Arizona Administrative Register
Notices of Exempt Rulemaking

NOTICES OF EXEMPT RULEMAKING

The Administrative Procedure Act requires the Regisfer publication of the rules adopted by the state’s agencies under an exemp-
tion from all or part of the Administrative Procedure Act. Some of these rules are exempted by A.R.S. §§ 41-1005 or 41-1057,;
other rules are exempted by other statutes; rules of the Corporation Commission are exempt from Attorney General review pursu-
ant to a court decision as determined by the Corporation Commission.

NOTICE OF EXEMPT RULEMAKING

TITLE 14. PUBLIC SERVICE CORPORATIONS; CORPORATIONS AND ASSOCIATIONS;
SECURITIES REGULATION

CHAPTER 2. CORPORATIONS COMMISSION

FIXED UTILITIES
PREAMBILE
1. Sections Affected i
Article 16 New Article
R14-2-1601 New Section
R14-2-1602 New Section
R14-2-1603 New Section
R14-2-1604 New Section
R14-2-1605 New Section
R14-2-1606 New Section
R14-2-1607 New Section
R14-2-1608 New Section
R14.2-1609 New Section
R14-2-1610 New Section
R14.2-1611 New Section
R14-2.1612 New Section
R14-2-1613 New Section
Ri4-2-1614 New Section
R14-2-1615 New Section
R14-2-1616 New Section

AR.S. §§ 40-202, 40-203, 40230, 40-321, 40-322, 40-331, 40-332, 40-336, 40-361, 40-365, 40-367, and under A.R.S., Title 40,
generally.

Authorizing statute: Arizona Constitution, Article XV
Implementing statute: Not applicable

3.  Theeffective date of the rules:
BPecember 26, 1996

Notice of Exempt Rulemaking:
2 ALAR. 4400, November 1, 1996

¢ name A
Name;

AERNCY PE % )
Gary Yaquinto, Director, Utilities Division

Bradford A. Borman, Atterney, Legal Division
Address: Corporation Commission
" 1200 West Washington
Phoenix, Arizona 83007
Telephene: Gary Yaquinto (602) 542-4521
Bradford A. Borman (602) 542-3402
Fax: Gary Yaquinto (602) 542-2129

Bradford A. Borman (602) 542-4870

Volume 3, Essue #3 Page 222 - January 17, 1997




Arizona Administrative Register

Notices of Exempt Rulemaking

The rules establish the structure and process for the introduction of retail electric competition in the state of Arizona. The rules are
designed to allow consumers to select the entity from whom to purchase vatious services, and to allow electric providers to reach
customers who until now have never had the opportenity for such choice, The Corporation Commission has determined that the
rules in this Chapter are exempt from the Attorney General certification provisions of the Administrative Procedure Act (A.R.S. §
41-1041) by a court order (State of Arizona v. Corporation Commission, 114 Ariz. Add. Rep. 36 (Ct. App.. 1992)).

Not applicable.

The rules provides procedures and schedules for introducing competition into the provision of electric service. Increased competi-
tion in the electric industry is expected to produce several benefits:

(1) Consumer choice among energy suppliers.

{2) Greater customization of energy services, especially for larger consumers, regarding time of use rates, interruptible ser-
vice, contract duration, pricing arrangements, risk management, and so on.

{3) Greater innovation in technology and greater applications of technological innovations, especially in distributed genera-
tion, as a result of incentives in the competitive marketplace.

(4} Greater application of energy efficiency measures as energy services companies offer packages of electric energy,
demand-side management measures, and possibly other services such as building maintenance services.

(5} Lower prices for electricity due to competitive pressures and to technological, marketing, and organizational innova-
tions that would not occur as rapidly, if at ali, in a regulated monopoly environment.

The costs of participating in 4 competitive market generally invelve risk management and information. Examples of possible costs
include: the costs of searching out and evaluating alternatives; additional recordkeeping and billing costs associated with deliveries
of electricity from suppliers; additional costs of executing, monitoring, and enforcing contracts; and additional costs of maintain-
ing power quality and transmission and generation system refiability.

A competitive market in electricity will benefit small businesses becanse it increases their choices and tends to lower prices of
electric service. However, small businesses must be informed about their choices. The rule indicates that the Commission may
undertake educational activities to lower the costs of participating in the competitive rmarket,

Probable costs to the Commission include costs assoclate with new tasks, such as reviewing applications for competitive Certifi-
cates of Convenience and Necessity, and engaging in evidentiary hearings for stranded investment and unbundled tariff filings.
However, Commission review of tariff filings shouid be reduced eventually and costly rate cases will be avoided for competitive
services.

Employment opportunities could be enhanced as new energy related companies move into the area or as a result of new business
start-ups. However, employees at public utilities could lose their positions through cost cutting measures as the utilities strive to
become more cost-competitive.

Implementation of the rules should result in no increased costs to political subdivisions. As an end user of competitive electricity
services, a political subdivision may benefit from greater choices of services options and affordable rates. Those political subdivi-
sions which have their own municipal electric utilities may feel pressure to allow competitive electric service.

This restructuring policy is preferred to alternatives considered because it: minimizes administrative complexity; requires minimal
information and planning needs a priori; is relatively flexible so that policy could be adjusted mid-course; uses existing institu-
tions, minimizes utility organizational disruption; allows buyers and sellers 1o enter the market freely; limits market power of
incumbent utilities; and minimizes public confusion.

£ i e change
R14-2-1691 Definitions

The last sentence has been deleted from R14-2-1601.1. The deleted language stated that “In the event that modifications are made
to existing law that would allow the application of this Article to the Salt River Project Agricultural Improvement and Power Dis-
triet (“SRP™), then Affected Utilities shall also include SRP.”

R14-2-1603 Certificates of Convenience and Necessity

The 2nd sentence of R14-2-1603(B) has been amended to read: “Such Certificates shall be restricted to geographical areas served
by the Affected Utilities as of the date this Article is adopted and to service areas added under the provisions of R14-2-1611.”

R14-2-1611 Ia-State Reciprocity
R14-2-1611(C) has been deleted. The remaining subsections have been renumbered and relettered accordingly.
R14-2-1611(D) (now C) has been amended to read:
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C. An Arizona electric utility, not subject to the jurisdiction of the Commission, may submit a statement to the Commission that
it voluntarily opens its service territory for competing seflers in a manner similar to the provisions of this Article. Such state-
ment shall be accompanied by the electric utility's nondiscriminatory Standard Offer tariff, electric supply tariffs, Unbundled
Services rates, Stranded Cost charges, System Benefits charges, Distribution Services charges and any other applicable tariffs
and policies for services the electric utility offers, for which these rules otherwise require compliance by Affected Utilities or
Flectric Service Providers. Such filings shall serve as authorization for such electric utility to utilize the Commission's Rules
of Practice and Procedure and other applicable rules concerning any complaint that an Affected Utility or Electric Service
Provider is violating any provision of this Article or is otherwise discriminating against the filing electric utility or failing to
provide just and reasonable rates in tariffs filed under this Article.

R14-2-1611(D) has been added to read:

D. If an electric utility is an Arizona political subdivision or municipal corporation, then the existing service territory of such
electric utility shall be deemed open to competition if the political subdivision or municipality has entered into an intergov-
ernmental 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. The Commission shali conduct a hearing to consider any such intergovernmental agreement.

$1BLER: ()

\ ne p
A. General legal

) OIIED 4] NC ASE
arguments against the rules.
I TheC issiop has the legal righ } ! i

One primary overriding comment made by the parties is that the Comsmission has no legal right to adopt these mules.
This argument follows several lines of reasoning, the 3 primary ones being that the rules modify or abrogate the regula-
tory compact; the rules are in violation of the Administrative Procedures Act; and that the Commission does not have the
authority to issue, modify or delete a Certificate of Convenience and Necessity without some legislative change.

Issue: The rules are an unlawful modification or abrogation of the regulatory compact.

The basic argument made by the parties regarding the regulatory compact is that there is some sort of “contract” between
the state and the incumbent monopoly electric utility, wherein the utility is obligated to supply electricity to all custom-
ers who require it at a reasonable cost, and in return, the state agrees (o provide the utility with the exclusive right to
serve all customers within a defined territory. The argument goes on to assert that since the proposed rules would
change the exclusive nature of electric service, the rules unilaterally abrogate or at least modify this contract, and thus
the proposed rules cannot be passed.

Staff argues that no such contract has been formed. Generally, a party asserting the formation of & contract by statute
must overcome a presumption against such formation, and courts wili be cautious both in identifying a contract within
the language of a regulatory statute, and in defining the outlines of any contractal obligation.

i , 470 U.8. 451, 466, 105 8.Ct. 1441, 1452 (1983). “[A]bsent some clear
indication that the legislature intends to bind itself contractually, the presumption is that a law is not intended to create
private contractual or vested rights but merely declares a policy to be pursued until the legislature shall ordain other-
wise.”™ Id. at 465-66, 105 S.Ct. at 1451 (quoting Dodge v. Board of Education of City of Chicago, 302 U.8. 74, 79, 58
$.Ct. 98, 100 (1937)). In promulgating these propesed rules, the Commission is exercising the legislative discretion
flowing from its plenary ratemaking authority. See Simms'v. Round Valley Light & Power, 80 Ariz, 143, 294 P.2d 378
(1956). The question as to whether particular legislation creates a contractual right begins with an examination of the
statute itself. Nationat R.R. Corp., 470 U.S. at 463-66, 105 S.Ct. at 1431. However, a search of the Arizona Constitution
reveals nio such intent on the part of the State to bind itself. Indeed, the Constitution expressly disfavors monopolies:
“ImJonopolies and trusts shall never be allowed in this state . ...” Ariz. Const. Art. XIV, § 15.

Staff further notes that, while the parties cite Application of Trico Electric Co-operative, Inc,, 92 Ariz. 373, 377P.2d 309
{1962) for the proposition that “the state in effect contracts” with a monopoly utility, that language in Tricois clearly
dicta. Additionally, other cases refer to regulated monopoly as public policy rather than a contractual relationship. See
Ariz. Corporation Commission v. Super. Ct., 105 Ariz. 56, 59, 459 P.2d 489 (1969) (regulated monopoly held to be pub-
lic policy of Arizona); Winslow Gas Co. v. Southern Union Gas Co., 76 Ariz. 373, 385, 265 P.2d 442, 443 (1954)(refer-
ring to Arizona’s public policy of controlied monopoly); James P. Paul Water Co. v. Ariz. Corporation Commission, 137
Ariz 426, 429, 671 P.2d 404, 407 (1983)(*It is well established that Arizona’s public policy respecting public service
corporations . . . is one of regulated monopoly over freewheeling competition.”).

In addition, staff points out that it is well established that any alleged contract is subject to modifications in the law. The
parties seem to find the source of the regulatory compact in both the Arizona Constitution and the statutes concerning
public service corporations. The Constitution clearly provides for changes in the law concerning public service corpora-
tions; see Ariz. Const Art. XV, § 3. Further, any statutes conceming public service corporations may be changed at any
time as well. If indeed the Constitation and the statutes have created a contract such as the parties claim, then this possi-
bility for changes in the law must also be & part of that contract.

Analysis; We are not convinced that the regutatory policy of the state has formed any sort of contract with the Affected
Utitities. It appears that the former “policy” of regulated monopoly was just that- a policy, made with no intent to bind
the state or the Commission. Finally, we recognize, as should the utilities, that such regulatory policies are always sub-
ject to change as the economics and technologies of the time also change.
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Resolution: There is no reason to delay the promulgation of these rules.
Issue: The rules Violate the Administrative Procedures Act.

The next argument made by the parties is that the Commission in adopting the proposed rules in this manner is violating
the Arizona Administrative Procedures Act ("APA™), AR.5. § 41-1001 et seq. There are 2 prongs to this argument, one
being that the rules will clearly not be certified by the Attorney General’s office, and the other being that because the
Economic Impact Statement ("EIS”) accompanying the proposed rules is somehow inadequate, interested persons are
not given an adequate opportunity for notice and comment as required in the APA. Both prongs are without merit,

Staff believes that the rules are not subject to Attorney General certification, as they are quite plainly a manifestation of
the Commission’s ratemaking authority. Clearly, the adoption of the proposed rules will have an impact on rates, some-
thing even all the commentators seem to recognize. Such an impact on rates has been recognized as grounds for the
Commission’s authority to exercise its plenary ratemaking authority through the adoption of rules, Ariz. Corporation
Commission v, State ex rel, Woods, 171 Ariz. 286, 295, 830 P.2d 807, 816 (1992). Where rules, such as these, are an
exercise of that ratemaking authority, the Attorney General does not have the authority to review and reject them. State

ex.zel Corbin v, Ariz, Corporation Commission, 174 Ariz. 216, 219, 848 P.2d 301 (Ct.App. 1992).

Further, staff notes that the Commission is expressly exempted pursuant to AR.S. § 41-1057 from the requirement of
submitting an EIS as set forth in ARS8, § 41-1055, Under A.R.S. § 41-1057, the Commission is merely required to
adopt substantially similar review procedures for its rules. This is what steff has done in this case in preparing the EIS
forwarded to the Secretary of State as part of the rulemaking package. Staff thus believes its EIS thus meets the require-
ments of the APA.

Analysis: We have previously litigated the issue of whether Commission rules involving ratemaking are subject to
review and certification by the Attomney general’s office. The Courts have been clear in deciding that they are not. Fur-
ther, we are satisfied that the EIS prepared by staff meets the statutory requirements set forth in A.R.S. § 41-1057.

Resolution; There is no reason to delay the promulgation of these rufes.
Issue: The adoption of these rules modifies existing CC&Ns.

Another argument raised by various parties in this proceeding is that the Commission has no authority to enact the rules
because the legisiature has not afforded the Commission the authority to issue competitive CC&Ns as is contemplated
by the rules. According to this argument, the Commission has no authority to promuigate the rules until the legislature
grants to the Commission the authority to grant competitive CC&Ns.

Staff urges that the adoption of these rules doss not grant to any potential competitor the right to provide electric service.
Pursuzant to the rules, CC&Ns may be granted to applicants after going through an application process which includes
public notice of the application and an opportusity for a hearing, S¢e R14-2-1603. No CC&N is granted merely by the
adoption of the rules, and any CC&N granted under these rules is expressly conditional upon numerous factors set forth
in the rules. Therefore no additional legisiative authority is required for the Commission to promulgate the rules.

Furthermore, staff points out that cowrts have recognized that the Commission does have the authority to determine
when competition is in the public interest and to issue competitive CC&Ns. Arizona v. People’s Freight Line, 41 Ariz.
158, 166-67, 16 P.2d 420, 423 (1932); Winslow_Gas Co, v. Southern Union Gas Co., 76 Ariz. 383, 385, 265 P.2d 442,
443 (1954). Thus, while staff welcomes a role for the legislature in clarifying this authority, staff believes such authority
already exists.

Analysis: The rules as drafted set forth a framework for the introduction of competition into the electric services market
in Arizona. As they are merely a framework, the rules do not grant, modify, or delete any new or existing CC&N. The
rules do set up a process that must be followed before any such event occurs. All of the objecting parties are anticipated
and expected to participate in such process. We are also persuaded by staff’s argument that we already have the author-
ity to grant competitive CC&Ns, when the public interest demands it. However, that is an issue that we expect to
address again before any competitive CC&Ns are issued.

Resolution: There is no reason to delay the promulgation of these rules.

The adoption of 1 1 rules d . {

Issug: Several parties in their comments have cbserved that the proposed rules as written violate due process because
they are impermissibly vague. They argue that the proposed rules defer resolution of too many issues, such as stranded

cost and the nature of CC&Ns under the rules, and do not give the affected parties fair warning as to how these and other
aspects of the rules will be determined by the Commission.

Staff acknowledges that a statute or rule is impermissibly vague in violation of due process if ) it fails to give a person
of ordinary intelligence a reasonable opportunity to know what the law is in order to plan accordingly, or b) it allows
arbitrary or discriminatory enforcement by failing to provide an objective standard. Rird v._State, 184 Ariz. 198, 908
P.2d 12 (Ct.App. 1995). However, staff believes the rules as written do not violate this standard. First, in regard to
stranded cost recovery, the rules set up a process for utilities claiming to have incurred stranded costs to seek recovery of
those costs. The rules set forth several factors for the Commission to consider in determining a utility's stranded cost,
and allow the requesting utility to recover the appropriate amount. The rules thus give the utility an opportunity to know
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what the law is so it can plan ahead, and sets forth an objective standard which the Commission must follow in doing so.
As for CC&Ns, once again it is clear to a person of ordinary intelligence that under the rules, all new CC&Ns will be
competitive CC&Ns, and that under the rules there is a clear standard for granting such CC&Ns.

Analysis: The rules as written give the parties a great deal of guidance in terms of what is expected in the new cormpeti-
tive environment. Precise specificity is of course impossible; neither we nor anyone ¢lse has the prescience to know
exactly what will happen in the future. However, the rules do set adequate standards and processes for dealing with
these future uncertainties. We thus do not agree that the rules are impermissibly vague in violation of due process.

Resolution: There is no reason to delay the promulgation of these rules.

T { rules d il | .

Issue: Some parties argue that the rules as proposed do not allow for equal treatment of all members of a recognized
class, that class being atl entities that provide electric services. The claim is made that the proposed rules treat incum-
bent monopoly public service corporations differently than they treat such potential competitors as the Salt River
Project, municipal corporations, tribal authorities and non-utility generators. According to these comments, these other
entities are not subiect to any of the obligations of the proposed rules, but are still allowed to reap the benefits of the
rules. Such unequal treatment, it is claimed, violates equal protection.

Staff notes that there are serious differences between the incumbent monopoly providers and other potential enirants.

Equal protection is satisfied if all persons in a class are treated alike. Basehall Liquors v, Circle K Corp., 129 Ariz. 215,

630 P.2d 38 (Ct.App. 1981), cert den. 454 U.S. 969, 102 8.Ct. 515, Legislation which applies to members of a class, but
not to nonmembers of that class, will be upheld under egual protection if the classification is not arbitrary and there is a
substantial difference between those within the class and those without. Farmer v, Killingsworth, 102 Ariz. 44, 424 P.2d
172 (1967). In this instance, there is one clear difference between the incumbent monopoly providers, and all others:

the incumbents’ monopoly status. To treat all parties identically under the rules would fail to recognize the incumbents'
ability to use their current monopoly Status 1o inhibit the competition these rules are designed to encourage. These pro-
posed rules recognize that electric competition is not a race that begins with all entragts beginning at the starting gate;
rather, the incumbents have a significant head start and a full head of steam. The proposed rules treat the incumbents dif-
ferently because they ARE different. This does not violate equal protection.

Analysis: As pointed out by staff, there are clear reasons why Affected Utilities are treated differently than other entities
under these rules. Indeed, it would make no sense to make their treatment identical, because of their differing circum-
stances. The rules identify those differences and treat the classes fairly based on those differences.

Resolution: There is no reason to delay the promuigation of these rules.

P i f rules. d . stutional taki

Issue: Another argument put forth by several parties is that the property rights of regulated utilities enjoy constitutional
protection, and therefore the rules constitute an unconstitutional taking of this property. The primary focus of these
comments s that because under the rules the Commission possibly may not allow recovery of a utility's entire stranded
cost claim, this constitutes a regulatory taking of the utility's property without compensation. Another argument is that
the rules confiscats the exclusive rights inherent in existing CC&Ns without compensation

Staff believes such claims are premature at this time. The rules as written do not take anything; they do not deny any
utility recovery of any stranded cost, nor do they grant any new CC&N. What the rules do is set forth a framework
wherein a regulated entity claiming to have stranded costs may come before the Commission and seek recovery of those
costs. The rules also establish a process wherein potential new entrants may apply for and receive a CC&N. Mere adop-
tion of the rules will not result in any property being taken.

Furthermeore, staff argues that in order for a takmg to be unconstitutional, it must be dore without compensation. The
law is well-settled that takings claims are not ripe until the plaintiff has been denied compensation. Pub. Serv. Comm’n
of New Mexico v, City of Albuquerque, 755 F.Supp. 1494, 1498 (D.N.M. 1991). If a state provides an adequate proce-
dure for seeking just compensation, the property owner cannot claim a violation until it has used the procedure and been

denied just compensation. Williamson.Co. Begional Planning Comm’n v, Hamilton Bank, 473 U8, 172, 195, 105 S.Ct.
3108, 3121 (1985).

Amny property that 2 utility believes has been taken once competition has been implernented under the rules is essentially
astranded cost. The rules aliow for stranded cost recovery, and set forth a process wherein utilities can seek recovery of
these costs.

Analysis: Mere adoption of these rules does not constitute a taking. Thus claims by parties that the rules constitute an
unlawful taking are clearly premature. Losses in value of utility assets as a result of competiticn would appear to be
stranded costs; as the rules set forth a process to allow for the recovery of stranded costs, it seems clear that the rules do
not constitute an unconstitutional taking of any utility property.

Resolntion: There is no reason to delay the promulgation of these rules.

‘ Not apphcable
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1. ; - )
Federal Energy Regulatory Commission Order 888 (IIf FERC Stats. & Regs. § 31,036, 1966): This rule requires that all public
utilities that own, control or operate facitities used for transmitting electric energy in interstate commerce to have on file open
access non-discriminatory transmission tariffs that contain minimum terms and conditions of non-discriminatory service. The rule
also permits public utilities and transmitting utilities to seek recovery of legitimate, prudent, and verifiable standard costs associ-
ated with providing open access and Federal Power Act section 211 transmission services.

This reference is located in R14-2-1606(C)(5). FERC Order 888 may be found at the Arizona Corporation Commission, Legal
Division, 1200 West Washington, Phoenix, Arizona 85007.

13. Was this rule previously adopted as an emergency rule?
No.

14. The full text of the rules follows:

TITLE 14. PUBLIC SERVICE CORPORATIONS; CORPORATIONS AND
ASSOCIATIONS; SECURITIES REGULATIONS

CHAPTER 2. CORPORATION COMMISSION

FIXED UTILITIES
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RI14-2-1603 . . . - . ¥
Wmﬂw ihed 1 21605 or Re14-2-1606, other 1t ; limes 2 the Commission may designate;
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B. Standard Offer Tariffs
L. By the date indicated in R14:2-1602, each Affected Utils
; fil | tarifF de Standard Off
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3. Such rates may he downwardly flexible if approved by
SP——
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R14:2:1608. System Benefits Charges
A. By the date indicated in Ri4-2-1602, each Affected Utility
hall fie for C P . X bl
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