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Pursuant to the publication of the proposed rules referenced above in the Missouri

Register , the Edison Electric Institute ("EEI") hereby respectfully submits the following comments

in reply to the initial comments filed by the Office ofthe Public Counsel ("OPC") and the Missouri

Industrial Energy Users Group ("MIEG") .

I .

	

Since Missouri Is Not Implementing Open Access Or Unbundling Its Electricity
Industry At This Time, Restrictions And Conduct Prescriptions Are Not Warranted

Missouri is not at this time proposing retail access for electricity, nor is it implementing a

broad restructuring ofthe utilities in the state . If electric utilities contemplate providing new

services, in addition to the electricity they provide already, they will be doing so as new entrants

into markets where established firms should have ample ability to compete . Hence, there is no

need for the sorts ofrestrictions advocated by the OPC and MIEG.

In addition to there being little need for these restrictions, the Commission could cause

real harm to consumers and competition in adopting them. In fact, such restrictions ultimately

impede utilities from meeting their utility obligations at the lowest possible cost to consumers .

Because the electricity business is cyclic and demand resource usage peaks in predictable ways,

utilities can use utility resources for other revenue creating purposes when not in use to provide

bundled utility services . By doing so, utilities spread the costs of these resources over the



expenses ofproviding both regulated and non-regulated products and services . Since utility

ratepayers would ordinarily pay the entire cost of the resources used to supply utility services, the

extra revenue enables lower utility rates through the contribution to fixed, (i.e ., joint and common

costs) made by the unregulated non-utility affiliate . If the affiliate is capable of providing services

that others also can provide, yet it can do so at little additional cost to the utility, utility and non-

utility customers alike benefit .

These cost savings are known in the economic literature as economies of scope, or, in

some instances, economies ofvertical integration . In the abstract, all corporations represent a

collection of repeated transactions brought together under one corporate family to eliminate the

transaction costs that inevitably arise each time one agent within the company needs the services

of another . Electric utilities combine a host of personnel and resource interactions or internal

functions to deliver a bundled energy product efficiently to end-use consumers . As corporations,

utilities exist for the same reason General Motors, General Electric, and Exxon do: there are

tremendous cost savings from providing all ofthese transactions together within one firm,

irrespective ofwhether the firm is producing vehicles, electricity generators or consumer

products, petroleum, or electricity . For example, these cost savings arise from a reduction in the

transaction and training costs involved in hiring new staffor harnessing new resources each time a

routine task is performed, and from other ways of more intensively using utility resources .

Many firms sell more than one product or service because it costs less to provide them

through one firm than it does to provide each separately in different firms . These scope economies

occur in a variety ofways. Many reflect savings realized when identical inputs needed to produce

different products are purchased in bulk ; others result from a reduction in managerial overhead ;



still others reflect a lower cost of advertising and marketing . The list of possible ways facilities

and services can be used more efficiently is only bounded by the imagination and creativity of

management. Economists Mark Lowry and Lawrence Kaufinann characterize these economies as

more fully utilizing resources within the firm.'

Utilities have always been multiproduct firms, providing both regulated and unregulated

goods and services . However, even in cases where utilities have provided bundled and regulated

generation, transmission and distribution services, they have also provided several distinct

regulated products in ways that lower average costs . For example, in addition to retail services

regulated by this Commission, utilities also provided requirements services, transmission access,

economy power, and emergency energy, each of which are regulated by the Federal Energy

Regulatory Commission .

Every utility must maintain offices, computer equipment, billing facilities, and many other

resources whose costs are generally referred to as overhead that contributes to common and joint

costs . Also, utilities hire meter readers, engineers, energy management experts, environmental

experts, lawyers, and a host of other human resources that provide products and services to the

entire corporation, rather than to specific divisions . Because ofthe cyclical nature of the business,

during particular periods, some of these resources may not be used as intensively as during "peak"

periods . For example, during seasonal periods oflow electricity demand, and monthly periods

before and after billing cycles, the utility can achieve more intensive use ofthese resources and

lower its operating costs of providing regulated services through sharing with an affiliate or
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through intracorporate transactions . Many other examples exist of scope opportunities .

The efficiencies of providing multiple services are considerable . For example, a utility can

offset the costs of billing by sharing computer hardware, software, and support facilities and

personnel with non-utility affiliated businesses . The asset sharing between utility and non-utility

affiliates can similarly reduce the cost of common and joint costs for office space, communications

equipment, maintenance crews, and management .

In regulating utility businesses in competitive markets, regulators need to ensure that the

economies of scope and scale associated with vertical integration are captured and shared with

utility customers . This all along has been an objective of traditional utility regulation : to ensure

that the economies ofthe vertically integrated utility, operating as a local monopoly provider of

services, were captured and shared with utility ratepayers . IfMissouri moves to retail access,

regulators still need to ensure that ratepayers are able to benefit from the economies of scope

inherent in vertical integration or other intracorporate relationships .

However, given that some utility affiliates may operate in competitive markets, utility

customers also should benefit from scope economies resulting from utility and non-utility affiliate

transactions . Pricing rules that seek to capture all ofthe benefits for ratepayers will fail to capture

them at all because they will discourage economically efficient transactions between the utility and

its affiliates . Fortunately, regulating firms that provide both regulated and unregulated services is

nothing new for regulatory agencies, and has only slight differences from ordinary utility

regulation. Most ofthe difference stems from the need for protecting against discrimination

toward affiliates with respect to the use of essential facilities or competitively sensitive

information .



H.

	

Economies of Scope Provide Real Benefits to Consumers and Are Not Unfair,
Anticompetitive, or Harmful to Consumers.

Eliminating any ability ofutilities or their affiliates to realize or achieve economies of

scope in the codes of conduct proposed by OPC, MIEG and others precludes customers of

regulated services from receiving any financial advantage from those economies of scope and

forecloses utility efforts to lower utility rates by finding new ways to use resources more

intensively. Worse, the proposed amendments ofOPC would undermine existing non-regulated

activities and cause immediate harm to ratepayers by eliminating the non-regulated affiliate's

contribution to the fixed costs of providing regulated services .

Part of the problem with the OPC proposed rules seems to be the erroneous perception

that lower costs resulting from economies of scope are somehow anticompetitive, unfair, or

otherwise harmful to consumers . Some concerns reflect ignorance about the dynamic processes

by which competitive markets deliver better goods at lower costs . For example, OPC doubts that

utility affiliates will pass on to consumers "savings resulting from so-called 'scale and scope'

economies ." OPC at 8-9 . According to OPC, allowing utility affiliates to benefit from lower costs

acts as a barrier to entry to competitors, which ensures that the lower costs will not be passed

onto the affiliate's customers .

OPC appears not to understand how competitive markets work. As new entrants in

markets through their non-utility affiliates, utilities will only win market share ifthey use their

scope economies to lower prices and/or provide better products and services . Of course, the non

utility affiliate might eventually establish itself as the benchmark against which other competitors

must compare favorably to remain in business . However, the utility and its affiliates do not act

alone; their competitors are continuously finding better or lower-cost ways to provide products or
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services . Moreover, none of the scope advantages about which OPC is concerned are unique to

the utility ; any multiproduct firm can benefit from similar scope economies . For the utility to

remain in business, it must also continuously innovate, holding back no scope economies . Thus,

OPC is incorrect to suggest these scope economies will not be shared with the affiliate's

customers . Competition will ensure it.

Nor is OPC correct when it contends that the advantages at issue are "unique business

advantages possessed by the monopolist who has been given an exclusive franchise that was

insulated from any serious competitive pressures ." OPC at 9. There is nothing "unique" about

economies of scope ; a multiproduct firm does not have to be a utility to benefit from joint

advertising with affiliates, shared information among affiliates, or brand familiarity . Indeed, being

an affiliate of a utility in a non-regulated market imposes costs ofits own and utility competitors

bring their unique advantages to the market without sharing them. 2

Frequently, OPC and M1EG couch these recommendations as a desire to "level the playing

field ." While such an objective and the innuendo of "fairness" it conjures may seem as American

as baseball, more careful scrutiny of the concept reveals its shortcomings as a policy objective .

The pursuit of the level-playing-field goal could cause real harm to both ratepayers and consumers

ofthe non-utility affiliates .

In competitive markets, the playing field can never be truly level : everyone enters the
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market with their own distinctive advantages and disadvantages . These differences extend beyond

micro and macro borders -- just as humans with different physical and intellectual endowments

can prosper in the working world, and countries in different climates, with different natural

resource endowments, and different geographic characteristics can prosper in the world economy,

companies with different levels of capital, employees, and experience can prosper in the

competitive market place . Indeed, part of the dynamic competitive process is a direct result of

these differences in corporate endowments .

Nor does it matter from where these endowments spring . Whether they come from debt

financing, intracorporate wealth transfers, or from government subsidies and protections is

irrelevant, notwithstanding OPC's frequent concerns that utility affiliates are benefiting from

having been part of a regulated monopoly. For example, at some point in the future, oil companies

operating gasoline stations in Missouri might want to participate in the generation supply markets .

However, they benefit from offshore oil field concessions subsidized by the government . Will they

be penalized for using these governmentally subsidized brands?

A.

	

Restrictions Against Information Sharing Are Harmful

Many of OPC's recommended prescriptions would eradicate the very efficiency

advantages that Dr . Kahn suggests that regulators would want to encourage .

For example, OPC would preclude the sharing of non-customer specific information with

an affiliate unless it is made available to all competitors . Suggesting an "obvious" need for this

rule, OPC argues that it is unfair to allow a utility to share with its affiliates vendor lists, utility

purchasing discounts, local franchise requirements, new development areas, aggregate

consumption information by locale without also sharing the information with all other



competitors .

Naturally, these prescriptions extend to acquiring information on behalf of affiliates,

sharing market analyses or other proprietary, non-publicly available reports, requesting

authorization from utility customers to pass their account information exclusively to affiliates,

affiliates appearing to speak on behalf of utilities and vice versa, suggesting that the customer will

receive preferential treatment as a consequence of purchasing with the affiliate, giving the

appearance that the affiliate speaks on behalf ofthe utility . OPC argues that if this behavior were

allowed, the affiliate would gain an advantage solely due to the use of a government authorized

monopoly that would enable the utility to create a preference for its affiliate . According to OPC,

affiliates have not "earned" this advantage through excelling in a competitive market with a level

playing field .

Besides failing to recognize that the sharing ofthis information is a real economic benefit

to the customers ofboth the utility and its affiliate(s), OPC's argument is fraught with other flaws .

Most of the data under discussion are publicly available from other sources . Moreover, since

Missouri is not yet restructuring electric markets, none of the data will involve the utility's

essential facilities needed to market power by utility competitors . While the affiliate does benefit

from the proximity to the utility, this reflects corporate economies of scope, the sharing of which

is neither unfair nor anticompetitive and actually benefits the customers ofthe regulated utility .

The affiliate's rivals will have conducted their own research, possibly borrowing some conducted

by an affiliate . No market participant would expect any competitors to share any of their own

research or market analyses with it. Indeed, release of any market studies or research might reveal

sensitive corporate strategies or marketing techniques . Just as the rivals should not be expected to



share their data, utilities and their affiliates should not be compelled to share with all or be

restricted from sharing it within the corporate family.

Similarly there is no reason to deny the utility the ability to conduct joint marketing with

an affiliate . Data that facilitates market analyses are publicly available from a variety of sources,

and the utility has no better ability to improve the accuracy ofits forecasts and assessments of

consumer behavior and market trends than the rest of the market's participants . Where the

affiliate is entering markets never before explored by the utility, the utility and affiliate will be in

no stronger position with regard to understanding demand, pricing and consumer behavior than

any other competitor . On the contrary, in many markets affiliates may enter, the company will be

in a weaker position than other participants who occupy incumbent positions .

EEI has discerned widespread customer opposition to restrictions on utilities providing

customers with information on affiliate services . On March 12, 1999, EEI published a summary

of public opinion research activities in New Hampshire, Rhode Island, Massachusetts, Vermont,

New jersey, Connecticut, California, Illinois, the District of Columbia, Maine and Michigan,

which found opposition to this type ofrestriction in the range of 54-74% .

Finally, OPC has provided no justification for its stand against the utility sharing benefits

of the government authorized monopoly that are nonessential . The benefits of publicizing the

affiliate's relationship with the utility were "earned" by the utility's provision ofexcellent utility

services . Moreover, it is puzzling that OPC would attempt to prevent utilities from disseminating

information that customers clearly want, as shown in the discussion in the preceding paragraph .

EEI agrees with OPC, however, that the utility should avoid creating an impression that

the provision ofutility services is in any way unlawfully tied to the purchase ofthe affiliate's



products . Nor should the utility be permitted to deliberately create an impression that there is a

tying arrangement . While the utility and its affiliates can ensure that it is not creating a tie, it

cannot control the impressions of its customers .

B.

	

Branding Restrictions Prevent Customers from Knowing the Identity of the
Parties with Whom They Are Dealing.

In an age when consumer protection starts with truth-in-labeling, OPC's recommended

prescriptions against sharing corporate brands and labels is puzzling . One wonders whatever

happened to the days when consumer advocates insisted on companies providing more

information about their affiliations, not less .

Besides being an odd request from a consumer "advocate," OPC's arguments justifying

these prescriptions are flawed . While the utility's level of expenditure does not match that used in

the national advertising campaigns by McDonald's, Coca-Cola, automobile manufacturers, and

long-distance telephone companies, OPC is incorrect to suggest that utilities have not advertised

for name recognition and marketing in conjunction with superior service and low prices . Further,

utilities have marketed in other ways, such as to promote conservation, weatherization,

emergency preparedness, and utility safety. Contrary to OPC's contention, the fact the Missouri's

rates are very low compared to other parts of the country creates "earned" brand loyalty .

Moreover, OPC's recollection of the development and implementation of minimum service and

safety standards is cloudy: these standards were not, and never have been, mandated by the

government . Missouri utilities are part ofthe North American Electric Reliability Council regions

that have voluntarily subjected themselves to reliability and safety standard with great success .

Utilities have favorable brand recognition in Missouri because they earned it by providing reliable

electricity within the requirements society placed on the utility. Merely being a regulated
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monopoly is insufficient to guarantee favorable brand loyalty .

OPC's recommendation that any affiliate uses of the utility's brand name should require

the payment of royalties is based on an inapt comparison to the McDonald's Corporation and the

payments its franchisees pay. As businesses unaffiliated to McDonald's corporate hierarchy,

franchisees pay for the right to sell McDonald's products under the McDonald's brand name. They

pay for the contractual relationship with McDonald's and benefit from its national advertising

campaigns, sponsorships and other public relations activities . Franchisees also benefit from

McDonald's product testing and development, as well as market research .

The relationship between a utility and its affiliates is completely different . The affiliate

wishing to share the utility's name is within the corporate family. The affiliate is selling a different

product or service from what the utility sells . While the affiliate might benefit from utility's

advertising and public relations, much ofit will have no beneficial impact on the affiliate's sales .

Moreover, as compared to McDonald's, the utility's product testing and development, market

research, and corporate sponsorships are puny. In short, OPC would require affiliates to pay for

something that is unlikely to yield the same offsetting benefits that one normally considers in

royalty type settings . A royalty may constitute an unconstitutional tax on the exercise of

fundamental First Amendment rights . See Ogletree, Charles J ., etal., Constitutional Grounds to

Challenge State Public Utility Commission Restrictions on Affiliate Use of Utility Name and Logo

(EEI July 1999 (draft)) at 3, n . 5 .

This is not to suggest that the brand has no value to the affiliate and its customers .

However, as Dr. Kahn points out, the reverse could be true :

So far as the economic principle is concerned, such favorable associations as
consumers may have with those brands -- e.g ., expectations of service quality (and



In any event, Kahn further notes that,

certainly not all utility company brands do carry such favorable rather than hostile
associations)--are an economy of scope, the benefits ofwhich it would be anti-
competitive to both the companies and consumers who value them.

This value is almost certain to increase over time, as residential customers,
particularly, have to choose among competing suppliers of gas and electricity,
where safety, reliability, and continuity are likely to be aspects of the quality of
service upon which they would place a high value but about which it is likely to be
very difficult for them to make informed choices . In these circumstances, the
several competitors are likely themselves to place heavy emphasis upon their
reputations, earned in other markets . The question is not, as some competitors of
the utility companies have claimed, whether there may be some confusion in the
minds of consumers about whether they are being served by their familiar regulated
utility company or by some unregulated affiliate, and whether, therefore, it may be
necessary to require the utility company to refrain from using its familiar brand in
the competitive market . Instead, the situation is one in which it is likely to be
positively desirable for customers to know what company is serving them and to
be guided in their selection by such favorable or unfavorable experiences as they
may have had with those companies in the public utility context and/or by the
reputations of their several suitors based on their performance in other markets or
providing other goods and services . Comparable benefits of favorable associations
(or handicaps ofunfavorable associations) with their names and reputation are of
course available to competitors, large and small, local and national .4

Brand name sharing (referred to here as "branding") can benefit Missouri consumers in

four important ways. First, branding contributes to lower unit costs for services provided by

utilities and their affiliates . This facilitates lower prices for regulated and competitive services .

Second, branding provides important convenience benefits to consumers, such as lower search

costs . Third, branding reinforces a utility company's incentive to provide good value on its full

array ofregulated and competitive products . Fourth, branding promotes the development of

market-responsive product offerings . Each of these benefits is explained further below .

Letting Go, at 27-28 .
Id.
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Lower Unit Costs: It is generally easier for companies to diversify when they have a

recognized brand name. Diversification allows firms to spread their common costs, which cannot

be attributed to specific products, across more output . By spreading common costs, unit costs

decline for the firm's entire product line . This can give rise to "economies of scope," which we

discussed above at 1-4 . Brand names, therefore, facilitate scope economies which, in turn, make

lower prices possible . In competitive markets, lower market-clearing prices are realized as lower-

cost firms try to attract customers away from higher-cost firms .

Greater Convenience Benefits: Branding creates convenience benefits by reducing the

amount oftime that customers spend shopping for products and services . All marketplace

transactions require that consumers spend time collecting and processing information on

alternative product offerings. Reductions in shopping time have real value for today's busy

consumers . This is manifest in many modern institutions, from mail order and Internet retailing to

home shopping television networks . Search costs are especially large when consumers are not

familiar with a market .

In addition, customers who . choose to stick with known brand names are not necessarily

unsophisticated shoppers who are in need of consumer protection . In fact, consumers who are

satisfied with the value oftheir utility services may correctly conclude that the expected cost

savings, if any, from choosing alternative suppliers do not exceed the search costs . Choosing the

utility brand for some types of competitive products is a rational decision for these customers .

Consumers routinely make such decisions in other markets . For instance, customers in many

Midwestern states purchase cellular phone services from Ameritech under the Ameritech label .

Therefore, if affiliates of Missouri's utilities are not permitted to use the utilities' brand names,
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some customers will be forced to bear unwanted and unnecessary search costs .

The Commission must not underestimate the convenience benefits that flow from

branding . While one may not easily observe the costs ofundertaking marketplace transactions,

these costs are a real component that consumers factor into their purchasing decisions . Relying

on known brands reduces these costs for some customers and thus adds value equivalent to a

price reduction .

EnhancedIncentives to Provide Good Value: Branding also reinforces incentives for

utilities and their affiliates to provide regulated and competitive services with desired quality

attributes at reasonable prices -- in other words, to deliver good value for customers' money . A

brand's worth depends on customers' satisfaction with their purchases ofproducts carrying that

name . A diversified utility is, therefore, motivated to offer good value on its full line of products .

For example, customers who are dissatisfied with the value of utility services may be less willing

to buy competitive products sold under the same name.

More Market-Responsive Product Offerings: Recognized brands may also facilitate

product innovation and increase the range ofproducts available to customers . While any

company faces uncertainty about the demand for its new product offerings, consumer acceptance

of new products tends to be greater when they are associated with a familiar brand . Allowing

affiliates to use the utility's brand name may, therefore, lead to competitive markets that are more

responsive to evolving consumer demands.

Equally erroneous is OPC's attempt to liken the payment of royalties to the common

utility practice of making economy trades . In this context, OPC contends that the free use of the

brand by the affiliate somehow means that the utility no longer has to minimize its costs . Of
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course, there is a world of difference between trading economy energy and conducting third party

transactions with other utilities and selling your brand name to your affiliate and receiving a

royalty fee . Economy transactions reflects efforts to lower the cost of generation to both parties

and allows both to reduce reserve margins . Sharing brand name informs consumers about the

identity of the company with which they are dealing and, as we stated above at 13-14, reduces

transaction costs for them .

Additionally, brand name restrictions that apply only to select market participants are in

violation of the rule announced by the U.S . Supreme Court in Greater New Orleans Broadcasting

Association v . United States , 67 U. S.W.L . 4451 (June 15, 1999) . See Ogletree, Charles J ., etal .,

"Utility Affiliates : Why Restrict Use ofNames and Logos?" Public Utilities Fortnightly , July 15,

1999, attached as Exh . 1 .

C.

	

Having Restricted Their Ability to Function in the Utility, Intervenors
Would Unemploy Utility Employees

Not satisfied with weaning out every last drop of economies of scope from the utility-

affiliate relationship and, in the process, putting a stop to whatever business relationships

currently exist between the utility and its affiliates, OPC proposes to impose limitations on the

career opportunities of existing utility employees by making it overly expensive for affiliates to

hire employees from the utility, especially in situations where the utility may at some future point

be required to separate its divisions during a transition to competition in electric supply markets .

The OPC proposed requirement of effectively extracting a ransom payment for transferring

employees cannot be justified by the familiar regulatory requirement that, if assets are sold at

prices above their net book value, ratepayers are entitled to the difference, because the transfer

price proves that the depreciation charges they paid up to that point were generous . No such

is



reasoning is applicable to the transfer of employees, on the basis of the analogy that ratepayers

have similarly paid for the accumulation of experience that has made them more valuable than

they would otherwise be . Purchasers pay the costs of the employees' services they receive when

they receive them; they do not, by so doing, acquire an equity stake in the employees themselves

- nor could they, under the Thirteenth Amendment's termination and prohibition of slavery .

This serfdom takes the form of a recommendation that any affiliate pay the utility 15% of

the salary of any employee transferred to the affiliate, although OPC states a clear preference for a

25% premium. Moreover, OPC would prohibit transferred employees from returning to the utility

for two years. As was the case when slavery was legal in this country, the justification was mainly

economic : failure to require the affiliate to reimburse the utility for employee training, according

to OPC, represents an unfair preference . However, businesses routinely invest in human capital,

only to see that capital dissipate when employees move on to new challenges. In free countries,

this is a fact oflife that no regulatory agency can affect.

MIEG makes similar recommendations, although not to the draconian extent ofOPC.

MIEG says that management should not have dual roles for the utility and for the affiliate . MIEG

defends limiting the time period in which an employee, once transferred to an affiliate, can return

to the utility . MIEG also would require a specified compensation whenever the affiliated hired

utility personnel .

The Commission should eschew any hindrance to the movement of employees within the

corporation . While Missouri is not undertaking restructuring at this time, the restrictions OPC and

MIEG propose could have a deleterious impact on the morale and opportunities of Missouri's

hard-working utility employees, with no benefit whatsoever .
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III.

	

Transfer Pricing Needs to Promote Efficiency

The OPC does not offer any formal guidelines that the Commission can follow in seeking

to prevent cross-subsidies and at the same time preserve and promote efficient use of utility

resources and facilities through utility and affiliate sharing . However, economists have provided

considerable illumination into this problem .

A.

	

The Pricing of Purchases by an Affiliate Should Fall Within a Subsidy-Free
Zone of Reasonableness

One general rule developed by economists for pricing of affiliate transactions recommends

that the price be set according to the concept of"the range of subsidy-free pricing" or a "zone of

reasonableness ." 5

	

The range of subsidy-free prices is between a minimum of incremental cost

and a maximum of stand-alone cost. If the price set for a utility/affiliate transaction fell in this

range, there would be no cross-subsidy . Incremental cost refers to the extra costs a utility incurs

to provide the quantity of the good and service requested by the affiliate . Stand-alone cost in the

economics literature refers to the costs an entity would have to incur actually to build "from

scratch" the facilities needed to produce the product it seeks to acquire . A cross-subsidy exists at

a price above stand-alone cost, and not below, because all of society will be better offif the

transaction did not occur at that price, or if the product were provided by the affiliate or by a

stand-alone third party at a price based on the stand-alone cost .

The decision process that the Commission needs to consider in constructing its pricing

rules is one that emulates the decision process of the utility or ofany business . This can be

likened to a "buy vs. build" decision . Firms do not always consider acquiring or building their own

See, e.g., Kaufmann, Lawrence; Meitzen, Mark; and Lowry, Mark Newton, Controlling for Cross-Subsidization
in Electric Utility Regulation (Edison Electric Institute, July 1998), at 5 .
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"facilities" when examining prices for every product or service they purchase, but the concept is

useful because it illustrates the point that the decision to engage in a transaction between the

utility and the affiliate will depend on an examination of opportunity costs .

For example, a competitive affiliate of a utility would never pay more for the use ofthe

utility's facilities or services than what it would pay if it could purchase the good or service

elsewhere or produce the good itself If the non-regulated utility affiliate either voluntarily paid, or

was forced to pay, more to its utility affiliate than what it would cost to procure the same goods

and services from a stand-alone third-party provider, that affiliate would be subsidizing utility

ratepayers . Thus, stand-alone cost, or a measure of opportunity cost, is the upper bound ofthe

subsidy-free zone ofreasonableness . The same principle applies in the reverse direction : if the

utility paid its affiliate more than the stand-alone cost for the good or service, the utility and

potentially its ratepayers would be cross-subsidizing the affiliate .

With respect to the lower end ofthe range, in sharing facilities and services with an

affiliate, so long as the utility's revenue exceeds the additional, or "incremental," costs ofusing the

resources, these additional activities spread the fixed costs of overhead and use personnel more

intensely than otherwise be the case. Utility customers benefit by bearing a lower share of

overhead costs and sharing the direct salaries and indirect benefits of personnel across other uses

with affiliates . Thus, incremental cost is the lower bound of "the range of subsidy free prices ." Any

price the utility receives for affiliated transactions in excess ofincremental costs is a gain for

utility ratepayers because it reduces the joint and conunon cost ratepayers must bear through



Commission-approved rates .e

The point selected within the range of subsidy-free prices is arbitrary, depending on a

regulatory or political decision of how to divide the economies ofscope between utility ratepayers

and the customers ofthe competitive affiliate . However, since ratepayers benefit from rate

reductions whenever the utility can get even a small amount over incremental costs for overhead

and labor, regulators should provide maximum incentives for affiliate transactions and flexibility of

price. If the Commission insists on too high a price within the subsidy free range, the competitive

affiliate might find a better deal elsewhere, and the ratepayers will continue to bear the full costs

of the resources that could have been shared .

B.

	

Affiliates Should Pay Tariffed Rates for Utility Services

For access to and use oftariffed utility services, the non-utility affiliates should pay the

same regulated rates as their competitors . Allowing an unregulated business within the utility to

purchase utility services at lower rates that are not available to other competitors would be an

unfair preference and would be harmful to competition .

In establishing transfer prices ofgoods and services between a utility and its competitive

affiliate, the Commission needs to distinguish between regulated utility services and non-

regulated, primarily because the latter are not, and should not be treated as, essential facilities,

which would be how the OPC would have them treated .

C.

	

Pricing the Purchases of a Utility From Its Affiliate Should Reflect the
Complexities of the Purchase Decision.

Regulatory rules on pricing need to mirror the decision-making process a utility undergoes

See, e.g ., Gordon, Kenneth, and Augustine, Charles, Fostering Efficient Competition in the Retail Electric
Industry (Edison Electric Institute, August 1998), at 25-26 for a discussion ofthis issue .
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in deciding whether to buy input or produce it itself. They also need to recognize that utilities

may treat one-time transactions differently from longer-term arrangements . The utility compares

the market price ofthe good or service with its own incremental cost in providing it to itself The

utility would never pay more than its own incremental costs in providing the good or service, and

would never find a competitive seller to provide it for less than the market price . Thus, the

appropriate rule for one-time utility purchases from affiliates or non-affiliates is the lesser of a

prevailing market price or the utility's own incremental costs .

For pricing ongoing transactions the rule is somewhat different . This is an instance where

OPC and the Commission's proposed pricing policies face considerable risk ofjeopardizing

economies of scope . Traditionally, utilities brought within one company a host of personnel and

resource interactions or internal functions to deliver a bundled energy product efficiently to end-

use consumers . The interactions and the exercise of internal functions, as directed by

management, led to the discovery ofefficient transactions that marshaled the utility's resources

toward the common aim ofproviding reliable, bundled, delivered electricity. Utilities brought

these discreet transactions within one corporate umbrella for the same reason that all multiproduct

firms do: there are tremendous cost savings to providing all of these functions together within one

firm as opposed to providing them separately.

Changes in the electric industry at the wholesale and retail levels, even when Missouri has

not initiated restructuring of its own retail markets, leads even Missouri's utilities to consider

separating many personnel and resources into different reporting and business arrangements -

including into whole new corporate affiliates - even though many of the same interactions among

the same people marshaling the same resources are still needed to provide utility services . It was
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considered unwise for regulators to place rigid oversight of every interaction between personnel

and utility resources in the previous environment ; it remains so in today's changing markets . The

Commission should not establish rigid, bright-line pricing and other rules whenever the utility

shares resources with an affiliate in the provision of utility services today . Establishing such rules

would effectively resurrect the transaction costs and undo resource usage efficiencies that the

corporate structure provides .

Also, many utility purchase agreements from an affiliate are of an on-going nature . A

bright-line rule appropriate for one-time transactions makes little sense for long-term, repeated

transactions because many ofthe benefits of the utility/affiliate arrangement are realized over the

long term and are not reflected in short-term market prices . The classic example is where a utility

buys a coal mine to lower its fuel costs and, for regulatory or legal reasons, does so through an

affiliate . By purchasing a mine, the utility can guarantee for the life ofthe mine a secure source of

a certain grade of coal at a predetermined, fixed price . Purchasing the mine only makes sense if

the utility uses the coal in its own plants. Accordingly, the utility would enter a long-tern contract

with its affiliate . During the contract period, market prices for coal might be lower or higher than

the contract purchase price ; purchasing the mine hedges this volatility. Clearly, applying a bright-

line rule in this circumstance would not permit a longer view warranted by the transactional

economies and risk reduction of this arrangement .

IV. Conclusion

Consistent with the initial comments that EEI filed on June 29, 1999, the Commission

should establish affiliate pricing policy in this proceeding that recognizes that the incremental cost

is the floor for the use ofutility property for a non-utility business, there is a range between the
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incremental cost and the market price for the purchase of non-utility goods by the utility and

regulated rates may be based on fully distributed costs for access to and use of essential utility

goods and, therefore, for all of the reasons offered in these reply comments, EEI urges the

Commission to reject the proposed amendments sought by the OPC and the 1VIIEG.

Date :

	

July 29, 1999
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The constitutional case against codes ofconduct.

	

ByCharles J. Ogletree Jr.,
Karen J. Miller and Ronald C. Jessamy

YTHEENDOF MAY,WHETHERBY LEGISLATION OR BY
rule, 20 states had told electric utilities to
unbundle their integrated services so as to
grant direct access to delivery services to
allow competitors to offer generation
supply directly to consumers.

Yet even as states open the way for
competitors, certain vocal constituencies
would handicap utilities and their affili-
ates, denying them equal footing. New
entrants seek to eliminate or constrain
competitive advantages they would
ascribe to utility affiliates.

In fact, some state public utility com-
missions (PUCs) have embraced this
idea ofcompetitive handicapping. They
have adopted codes of conduct that pur-
port to level the field by restricting affili-
ates in their marketing practices. These
rules proscribe certain relationships
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between the regulated utility (often recast as provider
only of distribution service) and its unregulated affiliate
(a provider of the electricity product in the competitive
retail market) . Such rules typically impose restrictions
that would bar affiliates from using the utility's name or
logo, gaining too much market share or engaging with the
utility in joint advertising or marketing activities . Such
rules might also prohibit the utility from referring cus-
tomers to affiliates .

Here we are concerned with the first category on the
list-restrictions on the use of name and logo. Examples
range from outright prohibitions against use by affiliates, to
less restrictive alternatives, such as forcing affiliates to pay
royalties' to utilities or publish disclaimers to disavow any
connection with the utility's name?

What does the law say about name and logo restrictions?
As shown on page 35,such limitations violate First

Amendment rights offree speech . In short, those advocating
this sort of competitive handicappingseek to achieve
through PUC rules what the US, Supreme Court consistently



has declined to permitunder the antitrust law: protecting
competitors rather thanprotecting competition.'

At least one state PUC,the Illinois Commerce
Commission,has recognized how affiliate restrictions can
burden competition . In a recent order, the ICC noted that
attempts to level the field can impose costs onthe incumbent
thatwould not beborneby new entrants:' Itfound`no plau-
sible reason' for disparate treatment!

Last month theU.S. Supreme Court affirmed this idea
when it ruled that a ban against private casino ads that did
not apply to publicly owned casinos violated the First
Amendment. (GreaterNew Orleans BroadcastingAssoc. Inc.,

~e First Amendment, as applied to the states through the
I Fourteenth Amendment, protects commercial speech from
unwarranted governmental regulation.' Commercial speech is
accorded constitutional protection because it advances society's
interest in the free flow of information?

The CentralHudson Test
In 1980, in the CentralHudson case,' the U.S . Supreme Court set a
four-part test that must be met for commercial speech to enjoy
protection under the First Amendment :
1 . The speech must concern lawful activity and notbe misleading.

(Unlawful or misleading speech deserves no protection). If this
first testis met, then the government must prove that . . .

2 . The restriction is warranted by a substantial government interest,
3 . The restriction directly advances the asserted governmental

interest,and
4. The restriction is no more extensive than necessary to serve

that interest .
If the governmentfails to prove any of the last three steps,the
restriction is unconstitutional.

An Evolving Doctrine
To the extent that the commercial speech doctrine may be
evolving, it appears to be moving in the direction of providing
greater-rather than less-protection for commercial speech .

In 1996, in the case ofLiquormartvRhodeIsland,' Supreme Court
Justice John Paul Stevens (writing for a plurality) concluded that
Rhode Island's ban on advertisements for retail liquor prices at any
place except the point of sale was an unconstitutional abridgment
of the freedom of speech .

In a concurring opinion, arguing for more extensive protection
for commercial speech,JUStice ClarenceThomas remarked: "I do
not see a philosophical or historical basisfor asserting that

The Illinois Commerce
Conmm»sion found
"no plausible reason"

for disparate
treatment.

Rights for Commercial Speech? Courts Leaning Toward Greater Protection .

commercial'speech is of lowervaluethan'non-commercial'
speech.Indeed, Some historical materials suggest to the contrary."

An Historic Shift?
Several commentators have suggested that a shift is impending on
how the law applies the First Amendment to commercial speech'
However, courts continue to apply the Central Hudson test in evalu-
ating regulations of commercial speech,' and the academic litera-
ture agrees that Central Hudson is still the law.'

l . See Virginia Stale Bd. v. Virginia Citizens Consumer Council Inc., 425 U .S .
748,761-62 (1976) .

2. See Central Hudson Gas eb Elec. Corp. v. Pub. Ser e Comm n ofNew York, 447
U.S. 557,563 (1980) ; Va. State Bar. v. Va. Citizens Consumer Council, Inc.,
supra note 1 .

3 . Supra, note 2 .
4 . 517 05 . 484 (1996) .
5 . SeeStewart.David O.,"Change Brewing in Commercial Speech;'ABA

Journal, July 1996, p. 44 . Stewart notes that "the tide is running in favor of
a fundamental re-evaluation of how the First Amendment applies to
commercial speech :'

See also, United Reporting Publ'g Corp. v. California Highway Patrol, 146
F3d 1133, 1136 (9th Cir. 1998) . ("The current debate centers not on
whether commercial speech is a form of expression entitled to constitu-
tional protection, but on the validity of the distinction between commer-
cial and non-commercial speech .")

See also, Kozinski,Alex and Banner, Stuart, "Who's Afraid of
Commercial Speech?" 76 Virginia Law Review 627, 650-53 (1990), arguing
for full protection of commercial speech and an abandonment of the
commercial/non-commercial distinction .

6. See, e .g ., Pearson v. Shalala, 1999WL 12782 (D.C .Cir. )an . 15,1999) ; Bad
Frog Brewery Inc, v. New York State LiquorAuth ., 134 Fad 87,96 (2d Cie.
1998) ; Washington Legal Foundation v. Friedman, 13 ESupp.2d 51, 71-74
(D .D.C .1998) .

7 . See, e .g., Langvardt, Arlen W. and Richards, Eric L .,"The Death of Posadas
and the Birth ofChange in Commercial Speech Doctrine: Implications of
Liquormart,"34 American Business Lawjournal 483, 542-43 (1997). The
authors assert that the four-part Centrnr Hudson test "survived" the 1996
Liquormart decision, but that "close examination of the principal and
concurring opinions reveals that an altered or reduced role for the test is
a strong probability:"
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Utility Affiliates continued

et al v. U.S., 67 US.L.W4451, June 14,1999 .)
Thecourt ruled that"[d]ecisions that select
among speakers conveying virtually identi-
cal messages are in serious tension with the
principles undergirding theFirst
Amendment"(slip op. at 36) . Further, "the
speaker and the audience, not the
Government, should be left to assess the
value ofaccurateand nonmisleading infor-
mation about lawful conduct" (Id. at 39) .

As Dr. Kenneth Gordon noted,testifying
on behalfofthe Edison Electric Institute
(EEI) before the ICC in the affiliate rules
case, an advantage possessed by one com-
petitor, butnot byothers, is not anticompet-
itive."On the contrary, it is what competitive
markets are all about''

Proponents of name and logo restrictions
claim that affiliate use will confuse con-
sumers,who may assume erroneously that
the affiliate is the same as the parent com-
pany,that beingthe regulated utility. That
issue, however, is not the relevant legal
question .

What Do Consumers Say? Utilities and Affiliates Should Compete, Say Surveys .

urveys conducted by the Edison Electric Institute in New
Hampshire, Rhode Island, Massachusetts,Vermont, New

Jersey, Connecticut, California, Illinois, the District ofColumbia,
Maine and Michigan confirm that 62 to 82 percent of con-
sumers in those states favor competition in the delivery ofretail
electric service . What did consumers in those states say about
choosing service from the incumbent utility or its affiliated com-
panies?

Buy From Utility or Affiliate?
By a range of 65 to 87 percent, consumers in those states sup-
ported the continued sale of electricity by existing utilities
and/or their affiliates .
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Consumer Confusion?
The Supreme Court Doesn't

See It That Way

Instead, the issue is whether any claimed mistaken asso-
ciation would be deemed "misleading"under any ofthe
existing constitutional tests .And to that question, the
answer, undeniably, is"no."

Under precedents set out by the U.S. Supreme Court,
publication of utility names and logos clearly constitutes
commercial speech, and thus deserves constitutional pro-
tection under the First Amendment, provided that such
speech concerns lawful activity and is not misleading.
Even the most basic invitation to engage in a commercial
transaction represented by a trade name is sufficient to
trigger First Amendment protection from regulation .`

Of course, commercial speech maybe restricted in
some cases, but only ifsubstantial interests are at stake-
and then only ifsuch restriction directly advances that
substantial state interest. On this point, the Supreme
Court has rejected as insufficient an asserted state interest
in shielding individuals from material they are likely to
find offensive. By analogy, it is also insufficient to assert a
state interest in shielding individuals from material they
arelikely to find confusing .
Do names and logos qualifyas commercial speech?
The answer is yes . The Supreme Court defined commer-

cial speech in the famous 1980 Central Hudson case
(involving utility billing inserts) as"expression related
solely to the economic interests ofthe speaker and its audi-
ence"As it said then,"[cIonunercial expression not only
serves the economic interest of the speaker, but also assists

Affiliates Use Utility Name?
Approximately 72 to 81 percent felt that it was important for
them to know the owner oftheir electric provider.Opposition to
regulatory limits on affiliate use ofutility name ranged from 40
to 79 percent . Similarly, opposition to restrictions on company
names ranged from 76 to 92 percent . Opposition to restrictions
on providing information concerning affiliate services ranged
from 54 to 75 percent.

The Same Around the Country?
Surveys conducted nationally revealed similar results . Eighty-
seven percent of consumers favored rules that would would
permit electric companies to provide information concerning
their affiliates . Similarly, 56 percent of consumers surveyed sup-
ported the use of utility names and logos by affiliates .



consumers and furthers the societal interest in the fullest
possible dissemination of information.'

justice Harry Blackmun identified the importance of
commercial speech and its protection in his concurring
opinion in Central Hudson. According to Blackmun, the
restriction on commercial speech in that case struck at the
heart ofthe First Amendment.He described it as "a covert
attempt by the state to manipulate the choices ofits citizens,
not by persuasion or direct regulation, but by deprivingthe
publicof the information needed to make a free choice."

Under die Supreme Courfs definition, utility mines and
logos dearly constitute commercial speech.'Even the most
basic invitation to engage in a commercial transaction repre-
sentedbya trade name is sufficienttotrigger First
Amendment protection from regulation . Utility mantes and
logos areforms ofexpression through which utilitycompairies
communicate relevant andtruthful commercial information
to consumers; they function as a vehicle for communication of
important information concerningthecommercial gnnsac-
tion and the utility's corporate affiliations!

In Nevada, in fact, the state public utility commission
decided not to deny affiliates the right to state their affilia-
tion with a parentutility company, finding such arule
unconstitutional because it would bar the publication of a
true state,ment.9

Proponents offer several reasons for proposingcode of
conduct regulations that proscribe affiliate use of utility
names and logos, none ofwhich meet the constitutional test.
in particular, theyclaim thataffiliates who useutility names
and logos will confuse consumers, who may assume erro-
neously thatthe affiliate is the same as the regulated electric
utility parent.The question, howevar, is whether this associa-
tion would be deenned "misleading"under any of the existing
constitutional tests, here again,in Central' lfuds= the
Supreme Court put this complaint to .rest, noting that"[elvnn
in monopoly markets,thesuppression ofadvertising reduces
the information available for consumerdecisions and thereby
defeats die purpose ofthe FirstAmendment"

As the court explained,"A consumer mayneed informa-
tion to aid his decision whether or not to use the monopoly
services at all,orhow much ofthe service he should pur-
chase."Thus, it concluded;"Even when advertising commu-
nicates only an incomplete version ofthe relevant facts, the
First Amendment presumes that some accurate information
is better than no information at all''

Utility names and logos provide consumers with valu-
able information concerning the utility's corporate affilia-
tions. This information is valuable irrespective of whether

-°� ;,t, such affiliations positively or negatively,

because it helps them make informed
market decisions . Unregulated commercial
expression does not confuse, but rather
informs; it advances the free flow ofcom-
mercial information .

Protecting Cornpetition7
Recent Cases Find Restrictions

Overbroad
The Supreme Court in the Central Hudson
case also requires a"fit between the restric-
tion and the government interest that is
not necessarily perfect, but reasonable:"°
In other words,although the regulation is
not tequired to be the least restrictive alter-
native available, it"must be in proportion
to the interest asserted:"I!

In this case, there is simplyno "reason-
able fit"between name and logo restric-
tions andtheasserted goals offostering
competition, preventing crass-subsidiza-
tion and avoiding consumer confusion.
Thereare, in fact, other means of further-
ingthe state's purported interests that do
not burden free speech.

For example, disclaimers can be
employed in the unlikely eventthat an
affiliate might create confusion in using
the utility's name or logo,

Those advocating codes ofconduct
assert an interest in promoting competi-
tion 'in the retail marketfor the sale of elec-
tric generation. The California Public
Utilities Commissionasserted just such an
interest in proposing code of conduct rules
for utility affiliates: "We do not want the
utility to use its market power to impede
competition by giving its affiliate a clear
cost advantage not available m competi-
tors :' However, in the same case it
acknowledged that"some near-term scope
and scale economies may be forgone to
achieve [an efficient market] :"'

In practice, the Supreme court has not
been hesitant to strikedown commercial
speech rules wherethe rule does not fit the
interest at stake . In fact, with the court's
1996 ruling in 44 Liquormart, ft. v, Rhode

is testhas been tightened further
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still . In Liquormart, state regulations failed
this"reasonablefit"requirement for ignor-
ing preferable and equally effective means
ofachievingthe same state interest."
According to the Fifth Circuit," the
Liquormart case has nowtightened this
"reasonable fie'standard. Liquormartindi-
cates that the court is now"willingto scruti-
nize more carefiilly~"any rules that restrict
commercial speech more than is necessary,
as is shown by an excerpt from the court's
plurality opinion:

Bans that target truthful, non-
misleading commercial mes-
sages rarely protect
consumers from [commer-
cial] harms. . . . [T]hese com-
mercial speech bans not only
hinder consumer choice, but
also impede debate over cen-
tral issues ofpublic policy.

Proponents of name-and-logo restric-
tions cannot sustain the burden of proving

States That Have Proposed or Adopted Name and Logo Restrictions

State

	

Name and loqo restrictions

that such rules fit reasonably the aims ofderegulation.
Clearly,the ends sought are not advanced by the speech
restrictions.

Restrictions on affiliate use ofutility names and logos nei-
ther promotecompetition nor prevent cross-subsidization of
affiliates . In fad,the restrictions likelywill impedecompeti-
tion.The practices contained in many of the code of conduct
proposals (including restrictions on use ofutility names and
logos) actually subvert competition by subjectingexisting
utilities to rules that discriminatorily handicap them and
simultaneously deprive consumers ofthe benefits ofgenuine
market competition. Moreover,although cross-subsidization
can be a legitimate concern, the restrictions will not materi-
allyeliminate the problem unless cross-subsidization inother
areas is addressed simultaneously.

Rules limiting use ofnames and logos represent content-
based restrictions on speech ; therein lies the heart ofthe
problem .

The Supreme Court has developed a jurisprudence that
treats content-based restrictions ofspeech with much more
skepticism than content-neutral restrictions . As the court
stated recently," [c]ontent-neutral regulations do not pose
the same inherent dangers to free expression that content-

Arizona

	

An affiliate may notuse a utility's name or logounless it discloses that1) it is not the samecompany as the utility; and 2) con-
sumers do nothave to buy the affiliate's

	

roduct in orderto continue receivin

	

uali

	

r

	

ulated services from the utili
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California

	

The enforcement rules for violation oftheAffiliatesCodeofConductRulesauthorizethecommissiontoprohibitanaffiliate'suse
ofa utili

	

's name and I

	

o,ril

	

or

	

rmanentl ,for. . . . . . . . . .. . .. .. .. ... .. .
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Connecticut

	

The use ofname and logo is permitted if it is accompanied by a disclaimer that the affiliate is notthe same company as the dis-
tribution company,the affiliate is not regulated by the DPUC,and it is not necessary to buythe affiliate's productto receive qual-

r

	

ulated service.
Iowa

	

Under a proposed rule, a utility must, no later than May 1, 2002,usea name that is determined bythe Iowa Utilities Board to be
distinct from the name ofan affiliated electric supplier.An affiliated electric company may use any name and logo of its choos-
ing, including thatofthe incumbent provider or parent company. Utilities may notadvertise their affiliation with a competitive

. . . . . . . . . . . . . . . . . . . . . . . . . provider through a. tag lineor other means;except that.a common Logo,maybeused .. . . . . ., . ., . � , . . . . . . . . .��� ,_ . . . . . . . ., .�� _. .. . .. .. �., . . . . . . .,_ . . ., . .
Maine Prohibitedjointmarketingoradvertisingincludesaprohibitionagainstusebyanaffiliateofanameorlogothatwouldbesuffi-
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Missouri

	

Under a proposed rule, a regulated utility may not use or allow any affiliated entity or utility to use the name ofthe regulated
electric utility to engage in HVAC services, unless a disclaimer is provided stating that the service provided by the affiliated entity
Is not regulated,by.thePSC. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . .. . . . . . . . . . .. .. . . . . . .. . . . . . . . .. .. . . . . . .. . . .. . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. .. . . . . . . . ... ....... .. . . . .. . . . . . . . . . . . . . . . .

Nevada
. . . . . . . . .

.The PUCadopted rules prohibiting affiliatesfrom using a name or logothat is deceptively similarto that ofthe distribution com-
pany unless the affiliate is the provider of last resort, but allowing the affiliate to identify itself as such providing a disclaimer fol-

. . . . . . . . . . . . . . . . . . . . . .. .. lows . Prop .o

	

legislation, ifpa

	

ill invalidate these rules.. ...... . .. .. ..... .. ... . .. .. . . . .. .. .. . . . . . .. .. . .. .. .. .. . .. .. ... .. .. ..... .. . . . .. .. . . . . . . . . . . . . . . . .

	

. .. ... .. . . .. . . . . . . . . . . . . . . . . . .. ..
Pennsylvania

P .... .. . . ..
oposedlegislaton,ifpassed,willprohibitanaffiliatefromusinganame,logoorotheridentificationsimilartothatofitsparent .
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based regulations do, and thus are subject to a less rigorous
analysis, which affords the government latitude in design-
ing a regulatory solution ."6

By contrast,a content-based restriction on speech is
subject to strict scrutiny. A content-based government reg-
ulation will be struck down unless it is the least restrictive
means of advancing a compelling state interest . "

The restriction or prohibition ofan affiliates use ofits reg-
ulated utility's name and logo is a content-based restriction of
speech that merits full First Amendment protection. Such
regulations, to the extent that theyproscribe all communica-
tionswiththepublic concerning the relationship between the
utility and its non-regulated affiliates, irrespective ofthe con-
tent ofthose communications, are content-based.Even ifthe
proffered state interest for restricting affiliate use ofutility
names and logos is foundto be compelling,the proposed
regulation still would fail the strict scrutiny test.As the
Supreme Courthas stated, "[t]o survive strict scrutiny . . . a
state must do more than assert a compelling state interest-it
mustdemonstratethatits law is necessary to serve the
asserted interest"" Here the restriction, though perhaps
motivated by a compelling state interest in consumer protec-
tion, is not necessary to advance that interest .
An affiliate takes its roots from the regulated utility. That

fact may convey important information to customers, sug-
gesting a long history ofservice in the electric industry or a
strong sense of localism, as Ken Gordon explained in his
testimony before the Illinois Commission.
Any proscription on the affiliate's use of the utility's cor-

porate identity deprives consumers ofinformation on "who
they are dealing with ;'noted Gordon . This interference
imposes a real cost on consumers . Gordon adds that "a
clear brand identity provides accountability, and therefore
an incentive for firms to maintain quality levels and thereby
better serve customers."

Dr.Alfred Kahn echoed these concerns in comments that
EEI submitted in the California PUC's affiliate rules case.

"Such favorable associations as consumers may have
with brands-e.g., expectations of service quality and reli-
ability-are an economyofscope'' said Kahn, adding that a
denial ofsuch benefits, either to consumers or to compa-
nies, "would be anti-competitive"

Clearly, more information inherently is pro-consumer mi
that it permits customers to make informed market
choices . Conversely, restrictions on such information by
their very nature are anti-consumer.

Overall, proponents of the code of conduct proposals
have ignored non-speech restrictive tools that are more
effective to achieve fair competition . State prohibitions of

affiliate use ofutility names and logos
place existing utilities at a competitive dis-
advantage vis-a-vis their non-regulated
competitors, who remain free to inform
consumers oftheir own affiliations with
reputable, established parent companies ."
Instead ofplacing handicaps on incum-
bent utilities,thus increasing their costs
and weakeningtheir ability to compete,
state commissions and legislatures can
promote competition by adopting compe-
tition-enhancing transition rules that are
opportunity-based, impartial and for-
ward-looking.

This article is condensed from a work written by the
authors on commission for the Edison Electric
Institute, titled "Constitutional Grounds to Challenge
State Public Utility Commission Restrictions on
Affiliate Use of Utility Name and Logo"
Charles J.Ogletree Jr is the Jesse Climenko Professor
oflaw at the Harvard University Law School .He has
gained fame by serving as moderator for more than
a dozen topical programs and series broadcast by
national television networks. Such programs include
"Ethics In America' (PBS, 1989), "Popular Culture:
Rage, Rights and Responsibilities" (PBS, 1992),
"Political Correctness andThe Media"(C-Span,1994)
and "Profits and Promises : New Markets, New
Challenges" (PBS, 1995) . He wrote "Johnnie Cochran
and Marcia Clark Role Models?" published in
'Postmortem: The 0. J. Simpson Case' (Jeffrey
Abramson, ed., 1996), and 'The Tireless Warrior for
Racial Justice in "Reason & Passion: Justice Brennan's
Enduring Influence (W. W. Norton & Co., 1997) .
Karen J . Miller is an associate and Ronald C.Jessamy
is a partner of the Washington, D.C., law firm of
Jordan Keys Jessamy& Botts, LLP

I Where proponents advocate that affiliates pay royalties
to theutilities for useof their name andlogo, affiliates
maybe able to challenge the royalty as an unconstitu-
tional tax on the exercise of theaihliatee fundamental
FirstAmendment rights . See Murdoch v. Pennsylvania,

319 U.S. 105 (1943),wherean ordinancethat required
persons canvassing for orders for merchandise to
applyforand purchase alicense was deemed an
unconstitutional tax on the exercise of free speech. But
d, Rochester Tel. Corp. v Pub.Sm. Comnln ofN.Y, 660
N.E .2d 1112 (N.Y 1995), holding that the PSC didnot
violate theCommerce Clause byimputing reruenun to
atelephone utility for ratemaking purposes,as an
implied royalty payment, whereits affiliate hadused
theutilitys name andreputation .
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2 Some federal restructuring legislative proposals have even included this type
of restriction.See H.R.4798, introduced by Rep. Dennis Kucinich in the 105th
Congress .

3 See,e.g.,SpectrumSportsv.McQuillan,506U.S .447,458(1993);Atlantic
Richfield Co. v. USA Petroleum Co ., 495 US.328,328,338 (1990) ; Cargill Inc. v.
Monfort of Colorado Inc., 479 U.S . 104,109-10 (1986) ; Brunswick Corp. v.
Pueblo Bowl-O-MatInc., 429 US. 477,477,488 (1977).

4 Consolidated Docket Nos. 98-0013 and 98-0035, June 12,1998, at 25,186
PUR4th 5118 (III.C .C .) .

5 See Friedman v. Rogers, 440US. 1,11 (1979) . ("Once a trade name has been in
use for some time . . . [it] is used as part ofa proposal ofa commercial trans-
action :')

6 Central Hudson GasdElec. Corp. v Pub. Sere Comm'n ofNeivYork 447 U.S .
557,561 (1.980).

7 See, e.g., Adolph Coors Co. e Brady, 944 E2d 1543,1546 (10th Cit. 1991), noting
that "lplroduct labels, which are part ofafirm's marketingplan to provide
certain information to theconsumer,also constitute commercial speech ."

8 Utility"brand"namesmaycanveyotherimportantinformationtocon-
sumers as well. "For example, recognized brands may convey the utility com-
pany's expertise and history of reliable service." Such commercial
information assists consumers in making informed market decisions. See
Christensen Associates,Branding Electric Utility Products:Analysisand
Experience in Related Industries 1, 1997 (Edison Elec . Inst .) .

9 See"PUC'sRulesRequireAffiliatesto'DisdaimUseofNameorLogo :'Reiail
WheelingandRestructuring Report, December 1998,p.80 (Edison Elec.lnst.) .

10 See United States v. Edge Broadcasting Co., 509 U.S. 418,418,429 (1993) .
11 Hornell Brewing, 819 E Supp. at 1238.
12 D.97-12-088,1 .97-04-012,Dec. 16,1997, at 54,183 PUR4th 503 at 539. Note

also that in a recent case involving Southern California Edison Co., the PUC
waived its disclaimer rule (requiring affiliates to publish a disclaimer before
usingthe utility's name or logo) for certain situations-namely, building sig-
nage,company vehicles,employee uniforms and installed equipment on cus-
tomer premises. D.99-04-069,Apr. 23,1999, p.13-15 .)

13 517 U.S . 484,484,507 (1996) (plurality opinion) .
14 Finding a lack of reasonable fit because"alternative
forms of regulation that wouldnot involve any restric-
tion onspeech would be more likely to achieve the
state's goal of promoting temperance:'

15 See GreaterNewOrleansBroadcasting Ass'n v. United
States, 149 E3d 334,338 (5th Cit. 1998).

16 TurnerBroad System Inc. v. FCC, 520 U.S . 180,180,212
(1997) ; see also Ward v RockAgainst Racism, 491 U.S .
781,798n.6 (1989).

17 PerryEduc.Assn v. PerryLocal Educators Assn, 460 U.S .
37,45 (1983) .

18 Burson v. Freeman. 504 US . 191,199 (1992) .
19 Thenature ofmany electric utility rivals weakens

arguments that the utilitybrand is an unfair advan-
tage . Many rival companieshave substantial financial
resources, related skills and experience,and established
brands in other industries. These assets can compen-
sate for a lack of immediate name recognition in the
electric industry and enable these firms to be effective
competitors in retail electric markets . See,"Branding
Electric UtilityProducts,"supra, note 7, at 12-13.
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GLOSSARY

1 . Affiliates -companies that are related to each other due to common ownership or control .

2 . Asymmetric Pricing - refers to the use of differing pricing methods depending on the
direction of the transfer. Specifically, this refers to higher of cost or market being charged
for transfers from the regulated utility to the non-regulated affiliate and lower of cost or
market being charged for transfers from the non-regulated affiliate to the regulated utility .

3 . Cost Allocation Manual - an indexed compilation and documentation of a company's cost
allocation policies and related procedures .

4 .

	

Cost Allocators - the methods or ratios used to apportion costs . A cost allocator can be based
on the origin of costs, as in the case of cost drivers ; cost-causative linkage of an indirect
nature; or one or more overall factors (also known as general allocators) .

5 . Common Costs - costs associated with services or products that are ofjoint benefit between
two business units .

6 . Cost Driver - a measurable event or quantity which influences the level of costs incurred and
which can be directly traced to the origin ofthe costs themselves.

7 . Cross Subsidization - occurs when a firm, producing more than one product, uses the
revenues from the sale of one product to cover the costs of producing another product.

8 .

	

Direct Costs - costs which can be directly identified with a particular service or product.

9 . Fully Allocated Cost - fully allocated cost equals the sum of the direct costs plus an
appropriate share of indirect costs .

10 . Incremental Pricing - pricing services or products on a basis of only the incremental costs
of their production while one or more pre-existing services or products support the fixed
costs.

11 . Indirect Costs - costs that cannot be identified with a particular service or product. This
includes, but is not limited to, overhead costs, administrative and general costs, and taxes.

12 . Negotiated Pricing - refers to a method or methods of pricing services or products for which
the terms have been discussed and agreed upon by the parties involved in the agreement.

13 . Non-Regulated - refers to services or products that are not subject to price regulation by
regulatory authorities .
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14. Prevailing Market Price - a generally accepted market value that can be substantiated by
clearly comparable transactions, auction prices or appraisal values .

15 . Regulated - refers to services or products that are subject to regulation by governmental
authorities .

16 . Stand-alone Cost - the cost that an entity would incur in providing a particular service or
product itself (i.e., build from the ground up), rather than receiving the service or product
from a shared service provider .

17 . Tariff Based Price - refers to prices that are pre-approved by the regulatory commission and
are on file with the commission .

18 . Transfer Pricing - refers to the pricing of services and products that one segment of an
organization or an affiliate supplies to another segment of an organization or an affiliate .
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INTRODUCTION

Restructuring of the electric industry is having profound effects on company structures through
reorganizations, mergers and acquisitions and new methods of business operation . As
competition develops in wholesale and retail markets, an increasing number of utilities are
rapidly moving into non-regulated business operations which will have far-reaching accounting
and economic implications for regulated utilities and their non-regulated affiliates .
Administrative rules governing the allocation of costs for services and products transferred
between regulated utility operations and non-regulated affiliate operations are currently being
considered, debated and implemented in state proceedings . In national regulatory arenas, policy
guidelines addressing these critical issues are being developed for consideration by state
regulatory commissions and their staff. Because of concerns that regulated utilities will cross
subsidize affiliate business operations at the expense of consumers of regulated services or harm
competition, regulators and competitors seek to impose strict accounting procedures on utilities
to ensure that onlyjustified costs are attributed to regulated activities .

Cost Allocation and Transfer Pricing

Historically, cost allocation within a regulated utility was directly related to the regulatory
ratemaking process . Typically, costs were allocated to generation, transmission and distribution
functions as well as customer classes at highly aggregated levels . In the competitive market,
however, more utilities are offering a wider range of services and products, which involve non-
regulated affiliates . As a result, costs related to affiliate transactions must be allocated properly
between the regulated portion of the business and the non-regulated affiliate without cross
subsidizing other business operations . The basic goals of cost allocation methods should be to
ensure proper distribution of costs between the regulated utility and their affiliates and to
minimize the time and expense necessary to record and audit transactions .

Cost allocation is the process of assigning a single cost to more than one cost object .

	

A cost
object can be any physical item, activity, function, process or organizational unit in which a
separate measurement of cost is desired. When used in the context of a regulatory proceeding
determining revenue requirements for a regulated utility (i.e ., a pipes or wires company), the
issue of cost allocation refers to a set of accounting practices that correctly assign costs and can
be used to prevent cross subsidization between the regulated utility and its non-regulated
affiliates .

In theory, if services and products were purchased individually and were used by only one
business unit, tracing the flow of costs would be simple . In reality, however, firms rarely operate
in this manner for both efficiency purposes and good business practice . Three basic questions
are typically answered when making determinations about cost allocations ; 1) What basis should
be used for cost allocation? 2) Which costs will (or should) be allocated? 3) What procedure
will be used to allocate common costs?
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In the utility industry, a variety of methods are used to capture and allocate costs between
regulated and non-regulated operations and a variety of methods are also used to price services
and products .

The pricing of services and products between one segment of an organization for a service or
product that it supplies to another segment of an organization or to an affiliate is referred to as
"transfer pricing ." Transfer pricing is largely dependent on the types of transactions involved
and should be performed on a transactional basis. Transactions may include transfers of services
and products for sale, transfers of services and products not for sale, and the transfer of capital
assets . When a regulated utility provides services and products to a non-regulated affiliate (and
vice-versa), or transfers capital assets to its non-regulated affiliate (or vice-versa), regulator
concerns, largely centering on the issue of cross subsidization of affiliate business operations,
exist .

A transfer pricing policy which forces transactions between a regulated utility and a non-
regulated affiliate at a price which is uneconomic discourages efficient activities that could
potentially lower rates for regulated customers . Conversely, a transfer pricing policy that permits
a regulated utility to engage in cross subsidization of a non-regulated affiliate harms ratepayers
and may harm competition . State or federal law may also restrict the transfer pricing rules that a
regulatory agency can implement . For example, pursuant to the Public Utility Holding Company
Act of 1935 ("PUHCA'~, registered holding companies must comply with rules implemented by
the Securities and Exchange Commission ("SEC") which generally require affiliate transactions
to be conducted at cost . The various transfer pricing methods in use to price affiliate transactions
will be discussed and defined later in this paper.

Codes of Conduct and Standards

In part, to address these cost allocation and transfer pricing issues, an increasing number of states
undergoing restructuring have developed "Codes of Conduct" or "Standards" through regulatory
proceedings to govern relationships between regulated utilities and their non-regulated affiliates .
Codes of Conduct define permissible relationships between a utility and other market
participants, in particular the utility's non-regulated affiliates . Issues that are often covered in
Codes of Conduct include : 1) corporate governance, structural separation and affiliate relations ;
2) discrimination, subsidization and cost allocation; 3) marketing restrictions; 4) resource
restrictions and 5) regulatory oversight. Many of the issues appearing in Codes of Conduct
surrounding cost allocation and transfer pricing of affiliate transactions are also being addressed
in draft guidelines being put forth by The National Association of Regulatory Utility
Commissioners ("NARUC") .
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Guidelines for Cost Allocation & Affiliate Transactions

The NARUC, in conjunction with the electric and natural gas industries and other stakeholder
groups, is drafting "Guidelines for Cost Allocation & Affiliate Transactions" ("Guidelines") .
The draft Guidelines should be viewed in light of accepted accounting policies and procedures
for allocating costs and recording transfers of services and products between the utility and its
affiliates as well as economic principles for pricing those transfers .

The Guidelines are needed in part to increase the likelihood that state regulatory commissions
will adopt effective and adequate safeguards regarding potential cross subsidization between the
regulated and non-regulated businesses of electric and gas utilities while avoiding regulatory
policy choices that have tended to reduce economic efficiency or harm consumers of regulated
services in the long run . The electric and natural gas industries have united views on needed
changes to the draft Guidelines. In particular, these changes would focus on areas specific to
technical definitions, cost allocation principles, documentation and content of a Cost Allocation
Manual ("CAM"), affiliate transaction pricing methods, and audit requirements which include
access to affiliate books and records . The research in the following paper will, in part,
concentrate on those areas significant, not only to the NARUC project, but also to recent state
regulatory proceedings .

Survey of Current State Commission Rules

In order to properly gauge the current status of affiliate rules as well as understand methods
already in place at state commissions, a nationwide survey was undertaken by Deloitte & Touche
on behalf of the Edison Electric Institute .

	

The survey consisted of a questionnaire put before
each of the 51 state commissions (including the District of Columbia) .

	

A copy of the
questionnaire used is included in Appendix A. The questions were designed to obtain feedback
on the main issues to be addressed in this paper.

In total, 33 commissions responded directly with either complete or partial answers to the survey
questions . Where necessary, follow up calls were made to several of the states responding in
order to clarify and deepen the understanding of certain responses . For states not responding,
publicly available information, such as state laws, Codes of Conduct or commission orders were
reviewed to determine how the commission would have likely responded . For 7 additional
states, this resulted in sufficient information to allow the majority of the survey to be completed,
for a total of 40 states represented . Remaining states were not included in the formation of the
results . A complete matrix indicating the state-by-state responses can be seen at Appendix B.

Purpose Of Paper

This paper discusses the basic accounting and economic issues surrounding cost allocation
policies and procedures, transfer pricing methods and the relative merits of each. In addition,
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this paper will provide a resource for discussing other issues which are currently under debate in
both state and national forums, specifically confidentiality, reporting requirements, and audit
requirements which include access to affiliate books and records . Lastly, this paper summarizes
the results of the survey performed by Deloitte & Touche on behalf of the Edison Electric
Institute ("EEI"), gauging the status of present-day regulatory rules and practices on cost
allocations and affiliate transfer pricing policies .

COST ACCUMULATION AND ALLOCATION

Overview of Shared Services

Most companies currently provide both regulated and non-regulated services and products .
Unregulated activities can be performed either as part of a utility company (below-the-line
income and expense) or through subsidiaries or other affiliated companies. The majority of
companies today are organized as holding companies having subsidiaries that are both regulated
and non-regulated affiliates . Some holding companies are Registered Holding Companies
("RHC")` because they are "registered" or authorized to conduct business in accordance with the
PUHCA as administered by the SEC . Other holding companies are Exempt Holding Companies
("EHC")Z because they are "exempt" from the provisions of PUHCA with the exception of those
sections ofPUHCA related to the acquisition of securities of public utility companies and the
acquisition of foreign (non-US) utility companies . Depending on the type of organization, for
accounting, reporting and ratemaking purposes, regulated affiliates fall under the jurisdiction of
the Federal Energy Regulatory Commission ("FERC"), state public utility commissions and/or
the SEC .

The term "regulated affiliate" usually means the regulated operating utility company(ies) or
subsidiary(ies) . Sometimes the term "regulated affiliate(s)" is also used to refer to fuel
subsidiaries, mining subsidiaries, or other operations that supply services or products exclusively
to a regulated utility or another regulated affiliate . The cost of such services and products are
passed through (i.e., allowed to be recovered in the utility's(ies') cost of service and rates) after
review by the regulator to the utility's(ies') customers, thus the term "regulated affiliate." With
industry restructuring and unbundling, the generation function may be deregulated and provided
through a non-regulated entity while the transmission and distribution functions may continue to
be provided through regulated entities .

Service companies of RHC's are regulated by the SEC as to accounting, reporting, cost
allocation and pricing . Service Companies of EHC's are not regulated by the SEC. Service
companies of RHC's or EHC's are not directly regulated by the FERC or state public utility
commissions .

	

The cost of services and products provided by the service companies of both the
RHC and EHC are, however, subject to the same regulatory scrutiny as any other regulated
utility costs before such costs are allowed to be included in the utility's cost of service for
ratemaking purposes .
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The term "non-regulated affiliate" refers to an affiliated entity or subsidiary that is not regulated
by a utility regulator (i.e., the regulator does not have jurisdiction over a non-regulated affiliate) .
For purposes of the following section, the term "affiliate" will refer to both regulated and non-
regulated affiliates unless otherwise stipulated.

Services and products can be delivered to affiliated entities in several ways. One method is to
have the parent and/or the utility provide the service or product to or among the affiliated
entities . Another method of providing services and products is through the use of a separate
service company . For years, RHCs have used service companies authorized by, and under the
oversight of the SEC to provide services to affiliates . Industry restructuring, domestic and
foreign mergers and acquisitions, and the transition to competition are resulting in the formation
of additional holding companies with service companies . Centralization of activities through the
creation of service companies results in economies of scale, which cannot be achieved by an
affiliate on a stand-alone basis .

	

The provision of shared services to achieve benefits of
consolidation and economies of scale, means that the majority of the shared service costs are
incurred to provide common services to multiple affiliates which, by definition, requires an
allocation of such costs.

The provision of shared service within an affiliated group can take many forms . Services can be
provided to domestic utility companies and regulated affiliates including other regulated service
companies, to non-regulated affiliates including non-regulated service companies, and to a
combination of both regulated and non-regulated affiliates . In addition, there can be provision of
services and products between member affiliates . Examples would be the provision of services
by one utility operating affiliate to another affiliated operating utility to repair storm damage or
for a loan of stores material . Such services are charged or billed directly from one entity to
another and are not the focus of this paper.

The provision of services and products is typically covered by service agreements between the
service provider and the receiver(s) of the service . The service agreement sets forth the types of
shared services to be provided which usually include general and administrative services such as
general executive, advisory, administrative, accounting, legal, regulatory, engineering, human
resources, and purchasing . The service agreement also sets forth the cost or price to be charged
for the service provided as well as how such costs are to be allocated or billed to the receiving
entity. The costs of providing such services are accumulated and billed to affiliates using cost-
causative principles. Services provided to affiliates by service companies ofRHCs are provided
to the affiliates at fully allocated cost (break even) as required by the SEC. Also, services
provided to affiliates by service companies of exempt holding companies or by a parent or utility
affiliate are usually provided at cost, although not required by the SEC. In addition to requiring
"at cost" pricing to affiliates, the SEC has responsibility for approving the cost allocation formula
or methodologies for the RHCs.
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Cost Accumulation

Affiliate transaction information including the costs of providing both regulated and non-
regulated services are captured in accounting systems for accumulation and allocation to the
appropriate affiliates . Typically, the primary information systems used for accumulating affiliate
costs are : Payroll (time reporting); Accounts Payable (expense accounts and vendor invoices) ;
and General Ledger Journal Entries. Information systems are linked to the General Ledger for
recording the accounting information on the books of the affiliate for which the costs were
incurred . Implementation of activity-based costing or activity-based management systems have
provided utilities with better cost accounting tools for accumulating and assigning costs . These
cost accounting systems allow for the accumulation of costs at a fairly low level and, therefore,
provide more detailed information for analyzing and assigning costs to the appropriate affiliated
company(ies) based on the activities performed.

Cost Allocation Principles

The application of cost allocation principles can result in more accurate product or service costs
and information that can be used to manage operations as well as provide more accurate
information to regulators. These transaction principles are applied when resources are shared
between business units within a company or on an intercompany basis as when capital assets or
services and products are utilized between regulated operations and non-regulated affiliate
operations .

For allocation purposes, the costs associated with services and products provided to affiliates can
be classified as direct, indirect or common costs . Affiliate costs can be either expensed (i.e.,
income statement item) or capitalized (i.e ., balance sheet item) on the receiving company's
books.

Direct costs can be identified with a particular service or product and can be incurred on behalf
of one or more affiliates . For example, direct costs such as for engineering services incurred for
the benefit of only one affiliate can be directly assigned (billed 100%) to that affiliate . Direct
costs that benefit more than one affiliate, such as employee benefit administration, must be
charged or allocated to the affiliates receiving the service on some cost causative basis such as
the number or ratio of employees to total employees . To the maximum extent practicable, in
consideration of cost benefit standards, costs should be collected and classified on a direct basis
for each service or product provided.

Indirect costs cannot be identified with a particular service or product. Indirect costs include but
are not limited to overhead costs (e.g., corporate, departmental, business unit), administrative and
general costs, and taxes. Indirect costs are charged to the appropriate product or service to which
they relate using relevant cost allocators . An underlying cost accounting principle, and the
general method in use, is the fully distributed cost alignment method (fully allocated costs) . The
fully allocated costing philosophy is based on the premise that both direct and indirect costs are
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identified for services and products and that services and products should bear the sum of the
direct costs plus a proportional share of indirect costs. In other words, the costs of services and
products should include all costs that would be incurred on a stand-alone basis (i.e., all costs if
the affiliate produced the service or products itself), thereby removing any cross subsidization
between business profitability (e.g., regulated vs . non-regulated) .

Common costs, as distinct from indirect costs, are usually defined as costs associated with
services or products that are ofjoint benefit between regulated and non-regulated business units .
The primary cost driver of common costs, or a relevant proxy in the absence of a primary cost
driver, should be identified and used to allocate the cost between regulated and non-regulated
services or products . An example of a common cost is a corporate headquarters building which
houses both regulated and non-regulated business operations. Common building space costs can
be allocated to business units based on the amount of square feet occupied by the various
business units multiplied by the cost per square foot ofthe space occupied .

Companies use various methods to identify and record direct costs to regulated and non-
regulated affiliates for services and products . One method is to assign costs directly to an
account number using the FERC Uniform System of Accounts ("FERC USOA") or the SEC
Uniform System of Accounts for Mutual Service Companies and Subsidiary Service Companies
("SEC USDA") of RHCs. A charge (or entry) to the account on the provider's books would also
appear in the same account on the receiving entity's books . Another method is to charge direct
costs to a product code, project code, work order or service number. Other methods of assigning
direct costs are to identify and charge the costs based on an activity number or a company
number. In some cases, deferral accounts and job numbers are used to capture costs . These
systems for capturing and recording costs incurred in providing services to affiliates are also used
to allocate or bill the costs of the services to the appropriate affiliates . These systems can also
contain information for mapping or translating the costs charged to the affiliates to the
appropriate account number. For example, a project code may capture the cost of administering
the employee benefits program for all the affiliates of an affiliated group. The costs identified by
the project code are then allocated to the affiliates receiving the service using the same allocation
factor such as the number of employees . In this way each affiliate is charged a proportionate
share of the costs associated with administration of the employee benefits program based on the
ratio of each affiliate's number of employees to the total number of employees in the affiliated
group.

As previously mentioned, indirect costs include costs such as administrative and general costs,
sometimes referred to as indirect overhead costs, and cannot be identified with a particular
service or product. These indirect or "residual" costs which cannot be specifically attributed to a
product, service or affiliate and for which there are no cost causative relationships, are typically
accumulated or "pooled" and then allocated in the same ratio as all other costs are assigned or
allocated (using a general allocator based on total company expenses) . One method for
allocating indirect costs would be to spread such costs using a general allocator based on how all
operation and maintenance ("O&M") costs are assigned or allocated. Allocation of indirect
costs, which have no readily identifiable cost causative relationships, on the basis of how all
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other costs have been allocated on a cost causative basis is a proxy or surrogate for allocating
indirect costs on a cost causative basis. Some companies allocate indirect costs using multi-
factor allocation formulas based on factors such as labor costs, plant investment or revenues .

Appendix C includes 5 detailed examples of how companies currently assign costs to both
regulated and non-regulated affiliates . The examples also reflect how the services are provided
(i.e ., by the parent and/or utility or through a service company) and how the costs of such
services are assigned or allocated.

Cost Allocation Manuals ("CAM's")

CAM's, or comparable written documentation, are used by many investor-owned electric utilities
to accurately explain and reflect policies and procedures for allocating costs for services and
products between regulated and non-regulated operations . Some regulatory jurisdictions require
companies to maintain a CAM for regulatory proceedings. Common contents of a CAM include
a listing and description of services and products provided between the regulated utility and non-
regulated affiliate, a description of the cost allocators and allocation methods or transfer pricing
methods and procedures used, and an organization chart of the holding company depicting all
affiliates and regulated entities . NARUC's current Guidelines define a CAM as an indexed
compilation ofa company's cost allocation policies and related procedures .'

In 1986 and in 1996, the Federal Communications Commission ("FCC") issued orders° which, in
part, mandated the filing and approval of CAM's for all local telephone carriers and dominant
inter-exchange carvers with more than $100 million in operating revenue . The action was
directed at precluding carriers from imposing costs and risks of non-regulated services and
products onto captive ratepayers . Although a CAM is one method for accomplishing this goal,
there are alternative reporting requirements, as will be discussed later, which may prove less
burdensome and just as effective .

TRANSFER PRICING METHODS

Transfer prices are not a concern in most industries since private firms are generally free to allow
one segment of the firm to subsidize another, if they so choose . However, in regulated markets,
such as electric power and natural gas, regulators have an interest in establishing policies that
protect customers of the regulated portion of a firm from subsidizing non-regulated activities .
Regulators want to prevent a utility from exploiting its position as a provider of essential
monopoly services to provide a non-regulated affiliate with an unfair competitive advantage . An
unfair competitive advantage could be provided through preferential treatment, sharing of
customer and retailer information, or other commercially sensitive information .
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Methods

Fully Allocated Cost

As restructuring progresses in the electric power and natural gas industries, and previously
regulated segments of the industry become competitive, transfer pricing methods are increasingly
gaining the attention of regulators . Specifically, as many utilities transfer generation assets to an
unregulated affiliate, either voluntarily or as part of a restructuring proceeding, state regulatory
commissions have focussed attention on the price at which such assets are transferred .

Regulators are generally concerned with protecting customers from cross subsidies that could
potentially result from affiliate transactions in two directions :

For the sale of services or products or for the transfer of capital assets from a
regulated utility to a non-regulated affiliate, regulators want to ensure that the non-
regulated affiliate does not pay less than a price that would be considered fair to
ratepayers for the services or products or for the capital asset .

For the sale of services or products or for the transfer of capital assets from a non-
regulated affiliate to a regulated utility, regulators want to ensure that the regulated
utility does not pay more than a price that would be considered fair to ratepayers for
the services or products or for the capital asset .

Various methods exist for the pricing of a transfer of services and products and capital assets
between the regulated utility and its non-regulated affiliates . State regulatory commissions have
adopted several ofthese methods . The methods addressed in this report are :

"

	

Fully allocated cost
"

	

Incremental cost
"

	

Prevailing market price
"

	

Tariffbased prices
"

	

Negotiated prices
"

	

Higher of cost or prevailing market
"

	

Lowerof cost or prevailing market

The following section will describe the basis and identify the pros and cons for each transfer
pricing method identified above.

Historically, fully allocated cost has often been used by regulators to set transfer prices for
services and products . Fully allocated cost methods provide that revenues collected from the sale
of services and products, or capital assets equals the sum of the direct costs plus an appropriate
share of indirect costs. Fully allocated cost pricing results in adequate revenues that cover total
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cost for each service and product . For the transfer of capital assets, fully allocated cost reflects
the net book value ofthe capital asset .

Fully allocated cost pricing results in the regulated utility and non-regulated affiliates paying the
same price for shared services or products. Many regulators are comfortable with the fully
allocated cost methods and generally believe that it results in a fair outcome for utility customers .

From an economic perspective, fully allocated cost pricing eliminates any cross subsidization
since the non-regulated affiliate bears all of the incremental costs plus a proportional share of the
fixed costs . The method results in prices that are attributable to identifiable and verifiable costs .

However, some economists believe that incremental cost is the most preferable method for
setting transfer prices . Fully allocated cost based transfer prices could prevent or discourage
economic transactions if the market price is above incremental cost but below fully allocated
cost . Customers of the regulated utility would suffer since they would not realize the benefits of
a transaction that is otherwise economically justified.

Incremental Cost
As noted above, some economists believe that incremental cost is the preferable method for
pricing affiliate transactions and should be used as the benchmark for identification of cross
subsidies .' This is because any affiliate transfers at incremental cost do not adversely affect the
utility customers and incremental cost based transfer prices will maximize economic efficiency .

Economists Michael A. Crew and Paul R. Kleindorfer have stated: " . . .the use of consumers' and
producers' surplus is now broadly accepted as appropriate for welfare analysis in public utility
economics . Maximizing net benefit as measured by this traditional welfare function leads to the
efficient outcome that price should equal to marginal costs." Likewise, economist Alfred E.
Kahn states that " . . .society's interest is in having transportation, energy or communications
provided at the lowest possible cost . . .And economic efficiency requires, additionally, that no
business be turned away that covers the cost to society of providing that service. These basic
goals are served by permitting rates to be set at long-run marginal costs." While both economists
were discussing the appropriate method for setting prices for regulated utility rates, the concepts
are equally applicable to transfer prices .

Transfer prices based on incremental cost, unlike transfer prices based on fully allocated costs,
will not prevent or discourage economically justified transactions . Any transaction at a price that
exceeds incremental cost will result in lower costs to all customers as compared to the
transaction not occurring . Of course, if the utility has an opportunity to sell a service or product
to a non-affiliate at a higher price, it should. However, if the price paid by the affiliate is lower
than the price paid by regulated utility customers, the transaction may be perceived by regulators
as unfair. This is so, even though it would result in lower prices to the regulated utility
customers as compared to ifthe transaction did not take place.
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Traditional regulatory ratemaking bases rates on average embedded cost . In an embedded cost
study the joint and common costs are allocated to customer classes either on the basis of the
overall ratios of costs directly assigned, or by a series of allocators that best reflect the cost
causation principles! An additional concern with basing transfer prices on incremental cost is
that the prices will deviate from those set under traditional ratemaking for utility services .

Prevailing Market Prices
Prevailing market price, when a market price exists for the service or product, is the preferable
method for setting transfer prices while maintaining the "arms length" nature of the transactions,
since it reflects the value that the market sets for services or products based on actual supply and
demand conditions . Market prices promote economic efficiency (in an effective competitive
market) since they take into account both the suppliers' cost of production and the buyers'
measure of value .' Market based transfer prices should be perceived by regulators as fair since
the price for a utility/affiliate transaction would be the same as the price for a non-affiliate
transaction .

Unfortunately, market prices that are reflective of the value of infra-firm transactions often do not
exist. Also, since some of the services now provided by utilities in a competitive market were
formerly provided in a regulated market, workable competition for many of these services may
not yet exist .

In the absence of actual market price information, state regulatory commissions may consider
administratively determined market prices . For example, concerning the transfer of generation
assets, commissions could consider forecasts of the future price of electricity, and determine a
transfer price based on those forecasts . Or, commissions could look to recent sales of generation
assets by other utilities and develop market price forecasts based on a comparison of those sales
to the asset being transferred . However, the use of price forecasts or comparable sales as the
basis for setting transfer prices is inferior to the use of actual market price .

TariffBased Pricing
Tariff based pricing refers to prices that are pre-approved by the regulatory commission and are
on file with the commission . Tariff based transfer prices allow for regulatory commissions to
review the transfer prices for services and products or capital assets prior to transactions taking
place . This could involve either a review of the actual costs that prices are based on, or a review
of a method that will set prices based on future costs . Tariff based transfer prices allow for the
up front resolution of issues concerning the methods or costs .

Tariffbased prices are nondiscriminatory since all customers typically pay the same price for any
service or product provided under the tariff. However, tariff based transfer prices can be
burdensome if they do not allow for prices to be quickly modified to reflect changed
circumstances .
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Furthermore, tariffs are set for regulated products and services where regulation is critical to
ensure non-discrimination in the provision of essential monopoly services . Tariffs for non-
essential services extends regulation into markets that are competitive and do not require
regulation.

	

Therefore, tariff based prices treat all products and services as though they were
essential monopoly services, which distorts the markets for these products, particularly for non-
regulated suppliers.

Negotiated Pricing
Negotiated pricing refers to prices that are based on arms length negotiations between the utility
and its affiliates . Negotiated prices allow for real time prices that are reflective of changing
market conditions. Negotiated prices avoid distortions created by pre-established transfer prices
that are not reflective of current market conditions .

Negotiated prices can lead to different prices for customers that purchase services and products at
different points in time . This could be perceived as unfair from a regulatory perspective if an
affiliate receives a lower price, even though it may be reflective of lower costs at the time of the
purchase .

Asymmetric Pricing - Lower ofCost or MarketlHigher of Cost or Market
The lower of cost or market is utilized for transfers from an affiliate to a regulated utility to
ensure that the utility is not paying a price more than the regulator would consider fair to
ratepayers for the services or products or for the capital asset. By definition, the utility will not
pay more than market price and could pay less than market price ifthe cost is below market .

The higher of cost or market is utilized for transfers from a regulated utility to an affiliate to
ensure that the affiliate is not paying a price less than the regulator would consider fair to
ratepayers for the services or products or for the asset . For sales from the utility to an affiliate,
the utility will be paid at least its costs and could receive payments in excess of its costs if the
market price exceeds its costs.

These methods ensure that regulated services are not subsidizing non-regulated services .
However, these methods share many of the problems associated with transfer prices based on
fully allocated costs . Specifically, while considered fair by regulators since they prevent cross
subsidies, these methods may discourage otherwise economic transactions that could lower
prices for all customers .

Appendix D contains a chart summarizing the pros and cons associated with the various transfer
pricing methodologies.
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Which Method is Best?

Determining the correct method for setting transfer prices requires regulators to balance the dual
objective of ensuring that customers of the regulated utility are not subsidizing non-regulated
activities and promoting economic efficiency that results in the lowest prices . Some of the
methods described above tilt in favor of perceived fairness and ensuring no cross subsidies at the
expense of economic efficiency, while some do the opposite and promote economic efficiency
while giving less weight to perceived fairness, or the cross subsidy issue. The optimal approach
is one that gives regulators the flexibility to match the method for setting transfer prices to the
specific set of circumstances presented in each case .

Fully allocated cost does not maximize economic efficiency since it can prevent or discourage
otherwise economic transactions . However, fully allocated cost is considered by some as the
best method since it fairly allocates costs that are common to the provision of both regulated and
non-regulated services and results in both regulated utility and non-regulated affiliates paying the
same price for regulated or non-tarriffed services or products that are based on the same concept,
(i.e. fully allocated cost) .

On the opposite end of the range of transfer pricing methodologies is incremental cost . While
incremental cost is considered the most economically efficient method for setting transfer prices,
it is often perceived as unfair since it could result in an affiliate paying a lower price than a
regulated utility for the same services or products, because the affiliate would not be making a
contribution towards the regulated utility's fixed costs.

The key for regulators is to find the methodology that minimizes compromises to economic
efficiency in the name of fairness . For example, assume that the market price for a service
provided by a utility to an affiliate is $10. The incremental cost to the utility to provide the
service is $8 and the fully allocated cost is $12 . The higher of cost or market method would
require the utility to charge its affiliate $12 for the service . However, given that the market price
for the service is $10, the transaction would not take place since the affiliate could purchase the
service elsewhere at the lower market price."

In this example, basing the transfer price on the market price would have allowed the transaction
to take place and would have prevented any subsidies from occurring . Further, customers ofthe
utility would have benefited since the transaction would have resulted in a profit of $2 from the
sale ofthe service that could have been used to offset some ofthe fixed costs or otherwise reduce
the costs of the service . The "higher of method in this example prevented a transaction from
occurring without any sound basis in either economic efficiency or fairness . This conclusion is
supported by Kenneth W. Costello in his recent article on pricing utility transactions wherein he
stated : "The popular "higher of and "lower of (or what is often referred to as "asymmetric
pricing") provision contained in some states' rules pertaining to the pricing of affiliate
transactions seems unnecessary or counterproductive and fundamentally devoid of any sound
economic principle ."
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Basing transfer prices on market prices in this example would represent one reasonable approach
to balancing economic efficiency and fairness . While any price above incremental cost would be
economically justified, basing transfer prices on market values in this example would have
protected customers from subsidizing the affiliate, would be perceived as fair, and would have
allowed a beneficial transaction to occur that otherwise would not have occurred if a "higher of
policy was in place .

The same result occurs for transactions from an affiliate to a utility . For example, if an affiliate's
fully allocated cost to provide a service is $8 and the market price is $10, the lower of cost or
market method would require the affiliate to provide the service for $8. However, the transaction
would not take place since the affiliate could sell the service to a non-affiliate for $10. If the
utility was able to negotiate a price below the prevailing market price, $9 for example, the "lower
of method would prevent the transaction from taking place and the utility customers would be
forced to pay a higher price for the service .

Conclusion

For tariffed services, commissions should provide for maximum transfer pricing flexibility .
Commissions will have an opportunity to review tariffs and resolve issues prior to the tariffs
becoming effective.

For registered holding companies (pursuant to the Public Utility Holding Company Act of 1935),
the SEC has implemented rules that require affiliate transactions to generally be conducted at
cost (equivalent to fully allocated cost) . Ideally, state commission rules should be consistent
with the SEC rules .

For non-tariffed services, regulatory policy concerning transfer prices should balance the dual
objectives of economic efficiency and fairness. Rigid "higher of and "lower of policies do not
meet this objective and may prevent transactions from occurring that could be beneficial to
ratepayers.

Market prices should be the benchmark for transfer prices whenever they are readily
determinable and reflective of a competitive market . Market prices reflect the value the market
places on services, products and capital assets and take into account demand and cost aspects of
services, products and assets . Market prices meet the fairness test since all similarly situated
affiliated and non-affiliated market participants would pay the same prices for the same services .

However, since market prices are not readily available for many affiliate transactions, a cost
based approach must be utilized in many cases . The best policy is one that allows a regulatory
commission to determine transfer prices based on a combination of market prices, cost and other
information specific to the transaction .
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As a general guideline, however, for services and products provided from a regulated utility to a
non-regulated affiliate, incremental cost should be considered the floor price. Incremental cost
based transfer prices ensure that ratepayers are not hammed by the transaction but suffer from
criticisms concerning fairness . Regulatory policy should allow transfer prices to be set below
fully allocated cost (and above incremental cost) based on consideration of market prices, cost
and other information, whenever the resultant transfer price provides benefits to ratepayers and
meets the fairness standard . Likewise, for services and products provided from a non-regulated
affiliate to a regulated utility, regulatory policy should allow transfer prices to vary from fully
allocated cost based on consideration ofmarket prices, cost and other information.

These concepts are similar in nature to those that led regulatory commissions to allow utilities to
use flexible pricing to retain customers with competitive options such as self-generation . This
practice became prevalent in the 1980's when customers began exploring the installation of
cogeneration facilities in response to the Public Utility Regulatory Policy Act ("PURPA") .
Commissions recognized that retaining a customer at a rate less than the full tariff rate
(presumably based on fully allocated embedded costs), but above incremental cost, could benefit
all customers when compared to having the customer leave the utility system. The benefit to
other customer's results from the fact that the customer would continue to make a contribution to
fixed costs, whereas if the customer left the system, it would make no contribution to fixed costs .
Under traditional ratemaking, allowing a customer to leave the utility system could lead to higher
costs for all remaining customers since in the next base rate case, remaining costs could be
spread over a smaller sales base . Commissions established policies that allowed them to
determine prices, sometimes on a case-by-case basis, based on the specific circumstances of
situations where other customers would benefit from such discounts and allowed the transactions
to occur .

In conclusion, regulatory policies concerning transfer prices should be flexible enough to allow
commissions to balance the often-competing objectives of economic efficiency and fairness to
ratepayers and competitors of the utility . This requires regulators to make difficult decisions for
which no clear answers exist. However, such policies are preferable to policies such as the
"higher of or "lower of which, while simple and perceived as fair, are not based upon sound
economic principles and could prevent otherwise beneficial transactions from occurring .

Current Transfer Pricing Rules - Survey Results

The determination of which transfer pricing method is used by regulated utilities and their non-
regulated affiliates is clearly a significant issue with state commissions . Nearly all available
documentation governing affiliate transactions discusses cost allocation and transfer pricing
issues . However, not all commissions responding mandate a specific pricing method. Many
commissions simply stated that no cross subsidies were to exist . The survey differentiated cost
allocations between capital asset transfers and service and product transfers . The direction of the
transaction was also a differentiating factor (i.e., from the regulated utility to the non-regulated
affiliate or vice versa) . The survey indicated that 60% of the commissions ordered a specific
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method for pricing of services and products from the non-regulated affiliate to the regulated
utility . Similarly, 45% of commissions responding specified a method for the transfers of assets
to the regulated utility. For transfers from the regulated utility to the non-regulated affiliates
63% of the responding commissions ordered specific methods of pricing services and product
transfers and 55% did the same for capital asset transfers . The following charts indicate the
distribution ofmethods required .

Pricing of Services and Products from
the Affiliate to the Utility

(24 of40 Commissions mandated methods)

Pricing of Asset Transfers from the
Affiliate to the Utility

(18 of 40 Commissions mandated methods)

Pricing of Services and Products from
the Utility to the Affiliate

(25 of40 Commissions mandated methods)

Pricing of Asset Transfers from the
Utility to the Affiliate

(22 of40 Commissions mandated methods)

S% 8%

40%
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For purposes of thepreceding charts, similar methods such as lower offully allocated cost
plus 5% or market andlower offully allocated cost or market were counted as lower ofcost or
market since they are both variations on the same principle. When referring to costforcapital
asset transfers, the commissions generally specified net book cost Also, where "multiple
methods/other" is listed, the commission has a requirement that different methods be used
depending on the specific nature of the transfer, or there is a tiered requirement (Cg., fair
market value should be used unless market value cannot be established, in which casefully
allocated cost should be used), or the specific method was not clear.

Transfer pricing methods and their economic benefits have been clearly described in the previous
sections of this document . Ofthe commissions responding that they have some form of mandate
in place, 57% require some form of asymmetric pricing . Many states also mandate specific
methods on a case-by-case basis, which indicates that a generic rule is not in place and methods
are mandated on a utility-by-utility basis . Case-by-case practices are in use by between 24% and
32% ofthe commissions depending on the direction and type of transfer . As the charts indicate,
the use of cost (representing fully allocated cost for services and products and net book value for
capital asset transfers) and fair market value were also common means of pricing transfers
between the regulated utility and its non-regulated affiliates .

Given the wide range of methods in use and the complexities of the economic characteristics of
these methods, caution should be taken before mandating a specific method. Options exist that
may be preferable to asymmetric pricing which will satisfy the overriding requirements that cross
subsidies be minimized and economic efficiencies be encouraged.

Market and Regulatory Solutions

Despite regulator concerns, protections against cost subsidization and cost shifting activities
between regulated utilities and their non-regulated affiliates have been and continue to be in
place through checks and balances . One argument which might be used by regulators as a
rationale for imposing asymmetric pricing on regulated utilities and their non-regulated affiliates
is the presumption that regulated utilities are naturally disposed to shift costs from non-regulated
affiliate operations to captive ratepayers . When this presumption is made, it is important to
recognize that safeguards are in place to guard against cost shifting, such as existing regulatory
accounting, transfer pricing rules, audits and access to books and records of the regulated utility .
Non-regulated business operations are not new to the electric utility industry . Regulatory
oversight has controlled cross subsidization in the past . State regulators possess significant
authority to protect ratepayer interests in activities, which affect the regulated operating utility
company and have ratemaking authority over regulated services, which they can, and do,
exercise to protect ratepayers from unreasonable costs .
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REPORTING REQUIREMENTS

Given the high level of concern by regulators that affiliate transactions are conducted and
regulated adequately, many states have implemented procedures to assist with the monitoring of
these transactions. One method for accomplishing this is to establish reporting requirements
whereby transactions between the regulated utility and its non-regulated affiliates are reported to
the appropriate state commission.' Many states have also enacted audit requirements, which will
be discussed later, to assist in their monitoring of affiliate transaction activity .

The results ofthe study indicate the majority, 76% of the states included in the survey responses,
have reporting requirements in place. Some additional states (not included in the 76%) that
responded they do not have requirements in place indicated the ability to request information
regarding transactions between the regulated utility and its non-regulated affiliates through rate
cases and other means.

Once a commission has determined that a reporting requirement is appropriate, there are several
other issues, which will impact both the burden to the utility for reporting and the burden to the
commission in their oversight . These issues include : 1) the form of reporting required, 2) the
frequency o£ reporting, and 3) any materiality threshold for amounts to be reported. Despite the
general consensus among the commissions responding that some form of reporting is beneficial,
no consensus appears to exist regarding the specifics ofthese reporting requirements .

Form of Reporting

States requiring reporting of the transfer of services and products and/or capital assets mandate
several different methods of reporting. Generally, these requirements could be divided into two
classes, the first being a historical filing and the second being a prospective filing . Historical
filings require the utility to inform the commission after the transfer has occurred, while
prospective filings require the utility to inform the commission prior to completing a transfer.

In all but a couple ofthe states responding, historical reporting was required. An example of this
requirement is a state such as Massachusetts, which requires the regulated utility to maintain and
file with the commission an annual log oftransactions with non-regulated affiliates . This type of
reporting allows the commission time to review the submitted transactions without adversely
affecting or delaying the transaction . In most states the commission would have ample authority
to require an appropriate remedy for any transactions that are considered inappropriate .
However, the requirement places a burden on the utility to prepare the information in the
required format, and burdens the commissions reviewing the information submitted . Adjusting
the mandates relating to the remaining issues of frequency and threshold could further reduce this
burden .

States requiring a prospective filing mandate that the regulated utility inform the commission of
the transfer prior to its commencement . Where used, this method generally relates to the transfer
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ofcapital assets . This can be a broad requirement whereby the utility files, with the commission,
a plan for the year with generic details of expected transactions between the utility and its
affiliate . As long as transactions are consistent with this pre-filed plan, there are no additional
requirements . Further approval is only necessary when the transfer of services and products or
capital assets is outside the scope of the plan. Conversely, at least one state requires specific
approval of individual transfers as much as thirty days prior to the transaction . The benefit of
prospective reporting is that it gives the commissions greater control and reduces the risk of
having to go back and "unwind" or otherwise remedy an unacceptable transaction . A downside
of this method is the clear potential to interrupt and interfere with the business of the utility.
Delays in the approval process or unforeseen transactions could both serve to interrupt business .
Additionally, these methods would place a further burden on the commission to act quickly and
be responsive to avoid delays .

Frequency of Reporting

Commissions requiring reporting of services and products and/or capital asset transfers used two
different frequencies, the most prevalent being annual reporting . Other states require
transactional reporting, either before or after the transfer of services and products or capital assets
that exceed some threshold amount. To some degree, this decision is influenced by the form of
reporting opted by the commission. States requiring historical reporting, generally required the
transactions to be reported annually, while states that require prospective reports generally
require utilities to report potential transactions each time a new transaction is considered.

Pros and cons exist regarding the frequency of reporting. Reporting on an annual basis is likely a
lesser burden to both the utility and the commission than transactional reporting . A drawback to
annual reporting from the commission's standpoint could be a perceived loss of control and
knowledge of the day-to-day affiliate dealings . Transactional reporting provides more timely
knowledge of the affiliate transactions at a cost of increased workload, both in oversight and
preparation .

Reporting Threshold

Another issue related to the reporting of services and products or capital asset transfers between
the utility and its affiliates is the issue of a reporting threshold . Based on the responses, it would
appear that only 30% of the states responding have applied a threshold, below which reporting is
not required . Regardless of the form and frequency of reporting, there are substantial time and
resource commitments required of both the utility and the commissions enacting and overseeing
the requirement . Establishing a reasonable threshold is an appropriate means to greatly reduce
this commitment while ensuring that material transfers between the utility and its affiliates are
reported and being performed in compliance with the rules in place.
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Conclusion

Commissions Requiring Reporting ofAffiliate Transactions
(37 of10 Commissions Responded)

W
46%

MReporting Mandated (with threshold)
N Reporting Mandated - (no threshold)
ONo Reporting Mandated

A variety of methods are used in establishing thresholds, some as direct dollar amounts, others as
a quantifying ratio . Half the states have also allowed for flexibility in the threshold depending on
the nature of the transfer and the size of the entities involved. The variability is largely a
reflection ofthe commissions' desired level of involvement and oversight .

Given the majority of commissions that require some level of reporting of service and product
and/or capital asset transfers, it appears that commissions perceive such reporting as a valuable
means of ensuring compliance with established affiliate rules . Depending on the level of
involvement desired by the commissions, many different methods for implementing this
requirement exist . It appears reasonable to implement some materiality threshold on reporting
requirements, should a commission determine a need exists . However, a commission should
carefully evaluate the efficiency and potential effectiveness of establishing such a requirement
considering factors such as resources available for compliance and oversight purposes . This is
especially true for states requiring prospective filings where the ability to predict minor transfers
in the future may be difficult and processing these transfers may cause unnecessary and
potentially costly delays for utility business operations . Historical reporting is preferable to
prospective reporting unless the prospective reporting requirement is broad enough to cover the
nature of acceptable transfers rather than the specifies of individual transfers . Finally, an annual
requirement seems to best satisfy the needs for oversight without creating an undue burden on
the utility or commission .
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OTHER MATTERS

Confidentiality - Survey Results

In a competitive marketplace, utilities could potentially be placed at a competitive disadvantage,
especially as it pertains to their non-regulated affiliates, if sensitive information is not kept
confidential by commissions requesting or mandating disclosure.

Results of the survey indicate that 91% of commissions responding recognize utility concerns
regarding confidentiality . The majority of this 91% indicate they have established procedures
that allow a utility to file certain information as confidential in order to meet this concern . At
least 33% of the states responding also indicate that although confidential status may be
requested by utilities, the commission has the power to override and deny the request .

Some commissions may perceive that they should not be held responsible for maintaining the
confidentiality of information submitted by regulated utilities. It would be unreasonable for a
commission to expect a utility to be held responsible for maintaining the confidentiality of this
information, once the information has been submitted and is out oftheir control .

Confidentiality is certainly an issue that needs to be addressed in order to assure regulated
utilities and their non-regulated affiliates that sensitive information provided to the commissions
will remain confidential and not made public, potentially putting the filing entity at a competitive
disadvantage .

Audit Requirements

Access to Affiliate Books and Records - Survey Results
Commission access to the books and records ofnon-regulated affiliates as they pertain to affiliate
transactions often appear in Code of Conduct proceedings . The level of access to non-regulated
affiliate books and records is a key issue . From a regulator's standpoint, access to transactions
between the regulated utility and non-regulated affiliates will ensure oversight authority and help
detect possible cross subsidization . For utilities operating in a competitive market, the level of
commission access to non-regulated affiliate books and records is particularly sensitive .
Non-regulated competitors are not subject to commission oversight and may use information
obtained by mandated disclosure to the non-regulated affiliate's competitive disadvantage. Some
commissions may contend that open access of all books and records of non-regulated affiliates is
necessary and required. Many utilities contend that while the regulatory agency may have access
to jurisdictional transactions (Le., those transactions with an impact on the cost of regulated
services) between the regulated and non-regulated operations, transactions not pertaining to
regulated operations should not be subject to regulator review .
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Survey results indicated that while all commissions believe they have authority to access the
regulated utility's books and records, significantly less, 61%, indicate they have access to the
non-regulated affiliate's books and records with another 15% indicating access authority is not
clear.

Audit Authority- Survey Results

Access to the Affiliate Books and Records
(34 of 40 Commissions Responded)

[_DYes ONO ONotClear

To ensure compliance with affiliate rules, the regulator may have the authority to mandate audits
of the non-regulated affiliate, either by commission staff or by outside entities such as an
independent audit firm . As mentioned previously, while 61% of commissions indicated they
have access to a non-regulated affiliate's books and records, only 55% indicated they had the
authority to mandate an audit of the affiliate .

	

The states indicating authority to audit the
non-regulated affiliate's books and records usually mandate an audit on an annual or biannual
basis to ensure compliance with affiliate rules or in conjunction with a rate case .

Authority to Audit the Affiliate Books
(34 of 40 Commissions Reponded)

I

	

Dyes

	

ONO

	

0Not Clear
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Audit Requirements - Survey Results

Beyond the issue of authority to audit is the actual implementation ofaudit requirements in many
jurisdictions . The survey indicated that 38% ofthe responding state commissions currently have
some form of audit requirement in place . Ofthese commissions requiring an audit, 29% mandate
an annual or biannual independent audit of compliance with affiliate transaction rules. The
remaining conunissions, which specified a frequency, only require an audit when one is
warranted or in conjunction with a rate case.

Defining the Term "Audit"

Frequency of Audit Requirement
(For the Camtissans resoondrg -Yes - at left)

MAnnual or Biannual
"Association with Rate Case
0 Discretion of Convrission or Case by Case Basis
9 Not Clear

A further concern relating to the states requiring an audit, is the definition of the term "audit" . In
the classic sense this term would imply performing procedures on a test basis which would give
the auditor an appropriate level of assurance that information is correct . With regards to many
aspects of affiliate rules this would be particularly difficult, time consuming and costly . An
example would be the requirement found in many states' affiliate rules that employees of the
regulated utility and non-regulated affiliate not share marketing information regarding customers .
Given that much of this sharing could occur through discussions, it would be very difficult and
costly to gain the necessary assurance that these discussions were not taking place . There are
several other subjective requirements, which would be difficult to "audit" .

Certified Public Accounting ("CPA") firms could potentially perform other attestation services
under Statements on Standards for Attestation Engagements ("SSAE") 3, Compliance
Attestation, as amended by SSAE 4, Agreed-Upon Procedures Engagements, and issue a report
accordingly . Additionally, CPA Firms could perform an audit of a schedule of affiliated
transactions under Statements on Auditing Standards ("SAS") 62, Special Reports .

EDISONELECTRICINSTITUTE

	

25

	

COSTALLOCATIONANDAFFILIATETRANSACTIONS



The options for performing attestation services on the company's compliance with the affiliate
transaction rules (or management's assertion thereof) would be as follows :

"

	

Report on management's assertion of compliance
Agreed-Upon Procedures
Examination

"

	

Combination of above
"

	

Report on management's assertion of the effectiveness ofcontrols over compliance
Agreed-Upon Procedures
Examination

In all cases above, SSAE 3 requires that the auditor obtain a written assertion from management
in order to provide attest services .

Under SAS 62 the auditor could perform an audit of a "Schedule of Affiliated Transactions ."
This would provide an "audit," as currently requested in some commission orders/proposals,
however, this would only address financial concerns . Service under SAS 62 would obviously
offer the highest level of assurance, on a limited area of compliance, however, the bulk of the
requirements, which are qualitative in nature, would not be addressed . An agreed-upon
procedure engagement as described above would remain the best option for addressing these
qualitative concerns .

Conclusion
An agreed-upon procedures engagement concerning management's assertions regarding the
utility's compliance with affiliate transaction rules is likely the lowest cost and best option,
particularly given the possibly qualitative nature of the commission's requirements . The
difficulty will be reaching an agreement with the regulators that such an engagement will satisfy
the independent "audit" requirement as delineated in the orders/proposals .

A tangible economic cost exists for utilities required to undergo an audit or other procedures
surrounding their compliance with affiliate rules, which must be considered . An alternative,
which may prove less costly and still address regulator concerns, is utilized by the state of
Illinois . The Illinois Commerce Commission requires the utility's internal audit department to
perform an internal audit every two years . This provides some level of assurance that there is
compliance at a cost to the company that should be less than that of an annual external audit .
The policy of requiring audits or other procedures on an "as needed" basis, as adopted by many
of the states, would also appear a reasonable and cost effective approach to assessing
compliance .
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CONCLUSION

As restructuring of the electric industry continues, an increasing number of utilities will enter
competitive markets and engage in non-regulated business operations . Regulatory proceedings
addressing issues discussed in this paper, either through Codes of Conduct or through separate
rules will also increase. This paper is intended to be used as a resource for discussing and
communicating the basic accounting and economic issues related to cost allocation policies and
procedures and transfer pricing methods .
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APPENDIXA - Copy ofthe Survey Sent to the State Commissions

We are undertakinga studyofthe status ofAffiliate Transaction rules on behalfofthe Edison Electric Institute.
We will be happy to share the results ofthis study once it is complete. Please take afewmoments to complete the
following questionnaire and assist us in gathering information regarding the rules currently in place, orproposed
rules or changes, regarding Affiliate Transactions. Pleaseprovide a name,faxandphonenumber ofsomeone
that could be contactedforfollow up information ifneeded Thankyouforyour assistance.

Contact Name:

	

state:

Phone Number:

	

FaxNumber :

ffadditional space is needed for any response. feel free to attach additional sheets .

General.

1 .

	

Does your state commission have any rules or regulations regarding affiliate transactions between a regulated utility
and its non-regulated subsidiaries?

Yes

	

No

	

Under Consideration

2 .

	

Does your state legislature have any laws regarding affiliate transactions

Yes

	

No

	

Under Consideration

3 .

	

If "Yes" is the answer to either ofthe above, please indicate the best source of obtaining this information, i.e., Codes
ofConduct, Commission Orders, etc . Also, please reference the applicable state statutes and where possible provide
copies of these documents, or indicate where these may be obtained (internet address, phone number, mailing
address, etc .).

4 .

	

Ifthe answer to either question 1 or 2 is "No", we would appreciate any information regarding possible upcoming
discussions ofthe affiliate transaction issue .

5 .

	

If the answer to either question 1 or 2 is "Under Consideration", please reference any preliminary drafts or other
public documents, which might be available for review . In addition, provide any dates that might be pertinent to the
finalization oforders or legislation related to Affiliate Transactions .
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Thefollowing questions address specific issues related to Affdiate Transactions. Where rules or changes have not
beenfinalized, butlikely will be soon, please indicate so in your answers.

6 .

	

Hasyour state commission recognized the confidentiality ofsensitive and competitive information that utilities may
be required to file with you in its rules?

Yes No

Ifyes, how has this been recognized and addressed?

7 .

	

Have any specific methods ofpricing affiliate transactions been mandated for products and services provided to
affiliates from the utility?

	

-

Yes No

. . . products and services provided to the utility from affiliates?

Yes No

. . . capital asset transfers from the affiliates to the utility?

Yes No

. . . capital asset transfers from the utility to the affiliate?

Yes No

If"Yes" to any ofthe above, please indicate which methods are approved for each situation (Le. fully allocated costs,
lower of cost or market, market, etc .), reference the appropriate docket or statute providing the mandate, and provide
the specific reasoning given by the commission for requiring the use of these methods?
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8 .

	

Does the utility commission have authority to perform audits or some other foam ofreview of the public-utility
companies?

. ..ofthe affiliates?

Yes

	

No

	

Not Clear

Yes

	

No

	

NotClear

Does the utility commission have statutory authority to obtain access to the books and records ofthe public-utility
companies?

. . .ofthe affiliates?

Yes

	

No

	

NotClear

Yes

	

No

	

NotClear

Please provide details of applicable statute or rulings granting authority for any "Yes" answers . Explain further any
"Not Clear" answers and give insight as to the most likely interpretation used by the commission .

9 .

	

Does the commission require an independent audit or review of affiliate transactions?

Yes

	

No

	

Not Clear

Ifyes, please describe this requirement (frequency, riming, and nature ofreview, etc .)
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10. Does the commission mandatereporting ofproducts and services or asset transfers between the regulated utility and
non-regulated affiliates?

Yes No

If yes, what level ofreporting is required? Is there a dollar threshold related to these disclosures?

Please return this survey byfax, atyour earliest convenience, to the attention ofKent Francois at (202) 638-7844.
Ifyou have any questions, Kent can be reached at (202) 879-5621. Any voluminous supporting documentation can be
mailed to Deloiae & Touche, Attn : Kent Francois, 555 12~ St. N. W, Suite 500, Washington, DC 20004.

Thankyouforyour assistance in completing this questionnaire
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APPENDIXB- Matrix ofSurvey Results

The following matrix indicates the results of the survey performed on behalf of the Edison
Electric Institute by Deloitte and Touche. The majority of the information contained in the
matrix was obtained directly from the state commission's answers to the questionnaire shown in
Appendix A.

Of the state commissions surveyed, 31 states (Alabama, Arkansas, California, Florida, Idaho,
Illinois, Indiana, Iowa, Kentucky, Louisiana, Maine, Massachusetts, Michigan, Minnesota,
Mississippi, Missouri, Montana, Nebraska, Nevada, New York, North Carolina, North Dakota,
Ohio, Rhode Island, South Dakota, Tennessee, Texas, Virginia, West Virginia, Wisconsin and
the District of Columbia) completed the survey and returned their written responses . Another
two states (South Carolina and Vermont) completed the survey by providing the information
over the telephone. Additionally, information related to seven other states (Arizona,
Connecticut, Delaware, Maryland, New Jersey, Pennsylvania and Washington) is included in the
survey results as sufficient public information was available to substantially complete the survey
questions . No responses were received from the remaining states (Alaska, Colorado, Georgia,
Hawaii, Kansas, New Hampshire, New Mexico, Oklahoma, Oregon, Utah and Wyoming) and
other publicly available information was not considered sufficient to answer the survey
questions .

It is also important to note that some states did indicate their responses represented the views of
the staffresponding and not necessarily those of the commission.
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OUESMON \ STATE Ual an s Arlrara Arkansas
1 Does

Me lien, No Y. Under consideration,
any nags or regubtians regard"
alfitaw transactions?

2 DoesMe scale, "Islavore haw No No Yes
any bas reBardnp a6ubte
bansacdana7

3 DeaaMealry'yes'alaagsto Consnlseon DocketaRE-0OWOG9 " -0165reouua
Vnesdasaland02 Relennces canpnieatofibacodedcanduasuDjea

bcomnkssion apprural.

Legisration WA M 1556 of 1999 General AsxmDly-
Relen",nces sectons2319103 and 23-1&205(6).

4 DesaMeanyYb'antaversto Ses,Docket 26t27. APSCbnw WA
Vaesbon5 61 and 62 considering an investigation into

reshudurYg Me electric citify Industry.

5 DesolDeany ~r WA WA Act 1556 reduces retail open access by
consideration' ansnews to 01 and January 1, 2002. Affiliate ales roust be
i2 developed and Implenentad no titer Men

90 days prior W Me date . BeMeen nav
and Men. Me necessary rub mating socket
will in .

6 Does Ere stab recognize Yes,sawdenafWatenbsare'ssuedM Yes, amAdaAsasCode 823.23168Role
confgantla6ly dsertllMe ands the APSC, this Issue v411 De considered . 13.05 of Me WTIrkealdrfe Rules of Rzctice
congegMe Mfmro0on7 amt Procedure.

7 ~apecift met" been
mandatedfaPricing thefoll wlng
OflIWb OarsSd0tiMS7 If ad .
deanme MemkMOa, me socket
a statute pwbbgthe manage,
am the reaSWrg for reWt4g me

' RodtdsandservicepvMW No No
ham me actuate to in . taw

Nd Yes,el lyalklf9ted006torfair N0
Age, Me Wily to
ge, tuctsanaaervkesprdstoed

the aINbtes mallet
value

" Capital same travelers fficn, Me NO NO
affiliate, to Me utMy

- Capig4lasset Macefcts6cur,Me No Yet. higher of cosiUrta0marWYdlue . No
ulitity to the anlate

s DpesMadxmmlasIMDasedb
auMp6yto

'pellMniud11sa011na(Omba Yes Yes Yes
reNaw of Me uWityy
'perform autiiboroffer foms,of No Yes
leviawofMea115bte7
'obtainaorosstobooksand Yes Yes
recontsoftDeudfiyf
'oblahxcessunbooksand No yes
records of on, affillate7

Rererences 6 Alabama Code 37-1-32 Min canmlaslon Des Me authonty to auoit
Evpbnabons gas . electric . vaterand sewer aNfes.

Implementation of Act 1556 WMe 1999
Arkansas General Assernbl,/ May after Me
tddbonal approaon Wconducting audus a
electric aides and affiliate trtnsaceons.

9 Does Me mnunisUm require an Yes, Memmmisabn can and does reduce Yes No
Independent such or revlei/7

an lndepmdentaudtafregWledutiluesat
as disaetion.

16 DOGS Me Cdmm6510n rranndb No No, wles will be developed as dn%18d M
reporting of Products and sauces Act 1556 of Me 1999 Arkansas General
aassel lrdnaen7 If so. ehat Assemdy.
knits a repasng b remded and is
Mare a stipulated threshold?
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DUEST70N % STATE Gllramb Cwtrecdcut Dalnwm

1 Does theMbcMmu5.4oehaw, Yes Yes Yes
any nabsaregubanu regarding
aifi9abtranveclbns7

2 DoesMesti legislature them, Yes
any laws regarding aaillate
tormentors?

3 Describe any yes' answersm Commission Derision 97-12488, as modified by D. mere is an appovea code of conduct for
claimants, ananda2 References 055-Acidlessgenerally. hoMng DellnarmPower &Lnght

companies and thek affAate.

Legisbe'on
Rebrences

<
Describe

any'no'answers m WA WA WA
Questions a 1 and 42

5 Desceeany'unaer WA WA WA
answersW#1 and

R

8 Does Me state recognizerecognize Yes . P000ode583andaCPUCGenerdl
conManaaOtyofswaiMreandlw Order prwmefarconfidenaalSave dme
campeoyelnfornadon7 peswingbwludgeagrees MetNbmatbn

mild 11e aonadenaal.

7 Haw spaces, meaedisDeer
mxlWataul orsnoring Me (allowing
alWabtrameactron57 lfm,
describe ore method, the allocated
or stahsle prwitleng the harder,
ane the reanonkng for mocking m
memos .

' RoOUas arkHMCI pmvme0 Yes. see FLrk V .H which proatae mrpving Yes. Manes servkes transfers are m he Yes. on a ace by ace basisWCAM.
from Meamastemalerob at nomser,ManWmarket value athe made at coalt or as otherwise

determined
by

lower of fully laaaedcolds; orfarMellot Me canonical AD other Products and
value (depeA00m doMe nature of MI seMces (trot Ehama services). arem ce
goads and sen,icaa) . ma0e at fair market vibe.

' Proauclxana xrvkes prpMded Yes. see Rule VA.. Pricing s generally at Yes. mr attired seiwces screamanm ce Yes . on a asp DyaceDace per CAM .
horn the rely m Me affiliates market unless no market exists. If no made at cost or as otherwise determined by

markaexists, moderateand~am thecammdslon. Aaomer(notforsMreO
priced at fully based cost plus 5% of direct seances) . are mbemade at farr market
labor. name

' Opal asYt trineld8 hoe ore tip. non-aapblMaaon s required do no yes , on a acre by case basis per CAM .
artaabm ma rutty Wdrq method s specified.See twee Ill . a.

1 .

' Carries asset aanama here de No. nw-disaiminaaon s reouked but no Yn, an a ose by case basis per CAM .
utility m the aMfiass poking method s speuifod .

e DoesMemmrlbabnlawMe
authMym:

'pMamaudaawaaerbmeof Yea Yes
rMewdmeWOty!
'perform surge, ororder,,forms of yes WCkar Yes
IMewoffafti m7
-obtain access bbooks and Yes Yes Yes
reams ofMeuUW
'rowngaesmbodaana Yes Yes Yes
ramrds of me afi®ab7

Reyereces6 the myonly audit or
EY/aararNrls Me books of de alNbm w11en Messue

invUwsMe wettare of Me retepyer.

9- DOESthlCOf111I6S1bllrgelrean Yes, anannual independent ouch Is Yes, an audit a required annually at No
NaepenaelteWawreMeW7 moored at Meslarehoben'expense.. See slarehokerexpeitse .

Rude VI . C F

-10 DoesMa commission mawb Yes, Rulas III-F and IV-H . There s n0 Yes Yes, Code of Conduct Proposas/DttlSians .
repo"ofproducts andawNas threshold. Theresanannual repwtiprequkement
or assetimnsfers7 If so. w hat :::
Isvam repormp Is request! and W
them a stipulated arreshom7
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W7ESTION 1 STATE Rpdda Idaho Illinois

1 Don IMdate nmn54an have No yes yes
any,Ass amgub0ons mgarmq
aeeets o-dosamms7

2 Dual theateteW6i61'abmbuyer NO YestknermnaWemtim Yes
any laws regamSiy afNate

'tmnsacans7
3 DmaMeanyWanvmrsM Canmnabn StatndadsofConduct forgasWild" - Dockets #960013 and #989035

questions #1 and #2 References Orders #26051 and #27799. wrkps Idaho
mudsaes

Legislation WA Idaho Code Section 81-610 Article VII and Section 161119
References

Describe anyTO- answers b The slab requires Met uWitymtelayersdo WA WA
questions III and #2 not subsidize Way opem0ons. Stan has

held awo workshops and am dmlaig
sea duke-no dale set orwR

5 Describe any Tender Idaho Code Sector 61-610 was proposed !LA
consideraW answers to #1 and to be amended by Senate Bill 115 a: Nil
#2 paned in Senate:~Mwn by sponsor in

tie House .

6 Does die amts rnxpnWe Yes, Me commlasidn has a confiamtiany Yes, sea Idaho Code Section 06307 and Yes, the commission WI provide adenute
eonfidentiaNyofsensidue,andor pmaasbymle . Fbridasudden; a6puate Section 4300D . Audi, seeRICRule protection forconfidenfialInformation fdM.
cmp~Mfommtl whats eomsidemE b be confiderU . See IDAPA 31 .02 01 .000 etii See Section~ ofMe Public tloilnes Act,

Scatter 386.093 .

7 Nay, specific meModa been
nmndaled for brand Mefor
an~nnsa~v Bad,

a6abrle covidkp the mandate.
and Me reasoning for rearing Me
method .

Products
and

sbWlMovided No No, these am not any mandated methods No. pricing of goods and serycess
from Ore amiable b the u7fiy Net wvrwlmethods taw been used on a addressed in Admen . Code Section 050.120

ale by can, basis . onaalebycase hands.

- Produce arowMma proNded No No No . primpa goods and services W
them Meof M MeaMmtn addresaeO in Admin . Cafe Section 050 .120

on a ace byow mss.

Capital asset transfers from Me No NO No
affiliate to Me utility

Captal asset vad51es from Me No No . gain on sale ddeprecate pmpedY No
uN6y to the afWte benefit ratepayers. Gains on wle of real

property benefitahamholders,

e
authority W:
'perform audsorother farmsof yes Yn yes
reylewaMeutialy7
perform audio a other forms of Yes Not pear Yes

mylew 01 Me ache?
Obtain accessMcould and Yes yes yell,

records of #le trw
- obtain access Wnooksand yes

Not
Ow, Yes

records of Me a601atei
Reyarences6 Strute366 .05 Idaho~esecoon6l-810. The
6pfanalkns cornmsslon befieves ids authority probably

extern b the back. and records for
affiliate "reactions.n. (tie Purpose d
Smote Bill 1153 wasb clarify authority .)

9 Does thecommtstionragWman No No No .hrny,ym,Memmmseionrequirna
independent audit amiybYR dermal internal auk.

10 Does Vm opmmacion mandate Yes. amwl f#rps are requ'vM mhowy'p No yes, sepuated threshom woes climaxing
reporting Mproducts andsaNces throshod802pendinyonMe nature and on size o1Wlityandtype oftransfer.
aaswt9amlers7lfso,wlat amount of Me transaction .
levela mporWQ s manned and W
them a snaYaled threshold?
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QUESTION ( STATE Indiana Novel NenOxky
1 Dasthesbteoommlssbnhave Yea Yes undercoraae2tlon

any Mies a regulations regarteg
affiamMwlsasticns7

2 DOesMe sfau leglclaurre More Yes YesUnder consmere0on No
any lass mpantrg alNfate
transactions?

3 DBSPrI9e anYl9a'anaaCSb CornMSSbn OM.M Cause norm era 41210.410D4 and -1. Adrian Code 19931
questkats#1alma2 lafercnoes 39597

Legisbbon Tue8.1-2<9enough 52 IowdC~Sections <76.71-.75, .78 WA
Relonswes

DfisOlbeanyM'artswerst0 WA WA
p irlowsY7anda2

5 Describe ary1Wer WA H .F.7<0-Wbetaken upbyleysebleM Thecommission has an open docketAO~
mrtsmerenon' Meaning, to f1 and the fall of 1999. 369. Docket bon cost auooEOn and
7R affllate transaction guidelines am code of

conduct foruu~ with afsmas .

8 Does die lone recognbe Yes. en05es=Y file for confi~Wl~~ Vas, loan Code SecWon 22.7 . Admin Code Yes . New stabtti s prescribe the process for
=fidenhaey of sensuft andter wbjecl b revbw Dy an Mminstrative Law Chap. 1931 p C-7, 39 eslabtishbg eanfidenual matbel . The
oompatrmhfanullon7 Judge. commissiondetemYnes~notedalis

confidential based upon the filing .

7 Havespecific Methods; been .
rlundated is pricing the fang
afmau bansaclbts7 If w,
describe, Me Method, die dockeit
a statute proaidrg die Mandate,
andf reasoning for requWg the,

- Products am service provded Yes, pricing is typimly associated lion Yes, sea lard Code /76 .78 and loan Yes, banter of products and services am
bd11 Me afdate M the utility negotiated setteMews on a Case by case AdMin Code 19331 . Products and services priced al the bier of cost a market

basis am Priced at fairrtledst value, or if not
available, fully Mentioned cool.

' Produclsamisnvicespmvided Yes.
pricing

'stypically associatedaiN Yes,Salowc,Coos 476.78andlowa Yes . transfer of products;
am

services am
tram Me uuNy ro Me ablates negouated arguments on a case by case AdMM Code 19311, Products and serapes Priced at Me higher of cost or MUL

basis am prised at fully distributed! cast.

'Capital asset, aanaas11 , 0mMe Yee,briLilgistypically associated wah Yes, seelaaa~e076.78and1. Yes. stands am
transferred

at cona .
seilab ro Me uNMy, nepanoted seMements on a case byace More, Code 19331 . Assets am transferred

bass at Me barer of book wlue wmarket value.

' Canals[ asset "nature tram Me Yes, wbkg la typically, sasaclated earth Yes, see Iowa Code i7&7a and load Yes, assets act trdnsfarted at cost.of no the afllae negotiated seMements on a case by case Admin Code 19931 . Assets are transferred
peaks at Me greslerof book value a Monett value .

8 Does the hi na,
sunnily, m:

' perform audts a other forms of yes Yes Yes
re~UMeuwXp
' perform audio aorta forms of Yes Yes Not Clear
matewafMeaffikate7
'book, aoceastobooks and Yes Yes yes
racai of ma UW
'oblastaccess tobooks and Yes Yes Not Clear
recaas of du~t

References 8 IRaa Code 076 .31 and .75 The commision has required access to
Eiwdnali booksam records of afthates in coatis

approvirp estatifishment of holding
companies otmaioruu~ .

9 Does Me com'nssron require an Yes. on a case by case bass. Yes, IWaa 4+0876.75 provides for an audt No
kldependentaudit a reNeW7 only if there s a good reason am not more

than ono! every three years . me cosi s Ill
be inthuded in rates,

10 Does Mecomminion mandate Yes. thresholds very on a case byace Yes. Me threshold sMe lesser of 650,000 Yes, m certain asks approving me creation
reportYtp of products am servlpes basis, or 5% of capital Nudy. Mnual him s of holdup companies, Me commission
aaaWtbansie u.what

dsw011ag Is required aMS
perrefeC[aaCOded76 .7d

and I
duheu

WgAUmM000eod
ef.
19331 .

esfabushedguldel0esandabnp
n'.gpilerrlelltska30rnearWtiIqnS.

Man,ere a supulaudMmwmurt
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B-6 COSTALLOCATIONANDAFFILIA7E7RANEAC77ONS

p1Esnom 1 STATE L~LM MAIM Marylaw

1 Does Me slate0.mlm5sion lave No Yes Yes
enl ones arepwaMae reWtdop
arttiame hansactbna7

3 Does me same epealure have No Yes
any laws regabin7 affbate
transactions?

3 Desotheanyyas'amwersto Commission Stan, COmmISSbnaulesCnapter364.820 Order No.7a03(seb"cost allocation
wesdons#1awn References principles andstandards 0CMductforGas

and elect ie utilities)

LwAssaven WA SateStatubs3SAMASA,Secuans WA
Refinances 707,708,713,714,715, and 3SAM.RSA

Section53205 32063207
4 Describe anyWanswers0 No rulernakVorlegilati6ntisforthnaNll9 WA WA

pue3COns Y 1 and 62

5 Describe any lndw WA WA WA
anskeabW arc4Mts tp61 and
n

6 Does the stale recopnlute Yes, LPSC ONer 831-p2 Yea, Me ccounnaion reguJarlY snares
confidentiality of sens MVeanam gotecWe seers onaMe byash basis.
mniInlamalbn?

7 view aped& MMOds been
wed or Pricing Me follo-ing
anate varsactions7 bad.
despbe the method, Mite docket
aameba prodding me nendate,
andMe reasoning for Mquirlogi the
method.

' Pmdla:b ark smitepVddad No yea. nubs rewire aervces be provided at
from me a6'lale Wthe alley market ores afuGyauoated cosh d

7aMtM2iMarealaYadade.

' Predu58n6aerJCaspmd NO Yes,NteateOUbeservkasbepmtAMb Yes .{okttcoslsaround beatorstedbased
Aanmeutimyameamurles mvkenatesaNINeIbabdcmaM on a fully distributed cost meMrodONY.

markmrates areeravalaw.. SeMttshomuuliybamuatewnhhocnad
be ma*eWby meuaiy and have value b
the aMMare transferred at market

'CCentelasset aanafwsMoor the, No yes Yes .Jointcosaslrouk0eada7tedWsed
alfl0ate to me utility on a NM oistiibuleo cost melhodolog

Assets transferred from an affiliate b a
parent entrust! be at me lessor of book value

wane. anerkat
Gppal asset transfers Iran the No Yes Yes.ldnt costs snouk oe adoated Wsed

UMWb the affiliate on e fully distributed cost methodology.
Assets transfeeed from vie parent m an
sciss raboundWatMlegreaterofbook
vab6 amake% rsrre .

a Doesdle(Rlrun6aknlaveNe
aumaoyb :

'perform audlladrometfor= Of Yea Yes
review OfMne uMtMk

' Derfam audtts a anwtome of Yes Yes
review dlMieaffglab7
'o0b~aaRSSmeOOaksaM Yes Yes
recalls Of me utidy7
'gbbh~a¢eSabDpdkBwk Yes Yes
reards Of me alMlab?

Rebnmces 6
E.Wlenadacs

9 Deer Mro maraesbn rewree an No Yes . Tacnnialy, an Inclependent audit a
endependentau®t areNeM not required but, the 00alin$NOn a recanted

b apisove ad atfdate transactions.

10 Does the mmm6slwn onndale Yes, Me Mueshdd a set at 1% of gross Yes, approval is required unless exempt by Yes, quartets eammgs repons are required .
recording of products and Services asses. See share Cmmision Owerel rue worder.
aasawtranslers7lfm,WTat Ordw11&B4
terns repuNnp fl requsea and b
mere

a
stimulated! mresndd7
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B-7 COSTALLOCATIONANDAFFILIATETRANSACTIONS

QUESTION k STATE NassacMSeM YIcNgan WVwsws
1 Does Me state cenaNSabnhava yes Yea Yea

amyrub OrregUlaA0n9 mprdirp
afibte transactmsi

2 Weuthestatelegislature hava You NO Yes
Ads AsrWardb9aMUate
transactions?
DeSalbe any yes' answers to Canmitcol 220 t7aR 12 .00 et se, Rate Case C X78.Ud920,1Y9197, Rata OrderEG999'CI-9&651, and ONerEG
quesllons#1am02 Rekances CamALY10149,tL10150 .andRate Cam 9991C490-1008

NIN 1662, N-11220

LSpabW, Minnesuts Rub 7825.1900 at and. . Minn .
Relafences Shwte 216B .C6

t DesoibeanY mo anroxerem WA U-11916, U-11290 -WA
quastbns C t and #2

5 Oesaaeanylrnde NIA See#4 NIA-
Consideration* 9nsweraW#1 and
#Y

8 Does the cab reoognae No - -No -Y
com6deeaatyodusionYeanaa
CompetimR In/dnalbn7

7 Haw Specrflc Shallots bell
mandaled

for
Pionp me1dkwfrg

SfiWbOinSiL4d197 If so,
desMbeme msmod,me docket
area prmWn9 me mandate,
and me mandating for assuming

the

memod.

- products and standee provided Yes, a50bles may pfmlce seMces bme No, however, serums from me alfi8ab to Yes, m04h fuAy alkloted msmrt, A
Bar are afi6ate fo me way utiNy at a price no ,neater man market me utility as priced at me lessor of fully required, m certain Armed drturnsbnm5

mooted cost s 10% p- market YaWe. maemenal costing may be permitted .

' Products and eerVYY3 preNded Yes, me utility may pacnAce Services b an N0 . however. narkul infoanation, Ievankal Yea, thaph fully a0ooled mating b
Font We uu*bmeamlbfes afrefa8tn01amthanfully allmted,bat InfamuGOnaother data

transferred from required, in cartel limited cinsamb,mrs
Me uElllytotheafilbteispdaedatm9 bcremenatdesangmayhepennitted .
higher of cost a market

' Capital asset transfers
firm, Me Yes, an Affiliate may transfer assets bme No . however, assets trnsfened from the Not aware Of any

7emafe SC me uWay, unity at a rake no greater Man market. affil,b the drilyate pnaed at me kywer
Of rest or nadcet.

' Gpealassd transkre Iron Me Yes, me utility on eartster assets (m ales) N0 . however, assets transfer fromma Yes, determined on a caseby case toons,
utuy So rice alflseb et higher of net book o market wWe utility to me affiliate are prmd at Me higher

affiliates . of cost or market

e ~me consolidation haveme
aumaly tc,

Yes Yes Yes
ninnies, of the ublfty?
'Perform a~or0merforms Of Yes No yes
revbwameafiWte7
'radar somas; m books and Yes Yes Yes
reconds cad da u8l
-obtain access bbooks and Yea No Yes
mto*s04AMaSAab7

Rearenosa See GLCledSecbon85 MCLd60.55and .56,M~22.5an0 .6, Minnesota SOWS 21613 .10 and 2168 .12
Eylmadbns USOA po 226B, 260B.w8. 35&359 and

360-353

9 Doesmeaamdsslm require 3n NO Yes. aude, as required b anyas case . No
IMepdMenlaudltarevbW!

10 Does me mnmssbn mandate Yes, utiae5 must maintain a kgb be Nod Yes . me mreahdd is $100,000 for . . .et Yes, ma 5 only required on a case, by case
repomnp of products and services annually-no Under Man Jan. 150 ofSAM eansbre . Commission notmoeon a aria .
ofassettranslem7 Hao,what yorfameaesiousyeer. required 30 Says gior b transfer.
bwa alreponkg a reWbBd and ts
mere a etipubbd mreahdC7
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COSTALLOCA77ONANDAFFILIATE TRANSACTIONS

OUEST10N 1 STATE Nbafa519y Ialssaod Monlam
i Does theeeatepOmml5510rhhaye No Under ooroadgrabort yes

anyMWaregutatau regarding
amastransactions?

2 Does Met slat, legislature haw No - Yes No
any beet regarr9rq affiliate
baraadi,rs7

3 DBSoribeany74a'atgvRrSb Comnyssbn Docialt If D97 .7,90 .
Order

5M
Onestnrule1and! :52 Rakrencces

begieleybn WA MefWANStatutes, TtiaXXV .Capta388
~krences

d Describe any bo'answesb WA ThelepbtaWiessnotaddressing standards
Guestlen3 g t and 02 of conduct

5 DesclbeanyLnoer WA RBIesluwbBOnwbmittediprweenent WA
COn51002t10r1' aAywelab all and and areawe" COnerklalarh anal order.
A2 Rules are ecoectad b UoSely mMaMe

stab statute.

a Does the state recognize Yea. MeCOMMONWh has awe provdbhg b Yes, per Me proposed rules : as wm"nuy Yes. utilities may leltoe5ta protectiveorder
confidenmltyofsensibveandlw wnfpentalilyWtMeuWitieSmdyfik mandated. No specnlconsiderdtion ftQMMewmmssbnforsensitiveand
conlpeftha oformafian7 order. deemed necessary at mi5 time. compeggve nformetbn.

T Nawspoc8hcmeMadsbaen
mandatelfforWIWBhglhefollowing
aifi0abbansKEwts? IPSO,
,105C08 Me Me dmkCt~In~w

,AdIy
ood,

USGbteVMn9MemndaW
and me reasoning for rebutting Me
mod".

' Pmdudsan41service PVMW No Yes. PerwpppaMrola5an051aW1e No
man Me 211111312 b Me Many 388 .756.3 . Products and se nnoes priced at

the lesser of tab rnartet wipe a fully
dis rOuted costs .

'ProdudsandaervlcesproWed No Yes, Per propoeedWI9sandStabte No
mom MeuptytoMeasks 386.758.3 .Phoductsand peaare

puled at be Orearer olfar market sloe a
n0y disbbuied cosh .

' Capital~b7nsf6a from Me Nc Yes, WPrOPose i rules and Statute NO
affiliate 0 the Mthly 388 .756.3 . Asset oansles are eked atMe

Ie53erNet, macketvawa,w(AydsMWted
GOSb .

'Capital asselMinisters from Me No Yes, Per proposed rules and Statute NO
Way w"af9ate 386.7%.3. Asselbansfd5arapdceOalMe

greater of fair wdcet value a fully

Mecorrelation new Me

cosh-fbibuted

awMOmy0.

'Perfolmaudborotlkrlonnsol Yes Yes yes
revaw of f oaayl
'Patfarnaudforodlertones of Not Clear Not

Clear
NO

revlewoftal8uab7
' ebhM same bOooka and yes Yes yea;
records of Meuw
'Obtahaetasstobedsand No Not Clear No
scads of Mea8gnb7

References d PaSunStatute. the canmtssbnk alb. TMe 69, Chap 3, Part 706 of the Montana
EglBlafRN3 b pMfwmsodasOfp21Poes. Code 3aIhcodSMa connotation bId5p8d

books, acconunts.Inpers, recalls and
memorarhGad any peak Mary.

9 ~themNNetionrowirean No No yea, mecrxnnnssbnA3ameduMalyto
IndepenentauW w Ia~ leanhlnelaudit affiliate tahr5apbpea and

would do it 9 It a In Me context of a ate
o eand mere was a mewed need .

10 ~Che wmnAStipn mandate Yes, 51,000,000 or more. Nprveva,au Yes, must be reported on or before Man], Yes . r&Gubb, reporting as pan of aflntes
repamq of products end servk65 balSfers are reported by bables m aboe 75th annually. No threshold has been set at aMWI reocrtbMe c01nTieabn
~tiault typeaform . Matime .a

swatted
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COSTALLOCATIONANDAFFILIATETRINSAC77ONS

ODD 1 STATE Nebraska Nevada me. Jense,
1 Does Orodate mimYs,UMhene YesNnderconsidembon yes 1 .1nder consideration

any news a reguiaeons regarding
affiliate transactions?

2 Does the state a;ZWm have Yea Yes
amy taws regarding afmm
trameWOnYf

7 DescriteanyWansaersto Contraction ConlmissionOmMSC2044andG1830 Docket aAC1997-583<, 2/i0980Ner
oreae0ns01andQ References

Legitil" A .B . 366 (1997) and S .B . C58 (1%9) WA
Aferences

4 Describeany~anavemto WA WA WA
questions; # f and 92

5 Desttibaarry~ CortmussicnOrder U2044,(L~5% WA WA
COnsldereGWan6avrsto#tand! 150)

6 Does the state 18cognac No Yea. Me Wn tra men 1136 established rides
confidentiality of sMWMandfor for long of purpanediy aoprietary
compedaminfomehbn? M1Ormatlon .

7 Have specific methods bate
ngnoahed for taking ft foaoMn#
afi9ateo-ansaceons? lfsp,
describe the method. Me docket

Memandate.
ono the reasoningreasmpq for requiring the
rne8lod

' RndclsaM smNCepmNded No Yes, affiliate Mu"products and senmea Yes, priced at n0 higher Man fair market
their, me afiaate m the ua61Y are gkedMMekmerot test or market value.

' pmdud7a and senluse pmYlded No Yes. UGMymemote products and services Yes, aMBe at no tow er Men fahnotion
enter Me ufihym Me affiliates are piowl at Me higher of cogamarket. value.

- Capital asset Wafers from Me No Yes Yes, priced at Me Mater of pool, value or fair
aftf% to Me uuey mah.Nyahfe.

- Caporal asset Marshes enter Me 1 , 10 Yes Yes, added at Me higher of pooh costa fair
ulfityM the affiliate market slue.

6 DoesMecammicsknhavaMe
authority Ux.

- performaudits aother farthsof yea yes yes
reNearof the utlllyy
'perfomaudboromafamsOf MtClpr yes
revba o"atfium?
'oOtaMacpssMbeoksarW Yes Yes yes
nmds of Me uWHyl
'OptaMamessmbooYSand NotCkar Yes
record, of Me afUte?

RsmrentesB Auditskeviewotaffgbteafatwryosesa ConunsSldnaWaWitaffilaMpansacWns
lF.Wanaffons regulatingMeWltyonty. atleasteVpytwoymre

e pcesMemmmsspnremukean 1 ,10 Yea Yes, auditsareperfumedatMe nefies'
4gepMdentauditareNeWf ameue anddiedeveryMroyears.

10 Does the WrmYSaMnmaMahe No Yes
reporting of products and vertices
drasselhansfers? lrao.ahat
keel of reporting is reOUkein and is
Mmea &baatad Mreshdd7
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COSTALLOCATIONANDAFFILIATE TRANSACTIONS

QUESTION \ STATE New Yak North Carolina North Dakota
1 DcesMesaammNSadnhava Yes No No

anyrulesamcrs regudtrig
alfieata hansac6ms?Ir?

2 DcesthestaaNpWabrrehave NO Yes No
any taws regarding aaWate
nansacdais?

3 Desalbdallylea'arkm1e15tp CevnSsKt New York Suits ConsV4datedLaos. Public Hashistorically beenadrenal onaability
questions Ad sM#2 krences SeNke,Anode 6,Sections; 66andtlp . try U" bass& When Merger applications, am

Also, Title 16 . Chapter I, SubMapNr D, Pad filed .
61, Section 61 .6 and Part fl . SubchapWr F.
Pad 166. Seolbon 166.10

Legloatbn WA
References

0 Describe any -no. assassins; b None Pending
questions s I and a2

5 Descdbeanytmf WA WA WA
mnskeapon'ansrerl and
era

6 DoesMe s1 alO recagntrq Yes, a Records Access Officer rules on Yes, if Uallenged, Cieubtity pas Vie low0en Yes, 6lere are sandorytade seae
mnadenaalyof sen4neandfor requests for confidential beaNwnL ofpreofmsnwMatcertaMinbmwtion Protection prosvionsWanytypeoffiling
conlpatNe information? namable eofdMpal. Confidental w1N sensitive intorrlsuurn.

infonrcapal s subject to the stales Public
flOOD'Us Act. NG .G.S . Section 132-1

7 NaveapacficmeMadsOafln
maMatsd for pricing Me folksoom
aRNate~nsa*Ons? Von .
describe me method . Me docket
asable prowling the mandate .
andMe reasoning for requiring Me
method.

' Pmducta and service provded Yes, demanded ana ease by cars pasts. Ves, the odes lave peen esaefWied od a No
Mom Maa6Wa1e m Nit d06y case by case bass astir, Me boo lame

utidbes abler ona generic base
(asymmapkprkm-loxerofmarketorfully
centered! costs).

' Products and servbm provided Yes, dalerrnined on a case by case basis. Yes, Me rules have been esaWSneO on a No
Mom Meutmy to the affiliates weby qse basis ad"', trend) large

uasy9eetherthananag,nedcpzss
(asymriebic pricing -higher W marketa
lulydsMWteECasts?

' Capital asset transfers from Ms Yee, determined on a case by case basis. Ves, Me roles nave peen asapaeheE on a No
afpat9 to Me Wi y case by case base, w5M Me Mmlame

utilities rather Man on a generic basis (lower
o(coNoravdatketvaNe)

' Capital asset Muslims Man Me Ves . Cemnwled On a case by case palls . Yes. Me rules nave been esabOShed on a Yes, slat, taw provides Mat a public wtiry
aeubmlneaMeme osebyosebasLo~lhenwarge maynordsposeoftNibleproperty valuM

utilities, rather Manonagenakbasis at $500.000 or more xgnoutcommtsson
(ngn0rofmstaakmarketValue). appridai .

a Does the commission lave the
aulnorayb:
'Perform audrLsorofterformsW year yes Yes
revbw of Me uWtyl

'perbnnaucillscrolnerforlrsof yes Yes No
review of thB2(0eaa7
'opaMaaessbbooksatd yes yes, Yes
rends of fire uaIXyR
'obtain

access, Mbooks and yes Yes No
records of Me aaeate?

References a Na iDakotatawtwitstheconurission
Einsanac(ass boxerb investigate ore methoES and

practices of public udiifies, and b require
LDMOS of rascals, rates. classifications,
etSOdates and Other kffpnnatbn deurad by
Mecommicabn reading to an investigation .

e Does Mecnwasl require an NO No No
Independent dude aryls?

10 Done 018mmreeebn mardaa Yes, Theres no Willmandate, Yes, enunes mast Nit copies of contracts Noreporting of products and serNCes however, saftement apremwnts generally and Moirannual report (not a 6enedc rub.
arassetaansters? Ifso,otat require some form of reporting. dinner on a case by case basis).
tam of repwwg sm~ aM e
thema stipulated threshok?
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COSTALLOCATIONANDAFFILIATETRANSACTIONS

OUESTION 1 SrAre ONO Pannsyvanla RhoW wand
1 DOe9 Me #ate Cgellbsbr haw yes Dndewnsibenmn NO

artyNIBaamnsregatBnp
affiliate transactions?ctionclbris7

2 Does MesarslegWawrehave LAdermnsideaOOn - Yes
any laws reprwng elders
Mansaaepnsa

3 Desgnbeany'YWanswetsto CannOsmn
questions Otands2 Fefinenses

LegitetiGn WA 3&1-27 .6 and 39327 through 3433o of
frsmnces Me Genersl Laws d the SWN of RhOde

Istand
4 Describe any Wanswersin WA WA

questions Aileron

5 Describe anyNinder Legisatbnumerconsiderabon . -ACan - WA
caraldembOn'answersmi1and expected by June 190
112

6 DaestaWrstavgNae Yes,mformaeonskdascornedenlalgeb Yes. ROW12(g)
con6den0aGlyofsensNwanNa Oen6dentplteanent
atnpeMnelntanatpt7

7 Have spedlb nielhods tern
mandated fa0dti4 tre mlOwitG
deters hansacepts7 .lf so,
despbeMemNtW.MdOWnt
a estwldm tea matMat
andt IOe

Me
reasonep brepumng tlMa

rneM00.

Predu0baM504109provided Np.llaweVer,prabasebynestcoals. Yes No
Main are afftets m the utgty some methods have been nandaNd.

' Products end eRWbes pOvlded No, howeaer. o n a base by case basis. Yes. generaly prised at the higher of cost NO
ham bwmety m the amtams some mathoas nave been nandated . a nark¢L

'Gptat~lrzbbrsfranthe No.honeva.onatasetymabsts. No
alfi9aw m Me udty some methods haw been mandated .

' Caplbl assn eansbrs ban Me No. however, on a east, by bass
basis

No
utility m Me aWate same methods have men mandated .

6 Does the cormussbon have Me
autmdty, to :

'pefonnaudibOroMaform of yes Yea
review Of MeWW
pwtbm Maine, Or other for= Of Yes Yes,

rewewdnteamuaba
'seam ease m wokeaM Yes Yes
records mft uwdy7
'obbMapgssmDOOksatd yes Yes
rearda of the alNab7

s ulrent sbertes cow 9~ Me ammbaion 39330 of the GwentLaws of the Sea ofHaters.
Espbnanbns authority RAOdelsand

gocumeobeon. banner
mmvrsegendnewapntz

ew
given me record aaesvasPlablaccess

toa

touksant s
for

mnsautions uvoNirp
twWentinBgte4ps

s .

9 DoesMemmaalonrequeaan Yes No
IndeWdwtaudtorrevleW7

10 DOea the corlmbaian mandate Yes. r equirement is on a base by base basis Yes. threshold b set at greater Man $500.
repwapofpo0udsandaeMces dugntese"prore0urea Rebrencrs :39Y28OfMeCienerelUwsof
a~tanabrs'1 11 ao.whal Me State u1 Rhode island .
level OfMpONW is requeed and is
tare a stpueteE MRsnoH7
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COSTALLOCA77ONANDAFFILIATE TRANSACTIONS

QUESTION k STATE South Car01W South Dakota Tmnsssee
I DoeslhesbteIMUnIIS.40nhate No Yes Yes

any nses orregulatons regarding
affibtstransactions?

2 Does tosal9legitimate have No Yes No
arty laws regardi aifilga
trarsacaons?

d Descents, anywammin m b Co mN,ssivl - -Docket FF3126 Final Order on Phase I of United aties Gas
WeslbnsAland#2 References CompanysInceomePhen(distantd2=i01

Leprsiafbrs WA
References

4 DidumbemrInd'anamers0 Order U-931 outlined afNiaemiss relMkg WA TennesaeeRegulatory Authority s
W~ 41 and o2 Io SCANA arld is athletes considednp affiliate miss for ad pas and

electrlt Companies

5 Describe mylunaer WA WA WA
cmsdereton'arlswersto#1 and
112

6 Does, thesmmrecognoe Yes Yes, ARSO201"1 :39 Yes. cunpaniesrequest mnfi0mtul
mngdarrSawy of serlsmve anlaor treatment on an as needed Oasis.
mnwJirm mmmatdn?

7 Havespec methods been
mandated for privrp Me follmolnp
offeatio, confections? IfW.
desafoe the Miami me docket
orseampmvidnp Me mandate,
and the reasonkp for reglWp the
method .

' Products and smoke prevlded No Yea. ccud Man in Docket F-3126 provided No
hen Me alfllba ro Mauwily topkMpetchmarkM Valee .

' PeWUC6andSBhYespmNded No Nc No
ham Me UWgy to toaW6W

' Capigl asset transfers hen the No No No
afilab to to awry

CaptalasdmmundaneebomMe No Yes No
mildly to

the
9Mm

a Does Me commlasbn have the
aut hody to :

- perform auftaaother kamsof yes yes Yes
revaw of Me ut sM
'perform audits a Goner form of Not Clear No No
re dew of Me affillata?
- obainaccess bbooks and yes, Yes Yes
neomds as the uwiy7
- occur,r,access abooks and! Not Clear Yes No
mounds of on, affiliate?

References 6 Thacomm651mfeeaatasMeaeMeny SDGLS49~,A1and19.1
Eaplana~s

necessary
0neewdocumenatonrelated

aMe afhate imnsactions .

9 Does the Wmdsebnreeuirean No No Yes. transactions, ~Mafgdatedamaudited
Mependent

audit
a revleW? In coniunclon wteMe actin cost

adjustment of Me pumhasm gas
ad' siment role.

10 ~Me~~b SCANA is meaked bMe annually and M22 No Yes, Me company ones Mento n suffidmty
repwang of produce and sOmICCs are MnesMlds in pace reading to asset detailed records such Mat complence won
aassettranafere?Ifw.whal transfers. mesa guidelines car, go, verflied at my time
kssJ of MPMfop a mcumcl and is
urea a adpulated wedhdd?
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APPENDIX C-Examples ofCost Allocation and Cost Assignment

Thefollowing are examples ofhow companies currently assign costs to both regulated and non-regulated affiliates.
The examples also reflect how the services are provided (i.e., by the parent and/or utility or through a service
company) and how the costs ofsuch services are assignedor allocated.

1 . Example of Exempt Holding Company with No Service Company - Services Provided to
Affiliates by the Parent and/or the Utility

Employee time is coded directly to specific projects . Direct labor is fully loaded (i.e ., includes all
labor costs such as employee benefits and payroll taxes) and allocated to various functions and
operations, including both regulated and non-regulated based on time reports.

Corporate and departmental overhead costs are accumulated and allocated to affiliates using a
three factor formula based on assets, employee numbers, and O&M costs excluding fuel .

The concept of fully allocated costs is an important one. For example, if a service is provided to
a non-regulated affiliate by a regulated utility and the non-regulated affiliate is only charged for
the direct labor associated with providing the service but none of the related labor overheads or
other overheads of the utility incurred in providing the service, then the costs of providing the
service are understated . Even though the direct labor costs of providing the service to the non-
regulated affiliate are charged below the line (i.e., to non-regulated operations), since the total
costs are understated, the non-regulated affiliate receives a subsidy from the regulated affiliate
providing the service because labor and other overheads remain above the line (i.e., to regulated
operations) at the utility .

The following is an example of a fully loaded or fully allocated labor rate calculation . Employee
benefits and payroll taxes are allocated in an amount equal to an overhead rate multiplied by base
pay. The overhead rate is equal to employee benefits plus payroll taxes divided by base pay .

Fully Loaded Labor Rate = $20 x 1 .384615 = $27.69 per hour ;
($27.69 per hour x 2,080 = $57,600)
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Annual Base Pay (Direct Labor) = $41,600 - 2,080= $20.00 per hour
Annual Employee Benefits = $10,000 - 2,080= $ 4.81 per hour
Annual Payroll Taxes = $ 6.000 - 2,080= 2.88 per hour
Total direct labor, employee benefits and
payroll taxes 57 600 27.69

Employee benefits

Overhead Rate taxes
=

plus payroll = $16,000
= 384615Base Pay = $41,600



11 . Example of Exempt Holding Company with no Service Company - Services Provided to
Affiliates by the Parent and/or the Utility

Identified costs of administrative and support services provided to the non-regulated affiliate's)
are charged to the non-regulated affiliate's) . As an example, the affiliate is charged for a portion
of accounts payable costs based on the number of invoices processed using an estimated standard
cost .

Costs for corporate governance which cannot be specifically identified and directly assigned are
allocated based on labor dollars . For example, the non-regulated affiliate would be allocated a
portion of the corporate governance costs based on the ratio ofthe non-regulated affiliate's labor
costs to the total company labor costs .

HI. Example of an Exempt Holding Company - Services Provided to Affiliates by a Service
Company

Each project is identified by a project number and a description ofthe activity (service) provided .
A billing method for allocating the costs associated with providing the service to the affiliate
receiving the service is also assigned to the project .

Costs are therefore allocated or billed based on an analysis of the activity or service provided and
the recipient of the service . For example, the cost of services related to developing and
administering employee records and systems are allocated to both regulated and non-regulated
affiliates based on the number of employees in each affiliate to total system employees .

IV. Example of Registered Holding Company - Services Provided to Affiliates by a Service
Company

A Project Costing System uses project codes (PC) to accumulate and allocate costs . A project
code in the Project Costing System is established when a department or functional area begins a
new process, project, or initiative and the department is required or wants to capture the costs
associated with the new activity separately. The PC contains a descriptive title for the project
and is assigned a billing method, which may directly bill one legal entity, or allocate costs to
several affiliates . The PC also contains a description of the PC, including its overall purpose, the
primary activities to be performed, the products or deliverables expected, and an explanation of
the billing method selected . The PC may accept actual and/or budget costs including overhead
costs . The PC contains information as to which legal entities may use the project code . If the
charges billed under the PC are to be billed to a specific account, state, or product, those
requirements are entered on the PC to ensure that charges are billed correctly . After charges are
accumulated in a PC, they are either directly billed or allocated through the project billing
process .

The billing method assigned to a PC ultimately determines which affiliate(s) will be billed for the
project . Project costs are distributed based on the allocation percentage for each affiliate (legal
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entity) covered by the assigned billing method. Exhibit A provides a hypothetical example of
Project Codes used for billing or allocating services to affiliates .

Exhibit A

The following is a hypothetical example ofProject Codes for billing or allocating accounting services to affiliates :

Project Code Description

	

Bi11in2 Method (allocation factor)
- Allocate to all companies
- Allocate to all regulated companies
- Allocate to all non-regulated companies

Billing Method Example - How the Charges are Allocated

Project Codes

	

4

	

Billing Method 4

	

Charges to Client Company

Proiect Code

	

Billing Method
AI001 Accounting Services

	

1- Allocate to all companies

A1002 Accounting Services

	

2 -Allocate to all regulated companies

A1005 Accounting Services

	

5 -Directly assign to CompanyB
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- Directly assign to Company A

- Directly assign to Company B

- Directly assign to CompanyX

7 - Directly assign to Company Y

- Allocate to CompanyA andCompany X

- Allocate to CompanyA andCompany Y

0- Allocate to Company B and Company X

1 - Allocate to Company B and Company Y

2 - Allocate to all regulated companies and to
ompany X
3 - Allocate to all regulated companies and to
ompany Y
4 - Allocate to all non-regulated companies and
oCompany A
5 - Allocate to all non-regulated companies and
o Company B

Client Company
Charged to all companies based on each company's
ratio ofrevenue, assets, and employees to total
system revenues, assets, and employees
Charged to all regulated companies based on each
regulated company's ratio of revenues, assets, and
employees to totalregulated company revenues,
assets, and employees
100% ofthe project costs directly billed to regulated
CompanyB

COSTALLOCATIONAND AFFILIATE TRANSAC77ONS

A1001
A1002

Accounting Services - All Companies 1
Accounting Services - All Regulated Companies2

A1003 Accounting Services - All Non-regulated 3
Companies

A1004 Accounting Services -Bill directly (100%) to 4
regulated Company A

A1005 Accounting Services - Bill directly (100%) to 5
regulated Company B

A1006 Accounting Services - Bill directly (100%) to 6
non-regulated Company X

A1007 Accounting Services - Bill directly (100%) to
non-regulated Company Y

A1008 Accounting Services - Regulated Company A 8
and non-regulated Company X

A1009 Accounting Services - Regulated Company A 9
and non-regulated Company Y

A1010 Accounting Services -Regulated Company B
and non-regulated Company X

AlOl l Accounting Services - Regulated Company B 11
andnon-regulated Company Y

A1012 Accounting Services - All regulated companies
and non-regulated CompanyX

A1013 Accounting Services - All regulated companies
and non-regulated CompanyY

A1014 Accounting Services - All non-regulated C1C1t1
companies and CompanyA

A1015 Accounting Services - All non-regulated
companies and CompanyB



Another example would be a PC established to capture the costs of providing transmission
engineering services to all of the affiliated regulated operating companies in the system. Based
on the descriptive title contained in the PC, a billing method (allocation factor) would be
assigned to allocate costs to the regulated operating companies for which the service was
provided and the costs were incurred . In this example the billing method (allocation factor)
could be transmission line miles . The project costs for the transmission engineering services
provided would, therefore, be allocated to each of the regulated operating companies based on
the ratio of each operating company's transmission line miles to the total transmission line miles
of the entire system .

Once the charges billed to each affiliate for a transaction are determined, the respective affiliates
receiving the services record each transaction amount to a designated FERC account and record a
corresponding payable for the amount due to each affiliate service provider . The receivable and
payable balances are relieved when each legal entity pays its affiliates for services rendered.

The project billing system insures that : services are always billed at cost ; every affiliate that
receives the service, and thus causes and/or benefits from the cost in the PC, is appropriately
included in the allocation of costs; and since each PC has only one billing method associated
with it, all affiliates that receive the service are charged at the same rate for a given PC, therefore,
the cost for a given unit of service is equal for all affiliates receiving the service .

Billing methods (allocation factors) either directly bill costs to affiliates or allocate costs based
on an SEC-approved formula. Billing methods (allocation factors) are assigned to a PC based on
the driver of the costs (cost causation principles) and the services received by the affiliate(s) .

Therefore, all services performed under a PC are allocated among affiliates using the same
criteria. Each allocation formula is developed or based on data for each of the participating
affiliated companies such as number of employees, number of customers, kilowatt-hour energy
sales, transmission line miles, distribution substations, etc . The use of a single billing method
ensures that all affiliates causing costs to be incurred and receiving the service pay an appropriate
portion of the costs. This also ensures that the affiliates are, in total, charged no more and no less
that 100% of the costs for services provided under the PC.

	

Also, the use of a single billing
method, which is assigned based on cost causation principles, ensures that each affiliate is paying
the same per unit price for the same service, and that the prices charged to one affiliate are no
higher than the prices charged to the other affiliates for similar services .

V. Example ofRegistered Holding Company - Services provided to affiliates by a Service
Company. Company has Public Service Commission approved CAM and Code of
Conduct.

A Company uses a fully allocated costing method for assigning costs to services and products .
As an example, certain employees can be specifically attributable to a particular business or
service and directly aligned with an operating company. Under the full costing approach, the
indirect labor costs such as fringe benefits, employee taxes, and building space are also included
with the direct labor costs in performing services . Under a Company's accounting system, these
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costs are determined based on standard rates, known as activity type prices which reflect full
costs. Exhibit B provides an example of a standard cost calculation for an activity type.

The following exhibit shows how activity types are used to charge an internal order. The example shows
an electric distribution resource cost center performing pole maintenance services . The activity price is
set based on planned standard costs for the resource cost center. The total planned costs, listed on the left
hand column, are divided by the available hours to determine a rate . Available hours typically exclude
vacation time, sick time, or other "lost time".

r Plavved Stavdard Co a ls

Labor Is Ov<sbeads
Materials & Supplies
& Related Overheads
Fleet
Building Space

Total Costs

Total Cost

	

=

	

Activity
rAVailable Hrs

	

Type Price

Total Hours

Less :
Vacation
Holidays
Lost Time
Training

Available Hours

Variance

Exhibit B

Example ofActivity Types

Activity Type
Standard Costing Example

(35,400)
15 Hr

	

SI,s00

In the example, a crew charged 45 hours at $120 per hour ($5,400) to replace poles maintenance services
on an internal order. At the end of the month, the order would "settler" along with similar orders to the
T&D cost management function within the regulated delivery business line .

The variance or residual of $700 in this example could be due to several factors . It is anticipated that not
all costs incurred in a resource cost center will be used in determining an activity type . An example is a
contractor's costs charged to a Resource Cost Center which does not relate to services provided by that
Resource Cost Center. If the residual is due to a variance between actual and planned costs used in
developing the activity type rate, the rate will be revised if the impact is significant . Residuals would
"roll up" to the Cost Manager level (one level above the resource Cost Center), and become part of the
overhead costs ofthe Business Group.

The primary goal of attributing costs to the correct business groups is accomplished through
direct assignment ofspecific costs, typically employees and related costs, to cost centers residing
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Cost Center statement mtereal o*e<*a

IN, (A,tuals)
Labor . . . � , . . . . ., .$4,200 Replace Poles
Materiala . . . . . . . . . 400
Fleet . . . . . . . . . . . . .. 500
Sq . Ft . . . . . . . . . . . . . . 1,000 M aintevance
Total $6,100 Services

OUT : (Cross-chase 0
Std .) Standard (Activity Type)
Maint . Services (Activity

Costs 10Hr $1,200
Type) (Activity Type
45 Hr ® S120 per Hr Price) 20 Hr $2,400



within the various regulated and non-regulated entities .

	

Therefore, the majority of operating
costs incurred are directly reflected in the individual operating companies .

Certain shared services (e.g., accounting, finance, human resources, engineering, legal),
performed mainly by the Service Company cannot be directly aligned within individual
operating companies . These shared services are charged to individual companies based on direct
charging for specific identifiable services and through allocation for those shared services
benefiting multiple operating companies . For services that are shared (i.e., allocated) between
companies, cost allocations are based on relevant cost drivers for each type of shared cost .
Employee Benefits Plan Administration is an example of a shared service because the service is
performed for all of the system companies (i.e., all companies within the organization), both
regulated and non-regulated . The costs of administering the employee benefits plan must be
allocated to the system companies so that each company is allocated or charged a representative
portion of the costs incurred based on a relevant cost driver or activity. In this example, the
relevant cost driver is the number of employees because the costs incurred for administering the
employee benefits plan are dependent upon or "driven by" the number of employees in the plan.
Each company within the system is appropriately billed or charged for its share of the costs of
administering the employee benefits plan based on the ratio of the number of employees in each
company to the total number of employees in the system .
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APPENDIXD - Transfer Pricing Policy Choices: Pros and Cons
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METHOD PROS CONS

Prevailing Market Price " Captures actual market demand and " May not exist for certain products and services
supply conditions " May not always reflect conditions consistent with a

" Preferred method according to economic robust competitive market
theory because prevailing marketprice " Prevents utility-affiliate umbrella company from
simultaneously reflects suppliers' costs of receiving the benefits of scope economies because it
production and consumers' measure of forces an "arms length" transaction between the
value affiliate and utility that would normally be internal

" Compatible with comparable pricing,
price to affiliate comparable to price for
an third party competitor

Fully Allocated Cost " Familiar to regulators because of " From an economic perspective, the incorrect
extensive historical application threshold price for detecting and defining cross

" Typically considered by regulators to be subsidies
fair to consumers of regulated services " Prevents utility-affiliate umbrella company from

" From an economic perspective, receiving the benefits ofscope economies
eliminates cross subsidization because the " May prevent or discourage otherwise economical
affiliate bears some of the fixed costs utility-affiliate transactions that can benefit

" Incorporates identifiable and verifiable consumers ofregulated and non-regulated services
costs

" From an economic perspective, the " Does not permit the benefits of economies of scopeIncremental Cost proper threshold price for detecting and that arise from the transaction to be shared with
defining cross subsidies regulated services customers

" Avoids discouraging or preventing " Deviates from traditional regulatory cost-based
economically justified utility-affiliate pricing rules developed for utility services
transactions . Competitors may find it more difficult to compete

against a relatively more efficient affiliate
" Sensitive to changing market (supply and " Leads to discrimination in pricing across customerNegotiated Price demand) conditions classes and within customer segments
" Avoids economic distortions caused by " May not be viewed by regulators as fair to all

rigid transfer prices consumers ofregulated services
" Pre-approved by the commissions " Can be burdensome ifthey do not allow prices to be

TariffBased Price " Allows for the up front resolution of quickly modified .
issues " May prevent or discourage otherwise economical

" Nondiscriminatory since all customers utility-affiliate transactions that can benefit
enerall a the same rice consumers ofregulated and non-re fated services

Asymmetrical - Higher of " Ensures that no cross subsidies will flow " Incompatible with comparable pricing
between utility and non-regulated " May discourage otherwise economical transactions

Cost or Prevailing affiliate " inconsistent with normal cost-based regulatory
Market/ . May lead to less regulatory oversight pricing rules for utility services
Lower ofCost or " May go beyond necessary measures to address cross
PrevailingMarket subsidy concerns
Pricing " Potentially higher cost-of-service for utility

customers


