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Arizonans for Electric Choice and Competition ("AECC") hereby submits this

Response ("Response") to various questions posed by Commissioners on retail electric

competition, as compiled by Arizona Corporation Commission ("Commission") Staff in a

memorandum dated October 9, 2019 ("Memorandum"), in the above-captioned docket.

While the list of questions and issues included in the Memorandum appear at first

glance to create a level of complexity that merits the Commission holding numerous

workshops, studies and stakeholder meetings, AECC asserts that much of the groundwork

for implementing a well-thought transition to electric retail competition is already in

place. As will be discussed in more detail herein, there are no legal impediments that

prohibit the Commission from adopting a regulatory paradigm that incorporates

competitive markets and customer choice in the electric industry, but rather only legal

requirements that, according to the Phelps Dodge! decision, can be met through a

properly designed regulatory scheme consistent with the Arizona Constitution and

Arizona statutes governing public service corporations.
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If ,

There is also considerable debate on how electric retail competition might affect

residential customers. W hile AECC supports consumer choice for all classes of

customers, it also recognizes the prudcncy in crafting a regulatory scheme that allows for

an orderly transition to competitive markets. As such, Commission Staffs original

proposal to limit direct access to larger customers can strike that balance as the

Commission further explores how customer choice can be expanded for smaller

commercial and residential customers, and obviates the need to establish a regional

transmission organization ("RTO") at the outset to facilitate full direct access.

however, the Commission chooses to push forward with full retail access, AECC contends

that the Commission will continue to play an important role in the integrated resource

planning process, as well as consumer protection, as properly certified Electric Service

Providers ("ESPs") will still be subject to Commission jurisdiction and oversight.

AECC appreciates the opportunity to file this Response. The electric industry is

undergoing considerable change, and the new products and services spawned by

technological progress is much a reaction to consumer demand, and best developed and

nurtured through competitive markets. Indeed, as Arizona seeks to increase economic

development within the state, the ability for large customers to take more control of

energy management will create opportunities that otherwise are only enjoyed in those

states that have adopted some form of retail electric competition.

DISCUSSION

A. Regulation Model/Legal issues

i . Arizona Statutes Support a Competitive Market.

Concurrent with the adoption of the initial Electric Competition Rules by the

Commission in 1999, the Arizona Legislature passed A.R.S. § 40-202(B), which provides

that: "It is the public policy of this state that a competitive market shall exist in the sale of
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l electric generation service." The Legislature confirmed the Commission's authority to

"transition to competition for electric generation service" without requiring the

promulgation of regulations via a formal rulemaking, and set forth certain conditions

relating to the transition. A.R.S. §40-202(B).

i i . Is retail electric competition viable in light of the Court of Appeals decision in
Phelps Dodge Com. v. Arizona Elec. Power Coop.. 207 Ariz. 95. 83 P.3d 573

there other legal impediments to the transition to and/or(App. 2004w Are'
implementation of retail electric competition.

In 2004, the Arizona Court of Appeals issued a decision commonly referred to as

the "Phelps Dodge" Decision. (Phelps Dodge v. Ariz. Else. Power Coop., 207 Ariz. 95,

83 P.3d 573 (App.2004)). The Court of Appeal's holding in the Phelps Dodge case has

been widely misconstrued as one finding the Retail Competition Rules ("Rules")

unconstitutional. This is simply not the case.

In Phelps Dodge, the court determined that only one specific rule [RI4-2-161 l(A)]

was unconstitutional on its face because it allowed the competitive market alone to

determine just and reasonable rates. Although the Court in Phelps Dodge held that a

provision in the Rules relating to the setting of rates (A.A.C. § l4-2-l6l 1(A)) was

unconstitutional, the Court stated that "The remaining Rules, however, can be applied in a

manner consistent with the Constitution." ld. at 109, 587. In addition, the Court

determined that the Rules were independent of the unconstitutional provision and were

"enforceable standing alone". Id at 110, 588. The Court severed the provision and left

the remaining Rules intact, stating that "the remaining Rules arc workable and can

therefore continue to exist intact". ld at l l l. 589.

a. Market Rates

R14-2-161 1(A) states that "Market determined rates for Competitive Services, as

defined in R14-2-1601 shall be deemed to be just and reasonable." In Phelps Dodge, the
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1

of rates.

court found R14-2-l6lI(A) unconstitutional because the Commission was essentially

allowing the market to exclusively set rates, thus abdicating its responsibility under

Article 15, Section 3 and Section 14 of the Arizona Constitution. That responsibility

includes the requirement to ascertain the fair value of an electric providers' property

within the state, as well as considering the interests of consumers and providers in setting

just and reasonable rates. Adhering to the precedent established by the Arizona Supreme

Court in US West Communications, Inc. v. Arizona Corp. Comm 'n, 201 Ariz. 242, 34 P.3d

351 (2001), the Court held that while the Commission was required to ascertain and

consider a competitive provider's fair value of property located within the state when

setting rates, it retains "broad discretion in determining the weight to be given that factor

in any particular case."

To the extent necessary, R14-2-161 l(A) could be modified to provide for a range

However, because the requirement to ascertain fair value is a constitutional

mandate, the Commission can fulfill its duty absent a specific rule in the process of

granting competitive CC&Ns to ESPs, and consider fair value as one of many factors

when establishing a range of rates that a provider can charge for retail electric service.

Phelps Dodge Is intact the Commission's ability to establish a range of permissible

rates.2 The Court held that "Nothing in the plain language of Article 15, Section 3

requires the Commission to prescribe a single rate rather than a range of rates." Id. at 109,

587.3 Indeed, the Commission has the discretion to adopt various approaches to fulfill its

functions "as long as the method complies with the constitutional mandate and is not

arbitrary and unreasonable." Arizona Corp. Comm 'n v. Arizona Pub. Serv. Co., 113 Ariz.

368, 371, 555 P.2d 326, 329 (1976).
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3 See also A.R.S. §40-368, which allows the Commission to establish a sliding scale of charges and rates.
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b. A.A.C. R14-2-1609(C)-(/); R14-2-1615(A), (C)

A.A.C. R14-2-1609(C)-(J) established the requirement for Commission-regulated

transmission and distribution owners in Arizona to provide non-discriminatory access to

competitive electric service providers, so that they could effectively market generation

services to retail consumers. The Court held that the Commission was without

constitutional or legislative authority to promulgate R14-2-1609(C)-(J), and declined to

infer any grant of authority for the Commission to interfere with the management

decisions of Affected Utilities. However, invalidating this portion of the Rules does not

render the remainder of them inoperable, open access to transmission and distribution is a

matter of federal concern regulated by the Federal Energy Regulatory Commission

("FERC").

FERC Orders 888 and 889 require all public utilities that own, control or operate

facilities used for transmitting electric energy to file "open access non-discriminatory

transmission tariffs," as well as establishing an open access internet-based system

("OASIS") for obtaining transmission service. Simply put, the federal scheme established

by FERC to facilitate the movement of electricity among markets supplants the

requirements established in R14-2-l609(C)-(J), and the need for non-discriminatory

access. Furthermore, the protocols established by the AZISA on file with FERC can

facilitate direct access in the absence ofRl4-2-1609.

Likewise, R14-2-1615(A) and (C) - which required Affected Utilities to divest

themselves of generation assets - are not needed in order for retail electric competition to

work in Arizona. In many states with competitive markets, incumbent utilities continue to

own and operate generation assets as part of standard offer service. Investor-owned

utilities might wish to divest themselves of generation assets in a competitive market, but

doing so voluntarily is not the same as being required to by rule, which the Commission is

without authority to do.'* Furthermore, since Phelps Dodge upheld the validity of A.A.C.

4 Further, APS and TEP have been granted waivers to the invalid divestiture requirement in the Rules.
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R14-2-1616 [Code of Conduct], the Rules already contain a mechanism to address market

power and cross-subsidization issues in the event any investor-owned utility chooses to

participate in the competitive market through a competitive affiliate.

c. A.A.C. R14-2-1603, 1605, 1610, 1612, 1614, 1617

This portion of the Rules was declared invalid simply because the Commission

failed to obtain the Attorney General's certification, as required under the APA. In fact,

the court in Phelps Dodge was persuaded that "remand to the Commission with

instructions to submit the invalid rules to the attorney general is more appropriate than

vacating the entirety of the decisions approving the Rules." In fact, the court said it best

when it found that "No reason appears why the Commission must repeat the process of

crafting rules rather than simply allowing it to now submit the invalid provisions to the

attorney general for the review required under the APA." Phelps Dodge at 126, 604.

AECC agrees, noting like the court in Phelps Dodge that repeating the entire process to

craft rules which have already been vetted to the extent the Rules have is not necessary.

i i i . Impact on Electric Providers.

a. How Will Retail Electric Competition A c! Public Power Utilities,
Cooperatives cmdfederol controlled trasnmission systems?

The Arizona Legislature passed legislation in 1998 which enabled public power

entities, such as SRP, to transition to competition in electric generation service. (A.R.S

Sections 30-801 to 30-813 - "Electric Power Competition"). A.R.S. Section 30-803 (A)

provides: "Public power entities may participate in retail electric competition statewide

and shall open their entire service territories to competition to electricity suppliers

certificated by the commission pursuant to Section 40-207 and to providers of other

services." [Emphasis added.] Moreover, A.R.S. Section 30-802 (A) further provides in

part "... Public power entities and the commission shall coordinate their efforts in the

transition to competition in electric generation service to promote consistent statewide
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l application of their respective rules, procedures and orders."

Thus, reinstatement of direct access by the Commission would have implications

for SRP. AECC supports the reinstatement of direct access service in the SRP service

territory. The Commission's current retail competition rules apply to electric power

cooperatives under the Commission's jurisdiction, which are named as Affected Utilities

in R14-2-l60l(l). AECC recommends continuing this applicability. The reinstatement

of direct access service in Arizona is unlikely to have any material implications for

federally-controlled transmission systems.

e.

b. Divestiture of Generation Not Required for Reinstatement of Direct Access

The reinstatement of direct access service does not require divestiture of generation

assets by regulated electric utilities. Although retail electric competition can be

accompanied by required divestiture of generation assets, divestiture is not a necessary

component of allowing direct access to proceed. For example, Michigan and Oregon each

permit direct access without requiring divestiture of utility assets. In both of these states

direct access service coexists with state-regulated cost-based utility service.

Stranded Asset Costs

Stranded cost has received considerable attention from the Commission in the past.

Subsequent to the adoption of the Retail Competition Rules by the Commission in 1999,

hearings were held for the recovery of stranded costs by Affected Utilities. Affected

Utilities were permitted to recover any stranded costs resulting from the implementation

of retail electric competition in Arizona. The costs of the transition to retail electric

competition are typically placed into two general categories: "stranded" cost and

compliance/implementation costs. Stranded cost generally refers to that portion of the

embedded cost of utility-owned fixed generating assets that is rendered uneconomic as a

result of retail competition, i.e., it is the difference between "cost" and "market"
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Stranded cost is defined in R-2-l601(40) as:

a. The verifiable net difference between:

i. The net original cost of all the prudent jurisdictional assets and obligations
necessary to furnish electricity (such as generating plants, purchased power
contracts, fuel contracts, and regulatory assets), acquired or entered into prior to
December 26, 1996, under traditional regulation of Affected Utilities; and

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

b. Reasonable costs necessarily incurred by an Affected Utility to effectuate
divestiture of its generation assets,

c. Reasonable employee severance and retraining costs necessitated by electric
competition, where not otherwise provided, and

d. Other transition and restructuring costs as approved by the Commission as part
of the Affected Utility's Stranded Cost determination under R14-2-1607.

The recovery of stranded cost is addressed in R14-2-1607. The factors to be

considered by the Commission are spelled out in Rl4-2- l607.E, which provides that:

"The Commission shall, after hearing and consideration of analyses and

recommendations presented by the Affected Utilities, staff, and intcrvenors,

determine for each Affected Uti l i ty the magnitude of Stranded Cost, and

appropriate Stranded Cost recovery mechanisms and charges. In making its

determination of mechanisms and charges, the Commission shall consider at least

the following factors:

1. The impact of Stranded Cost recovery on the effectiveness of competition,

2. The impact of Stranded Cost recovery on customers of the Affected Utility who
do not participate in the competitive market,

3. The impact, if any, on the Affected Utility's ability to meet debt obligations;
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participate in the competitive market,

5. The degree to which the Affected Utility has mitigated or offset Stranded Cost,

6. The degree to which some assets have values in excess of their book values,

7. Appropriate treatment of negative Stranded Cost,

8. The time period over which such Stranded Cost charges may be recovered. The
Commission shall limit the application of such charges to a specified time
period,

9. The applicability of Stranded Cost to interruptible customers.
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Of note, R14-2-l607.E(8) provides that Commission shall limit the application of

such charges to a specified time period. In 1999, Arizona Public Service Company

("APS") entered a settlement agreement in Docket No. E-01345A-98-0473 et al, approved

with modifications by the Commission that provided for Full recovery of stranded cost by

December 31, 2004. In a subsequent settlement agreement approved by the Commission

in Docket No. E-01345A-03-0437, APS further agreed to permanently forego any

stranded cost claims associated with the West Phoenix CC-4, West Phoenix CC-5,

Saguaro CT~3, Redhawk CC-l, and Redhawk CC-2 units, which came into rate base in

that case. Similarly, in 1999, TEP entered a settlement agreement in Docket No. E-

01933A-98-047 l et al, approved with modifications by the Commission that provided for

full recovery of stranded cost by December 3 l , 2008.

With the passage of time and new generation investments made by utilities, it is

conceivable that utilities may make new stranded cost claims if direct access is reinstated.

However, these potential claims would have to be resolved taking into account the prior

agreements and Commission orders addressing stranded cost recovery.

Compliance or implementation costs refer to going~forward administrative costs

associated with accommodating a direct access regime. Both APS and TEP were
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previously permitted to recover in rates certain specific costs to implement direct access.

In a settlement agreement approved by the Commission in Docket No. E-01345A-03-

0437, APS was permitted to recover $47.7 mill ion through a Competitive Rules

Compliance Charge ("CRCC"). The CRCC was recovered over a five-year period.

Similarly, in a settlement agreement approved by the Commission in Docket No. E-

01933A-07-0402, TEP was permitted to recover $14.2 million through the establishment

of an Implementation Cost Recovery Asset ("ICRA") to reflect TEP's costs of

transitioning to retail competition. The ICRA was recovered over a period of four years.

Affected Utilities should be required to identify any incremental implementation

costs they would seek to recover from customers if direct access is reinstated. Any

allowed incremental cost recovery should take into account the costs that have already

been recovered from customers for this express purpose.

B. Regional Transmission Organizations/FERC issues

i . Implementation of Direct Access in Arizona Does Not Require that a Regional
Transmission Organization First be in Place.

For direct access to be successful, there must be non-discriminatory access to the

transmission system. Moreover, there must be a means for equitably apportioning the

rights to use transmission paths that access liquid trading hubs (e.g., Palo Verde). In most

direct access states, FERC-regulated RTOs fulfill this role. However, FERC also requires

that transmission providers outside of RTOs offer non-discriminatory access to the

transmission system, a principle that applies to competitive retail providers in direct

access states. Although an RTO would help facilitate direct access and should be

encouraged, it is not a necessary precondition if utility generation remains under the

jurisdiction of the Commission. Arizona utilities began working on forming a western

RTO over 18 years ago . The fai lure to  develop one should no t be used as a reason to

impede direct access in Arizona.
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In the absence of an RTO, Arizona stakeholders formed - with the encouragement

of the Commission - the Arizona Independent Scheduling Administrator Association

("AZISA"), Which is a FERC-jurisdictional entity charged with supporting the provision

of comparable, non-discriminatory retail access to the Arizona transmission system, and

to facilitate a robust and efficient competitive electric market in Arizona. AZISA's

FERC-approved Phase l protocols govern the allocation of the first 300 MW of direct

access service. If and when direct access service exceeds 300 MW, the AZISA would

need to file Phase 2 protocols with FERC to tither address transmission allocation issues.

While AECC believes that a RTO is not essential for a successful partial

reactivation of direct access service in Arizona, AECC supports that an RTO would be

necessary for full implementation of direct access. RTOs are now operational in much of

the country. Among the benefits of an RTO are improved operational efficiencies from

more efficient use of existing generation and transmission, improved integration of

renewable resources, and enhanced reliability. RTOs also play a major role in regional

transmission planning and ensure nondiscriminatory access to the trahsmission system.

ii . Implementation of Direct Access in Arizona Does Not Require the Commission to
Cede Jurisdiction over to FERC.

Implementation of direct access in Arizona does not mean that the Commission

must cede its jurisdiction over retail generation rates of regulated utilities over to FERC.

Such a transfer would only occur in Arizona if the Commission voluntarily and expressly

ceded jurisdiction as part of an approved divestiture plan. Under AECC's recommended

approach, cost-of-service pricing options would remain in place under the lull jurisdiction

of the Commission. Additionally, because ESPs will need to be approved through the

issuance of competitive CC&Ns, their conduct - and prices offered - will still require

Commission oversight. Finally, Affected Utilities choosing to participate in the

competitive market through an affiliate will need to adhere to a strict Code of Conduct
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filed with the Commission and FERC.

C. EDAM Day Ahead  Market

AECC views the possib le development of a EDAM Day Ahead Market as a

positive step that will potentially improve market efficiencies. While such a development

would provide some of the benefits of an RTO, other RTO benefits such as congestion

management and improved transmission planning would not yet be obtained. AECC

hopes to see development of the EDAM Day Ahead Market occur in a manner that would

help facilitate direct access service in Arizona.

D. Defau l t /Stan dard Serv i ce

Under the Rules, incumbent utilities play a role in generation by providing

"Standard Offer" service. As originally contemplated, incumbent utilities would provide

standard offer service as a non-competitive service at regulated rates. Any power

purchased by an incumbent utility would be acquired through the competitive market,

with at least 50% through a competitive bid process.

AECC supports the use of standard offer or default service if the Commission

adopts partial or phased-in retail choice. In this scenario, incumbent utilities will continue

to provide generation service to customers that are not eligible for or who do not elect to

participate in direct access service. The need for standard offer generation can be tiilly

coordinated within the integrated resource planning process. Furthermore, the

Commission will need to ensure that standard offer pricing does not include the shifting of

costs to make generation artificially low.

E. Reserve Margins

AECC believes it is reasonable for the Commission to consider the role and

responsibility of electric service providers in ensuring resource adequacy.

F. Con su mer Protect i on s
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l with pricing driven by a competitive market under a regulatory scheme that sets a range of

rates. While the Commission's oversight regarding rates and charges would be limited to

creating a just and reasonable range for each ESP, its authority over consumer protection

would remain as it stands today. Like incumbent utilities, ESPs would be subject to the

same Commission rules and regulations governing consumer protection. The Rules will

likely require some modification to expand the scope of protections sought by the

Commission in guarding against market abuse, consumer fraud and deceptive trade

practices - including coordination with other governmental agencies that are also

responsible for consumer protection. This would be an important aspect in implementing

full direct access, but less so if retail choice is limited (at first) to large customers, which

otcn retain sophisticated energy management personnel knowledgeable in pricing and

service offerings.

Generation/Ensur ing Adequate Generation/G. Di v es t i tu r e o f  Ut i l i t y  Owned
Integrated Resource Plans

Under Phelps Dodge, the Commission cannot require incumbent utilities to divest

themselves of generation assets. However, there is no legal impediment for the

Commission to prohibit the construction and/or acquisition of new generation assets. In

addition to the Arizona Power Plant and Line Siting Commission ("Siting Committee")

function, the Commission must ultimately find that a generation asset is prudent, and used

and useful, before an incumbent utility is allowed to earn a rate of return on that

investment. As a result, the Commission can create a strong disincentive (other than

outright disapproval of large generation facilities through the siting process) for

incumbent utilities to add to their generation portfolios, and in some instances a strong

incentive to divest.

Ideally, the Commission's role in an integrated resource planning process, where

the electric industry is being transitioned to competitive markets, is to ensure the orderly
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transition from older, less efficient generation to newer and cleaner generation resources.

In this way, the Commission can oversee the expansion of competitive market generation

as customers choose products and services that best fit their needs. Once the transition is

complete, incumbent uti li t ies  would provide monopoly transmiss ion and dis tr ibution

service.

H. Appl i cat i on  of  Ren ew abl e En ergy an d/or  En ergy Requ i remen ts  to  Compet i t i ve
Providers

AECC continues  to  be lieve  tha t the  bes t way to  promote  the  deve lopment,

integration and proli feration of  renewable and c lean energy in Ar izona is  through a

competitive market. Several large customers in Arizona continue to support opportunities

to pursue renewable and clean power alternatives that meet with corporate goals. Ilence,

while renewable and c lean power mandates  require a cer ta in por tion of  incumbent

utilities' generation mix to contain these generation resources, they often increase the

price of  an incumbent's overall power supply. By contrast, a market provider .-  with a

portfolio of assets, and who specializes in renewable and/or clean power energy - can

meet customer demand for such products and services in a more ef f ic ient and cost-

effective manner.

However, in the event the Commission determines that renewable and/or c lean

power  mandates  are the mos t e f fec tive too l f or  f ac i li ta t ing the expans ion of  such

generation in Arizona, the Commission can still require any ESP that receives a CC&N to

provide competitive generation service to meet such mandates as a condition to providing

service within the state.

K. Next  Steps and Fu tu re Poten t ial  Workshops

AECC supports  a process moving forward that uti lizes future workshops as a

means of addressing a specific set of proposed rules on electric retail competition. These

rules will need to incorporate certain aspects of integrated resource planning, as well as
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renewable energy and clean power goals. Nonetheless, by working on a framework that

outlines the basic structure of a competitive market - as well as an orderly transition to

same - the Commission and all interested stakeholders will be able to see a tangible work

product that can be modified and changed as each issue is vetted through to promote and

protect the public interest.

CONCLUSION

AECC appreciates the opportunity to submit these comments regarding retail

electric competition. Integrating competition and customer choice into the Arizona

energy market will take time, and the Commission should not approach this issue as an

"all-or-nothing" proposition. Indeed, an orderly transition from monopoly service to

choice and competition may require larger customers (that are willing and sophisticated

enough to manage market risk) to develop a foundation for a fully restructured electric

industry. As such, other customer classes can reap the benefit of a fully functional market

once choice is expanded to include all customers. Arizona electric customers will never

experience the benefits of competitive markets and choice unless the Commission takes

those first few steps - however cautious they may be - towards restructuring. AECC

strongly encourages the Commission to continue forward and adopt a revised set of Rules

that in the end will serve the public interest.

RESPECTFULLY SUBMITTED this 23 rd day of December, 2019.

FENNEMORE CRAIG, P.C.

l;LL;..
By:

Patrick J. Bl ck
Lauren A. Ferrigni
Attorneys for Arizonans for Electric
Choice and Competition
pblack@flclznv.com
lterrigni@1blaw.com
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EFIL ED this 23'd day of December, 2019 with:

https://efi1in9..azcc.gov
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

COPY of the foregoing hand-delivered/mailed/emailed
This 23 rd day of December, 2019 to:

Boyd Dunn, Commissioner
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Sarah N. Harpring
Assistant Chief Administrative Law
Judge
Hearing Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Sandra D. Kennedy, Commissioner
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Justin Olson, Commissioner
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Robin Mitchell, Interim Director
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
je aldiv azcc. ov
utildivservicebyemaiI@azcc.gov
Consented to Service by Email Lea Marquez Peterson, Commissioner

Arizona Corporation Commission
1200 West Washington Street
Phoenix,  Ar izona 8500

Bob Bums, Chairman
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

15381788

1

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

FENNEMORE CRAIG
A PRGPESSIDNAL ComnunIou

PIIUHNIX 16


