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INTRODUCTION
Act 1556 of 1999 providesfor therestructuring of theelectric utility industry in Arkansasso that
retail consumerswill beableto choosetheir supplier of generation servicesamong competing suppliers.
TheActisdesignedtofoster aretail e ectric market that encouragesfull and fair competitionamongthose
competitors.
Section 21 of the Act provides:

Whereastheprimary motivationfor el ectric deregulationisachievingthe
lowest possible electric ratesfor al consumers, in order to securethis
objective, ajust and reasonable mandated ratereduction for residential
and small businesscustomersof e ectric utilities, taking serviceunder a
standard service package to be implemented at the beginning of retail
open accessfor theduration of thefreeze periods specifiedin Arkansas
Code23-19-402(b), asadded by thisact, will bethe subject of hearings
conducted by the House I nsurance and Commerce Committee and the
Senatel nsuranceand Commerce Committeemeetingjointly or separately,
in which the members will receive input from the Public Service
Commission, theAttorney General'sOffice, and other interested parties,
withfindingsreported tothe83rd General Assembly sothat appropriate
measurescan beapprovedto assurerategoasinherentinthisact aremet.

Thisreport addresseswhether aratereductionfor residential and small businesscustomers taking
service under astandard service packagefor the duration of the freeze periods should be mandated in

order to achieve "the lowest possible electric rates.”

Ark. Code Ann. §23-19-101(d).



|. APPLICABLE LEGAL PRINCIPLES

Theregulation of utilitiesisoneof themost important functionsassoci ated with the police power
of states.? Traditionally, utilitieshavebeen granted monopoly status, and stateshaveempowered regul atory
commissionsto regulatetheutilities ratesin order to protect consumersfrom monopoly exploitation.
Although avariety of different methods may be used to set autility'srates, the rates must be "just and
reasonable."® The"just and reasonable" standard requires abalancing of theinterests of the utility's
shareholdersand itsratepayers. Theshareholders interest isearning areturn on their investment; the
ratepayers interest isbeing charged no morethan the utility'sreasonabl e cost of providing service, including
capital costs.*

Thereareconstitutional ramificationswith respect to thegovernment'sdetermining thepricesa
utility may charge. Specifically, aregulator may not establish ratesthat areconfiscatory, i.e., solow that
they amount toa"taking'" of theutility shareholders investment. Traditionaly, theutility isrequired by law
todevoteitsassetsto providing servicetothepublic. Therefore, thegovernment may not deny theutility
the opportunity to recover its reasonable costs associated with providing that service:

Rateswhich are not sufficient to yield areasonable return on the value of the property

used, at thetimeit is being used to render the service, are unjust, unreasonable, and

confiscatory, and their enforcement deprivesthepublic utility company of itsproperty in
violation of the 14th Amendment.

2Arkansas Elec. Coop. Corp. v. Ark. PSC, 461 U. S. 375, 377 (1983).

3Ark. Code Ann. §23-19-103.
“See, e.g., Acme Brick Co. v. APSC, 227 Ark. 436, 441, 229 S.W.2d 208 (1957).
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Bluefield Water Works and Improvement Co. v. PSC of West Virginia, 262 U.S. 679, 690 (1923).
Under thisstandard, autility isentitled toratesthat giveit theopportunity to earn areturn equival ent tothat
being earned by other businesses with similar risks. 1d. at 692-93.

However, theutility isnot entitled to any specific method of ratemaking. Theleading caseonthis
issueisFederal Power Commissionv. Hope Natural GasCo., 320 U. S. 591 (1944). Inthat case, the
Court ruled that:

It isnot thetheory but theimpact of therate order which counts. If thetotal effect of the

rate order cannot be said to be unjust and unreasonable, judicia inquiry... isat anend.

Thefact that themethod empl oyed to reach that result may containinfirmitiesisnot then

important.®

The Supreme Court expressly “ reaffirm[ed] these teachings of Hope Natural Gas’ initsmost
recent opinion addressing the confiscationissue, DuquesneLight Co. v. Barasch, 488 U. S. 299(1989).
In Duguesne, the Court addressed aPennsylvanial aw that prohibited two utilities fromrecovering their
investment in cancel ed nuclear power plants. Inaffirmingthedisallowance, the Court rejected arguments
that ratemaking methods should be evaluated on a piecemeal basis, and stated:

[t]heoverdl impact of therateorders. . .isnot congtitutional ly objectionable. Noargument

hasbeen madethat thesedlightly reduced ratesjeopardized thefinancial integrity of the

companies, ether by leaving theminsufficient operating capital or by impedingtheir ability
toraisefuturecapital. Nor hasit been demonstrated that these rates areinadequateto
compensate current equity holders for the risk associated with their investments....

The Arkansas Public Service Commission ("APSC" or "Commission") is an agency of the

legidatureand, in setting rates, it actsin alegidativecapacity.” The General Assembly can changetherules

5320 U. S. at 602.
6483 U. S. at 312.

"APSC v. Lincoln-Desha Tel ephone Co., 271 Ark. 346, 350, 609 S.W.2d 20 (1980).
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applicabletoautility’ sregulated rates solong asthel egidation doesnot viol atethe Constitutiond strictures
discussed above. AlthoughtheCourtin Duquesneupheldthestatuteat issueinthat case, it cautioned as
follows:

Thisisnot tosay that any system of ratemaking applied by autilitiescommission, including

the specific ingtructions it has recelved from its legidature, will necessarily be

constitutional ....[A] [s]tate’s decision to arbitrarily switch back and forth between

methodol ogiesin away which required investorsto bear therisk of bad investmentsat

some times while denying them the benefit of good investments at otherswould raise

serious congtitutional questions.®

These casesindicatethat thereisno prohibition per seagainst the General Assembly'senacting
mandatory ratereductions. However, thosereductionswoul d beunconstitutional asappliedif they result
inconfiscatory ratesfor agpecific utility. Itisthereforeunclear what formthelegidation might take. It may
not be practical for the General Assembly to address the particular economic circumstances of each
affected utility in crafting legidation.

II. POLICY CONSIDERATIONS

Asstatedin Section 21 of Act 1556, the primary motivationinelectricrestructuringistoachieve
thelowest possibleratesfor al consumers. Therearecompeting cons derations, however, indetermining
whether amandatory ratereductionisthemost effectivemeansof achievingthat goa. Proponentsof rate
reductionspoint tothe potential for market-based priceincreasesto consumersasaresult of thechange

fromcost-based ratesto market-based prices. Ratereductions(or freezes) will protect consumersfrom

those increases during the period that those reductions are in effect.

8488 U.S. at 304.



Therearelegitimategroundsfor concern, however, asto theeffect of mandatory reductionson
consumer prices over the long-term. Artificialy low rates may impede competition by making it
unprofitablefor new competitorsto enter themarket. If new competitorsdo not enter, consumersmay be
subject to above-market priceincreasesby theincumbent utilitiesat theexpiration of thereduction/freeze
period. Over thelong-term, thedisciplineof effective competitivemarketsshould bethemost effective
means of achieving the lowest possible rates for consumers.

[11. RATE MAKING CONSIDERATIONS

I ndetermining whether aratereduction should bemade, cons deration must begiventothecurrent
and projected earningslevel of each electric utility. Since 1998, the APSC has approved general rate
changesfor fiveof itsregul ated retail e ectric utilities.® Inaddition, other ongoing and anticipated APSC
proceedings will affect Arkansas retail rates.

Thewholesaleratechangeby ArkansasElectric Cooperative Corporation ("AECC") approved
inDocket No. 99-243-TF reduced its wholesale power coststo itsmember distribution cooperatives
by anaverageof 5.4%. Thedisposition of thereduced wholesalepower cost will beaddressed during

theunbundling proceedingsfor thedistribution cooperatives. Inaddition, all of theelectricdistribution

SFarmersElectric Cooper ative, Docket No. 98-368-U, rate decreases for all classes except

irrigation and reflecting the savings from a new EAI wholesale power contract; Mississippi

County Electric Cooperative, Docket No. 99-356-TF, rate decreases for all classesexcept  specid
contracts as result of immediate pass-through of savings from Docket No. 99-243-TF AECC rate
reduction; Oklahoma Gas & Electric (" OG&E"), Docket No. 98-036-U, rate decreases for al customer
classes; SWEPCO, Docket No. 98-339-U, classrates of return  equalized with no change in rate for
residential, increase in lighting class rates, rate decreases for all other classes; and Empire, Docket No. 98-
043-U, rate increases for all classes.



cooperativesfiling newly prepared cost of service studiesin their unbundling dockets will undergo a
traditional rate review during 2000 through 2001.

Rateimpactsareexpected to result from mergersinvol ving two Arkansasinvestor-owned utilities
("10Us")-Southwestern Electric Power Co. ("SWEPCQO") and EmpireDistrict Electric ("Empire"). In
Docket No. 98-172-U, the APSC approved themerger of SWEPCQO's parent, Central and South West
Corp., into American Electric Power Co. The rate impacts for SWEPCO's customers include:

. the sharing of net non-fuel merger savingsthroughacredit rider that reducesitsratesinfiveannual
increments expected to begin in July 2000;

. 100% pass-through of all fuel savings based on combined joint dispatch;
. amost-favored-nation clauseensuring that Arkansasratepayerswill receivethefull equivalent of
any benefits and protections ordered in any other jurisdictionsin excess of those benefits and

conditions ordered in Arkansss,

. hold harmless clauses ensuring that Arkansas ratepayers are protected from adverse merger-
related effects; and

. amoratorium on general rate increases prior to January 1, 2002.%°

OnJanuary 31, 2000, Empireand UtiliCorp United, Inc., ("UtiliCorp") filed ajoint applicationin
Docket No. 00-021-U requesting the Commission'sapprova of thecompanies planstomerge. UtiliCorp
intendsto operate Empireasaseparateand distinct retail energy distributionunit. Empireexpectstofile
aratecase October 1, 2000, torecover costsassociated withitsState Line Combined Cycle Plant, which

is scheduled to go into service by June of 2001. Once those new rates are effective, the companies

Ot is antici pated that SWEPCO will add production capacity in 2002 in order to meet customer
requirements. It may then seek recovery of aportion of the cost of that capacity through the
standard service package if it elects to have the rates for that service set using traditional
regulatory methods. Ark. Code Ann. §23-19-402(a).
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proposetoimplement afive-year moratoriumonratechanges. Inthefifthyear of themoratorium, arate
casewouldbefiledin Arkansasfor the Empiredistribution unit toincludeongoing net benefitsfromthe
merger and recovery of 50% of the unamorti zed acquisition premium.** Those proposalsarecurrently
pending before the Commission.

Pursuant to aStipul ation and Settlement Agreement in Docket No. 96-360-U, Entergy Arkansas,
Inc. ("EAI") issubject to abaseratefreezeuntil July 1, 2001. Excessearnings, asdetermined by annual
review, are placedinaTransition Cost Account ("TCA"). If the Commission determinesthat EAl has
stranded costs, the TCA can beusedto offset thosecosts. Any excessfundsintheaccount after stranded
cost recovery can bereturned to ratepayersby order of the Commission. EAI hashad excessbaserate
earningssincetheinception of the TCA,*3 which suggeststhe possibility for afuturerate decrease after
July 1, 2001.

Chartsranking Arkansasresidential, commercial, industrial, and averageratesduring 1999 are
appendedtothisreport asAttachment |. For residential customers, ratesrangefrom5.7¢ per kWhfor
OG& Et08.21¢ per kWhfor Entergy. All twenty-oneArkansasutilitiesranked below thenationd average
residential ratefor the period, and el evenranked bel ow theregional average. Commercial ratesranged

from 4.25¢ per kWh for OG& E to 8.06¢ for Ashley-Chicot Electric Cooperative. Thirteen utilities

HAs provided for in Ark. Code. Ann. §23-19-106(€), Empire has indicated that it will delay
implementing retail open accessin its service area until January 1, 2004. (Reference the Direct
Testimony of John McKinney, pages 32-33.)

There are separate revenue requirements for Rider M 26 nuclear decommissioning and Rider
M33 Grand Gulf that are adjusted annually.

Bannual updatesto the TCA arefiled in Docket No. 98-114-U. The January 1, 2000, balanceis
was approximately $114 million.
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commercia rates were above the regiona average, with three of the thirteen also above the national
average. Industrid ratesranged from 2.89¢ per kWhfor Mississippi County Electric Cooperativeto 6.28¢
per kWhfor Petit Jean Electric Cooperative. Tenutilities industrial ratesranked abovetheregional and
the national average.
V. STATES SURVEY

CommissionStaff surveyed theother twenty-two statesthat haveenteredinto electricindustry
restructuring activity.** L egidlation hasbeen passedin eighteen of those states. Eleven of thoseeighteen
stateshaveenactedlegidativeprovisionsfor ratereductions. Eight of thoseelevenratereductionswere
incorporatedintheenabling restructuring legid ation asaresult of negotiation among theaffected parties. ™
Becausetheaffected utilitiesagreed tothereductions, they havein effect waived any claimsthat therates
areconfiscatory, and thereductionsarenot considered " mandatory" ascontemplatedin Section21. In
threestates, themandated reductionswerebased onthefact that the affected utilitieswereover-earning.
It doesnot appear that any statehaseffected alegidativeratereductionintheabsence of oneof thosetwo
factors.

The details of each state's legidative rate reduction are provided in Attachment I1.

Y commission Staff additi onally surveyed a group of stakeholders and other interested parties
for their views on mandatory rate reductions. The results of that survey are appended as
Attachment I11.

BThoseinclude California, Delaware, 11linois, Massachusetts, Michigan, New Jersey, Ohio, and
Pennsylvania. It should be noted that the California and Michigan "reductions’ are financed by
bonds, the costs of which will be recovered from ratepayers at alater date. This financing of arate
reduction is referred to as " securitization™.

6T hose include Connecticut, M aryland, and Texas.
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CONCLUSION

Asdiscussed above, any mandatory ratereductionsmust cons der theeconomic circumstances of
each affected utility in order to passcongtitutional muster. Thusany legidation mandating an across-the-
board ratereductionwould bein danger of beingfound unconstitutional initsapplicationto aparticular
utility. Theonly exceptiontothisruleiswhentheutility agreestowaiveitscongtitutional argumentsinthe
context of negotiations, ashasbeenthecasein severd other states. Thereisno congtitutional or other legal
impediment tothe General Assembly'saddressing the potential for ratereductionsonadutility-by-utility
bass. However, pursuant toitsexisting jurisdiction and authority, the Commissonisengagedinanongoing
processof evauatingtheratesand earningsof al jurisdictional eectric utilities. If theexistingratesand
earningsof any jurisdictional eectric utilitiesarefound to beexcessivethe Commission hasthenecessary

authority to adjust such rates downward to a just and reasonable level.



