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INTRODUCTION

STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Gretchen McClain. My business address is La Capra Associates, 333
Washington Street, Boston, MA 02108.

PLEASE DESCRIBE YOUR FIRM.

La Capra Associates (LCA) was formed in 1980. Our focus has traditionally been on
issues relating to the energy industry, including but not limited to: cost of service and rate
design, stranded cost estimation, market price forecasting, rate unbundling and general
restructuring issues, customer shopping analyses, procurement of power for large
customers, as well as market analysis and some purchasing of power for small utilities.
LCA has also developed and conducted the Boston Taxi Medallion Auction.

PLEASE DESCRIBE YOUR BACKGROUND AND QUALIFICATIONS.

[ am a Senior Consultant at La Capra Associates where I have been employed for one and
a half years. Prior to joining LCA, I was employed at the Tellus Institute in their Energy
Gfoup for eight years.

HAVE YOU PREVIOUSLY TESTIFIED ON PUBLIC UTILITY CODES OF
CONDUCT, COST OF SERVICE, COST ALLOCATION AND RATEMAKING
ISSUES? |

Yes. | have testified before the Delaware Public Service Commission on the issues of
Delmarva Power & Light’s Proposed Code of Conduct and Cost Accounting Manual. [
have also testified before the Pennsylvania Public Utility Commission, the Colorado
Public Utility Commission, and the Rhode Island Public Utilities Commission. My full

resume is provided as Exhibit 1 to this testimony.
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WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

My testimony will address the Arizona Public Service’s (APS or the Company) proposed
Code of Conduct in this proceeding.

PLEASE SUMMARIZE YOUR RECOMMENDATION WITH RESPECT TO THE
COMPANY’S PROPOSED CODE OF CONDUCT.

I recommend that the Commission reject APS’ proposed Code of Conduct as it does not
meet the criteria for an Arizona Code of Conduct outlined in the Arizona Electric
Competition Rules. Furthermore, I recommend that the Commission require APS to
adopt the Staff’s Proposed Code of Conduct, which meets the requirements of the
Arizona Rules. (Exhibit 2 to this testimony).

HAVE YOU PREPARED ANY EXHIBITS TO ACCOMPANY YOUR TESTIMONY?
Yes. In addition to Exhibit 1 and 2, discussed above, I have attached as Exhibit 3 to this
testimony a copy of APS’ submitted Code of Conduct.

PLEASE EXPLAIN HOW YOUR TESTIMONY IS ORGANIZED.

Initially, I will describe Arizona Public Service Company’s proposed Code of Conduct.
Next [ will summarize the Arizona Electric Competition Rules as they pertain to the
requirements for Arizona Utility Codes of Conduct, as outlined in R14-2-1616.
Following this, I will review APS’ proposed Code of Conduct in light of the Arizona

Rules. Finally, I will present Staff’s proposed Code of Conduct and detail the benefits of

this Code of Conduct.
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A.

ARIZONA PUBLIC SERVICE COMPANY’S

PROPOSED CODE OF CONDUCT

WHAT ARE APS’ STATED GOALS FOR ITS PROPOSED CODE OF CONDUCT?
APS states that:
“APS is committed to establishing standards of conduct that will produce
confidence in the integrity of the competitive retail electric market and that
will be consistent with the requirements of the Electric Competition
Rules.”
DOES APS’ PROPOSED CODE OF CONDUCT ACCOMPLISH THOSE TWO
GOALS?
No, 1t does not. APS’ Code of Conduct requires more structure and specificity so that it
will not hinder competition in the retail electric market and so that it will comply with the
Arizona Electric Competition Rules (the Rules). The remainder of this testimony will
focus on what would be required in a Code of Conduct to ensure that those goals would
be met.
HOW WILL THIS SECTION OF YOUR TESTIMONY BE STRUCTURED?
This section will focus on providing a brief overview of APS’ proposed Code of Conduct.
In subsequent sections, I provide a discussion of the conflict between the proposed Code
of Conduct and the goals of promoting competition in the retail electric market and

satisfving the Rules.

L
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PLEASE DESCRIBE ARIZONA PUBLIC SERVICE COMPANY’'S PROPOSED
CODE OF CONDUCT.

Arizona Public Service Company submitted a Code of Conduct (COC or Code) for
Approval on October 28, 1999 pursuant to the Opinion and Order, Decision No. 61973.

APS’ Code of Conduct is comprised of seven sections. A‘copy of APS’ submitted Code
1s attached as Exhibit 3.

PLEASE PROVIDE AN OUTLINE OF THESE SEVEN SECTIONS.

The Code can be summarized as follows:

Definitions

e General
« Financial
o Separation of Functions
e Access to Information
« Transactions with Affiliates
o Dissemination, Education, and Compliance
PLEASE DESCRIBE THE MATERIAL PRESENTED IN THE DEFINITIONS
SECTION OF APS’ CODE.
Section 1 describes the terms which APS will use in the Code.
PLEASE DESCRIBE THE GENERAL SECTION.
This section states that all employees and authorized agents of APS are required to

comply with the Code. It also states that failure to comply may result in unspecified

disciplinary actions.
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PLLEASE DESCRIBE THE FINANCIAL SECTION OF APS’ CODE.

This section states, without definition or specifics, that APS will not engage in cross-
subsidization of its Affiliate, and that the costs and revenues of the competitive and
noncompetitive activities of the Company will be segregated. Further, this section states
that APS will maintain separate books and records for its Affiliates and the Distribution
Company.

PLEASE DESCRIBE THE SEPARATION OF FUNCTIONS SECTION OF APS’
CODE.

This section is comprised of three subsections. The first subsection describes how the
competitive and the noncompetitive sectors of the Utility will be operationally separate.
The second subsection describes how tariffs will be administered. The third subsection
describes the boundaries of behavior for APS with respect to promoting, selling, and
advertising its competitive services.

PLEASE DESCRIBE THE ACCESS TO INFORMATION SECTION OF APS’ CODE.
This section states that the Company will not distribute non-public customer information
to an Affiliate or other business entity without the consent of the customer. In addition, it
states that system information will be provided on a non-discriminatory basis to both
Affiliates and non-Affiliates.

PLEASE DESCRIBE THE TRANSACTIONS WITH AFFILIATES SECTION OF APS’
CODE.

In this section, APS outlines how transactions between APS and its Affiliates would be

managed. Information provided in this section includes: a statement regarding the
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appropriate accounting for these transactions. rules for governing the prices to be paid for
Goods and Services purchased by or from Affiliates, and the potential development of
policies and procedures to govern the accounting for such transactions.

PLEASE DESCRIBE THE DISSEMINATION, EDUCATION, AND COMPLIANCE
SECTION OF APS’ CODE.

This section describes how the Code will be distributed to APS employees and agents,
and how employees will be trained on the provisions of the Code. In addition, this
section outlines the potential disciplinary actions which could result from an employee’s

violation of the Code.

AFTER REVIEWING APS’ PROPOSED CODE DID YOU FIND THAT THE CODE
WOULD CREATE A LEVEL PLAYING FIELD FOR ALL PARTICIPANTS IN
RETAIL ELECTRIC COMPETITION IN ARIZONA?

No, I did not. As written, APS’ Code could provide the Company a competitive

advantage over third party competitors.

WHICH SECTIONS OF APS’ CODE COULD BE REDESIGNED TO BETTER
ENSURE THE INTEGRITY OF THE RETAIL ELECTRIC GENERATION MARKET?
Of the seven sections discussed above, the following sections are of serious concern, and
will be the primary focus of my testimony:

o Section 3: Financial,

« Section 4: Separation of Functions, and

o Section 6: Transactions with Affiliates.
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IN ADDITION, DO YOU FIND APS® CODE TO BE A SATISFACTORY TOOL TO
PREVENT THE POTENTIAL CROSS-SUBSIDIZATION OF THE AFFILIATE BY
THE DISTRIBUTION UTILITY RATE PAYERS?

No, I do not. Although the Code states that APS’ intent is to not engage in cross-
subsidization of its Affiliates by its regulated ratepayers, it does not establish substantive
procedures to ensure that this does not occur. Without more substantive and specific
procedures, APS may claim that anti-competitive actions are in compliance with the
Code, and other entities may claim that appropriate behavior is not in compliance with
the Code. The lack of specificity denies all parties a meaningful tool to oversee APS’
actions with respect to its competitive activities. I will elaborate on the lack of protection

for ratepayers and other retail electric service providers in the next section of my

testimony.
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SUMMARY OF ARIZONA RULES

RELATING TO CODES OF CONDUCT

PLEASE DESCRIBE THE CONTENTS OF ACC R14-2-1616.

CC R14-2-1616 consists of two subsections. Subsection A states affected to file a Code

of Conduct for approval within 90 days of the Rules going into effect “to prevent anti-

competitive activities.”

According to R14-2-1616 Subsection B, APS’ Code of Conduct must include the

following:

1)

2)

3)

4)

Appropriate procedures to prevent cross-subsidization between the Utility
Distribution Company and any Competitive Affiliates from occurring (Emphasis
added);

Appropriate procedures to ensure that the Utility Distribution Company’s
Competitive Affiliate does not have exclusive access to confidential customer
information (Emphasis added);

Guidelines to limit the joint employment of personnel by both the Utility
Distribution Company and its Competitive Affiliate;

Appropriate guidelines governing the use of the Company’s name or logo by its

Competitive Affiliate;
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5)  Appropriate procedures to ensure that other market participants are not unfairly
disadvantaged due to preferential treatment of the Utility Distribution Company to
its own Affiliate (Emphasis added);

6)  Appropriate procedures to govern transactions between a Utility Distribution
Company and its Competitive Affiliate (Emphasis added);

7)  Appropriate policies to eliminate joint advertising, joint marketing, or joint sales by
a Utility Distribution Company and its Competitive Affiliate;

8)  Appropriate policies to ensure that there is no representation that customers will
receive better service as a result of the affiliation; and

9)  Complaints concerning violations of the Code should be handled under the
procedures established in R14-2-212.

DOES APS’ CODE OF CONDUCT SATISFY THE REQUIREMENTS OUTLINED IN

R14-2-1616?

No, it does not.

ARE THERE ANY REQUIREMENTS WHERE APS’ PROPOSED CODE IS

SATISFACTORY?

Yes. The Code satisfies requirements 2, 4, 6 and 8, but demands substantive improvement

with respect to all other requirements listed in R14-2-1616, subsection B in order to

comply with the Rules.

WOULD YOU PLEASE EXPLAIN HOW APS’ SUBMITTED CODE FALLS SHORT

OF THE FIRST REQUIREMENT OF R14-2-1616 SUBSECTION B?
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Yes. Requirement 1 mandates that appropriate procedures be followed in order to ensure
that cross-subsidization is not occurring. The Company’s COC only states the
Company’s intention that it will not cross-subsidize its Affiliate with its regulated
distribution utility business (APS COC Section 3.), but does not offer specific accounting
procedures which would allow the Commission to verify that cross-subsidization is not
occurring. This creates problems for both Distribution Utility ratepayers, third party
competitive electric retail suppliers, and APS. Ratepayers cannot be certain that they are
not paying higher than necessary rates due to cross-subsidization of the Affiliate, third
party competitors cannot easily identify Code violations, and APS would be perpetually
at risk of being challenged for Code violations.

WHAT DO YOU RECOMMEND APS’ PROPOSED CODE BE MODIFIED TO

REMEDY THIS PROBLEM?

[ recommend that the Company be required to develop a Cost Accounting Manual
(CAM) which will identify how all transactions should be recorded on the Company’s
books. In addition to the CAM, APS should be required to submit annual reports
indicating how the cost allocation procedures/percentages described in the CAM will be
modified for use in the proceeding year, and what the annual cost allocations are to the
Distribution utility and each of APS’ competitive activities. This way the Commission
has an ongoing record of the way in which cost accounting is conducted at APS and can

regulate how these transactions change over time to evaluate if these changes occur in a

reasonable way.

10




o

10

11

12

13

14

I5

16

17

18

20

Q.

A.

IS THE REQUEST TO DEVELOP A CAM CONSISTENT WITH APS’ CODE
SECTION 6.4: POLICIES AND PROCEDURES?
Yes. In Section 6.4 of APS’ Code it states:

“Policies and Procedures. APS shall maintain, or cause to be maintained,

written policies and procedures regarding the accounting and segregation

of costs as between APS and an Affiliate, which policies and procedures

shall be made available to the Commission on request.”
WHYMIS THE DEVELOPMENT OF A CAM IMPORTANT FOR APS FROM A
BUSINESS PERSPECTIVE AS WELL AS TO ITS RATEPAYERS AND TO THIRD
PARTY ENERGY SERVICE PROVIDERS?
Without clearly identified accounting rules and procedures, APS would be open to
accusations that it was cross-subsidizing its competitive activities with its Utility
Distribution services. This could lead to numerous proceedings before the Arizona
Corporation Commission, requiring the time and effort of all parties unnecessarily.
Clearly defined accounting procedures, maintained in a CAM, provide a benchmark for
the Commission to use in determining whether or not cross-subsidization is occurring.
Thus. the Commission would be in a position to actually enforce the Code, and the
Company would be protected from frivolous accusations.
PLEASE EXPLAIN WHY APS’ PROPOSED CODE VIOLATES THE THIRD

REQUIREMENT OF THE RULES OUTLINED IN R14-2-1616?
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A.

Requirement 3 mandates that the Company provide appropriate guidelines to limit the
sharing of personnel between the Utility Distribution Company and its competitive

affiliate. APS states in Subsection 4.1.2:

APS shall not use shared corporate support functions as a means to
transfer confidential customer information or create significant
opportunities for cross-subsidization of its competitive electric affiliates.
Except as permitted by this Code of Conduct, APS will not jointly employ
the same employees as its Affiliates. However, to provide for joint
corporate oversight, governance, and support, this provision shall not
prevent APS and any Affiliate from having common Directors and
Officers. An Affiliate may also contract for services from APS as long as
a written service agreement is executed and the charges for such services

comply with Section 6 of this Code of Conduct. (Emphasis added).

This Subsection essentially gives the Company the right to bypass the prohibition on joint
employment by utilizing “written service agreements” to contract for an employee’s
services. On an even more basic level, as the interests of the Distribution Utility and
APS’ competitive activities may differ, sharing Officers and Directors could lead to
decisions being made for the Distribution Company with the express purpose of

benefiting a competitive activity, that may not be in the best interest of the Distribution
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Company. This type of employee sharing clearly creates an unacceptable conflict of
interest.

WHAT EMPLOYEE SHARING GUIDELINES DO YOU THINK WOULD BE
APPROPRIATE TO ENSURE THAT THE INTERESTS OF RATEPAYERS AND
NON-AFFILIATE COMPETITIVE ELECTRIC SERVICE PROVIDERS ARE
MAINTAINED?

I recommend that the utility be prevented from sharing employees at any level of the
Company. In particular, the Company should not be allowed to share Directors or
Officers since the goals of the two business entities may not be aligned.

PLEASE EXPLAIN HOW REQUIREMENT 5) HAS NOT BEEN ADEQUATELY
ADDRESSED IN APS’ CODE?

Requirement 5) states that the utility must adopt procedures to ensure that the “Utility
Distribution Company does not give its competitive affiliate any preferential treatment
such that other market participants are unfairly disadvantaged or discriminated against.”
(Emphasis added). The accounting procedures and the employee sharing proposals that
were set forth in APS’ Code do not offer this protection. In addition, with respect to the
daily operations of the Distribution Utility, the proposed Code offers inadequate guidance
to APS employees. Employees may come into contact with customers and may have
opportunities to discuss the competitive offerings of the Affiliate. In these instances, the
employee should be required to notify the customer that such services are also available
from other energy service providers. Customers should be informed as to where they can

receive a list of alternative service providers at that time. In short., more specific

13
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accounting procedures and procedures for employee/customer interactions should be

provided.

PLEASE DESCRIBE THE CODE’S SHORTCOMINGS WITH RESPECT TO
REQUIREMENT 7.

Requirement 7 maintains that appropriate procedures governing transactions between the
Distribution Company and its Affiliate will be developed. While APS’ Code does address
the Purchase and Sale of Goods and Services between APS and its Affiliate, it remains
silent on other important types of transactions. For instance, it remains silent on the issue
of the transfer of assets between APS and its competitive Affiliate. In addition, the Code
does not address the joint procurement of goods and services and the joint use of physical
assets, such as storage facilities, computer systems, or office space. All of these issues
must be clearly defined in order to create a Code which truly acts as a tool to prevent
cross-subsidization and to promote a level playing field for competition in Arizona.
FINALLY, WILL YOU ADDRESS HOW APS’ CODE FAILS TO SATISFY
REQUIREMENT 9) OF R14-2-1616?

This requirement, which mandates that complaints be handled in accordance with the
process outlined in R14-2-212, was simply omitted from APS’ Code. In order to make
the Code a useful document. there must be a defined procedure by which complainants
can challenge APS if they feel APS has violated its Code. Requirement 9) simply seeks
to provide the mechanism to do this in ensuring that all complaints will be processed

under the procedures set forth in R14-2-212.
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GIVEN THAT APS' PROPOSED CODE FAILS TO MEET ALL OF THE
REQUIREMENTS OF SUBSECTION B OF R14-2-1616, DO YOU RECOMMEND
THAT THE COMMISSION APPROVE APS’ CODE OF CONDUCT?

No, I do hot. As written, the Code would not be effectively enforceable and would not
provide the level playing field that the Rules sought the Code to provide. In the
following section I describe Staff’s proposed Code of Conduct, which does meet the
requirements of R14-2-1616, and which would offer all parties more substantive grounds
to evaluate the actual performance of the Company in maintaining appropriate cost
relationships between the Distribution Company and its competitive Affiliate. It would
be my recommendation that the Commission consider adopting Staff’s proposed Code of

Conduct. The reasons for this recommendation are fully detailed in the next section of

my testimony.
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STAFF’S PROPOSED CODE OF CONDUCT

IN THE PREVIOUS SECTION OF YOUR TESTIMONY YOU CRITIQUE THE
COMPANY’S CODE AND CONCLUDE THAT IT DOES NOT MEET THE
REQUIREMENTS OF THE ARIZONA RULES. WHY HAS STAFF PROPOSED AN
ALTERNATIVE TO APS’ PROPOSED CODE?

A simple evaluation of APS’ Code of Conduct would not have provided the Commission

with concrete examples of the type of language and provisions which would satisfy the

Arizona Rules. Given the pace of the proceeding and the specificity of the comments,

providing an alternative Code was the most expedient means to elucidate the comments
laid out in this testimony. The Staff’s proposed Code is provided in ACC Exhibit (GM-
3).
PLEASE DESCRIBE THE ALTERNATIVE CODE YOU ARE SUPPORTING IN
YOUR TESTIMONY.
The Staff’s proposed Code is comprised of sixteen sections. For the most part, language
which was appropriate and useful in APS’ proposed Code was incorporated into the
Staff’s proposed Code. In order to facilitate an organized presentation of Staff’s
proposed Code, those sections which are largely consistent with similar sections of APS’
proposed Code will not be addressed. A complete list of the Staff’s proposed Code
sections is as follows:

I.  Definitions

II.  Applicability of the Code of Conduct

[II.  Treatment of Similarly Situated Persons

16
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[V.  Use of Confidential Customer Information
V.  Use of the Bill and Promotions Within the Bill Envelope
VI.  Customer Telephone Calls
VII.  Prohibition on Suggestion of Utility Advantage
VIII.  Accounting for Costs
IX.  Reporting Requirements
X.  Separation Requirements
XI.  Transfers of Goods and Services
XII.  Transfers of Assets
XIII.  Joint Marketing
XIV. Dissemination, Education, and Compliance
XV.  Procedure for Modification of the Code of Conduct
XVI.  Dispute Resolution
WHICH SECTIONS OF THE STAFF'S PROPOSED CODE WILL YOU BE
DISCUSSING IN THIS SECTION OF YOUR TESTIMONY?
I will be addressing Sections: [, V, VI, VIII, IX, X, XII, XV, and XVI.
PLEASE DESCRIBE HOW THE DEFINITION SECTION (SECTION I) OF THE
STAFF'S PROPOSED CODE WAS DEVELOPED?
Section I contains a list of definitions of terms used in the Code. Where applicable, these
definitions are consistent with the use of these terms in the Arizona Rules. For terms not
listed in the Rules, the definitions of the terms have been specified to be as exact as

possible to avoid any confusion in the interpretation of Code requirements.

17
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PLEASE DESCRIBE SECTION V, USE OF THE BILL AND PROMOTIONS WITHIN
THE BILL.

This section outlines the use of the Company’s bill in such a manner as to provide equal
access to billing services for APS’ Competitive Affiliate as well as other Competitive
Electric Service Providers. Reciprocally, this section also ensures that if a customer
requests that his noncompetitive services be billed on a consolidated bill by a
Competitive Electric Service Provider, that this request will be granted to all Competitive
Electric Service Providers on a non-discriminatory basis.

PLEASE DESCRIBE SECTION VI, CUSTOMER TELEPHONE CALLS.

This section is included to ensure that APS and its employees do not inadvertently or
intentionally engage in steering Distribution Service customers to APS’ Competitive
Affiliate. The provision that the Competitive Affiliate and the Distribution Utility
maintain separate telephone numbers, combined with a restriction on joint employment,
should go far to ensure that customers are not directed to APS” Affiliate to the exclusion
of other Competitive Electric Service Providers. This is an important component in
ensuring that APS competitive activities do not have better access to Distribution Utility
customers than third party energy service providers.

PLEASE DESCRIBE SECTION VIII, ACCOUNTING FOR COSTS.

Accounting for costs is one of the most important sections of the Staff’s proposed Code.
This section seeks to rectify some of the omissions in APS’ proposed Code by providing
a clear directive for APS to develop a Cost Accounting Manual to define how costs

would be accounted for with respect to APS and its competitive activities. Since the
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CAM ties APS to specific accounting procedures for each transaction, it gives the
Commission and APS a record of how these activities are accounted for, and allows the
Commission to watch for cost shifts, which may occur over time.

It is important to stress that as APS and its Competitive Affiliates evolve and change, so
may the CAM. Therefore, it is critical to maintain annual reports detailing the schedules
of allocators used to allocate costs between the APS’ noncompetitive and competitive
activities. If the Commission, upon review of the total costs allocated to the Distribution
Utility and the shifts in the allocators used in the CAM, deems that the cost sharing is
inappropriate, it will have the information to determine that APS is in violation of the
Code. More optimistically, the Commission could prevent any such inappropriate cost
shifting from occurring by informing the Company that the Company’s proposed changes
in the CAM would not be acceptable if there were a consistent pattern of unjustifiable
increased cost burdens to APS’ ratepayers.

YOU HAVE ALREADY BRIEFLY DISCUSSED SECTION IX, REPORTING
REQUIREMENTS. COULD YOU PLEASE ELABORATE ON THIS SECTION?

Yes. This section is key in making the Code a viable tool to ensure a level playing field
for competition in Arizona. This section requires APS to provide annual reports detailing
cost and operational information, which would allow the Commission to determine that
APS is in compliance with its Code. The reporting requirements essentially cover two
areas: violations of the Code due to extraordinary circumstances, and Cost Reporting

information and CAM modification. By requiring these types of reports from the

19
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Distribution utility annually, the Code becomes an enforceable and meaningful
document.

WITH RESPECT TO SECTION X, SEPARATION REQUIREMENTS. WHAT ARE
THE MAJOR DIFFERENCES BETWEEN THE STAFF’S PROPOSED CODE AND
APS” PROPOSED CODE?

The major difference is in regard to employee sharing and the use of common Officers
and Directors for the Distribution Utility and its Affiliates. As discussed in the previous
section, Officers and Directors may have different goals for the competitive and
noncompetitive activities of APS. To allow joint Officers and Directors may lead to
inappropriate decision-making and unfair cost shifting. In addition, if the Company is
allowed to share employees at other levels of the Company, the issues of steering,
information control, and cost accounting become much more difficult to monitor. For
these reasons, the best approach is to prevent the Company from sharing employees
between its competitive and noncompetitive activities.

PLEASE DESCRIBE SECTION XII, TRANSFER OF ASSETS OF THE STAFF’S
PROPOSED CODE.

The transfer of assets section defines the terms by which assets may transfer from a
competitive activity to APS or from APS to a competitive activity. This is essential
because without a clear directive as to the cost basis with which assets will be transferred
between the noncompetitive and competitive services of APS, there is room for cost

shifting resulting in a cost advantage for APS’ competitive activities.
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THE STAFF’'S PROPOSED CODE INCLUDES TWO ADDITIONAL SECTIONS
WHICH WERE NOT ADDRESSED IN APS’ PROPOSED CODE. COULD YOQU
PLEASE ADDRESS SECTIONS XV, PROCEDURES FOR MODIFICATION OF THE
CODE OF CONDUCT AND XVI, DISPUTE RESOLUTION?

Yes. These two sections were included in order to give the Code of Conduct a means to
remain a living document. With a provision for making modifications to the Code, the
Commission and APS both have a mechanism for addressing sections of the Code which
no longer achieve the desired goals of the Code of Conduct.

The _ﬁnal section, section XVI, ensures that the Code meets the requirements of the Rules,
and provides the means for the Commission to enforce the Code.

WHY DO YOU RECOMMEND THAT THE COMMISISION ADOPT THE STAFF’S
PROPOSED CODE OF CONDUCT?

The Staff’s Proposed Code is superior to that provided by APS in that it meets the
requirements of the Rules and provides sufficient safeguards to ensure that APS’
competitive activities and third party energy service providers would be able to compete
in a level playing field. Without a well defined Code of Conduct, such as that provided
by the Staff, third party energy service providers may perceive or actually face cost
disadvantages that may prevent the development of a robust market for competitive

electric services in Arizona.
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GRETCHEN McCLAIN

LA CAPRA ASSOCIATES
Consultant

Gretchen McClain, Consultant, has been very active in restructuring work relating to the
unbundling of rates, development of strandable costs estimates, and affiliate transactions issues.
Ms. McClain has testified on behalf of several clients on topics such as: restructuring; cost of
service and rate design; code of conduct and cost accounting; and interruptible rates cases. She
has assisted in the development of an unbundling and strandable cost model along with
developing estimates of strandable costs. Additionally, Ms. McClain completed a major
literature search and survey of rate design practices, which resulted in a white paper for the
National Association of Regulatory Utility Commissioners (NARUC).

ACCOMPLISHMENTS

. Evaluated the proposed unbundled rates for Blackstone Valley Electric and Newport
Electric in Rhode Island; Connecticut Light & Power and United Illumination in
Connecticut; and Public Service Electric & Gas and Atlantic City Electric in New Jersey.
She has appeared before the Rhode Island and Providence Plantation’s Public Utilities
Commission testifving on the topic of the revenue neutrality of Blackstone Valley
Electric and Newport Electric unbundled rates.

. Ms. McClain also appeared before the Pennsylvania Public Utilities Commission
evaluating the cost-of-service study and rate design proposal put forward by United
Water Pennsylvania, Inc. She appeared before the Delaware Public Services Commission
testifying on the policy implications of the Code of Conduct and Cost Accounting
Manual proposed by Delmarva Power & Light. Additionally, she has appeared before the
Colorado Public Utility Commission on the issue of Public Service Company’s proposed
Interruptible Rates.

. Interviewed New England state legislators, utility vice presidents, state public utility
commissioners and commission staff, as well as energy services contractors, as
preparation for her section of a report to the New England Governor’s Conference. The
report focused on historical trends in DSM and renewables; a projection of the likely
progression of restructuring in New England; and the impact of restructuring on DSM
and renewables development; and policy options to promote DSM and renewables
development in a restructured utility environment.
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Assisted in the development of an in-house unbundling and strandable cost model, which
estimates a range of potentially strandable costs, through her work estimating the
potentially strandable costs for Public Service Company of Colorado for the Colorado
Office of Energy Conservation. Also, she developed estimates of strandable costs for the
four largest utilities in New York State. Ms. McClain also reviewed the performance
based ratemaking factors filed by Rhode Island utility providers which will take effect in

January 1997.

Ms. McClain was active in conducting process evaluations for several energy
conservation programs sponsored by the Ohio Department of Development Office of

Efficiency, and some traditional ratemaking related work.

Principal investigator of an evaluation of PG&E’s PowerBreak Auction for interruptible
rates on behalf of the California Public Utilities Commission. In addition to this project,
her involvement in rate cases includes preparation of testimony and supporting
documentation for the following rate and cost-of-service study (COSS) issues presented
in the listed cases: Newport Electric Corporation’s proposed COSS and rate design,
Central Maine Power’s proposals to change pricing structures, and to make an attrition
adjustment, Bangor Hydro Electric Company’s proposal for an attrition adjustment, and
Blackstone Valley Electric’s proposed COSS, class revenue responsibility, and load
retention and economic development in rate riders.

Completed a major literature search and survey of rate design practices throughout the
U.S. in 1992-1993. This project resulted in a white paper for NARUC, co-authored with
Dr. Stutz on how best to align utility rate designs with the principles of integrated
resource planning. She has also worked in Iowa for the Consumer Advocate where she
re-ran lowa Southern’s cost-of-service models using different class transmission
allocators, particularly customer charges and block rate design, and verified all regression

results of the utility.

Member of the American Economics Association

EMPLOYMENT

Tellus Institute:

Economist,
1990 to 1998

EDUCATION

ML.A.. University of California
Economics. Completed all coursework and examinations towards the completion of her

Ph.D.
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STAFF’S PROPOSED CODE OF CONDUCT
Definitions
The following terms in the code of conduct shall have the following meanings:

“APS” shall mean Arizona Public Service Company as it currently exists, as its name may be
changed, or as any successor enterprise.

“Bill” shall mean the billing invoice for noncompetitive services.

“Competitive Activities” shall mean “competitive electric affiliate(s),” “interim competitive
activities,” or “permitted competitive activities,” as those terms are defined in this code of
conduct.

“Competitive Electric Affiliate” shall mean any business enterprise related to APS that is
also an electric service provider or provider of generation services.

“Competitive Services” shall mean those services described in A.A.C. R14-2-1601(7).

“Confidential Customer Information” shall mean any customer-specific information
obtained by APS as a result of providing noncompetitive services or permitted competitive
activities.

“Distribution Service” shall mean those services described in A.A.C. R14-2-1601(14).

“Electric Competition Rules” shall mean A.A.C. R14-2-1601 to —1617 as attached to this
code of conduct, including all future amendments and modifications.

“Electric Service Provider” shall mean an entity as described in A.A.C. R14-2-1601(15).

“Extraordinary Circumstance” shall mean any situation which requires APS to act in a
manner contrary to this code of conduct in order to protect public interest or safety.
Examples include the following: (a) an abnormal system condition requiring manual or
automatic action to maintain system frequency, to prevent loss of firm load, to prevent
equipment damage, or to prevent disconnection of system elements that could adversely
affect reliability or safety; (b) a fuel shortage requiring departure from normal operating
procedures in order to minimize the use of a particular fuel; (c) a condition that requires
implementation of emergency procedures as defined in the AISA operating protocols or
protocols of any successor; or (d) an applicable law, regulation, court order, or regulatory
agency directive requiring APS to act in a manner contrary to the code of conduct.
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“Interim Competitive Activities” shall mean any competitive services, exclusive of those
set forth in A.A.C. R14-2-1615(B), that APS may lawfully provide until December 31, 2002.

“Noncompetitive Services” shall mean those services described in A.A.C. R14-2-1601(29).

“Permitted Competitive Activities” shall mean those competitive services that APS may
provide pursuant to A.A.C. R14-2-1615(B), except for any service provided as part of
standard offer service.

“Same Terms” shall mean that APS shall provide noncompetitive services to its competitive
activities and third parties on the same terms and conditions.

“Third Party” shall mean any electric service provider that does not fall within the
definition of “APS” or “competitive activities,” as those terms are defined in this code of

conduct.

Applicability of Code of Conduct

The following rules shall apply to the conduct of APS and its competitive activities, unless an
extraordinary circumstance excuses compliance.

All employvees and authorized agents of APS shall conduct their activities in compliance with
the requirements of this code of conduct. Failure to conduct activities in compliance with
this code of conduct will subject the employee to disciplinary actions as described in Section
XIV of this code.

Treatment of Similarly Situated Persons

A. APS shall apply its tariffs in the same manner to similarly situated entities. If a tariff
provision allows for discretion in its application, APS shall apply that provision in a
non-discriminatory manner between its competitive activities and all other third

parties and their respective customers.

B. APS shall process all similar requests for noncompetitive services and for permitted
competitive activities in the same manner and in the same time period.

C. APS shall provide access to distribution service specific information (including
information about available distribution capability, transmission access, and
curtailments) to its competitive activities and third parties concurrently and under the

same terms and conditions.
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Use of Confidential Customer Information

A.

APS shall not provide confidential customer information to any party without the
customer’s written authorization. Such information may be provided only to the

extent specifically authorized.

APS shall inform any party seeking confidential customer information that such
information may be released only after APS receives the customer’s written

authorization.

Use of the Bill and Promotions within the Bill Envelope

A.

If APS decides to include any amounts due for its competitive activities within the
bill, APS shall provide notice of that determination to all third party electric
service providers certified by the Arizona Corporation Commission. The notice
shall state how third party billing data may be consolidated with APS’ bill. APS
shall include in its bill the amounts due for competitive services to any third party

on the same terms, upon request.

This provision shall not prevent APS’ competitive activities or any third party
from including amounts due for noncompetitive services in its own consolidated
billing statement, as long as the customer receiving such consolidated billing
statement has authorized APS’ competitive activities or a third party, as
applicable, to act as its agent for such purpose.

APS shall not insert any advertising or promotional materials for any competitive
activities or for any third party’s competitive services into the envelope for the
bill, nor shall APS print such advertising or promotional materials on the bill.

Customer Telephone Calls

Telephone numbers used by APS for provision of noncompetitive services shall be
different from those used for its competitive activities.
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Prohibition on Suggestion of Utility Advantage

A.

APS shall not state in any advertising, promotional materials, or sales efforts that
a consumer who purchases services from APS’ competitive activities will receive
preferential treatment in the provision of noncompetitive services or that any other
advantage regarding the provision of noncompetitive services will accrue to that

consumer.

APS’ name or logo shall not be used in written promotional advertising material
circulated by a competitive electric atfiliate.

APS’ personnel shall not specify a preference for any competitive service
provided by APS’ competitive activities over those of any third party.

APS’ personnel shall not specify a preference for any competitive service
provided by a third party over any competitive service provided by any other third

party.

APS’ personnel engaged in the provision of noncompetitive services shall either
inform customers who inquire about competitive services that a list of electric
service providers is available at no charge from the Arizona Corporation
Commission on its website or by telephone, and shall provide the customers with
the appropriate Arizona Corporation Commission website address and telephone
number, or in the alternative, shall provide such customers with a copy of the
current Arizona Corporation Commission list.

APS shall not require that a consumer purchase any competitive service from
APS’ competitive activities as a condition to providing noncompetitive services.

Prior to the divestiture of APS generation pursuant to Arizona Corporation
Commission Decision No. 61973 (October 6, 1999), APS generation service will
not be sold on a discounted basis to Standard Offer customers without the express
permission of the Arizona Corporation Commission.

Accounting for Costs

A.

APS shall not cross-subsidize its competitive activities with rates and charges for
noncompetitive services.

All transactions between APS and its competitive activities shall be accounted for
in accordance with APS’ Cost Accounting Manual (“CAM”). which shall be
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developed to describe the cost allocation of all transactions pertaining to APS and
its competitive activities in a manner that ensures that there is no subsidization of
the competitive activities by the noncompetitive services of APS. The CAM shall
be submitted to the Director of the Utilities Division for review and approval.
Beginning one year from the date of approval of the CAM, APS shall file annual
updates to the CAM with the Director of the Utilities Division for review and
approval. Any violation of the CAM shall constitute a violation of this code of
conduct.

Reporting Requirements

APS shall submit the following information to the Commission on an annual basis:

A.

A list of all “extraordinary circumstances” excusing APS’ compliance with this
code of conduct and a report explaining the nature, cause, and duration of each
incident.

A report detailing all allocation methods used in the CAM and all modifications
to these allocation methods.

A report detailing all of the direct and indirect allocators used in the CAM and all
modifications to these allocators, such that a history of allocator evolution may be
maintained.

A report detailing the costs attributable to noncompetitive services, permitted
competitive activities, and interim competitive activities, separately for each
business activity.

Separation Requirements

A.

APS and its competitive activities shall be separate corporate affiliates to the
extent required by A.A.C. R14-2-1615 and Decision No. 61973 (October 6,

1999).

APS and its competitive electric affiliates shall keep separate books and records.
APS shall keep accounting records that set forth appropriate cost allocations
between APS’ noncompetitive services, and competitive activities. All records
shall be kept in accordance with the FERC Uniform System of Accounts and
Generally Accepted Accounting Principles. As a precondition to transacting any
business with APS, books and records of APS’ competitive electric affiliates must
be made available for inspection by the Commission to the extent reasonably
necessary to determine compliance with this code of conduct.
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APS and its competitive activities shall not jointly employ the same employees.
However, any board member or corporate officer of APS’ holding company may
serve in the same capacity with APS or with a competitive electric affiliate, but

not both.

Transfers of Goods and Services

A.

APS’ tariffed goods and services shall be provided to third parties and
competitive activities at the rates and under the terms and conditions set forth in

the tariff.

If APS sells nontariffed goods and services that were developed by APS for sale
in the market to its competitive activities, the transfer price shall be the fair
market value. Such goods and services shall be provided to APS’ competitive
activities and third parties on a non-discriminatory basis.

All other transfers of nontariffed goods and services from APS to APS’
competitive activities shall be at the higher of fully allocated cost or fair market

value.

If APS’ competitive activities sell any goods and services to APS that were
developed for sale by the competitive activity in the market, the transfer price
shall be the fair market value.

All other transfers of goods and services from APS’ competitive activities to APS
shall be at the lower of fully allocated cost or fair market value.

Transfers of Assets

A.

Transfers of assets from APS to its competitive activities or contracts for a
competitive activity’s use of APS’ assets, which are not described by Article 4.1
of the Settlement Agreement, shall be at the higher of book value or fair market

value.

Transfers of assets from APS’ competitive activities to APS or contracts for APS’
use of a competitive activity’s assets shall be at the lower of book value or fair

market value.

Joint Marketing

APS and its competitive electric affiliate(s) shall not jointly market their respective
services.
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Dissemination, Education, and Compliance

Al

Copies of this code of conduct will be provided to employees of APS and all
competitive electric affiliates and those authorized agents of APS and all
competitive electric affiliates. A copy of the code of conduct will be maintained
on the APS’ electronic bulletin board known as Vista Public Folders.

Training on the provisions of the code of conduct and its implementation will be
provided to APS employees and authorized agents.

Compliance with the code of conduct is mandatory. An APS employee’s or
agent’s failure or refusal to abide by or to act according to such standards may
subject the employee or agent to disciplinary action, up to and including discharge
from employment or termination of the agent’s relationship with APS.

Questions regarding this code of conduct should be directed to the Business
Practices Department. Compliance with this code of conduct will be administered

as part of the APS Standards of Conduct program.

Procedure for Modification of the Code of Conduct

APS may request modifications to its code of conduct by filing an application with the
Commission. The application shall set forth the proposed modifications and the reasons

supporting them.

Dispute Resolution

Any person or entity alleging that APS has failed to comply with the code of conduct
may file a formal complaint with the Commission in accordance with the procedures

established in R14-2-212.
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ARIZONA PUBLIC SERVICE COMPANY

Code of Conduct

Arizona Public Service Company (“APS") is committed to establishing standards
of conduct that will produce confidence in the integrity of the competitive retail
electric market and that will be consistent with the requirements of the Electric

Competition Rules.

The folll'owing Code of Conduct shall apply to APS and,‘ where indicated, its

Affiliates.
Definitions

1.1 “Affiliate” or “Affiliates” means an Electric Service Provider related to
APS in the manner described in A.A.C. R14-2-801 (1).

1.2 “APS" means Arizona Public Service Company in its capacity of
providing Distribution Service and any other electric services permitted
by law.

1.3 *Commission” means the Arizona Corporation Commission.

1.4 “ Electric Competition Rules” means A.A.C. R14-2-1601 et. seq., as
set forth in Decision No. 61969 (September 29, 1999).

1.5  “Distribution Service” means those services described in A.A.C. R14-
2-1601 (14), i.e., “the delivery of electricity to a retail consumer through
wires, transformers, and other devices that are not classified as
transmission services subject to the jurisdiction of the Federal Energy
Regulatory Commission.”

1.6 “Electric Service Provider” or “ESP” means a provider of competitive
electric services, as defined in A.A.C. R14-2-1601 (16).

2 General
2.1 All employees and authorized agents of APS shall conduct their

activities in compliance with the requirements of this Code of Conduct.
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2.2  Failure to conduct activities in compliance with this Code of Conduct
will subject the employee or agent to disciplinary actions described in

Section 7.

Financial

3.1 Subsidization. APS shall not subsidize the competitive electric
services provided by an Affiliate through any rate or charge for non-
competitive electric services.

3.2 Segregation. Costs and revenues of APS will be segregated from
costs and revenues of Affiliates in a manner sufficient to ensure that
there is no subsidization of the business activities of Affiliates by any
rate or charge for non-competitive services of APS.

3.3 Books and Records. APS will maintain its books of account and
records separately from those of its Affiliates. As a precondition to
transacting any business with APS, Affiliate books and records must
be made available for inspection by the Commission to the extent
reasonably necessary to determine compliance with this Code of

Conduct.
Separation of Functions

4.1 Operations.

4 1.1 Except as otherwise permitted by law or in this Code of Conduct,
APS shall operate as a separate corporate entity from any Affiliate.

4.1.2 APS shall not use shared corporate support functions as a means
to transfer confidential customer information or create significant
opportunities for cross-subsidization of its competitive electric
affiliates. Except as permitted by this Code of Conduct, APS will
not jointly employ the same employees as its Affiliates. However,
to provide for joint corporate oversight, governance and support,
this provision shall not prevent APS and any Affiliate from having
common Directors or Officers. An Affiliate may also contract for
services from APS as long as a written service agreement is
executed and the charges for such services comply with Section 6

of this Code of Conduct.

4.1.3 Requests from Affiliates and non-affiliated ESPs and their
customers for ACC-regulated services provided by APS shall be
processed on a non-discriminatory basis.
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4.2  Administering Tariffs.

4.2.1 Administration and enforcement of al' Commission-approved tariffs
for APS, including terms and conditions of service, will be
conducted solely by employees and authorized agents of APS.

4.2.2 With respect to the terms and conditions of providing Distribution
Services subject to ACC approval (including price, curtailments,
scheduling and priority), APS shall not provide its Affiliates, or the
customers of its Affiliates, any preferential treatment over non-
affiliated ESPs or their customers as a result of such status as an
Affiliate or customer of an Affiliate.

4.2.3 If a tariff provision allows for discretion in its application, APS shall
apply that provision in a non-discriminatory manner between an
- Affiliate and all other market participants and their respective

customers.

4.2.4 APS shall not condition or otherwise tie any non-competitive
service it provides nor the availability of discounts of rates or other
charges or fees, rebates or waivers of terms and conditions of its
service to the taking of any goods or services from an Affiliate.

4 2.5 Prior to the divestiture of APS generation pursuant to ACC Decision
No. 61973 (October 6, 1999), APS generation will not be sold on a
discounted basis to Standard Offer customers without the express

permission of the ACC.
4.3  Promotion, Sales and Advertising of Non-Distribution Services.

4.3.1 APS' name or logo shall not be used in written promotional or
advertising material circulated by an Affiliate unless the Affiliate
discloses that: 1) the Affiliate is not the same company as APS and
2) customers do not have to buy the Affiliate’s product in order to
continue to receive Distribution Service at regulated rates from

APS.

4.3.2 APS will not engage in joint advertising, marketing or sales with its
Affiliate.

4.3.3 APS shall not promote, market, or sell an Affiliate’s services for or
on behalf of an Affiliate.

4.3.4 APS shall not state or imply in any advertising or customer
communication that the provision of any Distribution Service, or the
terms and conditions governing such services, are conditioned
upon, related to or tied to the purchase of any other product or
service from an Affiliate. APS shall not offer or provide advice
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regarding an Affiliate to APS’ customers nor state or imply that
Distribution Service provided to an Affiliate is safer or more reliable

than those provided to a non-Affiliate.

4.3.5 APS shall not offer or provide an Affiliate with advertising space in
any APS written customer communication (e.g., billing) uniess
access is provided to non-Affiliates on the same terms and

conditions.

Access to Information

5.1  System Information. APS shall provide an Affiliate and non-Affiliate
ESPs access to Distribution Service-specific information (including

_ information about available distribution capability,.transmission access
and curtailments) concurrently and under the same terms and

conditions.

5.2  Customer Information. Non-public customer-specific information will
not be provided by APS to an Affiliate or to a non-Affiliate unless
release of such information is expressly authorized by the customer or
the Commission or is otherwise authorized or required by law.

Transactions with Affiliates

6.1 Accounting. Except where regulatory requirements provide otherwise,
transactions between APS and an Affiliate wiill be accounted for in
accordance with Generally Accepted Accounting Principles.

6.2 Purchase of Goods and Services from Affiliates. APS shall not
purchase goods and services from an Affiliate at a price that is above
the market price of such goods and services or, where a market price
for any particular good or service is not readily available, at a price that
is above the Affiliate’s fully allocated cost of providing the good or

service.

6.3 Sale of Goods and Services to Affiliates. Goods and services sold by
APS to an Affiliate shall be charged in accordance with any applicabie
tariff. Where a tariff is not applicable, such goods and services shall
be sold at the market price or where there is no readily identified
market price, at the fully allocated cost of providing the good or

service.

6.4 Policies and Procedures. APS shall maintain, or cause to be
maintained, written policies and procedures regarding the accounting
and segregation of costs as between APS and an Affiliate, which
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policies and procedures shall be made available to the Commission on
request. :

7 Dissemination, Education and Compliance
7.1 Employee Access to Code of Conduct. Copies of this Code of
Conduct will be provided to employees of APS and all Affiliates and
those authorized agents of APS and all Affiliates that are likely to be
engaged in activities subject to the Code of Conduct. A copy of the
Code of Conduct will be maintained on the Company’s electronic
bulletin board known as Vista Public Folders.

7.2  Employee Training. Training on the provisions of the Code of
Conduct and its implementation will be provided to APS employees
and authorized agents likely to be engaged in activities subject to the

Code of Conduct.

7.3  Compliance. Compliance with the Code of Conduct is mandatory. An
APS employee’s or agent's failure or refusal to abide by or to act
according to such standards may subject the employee or agent to
disciplinary action, up to and including discharge from employment or

termination of the agent’s relationship with APS.

Questions regarding this Code of Conduct should be directed to the Business
Practices Department. Compliance with this Code of Conduct will be
administered as part of the APS Standards of Conduct program.
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EXECUTIVE SUMMARY

J The issue of possibly unrecoverable cost incurred by a utility, or “stranded costs,”
has emerged as a major obstacle to developing a competitive generation market.
Stranded costs or transition costs are defined as costs incurred by a utility to serve its
customers that were being recovered in rates but are no longer due to the availability of
lower-priced alternative suppliers. The idea of “stranded cost,” and more importantly
arguments for its recovery, is a concept with little basis in economic theory, legal
precedence, or precedence in other deregulated industries. The main argument for
recovery is that the “regulatory compact” requires it. This is based on the

misconception that the regulatory compact is simply: the utility incurs costs on behalf of

its customers because of the “obligation to serve” so, therefore, customers are
l obligated to pay. This is a mischaracterization of what the compact was and how it
developed. Another argument is that recovery is required for economic efficiency. This
presumes, however, a very narrow definition of efficiency based on preventing
“uneconomic” bypass of the utility and that utilities minimize costs. A broader definition
of efficiency and the likelihood of cost inefficiencies in the industry suggest that the cost
imposed on customers from inhibiting competition could exceed the gains from

preventing uneconomic bypass. Both these issues are examined in more detail below.
Economic Efficiency

~ There are two general types of economic efficiency: productive or “static”
efficiency and a more comprehensive or “dynamic” efficiency. Static efficiency is
achieved when power is generated by the lowest-cost producer; that is, there is only
economic bypass of the utility’s system and no “uneconomic” bypass. The marginal
costs of the utility and alternative supplier and utility rates are assumed to rehain
unchanged and are optimal (all costs are minimized and there is no market power).

Dynamic efficiency, in contrast, assumes that the utility's marginal cost can or does
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change over time and, if not optimal as might be expected under rate-of-return
regulation, can be reduced through the use of market incentives. Competitive markets
are by nature dynamic where competitors are driven to control costs to retain or attract
customers (as long as it 1s profitable or is expected to be).

Dynamic-efficiency gains are potentially much larger than any static-efficiency
losses. This is because the loss from “uneconomic” bypass, which only occurs in a
limited quantity range, will likely be less than the gain to consumers from price
reductions. If the intention is to facilitate the development of a dynamic competitive
market, preference should be given to policy options that encourage dynamic efficiency
and poilicies that impair it should be avoided. This cannot be achieved by just focusing
on static-efficiency losses. The only time static efficiency should be pursued in isolation
is when generators of electricity are optimally producing electricity at minimum cost; an
unlikely assumption given that the starting position is cost-based regulation. The best
way to achieve optimal dynamic efficiency is with unencumbered market incentives.

Specifically, allowing recovery of transition costs can negatively affect dynamic

efficiency and impair the development of a competitive market in the following ways.

(1) Blunts utility incentives to lower costs and mitigate transition costs. For

utilities that receive transition cost recovery this could occur primarily
because the regulator, who has incomplete or imperfect information, is
unable to detect when opportunities to reduce costs are not taken, are not
the best alternative, or are not pursued to full advantage. At its worst,
paying transition costs causes a perverse incentive to utilities to find and
argue for recovery of all potential costs rather than lowering costs to
become competitive (including costs fhat may not be appropriate for
recovery). This institutionalizes existing utility uneconomic costs and rates
rather than encouraging a phasing out of these uneconomic and inefficient

costs.

(2) Acts as a bamier to entry and exit. Whether through entrance, access, or

exit fees, recovery of a utility’s sunk costs creates a barrier to entry.
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Efficient suppliers are discouraged from expanding or entering the market.
Inefficient utilities are instead subsidized to continue to be the supplier or, if
another supplier is chosen, to support assets that no ionger have an

economic or market value equal to its accounting or embedded value. In

addition to the higher costs that customers are forced to pay, this leads to
inefficient self-generation as customers seek ways to avoid the fee. This is
another form of uneconomic bypass, but is not prevented by an access fee

since the fee itself is bypassable.

(3) Creates an asymmetry between utility risk and reward. A risk/reward

asymmetry is created if a commission allows a utility to retain more profit
than in the past, but simultaneously guarantees that any potential down-

side loss from competition will be recovered from customers. Commissions

have indicated thus far in the restructuring debates that higher profits will be

allowed from competition and performance-based regulatioh. Allowing

more up-side potential profit while limiting the down-side risk distorts a-

utility’s incentive in such a way that it would be less cautious than it would

be when the utility incurs a loss itself. Many utilities — perhaps even most

— are likely to receive gains as a result from open and retail access and

from a broader use of market-based rates. To make provisions for possible

losses that the industry will incur without considering the possible

substantial gains adds to the regulatory asymmetry. For this reason, f
transition cost recovery may conflict with the goal of increasing the use of ;

performance-based regulation.

The Regulatory Compact

An examination of the origins and content of the regulatory compact finds little
basis for the claim that utilities are always entitled to cost recovery and a return on their !

investments. Indeed, a strong argument could be made that to be consistent with past
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treatment and the manner in which the compact has been interpreted by many states,
full recovery of transition costs would be inconsistent. There is no “entitlement” to
“stranded” cost expressed or implied by the regulatory compact. The only entitlement
granted was the revocable privilege to serve an exclusive territory. The obligation to
serve stems from this priviiege. The compact is not an agreement to pay all costs
(prudent or otherwise) because of the obligation to serve. It is much more complex
than simply “l am obligated to serve, therefore customers are obligated to pay all my
costs.” There is no reciprocal obligation on customers to buy, unless there is a written
contract.

A description of this regulatory agreement or bargain as historically interpreted,
may be as follows: the careful balance between compensatory rates and confiscation of
utility property that allows a utility an opportunity to earn a reasonable return on
investment in exchange for providing safe and reliable power at reasonable cost to all
customers who request service. This is checked by the “used-and-useful” and
“prudent-investment” tests, as well as from competition from government ownership,
fuel substitutes, and self-generation. The regulatory compact was, by design, intended
to protect ratepayers from monopoly abuse, not protect the utility from competition
forever.

The debate on transition costs thus far implies that the commission or legislature
imposes costs on the utility when it moves to open or direct access, or that regulators or
customers cause costs. This has shifted the focus away from the origin or controller of
these costs, the utility. In an economic sense, retail access and competition do not
impose costs — rather they expose costs that are uneconomic relative to alternative
suppliers. In many respects, it is the tariff or rate that is “stranded,” not the investment.
An important function of competitive markets is to screen out costs and suppliers that
have above-market prices. These may include costs that would have remained hidden
if the utility's monopoly was allowed to continue. It is important to remember that the
regulatory compact was created originally to protect ratepayer interests, not primarily

utility interests.
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FOREWORD

Few subjects have dominated discussion in electric utility regulation as has the
issue of “stranded cost recovery.” Sides have been chosen and arguments for
permitted recovery from ratepayers range from zero to full. The present study critically
appraises the main arguments made for substantial recovery of these costs by utilities —
economic theory, legal tradition, precedence with other deregulated industries, and
regulatory obligation — and finds them generally wanting. Our report is offered as a
reasoned contribution to the debate.

Douglas N. Jones
Director, NRR!
Coiumbus, Ohio
July 1996
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CHAPTER 1

INTRODUCTION

There is no doubt that a utility that is allowed recovery of its transition costs’ will
behave differently than a utility that is not allowed recovery. How the question of
transition cost recovery is resolved will have a major impact on the savings actually
realized by consumers from industry restructuring. Recovery or nonrecovery will affect
every future decision the utility makes. This includes new investments and contract
renegotiation for fuel, wholesale power, and nonutility power producers (such as
qualifying facilities). Recovery of transition costs may discourage alternative suppliers
from entering a market, thus reducing the competitive pressure on the incumbent utility.
Large consumers who have choices (and perhaps groups of smaller customers) may
make poor resource decisions to avoid fees to recover costs, such as self-generation
when central station power has a lower production cost. Another example of the
consequences may be to aiter the direction of new generation and distribution
technologies toward more decentralization rather than large central systems. The
decisions that policy makers make now will have a profound impact on the
development, direction, and actual savings realized from the nascent competitive
generation market.

Because the electricity market is in the early stages of its development, actions
taken now by policy makers will have a more significant impact on the market and how
it develops than they would with a mature market. For both consumers and producers

this could mean the difference of billions of dollars of savings or costs. In addition,

' The term “transition cost” is used here rather than the more popular “stranded cost.” since it is
neutral as to outcome and conveys the temporary nature of these costs. This is not intended to suggest

that the transition causes these costs. Rather, these costs are revealed during the transition to more
competition.
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CHAPTER 1

once any policy has been put in piace it becomes difficult to change. New and existing
market participants, including many that have yet to be identified, rapidly become
adapted to the conditions and begin to look at their benefits as an entitlement. This
makes change politically difficult. Moreover, once the motivation for policy change is
gone, it may not return for many years.

The potential benefits to producers and consumers from a competitive market

are considerable. One report concluded that “permanent benefits to be gained from

restructuring of the US electric supply industry vastly outstrip the transitional costs
associated with the restructuring.” The authors of this report estimate the net benefit
(to both consumers and producers) of restructuring to be $80 to $100 billion per year?
A report by Moody's Investors Service* estimates “stranded” costs at $135 billion total.
This does not mean that the problem of transition costs will simply be absorbed, but
rather underscores the importance, and the consequences, of a mistake that could be
of a significant magnitude. Also, the problem is mostly concentrated in a relatively

small group of utilities. The fact that there may be significant savings overall, does not

help those companies in particularly serious trouble. In the Moody’s study, fourteen
firms (out of 114 companies examined) had transition costs in excess of 200 percent of
their equity capital.

However, it should be noted that twenty-seven utilities had no transition costs at
all (which, presumably, will have competitive gains rather than losses) and fifty-seven
were under 50 percent of equity. This is based on a methodology that will tend to
overstate the amount of transition costs. The reason for this, as will be explained in

Chapter 2, is that the estimates are based on existing cost structures that are likely not

? Chitru Fernando et al., "Unbundling the US Electric Power Industry: A Blueprint for Change,”
report prepared for Enron Capital & Trade Resources, Houston, Texas (March 1995).

® This is a considerable sﬁm, to say the least. Even if actual savings turn out to be one-haif or
one-quarter of this. it is still quite respectable.

“ Stranded Costs Will Threaten Credit Quality of U.S. Electrics (New York: Moody’'s Investors
Service, August 1995).
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to be optimal and do not account for the dynamic effects of utility responses to
competition, such as cost reductions. This is in addition to the difficulty in estimating a
future market price of power. These estimates are likely a worst-case scenario.”
Another study that considered competitive gains for major Massachusetts electric
utilities concluded that, on net, there would be competitive gains not losses, as utilities
claimed, in the state.® The study concluded that market valuation for most utility
generation assets will exceed net investment. In addition, for Massachusetts utilities
that do have a net loss, it is only a small fraction of total net investment. For many
utilities in the country, it is safe to assume, there will be gains from competition not

losses.

Organization and Scope of the Report

There are several dimensions to the problem of "stranded" or "transition" costs.
In broad terms they are:

o the source of the problem,

« the magnitude of the amount, naticnally and for individual utilities,

¢ allocation or who pays, and

o if any transition costs are recoverable, how should they be recovered.

Thus far, the size of the problem and who should pay have dominated the debate.

Numerous studies have addressed the problem of the size of the problem, both

5 Moody's believes that they understated the amount because they omit contract costs and
because their market price may be too high. They do not mention expected utility operating cost
reductions or other likely responses.

& Paul Chernick et al., Estimation of Market Value, Stranded Investment, and Restructuring Gains
for Major Massachusetts Ulilities, prepared for the Massachusetts Attorney General (April 1996).
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nationwide and for individual states and utilities.” Other studies have covered the topic
of recovery mechanisms for transition costs® and methods to measure them.®

This report is focused on the source and allocation of transition costs. When
considering these issues, a commission may ask the following questions: Should a
utility be allowed to recover costs that are revealed to be uneconomic with competition?
What cohsequences willlthis decision have on the utility and the development of
competitive markets? What type of treatment is consistent with past regulatory actions?

Arguments both supporting and opposing transition cost recovery often rest on
two main pillars: economic efficiency and the regulatory compact. It is important to first
understand how the problem comes about before a means to evaluate policy options
can be developed to deal with them. A solid understanding of the economics of the
problem provides insight into a means to evaluate alternative regulatory treatments and
a means to understand the other questions of size and recovery. The next chapter
focuses on the economics of transition costs in the electric utility industry.

Chapter 3 examines the origins and definition of the “regulatory compact.” At
issue is whether not allowing recovery is an unconstitutional “takings” of utility property
and violates past commitments made by regulators. To determine this, the history and
development of the compact and analogous regulatory issues are examined. The
principle of regulatory symmetry is examined as to how it could be applied to
developing a transition cost treatment. Chapter 4 then examines the issue of utility and

investor expectations of competitive risk and presents a method to determine whether

7 See for example, Lester W. Baxter and Eric Hirst, Estimating Potential Stranded Commitments
for U.S. Investor-Owned Electric Utilities, ORNL/CON-406 (Oak Ridge, TN: Oak Ridge National
Laboratory, 1995); Moody's Investors Service, Stranded Costs Will Threaten Credit Quality of U.S.
Electrics; and Chernick et al., Estimation of Market Value, Stranded Investment, and Restructuring Gains
for Major Massachusetts Utilities.

4
B

¢ Specific methods of treating transition costs are discussed in Scott Hempling, Kenneth Rose,
and Robert E. Bums, The Regulatory Treatment of Embedded Costs Exceeding Market Prices
(Columbus, OH: The Nationai Regulatory Research institute, November 1994); and Lester W. Baxter,
Stanton Hadley, and Eric Hirst, Strategies to Address Transition Costs in the Electric Industry, Draft
Report (Oak Ridge, TN: Oak Ridge National Laboratory, April 1996).

® Lester W. Baxter, Different Approaches to Estimating Transition Costs in the Electric-Utility
industry, ORNL/CON-423 (Oak Ridge, TN: Oak Ridge National Laboratory, 1985).
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investors have been compensated for the increased market risk from competition. The
final chapter proposes a performance-based mechanism that is symmetrical in its
treatment of profits and losses and provides better utility incentives to control costs. that
is. if it is decided that recovery will be aliowed. If it is decided that utilities can recover
transition costs, a list of recommended commission actions is suggested.

Transition cost detérmination and allocation are complex and contentious issues.
Because of the amount of money at stake, both for customers and producers, it is likely
to remain an important topic on commission agendas for some time. As is often the
case with complex and contentious issues, however, the courts may ultimately decide
the outcome (this issue has already, or is about to, reach the courts in several states).
This underscores the need to throughly examine the issue and make a decision based

on sound principles, not suppositions.
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CHAPTER 2

THE ECONOMICS OF ELECTRIC UTILITY TRANSITION COSTS

The debate on how to treat transition costs is exclusively a regulatory
phenomenon. There is no direct analogy to private and unregulated markets or any
economic textbook definition of transition costs with suggestions on how they should be
treated. However, a definition and analysis can be developed from economic “first
principles.” Using standard cost curves this chapter develops an economic model of
transition costs to help illuminate the issue. This is followed by a discussion of the
source of transition costs for electric utilities and economic efficiency.

In a competitive market, any obsolete or uncompetitive plant and equipment
costs (or sunk costs) are disposed of at market value, any difference between market
value and book value is absorbed by the firm's shareholders or owners (and, to a
limited extent, taxpayers because the loss can be used to offset taxable income). This
results in lower earnings, which the shareholders or owners of the firm are willing to
endure if there is an expectation of earning an adequate return on their investment
later. Alternatively, the firm simply goes out of business and its assets are sold off.
First creditors, then stockholders are paid the amount owed or invested until the
available funds are exhausted. Obviously, many do not receive the full amount owed or
invested. This is the risk they undertook to earn a return on their investment. These
costs cannot be passed through to customers since, in the competitive market, firms
can only charge the market price. A firm that charges a price above market price will
lose customers and be driven out of business by more efficient firms. [nvestors, of
course, are only willing to invest if they believe that they will receive the expected
return. Thus, there is a direct relationship between the return on investment and the
probability of a loss or the investment's relative risk. A relatively higher return is

_required for riskier investments, while lower-risk investments pay a lower return. This

will be discussed in more detail in Chapter 4.
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in a dynamic competitive market economy, assets become obsolete and are
abandoned regularly. An important function of a market economy is that inefficient and
obsolete practices and firms are either eliminated and replaced with more efficient and
superior firrns or forced to redirect their efforts to become more efficient and better
managed. Overall this results in society’s limited resources being used in a productive
manner. This limits waste and stréngthens the overall economic health of the country.
Rarely is there a third party to “bail out” a firm that faces possible losses and financial
ruin.! Indeed, doing so only hampers this screening process of a market economy. Of
course, because of government or market failure, this process may be inhibited or
distorted. For example, because environmental costs are not fully included in oil prices,
consumers do not face the true resource cost of the gasoline they consume. This
distortion reflects both political as well as market effects.

The main economic argument for permitting more competition for electric
generation is to encourage just such dynamic economic efficiency. Competition, or the
possibility of utility "bypass,” encourages utilities to reduce their costs to remain or
become more competitive, if utilities are allowed to adjust their rates to remain
competitive and alternative suppliers are allowed to compete. Already there have been
cases of utilities lowering rates to retain industrial customers and municipalities that
border a neighboring utility with lower rates. Industrial and large commercial customers
with the added option of self-generation, have also been negotiating lower rates.

The problem faced by electric utility regulators is, of course, that the industry is
moving from vertically-integrated regulated monopolies to a more competitive structure.
When utility rates are above market prices, there will be pressure either to switch to the
lower-cost source or for utilities to lower their rates. As competition intensifies,
transition costs are likely to result. Of course, not all utilities are in the position of
having transition costs. In fact, the competition may often come from a neighboring

utility with lower costs who will benefit from increased competition. There may be many

! There are some famous examples of government bailouts such as Lockheed Aircraft, Chrysler,
and the Savings and Loan industry. However, these are exceptions to the general rule of how such firms
are dealt with in a market economy.
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more “winners” than "losers” in a competitive electric market. The following discussion
is intended to assist in the development of methods to deal with transition costs in an

economically efficient manner.

Bypass Economics and Transition Costs in the Electric Industry

A Simpl mparative tics Model

To begin the analysis, a simple model is developed to describe utility and
alternative supplier relative market positions and the optimal combination of output from
the two sources. This model is then used to conduct a comparative statics analysis of
transition costs in equilibrium and disequilibrium and when cost assumptions change.

Figure 2.1 illustrates a hypothetical utility's marginal cost and average revenue
(or the average rate for all customer classes) and an alternative power supplier’s
marginal cost.2 The utility's marginal cost curve for generation is MC,.> This is the
marginal cost of generation only, and does not include distribution, transmission, and
the cost of other services the utility provides. Generation is, in effect, “unbundled” from
other utility operations. For the output range examined below, marginal cost (average
cost is not shown in this diagram but will be in the next) is shown rising. This firm is

operating in the range where marginal cost is greater than average cost. This means

2 jtis assumed here, for clarity, that there is only one alternative supplier. Of course, there are
likely to be many alternative suppliers, including independents, other utilities, and self-generators. The
results of the analysis would not change, however, if alternatively, all marginal cost curves were drawn, it
was assumed that the MC, curve is a composite of all aiternative suppliers, or the curve represented the
lowest-cost alternative.

3 Generally, electric generation is characterized as being "lumpy" with discontinuous jumps in

marginal or incremental costs. Depicting marginal cost in a stair-step or discontinuous manner would not
change the conclusions. The continuous function was chosen for clarity of the diayram.
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Figure 2.1. Hypothetical utility’s marginal cost and rate curves compared with
an alternative supplier's marginal cost.

that fixed or capital costs are recovered when rates are at or above average costs.*
The upward sloping portion of the curve is shown since it is assumed that for most

firms, generation economies of scale have been exhausted (where average cost is

* Average cost has two components, average variable costs and average fixed costs. This ,
second component of average cost, as discussed below, is an important factor when determining a utility's
total transition costs. Since it is assumed that average generating costs are rising (for the relevant '
output), the marginal cost will be greater than average cost, and fixed costs are recoverable if the firm
receives a price at least equal to its marginal cost.
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falling) for large quantities of power and for most firms.> The utility's average revenue
curve or its rate is AR,.* This is drawn as a approximation of the average cost curve for
providing all electric services.” This includes generation, distribution, transmission, and
other provided services.

The marginal cost of an aiternative supplier is depicted by MC,. The alternative's
marginal cost curve represents the cost of generating power within the existing electric
supply infrastructure. This curve is drawn with its origin at the lower right axis on this
diagram. The alternative power could be supplied by another utility or independent
generator within the utility's service territory. MC, is drawn as an upward sloping
marginal cost curve, where the first few megawatthours (MWhs) generated would have
a relatively low marginal cost and remain relatively flat for some range and then
gradually increase. This is characteristic of the "modular” power units now available to
industrial and other independent power producers, where additional energy production
costs are relatively flat over a range of output, but is limited. It is assumed here that the
price charged by this alternative supplier is equal to its marginal cost, as would be the
case in a competitive market.®

The horizontal axis represents different combinations of utility and alternative
power supply that satisfy the total demand for power (which is determined

exogenously). For example, the quantity 0, is the point where all the demand is met by

* The firm is shown here to be operating in the region of increasing average costs. This is
because recent evidence suggests that, for most firms, they are operating at an output where average
cost is constant or increasing. See Thompson et al., Economies of Scale and Vertical integration in the
Investor-Owned Electric Utility Industry (Columbus, OH: The National Regulatory Research institute,
1996). If the diagrams instead depicted decreasing average and marginal costs, however, the analysis
and conclusions would not change. For reasons of clarity, the entire downward portion of average cost is
not depicted in the diagrams.

¢ Average revenue and rate are the same since average rate equals (rate x quantity)/quantity,
which equals rate. The term average rate is used here to simplify the fact that different customer classes
pay different rates calculated from total revenue requirement.

T Since the average rate is rising, it would be expected that demand for power would decrease.
However, for ease of exposition, it is assumed here that demand is perfectly inelastic. Since this graph
represents an instant in time, this is a reasonable assumption.

® This can also serve as a proxy market price with multipie suppliers or the altemative supply
curve. Again, in this example, there is assumed to be only one altemative supptier.
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the utility and no power is provided by the alternative supplier, 0, is the alternative
supplier providing all the power and no utility power, while q,, (and all other points
between 0, and 0,) is a combination of the two suppliers. The quantity q” would be the
optimal combination, that is, where marginal cost and supplier cost are minimized.® The

“area M is the higher costs that would be incurred if there was no alternative supplier
and all power was supplied by the utility. Therefore, M represents the “gain from
competition.” The area C is the higher costs incurred from too much alternative power if
demand was satisfied at quantity q,,.

Figure 2.2 shows the amount of transition costs when the utility previously
supplied all the demand (quantity 0,) but now supplies at the optimal quantity q. To
illustrate transition costs, the figure also includes the firm’s average cost (AC,) and
average variable cost (AVC)) in addition to the curves shown in Figure 2.1. The
difference between average cost and average variable cost is average fixed cost (this is
because AC = AFC + AVC or AFC = AC - AVC). This is the utility’s transition or
“stranded” investment costs and is shown by the area F. (This assumes that the utility
does not sell the power elsewhere in another market.) The area T is other costs that
are potentially not recoverable from selling generated power. This includes
transmission and distribution costs, system support costs (or ancillary services), and
other related costs. Many of these costs would be recovered by the utility when it
supplies these services to the alternative supplier since the utility will remain the only
supplier of many (but perhaps not all) of these services.

The only potentially “stranded” investment (or sunk) cost, and the main point of
contention in the debate on recovery, is the area indicated by F. This area represents
the fixed generation cost of the utility that is no longer recovered from customers when

bypass occurs. The area T, however, represents other system costs that (except for

¥
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® Only generation costs are considered in this analysis. Other costs to society in general (that is,
external costs) are not considered here. For a discussion on the treatment of extemnal environmental
costs, see Kenneth Rose, Paut A. Centolella, and Benjamin F. Hobbs, Public Utility Commission
Treatment of Environmental Externalities (Columbus, OH: The National Regulatory Research Institute,
June 1994).
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Figure 2.2. Area of nongeneration unrecovered cost and unrecovered
average fixed cost with bypass.

s‘ystem costs that are not “used and useful” that may still be in rates), are needed to
reliably supply power to customers, are services that the utility will maintain a monopoly
of, and are recoverable through exit, access, or entrance fees. All other costs below
the utility’s marginal cost are not incurred when the utility is no longer suppling the
generation. Again, if the utility is at the quantity q', or at any point in the range where

marginal cost is greater than average cost, all fixed costs are below marginal cost. Any
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calculation of transition costs should recognize those variable or marginal costs that are
avoided when generation is reduced and any revenue from the sale of system
(nongeneration) services. In the calculation of transition costs, therefore, both the
avoided generation costs (cdsts not incurred) and revenue from the sale of system
services (otherwise the utility could collect revenue for these services twice) should be
subtracted from the lost revenue requirement of the utility. Once this calculation is
made, the debate on how much of area F the utility should recover can proceed.

Figure 2.3 depicts two nonoptimal quantities of power production by the utility
and alternative supplier using the same cost assumptions as in the prévious two
figures. The first case, where quantity equals q,, is an example of too much or
“uneconomic” bypass (all quantity combinations to the left of q' represent uneconomic
bypass). The alternative's marginai cost is above the utility's marginal cost but below
the utility's average revenue between q" and g,. In this range, potential customers
comparing the utility’s rate with the alternative’s price (or marginal cost) will choose the
alternative even through the utility’s marginal cost is lower. This effect only occurs in
the region between g and q,. In the strict productive efficiency sense, bypass of the
utility would be inefficient since the lowest-cost supplier is not selected by customers.
The potential loss to consumers is the triangular region L between the utility’s and the
alternative’s marginal cost.

Note that if bypass did occur, the utility would again avoid incurring the variable
costs associated with producing the power. The amount of unrecovered cost is the
average rate minus the utility’s marginal generation cost, or area T (including L), plus
the fixed or capacity portion of the utility's average generation cost, AC, - AVC,, or the
area F. Both these areas are now greater than that depicted in Figure 2.2.

To avoid the problem of uneconomic or inefficient bypass, the cost of
transmission and distribution and other system costs represented by the region T, can
be added to the alternative supplier's marginal cost, through an “access charge” for
example; this is shown by the new curve, MC',, in Figure 2.3. In this case the supplier
with the lowest generation cost will be selected by customers, even in the region q’ to

q,. Outside of this region, the access charge is not necessary for selection of the
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Figure 2.3. Effect of uneconomic bypass on the amount of transition costs.

lowest-cost generator, but may be used to allow the utility to recover its transmission
and distribution costs.!® For example, at the quantity q,, bypass would not occur since
the aiternative supplier's unadjusted marginal cost (MC,) is higher than the utility’s rate
(AR,). '

' It is assumed here, for simplicity, that all the costs represented by the region T would be
included in the access charge. However, there are costs that may not be passed through such a charge.
A breakdown of these costs is discussed.later in this chapter. .
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In Figure 2.4 at quantity q;, there is too much utility power or insufficient bypass.
f Again, the higher cost to consumers is the trianguiar region L with the utility losses from
] bypass shown by T and F (not including area L). Note that both with and without the
/ access charge at this quantity, as well as any quantity to the right of q°, customers will
choose the lower-cost alternative supplier. All quantities to the right of q” represent

insufficient bypass.

MC’
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=
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Quantity (MWh)

Figure 2.4. Effect of insufficient bypass.
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Since the utility losses are smaller than they are at the optimal quantity, it may be
tempting to find the quantity where the loss to consumers, L, is equal to the utility’s
losses, T+F. However, this would be misguided and ill-advised. First, in many, if not
most cases, the utility will still be providing distribution, transmission, backup power,
maintenance and other services to the exiting customer and, presumably, collecting a
fee for these services. Therefore, not all of area T is a future “loss” to the utility. As
noted above, any revenue from the sale of these other services should be subtracted
from total transition costs. A “lost revenue” calculation of transition costs, based on the
lost revenue requirement that was formerly contributed by a departing customer, should
deduct the revenue from the sale of services provided by the utility to alternative
suppliers and customers.' (As also noted above, the “avoided” generation costs
should also be deducted from “lost revenue” calculations.)

Second, it is important to understand the origin of these potential transition costs.
Some have identified the source of these costs as "stranded"'? assets (expensive
power plants and excess capacity) and liabilities (purchased power contracts with
qualifying facilities), and regulatory assets (deferred expenses and DSM programs) and
expenses from social or public policy programs (environmental, conservation, low-

income programs).

' In FERC's Final Rule (Order No. 888), lost revenues are calculated as the average annual
revenue from the departing generation customer over three years prior to the customer’s departure, less
the average transmission-related revenues from the customer for the same period; minus a market value
estimate based on either (at the customer’s option): (1) the utility's estimate of the annual revenues from
selling the released capacity and energy or (2) the average annual cost to the customer of replacement
capacity and energy. This difference is then muitiplied by the length of the “reasonable expectation
period.” Federal Energy Regulatory Commission, 18 CFR Parts 35 and 385, "Promoting Wholesale
Competition Through Open Access Non-discriminatory Transmission Services by Public Utilities;
Recovery of Stranded Costs by Public Utilities and Transmitting Utilities,” Order No. 888 — Final Rule,
April 24, 1996, 592-3.

'2 Theresa Flaim, "Methods of Handling Transition Costs for the Electric Utility Industry,”
presentation to the National Association of Regulatory Utility Commissioners, Committee on Electricity,
Washington, D.C., March 1, 1994; and Eric Hirst and Lester W. Baxter, "How Stranded Will Electric
Utilities Be?" Public Utilities Fortnightly 133, no. 4 (February 15, 1985), 30-32.
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However, not all these possible sources contribute equally to a utility’s total
transition cost. Focusing on what might be a relatively small percentage of the utility's
overall rate (QF contracts for exampie), when generation costs are a much higher
percentage of the overall rate, ignores the main potential source of cost reduction. The
amount of the transition costs (and the probability of bypass) will generally depend
more on the utility's generation cost and its overall rate level than other nongeneration
costs. This means that the lower the utility's generation cost base, the more
competitive they are and the less likely there will be opportunities for bypass and,
therefore, the lower transition costs will be. Of course, the source and proportion of
transition costs will vary by utility.

Figure 2.5 illustrates the effect of a decrease in the utility's marginal cost and
average rate. The dashed curve MC', represents the lower marginal cost and the
dashed curve AR', is the resulting new lower average-rate curve. The alternative
supplier's marginal cost curve, MC,, is the same. The new equilibrium quantity is now
q" (where MC', = MC,). Thus, the utility, by decreasing its marginal cost, has increased
the range where it is economically competitive from q to q". The indicated area G is
the potential revenue gain to the utility from the lower cost and price for generation.
Depending on the elasticities of the curves, the magnitude of the revenue gain may be
much greater than the losses to the utility from bypass.

Given the assumption and likelihood that utility costs do not reflect the lowest
possibie costs because of cost-based regulation,* there is room for decreasing
marginal cost and, consequently, reducing transition costs. A competitive wholesale
and retail electricity market, with no compensation for transition costs, would induce this

type of reduction.

'3 There is an extensive literature related to the poor incentive given to utilities to minimize costs
under cost-based regulation. See, for example, Jean-Jacques Laffont and Jean Tirole, A Theory of
Incentives in Procurement and Regulation (Cambridge, MA: The MIT Press, 1893), Introduction and
Chapter 1. As will be demonstrated, this is a critical feature of utility costs for determining transition cost
recovery’s affect on economic efficiency.
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Figure 2.5. Effect of a change in utility marginal cost and average rate.

In summary, the preceding analysis allows several observations to be made
about transition costs:

¢ the existence or amount of the transition costs depends on the relative
positions of the utility and alternative supplier's cost curves and the utility's
rate for a given quantity; ’

| ¢ transition costs occur when there is a competitive supplier (or suppliers) with

marginal cost below the utility's rate for a relevant range of output with no
access or exit fee, or below the utility’s marginal cost with an access or exit
fee;

THE NATIONAL REGULATORY RESEARCH INSTITUTE — 19




SR,

CHAPTER 2

+ when the marginal cost of the alternative supplier is above the utility's rate,
there are no transition costs and the utility remains the suppiier;

« when the alternative supplier's marginal cost is lower than the utility's
marginal cost, the transition costs, for a given quantity range, is the difference
between the utility’s rate and its marginal generation cost plus the portion of
average generation costs that are average fixed costs;

« access charges or exit fees can be used to prevent uneconomic bypass, the
case where the alternative supplier's marginal cost is between the utility's rate

and marginal cost; and

lowering the utility’s marginal cost also results in a consummately lower rate,
reducing the likelihood of economic bypass to competitive suppliers
and, consequently, incurring transition costs.

These observations are important to consider when estimating the size of
transition costs. For example, estimating transition costs as the difference between the
utility's marginal cost and a competitor's marginal cost or the market price will
inappropriately include some variable or avoidable costs and leave out costs above
marginal cost but included in utility rates. Depending, of course, on the size of the
actual transition costs, this method could understate or overstate the magnitude. Using
only the difference between the utility's average rate and its marginal generation cost

would miss bypassed capacity cost and possibly understate the amount.

A Further Examination of Utility Cost

From this analysis it becomes clear that there are two general categories of
costs that cause a utility’s rate to exceed a market or competitive price. These costs

could place the utility in an uncompetitive position or at a disadvantage relative to

market competitors. These general categories are:

« the amount that the utility's rate exceeds its marginal cost, and
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» the amount that the utility’s marginal generation cost exceeds the market
price (or the marginal cost of alternative suppliers).

The first category is costs that do not contribute directly to the cost of generating
electricity by the utility and are separable from the utility's marginal cost. They occur
because embedded cost ratemaking includes costs that are not directly associated with
electric generation. As noted, some of these costs may be recovered through an
access charge for transmission and distribution service. These may be called

infrastructure and program costs or nongeneration costs and include two types:

« costs that are or were sanctioned or imposed by the state or commission and
are deemed necessary or desirable. In many cases, the largest™ of this type
of costs are the distribution and transmission costs. Others include the cost
of conservation, low-income, or renewable energy programs or purchased
energy contracts as part of a broader public policy strategy. These latter
costs, however, may be only a small portion of the overali utility rate.

« A second type are costs that include excess capacity costs. These are costs
that may fail a used-and-useful test or be disallowed and are most at risk of
being "stranded.”

The second general category, costs that contribute to the utility's marginal cost
exceeding the market price, are simply direct generation costs. These include capital

costs for bypassed capacity (as opposed to excess capacity), fuel costs, and operation

and maintenance costs. This may be where considerable reductions can be made to
lower rates and improve a utility's competitive position, in both the short and long run.
Short-run cost improvements include reducing higher-than-market fuel costs and
nonoptimal operation and maintenance costs. Longer-run improvements are mainly
capital cost reductions and other costs that may not be minimized.

Figure 2.6 outlines é process that states could use to determine transition costs

: from the cost definitions discussed above. The objective is to separate the potential

" These examples are provided as examples only and are not a description of all utilities'
situations. Specific types will vary considerably by state and utility.
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transition costs from costs that continue to provide infrastructure support, avoided costs
that are no longer incurred, and program costs determined to have continued support.
The shaded column on the left side of Figure 2.6 represents the utility's potential
unrecovered costs (or revenue from rates) between the market price of power and the
utility’s rate. The figure then separates these costs into four general categories —

- potential transition costs that are either nongeneration (or system) or generation costs

and supported or avoided costs, again separated by nongeneration and generation
costs. Under traditional reguiation. both categories of potential transition costs may be
questioned on a used-and-useful or prudence standard. These issues would arise in
the normal rate-making process. In a similar manner, states may review these costs to
determine which will be recoverabie (or continue to be recovered) and which will not.

A distinction is made here between excess capacity, which is not used to meet
current load, and bypassed capacity. The latter was used-and-useful until bypass
occurred. In this case, regulators would have to determine whether to continue cost
recovery.'s

The costs in the upper right hand comer of the figure, are those that may be
sanctioned by regulators. The largest portion of these costs are related to
infrastructure, in particular transmission and distribution. How to conduct this
separation is now being debated and is not discussed here. Again, examples of
program costs include conservation or low-income assistance programs that receive
continued support from regulators. These would be the costs that would be appropriate

to consider for inclusion in an exit fee.

'S Under traditional rate-based/rate-of-retum regutation, cost recovery includes depreciation
expense, recovery of the capital cost, and a rate of retum on the capital investment. Commissions may
decide to allow continued retum of the investment and no retum on the investment, continue both, or
neither (the remaining option, continuation of recovery on but not of, is uniikely). This will be discussed in
detail in the next chapter.
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How an Exit Fee Would Work

As discussed, if a competitor's marginal cost is between the utility's average rate
and marginal cost, "uneconomic bypass” could occur. In this case, customers may
choose the alternative supplier, but as noted above, it would be inefficient to allow the
customer to leave the utility's system. Conversely, if the utility's marginal cost is above
the alternative source's, then bypass would be economically efficient.

The following simple numeric example'® shows how an exit fee can be used to

prevent uneconomic bypass from occurring."”

Utility assumptions:
price = AR, = 9¢/kWh
marginal cost = MC, = 5¢/kWh

Alternative supplier assumptions:
price = P, = marginal cost = MC, = 7¢/kWh

In this case, bypass would be inefficient. To prevent "uneconomic” bypass, the

regulator may set the price of the alternative source's power at
(AR,-MC)) + MC,, ord4¢ +7¢ = 11¢

where (AR, - MC,) is the exit fee. Since the utility's price is 9¢, no bypass occurs.

Conversely, if the alternative supplier's price and marginal cost were 4¢/kWh, then

'8 This example is based on a method presented in Joe D. Pace, Direct Testimony to the Michigan
Public Service Commission, Case No. U-10143 and U-10176, March 1, 1993.

TR IR ve

7 Again this is in a strict economic sense ignoring, for the time being, programs to internalize
externalities and other social programs.

e,
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(AR, - MC,) + MC,,

would equal 4¢ + 4¢ = 8¢, bypass would now occur. Thus, bypass will only occur when

the alternative supplier's marginal cost is below the utility’s marginal cost.

This method of calculating an exit fee is based on a critically different assumption
of average and marginal cost than those made in the above graphical analysis of this
chapter. In the earlier graphical analysis, generation was separated from other costs of
supplying power while the average revenue curve, or the average rate, included all
costs. Exit fee proposals, in contrast, include all costs in both the marginal cost and
rate, including costs for generation, transmission, distribution, and so on. Because of
assumptions of economies-of-scale, average costs are declining in the relevant range
of output. This means that average costs will be greater than marginal cost. Itis
further assumed that the utility's rate equals average cost.

This method of calculating the exit fee (that is, AR, - MC)'® makes it difficult to
separate out transition costs. One result is that the utility is either fully compensated for
all costs, or the costs are avoided since the remaining marginal costs not recovered are
all avoided costs.

Most likely, the entire difference between the rate and marginal cost would not
be used by a regulator. Costs that include infrastructure (distribution and transmission)
would be included. Excess capacity costs, however, may not be included. If they are
included, it would be only a portion."® Separating these costs can be accomplished in a
similar manner to the above discussion. |

With any method there will be a practical measurement problem. Marginal cost
is not an easily identifiable number. It is complicated by the fact that utilities are

currently cost-of-service regulated, meaning that there will be a divergence between

'8 This method, based on utility marginal cost, shouid not be confused with FERC'’s “lost
revenues” approach described in footnote 11.

" The application of the used-and-useful and prudent-investment tests to transition costs are
discussed in the next chapter.
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observed marginal cost and actual unobserved marginal cost (what a competitive firm
would have).”® The only way to find the true marginal cost, is to have a market develop.
In this case, if there is competition, then the market price and marginal cost will
converge.

This emphasizes the importance of the beginning assumptions when designing
policies to deal with transition costs or attempting to calculate their magnitude. It is
important to be clear on what costs are being included in the marginal cost calculations

and utility rates.
Economic Efficiency

Economic efficiency has been used as an argument both to justify recovery of
transition costs and to deny recovery. Those who argue for transition cost recovery cite
two main negative efficiency effects: (1) it can cause an increase in the cost of capital,
obviously an important consideration for electric utilities, and (2) there could be a [
market distortion from competition where the lowest cost, or most efficient power
producer, is not always chosen (the situation of uneconomic bypass described above in J
Figure 2.3).
The first possible efficiency loss, from a cost-of-capital increase, is said to occur
if transition cost recovery is denied, because investors will view an electric utility as
riskier thah before. As a result, they will demand a high return on their utility
investments. This higher cost is usually passed through to ratepayers. Baumol and
Sidak state that if utilities are not allowed to recover their costs, consumers would only
win a “Pyrrhic” victory because “[t]heir short-run gains will be more than offset by the

future deterioration in service.”™ FERC also raises this same basic concemn, stating

2 A critical assumption of the above analysis is that the marginal cost curves represent the locus

' William J. Baumol and J. Gregory Sidak, Transmission Pricing and Stranded Costs in the
Electric Power Industry (Washington, D.C.: The AEl Press, 1995), 106. Financial support for this
publication was received from the Edison Electric institute.
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that “the prospect or lack thereof for recovering such costs from ratepayers could erode
a utility's access to capital markets or significantly increase the utility’s cost of capital.”?

This argument, however, assumes the existence of several factors that are
unlikely to occur for most utilities. First, it would only be an extreme case where the
regulator did not allow cost recovery for capital and expenses to maintain and update
the utilized part of the system. It is unlikely that regulators will deny cost recovery for
services (such as transmission and distribution) provided to customers even when
others are supplying the generation. Even when no fixed or sunk generation costs are
allowed to be recovered, the utility will be allowed to recover the market price for
generation it supplies and will be able to recoup its transmission and distribution and
other system support costs. If this did result in a higher cost of capital it is likely to be
small and last for only a limited time.

Where the effect on cost of capital is not small or temporary, it is likely to occur
only in the case of utilities that are already in severe financial difficulty. While regulators
may be reluctant to have a utility declare bankruptcy “on their watch,” it should be
remembered that when a utility does declare bankruptcy the lights do not automatically
go off. The utility may remain in bankruptcy for a time and later emerge in better
financial health, merge with another utility, or reorganize itself and sell or write off parts
of the company. From an economic efficiency standpoint, society is better off after the
financial readjustment since it results in a better allocation of resources overall. While
there may be a temporary loss for current stockholders, after a period of adjustment,
both consumers and the utility are better off; consumers have lower rates and the utility

is in a more competitive condition.

2 Federal Energy Regulatory Commission, “Supplemental Notice of Proposed Rulemaking on
Stranded Costs by Pubiic Utilities and Transmitting Utilities,” Docket No. RM84-7-001 (March 1995), 178.
This is restated in the Commission’s Order No. 888, in a conclusion section of the Final Order. FERC 18
CFR Parts 35 and 385, “Promoting Wholesale Competition Through Open Access Non-discriminatory
Transmission Services by Public Utilities; Recovery of Stranded Costs by Public Utilities and Transmitting
Utilities,” 453.
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There is also the risk of a distortion in capital markets in the other direction. If
uncompetitive utilities are “propped up” by regulators (such a strategy could only last a
short time), investors will be sent the wrong signais on competitive risks and will not be
able to determine the best use of their invested capital. The result would again be a
misaliiocation of resources, in this case of capital.

It is likely that there may be some rise in the cost of capital in the move to
competition since utility investments will be perceived to be a higher risk than under
cost-based regulation. Electric utility financial instruments should be expected to
approximate nonregulated firms over time. (Utility investor expectations and a means
to determine them is discussed in detail in Chapter 4.) This does not mean that there is
no net benefit from retail access and competition. The lower costs induced from market
prices should offset the higher capital costs. If this were not the case, then by the same
logic all industries should be regulated to get the lower cost of capital or less regulation
should not be considered for regulated firms. Of course, a lower cost of capital was
never intended to be the primary reason for regulation in the first place and the
prospect of a slightly higher cost of capital shouid not be the primary reason to delay
open or retail access today.

Measuring the net benefit of competition would involve the consideration of many
more factors than cost of capital. Such a calculation would have to include, for
example, an estimation of the loss of vertical economies and the gain from reduced
generation costs.? A report prepared for Enron Capital & Trade Resources concludes
that “permanent benefits to be gained from restructuring of the US electric supply
industry vastly outstrip the transitional costs associated with the restructuring.”** The

authors of this report estimate the net benefit (to consumers and producers) of

2 For an estimate of vertical economies, see John E. Kwoka, Jr., “Vertical Integration and Its
Alternatives for Achieving Cost Efficiency in Electric Power,” unpublished manuscript, George Washington
University (March 1996).

24 Chitru Fernando et al., “Unbundling the US Electric Power Industry: A Blueprint for Change,”
report prepared for Enron Capital & Trade Resources, Houston, Texas (March 1885).

THE NATIONAL REGULATORY RESEARCH INSTITUTE — 28

RGN, fu o

R

;

;
ok
%,
&
B



CHAPTER 2

restructuring to be $80 to $100 billion per year. Moody’s Investors Service® estimates
“stranded” costs at $135 billion total.”®

This leads to the second category of possible efficiency loss cited by those
arguing for transition cost recovery, losses from uneconomic bypass. Baumol and
Sidak? describe a method, which they call “Efficient Component Pricing,” that is
intended to prevent uneconomic bypass and describe it as “a necessary condition for
economic efficiency, and hence for promoting the public interest.”® This is in effect an
access fee calculated in a similar manner to the exit fee example described above.? In
this case, rather than exiting customers paying the fee, the aiternative supplier pays for
access to the utility’s system. Since this cost is likely passed through to the customer,
the incidence of the charge is the same.

The definition of what is economically efficient used by the supporters for
transition cost recovery and the one used in this chapter so far is too narrow to analyze
overall consumer welfare. Efficiency losses from the possibility of uneconomic bypass
must be balanced against the negative efficiency effects of delaying the benefits of
competition to ratepayers, of providing utilities with little incentive to manage and

reduce their transition costs, and of limiting the number of alternative suppliers in the

2% Stranded Costs Will Threaten Credit Quality of U.S. Electrics (New York: Moody's Investors
Service, August 1995).

% As noted in Chapter 1, even if both of these estimates are greater than the actual, the
magnitude of the savings relative to the transition costs is likely to be considerable.

2 Baumol and Sidak, Transmission Pricing and Stranded Costs in the Electric Power Industry,
Chapter 9.

% Ibid., 121. A similar efficiency argument for transition cost recovery is made also by Paul L.
Joskow; “Does Stranded Cost Recovery Distort Competition?™ The Electricity Journal 9, no. 3 (April 1996).

» Baumol and Sidak’s terminology is different than that used in the above analysis. Rather than
an “exit fee” based on the difference between the utility’s average revenue or rate and its marginal cost,
they use the term “opportunity cost,” the amount the utility forgoes when an amount of power is sold by an
alternative supplier that used to be supplied by the utility. This is defined as the revenue given up less
what the utility’s “incremental” costs would have been had it supplied the power. The “efficient” price for
transmission service (when the utility used to supply the generation) is then the opportunity cost plus the
incremental cost to the utility to provide the transmission service to the alternative supplier. Similar to the
result described above, this leads to the lowest-cost generation provider being the one to supply power to
customers.
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generation market. To consider these effects requires a much broader discussion of

economic efficiency.

Static and Dynamic Efficiency

There are two general types of economic efficiency: productive or “static”
efficiency and an overall or “dynamic” efficiency. Static efficiency is achieved when
power is generated by the lowest-cost sources. Thus, static efficiency requires only
economic bypass of the utility's system and no uneconomic bypass. Baumol and Sidak
note also that to meet their condition of static efficiency requires that there are no
monopoly profits or cost inefficiencies.* This assumes that the utjlity's and the
alternative supplier's marginal costs are minimized and remain unchanged. Figures 2.1
through 2.4 above, while useful to describe the problem of transition costs, are a static
analysis of the problem. In those examples, average rate and the utility's and
competitor's marginal costs do not shift from their positions and are, by definition,
assumed to be minimum costs. The curves only account for changes in quantity at
different costs or changes in cost for different quantities. While this is useful for
discussion and understanding the problem, it is not very realistic.

Because of regulation, utilities are likely to have cost inefficiencies.®’ This
violates Baumol and Sidak's condition for productive or static efficiency. In addition,
over time it should be expected that costs would change so the curves (rates and
marginal cost) would be expected to shift. The effect of this shifting is demonstrated in
Figure 2.5 above. This can be caused by changes in technology, fuel prices, or
regulatory policy. Obviously, it is this last exogenous factor that commissions can affect

the most. These shifts in the curves over time are caused by dynamic effects. When

3 Baumol and Sidak, Transmission Pricing and Stranded Costs, 117. The term “static efficiency”
is not used, but the efficiency conditions described are consistent with the definition used here.

¥ gee footnote 13. For an empirical analysis of utility costs and an exampie of utility cost
inefficiency, see Gale A. Boyd and Marie R. Corio, “The Cost-Reliability Frontier: New Techniques for
Evaluating Cost/Reliability Trade-Offs and Targeting Plant Spending and Performance,” presented at 1994
International Joint Power Generation Conference, Phoenix, Arizona, October 1994.
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developing a regulatory policy, therefore, it is important to also consider this second,
and in many respects more important type of efficiency.

A key difference between static and dynamic efficiency is the element of time.
Dynamic efficiency assumes that the utility's marginal cost can or does change over
time or, more importantly, can be induced by policy to change. Competitive markets
~ are by nature dynamic and it is these dynamic effects that are sought in the current
electric industry restructuring efforts. Market competitors are driven to innovate and
control costs to retain or attract customers (as long as it is, or is expected to be,
profitable). Dynamic-efficient regulatory options provide more incentives for the utility to
reduce its costs. Utilities can reduce costs by, for example, renegotiating fuel contracts,
reducing operation and maintenance costs, or reducing the carrying cost of capital.
Regulatory policy that can induce cost-minimizing behavior by utilities (and reduce the
likelihood of future transition costs) include incentive ratemaking and wider use of
competitive markets.

In theory, static efficiency requires that only economic bypass occurs. This is a
necessary but not sufficient condition for dynamic efficiency, however. While there may
be static efficiency, or no uneconomic bypass with production of a given output only
from the lowest-cost suppliers, this does not mean that there is dynamic efficiency.
Although, complete dynamic efficiency would require that static efficiency be achieved.
In short, dynamic efficiency is the broader and overall efficiency condition to measure
social welfare. Static efficiency would only indicate that production was from the
lowest-cost producers at a given time.

In practice, these two definitions of economic efficiency are distinct in other
ways. Although regulators may be able to determine if the lowest-cost producer is
supplying the power, for example by comparing known costs, determining whether this
is dynamically efficient would probably be impossible. Dynamic efficiency is found
through the workings of the market where customers are choosing their supplier and
producers are seeking every opportunity to reduce costs. For example, any action that
limits the number of competitors may appear to ensure economic efficiency, but may

remove competitive pressure on the utility to control costs. Also, regulators may
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impose access, entrance, or exit fees, in the interest of static efficiency, but couid
interfere with the market finding the dynamic-efficient solution. This is an inescapable
(and perhaps paradoxical) outcome — attempts by the reguiator to “correct” for static
inefficiencies would only harm long-run overall efficiency.

Kahn separates the concepts of static and dynamic efficiency and examines a
case where dynamic efficiency gains may outweigh static-efficiency losses. In a
discussion of the merits of allowing a utility to charge marginal cost for a service, he
points out that while it may be efficient “in the static sense” to allow the utility to drive
out its rivals, there may be some “dynamic loss if the result is the elimination of those
competitors.”*? He adds that preserving the competitors (by setting a price above
marginal cost) would provide a “stimulus” to the utility’s performance and “might in the
long run contribute sufficiently to a greater and more varied innovation, to continual
improvements in the industry’s service and efficiency to outweigh the static-welfare loss
involved in keeping it the competitor] alive.”* However, restricting competition in this
way, he states, would require “a very heavy burden of proof.” Of course, for electric
utilities at this time, the debate on transition costs is not whether competitors should be
supported, but whether the utility should be aliowed to recover uneconomic costs.
Because, allowing recovery would restrict the competitive outcome, the "*heavy burden
of proof” is on those who argue for recovery. Restricting the market’'s outcome (and its
dynamic benefits) by supporting uncompetitive utilities (in the interest of static
efﬁciency). only serves to delay the benefits of competition for consumers and hobbles
potential competitors. The dynamic-efficiency gains from reduced costs, innovation,
and lower prices to consumers, while difficult to predict, almost certainly outweigh any

loss in static efficiency.®

2 Alfred €. Kahn, The Economics of Regulation: Principles and Institutions, Vol. I, Economic L
Principles (Cambridge, MA: The MIT Press, 1988), 176. This discussion concerned AT&T's ability to, at
its long-run marginal cost, drive out most or all rivals.

3 bid.; 176-77.
¥ As the analysis in Figure 2.3 above shows. “uneconomic” bypass will only occur in a limited

range and the loss in efficiency will be small. The potential loss from “insufficient” bypass. on the other
hand, could occur over a much wider range and be much larger.
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Wenders attacks the entire notion of uneconomic efficiency and questions
whether it actually exists. In his view, the notion of uneconomic bypass “misses the
whole disequilibrium feature of the competitive process. Competition is a process by
which economic efficiency, in a static-equilibrium sense, is brought about™* (emphasis
in the original). Any “uneconomic” competition is “the most efficient means of bringing
about the economic end” and “in the real world,. . .competition by allegedly inefficient
providers happens all the time, and in fact in the long-run improves economic
efficiency.” * He adds that the “cost’ is not only noneconomic and sunk: It is a fiction
created by the regulatory process to begin with — a regulatory process that has
resulted in the massive distortions to economic efficiency.”’

On the issue of regulators attempting to correct or prevent the loss from static
inefficiency, he notes that it would “entrench the existing efficiency-distorting regulatory
mechanism and deflect the corrective forces of competition.”™® Moreover, to suggest
that the regulator “is suddenly going to come up with a costing methodology that solves
the uneconomic bypass problem in the litigious atmosphere of a regulatory environment
is naive.”™® These practical problems of “entrenchment” of inefficient regulatory costs
and the measurement of the inefficiency are serious limitations that cast significant
doubt on the practicality of attempting to prevent uneconomic bypass.

Recall that Baumol and Sidak note that their “efficient component pricing” rule
requires that no production cost inefficiencies exist. In addition to (as noted above) this
being currently highly unlikely for regulated utilities, the only way to actually ensure this
is through the workings of a competitive market. This means that any attempt to put in

place a mechanism to prevent uneconomic bypass when this condition is not met will

35 John T. Wenders, The Economics of Telecommunications: Theory and Policy (Cambridge, MA:
Ballinger Publishing Company, 1987), 259.

% |bid., 260.
¥ 1bid., 261.
* \bid.

* \bid., 262.
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only impede the market's ability to reduce production costs to the minimum possible
level. In effect, this becomes a self-defeating process, where the process itself
prevents from being met the very condition that is required for its justification.

Over time, dynamic efficiency would lead to the utility's marginal cost being
reduced to the market price. This market price would reflect a combination of the
marginal costs of utilities, alternative suppliers, and so on. To be dynamically efficient,
it is required that the market price of electricity be this marginal cost of all suppliers.

, This also has the effect of reducing the amount of transition costs over time. Figure 2.7
illustrates how increasing dynamic efficiency coulid, over time, reduce transition costs.*
Average rate is again, as in Figures 2.1 through 2.5, depicted by the AR, curve.
Likewise, the MC, and MC, curves are the utility’s and competitor's marginal cost
curves for generating power at a given time. The difference is that time is on the
horizontal axis rather than, as is usually the case when depicting marginal cost,
quantity. In addition, it is assumed here that the commission has determined which
costs are transition and which are infrastructure and supported costs. At the start, it is
assumed that the rate includes some portion of (no judgment is made here of the
proportion or which costs should be included) transition costs, shown by the shaded
area. Over time, these costs are phased out. The proportion of infrastructure and

: program costs remains the same throughout this period.

In this example, the competitor's marginal cost is shown as increasing over time.

This could occur (but is not required) for several reason. One is a rise in natural gas

e ot & e

prices that may result from increased demand for natural gas as a fuel to produce

i electricity and for other uses (brought about by new technologies). Another possibility
! is that independent suppliers become increasingly subject to external costs through, for
example, a broad-based emissions tax. In this figure, the utility’s rate and marginal cost

are decreasing. ldeally, the utility's marginal cost and its competitors' should either

e converge or merge into a market price. The utility's rate would, again ideally, equal its

“ Figure 2.7 is similar to one presented by Matthew . Kahal, An Economic Perspective on
Competition and the Electric Utility Industry (Silver Springs, MD: Exeter Associates, Inc., November 1994).
However, it is altered and used here to illustrate a different point.
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ARu Transition Costs

$/MWh

to time to+n

Figure 2.7. Effect of dynamic efficiency on transition and marginal costs
and utility rates.

marginal cost.** The difference at t,,, between the rate and the utility's marginal cost is

the remaining nongeneration or infrastructure and program costs.

L 41 Recall that it is assumed here that the marginal generating cost is greater than average
s generating costs for both the utility and its competitors. Therefore, when price equals marginal cost,
average costs are recovered. This means that capital service costs (for generation) are also recovered.

This is based on empirical evidence from recent studies. See Thompson et al., Economies of Scale and
Vertical Integration.
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Transition costs are being reduced over time as, for example, assets are written
down or depreciation rates are accelerated, the former for costs absorbed by the utility
and the latter by ratepayers through the depreciation expense.*? The transition costs
shown in the shaded area are those assigned to ratepayers. Not shown in this graph is
the portion taken by the utility. This could be represented by a fifth line above AR,.
The commission would determine the portion the utility and ratepayers should recover
and, if any is to be recovered from ratepayers, how it should be recovered.

Time, t,.,, is the point where the ratepayers’ share of any transition costs would
equal zero. It would not be necessary for commissions to know exactly when t,.,
occurs. This is because, as noted, competition will determine the level of the
transitions, therefore determining them will be an on-going process. At some point in

the future, however, transition costs will not be recovered at all.

This leads to a policy question facing regulators today, what is the best way to
mitigate transition costs? FERC asked these questions: “How should the Commission
ensure that the utility takes all reasonable steps to mitigate its own costs so as {o
minimize what the customer would have paid? How shouid the Commission ensure
that the utility does its best to sell the power at its highest possible value so as to
mitigate the customer’s stranded cost liability?™* If a commission states up front that it
feels strongly that utilities should be allowed to recover all transition costs, it probably
cannot practically ensure that all is being done to reduce stranded costs. The reason is

that there is no realistic way for a commission to examine all available utility costs and

“2 gpecific methods of treating transition costs are discussed in Scott Hempling, Kenneth Rose,
and Robert E. Burns, The Regulatory Treatment of Embedded Costs Exceeding Market Prices: Transition
to a Competitive Electric Generation Market (Columbus, OH: The National Regulatory Research Institute,
November 1994); and Lester W. Baxter, Stanton Hadley, and Eric Hirst, Strategies to Address Transition
Costs in the Electric Industry, Draft Report (Oak Ridge, TN: Oak Ridge National Laboratory, April 1996),
Chapter 2.

3 FERC, Supplemental NOPR, “Stranded Costs by Public Utilities and Transmitting Utilities,” 222-
23.
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options. A way that is consistent with dynamic efficiency and less costly
administratively, would be to simply not allow, and certainly not to guarantee, full
recovery of transition costs. This would provide a much more robust incentive to
reduce stranded costs than any accounting or auditing means (this would also be more
consistent with past regulatory treatments in other deregulated industries).

Robert Michaels notes that compensating utilities for transition costs could take
the form of rent seeking where "[ultilities will reasonably seek to maximize their
collections, both by contriving high.stranding estimates and by not engaging in
reasonable mitigation."* Ideally, if transition costs are to be recoverable at all, they
should be recovered only from the increased efficiencies realized by the utility through
better use of the market to buy and sell power, by efficient use of its existing resources,
and by renegotiating uneconomic contracts and obligations. This can be done by
means of an offsetting account that allows the utility to write down an asset through
cost reductions rather than immediately passing those savings to customers. States
have used an offset of this type to deal with obsolete plant and equipment that is not

fully depreciated. A mechanism using incentive regulation (price caps) is discussed ih
Chapter 5.

Conclusion

AlthoUgh static efficiency may be an important consideration, it would be a
mistake to focus exclusively on it when considering regulatory options. The condition of
cost minimization required to make an access, entrance, or exit fee lead to an
economically-efficient solution is unlikely to be met. Regulators, therefore, should
consider dynamic efficiency as a primary goal of their transition policy. A major reason
for moving to a more competitive market is to increase dynamic efficiency. Dynamic-

efficient effects are potentially much larger than any static loss from uneconomic

~ bypass. It was the dynamic-efficient effects in other deregulated industries that

“4 Robert J. Michaels, letter to the editor, The Electricity Journal 8, no. 2 (March 1995): 86.
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reduced the transition costs and provided consumers with substantial benefits.*®
Preference should, therefore, be given to policy options that are consistent with the goal
of dynamic efficiency and those at odds with it should be avoided. If a commission's
intention is to facilitate the development of a dynamic competitive market, then dynamic
efficiency should be its primary goal. This cannot be achieved by just focusing on static
notions of economic efficiency. |

Competition is not a zero sum game, where winnings equal the losses.
Undoubtedly, there will be winners and losers. But in a positive sum game, such as
competition in electric supply, the savings (winnings) to ratepayers, utilities that are able
to compete, and their shareholders will likely exceed the losses from utilities unable to
compete. The idling and writing-down of uneconomic assets increases overall
economic efficiency.

There is no practical way to precisely identify in advance how much utility rates
exceed marginal cost or market prices. Therefore, transition costs are not all
determined at this time. Only a functioning and performing competitive market* can
determine this over time. Since it usually will be impossible to determine in advance
market prices and the level of competition that will occur, prospective determination of
transition costs should be avoided, that is, letting the utility itself determine in advance

what are its transition costs and then basing recovery on these estimates.

45 gee Clifford Winston, “Economic Deregulation: Days of Reckoning for Microeconomists,”
Joumal of Economic Literature 31, no. 3 (September 1993). The author concluded that society has
gained at least $36 billion to $46 billion annually from deregulation.

“ |t need not be a textbook example of a "perfectly” competitive market to achieve significant
savings over the current procedures.
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LEGAL OBLIGATIONS, THE REGULATORY COMPACT,
AND BALANCING UTILITY AND RATEPAYER INTERESTS’

Nothing in regulation of utility-company eamings ever
has received so much attention, historically, as the valuation
of property. No other confiict in public utility regulation has
been so spirited; none has consumed so much of the time of
regulators, companies, and courts; and none has been so
inconclusive.
—Emery Troxel™

The search for a regulatory policy on transition costs that is consistent with past
regulatory treatment and does not violate the U.S. Constitution requires a thorough
understanding of the history of what has become known as the “regulatory compact,”
and, in particular, of utility property valuation. As the above quote suggests, there is an
abundant but inconclusive past to draw from. Examining past commission actions and
state and federal court decisions does not provide a specific direction or a solution for
states to consider when developing a transition cost policy. In short, they do not supply
“the answer.” They do, however, provide guidance on how transition costs should be
treated and the constitutional limits of what states can do. Fortunately for state
regulators, the inconclusiveness is indicative of the states’ wide latitude, not from
ambiguity in the law.

Balancing Policy Goals: Traditional Regulatory Objectives

The roots of the “regulatory compact™ go back to the nineteenth century when

the concept of pubiic utility regulation was being developed from the common law

* This chapter includes contributions from Robert E. Burns, Esq., Senior Research Specialist, The
National Regulatory Research Institute.

~ Emery Troxel, Economics of Public Utilities (New York: Rinehart & Company, Inc., 1947).
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prohibition of unfair competition. This concept was applied to many industries and
applied extensively to the railroad industry beginning in the mid-19th century. In 1812,
Justice Oliver W. Holmes, in one of the earliest characterizations of a regulatory
“bargain,” described it as a balance between unregulated monopoly profits on the one
hand with the unconstitutional confiscation of the utility's property on the other. He
stated that “[n]either extreme can have been meant. A midway between them must be
hit.” He then stated:

On the one side, if the franchise is taken to mean that the most profitable
return that could be got, free from competition, is protected by the
Fourteenth Amendment, then the power to regulate is null. On the other
hand if the power to regulate withdraws the protection of the Amendment
altogether, then the property is nought. This is not a matter of economic
theory, but of fair interpretation of a bargain. Neither extreme can have
been meant. A midway between them must be hit.' [emphasis added]

Justice Holmes stated that “a power to regulate rates has to steer between Scylla and
Charybdis.” In other words one cannot be completely avoided without increasing the
risk from the other.?

Historically, first and foremost regulators and the courts have attempted to
balance the interest of the utility with that of the public. Thus, in very broad terms
regulation is intended to prevent monopoly abuses (such as “excessive” monopoly
profits and price discrimination), determine “fair” or “just and reasonable” prices, and
provide safe and reliable service while allowing the firm to earn a fair return on
investments that is sufficient to continue operation (at a level necessary to maintain
safe and reliable service) and attract capital for future investment. Concerns of
economic efficiency, while often part of policy discussions and often considered, were
clearly of secondary importance. The intention was to preserve the firm’s financial

integrity and allow a return comparable to investments of similar risk.

' Cedar Rapids Gas Light Co. v. Cedar Rapids, 223 U.S. 655, 669 (1912).

2 Many regulators may feel that this is a good characterization of the current dilemma they face
with restructuring.
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What Is the Regulatory Compact?

It is critical to first understand the regulatory compact and how it evolved to
determine any possible customer obligations for transition costs. it was believed early
in the electric industry’s history that efficient competition was not feasible or practical.
Thus, rather than allow redundant systems and parallel distribution lines, local
municipalities and later state

governments granted exclusive territorial  s————————————————————————

rights to utilities. This was and is done “Special Privilege” of a Utility’s Franchise
Justice Brandeis on the special nature of a
through an agreement with state or local utility’s franchise:

: ; P .. .that a franchise to operate a public utility is not
authority by francnise territorial like the general right to engage in a lawful business,
exclusivity laws, a certificate of public part of the liberty of the citizen; . . .that it is of the

essence of a special privilege that the franchise may
convenience and necessity, or both.? be granted or withheld at the pleasure of the State;
that it may be granted to corporations only, thus
Currently, each of the fifty states have excluding all individuals; and that the Federal

Constitution imposes no limits upon the State's

laws setting up exclusive retail marketing  giscretion in this respect.”

areas for investor-owned utilities. At " Frost v. Corporation Com. of Oklahoma, 278 U.S.

least twenty-three states provide specific 515, 534 (1929).

service area assignments under territorial T —=.
exclusivity statutes. These territorial exclusivity statues provide a utility with the
exclusive right and obligation to serve in an identifiable service area. In at least thirty-
eight states, service area assignments are made through the commission's granting of
a certificate of public convenience and necessity. Because this sanctioned monopoly
was the only supplier in the area (by design), the utility was required to serve all
customers in their service area. The certification process normmally is used to assign
retail service areas.* Utilities have historically had an obligation to serve all retail

customers requesting service and to make the investments necessary to provide this

3 A fuller discussion is contained in Kenneth W. Costello, Robert E. Bumns, and Youssef Hegazy,
Overview of Issues Relating to the Retail Wheeling of Electricity (Columbus, OH: The National Regulatory
Research Institute, May 1984), 51-54.

‘ In some states there are both territorial exclusivity statutes and certificates of public
convenience and necessity.
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service on demand. In order to meet this obligation to serve, utilities have made
investments and entered into legal obligations, such as construction and purchased
power contracts. The obligation to serve derives from the utility being granted an
exclusive public utility franchise. The requirement to serve is in exchange for an
exclusive but revocable right or privilege to serve an area.

In addition to the obligation to serve all who apply for service within their
franchise or service area, public utilities have three other main responsibilities. First,
utilities must provide safe and reliable service. Second, they may not engage in undue
price discrimination. The prohibition against undue price discrimination requires that all
similarly situated customers receiving identical service must be served on the same
terms and conditions and for the same price. And third, the utility can charge only just
and reasonable rates and may not earn monopoly profits with rates determined by a
commission. What constitutes “just and reasonable” rates is determined by the
regulator with the decisions by the regulator subject to possible judicial review. All of
these requirements are designed for the expressed purpose of limiting the potential for
monopoly abuse.

In light of the emerging competition, there is no doubt that the status of the
regulatory compact will change. Table 3.1 describes the regulatory compact’s relation
to different levels of competition. In a transition period the utility will be granted a more

limited franchise, have fewer requirements to serve, and less limits on profits. In

competitive markets there are no obligations to serve or limits on profits.

it is this granting of a certificate to serve, along with the accompanying
obligations to serve and other legal interpretations and evolving reinterpretations that
are embodied in state and local statutes and case law that constitutes what has

become known as the regulatory compact.’ The regulatory compact does not and

never has existed in a written form; rather it was formed through a series of court cases

and commission actions. The regulatory compact is not necessarily a voluntary

® These utility obligations are discussed in Charles F. Phillips, Jr., The Regulation of Public
Utilities (Arlington, VA: Public Utilities Report, 1984), 106-07. A history of the term “regulatory compact” is
provided in Douglas N. Jones, A Perspective on Social Contract and Telecommunications Regulation
(Columbus, OH: The National Regulatory Research institute, June 1987).
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e

vlf | Utility
Competition Utility is Granted Requirement

- obligation to
(or protection from | serve

Regulation None competition) - limits on profits
- less obligation to
Limited serve (retail only)
(e.g., wholesale, Franchise limited - fewer limits on
Transition new capacity) to distribution profits
- no obligation to
Competitive No exclusive serve
Market Full franchise - no limit on profits
e

Note: Some competition with government ownership, interfuel competition, fringe-area
competition, and self-generation.

agreement accepted by utilities. It is, as Justice Holmes observed, a balancing of utility
rights and responsibilities. it represents the exercise of sovereign state police power in
a manner consistent with both the Commerce Clause of the U.S. Constitution and the
Federal Power Act and as developed in state and federal court rulings. The specific
terms of the reguiatory “compact” have never been a static arrangement, but an
evolving dodﬁne that is rebalanced as times and circumstances change.

In return for undertaking these obligations, the utility is granted an opportunity to
earn a reasonable retum on its prudent investment and to recover its prudently-incurred
expenses. It does not bestow on the utility a legal right to recover all incurred costs or a
return on its ihvestments. As will be seen in the review of important court cases below,
the utility is guaranteed the opportunity to eam a reasonable return on its investment,
but this does not mean a guarantee to always receive such é returﬁ. There simply is no
absolute guarantee that a reasonable return will be eamed or that reasonable costs will

be recovered. For the return on the utility’s investment to be reasonable, however, it
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must refe= e risks imposed by the compact on the utility. The compact grants a right
to an ocse—niy to collect a reasonable price for the utility's services based on
prudently-rcurmed expenses and a reasonable return on prudent investments.

Wrue e utility has been obligated, due to it being granted monopoly status, to
serve ail ~swcmers, there is no reciprocal obligation to buy on the part of customers.
Retail cusomers as a whole provide the utility with the opportunity to recover its
prudentty-rcurred costs and to eam a reasonable return on its investment.

Traditionzily. incividual or greups of retail customers have been permitted to exit from
the exciusve wality franchise area so long as they do not buy electricity from an
alternative scopiier in the area served by the franchised utility. Customer exit can occur
when an ircusmial customer moves out of the utility’s franchise area or simply shuts
down. Aisc. ramil customers exit by becoming wholesale customers by means of
municipaiizzscn or when they do not take power from the host retail utility and self-
generate {incucing cogenerate). In many circumstances, the remaining retail
customers ~ave acted as guarantars of recovery for costs incurred to serve the
departing customers. The departing customers, however, are never asked to pay their
share of she utiity's investment costs. The exception, of course, is when there is an
explicit wrizen agreement as may be the case with utility wholesale requirements
customers (municipalities and electric cooperatives) or sometimes a large retail
customer. Generally, the risk that a retail customer or customers will cease to purchase
power from the utility is generally assumed by the utility. This is considered a market
risk for which the utility is compensated.

The right to recovery of and return on investment must reflect the risks imposed
by the compact on the utility. Some have argued that the traditional risks do not include
the risk that a customer could shop for altematives after the utility already had incurred
obligatory costs fo serve that customer.® The current issue is whether the compensated

$ In 1s Supcvemantal Nooce of Proposed Rulemaking on Stranded Costs, FERC states "[wle
believe that -citiss shoukd be allowed to recover the posts incurred under the old regulatory regime
according to e 2xpecisbons of cost recovery established under that regime." See Federal Energy
Regulatory Commisson, *Suppeernental Notice of Proposed Rulemaking on Stranded Costs by Public
Utilities and Tramsmtting Utilities.” Docket No. RM84-7-001 (March 1995), 139-40.
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risks under the current (traditional) regulatory compact include the risk that a retail
customer can shop for alternative power sources after the utility has aiready obligated
itself by incurring costs to serve that departing customer. It can be argued that the
short-term risk of customers leaving by “traditional” means (such as municipalization)
has always been a risk for which the utility has been compensated. A different set of
issues is raised if nontraditional means of exit become available, such as retail
wheeling, perhaps meaning the probability of a customer leaving will be greater than

originally assumed. This issue is discussed in detail in the next chapter.
Valuing Utility Assets: Major Case History

For nearly one hundred years, regulators, legislators, and the courts sought a
way to solve the problem of how to value a public utility’s assets. Before 1900,
regulation was more often price-based and set by legislatures or by franchise
bargaining by municipalities with companies than based on the value of the company’s
property. As a result, the issue of confiscation of utility property was not a major
concemn for legislators or the courts.” In Munn v. lllinois® the Supreme Court suggested
that while private property cannot be taken away without due process, legislatures can
change the law. If there are “abuses by legislatures,” the solution was for “the people
[to] resort to the polls, not to the courts.” The noninvolvement of Munn was clearly set
aside in 1898 by the Smyth v. Ames decision. In Smyth the Court laid out its idea as to
how utility property should be valued:

We hold. . .that the basis of all calculations as to the reasonableness of
rates to be charged by a corporation. . .must be the fair value of the
property being used by it for the convenience of the public. And, in order
to ascertain that value, the original cost of construction, the amount
expended in permanent improvements, the amount and market value of
its bonds and stocks, the present as compared with the original cost of

’ It was, of course, a major concemn of the regulated who often challenged reguiation on the basis
that it was an unconstitutional takings of their property.

® Munn v. lllinois, 84 U.S. 113, 134 (1877).
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construction, the probable earning capacity of the property under
particufar rates prescribed by statute, and the sum required to meet
operating expenses, are all matters for consideration, and are to be given
such weight as may be just and right in each case. We do not say that
there may not be other matters to be regarded in estimating the value of
the property. What the company is entitled to ask is a fair return upon the
value of that which it employs for the public convenience. On the other
hand, what the public is entitled to demand is that no more be exacted
from it. . .than the services rendered. . .are reasonably worth. [emphasis
added.)®

This marked the beginning of the “fair value” doctrine. Whether it was intended
or not, these words of the Court were used as a means to determine rate base for
almost half a century. Subsequent cases clarified what was meant by fair value. What
was upheld by the courts was that fair value was to be defined as either original cost,
the amount actually paid for installing the plant and equipment, plus improvements: or
reproduction costs, the cost of plant and equipment estimated at market price levels
prevailing at the date of valuation.*

it is important to note that, for the railroad company at the time of Smyth v.
Ames, the original cost was higher than reproduction costs because the investments
were made during and just after the Civil War when costs were higher than in the
1890s. The state (represented by William Jennings Bryan) advocated the lower
reproduction value."" The Supreme Court generaily also favored reproduction-cost
valuation around the turn of the century because of the difficulty in determining original
cost (due to different accounting practices and possible fraud).'? Later, during periods

of inflation, positions changed where companies supported a reproduction-cost

® Smyth v. Ames, 169 U.S. 466 (1898), as quoted in Troxel, Economics of Public Utilities (1984),
265.

' phillips, The Regulation of Public Utilities (1984), 287.

' Itis interesting to note that the term “fair value” was a term invented and used by late nineteenth
century populists to increase the appeal of the replacement value concept. This was part of their political
stance for government control of monopolies. This use of language is much like the term “stranded cost”
as used by the industry today to convey a sense of responsibility for all the utility's assets irrespective of
any actual ratepayer obligation.

'2 phillips, The Regulation of Public Utilities (1984), 288.
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standard while regulators and consumer representatives advocated original cost.

However, the principle of reproduction cost remained firmly in place with a majority in
the Supreme Court through the late 1920s."

Because of “the inexact, variable,
and sometimes inexplicable meaning of

"4 value was

fair property value,
extremely difficult to ascertain. The
subjective nature of the calculations
inevitably led to the various interested
parties coming up with values that
differed widely.

As will be discussed in more detail
below, under a reproduction-cost
standard property that had no market
value or was deemed not “used and
useful” was excluded from the rate-base
calculation.

The first significant chink in the
reproduction-cost armor was a separate
concurring opinion given by Justice
Brandeis (in concurrence with Justice
Holmes) in Missoun ex rel. Southwestern

Bell Telephone Co. v. Missoun Public

“Changing the Rules of the Game”

State and federal commissions have in
the past changed the manner in which they
regulate utilities. Past examples of changes that
sometimes adversely affected utility returns on
their investments include, changing from
reproduction-cost rate-base valuation to original
cost, disallowance of intangible assets in rate
base (such as good will or franchise value), and
more recently, allowing competition in
telecommunications services and natural gas
supply companies. .

On the flexibility of states to chang
Justice Brandeis, in a famous dissent, stated:

Denial of the right to experiment may be
fraught with serious consequences to the
Nation. Itis one of the happy incidents of
the federal system that a single
courageous State may, if its citizens
choose, serve as a laboratory; and try
novel social and economic experiments
without risk to the rest of the country.
This Court has the power to prevent an
experiment [that]. . .is arbitrary,
capricious, or unreasonable. . .because
{of] the due process clause.”

Thus a state is free to regulate, not reguiate, or
change how it regulates so long as it does not
violate the U.S. Constitution.

" New State ice Co. v. Liebmann, 285 U.S. 262,
301 (1932).

Service Commission in 1923. Justice Brandeis laid out what he thought was wrong with

Smyth and what would be a better method for valuation:

The so-called rule of Smyth v Ames is, in my opinion, legally and
economically unsound. The thing devoted by the investor to the public

23 Ibid., 289.

" Troxel, Economics of Public Ulilities, 262.
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use is not specific property, tangible and intangible, but capital embarked
in the enterprise. Upon the capital so invested the federal Constitution
guarantees to the utility the opportunity to earn a fair return.? Thus, it sets
the limit to the power of the state to reguiate rates. The Constitution does
not guarantee to the utility the opportunity to earn a return on the value of
all items of property used by the utility, or of any of them. [emphasis
added.])"®

2 Except that rates may, in no event, be prohibitive, exorbitant, or unduly burdensome to
the public. [Citations omitted.]

Partly because of, as Justice Brandeis put it, “the laborious and baffling task of
finding the present value of the utility” the Supreme Court eventually cut the Gordian
knot in Federal Power Commission v. Hope Natural Gas Co. This 1944 case de-
emphasized the importance of finding a rate-base value and valuing methodology and
placed more emphasis on the “end resuit” of a commission’s decision. The Court

stated:

The fixing of prices, like other applications of the police power, may
reduce the value of the property which is being regulated. But the fact
that the value is reduced does not mean that the requlation is invalid. . ..

[Wihen the commission’s order is challenged in the courts, the
question is whether that order ‘viewed in its entirety’ meets the
requirements of the [Natural Gas] Act. Under the statutory standard of
‘just and reasonable’ it is the result reached, not the method employed,
which is controlling. (Cases cited.)

It is not theory but the impact of the rate order which counts. If the
total effect of the rate order cannot be said to be unjust and unreasonable,
judicial inquiry under the act is at an end. The fact that the method
employed to reach that result may contain infirmities is not then important.
Moreover, the commission’s order does not become suspect by reason of
the fact that it is challenged. It is the product of expert judgment which
carries a presumption of validity. And he who would upset the rate order
under the act carries the heavy burden of making a convincing showing

%

'S Missouri ex rel. Southwestern Bell Telephone Co. v. Missouri Public Service Commission, 262 :
U.S. 276 (1923) reprinted in Francis X. Weich, Cases and Text on Public Utility Regulation (Washington, "
D.C.: Public Utilities Reports, Inc., 1968). G
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that it is invalid because it is unjust and unreasonable in its
consequences. (Cases cited.) [emphasis added.]'

The fOCUS in other words should O

be on the “end result,” not on the
specific property of the utility or a rate-
base valuation formula. This allowed
states the discretion to also use an
original-cost standard based on
“prudent investment” — that is, original
cost minus fraudulent, unwise, or
extravagant expenditures.'” Hope,
however, changed the emphasis from
rate-base valuation methodology to

return on investment.

Duquesne Light Co. 1,
Bar L.

Because Duquesne Light Co. et
al. v. Barasch et al. is a relatively recent
case and because it may have
considerable bearing on the question
of transition costs, it is reviewed here in
detail. This is the mést recent Supreme

Court decision involving utility property

Application of the Prudent Investment Test
The prudence test establishes that costs

that were reasonable at the time they were
incurred, given the circumstances and what was
known or knowable at the time, are to be included in
rates. This provides the utility with an opportunity to
recover these costs. Capital costs are recoverable
with both a return of and a reasonabie return on
equity. Reasonably incurred operating costs
during the test year are also included in the revenue
requirement.

Is a Failure to Mitigate Now per se Imprudent?

There is a rebuttable presumption that
costs reflected in current rates were reasonable
when they were incurred. In the case of applying
the prudence test to transition costs, however, there
may be an issue as to whether costs that were
prudent at the time they were first incurred continue
to be prudent; particuiarly when continuing to incur
those costs contributes to the utility's embedded-
cost rates being higher than the market price of
power. This may be less of an issue when the
prudently-incurred costs in question are sunk and
fixed (such as those of a power plant); however,
whether prudentiy-incurred contract costs (such as
fuel or power purchase contracts) continue to be
prudent on a going forward basis may become an
important issue.

Indeed, depending on the present value of
buying out the contract, it may be imprudent to fail
to renegotiate above-market price contracts to
lower the utility's embedded-cost rates to more
competitive levels. Where costs are sunk and fixed,
there may be opportunities to lower the embedded-
cost rates to a level closer to market price by
mitigating those costs either by spinning off assets
and placing them in the wholesale market, by
selling off assets at their market value, or by writing
down uneconomic costs. One could contend that a
failure to take appropriate action to mitigate
transition costs would be imprudent. A utility should
be expected to take action that lowers its
embedded cost toward the market price.

'® Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944), from reprint of case
in Welch, Cases and Text on Public Utility Regulation, 300-301.

7 Phillips, The Regulation of Public Utilities (1984), 292
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valuation.'® Interestingly, the regulatory history of the last 100 years of the different
utility investment valuing methods are reflected in this case. In particular, the Court
discussed the different valuing methods used since Smyth, how it viewed the way
assets should be valued, and the valuations method’s relation to competitive markets.
In short, the Court reaffirmed the Hope doctrine in this case involving recovery of costs
from discontinued nuclear power plants. Agreeing with fhe Supreme Court of
Pennsyivania when it held that a state law did not result in a takings of utility property,
the U.S. Court stated:

[wle agree with that conclusion, and hold that a state scheme of utility
regulation does not ‘take’ property simply because it disallows recovery of
capital investments that are not ‘used and useful in service to the public.’

How the Court arrived at this conclusion is outlined below.

The Pennsyivania Public Utility Commission (PUC) issued a final order in
January 1983 that allowed Duquesne to amortize over a ten year period the costs of the
discontinued nuclear power plants. However, just prior to that decision, in late 1982, a
state law was enacted that stated that construction or expansion costs “shall not be
made a part of the rate base nor otherwise include in the rates charged by the electric
utility until such time as the facility is used and useful in service to the public.”’®* Upon a
request for reconsideration in light of the state law, the PUC reaffirmed its original rate |
order concluding that excluding the costs of the canceled plants from rate base but
allowing recovery of the costs through amortization was consistent with the state law.
The Consumer Advocate appealed this decision (and another similar decision involving

Penn Power) to the Commonwealth Court, which upheld the Commission decision.

G S PR PN

'® Another case (not discussed here), AGD v. Federal Energy Regulatory Commission, 824 F.2d
981 (D.C. Cir. 1987), dealt with the take-or-pay obligations of natural gas pipelines in “uneconomic”
pipeline-producer contracts. FERC used this case to draw an analogy between its experience in the
natural gas industry and its open access rule (both in the Supplemental NOPR and Final Rule 888). That -
this may be a misapplication of the AGD case is discussed in Kenneth Rose, Mohammad Harunuzzaman, -
and Robert E. Bums, "“Comments on the FERC's Supplemental NOPR on Stranded Costs by Public
Utilities and Transmitting Utilities,” filed comments with FERC, reprinted in NRR/ Quarterly Bulletin 16,
no. 4 (Winter 1995), 481-93.

e o e LI
o b B A

'? 66 Pa. Cons. Stat. 1315 (Supp. 1988) as cited in Duquesne Light Co. et al. v. Barasch et al.,
488 U.S. 299, 303 (1889).
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This was then appealed to the Supreme Court of Pennsylvania where the
Commission’s decision was reversed.”® The Supreme Court of Pennsylvania held that
the state law prohibited both recovery of the costs through amortization and their
inclusion in the rate base. The Court also rejected the claim of a constitutional
challenge since the investment was not serving the public. Duguesne and Penn Power
appealed to the U.S. Supreme Court arguing that the state law excluded their
prudently-incurred costs, violating the U.S. Constitution’s Takings Clause of the Fifth
Amendment and its application to the states under the Fourteenth Amendment.

In the Supreme Court’s opinion, delivered by Chief Justice Rehnquist, earlier
court cases were cited and observed noting that “[i}f the rate does not afford sufficient
compensation, the State has taken the use of utility property without paying just
compensation.” They then cited Smyth v. Ames, pointing out that “[hJow such
compensation may be ascertained, and what are the necessary elements in such an
inquiry, will always be an embarrassing question.”' Permian Basin Area Rate Cases*
were also cited observing that “neither law nor economics has yet devised generally
accepted standards for the evaluation of rate-making orders.” In summarizing the

Smyth v. Ames “fair value” rule, the Court noted that

[ijn theory the Smyth v. Ames fair value standard mimics the operation of
the competitive market. To the extent utilities’ investments in plants are
good ones (because their benefits exceed their costs) they are rewarded
with an opportunity to eam an ‘above-cost’ return, that is, a fair return on
the current ‘market value’ of the plant. To the extent utilities’ investments
turn out to be bad ones (such as plants that are canceled and so never
used and useful to the public), the utilities suffer because the investments
have no fair value and so justify no return.?

2 Barasch v. Pennsyivania PUC, 516 Pa. 142, 532 A. 2d 325 (1987) as cited in Duquesne, 488
U.S. at 305.

2 gmyth v. Ames, 169 U.S. 466, 546 (1898), cited in Duquesne, 488 U.S. at 307.

2 permian Basin Area Rate Cases, 390 U.S. 747, 790 (1968), cited in Duquesne, 488 U.S. at
308.

3 Duquesne, 488 U.S. at 308.
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The Court then noted that while this rule gave utilities a “strong incentive to manage
their affairs” it “suffered from practical difficulties which ultimately led to its
abandonment.” They then cited the Brandeis opinion in Southwestern Bell (cited
previously) and noted how that signaled the beginning of the prudent-investment/

historical-cost rule:. The Court, contrasting the fair-value rule with the prudent-

investment rule, stated that

[ulnder the prudent investment rule, the utility is compensated for all
prudent investments at their actual cost when made (their ‘historical’ cost),
irrespective of whether individual investments are deemed necessary or
beneficial in hindsight. The utilities incur fewer risks, but are limited to a
standard rate of return on the actual amount of money reasonably

invested.®

& The system avoids the difficult valuation problems encountered under the Smyth v.
Ames test because it relies on the actual historical cost of investments as the basis for
setting the rate. The amount of a utility's actual outiays for assets in the public service is
more easily ascertained by a rate-making body because less judgment is required than in

valuing an asset.

They then cite the Hope decision (see above) as holding that fair value “is not
the only constitutionally acceptable method of fixing utility rates™ and “that historical cost
was a valid basis on which to calculate utility compensation.” They state then that “we

reaffirm these teachings of Hope Natural Gas” adding

whether a particular rate is ‘unjust’ or ‘unreasonable’ will depend to some
extent on what is a fair rate of retum given the risks under a particular
ratesetting system, and on the amount of capital upon which the investors
are entitied to earn that return. At the margins, these questions have
constitutional overtones.® [Emphasis added.]

The Court outiined what they thought were the risks to utilities from different

valuing methods.

24 Duquesne, 488 U.S. at 309.

2 Duquesne, 488 U.S. at 310.
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The loss to utilities from prudent but ultimately unsuccessful investments
under such a system [Pennsyivania’s use of a combination of the fair value and
prudent investment rules®) is greater than under a pure prudent investment rule,
but less than under a fair value approach. Pennsylvania’'s modification slightly
increases the overall risk of investments in utilities over the pure prudent
investment rule.

Presumably the PUC adjusts the risk premium element of the rate of return on
equity accordingly.”’

The Court, however, showed little interest in being the arbitrator for balancing the
interests of ratepayers and utility investors and getting involved in the intricacies of

ratemaking.

[A]n otherwise reasonable rate is not subject to constitutional attack by
questioning the theoretical consistency of the method that produced it. ‘it is not ‘
theory, but the impact of the rate order which counts.” Hope, 320 U.S., at 602. f
The economic judgments required in rate proceedings are often hopelessly
complex and do not admit of a single correct result. The Constitution is not
designed to arbitrate these economic niceties. Errors to the detriment of one
party may well be canceled out by countervailing errors or allowances in another
part of the rate proceeding. The Constitution protects the utility from the net
effect of the rate order on its property. Inconsistencies in one aspect of the
methodology have no constitutional effect on the utility's property if they are
compensated by countervailing factors in some other aspect.”®

Nor did the change from a pure prudent-investment test to a combined

methodology raise constitutional questions

 Where the Commission allowed amortization of the capital on such investments but the utility is
not allowed to earn a return on that investment.

7 Duquesne, 488 U.S. at 312,

2 Duquesne, 488 U.S. at 314.
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a State’s decision to arbitrarily
switch back and forth between
methodologies in a way which
required investors to bear the risk
of bad investments at some times
while denying them the benefits of
good investments at others would
raise serious constitutional
questions. But the instant case
does not present this question. At
all relevant times, Pennsyivania’'s
rate system has been
predominantly but not entirely
based on historical cost and it has
not been shown that the rate
orders as modified by [the state
law] fail to give a reasonable rate
of return on equity given the risks
under such a regime.?

As to whether a single theory or
standard should be used as a

constitutional standard, the Court stated

The designation of a single theory
of ratemaking as a constitutional
requirement would unnecessarily
foreclose alternatives which could
benefit both consumers and
investors.' The Constitution within
broad limits leaves the States free
to decide what ratesetting
methodology best meets their

needs in balancing the interests of S EEE——————————————————————

the utility and the public.*®

Application of the Used and Useful Test

A power plant that is no longer used and
useful to the public because it is either
technologically or economically obsolete can be
excluded from rate base. If a regulatory
commission were to order the plant out of rate
base because it was no longer used and useful,
this probably would result in a financial writedown
because it would no ionger be probable that there
would be complete cost recovery of the plant.
However, this would immediately raise the
question of which plant represented the excess
capacity and what was the cost of that plant.
Because the underlying problem of technological
or economic obsolescence is system-wide costs
being above market prices, the used-and-useful
test may not be appropriate. Altemnatively, a
percentage of system average generation cost
might be excluded from rate base. But such an
application of the used-and-useful test to average
system asset costs may also strain how the test
has been traditionally appiied.

Alternatively, a state commission could
require a utility to spin off excess generation
capacity out of its retail rate base and allow the
utility to sell as an Exempt Wholesale Generator
(EWG) under EPAct. For such a rate-base spinoff
to occur, the state commission would need to
make a specific determination that allowing the
plant to become an EWG would benefit its
consumers, is in the public interest, and does not
violate state law. The first part of this test could
be met if the rate-base spinoff did not simply
result in an above-market affiliated transaction.
Instead, the rate-base spinoff should lower the
rate base and cost of power to the retail
customers. This approach could allow the utility
to bring its embedded costs down to a level closer
to the market price and mitigate its transition costs
by selling otherwise uneconomical power at the
wholesale market price.

1% For example, rigid requirement of the prudent investment rule would foreclose hybrid
systems. . .. It would also foreclose a return to some form of the fair value rule just as its
practical problems may be diminishing. The emergent market for wholesale electric
energy could provide a readily available objective basis for determining the value of utility

assets.

# Duquesne, 488 U.S. at 314.

% Duquesne, 488 U.S. at 316.
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While the bounds of Hope were not set by Duquesne, the Court has since
denied certiorari in cases where the disallowed investments were many times larger
than the Duquesne disallowance.®

The footnote in the last quote may be of particular interest and refevance when
considering a transition cost treatment. The Court is clearly making a connection
between fair-value/used-and-useful standard and competitive markets. in not wanting
to “foreclose alternatives,” the Court appears to be allowing states to choose the
valuing method. This does not guarantee, of course, that a future court wiil allow a fair
or replacement-value standard based on market value. But in states where the used-
and-useful standard is applied, this suggests that it could also be applied to transition
costs. Most states have used both the used-and-useful and prudence standards.* In
adhering to the Hope’s “end result,” the Court has indicated that it will allow states to

find their own means of balancing investor and ratepayer interests on future issues.

Is Not Allowing Transition Cost Recovery
an Unconstitutional Takings?

It has been argued by some that utilities are guaranteed by legal and regulatory
precedent to earn a return on all their prudent investments. For example, New England
Electric System (NEES) argues that it is “well-established [that] state and federal
principle guarantees utilities an opportunity to earn a fair return on investment made to
serve the public. If restructuring denies that opportunity, the [state] will have to
compensate [the utility] for the unconstitutional deprivation of this right.”** This line of
reasoning assumes that costs were undertaken by a utility to serve its customers and,

once a:lowed in rates, must be recovered. These costs cannot later be denied recovery

31 Richard J. Pierce, Jr. and Emest Gellhorn, Regulated Industries in a Nutshell (St. Paul, MN:
West Publishing Co., 1894), 124.

¥ Robert E. Burns et al., The Prudent Investment Test in the 1980s (Columbus, OH: The National
Regulatory Research Institute, 1985).

3 Massachusetts Electric Company (New England Electric System), “Legal Commentary:

Entitlement to Stranded Cost Recovery,” submitted to the Massachusetts Department of Public Utilities,
Docket D.P.U. 96-25, February 16, 1896.
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by the commission or its actions. Retail access, the argument goes, impairs or may
prevent the utility's ability to recover all its prudent costs.

It is clear from case law discussed above and historic commission actions that
utilities are entitled to recovery of their costs and a reasonabie return on their
investment, but not guaranteed to always receive a return. The phrase from the
Southwestern Bell case that “the federal Constitution guarantees to the utility the
opportunity to eamn a fair return” (emphasis added) has never meant that under all
circumstances the utility will receive a return. In Bluefield Water Works & Improvement
Co. v. West Virginia Public Service Commission, decided in the same year as the

Southwestemn Bell case, the rights and obligations of the utility are articulated:

A public utility is entitled to such rates as will permit it to earn a return on
the value of the property which it employs for the convenience of the
public equal to that generally being made at the same time and in the
same general part of the country on investments in other business
undertakings which are attended by corresponding risks and

uncertainties; but it has no constitutional right to profits such as are
realized or anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure confidence
in the financial soundness of the utility, and should be adequate, under
efficient and economical management, to maintain and support its credit
and enable it to raise the money necessary for the proper discharge of its
public duties. A rate of return may be reasonable at one time and become
too high or too low by change affecting opportunities for investment, the
money market, and business conditions generally. [Emphasis added.]*

These cases taken together, Southwestern Bell, which marked the beginning of the
prudent-investment standard, and Bluefield make it clear that a utility, while entitled to
earn a “fair” return, is obligated to act in the ratepayers’ best interest. In the case of

electric utilities this means supplying electric power that is safe, reliable, and at the

lowest reasonable cost.

 Blwefield Water Works & Improvement Co. v. West Virginia Public Service Commission, 262

U.S. 679, 692-695 (1923) from James C. Bonbright, Principles of Public Utility Rates (New York: Columbia
University Press, 1961), 257.
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Where it can be shown that the commission, legislature, or other governmental
agency, through its authority required certain costs to be incurred, then the utility’'s claim
for recovery may have some merit. An example may be the Public Utility Regulatory
Policies Act of 1978 (PURPA) contracts. This legislation required a utility to
interconnect with and purchase power from “qualifying facilities” (QFs). However, even
here the right to recover these costs is subject to limitations. The specific terms of the
contract between a QF and the utility are generally not governed by statute or
commission procedures. Compensation for buying out a QF contract may be limited to
the part of the agreement that was beyond the control of the utility, such as the
commission-mandated standard-offer rate for power sold back to the utility; but not
those parts that were not mandated by the commission and were utility controllable,
such as fuel escalation clauses not based on an actual index of fuel prices or the
failure to include termination terms in the contract. Also, as noted earlier, a utility may
face a disallowance for a contract because of a failure to mitigate, such as through
timely renegotiation of the terms or buyout.

Another exampie would be legislation or action by the environmental regulator
that increased the environmental requirements of a functioning and economic plant or
plants or prohibited power production from a particular type of plant aitogether (for
example, if the state declared that coal could no longer be used to generate power).
Disallowing recovery of the additional costs imposed by the new requirement or the loss
of the use of the plant that was beyond the control of the utility would be an
unconstitutional confiscation of utility property. Commissions, typically, allow full
recovery of environmental costs. However, again these costs are subject to review by
the commission to ensure that any investment, operating costs, and management
decisions are prudent. Any disallowance of these costs is not considered a “takings” if
it is found that the utility did not exercise prudent judgment. Perfection is not the goal
and states often grant utilities wide discretion. Rather, it is a means to hold the utility
accountable for its decisions and act as a check on utility management’s ability to
simply pass mistakes through to ratepayers with no adverse consequences to itself.

When a state permits retail competition that could result in investment costs that

are currently being recovered in rates from no longer being recovered, is the state, by
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the fact that these costs were being recovered in rates, obligated to continue to allow
recovery? Clearly, as noted, if a state were to impair an asset or impose costs without
compensation, this would be a takings. However, allowing retail access, for example,
does not constitute a takings since the state is not taking or preventing the utility from
earning a return. Commissions that choose retail competition are not removing a
utility’s ability or its opportunity to earn a return on its investment. Neither a state
commission’s action nor a competitive market actually causes “stranding” of costs to
occur. The regulators (or customers) do not create stranded costs with competition;
uncompetitive rates do.® These costs arise when a utility’s price for power is higher
than an alternative's price.*® A utility is not being barred from competition — it can
adjust its price and maintain its market share — it simply may not be able to charge the
former tariff rate. While an opportunity may be guaranteed, the price was and is not
guaranteed.

Indeed, it is the price of some utilities’ power, relative to other sources, that is the
primary reason for the calls for regulatory reform. Many utilities will greatly expand their
customer base and sales by enticing customers away from other higher-priced utilities.
These utilities will be clear winners in the move to competition. There is no
corresponding discussion to limit the gains to utilities from competition.

The key thread that runs throughout the case history is that the utility is
guaranteed an opportunity to earn a return on its investment. Since competition and its
introduction does not cause “stranded” costs, and the utility is not likely to be prevented
from an opportunity to sell its power, the introduction of competition does not result in
an unconstitutional takings. As long as a state does not remove a utility’s opportunity to
earn on its investment, it is not an illegal confiscation of property. Moreover, the Hope
“end result” test implies that commissions look at the net effect of competition on the

utility, not just fosses from uncompetitive assets.

3 Similarly, regulators could not create a competitive gain for a utility either.

% Of course nonprice factors, such as reliability, also enter into a customer's decision on who they
want to supply them with power. ,
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The reme C n heir Value

use of Competiti

The Supreme Court has ruled on the question of whether it is a takings to not
allow recovery of costs in other industries that were once regulated and then exposed
to competition. The Supreme Court found twice that losses due to competition are not
recoverable. These were cases involving industries that were regulated by state
commissions in a similar manner to how electric utilities are regulated currently. The
first of the two Supreme Court cases that addressed the issue of cost recovery and
competition in public utility regulation is Public Serv. Comm’n of Mont. v. Great Northern
Utils. Co. The Court stated:

The due process clause of the Fourteenth Amendment safeguards
against the taking of private property, or the compelling of its use, for the
service of the public without just compensation. . .. But it does not assure
to public utilities the right under all circumstances to have a return upon
the value of the property so used. The use of, or the failure to obtain,
patronage, due to competition, does not justify the imposition of charges
that are exorbitant and unjust to the public. The clause of the Constitution
here invoked does not protect public utilities against such business
hazards. [Emphasis added.]’’

The type of competition that the Court is referring to is discussed in the next
section. In Market St. Ry. Co. v. California R.R. Comm’n the Court reaffirmed that
public utilities do not have a guarantee of recovery of costs that cannot be recouped

due to “the operation of economic forces.” The Court found that

[i]t may be safely generalized that the due process clause never has been
held by this Court to require a commission to fix rates on the present
reproduction value. . .or on the historical valuation of property whose
history-and current financial statements showed the value no longer to
exist. . .. The due process clause has been applied to prevent

¥ Public Serv. Comm'n of Mont. v. Great Northern Utils. Co., 289 U.S. 130, 135 (1933) from
Charles F. Phillips, Jr., The Regulation of Public Utilities (Arlington, VA: Public Utilities Reports. Inc.,
1993).
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governmental destruction of existing economic values. /t has not and
cannot be applied to insure values or to restore values that have been lost
by the operation of economic forces. [Emphasis added.]*®

Public Serv. Comm’n of Mont. and Market Street do not say how assets that lose
their value should be treated but that a decision by a commission based on the
outcome of economic forces is not unconstitutional. 1t may be inferred that the Court
has never intended for regulation to be a shield from competition. Regulation was a
substitute for competition because it was believed, as noted above, that workable
competition was not possible. If because of “the operation of economic forces” a utility
is unable to recover its costs, this is the ideal test of the value of the utility’s assets, that
is, it is a better test of the used and usefulness and the continued prudence of the
utility’s costs. As discussed, this was the interpretation by the Court in the more recent
Supreme Court case, Duquesne, and is consistent with Public Serv. Comm’n of Mont.
and Market Street.

It has been argued that Market Street is not relevant to the situation faced by
electric utilities.*® The San Francisco street car company, and the street car industry in
general, was so beset by competition from automobiles and ather forms of
transportation that it could not cover its costs no matter how much it raised prices since
these substitutes were available. The question is: Was the Court saying that only in the
case of an industry that cannot maintain its value that the effects of competition should
be allowed to take hold and lead to its demise? Or is it a more general reference to the
effects of competition on a regulated firm? While the Court did distinguish the case
from typical regulatory cases where the firm has “earmning opportunities,” the Court was

specifically making a general exception for competitive effects, not simply a special

38 Market St. Ry. Co. v. California R.R. Comm'n, 324 U.S. 548 567 (1945) from Phillips, The
Regulation of Public Utilities (1993).

¥ Massachusetts Electric Company, “Legal Commentary: Entitiement to Stranded Cost
Recovery,” 22-23.
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provision for distressed industries.*’ Indeed, the only reason why the industry was
distressed was because it could not compete with the new aiternatives. The issue then
for Market Street to apply is competition and its effects, not that there must be a sick
industry. Moreover, even though the electric utility industry may not be a “sick industry,”
taken together, both Public Serv. Comm’n of Mont. and Market Street may in fact be
very relevant to the electric utility case since, as with Market Street, the Court was

ruling on a case where the very survival of the company was at stake. For electric
utilities, only a handful of firms are in such a precarious state. If the Court would allow a
company that was regulated to completely lose its investment, then a less drastic
outcome is more likely, not less.

As in the last two Supreme Court cases cited above, while public utilities were
and are regulated, the threat of competition has always been very real. In fact it has
been used as a direct inducement for better cost control since the earliest days of
regulation. Even though state commission action on retail access and FERC's open
access will increase the probability that some utilities could lose customers (particularly
if no action is taken by the utility to retain them), the magnitude of the effect (that is
substantial) is the same,; there is a difference in the kind of competition, but the
magnitude is probably as significant as the type commissions dealt with in the past. As
will be discussed in the next section, the notion that the effect of what the state and
federal commissions are proposing is unprecedented and that electric utilities have

never been subjected to such risks is simply not the case.
Competition in Other Forms and in Other Regulated Industries

Limited competition is not a new concept for regulated firms, regulators, the

courts, or electric utilities. While electric utilities may receive an exclusive franchise,

“0 1t does not matter if the competition occurred without government intervention or state and
federal faws and policies were changed to clear the way for the market to work. In either case, the market
determines the supplier. It is a fallacious argument to hold that a governmental agency “caused” the cost
to the incumbent firm by allowing competition; the agency did not (and could not) create the alternative-
supplier. Otherwise, nearly every industry that has been deregulated couid claim that some agency or
Congress caused the losses they incurred. A market (like regulation but more effective) is a process that
reveals uneconomic costs, not an end in itself that creates costs.
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they historically have faced some competition from municipally-owned companies, rural
electric cooperatives, and federal power authorities. Ultilities have also had to compete
with alternative fuels, such as natural gas, and from customer’s own generation, such

as cogeneration. Often competitive forces and technological change cause existing

pUb"C Utlhty investments to be in danger A

of not being recovered. Examples “Birchrod in the Cupboard”
*Govemnor Roosevelt's campaign speech
include manufactured gas utilities on electric power at Portland, Oregon, in
L September, 1932, hinged on the policy of
(supplying gas for lighting), canals government competition as a regulatory

alternative. His logic ran as follows: private
operation was the norm and no community
satisfied with the company would want
government ownership, but every community
Historicaily, when utilities faced should have the right, when dissatisfied, to
undertake municipal ownership either as a
this type of competition, what happened bargaining weapon or as an actuality. This right
was known as the ‘birchrod in the cupboard.”
to a utility’s original investment? As just From Richard Hellman, Government
Competition in the Electric Utility Industry:
A Theoretical and Empirical Study,

in the past that regulated firms are not Praeger Publishers, New York (1972).
+ |
* protected from the losses they incur from

(displaced by railroads), and, as just

discussed, streetcars.

discussed, the Supreme Court has ruled

competition. Below is a discussion of the treatment from state and federal commissions

of competitive losses.

There seems to be little basis for the notion that all investments and
expenditures by public utilities were always guaranteed full recovery. The following
quote, from J.M. Bryant and R.R. Herrmann (1940),*' addresses this type of competition

and what is expected to happen to the regulated private company’s investments.

Competition of interurban railways with steam railroads, and of
automobiles with both of these utilities, has caused many business
failures in the railway field. Competition of electric lighting with gas
lighting has driven the gas industry into other lines of service, such as
heating and cooking. These forms of competition have a marked effect on

“ Since the argument for transition cost recovery directly depends on appeals to past regulatory
treatment when the investments were made, historical sources are cited on the issue of competition for
evidence on how this was handled by public utility commissions and practitioners at the time. This
deliberately removes it from current discussions of retail and wholesale competition.
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each of the competing enterprises and, when no new business of a
| different nature can be secured, result finally in receivership and

bankruptcy.*

Bryant and Herrmann add later that private utilities compete with those owned

and operated by municipalities:

Competition exists with other forms of service such as that of the railroads
with water and motor-truck transportation, of electrical utilities with gas
utilities, and of private utilities with those owned and operated by
municipalities and other branches of the government. In these latter
cases, the utility must either meet the rates of its competitor or else lose
the business and perhaps its investment.*

They also point out that a utility may have capacity that is not needed because of

technological change or a change in public requirements. In these cases, as with

competition,

Sometimes a utility is built for supplying a larger territory or a larger load
than later develops. At other times, a utility loses part of its business
through competition or other causes, such as new inventions or changes
in public requirements. Such a utility cannot expect the remaining
customers to pay a full return on an overbuilt utility plant. All that can be
expected is a sufficient return to pay operating expenses, return on the
portion of the plant necessary to render the service, and perhaps to create
a depreciation reserve to write off the excess investment.*

Creating a depreciation reserve means, of course, that the utility recovers the cost of
the asset but the asset is removed from rate base so that no return is allowed.
The beneficial effect of competition in encouraging improved performance in

| regulated firms was clearly understood and was the intent in allowing competition. For

example, Eli Winston Clemens (1950):

“2 J.M. Bryant and R.R. Herrmann, Elements of Utility Rate Determination (New York: McGraw-Hill
Book Company, Inc., 1940), 235.

*3 Ibid., 258.

“ 1bid., 231.
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The threat of public ownership has continuously placed privately owned
utilities on their mettie. . .. Local utilities — either publicly or privately
owned — are monopolies and are wont to lapse into the managerial
lethargy that so often characterizes monopoly. Only under the quickening
spur of competition, actual or potential, from an alternative type of
ownership will management be truly efficient.*

Again, far from a new concept, the idea of competition with public utilities has

been considered for some time by public utility commissions.

While many have been resigned to the notion of "natural monopoly," the
sanctity of the concept has not gone unchallenged. In fact, during the
past thirty years there have been at least 120 reported cases in which the
desirability of competition in gas and electricity has been in issue before a
state commission.*

Given the current debate, there may be nothing especially remarkable about the
| above quote; that is, until one considers that it was written in 1941 and the writer is
referring to the period of 1911 to 1941. This is further evidence that the issue of
competition versus monopoly is not new. State commissions, and earlier municipal

governments, have been dealing with it since their creation.
Obsolete and Abandoned Plant and Equipment

In addition to the treatment of competition cited above, there are other issues
that commissions have dealt with that are useful analogies for addressing transition
costs. These include commission treatment of obsolete and abandoned plant and i
equipment. While these analogies may not be perfect and definitively determine how

transition costs would be treated, they do provide some clues as to how a commission

may want to address transition costs. The examples used here are drawn from }
historical commission actions and court cases. They are not provided to be descriptive 3
£
i

5 E1i Winston Clemens, Economics and Public Utilities (New York: Appleton-Century-Crofts, Inc.. Z‘f |

1950), 579.

“ Henry Kohn, Jr., "A Re-Examination of Competition in Gas and Electric Utilities,” The Yale Law
Journal, 50 (1941); 875-91. ,
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of how to treat transition costs in the future, but rather as the basis for the analysis of
ratepayer and utility responsibility. Again, examples from past actions are used for
consistency with any past commitments that may have been made.

In the case of obsolete plant and equipment, the specific treatment varies by
commission and the particular circumstances of the case. Phiilips*” summarizes
commission treatment in four categories. First, any future obsolescence may be taken
into account when establishing annual depreciation rates. For transition costs, since
the original depreciation schedules were decided in the past when competition was not
envisioned, this may mean a contemporaneous adjustment such as accelerated
depreciation when it becomes apparent that a plant will be uncompetitive. This of
course means that current ratepayers will be paying for the remaining plant through the
operating expense of the utility’s revenue requirement.

Second, obsolete plant could be considered standby capacity and simply left in
rate base. In this case, customers would not only pay for the original cost of the
investment but also a return on the utility’s investment. Third, unrecovered depreciation
on obsolete plant or equipment may be amortized. The costs would then be recovered
over some relatively short period of time. And fourth, obsolete equipment may be
written-off immediately by the utility. In this case the company’s shareholders absorb
the loss.

In the past, there was a definite desire to allocate the benefits of the new
technology to ratepayers as well as limiting the recovery when the shareholders took
the risk and were compensated for that risk. Phillips quotes a 1957 Minnesota

Supreme Court decision:

The principle of law which should guide the discretion of the
commission in determining whether the customer or investor should be
charged with the amount of alleged loss due to obsolescence is twofold:
(1) the future customer may not be charged for obsolescence through any
method of accounting unless the investor has suffered an actual loss by
not having fully recovered prudently invested funds, and (2) even if such
loss has occurred, it is unreasonable to charge the customer if the
investor has been compensated for assuming the risk of obsolescence. . ..

“7 Phillips, The Regulation of Public Utiities (1993).
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Where an actual loss has occurred due to obsolescence, the
commission may, in the exercise of its judgment, apportion one-half of all
such actual loss to the investor and charge the remaining one-half to
future customers by amortization as an operating expense over a period
of years. [Emphasis added.]*®

Troxel also discusses the issue of treatment of obsolete plant and equipment
and also found no consistent pattern. He observed that “[a] few commissions have
expressed opinions on the amortization of obsolete plant investment. Some of them
have approved amortization and others have disapproved it.” He cites the Missouri

Commission from 1939:

Sudden changes. . .are hazards of the industry and result in a loss to the
investor unless the change benefits the consumer by offering him the
same service at a lower rate or a better service at the same rate, in which
case the superseded property should be amortized out of the rates paid
by the consumer.*®

Troxel then goes on to cite a contrary finding of the Missouri Commission in
another case that was supported by the Missouri Supreme Court that stated that
“. . .when an appliance becomes obsolete by reason of scientific discoveries and
inventions, it is a risk which investors in utilities must take. . .."* In a case involving the
substitution of busses for streetcars, the New York Commission found that amortization
of the old investment “. . .ignores the right of the public to enjoy modern and satisfactory
transportation. . .without penalty.™'

Of course, there are several problems with this analogy to obsolete plant. First,

the amount being dealt with is generally small relative to the firm’s total size. The plant

8 Minneapolis Street Ry. Co. v. City of Minneapolis, 86 N.W. 2d 657, 659, 660 (1957) from
Phillips, The Regulation of Public Utilities (1993), 276.

“ Re Laclede G.L. (Mo.), 30 P.U.R. (N.S.) 13, 25 (1939) from Troxel, Economics of Public
Utilities, 365.

% St. Louis v. P.S. Com. (Mo. Sup. Ct.), P.U.R. 1932A 305, 320 from Troxel, Economics of Public
Utilities, 365. ,

' Re Rochester E. Ry. Co. (N.Y.), 36 P.U.R. (N.S.) 161, 170 (1940) from Troxel, Economics of
Public Utilities, 365.

;
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may have already been largely depreciated and may be nearing the end of its useful
life. Second, the customers will likely benefit from the new technology now being used
by the utility that was replacing the old piant or equipment. In the case of competition,
the utility may be displaced by another firm. And third, the plant, in most cases was
very old and was past its useful life or displaced by new technologies.*® This, of course,
is not the same as being displaced by competition.

In the case of abandoned plant, there is a similar wide variation of commission
treatment. An NRRI study in 1985° found in examples of thirty-one state commissions,
the District of Columbia, and FERC treatments of abandoned plants that seven states
did not allow any recovery of costs at all; of the twenty-six commissions that did allow
some recovery, twenty (including FERC) did not allow any return, four did allow a return
(including the District of Columbia), and two states had cases where they did both.
(Recall that in the Dugquesne case the Pennsylvania Commission originally decided to
amortize the cost of the abandoned nuclear power plants and not allow any return.) A
common treatment was to amortize all or part of the cost over a period of time (up to
twenty years) and deny a return on the unamortized balance. The amortized portion
may reflect a partial disallowance in some cases based on the prudence of the decision
and the action before the plant was canceled or abandoned. It is interesting to note ;
that often even when no imprudence is found, shareholders were still, in some cases,
be required to bear at least part of the cost of abandoned plant. In several cases of
complete denial of cost recovery the primary reason given was that the plant was not
used and useful, not because of imprudence.

While treatment varies by commission and also varies on a case-by-case basis, /
the outcome depends on the facts of the case, state statutes, and previous commission
and court action. Also, commissions and the courts were looking at the original

decision to begin the plant, costs incurred, risk incidence, and the timing of the

52 Of course, competition may be driven by a newer more efficient technology that could displace
relatively recent plant additions. In this case the effect may be comparatively large.

53 Burns et al., The Prudent Investment Test in the 1980s. Also see, Paul Rodgers and Charles D. |

Gray. "State Commission Treatment of Nuclear Plant Canceilation Costs,” Hofstra Law Review 13, no. 3 i
{Spring 1985), 443-67. {

THE NATIONAL REGULATORY RESEARCH INSTITUTE — 67




CHAPTER 3

canceled or abandoned plant. The NRRI report summarized the reasoning of one state

commission that denied a utility's cost recovery of two nuclear power projects:

[ijn reaching its conclusion that no recovery would be allowed because the
plant was not used and useful, the Commission reasoned that the utility
shareholders risk not only the possibility that they may not earn a return
on their investment, but they risk their initial investment itseif if the project
does not become used and useful. To hoid otherwise would allow a
utility’s shareholder to have an investment that was risk-free or subject to
only a limited risk.>

Recasting the Regulatory Compact

In a historical context, the current debate on “stranded” cost is perhaps not that
unusual. In many respects the debate mirrors the fair value-reproduction cost versus
original cost-prudent investment debate of one hundred yeérs ago. Many of the plants
that have a book cost above market today were begun during the relatively high
inflation period of the late 1970s and early 1980s. Because of a decline in inflation,
technological advances, lower fuel prices (especially natural gas), and a lower cost of
capital (interest rates), alternative suppliers (including utilities that did not invest heavily
during that period) have relatively lower costs.

The fair-value standard was not sustainable because there was no clear market

price to base it on and it required a great deal of judgment and supposition. However,
as noted by the Supreme Court in Duquesne, market-based valuation is possible and
more practical with competitive markets developing for wholesale and retail customers.
In other words, market valuation or a reproduction-cost standard can now replace
original cost valuation where the economic value of utility assets are based on the
market, not regulation. Since Hope, commissions have used a combination of the
property value approaches. This is not mere opportunism by commissions; that is,

picking the approach that provides the lowest cost when it suits them. Rather, the

approach was chosen for practical reasons when the difference between the two

 |bid., 87, summarizing a 1983 Montana PSC decision.
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valuation methods diverged and became readily apparent. We are again at such a
moment in history.

The examination of the origins and content of the regulatory compact finds little
basis for the claim that utilities are always entitled to cost recovery and a return on their
investments. Indeed, a strong argument could be made that to be consistent with past
treatment and the manner in which the compact has been interpreted by many states, a
guarantee of full recovery of transition costs is what would be inconsistent. There is no
“entitlement” to “stranded” cost expressed or implied by the regulatory compact. The
only entitlement granted was the revocable privilege to serve an exclusive territory. The
obligation to serve stems from this privilege. The compact is not an agreement to pay
all costs (prudent or otherwise) because of the obligation to serve. It is much more
complex than simply “| am obligated to serve, therefore customers are obligated to pay
my costs.”

A description of the regulatory compact as historically interpreted, may be as
follows: the careful balance between compensatory rates and confiscation of utility
property that allows a utility an opportunity to earn a reasonable return on their
investment in exchange for providing safe and reliable power at reasonable cost to all
customers who request service. This opportunity is held in check by the used-and-
useful and prudent-investment tests, as well as from competition from government
ownership, fuel substitutes, and self-generation. Another important feature of the
compact is the continuous rebalancing that takes place to accommodate changing
conditions in the industry. Clearly, some kind of rebalancing is needed again. Retail
access broadens the scope of competition, but not the potential magnitude of its effect
as compared with other forms of competition that the electric utility industry has
historically faced. However, a means of recasting the compact that is consistent with
past treatment of assets but does not unreasonably impair the development of
competition needs to be found. In Chapter 5 an incentive mechanism is discussed that
is intended to be consistent with these seemingly contradictory ideas.

As revealed in the discussion of court cases and commission decisions, the
answer to treatment of lost utility value is not cut and dried. But a general path can be

found that is consistent with these past treatments and, in particular, the finding of
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Duguesne that equated risk to the utility and the method of valuation. if a state used or
uses a “pure’ prudent-investment test for valuing utility property, then the utility most
likely received a lower return on its investment in rate cases. This is because the utility
was subject to very low risk of loss of its investment and the rate of return should reflect
that. For transition costs, the utility subject to a “pure” prudence test should expect to
recover at least its costs and perhaps a return. Conversely, if the state used or uses a
“pure” used-and-useful test, than the higher risk would be reflected in a higher rate of
return. In this case the utility should expect no recovery of the investment costs or a
return. The utility was already compensated for the risk that the investment's original
cost may not be recovered, even if a market situation did not exist when the investment
was made.

However, most states do not use a “pure” form of either valuation method; rather
they use a combination of both. This is the primary reason why the treatment varies for
the analogous situations across states and sometimes even within states. Both the
used-and-useful tests and the prudent-investment tests are used by states as a way to
curb the incentive to create excess rate-base padding or uneconomical management of
costs. With respect to transition costs, states may consider the return given to the utility
and allow total, partial, or no recovery of costs and ‘allow either a return on the allowed
portion or no return at all. Again, this is not an inconsistency or opportunism on the part
of ccmmissions; rather, it is very consistent with past treatment. This points out the
importance of an analysis of the risk/return that the utility was subject to when
determining transition cost treatment.

Utilities had to make choices on how they were going to serve their customers.
Sometimes these turned out to be very good decisions and ratepayers and utility
shareholders both benefited. However, sometimes the utility made decisions that, in
retrospect, turned out to be poor choices. It is important to note that customers, or their
representative, the commission, were usually not a party to those decisions. Since
commissions simply do not have the same level of information and resources that the
utility has access to, they often act as reviewers of plans and hear the arguments of
interested parties. In these cases, it would be difficult to see why ratepayers should

now shoulder the entire burden of a utility's loss from being uncompetitive. in recent
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years, however, many commissions adopted integrated resource planning (IRP) as a
means to assert more control over the planning process of utilities. In addition to other
factors, the IRP process was the direct result of previous bad investments made by
utilities. In many cases, but not all, the IRP decisions involved demand-side
management programs, not power plants. Often the commissions avoided actual
approval of the particufars of the plan, approving the plan itself. in cases where specific
investment decisions were approved, such as approval (or “preapproval’) of a power
plant or a sulfur dioxide scrubber that later turned out to be unwise, the commission
may have to at least allow recovery of the capital cost. The investment’s unamortized
balance may, however, be removed from rate base.®
This balancing of the risk and reward or penaity can be termed “regulatory
symmetry.” Was the utility historically compensated through its rate of return for the risk
that costs would be unrecovered due to market forces? Certainly, the current rate of
return of a utility contempiates a certain degree of market risk. If a utility loses
customers because of municipalization, self-generation, or economic downturns, the
utility often bears the risk of a revenue shortfali at least until the next rate case.
(Working in the other direction, regulatory lag provides the utility with an incentive to be
more efficient and allows them to retain the benefit.)
It can be argued that because a utility can subsequently come in and request ‘
higher rates to spread its required revenue over a smaller base of customers, its rate of
return only compensates it for shorter-term market risks. However, normal investment
risks included the risk that demand would change, and there is no obligation for a
commission to shelter a utility from market forces presented because customers have
alternatives. In other words, the utility's rate of return already compensates it for the
market risk that customers would find alternatives.
State commissions consider market risk due to the possibility of economic |
downturn and attrition of customers (including that due to fuel switching and the |

possibility of self-generation or cogeneration); it would not be unexpected for such state

% Some argued that if preapproval and a guarantee of cost recovery is given, the utility should
receive a very low rate of return. This would be consistent with the regulatory balance of risk and reward
or penalty similar to a “pure” prudent-investment test.
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commissions to also consider attrition due to municipalization and/or retail access. In
such jurisdictions, it can be argued that the utility's rate of return on equity has already
compensated the utility for the risk that costs will not be recoverable due to declining
sales, whatever the cause. Again, the regulatory bargain only guarantees the utility an
opportunity to earn a reasonable rate of return on its prudently-invested capital; it
provides no guarantee that rate of return will actually be earned.

While the introduction of competition in retail electric markets may appear to
have a negative effect on electric utilities; this presupposes that the utility either cannot
or will not take steps to lower its costs and rates. Many, perhaps even most, utilities in
fact will have opportunities to realize higher earnings under a regulatory regime with
incentive- and market-based rates. The focus should not be on just the possible losses
by utilities. This underscores the importance of having the risks be commensurate with
the reward or penaity. For example, if a commission commits to guarantee full recovery
of transition costs, while simuitaneously allowing a utility to retain more of the benefits
of being competitive, an incentive asymmetry is created. That is, if the utility is
competitive it is rewarded, if it is not, it is made whole from a transition cost payment
and is not penalized. Another way to have regulatory symmetry in the future (but not a
recommended way) would be that none of the benefits from competition or incentive
ratemaking should be allowed to the utility if it receives all of its transition costs. As
noted, an incentive mechanism that is consistent with regulatory symmetry is presented
in Chapter 5. In short, commissions should avoid, as one observer put it, “socializing

the losses while privatizing the rewards."*

% Author’s recollection of a comment made by Douglas N. Jones at the NRRI “Workshop on

Implementing the Electric Utility Provisions of the Clean Air Act Amendments of 1990," Arlington. Virginia,

January 1991.
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COMPETITIVE RISK, INVESTOR EXPECTATIONS,
AND TRANSITION COSTS

The interest rate required on money invested in any enterprise bears a
direct relation to what is called the 'risk of the enterprise.’. . .Among these
risks [for public utility investments] are compstition with other forms of
supply such as establishment of a municipally owned plant competing with
a privately owned utility; [and] competition with other sources of supply
such as competition of one form of illuminant with another. . ..

J.M. Bryant and R.R. Herrmann’

That public utilities have faced competitive risks, as described in Chapter 3, is
not a new concept. In addition to what may be called “traditional” sources of
competition (municipal utilities, self-generation, other fuels, and so on), utilities were
required to interconnect with and purchase power from two new sources of power
generation’ introduced in the Public Utility Regulatory Policies Act of 1978 (PURPA). In
enacting PURPA, Corigress's primary goal was not to create a competitive power
market. Its primary goal was the conservation of energy resources and, to a lesser
extent, national security (by encouraging a less centralized power production).
However, PURPA did begin a series of events that has lead to the current discussions
of open and retail access. ‘

Initially, states implemented PURPA by setting “avoided cost” rates

administratively, as required by FERC. Serious discussions of expanding competition

" J.M. Bryant and R.R. Herrmann, Elements of Utility Rate Determination (New York: McGraw-Hill
Book Company, Inc., 1940Q), 227.

' These sources were cogenerators and small power producers. In order to become a “qualifying
facility,” the power source had to meet certain power, fuel, and ownership requirements {determined by
FERC) to obtain the interconnection.
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beyond PURPA's original purpose began in earnest in the early 1980s. Discussions
were still, however, at a somewhat theoretical level. A discernable turning point
occurred by the mid-1980s when some states began competitive bidding procedures
(starting with Maine in 1985). In 1988 FERC issued three NOPRs, one of which deait
with competitive bidding for generation.? While this NOPR never became a rulemaking,
FERC did partially implement its intent on a case-by-case basis. In addition, FERC
began to use market-based ratemaking for some wholesale power contracts.
Additional pressure for regulatory reform came from the rapid fuel price
increases and nuclear cost overruns and disallowances that began in the 1970s and
continued into the 1980s. Simultaneously, state and federal regulators began to take
action to deregulate natural gas, telecommunications, airlines, trucking, banking, and
other industries. This was a further portent of the future intent and direction of the
regulators. By the mid- to late-1980s it was obvious to most observers of the electric

utility industry that some kind of change was inevitable and only a matter of time.?

Determining Utility Investor Compensation for Competitive Risk

When utilities and their investors became aware of the changes in the industry,
and in particular, when they became aware of the increased risk from competition, is an
important factor in determining when a commission should “start the clock” when
calculating transition cost liability. If open and retail access expand customer options
and make it more likely that customers wili exercise their options, then it is reasonable
to assume that investors would react appropriately and incorporate this increased risk.
Capital markets would, therefore, demand a higher return for utility investments. The

immediate effect would be a price drop for utility securities, something that has already

¢ Federal Energy Regulatory Commission, Notice of Proposed Rulemaking: Regulations
Governing Independent Power Producers (RM88-4-000), Regulations Governing Bidding Programs
{RM88-5-000), and Administrative Determination of Full Avoided Costs, Sales of Power to Qualifying
Facilities and Interconnecting Facilities (RM88-6-000), March 16, 1988.

3 Of course, some still resist and oppose the idea of open and retail access.
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been observed.* Regulators, when determining the allowed rate of return, take cost of
capital into consideration. The risk of customer departure would, therefore, in time, be
reflected in the utility's rate of return. Since investors and investment service
companies are watching and attempting to determine the potential effects of increased
competition, many of the more “at risk” utilities have experienced considerable price
drops. This resuits in a paper loss for an investor or a real loss if the security is sold
below the original price paid. These investors, in effect, have already suffered a loss
that recovery of “stranded” costs could not compensate for in any practical way. The

first question is: Are utilities compensated for the competitive risk they now face?
int: Utiliti r Cc

Utilities argue that they only recently became aware of the extent to which
competition would reach (passage of the Energy Policy Act of 1992 (EPAct) being an
often cited example of when notification occurred). The contention is that EPAct has so
substantially increased wholesale competition and, together with recent state action,
increased the potential for retail competition that it could not have been foreseen.
These changes create a new market risk that substantially increased utility overall risk,
and, because of its relatively recent occurrence, utilities are not currently being
compensated for this additional risk.

It also has been argued that utility investors have not been compensated for the

additionai market risks that competition would bring because electric utility customers

4 Agustin Ros, John L. Domagalski, and Philip R. O’Connor, “Stranded Costs: Is the Market
Paying Attention?" Public Utilities Fortnightly 134, no. 10 (May 15, 1996): 18-21. The authors, using a
simple ordinary least-squares regression model, found a statistically significant negative relationship
between utility market-to-book ratios (M/B) and stranded cost estimates. They concluded that “[ijncreased
utility exposure to stranded costs leads to a decrease in its M/B ratio. By year-end 1995, exposure to
stranded costs had become a serious factor in investment decisions.” Their data were of year-end 1995
stock prices and September 1995 book values only. They did not measure this through time or attempt to
determine when it became a significant factor.
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never “paid for the right” for utility assets to be treated in an asymmetric fashion.® This
is because of the method that commissions typically use to calculate allowed rate of
return. In the past, before competition, a utility could only earn a “fair” return for
successful investments but received no return for unsuccessful (or disallowed)
investments, hence an asymmetry was created that the utility was not being
compensated for. Now the asymmetry continues because utilities may be subjected to
the risk of losing from competition but the utility's gain from profitable decisions is still
limited. The methods used by regulators to calculate fair rates of return, according to
this argument, do not account for risk of a down-side loss from competition since a
return is allowed only on economically successful investments. In this view, investors
have not (and based on the method, could never have) been compensated for this
asymmetric risk.

The asymmetrical manner in the way regulators calculate the cost of capital, it is
argued, has placed utility investors in the same position as "junk" bond investors, but
with a more limited opportunity to earn a higher return from good investments. Baumol,

Joskow, and Kahn note that

(jlunk bonds have to offer interest rates higher than investors expect
actually to realize, on average, to compensate for the fact that some of
the bonds will default. Regulators have not done that; they have not
deliberately permitted returns higher than the cost of capital on the
successful investments: but that's what it would have taken to
compensate investors for the risk that competition might now wipe out the
unsuccessful ones.®

 William J. Baumol, Paul L. Joskow, and Alfred E. Kahn, “The Challenge for Federal and State
Regulators: Transition from Regulation to Efficient Competition in Electric Power,” December 9, 1994, filed
as Appendix A with the Edison Electric Institute’s comments on the FERC 1994 Stranded Cost NOPR.
The original concept referred to the risk of disallowance and is from A. Lawrence Kolbe and William B.
Tye, “The Duquesne Opinion: How Much ‘Hope’ Is There for Investors in Regulated Firms?” 8 Yale
Joumal on Regulation, 113 (1991). Baumol, Joskow, and Kahn extended the concept to competitive risk
as do Kolbe and Tye in A. Lawrence Kolbe and William B. Tye, “The Cost of Capital Does Not
Compensate for Stranded-Cost Risk,” Public Utilities Fortnightly 133, no. 10 (May 15, 1995), 26-28. This
concept has received considerable criticism, see for example Ashley C. Brown, “Regulatory Risk: Is the
Subject Still Relevant or Do Markets Govemn?" 13 Yale Journal on Regulation, 403 (1996).

¢ Ibid., 36 (emphasis in original).
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Regulators would have to allow a risk premium to compensate investors for this
asset treatment. Baumol, Joskow, and Kahn note the difficulty in determining investor
knowledge of competition: "[i]t is easier to assert the fact than to demonstrate it."’
They, however, provide no empirical evidence of their own to support or refute the case
of investor knowledge of competition.® As will be shown, this line of argument hinges
on the reaction of financial markets and what and when investors knew about

competition.
Counter-Point: Utilities Are Compensated

There are, of course, arguments that hold that utilities are compensated for the
risk of retail competition. As noted, in some (perhaps many) states, rate of return
reflects lost sales not only because of economic downturns but due to attrition as a
result of forms of retail competition other than retail wheeling, namely, self~generatio}1
and municipalization. Some would contend that the risk of losing customers due to
retail wheeling is just another form of retail competition, for which the utility is already
being compensated through its risk of lost sales. Thus, the utility is aiready being
compensated for lost sales due to already existing forms of retail competition. The
possibility of further increased retail competition due to the provisions of EPAct can be
argued to be only a difference in the specific form of a risk for which the utility receives

compensation, not a difference in kind or degree.

7 They continue in a footnote that it is relevant that commissions around the country did not
mention competitive risk in their deliberations and findings on the cost of equity capital until very recentiy”
(note 13, p. 37). As will be discussed, what matters is what occurred in financial markets, explicit
commission pronouncements are irrelevant,

® As noted, Ros, Domagalski, and O'Connor determined that exposure to transition costs is being
considered now and is affecting stock prices, but they did not attempt to find when it began to become a
consideration or how this might be reflected in utility rates of retum (Ros, Domagalski, and O'Connor,
“Stranded Costs: Is the Market Paying Attention?”). To our knowledge, no such analysis has yet been
conducted.
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In such a case, however, it is the responsibility and the prerogative of the utility
to request an appropriate rate of return on equity given the market risks that it faces. It
is the responsibility of the state commissions to set a reasonable rate of return which
the utility has an opportunity to earn. State commissions do not initiate rate cases,
except upon a complaint or on their own initiative because rates are deemed to be too
high. It is the responsibility of the utility to come forward to the commission and to seek
adequate compensation for the risks that they incur if they believe that the return is
inadequate with respect to their risk.

In addition, the asymmetry theorized by Baumol, Joskow, and Kahn and others
could actually be in the opposite direction if a commission moves away from rate-of-
return regulation and toward more incentive- or performance-based ratemaking. This
could occur if the regulator allows recovery of transition costs \&hile changing to
incentive-based regulation. In this case the asymmetry switches to the utility being able
to earn a high return (higher than under rate-of-return regulation) when it makes good
decisions but faces a limited down-side effect. A symmetrical outcome distribution
would either not limit the upside or downside (as in a competitive market) or have the
same constraints on both profits and losses. In the future this asymmetry may be far
more likely since most states that are now discussing industry restructuring are also
considering performance-based ratemaking and at least some recovery of transition
costs. A more symmetrical performance-based mechanism is described in Chapter 5.

it could also be argued that the utilities are already being adequately
compensated for the additional increased market risks associated with municipalization
and retail wheeling. The failure by many utilities to come forward and request rate
increases due to increases in risk from retail competition can only indicate that utilities
are already adequately compensated for those risks in their current rates. (Another
alternative explanation is that these utilities realize that their embedded cost-based
rates are already too high and that increasing rates will actually leave them worse off,
particularly if customers with choices leave the system.) Indeed, there is every
indication that state commissions have been generous in allowing utilities not only an

opportunity to earn, but to actually earn, an overall rate of return and rate of return on
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equity that is more than adequate to compensate the utility for the risks that it faces.
This may explain why many utilities have not had rate cases in many years.’

This has been reflected in actual earnings by utility investors. A study of
common stockholder returns'® of major electric and telecommunication utility companies
found that 72 percent had an internal rate of return on investment higher than the
average stockholder of major nonregulated U.S. industrial corporations over the 1972-
1992 period. This includes change in stock prices and cash dividends. This period, of
course, has been marked by considerable turbulence in both industries, including large
disallowances, declining demand, sharply rising fuel costs, and higher capital costs.
Whether this adequately compénsated investors for increased market risk from
competition is an open question. Also, there will be variation between companies.
However, this does cast some doubt on the "junk bond” postulate discussed above
since many investors have in fact been earning a higher return.

In addition, it could be argued also that utilities and their investors should have
been aware of impending changes in the industry for some time, perhaps ten or fifteen
years. There was the series of events, cited at the beginning of this chapter, that
occurred in the mid-1980s that should have alerted utilities and their investors to the
changes. These events include (to name a few), the beginning of competitive bidding
by some states, discount rates offered to industrial customers (including “cogen killing”),
increasing amounts of new capacity from independent suppliers, warnings of change

5 from investor service organizations, and reduced regulation or deregulation in other
regulated industries. There has been considerable time, in short, for utilities to prepare
for action and investors to require higher returns or alternative investments. In fact,
many utilities have been taking steps to reduce costs and prepare for increased
competition and investor services are evaluating companies (in part) based on their

analysis of the utility's ability to be competitive in the future.

® Perhaps they prefer the higher rate of retum (set back when the cost of capital was higher) they
now receive to a larger rate base from new capital expenditures that may be allowed after a new rate
case.

| 19 Michael Foley and Ann Thompson, Electric and Telephone Utility Stockholder Returns: 1972 -
1992 (Washington, D.C.: National Association of Regulatory Utility Commissioners, 1993).
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As will be shown, the correct question is not: When did commissions begin to
provide a competitive risk premium in utility rates of return? But rather: When did
investors become aware of the impending changes in the industry and when did their

changed expectations have an effect on financial markets and utility costs of capital?

Determining Competitive Risks in
Financial Markets and Investor Expectations

Traditionally, electric utility stocks have been considered a "quasi-fixed income”

security. Their monopoly status and relatively inelastic demand meant that they were a

relatively safe and steady income source. Growth potential was not the main reason

investors purchased these investments since it was viewed that, in general, there was

limited opportunity for growth either within or outside the utility's service territory. This

view has changed as the industry transforms to a more competitive structure. Electric
“5 utility stocks are becoming (or are already) more like industrial firms, they now have
more potential for growth and decline as utilities contend to retain or increase their
sales.

| As noted, the question of investor awareness of competitive risk is an important

factor in determining utility liability for transition costs. This is a complex question that
can only be answered through a detailed and case-specific empirical analysis. Such an
empirical analysis would involve judgment to develop an accurate picture of the factors
that affect investor returns. Fortunately, many commissions are familiar with the
techniques that such an analysis would involve. A complete explanation of commission
rate-of-return determination, cost of capital, and financial market interaction is not
provided here; only a brief explanation as to how this may relate to commission analysis

of the issue of transition costs is discussed.

Fea W,

A utility's return to its investors and its cost of capital are determined by financial
markets. An investor's return is the sum of the yield of a security (stock or bond) and
the growth (or loss) on that security. Both yield and growth are dependent on the

L T N YN

security's price, which may change each regular business day on financial markets. ifa -
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utility's investment becomes more risky, for example, and investors believe that the firm
is less likely to maintain its dividend, the price of its stock will decline. In that case,
investors that hold the utility’s stocks or bonds lose, on paper at least, part of their
investment. (In the extreme case, the price drops to zero if the firm goes bankrupt.)
The expected return on such an investment increases and new investors now require
an additional risk premium to become or remain investors in the firm. Overali,
investments of similar risks will be priced in the market to have equivalent expected

- returns to investors. If something occurs that reduces risk, the security price will rise,
decreasing yield. Clearly, moving away from franchised monopolies to a competitive
industry structure will increase investor risk.

It may be the case that most regulators have not explicitly provided a competition
risk premium when calculating rate of return. However, financial markets may have
already taken the additional risk from competition, or competitive risk, into account.
This is independent of whether a commission made an attempt to set the rate of return
equal (or slightly above to account for "float" of securities) to the cost of capital. Itis
possible, contrary to Baumol, Joskow, and Kahn and others, that a competitive risk
component is included. For example, assume that competitive risk does increase
significantly and the commission did not set the return high enough. Some stock and
bond holders will sell securities and the price will drop, raising yield to equal the cost of
capital. Similarly, if a commission set the return higher than necessary, prices will be
bid up reducing yield. Commission policy obviously affects security prices, but financial
markets determine the cost of capital.

Thus, in this example, the utility and its investors have been, in effect,
compensated for competitive risk. If this is the case, then past investors have already
suffered either an actual loss if the security was sold or a paper loss if they still hold the
investment. Compensating a utility for transition costs in this case would reward current
share and bond holders, but not necessarily the investors who incurred the loss. The

question remains: Have investors internalized utility competitive risk?
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A utility investment advisor, writing in 1987,"" states

We are not yet certain that investors realize the possibilities
or implications of unfettered competition, although they do
ask, more and more, about whether utilities have competitive
cost structures. The message is getting across that
competition will produce winners and losers.'?

For some time, rating agencies have been considering the competitive positions of
electric utilities when making recommendations to investors. At a talk given before the

NARUC Subcommittee of Executive Directors in 1993, a securities analyst for Moody's

stated:

Looking forward, it's clear there will be winners and losers.
Our job at Moody's is to try to identify the losers and warn
fixed income security holders of the risks involved. . ..
Mocdy's is now in the process of examining the cost

w structure on a plant-by-plant basis of every rated utility. We
B believe that the results of this analysis will provide clues as
to which utilities will have the flexibility to reduce their prices
and which ones will be more constrained.™

In the same talk, the Moody's analyst continued, “[ijnvariably, credit risks
increase and ratings fall as some companies are unabie to make the transition to the
Darwinian world of free markets.” Clearly, hyperbole aside, security analysts have been
well aware of the industry changes and adjusting the companies’ ratings. When
Moody’s released a utility-by-utility study of transition costs, there was a story about it

" The intent here is not to find the latest remarks on the subject, but previous wamings of
impending competition.

12| eonard S. Hyman and Heidimarie West, “Diversification, Deregulation, and Competition: Cost
of Capital Implications for Electric Utilities," in Deregulation and Diversification of Utilities, Michael A. Crew,
ed. (Boston: Kluwer Academic Publishers, 1989), 168. The authors state that their chapter was wntten in

August 1987 (p. 179).

% )
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¥ M. Douglas Watson, Jr., "U.S. Regulated Utilities Under Attack," reprinted in Electnc Ubllty
Sourcebook (New York: Moody's Investors Service. October 1994).

14 Stranded Costs Will Threaten Credit Quality of U.S. Electrics (New York: Moody's Investors
Service, August 1995). o
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in The Wall Street Journal.® The paper stated that “no rating changes were announced
[by Moody’s] with the study because the ‘relative cost exposures’ of the companies
analyzed have already been incorporated into current ratings.” It would be difficult to
find a utility investment advisor today that is unaware or not advising clients of the
competitive risks that electric utilities now face.™

It would be a leap, of course, to assume that all utility investors are now aware of
this; however, it is probably safe to assume that institutional and other large investors
are aware and directly considering competitive risk or are considering the revised
company rating by the investment services. It is probably also safe to assume that as
investors make their buying and selling decisions, electric utility stocks and bonds

prices are at least beginning to reflect the higher level of risks.

AP ible Empirical Tes

As noted, the cost of capital is determined by financial markets where utilities
compete for capital. Stock and bond prices are affected by the perceived risk and the
return investors expect from a security. If the effect of competition has already been
factored into investor decisions, then the prices of utility securities will already have
reacted so that expected returns to investors already reflect a competitive risk premium.
This is the case not because the commission explicitly added a competitive risk
component, but because investors demanded a relatively higher return. They are now
demanding a return that is comparable to other investments of similar risk level.

An analysis could be conducted to determine if the utility investors' return

includes a competitive risk factor. A relatively simple way to determine the relative risk

1s “Deregulation May Cost Electric Utilities $135 Billion Over 10 Years, Study Says,” The Wall
Street Journal (7 August 1995). -

'¢ Goldman Sachs, Standard & Poor’s, and others also consider transition cost exposure in their
analysis and recommendations.
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of a utility compared to the overall market could be to examine its beta.”” It may be
inferred by examining the behavior of the firm's betas over time whether there had been
an increase or a decrease in competitive risk. However, this would only indicate that
the utility is relatively more or less risky compared to the overall market.

A more appropriate way to explain historical trends in utility returns is through a
multi-factor model.” While this involves a fairly sophisticated econometric analysis,
many commissions and utilities have already been using a similar type of analysis when
determining utility rate of return. This may be the only analytical way to determine
whether utility investors are now compensated for competitive risk, to what extent, and
for how long. This type of evidence could be used by a commission since it is generally
consistent with existing evidentiary procedures and analyses.

Changes in utility stock and bond prices are based on investors’ decisions on the
best use of their money. Therefore, an empirical analysis would be superior to relying
on only a subjective judgment of what investors shouid have known or speculating what
they did know of the impending competition. Using historical data, the analysis would
be testing for what investors have already accounted for in their expectations of
increased competition.

There are many factors that increase or decrease a utility's risk that investors
consider. Examples of regulatory policies that increase risk, or regulatory risk, include
the possibility of a disallowance resulting from a prudence review or from an investment
being found not used-and-useful. Competitive risks include the possibility of
municipalization, co- or self-generation by industrials, fuel switching, loss of load, or
retail customer access (retail wheeling) to other utilities. Commissions ailso adopt
policies that reduce utility risk. Examples include fuel adjustment clauses and other

automatic pass-through provisions, and revenue stabilization and DSM decoupling

'7 Beta is a measure of the relative sensitivity of the price or return on an individual security to -
changes in the price or return on some market index. Betas below 1.0 imply less than average risk; betas
above 1.0 imply greater than average risk.

8 | eigh A. Riddick, “Using the APT and Related Multi-Factor Models to Estimate the Cost of
Equity Capital for Utilities,” NRRI Quarterly Bulletin 16, no. 1 (March 1995), 45-60.
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mechanisms. The task of a multi-factor analysis would be to separate these various

risk factors, isolating a competitive risk factor in particular, and testing its statistical
significance.

It could be found in the analysis that: no competitive risk premium exists, a
partial competitive risk premium exists, or a substantial competitive risk premium exists.
Evidence that investors have adjusted to a greater level of risk could be indicated as a
statistically significant shift variable in the econometric analysis. In this case, if
commissions were to compensate a utility for transition costs, it would amount to a
subsidy to existing investors. If no evidence is found to support the claim that investors
have made the adjustment, then the issue and amount of compensation would depend
on legal questions of utility responsibility to ratepayers to control costs and ratepayer
obligation to the utility. Most likely, a good analysis would find some evidence for at
least a partial adjustment. This could be used as the basis for a sharing arrangement
between utility and ratepayers for future transition costs. This, of course, must be
weighted with other considerations discussed in other sections of this report, such as

legal obligations and mitigation incentives.
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SUMMARY OF FINDINGS AND POLICY RECOMMENDATIONS

Economic Efficiency

In a dynamic competitive market economy, assets become obsolete and are
abandoned regularly. An important function of a market economy is that inefficient and
obsolete practices and firms are either eliminated and replaced with more efficient and
superior firms or forced to redirect their efforts to become more efficient and better
managed. Overall, this results in society’s limited resources being used in a productive
manner. “Bailouts” of inefficient firms inhibit this screening process of a market
economy and may only delay the inevitable. A truly competitive market provides
stronger encouragement to utilities than is practical by reguiation to reduce their cost,
innovate, and lower prices for consumers. The drive to remain in business, become
more competitive, and earn a profit is a much more effective disciplinary tool than
regulatory inducements. Of course, this.depends on being able to create an effective
dynamic market with no or minimal market failures.

Chapter 2 discusses two general types of economic efficiency: productive or
“static” efficiency and an overall or “dynamic” efficiency. Static efficiency is achieved
when power is generated by the lowest-cost producer. Static efficiency requires only
economic bypass of the utility's system and no “uneconomic” bypass. The marginal
costs of the utility and alternative supplier and utility rates are assumed to remain
unchanged and are optimal (all costs are minimized and there is no market power).
Dynamic efficiency, in contrast, assumes that the utility’s marginal cost can or does
change over time and, if not optimal as might be expected under rate-of-return
regulation, can be induced by market incentives to be reduced. Competitive markets
are by nature dynamic where competitors are driven to control costs to retain or attract

customers (as long as it is or is expected to be proﬁtable).'
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The main economic argument for permitting more competition for electric
generation is to encourage such a dynamic economic process. It was the dynamic-
efficient effects in other deregulated industries that reduced costs and prices and
provided consumers with substantial benefits. In other deregulated industries, in
general, recovery of losses have not been provided. Exceptions occurred when, for
example in the savings-and-loan industry, government policies contributed to the
losses. Losses that occurred because of economic forces unleashed by technological
change or deregulation were not generally given.'

Dynamic-efficient gains are potentially much larger than any static-efficiency
losses. This is because the loss from “uneconomic” bypass, which only occurs in a
limited quantity range, will likely be less than the gain to consumers from price ‘
reductions. Preference should, if the intention is to facilitate the development of a
dynamic competitive market, be given to policy options that encourage a dynamic-
efficient market, and avoid policies that impair it. This cannot be achieved by just
focusing on static-efficiency losses. The only time static efficiency should be pursued in
isolation is when generators of electricity are optimally producing electricity at minimum
cost — an unlikely assumption given that electric utilities are generally cost-based
regulated. The best way to achieve optimal efficiency is with unencumbered market
incentives.

Specifically, allowing recovery of transition costs can negatively affect dynamic

efficiency and impair the development of a competitive market in the following ways.

(1) Blunts utility incentives to lower costs and mitigate transition costs. This is

a “moral hazard” problem from principal-agent theory. This occurs when a
principal (the regulator) places the agent (the utility) in a position to act on their
own initiative to do something that has some cost, but the principal cannot

always (cost effectively) determine if the action taken (or not taken) is

S O T

' Examples include the trucking and airline industries. The natural gas industry is an example of
an industry that was allowed to recover some of its losses from customers because producers, pipelines,
and local distribution companies were encouraged to enter into take-or-pay contracts that later turned out
to be uneconomic.

BB s s
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appropriate or necessary.? For utilities that receive transition cost recovery this
could occur primarily because the regulator, who has incomplete or imperfect
information, is unable to detect when opportunities to reduce costs are either not
taken, are not the best aiternative, or are not pursued to full advantage. Ina
competitive market it is the dynamic drive to reduce costs to remain in business
and expand profits that induces cost control. This process of competition, when
it can be used or developed, is much better than a regulator at enforcing cost
minimization. If a utility (or any business) is allowed to recover costs that would
be lost if it loses customers, then this drive is significantly diminished.

At its worst, paying transition costs causes a perverse incentive to utilities to
find and argue for recovery of all potential costs rather than lowering costs to
become competitive (including costs that may not be appropriate for recovery).
In effect, declaring that stranded costs are recoverable can set the utility on a
path to maximize transition cost recovery, rather than lowering or minimizing -
costs. This institutionalizes existing utility uneconomic costs and rates rather
than phasing them out. Strategically, commissions that declare in advance that
recovery is possible are inadvertently sending the wrong incentive to the utility.
In the natural gas industry, recovery of uneconomic take-or-pay contract costs
was uncertain until it was settled in court.® In the interim, natural gas producers,
pipeline companies, and local gas distribution companies worked toward solving

the problem and reduced the overall amount.*

2 An example is health insurance. In this case, the principal is the insurance company providing
benefits to the insured (the agents) who have an incentive to overuse health care services (seeing a
doctor when they have a cold for example). The insurer must rely on the judgment of the insured or use
incentives (such as co-payments) that are partially effective.

3 AGD v. Federal Energy Regulatory Commission, 824 F.2d 981 (D.C. Cir. 1987).

‘ “ For more information on how transition costs were handled in the natural gas industry see
‘ Kenneth Rose, Mohammad Harunuzzaman, and Robert E. Burns, “Comments on the FERC's
Supplemental NOPR on Stranded Costs by Public Utilities and Transmitting Utilities,” reprinted in NRR/
j Quarterly Builetin 16, no. 4 (19985).
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?‘ (2) Acts as a barrier to entry and exit. Whether through entrance, access, or
exit fees, recovery of a utility’s sunk costs creates a barrier to entry. Efficient

suppliers are discouraged from expanding or entering the market. Inefficient
utilities are instead subsidized to continue to be the supplier or, if another
supplier is chosen, to support assets that no longer have an economic or market

value equal to its accounting or embedded value. In addition to the higher costs

1
I
{
I
!

that customers are forced to pay, this also leads to inefficient self-generation as
customers seek ways to avoid the fee. This is another form of uneconomic
bypass, but is not prevented by an access fee since the fee itself is bypassable.®

Baumol, Ordover, and Willig state that “a defensible pricing standard [for
telecommunications network elements] must be based on forward-looking
economic costs, not historical book costs, because the expansion, contraction,
entry and exit decisions of competitors efficiently and necessarily turn on
expected prices and costs and have nothing to do with costs expended
historically or reflected on accounting books.”™ This is consistent with the
concept of dynamic efficiency and the development of a competitive market
where suppliers are driven to optimally control costs, innovate, and offer lower
prices and better service to consumers.

Even when the risk of uneconomic bypass can be prevented by an access
charge, it may be more beneficial to have some small amount of static
inefficiency with alternative suppliers in the market than no static-efficiency

losses and no competition. This is because (as noted in Chapter 2) the

5 Contrary to the arguments for the creation of “nonbypassable” access fees, in reality customers,
particularly large industrial customers, have the option of self-generation. In this case the regulator cannot
enforce an access charge.

LR TR

® From an affidavit by William J. Baumol, Janusz A. Ordover, and Robert D. Willig for AT&T,
signed May 1996. The apparent contradiction contained in this statement with Baumol's work (coauthored
with Sidak) on recovery of “inherited cost obligations” is not explained. See Chapter 8 of William J. ' :
Baumol and J. Gregory Sidak, Transmission Pricing and Stranded Costs in the Electric Power Industry ¥
(Washington, D.C.: The AE! Press, 1995). In Chapter 10 Baumol and Sidak argue that utilities should e i*é
recover their “opportunity costs” that include “stranded investments and expenditures that are rendered e
unproductive by the competitive sale of bulk power” (p. 140). g
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presence of competitors in the market will encourage overall or dynamic cost

efficiencies that could be much larger than any static losses.

(3) Creates an asymmetry between utility nsk and reward. A risk/reward

asymmetry is created if a commission allows a utility to retain more profit than in
the past, but simuitaneously guarantees that any potential down-side loss from
competition will be recovered from customers. Commissions have indicated thus
far in the restructuring debates that higher profits will be allowed with competition
and performance-based regulation (PBR). By allowing more up-side potential
profit while limiting the down-side risk distorts a utility’'s incentive in such a way
that it would be less cautious than it would be when the utility incurs a loss itself.
This means that consumers are ultimately responsible for bad outcomes. This
removes the usual market discipline and accountability that encourages cautious
decisionmaking. This asymmetry is similar to the one created in the savings-
and-loan (S&L) industry that led, in part, to the largest single government bailout
in history.’

Many, perhaps even most, utilities are likely to benefit from open and retail
access and from a broader use of market-based rates. To make provisions for
just possible losses that the industry will incur without considering the possibie

substantial gains adds to the regulatory asymmetry. For this reason, transition

" George J. Benston and George G. Kaufman, “Understanding the Savings-and-Loan Debacle,”

The Public Interest, no. 99 (Spring 1990). While there was a confluence of many factors, a major cause
was that S&L managers were encouraged to adopt a high-risk, high-return strategy. This is because
changes in the industry (caused by the economic conditions and government) increased profit
opportunities while deposit insurance limited losses. If a venture succeeded the S&L kept the gain; if it
failed, the loss was shifted to the government deposit-insurance corporation (FSLIC). The authors note

that

“[olne of the major reasons for the size of the S&L crisis is that authorities
were reluctant to enforce some forms of market discipline — in particular,
insistence on adequate capital reserves and the prompt liquidation or
reorganization of economically insolvent S&Ls — that the market could
not enforce itseif under the deposit-insurance system.” (p. 86.)
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cost recovery may conflict with the goal of increasing the use of PBR. A PBR
mechanism that more carefully balances risks and rewards is discussed later in

this chapter.
Regulatory Symmetry

The examination of the origins and content of the regulatory compact finds little
basis for the claim that utilities are always entitled to cost recovery and a return on their
investments. Indeed, a strong argument could be made that to be consistent with past
treatment and the manner in which the compact has been interpreted by many states,
full recovery of transition costs is what would be inconsistent. There is no “entitlement”
to “stranded” costs expressed or implied by the regulatory compact. The only
entitlement granted was the revocable privilege to serve an exclusive territory. The
obligation to serve stems from this privilege. The compact is not an agreement to pay
all costs (prudent or otherwise) because of the obligation to serve. It is much more
complex than simply “I am obligated to serve, therefore customers are obligated to pay
all my costs.”

As revealed in the discussion of court cases and commission decisions the
answer to treatment of lost utility value is not cut and dried. But a general path can be
found that is consistent with these past treatments and, in particular, the finding of
Duquesne that equated risk to the utility and the method of valuation. If a state used or
uses a “pure” prudent-investment test for valuing utility property, then the utility most
likely received a lower return on its investment in rate cases. This is because the utility
was subject to very low risk of loss of its investment and the rate of return should reflect
that. For transition costs, the utility in this situation should expect to at least recover its
costs and perhaps a return. Conversely, if the state used or uses a “pure” used-and-
useful test, than the higher risk would be reflected in a higher rate of refurn. In this
case the utility should expect no recovery of the investment costs or a return. The utility
was already compensated for the risk that the investment's original cost may not be

recovered, even in a market situation that did not exist when the investment was made.
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However, most states do not use a “pure” form of either valuation method, rather
they use a combination of both. This is the primary reason why the treatment varies for
analogous situations across states and sometimes even within states. With respect to
transition costs, states may consider the return given to the utility and allow total,
partial, or no recovery of the costs, and either return on the allowed portion or no return
at all. This is not inconsistent or opportunism on the part of commissions, but very
consistent with past treatment. This points out the importance of an analysis of the
risk/return that the utility was subject to when determining transition cost treatment.
This balancing of the risk and reward or penalty can be termed “regulatory symmetry.”

While introducing competition in retail efectric markets may appear to have a
negative affect on electric utilities; this presupposes that the utility either cannot or will
not take steps to lower its costs and its rates. Again, many, perhaps even most, utilities
in fact will have opportunities to earn higher earnings under a regulatory regime with
incentive- and market-based rates. The focus should not be on just the possible losses
by utilities. This underscores the importance to have the risks be commensurate with
the reward or penalty in the interest of fairness to ratepayers and to maintain proper
incentives for good decisionmaking. As just discussed, if a commission commits to full
recovery of transition costs, while simultaneously allowing a utility to retain more of the
benefits of being competitive, a potentially harmful incentive asymmetry is created.
That is, if the utility is competitive it is rewarded, if it is not, it is made whole from a
transition cost payment and is not penalized.

The debate on transition costs thus far implies that the commission or legislature
is imposing costs on the utility when it moves to open or direct access or that regulators
or customers cause costs. This has shifted the focus away from the origin or controller
of these costs, the utility. In an economic sense, retail access and competition do not
impose costs — rather they expose costs that are uneconomic relative to alternative
suppliers. In many respects, it is the tariff or rate that is “stranded,” not the investment.
As noted, an important function of competitive markets is to screen out costs and
suppliers that‘hévev above-market prices. These may include costs that would have

remained hidden if the utility’s monopoly was allowed to continue. Competition does not
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cause the uncompetitive supplier’s higher costs any more than athletes can blame their
competitors for losing. Currently uncompetitive utilities, like the uncompetitive athlete,
can decide to either find ways to improve their performance and competitiveness or
withdraw from the competition.

The compact has been continuously rebalanced to accommodate changing
conditions in the industry. Clearly, some kind of rebalancing is needed again. A means
of recasting the compact that is consistent with past treatment of assets but does not
unreasonably impair the development of competition in a PBR context is presented

next.

A Performance-Based Recovery Proposal®

This proposal is designed to minimize (but does not eliminate) the impact on
dynamic efficiency when recovery is allowed. This method may be used to set prices
for distribution and transmission services (including ancillary services) that are likely to
be regulated. All customers, including those who now purchase power from alternative
suppliers, will pay the transition costs, not just residential or core customers who remain
on the utility’s system. This method assumes that the commission has already
determined that the utility should recover transition costs and how much, based on an
analysis, is to be recovered.

Performance-based regulation (PBR) is a relatively new term used to describe a
general category of many different types of noncost-based rate regulation. They
include targeted incentives, yardstick regulation, and price caps. The main feature of
PBRs is that the firm is compared to and rewarded or penalized based on its
performance relative to others in the industry. This is in contrast to traditional cost-
based regulation where the firms costs are primarily examined in the context of that firm

only.

® This section is based on work by NRRI for the Rhode Island Division of Public Utilities and
Carriers. ’
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There is a series of questions that state and federal regulators now face when
considering restructuring of the electric utility industry and what type of rate regulation

should replace cost-based rates:

« What form of rate regulation is most compatible with more competitive electric
markets?

o How can customers with relatively few or no choice of suppliers benefit from
competition and its expected cost savings?

e How can the so called “stranded cost” problem be solved in such a way that
is fair to both utility shareholders and customers? and

« How can this be done in such a way that economic efficiency is not unduly
sacrificed?

There is a general consensus in the regulatory community today that cost-based
regulation is ill suited to solve the problems raised by the above questions. The
limitations of cost-based regulation are now well known and documented. These
include a lack of incentive provided to the utility to control or reduce costs and adopt
new and innovative technologies, the tendency of market risks to be shifted to
ratepayers, the lack of a reward to the utility for good decisions, and a high
administrative costs for both the regulated and the reguiator, because of its litigious and
deliberative nature.

While there are a variety of PBRs available, price caps appear to have several

distinct advantages at this time for the electric industry:
« they have better incentives for cost reduction and control,
o they have been used in other industries for years so that the advantages,
potential obstacles, and other issues that arise during implementation are
well known,

¢ they are relatively simple to administer compared with cost-based regulation,

« they allow more price flexibility for the utility to arrange contract terms with
large retail customers (as long as it is below the cap),
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« they protect customers with few or no practical choice, and

. they are a good transition tool to more competitive markets.

As a transition tool, a commission can implement a price cap for individual
customer classes that will protect captive or core customer groups from cross-
subsidizing more competitive customer classes. This cross-subsidizing can be in the
form of costs being shifted from the more competitive markets to the less competitive
and revenues from the less competitive being shifted to the more competitive (such as
residential customers subsidizing industrial customers). Another advantage is that the
price cap can be used at the same time to test the extent to which competition is
developed in a given market. If, for example, the actual price that large industrial
customers pay is considerably below the price cap set by the commission, then the
market is likely to be competitive and complete price decontrol should be considered for
that class of customers.

Ideally, the transition cost problem can be solved in such a way that the
expected cost savings from competition and better incentives from a PBR can be used
to reduce the size of the transition costs and, eventually, eliminate these costs
altogether. A mechanism is introduced here that links the price-cap mechanism with
the recovery of transition costs. The price cap proposed here has two basic (and
separate) components: the basic price-cap formula and the profit-sharing equations.

Each is described below.

The Basic Price-Cap Formula

The price-cap formula provides the percentage of annual change in the price for
a group of customers based on three main components: a price index, a productivity
index, and an adjustment factor for idiosyncratic costs or beneﬁts. This can be

expressed in the following formula as:
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AP, = (Plyy = Xy £ Zy 4 (1)
where
AP, = percentage change in the price of electricity for customer
class i for period t,
Pley = price index for latest reporting period,
Xey = productivity offset calculated from latest reporting period data, and
Zey = adjustment factor for company specific costs such as transition

costs from the latest period.

The price index is a general inflation measure and can be drawn from Bureau of
Labor Statistics (BLS) data on the Consumer Price Index (CP1) or the Gross Domestic
Product Implicit Price Deflator. The most recent reporting period is used and should be
of sufficient length of time (one year, for example) so that monthly variations do not
over or under state the actual rate of price level changes. The productivity offset is
intended as an overall measure of net productivity change in the electric power industry
relative to the overall economy’s (productivity is defined as the industry’s output divided
by its inputs).

The bracketed terms (P, - X,.,)) together are intended to estimate the
industry’s increase in costs during the period. An alternative and more precise method
a commission could use in place of the price index and productivity terms is an index of
electric utility costs. However, for tractability reasons, most price-cap plans use a broad
economy-wide measure of price change with a productivity offset. The logic behind this
method is that since a price index is used rather than a cost index, an offset is required
to estimate net cost increase (that is, net of any productivity change). If an economy-

wide price index is used, the productivity offset should reflect the difference between
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the long-term productivity trends in the economy as a whole and the total factor
productivity trend in the electric industry.®

In practice, commissions have used the productivity offset not in a precise and
exact way, but rather as an adjustment factor. A commission may decide, for example,
that prices under a price-cap mechanism should be less than they would have been if
the utility were still cost-based regulated but still allow sufficient revenues to attract
investors. In this case, a commission would raise the productivity offset by an amount
sufficient to meet this goal. The justification for this is that since price caps will
encourage cost reductions, not all the benefit should go to the utility’s shareholders. An
additional argument for adjusting the offset is that historical industry productivity
changes reflect the trend of a regulated industry prone to some lethargy and
inefficiency and do not reflect the expected future (or desired) growth in productivity that
will likely be induced by competition. By setting a more stringent target, the utility is
required to increase its efforts to reduce costs. An example of this kind of adjustment
was the Federal Communications Commission’s “consumer dividend” of 0.5 percent
added to a productivity offset of 2.5 percent in a price-cap plan for AT&T’s
interexchange activities. This was intended to guarantee that customers would shared

the performance improvement resulting from the increased incentives.'

The Profit-Sharing Equations

The profit-sharing equations are a secondary check on the utility’s earnings and
are determined separately from the price caps. A commission would set an allowed or
target cost of equity capital and a “dead-band” range around a mid-point estimate.

When the utility’s earnings (Y,) are above the upper bound (Y}, the utility will be

? Wayne P. Olson and Kenneth W. Costello, “Electricity Matters: A New Incentives Approach for a
Changing Electric Industry,” The Electricity Journal 8, no. 1 (January/February 1995).

' Herb Thompson, Mark Newton Lowry, and David Alan Hovde, “Total Factor Productivity in the

Investor-Owned Electric Utility industry: 1975-1992,” NARUC Biennial Regulatory Information Conference
Proceedings, Vol. Il (Columbus, OH: The National Regulatory Research Institute, 1994), 445-60.

THE NATIONAL REGULATORY RESEARCH INSTITUTE — 98



CHAPTER 5

required to share the “excess” profit with ratepayers. This is reflected in the following

formula,
when Y, > Y, then
A (2)
Y = YA =Y, +g(Y, - Y,
where
Y, = unadjusted earned rate of return on equity,
Y, = rate of return on equity at the upper boundary of the dead-band
region,
Y = rate of return on equity after price adjustment,
Y* = allowed rate of return when the u‘nadjusted rate of return is above
the dead-band region, and
g = sharing ratio equal to the share of the difference between the

unadjusted rate of return and the boundary rate of return; g = 0
when the unadjusted rate of return lies within the dead-band
region.

When the utility’s earnings are below the lower bound set by a commission, there is a

symmetrical sharing of the earnings “deficiency” between shareholders and ratepayers,

when Y, < Y,_ then

Y=YB =Y, +g(Y, -Y) @)
where
Y, = rate of return on equity at the lower boundary of the dead-band
region, and
\& = allowed rate of return when the unadjusted rate of return is below

the dead-band region.
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When the utility's unadjusted earnings are in the dead-band region there is no sharing,

that is, the utility is allowed to retain its actual earnings,

when YL <Y, s Yu then 4
Y=Y (4)

Figure 5.1 illustrates two examples of the profit-sharing mechanism. Example
one is on the right side of the diagram. The utility’s unadjusted earned rate of return on
equity (Y,) is 13 percent, this exceeds the upper bound of the dead-band region (Y) of,
in this example, 11 percent; thus, Equation (2) applies. Inserting these numbers into
Equation (2) results in an allowed rate of return (Y#), with g equal to 0.5, of 12
percent.'”” Example two, on the left side of the diagram, is an example of the profit-
sharing mechanism when the unadjusted earned rate of return is below the dead-band
region (less than Y_of 6 percent in this example) since the utility’s Y, is now 4 percent.
In this case, Equation (3) applies. With g again equal to 0.5, the allowed rate of return
(Y®) is now 5 percent.”? If the utility’s unadjusted earned rate of return was in the dead-
band region, then Equation (4) wouid apply. In this case (not shown in the diagram),
the unadjusted and allowed rate of return on equity would be equal.

The profit-sharing equations may be a transitional tool only and could be phased
out over either a prespecified period of time or after it has been determined by a
commission that some or all electricity markets have developed sufficiently to protect

consumers.

" That is, 11 + 0.5(13 - 11) = 12 percent.

2 That is, 6 + 0.5(4 - 6) = 5 percent.
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Dead-Band Region

| nbedadeatentidebn et ]
! |

Example 2 | < Rate of Return on Equity—» l Example 1

i ' L
6.0% 8.5% 11.0%
Yo= 4.0% Yo= 13.0%
vB="50% YA = 12.0%
(g =0.5) (g =0.5)
Figure 5.1. Two examples of the profit-sharing mechanism.
The Link B en Transition Co overy and the Price Ca

Two primary limitations of transition cost recovery that have been discussed —
the poor incentives that the utility receives to minimize and mitigate transition costs
when recovery is assured and the asymmetry between risk and reward — are
specifically addressed by this PBR mechanism. While the “first best” economic solution
(in terms of dynamic efficiency) would be to not allow transition cost recovery and move

to competitive markets as quickly as possible, a commission may wish to have a
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transition period where rate-base/rate-of-return regulation is phased out while phasing
in competition and PBRs. This PBR mechanism is intended for such a transitional
period.

in the proposed price-cap mechanism, there is a direct link between the Z factor
in the basic price-cap formula and the g, or sharing factor, in the profit-sharing .
equations. This alleviates (although it does not completely eliminate) the limitations to
transition cost recovery. The Z, expressed for example, as a percent of total cost, is
intended to be inversely proportional to g. For example, if the Z includes all or nearly alil
of the utility’s transition costs, then g should be relatively low and the dead-band region
relatively narrow. Conversely, if the utility recovers relatively Jess of its transition costs,
then the g should be relatively larger and the dead-band region wider. Complete
recovery of Z with a g equal to zero would approximate a rate-bf—return/cost—based
regulation outcome. No transition cost recovery with a g equal to one, would be a close
approximation to a competitive market outcome (except, of course, for there being a
price cap). A commission may consider giving the utility a choice of where to set Z with
a corresponding nonoptional g factor paired with it.

A commission may also consider reducing Z over time (say, four or five years)
while increasing g proportionately. This allows the utility to retain more of the profits
and incur more of the losses outside the dead-band range. When g approaches one, a
commission may then discontinue the profit-sharing component of the price cap. (Of
course, a commission may want to continue with profit sharing for other reasons.) At

that point there would no longer be any transition cost recovery.

Implementation Issues

The utility, since it can benefit from lowering its costs and because the price cap
allows charging a price under the cap, is given more of an incentive to retain the -
customer — even at reduced revenues. This may be preferred to losing the customer -

entirely, which may happen with a simple pass-through recovery mechanism.
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There are explicit tradeoffs throughout the two equations. These tradeoffs
should be considered when designing and implementing a price-cap mechanism.
Raising Z shouid correspond with a proportionately lower g. If a commission chooses
to have no Z factor at all in the price-cap formula, more of the risk of transition costs
that results from market outcomes will be placed on the utility with a higher g, but so will
the reward from positive outcomes. With a high Z and low g, more of the risk is placed
on the ratepayers but they also receive a higher share of the benefits from positive
outcomes. A commission may start in the first year with a high Z, for example, 70
percent of transition costs, but with a low g, of 0.3. In the second year Z may be
lowered to 50 percent and g raised to 0.5 and so on." After four or five years the Z
and, perhaps, the profit-sharing component may be eliminated.

Another important consideration is the width of the dead-band region. |If
recovery of transition costs is relatively high, the dead-band region should be narrow. If
recovery is relatively low (as a percent of total transition costs), then a commission may
allow a wider dead-band region. The logic is the same as for the tradeoff between Z
and g; if the utility is shouldering more of the transition costs then the region should be
wider to allow it to retain more of its earnings. If the utility is recovering all or most of its
transition costs, then the region should be narrower so that utility earnings are more
restricted.

While this price-cap mechanism would not achieve the dynamic-efficiency gains
that could occur from a competitive market, it woulid relieve some of the disincentives
from an automatic passthrough of transition costs. This method also makes the
risk/reward tradeoff explicit and eliminates the asymmetry caused when incentives are

combined with transition cost recovery.

'3 1t is possible, of course, to have an asymmetrical reward and penalty. For example, a
commission may choose to have a higher g for earnings above the dead-band region and a relatively

lower g for below the dead-band region. For the reason of symmetry discussed in this chapter, this is not
recommended.
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If Transition Cost Recovery Is Allowed

The basic findings of this report are that (1) recovery of transition cost damages
economic efficiency, and (2) recovery is not always required under the regulatory
compact. However, if a commission decides to allow transition cost recovery, in
addition to using the above PBR mechanism, several other of the following points can

be made based on the report's conclusions.

(1) Do not commit to the amount of the transition costs in advance.

Estimates of transition costs project a future market price for generated power
and compare it with the current utility rates. This is misleading for several
reasons. First, and most obvious, is that the forecasted price could be off
substantially. 1t is unlikely that anyone can predict how retail markets wili
| develop or what prices will be in the future, especially for a market that is yet to
be defined.
; Second, and perhaps of more importance in a developing competitive
market, is that the utility’s rate is unlikely to represent a “best practice” price that
would be expected to develop in a competitive market. A plant or a portion of a
plant is not “stranded” until the cost cannot be cut sufficiently to compete with
alternative sources; that is, a plant is only “stranded” when its marginal cost is
above the market price. Most plants, however, will still have a signjﬁcant useful
life providing power, but perhaps at a lower price than the old regulated rate and
perhaps at a reduced level of output. It is unlikely that an entire plant will be
“stranded,” as some estimates assume, and the plant completely worthless.
Estimates are likely to overstate the amount of transition costs because they do
not take into account the decrease in costs that will result from competitive
pressure.
Since it is difficult, if not impossible, to estimate the magnitude of the

utility's response in a competitive market and the future market price for power, it
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is better to calculate the amount after-the-fact. Therefore, any calculation made
for transition cost recovery should be retrospective or, if it is done in advance,
with a true-up mechanism and an after-the-fact review. The incentive problem,

however, remains.

(2) Place a time limit on when recovery will be allowed. Even in the most

generous (to the utility) of interpretations of the regulatory compact, it could not
be argued that ratepayers are liable forever for utility uneconomic costs.
Because of the move to competition in the industry, at some point, regulators will
have to rely on the market to determine asset value, not past accounting or book
value. If generation costs continue to fall, for example, ratepayers should not
continue to be liable. Consistent with the findings of Chapter 2, if transition costs
are allowed, it should be for as short a time as possible; two to four years for

example.

(3)  No recovery should be allowed for avoidable operating costs or for retumn

on investment. Commissions, when calculating transition costs should be careful
not to include any costs that will be avoided when the utility is not supplying the
power. If a “lost revenue” approach is used, for example, all operating costs
should be subtracted as well as any revenue from the sale of generation services
to others. Likewise, any return on uneconomic investments should be excluded
from recovery. A preferred approach may be to take the undepreciated balance
and amortize it over a period of years, taking the asset out of rate base. Simply

put, the utility should not earn a return on uneconomic assets.

(4) ink recov f transition costs with the level of risk the utility is taking.
For reasons already explained, there should be some symmetry between the
recovery of transition costs and any benefits from competition or incentive
regulation. The above PBR mechanism is designed to match risk with reward.

Alternatively, in a cost-based framework, the commission may simply set the rate
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of return very low (comparable to low-risk financial instruments such as U.S.

Treasury bills).

(5) If possible. do not allow full recovery. Any amount less than 100 percent

recovery improves utility incentives to reduce costs and prices. As noted in
Chapter 2 and earlier in this chapter, this is because of the problems associated
with recovery and utility incentives. Moreover, since the utility's incentive is to
maximize recovery, these costs are likely to be (but not always) overstated.
There is potential for the utility to deliberately overstate the amount because they
expect to receive a lower number no matter where they begin; the incentive is to

»i4

“aim high.

(6) The burden of proof on verification_of costs should be on the utility.

Another asymmetry problem is in information. As a practical matter, utilities will
] always have better access to information than commissions. Regulators often
have several electric utilities plus natural gas, telecommunications, water,
transportation, and other companies to oversee. Because of limited staffs and
budgets, it is extremely difficult to keep track of all utility activities. The starting

premise should be then for utilities to show (again, preferably after-the-fact)

£
#*
:
i

when any transition costs have occurred. This is after the commission has

decided what general type of costs will be recoverable.

' Those experienced with rate-of-return regulation will recognize this problem as basically the
same as when utilities overstate claims for rate of return in rate cases.
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Al

INTRODUCTION

State your name and business address.

My name is Gretchen McClain. My business address is La Capra Associates, 333
Washington Street. Boston, MA 02108.

Did you file direct testimony in this Docket?

Yes. 1 filed direct testimony in this Docket on December 6, 1999 addressing the proposed
Code of Conduct filed by Arizona Public Service Company (APS or the Company). In my
direct testimony, I compared APS’ proposed Code with the requirements outlined in the
Arizona Electric Competition Rules in R14-2 -1616. I found that the Company’s proposed
Code was insufficient to adequately safeguard against anticompetitive behavior. As such,
I sponsored the: Arizona Corporation Commission Staff’s proposed Code of Conduct.
What is the purpose of your rebuttal testimony in this docket?

In this testimony, I will sponsor Staff’s revised Code of Conduct. Staff developed these
revisions after discussions with APS and after reviewing materials filed by APS on January
S and 12, 2000.

Please summarize your recommendation with respect to the Company’s revised Code of
Conduct.

I recommend that the Commission reject APS’ revised Code of Conduct. Although the
proposed APS Code appears to address the criteria for an Arizona Code of Conduct outlined
1n the Arizona Electric Comp¢titiori Rules, it is still inadequate. I recommend that the
Commission require APS to adopt the Staff’s revised Code of Conduct, which will

adequately safeguard against anticompetitive behavior.
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STAFF’S REVISED CODE OF CONDUCT

Q. Have you proposed to change the Staff’s Proposed Code of Conduct introduced and
described in your direct testimony?

A Yes. After reviewing APS’ revised Code, filed on January 3, 2000, and APS’ Code of
Conduct Policies & Procedures Manual, filed on January 12, 2000, certain modifications
to the Staff’s proposed Code of Conduct seemed appropriate. A clean version of Staff’s
revised Code of Conduct is provided in Exhibit 1. A redlined version of Staff’s revised
Code of Conduct is provided in Exhibit 2.

Q. In addition to the review of materials filed by APS, did any other information impact
vour decision to modify the Staff’s proposed Code?

A. Yes. I participated in discussions between APS and Staff addressing some of the
differences in our proposed Codes of Conduct. In light of that discussion, I feel that the
modifications I am proposing are justified.

Q. Please identify the sections of Staff’s proposed Code that have been modified.

Material revisions have been made to sections V, VIII, IX, X, X1, and XII.

Q. Please describe the changes that you are proposing for Section V and vour judgment as to
why these changes are reasonable.

A. Section V addresses the use of billing inserts for competitive services in APS’ bill.
Staff’s initial position in Section V.C would have restricted APS from including any
advertisements for any competitive services on the bill itself or in the billing envelope.
The primary motivation behind that restriction was to prevent the Company from
engaging in unequal access to APS’ bill for advertising purposes. Staff does not object in
principle to advertising being included in the bill so long as the Company is bound by
specific procedures that will provide equal access to the bill for all third parties. Changes
in this section have been made to reflect Staff’s position.

Q. Please describe the changes that you are proposing for Section VIII and why these

changes are justified.
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A. Section VIII of Staff’s proposed Code required the Company to develop a Cost
Accounting Manual (CAM) in order to detail how the Company allocates all costs for
ransactions between APS and its competitive activites. The Company has filed a
Policies and Procedures Manual (P&P) on January 12, 2000 that details, among other
things, the methods to be used for conducting affiliate transactions. Since the P&P cost
accounting section is roughly equivalent to the CAM required by Staff’s proposed Code,

Staff has modified its proposed Code to allow for an approved P&P instead of a CAM.

Q. Should the Company be held in violation of its Code if it violates its P&P?

A. The answer depends on the nature of the violation. The P&P covers a wide range of

subjects. Not every violation of the P&P would equate to a violation of the Company’s
Code of Conduct. For example, the P&P contains a section addressing the Company’s
training policy. Irregularities in training procedures may violate the P&P without
violating the Code of Conduct, which is intended to create standards of conduct to
prevent anticompetitive behavior. The P&P implements those standards, but the P&P
may have other purposes as well. De minimus violations of the P&P or violations that
are not relevant to the Code of Conduct should not be viewed as per se violations of the
Code 6f Conduct. In contrast, material violations of P&P provisions that are designed to

implement the standards set forth in the Code would likely be considered as violations of

the Code of Conduct.

Q. Are you recommending that the filed P&P be approved?

A. No. The P&P was filed on January 12, 2000, and should be subject to a thorough review.

As recommended in my direct testimony, the Director of the Utilities Division should
determine whether or not the filed P&P should be approved.

Q. Please describe the changes made in Staff” proposed Section IX.

A. The reporting requirements in Staff’s proposed Code, Section IX. have been modified

since Section VIII now requires APS to submit this information on an annual basis to the

Director of the Utilities Division for review and approval. Therefore. the Director of the
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Utilities Division has the opportunity to address any changes in the P&P which are not

appropriate.
Q. Please describe the changes made to Section X and the reason for the proposed changes.
Al Staff’s proposed Code prohibited APS from sharing any joint employees with its

competitive electric affiliate, including board members or corporate officers. After a
review of the policies and procedures outlined in the P&P with respect to shared
employees, Staff has determined that the P&P appears to contain adequate policies and
procedures to sufficiently limit the kind of anticompetitive behavior we are concerned
apout. It therefore seemed reasonabie to modify this section of Staff’s Code. The Staff’s
revised Code would now permit APS and its competitive electric affiliate to sﬁare
Support Officers and Directors. Sharing Support Officers and Directors, such as the CEO
and Treasurer, while not ideal, is not unreasonable because they oversee the corporate
interests of all Pinnacle West’s business activities. However, “Line Officers” should not
be allowed to jointly serve APS and its competitive electric affiliate. Separation of “Line
Officers” from the competitive electric affiliate is necessary to maintain the separation of
the organizations at the operational level.

Q. Please describe the arguments regarding Section XI and your recommendation.

A. Section XI of the Staff’s Code proposed a pricing scheme for the transfers of goods and
services between APS and its competitive electric affiliate. This scheme was designed to
ensure that regulated ratepayers do not subsidize the competitive affiliate, and that the
competitive affiliate does not have any advantages that other competitors do not have as a
result of its-affiliation with APS. If the Company sells goods and services to an affiliate
at a market price which is below its fully allocated price, this will inadvertently cause
regulated ratepayers to subsidize the good or service. APS is of the opinion that such a
scheme may inadvertently impose a burden on APS’ competitive electric affiliate that
would be absent from other electric service providers. However, it is up to APS’ affiliate

to make the decision to acquire the good or service from APS rather than the competitive
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market. If the affiliate decides to spend more than the market price to acquire the service

from APS, presumably they have found there is actually extra value from doing so.

To take a specific example, suppose the allocated cost of services provided by one of the
officers of both companies was $50,000, or 50% of that officer’s salary. The P&P would
be the basis for the determination that this was the appropriate allocated cost. However,
the same service could be acquired from an outside firm at a market price of $30,000. If
Section X1 allowed APS to transfer the service at the lower market price, it would
essentially undo the intent and the instructions in Section VIII, Accounting for Costs.
Thus, I recommend that Section C of XI, referring to nontariffed goods and services,
remain as proposed in my initial testimony.

Please describe changes made to Section XII.

Section X11I defined the transfer terms for assets that were not defined in the Settlement
between APS and its competitive electric affiliate. Since the Commission has authority
over the ratemaking treatment of transfers of utility assets not covered by the Settlement
it is appropriate to eliminate this section of the Code.

Are there any additional changes you propose to make to the Staff’s proposed Code?
Yes. Staff’s revised Code applies only to competitive electric affiliate(s) of APS
providing retail competitive services. I have changed the definition of “competitive

electric affiliate” in the Definitions section of the Code to reflect this change.
Does this conclude your testimony?

Yes, it does.
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STAFF’S REVISED CODE OF CONDUCT

Definitions

The following terms in the code of conduct shall have the following meanings:

“APS” shall mean Arizona Public Service Company as 1t currently exists, as its name may be
changed. or as any successor enterprise.

“Bill” shall mean the billing invoice for noncompetitive services.

I

“Competitive Activities” shall mean “competitive electric affiliate(s),” “interim competitive
activities,” or “permitted competitive activities,” as those terms are defined in this code of

conduct.

“Competitive Electric Affiliate” shall mean any business enterprise related to APS that is
also an electric service provider.

“Competitive Services” shall mean all aspects of retail electric services described in A.A.C.
R14-2-1601(7).

“Confidential Customer Information” shall mean any customer-specific information
obtained by APS as a result of providing noncompetitive services or permitted competitive
activities.

“Distribution Service” shall mean those services descrived in A.A.C. R14-2-1601(14).

“Electric Competition Rules” shall mean A.A.C. R14-2-1601 to —-1617 as attached to this
code of conduct, including all future amendments and modifications.

“Electric Service Provider” shall mean an entity as described in A.A.C. R14-2-1601(15).

“Extraordinary Circumstance” shall mean any situation which requires APS to act in a
manner contrary to this code of conduct in order to protect public interest or safety.
Examples include the following: (a) an abnormal system condition requiring manual or
automatic action to maintain system frequency, to prevent loss of firm load, to prevent
equipment damage, or to prevent disconnection of system elements that could adversely
affect reliability or safety; (b) a fuel shortage requiring departure from normal operating
procedures in order to minimize the use of a particular fuel; (c) a condition that requires
implementation of emergency procedures as defined in the AISA operating protocols or
protocols of any successor; or (d) an applicable law, regulation, court order, or regulatory
agency directive requiring APS to act in a manner contrary to the code of conduct.
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“Interim Competitive Activities” shall mean any competitive services, exclusive of those
set forth in A A C. R14-2-1613(B). that APS may lawfullv provide until December 31, 2002.

“Noncompertitive Services” shall mean those services described in A.A.C. R14-2-1601(29).

“Permitted Competitive Activities” shall mean those competitive services that APS may
provide pursuant to A.A.C. R14-2-1615(B), except for any service provided as part of
standard offer service.

“Same Terms” shall mean that APS shall provide noncompetitive services to its competitive
activities and third parties on the same terms and conditions.

“Third Party” shall mean any electric service provider that does not fall within the
definition of “APS” or “competitive activities,” as those terms are defined in this code of

conduct.
Applicability of Code of Conduct

The following rules shall apply to the conduct of APS and its competitive activities, unless an
extraordinary circumstance excuses compliance.

All employess and authorized agents of APS shall conduct their activities in compliance with
the requirements of this code of conduct. Failure to conduct activities in compliance with
this code of conduct will subject the employee to disciplinary actions as described in Section

X1II of this code.

IT1. Treatment of Similarly Situated Persons

A. APS shall apply its tariffs in the same manner to similarly situated entities. If a tariff
provision allows for discretion in its application, APS shall apply that provision in a
non-discriminatory manner between its competitive activities and all other third
parties and their respective customers. )

B. APS shall process all similar requests for noncompetitive services and for
permittedcompetitive activities, if applicable, in the same manner and in the same

time period.

C. APS shall provide access to distribution service specific information (including
information about available distribution capability, transmission access, and
curtailments) to its competitive activities and third parties concurrently and under the

same terms and conditions.
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Use of Confidential Customer Information

A

APS shall not provide confidential customer information to any party without the
customer’s written authorization. Such information may be provided only to the
extent specifically authorized.

APS shall inform any party seeking confidential customer information that such
information may be released only after APS receives the customer’s written
authorization.

Use of the Bill and Promotions within the Bill Envelope

A.

If APS decides to include any amounts due for its competitive activities within the
bill, APS shall develop a section in its Policies and Procedures Manual to ensure
equal access to billing services for third party electric service providers certified
by the Arizona Corporation Commission.  APS shall include in its bill the
amounts due for competitive services to any third party on the same terms, upon

request.

This provision shall not prevent APS’ competitive activities or any third party
from including amounts due for noncompetitive services in its own consolidated
billing statement, as long as the customer receiving such consolidated billing
statement has authorized APS’ competitive activities or a third party, as
applicable, to act as its agent for such purpose.

If APS chooses to insert any advertising or promotional materials for its
competitive activities or for any third party’s competitive electric services into the
envelope for the bill or to print such advertisements on the bill or billing
envelope, APS shall develop a section in its Policies and Procedures Manual that
would ensure equal access to advertising space in and/or on the bill or billing

envelope.

Customer Telephone Calls

Telephone numbers used by APS for provision of noncompetitive services shall be
different from those used for its competitive activities.

Prohibition on Suggestion of Utility Advantage

Al

APS shall not state in any advertising, promotional materials, or sales efforts that
a consumer who purchases services. from APS’ competitive activities will receive




E-01345A-98-0473, E-01345A-% 40773, RE-00000C-94-0165
Page 4 of 7
- Exhibit 1

preferential treatment in the provision of noncompetitive services or that any
other advantage regarding the provision of noncompetitive services will accrue to

that consumer.

APS’ name or logo shall not be used in written promotional adveriising material
circulated by a competitive electric affiiiate.

APS’ personnel shall not specify a preference for any competitive service
provided by APS’ competitive activities over those of any third party.

APS’ personnel shall not specify a preference for any competitive service
provided by a third party over any competitive service provided by any other third

party.

APS’ personnel engaged in the provision of noncompetitive services shall either
inform customers who inquire about competitive services that a list of electric
service providers is available at no charge from the Arizona Corporation
Commission on its website or by telephone, and shall provide the customers with
the appropriate Arizona Corporation Commission website address and telephone
number, or in the alternative, shall provide such customers with a copy of the
current Arizona Corporation Commission list.

APS shall not require that a consumer purchase any competitive service from
APS’ competitive activities as a condition to providing noncompetitive services.

Prior to the divestiture of APS generation pursuant to Arizona Corporation
Commission Decision No. 61973 (October 6, 1999), APS generation service will
not be sold on a discounted basis to Standard Offer customers without the express
permission of the Arizona Corporation Commission.

VIiII. Accounting for Costs

A.

APS shall not cross-subsidize its competitive activities with rates and charges for
noncompetitive services.

All transactions between APS and its competitive activities shall be accounted for
in accordance with APS’ Policies and Procedures Manual (“P&P *), which shall
be developed to describe the cost allocation of all transactions pertaining to APS
and its competitive activities in a manner that ensures that there is no
subsidization of the competitive activities by the noncompetitive services of APS.
The P&P shall be submitted to the Director of the Utilities Division for review
and approval. Beginning one year from the date of approval of the P&P, APS
shall file annual updates to the P&P , including any and all modifications to
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allocation methods and changes in direct and indirect allocators used in the P&P,
with the Director of the Utilities Division for review and approval. Any material
violation of the P&P which would constitute engagement in anticompetitive
behavior shall constitute a violation of this code of conduct.

IX.  Reporting Requirements

APS shall submit the following information to the Commission on an annual basis:

A.

A.

A list of all “extraordinary circumstances” excusing APS’ compliance with this
code of conduct and a report explaining the nature, cause, and duration of each

incident.

A report detailing the costs attributable io noncompetitive services, APS’
competitive electric affiliate(s), APS’ permitted competitive activities, and APS’
interim competitive activities, separately for each business activity.

Separation Requirements

APS and its competitive activities shall be separate corporate affiliates to the
extent required by A.A.C. R14-2-1615 and Decision No. 61973 (October 6,

1999).

APS and its competitive electric affiliate(s) shall keep separate books and records.
APS shall keep accounting records that set forth appropriate cost allocations
between APS’ noncompetitive services, and its competitive activities. All records
shall be kept in accordance with the FERC Uniform System of Accounts and
Generally Accepted Accounting Principles. As a precondition to transacting any
business with APS, books and records of APS’ competitive electric affiliate(s)
must be made available for inspection by the Commission to the extent reasonably
necessary to determine compliance with this code of conduct.

APS and its competitive electric affiliates shall not jointly employ the same
employees. However, APS and its competitive electric affiliate(s) may jointly
employ officers and directors for corporate support functions, but APS officers
directly responsible for operational matters shall not serve as officers or directors
of a competitive electric affiliate. Joint officers shall not utilize information
obtained through the provision of noncompetitive service to provide competitive
advantage to any APS competitive electric affiliate.
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Transfers of Goods and Services

Al

APS’ tariffed goods and services shall be provided 1o third parties and its
competitive electric affiliates at the rates and under the terms and conditions set
forth in the tariff.

If APS sells nontariffed goods and services that were developed by APS for sale
in the market to its competitive electric affiliates, the transfer price shall be the
fair market value. Such goods and services shall be provided to APS’ competitive
electric affiliates and third parties on a non-discriminatory basis.

All other transfers of nontariffed goods and services from APS to APS’
competitive electric affiliates shall be at the higher of fully allocated cost or fair

market value.

If APS’ competitive electric affiliates transfer any goods and services to APS that
were developed for sale by the competitive electric affiliate in the market, the
transfer price shall be the fair market value.

All other transfers of goods and services from APS’ competitive electric affiliates
to APS shall be at the lower of fully allocated cost or fair market value.

Joint Marketing

APS and its competitive electric affiliate(s) shall not jointly market their respective
services. A

Dissemination, Edueation, and Compliance

Copies of this code of conduct will be provided to employees of APS and all
competitive electric affiliates and those authorized agents of APS and all
competitive electric affiliates. A copy of the code of conduct will be maintained
on the APS’ electronic bulletin board known as Vista Public Folders.

Training on the provisions of the code of conduct and its implementation will be
provided to APS employees and authorized agents.

Compliance with the code of conduct is mandatory. An APS employee’s or
agent’s failure or refusal to abide by or to act according to such standards may
subject the employee or agent to disciplinary action, up to and including discharge
from employment or termination of the agent’s relationship with APS.
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D. Questions regarding this code of conduct should be directed to the Business
Practices Department. Compliance with this code of conduct will be administered
zs part of the APS Standards of Conduct program.

Procedure for Modification of the Code of Conduct

APS mav request modifications to its code of conduct by filing an application with the
Commission. The application shall set forth the proposed modifications and the reasons

supporting them.
Dispute Resolution

Any person or entity alleging that APS has failed to comply with the code of conduct
may file a formal complaint with the Commission in accordance with the procedures
established in R14-2-212.







E-01345A-98-0473, E-01345A-9 _J773, RE-00000C-94-0165
Page 1 of 7
Exhibit 2

STAFF’S REVISED PROPOSED CODE OF CONDUCT

Definitions
The following terms in the code of conduct shalil have the following meanings:

“APS” shall mean Arizona Public Service Company as it currently exists, as its name may be
changed, or as any successor enterprise.

“Bill” shall mean the billing invoice for noncompetitive services.

“Competitive Activities” shall mean “competitive electric affiliate(s),” “interim competitive
activities,” or “permitted competitive activities,” as those terms are defined in this code of
conduct.

“Competitive Electric Affiliate” shall mean any business enterprise related to APS that is

also an electric service provider-or-providerof-senerationseryices.

“Competitive Services” shall mean these-all aspects of retail electric services described in
A.A.C. R14-2-1601(7).

“Confidential Customer Information” shall mean any customer-specific information
obtained bv APS as a result of providing noncompetitive services or permitted competitive

X p g P
activities.

“Distribution Service” shall mean those services described in A.A.C. R14-2-1601(14).
“Electric Competition Rules” shall mean A.A.C. R14-2-1601 to —1617 as attached to this
code of conduct, including all future amendments and modifications.

“Electric Service Provider” shall mean an entity as described in A.A.C. R14-2-1601(13).

“Extraordinary Circumstance” shall mean any situation which requires APS to act in a
manner contrary to this code of conduct in order to protect public interest or safety.
Examples include the following: (a) an abnormal system condition requiring manual or
automatic action to maintain system frequency, to prevent loss of firm load, to prevent
equipment damage, or to prevent disconnection of system elements that could adversely
affect reliability or safety; (b) a fuel shortage requiring departure from normal operating
procedures in order to minimize the use of a particular fuel; (c) a condition that requires
implementation of emergency procedures as defined in the AISA operating protocols or
protocols of any successor; or (d) an applicable law, regulation, court order, or regulatory
agency directive requiring APS to act in a manner contrary to the code of conduct.
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“Interim Competitive Activities” shall mean any competitive services, exclusive of those
set forth in 2. A.C. R14-2-1615(B), that APS may lawtfully provide until Decemper 31, 2002.

“Noncompertitive Services” shall mean those services described in A.A.C. R14-2-1601(29).

“Permitted Competitive Activities” shall mean those competitive services that APS may
provide pursuant to A.A.C. R14-2-1615(B), except for any service provided as part of
standard offer service.

“Same Terms” shall mean that APS shall provide noncompetitive services to its competitive
activities and third parties on the same terms and conditions.

“Third Party” shall mean any electric service provider that does not fall within the
definition of “APS” or “competitive activities,” as those terms are defined in this code of

conduct.
Applicability of Code of Conduct

The following rules shall apply to the conduct of APS and its competitive activities, unless an
extraordinary circumstance excuses compliance.

All emplovees and authorized agents of APS shall conduct their activities in compliance with
the requirements of this code of conduct. Failure to conduct activities in compliance with
this code of conduct will subject the employee to disciplinary actions as described in Section
XIII¥ of this code.

III. Treatment of Similarly Situated Persons

A. APS shall apply its tariffs in the same manner to similarly situated entities. If a tariff
provision allows for discretion in its application, APS shall apply that provision in a
non-discriminatory manner between its competitive activities and all other third

parties and their respective customers.

B. APS shall process all similar requests for noncompetitive services and for permitted
competitive activities. if applicable. in the same manner and in the same time period.

C. APS shall provide access to distribution service specific information (including
information about available distribution capability, transmission access, and
curtailments) to its competitive activities and third parties concurrently and under the

same terms and conditions.
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Confidential Customer Information

APS shall not provide confidential customer information to any partv without the
customer’s written authorization. Such information may be provided only to the
extent specifically authorized.

APS shall inform any party seeking confidential customer information that such
information may be released only after APS receives the customer’s written

authorization.

Use of the Bill and Promotions within the Bill Envelope

Al

If APS decides to include any amounts due for its competitive activities within the
bill, APS shall develop a section in its Policies and Procedures Manual to ensure

equal access 1o billine.services for provide-notice-ofthat determinationto-all third

party electnc service prov1ders certlﬁed by the Anzona Corporatlon Comm1531on

r
s APS shall mclude in its bill the amounts due for competmve services to any

third party on the same terms, upon request.

This provision shall not prevent APS’ competitive activities or any third party
from including amounts due for nencompetitive services in its own consolidated
billing statement, as long as the customer receiving such consolidated billing
statement has authorized APS’ competitive activities or a third party, as
applicable, to act as its agent for such purpose.

I APS chooses to shellset insert any advertising or promotional materials for
lisamy competitive activities or for any third party’s competitive_electric services
into the envelope for the bill or to print such advertisements on the bill or billing
envelope, APS shall develop a section in its Policies and Procedures Manual that
would ensure equal access to advertising _space in and/or on _the b111 or billing

envelope.

Customer Telephone Calls

Telephone numbers used by APS for provision of noncompetitive services shail be
different from those used for its competitive activities.
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VII. Prohibition on Suggestion of Utility Advantage

Al

APS shall not state in any advertising, promotional materials, or sales efforts that
a consumer who purchases services from APS’ competitive activities will receive
preferential treatment in the provision of noncompetitive services or that any
other advantage regarding the provision of noncompetitive services will accrue to

that consumer.

APS’ name or logo shall not be used in written promotional advertising material
circulated by a competitive electric affiliate.

APS’ personnel shall not specify a preference for any competitive service
provided by APS’ competitive activities over those of any third party.

APS’ personnel shall not specify a preference for any competitive service
provided by a third party over any competitive service provided by any other third

party.

APS’ personnel engaged in the provision of noncompetitive services shall either
inform customers who inquire about competitive services that a list of electric
service providers is available at no charge from the Arizona Corporation
Commission on its website or by telephone, and shall provide the customers with
the appropriate Arizona Corporation Commission website address and telephone
aumber, or in the alternative, shall provide such customers with a copy of the
current Arizona Corporation Commission list.

APS shall not require that a consumer purchase any competitive service from
APS’ competitive activities as a condition to providing noncompetitive services.

Prior to the divestiture of APS generation pursuant to Arizona Corporation
Commission Decision No. 61973 (October 6, 1999), APS generation service will
not be sold on a discounted basis to Standard Offer customers without the express

permission of the Arizona Corporation Commission.

VIII. Accounting for Costs

A.

APS shall not cross-subsidize its competitive activities with rates and charges for
noncompetitive services.

All transactions between APS and its competitive activities shall be accounted for
in accordance with APS’ Policies and Procedures Manual Cesi—Aeccounting
Manual (“P&P CAM”), which shall be developed to describe the cost allocation
of all transactions pertaining to APS and its competitive activities in a manner that
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ensures that there is no subsidization of the competitive activities by the
noncompetitive services of APS. The &AM P&P shall be submitted to the I
Director of the Utilities Division for review and approval. Beginning one vear
from the date of approval of the €AM P&P, APS shall file annual updates to the
P&P . includine anv and all modifications to allocation methods and changes in
direct and indirect allocators used in the P&P.£AM with the Director of the
Utilities Division for review and approval. Any material violation of the P&P
which would constitute engagsement in anticompetitive behavior€EAM shall
constitute a violation of this code of conduct.

IX. Reporting Requirements

APS shall submit the following information to the Commission on an annual basis:

A. A list of all “extraordinary circumstances” excusing APS’ compliance with this
code of conduct and a report explaining the nature, cause, and duration of each

incident.

BB. A report detailing the costs attributable to noncompetitive services, APS’
competitive electric affiliate(s). APS” permitted competitive activities, and APS’

interim competitive activities, separately for each business activity.

X. Separation Requirements
A. APS and its competitive activities shall be separate corporate affiliates to the
extent required by A.A.C. R14-2-1615 and Decision No. 61973 (October 6,
1999). l
B. B- APS and its competitive electric affiliate(s) shall keep separate |

books and records. APS shall keep accounting records that set forth appropriate .
cost allocations between APS’ noncompetitive services, and its competitive |
activities. All records shall be kept in accordance with the FERC Uniform
System of Accounts and Generally Accepted Accounting Principles. As a
precondition to transacting any business with APS, books and records of APS’
competitive electric affiliate(s) must be made available for inspection by the l
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Commission to the extent reasonably necessary to determine compliance with this
code of conduct.

APS and its competitive_electric affiliatesst++2s shall not jointly employ the
same employees. However, APS and iis competitive electric atfiliate(s) mayv
ioindy emplov officers and dBirectors for corporate support functions. but APS
oificers directlv responsible for operational matters shall not serve as officers or
directors of a competitive electric_affiliate.  Joint officers shall not utilize
information obtained through the provision of noncompetitive service to provide

competitive advantage to_anv APS competitive electric_affiliate. —any—beard

Transfers of Goods and Services

A.

APS’ tariffed goods and services shall be provided to third parties and its
competitive_ electric affiliateset=stes at the rates and under the terms and

conditions set forth in the tariff.

If APS sells nontariffed goods and services that were developed by APS for sale
in the market to its competitive_electric affiliateset#tes, the transfer price shall
be the fair market value. Such goods and services shall be provided to APS’
competitive electric_affiliateses=#=s and third parties on a non-discriminatory
basis.

TITITS,

All other transfers of nontariffed goods and services from APS to APS’
competitive_electric affiliateset~ees shall be at the higher of fully allocated cost

or fair market value.

If APS’ competitive electric aeffiliatesti-ities sel} transfers any goods and services
10 APS that were developed for sale by the competitive_electric affiliatess=it+ in
the market, the transfer price shall be the fair market value.

All other transfers of goods and services from APS’ competitive electric
to APS shall be at the lower of fully allocated cost or fair market

Sty ety

affillatesesi=is
value.
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X xXHE: Joint Marketing

APS and its competitive electric affiliate(s) shall not jointly market their respective
services.

XL X111, Dissemination, Education, and Compliance

A. Copies of this code of conduct will be provided to employees of APS and all
competitive electric affiliates and those authorized agents of APS and all
competitive electric affiliates. A copy of the code of conduct will be maintained
on the APS’ electronic bulletin board known as Vista Public Folders.

B. Training on the provisions of the code of conduct and its implementation will be
provided to APS employees and authorized agents.

C. Compliance with the code of conduct is mandatory. An APS employee’s or
agent’s failure or refusal to abide by or to act according to such standards may
subject the employee or agent to disciplinary action, up to and including discharge
from employment or termination of the agent’s relationship with APS.

D. Questions regarding this code of conduct should be directed to the Business
Practices Department. Compliance with this code of conduct will be administered

as part of the APS Standards of Conduct program.
X3 X1V, Procedure for Modification of the Code of Conduct

APS may request modifications to its code of conduct by filing an application with the
Commission. The application shall set forth the proposed modifications and the reasons

supporting them.
XVL. Dispute Resolution

Any person or entity alleging that APS has failed to comply with the code of conduct
may file a formal complaint with the Commission in accordance with the procedures

established in R14-2-212.




Jana Van Ness

ARIZONA PUBLIC SERVICE CO.

Law Department, Station 9909
P.O. Box 53999
Phoenix, Arizona 85072-3999

Lindy Funkhouser

RUCO

2828 N Central Ave, Suite 1200
Phoenix, Arizona 85004

Michael A. Curtis

Paul Michaud

MARTINEZ & CURTIS, P.C.
2712 North 7th Street
Phoenix, Arizona 85006

Walter W. Meek, President
ARIZONA UTILITY INVESTORS
ASSOCIATION

2100 N. Central Avenue, Suite 210
Phoenix, Arizona 85004

Rick Gilliam

LAND AND WATER FUND O F THE

ROCKIES
2260 Baseline Road, Suite 200
Boulder, Colorado 80302

hg Aes cq

Terry Frothun

Charles R. Higgins
ARIZONA STATE AFL-CIO
5818 N. 7th Street, Suite 200
Phoenix, Arizona 85014-5811

Norman J. Furuta

DEPARTMENT OF THE NAVY
900 Commodore Drive, Building 107
San Bruno, California 94066-5006

Barbara S. Bush

COALITION FOR RESPONSIBLE ENERGY
EDUCATION

315 West Riviera Drive

Tempe, Arizona 85252

Sam Defraw (Attn. Code 16R)

Rate Intervention Division

NAVAL FACILITIES ENGINEERING
COMMAND

200 Stovall Street, Room 10S12
Alexandria, Virginia 22332-2300

Rick Lavis

ARIZONA COTTON GROWERS
ASSOCIATION

4139 East Broadway Road
Phoenix, Arizona 85040



Steve Brittle

DON'T WASTE ARIZONA, INC.
6205 South 12th Street

Phoenix, Arizona 85040

COLUMBUS ELECTRIC COOPERATIVE,
INC.

P.O. Box 631

Deming, New Mexico 88031

CONTINENTAL DIVIDE ELECTRIC
COOPERATIVE

P.O. Box 1087

Grants, New Mexico 87020

DIXIE ESCALANTE RURAL ELECTRIC
ASSOCIATION

CR Box 95

Beryl, Utah 84714

GARKANE POWER ASSOCIATION, INC.
P.O. Box 790
Richfield, Utah 84701

Steve Partridge

ARIZONA DEPT OF COMMERCE
ENERGY OFFICE

3800 North Central Avenue, [2th Floor
Phoenix, Arizona 85012

Christopher Emge

ARIZONA COMMUNITY ACTION ASSOC.

2627 N. 3rd Street, Suite 2
Phoenix, Arizona 85004

Bradley Carroll

TUCSON ELECTRIC POWER CO.
Legal Dept - DB203

220 W 6th Street

P.O.Box 711

Tucson, Arizona 85702-0711

A.B. Baardson
NORDIC POWER
4281 N. Summerset
Tucson, Arizona 85715

Jessica Youle

PAB300

SALT RIVER PROJECT
P.O. Box 52025

Phoenix, Arizona 85072-2025




Joe Eichelberger

MAGMA COPPER COMPANY
P.O. Box 37

Superior, Arizona 85273

Craig Marks

CITIZENS UTILITIES COMPANY
2901 N. Central Avenue, Suite 1660
Phoenix, Arizona 85012-2736

Barry Huddleston

DESTEC ENERGY
P.O.Box 4411

Houston, Texas 77210-4411

Steve Montgomery
JOHNSON CONTROLS
2032 West 4th Street
Tempe, Arizona 85281

Terry Ross

CENTER FOR ENERGY AND
ECONOMIC DEVELOPMENT
P.O. Box 288

Franktown, Colorado 80116-0288

Knox Kimberly
STREICH LANG

2 North Central Avenue
Phoenix, Arizona 85004

Clara Peterson

AARP

HC 31, Box 977

Happy Jack, Arizona 86024

Larry McGraw

USDA-RUS

6266 Weeping Willow

Rio Rancho, New Mexico 87124

Jim Driscoll

ARIZONA CITIZEN ACTION
1097 E. Carson Dr.

Tempe, Arizona 85282

William Baker

ELECTRICAL DISTRICT NO. 6
P.O. Box 16450

Phoenix, Arizona 85011



John Jay List
General Counsel
NATIONAL RURAL UTILITIES

COOPERATIVE FINANCE CORP.

2201 Cooperative Way
Herndon, Virginia 21071

Wallace Tillman

Chief Counsel

NATIONAL RURAL ELECTRIC
COOPERATIVE ASSOCIATION
4301 Wilson Blvd.

Arlington, Virginia 22203-1860

Robert Julian

PPG

1500 Merrell Lane
Belgrade, Montana 59714

C. Webb Crockett

FENNEMORE CRAIG

3003 N. Central Avenue, Suite 2600
Phoenix, Arizona 85012-2913

Robert S. Lynch
340 E. Palm Lane, Suite 140
Phoenix, Arizona 83004-4529

Michael Block
Goldwater Institute

201 North Central
Concourse Level
Phoenix, Arizona 85073

Stan Barnes

Copper State Consulting Group

100 W Washington Street, Suite 1415
Phoenix, Arizona 85003

Carl Robert Aron

Executive Vice President and COO
Itron, Inc.

2818 N. Sullivan Road\

Spokane, Washington 99216

Douglas Nelson

DOUGLAS C NELSON PC

7000 N. 16th Street, Suite 120-307
Phoenix, Arizona 85020-5547

Lawrence V. Robertson Jr.
MUNGER CHADWICK PLC
333 North Wilmot, Suite 300
Tucson, Arizona 85711-2634




Albert Sterman

ARIZONA CONSUMERS COUNCIL
2849 East 8th Street

Tucson, Arizona 85716

Michael Grant
GALLAGHER & KENNEDY
2600 N. Central Avenue
Phoenix, Arizona 85004

Suzanne Dallimore

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

Michael Patten

BROWN & BAIN PC

2901 N. Central Avenue
Phoenix, Arizona 85001-0400

Vinnie Hunt

CITY OF TUCSON

Department of Operations

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

Steve Wheeler

Thomas M. Mumaw

SNELL & WILMER

One Arizona Center

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

Elizabeth S. Firkins

INTERNATION BROTHERHOODL OF
ELECTRICAL WORKERS, L.U. #1116
750 S. Tucson Blvd.

Tucson, Arizona 85716-5698

Carl Dabelstein
2211 E. Edna Avenue
Phoenix, Arizona 85022

Roderick G. McDougall

City Attorney

Attn: Jesse Sears, Assistant Chief Counsel
200 W Washington Street, Suite 1300
Phoenix, Arizona 85003-1611

Russell E. Jones

Waterfall, Economidis, et al.

5210 East Williams Circle, Suite 800
Tucson, Arizona 85711




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

Bisbee, Arizona 85603-0087

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

Andrew Bettwy

Debra Jacobson

SOUTHWEST GAS CORPORATION
5241 Spring Mountain Road

Las Vegas, Nevada 89102

Barbara R. Goldberg

OFFICE OF THE CITY ATTORNEY
3939 Civic Center Blvd.

Scottsdale, Arizona 85251

Peter Glaser

Shook, Hardy & Bacon L.L.P.
600 — 14th Street, N.W.

Suite 800

Washington, DC 20005-2004

Bradford A. Borman
PacifiCorp

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

Timothy M. Hogan
Arizona Center for Law

in the Public Interest
202 E. McDowell Rd., Suite 153
Phoenix, Arizona 85004

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

John T. Travers

William H. Nau

272 Market Square, Suite 2724
Lake Forest, Illinois 60045

Timothy Michael Toy

WINTHROP, STIMSON, PUTNAM &
ROBERTS

One Battery Park Plaza

New York, New York 10004-1490



Stephanie A. Conaghan

DUANE, MORRIS & HECKSCHER LLP
1667 K Street N.W., Suite 700
Washington, D.C. 20006-1608

Raymond S. Heyman

Darlene M. Wauro

ROSHKA HEYMAN & DEWULF, PLC
Two Arizona Center

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

Billie Dean

AVIDD

P O Box 97

Marana, Arizona 85652-0987

Chris King, Vice President
CellNet Data Systems

12667 Alcosta Blvd., Suite 350
San Ramon, California 94583

Raymond B. Wuslich
WINSTON & STRAWN
1400 L Street. NW
Washington, DC 20005

Steven C., Gross

PORTER SIMON

40200 Truckee Airport Road
Truckee, California 96161

Donald R. Allen

John P. Coyle

DUNCAN & ALLEN

1575 Eye Street, N.W_,, Suite 300
Washington, DC 20005

Ward Camp

Thaser Advance Metering Services
Alvarado Square

Mail Stop SIM9

Albuquerque, New Mexico 87158

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

Boise, Idaho 83707

Libby Brydolf

CALIFORNIA ENERGY MARKETS
NEWSLETTER

2419 Bancroft Street

San Diego, California 92104




Paul W. Taylor

R W Beck

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

James P. Barlett
5333 N. 7th Street, Suite B-215
Phoenix, Arizona 85014

Jay I. Moyes

Moyes Storey Ltd

3003 N. Central Ave., Suite 1250
Phoenix, Arizona 85012

Stephen L. Teichler

DUANE MORRIS & HECKSCHER LLP
1667 K Street NW, Suite 700
Washington, DC 20006

Kathy T. Puckett

SHELL OIL COMPANY
200 N. Dairy Ashford
Houston, Texas 77079

Andrew N. Chau

SHELL ENERGY SERVICES CO. LLC
1221 Lamar, Suite 1000

Houston, Texas 77010

Peter Q Nyce, Jr

Department of the Army
JALS-RS Suite 713

901 N. Stuart Street

Arlington, Virginia 22203-1837

Michelle A. Ahlmer

Arizona Retailers Association
137 E. University Drive
Mesa, Arizona 85201

Leslie Lanwer

Attorney, Enron Corp.

Director of Government Affairs
712 North Lea

Roswell, New Mexico 88201

Chris King

Chief Executive Order |
Utility.com, Inc.

828 San Pablo Avenue

Albany, California 94706


http://Utility.com

Margaret McConnell

Legal Counsel

Maricopa Community Colleges
2411 West 14th Street

Tempe, Arizona 85281

Dan Neidlinger

NEIDLINGER & ASSOCIATES
3020 N. 17* Drive

Phoenix, Arizona 85015

Chuck Garcia

PNM, Law Department

Alvardo Square, MS 0806
Albuquerque, New Mexico 87158

James H. Sanders

KWH METERING

8419 Hanks Place

Tucson, Arizona 38704-6549

Sanford J. Asman
570 Vinington Court
Dunwoody, Georgia 30350-5710

Patricia Cooper
AEPCO/SSWEPCO
1000 South Highway 80
Benson, Arizona 85602

Steve Segal

LEBOEUF, LAMB, GREENE, & MACRAE
633 17" Street, Suite 2000

Denver, Colorade 80202-3620

Holly E. Chastain

SCHLUMBERGER RESOURCE
MANAGEMENT SERVICES, INC.

5430 Metric Place

Norcross, Georgia 30092-2550

Alan Watts

Southern California Public Power Agency
529 Hilda Court

Anaheim, California 92806

Frederick M. Bloom
Commonwealth Energy Corporation
15991 Red Hill Avenue, Suite 201
Tustin, California 92780



Katherine Hammack

APS Energy Services Co., Inc.
One Arizona Center, Suite 750
Phoenix, Arizona 85004

Linda Sample Lindholm

MHCA

4700 E. Thomas Road, Suite 103
Phoenix, Arizona 85018

Suzanne B. Gilstrap

Suzanne B. Gilstrap & Associates
3800 N. Central Ave., Suite 1200
Phoenix, Arizona 85012

Karen Glennon
19037 N. 44th Avenue
Glendale, AZ 85308

“iessner
vest LLC
', Mailstop-DA308
ona 85702-0711

Jeffrey Walker Martin

NEV Southwest LLC

1000 Wilshire Blvd, Ste. 500
Los Angeles, CA 90017-2462

William J. Murphy

City of Phoenix

200 West Washington, Ste. 1400
Phoenix, Arizona 85003

K.R. Saline

K.R. Saline & Associates
160 N. Pasadena, Ste. 101
Mesa, Arizona 85201

Kenneth Sundlof

Jennings Strouss & Salmon PLC

One Renaissance Square

Two North Central Avenue, 16™ Floor
Phoenix, Arizona 85004-2393

Nancy Loder, Director of Operations
New West Energy Corporation

PAB 200

Post Office Box 61868

Phoenix, Arizona 85082-1868




E-01345A-98-0473, E-01345A-97-00773, RE-00000C-94-0165
Page 1 of 7
Exhibit 2

STAFF’S REVISED CODE OF CONDUCT

Definitions
The following terms in the code of conduct shall have the following meanings:

“APS” shall mean Arizona Public Service Company as it currently exists, as its name may be
changed, or as any successor enterprise.

“Bill” shall mean the billing invoice for noncompetitive services.

% 4L

“Competitive Activities” shall mean “competitive electric affiliate(s),” “interim competitive
activities,” or “permitted competitive activities,” as those terms are defined in this code of
conduct.

“Competitive Electric Affiliate” shall mean any business enterprise related to APS that is
also an electric service provider.

“Competitive Services” shall mean all aspects of retail electric services described in A.A.C.
R14-2-1601(7).

“Confidential Customer Information” shall mean any customer-specific information
obtained by APS as a result of providing noncompetitive services or permitted competitive
activities.

“Distribution Service” shall mean those services described in A.A.C. R14-2-1601(14).

“Electric Competition Rules” shall mean A.A.C. R14-2-1601 to —1617 as attached to this
code of conduct, including all future amendments and modifications.

“Electric Service Provider” shall mean an entity as described in A.A.C. R14-2-1601(15).

“Extraordinary Circumstance” shall mean any situation which requires APS to act in a
manner contrary to this code of conduct in order to protect public interest or safety.
Examples include the following: (a) an abnormal system condition requiring manual or
automatic action to maintain system frequency, to prevent loss of firm load, to prevent
equipment damage, or to prevent disconnection of system elements that could adversely
affect reliability or safety; (b) a fuel shortage requiring departure from normal operating
procedures in order to minimize the use of a particular fuel; (c) a condition that requires
implementation of emergency procedures as defined in the AISA operating protocols or
protocols of any successor; or (d) an applicable law, regulation, court order, or regulatory
agency directive requiring APS to act in a manner contrary to the code of conduct.
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“Interim Competitive Activities” shall mean any competitive services, exclusive of those
set forth in A.A.C. R14-2-1615(B), that APS may lawfully provide until December 31, 2002.

“Noncompetitive Services” shall mean those services described in A.A.C. R14-2-1601(29).

“Permitted Competitive Activities” shall mean those competitive services that APS may
provide pursuant to A.A.C. R14-2-1615(B), except for any service provided as part of
standard offer service.

“Same Terms” shall mean that APS shall provide noncompetitive services to its competitive
activities and third parties on the same terms and conditions.

“Third Party” shall mean any electric service provider that does not fall within the
definition of “APS” or “competitive activities,” as those terms are defined in this code of

conduct.
Applicability of Code of Conduct

The following rules shall apply to the conduct of APS and its competitive activities, unless an
extraordinary circumstance excuses compliance.

All employees and authorized agents of APS shall conduct their activities in compliance with
the requirements of this code of conduct. Failure to conduct activities in compliance with
this code of conduct will subject the employee to disciplinary actions as described in Section
XIIT of this code.

III. Treatment of Similarly Situated Persons

A. APS shall apply its tariffs in the same manner to similarly situated entities. If a tariff
provision allows for discretion in its application, APS shall apply that provision in a
non-discriminatory manner between its competitive activities and all other third
parties and their respective customers. ‘

B. APS shall process all similar requests for noncompetitive services and for
permittedcompetitive activities, if applicable, in the same manner and in the same

time period.

C. APS shall provide access to distribution service specific information (including
information about available distribution capability, transmission access, and
curtailments) to its competitive activities and third parties concurrently and under the

same terms and conditions.
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Use of Confidential Customer Information

A.

APS shall not provide confidential customer information to any party without the
customer’s written authorization. Such information may be provided only to the
extent specifically authorized.

APS shall inform any party seeking confidential customer information that such
information may be released only after APS receives the customer’s written
authorization.

Use of the Bill and Promotions within the Bill Envelope

A.

If APS decides to include any amounts due for its competitive activities within the
bill, APS shall develop a section in its Policies and Procedures Manual to ensure
equal access to billing services for third party electric service providers certified
by the Arizona Corporation Commission.  APS shall include in its bill the
amounts due for competitive services to any third party on the same terms, upon
request.

This provision shall not prevent APS’ competitive activities or any third party
from including amounts due for noncompetitive services in its own consolidated
billing statement, as long as the customer receiving such consolidated billing
statement has authorized APS’ competitive activities or a third party, as
applicable, to act as its agent for such purpose.

If APS chooses to insert any advertising or promotional materials for its
competitive activities or for any third party’s competitive electric services into the
envelope for the bill or to print such advertisements on the bill or billing
envelope, APS shall develop a section in its Policies and Procedures Manual that
would ensure equal access to advertising space in and/or on the bill or billing
envelope.

Customer Telephone Calls

Telephone numbers used by APS for provision of noncompetitive services shall be
different from those used for its competitive electric affiliate.

Prohibition on Suggestion of Utility Advantage

A.

APS shall not state in any advertising, promotional materials, or sales efforts that
a consumer who purchases services from APS’ competitive activities will receive
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preferential treatment in the provision of noncompetitive services or that any
other advantage regarding the provision of noncompetitive services will accrue to
that consumer.

APS’ name or logo shall not be used in written promotional advertising material
circulated by a competitive electric affiliate.

APS’ personnel shall not specify a preference for any competitive service
provided by APS’ competitive activities over those of any third party.

APS’ personnel shall not specify a preference for any competitive service
provided by a third party over any competitive service provided by any other third

party.

APS’ personnel engaged in the provision of noncompetitive services shall either
inform customers who inquire about competitive services that a list of electric
service providers is available at no charge from the Arizona Corporation
Commission on its website or by telephone, and shall provide the customers with
the appropriate Arizona Corporation Commission website address and telephone
number, or in the alternative, shall provide such customers with a copy of the
current Arizona Corporation Commission list.

APS shall not require that a consumer purchase any competitive service from
APS’ competitive activities as a condition to providing noncompetitive services.

Prior to the divestiture of APS generation pursuant to Arizona Corporation
Commission Decision No. 61973 (October 6, 1999), APS generation service will
not be sold on a discounted basis to Standard Offer customers without the express
permission of the Arizona Corporation Commission.

VIII. Accounting for Costs

A.

APS shall not cross-subsidize its competitive activities with rates and charges for
noncompetitive services.

All transactions between APS and its competitive electric affiliate shall be
accounted for in accordance with APS’ Policies and Procedures Manual (“P&P
), which shall be developed to describe the cost allocation of all transactions
pertaining to APS and its competitive electric affiliate in a manner that ensures
that there is no subsidization of the competitive electric affiliate by the
noncompetitive services of APS. The P&P shall be submitted to the Director of
the Utilities Division for review and approval. Beginning one year from the date
of approval of the P&P, APS shall file annual updates to the P&P, including any
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and all modifications to allocation methods and changes in direct and indirect
allocators used in the P&P, with the Director of the Utilities Division for review
and approval. Any material violation of the P&P which would constitute
engagement in anticompetitive behavior shall constitute a violation of this code of
conduct.

Reporting Requirements

APS shall submit the following information to the Commission on an annual basis:

A.

A list of all “extraordinary circumstances” excusing APS’ compliance with this
code of conduct and a report explaining the nature, cause, and duration of each
incident.

A report detailing the costs attributable to noncompetitive services and APS’
competitive electric affiliate(s) separately for each business activity.

A report detailing how many non-standard offer customers were provided
metering services or meter reading services pursuant to R14-2-1615.B and how
many electric service providers received consolidated billing services pursuant to
R14-2-1615.B.

Separation Requirements

A.

APS and its competitive activities shall be separate corporate affiliates to the
extent required by A.A.C. R14-2-1615 and Decision No. 61973 (October 6,

1999).

APS and its competitive electric affiliate(s) shall keep separate books and records.
APS shall keep accounting records that set forth appropriate cost allocations
between APS’ noncompetitive services, and its competitive electric affiliate. All
records shall be kept in accordance with the FERC Uniform System of Accounts
and Generally Accepted Accounting Principles. As a precondition to transacting
any business with APS, books and records of APS’ competitive electric
affiliate(s) must be made available for inspection by the Commission to the extent
reasonably necessary to determine compliance with this code of conduct.

APS and its competitive electric affiliates shall not jointly employ the same
employees. However, APS and its competitive electric affiliate(s) may jointly
employ officers and directors for corporate support functions, but APS officers
directly responsible for operational matters shall not serve as officers or directors
of a competitive electric affiliate. Joint officers shall not utilize information
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obtained through the provision of noncompetitive service to provide competitive
advantage to any APS competitive electric affiliate.

Transfers of Goods and Services

A.

APS’ tariffed goods and services shall be provided to third parties and its
competitive electric affiliates at the rates and under the terms and conditions set
forth in the tariff.

If APS sells nontariffed goods and services that were developed by APS for sale
in the market to its competitive electric affiliates, the transfer price shall be the
fair market value. Such goods and services shall be provided to APS’ competitive
electric affiliates and third parties on a non-discriminatory basis.

All other transfers of nontariffed goods and services from APS to APS’
competitive electric affiliates shall be at the higher of fully allocated cost or fair
market value.

If APS’ competitive electric affiliates transfer any goods and services to APS that
were developed for sale by the competitive electric affiliate in the market, the
transfer price shall be the fair market value.

All other transfers of goods and services from APS’ competitive electric affiliates
to APS shall be at the lower of fully allocated cost or fair market value.

Joint Marketing

APS and its competitive electric affiliate(s) shall not jointly market their respective
services.

Dissemination, Education, and Compliance

Copies of this code of conduct will be provided to employees of APS and all
competitive electric affiliates. and those authorized agents of APS and all
competitive electric affiliates. A copy of the code of conduct will be maintained
on the APS’ electronic bulletin board known as Vista Public Folders.

Training on the provisions of the code of conduct and its implementation will be
provided to APS employees and authorized agents.

Compliance with the code of conduct is mandatory. An APS employee’s or
agent’s failure or refusal to abide by or to act according to such standards may
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subject the employee or agent to disciplinary action, up to and including discharge
from employment or termination of the agent’s relationship with APS.

D. Questions regarding this code of conduct should be directed to the Business
Practices Department. Compliance with this code of conduct will be administered
as part of the APS Standards of Conduct program.

Procedure for Modification of the Code of Conduct

APS may request modifications to its code of conduct by filing an application with the
Commission. The application shall set forth the proposed modifications and the reasons

supporting them.
Dispute Resolution

Any person or entity alleging that APS has failed to comply with the code of conduct
may file a formal complaint with the Commission in accordance with the procedures

established in R14-2-212.
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