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SUMMARY OF TESTIMONY GIVEN BY
STEVEN M. WHEELER

I. DIRECT. (As Amended by January 31, 2006 Filing)

~ After more than a decade of rate reductions totaling some $1.74 billion, APS

received a 4.21% general rate increase (approximately $75.5 million) effective
April 1, 2005. See Decision No. 67744 (April 7, 2005). The Company had
requested a 9.8% increase (approximately $175 million) effective July 1, 2004. Of
the $75.5 million granted by Decision No. 67744, some $8 million represented a
temporary surcharge to recover the prior costs of implementing retail electric
competition in Arizona. Another $9 million represented base rate funding for a
portion of the additional Demand Side Management (“DSM”) spending mandated
by Decision No. 67744. Neither of the latter two amounts provided any additional
earnings to the Company. At the Special Open Meeting to consider the 2004
Settlement, which served as the basis for Decision No. 67744, APS stated that
because of escalating fuel costs, the Company would have to seek additional rate
relief in the near future.

The increased cost of fuel and purchased power is the most significant reason why
the Company has filed this request for rate relief. In this proceeding, APS is
requesting a 21.34% base rate increase, or approximately $450 million. Of this
amount, approximately $299 million (which is approximately 70% of the total
requested relief), is attributable to higher fuel and purchased power costs. Due to
the normalization of power plant performance, as described in Mr. Ewen’s
testimony, none of the proposed increase is related to the increase in unplanned
Palo Verde outages during 2005. This request also is approximately $169 million
or approximately eight percentage points (based on November 30, 2005 market
prices) less than it otherwise would have been had the Company not mitigated its
fuel costs through its hedging program.

The requested increase is necessary if APS is to continue as the type of viable
utility that can ensure APS customers continued reliable service, on demand, and
at reasonable prices into the future. Furthermore, I must emphasize that it is
crucial that the Company maintain an investment grade credit rating so that it can
attract the necessary capital to provide such service. Finally, as discussed in Mr.
Robinson’s testimony, the Company is also seeking certain modifications of the
Power Supply Adjustment (“PSA”) mechanism.

APS has serious concerns about its ability to continue to obtain capital at
reasonable rates. On December 21, 2005, Standard and Poors downgraded the
Company to a BBB- credit rating, which is one level above non-investment grade.
The investment community has indicated that further down-grading may be




forthcoming if there are delays in resolving outstanding issues related to the cost
recovery of fuel expenses. For these reasons, on January 6, 2006, the Company
filed for emergency interim rate relief and requested that emergency rates be
effective by April 1, 2006, subject to refund. To the extent that such emergency
relief is granted, the Company’s request for permanent rate relief would be
incrementally reduced.

APS has based its revenue requirement on an adjusted historical test period,
specifically the twelve months ended September 30, 2005 (“Test Year”), and a
cost of common equity of 11.50%. The use of such a non-calendar test year was
required by Commission Staff. The cost of equity (“COE”) is the midpoint of the
range found reasonable by Dr. Avera, the Company’s return on equity expert. For
APS to recover its cost-of-capital, it must receive a fair rate of return of 6.37% on
a fair value rate base of $6,120,755,000.

APS has made various adjustments, both up and down, to the Test Year. Theses
adjustments will make the historical test period both more representative of a
“typical” year and of the period (2007) in which the new rates authorized by the
Commission will likely be in full effect. In large part, the pro forma adjustments
to the Test Year represent the implementation of the Commission’s decision in the

Company’s last rate case (Decision No. 67744). '

Perhaps the most significant of the Company’s pro forma adjustments is the
reflection of the very substantial increases APS has experienced in the cost of fuel,
especially natural gas, and purchased power from other utilities and unregulated
merchant power entities. These two categories of cost have been increasing at an
annual rate of 23% since 2003, which was the basis for the fuel and purchased
power portion of the 2004 Settlement and Decision No. 67744. Even though the
costs reflected in the 2004 Settlement were partially updated to reflect some 2003
prices, it is estimated that overall per kWh fuel and purchase power costs will have
increased by at least 54% by the end o £ 2006, which is when the rates requested in
this proceeding are proposed to take effect.

These increases are offset, at least partially, by the Company’s successful gas and
power hedging program. In this Application, APS is proposing a program
whereby APS shareholders would shoulder another 10% of the risk from hedging
activities and, correspondingly, realize another 10% of any realized gain from
hedging. The other 90% of either gains or losses from hedging would be reflected
in the PSA calculations (and thus subject to the current 90/10 sharing mechanism),
as is presently the case.

Another issue presented in this proceeding is the Company’s request to include the
Sundance generating assets into the APS rate base at cost-or-service, although this



inclusion accounts for less than 2% of the proposed increase in base rates. The
Sundance assets were prudently acquired through an open and fair competitive
bidding process to serve APS customers, and these assets have been and will
continue to be “used and useful” in providing service to the Company’s customers
in the future. Thus, they are entitled to cost-of-service rate treatment under
traditional criteria previously established by this Commission.

Environmental compliance costs are another area in which APS faces increasing
challenges in the future. In an attempt to get ahead of the curve, APS is asking to
implement an Environmental Improvement Charge (“EIC”) that will allow
recovery of the revenue requirement associated with Commission-approved
environmental improvement programs on an annual basis. The EIC would add an
additional $4.3 million to the Company’s request, or 0.20%. See SFR Schedule A-
1. In addition, APS is proposing to support the development and utilization of
renewable resources by implementing Green Power tariffs, which would allow,
but not require, customers to subscribe to specific levels of energy from a variety
of renewable sources.

II. REBUTTAL.

Each of the parties making a recommendation to this Commission on APS revenue
requirements has acknowledged the need for an increase in base rates. There is,
however, significant disagreement over how large that increase should be. APS
has reviewed the proposals of Commission Staff and RUCO, and independent of
the merit for some of the specific adjustments proposed by those two parties, their
final recommendations simply do not produce a reasonable result even as
measured by their own criteria. As is shown in APS witness Brandt’s Rebuttal
Testimony, APS will not earn a return on equity equal to even the lowest
recommended cost of equity under either recommendation. Its key financial
metrics will be in the junk category by the first year that rates based on these
recommendations will have been in effect, and will drop further in 2008. We
‘therefore ask the Commission to reject the major Staff and RUCO adjustments that
lead to these dire circumstances.

In addition, APS has proposed, but not included in its test period revenue
requirements, several potential adjustments to test year revenue requirements that.
are in response to and are necessary to compensate for the clearly inadequate
revenue requirements recommendations of Staff and RUCO. One adjustment
consists of the incremental revenue deficiency on a portion of the additional
distribution, generation and general plant to be added through December 31, 2006.
A second is an attrition adjustment to the cost of equity to recognize the fact that
in the absence of such an adjustment, APS will have NO opportunity to earn its
cost of capital, irrespective of what the Commission finds that cost of capital to be.




Yet another is based on our Constitution’s “fair value” requirement. Similarly,
APS witness Don Brandt discusses additional ratemaking techniques that can be
used to preserve and improve the Company’s financial condition. These are in
response to a letter from Chairman Hatch-Miller. One of these, the inclusion of
construction work in progress (“CWIP”) in rate base is discussed in my Rebuttal
Testimony while the other, accelerated capital recovery, is not. Taken together,
there is the potential for adding up to 10.8% in additional revenue requirements to
the Staff and RUCO recommendations. See Attachment SMW-2RB.

While these results realized under the Staff and RUCO revenue requirement
recommendations are clearly disturbing and would represent a step backward from
the level of regulatory support heretofore provided by this Commission, it was
equally disturbing that neither Staff nor RUCO made any analysis themselves of
the likely consequences of their overall revenue requirement recommendation. In
its regulations, the Commission requires that APS provide information on the
financial results produced by its rate proposals in the immediate future should they
be adopted by the Commission. I have to presume that the purpose for this
requirement is to determine the actual financial impact of the Company’s
proposals and that this information is an important factor in determining whether
those proposals are “just and reasonable,” as required by our state constitution.
The lack of any similar analysis by Staff and RUCO is a significant shortcoming
that clouds their overall recommendations in this proceeding.

Regulatory lag and the related problem of attrition are as old as regulation itself.
However, given the Company’s exploding growth and associated capital
requirements, and especially combined with the protracted regulatory process in
Arizona, they are problems that can no longer be ignored. Regulatory bodies
throughout the country have used a variety of means to both address the issues of
regulatory lag and attrition and mitigate their impacts. These include including
CWIP in the utility’s rate base, forward-looking test years, explicit adjustments to
either test year plant or to the cost of equity, interim rates, and prompter rate
proceedings. Another technique is based on the use of “fair value” rate base to
produce rates that are, in practice, “just and reasonable.” One of these, interim
rates, has already been authorized by the Commission in the form of the interim
. PSA adjustor. Continuation of this interim rate past its present expiration date
would be one easily accomplished means of both dealing with regulatory lag and
avoiding a “yo-yo” effect on customer rates.

Regulatory lag and attrition are not just “utility” issues. The deterioration of the
Company’s financial condition will have direct and adverse impacts on APS
customers in both the quality and the cost of their service. And as is discussed in
Mr. Brandt’s Rebuttal Testimony, these ratemaking techniques can and have been
used for years by municipal utilities to smooth the impact of higher costs by




getting out in front of them and adjusting rates more often and in smaller
increments than has historically been possible for investor-owned utilities such as
APS.

APS witness Robinson and APS witness Ewen present Rebuttal Testimony
outlining the serious consequences (in terms of escalating fuel cost deferrals) of
Staff consultant Aronuk’s proposal to set the base fuel rate below the level of what
Staff itself believes to reasonably reflect anticipated fuel costs when the new base
fuel rate would become effective, i.e., in 2007. This deficiency also partially
explains the poor cash financial metrics discussed by Mr. Brandt under one of two
possible sets of assumptions concerning Staff’s proposals to modify the Power
Supply Adjustor (“PSA”).

Although, as discussed by Mr. Brandt, Mr. Robinson and Mr. Ewen, concurrent
implementation of a prospective annual PSA adjustor could resolve much of the
Company’s concern relative to 2007 PSA deferrals, we still believe getting the
base fuel rate right to begin with is important for several reasons. Setting the base
fuel rate too low in the Company’s last rate case led to spiraling fuel cost deferrals
that eventually necessitated a series of PSA surcharge requests and an emergency
rate application. I am sure the Commission has no desire to repeat this pattern in
the present base rate proceeding and note that no other party has taken exception
to the Company’s calculation of base fuel costs, although AECC witness Kevin
Higgins did modify that calculation for one and only one impact — the decline in
fuel prices since November 30, 2005. Second, until we have some clarification
from Staff concerning its specific PSA proposal, there remains the possibility that
APS would have to absorb 10% of the difference between the Staff and APS base
fuel cost numbers. Because 2007 fuel costs are essentially already fixed, this
would be nothing less than an automatic disallowance of otherwise prudent fuel
costs.

The Company’s revised additional revenue requirement is $451.3 million per year.
Thus, APS is reducing its overall base rate increase request by roughly $7 million,
although as discussed in the Rebuttal Testimony of APS witnesses Fox and
DelLizio, the requested Environmental Improvement Charge (“EIC”) has been
increased by a little over $200,000. APS has also accepted Staff’s proposal to
institute an Environmental Portfolio Standard surcharge of $4.25 million. The net
impact is to reduce the overall asking from 21.3% to 21.2%. The percentage of the
overall request related solely to higher fuel costs has risen from 14% in our
original filing to 15.6% in Attachment SMW-1RB.

In arriving at its revised annual revenue requirement, APS has accepted, in whole
or in part, a number of Staff’s and RUCO’s proposed adjustments to the Test
Period. In addition, APS has corrected or, in the case of fuel and purchased power



expense, updated its previous pro forma adjustments to be more representative of
the period new rates will become effective, which now appears to be sometime in
the first quarter of 2007. The Company’s revised revenue requirement is
summarized on Attachment SMW-1RB to my Rebuttal Testimony. '

Staff consultant Jacobs has suggested an operating performance plan covering
Palo Verde. Other expert APS witnesses discuss this issue in more detail. I would
only state that Dr. Jacobs’ proposal does not address all the important and relevant
issues in sufficient detail to support adoption of such a performance plan.
Moreover, any consideration of a generating unit performance plan, at a minimum,
should: (1) heed the NRC’s warning not to create perverse incentives that could
compromise safety; (2) be symmetrical in that it provides the opportunity for both
penalties and reward; (3) be comprehensive in that it would cover all base load
generation; (4) allow for a range of reasonable operating performance that
provides neither rewards or penalties; (5) recognize extraordinary events and the
unique characteristics of APS generation; and (6) cap both penalties and rewards
at a reasonable amount.

APS has an employee incentive program that grants both cash and stock incentives
as part of overall employee compensation. And as is indicated in the testimony of
Mark Gordon, APS incentive compensation is in line with that of other electric
utilities and is an important tool in retaining and motivating employees. RUCO’s
proposal to eliminate 20% of that compensation is arbitrary and based on no
analysis of either the program itself or overall APS employee compensation levels,
including stock and cash incentives. Staff consultant Dittmer, on the other hand,
concluded that the cash incentive payments were reasonable but disallowed all
stock incentives on the faulty premise that the goal of improving the Company’s
financial performance was somehow contrary to the interests of customers or at
least did not benefit customers. Like RUCO, Mr. Dittmer did not find that overall
APS employee compensation or even the compensation of employees receiving
stock incentives was unreasonable. I must again note that in an effort to reduce the
potential issues in this proceeding, APS had already eliminated ALL officer
incentive payments from its test period cost of service. :

APS also has departments that represent the interests of the Company and its
customers at both the state and federal level both with legislative bodies and
administrative agencies. Often APS representatives appear at the request of these
governmental bodies to provide expert testimony and other information on
pending matters. The cost to run these departments is allocated by APS between
“below-the-line” activities that do not directly benefit APS’ regulated utility
operations and “above-the-line” activities that are intended to and do benefit APS
customers. The resulting cost savings and other benefits are and should be
reflected in rates, but then so should be the cost of activities that help to produce



these very savings. Staff consultant Dittmer’s blanket dismissal of these costs as
somehow per se unreasonable fails to acknowledge the contribution of these two
departments to reducing costs to our customers.

In response to testimony from Staff and certain intervenors, as well as various
Commissioner letters in this Docket, APS has also submitted: (1) revisions to its
“Green Pricing” proposal; (2) a new optional “Total Solar” rate schedule; (3) new
and revised partial requirements rates; and (3) discussions of topics ranging from
the EPS to hook-up fees. Although some of these issues are specifically discussed
in my own Rebuttal Testimony, as the lead Company witness in this proceeding, I
believed it appropriate to mention these important aspects of our overall case
before the Commission.

III. REJOINDER.

Staff and RUCO have failed to demonstrate the reasonableness of their overall
revenue requirement recommendations during the period the rates established in
this case will be effective. Neither have they presented their own studies to
challenge the Company’s financial analysis showing that the Staff and RUCO
recommendations will plunge the Company into the “junk” credit category. Mr.
Dittmer’s explanation for this failure does nothing to change the evidence in this
case or improve the Company’s obviously deteriorating financial condition.

In addition, I believe the Commission should reject Mr. Dittmer’s criticism of the
Company’s proposed revenue requirement adjustments. Mr. Dittmer concedes
they will improve the Company’s earnings and cash flow performance, but
nevertheless rejects them for reasons far less compelling than the Company’s clear
need for adequate rate relief.

RUCO witness Diaz Cortez attempts to demonstrate that RUCO’s
recommendation will produce the return its witness has proposed. Her analysis is
essentially a tautology. If APS expenses were what RUCO suggests they were
during the 2004-2005 test period, and if APS received the revenues also suggested
by RUCO, APS would have earned its return for the historical test period. Aside
from the faulty premises to this thesis, it is simply irrelevant whether or not APS
would have earned a specified return in the past. Rates are set for the future, and it
is that theme that permeated my Rebuttal Testimony.

RUCO witness Rigsby continues to support an across-the-board 20% cut in
incentive pay. He does not present any analysis of the reasonableness of APS
employee compensation nor provide any new justification for this arbitrary
adjustment.






SUMMARY OF TESTIMONY GIVEN BY
DONALD E. BRANDT

I. DIRECT. (As Amended by January 31, 2006 Filing)

Since the late 1990s, we have been in the midst of one of the most turbulent
business cycles in utility and energy industry history. The financial markets have
reacted by becoming increasingly cautious and demanding in their evaluation of
the financial condition of utilities. In reaction to the piecemeal re-imposition of
regulation across the country, the financial community has demonstrated
heightened sensitivity to the financial stability of electric utilities and the impact of
regulatory decisions on them.

APS’ has requested a rate increase in order to maintain financial ratios consistent
with an investment grade credit rating needed to fund at a reasonable cost the
significant infrastructure required to meet the needs of its rapidly growing
customer base. This request will not allow the Company to improve its credit
ratings to the more desirable “A” level, but, if timely implemented, it should
prevent further deterioration of APS’ credit ratings.

In addition to the requested rate increase, the credit rating agencies seriously
weigh APS’ regulatory environment in their assignment of ratings. Positive
regulatory consideration of the rate case, including the manner of treatment and
timing of the PSA adjustor and surcharges, will provide the rating agencies an
indication of the level of regulatory support for APS’ credit ratings. When they
assess the level of regulatory support as low, the rating agencies characterize the
overall business risk of that company as being higher. S&P’s recent negative
revision of APS’ business profile from ‘5’ to ‘6’ means we must now meet more
stringent financial metrics to maintain “BBB” credit rating. As a result of this
revision, APS’ projected financial metrics rank below those needed for a typical
“BBB” rating. This negative revision of APS’ business profile and the consequent
downgrade of its credit ratings to “BBB-* have already increased the Company’s
borrowing costs by approximately $1 million per year.

Should the Commission reject or substantially reduce the Company’s rate request,
the resultant downgrade to junk status would cause an initial annual increase in
interest expense in the range of $15 million to $30 million. From 2007 through
2016, APS will go to the capital markets to issue several billion dollars of debt to
fund its required infrastructure additions and improvements. The amount of
additional annual interest expense would reach $115 million to $230 million by
2016. On a cumulative basis, this amounts to an additional $675 million to $1.3
billion in interest expense between 2007 and 2016 — an increase the customers
would eventually shoulder. (The ranges of additional interest expense reflect



estimated financing costs calculated using the upper and lower limits of the
difference between historical interest rates for “BBB” rated and non-investment
grade utility debt financings.)

Wall Street supplies the capital that will allow APS to grow to meet the energy
needs of its customers. Non-investment grade credit ratings and a poor view of
APS by Wall Street would eliminate the Company’s ability to attract capital at a
reasonable cost.

The Company also proposes to adjust its capital structure, as shown on
Attachment DEB-3, to 46% debt/54% equity to buttress its financial metrics and
prevent further degradation of its current credit ratings. Although APS’ balance
sheet would reflect this nominally stronger structure, the rating agencies routinely
include items such as off-balance sheet financings, operating leases and debt
imputed for purchased power agreements (“PPAs”) in their analysis. Using these
more rigorous criteria, our capital structure becomes more leveraged and hence
more risky 50% debt/50% equity.

IL. REBUTTAL.

Should the Commission accept either Staff's or RUCO's recommendations, I
believe the Company's credit ratings will be downgraded to non-investment grade
"junk" levels. Over the next ten years, APS will require access to the capital
markets to issue several billion dollars of debt to fund its massive infrastructure
additions and improvements. A downgrade of APS' credit ratings to "junk" status
will severely limit this crucial access to the capital markets and will add over $1
billion of additional interest expense - a cost increase that customers would
eventually shoulder. '

In Section II of my Rebuttal testimony, I prepared a chart entitled “Arizona Public
Service Company Risk of Credit Rating Downgrade to Junk” that illustrated my
expert assessment of the various recommendations currently before the
Commission and their probable effect on APS' credit ratings. This chart was
prepared utilizing my experience as a financial expert, as an executive with more
than 22-years experience in the utility industry, as a chief financial officer of
several major utilities over a period of more than 18-years, and as a senior
financial executive who has dealt continuously with the major credit rating
agencies since 1983. The Commission should take several measures to help APS
improve its credit quality, which I provide in response to the recent request by
Chairman Hatch-Miller. Because we have responsibility for providing high quality
electric service to one of the country's fastest growing economies, we regard the
timely recovery of costs and the challenge of regulatory lag as being of the utmost



importance. Moreover, APS must have the ability to earn an adequate ROE to
meet the significant financial tasks we will confront. I have offered several
innovative ideas that the Commission should consider at this time. Given the
enormous infrastructure financing needs that lie ahead, APS must have ready
access, on reasonable terms, to both the debt and equity capital markets. The
Commission should establish an appropriate capital structure and ROE for APS
that helps to attract and retain fixed income and equity investors. Unfortunately,
the ROE proposals of both Staff and RUCO witnesses fail these critical
requirements as does the capital structure suggested by RUCO. These
recommendations would further exacerbate APS' already strained financial
condition. I describe the recent significant underperformance of Pinnacle West's
common stock that has resulted in enormous costs to shareholders and a resultant
impact on APS customers. Staff witness Antonuk and RUCO witness Hornby have
provided testimony on the APS hedging program. In general, I concur with most
of the observations made by Mr. Antonuk about APS' conservative hedging
program, but I disagree with many of the characterizations and conclusions
reached by Mr. Hornby. The Staff, RUCO and AECC have all recommended the
denial of the Company's request to accelerate the recovery of its underfunded
pension liability. APS firmly believes this issue, which currently confronts
companies nationally, warrants resolution at this time rather than postponing the
day of financial reckoning. I also disagree with RUCO witness Diaz-Cortez's pro
forma adjustment to remove all SERP costs from the test period. SERP forms an
integral part of the total compensation package to enable management employees
to receive equitable pension benefits.

III. REJOINDER.

As a broadly experienced financial expert, with in excess of 20-years of specific
expertise in the area of corporate credit ratings, I continue to believe that the major
‘credit rating agencies will downgrade the Company’s debt ratings to non-
investment grade “junk” levels should the Commission accept either Staff’s or
RUCO’s recommendations. Staff and RUCO have failed to demonstrate that their
recommendations will provide APS any opportunity whatsoever to earn its
allowed ROE or maintain investment grade credit metrics during the effective
period of the rates established in this case.

In the face of the serious challenges confronting the Company, I continue to
support my proposals regarding CWIP in rate base, accelerated depreciation, and
an attrition adjustment. Each of these would improve APS’ creditworthiness and
~ the attrition adjustment would provide the Company a reasonable opportunity to
earn its allowed ROE. Staff and RUCO have offered neither constructive criticism
of these proposals nor suitable counterproposals. Rather, they have cavalierly
rejected the notion that a problem might even exist.



RUCO witness Hill ignores the clear implications of his proposed 50/50 capital
structure and 9.25% ROE recommendation: the rating agencies will downgrade
the Company to a non-investment grade level. No amount of wishful thinking will
alter the hard reality of financial analysis that yields numbers and percentages
falling into the non-investment grade ranges.

RUCO witness Diaz Cortez has failed to provide any evidence whatsoever to
support her pro forma adjustment to remove all SERP costs from the test period.
She bases her entire argument on inaccurate descriptions and mischaracterizations
of SERP costs. An integral component of APS’ total compensation package for
senior managers, the SERP constitutes a necessary, prudent business expenditure.
As such, we strongly recommend its continued allowance in cost of service.

Staff witness Dittmer offers a combination of speculation and several incorrect
and baseless arguments to deny the Company’s request to accelerate the recovery
of its underfunded pension liability. APS firmly believes that addressing the issue
at this time serves the best interests of our customers, our employees, and our
Company. ‘

A recurring theme repeats throughout the surrebuttal testimony of Staff and
RUCO. For example, Staff witness Dittmer cites his concerns about
“intergenerational inequity” (p. 33) with respect to APS’ proposed pension funding
proposal. RUCO witness Diaz Cortez (1) expresses her concern about “biased
rates” (pp. 30 and 32) resulting from APS’ proposed adjustments for post-test year
plant in service and attrition, (2) decries that “there is no symmetry” in the APS
proposal to accelerate depreciation expense, and (3) states “Utility regulation has
routinely excluded CWIP from rate base” (p. 33, emphasis added) in response to
APS’ proposal to include CWIP in rate base. RUCO witness Hill states, “...that is
precisely why utilities have the right to seek re-balancing of those relationships in
future rate cases and, over time, an appropriate balance can be restored” (p. 5) in
response to APS testimony that demonstrates under RUCO’s proposal APS has
virtually no opportunity to earn even RUCO’s proposed 9.25% ROE.

This testimony by Staff and RUCO witnesses ignores the fact that, as I explained,
I structured my testimony in large part to respond appropriately and constructively
to Chairman Hatch-Miller’s July 21, 2006 letter (Attachment DEB-11RB). In that
letter, the Chairman specifically referred to APS’ enormous capital expenditure
budget and the related financing costs that will ultimately be borne by APS’
customers, and requested that APS provide testimony on measures the
Commission could adopt to improve APS creditworthiness so as to lessen cost to
customers.

Several potential avenues for improving APS’ financial situation became readily
apparent. In particular, I suggested proposals to include CWIP in rate base and to




adopt accelerated depreciation. Additionally, APS’ witnesses Avera, Wheeler and
I proposed an attrition adjustment that would provide APS a reasonable
opportunity to earn its allowed ROE, and thus to make progress toward the goal of
preserving access to the equity capital markets and to maintain an investment
grade credit rating. :

On the other hand, in spite of the Chairman’s call for forward thinking and
innovative solutions to cure the structural impediments APS faces as it wrestles
with providing high quality service to the second fastest growing service territory
in the US and providing a reasonable return to its shareholders, Staff and RUCO
witnesses have not responded on the merits to these proposed solutions, but rather
have suggested that “if one ignores the problem long enough, it just might go
away”. APS does not believe that this collective refusal to assess fairly our wide
array of potential solutions responds appropriately to the Chairman’s request.

I believe both the Commission and APS understand that our current economic and
demographic environment does not call for “business as usual”. As previously
discussed at length, we have a rapidly growing service population and a dynamic
and productive economy, both of which have large energy requirements. As a
consequence, APS faces a massive, multi-billion dollar capital expenditure
program to serve these needs stretching for more than a decade into the future.
Effectively addressing the difficult tasks at hand will require creative thinking and
innovative regulatory policies.

Chairman Hatch-Miller, I believe, called for just such innovative and collaborative
thinking to solve economically and efficiently the enormous challenges facing
APS and our State in the coming years. Unfortunately, I believe, Staff and RUCO
witnesses appear to have reflexively rejected any such forward-looking and
constructive solutions to a problem that portends adverse financial consequences
for the Company, its customers, and the State of Arizona generally, if we continue
to practice regulation as usual. '







Summary of Testimony Given By
Peter Ewen
I. Direct Testimony

My testimony sets forth the Company’s requested base rate level of fuel and
purchased power expenses of 3.1904 ¢/kWh, which reflects conditions expected to
exist at, or prior to, the time the requested rates are likely to be in effect. The
Company’s current base rates include a base fuel rate of 2.0743 ¢/kWh. 1
discussed the reasons for this increase, in particular the increases in wholesale
market prices and price volatility for natural gas and power, and described the
impact of the Company’s hedging program on the Company’s fuel expenses,
which is a net benefit to customers of $169 million. Absent that benefit, the
requested rate level would be 8 percentage points higher (approximately 29%).
The discussion on price volatility provides support for APS witness Mr. Donald
Robinson’s testimony demonstrating the necessity of retaining the power supply
adjustment (“PSA”) mechanism authorized in Decision No. 67744,

"1 also discuss the overhaul maintenance and revenue components of the Pinnacle
" West Energy Corporation (“PWEC”) (Redhawk Units CC1 and CC2, West

Phoenix Units CC4 and CCS5, and Saguaro Unit CT3) and Sundance units
operating income pro forma, and the operating revenue portion of the Demand
Side Management (“DSM”) pro forma.

II.  Rebuttal Testimony
In my rebuttal testimony, I address three key issues. Specifically, I:

1. Update the Company’s base fuel, purchased power, and off-system sales pro
forma to reflect the evolution of time and prices, which results in an additional
$32 million that the Company is seeking in this rate application bringing the
Company’s total fuel-related request to $331 million. I discuss why I do not
agree with the base fuel adjustment proposals by Staff and AECC. I show why
the Company’s updated base fuel rate is a more correct and appropriate level than
either of these proposals because it more accurately portrays the on-going level of
costs facing the Company.

I also discuss why I do not agree with Staff and RUCO’s proposed DSM lost
revenue adjustments, as well as their respective treatment of overhaul costs at the
Company’s Sundance, Redhawk, and West Phoenix power plants.

2. Provide the procedural details and missing elements associated with Staff’s
proposed changes to the operation of the Power Supply Adjustor (“PSA”), in the
event those recommendations are adopted by the Commission. Staff was largely
silent on several key aspects of how their proposed PSA would be implemented,
so I describe some of the important steps that would have to be in place for such a




proposal to work effectively. In any case, if the Commission were to adopt
Staff’s approach to the PSA and Staff’s proposed base fuel rate, it is imperative
that the Commission also establish the 2007 adjustor rate in this proceeding at the
level 1 propose, and implement it concurrently with Staff’s proposed base fuel
rate.

3. Demonstrate that the financial disallowance recommended by Staff witness
Jacobs overstates the actual costs of the PV outages charged to the PSA by $8.6
million, and does not reflect the impact of the superior performance at the
Company’s other low-cost baseload generating units.

In addition, I address recommendations contained in Staff’s Fuel Audit Report,
specifically those regarding 1) written PSA policies and procedures, and 2) ways
to incorporate 90/10 load forecasts in the future.

III. Rejoinder Testimony

I have recomputed the base fuel expense for 2007 using closing forward prices for
natural gas and purchased power from September 29, 2006 for calendar 2007
delivery. Those prices yield a base fuel cost of 3.2491¢/kWh and a revenue
requirement over the Company’s current rates of $314.4 million. This revenue
requirement is lower than the one filed in my Rebuttal Testimony by $16.6
million, but is some $120.8 million greater than the level recommended by Staff
witness Antonuk. It is imperative that the Commission set the Company’s rates at
a level that is sufficient to recover these expenses. In the alternative, if the
Commission chooses to adopt both the Staff-recommended base fuel rate and
Staff’s recommended modifications to the Power Supply Adjustment (“PSA”)
mechanism, then it is imperative that the prospective adjustor for 2007 be set at
0.4516¢/kWh in order to limit the amount of under-recovery of fuel expenses that
may occur in 2007. This under-recovery is likely even if the 3.2491¢/kWh level is
adopted by the Commission for the simple reason that new rates are not likely to
take effect until several months into the year 2007, and the Company needs the
revenue collected in the spring and fall months of each year to even out the
shortfall that inevitably occurs in the summer months of each year. Without the
chance of starting the year 2007 at the correct level, it is most likely that the
recovery of fuel expenses, through either base rates or a combination of base rates
and a prospectively-set adjustor, will fall short of the Company’s actual 2007 fuel
expenses.

In response to Staff witness Anderson’s assertions related to DSM-related reduced
revenue, I have re-estimated the amount of net lost revenues associated with the
Company’s DSM program achievements to be $6.9 million. In an attempt to deal
with Staff’s assertion that revenue reductions attributable to DSM measures are
not known and measurable, this revised estimate takes into account only the




energy reductions associated with the amounts already spent and planned to be
spent in the remainder of this year, as addressed by Ms. Teresa Orlick in her
Rejoinder Testimony regarding the DSM spending plan. The Settlement
Agreement that led to Decision No. 67744 provides for the recovery of DSM-
associated net lost revenues in the Company’s rate cases, and the Company is
merely seeking to be kept whole for the energy reductions that have already been
or are about to be achieved.

Finally, I provide a more quantitative illustration of the problem posed by Staff
witness Dittmer’s recommendation to disallow the Sundance O&M overhaul
expense pro forma adjustment. Mr. Dittmer’s recommendation precludes the
Company from recovering its full overhaul costs until several years in the future, if
at all. Under Staff’s approach, customers in the future will be required to pay for
overhaul expenses that are being incurred based on the usage of Sundance today.







SUMMARY OF TESTIMONY GIVEN BY
DONALD G. ROBINSON

I DIRECT. (As Amended by January 31, 2006 Filing)

The Company’s last rate case request culminated in a settlement agreement (“2004
Settlement”) that was adopted with modifications by the Commission in Decision
No. 67744. In that Decision, the Commission authorized a PSA mechanism for
APS, and established the amount to be recovered through base rates (“Base Fuel
Recovery Amount”) at $.020743 per kWh, which as based on 2003 costs. The
PSA permitted the Company.to defer for later recovery or refund, 90% of the fuel
and purchased power costs that were in excess of or below the Base Fuel Recovery
Amount. The other 10% was to be expensed (and paid for by APS shareholders,
despite the fact that they were presumptively prudent costs incurred solely to
provide service to APS customers) or retained as Other Income, depending on
whether the costs were above or below the Base Fuel Recovery Amount plus the
PSA factor.

APS has deferred nearly $170 million in higher fuel and purchased power costs
since April 7, 2005 (the effective date of the PSA, pursuant to Decision No.
67744) through December 31, 2005, as well as interest on such under-recoveries.
The remaining amounts of these higher costs, approximately $19 million, were
expensed against income as a result of the 90/10 sharing, which therefore reduced
the Company’s earnings.

It was the Company’s understanding pursuant to Decision No. 67744 that
adjustments to PSA charges were made at least annually. Under that Decision, the
annual change to the PSA Factor was to be made on April 1 of each year
beginning in 2006, based on filing, which had to be filed by March 1st, but could
be filed earlier. (The timing of the PSA Factor was later changed to February 1 of
each year, as I discuss later in my testimony.) That filing would compare fuel and
purchased power costs per kWh for the preceding calendar year (in this fist
instance, April through December 2005), as indicated by the PSA bank balance,
after application of the 90/10 sharing provision with the Base Fuel Recovery
Amount.

Pursuant to Decision No. 67744, APS was also authorized to request a special
PSA surcharge. That Decision required that APS file a report with the
Commission to either request a PSA surcharge or to explain why such a surcharge
was unnecessary when fuel and purchased power cost deferrals reached $50
million. Decision No. 67744 also required the Company to seek such a surcharge
before the bank balance of cost deferrals reached $100 million. Upon the date APS




requested the PSA surcharge, the level of deferrals used to determine the timing of
any subsequent surcharge application would be reduced by the amount requested.

Pursuant to this provision of Decision No. 67744, the Company requested a PSA
surcharge on July 22, 2005 (“July Surcharge Request”). On January 13, 2006, APS
also notified the Commission that the PSA bank balance had again reached $50
million (in addition to the $80 million subject to the July Surcharge Request), but
the Company did not request an additional PSA surcharge at that time.

The July Surcharge Request came before the Commission at the January
24th/25th, 2006 Open Meeting. During that Open Meeting, the Commission
convened an A.R.S. § 40-252 evidentiary hearing to create an adequate record to
advance the PSA adjustor date from April 1 to February 1. In Open Meeting on
January 25, 2006, the Commission denied the Surcharge Request and modified
some of the PSA provisions that were adopted in Decision No. 67744,

Rate adjustment mechanisms for fuel and purchased power costs have been and
continue to be a routine regulatory practice in this country. As of the date this
testimony was filed, some 40 jurisdictions having regulated electric utilities have
adopted some manner of PSA mechanism and others have otherwise addressed the
need to provide timely recovery of costs.

By the end of 2005, APS has under-recovered its fuel and purchased pbwer costs
by approximately $187 million (before the 90/10 sharing mechanism). The
Company’s 2005 earned return on equity (“ROE”) of 6.8% was already below the
10.25% cost of equity (“COE”) established in Decision 67744 (and far below the
COE of 11.5% recommended by Dr. William Avera in this filing).

For 2006, the financial implications would be worse absent the PSA. Unrecovered
fuel and purchased power costs would accumulate to approximately $460 million.
As noted in APS witness Donald Brandt’s direct testimony, even with the present
PSA, the Company’s financial results do not have the strength necessary to
address current and future capital needs. This will directly impact both future costs
of providing the service and, sooner or later, the adequacy of that service. The
delays that have occurred in the recovery of fuel and purchased power costs
through the PSA surcharge mechanism have already caused APS to be
downgraded by Standard & Poors (“S&P”) to BBB- status (which is one grade
above “junk” status) in December 2005. S&P indicated at that time that further
rating downgrades may result if there is not more prompt recovery of fuel costs.
As discussed in Mr. Brandt’s testimony, a downgrade to junk status would have
significant and severe impacts upon the Company’s ability to provide reliable
electric service at reasonable rates to its customers.




The PSA does more than protect the Company’s financial integrity, although that
is certainly an important function that directly impacts both APS and its
customers. The PSA also provides customers with relevant pricing information
between general rate proceedings that can positively influence energy usage and
their willingness to invest in energy efficiency. The PSA charges on a customer’s
bill appropriately reflect the changes in the market in a more timely manner, so
customers can react to changes in the cost of this commodity by modifying their
energy usage. Encouraging conservation and energy efficiency by more accurate
pricing signals was one of the Commission’s primary goals expressed in decision
No. 67744.

The PSA has other significant restrictions and limitations that were neither part of
the comprehensive 2004 Settlement that was reached by APS with Staff and the
twenty-three other parties in August 2004, nor are they components of adjustment
mechanisms for other Arizona utilities. These include:

1. A cap on total annual fuel and purchased power costs includable in
PSA calculations of $776.2 million (“Total Fuel Cost Cap™);
2. A limit on the annual PSA Factor adjustment to a maximum of $.004

per kWh over the duration of the PSA mechanism; and
3. A requirement that APS file a PSA surcharge request before the
deferred costs reach $100 million.

These restrictions and limitations were added to the 2004 Settlement in the
Administrative Law Judge’s (“ALJ”) Recommended Order or during the
Commission’s Open Meeting deliberations that resulted in Decision No. 67744.
All have the practical effect of requiring APS to file this rate case and perhaps
future rate cases sooner and more often than might otherwise be the case.

Total Fuel Costs Cap is especially troublesome because APS projects it will reach
the $776.2 million Total Fuel Cost Cap during the fourth quarter of 2006. In its
January 25 Open Meeting Decision, the Commission addressed the issue of the
Total Fuel Cost Cap and stated that APS was permitted to continue to defer fuel
and purchased power costs that were above the $776.2 million cap adopted in-
Decision No. 67744, and that it was never the Commission’s intent that this “cap”
create automatic disallowances of costs. If the Commission had not clarified that
these costs could be deferred, APS would have been faced with significant
potential disallowances of legitimate fuel and purchased power costs. However, it
is still unclear how costs above the “cap” will be recovered, unless the “cap” is
permanently removed.

In the last APS rate case, the Total Fuel Cost Cap was at least partially premised
on the theory that the additional recovery of fixed costs through sales growth




would offset the known under-recovery of variable fuel and purchased power
costs. This hypothesis was unproven by its proponents during the last rate
proceeding and in fact was refuted by the only evidence of record in that
proceeding. Again in this rate filing, APS has shown that this “growth pays for
itself” theory is erroneous. This is demonstrated by Mr. Brandt’s analyses of the
2005-2006 financial results, which included the PSA, and indicated the Company
is experiencing a significant and rising level of under-earning. It is for these
reasons that APS urges the Commission to permanently eliminate the Total Fuel
Cost Cap. In the alternative, the Commission should increase the Total Fuel Cost
Cap to at least $1.5 billion. This level should provide enough headroom for fuel
and purchased power costs into the next decade, or roughly five years after the
rates in this case have taken effect.

Second, the four mill cumulative cap on the PSA Factor should be made an annual
cap, as was intended in the 2004 Settlement. With the volatility in the fuel and
purchased power markets and with the January 25 Open Meeting Decision, which
determined that a surcharge would only be implemented using the balance
remaining after the annual PSA Factor adjustment was determined, the four mill
cumulative cap is far too restrictive and does nothing but necessitate repeated PSA
surcharge applications that otherwise might be addressed over time by additional
PSA Factor adjustments.

A third reform to the PSA would be the elimination of the $100 million deferral
“trigger” for mandatory PSA surcharge applications, because with the
determination in the January 25 Open Meeting Decision that the surcharge can
only be calculated once a year, the $100 million “limit” has been effectively
mooted and should be eliminated.

APS also is requesting to modify the 90/10 cost sharing mechanism in the present
PSA in the following respects. Renewable resources that are purchased and not
covered by the Commission’s Environmental Portfolio Standard (“EPS”)
surcharge are included in the PSA’s calculation of fuel and purchased power costs.
Because acquiring additional renewable resources is both required by Decision
No. 67744 and is consistent with Commission policy, APS should not have to
suffer an automatic 10% disallowance of such costs, as would happen under the
current 90/10 cost sharing mechanism. Similarly, APS is proposing to exclude the
demand costs of purchased power agreements (“PPAs”) acquired through
competitive processes from this cost sharing. Because the demand costs are fixed
and market-based, APS has no ability to further reduce or avoid them, and thus the
90/100 “sharing” becomes simply an arbitrary disallowance of reasonable and
prudent costs. The energy portion of the PPAs, i.e., the per MWH charge, would
continue to be subject to the 90/10 cost sharing.




Finally, APS proposes to exclude 10% of the realized gains or losses from hedging
from the calculation of both base fuel costs and the PSA. The remainder (90%) of
gains and losses would continue to be included in such calculations and would be
subject to the 90/10 cost sharing mechanism.

II. REBUTTAL.

There is universal agreement among the parties that a PSA should be retained.
There is likewise unanimity that the current PSA structure should be modified to
make it more flexible and do a better job of timely recovering prudent fuel costs
incurred to serve our customers. The extent of the needed modifications to the
PSA is really the question that must be resolved by the Commission in this
proceeding and is at the heart of the remaining disagreement among the parties
relative to the PSA.

As we understand it, Staff would establish a base fuel cost based on “as-incurred”
2006 costs with normalizations for weather and power plant maintenance, but with
no annualization adjustments for certain of the known and measurable changes
occurring in 2006, let alone any in 2007. By Staff’s own admission, this would set
the base fuel rate well below the level of costs anticipated during the period the
new base fuel rate would become effective. The resulting deferrals would be in the
area of $150 million. To mitigate some of this tremendous run-up in 2007 PSA
cost deferrals that would otherwise result from this conscious understatement of
base fuel costs, a 2007 “prospective” PSA adjustor would be established
(concurrently with the new base fuel rate or shortly thereafter) based on forecasted
2007 fuel costs. It is assumed by APS that the as-of-yet unrecovered amount of
2006 fuel costs would flow into the existing Annual PSA Adjustor effective
February 1, 2007, which would now become a “retrospective” PSA adjustor to
collect the difference between the forecasted fuel costs used to set the prospective
PSA adjustor and actual fuel costs for the projected year — in this instance 2008.
The following year, the 2008 prospective PSA adjustor would be established in
some sort of proceeding in late 2007. The present “90/10” sharing mechanism, the
four mill “cap” on what is now the Annual PSA Adjustor (both annual and
cumulative), and what is described in my Direct Testimony as the Total Fuel Cost
Cap would all seem to be replaced by what Staff’s consultant believes to be a
more comprehensive regime of regulatory oversight of fuel costs.

The Staff proposa