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ARIZONA CORPORATION COMMISSION’S
ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP
EXECUTIVE SUMMARY

INTRODUCTION

The following summarizes the attached final report of the Commission’s Legal
Issues Working Group (the “Working Group” or “group”). Appendix A is a list of the

members of the Working Group.

Working Group participants prepared the report through a series of drafts compiled
from oral comments at public meetings and from written comments from the participants.
These participants are largely responsible for the focus and content of the final report.

The Working Group designated participants (“‘Reporters”) to collect written
comments and contributions from participants. The Working Group assigned Reporters
by subject-matter and the Reporters incorporated material into a report format. The
Reporters’ work was collected into a single draft report and participants were given an
opportunity to suggest changes and additional material for the final report. The Reporters
are responsible for the balance and comprehensive nature of the work in the final report.

The Working Group’s Reporters are as follows:

Steven M. Wheeler
Bradley S. Carroll

Lawrence V. Robertson, Jr.
Beth Ann Burns

C. Webb Crockett

Jessica J. Youle

Patricia E. Cooper
Douglas C. Nelson

Michael M. Grant

INJOAN\WPSO\LINDYAISSUES. LGL\EXEC.SUM

Nature of Restructuring in General and
Stranded Cost Recovery. ‘

Rights and Duties of Public Service
Corporations and Antitrust Issues

Scope of Restructuring

Rates and Ratemaking

ACC Powers/Procedures
Non-PSC Issues

FERC Issues and Federal Issues
Taxation Issues

Legislative Issues
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The Legal Division excised incorrect or redundant material from the draft and further
summarized the Reporters’ comments. Participants were given opportunity to comment
on a second and third draft of the report. A chronology of the group’s activities is attached
to the Report as Appendix B. The minutes of the group’s meetings are collected in
Appendix C. ’

The report consists of Nine Parts, representing issues that the Working Group
identified. The Working Group did not identify legal issues that may affect the matters
discussed in the reports of other working groups involved in electric restructuring.

The attached Appendix D contains participants’ separate comments regarding the
Report.

PART 1: SCOPE OF THE COMMISSION’S AUTHORITY
This part summarizes the legal arguments for and against the Commission’s power
to adopt the Rules. Part 1.2 contains comments for the Commission to consider in
addressing electric utilities’ obligations to serve customers in a competitive environment.

PART 2: RATES AND RATEMAKING

This part identifies legal issues relating to cost allocation and confidentiality of
information under competition.

PART 3: STRANDED COST RECOVERY

This part identifies the issues to be decided in a stranded cost proceeding. It also

~ identifies standards in the Rules that certain Affected Utilities have challenged as

unreasonably vague. This part identifies legal arguments that may affect stranded cost
recovery mechanisms and stranded cost “true up” proceedings.

PART 4: ACC POWERS/PROCEDURES
This part identifies procedural issues that the Commission may face with respect to
stranded costs, affiliated interests, non-public service corporations, antitrust,
intergovernmental agreements, in-state reciprocity, and resource planning.

PART 5: NON-PSCs

This part discusses the various entities that operate as public service corporations
outside the Commission’s jurisdiction. The part discusses the laws that affect the
relationships between these entities and public service corporations.

INOAN\WPEOLINDYMISSUES LGLAEXEC.SUM ES-2



PART 6: FERC ISSUES

This part identifies the exclusive powers of the Federal Energy Regulatory
Commission (“FERC”) and the Arizona Corporation Commission. It identifies initiatives
involving competition that may require FERC approval, such as establishment of an
independent service organization (“ISO”). This part discusses the factors that may
determine the jurisdictional separation of distribution and transmission.-

PART 7: FEDERAL ISSUES

This part explains tax-exempt financing under the “Two-County” rule. This part
explains how FERC has addressed this rule with respect to open access for transmission
services. This part discuss the potential effect of the Rural Electrification Act's upon
electric cooperatives in a competitive environment. This part discusses what Arizona may
require of out-of-state entities under the Commerce Clause of the U.S. Constitution.

PART 8: ANTI-TRUST ISSUES

This part explains why utilities will not have state-action immunity from anti-trust
laws to the extent the utilities provide competitive services.

PART 9: SUGGESTED CODE CHANGES

This part identifies the arguments for and against the need for legislative changes
to facilitate competition. It identifies the state statutes that the group discussed.

-~
\JOAN\WP60\LINDY\SSUES LGL\EXEC.SUM ES-3
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REPORT OF THE ARIZONA CORPORATION COMMISSION’S

LEGAL ISSUES WORKING GROUP

INTRODUCTION

The Arizona Corporation Commission (“*Commission”) established the Legal Issues
Working Group (the “Working Group”) pursuant to A.A.C. R14-2-1616 to identify, analyze
and provide recommendations to the Commission on legal issues relevant to Title 14,
Chapter 2, Article 16 of the Arizona Administrative Code (the “Rules”). See A.A.C. R14-2-
1601 to -1616, “Retail Electric Competition.” This-report ("Report”) identifies and analyzes
legal issues which the Commission should consider in evaluating medifications or additions
to the Rules and relevant Arizona statutes.

This Report discusses regutatory policy regarding industry restructuring only to the
extent policy explains or defines a legal issue that is relevant to the Rules. This Report
does not recommend'any policy over other policy choices that are available to the
Commission.

T‘nje working group consid’ered a hufnber' of af‘nendments to the e;dsting Rule‘s,
adkditional rulvemaking és wéll asv legiélatiQe and cbnstitutional changés. Some participants
believed that any amendments to the Rules were unnecessary. The working group did not
reach unanimity for recommending any particular action. The working group’s observations

regarding legal issues in the Report are contained in sections entitled “Comment.”

I"JOANWPSOWLINDYWRKGRUP1.RP3 1
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The Report refers to the Commission’s Legal Division as “Staff.” References to
"Affected Utilities” are intended to encompass the utilities defined in A.A.C. R14-2-1601(1)."
“Consumer” refers primarily to potential high-volume purchasers of electric generation

services.

PART 1

SCOPE OF THE COMMISSION’S AUTHORITY

1.1 Whether the Commission may authorize “electric service providers” (as
defined in the Rules) to offer generation, billing and collection, metering and
meter-reading services and other information services on a competitive basis
in areas where such services were previously exclusively provided by
“Affected Utilities.”

ANALYSIS

SUMMARY OF ARGUMENTS REGARDING
AUTHORITY AND “REGULATORY COMPACT”

Certain Affected Utilities have filed actions in the Maricopa County Superior Court,
allegihg that the Commission does not have constitutional or statutory authority to adopt

the Rules.? These Affected Utilities maintain that the Arizona Constitution and the

~ Legislature, pursuant to its power under article XV, section 6, created a policy of “regulated

monopoly” for electric utilities. These arguments also rely on judicial decisions that refer |
to Arizona’s policy of “regulated monopoly” as being Legislative in origin or, alternatively,

the result of a regulatory contract.

; Two affected utilities, Morenci Water and Electric and Ajo Improvement

Company, serve Morenci and Ajo. References to Affected Utilities throughout the report
may not reflect these utilities’ positions.

2" Those cases are listed in the attached Exhibit “A” to the Report. The
Residential Utility Consumer Office filed an action to challenge the Rules and has
voluntarily dismissed the action.

IJOANWPSOULINDNWRKGRUP1.RP3 2
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Some Affected Utilities maintain that regulated monopoly for distribution and
generation results in a “regulatory compact” between utilities and the state. These Affected
Utilities maintain that their certificates of convenience and necessity, authorized pursuant
to A.R.S. § 40-281, grant the Affected Utilities exclusive rights to deliver electric service,
including generation and retail transmissicon, within their service termritories.

Some participants maintain that competitive pricing unlawfully delegates to the
market the Commission’s duty to determine just and fair rates based upon the “fair value”
of a public service corporation’s assets. These utilities also maintain that the Rules violate
the Arizona Constitution, article XV, § 14, which requires the Commission to determine “fair
vaiue” of a utility’s assets. Other participants maintain that competitive pricing is within the
Commission’s constitutional powers to “prescribe just and reasonable classifications to be
used and just and reasonable rates and charges to be made and collected...” by public
service corporations. Ariz. Const. art. XV, § 3.

Arguments in support of the Rules maintain that the State of Arizona has not
entered into a regulatory compact favoring perpetual monopolies. These participants cite
a decision of the Maricopa County Superior Court as denying a reguiatory compact with
respect to a telecommunications ’PSC, U.S. West Cémmunications, Inc. v. Anzona
Corporation Commission, et al., Mar. Co. Sup. Ct. Cause No. CV95-14284 (May 6, 1997).
These participants maintain that no Arizona case expressly uses the term “regulatory
compact” These arguments maintain that Section 40-281 is intended to prevent
unnecessary duplication of lines and facilities within distribution areas; it does not address
competitive pricing of services, like generation, that are separable from distribution

monopolies.

EUJOANWPSOWLINDYWWRKGRUP1.RP3 3



Panicipants in support of the Rules maintain that, in 2 menopoly setting, fair vaiue
is used to determine rates artificially, as if the rates were set in a competitive market. If
rates are based upon a competitive market, then the Commissicn'’s fair value determination
has been accomplished more directly and accurately than in the non-competitive setting.

The Working Group’s consensus is that the Courts or perhaps the Legisiature
ultimately will determine whether the Commission must have legislative or constitutional
authority to promulgate the Rules, although some participants recommended that the
Commission should work with the Legislature to obtain authority to adopt and implement
the Rules. In the meantime, the Commission should clarify that the Rules do not affect the
exclusivity of distribution services under existing certificates of convenience and necessity.
The Rules should also distinguish between certificates for distribution monopolies and
certificates for other services that are unbundled or separated from distribution services.

ARGUMENTS BY AFFECTED UTILITIES

Affected Utilities maintain that the Arizona Supreme Court expressly recognized the
existence of a régulatory compact in Application of Trico Electric Cooperative, Inc., 92 Ariz.
373, 377 P2d 308, wherein the court stated:

By the issuance of a certificate of convenience and necessity

to a public service corporation the State in effect contracts that

if the certificate holder will make adequate investment and

render competent and adequate service, he may have the

privilege of a monopoly as against any other private utility.
92 Ariz. at 380-381 (emphasis added). See also City of Tucson v. Polar Water Co., 76
Ariz. 404, 265 P.2d 773 (1954) (CC&N recognized as a “contract” between the state and

utility); New England Coalition on Nuclear Pollution v. Nuclear Regulatory Comm’'n, 727

F.2d 1127, 1130 (D.C. Cir. 1984) (“the very nature of government rate regulation” is “a

INOANWPEOLINDYWWRKGRUP1.RP3 4



compact whereby the utility surrenders its freedom to charge what the market wiil bear in
exchange for the state's assurance of adegquate profits.”).

These utilities maintain that “regulated monopoly” is Arizona’s legisiative policy for
regulating electric utilities. They maintain that this policy was created by, and therefore may
only be modified by, the Arizona Legislature, not the Commission. In support of this
position, the utilities cite cases such as Tonto Creek Estates v. Anizona Corporation
Commission, 177 Ariz. 48, 56, 864 Ariz. 1081, 1088 (Ct. App. 1993), which states that
“[tlhe concept of regulated monopoly arose from the Legislature in granting the
Commission authority to issue certificates of public convenience and necessity to public
service corporations.”

The Utilities argue that Arizona courts have determined that the “contract” is one
creating a constitutionally protected “vested property right” (Trico, 82 Ariz. at 381) and that
the Corporation Commission is under a duty to protect the exclusive right to serve
giectricity in the region where the utiiity renders service, under its certificate (Trico, 82 Ariz.
at 387). The court in Trico held as follows:

We hold that the Corporation Commission was under a duty to

Trico to protect it in the exclusive right to serve electricity in the

region where it rendered service, under its certificate.
82 Ariz. at 387 (emphasis added). Twenty years later, the Arizona Supreme Court
strengthened and reiterated this view in James P. Paul Water Company v. Arizona
Corporation Commission, 137 Ariz. 426, 671 P.2d 404 (1983). In that decision, the
Supreme Court reaffirmed the exclusive right to provide service under a CC&N, 137 Ariz.
at 429, and branded as clearly unlawful the Commission's attempt to certificate a

competitor promising lower rates:

IJOANWPEO\LINDYWRKGRUP1 .RP3 S



. the Commission lest sight of its obligation to respect Pauls
expectation, as a ceriificate hoider, of an opportunity to provide
service as needed.

137 Ariz. at 431.

- Affected Utilities maintain that the elements of this reguiatory compact are long-
standing, clear and obvious. A public service corporation is required to serve those within
its terrifory, to make extensions and improvements to meet future demands, {o subject
many of its business transactions to prior Commission approval and to limit its revenues
and income to those established by the Commission.® In return, the utility is granted a
monopoly for exclusive service rights therein and the constitutional guarantee of just and
reasonable rates that allow it to recover its cost of service and eam a fair retumn on the fair
value of its properties. Electric public service corporations in this state have committed
billions of dollars of private capital to meet their collective obligations in reliance on this
compact. Cf. United States v. VWnstar Corp., 116 S.Ct. 2432 (1996) (government
financially responsible to regalated business for economic‘injurysuﬁered by change in
regulatory policy).

The Affected Utilities maintain that the history of the regulatory compact in America
has been well chromcled Seeg, e. g Sldak and Spulber, “Deregulatory Takmgs and Breach

of the Regulatory Contract,” 71 N.Y.U. Law Review 851 (1996); George L. Priest, “The

3

Pursuant to A.R.S. § 40-321, ef seq., the Legislature pumports to give the
Commission the authority to order a public service corporation to provide specified
services in an approved manner to customers within the utility's service area.
Moreover, A.A.C. R14-2-202(C) forbids a public service corporation from abandoning
service within its territory without express Commission approval. 'Thu‘s, once a utility
becomes a regulated public service corporaticn, it apparently cannot “get out of the
business” without Commission approval.

IUOCANWPEOLINDYWRKGRUP1.RP3 6



Origins of Utiiity Regulation and the ‘Theories of Reguiation' Debate,” 36 J.L.& Econ. 288
(1993).
ARGUMENTS BY CONSUMERS AND STAFF

Potential consumers maintain that a certificate of convenience and necessity does
not provide, in effect, that a public service corporation may “corner the market” on electric
service. Arizona court decision; refer to regulated monopoly as a public policy, rather than
as a contractual obligation. See Arnz. Corp. Comm’n v. Superior Court, 105 Ariz. 56, 58,
459 P.2d 489 (1969); Winslow Gas Co. v. Southermn Union Gas Co., 76 Ariz. 383, 385, 265
P.2d 442, 443 (1954); Pacific Greyhound Lines v. Sun Valley Bus Lines, Inc., 70 Ariz. 65,
71,216 P.2d 404, 408 (1950); Corp Comm’n v. Pacific Greyhound Lines, 54 Ariz. 158, 177,
94 P.2d 443 (1839).* The law does not recognize monopolistic pricing as a vested property
right. See Columbia Steel Casting v. Portland General Electric, 103 F.3d 1446 (8" Cir.
1996)‘; F.T.C. v. Ticor, 504 U.S. 621 (1992)..

The Affected Utilities' interpretation of Section 40-281 also frustrates the
Commission’s authority, which is derived from the Arizona Constitution rather than from a
legisiative delegation. “Where the Constitution has said that public service corporations
éh’all be govermned by the Corpofation Commissidn in a given respect, it is the last, the
highest, and controlling fundamental law as to that matter.” State v. Tucson Gas, Electric

Light and Power Co., 15 Ariz. 294, 301, 138 P.781, 784 (1914). In the event of a conflict

between the Commission’s constitutional authority and a state statute, the Constitution will

4 The Legislature recently added Section 40-281(D) to provide that Section
40-281 should not be construed as “granting or having granted” an exclusive franchise
or monopoly to any telecommunications corporation. If Section 40-281 never granted
exclusive rights to telecommunications companies, then it follows that the statute never
granted the rights to other public service corporations.

INJOANIWPEO\LINDYWRKGRUP1.RP3 7



prevail. Ethington v. Wright, 66 Ariz. 382, 394, 188 P.2d 2089, 217 (1948); Tucson Gas. 15
Ariz. at 301, 138 P. at 784; State ex rel. Corbin v. Ariz. Corp. Comm’n, 174 Ariz. 216, 219,
848 P.2d 301, 304 (App. 1992).

The Commission’s rate making power includes adoption of rules that prescribe the
classifications and methods that will be used to determine rates and charges. See
Consolidated Water Util. Ltd. v. Ariz. Corp. Comm’n, 178 Ariz. 478, 483-85, 875 P.2d at
137, 14244 (App. 1994); Woods, 171 Ariz. at 294, 830 P.2d at 815; Ethington, 66 Ariz.
at 392, 188 P.2d at 216 (Commission’s “full and exclusive power” extends to “making rules,
regulations, and orders concemning such classifications, rates and charges by which public
service corporations are to be governed....” (emphasis added)).

Some participants maintain that Arizona’s Constitution prefers competition and
disfavors monopolies.® These participants cite a decision of the Maricopa County Superior
Court as denying a regulatory compact with respect to a telecommunications PSC, U.S.
West Communica‘ﬁonvs, Inc. v. An’zona Corporat_ion Commission, et al., Mar. Co. Sup. Ct.

Cause No. CV95-14284 (May 6, 1997). The Rules follow this principle and apply traditional

~rate regulation only to natural monopolies, such as companies that erect electric

distribution lines, to prevent harm to the public from monopolistic pricing. Services that

become separable from the natural monopoly, like electric generation, are eligible for

pricing in the competitive market. The Commission’s rate making function may change as

a particular service becomes less essential or integral to the public service performed by

s Article XV, § 15 provides, in pertinent part, that “[mJonopolies and trusts

shall never be allowed in this State....”

1" JOANWPSOWINDYWRKGRUP1.RP3 8



the company. See Mountain States Tel. and Tel. Co. v. Aniz. Corp. Comm’n, 132 Ariz. 108,
116, 644 P.2d 263, 270 (App. 1882).

The changing nature of the electric industry has led one court to conclude that. while
vertically-integrated electric monopolies may have been toleraied in the past, future
generations should not be bound to a policy based upon the technological limitations of
another time. See Appeal of Pubiic Service of New Hampshire, 141 N.H. 13, 876 A.2d 101,
104 (1986). The same court, applying a state constitutional prohibition against monopolies
similar to Arizona’s, held that competition in electricity should be affirmed “with all doubt
resolved against the perpetuation of monopolies.” /d., 676 A.2d at 105. The New
Hampshire court upheld retail electric competition despite utilities” arguments that 80 years
of statutes and court decisions granted them exclusive franchises.

COMMENT
None.

1.2 Whether the Rules may require Affected Utilities to serve all customers as the
“provider of last resort” if Affected Utilities no longer have the exclusive right
to serve such customers?

ANALYSIS

A.A.C. R14-2-1606 provides that Affected Utilities will provide electric service
("Standard Offer Tariffs") to all customers within a class in their utility service areas until the
Commission has determined that (1) all consumers in the class have the opportunity to
purchase power on a competitive basis and (2) all stranded costs pertaining to that class
have been recovered. The Affected Utilities' obligation to supply electric generation will
cease when stranded costs are fully recovered and competitive pricing is fully available to

customers.

ENOANWPSOLINDYWRKGRUP1.RP3 9



Affected Ultilities maintain that A.A.C. R14-2-1606 requires incumbent utilities to
continue providing electric services to all customers within their utility service areas even
though they no longer possess the exciusive right to provide such services (e.g.,
generation, billing and collection, meter-reading, etc.). This obligation to serve will not
terminate until some indefinite time in the future. The Affected Utilities maintain that no
other “electric service provider” has a similar obligation. Several utilities have claimed that
the traditional utility obligation to serve is legally dependent upon the concomitant exclusive
right to serve. See, e.g., James P. Paul Water Company and Tonto Creek Estates, supra.
Affected Utilities claim that the burden to plan for and serve (at regulated rates that do not
explicitly provide for the recovery of associated costs) these customers is inconsistent with
the free market regime envisioned by the Commission and unlawfully harms the Affected
Utility's competitive position.

Affected Utilities maintain that the Rules should not impose an obligation to serve

-in situations where the exclusive right to serve no longer exists, or at least should establish

more definite criteria for terminating an affected distribution utility’s obligation to supply
electric generation.® The Affected Utilities maintain that the Rules should explicitly provide
for full recovery of all costs incurred in meeting this obligation.

For example, the Commission co.uld classify customers by the size of their load.

Customers purchasing 1MW or greater could be classified so that the obligation to serve

5 The “opportunity” to participate in competitive pricing does not mean that

customers have actually availed themselves of the opportunity. The Rules probably
require that the opportunity be available in a meaningful way. The FCC dealt with a
similar issue in In the Matter of Application of Ameritech Michigan Pursuant to Section
271 of the Communications Act of 1934, as amended, to Provide In-Region, Inter LATA
Services in Michigan, CC Docket No. 97-137, Memorandum Opinion and Order
(Released August 19, 1997).

JOANWPSOWL INDYWWRKGRUP1.RP3 10



would cease when that customer is able to purchase generation from another supplier. If
that customer returns to the affected distribution utility, the customer remains in the
competitive marketplace notwithstanding the customer’s decision not to choose another
supplier. The obligation to provide competitive services may continue for customers
purchasing lesser amounts during the transition until all customers in each class have the
opportunity to receive competitive services such as generation.

The Commission could define the point at which all customers of a class have the
opportunity to participate in the competitive market by using some presumptive time
provisions. For example, customers of a class will presumptively have the opportunity to
participate at least by a certain date, such as January 1, 2003, as provided in A.A.C. R14-
2-1604(D). The Commission could extend the date upon a finding of extraordinary
circumstances, including the Affected Utility’s failure or inability to make all its customers
available for competitive generation. The Working Group consensus is that clarification
would be appropriate.

At least one Affected Utility suggests that linking the obligation to serve to “full”
recovery of stranded costs might be too inflexible. This objection suggests that stranded
cost recovery might extend beyond the time that all customers have the opportunity to
purchase competitive power. Many participants maintain that the Commission should
consider addressing this possibility in amendments to the Rules. See R14-2-1606(A).

The working group found that the Commission may not regulate entities that are not
“public service corporations” as defined in article XV, § 2 of the Arizona Constitution. See
Rural/Metro Corp. v. Arizona Corporation Commission, 129 Ariz. 116, 117, 629 P.2d 83,

84 (1981).
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COMMENT

A. The Commission may consider clarifying the point at which all
customers of a class have the opportunity to participate in the
competitive market.

B.- The Commission may address whether the obligation to serve should
be linked to stranded cost recovery that extends well beyond the point
at which all customers of a class have the opportunity to participate in
the competitive market.

C. The Commission may explicitly state in the Rules that the reasonable
costs of meeting the obligation to serve will be recoverable in rates.

D. The Commission may not regulate corporations that do not conduct
activities described in article XV, § 2, Arizona Constitution.

1.3  Whether the Commission may lawfully compel Affected Utilities to make their
distribution and other facilities available to competitors on demand.

See the analysis and comments contained in Section 1.1.

The Rules contemplate that electric service providers (particularly generators) who
desire to sell to customers within the existihg certificated areas of electric utilities will have
access to the distribution facilities of the Affected Ultilities subject to terms and conditions
and rates to be established by the Commission. Several of the utilities have argued that
this provision represents an unlawful “taking” of a private utility’s property (see Loretto v.
Teleprompter Manhattan CATV Corp., 450 U.S. 419, 102 S.Ct. 3164, 73 L.Ed. 2d 868
(1982); GTE Northwest, Inc. v. Publié Utilfty Comn?iésiéf;l of Oregon, 321' Or. 455, QOO P.Zd
495 (1995)) that is n\o»t authorized by any specific Arizona constitutional or statutory
provision.

The Commission Staff maintains (1) the Affected Utilities will be compensated for
access to their distribution lines and for the power produced through their generation

plants; (2) a regulatory taking has not occurred since the Affected Utilities will continue to
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use of their property, albeit under competition; and (3) a monopcly is not a preperty interest
under the Takings Clause of the state or federal constitutions, see Tennessee Electric
Power Co. v. Tennessee Valley Authority, 306 U.S. 118, 141 (1939); Law Motor Freight,
Inc. v. Civil Aeronautics B'd, 364 F.2d 138, 144 (1st Cir. 1966) ( “[F]reedom from
competition is not constitutionally protected.”).

Some participants maintain that A.R.S. § 40-331 and/or A.R.S. § 40-332 authorize
the Commission to compel Affected Utilities to *wheel” power from other sellers of
generation to customers capable of being served from existing distribution facilities, upon
a determination that the “public convenience and necessity.” These participants cite to
article XV, § 10, which provides that “[a]ll electric, transmission...corporations, for the
transportation of electricity,...for profit, are declared to be common carriers and subject to
control by law.”

Working Group members disagree as to whether A.R.S. § 40-331 and/or A.R.S.
§ 40-332 apply only to circumstances in which an Electric Service Provider (*ESP A”) seeks

to use the facilities of an Affected Utility (“Affected Utility B") in order to serve ESP A's own

-customers outside of Affected Utility B’s traditional service area. -The Affected Utilities -

maintain that the statutes do not permit ESP A to use Affected Utility B’s facilities to directly

compete for Affected Utility B's customers. The participants also disagree as to whether

these statutory provisions authorize the use of an Affected Utility’s facilities by non-public

service corporations that are not and can not be regulated by the Commission.
COMMENT

None.
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1.4 Whether the Commission may regulate entities as “Electric Service
Providers” under the Rules that are not defined as “public service
corporations” under the Arizona Constitution.

ANALYSIS
The Rules regulate as an “electric service provider,” any “company supplying,

marketing, or brokering at retail any of the services described in R14-2-1605 or R14-2-

1606." A.A.C. R14-2-1601(V). The Arizona Constitution allows the Commission to regulate

“public service corporations” which are defined, in relevant part, as “[a]ll corporations other

than municipal engaged in furnishing... electricity for light, fuel, or power...."” Ariz. Const.

~ article 15, § 2. As the Commission moves toward competitive pricing, it may classify certain

services as less essential to a public service. The Commission may eventually classify
services or “electric service providers” as being outside the Commission’s regulatory
authority. See analysis in Part 1.1. See also, Rural/Metro Corp. v. Arizona Corporation

Commission, 129 Ariz. 116, 117, 629 P.2d 83, 84 (1981) (ACC may not regulate entities

- that are not “public service corporations” under article XV, § 2 of the Arizona Constitution.)

COMMENT

None.

1.5 Whether the Commlssmn may streamhne procedures for complymg with

statutes that regulate public service corporations.
ANALYSIS

The Rules provide that “"electric service providers” may offer competitive generation
and other services under less stringent rate procedures than for Affected Utilities that
provide exclusive services in their existing territories. For example, rates for competitive

generation service are deemed to be just and -reason‘able to the extent they are “market

I JOANWPEO\LINDY\WRKGRUP1.RP3 14



determined.” See, e.g., R14-2-1612(A). Electric service providers file a tariff for each
service that sets the maximum rate and terms and conditions that will apply. A.A.C. R14-2-
1603(B).

Certain Affected Utilities maintain that the Rules should require an electric service
provider for competitive generation to follow the established Commission procedures for
rate filings and rate changes, including the extensive cost of service, financial and other
information required by A.A.C. R14-2-103. These arguments maintain that the
Constitution’s fair value provisions mandate such procedures for all services, including
competitively priced services. Section 1.1 summarizes the “pro” and “con” arguments on
this position.

Some Affected Utilities maintain that legislative changes should be made to
streamline procedures in ét least the following areas: confidentiality of utility information
on file with the Commission (e.g., A.R.S. §§ 40-204 and 40-367), existing provisions
regarding rate filings and tariffs (e.g., A.R.S. §§ 40-248, 40-250, 40-361, 40-365, 40-367),
standards relating to rate discrimination and preferences (e.g., A.R.S. §§ 40-334, 40-374),
requirements for Commission approval for financings and sale of assets (e.g., A.R.S. §§
40-285', 40-301, et seq.), annual reports,‘etc. :

) Cértain barticipants also maintéin that fhe Commission should modify existing rules,
particularly to the affiliated interest rules (A.A.C. R14-2-801, et seq.), fhe resource planning
rules (A.A.C. R14-2-701, et seq.), the depreciation and rate filing rules (A.A.C. R14-2-102
and 103), and the customer service rules for electric utilities (A.A.C. R14-2-201, et seq.).

Staff and consumers maintain that the Commission may exercise its ratemaking

powers and streamline procedures to facilitate competitive pricing. This includes
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streamlining procedures for utilities to comply with statutes governing public service
corporations.
COMMENT

None.

PART 2 .

RATES AND RATE MAKING

2.1  Cost Allocation and Separation Issues.
ANALYSIS

In the interest of leveling the playing field between non-regulated utility activities and
small businesses, some participants suggested that the rules should (1) preciude utilities
from cross-subsidizing their unregulated activities with funds received from ratepayers
under Commission authorized rates; (2) establish accounting procedures and standards
to prevent cross-subsidization by requiring the utilities to assign direct and indirect costs
to the unregulated activities; and (3) require the unregulated activities to pay fair market
value for the use of utility personnel, services, and equipment and to pay royalties for any
intangible benefit gained through affiliation with the utility.

Some participants maintain that the existence of cross-subsidization would suggest
that regulated rates are too high. The Commission could address cross-subsidization
through orders to show cause. The consensus of the group is that the Commission has
sufficient power to deal with cross-subsidization through rate making orders. These
participants did not see a need to change the Rules at this time.

COMMENT

None.
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2.2 Confidentiality.
ANALYSIS

A participant suggests that A.R.S. § 38-431.02, Notice of meetings, be amended to
provide that documents and other information related to a public body's discussions or
consultations on negotiations, bids, or proposals for power and energy transactions, for
the purchase or sale of fuel, or for the construction, ownership, or operation of generation
or transmission facilities would not be public records, except that any contracts executed
by the public body would be public records unless otherwise exempted by law.

The commenter also suggests amending A.R.S. § 40-204 to provide that information
related fo negotiations, bids, or proposals for power and energy transactions, for the
purchase or sale of fuel, or for the construction, ownership, or operation of generation or
transmission facilities would not be open to public inspection, unless ordered by the
Commission for good cause shown.

The Working Grou}p generally agreed that confidentiality procedures wiil have to be
scrutinized at some time. The Working Group sharply disagreed over whether such a
review should take place before or after competition commences.

COMMENT

The working group did not reach a consensus regarding what information

should be confidential, although the group agreed that some confidentiality

should be given to information that the Commission requires to be filed for
regulatory purposes. In that regard, the Commission may provide by rule that
commercially sensitive/proprietary information would be kept confidential

unless, upon notice to the utility that would be affected by disclosure,
extraordinary circumstances justify disclosure.
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PART 3

STRANDED COST RECOVERY

3.1  The legal procedures (hearing and/or utility filings) necessary to determine
Affected Utilities stranded costs; legal procedures necessary to vary the
annual level of stranded cost recovery, change the total amount of stranded
cost recovery or change the mechanism by which stranded costs are
recovered.

ANALYSIS

If a utility claims stranded cost recovery in conjunction with a rate case, the issue
would be subject to the same general filing and/or hearing requirements attending other
claimed costs. Similarly, the legal procedures associated with changes to total amounts of
stranded costs, annual levels of recovery or mechanisms by which stranded costs are
recovered may be subject to the same limitations as recovery of other costs in a rate case.
If the Commission establishes a stranded cost recovery mechanism, subsequent changes
to the recovery balance or other details of the plan may be resolved in an abbreviated
proceeding similar to fuel or other adjustment clause mechanisms. See, e.g., Scates v.
ACC, 118 Ariz. 531, 578 P.2d 612, appeal after remand, 124 Ariz. 73, 601 P.2d 1357
(1978). See also, AA.C.R 14—2-1607(L). | |

The elements of proof for stranded cost recovery under the Rules would be

generally as follows:

A. Prove the value of jurisdictional asset or obligation which was:
L ‘prudent,
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i. acquired or entered into” prior to adoption of the Rules under the
traditional regulation of Affected Utilities.

B. Prove that the market value of the asset or obligation
l. decreased,
il. as a direct consequence of competition.

C. Prove that the utility mitigated the stranded cost by every reasonable
measure related to the provision of regulated electric service which was

l. feasible, and
il. cost-effective.

The burden of proof with respect to “prudence” may,tin hény cases, already have |
been addressed in prior Commission proceedings. Moreover, marny of the costs that would
fit within the stranded cost category for Affected Utilities have been (a) explicitly approved
by the Commission, in some cases after expensive prudence reviews?, (b) subject to
review and not challenged by parties in prevjous rate cases, or (c) required by federal law
or Commission order. Most Working Group participants agreed it would be unnecessary
and unduly ‘expensive and time-consuming} to require a utility to “re—ﬂlitiga»t'e" issues
previously reviewed and/or resolved by the Commission. In addition to the presumption
of prudehce, the Commission may employ traditional.principles of res judicata, stare
decisis, and regulatory estoppel to prevent unwarranted re-litigation of previously decided

matters. The Working Group’s consensus is that the Commission may review prior

7 “Acquired” includes duties existing under law as of the date the Rules

were adopted.

8 One participant noted, as an example, that the prudence review of the

planning and construction of the Palo Verde Nuclear Generating Station cost
approximately $40 million. The result of that review was reflected in a rate settlement
agreement approved by the Commission in Decision No. 57649 (December 6, 1891).
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prudence determinations that were materially influenced by extraordinary circumstances,
such as fraud or concealment.

The Commission's regulations provide that “all investments shall be presumed to
have been prudently made, and such presumptions may be set aside only by clear and
convincing evidence that such investments were imprudent, when viewed in the light of all
relevant conditions known or which in the exercise of reasonable judgment should have
been known, at the time such investments were made.” See A.A.C. R14-2-103(A)(3)(D.

Certain Affected Utilities believe the standard for utility “mitigation” measures in the
Rules is unlawful, unreasonable, and overly vague. The utilities maintain that the Rules
may be interpreted as allowing the Commission to require utilities to expend potentially
unlimited amounts of private capital and other resources to pursue ill-defined business
ventures outside ACC jurisdiction. Other participants comment that Affected Ultilities should
be required to use any revenues that are generated by or from the use of personnel,
assets or the credit of the utility to mitigate strénded costs. These participants maintain that
ratepayers should receive the béneﬁt of revenues generated by the regulatory assets,
personnel or credit of the utility.

The consensus of the Working Group is that the Commfssion may inquire as to the
efforts that utilities have undertaken to reasonably mitigate stranded costs through cost
reductions, efficiency improvements, market expansion and/or the development of new
products and services related to the provision of traditional utility service. Staff suggests
that the Commission may clarify the level of mitigation that is “reasonable” by borrowing
mitigation concepts from another body of law, like commercial lease law or public

condemnation law.
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COMMENT
A. The Commission may accept prior prudence determinations as binding
for stranded cost proceedings absent extraordinary circumstances,
such as fraud or concealment.
B. Although some participants believe no change to the stranded cost

recovery provisions is required, most participants agree that the
Commission should clarify the mitigation standard in the Rules to
define “reasonable” mitigation efforts that relate to the provision of
regulated utility service.
3.2 The legal standards relevant to stranded cost recovery mechanisms.
ANALYSIS
A.A.C. R14-2-1607(J) provides that stranded costs may only be recovered from
“customer purchases made in the competitive market.” Participants disagreed whether
this provision means that stranded costs can only be recovered in the price for competitive
services. These arguments maintain that such a construction is inconsistent with A.A.C.
R14-2-1607(H). They maintain that “stranded costs” are, by definition, are costs that can
not be recovered in the competitive generation market. Participants disagree whether
A.A.C. R14-2-1607(J) conflicts with A.A.C. R14-2-1607(H).

- The Working Group’s consensus, with the exception of Consumers (who maintain
that the Rules are sufficient to determine stranded costs), is that the Commission should
more precisely define stranded cost recovery mechanisms. The Rules should be amended
to the extent the first sentence in R14-2-1607(J) may be read as limiting the classes of
customers or services that the Commission may designate for stranded cost recovery.

COMMENT

See the discussion above.

JOANWPEO\LINDY\WWRKGRUP1.RP3 21



3.3 The legal standards governing stranded cost recovery mechanisms (e.g.,
non-by passable CTC or exit fee).

ANALYSIS

The Rules provide that customers who are not eligible to receive competitive
generation services do not, by definition, create “stranded costs” and therefore will not pay
a stranded cost fee. Further, the Rules do not allow stranded cost recovery from purchases
in non-competitive or monopolistic markets. These restrictions may require stranded costs
to be recovered through an exit fee or some other non-usage-sensitive mechanism. The
preferred mechanism for stranded cost recovery is outside the scope of the Working
Group's review. Depending upon the Commission’s interpretation of R14-2-1807(J), certain
mechanisms may require amendment or waiver of the Rules.

COMMENT
See the discussion in Section 3.2 above.

3.4 The ACC’s powers to “true-up” any initial stranded cost estimates to eliminate
possible overfunder recovery of stranded cost amounts.

ANALYSIS

The consensus of the Working Group is that the ACC is not legally required to “true-
up” any reasonable initial stranded cost estimates any more than it is legally required to
true-up reasonable estimates of other costs used in setting rates. However, the
Commission may “true-up” stranded costs.
COMMENT

None.
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3.5 Legal standards for "securitizing” or using public funding mechanisms for the
recovery of stranded costs.

ANALYSIS
The participants did not study the legal issues associated with “securitizing” or public

funding mechanisms for the recovery of stranded costs.

COMMENT
None.

3.6  Whether Arizona recognizes a “regulatory compact” as a binding contract that
affects the recovery of stranded costs or limits the ACC's power to amend
regulations affecting public service corporations.

ANALYSIS
This issue engendered considerable disagreement among the Working Group

participants. The arguments regarding a “regulatory compact” are discussed in Part 1.1.

COMMENT

None.

3.7 Whether the ACC has awarded stranded cost recovery for
telecommunications providers or for gas LDC's in Arizona.

ANALYSIS

The Commission traditionally prescribes rates to avoid stranded costs for any public
service corporation, through rates charged to the utility’s remaining customers (telephone)
or recoupment of lost sales margins in rates (gas) or by a combination of both. With
respect to gas LDCs, FERC Order No. 888-A, issued March 3, 1997 (starting at page 488,
et seq.), and the Commission’s 1890 Decision No. 50575 contain stranded cost recovery
principles. FERC did not require a showing of prudence or mitigation and the ACC’s

decision did not interfere with this pattern.
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COMMENT

None.

PART 4

ACC POWERS/PROCEDURES

4.1  Stranded Cost Proceedings.

See the analysis in Part 3.1.

The nature of a stranded cost proceeding will depend, in part, on (1) the
methodology for determining the amount of recoverable stranded costs; (2) who will pay
the étranded cost; and (3) the recovery mechanism (i.e., a surchérge on all ratepayers to
be paid into a common fund, a meter charge, a rate surcharge, etc.)v. ’

Also, the Working Group'’s consensus is the Commission may implement automatic
adjustment clauses in appropriate contexts to allow stranded costs to be adjusted based
upon changed circumstances. Adjustment clauses have been approved in other contexts

in the past and would obviate the need for utilities to make supplemental applications to

the Commission to recoup their stranded costs. See, e.g., Scates v. ACC, 118 Ariz. 531,

578 P.2d 612, appeal after remand, 124 Ariz. 73, 601 4F’.2d 1357 (App. 1978).

COMMENT

None. See comment to Part 3.1.
4.2  Affiliated Interest Rules.

The Commission's rules relating to public utility holding companies and “affiliated
interests” (See A.A.C. R14-2-801 through R14-2-806), apply to Class A investor-owned
utilities under the jurisdiction of the Commission. A.A.C. R14-2-802(A). Although most

utilities entering the competitive market will likely meet the definition of a “Class A investor-
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owned” utility, some entities seeking to enter the competitive market in Arizona may not be
Class A utilities. The Commission may revise the Rules to address the issues relating to
the affiliated interests of companies not failing within the scope of the Commission’s
existing affiliated interest rules. The Commission’s regulatory powers may be limited for
entities that are not public service corporations.
COMMENT

None.
4.3 Non-PSC’s.

The Commission may regulate only a “public service corporation” (“PSC”) as
defined in article 15, § 2 of the Arizona Constitution. The same provision expressly
excludes municipal entities from the Commission’s jurisdiction. Some participants maintain
that intergovernmental agreements may be used to coordinate, but not regulate,
competitive pricing for non-public service corporations. Certain participants maintain that
the agreements may not allow the Commission to assert regulatory powers over such
entities.

Alternatively, other participants maintain that existing rules, statutes and the
Con’stitution muét be amended to bring non-public service corporations, namely municipal
corporations, under the jurisdiction of the Commission, or some other independent agency.

For-profit subsidiaries of non-PSCs may be subject to the Commission’s jurisdiction.
Some question exists whether the Commission may, in such instances, use its affiliated
interest rules to regulate the for-profit affiliate’s transactions with the non-PSC. The
Commission regulates affiliated interest transactions of PSCs in A.A.C. R14-2-801 through

-806. The Commission’s power to regulate affiliate transactions of a non-public service
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corporation may be found in article 15, § 3 of the Arizona Constitution. which provides that
the Commission may require a public service corporation to report information about, and
obtain permission for transactions with, its parent. subsidiary, and other affiliated
corporations. See Arizona Corp. Comm'n v. State, 171 Ariz. 286, 830 P.2d 807 (1992).
COMMENT

None.

4.3.1 Antitrust Principles.

Non-PSCs and PSCs will be subject to the traditional aversight of the

Federal Trade Commission (“FTC") and other federal and state agencies in the area of
anti-competitive actions. The FTC is a law enforcement agency with statutory authority
over a variety of industries, including the electric power industry. The FTC enforces the
FTC Act (15 U.S.C. §§ 41-58) and the Clayton Act (15 U.S.C. §§ 12-27) which prohibit,
among other things, “unfair methods of competition,” “unfair or deceptive acts or practices,”
and mergers or acquisitions that may “substantially lessen competition or tend to create
a monopoly.”

In some instances the federal antitrust law’s definition of “person” or “parties”
embrace cities and municipalities, so that they will be subjecf to antitrust enforcement
actions. 17 McQuillin Municipal Corporations (3rd Ed. 1990) 534, citing Lafayette v.
Louisiana Power & Light Co., 431 U.S. 963, 98 S. Ct. 1123. Generally, whether actions
of a municipality violate the antitrust laws is a question of the extent to which the actions
taken are authorized or directed by the state pursuant to state policy. /d. Thus, the

Commission and the Courts may have jurisdiction over anti-competitive behavior affecting
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PSCs, depending upon the activities undertaken and the nature of the entity which is the
perpetrator of the anti-competitive behavior.
COMMENT
None.
4.3.2 In-State Reciprocity.

The Rules address in-state reciprocity between non-PSCs and PSCs for
purposes of competition. A.A.C. § 14-2-1611. Further, A.R.S. §§ 11-951 through 954
authorize the Commission and municipal subdivisions of this State to enter into
intergover‘nmental agreements (“IGAs”) to jointly exercise any powers common to the
contracting powers. A.R.S. § 11-952(A). Some interested parties maintain that such IGAs
could be used to facilitate competition between PSCs and non-PSCs by controlling some
of the practices of the non-PSCs through contractual rather than regulatory means.

Some participants maintain t_hat IGAs may not be used to limit the exercise
of an entity’'s regulatory power. Some participants believe that IGAs could permit
municipalities, or other “public agencies” as defined in A.R.S. § 11-951 to enter into
agreements with the Commission so that the separate governmental agencies would agree
to exercise their individuél powers in a parallel and consistent manner. However, none of
the participants addressed whether an Affected Utility, electric service provider, customer
or other person may enforce such an agreement. The proposed form of such an IGA was
not available for comment.

A.A.C. R14-2-1611(E) provides as follows:

If an electric utility making a filing under R14-2-1611(D) is an

Arizona political subdivision or municipal corporation, then the
existing service territory of such electric utility shall be deemed
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open to competition if the political subdivision or municipality has

entered into an intergovernmental agreement with the Commission

that establishes nondiscriminatory terms and conditions for

Distribution Services and other Unbundled Services, provides a

procedure for complaints arising therefrom, and provides for

reciprocity with Affected Utilities.

An IGA would generally address the respective operations of the
Commission and the political subdivision or municipality, so that their efforts to establish
competition in electric generation are coordinated. An IGA would be based on the general
authority of A.R.S. § 11-852, and deal with the joint exercise of the parties or their
respective authorities to regulate electric operations within their respective jurisdictions.
Specifically, A.R.S. § 11-852(A) provides:

If authorized by their legislative or other governing bodies, two or

more public agencies by direct contract or agreement may contract

for services or jointly exercise any powers common the contracting

parties and may enter into agreements with one another for joint or

cooperative action . . ..

Staff maintains that an IGA between two governmental entities to agree
to jointly exercise their respective authorities is authorized by A.R.S. §§ 11-951 through
11-954. An IGA will not be used to limit the exercise of an entity’s regulatory power in the
public interest. The IGA may “confirm that separate governmental entities will exercise
their powers in a parallel and consistent manner.” Some patrticipants cite, as an example,
the IGA entered into by the Commission with the Federal Power Commission that was
approved by the Arizona Supreme Court in Garvey v. Trew, 64 Ariz. 342, 170 P.2d 845
(1946).

Staff maintains that the general provisions of an IGA “will consist of the

powers of the respe;:tive state political subdivisions and will explain how the political
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subdivisions will coordinate the exercise of their respective political powers.” One party
agrees with the general scope of the agreement as described by the Commission. Another
believes that the IGA should address whether there is “equal protection of the law for PSCs
and non-PSCs.”

Another participant points out that an IGA will not create an independent
regulatory entity with jurisdiction to assure fair and equitable treatment of PSC's and
consumers’ purchases in municipal corporations’ territories.

Other participants maintain that the IGA statutes only permit public
agencies to exercise jointly held powers. Therefore, so the argument goes, the
Commission may only enter into IGAs with entities which have the same type of regulatory
powers as the Commission. This group of interested parties take the position that non-
PSCs do not have “joint power and authority” with the Commission; thus, no IGAs may be
entered into with such governmental non-PSCs. There appears to be no dispositive case
law in Arizona on the issue, although Garvey v. Trew, 64 Ariz. 342, 170 P.2d 845 (1946)
and Op. Atty. Gen 184-135 shed some limited light on both sides of the issue. These
participants also maintain that the IGA may not be used to give the Commission power
over municipal corporations since it is specifically denied such power under article XV,
section 2 of the Arizona Constitution.

Some participants claim that the Commission has used IGAs in the past
when it agreed with the public utility commissions on some Indian reservations that the
Commission should set the rates for telephone service on the reservation, even though the
utility commission on the reservation had power to do so. In short, as with many of the

issues facing the Commission, there is no bright-line answer to the issue of how to deal
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with the in-state reciprocity issues, but the IGAs may be a viable mechanism to facilitate
reciprocity, at least in part.
COMMENT
None.
4.4 Resource Planning Issues.

The Commission provides for resource planning and oversight. See A.C.C. R14-2-
701, et seq. The need for full, formal generation resource planning will likely decrease
once competition is implemented and fully underway. As with any competitive market,
supply and qemand factors may provide optimum market efﬁciéncy, and an equilibrium will
be reached at some point in the future.

Resource planning ensures that the public is not left without adequate supply, even
for a short period of time. Historically, construction of generation and distribution facilities
rquired ’far-reaching resource planning. Advances in technology has progressively
reduced lead-time, thereby permitting quicker response to changes or shifts in demand.
Competitors want an adequate supply, as well as facilities, to meet the anticipated
demand. Competitors want their resource planning information to be confidential.

Resource planning is monitored by federalb(suCh as FERC) and state (such as the
Commission) authorities. As competition commences, the Commission may consider
additional rulemaking to deal with confidentiality concerns or to protect Arizona’s public
from periodic shortages. Oversight may be provided by an independent system operator
as well as consumer organizations.

COMMENT

None.
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PART 5
NON-PSC’S

51 Municipal Corporations, Non-PSCs with Federal Interests.

ANALYSIS

Within Arizona, many different kinds of “ncn-PSCs” cgerate as slectric utiiities.
These include municipal utilities (owned/operated by a city or icwn), electrical districts,
irrigation districts, agricuitural improvement districis and power districts. General gcverning
authority for the municipalities and the districts is found in Articie 13 of the Arizona
Constituticn, A.R.S. Title 48 (districts) and A.R.S. Title 9 (municipalities). Tribal utilities are
non-PSCs that are not generally regarded as municipal corporaticns. Some non-PSCs
provide electric service within a defined and exclusive service territory; others provide
electric service within the service territories of existing PSCs and cther non-PSCs.

A variety of federal interests affect PSCs and non-PSCs. For example, cooperatives’
(PSCs) and municipal corporations’ (non-PSCs) contract for federal preference power; the
federal government has a considerable interest in Tribal activities; federal proprietary
interests exist for facilities used by certain districts under federal reclamation law; and the
federal government guarantees, funds or otherwise authorizes financing obligations of
certain PSCs, cooperatives and municipal corporations.

Two parties commented that federal interests might complicate Commission
jurisdictional issues and should be researched. The ACC Staff believes a federal interest

in a non-PSC does not preclude the non-PSC’s ability to offer a competitive generation

supply.
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COMMENT

NCne.

5.2 Relations Between Non-PSC’s and PSC’s.
ANALYSIS

Scme participants maintain that the new Rules allow beoth non-PSCs and FSCs to
provide competitive generation (but not distribution) service to customers within each
other's service lemitories, subject (o cartain conditions. One commenter believes the Rules
do not ailow such competition. In the context of non-PSC, certain statutes were identified
by parties as potentially restricting the autherity of PSCs and non-PSCs to compete with
gach other. No participant identified any Arizona law that weould preclude non-PSCs from
providing access to their distribution systems and service area customers. (One
commenter cited A.R.S. § 9-516 as preventing the Commission from granting CC&Ns over
a municipality’s service area under certain circumstances.) Anocther participant maintained
that the Commission can authorize PSCs to provide competitive generation to customers
in non-PSC territories. Four parties pointed out that Arizona law does not require non-
PSCs to provide access to their distribution facilities.

Three parties raised issues relating to the impact of Title 8 on the ability of the
Commission to authorize competition among PSCs and non-PSCs. One of these parties
asserts that A.R.S. § 9-516 prohibits the Commission from autherizing a PSC to compete
with “municipal corporations.” However, by its express terms, A.R.S. § 9-516 is applicable
only to cities and towns, not}the full panoply of municipal corporations or other non-PSCs.
A second commenter believes Title 9 gives cities and towns the exclusive right to provide

electricity within their boundaries. Several commenting parties believe A.R.S. § 8-516
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‘mCoses 2 ITnaemnaton reguirement on cities 2nd owns in crcer for them © compete
with PSCs. Commission Staff celieves this statute does not regquire such candemnation o
offer “‘ccmcettive generaticn supply.”

Cre carty icdentifled A.R.S. § 48-1815 and “similar stgtutes’ as peossitly having an
anti-comgetiiive effect on cartain special taxing districts (non-PSCs) if improperty canstrued
as restricing expansicn of an existing district, rather than limiting creation of new districis.
A.R.S. § 43-1751 also may limit an electric district to selling onily surplus energy outside
its servics zrea.

Title 40 (relating to PSCs generally), Title 10 (relating to PSC cooperatives) and
franchising statutes were raised by various parties as limitations on the general ability of
PSCs to compete with each other, as well as with non-PSCs. The impact of these statutes
is more fuily addressed in Section 12 of this report.

COMMENT

None

PART 6

FERC ISSUES

6.1 ACC’s Exclusive Jurisdiction.

6.1.1 In view of FERC Orders 888, 888-A, 889, 883-A, FERC decisions, case
law, the U.S. Constitution and the various Federal acts, what
exclusive (or concurrent) jurisdiction may the ACC exercise in the
context of competitive electric energy services, whether in wholesale

and/or retail transactions considering the interstate nature of the
transmission lines?
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ANALYSIS

F=RC's junsciction is limited by its enacling iaw anc cnily inciudes putlic utiities.
It has indirect jurisdiction over transmitting utiiities thrcugh compiaints wnich may te
orecught sursuant to §211 of the Federal Power Act It has no jurisdiction over municipals.
PMA's or RUS bermowers who were brought into ocen access only through reciorocity

concepts.

Tne Energy Policy Act of 1892 forbids FERC from ordering “retail wheeling” or direct
access to power supply by retail customers, leaving such orders te the states’ discretion.
See 16 U.S.C. § 824k(h). FERC has affirmed that it is a state decision to permit or require
retail wheeling and has left it to state regulatory authorities to deal with any stranded costs
or stranded benefits occasioned by retail wheeling on faciiities or sarvices used in local
distribution. (62 FR 12274, 12409). Further, in 888-A FERC clarified that “states have the
authority to determine the retail marketing areas of the electric utilities within their
respective jurisdictions” alang with the authority to determine the end user services those
utilities provide. (62 FR 12274, 12279).

Additionally, exclusive jurisdiction hgs been reserved to the states (and therefore
the ACC) over the following matters: the provision and pricing of retail sales of electric
energy (as opposed to unbundled transmission) and the siting of transmission and
distribution lines. While states retain jurisdiction over local distribution lines, FERC claims
to be the final arbiter of their definition (see discussion in §8.4 below).

FERC and state commissions each have jurisdiction over separate aspects of a
retail wheeling transaction: FERC has jurisdiction over ratss, terms and conditicns of

unbundled retail transmission in interstate commerce by public utilities while state
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Neveriheless, FERC has further indicated in 888-A (and the Federzl Power Act
supports such interpretation) that FERC and a siate have concurrent jurisdiction to order
stranded cost recovery when retail customers obtzain retail wheeling in interstate commerce
from public utilities in order to reach a different generation supplier.

If the state regulatery authority is not autherized to order stranded cost recovery for
direct retail access, FERC may permit a utility to sesk a customer-specific surcharge to be
added to an unbundled transmission rate. (Order 888, FERC Stats. & Regs. at 31,824-26;
and 18 C.F.R. 35.26). FERC wiil nct interfere if the state agency has such authority and
has, in fact, addressed such costs, regardless of whether it has allowed full, partial or no
recovery.

FERC will be the primary forum for recovery of stranded costs caused by “retail-
turned-wholesale” customers, such as the creation ¢f a municipal utility system to purchase
wholesale power cn behalf of retail customers who were formerty bundled customers of the
historical utility power supplier (e.g., by annexing retail customers of another service
territory). 18 C.F.R. 35.26. FERC will not intercede in every instance of municipalization,
but only in cases where the new wholesale entity uses FERC-mandated transmission

access to obtain a new power supply on behalf of retail customers that were formerly

supplied power by the utility.
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will nct encroach on the following areas: state authority over local service issues inciuding
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cal service; administration of integrated-resourcs clanning and utility buy-sice

and demand-sice decisions, including DSM; authcnty over utlity generztion and rescur

m

c
pcriclics: generation siting; and autherity to impose non-by passatie distribution or ratail

stranded cost charges along with charges for social or environmenial oregrams. (Order 888

and 18 C.F.R. 35.27)
COMMENT
Nacne.

8.2 FERC's Exclusive Jurisdiction.

8.2.1 In view of Rules 888, 888-A, 889, 889-A FERC decisions, case law, the
U.S. Constitution and the various Federal acts, what exclusive (or
concurrent) jurisdiction may FERC exercise in the context of
competitive electric energy services, whether in wholesale and/or

retail transactions within Arizona considering the interstate nature of
the transmission lines?

ANALYSIS

FERC appears to have staked out exclusive jurisdiction in unbundled state retail
transactions and requires utilities to implement any state retail access experiments under
the Order 888 pro forma wholesale tariffs. Where specific provisions are inapplicable for
service to unbundled retail customers, e.g, filing of individual service agreements and
requirements for customer deposits, public utiliies must seek a waiver of those tariff

provisions. (New England Power Company, et al., 75 F.E.R.C. PS§1,008 (13S6).
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===C rejected retail ransmission tarifis fied oy Forianc Seneral Slectric (PGEN
znd ‘Wasningon Water Power ("WPP") to imciement retzil comeetition experiments in
Washingien. [daho and Qregon. WPP's tariffs nad been accreved by the Washington and
ldahao state regulatary commissions and PGE's were sutmitiad to Oregon's. However,
FERC noted that no state autharity had requested FERC zccroval of any of the separate
retail tarifis or variations from the 888 pro forma tarniff (to accemmedate any special needs
of a state retall access program) and so rejecied the tarifis without prejudice. FERC left
the docr open to the state commissions for such requests, instructing that the separate
retail tarifi or variations from the pro forma tariff sought should still be consistent with
FERC'’s open access and comparability principles.

WEFP argued that the retail experiments did not constitute unbundling within the
meaning of Order 888, because WPP had simply removed the energy camponent from its
current bundled retail tariff and included non. preduction cests for transmission, distribution
and general expenses. FERC disagreed and found instead that the tariff included the
“separation of products that we have determined creates unbundled retail transmission of
power that is within our exclusive jurisdiction.” Citing Order 888, FERC noted. “When a
retail transaction is broken into two preducts that are sold separately,...we believe the
jurisdictional lines change....WWhen a bundled retail szle is unbundled and becomes
separate transmission and power sales transacticns, the resulting transmission transaction
falls within the Federal sphere of influence.” The Washington Water Power Company,

Docket No. ERS7-860-000 (Issued Feb. 25, 18387); 78 F.E.R.C. P61,178; 1997 FERC

LEXIS 306.
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it was reiecied since the Oregen Commission had not made 2 sgecific reguest that PGE
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ne ailcwed such variance from the open access campliancs ignf.
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=RC uses PGt to explain that acsent FERC apcroval of 2 sgecific siate

commissicn reguest, the cpen access tarifi must be used for all uncundled retaii
transmissicn, inciuding pilot or experimental programs. In such programs, state
commissicons may “determine the rates jurisdictional to them by establishing 2 bundled
delivery price (including stranded costs) and then subtracting the utility’'s open access tariff

rates for transmission and ancillary services.” Fortfand General Zlectric Compzany, Docket

No. ERS7-1112-000 (Issued March 3, 1887); 78 F.E.R.C. P§1,219; 1987 FERC LEXIS

[

579.

FERC casts “buy-sell” transactions in a similar jurisdicticnal model. Wheres “an end
user arranges for the purchase of generation from a third party supplier and a public utility
transmits that energy in interstate commerce and resells it as part of a ‘nominal’ bundled
retail sale to the end user,” FERC says the retail sale is actually the functional equivalent
of two unbundled sales (one transmission, and the cother the sale of power) and that FERC
has exclusive jurisdiction over the transmission component. FERC has acknowledged that
in such a transaction there would also be an element of local distribution which would be
subject to local jurisdicticn. (Fed. Reg. Vel. 61, No. 92, p. 21,620).

FERC will also assert exclusive jurisdiction in a holding company or other multi-state

situaticn where a state regulatory agency decision, e.g. on stranded cost recovery, could
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result in 2n inappropnate shift of disallowed casis o afiliated ccerating ccmeanies n cther

‘O

states. (82 FR 12,274, P12.409)

In shert, FERC claims that “matiers of interstate ccmmerce, inclucing :he vast
integrate< eleciric system that supply the naticn’s indusiriai. commercial anc residential
cusiomers zare the responsibility of the Federal government.” (Statement by Zlizzoeth A,
Mealer, Chair. FERC, tefore the Energy and Naturzl Resources Commities, United States
Senate, March 3Q, 1897.) As made clear by FERC Orders 888 and 888-A, 888 arc 888-A,

this inciudes all transmission transactions, cocrdination services and agresments,

independent system aperaters, regional power poals, and power exchanges.

COMMENT
None.

6.3 FERC Approvals.

6.3.1 What actions taken in Arizona or involving Arizona public utilities to
move to retail competition in the electric industry (including any

formation of an ISO) will require FERC approvals and what criteria
will FERC apply?

ANALYSIS

The majority of the current rules will not require FERC approval. A commenter
indicated that FERC cooperation would only be needed in delineation of transmission and
distribution lines and perhaps for stranded costs impaosition. However, FERC's very recent
decisions in PGE and WPP, as discussed in §8.2.1 above, provide that the ACC and public
utilities must, in conformance with those decisions, detail and seek FERC pre-zpproval of

all unbundled retail tariffs that deviate in any way from the Order 888 open access

compliance tariffs filed, including those which add stranded cost recovery charges,
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cisicution cnarges, service agreements. sic. —urther. the ACC zrc zupiic uulities must

cropose and seek approval of the delineaticn of ransmission anc Zistributicn lines as

discussed below.

Additicnally, any propasal for ISO creaticn (whether state or regicnal), reievant 1ISO

iransmissicn pricing, access fees, tariffs, expansicn. or enforcament wiil also require FERC
pre-approval. Pacific Gas and Eleciric Company, et al., Docket Nos. EC86-18-000 and

ERS6-1663-000 (Issued November 26, 1996).

In Orders 888 and 888-A, FERC has issued specific guidance for formation of an

ISO which apply only if the ISQO is also a control area operator. These FERC principles

include:

1. The ISO’s govemnance should be structured in a fair and non-discriminatory
manner.

2. An 1SO and its employees should have no financial interest in the ecanomic

performance of any power market participant. An ISQ should adopt and
enforce strict conflict of interest standards.

3. An ISO should provide open access to the transmission system and all
services under its control at non-pancaked rates pursuant to a single,

unbundled, grid-wide tariff that applies to all eligible users in a non-
discriminatory manner.

4, An [SO should have the primary responsibility in ensuring short-term
reliability of grid operations. lts role in this responsibiiity should be well-

defined and comply with applicable standards set by NERC and the regional
reliability council.

5. An 1SO should have control over the operation of interconnected
transmission facilities within its region.

6. An ISO should identify constraints on the system and be able to take
operational actions to relieve those constraints within the trading rules
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The ISO should have appropriate incentives for efficient management and
zcminisiration and should procure that services nesded for such
management and administraticn in an open comeetitive market.

8. An ISO's transmissicn and anciilary services pricing colicies sheuld promote
the efficient use of and investiment in generation, transmission, and
ccnsumption. An 1SO or an RTG of which the 1SO is a membper should
conduct such studies as may be necessary to identfy operaticnal problems
or appropriate expansions.

€8]

An I1SO should meake transmission system information publicly avaiiable on
a timely basis via an electronic information network consistent with the
Ccmmission's requirements.

10.  An [SO should develop mechanisms o coordinate with neighbaring control
areas.

11.  An ISO should establish an ADR process to resolve disputes in the first
instance.

FERC has not issued specific guidance for non-control area operator ISO’s.
Presumably, their hallmark would be independence with respect to govemance and
financial interests to ensure that the ISO is independent and would not faver any class of
transmission users.®

FERC dces not require ISO’s. In Rule 888-A, FERC szid it does not believe it
“appropriate to require public utilities or power pool to establish ISO’s, preferring instead

to allow time for functicnal unbundling to remedy undue discrimination.”

9

In an aorder on the proposed PJM ISO FERC stated: “The principle of
independence is the bedrock upon which the ISO must be built if stakeholders are to
have confidence that it will function in a manner consistent with this Commission’s pro-
competitive gozals.” Order 888-A, FN218, citing Atlantic City Electric Company, et al.,
77 F.E.R.C. P61,148 (19396).
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COMMENT

Ncre.

8.4  Jurisdictional Separation of Distributicn-Transmission Lines.

8.4.1 The FERC has issued criteria and decisions to assist in determining
what is a distribution line and what is a transmission line so as to
assert appropriate FERC jurisdiction over transmission lines. What
are the criteria, how should they be applied, and what FERC actions
are required to confirm that determination?

The answer is unclear. FERC reccgnized in Order No. 888 that once retaii
service was unbundled, there would be a need (o draw a distinclion tetween facilities used
for transmission and thase used for local distributicn™ so as to leave states with authority
over the service of delivering electric energy tc end users. Toward that end, FERC has
adopted a case-by-case methodology in delineating between *transmission” and
“distribution” facilities regulated by FERC and those left to the States. FERC has not
established a *bright line” test. Guidance will develop as FERC issues decisions.

Order 888 requires public utilities to consult with state regulatory agencies
before filing any transmission distribution classifications and/or cost allocations (for such
facilities to be included in rates) with FERC. If those classifications and/or cost allocations
have state regulatory support, if the state reguiators have specifically evaluated the seven
indicators and any other relevant facts, and if the state’s recommendatioﬁs are consistent
with the principles of Order 888, the Commission will defer to them. FERC has said it
hopes to use this mechanism to take advantage of state reguiatory authorities’ knowledge
and expertise concemning the faciliies of the utilities they regulate. (Order 888

Introducticn/Summary, Fed. Reg. Vol. 61, Na. 92, P21541).

10

Washington Water Power Company, FN8.
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in Order 288, F=RC provided seven lccal distributicn indicaters icr siat

10 use in the svaluation process:

—

Lacal distribution faciiities are nomally in cicse proximity (o retail
customers.

2. Local distribution facilities are orimarily radial in character.

(O8]

Power flows into local distnicution systems; it rarely, if sver, flows out.

4. When power enters a local distribution system, it is not recconsigned
or transported on to some other market.
5. Power entering a lccal distribution system is consumed in a

comparatively restricted gecgraphical area.

8. Meters are based at the transmission/local distribution interface to
measure flows into the local distribution system.

7. Local distribution systems will be reduced voltage.

FERC added that it would consider jurisdictional recommendations by
states that take into account other technical factors that the state believes are appropriate
in light of historical uses of particular facilities. Order 888-A reaffirmed that approach and
the tests to distinguish between staté and Federal jurisdiction (Fed. Reg. Vol. 62, No. 50,
P12,372). The order also recognized that the test does not resolve all possible issues, but
is designed for flexibility to include unique local characteristics and usage. (Rule 888-A, 62
Fed. Reg. 12,274, P12279).

FERC approved such a specific state recommendation in Paciic Gas and
Electric Co., et al, Docket No. ELS6-48-000 (Issued October 30, 1986); 77 F.E.R.C.
P61,077; 1996 FERC LEXIS 1975. Pacific Gas accepted a delineation of certain lines of

three major California utilities as part of that state’s electric industry restructuring. The
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utility’s integrated transmission system. Conseguently. differsnt res:
gach utility’'s system.

The delineation between transmission and districution is imperiant, not just
for determining state or Federal jurisdiction, but also, to snsure each company's
appropriate recavery of stranded costs from retail cusicmers, for allocation of
administrative and general and operation and maintenance expenses, as well as for
development of any access charges (and associated cost supper) for use of a utility’s 1ISO
grid facilities.

COMMENT

None.
PART 7

FEDERAL ISSUES

7.1 Two-County Rule.

741 What is it, how does it affect a utility in a competitive environment,
and what resolution is possible?

ANALYSIS
While one commenter noted “there is no reason to segregate this particular element

for separate consideration and treatment,” others who have raised it believe it important

to discuss because it may, like other Federal issues presented herein, be an impediment
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:c 2 uuiity s carticipation In the competilive 2nvironment contempiaed v the Rules.

Cerainly. 7=RC, in Ruie 888 reccgnized the threat of cpen accsss reguirements io

O

ontinued use of two-county financing and grovided some sclutions.

Twe-CZounty financing or “local furnishing” bonds provide financing in the form of 1ax-
exemct Zzends for “faciiities for the local furnishing of electric energy or gas” if such facilities
are part of 2 system “providing service to the general populcus not exceeding the larger
of two contigucus counties or one city and a contiguous county.” Intermnal Revenue Code
§142(a)(8). Tnhe Internal Revenue Service has added two additional canditions for such
tax exempt bend status: (1) generally, the total amount of electricity generated by facilities
connected directly to the local grid together with the amount generated by that utility's
remote generating faclilities, cannot exceed in any year the tctal amount of electricity
consumed in the local service area; or (i) actual metered flows of electricity at each
interconnection peint are at all times inbound to the local system. A utility with such
financing that ceases to meet these conditions loses the favaorable interest rate on such
financing. The utility’s bondholders lose the tax-exempt status of the bonds which have
been sold to them and must be made whale by the utility according to the terms of the
bonds.

Competitive generation may impact this financing. FERC's soipﬁon in Order 888 was
to exempt a utility from reciprocal service if providing such service would jeopardize the
tax-exempt status of the bonds. Order 8388, mimeo at 376-377. The IRS also amended
its rules to accommoadate a mandatory FERC wheeling order issued under §211 of the

Federal Power Act and retain the tax exempt status. LR.C. §142(f)(2).
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The ACC ruies do notdisturb two county INancing s iong as no changes are made
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which sgecify an obligation for such a financed ntity to serve cuisice of the we-county
area. Parties have argued earlier in this Docket that this could happen if the utility became
cbligated to serve a custemer cutside of its existing two-county service territery under the
proposed retail wheeling provisions. Tne soluticn is for the rules to clezarly limit the
obligation to serve outside of a local furnishing utility’s sxisting service arzsz. Another
solution is for the Cemmission to include in its definiticn of recoverable stranded costs, any
increase in financing costs or the stranded cost of any assets because of lccal furnishing
requirements.

In 8838 A, FERC clarified that all costs associated with a loss of tax-exempt status,
including the costs of defeasing, redeeming and refinancing tax-exempt bonds are properly
considered costs of providing transmission services. FERC explained that “a customer that
takes service, understanding that such service will result in the loss of tax-exempt status,
shall be responsible for such casts to the extent consistent with Commission policy and a
transmission provider may include in its tariff a provision permitting it to seek recovery of
such costs...If the transmission customer is not willing to pay the costs associated with the
transmission provider's loss of tax-exempt status, the transmission provider will not be
required to provide the requested service.” (Order 888-A; 78 F.E.R.C. P61,220; 18%87
FERC LEXIS 483).

An alternative solution is to provide local furnishing utilities with a mechanism to
modify the schedules described in A.A.C. R14-2-1604(A-D) until such time as a Federal

solution can be found. FERC has told Congress it needs to find a salution. (Statement by
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Ziizzbeth A. Moier, Chair. F==C. befere the Zrergy 2nd Natural Resources Committ
United States Senate, March 30. 1897)

Scme commenters state that the Rules sinculd not be amended to encourage use
ot twe-county financing for the benefit of some. but not ail, utilities. These pariicipants
suggest that consumers should not pay costs of financing that have been increased dus
to a ccrporation’s decisicn to extend its service ierritery.

COMMENT

None. See the above discussion.

7.2  Federal Rural Electrification Act (and resulting mortgages, interiocking all-
requirements contracts, and related issues).

7.2.4 What is it, how does it affect a cooperative in a competitive
environment, and what resclution is possible?

The U.S. Congress in 1936 through the Rural Electrification Act (RE Act),
7 U.S.C. 901 et seq., and again in 1893, through the Rural Electrification Loan
Restructuring Act, determined that the national interest would be served by support of rural
electric service through low cost loans to rural electric cooperatives to enable them to
provide affordable and dependable electric service in sparsely populated areas with loads,
which although vital to a rural economy, cost more to serve. Delivering energy costs more
in rural areas and the capital investment on a per customer basis is substantially higher.
Including aresas with more dense population (the small towns) in such systems helps {o
spread those casts and keeps rates lower.

The Rural Utilities Service (RUS), an agency of the U.S. Department of
Agriculture, makes or guarantess and administers RE Act loans and regulates certain

cocperative activities. Further, most cooperatives are member cwned non-profit entities
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whicn Zse 2 ax exemotion. embodied in §207(Ci(1Z) of the internal Revenue Code (25
U.S.C. 32C1(c;(12)) o further reducs the nigner than normal rural costs

RUS requires as a conditicn 10 making or guarantesing any lcans ic power
supely ocrrowers (G&T cocperatives), that the serrower enter into RUS zil-regquirsments
wholesale power contracts with its distriouticn memeers and assign and gledge such
contracss as securty for the repayment of these Icans or any other loans which RUS has
permitied to be secured pursuant to the RUS morigage. The RUS wholeszale power
coniract requires that the rates charged for pewer and energy prcduce sufficient revenues
to enable the power supply borrower (the G&T) to timely pay the principal and interest on
all its debt. RUS relies on the wholesale power contracts and its oversight of ccoperatives
to certify to the Federal government that “the secunty for the loan is reasonably adequate
and the loan will be repaid within the time agreed.” 7 C.F.R. §1717.301.

Most of these loans are amortized over a 35 year period (currently a period
that extends about 20 years beyond the target date for full retail choice) and most RUS
financed systems obtain a new loan or loan guarantee every three or four years in order
to maintzain and improve service quality and religbility. In Arizona, five of the affected utility
distribution cooperatives and AEPCO are bound together by an all-requirements wholesale
power contract that does not expire until December 31, 2020. A sixth affected utility,
Navopache Electric Cooperative, is bound until December 31, 2025 by a similar contract
to a New Mexica G&T.

RUS finances, at least in part, eight electric systems in Arizona; six are
affected utilities and two are tribal utility authoriies. RUS financed systems make sales to

about 8.6 percent of all electric consumers in Arizona. Federal taxpayers through RUS
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ncld mcre than 3282 miilicn in outstanding dect ¢ slecic utiites in Arizcna. Tne Federal
agency nas said hat a sudden loss of load frcm these Arizcna systems weuld net oniy
have disasirous effecis an the ability of the cccperatives ic serve residential consumers
in sparsely populated or less profitable areas, it wouid zaisc ccmpromise RUS =fforts to
improve the guglity of life in rural Arizona. Lstier by Blaine O. Stockicn. Jr., Assistant
Administrater, RUS, September 12, 1996 tc the ACC.

The competifive generaticn supply and resulting termination of exciusive
Certificates of Convenience and Necessity inherent to the ACC rules creates a tension with
the federal regulatory scheme outlined above and intruces on the all-requirements
contract, the security for the Federal debt, and the morigages held on that debt. The
mandated use of RUS financed delivery facilities by non-RE Act beneficiaries is also
problematic. Such use may cause the cooperatives: (1) to lose their tax-exempt status
since revenues flowing to the cooperatives from non-members may well exceed 15 percent
of a cocperative's total revenues; (i) to have proélems with either current or future
financing under the RE Act; and (iii) due to the retail rate cap under the Order, create
tension between the distribution cooperative and its G&T, which is obligated to increase
rates to the distribution cocperative as load is lost to competition.

RUS has recommended establishment of a customer specific pricing
mechanism: (1) that considers the distribution-G&T structure cf nen-profits; (i) that imputes

a rate of return on rate base for sales to nonmembers; (iii) that includes in rates charged

to non-members any tax liability impesed by ACC ordered retail choice'’; and, (iv) that

” This pricing mechanism was specifically adopted oy FERC in Order 888

for non-jurisdictional transmitting utilities providing open access pursuant to reciprocity
or §211 requests. As well, FERC exempted such utilities frcm the reciprecity
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zces nct Zivert the RUS sutsidy away Tom its intenced beneficiaries in ~nizcna. Stockicn
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RUS aiso asks the Commission tc consider thrcugh the grecess the impact
2T parial stranded cost recovery on the abiiity ¢f the utility t¢ repay RUS lozn and the
results of that on RUS zoiiity {o centinue fow cost financing in Arizcnza in the future.
Stockten Letter, p.10.

No soluticn is yet apparent ¢ the Rule's conflict with the RUS system of
interiocking all-requirements whaolesale power contracts/morigage security other than the
schedule modification offered by the Rules themselves or a total exemption from the Ruies.

One commenter raised these issues and noted that while the G&T could
probably sell and has sold excess power (at wholesale) to other entities, the “anti-
competitive feature is at the distribution level” because of the all-requirements contracts.
The commenter adds that G&T financing has been based on those contracts. Another
comment noted only that these are “level playing field issues related to competition amaong
PSC’s and non-PSC's”. The cooperatives, however, are subject to ACC jurisdiction even
though they are not investor owned utilities.

Some participants maintain that solutions o the cooperatives’ problems
include (1) not selling power to non-members or (2) making membership in the cooperative
a condition of service; or (3) match the FERC mechanism that is used to handle this

financing tool. These participants are concemed that REA financing does not benefit

requirement if it would threaten their tax exempt status. Order 888, FN4383. RUS has
proposed the ather pricing mechanisms to FERC; no Orders or decisions have yet been
made by FERC as to that preposal. Some cooperatives have open access tariffs which
incorporate these pricing principles, but they have not been tested at FERC.
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on an egqual basis. They maintain hat he Ruies should not encourage this
tyce of 7inancing o the detriment of other comeetiiors.
CCMMENT

Ncne. See the above discussicn.

7.3 Western Area Power Administration.

7.3.1 What affect will its presence, system, contracts, policies and Federai
constraints have on the adoption of retail competition in electric
supply?

ANALYSIS

Western Area Power Administration (Western), a Federal agency and transmission
provicer, is @ member of the Southwest Regicnal Transmission Association, a FERC
approved Regional Transmission Group. Additionally, it is voluntarily complying with
FERC's cpen access concepts through a modified open access tariff. Conseguently, its
presence should nct impede implementation of ccmpetition in Arizona.
COMMENT

None.

7.4 Interstate Reciprocity.

7.4.1 In view of the Commerce Clause of the U.S. Constitution, what can
Arizona require of out-of-state entities to compete in Arizona
markets?

ANALYSIS

The sale and delivery of electricity affects interstate commerce. However,
histerically, it has been subject to local reguiation, in large part due to the necessity of such
regulation to protect the public health and safety of local citizens and the administrative

burden of economic regulation of largely in-state monopalies. As well, this local character
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e Crder 888 and the Federal Power Act.

State regulation of interstate commercs is subject to canain limitaucns: (1) it may
not discriminate against interstate commercs; (i) it may not reguiate subject matter which
inherently requires uniform national regulation; and, (iii) the siate intent underlying the
regulaticn may te of mere importance than is the burden on intersiate commercs, i.e, the
balance of interests must favor state as opposed 10 national interesis. Southemn Pacific
Co, v. Arizona, 325 U.S. 761 (1845).

Concerns have been raised in this docket that an early mandate of competitive
generaticn supply, before other states have acted, will unnecessarily subject Arizona’s
utilities to cutthroat competition from market entrants located nationwide who would not
have entered the Arizona market if other markets were available. Sensing a threat to
Arizona’s economic and tax base, certain participants asked whether Arizona could limit
participation here to foreign entities from states which also have retail competition — a true
recipracity requirement. That may be unlikely, given the three-prong test of Southem
Pacific, but the Warking Group has not achieved a consensus on this paint.

A state may not create economic barmers to out of state products in order to protect
local interests. Dean Milk Co. V. City of Madison, 340 U.S. 3489 (1951). Instead, the
purpose or benefits of the law, e.qg., public health or welfare must outweigh the burdens on
interstate commerce. Reciprocity agreements between states for the sale of products are
not per se a viclation of the Commerce Clause of the U.S. Constitution. However,

mandatory reciprocity requirements prohibiting the sale of prcducts from another state

unless that state reciprocates is such a viclation unless there is a substantial state interest
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which can nct be achieved by other means. Crzat Aifantic & ~zcific Tez Co. /. Cottrell.
424 |J S, CE3 (1876).

Arizcna may exert reqgulatory jurisdiction cver antities that: (1) meest the definition
of jurisdicticnal entities in the Arizona Constituticn. Arizona statutes and the rules; (i) are
doing business within the State of Arizona; and. (iii) have sufficient minimum contacts
within the state to support the exercise ot jurisdiciicn. Such entities may also be amenabie
to jurisdiction by Arizona courts.

In General Motors Corporation v. Tracy, 167 U.S. Lexis 832; 65 USLA 4063 (Feb.
18, 1997), the U.S. Supreme Court left in place an Ohic two-tiered tax system, saying Ohio
may tax interstate sellers of natural gas at a different and higher rate than it taxes local
distribution companies. The Court did not arrive at this result as a legal proposition.
Instead, court employed a balancing test to determine the economic harm that the system
posed for interstate commerce. After descdbing the developing natural gas industry and
making a distinction between bundled and unbundled service, the Court found that it was
unsuited to gathering facts upon which economic decisions could be made. “The most we
can say is that madification of Ohio’s tax scheme could subject LDC’s to economic
pressure that in tumn could threaten the preservation of an adequate customer base to

support continued provision of unbundled services to the captive market.” 197 U.S. Lexis

at

General Mators notwithstanding, the Commerce Clause generally prohibits state
policies that amount to economic protectionism for in-state utilities. Nevertheless, the
Commission can and should avoid policies and rules which put in-state jurisdictional

utilities at a competitive disadvantage to electric service providers located out-of-state or
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ocut of ACC’s lunisdiciion. =xampies inciuce grafing an additicnal renewacies manc
from pravicus integrated resource pianning craers onto the sclar cortfclic for affieciad
utilities anc continuing an Affected Utility’s cbligation o serve into the ccmpetitive chase-in
and beyona.

COMMENT

None.

PART 8

ANTI-TRUST ISSUES
8.1 State Action Immunity Doctrine.

Some participants were concemed about the State-Action Immunity Doctrine (“State
Action”). State Action, generally provides an exemption from antitrust laws providing that
actions that are taken: |[) pursuant to a clearly articulated state policy to displace
competition in faveor or regulation; and i) actively supervised by the state, do not viclate
that antitrust statutes. The Anzona legisiature as codified this principle in A.R.S. § 40-286

which provides:

The provisions of title 44, chapter 10, article 1, shall not apply
to any conduct or activity of a public service corporation
holding a certificate of public convenience and necessity
granted pursuant to this article, which conduct or activity is
approved by a statute or this state or of the United States or by
the corperation commission or an administrative agency of this

state or of the United States having jurisdiction of the subject
matter.

Affected Utilities will not have a State Action exemption to the extent they are

engaging in competitive, as opposed to monopaly, services.
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COMMENT

See discussion abaeve.
8.2  Application of Traditional Antitrust Principles.
COMMENT

The working group reviewed antifrust issues and decicec that the ACC dees not
nave jurisdiction to enforce viciations of the antitrust laws. Antitrust princicies may need
to be considered to the extent the Commission is concerned zbcut market pcwer and
monopolistic pricing.

PART 9

SUGGESTED CODE CHANGES

9.1 Federal Statutes.

Work Group participants generally agreed that federal siatutes may nesd to be
changed, among other things, to harmonize FERC and ACC jurisdiction, address potential
antitrust issues and recognize generally the increasingly interstate nature of electricity
sales and deliveries. Certain of these issues have been addressad in other portions of this
report. No specific federal statutory changes were recommended in relation to this section
of the report.

Work Group participants disagreed whether changes to federal statutes are
necessary to implement the Rules. Some participants maintained that no amendments
were required to implement the Rules. These participants also maintain that amendments

should not be undertaken, if at all, until the impact of competition has been reviewed and

assessed.
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things, harmonize FERC znd ACC jurisdicien. zadress potential antitrust issues and
recognize generally the increasingly interstate nature of slectricity sales and deliveries.
Certain ot these issues have been addressed in cther portions of this repcrt. No specific
federal statutory changes were recommended n relation to this section of the report.
9.2  The Arizona Constitution.

8.2.1 Whether Constitutional amendments are required either to allow or

facilitate competition in generation supply and other electric
services.

ANALYSIS

The Working Group did not achieve a consensus whether constitutional
amendments are required {o implement competiticn. The Working Group debated three
principal issues on this subject:

(1 the ACC's authority to requir;— municipal utilities to open their temitories to
competition and regulate their sales to others and their implementation of retail access

(Ariz. Const. art. 15, § 2);

(2) the ACC's power to exercise varying degrees of control over non-PSCs given

the provisions of art. 15, § 2; and

(3)  the ACC's power to determine just and reasonable rates in the competitive

market rather than through traditional rate-of-return, fair value rate cases. See art.15, §§

3 and 14).

THE ACC'S POWER OVER MUNICIPAL UTILITIES
Affected Utilities maintain that if municipal utilities are to be permitted to serve in the

service areas of Alfected utilities, the ACC must have constitutional authority tc compel
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municicalities 10 open their cwn servics ermitcries 1 comeetticn 2nd (¢ regulate the terms
and ccncitions for opening those temitones. 1ne Afiecied Utiiities maintain that even if the
ACC znd a municipal utility have autherity tc ccen the municipality’s servics territory
pursuant to an [CA, the ACC will not have the power o regulate the municipality’'s cenduct.
The Affected Utilities maintain that the ACC wiil ce cowerless o snforce the IGA, respond
to consumer complaints or enforce complaints by competitive providers regarding
unbundled rates ar ather terms and conditicns of service that may be unfair or not
cost-justified. The Affected Utiiities argue that the governing body of the municipal utiity
will be the final arbiter of such complaints (subject {0 an uncertain standard of judicial
review), not an independent regulator.

Other participants maintain that municipalities are “regulated” via the ballct box. The
municipalities are govemned by elected representatives who are responsive to voters.
Municipaiities do not have an incentive to increase investor returns at the expense of
ratepayers. The lack of a profit motive is a disincentive for predatery or anti-competitive”
practices.

Aiffected Utilities maintain that the ACC may not enforce its rate setting powers or
rules upon municipaliies’ sales of electricity in other utilities’ service territories. Accarding
to the Affected Utilities, these differences in regulatory supervision will create significant
variations in costs and flexibility for regulated and non-regulated market participants.
Some Work Group participants raised seaveral alleged advantages which municipal utilities

enjoy over investor-owned PSCs, such as freedam from various taxes and the ability to

issue tax-exempt debt.
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Ctner particinants point out that Celifornia locked at comgarative acvantages amaong
municiczlities and invesior-owned utilities and determined that the issue was 2 nen-starer.
nese canicipants alsc maintain that no comeetitive advantage can te sstzblished
cetween he tax advantages snjoyed by invesicr-owned utilities and the governmental
exempticns that are available {0 municipal utiiities.

Cne munictpal utility proposed to form public service subsidiaries cr affiliates that
would te regulated by the ACC control. Formation of regulated subsidiaries may partially
address the Affected Utilities’ concemns about the ACC's lack of jurisdicticn cver sales by
municipal utilities in the Aifected Utilities’ territories. The Affected Utilities maintain that the
Rules do not require formation of a subsidiary and do not, in any event, address ACC’s
lack of jurisdiction over their sales in and access to municipal utilities’ service territories.

TE REGULATION OF PSCs

Affected utilities maintain that the Constitution establishes a single definition of PSC
as any corporation engaged in furnishing electricity for light, fuel, or power. Article 15,
Section 3 then requires the ACC to prescribe rates for all PSCs. Article 15, Section 14
requires the ACC to ascertain the fair value of all PSCs and use that as the basis for
determining rates. Some Affected Utilities maintain that Arizona courts have consistently
ruled that these duties are mandatory, and the ACC must exercise this level of supervision
over PSCs. See the discussion in Section 1.1.

Affected Utilities maintain that the Competiticn Rules essentially envision two kinds
of PSCs and two systems of rate setting - ACC prescribed, fair value cost based rates for
distribution-menaopoly “wires service” and market determined rates for competitive

electricity supply and, in some cases, other distribution related services.
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Cther panicipants maintain that the ACC aireadvy has ihe gower ¢ rscuiats
distribution monopclies differently from competitive generation supoly. These zarticicants
maintain the ACC is empcwered by the Constituticn to make such distinctions tasec uoen
its power 0 prescrite “just and reasonable classifications o be used” by PSCs cursuant
o Article 15, Section 3. Distribution moncpclies are “natural monopolies” that continue o
be rate-reguiated o protect the public from mcnopolistic pricing. Technolcgy sxists o
separate distribution monapolies from generation. Generation supply therefore is sligible
for competitive pricing without the risk of menaopalistic pricing that exists for distributicn
monopolies. The United States Supreme Court has recognized a market distinction

petween local gas distributors and competitive gas suppliers in General Motors v. Tracy,

U.S. _ (1997).

Affected Utilities maintain that state constitutional mandates prohibit the transition
to a competitive market as envisioned byrthe Competition Rules. Additionally, these
requirements impose needless or burdensome regulatory restraints on the desired geal -
a fully flexible, free market. For example, these participants maintain that the ACC still
must require the filing of tariffs and the Constitution requires rates that are prescriced by
the ACC and that are based upon fair value. To the extent that the tariff rates are
prescribed by or based upon the market, all tariffs will be suspect. As the market
determines rates either below or above a “fair value” premised rate, consumers or
competitors may raise these constitutional requirements to invalidate the market based
price and to demand refunds of collected monies.

Other participants maintain that the Commission’s power to prescribe just and

reascnable rates is exclusive and may not be abridged by any other branch of government.
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Consclidated ‘Water Utilities. Lid. v. Anizone Corn. Commn, 178 Anz. 473, 272 2 2¢ 1

(Ct. App. 1883). These parucipants maintain that amicie XV, sectlon 14 ¢f
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Constitution zuthorizes the ACC to use the fair vzlue of a utlity’s assets o artificially
determine just 2nd reasonatle rates as if they were setin 2 competitive markei. The same
goal is achieved. albeit more accurately, through pricing in @ competitive market. They
maintain that tarfis are not a barrier to comeetition. For example, the ACC uses
competitive tariffs for services in the telecommunicaticns industry. These participants
maintain that traditional rate regulation may be reguired for the transition to competition,
and will continue for the foreseeable future for transmission and distribution of electricity.
COMMENT

None.
9.3  Arizona Statutes.

This portion of the report will focus principally on the Working Group's debate
regardiné possible changes to the Public Utilities statutes (Title 40).

8.3.1 A.R.S. § 40-281

This statute and A.R.S. § 40-282 require utilities to obtain certificates of

convenience and necessity (“Certificates”) prior to constructing facilities and providing

electric service to the public.

ANALYSIS

The debate regarding certificates of convenience and necessity is found in Part 1.1
of this Report.
COMMENT

See the Comment to Part 1.1.
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8.3.2  A.R.S.§§ 40-201 and 40-202
ANALYSIS

Affected Utilities maintain that these siatuies must be amended o draw distincticns
between the level of regulation {c te applied to the "wires” distripution funciicn 2nd zail other
comepetitive generation and distribution related services. The Affected Utilities maintain
that more definitions should be added to A.R.S. § 40-201 to distinguish between
competitive generation and distribution servicas, including definiticns for "affected utilities,”
"electric service providers,” "aggregators” and "brokers.”

Cther participants maintain that the ACC already has the power {o classify additional
entities as competition is cbserved. These participants maintain that legislative
classifications are unconstitutional to the extent the classifications interfere with the ACC’s
rates and classification functions.

Affected Utilities and some other participants maintain that, at a minimum, the
Legislature should amend A.R.S. § 40-202 tc state the public policy of this state as to
competition and to mandate or allow different regulation for competitive providers, similar
to the statute’s provisions relating to telecommunications services.

Other participants agreed that a statement of policy, consistent with article X1V, §15
of the Arizona Constitution, would be desirable. Other participants maintain that the state

constitution dees not allow statutory mandates for “different regulation” of competitive rates

or competitive services.

9.3.3 Rate Statutes

Affected Utilities maintain that A.R.S. §40-203, A.R.S. §§ 40-246 to 40-251

and A.R.S. §§ 40-365 and 40-367 assume z fully regulated monopoly. Accerding to the
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sc _llites. ihe stawtes give the ACC full zower and ooligation (0 =sizclisn rates.
foilow czrmain procsdures in allowing changess © rates and reguire the gcosing or

cuplicaticn of all rates. The Affected Utiliies maintain that these statutes must be

(').

reevalualed.

amended and possibly repeaied tefore implementing cemeetiticn. The

Affected Utiiities maintain that although the ACCT should retain a certain levei ¢f jurisdiciicn
over monacaly services, reduced regulation is acpropriate for competitive services. If net.
they maintain that deregulation will not be achieved and the market will not be zllowed to
cperate.

Other participants maintain that reduced statutory reguiaticn shouid not be
enacted until the effectiveness of existing and potential competition became kncwn. In the
case of natural monopoly, regulation will continue to assume the role of a substitute for
competition. Markets that are not fully competitive (e.g., oligopolies) require the ACC to
balance its rate control function with a role as a facilitator of competition. In effectively
competitive markets, they argue that the ACC must secure the prerequisites to competition,
such as open access to distribution systems, subsidy-free pricing of searvices,
non-discriminatory pricing, and efficient market entry. These are ratemaking functicns that

the ACC must exercise before one can understand the implications of a proposed statutory

change. This may explain, to some degree, why Werking Group participants have not

come forward with specific statutory changes to Title 40.

9.3.4 A.R.S.§40-204

Affected Utilities maintain that this statute should distinguish between
monopoly and competitive service providers and relieve competitive providers fram the

statute's extensive information and regulation requirements. Affected Utilities maintzin that
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oroprietary ‘nicrmation icr comoetitive ZSCs snculd be protecied © a greaier sxient than
fully regulatec, menoccly PSCs. Affected Utilities maintain that simiiar ccnficenuality
amendments should be added to A.R.S. § 40-G€0, the state’s puriic recards law 2nd Open
Meeting statutes (Titles 38 and 39).

Other particicants suggest that restricted ar closed access i infermation
may discourage or even grevent éompetition. Lack of competition will continue *he current
monopclistic pricing and grevent the ACC from reducing the level of reguiation for utilities.
These participants maintain that such statutory changes should be scrutinized carefuily and
only after competition has commenced.

9.3.5 A.R.S.§§40-221 and 40-222

These statutes authorize the ACC to establish accounting systems and

depreciation standards for PSCs. Affected Utilities maintain that this level of regulation will

be inconsistent with and unnecessarily burdensome on a competitive markeiplace.

Other participants oppose immediate changes for the reascns stated in

Sections 12.3.2 to 12.3.4.
9.3.6 A.R.S.§40-284
Some Affected Utilities maintain that this statute may prohibit or restrict the
transaction of utility business within Arizona by a foreign corporation and may need needs
to be reexamined in the context of the competitive market. These Affected Utilities
maintain that this statute might be the appropriate forum to address concems about
interstate reciprocity. These arguments maintain that, with the exception of Czalifornia, no

other western state has opened its electric market like Arizona and Arizona utilities may
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pusiness in Arizona. These panicipants refer (o annual recents of the large Affecied Utiiities
as proct that Arizona utilities have found replacement wnaolesaie markets in other states.
including California. These participants maintain :hat clesing or restricting Arizena markets
to out-of-state entrants may viclate the U.S. Constitution's Commerce Clause (*“Commercs
Clause”). The state may not discriminate against interstate commerce nor may it unduly
burden interstate transactions. Arkansas Cleciric Cocperative v. Arkansas FSC, 461 U.S.
375 (1983). Discriminatory state laws and reguiations are “per se&” invalid under the
Commerce Clause. Philadelphia v. New Jersey, 437 U.S. 617 (1878).
9.3.7 A.R.S.§40-285

This statute provides that ACC apgroval must be obtained before any PSC
may sell, lease, assign, mortgage or otherwise dispose of or encumber its sysiem.
Transfers or other dispositions without an order of the ACC are void. Affected Utilities
maintain that in a competitive marketplace such a statute is antiquated and inconsistent
with the flexibility that utilities need to respond to the demands of the marketplace.

Other participants maintain that these arguments presume the existence
of meaningful competition. Meaningful competition will not be realized until after the Rules
take effect and the competitive market has been assessed. In any event, protections must

be in place to address merger and acquisition activities that may resuit in monopolistic

activities.
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Scme panicicants zoint out that the Rules 2Tect Zenerzalicn. NCl the 3ale's

sxtensive Zisribution and {ransmission sysiams. 1 nese farticicants iurther maintain ¢
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A R.S. S 40-28¢ applies only {o systems that are "necessary” i grovice & gutliic servica.
These garticipants maintain that in a competiiive seding faciiities would nct ce “necsssary”
when alternative providers are available to provide a public service.

3.3.8 A.R.S. § 40-301 et. seq.

These statutes give the ACC power to supervise the utiiities’ authority to
issue stocks, bonds, notes and other evidences of indebtedness and o create liens on
their property. The statutes void any loan or stock issuance that was not approved by the
ACC. Affected Utilities maintain that these statutes assume that a sole-source provider of
a basic utility service should be subject to public interest regulatory jurisdiction. For
example, issuance of too much debt may endanger the utility’s ability to provide service.
Affected Utilities question the need for these statutes if consumers have the right to choose
competitive generation supply and other distribution related services. Affected Utilities
maintain that these étatutes restrict their ability to function effectively in a competitive
marketplace and, unless amended, would call into question the vzlidity of all stock and
financing issues for competitive service providers.

Other participants maintain that the Commerce Clause prevents these
statutes from applying to out-of-state entrants. These participants oppcse changes for the
reasons set forth in Sections 12.3.2t0 12.3.4 and 12.3.8.

9.3.9  A.R.S. §§40-321, 40-322, 40-331, 40-332 and 40-334

These statutes pertain generzally to regulation of services and facilities

provided by electric utilities. Aifected Utilities maintain that these statutes assume a “one
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size fits zi” standard as ¢ these subjects and assume ccnuinued regulat

(9]

n S requirsc.

nese srguments maintain that the stawites are inaperecriate in 2 comoeetitive market that
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determines adequate rates. ailccates resources and dictates differing levels ¢ servi

Cther participants oppese changes for the reasons set forth in Sections
12.3.2 10 12.3.4 and 12.3.8.

3.3.10 A.R.S. §40-341 et seq.

This Article establishes a system for conversion of overhead electric
faciiities. Affected Utilities maintain that, although the nesd for such statutes may continue,
their purpose and function should be reexamined in light of the separation of reguiated
distribution "wiras" services from competitive generation and other distributicn related
services.

Other participants maintain that the state should retain jurisdiction over

overhead electric faciiities. These involve legitimate state property and envircnmental

concerms.
9.3.11 A.R.S. § 40-360 et. seq.
This Article establishes the Power Plant and Transmissicn Line Siting
Committee. In general, it requires any person contemplating construction of electric power
plant and transmission facilities within the state to file a ten-year plan with the ACC and
vests authority over siting and enviranmental compatibiiity issues in the Committee and
ACC. Affected Utilities question the need for or desirability of a ten-year generation plan

that is subject to regulatory review. Other Affected Utilities suggest that the size of facilities

covered by the statutes should be reevaluated.
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Cther particicants opposé ihese changes ior the reasens set forth in
12.2.2 10 12.3.4
8.3.12 A.R.S. § 40401 et. seq.

These statutes assess charges cn PSCs to finance the reguiatery expense
associatec with the cperation ¢f the ACC and the Residential Utility Consumer Office.
Affected Utlities maintain that the annual assessment provisions may reguire adjustment
since, for examele, the assessment is levied upon revenues from intrastate ogerations of
entities holcing certificates. Affected Utilities maintain that significantly higher or lower
revenues wiil resuit from changes in the number of entities holding certificates and in the

total of revenues derived from intrastate operations.

Other participants oppose these changes for the reasons set forth in

Sections 12.3.2 to 12.3.4.
8.3.13 Title 10

The Rules require most Arizona cooperatives to open their service
territories to competition. A.R.S. §§ 10-2072 and 10-2138 prohibit competition by
cooperatives. Thus, the cooperatives maintain that they are required to open their
territories to competition but under current law are unable to seek replacement customers.
Most participants agree these statutes shouid te repealed. Also, most of Arizona's
cooperatives are formed pursuant to A.R.S. § 10-2021 et seq. (Non-profit Generation and
Transmissiocn Cocperatives) or A.R.S. § 10-2051 (Non-profit Distribution Cooperatives).
In general, cooperatives maintain that these are limited purpose statutory structures
adequate for the regulated monopoly system for which they were crafted but too restrictive

for the increased and varied demands of a competitive market. Affected Utiliies and Staff
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malntain INe Sigluies sNcuia De amenceg o faciiitale the coccceratives’ caricivalicn in 8
comgeettive markeplace.

8.3.14 Non-Regulated Activity by Utilities

Cenain Werking Group garticipants suggesied sither acditicnal legisiation

or regulzaticns contrelling the abiiity of utilities 10 compete in non-regulated activities. These
participants axpressed concem about the utility’s ability to carticipate at all in these
businessas or {0 cross-subsidize such non-regulated activities with revenues from
regulated activities. A majority of Wark Group participants felt that the ACC has suificient
jurisdiction currently to pronibit any unfair cross-subsidization and/or that prohibition of
non-reguiated activities would be incansistent with the move generally to competition.

8.3.15 A.R.S. §48-1515

One Working Group participant suggested possible repeal or amendment

of this statute to remave its arguable limitation on expansion of an existing special district.

COMMENT

None.
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EXHIEIT A

MARICCOFA COUNTY SUFERIOR COURT CASES
INVOLVING ELECTRIC RESTRUCTURING

Tucson Eiectric Power Company, an Arizong corporation v. The Arizona Corporstion
Commission, an agency of the State of Arizona, Case No. CV87-03748

Citizens Utilities Company, a Delaware ccrporaticn v. The Arnzona Corpcration
Commission, an agency cf the State of Arizona, Case No. CVE7-04178

Arizona Fublic Service Company, an Arizona corporation v. The Anzona Ccorporation
Commission, an agency of the State of Anizona, Case No. CV87-03753

Arizona Electric Power Cooperative, Inc., a nonprofit Anzona generation and transmission
cooperative, v. The Arizona Carpaoration Commission, an agency of the State of Arizona,
Case No. CV97-03820

Graham County Electric Cooperative, Inc., a nonprofit Arzona distribution
cooperative v. The Anizona Corporation Commission, an agency of the State of
Arizona, Case No. CV87-03921 [Consclidated with Case No. CVV97-03920]

Duncan Valfey Electric Cooperative, Inc., a nonprofit Anzona distribution
cooperative v. The Arizona Corporation Commission, an agency of the State of
Arizona, Case No. CV87-03922 [Consclidated with Case No. CV87-03920]

Trico Electric Cooperative, Inc., an Arizona nonprofit carporation v. The Arizona
Corporation Commission, an agency of the State of Arizona, Case No. CV37-03928
[Consolidated with Case No. CV97-03920]

Sulphur Springs Valley Electric Cooperative, Inc., an Anzona cooperative, non-
profit membership corporation v. The Arizona Corporation Commission, an agency
of the State of Anzana, Case No. CV37-03942 [Consolidated with Case No. CV37-
03920]
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LEGAL ISSUES WORKING GROUP
CHRONOLOGY OF GROUP PROCESS

January 8, 1997
Legal Division sends letters of invitation to participate to a service list prepared by Chief
Economist.

January 10-February 3, 1997
Fifty-one companies, municipalities, public interest groups or their attorneys accept 1-8-87
invitation to participate in Working Group.

February 27, 1997
Public Notice and Agenda for first meeting of the Group are posted and mailed.

March 5, 1997 :
First meeting of Working Group; 42 persons excluding staff attend.

March 13, 1997
Public Notice and Agenda for second meeting of the Group are posted and mailed.

March 19, 1997
Second meeting of Working Group; 30 persons excluding staff attend. Ken Sundlof of the
Public Power/Governmental Entities Subgroup and Steve Wheeler of the Stranded Cost
Subgroup distribute to the Group lists of issues to consider. Participants discuss issues.
Legal Division requests participants’ written comments on both lists of issues by March 25,

1997 and promises staff's written responses at the next meeting, April 1, 1997.

March 13-April 1, 1997
Comments received from participants.

March 28, 1997
Public Notice and Agenda for third meetmg of the Group are posted and faxed to
participants.

April 1, 1997

Third meeting of the Working Group; 35 persons excluding staff attend. Legal Division
distributes staff's responses to issues raised at March 19, 1997 meeting by the Public
Power/Governmental Entities and Stranded Cost Subgroups. Participants discuss
responses.

April 4, 1997 ‘
Comments received to date on leglslatlve issues are faxed to participants.
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Aprii 4-April 17, 1997
Comments received from participants. Additional individuals and entities join Working
Group.

April 16, 1997
Public Notice and Agenda for fourth meeting of the Group are posted and faxed to
participants.

April 17, 1997

Fourth meeting of the Working Group; approximately 30 persons excluding staff attend.
Utilities Director Carl Dabelstein makes a presentation on stranded costs and distributes
its outline to participants. The Stranded Cost, Public Power/Governmental Entities and
Federal Issues Subgroups report to the other members of the working group. Participants
discuss the issues raised by the Legisiative Issues Subgroup.

April 18-May 21, 1997
Comments received from participants and distributed to Working Group. Additional
individuals and entities join Group.

May 7,1997
Public Notice and Agenda for fitth meeting of the Working Group are posted andmailed to
participants.

May 16, 1997
Complete set of staff and participant comments received to date are mailed to all members
of Working Group.

May 21, 1997

Fifth meeting of the Working Group; approximately 40 persons excluding staff attend. Legal
Division distributes its outline of the draft report to the Commission and discusses it with
participants. Individual participants are selected to act as” reporters” for outline topics.
The Group also establishes a tentative timetable for filling out the outline using participant
comments. :

May 22, 1997

Comments received from participants and mailed to all members of Working Group.
Additional individuals and entities join Working Group, which now has 92 persons on its
service list.

May 29, 1997
List of reporters for each outline topic and revised timetable are mailed to participants.

- May 30-June 29, 1897

Participant comments on outline topics are submitted to repoﬁers and Chief Counsel.
Legal Division disseminates copies of comments to all participants.
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June 30, 1997
First draft of report is mailed to participants; deadline for comments is July 17, 1697

July 17, 1997
Notice and agenda for July 24, 1997 meeting are posted and mailed to participants,
together with copies of comments received since the July 7 comments mailing.

July 18, 1997
Additional participant comments are mailed to Group members.

July 24, 1997
Sixth meeting of the Working Group; 30 persons excluding staff attend. Participants review
first draft of the report, discuss possible edits, Table of Contents and Executive Summary.

July 25, 1997
Reporters meet to edit second draft of report. Revxsed timetable and new comments
received are mailed to participants.

July 28, 1997 ‘ | |
Second draft of the report is mailed to participants; deadline for comments is August 18,
1997. :

July 29, 1997, August 21, 1997
Comments on second draft of the report are mailed to participants. The August 21, 1997
mailing includes announcement of next meeting date for Working Group.

August 25, 1997
Notice and agenda for August 28, 1997 meeting are posted and mailed to participants.

August 28, 1997

Seventh meeting of the Working Group. Twenty persons excluding staff attend.
Participants discuss the comments received to date and the format, Executive Summary
and presentation of the final report.

August 29, 1997
Revised timetable is mailed to participants.

September 5, 1997 : o

Proposed final draft of report is mailed to participants; comments are due by
September 12, 1997. Mailing includes announcement of final meeting of Working Group
on September 26, 1997.
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September 8-September 29, 1997

Participants submit editorial comments on the proposed final draft of the report and
overviews of their individuai substantive comments to be appended to the report submitted
to the Commission.

September 19, 1997
Notice and agenda for September 26, 1997 meeting are posted and mailed to participants.

September 26, 1997

Eighth meeting of the working group; 15 persons excluding staff attend. Legal Division
distributes Executive Summary which is discussed by the participants. Deadline for
submission of final individual comments is the morning of September 30, 1897.
Participants are requested to provide disk of their comments for posting to the
Commission’s web page.

September 30, 1997

Report to the Arizona Corporation Commission- by the Legal Issues Working Group is filed
with ACC’s Docket Control.
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ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: March 5, 1997
TIME: 9:00 a.m.
PLACE: Arizona Corporation Commission

1200 West Washington Street
Phoenix, Arizona

ATTENDANCE:
Chairman Cart Kunasek
Commission Renz Jennings
Members of Commission Staff

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP

MATTERS DISCUSSED:

Commission Chief Counsel Lindy Funkhouser opened the meeting.
Representatives from staff, electric utilities, consumer groups, potential market
entrants, and other groups discussed how to identify and address legal issues
affecting the Commission's rules on electric competition. Several issues were
identified as requiring additional investigation at this time: political subdivisions and
intergovernmental agreements; stranded cost legal issues; legislative issues; and
federal issues. Subgroups were organized to investigate these issues.

ASSIGNMENTS FOR NEXT MEETING:

With the exception of the Legislative Issues Subgroup, these subgroups are

to meet to discuss these issues and report back to the Working Group at the next
meeting of the group.

The Legislative Issues Subgroup is to identify and provide to staff by Friday,

March 21, the legislative issues they believe need to be addressed to implement the
electric competition rules.
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ARIZONA CORPQORATION COMMISSION
SPECIAL OPEN MEETING MINUTES
March 5, 1997

Page 2

These issues will be disseminated among the members of the Working Group,
who will have the opportunity to respond to them by April 4.

The Working Group will meet again sometime in early April, at a time and
place to be determined.

The meeting adjourned.

Lindy Funkhouser
Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission
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ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: March 19, 1997
TIME: 1:00 p.m.
PLACE: Arizona Industrial Commission Auditorium

800 West Washington Street
Phoenix, Arizona 85007

ATTENDANCE:
No Quorum
Members of Commission Staff
Members of Public Power/Governmental Entities Subgroup
Members of Stranded Cost Issues Subgroup

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP
PUBLIC POWER/GOVERNMENTAL ENTITIES SUBGROUP
STRANDED COST ISSUES SUBGROUP

MATTERS DISCUSSED:

Kenneth C. Sundloff opened the meeting of the Public Power/Governmental
Entities Subgroup. Mr. Sundloff reviewed a list of issues for the subgroup to
consider. Representatives from interested parties discussed the issues.
Commission Chief Counsel Lindy Funkhouser requested participants’ written
comments on the list of issues by March 25, 1997 and agreed to prepare responses

to the issues, through the Commission’s staff, at the next meeting scheduled for
April 1, 1997,

Steven M. Wheeler opened the meeting of the Stranded Costlssues Subgroup.
Mr. Wheeler reviewed a list of issues for the subgroup to consider. Representatives
from interested parties discussed the issues. Commission Chief Counsel Lindy
Funkhouser requested participants’ written comments on the list of issues by March
25,1997 and agreed to prepare responses to the issues, through the Commission’s
staff, at the next meeting scheduled for April 1, 1997.

Participants discussed a timetable for participants to submit legislative
comments.



ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES
March 19, 1997

Page 2

ASSIGNMENTS FOR NEXT MEETING:

Participants will send their comments on the lists of both issues to the
Commission’s Legal Division by March 25, 1997.

The Commission’s Legal Division will prepare responses to the issues for the
next meeting scheduied for April 1, 1997.

The next meeting of the Public Power/Governmental Entities and Stranded
Cost Issues Subgroups was set for April 1, 1997.

Legislative comments will be submitted for review by mid-April, 1997. Staff will
advise participants of a due date for the comments.

The meeting adjourned.

Lindy Funkhouser
Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission



ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: April 1, 1997
TIME: 1:00 p.m.
PLACE: Arizona Corporation Commission, Administration Offices

1300 West Washington Street
Third Floor Conference Rooms A & B
Phoenix, Arizona 85007

ATTENDANCE:
No Quorum
Members of Commission Staff

Members of Public Power/Governmental Entities Subgroup
Members of Stranded Cost Issues Subgroup

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP
PUBLIC POWER/GOVERNMENTAL ENTITIES SUBGROUP
STRANDED COST ISSUES SUBGROUP

MATTERS DISCUSSED:

The Commission’s Chief Counsel, Lindy Funkhouser, opened the joint
meeting of the Public Power/Governmental Entities and Stranded Cost Issues
Subgroups. Mr. Funkhouser reviewed the Legal Division Staff's comments on the
list of issues for the subgroups to consider. Representatives from interested parties
discussed the issues. Commission Chief Counsel Lindy Funkhouser advised
participants that the Commission’s Utilities Director, Carl Dabelstein, will be invited
to the meeting of the Legislative Subgroup in mid-April, 1997.

ASSIGNMENTS FOR NEXT MEETING:

Participants will meet to discuss legisiative issues in mid-April, 1997.

The Commission’s Legal Division will advise participants of the date and
location of the meeting of the Legislative Issues Subgroup.

The meeting adjourned.
Lindy Funkhouser

Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission



ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: April 17, 1997
TIME: 1:00 p.m.
PLACE: Arizona Industrial Commission Auditorium

800 West Washington Street
Phoenix, Arizona 85007

ATTENDANCE:
No Quorum
Members of Commission Staff
Members of Legal Issues Working Group

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP

MATTERS DISCUSSED:

Commission Director Carif Dabeistein presented an overview of stranded cost

recovery for electric utilities. Director Dabelstein distributed an outline of his
presentation.

The participants discussed member comments on legislative issues that may
apply to electric restructuring. The group also discussed the future role of the
Stranded Cost Issues and Public Power/Governmental Entities subgroups.

ASSIGNMENTS FOR NEXT MEETING:

The Legal Division will prepare an outline of the issues raised by participants
to date, and will advise the group of the date and place of the next meeting.

The meeting adjourned.

Lindy Funkhouser
Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission



ARIZONA CORPCRATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: May 21, 1997
TIME: 1:00 p.m.

PLACE: Arizona Hall of Fame Museum
1101 West Washington Street
Basement Conference Room
Phoenix, Arizona 85007

ATTENDANCE:
No Quorum
Members of Commission Staff
Members of Legal Issues Working Group

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP

MATTERS DISCUSSED:

The chairman distributed an outline of the draft report and discussed it with
participants. Individual participants were appointed to act as “reporters” for selected

outline topics. The group established a tentative timetable for filling out the outline
using participant comments.

The following participants agreed to serve as Reporters on the following
topics:

Steven M. Wheeler Nature of Restructuring in General and
Stranded Cost Recovery.

Bradley S. Carroll Rights and Duties of Public Service
Corporations and Antitrust [ssues

Lawrence V. Robertson, Jr. Scope of Restructuring

Beth Ann Burns Rates and Ratemaking

C. Webb Crockett ACC Powers/Procedures

Jessica J. Youle Non-PSC Issues



ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES

May 21, 1997

Page 2
Patricia E. Cooper FERC Issues and Federal Issues
Dougias C. Nelson Taxation Issues
Michael M. Grant Legislative Issues

ASSIGNMENTS FOR NEXT MEETING:

Participants will submit comments to reporters regarding the topics and

reporters will incorporate the comments in separate summaries for their assigned
topics.

The Legal Division will prepare a first draft of the report based upon
Reporters’ summaries by June 30, 1997.

Participants will deliver comments on the draft report by mid-July, 1997 and
the group will meet in late July, 1997 to discuss edits to the first report.

The meeting adjourned.

Lindy Funkhouser
Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission



ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: July 24, 1897
TIME: 1:00 p.m.
PLACE: Arizona Industrial Commission Auditorium

800 West Washington Street
Phoenix, Arizona 85007

ATTENDANCE:
No Quorum
Members of Commission Staff
Members of Legal Issues Working Group

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP

MATTERS DISCUSSED:

The participants discussed the first draft of the Legal Issues Working Group
Report. Reporters were instructed to edit the first draft and assist in preparation of
a second draft of the report.

ASSIGNMENTS FOR NEXT MEETING:

A second draft of the report will be mailed to participants and a second round

of comments will be submitted in August, 1997. Participants will meetin late August,
1997 to discuss edits to the second report.

The meeting adjourned.
Lindy Funkhouser

Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission



ARIZONA CORPORATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: August 28, 18997
TIME: 9:30 a.m.

PLACE: Arizona Department of Revenue
Room B-1
1600 West Monroe Street
Phoenix, Arizona 85007

ATTENDANCE:
No Quorum
Members of Commission Staff
Members of Legal Issues Working Group

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP

MATTERS DISCUSSED:

The participants discuss the second draft of the Legal Issues Working Group
Report. Participants will submit comments to the proposed final report, together
with a position statement not exceeding 5 pages prior to issuance of the final report.
The position statements will be attached to the final report as appendices.

ASSIGNMENTS FOR NEXT MEETING:

A final meeting will be scheduled for late September, 1997 to finalize the
report.

The meeting adjourned.
Lindy Funkhouser

Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission



ARIZONA CORPCRATION COMMISSION
SPECIAL OPEN MEETING MINUTES

DATE: September 26, 1997

TIME: 2:00 p.m.

PLACE: Arizona Department of Revenue
Room B-1

1600 West Monroe Street
Phoenix, Arizona 85007

ATTENDANCE:
No Quorum
Members of Commission Staff
Members of Legal Issues Working Group

TOPIC: ELECTRIC RESTRUCTURING LEGAL ISSUES WORKING GROUP

MATTERS DISCUSSED:

The participants discussed the Executive Summary and the
presentation of the final report. Commission Chief Counsel Lindy Funkhouser
reminded the Working Group that final comments on the report must be
submitted no later than the morning of September 30, 1997. He requested that
the comments also be presented on a disk for posting on the Commission’s
webpage. He thanked the participants, especially the Reporters, for their
cooperation in the process and for their valuable contributions to the report.

ASSIGNMENTS FOR NEXT MEETING:
No future meetings have been scheduled.
The meeting adjourned.

Lindy Funkhouser

Chairman, Legal Issues Working Group
Chief Counsel, Arizona Corporation Commission



LEGAL ISSUES WORKING GROUP

PARTICIPANT COMMENTS

Aguila Irmgation District

The City of Safford

Electrical District No. 8
Hargquahala Valley Power District
McMullen Vailey Water Conservation & Drainage District
Tonopah lrrigation District

Arizona Consumers Council

Arizona Electric Power Cooperative, Inc.
Duncan Valley Electric Cooperative, Inc.
Graham County Electric Cooperative, Inc.
Arizona Public Service Company

Arizona Utility Investors Association
ASARCO, Inc.

Cyprus Climax Metals

ENRON Corp.

Arizona Association of Industries
Irrigation and Electrical Districts’ Association
PG&E Energy Services

Residential Utility Consumer Office

Salt River Project Agricultural Improvement and Power
District

Southem Arizona Mechanical Contractors Association

City of Tucson

Tucson Electric Power Company
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Teleohone 602-604-2200 ' September 16, 1997

Anorneys at Law Facsimile 602-263-5333

Bv Facsimile (342-4870) and U.S. Mail

Lindy P. Funkhouser, Esq.

Chief Counsel

Arizona Corporation Commission
1200 West Washington

-

Phoenix, AZ 85004

Re: Comments to Proposed Final Draft Report of Leeal Issues Workine Groun

Dear Mr. Funkhouser:

On behalf of the following “non-Affected Utility” municipal corporation electric providers,
we are submitting these additional comments on the Proposed Final Draft Report to the Commission:
Aguila Irrigation District
The City of Safford
Electrical District No. 8
Harquahala Valley Power District
McMullen Valley Water Conservation & Drainage District
Tonopah Irrigation District

We express our commendation for the tremendous amount of work that has obviously been
devoted to this final draft. Much improvement has been made since the earlier versions, and we
congratuliate you on the balanced, thorough, and enlightening presentation of the significant issues
with which the working group has grappled.

Our first comment is that-the very absence of 2 consensus among the various stakeholders
on these legal issues, to which numerous lawyers have contributed their expertise, evidences the
state of uncertainty (or, at best, flexibility) of the law regarding certain aspects of the Rules. That
may suggest that many of the important legal issues may ultimately need to be resolved by the
courts, and that the Commission should proceed very cautiousty before concluding that any major
changes to the constitution or the relevant statutes are needed at this juncture.

We note the particular choice of words for defining “Consumer™ in the introduction secticn
of the report, viz., “high volume purchasers of electric generation services.” (emphasis added) This
definition evidences what we think is an unfortunate, subtle (but real) bias in this entire process. The
interests of the small, individual residential and agricultural users of electricity throughout Arizona,
and particularly the rural regions, are being subordinated to the interests of the major utilities already
here, the out-of-state utilities who want to be here, and the major industrial customers —~the high
volume purchasers—who want 1o see a price war between the other two. The economic impacts
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September 16, 1997
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upon the small, individual consumers of electricity, and especially those served by remote
Tansmission facilities in sparsely populated service areas, are 100 easily being ignored. Those low
volume consumers are expected to buy into the magic words “competition will save money for
everyone,” which are being repeated constantly by the proponents of competition, who often act as if
simply saying the mantra often enough will make the assertion a reality. From the vantage point of
the rural interests [ represent, [ remain concemed that there may, indeed, be some economic losers
among the consumers in this game, not just “big winners and little winners” as we are being told.

Until more experience is gained, in other states as well as Arizona, with the real economic
fallout of competition, the Commission shouid keep its focus limited to deregulation of the retail
sales within those entities over which it clearly has jurisdiction under existing law. If the resulits of
that are as wonderful for all consumers as we are being promised they will be, no time will be
wasted by the not-for-profit municipal and district wtilities joining into the full competition game,
because their own governing bodies — their taxpayers and customers — will insist upon it without the
need of any mandate from the State.

We offer one editorial suggestion, with respect to the very last item of the report. It was our
understanding that, even though it was once mentioned in a list of possible statutes for which the
Rules could have some implications, the repeal or amendment of A.R.S. 48-1515 was not being

suggested or argued by any participant. We would ask you to consider deletion of the last section,
9.4.15, from the report.

Finally, we refer again to my comment letter of June 11, 1997, and the fundamental positions
asserted therein. Only minimal changes in Arizona statutes, and no constitutional amendments, are
necessary or advisable in order to implement the Rules. Changes, if any, must be motivated by
protection of Arizona’s cifizen consumers, not national economic interests. Ongoing debates by
investor owned utilities aimed at the demise of public power should not be allowed to obfuscate the

basic issues and processes necessary for the Commission to go about its business of implementing
competition for electric generation within its jurisdiction.

Your report is very well done, and will advance the appropriate progress of this process; and
we appreciate the hard work that has made it possibie.

Respectfully,

Jay 1. Moyes

JIM/Tkk
210395
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Lindy P. Funkhouser, Esq.

Chier Counsel

Arizona Corporaten Commission
1200 West Washingron

Pheenix, AZ 35004

Re: Comments to Legal Issues Working Group

Dear Mr. Furkhouser:

I represent the following non-PSC municipal corporation electric providers with regard to
the ACC electic competition rules procsedings and resulting working group processes:

- The City of Safford
Aguila Irrigation District
Electrical District No. 8
Harquahala Valley Power District
McMullen Valley Water Conservation & Drainage District
Tonopah Irrigation District

I have participated in certain meetings of, and reviewed comments of other participants
in, the legal issues working group. On behalf of the above-named entities, these general
comments are submitted to emphasize three fundamental positions, without reiterating in detail
supporting points presented by other commentators or citing the supporting legal authority. We
anticipate providing more detailed comments after review of the forthcoming summary reparts of
the “recorders™ and your draft report to the Commissioners.

1. Changes in Arizona law should be minimal, motivated only bif legal necessity in
order to benefit Arizona citizens, not national economic powers.

All of our comments are founded upon the following principle: Changes in Arizona law
in order to implement electric competition are acceptable only if absolutely necessary for the
benefit and protection of the electricity consuming citizenry of Arizona.



Lindy Funkhouser, Zsq.
June 12, 1867
Page 2

Economuc and instituticnal disiocation will inevitabiy follow fuil competton in the
electric indusTy, just as it has in every other “so-called de-regulation” process and jurisdiction.
That dislocation is a defensible price for Arizona to pay only if the electric consumer citizens of
Arizona are Tuly tenernitted thereby. Simply because major, national financial and industrdal
powers seek private economic advantage and increased projics for their woridwide shareholders
is nor adequate justfication for dismantling the current reliabie and broadly affordabie (though
not fuily compeutve) mtegrated electric generation, ransmission and disaibudon system serving
Arizona’s cituzens.

Not just coincidentally, aimost all of the districtmunicipal electric utlities are small, and
serve primarly the sparsely populated regions of rural Arizona, heavily degendent upon
agricultural economies. These are not the markets sought by the national and regional giants
currently hovering over Arizona and pressing the ACC at every tumn to hastly impose fuil
competition regardless of the unresolved issues and unkaown costs. The major PSCs, in and out
of Arizona, are lining up only the fattest and ripest cherzies to be picked among the large
industrial users and densely populated, easily aggregated load centers. Rural Arizona and the
logistically exrensive-ta-serve agricultural and residental customers must not be left alone to
hold the bag of reallocated and dislocated facilities and costs, “stranded™ or otherwise, that will
no longer be shouldered by the major industrial customers who will enjoy prime economic
bargaining leverage in an open marketplace. For the protection of the rural Arzona citizens and
economies, the small, publicly owned district/municipal utilities will need every possible

protection from unnecessary regulatory costs, and every possible advantage from preference
resources once the free marketplace is at work statewide.

2. Constitutional amendment is ill-advised and unnecessary.

Municipal/district electric utilities exist solely to benefit their constituent Arizona
citizenry, and they have aiways been adequately governed by that same citizenry. Their every
act must be conducted under the broad light of open public scrutiny. They enjoy no guaranteed
return on their investments, and must answer directly to their constituency if they do not operate
in the best economic interests of that /ocal constituency. Most are able to serve power at
substantially lower rates, compared to PSCs, largely becquse they are governed by the people
who pay the rates (avoiding the enormous costs, proportionate to their small sizs, that ACC
regulatory compliance would impose,) and because they are not required to deliver profits to
non-customer tavestors. There is no need for an additional layer of costly bureaucratic oversight
of these publicly owned, governed and operated, nor-for-profit entities.

In contrast, the framers of the Arizona Constitution wisely distinguished the need for
careful oversight of the activities of the private investor-owned utilities, whose policies are
devised behind closed doors and whose goals must necessarily make the economic interests of
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their inrernarional sharesolder and creditor constituency paramount over the interests of their
Arizona cusiomers.

None of my dismict clients enjoys an exclusive monopoly service territory. Both APS
and those districts serve accounts (some for the same customer) on the same disoibudon wizes.
Customers in those diswicts have always been able to exercise the choics to take service fom
APS instead, and they base that choice solely upon comparative rates and related economic
considerations. Predictably, if open compettion does what its proponents say it will, customer-
driven market forces will, in due course, polidcally force open the territories of those few
municipals that presently have moncpoly service territories. That procass will occur withour the
aid of, or need for, constitutionally mandared ACC jurisdiction, if there are real economic
benefits from allowing those citizens access to competing generation markets. Current
contractual wheeling and supply arrangements between the municipals and the PSC transmission
and generation utlities can be augmented by intergovernmental agresments. They can provide
appropriate treatment of stranded costs, if any, and the practical enforcement of fair, reciprocal
competitive practices as a condition of allowing municipals competitive access to customers
outside their current service areas.

Implementation of competition does not require amendment to the well-reasoned
constitutional distinction between PSCs and non-PSCs; and any such tinkering by the legislature
and the voters could have many unintended consequences for historical utility regulatory
alignments.

3. The “level playing field” argument is a red herring.

The recently increased volume level of clamor by the large investor-owned PSCs fora
state and federal regulatory “level playing field” is simply another chorus of their perennial
whining for help to escape the inescapable - their economic dilemma of trying to sell affordable
power to Arizona customers while lining their investors’ pockets with profits. In contrast, public
power is able to “pay its shareholders™ — its local customer citizenry — by keeping costs and
rates as low as possible consistent with sound management for longevity and reliability. It has
no other master to serve. Public power cannot be blamed and should not be penalized because of
that fundamental difference.

Recent independent studies, of which you are aware, demonstrate that there are as many,
if not more, “tilts” of the playing field in favor of the investor-owned utilities as for the publicly-
owned. APS, as the lead singer in this chorus, only points out those items which support their
aim of depriving the municipals of “preferences” to federal power resources, tax-exempt
financing, and other historical benefits. But their complaints are only diversionary tactics, hiding
the equally broad array of spectal tax, economic and political benefits enjoyed by PSCs. The real
objective of their complaint is not a level field; it is the total demise of public power as a
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competitor, leaving them the only player on the fieid.

Federal preference power is a product of federal legislation, not state. And its allocatons
are based upon long-standing public policy, Aistorical load and need (not furure compedtve
market opportunites.) Debates about federal power preferences have no vlace i this process of
opening Arizona 0 compedton, and we refer to the comments of Shervl Taylor on this issue. (It
must be noted, however, that if the more radical environmental groups, purcorung to protect
endangered species with no regard for human costs, have their way, then the costs of federal
preference power will continue irs rate escalation spiral such that the PSCs will soon celebrate

their exemption from the burdens of take-or-pay federal power contracts, and all power
consumers will be the losers.)

In summary, we reiterate our basic principle that changes in law are acceptabie only if
they provide benefit to all the citizens of Arizona, not just the major, national industrial and
financial institutions who are politically and economically driving this compettive process. And
any such changes should be and can be minimal. We will vigorously contend against efforts to
constitutionally impose new ACC jurisdiction upon district and municipal electric providers, or
to legislatively destroy the vital ability of rural public power consumers to rely upon federal
preference resources. Neither of these objectives of the PSCs is necessary to effecuvely
implement electric competition in 2 manner that will broadly benefit the citizens of Arizona.

Thank you for the opportunity to comment on behalf of the above-named public entities.

Respectiully,
Jay I. Moyes
JIM/dmn
205772



To: Lindy Funkhouser, Legal Issues Working Group, Drat RP3
From: Barbara Sherman, for the Arizona Consumers Ccuncii
Date: 7/22/97

° The purpose of the Arizona Corporation Commission regulation and
oversight of electric industry has been to protect the interests of the residential.
low income and small business customers. The federal and state move toward
electric competition will not eliminate the need for protection of these
customers. Changes in electricity regulation must take this into account. After
the changes, a revised legal and regulatory framework must ensure that
electricity is reliable, safe, and available at affordable prices to the majority of

the customers — the small residential, the low income, and business
consumers.

° We note with significant concern that the definition of "consumer” in the
report only refers to one type of consumer, namely, the "high-volume
purchasers of electric generation services." See position above about the role
of the Arizona Corporation Commission.

] With relation to the changes in the Arizona Constitution and Arizona
State statutes or FERC, the Arizona Consumers Council concurs with those
who would keep a close eye on potential problems and minimize changes until
they are necessary. Again, the constitution and statutes offer many tools for
protecting consumers. In particular, it is critical that the Arizona Corporation
Commission always has the ability to oversee electric utility operations to
prevent price gouging and fraud as well as to oversee minimum standards for
safety and reliability. For example, the needs for business confidentiality must
not overshadow the residential and small business consumers need for

protection, i.e., for Arizona Corporation Commission oversight of financial
business information.

° The question has been posed as to whether ar nct the staff at the
Arizona Corporation Commission should express its own opinion in the working
reports. Perhaps the working reports are not the right vehicle for staff opinions,
since they are intended as a compilation of the opinions, needs and positions of
the many differing stakeholders in the process. However, it would be a
disservice to the public if the staff did not specify its recommendations. The
ACC staff is knowledgeable, experienced, and has done a good job of
protecting the interests of the low income, the residential and the small
business consumers in Arizona, overall. Most of the staff have many years of
expertise that should not be lost in the critical change in electric regulation. The
Arizona Consumers Council recommends that a separate staff report be
prepared with staff recommendations re electric restructuring for the Arizona

Corporation Commission and made public so that informed decisions are made
in the rules.



page 2, Barbara Sherman to Lindy Funkhouser, September 22nd.

The staff has a duty to represent the public's interest and not just to tell the
commissioners what they want to hear.

*

One of the most important issues regarding the restructuring of electricity
is the stranded costs/benefits issue. The price tag for generation plants loom
large for the industry and all the consumers, but especially the residential and
small business consumers. Electric consumers should not have to pay for
"stranded costs" except as they receive the benefits of competition. Regulated
electricity rates and bundled rates already include the costs of the generation
plants. "Stranded benefits" should be distributed among all customers.

. Prior to decisions on rules changes, it would be wise to quantify the
rules change impacts on the electricity rates of low income, residential and
other small consumers. It is important to retain customer classes and classes
of service insofar as they are necessary to evaluate whether small consumers
are getting their fair share of the benefits of competition. Tax impacts also need
to be quantified. We should be moving into competition with our eyes open,
knowing the probable impacts, so that we can prevent problems.

. Provisions need to made —even with competition—for social programs
re hardship cases whether low income or health.

. Also, integrated resource planning has consumer protection and national
defense implications that must be taken into account even though electricity is
moving into competition.

° The obligation to serve will change with competition, however; smail
consumers will need a reliable electricity source.

* Consumer interests demand some continuation of legal constraints
against cross-subsidization of other business ventures with electricity.

. All electric service providers need to meet minimum standards of service.
New and foreign providers should meet similar requirements to those of
Arizona's long term service providers.

° As for the "fairness” issues and "level playing field" issues, it must be
remembered that there have been and will continue to be a need for rural areas
of Arizona to receive adequate, safe and reliable electricity at affordable rates.
Much of the tax and loan infrastructure that create differences between investor
owned utilities and municipals or cooperatives arose from the need to provide
electricity in areas where population density is low.



Thank you for the opportunity to share our views. Barbara Sherman
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Lagal Issues Working Group

The most significant fziling of the Report of the 2!
7

Corzmerztion Commission's Tegsl Tssues Working CGroup (the "Repcro®)
is 1ts pclitical rzther than legal nacturs. This is driven by zTwc
maicr factors: (1) the currsncly pending litigation concerming the
Rulss znd (2) the upccming Legislative sessicn. Both elsments have
transfcrmed what should be a thoughtiful analytical rocad wmep on
lagal cbstacles toc competition and how tc address them intc =2
mismash ©oIZ policy pronouncement and legal obfuscation that, atz

pest, confuses and, at worst, actively misleads the resadex

Tor example, Decause the Rules ars being challenged in
ceourt, notably absent from the  Report are  meaningiul
recommendations as to who has what jurisdiction and how should it
be exercised to achiave the desirsd goal of a competitive eleccri
markastplace. Uncerstandably, the Commission's attorneys can'c
concecde that the Couxts long ago decided the Legislature contrels
the competition issue because that would damage the ACC's
litigation cdefense.

The SRP and other municipals are so concerned about an

opening of the Constitution which might lead to an examination o
their =m 3

1icni-regulated status that they oppose necessary Article
amendments. Similarly, prospective providers and large industrial

consumexs are so ifzarful of any legislative debate which might
delay the January 1 1599 start date that they oppose any
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examination of Title 40 - even change which would produce a mors
flexible market fox competitors and a mecre competitive market for
consumers.

The Report, therefore, finesses these issues by offering
pro and con and avoiding conclusions on settled matters. For
example, a Report rsader does not know that:

] More than 30 years ago, the Supreme Court decided
the Legislature's control of the Certification
process does not conflict with the ACC's rate-
making powerxr.

] Since hat time, Arizona's courxts have zruled
repeatedly that a atory compact exists and the
Commissicnt may a ter but may not change the
policy of regulated monovoly.

] Mcre than 40 years ago, the Supreme Couxrt ruled
that ths Commission can only use "fair wvalue®" as
the basis <for prescribing Jjust and zreasonable
rates.



Since that tcime, Arizecna's cCourxIs have ruled

rapeatadly that ACC raca oxders and tariZIis noc

nased cn "Zzir wvalue" zrs void znd the racgss
collectad ars subject to rsziund.

Instead, the best the Report can mustser onn these
criziczl, settled legzl issues is the fcllowing tepid statement

The Working Croup's consensus 1is that the

Courts cr perhaps the Legislature u;tlmately

will determine whether tChe Commission must

nave lesgislzative or constitutional authority

zo promulgate the Rules . . . (Report, p. 3).

ReporT rzaders shculd first view Rod Serling's televised admonition
many vears ago: "There's a signpost up ahead. You just crossed
over into the Twilight Zcone.” '

The Cooperatives disagree in many arsas with the Report's
analyses, conclusions and, wost importantly, its lack of
recommendacions on key subjects. In the interssts of brevity, we
will highlight five major Constitutional and Legislative subjects
most in need of better focus:

Several constitutional hurdles stand between today's
market and competition. The two most critical arxe:

ticle 15, Sectioms 3 and 14. No one disagrees
hat the Constitution gives the Commission

clusive ratemaking authority. However, like most
ower offered by that document, it is not
unfettered. As to rates, (1) the Ccmmission, not
the provider nor consumer, must set them and (2)
they must be based on "fazir value", not some other
standard including the market. Since statehood,
very time the ACC has tried to ignore either
mandate the courts have ruled the rate invalid. As
importantly, 1in at least one case, they also
ordered a refund of all dollars collected under it.
It 1ese Constitutional requirements aren't
cnangvd, no supplier and no consumer will have a
market based rate on which they can rely. This
issue must be resolved by the Legislature and the

Article 15, Section 2. The ACC Rules secek to

regulate non-electric supply services, i.e.

metering, billing and collection, etc. However,

since these functions are not included in the

definition of activities ascribed to a public
-2-



sarvice corooraticn, severzl cases CiczTata the ACC
czmiT e2xsroisas Chis zTower and can'tT 22 civan 1T bv
Tn2 Legisizturs If reculztion © zThesse sexvices
is Zesired, =z Comstituticonal change is raguirad.
A
Tirvle 40.
TV e o o~ - = - = 1 o - - 3 -
The Cocperztives fsel that many revisicns to Titls 40 axrs
We raZaxr to this subjsct
The thrze most importantc
- . . . i . e
L] A.R.S. § 40-281. Placing the dekats azcut what the
- - - o~ b - - -
artificacte statute currsntly reguirss o cne side,
- -

= a
nC cne can seriously argue that the Legislaturs
é e action to clarify what the State's

public zolicy on competiticon should be in the

future. This is a critical issue keczuse fzilurs
toe act will leave, ecessarily, the entirs
foundaticn of competition in jeopardy.

® A.R.S. 8§ 40-285 and 40-301 et seg. Th=se statuteas

raguirse a utility to sesk ACC zapproval before
selling assets or 1issuing stock or noteas.
Violations resnder the sales, stock or notes vgid.
They burden a competitive market, slow decisions
and cause providers, potential or current, to
wonder if Arizona's market is worth the pexril.
They weres creatad by the Legislaturs ZIZor another
time and must be re-examined by the Legislature to
see if they still fic.

. Rate Statutes. The statutes in Title 40 - A.R.S.
§§ 40-250 and 40-367 among them - assume a highly
reculated monopoly market where tariffs, standaxd
terms and conditions, rate hearings and regulatory

£ilings re required to assurs customer
satisfaction, not consumer choice. Thus, the
:

Legislaturs, pursuant to its Constitutional power,
has impcsed on the Commission a variety of f£iling,
hearing and process reguirements. They are
vaternalistic and antithetical to the goal of a
competitive marketplace. The ACC can't de-regulate
and its Rules don't purport to. Only the
Legislaturse can deal with this issue.

The naturs of a minority report is to pokes at the cors
product. This memcrandum is no exception to that genexal rule.
However, we do not by these comments minimize nor denigrate the
considerable effort devoted to the Report by all participants.

FAUSERS\MGRANT\WPDCCS\6040.MMG -3-
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Steven M. Whesler (607) 3814527 September 19, 1697

HAND DELIVERED

Lindy Funkkbouser

Chief Counsel

ARIZONA CORPORATION COMMISSION
1200 West Washingron

Phoenix. AZ 83004

RE:  Final Report of the Legal Issues Working Group
Dear Mr. Funkhouser:

Thank you very much for the opportunity to partcipate in the Legal Issues Working
Group. You are to be congratulated for your management of this exceedingly difficult process.
Although I am disappointed that the Final Report utilized a standard of “unanimous consensus’”
for determining whether recommendations would be presented to the Commission (a process
which allows one participant to “blackball” a recommendation otherwise supported by a clear
majority of those present), [ nonetheless commend you for the “inclusiveness” of your
workshops and the opportunity for all to present their views, comments and concerms.

The purpose of this letter is to present an overview of the substantive comments of
Arizona Public Service Company to the Final Reporr, as your September 3, 1997 memo invites.
These comments are designed to promote, not retard, the movement toward responsible retail
access as quickly as possible. And, as in the past, Tom Mumaw and [ stand ready to work with

you and the other partes to revise the Competition Rules to cure their many obvious
deficiencies.

The summary comments set forth below will concentrate solely on legal issues associated
with the Competiton Rules.! The many policy issues raised by the Competition Rules 2 will be

This summary is not intznded to be a complete presentation of all of APS’s views on the Cempetition
Rules. Those views have besn expressed in previous pleadings and wrirten comments to the Commission and in
part are the subject of an APS legal challenge to the rules. Nothing in these comments shall serve as a waiver of anv
argument APS has or may have with respect to the Comperition Rules.

1

-

Such issues include the calculation and recovery mechanisms for scanded cost, failurs of the rules to
address reliability concemns or indusiry structure, the impact of competition on locai and state tax revenues and the
plethora of technical and administrative implementation issues.

Member: LEX MUNDL, 2 global 2ss0cracion of inderendent law firms with memberns 10
the Uniced states and 6C countmes throughout the worid.



leTr 10 APS comments made in other forums and working groups. With that introduction., and
without repeatng the extensive legal analysis and argument we have provided during the
workshop orocess, the following represent the significant legal issues APS believes must be

addressed oy the Commussion in connection with the Competdon Rules:

1. Lack of Commission Authornty.

ne Commission simply has no jurisdiction, gven if adeguate compensation is paid, to (a)
grant CC&N’s to competitive generation service providers or (b) force incumbent
Affected Uulines to make thelr distribution facilides available 10 compettors. The fact
that APS, and virtually all other parties, favor retail access in one form or another cannot
cure this obvious lack of Commission authority. The cases cited by APS make it
perfectly clear, and no party has cited any direct precedent to the contrary, that it is the
legislature, not the Commission, that must establish the foundatonal authority for retail

l access in the electric utlity indusay. Ouly then can the Commission begin the

implementation task. We urge the Commission to work with APS to remedy this defect
as soon as possible.

2. Mitigation Standard Related to Recoverv of Stranded Casts.

The miugation standard in R14-2-1607 is clearly unlawful, unreasonable and overly
vague. The Commuission cannot legally require utilities to expend potentially unlimited
amounts of private capital and other resources to pursue ill-defined business ventures not
supject to ACC jurisdiction solely to qualify for compensation to which the utility is
otherwise lawfully entitled as a result of the Commission’s actions. Therefore, Section A
of R14-2-1607 should delete the phrase “every feasible” and add “reasonable™ and add
“that are directly related to its regulated business™ so that the subsection would now read:

The Affected Utility shall take reasonable, cost effective measures
to mitigate or offset stranded costs by means such as expanding
wholesale or retail markets, or offering a wider scope of services
for profit, among others, that are directly related 1o its regulated
business.

3. Regulation of Non-Public Service Corporations.

R14-2-1611(A) states “. . . nor shall Arizona electric udlities which are not Affected
Utilities be able to compete for sales in the service territories of the Affected Utilites.”



TV

6\ Wl TeT
Fomkiouser

I 3, i¢c7

O

Norvwithsianding this unambiguous oronouncement, NUDIETOUS WOLXing Zroup Darticipants
conmnue 10 argue about the extent 10 which non-PSCs are abie 0 comrpere in investor
owned uniity service areas, either directly under the Competton Rules or through som
as ver unproducsd mtergovernmental agresment. Given the confusion this debarte has
engendm'ed, the Commission should ciarifv and further reconfirm that R14-2-1611 does
ot permit non-2SCs to compete within the service territories of Affected Utlides. If
such compeunon Is sought by a non-PSC, then appropriate legislanve changes must be
L:rplemented to insure that such competiuon is authorized. fair, conducted on a reciprocal
basis, and provides for such compensation as may be required for any “takings™ of utility
proverty (e.g., under ARS. § 9-516).

Obligation to Serve.

Affecred Uulities are required to provide a bundled “standard offer” service to end-users
that are under no reciprocal obligation to take such service. The Final Rbport
acknowledges the lack of legal support for this unilateral burden on Affected Utilides but,
aithough proposing some minor changes to the Competition Rules, it does nothing to
either lift thar burden or to equalize it by imposing such an obligation 10 serve on other
ESPs.

Recoverv of Stranded Costs in Rates for Non-Competitive Services.

A.A C.R14-2-1607(J) is, at best, ambiguous and arguably in direct conflict with
Subsecton H of the same regulation. The Final Report is needlessly “soft” in its
reccmmendaton for an amendment to this part of the Compettion Rules to clarify ffom

whom stranded costs can be recovered. At a minimum, the first sentence of Subsection J
should be deleted.

“Streamlined” Regulation of Competitive Services and Competitive Service
Providers.

The Final Report seemingly accepts the notion that the Commission has the authority to
excuse compliance by certain ESPs with spectfic statutory provisions. There is
absolurely no authonry cited for such a proposition. Moreover, several of the starutes in
question (e.g, AR.S. §§ 40-285; 40-301, et seq.; and 40-360.02) require or at least
authorize severe penalties for non-compliance. Thus, it is unlikely that any ESP could
reasonably rely on the Commission’s unilateral waiver or modification of these statutes.

Whesles\PHX"395729.01
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The only prudent course of acton t0 recommend 0 the Commission would be 10 se=k
egisiatve modification of those swarutes thar are no longer necsssary or which would
estrict competition. APS has already propesed such modifications o the Joint

Legisiative Sudy Commirtes currently evaluzring siectic induse compeuton issues.
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Thank vou for the opportunity to present these additional comments. I hope the
Commission Staff will carefully consider these views and support these changes to the
Competition Rules that are so clearly required to provide meaningful cusiomer choics in 2n
efficiently and lawfully reswuctured industry.

Sincerely,

Ll ol

Steven M. Whesler
for SNELL & WILMER 1 2.
Attorneys for Arizona Public Service Company

SMW:DN

Wheeles\PHX\595729.01



Arizoma Utility
Investors Association

2100 N. Cantral, Ste. 210
P.0. Box 34303
Phoeaix, AZ 85067
Tel: (632) 257-9200
Fax: (602) 254-4300
Smail: swpr@amug.org

September 29, 1957

Lindy Funkhouser, Esq.

Chief Counsel

Arizona Corporation Commission
1200 W. Washington

Phoenix, AZ 85007

DELIVERED BY U.S. MAIL, E-MAIL & FAX
Dear Lindy:

As you are aware, the Arizona Utility Investors Assodaton
believes that the Corporation Commussion’s rule establishing
electric competition leaves a gaping hole in the regulatory
oversight of the transition to competition with regard to
municdipal aggregaton.

The final draft of the report of the Legal Issues Working
Group in Sections Four and Five purports to address issues
involving non-public service corporations. However, those
sections deal only with municipal electric utilifies and are
silent about other municipalities which may choose to offer
the same services as those reserved for Electric Service
Prgviders under the provisions of R14-2-1601, 1605 and 1606.

The rule itself ignores municipal corporations unless they are
operating electric utilities, but the Commission’s Legal
Division has asserted that munidpalities may offer services
that have been defined as competitive by the Commission,
i.e., electric generation, andillary services, metering, meter
reading and billing and collection.

This creates a serious dichotomy which should be expressed as
an unresolved legal issue. The dichotomy is as follows:

1. The foundation of the Comumission rule is that the
transition to competition will be regulated by the Commission
and that market entrants which choose to compete as Electric
Service Providers must submit to Commission jurisdiction.

Indeed, all of the pertinent language in the rule anticipates
that electric competitors will be regulated, as in R14-2-1605
which says, “A properly certificated Electric Service Provider
may offer any of the following services under bilateral or
multilateral contracts with retail consumers:” (Emphasis
added)
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2. However, the Commission is barred by the Arizona Constitution from
regulating municipal corporations and has no apparent authority to compel a
muuc:‘*ahty to obtain a Certificate of Convenience & Necessity or submit in
any other way to Commission rules and regulations.

3. As a result, cities and towns throughout Arizona will be able to aggregate
thousands of retail electric customers without following the same 'ules
imposed on other Electric Service Providers. They will be able to set prices,
aggregate electric loads, install and read meters, bill customers and establish
their own protocols without regulatory oversight from anyone who knows
anything about the eleciric industry.

4. While it's not possible to predict precisely the effect of creating a potentally
large unregulated segment of the industry, the consequences could be severe
for system reliability, consumer understanding and the conduct of a
competitive marketplace.

S. Members of the staff of the Utiliies Division who were instrumental in
drafting the competitive rule say it was always their intention to require
regulation of Electric Service Providers and not to create an unregulated
segment of the industry during the transition to full competiton.

In our view, municipal corporations should either a) be excluded from
competing in the service territories of Affected Utilities until the
Comumission has relinquished its regulation of competitive services or b) be
required by legislation to follow Commission rules and regulations
governing the transition to competition.

In R14-2-1611, the Commission purports to exclude Arizona electric utilites
which are not public service corporations from competing for sales in the
service territories of Affected Utilities. Therefore, it may be possible to amend
the rule to apply a similar prohibition to municipalities which do not
succumb to Commission jurisdicion. The other option is a statutory
enactment described previously.

In any case, the report of the Legal Issues Working Group should at least
recognize the prospect of unregulated munidpal aggregation as a significant
unresalved legal issue.

Sincerely,

7 -
.‘;! ~ i "
e
Bill Meek
President



MEMORANDUM

TO: Lindy Funkhouser, Chief Counsel, Lagzal Division
ARIZONA CORPORATION COMMISSION
FROM: Webb Crockett, Lou Stahl W
DATE: September 13, 1997
RE: Final Comments on the Report 1o the Arizona Corporation Commission

Regarding Electric Industry Compertition

The following represents final comments on the Report to the Arizoma Corporation
Commission (*Report™).

It should be noted that many of the comments previously made by the Consumers represented
herein, ASARCO, Incorporated, Cyprus Climax Metals, ENRON Corp. and the Arizona Association of
Industries, with respect to the various Drafts of the Report were not included in the Final Draft of the
Report. The Consumers are again providing their position on issues, as the representatives of a major
segment of the interested parties, as well as specific citations to relevant authority which should have
been included i the Report in order for the Commission to have a more complete understanding of the
constituticnal, statutory and legal basis for any decisions the Commission makes regarding electric
industry competiion.

It 1s respectfully submitted that the following comments be considered by the Commission in
connection with its review of the Report:

Introduction:

The Introduction does not reflect that there was often not a consensus on whether any action
should be taken at all, as well as many areas where a consensus could simply not be reached on any
particular action. For example, with respect to the proposed Constitutional and statutory amendments
requested by the Affected Utilities, some participants believe that no amendments are necessary, and,
therefore, believe no action is necessary.

The term “Consumer” should be construed more broadly than to “refer primarily to high-volume
purchasers of electric generation services.” Other consumers who would not be considersd high-volume
purchasers are also involved in the deregulation process.

Scope of the Commission’s Aunthority:

The Affected Utilities argue that the incumbent utilites have the right to 2 monopoly position due
to an alleged regulatory compact with the State of Arizona. The position of many of the consumers of
electicity, as well as other parties, 1s that mere acquisition of a certificate of convenience and necessity in

a given area does not give a public service corporation the exclusive right to provide electric service, and
7779972.1/12194 233



no property right 10 @ monopoLy may be claimed. Absent fom the discussions in the Report, however, is
any citation to the approval of the consumers’ viewpoint by the Superior Court of Arizona as set forth in
the recent decision of the Honorshie Steven D. Sheidon in U.S Wesr Communications, Inc. v. The
Arizona Corporation Commission, et al., CV 95-14284 (May 6, 1997). This is an important decision in
this area of which the Commission should be aware and which should be followed as it progresses
through the appellate system. The disposition of the US. Wesr case on the regulatory compact and
takings arguments will undoubtedly have a significant impact on the Affected Utilities’ arguments. Thus,
the citation to the U.S. West case should be noted at each juncmure where the regulatory compact is
discussed or referenced, as well as in the sections where the Affected Utlities raise the takings arguments.
(Sections 1.1,1.2,1.3,1.4,1.5,2.1,2.2.)

It should have been made clear in the Report that ARS. § 40-281 does not provide for an
exclusive and indefinite monopoly. There are no perpetual rights under Arizona law. The Arizona

Constitution makes it very clear that monopolies are disfavored, stating “monopoiies and trusts shall

never be allowed in this State...” (Ariz. Const. Art. 14, § 15) (emphasis added). This comerstone

Constitutional principle is set forth in footnote 4 on page 7 of the Report, but should be stated in the text
rather than relegated to a footnote. This principle should be reiterated in Sections 1.1, 1.2, 1.3, 1.4, 1.5,
2.1,22.

Section 1.1:

Page 3, bottom paragraph — There was not a consensus of the Working Group that (1) the
Commission must bave additional legislative or constitutional authority to promulgate the Rules; (2)
the Commission should clarify that the Rules do not affect the exclusivity of distribution services; or
(3) the Rules need to distinguish between certificates for distribution and certificates for other services.

Page 6 ~ Footnote number 3 should not be relegated to a footnote but should be included in the
text of the Report.

Section 1.2: It is mncorrectly stated on Page 10 that “The Working Group consensus is that the
Commission should consider addressing this possibility in amendments to the Rules.” The consumers
who have been actively participating in the Working Group do not agree that the Rules need to be
amended. Thus, it should be noted that “no consensus™ was reached on this section. Comments A and C
should be eliminated to the extent they state or imply that the Rules need to be amended or augmented.
The goals of Comment B, and even A and C, may be reached without amendments to the Rules. Further,
with respect to Comment B, the consumers take the position that the obligation to serve should and does
continue so long as Affected Utilities are recovering stranded costs because until such costs are fully
recovered, Affected Utilitles are being paid for their investment and for the costs of implementing

competition. Affected Utilities should not be allowed to pass on additional costs to consumers.

-2-
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Section 1.3: The tex. of Artcle 135, Secton 10 of the Arizoua Constrution should also be

nicluded in this secton. Section 10 provides: “All eiectic, wansmission, . . . corporations, for the
Tansportation of slectmiety, . . . for profit, are deciared 10 be common sarmiers and subject o conmol by
law.”

Further, under the provisions of A.R.S. § 40-332, the Commission has the power 10 order joint use
of facilities.

Section 1.5: In the final paragraph of this secton on page 14, the words “and consumers”
should be inserted after the word “Staff” in order to alert the Commissicn that others share Staff’s views
on this issue.

Section 2.1: On page 14, first paragraph, it should be noted thar more thau a single participant
agrees that the Affected Utilities should be precluded from cross-subsidizing their unregulated activites
with funds recsived from ratepayers, that accounting methods and procedures to prevent cross-
subsidization should be mmplemented, and that they should be required to pay fair market value for the use
of utility persomnel, services, and equipment used, as well as royalties for any intangible benefit gained,
through affiliation with the regulated utility. These directives should be extended to encompass any use
of the personnel, assets or credit of the utility to benefit the unregulated activities.

Section 3.1: In response to the statements in this section that utilities should be required to
expend resources in mitigation of stranded costs, some parties believe there should be no limitations on
such mitigation requirements. Rather than limit mitigation efforts to only the use of funds generated
by “traditional utility service” the Affected Utilities should be required to use any revenues that are
generated by or from the use of personnel, assets or the credit of the utility to mitigate stranded costs.
Consumers should receive the benefit of all revenues generated by the assets, personnel or credit of the
utility. Those assets, personnel and credit of the utility were traditionally devoted to serving the public,
with the ratepayers returning the investments to the corporation through rates, and any continuing
revenues from such assets, personnel and credit should be utilized to complete the return of that portion
of the investment rendered stranded by competition.

Footnote number 6 on page 17 should have the word *“duties™ stricken and replaced with the
words “legal obligations”.

Sections 3.2 and 3.3: It should be noted that there is a disagreement as to whether there is a
conflict between R14-2-1607(J) and R14-2-1607(H). Also, the Commission should be aware that the
Consumers take the position that stranded costs should be recovered from all who benefit from
competition. Under the “comment” on page 20, the words “see the discussion above” should be
stricken and replaced with “no consensus”.

Section 7.1: It should be noted in this section that some participants take the position that the

availability of two county financing is a benefit which will not be available to all participants in a

-3-
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competiive market. Recogniaag this fact, the Commission should nu. draf specific rules or make
changes to the Rules which will affirmatively foster the use of this benefit bv some participants o the
detriment of other participants. More particularly, if a corporation chooses to extend its service
territory in such a manner as to increase its costs of financing, these costs should oot be passed through
to consumers as costs. The last sentence in the second fuil paragraph on page 43 (“Another soludon is
for the Commission to include in its definition of recoverable stranded costs, any increase in financing
costs or the standed cost of any assets because of local furnishing requirements.”) shouid be deleted. If
corporations wish to take advantage of beneficial financing, they should also recognize that they must
live within the parameters of that financing in order to accept it. Corporations should be required to
weigh the benefits of the financing against its possible burdens prior to accepting it, even if some of
those burdens mean foregoing some market share.

Section 7.2: Here again, the Consumers’ viewpoint was never incorporated into the Final
Draft of the Report. To accurately reflect the participants’ positions, it should be noted that some
participants believe that solutions to the issues raised in this section are possible without amendments
to the Rules. Possible solutions may include that co-operatives simply not sell to non-members, or
make membership in the co-operative a condition of service. Still another possibility is to match the
FERC mechanism put in place to handle this financing tool. Companies should not be able to utilize
this type of favorable financing without being required to recognize that benefits and burdens must be
weighed, even if some of those burdens require a lesser market share or more limited service areas in
the competitive market. As discussed with respect to the two county financing, REA financing is
beneficial financing which is not available to all participants in a competitive market. That fact should
be noted in reviewing the Report, as well as the position that no Rules should be adopted which will
foster the use of this financing by some, to the detriment of others in a competitive environment.

Section 9.3: Further comment on this section relates to the ability of the Commission to
permit the market to determine fair and reasonable rates for services. The Commission's power to
prescribe rates is exclusive and cannot be interfered with by the legislature, the courts or the executive
branch of the state government. Pueblo Del Sol Water Co. v. Arizona Corp. Comm'n, 160 Ariz. 285,
772 P.2d 1138 (Ct. App. 1988); Southwest Gas Corp. v. Arizona Corp. Comm'n, 169 Ariz. 279, 818
P.2d 714 (Ct. App. 1991); Consolidated Water Utils., Ltd. v. Arizona Corp. Comm'n, 178 Ariz. 478,
875 P.2d 137 (Ct. App. 1993). The Commission, in operating in the regulated monopoly arena, sets
rates as a surrogate for the market because, in the case of natural monopolies or regulated monopolies,
there is no market. Regulation is an attempt to artificially duplicate the market and market rates. The
Commission is permitted wide latitude in setting rates and, by allowing the market to set reasonable

rates, those rates, by all estimations, will be lower than regulated monopoly rates. Regulation in the
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Taditional form may stll be required, and may continue under the prescat statutory and consttutional
scheme, for the operations of, and the setting of rates, charges, fess, sic. for the Tansmission and
disgibunon of electicity.

Section 9.4: The Commission shouid note at the ourset of this section that thers is substantial
disagreement over whether starutes and/or the Constitution need o be amended, and if so, what those
amendments should be, as well as the scope of the amendments, if any. Specifically, it is the position
of many interested parties that statutory and Constitutional amendments are not necessary.

Section 9.4.1 A.R.S. §3 40-281 and 282: Since distribution and rznsmission services have not

been deregulated, these statutes are required to remain in force and sffect for those services. The Rules
draw a sufficient distinction betwesn distribution, transmission and generation.

Section 9.4.6 TForeign corporations already do business in Arizona. This fact contradicts the
arguments and hypothetical issues raised by the Affected Utiliies with respect to this statute and

necessary amendments thereto.

Sections 9.4.7 and 9.4.8 A.R.S. §§ 40-285 and 40-301 et seq.: The Report should have made it

clear that it is only generation which is being deregulated and that distribution and transmission will
remain subject to regulation and control by the Commission. Additionally, reference should be made
back to the recommended statement of policy noted in Section 9.4.2, which could be designed to
adequately address the applicability and the scope of these statutes in the generation area. In addition,
AR.S. §40-285 would not apply to competitors since faciliies would not be “necessary” in the
performance of duties to the public when there are alternative providers available to the public. It is,
however, necessary to retain the limitations set forth in A R.S. § 40-285 when “necsssary” facilities are
involved. '

Section 9.4.10 It should be reiterated that it is only generation which is being deregulated, not
distribution or transmission. Thus, it is still necessary to retain the provisions set forth in A.R.S. § 40-
341, et seq. in order to allow consumers to convert overhead facilities to underground.

Section 9.4.11 It should be reiterated in this section that it is only generation which is being
deregulated, not distribution or transmission. Thus, it is still necessary to retain the imitations set

forth in A.R.S. § 40-360, et seq. with reference to siting generating plants and high voltage lines.
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Lindy Funkhouser, Chief Counsel
Arizona Corporation Ccmmission
1200 West Washington

Phoenix, Arizona 83007-29%96

Re: Comments on the Proposed Final Draft of the Report of the

Legal Issues Working Group to the Arizona Corporation
Commission

Dear Mr. Funkhouser:

By memorandum of September 35, 1987, vou submitted the proposed
final draft report of the Legal Issues Working Group to its
participants. You asked for individual £inzl comments to be
returned to you no later than Septsmber 12, 1397.

I want to congratulate you on pulling together a report that
gives a clear picture of the major issues that the Legal Issues
Working Group confronted during its deliberations. I think the .
Commission should be greatly aided by your editing effort. I
have only two observations.

First, the discussion in Section 1.1 of the “monopoly” status oI
Certificates of Convenience and Necessity issued under ZA.R.S.
Section 40-281 can easily be remedied by a clarification to that
statute similar to that done for the telecommunications industry
Of the various possible statutes in Title 40 discussed in the
report, this is, in my view, the one statute that clearly
deserves consideration for legislative change. Other problems
that have been raised probably can be more effectively addressed
after Arizona benefits from watching Califormia implement its
program beginning in January.
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Second, the unresolved discussions men

oned in several parts oI
the report concerning utilities that a
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e regulated by the



Lindy Funkhouser
September 12, 18¢
Page 2

Commission and those that ar
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T he necessary.

Zffective implementation of this program will

regquire 211 of the
Commission’s resources. Being sidetracksd by enterlnc intc this
area will not help. California saw no reason to change 1ts
current scheme and Arizona need not either. When the Commission
is finished deregulating retzil elecgtric sales, it will by then
have evidence of whether that portion ¢f the distribution
business that remains within its jurisdiction has problems or
not. There will be plenty of time then to consider cures to any
real problems that can be demonstrated through experisnce rather
than speculation.

Again, congratulations on the excellent e
this report.
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fort that has gone into
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HICINSED SOLELT IN MEXTCO:
Sepcamcexr 11, 1887
Mz . Lincdy Funkhouser

Chisei Ccumnmsel, Legal Division
1200 West Washington
Phoeni Arizona 85007

Re: Report of the Arizona Corporation Commission’s Legzl Issues
Working Group ("Reporth

o

ezr Mr. Funkhouser:

Pursuant to the agreement reached at the Rugust 28, 1857 mesting
the Legal Issues Working Group, as raflactaed in Constance
Fitzsimmons September 5, 1597 transmittal memorandum, 2C
Services ("Energy Serviceas") hereby submits its individu
comments.”

&= =En
al nf

HE _REPORT

As you ars aware, a representative of Epnergy Sexvices has
participated as both a member of the Legal Issues Working Group and
a "rspoxter” during the period of time when the Report was being
develcoed. At variocus times that individuzl has made substantive
observatlions, suggested editorizal changes and offared written text
where believed approvriate in suppoxt of the collaborative =ffor:
contemplated by R14-2-1616. Recognizing that a consensual orocess
by its wve e tl ]

ry nature cannot fully accommodzte the views of zll
1 :

concarnad, Energy Services nevarthelass be

healse ileves that the foxrm of
Report transmitted on September S,. 1$37, on balance, reprsssnts an
inclusive and £fair presentation c¢f the issues addrssssd and
arguments advanced by the participants. Accoxdingly, it has
nothing to suggest by way of addition or modificzition as of this

TEZ REQPENED PROCEEDING

As vyou are alsc awars from it active participaticn as an
Intervanor 1in the Maricopa County Superior Ccourt litigation
resulting from the Ccmmission’s issuance of Decision No. 33843 and
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Septamcaxr 11, 1887

its adopticn ©f R14-2-1501 et seg., Znergy Services beliaves chac
the Ccmmission’s actions 1n  that ragard werse within ics
constitucticnal and statutcry pcewers 2andéd  Jjurisdicticn.* I
additicn, E=nexgy Services believes such acticns we consistenc
with and 1o Zurtherance of the public intersst of the Stats cf
Arizona and 1ts residents. What is crucial for all concerned :is
for the Ccmmissicon to ceontinue to act in 1s manner du rv-g Che
transiticon To a ccompetitive environment 1in the provisicn of
electric services

Through its issuance c¢f Decision No. 60351 on August 29, 1997, the
Commission has detasrmined to recpen the electric compet:t;on
proceedin (Docket No. U-000-54-163) in order to (i) receive
prasentations and recommendations Zrom reprasentatives of each
working group established by R14-2-15601 et seq., and (ii) consider
proposed additions and/or modifications to the previocusly adopted
electric competition rules. Energy Services will continue to be an
active participant in the reopened y_oc°°dlng, and actively
supports the Commission’s indicated intention to conduct that
proceeding in an expeditious mannexr. lgnif' cant in this regard is
the following statement of the Commissio

"Because the Rules phase in competition according to an
established schedule, the Commission believes that the
rule making process should commence as early as possible
to meet that schedule." (Decision No. 60351 at page 2,
lines 1-3) (emphasis added)

By its issuance of Decision No. 59943 and its adoption of R14-2-
1601 et seg., the Commission established a framework by which
Arizona’s retail electric markets could transition to competition.
That transition is now under way. Through the reopened proceeding
provided for by Decision No. 60351, the Commission will be in a
pesition to adopt such additional measures, 1if any, as may be
necessary to assure that such transition is fair, equitable and
orderly. But, as the Commission has correctly concluded, such
"fine tuning™ does not require that the previously adopted scheduls
for implementing competition be disturbed or delayed. To the
contrary, the public interest requires that it not.

I  Energy Services also believes that no constitutional oxr

statutory changes are necessary to support or ratiomalize the

Commission’s actions. Certain parties have suggested certain
"clarifying™ amendments to va*lous provisions of Title 40 of the
Arizona Revised Statutes. nergy Services believes such changss

are unnecessary, and would orpose any proposals of that nature iZ
they entail a risk of undercutting or restricting the Ccocmmission’s
authority toc provide for competition in the xetail electric
industry.
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Residential Utility Consumer’'s Cffice
Comments on Draft of Lagal Issues Working Group

September 13, 1997

The following are he creliminary ccmments cf the Resicential Utility Consumer
Office (RUCOQ) to the Regcr of the Arizonz Certeraticn Cemmissicn’s Legal Issues
Warking Group (*Repert’). RUCQO wiil have acciticnal comments as (¢ legal matiers as
mare specific gropasals ars made and the repcris of the varicus other working greugs
are puplished.

A. Purpose of Comments
The legisiature established the RUCQ icr the follewing purpose:

"The purpose of the rasicential utility consumer office is to
represent the interests of residential utility consumers, criticaily analyzs
preposals made by putlic servica carparations to the corparaticn
cammission, develcop its own reccmmendations and present them to the
commissicn.”

Laws 1687, Ch. 222, Sec. 1.

The statute expands an the purpose of RUCQ by giving its Director the power to
participate in utiiity rate cases and other proceedings cf the Arizona Corpaoration
Commissicn (*ACC") affecting residential ccnsumers. The statute states:

*A. The director may:

1. Research, study and analyze residential utility consumer
interests.

2. Prepare and present briefs, arguments, proposed rates or orders
and intervene or appear on behalf of residential utility consumers befare
hearing officers and the corporaticn cemmissicn as a party in interest and
also participate as a party in interest pursuant to Secs. 40-254 and
40-254.01 in proceedings relating to rate making or rate design and

-involving public service corparaticnis . . .7

AR.S. § 40-464.
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B. General Comments

Thne Report continuaily discusses issues 2nc cerncams of the *Consumer.” Cn
osge 1 of the Repaort, “Consumer” is defined as referming “primarily to high- vou_r’*e
purcnasers of eleciric generation services.” Whiie RUCQO is cencamed with thi

‘Caonsumer,” RUCO’s primary caencsm is cn cenaif ¢f residental utility consumers.

The Report does nct directly address issues ¢f grimary impertance to the
resicential consumer of electricity. The majer issue {o residential consumers is the
provision of uninterrupted, universal electic cewer at ihe lowest pessitle rates.

The intreduction of the salutary concept ¢f camgetiticn in the provision and sale
of generation cf slectricity cannot be allowed {c leave even a moments gap in the
assurance of uninterrupted, universal eleciric power zat the lowest passible rates.

The Repcrt has not addressead the legal asgects ¢f providing uninterrupted,
universal sleciric power at the lcwest passitle rates, cr the legal mechanisms which
might allow residential consumers to participate in the market for lower cost generaticn,
billing and callection, metering and meter-reading servicas. Tnese issues remain to te
resolved. RUCQO is advocating evidentiary hearings pricr to any additional rule making
so all parties may presant their positions on a *level playing field.” It is clear from the
Report that liftle consensus was reached by the legal working group; a similar situaticn
exists with the other working greups. An evidentiary recerd will provide the cocmmissicon
with a solid basis for any maodifications, additions cr corrections that may need to te
made to the Electric Retail Competition Rules. Such evidentiary hearings are

cmpelled by the omission of any meaningful legal anziysis in the Repoert related to the
assurance of uninterrupted, universal electric power at the lowest passibie rates.

C. Sections 1.2, 1.4 and 8.5

Sections 1.2 and 1.4 address legal issues related to the ACC's ability to requirs
utilities to be the “provider of last resort” and the atility to regulate providers of
generation services who are not currently regulated.

For residential consumers, there must be z provider of last resort. Certzin aress
cf the State, by virtue of an area’s rural character, topcgraphy, low densities ar other
reasons, may not be attractive to providers of generaticn services. Again, there can te
na doubt that each residential consumer in Arizcnz shall be served in an efficient and
low ccst manner with eleciricity at that consumer's heme.
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Sec:icn 3.5 acdresses rescurce zianning (Ssues. |
uninterructed, universal servics zpclies o any ciscussicn Cf TUILres |
that the genercticn resgurcss ars avaiiabie 1€ ncrcle the fuwrs 1eec’
of Arizcra. While the natural squilibrium of the markstpiaces wiil likely sausty Lh
availapiiity of generaticn rescurcas in the long temm, it s necsssary that centinual
review te uncertaken in the shcrt term e insurs that resicential ccnsumers nave
resourcss available.

Various mechanisms should be sxamined ¢ encoursge comeetiticn among
providers for the residential consumers as custcmers. These mechanisms ars the
crovince af other working groups. The ACC will te required ¢ make & finai
cdetermination on these mechanisms foilcwing recommenczations frem warking groups.
Presantaticn of evidence may also be necsssary for the ACC o make 2 reascned
ceterminaticn as ic the mechanisms that will ce available to the residential ccnsumer.

D. Sections 5.1 and 8.1, Stranded Costs

A troad examination of the existences and quantificaticn cf strancded ccsts must
be undertaken. The parties to such an ingquiry must be reguired o sxamine and
quantify any such casts which might Ce attributable tc the residential cansumer. No
levy of stranded costs cn the residential consumer can te zllowed without a procass
that allows residential consumers to meaningfully participate. The residential
consumer must have the oppertunity to advocate for its pesition in an evidentiary
groceeding.

RUCQO agrees with Staff that concepts such as “mitigaticn” are well defined in
ccdies of law such as commercial lease law and such bedies of law shaould te
examined to determine precise analogies ta the anticipated proceedings when stranded
casts are alleged. Two examples point out availability of such other bodies of law. In
Corrigan v. City of Scottsdale, 149 Ariz. 538, 720 P.2d 513 (1S88), certicrari denied 107
S.Ct. 577, 479 U.S. 986, 93 L.Ed.2d 580, the Arizona Supreme Ccurt set out 2 -
standard far measuring damages which may have accrued as a resuit of a tempcerary
taking, a concept quite similar to a stranded cost. Such a test, which locks to the
overall economic consequences of the action in guestion, is an analogaus situation
which assists in understanding a stranded cost issue ar claim.

*Recognizing this problem, we feel the test acoroach is not to reguire the
applicaticn ¢f any particular damage rule to all temporary taking cases.
Instead we hold that the proper measure of damages in a particular case
is an issue to be decided on the facts of each individual case. ltis our
intent to compensate a persen for the losses he has actually suifered by
virtue of the taking. . . . The dameages awarded and the way to measure
those damages thus may be adapted to ccmpensate the party . . . fer his
actual lesses.
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We smpnasize, however, (Nat nc mater wrat meas
is zppropriate in & given case, e award must anjy ¢
damages. Such aciual damages must Ce pravacie © 2 reascnacle
cartainty simiiar to common law tct camages. (Citaucn cmitted) This
aporoach will compensate for losses sctually sutiersc while aveiding the
threat of windfalls . . . .
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14C Ariz. at 5434,

The concapt of mitigation is likewise well dccumented in Arizena law:

“The party injured by a breach ¢f contract has a cduty {0 take reascnable
steps to avoid the consequencas cf known injuries.  Coury Sres.
Ranches, Inc. v. Ellsworth, 103 Ariz. 513, 518, 448 P.2d 453, 461 (1£63);
Fairway Buiicers, Inc. v. Mzlour Tcwers Rental Co., Inc., 124 Ariz. 242,
255, 803 P.2d 513, 526 (App. 187S); Barnes v. Lcpez, 25 Ariz.App. 477,
481, 544 P 2d 694, 588 (1978). Tne party in breach has the turden of
showing that mitigaticn was reascnatly gossible, tut was not reasanably
attempted. Fairway Buiiders, suprzg, 124 Ariz. at 252, 803 P.2d at 526.
Whether the duty is violated is a question of fact. 124 Ariz. at 288, 803
P.2d at 528.

Ncrthern Anzona Gas Service, Inc. v. Petrolane Transport, Inc., 145 Ariz. 467, 477, 702
P.2d 656 (App. 1584).

c.

Other applicable concepts and law will apply to the sitrancded cost anzalysis.

Conclusion

RUCQ is hopeful that the advent of competiticn in generation, billing and
collection, metering and meter-reading services wiil te a benefit to the residential
consumers of Arizona. RUCQO, however, is concemed that the competition to provice
electricity to large users may harm the residential ccnsumer. All legal analysis should
commence with the premise that the provisicn of uninterrupted, universal electric pcwer
at the lowest possible rates is the comerstone of the new comgetitive market and the
reguiations of that market.

The lack of a consensus shown in the Regort and the incefinite nature of many
cf the proposals coming frem the varicus werking greups, paints to the need to be ever
mindful of the interests of the residential censumer. It is RUCO’s position that
evidentiary hearings are essential for the ACC to resclve the numercus issues for
which no consensus can be reached. The protecticn of universal, lcw cost electiric
service for the residential customers will best te effectuated through a process that
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zilows zll parues. including he consumer 2dvocaies, 0 Srovice e cempiete r3¢arg
ucen wnica the ACC can base the difficult cecisicns it must make.



SRP
Supplement to
Report of the Arizona Corporation Commission’s

Legal Issues Working Group

The Salt River Project Agricultural Improvement and Power District (“SRP”) submuts this
supplement to the Lagal Issues Working Group report for the purpose of addressing
specific legal issues which may apply to the partcipation of public power entites such as
SRP in a competiive market.

Introduction

SRP is a governmental entity (an Arizona agricultural improvement district) which
provides electric power to its customers and, through the Salt River Valley Water Users
Association, water defivery services to shareholders. As a pubiic body, SRP represents
the interest of its consttuents and makes its varicus comments in this regard. SRP and its

customers support the transition to competition and are commuitted to bringing
compettion to Arizona quickly and effectively.

As a governmental entity, SRP is not regulated by the Corporation Commission and is not
subject to the competition rules. However, SRP has actively participated in these
proceedings in order to lend its expertise in a positive manner and to coordinate SRP’s
transition to a competitive market with the efforts of the Corporation Commission.

In the spirit of promoting a fast and effective transition to a competitive market SRP
makes these specific comments ta the sections of the report:

1.1 No comment.

1.2 No comment. -

1.3 Under the Rules distribution systems will remain regulated. Under the Rules the
distribution utility will receive a just and reasonable return on distribution syster
investment, probably using traditional rate making principles. There is no issue of a taking
where prices are properly set. The Commission has always had the authority to order a

regulated utility to wheel the power of another provider. See e.g. Arizona Constitution,
Art. 15, § 10; ARS. § 40-332.

1.4 No comment.

SRP Comments
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1.2 SRP supports any reasanable step 1o “streamiine” or siminzie unnecessary
elements of regulanion.

2.1 Thus point addresses unlity and nen-utifity acdvites bv the same Afected Udlicy,
and deals with the argument the udlity status somehow gives the ugiity an advanrage i
competng in other markess (e.g. heatng and air condidoning). SRP cpposes any new
regulation which would limit competition.

2.2 SRP agrees that in a competitive market place there may be cartain proprietary

s b
information which should be kept confidential, as long as the sublic has fuil access o that
informaticn which remains relevant to those aspects of the indusary which remain
regulated.

3.1 A number of methodologies have been suggested to recover stranded costs. SRP
continues to work with other participants to explore the varicus methodologies.

3.2 No comment.

3.3 SRP supports a future charge, per kWh or per kW, levied on all customers. SRP
does not support an exit fee. SRP believes that this is a fair way to assess the costs of
transition to competition to those customers who will benefit from compettion. SRP also

advocates a rate cap so that prices should be no higher than they are now, with no
“dampening” of demand and reliability.

3.4-3.7 No Comment

4.1 No Comment

4.2 SRP supports the elimination of unnecessary regulation, inctuding aspects of the
affiliate interest rules which do not directly relate to unregulated parts of a business.

4.3 In general terms this section deals with the irrational fear of the investor-owned
utiiities that public power entities such as SRP will be more effective competitors. Called
the “level playing field” argument, this is a non-issue.

Historically customers have always had the choice of public power. In other words,
customers could always have chosen (either through local governments or with legislative
authority) to “municipalize” the provision of electricity. This “competition”™ has always
acted as a “market” control on the businesses of the investor owned utilities’.

" As has the option of private power served as a competitve force on public power.

SRP Comments
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As we move toward grearer customer cheice, it would se counter-intuitive to limit the
choice of public power. As before, pubiic power wiil be 2 marker force in pushing th
marxet toward greater efficiencies and innmavauon.

In making their arguments the investor-owned udiities fail into the trap of assuming that
public power has their same motivatons. Public power is owned and controlled by its
customers. It has no stockholders demanding greater profits. Thus, public power is not
mouvatad to expand its profits by taking the business of the investor owned urlities. Its
MOUvVanon is to serve its customers by operating its business rationaily and efficiently.

Under competiton, prices will be set by the market. The historic cost structure of any
comperitor, and there are many differences, will have no relevancs to market price.
Instead, the market will set prices based on marginal cost, as in any other industry.

4.3.1 No comment

4.3.2 Public power, and SRP in particular, does not nesd an intergovernmental
agreement to participate in competition. The purpose of the IGA is to provide a
coordinating mechanism between deregulation by the Corporation Commission and the
voluntary traasition to market competition in the service territories of public power
entities. The IGA will not subject SRP to Corporation Commission regulation, nor will it
subject the Corporation Commission to SRP regulation. The entities will simply agree to
coordinate their respective activities, basically to promote consumer understanding and
acceptance, statewide, during the transition process.

4.4 No comment.

51 No comment

S.2 The relationship between pubic power and investor owned utilities is addressed
under paragraph 4.3 above.

6.1 ~-6.4 No comment

7.1 The “two county rule” provides advantages to certain investor owned utilities. As
with the other “level playing field” arguments, it is irrelevant to the issues at hand.

7.2-7.4 No comment

8.1-82 No comment
9.1 No comment

9.2 No comment

SRP Comments
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9.3.1 There is no need tc amend the Arizonz Consumution. Those advocaung

amendment are simply promoung delay in the transidon 10 compeunion.

The suggestion that the customers of governmental, pubiic power, enuues should be
subjected to additicnal regulation through the Corporaton Comrmussion is silly. We are in
the process of deregularion, not more regulation. The scle reason for Corporation
Comuussion regularion of investor owned utiides is to keep the investors (sharzholders)
from abusing the moneopoly positon granted t0 them. This concept is recogmized in the
consututon of Arizona, as it 1S in almost every other state.

~
~ .

The real mouvation for this suggestion is that the investor owned utilities wish ¢ prote
themselves against competition by subjecting other utilities to their same reguiatory

burdens. The answer is not to increase reguiation of others, but to reduce unnecessary
regulation by the Commussion.

9.4 SRP strongly advocates a minimalist approach on legisiative change. The goal

should be to implement competiticn quickly and effectvely. Any activity which might
slow down the process should be avoided. For this reason SRP advocates only two
legislative items at this time. These are to solidify the Commission’s general authority to
implement its rules, and to deal with the changes in state tax revenues which might happen
in compettion. SRP is also receptive to changes that would, in general, streamline or
eliminate unnecessary elements of regulation. Any other change should await the

implementation of competition, where the nesd and details of the change will be better
known and understood.

\
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FINAL CCMMENTS QF
SOUTEEZERN ARIZCNA MECHANICAIL CCONTRACTORS ASSCCIATICN TO
PROPCSED FINAL DRATT OF LZGAL ISSUES WORXING GRCOUP REPCRT

This document constitutfss <The Southern Arizonaz Mechanical
ContracTtcrs Assoclaticn’s ("SaMCRX”) IZinal ccmments To the proposed
Zinal draZt of the Legal Issuss Werking Group raport to the Arizona
Corporaticn Commission, and is zresanted by SAMCA’s lagzal counsel
uncersigned. SAMCA's finzl commenits ars specifically addressed to
Secticn £.4.14 cf the Working Group Report.

I. WEAT IS SAMCA

SAMCA was formed in 1987 to provide reprassentation and mutual
assistance to air conditicning, heating and refrigeration
contracters 1in Tucson in identifying and preventing unfair
competition from utilities. SAMCA currently is 86 members strong
and 1tTs members derive <from severy facet of the mechanical
contracting industrv. The majorityv of SAMCA members are Arizona-
licensed contractors. Those contrzctors compose 68% of SAMCA’s
total mempership. An additiocnal 18% of SAMCA members are suppliers
cf alr conditioning, heating and refrigeraztion equipment. The
remaining members ars various service companiss who provide support
to the mechanical contracting industryv.

2. THE PROBLEM OF CROSS-SURSIDIZATICN

Even though the electric utility industry in Arizona may be
“deregulating,” the distribution of electricity to retail customers
will remain a monopely created and protected by state law and
regulated by the Arizona Corporation Commission (“Commission”).
The Commission will continue to determine both the rates the
utitities are to charge. for distribution and the profits to be
derived from such distribution.

There has been much discussion within the Working Group about
recovery oi the “stranded costs” of the utilities which will result

from dersgulation. Wnile tThe utilities must make reasoconable
efforts to mitigate these stranded costs, some stranded costs will
necessarily exist. Some members of the Working Group have

expressed their belief that one of the preferred methods of
stranded cost recovery is to alleow the utilities to compete freely
in nonregulated markets, such as appliance retailing and servicing.
When the utilities enter such businesses, they find themselves in
head-to-head competition with small and loczlly-owned indspendent
businesses.

The entry of utilities into markets traditionally dominated by
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locally-cwned, smal pencent Dropristors nhas The <distincs
TCSSIZ1l1Tv ol creating unfair competition in which such Dusinesses
arz unarcle to affzctively compets against the lzrger, oZetter-
financad utility or utility-affiliatsed competitcor. This situation
is ccmepcounded further 1f utilities zre allcowed o subsidize and aid
Their ncnregulated acb;wities Wwith Troilts, servicss and acdvantages
obtainsed and afdul* through their regqulated acziviiiss. Sucnh
“cross—subsidization enakles the utility affiliatss te offer
producits and services below their rezl markst value. Unchecked
cross-subsidization will eventually ZIforce tThe loczlly-cwned,
indercendent businesses cut of the market.

Cross-subsidization can take many forms. Severzl examples are
as focllows:

(1) A utility’s nonregqulated zaffiliate can at no
cost enclose promotional materials in the monthly ut
so deing, the nonresgulzated business has i
substantially reduced its operating costs and received an 2normous
competitive advantage in the market

\ Lt lity maintains a wealth of information on consumer
e and other market chara eristics which may be
readily available to its nonregulated a‘fWIiate to be used as a
valuable marketing tool. Small, independent businesses do not have
access to such important marketing information.

D
2.
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(3) A utility may offer 1its nonregulaged affiliate or the
customers thereof below-market interest rates and extended pavment
plans on products and services. uch financing arrangements are
usually cost prohibitive to small businesses, therebyv vlacing them
at a competitive disadvantage.

(4) A utility may provide loans, loan gquarantees or other
financial subsidies to assist the business vwventure of 1its
nonregulated affiliate in getting off the ground. Small businesses
do not have such a ready source of financing.

(5) Because of economies of scale, a nonregulated utility
affiliate may be able to bypass the normal distribution channels
and buy direct Irom manufacturers at favorable prices, placing the
independent businesses at a competitive disadvantage.

(6) By using the utility’s name and logo, the nonregulated
utility affiliate has instant recognition in the marketplace, which

is something competitors must work for many vears to achieve.

Moreover, such name recognition may lead to unjustified consumer
confidence.

2 of 4
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(8) Nenresgulatad aifiliztes may share ofZicse spacs with the
utility either zent Irse or a2t a discount tTo the Zfz2ir marketT rantzl
rate. Rent or ownership pavments constitute a sutstantial overhead
expense for small rtusinesses.

(¢) An array o¢f utilitv-develcoped compuiesr and office
technology may be available to subsidize the esffcrts oI the
nonregulated utility affiliate.

(10) The nonregulated a:fillaua may nhave the use of utility

al departments, and
managerial talent at no COSL, while such services are very costly
to independent businesses.

Thus, small, independent service providers .in the competitive
market stand to be severely prejudiced and ultima *eTy harmed 1ZI
nothing 1s done te prohibit or control cross-subsidization. Iz
utilities are to be permitted to engage in nonregulated activities,
they should be required to do so on a level plaving field, without

)

b

-

the many competitive advantages which may be gained through their
utility affiliations.

3. PREVENTION OF CROSS—-SUBSIDIZATION

Arizona has no existing legislation which prevents unfair
cross-subsidization. The Commission’s affiliated interest rules
are inadequate to prevent cross-subsidization and its devastating
effects on small businesses. Those rules merelv prohnibit utilities
from entering into transactions with their affiliates unless they
open up their books to the Commission for review. There is nothing
contained within said rules which actually prevents cross-—

subsidizalion by utilities. Under the current rules, utilities and
LhElr nonregulated a;;lliates may share costs, marketing
information, emplovees and equipment; and the aff'TlaLes may enjoy
the benefits of the utilities’ financing capabilities, economies of

scale and name recognition.

h
'h ).

The easiest and most effective way of preventing cross-
subsidization is to enact a new rules to replace the affiliated
interest rules which would completely separate utility and
nonutility business activities. SAMCA submitted a draft of its
proposed rules to the Working Group. This separation of activities
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WCULL 2void the preblsams of identifving and proverly allccating
CosTs Wwnich 2re associated with diffsrent and unrslatad activitiss
2 comoi separaticn &alsc prevents utiligy affiliaztes Iro
racel Zair ccmpetizive advantages, such as name recognition,
logo custcmer DpDase and a :eadily—avallaole technical
exoertTlis Separating activities is the snmc est and suresst wav Tc
avoid & problems. A complete separation would ensurs that
utilizias pursue competitive venturss on 2 stand-zlone Lasis.
Utilities should only 2e permittad teo provide uzility service, and
21} nonutility activities should be conducted by zffiliaztes without
the acdwvantages oI cross—subsidization
4. TEZ _WORKING GRQOUP’ S REPORT

Section 8.4.14 of the report statss, in part, that a2 majority
of the Working Group kelieves that the Comm;ssion has “sufficient
Jurisdiction currently To prohibit any unfair cross-subsidization
and/or that prohibition of non-regulated activities woculd be
inceonsistent with the move generally to competition.” As SAMCA has
repeatadly brought to the attention of the Working Group, such a
statement about the beliefs of a ™majority” of the working group
contradicts the wr?tten record in this matter. Therefore in
SAMCA’ s view, the proposed final draft of Section 9.4.14 O' the

report dces not accurate y reflect the views expressed by concerned
members ¢ the Working Group.

5. CONCIUSTION

The restructuring of the Arizona eleciric utility industry
involves issues of vital ilmportance to SAMCA. SAMCA believes the
Working Group’s report fails to address important issues which will
seriously affect the competitive market. New Commission rules or
legislation, or both, will be necessary to adequately protect third
party victims, such as SAMCA and its members, from harmful fallout
eminating from the dersgulation process.

I respectfully submit these comments on behalf of SAMCA this
10th dav of September, 1997.

Sincerely,
o]

S P B\

Steven M. Banzhap
BANZHAF & WATKINS
Attorneys for Southern Arizona

Mechanical Contractors Association
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September 11, 1887

Lindy P. Funkhouser, £sq.
Arizona Corporation Commission
Legal Division

1200 W. Washington, Room 230
Phoenix, AZ 85007-2827

Re: Legal lssues Working Group - Final Draft Report

Dear Lindy:

Again, | want to thank you very much for the opportunity to participate in
the Legal Issues Working Group and to review the Finai Drait Report. The City
of Tucson offers the following comments to the report.

The report seems balanced in that it presents the points of view that the
various participants expressed without making judgments regarding the
correctness or incorrectness of such paoints. Several of the issues will
undoubtedly be affected by the determinations of the pending lawsuits and we
do not believe comments on these issues would be helpful at this time.

The City agrees with those participants who oppese any amendment to
the Constitution that would impact or compromise the municipalities’ rights to
regulate their own municipally owned utilities. All avenues to implement the

spirit of the rules should be explored before any such constitutional amendment
is suggested.

The sections relating to FERC and federal issues illusirate the complexity
of this area and although the City has ne specific recommendations, it is feit that
many of these issues will be sorted out as the rules become implementad.



Lindy Funkhouser
Septemper 11, 1997
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The City looks forward to working with the Commission, the Commission
staff, and other participants in the implementation of these rules and any
consequent changes and medifications.

Sincerely,

Loretta Humphrey
Principal Assistant City Attomey

LH:r

i\tworkiriffunk.doc
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Tucson Eiectric Power Company

Mai Steo 08243
220 West Sixih Strest
20 Box T11
Tucson, Anzona 85702

September 23, 1997
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Chier Counsel

Arizona Corperauon Comrmussion
1200 West Washington

Phoenix. Arizona 35004

Re:  Legal Issues Working Group Final Report

Dear Mr. Funkhouser:

At vour invitaton, Tucson Electric Power Company (“TEP™), bv this letter,
provides an overview of its comments to the Final Report of the Legal Issues Working
Group that has met regarding issues related to competition in the retail electric industrv in
Arizona. TEP recognizes that the Final Report is the product of manv hours of
coordination and correlation by you, your staff, the Reporters and other members of the
Working Group. During the Working Group sessions many viewpoints were expressed
and debated, and as the Final Report reflects, little agreement was reached. You and vour
staff are to0 te commended for providing the environment where these discussions could
occur and for developing the Final Report document.

TEP’s substantive legal concerns with the Competition Rules are well
documented. TEP has stated its position on these matters in the record of the
Competiton Rules’ docket and during the workshop sessions. Without repeating each of
those concerns in detail, TEP notes that none of them are resolved by the Final Report.
TEP believes that given the time and effort that has been devoted to the legal workshops,

the Final Report should set forth recommendations to amend the Competition Rules.

Specifically, there were no recommendations proposed on such matters of legal
significance as: (a) the Commission’s authority to enact the Competiton Rules and
redefine certificates of convenience and necessity; (b) an Affected Utilitv’s obligation to
serve cusiomers in a competitive environment; (c) legal standards for the mitigation and
recovery of standed costs; (d) rewrites of the sections of Title 40 that are necessary in a
competitive environment; and (e) the regulation of non-public service corporations (such
as SRP and the tribal utilities) that indicate an intent to compete with public service
corporaticns. Without a resolution of these important issues, the Comretition Rules will
continue to deny Affected Utilities the due process that they are entitled to.



Now that reports from other working groups will be fiiec n the near furure, TET
would recommend that the Legal Issues Working Group be continued o study the legal
ramifications of such reports and the recommendations thersin. Perhaps in this context,

specific legal recommendarions could be made as the Comperition Rules are interprete
and/or amended.

As always, TEP is willing to work with the Commission and Staff 10 address and
implement positive changes to the Competition Rules. TEP continues in its support of
competition and in its commitment that any such competton must be squitable and fair.
TEP believes that by including sound recommendations for appropriate changes to the
Compeuton Rules in subsequent reports, all of the parties will be aiding in the
implementation of compettion in Arizona.

. .
Sincerely, n

2.0 )42

Bradley S. Carroll
Counsel, Regulatorv Affairs





