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COMMONWEALTH OF VIRGINIA

STATE CORPORATION COMMISSION

COMMONWEALTH OF VIRGINIA, ex rel.

CASE NO. PUE-2003-00062

In the Matter of Developing Consensus

)
)
STATE CORPORATION COMMISSION )
)
)
Recommendations on Stranded Costs )

RESPONSE OF VIRGINIA ELECTRIC AND POWER COMPANY

In response to the Commission's Order Establishing Proceeding dated March 3, 2003,
Virginia Electric and Power Company ("Dominion Virginia Power" or the "Company") states as

follows:

PRELIMINARY

The provisions of the Virginia Electric Utility Restructuring Act ("the Act") are the result
of years of legislative study. No provisions of the Act generated more discussion and debate, nor
received more legislative attention, than those related to stranded costs. It is therefore very
helpful to review this history as we embark upon a further undertaking with regard to stranded
costs. Attached to this response is an appendix (Appendix A) with an attachment, which
contains the legislative background of the stranded costs provisions of the Act.

A review of the legislative background contained in Appendix' A shows why the General
Assembly rejected up-front calculations and asset-valuation as a means of quantifying stranded
costs. The review also reveals that the legislature intentionally decided, as reflected in the Act,
on a workable and flexible method of stranded costs recovery over a reasonable period of time

tailored to each utility.



RESPONSES

Response to Question 1. In generic terms, stranded costs are those generation costs

incurred or commitments made by utilities under cost-based regulation that the utility may not
reasonably expect to recover in a competitive market.

Because of the difficulty and controversy inherent in measuring stranded costs, the
General Assembly adopted a "lost revenue" or capped rate/wires charge approach to recovery of
such costs, as described in Appendix A. To the extent that a utility's unbundled generation rates
exceed projected market prices, as determined by the Commission, the Act permits, for a limited
period of time, the utility to impose a wires charge for customers who purchase electricity supply
service from a competitive service provider ("CSP"). During that same time period, customers
continuing to receive electricity supply service from the utility pay capped rates. The electric
energy that would have been provided to customers who buy from a CSP ("displaced energy") is
assumed sold at the projected market price. These sales, combined with the wires charges
imposed on the CSP customers, prevent the utility from experiencing a loss in revenues due to a
customer’s decision to switch to a CSP. Issues such as valuation of generation plants and NUG
contracts are thus avoided because they are not related to the lost revenue or the capped
rate/wires charge approach adopted by the Act.

The Commission has implemented the stranded cost provisions of the Act as required by
§ 56-583. The Act recognizes that "the wires charges serve as a 'proxy' . . . of stranded costs,"
Application of Northern Virginia Electric Cooperative for review of tariffs and terms and
conditions of service, Case No. PUE-2002-00086, Final Order, 2002 Va. PUC LEXIS 293, *5
n.3 (June 18, 2002), because the wires charges represent the difference between the utility’s

generation cost under cost-based regulation and the amount expected to be recovered for sales of



displaced energy in a competitive wholesale generation market. This methodology produces a
net stranded cost value by comparing the composite unbundled generation rate to the projected
market price. The composite unbundled generation rate includes fossil, hydro, and nuclear
assets, as well as purchases from NUGs. Use of the composite unbundled generation rate thus
yields the same result as if the Commission independently compared the cost component of each
resource to the projected market price, and then netted the resultant positive and negative wires
charges when computing the weighted average overall wires charge. When a customer switches,
this methodology assumes that the Company can recover the remaining portion of its unbundled,
capped generation rate not represented by wires charges from "displaced 'power’ [that] is
assumed sold . . . in the wholesale power market." In the matter of considering requirements
relating to wires charges pursuant to the Virginia Electric Utility Restructuring Act, Case No.
PUE-2001-00306, Final Order (Oct. 11, 2002) ("2002 Wires Charges Final Order")." Thus, the
wires charge revenues collected represent an annual estimate of the stranded costs applicable to
switching customers that are not reasonably expected to be recovered from the wholesale power
market.

On the other hand, if a customer does not switch, the Act entitles the Company to
continue to recover its cost of serving that customer through its capped generation rates. Such
capped rates have been fixed at levels found appropriate by the Commission to enable each
incumbent utility to recover its cost of service, based on the last applicable rate case held for that
company (plus fuel costs), under the terms of § 56-582. For such non-switching customers, the

projected market price fixed annually by the Commission in the wires charge proceeding is

" The docket for this case remains open. On October 25, 2002, AEP-VA filed a Petition for Reconsideration, which
was granted in part in the Order on Reconsideration, dated Nov. 1, 2002. The Order on Reconsideration does not
relate to this quotation.



irrelevant. Projected market prices and wires charges only become important when a customer
switches to a CSP.? Until then, the utility has an obligation to continue to serve that customer
with its existing plant or market purchases, and an opportunity under the Act to recover the cost
of such service.

Response to Question 2. As noted, the wires charge is an estimate developed by

subtracting the projected market price of generation from a utility's unbundled generation rate.
Under the Act, such projected market prices are determined by the Commission on an annual
basis. For example, in Case No. PUE-2001-00306, the Commission approved projected market
prices for 2002. See In the matter of considering requirements relating to wires charges
pursuant to the Virginia Electric Utility Restructuring Act, Case No. PUE-2001-00306, Final
Order, 2001 Va. PUC LEXIS 304 (Nov. 19, 2001) ("2001 Wires Charges Final Order").

The 2002 approved market prices of generation, which determine the wires charges by
customer classes, are only estimates. Thus, any expected recovery of stranded costs provided by
wires charges are estimates. After the end of each calendar year, however, Dominion Virginia
Power can use the Commission-approved methodology to determine: (1) the actual market
prices experienced during that year, (2) the actual wires charges that would have been collected,
and (3) the actual wires charge revenue — i.e., stranded cost — that would have been recovered
from customers that purchased electricity supply service from CSPs during the year.

The difference between the annual wires charge revenues collected from switching
customers (based on the projected market prices of generation) and the wires charge revenues

that would have been collected if the actual market prices were known represents the annual

? "Capped rates for electric generation services, only, shall also be established for the purpose of effecting customer
choice for those retail customers authorized [to switch]." Code § 56-582(A)(2). "To provide the opportunity for
competition . . ., the Commission shall calculate wires charges . . .." Code § 56-583(A).



amount of over- and under-recovery. "Just and reasonable net stranded cost" is the total of the
annual over- or under-recovery amounts of stranded cost for the 2001-2007 transition period.
The final result (whether the utility has benefited or suffered under this methodology) cannot be
known until after the end of the rate cap period in mid-2007. In the meantime, the rates
determined by the Commission (including wires charges) "are reasonable and just to the utility
and the public . . .." City of Norfolk v. The Chesapeake and Potomac Telephone Co. of Virginia,
192 Va. 292, 304, 64 S.E.2d 772, 779 (1951).

Response to Question 3. The methodology for calculating "just and reasonable net

stranded costs" requires a utility to determine whether there is over- or under-recovery of
stranded costs collected through the wires charges from switching customers. As noted in the
response to Question 2, the Company can compare the revenue actually collected from customers
via the wires charges based on projected market prices to the revenue that would have resulted
had wires charges been based on the actual market prices experienced during that year. If the
revenue collected through the wires charges was greater than the revenue that would have
resulted had the actual market price been correctly predicted, the wires charges were set too high,
resulting in an over-recovery. If the contrary is the case, then there is under-recovery. An

illustration follows:

At Beginning of Year

— Capped Generation Rate $0.05 per kWh
— Projected Market Price $0.04 per kWh
— Wires Charge Set by the Commission $0.01 per kWh

After End of Year — Market Price is Higher Than Projected by SCC

— Capped Generation Rate $0.05 per kWh
— Actual Market Price During Year $0.045 per kWh



— Wires Charge based on Actual Market Price  $0.005 per kWh
— Wires Charge Set by the Commission $0.010 per kWh
— Over-recovery $0.005 per kWh

After End of Year — Market Price is Lower Than Projected by SCC

— Capped Generation Rate $0.05 per kWh

— Actual Market Price During Year $0.035 per kWh
— Wires Charge based on Actual Market Price  $0.015 per kWh
— Wires Charge Set by the Commission $0.010 per kWh
— Under-recovery $0.005 per kWh

Response to Question 4. The Company’s responses to the questions above describe the

methodology and steps for recovering stranded costs through the wires charge mechanism.
Additionally, as recognized in § 56-584, capped rates revenues also can provide a means for
mitigation of potential stranded costs, for example, buy-outs of NUG contracts and write-off of
regulatory assets. However, it must be emphasized that the primary function of a utility's capped
rate revenues 1s the continued safe and reliable provision of service to customers who have not
switched to a CSP (i.e., its cost of service).

Dominion Virginia Power has significant potential stranded cost exposure and is seeking
to mitigate such costs through buy-outs of above-market power purchase contracts as funds
become available, by lowering other costs, and by improving operational efficiencies where
possible. At the same time, the Company continues to incur new obligations relating to
environmental compliance and major maintenance projects that cannot be passed on to customers
under the rate cap. Whether future wires charges and funds available from capped rates will
result in adequate recovery depends upon a number of factors and, particularly, market prices.
Since 1999, market prices for electricity have fluctuated significantly and will likely continue to

be volatile. The Act's approach to stranded cost recovery strikes a balance between utilities and



customers. It also eliminates projections and the associated risk of incorrect data input and
assumptions. Whether the methodology implemented by the Act will permit full mitigation of
stranded costs depends upon a number of factors that cannot be finally determined until the
recovery period ends on July 1, 2007.

Response to Question 5. The calculation and recovery of stranded costs through wires

charges may produce an over-recovery or an under-recovery of stranded costs in any particular
year. However, for the reasons stated above, an over-recovery or under-recovery of the
Company's system or jurisdictional stranded costs through that wires charge mechanism and any
additional funds applied to stranded costs mitigation measures from capped rate revenues cannot
be finally determined until after July 1, 2007. Such over- or under-recovery will be highly
dependent upon the accuracy of the projected market prices of generation and resultant wires
charges set annually by the Commission.

Response to Question 6. "When the language of a statute is plain and unambiguous, we

are bound by the plain meaning of that statutory language." Lee County v. Town of St. Charles,
264 Va. 344, 348, 568 S.E.2d 680, 682 (2002); Industrial Dev. Auth. v. Board of Supervisors,
263 Va. 349, 352, 559 S.E.2d 621, 623 (2002); Cummings v. Fulghum, 261 Va. 73, 77, 540
S.E.2d 494, 496 (2001); Vaughn, Inc. v. Beck, 262 Va. 673, 677, 554 S.E.2d 88, 90 (2001). The
phrase "consistent with the provisions of the Act" is plain and unambiguous language, and
therefore does not require further interpretation. Indeed, the legislative background of the Act,
the Commission's implementation of the Act, and the explicit requirement in § 56-595 that the
LTTF monitor the recovery of stranded costs as provided in § 56-584, guide and constrain the
actions of the work group. Unless the Commission is wrong in its interpretation and

implementation — and, to the Company's knowledge, no one has made such claim — the



methodology in the 2001 and 2002 Wires Charges Final Orders accomplishes what the Act

requires.

Response to Question 7. The Company, in the 1996 Cases’, filed a transition cost report.

This report was not a stranded cost study but a proposed methodology with an analysis presented
for illustrative purposes based on a given set of assumptions. The methodology in the report
showed $3.2 billion in stranded costs on a system basis ($2.5 billion on a Virginia jurisdictional
basis). Since that filing, the Company has not performed stranded cost studies except as
provided for in the Act and as implemented by the Commission. The Company, however, has
conducted two high-level studies that show above market costs for the NUG contracts. These
studies, which were conducted in early 2002 and again in early 2003, were intended to give an
order of magnitude assessment. The studies do not contain the detailed data inputs and
assumptions contained in the 1996 Cases, but continue to show — as the Commission has found
in the 2001 and 2002 Wires Charges Final Orders — that the Company has considerable stranded
cost exposure.

Response to Question 8. Until July 1, 2007, the Company can calculate the amounts it

has expended to mitigate potential stranded costs (less any additional expenditures that
negatively impact such costs) and its over-recovery or under-recovery of net just and reasonable
stranded costs. During that time, the Commission's implementation of the Act allows the

General Assembly and, particularly, the LTTF, to monitor the Commission's estimate of

3 Virginia Electric and Power Company, 1995 Annual Information Filing and Commonwealth of Virginia at the
relation of the State Corporation Commission, Ex Parte: Investigation of Electric Utility Industry Restructuring —
Virginia Electric Power Company, Case Nos. PUE-1996-00036 and PUE-1996-00296, 1998 S.C.C. Ann. Rept. 322
(August 7, 1998) ("1996 Cases").

% The General Assembly rejected the quantification approach, such as proposed in the transition cost report, in favor
of the "lost revenue" approach as described in Appendix A.



potential stranded costs on an annual basis. It also allows Dominion Virginia Power to calculate

net stranded cost exposure and its over-recovery or under-recovery for each annual period.
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APPENDIX A

Legislative Background of Stranded Costs in the
Virginia Restructuring Act

Introduction:

This document traces the development of the treatment of stranded costs in the Virginia Electric
Utility Restructuring Act. A review of the extensive effort by the joint subcommittee established
under SJR 91 and the legislative history of the Restructuring Act (SB 1269) shows why up-front
calculations and asset-valuation as means of quantifying stranded costs were deliberately
rejected in favor of the approach used in the Act.

SCC Statements on Stranded Costs, Late 1990s: Up-front Quantification a
"Recipe for Disaster"

During the intensive regulatory and legislative studies conducted in the years preceding passage
of the Virginia Electric Utility Restructuring Act, the State Corporation Commission and its staff
consistently warned against attempts to quantify stranded costs. The SCC warned that such
activities may be "a recipe for disaster" (Draft Working Model for Restructuring the Electric
Utility Industry in Virginia, November, 1997 at p. 88, hereinafter Draft Working Model,
November 1997) and as an exercise that could "unintentionally undermine the ultimate
objective" (SCC Draft Stranded Costs Benefit Legislation, July, 1998, at p. 1, hereinafter SCC
Draft, July, 1998) of electric competition.

In various reports and submissions to the SJR 91 Joint Subcommittee, the SCC and its staff said
administrative determinations of stranded costs would be extremely inaccurate for the following
reasons:

¢ Such determinations would be extremely sensitive to unpredictable future changes in
electricity market prices. The SCC observed that "long-term market prices of a
sensitive, non-storable essential product with highly volatile weather-sensitive
demand cannot be estimated within the bounds of reasonable accuracy.”" (SCC Draft,
July, 1998, at p. 2) A deviation of plus or minus 15 percent from projected market
prices could "either double or eliminate a $2.5 billion base estimate of stranded costs"
(SCC Draft, July, 1998, at p. 2).

e Administrative determinations would also rely on inaccurate and unpredictable
projections of the cost of existing assets. The projections, in some cases, would have
to extend decades into the future, since some "existing utility assets may have a
remaining useful life of over 30 years." (SCC Draft, July, 1998, at p. 2) Factors such
as potential life-extensions of assets and new environmental upgrades would further
complicate the calculations, according to the Commission’s July 1998 submission.

e Economic models used in administrative stranded costs determinations are unrealistic
severely flawed and unreliable. "The economic model upon which most of these
market price projections appear to be based is the perfectly competitive model where




prices approach marginal costs" (Draft Working Model, November, 1997, at p. 89),
the SCC staff said.

¢ Divestiture — the method of stranded costs quantification favored by some other
restructuring states — would not accurately determine such costs. Mandated
divestiture was a "drastic action . . . very difficult, probably impossible to undo" and
might lead to sale prices that did not accurately reflect the assets’ real value,
according to SCC Director of Economics and Finance Richard J. Williams.
(Presentation to the Task Force on Stranded Costs and Related Issues, by Richard J.
Williams, May 26, 1998, at p. 10, hereinafter Presentation to the Task Force, May 26,
1998.)

While denouncing rigid, up-front calculations, the SCC’s July 1998 draft legislation argued that
stranded costs recovery mechanisms must be marked by "reasonable and necessary flexibility."
(SCC Draft, July, 1998, at p. 1) The Commission staff also endorsed the "lost revenue" theory of
stranded costs by offering the opinion that such costs do not exist in the absence of competition.
The clearest statement of this theory was offered by Williams in his May 1998 remarks: "There
can be no stranded costs until there is competition. As long as the strandable costs are in the
utility’s rate base and are included in the rates charged customers, nothing has been stranded and
the utility is being fully reimbursed for the assets it uses to provide service." (Presentation to the
Task Force by Richard J. Williams, May 26, 1998, at p. 2.)

A more complete record of SCC-related statements regarding issues concerning up-front
administrative calculations of stranded costs is found in Attachment A to this document.

SJR 91 Joint Subcommittee: Legislative Development of Stranded Costs
Concepts

After the 1998 passage of House Bill 1178 committing Virginia to electric supply competition,
the SJR 91 joint subcommittee studying the restructuring process began an effort to develop a
comprehensive electric deregulation bill. One of its first actions after conclusion of the 1998
session was appointment of a Stranded Costs and Related Issues Task Force, chaired by

Sen. Richard Holland (D-Windsor) and Del. John Watkins (R-Chesterfield). The task force, the
joint subcommittee, and later a drafting panel appointed by the subcommittee conducted an
exhaustive review of the stranded costs issue, solicited input from a full range of stakeholders,
and evaluated a variety of definitions and recovery mechanisms. The findings of the legislative
groups operating under SJR 91 in large measure determined many of the stranded costs recovery
mechanisms found in the Restructuring Act.

Work of Stranded Costs and Related Issues Task Force — May-October 1998

The task force met from May through October 1998 and collected information, opinions and
suggestions from a variety of stakeholders, ranging from incumbent utilities to consumer groups.
The SCC and the Virginia Attorney General’s Division of Consumer Counsel also participated in
the deliberations.



Although there were considerable differences of opinion at times among the stakeholders, the
task force reported the following consensus regarding the elements of stranded costs. According
to the consensus, stranded costs included:

e Generation asset devaluation;

e Potential losses associated with above-market, purchased power contracts (including
cooperatives’ wholesale power contracts); and

e Regulatory assets defined as "previously deferred, generation-related costs or
obligations incurred by a regulated electric utility in providing electricity prior to
generation deregulation." ("Report of the Joint Subcommittee Studying Restructuring
of the Electric Utility Industry to the Governor and the General Assembly of
Virginia," p. 13, hereinafter Report of the Joint Subcommittee.)

A November 2002 staff report to the Legislative Transition Task Force sheds more light on the
SJR 91 deliberations regarding stranded costs. The 2002 report noted that the question of when
costs become stranded prompted a wide range of opinions from stakeholders. For example, the
Office of the Attorney General, Division of Consumer Counsel, noted that no stranded costs or
benefits can exist "unless and until there is effective competition in the retail electric generation
market and customers leave their current provider in favor of a competitor." ("Quantifying
Incumbent Electric Utilities” Stranded Costs, Report to the Legislative Transition Task Force,"
November 19, 2002, p. 3.) This position is similar to the SCC staff view, voiced in May, 1998,
that no stranded costs can exist until customers switch.

Regarding stranded costs collection mechanisms, the task force found general support for wires
charges and capped or frozen rates. (Report of the Joint Subcommittee, p. 14.) This reflected a
general acceptance of the "lost revenue" approach to stranded cost recovery. There was less
agreement on the recovery period during which capped rates and wires charges would apply.
Recovery periods ranging from three to 12 years were recommended by various stakeholders.
(Report of the Joint Subcommittee, p. 14.)

The SJR 91 task force reported that most stakeholders agreed that "neither stranded costs nor
stranded benefits can be calculated in advance of restructuring. The key variable - market prices
for generation — is indeterminate until a competitive market for such generation exists in fact."
(Report of the Joint Subcommittee, p. 13.) The final report also stated that stakeholders "agreed
that the State Corporation Commission should play a significant role in addressing stranded costs
and stranded benefits" (Report of the Joint Subcommittee, p. 14), but there was a wide
divergence of opinion on what that role would incorporate. For example, an SCC submission to
the SJR 91 task force in the fall of 1998 suggested that the Commission should "determine and
quantify stranded costs and benefits." Most electric utilities, on the other hand, did not endorse
an up-front stranded costs calculation. ("Draft Matrix, SJR 91 Stranded Costs and Related Issues
Task Force," October 1998.)

By late 1998, therefore, the restructuring subcommittee was well aware of the dangers and
complexities of attempting to make formal stranded costs calculations part of a state
restructuring plan.



Virginia Electric Utility Restructuring Act embodies consensus on stranded
cost recovery.

In November and December of 1998, the joint subcommittee’s drafting group put together the
main components of restructuring legislation. This process involved solicitation of legislative
language from all interested stakeholders. Regarding stranded costs, the working draft contained
the concepts of capped rates and wires charges and thereby reflected a centering on the "lost
revenue" approach. But, despite the extensive work of the Stranded Cost and Related Issues
Task Force, consensus had not yet been found on the stranded cost issue. It therefore became
one of the issues to be addressed by the full joint subcommittee meeting as a "drafting group of
the whole." The subcommittee did, however, take the significant step of rejecting a proposal that
going-in rate cases must be conducted to set the rate caps. Such rate cases would have
necessitated an attempt to quantify the stranded cost exposure of incumbent utilities. Rate caps
were instead set by settlements achieved under alternative rate plans.

A collaborative process among stakeholders addressed stranded costs.

When the joint subcommittee met during the session on January 18, 1999, a substitute addressing
stranded costs was offered by a coalition of stakeholders that met to resolve the stranded cost
issue. This coalition included, among others, Virginia Power, AEP, ODEC, independent power
producers, the Attorney General’s Office of Consumer Counsel, ALERT and the Virginia
Committee for Fair Utility Rates. Their proposal incorporated concepts that had been previously
advocated by various stakeholders. This involved a definite transition period with capped rates
and a non-by-passable wires charge to allow incumbent utilities to recover stranded costs.
Consistent with the prior decision of the subcommittee that rejected going-in rate cases, it did not
require any front-end quantification of such costs. This outcome satisfied to a great extent the
concerns and interests of virtually all stakeholders. It afforded consumers protection from
market volatility while providing incumbent utilities an opportunity to recover stranded costs.
Through the wires charge as calculated in the bill, incumbent utilities are held financially
harmless when their customers switch to another supplier and this helped overcome any
resistance that incumbents might have in providing retail choice.

General Assembly reaffirmed stranded cost approach

The joint subcommittee adopted the coalition’s substitute, as well as other amendments, and this
became part of the restructuring bill introduced by Senator Norment as SB 1269. As this bill
worked its way through the General Assembly, numerous amendments were made to clarify
intent, accommodate differences among types of incumbent utilities, protect consumers, and
provide legislative oversight. The fundamental method of addressing stranded costs, however
remained intact. A test of this occurred when an amendment was attached to the bill in the
House Commerce, Insurance and Banking Committee that would have required quantification of
stranded costs in order to determine if these costs were over-recovered or under-recovered.
When the bill reached the House floor, this language was rejected and instead, the Legislative
Transition Task Force was directed to monitor whether the recovery of stranded costs, as
provided in 56-584, is likely to result in over-recovery or under-recovery.



An examination of the debate on the floor of the House of Delegates on whether to strip the
amendment proposed in the House Commerce, Insurance and Banking Committee supports the
proposition that the House of Delegates clearly rejected a policy that required a quantification of
stranded costs.

The Restructuring Act’s stranded cost provisions are inextricably linked

Most importantly from the standpoint of the stranded cost issue is the fact that these components
of the bill are mutually dependent and inextricably linked. The capped rate protects consumers
from price spikes while giving utilities needed certainty with regards to revenue during a
transition period. The market prices projected annually by the SCC enable wires charges to be
calculated using the capped rate and facilitate choice by giving consumers a "price to beat." The
capped rate period from January 1, 2001, to July 1, 2007, provides a reasonable time for
consumers and utilities to adjust to competition and is critical in terms of utility recovery and
mitigation of stranded costs. The Act works with each component performing more than one
critical function and these functions are interdependent. This means that disturbing any one vital
part will disrupt the whole mechanism. The beauty of this design is that no absolute
quantification of stranded costs is intended or needed.

The stakeholders and the General Assembly were satisfied with this arrangement as
reflected in both testimony in support of the bill and the large majority by which it was
approved in both houses. To revisit the treatment of stranded costs in SB 1269 by isolating
it and attempting to quantify it would disrupt the foundation of the Restructuring Act and
would ignore the concurrence of the stakeholders and the wisdom of the General Assembly
in addressing this issue.

Conclusion:

The reasons for rejection of quantification of stranded costs in the language of the Restructuring
Act remain valid today. Stranded costs are dynamic quantities that constantly fluctuate and there
was, and is no, consensus on the correct means of calculation. The Act provides a workable
method that is adjusted annually, and a reasonable period for stranded cost recovery that was
negotiated, agreed upon, and settled in 1999.

ATTACHMENT: State Corporation Commission Comments on Stranded Costs Recovery,
1997-98



ATTACHMENT

State Corporation Commission Comments on Stranded Costs Recovery, 1997-98

Comments from ""Draft Working Model for Restructuring the Electric Utility Industry in
Virginia," November 1997

Up-front calculations "a recipe for disaster”

"To the extent public policy provides for some recovery level of stranded costs and stranded
margins, policy implementation will be extremely complex. As indicated previously, stranded
costs and margins are dynamic since they are directly dependent on the future market prices of
electricity over the remaining life of the utility’s generation-related assets. Any policy
implementation which locks in stranded cost recovery up-front based on projections of
long-range market prices for a market structure that does not currently exist may be a recipe for
disaster." (Draft Working Model, p. 88.)

Sensitivity to market prices

"The dangers of a one-time administrative determination of stranded costs and margins should be
made evident by Virginia Power’s recent alternative regulatory plan filing with the Commission
in Case No. PUE960226. In the filing, the Company provides an example stranded cost
calculation under a given set of assumptions which reveals an approximate Virginia
jurisdictional stranded cost exposure of $2.5 billion. However, a change in projected market
prices of 15%, up or down, could either eliminate or double, respectively, the stranded cost
calculation." (Draft Working Model, p. 88.)

Reliance on flawed assumptions, models

"Staff is especially concerned that current estimates of long-term market prices may be biased to
the downside, thereby resulting in overestimation of stranded costs or underestimation of
stranded margins. First, the Staff believes that there is a natural tendency of long-term
projections to be unduly influenced by perceptions of current conditions, in this case the
perception of excess capacity reserves and depressed electricity market prices. Secondly, the
economic model upon which most of these market price projections appears to be based in the
perfectly competitive model where prices approach marginal costs. This perfectly competitive
model assumes that producers are price takers and fails to recognize many of the potential
market aberrations that may characterize a competitive electric generation industry." (Draft
Working Model, pp. 88-89.)

Divestiture unreliable in quantifying stranded costs

"An alternative to administratively calculating stranded costs is to require or encourage the sale
of generating assets, thereby allowing the market to directly assess the value of those
assets...However, in addition to being a rather drastic action for purposes of determining
stranded cost, the Staff believes there is a significant risk that the short-term bias of the market
might undervalue capacity, given the current perceptions of excess capacity. A large amount of
generation capacity offered for sale at one time could further exacerbate this effect and result in
higher stranded cost than might truly be justified." (Draft Working Model, p. 90.)



Comments from "Presentation to the Task Force on Stranded Costs and Related Issues"
by Richard J. Williams, Director of Economics and Finance, State Corporation
Commission, May 26, 1998

Erroneous estimates "could prove disastrous'

"Those types of possibilities beg for the greatest amount of flexibility possible to be built into the
process for determining stranded costs. I hope you don’t mind my making a brief editorial
comment, but policy implementation which locks in stranded cost recovery based on long-range
forecasts of market prices under a market structure that does not currently exist could prove
disastrous." (Williams' comments, p. 10.)

Extreme sensitivity to market prices poses barrier to successful calculations

"In particular, it will be very difficult to administratively calculate stranded costs and stranded
benefits. As previously discussed, stranded costs or benefits are the difference between
regulated, embedded-cost rates for electricity and competitive market prices. Their calculation
will require a forecast of what the embedded cost of existing generating assets would be over the
life of the assets as if regulation continued and then discounted back to today’s present value.
We would have to compare this forecast to another forecast of what the market price of
electricity would will be over the same time frame, once again discounted back to the present.

"I don’t think I have to tell you the number of assumptions that would be involved in each of
those calculations...A change in the projected market price of 15 percent up or down could
either eliminate or double the stranded cost calculation." (Williams' comments, pp. 8-9.)

"Lost revenue' approach to stranded costs endorsed

"First, stranded costs are actually a reclassification of existing costs, they are not a new cost.
The costs that may potentially be stranded are reflected in current electric rates. Regulated rates
are based upon the actual cost of providing electric service. The assets that are in danger of
becoming stranded are sometimes referred to as strandable costs.

"That brings me to fact number two: there can be no stranded costs until there is competition.
As long as the strandable costs are in a utility’s rate base and are included in the rates charged
customers, nothing has been stranded and the utility is being fully reimbursed for the assets it
uses to provide service." (Williams' comments, p. 2.)

Comments from introduction to '""SCC Draft Stranded Costs/Benefits Legislation," July
1998

Flexible recovery method necessary

"If the General Assembly decides that at least some portion of stranded costs should be
recoverable, we suggest a legislative approach to the determination and recovery of such costs
that is specifically aimed at maintaining reasonable and necessary flexibility with respect to



policy implementation and administration. We believe that this flexibility is critical to serving
the public interest of Virginia in that such a process entails substantial complexity and
uncertainty, poses potentially significant public impacts, and must address the unique
circumstances of each utility...It is essential that rigidity not be incorporated in one component
of the transition process that may unintentionally undermine the ultimate objective." (Draft SCC
submission, p. 1.)

Stranded costs hard to calculate

"Stranded costs and benefits are dynamic and cannot be accurately determined at this time, or
even closely approximated. Proper estimation of stranded costs and benefits requires projecting
market prices and costs over the remaining useful life of each existing asset or contract. In some
cases existing utility assets may have a remaining useful life of over 30 years." (Draft SCC
submission, p. 2.)

"Long-term market prices of a sensitive, non-storable essential produce with highly volatile
weather-sensitive demand, simply cannot be estimated within the bounds of reasonable
accuracy." (Draft SCC submission, p. 2.)

"A 15 percent change in market prices in an example stranded cost calculation provided by one
utility would either double or eliminate a $2.5 billion base estimate of stranded costs. Cost
projections of existing assets are also extremely questionable due to factors such as potential life-
extensions and significant new environmental regulations with disparate impacts. An additional
complication will be the allocation of embedded costs between competitive services and services
which may continue to be subject to some form of price regulation such as certain generation-
related ancillary services or must-run units.

"In short, reliance on a one time up-front estimate of stranded costs and benefits presents the
potential for a public policy disaster," the introduction concluded. (Draft SCC submission, p. 2.)
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COMMONWEALTH OF VIRGINIA
STATE CORPORATION COMMISSION
at Richmond

COMMONWEALTH OF VIRGINIA

At the relation of the

STATE CORPORATION COMMISSION Case No. PUE-2003-00062
In the matter of Developing
Consensus Recommendations on
Stranded Costs

RESPONSES TO THE COMMISSION INQUIRIES

Pursuant to the Virginia State Corporation Commission’s (“Commission”) March 3,
2003, Order Establishing Proceeding, A&N Electric Cooperative, BARC Electric Cooperative,
Community Electric Cooperative, Mecklenburg Electric Cooperative, Northern Neck Electric
Cooperative, Northern Virginia Electric Cooperative, Prince George Electric Cooperative,
Rappahannock Electric Cooperative, Shenandoah Valley Electric Cooperative and Southside
Electric Cooperative, Inc., the Virginia distribution cooperative members of Old Dominion
Electric Cooperative (collectively, the “Cooperatives” or “Old Dominion Cooperatives”) hereby
join in filing these Responses to the Commission Inquiries in this proceeding. '
L Introduction

On March 3, 2003, the Commission entered its aforementioned Order Establishing
Proceeding creating this proceeding in response to the resolution adopted on January 27, 2003,

by the Virginia General Assembly’s Legislative Transition Task Force (“LTTF”). That

1 These responses to the Commission’s questions are offered on behalf of and represent the
collective interests of the Old Dominion Cooperatives. Certain of the Cooperatives may also
file responses and participate in this proceeding to present their individual concerns.



resolution directs the Commission to form a work group to develop certain consensus
recommendations, consistent with the provisions of the Virginia Electric Utility Restructuring
Act (“Restructuring Act”), §§ 56-576 et seq. of the Code of Virginia (“Code”), with regard to
“stranded costs.” The first meeting of the work group is to convene on April 1, 2003.

The initial task of the work group is to prepare a report to the LTTF presenting the
group’s consensus recommendations regarding the definition of “stranded costs” and “just and
reasonable net stranded costs.” The report also is to include consensus recommendations
regarding a methodology to calculate each incumbent utility’s just and reasonable net stranded
costs, to measure the amounts recovered to offset such costs and to determine whether such
recovery will result in over- or under-recovery of the net stranded costs.

In order to start the process and to begin framing issues for the work group discussions,
the Commission requested that interested persons respond to any or all of eight questions the
Commission posed relative to the description and calculation of stranded costs. The following
are the Old Dominion Cooperatives’ responses to several of the Commission’s questions, and
other pertinent remarks.

II. Discussion
1. Define "stranded costs." Include in the definition a detailed listing of each stranded
cost component. Is this definition applicable to all electric utilities operating in
Virginia? If not, to which utility or utilities does it apply and why?

While the term “stranded costs” and the concept of “costs stranded” are used in the Code

of Virginia (see Va. Code § 56-584 and § 56-235.7), neither the term nor the concept are defined

anywhere in the Code. Much as the Code describes “default service” only in terms of what

customers can receive it (see Va. Code § 56-585), stranded costs (expanded to “just and



reasonable net stranded costs”) are described only in terms of by whom and how such costs may
be recovered. Otherwise, the term “stranded costs’ remains undefined.

Based on the manner in which the General Assembly (with the support of most
stakeholders) elected to address stranded costs, this was the best approach. After wrangling with
the concept over many months, the participants in the process settled on a “lost revenue”
approach to the recovery of such costs (based on capped rates and wires charges). This approach
obviates the need for a meaningful statutory definition of the term “stranded costs.” As the
Commission recently observed, "wires charges serve as a 'proxy', on a utility by utility basis, of
stranded costs. Therefore, no actual determination of stranded costs is necessary as a
precondition of receipt of wires charges.” > In essence, consistent with the approach selected by
the General Assembly and included in the Restructuring Act, no definition of stranded costs is
necessary.

If a definition is sought, number of sources could be examined for a definition of the term
“stranded costs.” For purposes of this proceeding, however, the best source for guidance as to
how the term may have been defined (if a definition was needed) would be the comments
submitted and testimony provided to the Task Force on Stranded Costs and Related Issues of the
General Assembly’s Joint Subcommittee Studying Electric Utility Restructuring in 1998. A
number of definitions were proposed by stakeholders for consideration by that Task Force.
Perhaps first and foremost among those definitions was that offered by Mr. Richard J. Williams,
the Commission’s long-time Director of Economics and Finance, on May 26, 1998. As Mr.
Williams stated:

Stranded costs will occur if there is a net loss in economic value of existing
generation-related utility assets and contracts resulting from a restructured

2 Application of Northern Virginia Electric Cooperative for review of tariffs and terms and
conditions of service, Case No. PUE-2002-00086, Final Order at n.3 (June 18, 2002).



industry. The change in economic value will be based upon the difference
between embedded-cost electricity rates calculated under regulation and
competitive market-based electricity prices.

Mr. Williams also offered additional guidance on the concept of stranded costs. First, he stated
that stranded costs are not a new cost; they are a reclassification of existing costs, costs that are
reflected in current electric rates. Second, there can be no stranded costs until there is
competition. As long as the costs remain in a utility’s rate base and are included in the rates
charged customers, nothing has been stranded and the utility is being fully reimbursed, through
its cost-of-service based filed rates, for the assets it uses to provide service. Finally, Mr.
Williams noted that stranded costs are related exclusively to generation assets.

The Cooperatives generally agreed with the definition of and flexible approach to
stranded costs advocated by Commission Staff. In comments to the Task Force, the
Cooperatives defined stranded costs as an incumbent electric utility’s:

electric generation-related costs, reasonably and prudently incurred in meeting its

public service obligations ... that would be recoverable under traditional cost-of-

service regulation but which may not be recoverable in a competitive electric

generation market ....

Regarding the components of stranded costs, the Cooperatives listed: (1) net generation
plant investments and costs attributable to investment in generation plant and related facilities
(including transmission interconnection costs); (2) projected nuclear plant decommissioning
costs, spent nuclear fuel disposal costs and projected retirement costs of non-nuclear plants; (3)
costs attributable to purchase power contracts; and (4) other similar or related costs determined
by the Commission. In his comments to the Task Force, Mr. Williams also described several
components or sources of stranded costs. He recognized existing utility-owned generating units,

existing wholesale power contracts and regulatory assets (deferred expenses authorized by a

regulatory agency) as potential sources of stranded costs.



In summary, consistent with the Restructuring Act, the term “stranded costs” could be

defined as follows:

Stranded costs are costs that arise if there is a loss in economic value of existing
generation-related utility assets and contracts, owing to costs incurred in meeting
an incumbent electric utility’s public service obligations that would be
recoverable under traditional cost-of-service regulation but which may not be
recoverable in a competitive electric generation market. The change in economic
value is measured by the difference between embedded generation costs (with
fuel adjustments) as calculated under regulation and competitive market-based
generation costs.

2. Define "just and reasonable net stranded costs."” Provide a detailed explanation of how
and why it differs from "stranded costs." Is this definition applicable to all electric
utilities operating in Virginia? If not, to which utility or utilities does it apply and why?

In the draft legislation provided to the Task Force by Commission Staff in 1998, the

following definition for “net stranded costs” was offered:

"Net stranded costs" means the jurisdictional amount of verifiable, prudent, and
necessary book costs ... of the total net asset investments and financial
obligations of an electric public utility, considered as a whole, which the

Commission finds:

(1) cannot or are not likely to be recovered by the utility from the competitive
market, or decreased through prudent and effective efforts of the utility, over
the remaining useful life of such assets and obligations;

(2) have resulted from prior legal or regulatory obligations of a utility to provide a
service which the General Assembly declares, or the Commission finds, to be
a competitive service ...; and

(3) are properly allocable to such service.
Since that definition makes reference to the costs being “verifiable, prudent and necessary,” such
costs by implication would be considered just and reasonable.

Two factors appear to drive any suggested distinction between “stranded costs” and “just
and reasonable net stranded costs.” Addition of the word “net” suggests that counterbalancing
benefits or other offsets might be considered in determining stranded costs. Given that wires

charges are calculated for each year of the transition period to retail competition, it could mean



that in order to counterbalance an erroneous projection of the market price in one year, the wires
charges from that year can be netted against another year to produce a more equitable total
stranded cost figure.

Adding the term “just and reasonable” suggests that reasonableness and prudence
demonstrated in generating power and controlling the cost of generation would be considered in
evaluating the fairness of the overall stranded cost recovery. Taking reasonable and prudent
steps toward reducing generation costs, thus mitigating stranded costs, should be encouraged and
should accrue to the benefit of the incumbent electric utility. Decreasing costs through the
prudent and effective mitigation efforts of the utility would serve to further offset stranded costs.
Use of the term “just and reasonable” could mean that the incumbent utility’s net stranded costs
could be affected by its prudent and reasonable behavior, further distinguishing such stranded
costs from the general notion of stranded costs.

In the Cooperatives’ view, the term “just and reasonable net stranded costs” was offered
principally to describe something different from “any and all” stranded costs. The term suggests
that stranded costs are not simply an entitlement. Certain factors and behaviors by the incumbent
utility can affect the total amount of stranded costs and stranded cost recovery. Based on the
definition of “stranded costs” offered above, “just and reasonable net stranded costs” could be
defined as:

Costs that arise if there is a net loss in economic value of existing generation-

related utility assets and contracts, owing to reasonable and prudent costs

incurred in meeting an incumbent electric utility’s public service obligations that

would be recoverable under traditional cost-of-service regulation but which may

not be recoverable in a competitive electric generation market. The change in

economic value is measured by the net difference between embedded generation

costs (with fuel adjustments) as calculated under regulation and competitive
market-based generation costs.



This definition could be applied to the Cooperatives if and when there was a need to apply it,
subject to the differences in determining the stranded costs of the Cooperatives described in the
response to Question No. 8.

3. Provide a methodology for calculating "just and reasonable net stranded costs." Be
specific in providing the necessary steps, beginning with each component comprising
gross stranded costs and each component offsetting this amount to reach a net amount.

The Restructuring Act already provides a methodology for calculating just and
reasonable net stranded costs. In Virginia, capped generation rates (based on just and reasonable
filed rates previously approved by the Commission and unbundled in the Cooperatives’
functional separation proceedings) that are to be held in place for a predetermined period allow
for stranded cost recovery and serve to counterbalance stranded costs and benefits. This
approach has also helped avoid the use of an unsupportable, inaccurate and potentially disastrous
one-time prediction of total stranded costs and stranded cost recovery.

Consistent with the Restructuring Act, wires charges act as a proxy for stranded costs.
The wires charge calculation represents the amount recovered for stranded costs. The calculation
of wires charges changes from year to year based on the Commission’s determination of the
market rate for generation for the year. In some years the capped generation rate may exceed the
Commission’s market rate for generation and in other years the market rate may be higher.
Reasonable and prudent actions to reduce costs come into consideration. Over the course of the
transition to a competitive retail market, the wires charges collected in one year may be netted
against the wires charges in another year, such that at the end the wires charges collected

produce the net stranded costs recovered. Overall, this describes the elements included in the

methodology for calculating “just and reasonable net stranded costs.”



There is no need to describe components of a “gross stranded cost” and account for
offsets to reach a “net stranded cost.” In the system adopted in Virginia, the total wires charges
collected, which will reflect certain offsets and mitigation, produce the net stranded costs.

4. Describe how stranded costs are recovered. Provide a methodology for calculating such
recovery. Describe the recovery period.

Consistent with the Restructuring Act, stranded costs are recovered through the collection
of wires charges. Other methods were considered and discussed by the participants in the
legislative process, but in the end they were rejected in favor of the lost revenue approach
followed to calculate and recover wires charges.

In his comments to the Task Force, Mr. Williams described two basic ways of calculating
net stranded costs — administrative calculation using forecasting and modeling, and market
valuation through divestiture of generating assets. While Mr. Williams found that divestiture
had an immediate appeal, he concluded it would be too drastic a course of action, one that
probably would be impossible to undo if the competitive market failed to develop. Mr. Williams
saw that dependence on an administrative determination also had its drawbacks, but his
preference was for a flexible administrative process that did not lock in stranded cost recovery
based on long-term market projections in a non-existent market, which he suggested could prove
disastrous.

Subsequent comments and legislative proposals from the Commission continued to
support this approach to stranded costs. In comments and draft legislation submitted to the Task
Force by Commission Staff, Staff noted that stranded costs and benefits are dynamic and could
not be even be closely approximated because the necessary supporting assumptions and data
simply could not be estimated with any reasonable accuracy. In Staff’s view, reliance on a one-

time, up-front stranded cost estimate presented the potential for a public policy disaster.



Ultimately, Commission Staff’s comments called for “maximum implementation flexibility ... in
view of: 1) the uniqueness of circumstances faced by each utility and its customers; 2) the
significant complexity and uncertainty surrounding the determination and recovery of stranded
costs and stranded benefits; 3) the evolutionary and dynamic nature of electric industry
restructuring; and, 4) the potentially substantial public interest impact of such policy.”
Recommendations like these led to the approach to stranded costs adopted by the General
Assembly, basing the recovery of such costs on an administrative determination of revenues lost,
using capped rates and an annual market rate determination (with fuel adjustments) to calculate
wires charges that would serve as a proxy for stranded costs.

The Cooperatives support the approach adopted by the Commission in its proceeding
establishing generation market price methodologies for purposes of establishing wires charges.
As noted by the Commission, “the wires charge stranded cost recovery mechanism set forth in
the Act essentially makes the incumbent electric utility indifferent as to whether a customer
elects to receive electric service from a CSP or remain a generation customer of the incumbent.”
In the market rate proceeding, the Commission described the method for recovering stranded
costs during the transition period:

When a customer formerly served by an incumbent electric utility takes
electric generation service from a CSP, then incumbent retains control of the
electric generation that formerly served the departing customer. Under the Act,
this “displaced power” is assumed sold by the incumbent into the wholesale
power market. The wires charge mechanism compares the value of this electric
generation, as measured by the revenue accruing from the sale adjusted for net
transmission costs, to the revenue that the incumbent would have collected from
the departed customer. Should the expected revenue garnered from the wholesale

sale be less than the retail revenues that would have been collected from the
departing customer, the difference between these two values represent wires

> Ex Parte: In the matter considering requirements relating to wires charges pursuant to the Virginia Electric
Utility Restructuring Act, Case No.PUE-2001-00306, Final Order (October 11, 2002).

4
Id. at 4.



charge revenues. ... [T]lhe wires charge collection is designed to leave the
incumbent indifferent between these two revenue streams.’

While the method described is not directly applicable to the Old Dominion Cooperatives,

consistent with the terms of the Restructuring Act it is indirectly applicable to them. The

Cooperatives find it to be a workable and understandable approach to stranded costs and endorse

its continued use.

5. Requested Actions paragraph 1 of the LTTF Resolution requests that the work group

develop consensus recommendations "conmsistent with the provisions of the Act.”

Explain how that phrase guides or possibly constrains the actions of the work group.

Identify each section of the Virginia Electric Utility Restructuring Act, §§ 56-576 to -

596 of the Code of Virginia, pertinent to such guidance or constraint. Additionally,

explain each such section's significance in the context of definitions offered in response

to questions 1 and 2 as well as in the methodologies proffered for calculating and
recovering just and reasonable net stranded costs in response to questions 3 and 4.

The Cooperatives do not believe there is much mystery in the statement “consistent with

the provisions of the Act.” It appears that the LTTF is attempting to determine if there is a

consensus view with regard to the proper interpretation of the Restructuring Act, in its current

form, relative to stranded costs. Thus far, in considering restructuring, the Commission has been

successful in making policy and providing interpretations “consistent with the provisions of the

Act.”

8. Provide any additional comments on the issues raised by Requested Actions
paragraphs 2 and 3 of the LTTF Resolution.

Regarding the question of whether the definitions apply to all electric utilities operating
in Virginia, while the Cooperatives have never argued that the definition or components of
stranded costs should be different as applied to them, the Cooperatives did seek different

treatment with regard to stranded costs. Two factors, one applicable to cooperatives in general

5 Id ats.

10



and one applicable to the Old Dominion Cooperatives in particular, create the need for a
differentiated approach with regard to the Cooperatives’ stranded costs.

First, for a cooperative, full stranded cost recovery is a vital concern because, unlike the
investor-owned utilities, stranded costs cannot be shared with or shifted to anyone other than its
consumers. While the IOUs have stockholders to bear any loss associated with any stranded
costs not recovered, a cooperative’s customers and owners are one in the same. Any failure to
fully recover stranded costs will adversely affect the cooperative's member/consumers. At the
same time, there is less concern about a cooperative recovering excess stranded costs because
cooperatives operate on a not-for profit basis. Any revenues above costs collected by a
cooperative will be returned to its member/consumers, either as a refund of patronage capital or a
year-end margin adjustment.

In addition, as has been recognized in the Restructuring Act, the relationship between the
Old Dominion Cooperatives and their exclusive power supplier, Old Dominion, creates unique
issues concerning stranded costs. If retail competition leads to the loss of load at the distribution
cooperative level, Old Dominion may have stranded costs. Stranded costs attributable to one
cooperative could be shifted to another cooperative if stranded costs are not properly addressed.
For the Old Dominion Cooperatives, stranded costs must be a coordinated such that Old
Dominion stranded costs are attributed to and collected by the member cooperative responsible
for the stranded costs, then passed back up to Old Dominion. Section 56-584 includes a
provision to address these issues.

III.  Conclusion
The Cooperatives respectfully offer these initial comments and responses to the

Commission’s questions relative to stranded costs. The Cooperatives look forward to working

11



with the Commission, Commission Staff, the Office of the Attorney General and other interested
parties in the work group assembled to assist Staff in developing a report to the LTTF regarding
the definitions and components of stranded costs and the effect of stranded costs on restructuring
in Virginia.

Respectfully submitted,

By:

Counsel for A&N Electric Cooperative,
BARC Electric Cooperative,

Community Electric Cooperative,
Mecklenburg Electric Cooperative,

Northern Neck Electric Cooperative,
Northern Virginia Electric Cooperative,
Prince George Electric Cooperative,
Rappahannock Electric Cooperative,
Shenandoah Valley Electric Cooperative and
Southside Electric Cooperative, Inc.

John A. Pirko

LeClair Ryan, A Professional Corporation
4201 Dominion Boulevard Suite 200
Glen Allen, Virginia 23060

(804) 968-2982 (direct)

(804) 783-7680 (fax)
[pirko@leclairryan.com

March 21, 2003
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CERTIFICATE OF SERVICE
I hereby certify that a true copy of the foregoing Responses to the Commission Inquiries
was hand-delivered or mailed, postage prepaid, this 21* day of March 2003 to the following

members of Commission Staff:

Ronald A. Gibson, Director

Division of Public Utility Accounting
State Corporation Commission

P.O. Box 1197

Richmond, VA 23218-1197

Lawrence T. Oliver, Assistant Director
Division of Economics and Finance
State Corporation Commission

P.O. Box 1197

Richmond, VA 23218-1197

William F. Stephens, Director
Division of Energy Regulation
State Corporation Commission
P.O.Box 1197

Richmond, VA 23218-1197

Wayne N. Smith

Office of General Counsel
State Corporation Commission
P.O. Box 1197

Richmond, VA 23218-1197

John A. Pirko
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® Three James Center

I‘MER,ECAN 1051 E. Cary Street, Suite 702
LECTR Richmond, VA 23219-4029
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March 21, 2003

Ronald A. Gibson, Director Lawrence T. Oliver, Assistant Director
Division of Public Utility Accounting Division of Economics and Finance
State Corporation Commission State Corporation Commission

P. O. Box 1197 P. 0. Box 1197

Richmond, VA 23218-1197 Richmond, VA 23218-1197

William F. Stephens, Director Wayne N. Smith, Esquire

Division of Energy Regulation Office of General Counsel

State Corporation Commission State Corporation Commission

P. 0. Box 1197 P. 0. Box 1197

Richmond, VA 23218-1197 Richmond, VA 23218-1197

Re: Stranded Costs Working Group, Case No. PUE-2003-00062

Gentlemen:

On behalf of Appalachian Power Company, d/b/a American Electric Power (“Company”),
enclosed are initial responses to the eight (8) questions listed in the Commission’s “Order
Establishing Proceeding” issued on March 3, 2003. Copiss of this letter and the Company’s
responses to the questions (including attachrnents) have been sent to
econfin@scc.state.va.us.

The Company’s responses to the Commission’s questions, in some cases, are based
on a broad reading of the questions and, where approrriate, provide factual information
more relevant to the implementation of stranded cost recovery generally, rather than
specifically with respect to the Virginia Electric Utility Restructuring Act. The mix of
specific references to the current Virginia restructuring statute and more broadly worded
references to stranded costs /methodologies in the Commission’s questions seemed to
request information regardless of its technical relevance to issues under the current Virginia
law.

The mix of considerations in the Commission’s questions and the general complexity of the
subject of stranded costs will require careful consideration by the Working Group. The
subject is inextricably tied to the development and timing of competition in Virginia, and
recent legislative developments may signal a change in Virginia’s commitment to pursue
competition as it has previously. These considerations will add to the complexity of the
issues that the Working Group must face.




The Company would observe that the Virginia restructuring statute provides for a transition
process under which stranded costs are recovered through a combination of capped rates and
non-bypassable wires charges. There has been significant concern expressed by various
parties that wires charges are inhibiting the development of retail competition in the
Commonwealth. The Company acknowledges that wires charges, as prescribed by the Act,
do have an impact on customer switching; however, other matters also affect whether or not
customers switch. While still in the early phases of the transition period in Virginia, it is
clear that additional changes will need to occur to create a robust competitive environment
that provides the potential for customer benefits.

The Working Group deliberations on stranded costs will necessarily require the participants
to maintain flexibility as they consider their initial responses to the questions and evolving
positions on regulatory or legislative actions that might be proposed in Virginia. The
Company looks forward to further participation in those deliberations in that spirit.

SincerZ,

Barry L. Thomas, Director
Regulatory Services VA/TN

BLT/cde




Virginia Stranded Cost Proceeding
Case No. PUE-2003-00062
Answers to SCC Questions Contained in its March 3, 2003 Order

Question No. 1

Define “stranded costs.” Include in the definition a detailed listing of each stranded cost
component. Is this definition applicable to all electric utilities operating in Virginia? If not,
to which utility or utilities does it apply and why?

Question No. 2

Define “just and reasonable net stranded costs.” Provide a detailed explanation of how and
why it differs from “stranded costs.” Is this definition applicable to all electric utilities
operating in Virginia? If not, to which utility or utilities does it apply and why?

Response

In the context of electric utility industry restructuring generally, the term “stranded costs”
refers to a range of costs not recoverable by an electricity utility in a competitive market.
The three broad categories of stranded costs are generally identified as follows:

A. Production sources. This category can be further divided into two sub-categories:
e Generation assets. Stranded costs in this sub-category consist of the
difference between the market value of an electric utility’s generation assets
and the book value of those assets as of a certain date. Generation assets
include all assets (i.e. not just physical plant) associated with the production
of electricity.
e Purchased power contracts. Stranded costs in this sub-category consist of the
difference between the market value of an electric utility’s long-term purchase
power contracts and the book value of those contracts as of a certain date.

B. Generation-related regulatory assets. This category consists of deferred expenses
reflected on an electric utility’s balance sheet, as of a certain date, pursuant to a
Commission order or practice, or to generally accepted accounting principles as a
result of a prior commission rate making decision. Generation-related regulatory
assets include but are not limited to such things as deferred taxes related to SFAS
109 and the unamortized costs of deferred expenses related to post-employment
benefits.

C. Transition costs. This category reflects the costs associated with such things as
implementing retail choice and providing employee assistance and consumer
education programs.



The categories identified above encompass the broad range of stranded costs applicable
to all electric utilities operating in Virginia. However, every Virginia electric utility may
not necessarily incur costs in each category depending upon its specific circumstances.
The definition of the term “‘just and reasonable net stranded costs” is dependent upon the
methodology used to determine stranded costs.



Virginia Stranded Cost Proceeding
Case No. PUE-2003-00062
Answers to SCC Questions Contained in its March 3, 2003 Order

Question No. 3

Provide a methodology for calculating “just and reasonable net stranded costs.” Be specific
in providing the necessary steps, beginning with each component comprising gross stranded
costs and each component offsetting this amount to reach a net amount.

Question No. 4

Describe how stranded costs are recovered. Provide a methodology for calculating such
recovery. Describe the recovery period. :

Question No. 5

Do the calculation and recovery methodologies described in the responses to questions 3 and
4 produce (or are they likely to produce) over-recovery or under-recovery of just and
reasonable net stranded costs? How should such over- or under-recovery be dealt with?

Question No. 6

Requested Actions paragraph 1 of the LTTF Resolution requests that the work group develop
consensus recommendations “consistent with the provisions of the Act.” Explain how that
phrase guides or possibly constrains the actions of the work group. Identify each section of
the Virginia Electric Utility Restructuring Act. §§ 56-576 to —596 of the Code of Virginia,
pertinent to such guidance or constraint. Additionally, explain each such section’s
significance in the context of definitions offered in response to questions 1 and 2 as well as in
the methodologies proffered for calculating and recovering just and reasonable net stranded
costs in response to questions 3 and 4.

Response

Although Section 56-584 of the Restructuring Act explicitly deals with the recovery of “just
and reasonable net stranded costs,” it does embody a methodology of estimating such costs.'
“Just and reasonable net stranded costs” are recovered through a combination of revenues
collected under capped rates established pursuant to Section 56-582 and any non-bypassable
wires charges established by the Commission on an annual-basis pursuant to Section 56-583.
The recovery period provided for under these sections of the Restructuring Act goes through
the end of the capped rate period, which could extend through June 30, 2007.

" Appendix 1 sets forth the portions of the Restructuring Act that APCo has identified as pertinent to the phrase
“consistent with the provisions of the Act” found in Requested Actions paragraph 1 of the LTTF’s Resolution.



There are a number of alternative methodologies that can be used to calculate “just and
reasonable net stranded costs”. In the case of the first category of stranded costs, one way to
determine “just and reasonable net stranded costs” is for the utility to sell its generation
assets and purchased power contracts. The net difference between the sale price received for
these assets and the book value of the assets as of the sale date equals the utility’s “just and
reasonable net stranded costs” for the production sources category.

The comparable transactions approach uses data from actual sales of generation assets to
determine market value. Typically, this method compares unsold generation assets with
“comparable” assets that have been sold, and then estimates the value of the unsold assets by
assigning them the average value from the “comparable” sales.

Under a revenue-based or lost revenues approach, an electric utility is compensated for the
loss in the value of its generation assets. Under this method, “just and reasonable net
stranded costs™ for the first category of stranded costs are reflected in the excess of the net
book value of a utility’s generation assets compared to the present value of projected future
margins (cash flow) earned from those assets under market prices and reflecting future costs.
This method recognizes the financial effect that every source of generation-related stranded
cost has on the utility’s assets, long-term contracts and transition costs. This approach is an
administratively determined method of calculating stranded costs that requires many
assumptions about several aspects of future market conditions and operations, including such
things as environmental costs, coal and gas prices, the entry of new generation and asset
utilization rates.

The methods discussed above also require a determination of “just and reasonable net
stranded costs” associated with generation-related regulatory assets and transition costs.
Given that regulatory assets, if any, appear on an electric utility’s books, it is relatively easy
to identify and value those costs. Because transition costs will occur over time, the same
issues associated with projecting such future stranded costs are inherent in any methodology
that requires a current estimate of “‘just and reasonable net stranded costs.”

There are various methods available for the recovery of stranded costs. The most
straightforward and generally accepted method utilizes some type of a non-bypassable
surcharge per kWh of customer usage. Such a surcharge could be designed to collect a
predetermined amount of stranded costs over a specified period of time (but by its very
nature an estimated amount). Since such a design could require the use of projected kWh
usage, the actual surcharge could be effective for a slightly shorter or longer period to
account for variances between projected and actual kWh usage. The actual recovery from
the surcharge could be tracked to prevent over- or under-recovery. In some states,
securitization has been used as a recovery mechanism for stranded costs.



Questions Nos. 3-6
Appendix 1

§ 56-581. Regulation of rates subject to Commission's jurisdiction.

A. Subject to the provisions of § 56-582, the Commission shall regulate the rates for the
transmission of electric energy, to the extent not prohibited by federal law, and for the
distribution of electric energy to such retail customers on an unbundled basis, but, subject to
the provisions of this chapter after the date of customer choice, the Commission no longer
shall regulate rates and services for the generation component of retail electric energy sold to
retail customers.

§ 56-582. Rate caps.

A. The Commission shall establish capped rates, effective January 1, 2001, and expiring on
July 1, 2007, for each service territory of every incumbent utility as follows:

1. Capped rates shall be established for customers purchasing bundled electric transmission,
distribution and generation services from an incumbent electric utility.

2. Capped rates for electric generation services, only, shall also be established for the purpose
of effecting customer choice for those retail customers authorized under this chapter to
purchase generation services from a supplier other than the incumbent utility during this
period.

3. The capped rates established under this section shall be the rates in effect for each
incumbent utility as of the effective date of this chapter, or rates subsequently placed into
effect pursuant to a rate application filed by an incumbent electric utility with the
Commission prior to January 1, 2001, and subsequently approved by the Commission, and
made by an incumbent electric utility that is not currently bound by a rate case settlement
adopted by the Commission that extends in its application beyond January 1, 2002. If such
rate application is filed, the rates proposed therein shall go into effect on January 1, 2001, but
such rates shall be interim in nature and subject to refund until such time as the Commission
has completed its investigation of such application. Any amount of the rates found excessive
by the Commission shall be subject to refund with interest, as may be ordered by the
Commission. The Commission shall act upon such applications prior to commencement of
the period of transition to customer choice. Such rate application and the Commission's
approval shall give due consideration, on a forward-looking basis, to the justness and
reasonableness of rates to be effective for a period of time ending as late as July 1, 2007. The
capped rates established under this section, which include rates, tariffs, electric service
contracts, and rate programs (including experimental rates, regardless of whether they
otherwise would expire), shall be such rates, tariffs, contracts, and programs of each



incumbent electric utility, provided that experimental rates and rate programs may be closed
to new customers upon application to the Commission. Such capped rates shall also include
rates for new services where, subsequent to January 1, 2001, rate applications for any such
rates are filed by incumbent electric utilities with the Commission and are thereafter
approved by the Commission. In establishing such rates for new services, the Commission
may use any rate method that promotes the public interest and that is fairly compensatory to
any utilities requesting such rates.

B. The Commission may adjust such capped rates in connection with the following: (1)
utilities' recovery of fuel costs pursuant to § 56-249.6, (ii) any changes in the taxation by the
Commonwealth of incumbent electric utility revenues, (iii) any financial distress of the utility
beyond its control, (iv) with respect to cooperatives that were not members of a power supply
cooperative on January 1, 1999, and as long as they do not become members, their cost of
purchased wholesale power and discounts from capped rates to match the cost of providing
distribution services, and (v) with respect to cooperatives that were members of a power
supply cooperative on January 1, 1999, their recovery of fuel costs, through the wholesale
power cost adjustment clauses of their tariffs pursuant to § 56-231.33. Notwithstanding the
provisions of § 56-249.6, the Commission may authorize tariffs that include incentives
designed to encourage an incumbent electric utility to reduce its fuel costs by permitting
retention of a portion of cost savings resulting from fuel cost reductions or by other methods
determined by the Commission to be fair and reasonable to the utility and its customers.

§ 56-583. Wires charges.

A. To provide the opportunity for competition and consistent with § 56-584, the Commission
shall calculate wires charges for each incumbent electric utility, effective upon the
commencement of customer choice, which shall be the excess, if any, of the incumbent
electric utility's capped unbundled rates for generation over the projected market prices for
generation, as determined by the Commission; however, where there is such excess, the sum
of such wires charges, the unbundled charge for transmission and ancillary services, the
applicable distribution rates established by the Commission and the above projected market
prices for generation shall not exceed the capped rates established under § 56-582 A 1
applicable to such incumbent electric utility. The Commission shall adjust such wires charges
not more frequently than annually and shall seek to coordinate adjustments of wires charges
with any adjustments of capped rates pursuant to § 56-582. No wires charge shall be less than
zero. The projected market prices for generation, when determined under this subsection,
shall be adjusted for any projected cost of transmission, transmission line losses, and
ancillary services subject to the jurisdiction of the Federal Energy Regulatory Commission
which the incumbent electric utility (i) must incur to sell its generation and (ii) cannot
otherwise recover in rates subject to state or federal jurisdiction.

B. Customers that choose suppliers of electric energy, other than the incumbent electric
utility, or are subject to and receiving default service, prior to the expiration of the period for



capped rates, as provided for in § 56-582, shall pay a wires charge determined pursuant to
subsection A based upon actual usage of electricity distributed by the incumbent electric
utility to the customer (i) during the period from the time the customer chooses a supplier of
electric energy other than the incumbent electric utility or (i1) during the period from the time
the customer is subject to and receives default service until capped rates expire or are
terminated, as provided in § 56-582.

§ 56-584. Stranded costs.

Just and reasonable net stranded costs, to the extent that they exceed zero value in total for
the incumbent electric utility, shall be recoverable by each incumbent electric utility provided
each incumbent electric utility shall only recover its just and reasonable net stranded costs
through either capped rates as provided in § 56-582 or wires charges as provided in § 56-583.
To the extent not preempted by federal law, the establishment by the Commission of wires
charges for any distribution cooperative shall be conditioned upon such cooperative entering
into binding commitments by which it will pay to any power supply cooperative of which
such distribution cooperative is or was a member, as compensation for such power supply
cooperative's stranded costs, all or part of the proceeds of such wires charges, as determined
by the Commission.

§ 56-590. Divestiture, functional separation and other corporate relationships.

A. The Commission shall not require any incumbent electric utility to divest itself of any
generation, transmission or distribution assets pursuant to any provision of this chapter.

§ 56-595. Legislative Transition Task Force established.

A. The Legislative Transition Task Force is hereby established to work collaboratively with
the Commission in conjunction with the phase-in of retail competition within the
Commonwealth.



C. The Task Force members shall be appointed to begin service on and after July 1, 1999,
and shall continue to serve until July 1, 2005. They shall . . . (iii) after the commencement
of customer choice, monitor, with the assistance of the Commission, the Office of the
Attorney General, incumbent electric utilities, suppliers, and retail customers, whether the
recovery of stranded costs, as provided in § 56-584, has resulted or is likely to result in the
overrecovery or underrecovery of just and reasonable net stranded costs; . . .and v) annually
report to the Governor and each session of the General Assembly during their tenure
concerning the progress of each stage of the phase-in of retail competition, offering such
recommendations as may be appropriate for legislative and administrative consideration in
order to maintain the Commonwealth's position as a low-cost electricity market and ensuring
that residential customers and small business customers benefit from competition.

*

§ 56-596. Advancing competition.

A. In all relevant proceedings pursuant to this Act, the Commission shall take into
consideration, among other things, the goals of advancement of competition and
economic development in the Commonwealth.

*



Virginia Stranded Cost Proceeding
Case No. PUE-2003-00062
Answers to SCC Questions Contained in its March 3, 2003 Order

Question No. 7

Provide copies of any study or studies undertaken to define and/or calculate stranded costs
for any Virginia electric utility.

Response

See Question No. 7, Attachment 1, for a 1997 vintage paper concerning AEP/APCo’s
Projected Stranded Commitments assignable to Virginia. This paper is being provided in
response to this question even though it is more of a sensitivity analysis, rather than a study
undertaken to define and/or calculate stranded costs.

Question No. 7, Attachment 2, lists the witnesses who filed testimony in Case No. 98-0452-
E-GI, a proceeding before the Public Service Commission of West Virginia (PSC) that dealt
with stranded cost issues. Copies of those witnesses’ testimony is available on the PSC’s
website at the following addresses:

http://www.psc.state.wv.us/elecrest/19990707/default.htm (Direct Testimony)

http://www.psc.state.wv.us/elecrest/19990806/default.htm (Rebuttal Testimony)



Stranded Cost Testimony Filed
In Case No. 98-0452-E-GI

Before the Public Service Commission of West Virginia

Party

Witness

Appalachian Power Company/

Wheeling Power Company | John H. Landon
Jan Umbaugh
AARP Barbara Alexander
Allegheny Power John Howells
Michael Morrell
Howard Pifer

James Spayer

William Avera

David Benson

Consumer Advocate Division

Randy Allen

Paul Chernick

Michael J. Majoros

Bruce Biewald

Muni Coops Daniel M. Walker
PSC Staff Dave Ellis

Tom Torries
Weirton Steel David Johnstone

Michael Gorman

West Virginia Power

Steve Jurek

WVEUG

Randall J. Falkenberg

Stephen J. Baron

Lane Kollen

WYV Retail Association

James Clarkson

Question No. 7
Attachment 2



Virginia Stranded Cost Proceeding
Case No. PUE-2003-00062
Answers to SCC Questions Contained in its March 3, 2003 Order

Question No. 8

Provide any additional comments on the issues raised by Requested Actions paragraphs 2
and 3 of the LTTF Resolution.

Response

APCo appreciates the opportunity to provide its initial comments on the issues raised by the
LTTF’s Resolution and looks forward to participating in the upcoming work group. Once
the work group meets and has a chance to review and discuss various comments regarding
Requested Actions paragraph 2 of the LTTF’s Resolution, including those of the Company,
the workgroup will be in a position to discuss any necessary response to Requested Actions
paragraph 3 of that Resolution.



American Electric Powsr
PO Box 2021

Roanake, VA 24022-2121
540 985-2300

July 30, 1997

Mr. William F. Stephens, Director
Division of Energy Regulation
State Corporation Commission

P. 0. Box 1197
A. Daniel Carson, Jr.  Richmond, VA" 23209
Virginia President
340 985 2900 Dear Bill:

During one of the meetings of the Stranded Cost Working Group, Virginia Power
‘Company representatives presented an analysis whick supported their Company’s estimate
of the net plant investment which could be expected-to be rendered uneconomic in a
competitive environment. You subsequently asked during the meeting if AEP had
performed a similar analysis or if it would performsuch an analysis.

In this regard, I am enclosing for your review a recently completed paper
concerning AEP’s/APCO’s Projected Stranded Commitments assignable to Virginia. Rich
Munczinski had the primary responsibility for preparing this analysis, and he and I would
welcome the opportunity to meet with you to discuss it at your earliest convenience.

Sincerely,

R. Daniel Carson, Jr.
dml
Enclosure
Copy: Mr Munczinski (w/o enclosure)

l“

R.E.
B. L. Thomas (w/enclosure)
M. S. Lawrence (w/enclosure)




Appalachian Power Company d/b/a/ American Electric Power
Projected Stranded Commitments - Virginia

As part of its ongoing efforts regarding restructuring and competition in the electric
utility industry, Appalachian Power Company, d/b/a/ American Electric Power (APCo or
the Company), has endeavored to quantify its projected stranded commitments. The
term "stranded commitments” refers to (1) net stranded costs for generation assets,
and (2) generation-related regulatory assets.

The Company’s quantification of projected stranded commitments was conducted in
two parts: Generation-related net stranded costs were first quantified by subtracting
the present value of future cash flows associated with generating assets from the net
investment (net book value) of the generation assets as of December 31, 1996, and -
then allocated to the Virginia retail jurisdiction. Regulatory assets were taken from the
books of account as of that date, and allocated or specifically assigned to the Virginia
retail jurisdiction.

While the determination of generation-related regulatory assets is relatively straight
forward, projecting a utility’s generation-related net stranded costs is a difficult matter
that is dependent upon a myriad of variables. Changing assumptions about any of
these variables will likely lead to widely differing results. In addition, the industry
debate on stranded cost calculations is in its infancy. The assumptions and variables
underlying the projections contained herein are based upon the best available
information at this time and AEP reserves the right to advance the use of other
assumptions, variables and methodologies at some future date.

Given that the AEP System was developed and is operated as a single, integrated
and coordinated unit to serve the combined load of all customers within the service
areas of its operating utility companies, it is appropriate to evaluate any projected
generation-related stranded costs on an AEP System basis. In order to minimize
controversy, we have also quantified this information for APCo on a stand-alone basis.

Attachment 1, consisting of one page, is a summary of projected generation-related
net stranded costs for the AEP System, for APCo’s Virginia retail jurisdictional share of
the AEP System, and for APCo (both total company and Virginia retail jurisdiction ) on
a stand-alone basis including the capacity settlement under the AEP Interconnection
Agreement. The calculations were performed assuming levelized market prices of
2.50 ¢/kWh, 2.75 ¢/kWh and 3.00 ¢/kWh over the 20-year study period. Also shown
on this page are the results of a further sensitivity analysis that depicts the effect on
projected generation-related net stranded costs assuming each generating asset's
capacity factor is increased by 5 percentage points throughout the study period.
Attachment 2, consisting of two pages, is a description of the major assumptions used

to project generation-related net stranded costs.




A quantification of APCo’s generation-related regulatory assets, as of December 31,
1996, was previously filed with the Virginia State Corporation Commission, in Case
No. PUES60301, as part of APCo’s request for approval of an altemative regulatory
plan and for a general increase in electric rates. For convenience, a copy of that
quantification is enclosed as Attachment 3. :

[H:\mihapco\221\061797.51]
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ATTACHMENT 2
Page 1 of 2

Maijor Assumptions for Projected Generatlon-Related
Net Stranded Costs Quantification

Generation from the AEP System’s generating plants was assumed to escalate
at 1.3% per year through the year 2008 and then decline at a constant rate of
1.6% per year through 2015 to reflect retirement of units. For APCo,
generation was assumed to escalate at 2.5% per year through the year 2010
and then decline at a constant rate of 3.2% through the year 2015 to reflect
retirement of APCo generating units.

Total Revenue projections were calculated for AEP and APCo generating plants
using levelized market prices of 2.5 cents per kWh, 2.75 cents per kWh and
3.00 cents per kWh.

Fuel costs for the AEP System’s generating plants were assumed to increase at
3.1% per year through 2008, which reflects load growth and cost escalation.
Thereafter, fuel costs were assumed to increase at 0.5% per year through 2015
which reflects cost escalation and a decline in generation.

Fuel costs for APCo’s generating plants were assumed to increase at 3.5% per
year through 2010 which reflects load growth and cost escalation. Thereafter,
fuel costs were assumed to increase at 0.7% per year through 2035, which
reflects cost escalation and a decline in generation.

Other O&M expenses, Depreciation and Taxes Other Than Income Taxes were
based on Corporate Planning and Budgeting projections for the years 1996
through 2015 and/or were specifically calculated for those years using
composite depreciation or revenue tax rates. Projected amounts only reflect
generation-related expenses for these items of expense.

APCo’s projécted stranded cost calculations include AEP System Pool capacity
equalization payments of $127 million per year escalated at 1% per year
through 2015. :

Current Federal/State income taxes were calculated for the AEP System and
APCo based on the study’s projections of pre-tax book income from the
generation assets and estimates of Schedule M tax adjustments. A composite
federal/state income tax rate of 37% was used for AEP and 38.05% for APCo.
Deferred federal income taxes and deferred investment tax credits were
calculated based on the tax normalization treatment of trmmg differences for the

AEP System and APCo.




ATTACHMENT 2
Page 2 of 2

8. Net Investment (net book value) includes production plant, generation-related
transmission and general plant, fuel inventory, a portion of materials & supplies
inventory and prepayments less accumulated deferred federal income taxes,
based on projections obtained from Corporate Planning & Budgeting for the
years 1996-2015.

9. A net-of-tax discount rate of 8.9% (13.69% on a before-tax-basis) was used to
discount future cash flows for AEP’s and APCo’s generating assets back to
December 31, 1996. The sum of the present value of future cash flows as of
December 31, 1996 was subtracted from the net book value of the generation
assets as of that date to obtain the quantification of generation-related net
stranded cost, if any. '

10.  The capacity factors for the AEP System’s and APCo’s generating plants were
increased by 5 percentage points to determine the sensitivity that an increase in
capacity utilization would have on projected stranded costs. For the AEP
System, the capacity factor was increased from a projected 20-year average of
approximately 69% to approximately 74%, while for APCo’s generating plants,
the capacity factor was increased from approximately 65% to approximately
70%.

[H:\mjl\apco\attach2.w51]







Allegheny Power

LEGAL DEPARTMENT 10435 Downsville Pike
Hagerstown, MD 21740-1766
(301) 790-3400
Writer's Direct line: 301-790-6283
FAX: 301-790-6460

March 20, 2003

VIA OVERNIGHT MAIL

Ronald A. Gibson, Director

Division of Public Utility Accounting
State Corporation Commission

Tyler Building, 4 " Floor

1300 E. Main Street

Richmond, VA 23219

Re: In the Matter of Developing Consensus

Recommendations On Stranded Costs - VA SCC Case No. PUE-2003-00062

Dear Mr. Gibson:

By order dated March 3, 2003 in this case, the Commission requested responses to eight
questions concerning stranded costs. Enclosed please find responses on behalf of The Potomac
Edison Company d/b/a Allegheny Power. As requested by the Commission's order, an
electronic copy of this document is also being forwarded to econfin(d), scc.state.va.us,

We appreciate your kind attention to this matter.

Very truly yours,

D. . . 6 ’
Philip J. Bray E )

Attorney

Enclosure

cc: Lawrence T. Oliver, Assistant Director, Division of Economics & Finance
William F. Stephens, Director, Division of Energy Regulation
Wayne N. Smith, Office of General Counsel




Before the
State Corporation Commission

of Virginia

In the matter of developing
consensus recommendations * Case No. PUE- 2003-00062
on stranded costs *

Comments by Allegheny Power

On March 3, 2003 the Commission issued an order initiating this proceeding for the
purpose of developing consensus recommendations on stranded costs. In its order, the
Commission posed several questions for input on this important and very complex
subject.

Allegheny Power would like to preface its comments by stating that its situation with
regard to stranded costs is significantly different than several of the other incumbent
electric utilities in Virginia. AP legally transferred its generation assets to its affiliate,
Allegheny Energy Supply Company, LLC on August 1, 2000 as part of its functional
separation plan in Case No. PUE-2000-00280. In addition, as part of a Memorandum of
Understanding ("MOU") with the Commission Staff in that case, AP waived its right to
assess a wires charge and instead pledged to recover stranded costs solely through capped
rates.

Although AP does not have a wires charge, the Company has monitored the
Commission's activity in establishing wires charges in Case No. PUE-2001-00360. AP
finds the Commission's approved methodology for calculating and annually establishing
the wires charge as an effective means to recover stranded costs resulting from an
incumbent's customers switching to an alternative supplier. The Commission establishes
the projected market price for generation annually using forward-looking pricing data,
providing a value that is representative of the price for which the incumbent's displaced
power would be sold in the market.

Clearly the Restructuring Act's intent in establishing the wires charge in § 56-583 was for
the incumbent to be "made whole" in the event any of its customers switched to an
alternative supplier during the rate cap period. The Restructuring Act is a carefully

crafted document, reflecting the study, compromise, and negotiation of many parties.
The Restructuring Act does not provide a mechanism for quantifying total stranded costs




for each utility, and AP questions the need to do so now. This is a value that can change
significantly over the course of the capped rate period, given varying market conditions
and other economic factors. To expend effort at this point attempting to quantify total
stranded costs for each utility is of questionable practical value.

In light of these facts, AP offers the following general comments in response to the
questions set forth in the Commission's order dated March 3, 2003. AP looks forward to
working with the stranded cost work group in developing recommendations on these very
important questions.

Question 1: Define "stranded costs." Include in the definition a detailed listing of
each stranded costs component. Is this definition applicable to all electric utilities
operating in Virginia? If not, to which utility or utilities does it apply and why?

Stranded costs are those costs that would have been recovered under regulation that
cannot be recovered in a deregulated environment. Stranded costs include the following

major components:

Losses in the economic value of an incumbent's investments and obligations related to
electric generation supply that resulted from deregulation - Under traditional utility
ratemaking the costs prudently incurred by utilities and a reasonable return on investment
would be recovered in regulated rates. In a deregulated environment the market cost of
generation may be different than the regulated rate. If the market rate is lower than the
regulated rate and the utility loses sales, the costs not recovered through the lost revenues
would be a stranded cost (lost revenues consisting of expenses, investment and return not
recovered by the utility). Under capped rates, a higher market rate than the regulated

capped rate offers no benefit to the utility.

Devaluation in Generation Assets - If the utility decided to sell generation assets
because it could not offer the lower rates dictated by the marketplace it is likely that the
sale price of the generation plant may be less than the book value of the plant. Since the
low sales price is not likely to cover the book value of the plant and the ratepayers would
no longer be paying for the carrying costs and depreciation of the plant in rates, the
difference between the book value and the sales price would be a stranded cost.

Transition Costs - Costs that would not have been incurred by the utility but for the
adoption of restructuring legislation may also be labeled as stranded costs. Examples of
potential restructuring costs not recovered through existing rates are consumer education
costs, modifications of billing systems to accommodate new billing procedures, expanded
customer service facilities, revisions to metering processes necessitated by customer
choice, and costs of joining or establishing an RTO.

Deferred Costs and Regulatory Assets - 1f the utility has deferred costs or other deferred
liabilities that will not be collected under a restructured environment then these costs that
have been paid for but not yet collected would be a stranded cost.




In summary, any Virginia electric utility that experiences any of the conditions stated
above will be deemed to have stranded costs.

Question 2: Define "just and reasonable net stranded costs." Provide a detailed
explanation of how and why it differs from "stranded costs." Is this definition
applicable to all electric utilities operating in Virginia? If not, to which utility or
utilities does it apply and why?

AP perceives these to be essentially the same as the costs discussed in its response to
question 1, with the slight distinction that these are net losses associated with retail
competition. Just and reasonable net stranded costs are the net costs or losses that would
have been recoverable under regulation that cannot be recovered under deregulation.

Question 3: Provide a methodology for calculating "just and reasonable net
stranded costs." Be specific in providing the necessary steps, beginning with each
component comprising gross stranded costs and each component offsetting this
amount to reach a net amount.

AP does not have a proposed methodology to offer at this time, but the Company
recognizes this would be a complex calculation including detailed projected expenditures

and market prices over a set period of time.

Question 4: Describe how stranded costs are recovered. Provide a methodology for
calculating such recovery. Describe the recovery period.

§ 56-584 of the Restructuring Act provides for just and reasonable net stranded costs to
be recovered through either capped rates as provided in § 56-582 or wires charges as

provided in § 56-583.

As mentioned earlier, AP waived its right to a wires charge and consequently only
recovers stranded costs through capped rates during the capped rate period. The capped

rate period can extend as long as July 1, 2007.

Question 5: Do the calculation and recovery methodologies described in responses
to questions 3 and 4 produce (or are they likely to produce) over-recovery or under-
recovery of just and reasonable net stranded costs? How should such over- or

under- recovery be dealt with?

AP did not perform a calculation such as the one suggested by question number 3.
However, AP notes if the recovery method is limited to the mechanisms provided for in §
56-584 of the Restructuring Act, the incumbent recovers the excess between its capped
generation rate and the projected market rate, which is representative of the value it could
obtain for the displaced energy in the market. The wires charge is not applicable unless
the utility's customers switch to an alternative supplier. Whether or not the wires charge
is invoked, the end result is the incumbent recovering its capped generation rate, which is
a cost-based rate reflective of the incumbent's last base rate case.




Question 6: Requested Actions paragraph 1 of the LTTF resolution requests that
the work group develop consensus recommendations "consistent with the provisions
of the Act." Explain how that phrase guides or possibly constrains the actions of the
work group. Identify each section of the Act, §§ 56-576 to -596 of the Code of
Virginia, pertinent to such guidance or constraint. Additionally, explain each such
section's significance in the context of definitions offered in response to questions 1
and 2 as well as in the methodologies proffered for calculating and recovering just
and reasonable net stranded costs in response to questions 3 and 4.

AP points to § 56-584 of the Restructuring Act, which provides for just and reasonable
net stranded costs to be recovered through either capped rates as provided in § 56-582 or
wires charges as provided in § 56-583. These sections provide the greatest guidance on

the intent of the Act with regard to this matter.

Question 7: Provide copies of any study or studies undertaken to define and/or
calculate stranded costs for any Virginia electric utility.

AP has not performed any such studies for its Virginia jurisdiction. AP would like to
note that in the case of its other jurisdictions, it has been the Company's experience that
the stranded cost amount for utilities frequently is determined as a result of negotiation

and settlement.

Question 8: Provide any additional comments on the issues raised by Requested
Actions paragraphs 2 and 3 of the LTTF Resolution.

AP would simply like to reiterate that its position is significantly different than that of the
other incumbent electric utilities in Virginia, in that AP has transferred its generation
assets to its affiliate Allegheny Energy Supply. Also, AP waived its right to assess a
wires charge in the MOU executed with Staff in its functional separation case. This
MOU was designed as a comprehensive settlement to address all issues including

stranded cost recovery.

In addition, AP perceives the Restructuring Act's provisions for the wires charges to
adequately address the recovery of stranded costs.

In closing, AP appreciates the opportunity to offer its views on this subject matter. The
Company looks forward to working with Staff and other interested parties to develop

consensus recommendations on this very important issue.







March 21, 2003

In the Matter of Developing
Consensus Recommendations on
Stranded Costs CASE NO. PUE-2003-00062

Responses of Virginia Independent Power Producers, Inc.

1. Define “stranded costs.” Include in the definition a detailed listing of each
stranded cost component. Is this definition applicable to all electric utilities
operating in Virginia? If not, to which utility or utilities does it apply and
why?

The term “stranded costs” is generally defined as the difference between the
depreciated book value of a utility’s generation assets and its market value in a fully
competitive, effective marketplace.

The major components of stranded costs are utility investments that may not be
fully recoverable in a competitive marketplace, such as (i) utility-owned generating
assets, (i1) utility obligations regarding wholesale power purchase agreements and (iii)
generation-related “regulatory assets,” obligations made under a regulatory system that
extended cost recovery into future periods.

The above definition is applicable to all incumbent utilities in Virginia.

2. Define “just and reasonable net stranded costs.” Provide a detailed
explanation of how and why it differs from “stranded costs.” Is this
definition applicable to all electric utilities operating in Virginia? If not, to
which utility or utilities does it apply and why.

The term “just and reasonable net stranded costs” means the arithmetic sum of the
various stranded cost components detailed in the answer to question No. 1. Further,
stranded costs are “just and reasonable” if they were incurred by a utility acting prudently
and in good faith, in accordance with the obligation to serve all customers known as “the
regulatory compact.”

Virginia Independent Power Producers, Inc.



3. Provide a methodology for calculating “just and reasonable net stranded
costs.” Be specific in providing the necessary steps, beginning with each
component comprising gross stranded costs and each component offsetting
this amount to reach a net amount.

With respect to customers who have switched suppliers, stranded costs can be
calculated by comparing the unbundled generation component with prevailing market
prices, as is done annually when computing the wires charge. This annual number can be
netted over time by summing the results of each year’s calculation.

This method, which considers the amount of revenue displaced by customers
purchasing from competitive suppliers, measures the actual economic impact of
competition on an incumbent utility. As such, the method focuses on discernable facts
and information, not future projections. As the Staff of the State Corporation
Commission has previously stated, reliance on projections or future estimates, not factual
information, may result in errors.'

4. Describe how stranded costs are recovered. Provide a methodology for
calculating such recovery. Describe the recovery period.

In Virginia, in accordance with Sec. 56-584 of the Virginia Electric Utility
Restructuring Act, just and reasonable net stranded costs are recoverable through either
capped rates as provided in Sec. 56-582 or wires charges as provided in Sec. 56-583.

The recovery period is as provided in the Restructuring Act.

5. Do the calculation and recovery methodologies described in responses to
questions 3 and 4 produce (or are they likely to produce) over-recovery or
under-recovery of just and reasonable net stranded costs? How should such
over- or under-recovery be dealt with?

The calculation and recovery methods contained in the Virginia Electric Utility
Restructuring Act will not produce over-recovery or under-recovery of just and
reasonable net stranded costs. The Restructuring Act’s provisions determine the extent of
permitted recovery, as agreed to by stakeholders during extensive legislative debate and
as ratified and approved by the Virginia General Assembly and the Governor of Virginia.

! “Staff is especially concerned that current estimates of long-term market prices may be biased to the
downside, thereby resulting in overestimation of stranded costs for underestimation of stranded margins.”
Excerpt from SCC’s “Draft Working Model for Restructuring the Electric Utility Industry in Virginia,”
November 1977

Virginia Independent Power Producers, Inc.



Any alleged over-recovery or under-recovery claimed should not be “dealt with”
absent specific statutory authority to do so. In the absence of such statutory authority, it
1s inappropriate to speculate about methods to be used.

6. Requested Actions paragraph 1 of the LTTF Resolution requests that the
work group develop consensus recommendations “consistent with the
provisions of the Act.” Explain how that phrase guides or possible constrains
the actions of the work group. Identify each section of the Virginia Electric
Utility Restructuring Act, §§ 56-576 to —596 of the Code of Virginia,
pertinent to such guidance or constraint. Additionally, explain each such
section’s significance in the context of definitions offered in response to
questions 1 and 2 as well as in the methodologies proffered for calculating
and recovering just and reasonable net stranded costs in response to
questions 3 and 4.

The phrase “consistent with the provisions of the Act” contained in the LTTF
resolution guides the efforts of the work group and constrains its actions and
recommendations by limiting the scope of the inquiry and the range of possible
recommendations to those specifically and directly contemplated and permitted by the
Restructuring Act. Simply stated, “consistent with the provisions of the Act”” means that
the work group has been granted only limited authority and should confine its
recommendations to actions consistent with the provisions of the Restructuring Act.

7. Provide copies of any study or studies undertaken to define and/or calculate
stranded costs for any Virginia electric utility.

VIPP does not possess any such studies.

HitH
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STATE CORPORATION COMMISSION
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Stranded Costs

DIVISION OF CONSUMER COUNSEL
OFFICE OF THE ATTORNEY GENERAL
RESPONSES TO QUESTIONS
SET OUT IN ORDER OF MARCH 3, 2003

The Division of Consumer Counsel, Office of the Attorney General (“Consumer
Counsel”’) submits these responses to the questions set out in the Commission’s Order
Establishing Proceeding of March 3, 2003. Consumer Counsel appreciates the
opportunity to participate in the Work Group convened by the Commission to develop
consensus recommendations to the General Assembly’s Legislative Transition Task
Force (“LTTF”) addressing the definition of stranded costs, the proper method of
quantifying potential stranded costs, and the status of recovery of stranded costs to date
by Virginia’s electric utilities.

While it will no doubt be very challenging to develop consensus on the issues of
potential stranded cost quantification and recovery through the Work Group process due
to the extremely large financial impact of these issues, Consumer Counsel looks forward
to participating in this debate and offers the following initial comments in response to the

questions posed by the Commission in its March 3, 2003 Order.



1. Define “stranded costs.” Include in the definition a detailed listing of
each stranded cost component. Is this definition applicable to all
electric utilities operating in Virginia? If no, to which utility or
utilities does it apply and why?

Stranded costs are a utility’s lost revenues arising from prudently incurred,
verifiable and non-mitigable electric generation-related costs that become unrecoverable
due to restructuring and retail competition. The specific compone;nts of stranded costs
may include unrecoverable generation capital and operating costs including fuel,
purchased power costs, and regulatory assets and liabilities, such as accumulated deferred
income taxes. While the above definition could technically apply to electric utilities in
Virginia whose customers have retail choice, there is no evidence that Virginia’s utilities
have experienced any material stranded costs to date, given the very limited level of
customer switching and the regulatory protection against stranded costs afforded by
capped rates and wires charges as provided under the Restructuring Act. In our view,
stranded costs only occur after retail electricity charges are deregulated and customers
actually switch from the incumbent utility to a competitive supplier.

In order for there to be a potential for stranded costs to occur in Virginia, several
changes in current market conditions must occur:

a) Retail market prices for energy must be significantly less than the regulated retail
rates charged by the incumbent utility. If the “price to compare” is at a level near
or below prevailing wholesale market prices, as presently is the case in Virginia,
no competitors will enter the market, all retail customers will continue purchasing
from the incumbent at regulated capped rates, and no costs will actually be

stranded.



b) Customers must actually switch to competitive suppliers. In other jurisdictions
that have implemented retail choice, switching by residential and small
commercial customers has been minimal, even when the incumbent’s rates are
significantly higher than prevailing market prices. For example, in Texas,
regulators have adopted rules that allow incumbent retail providers to charge
“price to beat” rates that are well in excess of their regulated cost, with the intent
of inducing residential customers to switch providers. However, even with the
price to beat at levels well in excess of market prices and rates offered by
competing retailers, the percentage of residential customers switching to
competitive suppliers has been very small. This lack of switching exists presently
in Virginia.

¢) Generally, the market must be relatively stable. In many deregulated markets,
highly volatile wholesale prices have resulted in bankruptcy of competitive
retailers, thereby leaving their customers being served by the incumbent utility or
default service provider at rates that are generally higher than prevailing market
prices or traditional regulated rates. Incumbent utilities are generally better able
to manage such market volatility, since they tend to have large customer bases
and cash flow, whereas smaller competitive suppliers often do not have the
financial resources to weather relatively minor market disturbances. When
market volatility forces competitors out of the market, competition decreases
(leading to higher prices) and customers are less likely to participate in retail
choice. It appears that volatility in market prices and uncertainty regarding the

physical infrastructure required to support retail access in Virginia have to date



prevented the development of the level of market stability necessary to facilitate
competition.

d) The incumbent utility must have limited opportunities to mitigate losses caused
by customer switching and retail competition. Most incumbent generators in
Virginia have relatively low embedded generation costs and therefore have many
opportunities to profitably sell their energy and ancillary services into regional
wholesale energy markets, thereby mitigating the impact of any customer load
loss due to retail competition. As long as Virginia’s utilities have such mitigation

opportunities stranded costs are unlikely to be experienced.

2. Define “just and reasonable net stranded costs.” Provide a detailed
explanation of how and why it differs from “stranded costs.” Is this
definition applicable to all electric utilities operating in Virginia? If
not, to which utility or utilities does it apply and why?

Consumer Counsel’s definition for “stranded costs” as provided in response to
Question No. 1 also applies to the term “just and reasonable net stranded costs” as used in
§ 56-584 of the Restructuring Act. The “just and reasonable net” modifiers should be
inherently reflected in any definition of stranded costs and are specifically addressed in
the “prudent, verifiable and non-mitigable” standards set forth in Consumer Counsel’s
proposed stranded cost definition. The objective in setting these standards is to ensure
that the incumbent utility is held responsible for verifying and minimizing stranded costs
-- just as it has traditionally been required to demonstrate the prudence of costs recovered
in rates under regulated ratemaking -- and to ensure that consumers are responsible for

any such legitimate stranded costs which are found to have been incurred.



3. Provide a methodology for calculating “just and reasonable net
stranded costs.” Be specific in providing the necessary steps,
beginning with each component comprising gross stranded costs and
each component offsetting this amount to reach a net amount.

As explained in Consumer Counsel’s response to Question No. 1, stranded costs
currently do not exist in Virginia due to the lack of retail competition and customer
switching to date. However, there are two major approaches for quantifying potential
stranded costs: “Administrative Methods” and “Market-based Methods.” Under both
approaches, potential stranded costs are calculated as the difference between the
regulated net book value and the market value of generating assets and purchased power
resources. It generally is difficult to quantify potential stranded costs with great precision
due to the fact that the market value of generating assets is measured as the present value
of the difference between the operating costs of such assets and the revenues they can
produce from sales of capacity and energy over their remaining operating lives. In many
cases, the level of electric operating costs and revenues for generating assets is difficult to
predict, particularly over the long operating lives of such facilities.

In particular, this is a problem for natural gas-fired generating facilities, since the
price of gas has been highly volatile in recent years. This inherent uncertainty in the
potential stranded cost quantification process is somewhat reduced by using “market-
based” stranded cost quantification methods, such as comparable sales or actual
divestiture of the generating assets at question. However, even these market-based
methods may not accurately reflect the true market value of a generating asset (and thus
its stranded costs) due to market volatility. For example, a sale of generating assets under
current depressed energy market conditions may not reflect the full market value of such

facilities if sold at a later date when market conditions are more favorable. Furthermore,



it is difficult to obtain information on “comparable sales” of generating assets since the
details of such transactions are often confidential. In any event, the divestiture option
does not appear to be a viable method for the Work Group’s determination of stranded
costs for the purposes established by the LTTF.

With due consideration of the problems noted above with both administrative and
market-based methods of quantifying potential stranded costs, Consumer Counsel
recommends that the Commission consider using both methods, with multiple scenarios
considered to address the range of uncertainty in underlying assumptions and resultant
potential stranded costs. Under each method, potential stranded costs will be determined
by taking the difference between the market value and regulated book value of the assets.

For the administrative method, this would be achieved through a lost revenues
calculation that computes the present value of the difference between the capital and
operating costs of such assets and the projected revenues earned from energy sold from
such assets under capped rates or at market-based rates including wires charges, under
scenarios that reflect a reasonable level of customer switching and range of market prices.

For the market-based method, potential stranded costs would be calculated as the
difference between the regulated net book value of the assets and the market value as
indicated by comparable plant sales, to the extent the Work Group can obtain an adequate

sample of comparable sales information for such an analysis.



4. Describe how stranded costs are recovered. Provide a methodology
for calculating such recovery. Describe the recovery period.

As set forth in § 56-584 of the Restructuring Act, just and reasonable net stranded
costs, to the extent they exceed zero in value, shall be recovered through capped rates or
wires charges, which are effective during the capped rate period (January 1, 2001 through
July 1, 2007). The methods for establishing such charges have already been addressed by
the Commission. In the event that the Work Group’s quantification of potential stranded
costs indicates that a utility is likely to over-recover or under-recover its stranded costs,
recommendations for adjustment to the capped rates and/or wires charge calculation
could be considered to eliminate the estimated over- or under-recoveries over the
remaining term of the capped rate period. Generally, any adjustments to capped rates
and/or wires charge calculations should be made in a manner that is consistent with the
cost allocation and rate design methods that were applied in the design of the original

capped rates and wires charges.

5. Do the calculation and recovery methodologies described in responses
to questions 3 and 4 produce (or are they likely to produce) over-
recovery or under-recovery of just and reasonable net stranded costs?
How should such over- or under-recovery be dealt with?

As described in Consumer Counsel’s response to Question No. 3, Virginia’s
electric utilities presently do not have stranded costs and are not likely to have stranded
costs in the foreseeable future until retail competition exists and other changes in current
market conditions have occurred. While even the most common and widely-accepted
methods of quantifying potential stranded costs are not likely to produce precise forecasts

of potential stranded costs, if reasonably applied such calculation methods, and any



resultant recovery methods applied to adjust for the results of such calculations, should
not necessarily produce either over- or under-recoveries of stranded costs. However,
even with the best of intentions, at the end of the capped rate period it is likely that some
level of over- or under-recovery of stranded costs will exist depending on the value
assigned to potential stranded cost exposure after the capped rate period. Any over- or
under-recovery that is determined to exist through the LTTF’s efforts could be addressed
through adjustments in the capped rates and/or wires charges. Any adjustment to capped

rates would likely need to consider the cost of service of each incumbent utility.

6. Requested Actions paragraph 1 of the LTTF Resolution requests that
the work group develop consensus recommendations “consistent with
the provisions of the Act.” Explain how that phrase guides or possibly
constrains the actions of the work group. Identify each section of the
Virginia Electric Utility Restructuring Act, §§ 56-576 to -596 of the
Code of Virginia, pertinent to such guidance or constraint.
Additionally, explain each such section’s significance in the context of
definitions offered in response to questions 1 and 2 as well as in the
methodologies proffered for calculating and recovering just and
reasonable net stranded costs in response to questions 3 and 4.

The referenced passage from paragraph 1 of the LTTF Resolution guides the
Work Group’s effort in two respects. First, the passage references § 56-584 of the
Restructuring Act which provides that only just and reasonable net stranded costs -- to the
extent they exceed zero in value -- shall be recoverable through capped rates or wires
charges. The capped rates and wires charges are in effect from January 1, 2001 through
July 1, 2007. This section of the Act indicates that to the extent a utility realizes stranded
costs they must be absorbed through its capped rates or wires charges. The referenced §
56-595 of the Act, further emphasizes that the LTTF’s role in monitoring stranded costs

is to ensure that a utility’s capped rates or wires charges are set in a manner such that they



do not result in the over- or under-recovery of just and reasonable net stranded costs.
When taken together these passages focus the current Work Group effort on two tasks:
1) reasonably estimating each utility’s potential stranded costs and, 2) determining
whether the existing methodology for recovery is appropriate.
7. Provide copies of any study or studies undertaken to define and/or
calculate stranded costs for any Virginia electric utility.
Consumer Counsel has not undertaken any such analysis to date.

8. Provide any additional comments on the issues raised by Requested
Actions paragraphs 2 and 3 of the LTTF Resolution.

Consumer Counsel welcomes this opportunity to participate with the Work Group
in addressing the definition of stranded costs, the proper method of quantifying potential
stranded costs, and the present status of and forecasts for the recovery of stranded costs
by incumbent utilities. In addition to these efforts, there will ultimately need to be a

determination as to the appropriate use of the information developed by the Work Group.

Respectfully submitted,

DIVISION OF CONSUMER COUNSEL

By:

Counsel
Jerry W. Kilgore
Attorney General

Judith Williams Jagdmann
Deputy Attorney General



C. Meade Browder Jr.
Senior Assistant Attorney General

900 East Main Street
Richmond, Virginia 23219
804-786-7373 (Telephone)
804-371-2086 (Facsimile)
mbrowder@oag.state.va.us

March 21, 2002

CERTIFICATE OF SERVICE

I hereby certify that true copies of the foregoing “Response to Questions” of the
Division of Consumer Counsel, Office of the Attorney General, were hand delivered or
mailed, first class, postage prepaid, this 21 day of March, 2003, to: Ronald A. Gibson,
Director, Division of Public Utility Accounting, State Corporation Commission, P.O.
Box 1197, Richmond, Virginia 23218-1197; Lawrence T. Oliver, Assistant Director,
Division of Economics and Finance, State Corporation Commission, P.O. Box 1197,
Richmond, Virginia 23218-1197; William F. Stephens, Director, Division of Energy
Regulation, State Corporation Commission, P.O. Box 1197, Richmond, Virginia 23218-
1197; Wayne, N. Smith, Office of General Counsel, State Corporation Commission, P.O.
Box 1197, Richmond, Virginia 23218-1197; and an electronic version transmitted to
econfin@scc.state.va.us.
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Ronald A. Gibson, Director Lawrence T. Oliver, Assistant Director
Division of Public Utility Accounting Division of Economics and Finance
State Corporation Commission State Corporation Commission
1300 East Main Street 1300 East Main Street
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William F. Stephens, Director Wayne N. Smith, Esq.

Division of Energy Regulation Office of General Counsel

State Corporation Commission State Corporation Commission
1300 East Main Street : 1300 East Main Street

Richmond, VA 23219 Richmond, VA 23219

Re:  Commonwealth of Virginia, ex.rel. State Corporation Commission
- In the matter of developing consensus recommendations on stranded costs
Case No. PUE-2003-00062

Gentlemen:

In accordance with the Commission’s Order Establishing Proceeding, dated March 3,
2003, in the above matter (“Order”), I am submitting the Comments of the Virginia Committee
for Fair Utility Rates and the Old Dominion Committee for Fair Utility Rates (“Comments”).

The Comments, at page 6, reference two documents as attachments. Both documents are
“redacted” versions of testimony and exhibits. Neither contains information alleged to be
confidential and proprietary. Pursuant to the Order, the Committees will await the development
of procedures by the Commission’s Office of General Counsel prior to any disclosure of “un-
redacted” versions of the two documents.

Thank you for your assistance. Please contact me if you have any questions concerning
~ this submittal.

Very truly yours,

Edward L. Petrini

909 East Main Street, Suite 1200 | Richmond, Virginia 23219-3095
804.697.4100 tcl | 804.697.4112 fax
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Stranded Costs

COMMENTS OF
THE VIRGINIA COMMITTEE FOR FAIR UTILITY RATES AND THE
OLD DOMINION COMMITTEE FOR FAIR UTILITY RATES

The Virginia Committee For Fair Utility Rates and the Old Dominion Committee for Fair
Utility Rates (collectively, “the Committees"), by counsel, submit these comments in response to
the questions posed by the Commission in its Order Establishing Proceeding, dated March 3,
2003. The Committees appreciate the opportunity to comment and look forward to participating

in the work group established by that order.
| Respectfully submitted,

VIRGINIA COMMITTEE FOR
FAIR UTILITY RATES

OLD DOMINION COMMITTEE FOR
FAIR UTILITY RATES

By Counsel

Louis R. Monacell, Esquire
Edward L. Petrini, Esquire
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909 East Main Street

~ Richmond, Virginia 23219-3095
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RESPONSES TO QUESTIONS
REGARDING
JUST AND REASONABLE NET STRANDED COSTS

Define “stranded costs.” Include in the definition a detailed listing of
each stranded cost component. Is this definition applicable to all electric
utilities operating in Virginia? If not, to which utility or utilities does it
apply and why?

Stranded costs may be defined as booked, embedded generation-related
costs that are not recovered or recoverable by an incumbent electric utility
as a result of retail customer choice, as provided in Virginia’s Electric
Utility Restructuring Act (“Restructuring Act”). Stranded cost
components include unrecovered and unrecoverable costs associated with
each of the utility’s generating units, purchased power contracts (including
any non-utility generation, or “NUG,” contracts), generation-related
regulatory assets, and nuclear decommissioning costs (if applicable). A
generating unit’s stranded costs may not exceed its remaining net book
value.

Define “just and reasonable net stranded costs.” Provide a detailed
explanation of how and why it differs from “stranded costs.” Is this
definition applicable to all electric utilities operating in Virginia? If not,
to which utility or utilities does it apply and why?

“Just and reasonable net stranded costs” differ from “stranded costs.”
“Just and reasonable net stranded costs” include only “net” stranded costs
that are “just and reasonable.” “Net stranded costs” refer to the positive
excess, if any, of generation-related stranded costs (“gross” stranded costs)
over generation-related stranded “benefits.” (Stranded “benefits” represent
the inverse of stranded costs — the excess of market value over net booked,
embedded costs.) Generation-related components of such costs include
those identified in response to question 1 — i.e., “just and reasonable net
stranded costs™ associated with the incumbent electric utility’s generation
units, purchased power contracts (including NUG contracts), generation-
related regulatory assets, and nuclear decommissioning (if applicable).
“Just and reasonable” net stranded costs include net stranded costs whose
recovery would be permitted under traditional ratemaking principles
designed to produce “just and reasonable,” cost-based rates to utility
customers. Thus, recovery of such costs in rates depends upon the
fairness, or “justness,” and “reasonableness” of allowing their recovery in
rates, including the reasonableness and prudence of the utility’s incurrence
of such costs. Inquiry into the reasonableness of their recovery includes
consideration of the extent to which the utility reasonably could avoid, or
mitigate, or could have avoided or mitigated, such costs.




Provide a methodology for calculating “just and reasonable net stranded

- costs.” Be specific in providing the necessary steps, beginning with each
component comprising gross stranded costs and each component offsetting
this amount to reach a net amount.

Calculation of “just and reasonable net stranded costs” includes a market
assessment of the utility’s generation and its purchased power contracts.
'The methodology should include the development of market prices for use
in determining the market value for the utility’s generating units and
purchased power contracts. The market values are then compared with the
remaining net book value of the generating units and generation-related
regulatory assets, and the net present value (“NPV”) of decommissioning
costs. For purchased power contracts, comparison is made between the
NPV of the stream of contractual costs and the NPV of the contracts at
their market value. :

A “market-based” determination of the market value of generation assets
and obligations utilizes prices resulting from their sale, or the sale of
related securities, in arm’s-length transactions. This is distinguishable
from “administrative approaches,” which rely instead upon computer
models to produce long-term projections of market prices over the useful
lives of the utility’s assets and the duration of such agreements.

An auction of entitlements to regulated generation capacity into the
wholesale market, such as the capacity auctions required in Texas as part
of that State’s restructuring law, is one market-based methodology for
determining market value. If asset ownership is transferred to a separate
entity that then issues stock that is traded on a national exchange,
moreover, the stock price may help determine market value of the
underlying asset. The stock must be on the market for a sufficient period
to establish a fair market value. If the asset is encumbered or if the
transfer of the asset is not accomplished in a manner that maximizes its
stock price, then appropriate adjustments are required to determine market
value. Thus, an encumbrance that reduces the market value of the asset
must be reflected in calculating stranded costs.

“Administrative” determinations may be more subject to manipulation
than market-based approaches. As indicated above, they rely on computer
models to produce long-term projections of market prices and market
value. Administrative determinations must measure the full value of the
utility’s assets over their remaining useful lives. Value may be lost if the
forward assessment of market prices is improperly time limited or fails to
capture the true value of infrastructure unique to utility generating assets.
(Such assets are valuable due to their limited number and strategic location
near fuel and water supplies and the transmission grid.)




It is also important that models used in administrative determinations
dispatch generating capacity that is economic to operate. A utility would
not be prudent to operate generation when it would incur a loss in doing
S0.

If “administrative” approaches are used to project market values, careful
attention must be paid to the underlying assumptions. Models that project
the market value of such long-lived assets and obligations are especially
sensitive to electricity price assumptions. In any case, as indicated above,
stranded costs cannot exceed the remaining net book value of generating
assets.

Describe how stranded costs are recovered. Provide a methodology for
calculating such recovery. Describe the recovery period.

Under the Restructuring Act, an incumbent utility’s just and reasonable net
stranded costs, to the extent that they exceed zero in value in total, are
“recoverable,” provided that the utility “shall only recover” such costs
“through either capped rates as provided in § 56-582 or wires charges as
provided in § 56-583.” The Restructuring Act thus affords two means for
the recovery of such costs — capped rates and wires charges.

A methodology for the recovery of such costs would calculate the utility’s
annual revenues from capped rates and wires charges and the utility’s
annual, jurisdictional revenue requirements through July 1, 2007. The
excess of the sum of such annual revenues over the sum of such annual
jurisdictional revenue requirements, and revenue from wires charges,
would reflect the recovery of just and reasonable net stranded costs.

In calculating historic, annual revenue requirements, the Commission
should rely upon traditional methods — i.e., review of the utility’s annual
information filings (“AIF’s”). In calculating projected annual revenue
requirements, the Commission should rely upon traditional procedures for
projecting the utility’s jurisdictional revenue requirements.

Do the calculation and recovery methodologies described in responses to
questions 3 and 4 produce (or are they likely to produce) over-recovery or
under-recovery of just and reasonable net stranded costs? How should
such over- or under-recovery be dealt with?

The calculation and recovery methodologies described in the responses to
questions 3 and 4 are likely to produce over-recoveries of just and
reasonable net stranded costs. The Restructuring Act does not specify how
~ an over-recovery or under-recovery should be “dealt with.”




One consequence of the over-recovery of such costs should be
recommendations for the repeal of the Restructuring Act’s provisions
requiring the imposition of wires charges on customers that purchase
power from alternative generation suppliers. As indicated above, the wires
charges afford one of the two means of recovery of just and reasonable net
stranded costs; however, if the incumbent utility’s capped rates and wires
charges are over-recovering such costs, any justification for the imposition
of wires charges on such customers would be eliminated.

Requested Actions paragraph 1 of the LTTF Resolution requests that the
work group develop consensus recommendations “consistent with the
provisions of the Act.” Explain how that phrase guides or possibly
constrains the actions of the work group. Identify each section of the
Virginia Electric Utility Restructuring Act, §§ 56-576 to —596 of the Code
of Virginia, pertinent to such guidance or constraint. Additionally,
explain each such section’s significance in the context of definitions
offered in response to questions 1 and 2 as well as in the methodologies
proffered for calculating and recovering just and reasonable net stranded
costs in response to questions 3 and 4.

The work group’s recommendations must be consistent with the Act’s
requirement for consideration of -- “just and reasonable net stranded
costs,” as described above. See, Va. Code 56-584. Thus, for example, the
group’s recommendations should not fail to “net” the utility’s stranded
costs by ignoring generating assets that represent stranded “benefits.”

The group’s recommendations also must be “consistent with the
provisions of the Act” in that they must rely upon the utility’s capped rates
and wires charges for determining revenues, and upon the utility’s revenue
requirements, as described above, in calculating the utility’s over-recovery
or under-recovery of just and reasonable net stranded costs.

Provide copies of any study or studies undertaken to define and/or
calculate stranded costs for any Virginia electric utility.

In Case Nos. PUE9600036 and PUE960296,' a number of parties
submitted testimony on the subject of Virginia Power’s stranded costs and
appropriate methodologies for calculating them. Virginia Power proposed
a method for the calculation of such costs. Its method estimated stranded
costs amounting to $2.466 billion.> Other parties suggested that Virginia

! Application of Virginia Electric and Power Company 1995 Annual Informational Filing, Case No.
PUE960036; Commonwealth of Virginia At the relation of the State corporation Commission, Ex Parte:
Investigation of Electric Utility Industry Restructuring — Virginia Electric and Power Company, Case No.
PUE960296 (“PUE960296”).

? Id., Direct Testimony of Robert E. Rigsby, Exhibit RER (1), Transition Cost Report, at 12,
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Power’s estimate was far too high, and certain of them suggested that
Virginia Power would experience net stranded benefits. >

Attached is a copy of the Direct Testimony and Exhibits of Jeffry Pollock
and Kathryn E. Iverson, filed on behalf of the Virginia Committee for Fair
Utility Rates in that matter (“Ms. Iverson’s testimony”). Ms. Iverson’s
testimony showed that, by correcting certain weaknesses in the analysis
that produced Virginia Power’s estimate, Virginia Power’s estimated
stranded net benefits soared as high as $2.7 billion.*

Because other parties that submitted stranded cost studies in that matter
are likely to participate in the instant matter, we assume that that they will
re-submit such studies in the instant matter in response to the
Commission’s order.

8. Provide any additional comments on the issues raised by Requested
Actions paragraphs 2 and 3 of the LTTF Resolution.

Consideration of the overrecovery or underrecovery of “just and
reasonable net stranded costs” is a complex, technical undertaking of
obvious significance to all interested parties, including incumbent utilities,
suppliers, customers, and the public. The Committees look forward to
attempting to fashion a consensus, as described in the LTTF’s resolution
establishing the work group. In the absence of consensus on the issues
identified by the LTTF, the work group should recommend that the
Commission investigate the issues identified in the resolution for each
incumbent utility by following the Commission’s normal rules and

? See, PUE960296, Direct Testimony of Craig R. Roach on behalf of the Virginia Independent Power
Producers, Inc., at 86 (“...Virginia Power’s transition cost estimates, although highly uncertain in any event
are likely to be too high ...”); Direct Testimony of Bruce R. Oliver on behalf of the Apartment and Office
Building Association of Metropolitan Washington, at 29 (“Although the work is still subject to refinement
and revision, a preliminary set of calculations suggests that Virginia Power could have net negative
transition costs [meaning net stranded benefits] when all elements of the company’s generating plants and
NUG contracts are considered.”); Direct Testimony of William B. Marcus on behalf of the Southern
Environmental Law Center, at 3 (“It [Virginia Power] appears to have grossly overstated its exposure to
stranded generation costs (i.e, by figures that could rise to the billions of dollars).”); and Direct Testimony
of Don Scott Norwood on behalf of the Office of Attorney General, Division of Consumer Counsel, at 5
(“Virginia Power’s stranded cost analysis is badly flawed... it appears likely that the Company will have
stranded margins (negative stranded costs), even without the $500 million of accelerated amortization it has
proposed under the [Alternative Regulatory Plan].”).

* See, PUE960296, Ms. Iverson’s testimony at 3, 25. Virginia Power later sought to withdraw its estimates,
arguing, inter alia, that it had offered them only as “hypothetical or illustrative aggregate transition costs”
in order “to establish that such costs present an issue of substantial magnitude that needs to be dealt with ...
and to provide for Commission consideration of a means of calculating such costs and providing for their
recovery.” (See, Virginia Power’s Motion to Simplify Proceeding, Case No. PUE960296, dated December
2, 1997, at 2). The Commission permitted the Company to withdraw its support for its estimates, but
required, nonetheless, that the estimates remain in the case. PUE960296, Order on Motion to Simplify,
February 13, 1998, at 5, 6. - '




procedures and that it make appropriate factval findings and
recommendations for use by the LTTF.

#630804.4




CERTIFICATE OF SERVICE

I hereby ceriify that a true copy of the foregoing was hand-delivered or mailed,

first-class postage prepaid, this 21st day of March, 2003, on each of the persons named

below.

Ronald A. Gibson, Director

Division of Public Utility Accounting
State Corporation Commission

1300 East Main Street

Richmond, VA 23219

William F. Stephens, Director
Division of Energy Regulation
State Corporation Commission
1300 East Main Street
‘Richmond, VA 23219

ok

Edward L. Petrini

#630804

Lawrence T. Oliver, Assistant Director
Division of Economics and Finance
State Corporation Commission

1300 East Main Street

Richmond, VA 23219

Wayne N. Smith

Office of General Counsel
State Corporation Commission
1300 East Main Street

‘Richmond, VA 23219




INFORMATION ALLEGED TO BE
“COMMERCIALLY SENSITIVE” DELETED

COMMONWEALTH OF VIRGINIA
STATE CORPORATION COMMISSION

APPLICATION OF

VIRGINIA ELECTRIC AND POWER COMPANY CASE NO. PUE960036

1995 Annual Informational Filing

COMMONWEALTH OF VIRGINIA
At the relation of the

STATE CORPORATION COMMISSION CASE NO. PUE960296

Ex Parte: Investigation of
Electric Utility Industry
Restructuring -- Virginia Electric
and Power Company

Direct Testimony of Jeffry Pollock

INTRODUCTION

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
Jeffry Pollock, 1215 Fern Ridge Parkway, Suite 208, St. Louis, Missouri,

63141-2000.

Q WHAT IS YOUR OCCUPATION AND BY WHOM ARE YOU EMPLOYED?
| am an energy, economic and regulatory consuitant and a principal in the firm of BAI

(Brubaker & Associates, Inc.)

9 Q PLEASE STATE YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE.
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Jeffry Pollock

| have a Bachelor of Science Degree in Electrical Engineering and a Masters in
Business Administration from Washington University. Since graduation in 1975, |
have been engaged in a variety of consulting assignments including energy and
regulatory matters in both the United States and several Canadian provinces. More.

details are provided in Appendix A to this testimony.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE?

I am testifying on behalf of the Virginia Committee for Fair Utility Rates ("VCFUR").
The VCFUR group is comprised of 19 companies that represent a broad array of
industries. VCFUR members are customers of Virginia Electric and Power Company

("Virginia Power") and purchase electricity primarily on Schedule GS-4.

WHAT IS THE SUBJECT OF YOUR TESTIMONY?

| shall address Virginia Power's proposed Altemative Regulatory Plan (ARP), the
quantification and recovery of “transition” costs, the proposed Transition Cost
Charge (TCC), the unbundling of Virginia Powers present tariffs into discrete

components, interclass revenue allocation and real time pricing (RTP).

Introduction
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1. ALTERNATIVE REGULATORY PLAN

PLEASE DESCRIBE VIRGINIA POWER'S PROPOSED ALTERNATIVE
REGULATORY PLAN.

According to Virginia Power, its Alternative Regulatory Plan (ARP) is a mechanism to
enable Virginia Power to reduce its costs and to prepare for competition. The
proposal defines two discrete “transition” periods. As discussed later, the nature of
the transition is unclear.

The first “transition” period would commence on March 1, 1997 and continue
until December 31, 2002, or when retail competition is authorized in Virginia. During
this almost six-year period, base rates would remain frozen at present levels.
Changes in fuel costs, however, would continue to be passed through the Fuel Cost
Adjustment (FCA) as presently done. Earnings would be allowed to vary within a
bandwidth defined by the earned return on equity (ROE). The earned ROE would
include both regulated and unregulated businesses. Earnings in excess of an
11.5% ROE and up to 13% would be used to write down approximately $500 million
of claimed regulatory assets (the amount claimed by Virginia Power that would
otherwise exist at the end of the rate freeze). If Virginia Power were able to mitigate
other transition costs not claimed by Virginia Power as regulatory assets, then funds
from this bandwidth would be used to mitigate those costs. Eamings above the
upper limit of the bandwidth (13%) would be shared equally between customers and

shareholders.

1. Alternative Regulatory Plan
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The next “transition” period would commence immediately after the end of
the rate freeze or when retail competition is authorized in Virginia, whichever occurs
sooner. This second period would last seven years. During this seven-year period,
Virginia Power would implement a TCC. The purpose of the TCC, according to the
Company, would be to permit the Company an opportunity to recover all remaining
transition costs, except nuclear decommissioning costs. The nuclear
decommissioning costs would continue to be recovered ih a separate charge over
the projected useful lives of the nuclear units, though Virginia Power proposes to
accelerate their recovery in this case. To assure recovery of all transition costs,
Virginia Power asks the Commission to approve the TCC in concept in this
proceeding, or up to six years prior to the effective date of the TCC. | shall address

the TCC in Part 2 of my testimony.

HOW DOES VIRGINIA POWER DEFINE TRANSITION COSTS?

Virginia Power defines transition costs as consisting of plant investment, regulatory
assets (expenditures that are authorized to be recovered over a number of years
rather than when incurred), and power purchases from non-utility generation (NUG),
the costs of which will not be fully recoverable in a compaetitive generation/bulk

power market.'

HAS VIRGINIA POWER ESTIMATED THE AMOUNT OF TRANSITION COSTS?

1Rigsby Direct Testimony, Page 11.

1. Alternative Regulatory Plan
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Yes. The Company estimates that it will incur total system-wide transition costs of
up to $3.2 billion.? According to the Company, this is equal to $2.5 billion on a
Virginia Jurisdictional basis. Of this amount, the NUG contracts would account for
$2.3 billion. it should be noted that these estimates are only for illustrative
purposes. VCFUR witness Iverson provides an analysis that uses more appropriate
assumptions and that shows the high degree of sensitivity of the Company’s

estimate to key assumptions.

DOES VIRGINIA POWER HAVE ANY TRANSITION COSTS TODAY?
No. Virginia Power’s nuclear plants and NUG contract costs, for example, would be

more accurately described as potentially stranded by customer choice because the
investment and expenses are currently subject to regulation and are not subject to

market forces. Customer choice has not been authorized in Virginia.

DOES VIRGINIA POWER’S ESTIMATE OF TRANSITION COSTS MAKE ANY
DISTINCTION BETWEEN COSTS THAT MAY NOT BE RECOVERABLE SOLELY
DUE TO CUSTOMER CHOICE AND OTHER COSTS THAT MAY BE
UNRECOVERABLE FOR REASONS UNRELATED TO COMPETITION?

No. Virginia Power experiences diminished revenues and retums for a variety of
reasons unrelated to customer choice, such as mild weather, economic down-turns,

demand-side management and energy conservation measures, plant closings,

Transition Cost Report, Page 12.

1. Alternative Regulatory Plan
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relocations, competition with natural gas, self-generation, and various special rates
for cogeneration deferral, economic development and load retention. Because
Virginia Power currently faces these risks, and because the current regulatory and
legal environment currently compensates Virginia Power for these risks, these risks‘
are unrelated to the impact of retail competition.

IS VIRGINIA POWER’S ALTERNATIVE REGULATORY PLAN A TRANSITION TO
RETAIL COMPETITION?

No. Virginia Power's Plan does not propose retail competition. The Plan requests
“full recovery” of all transition costs without recommending retail competition.> Thus,
Virginia Power's Plan cannot fairly be described as a “transition” because Virginia
Power has failed to include the end-point of such a claimed “transition"—retail
customer choice. Virginia Power has not made any commitment to offer retail
customer choice at the end of the “freeze.” Thus, while the Plan is subject to many
criticisms, which | discuss further in my testimony, at the very outset , it is important

to emphasize that the Plan is in no way a “transition” to retail competition.

IF IT IS NOT A TRANSITION TO RETAIL COMPETITION, THEN WHY IS VIRGINIA
POWER PROPOSING AN ALTERNATIVE REGULATORY PLAN AT THIS TIME?

In requesting approval of its ARP, the Company states that it needs:

3 see Virginia Power’s Response to Question No. 177 included in the Fifth Set of Interrogatories from

the Office of the Attorney General, where the Company states: “Iit is a plan to recover costs first, with
anything remaining after those costs have been recovered to the exent specified to be split between
customers and shareholders. This is entirely consistent with full recovery of the previously unrecovered
components of cost of service that make up the transition costs in this case.”

1. Alternative Regulatory Plan
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"... greater flexibility than exists under traditional rate regulation to
ensure that the transition process treats all stakeholders fairly and
enables the Company to remain financially viable by providing it with
the opportunity to recover costs that were prudently incurred in the
discharge of its public service mandate.

... This proposal would thus provide the flexibility Virginia Power
needs to make an orderly transition to competition without impairing
the Company's ability to meet its public service obligations reliably,
efficiently and economically.”

CAN APPROVAL OF THE ALTERNATIVE REGULATORY PLAN BE JUSTIFIED
ON THE ABOVE-STATED PREMISES?

No. It is premature to provide now for an orderly transition when the evidence is so
speculative that Virginia Power will sustain any adverse impact from retail
competition. For example, Ms. lverson’s testimony demonstrates how Virginia
Power's estimate of transition costs is highly sensitive to certain questionable
assumptions, and how using different, but realistic, assumptions suggests the
existence of $2.7 billion of transition benefits, instead of $2.5 billion of transition
costs, for Virginia Jurisdictional customers. In other words, with those changes in
assumptions, Virginia Power would be a competitive provider of generation services

if all customers could choose their supplier(s).

The ARP also cannot be justified as a means of recovering generation-
related regulatory assets because, according to Mr. Dooley’s testimony, there are
few such related assets that remain to be recovered. What is abundantly clear

about the ARP is that it would be a dramatic departure from cost of service

4 Virginia Power Application, Executive Overview, Pages 1 and 2.

1. Alternative Regulatory Plan



10

11

12

13

14

15

16

17

18

19

20

Page 8
Jeffry Pollock

ratemaking practices. As discussed later, this Plan fails to equitably balance the
interests of Virginia Power’é shareholders and its customers. Although it would
provide Virginia Power with an opportunity to prepare for competition, nothing in the
proposal would enable Virginia Power's customers either to prepare for, or benefit

from, competition.

IS IT POSSIBLE TO DETERMINE, IN THIS PROCEEDING, HOW VIRGINIA
POWER MIGHT BE IMPACTED BY RETAIL COMPETITION?
No. There is no date certain for retail competition in Virginia. Many other key
factors simply are unknown. We do not yet know whether all customers will
immediately switch suppliers (i.e., a “flash cut’ to customer choice), how a
competitive market will be structured, whether prices will be transparent, whether
incumbent utilities will remain vertically integrated and retain ownership of their
existing generation resources, whether barriers to entry will prevent altemative
generation suppliers and sales merchants from providing competitive services to end
users—thereby keeping prices high, or the extent that Virginia Power can further
mitigate costs, particularly its NUG resource costs.

Unless we know much more about these critical parameters, it would be
premature to draw the kinds of conclusions that Virginia Power asks us to draw

about the impact of retail competition on Virginia Power.

1. Alternative Regulatory Plan
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2 The Altemative Regulatory Plan Would Be A Dramatic
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re From Cost Of Service Ratemaking Practices
WOULD THE ALTERNATIVE REGULATORY PLAN REPRESENT A DRAMATIC
DEPARTURE FROM TRADITIONAL COST OF SERVICE REGULATION?
Yes. According to VCFUR witness Dooley, Virginia Power currently is over-eaming.
With continued depreciation and the phase-down of icertain purchased power
contracts, Virginia Power is likely to continue to over-earn; unless rates are adjusted
in this proceeding.

Thus, under the ARP, rates would be frozen at a level significantly above
Virginia Power's actual cost of providing service. Further, these above-cost of
service rates would be maintained for aimost six years (from March 1997 though
December 2002). Customers, thus, would be forced to relinquish hundreds of
millions of dollars of rate reductions over the next five to six years in retumn for a
promise of lower rates in year seven.’ |f traditional ratemaking practices were to
continue, rates would be reduced to reflect the Company’s lower costs.
Furthermore, even Virginia Power's vague promises of lower rates in the future may
be offset by the proposed "safety valve" that would permit a rate increase under

certain circumstances.®

Swright Direct Testimony, Page 12.

°Rigsby Direct Testimony, Page 39.

1. Alternative Regulatory Plan
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SHOULD MAJOR CHANGES IN RATEMAKING PRACTICES BE PREMISED ON
SPECULATION ABOUT THE POTENTIAL IMPACT OF RETAIL COMPETITION?

No. It would be inadvisable to implement dramatic changes in ratemaking practices,
such as Virginia Power's ARP, based on premature speculation about the potential'
impact (or lack thereof) of retail competition. It has not been shown that any
extraordinary treatment is needed to provide “an orderly transition to competition” or
to prevent “impairing the Company's ability to meet its public service obligations

reliably, efficiently and economically.”

10 The Alternative Regulatory Plan Fails To Equitably
11 Balance Customer And Shareholder Interests

12
13 Q

14
15
16 A
17
18
19
20
21
22
23

24

DOES THE ALTERNATIVE REGULATORY PLAN PROVIDE AN EQUITABLE
BALANCING OF INTEREST BETWEEN CUSTOMERS AND VIRGINIA POWER’S

SHAREHOLDERS?
No. The Plan, as proposed by Virginia Power, provides few, if any, customer
benefits. On the contrary, it is significantly slanted in favor of shareholders through,
for example, its regressive earnings sharing mechanism, which is discussed below.
Further, accelerating the recovery of potentially stranded costs, as the plan
contemplates, should be justification alone to award a lower ROE. This
extraordinary proposal would enable the Company to reduce future business and
operating risks. The Company, however, has applied a “business-as-usual”
approach by recommending the high end of its authorized regulatory retum (i.e.,

11.5%). Then, the Company allows its shareholders immediately to benefit by cost

1. Alternative Regulatory Plan
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reduction efforts that would result in eamings in excess of a normal regulatory

return.’

HOW WILL VIRGINIA POWER'S SHAREHOLDERS BE THE PRIMARY
BENEFICIARIES OF THE PROPOSED ALTERNATIVE REGULATORY PLAN?
Shareholders would have an opportunity to receive their full ROE and then some.
First, all excess eamnings above an 11.5% ROE up to a 13% ROE would be used to
accelerate recovery of claimed generation-related regulatory assets. As proposed,
this means that shareholders would fully recover any unrecovered regulatory assets.
(Of course, since Mr. Dooley’s testimony shows that the: Company has overstated
dramatically its claims regarding the existence of regulatary assets, the Company’s
proposal for full retention of excess eamings between 11.5% and 13.0% would
leave the Company with a generous earnings cushion.) Second, 50% of any excess
earnings above a 13% ROE would be retained by shareholders. In other words,
100% of the initial benefits from cost reduction efforts, which would raise Virginia
Power's eamed ROE above 11.5%, would be used to benefit shareholders. At the
end of the proposed rate freeze, the Company’'s costs will be lower and its
competitive position enhanced. Rather than providing "an opportunity for customers
and shareholders to share in exceptionally strong financial performance,” only when
earnings rise to above the uppermost bandwidth (i.e., a 13% ROE) would customers

see any reduction to their rate levels.

7Rigsby Direct Testimony, Pages 32-34.
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As an indication of how unbalanced this proposal really is, the Company
anticipates that customers would realize only $*********** of benefits during the five
years, while shareholders would receive $*********** in benefits through the sharing
mechanism together with $*********** of stranded cost recovery, plus $*****rsres
return on the regulatory assets subject to accelerated recovery, for a total of
gr=mmammar of shareholder benefits.® (Immediately before the filing of this testimony,
the Company notified us that it had modified its projections for a portion of the
“freeze” period. The late notice did not afford any opportunity to update these

totals.) [********** INDICATES DELETION OF INFORMATION ALLEGED TO

BE COMMERCIALLY SENSITIVE.]

BUT WON'T THE ELIMINATION OF REGULATORY ASSETS ALSO BENEFIT
CUSTOMERS?

Any future benefit to customers is purely speculative and, at best, indirect. That is,
customers may benefit indirectly in the future from reducing potentially stranded
costs today, but this benefit is only speculative. The maghitude of Virginia Power's
transition costs, if any, is exceedingly uncertain at this time. Again, there is no date
certain for retail access to commence. Many issues, especially market power and
market structure issues, have not been addressed, let alone resolved. More

fundamentally, the Company assumes that customers wouid regard the writing down

8 Response to Staff's First Set of Interrogatories, Question No. 120 (Commercially Sensitive
Information). The Company’s estimates are stated on a total, system-wide basis.

1. Alternative Regulatory Plan
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of potentially stranded costs as a benefit. In other words, the assumption is that it is
beneficial to customers to forgo hundreds of millions of dollars of rate decreases in

order to improve Virginia Power's competitive position. There is no such obligation.

AREN’'T CUSTOMERS OBLIGATED UNDER A “REGULATORY COMPACT” TO
PROVIDE VIRGINIA POWER A REASONABLE OPPORTUNITY TO FULLY
RECOVER ALL PRUDENTLY INCURRED COSTS?

No such regulatory compact ever has been committed to writing, either in Virginia or
elsewhere in the U.S. Even Dr. Wright characterizes the so-called regulatory
compact as an implicit bargain.® Traditional regulation, which provided a surrogate
for competition, has granted utilities the opportunity to eam a reasonable retumn on
their prudently incurred, used and useful investments. Further, | disagree with Dr.
Wright's contention that the so-called compact requires consumers to bear all
prudently incurred costs.'® Regulation has never provided a guarantee that
shareholders would realize such returns under any and all circumstances. In fact,
regulators always have established utility rates of retum in a manner that is designed
to compensate utilities for the business risks that they incur. There is no legitimate
basis to claim that the transition to retail competition should somehow. create a
ratepayer obligation to fully insulate utilities from any loss in revenues due to

changes in the business environment. There is no mandate that all prudently

9Wrighl Direct Testimony, Page 5.

’°_l_d_. at Page 6.
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incurred costs be fully recovered by a date certain. Further, a competitive market
will allow utilities an opportunity to recover their costs and earn returns that not
capped by price regulation.

BUT DOESN’'T THE ONSET OF COMPETITION REPRESENT SUCH A CHANGE
IN CIRCUMSTANCES THAT, IN FAIRNESS, UTILITY INVESTORS SHOULD BE
PERMITTED FULL RECOVERY OF, AND A FULL RETURN ON, ALL PRUDENTLY
INCURRED COSTS?

No. There never has been such a “compact,” as | discussed above. Further, the
changes in the electric industry that will enable real competition to replace the
regulatory surrogate at the generation and merchant levels did not occur overnight.
The evolutionary process has been ongoing since the enactment of the Public Utility
Regulatory Policies Act, in 1978, which created new opportunities for non-utility
generators (NUGS). It has been sustained by continuing improvements in turbine
technology, increasing competition in other formerly regulated industries (e.g. natural
gas, long-distance telephone, rail, and trucking), the availability of abundant, low-
cost natural gas and the Energy Policy Act of 1992 -- which expanded supply
competition by allowing utilities to form “exempt wholesale generators” to market
power at wholesale and enabled the FERC to order wholesale wheeling. Utility
investors have been on notice for years that competition is coming to the electric
industry, and today it is almost impossible to pick up any literature related to the
electric industry without the subject being mentioned. The business risks associated

with competition have been taken into account by the market for years.

1. Alternative Regulatory Plan
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2 Q VIRGINIA POWER STATES THAT ALTERNATIVE FORMS OF REGULATION

3 HAVE "..ALREADY BEEN RECOGNIZED IN LEGISLATION ENACTED BY THE
4 VIRGINIA GENERAL ASSEMBLY.” DOES THE COMPANY'S PLAN MEET THE
5 REQUIREMENTS OF THE ENACTED LEGISLATION?

6 A No, it does. In Va. Code, § 56-235.2 provides:

7 "C. The Commission shall, before approving ... altemnative reguilatory
8 plans under subsections A and B, assure that such action (I) protects
9 the pubilic interest, (ii) will not unreasonably prejudice or disadvantage
0 any customers or class of customers, and (iii) will not jeopardize the
1

i continuation of reliable electric service.

12 Since the Company is requesting full recovery of specific transition costs over the
13 five-year period, and full recovery of transition costs is not in the public interest, the
14 Company's plan does not protect the public interest. Furthermore, the Plan will
15 disadvantage all customer classes since it does not provide an equitable sharing of
16 benefits between shareholders and customers. Finally, the Company has not
17 proposed any measurable standards to benchmark service quality, reliability and
18 safety. Without such benchmarks, and the necessary tools to enforce them, it will
19 be impossible for the Commission to ensure that the Company is cutting costs,
20 rather than cutting comners.

21

22 The Transition To Customer Choice And Protection Against
23 Potential Market Power Abuses Should Be The Focus, Not ARP

24
25 Q ARE THERE ANY OTHER REASONS WHY THE COMMISSION SHOULD REJECT

26 THE ALTERNATIVE REGULATORY PLAN?

1. Alternative Regulatory Plan
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Yes. First, the proposed eamings sharing mechanism is regressive. That is, Virginia
Power shareholders receive all of the initial benefits of cost reduction efforts,
including full, accelerated recovery of regulatory assets. Second, the ARP
represents a piece-meal change relative to the present rate base/rate of return form
of price regulation. Rather than simplify matters, it is an unnecessary distraction in
moving toward a customer choice environment. Finally, as discussed previously,
recovery of any transition costs is premature. Allowing recovery to commence
without concrete evidence of the existence, impact and need to recover transition
costs from customers could prevent the Commission from adopting policies to foster

a more competitive future.

WHAT IS MEANT BY A REGRESSIVE EARNINGS SHARING MECHANISM?

A regressive sharing mechanism permits the utility to retain the first level of savings,
but shares the benefits only after its earmnings exceed the upper bandwidth, in this
case, 13.0% ROE. Looking at this another way, it is apparent that the Company is
using its share of excess eamings to enhance shareholder wealth rather than to
lower rates. This contrasts with a progressive sharing mechanism in which
customers receive all of the first level of savings but then gradually relinquish
benefits to shareholders as the eamed ROE exceeds the upper bandwidth. The
Company’'s proposed regressive sharing mechanism is reason alone for the

Company’s proposal to be rejected.

1. Alternative Regulatory Plan
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HOW WOULD THE ALTERNATIVE REGULATORY PLAN BE A DISTRACTION
FROM THE TRANSITION TO CUSTOMER CHOICE?

An effective ARP would require close Commission monitoring of Virginia Power’s
performance in other key areas, including service quality, reliability, responsiveness
to outages and requests for new installations and safety. Appropriate monitoring
means first developing standards to measure performande in these (and possibly
other) key areas and then providing the tools so that the standards can be enforced
by this Commission. The Company has not proposed amy such standards in this
proceeding. It could take considerable time and effort, mbreover, to develop them

and even more time to implement and enforce them.

WOULD THE EFFORT TO DEVELOP SERVICE PERFORMANCE STANDARDS IN
CONNECTION WITH AN ALTERNATIVE REGULATORY PLAN BE A GOOD USE

OF THE COMMISSION’S TIME AND RESOURCES?

No. In my opinion, it would not be worth the time and effort to develop meaningful
performance standards when there is a preferable and more effective alternative.
That alternative is competition. With competition, and specifically | mean customer
choice, the market will provide the necessary discipline o ensure that customers
receive the quality services that they demand at costs they deem reasonable and to
generate the returns demanded by shareholders. If a supplier fails to perform, then

the customer is free to choose a different supplier who will provide the service

1. Alternative Regulatory Plan
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demanded by the customer. There is nothing more powerful than the threat of
losing business to motivate a supplier to implement strict pérformance standards.
Further, considerable resources will have to be éxpended to successfully
complete the transition from regulation to retail customer choice in a timely fashion. _
Thus, the Commission should focus its resources on the transition to customer

choice, not on making piece-meal changes in regulation.

WHAT WOULD BE THE CONSEQUENCES OF ALLOWING A UTILITY TO
COMMENCE THE RECOVERY OF TRANSITION COSTS i;lOW?

If Virginia Power were allowed the opportunity to acceleré;te recovery of potentially
stranded costs without concrete evidence that such an énraordinaw procedure is
needed to prevent undue and irreparable financial harm to; the Company, then there
is a real likelihood that the utility could over-recover trans:?ion costs. This would be
poor public policy. It would greatly enhance Virginia Powdf's market power. Market
power would be greatly enhanced by having a below-market cost structure, the
retention of all of its generation assets and the use of these assets to sell electricity
at unregulated prices and the proposed TCC, which would prevent customers from

exercising competitive options available under current regulation.

WHAT GUIDELINES SHOULD THE COMMISSION FOLLOW IN THIS

PROCEEDING TO ASSURE THAT THE TRANSITION TO CUSTOMER CHOICE

1. AHfernative Regulatory Plan
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OCCURS IN A MANNER THAT MORE EQUITABLY BALANCES THE INTERESTS

OF VIRGINIA POWER AND ITS CUSTOMERS?

The Commission should establish Virginia Power's revenue requirements in this
proceeding using traditional cost of service ratemaking practices. Rates should be
set in this proceeding to recover Virginia Power's cost of service, no more and no
less.

The Commission also should strive to ensure that there will be vigorous
competition when customer choice commences. Deregulation of generation is only
beneficial to the extent that it is replaced with workable competition, not unregulated
monopolies. The Commission, therefore, must assure that no market participant has
undue market power. Competitive options, including wholesale competition and
cogeneration, should be maintained and expanded during the transition period to
create a vibrant competitive generation market when choi¢e is permitted. Certainly,
existing choices available to customers should not be elimi;hated during the transition
period. Eliminating existing choice (e.g., rate options, alternative supply options)

only moves the industry further away from customer choice.

IS IT NECESSARY TO WAIT UNTIL TRANSITION COSTS ARE FULLY
RECOVERED BEFORE ALLOWING CUSTOMER CHOICE?

No. If choice does not begin until after recovery of trarsition costs is concluded,
customers will be needlessly delayed access to new and innovative services and
alternative suppliers during the transition period. Further, new suppliers will be

denied the ability to develop relationships with new customers while the incumbent

1. Alternative Regulatory Plan
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utilities, such as Virginia Power, are strengthening their: customer relationships.
Finally, the competitive pressures brought on with the :introduction of customer
choice can provide even stronger incentives to mitigate tfansition costs. This was

precisely the experience in the natural gas industry."

DOES VIRGINIA POWER’S ALTERNATIVE REGULATORY PLAN MEET THE
GUIDELINES AND PRINCIPLES SET FORTH ABOVE?

No. Virginia Power's ARP is premature because there is no concrete evidence that
extraordinary measures are required to provide for an “orde}rly" transition to customer
choice or to prevent the Company from suffering undue in:‘eparable financial harm.

The proposed ARP creates a potential for over-recoverind potential stranded costs
before any date certain is set for customer choice and prior to establishing a
workable competitive market. The latter requires determining an appropriate
structure and resolving any market power issues that may arise. Virginia Power’s
Plan also is heavily biased in favor of its shareholders. Virginia Power's ARP should

be rejected.

"According to the Interstate Natural Gas Association of American, strarjded costs in the gas industry

tumed out to be significantly less than expected, $13.2 billion vs. $44.0 billion, because open access
commenced prior to the resolution and recovery of transition costs. (See Interstate Natural Gas
Association of America Rate and Policy Analysis Department, “Background Report: Comparison of Gas
and Electric Industry Restructuring Costs,” Report No. 96-2, August 1996.

1. Alternative Regulatory Plan
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2. QUANTIFICATION AND RECOVERY OF TRANSITION COSTS

PLEASE SUMMARIZE VIRGINIA POWER’'S PROPOSALS WITH RESPECT TO

THE QUANTIFICATION AND RECOVERY OF TRANSITION COSTS.
Virginia Power is proposing the approval in principle of recovery of 100% of
remaining transition costs through a TCC. It is also propesing that the Commission

approve a methodology for estimating transition costs in this proceeding.

SHOULD ANY OF THESE PROPOSALS BE ADOPTED?

No. The Commission should reject the Company’s propbsals. The proposals are
premature. As discussed above, retail customer choicé is not in place and the
Company has provided no showing of need. There is far @too little knowledge of the
impact of a customer choice regime on the value of tl’ipe Company’'s generation
assets and NUG contracts to determine whether the propd:nsed TCC would promote,
rather than impede, a competitive market or fairly balande the interests of Virginia
Power's customers and shareholders. On the other hahd, as discussed further,

adopting a TCC would be poor policy because:

> Virginia Power has failed to make any distinction between
potentially stranded costs and transition costs;

> Implementing the TCC now would remove any incentive for
Virginia Power to mitigate such costs between now and the
time retail competition commences; :

> The TCC and the potential imposition of exit fees would be
anti-competitive; and

2. Quantification and Recovery
of Transition Costs
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> Full recovery of transition costs would be unfair to consumers
because it fails to balance their interests against the interests
of the Company. It certainly is not mandated under any
regulatory compact.

The methodology for estimating transition costs aiso should be rejected for
the reasons stated in Ms. lverson’s testimony. In addition, the methodology relies on
an administrative approach to quantify transition costs. Similar administrative
approaches were used to project long-term avoided costs that were then used to
price the Company’s NUG power purchases. In light of the inability of such methods
to accurately foresee major events affecting the future cost of electricity, such as
technological changes and the abundance of low-cost natural gas, and its extreme
sensitivity to changes in the assumed market prices, the Commission should
categorically reject the Company’s proposed administrative methodology in this
case. If any methodology is to be approved, then it should be based on a market
valuation approach. | shall discuss how market-based methodologies are superior to

administrative approaches in quantifying transition costs.

19 Any Quantification Of Transition

20
21
22
23
24

25

26

Costs Is Premature At This Time

Q WHY SHOULD ANY METHODOLOGY FOR QUANTIFYING TRANSITION COSTS
NOT BE APPROVED AT THIS TIME?

A First, as previously stated, the Company’s definition of transition costs includes all
costs that may be unrecoverable for whatever reason, including customer choice.
Transition cost recovery, if done properly, would include only transition costs

2. Quantification and Recovery
of Transition Costs
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associated with customer choice. Second, the Company admits it is not possible to
quantify transition costs with precision because market prices cannot be predicted
with any accuracy or reliability.

The existence of transition costs cannot be established absent an in-depth
analysis of the market value of a utility’s generation resources and specification of é
date certain for retail customer choice. Market value cannot be determined without
knowing the structure of a competitive market as well as:the projected supply and
demand for electricity. To my knowledge, none of these parameters is known and
measurable today. There is no date certain for retail access. No determination has
been made about how retail access will be implemented—immediately for all
consumers or as a phase-in. The structure of a competitive market has not been
established. Whether and to what extent utilities may exert horizontal and vertical
market power and, therefore, influence prices in a competitive market has yet to be
considered.

Further, as Ms. Iverson's testimony demonstrates, the Company’'s
methodology is based on very specific, and as yet unknown, parameters about the
date certain for retail access, market structure and speculative estimates of future
loads and costs. These problems are in addition to the flaws inherent with any
administrative determination of future costs, as discussed below.

Absent these critical elements, no determination can be made about an

appropriate methodology for quantifying potential transition costs.

'?Rigsby Direct Testimony, Page 46.

2. Quantification and Recovery
of Transition Costs
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COVER THROUGH THE

all transition costs within

seven years of the commencement of retail accessL In addition, nuclear

decommissioning expenses would be collected through th

(TCC) over the remaining life of Virginia Power’s nuclear pl

Transition Cost Charge

nts.

DO THE COSTS VIRGINIA POWER SEEKS TO RECOVER THROUGH THE

TRANSITION COST CHARGE SOLELY REFLECT T
COMPETITION?

No. The methodology it proposes to use to quantify fra

E IMPACT OF RETAIL

nsition costs—which it is

seeking Commission approval in this proceeding—measures potentially stranded

costs. As discussed previously, transition costs are une
because of the transition to retail customer choice. It is
stranded costs with transition costs because the f

uneconomic costs will be the result of retail customer cho

that stranded costs may arise for a variety of reasons

omic costs arising solely
ng to equate potentially
rmer assumes that all

ce. This ignores the fact

that are unrelated to the

implementation of customer choice. Virginia Power's definition also ignores the fact

that uneconomic costs can be either avoided or miti

ated. As Ms. lverson

demonstrates, several of the items included in Virginia Power's definition of

transition costs include costs that are mitigable and avoidable. These items should

not be included in the TCC.

2. Qua

ntification and Recovery
of Transition Costs
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RANSITION COSTS AND

Virginia Power always has faced competition for its generation services from various

forms of self-generation. Since at least 1978, moreover, when the Public Utilities

Regulatory Policy Act (PURPA) was adopted, Virginia PoJrer has faced competition

from NUG suppliers. Generation competition has intensified following the adoption

of the Energy Policy Act of 1992. Like most utilities, Vl,rginia Power faces more

intense competition in the wholesale market. Suppli
themselves for the eventual implementation of retail comp
of existing and anticipated competition that has helped to
cut costs and to offer their customers a broader array of 1
such as RTP. The Commission should not sanction re
associated with these and other options that are possible i

To do so would unnecessarily insulate Virginia Power frg

for which investors are being compensated.

HAS THIS ISSUE BEEN CONSIDERED IN OTHER FORU

Yes.

ers are also positioning
etition. It is this very type
force regulated utilities to
rates and service options,
overy of stranded costs
the current environment.

)m current operating risks

S?

In Order No. 888, the Federal Energy Regulatory Commission (FERC)

expressly made clear that the opportunity for a utility to recover stranded cost was

restricted to situations in which the utility faced the loss of a customer due to new

competitive options directly created by the opening of the wholesale market, not

options that had previously existed. The FERC stated th

t it would not "insulate a

2. QuTntiﬁcation and Recovery

of Transition Costs
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utility from the normal risks of competition, such as self-generation, cogeneration, or

industrial plant closures, that do not arise from the

discriminatory open access transmission.""

case.

WHY WOULD IMPLEMENTING A TRANSITION COST C

The same p

new availability of non-

plicy should apply to this

HARGE IN CONCEPT IN

THIS PROCEEDING REMOVE VIRGINIA POWER'S INFENTIVE TO MITIGATE

TRANSITION COSTS?

As an example, Virginia Power is presently engaged in negotiations with its NUG

suppliers to lessen the impact of these contracts on

outcome of these contract negotiations is in doubt and is u

by the time this proceeding concludes. If the Commission

future expenses.” The
likely to be fully resolved

, today, were to provide

assurance of full recovery of transition costs commencing at some time in the

future, then it would remove Virginia Power’s incentive
to mitigate these potentially significant costs. Further, if

Virginia Power is assured of 100% recovery of costs assoc

to exert maximum effort
the NUGs are aware that

siated with their contracts,

what possible incentive would they have to negotiate reductions in those costs with

Virginia Power?

1:’FERC; Docket Nos. RM95-8-000 and RM 94-7-001, Order No. 888,

1“‘Re;:oon of Virginia Electric and Power Company on Efforts to Restru
Generators, Case No. PUE950089,” dated June 2, 1997 and attached to
Question No. 179 included in the Fifth Set of Interrogatories from the Office

ure Contracts with Non-Utility
Virginia Power’s response to
of the Attorney General.

jﬁl 24, 1996, p. 454.
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HOW WOULD THE TRANSITION COST CHARGE BE ANTI-COMPETITIVE?

The proposed TCC, or in the alternative, an exit fee, would be levied on customers
that may opt for self-generation, an option that is available in the present regulatory
environment. ' Besides compensating Virginia Power twice for the risks it incurs
today, imposing TCCs on self-generation options would discourage the development
of competitive alternatives, contrary to PURPA, the Energy Policy Act of 1992
(EPAct) and FERC Order No. 888, and would unnecessarily enhance Virginia
Power's market power. Under Virginia Power's proposed TCC on self-generation
options, moreover, it also appears that the customers’ motives for electing self-
generation options would be scrutinized. Mr. Hilton’s testimony states that the TCC
would apply “[tlo the extent the implementation of electric industry restructuring and
retail competition made it legally possible for a customer to economically discontinue
reliance on the system grid for its power supply . . . . “* Subjecting a utility customer
to an inquiry into whether it has pursued self-generation options as a result of
restructuring the electric industry or as a result of other business factors could
involve a highly subjective, potentially complex undertaking, and a potentially
expensive and burdensome one for the customer. Granting a utility the opportunity
to scrutinize its customers’ business decisions could open customers to scrutiny in a

way that is highly intrusive and anti-competitive.

> Hilton testimony, Page 17.

2. Quantification and Recovery
of Transition Costs
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HOW WOULD VIRGINIA POWER’'S PROPOSALS IN THIS CASE FURTHER
ENHANCE ITS MARKET POWER?

Market power would be enhanced by regulatory policies that prevent or eliminate
potential competition or provide for excessive recovery of costs claimed to be
“transition” costs on the basis of false claims that they are, in fact, a result of a
transition to retail competition. As mentioned above, imposing any kind of charge or
exit fee on customers who may choose to exercise altematives that are possible
within the current regulatory regime would be anti-competitive. For this reason
alone, the proposed TCC should be rejected.

Overcompensating Virginia Power for its transition costs has the potential of
transforming the utility into a “super-competitor.” A super-competitor is any entity
that can profit by selling at below-market prices. By overcompensating Virginia
Power for its alleged transition costs, the value of its assets would fall below the
value that could be supported in a competitive marketplace. Virginia Power, thus,
could utilize the very same assets to sell electricity at below-market prices, thereby
stifling competition. Under these circumstances, investors would be compensated
twice: once during the recovery of transition costs, and a second time through higher

profits from the utilization of the very same assets in a competitive market.

CAN THE TRANSITION COST ISSUE BE RESOLVED WITHOUT ADDRESSING

AND RESOLVING POTENTIAL MARKET POWER ISSUES?

2. Quantification and Recovery
of Transition Costs
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No. If retail competition is to benefit all consumers, electric utilities should not be

allowed to exert market power. Protections against the abuse of vertical and
horizontal market power should be implemented to ensure the evolution of

sustainable competitive markets. Regulators in the United Kingdom (UK) and in
the U.S. (such as those in California and Maine) that have initiated the transition to
electric competition have recognized that market power is a significant problem in
electricity markets, and that market power abuse can lead to market distortions that
reduce the benefits to consumers of implementing retail customer choice.

For example, the newly elected Labour Party govemment in the UK has
raised the possibility of requiring asset divestiture by the UK'’s two largest generation
companies to reduce the level of concentration in that country’s generation
markets."® Discussion of such action follows widespread criticism by many in the UK
that the couhtry’s electric industry restructuring did not produce the expected level of
price reductions for consumers due to generation market concentration levels that
allowed price leadership and collusion to take place among generation companies,
particularly in the bidding procedures for the UK’s generation power pool.

in California, the Public Utilities Commission ordered Southemn California
Edison Company and Pacific Gas and Electric Company, the‘ State’s two largest

utilities, to divest at least 50% of their fossil-fired generation capacity in order to

®The Electricity Daily, Labour Sweep Causes Heartburn, Volume 8, Number 86, May 6, 1997.

2. Quantification and Recovery
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mitigate generation market power problems."” Southem California Edison Company
has, in fact, gone beyond this requirement, and is now in the process of selling off all
of its in-state fossil-fired generation. A similar asset sale has already been
completed by the New England Electric System (NEES) in the context of this utility’s
restructuring plan. Other utilities, such as General Public Utilities and Montana
Power Company, have announced plans divest themselves of their generation
assets and to exit the generation business.

These examples underscore the importance of the market power issue to
electric industry restructuring. There are several significant factors that can form
barriers to entry into electricity markets and create potential market power problems,
including transmission constraints and excessive market concentration levels. To
ensure workable competition in the electric industry, Virginia should be prepared to

take measures to reduce these barriers.

WOULD MARKET POWER CONCERNS BE ALLEVIATED IF THE COMMISSION
WERE TO PERMIT FULL RECOVERY OF VIRGINIA POWER'S TRANSITION

COSTS?
No. It should be recognized that incumbent utilities have significant, tactical and

strategic advantages over new entrants. First, under present law, only electric

"See California Public Utilities Commission, Docket Nos. R.94-04-031 and 1.94-04-032, Order

Rulemaki and Investigation on the Commission's Proposed Policies Gowverning

Restructuring California’s Electric Services Industry and Reforming Regulation, Decision No. D.96-01-
009, Jan. 1996.
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