRED? 

First of all, utilities should only be compensated for stranded costs during a defined period 

during uhicli they are transitioning to fully conipetitiire and unregulated generation 

pricing. This so called "Transition Period" should equal that period of time in which tlie 

power supply market is out of equilibrium. Le.. when market price is depressed below long 

term marginal generation cost. Once that period is over, supply resources should be 

permitted to succeed or fail based on their om11 economics u ithout receiving either 

customer support or providing customer subsidies. 

Second. the APS method avoids the ine\.itable debate over long term projections of market 

prices. power supply costs. and sales (and then discounting them into current dollar 

amounts) that are often associated u.ith the lost revenues method. 

-8- 
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Q. 
A. 

Q. 
.'I. 

Q. 

A. 

Q. 

A. 

FVHES \V'OULD THIS TRAXSITION PERIOD END'? 

As is discussed later. the Coinpan! belie\ e5 rha t  rlic regional imbalance \ \ i l l  bc rcc:iiiccI h! 

2007. and thus the Transition Period \ \ o d d  estend onl! through 2006. 

WHAT WOULD BE THE ACTUAL MECHANICS OF THE APS PROPOSAL? 

Stranded costs mould be measured annuall> during the Transition Period b> comparing the 

C'ompan!~'s actual po\\er suppl! costs and actual market prices for the Imxediiig ! car. 

Because the first year ( 1999) \\auld necessaril! h a ~ e  to re11 on estimates of market price. 

there could be a one-time true up after that first year. I have provided a chart explaining 

the four (4) steps to our proposal as Schedule JED-2. 

HOW WOULD ACTUAL MARKET PRICES BE DETERMINED FOR A 
PARTICULAR YEAR? 

Arizona could take advantage of the California P o ~ ~ e r  Exchaiige (PX). or a similar market 

price indicator. to determine actual market prices in Arizona. This may be accomplished 

by taking the hourly PX prices and adjusting them for the administrative charges to support 

the PX and the transmission charges and line losses to the Palo Verde substation. This will 

result in an actual market price for power delivered in Arizona. The hourly market price 

\\auld then be matched to APS poLzer supply to determine stranded investment. Again, a 

more detailed explanation is set forth in Schedule JED-2. 

, 

IS THIS THE SAME METHOD OF MEASURING STRANDED COST AS 
PROPOSED IN THE COMMISSION'S STRANDED COST WORKING GROUP 
REPORT? I 

Absolutely not. The Lvorking group report would stretch the measurement period out some 

twenty (20) or thirty (30) years and the recoL'ery period to at least ten (10). It would use 

long range estimates of both generation costs and market prices, which would then be 

-9- 
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23 

24 

reduced to a single present value amount. and 11 hich \ \ o d d  thereafter require frequent 

true up proceedings. 

fVH\.  IS LIJIITISC THE STR.ANIIED COST hIEASL'REMENT PERIOD 
I.llPORT.-\ST'.' 

In addition to those practical ad\ antases discussed later in in! testimony. our goal ought to 

be to transition generation prices to a fiill! competiti\ e market as quickl! as possible rather 

than essentially continue with traditional cost of service regulation of the present stock of 

generating assets for decades into the future. 

Limiting stranded cost measurement and recovery to a relatively brief Transition Period 

also matches the solution with the problem. The largest cause of stranded cost is the 

current market imbalance caused by the relative oversupply in the Western Systems 

Coordinating Council (*'WSCC") of both capacity and energy. It is ironic to note that the 

existence of these same lo\\ operating cost "excess" generating units also served as the 

economic Justification for the very interconnected regional transmission system that allo~cs 

l'or a competiti\,e generation market. These factors will keep market price below the 

industry's long run marginal cost of generation for at least the next seven (7) !'ears. 

Schedule JED-3. which is attached to my testimony. shows that regional reserve margins 

exceed 13% (the level needed for reliable system operations) until that time. This 

oversupply of generation and the concomitant existence of a regional transmission grid 

were the direct results of traditional regulation's focus on reducing long run revenue 

requirements and maintaining extraordinarily high levels of reliability. These impact the 

entire region irrespective of any single utility's resource decisions. For example. APS is 

itself already purchasing capacity from others to reach even this 12% reserve margin. 

-10- 
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Q. 
A. 

Q. 

A. 

H o ~ i  e1 et-. once the market imbalancc has b w i  rcctitiecl ti\ er time. and market prices 

appro\;iniate long run marginal cost. there ic  'io need to continue stranded cost recover! . 

WHAT ARE THE OTHER ADVANTAGES OF THE COMPANY'S PROPOSAL? 

Although widel\, used or being considered as a measure of stranded costs in  othei 

jurisdictions. the "lost revenues" approach to stranded cost tiieasiireiiieiit has been 

criticized for its reliance on long range iiiarkct price estimates. present \ d u e  discount rates. 

etc. By merely reducing the period being examined for stranded costs. these probleiiis can 

be greatly lessened. Under APS' proposal. they are eliminated entirely. Tlie use of actual 

costs and market prices obviates tlie need for long range estimates. Tlie calculation of 

these on an annuaI basis means no need for repeated true LIP proceedings and no arguments 

o'i'er ivhat discount rate is to be applied to future estimated re\.enue and cost figures. 

.4dditionally. tlie calculation of APS generating costs during the Transition Period will 

automatically reflect any new generating costs incurred post- 1996 to meet the Company's 

-'standard offer" obligations. 

FROM WHOM WOULD THE COMPANY'S STRANDED COSTS BE 
RECOVERED? 

All APS customers (including partial requirements and standby or back up service 

customers) should bear a fair proportion of the Company-s stranded costs during tlie 

designated Transition Period. For "Standard Offer" customers. the recovery would be 

implicit in tlie traditional rate setting process. For those customers taking advantage of 

direct access to acquire competitive generation services. there would have to be an explicit 

transition charge. 

-1 1- 



7 

S Q. 

9 

10 

1 1  

13 

13 

14 
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19 

2 0 

. \ I t  ho iig h a 11 e c1 11 i t  ab  1 e a rg iiiiisn t can be 111 ad c' I h a t t hc s c c ci 5 t (1 me rs s ho i i  1 d ;I I \ o tic as \c s 'r c'd 

their share of stranded costs. as a practical matter. there is little \\a> to collect such costs 

once the departing customer in question no In:iger receil es an! regulated sen ices from tlic 

Con1pan> . 

HO\\' \ \ O U L D  THE ANNt';\L LEL-EL OF STR.ASDEI1 COSTS BE ALLOC'.ATEII 
TO Sf'EClFIC CCSTOJIER CL-ISSES A S D  RATE SCHEDI'LES? 

First of all. I make no claim of being a cost o f  sen ice or rate design expert. Ho\\c\er.  it 

has long been .4PS' position that stranded costs shoiild be allocated along traditional cost 

of ser\ice criteria and collected through a combination of kM.11 and ki fT  distribution 

charges. 

WHY ARE REGULATORY ASSETS NOT INCLUDED IX THE CONIPAS\"S 
iMEASUREMENT OF STRANDED COSTS? 

In the Company's 1996 Rate Settlement (Decision Xo. 3960 1 1. the Commission ordered 

that all regulatory assets be amortized and collected in rates by 2004. Because these assets 

\\ere both identified and their reco\ e r ~  assured in  that proceeding. there is 110 need to 

separatsl! address them no\\. 

DOES THE COMl'AIVY'S PROPOSAL FOR THE MEASUREMENT AND 
RECOVERY OF STRANDED COSTS RAISE ANY UNIQUE ACCOUNTING 
ISSUES LYDER FASB NO. 71? 

No. We have developed an approach that essentially elinhates the many coniples 

accounting issues that could other\vise arise under other approaches to stranded cost 

-12- 
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6 

HOW WOULD APS PROPOSE THAT \IITICATION BE HANDLED? 

The Coniniission should first understand h e  proper scope of u hat can reasonabl! be 

characterized as "mitigation." This includes espanded sales of competiti\.e senerntion both 

\ \ i t I i i n  and \\ithout the Compan>.'s traditional scr\ ice area and cost reductions reasonnl71! 

achie\ able during the Transition Period. -'hlitigation" does not entail an! responsibiiit? to 

engage in  ne\\ d unrelated enterprises. "hlitigation" does not mean taking profits earned 

bj. either the iitilit!. or its affiliates in unrelated enterprises and using them to subsidize 

stranded cost recovery. 

With that understanding. I \vould initiall! point to past mitigation ct'forts. ,IPS Ins I x x n  

steadily reducing its costs since 1990. has reduced prices three (3) times. and \vi11 request 

an additional price reduction later this 4 e x .  I n  determining the appropriateness of an). 

future mitigation for 1999 and beyond. the Commission should not penalize the Company 

for its mitigation efforts prior to 1999. 

IV. AMENDMENTS TO RULES 

IS APS PROPOSING ANY SPECIFIC CHANGES TO THE COMMISSION'S 
RETAIL ELECTRIC COMPETITION RULES? 

There are inany changes necessary in the Rules but not necessarily to the Commission's 

Rule on Stranded Cost. A.A.C. R14-2- 1607 ("Electric Competition Rule 1607"). The 

nuniber of changes found appropriate by the Commission mi l l  in part depend upon the 

degree of uniformitj regarding stranded cost measurenient and recovery imposed by the 

Commission in this proceeding. 

-13- 
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.ARE SOSIE GENERIC CHASGES IS THE IX1.LES . ~ ~ l ' l ' ~ X O l ' l ~ l ~ - ~ ~ ~ E ' !  

F'es. These include: ( 1 ) changing the clefinition 01'"stlandcd costs" to actuall\ ~ i se  the 

\vnrd .'cost" and to allo\\ inclusion of post- 1996 costs: ( 3 )  deleting the first sentence from 

Electric Competition Rule 1607( J ) :  and ( 3  ) amending Electric Competition Rule 1607(A) 

b! substitilting the nord '-reasonable" for the tc'riii " e l  er! feasible". adding the \\ ords 

"directlj related to regulated utilit! sen  ices" alier the \ \old "measure" and. lastl! . h! 

striking the Lvords "or offering a \.cider scope of ser\.ices for profit. among others" and 

substituting therefor the words "or reducing generatioidpurchased power costs. .. 

The first sentence of subsection J is incoiisisteiit \\ i th the definition of stranded costs used 

in the Electric Competition Rules, I t  is also inconsistent nit11 subsection H of'the \.cr! 

same Electric Competition Iiule. Both the Legal Issues %'orking Groiip and the Strmclecl 

Costs Working Group have favored amending this provision. Finally. Electric 

Competition Rule 1608 should be amended to specifically include nuclear fuel disposal as 

part of the nuclear decommissioning costs dread!, expressly covered by the proposed 

"Sjstem Benefits Charge" ("SBC"). 

The Company's third proposed amendment eliminates the impossible and n e \ w  ending 

task of attempting to examine every conceivable business venture that might turn a profit 

and then determine u.hether or not the utility should have engaged in this or that venture. 

It avoids the troublesome cross-subsidy issue that has so vexed potential competitors of 

non-iitilit! senices. Lastly. i t  also eliminates the likelihood that the Commission \\ill push 

-'Affected I!tilities" into foolish business \ entures in an effort to meet an impossibly high 

standard of mitigation, thus creating the possibility of yet additional stranded costs. 
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Q. 

A. 

0. 

A. 

I n  Electric Competition Ride 1608. the Commission has 31rcacI! recognized the 11ced to 

reco\ er nriclear clecommissioiiiii~ costs '1s IXII-L of' t l x  SBC. Nuclcar fucl disposal is iin 

inherent part of total nuclear plant cfr.comiiiissioiiiiig. and i t  is .j tist :is 1 ita1 that there be an 

assured source of fiinds in the future to pa) for that fuel disposal. .-I\1though at the present 

time. the amount assessed b> the Department of  Energ? is onl> 1 mill  per k W h  actual 

costs for this ser\,ice in the future are necessnrilj uncertain. APS' proposal to limit the 

period for \i hich stranded costs \ \ o d d  be measured and reco\ ered \\as premised on the 

belief that n~iclear file1 disposal nould be handled outside the stranded cost proccss. 

HAVE YOU PROVIDED A SPECIFIC ,tl;\RK-LP OF THE RULES AS 
REQUESTED IN THE DECEMBER PROCEDITRAL ORDERS? 

Yes. It is attached as Schedule JED-4. 

c'. CONCLUSION 

IN CONCLUSION, WOULD YOU CARE TO AGAIN SUMMARIZE YOUR 
MAJOR POINTS? 

Yes. The Commission must address the stranded cost "issue" prior to the adkrent of retail 

competition in 1999. This will necessitate a filing by each "Affected Utility" although 

such filing would. in the case of APS. not seek a specific "total" stranded cost amount. 

MoreoL-er. the filing need not iinrolve a fLilI-blo\\n general rate proceeding. For its part. the 

Companc .~vould propose to make its first annual filing within thirty (30) days of the final 

order in this proceeding. 

The measurement and recoyery of stranded costs (excluding regulatory assets) should be 

limited to the period of generation market imbalance or roughly the period through 2006. 

This not only avoids extended and speculative arguments o\'er events far into the future 
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- 3 

and 11 hose present r alue is e\ en less signilicant. hut  pro\ ides for nn orderl> transitioii to 

fiillj markt-based and deregiilatecl coi i ipct~t~\  c generation prices and pro \  ides soiiic' 

-l 

3 

4 

certaint! to .-\PS customers as to the duration o f  their .;tranded cost rcsponsibilit> . The 

"lost re1 eniies" method is a reasonable calculation o f  stranded costs during the 

3 

6 

7 

8 

a fc) reme n t i on cd Trnii s i t i on Pt.rr ocf . 

. \PS alread! has regulator> appro\ ai for the nmortization and collection of regulator) 

assets. and thus has excluded regulator). assets from its calculation and recor-er!' of 

9 

10 

11 

stranded costs. Siniilarl!,. the costs associated \i ith disposal o f  nuclear fuel tiiirned prior to 

1997 or during the Transition Period t o  sen e .-Standard Offer" customers is hcst treated ;IS 

a component of nuclear plant decoiuiiiissioiiin~ iinder the SBC. Finally. stranded costs 

12 I! should include costs necessarily incurred after I996 to meet the Company's continuing 

service obligations under the Rules. 

IS 

16 

17 and rate design criteria. 

18 

19 

All APS cristoriiers shor~ld pa! their t'rtir share of stranded costs. Such costs should hc 

allocated to specific customer classes and rate elements iising traditional cost o f  sen  ice 

, 
The Commission's rule on stranded cost should be amended consistent with my comments 

20 ! herein. A detailed legislatir-e st>rle mark up of the rules is attached to niy testimony as 

S c he d u 1 e J E D -4. 

23 1 1  Q. 

2411 A. Yes. 

DOES THIS CONCLUDE YOUR DIRECT WRITTEN TESTIMONY? 
I (  

1 

3 -  3 -3 ' 

I 
2 6 



. 
I "  

. -  
SCH ED C' L E  + J  E I)- I 

Jack E. Da1 is is Esecuti\.e Vice President of Commercial Operations for .4rizona Public S C ~ L  ice 

Coinpan!. As Esecuti\.e Vice President of Commercial Operation. hlr. Da\ is has responsibilit! 

for Bulk Po\\ er Trading. Transmission Planning aiid Operations. Customer Sert,ice. Marketing and 

Lcononiic De\ e 1 opnien t. and Pricing. Regulation m c t  I'lanni ng . 

5 

Mr. Davis graduated from New Mexico State UniLrersit!. in  1969 tvitli a Bachelor of Science 

Degree in Medical Technology and in 1973 nith a Bachelor of Science in Electrical Engineering. 

He joined Arizona Public Sert,ice Companq that same ! ear and has held Lwious supertisor!. and 

managerial positions in both the System Planning and Power Contracts and Systems Operations 

Dcpxtments. I n  1990. Mr .  Da\ is n a s  named Director of S! stem De\~elopment and Po t~e r  

Operation and thereafter promoted to Vice-President of Generation and Transmission in  1993. Iii 

14 

15 

16 

17 

18 

19 

20 

21 

39 -- 

23 

October 1996. lie \\as named Executive Vice President of Coniniercial Operations. 

Mr.  Davis is the President of the Western Energ! Supply and Transmission. Vice Chairman of the 

b'estern S!.stenis Coordinating Council (U'SCC). a member of the WSCC Board of Trustees, and 

(past chairnian of the WSCC Regional Planning Polic! Committee). a member of the National 

Electric Reliability Council Board of Trustees. President of the Western Systems Power Pool and a 

member of the Southwest Regional Transmission Association Board of Trustees. Additionallj-. lie 

is a registered professional electrical engineer in the State of Arizona. 
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SCHEDULE JED-2 

AYS STRANDED COST hIETHODOLOCI‘ 

Four Step Approach to Calculate Stranded Cost Recovery Charge (“SCRC’’) for ,4PS 

STEP 1 

Market prices \vi11 be determined by reference to the California PX market in dollars per 
MWH for the Southern California Hub as adjusted for: 

Determination of Hourly hlarket Prices. 

1. Transmission wheeling (if an] ) 
2. Administrative charges by the ISO/PX. 
3 .  Transmission losses 
This hourly price is the Market Price at Palo Verde. 

STEP 2 Determination of APS Retail Market Revenues. 

Actual hourly loads are multiplied by hourly market price from Step 1 to determine hourly 
revenues which could have been produced if APS were to sell its power supply in the 
competitive market. Summation of this hourly dollar value across daily / monthly / annual 
hours produces annual revenues. 

STEP 3 Determination of the Actual Power Supply Costs. 

The actual costs will be obtained from relevant financial and accounting data. Examples of 
the costs include: 

1. Fuel costs 
2. Purchased power costs 
3. 
4. Depreciation expenses 
5 .  Interest expenses 
6. Taxes (other than income) 
7. 
8. 

O&M Costs including A&G allocation 

Common and preferred shareholder equity expenses and 
State and Federal Income taxes 

STEP 4 Calculation of the SCRC. 

If the amount of APS costs (Step 3) is greater than APS Retail Market Revenues (Step 2). 
the difference will then be allocated among APS rate classes under traditional cost allocation 
and rate design principles and will be charged to customers taking competitive generation 
service on a demand and/or energy basis. depending on the customer’s class. 
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SCHEDULE JED-3 

WSCC Loads & Resources 
(Summer) 

Resources 2.mn MT 

1 1 

1 15.600 MW 

, 
Load 

1 1 1 1 1 1 1 1 

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 
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3 1314-2-1601 De tin i t io 11s 

4 

3 

8. "Stranded Cost" means the I erifiable net dit'lt.rence bet\\een: 

a. The vdtte COST of all the prudent .iurisdictional assets and obligations necessar! 
to furnish electricit), (such as generating plants. purchased pouer contracts. fuel 
contracts. and regulator) assets)'rcd 
&%wt&e. under traditional regulation o f  Affected Utilities: and 

The market value of those assets and obligations clirectl! attributable to the 
introduction of competition under this Article. 

. .  

b. 

I 

R14-2-1607. Recovery of Stranded Cost of Affected Utilities 
. .  The Affected Utilities shall take ewwkmbk REASONABLE. cost-effectit e measureS 

Stranded Cost by means such as espanding \\holesale or retail markets. 
&OK 2 REDUCING GENERATI- 
POb'ER COSTS. 

nate or offset 
. DIRECTLY RELATED TO REGULATED UTILITY SERVICES to niiti, . .  

The Coinmission shall allo~v reco1w-y of unmitipted Stranded Cost b!. Affected Utilities. 

,A \corking group to de\.elop recommendations for the anal)+ and recol'ery of Stranded 
cost shall be established. 

1. The working group shall commence actik ities within 15 days of the date of 
adoption of this Article. 

Members of the 11 orking group shall include representatitres of staff. the 
Resident ia 1 Uti 1 it y Consumer 0 ffi ce. consumers. uti 1 it i e s. and other Electric 
Service Providers. In addition. the Esecuti1.e and Legislative Branches shall be 
invited to send representatives to be members of the working group. 

The working group shall be coordinated by the Director of the Utilities Division of 
the Commission or by his or her designee. 

I n  developing its recommendations. the working group shall consider at least the following 
factors: 

3 -. 

3 .  

1 .  

2. 

The impact of Stranded Cost recok ery on the effectiveness of competition: 

The impact of Stranded Cost recover)! on customers of the Affected Utilit? n h o  do 
not participate in the conipetitiL e market: 

7 _ .  > The impact. if  an!. on the Affected C'tilit! 's abilit? to meet debt obligations: 

-20- 
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13 

13 

14 

15 

16 

17 

18 

I9 

20 

21 

32 

33 

31 

35 

36 

E. 

F. 

G. 

H. 

1. 

4. 

-7. 

6. 

7 .  

8. 

9. 

I O .  

11. 

SCHEDCLE tJED-4 
(Page 2 ofl) 

Tlie impact of Stranded Cost reco\ cr! on prices paid b! consumers i\ho participate 
in the competitite market: 

Tlie degree to nliich the tlffected Utilit? has mitigated or offset Stranded Cost: 

Tlie degree to which some assets 1m.e \.allies in excess of their book values: 

Appropriate treatment of negati\ e Stranded Cost: 

The time period over which such Stranded Cost charges may be recovered. Tlie 
Conmission shall limit the application of such charges to a specified time period: 

Tlie ease of determining tlie amount of Stranded Cost: 

The applicability of Stranded Cost to interruptible customers. 

The amount of electricity generated by renewable generating resources omned bj 
the Affected Etility. 

The working y o u p  shall submit to the Commission a report on tlie activities and 
recommendations of the working group no later than 90 days prior to the date indicated i n  
R 14-2- 1602. 

The Commission shall consider the reconmendations and decide ivhat actions. if a n j  . to 
take based on the recommendations. 

The Affected Utilities shall file estimates of unmitigated Stranded Cost. Such estimates 
shall be fully supported by analyses and by records of market transactions undertaken by 
willing buyers and ~villing sellers. 

An Affected Utility sliall request Commission approval of distribution charges or other 
means of recovering unmitigated Stranded Cost from customers who reduce or terminate 
service from the Affected Utility as a direct result of competition governed by this Article. 
or \vho obtain lower rates from the Affected Utilit) as a direct result of the competition 
governed by this Article. 

The Commission shall. after hearing and consideration of analyses and recommendations 
presented by the Affected Utilities. staff. and intervenors. determine for each Affected 
Utility the magnitude of Stranded Cost. and appropriate Stranded Cost recovery 
mechanisms and charges. In making its determination of mechanisms and charges. the 
Commission shall consider at least the following factors: 

1. 

_ .  3 

The impact of Stranded Cost recovery on tlie effectiveness of competition: 

The impact of Stranded Cost reco\er> on customers of tlie Affected Utilitjr \\-\;ho do 
not participate in the competitit e market: 
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20 

31 

33 -- 

23 

24 

25 

26 
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-3 . 

-4. 

? .  

6. 

7.  

8. 

9. 

10. 

1 1 .  

SCHEDULE JED-4 
(Page 3 of41 

The impact. if any. on the Affected L'tilitJ's abilitj to inect debt obligations: 

The impact of Stranded Cost reco\ el-! on prices paid b! consumers 
111 die conipctiti\ e niarket: 

ho participate 

The degree to nhich some assets ha\ t' \ alues in excess of their book \.allies: 

Appropriate treatment of negati\,e Stranded Cost: 

The time period over which such Stranded Cost charges may be recoxwed. The 
Commission shall limit the application of sucli charges to a specified time period: 

The ease of determining tlie anioiint ot' Stranded Cost: 

The applicability of Stranded Cost to interruptible customers: 

The amounr of electricity generated b!. reneLcable generating resources o ~ , n e d  b! 
the Affected Utility. 

J. 

K .  

L. 

. .  < An17 reduction in electricity purchases from an 
Affected Utility resulting from self-generation. demand side management. or other demand 
reduction attributable to any cause other than the retail access provisions of this Article 
shall not be used to calculate or recover any Stranded Cost from a consumer. 

Phe Coniniission ilia! orcicr an Affected Utilit! to file estimates of Stranded Cost and 
mechanisms to recoLer or. if negative. to refund Stranded Cost. 

The commission niaq order regular recisions to &mates of the magnitude of Stranded 
cost .  

R14-2-1608. System Benefits Charges 

A. By the date indicated in R14-2-1602. each Affected Utility shall tile for Commission 
review non-bypassable rates or related mechanisms to recover the applicable pro-rata costs 
of System Benefits from all consumers located i n  the Affected Utility's service area who 
participate in  the competitive market. I n  addition. tlie Affected Utility may file for a 
change in the System Benefits charge at any time. The amount collected annual11 through 
the System Benefits charge shall be sufticient to fund the Affected Utilities' present 
Commission-approved low income. demand side management. environmental, renewables, 
and nuclear power plant decommissioning AND NUCLEAR FUEL DISPOSAL programs. 

Each Affected Utility shall provide adequate supporting documentation for its proposed 
rates for System Benetits. 

B. 



9 

I O  

1 1  

13 

13 

1 1  

SCHEDVLE .JED-4 
(Page 4 n f 4 )  

111 1tYcctcd ' t i lit! shall reco\ er the c o s t s  o f  S! stcm B~'nt'1its onl! upon hearing and 
' ippro~ nl 11) the Coinmission of tlic r ~ ' c o \  cr! charge and niechanism. The Commission 
nia! combine its re! ie\i of S> stem Belietits charges \\ i th its re\ ieu of tilings pursuant to 
I? 14-2- 1 606 

Methods of calculating S\.stem Benefits charges shall bc iticluded in the \\ orkshops 
described in R14-2- 1606( 1). 

I S  
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I .  ISTKODI'CTION 

I 3 Q. WOLTLD YOU PLE.4SE ST;\TE E'OVR NAME AND BUSINESS ADDRESS? 

4 A. 

5 Arizona 85004 

My name is Jack E. Davis. and in! business address IS  100 North Fifth Street. Phoenix. 

6 Q. 
7 

8 A. 

9 Q* 
10 

1 1  A. 

12 

13 

14 

I5 

16 

17 

18 

ARE YOU THE SA.\IE .JACK E. D.4VIS WHO FILED DIRECT TESTIMONY IN 
THIS PROCEEDING ON .J.ANl_'.+RE' 9, 1998? 

Yes. 

WHAT IS THE PCRPOSE OF I'OUR REBUTTAL TESTIMONY IN THIS 
PROCEEDING? 

I will briefljp respond to coniments made by \\itnesses Rosenberg, Rose. Rosen. Cooper 

and the Goldwater Institute to the effect that the regulatory compact. under which public 

service corporations have operated since the beginning of regulation in this State. is 

somehow a fiction created bJC the utilities. and that in the interest of these witnesses' 

vision of a competitive electric market. is a concept that should be ignored in this 

proceed in g. 

19 

20 Q. WOULD YOU PLEASE SL;M,\L4RIZE YOUR TESTIMONY? 

21 A.  

23 
24 
35 
26 
27 
2s 

33 -- 
.A fair re\ ieu of'the Coniniission's in\.oli ement in Palo Verde shoLxs that the agenc) ( 1 )  
certificated the plant before i t  \\as constructed. ( 7 )  continually and contemporaneously 
re\ iei\ed the Coinpan! 's resource planning process during its construction both internally 

id throtigli nationall! recognized ciutsrde consultants. i 7 1 granred rate increases and 
financing qTpro\ als rii'ts tr? to tiinci consti-ucrinn. ( -4  j ,idopted an incellti\ e program to 
encourage the Cornpan> to coniplete tlis plant as semi as possible. ( 5 )  conducted a muti- 
million dollar retrospectiL e '-prudence" audit of construction costs and planning decisions 
t h a t  forinJ \ P C  x t d  renwi ia1~l \  in  y. irtu:ill! :di ri'cpc'cts. and (6)  a d o p t d  final 



5 

I 

6 

7 

8 Q* 
9 

10 
11 
12 
13 
14 
15 

16 A. 

17 

18 

19 

20 

21 Q. 
-- 77 

23 

24 

25 

26 

27 

28 

I 2 0 
I 

ratemaking treatment for the facilir? C r i ~  en this ”step-by-step“ partnership, I do not see 
how an! ibitness can reasonabl? c l u n  that the Commission has no obligation to the 
Company to provide for reco\er> of prudently incurred Palo Verde costs during the 
transition to a fiill~ competitiL e retail generation market. 

111. REGULATORY COMPACT 

WITNESSES KOSENBERG AND ROSE CHALLENGE THE RECOVERY OF 
A N Y  STRANDED COSTS BASED ON THEIR PERCEPTION AND 
APPLICATION OF ECONOMIC PRINCIPLES. OTHER WITNESSES 
PROPOSE THAT UTILITIES BE PERMITTED TO RECOVER 
SIGNIFICANTLY LESS THAN THE FULL AMOUNT O F  NARROWLY 
DEFINED “STRANDED COSTS.” HAVE ANY OF THESE WITNESSES 
MEANINGFULLY ADDRESSED THE PRACTICAL CONSEQUENCES OF 
THEIR POSITIONS? 

Not in my opinion. Their recommendations, if adopted by the Commission, would give 

new meaning to the characterization of economics as the ”dismal science.” Aside from 

the question of basic fairness and equity, the financial consequences of such an approach 

would indeed be disnial for the State of Arizona. its electric utilities. and utility financial 

markets . 

THE GOLDWATER INSTITUTE SUMMARIZES THE REASONS WHY 

UTILITIES SHOULD BE PERMITTED TO RECOVER THEIR STRANDED 

COSTS, BUT SUGGESTS THAT THESE REASONS MAY BE BASED ON “THE 

NAIVE ASSLMPTION THAT SONE OF THE PARTIES INVOLVED BEHAVE 

STRATEGICALLY ( A  EUPHEMISM THAT ROUGHLY MEANS ‘TAKING 

ADVANTAGE OF THE SYSTEM’) ...,” AND THEREFORE PROFITED 

BEYOND OTHERWISE REASONABLE RATES OF RETURN. 18 YOUR 

ESPERIENCE. H&AVE APS AYD OTHER PI‘BLIC SERVICE CORPORATIONS 

I >  .\I<IZO\.-t B E E S  .ABLE TO “T.1KE .AD\’.1>T1(;E O F  THE SYSTEM?” 
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I 

A. I can't speak specifically for other public service corporations. but during the 25 years 

I've been Lvith APS. I*ve seen no eLidence that APS has been able to "game" the system 

to earn unreasonable profits. In fact. escluding Allo\\ances for Funds Used During 

Construction ("XFLTDC"). much of \\ hich t\ouid be disallo\\ed under these witnesses 

proposals. APS has earned less than its allo\ved rate of return on a cash basis in 15 of the 

last 18 years. 

I don't knon \vhat time period \\as addressed or \\ha regions of the country Lvere 

included in the Bi/.sineJs S'rwrrgq~ Re\wii study the Institute describes. but I strongly 

suspect the data is based on electric utility earnings in regions cvhere there was little or no 

grou-th, ~ h i c h  certainl! has not been the case i n  Arizona. In addition. I seriously doubt 

that the study corrected any utility profits above the allowed rates of return to remove the 

effects of AFUDC. an accounting anomal!. unique to regulated public utilities. These 

allowances are knouii \ \ i thin the industry and in financial circles as "funny money, 

because no cash is actual]? recei\ed bq the utility. yet the allowance is reflected in its 

income statement. This concept \\as designed by regulatory bodies to amortize a return to 

the utility for funds advanced for the construction of ne\\ facilities over the life of the 

asset. rather than permit the utilities to include construction \vork in progress ("CWIP") 

in rate base. Depending o n  the aiiioiint of'these dIc\\ances. the> can result in a significant 

overstatement of returns both in )ears Lvhen such returns \\ere less than the rate allowed 

by the regulator?. agencies and hen the!. exceed the alloned rate. thereby understating 

actual under-recoveries and inflating >ears of o\ er-recoveries. 

.. 

Q. WITNESS ROSENBERG A 3 D  ROSE DENY T H E  EXISTENCE OF A 
REGULATORY COhlP.4CT TH-AT .JUSTIFIES THE RECOVERS' OF 
STRANDED COSTS BY ARIZON.4 PlLIBLIC SERVICE CORPORATIONS. DO 
YOU AGREE WITH THEIR POSITION? 

Not at all. I'lieir position conflicts n i t h  e\er>thing I ha\e obserked in Arizona for the last 

2 5  \cars. I hrntyhout its ekistencc. .4P\  has recognized m d  honored i t s  dut! to sen e all 

o t ' i t \  citbtoiiic'r\. protitable or  ottier\\~st 
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38 
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30 

3 1  

Q. 

A. 

Q. 

.-t . 

In return for performing this dut?. IPS has been alloc\ed an opportunit); to earn a 

reasonable rate of return for its shareholders. subject to continuing Commission 

oversight. This is the so-called "regulatory compact" or "regulatory bargain" to Lvhich the 

utilities continuall: allude (and n itnesses Rosenberg, Rose. and Cooper continually 

choose to disparage). for i t  represents the very essence of the utilities' reason for 

existence since regulated electric seriice began in Arizona early this century. 

HAS THE COi\lIMISSION SH-ARED APS' VISION OF ITS REGULATORY 
OBLIGATION TO SERVE? 

Yes. Throughout my years with APS. the Commission has continually expressed a strong 

interest in our load and resource prolections and the basis aiid methods used to calculate 

those projections. This interest could not have arisen solely from the Commission's 

concerns regarding APS' need for future rate increases, since i t  always has had the power 

to exclude from rates those facilities that \\ere imprudentl! constructed. Its interest \vas 

presumabl) based on its concern that the Conipany's generation and other supply plans 

might be insufficient to provide its customers with a reliable source of power at 

reasonable cost - an interest that Lvould be totally immaterial in absence of the regulatory 

compact and APS'  duty to serve. For example. in its Decision No. 48139 (August 1. 

1977). the Commission stated: 

One of the areas of great concern to this Coinmission has been the load 
forecasting niethodology of APS. The Company, as mentioned above, proposes to 
quadruple i n  size \\ithin the next ten >ears. This IS the result of their Ioad 
projections forecasting a treniendous grov,-th in power usage Lvithin the 
certificated area. Ct'e ha\e re\ie\\ed aiid \$ i l l  continue to review the load 
forecasting methodolog! of the Company. After re\ ie\\ ing the same n e  conclude 
that historicall!. i t  has been quite sophisticated and Liccurate. 

\.\.'HAT IS THE SOLRCE OF APS STR-AWED COSTS'? 

LeaLkig aside APS' regu!ator! assets. u hich h already been addressed b!, the 

Cornmisicxi. APS' stranded costs result nlmost ewlusi\.el\. lkom its interest in the Palo 

i ercic \iiclenr (mierating Station (..kilo Verde" ) I f '  e1i.r there \\as a plant that \vas 

planned. constriicrt'd. and operated uncii'r the c'c)ilinnlsslon'j regulatory microscope, this is 

i t .  Starring i'\ c.11 betore the C'oiiiiiii4\i(>ii'4 tii'cicioii I O  grant the Coinpan> a certificate ot' 
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28 

environmental compatability to build the facility. the Commission's participation in 

decisions that affected the ultimate costs of Palo t'erde. including its stranded costs, was 

deep and far-reaching. 

Q. WILL YOU PLEASE GIVE US X BRIEF DISCRIPTION OF THAT 
PARTICIPATION? 

A. Certainly. On May 5.  1972. APS and Salt Riler Prqject entered into a Meniorandum of 

Understanding that initiated the Palo I'erde project (then hnonn as the Arizona Nuclear 

Pocler Project or *'ANPP"). In that same ;ear. a nuclear resource appeared in our planned 

loads and resources reports that n e  are required to file annually with the Commission. It 

is my understanding that these reports \\ere first required b; the Commission in order to 

assure that the generation planning of pubIic service corporations was sufficient to fulfill 

their legal obligation to s e n e  their projected loads o\er a specified span of years. 

Let me paint a brief picture of the preixlent atmosphere in the early seventies. During that 

period. Lvhen APS \vas facing double-digit demand groLc-th, Company planners were 

working in a stable regulatory en\.ironnient in Lvhich commitments to large, base-load 

power stations were lvelconied. Customers, regulators. and Company officials were 

accustomed to investments in nen technology brmging loner costs. Regulators generaIly 

focused on determining the size of rate decreases. 

While it \\as not generally recognized at the time, economies of scale in  geiieration 

actuall;. began to lei el off about 1970. During the seLenties. a period of high inflation 

and stagnant economic gronth. electric utilities nere shaken b~ a succession of events -- 
the oil crises of 1973 and 1979. and stringent en\ ironmental regulations on coal burning. 

among others. Fuel prices rose rapidl; . Coal prices nearl! doubled from 1968 t o  1975. 

and that fuel \vas under increasing scrutin! from en\ ironmentalists. Plans for nelv hydro 

projects. siicI~ as die Bridge Can; on Dam. also faced tremendous enL.ironmenta1 

opp~isitioii I n  4rizonn. natural h r t a g e c  rc 'wlt i 'd  '1 1974 gas moratorium. 
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Q. 

A. 

I' 

Accordinglq. i t  is not surprising that nuclear generation \\as all the rage during the early 

se\.enties. Meetings \\ere held throughoiit the Southnest to gi1.e utilities an opportunity 

to participate in XNPP in  order to a\ old future charges of' a conspiracy to monopolize the 

Southnest's electric market through the use of this cht'rip electric power resource with 

which it was feared no outsider could complete. Even the Sierra Club did not oppose Palo 

Verde. 

Subsequentlq. ho\\e\.er. as the construction costs of P d o  Verde rose and schedules 

slipped Lvith each ne\\ licensing requirement of the Nuclear Regulatory Commission. the 

plant came under ever-increasing scrutiny bq this Conimission. 

PLEASE PROVIDE A DISCRIPTION OF SOME OF THE PROCEEDINGS 
BEFORE THIS COhlMISSION RELATED TO P.4LO VERDE AND THE 
CONCLUSIONS THAT WERE RE,ICHED. 

Although the Commission and its independent consultaiits (Ebasco, Peat hlarviick. 

Decision FOCUS) had pre\,iously reixe\ved and approved Palo Verde on at least three prior 

occasions. and had approved numerous financings and at least one interim rate increase to 

allow Palo Verde construction to continue, perhaps the most significant of the 

proceedings \\as the audit of Palo i'erde initiated b) the Commission on January 30, 

1 (,84. i n  Decision So 57909 I n  'iddition to authorizing ,111 interim rate increase to allow 

the continuance of Palo Verde construction. the Commission ordered Staff to obtain 

assistance in drafting a RFP to hire independent experts to inkestigate APS' management 

of the Palo Verde pro.ject. as \\ell as the past. present. and future economic vitality of the 

project. .A Four-State hlonitoring Committee \\;is created to represent the regulatory 

bodies of the hoine states ol'the p'irticipnting utilitit's. and r- r u t  K: Liliinne! \\as hired as 

the Proiect hlanager. 

The audit \\as conducted in three phases beginning i n  December 1984. \\ith Phase [ being 

cm prepararian for 'i diagi i~>t ic  rc 'port  o i  areas requiring fiirther 

L!c~ci~le'! .in,tl\ b i b  t)liLtbe I 1  i n \  ol\ ed hiring ot dJitir)n~1 < o n d u i i t s  t o  perform detailed 

studies Phase 111 prepared and compiled the results u t  the studies into a final report. 

ie\\ btudq and 
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Phase I \cas completed in No\ember 1985. and .APS produced 947,286 pages of 

documents for re\'iew. Both the XCC Utilities and Legal Divisions participated in the 

selection of Ernst &: Lt'hinne) and the re\.ren of documentation. Phase I1 ended in 

February 1986 mith the hiring of additional consultants 

The Commission nas  independentl! involired and met i i i t l i  Ernst & Whinney in March 

1986 to finalize details for Phase 111. .At that time it  became an Arizona-only audit, 

beginning i n  October 1986. and ended \\ i th a final report on March 24, 1989. over five 

years after the RFP \vas issued. This audit required APS to provide about 4 million pages 

ofdocunients. and respond to 606 sets of data requests and over 260 direct interviews. 

The Commission's auditor found that AI'S reasonably decided to build and to continue 

building Palo Verde. The audit found net cost savings. While the auditor quantified 

unreasonable project costs at 560 million. about Io:, of total project costs. i t  also 

quantified over $5.8 billion in reasonable costs. Additionally. the auditor quantified costs 

saved (above reasonable) totaling between $278.6 to $306.9 million due to the project's 

exceptional management. The final report also confirmed that Palo Verde was well 

conceived and \vel1 constructed. 

Finall!. on .lanuar! I I .  1990. . \ I 3  liled ,in ;IpplicaLiot, lbr a permanent increase in 

electric rates related to placing Prilo Verde Unit 3 in senice. This resulted in Decision 

No. 57649. dated December 6. 19c11. \vherein the Commission concluded the prudence 

audit and approved a settlement hft\\een Staff and the Company pursuant to \\liich APS 

agreed t o  ail at'ter-tax \\rite off of the carr! ing ~ a l u e  o f  certain PaloVerde-related assets 

totaling S107 mi l l inn .  thert.b\ clo\iiig the booh3 on the issues involving the prudence of 

the Coinpan! * \  Palo L'ercie i n \  cstiiieiii and \\ hcther Li portion of the plant represented 

escess capacit:. 

co~irsc. t11c prudence ,iuciit \ \ a b  not dit. onl> forum \\ litre the Commission addressed 

\\hich included ;I request to include Palo i'erde C U  11' i n  rate base. Previously. the 

C ~ ~ i i i n i i ~ - , i ~ ~ i i  Imi r ? l ' i i \ d  ( '\\ 11' : ! iL :Li \ i t i i i  1.01 PLd0  \.?id< '1.. a i  iiict'nti\c to morc r-,ipitfl\ 
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complete its construction. I n  Dectslon No. 54204. issued October 11. 1984, the 

Commission ret ersed its position on Palo Verde CU'IP, recognizing that APS' service 

territorq "has been among the fastcst mg areas in the Lnited States." 

Phase I1 of the same proceeding. \\liich required ten daqs of hearings. resulted in 

Decision No. 54247. dated Noleniber 28. 1984, in uhich an incentive program was 

de\eloped to hasten the completion of Palo Verde and the inclusion of some $200 million 

of CU'IP i n  rate base \\as authorized 

On September 12. 1984. APS filed an application Lvith the Commission requesting an 

order to implement \.arious proposed financings during 1984 and subsequent years with 

nhich to fund the construction of Pa10 Verde. among other things. The financings were 

approved by the Commission in Decision No. 54230. dated November 8, 1984. 

On December 18. 1985. APS filed an application for a rate increase (the "Palo Verde 2 

case"). During a three-month long hearing, the Palo Verde project was again re- 

examined from every conceivable angle by a number of witnesses. including Dr. Rosen. I 

cainot help but note the Commission's comments on his testimony in Decision NO. 

55931. dated April 1, 1988. I n  rejecting Dr. Rosen's proposed "economic excess 

c a p  i t> adj us t ni e nt . the C n i i i  m I ss i o n 5 t a ted : 

In 1982. Mr. Rosen testified before the FERC that a combination of conservation 
and a sell-off of Palo Verde 3 \\auld result in substantial net savings over the life 
of that Unit. but a sell-off of Palo Verde 2 Lvould result in a cumulative net loss of 
&out Si00 million b\ the >ear 2000.,.. Therefore. at that time Mr. Rosen 
recommended that *.\\ hile proceeding \\ it11 the b'isic conservation:Palo Verde 3 
sell-off plan. .\PS should continue to construct and retain its okknership share in 
units 1 and 3.  Hotkeler. continued consideration should be directed towards a 
possible sell-off ofat least p r t  ot  tinit 2." 

Fi\ e >ears later. in  this proceeding. Xlr. Rosen testified that APS should not have 
continued \\it11 I ; n i t  2. hut should ha\ e stopped construction or sold its ounership 
4ix-e i n  that [.'nit during the tirst-half' o f  108 1 .\ccording to Mr. Rosen. the 
cL; i t . b \ ion  mLil> si\ 112 mxic ii)r his Dc.ct.mht.r. 1082 tcstinion> before the E R C  

on l \  "prelimiiic?r> ". ,ind in  1OS2 lie \\as n o t  i n  a position to thoroughly 
e\ aluate the ccononiics of Palo \ 'mi? on the basis of the data available through 
! L ) 8 0  

S 
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APS presented extensive rebuttal evidence by a number of witnesses concerning 
hlr. Rosen‘s presentation. including his “retrospectiL-e regression analysis“. . . . Mr. 
Rosen‘s opinion is not sufficient support for a finding that construction of and 
retaining the okbnership interest in Palo Verde 2 mas imprudent.. . . 

Decision S o .  5593 1. pages 67-68. 

Q DOES THIS CONCLUDE YOUR REBlJTTAL TESTIMONY? 

A Yes it does. 
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"Wiesinger, Mark B(FO1097)" cMWIESING@apsc.com> 

"Wilkins, Darren, Puget"' 

"'Williams, Laurie, PNM"' 

"Williamson, Jon, MPE"' 

"'Winn, Bob, PNM"' <rwinn@mail.pnm.com>, 
'"Wyckoff, James, Futures WN"' <jwyckoff@fwn. corn> 

To: "Young, Randy A(R99191)" <RYOUNG05@apsc.com> 
Cc: "Hopkins, Sandra R(Z00645)" CSHOPKIOI @apsc.com>, 

"Dorris, Lori A(Z33078)" <LDORRIS@apsc.com>, 
"Hackney, Mark W(Z39911)" <MHACKNEY@apsc.com>, 
"Deise, Cary B(Z31865)" <CDEISE@apsc.com>, 
"Smith, Robert D(Z88799)" <RSMITH03@apsc.com> 

Subject: Hot Paths from AZPS Transmission Services 
Date: Wed, 25 Feb 1998 17:00:26 -0700 
Return-Receipt-To: cOASISADM@apsc.com> 

6 

<stebbjm@idcorp.com>, 

<DSTONEBE@apsc.com>, 
I 

~ "'Thomas, Jim, PNM"' cjthomas@mail.pnm.com>, 

To: "'Towner, Scott, FES"' <fes@gwis.com>, 

<btownsen@resdata.com>, 

To: "'Ward, Jack, VGE"' <jward@vitolge.com>, 

<RCWATSON@apsc.com>, 

<cawaps@dante.lbl.gov>, 

To: "'Wildes, Lisa, ECI"' <lawi@ngccorp.com>, 

cwilkinsda@puget.com>, 

cIwillia@mail.pnm.com>, 

cjonwilli@mpenergy.com>, 

AZPS TRANSMISSION SERVICES HAS SOME HOT PATHS AND SOME COOL DEALS TO 
LET YOU KNOW ABOUT! 

Need to go north? Try out Pinnacle Peak to Four Corners 345 line. If 
you don't need to start that far south, try the Cholla 345 to Four 
Comers 345. This entire path is loaded with available transmission 
capacity. I 

North - South or South - North, it doesn't matter on the 
NavajoMlestwing path. Both directions are wide open and ready to move 
your energy. 

Wanna reach the zonies? Just cruise on in to Phoenix on the North Gila 
to Palo Verde 500 line. We've got the room to move your megawatts. 

Printed for "Douglas C. Nelson" <dcn@netwm.net> 5 
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I \  

It's cold out there, let's go south! AZPS can take you from the Mead 
230 all the way to the Westwing 500 anytime. Sound expensive? Not with 
us, we discount until it hurts. 

All of these paths can be used for unbelievably low rates that start 
at $.QO/mwhr off-peak non-firm hourly and $1 .OO/mwhr on-peak non-firm 
hourly during the month of March, 1998. 

Daily rates for any of these destinations starting at just 
$16.00/mw-day during March, 1998. 

For more information on AZPS transmission offerings check out our 
website: http://www.azpsoasis.com/oasis/azps/defauIt.htm 

~ 

~ 

Printed for "Douglas C. Nelson" cdcn@netwrx.net> 6 
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TESTIMONY OF ENRIQUE A. LOPEZLIRA 

A. Introduction 

Q: 
A: 

the Office of the Attorney General. My office is at 1275 W. Washington St., Phoenix, Arizona 

85007. 

Q: Please briefly summarize your education and experience as an economist. 
A: For the past 3 and a half years, I have served in the capacity of economist with the 

Antitrust Unit of the Arizona Attorney General’s Office. In 1994, I worked as an economic and 

research analyst with the Research Division of the Arizona Department of Education. Prior to 

;hat, while in graduate school, I was a research analyst with Economic Analysis Corporation, an 

xonomics and financial consulting firm specializing in complex business litigation and regulatory 

natters. I received my Bachelors of Science degree from Arizona State University in 1993, and 

ny Masters of Science from A.S.U. 1996. Both degrees are in economics. I am currently an 

idjunct professor of economics at Phoenix College. 

Please state your name, occupation and business address. 

My name is Enrique A. Lopezlira. I am an economist employed by the Antitrust Unit of 

Q: 
generally, and specifically describe the work you have done on electric utility deregulation 

Lssues. 

4: 

:elecommunications, energy, and health care. I also advise Assistant Attorneys General on the 

:conomic effects of various trade practices and actions, such as horizontal and vertical restraints, 

ransfer pricing, procurement, and regulation. My other duties include preparing damage and 

mpact studies on antitrust cases and conducting economic research. 

Describe your responsibilities as an economist for the Attorney General’s office 

I am responsible for preparing market studies and price analyses of various industries, like 

I began studying deregulation, or restructuring, of electric utilities when it became evident 

hat Arizona was moving toward deregulation and restructuring of its monopoly electric utilities. I 

ittended a seminar on the subject in 1996, and began to assemble data and information about the 
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Arizona electric markets. I became a member of the Stranded Costs Working Group on January 

8, 1997, and participated with the Chief Counsel for the Antitrust Unit in the Legal Issues 

Working Group. I have read extensively Erom widely accepted publications on the effects of 

electric industry restructuring on various segments of the marketplace, and have reviewed the 

comments of the interested parties in the Stranded Costs and Legal issues working groups. I have 

also reviewed various published methodologies for valuation and payment of stranded costs, and 

have consulted with individuals in California, Pennsylvania and Virginia regarding their 

experience in electric utility restructuring. I have also read and analyzed the testimony of the 

affected utilities filed in this docket. I have analyzed this voluminous information in light of 

accepted principles of economics with respect to which method of valuation and calculation of 

stranded costs will be most efficient, rapid and fair within the context of Eree market principles. 

Q: 
A: 

methodologies for calculation and payment of stranded costs that are the most compatible with the 

ti-ee-market phlosophy of deregulation and that will remove potential barriers to rapid competition 

hat stranded costs could impose. 

What is the purpose of your current testimony? 

I have been asked to testify about the recommendations of my office with respect to the 

Q: 
A: YesIhave. 

Based on your study and analysis, have you come to some conclusions? 

B. Summary of Testimony 

Q: 
A: 
Yyhich stranded cost analysis can apply, to apply a free-market philosophy wherever possible, to 

lefine stranded costs for efficient calculation and to eliminate unnecessary regulation and 

3dministrative proceedings. Stranded costs should be calculated in every case using a market- 

Please summarize your conclusions for this record. 

The rules should be modified in a number of instances to clearly identify those markets to 
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value approach. As explained below, for investor-owned utilities this calculation should be done 

using a stock market value approach. The stranded costs should be collected from all users 

through a fixed, non-bypassable monthly charge (based on historic usage and not filture usage), 

and paid directly to investors through a stranded cost recovery h d  over five years. For non- 

investor owned utilities and cooperatives, stranded costs should be evaluated on an asset- 

divestiture (or bid-auction) basis and paid in the same way. 

C. Responses to the Commissions’s Nine (9) Stranded Cost Issues 

Q: 
Electric Competition Rules be modified regarding stranded costs, if so, how? 

A: Yes. R14-2-1601 should be amended to add definitions that distinguish the markets to be 

deregulated fiom those that will continue to be regulated, and relevant market definitions must be 

included in the rules. The rules need to clarify that, in the deregulated markets, antitrust law and not 

regulatory process governs. The rules should state that they do not afford an exemption fiom antitrust 

scrutiny of activities in the deregulated markets. 

Regarding the Commission’s Issue Number 1, (AG Priority number 2), should the 

R14-2-1601 should include a definition of “Product Market”, that recognizes that the product 

3r service line can be distinguished from other product or service lines in the same industry. 

The product market definition should identify the following distinct product and service lines: a) retail 

generation and services; b) wholesale generation and services c) transmission services; d) distribution 

services; and e) marketing and customer services, including demand management. A clear 

delineation of each of these product markets should easily enable the commission and the stakeholders 

to distinguish between assets and obligations that fall within the deregulated generation and retail 

services product markets and those that fall within other regulated markets. 

The Rules should state that no asset or obligation used or useful for producing a product other 

than the deregulated products should be considered as stranded. 

R14-2-1601 should also contain a definition of geographic market as an area in which a 

producing firm sells or could sell the identified product. The geographic market for generation 
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services is nationwide and the state of Arizona is a geographic sub-market. No smaller geographic 

sub-markets are necessary or desirable, specifically not smaller territories defined by regulation. The 

rules should specify that the relevant geographic market for generation and retail marketing services 

is statewide. The relevant geographic market for transmission and distribution are statewide. 

There is no competitive justification basis for dividing the State into smaller geographic 

markets, as the Rules’ CC&N procedure appears to continue to do. Therefore my office 

recommends that the rules be amended to eliminate the CC&N limitations before stranded costs are 

fixed, to eliminate hture market uncertainty that will affect values. This will aid in the calculation 

of stranded costs, because the market value of generation assets in a statewide geographic market is 

a truer reflection of the future value of the assets as an ongoing concern. 

Page40 ? 11 

Moreover, qualification to compete through application to the Commission should be in the 

form of a license, not a CC&N procedure, again to create market certainty at the outset of competition. 

This would facilitate ease of entry, and will M e r  efficiencies in the transition to cornpetition, which 

will support a faster determination of stranded costs and more finality to the risks and rewards of 

investing in the deregulated entities. 

A statewide geographic market definition for both generation and retail services resolves an 

anomaly in the rules. The rules currently do not regulate marketing companies. These companies, 

selling the retail generation services product, will operate in an unregulated environment, because low 

entry barriers allow substantial competition to occur. Absent amendment, the rules would allow 

companies to contact users and offer services, before knowing whether competitive generation could 

be available in a given geographic area. With the geographic market for both deregulated products 

defined as being statewide more meaningful stranded cost market evaluations of an entity can be 

made, based on a certainty that there are no regulatory limitations to the geographic markets in which 

the affected entities can compete. 

The market definitions should reduce stranded costs in that the value of companies as 

competitors in new markets could be immediately made, without the need to revisit the market value 

issues in the future. This has the added benefit of avoiding additional inefficiencies costs. These 

definitions will also enable affected utilities’ management to assess the desirability of restructuring 
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debt and renegotiating long-term obligations (and territorial market restrictions found in agreements) 

in the context of additional market opportunities available to them as competitors, rather than in the 

context of an uncertain partially-regulated environment. 

In Rule 14-2-1601(8), the definition of “stranded costs” should be amended to clarify that 

stranded costs only occur in product markets that have become or are to become competitive markets, 

and that assets used in producing generation and distribution products, that will continue to be 

regulated, are not stranded. This will provide clear limitations on the number and type of costs that 

can be asserted as stranded, and will reduce the need for costly administrative assessments. Since they 

are not dedicated to products to be sold in a competitive market, under any theory of recovery, assets 

dedicated to distribution and transmission of electricity are entitled to zero stranded costs. The rules 

should also specify that recovery of stranded costs must be limited to historic generation costs. Future 

costs are not stranded, as they are subject to recovery (or loss) in a competitive environment. 

R14-2-1607(A) should clarify the phrase “offering a wider scope of services for profit.” The 
rules should specifically prohibit affected utilities from mitigating stranded costs by using revenues 

from unregulated competitive non-core services. Such cross-subsidization creates inefficient 

distortions in both markets. Further, affected utilities currently have market power in the regulated 

geographic and product markets. Allowing cross-subsidization of non-core activities could promote 

abuse of market power through unfair access to users as a customer base, curtailing competition in 

other non-regulated markets. 

R14-2-1607@) is vague and implies that affected utilities deserve 100% recovery of 

unmitigated stranded costs, with no duty to economize. Full recovery of stranded costs implies that 

management had no influence on the firm’s investment decision, which cannot be true. All firms, 

whether regulated or not, are subject to bad investment decisions by management. Allowing 100% 

recovery of unmitigated stranded costs would shift 100% of this business risk fiom investors to 

ratepayers. Therefore, the Rule should be amended to provide that affected utilities should not be 

allowed to recover more than 70% of the unmitigated stranded costs. Allowing less than 100% 

recovery of stranded costs creates incentives for affected utilities to undertake mitigation efforts in 
order to survive in a competitive environment. 70% is a reasonable number based on the experience 
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of other states, which, after extensive investigation, have allowed 60% (New Hampshire), 67% 

(Illinois), 77% Pennsylvania, and 100% (Massachusetts), and is also compatible with private studies 

that have recommended between 60% and 80%. 

R14-2-1607(G) should require only one filing of the results of the market-value transactions 

used, before retail choice begins 
R14-2-16070 implies (1) a “wires” charge is an acceptable recovery mechanism for 

unmitigated stranded costs; (2) that unmitigated stranded costs should only be recovered fiom 

customers who leave the affected utilities’ systems or alternatively, who remain in the affected 

utilities’ systems but reduce their energy consumption; (3) that the recovery mechanism for 

unmitigated stranded costs will be different for each affected utility; and (4) that recovery of 

unmitigated stranded costs will continue indefinitely. A “wires” charge is not an acceptable recovery 

mechanism, because it affects future energy consumption, and does not fairly allocate the burden of 

stranded generation costs between those users who have consumed little electricity and those who 

have consumed much more. Unmitigated stranded costs must be recovered from all users regardless 

of which generator, broker or retailer, they choose in a competitive environment, as well as 

independent of future energy consumption. And, the recovery mechanism should be the same for all 

affected utilities. The Rule should make this clear. 

R14-2-1607(K) is not necessary if a market value approach for calculating unmitigated 

stranded costs is used. 

R14-2-1607(L) is not necessary if a market value approach for calculating unmitigated 

stranded costs is used. 

The Rules should specifically prohibit cross-subsidization, for the reasons already stated. This 

cross-subsidization prohibition would end when competition is fully established. 

The rules should specifically require that affected utilities afford “open access” to their 

regulated transmission and distribution systems in accordance with FERC rules. If competition is 

expanded for the generation and retail services sectors of the industry, while transmission and 

distribution remain regulated, vertically integrated providers have incentives to favor their own 

generators and retailers with better access. Vertically integrated entities “own” the ability to transmit 
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and distribute efficiently at regulated rates, while everyone else could face delays, interruptions, or 

greater power losses in the transmission and distribution services which are essential facilities in a 

competitive generation and marketing environment. Many antitrust concerns arise fiom the (forward 

or backward) vertical integration of a utility which bottlenecks an essential facility. Open access rules 

would remove this potentially anticompetitive barrier to entry and prevent the abuse of transmission 

or distribution market power. This issue is highly relevant to stranded costs because it allows rapid 

evaluation of f m s  who will not be able to misuse distribution market power to their competitive 

advantage in the deregulated product markets. 

For the same reasons, the rules should prohibit collusive under sizing. While antitrust 

enforcement may prevent collusive under sizing of transmission and distribution capacity and FERC 

under EPAct has the regulatory authority to order expansion of the transmission grid, the policy of 

facilitating competition inherent in the Rules should expressly recognize and prohibit this positioning 

in order to prevent anticompetitive limitations. The Rules’ defining the impermissible use of 

regulated products create additional market certainty for investors valuing “stranded” assets in a 

competitive marketplace. 

Q. 
required to make a “stranded cost” filing pursuant to A.A.C. R14-2-1607? 

A: After the rules under which restructuring will occur are established, and prior to introducing 

retail customer choice, so users can know what they may have to pay for stranded costs. This advance 

calculation creates certainty in the market both for users who are asked to choose between existing 

providers rates-plus-stranded costs, and new providers’ offers. Based on the experience in 

Pennsylvania, where a competitor offered to pay stranded costs and reduce rates further than the 

settlement on stranded costs offered by an affected utility, we believe that competitors will want to 

reduce rates to more-than-offset the stranded costs to be paid by users, and that the market will 

therefore drive rates to their lowest competitive levels. 

With respect to ACC Issue no. 2, (AG Priority 9), when should “Affected Utilities” be 

Q: With respect to ACC Issue no 3, (AG Priority 6), what costs should be included as part 
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of “stranded costs” and how should those costs be calculated? 

A: The calculation of stranded costs and the mechanism used to recover these costs, if improperly 

done, can lead to a significant barrier to entry into the market. Such a barrier can discourage 

investment, reduce the number of competitors, and lead both to an under-supply of low cost power 

and an increase in the probability of market concentration and monopoly pricing. Proper identification 

of competitive product markets is key in identifjmg possible anticompetitive impacts &om stranded 

costs awards. 

As to the recommended calculation methodology and assumptions made including any 

determination of the market clearing price, we concluded that, as to investor-owned utilities, stranded 

costs are losses imposed on stockholders for unanticipated losses caused by regulatory requirements. 

Therefore, we believe that the shareholders should have a claim for payment against the stranded 

recovery fund, into which stranded costs are paid. 

The market value of stranded costs should be calculated using a true market mechanism, and 

the most economically sensitive measure of the actual loss. For investor owned utilities, the value 

should be the difference between the book value of the company before deregulation, and the value 

of their stock holdings after. Because speculation about how much stranded costs will be recovered 

will influence the stock price, the utility will have to split its stock. That is, each investor will receive 

one share of A stock and one share of B stock for every original share she owns at the time of the split. 

The A stock gives the investor the usual rights and benefits of a shareholder. The B shares give their 

holders sole claim against stranded costs recovered by the utility. A short time after the stock split 

or the implementation of competition begins (whichever is later), the stranded costs for the company 

are calculated as the difference between the net book value of company before deregulation, and the 

average of the market value of A stock over a fixed period after the split. The net book value is the 

regulatory value of the utility. If the net book value is greater than the stock value, the investors will 

receive payment. The payment should be less than 100% of the difference, to build in a management 

incentive to keep interim costs and obligations competitive. Stranded costs should be paid over no 

more than 5 years, into a stranded cost recovery fbnd administered by the corporation commission. 

Investors’s claims will be paid be paid at the end of 5 years. The coupons will not affect the investor- 
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owned utilities’ principal stock value, but will affect the coupon trade. 

As to non-investor owned affected utilities, we believe that stranded costs should be assessed 

through an alternative market-based method like auction or divestiture. As to SRP, should it become 

relevant, the stranded value of the privatized water subsidy should be a market-based mechanism 

similar to stock value, such a would be the case if the subsidy were placed in a privatized, spun-off 

entity trading in water subsidy future value. 

Because the amount paid for the assets is a management risk, only prudent assets can be 

considered as relevant to stranded costs. Only historic generation assets and obligations should be 

considered for inclusion in stranded cost calculations . Of these assets and obligations, only those that 

regulators required, not those that management elected to acquire or create, should be considered 

stranded. Assets and obligations involved in producing products that will continue to be regulated are 

not stranded. Assets dedicated to distribution and transmission of electricity are entitled to zero 

stranded costs. 

Q: With respect to ACC issue no. 4, (AG Priority 4), should there be a limitation on the time 

frame over which “stranded costs” are calculated? 

A: This question is irrelevant if the calculation method is a market value approach, because the 

stranded cost calculation would consider only the pre-competition and post-competition market 

values. 

Q: With respect to ACC 5, (AG Priority 5), should there be a limitation on the recovery time 

frame for “stranded costs”? 

A: Yes, stranded cost should be paid over no more than 5 years. A long recovery period prolongs the 

transition to full retail competition, and the period of market uncertainty created by stranded cost 

recovery. A five year period offers utilities a reasonable amount of time to recover their stranded 

costs, and allows full competition to commence sooner rather than later. 

Q: With respect to ACC issue no. 6, (AG Priority l), how and who should pay for “stranded 
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costs” and who, if anyone, should be excluded from paying for stranded costs? 

A: Stranded losses are sunk costs. In a fiee market environment, historical sunk costs should not 

drive future economic decisions. Users, not potential suppliers, should pay the stranded costs. The 

payment should not be a “wires” charge, but a “meters” charge, based on historical usage up to the 

time of the calculation of stranded costs. The historical period should be fiom the beginning of 1996 

to the end of 1997. During this period, it was common knowledge that deregulation was coming, but 

unknown how stranded costs would be paid. During this period, therefore, users did not change 

consumption patterns based on the he possibility of paying sunk costs. Either approach is fair to all 

classes of users, whose contribution is directly based on the benefit of regulated generation they 

received. New competitor-suppliers should not be charged for stranded costs, because to do so would 

xeate unnecessary barriers to entry for smaller would-be suppliers. It is anticipated that some 

suppliers may wish to pay the stranded cost obligations of consumers as a marketing strategy. 

Q: 
and, if so, how would it operate? 

A: One of the major inefficiencies in an 

zdministrative-dependent method for calculating stranded costs is that it requires periodic true-up 

xoceedings. The costs of these proceedings will be born by existing ratepayers, and under some 

nethodologies would become a part of stranded costs. Abuse of regulatory proceedings has, in other 

jeregulated industries, become a barrier to new entity. With the one-time valuation methodologies we 

x-opose, the true-up is performed by the marketplace. There is no need for subsequent true-up 

xoceedings which create uncertainty in the market, and would create new regulatory burdens on the 

leregulated market players. 

With respect to ACC issue no. 7, (AG Priority 8), should there be a true-up mechanism 

No. The only true-up is the market value. 

Q: With respect to ACC issue no. 8, (AG Priority 3), should there be price caps or a rate 
keeze imposed as part of the development of a stranded cost recovery program and if so, how 

ihould it be calculated? 

4: No. Rate caps are regulatory and can have the effect of creating a floor for future prices. Rate 
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stability is not in the public interest if those rates create a barrier to competition. Governmental rate 

manipulation is contradictory to the express objective of deregulation. 

Q: 
“mitigation” of stranded costs? 

A: If the methodology proposed by my office is employed, mitigation is not an issue; the market 

will decide what costs or obligations add and subtract f?om the value of the firm. If another method 

is employed, then mitigation requires that assets and obligations acquired did not create r i sky  excess 

capacity or be based upon erroneous forecasts. And, asset and obligation decisions made after 1994 

were made in anticipation of deregulation in the short term, and require a greater demonstration of 

economizing. As stated above, revenues from non-core businesses of the affected utilities should 

not be used to mitigate stranded costs, so as to prevent abuse of market power and injury to 

competition in non-core markets. 

With respect to ACC issue no 9, (AG Priority 7), what factors should be considered for 

Q: Do you have an opinion regarding the implications of the Statement of Financial 
Accounting Standards No. 71 resulting from the recommended stranded cost calculation and 

recovery methodology? 

A: 

regulatory or legal burdens under which the firms must operate. 

No. The market will be able to ascertain the value of a firm withm the context of whatever 
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1 ATTORNEY GENERAL’S PREFILED 
1 TESTIMONY AND REBUTTAL TESTIMONY 

The Electric Competition Rules should be modified regarding stranded costs in a number of 

instances to: 
B Identify the markets to which stranded cost analysis can apply 

Apply a free-market philosophy wherever possible 

Better define stranded costs for efficient calculation and to 

Eliminate unnecessary regulation and administrative proceedings 

D 

D 

B 

B Eliminate CC&N market limitations 

4ffected Utilities” should not be required to make a “stranded cost” filing pursuant to 

4.A.C. R14-2-1607 because: 
B The market-determined number will be quicker and more accurate 

Only the market can identify those assets that will gain value under competition B 

Stranded costs should be calculated quickly after the rules become certain because: 

B Market certainty will generate rapid competition to benefit users 

Less burden on taxpayers and ratepayers of continued regulatory proceedings B 

1 

EXHIBIT A.G. 2 
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Stranded costs should be calculated in every case using a market-value approach 

because: 

a The market is more likely to result in zero stranded costs 

The market price is the true measure of what has, in fact, become uneconomic 

Stranded costs will be calculated quicker and more accurately 

a 

a 

For investor-owned utilities this calculation should be done using a split-stock market 

value approach, and for non-investor owned utilities and cooperatives, stranded costs 

should be evaluated on an asset-divestiture (or bid-auction) basis because: 
a It is the fastest and most accurate way 

It will not undervalue assets a 

0 Value will be established by those with a financial stake in the outcome 

a Investors are protected &om future uncertainty 

Ratepayers and taxpayers are protected from future uncertainty and error a 

a Faster competition will occur 

The administrative calculation method proposed is not the best choice because: 

a 

a It is continued regulation 

a 

a It promotes inefficiency 

a It continues market uncertainty 

It will take too long 

It is too costly putting unnecessary burdens on taxpayers and ratepayers 

Net Loss Revenue is a poor choice of calculation methodologies because: 

a 

a It is too uncertain 

It fails to account for management error 

a It is bound to contain errors 

It will undervalue some assets a 

2 
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a It is more likely to overestimate stranded costs 

a It requires costly administrative true-ups 

The only relevant time frame for calculating market values is at the time the rules become 

certain. 

Stranded costs should be paid over no more than five (5) years because: 

a A longer period creates additional market uncertainty 

All historic users should pay pro-rata for stranded costs because: 

a Historic users received any benefit of regulation 

Larger users should pay more than smaller users 

Burdening new competition with stranded costs is a barrier to competition 

Competitive retail rates should offset any increase due to stranded costs 

a 

a 

a 

Stranded costs should be collected from all users through a fixed, non-bypassable 

monthly charge because: 

a Wires, access and exit charges are an unnecessary impediment to competition 

e A monthly charge is fairer and more efficient 

a a stranded cost recovery fund is simple to administer 

True-up proceedings are unnecessary and too costly a 

There should be no price caps or rate freeze imposed as part of the development of a 

stranded cost recovery program because: 

3 
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21 

2; 

2: 

21 

2: 

2f 

2: 

2t 

I Rate caps deny the benefit of lower competitive rates 

Rate caps are completely regulatory 

Rate caps allow inefficiencies to continue 

Rate caps will become a floor for future rate cap increase petitions 

1 

b 

I 

f ie  only factor that should be considered for “mitigation” of stranded costs is: 

less than 100% recovery to reflect investor risk 

0 less than 100% recovery to induce eEciencies in the phase-in period 

4 
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REBUTTAL TESTIMONY OF EMUQUE A. LOPEZLIRA 

Various parties, in addition to the Affected Utilities, have filed testimony endorsing the 

“net loss revenues” method of calculating stranded costs. For the following reasons, a net loss 

revenues approach is the poorest of the options available to the Commission for calculating 

stranded costs. 

The net loss revenues method as proposed by the majority of the Mfected Utilities 

(“utilities”) calculates stranded costs as the difference in the revenues received under competition, 

and the revenues utilities would receive if regulation were to continue. The net loss revenues 

method is an “administrative approach” for calculating stranded costs because the Arizona 

Corporation Commission’s staff (“Staff ’) would be required to calculate the amount of stranded 

costs to be recovered. Thus, this approach would require staff to forecast what the utilities’ costs 

and the price and demand of electricity will be in a fbture competitive environment. Most 

advocates of the method propose that the affected utilities file estimates, which the Staff would 

then examine. A hearing would be required to ascertain the initial net loss in revenues for a 

period in time, and would require periodic true-up hearings necessary. The approach involves the 

Commission in continued regulation of a deregulated product market. Monitoring the effect of 

competition through some time in the future is not deregulation. Moreover, the method places an 

unnecessary burden on users, as cost of these laborious proceedings would be born by existing 

customers and taxpayers. 

The most obvious problem with the net loss revenues method is that it requires predictions 

about future events made by individuals who have not operated in a competitive environment, and 

will not experience the direct economic consequence of their determination. Market value 

decisions are best made by market investors or buyers who better understand markets and evaluate 

risks. No matter how well thought out the administrative predictions will be, they are still likely to 

be inaccurate. Forecast errors will require periodic true-ups to replace old inaccurate estimates 

with new inaccurate estimates. Also, the time-consuming and contentious nature of these true-up 

proceedings makes them very costly. 

Another problem with the net loss revenues approach is that it erroneously assumes that 
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because the competitive market price may be lower than the rate set under regulation, the 

underlying assets are “uneconomic” in all markets, across all industries. The falsity of this 

assumption is proven by recent sales of formerly regulated assets in other parts of the country, like 

California and New England, where they were sold at prices way above book value. There is no 

administrative methodology that can generate an order saying that a utilities assets under 

competition are three or four times more valuable than their book value and, therefore, an 
administrative evaluation is less likely to lead to zero stranded costs. Only a market can reflect 

real-world enhanced values, and this has happened in other instances in other states applying a 

market approach. 

The stock market-value approach for calculating stranded costs would solve all the 

problems with the net loss revenue approach. It is simple, because it does not get bogged down in 

accounting rules and definitions. It is quick, because it saves on the time and money involved in 

true-up hearings and other administrative proceedings. It provides a “net” measure of stranded 

costs because it automatically offsets undervalued assets, such as the value of opening up new 

generation markets to other affected utilities, against overvalued stranded assets. It is 

economically efficient, because its speed and simplicity reduce the uncertainty for consumers, 

competitors and investors. And, it is fair both to shareholders because it compensates them 

directly, and residential users because it saves them fiom being burdened by paying for only truly 

uneconomic assets, if any. 

The net loss revenues approach is merely a mechanism for arriving at a market value of 

those assets which are made uneconomic, not by management error, but by the shift to 

competition. It is a poor substitute for a true market measure, which can be achieved more quickly 

and with greater certainty and enhanced benefit to all classes of users. 
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