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MEMORANDUM

In a letter to the Parties dated March 7, 2005, Commissioner Gleason requested a
definition of the phrase “reasonably estimated market price of conventional resource
alternatives” as provided in Paragraph 69(g):

Renewable resources must be no more costly, on a levelized
cost per MWh basis, than 125% of the reasonably estimated market
price of conventional resource alternatives.

He asked the Parties to address the following issues: 1) the conventional resources
to be considered, 2) the basis by which the market price of those resources will be
estimated, and 3) the party or parties who will be responsible for making the estimate.

This memorandum has been circulated among the signatories to the Proposed
Settlement Agreement, and it represents the Parties’ joint responses to the questions that
Commissioner Gleason identified.

1) What types of conventional resources should be considered?

When evaluating whether to enter a purchased power or other agreement for
renewable resources, APS should analyze the avoided energy and capacity costs
associated with the types of conventional generation resources that might ordinarily be
used to meet its demand in the future. These conventional resources include natural gas
fired combustion turbines, natural gas fired combined cycle plants, coal fired steam
plants, and possibly integrated gasification combined cycle plants depending upon
existing and projected circumstances at the time of bid evaluation. These various types
of conventional resources may be either obtained by APS through wholesale contracts or
owned by APS.

2) How will the market price of these conventional resources be estimated?

The estimated market price of these conventional resources should be defined as
APS’ avoided cost of procuring or generating power. To estimate the avoided cost of
procuring or generating power, APS should separately analyze the avoided energy and
capacity costs associated with the life-cycle costs of these resources.

Energy value is the avoided cost of fuel and fuel-related costs (and/or energy
purchases from the wholesale market). To estimate avoided energy costs, APS should
use its production cost or similar modeling capability to identify the mix of conventional
generation resources (including market purchases) that would be displaced by specific
renewable energy resources with specific operating characteristics, taking into account
APS’ hourly, seasonal, and long-term supply and demand circumstances. The energy
cost of those displaced resources depends on the operating characteristics of the units
(heat rate, ramp rate, operation and maintenance costs, forced outage rates, and scheduled
maintenance) and/or the contract terms of market purchases. The energy cost also




depends on the forecast price of fuel for the displaced units. APS will consider the
following factors when forecasting fuel prices:

--Fuel and power costs specified in existing contracts;
--Forward prices for electricity, natural gas and, if appropriate, coal;

--Forecasts of electric prices, gas prices, and, if appropriate, coal prices,
considering factors affecting future prices, such as growth in the demand for
natural gas and the uncertainty in such forecasts. APS will review multiple
forecasts, such as those provided by commercial vendors and by the Energy
Information Administration.

To estimate avoided capacity costs, APS will forecast future capacity values
based upon current market prices and on estimates of the costs of building new peak,
intermediate, and baseload fossil-fueled capacity. To determine the capacity value of a
particular proposed renewable resource, APS will incorporate the expected availability of
that resource in its production cost or similar models to determine how much
conventional capacity could be displaced by the renewable resource at various times of
the year.

Capacity value is a supply and demand function that captures the variability of
customer demand and the ability of a generating resource to respond to that customer
demand in a reliable and timely manner. Therefore, the avoided cost of capacity must
reflect the fact that the value of capacity varies hourly, with typical seasonal swings.
Individual renewable generating projects will have different patterns of energy output and
different levels of predictability. As a result, the avoided cost associated with any
renewable energy project will be project-specific.

3. Who will be responsible for making the estimate?

APS will be responsible for supporting the calculation and applying the method
during its review of renewable resource proposal applications. The method will be
reviewed with potential bidders during the renewable RFP pre-bid conference specified
in the Settlement Agreement, and post-evaluation results will be available for the
Commission’s review on a confidential basis.
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Original and 13 copies of the foregoing

filed this 18" day of March, 2005, with:

Docket Control

Arizona Corporation Commission
1200 West Washington

Phoenix, AZ 85007

Ey of the foregoing mailed this
day of March, 2005, to:

Thomas L. Mumaw

Karilee S. Ramaley

Pinnacle West Capital Corporation
P. O. Box 53999, MS 8695
Phoenix, AZ 85072-3999

Kimberly Grouse

Snell & Wilmer

One Arizona Center

400 East Van Buren
Phoenix, AZ 85004-0001

Jana VanNess

Manager, Regulatory Compliance
Arizona Public Service

Mail Station 9905

P. O. Box 53999

Phoenix, AZ 85072

Jay L. Shapiro

Patrick J. Black

Fennemore Craig, P.C.

3003 N. Central, Suite 2600
Phoenix, AZ 85012

Attorneys for Panda Gila River

Raymond S. Heyman
Michael W. Patten

Roshka Heyman & DeWulf
One Arizona Center

400 E. Van Buren, Suite 800
Phoenix, AZ 85004

Attorneys for UniSource Energy Services

Lawrence V. Robertson, Jr.
Munger Chadwick, P.L.C.
National Bank Plaza

333 North Wilmot, Suite 300
Tucson, AZ 85711

Attorneys for Southwestern Power Group 11,
Bowie Power Station and Mesquite Power

IS

Walter W. Meek, President

Arizona Utility Investors Association
2100 N. Central, Suite 210

Phoenix, AZ 85004

Scott S. Wakefield

Chief Counsel

RUCO

1110 W. Washington, Suite 220
Phoenix, AZ 85007

C. Webb Crockett

Fennemore Craig, P.C.

3003 N. Central, Suite 2600

Phoenix, AZ 85012

Attorneys for AECC and Phelps Dodge

Theodore E. Roberts
Sempra Energy Resources
101 Ash Street, HQ 12-B
San Diego, CA 92101-3017

Greg Patterson

Arizona Competitive Power Alliance
5432 East Avalon

Phoenix, AZ 85018

Major Allen G. Erickson

AFCES A/ULT

139 Barnes Drive, Suite 1

Tyndall AFB, Florida 32403-5319
Attorney for FEA

Michael L. Kurtz

Boehm, Kurtz & Lowry

36 E. Seventh Street, Suite 2110
Cincinnati, OH 45202
Attorneys for Kroger Company

Bill Murphy

Murphy Consulting

2422 E. Palo Verde Drive

Phoenix, AZ 85016

Consultant for Arizona Cogeneration Assn.
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Michael A. Curtis

William P. Sullivan

Larry Udall

Martinez & Curtis, P.C.

2712 North Seventh Street
Phoenix, AZ 85006

Attorneys for Town of Wickenburg

Timothy M. Hogan

Arizona Center for Law in the Public Interest

202 E. McDowell Road, Suite 153

Phoenix, AZ 85004

Attorneys for Western Resource Advocates
and Southwest Energy Efficiency Project

S. David Childers

Low & Childers, P.C.

2999 North 44™ Street, Suite 250
Phoenix, AZ 85018

Cynthia Zwick

Executive Director

Arizona Community Action Association
2627 North Third Street, Suite 2
Phoenix, AZ 85004

Coralette Hannon

AARP Department of State Affairs
6705 Reedy Creek Road

Charlotte, NC 28215

Rebecca C. Salisbury

56™ Fighter Wing JA

7383 N. Litchfield Road

Luke AFB, AZ 85309-1540

Attorney for Federal Executive Agencies

Eric C. Guidry

Western Resource Advocates
2260 Baseline Road, Suite 200
Boulder, CO 80302

Jeff Schlegel

SWEEP Arizona Representative
1167 West Samalayuca Drive
Tucson, AZ 85704-3224

Jay 1. Moyes

Moyes Storey, Ltd.

1850 North Central, #1100

Phoenix, AZ 85004

Attorneys for PPL Sundance and PPL
Southwest Generation Holdings

Robert W. Geake
Arizona Water Company
P. O. Box 29006
Phoenix, AZ 85038-9006

Andrew W. Bettwy

Bridget A. Branigan
Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, NV 89150

J. William Moore
Attorney at Law
1144 East Jefferson
Phoenix, AZ 85034

David Berry

Western Resource Advocates
P. O. Box 1064

Scottsdale, AZ 85252-1064

James M. Van Nostrand

Stoel Rives, LLP

900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

Jon Poston

AARP Electric Rate Project
6733 East Dale Lane

Cave Creek, AZ 85331

Katherine McDowell

Stoel Rives, LLP

900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

George M. Galloway

Arizona Competitive Power Alliance
900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

Nicholas J. Enoch

Lubin & Enoch, P.C.

349 North Fourth Avenue

Phoenix, AZ 85003

Attorneys for IBEW Locals 387, 640 and 769

Marvin S. Cohen

Sacks Tierney, P.A.

4250 N. Drinkwater Blvd., 4™ Floor

Scottsdale, AZ 85251-3693

Attorneys for Contellation NewEnergy, Inc.
And Strategic Energy, LLC
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Jesse A. Dillon

PPL Services Corporation
Two North Ninth Street
Allentown, PA 18101

Paul R. Michaud

Michaud Law Firm, P.L.C.

23 Crimson Heights Road
Portland, CT 06480

Dome Valley Energy Partners

Robert Annan

Annan Group

6605 E. Evening Glow Drive
Phoenix, AZ 85262

Theodore E. Roberts
Sempra Energy Resources
101 Ash Sreet, HQ 12-B
San Diego, CA 92101

Sean Seitz

President

Arizona Solar Energy Industries Association
5056 South 40" Street, Suite C

Phoenix, AZ 85040

David Crabtree

Teco Power Services
P.O.Box 111

Tampa, FL. 33601-0111




