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TESTIMONY SUMMARY 

ARIZONA PUBLIC SERVICE COMPANY 

DOCKET NO. E-01345A-03-0437 

Mr. Johnson provides policy level testimony which summarizes the Settlement process, provides 

reasons which support Staffs conclusions that the Settlement Agreement is in the public interest 

and addresses several general policy considerations. 

Staffs remaining witnesses will provide a detailed summary for each applicable subject area; by 

contrast, Mr. Johnson’s testimony addresses the Settlement from a policy perspective. Mr. 

Johnson concludes that the Settlement Agreement is fair, balanced and in the public interest. Mr. 

Johnson asserts the following as support for Staffs conclusion that the Settlement Agreement is 

in the public interest: 

Staff believes that the agreement is fair to ratepayers because it precludes 

inappropriate utility profits and results in just and reasonable rates for consumers. 

Staff believes that it is fair to the utility because it provides revenues necessary for the 

utility to provide reliable electric service along with an opportunity for a reasonable 

profit. 

Staff believes that this proposal balances many diverse interests including those of 

low-income customers, the renewable energy sector, DSM advocates, merchant 

generators and retail energy marketers. 
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I .  

Staff believes that the Agreement is in the public interest because it allows APS to 

rate base the PWEC Assets, which are the generating plants originally built by APS’ 

affiliate, Pinnacle West Energy Corporation, at a value significantly below their book 

value. 

Although the Agreement calls Ldr rate basing the PWEC Assets, it also ac resses 

potentially anti-competitive effects associated with such rate basing. The Agreement 

adopts a self-build moratorium, provides for a competitive solicitation in 2005, and 

requires Staff to conduct workshops to address future resource planning and 

acquisition issues. In addition, the rate design section encourages general service 

customers, which are the customers most attractive to new competitors, to shop for 

competitive services by adopting cost-based unbundling for generation and revenue 

cycle services. These provisions are intended to promote competition. 

Staff believes that the Settlement eliminates long, complex litigation by resolving 

issues associated with prior Commission decisions that are currently on appeal (Track 

A and certain rate case issues). If the Agreement is approved, these appeals will be 

dropped. 

Staff believes that the Agreement promotes the public interest by facilitating the 

provision of reliable electric service at the lowest reasonable rates. 

The Agreement provides additional discounts to low-income APS customers, 

increases funding for advertising these discounts, and increases funding for APS’ 

low-income weatherization program. 

3 



The Agreement sets forth a comprehensive DSM proposal, which is intended to foster 

the development of new DSM programs. Significantly, the DSM section of the 

Agreement also includes provisions to ensure that DSM expenditures will be 

reasonable and that the Commission will be able to maintain appropriate oversight. 

In its application, A P S  requested a rate increase of almost 10 percent. This increase was largely 

associated with the Company’s desire to rate base the PWEC assets. Staff opposed rate base 

treatment of the PWEC assets thereby eliminating approximately 6 percent of the overall 

percentage increase. 

We did that because, in our opinion, APS had failed to demonstrate that its request to rate base 

the PWEC units at a value of $889 million was warranted. We also stated that, if the 

Commission were inclined to rate base the PWEC assets that the amount allowed in rate base 

should be no more than the current value of the units, which we suggested was below their book 

value adjusted to reflect the value lost in foregoing the PWEC Track B contract. Under the 

Settlement Agreement, the PWEC assets would be rate based at a value of $700 million which is 

substantially less than the $889 million valuation as of the end of the test year. 

Staffs decision to support rate basing the PWEC units is largely the result of the reduced 

valuation of the generation units, the ability to retain the benefits associated with the Track B 

Contracts, and enhancement of competitive wholesale and retail opportunities. Additionally, 

Staff considered the rebuttal arguments advanced by APS, particularly the testimony and 

analysis of Mr. Ajit Bhatti concerning: 

Resource additions for A P S  

Higher efficiency and off-system sales associated with the combined-cycle units 

Resource Planning 

Market value of PWEC units 

4 



While much more persuasive than APS’ original arguments, absent the benefits identified 

previously, Staff would oppose rate base treatment of the PWEC assets. 

In concluding that the Settlement Agreement is in the public interest, Mr. Johnson notes that the 

Agreement addresses and resolves all of the main rate case issues, provides sufficient revenues 

and return for APS to maintain reliable electric service and results in rates and charges which 

Staff believes are just and reasonable. 
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I .  

TESTIMONY SUMMARY 

ARIZONA PUBLIC SERVICE COMPANY 

DOCKET NO. E-01345A-03-0437 

The proposed Settlement Agreement is in the public interest not only because it 
represents a consensus of the vast majority of the parties, but also because it provides long- 
term benefits to the customers of APS and the citizens of Arizona. The reduction in the value 
of the Pinnacle West Energy Corporation assets included in rate base is a permanent 
reduction that will benefit customers for many years, until the assets are fully depreciated. 
The proposed increase in Demand Side Management spending, if approved, will have long- 
term effects by reducing APS’ need for new generation. The provision requiring APS to 
issue a special RFP for renewables in 2005 is a positive step toward providing long-term 
improvements to the natural environment in Arizona. 

Among other reasons that the Settlement Agreement is in the public interest is the 
elimination of certain court cases and the end of the preliminary inquiry, allowing affected 
parties to shift their resources to more productive ends. Furthermore, if adopted, the 
Settlement Agreement will fbrther define APS’ role in electric competition in Arizona and 
creates opportunities for merchant plants to sell power to APS. Finally, the Settlement 
Agreement is in the public interest because it settles, once and for all, the issue of the $234 
million write-off (and possibly more) and APS’ request that ratepayers pay for its reversal. 

APS’ application requested an increase in revenues from its customers of $175.1 million 
including a proposed additional Competition Rules Compliance Charge (“CRCC”) of $8.3 
million. Staffs direct testimony recommended a net reduction of $142.7 million which 
included a $7.4 million CRCC surcharge. The direct testimony of the Residential Utility 
Consumer Office supported a decrease of $53.61 million. Arizonans for Choice and 
Competition recommended adjustments to APS’ request that resulted in a revenue 
requirement increase of approximately $25.0 million. Ultimately, the parties agreed to a base 
rate increase of $67.6 million with an additional CRCC surcharge of $7.9 million, for a total 
increase of $75.5 million. 

By supporting the Settlement Agreement and its benefits, Staffs movement from its 
recommended revenue requirement decrease in its direct case to the $75.5 million increase 
resulting from the Settlement Agreement is significant. The revenue requirement impact 
from ratebasing the Pinnacle West Energy Corporation assets at $700.0 million, by itself, 
increases Staffs recommended revenue requirement by approximately $76 million. The 
adoption by the Settlement Agreement of more current fuel and purchased power expenses 
increases the revenue requirement proposed by Staff by approximately $34 million. The 
negotiated capital structure and cost of debt and equity levels also had a significant effect, 
increasing the revenue requirement by approximately $35 million. Similarly, the resolution 
of depreciation issues and nuclear decommissioning expense issues results in an increase to 

2 



Staffs revenue requirement position of approximately $33 million. The main body of Ms. 
Jaress’ testimony sets forth the rationale for Staffs adoption of these adjustments. 

The listed amounts do not total the entire difference between the revenue requirement 
derived from the Settlement Agreement and the revenue requirement in Staffs direct 
testimony. It is important to remember that the revenue requirement reflected in the 
Settlement Agreement and adopted by Staff was derived as a result of consideration of 
specific revenue impacting adjustments non-revenue impacting adjustments. 

I 3 



BEFORE THE ARIZONA CORPORATION COMMISSION 

MARC SPITZER 
Chairman 

WILLIAM A. MUNDELL 
Commissioner 

Commissioner 
MIKE GLEASON 

Commissioner 
KRISTIN K. MAYES 

Commissioner 

JEFF HATCH-MILLER 

IN THE MATTER OF THE APPLICATION OF ) 
ARIZONA PUBLIC SERVICE COMPANY FOR A ) 
HEARING TO DETERMINE THE FAIR VALUE ) 
OF THE UTILITY PROPERTY OF THE 1 
COMPANY FOR RATE MAKING PURPOSES, TO ) 
FIX A JUST AND REASONABLE RATE OF ) 
RETURN THEREON, TO APPROVE RATE 1 
SCHEDULES DESIGNED TO DEVELOP SUCH 
RETURN, AND FOR APPROVAL OF ) 
PURCHASED POWER CONTRACT ) 

) 

DOCKET NO. E-01345A-03-0437 

SUMMARY OF 

SEPTEMBER 27,2004 STAFF REPORT 

OF 

MATTHEW ROWELL 

IN SUPPORT OF THE PROPOSED SETTLEMENT AGREEMENT 

NOVEMBER 5,2004 



STAFF REPORT SUMMARY 

ARIZONA PUBLIC SEVICE COMPANY 

DOCKET NO. E-01345A-03-0437 

On August 18,2004, a proposed Settlement Agreement of Arizona Public Service 
Company’s (“APS”) pending rate case was docketed. That agreement contained 
proposed resolutions of issues regarding the treatment of Pinnacle West Energy 
Corporation’s (“PWEC”) Arizona generation assets. The agreement also contains several 
provisions that are pertinent to competition in the wholesale and retail electric markets in 
Arizona. 

The PWEC Assets 

The parties to the Settlement Agreement agreed that APS should be allowed to 
acquire and rate base the following PWEC generating units: West Phoenix CC-4, West 
Phoenix CC-5, Saguaro CT-3, Redhawk CC-1, and Redhawk CC-2 (collectively, the 
“PWEC Assets”). In order to recognize the ratepayer benefits associated with the Track 
B contract, $148 million of the PWEC Assets’ value will be disallowed, which results in 
an original cost rate base value of $700 million as of December 3 1,2004. 

The Settlement’s resolution of issues regarding the treatment of PWEC’s Arizona 
generation assets represents a departure from the primary position taken in Staffs direct 
case laid out in Mr. Harvey Salgo’s February 3, 2004 testimony. However, the 
Settlement’s treatment of the PWEC assets is largely consistent with Staffs alternative 
recommendation (also laid out in Mr. Salgo’s February 3, 2004 testimony.) Specifically, 
Staffs direct case suggested the alternative of rate basing the PWEC assets at a reduced 
value. 

Staffs direct case was driven by our belief that A P S  did not put forward a case 
that would justify inclusion of the assets at full book value. APS’ direct case justified 
inclusion of the PWEC assets based mainly on, what Staff would characterize as, an 
equity argument, i.e. that Pinnacle West Capital was damaged by the Track A Order and 
thus rate basing the PWEC assets was justified. Staff did not believe that such an equity 
argument was sufficient to support the inclusion of assets that would have a revenue 
requirement effect of approximately $100 million. 

Mr. Salgo’s testimony pointed to several deficiencies in APS’ direct testimony, 
the most important of which was that APS’ proposal did not account at all for the value 
of the Track B contract between PWEC and APS. Mr. Salgo also indicated that APS had 
not established that the PWEC assets were the most efficient option available for reliably 
serving APS’ customers’ needs. In APS’ rebuttal case, witness Ajit Bhatti presented 



several economic studies that support APS’ contention that the PWEC assets were in fact 
an economical choice. For example, Mr. Bhatti’s rebuttal testimony demonstrated that 
the choice to build combined cycle plants rather than combustion turbine plants (in spite 
of the combustion turbines’ lower capital costs) was justified by the greater efficiency of 
combined cycle plants. Additionally, the responses to APS’ last formal request for 
proposal did not indicate to Staff that the market would provide a superior alternative to 
the rate basing of the PWEC plants. 

What primarily drove Staffs decision to agree to the terms of the settlement 
regarding the PWEC assets was the agreed upon rate base value of $700 million. This 
represents a discount of $148 million from the assets’ end of 2004 depreciated value. 
The $148 million is a reasonable estimate of the value of the Track B contract and 
represents a long term benefit to APS’ customers. The $148 million adjustment will have 
a downward impact on APS’ revenue requirement in every rate case the company will 
file with the Commission in the foreseeable future. Staff believes that rate basing the 
PWEC assets, within the context of the other provisions of the Settlement agreement, is a 
good deal for APS’ customers in the long term. 

Resolving the PWEC assets issues ends a long standing dispute between APS and 
the Commission which allows both APS and the Commission to spend time and 
resources on more positive endeavors such as DSM, the promotion of renewable 
resources, and the development of competition (all of which the Settlement agreement 
also supports.) 

The $234 million write off 

The Settlement Agreement provides that A P S  will not recover (now or in any 
subsequent proceeding) the $234 million write-off attributable to Decision No. 61 973, the 
Commission order that approved the 1999 APS Settlement Agreement. This is not a 
deviation from the position taken in Staffs direct case. 

Competitive Procurement of Power 

The Settlement Agreement includes provisions intended to enhance the wholesale 
market in Arizona while still protecting retail customers. APS agrees that it will not 
pursue any self-build option having an in-service date prior to January 1, 2015, unless 
expressly authorized by the Commission. This provision does not prevent APS from 
purchasing a generation plant from a merchant or a utility. 

A P S  will issue an RFP or other competitive solicitation(s) no later than the end of 
2005 seeking long-term future resources of not less than 1000 MW for 2007 and beyond. 

The Commission Staff has agreed to schedule workshops on resource planning 
issues that focus on developing needed infrastructure and developing a flexible, timely, 
and fair competitive procurement process. 



None of these provisions are inconsistent with Staffs positions put forth in its 
direct case. However, APS’ commitment to these pro-competitive provisions did serve to 
mitigate Staffs concerns regarding the rate basing of the PWEC assets. 


