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On November 4, 2005, the Arizona Public Service Company ("APS" or "Company") filed an

applica tion with the  Arizona  Corpora tion Commiss ion ("Commiss ion") for a  ra te  increase  and to

amend Decis ion No. 67744 (April 7, 2005).

On November 9, 2005, the Commission opened a docket to investigate the outages  at Palo

Verde  Nuclear Power Genera ting S ta tion ("Pa lo Verde") during 2005, and another docke t was

opened to audit APS' fuel and purchased power practices and costs.

On January 31, 2006, APS filed an amended application using an updated Test Year ("TY").

On February 24, 2006, the  Utilities  Divis ion S taff ("S tafP ') of the  Commiss ion tiled a  le tter

stating that the application was found sufficient and classified the applicant as  a Class A utility.

On September l, 2006, S taff of the  Commiss ion tiled Motions  to Consolida te  ("Motions")

dockets  E-01345A-05-0816, E-01345A-05-0827 and E-01345A-05-0826. The Motions were granted

by Procedural Order issued September 18, 2006.

The following reques ted and were granted intervention: J im Nelson, the  Res identia l Utility

Cons ume r Office r ("RUCO"), the  Arizona  Coge ne ra tion As s ocia tion db Dis tributed Energy

Association of Arizona ("DEAA"), Converge, Inc., UniSource Energy Services , Western Resource

Advocates  ("WRA"), Sun City Taxpayers  Association, Inc. ("SCTA"), the Arizona Utility Inves tors

As s ocia tion, Inc. ("AUIA"), The  Kroge r Co., ("Kroge r"), P he lps  Dodge  Mining Compa ny a nd

Arizonans  for Electric Choice  and Competition ("Phe lps  Dodge /AECC"), the  City of Scotts da le

("Scottsda le"), Arizona  Water Company ("AWC"), the  Federa l Executive  Agencies  ("FEA"), the

Arizona  Compe titive  P ower Alliance  ("Alliance"), Mes quite  P ower, LLC, S outhwes te rn P ower

23

24

Group II, LLC and Bowie Power S tation, LLC ("Power Group"), George Bien-Willner db Glendale

& 27th Inves tments , Ruth Properties, LLC, Solicito Investments, LLC and Combined

25

LLC;

Commercial, LLC, the Arizona Solar Energy Industries Association, the Vote Solar Initiative, the

26

27

28

Greater Tucson Coalition for Solar Energy and the Anuran Group (collectively "Solar Advocates"),

the  AzAg Group, the  S outhwe s te rn Ene rgy Efficie ncy P roje ct ("S WEEP "), S outhwe s t Ga s

Corpora tion ("S WG"), Inte re s t Ene rgy Allia nce  ("Inte re s t"), Ta mmie  Woody, the  Arizona
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1 Inte rfa ith Coa lition on Ene rgy ("AZ-ICE"), the  J e wis h Community of S e dona , a nd AARP  Arizona

3

4

5

6

7

2 (", R AM").

The hearing was conducted as scheduled and continued into December, 2006, lasting 29 days.

The  record rema ined open to a llow la te -filed exhibits  to be  filed. Pos t hea ring initia l brie fs  we re  tiled

Ja nua ry 22 a nd 23, 2007 by APS , S ta ff, RUCO, Phe lps  Dodge /AECC, AUIA, Kroge r, FEA, AZ-ICE,

WRA/S WEEP , In te re s t,  S o la r Advoca te s , a nd  DEAA. P os t he a ring  re p ly b rie fs  we re  file d

Fe brua ry 16, 2007 by AP S , S ta ff RUCO, P he lps  Dodge /AECC, AUIA, Kroge r, WRA/S WEEP ,

8 Inte re s t, S ola r Advoca te s , a nd DEAA.

9 On Fe brua ry 28, 2007, S ta ff file d  la te -tile d  e xhibit S -50, conta ining the  fina l ve rs ion of

10 S ta ff's  propos e d P la n of Adminis tra tion ("P OA") for the  P owe r S upply Adjus tor ("P S A").

A.11 Rate Application

12

13

14

15

16

17

18

19

20

The  a pplica tion a s  a me nde d is  ba s e d upon a  te s t ye a r e nding S e pte mbe r 30, 2005. The

Company is  reques ting an increas e  in revenues  of $425,847,0001, or 16.73 pe rcent over TY adjus ted

re ve nue s  of $2,545,020,000,2 for a  tota l re ve nue  re quire me nt of $2,970,867,000 (AP S  Exhibit No.

53). S ta ff is  recommending an increas e  of $188,265,000 or 7.27 pe rcent, ove r adjus ted TY revenues

of $2,591,008,000 for a  tota l re ve nue  re quire me nt of $2,779,273,000. RUCO is  re comme nding a n

increas e  of $212,163,000, or 6.16 pe rcent,3 ove r adjus ted TY re ta il revenues  of $3,445,400,000 for a

tota l re ve nue  re quire me nt of $3,657,563,000.4 Ba s e d upon a djus tme nts  to the  Compa ny's  filing a s

s e t forth he re in, we  a uthorize  a n incre a s e  of $321,723,000, a n incre a s e  of 12.33 pe rce nt ove r TY

adjus ted revenues  of $2,609,930,000, for a  tota l revenue  requirement of $2,931,653,000.

21 II. RATE  BAS E

22

23

24

APS proposed an adjusted jurisdictional original cost rate base ("OCRB") of $4,456,937,000,

a reconstruction cost new depreciated rate base ("RCND") of $7,765,052,000, and a fair value rate

base ("FVRB") of $6,110,995,000. (APS Exhibit No. 53) Staff proposed an adjusted OCRB of

25

26

27

28

1 $425,847,000 plus $4,542,000 for environmental improvement charge and $4,250,000 for environmental portfolio
standard, for a total of $434,639,000
2 20.43 percent over total sales to ultimate retail customers.
3 3.5 percent incremental increase over current rates with interim adjustor.
4 RUCO's TY revenue requirements are not comparable to Staffs and APS' due to differences in purchased power and
fuel costs included in base rates.
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1

2

$4,402,377,000, a  RCND of $7,710,492,000, a nd a  FVRB of $6,056,435,000. RUCO propose d a n

adjus ted OCRB 0f$4,463,352,000, a  RCND 0f$7,728,174,000, and a FVRB $6,095,763,000.

3 A . Contested Rate Base Adjustments

4

5

6

7

8

Allowance for Working Capital

APS proposes an allowance for working capital of $l48,089,000, including a negative

$29,565,000 cash working capital component. Staff proposed an additional $57,018,405 negative

cash working capital resulting in a negative $86,391,274 component. RUCO proposed a negative

cash working capital of $l07,344,000.5

9

1 0 ca pita l ca lcula tion .

The  a rea  of dispute  is  ove r the  cos t-of-se rvice  e lements  tha t a re  included in the  cash working

AP S  include d both de pre cia tion a nd de fe rre d ta xe s , a nd e xclude d inte re s t

11

12

13

14

15

16

17

18

19

e xpe ns e  in  the  le a d-la g  s tudy it conducte d to  de te nnine  the  Compa ny's  ca s h working ca pita l

re quire me nts . S ta ff did not include  de pre cia tion a nd de fe rre d ta xe s , a nd include d inte re s t e xpe nse .

S ta ff a lso e xclude d a mortize d e xpe nse  of pre -pa id insura nce  cos ts  a nd nucle a r fue l from its  s tudy.

RUCO excluded deprecia tion and included inte rest expense .

Inclus ion of Deprecia tion Expense

AP S  a rgue s  tha t unlike  othe r ra te  ba s e  e le me nts  tha t ca n be  de rive d from the  Compa ny's

ba la nce  s he e t, ca s h working ca pita l is  a  "ca lcula te d numbe r tha t ide ntifie s  the  a dditiona l ca s h

inve s tme nts  ma de  in the  Compa ny in orde r to ope ra te  a nd ma inta in its  e le ctric s ys te m on a  da ily

ba s is ." (AP S  Initia l Brie f, p. 41). AP S  cite s Accounting for P ublic Utilitie s :

20

21

22

Working capital is the average amount of capital provided by investors in the
company, over and above the investment in plant and other specifically
identified rate base items, to bridge the gap between the time expenditures are
required to provide service and the time collections are received for that
service.

23
ROBERT L. HAHNE & GREGORY E. ALIFF, ACCOUNTING FOR P UBLIC UTILITIES

24

25

26

5-2 (1990).

APS argues that because the Company's "rate base is reduced by the recorded level of

accumulated depreciation and deferred taxes (rather than the received level of actual cash recovery),
27

28 5 On a totalcompanybasis, or approximately $97,313,000 on an ACC jurisdictional basis. Exhibit R-24, MDC-5 and 2.

a.
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1

2

3

4

5

6

7

8

9

10

11

12

13

1 4

15

16

17

18

there  is  a  gap be tween when customers  a re  credited (through a  ra te  base  deduction) for the ir payment

of deprecia tion expense  and deferred tax expense  and the  time they actua l (s ic) pay for these  items

This  ga p re pre s e nts  a dditiona l inve s tme nt by the  Compa ny tha t mus t e ithe r be  re fle cte d in the

ca lcula tion of ca s h working ca pita l or re cognize d a s  dire ct a djus tme nts  to the  de pre cia tion a nd

de fe rre d ta x re s e rve s ." (AP S  Initia l Brie f, p. 42) (e mpha s is  origina l). AP S  be lie ve s  tha t e xcluding

deprecia tion expense  prevents  it from ea rning a  re turn on "ove r $32,000,000 of unrecove red capita l"

and $7,872,000 of ra te  base  for deferred tax expense.

APS acknowledges  tha t the  Commiss ion has  not included deprecia tion and de fe rred taxes  in

pas t decis ions , including Decis ion No. 55931 (April l, 1988), but a rgues  tha t othe r s ta te  commiss ions

ha ve  include d those  ite ms  in le a d-la g s tudie s . In its  Re ply Brie f APS  s ta te s  tha t a s  a n a lte rna tive  to

including the s e  ite ms  in the  ca lcula tion, the  Commis s ion could "ma ke  a  downwa rd a djus tme nt of

e qua l ma gnitude  to the  de pre cia tion a nd de fe rre d ta x re s e rve s ." (AP S  Re ply Brie f, p 20, citing

te s timony by its  witne ss , Ba lluff, in AP S  Exhibit No. 66).

S ta ff de fines  cash working capita l a s  "the  amount of ca sh needed by a  utility to pay the  day-

to-da y expenses incurre d in providing s e rvice  in re la tion to the  timing of the  utility's  colle ction of

re ve nue s  for those  se rvice s ." (S ta ff Exhibit No. 34, p. 33) (e mpha s is  origina l). Ca sh working ca pita l

is  a n "a llowa nce " tha t is  include d in ra te  ba se  to re fle ct timing is sue s  re la te d to ca sh flow. It ca n be

e ithe r pos itive  or ne ga tive , de pe nding upon the  timing diffe re nce s  be twe e n the  e xpe ns e  a nd the

19 colle ction. S ta ff po in ts  ou t tha t AP S  d id  no t p re pa re  its  le a d-la g  s tudy in  a ccorda nce  with

20

21

22

23

24

25

26

27

28

Commiss ion precedent when it included deprecia tion and de fe rred tax expenses  and fa iled to include

inte re s t expense . The  ra te  ba se  impact is  to ove rs ta te  ca sh working capita l, and the re fore  APS ' ra te

ba s e , by a pproxima te ly $43.9  million. (Id . a t 39). According to  S ta ff, the  ca s h flows  tha t a re

appropria te  to include  in a  lead-lag s tudy a re  those  transactions  tha t re la te  to the  day-to-day payment

of e xpe ns e s  incurre d in providing utility s e rvice , a nd ne ithe r de pre cia tion nor de fe rre d income  ta x

e xpe nse s  re quire  AP S  to ma ke  a  ca sh outla y in orde r to me e t its  da y-to-da y e xpe nse s  incurre d in

providing utility s e rvice . S ta ff a rgue s  tha t both "de pre cia tion e xpe ns e  a nd de fe rre d income  ta x

expenses a re  non-cash expenses, both represent accrued expenses, both are  recovered through utility

ra te s , the  cumula tive  re cove rie s  of both e xpe nse s  a re  re cognize d a s  ze ro cos t ca pita l a nd use d to
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1

2

3

4

5

6

reduce  ra te  base , ne ither involves  current period payments  to supplie rs , vendors , or taxing authorities ,

and both provide  a  source  of cash (in other words , positive  cash flow) tha t can be  used for investment

in pla nt cons truction or othe r corpora te  a ctivitie s ." (S ta ff Initia l Brie f, p.l7) S ta ff witne s s  Dittme r

te s tifie d tha t: "non-ca sh e xpe nse  ite ms  a re  prope rly e xclude d from a  le a d la g s tudy. The ir inclus ion

would be  incons is te nt with the  wide ly a cce pte d vie w of ca s h working ca pita l a s  the  a mount of

inves ted capita l required to bridge  the  gap be tween the payment of cash expenses and the colle ction

7 of re la te d re ve nue s . When there  is  no expense  payment, no cash working capita l is  required.

8

9

10

11

12

13

14

15

16

Depreciation and deferred income tax expenses do not require current period cash payments. Since

investors are not required to provide cash advances for these expense items prior to the collection in

re ve nue s , it would be  imprope r to include  s uch ite ms  in a  s tudy of ca s h working ca pita l

requirements." (Staff Exhibit No. 34, p. 42) (emphasis original). In response to APS' argument that

not every dollar of recorded depreciation reserve would have been collected from ratepayers as of the

end of the test year, Staff pointed out that not every dollar of construction recorded as plant in service

would ha ve  be e n pa id for by the  Compa ny a s  of the  e nd of the  te s t ye a r, a nd tha t a ll of the

depreciation reserve recorded at the end of the test year would be recovered from ratepayers by the

time that rates become effective. Staff believes that APS should not selectively expand the lead-lag

18

19

20

21

22

23

24

25

26

27

17 study to include  "non-cash" expenses , unless  it a lso considers  "offse ts ."

RUCO agrees  with S ta ff tha t deprecia tion expense  should not be  included in the  cash working

ca pita l ca lcula tion. RUCO a rgue s  tha t the  re a s on cite d by AP S  for including thos e  e xpe ns e s  is

"ba s e d on the  e rrone ous  a s s umption tha t a  le a d la g s tudy a nd the  re s ulting ca s h working ca pita l

requirement is  intended to measure re gula tory lag" when in fact, "the  purpose  of a  lead lag s tudy is  to

me a s ure  the  pe riod  of time  be twe e n whe n s e rvice  is  re nde re d  a nd whe n ca s h  is  re ce ive d or

dis pe rs e d." (RUCO Initia l Brie f, pp. 10-11, citing RUCO Exhibit No. 26, p. 9) (e mpha s is  origina l).

RUCO points  out tha t AP S ' a rgume nt tha t ra te  ba s e  is  re duce d during the  be ne fit pe riod whe n

deprecia tion expense  is  incurred but deprecia tion is  recorded about 37 days  be fore  APS recovers  the

re ve nue s , is  fla we d be ca us e  ra te  ba s e  is  not re duce d e a ch month whe n de pre cia tion is  booke d.

"[R]a te  ba s e  is  a  pure ly re gula tory conce pt, a nd is  re compute d only a t the  time  of a  ra te  ca s e ."

(RUCO Initia l Brie f, p. ll) Be ca us e  ra te  ba s e  is  not modifie d monthly, the  ra te s  tha t cus tome rs  pa y28
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1
In  fa ct,

2

3

a re  not re duce d due  to the  prior month's  re cording of de pre cia tion e xpe ns e . customers

continue  to pay deprecia tion expense  based upon the  u deprecia ted plant leve l a t the  end of the  te s t

year of the last rate  case.

4

5

6

7

8

All the  pa rtie s  a gre e  tha t working ca pita l re pre s e nts  the  a mount of ca s h, ma te ria ls  a nd

s upplie s , fue l inve ntorie s , a nd pre pa yme nts  ne e de d to me e t curre nt e xpe ns e s . The  ca s h working

capita l component represents  the  funds  the  utility must have  on hand to cover expenses  tha t must be

paid before revenues are  received to make the expense payments.

APS witness  Mr. Ba lluff te s tified tha t the  trea tment of non-cash items  can be  difficult for non-

9 accountants  to Lmderstand, saying tha t there  "may be  too much of a  focus on the  fact tha t these  items

.. " (AP S  Exhib it No . 66 , p . 10). Accord ing  to  the1 0

11

1 2

do not re quire  a  ca sh outla y whe n e xpe nse d.

Company, the  recording of deprecia tion occurs  "before  the  Company recovers  the  revenues re la ted to

deprecia tion. Thus , inves tors  would be  prevented from ea rning a  re turn on the ir inves tment be tween
as Id .

1 3 the  time  deprecia tion is  expensed and the  time  tha t such deprecia tion is  recovered in ra te s

1 4 The  re a l is sue  come s  down to whe the r the  Commis s ion should a llow AP S ' ra te  ba se  to be

1 5

16

1 7

1 8

19

20

21

22

23

24

25

26

increased to re flect the  timing of recording deprecia tion expense  and accumula ted deprecia tion in the

Compa ny's  fina ncia l s ta te me nts , The re  is  no "ca s h e xpe ns e " incurre d by AP S  whe n it re cords

deprecia tion. It does  not have  to find cash to pay to itse lf one  month and then pay itse lf back the  next.

As  pointe d out by RUCO, a n a llowa nce  for ca s h working ca pita l is  to a ddre s s  ca s h flow timing

proble ms , not "re gula tory la g" is sue s  re la te d to e a rnings . APS  ha s  not a cknowle dge d tha t inve s tors

continue  to ea rn a  re turn on tha t ra te  base  dra t was  jus t "deprecia ted" on its  books , even a fte r it was

deprecia ted.6 Therefore , there  is  no ra te  base  investment tha t is  not be ing a llowed a  re turn. It appears

tha t APS is  rea lly a rguing tha t because  of growth, it needs  to gene ra te  cash to continue  cons tructing

ne w pla nt. (Tr. Vol. XIII pp. 2260-l) While  it ma y be  true  tha t AP S  ne e ds  more  ca s h, a rtificia lly

increas ing cash working capita l to increase  ra te  base  and the reby opera ting income, is  inappropria te .

Defe rred income tax expenses  a re  a lso non-cash, de fe rred accounting transactions , meaning tha t the

Company does  not disburse  cash in the  current year to pay defe rred income taxes  to Federa l or S ta te

27

28
6 Rate base is only set during a rate proceeding, and rates do not correspondingly decrease as APS plant is depreciated
during the time between rate cases.
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1 ta xing a uthoritie s . We  a gre e  with S ta ff tha t de fe rre d income  ta x e xpe nse  should not be  include d in

2 the  ca s h working ca pita l ca lcula tion.

3 b . Inclus ion of Inte res t Expense

4 AP S  a cknowle dge s  tha t the  Commiss ion use d inte re s t e xpe nse  in the  ca sh working ca pita l

5 ca lcula tion in De cis ion No. 55931, but points  out tha t the  Commis s ion ha d pre vious ly re je cte d its

6 use . AP S ' witne s s  Ba lluff te s tifie d tha t if it is  a ppropria te , a s  S ta ff a nd RUCO ha ve  done , to include

7 the  "inte re s t compone nt of the  re turn in the  ca lcula tion of ca s h worldng ca pita l, it is  ne ce s s a ry to

8 include  the  e ntire  re turn on ra te  ba s e  (including the  we ighte d cos t of de bt) in the  ca lcula tion of

9 worldng ca pita l." (AP S  Exhibit No. 66, p. ll). Howe ve r, the  AP S  witne s s  did not re comme nd tha t

10  both  be  include d. Id . Citing Ae counting for P ublic Utilitie s , AP S  a rgue s  tha t mos t jurisdictions

l l e ithe r include  both ope ra ting income  la g a nd inte re s t, or e xclude  both. AP S  be lie ve s  tha t De cis ion

12 No. 55931 is  "out of s tep with wha t would appea r to be  the  gene ra l trea tment of ca sh working capita l

13 throughout the  country." (APS Reply Brie f; p. 21).

14 S ta ff be lie ve s  tha t the  Commis s ion s hould continue  to  include  inte re s t e xpe ns e  in  the

15 ca lcula tion of ca sh worldng capita l. Inte re s t expense  is  the  re sult of the  Company's  debt obliga tions

16 and the  Company must make periodic cash payments  in known amounts  to the  debt holders . Because

17 ra te pa ye rs  pa y for s e rvice  on a  monthly ba s is  while  the  pe riodic ca s h pa yme nts  a re  ma de  on a

18 quarte rly or semi-annua l bas is , S ta ff be lieves  tha t fa irness  requires  the  lead-lag s tudy to recognize  the

19  Compa ny's  us e  of the s e  funds  for the  e xte nde d  pe riod  of time  be twe e n  the ir co lle ction  from

20 ra tepaye rs  and the  Company's  payment of inte re s t to the  debt holde rs . In re sponse  to the  Company's

21 a rgument tha t if inte re s t expense  is  included then equity should a lso be  included, S ta ff s ta ted tha t if

22 the  le a d-la g s tudy we re  e xpa nde d to include  the  pa yme nt of divide nds , the  re sult would be  a n e ve n

23 sma lle r ra te  ba se , not a  la rge r one . S ta ff be lieve s  tha t including only inte re s t expense  is  cons is tent

24 with a ll Commis s ion de cis ions  on this  is s ue  for a t le a s t the  la s t twe nty ye a rs , is  cons e rva tive  a nd

25 should be  upheld.

RUCO agreed with S ta ff tha t the  Commiss ion should continue  to require  inte re s t expense  to

27 be  include d in the  ca lcula tion of working ca pita l. RUCO be lie ve s  tha t fa irne ss  re quire s  tha t the  le a d-

28 la g s tudy re cognize  AP S ' use  of the  funds  for the  e xte nde d pe riod of time  be twe e n the ir colle ction

26
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2

1 from ra tepayers and the  payout of interest to the  debt holders.

APS has  not shown why the  Commiss ion should change  its  long-s tanding policy of including

3 inte re s t e xpe ns e  in the  ca lcula tion of ca s h working ca pita l. Although inte re s t e xpe ns e  is  a  non-

4 opera ting expense , the  ra temaking fionnula  provides  for the  recovery of the  pe riodic payments  to debt

5 holde rs , and the  evidence  shows tha t the  Company has  use  of these  funds  for an extended pe riod of

6 time  be fore  pa yme nts  a re  re quire d to be  ma de . We  will continue  to include  inte re s t e xpe ns e  in the

7 ca s h working ca pita l ca lcula tion.

8 c. Other Non~Cash Expenses

9 Staff a lso excluded amortized prepaid insurance  and amortized nuclear fue l expenses from the

10 le a d-la g s tudy. AP S  note s  tha t the  impa ct of e xcluding the  a mortiza tion of pre pa id insura nce  cos t

l l ($500,000) a nd nucle a r fue l a mortiza tion ($3,500,000) a re  re la tive ly s ma ll, but a rgue s  tha t S ta ff

12 provide d no e xpla na tion othe r tha n the y a re  "non-ca s h" e xpe ns e s . In re s pons e , S ta ff e xpla ins  tha t

13 they should be  excluded because  they a re  non-cash expenses , and should be  excluded for the  same

14 rea son tha t othe r non-ca sh expense s  a re  excluded. We  agree  tha t the se  non-ca sh expense s  should

15 a lso be  excluded from the  ca lcula tion of cash working capita l for the  reasons se t forth above .

16 d. Other Working Capita l Recommenda tions

17 S ta ff proposed severa l adjustments  to the  lead-lag s tudy tha t APS did not oppose , including:

18

19

20

21

22

23

24

re vis e d  purcha s e d  powe r e xpe ns e  le ve l to  re fle c t the  e limina tion  o f
s ignifica nt unre gula te d powe r ma rke ting a ctivity from the  qua ntifica tion of
ca sh working ca pita l,
reca lcula tion of the  composite  revenue  lag us ing tes t year revenues  ins tead

of 2004 re ve nue s , a nd the re by a doption of a  re we ighing me thod tha t is
consistent with the  above purchased power expense  adjustment,
res ta tement of APS' expense  lag ca lcula tion regarding the  Pa lo Verde  lease

to re fle ct a  shiN in se mi-a nnua l pa yme nt re quire me nts  tha t be ga n in 2005,
and
revis ion of the  payment lag for Arizona  s ta te  taxes  to be  cons is tent with the

sta tutory payment due dates.

25

26

Accordingly, ba se d upon the  discuss ion a bove , we  will a dopt a  ne ga tive  $86,391,274 ca sh

working capita l component of the  a llowance  for worldng capita l.

27 Bark Bee tle  Regula tory Asse t

28 In De cis ion No. 67744 (April 7, 2005), the  Commiss ion a dopte d the  S e ttle me nt Agre e me nt

b.

a.

c.

d.

2.
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1 ente red into by the  pa rtie s , which provided:

2

3

4

5

6

110. APS  is  authorized to de fe r for la te r recove ry the  rea sonable  and prudent
dire ct cos ts  of ba rk be e tle  re me dia tion tha t e xce e d the  te s t ye a r le ve ls  of
tre e  a nd brush control. The  de fe rra l a ccount e s ta blishe d for this  purpose
sha ll not accrue  inte rest.

I l l . In the  Compa ny's  ne xt ge ne ra l ra te  proce e ding, the  Commis s ion will
de te rmine  the  reasonableness , the  prudence , and the  appropria te  a lloca tion
be tween dis tribution and transmiss ion of the se  cos ts . The  Commiss ion will
a lso de te rmine  an appropria te  amortiza tion period for the  approved costs .

In this  proce e ding, AP S  s e e ks  to be gin re cove ry of the  de fe rre d cos ts  of the  ba rk be e tle

1 0

11

7 remedia tion. The  TY end de fe rra l ba lance  was  $5,173,879.7 APS initia lly proposed an adjus tment of

8 $6,115,000 to include  the  a dditiona l de fe rra ls  through De ce mbe r 2006, a nd la te r modifie d tha t

9 amount to $4,360,000.8

Sta ff disagreed with the  way APS ca lcula ted its  ba rk bee tle  de fe rra ls . S ta ff be lieves  tha t cos ts

from Janua ry 1, 2005 to March 31, 2005, (prior to the  e ffective  da te  of ra te s  re sulting from Decis ion,
1 2

No. 67744) s hould not be  include d in ra te  ba s e . S ta ff be lie ve s  tha t AP S ' me thod will re s ult in
1 3

14

1 5

1 6

1 7

re troactive  applica tion of the  Commiss ion's  Orde r.

RUCO opposed the  adjus tment to include  pos t te s t yea r amounts , indica ting tha t some  cos ts

were  es timates , and there fore  not known and measurable . RUCO a lso be lieves  tha t inclusion of those

cos ts  would viola te d the  ma tching principle . RUCO's  re comme nda tion would me a n tha t a ny cos ts

not addre ssed in this  Decis ion would continue  to be  de fe rred for la te r re cove ry in a  subsequent ra te
1 8

1 9

20

proceeding.

In the  prior ra te  proceeding, the  Commiss ion could have  se t a  leve l of tre e  and brush control

e xpe ns e  tha t would be  built into ra te s  a nd tha t would re cove r the  ongoing cos ts  of ba rk be e tle
2 1

re me dia tion, or it could ha ve  a llowe d the  Compa ny to de fe r thos e  cos ts , for la te r re cove ry. The
22

23

24

25

Settlement Agreement chose  to adopt the  la tte r trea tment. If the  tree  and brush control expense  leve l

were  re se t in the  ra te  case  to include  a  new leve l of ba rk tree  remedia tion, then the  recovery of those

cos ts  would ha ve  be gun whe n ne w ra te s  we re  e ffe ctive . Howe ve r, the  la ngua ge  of the  S e ttle me nt

Agre e me nt a llowing de fe rra l of the s e  e xpe ns e s  re fe rs  to  cos ts  "tha t e xce e d te s t ye a r le ve ls ."
26

27

2 8

7 LLR WP 7, p. 4
8 Including $2,793,000 of Accumulated Deferred Income Tax Credits, a $705,000 correction, and a $333,000 addition for
estimated costs through 2006. (APS Initial Brief, p. 44 footnote 25, and Initial Brief Exhibit 5, Schedule B-2, colurmi 5)
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1

2

3

4

5

6

7

8

9

1 0

There fore , the  only way to ca lcula te  wha t a re  the  "reasonable  and prudent direct cos ts" a llowed to be

deferred is  to compare  costs  for the  same length time period as  the  "test year leve ls ," and to the  extent

tha t those  cos ts  exceed the  te s t yea r leve l, then they should be  de fe rred for recovery. APS ' choice  to

use  the  ca lendar year tha t ra tes  were  implemented is  reasonable , as  the  costs  tha t were  incurred early

in the  yea r a re  not like ly to have  exceeded the  te s t yea r leve l, and so the re fore  would not have  been

de fe rre d until the y we re  in e xce s s  of the  te s t ye a r le ve l.9 Although the  Commis s ion doe s  not

ge ne ra lly pre fe r to us e  e s tima te d le ve ls  of e xpe ns e  a s  pointe d out by RUCO, to not a llow AP S  to

be gin a mortizing the se  cos ts  from 2006 would push out e ve n furthe r the  re cove ry of the se  prude nt

costs , and would require  future  customers  to pay for past costs  incurred. Accordingly, we  will a dopt

APS' adjustment to ra te  base of $4>360,000.

Inve s tme nt Ta x Cre dit11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

26

3.

APS re ta ined De loitte  and Touchy, LLP, ("De loitte ") to re sea rch whe the r prior fede ra l income

ta x re turns  could be  a me nde d to cla im a dditiona l Inve s tme nt Ta x Cre dits  ("ITC") re la te d to pla nt

cons tructe d in the  mid-to-la te  1980s . Initia lly, AP S  re ta ine d De loitte  on a  continge ncy ba s is , a nd in

2003, AP S  a ccrue d $2,385,468 in  a nticipa tion of pa ying De loitte , a nd loa de d a  portion of the

continge ncy fe e  into the  dire ct-a s s igne d production cos ts  a s s e s s e d to joint owne rs  of production

fa cilitie s  unde r the  ope ra ting a gre e me nt. Afte r the  joint owne rs  conte s te d the  "loa ding," AP S , in

De ce mbe r 2004, cre dite d the  joint owne rs , ultima te ly re sulting in the  re cording of incre me nta l AP S

production e xpe nse  during the  TY in the  a mount of $1,224,795 AP S  re ne gotia te d the  pa yme nt for

De loitte  to a  fe e -for-se rvice  ba s is , a nd during the  TY, APS  re corde d $1,533,333 of outs ide  se rvice s

expense  for additiona l ITC resea rch by De loitte .

APS  e xpe cts  a  ta x re fund in the  a mount of $6,483,389 APS  be lie ve s  tha t the  ta x cre dits  a re

non-recurring and unre la ted to the  TY, and the re fore , should not be  included in the  regula ted cos t of

s e rvice . According to Aps , "[p]urs ua nt to De cis ion No. 58644, which a dopte d a  1994 S e ttle me nt

Agre e me nt, the  re ma ining (a s  of 1994) una mortize d ITs  from a ll of the  ye a rs  prior to 1991 we re  to

be  fully a mortize d be low-the -line  ove r live  ye a rs " a nd s o cus tome rs  ha ve  no furthe r cla im to the

27

2 8 9 See APS Exhibit No. 30, rebutta l tes timony of APS witness  Bischoff a t p. 2.
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1 ITs_ (APS Initia l Brie f, p. 45)

2 S ta ff re comme nde d tha t s ome  of the  ta x re fund be ne fit s hould go to ra te pa ye rs . S ta ff

3

4

5

6

7

8

9

expla ined tha t in APS ra te  ca ses  prior to 1994, unamortized ITs  were  re flected a s  a  ra te  base  offse t

which be ne fite d ra te pa ye rs , a nd the  ITs  be ne fite d sha re holde rs  by a mortizing or re ducing income

tax expense  over the  life  of the  facilitie s . In the  1994 Se ttlement Agreement, APS agreed to amortize

its  una mortize d ITs  ove r five  ye a rs . Whe n AP S  obje cte d to S ta ff' s  initia l re comme nda tion to sha re

the  revenue  requirement saving 50/50 be tween shareholders  and ra tepayers  because  it would viola te

Inte rna l Re ve nue  S e rvice  Code  norma liza tion re quire me nts , S ta ff modifie d its  re comme nda tion to

a void a ny such viola tion. S ta ff's  modifie d re comme nda tion is  tha t the  Commiss ion re cognize  a s  a

10 ra te  ba s e  offs e t, a ll of the  una mortize d ITC ba la nce  re la te d to  pla nt not de pre cia te d. s ta ffs

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

21

22

23

24

25

26

adjustment would allow the Company to retain all of the ITC savings associated with the 62 percent

of its  ITs  tha t a re  fully a mortize d, a nd one -ha lf of the  re ma ining 38 pe rce nt of ITs  s a vings

realized. According to Staff, this  trea tment provides some benefit to ra tepayers  without causing

normalization violations, and is  quite  generous for APS' shareholders . The Staff proposal would

decrease rate base by $766,768. (Staff Revised Joint Accounting Schedule B-3)

We agree that the Staff recommendation is reasonable under the circumstances. The majority

of the tax refund is going to the Company which can use the cash to help with the construction costs

and reduce its  borrowing. It is  appropriate  that some portion of the refund benefit ra tepayers, as

ratepayer supplied funds were used to pay the original tax expense. We do not find Decision No.

58644 to be dispositive of this  issue, as the ITs at issue here were not identified in 1994, and no

"receipt of a  favorable ruling from the Internal Revenue Service" occurred to initia te  the five year

amortization provision. We also note that the provision of the Settlement Agreement that sets out the

treatment of the  ITs is  under the  heading "Improvement of APS' Equity Ratio" and s ta tes  that in

furtherance of the goal that APS make continuous progress toward a 40 percent common equity ratio,

APS would be allowed the five year amortization of its  ITs.

Accordingly, we will reduce rate base by $766,768.

27 B. Uncontested Rate Base Adjustments

28 Sundance  Units1.
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1

2

3

APS is  seeking a  finding by the  Commission tha t the  acquis ition of the  Sundance  Combustion

Turbine  Units  ("S unda nce ") wa s  prude nt, tha t the  a s s e ts  a re  "us e d a nd us e ful," a nd tha t AP S  be

accorded full cos t re cove ry unde r traditiona l cos t-of-se rvice  principle s . APS  acquired the  Sundance

4

5

6

units  during the  TY on May 13, 2005 for $189,500,000, and it seeks  ra tebase  trea tment in this  ca se .

Both S ta ff and RUCO have  agreed tha t the  acquis ition was  prudent, and do not oppose  the  inclus ion

of the  Sundance Units  in ra te  base . No adjustment to ra te  base  is  necessary.

2. Spent Fuel Storage

8 No pa rty ha s  dispute d the  Compa ny's  fina l a djus tme nt to re duce  ra te  ba se  by $5,775,000,

9 which represents  the  Company's  ACC Jurisdictiona l portion of current, ongoing, and future  activitie s

10 to tra ns fe r s pe nt nucle a r fue l to a n inte rim S pe nt Fue l S tora ge  fa cility. (AP S  kiitia l Brie f, Exhibit 5,

7

11 Schedule  B-2, column 3).

12 3. Pa lo Verde  Unit 1 S team Genera tors

13 No party has  disputed the  Company's  fina l adjustment to increase  ra te  base  by $81,941,000 to

14 re fle ct the  Compa ny's  ACC Jurisdictiona l portion of the  cos ts  a s socia te d with the  re pla ce me nt a nd

15 re tire me nt of s te a m ge ne ra tors  a nd re la te d e quipme nt for Unit l tha t occurre d in 2005. (AP S  Initia l

16 Brie f, Exhibit 5, Sche dule  B-2, column 4).

17 Long Te rm Disa bility (S FAS  112)

18 No party disputes  the  Company's  fina l adjus tment to reduce  ra te  base  by $3,661,000 to re flect

19 the  Compa ny's  ACC J uris dictiona l portion of de fe rre d cre dits  for long te rm-dis a bility (S FAS  112)

20 re la te d to e xpe nse s  for e mploye e s  on long-te rm dis a bility. (AP S  Initia l Brie f; Exhibit 5, S che dule  B-

21 2, column 6).

22

23

24

25

26

27

28

Regula tory Disa llowance  of Wes t Phoenix Unit 4

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt to re duce  ra te  ba s e  by $11,155,000 to

re fle ct the  Tota l Compa ny a nd ACC Jurisdictiona l re gula tory disa llowa nce  re quire d by Commiss ion

De cis ion No. 67744 for the  We s t P hoe nix Unit 4, which wa s  not re fle cte d on the  Compa ny's  books

pe r Ge ne ra lly Acce pte d Accounting P roce dure s  ("GAAP "), a nd a s  a djus te d for the  a ctua l tra ns fe r

da te  from P innacle  Wes t Ene rgy Company ("PWEC") to APS . (APS  Initia l Brie f; Exhibit 5, Schedule

B-2, column 2).

4.

5.
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1 c. Original Cost Rate Base Summarv

2 Ba s e d on the  fore going, the  following s ta te me nt de ta ils  the  a djus te d te s t ye a r OCRB for

3 ra temaking purposes :

4
$4,456,937,000

5

6

APS' Proposed Adjusted Rate  Base
Commiss ion Approved Adjus tments
Allowa nce  for Working Ca pita lly
Inve s tme nt Ta x Cre dit

<$52,674,405)
($766,768)

$4,403,495,8277 Commission Adjusted Rate Base

111. ORIGINAL COST RATE BASE8

9 Based on the foregoing discussion, we adopt an adjusted OCRB of $4,403,496,000.

10 IV. RECONS TRUCTION COS T NEW RATE BAS E

11

12

13

In S che dule  B-1 of AP S ' Initia l Brie f, Exhibit 5, AP S  pre se nts  a  jurisdictiona l re cons truction

cos t ne w ra te  ba se  of $7,765,052,000. All of the  a djus tme nts  re fle cte d in our de te rmina tion of the

OCRB a re  e qua lly a pplica ble  to the  RCNRB. No cha nge  to the  a djus tme nts  is  ne ce ssa ry to re s ta te

them in te rms of recons truction cos t new. Thus , our RCNRB is  $7,711,611,000.14

15 V. F AIR  VALUE  R ATE  B AS E

16 The  Commis s ion has  traditiona lly de te rmined the  "fa ir va lue" ra te  bas e  by taking the  ave rage

o f th e  O CRB a n d  RCNRB. No pa rty ha s  re comme nde d a  diffe re nt we ighting be  us e d in  this17

18 proceeding. 1 1

$6,057,554,000.

Cons e que n tly,  we  find  tha t AP S ' a d jus te d  FVRB a t S e p te mbe r 30 , 2005 , is

19

20 VI. OPERATING INCOME

21 A. Gross Annual Revenues

22

23

24

Actua l una djus te d ACC J uris dictiona l TY ope ra ting re ve nue s  we re  $3,303,455,000. AP S

propos e d  a d jus te d  TY re ve nue s  of $2 ,545 ,020 ,000 , S ta ff p ropos e d  a n  a d jus te d  TY le ve l o f

$2,59l,008,000, and RUCO proposed an adjus ted TY revenue  leve l of $3,445,400,000. We  find tha t

TY adjusted revenues are  $2,609,930,000.25

26

27

28

Io Staff's $57,0l8,405 cash working capital allowance less a $4,344,000 adjustment reflected in APS' proposed adjusted
rate base.
1] APS witness Wheeler's rebuttal testimony indicated that the Commission could give greater weight to RCNRB,
however, it did not recommend that to the Commission. Consistent with our later discussion herein, we will not deviate
from our established method of determining FVRB.
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1 B Annual Operating Expenses

2 Contested Opera ting Expense  Adjustments

Ba rk Bee tle  Remedia tion Cos t Amortiza tion3

4

5

APS proposes  to recover its  a llowed de fe rred ba rk bee tle  remedia tion cos ts  over three  yea rs .

No pa rty obje cte d to the  propos e d re cove ry pe riod, a nd the re fore  we  will a llow re cove ry of the

6 a mount of re a s ona ble  a nd prude nt cos ts a s  de te rmine d  in  the  ra te  ba s e  d is cus s ion  a bove .

7

8

Accordingly, we  will adjus t TY ba rk bee tle  remedia tion expense  by $l,547,983.

b . Sundance  Units

9

10

11

1 2

1 3

14

15

1 6

1 7

1 8

1 9

20

21

22

23

24

25

26

27

28

AP S  propos e s  to incre a s e  TY O&M e xpe ns e  by $4,804,000 ($2,086,000 to a nnua lize  the

$1,550,000 actua l expense  representing only pa rt of the  te s t yea r a t $3,636,000, and $2,718,000 for

the  ove rha ul ma inte na nce  e xpe ns e ) for the  S unda nce  Units . The  ove rha u l o r "non-rou tine "

maintenance  expense  was ca lcula ted by de termining the  average  number of years  be tween overhauls ,

a nd cha rging the  e xpe nse  ove r tha t numbe r of ye a rs . Be ca use  the  Sunda nce  Units  ma jor ove rha ul

cycle  is  twelve  years , the  Company is  asking to include  one-twelfth of the  costs  in opera ting expenses

each year.

Although S ta ff "conce ptua lly a gre e s " tha t it is  a ppropria te  to  include  S unda nce  O&M

e xpe nse s  in AP S ' ra te s , S ta ff dis a gre e s  with some  of the  e s tima te d O&M e xpe nse s  a nd oppose s

re cove ry of ce rta in of thos e  e s tima te d non-routine  e xpe ns e s  tha t will not a ctua lly be  incurre d for

ma ny ye a rs  in the  future . S ta ff is  conce rne d tha t the  ove rha uls  will not occur during the  pe riod tha t

the  ra te s  s e t in this  De cis ion will be  in e ffe ct, a nd tha t cus tome rs  ma y e nd up pa ying for the  s a me

cos ts  a ga in in a  la te r proce e ding, e s pe cia lly s ince  the  a ve ra ge  inte rva ls  be twe e n Hot Ga s  P a th

ove rha uls  is  twe lve  ye a rs  a nd twe nty-four ye a rs  for Ma jor ove rha uls . S ta ff re cognize s  tha t be ca use

these  non-routine  maintenance  activities  a re  re la ted to hours  of usage , there  is  conceptua l support for

a llowing APS to begin accruing the  costs  tha t a re  expected to be  incurred in the  future  but a re  re la ted

to toda y's  usa ge . S ta ff re comme nde d tha t if the  Commis s ion a llows  AP S  to be gin re cove ry of the

non-routine  maintenance  expenses , the  Commission should require  APS to recognize  monies  for non-

routine  maintenance  collected within ra tes  as  a  current period expense  and to concurrently es tablish a

re gula tory lia bility on its  ba la nce  s he e t. Whe n the  cos ts  a re  a ctua lly incurre d, the y would the n be

1.

a.
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1

2

3

4

5

6

cha rge d a ga ins t the  de fe rre d lia bility a ccount ra the r tha n be ing cha rge d to ma inte na nce  e xpe nse

where  they might othe rwise  be  used to deve lop future  ra tes . In its  Reply Brie f, APS agreed to S ta ff' s

proposed trea tment. (APS Reply Brie f, p. 25)

RUCO re comme nds  tha t the  S unda nce  routine  O&M s hould be  re duce d by $1,122,000 to

re flect more  recent 2006 forecas ts  tha t indica te  tha t the  average MWHs tha t Sundance  will genera te

ove r the  2006-2008 pe riod will be  lowe r tha n the  numbe r of MWHs  tha t AP S  us e d with its  2005

7 projection.

8

9

10

11

1 2

13

14

1 5

1 6

1 7

1 8

1 9

20

21

We find tha t the  Company's  proposa l to norma lize  its  non-routine  Sundance  O&M expenses

is  reasonable . It recognizes  tha t today's  usage  is  caus ing la rge  maintenance  expenses  to be  incurred

in the  future , a nd it colle cts  those  cos ts  from the  cus tome rs  tha t a re  cre a ting tha t future  e xpe nse .

However, we  a lso agree  with S ta ff tha t the  potentia l may exis t tha t many yea rs  in the  future , the  fact

tha t the  cos ts  of the se  expenses  have  a lready been collected, will be  forgotten. Accordingly, we  will

require  APS to recognize  a s  a  current pe riod expense  the  amounts  collected in ra te s  for Sundance 's

non-routine  ma inte na nce  a nd to concurre ntly e s ta blish a  re gula tory lia bility on its  ba la nce  she e t, in

order to ensure  tha t ra tepayers  will not be  charged twice  for the  same expense .

We a lso agree  with RUCO tha t the  use  of the  Company's  more  recent forecas ts  of genera tion

should be  used to e s tima te  the  leve l of routine  O&M expense  tha t should be  included in ra te s  a s  this

will more  close ly ma tch cos ts  with re cove ry le ve l. The re fore , we  will a dopt RUCO's  a djus tme nt a nd

will re duce  AP S ' $4,804,000 pro forma  a djus tme nt to O&M e xpe ns e  by $l,l22,000. Accordingly,

we  will a djus t TY O&M for the  Sunda nce  Units  by $3,682,000 a nd dire ct APS  to a ccrue  (re cognize )

a  regula tory liability a t the  ra te  of $134, l00 pe r months  for ove rhaul ma intenance .

P WEC Units22

23

24

25

26

AP S  propos e s  to incre a s e  TY O&M a nd Adminis tra tive  a nd Ge ne ra l ("A&G") e xpe ns e s  to

annua lize  opera ting expenses  for the  PWEC Unitsm tha t were  formally transfe rred to APS on July 29,

2005, pursua nt to De cis ion No. 67744. The  a djus tme nt include s  a nnua lize d cos ts  a s socia te d with

A&G e xpe ns e , de pre cia tion, a mortiza tion, a nd prope rty ta x e xpe ns e s . It a ls o include s  a  re ve nue

27

28

12 $1,609,228 divided by 12 months.
13 West Phoenix Combined Cycles No. 4 & 5, Redhawk Combined Cycles No. 1 & 2, and Saguaro Combustion Turbine
No. 3.

c.
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2

3

4

5

6

1 adjus tment re la ted to plant auxilia ry power.

S ta ff doe s  not oppose  APS ' a djus tme nt, howe ve r RUCO re comme nds  tha t the  Commiss ion

approve  an adjustment tha t corrects  the  actua l expenses to those  in the  TY, and tha t uses more  recent

projections . APS ' adjus tment used actua l expenses  for 2004, and RUCO corrects  tha t to use  the  TY

amounts . APS ' adjus tment used projections  made  in 2005 for expected 2006-2011 usage  leve ls  and

used the  ave rage  genera tion projection for each PWEC Unit for the  yea rs  2006-2011. RUCO a rgued

7 tha t pro forma  a djus tme nts  from TY pla nt pe rforma nce  s hould be  ba s e d on s pe cific known a nd

8 me a s ura ble  informa tion, a nd tha t a  more  ne a r-te rm fore ca s t a nd not "s pe cula tive  fore ca s ts  of

9 ge ne ra ting unit pe rforma nce  five  or s ix ye a rs  into the  future " s hould be  us e d a s  the  ba s is  for the

10 a djus tme nt. (RUCO Initia l Brie f; p. 17) Be ca us e  the  mos t re ce nt fore ca s t proje cts  tha t the  P WEC

l l ge ne ra tion in ye a rs  2007 a nd 2008 will diffe r s ignifica ntly from the ir 2006 pe rforma nce , RUCO

12 be lie ve s  tha t 2006  is  no t a  re p re s e n ta tive  ye a r upon  which  to  ba s e  a n  a d jus tme nt. RUCO

13 re comme nde d O&M e xpe nse  ba se d on proje cte d P WEC ge ne ra ting pe rfonna nce  a s  fore ca s te d in

14 2006, for the  yea rs  2006-2008. This  adjus tment decreases  O&M expenses  by $5,768,000.

15 APS ' pos ition on the  RUCO adjus tment is  the  same  as  its  pos ition on the  adjus tment with the

16 Sunda nce  Units . We  find tha t the  RUCO a djus tme nt to O&M e xpe nse s  for the  PWEC Units  should

17 be  a dopte d  for the  s a me  re a s ons  s e t fo rth  in  the  d is cus s ion  of the  S unda nce  Units , a bove .

18 Accordingly, we  will re duce  the  $31,734,000 O&M portion of AP S ' propos e d $53,021,000 O&M

19 adjustment, by $5,702,000, and a llow a  $26,032,000 adjustment to increase  O&M expense  associa ted

20 with the  PWEC units .

21 P he lps  Dodge /AECC propos e d two a djus tme nts  conce rning the  P WEC Units . Phelps

22 Dodge /AECC re comme nde d re ducing the  propos e d A&G e xpe ns e  for the  P WEC Units  by $5.1

23

24

25

26

27

28

million, in order to limit the A&G expense to the level depicted by APS in the previous APS rate case

which approved the Settlement Agreement and allowed the PWEC units into rate base. According to

Phelps Dodge/AECC, a major consideration in that case was evaluating whether there were net

benefits to APS customers in allowing the PWEC Units into rate base, including an analysis of

expense levels such as A&G expenses. Phelps Dodge/AECC cites testimony from APS that indicates

that annual A&G costs associated with the PWEC Units was $8.797 million. Phelps Dodge/AECC
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1

2

3

a rgues  tha t had the  pa rtie s  and Commiss ion known tha t APS would seek to recover $15.3 million for

A&G e xpe nse , it would ha ve  ne ga tive ly impa cte d the  fina l pa cka ge  ne gotia te d by the  pa rtie s  a nd

approved by the  Commission.

4 In he r dire ct te s timony, AP S  witne s s  Rocke nbe rge r te s tifie d tha t the  "ope ra ting income  pro

5 forma  for the  PWEC A&G expenses  represents  the  portion of 2004 actua l A&G expenses  charged to

6 the  P WEC tha t will now be  cha rge d to AP S .... The  $20,415,000 pro forma  a djus tme nt thus  re fle cts

7 ten months  of A&G expense  based on his torica l PWEC actua l costs  tha t were  not included in the  Test

8 Ye a r." (AP S  Exhibit No. 56, p. 15) AP S  ha s  not e xpla ine d why in la te  2004 it told the  Commiss ion

9 tha t $8.797 million wa s  "a  fa ir re pre se nta tion of the  A&G cos ts  for the  pla nts" a nd now is  te lling the

10 Commiss ion tha t the  "his torica l PWEC actua l cos ts" for the  la te  2004 to end of September 2005 time

l l pe riod  wa s  ove r $15  million . Accordingly, we  will a dopt the  P he lps  Dodge /AECC propos e d

12 adjustment and reduce  APS' pro forma adjustment to A&G expense  by $6,285,000.14

P he lps  Dodge /AECC a ls o re comme nde d tha t the  O&M e xpe ns e  le ve l a uthorize d by the

14 Commis s ion not e xce e d the  a mount indica te d by AP S  in the  prior ra te  proce e ding. This  would

15 reduce  the  PWEC Units  O&M expense  by $3,613,000.

16 In its  Re ply Brie f, AP S  a rgue s  tha t AP S  should not be  "bound to the  le ve l of O&M use d for

17 the  fa nne r P WEC units  in the  la s t ra te  proce e ding. Tha t prior docke t use d a  2002 te s t pe riod. The

18 forme r PWEC Units  ope ra te  in a  diffe re nt mode  now tha t the y a re  APS  units ." (APS  Re ply Brie f, p.

19 25). We  a gre e  with  the  Compa ny tha t the  le ve l o f O&M will cha nge  ove r time  a nd  tha t the

20 Compa ny's  O&M e xpe ns e s  s hould  not be  he ld  to  the  s a me  le ve l a s  a  prior te s t pe riod . We

21 dis tinguish O&M e xpe nse s  from A&G e xpe nse s  be ca use  AP S  did not re pre se nt tha t the  propose d

22 O&M e xpe ns e s  we re  his torica l cos ts . Accordingly, we  will not a dopt this  P he lps  Dodge /AECC

23 adjus tment.

13

24 Adve ltis ing and Bus iness  Mea ls

Sta ff and RUCO made  severa l adjustments  to APS ' advertis ing and other expenses , and APS25

26

27

28
14 APS proforma A&G Expense of $20,l80,000, less $5,098,000 adjustment in Rockenberger Rebuttal p. 25 and Schedule
LLR-4-8RB, less $8,797,000

d.

19 DECIS ION NO. 69663



DOCKET NO. E-01345A-05-0816 ET AL.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

ha s  not oppos e d a ll but $400.000 of RUCO's  a djus trne nt.5 AP S ' fina l a djus tme nt is  to re move

$6,264,000. APS continues  to be lieve  tha t $400,000 of "ca te red lunches" is  an appropria te  opera ting

expense. According to the  Compa ny, the  bus ine s s  lunche s  a re  provide d by the  Compa ny whe n

employees  a re  expected to continue  to work during the ir pe rsona l lunch break. APS a rgues  tha t they

are  "legitimate  business  expenses  tha t provide  the  Company the  benefit of additiona l productive , non-

inte mlpte d, non-pa id work time  from our e mploye e s ." (AP S  Exhibit No. 57, p. 24) RUCO be lie ve s

tha t the se  type s  of discre tiona ry e xpe nse s  should not be  re cove re d from ra te pa ye rs . AP S  witne s s

Rocke nbe rge r te s tifie d tha t the  bus ine s s  lunche s  we re  not a  forma l progra m, but up to the  pe rson

orga nizing the  me e ting, a nd "whe n we  ta lk a bout providing lunche s , we  ha ve  a  ca fe te ria . The y will

ha ve  little  sa ndwich ba gs  with lunch a nd chips  a nd a  soft drink, which is  ge ne ra lly wha t I'm fa milia r

with in te rms  of the  lunche s  tha t a re  provide d." (Tr. Vol. XIII, pp. 2687-2689).

Although providing lunch for employees  is  sure ly a  va luable  bene fit to APS  employees , APS

did not provide  any evidence  of the  rea sonableness  of the  cos ts . Based upon a  TY expense  leve l of

$400,000, apparently APS is  spending on average  $33,333 per month on sack lunches and soda . APS

has  not indica ted how many employees  it is  feeding lunch or how often employees  must work during

the ir lunch bre a ks , nor ha s  it s hown tha t its  s ta ffing le ve l is  ins ufficie nt for e mploye e s  to routine ly

comple te  the ir work during the ir norma l, pa id work da y. Accordingly, we  will dis a llow the  $400,000

of mis ce lla ne ous  e xpe ns e  re la te d to ca te re d e mploye e  lunche s . The re fo re , we  will a d jus t TY

advertis ing and miscellaneous expense  by $6,664,000.

Unde rfunde d P e ns ion Lia bility20

21

23

24

25

APS proposed to adjus t its  underhanded pens ion account by $41,166,000 S ta ff, RUCO, and

22 AECC oppose  this  adjustment.

Through its  pa rent company, P innacle  West Capita l Corpora tion, APS has  a  pension plan tha t

cove rs  a ll of its  e mploye e s . AP S  ca lcula te s  tha t a s  of De ce mbe r 31, 2004, the  proje cte d be ne fit

ob liga tion  wa s  a pp roxima te ly $ l,371 ,000 ,000 , a nd  the  fa ir va lue  o f the  p la n 's  a s s e ts  wa s

approximate ly $982,000,000, leaving $389,000,000 as  unfunded. APS ' share  of this  is  $218,000,000,26

27

28

15 RUCO's $565,555 adjustment to miscellaneous expense included removing a number of sponsorships and donations to
community organizations, as well as expenses for martini glasses, strobe lights, balloons and other party supplies, and
catered employee lunches. RUCO Exhibit No, 24, Schedule MDC-9.

e.
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which APS proposes  to recove r through an acce le ra ted recove ry pe riod of five  yea rs . This  re sults  in

a  TY adjus tment to increase  pens ion expense  by $41,166,000 (APS Initia l Brie f Schedule  C-2, p. 7).

Be ca use  this  would be  a n a cce le ra te d re cove ry, AP S  would cre a te  a  re gula tory lia bility tha t would
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4 later be  amortized as a  reduction to pension expense over ten years.

APS a rgues  tha t the  Commiss ion should adopt its  proposa l because  the  "amortiza tion would

reduce  future  cos ts  by approxima te ly $22,000,000 pe r yea r for ten yea rs , thus  entire ly offse tting the

a cce le ra te d re cove ry sought in this  proce e ding. In a ddition, the  a cce le ra te d re cove ry of the  curre nt

unde rfund ing  wou ld  its e lf re duce  fu tu re  pe ns ion  cos ts  inde pe nde n t o f the  c re a tion  o f the

a forementioned regula tory liability, thus  providing additiona l bene fits  to APS cus tomers  in the  future .

The  a cce le ra te d  pe ns ion  will a ls o  provide  a n  ongoing  be ne fit to  cus tome rs  by a n  e s tima te d

$10,000,000 pe r ye a r in pe rpe tuity, a s  a  re sult of the  highe r fund ba la nce  a t the  e nd of the  15-ye a r

progra m. (Tr. Vol. XXIV a t 4547 [Bra ndt])" (AP S  Initia l Brie f, p. 60). Mr. Bra ndt a ls o te s tifie d tha t

"[s ]o ove r a  tota l of a  15-ye a r pe riod, cus tome rs  pa y in ove r five  ye a rs , the y ge t it ba ck ove r 10.

The y ge t a  tota l re turn, a  ra te  ba s e  re turn while  AP S  is  holding the ir mone y. And from tha t point

forwa rd, the ir pens ion expense  will be  reduced by about $10 million, 10 or $11 million in pe rpe tuity,

a ll e ls e  be ing e qua l." (Tr. Vol. XXI, p. 4547).

AP S  ide ntifie d s e ve ra l othe r re a s ons  why it be lie ve s  the  Commis s ion s hould a pprove  the

Compa ny's  proposa l: 1) the  lia bility e xis ts  toda y a nd s hould be  re fle cte d in curre nt ra te s  a nd not

de fe rre d for future  cus tome rs  to pa y, 2) the re  is  no re a son to be lie ve  tha t the  unde rfunding will go

away or be  reversed on its  own, 3) APS must now account on a  current basis  for the  prob ected benefit

obliga tion ("P BO") ra the r tha n the  sma lle r a cctunula te d be ne fit obliga tion ("ABO") a nd mus t re fle ct

a  liability for any unfunded PBO-based pens ion obliga tion on its  yea r-end ba lance  shee t, 4) it ha s  a

le ve lizing impa ct on ra te s , a nd 5) it ha s  a  pos itive  impa ct on the  Compa ny's  ove ra ll ca sh flow a nd

FPO/De bt ra tio,

25

26

27

28

AECC a rgue s  tha t ra te pa ye r re ve nue  should not be  use d to fund the  a cce le ra te d proposa l.

AECC oppos e s  the  a djus tme nt be ca us e  mos t of the  ra te  incre a s e  would be  funding a  be ne fit

obliga tion tha t is  based on prob ected sa lary increases tha t have  not ye t occurred. AECC argues tha t it

is  ine quita ble , unjus t, a nd unre a s ona ble  to re quire  toda y's  ra te pa ye rs  to pa y millions  of dolla rs  in
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curre nt ra te  incre a se s  in orde r to re cove r a  proje cte d incre a se  in pe ns ion be ne fits  a s socia te d with

proje cte d future  s a la ry incre a se s . AECC re comme nds  tha t for ra te ma king purpos e s , re gula tors

s hould focus  on the  ABO, which is  ide ntica l to  P BO, e xce pt for the  tre a tme nt of future  s a la ry

increases. Be ca us e  the  ABO is  a djus te d e a ch ye a r to re fle ct a ctua l s a la rie s  a s  the y cha nge , the

me a s ure me nt of unde rfunde d pe ns ion lia bility for ra te ma king purpos e s  will a ppropria te ly re fle ct

6 current, not future  sa la ries , and avoid the  problem of inte rgenera tiona l inequity.
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RUCO oppose s  the  a djus tme nt to pe ns ion e xpe nse  a nd s ta te s  tha t the  fa ct tha t the re  is  a n

unde rfunde d pe ns ion lia bility toda y doe s  not me a n tha t AP S  re tire e s  a re  in da nge r of los ing the ir

pe ns ion be ne fits , nor doe s  it me a n tha t the  unde rfunde d s itua tion will not cha nge  without the

Commis s ion's  a uthoriza tion of the  pre -fUnding proposa l. RUCO a rgue s  tha t the  ca lcula tion of the

leve l of funding and the  PBO is  based on many assumptions , including inte re s t ra te s , morta lity ra te s ,

re tirement ages  and discount ra tes . In addition to be ing unnecessa ry, RUCO argues  tha t the  proposa l

would re sult in inte rgene ra tiona l inequitie s , s ince  ra tepaye rs  who pre -fund the  pens ion ove r the  next

five  years may not be  the  same ones who receive  re imbursement over the  subsequent ten years.

S ta ff re comme nds  tha t the  Commis s ion re je ct the  propos e d five -ye a r a mortiza tion of the

unde rfunde d P BO. S ta ff's  witne s s  te s tifie d tha t while  "it is  not de s ira ble  tha t the  P roje cte d Be ne fit

Obliga tion be come  s ignifica ntly 'unde r' or 'ove r' funde d re la tive  to the  curre nt ma rke t va lue  of the

pla n, the  'unde rfiLlnde d' pos ition a t De ce mbe r 31, 2004, is  not highly unus ua l, nor a  s itua tion to

be come  pa rticula rly a la rme d a bout." (S ta ff Exhib it No. 34 , pp  64-64 .) Accord ing  to  S ta ff, the

underfunded pos ition is  primarily due  to: 1) under-pe rformance  of re turns  on plan a sse ts  ove r a  short

pe riod, a nd 2) a  s ignifica nt incre a s e  in the  ca lcula te d proje cte d be ne fit obliga tion tha t is  dire ctly

linke d  to  FAS  87 's  re qu ire me nt to  us e  a  cons e rva tive  in te re s t ra te  in  d is counting  the  fu ture

obliga tion. The  diffe re nce  be twe e n the  ma rke t va lue  of pe ns ion pla n a s se ts  a nd the  PBO ma y va ry

significantly over time , due  to changing inte res t ra tes  and the  performance  of the  s tock marke t.

S ta ff a lso a rgue d tha t unde rfunde d pos ition of the  PBO is  a lre a dy cons ide re d within the  ne t

periodic pension cost and TY pension expense , which a re  used to de te rmine  APS ' cos t of se rvice  and

ra te s , a nd tha t to a dd a n a dditiona l a mortiza tion e xpe ns e  s uch a s  AP S  propos e d, could le a d to a

double  colle ction of the s e  e xpe ns e s . S ta ff witne s s  Dittme r te s tifie d tha t whe n the  re turn on pla n

22 DECIS ION no. 69663



DOCKET no. E-01345A-05-0816 ET AL.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

asse ts  fa lls  short of expecta tions  or when the  current e s tima te  of the  PBO exceeds  prior projections ,

FAS  87 re quire s  ne t pe riodic pe ns ion cos t to include  a n a mortiza tion of s ignifica nt s hortfa lls  from

e a rlie r proje ctions . Ne a rly a  th ird  of AP S ' 2005 ne t pe riodic pe ns ion cos t wa s  a ttributa ble  to

a mortiza tion from e a rlie r proje ctions . In the  pa s t, the  Commiss ion ha s  de ve lope d the  re ta il cos t of

service  using the  FAS 87 de termined ne t periodic pension cost and re la ted ne t pension expense . Such

ra te s  include  the  "ca tch up" a mortiza tion de s igne d to corre ct for: 1) the  impa ct of re turns  tha t diffe r

s ignifica ntly from prior proje ctions , or 2) the  growth or de cline  in the  P BO tha t is  e ithe r a bove  or

be low prior proje ctions .

S ta ff a lso be lieves  tha t the  Company's  proposa l "front loads" future  pens ion cos ts  to exis ting

ra tepaye rs , pointing out tha t if the  Company's  proposa l is  adopted, future  ra tepaye rs  would pay little ,

if any, pens ion expense  a fte r comple tion of the  five -yea r amortiza tion pe riod. The  PBO accounts  for

future  yea rs  of employment and future  pay ra ise s . APS ' proposa l require s  today's  ra tepaye rs  to pay

for the  FAS -87 de te rmine d pe ns ion e xpe nse  (which include s  "ca tch up" a mortiza tion) a nd the  five

ye a r a mortiza tion of the  pBo.16 Be ca use  future  ra te pa ye rs  will be ne fit from the  s e rvice s  ye t to be

provided, S ta ff be lieves  tha t it is  inequitable  to impose  those  costs  on today's  ra tepayers .

S ta ff furthe r a rgued tha t it is  not clea r tha t funds  collected from ra tepaye rs  on an acce le ra ted

basis  would actua lly be  contributed to the  pension fund to reduce  the  current gap be tween the  marke t

va lue  of the  pe ns ion fund a s s e ts  a nd the  proje cte d be ne fit obliga tion. De s pite  the  Compa ny's

e xp la na tion  tha t it wou ld  commit to  fund ing  $44  million  more  tha n  it wou ld  ha ve  o the rwis e

contributed as  long as  the  resulting amount does not exceed the  IRS maximum, Staff' s  concerns were

not e limina te d. S ta ff indica te d tha t the re  would be  no wa y to know wha t the  Compa ny might ha ve

otherwise  contributed absent approva l of acce le ra ted recovery, pointing out tha t in recent years , APS '

a ctua l contributions  to the  pe ns ion fund ha ve  diffe re d s ignifica ntly from the  a ctua ry's  ca lcula tion of

ne t periodic pension costs , and were  a lways less  than the  maximum contributions  a llowed by the  IRS .

S ta ff be lie ve s  tha t it would be  re a sona ble  to e xpe ct APS  to ma ke  contributions  to the  pe ns ion trus t

tha t a re  a t leas t equiva lent to the  ne t pe riodic pension cost used to es tablish re ta il ra tes  be fore  asking

27

28 16 TY actual pension expense of $23,482,000 plus PBO amortization of $41,166,000.
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1 ratepayers to fund an accelera ted recovery.

According to S ta ff, AP S ' proposa l is  incons is te nt with re gula tory pre ce de nt, a nd AP S  could

not cite  a  s ingle  ins tance  in any jurisdiction whe re  a  regula tory commiss ion adopted an amortiza tion

propos a l s imila r to AP S ' propos a l. Furthe r, S ta ff a rgue s  tha t imple me nta tion of AP S ' re que s te d

amortiza tion will lead to inte rgene ra tiona l equity issues  because  some  of the  unde rfunding is  re la ted

to payroll dolla rs  be ing capita lized as  well as  expensed.

Fina lly, S ta ff a rgues  tha t the re  is  no evidence  to sugges t tha t the  s ignificant increase  in cos ts

will e ve ntua lly le a d to long-te rm s a vings  for ra te pa ye rs , a nd tha t the  propos a l will te nd to wors e n

AP S ' ca s h flow pos ition both now a nd into the  future . Be ca us e  AP S  ha s  committe d to funding its

pens ion trus t with the  incrementa l ra te  recove ry gene ra ted from its  proposa l, its  short te rm cash flow

will not improve , a nd be ca us e  a fte r five  ye a rs  AP S  mus t be gin re funding the  re gula tory lia bility

without withdra wing the  funds  from the  trus t, its  ca sh flow pos ition in the  long te rm will worse n. In

its  Re ply Brie f, S ta ff s ta te s  tha t none  of AP S ' a rgume nts  convincingly e xpla ins  how AP S  will

address  the  regula tory liability tha t its  proposa l crea tes .

We  a gre e  with AECC, RUCO, a nd S ta ff tha t AP S ' propos e d five -ye a r a mortiza tion of the

16 underfunded prob ected benefit obliga tion should not be  adopted.

We  a gre e  with S ta ff tha t this  proposa l will not he lp AP S ' ca sh flow proble ms , a nd tha t it will

pote ntia lly cre a te  a dditiona l ca s h flow proble ms , whe n a fte r five  ye a rs , AP S  mus t find the  funds

inte rna lly to "re fund" or re duce  pe ns ion e xpe ns e  cos t pa id by cus tome rs . Whe n AP S  a rgue s  tha t

acce le ra ted contributions  to the  pens ion fund would subs tantia lly reduce  the  need for future  pens ion

fund contributions  (while  a t the  s a me  time  lowe ring the  e xpe ns e  borne  by AP S  cus tome rs ) a nd

the reby improve  the  Company's  FPO/Debt ra tio and a ss is t the  Company ma inta in its  bond ra tings , it

doe s  not s ta te  whe re  the  re ve nue s  would  come  from to  "re fund" or a mortize  the  a cce le ra te d

payments . The  lower pens ion cos t of se rvice  will decrease  the  Company's  revenue  requirement and

the re fore  its  re quire d ope ra ting income  in  its  ne xt ra te  ca s e , d ire ctly a ffe cting its  FP O le ve ls .

Although in its  Initia l Brie f, AP S  s ta te d tha t a  be ne fit of the  propos a l is  the  "pos itive  impa ct tha t it

ha s  on the  Compa ny's  ove ra ll ca s h flow a nd its  FFO/De bt ra tio," Mr. Bra ndt te s tifie d tha t S ta ff' s

proposa l to dis a llow this  propose d a djus tme nt would not ha ve  a n e ffe ct on the  Compa ny's  FFO to28
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1 de bt ra tio in the  firs t five  ye a rs . (Tr. a t 547)

AP S  ha s  not e xpla ine d how a  P BO (which re fle cts  a  future  lia bility) a ffe cts  FP O/De bt a nd

bond ra tings  but a  pe ns ion found re gula tory lia bility (which re fle cts  a  future  lia bility) of the  sa me  or

highe r a mount, would not. Es s e ntia lly, AP S  is  s e e king to borrow mone y from ra te pa ye rs  for five

ye a rs  a nd pa y it ba ck ove r 10 ye a rs .'7 AP S  did not pre se nt a ny e vide nce  tha t this  "force d loa n" by

ra te pa ye rs  wa s  more  be ne ficia l tha n othe r inve s tme nt opportunitie s  tha t ra te pa ye rs  ma y choose  to

inves t in. If the  acce le ra ted recovery reduces  future  pens ion cos ts  independent of the  crea tion of the

re gula tory lia bility, unde r AP S ' proposa l, the  re gula tory lia bility would be  a mortize d "a s  a  re duction

to pe ns ion e xpe ns e  ove r te n ye a rs ." AP S  ha s  not provide d e vide nce  of wha t the  a nnua l pe ns ion

expense  would be  once  the  underfunding is  e limina ted in five  years . To the  extent tha t it decreases  as

AP S  s a ys  it will, the re  is  a  pote ntia l tha t the  a mortiza tion offs e t a mount ma y be  gre a te r tha n the

annua l pension expense ,18 in which case , not only will APS need to find the  funds  inte rna lly to cover

the  pension expense , but other opera ting expenses  as  well. This  would be  exacerba ted if the  pension

fund pe rformed be tte r than projected. According to S ta ff' s  witne ss , Mr. Dittme r, APS  is  not a llowed

to withdraw funds  from the  trus t to make  the  re funds . In a  culture  ra te  case , it would be  inappropria te

to incre a se  ra te s  to a mortize  the  millions  of dolla rs  colle cte d from a nd owe d to ra te pa ye rs ,19 a nd

AP S ' a bility to incur de bt is  limite d by its  ne e d to fund cons truction a nd othe r re s trictions . It is  not

clea r wha t or whe the r othe r Company ope ra tions  in 2012 would be  compromised by the  decrease  in

ope ra ting income  re sulting from a mortiza tion. Furthe r, if APS  doe s  not ha ve  a  ra te  ca se  pe nding in

five  yea rs , a round the  time  the  "re funding" should commence , the re  is  no mechanism to insure  tha t

ra tepaye rs  actua lly will be  re funded or credited for those  acce le ra ted payments , or tha t the  reduction

in pension expense  cost of service  built into base  ra tes  would be  rea lized by ra tepayers .

Accordingly, we  a re  not convince d tha t the re  is  a  curre nt proble m with pe ns ion funding tha t

needs  to be  addre ssed in this  proceeding. Although the re  currently is  a  "gap" be tween the  PBO a rid

the  current marke t va lue  of plan asse ts , we  be lieve  (and can see  his torica lly) tha t the  diffe rence  in the

26

27

28

17 Tr. p. 4547.
18 APS expects the amortization would be $22,000,000 per year, and approximately $25,253,000 is being included in
arial pension expense.
19 Ratepayers would be paying for the same costs twice.
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va lue s  of the s e  will va ry, e ve n s ignifica ntly, ove r time . The  curre nt me thod of a ddre s s ing a ny

diffe re nce s  through the  us e  of the  FAS  87 ca lcula tion of ne t pe riodic pe ns ion cos t, including a n

amortiza tion of s ignificant shortfa lls  from ea rlie r projections , sufficiently addresses  any unde rfunding

to insure  the  pens ion obliga tions  will be  me t. APS  has  shown no need for requiring its  cus tomers  to

e ssentia lly finance  or pre -fund projected shortfa lls  in the  future  tha t may neve r happen. We agree

with  S ta ff tha t a dopting  AP S ' propos a l ma y re s ult in  double  re cove ry of the s e  cos ts , a nd no

"be ne fits " will a ccrue  to AP S  cus tome rs  until a  s ubs e que nt ra te  proce e ding re cognize s  ra te  ba s e

trea tment and the  amortiza tion. APS ' proposa l ha s  not been demons tra ted to improve  its  ca sh flow,

now or in the  future , a nd would ce rta inly put off "pa yme nts ," pote ntia lly e xa ce rba ting ca s h flow

10 proble ms  in the  future .
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We do not adopt APS' pro forma adjustment to increase  pension expense  by $4l,166,000.

f. SERP Expense

AP S  offe rs  a  S upple me nta l Exe cutive  Re tire me nt P la n ("S ERP ") to  its  h ighe s t-ra nking

e xe cutive s  which is  in  a ddition to the  re gula r re tire me nt pla n a va ila ble  for a ll AP S  e mploye e s .

RUCO be lie ve s  tha t the s e  ind ividua ls  who  re ce ive  S ERP  be ne fits  a re  "a lre a dy ge ne rous ly

compe nsa te d for the ir work, a nd provide d with a  wide  a rra y be ne fits  a nd tha t the  cos t of providing

s upple me nta l be ne fits  to high-ra nking e mploye e s  is  not a  ne ce s s a ry cos t of doing bus ine s s , a nd

cus tomers  should not be  required to pay for those  cos ts ." RUCO cited Decis ion No. 68487 where  the

Commiss ion recently disa llowed SERP cos ts  for Southwest Gas  Company ("SWG") as  support for its

20 pos ition. RUCO's  a d jus tme n t wou ld  re move  $4 .7  million  in  TY S ERP  cos ts  80m ope ra ting

21 expenses.

22

23

24

25

26

AP S  oppose s  RUCO's  a djus tme nt cons is te nt with its  pos ition tha t the  a s socia te d ope ra ting

expense  should be  recognized in cos t of se rvice . APS a rgues  tha t SERP provides  a  laye r of pens ion

benefit not otherwise  ava ilable  under the  qualified pension plan to senior management employees as  a

re sult of the ir compensa tion leve ls . According to APS , a  SERP "cure s  the  inequity the se  employees

would othe rwise  suffe r a s  a  re sult of the  IRC-impose d compe nsa tion limita tionzo a pplica ble  to the

27

28
z0 Currently the IRS caps  a t $220,000 the amount of an employee's  annua l ea rnings  tha t can be included in the benefit
ca lcula tion formula  under a  qua lified plan. APS Exhibit No. 5, Brandt Rebutta l, pp 63-64.
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'qua lifie d' pe ns ion pla n." (AP S  Exhibit No. 5, Bra ndt Re butta l, p. 66) AP S  s ta te s  tha t it could not

compete  for executive  and management ta lent without offe ring a  SERP, unless  it were  to substantia lly
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3 increase base compensation.

As we  recently s ta ted in Decis ion No. 68487 (February 23, 2006):
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We  be lie ve  tha t the  re cord in  this  ca s e  s upports  a  finding tha t the  provis ion of
a dditiona l compe nsa tion to S WG's  highe s t pa id e mploye e s  to re me dy a  pe rce ive d
de ficie ncy in re tire me nt be ne fits  re la tive  to the  compa ny's  othe r e mploye e s  is  not a
re a s ona ble  e xpe ns e  tha t s hould be  re cove re d in ra te s . Without the  S ERP , the
Compa ny's  office rs  s till e njoy the  s a me  re tire me nt be ne fits  a va ila ble  to a ny othe r
S WG e mploye e  a nd the  a tte mpt to ma ke  the se  e xe cutive s  "whole " in the  se nse  of
a llowing a  gre a te r pe rce nta ge  of re tire me nt be ne fits  doe s  not me e t the  te s t of
reasonableness. If the  Compa ny wis he s  to provide  a dditiona l re tire me nt be ne fits
a bove  the  le ve l pe rmitte d by IRS  re gula tions  a pplica ble  to a ll othe r e mploye e s  it
may do so a t the  expense  of its  sha reholde rs . However, it is  not reasonable  to place
this  additiona l burden on ra tepayers . Decis ion No. 68467, p. 18.

1 2

1 3

14

1 5

1 6

1 7

1 8

19

20

21

AP S  ha s  not de mons tra te d a ny re a s on to tre a t the  S ERP  e xpe ns e  for its  S ERP  e ligible

e mploye e s  a ny d iffe re n tly tha n  our de te rmina tion  of S ERP  e xpe ns e s  a s s ocia te d  with  S WG

employees. Accordingly, we  find tha t the  S ERP  e xpe ns e  s hould  not be  re cove re d from AP S

ra tepayers , and accordingly, will reduce  opera ting expense  in the  amount of $3,931,467.2i

RUCO's  a djus tme nt a lso include d re moving a  $50 million de fe rre d cre dit a nd $19 million in

a ccumula te d de fe rre d income  ta xe s  ("ADIT") re la te d to SERP , which would re sult in a  ne t incre a se

to ra te  ba se  of $30,582,000. (RUCO Exhibit No. 24 , S che dule  MDC-3) We  dis a gre e  with  th is

portion of the  RUCO a djus tme nt be ca us e  the  de fe rre d cre dits  a nd ADIT a re  for pa s t pe riods  a nd

re ma in va lid, a nd our re solution of S ERP  e xpe nse  in this  ma tte r will only me a n tha t no ne w S ERP

defe rred credits  or re la ted ADITs  will be  crea ted in the  future .22

23

24

25

26

27

g. Annualize  Property Tax Expense

AP S  propos e d a djus ting its  prope rty ta x e xpe ns e  by $16,719,000 to a nnua lize  the  P WEC

Units ' prope rty taxes , one  full yea r of prope rty taxes  for the  Sundance  Units , e s tima ted taxes  for the

full Ma ricopa  Community Colle ge  Bond, a nd a  2007 incre a se  in prope rty ta xe s  tha t will re sult whe n

the  PWEC units  have  passed the  s ta tutory "phase-in" period.

28 21 $4,173,000 Total Company with94.212% ACC Jurisdictional Allocator.
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S ta ff re commended reducing the  Company's  prope rty tax expens e  by $1,689,000 to e limina te

the  APS propos ed inclus ion of the  2007 s ta tutory phas e -in of increas ed property taxes  a s s ocia ted with

the  P WEC Units . AP S  a gre e d to S ta ffs  prope rty ta x re comme nda tion, a nd re vis e d its  a djus tme nt to

$15,159,000 tota l compa ny, or $15,031,000 ACC juris dictiona l.

R UC O re c om m e nde d  tha t the  C om p a ny-p rop os e d  le ve l o f p rop e rty ta x b e  re duc e d  b y

$5,976,491 to re flect the  tempora ry s us pens ion of the  county educa tion tax ra te  a s  recently enacted by

2006, 2007, a nd 2008. In its  Clos ing  Brie f, S ta ff a gre e d with RUCO's  a djus tm e nt. AP S  dis a gre e s

with RUCO's  a djus tm e nt, a rguing  tha t othe r s ignifica nt is s ue s  tha t RUCO did not a ccount for will

a ls o impa ct the  prope rty ta x e xpe ns e , including ne t incre a s e s  in a s s e s s e d va lua tion tha t a re  known

and measurable . AP S  witne s s  Rocke nbe rge r te s tifie d tha t if a ll the s e  fa ctors  we re  cons ide re d in

RUCO's  a djus tm e nt, the  a djus tm e nt would be  $2.4 m illion, ra the r tha n a pproxim a te ly $6 m illion.

AP S  a ls o a rgue s  tha t RUCO's  a djus tme nt is  ba s e d upon a  te mpora ry s us pe ns ion of the  ta x ra te , a nd

tha t AP S ' proje cte d 2007 prope rty ta x e xpe ns e  is  a nticipa te d to be  $128,000,000," while  if RUCO's

a djus tm e nt is  a dopte d, it would re cove r a t m os t, $124,000,000 in prope rty ta x e xpe ns e  in the  firs t

year, le a ving AP S  with a  s hortfa ll of $4,000,000 in re ve nue s .

We  find tha t APS ' propos ed adjus tment to prope rty tax expens e  of 315,031,000 is  appropria te

a nd s hould be  a dopte d. This  le ve l re fle cts  a s  clos e ly a s  pos s ible  the  le ve l of p la nt-in-s e rvice  a t the

e nd of the  TY. Although RUCO's  a djus tme nt is  ba s e d upon a  known a nd me a s ura ble  e ve nt a fte r the

TY, the  e ve nt is  te m pora ry a nd the  a djus tm e nt doe s  not include  the  othe r known a nd m e a s ura b le

compone nt, incre a s e d pla nt-in-s e rvice , tha t goe s  into ca lcula ting prope rty ta x e xpe ns e . To a dopt a

te mpora ry lowe r ta x ra te  but not a pply tha t ne w ra te  to known, incre a s e d pla nt le ve ls , will re s ult in a

ne t ne ga tive  ca s h flow s itua tion from  the  da te  the  ra te s  a re  im ple m e nte d, a nd is  not re a s ona b le .

The re fore , we  will not a dopt RUCO's  re comme nde d a djus tme nt a nd will a dopt AP S ' a djus tme nt tha t

includes  S taff' s  recommended adj ves tment, for a  tota l adjus tment of $l5,03 l ,000.

Annua lize d De pre cia tion a nd Amortiza tion

27

28
22 Passed during the 2006 legislative session and signed into law June 21, 2006.
z3 Including the reduction for the suspension of the county education tax rate. TR. Vol. XIII p. 2686.

DECISION NO.
69663

h .

28



DOCKET no. E-01345A-05-0816 ET AL.

1

2

3

4

5

APS proposed a pre-tax adjustment to depreciation and amortization expense of $20,276,000

based upon the  results  of a  technica l update  to the  deprecia tion ra tes  previously authorized in

Decision No. 67744. The Company is not requesting any change to the amortization rates authorized

in that Decision, but is requesting approval for two new rates to provide for the amortization of leased

vehicles that are subsequently purchased by the Company. No party has objected to the new rates for

6 the leased autos.

7 RUCO propos e d a  $6,991,000 re duction in a mortiza tion e xpe ns e  ba s e d upon its  us e  of a

8 compos ite  a mortiza tion ra te . RUCO proposed its adjustment because it believes APS did not

9

10

11

12

1 3

14

15

16

17

18

1 9

20

21

22

23

24

25

26

27

demonstra te  how a  35 pe rcent increase  in annua l amortiza tion expense  was  reasonable  when the re

was only a  5.5 percent increase  in the  account balances.

APS a rgues  tha t RUCO's  me thodology does  not have  sufficient ana lys is  or de ta il to prope rly

norma lize  a mortiza tion e xpe ns e  noting tha t RUCO's  me thod is  a  high le ve l ge ne ra l e s tima ting

process  tha t may be  appropria te  to use  when a ll asse ts  have  s imilar estimated lives, but because  APS'

intangible  asse ts  have  a  wide  range  of use ful lives , and because  each asse t is  individua lly amortized,

the  RUCO ca lcula tion doe s  not prope rly norma lize  a mortiza tion e xpe ns e . (AP S  Exhibit No. 57,

Rocke nbe rge r Re butta l, p. 18) AP S ' witne s s  e xpla ine d tha t the  AP S  ca lcula tion is  ba s e d on the

"a ctua l individua l cos ts  a nd live s  a t Se pte mbe r 30, 2005, multiplie d by the  a ctua l a mortiza tion ra te s

for e a ch individua l a s se t. By us ing the  a ctua l a s se ts  a t S e pte mbe r 30, 2005, the  ca lcula tion would

e xclude  re ce nt re tire me nts  a nd include  re ce nt a dditions  for a  full ye a r ca lcula tion of a mortiza tion

expense . Fully amortized a sse ts  were  prope rly excluded from the  ca lcula tion. The  amortiza tion ra te s

in e ffect today were  approved by the  Commiss ion in Decis ion No. 67744. The  pro forma  adjus tment

is  the  diffe re nce  be twe e n the  norma lize d a nnua l a mortiza tion e xpe ns e  a nd the  a ctua l te s t ye a r

amortiza tion expense ." (Id. a t pp. 18-19). In cross-examina tion, the  APS witness  indica ted tha t it was

"re a lly a  fiction of the  le ve l of a s s e ts  by a s s e t ca te gory" (Tr. Vol. XII, p . 2026). During cros s -

e xa mina tion of RUCO's  witne s s , the  Compa ny de mons tra te d  how individua l cos ts  a pplie d  to

diffe rent ba lances  a ffect expense  leve ls . (Tr. Vol. XVII, pp. 3426-9.)

We find tha t APS ' proposed adjustment to annua l deprecia tion and amortiza tion is  reasonable

28 a nd will a dopt it. APS  ha s  a de qua te ly e xpla ine d RUCO's  pe rce ive d incons is te ncy with the  e xpe nse
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l re la ted to account ba lance  change . Accordingly, we  will adopt APS ' adjus tment of $20,276,000.24

Demand Side  Management

3
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AP S  propos e d a  De ma nd S ide  Ma na ge me nt ("DS M") a djus tme nt incre a s ing TY ope ra ting

expenses  by $2,989,000 for program costs , and an adjustment to reduce  TY revenues  by $4,907,000

to re fle ct Commis s ion a pprove d DS M progra ms . Both S ta ff a nd RUCO obje cte d to the  pro-forma

$4,907,000 revenue  adjus tment, which re flects  a  "ne t los t revenue" or "conserva tion" adjus tment.

In the  S e ttle me nt Agre e me nt a pprove d in 2005, AP S  committe d to spe nding a n a ve ra ge  of

$16 million pe r ye a r, for thre e  ye a rs , on DSM progra ms . In Augus t 2005, APS  obta ine d a pprova l of

its  cons ume r products  DS M progra m, a nd re ce ive d a pprova l of its  non-re s ide ntia l progra ms  in

Februa ry 2006. The  rema ining re s identia l programs  were  approved in April 2006. APS recove rs  $10

million pe r ye a r of DS M ha ding in its  ba s e  ra te s  a nd ha s  the  opportunity to re cove r its  othe r DS M

expenses through a  DSM adjustor mechanism.

S ta ff recommended tha t the  Company be  compensa ted for its  e fforts  to make  DSM ava ilable

a nd for the  s a vings  a chie ve d by s ucce s s ful DS M progra ms  through a  pe rforma nce  ince ntive

mechanism. A pe rforma nce  ince ntive  a nd a n a djus tme nt for ne t los t re ve nue s  a re  two s e pa ra te ,

mutua lly e xclus ive , a pproa che s  to compe ns a ting the  utility. S ta ff note d tha t De cis ion No. 67744

a dopte d the  S e ttle me nt Agre e me nt tha t provide s  for a  pe rforma nce  ince ntive . S ta ff pre fe rs  the

pe rforma nce  ince ntive  a pproa ch be ca use  conce ptua lly it re wa rds  the  Compa ny only whe n its  DS M

progra ms  a re  s ucce s s ful a nd re s ult in e ne rgy or de ma nd s a vings . S ta ff a ls o be lie ve s  tha t AP S '

20 propos e d a djus tme nt is  not s ufficie ntly known a nd me a s ura ble  to me rit inclus ion in ra te s . S ta ff

21 be lieves  tha t DSM spending for the  remainder of the  Portfolio P lan is  ve ry much in ques tion, and tha t

22

23

the resulting energy savings would be even more difficult to quantify with certainty.

RUCO argues  tha t the  APS adjus tment is  inappropria te  for the  following reasons : the

24

25

26

adjustment seeks to recover estimated lost revenues and expenses that have not actually been realized

and a re  the re fore  not known and measurable , the  ne t los t revenue  adjus tment re sults  in an improper

mismatch of the  time  period over which the  revenues  a re  measured due  to post te s t year load growth,

27

28
24 See APS Initial Brief Exhibit 5, p. 16, column 18. The adjustment includes a $452,000 adjustment to revenues and a
$20,276,000 adjustment to depreciation and amortization.

i.
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a nd be ca use  the  S e ttle me nt Agre e me nt a dopte d in De cis ion No. 67744 spe cifica lly pre clude s  the

recovery of ne t los t revenues tha t were  not re flected in the  tes t year of a  future  ra te  applica tion.

SWEEP opposed APS' proposed pro forma adjustment to recover ne t lost revenues.

In response  to S ta ff and RUCO's  objections , APS a rgues  tha t its  adjus tment "mere ly captures

the  impa ct o f DS M e xpe nd itu re s  ma de  du ring  the  Te s t Ye a r a nd  in  2006" a nd  is  "s imply a

norma liza tion a djus tme nt for the  'known a nd me a s ura ble ' e ffe ct of the  re ce ntly a pprove d DS M

progra ms  ba se d upon e xpe nditure s  in 2005-2006." (AP S  Initia l Brie f, p. 68) The  Compa ny a rgue s

tha t it is  appropria te  to se t ra te s  on conditions  tha t will be  pre sent when the  new ra te s  go into e ffect.

APS did not re spond to the  a rgument tha t pursuant to the  Se ttlement Agreement, tha t "except to the

e xte n t re fle c te d  in  a  te s t ye a r u s e d  to  e s ta b lis h  AP S  ra te s  in  fu tu re  ra te  p ro ce e d in g s  . . .

AP S  sha ll not re cove r or s e e k to re cove r ne t los t re ve nue s  on a  going-forwa rd ba s is ." AP S  a dmits

tha t the  revenues  it seeks  to recover were  not re flected in the  tes t year, and tha t is  why it is  proposing

13 a  pro-forma  adjus tment.

1 4

1 5
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1 9
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We  a gre e  with S ta ff a nd RUCO tha t AP S ' pro-forma  cons e rva tion, or ne t los t re ve nue ,

adjus tment to increase  revenues  should not be  adopted. As  te s tified to by S ta ff, a  mechanism exis ts

for AP S  to  re cove r a  portion of the  a ctua l e ne rgy e fficie ncy s a vings  from its  s ucce s s ful DS M

progra ms . We  a ls o a gre e  tha t ne ithe r the  a djus tme nt nor its  a mount is  s ufficie ntly known a nd

me a s ura ble  to re a s ona bly cha nge  the  cos t of s e rvice . Furthe r, unde r the  te rms  of the  S e ttle me nt

Agreement a s  approved by the  Commiss ion, APS  is  not a llowed to recove r ne t los t revenues  in this

ca se  on a  going forwa rd ba s is . Accordingly, we  will a llow APS ' adjus tment to increa se  TY ope ra ting

costs  by $2,989,000 for program costs , and will not adopt APS ' ne t los t revenue  adjus tment.

j. Base Fuel and Purchased Power

AP S  propose d a  pro forma  a djus tme nt to re fle ct the  Compa ny's  propose d Ba se  Fue l Cos t.

The  ACC Jurisdictiona l adjus tment includes  an increase  in revenues  of $17,212,000 and an increase

in purchased power and fue l cos ts  of $276,724,000, to include  2007 base  fue l and purchased power

expense  and off-sys tem revenues  in cents /kWh a t adjus ted TY usage  leve ls , for a  ne t adjus tment of

27 $259,512,000. (AP S  In itia l Brie f, Exhib it 5 , S che dule  C-2 , co lumn 24).

28

AP S  a rgue s  tha t its

proposed cost is  the  only number in this  case  tha t represents  fue l prices  and the  conditions  tha t will be
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1

2

3

in e ffe ct whe n the  ra te s  s e t in this  ca s e  go into e ffe ct. Furthe r, it re comme nds  tha t re ga rdle s s  of

which P S A is  a dopte d by the  Commiss ion (e ithe r a  re trospe ctive  re concilia tion of a lre a dy incurre d

fue l costs  or a  prospective  mechanism to recover fue l costs  as  incurred), the  base  fue l cost should be

4 se t as  close  as  possible  to current expecta tions of fue l and purchased power costs  during the  period it

5

6 forma adjustment of $259,512,000 should be  adopted irrespective  of any changes to the  PSA.

7

8 AP S ' origina l ba s e  cos t of fue l propos a l a djus te d for the  withdra wa l of the  propos e d s ha ring of

9 he dging ga ins  a nd los s e s . RUCO note d tha t AP S ' origina l propos a l wa s  ba s e d on conditions  the

10 Company expected to experience  in 2006, whereas  the  re joinder pos ition was  based on es tima tes  of

l l 2007 prices  and loads  and included a  reduced margin credit for off-sys tem sa le s . RUCO a rgues  tha t

12 be ca us e  the  Compa ny modifie d its  re que s t mid-ca s e , the  pa rtie s  we re  pre ve nte d from ha ving

13 "sufficie nt time  to re vie w the  2007 fore ca s ts  in sufficie nt de pth to re ly on the m a s  be ing a ccura te ."

14 (RUCO Re ply Brie f, p. 19) RUCO, the re fore , did not re comme nd the  Commis s ion a cce pt AP S '

15 re joinder proposa l.

16 S ta ff propose d tha t the  ca le nda r ye a r 2006 be  use d a s  a n a ppropria te  pe riod from which to

17 es tablish the  fue l and ene rgy portion of APS ' ba se  ra te s . S ta ff proposed severa l adjus tments  to the

18 2006 da ta  in re a ching its  ca lcula tion for ne t re ta il fue l cos ts  of $824.4 million, which re s ults  in a n

19 average  fue l cost of 2.8104 cents /kWh. Staff recommended tha t the  cost of fue l and purchased power

20 should be  reduced by $11 l .6 million (with the  APS sha ring proposa l) or $111 .4 million (without the

21 AP S  sha ring proposa l), by $3,702,501 to re fle ct 2006 ma rgins  for tra nsa ctions  involving non-utility

22 use  of an APS transmiss ion asse t, and should be  reduced to account for the  remova l of non-fue l and

23

24

e ne rgy cos ts  a s s ocia te d  with  non-utility ma rke ting a nd tra ding a ctivity. S ta ff re je cte d  AP S '

subs tituted 2007 forecas ts  a s  the  means  for de te rmining the  base  cos t of fue l and purchased power.

25 The  2007 forecas ts  were  provided la te  in the  ra te  case  examina tion process  and have  not undergone

26 the  same  leve l of ana lys is  and scrutiny as  the  2006 forecas t. Because  these  forecas ts  a re  difficult and

27

28
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4

re s ult in e rrors , S ta ff recommends  tha t the  Commiss ion adopt its  re commended base  cos t of fue l

and purchased power to determine APS' base  ra tes.

AECC re comme nds  tha t the  Commiss ion re duce  fue l e xpe nse  by $83 million re la tive  to the

Compa ny's  fina l pos ition. AECC's  re comme nda tion for s e tting ba s e  fue l cos ts  is  ba s e d on AP S '

5 ana lys is  for 2006, and not the  2007 te s t yea r tha t APS adopted la te r in its  rebutta l te s timony. AECC

6 argues  tha t fue l prices  in 2006 did not change  s ignificantly from the  projections  used by the  Company

7 in its  re butta l, which re sulte d in a  $67 million re duction from the  Compa ny's  dire ct filing.

8
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AP S  a rgue s  tha t the  othe r pa rtie s ' re comme nda tions  do not ta ke  into a ccount "the  highe r

utiliza tion of gas  gene ra tion and purchased power in 2007, including the  recently executed contracts

re sulting from the  RFP  re fe re nce d in the  2004 APS  Se ttle me nt a nd De cis ion No. 67744, a s  we ll a s

othe r contra ctua l price  cha nge s  in 2007." (AP S  Initia l Brie f, p. 35) In s e tting the  ba s e  cos t of fue l

and purchased power, we  s trive  to se t a  ra te  tha t will re flect the  ongoing and expected leve l of cos ts .

When the  utility a lso has a  fuel and purchased power adjustor, tha t base  level becomes the  measure  of

whe the r a nd how much the  a djus tor ra te  should cha nge . To the  e xte nt tha t the  ba se  cos t is  se t too

high, ra te pa ye rs  will pa y highe r ra te s  now, with the  promise  of a  cre dit la te r. To the  e xte nt tha t the

base  cost is  se t too low, the  ra tepayers  will pay lower ra tes  now, with the  promise  of an increase  la te r.

We believe  tha t based upon a ll the  recommendations, the  appropria te  base  cost of fue l and purchased

Lobbying Cos ts

APS reques ts  $1,763,994 be  included in ope ra ting expenses  for lobbying cos ts . These  cos ts

we re  incurre d by the  Fe de ra l Affa irs  a nd P ublic Affa irs  De pa rtme nts  a nd re fle cts  the  a mount tha t

AP S  ha s  a lloca te d a s  "a bove -the -line " cos t of a ctivitie s  tha t it be lie ve s  ha s  "dire ctly be ne fite d

re gula te d ope ra tions ." AP S  cite s  a s  e xa mple s  of cus tome r be ne fits  the  wa ive r of ta riff importa tion

fe e s  for the  Pa lo Ve rde  re pla ce me nt s te a m ge ne ra tor ($l0 million sa vings ), support of provis ions  in

the  Ene rgy Tra ns porta tion Act of 2005 on ta x ince ntive s  for ne w tra ns mis s ion inve s tme nt ($l.4

million s a vings  pe r $50 million of e ligible  ne w tra ns mis s ion), s upport of the  P roduction Ta x Cre dit

27

28

25 See Staff Exhibit No. 29, p. 9, Antonuk Sur-Rebuttal testimony discussion of errors, including the Company's original
presentation of its TY fuel and purchased power costs where the presentation mistakenly included $849 million of
revenue and $856 million of costs pertaining to APS' unregulated power-trading operations.

k.
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2

3

provis ions  of the  Ame rica n Jobs  Cre a tion Act (83 million be ne fit), a nd support of s ta te  prope rty ta x

le gis la tion ($l .7 million a nnua l sa vings ).

S ta ff re commends  tha t a ll lobbying expenses  should be  disa llowed a s  a  ma tte r of regula tory

4  po licy. Sta ff a rgued tha t ra tepayers  could potentia lly be  harmed by a llowing cos t recovery of

5 lobbying expenses, stating that with a utility's unique monopoly status there is a potential for abuse

6 by promoting unfair or unnecessary legislation. Even when utility-supported legislation has benefited

7 ratepayers, it is  "virtually impossible" to know the cost of that achievement. Staff recommends that

8 the Commission should refrain from involving itself in the process of discerning "good" from "bad"

9 lobbying.

1 0

1 2

1 3

1 4

Sta ffs  witne s s  te s tifie d tha t pursua nt to the  Fe de ra l Ene rgy Re gula tory Commiss ion

("FERC") Uniform System of Accounts  ("USOA") utilities  a re  required to record lobbying cos ts

below-the-line , where  there  is  a  presumption of non-recovery. However, contrary to the  specific

USOA guidelines , APS charged some of its  lobbying costs  above the  line  to adminis tra tive  and

general expense accounts, thereby including them in the proposed TY cost of service. Staff found

15 this  disturbing, and recommends that the Commission order APS to appropriately comply with the

16 USOA requirements. Staff notes that recording expenses properly below-the-line does not prevent

17 APS from seeking cost of service recovery of them in rate cases, but will "ensure that expenses that

18 be presumed to fa ll outside  of the  Company's  cost-of-service  are  not hidden within inappropria te

19 accounts, thereby placing the burden upon Staff auditors  to uncover them." (Staffs  Reply Brief, p.

2 0  2 3 )

RUCO propose d a n a djus tme nt to re duce  AP S ' re que s te d lobbying e xpe nse s  by $785,654.

22 RUCO recommended tha t the  $137,686 pa id by the  Federa l Affa irs  department to an outs ide  lobbyis t

23 be  comple te ly dis a llowe d a nd tha t the  re ma ining e xpe ns e s  of the  Fe de ra l Affa irs  de pa rtme nt

24 ($696,629) should be  split be twe e n ra te pa ye rs  a nd sha re holde rs  be ca use  the  work be ne fits  both.

25 Additiona lly, RUCO re duce d the  pa yroll e xpe nse  of the  P ublic Affa irs  de pa rtme nt by fifty pe rce nt.

26 In re s pons e  to AP S ' a rgume nt tha t it ha d de mons tra te d tha t cus tome rs  re ce ive d be ne fits  from the

27 lobbying e fforts , RUCO pointe d out tha t APS  did not cla im tha t cus tome rs  re ce ive d the  be ne fit from

28 all the  lobbying e fforts  for which it seeks  cost recovery, and tha t shareholders  a lso benefited.

2 1
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We agree  with S ta ff tha t it is  dis turbing tha t APS  was  not complying with USOA in recording

its  lobbying cos ts . When APS is  concerned about time ly recovery of its  cos ts , and the  time  necessa ry

to process  its  ra te  cases , it ce rta inly does  not speed up the  process  or ins till confidence  in APS ' filings

whe n the  Commiss ion le a ds  tha t S ta ff a uditors  mus t e xpe nd e xtra  time  a nd e ffort to ma ke  sure  a ll

5

6

7

8

cos ts  have  been appropria te ly accounted for by the  Company. Although APS now says  tha t it agrees

with S ta ff tha t a ll future  lobbying expenses  should be  recorded be low-the -line  and tha t any recove ry

should in the  future  be  expressed a s  a  pro forma  adjus tment, and tha t it ha s  made  this  change  to its

accounting sys tem on a  going-forward bas is , we  will orde r the  Company to comply and expect S ta ff

9

10

and othe r pa rtie s  to monitor the  Company's  continued compliance  with this  requirement.

We  a gre e  with RUCO's  a djus tme nt to re duce  lobbying e xpe ns e  by $785,654. AP S  did

11

1 2

1 3

14

1 5

1 6

de mons tra te  s ome  cus tome r be ne fits  tha t re s ulte d from its  lobbying a ctivitie s , a nd with the  AP S

a lloca ted be low-the -line  cos ts  toge the r with those  excluded in the  RUCO adjus tment, we  find tha t the

re ma ining cos ts  a re  re a s ona ble . Howe ve r, we  a gre e  with S ta ff tha t it is  not de s ira ble  to ha ve  to

dis tinguish be tween "good" and "bad" lobbying activitie s . To the  extent tha t in future  ra te  ca ses  APS

proposes  pro forma  adjus tments  to recove r its  be low-the -line  lobbying expenses , APS  mus t provide

the  itemized lobbying cos ts  a ssocia ted with each benefit it a lleges  re sulted from the  specific lobbying

Accordingly, we  will re duce  ope ra ting e xpe ns e  by re moving $785,654 of lobbying17 a ctivity,

18 expenses.

1 9

20

21

22

23

24

25

Incentive  Compensa tion

Stock-Based Incentive  Compensa tion

AP S  re que s ts  $4.8 million in TY ope ra ting e xpe nse  re la te d to its  e mploye e  s tock ince ntive

progra m, which it a s se rts  is  inte gra l in a ttra cting a nd re ta ining high qua lity ma na ge me nt pe rsonne l.

S ta ff recommended e limina ting cos ts  a ssocia ted with APS ' s tock-based incentive  plans , but a llowing

recove ry of TY expenses  for APS ' ca sh-based incentive  compensa tion, approxima te ly $17.8 million.

S ta ff recommends  the  cos ts  of the  s tock-based incentive  plan not be  included in ra te s  because  tha t

26 compe nsa tion progra m is  drive n by the  fina ncia l pe rforma nce  of P inna cle  We s t Ca pita l Corpora tion

27

28

1.

1.
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1 ("P inna cle  We s t"), ra the r tha n the  ope ra tiona l pe rforma nce  of AP S  a s  a  public u tility." S ta ff

2

3

4

5

6

7

recommends  the  cos ts  of the  cash-based incentive  plan be  included in ra te s  because  the  TY leve l of

those  costs  was tied to performance measures that benefit APS' customers.

APS a rgues  tha t the  issue  is  whe the r APS compensa tion, including incentives , is  reasonable .

APS does  not be lieve  tha t the  Commiss ion should look a t how tha t compensa tion is  de te rmined or its

individua l compone nts , but ra the r should jus t look a t the  tota l compe nsa tion. The  Compa ny a rgue s

tha t the  inte re s ts  of inve s tors  a nd cons ume rs  a re  not in  funda me nta l conflict ove r the  is s ue  of

8 fina ncia l pe rforma nce , be ca us e  both wa nt the  Compa ny to be  a ble  to a ttra ct ne e de d ca pita l a t a

9 re a s ona ble  cos t.

10

11

1 2

13

1 4

1 5

16

17

18

19

20

21

22

23

24

We agree  with S ta ff tha t APS ' s tock-based based incentive  compensa tion expense  should not

be  include d in the  cos t of s e rvice  use d to s e t ra te s . Contra ry to AP S ' a rgume nt tha t we  should not

look a t how compensa tion is  de te rmined, we  do not be lieve  ra te s  pa id by ra tepaye rs  should include

cos ts  of a  program where  an employee  has  an incentive  to pe rform in a  manner tha t could nega tive ly

a ffect the  Company's  provis ion of sa fe , re liable  utility se rvice  a t a  rea sonable  ra te . As  te s tified to by

S ta ff witne ss  Dittme r and se t out in S ta ff" s  Initia l Brie f, "[e ]nhanced ea rnings  leve ls  can some times

be  achieved by short-te rm management decis ions  tha t may not encourage  the  deve lopment of sa fe

a nd re lia ble  utility s e rvice  a t the  lowe s t long-te rm cos t.... For e xa mple , some  ma inte na nce  ca n be

te mpora rily de fe rre d, the re by boos ting e a rnings .... But de la ying ma inte na nce  ca n le a d to s a fe ty

conce rns  or highe r s ubs e que nt 'ca tch-up' cos ts ." (S ta ff Initia l Brie f, pp. 31-31) To the  e xte nt tha t

P innacle  Wes t sha reholde rs  wish to compensa te  APS  management for its  enhanced ea rnings , they

ma y do  s o , bu t it is  no t a ppropria te  for the  u tility's  ra te pa ye rs  to  provide  s uch  ince ntive  a nd

compensa tion. Accordingly, we  will reduce  opera ting expense  by $4,487,657.27

Cash-Based Incentive  Compensa tion

APS incurre d a pproxima te ly $17.8 million of ca sh-ba se d (va ria ble ) ince ntive  e xpe nse  during

25

26

27

28

26 "Awards are based on the Company's compound annual growth rate in Earnings Per Share over a three-year
performance period relative to the S&P Electric Utilities Super Composite EPS growth rate over the same period." APS
Exhibit No. 51, Gordon Rebuttal, p. 21.
27 ACC Jurisdictional amount, Staff Initial Brief, Revised Joint Accounting Schedule, Schedule C-13.

2.
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2

3

the Ty.z8 APS' variable incentive program is an "at risk" pay program where a part of an employee's

annual cash compensation is put at risk and expectations are established for the employee at the start

of the year. If certain performance results are achieved, a predictable award will be earned based

4 upon ob je ctive  crite ria . The  a ctua l a m ount of the  a wa rd de pe nds  upon the  a chie ve d re s ults . The

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

intent of the plan is  to: link pay with business performance and personal contributions to results ,

motivate  participants to achieve higher levels of performance, communicate  and focus on critical

success measures, re inforce desired business behaviors, as  well as  results , and to re inforce an

employee  ownership culture . (APS Exhibit No. 51, Gordon Rebutta l, p. 8) Staff did not oppose

inclusion of the  TY variable  incentive  expense  in cost of service , noting that a lthough corporate

earnings serve as a threshold or precondition to the payout, the TY level of expense is tied primarily

to performance measures that directly benefit APS customers. (Staff Exhibit No. 43, Dittmer Direct,

p .  l l )

RUCO proposed an adjustment reducing APS' cash-based incentive program expense by

approximately 20 percent, or $4,563,000. The adjustment is based on a policy recommendation that

ra tepayers  should not be  expected to shoulde r the  entire  incentive  program tha t a llows  APS

employees to am additional compensation when APS ratepayers have experienced repeated rate

increases over the  past two years . APS opposes  RUCO's  adjustment as  arbitrary and without

analysis or justification. In its Reply Brief, RUCO indicates that it is  not recommending adoption of

both the RUCO and the Staff adjustment to incentive pay, and that Commission adoption of either

one would be appropriate . We adopted the Staff adjustment for the reasons set forth above, and

believe that adjustment will reflect an appropriate level of incentive compensation. Therefore we will

22

23

not adopt RUCO's adj vestment.

2.

24

Unconte s ted Ope ra ting Adjus tments

Spent Fue l S torage

No pa rty ha s  dis pute d AP S ' fina l a djus tme nt to incre a s e  purcha s e d powe r a nd fue l cos ts  by

26 $10,653,000 to re fle ct the  Compa ny's  ongoing ACC J uris dictiona l cos ts  for inte rim s tora ge  of s pe nt

25

27

28

28 Total expense was $21,727,031 but the Company voluntarily eliminated Officers' cash-based compensation in the
amount of $3,895,l47, leaving 317,831 ,886 in the proposed TY cost of service. Staff Exhibit S-34, Dittmer Direct p. 107,
footnote 31.

a.
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nucle a r fue l from P a lo Ve rde  a nd a n a mortize d portion of de fe rre d a mounts . This  a mount a ls o

re fle cts  S ta fils  re comme nde d a djus tme nt to re fle ct re duction in cos ts  re la te d to pos t-s hut down

activitie s . APS  reques ts  tha t this  Decis ion include  the  "Schedule  of Amounts  to Be  Depos ited in the

De commis s ion Trus ts ," which is  a tta che d he re to a s  Atta chme nt A. (AP S  Initia l Brie f, Exhibit 5,

5

Nucle a r De commiss ioning

7 No  p a rty h a s  d is p u te d  AP S ' fin a l a d ju s tme n t o f $ 3 ,8 2 0 ,0 0 0  to  a n n u a liz e  its  ACC

8 Jurisdictiona l contributions  to the  nucle a r de commis s ioning trus t funds  to the  a mount a uthorize d in

9 De cis ion No. 67744. The  Compa ny re que s ts  tha t this  De cis ion s pe cifica lly provide  for a pprova l of

10 the  $19,211,000 a nnua l le ve l of de commis s ioning funding a nd tha t Atta chme nt LLR-3 from AP S

6

Schedule  C-2, column 14).

b .

11 Exhibit No. 56, be  a ttached to this  Decis ion. The  reques ted exhibit is  a ttached he re to a s  Attachment

12 B. (AP S  Initia l Brie f; Exhibit 5, S che dule  C-2, column 13).

13

14

Four Corne rs  Coa l Reclamation

No pa tty dis pute s  the  Compa ny's  fina l a djus tme nt to incre a s e  purcha s e d powe r a nd fue l

e xpe ns e  by $1,284,000 to  re fle ct the  Compa ny's  ACC J uris dictiona l a nnua l e xpe ns e  for coa l

reclamation a t the  Four Corne rs  Power plant based upon the  2004 Ma rs ton s tudy. (AP S  Initia l Brie f;

Exhibit 5, Schedule  C-2, column 17).

15

16

17

18

19

20

21

22

d. Annua lize  P a yroll

No pa rty disputes  the  Company's  fina l adjus tment to increase  payroll by $8,717,000 to re flect

annua lized payroll, bene fits , and payroll tax expense  to December 2005 employee  leve ls , December

2005  wa ge  le ve ls  fo r pe rforma nce  re vie w e mploye e s , a nd  April 2006  wa ge  le ve ls  fo r un ion

23

24

Regula tory Disa llowance  for Wes t Phoenix Unit 4

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt to de cre a s e  de pre cia tion e xpe ns e  by

25 $227,000 to  re fle ct a n a nnua l re duction in  de pre cia tion e xpe ns e  a s s ocia te d with the  write -off

26 a s socia te d with We s t P hoe nix Unit 4. (AP S  Initia l Brie f, Exhibit 5, S che dule  C-2, column 10).

f. Regulatory Assessments and Franchise  Fees

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt to  de cre a s e  ope ra ting re ve nue s  a nd

27

28

c.

e.
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5

6

7

expenses  by $15,723,000 to remove  the  Company's  ACC Jurisdictiona l a sse ssments  and franchise

fees. (AP S  Initia l Brie f, Exhibit 5, S che dule  C-2, column l).

g. Base Rate  Component for EPS

No pa rty dispute s  the  Compa ny's  fina l a djus tme nt to incre a se  re ve nue s  by $6,779,000 a nd

e xpe ns e s  by $6,000,000 to re fle ct the  a uthorize d S ys te m Be ne fits  Cha rge  to fund the  Ele ctric

Portfolio S ta nda rd ("EPS"). (APS  Initia l Brie f, Exhibit 5, Sche dule  C-2, column 2).

Inte res t on Customer Deposits

No pa rty dispute s  the  Compa ny's  fina l a djus tme nt of $2,400,000 which re fle cts  the  incre a se

9 in a nnua lize d inte re s t cos ts  a s socia te d with cus tome r de pos its  (inte re s t e xpe nse ). (AP S  Initia l Brie f,

8

1 1

12

1 3

14

15

16

17

1 8

10 Exhibit 5, S che dule  C-2, column 4).

Amortiza tion of Regula tory Asse ts

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt of $381,000 to incre a s e  a mortiza tion to

re fle ct the  a mortiza tion of Pa lo Ve rde  Unit 2 Sa le /Le a se ba ck re nt le ve liza tion re gula tory a sse t ove r

the  rema ining life  of the  le a se . (APS  Initia l Brie f, Exhibit 5, Schedule  C-2, column 5).

j. P WEC Loa n

No pa rty dispute s  the  Company's  fina l adjus tment of $3,292,000 to decrease  amortiza tion to

re flect the  amortiza tion ove r five  yea rs  the  de fe rred ne t inte re s t income  from the  APS loan to PWEC

which wa s  re pa id in April 2005. (APS  Initia l Brie f, Exhibit 5, Sche dule  C-2, column 6).

k. Tax Consulting Fees1 9

20

21

22

23

24

25

26

27

28

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt of $2,746,000 to de cre a s e  ope ra ting

e xpe nse  to re fle ct the  e limina tion of non-re cuning ta x re se a rch consulting fe e s  tha t wa s  re corde d

during the  TY, but wa s  incurre d prior to the  be ginning of the  TY a nd is  not a n on-going e xpe ns e .

(AP S  Initia l Brie f, Exhibit 5, S che dule  C-2, column 32).

Out of Pe riod Income  Tax Adjus tments

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt of $243,000 to de cre a s e  income  ta x to

re fle ct a dde d income  ta x true -up ite ms  re la te d to the  te s t ye a r, a nd to re move  income  ta x e xpe nse

re corde d during the  te s t ye a r pe riod re la te d to non-re cuning income  ta x ite ms . (AP S  Initia l Brie f,

Exhibit 5, Schedule  C-2, column 7).

h .

i.

1.
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5

rn. Misce llaneous  Adjus tments

No pa rty dispute s  the  Company's  fina l ne t adjus tment of $1,720,000 to re flect the  e limina tion

of non-re cuning or out-of-pe riod e xpe ns e s  or cre dits  from the  te s t ye a r, including fina ncia l da ta

warehouse  costs , Four Comer severance  reserve  true-up, FERC audit reserve , APS corpora te  offices

rent expense , and bill e s tima tion re fund. (APS Initia l Brie f, Exhibit 5, Schedule  C-2, column 23).

Pension Expense

7 No party disputes  the  Company's  fina l adjus tment of $2,l 19,000 to increase  pension expense

8 to re flect actua l 2006 pens ion expense . (APS Initia l Brie f, Exhibit 5, Schedule  C-2, column 36).

9 Pos t Re tirement Medica l Bene fits

10 No pa rty dispute s  the  Company's  fina l adjus tment of $3,006,000 to decrease  pos t re tirement

l l me dica l be ne fits  to re fle ct the  a ctua l 2006 pos t re tire me nt me dica l e xpe ns e s . (AP S  Initia l Brie f;

12 Exhibit 5, S che dule  C-2, column 37).

6

1 3

1 4

p . Adminis tra tive  and Genera l

No pa rty disputes  the  Company's  fina l adjus tment of $8,422,000 to reduce  adminis tra tive  and

15 ge ne ra l ope ra ting e xpe nse  to re fle ct out-of-pe riod cos ts  re la te d to de pre cia tion a nd re nt e xpe nse ,

16 including out-of-pe riod a djus tme nts  for the  P WEC Units  a nd le ga l cos ts  prope rly cha rge a ble  to

17 PWEC a nd re la te d to the  sa le  of S ilve rha wk. (APS  Initia l Brie f, Exhibit 5, Sche dule  C-2, column 35).

18 q. Unregula ted APS Marke ting and Trading

19 No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt to re move  re ve nue s  ($835,567,000),

20 purchased power and fue l cos ts  ($84l,847,000), and ope ra ting expenses  ($8,637,000) re la ted to APS

21 unregula ted marke ting and trading activitie s . (APS Initia l Brie f; Exhibit 5, Schedule  C-2, column 33).

22 Pa lo Verde  Unit l S team Genera tors  Deprecia tion

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt of $1,764,000 to incre a s e  de pre cia tion

24 expense  to re flect one  full yea r of deprecia tion on the  new Unit 1 s team genera tors  and to exclude  the

25 actua l te s t yea r deprecia tion on the  replaced s team genera tors . (APS Initia l Brie f, Exhibit 5, Schedule

26 C-2, column 15).

27

28

23

Normalize  Non-Nuclea r Maintenance  Expense

No party disputes  the  Company's  adjustment to increase  maintenance  expense  by $1,435,000

n .

O.

r .

s.
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1 0

11

1 2

to re fle ct the  norma liza tion of foss il production ma inte na nce  e xpe nse  a nd to include  ope ra tion a nd

ma intenance  cos ts  of renewable  gene ra tion acquired in compliance  with the  EPS . (APS Initia l Brie f,

Exhibit 5, Schedule  C-2, column 25).

Normalize  Nuclea r Maintenance  Expense

No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt of $718,000 to de cre a s e  ma inte na nce

e xpe nse  to re fle ct the  norma liza tion of nucle a r production ma inte na nce  e xpe nse . (APS  Initia l Brie f,

Exhibit 5, Schedule  C-2, column 26).

Annua lize  Customer Leve ls  to Year End 2004

No pa rty dispute s  the  Compa ny's  fina l a djus tme nt to incre a se  re ve nue s  ($44,663,000), fue l

a nd purcha s e d powe r cos ts  ($l3,890,000) a nd ope ra ting e xpe ns e s  ($2,455,000) to re fle ct the

annua liza tion of cus tomer counts  a t December 31, 2004. (APS  Initia l Brie f, Exhibit 5, Schedule  C-2,

column 27).

13 Normalize  Wea the r Conditions

1 4

1 5

1 6

1 7

No party disputes  the  Company's  fina l adjustment to increase  revenue  ($100938,000), fue l and

purchased power cos ts  ($4,224,000), and ope ra ting expenses  ($747,000) to re flect norma l wea the r

conditions  for the  te n ye a rs  e nde d De ce mbe r 31, 2004. (AP S  Initia l Brie f, Exhibit 5, S che dule  C-2,

column 28),

1 8 w. Annua lize  4/1/05 ACC Ra te  Leve ls

No pa rty dispute s  the  Compa ny's  fina l a djus tme nt to incre a se  re ve nue s  by $17,136,000 to

20 re fle ct the  annua liza tion of ACC ra te  leve ls  for the  April 1, 2005, ra te  increa se  authorized in Decis ion

21 No. 67744. (APS  Initia l Brie f, Exhibit 5, Sche dule  C-2, column 29).

1 9

22

23

24

25

E-3/E-4 Promotiona l Expense

No pa rty d is pute s  the  Compa ny's  fina l a djus tme nt of $62,000 to  incre a s e  promotiona l

expense  to re flect the  increased promotiona l expense  for low income  ra te  options  tha t were  required

by De cis ion No. 67744. (AP S  Initia l Brie f, Exhibit 5, S che dule  C-2, column 30).

Schedule  l Changes26 y.

27 No pa rty dis pute s  the  Compa ny's  fina l a djus tme nt to incre a s e  re ve nue s  by $127,000 a nd

28 reduce  expense  by $38,000 to re flect revenue-re la ted changes to the  Colnpany's  Rate  Schedule  l tha t

t.

u.

v .

x.
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2

1 were  authorized by Decis ion No. 67744. (APS Initia l Brie f, Exhibit 5, Schedule  C-2, column 31).

z. Federa l and Sta te  Income Tax

The re  is  no  d is pute  be twe e n the  Compa ny a nd S ta ff a s  to the  Compa ny's  a dditiona l

4 a djus tme nt to the  Compa ny's  origina l cos t of s e rvice  income  ta x e xpe ns e  to re fle ct a  top-down

5 ca lcula tion including pe rma ne nt ta x ite ms  to re duce  te s t ye a r income  ta x e xpe nse  by $4,588,000.

6 (APS  Initia l Brie f, Exhibit 5, Sche dule  C-2, column 34).

7 3. Adjustments  dependent upon fina l leve ls

8 a. Income  Tax/ Inte re s t Synchroniza tion

9 There  is  no dispute  as  to the  methodology to be  used to re flect the  synchroniza tion of inte res t

10 expense  us ing the  adjus ted September 30, 2005 te s t yea r capita l s tructure  and the  cos t of long-te rm

11 de bt, a s  we ll a s  the  us e  of the  s ta tutory income  ta x ra te . Us ing the  OCRB a nd cos t of de bt a s

12 de te rmine d he re in, the  a ppropria te  a djus tme nt is  a  $2,379,000 incre a s e  to te s t ye a r income  ta x

13 e xpe nse ."

3

14

1 5

1 6

b . Genera tion Production Income Tax Deduction

This  adjus tment re flects  the  tax bene fits  a ssocia ted with the  American Jobs  Crea tion Act and

reflects  the  cost of capita l as  de te rmined here in. The  appropria te  adjustment is  ($2,915,000).

17

18 Ba s e d on the  fore going, the  following s ta te me nt de ta ils  the  a djus te d te s t ye a r ne t ope ra ting

19 income  for ra te ma king purpos e s :

20

c. Summary of Net Operating Income

Opera ting Income Summary

21

22

Operating Revenues
Opera ting Expenses (per APS)
Tota l Adjusted Opera ting Expenses

$2,609,930,000
$2,415,481,000
$2,439,648,000

23 Ne t Ope ra ting  Inc ome

VII. COS T OF CAP ITAL

$ 170,282,000

24

The  cos t of capita l compensa te s  inves tors  for the  use  of the ir capita l to finance  the  plant and

26 e quipme nt ne ce s sa ry to provide  utility s e rvice . The re  a re  ge ne ra lly thre e  s te ps  to de te rmining the

27 a ppropria te  cos t of ca pita l in a  ra te  ca se  proce e ding: e s ta blishing the  a ppropria te  ca pita l s tructure ,

25

28 z9 Reflecting a $6,093,000 decrease to interest expense.
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1 de te rmining the  a ppropria te  cos t of the  utility's  de bt, a nd e s tima ting a  re a sona ble  cos t of e quity for

2 the  utility.

A.3 Capital Structure

4

5

6

7

8

9

10

11

12

In e s tima ting the  cos t of ca pita l for a  utility, the  a ppropria te  ca pita l s tructure  of the  compa ny

must be  de te rmined. APS proposed using a  capita l s tructure  consis ting of 45.5 percent debt and 54.5

pe rce nt e quity. S ta ff a cce pte d APS ' propose d ca pita l s tructure , a nd RUCO re comme nde d a  ca pita l

s tructure  of 50 percent debt and 50 percent equity.

RUCO re comme nds  tha t the  Commiss ion a dopt its  propose d ca pita l s tructure  be ca use  it is

s imila r to tha t of AP S ' pa re nt a nd is  the re fore  sound for the  lowe r-risk utility, it ha s  more  common

e quity tha n AP S  ha s  utilize d in the  pa s t, which will provide  a dditiona l fina ncia l s e curity for the

Compa ny during its  cons truction pe riod, a nd it will provide  a  be tte r ba la nce  of the  inte re s ts  of

ra tepayers  and s tockholde rs  because  it is  a  more  economica lly e fficient and le ss  cos tly capita liza tion

1 4

15

16

17

18

19

20

21

22

13 than requested by the  Company.

The  capita l s tructure  recommended by APS and accepted by S ta ff is  the  Company's  adjus ted

September 30, 2005 capita l s tructure  of 45.5 percent long-term debt and 54.5 percent common equity.

In re s pons e  to RUCO's  re comme nda tion, AP S  a rgue s  tha t RUCO's  witne s s  imprope rly include d

short-tenn debt and financia l ra tios  of companie s  with "junk" credit ra tings , which dis tort the  re sults .

APS a lso be lieves  tha t use  of RUCO's  proposed capita l s tructure  would result in a  financia lly weaker

APS with non-inves tment grade  credit me trics .

We agree  with APS and S ta ff tha t a  46/54 pe rcent debt/equity capita l s tructure  is  appropria te

for de te rmining cos t of ca pita l in this  proce e ding. It is  the  ca pita l s tructure  e xis ting a t the  e nd of the

te s t ye a r3o a nd will continue  to s upport the  Compa ny's  e xis ting fina ncia l profile  a nd ma inta in its

inves tment grade  profile .23

24 B. Cost of Debt

25 All parties  agree  tha t a  cost of long-te rm debt of 5.41 percent is  the  appropria te  cost of debt.

26

27

28 30 staff Exhibit No. 8, Parcel] Direct, p- 3.
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l c. Cost of Equitv

2 AP S , S ta ff, a nd RUCO a ll pre s e nte d e xpe rt witne s s e s  to e va lua te  cos t of e quity. The ir

3 recommendations a re  as  follows:

4

5

Party
APS - Ave rt
Staff - Parcel]
RUCO - Hill

Ra nge

11.00 - 12.00%
9.50 - 10.75%
9 . 2 5  -  9 . 7 5 %

Recommenda tion

1 I .50%
10.25 %

9.25%
6

7
The  cos t of equity cannot be  obse rved directly because  it is  a  function of the  re turns  ava ilable

8

9

from othe r inve s tme nt a lte rna tive s  a nd the  risks  to which the  e quity ca pita l is  e xpose d. The  cos t of

e quity mus t be  e s tima te d by a na lyzing infonna tion a bout ca pita l ma rke t conditions , a s s e s s ing

compa ny s pe cific ris ks , a nd us ing va rious  qua lita tive  me thods  to find inve s tors ' re quire d ra te  of10

11 re turn. Be ca us e  AP S  is  not a  publicly tra de d compa ny a nd be ca us e  the  cos t of ca pita l is  a n

12

13

14

15

opportunity cos t and is  prospective , the  cos t of equity must be  e s tima ted. All of the  expe rt witnesses

agreed tha t no one  s ingle  me thod or mode l should be  used to de te rmine  a  utility's  cos t of equity. All

witne s s e s  te s tifie d a s  to the ir unde rs ta nding of the  e conomic, fina ncia l, a nd le ga l principle s  tha t

unde rlie  the  concept of a  fa ir ra te  of re turn for a  public utility.

All the  e xpe rt witne s s e s  conducte d a  Dis counte d Ca s h Flow Ana lys is  ("DCF"). It is  one  of16

17 the  oldes t, a s  we ll a s  the  mos t commonly used mode ls  for e s tima ting the  cos t of common equity for

18

19

20

21

22

23

24

public utilitie s .3l DCF mode ls  a re  used to e ssentia lly replica te  the  marke t va lua tion process  tha t se ts

the  price  tha t inves tors  a re  willing to pay for a  sha re  of a  company's  s tock. The  DCF mode l is  ba sed

upon  the  "d ivide nd  d is coun t mode l" o f fina ncia l the ory, which  ma in ta ins  tha t the  p rice  o f a

commodity or se curity is  the  discounte d pre se nt va lue  of a ll future  ca sh flows . The  cons ta nt growth

DCF mode l re cognize s  tha t the  re turn e xpe cte d or re quire d by inve s tors  cons is ts  of two fa ctors : the

dividend yie ld (current income) and growth (future  income).

APS ' witness , Dr. Avera , applied the  DCF mode l, risk premium methods , and the  comparable

e a rnings  me thod to a  proxy group of othe r e le ctric utilitie s  ope ra ting in the  we s te rn Unite d S ta te s .25

26

27

28

31 The Commission has loNg used the DCF model, as was indicated in APS' 1986 rate case: "AS has been stated by the
Commission on previous occasions, market measures of common equity costs are generally preferable to comparative
analyses. Although both require the exercise of considerable subjective judgment, methodologies such as DCF entail
fewer unproved (and sometimes unprovable) assumptions." Decision No. 55228 (October 9, 1986).
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6

7

8

9

1 0

11

1 2

1 3

14

1 5

1 6

17

1 8

19

20

21

22

23

24

25

26

27

28

Dr. Ave ra 's  DCF a na lys is  re sulte d in a  cos t of e quity of 9 pe rce nt. Dr. Ave ra  did not be lie ve  tha t his

constant growth DCF results  should be  used as  a  reasonable  cost of equity for APS, s ta ting tha t it is  a

"blunt tool" tha t should neve r be  used exclus ive ly. He  te s tified tha t the  short-te rrn growth ra te s  used

with the  DCF model may be  overly cautious, and tha t therefore , the  DCF does not necessarily capture

inve s tors ' long-te rm e xpe cta tions  for the  indus try. Dr. Ave ra  a lso e mploye d a  risk pre mium a na lys is

where  the  cos t of equity is  e s tima ted by de te rmining the  additiona l re turn inves tors  require  to forego

the  re la tive  s a fe ty of bonds  a nd a cce pt the  gre a te r risks  a s socia te d with common s tock, a nd the n

adding this  "equity risk premium" to the  current yie ld on bonds . He  based his  e s tima tes  of equity risk

pre miums  on: s urve ys  of pre vious ly a uthorize d ra te s  of re turn on common e quity (10.7 - 11.4

percent), rea lized ra tes  of re turn (9.8 - 11.0 pe rcent), and a lte rna tive  applica tions  of the  Capita l Asse t

P ricing Mode l ("CAP M") (Forwa rd-looking: 12.5 - 12.6 pe rce nt, a nd His torica l: 10.9 - 11.9 pe rce nt).

Dr. Ave ra  a ls o e va lua te d cos t of e quity us ing the  Compa ra ble  Ea rnings  Me thod ("CEM"). This

me thod re fe rs  to ra te s  of re turn a va ila ble  from a lte rna tive  inve s tme nts  of compa ra ble  ris k. In his

direct te s timony, Dr. Ave ra  te s tified tha t the  mos t recent edition ofVa lue  Line reports  tha t its  ana lysts

e xpe ct a n a ve ra ge  ra te  of re turn on common e quity for the  e le ctric utility indus try of 10.5 pe rce nt in

2005 and 2006, and increas ing to 11.0 pe rcent ove r its  three -to-five  yea r forecas t horizon. When Dr.

Ave ra  use d a  proxy group from the  unre gula te d se ctor of the  e conomy, the  e xpe cta tions  a ve ra ge d

15.7 pe rce nt. He  conclude d tha t the  compa ra ble  e a rnings  a pproa ch implie d a  fa ir ra te  of re turn on

e quity of ll .0 to 12.0 pe rce nt.

Dr. Avera  concluded, based upon the  results  of his  quantita tive  analyses and his  assessment of

the  re la tive  s trengths  and weaknesses  inhe rent in each mode l, tha t the  cos t of equity for the  e lectric

proxy group ranges  be tween 10.8 pe rcent and 11.8 pe rcent. He  a lso added a  "flota tion cos t" for the

cos ts  a ssocia ted with is suing common s tock of 20 bas is  points , for a  range  of equity of 11.0 pe rcent

to 12.0 pe rcent, with a  midpoint of ll .5 pe rcent.

Dr. Ave ra  criticize d S ta ff's  witne s s  P a rne ll's  us e  of the  "s pot divide nd yie ld" ins te a d of the

end-of-pe riod yie ld, which Dr. Ave ra  says  unde rs ta te s  the  cos t of equity and le ads  to a  "downward-

bia s" re sult. Dr. Ave ra  te s tifie d tha t cons ta nt growth a ssumptions  a re  not like ly to be  re pre se nta tive

of re a l-world circums ta nce s  for utilitie s  a nd he  e mploye d a  multi-s ta ge  font of the  DCF us ing Mr.
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10
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12

13

14

15

1 P a rce ll's  re fe re nce  group a nd ca lcula te d a  10.8 pe rce nt cos t of e quity."

S ta ffs  witne s s , Mr. P urce ll,  e m ploye d thre e  re cognize d m e thodologie s  to e s tim a te  the  cos t of

e q u ity  fo r  AP S . He  u s e d  t h e  DC F ,  t h e  C AP M,  a n d  t h e  C E M. He  a p p lie d  e a c h  o f th e s e

m e thodologie s  to  two proxy groups : h is  group of com pa ris on e le c tric  u tilitie s  with  s im ila r ope ra ting

a nd ris k cha ra cte ris tics  to AP S  a nd P inna cle  We s t, a nd to Dr. Ave ra 's  proxy e le ctric  com pa nie s . Mr.

P a rce l] us e d five  indica tors  of growth in his  DCF a na lys is ,  including: five  ye a r e a rnings  re te ntion, or

funda m e nta l g rowth ,  a ve ra ge  h is to ric  g rowth  in  e a rn ings  pe r s ha re  ("E P S "),  d iv ide nds  pe r s ha re

("DP S "),  a nd  book va lue  pe r s ha re  ("BVP S "),  2006-2010 pro je c tions  of e a rn ings  re te n tion  growth ,

2004-2010 proje c tions  of EP S , DP S , a nd BVP S , a nd 5-ye a r proje c tions  of EP S  growth.  As  a  re s ult

of his  DCF a na lys is ,  Mr. P a rne ll conclude d the  curre nt DCF cos t of e quity for AP S  is  be twe e n 9 a nd

10  pe rce n t.  Mr.  P urce ll e xp la ine d  tha t the  CAP M is  a  ve rs ion  o f the  ris k p re m ium  m e thod ,  bu t is

ge ne ra lly s upe rior be ca us e  it s pe cifica lly re cognize s  the  ris k of a  pa rticula r compa ny or indus try. The

CAP M is  de s igne d to de s cribe  a nd me a s ure  the  re la tions hip be twe e n a  s e curity's  inve s tme nt ris k a nd

its  m a rke t ra te  of re turn .  Mr.  P a rce ll's  CAP M a na lys is  re s u lte d  in  a  cos t of e quity ra nge  of 10 .5  to

10 .75  pe rce n t.  Mr.  P a rce ll a ls o  conduc te d  a  CEM e xa m ina tion  which  is  de s igne d  to  m e a s ure  the

16 re turns  e xpe cte d to  be  e a rne d on the  origina l cos t book va lue  of s imila r ris k e nte rpris e s . He

17

18

19

20

21

22

23

24

25

26

conducte d the  CEM by e xa mining re a lize d re turns  on e quity for s e ve ra l groups  of compa nie s  a nd

eva lua ted the  investor acceptance  of these  re turns  by re fe rence  to the  resulting marke t-to-book ra tios .

According to  Mr. P urce ll, it is  ge ne ra lly re cognize d tha t u tilitie s  with  a  ma rke t-to-book ra tio  of

grea te r than one  (100 percent) re flect a  s itua tion where  a  company is  able  to a ttract new equity capita l

without dilution. His  ana lys is  was  based upon marke t da ta  and used prospective  re turns . The  re sults

indica te d tha t his toric re turns  of 9.9 - 11.7 pe rce nt ha ve  be e n a de qua te  to produce  ma rke t-to-book

ra tios  of 139-161 pe rce nt. The  proje cte d re turns  on e quity for 2006, 2007 a nd 2009-2011 ra nge d

from 8.2 pe rcent to 10.4 pe rcent for the  two proxy groups . Mr. Pa rce ll concluded tha t based upon the

re ce nt e a rnings  a nd ma rke t-to-book ra tios , the  cos t of e quity for AP S  us ing the  CEM is  no gre a te r

than 10 percent.

27

28 32 APS Exhibit No. 42, Avera Rebuttal, p. 21, 28.
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2
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4
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6

7

Sta ffs  witne ss  te s tifie d tha t a lthough Arizona  is  a  fa ir va lue  s ta te , he  took into cons ide ra tion

the  Blue  fie ld a nd Hope de cis ions  a nd cons ide re d the  a dditiona l ris k fa ctor of AP S ' curre nt bond

ra ting a nd inve s tor e xpe cta tions  in ma king his  re comme nda tion. (Tr. Vol. XVII, pp. 3259-60) Ba se d

on a ll of his  cos t of e quity a na lys e s , Mr. P a rce l] conclude d tha t AP S ' cos t of e quity fa lls  within a

ra nge  of 9.5 pe rce nt to 10.75 pe rce nt, a nd he  re comme nde d a  ra te  of 10.25, the  a pproxima te  mid-

point of the  range . S ta ff recommends tha t the  Commiss ion not a llow flota tion costs  because  APS has

not demonstra ted tha t it has  incurred any issuance  cos ts , and an $8 million adjus tment pa id annua lly

8 is  excess ive .

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

RUCO's  witness , Mr. Hill, a lso conducted a  DCF ana lys is  us ing marke t da ta  from a  sample  of

e le ctric utility compa nie s  s imila r in risk to APS . His  DCF re sulte d in a  cos t of e quity of 9.44 pe rce nt.

He  a lso used three  other methods to corrobora te  his  DCF results  .- the  Modified REamings-Price  Ratio

("MP ER") Ana lys is , the  Ma rke t-to-Book Ra tio  ("MTB") Ana lys is , a nd  the  CAP M. The  CAP M

produced results  tha t ranged from 9.23 percent to 10.56 percent, the  MPER ranged from 9.13 percent

to 8.79 pe rce nt, a nd the  MTB ra nge d from 9.31 pe rce nt to 9.38 pe rce nt. Mr. HilTs  e s tima te  of the

cost of equity for the  sample  group ranged from 9.25 percent to 9.75 percent, and because  APS has a

highe r e quity compone nt in its  ca pita l s tructure  tha n the  s a mple  group, Mr. Hill re comme nds  a n

appropria te  cos t of equity of 9.25 pe rcent. In re sponse  to Company criticism as  to his  re liance  on the

1 8 DCF mode l, Mr. Hill note d tha t the  DCF is  now a nd ha s  be e n for ove r thirty ye a rs , the  pre -e mine nt

1 9

20

21

22

23

24

25

26

e quity cos t e s tima tion me thodology use d in re gula tion be ca use  it works  we ll. RUC() a lso criticize d

AP S  for pla cing prima ry e mpha s is  on a  me thod its  witne s s  ha s  pre vious ly dis counte d, the  ris k

pre mium me thod. Mr. Hill a rgue s  tha t the  vola tility inhe re nt in  the  h is torica l da ta  us e d  in  Dr.

Ave ra 's  ris k pre mium a na lys is  indica te s  tha t the  de te rmina tion of the  his torica l pe riod e ffe ctive ly

de te rmine s  the  outcome  of the  a na lys is . Mr. Hill te s tifie d  tha t the  p rima ry fla w in  Dr. Ave ra 's

CAPM ana lys is  is  the  risk premium, because  APS used two es tima tes  tha t a re  we ll above  the  current

forwa rd-looking ris k pre mium a s  e vide nce d by the  Compa ny's  own pe ns ion fund e quity re turn

expecta tions and current academic research.

Mr. Hill took into a ccount not only the  fina ncia l ris ks  tha t the  Compa ny fa ce s , but a ls o the

28 current e conomic environment, including anticipa ted inte re s t ra te  increa se s  by the  Fede ra l Rese rve

27
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I

2

3

Bank and the  e ffect it would have  on utility s tock. RUCO a rgues  tha t if the  multi-s tage  DCF ana lys is

is  properly applied to res ta te  RUCO's  ana lysis , the  result is  an 8 percent re turn on equity, not the  10.7

percent cla imed by APS.

4

5

6

7

8

9

10

11

1 2

13

AUIA s upports  the  AP S  re comme nde d 11.5 pe rce nt re turn on e quity, with a  1.7 a ttrition

a llowance . It a rgue s  tha t Dr. Ave ra  ha s  provide d a  "curre nt a nd re a l-world a s s e s s me nt of wha t

inve s tors  e xpe ct give n the  de pre s se d cre dit ra tings , low e a rnings , growth cha lle nge s  a nd da nge rs

fa ce d  by AP S ." (AUIA In itia l Brie f, p . 5 ) AUlA's  witne s s , Ms . Conne ll, te s tifie d  tha t inve s tor

e xpe cta tions  support the  11.5 pe rce nt re comme nda tion. AUIA note s  tha t s ince  the  Commis s ion's

De cis ion No. 67744 le s s  tha n two ye a rs  a go, "AP S ' bus ine ss  profile  ha s  incre a se d, a ll thre e  ra ting

a ge ncie s  ha ve  downgra de d  the  Compa ny, AP S ' critica l FFO to  De bt me tric  re ma ins  in  non-

investment grade  te rritory, the  Company s its  one  notch above  a  junk bond ra ting and it has  a  nega tive

outlook from Moody's ." (AUIA Initia l Brie f, p . 6) AUIA a rgue s  tha t inve s tors  ca nnot e xpe ct the

s a me  o r le s s  ris k co mp e n s a tio n  a s  th e y d id  two  ye a rs  a g o ,  co n tra ry to  S ta ff a n d  RUCO

14 recommendations .

15

16

17

18

The  DCF model has  long been favored by this  and other Commissions  as  the  appropria te  way

to e s tima te  a  re gula te d utility's  cos t of e quity. As  S ta ff witne s s  P a rce ll e xpla ine d, ca pita l cos ts  a re

curre ntly low in compa ris on to the  le ve ls  tha t ha ve  pre va ile d ove r the  pa s t thre e  de ca de s  a nd it

re a s ona bly ca n be  e xpe cte d tha t DCF mode ls  curre ntly produce  re turns  tha t a re  lowe r tha n in

20

21 ra nge  a nd is  e ntire ly incons is te nt with ma ins tre a m be nchma rks",

22

23

19 pre vious  ye a rs .

While  the  Compa ny criticize d RUCO's  re turn on e quity a s  "comple te ly outs ide  a  re a sona ble

RUCO a rgue d tha t the  Compa ny

placed its  re liance  on the  marke t-based models  tha t yie lded the  highest costs  of equity, and placed no

re lia nce  on the  mode l which RUCO be lie ve s  provide s  the  be s t indica tion of the  cos t of e quity, the

24 DCF. RUCO a ls o criticize d Dr. Ave ra 's  us e  of the  CEM, s ta ting tha t the  upda te d CEM a na lys is

25

26

27

28

highlights  the  inhe re nt fla ws  of including compa nie s  tha t a re  unre gula te d a nd ha ve  s ubs ta ntia lly

diffe re nt ris k from AP S . They a re  not monopolie s  ope ra ting in a  franchised se rvice  a rea  and have

much diffe re nt ma rke t pos itions  tha n APS , a nd it is  unknown whe the r the  re turns  use d in the  s tudy

a re  equa l to the  cos t of capita l, unle ss  a  marke t ba sed ana lys is  like  the  DCF is  pe rformed. RUCO
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1

2

3

believes  tha t S ta ffs  recommendation is  a lso infla ted because  Mr, Parce ll used the  upper range  results

from his  mode ls , and because  S ta ff" s  common equity ra tio recommenda tion indica te s  tha t APS has

le ss  financia l risk than the  othe rs  in the  sample  group, the  recommended cos t of equity should be  in

4 the  lowe r ra nge  of the  e s tima te  re sults .

5

6

7

8

9

10

11

12

13

14

15

The  cos t of e quity re comme nda tions  from the  pa ttie s  va ry from a  low of 9.25 pe rce nt to a

high of 11.5 pe rce nt. We  continue  to be lie ve  tha t ma rke t me a s ure s  of common e quity cos ts  a re

ge ne ra lly pre fe ra ble  to compa ra tive  a na lyse s , a nd we  note  tha t the  DCF re sults  from a ll witne sse s

tend to the  lower end of the  range . However, we  compare  those  results  with the  results  from the  other

me thods , and be lieve  tha t the  DCF re sults  a lone  would not re sult in an appropria te  cos t of equity in

this  case  for APS. We a re  cognizant of APS ' current bond ra ting as  we ll a s  the  Company's  continued

growth a nd the  ca pita l cos ts  a s s ocia te d with tha t growth. Afte r cons ide ring a ll the  ra te  of re turn

te s timony, the  lega l and policy a rguments  how to de te rmine  cos t of equity and its  re la tionship to jus t

and reasonable  ra tes , we  conclude  tha t the  appropria te  cost of equity to be  used to de termine  the  cost

of ca pita l is  10.75 pe rce nt. We  do not a gre e  tha t a  flota tion a djus tme nt or a dditiona l "a ttrition

adj vestment" to the cost of equity is reasonable or appropriate .

16 D. Cost of Capital Summary

17 P e rce nta ge Cost Weighted Cost

18 Long-Te rm De bt 45.5% 5.41% 2.46%

19 54.5% 10.75% 5.86%

20

Common Equity

Cos t of Capita l 8.32%

21 VIII. AUTHORIZED INCREASE

22 A. APS' Revenue Enhancement Proposals

23

24

25

26

27

28

AP S  be lie ve s  tha t the  e ntire  ra te  re lie f it re que s ts  is  ne ce s s a ry a nd a ppropria te  be ca us e

according to the  Company, the  current ra tes : substantia lly under-collect the  costs  of providing e lectric

se rvice  (particula rly fue l and purchased power costs), do not adequa te ly re flect ce rta in non-fue l costs ,

a nd do not provide  AP S  a n opportunity to a m a  re a s ona ble  ra te  of re turn on its  inve s te d e quity.

According to AP S , it is  the  non-fue l cos t re cove ry a nd re turn on e quity is s ue s  tha t ha ve  le d to

"chronic unde r-e a rning by APS" a nd "ha ve  drive n the  Compa ny a nd its  cus tome rs  to the  ve ry brink
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1

2

3

4

5

6

of 'junk' cre dit s ta tus , with  the  a tte nda nt proble ms  of e ve n highe r cos ts  a nd limite d a cce s s  to

critica lly ne e de d ca pita l to me e t the  growing de ma nds  of this  S ta te ." (AP S  Initia l Brie f, p. 2) AP S

proposed severa l "a lte rna tive  and innova tive  options  for address ing APS ' cos t recovery and re turn on

e quity" ("ROE") ne e ds , including a llowing Cons truction Work in P rogre s s  ("CWlP ") into ra te  ba se ,

a cce le ra ting de pre cia tion e xpe ns e , a dding a n a ttrition a llowa nce  to its  ROE, or by a uthorizing a

"re turn on 'fa ir va lue ' in e xce s s  of AP S ' cos t of ca pita l." (Id. a t 4)

7

8

9

10

AP S ' P ropos a ls

Credit Ra tings /Cas h flow

AP S  a rgues  tha t its  current credit ra tings  and ca s h flow problems  a re  the  re s ult of inadequa te

ra te s . AP S  s ta te s  tha t its  ca s h flow prob le m  be ga n in 2005 a nd tha t it continue s  to s uffe r from  a

11

12

13

14

15

16

17

18

19

20

21

22

"se ve re  ca sh flow proble m." (APS  Initia l Brie f, p. 2) According to the  Compa ny, be ca use  its  se rvice

a re a  is  e xpe rie ncing s ignifica nt growth, AP S ' ne e d for ca s h to fund ca pita l e xpe nditure s  ha s  a ls o

grown a nd with it the  re quire d re turn on the  inve s tme nt. AP S  a rgue s  tha t this  ca s h flow pre s s ure

from both opera tions  and new construction and the  de lay in recognizing cost recovery and a  re turn on

the  new inves tment, have  le ft it "in a  pe rilous  credit-ra ting pos ition tha t tln'ea tens  to plunge  APS into

'junk' cre dit s ta tus  for the  firs t time  in its  more  tha n 100-ye a r his tory." (Id.)

AP S  curre ntly ha s  a  S ta nda rd & P oor's  ("S &P ") cre dit ra ting of BBB-minus  a nd a  ne ga tive

outlook from Moody's  Inve s tors  S e rvice  ("Moody's ") a nd AP S  ca utions  the  Commis s ion tha t S &P

and Moody's  and the  broade r inves tment community a re  looking to see  whe the r the  Commiss ion will

"obta in the  ra te  re lie f a nd furthe r re gula tory support tha t will be  re quire d for APS  to fully re cove r its

cos ts  in a  timely manner, ea rn a  reasonable  ROE, and improve  its  lagging credit metrics ." (Id a t 3).

AP S  a rgue s  tha t its  cre dit me trics  a nd othe r fina ncia l indica tors  a re  importa nt a nd re le va nt

23 fa c tors  for the  C om m is s ion  to  cons ide r. AP S  b e lie ve s  tha t the  im p a c t o f the  C om m is s ion 's

24

25

26

27

28

de te rmina tion on the  le ve l of ra te s  s e t in this  ca s e  on "AP S 's  proje cte d fina ncia l condition a nd on

future  cus tomer ra te s  not only can be  cons ide red by the  Commiss ion, but mus t be  conside red by the

Commission in order to ensure  tha t the  ra te  re lie f granted by the  Commission is  adequa te a t the  time

it becomes  effective and, thus  is  cons is tent with applicable  cons titutiona l and regula tory principle s ."

(e mpha s is  origina l) (AP S  Initia l Brie f, pp 3-4)

1.

a.
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1

2

3

4

APS argues that a lthough the  concept of "just and reasonable  ra tes" can be  achieved through a

va rie ty of diffe re nt a pproa che s , the  cons titutiona l principle s  se t forth in the  Unite d S ta te s  Supre me

Court case , Blue fe la ' Wate r Works  & Improvement Co. v. Public Se rv. Comm 'n of West Virginia , 262

U.S . 679 (1923) and Fe de ra l P owe r Comm 'n v. Hope  Natura l Gas Co., 320 U.S . 591 (1942) must be

5 me t.

6 The Bluefeld case states:

7

8

9

10

11

12

Wha t a nnua l ra te  will cons titu te  ju s t compe ns a tion  de pe nds  upon  ma ny
circumstances , and must be  de te rmined by the  exercise  of a  fa ir and enlightened
judgme nt, ha ving re ga rd to a ll the  fa cts .... The  re turn s hould be  re a s ona bly
s ufficie nt to a s s ure  confide nce  in the  fina ncia l s oundne s s  of the  utility, a nd
should be  a de qua te , unde r e fficie nt a nd e conomica l ma na ge me nt, to ma inta in
and support its  credit and enable  it to ra ise  the  money necessa ry for the  prope r
discharge  of its  public duties . A ra te  of re turn may be  reasonable  a t one  time  and
be come  too high or too low by cha nge s  a ffe cting opportunitie s  for inve s tme nt,
the  money marke t and business  conditions  genera lly. Blue  fie ld, 262 U.S . a t 692-
93.

13
APS also cited the  Hope case:

14

15

1 6

17

18

19

20

21

22

The  ra te -ma king proce s s  unde r the  Act i.e ., the  fixing of "jus t a nd re a sona ble "
ra te s , involve s  a  ba la ncing of the  inve s tor a nd cons ume r inte re s ts . Thus  we
s ta ted in the  Na tura l Gas  P ipe line  Co. ca se  tha t 'regula tion does  not insure  tha t
the  business  sha ll produce  ne t revenues .' 315 U.S . a t page  589, 62 S .ct. a t page
745, 86 L.Ed. 1037. But such cons ide ra tions  a s ide , the  inve s tor inte re s t ha s  a
le gitima te  conce rn with the  fina ncia l inte grity of the  compa ny whos e  ra te s  a re
be ing re gula te d. From the  inve s tor or compa ny point of vie w it is  importa nt tha t
the re  be  enough revenue  not only for ope ra ting expenses  but a lso for the  capita l
cos ts  of the  bus ine s s . The se  include  s e rvice  on the  de bt a nd divide nds  on the
s tock. . . .  By th a t s ta n d a rd  th e  re tu rn  to  th e  e q u ity o wn e r s h o u ld  b e
co mme n s u ra te  with  re tu rn s  o n  in ve s tme n ts  in  o th e r e n te rp ris e s  h a vin g
corre sponding risks . Tha t re turn, more ove r, s hould be  s ufficie nt to  a s s ure
confide nce  in the  fina ncia l inte grity of the  e nte rprise , so a s  to ma inta in its  cre dit
and to a ttract capita l. Hope , 320 U.S . a t 603.

According to  AP S , the s e  cons titutiona lly ma nda te d principle s  of ra te ma king ca nnot be

24 adequa te ly addressed without the  Commiss ion considering the  projected impact of a  ra te  decis ion on

25 the  utility's  fina ncia l crite ria  -- including its  a bility to "ma inta in a nd s upport its  cre dit" a nd to "ra is e

23

26  the  mone y" ne ce s s a ry fo r the  ope ra tion  of its  bus ine s s . AP S  a rgue s  tha t S ca le s  v. Arizona

27 Corpora tion Comm 'n, 118 Ariz. 531 578, P . ad a t 612 (Ariz. App. 1978) "require s  tha t ra te s  be  jus t

28 a rid re a sona ble  whe n the y a re  in e ffe ct, which ne ce ss ita te s  some  forwa rd looking a rid not jus t rigid
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1 adherence  to a  hypothe tica l and s ta le  Test Year tha t has  been demonstra ted to be  unrepresenta tive  of

2

3

4

5

6

7

8

9

1 0

11

1 2
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1 4

1 5

16

1 7

1 8

1 9

20

2 1

22

23

24

pre se nt conditions ." (AP S  Initia l Brie f, p. 10)

To support its  a rgume nt tha t the re  is  a  subs ta ntia l risk tha t APS  will be  downgra de d to "junk

bond" credit s ta tus  if its  full reques ted ra te  increa se  is  not approved, APS  pre sented te s timony from

two witne s s e s . AP S  witne s s  Dona ld Bra ndt te s tifie d tha t in his  opinion, if RUCO's  propos a l we re

a dopte d by the  Commiss ion the re  wa s  a  95 pe rce nt risk of a  downgra de  to junk, a n 85 pe rce nt risk

with  S ta ff" s  propos a l (including S ta ff' s  forwa rd-looking P S A); a nd a  15 pe rce nt ris k with  the

Company's  proposa l. Mr. Brandt te s tified tha t he  based these  es timates  on financia l forecas ts  tha t he

pre pa re d us ing the  s a me  fore ca s ting me thodology the  Compa ny us e s  in the  ordina ry cours e  of

bus ine s s  a nd in its  re gula r de a lings  with ra ting a ge ncie s  a nd fina ncia l a na lys ts . Mr. Bra ndt a ls o

te s tifie d tha t his  ca lcula tion s howe d tha t unde r RUCO's  propos a l, the  Compa ny's  FFO/De bt ra tio

would be  15.1 percent a t year end 2007 and 12.9 percent a t year-end 2008, under Staff's  proposal, the

ra tio would be  16.4 pe rce nt a t ye a r-e nd 2007 a nd 15.1 pe rce nt a t ye a r-e nd 2008, a nd unde r the

Company's  proposa l, the  ra tio would be  19.2 pe rcent a t yea r-end 2007 and 17.5 pe rcent a t yea r-end

2008. Mr. Bra ndt te s tifie d tha t the  re a son why the  ra tio tre nds  down in 2008 is  be ca use  "ne a r-te rm

costs  of cus tomer growth a re  grea te r than the  increased revenues  genera ted by tha t growth by about

$86,000,000 pe r yea r a t pre sent." (APS Initia l Brie f, p. 13) Mr. Brandt a lso te s tified tha t the  S ta ff and

RUCO ra tios  a re  be low the  18 pe rce nt minimum for a n inve s tme nt gra de  ra ting unde r S &P  crite ria

and the  comparable  Moody's  crite ria .

Mr. Fe tte r, a  forme r ra ting a ge ncy e xe cutive  a nd forme r Cha irma n of the  Michiga n P ublic

Se rvice  Commiss ion, te s tified the  recent ins tability in the  financia l marke ts  has  crea ted cha llenges  to

an extent tha t had not exis ted in the  pas t, and tha t he  be lieves  tha t utilitie s  ope ra ting in today's  more

s tre s s ful e nvironme nt, a s  we ll a s  the  re gula tory a uthoritie s , s hould s trive  to minimize  re gula tory

unce rta intie s  tha t ca n a ffe ct a  utility's  fina ncia l profile , its  cre dit ra tings , a nd its  a cce ss  to ca pita l on

25 favorable terns.

26

27

28

APS a lso a rgued tha t "qua lity of regula tion" is  a  factor in a  credit ra ting agency's  a sse ssment

of the  fina ncia l a nd bus ine s s  ris ks  of a  re gula te d monopoly a nd its  de bt offe rings . AP S  s a ys  this

means tha t the  ra ting agencies  a re  close ly and carefully assessing the  extent of regula tory support and
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1 0

11

1 2

the  cons is tency of trea tment tha t will be  provided to the  Company by the  Commiss ion in this

proceeding. (APS Initia l Brie f, p. 16). The  Company be lieves  tha t a lthough the  Commiss ion's

actions in the past twelve months have been constructive, "the Company is far from safe from having

its credit rating slip into 'jun1<' status if the Commission were to reverse course in this proceeding and

reject the Company's rate  proposal in favor of something more closely approximating the Staff or

RUCO proposals. Such action by the Commission would demonstrate a lack of regulatory support

and would produce the very sort of regulatory uncertainty that the rating agencies have said would

carry negative rating implications for APS, even apart from APS' quantitative credit metrics." (APS

Initia l Brief, p. 17)

APS argues that its  current credit ra tings and related cash flow problems are  the result of

inadequate rates, and that even with an improved, forward-looking PSA, the Company's current rate

level is insufficient for the Company to recover its costs and to even maintain, much less improve, its

13 current credit ra ting.

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

APS also argues that the adverse consequences of APS having its credit rating downgraded to

"junk bond" status would be severe and long term. Mr. Brandt testified that 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." (APS Exhibit A-4, Brandt Direct, p. 4) Mr. Brandt a lso

testified that APS' marketing and trading function would suffer if APS was downgraded to a  non-

25

26

27

24 investment grade rating.

APS proposed two adjustments to its cost of service that would improve its cash How, but not

a ffect its  ea rnings . APS ' Cons truction Work in Progre ss  accounts  included $261 million of

generation and distribution plant expenditures as of June 30, 2006. APS witness Brandt testified that

if this  amount were  to be  put in ra te  base , the  Company would obta in cash revenues to pay the28
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9

10

11

1 2

1 3

financing cos ts  it incurs  on the  expenditure s . Because  the  Company would s top accruing Allowance

for Funds  Us e d During  Cons truction  ("AFUDC"), e a rn ings  would  be  offs e t a nd no  a dditiona l

e a rnings  would be  re a lize d, only improve d ca sh flow. P la cing $261 million of CWIP  into ra te  ba se

would ge ne ra te  $33 million of a dditiona l re ve nue , or $20 million a lte r income  ta xe s , of a dditiona l

ca s h flow a nnua lly. Mr. Bra ndt te s tifie d tha t the  Compa ny's  FFO/De bt ra tio would improve  by a n

a dditiona l five -te nths  of a  pe rce nt in e a ch of the  ne xt s e ve ra l ye a rs . (AP S  Exhibit 5, pp. 26-27.) In

a ddition to improving the  Compa ny's  cre dit me trics , moving the  CWIP  into ra te  ba s e  would a ls o

reduce  future  revenue  requirements  from customers.

APS a lso proposed tha t, s imila r to CWIP, increas ing deprecia tion expense  would improve  the

Company's  credit me trics , reduce  future  revenue  requirements  from cus tomers , and not increase  the

Compa ny's  e a rnings . According to AP S  witne ss  Bra ndt, a  $50 million a cross -the -boa rd incre a se  in

de pre cia tion e xpe ns e  would ge ne ra te  $30 million a lte r ta xe s  of a dditiona l pos itive  ca s h flow a nd

improve  the  FFO/De bt ra tio by a pproxima te ly se ve n-te nths  of a  pe rce nt in e a ch of the  ne xt se ve ra l

1 4 ye a rs .

1 5

1 6

1 7

1 8
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25

26

27

28

Re turn on Equity/Attrition

APS a rgues  tha t it is  be ing deprived of a  reasonable  opportunity to ea rn its  a llowed re turn on

e quity be ca us e  of a ttrition of e a rnings  s te mming from the  la g in re cove ring ca pita l e xpe nditure s .

APS cite s  its  decrease  from a  re turn of 8.4 pe rcent for the  twe lve  months  ending March 31, 2003, to

5.7 pe rce nt for the  twe lve  months  e nde d J une  30, 2006. AP S  s a ys  the  re a s on for the  e a rnings

shortfa ll is  the  ne e d to fund a  huge  ca pita l e xpe nditure  progra m in re ce nt ye a rs , couple d with the

regula tory lag in recove ring those  expenses  a s  pa rt of ra te  ba se . APS  a rgues  dirt the  "cons titutiona l

requirement tha t APS be  given a  reasonable  opportunity to ea rn a  fa ir re turn on its  inves ted equity" is

unde rmine d, citing the Blue fe ld ca s e . AP S  a rgue s  tha t it is  not e nough tha t it ca n file a  ra te case,

be ca use  it ma y ta ke  a  ye a r or two for a  ne w ra te  orde r to be  imple me nte d. The re fore , AP S  a rgue s

tha t the  Commis s ion s hould ta ke  me a s ure s  to limit the  impa ct of e a niings  a ttrition a nd a fford the

Compa ny a  re a s ona ble  opportunity to e a rn its  a llowe d ROE. The  Compa ny propos e d tha t the

Commiss ion grant it an "a ttrition a llowance" of be tween 1.7 pe rcent to 4.1 pe rcent, to be  added to the

Company's  a llowed ROE, depending on the  amount of the  ra te  increase  granted by the  Commiss ion.

b.
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1

2

3

The  Compa ny cite s  the  following quote  from the Scares ca se  a s  support for its  opinion tha t "se tting

a n a lle ge dly 're a s ona ble ' ROE tha t the  Commis s ion knows  (or re a s ona bly s hould know) ca nnot

actua lly be  ea rned under present circumstances  fa ils  the  cons titutiona lly-manda ted 'reasonableness '

4

5

6

standard":
Thus, the rates established by the Commission should meet the overall operating
costs of the utility and produce a reasonable rate of return. It is equally clear that
the rates cannot be considered just and reasonable if they fail to produce a
reasonable rate of return. . . States at 533-34.

7

8

9

10

11

1 2

1 3

14

1 5

16

APS offe rs  this  jus tifica tion for its  proposed ea rnings  a ttrition a llowance  of 1.7 pe rcent to 4.1

pe rce nt: "In othe r words , s imple  ma th de te rmine s  tha t, unde r pre se nt circums ta nce s , AP S  will not

ha ve  a n opportunity to e a rn its  a llowe d ROE unle s s  the  Commiss ion a dds  the  a ttrition a llowa nce s

discus se d a bove . More ove r, a dding such a n a ttrition a llowa nce  doe s  not incre a se  the  Compa ny's

ROE to a  le ve l highe r tha n the  cos t of ca pita l, a s  found by the  Commis s ion, but ra the r a llows  the

Compa ny the  opportunity to e a rn the  cos t of ca pita l to which it is  e ntitle d." (APS  Initia l Brie f, p. 31)

APS a lso proposed the  Commission consider adopting a  re turn on "fa ir va lue" ra te  base  tha t is

a  highe r re turn tha n the  Compa ny's  we ighte d cos t of ca pita l. AP S  cite s  De cis ion No. 53537 (April

27, 1983) a s  support for the  pos ition tha t a  re turn on "fa ir va lue " is  the  minimum re a sona ble  re turn

unde r Arizona 's  Cons titution. AP S  witne s s  Whe e le r a ls o te s tifie d tha t the  Commis s ion could

1 7
"increase  the  a llowed re turn on 'fa ir va lue ' ra te  base  to a  leve l above  tha t necessary to re flect the  bare

1 8
bone s  of ca pita l.. In tha t ve in, the  Commis s ion could give  a  gre a te r we ighting to re production

19

20

21

cos t ne w in e s ta blis hing 'fa ir va lue ' ra te  ba s e  while  ke e ping the  a llowe d re turn on tha t ra te  ba s e

trea tment." (APS Exhibit 2, Whee le r Rebutta l, p. 19)

Pa rtie s ' Pos itions
22

AUlA's  P os ition

23

24

25

The  AUIA re comme nde d tha t the  Commiss ion a dopt the  Compa ny's  re que s ts  for CWIP  a nd

a n a cros s -the -boa rd a nnua l incre a s e  of $50 million in a llowe d de pre cia tion e xpe ns e , a nd a ls o

recommended an additiona l 1.7 percent a ttrition adjustment.

26

27

28

2.

a.
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1 RUCO's  P os ition

2

3

4

5

6
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8
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1 3
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In re sponse  to AP S ' a s se rtion tha t ca se  la w re quire s  the  Commiss ion to cons ide r proje cte d

impa cts  of ra te s  to insure  tha t ra te s  will produce  a  re a sona ble  ra te  of re turn, RUCO note d tha t the

Commis s ion ha s  us e d the  tra ditiona l ra te  ma king a pproa ch to de te rmine  ra te s  ba s e d upon a n

examina tion of the  expenses , revenues , and inves tment in a  twe lve  month pe riod his torica l te s t yea r.

RUCO furthe r note d tha t it wa s  una wa re  of a ny Arizona  ca s e  tha t ove rturne d a  Commis s ion ra te

de cis ion on the  ba s is  tha t the  his torica l te s t ye a r a pproa ch ine vita bly fa ils  to s a tis fy cons titutiona l

re quire me nts . RUCO pointe d out tha t in one  wa y, the  Commiss ion's  a na lys is  of cos t of e quity doe s

look to the  future  to de te rmine  future  re turns . To the  e xte nt tha t the re  is  a  re quire me nt tha t the

Commiss ion cons ide r future  impa cts , RUCO a sse rts  this  a na lys is  sa tis fie s  tha t re quire me nt. RUCO

a rgue s  tha t Commiss ion De cis ion No. 53537 (April 27, 19831" doe s  not support AP S ' pos ition tha t

ra te s  s hould be  s e t on fina ncia l proje ctions . RUCO a rgue s  tha t AP S ' witne s s  Whe e le r quote d a

portion of the  discuss ion which e xpla ine d why both non-re cuncing re ve nue s  a nd e xpe nse s  should

ordina rily be  de le ted from te s t yea r ope ra tions , not tha t ra te s  should be  se t on unknown es tima tes  of

15 future  events.

1 6

1 7

1 8

19

20

21

22

23

24

25

26

RUCO expla ins  tha t projected financia l re sults  would be  a  poor bas is  upon which to se t ra te s ,

be ca us e  fina ncia l fore ca s ts  ca n be  e a s ily bia s e d ba s e d on the  a s s umptions  on which the y a re

e s ta blishe d. RUCO cite d "future  cus tome r le ve ls , consumption le ve ls , conse rva tion, we a the r, pla nt

ope ra tion e fficie ncy, ge ne ra tion re s ource  mixe s , fue l a nd purcha s e d powe r price s , ma na ge me nt

decis ions , employee  productivity, and cos ts  of debt financing" a s  some  of the  a ssumptions  tha t must

be  ma de  in orde r to proje ct a  utility's  fina ncia l re s ults . (RUCO Initia l Brie f, pp. 5-6) RUCO s ta te d

tha t the  Company's  ca lcula ted credit ra ting metrics  a re  based on the  same types of projections and are

only a s  re lia ble  a s  the  a s s umptions  a nd gue s s work on which the y a re  built. According to RUCO,

such a  projection is  no more  appropria te  as  a  basis  for se tting ra tes  mere ly because  it may be  used by

debt ra ting agencies . RUCO urges  the  Commiss ion to continue  to e s tablish ra te s  on an eva lua tion of

results  achieved in a  recent tes t year, an approach which both the  Arizona  courts  and the  Commission

27

2 8 33 RUCO ExhilbitNo. 1

b.
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1 ha ve  found to be  re a sona ble  a nd cons titutiona l, a nd not a cce pt AP S ' offe r to se t ra te s  ba se d on a
17

3

4

5

6

2 "shaky founda tion of assumptions  and projections  of unknown, and unknowable , future  events .

RUCO a rgue s  tha t CWIP  is  routine ly e xclude d from ra te  ba se  be ca use  it doe s  not me e t the

used and use ful ra te  making s tandard, which requires  asse ts  to actua lly be  in se rvice  and providing a

bene fit to cus tomers  be fore  they a re  included in ra te s . RUCO agreed tha t ra te  ba se  trea tment does

not cha nge  a  utility's  le ve l of e a rnings , but a rgue d tha t utility re gula tors  ra re ly a llow CWIP  to be

included in ra te  ba se , and then, only in extraordina ry circumstances , which RUCO does  not be lieve7

8 exis ts .

9

1 0

11

RUCO a rgue s  tha t AP S ' propos a l for a cce le ra te d de pre cia tion is  a s ymme trica l be ca us e  it

automa tica lly increa se s  ra te s  for deprecia tion on new a sse ts , but does  not decrea se  ra te s  for a sse t

re tirements . It a lso does  not decrease  ra tes  for the  decline  in ra te  base  or look a t de fe rred income tax

1 3

14

1 5

16

12 impacts , changes in debt or equity costs .

RUCO opposes  the  Company's  proposed a ttrition adjustment to increase  the  authorized re turn

on equity because  it is  biased aga inst customers , looking only a t the  aspects  of regula tory lag tha t a re

dis a dva nta ge ous  to the  Compa ny a nd ignoring othe r a s pe cts  tha t be ne fit the  Compa ny. Furthe r,

RUCO argues  tha t because  it is  based on es timates  of future  events , it has  the  same problems as  the

financial prob actions .1 7

1 8

1 9

20

21

22

23

24

25

26

27

28

Phe lps  Dodge /AECC's  Pos ition

P he lps  Dodge /AECC re comme nds  tha t the  Commis s ion de ny AP S ' re que s t for a n a ttrition

a djus tme nt. It be lie ve s  tha t the  propose d a djus tme nt would "e ffe ctive ly ignore  the  ma ss ive  e fforts

the  Compa ny unde rtook to  pre pa re  a  his torica l te s t ye a r a na lys is  a nd ne utra lize  a ny re ve nue

a djus tme nts  ma de  by S ta ff or Inte rve ne rs  to AP S 's  propos e d re ve nue  re quire me nts ." (Phelps

Dodge /AECC Initia l Brie f, p. 16) P he lps  Dodge /AECC a ls o oppos e s  AP S ' re que s te d de pre cia tion

adjustment because  it is  not based on de ta iled and systematic deprecia tion ra te  s tudies  and would not

necessarily be  FERC-account specific. It s ta ted tha t the  request appears  to be  a  "gra tuitous a ttempt to

increase  nea r-te rm cash flow without an underlying bas is  corresponding to the  true  life  expectancy of

the  plant be ing deprecia ted. As  such, it gives  rise  to se rious  inte r-gene ra tiona l equity conce rns". (Id.

a t 17)

c.
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1 Staff" s  Position

2 Commis s ion s hould  re je ct

3

S ta ff a rgue s  tha t the the  Compa ny's  p ropos e d  "a ttrition

a djus tme nts " a s  both me ritle s s  a nd untime ly ra is e d. The  Compa ny's  initia l te s timony a nd e xhibits

4

5

6

7

8

9

1 0

1 1

1 2

1 3

14

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

26

27

28

were  not deve loped upon financia l integrity is sues , but upon an his toric te s t yea r ending September

30, 2005, and the  ma jority of S ta ff' s  ana lys is  was  focused on ris ing fue l and purchased power cos ts

a nd is sue s  conce rning the  P S A a nd time ly re cove ry of those  cos ts . Be ca use  of the  timing of AP S '

a sse rtion and reques t for an a ttrition adjus tment, the  pa rtie s  had ve ry little  time  to conduct discove ry

a nd a na lyze  the  Compa ny's  fina ncia l proje ctions  a nd fore ca s ts . S ta ff urge s  the  Commiss ion not to

a llow or e ncoura ge  AP S  to unde nnine  the  ra te  ca se  e xa mina tion a nd he a ring proce ss  by a dopting

adjustments that have not been subj ected to scrutiny.

S ta ff urge s the  Commis s ion not to a dopt AP S ' re que s t for a n a ttrition a djus tme nt be ca us e

outs ide  of fue l and purchased power cos ts , S ta ffs  ana lys is  shows tha t APS ' cos t of providing se rvice

has  been, and continues  to be , adequa te ly recovered through exis ting base  ra te s . S ta ff be lieves  tha t

its  recommenda tions  to s ignificantly modify the  PSA, including e limina ting the  90/10 sha ring and the

re comme nda tion for a  forwa rd compone nt, a s  we ll a s  othe r modifica tions , will s ignifica ntly diminish

the  like lihood of cash flow constra ints  from de layed recovery of fue l and purchased power expense .

S ta ff be lie ve s  tha t a ny "a ttrition" tha t ma y ha ve  occurre d wa s  re la te d to the  de la y in the

re cove ry of AP S ' fue l a nd purcha s e d powe r cos ts , a nd tha t if S ta ffs  P S A re comme nda tions  a re

a dopte d, "a ttrition ca use d by such de la y should be  virtua lly e limina te d." (S ta ff s  Initia l Brie f, p. 5)

As  e vide nce  a ga ins t the  ne e d for AP S ' cla ime d e a rnings  a ttrition, S ta ff points  out tha t the

e xis ting PSA include s  de ma nd cha rge s . De cis ion No. 67744 conta ine d a  se lf-build mora torium a nd

until tha t expire s , S ta ff s ta te s  tha t APS will probably mee t the  need for new gene ra tion capacity and

e ne rgy ca use d by growth through purcha se d powe r a gre e me nts . The  purcha se d ca pa city pa id for

through the  demand cha rges  replaces  the  need to build gene ra ting capacity tha t would othe rwise  be

re quire d to me e t cus tome r growth. S ta ff s ta te d tha t "de ma nd cha rge s  a re  ofte n e xclude d from such

cla us e s  be ca us e  growth in re ta il s a le s  will ofte n be  a va ila ble  to offs e t or 'pa y for' the  incre me nta l

demand costs  incurred to se rve  new load." S ta ff a rgues  tha t because  the  exis ting PSA a llows demand

cha rge s  to be  pa s se d through the  a djus tor, a ny a ttrition re la te d to production cos ts  is  s ignifica ntly
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1

2

3

4

5

6

7

8

9

addressed through the  recovery of demand charges , making the  growth in re ta il margins  ava ilable  to a

much la rge r e xte nt to me e t cos t incre a se s  re la te d to growth in dis tribution pla nt a nd to re cove r cos t

increases  caused by infla tion ove r time . (S ta ff Initia l Brie f, p. 4 )

S ta ff re comme nde d tha t if the  Commis s ion we re  to a dopt a n a ttrition a djus tme nt, it s hould

a dopt e ithe r the  CWIP  or the  a cce le ra te d de pre cia tion proposa l, a s  the y both re sult in a ccounting

cha nge s  tha t will e ve ntua lly yie ld re ductions  in ra te s  for future  ra te pa ye rs . According to S ta ff, the

othe r a ttrition a djus tme nts  would not produce  dire ct be ne fits  for ra te pa ye rs , but would incre a s e

earnings for shareholders .

In its  Reply Brie f, S ta ff s ta te s  tha t APS ' a rgument tha t the  Commiss ion mus t grant the  entire

10 ra te  re lie f re que s te d or it will fa ce  "fina ncia l ruin" is  ba s e d on thre e  ma in a s s e rtions : 1) Tha t the

11

12

13

14

15

16

17

18

19

20

21

Commission is  required as  a  matte r of law to consider the  projected impact of a  ra te  decis ion on APS '

fina ncia l crite ria , 2) the  fore ca s ts  s how tha t, from a  qua ntita tive  vie w, tha t AP S  will not me e t the

re quire d  cre d it me trics  to  ma in ta in  a n  inve s tme nt gra de  ra ting  unde r e ithe r S ta ff o r RUCO's

proposa ls , and 3) tha t customer growth is  grea te r than the  revenues genera ted by tha t growth, thereby

causing the rates to be inadequate .

S ta ff a rgues  tha t the  Commiss ion is  not required, a s  a  ma tte r of law, to conside r the  projected

impact of a  ra te  decis ion on APS ' financia l crite ria . S ta ff a rgues  tha t the Hope  and Blue fie ld cases do

not support APS ' position, but ra the r conclude  tha t for purposes  of deciding whe ther a  ra te  decis ion is

confisca tory for purposes  of federa l due  process , it is  the  end result tha t is  s ignificant, not the  specific

me thod. (S ta ff Re ply Brie f, pp. 1-2.)

According to S ta ff" s  a na lys is , the  ca se s  ide ntify thre e  fa ctors  tha t de te rmine  whe the r ra te s

22 s a tis fy fe de ra l cons titutiona l s ta nda rds : The  re turn s hould be  re a s ona bly s ufficie nt to  a s s ure

23

24

25

26

confide nce  in the  fina ncia l s oundne s s  of the  utility, a nd s hould be  a de qua te , unde r e fficie nt a nd

economical management, to mainta in and support its  credit and enable  it to ra ise  the  money necessary

for the  proper discha rge  of its  public dutie s . Blue fie ld, 262 U.S. at 693 .

S ta ff s ta te s  tha t the  courts  did not ide ntify a ny one  me thod for s a tis fying the  fa ctors , but

27 indica te d tha t wha t cons titute s  jus t compe nsa tion "de pe nds  upon ma ny circums ta nce s  a nd mus t be

28
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1 de te rmined by the  exercise  of a  fa ir and enlightened judgment, having regard to a ll re levant facts

2 an Id. a t 692.

3

4

5

6

7

8

9

10

11

12

13

S ta ff a rgue s  tha t ins te a d of urging the  Commis s ion to cons ide r a ll the  re le va nt fa cts , AP S

as s e rts  tha t the  Commis s ion s hould dis rega rd the  evidence  pre s ented by S ta ff and RUCO, and re ly

only upon the  fina ncia l proje ctions . S ta ff a rgue s  tha t this  is  the  comple te  oppos ite  of the  holdings  in

the  Hope  a nd Blue fe la ' ca s e s . S ta ff be lie ve s  tha t AP S ' a rgume nt implie s  tha t fe de ra l cons titutiona l

s ta nda rds  re quire  the  us e  of a  future  te s t ye a r, but AP S  not only fa ils  to cite  a ny fe de ra l ca s e s  to

s upport this  theory but a ls o fa ils  to reconcile  it with Arizona  law.

S ta ff a rgued tha t the  Commis s ion s hould not re ly on forecas ts  as  a  bas is  of de tennining ra tes .

Arizona  is  an his toric te s t yea r juris diction and cas e  law s upports  Commis s ion decis ions  s e tting ra tes

us ing the  his toric tes t year examina tion. S ta ff cites  Arizona  cases  tha t sugges t tha t ra tes  should be  se t

in re fe rence  to an his toric tes t year, and tha t the  utility's  ra te  base  mus t be  es tablished by re fe rence  to

the  fa ir va lue  of its  prope rty tha t is  "us e d a nd us e ful" in providing public s e rvice . See, Ariz. Cons t.

14 a rt. XV,

S ta ff points  to language  of the  Arizona  Supreme Court:15

16

17

18

19

20

21

22

It is clear, therefore, that under our constitution as interpreted by this court, the
Commission is required to and the fair value of the company's properly and use
such finding as a rate base for the purpose of calculating what are just and
reasonable rates. The Hope case cannot be used by the Commission. To do so
would violate our constitution. The statute under consideration in that case
prescribed no formula for establishing a rate base. While our constitution does
not establish a formula for arriving at fair value, it does require such value to be
found and used as the base in fixing rates. The reasonableness and justness of
the rates must be related to this fnding affair value.
Simms. v. Round Valley Light and Power Co., 80 Ariz. 145, 151, 294 P.2d 378,
382 (1956) (emphasis added).

23
Staff noted tha t the Simms case indica te d tha t '"fa ir va lue ' focus e s  the  Commis s ion's  a na lys is

24
on the  'time  of inquiry." Id. a t 151, 153, 294 P .2d a t 382, 382. S ta ff a ls o cite s  othe r Arizona  ca s e s

25 . .
finding tha t the  fa ir va lue  concept is  re la ted to the  time  of inquiry: Arizona  Corp. Comm 'n v. Arizona

26
Public Service Co., 113 Ariz. 368, 370, 555 P.2d 326, 328 (1976), Arizona Corp. Comm 'n v. Arizona

27

28
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14
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20

Water Co., 85 Ariz. 198, 202, 335 P .2d 412, 414 (1959), Consolida te d Wa te r Utile ., Ltd. v. Arizona

Corp. Comm yr, 178 Ariz. 478, 482-83, 875 P .2d 137, 141-42 (App. 1993).

S ta ff be lieves  tha t the re  a re  both lega l and policy reasons  for us ing the  his toric adjus ted cos t-

of-se rvice  te s t yea r a s  the  bas is  for e s tablishing ra te s . S ta ff be lieves  tha t if the  APS projections  were

he lpful, the  Commiss ion might jus tifia bly cons ide r the m. S ta ff, howe ve r, be lie ve s  tha t the y a re  not

he lpful and should be  disregarded.

S ta ff points  out tha t the  projections  were  prepa red on a  tota l company bas is , not on the  ACC

J uris dictiona l ba s is  us e d to s e t ra te s . Thus , the y include  AP S ' FERC re gula te d tra ns mis s ion

opera tions . APS is  planning on tiling a  transmiss ion ra te  case  a t FERC and S ta ff concludes  tha t APS

be lie ve s  tha t it is  curre ntly unde r-e a rning on its  tra ns mis s ion inve s tme nt. S ta ff' s  witne s s  Dittme r

roughly ca lcula te d tha t a t le a s t a  pa rt of the  "tota l compa ny" e a rnings  shortfa ll is  a ppa re ntly ca use d

by under-earnings  on the  Company's  FERC regula ted transmiss ion asse ts . S ta ff a rgues  tha t "re liance

on 'tota l compa ny' fina ncia l me trics  tha t a re  known to include  a n e a rnings  s hortfa ll from 'non-

jurisdictiona l' bus ine s s  ope ra tions  is  not a n a ccura te  me a sure  by which to s e t ra te s ." (S ta ff Re ply

Brie f,  p .  5 ). If the  Commis s ion we re  to us e  a n a ttrition a djus tme nt a nd uninte ntiona lly re me dy

e a rnings  s hortfa lls  on the  Compa ny's  FERC a s s e ts , the  re s ult would like ly be  a  'double  re cove ry'

with Arizona  ra tepayers  paying for the  same  a lleged ea rnings  shortfa lls  once  through re ta il ra te s  and

once again through FERC tra ns mis s ion ra te s  via  the  tra ns mis s ion a djus tor. S ta ff a rgue s  tha t

transmiss ion cos t recovery is  a  ma tte r regula ted by FERC, and any ra te  re lie f re la ted to transmiss ion

should be addressed at FERC.

2 1

22

23

24

25

26

27

28

Staffs  audit of the  Company's  current ra tes  shows tha t the  non-fue l costs  a re  be ing recovered,

contra ry to APS' cla im tha t the  cost of customer growth is  grea te r than the  revenues genera ted by tha t

growth. In re sponse  to APS ' November 28, 2006, le tte r to Cha inman Ha tch-Mille r, S ta ff note s  tha t it

was  produced a fte r the  cut-off da te  for discove ry and S ta ff has  not had the  opportunity to review the

da ta , ca lcula tions , or a ssumptions  unde rlying the  le tte r. S ta ffs  witne ss  did note  some  shortcomings

with the  docume nt, howe ve r. According to S ta ff, the  docume nt se e ms  to ha ve  e xa mine d growth in

gross  pla nt in se rvice  a mounts  to se rve  cus tome rs , a nd fa ils  to ca pture  the  fa ct tha t ne t production

pla nt ha s  a ctua lly be e n de clining, a nd fa ils  to a ccount for the  growth in de pre cia tion re s e rve  tha t
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offse ts  the  highe r cos ts  of ne w gross  pla nt a dde d to se rve  ne w cus tome rs . No e conomie s  of sca le

were  cons ide red, othe r offse ts  to sewing new cus tomers  were  not cons ide red, the  a ssumption of the

margina l cos t of debt underlying the  new plant is  s ignificantly overs ta ted, and the  document does  not

dis tinguish which gross  plant additions  a re  be ing added to achieve  ope ra tiona l savings . S ta ff note s

these  concerns  but emphasized tha t it has  not had the  opportunity to conduct discovery and ana lys is ,

and tha t the  document should be  subjected to scrutiny before  it is  re lied upon.

S ta ff be lie ve s  tha t APS ' ne e d for ra te  re lie f is  drive n by unde r-re cove ry of fue l cos ts , a nd its

audit shows tha t, except for fue l costs , ra tes  have  been adequate  to cover non-fue l items. Staff a rgues

tha t a ny a ttrition re la te d to production (ge ne ra tion) cos ts  is  s ignifica ntly a ddre s s e d through the

re cove ry of de ma nd cha rge s  in the  P S A, a nd growth in re ta il ma rgins  is  a va ila ble  to a  much la rge r

extent to mee t cost increases  re la ted to growth in dis tribution plant and to recover cost increases  from

infla tion. According to S ta ff, the  e xis te nce  of this  P S A fe a ture  s ignifica ntly unde rmine s  AP S ' cla im

tha t it will s uffe r a ttrition.

1 4

1 5

1 6

1 7

1 8

1 9

20
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22
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24
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26

27

Staff be lieves  tha t fue l costs  have  been generously addressed through the  use  of a  forecast of

calendar year 2006 to establish the  base  cost of fuel and purchased power, the  changes recommended

by S ta ff to the  P S A, including the  e limina tion of the  90/10 sha ring, the  $776 million ca p, a nd the  4

mil ba ndwidth. S ta ff be lie ve s  tha t the s e  modifica tions , toge the r with othe r re ce nt Commis s ion

decis ions  concerning APS, show regula tory support for APS.

Ana lys is

APS a rgues  tha t it needs  nothing le ss  than the  tota l amount of its  reques ted increase  for two

re a sons : to improve  its  ca sh flow so tha t its  cre dit me trics  (spe cifica lly its  FP O/De bt ra tio) a re  high

enough to keep it from be ing downgraded tO "junk" s ta tus , and to enable  it to actua lly ea rn the  re turn

on equity tha t the  Commiss ion uses  to se t ra te s  for e lectric se rvice . Essentia lly, APS ' pos ition is  tha t

it doe s  not ma tte r wha t re ve nue s  the  cos t of s e rvice  ra te ma king a na lys is  indica te s  AP S  ne e ds  to

colle ct to provide  jus t a nd re a sona ble  ra te s  for e le ctric se rvice . APS  a rgue s  tha t us ing a n his torica l

te s t ye a r a pproa ch will not provide  a de qua te  re ve nue s  a nd to s upport tha t a rgume nt, AP S  us e s

prob ected financia l information and assumptions about events  tha t may or may not occur in the  future .

28
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In his  rebutta l te s timony, APS witness  Brandt te s tified about wha t measures  the  Commiss ion

could ta ke  to he lp APS  gra dua lly improve  its  cre ditworthine ss . He  indica te d tha t "time ly re cove ry of

cos ts  s its  a top the  lis t." (APS  Exhibit No. 4, Bra ndt Re butta l, p. 22) We  be lie ve  tha t APS ' ca sh flow

problems will be  sufficiently addressed through our adoption of S ta ff" s  forward looking PSA and the

highe r base  cos t of fue l and purchased power tha t we  a re  adopting in this  Decis ion. (See  discuss ion

be low) APS ' recent ca sh flow problems re sulted from the  implementa tion of a  PSA tha t did not have

me cha nis ms  a va ila ble  to time ly a ddre s s  re cove ry of the  dra ma tic incre a s e  in fue l a nd purcha s e d

power costs  a fte r hurricane  Katrina . The  PSA mechanism adopted in this  Decis ion uses  a  higher base

cos t of fue l a nd purcha s e d powe r, a nd it a ls o incorpora te s  a  forwa rd-looking cos t of fue l a nd

purchased power tha t is  based upon projected cos ts  tha t a re  expected to be  expe rienced during the

time  tha t P S A a djus tor is  in e ffe ct. It doe s  not conta in a  "ca p" on the  tota l a mount of cos ts , it doe s

1 2 ha ve  a n a nnua l 4  mil ba ndwidth limit, a nd the  90/10 s ha ring provis ion

1 3

1 4

1 5

1 6

wa s  modifie d pe r AP S '

reques t to exclude  ce rta in types  of cos ts . This  new PSA will have  a  dramatic e ffect on APS ' ability to

time ly re cove r its  cos ts , a nd upon its  ca s h flow.34 Es s e ntia lly, AP S  will colle ct more  of its  cos ts

s oone r. AP S ' proje cte d fina ncia l informa tion fa ile d to prope rly a ccount for this  e ffe ct a nd is  not

re lia ble " for this  a nd othe r re a s ons  dis cus s e d he re in.36 Accord ing ly, we  will no t a dop t AP S '

1 8

1 9

20

2 1

17 proposed adjus tments  to increase  its  ca sh flow.

Although APS a rgues  tha t it has  not been a llowed to am a  reasonable  re turn on its  equity, we

note  tha t for ove r a t le a s t the  pas t fifteen yea rs , the  ra te s  tha t APS cha rges  a re  ra te s  to which it ha s

agreed. The  use  of a  his torica l te s t yea r is  de s igned to examine  a  de fined time  pe riod and examine

the  cos ts , re ve nue s  a nd pla nt a s s ocia te d with providing the  utility s e rvice . This  "s na ps hot" of a

22

23

24

25

26

27

34 The fuel and purchased power costs are two thirds of APS' operating costs. Tr. Vol. IV, pp. 712-12.
35 APS has not clearly demonstrated how its financial projection model handles growth in sales and revenues throughout
the year and how PSA collections are included. Tr. Vol. III, pp 531-35 (PSA reconciliation) and Tr. Vol. V. pp 1154-57.
36 Contrary to the statement in the APS brief that Mr. Fetter "independently analyzed APS' financial forecasts," Mr. Fetter
merely relied on the Company's forecasts and agreed, upon cross examination by RUCO's counsel, that he relied on the
Company's inputs and did not review them, agreed that if the inputs were wrong, then the forecasts would be wrong, and
agreed that with forecasted data, the further you go out, the less reliable the forecast would be. (Tr. Vol. IV, p. 1254-55,
1297). Mr. Fetter did use the Company's forecasts and the S&P methodology to independently analyze the likely credit
rating impact of the parties' proposals, and concluded that if the Commission were to adopt either the Commission Staff
or RUCO proposals, APS' credit ratings would likely suffer a rating downgrade to below investment-grade. (APS Exhibit
No. 24, Fetter Rebuttal, p. 14)
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20

21

22

23

24

25

26

utility's  ope ra tions  e s ta blis he s  the  re la tions hip be twe e n the  compa ny's  cus tome rs  a nd the  cos t of

providing se rvice  to those  customers , and there fore , the  leve l of revenues  tha t is  necessa ry to provide

s a fe , re lia ble  a nd a de qua te  s e rvice  a s  we ll a s  provide  the  compa ny a n opportunity to  e a rn  a

re a s ona ble  ra te  of re turn. The  re s ults  of a n his toric te s t ye a r a na lys is  a re  us e ful in s e tting ra te s

because  they a re  representa tive  of ongoing opera tions. Once  ra tes  a re  se t and customers  s ta rt paying

the  new ra tes , those  cos ts  of se rvice  es tablished in the  ra te  case  can change . They can increase  and

the y ca n de cre a s e . It is  the  Compa ny's  re s pons ibility to monitor its  fina ncia l condition a nd s e e k

a pprova l for ne w ra te s  whe n the  re la tionship e s ta blishe d in the  prior ra te  ca se  no longe r a llows  it to

provide  the  appropria te  leve l of se rvice  or am a  reasonable  re turn.

APS a rgues  tha t it will not ea rn its  a llowed re turn because  of the  growth tha t it will expe rience

when the  new ra te s  a re  in e ffect. In orde r to de te rmine  whe the r the  cos t of providing se rvice  to new

cus tome rs  outpa ce s  the  e xpe nse s , we  would ne e d to e va lua te  a nd compa re  the  cos t of providing

service  to an exis ting cus tomer during the  TY to the  cos t of providing se rvice  to the  same  customer a t

s ome  poin t in  the  fu ture . Ra te s  e s ta blis he d by the  Commis s ion a re  not dis crimina tory, s o  a

re s ide ntia l cus tome r, no ma tte r how "ne w" or "old" tha t cus tome r ma y be , pa ys  the  s a me  ra te  for

se rvice . AP S  ha s  not provide d s uch a  bre a kdown compa ring the  cos t of providing s e rvice  to a

specific cla ss  of cus tomer now and a t some  future  point. To compare  the  cos t of providing re s identia l

service  during the  test year to the  prob ected or actual construction costs  incurred over a  defined period

of time  divide d by the  numbe r of ne w cus tome rs  doe s  not provide  us  with the  a ll of the  infonna tion

necessary to determine whether, or how much, the costs exceed the expense.37

Afte r re vie wing a nd a na lyzing a ll the  te s timony a nd e vide nce , we  find tha t the  e vide nce

pre s e nte d by AP S  doe s  not conclus ive ly s how tha t the  cos ts  of growth will e xce e d the  re ve nue s

accompanying the  growth. The  exhibits  presented by APS in support of its  a rgument a re  ve ry genera l

and do not include  an ana lys is  of offse tting economies  of sca le  or othe r e fficiencies  tha t will occur a s

fixe d cos ts  a re  s pre a d ove r more  cus tome rs . AP S ' a na lys is  is  a ls o s ke we d by including tota l

compa ny cons truction cos ts  in its  a na lys is , a nd including not only the  cos ts  for ne w cus tome rs , but

27

28
"see, Ag. APS Exhibit No. 59.
38 See, e.g. APS Exhibit No. 77, which does not include O&M expense.
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5

a ls o  ongoing re furbis hme nts  a nd re pla ce me nts  of p la nt a nd e quipme nt. Th e  Co m p a n y d id  n o t

re s pond to S ta ff" s  a rgume nt tha t including de ma nd cha rge s  in the  P S A s ignifica ntly a ddre s s e s  a ny

a ttrition cos ts  a nd tha t the  growth in the  re ta il ma rgins  would be  a va ila ble  to a  much la rge r e xte nt to

me e t cos t incre a s e s  re la te d to  growth in dis tribution pla nt a nd to re cove r cos t incre a s e s  ca us e d by

AP S  fa ile d to de mons tra te  tha t the  ne a r-te mi cos ts  of cus tome r growth a re  gre a te r tha n
. . 0
1nflat1on.4

7

8

9

10

11

12

13

6 the  incre a s e d re ve nue s  ge ne ra te d by tha t growth.

AP S  de fine d  a ttrition  a s  "the  te nde nc y o f the  u tilitie s  ra te  o f re tu rn  to  d imin is h  ove r time

be ca us e  of ope ra ting cos ts  tha t incre a s e  fa s te r tha n re ve nue , ca pita l cos ts  growing fa s te r tha n e a rnings

or a  combina tion of both ." Howe ve r, jus t be ca us e  the  ra te  of re turn ma y diminis h ove r time , it doe s

not me a n tha t the  ra te s  a nd cha rge s  for s e rvice  a re  no longe r lus t a nd re a s ona ble.  Ac c o rd in g  to the

Blue  fie ld court: "A ra te  of re turn ma y be  re a s ona ble  a t one  time  a nd be come  too high or too low by

cha nge s  a ffe cting opportunitie s  for inve s tme nt, the  mone y ma rke t a nd bus ine s s  conditions  ge ne ra lly."

(Blue fe ld , a t 693) The  Commis s ion us e s  a  re turn on e quity, cos t of ca pita l, a nd e ve ntua lly a  ra te  of

14 return on FVRB to se t ra tes and charges that are  just and reasonable it is  not the  ra te  of re turn or the

15

16

17

18

19

20

21

22

23

le ve l of re ve nue s  re ce ive d tha t mus t be  jus t a nd re a s ona ble , but the  ra te s  a nd cha rge s . (Arizona

ra tes  and charges  re flect the  underlying cost-based re la tionship be tween the  cost of providing se rvice

a nd the  re ve nue s  ne e de d to provide  tha t se rvice . As  the  numbe r of cus tome rs  incre a se s  ove r time ,

tota l revenues  will increa se , but whe the r tota l expenses  will increa se  proportiona lly, is  unknown and

unknowa ble . This  is  be ca us e  s ome  "fixe d" e xpe ns e s  built into e xis ting ra te s  a nd cha rge s  ca n be

spread over more  customers  before  the  expense  leve l increases . Another unknown variable  is  tha t the

tota l le ve l of e xpe nse s  ma y incre a se  or de cre a se  due  to fa ctors  tha t a re  unre la te d to the  numbe r of

cus tomers . P lant in se rvice  and ra te  ba se  amounts  will a lso change  ove r time . Furthe rmore , the  fa ir

24

25

26

27

39 See, eg- APS Exhibit No. 27
40 We also note Decision No. 55118 (July 24, 1986), which re-examined APS' Purchased Power Fuel Adjustment Clause
(PPFAC) included the following findings of facts: "lb. The inclusion of demand or capacity costs in APS's PPFAC,
when such inclusion would bring the total-per-Kwh costs of purchased power above that of APS's alterative fuel cost,
results in a partial "double charging" of ratepayers for generating capacity. 19. The inclusion of demand or capacity in
APS's PPFAC for purchased power contracts in excess of ninety (90) days is unnecessary and might result in a partial
"double charging" of APS's ratepayers for capacity. Decision No. 55118, p. 25.
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3

va lue  ra te  ba se  ra te  of re turn used to se t ra te s  and cha rges  for se rvice  does  not equa te  to the  tota l

compa ny's  e a rne d re turns . The  conce pt of ra te  ba s e  include s  only the  re a s ona ble  a nd prude nt

inve s tme nts  tha t a re  ne ce s s a ry to provide  s e rvice  a nd ma y or ma y not be  the  s a me  a s  the  tota l

5
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8

9

1 0
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1 5
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20
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22

23

4 company's  plant.

The re fore , "a ttrition" in a nd of its e lf, is  not e spe cia lly s ignifica nt.4l It is  a  norma l, e xpe cte d,

a nd to s ome  de gre e , ne ce s s a ry, compone nt of the  ra te  s e tting proce s s . It s e rve s  a s  a  "trigge r

me cha nism" for a  utility, a  wa y of de te rmining a t wha t point the  e xis ting ra te s  a nd cha rge s  a re  no

longe r "jus t and reasonable ." It is  a t tha t point tha t the  utility mus t make  a  de te rmina tion to file  a  ra te

applica tion, where  tha t "re la tionship" be tween costs  and service  can be  re -established to provide  ra tes

and charges that are  just and reasonable . The newly established just and reasonable  ra tes and charges

ma y re sult from a  ra te  of re turn tha t is  highe r or lowe r tha t the  ra te  of re turn use d to se t ra te s  in the

pre vious  ra te  ca se . Gra nting AP S ' re que s t would a rtificia lly incre a se  a  ra te  of re turn tha t would se t

jus t and reasonable  ra te s  and cha rges , would modify the  meaning of fa ir va lue  ra te  base , and would

dis tort the  re la tionship be twe e n cos t a nd re ve nue s . This  a tte mpt to a ccount for u me a sure a ble  a nd

unknown future  actions  and events  would necessa rily crea te  unjus t ra te s  and charges  immedia te ly in

order to possibly achieve  just and reasonable  ra tes  a t some unknown point in the  future .

Furthe r, to a cce pt AP S ' pos ition tha t it s hould be  a llowe d re ve nue s  ove r a nd a bove  the

amount tha t is  necessa ry unde r an his torica l te s t yea r approach would rende r meaningle ss  our a ll of

our findings  of prudence  and reasonableness  of APS ' ope ra ting expenses  and plant, and ultima te ly,

the  concept of a  fa ir va lue  ra te  base .42 As  discussed by RUCO's  witness , regula tors  "seek to se t the

a llowed re turn equa l to the  cos t of equity capita l for the  same  rea son they se t the  re turn a llowed on

utility de bt e qua l to the  cos t of tha t type  of ca pita l. Utility ra te s  should be  cos t-ba se d. Tha t include s

the  cos t of money -- equity and debt. Inves tors  unders tand tha t utility re turns  a re  a llowed and ea rned

24 on the  book va lue  (origina l cos t le s s  de pre cia tion) of the  utility's  pla nt inve s tme nt. Tha t long-

h a s  b e e n  in  e xis te n c e  fo r ma n y,  ma n y ye a rs  a n d ,  th ro u g h25 s ta nding re gula tory pa ra digm

26

27

28

41 Because the utility's rates are set on a jurisdictional basis and it is allowed to am a return on FVRB, the moment that
rates are established, there will be "attrition" if one applies the fair value rate of return to Total Company plant in service
instead of FVRB.
42 Tr. Vol. 111, pp 536-7.
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1 informa tiona lly e fficie nt ma rke ts , utility inve s tors  a re  a wa re  of tha t fa ct." (RUCO Exhibit No. ll,

2

3

Hill Dire ct, pp 19-20.)

4. Re s olution

4

5

6

The  pa rtie s  ha ve  e xpe nde d a  lot of e ffort a rguing ove r wha t the  Commis s ion mus t cons ide r

whe n e s ta blis hing ra te s . Upon re vie w of the  cons titution, s ta tute s , a nd ca s e  la w, it is  c le a r to us  tha t

a ll the  re le va nt fa c ts  a nd c ircums ta nce s , a nd tha t our cons titu tiona l duty is  towe  mus t "cons ide r"

7

8

9

10

11

12

13

14

15
97

16

prescribe  "just and reasonable  ra tes  and charges" a fte r ascerta ining the  fa ir va lue  of the  public se rvice

corpora tion's  prope rty within the  s ta te .

The  Commission has  used the  his torica l te s t year cost-of-se rvice  ana lys is  for many years  as  a

wa y to a na lyze  wha t ra te s  a nd cha rge s  a re  jus t a nd re a s ona ble  whe n s e tting ra te s  for re gula te d

utilitie s . We  use  the  a pplica tion of a  re turn on fa ir va lue  to e s ta blish a  le ve l of re ve nue s  tha t is  jus t

and reasonable . The  end is  not to achieve  a  ce rta in, prescribed re turn, but to se t jus t and reasonable

ra te s  and cha rges . Our dutie s  unde r the  cons titution a lso require  us  to a sce rta in the  fa ir va lue  of the

prope rty, and according to Simms, such va lue  is  required to be  "used a s  the  base  in fixing ra te s" and

the  "rea sonableness  and jus tness  of the  ra te s  mus t be  re la ted to this  finding of fa ir va lue . Thus , it

would not be  cons titutiona l for us  to s e t ra te s  ba s e d upon the  a chie ve me nt of ce rta in ta rge te d

18

19

20

21

22

17 fina ncia l cre dit me trics  or re turn on e quity.

We  be lie ve  tha t the  ra te s  a nd cha rge s  tha t we  a dopt he re in a re  jus t a nd re a s ona ble , a nd will

a s s ure  confide nce  in the  fina ncia l s oundne s s  of AP S , a nd s hould be  a de qua te , unde r e ffic ie nt a nd

e conomica l ma na ge me nt, to ma inta in a nd s upport its  cre dit a nd e na ble  it to ra is e  the  mone y ne ce s s a ry

for the  prope r dis cha rge  of its  public  dutie s . In  s upport of th is  conc lus ion, we  s pe c ifica lly note  the

inc re a s e  in  ra te s , inc lud ing  the  la rge  inc re a s e  in  the  ba s e  cos t o f fue l a nd  purcha s e d  powe r, the

23

24

25

26

27

43 APS' uses a partial quote of Scares as support for its opinion that "setting an allegedly 'reasonable' ROE that the
Commission knows (or reasonably should know) cannot actually be earned under present circumstances fails the
constitutionally-mandated 'reasonableness' standard." APS inappropriately omitted the entire sentence as set forth in the
complete quote: "Thus, the rates established by the Commission shouldmeet the overall operating costs of the utility and
produce a reasonable rate of return. It is equally clear that the rates cannot be considered just and reasonable if they fail to
produce a reasonable rate of return or if they produce revenue which exceeds a reasonable rate of return." Scares v.
Arizona Corporation Comm 'n, 118 Ariz. 531, 578 P.2d 612 at 533-34. (emphasis indicates omitted portion of quote).
The "equally clear" language does not apply to the fact that rate actually must be earned, as APS argues, but that when
setting just and reasonable rates and charges, those rates and charges must not over- or under-produce a reasonable rate of
return.

28
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a llowance  for demand cha rges  in the  PSA, the  forward looking component to the  PSA adjus tor, the

e limina tion of the  ca p on tota l fue l a nd purcha s e d powe r cos ts , the  e limina tion of the  life time

bandwidth limit on increases  in the  adjus tor,44 our de te rmina tion conce rning the  leve l of Pa lo Verde

outage  costs  tha t were  imprudent, the  implementa tion of an ElS , and the  fa ir va lue  ra te  of re turn used

in our ca lcula tion of just and reasonable  ra tes .

We  be lie ve  tha t AP S  s hould a ls o continue  its  e fforts  to incre a s e  its  cre ditworthine s s  by

7

8

9

improving its performance at its nuclear power plants and avoiding outages while maintaining safety,

seeking rate relief from FERC for its under-recovery of transmission costs, and by seeking rate relief

from the Commission when necessary and assisting in processing applications expeditiously and

10 without errors.

Ba s e d upon the  dis cus s ion conta ine d he re in, we  find tha t no a dditiona l a djus tme nts  or

12 modifica tions  to our tra ditiona l ra te ma king me thod a re  ne ce s s a ry or a ppropria te  to s e t jus t a nd

11

13 reasonable rates.

14 B. Authorized Increase

15

1 6

With the  adjustments  adopted here in, the  adjusted test year opera ting income is  $170,282,000.

Applying  the  fa ir va lue  ra te  o f re tu rn  to  the  FVRB re s u lts  in  a  re qu ire d  ope ra ting  income  of

17 $366,371,000 This  is  $196,089,000 more  tha n the  a djus te d TY income  unde r e xis ting ra te s . The

1 8

1 9

re quire d  inc re a s e  in  gros s  a nnua l re ve nue s  is  $321,723,000 or a  12 .33 pe rce nt inc re a s e  ove r TY

45revenues .

20 IX. COST ALLOCATION AND RATE DESIGN

21 A. Co s t Allo ca tio n

22

23

24

25

Once the required revenue level has been established, the next step in the rate setting process

is to determine the appropriate rates to be charged to each class of customers. The starting point in the

rate design process is the cost-of-service study ("COSS") which is designed to allocate the costs of

providing service to customers. Other considerations are also taken into account in designing rates,

26

27

28

44 APS Exhibit No.7, Robinson January 31, 2006, Direct testimony, p. 20. "S&P has characterized the Company's PSA
as 'relatively weak' due to the Total Fuel Cost Cap, the four mill limit on the PSA Factor, and the length of time needed
to actually recover fuel and purchased power costs. Other analysts have made similar observations."
45 Base rate increase.
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2

3

4

1 including ra te  s tability and continuity, cus tomer unde rs tandability, and ea s e  of adminis tra tion.

AP S  pre pa re d a  COS S  with the  twe lve -month pe riod e nding S e pte mbe r 30, 2005 a s  the  te s t

pe riod, to pe rform juris dictiona l a lloca tions  to s e pa ra te  the  re ta il portion of AP S ' ope ra tions  from the

non-re ta il portion a nd to de te rm ine  the  ove ra ll re ta il re ve nue  re quire m e nts  a nd to furthe r a lloca te

5 S ta ff re com m e nde d one  m odifica tion to  the  COS S  re ta il c la s s

6

costs among customer classes.

allocation factors. S ta ff' s  m odifica tion conce rne d the  p rope r m e thod for a lloca ting  p roduction

7

8

9

10

11

de ma nd cos ts  - the  cos ts  a s s ocia te d with the  nucle a r, coa l, a nd ga s -tire d ge ne ra tion fa cilitie s . AP S

us e d the  Four Coinc ide nt P e a k ("CP ") m e thod which a lloca te s  de m a nd-re la te d  p roduc tion a nd

trans mis s ion cos ts  to ma jor cus tomer cla s s e s  us ing the  ave rage  of its  four te s t yea r monthly s ummer

(J une , J uly, Augus t, September) coincident s ys tem peaks .46 This  is  the  me thod tha t APS  has  us ed in

its  pre vious  ra te  ca s e s . According to S ta ff, the  the ory a s s ume s  tha t me e ting hourly pe a k de ma nd is

12 the  s ole  p la nning  crite ria  AP S  us e s  to de te rm ine  whe the r to incur ge ne ra tion fixe d cos ts . S ta ff

13

14

15

16

17

18

19

20

21

dis agree s  becaus e  cos ts  a re  a ls o incurred for its  gene ra tion facilitie s  to provide  s e rvice  during a ll the

non-peak hours  of the  yea r.

S ta ff be lie ve s  tha t the  Com pa ny s hould us e  a  Four Coincide nt P e a k a nd Ave ra ge  ("CP  &

Ave ra ge ") me thod ins te a d of the  CP  me thod. The  CP  & Ave ra ge  me thod us e s  a n e ne rgy-we ighte d

a pproa ch to a lloca te  production cos ts  a nd cons ide rs  the  fa ct tha t e le ctric  p roduction fa cilitie s  a re

de s igne d a nd ope ra te d to me e t both pe a k a nd non-pe a k de ma nds . S ta ff's CP  & Ave ra ge  a pproa ch

us e s  a  we ig hte d com b ina tion of the  p e a k de m a nd a lloca tion fa c tor us e d b y AP S  a long  with  a n

average  demand (or ene rgy-bas ed) a lloca tion. In the  la s t APS ra te  cas e , S ta ff and RUCO oppos ed the

CP  me thod. Othe r Arizona  utilitie s  with s umme r pe a king cha ra cte ris tics , s uch a s  Tucs on Ele ctric

22 P owe r, ha ve  us e d a  CP  & Ave ra ge  me thod.

23 P a rtie s  a na lyzing AP S ' cos t-of-s e rvice  re a che d the  following conclus ions :

24 Cost of Service Category Rate  of Re turn (pe rcent)

25 AP S S ta ff AEC C

26 Re s ide ntia l 1.52 4.25 1.04

27

28
46 Coincident peak demands are the measured maximum combined loads of all customers on the system in the single hour
when overall system demand is the highest during the year,
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1 3.91 6.51 4.49

2 10.18

3

Genera l Se rvice

Wa te r P umping

S tre e t Lighting

9.3

2.05

8 .3

2 .1 8 3.27

4 Dus k to Da wn 6.26

5

5.78 5.98

AP S  witne s s  Rum olo te s tifie d tha t b e ca us e  of "the  m a g nitude  of the  re q ue s te d re ve nue

6 incre a s e  in this  ca s e , I wa s  conce rne d tha t a dopting  a n a lte rna tive  de m a nd a lloca tion m e thod for

7 cus tome r cla s s  a lloca tions  could introduce  a  highe r de gre e  of ra te  s hock to s ome  cus tome rs ." (AP S

8 E xh ib it No .  7 0 ,  p .  3 ) Us ing  the C P  & Ave ra g e  a p p roa ch  to  the  C OS S  re s u lts  in  re ta il cos t

9 a lloca tions  s hifting  be twe e n cus tom e r c la s s e s , with m ore  cos ts  be ing  s hifte d to ge ne ra l s e rvice ,

10 initia tion, and lighting s e rvice  cus tomers , and reduced a lloca tion to re s identia l cus tomers .

l l AECC a nd the  FEA oppos e  S ta ff's  propos e d modifica tion to the  COS S  a nd re comme nd tha t

12 the  Commis s ion us e  AP S ' CP  me thod. AECC witne s s  Higgins  te s tifie d tha t "AP S 's  re ta il de ma nds

13 a re  driven by s ummer us age" and tha t the  Company's  ave rage  peak in the  four s ummer months  is  50

14 pe rce nt gre a te r tha n its  a ve ra ge  pe a k in the  non-s umme r months . (P DM/AECC Exhibit No. 5, p . 3).

15 AECC a nd the  FEA a rgue  tha t be ca us e  the  CP  me thod a lloca te s  fixe d production cos ts  ba s e d on the

16 a ve ra ge  of s ys te m pe a k de ma nds  in the  s umme r months , which is  whe n AP S ' production ca pa city

17 re quire m e nts  a re  de te rm ine d, the  a lloca tion of fixe d cos ts  is  p rope rly a ligne d with cos t ca us a tion.

18 AECC argues  tha t the  peak and average  method used by S ta ff is  conceptua lly flawed because  average

19 de ma nd is  a lre a dy include d in pe a k de ma nd a nd is  the re fore  counte d twice  in the  a lloca tion of cos ts .

20 The  FEA a ls o a rgue d tha t S ta ff's  m e thod produce d a n a s ym m e trica l a lloca tion of production p la nt

21 and fue l cos ts , becaus e  a lthough the CP  & Ave ra ge  me thod a lloca te d a  highe r pe rce nta ge  of fixe d

22 production cos ts  to highe r loa d fa ctor cla s s e s , it did not a lloca te  a  s imila r highe r pe rce nta ge  of the

23 fue l-cos t s a vings  from  ca s e loa d p la nts  to the s e  c la s s e s . The  AE C C  re c om m e nde d  tha t if the

24 Com m is s ion we re  to orde r tha t a n e ne rgy-we ighte d m e thod be  us e d to a lloca te  fixe d p roduction

25 cos ts , the n the  Ave ra ge  a nd Exce s s  De ma nd me thod s hould be  us e d be ca us e  it a voids  the  double

26 counting of ave rage  demand.

We  a g re e  with  S ta ff tha t a n  e ne rg y-we ig hting  m e thod for a lloca ting  p roduc tion  p la nt is

28 a ppropria te  for AP S . Howe ve r, we  a re  not convince d tha t the  me thod re comme nde d by S ta ff is the

27
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1

2

3

4

5

6

7

8

9

10

11

1 2

1 3

14

15

method tha t should be  adopted. AECC's  recommended Average  and Excess  Demand method would

e limina te  the  criticism tha t the  average  demand is  be ing counted twice . We do note  tha t the  results  of

the  e ne rgy-we ighting me thod will s hift cos ts  a nd a gre e  with AP S  tha t a dopting it now ma y a ffe ct

ra te s  s ignifica ntly. We  will orde r tha t AP S , in  its  ne xt ra te  a pplica tion, to  propos e  a n e ne rgy-

weighting method tha t addresses  the  concerns  ra ised in this  case , and tha t will a lso consider the  like ly

cost shifting tha t will be  necessary as  we de termine  the  appropria te  ra te  design in this  case .

AECC proposed a  modifica tion to the  COSS to a lloca te  fue l and purchased power costs  on the

ba s is  of e a ch cus tome r cla ss ' e ne rgy cos t re spons ibility, ta king into a ccount the  hourly cos ts  of fue l

and purchased power cos ts  and hourly loads  by cus tomer class . APS agreed to this  modifica tion and

no other party objected to its  use .

In its  re butta l te s timony, AP S  mode le d the  re comme nda tions  of S ta ff a nd AECC. (AP S

Exhibit No. 70, Rumolo Re butta l, p. 9, a nd Atta chme nt DIR-IRB). The  re s ults  s howe d tha t on a

cla ss  ba s is , the  two re comme nda tions  te nde d to offse t one  a nothe r a nd produce d re sults  s imila r to

AP S ' o rig ina l filing . Es s e ntia lly, we  note  dirt a lthough the  individua l pe rce nta ge  numbe rs  ma y

diffe r, a ll of the  COSS re sults  have  gene ra lly s imila r findings .

16 B. Rate Design

17 APS proposes  to spread the  revenue  increase  on a  roughly equal basis  to the  major classes  of

18 cus tome rs : Re s ide ntia l, Ge ne ra l Se rvice , Irriga tion, S tre e t Lighting, a nd Dusk to Da wn. Ea ch would

19

20

21

22

23

24

25

re ce ive  a  pe rce nta ge  incre a se  tha t is  a pproxima te ly the  s a me  re sult a s  the  ove ra ll incre a se , e ve n

though the  COSS results  indica te  tha t higher increases  a re  supportable . APS a lso designed individua l

ra te  s che dule s  to  de pa rt from s trict cos t-of-s e rvice  whe n ne ce s s a ry s o tha t the  diffe re nce s  in

individua l cus tome rs ' incre a se s  will be  mode ra te d to the  e xte nt tha t APS  found re a sona ble . Phe lps

Dodge /AECC recommends  tha t it is  important to a lign ra tes  with cos t causa tion to the  grea tes t extent

possible , because  it is  fa ir to minimize  cross  subsidies  among customers , and it sends the  proper price

s igna ls  which improve s  e fficie ncy in re source  utiliza tion. AECC a lso re cognize s  tha t the  conce pt of

26 gra dua lis m is  a ppropria te  to mitiga te  the  impa ct of moving imme dia te ly to cos t ba s e d ra te s . It

27

28

recommends  adopting a  long-te rm s tra tegy of moving in the  direction of cos t causa tion, and avoiding

sche me s  tha t re sult in pe rma ne nt cros s -subs idie s  from othe r cus tome rs . The  AECC propose d the
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2

1 following objectives:

1. S e t re s ide ntia l ra te s  midwa y be twe e n s ys te m a ve ra ge  pe rce nta ge  incre a s e  a nd

3 res identia l cos t-of-se rvice , a s  modified to include  an hourly ene rgy a lloca tion:

4

5

S e t the  pe rce nta ge  incre a s e  for S tre e t Lighting e qua l to Re s ide ntia l,

S e t Ra te s  E-34 a nd E-35 e qua l to  cos t-of-s e rvice , a s  modifie d  to  inc lude  a n  hourly

7

8

9

10

6 e ne rgy a lloca tion,

4. S e t the  pe rce nta ge  incre a s e  for Ra te  E-32, Wa te r P umping, a nd Dus k-to-Da wn e qua l

to the  re s pe ctive  cos t-of-s e rvice  for e a ch, a s  modifie d to include  a n hourly e ne rgy a lloca tion, plus  the

s a me  pe rce nta ge  point incre a s e  ne ce s s a ry to  fund the  Re s ide ntia l ra te  mitiga tion. (P DM/AE C C

Exhibit No. 5 , pp  15-l8).

The  FEA witne s s  re c omme nde d  tha t the  in te rc la s s  s ubs id ie s  s hou ld  be  re duc e d  by ha lf,

12 s ubje c t to  no c la s s  re ce iving e ithe r a  ra te  re duc tion or in  incre a s e  gre a te r tha n 150 pe rce nt of the

11

14

15

13 average system rate increase.

Inte rve nor Kroge r a rgue s  tha t a lthough the  re sults  of the  AP S ' COS S  show la rge  inte rcla s s

subsidies  a re  be ing pa id from the  Genera l Service  class  to the  Residentia l Class ,47 APS does not use

the  re sults  in its  ra te  a lloca tion proposa l a nd doe s  not a tte mpt to mitiga te  the  cos t dispa ritie s  in this16

17 case . Kroger proposed tha t the  Commiss ion reduce  cla ss  subs idie s  by 25 pe rcent a s  an incrementa l

18

19

20

21

22

23

24

25

step towards the  obi ective  of se tting ra tes based on cost-of-service , or adopt the  AECC proposal.

Kroge r a rgues  tha t APS ' ra te  de s ign proposa l unrea sonably pena lize s  high-Ioad factor E-32

cus tome rs . The  Compa ny's  propose d ra te  de s ign include s  a n ove ra ll incre a se  to E-32 a t a bout the

a ve ra ge  re ta il incre a se , but within the  cla ss , the  high-loa d fa ctor cus tome rs  will e xpe rie nce  a  la rge r

increase . The  proposed percentage  increase  in the  demand charge  for demands in excess  of 100 kW

is  18.1 pe rcent, and the  increase  in demands  be low 100 kW is  4.9 pe rcent. Kroger a lso be lieves  tha t

the  Compa ny's  propose d pe rce nta ge  incre a se  to the  ge ne ra tion e ne rgy cha rge  is  not re a sona ble .

Kroger recommends tha t the  E-32 de livery charges  and genera tion charges  be  increased by an equa l

26 percentage amount.

27

28

47 Kroger's witness testified that APS' COSS showed that the residential class is paying less than 60 percent of its
allocated cost-of-service, and general service customers are paying approximately 150 percent of the system average.
Kroger Exhibit No. 1, pp. 11-12.

2.

3.
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1

2

3

4

RUCO re comme nde d tha t a s  fa r a s  is  pos s ib le , the  ra te  inc re a s e  s hould  be  s pre a d e ve nly

a cros s  a ll ra te  s che dule s . RUC() note d tha t a lthough s ome  pa rtie s  a re  re comme nding tha t ra te s  be

move d towa rd cos t-of-s e rvice , ra te s  we re  move d towa rd cos t-of-s e rvice  in the  ra te  ca s e  two ye a rs  a go

a nd s ince  the n the re  ha ve  be e n nume rous  incre a s e s  due  to  fue l cos ts . RUCO be lie ve s  tha t ra te

6

7

8

9

10

5 s ta bility a nd continuity a re  ne ce s s a ry now more  tha n e ve r.

S ta ff in ge ne ra l fa vors  a  ra te  s pre a d tha t re fle c ts  the  re s ults  of the  COS S , a s  oppos e d to a n

a cros s  the  boa rd incre a s e . S ta ffs  COS S  indica te d tha t the  Re s ide ntia l a nd S tre e t Lighting cus tome r

cla s s e s  a re  e a rning a  re turn le s s  tha n the  s ys te m a ve ra ge , while  the  Ge ne ra l S e rvice , Wa te r P umping

a nd Dus k to Da wn cla s s e s  a re  e a rning gre a te r tha n the  s ys te m a ve ra ge  ra te  of re tum.48

In  de s ign ing  its  p ropos e d  re s ide n tia l ra te s ,  AP S  p ropos e d  ma in ta in ing  the  c u rre n t ba s ic

11 s e rvic e  c ha rge , inc re a s ing  d iffe re n tia ls  be twe e n  on- a n d  o ff-p e a k p e rio d s ,  a n d  in c re a s in g  th e

12 d iffe re n tia l be twe e n  s umme r a nd  win te r. S ta ffs  a p p ro a c h  wa s  th e  s a m e  a s  AP S ',  b u t S ta ffs

13

14

15

16

17

18

19

20

21

22

23

propos e d ra te s  re fle cte d the  diffe re nce  in the  pa rtie s ' re comme nde d re ve nue  re quire me nt a nd S ta ff" s

propos e d re ve nue  s pre a d. S ta ff re comme nde d a n incre a s e  for the  re s ide ntia l cla s s  a s  a  whole  tha t is

gre a te r tha n the  s ys te m a ve ra ge . S ta ff re comme nde d tha t Re s ide ntia l ra te s  Ec-l, ET-l, a nd ECT- 1

re ce ive  a  gre a te r tha n a ve ra ge  incre a s e  be ca us e  the s e  ra te  cla s s e s  a re  unde rpe rforming re la tive  to the

re s t of the  re s ide ntia l cla s s  a s  we ll a s  to the  s ys te m a ve ra ge , a nd tha t E-12 re ce ive  a n incre a s e  tha t is

le s s  tha n the  s ys te m a ve ra ge  be ca us e  this  ra te  cla s s  is  e a rning s lightly more  tha n the  s ys te m a ve ra ge .

S ta ff re comme nde d tha t the  ra te  de s igns  for ET-2 a nd ECT-2 re ma in re ve nue  ne utra l compa re d to

ET-l a nd ECT-l's  re s pe c tive  a dopte d ra te s . S ta ff a ls o  re comme nds  tha t ET-2 incorpora te  off-pe a k

kilowa tt-hour winte r ra te s  tha t a re  le s s  tha n off-pe a k s umme r ra te s .

Commis s ion De cis ion No. 67744 "froze " ra te  s che dule s  E-10 a nd EC-1, a nd S ta ff propos e d

two s ce na rios  to  us e  in  de te rmining  the  prope r ra te  s pre a d  for the  in te rc la s s  Re s ide ntia l cos t-of-

24 s e rvice  ca te gorie s ,  bu t on ly re comme nde d  the  s ce na rio  tha t complie d  with  De c is ion  No. 67744 .

25

26

S ta ffs  re comme nde d cus tome r tra ns ition pla n for Re s ide ntia l cus tome rs  on E-10 a nd EC-1 modifie d

AP S ' propos a l by giving cus tome rs  on the s e  s che dule s  one  ye a r ins te a d of one  month to choos e  a

27

28

"Goss Residential ROR Index 0 .81, General Service 1.25, Water Pumping 1.59, Street Lighting 0.42, and Dusk-to-
Dawn 1.15. Staffs proposed revenue spread resulting ROR index: Residential 0.86, General Service 1.19, Water
Pumping 1.34, Street Lighting 0.44, Dusk-to-Dawn 0.89. (Staff Exhibit No. 22, Andreasen Direct, pp. 3-5.)
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1

2

3

4

5

6

7

8

9

10

new ra te  s chedule . S ta ff be lieves  tha t a  one  yea r trans ition pe riod is  appropria te  becaus e  the  increas e

is  fa irly s ignifica nt a nd cus tom e rs  a re  like ly to ne e d m ore  tim e  to e va lua te  a ll othe r a va ila b le  ra te

options , including time -of-us e  ("TOU") a nd de ma nd options . S ta ff re comme nde d tha t AP S  continue

to e duca te  the  cus tom e rs  during  the  tra ns ition pe riod. S ta ff a g re e d with AP S ' p ropos a l to  m ove

cus tom e rs  to de fa ult ra te s  if the y fa il to e le ct a  ne w ra te  during  the  tra ns ition pe riod. AP S  a gre e d

with S ta ff"s  Res identia l ra te  des ign recommenda tions , and we  will adopt them.

S ta ff re commended an increa s e  for the  Gene ra l S e rvice  cla s s  a s  a  whole  tha t is  le s s  than the

s ys tem ave rage  increa s e . Becaus e  ra te  s chedule s  E-34 and E-35 a re  unde rpe rforming re la tive  to the

re s t of the  Ge ne ra l S e rvice  cla s s  a nd the  s ys te m a ve ra ge , S ta ff re comme nds  a  highe r tha n a ve ra ge

increase  for those  schedules .

11

12

13

14

15

16

17

18

19

20

Although Staff recommended an increase less than the system average for the E-32 category

as a whole, Staff believes that the E-32 (1,000 kW or greater) category should receive a greater

increase than the other E-32 categories (0-20 kW), (21-100 kW), (101-400 kw) and (401-999 kw)

because it is underperforming in comparison to the others. Staff recommends that in its next rate

case, APS should propose to replace general service rate schedule E-32 with alternate General

Service schedules that divide E-32 usage into small, medium, and large categories or other

appropriate divisions. Staff believes that multiple size-based categories for General Service

customers would make it easier to tailor rate structures to different size customers with similar usage

characteristics. APS and DEAA agreed with this recommendation. Staff agreed with DEAA that E-

32 TOU should be replaced with size sensitive rates and recommends that APS file tariffs for the E-

21 32 TOU tha t a re  cons is te nt with the  E-32 ra te  s tructure  tha t it propos e s  in the  ne xt ra te  ca s e . S ta ff

22

23

agrees with AECC that the same rate increase that is applied to E-32 should also be applied to E-32

TOU in order to maintain the same relationship between the two schedules that was established in the

24 las t rate  case.

25

26

27

28

Staff recommended that general service customers on the experimental TOU rates E-21, E-22,

E-23, and E-24 not be automatically switched to the default rate of E-32 TOU, but that the customers

would have a six-month transition period to evaluate and choose a rate option. At the end of the

transition period, APS would then cancel E-21, E-22, E-23, and E-24. APS has agreed to Staffs
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1 re comme nda tion.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

22

23

24

25

26

27

28

S ta ff note d tha t in the  la s t ra te  ca s e , ge ne ra l s e rvice  ra te  E-32 wa s  comple te ly re de s igne d to

re move  the  de ma nd cha rge  for cus tome rs  unde r 20 kW a nd to s ignifica ntly incre a s e  the  de ma nd ra te

for cus tome rs  a bove  20 kw. The  cha nge  wa s  inte nde d to move  ge ne ra tion dis tribution ca pa city ra te s

c los e r to  cos t a nd  re s u lte d  in  s ome  lowe r loa d  fa c tor cus tome rs  with  ra te  inc re a s e s  s ign ifica n tly

gre a te r tha n a ve ra ge  due  to  the  highe r de ma nd ra te . The re fore , S ta ff is  conce rne d a bout ra is ing

de ma nd ra te s  s ignifica ntly in this  ca s e  a nd re comme nds  tha t the  propos e d de ma nd ra te s  for E-32 not

be  ra is e d s ignifica ntly ove r the  le ve ls  propos e d by AP S . We  a gre e  with the  S ta ff re comme nda tions

for Ge ne ra l S e rvice .

During the  he a ring, AP S  a gre e d with AECC tha t tra ns mis s ion ra te  de s ign s hould ma inta in the

s a me  c ha ra c te r in  te rms  o f de ma nd  o r e ne rgy a s  re fle c te d  in  S c he du le  ll o f AP S ' Ope n  Ac c e s s

Tra ns mis s ion Ta riff ("OATT"), with  the  s ma lle s t E-32 cus tome rs  (billing de ma nds  le s s  tha n 20 kw)

b e in g  b ille d  in  a c c o rd a n c e  with  th e  OATT e n e rg y c h a rg e ,  a n d  th e  E -3 2  c u s to m e rs  with  b illin g

de ma nds  of 20kW or gre a te r bille d in  a ccorda nce  with the  corre s ponding OATT de ma nd cha rge . in

its  Re p ly Brie f,  S ta ff oppos e d  AE CC's  p ropos a l to  pa s s  th rough  the  tra ns mis s ion  c ha rge  in  the

de ma nd  po rtion  o f Ra te  E -32  be c a us e  S ta ff is  c onc e rne d  tha t it will re s u lt in  a  s ubs ta n tia l ra te

inc re a s e  to  a  s e gme nt of AP S ' cus tome rs  who ha ve  re ce ntly e xpe rie nce d  ra te  inc re a s e s  tha t a re

s ignifica ntly gre a te r tha n the  s ys te m a ve ra ge . Howe ve r, it a ppe a rs  tha t AECC modifie d its  propos a l

to  u s e  the  OATT e ne rgy c ha rge ,  no t the  de ma nd  c ha rge ,  to  s e t the  ra te s  fo r the  s ma lle s t E -32

cus tome rs , a nd the re by s ome wha t a lle via te  S ta ffs  conce rns . With  th is  unde rs ta nding , a nd  to  the

e xte nt re a s ona ble  cons ide ring S ta ff' s  conce rns , we  will s ta rt the  move  towa rd the  AECC propos a l.

AP S  incre a s e d the  volta ge  dis counts  for cus tome rs  s e rve d a t tra ns mis s ion volta ge s  from $4.30

pe r kW to $4.52 pe r kw. The  FEA re que s ts  tha t the  Commis s ion a ls o a uthorize  a n incre a s e d volta ge

dis count for cus tome rs  s e rve d a t prima ry s ubs ta tion a nd prima ry line s . The  FEA re comme nde d tha t

the  Commis s ion a dopt a  dis count of $4.72/kW for tra ns mis s ion cus tome rs , $4.04/kW for cus tome rs

s e rve d from a  prima ry s ubs ta tion, a nd $0.79 for cus tome rs  s e rve d from prima ry line s . The  propos e d

dis counts  a re  cos t-ba s e d a nd do not impa ct the  re ve nue  re quire me nt of a ny othe r ra te  cla s s . No pa rty

oppos e d the  volta ge  dis counts  a s  propos e d by the  FEA a nd we  will a dopt the m.
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1

2

3

It is  clea r from the  re s ults  of a ll cos t-of-s e rvice  s tudie s  tha t the re  a re  s ubs idie s  in APS ' current

ra te  s tructure . This  means  tha t some clas s es  of cus tomers  a re  providing a  s ubs idy to othe rs 49and tha t

some cus tomers  in a  clas s  subs idize  others  in the  s ame clas s . Severa l pa rties  have  recommended tha t

4 the  Commiss ion begin to close  tha t gap, and move  ra te s  close r to the  cla ss ' cos t-of-se rvice  now. We

5

6

7

8

9

10

agree tha t some movement should be  made  in tha t direction, but given the  fact tha t current ra tes  have

been in e ffect for only two yea rs  and they were  des igned to move  ra te s  close r to cos t-of-se rvice , we

do not wa nt to  modify the  curre nt ra te  s tructure  dra ma tica lly. Accord ingly, g ive n  the  le ve l of

revenues  tha t we  authorize  he re in, we  will genera lly adopt the  Company's  ra te  des ign as  modified by

S ta ff and with the  AECC proposa l for transmiss ion ra te  de s ign as agreed to by APS, acid the  voltage

discounts  as  proposed by the  FEA.

11 c. Schedules

12 Sta ff ma de  some  re comme nda tions  to APS ' Sche dule  1 which is  the  ra te  sche dule  tha t se ts

13

14

15

16

forth AP S ' te rms  a nd conditions  of s e rvice . AP S  propos e d s ome  cla rifying cha nge s  a nd it a ls o

changed the  way its  a fte r-hours  cha rge  for othe r se rvices  is  a ssessed, to include  a  cha rge  of $75 pe r

cre w pe rs on pe r hour. S ta ff oppos e s  this  AP S  cha nge , noting tha t it ha s  the  pote ntia l to cre a te

cus tome r confus ion  a nd  cus tome rs  will no t ha ve  a dva nce  knowle dge  o f the  cha rge . S ta ff

17 re comme nds  tha t the  a fte r-hours  cha rge  re ma in  a t $75  pe r trip . AP S  o b je c te d  to  S ta ffs

18

19

20

21

22

23

re comme nda tion be ca us e  the  s pe cia l s e rvice s  cha rge d for unde r S e ction 2.2.4 a re  be ing pe rforme d

outs ide  of norma l work hours  a nd us ua lly re quire  a  c re w with more  tha n one  pe rs on. The  Compa ny

be lie ve s  tha t if S ta ffs  re com m e nda tion is  a dop te d, the  Com pa ny will not re cove r its  cos ts  for the

s e rvice  a nd othe r cus tome rs  will p ick up the  cos ts . Als o, the  Compa ny a rgue d tha t S ta ffs  propos a l

does  not s end the  correct price  s igna l to cus tomers  a s  to the  true  cos t of reques ting extens ive  types  of

a fte r-hours  work. We  be lie ve  tha t AP S  s hould be  a ble  to colle ct the  cos ts  of the  work pe rforme d for

24

25

26

spe cia l s e rvice s , but a re  conce rne d tha t cus tome rs  ma y not know the  cos t prior to re que s ting such

se rvice . Accordingly, we  will a llow APS to make  this  change  in its  Schedule  1, a s  long a s  it includes

a  provis ion re quiring cus tome rs  to be  give n notice  of the  cha rge s  prior to the  cus tome r incuring a ny

27

28
49 Having an energy-weighted allocator for production costs in the next rate case will give us better information as to
exactly how much classes such as Residential need tomove toward cost-of-service.
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1

2

3

4

5

such cha rge . The  proposed notice  language  should be  in a  form reviewed and found acceptable  by

S ta ff S ta ff a lso recommended tha t the  wording for Sections  4.3.2.3.4, 5.4, and 6.4 on Schedule  1

include d in APS  docume nt numbe r 10679 be  a dopte d50 a nd tha t APS  include  a  de finition of Multi-

Un it Re s id e n tia l Hig h -Ris e  De ve lo p me n t o n Schedule 1. W e  w ill a dopt the s e S ta ff

recommendations . No party obi ected to the  other changes  to Schedule  1, and there fore  we  will adopt

6 them.

7

8

S ta ff a lso ma de  re comme nda tions  conce rning AP S ' S che dule  3, which se ts  forth AP S ' line

e xte ns ion policy. Pursua nt to Sche dule  3, APS  ca n colle ct the  cos ts  of ins ta lling dis tribution-re la te d

9 fa cilitie s  ne ce s sa ry for the  de ve lopme nt of ne w home s  a nd bus ine s se s  in AP S ' s e rvice  a re a . AP S

1 0

11

1 2

propose d to move  a wa y from a  fre e -foota ge -ba se d a llowa nce  to a  dolla r-ba se d a llowa nce . S ta ff

be lie ve s  tha t this  will improve  AP S ' a bility to re cove r its  dis tribution cos ts  a s s ocia te d with ne w

growth. In  its  re butta l te s timony, AP S  a gre e d with the  S ta ff re comme nda tions  a nd provide d a

1 3 re dline d e xhibit s howing the  cha nge s . S ta ff re que s te d furthe r cla rifica tions  a nd in  re joinde r

1 4

1 5

1 6

1 7

1 8

19

20

21

22

23

24

25

testimony, APS accepted those  as we11.51 We will approve the  modifica tions to Schedule  3.

AP S  propos e d cha nge s  to S che dule  4 which a ddre s s e s  the  pra ctice  of tota lizing me te r

re a dings  whe n cus tome rs  a t a  s ingle  pre mise  re ce ive  se rvice  through multiple  s e rvice  points . AP S

propos e d  la ngua ge  to  a dd re s s  the  e me rge nce  o f ne w me te ring  te chno logy tha t a llows  fo r

e le ctronica lly tota lize d de ma nd a nd e ne rgy, in a ddition to phys ica l wire  inte rconne ctions . No pa rty

objected to these  changes, and we will adopt them.

AZ-ICE re comme nds  tha t AP S  be  re quire d  to  re ta in  E-20  a s  a  pe nna ne nt ra te , in  a n

"unfroze n" s ta te . This  would a llow move me nt to the  E-20 ra te  for e xis ting Hous e s  of Wors hip

curre ntly on othe r ra te s  a nd would a llow ne w House s  of Worship to use  the  E-20 ra te  a lso. AZ-ICE

a lso re que s ts  tha t the  Commiss ion ke e p the  e xpe rime nta l ra te s  E-22 through E-24 in a n unfroze n

s ta tus  so tha t they a re  ava ilable  to current and future  Houses  of Worship. In the  a lte rna tive , AZ-ICE

urge s  the  Commiss ion to re ta in E-20 in a n unfroze n s ta tus  a nd e ithe r E-23 or E-24 unre s tricte d for

26 pre s e nt a nd future  Hous e s  of Wors hip. AZ-ICE be lie ve s  tha t Hous e s  of Wors hip s hould not be

27

28

50 Staff Exhibit S-23, Andreasen Surrebuttal, Exhibit A.
51 In response to questions during the hearing firm Commissioner Mayes, the Company's provided late-filed Exhibit No.
105 which included an analysis of the impact of alternative equipment allowances.
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1

2

3

4

5

6

7 a nd E-24.

8

9

10

11

12

13

forced onto E-32 or E-32 TOU as the  Company proposes, as  it would defeat the  creation of the

Houses of Worship rates established by the Commission in earlier years.

APS is  not propos ing to e limina te  Schedule  E-20, which is  ava ilable  only to Houses  of

Worship. E-20 was frozen as part of the  Settlement Agreement in the  previous ra te  case , and it

would remain frozen under APS and Staffs proposals. The Settlement Agreement also provided for

the elimination of other already frozen, experimental, time of use rate Schedules E-21, E-22, E-23,

These  ra tes  were  limited participa tion ra tes  es tablished severa l years  ago on an

experimental basis. In their place, APS now offers "an improved" Schedule E-32 TOU which is open

to all customers who want to take advantage of lower off-peak prices. APS states that new "Houses

of Worship" and other general service customers that have primary hours of operation in the evening

or weekend can benefit from the new schedule. Historically, APS has had administrative problems

determining what classifies a customer for a house of worship rate. APS witness Rumolo testified as

to the difficulties  trying to fa irly classify a  mixed use facility and whether it is  e ligible  for the E-20

14 ra te .

15

16

17

18

While  we understand tha t some Houses of Worship are  not longer able  to ge t on the  E-20 ra te ,

we  agree  with APS  and S ta ff tha t the re  is  now a  good a lte rna tive  to tha t ra te  tha t can be  bene ficia l.

APS has  a rticula ted a  va lid reason for not a llowing additiona l cus tomers  to go on ra te  schedule  E-20

a nd ha s  offe re d a n a ttra ctive  a nd fa ir a lte ra tive  to a ll of its  cus tome rs , including me mbe rs  of AZ-

19 ICE. We  e ncoura ge  AP S  to me e t with the  me mbe rs  a nd re pre se nta tive  of AZ-ICE to e duca te  a nd

20

21

22

23

24

assist them in choosing appropriate rate schedules.

Partial Requirements rates are applicable to customers who use distributed generation to self-

provide a portion of their electric load. APS currently has the following partial requirements service

rate schedules: EPR-2, EPR-3, EPR-4, E-32-R, E-51, E-52, E-55, EQF-S, and EQF-M.

APS is proposing some modifications and new proposals concerning partial service offerings:

25

•
26

27 •

28

Elimina te  e xis ting ra te  S che dule s  EP R-3, EQF-S , EQF-M, a nd E-52, which a re  curre ntly
frozen,
Close  (freeze ) exis ting ra te  Schedules  E-32R and E-55 to new cus tomers  and e limina te  them
in the  next ra te  case ,
Elimina te  Schedule  E-5l, which is  currently frozen, in the  next ra te  ca se ,
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1
Cons olida te  Schedule  EPR-4 into the  revis ed Schedule  EPR-2,
Modify the  e xis ting EP R-2 to upda te  the  buyba ck ra te  to incorpora te  the  a voide d cos ts  filing
made  on June  20, 2006.2

9

10

3 Additiona lly, the  Compa ny ma de  minor wording cha nge s  to be  a ble  to us e  the s e  s che dule s  with the

4 ne w re s ide ntia l TOU ra te s  ET-2 a nd ECT-2, e lim ina te d  the  m onthly s e rvice  cha rg e  which wa s

5 dependent on the  cus tomer's  type  of s e rvice , changed the  s ummer and winte r billing cycle  months  to

6 ma tch AP S ' othe r ra te  s che dule s , e limina te d the  re quire me nt for the  cus tome r to s ha re  in the  cos t of

7 bi-dire ctiona l me te ring, a nd re move d a  provis ion tha t a llowe d the  cus tome r to pa y the  incre me nta l

g me te ring cos ts  ove r a  five  ye a r pe riod. (AP S  Exhibit No. 38, De Lizio Re butta l, p . 25).

AP S  is  propos ing two ne w pa rtia l re quire me nt ra te  s che dule s : E-56 a nd E-57. E-56 would

be  a pp lica b le  to ge ne ra l s e rvice  cus tom e rs  ha ving  dis tribute d ge ne ra ting  e quipm e nt 100 kW or

11 gre a te r ca pa ble  of s upplying a ll or a  portion of its  powe r re quire me nts . The  ma in compone nts  of ra te

12 s chedule  E-56 include :

13

14

15

16

17

18

19

20

21

22

23

24

25

26

1. A Ba s ic  S e rvice  com p one nt which  is  com p ris e d  of the  unb undle d  m onth ly Ba s ic
S e rvice  a nd Re ve nue  Cycle  S e rvice  cha rge s  include d in the  cus tom e r's  a pp lica b le
Genera l Service  ra te  s chedule ,

2. S upple me nta l S e rvice  is  de fine d a s  the  de ma nd a nd e ne rgy ne e ds  contra cte d by the
cus tome r to a ugme nt the  powe r a nd e ne rgy ge ne ra te d by the  cus tome rs ' ge ne ra tion
fa cility. S upple me nta l S e rvice  will be  provide d in a ccorda nce  wide  the  monthly ra te
leve ls  conta ined in the  cus tomers ' applicable  Gene ra l S e rvice  ra te  s chedule  excluding
the  monthly Bas ic Se rvice  and Revenue  Cycle  Se rvice  Cha rges  (included in the  above
Bas ic Se rvice  component), and

3 .  S ta ndb y a nd  Ma in te na nc e  S e rvic e ,  whic h  is  the  s um  of the  de m a nd  a nd  e ne rg y
changes , derived as  follows :

De ma nd Cha rge: The  De m a nd Cha rge  is  the  unbundle d tra ns m is s ion
c ha rg e ,  if a p p lic a b le ,  c on ta ine d  in  the  C us tom e r's  Ge ne ra l S e rvic e  ra te
s che dule , p lus  the  unbundle d de live ry cha rge  conta ine d in  the  Cus tom e r's
Ge ne ra l S e rvice  ra te  s che dule . This  s um m a tion  is  the n  m ultip lie d  b y the
a m ount of Contra ct S ta ndby Ca pa city. Contra ct S ta ndby Ca pa city is  de fine d
as  the  grea te r of: a ) the  meas ured kW output of e ach cus tomer s e lf-gene ra tion
unit a t the  time  of s ta rt-up  te s ting , or b) the  highe s t 15 minute  me a s ure d kW
output of e a ch ge ne ra ting unit, howe ve r, not to e xce e d the  Cus tome r's  a ctua l
loa d.

Ene rg y Cha rg e:  De fin e d  a s  th e  e le c tr ic  e n e rg y s u p p lie d  b y th e
C o m p a n y to  re p la c e  th e  p o w e r  n o rm a lly s u p p lie d  b y th e  C u s to m e r 's
gene ra tor(s ) during uns cheduled full outages , uns cheduled pa rtia l outages , and
s che dule d ma inte na nce  pe riods . The  unb undle d  tra ns m is s ion  c ha rg e ,  if
applicable , conta ined in the  Cus tomer's  Gene ra l Se rvice  ra te  s chedule  plus  the
pe r kph monthly firm powe r purcha s e  ra te s  s hown in the  ra te  s che dule  EP R-2.27

28
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1

2

3

4

Rate Schedule E-57 would be applicable to general se rvice customers ha ving

s ola r/photovolta ic ge ne ra ting e quipme nt gre a te r tha n 100 kW but le s s  tha n 1,000 kW ca pa ble  of

s upplying a ll or a  portion of its  powe r re quire me nts . The  ma in compone nts  of ra te  s che dule  E-57

include :

5

6

7

8

9

1 0

1 1

1 2

1 3

1. A Bas ic Se rvice  component tha t is  comprised of the  unbundled monthly Bas ic Se rvice
a nd Re ve nue  Cycle  S e rvice  cha rge s  include d in the  cus tome r's  a pplica ble  Ge ne ra l
Service  ra te  schedule ,

2. S upple me nta l S e rvice  is  de fine d a s  the  de ma nd a nd e ne rgy ne e ds  contra cte d by the
cus tome r to a ugme nt the  powe r a nd e ne rgy ge ne ra te d by the  cus tome rs ' ge ne ra tion
fa cility. S upple me nta l S e rvice , to include  100 pe rce nt of the  cus tome r's  e ne rgy
requirements , will be  provided in accordance  with the  monthly ra te  leve ls  conta ined in
the  cus tomer's  applicable  Gene ra l Se rvice  ra te  schedule  excluding the  monthly Bas ic
S e rvice  a nd Re ve nue  Cycle  S e rvice  Cha rge s  (include d in the  a bove  Ba s ic S e rvice
component),

3 . A month ly S ta ndby S e rvice  compone nt is  de rive d  by multip lying  the  unbundle d
de live ry cha rge  conta ined in the  Customer's  applicable  Genera l Se rvice  ra te  schedule
by the  15 minute  integra ted kW measured on the  customer's  genera tor mete r(s) during
the  customer's  monthly peak demand, and

4. The  Company will pay the  cus tomer for any excess  ene rgy produced by the  dis tributed
genera tor a t the  purchase  ra tes  specified in the  Schedule  EPR-2 tha t a re  based on the
Company's  avoided cos t.1 4

1 5 The  Compa ny will ins ta ll a t the  cus tome r's  e xpe nse , a  ge ne ra tor me te r(s ) a t the  point(s ) of

16 output from each of the  cus tomer's  genera tors , a llowing the  Company to accura te ly mete r cus tomers

taking service  under this  ra te  schedule .

The  DEAA recommended the  following solutions  for pa rtia l requirements :

1 7

1 8

1 9

20

2 1

22

23

24

25

26

27

28

A. For pa rtia l requirement cus tomers  be low 3,000 kw, SRP  ra te  E-32 is  fa ire r to DG than
a ny of the  AP S  propos e d ra te s , a nd is  a ls o e a s ie r to unde rs ta nd a nd a pply. Above
3,000 kW the  s imila r S RP  E-60 type  ra te s  would be  imple me nte d. We suggest
s implifying APS ra te s  a long those  guide lines .

B. The  Commiss ion should cons ide r ta king the  following lis t of a ctions  in orde r to solve
the  "Re ve nue  S ta bility" vs . "Cle a r P rice  S igna ls " is s ue  for pa rtia l re quire me nts
customers :

l. Provide  a  ra te  design tha t is  a t leas t neutra l to customer use  of DG
2. Provide  a  ra te  tha t offe rs  DG customers  s ignificant seasona l TOD
e ne rgy (kph) price  s igna ls .
3 .  Th is  n e w p ro p o s e d  ra te  s h o u ld  b e  d e s ig n e d  with  c la rity,
s implicity, a nd a long with the  a ppropria te  TOD (e ne rgy) pricing
signa ls .

C. For DG cus tome rs , AP S ' ra te s  s hould be gin to re fle ct the  ne w ma rke t re a lity, i.e .,
highe r fue l (e ne rgy) price s , a nd lowe r ca pita l cos ts  (de ma nd). This  is  the  ba s is  of the
re comme nda tion for ge ne ra l s e rvice  DG cus tome rs  to us e  a  ra te  s imila r to the  S RP  E-
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1

2

3

32TOU. DEAA a lso recommends  tha t APS  pa rtia l requirement ra te s  begin to truly re flect
the  diffe re nce s  in s ys te m cos ts  be twe e n s umme r a nd winte r, da y a nd night, the  pe a k
seasona l hours . The  DEAA a ls o re comme nds  the  Commis s ion re vie w the  tre nd tha t
grea te r ene rgy usage  re sults  in lower cents /kWh. The  current ra te s  appea r to re flect tha t
the  ca pita l/fue l cos t re la tions hip tha t e xis te d in the  e a rly 1990s  is  no longe r a pplica ble
today for pa rtia l requirements  customers .

4

5

6

7

8

9

S ta ff indica te d tha t it ha d not fully a na lyze d the  AP S  propos e d m odifica tions  a nd ne w ra te

s che dule s  propos e d, a nd wa s  una ble  to offe r a  re com m e nda tion. In  its  C los ing  Brie f,  the  S ola r

Advoca te s  obje cte d to the  us e  of non-time -diffe re ntia te d me a s ure me nt of pe a k de ma nd re corde d a t

a ny tim e  during  the  m onth. The  S ola r Advoca te s  a rgue d tha t AP S ' m e thod could re s ult in a  s ola r

genera tion cus tomer tha t peaks  a t midnight paying the  s ame demand based charge  as  a  cus tomer tha t

peaks  s ome time  in the  a fte rnoon. The  Sola r Advoca te s  be lieves  tha t the re  is  no reas on to crea te  s uch
10

mis leading and discrimina tory ra te  s tructures  which send the  wrong price  s igna ls  to the  marke t. Sola r
11

12

13

14

15

16

17

18

19

20

Advoca te s  urge  the  Commiss ion to orde r the  Compa ny to re vise  the  E-56 a nd E-57 ta riffs  to be tte r

ma tch the  a ctua l cos ts  incurre d to s e rve  the  cus tome r, through more  pre cise  me te ring a nd cos ting

infonna tion. Although it is  not cle a r from its  brie f, it a ppe a rs  tha t DEAA doe s  not be lie ve  tha t AP S '

propose d pa rtia l re quire me nts  ta riffs  a ddre s s  its  conce rns . AP S  be lie ve s  tha t DEAA's  ge ne ra l ra te

des ign is  fundamenta lly flawed and its  proposed pa rtia l requirements  ra te  des ign philosophy has  no

bas is  in cos t causa tion. The  Company agreed tha t its  pa rtia l requirement ra te s  were  complica ted and

tha t is  why it propos e d the  a bove  modifica tions  a nd ne w ra te  s che dule s . Be ca us e  S ta ff ha s  not

ana lyzed these  ta riffs  and has  not recommended the ir approval, and because  of the  concerns cited by

the  Sola r Advoca tes , we  be lieve  tha t APS should mee t with S ta ff and the  inte res ted parties  to discuss

a nd pos s ibly re vis e  the  E-56 a nd 57 ta riffs . AP S  s hould the n s ubmit its  propos e d ta riffs  for our
21

22
approval within 60 days.

x . MIS CELLANEOUS  IS S UES
23

A. EP S  Unifo rm Cre d it P urc ha s e  P rogra m
24

25

26

27

De cis ion No. 68668 re quire d AP S  to s e t a s ide  $4.25 million for a dditiona l funding for the

Environme nta l Portfolio S ta nda rd Uniform Cre dit Purcha se  P rogra m ("UCPP"). S ta ff re comme nde d

tha t the  EPS  adjus tor ra te  and caps  be  increa sed to recove r an additiona l $4.25 million through the

Compa ny's  a djus tme nt S che dule  Eps -l. AP S  be lie ve s  tha t a  re concilia tion provis ion s hould be
28
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1

2

3

4

5

6

7

8

9

10

11

12

provide d  to  true  up  th is  $4 .25  million  with  the  a ctua l UCP P  cos ts  fo r 2006 , o r tha t the re  be

a uthoriza tion to ca rry-forwa rd a ny unspe nt funds  from 2006 to subse que nt ye a rs . In its  Re ply Brie f,

S ta ff s ta te d tha t it ha s  not fully a na lyze d this  propos e d cre a tion of a  re gula tory a s s e t/lia bility in

conne ction with the  $4.25 million incre me nta l EP S  s urcha rge  a nd could not offe r a n opinion. We

agree  tha t APS should be  a llowed to true-up the  $4.25 million with the  actua l UCPP costs  for 2006.

While  we  find it a ppropria te  to a llow APS  to true -up the  $4.25 million by incre a s ing the  EPS

a djus tor ra te  a nd  ca ps , we  a re  una b le  to  de te rmine  a t th is  time  whe the r the  p roportiona lity

requirement in Paragraph 63 of the  2005 Se ttlement Agreement as  approved in Decis ion No. 67744 is

s till a ppropria te . This  is sue  wa s  not a ddre sse d in the  re cord in this  ca se . Accordingly, we  will a llow

AP S  to propose  a  ta riff tha t de via te s  from tha t re quire me nt. Whe n the  Commiss ion cons ide rs  the

Company's  reques t, we  sha ll reeva lua te  the  proportiona lity requirement in Pa ragraph 63 of the  2005

Settlement Agreement and de te rmine  in tha t proceeding if such a  requirement is  s till appropria te .

13 B. Svstems Benefits Charge

14

15

16

Sta ff recommends  tha t the  Sys tem Benefits  Charge  be  $49,l9l,690, (including $6,000,000 for

re ne wa ble s ) a nd tha t the  S ys te m Be ne fits  Cha rge  for a ll a pplica ble  AP S  ra te  s che dule s  be  s e t a t

$.00l850 pe r kph. No pa tty oppose d this  le ve l or cha rge , a nd we  will a dopt it.

17 C. Environmental Improvement Charge

18 In its  Initia l Brie f, AP S  s ta te d tha t to re ma in s ucce s s ful in the  future  it mus t a ddre s s  the

19

20

21

22

23

24

25

26

27

28

ongoing cha lle nge  of me e ting Arizona 's  growing e ne rgy de ma nds  e fficie ntly, with limite d ra te

impa cts , while  minimizing the  impa ct of its  ge ne ra ting pla nts . (AP S  Initia l Brie f, pp. 99-100) AP S

ha s  thre e  coa l burning pla nts  tha t provide  a  s ignifica nt pa rt of APS ' ge ne ra tion ca pa city. The  pla nts

a re  loca te d ne a r one  or more  la rge  na tiona l pa rks  a nd wilde rne s s  a re a s  de s igna te d a s  ma nda tory

"Cla ss  I Are a s" unde r the  Cle a r Air Act. (APS  Exhibit No. 34, Fox Dire ct, pp 3-4) APS  is  se e king a n

Environme nta l Improve me nt Cha rge  ("EIC"), a n a djus tme nt me cha nis m tha t would provide  for "a

time ly re cove ry of the  cos t for a  s ubs ta ntia l ca pita l inve s tme nt ne ce s s a ry for a dding or improving

environmenta l controls  in the  Company's  coa l gene ra tion facilitie s ."(Id. a t 2) The  EIC is  de s igne d to

collect the  expected re turn, a ssocia ted tax, deprecia tion, and othe r ca rrying cos ts  a ssocia ted with the

proposed environmenta l projects . APS proposed an initia l reques t of $243,000,000 for environmenta l
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improve me nts  to the  Cholla  P owe r P la nt for the  ne xt five  ye a rs  to be  re cove re d through the  EIC.

This  would be  a  monthly cha rge  for both the  a ctua l a nd fore ca s te d e xpe nditure s  re quire d for the

propose d e nvironme nta l improve me nt proje cts . APS  propose s  to se t the  EIC a t 960.00016 pe r kph

for a ll kph us e d by S ta nda rd Offe r cus tome rs  e xce pt thos e  cus tome rs  on S che dule s  S p-l (S ola r

Pa rtne rs ), Schedule  GPS-2 (Green Power Pe rcent) and Schedule  Sola r-2. The  impact to an ave rage

re s ide ntia l cus tome r us ing 1163 kph monthly would be  a n incre a se  in the  cus tome r's  monthly bill of

7 approxima te ly 19 cents  in 2007. The  ave rage  impact on tota l Company revenues  (based on the  EIC

8 plan for 2007) would be  0.19 pe rcent.52 APS proposed tha t it would prepare  subsequent EIC requests

9 for Commiss ion review and approva l on an annua l bas is  by March 15th. The  reques ts  would include

10 a  true -up of the  EIC revenues  approved and collected, and a  proposa l of EIC revenue  to be  collected

11 during the  next yea r. If the  EIC were  ove r-collected or cos ts  were  found to be  imprudent, those  cos ts

12 plus  inte re s t would be  use d to offse t the  EIC ca lcula tion going forwa rd. AP S  be lie ve s  tha t this  true -

13 up method would assure  tha t cus tomers  only pay for actua l and prudent cos ts . Under APS ' proposa l,

14  once  AP S ' EIC filing  is  ma de , S ta ff wou ld  p re pa re  a  S ta ff Re port with in  60  da ys , a nd  if the

15 Commiss ion did not take  action a t an Open Mee ting within 30 days after issuance  of the  Sta ff Report,

16 the n  the  EIC filing  would  be  de e me d a pprove d , s ub je ct to  true -up  the  fo llowing  ye a r. The

17 Commis s ion could re vie w the  prude nce  of the  EIC e xpe nditure s  a nd re ve nue s  during the  a nnua l

18 review or during a  gene ra l ra te  ca se . According to APS, the  EIC a llows  the  Company to comply with

19 e xis ting e nvironme nta l la ws  a nd e nga ge  in long-te mi pla nning of providing s e rvice  in one  of the

20 fa s te s t growing s e rvice  te nitorie s  in the  country. Without the  EIC, AP S  s a ys  tha t e nvironme nta l

21 proje cts  a re  jus t a nothe r ca pita l ne e d in a  ve ry long line  of compe ting ne e ds , which will me a n tha t

22 ca pita l will not be  a lloca te d to e nvironme nta l improve me nt proje cts  until the y a re  ma nda te d, by

23 which time APS expects  the  costs  to be  higher.

AUIA re comme nds  tha t the  Commiss ion a dopt the  propose d EIC. The  AUIA be lie ve s  tha t it

25 is  cle a r tha t the  Compa ny's  fle e t of fos s il fue l pla nts  provide s  ve ry cos t-e fficie nt powe r, but it is

26 e qua lly cle a r tha t e nvironme nta l improve me nts  to  the  pla nts  will re quire  cons ide ra ble  ca pita l

27

24

2 8 52 Approximately $4,542,000.
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1 investments that will add to the pressure on APS' financial performance.

WRA supports the concept of the EIC because by making cost recovery more timely and

more certain, it encourages APS to either accelerate programs to comply with existing or anticipated

environmental standards early or undertake voluntary environmental improvements that are not

required by law. WRA argues that these actions would benefit Arizona and the environment and may

reduce APS' exposure to potential compliance costs in the future. WRA's witness Berry testified that

the EIC is beneficial because:

8
• It makes the environmental impacts of resource choices more apparent to

APS, the Commission, and ratepayers,9

10

11

Utilities should not be discouraged from complying with environmental
regulations or pursuing beneficial environmental goals through fear of
disallowances for doing the right thing, and

12
•

13

14

Utilities should be encouraged to take actions that reduce environmental
damages caused by power generation, including compliance with
regulations, actions taken in anticipation of future regulation, or
societally beneficial responses to environmental issues for which no
regulation is imminent.

15

16

17

18

19

20

21

22

23

24

25

26

27

(WRA Initia l Brie f, pp 11-12, WRA Exhibit No. 1, Be rry Dire ct, p.l9)

WRA recommends  approva l of the  EIC or a  s imila r concept. In re sponse to S ta ff a nd RUCO

conce rns  a bout complia nce  with tra ditiona l re gula tory ra te ma king conce pts , WRA note s  tha t the

Commis s ion ha s  be e n innova tive  while  s till prote cting ra te pa ye rs  from imprude nt utility a ctions ,

c iting  the  DS M cha rge  a nd  the  s urcha rge  fo r the  Environme nta l P ortfo lio  S ta nda rd  a nd  the

Renewable  Ene rgy S tanda rd. WRA recommends  tha t Schedule  EIC be  modified to explicitly include

volunta ry e nvironme nta l improve me nts  a nd e xclude  pe na ltie s  a s s e s s e d for non-complia nce  with

e nvironme nta l re gula tions . If the  Commiss ion a cce pts  RUCO's  a rgume nt tha t no spe cia l tre a tme nt

should be  a fforde d for complia nce  with ma nda tory e nvironme nta l re gula tions , WRA propose s  tha t

the  Commiss ion apply the  EIC only to ca se s  whe re  APS  demons tra te s  it is  a cce le ra ting compliance

by a t leas t one  year, or is  volunta rily reducing environmenta l impacts  beyond those  required by law.

RUCO oppose s  a pprova l of the  EIC. RUCO a rgue s  tha t the  Commis s ion doe s  not ne e d to

"fos te r" environmenta l improvements  because  the re  a re  a  number of laws  and regula tions  tha t have
28
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1 re ce ntly be e n e na cte d tha t re quire  the  Compa ny to ma ke  e nvironme nta l improve me nts . RUCO

2

3

be lie ve s  tha t the  EIC propos a l is  comple te ly contra ry to the  nonna  ra te  ma king proce s s  for pla nt

additions  and improvements , and does  not mee t the  crite ria  for be ing recovered through an adjus tor

4  me cha nis m.

S ta ff a lso oppose d the  EIC. S ta ffs  witne s s  Rowe ll ide ntifie d the  following re a sons  to re je ct

6 the  propos e d EIC:

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1) The  EIC would include  cos ts  tha t will not be  incurred for seve ra l yea rs  beyond the  te s t
yea r,

2) The  EIC would include  funding for proje cts  be fore  the y a re  ma nda te d to be  ins ta lle d
on APS ' sys tem,

3) Re gula tory ma nda te s  typica lly build in cons truction le a d time s  to provide  indus try
sufficient time  to comply with manda ted regula tory requirements ,

4) The  EIC is  de rive d ba se d upon multiple  ye a r re ve nue  re quire me nts  tha t incre a se  the
comple xity of a uditing the  cha rge  in the  conte xt of future  ge ne ra l ra te  ca s e s  a nd
annual EIC rese t proceedings, .

5) The  e ffect of the  EIC on APS ' inte re s t expense  is  unclea r,
6) The  a nnua l re s e t of the  EIC could be  imple me nte d without Commis s ion a pprova l

unde r APS ' proposa l,
7) The  EIC does  not address  the  fundamenta l financia l cha llenges  tha t APS has  identified

i. e . customer growth and ris ing fue l costs ,
8) The  e nvironme nta l impa ct of imple me nting the  EIC is  uncle a r.

1 6

1 7

1 8

1 9

20

21

22

23

24

25

(S ta ff Exhibit No. 19, Rowe ls  Direct, pp 14-15)

S ta ff highlighte d two points  in its  re comme nda tion to re je ct the  propos e d EIC: it wou ld

colle ct re ve nue s  from ra te pa ye rs  ba se d upon pre domina te ly e s tima te d, ra the r tha n a ctua l, incurre d

cos ts , a nd it is  unique  a nd ha s  not be e n us e d in a ny othe r juris diction. S ta ff dis a gre e s  with AP S '

cha racte riza tion tha t the  EIC is  ana logous  to CWIP. S ta ff a rgues  tha t the  EIC is  des igned to recove r

ma ny of AP S ' cos ts , including ca pita l cos ts , in a dva nce , the re by e limina ting the  ne e d for AP S  to

a ctua lly ma ke  a n inve s tme nt be fore  re cove ring the  cos ts  of the  inve s tme nt. S ta ff be lie ve s  tha t the

proposa l is  s imila r to ra te pa ye r supplie d ca pita l, but without a ny re cognition of this  principle . The re

is  no provis ion to re cognize  the  ra te pa ye rs ' ca pita l contribution a nd to de duct it from ra te  ba se .53

Staff concluded tha t the  EIC is  one-sided and tha t the  design is  not equitable .
26

27

28
53 Essentially, the ratepayers would be paying a return on an investment that may or may not have been made by the
Company.

5
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We  a gre e  tha t AP S  s hould be  proa ctive  ra the r tha n re a ctive  on is s ue s  of e nvironme nta l

improvement. APS has presented testimony tha t the  cost of mandated improvements  rises  once  those

improve me nts  be come  ma nda tory, a nd tha t imple me nting the  improve me nts  e a rlie r ma y be  le s s

cos tly a nd a ls o bring e nvironme nta l be ne fits  s oone r. Unfortuna te ly, the  me thod by which AP S

5 proposes to seek recovery of those costs  is  unusual and outside the normal ra temaking process,

6 ma king it difficult for us  to a dopt. The re fore , we  will not a dopt a ny a djus tor, such a s  the  EIC

7 adjuster proposed by APS, which would include forecasted costs. Instead, we will authorize APS to

8 collect a  surcha rge  from a ll s tanda rd offe r cus tomers  except those  on Schedule s  Sp-l (Sola r

9 Partners), Schedule GPS-2 (Green Power Percent) and Schedule Solar-2 beginning July l, 2007.

10 This surcharge will be known as the "Environmental Improvement Surcharge" ("ElS"). We will set

l l the ElS at $.00016 per kph, which shall remain in effect until further order by the Commission.

12 APS shall deposit all monies collected by the ElS in a separate interest-bearing account. APS

13 may draw from this  account only for the  purpose  of funding environmenta l improvements  (e ither

14 mandatory or voluntary, but not for payment of fines or penalties). The balance in the ElS account

15 shall be considered a regulatory liability, and amounts withdrawn shall be considered Contributions

16 in Aid of Cons truction ("CIAC"). Each Augus t, beginning in Augus t 2008, APS sha ll file , a s  a

17 compliance item in this case, a report of ElS transactions for the most recent July I through June 30

18 period. The  report sha ll indica te  l) the  beginning ba lance  for the  pe riod, 2) the  tota l amount of

19 money collected by the ElS for the period, 3) the amount of interest earned by the ElS account for the

20 period, 4) the total withdrawals for the period, 5) the ending ElS account balance, 6) a detailed list of

21 the  da tes  and amounts  of withdrawals  with the  tota l reconciled to item 4 above , 7) a  narra tive

22 description of each ElS project to which ElS funds were applied for the period, 8) the accounts and

23 amounts  of CIAC recognized for each ElS  project for the  pe riod, 9) the  cumula tive  ElS  funds

24 collected from July l, 2007 through June 30th of the current period, 10) the cumulative interest earned

25 by the ElS account from July l, 2007 through June 30th of the current period and, ll) the cumulative

26 amounts withdrawn from the ElS account from July l, 2007 through June 30th of the current period.

27 If the Commission were to order an end to the ElS, any residual amounts in the ElS account will be

28 use d a s  dire cte d by the  Commiss ion. APS  s hould file  for Commis s ion a pprova l, a  pla n of
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3

4

5

adminis tra tion tha t appropria te ly re flects  the  ElS  a s  se t forth he re in, within 30 days  of this  Decis ion.

WRA a lso propose d tha t the  Commiss ion dire ct AP S  to unde rta ke  a  clima te  cha nge  ma na ge me nt

pla n, ca rbon e mis s ion re duction s tudy, a nd commitme nt a nd a ction pla n with public input a nd

Commiss ion re vie w. No pa rty obje cte d to this  proposa l, a nd we  will a dopt it, noting, howe ve r, tha t

the  Commission may or may not choose  to formally approve  or take  action on any plan submitted.

6 D. Ne t Me te r in g

7

8

9

10

11

12

13

14

APS is  seeking Commiss ion approva l of its  proposed Ra te  Schedule  EPR-5 which crea te s  a

thre e  ye a r "pilot" ne t me te ring progra m for cus tome rs  tha t ha ve  re ne wa ble  re s ource  ge ne ra tion

facilitie s  of 10 kW or le ss , where  the  cus tomer's  genera tor and load a re  loca ted a t the  same  premise .

EPR-5 has  a  cap of 15 MW on aggrega te  participa tion, and renewable  resources  e ligible  to participa te

in  the  progra m include  s ola r a nd othe r re ne wa ble  re s ource s  a s  de fine d in  the  Commis s ion 's

Environmenta l Portfolio S tanda rd. Qua lifying s tanda rd re ta il ra te  schedule s  for se rvice  a re  limited to

Ra te  S che dule s  E-12 , ER-1 , ET-2 , ECT-lR, a nd  ECT-2  for Re s ide n tia l cus tome rs  a nd  Ra te

Schedule s  E-32 and E-32 TOU for Gene ra l Se rvice  cus tomers  with a  monthly maximum demand of

15 20 kW or le s s .

16 According to AP S , EP R-5 is  de s igne d to be  a  limite d offe ring to give  a n ince ntive  for sma ll

17 cus tome rs  to  pa rtic ipa te  in  AP S ' S ola r P a rtne rs  Ince ntive  P rogra m (cre dit purcha s e  progra m). The

18

19

20

21

22

23

24

Company is  ta rge ting cus tomers  with renewable  ene rgy facilitie s  tha t primarily mee t the ir own needs ,

but who occa s iona lly ha ve  e xce s s  e ne rgy to provide  to the  Compa ny. As  pa rt of the  progra m, the

Compa ny would ins ta ll the  ne ce ssa ry bi-dire ctiona l me te rs  to me a sure  powe r flow both to a nd from

the  cus tomer. During the  yea r, the  excess  power would be  credited aga ins t power tha t the  cus tomer

purchases  from the  Company in future  billing pe riods  and so would be  compensa ted a t the  full re ta il

ra tes . Although EPR-5 a llows  excess  ene rgy to be  can'ied from month to month, the  excess  supply

would be  zeroed out a t the  end of each calendar year.

25

26

27

28

The  Compa ny propos e s  tha t the  "incre me nta l cos t for ne t me te ring will be  funde d through

re ve nue s  colle cte d through the  curre nt EP S  surcha rge . In a ddition, infra s tructure  cos ts , s uch a s

cha nge s  to the  cus tome r billing s ys te ms , will be  minde d through the  EP S  s urcha rge . Revenue

associa ted with transmiss ion and dis tribution, a s  we ll a s  non-avoidable  cos ts  tha t a re  not recove red
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from EPR-5 cus tome rs  would a lso be  funde d by the  EPS  surcha rge ," (APS  Exhibit No. 37, De Lizio

Dire ct, p. 10). AP S  be lie ve s  it is  a ppropria te  to re cove r its  "uncolle cte d fixe d cos ts " unde r EP R-5

which offe rs  a  specia l financia l subs idy to cus tomers  in orde r to promote  sma ll renewable  dis tributed

genera tion systems. Under the  proposed program, the  uncollected fixed costs  would be  ne tted aga inst

the  a s s ocia te d a voide d ge ne ra tion cos ts  tha t the  Compa ny would not incur a s  the  re s ult of the

6 dis tributed genera tion. APS proposed tha t both the  genera tion energy and capacity cost savings  from

7 ne t me te ring would be  based on the  Company's  PURPA avoided cos ts .

8 The  S ola r Advoca te s  s trongly oppos e s  re cove ry of "los t a s  a  re s u lt o f a  ne t

9 me te ring ta riff, a nd re comme nde d incre a s ing the  ca p on individua l s ys te m s ize  to  2 MW. S ola r

10 - Advoca tes  a rgue  tha t no other s ta te  has  a llowed such recovery using the  proposed mechanism, APS '

l l ca lcula tion ha s  only cons ide re d the  cos t, a nd none  of the  sys te m be ne fits , tha t AP S  ha s  fa ile d to

12 e s ta blis h a ny cre dible  grounds  for re cove ry of the  "s o-ca lle d los t re ve nue s ," a rid tha t the  re ce nt

13 Commiss ion Decis ion adopting the  RES rule s  specifie s  clea rly the  me thodology tha t is  to be  used to

14 ca lcula te  any cos t recovery and APS has  not complied with the  requirements  of tha t rule .

S ta ff recommended approving the  EPR-5 with the  following modifica tions :

revenues"

1 5

1 6

17

18

19

20

21

22

1) S ta ff would not re quire  a  bidire ctiona l me te r,
2) S ta ff re comme nds  tha t the  fa cility s ize  limit be  incre a se d to 100 kw,
3) Cus tomer pa rticipa tion should not be  limited by ra te  schedule ,
4) The  s che dule  s hould be  modifie d to indica te  tha t a ll cha nge s  to the  s che dule  will

require  Commiss ion approva l, and
5 ) AP S  s hou ld  be  re qu ire d  to  c la rify the  ta riff to  ind ica te  tha t ra te pa ye rs  will be

responsible  for the  cost of the  meter.

23

Sta ffs  witne ss  recommended tha t APS  be  pe rmitted to recove r revenue  loss  a ssocia ted with

its  proposed ne t me te ring ta riff, but disagreed with APS ' proposa l for measuring revenue  loss . S ta ff

be lieves tha t the  revenue  loss  is  the  diffe rence  be tween the  re ta il ra te  and APS' avoided cost, and tha t

24 the  proposed los t revenue  should apply only to excess  gene ra tion, not to tota l capacity. Furthe r, S ta ff

25 recommended tha t actua l re ta il ra tes  should be  applied, not annual average , tha t avoided costs  should

26 re fle ct se a sona l on-pe a k a nd off-pe a k ra te s , a nd tha t a ll me te re d ra te s  sche dule s  should be  e ligible ,

27 not jus t those  propose d by APS .

28
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1 2
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1 4
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1 6

1 7
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APS did not agree  with S ta ff's  recommendations , s ta ting tha t the  Company's  proposa l was  an

a tte mpt to s trike  a  de lica te  ba la nce  be twe e n providing ince ntive s  to promote  dis tribute d re ne wa ble

re source s  a nd the  a mount of the  ince ntive  be ing pa id for by othe rs  who a re  not pa rticipa nts  in the

progra m. AP S  be lie ve s  tha t S ta ff" s  pos ition would upse t the  ba la nce  a nd provide  a n e ve n gre a te r

subs idy to program participants . APS a rgues  tha t the  10 kW cap on the  genera tor s ize  is  appropria te

for ne t metering, "even in light of an expanded RES program because  the  Company a lready offers  ne t

billing ra te  options  for dis tribute d ge ne ra tion sys te ms  up to 100 kw, which do not ha ve  a ny ca p on

a ggre ga te  pa rticipa tion." (AP S  Exhibit No. 38, De Lizio Dire ct, p. 13) Howe ve r, a s  cle a rly pointe d

out by the  Sola r Advoca te s , APS  cus tomers  do not find those  ne t billing options  a  subs titute  for ne t

me te ring. We  agree  with mos t of S ta ffs  recommenda tions  and will adopt them, howeve r, we  be lieve

tha t APS should be  able  to require  the  use  of a  bidirectiona l mete r. We do not agree  tha t "uncollected

fixed cos ts" or "los t revenues", if they exis t, should be  collected through the  EPS  or RES surcha rge .

Rather, we  be lieve  tha t the  Company should be  a llowed to defer such costs  and seek the ir recovery in

its  ne xt ge ne ra l ra te  ca s e . AP S  s hould file  its  re vis e d ta riff cons is te nt with this  De cis ion within 30

da ys  of the  e ffe ctive  da te  of this  De cis ion. This  is  a  pilot progra m a nd we  e xpe ct AP S  to provide

clea r, quantifiable  and ve rifiable  informa tion us ing actua l re sults  a s  to wha t a re , if any, the  ne t cos ts

(a fte r ca lcula ting a ll be ne fits ) of ne t me te ring.54 We  furthe r note  tha t this  ta riff is  not be ing file d

purs ua nt to the  RES  rule s , a nd tha t AP S  will be  re quire d to comply with the  RES  mie s  whe n the y

become e ffective .

20 E. Demand Side Management

21

22

23

24

25

26

Pursuant to Decis ion No. 67744 and the  Se ttlement Agreement, APS committed to spend $48

million on de ma nd-s ide  ma na ge me nt progra ms  ("DS M") by ye a r-e nd 2007. Ba se  ra te s  include  $10

million pe r ye a r of funding, a nd e xpe nditure s  a bove  tha t a re  de fe rre d a nd colle cte d through a  DSM

adjus tor mechanism. This  leve l of spending will continue  a t the  current leve l until APS  file s , and the

Commiss ion approves , modifica tions  to the  program des ign and budge t requirements . According to

APS, a s  a  re sult of de layed DSM approva ls , the  time  it takes  to ramp up DSM spending, and the  lag

27

28
54 APS' use of "tota l uncollected fixed cos ts  a t $0.04/kWh" in APS No. Exhibit 73 and in APS Exhibit No. 105, Appendix
C is  based on ba llpa rk approximations . Tr. Vol. VIII, p. 1784.
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1

2

3

inhe re nt with s pe nding on e ne rgy e fficie nt ne w cons truction proje cts , AP S  will not s pe nd the  $48

million by the  end of 2007. APS and SWEEP propose  tha t any unspent funds  should be  canted over

and spent in subsequent yea rs . S ta ff opposes  the  "ca rry over" and cite s  to Decis ion No. 67744 which

4 requires  tha t any unspent amount should be  credited to the  ba lance  of the  Demand Side  Management

5 Adjus tme nt Cla use  ("DSMAC") a ccount if APS  doe s  not spe nd a t le a s t $30 million of the  ba se  ra te

6 a llowa nce  for a pprove d a nd e ligible  DS M-re la te d ite ms  during 2005-2007. According to S ta ff, this

7 "under-funding" is  re turned to ra tepayers . We agree  tha t to the  extent tha t APS has  not spent a t leas t

8 $30 million by yea r end, the  DSMAC should be  credited, a s  required by Decis ion No. 67744.

9 RUCO re comme nde d  tha t the  Commis s ion  e xpa nd  AP S ' DS M s pe nding  re qu ire me nt

10 be ginning in 2008, by re quiring tota l a nnua l s pe nding of a t le a s t $20 million ($10 million in ba s e

l l ra te s  a nd $10 through the  DS M a djus tor me cha nis m). RUCO a rgue s  tha t incre a s ing the  re quire d

1 2

1 3

1 4

spending by $4 million will encourage  more  new programs  and savings  to cus tomers . APS  opposes

re quiring a dditiona l s pe nding a t this  time . AP S  a gre e d with RUCO tha t the  DS M progra ms  ha ve

be e n succe ss fully rolle d out, but disa gre e d tha t the y a re  "up a nd running" a nd note d tha t the  DS M

15 a djus tor ha s  fle xibility to a llow AP S  to spe nd more  tha n the  re quire d a mount. We  a gre e  with S ta ff

16 and APS tha t the  current required leve l of $16 million should not be  increased a t this  time .

17 APS reques ts  tha t it be  a llowed to accrue  inte res t on the  unrecovered DSM adjus tor ba lance .

18 Sta ff did not oppose  the  reques t, but recommended tha t the  applicable  inte re s t ra te  be  the  one -yea r

19 Nomina l Treasury Constant Maturitie s  ra te  tha t is  conta ined in the  Federa l Rese rve  S ta tis tica l Re lease

20  H-15  or its  s ucce s s or publica tion .

21

22

23

24

RUCO oppos e d AP S ' re que s t to  a ccrue  inte re s t, citing no

provis ion in the  Se ttlement Agreement tha t would a llow such accrua l. RUCO a rgues  tha t it would be

inappropria te  to begin pe rmitting APS  to ea rn inte re s t on uncollected DSM expenditure s  now, when

for the  past severa l years  APS has pre-collected funds from customers  and no inte rest was credited to

cus tome rs . We  a gre e  with AP S  a nd S ta ff tha t AP S  s hould be  a llowe d to a ccrue  inte re s t on the

25

26

27

unre cove re d DSM a djus tor ba la nce , a t the  ra te  re comme nde d by S ta ff. It is  not ine quita ble  to a llow

inte re s t to a ccrue  now, be ca use  prior to a pprova l of its  DSM progra ms , APS  wa s  una ble  to use  the

funds in the  adjustor ba lance .

S ta ff concurre d with AP S ' propos e d pe rforma nce  ince ntive  in its  P ortfolio P la n of DS M28
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1

2

3

4

5

6

7

8

9

10

programs which se t the  performance  incentive  a t 10 percent of the  ne t benefits  achieved and capped it

a t 10 pe rce nt of tota l DS M s pe nding. S ta ff a lso re comme nde d tha t AP S  include  its  re que s t for a

pe rforma nce  ince ntive  in e a ch s e mi-a nmua l DS M re port, a nd tha t AP S  provide  S ta ff with ba ckup

workpape rs  and input da ta  to subs tantia te  the  numbers  for ne t bene fits  and pe rformance  incentives

included in its  semi-annua l DSM reports . S ta ff further recommends tha t APS use  the  most recent and

re giona lly s imila r e ne rgy s a vings  da ta  a va ila ble , a nd not the  progra m-tile d s a vings  numbe rs  from

2005, tha t a  time  limit should be  placed on ene rgy use  measurements  from othe r regions , tha t APS

use  measured savings  obta ined from APS customers  by the  Measurement, Eva lua tion, and Research

("MER") contra ctor be ginning no la te r tha n July 1, 2007, a nd tha t the  a ve ra ge s  of a ctua l me a sure d

usa ge , for both s ta nda rd a nd upgra de d e quipme nt, should be  re ca lcula te d by the  MER from usa ge

11 samples  for each prescriptive  measure  based on new measurements  from the  fie ld no less  frequently

12 tha n e ve ry two ye a rs . (S ta ff Exhib it No. 16 , Ande rs on  Dire ct) S WEEP  s upporte d the  DS M

13 pe rforma nce  ince ntive  propos e d by AP S  a nd the  re la te d re comme nda tions  ma de  by S ta ff. APS

14 agreed with Staff" s  recommendations and we will adopt them.

S WEEP  be lie ve s  tha t cos t-e ffe ctive  e ne rgy e fficie ncy DS M progra ms  re duce  tota l cos ts  for

16 cus tomers  and a re  in the  public inte re s t. It proposed changes  to APS ' DSM programs , including the

17 a doption of Ene rgy Efficie ncy S ta nda rds  ("EES ") to s e t DS M e ne rgy e fficie ncy progra m goa ls , the

18 deve lopment of an implementa tion plan, and increases  in funding to achieve  the  EES goa ls . SWEEP

19 a rgue s  tha t it is  "importa nt to focus  prima rily on the  effects  and impacts of e ne rgy a nd utility policie s

20 for s e tting goa ls , not prima rily on the  funding or spe nding le ve ls ..... S imply spe nding mone y, e ve n

21 cos t-e ffe ctive ly, s hould not be  the  prima ry focus  of future  goa ls ." (e mpha s is  origina l) (S WEEP

22 Exhibit No. 2, Schle ge l Surre butta l, pp. 3-4). APS  a rgue d tha t its  DSM progra ms  ha ve  only re ce ntly

15

23

24

25

26

27

28

been approved and APS needs time to ge t its  DSM programs up to speed, to gauge  the  progress , and

to e va lua te  wha t is  a ctua lly be ing a chie ve d. AP S  a nd S ta ff be lie ve  tha t it is  pre ma ture  to ma ke

s ubs ta ntia l cha nge s  by imple me nting the  EES  or a  s a vings  ta rge t. In re s pons e  to the  S WEEP

re comme nda tion of a  12 ye a r imple me nta tion pla n, AP S  s ugge s te d tha t the  DS M P ortfolio P la n's

re quire d bie nnia l upda te s  be  use d, While  we  se e  me rit in the  pos ition tha t ta rge ts  or goa ls , a nd not

jus t spending, is  wha t should be  important and driving DSM programs , we  agree  with APS and Staff
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1 that we need time to evaluate our current DSM structure before we make such substantial changes as

3

4

5

6

7

8

9

1 0

1 2

1 3

1 4

1 5

1 6

1 7

2 recommended by SWEEP.

APS and WRA agree  tha t urban hea t is land reduction measure s  should be  taken. The  la rge

concentra tion of pavement and buildings  in urban a reas  such a s  Phoenix has  crea ted an urban hea t

is la nd e ffe ct a nd incre a s ing te mpe ra ture s , which s tra in the  e le ctric grid a nd re quire  incre a s e d

ge ne ra tion from inte rme dia te  a nd pe a king powe r pla nts . AP S  is  a  founding life time  sponsor of the

Arizona  S ta te  Unive rs ity Globa l Ins titute  for S us ta ina bility, which is  de s igna te d a s  the  EP A Ce nte r

for Exce lle nce  in working towa rds  s olutions  to this  proble m. AP S  a gre e s  tha t it s hould s tudy the

bene fits  of a  hea t is land reduction program but disagreed with WRA's  recommenda tion tha t APS be

dire cte d to move  forwa rd with de ve loping a nd imple me nting a  cos t-e ffe ctive  urba n he a t is la nd

progra m now. AP S  indica te d  tha t it wa s  willing  to  hold  a  DS M Colla bora tive  Working Group

mee ting to furthe r ana lyze  the  is sues , and tha t us ing the  DSM cus tom project option is  a  viable  way

to a ddre ss  the  urba n he a t is la nd e ffe ct. Although APS  a nd WR.A do not a gre e  on whe the r the re  is

sufficie nt re se a rch a nd informa tion toda y to imple me nt a  progra m, we  a gre e  tha t AP S  should ta ke

s te ps  to a ddre s s  the  urba n he a t is la nd e ffe ct. We  will re quire  AP S  to conve ne  a  Colla bora tive

Working Group Me e ting within the  ne xt 60 da ys  a nd to pre s e nt whe re  AP S  be lie ve s  the  re s e a rch

s tands  and wha t additiona l informa tion is  needed be fore  a  reduction plan can be  implemented, and

18 when tha t informa tion will be  obta ined.

1 9 F . Renewable Procurement

20 WRA ma de  se ve ra l re comme nda tions  conce rning AP S ' procure me nt of re ne wa ble s . WRA

21

22

23

24

25

26

27

28

argues  tha t APS and its  ra tepayers  face  virtua lly unlimited cost exposure  over the  long Mn because  of

AP S ' he a vy re lia nce  on  na tura l ga s . Na tura l ,  ga s  p rice s  ove r the  ne xt 20  to  30  ye a rs  a re

unpre dicta ble , but the  re ce nt high price s  a re  the  ma jor re a s on for AP S ' re ce nt a nd propos e d ra te

increases  and WRA be lieves  tha t it is  in the  public inte re s t to cap APS ' exposure  to high cos t na tura l

ga s  a nd re pla ce  it with low cos t, s ta bly price d re ne wa ble  e ne rgy. WRA witne s s  Be rry te s tifie d tha t

wind e ne rgy proje cts  ins ta lle d in 2006 or 2007, a nd ge othe rma l e ne rgy contra cts  s igne d in 2005 or

2006, ha ve  price s  tha t a re  cos t compe titive  with na tura l ga s  fire d powe r production a t re ce nt price s

for na tura l ga s . (WRA Exhibit No. l, Be rry Dire ct, DB-3) WRA's  witne s s  te s tiiiie d tha t "low cos t,
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1

2

3

4

5

6

s ta bly price d re ne wa ble  e ne rgy is  be s t vie we d a s  a hedge a ga ins t high ga s  price s  in a n unce rta in

world" where  price  forecas ts  cannot be  us ed to e ffective ly manage  gas  price  ris k ove r the  long run.55

To imple me nt s uch a  long te rn he dge , WRA re comme nds  tha t the  Commis s ion re quire  AP S  to s e e k

to acquire  1,300 GWH pe r yea r of low cos t, s tably priced renewable  ene rgy unde r long te rm contracts

s ta rting be twe e n 2008 a nd 2010, a nd continuing for a t le a s t 15 ye a rs . WRA a ls o re comme nde d tha t

the  Commis s ion re quire  AP S  to tile  a  re ne wa ble  e ne rgy a cquis ition pla n tha t incorpora te s  input from

7 in te re s te d  p a rtie s  th ro u g h  a  c o lla b o ra tive  p ro c e s s ,  with in  fo u r m o n th s  o f th is  De c is io n ,  fo r

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Commission review and approval, and that APS should file reports with the Commission by March 1

of 2009, 2010, and 2011 describing its progress in meeting the goals and proposing how to mad<e up

any deficiencies. WRA noted that no party testified against using renewable energy as a hedge

against high natural gas prices, or that increasing the amount of renewable energy would compromise

system reliability. WRA recommended that the costs of the additional renewable energy should be

recovered through the power supply adjustor. WR.A disagrees with APS that the RES rules alone are

adequate to provide a significant hedge against high natural gas prices, noting that the outcome of the

RES rules is unknown and that the quantity of renewable energy to be obtained pursuant to the RES

rules does not provide an adequate hedge against high natural gas prices.

APS argues that there is a cost premium for any "hedge" and that careful consideration of that

cost is required. APS states that the "critical questions are whether additional amounts of renewable

energy (additional to the RES and that required by Decision No. 67744) constitutes the most effective

hedge in most applications, and, if not, whether such additional cost is reasonable for APS

customers." (APS Reply Brief, pp 36-37).

We agree with WRA that APS should be seeking low cost, stably priced renewable energy

under long term contracts to hedge against and to limit APS' and the ratepayers' exposure to high

natural gas prices over the next 15 years or longer. APS' recent rate increase requests were prompted

by rising fuel and purchased power costs, and APS ratepayers have little insulation against the price

of natural gas. We note that APS currently is able to flow the high cost natural gas through the PSA,

27

28

55 The Energy Information Administration has stated that "natural gas generally has been the fuel with the least accurate
forecasts" with a reported average absolute percent error for forecasts of natural gas wellhead prices from 1982 to 2004 of
67.7 percent. (WRA Exhibit No. 2, Berry Surrebuttal, pp 9-10)
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2

3

4

5

6

7

and has  little  incentive  to replace  na tura l ga s  cos ts  with the  cos t of renewable s . We  a lso agree  tha t

the  cos ts  of the  re ne wa ble  e ne rgy should be  re cove re d through the  PSA, a s  othe rwise , APS  would

ha ve  no  ince n tive  to  re p la ce  na tura l ga s  p roduce d  e le ctric ity with  e le ctric ity p roduce d  from

renewable  resources . We note  tha t WRA's  recommended 1,300 GWH per year leve l of renewables  is

only a  goa l, not a  re quire me nt. We  ha ve  re ce ntly a dopte d re quire me nts  for re ne wa ble  in our

Decis ion adopting the  RES rule s , and we  find tha t the  record in this  ca se  supports  a  finding tha t the

re quire me nt conta ine d in the  RES  rule s  is  a ppropria te  for APS  a t this  time . Accordingly, we  de cline

8 to a dopt a  spe cific ta rge t in this  proce e ding in a ddition to wha t is  conta ine d in our RES  rule s . This

9

10

11

12

13

14

15

16

17

doe s  not me a n tha t AP S  s hould look no furthe r a t a cquiring a dditiona l low cos t, s ta bly price d

re ne wa ble  re source s . The  e vide nce  from this  he a ring indica te s  tha t the  cos t of re ne wa ble s  is  ve ry

much in the  ba llpa rk for price s  of e le ctricity ge ne ra te d us ing na tura l ga s , a nd AP S  ha s  a  duty to

obta in or gene ra te  power tha t is  re liable , cos t-e fficient, and reasonably priced. Even though we  have

not s e t a  ta rge t, we  be lie ve  tha t WRA's  re comme nda tion for AP S  to  file  a  re ne wa ble  e ne rgy

acquis ition plan a s  discussed in WRA's  te s timony, is  appropria te  and will insure  tha t APS  ma inta ins

a  focus on the  long te rm use  of renewables . We a lso be lieve  tha t during those  collabora tive  meetings,

a s  recommended by Inte re s t, inte re s ted pa rtie s  should a lso discuss  and eva lua te  how pe rformance -

ba s e d ince ntive s  a nd de coupling of ra te s  from re ve nue s  might e ncoura ge  AP S  to procure  more

19

20

21

18 re ne wa ble  e ne rgy re source s .

In te re s t re com m e nds  tha t the  Com m is s ion re quire  a n  Inde pe nde nt Eva lua tor be  inc lude d in

future  Re que s t For P ropos a ls  ("RFP ") proce s s e s  for the  procure me nt of re ne wa ble  e ne rgy re s ource s

to  e ns ure  tha t a  fa ir m a rke t re fe re nce  price  is  c re a te d a nd tha t a dditiona l cos ts  a re  not a s s igne d to

22 s pe cific re ne wa ble  e ne rgy proje cts . AP S  oppos e s  the  re comme nda tion a nd be lie ve s  tha t a n

23

24

25

26

Inde pe nde nt Eva lua tor is  unwa rra nte d. AP S  a rgue s  tha t the  RES  rule s  re quire  utilitie s  to ha ve

proce dure s  for se le cting re source s  a nd a lso re quire  ce rtifica tion by a n inde pe nde nt a uditor tha t the

proce dure s  a re  fa ir a nd unbia s e d, a nd ha ve  be e n a ppropria te ly a pplie d. AP S  a ls o  p la ns  to

commis s ion a  Wind Inte gra tion S tudy to  a s s is t in  e s ta blis hing guide line s  to  be  us e d for RFP

27

28
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1 56

2

3

4

5

6

e va lua tions  of wind proje cts . According to AP S , the  cos t to hire  a n Inde pe nde nt Eva lua tor to

re vie w a n RFP  is  $90,000 to $125,000 a nd APS  note s  tha t the  RES  rule s  do not ma nda te  a n RFP .

APS be lieves  tha t the  cos t of an Independent Eva lua tor is  an unnecessa ry use  of cus tomers ' money.

We find tha t a  requirement to include  an independent eva lua tor in every future  RFP for renewables  is

not necessary a t this  time.57 If in the  future  problems develop in the  RFP process , the  a ffected parties

should bring tha t to the  a ttention ofS ta ff and/or file  a  compla int with the  Commiss ion.

7

8

9

10

11

Inte re s t a ls o re comme nds  tha t the  Commis s ion ma nda te  procure me nt s che dule s  for APS  to

s olic it bids  for 150 MW of re ne wa ble  e ne rgy. Inte re s t be lie ve s  tha t re gula rly s che dule d bids  will

provide  notice  to the  indus try for proje ct de ve lopme nt, a nd the  us e  of a n a ll-re ne wa ble  s ource  RFP

will cre a te  a  compe titive  proce s s  to drive  down price s . (lnte rwe s t Ene rgy Allia nce  Initia l Brie f, p.

16) APS opposed the  recommendation because  it be lieves  tha t de terminations  about how and when to

12

13

procure  renewable  ene rgy s hould be  le ft to the  Company s o tha t it can have  the  flexibility it needs  to

be s t s e rve  its  cus tome rs . AP S  committe d to "e nga ging the  ma rke t in a n ope n a nd fa ir ma nne r, a nd

14 a nticipa te s  conducting a dditiona l re ne wa ble  e ne rgy RFP s  in the  future ..
ea (AP S  Initia l Brie f, p .

15

16

17

116) Give n  AP S ' commitme nt, the  re qu ire me nt in  the  RES  ru le s  a nd  our a dop tion  o f tha t

re quire me nt in this  De cis ion, a nd our inte nt to hold AP S  to tha t commitme nt, it is  not ne ce s sa ry to

mandate  additiona l procurements  or a  specific procurement schedule  a t this  time.

18 G. Renewables

19

20

21

22

In its  Initia l Brie f, APS  s ta ted tha t it s upports  the  intent of the  RES  and the  deve lopment and

inte gra tion of re ne wa ble  e ne rgy into its  e ne rgy portfolio . AP S  be lie ve s  tha t re ne wa ble  e ne rgy

dive rs ifie s  the  Company's  ene rgy s upplie s  and provides  many bene fits  to APS  cus tomers  and he lps

manage  the  environmenta l impacts  of e lectricity genera tion.

APS has  proposed to offe r Green Power to cus tomers  who want to buy renewable  energy a t a

24 s urcharge  cos t of $0.01 per kph. The  propos ed ra te  is  bas ed on the  actua l cos ts  of renewable  energy

23

25

26

27

56 Interest Energy Alliance and WRA raised concerns about APS' methodology for calculating wind integration costs in
its renewable RFPs, and APS is in discussion with Northern ArizOna University for the coordination of the wind study.
The wind study will develop experience with actual renewable resources so APS can understand the impact of integrating
specific renewable resources like wind and solar into its system.

28 57 We note that Staff is conducting workshops on procurement.
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1

2

3

4

5

6

7

from three  projects  APS  has  unde r contract. The  ene rgy provided unde r the  Green Power ra te s  will

be  in excess  of the  EPS/RES and Decis ion No. 67744 requirements . APS  agreed with the  following

WRA re comme nda tions : 1) to provide  re ports  on cus tome r pa rticipa tion, kph sa le s , a nd re ve nue  in

its  annua l EPS/RES filings , 2) tha t the  green schedules  should be  based on actua l project costs ; 3) to

pursue  gre e n-e  ce rtifica tion for its  Gre e n P owe r products , 4) to cha nge  the  minimum block s ize  in

GPS-1 to 100 kWh/month, a nd 5) to cha nge  the  30 pe rce nt option in GPS-2 to 35 pe rce nt to be tte r

coincide  with  re ce nt cha nge s  to  the  Le a de rs hip in  Ene rgy a nd Environme nta l De s ign (LEED)

9

10

11

8 standard for new buildings .

S ta ff re comme nds  a pprova l of AP S  GP S -lA a nd P A ta riffs  be ca us e  AP S  is  offe ring more

ene rgy from renewable  sources  a t a  lower price  than APS ' current program, and because  cus tomers

will ha ve  the  opportunity to  de te rmine  the  pe rce nta ge  of the ir e le ctric ity tha t will come  from

12 renewable  resources.

13 WRA be lie ve s  tha t Gre e n  P owe r is  in  the  pub lic  in te re s t. WRA re comme nde d two

14

15

16

17

18

19

20

21

modifica tions  to the  propos e d ta riff: the  Gre e n P owe r pre mium s hould re fle ct the  s ta ble  cos t of

renewable  energy minus the  fluctua ting cost of conventiona l genera tion ins tead of be ing fixed as  APS

proposes , and ins tead of APS  submitting multiple  Green Power ta riffs  with va rying price s  which can

be  confus ing to cus tomers , APS should have  a  s ingle  ta riff with a  s ingle  se t of ra tes  tha t a re  se t each

ye a r ba se d upon AP S ' ye a rly filing of re vis ions  to the  pre mium. WRA a lso re comme nde d tha t the

gre e n powe r pe rce nt s che dule  s hould be  modifie d to a pply the  10 pe rce nt option only to non-

re s ide ntia l cus tome rs , s o tha t AP S  ca n qua lify for Gre e n-e  ce rtifica tion. We  a gre e  with the s e

recommenda tions  and will approve  the  Green Power ta riffs  as  modified here in.

22

23 energy.

AP S  is  a wa re  tha t its  cus tome rs  a re  inte re s te d in re ne wa ble  e ne rgy a nd in pa rticula r, sola r

AP S  curre ntly ha s  a pproxima te ly 4,400 cus tome rs  e nrolle d in its  S ola r P a rtne rs  Ra te

24

25

26

P rogra m, which a llows  cus tome rs  to purcha s e  15 kilowa tt hour blocks  of s ola r e ne rgy, a nd 835

cus tome rs  a re  pa rticipa ting in its  Sola r Pa rtne rs  Ince ntive  P rogra m, ha ving ins ta lle d the ir own sola r

e ne rgy sys te ms . Be ca use  ma ny of AP S ' cus tome rs  ma y not be  a ble  to own a nd ope ra te  the ir own

27 sys tems, APS is  proposing to offe r a  new Tota l Sola r Ra te  (Sola r-3) a s  pa rt of a  pilot program. Under

28 this  progra m, cus tome rs  could support sola r e ne rgy by purcha s ing AP S -ge ne ra te d sola r e ne rgy to
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1

2

offs e t e ithe r 50 or 100 pe rce nt of the ir e ne rgy consumption. S e ve ra l pa rtie s  ra is e d conce rns  a bout the

cos t of the  Tota l S ola r Ra te , a nd AP S  subse que ntly is sue d a n RFP  for sola r e ne rgy for the  Tota l S ola r

3 Ra te , AP S  did not re ce ive  a ny bids  for the  RFP , but did e nte r into a  Me m ora ndum  of Unde rs ta nding

4

5

a nd te rn she e t for a  50 pe rce nt inte re s t in a  tota l sola r proje ct a s socia te d with the  Gila  Rive r India n

Community tha t will provide  a bout one -ha lf a  me ga wa tt of s ola r powe r to s e rve  a  portion of its

6 curre nt S ola r P a rtne rs  Ra te  P rogra m a s  we ll a s  the  s ola r e ne rgy for the  Tota l S ola r Ra te  progra m. On

7

8

De ce mbe r 22, 2006, AP S  file d its  re vise d Tota l S ola r Ra te  of $.l66 pe r kph, which is  lowe r tha n its

initia l ra te . No pa rty has  opposed this  ta riff and we  will approve  it.

9 1 . Oth e r Is s u e s

10

11

12

13

14

15

16

17

Hook-up Fe e s

S ta ff re s e a rche d the  fe a s ibility of e s ta blishing a  hook-up fe e  for AP S . S ta ff be lie ve s  tha t the re

a re  ma ny una ns we re d que s tions  tha t ne e d to be  a ddre s s e d be fore  the  Commis s ion de cide s  this  is s ue ,

a nd s o  doe s  not re com m e nd the  a doption  of hook-up fe e s  for AP S  a t th is  tim e .  S ta ff re com m e nds

tha t if the  Com m is s ion wa nts  to  continue  looking into the  fe a s ibility of hook-up fe e s  for e le c tric  a nd

ga s  utilitie s , a  ge ne ric  docke t s hould be  ope ne d whe re  pa rtie s  ca n provide  informa tion a nd fe e dba ck.

S ta ff note s  tha t if the  Commiss ion we re  to a dopt hook-up fe e s  in this  ca se , the n S che dule  3 should be

m odifie d  to  re m ove  the  fre e  a llowa nce  a nd  to  a ccount for s pe c ia lize d  d is tribu tion  re la te d  cos ts  in

18 e xce s s  of wha t is  include d in the  hook-up fe e .

19

20

21

22

23

24

We agree  with S ta ff tha t the  Commiss ion should use  the  generic docke t to ga the r information

us e ful in e va lua ting the  fe a s ibility of hook-up fe e s  for e le ctric a nd ga s  utilitie s . In  the  in te rim,

howe ve r, we  find tha t, in vie w of the  unpre ce de nte d growth in AP S ' s e rvice  te rritory, gra nting AP S

va riances  to A.A.C. R14-2-207.C.l and C.2, which require  a  company to provide  a  specified footage

of dis tribution line  a t no cha rge , is  a  necessa ry and appropria te  measure  to shift the  burden of ris ing

dis tribution infras tructure  cos ts  away from the  current cus tomer base  to growth.

25

26

27

28

Demand Response and Load Management

Demand Response  programs a re  mechanisms des igned to provide  incentives  to cus tomers  to

re duce  the ir loa d in re sponse  to price s , ma rke t conditions , or thre a ts  to sys te m re lia bility. De ma nd

Re s pons e  ca n re s ult in s a vings  of va ria ble  s upply cos ts  during time s  whe n whole s a le  price s  a nd

69663
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1 de m a nd a re  high. It c a n  d is p la ce  the  ne e d  to  b u ild  a dd itiona l c a p a c ity inc lud ing  g e ne ra tion ,

2

3

4

5

6

7

8

9

tra nsmiss ion, a nd dis tribution, a nd it ca n improve  sys te m re lia bility. Loa d Ma na ge me nt is  a  utility's

de libera te  action to reduce  peak demand or improve  system opera ting e fficiency. S ta ff recommended

tha t AP S  conduct a  s tudy to ide ntify wha t type s  of De ma nd Re s pons e  a nd Loa d Ma na ge me nt

programs would be  mos t bene ficia l to APS ' sys tem. The  s tudy should re ly on a  cos t-bene fit ana lys is

based on the  Socie ta l Cos t Tes t and should be  tiled with the  Commiss ion within e ight months  of this

Decis ion. S ta ff furthe r recommended tha t APS  should file  with the  Commiss ion for approva l, one  or

more  cos t e ffe ctive  De ma nd Re sponse  or Loa d Ma na ge me nt progra ms  tha t the  Compa ny be lie ve s

would be  mos t be ne ficia l to its  sys te m a nd its  ra te pa ye rs . S ta ff re comme nde d this  filing be  ma de

11

12

13

14

15

16

17

18

19

20

10 concurre ntly with the  s tudy.

The  Company agreed with S ta ff and RUCO tha t Demand Res pons e  programs  have  the  ability

to be ne fit the  s ys te m , a nd tha t a  s tudy g roup  s hould be  a s s e m ble d to e va lua te  va rious  De m a nd

Re s pons e  options . The s e  progra ms  a re  dis tinct from AP S ' DS M progra ms , a nd the y re ly on ma rke t

conditions  a nd tie re d p ric ing  to  re duce  pe a k loa d. To cre a te  a  re lia b le , e ffic ie nt, a nd e ffe c tive

Demand Res pons e  program, APS  will need to cons ide r implementa tion cos ts , bene fits , infra s tructure

ne e ds , a nd the  com ple xity of a dm inis tra tion. AP S  be lie ve s  tha t a  thorough s tudy is  ne ce s s a ry to

de te rmine  which programs  would mos t like ly produce  the  mos t cos t e ffective  bene fits , and thinks  tha t

S ta ffs  re com m e nde d e ight m onth s tudy would not be  s ufficie nt tim e . According ly, we  will a dop t

S ta ffs  re com m e nda tions , howe ve r, we  will re quire  the  s tudy a nd the  p rog ra m  filing  to  be  m a de

within one  yea r from the  da te  of this  Decis ion.

21 Ra te  S ta biliza tion Fund

22

23

24

25

26

27

28

In response  to inquirie s  from the  Commiss ion, S ta ff ana lyzed whe the r a  ra te  s tabiliza tion fund

wa s  a ppropria te  for APS . S ta ff te s tifie d tha t a lthough it is  a  nove l ide a  with pote ntia l be ne fits , S ta ff

doe s  not re comme nd e s ta blis hing s uch a  ftmd a t this  time . According to S ta ff, a  ra te  s ta biliza tion

fund would re quire  a  la rge  a mount of up~flront funding from ra te pa ye rs  to a chie ve  a ny me a ningful

impact, and would essentia lly be  front-loading the  cos ts .

De pre cia tion

S ta ff re comme nde d tha t the  de pre cia tion ra te s  propose d by APS  be  a dopte d for use  in this

3.

4.
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1 case . S ta ff found the m  to be  de ve lope d in a  m a nne r cons is te nt with the  Com m is s ion's  rule s  for

2

3

4

5

6

7

8

deprecia tion ra te s  and tha t they a re  cons is tent with a  "te chnica l upda te " approach to the  deprecia tion

ra te s  a pprove d in De cis ion No. 67744. S ta ff re comme nde d tha t AP S  s hould be  re quire d to cle a rly

break out each new deprecia tion ra te  be tween a  s e rvice  life  and a  ne t s a lvage  ra te , s imila r to the  ra tes

s hown in Appe ndix A to De cis ion No. 67744. This  will a llow de pre cia tion e xpe ns e  re la te d to the

e s tim a te d future  cos t of re m ova l to  be  tra cke d a nd a ccounte d for by p la nt a ccount. S ta ff a ls o

re com m e nde d  tha t the  C om m is s ion  cons ide r a m e nding  A.A.C . R 14-2-102 , the  C om m is s ion 's

deprecia tion rule , to a llow a lte rna tive  trea tment for the  cos t of remova l.

5.9

10

11

12

13

Re lia bility a nd S e rvice  Qua lity

S ta ff conducte d  a n  e ng ine e ring  ins pe c tion  to  de te rmine  whe the r AP S ' 2005  ca p ita l

improvements  were  used and use ful and to eva lua te  APS ' plant for qua lity of se rvice  purposes . S ta ff

concluded tha t the  plant improvements  were  appropria te  and necessa ry to provide  re liable , e fficient,

and cos t e ffective  se rvice  to re ta il cus tomers  and to the  wholesa le  marke t. On March 21, 2007, S ta ff

14 file d  a  la te -tile d  e xhib it which inc lude d a dditiona l inform a tion a b out AP S ' p la nt, in  re s p ons e  to

16

17

18

19

20

21

22

15 ques tions  from Commiss ioner Mayes .

Advanced Mete ring Infra s tructure

As  pa rt of its  Adva nce d Me te ring Infra s tructure  ("AMI"), AP S  is  rolling out a pproxima te ly

1,000 "sma rt me te rs" a  we e k, a nd it e xpe cte d to ha ve  ins ta lle d a pproxima te ly 12,000 by the  e nd of

2006. The  initia l dis tribution has  taken place  in APS ' dense r se rvice  segments , apa rtment complexes

and condominium projects . One  advantage  of the  AMI program is  reduced labor cos ts , both from the

a bility to conne ct a nd re conne ct cus tome rs  without s e nding a  cre w to conduct two se pa ra te  me te r

re a ds , a nd from not ha ving to phys ica lly re progra m me te rs  with TOU ra te s . AP S  sugge s ts  tha t the

Commis s ion look a t pe rmitting AP S  to continue  to provide  me te ring s e rvice s  to a ll dire ct a cce s s23

24 customers.

25

26

27

28

Critica l P e a k P ricing

The  Ene rgy P olicy Act of 2005 ide ntifie d s e ve ra l tim e -ba s e d ra te  options , including  critica l

pe a k pricing tha t utilitie s  s hould cons ide r offe ring to cus tome rs . Critica l pe a k pricing is  a  time -ba s e d

ra te  s che dule  whe re  time -of-us e  price s  a re  in e ffe ct e xce pt for ce rta in pe a k da ys  whe n price s  ma y
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l

2

3

4

re fle ct the  cos ts  of ge ne ra ting a nd/or purcha s ing e le ctricity a t the  whole s a le  le ve l, a nd whe n

consumers  may rece ive  additiona l discounts  for reducing peak pe riod ene rgy consumption. APS has

s ta rte d looking a t critica l pe a k pricing but ha s  not propose d this  option in this  ca se . We  e ncoura ge

APS to submit such a  proposal in its  next ra te  case .

Low Income  P lans5

6

7

8

9

10

11

12

13

AP S  ha s  ma de  modifica tions  to the  Low Income  P la n of Adminis tra tion in orde r to promote

furthe r e nrollme nt in the  Compa ny's  Ene rgy Support P rogra ms . ("E-3" a nd "E-4"). The  E-3 progra m

offe rs  dis counts  up to 40 pe rce nt off the  cos t of e le ctricity for cus tome rs  who me e t ce rta in income

guide line s  and exempts  them from PSA cha rges . The  E-4 program adds  anothe r discount for use  of

dura ble  me dica l e quipme nt. AP S  s ta te d tha t its  ne w e nrollme nt te chnique s , including pre -pa id

pos ta ge  for a pplica tions  a nd a n e le ctronic a pplica tion pilot progra m, ha ve  be e n s ucce s s ful. AP S

propose s  to modify the  P la ns  of Adminis tra tion for S che dule s  E-3 a nd E-4 in orde r to fa cilita te  the

automatic enrollment process . No party obi ected to these  modifica tions  and we  will adopt them.

14 Discount for SurePay and Auto Pay

15

16

In De cis ion No. 67744, AP S  wa s  orde re d to conduct a  cos t-be ne fit a na lys is  of S ure P a y, its

a utoma tic pa yme nt progra m. As  pa rt of tha t a na lys is , AP S  e xa mine d the  cos t-e ffe ctive ne s s  of the

17 progra m a nd e xplore d the  poss ibility of offe ring a  1% discount to the  cus tome rs  who pa rticipa te . In

18

19

20

21

22

23

its  a na lys is , APS  a lso took into cons ide ra tion AutoPa y, the  on-line  ve rs ion of Sure Pa y. On Octobe r

7, 2005, APS submitted the  results  of its  ana lysis .

APS  ca lcula te d tha t it e xpe rie nce d ope ra ting a nd cos t of mone y sa vings  of $0.48 pe r month

from each SurePay or AutoPsy cus tomer, for an annua l savings  of approximate ly $820,000 pe r yea r.

AP S  s ta te d tha t the  cos t s a vings  ge ne ra te d by cus tome rs  pa rticipa ting in its  a utoma tic pa yme nt

progra ms  a re  pa s s e d a long to a ll AP S  ra te pa ye rs . AP S  a ls o de te rmine d tha t a  1% dis count to its

24 132,296 Re s ide ntia l S ure P a y a nd AutoP s y cus tome rs  would cos t $1,512,143 pe r ye a r. This

25

26

27

28

demonstra ted tha t the  cost of such a  discount was s ignificantly more  than the  savings.

APS  s ta te d tha t 14.8% of its  cus tome rs  pa rticipa te d in its  a utoma tic pa yme nt progra ms  a nd

tha t given this  robus t marke t sha re , offe ring a  discount to entice  cus tomers  to enroll was  not needed.

APS a lso s ta ted tha t a  discount was  not like ly to entice  the  majority of those  cus tomers  who were  not

8.

9.
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1

2

3

4

5

6

7

8

9

10

11

12

13

enrolled in such a  program to s ign up for one . The  Company concluded tha t because  every additiona l

cus tome r on a utoma tic pa yme nt would produce  $0.48 pe r month in s a vings  a nd be twe e n $0.95

(re s ide ntia l) a nd $6.27 (ge ne ra l se rvice ) pe r month in a dditiona l cos ts , tha t a  discount would not be

cos t e ffective  even if it did produce  s ignificant cus tomer pa rticipa tion.

In light of the  ra te  incre a s e s  gra nte d to AP S  in De cis ion No. 67744 (the  2005 S e ttle me nt),

De cis ion No. 68685 (the  e me rge ncy ra te  ca se ), this  ge ne ra l ra te  ca se , a nd the  pote ntia l of furthe r

incre a s e s  due  to the  ope ra tion of the  P S A, it is  a ppropria te  to re vis it this  is s ue . Cus tome rs , both

res identia l and genera l se rvice , should be  given every opportunity to mitiga te  the  e ffects  of these  ra te

increases . Those  customers  who have  been participa ting in an automatic payment program have  been

s ubs idizing thos e  who do not. It is  the re fore  a ppropria te  to a llow AP S  to incre a s e  its  te s t ye a r

expenses  by $820,000 and to provide  a  monthly discount of $0.48 to those  cus tomers  who gene ra te

tha t s a vings  by the ir pa rticipa tion in a utoma tic pa yme nt progra ms . Accordingly, we  dire ct AP S  to

tile , for Commiss ion approva l, a  ta riff re fle cting this  discount within 30 days  of this  Decis ion.

14 xi. FUEL AUDIT

15

16

17

18

19

20

Sta ff engaged The  Libe rty Consulting Group ("Libe rty") to conduct an examina tion and audit

of the  ma na ge me nt a nd ope ra tions  of the  fue l a nd purcha s e d powe r functions  a t AP S , a nd to

formula te  re commenda tions . The  a udit include d is s uing da ta  re que s ts , in-pe rs on a nd te le phone

inte rvie ws , a nd on-s ite  work obse rva tions  a nd inspe ctions . During the  pe riod of the  a udit, APS  wa s

re spons ible  for managing 10,400 MW of capacity, including 6,415 MW of capacity tha t it owned.

Liberty made  the  following conclusions  and recoinmendations:58

21 A. Orga n iza tion  a nd  S ta ffing

22

23

24

25

26

Libe rty ma de  thirte e n conclus ions  a bout orga niza tion a nd s ta ffing, prima rily finding tha t fue l

a nd powe r procure me nt work groups  ha ve  the  ne ce s s a ry s kills  a nd e xpe rie nce , ope ra te  unde r

adequate  job descriptions, communica te  e ffective ly, have  access  to appropria te  tra ining, use  genera lly

a de qua te  proce dure s  a nd de cis ion proce s s e s , docume nt de cis ions  s ufficie ntly, ope ra te  unde r

e s ta blishe d procure me nt a pprova l limits , a nd unde rgo re gula r inte rna l a uditing. Libe rty ma de  thre e

27

28 58 Staff Exhibit No. 33, pp 6-13, Staff Exhibit No. 28 Antonuk Direct, pp 7-21.
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1

2

3

4

re comme nda tions  conce rning orga niza tion a nd s ta ffing: 1) de ve lop a  comple te  s e t of proce dure s

re la te d to the  ma na ge me nt a nd a dminis tra tion of coa l contra cts , 2) a udit a nd re vise  proce dure s  for

a cce pta nce  of offe rs  for ga s  s upply, a nd 3) s e cure  a n unde rs ta nding with AP S  tha t Commis s ion

auditing includes access to members of the  board of directors

Fuel Management

7

8

9

10

11

1 2

1 3

1 4

Libe rty made  twe lve  conclus ions  about coa l and na tura l gas  management. Libe rty concluded

tha t APS has e ffective ly managed inventory leve ls  and variance  ana lysis , adminis te red coa l contracts

measured supplier performance , carried out sampling processes, automated its  coa l-sampling systems

a nd ma de  e conomica l us e  of combus tion by-products . AP S ' his torica l a pproa ch to ga s -s upply

ma na ge me nt ha s  be e n typica l a nd e ffe ctive . Libe rty ma de  thre e  re comme nda tions  conce rning fue l

management: 1) s treamline  the  procedures  for handling of informa tion on coa l we ights , 2) revise  the

inve ntory ta rge t for Re gula r Coa l a t the  Cholla  S ta tion from 25 da ys  of supply to 35 da ys  of supply

3) conduct a  comprehensive  analysis  of gas purchasing and management under El Paso's  revised ra te

structure , and report to the  Commission withiN one  year

1 5 Fuel Contracts

16

17

18

19

20

Libe rty ma de  s ix conclus ions  a bout fue l contra cts , prima rily finding tha t AP S ' long-te rm a nd

short-te rm coa l supply agreements  a re  e ffective  and appropria te  and tha t APS  used an appropria te

process  in its  recent solicita tion of new long-te rm coa l supplie s . Libe rty found tha t APS uses  a  sound

proce ss  to contra ct for ga s  commodity a nd fue l oils . Libe rty ma de  no re comme nda tions  conce rning

fue l contracts

21 Hedging and Risk Management

22

23

24

25

Libe rty ma de  four conclus ions  a bout he dging a nd ris k ma na ge me nt, prima rily finding tha t

APS  ha s  de s igne d a nd ope ra te s  a  sound he dging progra m tha t ha s  be e n succe ss ful in me e ting its

prima ry obje ctive  of price  s ta bility. Libe rty found tha t the  he dging progra m will pre ve nt cos ts  from

fa lling, and tha t the  segrega tion of utility and non-utility a ctivitie s  is  not a s  comple te  a s  it should be

26 re comme nda tions  conce rning he dging

27

Lib e rty ma d e  two a nd  ris k ma na ge me nt: 1 ) e nga ge

s takeholde rs  in a  discuss ion of hedging program objectives , and 2) report to the  Commiss ion on the

28 future  pla ns  for non-utility a ctivitie s
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1 E. Forecasting and Modeling

2

3

4

5

6

7

Libe rty ma de  four conclus ions  conce rning fore ca s ting a nd mode ling, prima rily finding tha t

APS uses  sufficiently accura te  mode ling to predict fue l and purchased power volume  and cos t, APS

has taken appropria te  actions to ensure  it achieves least-cost tota l dispa tch, APS uses outside  reviews

appropria te ly to improve  management and opera tions, and APS mainta ins adequate  documenta tion to

support regula tory ove rs ight and review. Libe rty made  no recommenda tions  conce rning foreca s ting

and mode ling.

8 F . Plant Operations

9

10

1 1

1 2

1 3

14

1 5

1 6

1 7

1 8

1 9

20

21

22

23

24

Libe rty ma de  twe lve  conclus ions  a bout pla nt ope ra tions , prima rily tha t the  pe rforma nce

me trics  of the  ba s e -loa de d coa l units  de mons tra te  e ffe ctive  ope ra tion, the  la rge  ga s  units  ha ve

experienced representa tive  outage  frequency and dura tion given the  recent in-se rvice  da tes , generic

proble ms , a nd the  cha nge  in mode  of ope ra tion, boile r le a ks  a ccount for "a  cons picuous ly high

percentage  of ne t replacement power costs" associa ted with some units . (Id. p. 19), and tha t the  use  of

a  50/50 load foreca s t combined with fa s t growth and sys tem cons tra ints  in the  Phoenix load pocke t

make  achievement of ta rge ted re se rves  le ss  ce rta in. Libe rty made  five  recommenda tions  conce rning

pla nt ope ra tions : 1) pre pa re  a nd e xe cute  a n a ction pla n tha t will improve  e conomic e va lua tions

re la ted to minimiza tion of outage  time , 2) ana lyze  sys tem rese rve  ca lcula tions  us ing both a  50/50 and

90/10 loa d fore ca s t, incorpora ting the  cons tra ints  of the  P hoe nix loa d pocke t, 3) e va lua te  the

replacement of boile r sections  a t Four Corne rs  #5, Nava jo #2, and Nava jo #3 in light of current high

ne t replacement power cos ts , 4) conduct a  centra lized review of ope ra tor and ma intenance  e rrors  a t

APS  ba se -loa de d coa l pla nts  a nd a t Na va jo, in orde r to a s sure  tha t root ca use s  a re  be ing corre ctly

identified and addre ssed, and de te rmine  the  rea sons  why such e rrors  appea r to be  concentra ted a t

Four Corners  Unit #3 and Nava jo Unit #3, and 5) implement for West Phoenix #5 the  requirement for

root cause  ana lysis  when genera tion is  lost.

25 G. Purchased Power and Off-Svstem Sales

26

27

28

Libe rty ma de  e ight conclus ions  a bout purcha s e d powe r a nd off-s ys te m s a le s , prima rily

finding tha t APS bases  its  marke ting and trading activitie s  on sound hedging policies  and procedures ,

and conducts  e lectricity sa le s  and purchases  cons is tently with leas t-cos t dispa tch guide lines . Libe rty
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1

2

3

4

found tha t the  prima ry re a son tha t off-sys te m sa le s  ha ve  produce d sma lle r ma rgins  is  be ca use  of

AP S ' "s hort" pos ition  in  low-cos t ge ne ra tion ." Libe rty a ls o  found  tha t P WCC ma de  s ome

ina ppropria te  commitme nts  to tra de s  us ing utility a s se ts  in 2005 which AP S  discove re d, corre cte d

and for which APS rece ived the  margins  the  transactions  produced. Liberty a lso found tha t APS does

5 not s e pa ra te  u tility a nd non-utility a ctivitie s  s ufficie ntly. Libe rty ma de  two re comme nda tions

6

7

8

conce rning purchased power and off-sys tem sa le s : 1) clea rly segrega te  utility and non-utility trading

in  a ll ope ra tions  a nd  re porting  to  e ns ure  tha t u tility tra d ing  is  conducte d  to  ma ximize  u tility

opera tions , and 2) comple te  the  process  of preventing future  a ffilia te  use  of utility asse ts  and examine

9 me a ns  fo r con tinu ing  tra ns mis s ion  op timiza tion  tra ns a ctions  th rough  s ome  fo rm of s ha ring

10 me cha nis m.

1 1 H. Nuc le a r Fue l

1 2 AP S  conducts  nucle a r fue l

1 3

14

1 5

Libe rty ma de  thre e  conclus ions  conce rning nucle a r fue l:

procurement and management through an e ffective  organiza tion, it has  deve loped and used e ffective

proce dure s  to procure  nucle a r fue l, a nd it use s  a n a ppropria te  ba s is  to a ccount for its  nucle a r fue l

costs  for ra te rnaking purposes . Liberty made  no recommendations  concerning nuclear fue l.

16 1. Financ ia l Audit o f PSA Cos ts

1 7

18

1 9

20

21

22

23

24

25

26

Libe rty ma de  e ight conclus ions  a bout AP S ' ha ndling of P S A cos ts , prima rily tha t AP S '

a ccounting sys te ms  a re  a de qua te  a nd re a sona bly ma inta ine d to colle ct, re port, a nd a udit the  P S A

filings , a nd to conduct te s ting, tha t the  monthly P S A filings  we re  in ge ne ra l complia nce  with filing

requirements  and the  sum tota l of costs  were  reasonably accura te , and tha t de ta iled tes ting of August

2005 PSA da ta  showed the  supporting information to be  we ll documented and reasonably consis tent

with the  va lues  APS  reported. Libe rty made  five  recommenda tions  conce rning the  PSA: 1) Conduct

pe riodic inte rna l audits  of the  PSA filings  to ve rify the  soundness , comple teness , and accuracy of the

activitie s  tha t produce  them, with the  firs t such audit to be  conducted as  pa rt of the  next audit plan, 2)

Deve lop a  written policy and procedure  for the  prepa ra tion of the  confidentia l PSA filings , 3) Correct

P S A re porting me thods  to a s sure  more accurate cla s s ifica tion a nd re porting of coa l, oil, and gas

27

28
59 APS does not have excess coal and nuclear generation available for substantial portions of the year because its system
load has grown beyond its coal and nuclear resources. Staff Exhibit No. 28, Antonuk Direct, p. 17.
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1

2

3

4

ge ne ra tion informa tion, 4) Re vis e  the  P S A confide ntia l filing forma t to provide  a  sufficie nt le ve l of

de ta il to support the  ca lcula tion of the  components  conta ined within the  PSA non-confidentia l filings ,

and 5) Close ly review and monitor adjus tments  to fue l cos ts  to assure  tha t supplementa l charges  and

re funds  a ppropria te ly cons ide r the  impa ct on inve ntory va lue s  a nd fue l e xpe ns e s  for fina ncia l

5 reporting purpos es .

6 J. Discussion

7

8

9

10

AP S  is  in ge ne ra l a gre e me nt with the  findings  of the  Libe rty a udit, a nd te s tifie d tha t s ome  of

the  cha ng e s  re com m e nde d b y the  a udit ha ve  a lre a dy b e e n unde rta ke n. S ta ff b e lie ve s  tha t a

re a s ona ble  wa y to a ddre s s  a udit findings  is  for the  Compa ny to pre pa re  a n imple me nta tion pla n for

each recommenda tion tha t it accepts , and for each recommenda tion it does  not accept, APS s hould be

11

12

re quire d to  p rovide  a  de ta ile d e xp la na tion of the  re a s ons  why the  re com m e nda tion ne e d not be

imple me nte d. m e th o d  fo r  m o n ito r in g  th e  C o m p a n y'sS ta ff w o u ld  th e n  id e n t ify th e  b e s t

13

14

15

implementa tion plan and for re s olving any is s ues  in dis pute .

W e  a g re e  w ith  S ta ff s  re c o m m e n d a tio n  a n d  w ill o rd e r  AP S  to  p re p a re  a n d  file  a n

imple me nta tion pla n a nd e xpla na tion within s ixty da ys  of the  da te  of this  De cis ion.

16 XII. P URCHAS ED P OWER AND FUEL ADJ US TOR

17 De cis ion No. 67744 e s ta blishe d a  Powe r Supply Adjus tor ("PSA") me cha nism to colle ct fue l

18 a nd purcha s e d powe r cos ts  tha t e xce e de d the  ba s e  fue l cos ts  tha t we re  include d in ba s e  ra te s . AP S

19

20

21

22

23

propos e d modifica tions  to the  e xis ting P S A, including the  following:

1) Elimina tion of the  Tota l Fue l Cos t Re cove ry Ca p of $776.2 million e s ta blis he d

by De cis ion No. 67744 (a nd which ha s  be e n e ffe ctive ly s us pe nde d by De cis ion Nos .

68437 and 68685 pending the  re s olution of this  cas e ),

E lim ina tion  o f the  fou r m il c um ula tive  "life tim e " c a p  on  the  Annua l P S A2)

24

25 3)

26

27 H)

28

Adjus tor and its  replacement with a  four mill annua l cap,

Elimina tion of the  90/10 cos t sha ring mechanism e s tablished by Decis ion No.

67744 for the  following e lements  of fue l and purchased power costs :

the  cos ts  of re ne wa ble  e ne rgy a cquire d from third pa rtie s  a nd not othe rwise

recoverable  under the  Environmenta l Portfolio S tandard/Renewable  Energy S tandard,
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1 and

2 b) the  demand component of any long-tenn purchased power agreement acquired

3

4 4)

5

6 5)

via  a  competitive  procurement process ,

Re mova l of 10 pe rce nt of he dging ga in/los s e s  from the  90/10 s ha ring, thus

effective ly increasing the  sharing of such ga ins/losses  to 80/20,

Elimina tion of the  re quire me nt for ma nda tory P S A s urcha rge  a pplica tions

whenever the  leve l of defe rra ls  reaches  $l00,000,000.7

8

9

10

A. Total Fuel Cost Recoverv Cap; Four Mill Cap; Hedging Gains and Losses;

Mandatorv Surcharge Applications

No pa rty objected to APS ' proposa l to modify the  exis ting PSA to e limina te  the  Cap on Tota l

l l Fue l Cos t Re cove ry, to e limina te  the  four mill "life time " ca p a nd re pla ce  it with a  four mill a nnua l

12 cap, or to e limina te  the  requirement for manda tory PSA surcha rge  applica tions  when de fe rra ls  reach

13 $100,000,000. The  Company withdrew its  origina l proposa l conce rning hedging, and now proposes

14 .to tre a t hedging ga ins  and losse s  jus t like  othe r fue l and purchased power cos ts . RUCO and AECC

15 agreed with this  position, and it is  not inconsis tent with S ta ff" s  recommendation.

16 We  a gre e  with the  pa rtie s  tha t the s e  provis ions  of the  e xis ting P S A a re  unne ce s s a ry a nd

17 should no longer be  part of the  PSA.

18 B. 90/10 Sharing

19 RUCO accepted APS ' proposa l to modify the  sha ring to exclude  both the  cos ts  of renewable

20 e ne rgy a cquire d from third pa rtie s  a nd not othe rwise  re cove ra ble  unde r the  Environme nta l P ortfolio

21 Standard/Renewable  Energy Standard, and the  demand component of any long-term purchased power

22 agreement acquired via  a  competitive  procurement process . S ta ff' s  proposed PSA does not conta in a

23 90/10 or any othe r sha ring mechanism. AUIA recommends  tha t the  Commiss ion e limina te  the  90/10

24 sharing component of the  exis ting PSA. Phe lps  Dodge /AECC opposed any modifica tion to the  90/10

25 sha ring provis ion.

26 We be lieve  tha t ma inta ining an incentive  mechanism with the  opportunity for some  "sha ring"

27 of the  s a vings  or cos ts  of the  purcha s e d powe r a nd fue l cos ts  is  a ppropria te . Although the  90/10

28 sharing may be  a  "blunt ins trument," apparently it did hit the  mark and has  worked to insure  tha t APS
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1

2

3

4

5

6

7

is  dilige nt in its  fue l procure me nt.60 As  pointe d out by RUCO, it is  not a  "pe na lty provis ion" but a il

ince ntive  me cha nis m to a lign AP S ' inte re s t in a cquiring fue l with the  inte re s ts  of AP S ' cus tome rs

who pa y the  cos ts  tha t AP S  incurs . Howe ve r, we  do a gre e  with AP S ' re comme nda tions  to modify

which cos ts  a re  s ubje ct to the  s ha ring re quire me nt. We  a gre e  with AP S  tha t the  fixe d or de ma nd

e le me nt of long-te rm P urcha se  P owe r Agre e me nts  a cquire d through compe titive  procure me nt a nd

re ne wa ble  e ne rgy purcha se s  not othe rwise  re cove ra ble  through the  EP S /RES  should be  e xclude d

from the  sharing requirement.

8 c. Broker Fees

9

10

11

12

13

14

15

16

In a ddition to the  cha nge s  to the  e xis ting P S A, AP S  wa nts  the  Commis s ion to include  the

Fe de ra l Ene rgy Re gula tory Ene rgy Commiss ion ("FERC") Fue l Account No. 557 - Broke r Fe e s , to

the  cos ts  tha t ca n be  re cove re d through the  P S A. According to AP S , in De cis ion No. 68437, the

Commiss ion de nie d re cove ry of broke r fe e s  through the  P S A be ca use  it be lie ve d tha t broke r fe e s

were  not included in the  base  ra te s . APS a rgues  tha t the re  is  no dispute  tha t they a re  included in the

base  fue l cos ts  in this  proceeding, tha t they a re  legitimate  and necessa ry costs  of fue l and purchased

powe r procure me nt, a nd tha t the ir e xclus ion from the  PSA would re sult in a  comple te  disa llowa nce

of such costs .

17

18

De cis ion No. 68437 found tha t whe e ling cos ts  we re  include d in the  PSA, but tha t broke ra ge

costs  were  not.61 APS a rgues  tha t broker fees  a re  included in the  de te rmina tion of base  cos ts  of fue l

19 a nd purcha s e d powe r, a nd tha t the y s hould a ls o be  re cove re d in  the  a djus tor. AP S  ha s  not

20

21

22

23

de mons tra te d a ny re a son why we  should cha nge  the  cos ts  tha t a re  a llowe d to be  re cove re d in the

adjus tor, and we  find tha t the  leve l of broker fees  tha t APS will collect in its  base  ra te s  is  reasonable .

Accordingly, the  broke r fe e s  in e xce s s  of the  le ve l a lre a dy include d in ba s e  ra te s  will not flow

through to the  adjus tor.

24 D. PSA Propos als

The  current PSA s tructure  compares  one  yea r of his torica l, a ctua l fue l and purchased power

26 costs  with the  actual fue l and purchased power costs  recovered though the  Company's  base  ra tes, and

25

27

28

60 See discussion in Fuel Audit section above.
6IDecision No. 68437, pp. 17, 25, and the October 17, 2005, testimony of Barbara Keene in Docket No. E-01345A-03-
0437, p. 8. "Staff continues to believe that broker fees are not allowable PSA costs."
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1 the n colle cts /re funds  the  a llowe d cos ts  ove r the  ne xt ye a r through a n a dj As tor me cha nis m s e t once  a

2 ye a r.

3

4

5

6

7

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

Sta ff be lieves  tha t prices  for fue l and energy remain vola tile  and the re fore , it is  appropria te  for

the  Commis s ion to continue  to a pprove  s ome  type  of P S A me cha nis m for AP S . S ta ff proposed

severa l changes  to the  PSA as  discussed above , and a lso proposed the  use  of a  forecas ted yea r for

s e tting the  P S A ra te  in the  future  a nd a  ne w P la n of Adminis tra tion to re pla ce  the  e xis ting P la n of

Adminis tra tion. S ta ff note d tha t the  e xis ting P S A me cha nis m, in combina tion with the  incre a s e  in

fue l and purchased power price s  a fte r Hurricanes  Ka trina  and Rita , led to the  build-up of subs tantia l

unde rcolle ctions  in 2005-06. This  build-up of de fe rra ls  ca us e d conce rn with ra ting a ge ncie s , who

thre a te ne d to downgra de  AP S ' ra tings . S ta ff be lie ve s  tha t the  public inte re s t would be  s e rve d by

modifying a s pe cts  of the  e xis ting P S A tha t ma y ha ve  contribute d to the  build-up of s ignifica nt

de fe rra ls , a nd tha t the  cha nge s  S ta ff propos e s  will a llow more  time ly re cove ry of AP S ' fue l a nd

purchased power costs, thereby addressing the  concerns of ra ting agencies.

On Fe brua ry 28, 2007, S ta ff file d its  fina l ve rs ion of its  propos e d P la n of Adminis tra tion

("POA") for the  PSA and a  fina l ve rs ion of the  schedule s  tha t a ccompany the  POA.62 On March 26,

2007, APS filed its  Comments  on the  S ta ff"s  fina l ve rs ion of those  documents .

Sta ff' s  proposed new PSA uses  a  forward-looking estimate  of fue l and purchased power costs

18 to s e t a  ra te  tha t is  the n re concile d to a ctua l cos ts  e xpe rie nce d. The  P S A ra te  will cons is t of thre e

1 7

1 9

20

2 1

22

23

24

25

compone nts , tha t working toge the r, a re  de s igne d to provide  for the  re cove ry of a ctua l, prude ntly

incurre d fue l a nd purcha s e d powe r cos ts  tha t e xce e d the  ba s e  cos t of fue l a nd purcha s e d powe r

e mbe dde d in ba s e  ra te s , The  "Forwa rd Compone nt" re cove rs  or re funds  diffe re nce s  be twe e n

expected PSA Year (each February l through January 31 period sha ll constitute  a  PSA Year) fue l and

purchased power cos ts  and those  embedded in base  ra te s .63 The  "His torica l Component" tracks  the

diffe re nce s  be twe e n the  P S A Ye a r's  a ctua l fUe l a nd purcha se d powe r cos ts  a nd those  re cove re d

through the  combina tion of ba s e  ra te s  a nd the  Forwa rd Compone nt, a nd a ls o provide s  for the ir

26

27

28

62 Staff Late-Filed Exhibit S-50.
63 The forecasted costs used to set the "Forward Component" are the costs for a calendar year (i.e. Jan-Dec 2007) but the
recovery year (or "PSA Year") begins a month later, starting February 1, 2007 to collect those forecasted costs and
continues to collect them through the end of the following January 2008. Essentially there is a one month lag. Staff
Exhibit No. S-30, Antonuk Supplemental, p. 3.
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1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

re cove ry during the  ne xt P S A Ye a r. The  "Tra ns ition Compone nt" provide s  for: a ) the  re fund or

recove ry of ba lances  a ris ing unde r the  provis ion of the  old PSA, prior to its  replacement by the  new

PSA, b) the  opportunity to seek a  mid-year change  in the  PSA ra te  in cases  where  variances  be tween

re cove ry of fue l a nd purcha s e d powe r cos ts  unde r the  combina tion of ba s e  ra te s  a nd Forwa rd

Compone nt be come  s o la rge  a s  to wa rra nt re cove ry, s hould the  Commis s ion firs t de e m s uch a n

a djus tme nt to be  a ppropria te , a nd c) the  tra cking of ba la nce s  re sulting from the  a pplica tion of the

Transition Components , in order to provide  a  basis  for the  re fund or recovery of any such ba lances .

The  PSA Ye a r be gins  on Fe brua ry l a nd e nds  on the  e nsuing Ja nua ry 31, with the  firs t PSA

Ye a r in which the  ne w PSA ra te  a pplie s  be ginning on Fe brua ry l, 2007 or the  da te  the  Commiss ion

approves  the  adoption of the  new PSA. The  firs t PSA Year will end on January 3 l , 2008, rega rdless

of the  s ta rt da te , and succeeding PSA Years  will begin on each February l the reafte r.

On or be fore  S e pte mbe r 30 of e a ch ye a r, AP S  will submit a  P S A Ra te  filing tha t include s  a

proposed ca lcula tion of the  three  components  of the  PSA ra te , toge ther with the  necessary supporting

da ta  a nd infonna tion.64 AP S  will supple me nt this  S e pte mbe r filing with His torica l Compone nt a nd

Tra ns ition Compone nt filings  by De ce mbe r 31 in orde r to re pla ce  e s tima te d ba la nce s  with a ctua l

16 ba la nce s .

1 7

1 8

19

20

2 1

22

23

24

Although S ta ff did not a ccept the  Company's  2007 forecas t a s  the  ba s is  for se tting the  ba se

cost of fue l and purchased power, S ta ff does  not object to us ing APS ' 2007 forecast proposed in APS

re joinde r te s timony to de te rmine  the  "forward component" for 2007.

AUIA be lieves  tha t S ta ffs  PSA is  the  be s t way to addre ss  the  is sue  of time ly recove ry of fue l

a nd purcha s e d powe r cos ts  a nd tha t by a llowing re cove ry of cos ts  on the  mos t curre nt ba s is , it

ma rke dly improve s  ca sh me trics  a nd offe rs  the  be s t insura nce  policy a ga ins t furthe r ne ga tive  ra ting

a ge ncy a ctions . If the  Commiss ion de cide s  to ma inta in the  curre nt PSA me cha nism, AUIA s trongly

urges  the  Commission to se t the  base  fue l ra te  a t $0.03249l/kWh and e limina te  the  90/10 sharing.

Phe lps  Dodge /AECC be lieves  tha t S ta ff" s  proposa l to include  a  prospective  component to the

26 P S A is  a  dra ma tic cha nge  to the  curre nt form of the  P S A tha t a lte rs  the  ba la nce  of e quitie s  s truck

25

27

28
64 Including a  forecas t for upcoming calendar year fuel and purchased power cos ts  and a  forecas t of kph sa les  for the
same calendar year.
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1

2

3

4

when the PSA was first negotiated. According to AECC, it has implications for the 90/10 sharing

and the incentive for APS to control its costs, and may require a "doubling-up" of the adjustor in the

first year. AECC believes that the change is not in the public interest and should be denied.

RUCO believes that Staff has proposed a radically different form of a PSA than either the

5 existing PSA or the PSA with the APS proposed modifications. RUCO recommends that the

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Commiss ion re ject the  S ta ff PSA because  it would be  prema ture  to disca rd a  PSA and its  POA tha t

we re  extens ive ly ana lyzed and deve loped in pa s t proceedings  and adopt a  PSA tha t is  ba sed upon

comple te ly diffe re nt philos ophica l unde rpinnings . RUCO be lie ve s  tha t it is  more  a ppropria te  to

twe a k the  e xis ting PSA to be tte r a ddre ss  fue l cos t re cove ry tha n to s ta rt ove r. RUCO a lso oppose s

Sta ff's  PSA because  it omits  the  90/10 sha ring fea ture  of the  exiting PSA. RUCO argues  tha t the  "a rt

in  e s ta blis h ing a  fue l a djus tor me cha nis m is  s triking the  a ppropria te  ba la nce  be twe e n time ly

colle ction of cos ts  a nd a ppropria te  cons ume r s a fe gua rds , e s pe cia lly prote ctions  a ga ins t undue

vola tility in cus tome r ra te s ." (RUCO Initia l Brie f, p. 41) RUCO is  conce rne d tha t it ma y be  difficult

for the  Commis s ion to a dopt a  Forwa rd Compone nt thirty da ys  a fte r AP S  file s  its  fina l propos a l in

la te  De ce mbe r be ca us e  proce e dings  with pros pe ctive  a djus tors  be come  more  compl'ca te d tha n

proceedings  involving only re trospective  adjus tors .

AP S  a gre e d tha t S ta ffs  propose d "prospe ctive " P S A e nsure s  tha t AP S  re cove rs  its  full fue l

a nd purcha se d powe r cos ts  be tte r tha n APS ' e xis ting PSA with the  modifica tions  re comme nde d by

APS. Tha t agreement is  based upon the  following factors :

1) The  "forwa rd compone nt" mus t be  s e t in th is proceeding and become e ffective  a t the

s ame time base rates are  made effective.21

22 2) The  "forwa rd compone nt" mus t be  s e t a t the  diffe re nce  be twe e n the  Ba se  Fue l Cos t

23

24

25

26

27

28

"forward component" ze ro under the  Company's  proposed Base  Fue l Cost).

3) The  90/10 pe na lty provis ion would be  a bolishe d.

4) The  cha rges  authorized unde r the  current PSA s tructure  (the  Februa ry 1, 2007 Annua l

Adjus tor, the  S te p 1 P S A S urcha rge , a nd the  S te p 2 P S A S urcha rge  [to the  e xte nt

authorized] must be  a llowed to fun the ir course  and not be  te rmina ted and rolled into a
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1

2

3

4

2 0 0 8  "h is to ric  c o m p o n e n t, " a s  wa s  s u g g e s te d  in  S ta ffs  o rig in a l P la n  o f

Adminis tra tion ("P OA"). This  is  cons is te nt with S ta ff witne s s  Antonuk's  te s timony a t

the  he a ring. (Tr. Vol. XXI a t 3870-75 [Antonuk]).

5) Some  provis ion mus t be  made  for broke r fee s . The  mos t obvious  solution would be  to

5

6

7

8

9

1 0

11

1 2

1 3

include  the m in the  re cove ra ble  cos ts  unde r the  PSA. A se cond, but le s s  pre fe ra ble ,

option would be  to tre a t the m a s  a  s e pa ra te  line  ite m in the  Compa ny's  non-fue l

ope ra ting expenses . (APS ' Initia l Brie f a t 37, emphas is  origina l).

with these  conditions , APS supports  S ta flfls  PSA proposa l and its  POA.

No pa rty has  sugges ted tha t a  PSA is  no longe r necessa ry or appropria te  for APS. We  agree

with RUCO tha t the re  is  a n "a rt" to de ve loping a  P S A, a nd tha t it mus t ba la nce  time ly re cove ry of

cos ts  with sa fegua rds  to cus tomers  for extreme  vola tility in cos ts . The  exis ting PSA has  de ficiencie s

tha t have  been identified by the  pa rtie s , but with the  modifica tions  recommended in this  proceeding,

it ca n be  improve d to provide  more  time ly re cove ry of cos ts . A P S A tha t ha s : a  4 mill a nnua l ca p, a

1 4 provis ion for 90/10 sha ring of cos ts , except the  cos ts  of renewable  ene rgy acquired from third pa rtie s

15 a nd not othe rwis e  re cove ra ble  unde r the  EP S /RES  a nd the  de ma nd compone nt of a ny long-te rm

16

1 7

1 8

1 9

20

2 1

22

23

24

25

26

purchased power agreement acquired via  a  compe titive  procurement process , no Cap on Tota l Fue l

Cost Recovery, and no requirement for manda tory PSA surcha rge  applica tions  when de fe rra ls  reach

$100,000,000 would go a  long way toward making the  PSA more  re spons ive  to changes  in fue l and

purchased power cos ts . However, a  prospective  PSA would make  the  recovery even time lie r, the reby

improving the  Compa ny's  ca sh flow s ignifica ntly, a nd it would s till provide  sa fe gua rds  to cus tome rs

to ma ke  sure  tha t the  cos ts  re cove re d we re  prude nt. Howe ve r, such a  prospe ctive  a djus tor should

a ls o  conta in  a  s ha ring provis ion to  provide  a n ince ntive  for the  Compa ny to  ke e p its  fue l a nd

purchased power cos ts  a s  close  to base  ra te s  a s  poss ible . The  re solution conce rning sha ring above ,

which e xclude s  the  cos ts  of re ne wa ble  e ne rgy a cquire d  from th ird  pa rtie s  a nd not o the rwis e

re cove ra ble  unde r the  EP S /RES  a nd the  de ma nd compone nt of a ny long-te rm purcha s e d powe r

agreement "acquired via  a  compe titive  procurement process  should apply to the  prospective  PSA as

27

28 65 Long-term purchased power agreements are those with a tern greater than or equal to three years.
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1 we ll.

2

3

APS proposed to modify the  PSA by e limina ting the  four mil cumula tive  "life time" cap on the

Annua l PSA Adjus tor and replace  it with a  four mil annua l cap. S ta ffs  proposa l was  to e limina te  the

4 ca p e ntire ly. The  Commiss ion finds  tha t the  four mil ca p should be  a n a nnua l, not a  life time  ca p. In

5

6

7

8

9

othe r words , the  PSA adjus tor ra te  could not increase , or decrease , in any one  yea r, more  than four

mills  from the  e xis ting P S A a djus tor ra te . This  le ve l, combine d with the  highe r ba se  cos t of fue l we

a re  a dopting in this  Orde r, a nd the  othe r cha nge s  to the  P S A a s  de scribe d a bove , will s ignifica ntly

improve  APS ' ca sh flow, while  a t the  sa me  time  prote cting ra te pa ye rs  from pote ntia l la rge  spike s  in

the  PSA.

10

11

12

13

14

15

16

17

18

19

20

Accordingly, while  we  be lie ve  tha t e ithe r P S A de s cribe d a bove  is  re a s ona ble , be ca us e  a

pros pe ctive  P S A will s ignifica ntly improve  AP S ' ca s h flow, we  will a dopt S ta ffs  propos e d P S A a s

modified to include  a  four mil annua l cap and the  sha ring mechanism as  described above . The  base

the re fore , the  Commis s ion  will a dopt a  curre nt "Forwa rd  Compone nt" of ze ro . Th e  P la n  o f

Adminis tra tion for S ta ff's  PSA addressed the  trans ition from the  old PSA to the  new PSA. We  agree

with S ta ff a nd APS  tha t the  a ppropria te  wa y to a ddre ss  a ny PSA cha rge s  curre ntly a uthorize d is  to

a llow the m to continue  to run the ir course  a s  origina lly se t, e xce pt the  2007 a nnua l a djus tor ra te  of

.003987 sha ll remain in e ffect as  long as  necessary a fte r January 31, 2008 to collect an additiona l $46

million of 2007 fue l and purchased power cos ts . Any re s idua l amounts  rema ining can be  handled in

the 2008 or 2009 PSA Year.66

21

22

23

24

25

26

S ubse que nt to S ta ff filing its  La te -File d Exhibit No. 50, AP S  file d comme nts  a nd sugge s te d

modifica tions  to the  P la n of Adminis tra tion. S ta ff ha s  not file d a ny obje ctions  to AP S ' sugge s tions ,

and except for the  language  APS changed to a llow broke r fees  in excess  of the  amounts  included in

ba s e  ra te s  into the  P S A, we  will a dopt the m a nd orde r S ta ff to file  the  fina l, conforme d P la n of

Adminis tra tion tha t is  cons is te nt with this  De cis ion, within 30 da ys  of this  De cis ion. In a ddition to

any and a ll othe r changes  tha t a re  needed to conform the  P lan of Adminis tra tion to this  Decis ion, we

27

28 66 Tr. Vol. XXI, pp. 3870-72.
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l direct S ta ff to amend the  P lan as  follows:

2

3

Page 14, first paragraph under '8 . Compliance Re ports ', second sentence,

Afte r 'AP S ' INS ERT
Afte r, 'Office r' INS ERT

4

'p rincipa l'
' ,  a s  lis te d  in  the  Compa ny's  a nnua l re port file d  with  the
Commiss ion's  Corpora tions  Divis ion."

5 XIII. P ALO VERDE IS S UES

6

7

8

The  P a lo  Ve rde  Nucle a r Ge ne ra ting  S ta tion  ("P a lo  Ve rde ") is  jo in tly owne d by s e ve n

companies: AP S  (29.1 pe rce nt), S a lt Rive r Agricultura l Improve me nt a nd P owe r Dis trict (17.5

pe rce nt), S outhe rn Ca lifornia  Edis on Compa ny (15.8 pe rce nt), El P a s o Ele ctric Compa ny (15.8

9 pe rce nt), P ublic S e rvice  Compa ny of Ne w Me xico (10.2 pe rce nt), S outhe rn Ca lifornia  P ublic P owe r

10 Authority As s ocia tion (5.9 pe rce nt), a nd De pa rtme nt of Wa te r a nd P owe r City of Los  Ange le s  (5.9

11 percent). APS is  the  licensed opera tor and the  opera ting agent for Pa lo Verde  on beha lf of its  owners .

12 AP S  ma na ge s  the  e mploye e s  a nd contra ctors  working a t P a lo Ve rde  a nd ma ke s  a ll de cis ions

1 3 regarding the  sa fe  and re liable  opera tion of the  s ta tion. APS confe rs  with and rece ives  approva l from

14 the  othe r owne rs  on s ome  is s ue s , including a ll ma jor ca pita l proje cts  s uch a s  s te a m ge ne ra tor

15 replacements  and turbine  upgrades . (APS Exhibit No. 94, Levin Rebutta l, p. 7). Pa lo Verde  is  a  vita l

16

1 7

1 8

19

20

component of APS ' gene ra tion re source s , providing 18.9 pe rcent of APS ' tota l gene ra ting capacity.

(S ta ff Exhibit No. 46, GDS Associa te s , Inc. Report, p. 6)

In 2005, P a lo Ve rde  ha d more  outa ge s  tha n nonna  a nd the  ca pa city fa ctor a nd ge ne ra tion

were  lower than expected. (Id .) APS  a gre e s  tha t it fe ll a bout te n pe rce nt shy of its  production a nd

ca pa city fa ctor ta rge ts  for 2005, a nd tha t the  de cre a s e  in pe rforma nce  wa s  dire ctly re la te d to the

21 gre a te r tha n typica l numbe r a nd dura tion of pla nt outa ge s . (AP S  Exhibit No. 94, Le vin Re butta l, p.

22 10).

Ope ra ting pe rforma nce  of the  P a lo Ve rde  nucle a r powe r pla nts  dire ctly a ffe cts  the  cos ts  of

24 fuel and purchased power tha t ra tepayers are  required to pay though an adj Astor mechanism. Nuclear

25 powe r pla nts  ha ve  the  highe s t ca pita l cos ts  of a ny ce ntra l powe r s ta tion, but ha ve  low fue l a nd

26 va riable  cos ts . This  offse t enable s  nuclea r power to be  an economic source  of e lectrica l gene ra tion.

23

27 Because  both the  high capita l cos ts  and low opera ting cos ts  a re  built into base  ra te s , ra tepayers  pay

28
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1

2

3

4

5

6

7

8

9

10

11

12

13

the  high capita l costs , even when the  plants  a re  not opera ting. When the  plants  a re  out of service , tha t

low cos t los t ge ne ra tion ha s  to be  re pla ce d by highe r cos t ge ne ra tion a nd the  a dditiona l cos ts  a re

recove rable  through the  PSA. Howeve r, the  fue l and purchased Power cos ts  recove rable  unde r the

P S A a re  s ubje ct to a  prude nce  re vie w a nd ma y be  dis a llowe d by the  Commis s ion if the  cos ts  a re

found not to be  prude ntly incurre d. In re s pons e  to the  e le ve n P a lo Ve rde  outa ge s  in 2005, S ta ff

is s ue d a  Re que s t for P ropos a ls  to e nga ge  a  cons ulta nt to inve s tiga te  the  re a s ons  for the  lowe r

pe rforma nce  a nd to ma ke  re comme nda tions  to improve  pe rforma nce  a nd re duce  the  like lihood of

more  unplanned outages in the  future .

On Fe brua ry 2, 2006, AP S  file d a n a pplica tion for a pprova l of a  P S A surcha rge  to re cove r

$44.6 mi1lion67 plus  accumula ted inte rest in replacement power costs  tha t were  a  result of outages a t

Pa lo Verde  during 2005.68 APS be lieves  tha t none  of the  outages  were  the  result of imprudence  and

tha t a ll the  replacement power cos ts  should be  recovered from ra tepayers  through implementa tion of

a  "S te p 2 P S A S urcha rge " in this  De cis ion. S ta ffs  witne s s , Dr. Willia m J a cobs , Vice  P re s ide nt of

15 ide ntifie d  four tha t re s ulte d  from  im p rude nce .

14 GDS Associa tes , Inc. ("GDS") tes tified tha t of the  e leven planned and unplanned outages  in 2005, he

Dr. J a cobs  re comme nde d tha t the  Commis s ion

16

17

18

dis a llow re cove ry of 5516.186 million, including $l3.757 million of re pla ce me nt powe r cos ts  during

the  pe riod the  P S A wa s  in e ffe ct, a nd the  cos t of re duce d m a rg ins  on off-s ys te m  a nd opportunity

sales.

19 S ta ffs  cons ulta nt, GDS , ma de  the  following s e ve n conclus ions :

20

21

22

23

24

25

26

1) P e rforma nce  of the  P a lo Ve rde  P la nt ha s  de cline d s ignifica ntly ove r the  pa s t thre e
years .

2) The  numbe r of outa ge s  wa s  much highe r tha n norma l a nd the  ca pa city fa ctor a nd
genera tion were  lower than should be  expected.

3) AP S  a cknowle dge s  the  de cline  in pe rforma nce  a nd ha s  imple me nte d a n a ggre s s ive
P e rforma nce  Improve me nt P la n  ("P lP ") to  re turn  the  P la nt to  its  forme r le ve l of
pe rformance .

4) Four of the  2005 outages  were  avoidable  and the  result of imprudence .
5) S ome  of the  unpla nne d outa ge s  we re  ca use d by fa ulty or de fe ctive  ve ndor supplie d

e quipme nt. We  ha ve  e va lua te d AP S ' a ctions  re la te d to the s e  s pe cific outa ge s  a nd
have  concluded tha t APS ' actions  were  not imprudent.

27

28
67 90 percent of $49,516,000.
68 Docket No. E-01345-05-0826,
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1

2

3

4

6) It is  too s oon to de te rmine  the  prude nce  of the  Unit 1 s hutdown a s s ocia te d with the
s hutdown cooling line  vibra tion. This  is  a  unique  proble m, It a ppe a rs  tha t AP S  ha s
ma de  a  conce rte d e ffort to re solve  the  vibra tion proble m, which continue d into 2006.
Additiona l inve s tiga tion will be  ne e de d to de te rmine  the  ca use  of a nd re spons ibility
for this  outage .

7) Although AP S  re ce ive d a  ye llow finding from NRC"" in 2004 re ga rding sa fe ty re la te d
is s ue s  of s ubs ta ntia l importa nce , it is  GDS ' conclus ion tha t the re  is  no e vide nce  or
indica tion tha t opera tion of the  plant in 2005 has  compromised sa fe ty.

5

6

7
GDS made  the  following s ix recommenda tions :

8

9

1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

26

1) The  Commiss ion should disa llow the  additiona l cos ts  re sulting from outages  identified
a s  a voida ble  a nd imprude nt in this  re port. The  re s ulting dis a llowa nce  is  $17373
million (s e e  Ta ble  5). The  a mount of $1.623 million incurre d be fore  April 1, 2005
should not be  e ligible  for cons ide ra tion in e s ta blishing ba se  fue l cos ts  in the  pe nding

2) An issue  re la ted to the  unplanned Pa lo Verde  outages  a ttributable  to faulty or de fective
vendor-supplied equipment is  the  degree  to which APS has  sought appropria te  lega l or
othe r remedies . This  report does  not address  this  issue , but ins tead recommends  tha t
the  Commis s ion a ddre s s  it in  the  pe nding ra te  ca s e . AP S  s hould  be  g ive n the
opportun ity to  de mons tra te  the  s te ps  tha t it ha s  ta ke n  in  th is  re ga rd , a nd  the
Commiss ion should eva lua te  APS ' action.

by The  Commis s ion s hould e s ta blis h ' ba  Nucle a r P e rforma nce  S ta nda rd tha t would
es tablish minimum acceptable  leve ls  of pe rformance  for Pa lo Verde  and pena ltie s  for
pe riods  during which the  pe rforma nce  of Pa lo Ve rde  fa lls  be low the  minimum le ve ls .
The  Nuclear Perfonnance  Standard should be  considered in APS' pending ra te  case .

4 ) Th e  C o m m is s io n  s h o u ld  o rd e r AP S  to  s u b m it a  s e m i-a rm u a l re p o rt to  th e
Commiss ion's  Docke t Control, de scribing plant pe rformance , expla ining any nega tive
re gula tory re ports  by the  NRC or 1NPQ71 a nd providing de ta ils  of corre ctive  a ctions
taken. APS should submit this  report semi-annua lly until the  Commiss ion decides  tha t
it is  no longer necessary.

5) The  Commis s ion  s hould  orde r AP S  to  e va lua te  its  p rogra ms  to  de a l with  a g ing
e quipme nt a t P a lo Ve rde . This  e va lua tion should cons ide r indus try e xpe rie nce  with
a ging e quipme nt, progra ms  e s ta blis he d a t o the r nucle a r p la nts  tha t ha ve  be e n
successful in managing aging equipment issues , and recent experience  a t Pa lo Verde .
APS  should submit a  re port to the  Commiss ion within 120 da ys  of the  Commiss ion's
orde r in this  ma tte r de scribing the  findings  of the  e va lua tion a nd the  a ctions  ta ke n to
improve  APS' management of aging equipment issues .

6) The  Commiss ion should orde r APS  to eva lua te  its  programs  for rece ipt inspection and
ve rifica tion of pa rts  prior to ins ta lla tion. This  e va lua tion s hould cons ide r indus try
experience , programs es tablished a t othe r nuclea r plants  tha t have  been successful in
avoiding outages  due  to ins ta lla tion of incorrect pa rts , and expe rience  a t Pa lo Ve rde .
APS  should submit a  re port to the  Commiss ion within 120 da ys  of the  Commiss ion's

27

28

69 Nuclear Regulatory Commission
70 This recommendation was later modified to a total of $16. l86 million as set out above.
71 "Institute of Nuclear Power Operations"
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1
orde r in this  ma tte r de scribing the  findings  of the  e va lua tion a nd the  a ctions  ta ke n to
improve  rece ipt inspection and pre -ins ta lla tion ve rifica tion of pa rts  a t Pa lo Verde .

2 A. Conclusions #1, #2, #3, and Recommendation #3 Pe rforma nc e , Pe rforma nc e

3 Improvement Plan, Nuclear Performance Standard

4 AP S ' witne s s , Le vine , te s tifie d tha t s a fe  ope ra tion of the  P a lo Ve rde  units  is  the  ove niding

5 priority a nd tha t P a lo Ve rde  ha s  ope ra te d s a fe ly. He  dis a gre e d with the  GDS  conclus ion tha t the

6 pla nt's  2005 ca pa city fa ctor shows  tha t pe rforma nce  in 2005 wa s  "poor" a nd te s tifie d tha t "ove r the

7 la s t 10 ye a rs , P a lo Ve rde  ha s  pe rforme d we ll in compa rison to othe r nucle a r pla nts ." (AP S  Exhibit

8 No. 94 , Le vine  Re butta l, p . 4 ) In re s pons e , S ta ffs  witne s s  te s tifie d tha t he  be lie ve d tha t the

9 comments  of Pa lo Verde 's  top executive , Mr. Levine , and the  other Company witnesses  a re :

10

11

1 2

13

14

1 5

16

17

... quite  ironic a nd mispla ce d give n tha t the ir fa ilure  to re cognize  the  de cline  in
Pa lo Verde  pe rformance  and take  appropria te  corrective  action was  due  in pa rt to
the ir re lia nce  on pa s t pe rforma nce . The ir re comme nda tion tha t the  Commiss ion
focus  on the  prior 10 years  of Pa lo Verde  performance  is  exactly the  management
minds e t tha t a llowe d the  de cline  in P a lo Ve rde  to continue  for s e ve ra l ye a rs
without corre ctive  a ction a nd le d to P a lo Ve rde  re s iding a t the  bottom of the
nuclea r indus try.~ The  Pa lo. Ve rde
le a de rs h ip  d id  not fu lly a cce pt tha t the  P a lo  Ve rde  pe rforma nce  indica tors
re fle cte d a ctua l pe rforma nce  until mid 2005. Ma na ge me nt's  mindse t re sulte d in
pa rt from ten previous  yea rs  of Pa lo Ve rde  top qua rtile  leve ls  of pe rformance ' By
focus ing on prior good pe rformance , Pa lo Verde  management fa iled to recognize
the  declining pe rformance  until seve ra l yea rs  a fte r the  trend began. (S ta ff Exhibit
No. 48, Jacobs Surrebutta l, p. 4)

18

19
Dr. Ja cobs  a lso disa gre e d with Mr. Le vine 's  a sse rtion tha t the  de cre a se  in pe rforma nce  wa s

re la ted to the  grea te r number and dura tion of plant outages, citing the  APS Performance  Improvement
20

Plan's  s ta tement:
21

22

23

24

25

26

In la te  2002 or e a rly 2003 pe rforma nce  indica tors  a t P a lo Ve rde  be ga n a  downwa rd
tre nd re la tive  to the  sus ta ine d high pe rforma nce  le ve ls  in pre vious  ye a rs . A ca use  of
this  tre nd a ppe a rs  to ha ve  be e n the  re a lignme nt of ke y s ite  le a de rs hip tha t in tum
caused the  team to be  more  focused on day-to-day tactica l matters , and less focused on
s tra tegic planning, s tanda rds  and accountability. Additiona lly, in 2004, two s ignificant
events  occurred a t Pa lo Ve rde . They a re  the  three  unit trip in June  2004 tha t re sulted
from a  grid dis turba nce  a nd, the  dis cove ry, in July 2004, of the  a bse nce  of wa te r in
portions  of Eme rge ncy Core  Coola nt S ys te m piping ("RAS 72 S ump Eve nt"). The s e

27

28
72 "RAS" stands for Recirculation Actuation Signal, the signal that allows the Emergency Core Cooling Systems to take
suction firm the Containment Sump during a Loss of Coolant Accident.
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1
events  a lso revea led issues with regard to various Pa lo Verde  programs and processes

. . 7 3
tha t a re  in need of improvement.

2 Dr. Jacobs  concluded tha t APS  de te rmined tha t the  declining pe rformance  was  due  to APS '

3 loss of focus by key site  leadership and programs and processes that needed improvement.

4 AP S  a gre e d  tha t its  P IP  is  a  compre he ns ive  p la n  with  s ubs ta n tia l re s ource s  a nd  the

10

11

12

13

5 commitme nt of AP S  ma na ge me nt to re turn P a lo Ve rde 's  pe rforma nce  to the  s us ta ine d le ve l of

6 e xce lle nt pe rforma nce  it pre vious ly e njoye d. Afte r ma king his  initia l conclus ions  a bout AP S ' P IP

7 a nd e xpre s s ing optimis m for its  s ucce s s , Dr. J a cobs  e xpre s s e d le s s  optimis m in his  s urre butta l

8 te s timony file d la te r in 2006. Dr. J a cobs  note d tha t both the  NRC ins pe ction re port on the  a re a  of

9 proble m ide ntifica tion a nd re solution is sue s  in Ma y 2006, a nd the  Augus t 31, 2006 NRC Midcycle

Review and Inspection P lan for Pa lo Verde  were  not encouraging, and te s tified tha t the  "NRC is  not

convinced and results  to da te  have  not demonstra ted tha t the  corrective  actions  implemented to da te

a re  s ufficie nt to  re s olve  the  proble ms  in  huma n pe rforma nce  a nd proble m ide ntifica tion  a nd

re solution." (S ta ff Exhibit No. 48, Jacobs  Surrebutta l, p. 13)

14 _ Staff. Recommendation -#3 -implcmgrjgiion -Qr_ @-N\§>1e9£ Rerformance Standard-"NPS")

15 included the following features to be considered in designing an NPS :

16

17 The  method of se tting ta rge ts  and eva lua ting actua l ve rsus  ta rge t pe rformance  should
be  clea rly de fined and consis tently applied,

18
•

19
P la nt pe rforma nce  s hould be  e va lua te d in te rms  of its  impa ct on the  "bottom line "
system production cost in order to ensure  tha t system cost savings remains the  primary
opera ting goa l,

20

21 • Dis a llowa nce s  s hould be  ba s e d on the  cha nge  in s ys te m production cos ts  which is
re la ted to the  difference  be tween actua l and ta rge t plant performance ,

22

23
Disa llowa nce s  should close ly corre la te  with the  a ctua l cha nge  in sys te m production
costs  which is  re la ted to the  diffe rence  be tween actua l and ta rge t plant performance ,

24
•

25
The  ra nge  for dis a llowa nce s  s hould be  ca ppe d a t a  le ve l which pre ve nts  s e ve re
fina ncia l pe na lty a nd a bove  which de ta ile d re vie ws  of e xte nde d outa ge s  or othe r
extraordinary events can be  conducted, and

26

27
• The  Nucle a r P e rforma nce  S ta nda rd should be  re la tive ly e a sy to a dminis te r a nd not

28 73 Palo VerdeNuclear Generating Station Performance Improvement Plan, October, 15, 2005, page 1.
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(S ta ff Exh ib it n .  47 ,
1

ove rly burde ns ome  on the  Compa ny or Commis s ion S ta ff.
Jacobs Direct, pp 6-7)

2 Sta ff s  witne ss  te s tifie d tha t the  following spe cific de ta ils  should be  pa rt of the  NPS  for Pa lo

3 Verde:

4 • P a lo  Ve rde 's  pe rfo rma nce  will be  me a s u re d  by the  ca pa c ity fa c to r a ch ie ve d ,
ca lcula ted every 3 years ,

5
•

6

7

The capacity factor ta rge t va lue  is  the  average  capacity factor achieved over the  3-year
pe riod by s imila r U.S . nucle a r powe r pla nts . S imila r nucle a r powe r pla nts  a re  de fine d
to be  a ll pre s s urize d wa te r re a ctors  ("P WR") ope ra ting in the  Unite d S ta te s  with
genera ting capacity grea te r than 600 MW,

8
•

9
U.S. PWRs with a  3-year capacity factor of less than 60% should be excluded firm
calculation of the target value,

10
• If the  3-ye a r ca pa city fa ctor a chie ve d by Pa lo Ve rde  is  gre a te r tha n the  ta rge t va lue ,

the re  would be  no action resulting from the  NPS,11

12 •

13

14

15

It the  3-yea r capacity factor achieved by Pa lo Verde  is  le ss  than the  ta rge t va lue , APS
will de te rmine  the  a dditiona l fue l or re pla ce me nt powe r cos ts  incurre d by compa ring
a ctua l s ys te m cos ts  to  s ys te m cos ts  tha t would ha ve  re s ulte d if P a lo Ve rde  ha d
opera ted a t the  ta rge t va lue  capacity factor. APS should submit the  ca lcula tion of Pa lo

be low the  ta rge t va lue  within 90 days  of the  end of each 3-year period,

16 • Trea tment of these  additiona l cos ts , if any, will be  de te rmined by the  Commiss ion, and

17
•

18

At the  Commis s ion's  dis cre tion, de ta ile d re vie ws  ma y be  conducte d of e xte nde d
outa ge s  or othe r e xtra ordina ry e ve nts  tha t would s ignifica ntly impa ct P a lo Ve rde 's
capacity factor during the  3-yea r pe riod. (S ta ff Exhibit N. 47, Jacobs  Direct, pp 7-8)

19

20

21

22

23

24

25

26

27

APS' witnesses  te s tified tha t an NPS is  unnecessa ry, inappropria te , and tha t S ta ff's  proposed

NPS is  lacking key e lements . APS be lieves  tha t a  NPS is  unnecessa ry because  the  exis tence  of one

would not a ffect how APS opera te s  Pa lo Verde . In a  recent proceeding in Georgia , upon Dr. Jacobs '

re commenda tion, the  Georgia  Commiss ion te rmina ted an NPS  because  the  utility indica ted tha t the

NP S  ha d no impa ct on how it ope ra te d the  pla nt. AP S  a ls o a rgue s  tha t the  NRC ha s  e xpre s s e d

conce rn a bout the  e ffe ct tha t pe na lty-only, ca pa city fa ctor-only NPSs  ha ve  on sa fe ty. Furthe r, APS

a rgue s  tha t S ta ff's  proposa l did not include  e nough informa tion a nd de ta il to a dopt a n NP S  in this

proce e ding. AP S  pointe d out tha t furthe r de ve lopme nt on the  is s ue  of a  "ca p" on the  pe na lty is

necessa ry, tha t the  diffe rences  in re fue ling cycles  would have  to be  addressed, whe the r the  mean or
28
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1

2

3

4

5

median capacity factor should be  used for the  ta rge t va lue  needs to be  de termined, tha t de ta ils  of how

a  financia l pena lty would be  ca lcula ted would need to be  included, tha t plant specific cha racte ris tics

of Pa lo Verde  should be  included, tha t conside ra tion should be  given to a  "dead band" or "null zone ,"

tha t the  comparison group includes  plants  grea te r than 1000 MW, and tha t additiona l sa fe ty-re la ted

a ttributes  to offse t any of the  potentia l nega tive  e ffects  of the  capacity factor-only proposa l should be

6 cons ide re d a nd include d. AP S  a ls o a rgue s  tha t a  pe rforma nce  s ta nda rd s hould include  e qua l

7

8

opportunitie s  for rewards  and pena ltie s  a s  expressed by the  NRC and as  the  Commiss ion concluded

in a  Decis ion in 198414 and tha t a  pe rformance  s tandard should apply to the  entire  sys tem, including

9 ca s e loa d coa l pla nts .

10

11

12

1 3

14

1 5

1 6

1 7

18

19

20

21

22

In re sponse , S ta ff' s  witne ss  te s tified tha t he  does  not be lieve  tha t any reward provided by a

symmetrica l program re sults  in be tte r plant pe rformance  and is  me re ly additiona l expense  borne  by

ra tepayers  for wha t the  Company should a lready be  doing, tha t nuclea r and coa l-fired genera tion a re

funda me nta lly diffe re nt, ha ving diffe re nt ca pita l cos ts  a nd fue l a nd production cos ts , a nd diffe re nt

is sue s  a nd re gula tions  a ffe cting the  ope ra tions  of the  pla nts , tha t he  a gre e d tha t e ithe r his  or APS '

compa ris on group is  a ppropria te ; tha t the  thre e -ye a r e va lua tion cycle  wa s  propos e d to a llow for

diffe ring re fue ling cycle  le ngths  a mong the  compa rison group pla nts , but tha t he  would cons ide r a

diffe rent eva lua tion cycle  if APS proposed a  reasonable  one , tha t many nuclea r power plants  opera te

unde r a  pe rformance  s tanda rd and tha t the re  is  no indica tion tha t it ha s  re sulted in unsa fe  ope ra tion

and tha t the  compensa tion of the  plant's  senior managers  and executives  is  tied to plant performance ,

tha t the  ca p on the  a mount of the  pe na lty is  a  re a sona ble  re que s t, a nd tha t a lthough his  te s timony

provides  sufficient de ta il to implement the  NPS, additiona l de ta ils  can be  added.

Cle a rly, the  e vide nce  shows  tha t the  Commiss ion should be  conce rne d a bout P a lo Ve rde 's

23

24

25

26

re ce nt pe rforma nce  a nd s hould be  monitoring AP S ' ope ra tion of the  P a lo Ve rde  pla nts . S ta ff ha s

proposed a  Nuclear Performance  Standard, but many of the  de ta ils  remain to be  e ither agreed upon or

de te rmined by us . We  do not be lieve  tha t we  have  sufficient evidence  or de ta il in this  proceeding to

a dopt a nd imple me nt a n NP S  a t this  time . We  dire ct S ta ff a nd AP S  to work out a  de ta ile d NP S ,75

27

28
74 Decision No. 54247 .
75 Not including caseload coal or other non-nuclear plants.
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1 toge the r with a  P la n of Adminis tra tion, tha t we  ca n cons ide r in a  s e pa ra te  proce e ding. In  the

2

3

4

5

6

7

me a ntime , we  be lie ve  tha t for a ll future  pla nne d or unpla nne d outa ge s  a t P a lo Ve rde , AP S  should

ide ntify a ll re pla ce me nt powe r cos ts , a s  we ll a s  the  a mount of re duce d off-s ys te m s a le s  a nd los t

opportunity sa le s  margins  a ssocia ted with each outage , and tile  documenta tion with the  Commiss ion

expla ining the  reasons for the  outage  and the  associa ted costs , within 60 days of the  conclusion of the

outage . This  will a ss is t us  in monitoring and eva lua ting APS ' ope ra tiona l pe rformance  with the  Pa lo

Verde  plants , and he lp de termine  which costs  a re  prudent when se tting the  PSA adjustor.

8 B. Conclusion #4, Recommendation # 1 - 2005 Palo Verde Outages

9 GDS ana lyzed the  e leven planned and unplanned Pa lo Verde  outages  tha t occurred during

10 2005. It conclude d tha t four of the  outa ge s  we re  imprude nt. According to the  GDS  Re port, the

11

12

13

a na lys is  "e va lua te d APS ' pe rforma nce  by compa rison to the  re a sona ble  de cis ions  a nd a ctions  of a

qua lified and expe rienced utility manage r given wha t was  known or should have  been known a t the

time  without the  bene fit of hinds ight. Thus , the  actions  and decis ions  of Pa lo Ve rde  pe rsonne l mus t

14 be judged on what they lew, or reasonably should have known, at the time the action was taken or

15 the decision was made without benefit of hindsight." (Staff Exhibit No. 4, GDS Report, p. 19)

16 AP S  cite s  A.A.C. R14-2-103(A)(3)(l) which is  the  de finition of "prude ntly inve s te d." The

17

18

19

20

21

22

23

24

rule  provide s  tha t a ll inve s tme nts  "s ha ll be  pre s ume d to ha ve  be e n prude ntly ma de , a nd s uch

pre sumptions  ma y be  se t a s ide  only by cle a r a nd convincing e vide nce  tha t such inve s tme nts  we re

imprude nt, whe n vie we d in the  light of a ll re le va nt conditions  known or which in the  e xe rcis e  of

reasonable  judgment should have  been known, a t the  time  such investments  were  made ." As pointed

out by S ta ffs  lega l counse l in opening a rguments , this  rule  applie s  to ra te  base  and inves tments , not

to ope ra ting e xpe nse s  such a s  re pla ce me nt powe r cos ts .76 AP S  witne s s  Le vine  te s tifie d tha t

"[p]rudence  only require s  tha t rea sonable  actions  be  taken based on informa tion tha t was  or should

ha ve  be e n known a t the  time  of a n a ction, without the  us e  of hinds ight." (AP S  Exhibit No. 94,

25 Levine  Rebutta l, p. 11)

26

27

28

76 "Secondly, please look at the cited rule. I won't quote it, but bear in mind that it is designed to apply to rate base
elements. It talks in terms of investments. What we are discussing now is operations related expenses. And with
operations related expenses, the utility has the burden of showing that its operating expenses are reasonable in order to
recover them." Tr. Vol. XXVI, p. 4901.
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10

12

13

14 facts  tha t were  known or reasonably should have  been know a t the  time , to make  our de te rmina tions .

15 The use  of NRC, Company, or other documents tha t describe  events , actions, decisions, and what was

4

2

7

6

5

3

9

8

1 Sta ff and APS genera lly agree  on the  prudence  s tandard, but take  diffe rent points  of view on

its  a pplica tion. APS  be lie ve s  tha t the re  is  a  pre sumption of prude nce  tha t ca n only be  ove rcome  by

clea r and convincing evidence , and S ta ff be lieves  tha t APS bea rs  the  burden to demonstra te  tha t its

costs are  reasonable , appropria te  and not the  result of imprudence.

We agree  tha t the  rule  cited by APS does  not apply to the  opera ting expenses  a t issue  he re ,

and we  a lso agree  with the  prudence  s tandard as  agreed upon by both APS and S ta ff. Regardless  of

who ha s  the  initia l burde n or pre s umption, AP S  ha s  the  ultima te  burde n to de mons tra te  tha t its

re pla ce me nt cos ts  for fue l a nd purcha se d powe r a re  re a sona ble , a ppropria te  a nd not the  re sult of

imprudence .

APS  criticize s  GDS ' use  of NRC a nd Compa ny docume nts , INTO re ports  a nd INTO gra de s

a rguing tha t s uch docume nts  us e  hinds ight a nd a re  not conte mpora ne ous  re fle ctions  of wha t

ma na ge me nt kne w or s hould ha ve  known a t the  time . We  a re  cogniza nt of the  da nge r of us ing

hindsight to evalua te  the  reasonableness of past decis ions and actions, and are  careful to use  only the

DOCKET NO. E -01345A-05-0816  ET AL.

16

17

18

19

20

known at the  time is  appropria te , and is  not using "hindsight" just because  the  documents  were

created after the time or event involved. As pointed out by counsel for Staff, it would be impossible

to use documents that were created prior to such events. Further, APS had the opportunity to call as

witnesses any person who had actual knowledge of the event that might contradict the descriptions or

information contained in those documents, and APS chose not to present or offer such a rebuttal.

21 c. Outages Not Due to Imprudence

22

23

24

25

26

GDS  c o n c lu d e d  th a t AP S  h a d  a c te d  p ru d e n tly in  c o n n e c tio n  with  b o th  2 0 0 5  re fu e lin g

outa ge s  a nd with Unit l's  Fe brua ry 9-19, 2005, outa ge , Unit 1 's  Augus t 11-28, 2005, outa ge  (e xce pt

for the  2 da ys  of tha t outa ge  due  to a  re a ctor trip on Augus t 26, 2005 .- s e e  be low), Unit 2 's  Augus t

22-26, 2005, outa ge , Unit 3 's  Ma y 22 to J une  24, 2005, outa ge , Unit 3 's  J uly 6-13, 2005, outa ge , a nd

Unit 3 's  Octobe r 2-7, 2005, outa ge .

27 D. Unit 1 March 2005 Outage Due to Failure of Diesel Generator Governor

28 On Ma rch  17 , 2005 , P a lo  Ve rde  Unit 1 's  Die s e l Ge ne ra to r "A" o r e me rge ncy d ie s e l
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1 gene ra tor ("EDG") fa iled to achieve  full speed during a  pos t-ma intenance  te s t. APS de te rmined tha t

2 the  ge ne ra tor's  gove rnor ne e de d to be  re pla ce d, a nd it re pla ce d the  gove rnor. The  te chnica l

3

4

5

specifica tions  required the  unit to be  shut down to pe rform the  re tes ts  required following the  governor

re pla ce me nt. AP S  conducte d a  root ca use  inve s tiga tion a nd de te rmine d tha t the  dire ct ca use  wa s

"conta mina tion of the  lube  oil in the  gove rnor a ctua tor." (Exhibit No.94 Le vine  Re butta l, p. 26)

6 AP S  wa s  una ble  to  de te rmine  for ce rta in  wha t le d  to  the  proble ms  with  the  gove rnor, but the

introduce d during7 inve s tiga tion ide ntifie d

8

th e  "th re e  mo s t p ro b a b le  ro o t c a u s e s  a s  wa te r

re furbis hme nt tha t wa s  not comple te ly dra ine d, gove rnor s tora ge  dra ine d of oil in the  P a lo Ve rde

9

1 0

1 1

1 2

1 3

warehouse , and wate r introduced during oil change ." (Id.)

GDS concluded tha t this  outage  was the  result of imprudence  and was avoidable  by ensuring

tha t the  s tora ge  conditions  a nd pre -ins ta lla tion  ins pe ction  of the  re -furbis he d gove rnor we re

commensura te  with the  importance  of the  equipment. S ta ff pointed out tha t the  gove rnor was  s tored

in a  non-climate  controlled warehouse , dra ined of oil, and a rgues  tha t if the  governor had been s tored

14 with oil in it, it could ha ve  pre ve nte d the  outa ge . s ta ff be lie ve s  tha t be ca use  e a ch unit re quire s  both

15 EDGs to be  ope rable  if off-s ite  power is  los t and because  the  loss  of an EDG for an extended pe riod

16

17

1 8

1 9

20

21

22

23

24

25

26

27

re quire s  the  shut-down of the  a ffe cte d unit, it is  cle a r tha t APS  did not tre a t the  EDGs with the  le ve l

of ca re  tha t would be  appropria te  to the  s ignificance  of this  equipment.

APS  witne ss  Le vine  te s tifie d tha t the  gove rnor wa s  s tore d a ccording to the  ma nufa cture r's

re comme nda tions , a nd tha t the  ma nufa cture r re comme nds  e xa mina tion of the  gove rnor e ve ry five

ye a rs . According to Mr. Le vine , the  gove rnor a t is sue  wa s  re built a nd shippe d to Pa lo Ve rde  in July

2000, a nd ins ta lle d in April 2001, which is  much s horte r tha n the  five  ye a r re comme nda tion. Mr.

Le vine  a lso te s tifie d tha t the  gove rnor wa s  inspe cte d a s  it wa s  ins ta lle d a nd tha t no rus t could ha ve

be e n de te cte d be ca us e  the  rus t wa s  only de te cte d a fte r it unde rwe nt a  "dis a s s e mbly ins pe ction"

during the  pos t-fa ilure  e xa mina tion. He  te s tifie d tha t it is  not re a s ona ble  to re quire  P a lo Ve rde

pe rsonne l to disa s se mble  a  compone nt be fore  ins ta lla tion a nd tha t such a  disa s se mbly would only

increase  the  poss ibility of contamina ting equipment.

This  outa ge  occurre d prior to the  imple me nta tion of the  P S A, so no re comme nda tion wa s

28 ma de  to disa llow a ny cos ts  a s socia te d with the  outa ge . We  a gre e  with APS  tha t this  outa ge  wa s  not
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1 the  re s ult of imprude nce . At the  time  of the  e ve nt, AP S  ha d no wa y of knowing tha t the re  wa s  rus t in

in  c o n fo rm a n c e with  th e  m a n u fa c tu re r ' s2

3

th e  g o v e rn o r, it  h a d  m a in t a in e d  t h e  e q u ip m e n t

re comme nda tions , a nd a  pre -ins ta lla tion disa s se mbly would not ha ve  be e n re a sona ble .

4 E. Un it  1  Au g u s t  2005 Re a c to r  Trip

5

6

7

8

9

On Augus t 9 ,  2005, Unit 1 's  EDG "B" fa ile d  to  m a inta in  prope r s te a dy s ta te  output volta ge

during pe rform a nce  of a  routine  m onthly s urve illa nce  te s t.  (S ta ff Exhibit No. 46, GDS  Re port,  p.24).

Whe n the  proble m  wa s  not corre c ta ble  with in  72 hours ,  Unit 1  wa s  s hut down on Augus t 12 ,  2005.

On Augus t 26 ,  2005,  during  the  s ta rtup ,  the  unit trippe d due  to  a n  ope ra tor e rror in  contro lling  the

fe e dwa te r to  the  s te a m  ge ne ra tor.  GDS  found tha t the  in itia ting e ve nt,  the  fa ilure  of the  a utom a tic

10

11

12

13

volta ge  re gula tor diode , could not ha ve  re a s ona bly be e n fore s e e n a nd wa s  una voida ble , but tha t the

de la y in the  comple tion of the  outa ge  a nd re s ulting cos t due  to the  re a ctor trip of Augus t 26, 2005, is

due  to imprude nce .

AP S ' witne s s  Le vine  te s tifie d to the  following de s cription of the  e ve nt:

14

15

16

17

18

19

" " " "' ' " The ope ra toriidnot' be lie ve  the a utoma tic controlwa s  a de qua te lyma inta ining "
the  leve l in the  s team genera tor, so the  opera tor switched the  system to manual
control. Howe ve r, a s  GDS  a cknowle dge s , the  ope ra tor fa ile d to  re que s t
concurre nce  from the  Control Room S upe rvis or whe n he  s hifte d to ma nua l
ope ra tion. In a tte mpting to ma inta in the  prope r le ve l in the  s te a m ge ne ra tor,
the  ope ra tor a lte re d the  le ve l s e tpoint a nd s witche d be twe e n ma nua l a nd
automatic control seve ra l times . The  a ttempts , combined with the  expans ion of
the  water in the  s team genera tor due  to ris ing tempera tures , were  unsuccessful,
a nd the  re a ctor trippe d due  to a  high le ve l in  the  s te a m ge ne ra tor." (AP S
Exhibit No. 94, Levine  Rebutta l, pp. 21-22).20

2 1

22

23

24

25

26

27

AP S ' pos ition on this  re a c tor trip  is  tha t it occurre d be ca us e  of the  fa ilure  of the  s e conda ry

contro l room  ope ra tor to  fo llow proce dure s ,  a nd  it wa s  not the  re s u lt o f im prude nt a c tions  by AP S

m a na ge m e nt.  AP S  c ite s  thre e  fa c tors  in  s upport of its  pos ition: 1) P a lo Ve rde  m a na ge m e nt wa s  not

involve d in the  ca us e  of the  re a ctor trip, a s  it wa s  the  ope ra tor's  individua l a ctions  tha t we re  contra ry

to proce dure s  tha t ca us e d the  trip , 2) if the  ope ra tor ha d followe d proce dure s , the  re a ctor would not

ha ve  trippe d, a nd 3) P a lo Ve rde  provide d the  a ppropria te  a m ount of tra ining to the  ope ra tors  on this

s ys te m  a s  e vide nce d by the  fa c t tha t the  is s ue  ha d ne ve r ca us e d a n e a rlie r re a c tor trip .  (AP S  Initia l

Brie f,  p .  161).28
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The  roo t ca us e  inve s tiga tion  o f th is  e ve n t ide n tifie d  the  fo llowing  d ire c t,  roo t a nd

2 contributing causes:77

1

3

4

5

6

7

8

Direc t Caus e  #1: The  assigned dayshift licensed opera tor for S team Genera tor
feedwate r control fa iled to request CRS [Control Room Supervisor] concurrence
when placing the  digita l fe edwa te r control sys tem78 in manua l when leve l was
lowe r tha n de s ire d unde r a utoma tic control. This  communica tion fa ilure
is ola te d the  individua l from s upe rvis ory ove rs ight a nd the  cre w's  a bility to
a s s e s s  the  ove ra ll p la nt condition. S ubs e que ntly, the  fe e dwa te r flow wa s
incre a s e d  by ope ra to r a c tion  a t a  ra te  in  e xce s s  o f the  ra te  re qu ire d  to
compe ns a te  for the  s te a ming ra te  a t tha t powe r le ve l a nd re s ulte d in a  high
s team gene ra tor leve l and subsequent MSIS  [Main S team Isola tion S igna l] and
re a ctor trip.9

1 0 Direct Cause #2: Crew members  fa iled to provide  the  team support needed to
ensure  individua l e rrors  a re  promptly identified and corrected.

11

1 2
Root Caus e #1: Cons is te nt S ta nda rds  of P e rforma nce  by Unit 1 Ope ra tions
Crew C were  not sufficiently anchored.

1 3

1 4

1 5

Root Cause #2: Feedwater control system performance issues at low power
levels have not been effectively resolved since the digital upgrade. This has led
to acceptance o.f-opera%riaT- §E:§iEs-fOI€OpE wifli Ev§téfh- instability at' low
power levels.

1 6

1 7

Co n tr ib u tin g  Ca u s e  #1: P roce dure s  40DP -9FTOl&2, Fe e dwa te r P ump
Turbine  A(B) a re  not s ufficie ntly huma n fa ctore d for a ll us e rs , ma king the m
susceptible  to performance  error and resultant system perturbations.

1 8

1 9

20

Contributing  Caus e #2: Common be lie f exis ted among licensed opera tors  tha t
the  DFWCS  [Digita l Fe e dwa te r Control S ys te m] ca nnot re lia bly control S G
[S team Gene ra tor] leve l we ll a t low power. This  be lie f was  not ba sed on actua l
pe rforma nce  da ta  a nd  le d  to  a cce p ta nce  o f the  condition  a nd  mitiga ting
strategies.2 1

22

23

24

Contribu ting  Caus e #3: Tra ining wa s  not comme nsura te  with the  unide ntifie d
difficulty of putting DFWCS  into a uto ope ra tion give n the  curre nt proce dure
de ta il a nd  s ys te m de s ign . Th is  re s u lte d  in  mis -o p e ra tio n  o f DFWCS
components  while  in s ingle  e lement control.

S ta ff's  witness , Dr. Jacobs , te s tified tha t the  outage  clea rly re flects  the  cross -cutting issues
25

26

27

28
17 Staff Exhibit No. 45, GDS Report, Attachment 11.
78 ("DFWCS")
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11

10

12

1 3

4

2

6

3

7

5 longs tanding equipment problems. (S ta ff Exhibit No. 45, GDS Report, pp 26-27.)

Dr. J a cobs  te s tifie d tha t this  re a ctor trip is  a ls o a n e xa mple  of AP S ' fa ilure  in the  cros s -

cutting a re a s  of proble m ide ntifica tion a nd re solution. Root Ca use  #2 e xpla ine d tha t pe rforma nce

issues  s ince  the  digita l upgrade  were  not e ffective ly re solved, which led to acceptance  of ope ra tiona l

s tra te gie s  to  cope  with  pe rce ive d s ys te m ins ta bility. The  a ccompa nying note  indica te d tha t

de ficie ncie s  with e ffe ctive  proble m re s olution e xte nd throughout the  P a lo Ve rde  orga niza tion a s

previous ly identified by the  NRC as  cross -cutting is sues . The  supporting facts  to Contributing Cause

#2 include : "Ma ny lice ns e d ope ra tors  be lie ve d DFWCS  wa s  not re lia ble in ma inta ining s ta ble

fe e dwa te r le ve ls  whe n a t low powe r le ve ls ", "Re lia nce  on individua l e xpe rie nce  a nd unconfirme d

9

8

1 identified by the  NRC79 and tha t the  outage  was  the  re sult of a  human pe rformance  e rror and fa ilure

of AP S  to re s olve  a  known proble m in a  time ly ma nne r. Dr. J a cobs  te s tifie d tha t the  ope ra tor's

fa ilure  to follow proce dure s  a nd to communica te  with his  shift ma na ge me nt is  close ly re la te d to the

INTO's  finding of a  la ck of cons is te nt s ta nda rds , la ck of a ccounta bility, a nd a  willingne ss  to a cce pt

DOCKET NO. E-01345A-05-0_16 ET AL.

14 anecdotal accounts influenced operator opinion of low power DFWCS stability. This was not an

15 isolated, single occurrence, but rather common mindset (culture) regarding expected systema

16

17

18

1 9

performance at low power levels,"' "Past evaluations of system performance have not resulted in

actions (procedures or training) to address now the system is operated." (Staff Exhibit No. 45, GDS

Report, Attachment 11, p. 11) (emphasis added) The supporting facts to Contributing Cause #3

include: "Performance issues associated with this evolution have not been forwarded to training for

20 a na lys is ", "Tra ining wa s  conducte d in 2004 on the  proce dure  cha nge  ... S ince  the  tra ining wa s

21 conducte d the re  ha ve  be e n a t le a s t five  ins ta nce s  whe re  s Gs 0 le ve ls  we re  difficult to  control",

22

23

24

25

"Following the  tra ining in 2004 for tra ns fe rring from ma nua l to a uto DFWCS , no forma l fe e dba ck

wa s  provide d noting proce dure  a mbiguity of s te p 4.3.13. Ane cdota l ins tructor re colle ction is  the

Ope ra tors  ha d conce rns  with the  wording", "The  tra ining conducte d in 2004 wa s  provide d in the

s imula tor was  to the  entire  crew with only one  crew member actua lly pe rforming the  ta sk." (Id. p. 12)

26

27

28

79 "A cross-cutting issue is an issue or concern that affects several areas of the plant organization. The NRC identifies
cross-cutting issues in the areas of human performance, problem identification and resolution, and safety conscious work
environment' Staff Exhibit No. 45, Jacobs Surrebuttal, pp 11-12.
80 "Steam Generator"
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1

2

3

4

5

6

7

8

9

10 he  would have  answered

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Furthe r, the  supporting fa cts  to Contributing Ca use  # l include d the  following s ta te me nt: "S imula tor

ins tructor reca lls  ope ra tors  informa lly reported some  difficulty with s tep 4.3. 13 during tra ining on the

proce dure  cha nge ." (S ta ff Exhibit No. 45, GDS Re port, Atta chme nt ll, p. 10)

Dr. Jacobs  concluded tha t "even though the  conce rn with the  ability of the  digita l feedwate r

control s ys te m to ma inta in s te a m ge ne ra tor le ve l a t low powe r wa s  we ll known in the  ope ra tions

de pa rtme nt, tra ining of the  ope ra tors  wa s  not comme nsura te  with the  difficulty e ncounte re d putting

the  control into automa tic mode ." (S ta ff Exhibit No. 45, GDS Report, p. 27)

Although APS witness  Levine  te s tified upon ques tioning by S ta ff tha t if he  had been a sked

prior to the  reactor trip whe the r he  thought the  ope ra tor "had been tra ined, was  knowledgeable , had

adequate  procedures, and would be  able  to execute  the  startup effectively"8l

"yes", it is  clea r tha t Mr. Levine  and management were  unaware  of re levant opinions  and facts  known

by othe rs  prior to and a t the  time  of the  trip. These  facts  and the  exis tence  of the  ope ra tors ' opinions

conce rning the  re liability of sys tem procedures  were  known and knowable  a t the  time  of the  s ta rtup.

Unit l had been shut down for two weeks  when APS  began the  s ta rtup and it should have  used tha t

time  to ins ure  tha t the  ope ra tors  we re  a de qua te ly tra ine d on the  s ta rtup proce dure , e ve n if the

proce dure  wa s  long, a s  te s tifie d to by Mr. Le vine . Although Mr. Le vine  te s tifie d tha t AP S  did not

conduct jus t-in-time  tra ining on the  s team genera tor leve l control systems because  there  had not been

significant difficulties  in the  past,82 the  APS root cause  investiga tion s ta ted tha t s ince  the  tra ining was

conducte d, the re  ha d be e n a t le a s t five  ins ta nce s  whe re  S G le ve ls  we re  difficult to control. AP S '

a rgument tha t the re  wasn't a  problem with the  procedures , jus t a  perception tha t the re  was  a  problem,

doe s  not he lp. AP S  should a sk a rid know wha t the  conce rns  a re  of the  ope ra tors , e spe cia lly whe n

those  opera tors  have  a  "common mindse t" tha t the re  is  a  problem in a  sys tem or procedures  tha t can

trip a  re a ctor. While  AP S  ca nnot control e ve ry individua l a ction, it ca n a nd should low whe n the re

is  a  wide spre a d pe rce ption tha t the  proce s s  or proce dure  is  not working we ll, a nd ta ke  imme dia te

s teps  to addre ss  and re solve  it. Accordingly, we  find tha t the  outage  a ssocia ted with the  reactor trip

on Augus t 26, 2005 wa s  the  re s ult of AP S ' imprude nce  a nd will dis a llow re cove ry of the  cos ts

27

28
81 Tr. Vol. XXVII, p. 5133
82 Tr. Vol. XXVII, p. 5232
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1 a ssocia te d with the  outa ge  via  the  P S A.

2 F . Unit 2 and Unit 3 October 2005 Outages

3

4

5

6

In August 2004, the NRC identified a violation at all three Palo Verde units involving a

failure to adequately control the designed configuration of the containment sump safety injection

suction piping. This violation was subsequently determined by the NRC to be of substantial safety

significance ("Yellow Finding") and caused plant performance for Palo Verde to be categorized

7 within the Degraded Cornerstone Column of the NRC's Manual Chapter 0305 "Operating Reactor

conducted to obtain8 Assessment Program" Action Matrix.

9

A supplemental inspection was

information so the NRC could determine if the licensee (APS) could provide reasonable assurance

10

11

12

that the problems associated with the degraded Mitigating Systems cornerstone were thoroughly

understood, the cause and effects were properly evaluated, and whether sufficient corrective actions

had been taken to prevent recurrence.

During this supplemental inspection, the NRC inspectors identified a (Green) noncited

14 violation related to the potential air entrainment into the emergency core cooling system ("ECCS")

15 suction header from the refueling water tank ("RWT"). The inspectors determined that "the water

13

16

17

18

19

20

2 1

22

23

24

25

26

27

28

level in the RWR could fall below the level of the tank discharge pipe and associated vortex breaker

during the transfer from the RWT to the containment sump after an accident. As a result, air could

enter the ECCS piping system under accident conditions. This issue was applicable to both trains of

all three units." (Staff Exhibit No. 45, GDS Report, Attachment 3 (January 27, 2006 letter and report

from Brace Mallet, NRC Regional Administrator, p. 7)) ("January 2006 NRC Report").

In preparation for the inspection, the inspectors reviewed APS' report on the extent of

condition and extent of cause evaluations for the ECCS sump issue (Yellow Finding) and noted that

the report included the RWT in it scope, but that it did not address the RWT as a potential source of

air entrainment into the ECCS. According to the January 2006 NRC Report, the inspectors also noted

that the Palo Verde design did not include automatic closure of the RWT isolation valves with a

recirculation actuation signal ("RAS"). During their review, the inspectors noted "that the licensee

did not fully understand the plant design basis and the dynamics of the system at the time of RAS.

Based on these observations, the inspectors questioned the licensee person n elfurther on the potential

69663
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2

3

4

1 fa ir e ntra inme nt from the  RWTinto the  ECCS ." (Id. a t 8) (emphasis  added).

The  des ign ca lcula tion applicable  to this  is sue  included an ana lys is  to demons tra te  tha t the

"fina l RWT leve l following a  RAS was  adequa te , re la tive  to the  minimum wa te r leve l in conta inment,

to ensure  tha t the  suction piping would not void and gas-bind the  ECCS pumps" and was  based on a

5 minimum conta inment pressure  of 23 ps i or approximate ly 8.5 ps ig. Whe n que s tione d by the

6

7

8

9

10

11

1 2

1 3

inspectors whether the 23 psi value was conservative, APS' engineering staff indicated that more

recent "'best-estimate ' analyses had indicated that the actual minimum containment pressure was

17.5 to 18.5 psi (approximately 3 to 4 psig)."(Id.) In response, APS engineering personnel initiated

a CRDR83 on October 6, 2005, that raised the concern whether the original Combustion Engineering

design interface requirements would "preclude the possibility of drawing air from the RWT to the

safeguards pump suction during recirculation." The interface requirement s ta ted: "the  piping for

each safeguards train is designed such that the piping junction of the suction pipe, that runs to the

reMelting water tank and the containment recirculation sump, is located at least 16 feet below the top

14 of the  re circula tion conta inme nt sump, which is  4 fe e t be low the  minimum wa te r le ve l in the

15 conta inment during recircula tion. This  provides  adequate  s ta tic hydraulic head margin for the

1 6

1 7

1 8

1 9

20

21

22

minimum containment pressure  of -3.5 psig, ... to preclude the possibility of drawing air from the

RWT to the  safeguards pump suction during recircula tion." (Id.) According to the  January 2006

NRC Report, the NRC inspectors "were concerned that while this was a design interface requirement,

it was intended to be a bounding design consideration for the ECCS, especially during dynamic flow

conditions." (Id.) On October 6, 2005, an operability determination was initiated to address this

issue. APS de te rmined tha t the  ECCS was  ope rable  and s ta ted tha t "ftuthe r eva lua tion will

demonstrate that with appropriate assumptions for the containment pressure and water inventory in

23 the  RTW/conta inme nt, the  minimum wa te r le ve l will re ma in a bove  the  vorte x bre a ke r in the  RWT

24

25

26

which eliminates the potential for air entrainment. Based on this information, reasonable assurance

exists that the ECCS is capable of performing its  specified design function and therefore remains

operable." (Id.) However, a subsequent containment pressure analysis perfonned by Westinghouse

27

28 "Condition Report Disposition Request"83
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1

2

3

4

5

6

7

8

9

10

l l

12

13

s howe d tha t the  ma ximum RWT te mpe ra ture  wa s  noncons e rva tive  for de te rmining the  minimum

conta inment pressure  under accident conditions , and tha t the  minimum conta inment pressure  required

to pre ve nt uncove ring the  RWT vorte x bre a ke r wa s  4.3 ps ig. Give n AP S ' re ce nt conta inme nt

mode ling s howing conta inme nt pre s s ure  could be  3 to 4 ps ig, it wa s  de te rmine d tha t the  ECCS  of

both tra ins  of a ll three  units  were  outs ide  the  des ign bases  and were  decla red inoperable . On October

17, 2005, AP S  de te nnine d tha t the  ECCS s  we re  ope ra ble  a nd a pprove d re s ta rts  for Units  2 a nd 3.

This  de te rmina tion was  based upon conclus ions  in a  report from Fauske  & Associa te s , Inc., ("Fauske

Re port') including tha t the  de s ign of the  s a fe ty inje ction s ys te m ("S IS ") a nd conta imne nt s pra y

sys tem ("CSS") suction piping mee ts  the  subject inte rface  requirement and supports  operability of the

S IS  a nd CS S . Afte r a  de ta ile d re vie w of AP S ' ope ra bility de te rmina tion a nd de s ign ca lcula tion, the

inspe ctors  que s tione d AP S ' conclus ion tha t "a  de gra de d or nonconforming condition did not e xis t"

be ca use  the  Fa uske  Re port "pre dicte d tha t the  RWT le ve l would fa ll be low the  RWT vorte x bre a ke r

a nd tha t some  a ir would e nte r the  piping sys te m. Although this  re port conclude d tha t the  a ir would

_1_4_ 1§ b_¢e um); suctions,_air entrainment in the piping system was not consistentwith the design

15 basis." (Id. at 10) APS agreed and undertook additional actions to correct the condition.

16

1 7

18

19

20

According to the  Janua ry 2006 NRC Report, in addition to the  above  noncited viola tion, the

NRC ins pe ctors  note d othe r pe rforma nce  de ficie ncie s  a nd found tha t this  is s ue  ha d cros s -cutting

aspects  of human pe rformance . Importantly, the  NRC inspectors  found tha t "the  licensee 's  a ttention

to de ta il wa s  la cking a nd the re  wa s  poor inte r- a nd intra -group coordina tion." (Id.) S ome  of the

de ficiencie s  included:

21 • The  inspectors  de te rmined tha t the  licensee  extent of cause  and extent of condition

22

23

24

25

26

27

28

re vie ws  we re  na rrowly focuse d. The  lice nse e  de fine d ve ry e xte ns ive  de s ign crite ria

a nd fe a ture s  tha t could be  pe rtine nt to the  origina l (Ye llow) viola tion. Howe ve r, if

s ome  de s ign docume nt or inte rfa ce  docume nt a ddre s s e d the  de s ign crite ria , the

lice ns e e  pe rforme d no furthe r re vie w. The re  wa s  not a  thorough e ffort by the

lice nse e  to va lida te  the  de s ign crite ria . This  wa s  cle a rly de mons tra te d in the  RWT

voiding is sue . Exa mple s  include  the  lice nse e 's  misunde rs ta nding of the  ma ximum

RWT te mpe ra ture , a nd  the ir re lia nce  on  a  Combus tion  Engine e ring  in te rfa ce
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1

2

3 •

re quire me nt, for piping e le va tions , to me e t a ll dyna mic the rma l-hydra ulic de s ign

crite ria  for ECCS  piping.

The  inspectors  de te rmined tha t the  licensee 's  eva lua tion of the  technica l issues  was

4

5

6

7

8

9

ite ra tive , which de mons tra te d a  la ck of thoroughne s s  in re vie ws . The  inspectors

n o te d  th a t e n g in e e rin g  p e rs o n n e l wo u ld  a d d re s s  o n e  p a rticu la r a s p e c t o r

conside ra tion when a  des ign problem was  presented. However, when ques tioned by

the  inspectors  or enginee ring management, more  discrepancie s  would be  identified

by the  e ngine e ring pe rsonne l. The  inspe ctors  de te rmine d tha t de s ign e ngine e ring

personne l were  making broad a ssumptions  of crite ria  in the ir reviews, and in seve ra l

1 0 ca s e s , we re  us ing unve rifie d or uns ta te d a s s umptions  80m othe r groups . An

11

1 2

1 3

1 4

1 5

1 6 •

e xa mple  wa s  the  s troke  time s  for the  conta inme nt s ump is ola tion va lve s  us e d by

de s ign e ngine e rs  in the ir RWT re quire d volume  ca lcula tions . The re  wa s  no s ta te d

ba s is  for the  time s  use d, a nd de s ign e ngine e rs  could not e xpla in to the  inspe ctors

whe re  the  va lue s  ca me  from. Additiona lly, othe r e ngine e ring pe rs onne l we re  not

cha llenging these  assumptions in peer or supervisory reviews.

The  inspectors  noted a  lack of communica tion be tween organiza tions , and a  lack of

1 7 a tte n tion  to d e ta il wh e n  co o rd in a tin g  c ritica l d e s ig n  e va lu a tio n s  b e twe e n

1 8

1 9 •

20

2 1

organiza tions .

The  ins pe ctors  de te rmine d tha t the  lice ns e e  ha d a  ve ry limite d us e  of ope ra ting

e xpe rie nce  fo r the  RWT is s ue . The  lice ns e e  ha d  pre vious ly ide ntifie d  tha t

ine ffe ctive  us e  of ope ra ting e xpe rie nce  wa s  a  contributor to the  (Ye llow) ECCS

22 viola tion. Howe ve r, during the  re vie w of the  RWT is sue , the  lice nse e  did not

23

24

25

26

27

ZN

consider a ll re levant opera ting experience . (Id. a t 10-12)

The  NRC inspe ctors  conclude d tha t the  pote ntia l for a ir e ntra inme nt into the  ECCS suction

header from the  RWT was  a  pe rformance  de ficiency, it did not conform to the  plant des ign bas is , and

ha d not be e n a na lyze d. This  finding a ffe cte d the  Mitiga ting S ys te ms  corne rs tone  be ca us e  of the

potentia l for the  safe ty injection and conta imnent spray systems to be  degraded due  to a ir reaching the

pump suctions  unde r accident conditions . The  NRC inspectors  de te rmined tha t the  specific accident
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1

2

3

4

conditions  tha t could ha ve  cha lle nge d the  ECCS  ha ve  not e xis te d a nd AP S  a ls o de te rmine d tha t

a lthough potentia lly degraded, the  S IS  and CSS rema ined ope rable . The  inspectors  de te rmined the

issue  was Green because  there  was no actua l loss  of safe ty function, and because  of its  Green finding

a nd be ca use  it ha s  be e n e nte re d into the  corre ctive  a ction progra m, the  viola tion wa s  tre a te d a s  a

5 noncite d viola tion.

6

7

8

The  GDS Report concludes  tha t the  October 2005 outages  for Units  2 and 3 were  avoidable

a nd impude nt. The  is s ue  of a ir e ntra inme nt a nd da ma ge  to s a fe ty-re la te d pumps  wa s  origina lly

ide ntifie d by the  NRC in July 2004, a nd wa s  the  subje ct of a  Ye llow Finding, a  s ignifica nt e ve nt for

9 AP S . The  GDS  Re port s ta te s  tha t the  "RWT a ir e ntra inme nt is s ue  is  clos e ly re la te d to the  2004

10 ye llow finding in tha t the  fundamenta l concern of both issues  is  the  poss ible  damage  to sa fe ty-re la ted

11

1 2

pumps  due  to a ir e ntra inme nt e ithe r from the  e mpty s ump piping or from the  dra in down of the

RWT." (S ta ff Exhibit No. 45, GDS  Re port, p . 32) The  GDS  Re port note s  tha t AP S ' a na lys e s  of

"Eve n13 proble ms  ha ve  be e n found to be  too na rrow pre vious ly, a nd the  RWT is  a nothe r e xa mple .

14 though the  RWT wa s  within the  bounda ry of the  e va lua tion of the  ye llow finding e ve nt, a nd the

15 prima ry conce rn wa s  the  pote ntia l for da ma ge  to sa fe ty re la te d pumps  due  to a ir e ntra inme nt, APS

16 pe rs onne l did not ide ntify the  RWT conce rn until it wa s  pointe d out by NRC ins pe ctors ...." (Ia '.)

1 7

1 8

According to the  GDS Re port, Pa lo Ve rde 's  NRC Se nior Re s ide nt Inspe ctor s ta te d tha t he  be lie ve d

the outage was avoidable . (Id .)

1 9

20 3 we re  not the  re s ult of AP S ' imprude nce .

According to APS ' witness  Dr. Mattson, the  October 2005 outages  a t Pa lo Verde  Units  2 and

He  te s tifie d tha t P a lo Ve rde  pe rs onne l re s ponde d

21

22

23

re a s ona b ly to  a  "ne w que s tion" the  NRC ra is e d , one  tha t he  be lie ve s  AP S  s hould  no t ha ve

a nticipa te d. Dr, Ma tts on te s tifie d tha t the  que s tion we nt to the  "a de qua cy of the  origina l lice ns ing

bas is , and thus  was  outs ide  the  scope  of an extent of condition review for the  problem found in 2004

24 with voiding in the  s ump s uction line s , which wa s  a  de s ign ba s is  imple me nta tion is s ue , i.e . the

25

26

27

28

que s tion we nt to whe the r the  de s ign the  NRC ha d a pprove d ba ck be fore  the  pla nt ope ra te d wa s

a de qua te  ra the r tha n whe the r AP S  ha d prope rly imple me nte d the  NRC-a pprove d de s ign." (AP S

Exhibit No.87, Ma ttson Re butta l, pp. 48-49) According to Dr. Ma ttson, jus t be fore  the  supple me nta l

inspection in October 2005, one  of the  inspectors  told APS tha t the  inspection team would look a t the
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2

3

4

5

6

7

8

9

1 0

11

1 2

1 3

re fue l wa te r ta nk a nd othe r wa te r source s  to de te rmine  if the  de s ign ha d be e n imple me nte d. (Id. a t

53). He  te s tified tha t APS and its  contractors  "a ssembled 35 volumes  of documenta tion on the  RWT

a nd five  othe r s a fe ty s ys te ms  in pre pa ra tion for the  ins pe ction to de mons tra te  how the  origina l

designs of these  systems had been implemented. (Id .) Dr. Ma ttson te s tifie d tha t the  Octobe r 6, 2005

re s pons e  to the  NRC ins pe ctor's  que s tion s a id tha t "the re  wa s  s ufficie nt ma rgin in the  de s ign to

assure  tha t these  dynamic e ffects  could be  overcome and the  intent of the  des ign would be  met. The

re vis e d re s pons e  a ls o provide d e vide nce  tha t Combus tion Engine e ring ha d be e n a wa re  of the

pote ntia l for a ir e ntra inme nt whe n the  in te rfa ce  re quire me nts  re la te d  to  the  de s ign ha d be e n

established." (id .) APS ' consulta nt, We s tinghouse , wa s  re que s te d to confirm tha t the  ma rgin in the

s ta tic de s ign ba s is  wa s  sufficie nt to a ccommoda te  wha t AP S  ca lls  the  "dyna mic e ffe ct." The y we re

una ble  to confirm the  ma rgin if the re  we re  low te mpe ra ture s  in the  RWT a t the  time  of a  los s  of

coolant accident,84 tempera tures  tha t were  a llowed by the  plant's  technica l specifica tions , and so the

pla nts  we re  shut down. Dr. Ma ttson, a  forme r Dire ctor a t the  NRC in the  e a rly 1980s , e xpre sse d his

14 op inion tha t the  NRC ins pe ctors  im pos ed  a  "ba c klit" o n  P a lo  Ve rde  b y ra is ing  the  is s ue  of the

15 s witchove r of ECCS  s uction in P WRs 85 from  the  RWT to the  s um p a nd tha t this  "ba cklit" wa s  not

16 done  in accord with NRC procedures .86

1 7

1 8

1 9

20

2 1

22

23

24

AP S  a lso a rgue s  tha t NRC Re gion IV Adminis tra tor Bruce  Ma lle t told the  Commiss ion a t a

S pe cia l Ope n Me e ting  on  J a nua ry 26 , 2006, tha t it wa s  a  "ne w que s tion" a nd  tha t the  "NRC

dete rmined tha t APS should not have  ra ised the  ques tion be fore  the  NRC did so" citing pages  45 and

46 of the  tra ns cript from the  S pe cia l Ope n Me e ting. According to AP S , "[a ]lthough Dr. Ma lle t wa s

not making a  prudence  de te rmina tion when he  conducted his  ana lysis , his  conclusion tha t APS should

not have  ra ised the  new question before  it was ra ised by the  NRC nonethe less  demonstra tes  tha t APS

wa s  not imprude nt." (AP S  Initia l Brie f, p. 155).

Dr. J a cobs  be lie ve s  tha t AP S ' cha ra cte riza tion of the  is s ue  ra is e d by the  NRC a s  a  "ne w

25 que s tion" is  a n a tte mpt to shift re spons ibility for the  de s ign of P a lo Ve rde  to the  NRC. He  be lie ve s

26

27

2 8

84("LOCA")
85 Pressurized water reactors.
86 According to Dr. Mattson, it would have been required to be technically justified as being required for assurance of
adequate protection of public health and safety, and would have had to be approved by senior management in NRC's
Office of Nuclear Reactor Regulation. APS Exhibit No. 87, Mattson Rebuttal, pp. 63-64.
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tha t the  que s tion s hould ha ve  be e n ra is e d during re vie w of the  2004 Ye llow Finding e ve nt, a nd tha t

AP S  s hould ha ve  pa id more  a tte ntion to the  ha ndling of de s ign ba s is  informa tion, be e n thorough in its

re vie w of te c hn ic a l is s ue s ,  a nd  tha t AP S  s hou ld  ha ve  unde rta ke n  a  b roa de r re vie w of ope ra ting

e xpe rie nce .87  In  a ddition  to  the  opportunity ra is e d  by the  Ye llow Finding  re vie w, he  c ite s  s e ve ra l

othe r opportunitie s  whe n AP S  could ha ve  ide ntifie d this  is s ue  pre vious ly, including the  de ve lopme nt

o f the  De s ign  Ba s is  Ma nua l,  the  Conduc t o f the  De s ign  Ba s is  va lida tion  o f the  S a fe ty In je c tion

s ys te m, the  Conduct of a  S a fe ty S ys te m Functiona l Ins pe ction, the  Conduct of DRDR 272650988 in

s uffic ie nt de pth to  ide ntify the  is s ue , a nd a  more  thorough a nd de ta ile d re vie w of s imila r ope ra ting

9 e xpe rie nce .

10

11

12

13

APS cannot have  it both ways , e ithe r Dr. Ma lle t was  making a  prudence  de te rmina tion or he

wa s  not. According to APS  witne ss  Le vine  "the  NRC doe s  not focus  on prude nce " (APS  Exhibit No.

94, p . 17) a nd Dr. Ma tts on te s tifie d tha t the  "s a fe ty s ta nda rds  tha t the  NRC a pplie s  a nd thos e

a pplica ble  to prude nce  ca s e s  s uch a s  this  a re  ma rke dly diffe re nt." (AP S  Exhibit No. 87, Ma tts on

14 Re butta l, p . 7).

15 Although AP S  cha ra cte rize s  the  Ma lle t te s timony to  a ffirma tive ly s ta te  tha t the  NRC

16

17

18

de te rmine d tha t AP S  should not ha ve  firs t a ske d the  que s tion, a  re vie w of the  tra nscript whe n Mr.

Ma lle t was  a sked whe the r it was  a  ques tion tha t APS  should have  a sked itse lf e a rlie r, he  answered:

"Only if the y a re  ins pe cting a nd re vie wing tha t s ys te m in de pth. Oka y?  And othe r lice ns e e s  ha ve

19 s imila r s ys te ms  whe re  we  go out a nd look a nd a s k a  que s tion tha t wa s  not found in the  pa s t. And we

20

21

22

23

do e va lua te  whe the r the y s hould ha ve  found it be fore  us . In  th is  ins ta nce , we  didn 't de te rmine  tha t

the y s hould  ha ve  found it be fore ha nd, I don 't be lie ve , Troy, unle s s  you corre c t me  on tha t, s ince  I

ha ve  s tuck you in  this  one . But the  is s ue , I think, wa s  it wa s  a  ne w que s tion tha t wa s  a s ke d. If the y

we re  inve s tiga ting a nd looking a t tha t s ys te m, you would e xpe ct the m to find out, but I a m not s ure

24

25

26

27

28

87 The January 27, 2006, NRC report stated that APS did not consider relevant operating experience including a similar
finding in 2003 at the Brunswick Nuclear Power Station, and a 2001 engineering sandy that detailed flow modeling of the
same system and partly refuted die original operability determination by stating air would enter the suction piping.
so "CRDR 2726509 addressed the fact that the ECCS suction piping from the containment sumps was maintained unfilled
since plant licensing despite the fact that several design documents indicate the pipe must be filled, In reviewing this
CRDR, APS concluded ' ... the evaluation of CRDR 2726509 involved the same system and components and
presented a missed opportunity for PVNGS personnel to chal lenge the design basis similar to how it  was
subsequently done by the NRC team."' Staff Exhibit No. 48, Jacobs Surrebuttal, p. 30.
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1

2

we  would e xpe ct the m to go in a nd look a t tha t sys te m a t the  time  we  we re  looking a t it. Doe s  tha t

make  sense '?" (APS Exhibit No. 104. Transcript of January 26, 2006 Specia l Open Meeting, p. 46)

This  s ta te me nt is  not a  "de te rmina tion" tha t from a  prude nce  re vie w s ta ndpoint, tha t AP S

4 s hould not ha ve  ide ntifie d the  is s ue  a nd looke d into it in its  re vie w of the  a ir e ntra inme nt is s ue .

3

5

6

7

8

9

10

11

1 2

1 3

14

1 5

1 6

1 7

1 8

19

20

2 1

22

23

24

25

Ne ithe r do we  be lie ve  tha t the  s ta te me nt of the  re s ide nt NRC ins pe ctor inte rvie we d by GDS  is

dis pos itive  on the  is s ue  of prude nce . We  be lie ve  tha t the  writte n de s cription of the  e ve nts  tha t

occurre d during the  NRC ins pe ction, found in Dr. Ma lle t's  J a nua ry 27, 2006, le tte r a nd re port to

APS ' Executive  Vice  Pres ident of Gene ra tion, James  Levine , and which a re  not disputed by APS,89

a re  he lpful a nd should be  use d to de te rmine  from a  re gula tory, cos t re cove ry, pe rspe ctive  whe the r

APS ' actions  were  prudent.

The  question to be  asked is  not should APS have  anticipa ted the  NRC's  question, but why did

the  NRC inspe ctor fe e l the  ne e d to a sk the  que s tion. From the  de scription of the  inspe ction tha t is

conta ined in the  January 2006 NRC Report, it is  clea r tha t the  inspectors  did not be lieve  tha t the  APS

personne l unde rs tood the  pla nt design  basis a nd the  dyna mics  of the  s ys te m a nd  fe lt the  ne e d to

question the  pe rsonne l furthe r on the  potentia l of a ir entra inment from the  RWT into the  ECCS.

Not only had APS known s ince  July 2004 tha t the  NRC was  conce rned about a ir entra inment

and damage  to pumps  a ffecting the  sa fe ty sys tems , APS had a lready itse lf included the  RWT in the

scope  of the  re sponse  to the  Ye llow Finding and APS had been given a  "heads  up" by the  inspector

tha t the  RWT would be  looked a t during the  supplementa l inspection.90 APS knew tha t the  NRC was

inte res ted in the  RWT issue  and tha t it would be  asking ques tions  about it and making sure  tha t APS

unde rs tood the  s ys te m a nd how a nd why the  de s ign wa s  to work. Ins te a d of focus ing on how the

RWT s ys te m re la te d to the  conce rns  ide ntifie d in the  Ye llow Finding tha t wa s  the  s ubje ct of the

upcoming supplementa l inspection, apparently APS ' only prepa ra tion was  to a ssemble  documents  to

show that the  design had been implemented.

And ye t APS was unable  to demonstra te  a  good unders tanding of the  issue  of a ir entra inment

26  a nd  how it wa s  a ddre s s e d  in  the  de s ign  whe n  que s tione d  by the  NRC. If AP S  h a d  in itia lly

27

28

89 Dr. Mattson does dispute the conclusions but not the description of events,
90 APS had already itself included the RWT in the scope of the response to the Yellow Finding, but it was not included as
a potential source of air entrainment into die ECCS. Staff Exhibit No. 48, Jacobs Surrebuttal, . 25.P p
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2

3

4

5

6

7

demonstra ted knowledge, competency, and experience  in how the  design was intended to address the

a ir e ntra inme nt is sue , a nd ha d s tudie d re le va nt ope ra ting e xpe rie nce , it is  e ntire ly poss ible  tha t the

NRC would  no t ha ve  fe lt the  ne e d  to  a s k the  que s tion  a bou t pe rfo rma nce  unde r "dyna mic

conditions ." This  wa s  not a  que s tion "out of the  blue " a bout some  is sue  or re la te d type  sys te m tha t

wa s  not the  subje ct of a  pre vious  NRC finding, a nd APS  pe rsonne l ha d the  time  a nd opportunity to

thoroughly s tudy, ana lyze , and familia rize  themse lves  with the  problem identified in 2004 and how it

re la ted to the  RWT.

8

9

10

We find tha t the  actions  taken by APS prior to and during the  supplementa l inspection re la ted

to the  RWT issue  were  not reasonable  based upon the  knowledge  and information tha t APS had and

should ha ve  ha d a t the  time . Accordingly, we  will disa llow re cove ry of the  re pla ce me nt powe r cos ts

11 associa ted with this  outage .

12 G. PSA Surcharge for Palo Verde Prudent Outage Costs

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

S ta ff ca lcula te d tha t $l6.186 million, including $13.757 million of re pla ce me nt powe r cos ts

during the  pe riod the  P S A wa s  in  e ffe ct, a nd the  cos t of re duce d ma rgins  on off-s ys te m a nd

opportunity s a le s  re pre se nts  the  cos ts  a s socia te d with the  outa ge s  ca use d by imprude nce . APS

disagrees  with S ta ffs  ca lcula tion of the  measure  of the  los t sa le s , and proposed to use  its  production

cost model to ca lcula te  the  va lue  of those  los t sa les . Although the  methodology has  been used by the

Commiss ion in the  pas t, S ta ff disagreed with APS ' use  of two s ignificant a ssumptions  tha t APS used

in its  ana lys is : tha t los t sa le s  would only occur during the  times  when Pa lo Verde  was  shutdown due

to an imprudent outage , and tha t APS was  not buying power in the  wholesa le  marke t. S ta ff be lieves

tha t ne ithe r a s sumption is  re a sona ble  be ca use  the  outa ge s  ma y be  the  e ve nts  tha t ca use  AP S  to

purchase  wholesa le  power. We agree  with S ta ff tha t APS has  not demonstra ted tha t the  results  of its

production mode l produce  re liable  es timates  of los t sa les , and will use the  S ta ff recommended leve l.

S ta ff re comme nde d tha t the  Commiss ion a llow AP S  to re cove r the  cos ts  re sulting from the

Pa lo Verde  outages  tha t were  not imprudent through a  surcharge . APS a rgued tha t if the  Commission

de te rmine d tha t a ll or pa rt of the  RWT outa ge  wa s  imprude nt, a ny dis a llowa nce  of a s s ocia te d

replacement power costs  should be  offse t by the  replacement power costs  tha t were  avoided because

of the  pe rforma nce  of this  othe r work during the  outa ge . AP S  witne s s  Le vine  pre se nte d te s timony
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8

9

tha t had Unit 2 not been shut down for the  RWT outage , it would have  had to have  been shut down

s hortly the re a fte r to re pa ir the  Re a ctor Coola nt P ump ("RCP ") P A oil s e a l. (AP S  Exhibit No. 95,

Le vine  Re joinde r, pp. 6-7) We  be lie ve  tha t it wa s  a ppropria te  for AP S  to pe rform othe r ne e de d

ma inte na nce  during the  outa ge , a nd the  $5,100,000 a mount of offse t re que s te d by APS  should be

s ha re d be twe e n ra te pa ye rs  a nd s ha re holde rs , a nd a ccordingly, we  will re duce  the  a mount of

nonrecoverable  replacement power by $2,550,000 APS a lso a rgued tha t improved performance  of its

coa l gene ra tion should offse t losses  of gene ra tion a t Pa lo Verde . We  agree  with S ta ff tha t improved

coa l pe rformance  has  nothing to do with the  Pa lo Verde  outages , and tha t the  outages  did not cause

improve d ope ra tions  a t the  Compa ny's  va rious  coa l-tire d pla nts , nor did the y produce  lowe r coa l

10 prices . APS should a lways  s trive  for good pe rformance  from a ll of its  gene ra tion plants .

11

1 2

1 3

Ba se d on our discuss ion a bove , the  a mount of $l6,l86,000, which include s  los t ma rgins  for

off-s ys te m s a le s  a nd opportunity s a le s , le s s  $2,550,000, for a  tota l of $13,636,00091 s hould be

deducted from the  ba lance  of unrecove red Pa lo Verde  replacement cos ts  to be  recove red through a

14 surcharge.92

15 APS ' a pplica tion for a  S te p 2 surcha rge  should be  a pprove d a nd imple me nte d concurre ntly

1 6

1 7

with the  imple me nta tion of ra te s  in this  proce e ding. AP S  s hould ca lcula te  the  corre ct a mount a s

adjus ted for our de te rmina tion he re in, and submit the  proposed surcha rge  leve l to Commiss ion S ta ff

1 8 for approva l, within 30 days  of the  da te  of this  Decis ion.

1 9 H . Conclusion #5, Recommendation # 2  & #6 Outages and Vendor Supplied

20 Equipment

2 1

22

23

24

25

GDS concluded tha t some of the  unplanned outages were  caused by faulty or defective  vendor

supplie d e quipme nt. GDS  e va lua te d AP S ' a ctions  re la te d to the se  spe cific outa ge s  a nd conclude d

tha t AP S ' a ctions  we re  not imprude nt. AP S  witne s s  Le vine  te s tifie d to the  Compa ny's  e fforts  to

pursue  vendors  for remedies  re sulting from equipment fa ilure s , and no pa rty disputed tha t te s timony

or re comme nde d a dditiona l a ction be  ta ke n. GDA a ls o re comme nde d tha t the  Commis s ion orde r

26 AP S  to e va lua te  its  progra ms  for re ce ipt inspe ction a nd ve rifica tion of pa rts  prior to ins ta lla tion a nd

27

28
91 As modified by the interest as discussed by Dr. Jacobs.
Hz There is approximately $47.6 million unrecovered as of May 1, 2007.
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2

3

4

tha t it should submit a  re port to the  Commiss ion within 120 da ys  of the  Comlnis s ion's  Orde r in this

ma tte r de scribing the  findings  of the  e va lua tion a nd the  a ctions  ta ke n to improve  re ce ipt inspe ction

a nd pre -ins ta lla tion ve rifica tion of pa rts  a t P a lo Ve rde . AP S  did not obje ct to this  re comme nda tion

a nd we  will a dopt it.

5 1 . Conclusion #6 .- Unit 1 Shutdown, Line Vibration

6 GDS  conclude d  tha t it is  too  s oon  to  de te rmine  the  prude nce  of the  Unit 1  s hutdown

7

8

9

associa ted with the  shutdown cooling line  vibra tion but tha t it appears  tha t APS has  made  a  concerted

e ffort to re solve  the  vibra tion problem. GDS concluded tha t additiona l inves tiga tion will be  needed to

de te rmine  the  ca use  of a nd re spons ibility for this  outa ge . We  will re quire S ta ff to provide  an upda te

10 within 90 da ys  of this  De cis ion.

11 J . Conclusion #7 - Safety

1 2 GDS  conclude d tha t the re  is  no e vide nce  or indica tion tha t ope ra tion of the  pla nt in 2005

13 compromised sa fe ty. APS agreed with this  conclus ion.

14 K. Recommendations #4 & #5 .- Reports

15

16

17

18

19

20

21

22

23

24

25

26

GDS recommended tha t the  Commiss ion should orde r APS to submit a  semi-annua l report to

the  Commiss ion's  Docke t Control, de scribing plant pe rfonnance , expla ining any nega tive  regula tory

re ports  by the  NRC or INTO, a nd providing de ta ils  of corre ctive  a ctions  ta ke n. GDA re comme nde d

tha t AP S  s ubmit th is  re port s e mi-a nnua lly un til the  Commis s ion  de cide s  tha t it is  no  longe r

necessa ry. APS did not oppose  this  recommenda tion, but noted tha t it may be  necessa ry to provide

some  informa tion confide ntia lly.

GDA re comme nde d tha t the  Commis s ion orde r AP S  to e va lua te  its  progra ms  to de a l with

aging equipment a t Pa lo Verde  and should submit a  report to the  Commiss ion within 120 days  of this

De c is ion  de s c rib ing  the  find ings  o f the  e va lua tion  a nd  the  a c tions  ta ke n  to  improve  AP S '

ma na ge me nt of a ging e quipme nt is s ue s . AP S  te s tifie d tha t it wa s  willing to tile  the  re ports  to the

extent tha t it was  possible .

We will adopt these  recommenda tions  conce rning reports  and require  APS to tile  them to the

27 extent poss ible  as  compliance  items in this  Docke t.

28
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1

2

During the  he a ring in this  ma tte r, S ta ff te s tifie d tha t in the  course  of pe rforming its  Fue l a nd

Purchased Power Audit, it was  denied access  to APS ' Boa rd of Directors . The  Commiss ion be lieves

3

4

5

tha t e fforts  by AP S  to fore clos e  a cce s s  to ke y de cis ion ma ke rs  a t the  Compa ny unde nnine  the

Commis s ion's  a bility to pe rform its  re gula tory ove rs ight dutie s  in the s e  s itua tions . The re fore , we

be lie ve  tha t AP S  s hould pe rmit a cce s s  to its  Boa rd of Dire ctors  in a ny future  a udit or prude nce

6 review in order for the  Commission to de te rmine  these  issues .

7 * * * * * * * * * *

8 Ha ving cons ide re d the  e ntire  re cord he re in a nd be ing fully a dvis e d in the  pre mis e s , the

9 Commission finds, concludes, and orders  tha t:

10 XIV. FINDING S  O F FACT

11

1 2

1 3

14

1 5

APS is  a  public se rvice  corpora tion principa lly e nga ge d in furnishing e le ctricity in the

S ta te  of Arizona . AP S  provide s  e ithe r re ta il or whole s a le  e le ctric s e rvice  to s ubs ta ntia lly a ll of

Arizona , with the  ma jor e xce ptions  of the  Tucs on me tropolita n a re a  a nd a bout one -ha lf of the

Phoenix me tropolita n a rea .  AP S also generates, sells a nd de live rs  e le ctricity to wholesale  customers

in the  western United Sta tes . -

1 6

1 8

19

20

21

22

23

24

25

26

On Nove mbe r 4, 2005, AP S  file d with the  Commis s ion a n a pplica tion for a  $405

17 million ra te  increase  and to amend Decis ion No. 67744 (April 7, 2005).

On November 9, 2005, the  Commiss ion opened a  docke t to inves tiga te  the  outages  a t

Pa lo Verde  Nuclea r Power Genera ting S ta tion during 2005, and anothe r docke t was  opened to audit

APS' fuel and purchased power practices and costs .

On J a nua ry 31, 2006, AP S  file d  a n a me nde d a pplica tion us ing a n upda te d TY

cons is ting of the  twe lve  months  ending September 30, 2005. The  Amended Applica tion reques ted a

pe rma ne nt ba se  ra te  incre a se  of $449.6 million on a nnua lize d te s t ye a r s a le s , or 21.1 pe rce nt, on

a ve ra ge , for its  jurisdictiona l e le ctric ope ra tions . The  Ame nde d Applica tion a lso re que s te d tha t the

Commis s ion pe rma ne ntly modify or e limina te  the  $776.2 million "ca p" pla ce d on tota l a nnua l ne t

fue l a nd purcha se d powe r cos ts  by De cis ion No. 67744, a nd to ma ke  ce rta in cha nge s  to the  P S A

mechanism.27

28 On Fe brua ry 24, 2006, S ta ff file d a  le tte r s ta ting tha t the  a pplica tion wa s  found

69663
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15.

1 7 .

18.

ICE, the  Jewish Community of Sedona , and AARP.

1 l. Counse l for APS, FEA, Kroger and Sola r Advoca tes  were  granted Admiss ion Pro Hao

Vice  and participa ted in the  hearing.

12. Notice  of the  applica tion was  provided in accordance  with the  law.

13. The hearing commenced as scheduled on October 10, 2006 and continued for 29 days,

concluding on December 15, 2006.

14. La te -file d e xhibits  we re  file d by APS  a nd S ta ff

P os t-he a nng Initia l Brie fs  we re  file d by AP S , S ta ff, RUCO, P he lps  Dodge /AECC,

AUIA, FEA, Kroge r, Inte re s t, DEAA, WRA/S WEEP , S ola r Advoca te s , a nd Inte rfa ith Coa lition.

16. On January 23, 2007, S ta ff filed its  Motion to Extend Due  Da te  for Responsive  Brie fs .

On J a nua ry 23, 2007, S ta ff tile d its  S upple me nt to Motion to Exte nd Due  Da te s  for

Re s pons ive  Brie fs , s ta ting tha t AP S , RUCO, WRA/S WEEP , a nd AUIA did not oppos e  the  Motion

and AECC and the  Power Group supported the  Motion.

On J a nua ry 24, 2007, P he lps  Dodge /AECC file d a  Motion in  S upport of S ta ff" s

69663DECIS ION no.139
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2

l sufficient and class ified the  applicant a s  a  Class  A utility.

6. By Procedura l Orde r is sued March 28, 2006, a  hea ring da te  and te s timony deadlines

3 were established.

4

5

On March 30, 2006, RUCO filed a Motion to Modify the Procedural Schedule.

By Amended Procedural Order issued April 5, 2006, new dates for processing the

6 applica tion were  established, se tting the  hearing to commence  on October 10, 1006.

7 9. On September 1, 2006, S ta ff of the  Commiss ion filed Motions  to Consolida te  docke ts

8 E-01345A-05-0816, E-01345A-05-0827 and E-01345A-05-0826, which we re  granted by P rocedura l

9 Order issued September 18, 2006.

10 10. During the  cours e  of this  ma tte r, inte rve ntion wa s  gra nte d to J im Ne ls on, RUCO,

11 DE AA, Co n ve rg e ,  In c . ,  Un iS o u rce  E n e rg y S e rvice s ,  WRA, S CTA, AUIA, Kro g e r,  P h e lp s

12 Dodge /AECC, S cotts da le , AWC, FEA, Allia nce , P owe r Group, Ge orge  Bie n-Willne r db Gle nda le  &

13 2 7 th  In ve s tme n ts ,  LLC, Ru th  P ro p e rtie s ,  LLC, S o lic ito  In ve s tme n ts ,  LLC a n d  Co mb in e d

14 Comme rcia l, LLC, S ola r Advoca te s , AzAg Group, S WEEP , S WG, Inte re s t, Ta mmie  Woody, AZ-

15

1 6

1 7

18

19

20

21

22

23

24

25

26

27

28

8.
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1 Motion.

2

3

4

19. On Janua ry 30, 2007, a  Procedura l Orde r was  is sued granting the  Motion and

extending the  time  for filing Reply Brie fs  to Februa ry 16, 2007, and extending the  timeclock

accordingly.

20.5 Re ply Brie fs  we re  file d by AP S , S ta ff, RUCO, P he lps  Dodge /AECC, AUIA, Kroge r,

6 Inte re s t, DEAA, WRA/S WEEP , a nd S ola r Advoca te s .

7 21. On Fe brua ry 28, 2007, S ta ff file d its  la te -file d Exhibit S -50 which conta ine d a  fina l

8 ve rs ion of S ta ffs  propose d P la n of Adminis tra tion for the  PSA, a  fina l ve rs ion of the  sche dule s  tha t

9 accompany the  POA, a  red-lined ve rs ion of S ta ffs  proposed POA showing the  changes  to Exhibit S -

10 30 tha t were  discussed by S ta ff witness  Antonuk during the  hea ring, and hypothe tica l schedule s  for

11 2007, 2008, and 2009 tha t provide  sample  ca lcula tions pursuant to the  POA.

12 On Ma rch 12, 2007, AP S  file d a  le tte r in the  docke t s ta ting tha t it did not ha ve  a n

13 obje ction to the  la te -file d Exhibit S -50, but indica ting tha t it pla nne d to file  writte n comme nts  on the

14  Exhib it on  or be fore Ma rch 26, 2007, a nd re que s ting tha t othe r pa rtie s  be  a llowe d, a s  we ll, to file

22.

15 written comments .

16 23. By P roce dura l Orde r is sue d Ma rch 19, 2007, a ll pa rtie s  de s iring to comme nt on the

la te -filed Exhibit S -50, were  orde red to file  comments  by March 26, 2007.

24. On De ce mbe r 12, 2006, the  Commiss ion is sue d De cis ion No. 6918493 which

authorized APS to continue the interim PSA adjustor of seven mills for 2007 costs until rates become

effective in this docket.

17

18

19

20

21

22

25. On March 21, 2007, Staff filed a  la te -filed exhibit of its  witness , Pram Baht. The

23

24 $7,7l1,611,000, and $6,057,554,000, respectively.

25 27. APS' adjusted TY revenues, operating expenses, and net operating income were

26 $2,609,930,000, $2,439,648,000, and $170,282,000, respectively.

27

2 8 93 In Docket No. E-01345A-06-0009, Aps ' emergency interim ra te applica tion med in January, 2006.

exhibit contained a response to Commissioner Mayes' questions concerning APS' quality of service.

26. AP S ' OCRB, RCNRB, a nd  FVRB a re  de te rmine d  to  be  $4 ,403 ,496 ,000 ,
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35. It is  no t a ppropria te  o r ne ce s s a ry to  a dopt a ny of AP S ' re ve nue  e nha nce me nt

proposa ls .

36. No a dditiona l a djus tme nts  or modifica tions  to our tra ditiona l ra te ma king me thod a re

necessary or appropria te  to set just and reasonable  ra tes.

37. APS fa iled to demonstra te  tha t the  near-tenn costs  of customer growth are  grea ter than

the increased revenues generated by that growth.

The  exis tence  of a ttrition does  not necessa rily mean tha t ra te s  a re  no longe r jus t and38.

reasonable .

39. The ra tes  and charges adopted here in will assure  confidence  in the  financia l soundness

of the  Compa ny, a nd should be  a de qua te , unde r e fficie nt ma na ge me nt, to ma inta in a nd support its

credit and enable  it to ra ise  the  money necessary for the  proper discharge  of its  duties .

94 This will result in an increase in base rates set in Decision No. 67744 for commercial of approximately 14.97 percent
and for residential of approximately 15.29 percent, however, the "actual rate increase experienced" will be less due to the
adoption in Decision No. 68685 (May 5, 2006) of the interim 7 mill adjustor (which will no longer exist). For example, a
residential customer on E-l2 at 800 kph in the surrnner will have an increase of approximately 6.10 percent ($5.58), and
in the winter will have an increase of 3.63 percent ($2.82)
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1 28. A fair and reasonable  ra te  of re turn on APS' FVRB is 6.05 percent.

2 29. The ra te  increase  proposed by APS would produce  an excessive  re turn on fa ir va lue

3 and would not result in just and reasonable  ra tes and charges.

4 30. Operating income of $366,371,000 is  necessary to reach a  6.05 percent ra te  of re turn

5 on the fair value rate base.

6 31. APS must increase operating revenues by $321,723,000 to produce operating income

7 of$366,371,000.

32.8

10 33.

11

12

Based upon the  COS studies , ra te  continuity, and s implicity and s tability, the  revenue

9 dis tribution as  se t forth here in is  appropria te  in this  case .

The  Compa ny's  ra te  de s ign a s  modifie d by S ta ff, toge the r a nd with the  volta ge

discounts  as  proposed by the  FEA, and the  move towards the  AECC proposal for transmission ra te

design to the extent consistent with Staffs concerns, is  appropriate  for designing rates. 94

APS should file  its  revised schedule  of ra tes  and charges  and proof of revenues  for13 34.

14 Staff review and confirmation prior to the ir implementa tion.

15

16

17

18

19

20

21

22

23

24

25

26

27

28
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1 40.

2

3

4

AP S  s hould continue  its  e fforts  to  incre a s e  its  cre ditworthine s s  by improving its

pe rformance  a t its  nuclea r power plants  and avoiding outages  while  ma inta ining sa fe ty, seeking ra te

re lie f from FERC for its  unde r-re cove ry of tra ns mis s ion cos ts , a ny by s e e king ra te  re lie f from the

Commis s ion whe n ne ce s s a ry a nd a s s is ting in proce s s ing a pplica tions  e xpe ditious ly a nd without

5 e rrors .

6 41.

7 42.

8

9

1 0

APS' approved annua l leve l of nuclea r decommiss ioning funding is  $l9,211,000.

AP S  should conduct a  s tudy to ide ntify wha t type s  of De ma nd Re sponse  a nd Loa d

Ma na ge me nt progra ms  would be  mos t be ne ficia l to APS ' sys te m, re lying on a  cos t-be ne fit a na lys is

based on the  Socie ta l Cos t Tes t and should be  tiled with the  Commiss ion within one  yea r of the  da te

of this  De cis ion.

11 43.

1 2

1 3

1 4 44.

1 5

1 6 45.

1 8 46.

20 47.

AP S  s hould  tile  with  the  Commis s ion  fo r a pprova l, one  o r more  cos t e ffe c tive

De ma nd Re s pons e  or Loa d Ma na ge me nt P rogra ms  tha t the  Compa ny be lie ve s  would be  mos t

beneficia l to its  sys tem and its  ra tepayers , within one  year of the  da te  of this  Decis ion.

APS should include  a n e ne rgy-we ighting me thod for a lloca ting production pla nt a s

discussed here in in the  cost-of-se rvice  s tudy presented in its  next ra te  applica tion.

AP S ' propos e d cha nge s  to  S che dule  l a s  modifie d  he re in  a nd by S ta ff" s  o the r

17 recommendations  a re  reasonable  and there fore  approved.

APS ' proposed changes  to Schedule  3 and 4 a s  modified by S ta ffs  recommenda tions

19 are reasonable and therefore approved.

Schedule  E-20 should remain "frozen" as  es tablished in the  Se ttlement Agreement, a s

21 other viable  schedules  a re  ava ilable  to Houses of Worship.

APS ' proposed Partia l Requirement Schedules  E-56 and E-57 need fiuthe r discuss ion

23 and revis ion and APS should meet with Sta ff and the  inte rested parties  and submit a  revised E-56 and

22 48.

24 E-57 ta riffs  within 60 days  of the  da te  of this  Decis ion.

25 49.

26

27

28

AP S ' propos e d modifica tion to othe r s che dule s  including e limina ting e xis ting ra te

s che dule s  DA E-12, DA ET-l, DA ECT-lR, DA E-32, DA E-34, DA E-35, EC-1, E-10, E-38, E-38-

8T, EP R-3, EQF-S , EQF-M, E-52, a nd S ola r l a nd the  Dire ct Acce s s  Ra te  S che dule s , e limina ting

ra te  schedule  E-51 in APS ' next ra te  case , and clos ing (freezing) exis ting ra te  schedules  Sp-l, E-32R
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1

2

and E~55 to new customers  and e limina ting them in APS ' next ra te  case , and consolida ting schedule

EP R-4 into the  re vis e d S che dule  EP R-2, a nd a s  s e t forth he re in we re  unoppos e d a nd s hould be

3 approved,

4 50.

5

6

7

8 51. or "los t re ve nue s ",

9

1 0

11

Cus tome rs  on e xpe rime nta l TOU ra te s  E-21, E-22, E-23, a nd E-24 will ha ve  a  s ix-

month trans ition pe riod to eva lua te  and choose  a  ra te  option, and a t the  end of the  trans ition pe riod,

APS will cance l E-21, E-22, E-23, and E-24 and cus tomers  who have  not chosen an a lte rna tive  ra te

schedule  will be  automatica lly switched to the  de fault ra te  E-32 TOU.

AP S  should be  a llowe d to de fe r "uncolle cte d fixe d cos ts " if the y

e xis t, a s socia te d with its  thre e  ye a r "pilot" ne t me te ring progra m (S che dule  EP R-5) a nd se e k the ir

recovery in the  Company's  next genera l ra te  case .

52. AP S  s hould be  a llowe d to true -up the  $4.25 million with the  a ctua l UCP P  cos ts  for

1 2 2006. Because  the  proportiona lity requirement in Paragraph 63 of the  2005 Se ttlement Agreement as

1 3

1 4

1 5

1 6

1 7

approved by Decis ion No. 67744 may no longer be  appropria te , APS should be  a llowed to propose  a

ta riff tha t de via te s from tha t re quire me nt. Whe n the  Commiss ion cons ide rs  the Company's  reques t,

we  s ha ll re e va lua te  the  proportiona lity re quire me nt a nd de te rmine  in tha t proce e ding if s uch a

re s triction is  s till a ppropria te .

The  S ys te m Be ne fits  Cha rge  for a ll a pplica ble  AP S  ra te  s che dule s  should be  s e t a t53.

18 $.001850 per kph.

54.1 9

20

21

22 55.

23

APS should be  authorized to implement an Environmenta l Improvement Surcharge  as

s e t forth he re in a nd s hould tile  with Docke t Control a s  a  complia nce  ite m in this  docke t, a  pla n of

adminis tra tion for Commiss ion approva l within 30 days  of the  da te  of this  Decis ion.

APS  should prepa re  and file  with Docke t Control a s  a  compliance  item in this  docke t,

a  clima te  management plan, ca rbon emiss ion reduction s tudy, and commitment and action plan with

24 public input a nd the  opportunity for Commiss ion re vie w.

56.25 AP S ' "pilot ne t me te ring" propose d Ra te  S che dule  EP R-5 a s  modifie d he re in should

26 be  approved and APS  should file  its  revised ta riff within 30 days  of the  da te  of this  Decis ion.

57. Pursua nt to De cis ion No. 67744 a nd the  Se ttle me nt Agre e me nt, unspe nt DSM funds27

28 should be credited to the balance of the DSMAC.
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rules  is  appropria te  for APS a t this  time , and accordingly, it is  not necessa ry to adopt a  specific ta rge t

in this  proceeding in addition to wha t is  conta ined in our RES rules .

64. During the  collabora tive  mee tings  APS and inte re s ted pa rtie s  should a lso discuss  and

eva lua te  how performance-based incentives  and decoupling of ra tes  from revenues  might encourage

66.

APS to procure  more renewable  energy resources.

65. S ta ff is  currently conducting procurement workshops  and a  requirement to include  an

independent eva lua tor in every future  RFP for renewables  is  not necessary a t this  time.

Give n AP S ' commitme nt to procure  re ne wa ble  e ne rgy, the  re quire me nt in the  RES

rule s  a nd our a doption of tha t re quire me nt in  this  De cis ion, a nd our inte nt to  hold AP S  to tha t

it is  not ne ce s s a ry to ma nda te  a dditiona l procure me nts  or a  s pe cific procure me ntcommitme nt,

sche dule  a t this  time .

67. WRA's  re comme nda tion  for AP S  to  tile  a  re ne wa ble  e ne rgy a cquis ition  p la n  is

appropria te  and will insure  tha t APS mainta ins  a  focus  on the  long te rn use  of renewables .

69663DECISION no.144
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1 58. No increase  beyond the  current DSM spending requirement is  appropria te  a t this  time .

APS should be  a llowed to accrue  inte rest on the  unrecovered DSM adjustor ba lance  a t2 59.

3 the  ra te  re comme nde d by S ta ff

4 60. S ta ff" s  re comme nda tions  to AP S ' propos e d pe rforma nce  ince ntive  in its  P ortfolio P la n

6

5 of DSM programs are  reasonable  and should be  approved.

61. AP S  should conve ne  a  Colla bora tive  Working Group Me e ting within 60 da ys  of this

7

8

9

10

11 62.

12

13

14

Decis ion to address  urban hea t is land reduction issues  and programs and, upon consulta tion with the

Colla bora tive  Working Group me mbe rs , invite  pre s e nta tions  by knowle dge a ble  individua ls  to

es tablish where  the  re sea rch s tands  and wha t additiona l infonna tion is  needed, if a rty, be fore  a  hea t

is land reduction plan can be  implemented, and when tha t information will be  obta ined.

AP S  s hould be  s e e king low cos t, s ta bly price d re ne wa ble  e ne rgy unde r long te rm

contracts  to hedge  aga ins t and to limit APS ' and the  ra tepaye rs ' exposure  to high na tura l ga s  price s

over the  next 15 years  or longer.

The  re cord in this  ca se  supports  a  finding tha t the  re quire me nt conta ine d in the  RES63.

15

16

17

18

19

20

21

22

23

24

25

26

27

28
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1 68. AP S ' Gre e n  P owe r a nd Tota l S ola r Ra te  ta riffs , a s  modifie d  he re in , s hould  be

2 approved.

3 69. A ge ne ric docke t should be  ope ne d to inve s tiga te  the  fe a s ibility of hook-up fe e s  for

4 e lectric and gas  utilitie s .

5 70.

6

7

8 71.

9

10

In view of the  unprecedented growth in APS ' se rvice  te rritory, the  Commiss ion should

grant APS variances  to A.A.C. R14-2-207.C.l and C.2 as  necessary and appropria te  measures  to shift

the  burden of ris ing dis tribution infras tructure  costs  away from the  current cus tomer base  to growth.

APS ' proposed amortiza tion and deprecia tion ra tes  a re  appropria te  to use  in this  case

and APS should clea rly break out each new deprecia tion ra te  be tween se rvice  life  and a  ne t sa lvage

va lue , s imila r to the  ra te s  shown in Appendix A to Decis ion No. 67744.

11 72. S ta ff s h o u ld  c o n s id e r in itia tin g  a  d o c ke t to  a m e n d  A.A.C .  R 1 4 -2 -1 0 2 ,  th e

12 Commiss ion's  deprecia tion rule , to a llow a lte rna tive  trea tment for the  cos t of remova l.

1 3 73. AP S ' 2005 pla nt improve me nts  we re  a ppropria te  a nd ne ce s sa ry to provide  re lia ble ,

1 5

14 e fficie nt, and cost effective  se rvice .

74. APS should submit a  critica l peak pricing proposa l in its  next ra te  applica tion.

AP S ' propos e d modifica tions  to the  Low Income  P la n of Adminis tra tion to promote

17 the  low income  progra ms  a nd to fa cilita te  the  e nrollme nt proce s s  a re  re a s ona ble  a nd s hould be

1 6 75.

18 approved.

19 76. Those  cus tomers  who have  been participa ting in an automatic payment program have

20

21

22

23 77,

24

25

26 78.

27

28

be e n s ubs idizing thos e  who do not. It is  the re fore  a ppropria te  for AP S  to incre a s e  its  te s t ye a r

e xpe nse s  by $820,000 a nd to provide  a  monthly discount of a t le a s t $0.48 to those  cus tome rs  who

genera te  tha t savings  by the ir participa tion in automatic payment programs.

S ta ffs  e xa mina tion a nd a udit of the  ma na ge me nt a nd ope ra tions  of the  fue l a nd

purcha se d powe r functions  a t APS  re sulte d in nume rous  conclus ions  a nd re comme nda tions  a s  se t

forth in the  Discuss ion and APS indica ted genera l agreement with the  findings .

APS should prepa re  an implementa tion plan for each recommenda tion tha t it accepts

and for each recommenda tion tha t it does  accept, APS  should provide  a  de ta iled explana tion of the

reasons why the  recommendation should not be  implemented.
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AP S  should file  its  Fue l Audit Imple me nta tion P la n within 60 da ys  of the  da te  of this

2 De cis ion a nd the n within 45 da ys  a fte r the  pla n is  submitte d, S ta ff should ide ntify how it will monitor

1 79.

3 the plan and resolve disputes.

APS tes tified tha t credit ra ting agencies  trea t purchased power as  a  font of debt in the

5 ca lcula tion of va rious  credit ra tios , including FFO to Debt.

AP S  te s tifie d tha t it will incre a s e  its  re lia nce  on na tura l ga s -de pe nde nt purcha s e d

4 80.

6 81.

8 82.

9

1 0

7 power to meet growing case load and peaking requirements .

The  Commis s ion be lie ve s  tha t it is  in the  public inte re s t to conduct a  proce e ding

option.

11 83.

1 2

1 3

No party objected to APS' proposal to modify the existing PSA to eliminate the Cap

on Total Fuel Cost Recovery, to eliminate the four mill "lifetime" cap and replace it with a four mill

annual cap, or to eliminate the requirement for mandatory PSA surcharge applications when deferrals

1 4 reach $100,000,000.

84.1 5 Maintaining an incentive mechanism in the PSA with the opportunity for some

1 6

1 7

1 8

1 9

"sharing" of the  savings or costs  of the  purchased power and fue l costs  is  appropria te , but the  fixed or

de ma nd  e le me n t o f long -te rm P urcha s e  P owe r Agre e me n ts  a cqu ire d  th rough  compe titive

procurement and renewable  energy purchases not otherwise  recoverable  through the  EPS/RES should

be  excluded from the  sharing requirement.

Broke r fe e s  in e xce s s  of the le ve l a lre a dy include d in ba s e  ra te s  s hould not flow20 85.

21 through to the  PSA.

86.22

23 87.

No party has recommended tha t a  PSA is  no longer necessary or appropria te  for APS.

S ta ff" s  propos e d ne w P S A us e s  a  forwa rd-looking e s tima te  of fue l a nd purcha s e d

24 power costs to set a rate that is then reconciled to actual costs experienced.

25 88. RUCO and Phe lps  Dodge /AECC opposed adoption of S ta ff' s  P rospective  PSA, AUIA

26 supported adoption of S ta ff" s  PSA, and APS supported it with modifica tions .

27 89. De ve loping a  P S A is  a n "a rt" be ca us e  it mus t ba la nce  time ly re cove ry of cos ts  with

28 sa feguards  to cus tomers  for extreme vola tility in cos ts .
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94. A s ha ring ince ntive  tha t e xc lude s  the  cos ts  of re ne wa ble  e ne rgy a cquire d from third

pa rtie s  a nd not othe rwis e  re cove ra ble  unde r the  EP S /RES  a nd the  de ma nd compone nt of a ny long-

te rm purcha s e d powe r a gre e me nt a cquire d via  a  compe titive  procure me nt proce s s  s hould a pply to the

pros pe ctive  P S A a s  we ll.

95 .

E ith e r P S A d e s c rib e d  a b o ve  is  re a s o n a b le  b u t b e c a u s e  a  p ro s p e c tive  P S A will

AP S  propos e d  to  modify the  P S A by e limina ting  the  four mil c umula tive  "life time "

ca p on  the  Annua l P S A Adjus tor a nd  re pla ce  it with  a  four mil a nnua l ca p . S ta ffs  propos a l wa s  to

e limina te  the  ca p  e ntire ly. The  Commis s ion  finds  tha t the  four mil ca p  s hould  be  a n  a nnua l, not a

life time , ca p. In othe r words , the  P S A a djus tor ra te  could not incre a s e , or de cre a s e , in a ny one  ye a r,

more  tha n four mills  from the  e xis ting P S A a djus tor ra te . This  le ve l, combine d with the  highe r ba s e

cos t of fue l we  a re  a dopting in this  Orde r, a nd the  othe r cha nge s  to the  P S A a s  de s cribe d a bove , will

s ignifica ntly improve  AP S ' ca s h  flow, while  a t the  s a me  time  pro te c ting  ra te pa ye rs  from pote ntia l

la rge  s pike s  in the  P S A.

96.

s ign ific a n tly improve  AP S ' c a s h  iiow while  s till a llowing  AP S  to  on ly re c ove r p rude n tly inc u rre d

69663
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1 90.

2

The  e xis ting P S A ha s  de ficie ncie s  tha t ha ve  be e n ide ntifie d by the  pa rtie s , but with the

modifica tions  re comme nde d in this  proce e ding, it ca n be  improve d to provide  more  time ly re cove ry

3 of cos ts .

4 91. A PSA that has: a  4 mill annual cap, a  provision for 90/10 sharing of costs , except the

5

6

7

8

9

10

11

12

cos ts  of re ne wa ble  e ne rgy a cquire d from third pa rtie s  a nd not othe rwise  re cove ra ble  unde r the

EPS/RES and the  demand component of any long-term purchased power agreement acquired via  a

compe titive  procurement process , no Cap on Tota l Fue l Cos t ReCovery, and no requirement for

manda tory PSA surcha rge  applica tions  when de fe rra ls  reach $100,000,000 would go a  long way

toward making the PSA more responsive to changes in fuel and purchased power costs.

92. A prospective PSA would make the recovery of fuel and purchased power costs  more

time ly, the re by improving the  Compa ny's  ca s h flow s ignifica ntly, a nd it would a ls o provide

safeguards to customers to make sure that the costs recovered were prudent.

13 A prospective  adjustor should a lso contain a  sharing provision to provide an incentive

14 for the Companv to keep its fuel and purchased power costs as close to base rates as possible.

93.

15

16

17

18

19

20

21

22

23

24

25

26

27

28
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1 cos ts , S ta ff's  propos e d P S A, a s  modifie d to include  the  four m il a nnua l ca p  a nd the  90/10 s ha ring

2 mechanism above , should be  adopted.

3 97.

4

5 98. S ta ff a nd AP S  re com m e nd tha t the  a pp rop ria te  wa y to  a ddre s s  a ny P S A cha rge s

6 curre ntly a uthorize d is  to a llow the m to continue  to run the ir cours e  a s  origina lly s e t, e xce pt the  2007

7 annua l adjus tor ra te  of .003987 s ha ll rema in in e ffect a s  long a s  nece s s a ry afte r J a nua ry 31, 2008 to

8 colle ct a n a dditiona l $46 million of 2007 fue l a nd purcha s e d powe r cos ts , with a ny re s idua l a mounts

9 remaining to be  handled in the  2008 or 2009 PSA Year, and we  find this  is  reas onable .

10 99. AP S  file d com m e nts  a nd s ugge s te d m odifica tions  to S ta ff's  P la n of Adm inis tra tion,

l l a nd e xce pt for the  la ngua ge  AP S  cha nge d to a llow broke r fe e s  M e xce s s  of the  a mounts  include d in

12 ba s e  ra te s  into the  P S A, we  will a dop t the m  a nd orde r S ta ff to file  the  fina l,  conform e d P la n of

13 Adminis tra tion tha t is  cons is te nt with this  De cis ion, within 30 da ys  of this  De cis ion.

14 100.

16 AP S  m a na ge s  the  e m ploye e s  a nd contra ctors  working  a t P a lo Ve rde  a nd m a ke s  a ll

17 decis ions  regarding the  s a fe  and re liable  opera tion of the  s ta tion.

18 102. AP S  confe rs  with  a nd re ce ive s  a p p rova l from  the  o the r owne rs  on s om e  is s ue s ,

19 including a ll major capita l projects  such as  s team genera tor replacements  and turbine  upgrades .

103. P a lo Ve rde  is  a  vita l compone nt of AP S ' ge ne ra tion re s ource s , providing 18.9 pe rce nt

15 seven owners.

101 |

20

21 of APS' total generating capacity.

104. In 2005, Palo Verde had more outages than normal and the capacity factor and22

23 genera tion were  lower than expected.

24 105. Ope ra ting  pe rform a nce  of the  P a lo Ve rde  nucle a r powe r p la nts  dire ctly a ffe cts  the

25 cos ts  of fue l and purchased power tha t ra tepayers  a re  required to pay though an adjus tor mechanism.

26 106. The  fue l a nd p urcha s e d p owe r cos ts  re cove ra b le  unde r the  P S A a re  s ub j e t to  a

27 prudence  review and may be  dis a llowed by the  Commis s ion if the  cos ts  a re  found not to be  prudently

28 incurred.
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1 107.

2

3

4

In re s pons e  to the  e le ve n P a lo Ve rde  outa ge s  in 2005, S ta ff is s ue d a  Re que s t for

Proposa ls  to engage  a  consultant to inves tiga te  the  rea sons  for the  lower pe rformance  and to make

re comme nda tions  to improve  pe rforma nce  a nd re duce  the  like lihood of more  unpla nne d outa ge s  in

the  future .

On Fe brua ry 2, 2006, AP S  file d a n a pplica tion for a pprova l of a  P S A s urcha rge  to

6 recove r approxima te ly $44.6 million plus  accumula ted inte re s t in replacement power cos ts  tha t were

5 108.

7 a  result of outages a t Pa lo Verde  during 2005.

8 109. APS  be lie ve s  tha t none  of the  outa ge s  we re  the  re sult of impude nce  a nd tha t a ll the

9 replacement power cos ts  should be  recove red from ra tepaye rs  through implementa tion of a  "S tep 2

10 PSA Surcha rge" in this  Decis ion.

110. S ta ffs  witne s s , Dr. Willia m Ja cobs , Vice  P re s ide nt of GDS  Associa te s , Inc. te s tifie d

12 that of the  e leven planned and unplanned outages in 2005, four resulted from imprudence .

i l l . Dr. J a cobs  re comme nde d tha t the  Commis s ion dis a llow re cove ry of $l6.l86 million,13

14 including $13.757 million of re pla ce me nt powe r cos ts  during the  pe riod the  P S A wa s  in e ffe ct

15 toge ther with the  cost of reduced margins  on off-system and opportunity sa les .

16 Dr. Jacobs  concluded tha t the re  is  no evidence  or indica tion tha t opera tion of the  Pa lo

18

20

112.

17 Ve rde  pla nt in 2005 compromis e d s a fe ty.

113. AP S ' witn e s s ,  Le v in e ,  te s tifie d  th a t s a fe  o p e ra tio n  o f th e  P a lo  Ve rd e  u n its  is  th e

19 ove ring  priority a nd tha t P a lo  Ve rde  ha s  ope ra te d  s a fe ly.

114. S ta ff re comme nde d tha t the  Commis s ion imple me nt a  Nucle a r P e rforma nce  S ta nda rd

21 for APS ' Pa lo Verde  nuclea r power plants .

115. AP S ' witne s se s  te s tifie d tha t a n NP S  is  unne ce ssa ry, ina ppropria te , a nd tha t S ta ffs22

24 116.

25

23 proposed NPS is  lacking key e lements .

The  e vide nce  s hows  tha t the  Commis s ion ha s  re a s on to be  conce rne d a bout P a lo

Ve rde 's  re ce nt pe rforma nce  a nd s hould be  monitoring AP S ' ope ra tion of the  P a lo Ve rde  pla nts ,

howeve r, we  do not have  sufficient evidence  or de ta il in this  proceeding to adopt and implement an26

27 NPS a t this  time .

28

149 DE CIS IO N n o . 69663



DOCKET NQ. E-01345A-05-08I6 ET AL.

1 117.

3 118.

4

5

6

7

8

9

10 119.

12

13 120.

15

16

Sta ff and APS a re  directed to work toge ther to prepare  a  de ta iled NPS, toge ther with a

2 Plan of Adminis tra tion tha t can be  cons idered in a  s epara te  proceeding.

Until tha t until a  P la n of Adminis tra tion for the  NP S  is  in pla ce , for a ll pla nne d or

unpla nne d outa ge s  a t P a lo Ve rde , AP S  s hould ide ntify a ll re pla ce me nt powe r cos ts , a s  we ll a s  the

amount of reduced off-s ys tem s a les  and los t opportunity s a le s  margins  a s s ocia ted with each outage ,

and tile  documenta tion with the  Commiss ion expla ining the  reasons  for the  outage  and the  as socia ted

cos ts , within 60 days  of the  conclus ion of the  outage . This  will a s s is t us  in monitoring and eva lua ting

AP S ' ope ra tiona l pe rforma nce  with the  P a lo Ve rde  pla nts , a nd he lp de te rmine  which cos ts  a re

prudent when se tting the  PSA adjus tor.

During a  prudence  review, the  actions  and decis ions  of Pa lo Verde  pe rs onne l mus t be

judged on wha t they knew, or reas onably s hould have  known, a t the  time  the  action was  taken or the

decis ion was  made  without benefit of hinds ight.

AP S  ha s  the  ultima te  burde n to de mons tra te  tha t its  re pla ce me nt cos ts  for fue l a nd

14 purchased power are  reasonable , appropria te  and not the  result of imprudence .

121. The  us e  of NRC, Compa ny,  o r o the r docume nts  tha t de s c ribe  e ve nts ,  a c tions ,

decis ions , and wha t was  known a t the  time  is  appropria te , and is  not us ing "hinds ight" jus t becaus e

the  documents  were  crea ted afte r the  time or event involved.17

18 122.

19

20

21

APS  a cte d prude ntly in conne ction with both 2005 re fue ling outa ge s  a nd with Unit l's

Fe brua ry 9-19, 2005, outa ge , Unit 1 's  Augus t 11-28, 2005, outa ge  (e xce pt for the  2 da ys  of tha t

outage  due  to a  re actor trip on Augus t 26, 2005), Unit 2's  Augus t 22-26, 2005, outage , Unit 3's  May

22 to J une  24, 2005, outa ge , Unit 3 's  J uly 6-13, 2005, outa ge , a nd Unit 3 's  Octobe r 2-7, 2005,

22 outage.

23 123.

24

25

26

The Unit 1 March 2005 Outage Due to Failure of Diesel Generator Governor was not

the result of imprudence because at the time of the event, APS had no way of knowing that there was

rust in the governor, it had maintained the equipment in conformance with the manufacturer's

recommendations, and a pre-installation disassembly would not have been reasonable.

27

28
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1 1 2 4 . The  de la y in the  com ple tion of the  Unit 1 outa ge  a nd re s ulting cos t due  to the  re a ctor

2 trip of August 26, 2005, was due to imprudence.95

125.3 We  find tha t the  a ctions  ta ke n by AP S  prior to a nd during the  NRC s upple me nta l

4

5

6

inspection re la ted to the  RWT issue  were  not reasonable  and prudent based upon the  knowledge  and

informa tion tha t AP S  ha d a nd s hould ha ve  ha d a t the  time  a nd re s ulte d in the  Unit 2 a nd Unit 3

October 2005 Outages.%

7 126.

8

9

It was  appropria te  for APS  to pe rform othe r needed ma intenance  during the  Octobe r

2005 outa ge , a nd the  $5,100,000 a mount of offs e t re que s te d by AP S  s hould be  s ha re d e qua lly

between ratepayers and shareholders.

10 127. Improve d pe rforma nce  of coa l ge ne ra tion s hould not be  us e d to offs e t los s e s  of

1 1 ge ne ra tion a t P a lo Ve rde .

12 128.

13 129.

14

15

16

APS should a lways  s trive  for good pe rformance  from a ll of its  genera tion plants .

AP S  s hould  no t be  a llowe d to  re cove r the  cos ts  o f ou ta ge s  tha t re s u lte d  from

imprudence , and a ccordingly, approxima te ly $l3,636,000, which includes  los t margins  for off-sys tem

s a le s  a nd opportunity s a le s , s hould be  de ducte d from the  ba la nce  of unre cove re d P a lo Ve rde

replacement costs  to be  recovered through a  surcharge, and not recovered from ratepayers.

17 130. AP S ' a pplica tion  for a  S te p  2  s urcha rge  s hould  be  a pprove d a nd imple me nte d

19

20

2 1

18 concurrently with the  implementa tion of ra te s  in this  proceeding.

131. APS sha ll ca lcula te  the  correct amount a s  adjus ted for our de te rmina tion he re in, and

submit the  proposed surcha rge  leve l to Commiss ion S ta ff for review and approva l, within 30 days  of

the  da te  of this  Decis ion.

22 132.

23

24

Some  of the  unpla nne d outa ge s  we re  ca use d by fa ulty or de fe ctive  ve ndor supplie d

e quipme nt a nd AP S  ha s  ta ke n a ppropria te  a ctions  to pursue  ve ndors  for re me die s  re sulting from

equipment fa ilures .

25 APS is  directed to eva lua te  its  programs for rece ipt inspection and ve rifica tion of pa rts

26 prior to  ins ta lla tion a nd to  s ubmit a  re port to  the  Commis s ion within  120 da ys  of th is  De cis ion,

133.

27

28
95 See discussion in Section XIII.E for description of underlying facts and event.
96 See discussion in Section XIII.F for description of underlying facts and event.
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Commis s ion informa tion e s s e ntia l e vide n tia ry re co rd  s u ffic ie n t fo r the

the  is s ue  involve s  pe rforma nceCommis s ion's  cons ide ra tion

CONCLUSIONS OF LAW

the to  d e ve lo p  th e

o f a n  is s u e  p a rticu la rly wh e re

evalua tions tha t may result in an impact on ra tes  or disa llowances.

XV.

1 .

2.

Arizona  Public Se rvice  Company is  a  public se rvice  corpora tion within the  meaning of

The  Commis s ion ha s  juris diction ove r Arizona  P ublic S e rvice  Compa ny a nd the

subj act matte r of the  ra te  applica tion, the  Inquiry into Unplanned Outages a t Pa lo Verde , and over the

Audit of the  Fuel and Purchased Power Practices and Costs  of APS.

3.

4.

Notice  of the  applica tion was  provided in accordance  with the  law.

The  ra te s  a nd  cha rge s  for e le ctric  s e rvice s  p ropos e d  by AP S  a re  no t jus t a nd

reasonable .

5. The  ra te s , cha rge s , a nd  cond itions  o f s e rvice  e s ta b lis he d  he re in  a re  jus t a nd

reasonable .

69663
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1

2

describing the  findings  of the  eva lua tion and the  actions  taken to improve  rece ipt inspection and pre -

ins ta lla tion ve rifica tion of pa rts  a t Pa lo Verde .

3 134.

4

5

It is  too s oon to de te rmine  the  prude nce  of the  Unit l s hutdown a s s ocia te d with the

shutdown cooling line  vibra tion a nd S ta ff is  dire cte d to provide  a n upda te  on this  outa ge  within 90

days  of this  Decis ion.

6 135. AP S  s h a ll s u b mit a  s e mi-a n n u a l re p o rt to  th e Commis s ion 's  Docke t Contro l,

7

8

de scribing pla nt pe rforma nce , e xpla ining a ny ne ga tive  re gula tory re ports  by the  NRC or INTO, a nd

providing de ta ils  of corrective  actions  taken, until furthe r Orde r of the  Commiss ion.

136.9

10

l l

1 2

AP S  s ha ll e va lua te  its  progra ms  to de a l with a ging e quipme nt a t P a lo Ve rde  a nd

s ubmit a  re port to the  Commis s ion within 120 da ys  of this  De cis ion de s cribing the  findings  of the

evalua tion and the  actions taken to improve  APS' management of aging equipment issues.

APS tes tified tha t no light ra il cos ts  a re  included in this  ra te  increase .137.

AP S  s hould pe rmit a cce s s  to its  Boa rd of Dire ctors  in a ny future  a udit or prude nce

14 review conducted by S ta ff a t the  Commiss ion's  reques t. The  Company bea rs  the  burden of providing

13 1 3 8 .

1 5

16

17

18

19

20

21

22

23

24

25

26

27

28



P owe r P la nts  should not be  re cove re d from ra te pa ye rs .

13. AP S  s h o u ld  b e  d ire c te d  to  file  re v is e d  s c h e d u le s  a n d  ta riffs  c o n s is te n t  with  th e

findings  conta ine d in this  Orde r.

XVI . O R D E R

IT IS  THEREF O RE O RDERED tha t Arizona  P ublic  S e rv ice  Com pa ny is  he re by d ire c te d  to

file  with  the  Com m is s ion ,  on  or be fore  J une  29 ,  2007,  re v is e d  s che dule s  of ra te s  a nd  cha rge s  for

e le ctric  s e rvice  cons is te nt with the  Dis cus s ion, F indings  of Fa cts , a nd Conclus ions  of La w he re in a nd

s ha ll a ls o file  a  proof of re ve nue s  s howing tha t the  re vis e d ra te s  will produce  the  a uthorize d re ve nue

incre a se .

IT IS  FURTHER ORDERED tha t the  re vis e d s che dule s  of ra te s  a nd cha rge s  s ha ll be  e ffe ctive

for a ll s e rvice  re nde re d on a nd a lte r J uly l, 2007.

IT IS  F URTHE R O RDE RE D tha t Ariz ona  P ub lic  S e rv ic e  Com pa ny s ha ll no tify its  a ffe c te d

cus tome rs  of the  re vis e d s che dule s  of ra te s  a nd cha rge s  a uthorize d he re in by me a ns  of a n inse rt in its

n e x t  r e g u la r ly  s c h e d u le d  b illin g  a n d  b y  p o s t in g  o n  it s  we b s it e ,  in  a  fo n t  a p p ro v e d  b y  t h e
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1 The  fa ir va lue  of AP S ' ra te  ba se  is  $6,057,554,000, a nd a pplying a  6.05 pe rce nt ra te  of

2 re turn on AP S ' fa ir va lue  ra te  ba se  will produce  ra te s  a nd cha rge s  tha t a re  jus t a nd re a sona ble .

It  is  n o t  a p p ro p ria te  o r  n e c e s s a ry to  a d o p t  a n y o f AP S '  re v e n u e  e n h a n c e m e n t3

4 propos a ls .

5

6

7

No a dditiona l a djus tme nts  or modifica tions  to our tra ditiona l ra te ma king me thod a re

necessary or appropriate  to set just and reasonable rates.

9. Arizona  law requires  just and reasonable  ra tes  to be  se t and such ra tes  must be  re la ted

8 to our finding of fa ir va lue .

9 10.

10

11

12 11.

Th e  ra te s  a n d  c h a rg e s  a d o p te d  h e re in  will a s s u re  c o n fid e n c e  in  th e  fin a n c ia l

s oundne s s  of the  Com pa ny, a nd s hould be  a de qua te ,  unde r e ffic ie nt m a na ge m e nt,  to  m a inta in  a nd

support its  cre dit a nd e na ble  it to ra ise  the  mone y ne ce ssa ry for the  prope r discha rge  of its  dutie s .

The  P S A a dop te d  he re in  will s ign ific a n tly im prove  AP S ' tim e ly re cove ry o f its  fue l

13 a nd purcha s e d powe r cos ts  a nd will pos itive ly impa ct its  curre nt ca s h flow.

The  cos ts  a s socia te d with the  outa ge s  ca use d by imprude nce  a t th e P a lo Ve rde  Nucle a r14 12.

15

16

17

18

19

20

2 1

22

23

24

25

26

27

28
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2

3

4

l Commis s ion's  Utilitie s  Divis ion S ta ff.

IT IS  FURTHER ORDERED tha t Arizona  P ublic  S e rvice  Compa ny s ha ll re cognize  the

amounts  collected in ra tes  for Sundance 's  non-routine  maintenance  as  a  current pe riod expense  and

sha ll concurre ntly e s ta blish a nd ma inta in a  re gula tory lia bility on its  ba la nce  she e t for use  whe n the

costs  a re  eventua lly incurred.

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny's  a pprove d a nnua l le ve l

5

6

7 of nucle a r de commiss ioning funding is  $l9,2l1,000.

8 IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny sha ll conduct a  s tudy to

9 identify wha t types  of Demand Response  and Load Management programs would be  most beneficia l

10 to APS ' sys tem, re lying on a  cos t-bene fit ana lys is  ba sed on the  Socie ta l Cos t Tes t and sha ll file  the

l l s tudy with the  Commiss ion's  Docke t Control a s  a  complia nce  ite m in this  docke t, within one  ye a r of

12 the  da te  of this  De cis ion.

IT IS  FURTHER ORDERED tha t Arizona  P ub lic  S e rvice  Compa ny s ha ll file  with  the

14 Commiss ion's  Docke t Control a s  a  compliance  item in this  docke t, for Commiss ion approva l, one  or

1 3

15 more  cos t e ffe ctive  De ma nd Re sponse  or Loa d Ma na ge me nt P rogra ms  tha t the  Compa ny be lie ve s

16 would be  most bene ficia l to its  sys tem and its  ra tepaye rs , within one  yea r of the  da te  of this  Decis ion.

17 IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny sha ll s e t forth e a ch ne w

18 de pre cia tion ra te  be twe e n a  s e rvice  life  a nd a  ne t s a lva ge  ra te  in a  s imila r ma nne r a s  found in

19 Appe ndix A to De cis ion No. 67744.

20 IT IS  FURTHER ORDERED th a t in  its  n e xt ra te  p ro ce e d in g  Arizo n a  P u b lic  S e rvice

21 Compa ny s ha ll include  a n e ne rgy-we ighting me thod for a lloca ting production pla nt a s  dis cus s e d

22 he re in, in its  cos t-of-s e rvice  s tudy.

23

25

26

27

IT IS  FURTHE R O RDE RE D th a t Arizo n a  P u b lic  S e rvice  Co mp a n y is  a u th o rize d  to

24 implement an Environmenta l Improvement Surcha rge  a s  se t forth he re in.

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll tile  with Docke t

Contro l a s  a  complia nce  ite m in  th is  Docke t, a  p la n  of a dmin is tra tion  for the  Environme nta l

Improvement Surcha rge  adopted he re in for Commiss ion approva l, within 30 days  of the  da te  of this

De cis ion.28
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1

2

3

4

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll pre pa re  a nd tile

with  Docke t Control a s  a  complia nce  ite m in  this  docke t, a  clima te  ma na ge me nt pla n, ca rbon

emiss ion reduction s tudy, and commitment and action plan with public input and the  opportunity for

Commiss ion re vie w.

5

6

7

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll file  with Docke t

Control a s  a  complia nce  ite m in this  docke t, within four months  of the  da te  of this  De cis ion, its

re ne wa ble  e ne rgy a cquis ition pla n tha t incorpora te s  input from inte re s te d pa rtie s  obta ine d via  a

9

1 0

11

1 2

1 3

8 collabora tive  process .

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll file  with Docke t

Control a s  a  complia nce  ite m in this  Docke t, its  re vise d pilot ne t me te ring propose d Ra te  Sche dule

EP R-5 a s  modifie d he re in within 30 da ys  of the  da te  of this  De cis ion a nd sha ll file  its  re vise d E-56

and E-57 ta riffs  within 60 days  of this  Decis ion.

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny sha ll cre dit a ny unspe nt

14 DS M funds  to the  ba la nce  of the  DS MAC, a s  provide d in De cis ion No. 67744 a nd the  S e ttle me nt

15 Agreement.

1 6 IT IS  FURTHER ORDERED tha t the  unrecovered DSM adjus tor ba lance  sha ll accrue  inte re s t

17 at the  ra te  recommended by Staff here in.

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny's  pe rforma nce  ince ntive

19 in its  Portfolio P lan of DSM progra1ns ,with S ta ffs  recommenda tions , is  he reby approved.

1 8

20 IT IS  FURTHE R ORDE RE D th a t Arizo n a  P u b lic  S e rvice  Co mp a n y s h a ll co n ve n e  a

2 1

22

23

24

25

26

27

28

Colla bora tive  Working Group Me e ting within 60 da ys  of this  De cis ion to a ddre s s  urba n he a t is la nd

re duction is s ue s  a nd progra ms  a nd, upon cons ulta tion with  the  Colla bora tive  Working Group

members , invite  pre senta tions  by knowledgeable  individua ls  to e s tablish whe re  the  re sea rch s tands

a nd wha t a dditiona l informa tion is  ne e de d, if a ny, be fore  a  he a t is la nd re duction pla n ca n be

implemented, and when tha t informa tion will be  obta ined.

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll s e e k low cos t,

s tably priced renewable  ene rgy unde r long te rm contracts  to hedge  aga ins t and to limit exposure  to

high natura l gas prices over a t least the  next 15 years .
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1 IT IS  FURTHER ORDERED tha t re quire me nt conta ine d in the  RES  rule s  for Arizona  P ublic

2

3

4

5

6

S e rvice  Compa ny is  a ppropria te  a t this  time , a nd the re fore , it is  not ne ce s sa ry to a dopt a  spe cific

ta rge t in this  proceeding in addition to wha t is  conta ined in the  RES rules .

IT IS  FURTHER ORDERED tha t give n Arizona  P ublic S e rvice  Compa ny's  commitme nt to

procure  renewable  ene rgy, the  requirement in the  RES rule s  and our adoption of tha t requirement in

this  De cis ion, a nd our inte nt to hold Arizona  P ublic S e rvice  Compa ny to tha t commitme nt, it is  not

7

8

necessary to mandate  additional procurements  or a  specific procurement schedule  a t this  time.

IT IS  F UR THE R  O R DE R E D th a t Ariz o n a  P u b lic  S e rvic e  C o m p a n y s h a ll u s e  th e

9

1 0

colla bora tive  me e tings  to dis cus s  with inte re s te d pa rtie s  a nd e va lua te  how pe rforma nce ~ba s e d

ince ntive s  a nd de coupling of ra te s  from re ve nue s  could  e ncoura ge  the  procure me nt of more

1 2

1 4

1 5

1 6

1 7

11 renewable  energy resources.

IT IS  FURTHER ORDERED tha t a  ge ne ric  docke t s ha ll be  ope ne d  to  inve s tiga te  the

13 feas ibility of hook-up fees  for e lectric and gas  utilitie s .

IT IS  FURTHER ORDRED tha t, within 30 da ys  a lte r the  e ffe ctive  da te  of this  De cis ion,

Arizona  P ublic S e rvice  Compa ny sha ll tile  with Docke t Control a s  a  complia nce  ite m in this  docke t,

for Commis s ion a pprova l, re vis e d line  e xte ns ion ta riffs  tha t e limina te  a ny fre e  foota ge  or fre e

a llowa nce  a nd re move  a ny re quire me nt for e conomic fe a s ibility a na lys is  a s  othe rwis e  re quire d

pursuant to A.A.C. R14-2-207.C.l and C.2.1 8

1 9

20

21

22

23

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny's  propose d a mortiza tion

and deprecia tion ra tes  a re  appropria te  to use  in this  case  and Arizona  Public Service  Company should

clea rly break out each new deprecia tion ra te  be tween se rvice  life  and a  ne t sa lvage  va lue , s imila r to

the  ra te s  shown in Appendix A to Decis ion No. 67744.

IT IS  FURTHER ORDERED tha t S ta ff s hould cons ide r initia ting a  docke t to a me nd A.A.C.

24  R14-2-102 , the  Commis s ion 's  de pre c ia tion  ru le , to  a llow a lte ra tive  tre a tme n t fo r the  cos t o f

25 remova l.

26 IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll true -up the  $4.25

27 million with the  actua l UCPP cos ts  for 2006.

28

69663
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IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny a nd S ta ff s ha ll work to

prepare  a  de ta iled Nuclea r Pe rformance  S tandard, toge the r with a  P lan of Adminis tra tion tha t can be

considered in a  separate  proceeding.

IT IS  FURTHER ORDERED tha t until a  P la n of Adminis tra tion for the  Nucle a r P e rforma nce

S ta nda rd is  in pla ce , for a ll pla nne d or unpla nne d outa ge s  a t P a lo Ve rde , Arizona  P ublic S e rvice

Compa ny sha ll ide ntify a ll re pla ce me nt powe r cos ts , a s  we ll a s  the  a mount of re duce d off-sys te m

sa les  and los t opportunity sa les  margins  associa ted with each outage , and file  with Docke t Control as

a  compliance  item in this  Docke t, documenta tion with the  Commiss ion expla ining the  reasons  for the

outage  and the  associa ted costs , within 60 days of the  conclusion of the  outage .

IT IS  FURTHER ORDERED tha t Arizona  Public Se rvice  Compa ny's  a pplica tion for a  S te p 2

surcha rge  should be  approved as  de tennined he re in and ve rified by S ta ff; and e ffective  concurrently

with the  implementa tion of ra te s  in this  proceeding.

IT IS  FURTHER ORDERED tha t the  S te p 2 s urcha rge  s ha ll not include  the  cos ts  re s ulting

from imprudent outages a t Pa lo Verde  as  de termined here in.

6 9 6 6 3
DECIS ION n o .157

DOCKET no. E-01345A-05-0816 ET AL.

1 IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll s ubmit a  critica l

2 peak pricing proposa l in its  next ra te  applica tion.

IT IS  FURTHER ORDERED tha t, within 30 da ys  a fte r the  e ffe ctive  da te  of this  De cis ion,

4 Arizona  P ublic  S e rvice  Compa ny s ha ll file , for Commis s ion  a pprova l, a  ta riff provid ing  for a

3

5

6

monthly dis count of a t le a s t $0.48 to be  give n to thos e  cus tome rs  who pa rticipa te  in a utoma tic

payment plans .

7 IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll pre pa re  a nd file

8 with Docke t Control a s  a  complia nce  ite m in this  Docke t, a  Fue l Audit Imple me nta tion P la n a s  s e t

9 forth he re in, within 60 days  of the  da te  of this  Decis ion.

10 IT IS  FURTHER ORDERED tha t within  45 da ys  a fte r the  pla n is  s ubmitte d, S ta ff s ha ll

l l identify how it will monitor the  Fue l Audit Implementa tion P lan and re solve  dispute s , and sha ll make

12 an appropria te  filing with Docke t Control a s  a  compliance  item in this  Docke t.

13 IT IS  FURTHER ORDERED tha t the  He a ring Divis ion conduct a  proce e ding purs ua nt to

14 A.R.S . 8 40-252 to cons ide r modifying Decis ion No. 67744 re la ting to the  se lf-build option.

1 5

1 6

1 7

1 8

19

20

21

22

23

24

25

26

27

28
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1 IT IS  FURTHER ORDERED tha t S ta ff sha ll file  with Docke t Control a s  a  complia nce  ite m in

2 this  Docke t, the  fina l, conforme d P la n of Adminis tra tion for the  P owe r S upply Adjus tor cons is te nt

3

4

5

6

7

8

9

10

11

12

13

with this  De cis ion, within 30 da ys  of this  De cis ion.

IT IS  FURTHER ORDERED tha t Arizona  P ub lic  S e rvice  Compa ny s ha ll e va lua te  its

programs for rece ipt inspection and ve rifica tion of pa rts  prior to ins ta lla tion and to submit a  report a s

de scribe d he re in, to the  Commis s ion's  Docke t Control a s  a  complia nce  ite m in this  Docke t, within

120 days  of this  Decis ion.

IT IS  FURTHER ORDERED tha t S ta ff sha ll tile  with Docke t Control a s  a  complia nce  ite m in

this  Docke t, a n upda te  of the  Unit l s hutdown a s s ocia te d with the  s hutdown cooling line  vibra tion

within 90 days  of this  Decis ion.

IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll file  with Docke t

Control a s  a  complia nce  ite m in this  Docke t, a  s e mi-a nnua l re port de s cribing pla nt pe rforma nce ,

e xpla ining a ny ne ga tive  re gula tory re ports  by the  NRC or INTO, a nd providing de ta ils  of corre ctive

14 actions  taken. until furthe r Orde r of the  Commiss ion.

15 IT IS  FURTHER ORDERED tha t Arizona  P ublic S e rvice  Compa ny s ha ll a  re port with the

1 6

17

18

Commiss ion' Docke t Control a s  a  complia nce  ite m in this  docke t, within 120 da ys  of this  De cis ion

de s cribing the  findings  of the  e va lua tion a nd the  a ctions  ta ke n to improve  Arizona  P ublic S e rvice

Company's  management of aging equipment issues a t Palo Verde .

19

20

21

22

23

24

25

26

27

28
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Commis s ion to be  a ffixe d a t the  Ca pitol, in the  City of P hoe nix,
,  2007.

IN W ITNE S S  W I-IE R E O F ,  I,  BR IAN c .  Mc NE IL,  E xe c u t iv e
D ir e c t o r  o f  t h e Ariz o n a  C o rp o ra t io n Com m is s ion, ha ve
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DIS S E NT
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DO CKE T NO .  E -01345A-05 -0816  E T AL.

1 IT IS FURTHER ORDERED that Arizona Public Service  Company is  authorized to defer

2 "uncollected fixed costs" or "lost revenues", if they exis t, associa ted with the  three  year pilot ne t

3 metering program andfseek their recovery in the Company's next general rate case.

4 IT IS FURTHER ORDERED that this Decision shall become effective immediately.

5 BY ORDER OF THE ARIZONA CORPORATION COMMISSION.

6

7

8

9

101
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14

15

16
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18

19

20

2 1

22

23

2 4

25

2 6
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4

Arizona Utility Investors Association
2100 N. Central Avenue, Ste. 210
Phoenix, AZ 85004

Dan Austin
Converge, Inc.
6509 W. Frye Road, Ste. 4
Chandler, AZ 85226

Jim Nelson
12621 n. 17th Place
Phoenix, AZ 85022

Michael L. Kurtz
Kurt J. Boehm
BOEHM, IURTZ & LOWRY
36 East Seventh Street, Ste. 1510
Cincinnati, OH 45202
Attorneys for The Kroger Co.

Scott S. Wakefield
RUCO
1110 W. Washington, Ste. 220
Phoenix, AZ 85007

Bill Murphy
Murphy Consulting
5401 n. 25"' Street
Phoenix, AZ 85016

C. Webb Crockett
Patrick J. Black
FENNEMORE CRAIG
3003 North Central Avenue, Ste. 2600
Phoenix, AZ 85012-2913
Attorneys for Phelps Dodge Mining Company and
Arizonans for Electric Choice and Competition

Douglas V. Font
3655 W. Anthem Drive, Ste. A109
PMB 41 l
Anthem, AZ 85086

Steven B. Bennett
Deputy City Attorney
City of Scottsdale
3939 N. Drinkwater Blvd.
Scottsdale, AZ 8525 lAmanda Ormond

INTERWEST ENERGY ALLIANCE
7650 s. McClintock, Ste. 103-282
Tempe, AZ 85284
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2 DOCKET NOS. : E-01345A-05-0816,  E-01345A-05-0827 and E-01345A-
05-0827

3

4

5

Jana Van Ness
ARIZONA PUBLIC SERVICE COMPANY
400 N, 5'h Street, MS 8695
Phoenix, AZ 85004

Michael W. Patten
ROSHKA, DeWULF & PATTEN
One Arizona Center
400 East Van Curer Street, Ste. 800
Phoenix, AZ 850046

7

Brian Brumfeld
ARIZONA PUBLIC SERVICE COMPANY
P.O. Box 5999, MS 9708
Phoenix, AZ 85072

8

Michelle Livengood
UniSource Energy Srevices
One South Church Street, Ste. 200
Tucson, AZ 85702

9

10

Thomas L. Mum aw
Karalee S. Ramaley
PINNACLE WEST CAPITAL CORPORATION
P.O. Box 53999
Phoenix AZ 85072-3999

Timothy M. Hogan
Arizona Center for Law in the Public Interest
202 E. McDowell Road, Ste. 153
Phoenix, AZ 8500411

12

13

Deborah R. Scott
Kimberly A, Grouse
SNELL & WILMER
One Arizona Center
400 E. Van Buren Street
Phoenix AZ 85004-2202

Tracy Spoon
Sun City Taxpayers Association
12630 N. 103"i Avenue, Ste. 144
Sun City, AZ 85351

14
Garv Vnnnintn

15

16

17

18

19

20

21

22

23

24

25
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3008 N. Civic Center P laza
Scotts da le , AZ 85251
Arizona  Sola r Energy Indus tn'es  Associa tion

Chris tophe r Ke e le y, Ch ie f Couns e l
Lega l Divis ion
ARIZONA CORP ORATION COMMIS S ION
1200 West Washington Street
P hoenix, AZ 85007

Jay I. Modes
MOYES  S TOREY
1850 N. Centra l Avenue, Ste. 1100
P hoenix, AZ 85004 Ernes t G. Johnson, Director

Utilitie s  Divis ion
ARIZONA CORP ORATION COMMIS S ION
1200 West Washington
P hoenix, AZ 85007

Kenneth R. Sa line
K.R. S ALINE & AS S OCIATES , P LC
160 N. Pasadena, Ste. 101
Mes a , AZ 85201

Andrew W. Bettwy
Karen S . Ha ller
Debra S. Jacobson
Lega l Affa irs  Depa rtment
S OUTHWES T GAS  CORP ORATION
5241 Spring Mounta in Road
La s  Vega s , NV 89150

Tammie Woody
10825 W. Laurie Lane
P eoria , AZ 85345
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1

2

Robert W, Geake
ARIZO NA WATER CO MP ANY
P.O. Box 29006
P hoenix, AZ 85038

Da vid Kennedy
818 E. Osborn Road, Ste, 103
P hoenix, AZ 85014
Attorney for Arizona  Interfa ith Coa lition on Energy

3

4

5

Lieutenant Colonel Karen S . White
Chief, Air Force  Utility Litiga tion Tea m
AFLS A/J ACL-ULT
139 Barnes  Drive
Tynda ll AFB, FL 32403

Joseph Knauer, President
Jewish Community of Sedona
100 Meadowlark Drive
P.O. Box 10242
Sedona, AZ 86339

6

7

Greg Patterson
916 West Adams, Ste. 3
Phoenix, AZ 85007

Micha el F. Hea ly
MORGAN, LEWIS  & BOCKIUS
1 l ll Penns ylva nia  Avenue, NW
Wa s hington, DC 20004

8

9
Gary L. Naka rado
24657 Foothills  Drive N
Golden, CO 80401

1 0

11

Lawrence V. Robertson, J r.
MUNG ER CHADWICK
P.O, Box 1448
Tuba c, AZ 85646
Attorneys  for Mes quite  Power, LLC,
Southwes tern Power Group, II, LLC and
Bowie  Power S ta tion, LLC

Jon Pos ton
AARP Electric Ra te Project
6733 E. Dale Lane
Cave Creek, AZ 853311 2

1 3

George Bien-Willner
3641 N. 39'h Avenue
P hoenix, AZ 85014

1 4 Sean Seitz

Cora lette Hannon
AARP Govt Rela tions  & Advoca cy
6705 Reedy Creek Road
Charlotte , NC 85331

1 5

1 6

1 7

1 8

1 9
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7927522007 20,75519,211 20,452

ATTACHMENT A
Attachment LLR-3

Page 1 of 4

DOCKET no. E- -  .
ARIZONA PUBLIC SERVICE COMPANY 01345A 85-0816 ETAL.

SCHEDULE OF AMOUNTS TO BE DEPOStTEO IN THE
DECOMMISSIONING TRUSTS INCLUDED IN COST OF SERVICE

PALO VERDE TOTAL
(Fhnusands of DoI!ars)

(APS Share)

UNE YEAR

POST
SHUTDOWN
ON-GOING

ISFSI
ANNUAL

CONTRIBUTION
REQUIRED

POST
SHUTDOWN

ISFSI
REGULATORY

ASSET
AMORTIZATION

ANNUAL
CONTRIBUTION

REQUIRED

DECOMMISSIONING
ANNUAL

CONTRIBUTION
REQUIRED

TOTAL
ANNUAL

CONTRIBUTION
REQUIRED

ACC
JURISDICTIONAL

AMOUNT
/1/

1
2
3
4

2004
2005
200s

$ 375
752
752

s sos
792
792

$ 15,328
19,211
19,211

$ 15,100
20,755
20,155

$ 15,855
20,452
2D,452

5
B
7
8
9

10
11
12
13
14
15
15
17
18
19
20
21
22
23

zoos
2009
2010
2011
2012
2013
20th
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026

752
1,818
4,481
4,481
4,481
4,481
41481
4,481
1 ,920
1 ,9zo
1 ,sao
1 ,sao
1 ,920
1 ,920
1 ,9zo
1 .920
1 ,920

960
1 ,004

792
792
792
792
792
792
792
792
404
404
404
4o4
404
404
404
404
404
190
238

19,211
19,211
19,211
19,211
19,211
19,211
19,211
19,211
11,139
11,139
11,139
11,139
11,139
11,139
11,139
11,139
11,139
8,017
5,017

20,755
21,819
24,484
24,484
z4,484
z4,484
24,484
24,484
13,453
13,453
13,463
13,453
13,483
13.463
13,453
13,463
13,483
7,167
7,259

20,452
21,500
24,127
24,127
24,127
24,127
24,127
24,127
13,266
13,255
13,268
13,265
13,266
13,266
13,285
13,265
13,266

7,062
7,153

$ 51 ,330 $ 13,172 $ 338,934 $ 403,436 $ 397,546

/1/ ACC Jurisdictional share is approximately 98.54%

DECIS ION no.
69663



Attachment LLR-3
Page 2 of 4

D O C K E T N O . E- 01345A-  0508
-ARizonA PUBLIC SERVICE COMPANY 16  ET  AL .

SCHEDULE OF AMOUNTS TO BE DEPOSITED IN THE
DECOMMISSIONING TRUSTS INCLUDED IN COST OF SERVICE

PALO VERDE UNIT 1
(Thousands of Dollars)

(APS Share)

UNE YEAR

POST
SHUTDOWN
ON-GOING

ISFSI
ANNUAL

CONTRIBUTION
REQU1RED

POST
SHUTDOWN

ISFSI
REGULATORY

ASSET
AMORTlZAT\ON

ANNUAL
CONTRIBUTION

REQUIRED

DECOMMISSIONING
ANNUAL

CONTRIBUTION
REQUIRED

TOTAL
ANNUAL

CONTRIBUTION
REQUIRED

ACC
JURISD\CTlONAL

AMOUNT
/1/

1
2
3
4
5
S
7
8
9
10
11
12
13
14
15
16
17
LB
19
20
21
22
23

2004
2005
2005
2007
200B
2009
2010
2011
2012
2013
2o14--~-
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026

$ 125
zs
251
251
251
505
960
960
960
960
960
980
950
960
960
950
QSO
950
960
950
950

$ 107
214
214
214
214
214
214
214
214
214
214
214
214
214
214
214
214
214
214
214
214

$ 4,077
5,122
5,122
5,122
5,122
5,122
5,122
5,122
5,122
5,122
5,122
5,1z2
5,122
5,122
5,122
5,122
5,122
5,122
5,122
5,122
5,122

$ 4,389
5,587
5,587
5,587
5,587
5,941
8,298
8,298
8,298
8,298
8,298
8,298
8,298
8,298
8,298
8,298
8,298
8,298
8,298
8,288
8,298

$ 4,246
5,505
s,s05
5,505
5,505
5,854
6,204
6,204
5,204
5,204
6,204
5,204
8,204
6,204
6,204
6,204
5,204
5,204
5,204
6,204
6,204

$ 16,134 $ 4,ss7 $ 106,517 $ 127,038 $ 125,183

/1/ ACC Jurisdictional share is approximately 98.54%.

69663
DECISION NO.



Attachment LLR-3
Page 3 of 4

DO CKET NO .  E- 01345A- 1050816  ET  AL .
ARIZONA PUBLIC SERVICE COMPANY

SCHEDULE OF AMOUNTS TO BE DEPOSITED IN THE .. .. .
DECOMMISSIONING TRUSTS INCLUDED IN COST OF SERVICE

. PALO VERDE UNIT 2
(Thousands of Dollars)

(APS Share)

LINE YEAR

POST
SHUTDOWN
ON-GOING

ISFSI
ANNUAL

CONTRIBUTION
REQUIRED

POST
SHUTDOWN
. ISFSI

REGULATORY
ASSET

AMORT\ZATlON
ANNUAL

CONTRIBUTION
REQUIRED

DECOMMISSIONING
ANNUAL

CONTRIBUTION
REQUIRED

TOTAL
ANNUAL

CONTRIBUTION
REQuIRED

ACC
JURISDICTIONAL

AMOUNT
11/

1
2
3
4
5
e
7
8
g

10
11
12
13
14
15
15
17
18
19
20
21
22
23

2004
2005
2005
2007
200B
2009
2010
2011
2012
2013
2014
2015
2015
2017
2018
2019
2020
2021
2022
2023
2024
2025
2026

$ 125
250
250
250
250
B06

2,561
2.561
2,se1
2,551
2,561
2,561

$ 194
388
388
388
388
38B
388
388
388
388
388
3B8

s 6.153
8,072
8,o72
8,072
8,072
8,072
8,072
s,o72
8,072
8,o72
a.07z
8,072

$ 5.473
8,710
8,710
8.710
8.710
9.086

11,0z1
11.021
11,021
11,021
11.0z1
11.021

$ 5,378
8,583
8,583
e,5s3
8,583
8,934

10,850
10,850
10,860
10,850
10,860
t0,8S0

$ 17,098 $ 4,462 $ 94,945 $ 116,505 $ 114,804

11/ ACC Jurisdictional share is approximately 98.54%.

DECISION NO.
69663



Attachment LLR-3
. Page 4 of 4

DOCKET NO.  E-01345A-051-0816 ET AL.
_ ...» ...ARIZ0NA PUBLIC SERVICE.COMPANY

. . . SCHEDULE OF AMOUNTS TO BEDEPOSlTED IN THE
DECOMMISSIONING TRUSTS INCLUDED IN COST OF SERVICE

PALO VERDE UNIT 3
(Thousands of Dollars) .

(APS Share)

YEAR

POST
SHUTDOWN
ON-GOING

ISFSI
ANNUAL

CONTRIBUTION
REQUIRED

POST
SHUTDOWN

ISFSI
REGULATORY

ASSET
AMORTIZATION

ANNUAL
CONTRIBUTION

REQUIRED

DECOMMISSIONING
ANNUAL

CONTRIBUTION
REQUIRED

TOTAL
ANNUAL

CONTRIBUTION
REQUIRED

ACC
JURISDICTIONAL

AMOUNT
/1 I

LINE

1
2
3
4
5
S
7
8
g
ID
11
12
13
14
15
16
17
LB
19
20
21
22
23

2004
2005
zoos
2007
2008
2009
201o
2011
2012
2013
2014
2015
2015
2017
2018
2019
2020
2021
2022
2023
2024
2025

~2026

$ 125
251
251
251
251
B05
960
950
950
960
950
960
950
980
950
950
QSO
950
960
950
960
960

1 ,004

$ 95
190
190
19D
190
190
190
190
190
190
190
190
190
190
190
190
190
190
190
190
190
190
238

$ 5,098
6.017
6,017
6,017
6,017
6,017
6,017
6,017
6,017
6,017
6,017
8,017
6,017
5.017
6,017
5,017
6.017
6,017
6,017
6,017
6,017
6,017
6,017

$ 5,318
6,458
6,4s6
6,458
6,458
6,612
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,167
7,259

$ 5,240
6,364
6,364
6,364
6,364
6,713
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,062
7,153

$ tB,098 s 4,323 $ 137,472 $ 159,893 $ . 157,559

/1/ ACC Jurisdictional share is approximately 9B.54%.

DECISION NO. 69663



ATTACHMENT B

DOCKET no. E-0]_345A.05 -0816 ET AL.
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