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DIRECT TESTIMONY OF THOMAS J. CARLSON

ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-00000A-02-0051, et al.)

INTRODUCTION
PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION.

My name is Thomas J. Carlson. I am the Head of Trading for Arizona Public
Service Company (“APS” or “Company”). In that role, I am responsible for
procuring purchase power and natural gas for APS, and also the marketing of

surplus APS generation and natural gas.

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL
BACKGROUND?

I received a Bachelor of Science degree from the University of South Dakota in
1977. Prior to coming to APS, I worked in marketing and market research ‘
positions with the airline and motor transportation industries. I held a similar ‘
position when I joined APS in 1988. In 1992, I began in the gas trading and fuel
management area of the Company, rising to Director of Generation Fuel
Procurement for APS. When trading functions were transferred to Pinnacle
West Marketing & Trading (“M&T”) after the 1999 APS Settlement Agreement
with the Commission, and in anticipation of generation divestiture, I became an
M&T employee. With the Commission’s decision to reverse course on

divestiture in Decision No. 65154 (September 10, 2002), I was transferred back

to APS and assumed my current duties.

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?
My testimony will describe a proposed APS procurement plan for what APS

witness Pete Ewen has determined to be the Company’s reliability-driven
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capacity and energy needs that cannot be met by the Company’s existing
generation and purchase power contracts, which I believe is the subject of Track
B. I then discuss the potential acquisition through a separate but parallel process
of what are presently classified as “reliability must-run” (RMR”) needs of the
Company. 1 also address competitive short-term purchases for both economic

and reliability reasons that would fall outside the broader Track B procurement.

I say “proposed” procurement plan not just because the Commission may
require a different plan, but also to emphasize the evolving nature of the
procurement process itself. APS has already made significant changes to the
procurement proposal outlined in its July 2002 filing in the proceeding (and
discussed during the workshops). No doubt further reﬁnements will occur
between now and the actual 2003 Track B procurement as a result of these
proceedings and continued dialogue with Staff and other parties. However, our
goals, and I believe those expressed by Commission Staff in its final report of
October 25, 2002 (“Staff Report”), are unchanged—to acquire the unmet needs
of APS customers in an economic and reliable manner through a fair and open

process.

SUMMARY

WOULD YOU PLEASE SUMMARIZE YOUR DIRECT TESTIMONY?
APS’s proposed plan calls for a multi-layered procurement effort. The first part

will be a request for proposals (“RFP”) to be issued no later than the end of
February 2003 seeking three basic products:

(1)  capacity only (the right to capacity at a fixed or floating price
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with no obligation to take energy) from a specific generator or

group of generators;

(2)  capacity plus some minimum level of energy taken from a specific
generator or group of generators during specified months and
hours; and

(3)  physical “call” options having the same general characteristics
as the first product except physical call options are usually
exercised at specific fixed or “strike” prices.

Contract lengths will be as short as one quarter and as long as four years. The
percent mix of the listed product types that APS will procure in the initial RFP
will be determined by then-existing market conditions, credit quality,

deliverability, and other relevant factors.

The intent is to request bids for 100% of the unmet reliability needs for 2003,
2004, 2005, and 2006 through this process. But APS may elect to acquire more
or less than these amounts during any year or in total depending on the actual
responses to this RFP and then existing or forecasted market conditions. APS
could also reject all the bids if they do not satisfy the Company’s needs or are
unreasonable in terms of price, reliability, etc. To the extent that APS unmet
needs cannot be economically and reliably met through the initial RFP, or as
stated above, any part of such need goes “uncovered” in the initial RFP
solicitation, those uncontracted and still unmet reliability needs would be
addressed either by short-term market purchases (for 2003) or in a subsequent
formal procurement. Such procurement would likely take place in early 2004,
depending on the results of the RFP and may in 2004 switch to a descending

clock auction process, which remains a long-term procurement option .

-3.
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RMR needs from non-APS resources will be handled somewhat differently.

APS will separately but concurrently solicit proposals for such needs. If a
proposal is received that can demonstrate to the Company’s satisfaction
deliverability on reasonable terms within the Phoenix load constraint, APS will
consider it on the same price, credit—-worthiness, reliability of both supply and

delivery, etc., criteria as will be applied to the more general Track B solicitation.

Finally, short-term and economy purchases (e.g., balance of month, day ahead,
and real time) would be made much as they are today, as is recommended in the
Staff Report. Maximum flexibility in making these purchases has benefited and
should continue to benefit APS customers. Short-term purchases have been a
critical part of prudent power procurement for many decades and are necessary
to match a changing market with changing load requirements. APS is studying
an expanded role for independent brokers and/or electronic trading platforms to
determine whether these or other steps are necessary for affiliate transactions,
but will not unnecessarily burden the procurement process with red tape and

prescriptive rules at the expense of customer benefits.

A last part of my testimony, although intertwined with the rest , is a discussion
of risk management. In other words, how will APS manage the risks of this
Commission-ordered procurement to best protect its customers? This
encompasses both the traditional risks of commodity availability and commodity
price, and also the relatively new world of counter-party risk. It also addresses
the risks newly created by the Track B process itself. Although it would be
inappropriate to discuss in any detail APS risk management tools in a public

forum involving prospective bidders, it is today evident that counter-party risk 1s

-4 -
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a dominant consideration in determining the length of power agreements in the
current financial climate. Establishing strong credit requirements at the outset of
the contract is a first line of defense. Periodic collateral call provisions are the
next layer of credit protection, although they are of limited value when needed
most. In a world where strong A-rated companies can fall all the way to junk
status in a year or less, only resource diversity and/or shorter term transactions
or some combination can provide that final layer of protection for our

customers.

THE RFP

WHY IS APS NOW PROPOSING A SIMPLIFIED RFP PROCESS FOR
THE 2003 PROCUREMENT INSTEAD OF THE AUCTION PROCESS
DISCUSSED IN ITS JULY 2002 COMMENTS AND DURING MUCH OF
THE WORKSHOP?

First of all, the July 2002 filing describing a descending clock auction process
was intended to be a framework for further discussion, not a “take it or leave it”
proposal. APS has been listening to the proponents of RFPs throughout the
workshops and has taken some of their comments to heart. Although we are still
concerned that the often highly subjective nature of the RFP process could lead
to higher costs and more controversy, we propose to reduce that subjectivity by
more narrowly defining the products to be solicited and by bidder pre-

qualification.

Second, the nature of our needs has changed since July and even since the early
workshops in Track B. At that time, the Company fully anticipated that it would
be divesting all of its generation, with or without the proposed purchase power

agreement (“Proposed PPA”) submitted to the Commission in the Fall of 2001.
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In either event, APS needs would have been for a more standard, higher load
factor energy product. With the requirement that APS keep its generation and
competitively procure the needs that cannot be met from such resources, this
means that the Company needs significantly more capacity than energy, and
generally requires both only during limited times of the year and times of day.
Dispatchable capacity and energy products, or their equivalent, become far more

attractive, as do capacity reserves without any associated energy.

Third, there is a timing element at work here. Back in July, APS indicated the
need to begin the acquisition process some five to six months before delivery.
This means a significant acceleration of the Staff-proposed schedule even
assuming a new proposed delivery date beginning with the third quarter (“Q3”)
of 2003. Formal auctions require considerable up front lead-time for retaining an
outside auction administrator, for software development, and for testing and

training on the part both of prospective bidders and utility personnel.

Fourth, the process suggested by Staff in the Staff Report is not particularly
conducive to an auction. Auctions work best when there 1s up-front agreement
on the process and the understanding that because regulators have pre-approved
the structure of the auction, they will accept the results of the auction by
providing adequate assurances of full cost recovery by the purchasing utility.
Alternatively, the utility can be given full authority to conduct an auction free
from contemporaneous direct regulatory involvement, excepting for the usual
prudence review in subsequent rate proceedings. The Staff Report’s proposal

does neither.




No R I T @)

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

This does not mean that APS has given up on the auction process. Indeed, if
permitted by the Commission as a result of this Track B proceeding, the
Company is very much interested in exploring such an auction process for its
2004 procurement of all or portions of any remaining unmet need for years after

2003 that is not acquired through the 2003 RFP.

COULD YOU PLEASE DESCRIBE THE PRODUCTS APS WOULD
SEEK IN THIS RFP?

Yes. As | mentioned earlier, our most critical need in the next several years is
for capacity. We also require limited amounts of energy during peak periods.
Therefore we will seek bids in minimum 25 MW blocks for just capacity and
also for similar blocks of capacity with minimum energy purchases during the
months of July through September of each year from the hours of HE0700
through HE2200, seven days a week. APS will require capacity-only offers to
be firm with reserves. Capacity with energy offers may be either firm or
contingent during the months and hours described above. In the case of the
latter, the prospective seller may either firm up the proposal with its own
reserves or APS will add the expected cost of reserves to the offer to make it

comparable with firm power.

In addition to firm blocks of energy, APS will seek physical call options in the
RFP process. Physical call options are rights to purchase a specific amount of
capacity and energy at a predetermined “strike” price for a specified period of
time. For example, if APS owned a $50/MW daily physical call option on
75MW of “6 x 16” power for July through September 2003, APS would have a
daily option to purchase for the following day power at the agreed upon strike

price of $50/MWH for the 16 hour on-peak period. The power provided is

-7-
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physically firm and not unit contingent. Although physical call options do exist
that are dispatchable (that is, the buyer does not have to take the entire block of
energy at the strike price, but rather only what is actually needed), these carry a
premium for dispatchability, and the market is thinner than for the more

standard “6 x 16 product.

AT WHAT DELIVERY POINTS WILL APS ACCEPT DELIVERY OF
POWER PROCURED UNDER THIS RFP?

That will be finalized when the deliverability analysis discussed on page 15 of
the Staff Report is completed. However, it appears the following delivery points,
subject to existing or forecast constraints, can be utilized: Palo Verde, Navajo,
Mead, North Gila, Liberty, Pinnacle Peak, Westwing, Jojoba, Four Corners, Gila
Bend, and Kyrene. And, as I discussed earlier, entities that can demonstrate
deliverability to a suitable point of delivery within the Phoenix load constraint

may also bid for non-APS RMR needs.

WILL THE COMPANY BE SEEKING ANY ANCILLARY SERVICES IN
THE 2003 RFP?

Other than reserves, the answer is no. APS will provide ancillary services. This
may change in the future as either a viable market for such services is developed
in Arizona or because WestConnect or a similar entity assumes the role of

ancillary service provider within the APS service territory.

WHAT IS THE PROCUREMENT HORIZON FOR THE 2003 RFP AS
YOU HAVE DESCRIBED IT IN YOUR TESTIMONY?

For both the reasons described in our July 2002 filing and the present credit
crisis in the industry; we are looking at up to a four-year procurement. That is,

we will accept proposals for as short as one quarter and up to four years.




As noted last July, the establishment and operation of a RTO may expand the
number of potential bidders in the Arizona market by facilitating access to
Arizona by out of state and even out of region suppliers. FERC’s proposed
Standard Market Design is another wild card that may affect both the price and

availability of transmission for one set of potential bidders vis-a-vis others.

Counter-party credit problems, which I discuss later in my testimony, have
dramatically affected the term of power acquisition transactions. The credit
quality of its sellers is obviously important to the buyer in case of seller default.
But that does not mean you only assure yourself of such credit quality after a
default has occurred. That would be like worrying about fire insurance after the
fire has started. Moreover, it is not just the seller’s credit when the deal is inked
that must concern the buyer, but what that credit will be during the term of the
transaction. Historically, most deals, whether multi-year or day-ahead, were
with other utilities. Even with the advent of merchant traders and producers,
most had credit equal to or greater than some utilities. Times have dramatically
changed in the past 24 months. Many counter-parties are experiencing severe
credit problems. Credit downgrades have been frequent and widespread. Some
counter-parties such as Enron have disappeared altogether. As such, APS has
established credit criteria that allow transactions to occur while minimizing the
reliability and financial risk to APS and its customers. These criteria determine
whether APS can, for example, do a multi-year deal for a particular seller, while

another may be extended credit only for day-ahead sales.

HOW MUCH CAPACITY AND ENERGY WOULD APS SOLICIT FOR
THE YEARS 2003 THROUGH 2006 VIA THIS PROPOSED RFP?
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All the unmet capacity and energy needs shown on Mr. Ewen’s Schedule PME-
1. As indicated in my SUMMARY, the non-APS RMR amounts shown for these
years would be solicited simultaneously by a separate RFP. In the case of the
latter, the prospective seller will have to demonstrate to the Company’s
satisfaction that it has or can acquire firm transmission rights over non-APS
transmission to a delivery point within the Phoenix load constraint or that it

owns or controls generation within that constrained area.

Although APS will accept proposals for all or a portion of the entire estimated
unmet reliability needs for these years, that does not necessarily mean APS will
execute contracts covering 100% of such needs. Consistent with the Staff
Report, APS would reserve the right to reject any and all offers, even for 2003,
if they are unacceptable in terms of price and reliability. See Staff Report at 16.
This will be discussed more in the RISK MANAGEMENT section of my

testimony.

WHAT WILL YOU DO IF YOU DO NOT ACCEPT SUFFICIENT BIDS
TO COVER ALL YOU UNMET NEEDS FOR 2004 THROUGH 2006?

Such needs would be addressed in a subsequent competitive procurement or
procurements. Also, as a new load and energy forecast is made in 2003, the
amount of forecasted unmet reliability needs could increase or decrease for these
subsequent years. In any event, APS would likely either repeat the RFP process
or move to an auction such as was described in the July filing using, however,
the energy products then appropriate for APS, which are likely to remain
capacity intensive and energy light for the immediately foreseeable future. As is

indicated in the Staff Report at page 40, we would need to review how the 2003

-10 -
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solicitation worked before finalizing plans for subsequent competitive

solicitations.

WHAT WOULD APS DO IF THERE ARE NOT ENOUGH ACCEPTABLE
OFFERS FOR EVEN THE COMPANY’S 2003 UNMET RELIABILITY
NEEDS?

Given the short time between the end of this Track B proceeding and Q3 of
2003, I do not even like to think of that possibility. However, should that
happen, the solicitation would fail. See Staff Report at 33. In such a situation,
APS would work closely with Staff, the independent monitor, and bidders to
determine why the solicitation had failed and whether a second formal

solicitation was possible for 2003. If not, APS would propose to use the same

process as it would otherwise use for short-term purchases from the competitive

wholesale market—a process discussed later in my testimony.

HAS APS DEVELOPED ALL THE DETAILS SURROUNDING THE
PROPOSED RFP?

No, but APS intends to follow the description of solicitation materials discussed
in the Staff Report beginning on page 17. Thus, most of the details as to pre-
qualification, form of contract, the time for responses to the RFP and the time
bids will remain open, the handling of preferred versus secondary delivery
points for purposes of bid evaluation, bid fees, etc., will be part of the bid
package. The most recent Procedural Order in this proceeding greatly
accelerated the time for submitting even this level of detail concerning the
Company’s procurement plan as compared to anything that had been discussed
in the workshops or contained within either the draft or final Staff Report. APS
has attempted to comply with this unexpected filing mandate to the best of its

ability within the time permitted.

-11 -




e RN

O

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

IV.

SHORT-TERM PROCUREMENTS

WILL EITHER THE 2003 RFP OR THE POSSIBLE AUCTION IN 2004
AND BEYOND, IF SUCCESSFUL, RESULT IN THE ACQUISITION OF
THE PRECISE AMOUNT OF ALL APS PURCHASE POWER UNMET
NEEDS FOR 2003 THROUGH 2006?

Only under the most implausibly fortuitous circumstances would this be the
case. We are talking here about forecasted unmet needs, and the one thing we all
know about forecasts is that they will be “off” by some amount. The weather
will be hotter or cooler than forecast. Population influx will be more 6r less than
forecast. APS generating units will experience more or less forced outages.
Planned outages will be shortened, lengthened, postponed or accelerated.
Perhaps the biggest unknown is the degree to which retail access cuts into our

forecasted demand and energy.

I could go on, but I think T have made my point. APS will continuously make
short-term purchases to cover short positions and sell existing resources to
liquidate long positions. Even when resources are acquired well in advance,
there is a constant re-evaluation of their continued appropriateness from both a
need and cost perspective. APS also routinely makes economy purchases (i.e.,
purchases of energy that are made when it is less expensive to buy short-term
power from the market than it would be to continue generating power using
APS-owned generation) on a balance of month, day-ahead, and/or real-time
basis. None of these purchases can be reasonably planned years in advance and
even the ability to predict them given a specified load forecast involves
numerous unknown variables. And as is the case with those resources acquired

to meet capacity and energy reliability needs, these short-term economy

-12-




wm Rk WN

~N N

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

=

purchases are continually managed right up to the moment of expected use to

produce the best results for our customers.

HOW WOULD APS GO ABOUT MAKING SUCH PURCHASES?

As indicated in the Staff Report, APS would continue to make such purchases in
the ordinary course of business as it does today. See Staff Report at 4. In the
specific case of economic purchases, these are cost-driven. Presently, most of
our load demand is met with baseload nuclear and coal fired generation. For
APS and much of the West, the marginal generating resource is gas-fired. APS
can either purchase gas to run in one of its own units or purchase gas-fired
generation. If APS can generate electricity at a lower cost than the then
anticipated market price of power, we normally secure forward gas (gas
purchased today for delivery at some future date) to meet that anticipated
economy energy need. Conversely, if forward purchase power (power purchased
today for delivery at some future date) costs were lower, we would normally
secure forward power and reduce forward gas purchases. Even after this initial
decision is made (gas versus purchase power), we continually monitor market
conditions, and our initial gas or power position may be liquidated and replaced
with its alternative many times until the time of anticipated use by APS to serve

customers.

At present, APS secures economy and other short-term purchases through the
following process. Forward markets for energy are presented to APS daily in a
myriad of ways, including direct contact with counter-parties, use of brokers,
and access with online trading systems. Each day, APS reviews its current

position and the value of the forward energy market and determines whether or

-13-




not to procure economy or other short-term energy. Factors such as weather,

load, credit, plant outages, natural gas prices (spot and future), and product type
all impact the procurement process. Economy purchases are driven primarily by
price and credit. Other short term and real time purchases are driven more by

price and reliability.

A few new procedures are being studied and may be added regarding affiliate
transactions. APS is looking at the practicality of securing short-term purchases
(30 days or less) from independent brokers and the use of “blind” (i.e., the
identity of specific pre-qualified sellers in not known to the buyer) electronic
trading platforms such as ICE and Bloomberg. APS already uses such devices
for some short-term purchases today and will consider expanding their use or
consider yet other process changes for affiliate transactions if they increase the
efficiency and transparency of its short-term purchasing practices and if they do
not compromise the ultimate goal of producing maximum consumer benefits.
And, in situations when there are unanticipated and immediate threats to
reliability, APS will do what is necessary when it is necessary to address that

threat.

RISK MANAGEMENT

PLEASE IDENTIFY THE TYPES OF RISK WHICH APS AND ITS
CUSTOMERS ARE FACED WITH BECAUSE OF THIS TRACK B
PROCUREMENT?

Any restriction on the Company’s ability to procure its power needs limits its
flexibility and increases risk. For example, waiting until March of 2003 to
acquire Q3 of 2003 reliability needs increases price risk since windows of

opportunity between now and March would be foreclosed by this process. APS

-14 -
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is addressing this risk by entering into appropriate hedges this fall and winter.
Such hedges have historically been used and will continue to be used to mitigate
price and commodity risk. This will not reduce the amounts of capacity and
energy potentially secured through the RFP, but it will protect the Company and
its customers from price increases between now and April 2003, Predefining the
products to be procured is necessary for an manageable RFP process given
schedule envisioned by the Staff Report, but it may increase the risk that a
different but adaptable product might have produced a lower cost. Dictating that
a specified amount of the defined products must be acquired increases both price
risk (if sellers know you have to buy, the price will be higher) and volume risk
(purchased too much or too little). Being required to acquire the product in a
single solicitation carries with it the same increased risk. Perhaps the largest risk
is that the process will compromise the Company’s ability to insist on credit-
worthiness both at the outset and through the term of any purchase agreement. |
would also add that some risks in the Track B process outlined in the Staff
report likewise affect potential sellers, and they will expect additional

compensation to assume these risks.

WHY NOT COMMIT TO BUYING ALL YOUR FORECAST NEEDS
FOR 2003 THROUGH 2006 THROUGH THE PROPOSED 2003 RFP?

It would be imprudent to make such a commitment in advance of the bidding,
though it may not be imprudent to actually acquire all such needs. My goal is to
meet APS customer needs for reliable and economic power as efficiently as
possible—period. I cannot fulfill that mission unless I have the flexibility to say
“no.” As long as I have the power to say no, I have options, which means [ have
leverage in the negotiation with suppliers to serve those APS customer needs. If

I am required to make a specific level of purchases regardless of price or credit-

- 15 -
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worthiness, either current or forecast, I lose that power and leverage, and

customers get either more costly or less reliable service or both.

WITHOUT GIVING OUT ANY TRADE SECRETS, HOW DO YOU GO
ABOUT PUTTING TOGETHER A BALANCED PORTFOLIO OF
PRODUCTS BOTH AS TO TERM AND PRICE?

You study the market (both present and future), weigh credit considerations,
evaluate regulatory risk, and factor in the inherent uncertainty of any load
forecast. There is no magic formula, and if there were, 1 would not disclose it to
potential suppliers in this public forum. That would be the same as giving up my
power to say no, which is something no prudent buyer would ever surrender.
But I can say that I will assemble the best portfolio of the three product types
solicited, with diversity of terms (lengths) and of the various resources standing
behind those products, as is possible given the bids received, the nature of our
unmet needs, then-prevailing market conditions and other relevant factors. The
goal is to bring incremental reliability and cost value to APS customers. And in
doing so, I am mindful that the best hedge our customers have in this entire
process in the broad portfolio of the Company’s existing capacity and energy

resources, a hedge I intend to use to maximize that value.

CONCLUSION

DO YOU HAVE ANY CONCLUDING REMARKS?

Yes. In my testimony, I have introduced the Company’s current thinking on
Track B procurement. It is largely premised both on Mr. Ewen’s needs
assessment and the Staff Report. Although a riskier and potentially more costly
proposal than the Company’s existing procurement strategy, it is consistent with

the Commission’s orders to date and still preserves significant flexibility, the

- 16 -
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most important aspect of which is the ability to reject any or all bids received as

a result of this process.

DOES THAT CONCLUDE YOUR PREFILED DIRECT TESTIMONY IN
THIS PROCEEDING?

Yes, it does.

-17-




WORKPAPERS

Peter M. Ewen

November 4, 2002
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