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I. 

Q. 
A. 

Q* 
A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

INTRODUCTION AND SUMMARY 

What is your name and business address? 

My name is Lee Smith, and I work for La Capra Associates, 333 Washington 

Street, Boston, Massachusetts. 

On whose behalf are you testifying? 

I am testieing on behalf of the Arizona Corporation Commission Utilities 

Division Staff. 

Did you file direct testimony and Surrebuttal Testimony in this Docket? 

Yes. I filed Direct Testimony on February 8,2002, and Surrebuttal Testimony on 

March 13,2002. 

What is the purpose of this Supplemental Testimony? 

This testimony will present my recommendations to the Commission, summarize 

earlier testimony, and incorporate certain new information which has been 

provided since Staff Surrebuttal Testimony was filed. 

What were the central points of your original testimony? 

I testified that I found that Citizens should have known that there were significant 

problems in the Old Contract that could result in Citizens’ power costs rising if 

market prices increased. Testimony by me and Mr. Smith also explained that 

Citizens should have known that market prices could rise significantly in the 

summer of 2000. I testified as to several actions that Citizens could have taken 

but did not take, finding that Citizens did not take appropriate steps to mitigate the 

potential for dramatic price increases. As a result, I recommended a disallowance 

of the under-recovered power costs. In addition, although Citizens testified that it 

believes it had been overbilled under the Old Contract, it has not pursued two 

potential overbilling issues to the fullest. I recommended that Citizens should be 

required to defer collection of the amount of dollars that could be disputed until it 
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Q. 
A. 

Q* 
A. 

had made every effort to obtain relief from FERC or the courts, and that it not be 

allowed a carrying charge on this amount. 

Please summarize Citizens' requests in this proceeding. 

Citizens is requesting several changes to its Purchased Power Fuel Adjustment 

Clause (PPFAC). These include: 

1 .  a factor that would collect $87 million, over 7 years, of under-recovered 

fuel costs (resulting from its Old Contract) plus additional under- 

recoveries incurred under the New Contract, resulting in a total under- 

recovery by December 2002 projected to be $121 million, with a carrying 

charge of 6%, 

2. an increase in the basic factor to reflect the fixed pricing in the New 

Contract with APS, and 

3. a small increase in the basic factor to reflect increased transmission costs. 

The foregoing, taken together, result in an adjustment factor of $.030852. 

Please summarize your recommended response to Citizens' requests. 

My recommendations include: 

1. a denial of $7 million of costs that could have been avoided by reasonable 

actions by Citizens, 

2. a deferral of $70 million of disputed charges until Citizens fully pursues 

its claim that it was overbilled according to the Old Contract, 

3. an increase in the PPFAC to collect the remaining under-recovery under 

the Old Contract, of $10.3 million, over 2 years, 

4. a small increase in the PPFAC to cover increased transmission costs. 

I also recommend that the PPFAC not be increased to cover power costs under 

the New Contract until the Commission has fully addressed this contract 

under a separate proceeding. 
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Have these recommendations changed from your earlier testimony? 

Yes. My original testimony recommended that the PPFAC be allowed to increase 

to reflect the higher costs of the New Contract, but also that the prudency of this 

contract be addressed in the Company’s next rate case. In this testimony I am 

recommending that the PPFAC not be increased to cover under-recoveries fi-om, 

and higher ongoing costs in, the New Contract. In addition, I am now proposing a 

shorter recovery period for the amount that I am recommending in this proceeding 

for recovery. 

Please summarize the reason for these changes in your recommendations. 

New information has raised additional questions regarding the prudency of the 

Company in signing the New Contract. In addition, since an additional six 

months has passed, the amount of under-recovery due to the New Contract has 

increased. This makes me more reluctant to recommend recovery of these costs 

from customers when the Commission has not approved the prudency of the 

underlying contract. My recommended recovery period has been shortened, 

because the total amount for which I recommend immediate recovery has been 

decreased. 

THE PROBLEMS WHICH GAVE RISE TO THIS PROCEEDING 

What was the initial problem that gave rise to this proceeding? 

Citizens’ power bills rose dramatically in the summer of 2000, so that its existing 

PPFAC did not recover costs. 

What gave rise to the original large undercollection? 

The Old Contract with APS included floor price provisions which became the 

provisions beginning in 1998 and caused the contract prices to increase 

dramatically, particularly in 2000 and 200 1. Beginning in May of 2000, these 

price increases caused Citizens’ bills under the Old Contract to increase 

dramatically, such that the PPFAC and the amount of power costs recovered in 
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base rates did not recover billed power costs. This under-recovery persisted 

through May 2001. 

Q. 
A. 

What has happened since June 2001? 

In July 2001, Citizens and APS entered into a New Contract, replacing the Old 

Contract (new pricing provisions were retroactive to June 2001). This New 

Contract, while addressing some of the concerns with the Old Contract, also 

results in costs well above that which are being recovered within the current 

PPFAC rates. In addition, it provides APS with the ability to reduce its costs, but 

not Citizens’ costs, by running the Valencia units. 

Q. Please summarize the pricing issue that gave rise to the undercollection 

under the Old Contract. 

The pricing provisions of the Old Contract were interpreted differently by APS 

and by Citizens. The Contract contained nominal prices, as well as a minimum 

price. Until 1999, Citizens had been charged almost entirely on the basis of the 

nominal prices in the contract, for which the PPFAC provided adequate 

compensation. The floor (minimum) price\ was based upon APS’ System 

Incremental Cost (“SIC”). Citizens interpreted the SIC as referring only to 

market purchases that were made by APS to lower system costs. However, 

according to APS’ interpretation of the contract since 1999, when APS requires 

purchased power to meet its obligations, the power is purchased in the market and 

this influences the floor pricing. In other words, to Citizens the SIC should be 

based on economic purchases and to APS it should be based on reliability 

purchases. Economic purchases can never be priced higher than the incremental 

cost of APS’ most expensive generating source, whereas there was virtually no 

upper limit to the price of power purchased for reliability purposes. 

A. 

111. WHY CITIZENS SHOULD HAVE TAKEN ACTION TO MANAGE ITS 

POWER COSTS 
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You have testified that Citizens knew it was likely to be exposed to market 

prices, and that it should have anticipated the possibility that market prices 

might increase. What would have been the basis for this knowledge? 

In the fall of 1999 APS rebilled Citizens for power used during the previous 

summer, utilizing its reliability definition of the SIC. Citizens protested this 

definition, but APS did not agree to change its methodology. The combination of 

two things -- ample evidence that APS would need to purchase power to meet 

load in the summer of 2000 and a contract interpretation which resulted in 

Citizens often paying prices based on APS’ most expensive purchases -- made 

future market prices crucial to Citizens power costs. Under these circumstances, 

managing power costs should have, at a minimum, entailed analysis of future 

market prices. 

What did Staff testimony indicate about market prices during the year 2000? 

My testimony and that of Douglas Smith demonstrated that there were numerous 

signs in late 1999 and early 2000 that market prices to APS in the summer of 

2000 were likely to be high. The indicators that suggested this included rising gas 

prices, low hydro resources, and increasing load throughout the West. Obviously, 

Citizens could not have known for certain that market prices would be much 

higher than normal. However, by early spring of 2000, it should have known that 

there was a reasonable possibility that power costs would be much higher than 

historic costs. Discovery responses from Citizens make it clear that the Company 

was aware that fuel prices and supply shortages would influence market prices. 

Has the Company demonstrated that it should not have known that prices 

might be much higher? 

No, it has not, even though it introduced in the Rejoinder phase a former 

California Public Utilities Commissioner, Patricia Eckert, as a new witness to 

testify on the power market. Ms. Eckert testified that the California electric 

restructuring plan failed, and that there were no indicators “. . .well into 2000 that 

the spikes in power costs would occur in the summer of 2000.. .” (Rejoinder p. 9- 
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A. 

10). She further listed 9 conditions that caused the increase in power costs. 

These 9 conditions included 6 that were known prior to the summer of 2000, 

including “Political failures to address the need for bilateral contracts”, “Low 

hydroelectric production”, “no significant new plants built in California during 

the prior fifteen years”, “Material increases in California’s population”, “Strict air 

quality management.. .”, and “Policy changes to a preference for public power 

over IOUs”. None of these conditions should have been a surprise to anyone in 

the power market. Ms. Eckert’s other three conditions include the “hot muggy 

summer”, “impact of the failed California restructuring plan on the western states 

power grid”, and the “failure of the WEPX and the CAISO structure.” While the 

former could obviously not be known, the possibility of a hot summer would have 

been obvious, as would the impact of a hot summer on load. Ms. Eckert does not 

mention one other significant cost driver, that is increases in gas prices, for which 

there were advance indications. In any event, the issue is not whether the high 

prices could have been foreseen with certainty, but, rather, whether there was a 

reasonable chance that there would be high prices. 

Mr. Avera also argues that the Company could not have known that prices would 

be high in the summer of 2000. He opines that markets are driven by differences 

in forecasts, which he seems to think explains how Mr. Smith “. . .was able to 

construct a mosaic of other data that would be suggestive of tightening of power 

supplies in the West.” (Rejoinder p. 6) 

Have these Company witnesses demonstrated that Citizens could not have 

anticipated that price increases in the summer of 2000 were likely to be a 

problem? 

No. Ms. Eckert’s testimony, as that of other Company witnesses’, is also off 

point, suggesting that it was acceptable that the Company did not act because it 

The Company continues to mischaracterize Staff testimony, as in Mr. Breen’s Rejoinder “Ms. 1 

Smith’s statements that Citizens should have expected the high prices that occurred in the summer 
2000.. .” (Rejoinder p.6) My testimony was that Citizens should have anticipated the likelihood that 
prices would be high. 
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did not know with certainty how bad things would get. The Company did not 

have to know how high prices eventually became to be concerned. It knew it 

could be seriously exposed to market prices that were higher than the nominal 

prices it had been paying. There was ample evidence that there was a reasonable 

likelihood that prices could increase, and that the increase could be significant. 

While Mr. Avera implies that Mr. Smith referred only to a select few pieces of 

data, in fact Mr. Smith referred to data regarding most of the major drivers of 

electric market prices. Mr. Avera does not point to countervailing data that 

suggested that gas prices were falling, that hydro supplies that were depleted in 

the spring were likely to become plentiful in the summer, that additional 

generating supplies would come on line between the spring and summer of 2000, 

or any other data that might lead to a forecast of flat or falling prices. 

CITIZENS DID NOT TAKE APPROPRIATE ACTION 

You have testified that Citizens knew that APS believed it could charge 

market prices to Citizens, and that Citizens did not effectively address this 

problem. Is this still your opinion? 

Yes. Although Citizens was aware it could be charged market prices for at least 

some of its load because of the ambiguities in the Old Contract, the only action it 

took with regard to managing its f h r e  power costs, prior to April of 2000, was to 

attempt to persuade APS that Citizens’ interpretation of the ambiguous terms in 

the contract was correct. Around April 2000, Citizens also attempted to negotiate 

a new contract. 

Does the evidence indicate that Citizens fully pursued its disagreements over 

the interpretation of SIC language? 

No. The Company has indicated that prior to the summer of 2000, it never even 

prepared any estimates of the impact of SIC pricing, even though it knew that 

SICS might be crucial to its power bills. The “debate” over this issue has existed 
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31 Q. 

fi-om when Citizens first was rebilled in the summer of 1999. Citizens did not 

take the issue to either FERC or the courts, leaving it in the position of continuing 

to pay bills based on what it believed to be an incorrect interpretation. 

Has Citizens indicated why it did not pursue litigation regarding the 

interpretation of its contract? 

Rebuttal testimony by the Company indicates that it believed that such litigation 

would have a low probability of success. Mr. Flynn’s Rejoinder Testimony stated 

that he ultimately concluded that litigation would not have a high chance of 

success. However, as this advice was not proferred until the spring of 2001, it 

provides no additional insight as to why Citizens failed to pursue litigation earlier. 

(Rejoinder p. 3) Mr. Flynn further stated that he would not advise a company 

“. . .to initiate a major contract suit without a good likelihood of success.. .” 

If Mr. Flynn had advised that the chances of success were not very high, why 

would the Company still have pursued litigation at FERC? 

The major reason why such an action would have been justified is that a great 

many dollars were at stake. Even if the chance of success was judged to be not 

very high, the returns to Citizens (and its ratepayers) would have been very high 

in the case of a successful outcome. For instance, if one judged the chance of 

success to be 50%, there would be a 50% chance of losing the argument and 

paying the litigation cost, but a 50% chance of being refunded between $20 and 

$70 million. In addition, the major discussions of the SIC interpretation issues by 

the Company’s advisors seems to have been about the limiting of the SIC to 

economic purchases. There was clearly less analysis and less professional advice 

regarding the likelihood that Citizens would have been able to persuade FERC 

that APS’ method of assigning the highest cost purchases to Citizens was 

incorrect. While the possible gains from this argument were not as great, they 

still appeared to be substantial. 

Did negotiations regarding the contract have any effect during 2000? 
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Q. 

A. 

V. 

Q. 

A. 

The negotiation evidently begun in April resulted in an MOU, dated May 18, 

2000, but not in an actual revised contract. This document indicated that Citizens 

and APS intended to develop a new contract that would offer two different prices. 

This document did not specifically state whether the minimum billing provision 

would remain or be eliminated. The document further indicated that APS would 

refund $1.5 million to Citizens, which was a payment in settlement over a 1999 

overbilling dispute over $4.5 million. Citizens’ also agreed to withdraw its protest 

in a then current FERC case on APS’ Market Pricing filing. 

Did this MOU of May 18 reduce Citizens’ power costs or cause anything else 

to occur? 

It did not reduce power costs. Citizens evidently believed that this MOU would 

eliminate the minimum bills, while APS had a different interpretation of the 

document. When APS rebilled on the basis of what was purported to be the 

MOU, it increased rather than decreased bills, particularly since the minimum bill 

provision was applied. However, Citizens did withdraw its FERC protest before a 

new contract was signed, a result desired by APS. These are not results one would 

expect from an effective negotiation effort. At a minimum, Citizens should not 

have given up anything without a written guarantee of some beneficial change in 

the contract. 

OTHER SPECIFIC ACTIONS THAT THE COMPANY COULD HAVE 

TAKEN 

What did your initial testimony fault the Company for not having done prior 

to the summer of 2000? 

I criticized the Company for not having taken any actions that might have served 

to “hedge” its power costs, including pursuit of either a physical hedge or a 

financial hedge, and planning to run Valencia during high-cost periods. 

10 



1 Q. 
2 

3 

4 

5 A. 

One specific action that you recommended was that the Company should 

have considered a hedge, whereby the Company or APS would purchase a 

block of power at a fixed price as insurance against price increases. What 

was the Company’s position about hedging? 

The Company was aware of hedging, and did not deny that it could have sought a 
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hedge. The reasons it has expressed for not exploring a hedge was that it did not 

“have some reasonable expectation of significant potential for volatility and 

spikes in price” and it did not know what the regulatory treatment of such a hedge 

would have been. Mr. Miller’s Rejoinder Testimony added the argument that 
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hedging a large amount of AED’s load would have been prohibitively expensive. 

(Rejoinder p. 6) 

The Company argued that it would have been very risky for it to have purchased a 

hedge when it did not know what regulatory treatment it would have received. 

Mr. Dabelstein’s Rejoinder provided an additional problem with hedging, in that 

the Company had no authorization to record hedging costs in the PPFAC bank. 

(Rejoinder p. 4) 

Do these arguments justify the failure to hedge? 

No. With regard to the reason to hedge, Mr. Smith’s testimony explained why the 

Company should have been aware of the real possibility, but not the certainty, that 

prices in the summer of 2000 might be much higher than they had been. Hedging 

should have been at least investigated because of this possibility. 

to the cost of hedging, my testimony demonstrated, based on actual forward prices 

that were available in the spring of 2000, that hedging part of Citizens’ load 

would not have been prohibitively expensive and would actually have 

With regard 

27 significantly reduced power costs. 

I 28 

29 
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With regard to how a hedge might have been treated, the lack of preapproval to 

book a hedge in the PPFAC might have increased the risk of regulatory 
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disallowance. On the other hand, however, if this was such a large concern, the 

Company could have requested approval from the Commission. 

Q. What could a hedge have accomplished, and how did you address this in 

your initial testimony? 

I estimated that if Citizens had purchased some forward power for the summer of 

2000, its power costs could have been reduced by $14 million. I recommended 

that Citizens be denied recovery of half of this amount, or $7 million. 

A. 

Q. Did you suggest that there were other actions that Citizens could have taken 

prior to the summer of 2000 that would have reduced its power costs? 

Yes. Citizens could have made preparations to use its Valencia peaking units at 

times when its incremental costs were very high. While the Valencia units are 

relatively high cost, they were less expensive than peak period market prices in 

2000 and 2001. If Citizens had run these units during some of the hours when 

market prices were very high, this action would have reduced the highest cost 

purchases from APS. Some investment was necessary to run these units in an 

economic mode, as opposed to only running them for reliability when there was a 

transmission problem. Given the possibility that Citizens could be subject to high 

market prices in the summer of 2000, the Company should have made the 

investments that were necessary to run the units for economics prior to this 

summer. It also should have been possible to have run the units on a limited basis 

even before making any modifications to the units. 

A. 

Q. Your testimony portrayed Citizens’ problem as a result of the ambiguities in 

the Old Contract, high market prices, and high loads. Has Citizens provided 

any different interpretation of its problem? 

Yes. In Rebuttal Testimony, Mr. Breen characterized the high summer bills in 

2000 as “. . .a result of APS’ reversal of its prior commitments in negotiations and 

its aggressive interpretation of SSA.” (p. 24). However, Mr. Breen believes that 

A. 
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Citizens couldn’t have reasonably anticipated this. Obviously, APS’ prior 

commitments, as described and interpreted by Mr. Breen, were not in writing. 

Q. Should Citizens have been assured that the “prior commitments” in the 

MOU would solve its problems? 

If Citizens had asked itself how APS would react if prices increased rapidly, it 

seems likely that it would have expected that APS would be inclined to protect its 

own interests before those of Citizens. The minimum billing provision allowed 

A. 

APS to charge Citizens rather than its other customers, for some of its most 

expensive purchases. It was not in APS’ interest to give up the minimum billing 

provision. The fact that APS did not, on the basis of the MOU, eliminate the 

minimum billing provision, is clear evidence that depending on the other party’s 

unwritten “word” when so much was at stake was not good strategy. Although 

Company testimony argues that Citizens could not have foreseen that APS would 

retain the minimum billing provision after a verbal commitment to remove it, it 

then attributes APS’ behavior to high market prices. The prudent negotiator 

should have anticipated that high prices might cause APS - in the absence of a 

written interpretation to the contrary -- to interpret the MOU in a way that would 

allow it more cost recovery. 

VI. NEW CONTRACT 

Q. How do you recommend that the Commission address under-recoveries due 

to the New Contract? 

In Direct and Surebuttal Testimony I originally recommended that Citizens be 

allowed to increase the PPFAC factor to cover the New Contract costs, but also 

that the Commission further consider the prudence of the New Contract in the 

Company’s next rate case. I now recommend that the PPFAC not be increased to 

reflect the New Contract until the Commission has more hlly investigated issues 

that reflect on the prudence of signing this contract. 

A. 
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Q. 
A. 

What were other parties’ positions regarding the contract? 

RUCO argued that the New Contract was imprudent, as the charges under it were 

too high, and the PPFAC should not be increased to recover its costs. Mr. Rosen, 

RUCO’s witness, also expressed concern that Citizens’ interest in selling the 

Company conflicted with the interests of AED ratepayers in fully litigating the 

contract dispute (Surrebuttal Testimony p.8). Mohave County and Mr. Magruder 

initially did not address the New Contract specifically. In his testimony of 

September 27,2002, Mr. Magruder argues that there is no proof that the price in 

the New Contract is fair and reasonable. 

Q. Has new information regarding the New Contract increased your concern 

about prudency in the negotiation of the New Contract? 

Yes. There are three areas which are of concern and which I believe require 

further investigation. 

1) 
possible purchase of the AED. 

2) Both parties were considering three different types of contract, but 
Citizens subsequently limited the discussion to only a long-term fixed rate 

contract. 

3) 
options is problematic. 

A. 

There was a linkage between discussion of the contract and of APS’ 

The manner in which Citizens negotiated the contract and analyzed its 

Q. What are the indications of a linkage between the two topics, a new contract 

and the sale of the AED? 

A draft of a memo to Dan McCarthy of Citizens (Data Response to Counties, 

BB000307)2 indicates that discussions between APS and Citizens during May 

2001 were expected to address both topics. This memo refers to an agreement 

resulting from a May 3,2001 meeting between Pinnacle West and Citizens, “...in 

an effort to settle and resolve any and all outstanding disputes, to undertake 

further settlement discussions with respect to (a) the potential acquisition by 

A. 

This and other cited portions of data responses are contained in Attachment S-3. 
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Q. 
A. 

Q* 

A. 

Pinnacle West of Citizens’ Arizona electric operations, and (b) the potential 

restructuring of the Power Service Agreements.. .” This particular memo was 

apparently drafted between May 3 and May 15, when an attached cover sheet 

from Russ Mitten was dated. A handwritten document fi-om the response to Staff 

Data Request 15.01, CCCOO6475, also appears to link the contract and sale of 

AED discussions. Although its precise meaning is ambiguous, I include it here 

for the sake of completeness. The document says: 

“ Solution - 2 path 

- Restr. Contract---Skin for both sides 

- Looking @ buying whole thing.” 

In my opinion, these pieces of information clearly raise the possibility that the 

sale of the AED may have been tied to discussion of the power supply contract. 

Why is this linkage a concern? 

The Company’s interest in selling the utility may have affected its negotiations for 

a new contract. Citizens has clearly been very eager to sell its utility holdings, 

and a potential sale to Cap Rock had collapsed in March. Moreover, one 

incentive to agreeing to high power prices -- the possible impact on the sale price 

of the AED -- may have been removed if the purchaser and the power supplier 

were the same entity. The apparent conflict of interest would have continued 

throughout discussions of the revised Power Supply contract that was signed on 

July 16,2001. If Citizens had held out for a more favorable contract, such a 

strategy might have affected APS’ interest in acquiring the AED. The available 

evidence may not allow for a firm conclusion regarding the contract-sale linkage, 

but the Commission should fhrther explore it. 

Do you have any other concerns about the New Contract that have been 

informed by further discovery responses? 

Yes. In my original testimony, I expressed concern about Citizens’ evident lack 

of analysis of the fixed price contract. Further discovery has exacerbated rather 
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than alleviated my concern. For instance, a number of contract options had been 

possible but Citizens elected to pursue only the fixed price option. 

Q. 
A. 

What options other than a new fmed price contract did Citizens have? 

As stated in my original testimony, remaining with the existing contract might 

have been a viable option if future market prices were expected to fall. Acquiring 

a hedge against future price variability might have been an option. Canceling 

Schedules B and C of the existing contract and replacing them with other 

contracts would have been possible. Utilizing the Valencia units, in combination 

with any of the other options described above, would have reduced Citizen's 

exposure to peak period market prices. According to discovery responses, 

Citizens never performed analyses of these options. 

The new contract with APS did not have to take the form of a fixed price contract 

but could have taken various forms. New discovery responses indicate that 

alternative forms had been considered. According to a letter to APS on 

November 22,2000, the contract options which APS and Citizens were 

considering included 1) a fixed price contract, 2) the joint development of a 

separate portfolio to service Citizens' load, and 3) the development of a portfolio 

of purchases fiom specific generating units, which could be dispatched by 

Citizens. 

terms for a possible new contract with APS. 

In November and December of 2000 Citizens was considering various 

Q. Has Citizens indicated why it eliminated consideration of all but the fmed 

price option for a new contract? 

Yes. On May 1 1,2001, a handwritten note describes an APS proposal with three 

different options, indicating that APS was willing to offer different options. 

According to the response to Staff Data Request 15.08, Citizens did not pursue 

the second and third options as Citizens itself ". . .focused these discussions [on a 

new contract] on a fixed-price option because it believed, based on the 

A. 
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information available at the time, that such an option would be in the best interest 

of its customers.” 

Q. 
A. 

What was Citizens’ definition of the best interests of its customers? 

According to the response to Staff Data Request 16.09, Citizens considered the 

attributes of a power supply with the attributes of “adequacy, reliability, cost, and 

cost stability”, in that order of priority, to be in the best interest of its customers. 

Further, the response to Staff 15.12 indicates that Citizens’ desire to shield 

customers fi-om future price volatility was the reason that it dropped consideration 

of any contract alternatives other than the full service fixed price option. 

Q. Did the Company compare and analyze cost impact versus the cost stability 

impact of the three types of contracts? 

Evidently, the Company’s decision to only work toward a fixed price contract was 

not informed by an analysis of the cost and cost stability of all the options. 

According to the response to Staff 15.1 1, which asked for analyses of other power 

contract options, “Discussion of alternative contract options did not develop to the 

level where analyses were undertaken.” The discovery response to Staff Data 

Request 16.1 1 indicates that the Company expected that it would be difficult to 

assemble a portfolio of unit contracts that contained fuel diversity, and that the 

alternative, a portfolio that was primarily gas-fired units, would have exposed 

customers to “relatively high price volatility.” 

A. 

Q. Does this seem to you to provide adequate justification to reject contracts 

that were based on a portfolio of contracts or units? 

No. While such contracts would have more volatility than a fixed price contract, 

lower cost or other benefits might have made this a reasonable tradeoff. I would 

have expected that the Company would have analyzed at least two broad issues. 

The primary one would be how the expected cost of such a portfolio compared to 

the cost of the fixed price contract. The second would be the relative magnitude 

A. 
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of price volatility of the gas-based portfolio as compared to the volatility resulting 

from the existing contract. It might be worth accepting some increase in volatility 

in order to reduce expected costs significantly. 

Was a fixed price contract the only means of shielding customers from the 

volatility of market prices? 

No. Although a fixed price contract would produce total “cost stability”, the other 

options that Citizens was considering in December of 2000 could have also 

reduced the level of price variability from what Citizens had experienced under 

SIC pricing with no hedging and no Valencia economic production. Even if the 

contracts were primarily gas, prices would vary primarily with the cost of the fuel 

utilized by the units. Market prices had varied not only with gas prices but also 

because of supply shortfalls, because of hot weather, because of low hydro levels, 

and because of problems in the market. Price increases in 2000, and price 

volatility, due only to changes in gas prices, would have been much less than the 

actual variability in market prices. Moreover, any portfolio could have been at 

least partially hedged. Thus the rejected power contracts options could have 

eliminated some price variability. 

Having determined to pursue only a fixed price contract, how did the 

negotiation process continue? 

Negotiations proceeded quickly. It is not clear how the price in the contract was 

arrived at. In response to the question in Staff Data Request 16.13, “...did A P S  

originally propose the price of $58.79NWH..  .”, the Company stated that 

“. . .discussions between Citizens and Pinnacle West produced two alternative 

proposals, the proposal that was originally selected.. .and a proposed ten-year 

contract at a slightly lower rate.. .” We know from earlier discovery that the 

Company did not analyze the economics of the New Contract, other than a 

comparison of the fixed price terms to prices in May of 2001. 
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Q. 

A. 

Q. 
A. 

Q. 

A. 

Does this suggest that there was any actual negotiation about price between 

A P S  and Citizens? 

This is not clear. The “discussions” may have involved some back and forth, but 

the question specifically asked whether this price was the one originally offered 

by APS, and the response does not indicate whether this was in fact the case. 

How would you have advised a client to approach such a contract offer? 

I would advise a client to compare any fixed price offer to expected market prices 

over the term of the contract. A fixed price might be less than current market 

prices but considerably higher than expected fbture market prices. Since APS 

needed additional capacity in order to meet Citizens’ load, any price offered by it 

should be based either on market prices or on a combination of its own resources 

plus resources purchased from the market. The client should also determine how 

much it was willing to pay for price stability. 

Can you conclude from this lack of analysis that signing the New Contract 

was imprudent? 

No. What is clear, in my opinion, is that the approach taken by Citizens to 

contractual matters, including the negotiation of the new agreement, was 

inadequate. What we do not know, in the absence of the requisite analyses by 

the Company, is the impact of the contract on ratepayers and whether the New 

Contract’s terms are likely to produce lower ratepayer benefits than other 

alternatives that would have been available. I deliberately have said “lower 

ratepayer benefits” rather than higher ratepayer costs, because a reduction in price 

volatility and a reduction of risk do have some positive value. However, without 

evidence of appropriate analyses, we cannot conclude anything at this point about 

the New Contract’s relative value. In other words, what we do not know is 

whether, despite its inadequate approach to the contracting process, this contract 

may be a reasonable outcome. In my opinion, this is a matter that should be 

explored by the Commission. 
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Q. 
A. 

VII. 

Q. 

A. 

How would it be possible after the fact to assess the New Contract? 

One would perform an analysis to estimate whether the fixed price produced costs 

over the life of the contract that were higher or lower than the expected costs that 

would have resulted from the Company’s other options, such as remaining with 

the Old Contract, while utilizing the Valencia units to reduce peak costs. Such an 

analysis obviously should be based on information that was available in July 

2001. By expected costs, I mean that the analysis should consider more than one 

set of possibilities for major cost drivers. It might be deemed acceptable, for 

example, for the contract to produce costs that were somewhat higher than 

expected costs under other options, but this conclusion would be based on placing 

a positive value on the reduction of price volatility. In addition, whether other 

contract options might have produced still better results should be explored. 

RECOMMENDATIONS 

In your original testimony, you recommended that Citizens be required to 

defer collection of $49 million, representing the amount that Citizens 

believed it had been overbilled through December of 2000. Do you now have 

updated values that should be used? 

Yes, they should be updated. The response to RUCO 6.3 established that Citizens 

believed it had been overbilled through May of 2001 by $70.4 million. The total 

disputed amount of $70.4 million should be deferred for collection until this issue 

has been pursued. The total undercollection increases every month, since costs 

under the New Contract are higher than the current power costs in rates and in the 

PPFAC, and since the Company is accruing interest on the undercollection. This 

results in my recommendation that the Commission should allow Citizens to 

begin collecting $87.7 million less the denial of $7 million, less the disputed 

$70.4 million, or $10.3 million. Collection of some, all, or none of the $70.4 

million should depend on resolution at FERC or in the courts of the dispute over 

SIC interpretation. Since the amount that I am currently recommending be 
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allowed is smaller than the amount originally recommended, it can be collected 

over a shorter period without having a larger impact on customers. 

VIII. IMPACT OF DENIAL AND DEFERRAL OF RECOVERY 

Q. What was the Company’s position with regards to your original 

recommendations regarding recovery? 

Mr. Dabelstein argues that the denial of carrying costs on the recoverable balance 

is conceptually inconsistent with the accrual of carrying charges that was 

supported by Ms. Smith in regard to the stranded cost settlement. Mr. Avera 

argues that this would result in reducing Citizens’ coverage ratio to a level that 

would not maintain Citizens’ financial integrity or allow it to attract capital on 

reasonable terms. Mr. Avera also argues that the ACC’s prior treatment of the 

AED has always been as a stand-alone, low risk utility. 

A. 

Q. 
A. 

Do any of these arguments change your recommendations? 

No. The stranded cost settlement addressed power costs that the Company 

incurred but could not collect immediately, and the Company would have had no 

responsibility for customer choice. In this case, the Company does bear some 

responsibility for the situation that it is in. One of the major points of my 

testimony is that not all of the power costs incurred under the Old Contract were 

reasonable, since they could have been reduced through prudent actions on the 

part of Citizens, and the disputed amount is not necessary until it has been 

determined by either FERC or a court that it was all necessary. We do not have 

adequate evidence to judge the reasonableness of power costs under the New 

Contract. 

With regard to Citizens’ ability to attract capital, Mr. Avera does not argue that 

Citizens could not finance the recommended disallowance and deferral, but only 

that it is not fair that the parent Company be required to do so. However, the 

parent company has ultimate responsibility for providing the AED with the 

21 



1 t 

resources necessary to address its problems. While Mr. Avera denies that 

Citizens has been in any way at fault, his argument would suggest that ratepayers 

should fully compensate the Company even if the Company was at fault. I do not 

believe that Citizens, or any regulated utility, should be insulated from penalties 

for poor management because of its poor financial condition. 

Q. 
A. Yes. 

Does this conclude your testimony? 
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May- 2001 

Mr. Dan McCarthy 
Citizeni Communi&ims Company 
1300 S, Yale Street 
FlagstaS, Az 8600 1 

Re: Setdement Discussions between Arizona Public Service Company 
(“APS”)/Pinnacle West Capital Corporation (wllsetively ‘Wnnaclc West”) and 
Citizens Communications Company (“Citizens”) 

Deat Dan: 

This letter is sent as 8 follow up to OUT recent discussions md the meefings between 
Pinnacle West and Citizens relating to various issues involving our two companies. 

This letter will CQllflllZl that PinnacIe West and Citizens met on May 3,2001 to address a 
series of issues, including issues arising out of disagrccmcnts in the interpretation of the Power 
Service Agrement bctwcm Citizens and APS. The a h v t  meeting resulted in M agreement 
between PInnaclr West and Citizens, in M effort to settle and resolve any and al l  outstanding 
disputes, to undcrtskc further scttlcmont discussions with respect to (a) the potential acquisition 
by Pinnacle West of Citizens' Arizona electric operations, and (b) the potential rcstmcturing of 
the Power Service Agrcemtnts, and the van‘ous addendum’s and amendments thereto (hcrcafkr 
calltctively the “Settlement Issues”). The above-refmced discussions as b the Settlement 
fSSue5 commenced with the May 3,2001 mc&g md are projected to continue through the end 
of May (the foregoing time period will be referenced herein as the “Due Difigence Period”). 

In order to undertake the nee- review and analysis during the Due Mligmce Period 
and more fully cvduate cad  paay’s level of btcrtst d o r  participation in the Settlement 
Issues, Pinnacle West and Citizeas desire to obtain access to additional Mxmation fhm one 
another. To facilitate the openness and exchange of such necessary bfomtim, the parties agree 
and &nowledge &at all discussions relating to the Selrfernent Issues during the Due Diligence 
Period, incIuding the May 3, 2001 meeting, are intended to be confidential and used fm 
scttternent purposes only BS to the disputes and disagreements by and between Pinnacle West and 
Citizens. 

In this regard, any and all discussions, along with any isformatioo or documentation 
exchanged between tbs parties, during tht Due Diligence Period relating to the Settlement 
ksues, is agreed by the parties to be Cor confidential sdtlcmcnt purposcs only ahd subject to Rule 
408 of the Federal Rules of E~idcnce and my cortespanding or related state or admbktrativc 
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Mr. Dan McCarthy 
May 8,2001 
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rules of evidence and/or proceduxe. This limitation is dso expressly intended to include 
restrictions on the use andlor discussion of any such information d o r  documents in any 
proceedings of my kind before the Federal Encrgy Regulatory Com*ssion of the Arizona 
Corporation Commissioa Similarly, nothing in our disrmssioas ns to the Settlement 1s- is 
intended to a c c t  or limit any defense or claim anifabIc to my party M to opcratt as an 
admission or concession on the parr of any party. Instead, we view these discussions as an 
opportunity for the parties to cooperate openly with cach other with the mutual goal of resolving 
our diffkrcnces ifpossiblc. 

Pinnacle West and Citizens agree that (1) no joint venture, partnership or other fiduciary 
relationship shall be deemed to exist or arise with respect to the Sc#lmCnt Issucs except 85 
expressly described herein or otherwise specifically agreed to in writing executed by both 
parties, and (2) neither party shall have any ebligation to participate in any manner in the 
Settlement Issues except as expressly described hereh or othewise specifically agreed to in 
writhg cxecutcd by bath parties. In addition, both Pinnacle Wcst and Citizens represent that 
nolhing contained h e i n  violates any obligation to any third parey, and that all  costs and 
mcprtnses incumxi in connection with the due diligence relating to the Settlement Issucs shall be 
borne by the party idcurring such costs and expenses. 

1 

we look forward to working with you during the Due Diligence Pniod. 

Sineercl y, 

AGREED AN?) ACKh'OWLEDCSED: 

CI'l'lZENS COA4MUN?CAT[ONS 

By: 

Title: 

I .  . 
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Citizens Communications 
Docket No. E41032C40.0751 

Arlzona Corporation Commission's Fifteenth Set of Data Requests 

were there discussions of other options after December 6,20003 

Witness: Sean Breen 

~ 

Data Request No. LS 15.08: 

Response: 

Citizens did not exclude any particular option at the time of the late 2000 contract 
discussions. Citizens' decision to Increase its focus on possible legal actions 
against APS was made shortly after the discussions about potential cbntract 
alternatives began. Consequently, n o d s ,  he parties otiat' on 

rem*'fi OWUEEd for 'w in Mav 2001 .-a1 that ultimately led to the new APWPWCC contract be 
discussions for the new contract included consideration of alternatives, Citizens 
focu-ons on a fizsfd - D I ~ C ~  oDtion because it believed, based on the 
in6mation available at the time, that such an option would be in the best interest of 
its customers. 

everal ~ B I ,  

~ 



W r e n s  Communications 
Docket No. E41032C-00-0751 

Arizona Corporatlon Commission's Fifteenth Set of Data Requests 

Witness: Sean Breen 

Data Request No. LS 15.09: 

If there were any discussions, analyses, exchange of Emails or other 
correspondence regarding power purchase options other than a fixed price contract 
after December 6, 2000, please indicate what the forum for the discussions were, 
and who were the participants in these discussions. 

Response: 

Please see the response to Staff Data Request No. LAJ 4.02 for a chronology, 
description and list of participants of contract discussions. 



Citizens Communications 
Docket No. E-01032C40.0751 

Arizona Corporation Commission's Fifteenth Set of Dab Requests 

. Wltness: Sean Breen 
. Data Request No. LS 15.12: 

If the answer to 15.04 was that Citizens itself decided not to attempt to negotia e 
any contract other than a fixed price contract, please indicate the justiffcation for that 
decision, including any workpapers, notes, or analyses that impacted this decision 
by Citizens. 

Response: 

It is assumed that this question refers to Staff Data Request No. LS 15.08. Citiiens 
focused its efforts on a fixed-price approach because it believed that the 
demonstrated volatilitv of t f ~  e electric markets experienced in 2000 and 2001, which 
Chens was concerned would continue into the summer 2001, strongly suggested 
the favorability of a fixed-price contract that would shield custom em from fuw e 
V f i  



Citizens Communications 

Arizona Corporation Commlsslon's Fifteenth Set of Data Requests 
Docket NO. E-O1032C-00-O751 

Witness: Sean Breen 

. Data Request No. LS 15.11: 

Please provide any wn'tten material not otherwise provided containing any analyses. 
of power contract options other than the fixed price option. 

Response: 

Please see the response to Staff Data Request No. LS 15.07. Discussions of 
alternative contract options did not develop to the level where analyses were 
undertaken. 

. .  . . . .. 



Citlmene Communications 
Dacket Ne. E41032C404751 

Arizona Corporation Commission's Sirtaenth Set Of Data ReqUertr 

Witnou: Sean Eroen 

Data Requeat No. 16.11: 

Did the, Company believe that a contract based on a portfolio of unit cantracts would 
have cust0mbrrs exposed to as much pdce valatllity as the Old cdntract had? I 
Rerrponse: 

Thb question is difficult to answer in the abstract without having mom parHculars for 
comparison. Whlle in theory one could define a portfolio of unit contracts with a 
d i v m  fuel mjx and lower expectation of price volatifity, it was not clear at the time 
that such a portfdio could in fact be assembled, particularly in view of the fact that 
the preponderance of new generation in the West was based on natural Qas fuel. 
Citizens believed that a contract atternatbe based heaviiy on natural-gas fueled 
unib would expose customers to relatively high price volatility. 



Citiwns Communications 
Docket No. E 4 l o ~ G 0 ~ 4 l 7 ~ 1  

Arizona Cerpor8ticm Commission's Sixteenth Set Of Data Requests 

Data Requmt No. 16.1 3: 

with tugard to the New Contract, dM APS originally propose the price of 
$58.79/MWH, or did it quest  a diffkmnt price? If it first requested a different price, 
what was that price? Please describe the negotiatbns between the two parties over 
price or terms of the contract. Provide ell memos, notes, analyses, or other written 
documentation of price offers made by either party, wlth dates, during the pehd 
from March 2001 until the contract was signed. 

Responw: 

The discussbns between C i e n s  and Pinnade West praduced two alternative 
proposals: the proposal that was originally selected (a seven-year cantract at a price 
of $58.791MWH) and a proposed ten-year contract at a slightly lower rate than that 
quoted for the sevm-year deal. No one at Citizens who was invoked in the 
discussions can recall the price that was cifkred for the ten-year contract, and a 
dilbent search of the company's records produced no memos, notes, analyses, or 
other documents regarding the ten-year pmpasal made by Pinnacle West. 
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