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IN THE MATTER OF THE APPLICATION OF
ARIZONA PUBLIC SERVICE COMPANY FOR
A HEARING TO DETERMINE THE FAIR
VALUE OF THE UTILITY PROPERTY OF THE
CQMPANY FOR RATEMAKING PURPOSES
TO FIX A JUST AND REASONABLE RATE OF
RETURN THEREON. TO APPROVE RATE
SCHEDULES DESIGNED TO DEVELOP SUCH
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APS's current rates and charges do not recover the cost of providing service today

let alone in the future. Consequently, they do not produce a reasonable return on the fair

value of its property devoted to public service and are therefore unjust and unreasonable

as a matter of law.Simms v. Round Valley Light & Power Co., 80 Ariz. 146, 294 P.2d 378

(1956), Arizona Consumers Council v. Arizona Corporation Commission, 200 Ariz. 85

22 P. 3d 905 (App. 2001). Indeed, as the Company demonstrated in its last rate case, the

rates established by Decision No. 69663 (June 28, 2007) were inadequate the day they

were implemented. This is because earnings attrition continued from the end of the test

period in that proceeding (September 30, 2005) through the date of Decision No. 69663

some 21 months later - but was not recognized by such Decision in any meaningful

fashion. Moreover, from September 30, 2005 through July 1, 2009, APS will have placed
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a nothe r $928 million (ne t juris dictiona l inve s tme nt) of fa cilitie s  into s e rvice  to its

customers .... none of which investment has been reflected in retail rates.

Inadequate  ra tes  are  not just a  problem for investors  or some abstract legal issue .

They prevent APS from mainta ining the  financia l s trength it needs  to do its  job, which is

to provide  sa fe  and re liable  e lectric se rvice  to the  public. Inadequa te  ra te s  today a lso

invariably lead to even higher rates to consumers in the future.

H. AP S  REQUES T FOR HIGHER BAS E RATES

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

103, Arizona  Public Se rvice  Compa ny ("APS" or "Compa ny") he re by tile s  the  ins ta nt

Applica tion for a  pe rmanent base  ra te  increase  in non-fue l ra tes  of $252.6 million. The

requested increase is  based on adjusted test year sales and expenses for the Company's

jurisdictiona l e lectric opera tions  during the  twe lve  months  ending September 30, 2007

("Test Year"), and APS is requesting die increase to become effective no later than July 1,

2009. See A.A.C. R14-2-103 (B) (l 1).

In addition, APS is  seeking to increase its  base fuel cost by $119.1 million over the

level es tablished in the  Company's  las t ra te  proceeding ($101 million over the  Test Year

le ve l of fue l cos ts ), e ffe ctive ly re cla s s ifying curre nt P owe r S upply Adjus tor ("P S A")

re ve nue s  a s  ba s e  fue l re ve nue s  a s  ca lle d  for in  the  Commis s ion-a pprove d P la n  of

Adminis tra tion for the  PSA. Although the  Company's  Applica tion here in re flects  this  fue l

cos t increase  as  pa rt of the  tota l base  ra te  increase  ($37 l .7 million) shown on Schedule  A-

l of the  Commiss ion's  Standard Ra te  Case  Filing Requirements  ("SFR's"), a fte r taking

into consideration the  reclassification of such fuel costs  to base  ra tes , the  net increase  in

base rates would be $265.5 million, as is also shown on Schedule A-1.1

1 This is composed of a $252.6 million non-fuel related increase plus a $12.9 million effective increase in
fuel-related rates.



The  re que s te d incre a s e  in non-fue l ba s e  ra te s  include s  a n $86.6 million a llowa nce

fo r a ttrition  ca us e d  by re gu la to ry la g  from the  e nd  o f the  Te s t Ye a r to  2010 . AP S  is

propos ing to colle ct up to $53 million of tha t a ttrition a mount through a  ne w "hook-up" or

"imp a c t" fe e  th a t wo u ld  b e  a p p lica b le  o n ly to  n e w AP S  cu s to me rs  a t a  n e w s e rvice

lo c a tio n .  Th u s ,  if s u c h  p ro p o s a l is  a d o p te d  a n d  ta kin g  a ls o  in to  c o n s id e ra tio n  th e

re cla s s ifica tion of fue l cos ts  from P S A ra te s  (which AP S  cus tome rs  a re  a lre a dy pa ying) to

the  ba se  fue l ra te  de scribe d a bove , the  impa ct of the  ins ta nt re que s t on AP S  cus tome r bills

in 2009 will be  cons ide ra bly le s s  tha n $265.5 million.2

111. APS RATES ARE AND WILL CONTINUE TO BE UNJUST AND
UNREASONABLE ABSENT RATE RELIEF BASED ON CONDITIONS IN

EFFECT WHEN THIS PROCEEDING IS DECIDED
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In 2008 (the first full year the rates established by Decision No. 69663 are to be in

effect), APS will earn only 7.2% on equity compared to the 10.75% found reasonable by

Decision No. 69663. See SFR Schedule F-1.3 Absent meaningful non-fuel rate relief in

this proceeding, equity returns will fall to 6.8% next year and a paltry 6. 1% the following

year. Id. The returns on fair value fall even more precipitously and are confiscatory by any

definition of that term. Arizona Corporation Commission v. Arizona Public Service Co.,

113 Ariz. 368, 370, 555 P.2d 326, 328 (l 976)("Prospectively, the rate may well become

confiscatory" if it does not allow the company a fair rate of return.).

In this Application, APS has proposed several specific adjustments to the historical

Test Year that will address the undeniable impacts of  attrit ion - impacts that the

Commission must address in this proceeding and impacts that APS can no longer endure

z Assuming the Commission would authorize the full $53 million in new Impact Fees (and also that
projections of new APS customers in 2010 materialize), the net change in present customer rates would be
$212.5 million ($265.5 million minus $53 million).

3 The Commission requires these "F" Schedules in every major rate filing. Their obvious purpose is to
serve as a check on the degree to which the historical test period is, in fact, a reliable "proxy" for the
period rates will become effective and to the extent it is not, allow the Commission to fashion the
appropriate adjustments to such test period so that the Commission can satisfy its Constitutional mandate
to authorize just and reasonable rates.
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if it is  to a void a  chronic pa tte rn of ra te  ca s e s  tha t inva ria b ly re s ult in ina de qua te  re lie f a nd

a  dim inis he d ca pa c ity to  fa ce  the  cha lle nge s  of the  future  in  a  fa s t-g rowing  s ta te  s uch a s

Arizona . The s e  a djus tm e nts  inc lude  the  inc lus ion in ra te  ba s e  of p la nt unde r cons truc tion

a t the  c lo s e  o f the  Te s t Ye a r b u t g o ing  in to  s e rvic e  p rio r to  J u ly l,  2009  (a nd  in  s om e

ins ta nce s  much s oone r) a s  we ll a s  a  s pe cific a ttrition pro forma .

All of the  p la nt re fe re nce d a bove  will be  in  s e rvice  within two ye a rs  of the  c los e  of

the  Te s t Ye a r. S om e  of it, s uch a s  the  ne w s te a m  ge ne ra tors  a t P a lo Ve rde , is  a lre a dy in

s e rvic e  a nd  p rovid ing  s ub s ta n tia l b e ne fits  to  AP S  c us tom e rs .  O the r e xa m p le s  inc lude

im p orta nt e nvironm e nta l im p rove m e nts  to  the  Cholla  p la nt (im p rove m e nts  ne ce s s a ry to

ke e p  tha t p la nt a va ila b le  to AP S  cus tom e rs ) tha t will be  com ple te  by this  s um m e r, a s  we ll

a s  the  ne w Yucca  g e ne ra ting  un its  unde r cons truc tion  for im p rove d  re lia b ility in  Yum a .

Th e  C o m m is s io n  h a s  a u th o r iz e d  in c lu s io n  in  ra te  b a s e  o f p o s t-Te s t  Ye a r  p la n t  o n

num e rous  occa s ions . And, the  Arizona  S upre m e  Court ha s  gone  s o fa r a s  to cha ra c te rize

a s  "e n tire ly re a s o n a b le " th e  C o m m is s io n 's  in c lu s io n  in  ra te  b a s e  o f p la n t th a t wa s

a ntic ip a te d  to  b e  in  s e rvice with in  two ye a rs  of whe n  ra te s  we re  s e t (a nd  thus  fa r m ore

th a n  two  ye a rs  fo llo win g  th e  th e n  te s t  p e r io d ) . Arizo n a  C o mmu n ity Ac tio n  A5 s 'n  v.

Arizona  C orpora tion  C ommis s ion , 123 Ariz . 228, 230, 599 P .2d 184, 186 (1979). See  a ls o

Arizona  Corpora tion  Commis s ion v. Arizona  P ublic  S e rvice Co., 113 Ariz . 368, 371, 555

P.2d 326, 329 (l976)("It is obvious that the Commission can consider matters subsequent

.. Construction projects contracted for and commenced during

the historical year may certainly be considered by the Commission ...."), Arizona

Corporation Commission v. Citizens Utilities Co., 120 Ariz. 184, 189, 584 P.2d 1175,

1180 (App. 1978)(constitutional requirements "may, at the administrative level, require

the Commission to consider post test year evidence on due process grounds?) .

to  the  his toric  te s t ye a r.
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After making this  and other pro forma adjustment to the  Test Year to reflect known

and measurable  changes , APS made  a  further adjus tment to account for the  remaining
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effects  of a ttrition during the  likely pendency of this  case . Contrary to the  assertion made

in Decis ion No. 69663, s ignificant a ttrition - and especia lly a ttrition tha t exis ts  even prior

to ra tes  being established - is  not supposed to be  the  normal outcome of ra temaking and

ca nnot be  "cure d" s imply by s ubs e que nt ra te  filings . Ra the r, a ttrition re pre s e nts  a

breakdown of that ratemaking process that must be redressed by the Commission through

specific regula tory actions . This  was  recognized in a t leas t two prior APS ra te  decis ions

under circumstances  s ta rtlingly s imila r to those  now affecting APS. Decis ion No. 48139

(Augus t l, 1977) s ta te d a t pa ge s  15-16: "Be ca us e  this  is  for a  his toric pe riod, the

Compa ny will ne ve r ca m the  ra te s  a llowe d. Attrition will s e t in We  think it is

a ppropria te  to a llow a  4% a ttrition fa ctor pe r ye a r in the  e a rnings  of the  Compa ny

Similarly, in Decis ion No. 51009 (May 29, 1980) a t page  20, the  Commission found tha t

"[T]he  Commis s ion ma y include  a  fa ctor for a ttrition in de te rmining wha t ra te s  the

company may be  authorized to charge , ...[B]y use  of this  approach, the  Commiss ion is

a ttempting to eva lua te , and compensa te , for a  very rea l phenomenon." The  Company's

proposed impact fee  is  intended to provide  the  Commiss ion an option to collect most of

this  a ttrition without affecting current APS customers

By looking backwards  to se t ra tes  in a  time of substantia l growth, with the  implicit

but e rrone ous  a s sumption tha t cos ts  a nd re ve nue s  will incre a se  proportiona te ly, the

Commission's  rate  setting practices necessarily prohibit the Company from realizing a  fair

re turn on its  invested equity. Using a  his torica l tes t year without accounting for known or

re a sona bly a nticipa te d a ttrition e nsure s  tha t no ra te  s e t by the  Commiss ion will e ve r

compensa te  the  Company for the  va lue  of its  property a t the  time  the  property is  be ing

used, as  constitutionally required. Blue  Fe lt Wate r Works  & Improvement Co. v. Public

Service  Commiss ion of West Virginia , 262 U.S . 679, 690 (1923) ["Ra tes  which a re  not

sufficient to yie ld a  reasonable  re turn on the  va lue  of the  property used a t the  time  it is

be ing  us e d  to  re nde r the  s e rvice a re  unjus t, unre a s ona ble  a nd confis ca tory, a nd the ir



l

enforcement deprives the public utility company of its property in violation of the

Fourteenth Amendment." (Emphasis supplied.)]

In addition, the rate increase sought is required to enable the Company to maintain

its credit ratings, attract new capital on reasonable terms, and recover its costs of service.

These criteria represent both the conditions necessary for APS to provide safe and reliable

service to the public and those necessary to satisfy the Commission's obligations under

both the Arizona and United States Constitutions. Id See also Arizona Corporation

Commission v. Arizona Water Co., 85 Ariz. 198, 200, 335 P.2d 412, 414 (l959)("[I]f [the

Commission] refuses to consider all the relevant factors, the fair value of the properties

cannot have been determined under our Constitution."). As it is, this increase will not

permit APS to recover past earnings shortfalls or fully earn a reasonable rate of return

going forward on the fair value of its assets devoted to public service. Rather, the return

resulting from the APS rate request will do no more than recover the Company's capital

costs necessarily and prudently incurred in rendering adequate utility service to customers.

Iv. OTHER MAJ OR COMPONENTS OF THE REQUESTED
INCREASE IN BASE RATES
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The re  a re  s e ve ra l ma jor compone nts  of the  Compa ny's  re que s t. S pe cifica lly, AP S

is  s e e king  tha t (1 ) the  Commis s ion  re cogn ize  the  h ighe r fue l a nd  pu rcha s e d  powe r

e xpe ns e s  tha t a re  be ing incurre d by the  Compa ny by incre a s ing the  ba s e  fue l ra te  from

$032491 pe r kph to  $ .0366 pe r kph, (2) the  Commis s ion a llow AP S  to  include  in  ra te s

a t cos t of s e rvice  the  Yucca  ge ne ra tion a s s e ts , the  cons truction of which wa s  s pe cifica lly

a uthorize d by De cis ion No. 69400 (Ma rch 30, 2007), a s  we ll a s  othe r pla nt inve s tme nts

ma de  prior to the  time  the  ra te s  re que s te d in this  proce e ding will be come  e ffe ctive , a nd

(3) the  Commis s ion a uthorize  a  re turn  of fa ir va lue  ra te  ba s e  or o the rwis e  a ccount for

a ttrition in  a  ma nne r tha t a llows  AP S  a n opportunity to  e a rn a n 11.5% re turn on e quity

a fte r the  ra te s  e s ta blishe d in this  proce e ding be come  e ffe ctive .



AP S  is  furthe r re que s ting :

changes to the Demand Side Management Adjustment Clause
("DSMAC") to encourage and support additional cost-
effective demand-side management, and also to the
Transmission Cost Adjustor ("TCA"), bode of which rate
mechanisms were authorized by Decision No. 67744 (April 7,
2005), as described below and in the pre-filed testimony of
the Company's witnesses,

approval of three new conservation and demand management
rate provisions to encourage the efficient use of electricity
and provide APS customers with the opportunity to better
manage their energy costs,

changes to the Environmental Improvement Surcharge
("ElS"), authorized by Decision No. 69663, to better facilitate
the implementation of new APS programs tO reduce the
impact of Company operations on the environment,

continua tion of its  a bility to  de fe r ce rta in  cos ts  re la te d to  its
p rovis ion  o f ne t me te ring  op tions , wh ich  de fe rra l wa s  firs t
a uthorize d by De cis ion No. 69663, a nd

c h a n g e s  in  o r c a n c e lla tio n  o f s p e c ific  s e rvic e  a n d  ra te s
sche dule s , a s  we ll a s  a pprova l of its  de pre cia tion ra te s , a s  a re
a ls o de s cribe d be low a nd/or in the  pre -file d te s timony of the
Compa ny's  witne sse s  a nd die  a tta che d SFRs .
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In  a d d itio n  to  th e s e  a n d  th e  ch a n g e s  to  th e  E lS ,  TCA a n d  DS MAC d is cu s s e d

a bove , AP S  is  propos ing s e ve ra l ne w ra te  progra ms  or modifica tions  of e xis ting ra te s  to

a llow pa rticipa ting cus tome rs  to be tte r ma na ge  the ir e ne rgy cos ts  a nd provide  long-te rm

be ne fits  to the  Compa ny a nd its  cus tome rs . The s e  include  a  ne w re s ide ntia l time -of-us e

("TOU") option  tha t re fle cts  a  "s upe r pe a k" pe riod  of 3-6  p .m. during  J u ly, Augus t a nd

S e pte mbe r - the  thre e  hotte s t months  of the  ye a r - a s  we ll a s  a  cons e rva tion tie r to  the

Compa ny's  mos t popula r re s ide ntia l non-TOU ra te . AP S  is  a ls o propos ing, in re s pons e  to

a  Commis s ion initia tive  in De cis ion No. 69663, a  "critica l pe a k pricing" ("CP P ") progra m



for commercia l, industria l and other non-residentia l customers. This  program will provide

incentives  for participa ting cus tomers  to shed s ignificant e lectric load when ca lled upon

by APS for the  top 90 hours  of sys te m de ma nd during the year. AP S 's  e xis ting TOU

progra ms  a re  a lre a dy the  mos t s ucce s s ful in the  country both in te rms  of numbe r of

participants  and percentage of customers participating, while  the  CPP proposal would be

the  firs t implemented by a  Commission-regula ted utility.

* * * * * *

In support of this  Application, the  Company respectfully s ta tes  as  follows:

1. The Company is a corporation duly organized, existing and in good standing under

the  laws of the  Sta te  of Arizona. Its  principal place  of business  is  400 North Fifth Stree t,

Phoenix, Arizona 85004.

2 The  Compa ny is  a  public  s e rvice  corpora tion e nga ge d in  the  ge ne ra tion,

tra ns mis s ion a nd dis tribution of e le ctricity for s a le  in Arizona . In conducting s uch

business, the Company operates an interconnected and integrated electric utility system.

3. All communica tions  and correspondence  concerning this  Applica tion, a s  we ll a s

communications and pleadings with respect thereto, should be served upon the following:

Me gha n H. Gra be l (me 8ha n.gra be l
P inna cle  We s t Ca pita l corporation
P .O. Box 53999
P hoe nix, Arizona  85072-3999

Thoma s  L. Mum a w (thoma s .muma w@pinna cle we s t.com)
p1nna cle we s t.com)
a w De pa rtme nt

William J . Maledon (wmaledon@omlaw.com)
Osborn Maledon P.A.
2929 North Centra l
Phoenix, Arizona 85067-6379

Robe rt Me tli (rme tli swlaw.com)

400 East Van Buren
Phoenix, Arizona 85004-2202
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Attorneys for Arizona Public Service  Company



And a ls o,

Barbara Klemstine (barbara.k1emstine
Zachary Fryer (zachary.fryer aps.com
Susan Casady (susan.casady aps.com)
PO Box 53999
Mail Station 9708
Phoenix, Arizona 85072-3999

aps.com)

4. This Commission has jurisdiction to conduct public hearings to determine the fair

value of the property of a public service corporation, to fix a just and reasonable rate of

return thereon, and thereafter, to approve rate schedules designed to develop such return.

Further, the Commission has jurisdiction to establish the practices and procedures to

govern the conduct of such hearings, including, but not limited to, such matters as notice,

intervention, filing, service, exhibits, discovery and other prehearing and post-hearing

matters.

5. Accompanying this Application are all the relevant SFRs and rate design

schedules described in A.A.C. R14-2-1034 and the direct testimony and attachments of

the following witnesses:

•

•

•

•

Dona ld E. Bra ndt
Dr.  Willia m E . Ave rt
Da nie l A. Ke a rns
P e te r M. Ewe n
Ja son C. La Be nz
Dr. Rona ld E. White
P a trick Dinke d
Da vid J . Rumolo
Da vid K. P ickle s
Gre gory A. De Lizio
Cha rle s  A. Mie s  fe r
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The  Compa ny re s pe ctfully re que s ts  tha t this  Commis s ion s e t a  da te  for a  he a ring

on this  Applica tion s uch tha t ne w ra te s  for the  Compa ny will be come  e ffe ctive  no la te r

tha n  J u ly 1 ,  2009 . At the  he a ring  conduc te d  pu rs ua n t to  th is  ra te  re que s t,  AP S  will

e s tablish and he reby a lleges  tha t:

4 This Application does not include SFR Schedule E-6 because such schedule applies only to a
"combination utility" within the meaning of A.A.C. R14-2-103(A)(3)(q), which does not include APS.

6.

-9-



a v

(a)

(b)

(c)

(d)

(¢)

(8

APS's  current ra tes  and charges  do not permit the  Company to am

a fa ir re turn on the  fa ir va lue  of its  asse ts  devoted to public se rvice

and are therefore no longer just and reasonable.

The  requested increase  is  the  minimum amount necessary to a llow

the Company an opportunity to earn a  fa ir re turn on the  fa ir va lue  of

its  a s s e ts  de vo te d  to  pub lic  s e rvice , fo r p re s e rva tion  o f the

Company's  financia l integrity and for the  a ttraction of new capita l

investment on reasonable terms.

The Company requires additional permanent non-fUel base revenue

of a t leas t $252.6 million based on annua lized te s t pe riod sa les  in

order to continue  to provide , both now and in the  future , adequa te

and reliable electric service to its  customers as required by law.

AP S  s hould upda te  its  Ba s e  Fue l Ra te  to $.0366 pe r kph, thus

increasing base rate fuel revenues by $119.1 million.

APS prudently acquired Me Yucca  Units , and such Units  a re  used

and useful.

The  DSMAC approved by Decis ion No. 67744 should be  re ta ined

but modified as  se t forth below and in the  Company's  tes timony and

exhibits :

the me cha nis m s hould  re cove r DS M c o s ts for
a p p ro ve d  p ro g ra m s  in  e xc e s s  o f th e  $ 1 0  m illio n
a llowance  in base  ra tes  on a  prospective  basis ,

ii. a lte rna tive ly, if re cove ry of only his torica lly incurre d
costs  (including incentives) is  re ta ined, APS should be
permitted to ea rn its  full authorized cos t of capita l on
such cost deferrals;
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iii. the  10% o f s a vings  ince n tive  fo r s ucce s s fu l DS M

progra ms  s hould be  re ta ine d a t this  time , but the  ca p

i.

_10_



on APS's share of such savings should be removed

the DSMAC should recover, on a retrospective basis
incurred losses in margins (unrecovered fixed costs)
attributable to Commission-approved DSM programs

(8)

(h)

The  ElS  a pprove d by De cis ion No. 69663 s hould be  modifie d to

a llow for the  timely recovery of environmenta l cos ts  incurred by the

Company

The  .Compa ny's  FERC-a pprove d tra ns mis s ion ra te s  s hould be

dire ctly re fle cte d in  ra te s  to  re ta il cus tome rs  without s pe cific

Commission action through the  TCA

In a ddition to s e tting a  he a ring da te , AP S  a s ks  tha t the  Commis s ion is s ue  a

proce dura l orde r s e tting forth the  pre s cribe d notice  for the  Applica tion, e s ta blis hing

procedures  for inte rvention, and providing for appropria te  discovery. In this  las t regard

APS requests that to expedite such discovery, the Company should be authorized to serve

all pleadings, tes timony, discovery requests , answers  and objections e lectronically. Hard

copy service would remain available to parties upon request or if the confidential nature of

the information makes the use of electronic service impractical
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WHEREF ORE, THE COMP ANY RES P ECTF ULLY REQUES TS  tha t the

Commission

issue  a  procedura l order es tablishing a  da te  or da tes  for the
filing of testimony and the hearing of evidence concerning the
Applica tion and a lso prescribing the  time  and form of notice
to APS customers

24 issue a  final order granting the Company the permanent base
rate increase sought herein

modify the DSMAC, TCA and ElS as requested hereinc.
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9

is s ue  a  fina l o rde r a pproving  the  ne w or modifie d  ra te  a nd
s e rvice  s che dule s  include d with the  Compa ny's  Applica tion,
a s  we ll a s  th e  fre e z in g  a n d /o r c a n c e lla t io n  o f c e rta in
s che du le s ,  a ll with  a n  e ffe c tive  da te  no  la te r tha n  J u ly 1 ,
2009;

E. issue a final order authorizing APS's proposed depreciation
and present amortization rates and classifications,

F. issue an order continuing the Company's ability pursuant to
Decision No. 69663 to defer certain costs related to the
provision of net metering services, and,

grant the Company such other relief as the Commission
deems just and proper.

RESPECTFULLY SUBMITTED this  24th day of March 2008 |

P INNACLE WEST CAPITAL CORP.
Law Department

Thomas L. Mum aw
Meghan H. Grabel

Attorne ys  for Arizona  P ublic S e rvice  Compa ny

ORIGINAL AND 13  COP IES  OF THE FOREGOING
tile d this  24th da y of Ma rch 2008 with:
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DIRECT TESTIMONY OF DONALD E. BRANDT
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E-01345A-08 )

INTRODUCTION

Q, PLEASE STATE YOUR NAME, ADDRESS AND 0CCUPAT10N.

My name is Donald E. Brandt. I am President and Chief Executive Officer of

Arizona Public Service Company ("APS" or "Company") and President and

Chief Operating Officer of Pinnacle West Capital Corporation ("Pinnacle

West"). am responsible for all aspects of APS operations, including

generation, transmission, distribution, customer service, and for general

administrative functions. My business address is 400 North 5th Street, Phoenix,

Arizona, 85004.

I

Q- WHAT IS YOUR
BACKGROUND?

EDUCATIONAL AND PROFESSIONAL

A. I received a Bachelor of Science degree in Business Administration with a major

in Accounting from St. Louis University in 1975. Before joining Pinnacle West

and APS in 2002, I was Senior Vice President and Chief Financial Officer of

Ameren Corporation, the parent company of the electric and gas utilities Union

Electric Company (d/b/a AmerenUE) and Central Illinois Public Service

Company (d/b/a AmerenCIPS).
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Before joining Union Electric Company in 1983, I was a manager with Price

Waterhouse where I provided audit and consulting services to public companies,

with a concentration in the utility industry. am a certified public accountant

and a member of the American Institute of Certified Public Accountants and the

Arizona Society of Certified Public Accountants.

I
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Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

My testimony will summarize the central issues that required the Company to

tile this rate request just nine months after the Commission's entry of the Order

in APS's last rate case, which case itself was tiled just seven months after the

Commission approved the 2004 APS Rate Set t lement  Agreement . In this

testimony, I address the key issues facing the Company and the reason why, in

the Company's current  growth and capit al expenditure environment ,  t he

tradit ional rate set t ing pract ice (based on an historic test  year coupled with

extensive regulatory lag) places the Company's financial health in constant

jeopardy and invites a continuous stream of rate proceedings.

Q- HAS APS SUBMITTED OTHER DIRECT TESTIMONY IN SUPPORT
OF ITS APPLICATION?

Yes. In addit ion to my test imony, APS has filed test imony by the following

witnesses in the following areas.

Dr. William Avera Cost of Equity

Mr. Daniel Keats Financial Projections, Attrition, Post-Test
Year  Plant  Addit ions,  Pro  Forma Rate
Base and Operating Income Adjustments

Mr. Peter Ewen Base Fuel Rate, Power Supply Adjustor,
Revenue Forecast , Growth, Power Plant
Maintenance, Electricity Sales
Normalization
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Mr. Jason LaBenz Actual Test  Year Results, Cost  of Debt ,
P r o  Fo r ma  Ra t e  Ba se  a nd  O p e r a t ing
Income Adjustments, Calculation of
Reconstruction Cost New Less
Depreciation, Accounting Issues and Total
Working Capital Requirements

A.

A.
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Dr. Rona ld White Deprecia tion Expense

Yucca  Units  5 and 6Mr. Pa trick Dinke l

Mr. Da vid Rumolo Cost of Service, Standard
Requirements, Transmission
Adjustor, Customer Impact Fees

Filing
Cost

Mr. Da vid P ickle s Demand Side  Management Policy

Mr. Gre gory De Lizio Service  Schedules , Tariffs , Environmenta l
Improve me nt S urcha rge , De ma nd S ide
Management Adjus tment Clause

Mr. Charles  Miessner Demand Response Rate Proposals

DEFINITIONS  OF IMP ORTANT TERMS

Q. P LEAS E DE F INE ANY TER MS THAT MAY BE
UNDERS TANDING THE COMP ANY'S  AP P LICATIGN.

US EF UL IN

To fully grasp the  reasonably complica ted financia l concepts  tha t a re  ra ised by

the  Compa ny's  Applica tion, it is  he lpful to de fine  a nd e xpla in a  fe w te rms  tha t

will be  used frequently by myself and other APS witnesses .

"Revenue" is  the  gross  amount of funds  tha t the  Company rece ives  from
selling e lectricity and other services  to its  customers .

"Re ve nue  Ne t of Fue l" or "Gros s  Ma rgin" is  the  a mount of ne t re ve nue
tha t the  Compa ny re ce ive s  from cus tome rs  a fte r de ducting the  cos ts  of
fuel and purchased power expenses.

"Opera ting Expenses" a re  the  on-going cos ts  tha t the  Company incurs  to
run  its  bus ine s s , s uch  a s  Ope ra tions  a nd  Ma in te na nce  e xpe ns e s
("O&M"), a nd de pre cia tion a nd prope rty ta x e xpe ns e s  incurre d on the
Colnpany's  capita l projects  once  those  projects  a re  placed in se rvice  to
customers.
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"Ope ra ting Ma rgin" or "Ope ra ting Income " re fe rs  to  the  Compa ny's
Re ve nue s  le s s  its  fue l a nd  purcha s e d  powe r cos ts  a nd  Ope ra ting
Expenses.
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Ca pita l Cos ts " a re  the  fina ncing cos ts  tha t the  Compa ny incurs  to
provide  funds  for its  ne w ca pita l a nd ca pita l improve me nt proje cts
These  capita l projects  a re  a lso re fe rred to a s  cons truction projects , and
include  proje cts  for APS powe r pla nts , tra ns mis s ion line s , s ubs ta tions
customer connections , computer sys tems, and buildings . These  financing
cos ts  include  both inte re s t cos ts  on AP S  de bt a nd a n e quity re turn
component on the investment by APS shareholders

Ca rrying  Cos ts " a re  th e a nnua l e xpe nse s a s s oc ia te d  with  the
de pre cia tion, prope rty ta xe s  a nd Ca pita l Cos ts  a s s ocia te d with ca pita l
projects

Ne t Income " or "Ea rnings " is  Ope ra ting Ma rgin le s s  inte re s t e xpe ns e
a nd income  ta xe s . The  Compa ny's  Ne t Income  is  the  numbe r tha t is
divide d by the  Compa ny's  tota l e quity to produce  its  Re turn on Equity
and represents  the  dolla rs  tha t a re  ava ilable  both for re inves tment in new
infras tructure  and for dividends . If Ne t Income  does  not increase  a t leas t
a s  quickly a s  new equity inves tment, Attrition will re sult

A "Ra te  of Re turn" or "Re turn on Equity" ("ROE") is  the  ra tio of the  ne t
income  tha t the  Compa ny is  a b le  to  e a rn  re la tive  to  the  a mount of
investment made by APS shareholders

Attrition" re fe rs  to the  e ros ion of the  Company's  e a rnings  or ROE ove r
time . Attrition inva ria bly re la te s  to a  growth in Ope ra ting Expe ns e s
and/or Capita l Cos ts  tha t is  more  rapid than the  Company's  growth in its
Gross  Margin or Revenues  Ne t of Fue l. There fore , if Gross  Margin does
not incre a s e  a s  ra pidly a s  Ope ra ting Expe ns e s , e a rnings  a ttrition will
occur. If Ne t Income  doe s  not incre a se  a s  ra pidly a s  e quity inve s tme nt
ROE a ttrition will Occur

Incre me nta l Cos ts " or "Ma rgina l Cos ts " re fe r to  the  cha nge  to  the
Company's  tota l cos ts  tha t a rises  when APS produces  one  more  unit (an
a dditiona l kilowa tt-hour, for e xa mple ). "Incre me nta l Re ve nue " or
Ma rgina l Re ve nue ," on the  othe r ha nd, re fe rs  to the  cha nge  to the

Company's  tota l Revenue that arises  when APS sells  an additional unit

Fa ir Va lue " re fe rs  to the  Commis s ion's  obliga tion unde r the  Arizona
Cons titution to find the  "fa ir va lue" of the  Company's  prope rtie s  tha t a re
be ing us e d to  s e rve  the  public  a s  a  ba s is  for the  ca lcula tion of the
Company's  ra tes



"Re gula tory La g" re fe rs  to the  timing ga p be twe e n whe n the  Compa ny
makes  an expenditure  in fulfillment of its  regula tory obliga tion and when
it begins  to recover tha t expenditure  through ra tes .

111. S UMMAR Y

Q- P LEAS E S UMMAR IZE YO UR  TES TIMO NY.

A. AP S  is  the  la rge s t e le ctric utility in the  s e cond fa s te s t growing s ta te  in the

Unite d S ta te s  (ne xt only to Ne va da ). Although cus tome r growth is  not ne w to

APS, the  Compa ny's  incre a se  in kilowa tt (kW) de ma nd ha s  e xce e de d both its

cus tome r a nd s a le s  growth. His toric e conomie s  of s ca le  ha ve  la rge ly be e n

exhausted. At the  same time, infla tion in key commodities  and materia ls  such as

fue l, copper, s tee l, and concre te , has  caused cos ts -particula rly construction and

a s s ocia te d  cos ts -to  quickly ris e . As  a  re s ult, the  Compa ny's  h is toric  a nd

continued cus tomer growth, combined with the  Company's  ongoing inves tment

in its  e xis ting e le ctric s ys te m to ma inta in high le ve ls  of re lia bility a nd comply

with increas ing environmenta l res trictions , has  caused APS's  cos ts  - particula rly

capita l cos ts  - to rise  fas te r than revenues  by s ignificant amounts . Even with the

re ce nt downturn in the  hous ing indus try, APS s till ne e ds  to spe nd

do lla rs  per ye a r on a ve ra ge  in orde r to fulfill its  duty to s e rve  its  e xis ting a nd

growing cus tome r de ma nd - a n a mount tha t is double the  Company's  annua l

ca pita l s pe nding for the  pa s t de ca de  a nd tha t doe s  not include  a ny cos ts

associa ted with new genera tion or new transmiss ion re la ted to such genera tion.

Cre dit ma rke ts  a re  worse  now tha n the y ha ve  be e n in re ce nt me mory, ma king

APS's  ability to borrow to mee t these  spending obliga tions  difficult and cos tly.

one  b illion
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While  ris ing cos ts  in a  difficult cre dit ma rke t is  a  condition tha t pla gue s  the

entire  e lectric indus try, it is  a  pa rticula r source  of financia l s tre s s  for APS. The
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Company's  enormous  exte rna l capita l requirements  come a t a  time  when APS's

financia l condition is  a lready grea tly weakened. APS 's  credit ra tings  hove r jus t

a bove  the  non-inve s tme nt ("junk") gra de , a nd its  cre dit me trics  a re  s te a dily

declining. Jus t one  more  s tep down in APS's  credit ra ting to junk could increase

fina ncing cos ts  by up to a  billion dolla rs  ove r te n ye a rs  a nd limit access  to

capita l. The  Compa ny's  ina bility to  e a rn  a nything clos e  to  Commis s ion

a uthorize d  e quity re turns  ma ke s  a dditiona l e quity fina ncing  d ifficu lt a nd

e xpe ns ive  a nd puts  the  Compa ny a t a lmos t the  bottom in s tock pe rforma nce

compared to other inves tor-owned e lectric utilities

APS ra te s  s imply ha ve  not ke pt pa ce  with the  e ve r-growing incre a se s  in APS

costs . While  the  ra te  increase  authorized in Decis ion No. 69663 (June  29, 2007)

we nt a  long wa y towa rds  s olving much of the  Compa ny's  fue l cos t re cove ry

proble m, it did not s olve , or, for tha t ma tte r, e ve n me a ningfully a ddre s s  the

Compa ny's  s ignifica nt a nd incre a s ing e a rnings  shortfa ll. Inde e d, only 0.3% of

the  tota l ra te  increase  authorized by Decis ion No. 69663 was  a imed a t mee ting

APS's  revenue requirement for non-fuel expenses

Many of the  problems caus ing the  imba lance  be tween APS cos ts  and revenues

a re  la rge ly outs ide  of the  Compa ny's  a nd the  Commis s ion's  control, s uch a s

cus tomer and sa le s  growth, infla tion, and the  increa s ing capita l and ope ra ting

e xpe ns e s  tha t a re  re quire d to ma inta in high le ve ls  of s e rvice  re lia bility. But

anothe r s ignificant pa rt of the  problem is  inhe rent in Arizona 's  traditiona l ra te

making process , which the  Commiss ion has  the  absolute  ability to change . The

Commis s ion ge ne ra lly s e ts  the  Compa ny's  ra te s  ba s e d on a ve ra ge  his torica l

cos ts , a nd did s o in De cis ion No. 69663. But whe n the  Compa ny's  ma rgina l

cos ts  a re  highe r tha n its  a ve ra ge  cos ts -a s  the y a re  toda y in s ignifica nt a nd



incre a s ing a mounts -the re  is  ine vita ble  e a rnings  a ttrition a nd e ros ion of

financia l metrics . In these  circumstances . the  combina tion of an his torica l te s t

year and regula tory lag (tha t is , the  length of time be tween when the  Company

incurs  a  cos t a nd whe n it is  pe rmitte d to re cove r tha t cos t through ra te s )

without the  s imultaneous  use  of compensa ting cos t-recove ry mechanisms

ensures  tha t the  Company's  ra tes  a re  inadequa te  to recover its  cos ts  and tha t

s ignificant a ttrition will continue

In 2007, as SFR Schedule F-1 shows, APS earned an 8.7% ROE (0.3% of which

wa s  due  to a dditiona l re ve nue  re ce ive d during a n a bnorma lly hot s umme r)

compared to its  authorized ROE of 10.75% (an a llowed ra te  of re turn tha t is

itse lf too low, as  expla ined in the  tes timony of APS Expert Witness  Dr. William

Avera ). Jus t in 2007, even with unusua lly hot wea the r bringing in unexpected

revenue , the  Company's  ea rnings  shortfa ll increased by $67 million, bringing

the  tota l e a rnings  s hortfa ll to $321 million ove r the  pa s t five  ye a rs . Without

action from this  Commission. as  Schedule  F-1 makes clear. APS's  ROE falls  to

7.2% by the end of 2008, to 6.8% in 2009 and to an even further appalling 6.1%

in 2010 -- numbe rs  tha t do not improve  much whe n me a s ure d on a n ACC

jurisdictiona l bas is . AP S  firmly be lie ve s  tha t, a bs e nt time ly re lie f from this

Commission, a  downgrade to junk credit s tatus is  inevitable

But a lthough AP S  fa ce s  the  formida ble  cha lle nge  of continuing to provide

re lia ble  s e rvice  in its  curre nt growth a nd re gula tory la g e nvironme nt, the

cha llenge  is  not insurmountable . For its  pa rt, APS has  taken and will continue

to take  s teps  on its  own to addre s s  the  cha llenges  of growth and recove r its

financial health. Cost management is  the  most obvious Company responsibility

and APS  has  taken tha t re spons ibility se rious ly. As  I will de s cribe , AP S  is



committed to effective  cost-management and has  recently undertaken a  thorough

cos t a na lys is  a nd AP S -wide  re orga niza tion  in  a n  e ffort to  e ns ure  tha t its

h is to rica l cu ltu re  o f ope ra tiona l e ffic ie ncy con tinue s  during  th is  d ifficu lt

fina ncia l time .

In addition to managing its  own cos ts , APS encourages  its  cus tomers  to do the

s a me . with the  Commis s ion's  s upport a nd with cus tome r funding, AP S  ha s

imple me nte d  a  wide  ra nge  o f cos t-e ffe c tive  De ma nd  S ide  Ma na ge me nt

("DS M") e ne rgy e fficie ncy progra ms  for cus tome rs . As  the  Commis s ion

knows , the  Compa ny's  DS M progra ms  ha ve  prove n ve ry s ucce s s ful. These

programs can be  expanded thus  providing even more  benefits  if the  Commission

improve s  the  curre nt a uthorize d DS M a djus tor me cha nis m a nd re move s  the

financia l dis incentives  to such programs , a s  described in the  te s timony of APS

Witnesses  Greg DeLizio and David Pickles .

Ra te  de s ign is  a nothe r me a ns  of e mpowe ring cus tome rs  to manage the ir own

cos ts  of e ne rgy. AP S  curre ntly offe rs  a  broa d me nu of time  a nd s e a s ona lly

diffe re ntia te d ra te s  de s igne d both to provide  cus tome rs  with the  ince ntive  to

conse rve  e ne rgy during pe a k pe riods  a nd to give  cus tome rs  a n opportunity to

re duce  the  s ize  of the ir e ne rgy bills . The  Compa ny s e e ks  to a dd a dditiona l

innova tive  ra te  op tions  with  th is  filing , a s  Mr. De Liz io  a nd  AP S  Witne s s

Charles  Miessner expla in in the ir tes timony.
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But the  Commis s ion, too, ha s  a  vita l role  to pla y. Notwiths ta nding APS 's  cos t

management and other efforts , APS s till has  a  revenue requirement deficiency of

$371.7 million (with an effective  ne t increase  to annual base  revenues  of $265.5

million, a s  I will discuss  be low), for which it s eeks  recove ry in this  proceeding.

8



Of this  a mount, $252.6 million (68% of the  Compa ny's  tota l a sking), is  re la te d

to a  subs tantia l increase  in the  Company's  non-fue l cos ts , caused primarily by

the  Company's  extens ive  cons truction program and increas ing O&M expenses .

Th e  re ma in in g  p o rtio n  o f th e  Co mp a n y's  re ve n u e  re q u ire me n t s imp ly

re cla s s ifie s  wha t would be  Powe r Supply Adjus tor ("PSA") re ve nue s  a s  ba s e

fue l revenues . This  upda te  to the  base  fue l ra te  results  in only a  small increase

in e lectric prices  to APS customers  above what customers  would see in any case

unde r the  norma l ope ra tion of the  P S A. Afte r ta king into cons ide ra tion the

reclassification of these  fuel costs  to base ra tes , the  effective net increase in base

ra te s  sought in this  applica tion is  $265.5 million. As  for the  a ttrition component

of the  Compa ny's  re ve nue  re quire me nt de ficie ncy, the  Commis s ion ha s  the

opportunity to re duce  the  impa ct of this  a mount on e xis ting cus tome rs  a nd

require  growth to pay for more  of the  cos t of growth by approving an impact fee

cha rged to new applicants  for e lectric se rvice , a s  described in the  te s timony of

APS Witness  David Rumolo.
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APS fa ce s  s e rious  fina ncia l cha lle nge s  tha t re quire  innova tive  solutions  from

both  the  Compa ny a nd  the  Commis s ion . The  Compa ny a s ks  tha t the

Commiss ion recognize  in this  proceeding tha t the  his torica l tes t year ra te  se tting

pra ctice  tra ditiona lly us e d to s e t AP S 's  ra te s  ca n a nd s hould be  a da pte d to

address  the  cha llenges  now confronting APS. This  case  proposes  a  number of

solutions the  Commission can adopt to help the  Company secure  financia l health

while  continuing to provide  re liable  energy service  to its  growing customer base ,

including the  inclus ion in ra te  base  of specific pos t-te s t yea r plant in which the

Company had a lready invested before  the  end of the  tes t year ended September

30, 2007 (the  "Te s t Ye a r"), a nd a n a ttrition a djus tme nt tha t provide s  for s a le s
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a nd e xpe ns e  growth through 2010, the  firs t full ye a r tha t ne w ra te s  from this

case  would be  in place .

In summary, growth and infla tion a re  ne ithe r new nor unique  to APS. Wha t has

changed is  the  trend of cos ts  a ssocia ted with tha t growth and infla tion, the  lack

of a va ila ble  ca pa city to a bs orb growth, a nd the  incre a s ing ina bility of AP S 's

ra te s  a nd the  tra ditiona l his toric te s t ye a r re gula tory mode l to de a l with this

phe nome non. It is  cle a r tha t the  ra te s  a llowe d unde r s trict a dhe re nce  to this

mode l a re  s imply not enough to pre se rve  APS's  financia l condition and a llow it

the  opportunity to continue  to re liably se rve  its  growing demand in the  long run.

In this  de ma nding growth e nvironme nt, the  ke y towa rds  a chie ving e conomic

sus ta inability is  to recognize  and acknowledge  some bas ic facts : (1) APS has  a

rea l problem that needs to be  addressed, (2) the  additional revenues from growth

will not cove r the  cos ts  re quire d to me e t growth, a nd APS will thus  not "grow"

out of the  problem, (3) APS will not be  able  to cos t-manage  or cos t-cut itse lf out

of the  problem, and (4) the  his toric te s t yea r ra te -making mode l can and should

be  modified to he lp APS and its  cus tomers  solve  this  problem.

IV. APS REQUEST

A. Nature of the Request

Q- P LEAS E S UMMARIZE THE COMP ANY'S  REVENUE REQUES T.
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APS seeks an effective net annual base revenue increase of $265.5 million based

a n a mount tha t include s  a  $252.6 million

increase  in non-fuel base  ra tes  and a  ne t increase  to fue l-re la ted e lectric ra tes  of

$12.9 million. The  $371.7 million ba se  ra te  incre a se  sought in this  a pplica tion

include s  $119.1  million of fue l a nd purcha s e d powe r cos ts , howe ve r, the

Company will recover $106.2 million of tha t amount under the  normal opera tion

on a nnua lize d Te s t Ye a r s a le s

A.
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of the  P S A. The re fore , ta king into cons ide ra tion the  re cla s s ifica tion of P S A

revenues  to base  fue l revenues , as  ca lled for in the  Commiss ion-approved PSA

Plan of Adminis tra tion, the  Company's  e ffective  ne t revenue  increase  reques t is

$265.5 million. Tha t amount can be  furthe r reduced by a s  much a s  $53 million

if the  Commiss ion approves  the  Company's  proposed impact fee  as  a  means  of

offs e tting  a  portion  of its  $86 .6  million  a ttrition  a d jus tme nt, b ring ing  the

effective  increase  to base  revenues down to $212.5 million.
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The  Company's  overa ll reques t produces  a  6.23% re turn on the  Company's  fa ir

va lue  ra te  ba s e  of $7.6 billion. A 6.23% re turn on fa ir va lue  ra te  ba s e  is

a pproxima te ly e qua l on a  dolla r ba s is  to AP S 's  cos t of ca pita l (e xpre s s e d in

te rms  o f re tu rn  o n  o rig in a l co s t ra te  b a s e ) o f 8 .8 7 %. Cons is te nt with

Commis s ion pra ctice  for ma ny ye a rs , fa ir va lue  ra te  ba s e  is  the  a rithme tic

ave rage  of origina l cos t ra te  ba se  and recons truction cos t new ra te  ba se . The

Compa ny's  re que s t is  s ignifica ntly le s s  tha n wha t would be  jus tifie d unde r the

fa ir va lue  s tandard, as  Dr. Avera  expla ins  in his  tes timony, and the  Commiss ion

should care fully cons ider how to ca lcula te  fa ir va lue  and the  re turn thereon if its

pas t me thod of doing so will not produce  rea sonable  re sults  in this case. APS

Witness  Jason LaBenz sponsors  the  weighted cost of capita l ca lcula tion and Mr.

Rumolo sponsors  the  fa ir va lue  ra te  base  ca lcula tion. The  revenue  requirement

incorpora tes  the  Company's  cos t of capita l a t September 30, 2007. Tha t cos t of

capita l is , in turn, premised on an 11.5% cos t of equity ("COE") - a  reques t on

th e  lo w e n d  o f Dr.  Ave ra 's  1 1 .2 5 % to  1 2 .5 % s ca le  o f wh a t wo u ld  b e  a

re a s ona ble  re turn on e quity for inve s tme nt in a  utility with APS 's  curre nt ris k

profile .
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The  Compa ny is  a ls o offe ring ne w ra te  propos a ls  in a ddition to cha nge s  to

exis ting ra tes  tha t will encourage  cus tomers  to conserve  energy, to promote  and

enhance the  development and use  of renewable  resources , and to further protect

Arizona 's  e nvironme nt. As  Mr. De Lizio a nd Mr. Mie s sne r de scribe . the se  ne w

ra te  proposa ls , a long with changes  to APS 's  exis ting ra te  de s igns , will provide

additiona l opportunitie s  for cus tomers  to save  money on the ir monthly e lectric

bills . APS be lieves  tha t the  super peak time-of-use  and critica l peak pricing ra te

de s igns  de s cribe d  by Mr. Mie s s ne r will e ncoura ge  cus tome rs  to  re duce

consumption during the  mos t critica l hours  of hot summer a fte rnoons  and ea rly

evenings . Mr. DeLizio will propose  modifica tions  to current ra te  schedule s  tha t

will re sult in ra te s  tha t a re  be tte r ta ilored to our cus tomers  and tha t will provide

a  be tte r opportunity for cus tome rs  to s hift us a ge  to the  off-pe a k hours . Mr

DeLizio will a lso support modifica tions  both to the  Environmenta l Improvement

Surcharge  ("ElS") in order to ga in more  timely recovery of actua l inves tments  in

environmenta l improvements  to APS genera tion units , and to the  DSM Adjus tor

in orde r to a llow for the  e xpe dite d re cove ry of cos ts  a nd e xpa ns ion of AP S

e ne rgy e fficie ncy progra ms . AP S  ha s  a ls o propos e d tha t the  Commis s ion

conve rt the  Company's  Transmiss ion Cos t Adjus tor ("TCA") into a  mechanism

tha t a llows  the  Compa ny to  p rope rly re fle c t Fe de ra l Ene rgy Re gula to ry

Commis s ion ("FERC") a pprove d tra ns mis s ion price s  in its  re ta il ra te s , a s  Mr

Rumolo describes

Based on the  Commiss ion's  own "time  clock" rules  for the  process ing of genera l

ra te  ca s e s  (A.A.C. R14-2-103), AP S  re que s ts  tha t its  ra te  re que s t be come

effective  no la ter than July 1, 2009
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B. Ke y Is s ue s

Q. HAS THE COMPANY RAISED ANY OTHER SIGNIFICANT ISSUES IN
ITS APPLICATION?

A. Yes. As  previous ly indica ted, APS faces  the  critica l cha llenge  of mainta ining its

financia l hea lth in the  face  of capita l spending obliga tions  of one  billion dolla rs

pe r ye a r for the  ne xt s e ve ra l ye a rs . The  Commis s ion ha s  a  cons titutiona l

obliga tion to se t jus t and reasonable  ra tes  tha t will a llow APS the  opportunity to

earn its  cos t of capita l a t the  time those  ra tes  a re  fixed, even in the  face  of these

ma ss ive  ca pita l re quire me nts . In orde r to  counte r the  s ignifica nt e a rnings

a ttrition tha t the  Compa ny ha s  e xpe rie nce d a nd will continue  to s e e  without

ame liora tive  ra te  re lie f, this  applica tion reques ts  tha t the  Commiss ion approve

importa nt compe nsa ting cos t-re cove ry me cha nisms , including the  inclus ion in

ra te  ba s e  of s pe cific pos t-te s t ye a r pla nt in which the  Compa ny ha d a lre a dy

inve s te d be fore  the  e nd of the  Te s t Ye a r, a nd a n a ttrition a djus tme nt tha t

provides  for sa les  and expense  growth through 2010, the  firs t full yea r tha t new

rates  from this  case  would be  in place .
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Because  part of APS's  s ignificant a ttrition has  been and continues  to be  caused

by cus tome r growth, this  a pplica tion a ls o pre s e nts  the  Commis s ion with the

opportunity to re duce  the  impa ct of the  a ttrition compone nt of the  Compa ny's

tota l re ve nue  re quire me nt de ficie ncy on e xis ting cus tome rs  by a pproving a n

impa ct fe e  cha rge d to  ne w a pplica nts  for e le ctric  s e rvice , a s  Mr. Rumolo

describes  in de ta il in his  tes timony.
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THE IMPACT OF GROWTH

A. Growth in the APS Service Territory

Q. PLEASE DESCRIBE THE GROWTH IN APS'S SERVICE TERRITORY.

APS ope ra te s  in a  re ma rka ble  a nd cha lle nging growth e nvironme nt. Arizona 's

popula tion has  been one  of the  five  fa s te s t growing in the  United Sta te s  for the

pa s t 70 ye a rs , a nd AP S  is  the  S ta te 's  la rge s t e le ctric utility. The  popula tion

growth ra te  in Arizona  ranked second in the  na tion in 2007, and has  jumped by

roughly 23% s ince  the  2000 popula tion census  (compared to a  na tiona l growth

ra te  of jus t ove r 7% during tha t time ). As  the  following gra ph de mons tra te s ,

from 1990 to 2007, Arizona 's  popula tion increased more  than three  times  fas te r

than the national average.
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Graph DEB-l

W h i l e  t h e  r e c e n t  d o w n t u r n  i n  t h e  r e s i d e n t i a l  h o u s i n g  ma r k e t  h a s  c a u s e d  t h e

s t r i k i n g  g r o w t h  r a t e  t h a t  A r i z o n a  e x p e r i e n c e d  o v e r  t h e  p a s t  d e c a d e  t o  s l o w ,

g r owt h  con t i nues  none t he l es s .  AP S ' s  2 0 0 7  cus t omer  g r owt h  r a t e  wa s  over  t wo

v.
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percent. Eve n in  the  mids t of wha t ma ny e conomis ts  now be lie ve  is  a n

economic recess ion, there  is  no evidence that the  growth ra te  will decelerate  to

a ny s ignifica nt de gre e  in the  long te rm. AP S  re cognize s  tha t its  growth

projections  will continue  to change  with the  economy in the  s hort-te rm, but the

long-term outlook remains  s table . In fact, as  described in the  tes timony of APS

Witness  Peter Ewen, mos t long-term economic forecas ts  expect that Arizona 's

growth will re turn to the  3% range by 2010

The Company's  Capital Spending Requirements

Q- WHAT ARE THE COMPANY'S CAPITAL
REQUIREMENTS OVER THE NEXT THREE YEARS?

SPENDING

The capita l spending required in APS 's  growth environment is  nothing short of

e xtra ordina ry, a mounting to one  billion dolla rs  pe r ye a r on a ve ra ge  for the

foreseeable future. These expenditures  are essential to the Company's  bus iness

Some are  required by environmental laws . The others  are  required so that APS

can meet its  obligation to serve Arizona 's  exis ting and future  cus tomers , and do

s o re lia bly a nd e ffe ctive ly. As  des cribed be low, the  Company has  ca re fully

scrutinized its  capital spending budget to ensure that it is  not spending any more

than it needs  to in orde r to mee t its  growing demand and improve  its  exis ting

sys tem so that it can continue providing re liable  energy to its  growing cus tomer

bas e . While  s ome cos ts  can be  and have  been cut or de fe rred, the  Company

cannot es cape  the  hars h rea lity tha t it will have  to s pend 3 billion dolla rs  over

the next three years  to pay for capital projects

Many of thes e  cos t pres s ures  a re  not unique  to APS . To the  contra ry, capita l

s pending and re la ted financia l s tra ins  plague  the  e lectric indus try as  a  whole

caus ing the  price  of e lectricity to go up na tionwide . A recent a rticle  publis hed

15



by Ele c tric  P e rs pe c tive s , "Be hind the  Ris e  in P rice s " a tta che d he re to a t

Atta chme nt DEB-1, de s c ribe s  the  re ce nt na tionwide  ris e  in  the  price  of

electricity and the reasons  for that increase, including increased capital spending

ne e ds  in e a ch of the  thre e  s e gme nts  of the  e le c tric  s ys te m (ge ne ra tion,

trans mis s ion, and dis tribution). As  tha t a rticle  indica te s , the  indus try's  capita l

s pending on dis tribution infra s tructure  a lone  increas ed by 19% from 2000 to

2004-a  leve l of dis tribution inves tment tha t is  expected to continue  and grow,

a nd which is  ne ce s s a ry both to me e t ne w cus tome r growth a nd to ma inta in

increased sys tem reliability for the  future .

But these spending requirements  are subs tantially higher in high-growth areas  of

the  country like  Arizona , which requires  inves tment in more  new infras tructure

to meet increas ing e lectric demand compared to the  nation's  low-growth areas .

In other words , APS s hares  with other utilities  many of the  cos t pres s ures  tha t

ha ve  ca us e d e le ctric ra te s  to ris e  a cros s  the  country (including the  a lre a dy

s ignificant inves tment neces s a ry to ma inta in its  exis ting s ys tem and to mee t

increas ing environmental requirements ), but has  the extra burden of shouldering

the  additiona l cos ts  required becaus e  of APS 's  pos ition as  the  la rges t utility in

the second fas tes t growing s tate in the nation.

Q- PLEASE DESCRIBE THE PROJECTS THAT APS IS REQUIRED TO
UNDERTAKE OVER THE NEXT SEVERAL YEARS TO KEEP UP
WITH GROWTH AND TO RELIABLY SERVE THE COMPANY'S
GROWING CUSTGMER BASE.
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Attached hereto as Attachment DEB-2 is a summary of the specific projects that

APS must undertake over the next several years in order to fulfill its duty to

serve. As that attachment shows, the next three years will require the addition of

a significant number of new substations, transformers, feeders and meters,

A.
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numerous  miles  of lines  and cable , and numerous  miles  of rights  of way, among

a  myria d of othe r ite ms . In a ddition, to comply with va rious  e nvironme nta l

laws , APS is  required to spend more  money on environmenta l projects  (such as

the  s ignificant environmenta l projects  a t Cholla  Genera ting Sta tion, described by

AP S  Witne s s  Da nie l Ke a rns  in his  te s timony) tha n it ha s  in the  pa s t, furthe r

exacerba ting APS's  capita l expenditure  needs . And those  environmenta l-re la ted

costs  will only grow as  new sta te  and federa l laws are  passed tha t require  further

environmenta l compliance  upgrades  to APS's  exis ting system.

Q. CAN THE COMPANY REDUCE ITS CAPITAL SPENDING
REQUIREMENTS BY SIMPLY REFUSING TO CONNECT NEW
CUSTCMERS?
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No, it ca nno t. Ele c tric ity is  a  ne ce s s a ry commodity in  our mode rn  a nd

incre a s ingly e ne rgize d s ocie ty - a lmos t a s  importa nt to Arizona ns  a s  a ir a nd

water - and APS has  a  lega l duty to supply e lectric se rvice  to every person in its

s e rvice  te rritory. Eve n if a  compe titor sought to provide  e le ctric s e rvice  within

APS's  service  a rea , the  Company would s till be  obliga ted to serve  any customer

who re je cte d tha t compe titor in fa vor of APS or whom the  compe titor fa ile d or

re fus e d to s e rve , a nd would s till ha ve  to cons truct the  re quis ite  dis tribution

fa cilitie s  in orde r to tra nsmit or "whe e l" a ny chose n compe titor's  e ne rgy to its

customer. In fa ct, a t the  s a me  time  the  Commis s ion be ga n the  proce s s  of

introducing re ta il compe tition to Arizona  in the  la te  1990s , it e ns ure d tha t

unive rs a l e le ctric s e rvice  cove ra ge  would continue  throughout the  S ta te  by

de s igna ting AP S  a s  the  "provide r of la s t re s ort" in its  s e rvice  te rritory a nd

re quiring the  Compa ny to continue  its  low income  a s s is ta nce  progra ms . Se e

Decis ion Nos . 61973 (Octobe r 6, 1999) and 67744 (April 7, 2005). As  a  re sult,

APS mus t anticipa te  and plan for a ll growth in cus tomers  and e lectric demand

1 7



tha t will occur in its  s e rvice  te rritory in the  fore seeable  future  and inves t in the

infra s tructure  ne ce s sa ry to s e rve  tha t incre a s ing loa d growth (which pla nning

and inves tment occurs  we ll be fore  the  infra s tructure  mus t be  ready to ope ra te ).

This  is  true  irrespective  of whether the  margin of revenue  the  Company rece ives

from these  new cus tomers  is  sufficient to cove r the  additiona l cos ts  required to

serve those customers.

Q. IF THE COMPANY'S CUSTOMER GROWTH RATE SLOWS, WILL
THE CAPITAL SPENDING REQUIREMENTS DESCRIBED IN THIS
APPLICATICN DECREASE SUBSTANTIALLY?

No, they will not. Because  the  Company mus t build mos t of the  infra s tructure  it

will need to support cus tomer growth we ll in advance  of its  a rriva l, a  tempora ry

s lowdown in cus tomer growth from assumed leve ls  will not immedia te ly reduce

by a  s ignifica nt a mount the  cos ts  tha t the  Compa ny is  re quire d to incur in the

short te rm to mee t the  anticipa ted demand. Due  to the  long lead times  on some

e quipme nt a nd  pro je c ts , the  Compa ny ha s  a lre a dy incurre d  ma ny of the

infra s tructure  cos ts  re quire d to me e t the  a nticipa te d loa d growth ove r the  ne xt

fe w ye a rs . This  re ma ins  true  irre s pe ctive  of a ny s hort te rm cha nge  in the

cus tome r growth ra te  (which te nds  to be  cyclica l a nd will ris e  a ga in in a ny

event, as  Mr. Ewen expla ins).
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Additiona lly, a s  I p re vious ly de s cribe d , the  Compa ny's  ca pita l s pe nding

re quire me nts  include  s iza ble  a mounts  tha t a re  not dire ctly a ffe cte d by a ny

s lowdown in incre me nta l cus tome r growth. Exa mple s  of this  include  powe r

plant repa ir and replacement projects  intended to provide  for the ir re liable  and

safe ope ra tion, including la rge  environmenta l projects , capita lized nuclea r fue l

cos ts , and projects  required to mainta in the  re liability of the  dis tribution sys tem.

A.
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Because the cost of the materials necessary for these construction projects has

increased substantially compared to historical periods (as I will describe in detail

later in my testimony), any cost-reductions that might result from a significant

slowdown in customer growth will be offset by these other cost increases that

drive the Company's capital spending requirements upward

Q. DOES THE COMPANY'S RATE REQUEST INCLUDE ANY ITEMS
THAT ARE NOT WITHIN THIS COMMISSION'S REGULATORY
JURISDICTION?

No. The  Compa ny ha s  be e n ca re ful to include  in its  ra te  re que s t only thos e

ite ms  tha t fa ll within the  Commis s ion's  re gula tory juris diction. In othe r words

the  Compa ny's  re que s te d re ve nue  re quire me nt incre a s e  doe s  not include  its

s ubs ta ntia l tra ns mis s ion proje cts , for which AP S  is  s e e king time ly re cove ry

from the  FERC a s  AP S  wa s  e ncoura ge d to  do in  the  Compa ny's  la s t ra te

proceeding

C The Company's  Rates Are Non-Compensatory

Q- WHEN IS A RATE "COMPENSATE()RY"?

Generally speaking, a utility's rates are compensatory (that is, they adequately

pay the utility for providing electricity to the community) if they, in combination

with the utility's other charges, generate sufficient revenue to meet the utility's

operating and capital costs and give the utility a reasonable rate of return on the

fair value of its property. As described in the Company's application

constitutional principles of rate regulation require that the Company must have

the opportunity to earn a reasonable rate of return on the fair value of its

property at the time new rates become effective. It is a fundamental principle of

utility regulation that a rate that does not give the Company this opportunity

A.
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re s ults  in confis ca tion of the  Compa ny's  prope rty, a nd is  not a  jus t a nd

reasonable rate

Q. DO THE RATES  THAT AP S  CURRENTLY CHARGES  COMP ENS ATE
THE COMPANY FOR ITS  CAPITAL AND OPERATING COSTS?

5 A The  answer to this  ques tion is  an empha tic "no." The  non-compensa tory na ture

of AP S 's  curre nt ra te s  is  e a s ily de mons tra te d by compa ring the  Compa ny's

Re ve nue  Ne t of Fue l (or Gros s  Ma rgin) pe r kilowa tt-hour ("kwh") to its  non

fue l cos ts  pe r kph. This  a na lys is  s hows  tha t the  Compa ny's  ris ing s a le s  a nd

incre a s ing cus tome rs  a re  not producing s ufficie nt ma rgins  to  s upport the

Compa ny's  incre a s ing ca pita l cos ts  a nd infla ting ope ra ting cos ts , le t a lone

providing the  Company with the  opportunity to earn anywhere  near a  reasonable

ra te  of re turn on its  inves tment. In othe r words , "growth does  not pay for itse lf

As  the  following demonstra tes , the  Company's  ra tes  do not give  the  Company a

s u ffic ie n t ma rg in  to  cove r the  in fla tiona ry impa c ts  o f AP S 's  ca p ita l a nd

operating costs  to serve existing and future  customers

20



4

7

6

2

5

8

3

1

ac
PER kph I"

Sc
Rea kph

'b'¢/I I I | I g I |

V," '1 s
/ 0 '  |  '¢

I D' luunnnmumnmum, " ' NON-FUSI.. COSTS
¢o ,*(IN€l_U0IN6 asruaul

lurmI

REVENUE LESS
FUEL EXPENSE

ALLOWED APS RATES ARE CONFISCATORY

I
I

. . I " / I \
10

9

|  |  4
40

4¢*
* *

Q
4

.
*annul*

*~;>;~;$:

H

§ . 5.

'~\\?~~

\`_

11i 1l\|1

38.
.sQ\

\ §.\\\ . \  \  \

\
\ ..\ `\\\ \ »\ Q

`\\\\.~\ \: ~\ \
. \\

\ \

E

9

I

I
I
I

:
i

i

I

10 !
r _L

!12 I

13
4¢

PER kph _-

1996 1998 2000 2002 2o04 2006 2008 2010 2012

14 Graph DEB-2

15

16

17

18

19

20

21

As  th is  gra ph s hows , AP S 's  ris ing  cos ts  a re  s ignifica ntly h ighe r tha n the

Revenues  Net of Fue l tha t the  Company rece ives  from ra tes , and a re  ris ing a t a

faster pace tha n non-fue l re ve nue s . APS  is  thus  re quire d to inve s t incre a s ing

capita l dolla rs  to support new and exis ting cus tomers  a t a  time  when its  revenue

increases  have  not been s trong enough to provide  the  cash flow needed to both

s upport its  ope ra tiona l e xpe ns e s  a nd s till fund its  ma s s ive  ca pita l s pe nding

needs.
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The  confisca tory na ture  of APS's  ra te s  has  caused the  Company to experience

severe  a ttrition. Indeed, as  the  following graph makes  pla in, APS has  not earned

anywhere  nea r its  authorized ra te  of re turn in the  la s t five  yea rs , re sulting in a
25
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tota l Company cumula tive  ea rnings  shortfa ll of $321 millio n be tween 2003 and

2007.

RETURN ON EQUITY
DECEMBER 2003 TO DECEMBER2010

12%

11.25%ROE
AUTHORIZED ROE 1o.75% ROE

10.25%ROE
10% I

8% I
PROJECTED

6% I

4% I
2003 2oo4 2005 2006 2007 zoos 2009 2010
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Graph DEB-3

The  Company does  not seek to recover its  his torica l loss  of ea rnings  in this  ra te

case . But the  Company's  ea rnings  shortfa ll continues  to climb under the  current

ra te  s tructure , a s  the  following graph shows , and APS could lose  anothe r $427

million of ea rnings  be tween now and 2010 compared to APS's  proposed 11.5%

ROE (38355 million compa re d to its  curre ntly a llowe d 10.75% ROE) if the

Commiss ion does  not provide  adequa te  ra te  re lie f-a  number tha t again includes

only thos e  cos t of s e rvice  ite ms  tha t fa ll within the  Commis s ion's  re gula tory

juris diction.
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As the  foregoing makes  pla in, APS suffe rs  s ignificant ea rnings  a ttrition-a  trend

tha t will bo th  con tinue  a nd  compound  without a de qua te  ra te  re lie f,  with

detrimenta l impacts  to the  Company and its  customers .

D. APS 's  De te riora ting Financia l Hea lth

Q- G IVE N T HE  NO N-C O MP E NS AT O R Y NAT UR E  O F  AP S ' S  R AT E S ,
WHAT IS  THE CO MP ANY' S  CURRENT F INANCIAL CO NDITIO N?
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As it ha s  been for the  pa s t s eve ra l yea rs , APS is  in se rious  financia l jeopa rdy.

The revenue shortfa ll described above, caused by the  combination of growth and

inadequa te  ra te s , ha s  de le te rious  e ffects  on both the  Company's  ea rnings  and

P inna cle  We s t's  s tock pe rforma nce . APS 's  re turn on its  ca pita l inve s tme nt is

s te a dily a nd s ignifica ntly de clining-a  s itua tion tha t ne ga tive ly impa cts  AP S

A.
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cus tomers  and tha t will not change  without time ly and decis ive  action from this

Commiss ion.

As  de s cribe d in  de ta il in  the  te s timony of Dr. Ave ra , the  a uthorize d ROE

a pprove d  in  the  Compa ny's  la s t ra te  ca s e  is  too  low to  compe ns a te  the

Company's  inves tors  for the ir risk. Dr. Avera 's  expe rt ana lys is  concludes  tha t a

more  reasonable  ROE is  in the  range  of 11.25% to l2.50%. APS seeks  an ROE

of 11.5%, de cide dly on the  low e nd of Dr. Ave ra 's  ra nge . As  of the  e nd of the

Tes t Yea r, APS's  ACC-jurisdictiona l ROE (when norma lized for wea the r) s tood

a t a  mere  9.0%. Without re lie f, tha t number drops  to 7.1% by 2009 and 6.4% by

2010.

Q- DO THE COMMISSION'S TRADITIONAL RATE-MAKING
P RACTICES  ALLOW THE COMP ANY TO EVER RECOVER THE
MILLIONS  OF DOLLARS  THAT AP S  HAS  LOS T BECAUS E OF
ATTRITION?

No . In AP S 's  re ma rka ble  ca pita l e xpe nditure  e nvironme nt (one  re quiring

ca pita l e xpe nditure s  of one  billion dolla rs  pe r ye a r for the  ne xt thre e  ye a rs ), a

policy tha t couple s  s ignifica nt re gula tory la g with the  us e  of a n his torica l te s t

year in se tting ra tes  causes  APS to be  unable  to recover the  millions  of dolla rs  it

ha s  a lre a dy los t be ca us e  of a ttrition, a nd will e ns ure  tha t a ttrition continue s .

Th is  p o lic y is  in h e re n tly c o n fis c a to ry a n d  is  d ire c tly c o n tra ry to  th e

constitutiona l requirements  tha t govern the  Commiss ion's  ra te -maldng authority.

Q- P LEAS E EXP LAIN YOUR P REVIOUS  ANS WER.
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A. Under the  current ra te-se tting model, the  Commission genera lly evalua tes  APS's

cos t of s e rvice  for a  his torica l twe lve -month pe riod a nd us e s  tha t "te s t ye a r"

(s ubje ct to va rious  pro forma  a djus tme nts ) a s  a  guide  to de te rmining AP S 's

A.
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future  re ve nue  re quire me nt. other words, the Commission sets APS's

future rates by looking backwards.

In

Although e ve ryone  ge ne ra lly

acknowledges  tha t APS's  cos ts  and revenues  will have  increased s ince  the  tes t

ye a r, the  uns ta te d (a nd unprove n) a s s umption is  tha t the y ha ve  incre a s e d

proportiona te ly, such tha t APS's  ea rned re turn on inves tment will not fa ll be low

a llowe d le ve ls . Howe ve r, this  a s sumption is  de mons tra bly fa lse . Couple d with

a  regula tory lag of up to 18 months  to two years  be tween the  end of the  tes t year

a nd the  time  ra te s  be come  e ffe ctive , the  his torica l da ta  us e d in s e tting the

Company's  ra te s  is  inevitably s ta le  and unrepresenta tive  of conditions  tha t will

exis t when the  new ra te s  a re  e ffective . Ea rnings  a ttrition na tura lly re sults  from

this  ra te-making model any time that costs  rise  faster than revenues after the  end

of the  his toric tes t year.
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While  the  traditiona l ra te -se tting practice  may produce  re la tive ly s table  re turns

during pe riods  whe n APS 's  pe r kilowa tt hour cos t of s e rvice  doe s  not cha nge

s ignificantly from one  yea r to the  next, it is  inherently confisca tory during times ,

like  the se , whe n APS 's  a nnua l cos t of s e rvice  will be  ma rke dly highe r tha n its

annua l revenues  by the  time  the  new ra te s  go into e ffect than it was  during the

Tes t Yea r (highe r even than it was  when APS firs t filed its  ra te  ca se ). In APS's

curre nt a nd proje cte d growth e nvironme nt, this  ra te -s e tting me thodology will,

on its  own, never produce  ra tes  tha t will a llow APS to both recover its  cos ts  and

e a rn its  a pprove d ra te  of re turn. In the s e  conditions , the  ra te s  a re  non-

compensa tory the  ve ry moment tha t they a re  se t. Attrition will, and has , se t in-

a  condition tha t crea tes  intense  earnings  pressure  on the  Company, reduces  the

ca pita l a va ila ble  for pa yme nt of de bt obliga tions , a nd dis coura ge s  ca pita l

investment in the  Company from participants  in the  debt and equity markets .
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For this  reason, the  Commiss ion cannot reasonably adopt the  view expressed in

De c is ion  No . 69663  tha t a ttrition in  a n d pa rticula rly

s ignifica nt" be ca us e  it s e rve s  a s  little  more  tha n the  "trigge r me cha nis m for a

utility" to de te rmine  whe n the  ne xt ra te  ca se  should be  file d. While  this  the ory

may apply when the  Company's  cos ts  and revenues  a re  more  in sync from one

ye a r to the  ne xt, it is  s imply wrong a nd, fra nkly, confis ca tory unde r pre s e nt

conditions . Attrition will occur imme dia te ly, a nd, inde e d, will ha ve  a lre a dy

occurre d during the  cours e  of the  ra te  proce e ding its e lf. Thus , the  "trigge r

me cha nis m" will ins ta ntly de ploy, jus tifying a nothe r ra te  filing lite ra lly the

mome nt the  ne w ra te  orde r is  e nte re d. The  re s ult is  a  cons ta nt s tring of ra te

ca se s . But, unde r the  s trict his torica l te s t ye a r mode l, no future  ra te  orde r will

a llow the  Company to recover the  earnings  los t because  of a ttrition be tween the

time  of one  ra te  orde r and the  next. In the se  circums tances , the  Commiss ion's

fa ilure  to a ddre s s  this  phe nome non-tha t is , the  e a rnings  a nd ROE a ttrition

ca use d by cos ts  tha t outpa ce  re ve nue s  a fte r the  Te s t Ye a r but prior to a  fina l

orde r-ne ce s sa rily produce s  ra te s  tha t a re  not jus t a nd re a sona ble  a t the  time

they are set.

"is not, o f its e lf,

Q- WHAT IMPACT DOES THE COMPANY'S HIGH LEVEL
UNDEREARNING HAVE ON APS AND ITS CUSTOMERS?
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A. The  unremitting ea rnings  shortfa ll tha t results  from the  current regula tory mode l

in  AP S 's  s ta gge ring  growth  e nvironme nt ha s  a  de trime nta l e ffe c t on  the

Compa ny's  ove ra ll fina ncia l inte grity a nd P inna cle  We s t's  s tock va lue , a nd

a dve rs e ly impa cts  AP S 's  a bility to  fina nce  the  cons truction progra ms  a nd

improvements  necessa ry to mee t the  demands  of growth-a  nega tive  impact tha t

will inevitably inure  to the  de triment of APS's  cus tomers .
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There  is  no doubt tha t APS's  declining ROE has  caused Pinnacle  Wes t's  s tock

to pe rform s ignifica ntly worse  tha n tha t of othe r e le ctric utilitie s . Cons ide r the

following gra ph, which compa re s  P inna cle  We s t's  s tock pe rforma nce  a ga ins t

tha t of the  S ta nda rd & P ools  ("S &P ") 1500 Ele ctric Utilitie s  indus try-s pe cific4
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This  graph shows  in no unce rta in te rms  tha t P innacle  Wes t s tock pe rforms  fa r

wors e  tha n the  indus try a ve ra ge , a lmos t ce rta inly be ca us e  of APS 's  pe rilous

financia l hea lth. Indeed, a s  illus tra ted above , while  the  s tock va lue  of the  S&P

1500 Ele ctric  Utilitie s increas ed b y 1 6 .8 % fro m De c e mb e r 3 1 ,  2 0 0 6  to

December 31, 2007, P innacle  Wes t's  s tock price  ha s , in contra s t, s ignificantly

decreased, fa lling by 16.3% during tha t pe riod. a s  s hown in  theIn fa c t,
26
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following illus tra tion, P inna cle  We s t's  s tock wa s  the  s ixth wors t pe rforming

s tock of the  61 inve s tor-owne d e le ctric utilitie s  ra nke d by the  Edis on Ele ctric

Ins titu te  s tock inde x for 2007 in  te rms  of Tota l Re turn  (a  ca lcula tion  tha t

inc lude s  bo th  the  cha nge  in  s tock price  a nd  the  va lue  of a ny re inve s te d

dividends ).
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Graph DEB-6

Q- DO E S  P INNAC LE  WE S T ' S  UNDE R P E R F O R MING  S TO C K IMP AC T
AP S  AND ITS  CUS TOMERS ?
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A low trading s tock price  clea rly hurts  both APS and Pinnacle  Wes t's  inves tors

(who a re  not jus t big bus ine s s e s , but a ve ra ge  individua ls  whos e  re tire me nt

portfolios  a nd those  of the ir re tire me nt funds  include  utility s tocks ). But a  low-

A .
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selling stock also evidences a financial condition that has negative impacts on

APS customers, who depend upon the health of their utility so that they may

continue to receive reliable service at reasonable prices.

To secure financing on reasonable terms, APS is required to maintain a certain

debt to equity balance. If APS earns too low a return on equity, it will be

difficult for the Company to attract new equity investors. This leaves APS with

one of three choices: finance through the debt markets (if any headroom exists

in the approved debt to equity ratio for them to do so), sell shares at lower prices

(thus requiring the Company to issue more shares to generate the same level of

equity, thus potentially diluting the value of each investor's holdings and

making the stock even less attractive), or cancel the project. Once the stock sells

for so low a price that issuing equity is a near impossibility, APS will not be

able to achieve its debt/equity balance and will either have to sacrifice the

completion of increasingly unaffordable (but still necessary) construction

projects, or complete those projects only through extraordinarily higher

financing costs. In each case, the customer suffers: either because necessary

projects are foregone or delayed for lack of financing (with the attendant impact

on future service reliability) or because the Company's cost of service-and

thus the rates it must charge-will increase commensurate with the increase in

financing costs.

Q- DOES THE COMPANY'S EARNINGS SHORTFALL HAVE
OTHER IMPACT ON THE COMPANY AND ITS CUSTOMERS?

ANY
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A. Unfortunately, yes-a significant and potentially debilitating one. APS's

inability to earn anywhere near the Company's allowed rate of return-let alone

the 11.5% ROE that the Company should be allowed-places APS's credit
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ra tings  in continue d pe ril. As described a t length in APS's  la s t ra te  case , the

Company's  ea rnings  shortfa ll ha s  a  s ignificant impact on the  Company's  credit

me trics . In fa ct, a s  s hown in the  te s timony of Mr. Ke a rns , AP S  be lie ve s  tha t

without time ly re lie f from this  Commis s ion, the  Compa ny's  cre dit me trics  will

re a ch non-inve s tme nt gra de  by the  e nd of 2009, which could re sult in a  cre dit

downgrade  with devasta ting financia l results  to both APS and its  customers .

I

Q. WHAT CRITERIA DO CREDIT RATING AGENCIES USE TO ASSESS
A UTILITY'S CREDITWORTHINESS?

Cre dit ra ting a ge ncie s  a s s e s s  a  utility's  cre ditworthine s s  ba s e d on s e ve ra l

qua lita tive  and quantita tive  factors , as  described in de ta il in Attachment DEB-3 .

As a  genera l matte r, credit ra ting agencies  typica lly assess  the  credit s trength of

a  utility by e xa mining the  ma gnitude  of its  ope ra ting ca s h flows  ("funds  from

opera tion" or "FFO") re la tive  to its  inte re s t expense  and tota l debt. The  s ize  of

ope ra ting ca s h flows  re la tive  to a  compa ny's  tota l de bt (its  "FFO/De bt ra tio")

indica te s  the  fle xibility tha t compa ny ha s  to withs ta nd une xpe cte d fina ncia l

difficultie s . If a  utility's  ope ra ting cos ts  incre a s e  fa s te r tha n its  re ve nue s ,

ope ra ting ca s h flows  de cline  a nd its  FFO/De bt ra tio we a ke ns . This  condition

places  the  utility's  credit ra ting in jeopardy.

If a  u tility regula tory environment does  not appea r sufficiently re spons ive  to

the  company's  financia l condition and financia l pe rformance , pa rticula rly in the

fa ce  of high ca pita l s pe nding re quire me nts , the  utility's  cre dit ra ting furthe r

s uffe rs . As  Moody's  Inve s tors  S e rvice  ("Moody's ")-a  na tiona l cre dit ra ting

agency-has  recently s ta ted in a  specia l comment on the  e lectric utility sector:
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One  of the  mos t s ignificant factors  incorpora ted into our outlook
is  a  vie w tha t mos t u tility ma na ge me nt te a ms  will ma in ta in
hea lthy and cons tructive  re la tionships  with the ir s ta te  regula tory

A.
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a uthoritie s  a nd tha t mos t s ta te  re gula tory a uthoritie s  pre fe r to
regula te  financia lly hea lthy utilitie s  within the ir s ta te s .

Howe ve r, the re  a re  conce rns  a ris ing from the  s e ctor's  s ize a ble
infra s tructure  inves tment plans  in the  face of a n e nvironme nt of
s te a dily ris ing ope ra ting cos ts . Combine d, the s e  cos ts  a nd
inve s tme nts  ca n cre a te  a  continuous  ne e d for re gula tory re lie f,
which in turn ca n incre a s e  the  like lihood for politica l a nd/or
re gula tory inte rve ntion. Conce iva bly, the  combina tion of ris ing
cos ts , higher infras tructure  inves tment needs  and la rge r or more
frequent reques ts  for ra te  re lie f could crea te  pre ssure  for future
incre me nta l re lie f from s ta te  re gula tors , or a t a  minimum, ra is e
the  unce rta in ty le ve l a s s ocia te d  with  e xpe cte d  re cove rie s -
the re by dire ctly a ffe cting one  of our prima ry ra ting drive rs ....

Moody's  will continue  to  a s s e s s  the  cons tructive ne s s  of the
re gula tory re la tions hips  be twe e n utility compa nie s  a nd the ir
re s pe ctive  re gula tory commis s ione rs . In  o u r  o p in io n ,  th e
re la tions hips with re gula tors could conce iva bly
counte rba la nce  a ny pote ntia l de te riora tion  of ke y fina ncia l
cre dit ra tios , e s pe cia lly if the  de te riora tion is  e xpe cte d to be
re la tive ly te mpora ry. If, howe ve r, the  bus ine s s  a nd ope ra ting
r is ks  fo r  a  u t ilit y  a p p e a r  t o  b e  in c r e a s in g  a t  a  m o r e
s ign ifica n t pa ce , o r the  re gu la to ry re la tions h ips  a ppe a r to
ta ke  a  more  a dve rs a ria l tone , the  ra ting outlook would like ly
c h a n g e ,  e ve n  if t h e  ke y  fin a n c ia l c r e d it  r a t io s  we r e
ma inta ine d a t curre nt le ve ls .1

The re  ca n thus  be  little  doubt tha t ra tings  a ge ncie s  will clos e ly a nd ca re fully

assess  the  extent of regula tory support and the  consis tency of trea tment tha t will

be  provided to the  Company in this  proceeding.

Q- WHAT IS  THE CURRENT S TATUS  OF AP S 'S  CREDIT RATINGS ?
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APS's  credit ra tings  on its  outs tanding debt a re  currently on the  lowes t mugs  of

the  inves tment grade cre dit la dde r ("BBB-" by S &P , BBB by Fitch  Ra tings

1 Moody's  Inves tor Service Specia l Comment, Storm Clouds  Gathering on the Horizon for the North American
Electric Utility Sector, Augus t 2007.
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("Fitch"), a nd "Ba a n" by Moody's ). And with  AP S 's  growing a ttrition , its

financia l credit me trics  a re  s liding into junk grade  range . As  described in de ta il

by Mr. Kearns , the  Company's  FFO/Debt ra tio is  projected to hover a t 18.6% a t

the  end of 2007-dange rous ly close  to the  18% FFO/Debt thre shold se t by S&P

for non-inves tment grade -and will fa ll be low tha t thre shold to 17.3% a t the  end

of 2009 a nd 16.8% a t the  e nd of 2010, re spe ctive ly, a bse nt ra te  re lie f. The se

e s tima te s  a re  ba se d on the  ve ry s a me  fina ncia l fore ca s ting me thodology tha t

APS uses  in the  ordinary course  of business  and in regular dea lings  with ra tings

agencies and financial analysts .

Be ca use  the  curre nt his torica l te s t ye a r re gula tory mode l produce s  s ignifica nt

a ttrition unde r the  curre nt circums ta nce s , a nd thus  de cre a se s  the  Compa ny's

ope ra ting ca s h flow a nd e a rnings , by its  ve ry na ture  it de trime nta lly impa cts

APS 's cre dit me trics -pa rticula rly in APS 's growth environment.

Consequently, APS 's  credit ra tings  a re  in continued jeopa rdy, e specia lly if the

Compa ny doe s  no t re ce ive  time ly a nd  s upportive  re gu la to ry tre a tme n t.

Although a  fa ll to junk gra de  ha s  be e n fore s ta lle d to da te  by s e ve ra l fa ctors ,

including the  incre a s e d ca s h-flow from the  forwa rd-looking PSA a pprove d in

De cis ion No. 69663, a  mode s t incre a s e  in income  during the  third qua rte r of

2007 resulting from abnormal summer wea the r, a  non-recurring tax benefit and

the  pote ntia l for incre a s e d ca s h flow from Sche dule  3 proce e ds , APS firm ly

b e lie ve s  t h a t ,  a b s e n t  t im e ly re lie f fro m  th is  Co m m is s io n , a  fu r th e r

downgrade is  inevitable .
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Indeed, each of the  na tionally recognized s ta tis tica l ra ting organiza tions  tha t ra te

AP S 's  de bt-S &P , Moody's , a nd Fitch-a s  we ll a s  va rious  fina ncia l a na lys ts

have  recently noted the  s ignificant dange r to downgrade  pre sently threa tening
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APS. A common theme among such organiza tions  is  tha t Arizona  presents  what

they be lieve  is  a  "cha llenging regula tory environment" and tha t the  combina tion

of the  his torica l te s t ye a r re gula tory mode l, re gula tory la g, a nd AP S 's  huge

ca pita l e xpe nditure  re quire me nts  ca us e  "s e ve re ly e xa ce rba te d" a ttrition tha t

results  in "chronic underea rning" for the  Company.

Imme dia te ly following the  Commis s ion 's  de cis ion in the  la s t ra te  ca s e , for

e xa mple , S&P re porte d tha t "[t]he  use  of a  his torica l te s t ye a r, combine d with

the  tendency for utility ra te cases to take  an extended period of time to resolve  in

Arizona , is  e xpe cte d to cons tra in the  compa ny's  a bility to e a rn its  a uthorize d

ROE, with ea rned ROE like ly to remain in the  s ingle  digits  over a t leas t the  next

s e ve ra l ye a rs ." In fa ct, while  S &P  ma inta ine d its  BBB- cre dit ra ting for AP S

(the  fina l notch a bove  "non-inve s tme nt" gra de ) a fte r e ntry of De cis ion No.

69663, it noted its  conclus ion tha t APS's  regula tory dynamics  a re  "complex and

cha llenging" and predicted that "[r]atings could be lowered to speculative

[non-investment] grade if  the company is not able to overcome the

challenge of managing high capital expenditures and associated regulatory

recovery.,,2
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Afte r e ntry of the  la s t ra te  de cis ion, Moody's  a ffirme d its  ne ga tive  outlook on

APS  a nd P inna cle  We s t, opining tha t "ba s e d on the  time  tha t it ha s  re ce ntly

taken to conclude  APS's  genera l ra te  cases  (the  June  2003 case  was concluded

in April 2005, the  the n curre nt ca s e  wa s  initia lly file d in Nove mbe r 2005), we

be lieve  the re  rema ins  a  s ignificant risk tha t credit me trics  will weaken ove r the

2 Standard & Poor's Research Update: Pinnacle West Capital Corp., Arizona Public Service Co's 'BBB-' Rating
Affirmed, June 28, 2007.
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"[g]ive n

APS 's  c urre n t s ig n ific a n t c a p ita l e xp e nd itu re  p ro g ra m, the  c o mp a ny will

re q u ire  c o n tinue d , t im e ly re g u la to ry s up p o rt to  m a in ta in  c re d it  m e tric s

tha t a re  app ropria te  fo r its  ra ting ."

me dium te rm due  to the  continue d la g in re cove ry of non-fue l re la te d cos ts ."3

Recently, on December 17, 2007, Moody's  re ite ra ted this  pos ition, specifica lly

citing "APS 's  continue d ne e d for ra te  incre a se s  in a  re gula tory a re na  tha t ha s

his torica lly be e n cha lle nging." Moody's  ultima te ly confirme d tha t

"earnings  and  cas h flow a ttrition due

to  re g u la to ry la g  a n d /o r u n a n t ic ip a te d  d is a llo wa n c e s  is  a  s ig n ific a n t

cha llenge  to  the  s us ta inab ility o f PNW and  APS's  inves tment g rade  c red it

ra tings . Revenue  inc reas es  be low our expec ta tions  o r undue  de lay would

like ly res ult in c red it ra ting  downgrades ."

In  a  re c e n t u p d a te ,  F itc h ,  d o wn g ra d e d  AP S 's  c o mme rc ia l p a p e r a n d

cha racte rized the  Commiss ion's  re jection of an a ttrition adjus tment in Decis ion

No. 69663 a s  a  "nega tive  deve lopment in light of the  utility's  2007-2009 capita l

requirements ," specifica lly opining tha t
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Pla inly, e a ch of the se  thre e  na tiona lly re cognize d cre dit ra ting a ge ncie s  ha ve

s e rious  conce rns  a bout AP S 's  we a k cre d it me trics  a nd  re a lize  tha t on ly

s ignifica nt a nd time ly ra te  re lie f for non-fue l cos ts  will a llow AP S 's  cre dit

me trics  to improve . The  curre nt ra te s , e ve n with the  improve d PSA a uthorize d

in Decis ion No. 69663, a re  not enough to prevent a  s ignificant drop in the  nea r

te rm. Such a  downgra de  would s e ve re ly unde rcut APS 's  a bility to fina nce  its

required cons truction programs  and would thus  crea te  a  need for even grea te r

ra te  re lief a t the  expense  of APS's  customers .

3 Issuer Comment: Arizona Public Service Company, June 21, 2007.
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Q- WHY SHOULD THE COMMISSION CONSIDER THE COMPANY'S
CREDIT RATING AND CREDIT METRICS IN MAKING ITS
DECISION IN THIS MATTER?

In a  nutshe ll, the  Commiss ion should cons ider the  Company's  credit metrics  and

credit ra ting in this  proceeding both because  it is  required by law to do so and

be ca use  those  fa ctors  a re  a  me a sure  of a nd ha ve  a  s ignifica nt be a ring on the

Compa ny's  ove ra ll fina ncia l he a lth. A downgra de  to junk s ta tus  would ha mpe r

AP S 's  a bility to continue  to provide  re lia ble  s e rvice  to its  growing cus tome r

base  and would grea tly increase  APS's  cost of service  (and thus  the  ra tes  it must

charge).

The s e  fa cts  a re  not ne w to the  Commis s ion. Inde e d, the  Commis s ion ha s

his torica lly recognized the  ve ry rea l importance  of credit ra tings , decla ring tha t

"the  bene fits  of [highe r bond] ra tings  inure  to both the  utility and the  utility ra te

paye r. We  be lie ve  tha t s ound a nd re s pons ible  re gula tory a ction by th is

Commis s ion is  funda me nta l to the  ma inte na nce  of de s ira ble  bond ra tings ."

Decis ion No. 51009 (May 29, 1980).

Q- PLEASE ELABORATE ON THE CONSEQUENCES TO APS AND ITS
CUSTOMERS IF THE COMPANY IS DOWNGRADED TO NON-
INVESTMENT GRADE.
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The adverse consequences of APS having its credit rating downgraded to junk

would be immediate, serious, and long-term. The following is just a sample of

the problems that come with non-investment grade credit ratings:

With limited financial flexibility, APS's access to the debt and equity

markets would itself become limited to those lenders and investors (if

any) willing to take the risk on a junk grade company.

A.

A.
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Inve s tors  will ordina rily de ma nd a  highe r yie ld for a n inve s tme nt in a

compa ny with low cre dit ra tings  in orde r to compe ns a te  the m for the ir

increased risk, a  factor tha t ra ises  the  cost of APS's  capita l a t a  time when

capita l requirements  a re  extreme . Any de bt or e quity is s ue d by AP S

would thus  come  with  s ignifica ntly incre a s e d cos ts  due  to  the  high

inte res t ra te s  and fees  tha t inevitably accompany a  junk credit s ta tus . As

a  re s ult, by 2019, the  Compa ny's  fina ncing cos ts  re cove ra ble  from

cus tomers  could increase  by a s  much a s  $70 million to $145 million pe r

ye a r ove r wha t the y would ha ve  be e n a bs e nt a  downgra de . This  is  the

equivalent of a  2.7 to 5.5 percent ra te  increase  to customers  for each year

that the  Company remains non-investment grade.

AP S  a nd its  cus tome rs  would los e  much of the  cos t-s a vings  curre ntly

e n joye d  be ca us e  of the  fina ncing  a rra nge me nts  unde rp inn ing  the

Compa ny's  $656 million dolla rs  in outs ta nding ta x-e xe mpt de bt. This

debt requires  le tte rs  of credit from banks  or other third party insurance  to

s upport its  c re d itworth ine s s , a nd  pric ing  for tha t s upport is  ba s e d

e xclus ive ly on AP S 's  cre dit ra tings . A downgra de  to junk s ta tus  will

s ignifica ntly incre a s e  thos e  cos ts  by a s  much a s  $1.8 million pe r ye a r,

which cos ts  a re  ultima te ly borne  by APS cus tomers  in the  form of higher

base rates.

AP S 's access to comme rcia l p a p e r-a cos t-e ffective financing

me cha nis m on which APS  he a vily re lie s  for its  working ca pita l ne e ds -

would be  comple te ly e limina ted. APS's  ave rage  outs tanding commercia l

pa pe r de bt is  roughly $200 million, a lthough tha t numbe r could e a s ily

double  a t the  peak of the  Company's  liquidity needs . APS 's  commercia l

pa pe r is  now ra te d A-3/F-3/P -2, which pla ce s  it s qua re ly in the  limite d
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Tie r-2  a nd Tie r-3  ma rke t. Ma ny comme rcia l pa pe r buye rs  ha ve

inves tment policies  prohibiting them from purchas ing APS 's  commercia l

pa pe r be ca us e  of AP S 's  we a k cre dit ra ting (inde e d, only 4% of a ll

commercia l pape r buye rs  a re  in the  Tie r-2 and Tie r-3 marke t). For this

reason, access  to the  commercia l paper marke t has  been a  problem for

AP S  on two s e pa ra te  occa s ions  in the  s e cond ha lf of 2007 whe n the

financia l marke ts  were  unde r seve re  s tre s s . S hould AP S  be  furthe r

downgraded to non-investment levels, its  access to the commercial paper

marke t would be  e limina ted comple te ly, and AP S  would lose  a ll of the

cos t a dva nta ge s  tha t come  with comme rcia l pa pe r, including da ily

liquidity a nd compe titive  pricing. AP S  would thus  be  force d to turn to

more  cos tly re volving cre dit a gre e me nts  to s a tis fy its  da ily working

capita l needs , increa s ing AP S 's  ove ra ll borrowing cos t by $7.7 million

annually. This  incre a s e , of cours e , ultima te ly le a ds  to ris ing e ne rgy

prices for APS customers.

APS may also lose many of its  important existing bank credit agreements

if force d to fight for re ne wa l of thos e  fa cilitie s  with a  lowe re d cre dit

s ta tus . The few banks that might renew these  exis ting agreements  would

demand s ignificantly higher prices  and more  onerous  covenants  tha t, in

the  event of increased financia l s tress , could drive  APS into default and

bankruptcy.

Mos t of the  Compa ny purchased power contracts  conta in provis ions

that require APS, in the event of a downgrade to non-investment status, to

provide  the  counter-party with cash colla tera l (a  "colla tera l ca ll") to cover

the  diffe rence  be tween the  contract price  and the  then-exis ting marke t

price  of the  commodity. High le ve ls  of colla te ra l ca lls  could pla ce  a

's
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s ignifica nt liqu id ity s tra in  on  AP S  a t a  time  whe n the  Compa ny's  a cce s s

to the  ca pita l ma rke ts  is  a lre a dy re s tricte d.

If d o wn g ra d e d ,  m a n y o f th e  C o m p a n y's  p u rc h a s e d  p o we r a n d  fu e l

c o n tra c ts  in c lu d e  p re p a ym e n t p ro vis io n s ,  re q u irin g  th e  C o m p a n y to

p ro vid e  u p -fro n t ca s h  p a yme n ts  fo r th e  Co mp a n y's  p u rch a s e d  p o we r,

p o we r p la n t fu e l a n d  fu e l tra n s p o rta tio n  n e e d s . AP S 's  c o s t o f d o in g

b u s in e s s  in  th e  wh o le s a le  ma rke ts  wo u ld  in c re a s e  s ig n ifica n tly u n d e r

s u c h  p ro vis io n s ,  a n d  th e  C o m p a n y's  a b ility to  h e d g e  a g a in s t  p ric e

vo la tility wo u ld  b e  co n s tra in e d ,  fu rth e r in c re a s in g  th e  Co mp a n y's  ris k

p ro file .

Q- WOULD ANY OTHER CGNSEQUENCES
DOWNGRADE TO J UNK GRADE?
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Ye s . Of a ll o f the  cons e que nce s  de s cribe d  a bove , my g re a te s t fe a r is  tha t,  if

downgra de d to  junk, AP S  might e ntire ly los e  its  a cce s s  to  the  cre dit ma rke ts . In

the  la s t ra te  ca s e , I te s tifie d tha t whe n cre dit ma rke ts  a re  s uch tha t "inve s tors  in

ge ne ra l ha ve  e xpe rie nce d a  ge ne ra l de cline  in confide nce , the y re gula rly turn to

wh a t th e y p e rce ive  a s  le s s  ris ky in ve s tme n ts ," "n o n -

inve s tme nt gra de  is s ue rs  ca n find the ms e lve s  s hut out from s ource s  of funding a t

the  ve ry time  tha t the y re qu ire  the m mos t." [Re bu tta l Te s timony o f Dona ld  E .

Bra nd t,  Docke t No . E-01345A-05-0816 , S e p te mbe r 15 , 2006]. Tha t uns ta ble

cre d it ma rke t e xis ts  toda y. Wha t be ga n  a s  a  d is rup tion  in  mortga ge -re la te d

s e curitie s  in the  s umme r of 2007 ha s  s pre a d like  a  conta gion throughout the  de bt

a nd e quity ca pita l ma rke ts . Curre nt fina ncia l ma rke ts  a re  now in  the  ve ry s ta te

o f e xtre m e  vo la tility to  wh ic h  I re fe rre d  in  S e p te m b e r o f 2 0 0 6 ,  c a u s in g  a n

incre a s e  in  AP S 's  fina ncing  cos ts  e ve n  with  the  Compa ny's  curre nt inve s tme nt

a n d  th a t,  a s  a  re s u lt,

A.
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grade  credit ra ting. And, as  I indica ted in the  las t ra te  case  would be  true  in such

a n e nvironme nt, this  highly vola tile  cre dit ma rke t ha s  a t time s  be e n clos e d to

companies  with be low investment grade  ra tings .
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APS has  a lready expe rienced firs t-hand the  vola tility in the  credit marke ts . For

example , the  mortgage-re la ted securities  marke t began experiencing difficulties

in the  summer of 2007. At tha t time , it became apparent tha t the  default ra tes  on

so-ca lled sub-prime mortgages  were  much higher than the  market had assumed.

Th is  imp a c te d  th e  s h o rt-te rm d e b t ma rke ts  fo r b o th  mo rtg a g e -b a c ke d

commercia l paper programs as  we ll a s  a ll othe r commercia l paper programs. In

August 2007, many issuers , including Pinnacle  West, were  not able  to access the

ma rke t a nd we re  force d to turn to ba nk cre dit to fund the ir working ca pita l

ne e ds . The  s itua tion s ta bilize d to a  minor de gre e  in the  fa ll of 2007, but by

De ce mbe r ha d once again deteriora ted. APS e nte re d the  comme rcia l pa pe r

ma rke t in mid-De ce mbe r a nd be ga n e xpe rie ncing his torica lly high ra te s . As

ye a r-e nd a pproa che d, AP S  wa s  una ble  to s e ll its  comme rcia l pa pe r into the

ma rke t a nd wa s  force d to borrow ove r $200 million unde r its  e xis ting cre dit

facilitie s  to fund its  short-te rm debt needs  in la te  December. Additiona lly, mos t

of the  commercia l banks  tha t APS has  turned to for liquidity and credit support

have  had to take  mass ive , multi-billion dolla r write -downs  on the ir books  re la ted

to inves tments  in sub-prime  mortgage  products , severe ly impacting the  amount

of ca pita l the  ba nks  ha ve  a va ila ble  for le nding. This  ha s  re s ulte d in a  cre dit

ma rke t in  which s upply ha s  be come  limite d  ye t de ma nd ha s  incre a s e d-a

marke t from which a  junk grade  borrower will unlike ly be  able  to borrow and in

which interes t ra tes  will increase .
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APS has  expe rienced othe r nega tive  financia l impacts  a s  a  re sult of the  credit

marke t turmoil, even in its  current inves tment grade pos ition. For e xa mple , the

Company has  $343 million of long-te rm pollution control bonds  tha t a re  sold to

inves tors  as  auction-ra te  securities . Even though these  securities  a re  long-te rm,

the y tra de  in wha t ha s  his torica lly be e n a  ve ry liquid s hort-te rm ma rke t. This

has  a llowed APS to fund long-te rm obliga tions  a t s ignificantly lower short-te rm

inte res t ra tes  tha t rese t weekly. In 2007, APS's  pollution control bonds  traded in

the  auction-ra te  market a t interest ra tes  tha t averaged about 3.5%. But, to accept

the  extremely low interes t ra tes  pa id on auction-ra te  securities , investors  require

a  gua ra nte e  tha t the y will re ce ive  the ir inte re s t a nd principa l pa yme nts  whe n

due . This  guarantee  is  provided by AAA-ra ted bond insurance .
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In la te  2007, credit ra ting agencie s  announced tha t some  of the  bond insure rs

a ppe a re d to ha ve  insufficie nt ca pita l to cove r the ir e xposure  in the  sub-prime

ma rke t-thus  putting the  AAA ra tings  a t ris k. In  J a nua ry of 2008, the  bond

insure r tha t backs  APS 's  auction-ra te  securitie s , Ambac Financia l Group, Inc.,

wa s  downgra de d from AAA to AA by Fitch Ra tings . The  Amba c downgra de

flowed through to the  bonds  it insures , including APS's  $343 million of auction-

ra te  securitie s . The  a uction-ra te  ma rke t ha s  s ince  s e e n a  dra ma tic los s  of

inves tors . If the re  a re  no willing buyers  of the  securitie s  when they come  up for

a uction, the  e xis ting bondholde rs  a re  force d hold the  bonds  until the  ne xt

auction. As  compensa tion for holding what may be  unmarke table  securitie s , the

e xis ting holde rs  a re  pa id a  pre mium ra te -in the  ca s e  of APS 's  s e curitie s , this

ra te  is  14%-four time s  wha t it ha d be e n jus t la s t ye a r. APS ne e ds  to ma inta in

its  investment grade  credit ra tings  to be  able  to implement economic a lte rna tives

and to avoid paying a  14% rate  on these securities.
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Q. AREN'T THE CONSEQUENCES FROM DOWNGRADE THAT YOU
HAVE JUST DESCRIBED SPECULATIVE?

A. No, they are not. The costly consequences resulting from a downgrade to non-

investment status are neither speculative nor overstated, as confirmed by the

experience of Nevada Power Company ("Nevada Power"), which was saddled

with hundreds of millions of dollars of added costs and onerous borrowing

restrictions as a result of their slides into "junk" status.
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In a  Ma rch 29, 2002 de c is ion (Docke t No. 0l-ll029), the Nevada Public

Utilitie s  Commis s ion ("NPUC") dis a llowed a  s ignificant amount of de fe rred

fuel and purchased power expense for Nevada Power. As a result, credit rating

agencies  lowered Nevada 's  s enior debt s ecurities  ra tings  to junk grade, and

Nevada promptly lost access  to short-term debt markets . The resultant costs  to

Nevada Power and its  customers have been extreme, increasing the cost of debt

by more than $110 million annually, motivating the NPUC to implement several

initia tives  a imed a t res toring Nevada  to an inves tment grade  pos ition in the

capital markets . For e xa mple , the  NP UC e nha nce d the  re turn on e quity

a pplica ble  to de s igna te d "critica l fa cilitie s " (including thos e  tha t prote ct

re lia bility, promote  dive rs ity of s upply, promote  re ne wa ble  e ne rgy or a re

s ta tutorily mandated), authorized Nevada  Power to include  a  portion of the

utility's  Cons truction Work in Progress  ("CWIP") account balance in rate base

in the  Company's  las t ra te  case , enhanced the  re turn on equity for approved

DSM project cos ts , and implemented an automatic fuel cos t adjus tor. Even the

Nevada legis lature reacted to Nevada Power's  downgrade by enacting s tatutes

geared towards encouraging a positive regulatory environment.
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But recove ry from junk grade  is  difficult and s low. Notwiths tanding the  notable

improvement to Nevada  Power's  regula tory environment s ince  the  precipita ting

disa llowa nce  in 2002, the  utility s till ha s  not be e n a ble  to pull its e lf out of junk

status. Ne va da  Powe r's  long-te rm de bt is s ua nce s  continue  to be  ra te d non-

inves tment grade , driving cos ts  to the  utility and its  cus tomers  highe r with each

s ucce s s ive  ye a r. More  tha n five  ye a rs  of pos itive  a nd proa ctive  a ction by the

NPUC has  not ye t pe rsuaded the  ra ting agencies  to move  Nevada 's  ra tings  out

of junk and into inves tment grade .

E. Why Growth Is  Contributing to APS 's  Financia l Pressure

Q. YO U P R E VIO US LY INDIC AT E D T HAT  C US T O ME R  G R G WT H IS
NO T  NE W T O  Ap s . IF  T HAT  IS  T R UE ,  WHY IS  G R O WT H NO W
E XAC E R B ATING  THE  F INANC IAL P R E S S UR E  O N AP S  THAT YO U
HAVE DES CRIBED?
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Although the  Company's  growth ra te  has  remained reasonably constant over the

pas t decade , cus tomer growth today is  subs tantia lly more  cos tly than it was  10

ye a rs  a go-a  fa ctor tha t, combine d with othe r cos t pre s sure s  tha t ha ve  ca use d

the  price  of e le ctricity to  go up na tionwide  (e ve n in  low-growth a re a s ), is

pla cing e xtra ordina ry fina ncia l pre s sure  on APS. As  de scribe d in de ta il in the

te s timony of Mr. Ewe n, AP S 's  dolla r inve s tme nt in  infra s tructure  pe r ne w

cus tomer is  higher today than it has  been his torica lly for three  primary reasons :

firs t, the  Compa ny's  infra s tructure  inve s tme nt ne e ds  ha ve  ris e n cons ide ra bly,

s e cond, the  cos t of the  ma te ria ls  a nd s upplie s  ne ce s s a ry to cons truct tha t

infra s tructure  ha s  s ha rply incre a s e d, a nd third , pre vious ly he lpful tre nds

a s s ocia te d with othe r non-fue l cos ts  ha ve  re ve rs e d, the re by e limina ting a

s ignificant source  of cos t savings  tha t previous ly offse t the  othe r ris ing cos ts  of

growth.

A.
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Q- WHY HAVE APS'S INFRASTRUCTURE NEEDS INCREASED IN
RECENT YEARS?

A. A significant cause of the challenge APS now faces in paying for the cost of

growth compared to prior years is the increase in system expansion needs that

APS has seen recently-expansion needs requiring high levels of capital

spending that were either not required or were offset by other cost-savings in the

past. To that end, as Mr. Ewen explains, APS was able to meet much of its

growing demand in prior years with its existing generation, transmission, and

distribution system through a combination of infill opportunities and increased

system utilization. But growth has largely exhausted the capacity of the current

system, which means that APS must expand and upgrade that system in order to

meet its customers' rising energy needs.

other investment requirements have risen considerably. Thus, while the

Company's current and projected customer and demand growth rates are

reasonably comparable to those of prior years, APS's distribution, transmission,

and generation infrastructure needs to serve those new customers have changed

substantially. APS has little margin of capacity available to it now, so it must

both expand its distribution and transmission system and upgrade its existing

system in order to continue to provide reliable service to its growing customer

base.

As a result, APS's distribution and

Q- YOU MENTIONED A SECOND FACTOR THAT MAKES GRDWTH
MORE EXPENSIVE TODAY THAN IT HAS BEEN IN THE PAST:
RISING COMMODITY COSTS. PLEASE ELABORATE.
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APS's escalating physical infrastructure and construction needs come at a time

when the cost of materials, commodities, and land used for construction is

considerably higher than it has been in the past. Each new physical plant

A.
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1 a ddition thus  come s  a t a  dis proportiona te ly highe r cos t tha n it would ha ve

a lmos t 10 ye a rs  a go. Inde e d, a s  s hown in the  following ta ble , the  price s  of

coppe r, s te e l, a luminum, a nd ga s oline , to na me  only a  fe w-ma te ria ls  tha t a re

vita l to APS 's  cons truction progra m-a re  much more  e xpe ns ive  now tha n the y

have  been his torica lly, and a re  expected to continue  to rise  fa s te r than gene ra l

infla tion in the  foreseeable  future .

RAW MATERIAL PRICE INCREASES
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As this  table  shows , s ince  Janua ry 2001, the  price  of coppe r has  gone  from 81

ce nts  pe r pound to  $3.02 pe r pound-a n incre a s e  of 273%. The  price  of

a luminum ha s  incre a s e d 51% s ince  2001, ris ing from 71 ce nts  pe r pound to
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$1.07  pe r pound a s  of J a nua ry 2008.

components  of dis tribution infras tructure  costs  .

Both commoditie s  a re  s ignifica nt

Q. WHAT IMP AC T DO E S  THE  INF LATIO N IN C O MMO DITIE S  C O S TS
HAVE ON AP S 'S  CONS TRUCTION COS TS ?
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The  e ffe ct of the s e  price  incre a s e s  on APS 's  cons truction cos ts  (a nd thus  its

capita l requirements ) is  s triking. For example , two pieces  of equipment tha t a re

ba s ic  to  virtua lly a ll e le c trica l cons truc tion  p ro je c ts  a re  s te e l po le s  a nd

transformers . Stee l poles  a re  used, among other things , to e rect power lines  and

support other e lectric supply infras tructure . A transformer is  an e lectrica l device

tha t cha nge s  e le ctric  e ne rgy from one  volta ge  to  a nothe r, thus  e na bling

e lectricity to be  trans fe rred ove r transmiss ion and dis tribution wires  a t diffe rent

volta ge s  prior to  ultima te  dis tribution to  the  cons ume r. (For e xa mple , a

trans former s itting on top of a  ne ighborhood dis tribution pole  might trans form a

typica l dis tribution volta ge  of 7200 volts  into the  much lowe r 110 to 120 volts

us e d in re s ide nce s  or bus ine s s e s ). As  de p ic te d  be low, s te e l po le s  a nd

tra ns forme rs  of va rying s ize s  a nd va rie tie s  a re  ba s ic  p ie ce s  of e le ctrica l

equipment and are  critica l to the  business  of e lectricity supply.

A.
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Pad  Mo unted  Dis trib utio n  Trans fo rmer
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Overhead  Po le  Mounted  Dis tribution Trans fo rmer
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The  s pike  in commoditie s  cos ts  de s cribe d a bove  ha s  ha d a n e xtra ordina ry

impact on the  cos ts  the  Company is  forced to incur for each of these  two bas ic

pie ce s  of e quipme nt. A 45 foot s te e l pole , for e xa mple , tha t cos t $440 in 2000

now cos ts  the  Compa ny $787-a  78% incre a s e  in price  ca us e d by infla tion

alone. A 500/230 kV 3-pha s e  tra ns forme r tha t would ha ve  cos t AP S  $2.7

million in 2004 now cos ts  AP S  $5.1 million-a lmos t twice  the  price . A 50 kV

dis tribution trans former now cos ts  $1,626 compared to the  $953 cos t tha t APS

would ha ve  pa id in 2003-a n incre a se  of 70% in jus t five  ye a rs . And the se  a re

jus t three  examples  of many.
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The re  is  thus  a  close  corre la tion be twe e n the  ris e  in APS 's  cons truction cos ts

and the  infla ting cost of the  materia ls  and commodities  used in tha t construction.

The  following gra ph de picts  this  corre la tion we ll, focus ing e xclus ive ly on the

Company's  ris ing per cus tomer dis tribution cos ts .
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2007

Graph DEB-8

A s  t h i s  g r a p h  i l l u s t r a t e s ,  A P S ' s  p e r  cu s t om er  cos t  fo r  d i s t r i bu t i on  p l a n t  ( a f t e r

a c c o u n t i n g  f o r  t h e  i m p a c t  o f  a c c u m u l a t e d  d e p r e c i a t i o n )  g e n e r a l l y  t r a c k s  t h e

i n f l a t i on  i n  t h e  C om p a n y' s  k ey com m od i t i e s  cos t s ,  cop p e r  be i n g  a  p a r t i cu l a r l y

s t r i k i n g  e x a m p l e  o f  t h e  c o r r e l a t i on .  T h e  C om p a n y' s  p e r  c u s t om e r  d i s t r i bu t i on

cos t s  h a ve r i sen  fr om  un der  $2 , 400  per  cus t om er  i n  2002 ,  t o m or e t h a n  $2 , 500  i n

t h e  y e a r  2 0 0 5 ,  t o  a l m o s t  $ 2 , 8 0 0  p e r  c u s t o m e r  i n  2 0 0 7 - a n  i n c r e a s e  o f

a p p r ox i m a t e l y $ 4 0 0  fo r  e a ch  o f  t h e  C om p a n y' s  l . l  m i l l i on  cu s t om er s  com p a r ed

t o  wh a t  t h os e  cos t s  we r e  j u s t  f i ve  yea r s  a g o .  A n d  t h i s  d oes  n o t  a ccou n t  fo r  t h e

p e r - c u s t om e r  c os t  i n c r e a s e s  r e q u i r e d  by t h e  C om p a n y' s  g r owi n g  t r a n s m i s s i on

a n d  g e n e r a t i o n  p r o j e c t s ,  wh i c h  h a v e  a l s o  g r o wn  s u b s t a n t i a l l y .  S o  n o t  o n l y i s

APS r equ i r ed  t o bu i l d  p r opor t i on a t ely mor e i n fr a s t r uctu r e  t h an  i t  h a s  i n  t h e  pa s t ,

t h e  cos t  o f  t h a t  i n f r a s t r u c t u r e  i s  h i g h e r  t h a n  i t  h a s  been  i n  r ecen t  m em or y a n d

2002 2003 2004 2005 2006
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continues to rise.

Q. YOU MENTIONED A THIRD FACTOR THAT MAKES GROWTH
MORE COSTLY TODAY THAN IT HAS BEEN HISTORICALLY: THE
REVERSAL OF NON-FUEL COST TRENDS. PLEASE EXPLAIN.

APS's O&M and other non-fuel costs are

increasing faster than they have in prior years, and APS is no longer able to take

advantage of the economies of scale that historically offset the cost of growth.

While APS generally saw a declining non-fuel cost trend over the early part of

the last decade, that trend has reversed, resulting in inadequate earnings and

weak credit metrics. That trend is compellingly depicted in the "Allowed APS

Rates Are Confiscatory" graph displayed previously in my testimony, on page

21.

As Mr. Ewen describes in detail,

As that illustration shows, both APS's revenue from rates (adjusted to remove

fuel expense to focus the analysis) and its non-fuel costs declined on average

from 1995 to 2000, but rates generally remained above incremental costs. As

Mr. Ewen explains, the general decrease in non-fuel costs occurred for a number

of reasons, including aggressive cost management by the Company and a

decline in property taxes and interest rates. The declining non-fuel cost trend

experienced during the period 1995-2000 allowed APS to remain financially

healthy while providing price decreases to its customers.
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From 2000 to 2005, however, the financial health of the Company began to

deteriorate. In part, this was driven by rapidly rising fuel costs, which the

Commission largely resolved in Decision No. 69663. Another significant factor,

however, was the turn-around in the non-fuel cost trend that the Company had

seen in prior years. O&M expenses increased significantly after 2000, growing

A.
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fa s te r than APS's  sa le s . Deprecia tion expenses  a lso rose . While  some  isola ted

non-fuel costs  decreased, the  ne t result was tha t, on whole , APS's  non-fuel costs

leve led-off, thus  e limina ting a  s ignificant source  of financia l re lie f for the  capita l

cos t pre s sure s  a s socia ted with the  Company's  growing demand. Exace rba ting

the  problem, APS's  cus tomers  rece ived ra te decreases until 2003, purs ua nt to

Commiss ion Decis ion No. 61973.

Toda y, the  his torica lly fa vora ble  cos t tre nd tha t once  offs e t the  impa ct of the

Company's  increas ing capita l intens ity has  reve rsed, and APS has  been and is

continuing to fe e l the  fina ncia l impa ct of the  ove ra ll incre a s e  in its  non-fue l

cos ts . De pre cia tion e xpe nse  continue s  to ris e , but now a t a n incre a s ing pa ce ,

and is  no longer offse t by other once-favorable  unit cos t trends . To the  contra ry,

be ca use  of the  pre vious ly discus se d cos t incre a se s , APS 's  non-fue l cos ts  a re

now ris ing a nd will continue  to ris e  fa s te r tha n its  s a le s  growth, a bs e nt ra te

re lie f.

Q- C AN THE C O MP ANY TAKE ADVANTAG E O F  ANY EC O NO MIES  O F
S C ALE  T O  O F F S E T  T HE  C O S T S  O F  G R Q WT H T HAT  YO U HAVE
J US T DES CRIBED?
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No. APS ha s  e xha us te d a ny ma te ria l e conomie s  of s ca le  tha t ma y once  ha ve

offs e t the  cos ts  of growth. By de finition, e conomie s  of s ca le  re fe r to  the

decrease  in the  unit cos t of se rvice  tha t can re sult from la rge -sca le  ope ra tions .

As  I expla ined above , APS is  now experiencing an increase in its  non-fue l unit

cos ts  be ca us e  of its  growing ope ra tions . P ut a nothe r wa y, ris ing s a le s  a nd

increasing customers  are  not producing sufficient margins  above  opera ting costs

to  s u p p o rt th e  C o mp a n y's  c a p ita l c o s ts , a s  the  fo re go ing  d is cus s ion

demonstra tes . This  fact demonstra tes  that economies of scale  no longer exis t.

A.
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VI. ACTIONS THE COMP ANY
CHALLENGES  OF GROWTH.

HAS TAKE N TO ADDRESS THE

Q- WHAT MEASURES HAS THE COMPANY TAKEN TO IMPROVE ITS
FINANCIAL CONDITION OUTSIDE OF SEEKING RATE RELIEF?

AP S  ha s  not s imply witne s s e d the  de te riora tion of its  fina ncia l he a lth like  a

dis inte re s te d obs e rve r. To the  contra ry, it ha s  ta ke n a  numbe r of s ignifica nt

s te ps  to le s s e n the  impa ct of growth a nd mitiga te  the  Compa ny's  incre a s ing

earnings shortfa ll outs ide  of the  regula tory process .

APS has long realized that cost management is  not a  program or even a  series  of

progra ms  impos e d by ma na ge me nt or re gula tors , but ra the r a  wa y of doing

business . Because  it has  an obliga tion to serve  anyone requesting service  within

its  a uthorize d se rvice  a re a  a t Commiss ion-e s ta blishe d price s  (ba se d, in la rge

pa rt, on a ve ra ge  ra the r tha n ma rgina l cos ts ), APS doe s  not ha ve  the  luxury of

re fus ing unprofitable  bus ine ss  or unila te ra lly ra is ing price s  for cus tomers  who

impos e  h ighe r tha n  a ve ra ge  cos ts , which  a re  e s s e ntia lly its  incre me nta l

customers. Cons e que n tly, the  Compa ny ha s  fos te re d  a  cu ltu re  o f cos t

management tha t s tresses  to every APS employee  the  importance  of conta ining

and, if poss ible , reducing costs  while  a t the  same time mainta ining a  high quality

of se rvice  to APS cus tomers . In tha t rega rd, APS 's  incentive  program rewards

employees whose business units  operate  cost-effectively.
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The  APS budge ting process  re flects  this  culture  of cos t management. Budge ts ,

both  ca pita l a nd ope ra ting , a re  c los e ly s cru tin ize d  a nd monitore d . Once

approved, the  budge t becomes  the  measuring s tick for subsequent ope ra tiona l

pe rforma nce . Giving life  to the  a da ge  tha t one  "ca nnot ma na ge  wha t he  doe s

A.
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not me a s ure ," AP S  a na lyze s  de via tions  from a nd holds  e a ch bus ine s s  unit

accountable  to its  budget on a  monthly basis .

In a  le tte r to the  Commiss ion da ted Janua ry 23, 2006, the  Company outlined a

long se ries  of actions  tha t APS has  taken to successfully manage cos ts  over the

pa s t 10 ye a rs . A copy of tha t le tte r is  a tta che d a s  Atta chme nt DEB-4. As  is

indica ted in tha t le tte r, APS has  been very successful over a  long period of time

in  conta in ing O&M cos ts . Inde e d, but for tha t s ucce s s , it is  doubtful tha t

incre me nta l APS  re ve nue s  from growth would e ve n cove r its  O&M a nd othe r

opera ting costs , le t a lone  provide  any margin for capita l costs .

In a ddition, AP S  continue s  to e nga ge  in its  long-s ta nding a ggre s s ive  de bt

ma na ge me nt pra ctice s , which ha ve  re sulte d in cos t-e ffe ctive  de bt re fina ncing

tha t ha s  s a ve d the  Compa ny millions  of dolla rs  in fina ncing cos ts . In  the

Company re ce nt F ina ncing  Applica tion , Commis s ion  S ta ff s pe c ifica lly

commented on those  practices , noting tha t APS has  used the  financia l flexibility

enjoyed under a  genera l financing authoriza tion "to benefit and lower its  capita l

cos ts ." Decis ion No. 69947 (October 30, 2007).
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APS a ls o continue s  to dilige ntly ma na ge  its  la bor cos ts  a nd ha s  s ignifica ntly

re duce d  its  workforce  pe r cus tome r ove r the  pa s t de ca de . Inde e d, the

Compa ny's  cus tome r to e mploye e  ra tio ha s  improve d from 198 cus tome rs  for

a n ope ra tiona l improve me nt tha t continue s  to s a ve  the  Compa ny millions  of

dolla rs  in s a la ry a nd be ne fits  cos ts . In the area of fue l cos ts , the  recent audits

and s tudies  on such cos ts  conducted a t the  order of the  Commiss ion by Liberty

Consulting Group and R.W. Beck & Associa te s  indica ted tha t APS is  prudently
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acquiring and, managing fuel and purchased power resources for its customers

a manner that produce[s] reasonable and appropriate costs." [Direct

Testimony of John Antonuk at 4, 8/18/()6.]

" i n

Q. HAS THE COMPANY DONE ANYTHING ELSE TO MANAGE ITS
OPERATING COSTS?
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Yes. In a more direct response to the Company's current financial crisis, APS

has this past year closely scrutinized its organizational structure, further

trimming costs and improving efficiencies in its two most manageable cost

areas: O&M and capital. With respect to O&M, personally engaged in

focused meetings with each officer of the Company to ascertain where cost-

reduction or cost-management opportunities might exist. I also retained CRA

International (formerly known as Charles Rivers and Associates)-a national

consulting group specializing in utility operations and cost management

alignment-to advise APS on how it might sharpen lines of accountability,

become more customer-focused, and enhance the speed and efficacy of

decision-making. Based on input from CRA International and my officer team,

APS underwent a reorganization that accomplished the following improvements,

among others:

APS created a Chief Customer Officer (Tammy McLeod) with

responsibility for managing all aspects of customer service operations

statewide, including customer marketing, research, call center, credit and

collections, customer offices, aps.com, remittance processing, billing and

metering.

APS consolidated and tightened the management related to all of the

Company's activities related to constructing and maintaining its

I

A.
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dis tribution sys tem into one  bus iness  unit, under the  management of the

Senior Vice  Pres ident of Energy Delivery (Jan Bennett).

APS  e xpa nde d the  Ene rgy De live ry bus ine s s  unit to include  a ctivitie s

re la ted to the  deve lopment and planning of the  Company's  transmiss ion

s ys te m, in orde r to more  clos e ly a lign tra ns mis s ion a nd dis tribution

pla nning a nd improve  the  spe e d a nd cohe s ive ne s s  of de cis ion-ma king

regarding the  Company's  sys tem infras tructure  planning.

APS  a ls o re ce ntly a nnounce d tha t it will re duce  its  workforce  with the  a im of

e limina ting 100 pos itions  now fille d by curre nt e mploye e s , 100 pos itions  now

fille d by s upple me nta l e mploye e s , a nd 120 curre ntly va ca nt pos itions . The

Company e s tima tes  tha t this  reduction, once  comple te , should lower ope ra ting

cos ts  by s ome  $7 million a nnua lly (which AP S  ha s  re fle cte d in a  pro forma

adjustment sponsored by Mr. LaBenz).
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In a ddition to O&M, the  Compa ny e nga ge d in a  re vie w of its  ca pita l spe nding.

In tha t ve in, I e s tablished inte rna l te ams  to review the  planning and budge ting

proce s s e s  a s s ocia te d with four s pe cific a re a s -Fos s il Ge ne ra tion, De live ry,

Informa tion S ys te ms , a n d  F a c ilit ie s -with  th e  o b je c tive  o f id e n tifyin g

opportunitie s  to reduce  capita l cos ts  without sacrificing APS's  ability to provide

re liable  se rvice  to its  cus tomers . In each a rea , the se  teams  eva lua ted how the

forecas ts  underlying the  capita l budge t were  formula ted, what factors  drove  tha t

forecas t (such a s  recent ma te ria ls  and price  changes , changes  in growth, and

continue d a ging of e xis ting e quipme nt), how proje cts  we re  prioritize d, how

projects  were  jus tified, whe ther a lte rna tives  to a  specific project were  viable  and

wha t ris k wa s  involve d in choos ing a lte rna tive s , a nd the  pote ntia l impa ct of

defe rring projects . As  a  result of this  process , APS reduced its  capita l budge t in
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a  manner tha t he lped it to partia lly mitiga te  the  cos t increases  tha t the  Company

is  experiencing from the  ris ing costs  of its  key materia l and components .

All this  be ing sa id, it is  unrea lis tic to expect tha t cos t management can, in and of

itse lf, offse t the  disproportiona te  rise  in the  cos t of new infras tructure  necessa ry

to s e rve  AP S  cus tome rs . Exhorta tions  to "work ha rde r" a nd "work s ma rte r"

cannot change the  fundamenta l na ture  of increasing marginal costs  of serving an

ever growing base  of customers.

Q. HAS APS DONE ANYTHING ELSE TO RELIEVE THE IMPACT OF
GROWTH?
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A. Anothe r s ignifica nt wa y in which AP S  ha s  re s ponde d to the  cha lle nge s  of

growth is  with its  DS M progra ms  a nd propos e d ra te  offe rings . Through ye a r

e nd 2007, the  DS M progra ms  imple me nte d by AP S  a nd a pprove d by the

Commiss ion ha ve  prove n a  highly cos t-e ffe ctive  use  of the  funds  provide d by

AP S  cus tome rs  for the s e  progra ms . The  cos t o f the  e ne rgy s a vings  is

a pproxima te ly 1.0 ce nt pe r life time  kph s a ve d-s ignifica ntly che a pe r tha n a ny

a lte rna tive  supply s ide  re source . Ca pa city s a vings  a mount to ove r 60 MW, or

roughly the  s ize  of a  mode rn combus tion turbine  ge ne ra tor. But the  curre nt

DSM recove ry mechanism has  short-comings  tha t contribute  to APS 's  a ttrition

le ve l, a s  Mr. De Lizio a nd Mr. P ickle s  dis cus s  in the ir te s timony. So tha t APS

can continue  to make  DSM and demand response  programs an essentia l part of

its  e ffort to ma na ge  growth in the  ye a rs  to come , the  curre nt DS M a djus tor

mechanism should be  improved to e limina te  the  financia l dis incentives  currently

in place . Commiss ions  in othe r jurisdictions  have  implemented s imila r types  of

DSM cos t re cove ry mechanisms  tha t APS seeks  he re  for othe r utilitie s , a s  Mr.

DeLizio and Mr. Pickles  describe .
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Rate  design has a lso been a  part of the  Company's  response  to the  challenges of

growth. AP S  ins titute d time -of-us e  ("TOU") ra te s  in  the  1980s -we ll be fore

many other utilities  in the  United Sta tes . At present, APS has  the  la rges t number

of cus tome rs  on TOU ra te s  (a pproa ching a  ha lf million), both  in  a bs olute

numbers  and as  a  percentage  of tota l cus tomers , in the  country. APS is  a lso one

of the  fe w e le ctric utilitie s  in the  country tha t offe rs  de ma nd ra te  options  to

res identia l cus tomers , and a ll APS genera l se rvice  cus tomers  la rger than 20 kW

a re  de ma nd me te re d. In  to ta l,  th is  me a ns  tha t the  la rge  ma jority o f AP S

cus tomers  can rece ive  TOU and/or demand price  s igna ls  through the ir ra te s  to

manage and reduce  the  peak demand for e lectricity, the reby reducing the  cos ts

to both cus tome rs  a nd the  Compa ny a s s ocia te d with pe a k de ma nd. APS  will

continue  to explore  othe r ra te  options  in the  Commiss ion's  open docke t on the

issue .
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AP S  doe s  not inte nd to s ta nd pa t with re ga rd to ra te  de s ign, a s  Mr. De Lizio

de scribe s . P rope r price  s igna ls  a re  a  critica l compone nt of a n ove ra ll de ma nd

re s pons e  a nd DS M progra m. AP S  ha s  worke d with a  na tiona l ra te  de s ign

consulting firm to deve lop seve ra l new innova tive  pricing options  tha t it wishes

to share  with the  Commiss ion and other s takeholders  in this  proceeding. And as

Advanced Mete ring Infra s tructure  ("AMI") becomes  more  pe rvas ive  throughout

the  AP S  s e rvice  te rritory, the  pote ntia l for ye t a dditiona l a nd  e ve n  more

s ophis tica te d pricing progra ms  will be  furthe r e nha nce d. Although AMI is  a

s ource  of cos t~pre s s ure  for APS  now, it will provide  s ignifica nt cos t-s a vings

opportunities  for APS cus tomers  in the  future .
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VII. ACTIONS THE COMMISSION COULD TAKE TO HELP APS COPE WITH
THE COSTS OF GROWTH

Q. WHAT C AN THE  c o m m is s io n  DO  TO  HE LP  THE  C O MP ANY
ADDRES S  THE CHALLENGES  OF GROWTH AND IMP ROVE AP S 'S
DETERIORATING FINANCIAL CONDITION?

This application proposes several regulatory tools that the Commission has used

in the past and can use now to allow APS to charge electric rates that adequately

compensate the Company for its cost of service at the time those rates become

effective. Among other things, as  detailed in the testimony of Mr. Kearns, the

Commission can allow APS to include capital projects  in rate  base that were

already underway at the end of the Test Year but have since been closed to plant

or will be closed to plant by the estimated effective date of the final order in this

matter, July l, 2009 ("Post-Test Year Plant Additions"). The Commission can

also allow the Company to adjust its  revenue requirement to account for the

earnings a ttrition that APS will continue to suffer from the Test Year through

the year 2010, as Mr. Kearns will also discuss in detail.

By approving such mechanisms , in addition to the  others  described in this

application, and allowing the Company to recover its total revenue requirements

(including legitimately incurred expenses relating to SERP, stock compensation,

and lobbying), the Commission will notably strengthen APS's financial health-

which ultima te ly be ne fits  cus tome rs  by giving APS  the  a bility to provide

reliable electric service at lower long-run costs.
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Finally, but importantly, the Commission should act on APS's application in as

prompt a manner as possible in order to ease the significant financial impact of

regulatory lag. The Company reques ts  tha t the  Commiss ion consider this

application as  promptly as  possible  and that it avoid the consolidation of this

A.
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rate application with other APS matters that are now pending or may be pending

before the Commission in other dockets.

A. Attrition Adjustment

Q. WHAT IS AN
NECES S ARY?

ATTRITION ADJUSTMENT AND WHY IS IT

As previously described, the Company's current regulatory environment (which

combines notable regulatory lag with an historical test year rate-making process)

coupled with APS's increasing capital expenditure obligations have resulted in

significant earnings attrition. By its nature, the existence of earnings and ROE

attrition means that, without relief, the Company will continue to underearn its

allowed rate of return. Moreover, the existence of earnings attrition means that

the Company has exhausted whatever historic economies of scale might have

existed to decrease the per kph fixed costs related to serving APS's growing

service territory. Significantly, as noted previously and in the testimony of Mr.

Kearns, since the end of 2002, APS has suffered a $321 million cumulative

earnings shortfall from its allowed rate of return. The ACC-jurisdictional

portion of that number will grow by another $427 million by 2010, without

relief from this Commission.

Q. HAS THE COMMISSION AUTHORIZED THE USE OF AN ATTRITION
ADJUSTMENT IN THE PAST?
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Yes, the Commission has specifically approved the use of an attrition adjustment

for APS in the past. In both 1977 and 1980, for example, during times of high

levels of capital spending associated with the const ruct ion of Palo  Verde

Nuclear Generating Station ("Palo Verde") coupled with disproportionately

increased capital costs, the Commission recognized that its use of a historical

test year would naturally produce rates that would result in earnings attrition. In

A.

A.
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De cis ion No. 48139 (Augus t 15, 1977), for e xa mple , the  Commis s ion

recognized that "because [the Company's rate of return] is for a historic period,

the  Company will never earn the  ra tes  a llowed. Attrition will se t in." For that

reason, the Commission granted APS an attrition allowance, thus providing APS

the opportunity to earn its allowed rate of return.

Simila rly, in De cis ion No. 51009, the  Commis s ion re cognize d with re s pe ct to

APS tha t:

Attrition does exist. In essence, company earnings are subject to
e ros ion over time . While  the  e ffect of this  phenomena  may be
minimal in some and poss ibly even mos t utility opera tions , the
impact of attrition on a billion dollar plus company can be sizable.
Earnings are based upon a test period which, though it be adjusted
and modified, is  s till to some extent a  model based upon a  pas t
period with historical costs  and revenues. Time does elapse from
the end of that period and those  calcula tions  and the  entry of an
orde r by the  Commiss ion. Over tha t pe riod of time  any ra te  of
return set by the Commission on the test period will erode.

To mitiga te  aga ins t such an impact, the  Commiss ion approved an a ttrition factor

tha t increased the  Company's  ea rnings  in an e ffort to "to compensa te  [APS] for

a  very rea l phenomenon."

It is  thus  clea r tha t the  Commiss ion has  his torica lly unde rs tood and authorized

the  e s sentia l bene fit of an a ttrition adjus tment during othe r times  of s ignificant

financial s tress for APS .

Q- Ho w  DOES  AP S 'S  FINANCIAL CONDITION NOW COMP ARE TO
WHAT IT WAS  WHEN THE COMMIS S ION P REVIOUS LY ALLOWED
APS AN ATTRITION ADJ USTMENT?
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AP S 's  fina ncia l condition is  s ignifica ntly wors e  now tha n it wa s  whe n the

Commission authorized an a ttrition adjustment and other regula tory mechanisms

59

A.

l I llllll



during the  P a lo Ve rde  cons truction da ys , in no s ma ll pa rt due  to the  de te riora tion

in  the  Compa ny's  c re d it ra tings  s ince  the n . The  fo llowing  cha rt de mons tra te s

the  s triking diffe re nce :

16°/oh 16.15 COMPARISON OF PERCENT OF ALLOWED R.O.E. EARNED
FINAL YEARS OF PALO VERDE CONSTRUCTION

vs. CURRENT GROWTH PERIOD 2003 - 2010
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Graph DEB-9

A s  t h i s  i l l u s t r a t i o n  d e m o n s t r a t e s ,  d u r i n g  t h e  f i n a l  y e a r s  o f  P a l o  V e r d e

c o n s t r u c t i o n ,  A P S ' s  r e v e n u e s  w e r e  s u f f i c i e n t  t o  a l l o w  t h e  C o m p a n y  t h e

op p or t un i t y t o  ea rn  i t s  a l l owed  R O E .  F rom 1 9 8 5  t o  1 9 8 7 ,  t he  C omp a ny ea rned

close to  (and in  some years  more than)  i t s  a l lowed ra t es  of return  of 1 6 .1 5 % and

1 4 % .  Today,  no t  on ly i s  APS ' s  a l l owed R OE s igni fi can t l y l es s  t han  i t  was  t hen ,

t he  C omp a ny i s  exp er i enci ng  a  s t r i k i ng  ea rn i ngs  s hor t fa l l  ( 3 5 4 8 1  mi l l i on  from

2 0 0 8  t o  2 0 1 0 ,  comp a red  t o  i t s  a l l owed  R O E  o f  l 0 . 7 5 % ) .  AP S ' s  i na b i l i t y t oda y

to  ea rn  anywhere nea r  i t s  a l l owed R OE has  p l aced  t he C omp any' s  cred i t  met r i cs
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in significant jeopardy - a financial condition that did not exist during the prior

Palo Verde construction period of intense capital pressure.

Q- HOW DOES APS'S PROPOSED ATTRITION
COMPARE TO THE USE OF A FUTURE TEST YEAR?

ADJUSTMENT

A. As  Mr. Ke a rns  de s cribe s , AP S 's  a ttrition pro forma  is  ba s e d on a  de ta ile d

projection of the  Company's  capita l and ope ra ting cos ts  and its  revenues  from

the  Tes t Yea r through 2010-the  firs t yea r tha t ra te s  from this  ca se  will like ly be

in e ffe ct. It is  s imila r to a  future  te s t ye a r in tha t it give s  ra te pa ye rs  cre dit for

sa le s  growth tha t is  expected to occur beyond the  his toric te s t yea r. It ma tches

expected expense  growth with expected sa les  growth for the  same  time  pe riod

to take revenues and expenses to the level a t which they are  expected to be when

ra tes  become effective . APS's  a ttrition ca lcula tion then trans la tes  those  changes

into a  s ingle  income  s ta tement pro forma  tha t is  added to a ll of the  Company's

othe r pro forms  a nd la ye re d onto the  his toric te s t ye a r. Thus , the  a ttrition pro

forma  a djus ts  the  Compa ny's  income  s ta te me nt through 2010 in a n e ffort to

comba t the  ne ga tive  fina ncia l impa ct of re gula tory la g in the  Compa ny's  high

s pe nding, high-growth, infla tiona ry e nvironme nt, much like  a  future  te s t ye a r

would do, while  s till us ing a  traditiona l adjus ted his toric tes t year approach.

Q- HOW DOES THE COMPANY'S ATTRITION PRO FORMA COMPARE
TO THE ATTRITION ADJUSTMENT THAT APS PROPOSED IN THE
LAST RATE CASE?
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A. The attrition pro forma adjustment proposed in this case is based on a detailed

analysis of the Company's projected ACC-jurisdictional financials through 2010

and seeks to add a calculable, cost-based revenue deficiency adjustment to the

Company's overall revenue requirement-one that is tied precisely to and

focused on APS's projected costs for that period and that can complement the
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current historic test year regulatory model. This attrition pro forma is thus more

precise than the attrition adjustment proposed in APS's last rate case, in which

the Company sought to reduce its earnings attrition by increasing its allowed

ROE by a given percentage, without specifically tying the amount of that

adjustment to the Company's projected ACC-jurisdictional costs.

Q- HOW CAN THE COMMISSION OFFSET THE BASE RATE IMPACT
OF THE COMPANY'S PROPOSED ATTRITION ADJUSTMENT?
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Because part of APS's significant attrition has been and continues to be caused

by customer growth, APS has proposed an impact fee that would - in connection

with the Company's newly revised Schedule 3 line extension policy .- require

growth to pay for a reasonable portion of the cost of growth. That fee, as

described in the testimony of Mr. Rumolo, presents the Commission with the

opportunity to reduce the impact of the attrition component of the Company's

total revenue requirement on existing customers. It is important to recognize,

however, that the adoption of APS's proposed impact fee is equitable only if the

Commission grants the Company's attrition pro forma adjustment or makes a

comparable adjustment to recognize APS's higher costs. Unlike the attrition

component of APS's revenue requirement deficiency, APS's non-attr1t1on-

related revenue requirement is, for the most part, caused by an increase in costs

required to serve all customers, both new and existing alike. For this reason, the

non-attrition portion of the Company's revenue requirement deficiency should

stand on its own in base rates.

A.
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B. Post- Test Year Plant In Rate Base

Q- WHAT DOES IT MEAN TO INCLUDE "POST-TEST YEAR PLANT
ADDITIONS IN RATE BASE?"

In  s e e king  to  include  pos t-Te s t Ye a r p la n t in  ra te  ba s e , AP S  propos e s  tha t the

Co mmis s io n  in c lu d e  in  ra te  b a s e  th e  d o lla rs  th a t th e  Co mp a n y h a d  a lre a d y

inve s te d  in  ca pita l proje cts  tha t we re  not in  s e rvice  a t the  e nd of the  Te s t Ye a r,

b u t th a t will h a ve  c lo s e d  to  p la n t b y th e  time  ra te s  g o  in to  e ffe c t.  Wh ile  a n y

give n pla nt is  unde r cons truction, the  Compa ny mus t ge ne ra te  the  funds  to build

tha t pla nt. The s e  funds  a re  e ithe r ge ne ra te d inte rna lly or the y a re  a cquire d in the

fin a n c ia l co mmu n ity (in  th e  d e b t a n d /o r e q u ity ma rke ts ).  Alth o u g h  th e  u tility

ha s  inve s te d curre nt mone y in  tha t p la nt, it ha s  not be e n pe rmitte d  to  p la ce  the

ca pita l s pe nt on tha t cons truction in ra te  ba s e  (a nd thus  include  it in de te rmining

the  Compa ny's  re ve nue  re quire me nts ) until the  cons truction is  comple te  a nd the

p la n t is  a c tua lly p la ce d  in  s e rvice . In  the  in te rim, the  ca p ita l e xpe nd itu re s  a re

re corde d on the  ba la nce  s he e t a nd a ccrue  a n a ccounting re turn in wha t a mounts

to  ca p ita lize d  in te re s t a n d  e q u ity re tu rn  in  th e  fo rm o f "Allo wa n ce  fo r Fu n d s

Us e d  Du rin g  Co n s tru c tio n " ("AFUDC").  AFUDC is  re co rd e d  in  b o o k-ke e p in g

e n trie s  bu t is  no t a  ca s h  re tu rn . Ho we ve r,  AFUDC s to p s  a cc ru in g  wh e n  th e

pla nt is  pla ce d in s e rvice . The  utility doe s  not be gin e a rning a  ca s h ra te  of re turn

on tha t p la nt until its  ne xt ra te  ca s e . In  the  me a ntime , once  tha t p la nt goe s  on-

line , it be gins  to de pre cia te  a nd incur prope rty ta xe s  a nd O&M e xpe ns e s .
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A regulatory mechanism that both improves cash flow and increases earnings is

to allow the Company to include such plant in rate base (thereby allowing APS

to earn a return on that plant, as well as recover book depreciation and property

tax expenses). In this case, as described by Mr. Kearns, APS seeks to include in

A.
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rate base the dollars that the Company had already invested in capital projects

that were underway at the end of the Test Year, all of which are now or will be

closed to plant in service before the rates requested in this application will go

into effect - an adjustment that adds $219.6 million to the Company's rate base.

Be ca us e  of its  dire ct re la tion to  the  Compa ny's  cons truction progra m, this  tool is

p a rticu la rly u s e fu l to  p re ve n t th e  e ro s io n  o f e a rn in g s  a n d  ca s h  flo w th a t will

o th e rwis e  re s u lt fro m th e  h ig h  le ve ls  o f c a p ita l s p e n d in g  re q u ire d  in  AP S 's

growth  e nvironme nt. More ove r, be ca us e  th is  a d jus tme nt p roduce s  a  re tu rn  on

a c tu a l c o s ts  th e  C o m p a n y h a s  a lre a d y in c u rre d ,  th e  c o s ts  a re  kn o wn  a n d

me a s ura b le  a nd  the  a d jus tme nt is  thus  cons is te n t with  the  Commis s ion 's  p rio r

me thodology. to  e n s u re  th a t th e  P o s t-Te s t Ye a r P la n t Ad d itio n s

a djus tme nt is  ba s e d on known a nd me a s ura ble  cos ts , the  Compa ny propos e s  to

p e rio d ic a lly u p d a te  its  p ro  fo rm a  c a lc u la tio n s  th ro u g h o u t th is  p ro c e e d in g ,

including prior to  the  Ope n Me e ting in  th is  ma tte r.

In  fa c t ,

Q- HAS THE COMMISSION AUTHORIZED THE INCLUSION OF POST-
TEST YEAR PLANT IN RATE BASE IN THE PAST?
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Ye s . Like  the  a ttrition a llowa nce , the  Commis s ion ha s  s pe cifica lly a pprove d the

u s e  o f p o s t-Te s t Ye a r p la n t in  ra te  b a s e ,  a s  h a ve  Ariz o n a  c o u rts .

multip le  Commis s ion  de cis ions  in  the  la te  s e ve ntie s  a nd  e a rly e ightie s  a llowe d

AP S to both include  pos t-Te s t Ye a r pla nt in  ra te  ba s e  a nd to re cove r a n a ttrition

a llowa nce  in  a n  a mount ne ce s s a ry to  re cove r the  ma rg in  of unde re a rn ing  tha t

wa s  no t re cove re d  by the  inc lus ion  o f pos t-Te s t Ye a r p la n t a lone . See, e .g.,

De cis ion Nos . 48139 a nd 51009. with  re s pe ct to  the  inclus ion of pos t-Te s t Ye a r

pla nt, the  Commis s ion's  words  the n a re  e qua lly a pplica ble  toda y:

In  fa c t ,
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Arizona  Public Se rvice  Compa ny ha s  a n e xte ns ive  cons truction
progra m which , upon  re vie w, we  cons ide r to  be  s ound  a nd
appropria te , based upon the  information presently ava ilable . The
amount of such cons truction is  placing a  burden on the  Company
tha t will ha ve  de le te rious  e ffe c ts  un le s s  compe ns a te d  fo r.
His torica lly, we  ha ve  s e e n e xce s s ive  a ttrition in the  e a rnings  of
the  Company primarily caused by the  burdens  of the  cons truction
progra m. To pa rtia lly offs e t tha t a ttrition a nd to give  a ppropria te
earnings  to the  Company based on plant tha t will soon be  coming
on line , we  are  going to a llow a  certa in amount of CWIP for APS .

S e e  De cis ion No. 48139. And e ve n more  re ce ntly, the  Commis s ion ha s

a pprove d  s ome  le ve l of pos t-Te s t Ye a r p la n t in  ra te  ba s e  in  e a ch  of the

Company's  las t two ra te  decis ions .

The  Arizona  Supre me  Court ha s  e xpre s s ly confirme d the  Commis s ion's  le ga l

a bility to include  the s e  a mounts  in ra te  ba s e , s ta ting tha t "[t]he  Corpora tion

Commiss ion in its  discre tion can adopt any of the  va rious  approaches  used by

public utility re gula tory bodie s  in cons ide ring pla nt unde r cons truction a s  long

a s  the  me thod complie s  with the  cons titutiona l [fa ir va lue ] ma nda te  a nd is  not

arbitra ry and unreasonable ." Se e  Arizona  Corpora tion Commiss ion v. Arizona

Public Se rvice Co., 113 Ariz. 368, 371 (1976). The  his torica l te s t ye a r mode l

doe s  not ba r the  use  of such re gula tory tools . To the  contra ry: "[I]t is  obvious

tha t the  Commis s ion in its  dis cre tion ca n cons ide r ma tte rs  s ubs e que nt to the

his toric tes t ye a r . . . . " Id .
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Far from questioning the  lega lity of these  innovative  regula tory mechanisms, the

Arizona Supreme Court has  encouraged the ir use , opining tha t it is  in "the  public

interes t to have  s tability in the  ra te  s tructure  ra ther than a  constant series  of ra te

hea rings ." Id. APS could not agree  more .
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C. Employee Incentive Compensation

Q- DOEs APS SEEK RECOVERY OF ITS EMPLOYEE INCENTIVE
COMPENSATION COSTS IN THIS PROCEEDING?

Ye s . As  de s cribe d in  de ta il during  the  la s t ra te  ca s e , AP S  ha s  a n  ince ntive

progra m tha t gra nts  both ca s h a nd s tock ince ntive s  a s  pa rt of ove ra ll e mploye e

compe ns a tion. This  ince ntive  pa cka ge  wa s  de s igne d to a llow AP S  to compe te

with  o th e r c o m p a n ie s  in  th e  m a rke t to  a ttra c t,  m o tiva te  a n d  re ta in  ke y

ma na ge me nt e mploye e s , a nd is  a  vita l pa rt of AP S 's  compe ns a tion progra m.

Long-te rm ince ntive  progra ms  like  AP S 's  a re  offe re d by countle s s  compa nie s -

inc lud ing  mos t o the r u tilitie s -th roughou t the  coun try. S tock ince ntive s , in

pa rticula r, have been the fas tes t g rowing compone nt o f ma na ge me n t

compe ns a tion in  u tilitie s  na tionwide  for more  tha n fifte e n ye a rs . As  the  mos t

re ce nt compe titive  a na lys is  of AP S 's  e xe cutive  compe ns a tion progra m s hows ,

9 3  p e rce n t o f th e  C o mp a n y's  u tility p e e rs  p ro vid e  lo n g -te rm in ce n tive s  to

ma na ge me nt in the  form of s tock-ba s e d a wa rds  (e .g., s tock options , re s tricte d

s tock, and pe rformance  sha res) and/or cash awards .
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The  ca s h compone nt of the  Compa ny's  ince ntive  compe ns a tion progra m wa s

e xpre s s ly a pprove d in the  Compa ny's  la s t ra te  ca s e . But the  s tock compone nt is

jus t a s  importa nt. Not only doe s  the  s tock ince ntive  motiva te  ma na ge me nt

e m p lo ye e s  to  ta ke  a  lo n g -te rm  vie w o f th e  C o m p a n y b y g ra n tin g  th e m  a

proprie ta ry in te re s t in  the  Compa ny's  growth a nd s ucce s s , it doe s  s o  without

re quiring a  curre nt outla y of ca s h-a n importa nt cons ide ra tion for a ny compa ny

e xpe rie ncing ca s h flow s hortfa lls  like  AP S  .
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Q- IN DECISION NO. 69663, THE COMMISSION DISALLOWED THE
COMPANY'S STOCK INCENTIVE COSTS. WHY HAS APS SOUGHT
RECOVERY FOR EMPLOYEE STOCK COMPENSATION AGAIN IN
THIS CASE?

Aga in, with due  re s pe ct to  the  Commis s ion, AP S  is  convince d tha t the

Commission erred in disallowing the  Company's  s tock incentive  costs  in the  las t

ra te  case . In Decis ion No. 69663, the  Commission did not dispute  that cash and

s tock ince ntive s  both pla y a  vita l role  in a ttra cting a nd re ta ining high qua lity

management personnel. As  e xpla ine d a bove , s tock ince ntive s  a re  routine ly

offered by companies , including most other utilities , across  the  country and are

e s s e ntia l to a llowing AP S  to a ttra ct a nd re cruit the  ma rke t's  be s t a nd mos t

knowledgeable management employees. Nevertheless, the Commission

disa llowed the  Company's  s tock incentive  cos ts  based entire ly on specula tion,

s ugge s ting tha t s uch ince ntive s  might motiva te  e mploye e s  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 s e rvice  a t a  re a s ona ble  ra te ." De cis ion No. 69663 a t 36 . The

Commiss ion based this  finding sole ly upon the  tes timony of a  S ta ff consultant

who opined tha t enhanced ea rnings  leve ls  may hypothe tica lly be  achieved by

"short-te rm" management decis ions  tha t could discourage  the  deve lopment of

safe  and re liable  utility service  a t the  lowest long-term cost. Id.
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But the  Colnpa ny's  s tock ince ntive  pla n doe s  not re wa rd a nd would in fa ct

discourage such short-s ighted decis ions, nor was there  any evidence in the  las t

rate case that suggests that any APS manager has acted contrary to the long-term

interes ts  of the  Company and its  cus tomers  in order to reap some hypothe tica l

short-te rm s tock benefit. By its  very nature , the  Company's  s tock incentive  plan

re wa rds  s olid pe rforma nce  ove r the  long-run, not in the  s hort te rm. Stock
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incentives  a lign the  inte res ts  of APS employees  and directors  with the  inte res ts

of APS cus tome rs  a nd sha re holde rs  by tying a  portion of the  e mploye e s ' tota l

compe nsa tion to the  Compa ny's  long-te rm fina ncia l pe rforma nce . In so doing,

s tock incentives  encourage  the  development of safe  and re liable  utility service  a t

the  lowe s t cos t-motiva ting ma na ge me nt to ke e p re lia bility high with minima l

opera ting cos ts , which is  ve ry much in the  inte res ts  of APS cus tomers . As  APS

employees  a re  acute ly aware , any short-te rm decis ion tha t sacrifice s  re liability

may send opera ting cos ts  upward in the  long run, thus  working to the  de triment

of AP S 's  profit ma rgin  a nd , in  turn , P inna cle  We s t's  s tock va lue . Stock

ince n tive  re c ip ie n ts  be ne fit fina nc ia lly by ho ld ing  on to  the ir s tock a nd

contributing to the  long-te rm s ucce s s  of APS , not by a tte mpting to a rtificia lly

infla te  P inna cle  We s t's  s tock price s  to s ome  minima l e xte nt by ma king a  ba d

business  decis ion tha t has  adverse  financia l consequences  to the  Company and

its  customers  down the  road.

Fa r from e nge nde ring a  conflict of inte re s t tha t works  to the  de trime nt of APS

cus tome rs , the  s tock ince ntive  progra m provide s  importa nt be ne fits  to AP S

customers , by, among other things:

e ncoura ging a n e mploye e 's  owne rs hip a nd longe vity in the  Compa ny

the reby minimizing cos ts  a s socia ted with high turnove r a t the  executive

le ve l,
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minimizing the  ne e d for incre a s e d ba s e  pa y or othe r fixe d be ne fits  to

provide compe titive compensation le ve ls , providing focus and

a ccounta bility for the  ma na ge me nt te a m to de ve lop a nd imple me nt

efficient and effective  business  s tra tegies  tha t span multiple  year periods ,

and
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e ncoura ging long-te rm fina ncia l he a lth for the  Compa ny tha t, in turn,

provide s  s ta bility a nd a llows  the  Compa ny to continue  to inve s t in the

bus ine s s 's  ope ra tions  a nd improve  ope ra ting e fficie ncie s , a ll to  the

benefit of APS's  cus tomers .

In the  e nd, the re  is  little  diffe re nce  be twe e n compe ns a ting e mploye e s  with

s ha re s  of s tock a nd pa ying the m in ca s h, a nd the  s tock price  is  known a nd

me a s ura ble . If the  Commis s ion ta ke s  no e xce ption to the  tota l compe ns a tion

leve l pa id to APS employees , the re  is  no reason to disa llow the  s tock incentive

component of those overall compensation expenses.

D. Supplementa l Excess  Benefit Retirement Plan ( "SERP")

Q. YOU MENTIONED PREVIOUSLY THAT THE COMMISSION CAN
ALSO HELP THE COMPANY ADDRESS ITS FINANCIAL
CHALLENGES BY ALLOWING THE RECOVERY OF
LEGITIMATELY INCURRED OPERATING COSTS, INCLUDING
SERP, LOBBYING, AND STOCK INCENTIVE COMPENSATION.
WHAT IS SERP, AND WHY IS IT NECESSARY?
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"SERP" re fe rs  to the  Company's  Supplementa l Excess  Benefit Re tirement Plan.

Like  the  va s t ma jority of compa nie s , including utilitie s , APS  offe rs  a  s ta nda rd

be ne fit pe ns ion pla n to its  s e nior ma na ge me nt e mploye e s  tha t include s  the

ability to pa rticipa te  in SERP-a  supplementa l re tirement plan tha t a llows  these

employees ' re tirement pens ions  to be  based on the ir tota l compensa tion ra the r

tha n the  limite d portion of it de e me d "qua lifie d" for pe ns ion purpos e s  by the

Inte rna l Revenue  Se rvice  ("IRS"). This  includes  both income  above  an amount

des igned by the  IRS and even those  amounts  of income  be low tha t leve l which

the  employee  ha s  e lected to de fe r. SERP is  an integra l pa rt of the  Company's

re tire me nt p la n  fo r s e n ior ma na ge me nt a nd  is  a  ke y compone nt o f AP S

management compensation.

A.
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Q- IN DECISION NO. 69663, THE COMMISSION DISALLOWED THE
COMPANY'S SERP EXPENSES. WHY HAS APS SOUGHT
RECOVERY FOR SERP AGAIN IN THIS CASE?

A. With due respect to the Commission, APS believes that the Commission erred in

disallowing SERP in its last rate case and asks the Commission to reconsider the

issue now. APS believes strongly that it must offer SERP in order to attract

qualified, knowledgeable senior managers. By offering SERP, APS is able to

compete with other businesses to hire the best management available-a critical

need for a business struggling with the challenges that APS faces. APS's senior

managers have a significant impact on the operations and condition of APS and

it is essential that the Company be able to compete for and retain experienced

management employees. In order to do so, APS must provide these employees

with competitive market pay and benefits.

Decision No. 69663 disallowed the Company's SERP expenses, suggesting that

the supplemental retirement package-which, much like a 401K plan, is

intended to allow participating employees to receive benefits during retirement

based on their respective pre-retirement salary-is not "reasonable" because it

exceeds the retirement benefits offered to other employees. This logic fails on

two counts.
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First, it is incorrect to suggest that, by being offered SERP, APS senior

managers unreasonably enjoy a benefit that is not offered to other APS

employees. Far from being "unreasonable," SERP is necessary in order to

protect APS management from being penalized in retirement for earning a base

salary above the "qualified" level that is arbitrarily set by the tax code or by

deferring amounts below that level. Other APS employees are not so penalized,
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and thus do not need the additional retirement plan. APS is  entitled to design

the individual components of its compensation package: base salary, incentive

pay and benefits-including SERP. These are  legitimately incurred costs , and

APS has included them in its cost-of-service.

Second, what is  "reasonable" in a  competitive  employment environment is

dicta ted by the  market. In order to a ttract and re ta in experienced and highly

qualified professionals, APS must compete with companies in other sectors of

the  economy and country. An important facet of that competition centers  on

compensation, including retirement benefits, and SERP forms an integral part of

the total compensation package. The Company could not effectively compete

for executive and management talent without offering SERP unless APS were to

substantially increase base compensation by more than the amount of the SERP.

E. Lobbying Costs

Q, DO E S  THE  C O MP ANY S E E K R E C O VE R Y
EXPENSES IN THIS  APPLICATION?

OF ITS LOBBYING
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Yes. Consistent with the Commission's  directive in Decision No. 69663, APS

seeks  recovery in this  proceeding of fifty percent of the  lobbying expenses

incurred by the Company's Federal Affairs and Public Affairs departments, thus

s ha ring the  cos ts  of the  Compa ny's  lobbying a ctivitie s  e qua lly be twe e n

customers and shareholders. Given the urgency of the Company's need over the

next decade to fund billions of dollars  of new investment in Arizona 's  electric

infrastructure, it is  imperative that lawmakers-many of whom are now focused

on developing energy policies that, in whatever form they ultimately take, will

have significant impacts on the Company and its customers-are apprised of the

is sues  facing Arizona  in genera l and APS in pa rticula r. Informing public
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officia ls  about topics  crucia l to the  Company and its  cus tomers  and helping

shape public policy is thus a crucial focus for the Company, and one that goes a

long wa y towa rds  providing s ignifica nt cos t-s a vings  to both AP S  a nd its

customers. The  Company's  lobbying activities  and the  benefits  tha t those

activities  bring to APS and its  customers are described in the report attached

hereto at DEB-5 .

VIII. CONCLUSION

Q- DO YOU HAVE ANY CONCLUDING REMARKS TO YOUR DIRECT
TESTIMONY?
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Yes. Growth and inflation are neither new nor unique to APS. What has

changed is the fundamental trend of costs associated therewith. Whether

attributable to disproportionately higher commodity and materials costs,

declining customer density, exhaustion of historic economies of scale, the lack

of fortuitous offsets or some combination of all these, the trend of increasing

marginal costs to serve is undeniable. And although continued cost management

is critical, so is regulatory support for policies that will better match incremental

revenues with incremental costs. Some of these policies will require changes to

both the procedure and substance of some recent APS rate-making decisions.

Others will merely reflect the current adoption of proven policies from past

Commission decisions. APS should not be required to tolerate an inherently

confiscatory rate-setting process that produces hundreds of millions of dollars in

earning shortfalls and jeopardizes the financial well-being of the Company.

APS urges the Commission to approve the mechanisms proposed by this

application so that the Company can regain its financial health and allow APS to
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continue  its  long-s ta nding tra dition of re lia bly providing a n e s s e ntia l public

service  to Arizona  consumers .

Q. DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?
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Coal prices  have risen for severa l reasons . High
natura l gas  prices  have shifted some demand from
ga s  to coa l, while  ris ing oil prices  ha ve driven up
the cos ts  of coal mining and shipping. While prices
a lso reflect transporta tion-rela ted shocks , such as
recent tra in dera ilments  in the Powder River Bas in,
they do not directly reflect the price of transporta -
tion, which is  growing with overa ll energy prices .

Als o, record high emis s ions  a llowance cos ts  in
the  s ulfur dioxide  (S 02) pe rm it tra ding m a rke t-
from $200 per ton in 2003 to nearly $1,600 per ton
in la te 2005-have had a  s ignificant impact. Allow-
ance prices  have retrea ted from their 2005 highs ,

but a s  a llowa nce  a lloca -
tions  s hrink in the  future ,
new clea n a ir regula tions
come into effect, and gen-
e ra tors  ins ta ll controls  on
s m a lle r,  m ore  e xpe ns ive
u n its ,  th o s e  p ric e s  m a y
gradually rise aga in.

With  the  e xpe c te d  la g
between s pot price  move-
m e n ts  a n d  u lt im a te  d e -
live re d  p rice s  to  e le c tric
genera tors , prices  s hould
continue to es ca la te  in the
near-term as  new contracts
begin to re flect the  higher
com m odity cos t o f coa l.
(See  Figure  3.) Long-term
foreca s ts  diffe r, re flecting
the  unce rta inty re la ted to
th is  c ritica l in-
put cos t.

O i l ,  s t i l l  a
s ignifica nt util-
ity fue l in  s e v-
era l pa rts  of the
c o u n t ry  (Ne w
Yo rk a n d  Ne w
England, for ex-
ample), is  now at
record price lev-
e ls .  The  price s
of oil-ba s ed fu-
e ls  de live red to
e lectric genera -
tors  ha ve ris en 50 percent
between 2003 and 2005 and
are now at the highest nom-
ina l le ve ls  e ve r re corde d.
More ove r, the  Ene rgy In-
form a tion Adm inis tra tion
(EIA) expects  oil prices  to
remain a t these high levels
for the  fores eea ble  future .
And though it re pre s e nts
only 3 pe rcent of ne t U.S .
g e n e ra tio n ,  in  s o m e  re -
gions  it s e ts  the  m a rgina l

price during peak hours .
His torica lly,  a ve ra ge  pe trole um  price s  ha ve

tracked the movements  of natural gas prices. ERA's
projections  of de live red pe troleum  price s  s how
steady to declining nominal levels  in the near term,
with s tea dily increa s ing prices  a fte r 2010. Thus ,
regions  tha t a re  more expos ed to petroleum-fired
genera tion can expect price movements  s imila r to
that of natural gas  and coal.

Fina lly, a lthough the fuel component for nuclear
ene rgy is  a  re la tive ly s m a ll portion of ope ra ting
costs  compared to fossil fuels , the price of uranium,
which is  purchased la rgely from foreign suppliers ,

4
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F I G u R E 3
FCRECASTS of DELIVERED COAL PRICES
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EIA-Energy Information Administration
*from EIA "Annual Energy 0ulI00k 2006"

jumped as well-by about 40 percent
between 2001 and 2005.

The Power Utilities Buy

hour (MwH) to more than
$116 per MWH in the East-
ern power ma rkets . Dur-
ing 2005, s pot prices  on
ne a rly a ll m a rke ts  ros e
by a lm os t 100 pe rce nt,
m irroring the  incre a s e s
in fuel cos ts . Bila tera l en-
e rgy m a rke ts  a ls o ha ve
expe rienced s im ila r up-
wa rd trends -a nd a  dou-
bling  of price s  in  2005.
(See Figure 5.)

P rice  vola tility is  e x-
p e c t e d  in  c o m m o d ity
markets  and can provide
ma rket pa rticipa nts  us e-
fu l s h o rt-te rm  s ig n a ls .
Ele c tric ity m a rke ts  a re
pa rticula rly vola tile  be -

ca us e, unlike mos t other commodities , e lectricity
ca nnot be  s tored a nd its  dema nd is  highly price
inelas tic (tha t is , demand is  rela tively unrespons ive
to price). This  makes  electricity prices  pa rticula rly
sens itive to sudden changes  in market conditions ,
such as the loss  of a large generating plant or trans-
miss ion line, or la rge shocks  in input cos ts .

All to Meet Demand

Fue l price  increa s es  ha ve  ha d a  s ig-
nifica nt im pa ct on purcha s ed power,
with the cost of spot purchases increas-
ing between 200 and 300 percent in the
country's  orga nized power ma rkets  in
the las t two years . To fulfill load-serving
obliga tions , many electric companies -
especia lly those in s ta tes  tha t have un-
derta ken res tructuring e fforts -re ly on
powe r purcha s e d in whole s a le  m a r-
ke ts , where  prices  prim a rily re s pond

to na tura l ga s  during pea k hours  a nd coa l in the
off-peak hours .

Ave ra ge  price s  ha ve  ris e n gra dua lly upwa rd
since 2002. (See Figure 4.) These averages of daily
prices  have va ried from about $21 per megawatt-

Severa l projections  expect s tea dy growth in U.S .
electricity demand for the foreseeable future. (See
Figure  6.) Even a fter a ccounting for grea ter pen-
etra tion of more efficient end-us e equipment a nd
potentia l cus tomer responses  to higher prices , EIA
projects  a nywhere  from 11 percent to 17 percent
growth in tota l dema nd from 2006 to 2014. As  a
res ult, utilitie s  will need to ma ke  ma jor new ca -
pacity inves tments  during this  period. [See Pa rt II
of this  a rticle  in the next is s ue of Electric Perspec-
tives .] Both ELA and the North American Electric

F I G u R E 4
AVERAGE DAY-AHEAD ENERGY PRICES, 2001-2005
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EPACT requires  s ta tes  to consider means  by which
they ca n m inim ize  dependence  on a ny one  fue l
s ource  a nd to ens ure  tha t e lectricity is  produced
or procured from a  diverse range of fuels  and tech-
nologies , including renewables . (See the s ideba r,
"The RPS Factor.") Coa l and nuclea r plants  enjoy
subs tantia l opera ting cos t advantages  over NGCC,
though they are much more expens ive to build and
fa ce more intens ive permitting requirements  a nd
longer cons truction times .

EIA projects  tha t the  next genera tion of ba s el-
oa d cons truction will begin s lowly, with coa l a nd
nuclea r pla nt comple tions  a cce le ra ting over the
next 10 to 20 years  and more renewable capacity in
the next 10 years. (See Figure 7.) The capacity totals
in the  figure  indica te  expected comple tion da tes
of new plants , so they lag the bulk of cons truction

F I G u R E s
u.s. ELECTRICITY DEMAND, 1985-2014
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Reliability Council (NERC) es timate tha t the na tion
will need more  tha n 50,000 MW of new ca pa city
through 2014.

In light of those projections  (as  well as  high natu-
ral gas prices and provisions in the Energy Policy Act
of 2005-EpAcT-tha t prom ote  re s ource  dive rs ity
a nd the  deve lopment of ca s e loa d technologies ),
s evera l companies  have propos ed or a re building
new ba s e ioa d coa l a nd nuclea r power pla nts  for
the firs t time in more than 15 years . This  new gen-
era tion inves tment va ries  s ubs tantia lly by region.
Right now, there  is  s ufficient genera ting ca pa city
in mos t regions  of the country to meet current and
nea r-term pea k dema nds  re lia bly. Some regions ,
however, (such as the West Coast, Florida, and por-
tions  of the Northeas t) face more immedia te needs
for new genera ting capacity to mainta in genera tion
adequacy. Other re -
lions  ma y not nec-
e s s a rily ne e d ne w
re s ource s  to m e e t
d e m a n d  b u t  re ly
heavily on gas -fired
generation and may
add coal-based and
re n e wa b le  p o we r
s o u rc e s  to  d ive r-
s ify th e  fu e l m ix
a nd reduce  the  ro-
ta l cos t of e lectric-
ity. Indeed, low use
of NGCC ca pa city
a nd  h igh ,  vo la tile
e lectricity prices  in
regions  where  na t-
ura l ga s  influences
wh o le s a le  p ric e s
ha ve  put the  focus
o n  fu e l d ive rs ity
a t both the  fede ra l
a n d  s ta te  le ve ls .

EIA-Energy information Administration
NERC-North American Electric Reliability Council
*EIA "Annual Energy Review"
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F I G u R E 1

PROJECTED CAPACITY ADDITIONS

Gigawatts
<

expenditures  by severa l years .
Indeed, cons truction expen-
ditures  a s socia ted with plants
completed between 2005 and
2009 ha ve a lrea dy been pa r-
tia lly incurred. Moreover, the
s m a lle r a m ount of ca pa city
a s s umed in s e rvice  be tween
2010 a nd 2014 does  not im-
ply a  commensura tely smaller
degree  of ca pita l inves tment
d u r in g  th a t  p e r io d - th is  is
a lso a  time when much of the
capacity anticipa ted to be on-
line  in the  2015-2019 pe riod
will be under cons truction.

120

More Investment fur

Transmission

The U.S. and Canadian trans-
m is s ion  grid  inc lude s  m ore
tha n 200,000 m ile s  of high-
vo lta g e  (2 3 0  kilo vo lts  a n d

2005-09 2010-14

Source: "EIA Annual Energy Outlook2006"

2015-19 2020-24 2025-30

gre a te r) line s  tha t u ltim a te ly s e rve
more than 300 million consumers , who
depend on the  grid for a cces s  to re li-
able  and rea s onably priced electricity.
This  sys tem was built over the pas t 100
years , primarily by vertica lly integra ted
utilities  tha t genera ted and transmitted
electricity loca lly for the benefit of na -
tive load cus tomers .

To  inc re a s e  re lia b ility a nd  a llow
utilities  to share excess  genera tion, the
e le ctric  indus try a ls o built inte rcon-
nections  between neighboring utilities .
In recent yea rs , a s  federa l policy ini-

sons  for which it was  not origina lly des igned.
While NERC believes  tha t the exis ting transmis-

s ion grid is  sufficient to provide reliable s ervice in
the near term, the council acknowledges  that some
portions  of the  grid will not be  a ble  to s upport a ll
market transactions. In addition, NERC believes that
regiona l tra ns mis s ion networks  will opera te  nea r
or a t their limits  more frequently in the foreseeable
future. This  implies  tha t the transmis s ion sys tem,
while  reliable, will experience grea ter conges tion:
At times , it won't be able to accommoda te a ll de-
s ired transactions , and sys tem opera tors  will have
to us e  re la tive ly high-cos t genera tion in pla ce  of
lower-cos t genera tion to s erve cus tomer demand.

tia tives  ha ve  pro-
m o te d  th e  d e ve lo p m e n t o f
regiona l power m a rke ts , the
transmiss ion sys tem has  a lso
become a  critica l facilita tor of
those markets ,

The  U.S . e lectricity de liv-
e ry s ys tem-the  tra ns mis s ion
grid and the downs tream dis -
tribution s ys te m -is  a  $360-
billion as set, but it is  an aging
infra s tructure . (S ee  the  s ide-
ba r,  "Tra ns m is s ion  G rid  o f
the Future.") According to the
Department of Energy, 70 per-
cent of transmis s ion lines  a re
25 yea rs  or older, 70 percent
of power tra ns formers  a re  25
years  or older, and 60 percent
of circuit brea ke rs  a re  m ore
tha n 30 yea rs  old. The s tra in
on the sys tem is  beginning to
s how, pa rticula rly a s  it pe r-
forms  ma rke t-oriented func-

he primary advantages of renewable are stable operating costs (with zero or

low fuel costs) and the environmental benefits al few or no air or water emis-

sions. However, renewable technologies tend to have a higher cost per installed

Kw and lower capacity factors than traditional technologies. Also, their power output is

generally intermittent, due to the variable nature of the resources. Renewable resources

also vary quite substantially in their geographic distribution.

The desire to reduce exposure to high natural gas prices has given a strong extra

impetus to renewable mandates at the state level. Twenty states and the District of

Columbia have established renewable portfolio standards (Rpss)-mandates that retail

electricity suppliers obtain a portion of total load from renewable energy technologies.

The mandated portion of renewables and the compliance deadlines vary a good deal.

Estimates also vary 0n the amount of renewables that electric companies will build

to meet the standards. EtA's "Annual Energy outlook" forecasts about 10 gigawatts (Gw)

of additional renewable capacity 0ver the next 20 years, the Union of Concerned Scien-

tists estimates about 30 GW,

it is t00 early to tell lust how RPS policies will contribute to electricity price in-

creases-many of the ambitious targets lie in the future. But to the extent that c0mpa

mies procure renewables at prices above conventional sources or that they purchase

renewable energy credits, such mandatory obligations represent additional costs that

should be recovered in rates.

1



Increas ing congestion and the aging power delivery
infra s tructure have spurred ca lls  within the indus -
try and many federa l and s ta te agencies  to expand
transmis s ion inves tment.

S uch inves tm ent declined be tween 1975 a nd
1999-for s ha re holde r-owne d com pa nie s , it fe ll
a t a n a vera ge  ra te  of $83 million per yea r. It be-
gan a  s ignificant upward trend from 1999 to 2003,
however, by an average of nearly $286 million per
yea r, tota ling nea rly $18 billion in the  period. In
a  May 2005 survey, Edison Electric Ins titute (EEl)
found tha t companies  planned to spend $29 billion
in tra ns mis s ion infra s tructure  from 2004-2008, a
60-percent increa s e over the  previous  five  yea rs .
(S e e  Figure  8.) Both s ta nd-a lone  tra ns m is s ion
compa nies  a nd vertica lly integra ted utilitie s  a re
pla nning more  inves tment. Only a  s ma ll portion
of this , 6.5 percent, is  for direct genera tor inte r-
conne ctions -tha t m e a ns  tha t m os t inve s tm e nt
will s upport network upgrades , improved trans fer
ca pa bility be tween regions , improved re lia bility,
a nd enha nced loca l, regiona l, a nd inte r-regiona l
markets. NERC projects  almost 12,500 miles of new
transmiss ion by 2014, an increase of 5.9 percent.

Thes e  increa s ed inves tments  a re  prompted in
pa rt by the  fa ct tha t the  next wa ve  of genera tion
additions  a re being built fa rther from load centers ,
often for environmenta l rea s ons  or to be clos e  to
fuel s ources . In addition, many new trans mis s ion
projects  a re  la rger a nd cos tlie r tha n the  a vera ge
project over the pas t 20 years .

Also, in much of the country, transmiss ion plan-
ning ha s  be e n form a lly re giona lize d. Re giona l
transmiss ion organiza tions  a re explicitly including
economic cons idera tions  in tra ns mis s ion pla ns .
Moreover, power markets  are creating greater price
tra ns pa rency, highlighting the  va lue of tra ns mis -
s ion expans ion and promoting inves tment.

s Billions

ANNUAL TRANSMISSION CONSTRUCTION EXPENDITURES, 1915-2009
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he knowledge-based economy of the future will

require a smart-power delivery system that links

information technology (IT) with energy delivery. The

revolution in re that has transformed other industries has yet

to occur lily in the electric power business.

For example, some 01 today's transmission system still

relies on electro-mechanical switches-the same switches

that were eliminated from consumer television sets 20

years ago. According to a recent study by EPRI, "Electricity

Sector Framework for the Future," the digital controls that

will replace these will become the foundation of a new "self-

healing" power delivery system. Moreover, this technology

will address the combined reliability, capacity, and security

vulnerabilities at today's power delivery systems.

The smart-power delivery system includes automated

capabilities to recognize problems, find solutions, and 0p-

timize delivery performance in real time. The basic building

blocks include advanced sensors, data-processing and pat-

tern-rec0gniti0n software, and solid-state power flow con-

trollers. These technologies will enable system operators to

l optimize the overall performance and resilience of the

system »
l instantly respond to disturbances to minimize their

impact, and

l restore the system after a disturbance.

With greater real-time information, system operators can

predict, diagnose, and mitigate issues that might previously

have caused an outage or blackout.

it is unclear how quickly we will transition to a "smart

grid," but the cost of doing so would be significant. EPRI

suggests that research, development, and deployment costs

to transform the transmission system would approach $200

billion over 20 years.
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While much of the na tion's  power infras tructure is
aging, the indus try mus t keep up with the need for
more capacity increased reliability and power qual-
ity, a nd lower environmenta l impa cts . Thus , the
indus try mus t inves t in a  new genera tion of power
pla nts , environmenta l controls , a nd tra ns mis s ion
lines  to reduce the impa ct of high fuel prices  a nd
increased reliance on gas -fired genera tion.

This  new inves tm ent will m a inta in re lia bility,
divers ify our fuel mix, and increase environmenta l
pe rforma nce-but it comes  with a dded cos ts . To
one degree or another, e lectricity price increa s es
a re occurring across  the United S ta tes , among a ll
types  of electricity providers . The extent to which

companies  recover cos t increases  in
ra tes  will in good measure determine
the indus try's  financia l condition and
its  ability to make the next generation
of inves tments  in a  timely ma nner.
with appropria te  ra te  trea tment, the
indus try can continue to provide reli-
able services at reasonable costs . But
if s egm ents  of the  indus try ca nnot
finance new inves tments  in a  timely
or cos t-effective ma nner, then loca l
economies  and consumers  served by
these electric companies , a s  well a s
utility s ha reholders , will bea r much
greater costs . Failure to receive favor-
a ble  ra te  trea tm ent could ha ve  a n
impact on the qua lity of s ervice, the
indus try's  ability to meet growing de-
ma nd for clea n, re lia ble  power, a nd
the indus try's  financia l hea lth.

Wha t fa ctors  underlie  the  recent
increases  in prices  and the potentia l
impa cts  of thes e  cos t increa s es  on
the  indus try's  fina ncia l condition?
Let's  look a t the drivers  and the cos t
cha nges  in the  recent pa s t a nd the
trends  for the next several years .

Fuel Expenses

Fuel and purchased power costs  have
risen subs tantia lly and a re by fa r the
la rge s t ca us e  of re ce nt e le c tric ity
price increases . On an indus try-wide
ba s is , thes e  a ccount for roughly 95

percent of increases  in tota l opera tions  and main-
tenance (O&M) cos ts  experienced by electric utili-
ties  in the last Hve years .

Between 2002 and 2005, average annua l O&M
expens es  for s ha reholder-owned e lectric utilities
increa s ed a pproxima tely 22 percent. (See Figure
1.) By 2005, fuel a nd purcha s ed power expens es
a mounted to 71 percent of tota l O&M expens es ,
compared to 66 percent in 2004.

For power com pa nie s  in s ta te s  without re ta il
re s truc turing ,  fue l is  a  core  com pone nt of e x-
pe ns e s ,  ofte n pa s s e d through to  cus tom e rs  in
fuel a djus tment cla us es . In s ta tes  tha t ha ve pur-
sued res tructuring, utilities  face higher purchased
power expenses . Indeed, the increases  in the cos t
of fue ls -for fos s il-fue l a nd nuclea r pla nts , which
compris e 90 percent of U.S . na tiona l net genera -
tion-ha ve  been unprecedented.

The spot price for na tura l gas  (tha t is , the price
for immedia te, one-time purchases ) has  increased
100 percent s ince 2003 and more than 300 percent
s ince 1999. Real natural gas  prices  are now at their
highes t level in modern his tory. While it a ccounts
for nearly 20 percent of a ll genera tion, na tura l gas
ha s  a  s trong influence on e lectricity prices  in the
wholesa le market because it represents  the incre-
menta l genera tion in mos t high-demand hours . As
s pot ma rkets  increa s ingly a ffect the price of pur-
chased wholesale power and reta il real-time prices ,
the margina l cos t of a  genera ting company's  mos t
expens ive  unit s e ts  the  hourly prices  tha t a ffect
cus tomer prices  as  well as  longer-term purchases .

The price of na tura l gas  has  a lways  been some-
wha t higher and more vola tile  than coa l, but over
the las t few years  na tura l gas  price levels  and vol-
a tility ha ve  increa s ed dra ma tica lly. This  ha s  oc-
curred during an era  when gas -fired capacity has
dom ina ted the  new ca pa city m a rke t, lea ding to
new plants  running les s  than expected or in some
ca s es  not running a t a ll. Moreover, unlike  coa l,
natural gas has several end uses other than genera-
tion: In 2004, the electric power sector accounted
for only 26 percent of na tura l gas  delivered to end
us e  cus tomers . The  combina tion of price  s pikes
re la ted to wea ther, continued economic growth,
and the expans ion of NGCC capacity a ll contribute
to pressures  on the supply of natural gas .

Much uncerta inty e ids ts  a bout the  direction of
delivered na tura l ga s  prices . (See Figure  2.) The
s ignifica nt vola tility in prices  for na tura l ga s -a nd
diffe rent views  rega rding longer-te rm  s tructura l
m a rke t is s ues  a nd the  price  of lique fied na tura l
ga s -ha ve  contributed to this  wide  va rie ty of pro-
jections .

Coal accounts  for half of a ll net generation in the
country; and electric utilities  use 92 percent of a ll
coa l consumed. The vas t majority of coa l volumes
a re  under long-term multi-yea r contra cts . P rices
for delivered coa l under thes e contra cts  declined
in nomina l te rms  for 15 yea rs , s ta rting in 1985.
Between 2003 and 2005, however, delivered coa l
prices  to e lectric genera tors  increa s ed by more
than 20 percent.

Spot prices  have risen in every major geographic
region of coa l production. For exa mple, prices  a t
the Powder River Bas in moved from $6 per short
ton in Ma rch 2003 to a bout $15 per s hort ton in
March 2006. As long-term contracts  begin to expire,
the effect of increasing spot coal prices  will become
more pronounced in delivered coa l prices .

Peter Fox-Pennen Marc Chukka, andloannes Pfeifen-
berger are principals, Greg Basheda is senior consultant,
and Adam Schumacher is an associate at The Brattle
Group in Washington, DC.
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ample, between J anua ry 2005 and J anua ry 2006,
U.S . e lectricity prices  increa s ed by a n a vera ge of
11.6 pe rcent, which predom ina ntly re flected in-
creased fuel and purchased power expenses . These
increa s es  were  a ctua lly s ma ller tha n the  utilities '
increase in fuel cos ts : The prices  of foss il fuel con-
s umed by utilities  in 2005 were 30 percent higher
than those pa id in 2004. Still, res identia l ra tes  rose
by 12.5 percent, commercia l by 10.5 percent, and
indus tria l by 12.6 percent.

But put this  in pers pective. Even with thes e in-
crea s es , e lectricity's  price ha s  ris en les s  over the
pas t few yea rs  than nea rly every other product or
s ervice  America ns  buy-a nd a mong energy prod-
ucts , much les s . Moreover, in ma ny pa rts  of the
country, electric ra tes  have not gone up for severa l
years .

As  we look a t trends  in a vera ge  ra tes  of re ta il
electricity by cus tomer class , what is  s triking is  the
rela tive s tability in nomina l ra tes  until the firs t ha lf
of this  decade. (See Figure 9.) In rea l (that is , infla-
tion-adjus ted) terms , ra tes  have been declining for
the previous  two decades . (See Figure 10.) From
1985 to 2000, a vera ge  e lectricity prices  ros e  1.1
pe rcent/yea r, les s  tha n ha lf the  a vera ge  infla tion
ra te of 2.4 percent. American homes  use 6 percent
more power today than they did in 1978. Yet even
with tha t grea ter use, the portion of the household
budget we devote  to our power bill ha s  declined.
(See the s idebar, "Household Power Use.")

At the  s a me time , prices  for mos t other prod-
ucts  ha ve increa s ed s ubs ta ntia lly in keeping with
the  ra te  of infla tion. At a ny point in time prior to
the  beginning of this  deca de , the  pa ce  of growth
in e lectricity prices  ha s  been s lower tha n tha t of
other energy products  and core components  of the
consumer price index (cpl). For example, between

1995 a nd 2005, prices  for e lectricity increa s ed by
17 percent, while  infla tion for a ll items  increa s ed
28 percent.

The 2000-2005 picture, however, shows electric-
ity prices  growing at a  s lightly greater pace than that
of a ll items in the CPI. But even in this  period, other
products  a re growing much more rapidly. (See Fig-
ure 11.) Medica l care and na tura l gas , for example,
ha ve both ris en much fa s ter tha n either e lectricity
or gasoline and cons is tently fa s ter than the ra te of
infla tion. Like gasoline, electricity has  a t times  risen
faster or s lower than the CPI,

Although cha nge s  in  e le c tric ity price s  in  the
United Sta tes  have a lways  reflected changes  in un-
derlying cos t drivers  to s ome extent, the  mecha -
nisms  by which opera ting cos ts  and inves tments  in
infras tructure enter into ra tes  have be-
come more complex and va ried in the
pas t decade. This  is  a  result of regional
a nd s ta te  diffe rences  in ra te  regula -
tion, wholes a le  ma rke t orga niza tion,
ge ne ra tion  m ix,  a nd  the  ind ividua l
cha ra cteris tics  of e lectric compa nies
thems elves  s uch a s  the ir re lia nce  on
owned genera tion or purchased power
to  s e rve  loa d .  The  de gre e  to  which
ris ing fuel cos ts  tra ns la te  into whole-
s a le  power cos t increa s es  a ls o va ries
s ubs ta ntia lly in regions  with different
m a rke t orga niza tion a nd gene ra tion
mix. In short, there is  no one price ad-
jus tment mechanism tha t applies  universa lly to a ll
regions , utilities , or their cus tomers .

This  s itua tion ha s  crea ted wides prea d confu-
s ion for both regula tors  and consumers  as  both the
level and timing of ra te increases  vary subs tantia lly
from region to region. In some areas  of the country,

F I G u R E 9
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F I G u R E 1 o
u.s. REAL ELECTRIC PRICES BY CUSTOMER CLASS, 1960-2005
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impa ct on the  a bility of utilities  to purs ue needed
inves tment priorities .

cus tomers  a re  s till protected by ra te  ca ps  ins ti-
tuted during the 1990s  and have s een little  of the
increased fuel or purchased power cos ts  reflected
in their bills . In other areas , ra te caps  recently have
expired, and sharply increased fuel and purchased
power cos ts  have led to subs tantia l ra te increases .
In s ta te s  where  regula ted re ta il utilitie s  ope ra te
with fuel adjus tment claus es  (which trans la te  ris -
ing fuel and purchased power costs  into rates), cus-
tomers  have experienced increased ra tes  and a re
bra cing for more a djus tments . Des pite  the  va ria -
tion in experience, it is  clea r tha t the fundamenta l
cos t driver of increa s ed fuel prices  ultima tely will
increase rates  across  the country and that the char-
a cter of the ra te  increa s es  will ha ve a  s ubs ta ntia l

The High Costs of Inaction
Without going into  the  pa rticula r m e cha nis m s
by which ra tes  can and will ris e , it is  important to
unders tand the role of ra tes  in the overa ll Financia l
picture of reta il electricity providers . Among other
objectives , reta il ra tes  mus t cover opera ting cos ts
a nd ma inta in the  fina ncia l integrity of utilities  in
order for them to pursue needed inves tments , the
be ne fits  of which ultim a te ly flow to  cus tom e rs
and society a t la rge. Properly des igned and imple-
mented, ra tes  can a lso help utilities  and cus tomers
improve resource a lloca tion.

F I G u o E
ELECTRICITY AND OTHER CONSUMER PRICE TRENDS, 1970-2005
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FIGU RE 1

(kilowatts per hour per household)

1978 Space heating

0.17

All

appliances

0.63

Average total use: 1.07

Water

heating 0.13

Aircon-
dtonng 0.14 |

2003 Space heating
0.12

All

appliances

0.87

Aircon-
ditioning 019

Water

heating 0.11

Average total use: 1.30

2030 Space heating

0.11

AH

appliances

1.06

Aircon-
ditioning 0.19

n 1978. more than 15 percent of a typical household's electric-

i ty consumption was devoted to space heating. (See Figure 1.)

Another 12 percent went to water heating. By 2003, average

household electrici ty consumption increased 21 .5 percent, from

1.07 ki lowatts per hour to 1.30 Kw/hour. The percentage of elec-

trici ty devoted to space heating and water heating decl ined, while

the portion at electric i ty devoted to appl iances and air conditioning

increased. These changes are the result of several factors, with

the most notable being the growth at personal digi tal  appl iances,

such as computers, along with increased market penetration of air

conditioners and many other electric appl iances.

By 2030, average household consumption is expected to in-

crease by another 11.5 percent, to 1.45 Kw/hour. Appliance-related

consumption wil l  drive this increase entirely, largely reflecting the

increased penetration of computers and other digi tal  techn0l0-

gies. The amount of electrici ty needed to heat water and l iving

space, along with the need for refrigeration and clothes washing,

is expected to decl ine sl ightly as these technologies become more

efficient over time.

Greater demand tor electric power, however, does not translate

directly into higher household expenditures. The average American

household's total spending on electrici ty has fal len and is expected

to continue to fal l . Average annual expenditures on electrici ty fel l

from 2.9 percent of total  expenditures in 1984, to 2.7 percent in

1994, and to 2.5 percent in 2004.

This rate of spending has been lower than the other mair

categories of consumer expenditures. Spending on housing, health

care, and insurance premiums has more than doubled over the

1984-2004 t ime period, nom inal  (non-inf lat ion-adjusted) spend-

ing on electrici ty increased by 69 percent. Since the price of al l

goods rose more than 82 percent during this period, intlati0n-ad-

lusted household spending on electric power dec l ined

Water

heating 0.09

Average total use: 1.45

An importa nt a s pect of a dequa te  ra tes  is  tha t
they can lower the cos t of capita l for utilities . This
mea ns  tha t the  compa ny ca n ma ke  inves tments
for re lia bility, power qua lity, gene ra tion ca pa c-
ity, or environmenta l performa nce  a t rea s ona ble
cos ts -and thus  help mitiga te future ra te increases .
In contras t, ra tes  tha t compromise current opera t-
ing cos t recovery without a dequa te  pros pects  of
adjus tments  will ra ise the cos t of capita l and inhibit
inves tment tha t can yield long-term benefits .

The  tens ion be tween nea r-te rm ra te  increa s es
and the ability of utilities  to inves t in infras tructure
to he lp a llevia te  thos e  cos t increa s es  in the  long
term is  inherent in regula tion. However, it is  worth-
while to point out tha t subs tantia l benefits  will oc-
cur if utilities  ca n ma ke the requis ite  inves tments
in infra s tructure  improvements :
I Long-run reductions  in opera ting cos ts tha t would
accompany inves tments  in economic caseload ca-
pacity, expanded transmiss ion capability, and new
dis tribution-level inves tments .
I Enha nce me nts  of re lia bility a nd powe r qua lity
tha t would reduce the cos ts  of power interruptions
a nd promote  productivity ba s ed on the  continu-

in pene tra tion of digita l equipment tha t requires
highly reliable service.

Improvements  in competitive  power markets  tha t
would occur a s  tra ns mis s ion inves tments  ena ble
m ore  fluid a nd liquid whole s a le  power m a rke ts
over broader geographic areas .

Cleaner genera tion from advanced coa l, nuclear,
and renewable power sources , which a lso will re-
duce the cos ts  of meeting potentia l future  green-
house gas  mandates .

Increased cus tomer choice  and control over en-
ergy use a ris ing from inves tments  tha t enable in-
nova tive ra te des igns , dis tributed genera tion, and
technologies  to enha nce the  connection between
reta il cus tomers  and wholesa le power markets .

A ba ckla s h a ga ins t ris ing ra te s  could im peril
s uch benefits  and lead to inadequa te ra te  adjus t-
ments  a nd a n eroded a bility of utilities  to purs ue
improvements . While  the  nea r-te rm choices  a re
often s ta rk and unpleasant, the benefits  from pru-
dent utility inves tment have not diminished in this
era  of high fue l cos ts  a nd ris ing cos ts  of ca pita l.
On the contra ry, the cos ts  of ina ction a nd ca pita l
inves tment a trophy a re la rge and growing. 0
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Drivers for Distribution Investment (See the sidebar, "Distribution for Digitalization.")
The current electricity infrastructure was designed
to serve analog, or continuously varying, electric
loads-it cannot consistently provide the level of
quality power required by the nation's digital man-
ufacturing assembly lines, information systems,
and high-tech home appliances. In these digital
end uses, an outage of less than a fraction of a
single cycle can disrupt performance. In the end,
an enhanced distribution system delivering higher
quality power will stimulate more widespread use
of productivity-enhancing digital technology

Conventional meters, which record cumulative
energy usage and are usually read once a month
by a utility employee, serve most customers. Ad-
vanced "smart" interval meters can track power
usage by time of day, diagnose problems, and react
to price signals. Digital meters can monitor power
usage and (increasingly) perform other functions
such as monitoring power quality, detecting theft,
and facilitating prepaid electricity purchases. By
collecting energy data on a real-time basis, smart
meters will help power companies better under-
stand consumption patterns and help customers
cut energy usage. The meter will become a con-
sumer gateway that allows price signals, commu-
nications, neliA/ork intelligence, and perhaps even
power generated by the customer to flow back and
forth through the energy/information portal.

Installing new meters will be an expensive un-
dertaking, however. Some experts estimate that
about 10 million of the 130 million residential me-
ters installed throughout the United States have
advanced technologies. An advanced meter costs
between $100 and $150, so purchasing meters for

The transmission system feeds substations that
reduce voltage and spread power to smaller dis-
tribution lines. Generally speaking, the distribu-
tion system begins where voltage is reduced to
37 kilovolts, but the important distinction is that
distribution involves delivering the power to the
retail customer, while transmission involved mov-
ing bulk power to distribution systems.. The distri-

bution system also includes metering,
billing, and other related infrastruc-
ture and software associated with retail
sales and customer-care functions.

First and foremost, the growth in
customer demand requires continual
investment in distr ibut ion facilit ies.
Industry spending on distribution has
followed a generally steady upward
trend for the past 20 years. Between
2000 and 2004, spending went from
about $10.5 billion to $12.5 billion, a
19-percent increase.

This steady climb in distribution in-
vestment shows no sign of diminish-

ing. If recent investment trends persist, outlays for
distribution will average $13 billion per year over
the next 10 years. This is almost triple the projected
amount of annual investment in new transmission
capacity and is likely to exceed capital spending
on generation capacity over the next decade as
well. This level of distribution investment would
lead to a cumulative 3.5-percent increase in retail
rates over the next 10 years. Aging infrastructure,
population growth, power quality, and customer
service, all continue to motivate utilities to improve
their systems.

O t he r  f a c t o r s - s t o r m  d a m -
age, aesthet ics, and local land
use rules-will also spur spend-
ing. For example, hurricane and
storm damage in the southeastern
United States during 2005 required
sizeable distribution outlays. Also,
in several cases, governments are
direct ing electr ic companies to
place new or existing distribution
lines underground, part icular ly
in urban areas. Undergrounding
existing lines costs approximately
$ 1  m i l l io n p e r  m i le - a  i ive -  t o
tenfold increase over the cost of
a new overhead power line. More-
over, a new underground system to
replace an easting overhead one

would require an investment of
more than 10 times what a typical
shareholder-owned electric utility
currently has invested in distribu-
tion plant.

Distribution investment is also
necessary for increased reliability.

t is not.an. exaggeration to. say that we are experiencing a "digitalization

of society"+tOday.th6re are more than 12 billion microprocessors in the

_ United StateS alone,. For every microprocessor inside a computer, 300perate

in standalone appliCations. indeed; digital-quality power now represents about

10 percent of total eléctricload in the country. Et projects that digital-quality
power load will reaCli30 peroéijt in 2020 under business-as-usual conditions..

Three technologies will enablecompanies to provide digital-quality power

and other enhahcell.rl.iStribution.. value. . :

4 Dlstrlbullon autiimatlon.uses..advanoed sensors and control software rq

improve the ability ro detect and correct disturbances ..more quickly,.thus reduce»
in customer outages and power quality problems. . ..: .

.| Custom power syite.msare.electronic controllers fat can provide real-time

rietWork.eo'ntrOI, protect sensitive customer equipmentlrom nelvldrk distur-

banoes, and Protect distribution feeders fr0ljn power dlSturbanoés generated by
the customer. Ihesesystems improVe powergualitytorcustomers with special. . .

.needs-f0r eralNnlet an. industrial park with high?-tech companies; . ..

g GeneratlooaNd StOrage technologies.for distributed applicatiOns will

move the power supply closer to the point oj.use. providing improved quality,

reliability, and 11ekibiliry. Systems will need tO .be updated to integrate an array

of locally install lea, distributed Power generation (such as fuel wells and renew-
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120 m illio n  re s id e n tia l c us to m e rs  wo u ld  b e a n in -
ve s tme n t o f a pp roxima te ly $ 1 2  b illion  to  $ 1 8  b il-
lio n .

Environmental Investments
The elec tr ic  power indus try has  long f aced envi-

ronmental  regulat ion;  and environmental  protec -

tion has long been a driver of  industry investment.

W hi le these inves tments  pay d ividends  in terms

2 0 2 0 , e le c tric  ge n e ra tion  will be  more  th a n  dou ble
1 9 8 0  le ve ls ,  a n d  th os e  e mis s ion s  will fa ll to  on e -
qua rte r of the ir 1980  le ve ls .

Th re e  n e w ru le s  in  pa rtic u la r h a ve  s u bs ta n tia l
re quire me nts . The  C le a n  Air In te rs ta te  Rule  of 2005
ta rge ts  s 02  a nd NOx in  the  Ea s te rn  Unite d S ta te s  to
re duce  line  pa rticu la te s  a nd ozone . In  the  We s t, the
C le a n  Air Vis ib ility R u le  re qu ire s  a dd ition a l c on -
trols  to re duce  ha ze  tha t a ffe c ts  na tiona l pa rks . The

TA B L E 1
POLLUTION ABATEMENT AND CONTROL EXPENDITURES, 1999
($ millions)

Industry segment Air Water

Capital expennlltures

Solid waste Multimedia Total

Electric power generation

All industries

Electric power generation share

1,071

3,464

30.9%

55

1,802

3.1%

17

362

4.7%

2

182

0.9%

1,145

5,810

19.7%

Operating cons

Electric power generation

All industries

Electric power generation share

910

5,069

18.0%

100

4,587

2.2%

127

2,013

6.3%

27

196

13.7%

1.164

11,864

9.8%

Total capital expenditures and
operating casts For other activities*

Aggregate total capital
expenditures and operating costs

Electric power generation

All industries

Electric power generation share

1.215

12,205

100%

Electric power generation

All industries

Electric power generation share

3,524
29,878

11.8%

*Disposal and recycling, p0llu1i0n prevention, payments10 government, and 01her

Source; ups. Census Bureau

of  c leaner air, water, and land, they require capital

inves tment and increased operat ing cos ts ,  which
ultimately must be recovered in higher rates.

Accord ing to the mos t  recent  nat ional  survey
of  envi ronmental  expendi tures ,  elec t r ic  genera-

tors  spent a total of  about $3.5 bi l l ion in 1999 for

en v i r on m en t a l  c om p l i an c e- a l m os t  1 2  p er c en t
of  total  indus t ry envi ronmental  s pend ing in  the

United States. (See Table 1.) These 1999 f igures do

not ref lect several new compliance burdens, which
pr imar i ly involve addi t ional  inves tments  at  exis t -

ing facilit ies. According to an EEl survey of  recent
10K repor ts ,  elec tr ic  ut i l i t ies  spent  at  leas t  $3.2

bi l l ion in 2005 on environmental ly related capital
inves tments  alone. Out lays  for  environmental re-

quirements  may be the industry's  fas test-growing
investment category over the next few years.

Largely as  a result  of  inves tments  in air -emis -

sions-reduction technology and of  polic ies that tar-

get exis t ing generating plants and other industr ial
sources, the air  has become s ignif icant ly c leaner

since 1980. Emissions of  S02 and nitrogen oxides

(pox) f rom electr ic ity generation have dec lined by
near ly one-hal f  s ince then,  whi le elec tr ic i ty gen-

eration has increased by more than 70 percent. By

Clean Air Mercury Rule will address mercury emis-

sions for the f irst t ime. In 2004, about one-third of

coal units  subjec t to the three new rules  had ad-

vanced environmental  controls ;  compl iance wi th
the rules would raise that proport ion to two-thirds

by 2020. The rules would increase the proportion of
total  capac ity with advanced controls  f rom about

50 percent to almost 80 percent by 2020.
The Environmental Protection Agency (EPA) es-

timates that the three regulations will cost electric
companies about $3 bill ion per year in 2010, ris ing

to more than $6 bil l ion per year in 2020. The esti-

mate for the overall net present value of  all outlays
between 2007 and 2025 is  about $50 bi l l ion, with

roughly one-half  of  that f rom capital  inves tments

in emiss ion cont rols .  T he cos ts  would be larger
under alternative proposals. Moreover, many states

are adopting rules that go beyond federal require-

ments .
Mandatory reduc t ions  of  carbon d ioidde (CON)

have been under cons iderat ion for  some t ime, at

both the state and federal levels. The impacts of  a

mandatory policy would fall heavily on the electr ic
generating sector. In addition, uncertainty over the

pace of CON controls creates costly risks.

10



' f
e 11

=
al,9: '£s .

\

I

xI W

, 1
p

* f
».)*

*Lr

.r

Attachment DEB-1
Page 11 of 15

recovery of environmenta l complia nce  expendi-
tures ; others  incorpora te these cos ts  into genera l
rate cases, which can delay recovery For s tates  with
deregula ted re ta il ma rkets , ca pita l cos t recovery
is  not a s s ured. Genera tors  depend prima rily on
ma rket-clea ring prices  a bove their va ria ble  cos ts
for contributions  to fixed cos ts . Here  complia nce
cos ts  m a y s im ply go unrecove red a nd re s ult in
added financia l s tres s  for energy companies  dur-
ing a  period when then a re making inves tments  to
ensure adequa te capacity

Looking for Headroom

CL
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With rea s onable ra te  relief, the electric power in-
dus try a s  a  whole should have the ability to make
the necessa ry, cos t-effective inves tments  in infra -
s tructure  a nd environmenta l protection. Without
ra te  re lief, however, the  indus try ha s  proportion-
a tely les s  "headroom" to make inves tments . Cer-
ta in portions  of the  indus try a re  a lre a dy be low
inves tment-gra de  a nd there fore  ca nnot wea ther
grea ter financia l impa irment.

The fraction of utilities  ra ted BBB+ or above by
Standard and Poor's  (75 percent prior to the 1990s),
is  now only a bout 45 percent. As  of 2005 nea rly
20 percent of a ll utilities  a re  ra ted BBB- or below
inves tment gra de ; ra tings  of independent power
producers  a re much worse.

Between 1999 and 2005, interes t ra tes , a llowed
utility return on equity (ROE), and ea rned ROE a ll
trended downwa rd, s o tha t the  declining ea rned
ROEs remained reasonably close to a llowed ROB.
However, the  pros pects  for ea rnings , a bs ent a d-
equate ra te increases , are getting worse. Costs  are
ris ing much fa s ter than revenues , utility ris ks  a re
up, and interes t ra tes  are no longer on a  downward
trend.

In 2005, the opera ting cash flows  of utilities  had
declined s ignifica ntly which mus t be  expected to
be a  leading indica tor for further declines  in utility
ea rnings . In a ddition, opera ting ca s h flows  were
ins uffic ie nt-by $10 billion-to  cove r the  utilitie s
ca pita l expenditures  a nd higher opera ting cos ts .
This  gap is  likely to widen s ignificantly during the
next s evera l yea rs , which will force utilities  to rely
increa s ingly more  to re ly on exte rna l s ources  of
funds . To ensure reasonable ra tes  in the long term
it will cons e que ntly be  im porta nt to m a inta in a
regula tory environment tha t s upports  fina ncia lly
hea lthy utilities  with cos t effective acces s  to capi-
ta i m a rke ts . This  will be  m ore  cha llenging tha n
in recent yea rs  because utility cos ts  and ra tes  a re
increa s ing.

Putting It All in Perspective

Commercia lly ava ilable and economica lly feas i-
ble retrofit or new-plant CON reduction technologies
do not exis t for coa l-based genera tion. S till, many
companies  a re making inves tments  influenced by
the  pros pect of c02 controls . Utilities  ha ve  been
leaders  in voluntary projects  to reduce greenhouse
gas emissions or sequester CON emissions. In some
s ta tes , too, integra ted res ource planning require-
ments  s tipula te  tha t utilities  cons ider CON policy
risks ; to the extent tha t resultant inves tment plans
reflect CON controls , near-term costs  may increase.

Generating technologies  that produce fewer CON
emiss ions  come a t s ignificant expense. Integra ted
gasification combined cycle (IGCC) is  a  "clean coal"
technology tha t presents  a  more economic oppor-
tunity to ca pture  emis s ions . Nuclea r power gen-

era tion currently is  the mos t s ignificant
non-co2 e m itting  ca s e loa d ge ne ra -
tion technology. And renewa ble  e lec-
tricity (except for bioma s s ) is  la rge ly
co2-emission free, too. Mandatory CON
limits  would boos t the economic pros -
pe c ts  o f re ne wa b le  e ne rgy-bu t the
cos ts  of new pla nts  genera lly rema in
higher tha n conventiona l genera tion,
a nd renewa ble  gene ra tion is  us ua lly
not cons idered caseload.

E le c t r ic  c o m p a n ie s  a ls o  fa c e
s ignificant new inves tments  to comply
with recent rules  requiring modifica tion
of wa ter intake s tructures  to minimize

adverse impacts  on aqua tic organisms . According
to EPA, the Clean Water Act's  Section 316(b) Phase
II program will add $400 million per yea r in cos ts
for electric generators , a  substantia l increase in the
current level of expenditure  on wa ter qua lity This
figure could be higher depending on the flexibility
companies  have as  they implement the rule.

Other environmenta l cos ts  a ris e  in wa s te  dis -
pos a l (e .g., coa l a nd s crubber wa s te ), recycling
(e.g., coa l a sh used in cement), haza rdous  was te
handling, and land and wildlife  management. To-
gether, these expenditures  a re subs tantia l and ris -
ing.

with the  pa rtia l e xce ption of c lim a te  cha nge
controls , the  cos ts  for a ll thes e requirements  a re
showing up in utility capita l plans . The EEl survey
re ve a le d a  tota l of up to  840 billion in  pla nne d
ca pita l inves tments  a nd other environmenta l ex-
penditures  over the  next 10-12 yea rs . Es tima tes
of the cos ts  of potentia l CON controls  on electricity
suppliers  a re uncerta in, but the cos ts  imposed on
e lectricity genera tion under mos t policies  would
dwa rf the  a mounts  s pent on other a ir emis s ions ,
wa te r, a nd la nd. The  impa ct on e lectricity ra tes
would be  roughly proportiona l to the  cos ts  im -
posed on the indus try.

The fina ncia l impa ct of thes e  outla ys  depends
on the cos t-recovery mechanis ms , which va ry by
s ta te and by company Some s ta tes  with traditional
regulatory s tructures  have mechanisms for full cos t

In order for e lectric utilities  to rema in fina ncia lly
via ble  in the  current e ra  of increa s ed ope ra ting
cos ts  a nd continued need to inves t in infra s truc-
ture, ra tes  must increase. Indeed, electricity prices
in ma ny regions  a lrea dy ha ve  ris en, a nd further
increases  will be necessary in many cases . For ex-
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To read the

Bra ttle  Group's

full re port,

"Why Are  Electricity

Prices Increasing?

An Indus try-Wide
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APS Construction Expenditures Projection (as of 03/05/08)
$Millions
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Line Production

2008 2009 2010

3- yr

Total
Nuclear (APS Share)

Nuclear Fuel

Reactor Ves s el Head, Units  l, 2, 3

93

9

9

I

2

3

4

5

I

I 17

13

15

7

12

I 10

5

8

19

7

320

27

32

27

223

6

Evan Pond & Reservoir Liner Replacement

Cooling Tower Replacement, Unit I

Rapid Refueling Package
Other Nuclear Power Plant Improvements - Includes regulatory, safety,

reliability, or efficiency projects not listed above 33 3] 49 LB

7 Total Nuclear 148 l95 189 532

Fossil & Hvdro (APS Share)
2008 2009 2010

3- yr
Total

8
Cholla Environmental- Includes Bughouse, Scrubber, and other Environmental
projects 99 70 57 226

9 10 9 6 25

10

Four Corners Environmental - Includes NOX abatement, particulate control,
and other Environmental projects

Navajo Environmental - Includes NOX abatement and other Environmental

projects

Other Coal Plant projects - Includes regulatory, safety, reliability, and
efficiency projects at coal plants

1 2 2 5

12

13

14

Environmental Projects at Gas Plants

Long-Term Service Agreement Costs at Redhawk, West Phoenix

44

5

5

27

52

4

33

0

51

7

33

0

147

16

71

27

15

Yuma Peaking Plant
Other Gas & Hydro Plant projects - Includes capital costs tr regulatory, safety,
reliability, and efficiency projects at gas plants, and Childs/Irving

Decommissioning 39 8 25 1

16 Total Fossil & Hydro 231 190 181 602

17 Total Production 379 385 370 1,134



APS Construction Expenditures Projection (as of 03/05/08)
$Millions
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Line Transmission & Distribution
2008 2009 2010

3- yr

Total

Transmission

18 55 48 30 133

12 17 6 35

Selected Major Transmission Projects

Palo Verde - TS5 - TS9
TS5 to be located northwest of White Tanks, TS9 to be located near

existing Raceway substation

19 TS5 - TSl - Palm Valley

TSI to be located southwest of l 95th Av & Deer Valley

20 TSP - Pinnacle Peak 500kV

21 Palo Verde - North Gila 500kV

15

4

82

30

3 I

40

l28

74

22
All Other Transmission Infrastructure Additions & Upgrades - includes Line &
Substation additions & upgrades for 69kV and above voltage not listed above 96 105 143 344

23

24

Transmission Reliability Projects - Includes Breaker, Capacitor, and Reactor
projects, and other major reliability projects

Transmission relocations & emergency projects

20
Q

29

Q

317

32

6

81
83.

81325 Total Transmission 208 288

Distribution
200s 2009 2010

3- yr
Total

26 95 59 57 a l l

27 42 52 56 150

28

Distribution Infrastructure projects - includes Line & Substations additions &
upgrades

Distribution Reliability Projects - includes projects for substation, overhead,
and underground equipment

Other Distribution Projects - Safety, Relocation / Conversion, Emergency, and
other projects . 22 15 18 55

29
30
31
32
33

New Customer Construction
Meters
Transformers
Service & Line Extensions
Street Light / Dusk-to-Dawn

29
30
83
3

32
31
93
3

32
38

123
3

0
93
99

299
LE

34 Total Distribution excluding Schedule 3 CIAC 305 286 328 919

35 Schedule 3 CIAC (52) (ll) (191) (358)

36 Total Transmission & Distribution 463 486 425 1 ,374
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Line General Plant 2008 2009 2010

3- yr

Total

37 Customer Service information systems

38 Distribution operations & work-management systems

39 Material Logistics Intimation System

15

19

0

13

17

0

12

21

l

40

57

I

40

All Other InfO Sys Projects - includes infrastructure additions, equipment
replacement, and all other Generation, T&D, and Shared Services systems 8:
Telecom 37 38 35 I10

41 Deer Valley Operations Hub 38 63 18 I 19

42
Facilities - includes new service centers, upgrades of existing facilities, and
replacements of mechanical equipment, plumbing, etc. at APS facilities. 47 6] 167

43 Other General Plant

59

4 17

44 Total General Plant 162 194 511

45 Tota l APS 1,004

9

1,06s 950

155

Z

3,019
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credit ratings for electric, natural gas and water utilities. This report
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for regulated electric distribution companies and also covers vertically
integrated electric utilit ies, natural gas distribution companies and
water companies. The report also incorporates Fitch's methodology for
evaluating corporate liquidity. Since utilities are signif icantly affected
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specific markets in many parts of the world.

Glen Grabelsky
+212 908-0577
glen.grabelsky @fitchmtings.com

Sharon Bonelli
+212 908-058 l
sharon.bonelli@fitchratings.com

The rating evaluation of an electric, gas or water utility considers the
quali tat ive and quant i tat ive r isks  assoc iated with the company's
business and corporate structure in combination with the company's
financial strength and liquidity. The financial assessment emphasizes
cash f low f inancial measures rather than equity or earnings-based
ratios. The analytical focus is on the adequacy of the utility's cash flow
relative to f ixed charges, debt obligations and capital expenditures as
well as its capital structure, liquidity and profitability.
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• Fitch's Approach to Rating Competitive

Generators, July 24, 2007.
Post-Maintenance Interest Coverage
Ratios for UK Utilities, Feb. 28, 2007.
Equity Credit for Hybrid and Other
Capital Securities, Sept. 27, 2006.
Operating Leases: Updated Implications
for Lessees Credit, Dec, 20, 2006.
Evaluating Liquidity in the Power and
Gas Sector, Sept I , 2005.
Cash Flow Measure in Corporate
Analysis, Oct. 12, 2005.

The assessment of operating and business risks is an important element
in determining rat ings .  T his  analys is  is  car r ied out  us ing both
quantitative and qualitative methods. Qualitative factors with the most
s ignif icant ef fec t on companies in the ut i l i t ies  sector inc lude an
evaluation of  the regulatory and polit ical environment in which the
util i ty operates, inc luding such factors as price-sett ing and cost-
recovery mechanisms, transparency and predictability of the regulatory
regime, exposure to competi t ion and the nature of  the customer
f ranchise. In addition, Fitch's operational and business evaluation
considers the degree to which the utility bears f inancial exposure to
variations in commodity costs and in the case of network businesses,
the responsibility for reliable supply. The business risk profile is also
inf luenced by factors such as customer demographics, the type and
qual i ty of  assets ,  operat ing per formance, f uel  mix,  exposure to
hydrological risks and management's strategy and capability. Each of
these factors will affect the predictability or volatility of a utility's cash
f low.

The assessment of  operat ing r isk also inc ludes  a review of  the
historical volatility of operating cash f low, when available, compared
to the historical trend of similar companies. Fitch analysts review past
cash f low trends to assess how the volatil ity or stability has been
affected by the aforementioned fundamental factors. The assessment
incorporates analytical judgment about how fundamental factors may
affect the company's future operating cash flow.

July 31, 2007
www .fitchratlngs.com
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Another important step in the rating process is an
assessment of the utility's legal and corporate
structure. Fitch's analysis focuses on the extent to
which the utility's rating is died by the financial
support of a parent, sovereign or subsovereign entity,
insulated from other group members through ring-
fencing mechanisms or burdened by the weak
condition of its parent, subsidiaries or affiliates. This
assessment can either raise or lower the rating that
would otherwise result from the analysis of an
entity's stand-alone financial condition and business
risk position.

Commodlty Prlce/Market Risk
Some utilities are exposed to significant commodity
price risks, while others have access to hedging
mechanisms, such as the ability to pass through to
consumers changes in fuel or purchased power costs or
in the case of some distribution/retdl companies, the
actual cost of supplying electricity or natural gas. This is
a major variable in comparing the risk of electric and
gas utilities. When commodity costs are rising, the
frequency of fuel adjustments is particularly important.
Utilities insulated 'from market price exposure will be
able to carry more leverage at a particular credit rating
level than those exposed to market price risk. However,
in a high or rising commodity cost environment, even
utilities that are able to recover commodity costs 6°om
end-use customers are subject to higher working capital
requirements associated with regulatory lag, depressed
customer demand and increased bad debt expense,
which may not be recoverable in rates. Finally, utilities
typically collect revenues in local currency, and
emerging market utilities can be exposed to currency
devaluation if they have fixed costs or debt in nonlocal
currencies.

Because regulated utilities typically enjoy more
stable and predictable cash flows than industries that
are highly competitive, cyclical or with less
predictable demand, utilities in favorable regulatory
and legal jurisdictions have the ability to support
increased leverage and enjoy higher ratings than
industrial companies with similar financial metrics.
Regulated utilities in developed nations generally
merit issuer default ratings (IDS) in the investment-
grade categories, typically ranging from 'AA-' to
'BBB-', but there is no global norm.

Regulated Utility Qualitative Rlsk
Factors

While regulated utilities generally have more stable
and predictable cash flows than companies in many
other industries, it would be a mistake to view all
regulated utilities as identically low-risk businesses.
A number of credit concerns exist for regulated
utilities, including:

Regulatory Rlsk
Among the largest risks of regulated utilities are
unfavorable regulatory policy and unpredictable
regulatory outcomes (lack of "transparency" in the
regulatory process). If the jurisdiction's rate-setting
climate is confiscatory or capricious, a utility cannot
uproot its assets and move to a more attractive
jurisdiction. A utility may be obliged to meet levels
of service quality or specific investment levels that
exceed the utility's financial capability or ability to
attract capital. In mature markets, if the goal of the
regulatory authority is to reduce end-user prices,
utility tariffs may be ratcheted downward to the point
that no iiurther economies can be wrung out of the
expense base and profit margins and financial
protection measures are eroded as a result.
Disailowing prudently incurred costs would cause
similarly unfavorable results.

Operating Rlsk
For electric utilities, the threat of prolonged unplanned
outage of a key operating facility is a significant credit
risk. If an electric generating unit is out of service for an
extended period, replacement power costs could be
significant, particularly during peak heating or cooling
seasons. In the case of large coal- or nuclear-fueled
base-load generatingunits, an outage could drive up
regional power prices, exacerbating thehigher cost of
replacement power. Even for a company with an
effective fuel-adjustment mechanism, regulatory lag can
strain liquidity and/or regulators may disallow cost
recovery if the outage is deemed tohavebeen the result
of impudent behavior on the part of the operator. Base-
load generating units that represent a significant
concentration of a company's asset base pose the
greatest risk. Extensive damage to a transmission or
distribution network related to a storm or disaster may
also result in temporary stress. The exposure is greatest
for the rural or remote parts of a network system,
particularly those in mountainous terrain that is difficult
to access. Even if regulators permit cost recovery, some
regulatory lag is likely. To a lesser extent, system
damage is do an issue for natural gas utilities, most
notably in storm or flood-prone regions. Depending on
the regulatory regime, water utilities may face
hydrological risks both in terms of the availability and
price of bulk water purchased and volume risk
associated with lower demand if water usage restrictions
are required in times of drought.

Credit Rating Guidelines for Regulated Utility Companies
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Competltlon, Obsolescence and

Technology Risk
In many jurisdictions, network utilities are granted an
exclusive monopoly franchise to serve all needs of
consumers within a geographical footprint, In some
cases, consumers may have the option to switch their
service to a competitor. Even where a utility holds an
exclusive franchise to serve consumers, a substitute
energy supply may compete directly (for example,
natural gas delivered by pipes in competition with
bottled gas, oil, kerosene or electricity). The more
essential the service is to consumers and the less
subject it is to competition, the more stable and
secure the utility's business profile becomes.

company, with other subsidiaries engaged in a variety
of businesses. In other cases, the utility is a parent,
with subsidiaries or divisions engaged in competitive
and nonregulated businesses. Fitch's analysis focuses
on the extent to which the utility's rating is aided by
the financial support of a parent or burdened by the
weak condition of its parent, subsidiaries or affiliates.

Although not an immediate concern, long-term credit
ratings of electric utilities should consider the exposure
over the long term to technology risk. Potential
competitors for electric service include on~site
industrial generation, generation of electricity using
microturbines or fuel cells, on-site solar or wind
production of energy, or installation of more energy-
etiicient appliances or industrial processes. In most
areas, significant bypass of the wired distribution
network is not currently commercially feasible,
although some new technologies are becoming
economically competitive in remote areas and under
special circumstances. Customers will have a greater
economic motivation to invest in new equipment or
alternate energy supplies if the regulated utility tariff is
uneconomically high (e.g., a tariff that incorporates
high competitive transition charges, cross-subsidies to
another class of customers or subsidies for social
welfare costs, such as universal service).

Among the important considerations is the extent to
which a utility's access to capital may be damaged by
the financial difficulties of a parent or affiliate and/or
whether the utility is dependent on the parent for
equity to support capital expenditures. The analysis
also considers whether the corporate parent relies on
utility dividends to support other regulated or
unregulated subsidiary operations. In cases that Fitch
determines there is a significant business with
financial or legal interdependence, the rating
differential between a utility and its parent or a utility
and its subsidiary is likely to be limited. If financing
occurs at the parent for aft entities, or where
significant cross~subsidies between the utility and its
affiliates occurs, a consolidated rating is likely.

Mergers and Acqulsitlons
There are numerous examples of consolidation
mergers that resulted in more efficient companies
with stronger operating expertise and financial and
capital resources. Conversely, consolidation often
creates new credit risks, such as management
distraction, difficulty in achieving expected
synergies, inflated acquisition prices and increased
financial leverage, unfavorable treatment by
regulators and the credit risk of a combination with a
financially wedder company.

The legal analysis considers national laws that vary
among countries and define the extent to which
parents may be held responsible for the debt of
subsidiaries or circumstances in which subsidiaries
are responsible for the liabilities of a parent or
affiliate. Public service entities may be subject to
normal credit rights and bankruptcy laws, as is the
case in the United States, or exempt from foreclosure
or normal creditor remedies. In some jurisdictions,
such as the UK, the government may have the right to
impose a special administrator, whose principal
responsibilities may be more closely aligned to
ensuring continuity of supply rather than ensuring
maximum recovery for creditors. Fitch considers
these legal and structural issues to determine to what
degree a utility's rating is affected by the credit
quality of its parent or affiliate.

Corporate/Legal Structure
The corporate structure of a utility can have a
significant effect on credit ratings. In some cases, the
utility may be a subsidiary of a parent holding

Statutes, regulatory laws or terms of the utility
concession may restrict transactions between a utility
and its corporate parent (or subsidiaries or affiliates),
limit the maximum amount of debt permitted to be
owed by the utility and control the amount of
dividends and distributions from the utility. Similar
restrictions may be contained in bond indentures or
bank credit agreements. Rules of this type are said to
"ring fence" the utility and support the utility's credit
quality. If sufficiently strict, these constraints may
insulate the utility from the direct effect of the lower
credit rating of its parent or affiliates.

Credit Rating Guidelines for Regulated Utility Companies
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Regulatory Envlronmont
Regulation is a key factor in determining credit
ratings for utilities. In evaluating the regulatory
environment, Fitch considers the laws that dictate the
terms and conditions of providing utility service as
well as commonly employed policies and recent
regulatory actions. The review of the regulatory
environment is incorporated into the analysis of the
business risk and financial condition of the utility.
Fitch conducts the regulatory assessment on:

Fitch's review of a regulated utility includes
consideration of the tariff-setting process established
by law or regulatory order and the past record of
regulatory actions, such as the following:

A national basis, if utilities are regulated on a
common basis nationally, with a single
methodology that encompasses all utilities, as
seen, for example, in the UK, Chile and
Argentina.
A statewide basis, if all utilities in a state are
regulated similarly.

A utility by utility basis, if the regulatory regime
is unique to each utility.

Franchlso or Concession Toms

Under cost-of-service regulation, tariffs are set
by the regulatory body at a level to allow the
utility to recover reasonable expenses and am a
fair return on invested capital.
A variant on cost-of-service tariffs incorporates
incentive mechanisms (sometimes called
"performance-based rate-making"), permitting
the utility to retain a portion or all of its' cost
savings within a fixed band, while the balance of
any cost savings is passed on to consumers in
lower prices.
Under price cap regulation, a maximum price is
set for each individual utility. Utilities with the
ability to keep expenses low or expand sales can
enhance their profit and retain any additional
revenues until the next price reset. However, if
the price cap is set very low to capture dl the
expected fixture productivity improvements,
some utilities may not even be able to earn a
reasonable return on investment. Under the UK
model (also common in Australia), the price cap
is set for five years with a one-time price
adjustment at the beginning of this period. The
tariff automatically adjusts annually thereafter by
an inflation index plus or minus a given factor
("x" factor). The initial price and the "x" factor
are a function of the expected change in cost
base of the utility (including assumed
efficiencies) and the required return on and of
capital over the period.

Typically, regulated utilities serve customers
pursuant to a franchise or concession, which may be
exclusive or nonexclusive. in the case o f  a
nonexclusive franchise, it is important to review the
conditions under which a competing provider may
offer service. For example, in Chile, the regulatory
authority may grant permission to a second
distribution utility to build facilities and extend
service to new customers upon demonstrating that it
is in the public interest and would be more efficient
for the electric system as a whole. In practice, this
usually affects only service expansion to remote
communities near the boundaries of two utilities'
franchise areas. Of greater credit concern is a
situation where dual facilities compete.

A concession or franchise may be limited to a fixed
term or exist in perpetuity, absent evidence of poor
service quality. If there is a limit to the term of the
franchise, it is important to consider that in the debt
structure and credit evaluations.

In an increasing number of jurisdictions, retail
franchises are being opened up to hill or partial
competition. The pace of deregulation and the
company's competitive position will determine
whether the process has a material impact on the cash
flows of the business.

Prlce Sottlng

Whatever mechanisms are used for setting prices, the
most important element in assessing regulatory
climate within a particular jurisdiction is the extent to
which regulators set prices at levels that allow
utilities a reasonable opportunity to recover costs in a
timely manner and earn a return on capital
investment consistent with the level of risk. To the
extent that a performance-based ratemaddng or price
cap program provides the utility an incentive for
efficient operation, Fitch views that as a positive
factor. Furthermore, credit quality is enhanced if the
tariff for each type of customer reflects the true
economic costs of providing service and one set of
customers is not subsidizing others. When cross-
subsidies exist among customer classes, customers
with uneconomically high tariffs will have an
economic incentive to reduce consumption, self-
generate or seek alternate energy sources.

Credit RatingGuidelines for RegulatedUtilityCompanies

4



ATTACHMENT DEB-3
Page 5 of 13

Fitch fia tingsJ Corpora te  Finance

Among the tariff-setting practices that can affect the
adequacy of price levels and are considered important
by Fitch are the expected returns on capital relative to
the industry average and the level of risk, the ability
to pass through fuel and purchased power and other
operating costs (see Commodity Price Exposure
section on page 6), and the timing and adequacy of
cash recovery of invested capital.

system of their local utility for the foreseeable future,
competition has been introduced for some traditional
distribution utility functions, such as retailing,
metering, billing and energy services.

Tariff design, which can affect a utility's cash flow,
is also considered. The tariff may be structured with a
greater or smaller proportion variable to the volume
of energy consumption or, in rare cases, as a flat fee
insensitive to the amount of energy consumed. If a
high proportion of the tariff is tied to energy
consumption, the utility's cash flow may be highly
sensitive to fluctuations in weather (f`or household
and small business customers) and industrial activity
(for manufacturers and extractive industries).

At some point, policy changes or future technology
developments may lead to the migration of customers
away from the wired distribution of electricity or
distribution of natural gas over a public network,
which could create a new round of stranded costs
relating to utility assets. Whether regulatory price-
setting would or could keep utilities economically
whole in the face of a long, slow decline in sales due
to competition from other fuels or self-generation is
open to question.

In mature markets, the volume of consumption and
number of customers connected to the system will be
relatively stable over time. However, in developing
markets, moderate and consistent growth in per
capita consumption and the customer base may lead
to material volume growth. In such cases, a higher
volume-related component in the tariff mitigates
some of the risk of higher than expected demand
leading to greater infrastructure investment
requirements. Conversely, explosive growth in
demand for service may produce soaring capital
expenditure requirements that surpass the available
cash flow. However, economic crises can shrink the
volume of consumption, with a severe effect on a
volume-sensitive tariff

Service Area Demographics
A regulated utility has a substantial, immovable fixed
investment tied to a specific region and dedicated to
serving a population of current and potential
customers. Therefore, it is important to analyze the
potential customer base and penetration of electric
and gas service within it as well as population density
and trends in the per capita usage of electricity and
natural gas by consumers. Additionally, population
trends, such as growth rates, migration and new
housing starts, are indicators of the vitality of a
consumer base. Also important are wealth indices,
principally reflected as per capita and disposable
income and employment and unemployment rates,
since these factors affect consumers' ability to pay
for utility service and the willingness of regulators to
permit tariff increases. Trends in wealth indexes are
predicted by studying such factors as new business
formation, job creation and the health of the regional
industrial economy.

Potential for Regulatory Change
The final step in the regulatory assessment process is
an evaluation of the potential for future statutory or
regulatory changes. Sometimes public policy
provides a safety net, protecting investors in utilities
by providing compensation to utilities for
investments determined uneconomical by any change
in the rules. However, investors have at times been
exposed to investment losses when the regulatory
model changed without adequate compensation for
investors who had invested in good faith based on the
earlier framework.

Consumers of electricity and natural gas may include
households, small-commercial businesses, very large
office buildings, retail establishments, hospitals,
small manufacturers, agriculture and irrigation, or
large manufacturers and extractive industries. Each
customer category exhibits a different demand profile
(seasonality of demand, pattern of consumption
during the day or week, sensitivity to business and
industrial cycles, arid sensitivity to weather).
Consumption trends by category of customer over
time are a part of the business review. This includes
the analysis of the share of total unit volume sales per
customer category, the share of sales' revenues
relating to each customer category, and the average
realized price or gross margin per customer in each
category.

In many developed nations, the outlook of individual
utilities could change as a result of continuing
adjustments in the industry structure. While there is a
high degree of confidence that electric or gas
consumers will remain connected to the distribution

Credit Rating Guidelines forRegulatedUtility Companies
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In some cases, a substantial portion of the utility's
sales depends on a handful of extremely large
customers. For example, in a region whose major
industry is primary metal mining, milling and
smelting operations, a downturn in commodity prices
could result in the closure of a facility, affecting the
utility's sale to the industrial operation as well as
eliminating jobs and reducing the ability of
household consumers and small businesses to afford
electric, gas and water service. Therefore, utilities
with a more diverse customer base (i.e., without large
customer concentration in a single business or
industry) tend to have more stable and predictable
cash flows over time and typically enjoy higher credit
ratings

supply regime fits into the utility's overall strategic
plan and whether the utility sufficiently managed
upsideopportunities and downside risks. If the utility
is mandated to supply all consumption as a default
provider or provider of last resort, the analysis
focuses on determining whether the utility is
reasonably assured of cost recovery and held
harmless for actions, such as hedging activities, taken
in good faith

For integrated electric utilities that generate all or a
substantial portion of the power needs of consumers
Fitch's credit analysis considers the fuel diversity and
adequacy of the company's generating resources. The
analytical focus is on the exposure to any particular
fuel (see Commodity Price Exposure section), an
extended outage of a large generating facility and the
need for incremental generating capacity. Large new
capacity requirements can drive future funding needs

In some regions, consumers may have greater
opportunities to install self-generation or switch to
competing niels, thus eliminating their consumption
of electricity or natural gas distributed over the
shared network. In addition, if another utility serves
the region or a nearby region, the legal possibility
and economic incentives for customers to seek
service from the other utility (risk of bypass) must be
considered. In the case of utilities with nonexclusive
franchises, this analysis becomes even more
important

Commodity Prlco Exposure
Exposure to the cost of power or commodity supply
may be mitigated by

Energy Supply
In the case of electric and gas distribution systems
Fitch's credit analysis considers the availability of a
reliable power or commodity supply

Adjustment mechanisms that allow the utility to
adjust its tariff periodically to match the cost of
supplying power or natural gas

Ownership or control of generation capacity
Power or commodity supply contracts with
reliable counterparties in volumes matching
customers' expected demand (i.e., physical
contracts)
Options, futures or other derivatives (i.e
financial price risk management contracts), if
available

For gas distributors, the availability of a continuing
source of natural gas is a paramount concern. This
involves a study of proven and probable reserves of
natural gas in the relevant supply areas, exploration
and drilling activity, and producers' success in
lending new reserves to replace consumption, gas
pipeline access and sources of gas imports. Supply
can be disrupted when imports are reduced or
blocked due to changes in national policies or
international disputes, for example. For some electric
distribution utilities, the diversity or stability of
power supply and the access to and reliability of
sufficient power transmission is of great importance

ironically, even though each of these mitigating
strategies reduces overall risk, additional risk may
arise. For example, control and operation of power
generation expose the utility to operating risk and
ongoing capital spending requirements for future
environmental compliance, while power and
commodity supply contracts entail counterparty and
settlement risk, and the utility may be exposed if the
actual level of customer demand is lower or higher
than the contracted supply

Equally important is the degree to which the
distributor is financially exposed to commodity
supply costs. The analysis also considers the
exposure to third-party energy suppliers that may
default on their supply commitments under adverse
circumstances. If a utility undertakes a voluntary
competitive supply business, Fitch evaluates how the

In each case, Fitch analyzes the utility's supply
responsibilities in conjunction with the hedging or risk
mitigation strategy. If a utility has a significant
unhedged commodity price exposure or the hedging
strategy introduces a meaningful level of risk, Fitch will
increase the cash flow coverage ratios required and

Credit Rating Guidelines for Regulated Uti\ity Companies
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reduce the amount of debt leverage that the utility can
support relative to a utility without similar exposure.

uti l i ty has no control. Factors such as population
density, number and diversity of customers served,
geographic location and regulatory polic ies in the
jurisdiction may skew eff iciency measures and must
be cons idered when assess ing the ef f ic iency of
distribution operations. For example, a utility serving a
dispersed customer base in a rural farming region is
likely to have a higher average total cost of distribution
service than another utility serving a densely populated
metropolitan area. The higher cost of service for the
rural low-density utility will reflect the greater number
of  dis tr ibut ion fac i l i t ies  needed to serve fewer
customers per mile and is not necessarily
representative of inefficient operations.

Operat ing Eff lclency
Cost and quality of service is a meaningful indicator of
business effectiveness and credit quality. If the utility
has below-average reliabil ity, it  may be subject to
financial penalties or  a reduc ed al lowed return.
Furthermore, major customers may be motivated by
power outages or variations in voltage and the quality of
network-distributed power to install on-site generation
facilities and cease business with the local utility. In
some jurisdictions, failure to meet specif ied service
quality standards can result in penalties or, in the
extreme, the loss of the franchise or concession, or the
regulatory body may grant permission for an adjacent
utility to offer service to that utility's customers.

Very effectiveutilities have efficient billing systems and
high collection rates. However, for utilities 'm emerging
markets, the ability to bill and collect revenues may be
undermined by factors, such as unfavorable regulatory
policies and customers' economic stress, as well as by
internal factors, including inadequate information
systems and wed( management controls. For electric
utilities, the difference between the amount of energy
purchased or  produced and the amount bi l led to
consumers is generally studied and broken down into
technical losses (relating to physical characteristics) and
nonteclmical losses (theft of service and inadequate
billing controls.)

W hen utilities are subject to price cap or incentive
rate-setting, a utility that can increase efficiency and
reduce unit costs will be able to earn or exceed the
regulatory return. Low-cost operations can also be
helpful for utilities subject to cost-of-service
regulation by reducing the necessity for rate
increases. An efficient operator with lower tariffs will
also face less resistance to rate increases and be better
able to mi t igate technological  and bypass  r isks
(cus tomers  wi l l  have less  economic  incent ive to
install new types of equipment or bypass the utility)
as well as customer loss (industrial customers will
have less incentive to relocate to another region with
lower rates).

The condition of the utility's assets is also considered
in the operat ions  review. Fitch does not conduct
engineering evaluations, but evaluations performed
by independent engineering consultants may be a
factor i n  i n i t i a l rat ing reviews .  T ypical ly, the
condition of f ixed assets and infomlation systems is
revealed by the network's performance on a day-to-
day basis and manifested in the operating efficiency,
service quality and outage statistics.

T o meas ure the ef f i c ienc y of  a power  u t i l i t y ' s
production facilities, Fitch considers the capacity and
availability factors of its power generating facilities.
Capacity and availability factors that meet or exceed
the indus t ry average are ind ic at ive of  ef f ic ient
operations. Utility power producers that are unable to
achieve the industry norm are likely to incur higher
purchased power and operating costs that may not be
recoverable from rate payers. Thermal efficiency/heat
rate,  produc t ion cos ts  ( f uel  p lus  operat ing and
maintenance expense) per unit of output and revenue
per  uni t  of  output  are also used as  measures  of
operating efficiency.

M anagement  and Strategy

The quality and efficiency measures used to evaluate a
power or gas distribution operation include measures
of the frequency and duration of outages and the time
to restore service after outages. Losses in transmission
and dis tr ibut ion are also an ef f ic iency measure,
although these are often inf luenced by geographical
factors or the nature of  the network over which the

The primary focus of a utility's management should
be provid ing the appropr iate level  of  c us tomer
service and service quality. Management must ensure
that prof it or cost-cutting motives are balanced with
the need to deliver service at a level of  quality that
comfortably exceeds the requirements o f  t h e
regulatory body or terms of the utility's franchise or
concess ion.  Management must also ensure that
customers' service expectations are met. The utility
bus iness  is  charac ter ized by a high rel iance on
f avorable relat ions  wi th regulatory ent i t ies  and
polit ical authorit ies, which is  the responsibil i ty of
senior management. If  a utility's managers are not
viewed by the regu latory body as  c red ib le and

Credit Rating Guidelines for Regulated Utility Companies
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trustworthy or are considered cavalier about the
standards of service, there can be significant adverse
consequences and financial effects.

review or regulatory reset, lower industrial sales, higher
operating costs or other risks specific to the utility's
regulatory enviromnent and business.

If the utility is involved in the generation business,
has energy supply responsibility or is a retailer, Fitch
reviews the management information systems and
control procedures used to measure and manage
exposures to commodity price risk, counterparty risk
and embedded options in commercial contracts.
Senior managers and directors should have a full
understanding of the business risks and receive
frequent reports on potential exposures.

(secured or unsecured)

If the utility is involved in merger and consolidation
activities or diversification into nonregulated
business activities and these activities interfere with
the primary mission or undermine the utility's
financial well-being, the utility's ratings may be
affected. Fitch assesses management's goals and
business plan to determine whether the plan is well-
suited to the utility's skills and resources. Also, the
utility's strategic direction is analyzed as to its
probable effect on the utility's risk profile and
financial credit quality measures.

Capital Structure and Financial Floxlbillty
Fitch's evaluation of a utility's capital structure
considers the type and amount of the utility's equity
and debt in the context of the financial flexibility
needed to balance the utility's operating cash flows,
capital investment requirements, and possible and
probable contingencies. Fitch also assesses debt type

, maturity schedule and
exposure to floating rate or foreign currency debt or
refinancing risk. The debt maturity schedule should
be sufficiently staggered so that the utility will not
face the need to refinance substantial amounts of debt
at a time when market conditions may be unfavorable
or the utility's access to the bank market or capital
market is constrained. If a significant amount of debt
is denominated in a foreign currency, the utility
should have a reasonable means of obtaining the
foreign currency to pay interest and principal, and the
analysis will incorporate stress cases testing the
ability to cover obligations despite unfavorable
exchange rates.

Flnanclal Resources Flnanclal Ratlo Analysls
The financial analysis focuses on cash iiow interest
and fixed-charge coverage, leverage, liquidity and
profitability. Fitch's financial analysis is cash flow-
oriented but also incorporates traditional accrual
accounting measures. Ratio calculations typically
exclude items that Fitch deems as nonrecurring, such
as asset impairments, restructuring charges, and gains
and losses on asset sales. Adjustments are also made
for securitization and operating lease transactions.

Alter considering the qualitative and operating
differences among utility companies, ratings are
further distinguished by financial resources and
performance. In evaluating the relative financial
health of utility companies, Fitch focuses on the
adequacy of cash flow to cover projected fixed costs
and debt obligations under normal and stress
circumstances. In Fitch's view, cash flow-based
analysis provides the most accurate assessment of an
issuer's ability to fund its business operations and
meet debt service. Fitch ascribes greater importance
to cash flow measures than to other more traditional
earnings and capital structure indicators that play a
secondary role in the rating analysis.

The cash flow analysis relies on funds flow from
operations (FPO) and, to a lesser extent, earnings
before interest, taxes, depreciation and amortization
(EBITDA) as the primary indicators of a company's
ability to generate funds from ongoing operations to
service debt and fixed charges. Each measure is
compared to interest, fixed charges and total debt to
assess a company's leverage and interest protection.

In assessing credit quality measures, historical and
future trends are more important than a specific ratio at a
given point in time. A review of historical financial
measures is used to gauge the volatility or stability of
the utility's cash flow and debt-service coverage ratios
in past stress circumstances (e.g., extreme weather, tariff
changes or economic recession). Then, Fitch reviews
management's projections and constructs stress
scenarios to test whether the entity's financial health
would be materially impaired by a variety of adverse
events, such as two or three years of unfavorable
weather conditions, an adverse ruling in the next rate

FFO (as adjusted by Fitch) is derived from the
consolidated statement of cash flow and is considered
a more precise measure of the cash available to
service debt, but the data needed may not be
available in all jurisdictions. EBITDA is derived
from figures on the income statement and is a rough
but useful approximation of cash flow. Fitch adjusts

Credit Rating Guidelines for Regulated Utility Companies
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EBITDA and FFO by adding back rental expense or
similar payments to form EBITDAR or FFO plus
rents.

Llquldlty
Fitch expects a utility company to have sufficient
liquidity to meet its normal business activities as well
as cover adverse stress events. The liquidity analysis
begins with a base case forecast of the company's
expected FFO less its working capital needs, capital
expenditures and dividends. The residual free cash
flow or cash flow deficiency is matched against debt
maturities to assess the sufficiency of internal cash
sources to meet ongoing operating and financial
obligations. The base case also considers the likely
cash needs arising from contingent liabilities, such as
guarantees and obligations of no consolidated
affiliates important to the company's core business
lines.

Fitch relies on several coverage ratios to assess a
company's ability to meet its interest and fixed
charge obligations: FFO interest coverage, FFO
fixed-charge coverage, EBITDA interest coverage,
EBITDAR fixed-charge coverage, and for utilities
regulated on a UK-style basis post-maintenance
interest charge coverage, which is FFO coverage,
including a deduction for capital maintenance in the
numerator (For additional details on post-
maintenance interest coverage, please refer to Fitch's
report "Post-Maintenance Interest Coverage Ratios
for UK Utilities" dated Feb. 28, 2007.) Fixed charge
coverage ratios include rental expense (both interest
and principal amortization) in the numerator and
denominator (For additional information, please refer
to Fitch reports "Operating Leases: Updated
Implications for Lessees Credit" dated Dec. 20, 2006
and "Cash Flow Measures in Corporate Analysis"
dated Oct. 12, 2005). Interest expense is calculated
before any credit (reduction) for capitalized interest
and/or allowance for borrowed funds used during
construction. EBITDA excludes nonrecurring
nonoperating income.

Fitch generally assumes that all cash on hand and
available borrowing capacity under credit facilities
may be used to cover cash deficits, subject to
adjustments based on Fitch's evaluation of the
company's ability to renew expiring credit facilities
or meet conditions precedent to borrowing.
Secondary funding sources, including asset sales,
equity and debt issuance, and parent capital
contributions as well as planned cash uses, such as

equity repurchases or additional debt repayment, are
also considered.

Fitch's primary leverage measures are the ratios of
FFO-to-debt (or debt-to-FFO), debt-to-EBITDA,
debt-to-EBITDAR and for UK~style regulatory
regimes debt-to-regulatory asset value (RAV). In
each case, debt is adjusted to reflect debt equivalents
and/or off-balance-sheet debt. Traditional balance-
sheet measures of gross debt-to-capitalization and net
debt-to-equity (gearing ratio) are also considered but
given less weighting. These measures rely on the
book value of equity, which is subject to variations in
applications of accounting standards and may be less
meaningful indicators of financial leverage.

After evaluating the company's base case liquidity
strength, Fitch considers additional stress case
conditions that could further strain a utility's cash
position, given its individual circumstances. The two
broad categories of stress events are operational
events and events relating to trading and marketing
activities. The selected stress events have a
reasonable probability, but not expectation, of
occurring and the actual occurrence would result in a
significant drain on cash liquidity.

Profitability is also an important financial measure.
To attract capital and remain financially viable,
utilities must operate profitably over the long term,
Profitability is measured by return on average
common equity, operating margin and return on
assets.

Operational stresses include but are not limited to a
prolonged unplanned outage at key operating
facilities, severe price movements for an unhedged
fuel need and the failure of a fuel or power supplier
to make delivery or repair costs from a hurricane or
serious storm. Adverse results in a pending
investigation or lawsuit are also considered as a
potential operational stress.

Financial flexibility is more qualitative and is based
on Fitch's assessment of capital market access,
availability of bank facilities and a review of
marketable assets. Fitch also assesses debt type
(secured or unsecured), maturity schedule and
exposure to floating-rate debt or refinancing risk.

For companies that trade energy commodities Fitch
considers the collateral requirements related to
adverse market price movements and changes in
credit ratings (for additional details on stress cases,
please refer to Fitch's report, "Evaluating Liquidity
in the Power and Gas Sector" dated Sept. l, 2005).

Credit Rating Guidelines for Regulated Utility Companies
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Available liquidity for the stress analysis is limited to
unrestricted cash and tilnds available under committed
bank credit facilities. The expected loss related to the
adverse stress scenario should be covered by the
availability at least 1.0 times. In determining the
adequacy of a utility's cash flow under stress
conditions, Fitch recognizes that the company has the
flexibility to lower its dividend payments, projected
share buybacks and discretionary capital expenditures.
Fitch assumes that in a stress scenario a company will
draw on its bank lines to fund the liquidity needs, and
will add the draw to the company's debt and reduce
EBITDA for any anticipated earnings effect of the
events.

methodology. Power plant tolling agreements are also
capitalized using the present value approach. If the
lessor is a special-purpose entity (SPE), the entireSPE
is consolidated into the lessee. In each instance, an
interest component is calculated and added to interest
expense for the calculation of adjusted financial ratios.
When using the present value approach, the discount
rate is multiplied times the implied lease principal.
When using a multiple of lease rental payments the
entire rental payment is treated as interest expense. For
more information, see Fitch's Criteria report,
"Operating Leases: Updated Implications for Lessees'
Credit," dated Dec. 20, 2006.

Risk Assessment and Guldelino Credit

Ratlos

Nonrecourse Debt Obllgatlons
Nonrecourse debt obligations are evaluated in terms
of strategic relevance of the asset or business unit and
the level of financial separation. If deemedencore
by Fitch, the deb! can be reconsolidated. When a unit
is determined to be of credit and debt is
reconsolidated, all income and dividends are also
excluded from financial projections.

Fitch analysts use benchmark credit ratios and
comparisons with peer companies to compare utilities
and related companies in the utilities sector. The
benchmarks may differ in various jurisdictions and
between different types of utilities. The benchmarks
presume that companies with progressively higher
variability of operating cash flow (higher business
risk) have progressively lower debt capacity.

Corporate Guarantees
Guaranteed debt of no consolidated entities is
consolidated. With respect to performance
guarantees, Fitch's analysts forecast whether there is
any expected liability and if so, may consolidate the
expected amount.

A quantitative approach is limited in some
jurisdictions by the lack of sufficient data. For a
company with no prior operating history, the
experience of peer companies may provide a useful
proxy, but in some markets undergoing restructuring,
reliable peers may not be available. It should be
noted that the same benchmarks cannot be applied
directly to utilities in different nations or under
different ownership situations. Currency and
economic volatility and political risks vary from one
nation to another arid require adjustments in the
standards, as do differences in tax circumstances,
transparency of the regulatory regime, ownership
structures (e.g., municipal, cooperative or state
ownership) or implicit governmental support.

Financial Adlustments

Hybrid Securltles
Fitch gives equity credit to certain hybrid securities
that are neither common stock nor ordinary debt. The
equity credit consists of five classes: l00%, 75%,
50%, 25% and 0%. The proportion of equity credit is
influenced by the convertibility or junior ranking, the
interest/dividend deferral mechanism, the effective
maturity and the absence of investor protections, such
as covenants and cross defaults. In adjusting financial
leverage and capital ratios Fitch uses the adjusted
equity and debt derived fi'om appropriate equity
credit attributed to each hybrid security. Interest
coverage is calculated in two aitemate ways: with all
interest or dividends included in the calculation of
interest and fixed charges and with all deferrable
dividends or interest eliminated. Fitch expects that
70% or more of the entity's equity capital will be in
the form of common equity securities, since hybrid
securities are most equity-like when the issuer is in
distress but offer less support when the entity's
financial condition is merely weakening. For
additional information on Fitch's treatment of hybrid
securities, please refer to the special report, "Equity

Debt Equivalents
Fitch calculates a debt equivalent for certain off-
balance-sheet and other debt-like obligations. The debt
equivalent is calculated using the present value of the
remaining rental obligation or a multiple of lease rental
payments (commonly 8 times). For material lease
obligations, the present value approach is the preferred

Credit Rating Guidelines for Regulated UtilityCompanies
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Credit for Hybrids and Other Capital Securities," dated Sept..272006.

Copyright o 2007 by Fitch, Inc., Foch Ratings Led Md ins subsidiaries. Ons Stay Sheet Plaza. NY, NY 10004,
Telephone I-B00-753-4B24, (1l2) 908-0500. Fax: (ZIZ) 4B0-4435. Reproduction or retransmission in whole or in pM is prohibited except by pennissron, All rights reserved. All of the
ihformanon contained herein ts based on information obtained from issuers, other obligors, underwriters, and other sources which Fitch believes rn be reliable. Fitch does not Audi or verify the
truth or accuracy of any such information. As a rsWt, the infomiation in this report is provided "as is" without any representation or warranty of my kind. A Fitch rating is an opinion as to the
creditworthiness of a security. The rating does no! address the risk of loss due to risks other than credit risk. unless such risk is specifically mentioned. Fitch is not engaged in the offer or Ade of
any security. A report providing a Fitch rating ts neither a prospectus nor n substitute for the information assembled, verified and presented to investors by the issuer and its agents in connection
with the sale of the secunua. Ratings may be changed suspended, or withdrawn at anytime for any reason in the sole discretion of Fitch. Fitch dos not provide irrvstrnent advice of any son
Ratings are not a recornntendnion to buy, sell, or hold any security. Ratings do not comment on the adequacy of market price, the suitability of arty security for a particular investor, or the tax~
exempt nature or taxahiliry of payments made in respect to any security. Fitdt receives fees from issues, insurers, guarmtors, other obligors, and underwriters for rating securities. Such fees
generally vary from Ussi,00o to US$750,000 (or the applicable currency equivalent) pet issue In certain cases, Fitch will Mia all or anumher of issues issued by a particular issuer, or insured or
guaranteed by a particular insurer or guarantor, for a since annual fee. Such fees are expected to vary from US$l0,000 to USSI ,soo,000 (at the applicable currency equivdont). The assigunertr,
publication, or dissemination of a rating by Fist shall not constitute a consent by Fitch to use its name as an expert in connection with any registration statement filed under the United Stncs
securities laws, the Financial Services and Market: Act of 2000 of GraN Britain, or the securities laws of any particular jurisdiction. Due m the relative eflicietqr of electronic publishing and
distribution, Fitch research may be available to electronic subscribe: up to three days earlier the ii print subscribers.
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Publication date:
Primary Credit Analysts:

Secondary Credit Analyst:

30-Nov-2007
Todd A Shipman, CFA, New York (1) 212-438-7676;
todd. shipman@standardandpoors.:om
William Ferara, New York (1 212-438-1776;
bilL..ferara@standardandpoors,com
John W Whitlock, New York (1) 212-438-7678;
john_whitlock@standardandpoors.com
Michael Messer, New York (1) 212- 438-1618;
michael_messer@standardandpoors.com

The electric, gas, and water utility ratings ranking lists published today by Standard & Poor's U.S. Utilities & Infrastructure
Ratings practice are categorized under the business risk/financial risk matrix used by the Corporate Ratings group. This is
designed to present our rating conclusions in a clear and standardized manner across all corporate sectors. Incorporating
utility ratings into a shared framework to communicate the fundamental credit analysis of a company furthers the goals of
transparency and comparability in the ratings process. Table 1 shows the matrix.

Table 1

Business Risk/Financial Risk

Excellent

Strong

Satisfactory

Weak

Vulnerable

Flnanclal Risk Profile

Business Risk Profile Minimal Modest Intermediate Aggressive Highly leveraged

BBBAAA AA A

AA A A-

A BBB+ BBB

BBB BBB- BB+

BB B+ B+

BB

BBB- aa-

BB+ B+

BB- B

B B-

The utilities rating methodology remains unchanged, and the use of the corporate risk matrix has not resulted in any
changes to ratings or outlooks. The same five factors that we analyzed to produce a business risk score in the familiar 10-
point scale are used in determining whether a utility possesses an "Excellent," "Strong," "Satisfactory," "Weak," or
"Vulnerable" business risk profile:

Regulation,

Markets,

Operations,

Competitiveness, and

Management.

Regulated utilities and holding companies that are utility-focused virtually always fall in the upper range ("Excellent" or
"Strong") of business risk profiles. The defining characteristics of most utilities-~a legally defined service territory generally
free of significant competition, the provision of an essential or near-essential service, and the presence of regulators that
have an abiding interest in supporting a healthy utility financial profile--underpin the business risk profiles of the electric,
gas, and water utilities.

As the matrix concisely illustrates, the business risk profile loosely determines the level of financial risk appropriate for any
given rating. Financial risk is analyzed both qualitatively and quantitatively, mainly with financial ratios and other metrics
that are calculated after various analytical adjustments are performed on financial statements prepared under GAAP.

https://www.ratingsdirect.csm/Apps/RD/controller/Artic1e?id=616365&type=&outputTyp... 2/18/2008
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Financial risk is assessed for utilities using, in part, the indicative ratio ranges in table 2.

Table z

Financial Risk Indicative Ratios Ll.s. Utilities

(Fully adjusted, historically demonstrated, and expected to consistently continue)

Cash flow Debt leverage

(FFO/interest) (x) (Total debt/capital) (%)(Fro/debt) (°/°)
Modest

Intermediate

Aggressive

Highly leveraged

40 . 60

25 - 45

10 - 30

Below 15

4.0 - 6.0

3.0 - 4.5

2.0 - 3.5

2.5 or less

25 - 40

35 . 50

45 . 60

Over 50

The indicative ranges for utilities differ somewhat from the guidelines used for their unregulated counterparts because of
several factors that distinguish the financial policy and profile of regulated entities. Utilities tend to finance with long~
maturity capital and fixed rates. Financial performance is typically more uniform over time, avoiding the volatility of
unregulated industrial entities. Also, utilities fare comparatively well in many of the less-quantitative aspects of financial
risk. Financial flexibility is generally quite robust, given good access to capital, ample short-term liquidity, and the like.
Utilities that exhibit such favorable credit characteristics will often see ratings based on the more accommodative end of the
indicative ratio ranges, especially when the company's business risk profile is solidly within its category. Conversely, a utility
that follows an atypical financial policy or manages its balance sheet less conservatively, or falls along the lower end of its
business risk designation, would have to demonstrate an ability to achieve financial metrics along the more stringent end of
the ratio ranges to reach a given rating.

Note that even after we assign a company a business risk and financial risk, the committee does not arrive by rote at a
rating based on the matrix. The matrix is a guide--it is not intended to convey precision in the ratings process or reduce the
decision to plotting intersections on a graph. Many small positives and negatives that affect credit quality can lead a
committee to a different conclusion than what Is indicated in the matrix. Most outcomes will fall within one notch on either
side of the indicated rating. Larger exceptions for utilities would typically involve the influence of related unregulated
entities or extraordinary disruptions in the regulatory environment.

We will use the matrix, the ranking list, and individual company reports to communicate the relative position of a company
within its business risk peer group and the other factors that produce the ratings.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities designed to
preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein are solely statements
of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make any other Investment
decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or other opinion contained herein
in making any Investment decision. Ratlngs are based on InformatIon received by Ratings Services. Other divisions of Standard & poor's
may have information that is not available to Ratings Services. Standard & Poor's has established policies and procedures to maintain the
confidentiality of non-public information received during the ratings process.

Ratings Services receives compensation for Its ratings. Such compensation Is normally paid either by the Issuers of such securities or third
partiesparticipating in marketing the securities. whine Standard & Poor's reserves the right to disseminate the rating, it receives no
payment for doing so, except for subscriptions to its publications. Additional information about our ratings fees is available at
www.standardandpoors.com/usratingsfees.

Privacy Notice

Copyright © z00a Standard & Poor's, a division of The McGraw-HIII Companies. All Rights Reserved.
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Jack Davis
President and Chief Executive Officer Te! 602/250-3529

Fax 602/250-3002

Mail Station 9080
P.O. Box 53999
Phoenix, AZ 85072-3999

January 23, 2006

Commiss ione r Kris tin K. Ma ye s
Arizona  Corpora tion Commiss ion
1200 West Washington
P hoe nix, Arizona  85007-2996

APS ' Cost-Containment Measures

Dear Commiss ioner Mayes:

This le tter is  in response  to your January 11, 2006 le tter regarding the  cost
management e fforts  a t Arizona  Public Se rvice  Company ("APS"). Before  turning to
those  issues, however, I want to stress that the  financia l crisis  facing the  company and its
customers is  primarily the  result of the  mounting fuel and purchased power costs  tha t
APS has been unable  to recover on a  timely basis under the Commission approved PSA,
and not because of some shortcoming in APS' cost management processes. Our
difficulties  a re  further compounded by a  "price  squeeze" (s imila r to tha t recently faced by
California  and other utilities) that has customers paying ra tes based on 2002-2003
expenses while  APS must pay the  much higher 2006 costs to provide service .

That be ing sa id, your le tte r asks about APS' commitment to conta in its  costs  and
expenses . To be  clea r, managing cos ts  is  an integra l pa rt of APS ' philosophy. In light of
record customer and energy growth, our challenge has and will continue to be  managing
costs  tha t do not compromise  our ability to re liably serve  our customers a t reasonable
costs  both today and in the  future .

With tha t introduction, le t me  address  your inquiries .

APS Hedging Policies and the Annual Fuel and Purchased Power Cap

In your le tte r, you re fe r to: "our apparent fa ilure  to keep APS' na tura l gas
purchases under the  $776.2 million cap on annual power supply costs ." This  s ta tement
reflects  a  fundamental misunderstanding of the  goals of a  responsible  hedging policy and
would implicitly suggest some imprudent fue l and purchased power s teps by APS.

A hedge  is  a  technique  designed to reduce  or e limina te  price  risk--it is  not
designed to lock in a  prede tennined future  cost figure  irrespective  of (i) high premium
costs , (ii) the  loss  of marke t flexibility, or (iii) the  increase  in volumetdc risk a ssocia ted
with higher levels  of hedging. Since  the  prices of natura l gas and purchased power are
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extremely vola tile , and energy requirements  fluctua te  on both short te rm and long te rm
periods, a  sound hedging philosophy a llows APS to e limina te  much (but not a ll) of the
price  risk for customers  associa ted with the  often dramatic short and mid-te rm price
fluctua tions  in these  marke ts  without incurring the  counte r-va iling diseconomies
described above.

APS has hedged natural gas and purchased power requirements for native load
customers  for a  number of years , with price  s tability properly be ing the  primary
underlying goal of our system hedge philosophy. Through our system hedge approach,
financia l risks associa ted with projected fuel and purchased power requirements are
systematica lly hedged a t various  leve ls  during the  three  years  prior to de livery. Our
hedging practices  involve  se tting definitive  ta rge t hedge  leve ls , s trict compliance  in
meeting those  hedge levels , and utilizing sophistica ted buy/se ll s tra tegies, a ll undertaken
with senior management oversight and direction. APS' system hedging philosophy does
not try to guess  the  direction of the  commodity marke ts-tha t is  wha t specula tors  do, and
we do not believe  it is  appropria te  to specula te  on behalf of our customers.

By hedging 85% of our purchased power and natural gas needs using pre-
established intervals and hedge percentage levels over a  three-year horizon, APS can
mitiga te  the  impact of vola tile  na tura l gas  and purchase  power prices  and s till a llow for
changes in load and other short te rm market variables. Some of the  specifics  of our
hedging policy and practices  were  outlined in de ta il during the  Commission's  September
2005 natura l gas workshop. Because  price  s tability, and not specula tive  ga in, is  the  goal
of hedging, the  economic impact of hedging can and will va ry with the  swings  in
commodity prices in short te rm markets . For example , if a  hedge  is  purchased and
valued a t a  cost be low the  current market va lue , the  value  of the  hedge itse lf is  positive ,
and can result in lower costs  to the  customer versus re lying on spot market prices for
procurement. This was the  case  for APS in 2005, when the  value  of hedging saved APS
ratepayers approximate ly $120 million in fuel and purchased power costs . Put another
way, if APS had not hedged and instead re lied sole ly on the  short term markets to
purchase its projected gas and purchased power volumes, the eventual costs of those
commoditie s  would have  been $120 million highe r. S imila rly, while  the  marke t va lue  of
hedges changes daily with the corresponding changes in market prices the value of APS '
forward year hedges measured as of January 10, 2006 for the years 2006 and 2007 are as
follows :

Ca le nda r 2006: $128 million

Ca lendar 2007 : $110 million

It is  important to note  tha t, notwiths tanding the  above  financia lly pos itive
positions stemming from our hedging program, the  value of these  hedges could be
reduced or e liminated if the  short term price  of gas and purchased power were  to drop
lower than the  hedged price . In those  instances, even though the  primary goal of price
stability is  rea lized, the  fina l costs  of hedging would be  higher than if we  had re lied (but
only with the  benefit of hindsight) exclus ive ly on short te rm marke t prices . Such a  result
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would not mean that the  hedges were  imprudent. Described another way, hedging is
essentia lly price  insurance. Insurance does not lose  its  value  nor is  its  purchase
imprudent simply because  the  risk insured against does not materia lize

A sound hedging philosophy is  a  critica l e lement to our business . The  fa ilure  to
follow an established hedge plan, and instead wait for the  spot market can be
catastrophic, as commodities market trading has proven time and time again. Just as
risky is  a  hedging program tha t tries  to predict the  market or one  tha t fixa tes  on a  specific
cost figure . Our hedging program is  a  sound risk management tool and provides a  long
term safe ty net for APS customers

Other fuel-related cost containment efforts

Aside from hedging, APS has rd<en other steps to contain fuel and purchased
power costs . The  following are  just a  few examples  of such s teps

~/ Powe r P la nt Efficie ncy/Unit Upra te s  P roje cts  - Annua lize d fue l sa vings  from
increasing the  efficiency/upra ting the  capacity a t severa l APS units  (Palo Verde
Cholla , and Redhawk) will save  ra tepayers  an estimated $38 million in 2006
based on December 3 I , 2005 forward market prices

~/ Nuclea r Fue l Procurement - By consolida ting purchases  APS has  achieved
approximate ly $23 million in savings  over the  las t two years

J Coal and Coal Transportation Agreements - Through active management of its
coal and coal transportation agreements, APS' average coal expense increases
have been limited to 23% since 2000, in comparison to the Powder River Basin
market, where prices have increased by over 100% during the same period. Part
of these savings resulted from multi-year negotiations to improve rail economics
and service with Burlington Northern Santa Fe in support of our Cholla
generating station and contractually fixing the term of the contract for lower cost
incremental pricing for our Four Corners generating station. Moreover, APS
anticipates its recently executed 19 year, 65 million ton coal supply agreement
with Peabody Energy will lend itself to improved economics for the Cholla
generating station relative to future coal purchases in light of today's current
market conditions

~/ Natura l Gas  Transporta tion Agreements  - Active  management of the  E1 Paso
Natural Gas Transportation agreements have produced annual savings of more
than $4 million pe r yea r

Capital Infusions and Dividends

A review of APS' revenue  deficiency for the  years  2001 through 2005 shows tha t
APS fa iled to am its  a llowed re turn on equity by ove r $220 million. This  equa te s  to a
pre-tax revenue shortfa ll from customers (and a  loss to shareholders) for the  same period
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of over $370 million. In addition, the  company's  shareholders  have  absorbed a lmost $19
million of presumptive ly prudent 2005 fue l expenses through the  90/10 sharing fea ture  of
the  PSA. As fuel and purchase  power costs  increase , so too will this  loss to shareholders.
By the  end of 2006, we estimate  the  portion of otherwise  recoverable  fuel costs  borne  by
shareholders  will have  grown to more  than $45 million.

Your le tte r s ugge s ts  a dditiona l e quity infus ions  from P inna cle  We s t to AP S . In
the  la s t twe lve  months , P inna cle  We s t ha s  infus e d $460 million of e quity into AP S .
Without this  infus ion of e quity by P inna cle  We s t, AP S  would a lre a dy be  "junk" ra te d. It
a ls o ma ke s  AP S ' ca pita liza tion s tructure  54.5% e quity.

The  proble m with our fina ncia l he a lth is  we a k funds  (i.e . re ve nue s ) from
ope ra tions  in compa ris on to our proje cte d cons truction e xpe nditure s  a nd our tota l de bt,
and no t from a ny the  la ck of a dditiona l e quity inve s tme nt. Be ca us e  of the  s ignifica nt
mis -ma tch be twe e n the  price  of fue l cha rge d cus tome r, a nd the  cos ts  incurre d by AP S ,
ca s h flow from cus tome rs  is  s imply not s ufficie nt to cove r purcha s e d powe r a nd fue l
cos ts , ope ra ting e xpe ns e s  a nd cons truction e xpe nditure s . AP S  ca n s urvive  s hort pe riods
of time  with we a k ca s h How, but e ve ntua lly its  fina ncia l he a lth is  compromis e d if s uch
ca s h flow condition pe rs is ts . This  is  why we  find ours e lve s  on the  e dge  of a  'j undo" bond
ra ting. As  a  re s ult of s uch a  ra ting, a s  de ta ile d in our file d te s timony, e s tima te s  a re  tha t
the  a mount of a dditiona l a nnua l inte re s t e xpe ns e  would grow to $115 million to $230
million by 2015, a  cos t tha t ca n e a s ily be  a voide d by a ligning fue l a nd purcha s e d powe r
cos ts  pa id by the  cus tome r with thos e  pa id by AP S .

On the issue of dividends, APS' dividend has remained unchanged since 1991 .
Cutting APS dividends  would furthe r and dramatica lly a ffect the  equity marke t's
nega tive  perception of APS and Pinnacle  West. In fact, I doubt tha t P innacle  West would
have  been able  to ra ise  the  $250 million of new equity in April of las t year which was
infused into APS, had it or APS been cutting dividends. Because  APS is  the  second
fas tes t growing e lectric utility in the  na tion, it is  vita l tha t we  remain an a ttractive
inves tment in a ll financia l marke ts . It is  difficult to imagine  tha t any prudent inves tor
would invest the ir money into a  company with s ignificant and growing unrecovered
costs , sub par re turns and the  cutting of dividends. Finally, for the  same reasons
discussed with re ference  to additional equity infusions from Pinnacle  West, a  reduction in
the  APS dividend would not resolve  an operating cash deficiency caused by the
Commiss ion's  fa ilure  to pe rmit time ly fue l cos t recove ry or provide  the  financia l
community anygreater assurance as to the  recovery of fuel and purchased power costs,
which is  the  source  of its  concerns.

Non-fuel cost management

In your le tter, you reference  executive  bonuses, travel and advertis ing. Together,
these  account for only 0.2% of our costs . Moreover, they represent an even smaller
amount of the revenue increase we are asking for in our permanent rate  case.
Nevertheless, Twill a ttempt to address these  items as well as the  other non-fuel cost
conta inment e fforts  be ing made by APS.
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Let me  firs t discuss  advertis ing and APS ' involvement in loca l sporting events .
APS has been and continues to be an active participant in supporting our state  and the
communities  we serve  - but we are  not asking tha t the  funds tha t underlie  this
involvement come from customers . The  communica tions  costs  included in our
permanent ra te  tiling are  re la ted to conservation/energy efficiency and customer service
messages. APS customers do not absorb charity costs or the other cash and non-cash
contributions  we  make  for the  benefit of Arizona  communitie s . Moreover, the  voluntee r
hours by our employees across the  many worthwhile  projects have been among the
highest of any Arizona based company but likewise  do not cost APS customers anything,
ye t clea rly bring va lue  to the  community.

The issues of executive incentives and travel are  not germane to the recent
emergency filing, which is  focused sole ly on the  fact tha t APS has s till not been
re imbursed hundreds of millions of dolla rs  in purchased fue l and power costs  to meet its
ra tepayers ' power requirements . For your information, the  tes t year required by
Commission Staff for our pending permanent ra te  case  contains officer sa laries a t 2004
leve ls  and 4 executive  incentive  payments  and minimal trave l expenditures . While  the
review and de te rmina tion of the  recovery of those  costs , however de  minims, is
appropria te  in the  pending ra te  case , we believe  it is  not materia l in evaluating the  current
emergency filing.

Let me now tum to the more generic question of cost management in the non-fuel
area. APS has a long record of actively pursuing disciplined cost management as a tenet
of our business. APS has successfully managed costs and staffing levels over the last
several years, while meeting customer growth averaging around 4% per year. Between
2001 and 2005, operating costs as a ratio of energy sales (measured in cents / kph) have
remained in the 2.0 to 2.2 cents/kwh range. During that same time, the customer per
employee ratio has grown from 196 customers per employee in 2001 to 220 customers
per employee in 2005, an improvement of 12%. Our construction cost of each residential
meter set from 2001 through 2005 has increased less than 3% per year, well below the
inflation rate of raw materials and labor for this task. These bottom line results are even
more impressive considering that APS serves a larger and more sparsely populated
temltory than other utilities in Arizona. .

Virtua lly every APS department has worked to reduce  or conta in its  costs  and
expenses. The  following are  samples of s teps which have  and will result in savings to
APS ratepayers.

/ Ta xa ble  De bt Inte re s t S a vings  - AP S ' tre a sury de pa rtme nt imple me nte d a n
aggressive  stra tegy of renegotia ting debt service  requirements which result in
an annual interest savings of more  than $22 million compared to 2000.

~/ Tax Exempt Portfolio Savings  - During the  pe riod of 2001 through 2005, the
APS treasury department rea ligned APS' tax exempt debt in order to achieve
inte res t savings  and to divers ify credit support. As a  result of this
rea lignment, annual savings a re  more  than $3 million.
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~/ APS has implemented over the  last several years aps.com to handle  certa in
customer inquiries  and transactions resulting in estimated savings of
a pproxima te ly $3 million a nnua lly.

The above are  but a  small sample of actions we take every day to undertake every
reasonable  measure  to look out for our customers. In the  last decade, while  power prices
have rocketed skyward and rolling brownouts caused by lack of genera tion capacity have
been occurring in other sta tes, we have stayed steadfast in our commitment to providing
Arizona customers reliable  energy and the reason we were able  to reduce our prices 16%
prior to April of la s t yea r was  because  of the se  e fforts . We  a re  proud four record of
re liability and proud four e fforts  to conta in cos ts  for APS  cus tomers .

Conclusion

Our financia l hea lth is  vita lly important to customers , shareholders , employees
and to all Arizonans, whose economic prospects are  surely dependent on a  strong APS
capable  of supporting the  continuing growth of our s ta te .

The  company's  base  ra te  case  will provide  sufficient opportunities  for a ll parties
to review the  company's  ove ra ll cos ts  in depth. The  inte rim filing (which is  subject to
refund based on the final ra te  case decision) is  about unrecovered fuel costs which have
placed the company in a  precarious Financial position that needs to be remedied
imme dia te ly.

Ve ry truly yours ,
L

Eck E. Davis
Pres ident & CEO
Arizona  Public Service  Company

cc: Cha irma n J e ff Ha tch-Mille r
Commiss ione r Willia m A. Munde ll
Commiss ioner Marc Spitze r
Commiss ioner Mike  Gleason
Ernest Johnson
Bria n McNe il
He a the r Murphy
Docke t
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INTRODUCTION

At Arizona Public Service Company ("APS" or "Company"), our
strategies are driven by one overriding concern - sustaining Arizona while
meeting the challenge of continuing customer growth. We engage this
challenge by meeting today's energy demand as reliably and affordable as
possible while working every day to create an even better energy future for
Arizona

One effective and cost-efficient method of attempting to ensure that
APS continues to provide electricity at reasonable prices is the political
lobbying process. APS has both a right and a legitimate business need to
engage in discussions with and educate political decision-makers on those
issues that are important to the Company and its customers. Lobbying
activities such as these are vital to the country's political system
presenting an effective means of educating our federal, state and local
officials on how the issues before them affect the various, unique areas in
which they legislate. This is particularly important for a rapidly growing
state like Arizona, where a thriving modern economy depends on the
ability of utility companies to provide reliable and sustainable solutions to
the energy needs of businesses and individuals. Lobbying activities are
essential in shaping the legislative mandates that affect the core of the
Company's business, and these activities in turn also protect the interests
of our customers. informing public officials and helping shape public policy
is a crucial part of what we do

APS maintains a presence in Washington, D.C., urging lawmakers to
strengthen the utility industry by retaining policies to, for example, provide
more research funding to lower the future cost of renewable resources and
develop new approaches to financing the first group of new nuclear units
Policies such as these will lower the cost to APS of providing electricity to
Arizona - a benefit that will ultimately inure to APS's customers. APS also
maintains a strong presence before state government to urge, among
other things, fair and competitive taxation for Arizona businesses and
protect the interests of APS's customers and investors. The impact of
possible additional future property taxes also requires the Company to
maintain a voice in the state's political process, given the urgency of APS's
need over the next ten years to invest about $15 billion in Arizona's electric
infrastructure. Lobbying activities such as these continue to provide
significant cost-savings to both the Company and its customers, not only in
the short term, but in the long run
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11
2007 HIGHLIGHTS

In 2007, the Company's lobbying activities included those
generally on the following subject matters

focused

> Taxes/Business Issues: Among other incidental tax and/or business
issues that affect all businesses, the Company monitors and
supports efforts towards extending the renewable tax credit to
enhance the installation of cost-effective solar. wind. and biomass
generating facilities. The Company also supports accelerated tax
depreciation for the construction of distribution and transmission
facilities, which is important to a fast-growing state like Arizona
APS opposes new energy taxes that would be disadvantageous to
its customers

>

d

Global Climate: Pinnacle West, on behalf of APS, generally supports
a cap and trade/auction legislative approach to combat global
warming. The Company is watching closely how the various
legislative proposals on this issue develop, and focuses particularly
on how these proposals would allocate allowances or credits for high
growth regions of the country. The Company is also concerned
about the costs its customers would have to absorb if one of the
more extreme and ill-conceived proposals were to become law

> Nuclear: Pinnacle West supports nuclear energy as a potential
means of combating global climate change. The Company also
closely monitors any legislation that would adversely impact the
safe, secure, and efficient operations of existing nuclear plants as
well as the Yucca Mountain Project

> Environmental, Land, and Water: Pinnacle West is monitoring the
progress of a federally mandated Renewable Portfolio Standard
("RPS") for utilities. The Company's position on this legislation is
first and foremost, that any federal RPS should not preempt or
undermine a state RPS or RES. Second, if a federal RPS exists, it
should apply broadly. Finally, nuclear generation should be included
in the RPS resource mix. At the state level, the Company supported
two important renewable initiatives involving the installation of solar
devices in businesses through transfer of solar credits and state
contracting practices for energy efficient heating and cooling
equipment
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The following discussion identifies specific of areas of focus and
successes at the both federal and state levels

FEDERAL AFFAIRS

Energy issues at the federal level have a considerable potential
impact on APS and its customers, and it is important that policy-makers in
Washington appreciate the impact of any prospective legislation on
Arizona. This is especially true given Arizona's unique position as one of
the fastest growing states in the nation, in which certain energy laws (such
as potential cap and trade legislation relating to greenhouse gas
emissions) could, if passed, have a disproportionately negative impact on
Arizona electric consumers. Every other state in the nation has utilities
and special interest groups with specific issues and concerns some of
which are contradictory to those of Arizona and APS. It is important that
APS maintain a voice in this ever-changing political environment to ensure
that the interests of the Company and its customers are not overlooked
and that the political playing field is not left open to the lobbying efforts of
other utilities, states, and regions that would advance their interests at
Arizona's expense

Successes at the federal level include

Equipment import tariff suspension. In the past, the Company
led the nuclear industry's efforts to suspend the tariff on the importation of
replacement steam generators and nuclear vessel heads for Palo Verde
This provision was added to the Trade Bill of 2002 over significant
opposition and has saved approximately $10 million in costs at Palo Verde
In an effort to retain those savings today, the Company is again leading the
industry effort to combat a movement to repeal this crucial piece of
legislation

Solar Income Tax Credit renewal. The Federal Affairs Department
is currently working with a coalition of utilities to maintain the Solar
Investment Tax Credit (currently scheduled to expire in December of
2008), which was removed from the most recent federal energy bill that
was signed into law by President Bush in December 2007, so that APS
and its customers can continue to take advantage of the benefits offered
by the tax credit. This legislation is a lynchpin of the recently announced
utility-scale solar power plant planned by APS and Abengoa Solar, which
would bring $1 billion of solar investment to Arizona
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Nuclear fuel import benefit. The Company's federal lobbyist is
working with a coalition of nuclear power plant owners and operators to
oppose a bill that would place a tariff on the shipment of enriched nuclear
fuel into the United States. Currently, this fuel source is selling at below
market prices. By opposing this bill, APS's Federal Affairs Department
seeks to preserve a direct cost benefit to APS customers in the form of
lower nuclear fuel costs. If a tariff is imposed, this benefit would most likely
disappear

Climate change legislation. The Federal Affairs Department is
also playing an active role in shaping the emerging climate change policy
which is the topic of numerous federal bills. While any one of these biffs, if
passed, will ultimately increase costs to the Company and its customers
the financial impact of each to APS and its customers varies significantly
and the ultimate result could increase costs by as much as tens of millions
of dollars in the short-term and hundred of millions in the long-term. For
example, the Lieberman-Warner bill would cost APS roughly $131 million
in 2012, $334 million by 2020, and rise to more than $1 billion per year by
2030. This bill would be substantially more costly than others, such as the
Bingaman bill, which would increase APS's costs by $77 million in 2012
and would ramp up to more than $200 million in 2020 (a relatively smaller
financial impact). APS's lobbying efforts with respect to this emerging
body of legislation are aimed at educating legislators on the financial
impact of the proposals and identifying other regional concerns, particularly
in states l ike Arizona and New Mexico that are experiencing high
population growth

STATE AFFAIRS

State energy policy. The Company's Public Affairs Department is
currently working with the Governor's Office, Legislature, and interested
stakeholders to devise state-wide energy legislation that makes sense to
Arizona customers and utilities alike, and which also acknowledges the
Commission's authority. While the fiscal, public policy, and other important
impacts of such legislation are not yet calculable, the benefits to APS's
customers of the Company's involvement at this early stage and
throughout the development of the bill will undoubtedly exceed the costs
involved

Property tax legislation. Because APS has invested in a considerable
amount of property in Arizona, the Company's Public Affairs Department
consistently advocates tax policy that would lower APS's property tax bill



Attachment DEB-5 Page 6 off

(a savings that is ultimately passed on to customers). As part of that effort
APS's state lobbyists worked to support two successful pieces of
legislation that will save APS and its customers millions of dollars per year
in property taxes

o

O

HB2784 (Laws 2007, Chapter 258), for example, accelerated the
reduction in the property assessment ratio (the ratio that determines
the value of assets for property tax purposes), resulting in a total
savings for APS and its customers of about $20 million per year
when fully implemented
HB2657 (Laws 2007, Chapter 203), another important property tax
bill, clarified problems that had arisen over the valuation of land
associated with generation facilities, resulting in a tax savings to
APS and its customers of roughly $700,000 annually (not to mention
the reduction of costly and time-consuming appeals of higher tax
bills)

Metal theft. Given the increasing prices for commodities in general
(and copper in particular), legislation pertaining to metal theft ranked high
among the Company's operational concerns, and our Public Affairs
delegation worked towards the successful passage of HB2314, which
imposed stringent record keeping requirements on scrap metal dealers
and increased the penalties for damages to utility property caused by
stealing metal

APS firmly believes that the positions and efforts it undertakes in the
political arena produce benefits to its customers. Nevertheless, the nature
of the political process - consisting of long, drawn-out negotiations lasting
for several sessions over bills with fluid iterations that change from one
session to the next -- makes it remarkably difficult to track the extent to
which the Company's lobbying efforts actually caused an end result
particularly if looking at one historical test year in isolation. Even so, by
educating federal and state political officials about the unique issues these
bil ls present to APS and its customers, and finding all ies in other
organizations that will join with the Company in support of or opposition to
a bill, the Company makes it more likely that the end result will be one that
protects the interests of its customers and its shareholders alike
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DIRECT TESTIMONY OF WILLIAM E. AVERA
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E-01345A-08- )

1. INTRODUCTION AND SUMMARY OF CONCLUSIONS

Q- PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. William E. Avert, 3907 Red River, Austin, Texas, 78751.

Q. IN WHAT CAPACITYARE YOU EMPLOYED?

I am the President of FINCAP, Inc., a firm providing financial, economic, and

policy consulting services to business and government.

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of my testimony is to present to the Arizona Corporation

Commission (or "Commission") my independent assessment of the fair rate of

return on equity ("ROE") for the jurisdictional electric utility operations of

Arizona Public Service Company ("APS" or "Company"). In addition, I also

examined the reasonableness of APS' capital structure, considering both the

specific risks faced by the Company and other industry guidelines. APS has

selected a return on equity from the lower end of my reasonable range to be

incorporated with the component cost of debt and APS' capital structure to

arrive at the overall rate of return that I believe should be applied to the

Company's fair value rate base.

A. Summary of Conclusions

Q- WHAT ARE YOUR FINDINGS REGARDING THE FAIR RATE OF
RETURN ON EQUITY FOR APS?
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A. Based on the results of my analyses and the economic requirements necessary to

support continuous access to capital, I recommend that APS be authorized a fair

A.

A.

1



ra te  of re turn on e quity in the  ra nge  of 11.25 pe rce nt to 12.5 pe rce nt. My

findings were  based on the  following analyses :

In  o rde r to  re fle c t the  ris ks  a nd  p ros pe c ts  a s s oc ia te d  with  AP S  '
jurisdictiona l utility ope ra tions , my ana lyses  focused on a  proxy group of
twenty othe r utilitie s  with comparable  inves tment risks ,

Consis tent with the  fa ir va lue  ra te  base  s tandard, and the  fact tha t utilities
mus t compe te  for ca pita l with finns  outs ide  the ir own indus try, I a ls o
re fe renced a  proxy group of comparable  risk companies  in the  non-utility
sector of the  economy,

R e fle c tin g  th e  fa c t th a t in ve s to rs '  re q u ire d  re tu rn  o n  e q u ity is
unobs e rva ble  a nd no s ingle  me thod s hould be  vie we d in is ola tion, I
applied both the  discounted ca sh flow ("DCF") and capita l a s se t pricing
mode l ("CAP M") me thods  to e s tima te  a  fa ir ROE for the s e  a lte rna tive
proxy groups . Both of the s e  me thods  a re  forwa rd-looking a nd ca n be
applied under the  fa ir value  ra te  base  s tandard without adjustments:

O My applica tion of the  cons tant growth DCF mode l cons ide red four
a lte ra tive  growth me a s ure s  ba s e d on proje cte d e a rnings  growth
a nd the  s us ta ina ble , "Br+s v" growth ra te  for e a ch firm in  the
respective  proxy groups ,

O Afte r e limina ting low- a nd high-e nd outlie rs , my DCF a na lys e s
implie d a  cos t of e quity of 11.0 pe rce nt for the  proxy group of
e le ctric  u tilitie s  a nd 12.7  pe rce nt for the  group of non-utility
companies ,

O My CAPM ana lyses  were  based on forward-looking da ta  tha t bes t
reflects  the  underlying assumptions  of this  approach,

O Applica tion of the  CAP M a pproa ch implie d a  cos t of e quity of
12.2 pe rce nt for the  group of twe nty compa ra ble  ris k e le ctric
u tilitie s  a nd  lI.l pe rce n t fo r the  firms  in  the  non-u tility p roxy
group,
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O Based on these  results , I concluded that a  reasonable  range for the
cos t of e quity for AP S  is  in  the  11.25 pe rce nt to  12.5 pe rce nt
range.



Cons ide ring inves tors ' expecta tions  for capita l marke ts  and the  need to support

fina ncia l inte grity a nd fund crucia l ca pita l inve s tme nt e ve n unde r a dve rs e

c ircums ta nce s , I conclude d  tha t AP S ' re que s te d  ROE of 11 .5  pe rce n t is

reasonable . Based on my eva lua tion, I de te rmined tha t:

Because  APS' reques ted ROE of 11.5 pe rcent fa lls  be low the  midpoint of
my re comme nde d  ra nge , it re p re s e n ts  a  cons e rva tive  e s tima te  o f
investors ' required ra te  of re turn under the  fa ir va lue  ra te  base  s tandard,

The reasonableness  of an 11.5 percent ROE for APS is  a lso supported by
the  need to consider APS' weakened credit s tanding:

O The  pre s s ure s o f fund ing  s ign ifica n t ca p ita l e xpe nd itu re s ,
incre a s e d re gula tory a nd ope ra ting ris ks , a nd the  pote ntia l for
continued regula tory lag he ighten the  uncerta inties  associa ted with
AP S ;

O Given APS' present ra tings , an inadequa te  ra te  of re turn imposed
in this  proceeding would furthe r pre ssure  APS ' financia l flexibility
and credit s tanding,

O Ra ting a ge ncie s  ha ve  wa rne d of a  pos s ible  downgra de  to AP S '
credit s tanding going forward, which would place  the  Company in
the  same ca tegory as  specula tive , or "junk" securities .

G ive n  th e  e c o n o mic  re a lity th a t AP S ' a c tu a l re tu rn s  h a ve  fa lle n
sys tema tica lly short of the  a llowed ROE, this  recommenda tion a ssumes
tha t the  Commiss ion a cce pts  a n a djus tme nt for a ttrition to give  APS a n
opportunity to actua lly am 11.5 pe rcent, and

The  ROE es tima te s  deve loped in my te s timony, a s  we ll a s  the  we ighted
cos t of capita l reques ted by APS, can and should be  applied to fa ir va lue
ra te  base , without adjus tment, s ince  the  es timation methods  a re  forward-
looking and based on re turns required on market values.
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Q. HO W DID YO U C O NDUC T  YO UR  ANAL YS IS  O F  T HE  C O S T  O F
E Q UIT Y S 0  T HAT  T HE  R E S ULT  C AN B E  AP P LIE D T O  T HE  F AIR
VALUE RATE BAS E WITHOUT ADJ US TMENT?

A. I implemented the  DCF and CAPM methods  us ing forward-looking expecta tions

applied to current ma rke t va lue s  tha t a re  cons is tent with a  fa ir va lue  ra te  ba se



standard. My DCF a pproa ch us e d e xpe cte d divide nd yie lds  a nd fore ca s te d

growth ra te s  based on profe ss iona l security ana lys ts ' current expecta tions . My

a pplica tion of the  CAP M wa s  ba s e d on e xpe cte d divide nd yie lds  a nd growth

forecas ts  unde rlying the  expected re turn on the  broad marke t. I did not employ

ris k p re mium e s tima te s  ba s e d  on  h is to rica l re tu rn s  no r d id  I re fe re nce

compa ra ble  e a rnings  on origina l cos t inve s tme nt. By us ing forwa rd-looking

approaches  tha t es timate  the  cos t of equity based on current marke t va lues , the

re s ulting re a s ona ble  ROE ra nge  is  cons is te nt with my unde rs ta nding of the

cons titutiona l requirements  in Arizona . Thus , the  11.5 pe rcent re turn tha t APS

selected from the  lower end of my reasonable  range can be  applied under the  fa ir

value ra te  base standard without iiurther adjustments .

Q- IS  ATTR ITIO N A LEG ITIMATE C O NS IDER ATIO N IN ES TAB LIS HING
AP S '  RATES  FOR ELECTRIC UTILITY S ERVICE?

Yes. Re gula tory la g is  pre va le nt in  Arizona  a nd a ttrition re ma ins  a  ma jor

conce rn of the  'inves tment community. Absent an adjus tment for a ttrition, such

as  tha t proposed by APS, the  Company will be  denied an opportunity to ea rn its

authorized ROE. My tes timony demons tra tes  tha t:

APS is  unde rta king a  huge  ca pita l inve s tme nt progra m in orde r to me e t
the  growing re quire me nts  of cus tome rs . Continue d re gula tory la g will
pre ve nt the  Compa ny from a chie ving time ly cos t re cove ry, which would
erode the  Company's  credit metrics  and result in ra ting downgrades ,

Se tting ra tes  a t a  level tha t considers  the  impact of a ttrition and a llows the
utility a n opportunity to a ctua lly e a rn its  a uthorize d ROE is  cons is te nt
with fundamenta l regula tory principles  :
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O To be  fa ir to inves tors  and to benefit cus tomers , a  regula ted utility
mus t ha ve  a n opportunity to  a ctua lly e a rn a  re tu rn  th a t will
ma in ta in  fina nc ia l in te grity, fa c ilita te  ca p ita l a ttra c tion , a nd
compensa te  for risk,

A.
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Centra l to the  de te rmina tion of rea sonable  ra te s  for utility se rvice
is  the  notion tha t owne rs  of public utility prope rtie s  a re  prote cte d
from confisca tion

De nying AP S  the  opportunity to e a rn a  s ufficie nt re turn through
the  impa ct of a ttrition is  the  e conomic e quiva le nt of ta king the
capita l va lue  of exis ting inves tors

The  adjus tment proposed by APS represents  a  logica l approach to
attenuate the impact of attrition

WHAT IS  YOUR CONCLUS ION AS  TO THE REAS ONABLENES S  OF
THE COMPANY'S  CAPITAL STRUCTURE?

A. Ba s e d  o n  my e va lu a tio n ,  I c o n c lu d e d  th a t  a  c o mmo n  e q u ity ra tio  o f

approximate ly 54 percent represents  a  reasonable  bas is  from which to ca lcula te

AP S ' ove ra ll ra te  of re turn . This  conclus ion wa s  ba s e d on the  following

findings

APS ' re que s te d ca pita liza tion is  cons is te nt with the  Compa ny's  ne e d to
s trengthen its  credit s tanding and financia l flexibility a s  it s eeks  to ra ise
a dditiona l ca pita l to fund s ignifica nt s ys te m inve s tme nts  a nd me e t the
requirements  of its  growing se rvice  te rritory

AP S ' propos e d common e quity ra tio  is  cons is te nt with  the  ra nge  of
capita liza tions  ma inta ined by the  finns  in my utility proxy group

My conclus ion is  re inforced by the  inves tment community's  focus  on the
ne e d for gre a te r e quity to a ccommoda te  highe r ope ra ting risks  a nd the
pressures  of funding s ignificant capita l inves tments , as  well as  the  impact
of off-balance sheet commitments such as purchased power agreements

Regula tory support for higher equity leve ls  is  necessary to mainta in APS
fina nc ia l fle xib ility a nd  p re s e rve  the  Compa ny's  ca pa c ity to  fund
inve s tme nts  tha t will e ns ure  re lia b le  s e rvice  a nd  fa c ilita te  fu rthe r
deve lopment of e lectric utility infra s tructure  in Arizona

Q. WHAT OTHER EVIDENCE DID YOU CONS IDER IN EVALUATING
YOUR RECOMMENDATION IN THIS  CAS E?

A. My recommendation was reinforced by the following findings



S e ns itivity to re gula tory unce rta intie s  ha s  incre a s e d dra ma tica lly a nd
inve s tors  re cognize  tha t cons tructive  re gula tion is  a  ke y ingre die nt in
supporting utility credit s tanding and financia l integrity,

AP S  mus t compe te  for inve s tors ' ca pita l with othe r utilitie s  a nd non-
utility bus ine sse s  of compa rable  risk. If the  Company is  not provided an
opportunity to  e a rn a  re turn tha t is  s ufficie nt to  compe ns a te  for the
unde rlying risks , inves tors  will be  unwilling to supply capita l,

Investors  are  aware of the  near-tenn challenges posed by upward pressure
on cos ts  a nd ris ing ca pita l e xpe nditure s . P rovid ing  AP S  wide  the
opportunity to e a rn a  re turn tha t re fle cts  the s e  re a litie s  is  a n e s s e ntia l
in g re d ie n t to  ma in ta in  th e  C o mp a n y's  fin a n c ia l p o s itio n ,  wh ic h
ultima te ly bene fits  cus tomers  by ensuring re liable  se rvice  a t lower long-
run cos ts ,

S tre ngthe ning AP S ' fina ncia l inte grity is  impe ra tive  to e ns ure  tha t the
Company has  the  capability to mainta in an inves tment grade  ra ting while
confronting the pressures  . associa ted with funding substantia l
in fra s truc tu re  de ve lopme n t a nd  e ns u ring  AP S ' a b ility to  re s pond
effective ly to unforeseen events .

B. Qualy'ications

Q- WHAT ARE YOUR QUALIFICATIONS ?
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A. I re ce ive d a  B.A. de gre e  with a  ma jor in e conomics  from Emory Unive rs ity.

Afte r s e rving in the  U.S . Na vy, I e nte re d the  doctora l progra m in e conomics  a t

the  Unive rs ity of North Ca rolina  a t Cha pe l Hill. Upon re ce iving my P h.D., I

joine d the  fa culty a t the  Unive rs ity of North Ca rolina  a nd ta ught fina nce  in the

Gra dua te  S chool of Bus ine s s . I s ubs e que ntly a cce pte d a  pos ition a t the

Unive rs ity of Te xa s  a t Aus tin whe re  I ta ught course s  in fina ncia l ma na ge me nt

a nd inve s tme nt a na lys is . I the n we nt to work for Inte rna tiona l Pa pe r Compa ny

in Ne w York City a s  Ma na ge r of Fina ncia l Educa tion, a  pos ition in which I ha d

re spons ibility for a ll corpora te  educa tion programs  in finance , a ccounting, and

economics .
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I

In 1977, I joine d the  s ta ff of the  Public Utility Commiss ion of Te xa s  (PUCT) a s

Dire ctor of the  Economic Re se a rch Divis ion. During my te nure  a t the  PUCT,

ma na ge d a  divis ion re spons ible  for fina ncia l a na lys is , cos t a lloca tion a nd ra te

de s ign, e conomic a nd fina ncia l re s e a rch, a nd da ta  proce s s ing sys te ms , a nd I

te s tifie d in ca se s  on a  va rie ty of fina ncia l a nd e conomic is sue s . S ince  le a ving

the  PUCT, I have  been engaged as  a  consultant. ha ve  pa rticipa te d in a  wide

ra nge  of a s s ignme nts  involving utility-re la te d ma tte rs  on be ha lf of utilitie s ,

indus tria l cus tome rs , municipa litie s , a nd re gula tory commis s ions . I h a ve

p re vious ly te s tifie d  be fo re  the  F e de ra l Ene rgy Re gu la to ry Commis s ion

("FERC"), a s  we ll a s  the  Fe de ra l Communica tions  Commis s ion ("FCC"), the

Surfa ce  Tra ns porta tion Boa rd (a nd its  pre de ce s s or, the  Inte rs ta te  Comme rce

Commiss ion), the Canadian Ra dio-Te le vis ion and Telecommunica tions

Commiss ion, and regula tory agencie s , courts , and legis la tive  committee s  in 39

s ta tes , including the  ACC.

I

In 1995, I wa s  a ppointe d by the  P UCT to the  S ynchronous  Inte rconne ction

Committe e  to  a dvis e  the  Te xa s  le g is la tu re  on  the  cos ts  a nd  be ne fits  o f

connecting Texas  to the  na tiona l e lectric transmiss ion grid. In addition, I se rved

a s  a n outs ide  dire ctor of Ge orgia  Sys te m Ope ra tions  Corpora tion, the  sys te m

opera tor for e lectric coopera tives  in Georgia .
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I have  sewed a s  Lecture r in the  Finance  Depa rtment a t the  Unive rs ity of Texas

a t Austin and taught in the  evening gradua te  program a t St. Edward's  Univers ity

for twenty yea rs . In addition, I have  lectured on economic and regula tory topics

in progra ms  s pons ore d by unive rs itie s  a nd indus try groups . I ha ve  ta ught in

hundreds  of educa tiona l programs for financia l ana lys ts  in programs sponsored

by the  As s ocia tion for Inve s tme nt Ma na ge me nt a nd Re s e a rch, the  Fina ncia l
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1

2

3

4

Ana lys ts  Re vie w, a nd loca l fina ncia l a na lys ts  socie tie s . The se  progra ms  ha ve

be e n pre s e nte d in As ia , Europe , a nd North Ame rica , including the  Fina ncia l

Ana lys ts  S e mina r a t Northwe s te rn Unive rs ity. I hold the  Cha rte re d Fina ncia l

of the  Fina ncia l Ma na ge me nt As s ocia tion. I ha ve  a ls o s e rve d on the  Boa rd of

Dire ctors  of the  North Ca rolina  S ocie ty of Fina ncia l Ana lys ts . I wa s  e le cte d

Vice  Cha irma n of the  Na tiona l As s ocia tion of Re gula tory Commis s ione rs

("NAR UC ") S u b c o mmitte e  o n  E c o n o mic s  a n d  a p p o in te d  to  NAR UC 's

Te chnica l Subcommitte e  on the  Na tiona l Ene rgy Act. I ha ve  a lso se rve d a s  a n

office r of va rious  othe r profe s s iona l orga niza tions  a nd s ocie tie s . A re s ume

conta in ing the  de ta ils  of my e xpe rie nce  a nd qua lifica tions  is  a tta che d a s

Appe ndix A.

C. Overview
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UTILITY'S RATES?
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The  ra te  of re turn compensa te s  inves tors  for the  use  of the ir capita l to finance

the  pla nt a nd e quipme nt ne ce s sa ry to provide  utility s e rvice . Inve s tors  commit

ca pita l only if the y e xpe ct to e a rn a  re turn on the ir inve s tme nt comme ns ura te

with re turns  a va ila ble  from a lte rna tive  inve s tme nts  with compa ra ble  ris ks . To

be consis tent with sound regula tory economics  and the  s tandards  se t forth by the

United Sta tes  Supreme Court in the  Elue fe ldl and Hoped cases , a  utility's  ra te  of

re turn, and the  a llowed re turn on equity (ROE) should be  sufficient to (1) fa irly

compensa te  the  utility's  inves tors , (2) enable  the  utility to offe r a  re turn adequate

25

26

18luQ'ield Water Works & Improvement Co. VS Pub. Sera Comm 'n, 262 U.S. 679 (1923). In this and other
citations of cases, I am not rendering a legal opinion since I am not an attorney. My interpretation is based on my
Lmderstanding as an economist and financial analyst.
2 Fed Power Comm 'n u Hope Natural Gas Co., 320 U.S. 591 (1944). The Arizona Supreme Court has found
dir t the Hope case cannot be interpreted to require a particular rate base to violate the Arizona Constitution which
provides for a fair value rate base in Simms v Round Valley Light & Power Co., 80 Ariz. 145 (1956).

23

24
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to attract new capital on reasonable terns, and (3) maintain the utility's financial

integrity

Q- PLEASE SUMMARIZE THE INFORMATION AND MATERIALS YOU
RELIED ON TO SUPPORT THE OPINIONS AND CONCLUSIONS
CONTAINED IN YOUR TESTIMONY

To prepare my testimony, I used information from a variety of sources that

would normally be relied upon by a person in my capacity. I am familiar with

the organization, finances, and operations of APS from my participation in prior

proceedings before the ACC. In connection with the present filing, I considered

and relied upon corporate disclosures, publicly available financial reports and

filings, and other published information relating to APS and its parent company

Pinnacle West Capital Corporation ("Pinnacle West"). I also reviewed

information relating generally to capital market conditions and specifically to

investor perceptions, requirements, and expectations for electric utilities. These

sources, coupled with my experience in the fields of finance and utility

regulation, have given me a working knowledge of the issues relevant to

investors' required rate of return for APS, and they form the basis of my

analyses and conclusions

Q- HOW IS YOUR TESTIMONY ORGANIZED?

A.

A. Itirst reviewed the operations and finances ofAPS, as well as general conditions

in the electric utility industry. With this as a background, I described the

conceptual principles underlying investors' required rate of return and then

conducted various well-accepted quantitative analyses to estimate the current

cost of equity, including alternative applications of the DCF approach and

CAPM. From the cost of equity range indicated by my analyses, a rate of return

on equity was selected taking into account the fair value rate base standard used



in  th is  juris d ic tion  a nd the  e conomic re quire me nts  a nd s pe cific  ris ks  a nd

potentia l cha llenges  for APS' e lectric utility opera tions  in Arizona

11. F UNDAMENTAL ANALYS ES

Q- WHAT IS  THE P URP OS E OF THIS  S ECTION?

As  a  pre dica te  to my a na lyse s , this  s e ction brie fly re vie ws  the  ope ra tions  a nd

fina nce s  of APS, a long with the  risks  a nd prospe cts  for the  utility indus try. An

unde rs ta nding of the s e  funda me nta l fa ctors  is  e s s e ntia l in  de ve loping a n

informe d opinion a bout inve s tor e xpe cta tions  a nd re quire me nts  tha t form the

bas is  of a  fa ir ra te  of re turn

Arizona  Public Service  Company

Q- BRIEFLY DES CRIBE AP S

A. The  principa l s ubs idia ry of P inna cle  We s t, AP S  is  prima rily e nga ge d in the

ge ne ra tion, tra ns mis s ion, a nd dis tribution of e le ctric powe r to more  tha n a

million cus tome rs  in 11 of Arizona 's  15 countie s , with the  ma jor e xce ptions  of

about one -ha lf of the  Phoenix me tropolitan a rea , the  Tucson me tropolitan a rea

a nd Moha ve  County in northwe s te rn Arizona . In a ddition to providing re ta il

e le ctric utility s e rvice , the  Compa ny a ls o s e lls  e le ctric powe r a t whole s a le  to

municipa litie s  a nd othe r utilitie s . During the  a djus te d te s t ye a r, re ta il e ne rgy

s a le s  a mounte d to 28.6 million me ga wa tt-hours  ("MWh") hours . Sa le s  to

re s ide ntia l cus tome rs  compris e d a pproxima te ly 51 pe rce nt of re ta il re ve nue s

fro m b a s e  ra te s ,  wh ile sales to non-res identia l customers comprised

approxima te ly 49 pe rcent of re ta il revenues  from base  ra te s ." In addition, APS

ha d tota l de pre cia ble  a s s e ts  of a pproxima te ly $11.8 billion," with ope ra ting

APS Rate Filing, Schedule H-2

Ibid. Schedule A-4

A.
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revenues totaling approximately $2.9 biIlion.5

The  Company owns  approxima te ly 6,158 MW of gene ra ting facilitie s , including

its  29 .1% in te re s t in  the  th re e  nuc le a r un its  o f the  P a lo  Ve rde  Nuc le a r

Gene ra ting S ta tion ("Pa lo Verde"), with a  tota l capacity of approxima te ly 1,147

MW. In 2007, nuclea r genera tion accounted for approximate ly 24 pe rcent of the

e lectric ene rgy provided by APS, with coa l a t 40 pe rcent, and na tura l gas  a t 20

pe rce nt. In a ddition to its  own ge ne ra ting ca pa city, AP S  re lie d on purcha s e d

power for the  remaining 16 percent of its  2007 energy needs . APS' transmiss ion

and dis tribution facilities  cons is t of over 18,000 pole  miles  of overhead lines  and

over 15,000 miles  of underground lines .

The  Compa ny's  re ta il e le ctric ope ra tions  a re  s ubje ct to the  juris diction of the

Commiss ion, with  tra ns mis s ion ope ra tions b e in g  re g u la te d  b y F E R C .

Additiona lly, APS ' nucle a r fa cilitie s  a re  s ubje ct to lice ns ing a nd ove rs ight by

the  Nucle a r Re gu la to ry Commis s ion  ("NRC"). While  the  Commis s ion

origina lly a pprove d rule s  to re s tructure  Arizona 's  e le ctric utility indus try in

1999, it e ffe ctive ly ha lte d this  proce s s  following the  We s te rn e ne rgy cris is  in

2000-2001. Although future  le ga l a nd re gula tory de ve lopme nts  s urrounding

indus try re s tructuring re ma in unce rta in, a t the  time  of this  filing the re  a re  no

active  re ta il compe titors  providing unbundled ene rgy or othe r utility se rvice s  to

APS' cus tomers .

Q- DOES APS ANTICIPATE THE NEED TO ACCESS THE CAPITAL
MARKETS GOING FORWARD?
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Mos t de finite ly. APS  will re quire  ca pita l inve s tme nt to me e t cus tome r growth,

provide  for necessa ry maintenance  and replacements  of its  utility infras tructure ,

5 Ibid, Schedule E-2.
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a s  we ll a s  fund ne w inve s tme nt in e le c tric  ge ne ra tion, tra ns mis s ion a nd

dis tribution facilities . APS ' s ervice  area  is  one  of the  -fas tes t growing regions  in

the  U.S . and the  Company anticipa tes  continued popula tion growth expans ion

on the order of 2 percent to 3 percent annually, with a  corresponding increase in

required facilities  and e lectric demand over the  next ten years . In order to keep

pace  with cus tomer growth and enhance  utility infras tructure , APS  anticipa tes

cons truction expenditures  in excess  of $1 billion over the next several years . As

Fitch re ce ntly note d, "AP S  is  in the  mids t of a  ma jor inve s tme nt cycle ," a nd

"s ignificant external financing, both debt and equity, will be  required to fund the

program. S upport fo r AP S ' fina nc ia l in te g rity a nd  fle xib ility will be

ins trume nta l in a ttra cting the  ca pita l ne ce s s a ry to fund the s e  proje cts  in a n

effective manner.

,,6

Q- HOW ARE FLUCTUATIONS IN APS' OPERATING EXPENSES
CAUSED BY VARYING FUEL AND POWER MARKET CONDITIONS
ACCOMMODATED IN ITS RATES?

1
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8

9

1 0

11

1 2

1 3

1 4

15

1 6

1 7

18

1 9

2 0

21

2 2

2 3

2 4

25

2 6

A. AP S  recove rs  va ria tions  in purchas ed power and fue l cos ts  through a  power

supply adjus tor ("PSA"). Under the PSA, the base fuel ra te  is  es tablished based

on a nnua l proje c tions  for the  fo llowing ye a r file d  with  the  Commis s ion.

Monthly differences  between the  actual cos ts  for purchased power and fuel and

the  bas e  fue l ra te  a re  de fe rred for future  recove ry or re fund. At yea r-end, the

de fe rred ba lance  is  e ithe r cha rged to or credited back to cus tomers  ove r the

coming yea r. As  a  re s ult, de via tions  in a ctua l ve rs us  proje cte d cos ts  a re

colle cte d on a  one -ye a r la gge d ba s is . In the  e ve nt tha t AP S  e xpe rie nce s

une xpe c te d vola tility in  powe r cos ts , it ca n a pply to the  Commis s ion for

consideration of a mid-year surcharge to address  extenuating circumstances .

6 Fitch Ratings , Ltd., "Arizona  Public Service Company,"Globa l P owe r US . & Ca na da  Cre dit Ana lys is (Jan. 23,
2008).
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The PSA continues to provide for a sharing mechanism, under which APS must

absorb the first 10 percent of costs above the base fuel rate and may retain the

first 10 percent of savings when actual costs fall below projected levels.

Adjustments are limited to the sum of the prior year's total PSA plus or minus

$0.004 per kilowatt-hour ("kwh"), with additional amounts being recorded in a

balancing account for future recovery.

Q. WHAT CREDIT RATINGS HAVE BEEN ASSIGNED TO APS?

Currently, APS is assigned a corporate credit rating of "BBB-" by Standard &

Poor's Corporation ("S&P"). Moody's Investors Service ("Moody's") has

assigned the Company an issuer rating of "Baan", with Fitch Ratings Ltd.

("Fitch") assigning a "BBB-" issuer default rating. Citing the pressures of

funding significant capital expenditures, increased regulatory and operating

risks, and the potential for continued regulatory lag, Moody's and Fitch have

both assigned a "negative" outlook to the Company, informing investors of a

possible downgrade going forward.7 The "BBB-" ratings assigned by S&P and

Fitch represent the lowest rung on the ladder of the investment grade scale, and

any further downgrade would place the Company in the same category as

speculative, or "junk" securities.

B. Utility Industry

Q- WHAT GENERAL CONDITIONS HAVE
CHARACTERIZED THE UTILITY INDUSTRY?

RECENTLY

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

Over the past decade, the industry has experienced significant structural change

resulting from market forces and legislative and regulatory initiatives. At least

initially, this process was largely driven by regulatory reforms at the federal

7 Moody's Investors Service, "Credit Opinion: Arizona Public Service Company," Credit Research (Dec. 17, 2007),
Fitch Ratings Ltd., Fitch Revises Pinnacle West's Outlook to Negative, Affrms 'BBB-'IDR," Press Release (Dec.
21, 2007).

A.

A.
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leve l. The  Ene rgy Policy Act of 1992 grea tly increased prospective  compe tition

for the  production a nd s a le  of powe r a t the  whole s a le  le ve l, with the  FERC

being an aggress ive  proponent for actions  des igned to fos ter grea ter competition

in ma rke ts  for whole s a le  powe r s upply. More  re ce ntly, in re s pons e  to the

e s ta blis hing ince ntive -ba s e d ra te  tre a tme nts  to furthe r promote  whole s a le

competition through participa tion in transmiss ion organiza tions  and encouraging

grea te r capita l inves tment in e lectric utility infras tructure

Mos t ma rke t obse rve rs  a gre e  tha t, while  "ope n a cce s s " to FERC-jurisdictiona l

tra nsmis s ion fa cilitie s  ha s  re sulte d in more  compe tition, it ha s  a lso introduce d

s ubs ta ntia l ris ks  - pa rticula rly for utilitie s  tha t pa rticipa te  in whole s a le  e ne rgy

marke ts

Q- HOW HAVE INVESTORS' RISK PERCEPTIONS FOR FIRMS
INVOLVED IN THE ELECTRIC UTILITY INDUSTRY EVOLVED?

Imple me nta tion of s tructura l cha nge  a nd re la te d e ve nts  ca us e d inve s tors  to

re think the ir a ssessment of the  re la tive  risks  a ssocia ted with the  e lectric power

indus try. A we ll-publicized energy cris is  in the  Wes t wreaked havoc on regiona l

e ne rgy ma rke ts  a nd ha d dra ma tic re pe rcus s ions  for inve s tors  a nd utilitie s

na tionwide . Be yond ca us ing re gula tors  a nd le gis la tors  in  ma ny s ta te s

including Arizona  --- to re -e va lua te  indus try re s tructuring pla ns  for the  re ta il

s e ctor, the  fina ncia l implica tions  of the  We s te rn e xpe rie nce  de mons tra te d the

risks  facing the  e lectric power indus try

26

Pub. L. No. 109-58, 119 Stat. 594 (2005)
Promoting Transmission divestment Through Pricing Reform, Order No. 679, FERC Stats, & Rags. 1[31,222

(2006), order on reh'g., Order No. 679-A, FERC Stats. & Reps. 1131,236 (2006), order on reh'g. and clarify
Order No. 679-B, 119 FERC 'H61,062 (2007) (codified at 18 C.F.R. §§ 35.34-35.)
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1 4



Q- WAS THERE A CORRESPONDING IMPACT ON THE INDUSTRY'S
CREDIT STANDING?

Yes. The years following the Western power crisis witnessed steady erosion in

credit quality throughout the utility industry, both as a result of revised

perceptions of the risks in the industry and the weakened finances of the utilities

themselves. For example, during 2002, S&P recorded 182 downgrades in the

utility industry, versus only fifteen upgrades," while Moody's downgraded 109

utility issuers and upgraded Mree." Credit quality continued to decline during

2003, with S&P reporting that downgrades outpaced upgrades by more than

fifteen to one in the fourth quarter of 2003." S&P reported that the Maj rarity of

the companies in the utility sector now fall in the triple-B rating category and

noted a continued negative bias in the credit outlook

Q- IS THE POTENTIAL FOR ENERGY MARKET
ONGOING CONCERN FOR INVESTORS?

VOLATILITY AN

Most definitely. Investors recognize that the prospect of further turmoil in

energy markets cannot be discounted. S&P has reported continued spikes in

wholesale market prices since the Western power crisis," with Fitch noting that

elevated energy commodity prices" contribute to a "challenging environment

for electric utilities." Similarly, the FERC Commission Staff has continued to

recognize the ongoing potential for market disruption in the West, as a 2007

market assessment report concluded

Standard & Poor's Corporation, "U.S. Power Industry Experiences Precipitous Credit Decline in 2002
Negative Slope Likely to Continue," RatingsDirect (Jan. 15, 2003)

Moody's Investors Service, Credit Perspectives (Jul. 14, 2003) at 33
Standard & Poor's Corporation, "U.S. Utilities' Ratings Decline Continued in 2003, But Pace Slows

RatingsDirect (Feb. 2, 2004)
Standard & Poor's Corporation, "U.S. Electric Utilities Continued Their Long Shift To Stability In Third

Quarter," RatingsDirect (Oct. 23, 2007)
Standard & Poor's Corporation, "Fuel and Purchased Power Cost Recovery In The Wd<e Of Volatile Gas And

Power Markets - U.S. Electric Utilities To Watch," (Mar. 22, 2006)

A.

A.
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1

2

3

P rice s  a re  like ly to re ma in a  conce rn. La s t ye a r we  monitore d
tra nsa ction a bove  the  $400 pe r me ga wa tt hour We s te rn soft ca p
due  to s ca rcity a t pe a k. Give n the  like lihood of highe r-price d
na tura l ga s  in the  We s t this  ye a r, e xtre me  we a the r could e a s ily
raise prices to the peak level again in summer 2007.16

4

5

6

7

8

9

The  re port note d tha t othe r re giona l e le ctricity ma rke ts  we re  e xpe rie ncing

double -digit price  incre a s e s  a nd e xpre s s e d ongoing conce rn re ga rding tight

supply and congestion.17 FERC continues  to warn of load pocke ts  vulnerable  to

pe riods  o f h igh  pe a k de ma nd  a nd  unp la nne d  ou ta ge s  o f ge ne ra tion  o r

tra ns mis s ion ca pa city a nd ongoing re lia bility conce rns  le d FERC to e s ta blis h

mandatory standards for the bulk power system.18
10

11

12

13

14

15

16

17

18

In re ce nt ye a rs  utilitie s  a nd the ir cus tome rs  ha ve  a ls o ha d to conte nd with

dra ma tic fluctua tions  in ga s  cos ts  due  to ongoing price  vola tility in the  s pot

ma rke ts ." S &P  conclude d tha t "na tura l ga s  price s  ha ve  prove n to be  ve ry

vola tile " a nd wa rne d of a  "turbule nt journe y" due  to the  unce rta inty a s socia te d

with future  fluctua tions  in ene rgy cos ts .20 Fitch a lso highlighted the  cha llenges

tha t fluctua tions  in commodity price s  ca n ha ve  for utilitie s  a nd the ir inve s tors ,

concluding, "His torica lly high a nd vola tile  commodity price s  will continue  to

affect nearly the entire  power and gas sector."21

19

20

21

22

23

24

25

26

15 Fitch Ratings, Ltd., "U.S. Power and Gas 2007 Outlook,"Global Power North American Special Report (Dec.
15, 2006) at 1.
16 Federal Energy Regulatory Commission, Office of Market Oversight and Investigations, "Summer Energy
Market Assessment 2007," (May 17, 2007) at 14.
"pa at 4 and 15.
18 See Open Commission Meeting Statement of Chairman Joseph T Kelliher; Items E-13: Mandatory Reliability
Standards for the Bulk-Power System (Docket No. RM06-16-000) (March 15, 2007).
19 For example, the Energy Information Administration reported that the average price of gas used by electricity
generators (regulated utilities and non-regulated power producers) spiked tram an average price of $7.18 per Mcf
for the first eight months of 2005 to over $11.00 per Mcf in September and October
(http://tonto.eia.doe.gov/dnav/ng/ng_pri_sum_dcu_ nus_m.htm).
20 Standard &Poor's Corporation, "Top Ten Credit Issues Facing U.S. Utilities,"RatingsDirect (Jan. 29, 2007).
21 Fitch Ratings, Ltd., "U.S. Power and Gas 2007 Outlook," Global Power North American SpecialReport (Dec.
15, 2006) at 1.

1 6



In a ddition, while  coa l a nd nucle a r powe r ha ve  his torica lly provide d re la tive

s ta bility with re spe ct to fue l cos ts , ris ing price s  for the se  e ne rgy source s  ha ve

ra is e d inve s tors ' conce rns . In  a n  a rtic le  e n title d  "Ris ing  Coa l P rice s  Ma y

Threa ten U.S . Utility Credit Profile s ," S&P noted tha t:

More  recently, severa l current and s tructura l deve lopments  for the
coa l mining indus try ha ve  re sulte d in a  dra ma tic incre a se  in spot
coa l price s ."

The  Ene rgy Informa tion Adminis tra tion ("EIA"), a  s ta tis tica l a ge ncy of the  U.S .

De pa rtme nt of Ene rgy, re porte d tha t average de live re d coa l price s  for e le ctric

utilitie s  incre a s e d 9.7 pe rce nt in 2006, the  s ixth cons e cutive  a nnua l ris e .23

S imila rly, the  EIA docume nte d a n incre a s e  of 30 pe rce nt in  the  we ighte d-

average  price  pa id for uranium oxide  equiva lent over 2006.24 At the ' same time ,

he ighte ne d e nvironme nta l a wa re ne s s , pa rticula rly ove r ca rbon a nd othe r

e mis s ions , ha s  incre a s e d  e xpos ure  to  ma nda te d  re me dia tion  a nd  o the r

compliance  cos ts . The  impe ra tive  of me e ting e volving e mis s ions  s ta nda rds

implies  s ignificant capita l expenditures  for those  utilitie s , such as  APS, tha t re ly

s ignificantly on coa l-tired genera tion.
\

Q- DOES  THE P S A COMP LETELY ELIMINATE THE RIS K AS S OCIATED
WITH FLUCTUATIONS  IN P OWER S UP P LY COS TS ?
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No . The  curre nt P S A is  vie we d a s  s upportive  of the  Compa ny's  fina ncia l

integrity and an example  of cons tructive  regula tion, but it does  not apply to 100

pe rce nt of AP S ' powe r cos ts . More ove r, e ve n for utilitie s  with pe rma ne nt

e ne rgy cos t a djus tme nt me cha nis ms  in pla ce , the re  ca n be  a  s ignifica nt la g

be twe e n the  time  the  utility a ctua lly incurs  the  e xpe nditure  a nd whe n it is

22 Standard & Poor's Corporation, "Rising Coal Prices May Threaten U.S. Utility Credit Profiles," RatingsDirect
(Aug. 12, 2004). .
pa Energy Information Administration,Annual Coal Report 2006 at 9 (Nov. 2007).
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re cove re d from ra te pa ye rs . The  PSA doe s  not ins ula te  APS  from the  ne e d to

fina nce  de fe rre d powe r production a nd s upply cos ts , with Moody's  obs e rving

tha t the  Compa ny's  fina ncia l me trics  ha ve  be e n ne ga tive ly impa cte d a s  a

result.25

Eve n with a n e ne rgy cos t a djus tme nt me cha nis m, inve s tors  re cognize  the

ongoing pote ntia l for re gula tory dis a llowa nce s . As  S &P  obs e rve d in a  2004

re port:

[Fue l and purchased power adjus tment mechanisms  (FPPA)] va ry
s ubs ta ntia lly in the ir a bility to prote ct utilitie s  da ily a nd unde r
ca ta s trophic marke t movement. Moreover, it is  critica l to note  tha t
P a P P As  a re  no t a  s ubs titu te  fo r s upportive  re gu la tion ,  the
re gula tor's  a bility to  dis a llow cos ts  through e x-pos t prude nce
re vie w, re ga rdle s s  of the  e xis te nce  of a  FPPA, is  a  fa ct of life  for
utilitie s .

The  P S A provide s  tha t the  Commis s ion or Commis s ion S ta ff ma y re vie w the

prudence  of fue l and power purchases  a t any time  and a ll cos ts  flowed through

the  a djus tor a re  s ubje ct to re fund if the  Commis s ion la te r de te nnine s  tha t the

amounts  were  not prudently incurred.

Q» H AVE  IN VE S T O R S  R E C O G N IZ E D  T H AT  E L E C T R IC  U T IL IT IE S
F AC E  ADDIT IO NAL RIS KS BECAUS E O F T HE IMP AC T O F
INDUS TRY RES TRUCTURING ON TRANS MIS S ION OP ERATIONS ?

A.
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Yes . As  S&P recently a ffirmed, "The  U.S . e le ctric power indus try is  emba rking

on a  pe riod of ra pid cha nge . Mirroring this  tre nd, policy e volution in the,,27

24 Energy Information Administration, 2006 Uranium Marketing Annual Report (May 16, 2007).

25 Moody's Investors Service, "Credit Opinion: Arizona Public Service Company," Credit Opinion (Dec. 17,
2007).
26 Standard & Poor's Corporation, Utilities & Perspectives (Oct. 18, 2004).
27 Standard & Poor's Corporation, "Top Ten Credit Issues Facing U.S. Utilities," RatingsDirect (Jan. 29, 2007).

1 8



1

2

3

4

transmission area  has  been wide  reaching. Investors ' focus on regula tory change

in their assessment of risks and prospects  was recognized early on by S&P :

The  FERC is  in  the  proce s s  of cha nging e ve ry a s pe ct of the
e le ctric utility la ndsca pe , with indus try s a ge s  a nticipa ting furthe r
transmiss ion and wholesa le  marke t deve lopment guidance , which
could  a ffe c t the  s e gme nt's  c re d it p ros pe c ts  a nd  qua lity.
Unce rta inty will e xis t until ope ra ting rule s  a re  in pla ce  a nd ha ve
s1;abi1ized.2**

5

6

7

8

9

10

7929

13

More  re ce ntly, S&P confirme d a  "continue d la ck of cla rity from la wma ke rs  a nd

re gula tors  on the  re gula tory fra me work s urrounding tra ns mis s ion proje cts .

Transmiss ion opera tions  have  become increas ingly complex and inves tors  have

re cognize d  tha t d ifficu ltie s  in  obta in ing  pe rmits  a nd unce rta in ty ove r the

a de qua cy of a llowe d ra te s  of re turn ha ve  contribute d to he ighte ne d ris k a nd

fue led concerns  regarding the  need for additiona l inves tment in the  transmiss ion

sector of the  e lectric power indus try.
14

15

16

17

18

19

20

2 1

At the  same time , the  deve lopment of competitive  wholesa le  power marke ts  has

re sulted in increa sed demand for transmiss ion re source s . Conce rns  rega rding

the  ne e d to e ncoura ge  furthe r inve s tme nt in  the  tra ns mis s ion s e ctor we re

e xe mplifie d  by FERC's Orde r Nos . 679 a nd 679-A,30 which e s ta blis he d

ince ntive -ba s e d  ra te  tre a tme nts  to  p romote  inve s tme nt in  e le c tric  u tility

infra s tructure . While  the re  is  little  de ba te  tha t incre a s e d inve s tme nt in the

tra ns mis s ion s ys te m will be  re quire d to fully re a lize  the  be ne fits  of e ffe ctive

whole s a le  powe r ma rke ts , the  cha lle nge s  pos e d by a n incre a s ingly comple x

marke tplace  he ighten the  uncerta inties  associa ted with transmiss ion opera tions

22

23

24
28 Standard & Poor's  Corporation, "Electric Transmiss ion a t the Starting Gate,"Ra tings Dire ct (Ma y 10, 2002).
29 Standard & Poor's  Corpora tion, "Capita l Spending On Electric Transmiss ion Is  On The Upswing Around The
World,"Ra tings Dire e t (Aug. 7, 2006).
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1

2

while  re quiring the  commitme nt of s ignifica nt ne w ca pita l inve s tme nt to

maintain and enhance service capabilities.

3

4

Q- WHAT OTHER CONSIDERATIONS
EVALUATION OF APS?

AFFECT INVES TORS  9

5

6

Utilitie s  a re  confronting increased environmenta l pressures  tha t could impose

s ignifica nt unce rta intie s  a nd cos ts . S &P  cite d e nvironme nta l ma nda te s ,

including emissions, conservation, and renewable resources, as among of the top

te n cre dit is s ue s  fa cing U.S . utilitie s .31 S imila rly, Moody's  note d  tha t

"cons ide ra ble  unce rta inty" a ccompa nie d a ny a s s e s s me nt of the  Hiture

re quire me nts  a s s ocia te d with e nvironme nta l complia nce ,32 a nd cite d the

exposures  a s socia ted with environmenta l compliance  in eva lua ting the  credit

risks ofAPS.33
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While  customers  beNefit from the  advantages  of fuel cost savings  and divers ity

tha t nuclear power confers , inves tors  a lso associa te  nuclear facilities  with risks

tha t a re  not encounte red with othe r source s  of gene ra tion. In e va lua ting a n

inve s tme nt in the  Compa ny, inve s tors  would a lso cons ide r the  fa ct tha t P a lo

Ve rde  a ccounts  for a pproxima te ly 18  pe rce nt of AP S ' compa ny-owne d

generation capacity.

17

18

19

2 0

2 1

Q- ARE THES E UNCERTAINTIES  THE ONLY RIS KS  BEING FACED BY
APS?

A. No. Apa rt from the se  fa ctors , the  indus try continue s  to fa ce  the  norma l risks

inhe re nt in ope ra ting e le ctric utility s ys te ms , including the  pote ntia l a dve rs e
22

23

24
30 Promoting Transmission Investment through Pricing Reform, Order No. 679, 116 FERC 1161,057 (July 20,
2006); Order No. 679-A, 117 FERC 'il61,327 (Dec. 22, 2006).
31 Standard & Poor's Corporation, "Top Ten Credit Issues Facing U.S. Utilities," RatingsDirect (Jan. 29, 2007).
32 Moody's Investors Service, "Regulatory Pressures Increase For U.S. Utilities,"Special Comment (March 2007).
33 Moody's Investors Service, "Credit Opinion: Arizona Public Service Company," Credit Research (Dec. 17, 2007).
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e ffe cts  of infla tion, inte re s t ra te  cha nge s , a nd e conomic cycle s . Inve s tors  a lso

unders tand tha t there  is  the  potentia l for a  s ignificant lag be tween the  time  cos ts

are  incurred and when they are  reflected in ra tes , and they recognize  the  ongoing

poss ibility of future  cos t disa llowances . Regula ted utilitie s  a lso continue  to face

othe r ris ks  a s s ocia te d with ope ra ting a  utility s ys te m, including the  impa ct of

a dve rs e  we a the r a nd e xtra ordina ry ris ks  s uch a s  le ga l lia bilitie s  a nd na tura l

disasters

CAPITAL MARKET ESTIMATES111.

Q - WHAT IS  THE PURPOSE OF THIS SECTION?

In this  s e ction, I de ve lop ca pita l ma rke t e s tima te s  of the  cos t of e quity. Firs t, I

a ddre s s  the  conce pt of the  cos t of e quity, a long with the  ris k-re tum tra de off

principle  funda me nta l to  ca pita l ma rke ts . Ne xt, I de s cribe  DCF a nd CAP M

a na lys e s  conducte d to e s tima te  the  cos t of e quity for be nchma rk groups  of

compa ra ble  ris k firms . In re cognition of the  fa ir va lue  ra te  ba s e  s ta nda rd in

Arizona , I have  applied the  DCF and CAPM in a  forwa rd-looking manne r and I

have avoided a pplying h is torica l ris k pre mium a nd compa ra ble  e a rnings

a pproa che s . Fina lly, I e xa mine  the  is sue  of flota tion cos ts , which a re  prope rly

considered in evalua ting a  fa ir ra te  of re turn on equity

Economic Standards

Q- WHAT ROLE DOES  THE RETURN ON COMMON EQUITY P LAY IN A
UTILITY'S  RATES ?

The  re turn on common equity is  the  cos t of inducing and re ta ining inves tment in

the  utility's  phys ica l pla nt a nd a s se ts . This  inve s tme nt is  ne ce s sa ry to fina nce

the  a sse t base  needed to provide  utility se rvice . Compe tition for inves tor funds

is  inte ns e  a nd inve s tors  a re  fre e  to inve s t the ir funds  whe re ve r the y choos e

Inve s tors  will commit mone y to a  pa rticula r inve s tme nt only if the y e xpe ct it to

A.

A.
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produce  a  re turn comme ns ura te  with thos e  from othe r inve s tme nts  with

comparable risks

Q~ WHAT F UNDAME NTAL E C O NO MIC  P R INC IP LE  UNDE R LIE S  THE
COS T OF EQUITY CONCEP T?

A. The fundamental economic principle  underlying the cos t of equity concept is  the

notion tha t inves tors  a re  ris k ave rs e . In capita l marke ts  where  re la tive ly ris k

free assets  are available (e .g., U.S. Treasury securities ), inves tors  can be induced

to hold ris kie r a s s e ts  only if they a re  offe red a  premium, or additiona l re turn

above  the  ra te  of re turn on a  ris k-free  as s e t. Becaus e  a ll as s e ts  compete  with

each other for inves tor funds , riskier as sets  mus t yie ld a  higher expected ra te  of

return than safer assets  to induce investors  to invest and hold them

Given this  ris k-re turn tradeoff, the  required ra te  of re turn (k) from an a s s e t (i)

can generally be expressed as

k

where : Re = risk-free  ra te  of re turn. and
RPi = Risk premium required to hold riskier as set i

Thus , the  required ra te  of re turn for a  particula r as s e t a t any time  is  a  function

of: (1) the  yie ld on ris k-tre e  a s s e ts , a nd (2) the  a s s e t's  re la tive  ris k, with

inves tors  demanding corres pondingly la rger ris k premiums  for bearing grea ter

IS  T H E R E E VID E N C E  T H AT  T H E  R IS K - R E T U R N  T R AD E O F F
P RINCIP LE ACTUALLY OP ERATES  IN THE CAP ITAL MARKETS ?

A. Ye s . The  ris k-re tum tra de off ca n be  re a dily docume nte d in s e gme nts  of the

ca pita l ma rke ts  whe re  re quire d ra te s  of re turn ca n be  dire ctly infe rre d from

market data  and where  genera lly accepted measures  of risk exis t. Bond yie lds

for example, reflect inves tors ' expected rates  of return, and bond ratings  measure
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the  ris k of individua l bond is s ue s . The  obs e rved yie lds  on gove rnment

securities , which are considered free of default risk, and bonds  of various  rating

categories  demons tra te  that the  risk-re turn tradeoff does , in fact, exis t in the

capital markets.

Q- DOES THE RISK-RETURN TRADEOFF OBSERVED WITH FIXED
INCOME SECURITIES EXTEND TO COMMON STOCKS AND OTHER
ASSETS?

A. It is  generally accepted that the  risk-re turn tradeoff evidenced with long-term

debt extends to all assets . Documenting the risk-return tradeoff for assets  other

than fixed income securities , however, is  complica ted by two factors .

there is  no s tandard measure of risk applicable to all assets . Second, for most

as sets  - including common s tock - required ra tes  of re turn cannot be  directly

observed. Yet there is  every reason to believe that investors  exhibit risk aversion

in deciding whether or not to hold common stocks and other assets , just as  when

choosing among fixed-income securities. .

First,
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Q- IS THIS RISK-RETURN TRADEOFF LIMITED TO DIFFERENCES
BETWEEN FIRMS?

No. The  ris k-re turn tra de off principle  a pplie s  not only to inve s tme nts  in

diffe rent finns , but a ls o to diffe rent s ecurities  .is s ued by the  s ame firm. The

s e curitie s  is s ue d by a  utility va ry cons ide ra bly in ris k be ca us e  the y ha ve

different characteris tics  and priorities . Long-term debt secured by a mortgage

on properly is  senior among all capital in its  claim on a utility's  net revenues  and

is , therefore , the  leas t risky. Following bonds  are  other debt ins truments  a lso

holding contractual cla ims  on the  utility's  net revenues , such as  subordinated

debentures . The las t inves tors  in line are common shareholders . They receive

only the net revenues, if any, remaining after all other claimants  have been paid.

As  a  res ult, the  ra te  of re turn tha t inves tors  require  from a  utility's  common

A.
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stock, the most junior and riskiest of its securities, must be considerably higher

than the yield offered by the utility's senior, long-tenn debt.

Q- WHAT DOES THE ABOVE DISCUSSION IMPLY WITH RESPECT TO
ESTIMATING THE COST OF EQUITY FOR A UTILITY?

Although the  cos t of e quity ca nnot be  obs e rve d dire ctly, it is  a  function of the

re turns  a va ila ble  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 xpos e d. Be ca us e  it is  unobs e rva ble , the  cos t of e quity for a

pa rticula r utility mus t be  e s tima te d by a na lyzing infonna tion a bout ca pita l

ma rke t conditions  ge ne ra lly, a s s e s s ing the  re la tive  ris ks  of the  compa ny

specifica lly, and employing various  quantita tive  methods  tha t focus  on inves tors '

required ra tes  of re turn..These  va rious  quantita tive  methods  typica lly a ttempt to

infe r inves tors ' required ra tes  of re turn from s tock prices , inte res t ra tes , or othe r

capita l market da ta .

Q- DID YOU RELY ON A SINGLE METHOD TO ESTIMATE THE COST
OF EQUITY FOR APS?

No. In my opinion, no s ingle  me thod or mode l should be  re lied on to de te rmine

a  u tility's  cos t of e quity be ca us e  no s ingle  a pproa ch ca n be  re ga rde d a s

de finitive . As  the  FCC recognized:
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Equity price s  a re  e s ta blis he d in  highly vola tile  a nd unce rta in
ca pita l ma rke ts ... Diffe re nt fore ca s ting me thodologie s  compe te
with e a ch othe r for e mine nce , only to be  s upe rce de d by othe r
methodologies  as  conditions  change ... In these  circumstances , we
should not res trict ourse lves  to one  methodology, or even a  se ries
of me thodologie s , tha t would be  a pplie d me cha nica lly. Ins te a d,
we  conclude  tha t we  s hould a dopt a  more  a ccommoda ting a nd
flexible  position.34

A.

34 Federal Communications Commission, Report and Order 42-43, CC Docket No. 92-133 (1995).
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The re fore , I us e d both the  DCF a nd CAP M me thods  to e s tima te  the  cos t of

equity. In my opinion, comparing es tima tes  produced by one  method with those

produced by other approaches  ensures  tha t e s timates  of the  cos t of equity pass

fundamenta l te s ts  of reasonableness  and economic logic. In addition, I applied

the  DCF a nd C AP M to two diffe re nt proxy groups , one  ba s e d on compa ra ble

risk utilitie s  and the  othe r of comparable  risk non-utility companies .

B. Discounted Cash Flow Analyses

Q. HO W IS  T HE  DC F  MO DE L  US E D T O  E S T IMAT E  T HE  C O S T  O F
E Q UITY?

DCF models attempt to replicate the market valuation process that sets the price

investors are willing to pay for a share of a company's stock. The model rests

on the assumption that investors evaluate the risks and expected rates of return

from all securities in the capital markets. Given these expectations, the price of

each stock is adjusted by the market until investors are adequately compensated

for the risks they bear. Therefore, we can look to the market to determine what

investors believe a share of common stock is worth. By estimating the cash

flows investors expect to receive from the stock in the way of iilture dividends

and capital gains, we can calculate their required rate of return. In other words,

the cash flows that investors expect from a stock are estimated, and given its

current market price, we can "back-into" the discount rate, or cost of equity, that

investors implicitly used in bidding the stock to that price.

Q- WHAT MARKET VALUATION P ROCES S  UNDERLIES  DCF MODELS ?

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

DCF models assume that the price of a share of common stock is equal to the

present value of the expected cash Hows (i.e., future dividends and stock price)

that will be received while holding the stock, discounted at investors' required

rate of return. Thus, the cost of equity is the discount rate that equates the

A.
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1 current price  of a  share  of s tock with the  present va lue  of a ll expected cash flows

from the  s tock. Nota tiona lly, the  gene ra l form of the  DCF mode l is  a s  follows :2

3

4 P 0
D 1

(1+ke)1
+ D,.. +

(1-I-ke)
2

D r
+ 1

(1-I-k8)

R
+ rll-I-k8)

5
whe re  :

6

7

P0
Pt
Dr
ka

Current price  per share ,
Expected future  price  per share  in period t,
Expected dividend per share  in period t,
Cos t of equity.

8

9

10

That is , the  cos t of equity is  the  discount ra te  tha t will equa te  the  current price  of

a  share  of s tock with the  present va lue  of a ll expected cash flows from the  s tock.

11
Q-

12
WHAT  F O R M O F  T HE  DC F  MO DE L IS  C US T O MAR ILY US E D T O
ES TIMATE THE COS T OF EQUITY IN RATE CAS ES ?

13 A.

14

Rather than deve loping annua l e s tima tes  of cash flows  into pe rpe tuity, the  DCF

model can be  s implified to a  "cons tant growth" form:35

15

16 P D1
0 be -8

17

18
where : g = Inves tors ' long-te rm growth expecta tions .

) ca n  be  is o la te d  by re a rra nging te rms  with in  the
19
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equation:
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35 The constant growth DCF model is dependent on a number of strict assumptions, which in practice are never
strictly met. These include a constant growth rate for both dividends and earnings, a stable dividend payout ratio,
the discount rate exceeds the growth rate, a constant growth rate for book value and price, a constant earned rate
of return on book value, no sales of stock at a price above or below book value, a constant price-earnings ratio, a
constant discount rate (i.e., no changes in risk or interest rate levels and a flat yield curve), and all of the above
extend to infinity.



This constant growth font of the DCF model recognizes that the rate of return to

stocldiolders consists of two parts: 1) dividend yield (Di/Po); and 2) growth (g)

In other words, investors expect to receive a portion of their total return in the

form of current dividends and the remainder through price appreciation

Q. WHAT FORM OF THE DCF MODEL DID YOU USE?

A. I applied the constant growth DCF model to estimate the cost of equity for APS

which is the form of the model most commonly relied on to establish the cost of

equity for traditional regulated utilities and the method most often referenced by

regulators. Other forms of the general, or non-constant  DCF model, such as

two-stage" or "multi-stage" analyses can be used to estimate the cost of equity

However, these approaches generally require several very specific assumptions

regarding investors' expected cash flows that must occur at given points in the

future. This makes the result s of non-constant  growth DCF applicat ions

sensitive to changes in assumptions, and therefore subject to greater controversy

in a rate case setting

While the complexity of non-constant  DCF models may impart  an aura of

accuracy, there is no evidence that investors' current view of electric utilit ies

anticipates a series of discrete, clearly defined stages. As a result, there is no

discernable transition that would support use of the multi-stage DCF approach to

evaluate a fair rate of return for APS. Moreover. to the extent that each of these

time-specitic suppositions about future cash flows do not reflect what real-world

investors actually anticipate, the resulting cost of equity estimate will be biased

Indeed, the benchmark for growth in a DCF model is what investors expect

when they purchase stock. Unless we replicate investors' thinking, we cannot

uncover their required returns and thus the market cost of equity. In practice
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a pplying a  non-cons ta nt DCF mode l would le a d to  e rror if it ignore s  the  vie ws

of re a l-world inve s tors

Q- HOW DID YOU IMPLEMENT THE DCF MODEL TO ESTIMATE THE
COST OF EQUITY FOR APS?

A. Ap p lic a tio n  o f th e  DC F  mo d e l to  e s tima te  th e  c o s t o f e q u ity re q u ire s  a n

obs e rva ble  s tock price . Be ca us e  AP S  is  a  wholly owne d s ubs idia ry of P inNa cle

We s t a nd  ha s  no  public ly tra de d  s tock, its  cos t o f common e quity c a nnot be

e s tima te d  d ire c tly us ing  the  DCF mode l. In  s uch c ircums ta nce s , the  cos t of

e quity is  ge ne ra lly e s tima te d  by a pplying  the  DCF mode l to  a  proxy group of

public ly tra de d compa nie s  e nga ge d in s imila r bus ine s s  a ctivitie s  a nd die  re s ults

of tha t a na lys is  a re  re lie d upon to de te rmine  the  cos t of e quity for the  s pe c ific

compa ny a t is s ue

Q~ WHAT SPECIFIC PROXY GROUP OF UTILITIES DID YOU RELY ON
FOR YOUR ANALYSIS?

In order to reflect the risks and prospects associated with APS' jurisdictional

ut ility operat ions,  my DCF analyses focused on a reference group of other

utilities composed of those companies included by The Value Line Investment

Survey ("Value Line") in its Electric Utilit ies Industry groups with: (1) S&P

corporate credit ratings between "BBB-" and "BBB+", (2) a Value Line Safety

Rank of "Z" or better, (3) a Value Line Financial Strength Rating of "B++" or

better, and (4) published growth estimates from Value Line, Thomson Financial

("Thompson"), '° and Reuters, Inc. ("Reuters"). I  excluded two  finns t hat

otherwise would have been in the proxy group, but  are not  appropriate for

inclusion because they either do  not  pay common dividends (i.e., El Paso

Thompson Financial, an Ann of The Thompson Corporation, compiles  and publishes  consensus  securities
analys t growth ra tes  under the Firs t Call and I/B/E/S brands

A.
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Ele ctric Compa ny) or a re  in the  proce s s  of be ing a cquire d by a  fore ign utility

(i.e ., Ene rgy Ea s t Corpora tion). The s e  crite ria  re s ulte d  in  a  proxy group

compos e d of twe nty compa nie s . I re fe r to this  group a s  the  "Ele ctric Utility

P roxy Group."

Q- D O  T H E S E  C R IT E R IA P R O VID E  O B J E C T IVE  E VID E N C E  T H AT
INVE S TO R S  WO ULD VIE W THE  F IR MS  IN THE  E LE C TR IC  UTILITY
P ROXY GROUP  AS  RIS K-COMP ARABLE TO AP S ?

A. Yes. Cre dit ra tings  a re  a s s igne d by inde pe nde nt ra ting a ge ncie s  to provide

inves tors  with a  broad assessment of the  creditworthiness  of a  firm. Because  the

ra ting  a ge nc ie s ' e va lua tion  inc lude s  virtua lly a ll o f the  fa c to rs  norma lly

cons ide re d importa nt in a s s e s s ing a  firm's  re la tive  cre dit s ta nding, corpora te

credit ra tings  provide  a  broad measure  of ove ra ll inves tment risk tha t is  readily

a va ila ble  to inve s tors . Wid e ly c ite d  in  th e  in ve s tme n t co mmu n ity a n d

re fe renced by inves tors  a s  an objective  measure  of risk, credit ra tings  a re  a lso

fre que ntly us e d a s  a  prima ry ris k indica tor in e s ta blis hing proxy groups  to

estimate  the  cost of equity.
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Apart from the  broad a s se ssment of inves tment risk provided by credit ra tings ,

othe r qua lity ra nkings  publishe d by inve s tme nt a dvisory se rvice s  a lso provide

re la tive  a s s e s s me nts  of ris k tha t a re  cons ide re d by inve s tors  in fa nning the ir

expecta tions . Given tha t Value  Line  is  perhaps  the  most wide ly ava ilable  source

of inve s tme nt a dvis ory informa tion, its  S a fe ty Ra nk a nd Fina ncia l S tre ngth

Rating provide  useful guidance regarding the  risk perceptions of investors  .

The  S a fe ty Ra nk is  Va lue  Line 's  prima ry ris k indica tor a nd ra nge s  from "I"

(Sa fe s t) to "5" (Ris kie s t). This  ove ra ll ris k me a s ure  is  inte nde d to ca pture  the

tota l ris k of a  s tock, a nd incorpora te s  e le me nts  of s tock price  s ta bility a nd

financia l s trength. The  Fina ncia l S tre ngth Ra ting is  de s igne d a s  a  guide  to
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ove ra ll fina ncia l s tre ngth a nd cre ditworthine s s , with the  ke y inputs  including

fina ncia l le ve ra ge , bus ine s s  vola tility me a s ure s , a nd compa ny s ize . Va lue

Line 's  Fina ncia l S tre ngth Ra tings  ra nge  from "A++" (s tronge s t) down to "C"

(weakest) in nine  s teps.

As  dis cus s e d e a rlie r, AP S  is  ra te d "BBB-" by S &P , which indica te s  s lightly

gre a te r risk tha n the  "BBB" a ve ra ge  ra ting for the  utilitie s  in the  Ele ctric Utility

P roxy Group. Me a nwhile , Va lue  Line  ha s  a s s igne d P inna cle  We s t a  Sa fe ty

Rank of "1" and a  Financia l S trength Ra ting of "B++"37 ve rsus  ave rages  of "2"

a nd  "A", re s pe ctive ly for the  Ele c tric  Utility P roxy Group. Ba s e d  on  my

screening crite ria , which re flect objective , published indica tors  tha t incorpora te

cons ide ra tion of a  broa d s pe ctrum of ris ks , including fina ncia l a nd bus ine s s

pos ition, re la tive  s ize , and exposure  to company specific factors , inves tors  a re

like ly to regard this  group as  having risks  and prospects  comparable  to APS.

Q- HOW IS THE CONSTANT GROWTH FORM OF THE DCF MODEL
TYPICALLY USED TO ESTIMATE THE COST OF EQUITY?

A. The  firs t s te p in imple me nting the  cons ta nt growth DCF mode l is  to de te nnine

the  e xpe cte d divide nd yie ld (D1/P 0) for the  firm in que s tion. This  is  us ua lly

ca lcula te d ba s e d on a n e s tima te  of divide nds  to be  pa id in the  coming ye a r

divide d by the  curre nt price  of the  s tock. The  se cond, a nd more  controve rs ia l,

s tep is  to e s tima te  inves tors ' long-te rm growth expecta tions  (g) for the  firm. The

fina l s tep is  to sum the  firm's  dividend yie ld and e s tima ted growth ra te  to a rrive

at an es timate  of its  cost of equity.
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Q- HOW WAS THE DIVIDEND YIELD FOR THE ELECTRIC UTILITY
PROXY GROUP DETERMINED?

37 As  noted earlier, APS is  a  wholly-owned subs idiary of Pinnacle West. Because Value Line's  risk indica tors
apply to publicly traded common s tock, I referenced published va lues  for Pinnacle West in selecting a  risk-
comparable proxy group. In my opinion, these risk measures  a re reflective ofAPS risk,
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A. Estima tes  of dividends  to be  pa id by each of these  utilitie s  ove r the  next twe lve

months , obta ined from Value  Line , se rved as  DI. This  annua l dividend was  then

divided by the  corresponding s tock price  for each utility to a rrive  a t the  expected

divide nd yie ld. The  e xpe cte d divide nds , s tock price s , a nd re s ulting divide nd

yie lds  for the  firms  in  the  utility proxy group a re  pre s e nte d on Atta chme nt

WEA-l. As  s hown dire , d ivide nd yie lds  for the  firms  in  the  Ele ctric  Utility

Proxy Group ranged from 1.9 percent to 5.8 percent.

Q. WHAT IS THE NEXT STEP IN APPLYING THE CONSTANT GROWTH
DCF MODEL?

A. The  ne xt s te p is  to e va lua te  long-te rm growth e xpe cta tions , or "g", for the  firm

in que s tion. In cons ta nt growth DCF the ory, e a rnings , divide nds , book va lue ,

and marke t price  a re  a ll a ssumed to grow in locks tep, and the  growth horizon of

the  DCF mode l is  infinite . But imple me nta tion of the  DCF mode l is  more  tha n

jus t a  theore tica l exe rcise , it is  an a ttempt to replica te  the  mechanism inves tors

use d to a rrive  a t obse rva ble  s tock price s . A wide  va rie ty of te chnique s  ca n be

us e d to de rive  growth ra te s , but the  only "g" tha t ma tte rs  in a pplying the  DCF

model is  the  va lue  tha t investors  expect.
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Q- ARE HISTORICAL GROWTH RATES LIKELY TO
REPRESENTATIVE OF INVESTORS' EXPECTATIONS
ELECTRIC UTILITIES?

BE
FOR

No. If past trends in earnings,  dividends,  and book value are to be

representative of investors' expectations for the future, then the historical

conditions giving rise to these growth rates should be expected to continue.

That is clearly not the case for electric utilities, where structural and industry

changes have led to declining dividends, earnings pressure, and, in many cases,

significant write-offs. While these conditions serve to depress historical growth

measures, they are not representative of long-term expectations for the electric

A.
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utility indus try. More ove r, to the  e xte nt his torica l tre nds  for e le ctric utilitie s  a re

me a ningiill, the y a re  a ls o ca pture d in proje cte d growth ra te s , s ince  s e curitie s

ana lys ts  a lso routine ly examine  and assess  the  impact and continued re levance

(if any) of his torica l trends .

Q. WHAT ARE INVESTORS MOST LIKELY TO CONSIDER
DEVELOPING THEIR LONG-TERM GROWTH EXPECTATIONS?

IN

While  the  DCF mode l is  te chnica lly conce rne d with growth in divide nd ca s h

flows , imple me nta tion of this  DCF mode l is  s ole ly conce rne d with re plica ting

the  forwa rd-looking e va lua tion of re a l-world inve s tors . In the  ca s e . of e le ctric

utilitie s , divide nd growth ra te s  a re  not like ly to provide  a  me a ningful guide  to

inve s tors ' curre nt growth e xpe cta tions . Th is  is  b e c a u s e  u tilitie s  h a ve

s ignifica ntly a lte re d the ir divide nd policie s  in re s pons e  to more  a cce ntua te d

bus ine s s  ris ks  in the  indus try. As  a  re s u lt o f th is  tre nd  towa rds  a  more

conse rva tive  pa yout ra tio, divide nd growth in the  utility indus try ha s  re ma ine d

la rge ly s ta gna nt a s  utilitie s  cons e rve  fina ncia l re s ource s  to provide  a  he dge

against heightened uncertainties.
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As payout ratios for firms in the electric utility industry trended downward,

investors' focus has increasingly shifted from dividends to earnings as a

measure of long-tenn growth. Future trends in earnings, which provide the

source for future dividends and ultimately support share prices, play a pivotal

role in determining investors' long-term growth expectations. The importance

of earnings in evaluating investors' expectations and requirements is well

accepted in the investment community. As noted in Finding Reality in Reported

38 For example, the payout ra tio for electric utilities  fell from approximately 80% his torica lly to on the order of
60%. The Value Line Inves tment Survey (Sep. 15, 1995 a t 161, Dec. 28, 2007 a t 695).

A.
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Ea rnings publis he d by the  As s oc ia tion for Inve s tme nt Ma na ge me nt a nd

Research

[E]arnings , pres umably, a re  the  bas is  for the  inves tment benefits
tha t we  a ll s e e k. "He a lthy e a rnings  e qua l he a lthy inve s tme nt
be ne fits " s e e ms  a  logica l e qua tion, but e a rnings  a re  a ls o  a
scorecard by which we compare companies , a  filter through which
we  a s s e s s  ma na ge me nt, a nd a  crys ta l ba ll in which we  try to
foretell future  performance

Va lue  Line 's  ne a r-te nn proje c tions  a nd its  Time line s s  Ra nk, which is  the

principa l inves tment ra ting a s s igned to each individua l s tock, a re  a ls o bas ed

prima rily on va rious  qua ntita tive  a na lys e s  of e a rnings . As  Va lu e  Lin e

expla ined

The future  earnings  rank accounts  for 65% in the  determination of
re la tive  price  change in the  future , the  other two variables  (current
earnings  rank and current price rank) explain 35%

The fact Mat inves tment advisory services , such as  Value Line, Thompson, and

Reuters , focus  on growth in earnings  indica tes  tha t the  inves tment community

re ga rds  this  a s  a  s upe rior indica tor of future  long-te rm growth. Inde e d, "A

S tudy of Financia l Ana lys ts : P ractice  and Theory," publis hed in the  Fina ncia l

Analys ts  J ourna l, reported the  results  of a  survey conducted to determine what

ana lytica l techniques  inves tment ana lys ts  actua lly us e Respondents  were

a s ke d to ra nk the  re la tive  importa nce  of e a rnings , divide nds , ca s h flow, a nd

book va lue  in ana lyzing s ecurities . Of the  297 ana lys ts  tha t res ponded, only 3

ranked dividends  firs t while  276 ranked it las t. The article  concluded

Associa tion for Inves tment Management and Research, "Finding Rea lity in Reported Earnings : An Overview
p. 1 (Dec. 4, 1996)

The Value Line Inves tment Survey,Subscribe r's  Guide , p. 53
Block, S tanley B., "A Study of Financia l Ana lys ts : Practice and Theory", Fina ncia l Ana lys ts  J ourna l

(J uly/Augus t 1999)
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Ea rnings  a nd ca s h flow a re  cons ide re d fa r more  importa nt tha n
book value and dividends.42

More  recently, the Fina ncia l Ana lys ts  J ourna l reported the  re sults  of a  s tudy of

the  re la tionship be twe e n va lua tions  ba se d on a lte rna tive  multiple s  a nd a ctua l

ma rke t price s , which conclude d, "In a ll ca s e s  s tudie d, e a rnings  domina te d

operating cash flows and dividends."43

Q. WHAT AR E  S E C UR ITY ANALYS TS  C UR R E NTLY P R O J E C TING  IN
T H E  W A Y O F  G R O W T H  F O R  T H E  F IR MS  IN  T H E  E L E C T R IC
UTILITY P ROXY GROUP ?

The  e a rnings  growth proje ctions  for e a ch of the  firms  in the  utility proxy group

reported by Thomson a re  displayed on Attachment WEA-1. Also presented a re

the  e a rnings  pe r s ha re  (EPS) growth proje ctions  re porte d by Va lue  Line  a nd

Reuters .

Q- HO W ELS E ARE INVES TO RS '  EXP ECTATIO NS  O F  F UTURE LO NG -
T E R M G R O WT H P ROS P ECTS O F TE N E S TIMATE D W H E N
AP P LYING THE CONS TANT GROWTH DCF MODEL?
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A. Ba s e d on the  a s s umptions  unde rlying cons ta nt growth the ory, conve ntiona l

applica tions  of the  cons tant growth DCF mode l often examine  the  re la tionship

be twe e n re ta ine d e a rnings  a nd e a rne d ra te s  of re turn a s  a n indica tion of the

s us ta ina ble  growth inve s tors  might e xpe ct from the  re inve s tme nt of e a rnings

with in  a  Hu n . The  s us ta ina ble  growth ra te  is  ca lcula te d by the  formula ,

g= Br+sv, whe re  "b" is  the  e xpe cte d re te ntion ra tio, "r" is  the  e xpe cte d e a rne d

re turn on e quity, "s " is  the  pe rce nt of common e quity e xpe cte d to be  is s ue d

annually as  new common stock, and "v" is  the  equity accretion ra te .44

42 14. at 88.
43 Liu, Jing, Nissie, Doron, & Thomas, Jacob, "Is Cash Flow King in Valuations?," Financial Analysts Journal,
Vol. 63, No. 2 (March/April 2007) at 56.
44 I have included the "by+sv" growth rate because this growth rate it is often referenced in regulatory circles.
Since it uses return on book value equity "r" and theoretically tracks the growth in book value, onecould argue
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Q- WHAT IS THE PURPOSE OF THE "SV" TERM?

Under DCF theory, the "sv" factor is a component of the growth rate designed to

capture the impact of issuing new common stock at  a price above, or below,

book value. When a company's stock price is greater than its book value per

share, the per-share contribution in excess of book value associated with new

stock issues will accrue to the current shareholders. This increase to the book

value of existing shareholders leads to higher expected earnings and dividends,

with the "sv" factor incorporating this additional growth component.

Q- WHAT GROWTH RATE DOES THE EARNINGS RETENTION
METHOD SUGGEST FOR THE ELECTRIC UTILITY PROXY GROUP?

A. The sustainable, "Br+sv" growth rates for each firm in the proxy group are

summarized on Attachment WEA-1, with the underlying details being presented

on Attachment  WEA-2. For each firm, the expected retent ion rat io (b) was

calculated based on Value Line's projected dividends and earnings per share.

Likewise,  each firm's expected earned rate of return (r)  was computed by

dividing projected earnings per share by projected net  book value. Because

Value Line reports end-of-year book values, an adjustment was incorporated to

compute an average rate of return over the year, consistent  with the theory

under lying  t his  appro ach t o  est imat ing  invest o rs '  g ro wt h expect a t io ns.

Meanwhile, the percent of common equity expected to be issued annually as

new common stock (s) was equal to the product of the projected market-to-book

ratio and growth in common shares outstanding, while the equity accretion rate

(v) was computed as 1 minus the inverse of the prob ected market-to-book ratio.
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Q- WHAT COST OF EQUiTY ESTIMATES WERE IMPLIED FOR THE
ELECTRIC UTILITY PROXY GROUP USING THE DCF MODEL?

that this growth rate is less consistent with the fair value rate base standard of Arizona than professional security
analysts' forecasts.
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Afte r combining the  dividend yie lds  and re spective  growth projections  for e ach

utility, the  re sulting cos t of equity e s tima tes  a re  shown on Attachment WEA-l.

Q- IN EVALUATING THE RES ULTS  OF  THE CONS TANT GROWTH DCF
MO DE L,  Is  IT  AP P R O P R IAT E  T O  E LIMINAT E  C O S T  O F  E Q UIT Y
ES TIMATES THAT F A IL  T O ME E T THR E S HO LD TES TS O F
E C O NO MIC  LO G IC ?

A. Yes. It iS a basic economic principle that investors can be induced to hold more

risky assets only if they expect to earn a return to compensate them for their risk

bearing. As a result, the rate of return that investors require from a utility's

common stock, the most junior and riskiest of its securities,  must be

considerably higher than the yield offered by senior, long-term debt. Consistent

with this principle, the DCF range for the Electric Utility Proxy Group must be

adjusted to eliminate cost of equity estimates that fail fundamental tests of

economic logic.

Q. HAVE S IMILAR TES TS  BEEN AP P LIED BY REGULATORS ?

A. Ye s . The  FERC ha s  note d tha t a djus tme nts  a re  jus tifie d whe re  a pplica tions  of

the  DCF a pproa ch produce  illogica l re s ults . FERC e va lua te s  DCF re s ults

a ga ins t obs e rva ble  yie lds  on long-te rm public utility de bt a nd ha s  re cognize d

tha t it is  appropria te  to e limina te  cos t of equity e s tima tes  tha t do not sufficiently

e xce e d this  thre shold. In a  2002 opinion e s ta blishing its  curre nt pre ce de nt for

de te rmining ROEs for e lectric utilitie s , for example , FERC concluded:
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An a djus tme nt to this  da ta  is  a ppropria te  in the  ca s e  of PG&E's
low-end re turn of 8.42 percent, which is  comparable  to the  average
Moody's  "A" gra de  public utility bond yie ld of 8.06 pe rce nt, for
October 1999. Because  inves tors  cannot be  expected to purchase
s tock if debt, which has  le ss  risk than s tock, yie lds  e ssentia lly the
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s a me  re turn , th is  low-e nd  re turn  ca nnot be  cons ide re d  re lia b le  in
I 45th ls case .

More  re ce ntly, in its  Octobe r 2006 de cis ion in Ke rn Rive r Ga s  Tra ns mis s ion

Company, FERC noted tha t:

[T]he  7 .31  a nd  7 .32  pe rce nt cos ts  o f e quity for El P a s o  a nd
Willia ms  found by the  ALJ  a re  only 110 a nd 122 ba s is  points
above that average yie ld for public utility debt. 46

FERC uphe ld the  opinion of Sta ff and the  Adminis tra tive  Law Judge  tha t cos t of

e quity e s tima te s  for the s e  two proxy group compa nie s  "we re  too low to be

credible."47

Q- WHAT DOES  THIS  TES T OF  LOGIC IMP LY WITH RES P ECT TO THE
DCF RES ULTS  FOR THE ELECTRIC UTILITY P ROXY GROUP ?
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The  a ve ra ge  bond ra ting a s socia te d with the  firms  in the  Ele ctric Utility P roxy

Group is  triple -B, with Moody's  monthly yie lds  on triple -B bonds  a ve ra ging

a pproxima te ly 6 .5  pe rce n t in  De ce mbe r 2007 .48 As  h ig h lig h te d  o n

Attachment WEA-l, s even of the  individua l equity e s tima te s  for the  firms  in the

Ele ctric Utility P roxy Group e xce e de d this  thre s hold by 120 ba s is  points  or

le s s .49 In light of the  risk-re turn tra de off principle  a nd the  te s t a pplie d in Ke rn

Rive r Ga s  Tra ns mis s ion Compa ny, it is  inconce iva ble  tha t inve s tors  a re  not

requiring a  subs tantia lly highe r ra te  of re turn for holding common s tock, which

is  the  ris kie s t of a  utility's  s e curitie s . As  a  re s ult, cons is te nt with the  te s t of

economic logic applied by FERC, these  va lues  provide  little  guidance  a s  to the

re turns  inves tors  require  from the  common s tock of an e lectric utility.

45 Southern California Edison Company, 92 FERC 1161,070(2000) at p. 22.
46 Kern River Gas Transmission Company,Opinion No. 486, 117 FERC 1161,077 at P 140 & n. 227 (2006).
4 7 Id
48 Moody's Investors Service,Credit Perspectives (Jan 7, 2008).
49 As highlighted on Attachment WEA-1, these DCF estimates ranged firm 6.6 percent to 7.5 percent.
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Q- DO YOU ALSO RECOMMEND EXCLUDING COST OF EQUITY
ESTIMATES AT THE HIGH END OF THE RANGE OF DCF RESULTS?

Ye s . The  uppe r e nd of the  cos t of e quity ra nge  produce d by the  DCF a na lys is

pre s e nte d in Atta chme nt WEA-l wa s  s e t by a  cos t of e quity e s tima te  of 17.9

pe rce nt for Cons te lla tion Ene rgy. Compa re d with the  ba la nce  of the  re ma ining

e s tima te s , this  re s ult is  a n e xtre me  outlie r a nd s hould a ls o be  e xclude d in

e va lua ting the  re s ults  of the  DCF mode l for the  Ele ctric Utility P roxy Group.

This  is  a lso cons is tent with the  thre shold adopted by FERC, which e s tablished

tha t a  17.7 pe rcent DCF es tima te  for an e lectric utility was  "an extreme  outlie r"

and should be  dis regarded."

Q- WHAT COST OF EQUITY IS IMPLIED BY YOUR DCF RESULTS FOR
THE ELECTRIC UTILITY PROXY GROUP?

As  s hown on Atta chme nt WEA-1 a nd s umma rize d in  Ta ble  1, be low, a fte r

e limina ting illogica l low- a nd high-e nd va lue s , a pplica tion Of the  cons ta nt

growth DCF model resulted in the  following cos t of equity es timates  :

TABLE 1
DCF RESULTS .- ELECTRIC UTILITY PROXY GROUP

Growth Rate Average Cost of Equitv

I/B/E/S
Va lue  Line
Reuters
Br+sv

11.4%
10.9%
11.6%

9.9%

Q- WHAT DID YOU CONCLUDE BASED ON THE RESULTS OF THE DCF
ANALYSES FOR THE ELECTRIC UTILITY PROXY GROUP?
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Taken together, and considering the relative strengths and weaknesses associated

with the  a lte rna tive  growth measures , I concluded tha t the  cons tant growth DCF

re s ults  for the  Ele ctric  Utility P roxy Group implie d a  cos t of e quity of 11.0

percent.
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Q- HOW ELSE CAN THE DCF MODEL BE APPLIED TO ESTIMATE THE
ROE FOR APS?

A. Under the regulatory standards established by Eluefield, the salient criteria in

establishing a meaningful benchmark to evaluate a fair rate of return is relative

risk, not the particular business activity or degree of regulation. Utilities must

compete for capital, not just against finns in their own industry, but with other

investment opportunities of comparable risk. With regulation taking the place of

competitive market forces, required returns for utilit ies should be in line with

those of non-utility firms of comparable risk operating under the constraints of

free competition. Consistent  with this accepted regulatory standard, I also

applied the DCF model to a reference group of comparable risk companies in

the non-utility sectors of the economy. I refer to this group as the "Non-Utility

Proxy Group".

Q- IS THIS CONSISTENT
STANDARD?

WITH A FAIR VALUE RATE BASE

Yes. My application of the DCF model for utilit ies used completely forward-

looking inputs for dividend yield and growth, which is consistent  with a fair

value rate base standard. Similarly, reference to the Non-Utility Proxy Group

inco rpo rat es companies where t he o r iginal cost  o f investment  is  largely

irrelevant in determining market performance. Moreover, the economic value of

a company's assets in the non-utility sector is dictated by the earnings the assets

can generate in the future rather than original cost.51 Hence, the required return

on equity for non-utility companies is a relevant  benchmark for the required

return on equity under the fair value rate base standard of regulation. By using a

DCF model that  incorporates forward-looking inputs, the result ing required
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26 50 ISO New England, Inc., 109 FERC 1161,147 at P 205 (2004).
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equity re turn es timates  a re  kept cons is tent with the  fa ir va lue  ra te  base  s tandard

applicable  in Arizona .

Q. WHAT CRITERIA DID YOU APPLY TO DEVELOP THE NON-UTILITY
PROXY GROUP?
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A. To re flect inves tors ' risk pe rceptions  in deve loping the  Non-Utility Proxy Group,

my assessment of comparable  risk re lied on three  objective  benchmarks  for the

ris ks  a s s ocia te d with common s tocks -Va lue  Line 's  S a fe ty Ra nk, Fina ncia l

S tre ngth ra ting, a nd be ta . Give n tha t Va lue  Line  is  pe rha ps  the  mos t wide ly

a va ila ble  s ource  of inve s tme nt a dvis ory informa tion, its  S a fe ty Ra nk a nd

Financia l Strength Rating provide  useful guidance  regarding the  risk perceptions

of inves tors . These  objective , published indica tors  incorpora te  cons ide ra tion of

a  broa d s pe ctrum of ris ks , including fina ncia l a nd bus ine s s  pos ition, re la tive

size , and exposure  to company specific factors .

11

12

13

14
My compa ra ble  ris k proxy group wa s  compos e d of thos e  U.S . compa nie s

followed by Value  Line  tha t 1) pay common dividends , 2) have  a  Safe ty Rank of

"1", 2) ha ve  a  Fina ncia l S tre ngth Ra ting of "A" or a bove , a nd 3) ha ve  be ta

va lue s  Of 0.89 or le s s .52 Cons is te nt with the  de ve lopme nt of my utility proxy

group, I a ls o  e limina te d firms  with  be low-inve s tme nt gra de  cre dit ra tings .

Ta ble  2 compa re s  the  Non-Utility P roxy Group with the  Ele ctric Utility P roxy

Group and APS across  four key indica tors  of investment risk:53
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51 The U. S. Supreme Court recognized the irrelevance of origina l cos t in the non-utility sector in Duquesne  Light
Co. vs . Barasch, 488 U.S. 299 (1989).
52 This  threshold is  equal to the average beta  for the Electric Utility Proxy Group discussed earlier.
53 Because APS has  no publicly traded common s tock, the Value Line risk measures  shown reflect those published
for its  parent, Pinnacle Wes t. As  expla ined earlier, in my opinion these risk measures  a re indica tive of the risk of
Ap s .
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TABLE 2
COMPARISON OF RISK INDICATORS

S&P
Credit
Rating

Safety
Rank

Value Line
Financial
Strength Beta

A+ 1
2
1

A +

A
A

0.76
0.89
1.00

Non-Utility Proxy Group
Electric Utility Proxy Group
APS

BBB
BBB-

Considered along with S&P's corporate credit ratings, a comparison of these

Value Line indicators suggests that the investment risks associated with both

proxy groups are comparable to, or below those of APS.

Q- WHAT WERE THE RESULTS OF YOUR DCF ANALYSIS FOR THE
NON-UTILITY PROXY GROUP?

As  s hown on Atta chme nt WEA-3, I a pplie d  the  DCF mode l to  the  Non-Utility

P roxy Group in e xa ctly the  s a me  ma nne r de s cribe d e a rlie r for the  Ele ctric Utility

P roxy Group .54  As  s umma rize d  in  Ta b le  3 , be low, a fte r e limina ting  illog ica l

lo w- a n d  h ig h -e n d  va lu e s ,  a p p lic a tio n  o f th e  c o n s ta n t g ro wth  DC F m o d e l

re s ulte d in the  following cos t of e quity e s tima te s :

TABLE 3
DCF RESULTS - NON-UTILITY PROXY GROUP

Growth Rate Average Cost of Equitv

I/B/E/S
Value Line
Reuters
Br+sv

12.7%
12.6%
12.7%
12.7%
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Q- WHAT DID YOU CONCLUDE BASED ON THE RESULTS OF THE DCF
ANALYSES FOR THE NON-UTILITY PROXY GROUP?

54 Attachment WEA-4 contains the details underlying the calculation of the Br+sv growth rates for the Non-Utility
Proxy Group.
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A. Taken toge the r, I concluded tha t the  cons tant growth DCF re sults  for the  Non-

Utility P roxy Group implie d a  cos t of e quity of 12.7  pe rce nt. As  dis cus s e d

e a rlie r, re fe re nce  to the  Non-Utility Proxy Group is  cons is te nt with e s ta blishe d

regula tory principles  and the  fa ir va lue  ra te  base  s tandard. Required re turns  for

utilitie s  s hould be  in  line  with  thos e  of non-utility firms  of compa ra ble  ris k

opera ting under the  constra ints  of free  competition.

Q- DO YOU BELIEVE THE DCF MODEL SHOULD BE RELIED ON
EXCLUSIVELY TO EVALUATE A REASONABLE ROE FOR THE
PROXY GROUP OF UTILITIES OR APS?

A. No. Be ca us e  the  cos t of e quity is  unobs e rva ble , no s ingle  me thod s hould be

vie we d in is ola tion. While  the  DCF mode l ha s  be e n routine ly re lie d on in

re gula tory proce e dings  a s  one  guide  to inve s tors ' re quire d re turn, it is  a  blunt

tool tha t s hould  ne ve r be  us e d e xclus ive ly. Re gula tors  ha ve  cus toma rily

cons ide re d  the  re s u lts  of a lte rna tive  a pproa che s  in  de te rmining  a llowe d

returns.55 It is  wide ly re cognize d tha t no s ingle  me thod ca n be  re ga rde d a s

de finitive , a ll a pproa che s  ha ve  a dva nta ge s  a nd shortcomings . For e xa mple , a

publica tion  of the  S ocie ty of Utility a nd  F ina ncia l Arla lys ts  (fo rme rly the

Nationa l Socie ty of Ra te  of Re turn Analys ts ), concluded tha t:
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Each model requires the exercise of  judgment as to  the
reasonableness of the underlying assumptions of the methodology
and on the reasonableness of the proxies used to validate the
theory. Each model has its own way of examining investor
behavior, its own premises, and its own set of simplifications of
reality. Each method proceeds from different fundamental
premises, most of which cannot be validated empirically.
Investors clearly do not subscribe to any singular method, nor does

55For example, a NARUC survey reported that 26 regulatory jurisdictions ascribe to no specific method for
setting allowed ROEs, with the results of all approaches being considered. "Utility Regulatory Policy in the U.S.
and Canada, 1995-l996," National Association of Regulatory Utility Commissioners (December 1996).
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1 the  s tock price  re flect the  applica tion of any one  s ingle  me thod by
investors.56

2

3

4

More ove r, e vide nce  s ugge s ts  tha t re lia nce  on the  DCF mode l a s  a  tool for

es tima ting inves tors ' required ra te  of re turn has  declined outs ide  the  regula tory

s phe re , with the  CAP M be ing "the  domina nt mode l for e s tima ting the  cos t of

Re gula tory Fina nce : Utilitie s  Cos t of Ca pita l note d the  inhe re nt

5

6
equity."57

difficultie s  of the  DCF approach:7
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[C]a ution a nd judgme nt a re  re quire d in inte rpre ting the  re sults  of
DCF mode ls  be ca us e  of (1) the  que s tiona ble  a pplica bility of the
DCF mode l to utility s tocks  in ce rta in ma rke t e nvironme nts , (2)
the  e ffe ct of de clining e a rnings  a nddivide nds  on fina ncia l inputs
to the  DCF mode l a nd bia se s  ca use d by the  e ffe ct of cha nge s  in
ris k a nd growth, a nd (3) the  conce ptua l a nd pra ctica l difficultie s
associa ted with the  growth component of the  DCF model.58

The  publica tion concluded, "If the  cos t of equity e s tima tion process  is  limited to

one methodology, such as DCF, it may severely bias the resu1ts."59

C. Capita l Asse t Pricing Mode l

Q- P LEAS E DES CRIBE THE CAP M.
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A. The  CAPM is  genera lly cons idered to be  the  most wide ly re fe renced method for

e s tima ting the  cos t of e quity both  a mong a ca de micia ns  a nd profe s s iona l

practitioners , with the  pioneering researchers  of this  method rece iving the  Nobel

Prize  in 1990. The  CAPM is  a  the ory of ma rke t e quilibrium tha t me a sure s  risk

us ing the  be ta  coefficient. Because  inves tors  a re  assumed to be  fully divers ified,

the  re le va nt ris k of a n individua l a s s e t (e .g., common s tock) is  its  vola tility
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56Parcell, David C., "The Cost of Capital - A Practitioner's Guide,"Society 0/ Utility and Regulatory Financial
Analysts (1997) at Part 2, p. 4.
57 See Ag., Bruner, R.F., Eades, K.M., Harris, R,S., and Higgins, R.C., "Best Practices in Estimating Cost of
Capital: Survey and Synthesis," Financial Practice and Education (1998).
52 Morin, Roger A., "Regulatory Finance: Utilities' Cost of Capital,"Public Utilities Reports, Inc. (1994) at 238.

I d

15

16

13

14

43



relative to the market as a whole, with beta reflecting the tendency of a stock's

price to follow changes in the market. The CAPM is mathematically expressed

Rt = Rf +l3i(Rm - Rf)

where Rt = required ra te  of re turn for s tock j
risk-free  ra te

Rm = expected re turn on the  market portfolio, and
Bi = be ta , or sys tema tic risk, for s tock j

Like  the  DCF mode l, the  CAPM is an ex-ante, or forward-looking mode l ba sed

on e xpe cta tions  of the  future . As  a  re s ult, in orde r to produce  a  me a ningful

e s tima te  of inves tors ' required ra te  of re turn, the  CAPM mus t be  applied us ing

es timates  tha t re flect the  expecta tions  of actua l inves tors  in the  marke t, not with

backward-looking, his torica l da ta

Q- HOW DID YOU AP P LY THE CAP M TO ES TIMATE THE COS T OF
EQUITY?

15

16

17

Applica tion  o f the  CAP M to  the  Ele c tric  Utility P roxy Group  ba s e d  on  a

forwa rd-looking e s tima te  for inve s tors ' re quire d ra te  of re turn from common

stocks  is  presented on Attachment WEA-5. In orde r to capture  the  expecta tions

of today's  inves tors  in current capita l marke ts , the  expected marke t ra te  of re turn

was  es timated by conducting a  DCF ana lys is  on the  dividend paying firms in the

S&P 500 Composite  Index (S&P 500)

24

The dividend yield for each firm was obtained from Value Line, with the growth

rate being equal to the average of the earnings growth projections for each Finn

published by IBES and Value Line, with each firm's dividend yield and growth

rate being weighted by its proportionate share of total market value. Based on

the weighted average of the projections for the 354 individual firms, current
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es timates  imply an average  growth ra te  over the  next five  years  of 11.0 pe rcent.

Combining this  ave rage  growth ra te  with a  dividend yie ld of 2.2 pe rcent re sults

in a  curre nt cos t of e quity e s tima te  for the  ma rke t a s  a  whole  of a pproxima te ly

13.2 percent. Subtracting a  4.6 percent risk-free  ra te  based on the  average  yie ld

on 20-ye a r Tre a sury bonds  for De ce mbe r 2007 produce d a  ma rke t e quity risk

pre mium of 8.6 pe rce nt. Multiplying this  ris k pre mium by the  a ve ra ge  Va lue

Line  be ta  of 0 .89 for the  Ele ctric  Utility P roxy Group, a nd the n a dding the

re s ulting 7.6 pe rce nt ris k pre mium to the  a ve ra ge  long-te nn Tre a s ury bond

yie ld, indica ted an ROE of approximate ly 12.2 percent.

Q- WHAT C O S T O F  EQ UITY WAS  INDIC ATED F O R  THE NO N-UTILITY
P R O XY GROUP BAS ED O N T HIS F O R WAR D-LO O KING
AP P LICATION OF THE CAP M?

A. As  s h o wn  o n  Atta c h me n t W EA-6 ,  a p p lyin g  th e  fo rwa rd -lo o kin g  CAP M

approach to the  firms  in the  Non-Utility Proxy Group implied a  cos t of equity of

11.1 percent.

Q- DID YOUR
ARITHMETIC
PREMIUM?

CAPM ANALYSIS RELY ON GEOMETRIC OR
MEANS IN ARRIVING AT AN EQUITY RISK
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No. Re fe re nce  to a rithme tic or ge ome tric me a n ris k pre miums  is  a s s ocia te d

with applica tions  of the  CAPM tha t depend on his torica l da ta . In orde r to de rive

a n e s tima te  of the  ma rke t e quity ris k pre mium unde r this  a pproa ch, his torica l

a ve ra ge  re turns  on Tre a s ury bonds  a re  typica lly s ubtra cte d from thos e  for

common s tocks . These  average  ra tes  of re turn based on backward-looking da ta

for his torica l time  pe riods  ca n be  de rive d us ing both a rithme tic a nd ge ome tric

means.

As  d is cus s e d a bove , howe ve r, my a pplica tion  of the  CAP M wa s  a  pure ly

forward-looking approach, which is  cons is tent with the  unde rlying a ssumptions
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of this  me thod a nd the  s ta nda rds  unde rlying fa ir va lue  ra te  ba s e . Be ca us e  I

looked directly a t inves tors ' current expecta tions  in the  capita l marke ts  - and not

a t his torica l ra tes  of re turn - my CAPM ana lys is  made  no re fe rence  to a rithmetic

or geometric mean of his torica l ra tes  of re turn

D. Proxy Group Cos t ofEquizy Es tima tes

Q. WHAT  DID YO U C O NC LUDE  WIT H R E S P E C T  T O  T HE  C O S T  O F
EQUITY BAS ED ON YOUR ANALYS ES  FOR THE P ROXY GROUP S ?

Th e  c o s t o f e q u ity e s tima te s  imp lie d  b y my q u a n tita tive  a n a lys e s  a re

summarized in Table  4 be low

TABLE 4
SUMMARY OF QUANTITATIVE RESULTS

Me th o d

Cos t of Equitv Es timates
Ele c tric  Utility
PrOXV Group

No n -Utility
P ro xy Gro up

11.0%
12.2%

12.7%
11.1%

Based on the  re sults  produced by my a lte rna tive  ana lyses , I concluded tha t the

cos t of equity for the  proxy groups  of e lectric utilitie s  and non-utility companies

is  in the  11.0 pe rce nt to 12.7 pe rce nt ra nge . Ba s e d on my e va lua tion of the

s tre ngth  of the  va rious  me thods  a s  the y a pply to  AP S , my re comme nde d

reasonable  range for APS is  11.25 to 12.5 percent

IV. RETURN ON EQUITY FOR APS

Q- WHAT IS  THE P URP OS E OF THIS  S ECTION?

20

21

22

23

24

A. In addition to presenting the  conclus ions  of my eva lua tion of a  fa ir ra te  of re turn

on equity for APS, this  section a lso discusses  the  re la tionship be tween ROE and

My professional opinion is that equity flotation costs are appropriately considered in a utility's fair rate of
return, but these have not been requested in this case in deference to the colnlrlission's findings in the Colnpany's
last rate case. Arizona Corporation Commission,Decision No. 69663 at 49 (2007)
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preservation of a utility's financial integrity and the ability to attract capital, and

evaluates the reasonableness ofAPS' capital structure.

A. Implieationsfor Financial Integrity

Q- WHY IS IT IMPORTANT TO ALLOW APS AN ADEQUATE RETURN
ON FAIR VALUE R.ATE BASE?

A. Given the importance of the utility industry to the economy and society, it is

essential to maintain reliable and economical service to all consumers. While

APS remains committed to deliver reliable service, a utility's ability to fulfill its

mandate can be compromised if it lacks the necessary financial wherewithal or

is unable to earn a return sufficient to attract capital. Coupled with the ongoing

potential for energy market volatility, APS' plans for infrastructure investment

and ongoing exposure to regulatory uncertainty pose a number of potential

challenges that might require the relatively swift commitment of significant

capital resources in order to maintain the high level of service that customers

deserve.
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1 9
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2 2
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2 4
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2 6

As documented earlier, the major rating agencies have warned of exposure to

uncertainties associated with political and regulatory developments, especially

in view of the pressures associated with large capital expenditure programs and

the potential for high and volatile commodity costs in wholesale energy markets.

Investors understand just how swiftly unforeseen circumstances can lead to

deterioration in a utility's financial condition, and stakeholders have discovered

first hand how difficult and complex it can be to remedy the situation after the

fact. While providing the infrastructure necessary to enhance the power system

and meet the energy needs of customers is certainly desirable, it imposes

additional financial responsibilities on APS. For a utility with an obligation to

provide reliable service, investors' increased reticence to supply additional
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ca pita l during time s  of cris is  h ighlights  the  ne ce s s ity of pre s e rving the  fle xibility

ne ce s s a ry to  ove rcome  pe riods  o f a dve rs e  ca p ita l ma rke t cond itions . The s e

cons ide ra tions  he ighte n  the  importa nce  of a llowing AP S  a n  a de qua te  re turn  on

the  fa ir va lue  of its  inve s tme nt.
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Q- WHAT ROLE DOES REGULATION PLAY IN ENSURING ACCESS TO
CAPITAL FOR APS?

1 2

1 3

1 4

Cons ide ring  inve s to rs ' he igh te ne d  a wa re ne s s  o f the  ris ks  a s s oc ia te d  with  the

u tility indus try a nd the  da ma ge tha t re s u lts  whe n  a  u tility's  fina ncia l fle xib ility is

compromis e d , s upportive  re gu la tion  re ma ins  crucia l to  AP S ' a cce s s  to  ca p ita l.

In ve s to rs  re c o g n iz e  th a t re g u la tio n  h a s  its  o wn  ris ks ,  a n d  th a t c o n s tru c tive

re g u la tio n  is  a  ke y in g re d ie n t in  s u p p o rtin g  u tility c re d it ra tin g s  a n d  fin a n c ia l

in te grity, pa rticula rly during time s  of a dve rs e  conditions . S &P  note d tha t:

Re gula tory rulings  ha ve  re turne d to ce nte r s ta ge  a s  a  domina nt
factor in a ssess ing companies ' credit qua lity. These  decis ions  will
be  critica l for a n indus try tha t in ma ny jurisdictions  is  ne a ring the
e nd of e xte nde d tra ns ition pe riods  a nd will be  ma king s ignifica nt
capita l investment in infras tructure  during the  next severa l years .6l

1 7

1 8

1 9

2 0

2 1

More  re ce ntly, S &P  conclude d, "The  politica l a tmos phe re  will re ma in highly

charged, fostering uncerta inty."62

"re gula tory re la tions hips  a re  be coming more  importa nt" in a n e ra  of broa dly

ris ing costs  and uncerta inties , and concluding:

Moody's  echoed these  sentiments , obse rving

22

23

24

[T]he re are concerns a ris ing from the sector's sizeable
infra s tructure  inve s tme nt pla ns  in the  fa ce of a n e nvironme nt of
s te a dily ris ing ope ra ting cos ts . Combine d, the s e  cos ts  a nd
inves tments  can crea te  a  continuous  need for regula tory ra te  re lie f

61Standard & Poor's Corporation, "Industry Report Card: U.S. Electric/Gas/Water,"RatingsDirect (May 3,
2005).
62 Standard & Poor's Corporation, "Top Ten Credit Issues Facing U.S. Utilities,"RatingsDirect (Jan. '29, 2007).
63 Moody's Investors Service, "Regulatory Pressures Increase for U.S. Electric Utilities," Special Comment
(March 2007).
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1 which in turn ca n incre a s e  the  like lihood for politica l a nd/or
regulatory intervention.64

2

3

4

5

6

7

With respect to APS specifica lly, the  three  major bond ra ting agencies  have  a ll

noted the  near-te rm challenges  posed by regula tory uncerta inty, while  explicitly

citing the  potentia l tha t adverse  regula tory rulings  could further compromise  the

Company's  credit s tanding.65 Of particular concern to investors  is  the  impact of

regula tory lag and cos t-recovery on the  APS ' ability to earn its  authorized ROE

and mainta in its  financia l metrics , with Moody's  noting:8

9

10

1 1

1 2

The  ne ga tive  outlook is  prima rily a  re fle ction of AP S ' continue d
need for ra te  increases  in a  regula tory a rena  tha t has  his torica lly
be e n cha lle nging. Give n AP S ' curre nt s ignifica nt ca pita l
expenditure  program, the  company will require  continued, time ly
regula tory support to ma inta in credit me trics  tha t a re  appropria te
for its  ra ting. 6

1 3

1 4
S&P concluded, "We  view APS ' future  credit qua lity a s  hinging la rge ly on the

quality of regula tion of e lectric ra tes  in Arizona."67
1 5

1 6

1 7

1 8

1 9

20

More ove r, the  ne ga tive  impa ct of de clining cre dit qua lity on a  utility's  ca pita l

cos ts  and financia l flexibility becomes  more  pronounced as  debt ra tings  move

down the  sca le  from inves tment to non-inves tment grade . In  light o f AP S '

present ra tings , an inadequa te  ra te  of re turn imposed in this  proceeding would

further pressure  APS ' financia l flexibility and credit s tanding.

21
Q- BY ENHANCING THE UTILITY'S

22
DO CUSTOMERS BENEFIT
FINANCIAL FLEXIBILITY?

23

24

25

26

64 Moody's Investors Service, "Storm Clouds Gathering on the Horizon for the North American Electric Utility
Sector," Special Comment (Aug. 2007).
65 See Ag.,Standard & Poor's Corporation, "Arizona Public Service Co.," RatingsDirect (July ll, 2007), Moody's
Investors Service, "Credit Opinion: Arizona Public Service Company," Credit Research (Dec. 17, 2007), Fitch
Ratings Ltd., "Fitch Revises Pinnacle West's Outlook to Negative, Affirms 'BBB-' IDS" (Dec. 21, 2007).
66 Moody's Investors Service, "Credit Opinion: Arizona Public Service Company," Credit Research (Dec. 17,
2007).
67 Standard & Poor's Corporation, "Arizona Public Service Co.," RatingsDirect (July 11, 2007).
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Ye s . While  providing a  re turn on fa ir va lue  tha t is  s ufficie nt to ma inta in APS '

a bility to a ttra ct ca pita l, e ve n unde r' dure s s , is  cons is te nt with the  e conomic

requirements  embodied in the  U.S. Supreme Court's Blue fe la ' decis ion, it is  a lso

in cus tome rs ' be s t inte re s ts .68 Ultima te ly, it is  cus tome rs  a nd the  se rvice  a re a

economy tha t enjoy the  bene fits  tha t come  from ensuring tha t the  utility has  the

financia l wherewitha l to take  wha teve r actions  a re  required to ensure  a  re liable

e ne rgy s upply. By the  s a me  toke n, cus tome rs  a ls o be a r a  s ignifica nt burde n

when the  ability of the  utility to a ttra ct capita l is  impa ired and se rvice  qua lity is

compromised.

B. Capita l S tructure

Q. IS  AN E VALUATIO N O F  THE  C AP ITAL S TR UC TUR E  MAINTAINE D
BYA UTILITY RELEVANT IN AS S ES S ING ITS  RETURN ON EQUITY?

Ye s . Othe r things  e qua l, a  highe r de bt ra tio, or lowe r common e quity ra tio,

trans la tes  into increased financia l risk for a ll inves tors . A grea te r amount of debt

me a ns  more  inve s tors  ha ve  a  s e nior cla im on a va ila ble  ca s h flow, the re by

re ducing the  ce rta inty tha t e a ch will re ce ive  the ir contra ctua l pa yme nts . This

in c re a s e s  th e  ris ks  to  wh ic h  le n d e rs  a re  e xp o s e d , a n d  th e y re q u ire

corre s pondingly h ighe r ra te s  of in te re s t. From common s ha re holde rs '

s ta ndpoint, a  highe r de bt ra tio  me a ns  tha t the re  a re  proportiona te ly more

inves tors ahead of them, the reby increa s ing the  unce rta inty a s  to the  amount of

cash flow, if any, tha t will rema in.

Q. WHAT COMMON EQUITY RATIO IS IMPLICIT IN APS' REQUESTED
CAPITAL STRUCTURE?
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A. APS' capita l s tructure  is  pre sented in the  te s timony of Witness  Dan Kearns . As

s umma rize d in his  te s timony, the  common e quity ra tio us e d to compute  APS '

68 The end result requirement of the Hope case was affirmed in the Duquesne case cited earlier and in the More
recent Verizon Comm. Er al v. FCC, 535 U.S. 467 (2002).

A.



overall rate of return was approximately 54 percent in this filing.

Q- WHAT WAS THE AVERAGE BOOK VALUE CAPITALIZATION
MAINTAINED BY THE ELECTRIC UTILITY PROXY GROUP?

As shown on Attachment WEA-7, common equity ra tios  a t December 31, 2006

ranged from 39.2 percent to 64.2 percent and averaged 51 .9 percent for the  firms

in the  Ele ctric Utility P roxy Group.

Q- WHAT OTHER BENCHMARKS ARE RELEVANT IN ASSESSING APS'
CAPITAL STRUCTURE UNDER THE FAIR VALUE R.ATE BASE
STANDARD?

To be able to raise capital, companies must pay returns that are competitive at

the current market prices of their securities, not the embedded book value of the

mix of stocks and bonds. Reference to market values is also consistent with the

underlying premise of the fair value rate base standard.69 As a result, the market

value capitalizations for the finns in the Electric Utility Proxy Group also serve

as a benchmark in evaluating APS' proposed capital structure.

As  s h o wn  o n  Atta c h me n t W EA-8 ,  a t ye a r-e n d  2 0 0 6 ,  th e  ma rke t va lu e

ca pita liza tions  for the  firms  in  the  Ele ctric  Utility P roxy Group implie d  a n

average  common equity ra tio of 68.5 percent.

Q- WHAT IMPLICATION DOES THE INCREASING RISK OF THE
INDUSTRY HAVE FOR THE CAPITAL STRUCTURES MAINTAINED
BY UTILITIES?
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A. As discussed earlier, the average credit rating associated with firms in the

electric industry has fallen to triple-B, the lowest rung on the ladder of the

investment grade scale. This decline in credit quality is indicative of the need

69 The U.S. Supreme Court inDuquesne Light Co. u Barasch,488 U.S. 299 (1989) noted dirt the purpose of fair
value ratemaking is to provide a fair return on the market value of plant. Using a market value capital structure
would seem to be more consistent with this objective than original cost given that Arizona is a fair value jurisdiction.

A.

A.

51



for utilitie s  to s trengthen the ir ba lance  shee ts  to dea l with an increas ingly

uncerta in and compe titive  marke t. A more  conse rva tive  financia l profile  is

consistent with increasing uncertainties and the need to maintain the continuous

access  to capita l tha t is  required to fund opera tions  and necessary sys tem

inves tment, even during times  of adverse  capita l marke t conditions . This  is

e s pe cia lly the  ca s e  if e le ctric utilitie s  a re  to be  s ucce s s ful in ra is ing the

subs tantia l funds  necessary to boos t inves tments  for ne twork re liability and

transmission projects. Moody's recently noted the financial pressures associated

with planned infra s tructure  inves tments  in an environment of ris ing cos ts ,

concluding that:

[C]ompanies  and industries  tha t are  facing increasing business  and
opera ting risk profiles  tend to ins titute  corpora te  finance  s tra tegies
that are  designed to bolster the balance sheet in an effort to address

Moody's  we nt on to wa rn of the  risks  a s socia te d with incre a s ing de bt le ve ra ge

a nd fixe d obliga tions  a nd a dvis e d utilitie s  not to s qua nde r the  opportunity to

strengthen the  balance sheet as  a  buffer against future  uncerta inties ."

Q- WHAT C AP ITALIZATIO N IS REP RES ENTATIVE F O R
ELECTRIC UTILITY P ROXY GROUP  GOING F ORWARD?
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A. As shown on Attachment WEA-7, Value Line expects  that the  average book

value common equity ratio for the Electric Utility Proxy Group will increase to

52.4 percent over the  next three  to five  years . On a  market va lue  bas is , the

average  capita liza tion for this  group of e lectric utilitie s  implies  an average

common equity ratio of 64.2 percent (Attachment WEA-8).

70 Moody's Investors Service, "Storm Clouds Gathering on the Horizon for the North American Electric Utility
Sector,"Special Comment (Aug. 2007).
71I d
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Q- HOW DOES AP S ' COMMON EQUITY RATIO COMP ARE WITH DATA
FOR THE ELECTRIC UTILITY P ROXY GROUP ?

AP S ' re que s te d common e quity ra tio of a pproxima te ly 54 pe rce nt is  e ntire ly

cons is te nt with the  a ve ra ge  book va lue  ca pita l s tructure  for the  proxy group,

ba s e d on ye a r-e nd 2006 da ta  a nd Va lue  Line 's  ne a r-te rm proje ctions . On the

othe r ha nd, a  common e quity ra tio of 54 pe rce nt implie s  gre a te r fina ncia l ris k

than is  indica ted based on marke t va lues  for the  Electric Utility Proxy Group.

Q- WHAT OTHER FACTORS SHOULD BE CONSIDERED
EVALUATING THE COMPANY'S  CAPITAL STRUCTURE?

IN

Depending on the ir specific a ttributes , contractua l agreements  tha t obliga te  the

utility to  ma ke  s pe cifie d pa yme nts  ma y be  tre a te d a s  de bt in  e va lua ting a

utility's  financia l risk. Because  power purchase  agreements  ("PPAs") and leases

typica lly obliga te  the  utility to ma ke  s pe cifie d minimum contra ctua l pa yme nts

a kin to thos e  a s s ocia te d with tra ditiona l de bt fina ncing, inve s tors  cons ide r a

portion  of the s e  commitme nts  a s  de b t in  e va lua ting  to ta l fina ncia l ris ks .

Be ca us e  inve s tors  cons ide r the  de b t impa ct o f s uch  fixe d  ob liga tions  in

a s s e s s ing a  utility's  fina ncia l pos ition, the y imply gre a te r ris k a nd re duce d

fina ncia l fle xibility. In orde r to  offs e t the  de bt e quiva le nt a s s ocia te d with

off-ba lance  shee t obliga tions , the  utility mus t reba lance  its  capita l s tructure  by

increas ing its  common equity in order to res tore  its  e ffective  capita liza tion ra tios

to previous levels.72
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Re fle cting the  longs ta nding pe rce ption of inve s tors  tha t the  fixe d obliga tions

associa ted with PPAs, leases , and other off-ba lance  shee t obliga tions  diminish a

utility's  cre ditworthine s s  a nd fina ncia l fle xibility, the  implica tions  of the s e

72 The capital structure ratios presented earlier do not include imputed debt associated with power purchase
a cements or the lm act of other off-balance sheet obi actions.gr p g
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commitme nts  ha ve  be e n re pe a te dly cite d by ma jor bond ra ting a ge ncie s  in

conne ction  with  a s s e s s me nts  of u tility fina ncia l ris ks . F o r e xa mp le ,  in

e xpla ining its  e va lua tion of the  cre dit implica tions  of P P As , S &P  a ffirme d its

pos ition tha t s uch a gre e me nts  give  ris e  to  "de bt e quiva le nts " a nd Ma t the

increased financia l risk must be  cons idered in eva lua ting a  utility's  credit risks

As the  ra ting agency expla ined

For ma ny ye a rs , S ta nda rd & Poor's  Ra tings  Se rvice s  ha s  vie we d
powe r s upply a gre e me nts  (P P A) in  the  U.S . u tility s e c tor a s
cre a ting  fixe d, de bt-like , fina ncia l obliga tions  tha t re pre s e nt
s ubs titute s  for de bt-fina nce d ca pita l inve s tme nts  in ge ne ra tion
ca pa city. In a  s e ns e , a  utility tha t ha s  e nte re d into a  P P A ha s
contracted with a  supplie r to make  the  financia l inves tment on its
beha lf. Cons e que ntly, P P A fixe d  obliga tions , in  the  form of
ca pa city pa yme nts , me rit inclus ion in a  utility's  fina ncia l me trics
a s  though the y a re  pa rt of a  utility's  pe rma ne nt ca pita l s tructure
and are incorpora ted in our assessment o f  a u tility's
creditworthiness

Apa rt from re a ffirming the  importa nce  of impute d de bt in its  a na lys is  of cre dit

s tanding, S&P a lso noted tha t it has  re fined its  me thodology to include  imputed

debt associa ted with shorte r-te rm PPAs. S imila rly, S&P re ce ntly a ffirme d its

policy of modifying a  utility's  ba la nce  s he e t to include  the  de bt e quiva le nts

associated with operating leases

/D

As discussed earlie r, a  s ignificant portion of the  Company's  power requirements

a re  curre ntly obta ine d through long-te rm purcha s e d powe r contra cts . These

contra ctua l pa yme nt obliga tions , a long with the  s a le -le a s e ba ck a gre e me nts

Standa rd & Poor's  Corpora tion, "S tanda rd & Poor's  Methodology For Imputing Debt For U,S . Utilities ' Power
Purchase Agreements ,"Ra tings Dire ct Ma y 7, 2007)

I d

Standard & Poor's  Corpora tion, "Implica tions  Of Opera ting Leases  On Ana lys is  Of U.S . Electric Utilities
Ra tings Dire ct (Jan. 15, 2008)
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1

2

3

4

a s s ocia te d with Unit 2 of P a lo Ve rde , a re  fixe d commitme nts  with de bt-like

cha racte ris tics  and a re  prope rly cons ide red when eva lua ting the  financia l risks

implie d by AP S ' ca pita l s tructure . S &P  re ce ntly re porte d tha t it a djus ts  AP S '

ca pita liza tion to include  $1.1 billion in impute d de bt from off-ba la nce  s he e t

obliga tions ." Unle s s  the  Compa ny ta ke s  a c tion  to  offs e t th is  a dditiona l

fina ncia l ris k by ma inta ining a  highe r e quity ra tio, the  re s ulting le ve ra ge  will

we a ke n AP S ' cre ditworthine s s , implying a  highe r re quire d ra te  of re turn to

compensate investors for the greater risks.78
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Q- WHAT DO E S  THIS  E VIDE NC E  S UG G E S T WITH R E S P E C T To  AP S '
P ROP OS ED CAP ITAL S TRUCTURE ?
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17

Ba s e d on my e va lua tion, I conclude d tha t a  ca pita l s tructure  cons is ting of

approximate ly 54 percent common equity represents  a  reasonable  mix of capita l

s ource s  from which to ca lcula te  AP S ' ove ra ll ra te  of re turn. The  Compa ny's

re que s te d  common  e qu ity ra tio  o f a pp roxima te ly 54  pe rce n t is  e n tire ly

cons is te nt with the  a ve ra ge  book va lue  ca pita l s tructure  for the  proxy group,

ba s e d on ye a r-e nd 2006 da ta  a nd Va lue  Line 's  ne a r-te rm proje ctions . On the

othe r ha nd, a  common e quity ra tio of 54 pe rce nt implie s  gre a te r fina ncia l ris k

tha n is  indica te d ba s e d on ma rke t va lue s  for the  Ele ctric Utility P roxy Group.

Be ca use  the  purpose  of fa ir va lue  ra te ma king is  to provide  a  fa ir re turn on the

marke t va lue  of the  utility's  ra te  ba se , re fe rence  to marke t va lue s  is  re levant in

eva lua ting APS' capita l s tructure .

18
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20

21

22
While  industry averages  provide  one  benchmark for comparison, each firm must

s e le ct its  ca pita liza tion ba s e d on the  ris ks  a nd pros pe cts  it fa ce s , a s  we ll its

77 Standard & Poor's Corporation, "Arizona Public Service Co.," RatingsDirect (July ll ,  2007).
78 Apart from the immediate impact that the fixed obligation of purchased power costs has on the utility's
financial risk, higher fixed charges also reduce ongoing financial flexibility, and the utility may face other
uncertainties, such as potential replacement power costs in the event of supply disruption.
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spe cific ne e ds  to a cce s s  the  ca pita l ma rke ts . A public utility with a n obliga tion

to s e rve  mus t ma inta in re a dy a cce s s  to ca pita l s o tha t it ca n me e t the  s e rvice

re quire me nts  of its  cus tome rs . The  ne e d for a cce s s  be come s  e ve n more

importa nt whe n the  compa ny ha s  ca pita l re quire me nts  ove r a  pe riod of ye a rs ,

a nd fina ncing mus t be  continuous ly a va ila ble , e ve n during unfa vora ble  ca pita l

marke t conditions .

As  indica ted ea rlie r, the  cha llenges  posed by a  growing se rvice  a rea , s ignificant

capita l requirements , vola tile  ene rgy prices , and re liance  on wholesa le  marke ts

ma gnifie s  the  importa nce  of pre s e rving fina ncia l fle xibility. Unde r the s e

circums ta nce s , it is  e s se ntia l tha t APS ' ca pita l s tructure  include  the  borrowing

ca pa city ne ce s s a ry to  e ns ure  a n  ongoing  a b ility to  fund  a la rme d ca p ita l

inve s tme nts  a nd me e t the  Compa ny's  s e rvice  obliga tions . While  fina ncia l

fle xibility pla ys  a  crucia l role  in e nsuring the  whe re witha l to me e t the  ne e ds  of

cus tome rs , utilitie s  with highe r le ve ra ge  ma y be  fore clos e d from a dditiona l

borrowing, e s pe cia lly during time s  of s tre s s . In this  re ga rd, AP S ' e quity ra tio

re fle cts  the  cha lle nge s  pos e d by its  re s ource  mix, a s  we ll a s  the  burde n of

s ignificant capita l spending requirements .
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AP S ' ca pita l s tructure  re fle cts  the  Compa ny's  ongoing e fforts  to ma inta in its

cre dit s ta nding a nd s upport a cce s s  to  ca pita l on re a s ona ble  te rns . The

re a s o n a b le n e s s  o f AP S ' ca p ita l s tru c tu re  is  re in fo rce d  b y th e  o n g o in g

u n c e rta in tie s  a s s o c ia te d  with  th e  e le c tric  p o we r in d u s try,  th e  n e e d  to

a ccommoda te  ongoing re gula tory ris ks , a nd the  importa nce  of s upporting

continued sys tem inves tment, even during times  of adve rse  indus try or ma rke t

conditions . S&P a lso noted tha t its  current ra ting for APS was  contingent on the

56



Compa ny's  "a bility to pre s e rve  its  ca pita l s tructure ," while  Moody's  cite d the

need for a  reduction in financia l leverage  to s tabilize  APS' credit s tanding.79

C. Implica tions  of Attrition

Q. WHAT CAUS ES  ATTRITION?

Attrition is the deterioration of actual return below the allowed return that occurs

when the relationships between revenues, costs, and rate base used to establish

rates (e.g., using a historical test year) have changed by the time rates go into

effect. For example, if external factors are driving costs to increase more than

revenues, then the rate of return will fall short of the allowed return even if the

utility is operating efficiently. Similarly, when growth in the utility's investment

outstrips the rate base used in the test year, the earned rate of return will fall

below the allowed return through no fault of the utility's management. These

imbalances are exacerbated as the regulatory lag increases between the time

when the data used to establish rates is measured and the date when the rates go

into effect.

Q- WHY IS  IT NECES S ARY TO ADDRES S  THE IMP ACT OF ATTRITION?

A. Investors are concerned with what they can expect in the future, not what they

might expect in theory if a historical test year were to repeat. To be fair to

investors and to benefit customers, a regulated utility must have an opportunity

to actually earn a return that will maintain financial integrity, facilitate capital

attraction, and compensate for risk. In other words, it is the end result in the

future that determines whether or not the Hope and Bluefield standards are met.
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Q. HAS  T HE  INVE S T ME NT  C O MMUNIT Y R E C O G NIZE D T HE  R IS KS
AS S O C IATED WITH ATTR ITIO N AND LAG  IN ITS  EVALUATIO N O F
APS?

79 Moody's Investors Service, "Credit Opinion: Arizona Public Service Company," Credit Research (Dec. 17,
2007).
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A. Yes . S&P noted tha t the  s low pace  of regula tory adjus tments  in Arizona  acts  a s

a  drag on APS' finances , e specia lly cons ide ring the  pressures  of high growth

S imila rly, Moody's  wa rne d tha t a  downgra de  could re s ult "if AP S ' re gula tory

lag for capita l spending does  not improve ," obse rving "APS' ra te  case  activity is

illus tra tive  of a n e nvironme nt whe re  the re  ha d te nde d to be  be low a ve ra ge

assurance  of timely recovery of cos ts  and the  ability to ea rn a  reasonable  re turn

on inves tment."81 Fitch a lso cited the  potentia l tha t regula tory lag could produce

s ignifica nt de te riora tion" in cre dit me trics  a nd re s ult in ra ting downgra de s

As  Fitch concluded

The  re s ulting ga p be twe e n the  cos ts  curre ntly be ing colle c te d in
ra te s  a n d  c o s ts  in c u rre d  c o u ld  le a d  to  me a n in g fu l a ttritio n  to
AP S 's  e a rn ings ,  c a s h  flows  a nd  c re d it me tric s  in  2009 . F itc h
pro je c ts  AP S 's  2008  e a rne d  RO E will de c line  to  a pproxima te ly
6.5%. from a n e s tima te d 8.5% in 2007, we ll be low its  a uthorize d
le ve l of 10.75%

Fitch obs e rve d tha t fa ilure  to a dopt a n a ttrition a djus tme nt in AP S ' la s t ra te

proceeding was  a  "nega tive  deve lopment" for the  Company and its  inves tors , in

light of ongoing capita l requirements

Q- WHAT ARE THE WAYS  TO DEAL WITH ATTRITION?

For many utilities , the  widespread adoption of pass-through clauses  for fuel

purchased power, and other costs that were rising rapidly in the late l970's and

early l980's helped to offset the impact of attrition. The use of future test years

and other forward-looking mechanisms is also useiill in ameliorating the impact

Standard & Poor's Corporation, "Arizona Public Service Co.," RatingsDireet (July 11, 2007)
Moody's Investors Service, "Credit Opinion: Arizona Public Service Company," Credit Research (Dec. 17, 2007)
Fitch Ratings Ltd., "Arizona Public Service Company," Global Power US & Canada Credit Analysi5

(Jan. 23, 2008)
Id.
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of a ttrition, a s  is  a cce le ra te d de pre cia tion a nd inclus ion of CWIP in ra te  ba se ,

pa rticu la rly whe re  fina nc ing  a n  e xpe ns ive  ge ne ra ting  p la n t a dd ition  is

unde nnining a  utility's  fina ncia l indica tors . Ma ny juris dictions  ha ve  de ve lope d

methods  to a ttenua te  regula tory lag, such as  a llowing inte rim ra tes , putting ra tes

into e ffect subject to re fund, as  well as  acce lera ting the  adminis tra tive  process  to

a llow fa s te r ra te  de cis ions . As  a  re s ult of the s e  me a s ure s , combine d with the

fa ll-off of infla tion, growth, a nd ne w cons truction a cros s  the  e le ctric utility

industry, a ttrition ceased to be  a  major regula tory issue  by the  mid-1980s.

Q- WHY DOES  AP S  FACE ATTRITION?

The  unique  circumstances  ofAPS have  led to an a ttrition problem jus t a s  severe

a s  e xpe rie nce d by e le ctric utilitie s  in the  turbule nt de ca de s  of the  l970's  a nd

l980's . AP S  is  conte nding with s ignifica nt growth in cus tome rs  a nd ha s  to

finance  a  huge  capita l inves tment program. Regula tory lag is  a lso preva lent in

Arizona . While  pas t cons tructive  actions , such a s  s trengthening the  PSA, have

be e n he lpful in pre ve nting AP S ' cre dit ra tings  from fa lling be low inve s tme nt

grade , a ttrition rema ins  a  ma jor conce rn of the  inves tment community. All three

of the  major bond ra ting agencies  have  advised investors  tha t APS' ra tings  could

be  lowe re d to s pe cula tive  gra de  if the  Compa ny is  una ble  to a chie ve  time ly

re gula tory re cove ry a s s ocia te d  with  ris ing  cos ts  a nd burde ns ome  ca pita l

expenditure  requirements .
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Q. IS IT  R E AS O NAB L E TO C O NS IDE R  AN ADJ US T ME NT
ATTRITION, S UCH AS  THAT P ROP OS ED BY AP S ?

F O R

Yes . Se tting ra te s  a t a  leve l tha t cons ide rs  the  impact of a ttrition and a llows  the

utility a n opportunity to a ctua lly e a rn its  a uthorize d ROE is  cons is te nt with

funda me nta l re gula tory principle s . Tha t e nd re sult would ma inta in the  utility's

financia l integrity, ability to a ttract capita l and offe r inves tors  fa ir compensa tion

A.

A.
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for the  ris k the y be a r. Give n the  pa s t timing of ra te  re lie f a nd the  dyna mics

faced by APS, the re  is  every reason to be lieve  tha tadrition would lead to under

ea rning the  a llowed ROE if APS is  not granted an adjus tment to counte ract the

impact of regula tory lag and ris ing costs  and capita l requirements

Q- IS AN ATTRITION ADJUSTMENT
ESTABLISHED STANDARDS OF FAIRNESS?

CONSISTENT WITH

A. Ye s . Ce ntra l to the  de te rmina tion of re a s ona ble  ra te s  for utility s e rvice  is  the

notion tha t owne rs  of public utility prope rtie s  a re  prote cte d from confis ca tion

The Supreme Court has  reaffirmed tha t the  end result tes t must be  applied to the

a ctua l re turns  tha t inve s tors  e xpe ct if the y put the ir mone y a t ris k to fina nce

utilitie s ." This  e nd re sult ca n only be  a chie ve d for APS if the  a llowe d re turn is

s ufficie nt to  offs e t the  impa ct of a ttrition. Thus , wha te ve r the  Commis s ion

ultima te ly de te rmine s  to be  inve s tors ' re quire d re turn, the  only wa y to a chie ve

tha t e nd re s ult is  to ma ke  a n a ttrition a djus tme nt s ufficie nt to give  AP S  a n

opportunity to actua lly ea rn tha t ROE in the  future

Inde e d, not a llowing the  Compa ny a n opportunity to e a rn a  sufficie nt re turn is

the  economic equiva lent of taking the  capita l va lue  of exis ting inves tors

HOW DOES NOT ALLOWING APS AN ACTUAL OPPORTUNITY TO
EARN ITS COST OF CAPITAL RESULT IN TAKING VALUE FROM
APS INVESTORS?

In rea l world capita l marke ts , inves tors  have  many competing places  to put the ir

money. If the  money tha t is  dedica ted to utility public se rvice  does  not have  an

opportunity to ea rn a  re turn commensura te  with tha t ava ilable  from a lte rna tives

VerizonCommunications, et al 11 Federal Communications Commission, et al, 535 U.S. 467 (2002). While I
cannot comment on the legal significance of this case, I found the economic wisdom of looking to the reasonable
expectations of actual investors compelling. I understand that as a fair value state, Arizona law may have
requirements beyond theHope and Blue field end-result tests. But economic logic and common sense confimi
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of e quiva le nt ris k in the  ca pita l ma rke ts , inve s tors  a re  not be ing a de qua te ly

compe ns a te d for the  us e  of the ir mone y a nd be a ring ris k. S ince  the  ca pita l

de d ica te d  to  u tility s e rvice  ca nnot be  withdra wn from public  s e rvice , its

e conomic va lue  to inve s tors  is  re duce d by the  a mount ne ce s sa ry to ma ke  the

utility inves tment competitive  with a lte rna tive  inves tments  on the  open marke t.86

This  re duction in e conomic va lue  ne ce s s a ry to bring the  ra te  of e a rnings  on

utility inve s tme nt into line  with ma rke t opportunitie s  of comme ns ura te  ris k

cons titute s  a  ta king of inve s tors ' ca pita l by the  gove rnme nta l a uthority s e tting
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We  ca n  obs e rve  how ina de qua te  re tu rns  re duce  e conomic  va lue  in  the

ma rke tpla ce . Cons ide r a  bond is s ue d by a  ris ky e ntity. Ge ne ra lly the  bond is

sold to the  public a t close  to face  va lue  ($l000) and can be  traded in the  marke t.

Whoe ve r owns  the  bond will re ce ive  the  coupon pa yme nts  ove r the  life  of the

bond a nd re ce ive  the  $1000 principa l re pa yme nt a t ma turity. As  the  le ve l of

inte re s t ra te s  va ry or the  ris k of the  ca s h flow promis e s  from the  is s ue r of the

bond change , so will the  marke t va lue  of the  bond. If the  risk increases  tha t the

promise d pa yme nts  will not be  ma de  in full, the  va lue  of the  bond drops  in the

capita l ma rke t. Only by lowering the  price  tha t inves tors  mus t pay for the  bond

ca n the  e xpe cte d re turn be  ma de  compe titive  with othe r opportunitie s  in the

capita l marke ts . If an inves tor owns  the  bond and does  not se ll it when the  risk

22

23

24

that a utility cannot attract capital on reasonable terms if investors expect future returns to fall short of those
offered by comparable investments.
86 Individual owners futility bonds and stocks can sell their claims on future cash flows to other investors, but
they cannot withdraw the underlying capital from the utility. The government will not allow capital that is
invested in utility rate base to be withdrawn. Therefore, the governmental authority having control over the rates
must be set them as to allow that capital to earn of return that is competitive with the earnings available other
opportunities of commensurate risk. Failing to allow such a return constitutes a taking of the economic value of
the capital dedicated to public utility service.

25
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increase, the economic value of their investment is reduced as the market price

declines.

Similarly, capital that is dedicated to public service in the rate base of APS has

its value affected by the risks and prospects of APS relative to other

opportunities in the capital market. Since the money invested in APS' fair value

rate base cannot be withdrawn, the effect of not having an opportunity to earn

returns commensurate with the underlying risk causes the economic value of its

securities to fall. This reduction in value due to an inadequate opportunity to

cam a return commensurate with risk is the economic equivalent of the

government taking value from the private property of investors without

compensation.

D. Return on Equity Recommendation

Q. PLEASE SUMMARIZE THE RESULTS OF YOUR ANALYSES.

Reflecting the fact that investors' required return on equity is unobservable and

no single method should be viewed in isolation, I used both the DCF and CAPM

methods to estimate a fair ROE for APS. These methods were applied in a

forward-looking manner to be consistent with the Arizona fair value rate base

standard. In order to reflect the risks and prospects associated with APS'

jurisdictional utility operations, my analyses focused on a proxy group of

twenty-four other utilities with comparable investment risks. Consistent with

the fair value rate base standard, and the fact that utilities must compete for

capital with firms outside their own industry, I also referenced a proxy group of

comparable risk companies in the non-utility sector of the economy.

1

2

3

4

5

6

7

8

9

10

11

12

13

1 4

15

1 6

17

18

1 9

2 0

21

2 2

2 3

2 4

25

2 6

My application of the constant growth DCF model considered four alternative

growth measures based on projected earnings growth and the sustainable,
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Br+s v" for e a ch firm in the  re s pe ctive  proxy groups . In a ddition, I e va lua te d

the  reasonableness  of the  resulting DCF estimates  and e liminated low- and high

e nd outlie rs  tha t fa ile d to me e t thre s hold te s ts  of e conomic logic. My CAP M

a na lyse s  we re  ba se d on forwa rd-looking da ta  tha t be s t re fle cts  the  unde rlying

a s s umptions  of this  a pproa ch. The  re s ults  of my a lte ra tive  a na lys e s  we re

summarized earlie r in Table  4, which is  reproduced be low

TABLE 4
SUMMARY OF QUANTITATIVE RESULTS

Me th o d

Cos t of Equitv Es timates
Ele c tric  Utility No n -Utility
P ro xv Gro up Pro xv Gro up

11.0% 12.7%
12.2%

Based these  findings , conclude d tha t the  cos t of e quity for the  proxy groups

indica ted by my ana lyses  is  in the  11.0 percent to 12.7 percent range . Based on

my e va lua tion of the  re la tive  ris k a nd s tre ngths  of the  a na lys e s , I found the

re a s ona ble  ra nge  for the  cos t of e quity to AP S  to be  11.25 pe rce nt to 12.5

percent

I

Q- WHAT THE N IS YO UR  O P INIO N R E G AR DING  THE R E AS O NABLE
NES S  OF THE 11.5 P ERCENT ROE REQUES TED BY APS?

19 As expla ined above , I concluded tha t the  fa ir ra te  of re turn on equity range  for

AP S  wa s  1 1 .2 5  p e rc e n t to  1 2 .5  p e rc e n t. Cons ide ring ca pita l ma rke t

e xpe c ta tions , the  po te n tia l e xpos ure s  fa ce d  by AP S , a nd  the  e conomic

re quire me nts  ne ce s s a ry to ma inta in fina ncia l inte grity a nd s upport a dditiona l

capita l inves tment even under adverse  circumstances , it is  my opinion tha t 11.5

pe rcent repre sents  conse rva tive  e s tima te  of a  fa ir and rea sonable  ROE on fa ir

va lue  ra te  base  for APS. In view of the  economic rea lity tha t APS' actua l re turns

ha ve  fa lle n s ys te ma tica lly s hort of the  a llowe d ROE, my re comme nda tion

A.
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assumes  tha t the re  is  an adjus tment for a ttrition so tha t APS has  an opportunity

to actua lly earn its  11.5 percent ROE

Q- DOES  THIS  CONCLUDE YOUR P RE-F ILED DIRECT TES TIMONY?

Yes. it does
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WILLIAM E. AVERA

FINCAP , INC.
Financia l Concepts  and Applica tions
Economic and Financia l Counse l

3907 Red Rive r
Austin, Texas  78751

(512) 458-4644
FAX (512)458-4768

f̀1ncap@texas.net

Summary of Qualifications

witne ss  te s timony be fore  courts , a lte rna tive  dispute  re solution pa ne ls , re gula tory a ge ncie s  a nd
le gis la tive  committe e s , le cture d in e xe cutive  e duca tion progra ms  a round the  world on e thics ,
investment analysis, and regulation, undergraduate and graduate teaching in business and economics,
appointed to leadership positions  in government, industry, academia , and the  milita ry.

Employment

P rine qml,
FINCAP , Inc.
(Sep. 1979 to present)

Fina ncia l, e conomic a nd policy consulting to bus ine s s
a nd gove rnme nt. P e rform bus ine s s  a nd public policy
resea rch, cos t/bene fit ana lyses  and financia l mode ling,
va lua tion of bus ine s s e s  (ove r 150 e ntitie s  va lue d),
e s tima tion of damages , s ta tis tica l and indus try s tudie s .
Provide strategy advice and educational services in public
and priva te  sectors , and se rve  as  expert witness  before
re gula tory a ge ncie s , le gis la tive  committe e s , a rbitra tion
panels, and courts .

Director, Economic Resea rch
Divis ion,
P ublic Utility Commiss ion of Te xa s
(Dec. 1977 to Aug. 1979)

Respons ible  for re sea rch and te s timony prepa ra tion on
ra te  of re turn, ra te  s tructure , and econome tric ana lys is
de a ling with e ne rgy, te le communica tions , wa te r a nd
sewer utilities. Testified in major rate  cases and appeared
be fore  le g is la tive  committe e s  a nd  s e rve d  a s  Chie f
Economis t for a ge ncy. Adminis te re d s ta te  a nd fe de ra l
gra nt funds . Communica te d fre que ntly with politica l
le a de rs  a nd re pre s e nta tive s  from cons ume r groups ,
media , and inves tment community.

Ma na ge r, Fina ncia l Educa tion,
Inte rna tiona l Paper Company
Ne w York City
(Feb. 1977 to Nov. 1977)

Dire cte d corpora te  e duca tion progra ms  in a ccounting,
fina nce , a nd e conomics . De ve lope d course  ma te ria ls ,
re cru ite d  a nd tra ine d  ins tructors , lia is on  with in  the
compa ny a nd with a ca de mic ins titutions . Prepared
ope ra ting budge t a nd de s igne d fina ncia l controls  for
corpora te  profess iona l deve lopment program.
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Le cture r in Fina nce ,
The  Unive rs ity of Texas  a t Aus tin
(Sep. 1979 to May 1981)
Assis tant Professor of Finance ,
(Sep. 1975 to May 1977)

Taught graduate  and undergraduate  courses in financia l
management and investment theory. Conducted research
in  bus ine s s  a nd public policy. Na me d Outs ta nding
Gra dua te  Bus ine s s  P rofe s s or a nd re ce ive d va rious
adminis tra tive  appointments .

Assis tant Professor of Business ,
Unive rs ity of North Ca rolina  a t

Cha pe l Hill
(Sep. 1972 to Jul. 1975)

Ta ught in BBA, MBA, a nd P h.D. progra ms . Cre a te d
proje ct cours e  in fina nce , Fina ncia l Ma na ge me nt for
Women, and participa ted in deve loping Small Business
Ma na ge me nt se que nce . Orga nize d the  North Ca rolina
Ins titute  for Inve s tme nt Re se a rch, a  group of fina ncia l
ins titutions  tha t supporte d a ca de mic re se a rch. Fa culty
a dvis o r to  the  Me d ia  Boa rd ,  wh ich  funds  s tude n t
publica tions  and broadcast s ta tions .

Education

Ph.D., Economics  and Finance ,
Unive rs ity of North Ca rolina  a t

Cha pe l Hill
(Jan. 1969 to Aug. 1972)

Elective  courses  included financia l management, public
fina nce , mone ta ry the ory, a nd e conome trics . Awa rde d
the  S ton ie r Fe llows h ip  by the  Ame rica n  Ba nke rs '
Associa tion and University Teaching Fe llowship. Taught
s ta tis tics , macroeconomics , and microeconomics .

Dis se rta tion: The  Geometric Mean Stra tegy as  a
The ory ofMultzpe riod P ortfolio Choice

BA., Economics,
Emory University, Atlanta, Georgia
(Sep. 1961 to Jun. 1965)

Active  in  e xtra curricula r a ctivitie s , pre s ide nt of the
Ba rkle y F o ru m  (d e b a te  te a m ),  E m o ry R e lig io u s
As s ocia tion, a nd De lta  Ta u De lta  cha pte r. Individua l
awards  and te am championships  a t na tiona l collegia te
debate tournaments .

Professional Associations

Rece ived Charte red Financia l Ana lyst (CFA) designa tion in 1977, Vice  Pres ident for Membership,
Fina ncia l Ma na ge me nt Associa tion, P re s ide nt, Aus tin Cha pte r of P la nning Exe cutive s  Ins titute ,
Board of Directors , North Carolina  Socie ty of Financia l Analysts ; Candidate  Curriculum Committee ,
Associa tion for Investment Management and Research, Executive  Committee  of Southern Finance
Associa tion, Vice  Cha ir,S ta ff Subcommittee  on Economics and National Association of Regulatory
Utility Commiss ione rs  (NARUC), Appointed to NARUC Technica l Subcommittee  on the  Na tiona l
Ene rgy Act.
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Teachinq in Executive Education Proqrams

Univers ity-Sponsored Programs: Ce ntra l Michiga n Unive rs ity, Duke  Unive rs ity, Louis ia na  S ta te
Unive rs ity, Na tiona l Defense  Unive rs ity, Na tiona l Unive rs ity of S ingapore , Texas  A&M Unive rs ity,
Unive rs ity of Ka nsa s , Unive rs ity of North Ca rolina , Unive rs ity of Te xa s .

Bus iness  and Gove rnment-Sponsored P rograms: Adva nce d S e mina r on Ea rnings  Re gula tion,
Ame rica n P ublic We lfa re  Associa tion, Associa tion for Inve s tme nt Ma na ge me nt a nd Re se a rch,
Congre s s iona l Fe llows  P rogra m, Cos t of Ca pita l Works hop, Ele ctricity Cons ume rs  Re s ource
Council, Financia l Analysts  Associa tion oflndonesia , Financia l Analysts  Review, Financia l Analysts
S e mina r a t Northwe s te rn Unive rs ity, Gove rnor's  Exe cutive  De ve lopme nt P rogra m of Te xa s ,
Louis iana  Associa tion of Business  and industry, Nationa l Associa tion of Purchasing Management,
Nationa l Associa tion of Tire  Deale rs , P lanning Executives  Institute , School of Banking oldie  South,
S ta te  of Wiscons in Inves tment Boa rd, S tock Exchange  of Tha iland, Texas  Associa tion of S ta te
Sponsored Computer Centers , Texas Bankers ' Associa tion, Texas Bar Associa tion, Texas Savings
a nd Loa n Le a gue , Te xa s  Socie ty of CPAs , Tokyo Associa tion of Fore ign Ba nks , Union Ba nk of
S witze rla nd, U.S . De pa rtme nt of S ta te , U.S . Na vy,U.S . Ve te ra ns  Adminis tra tion, in a ddition to
Texas sta te  agencies and major corporations.

Presented papers for Mills B. Lane Lecture Series at the University of Georgia and Heubner Lectures
a t the  Unive rs ity of Pennsylvania . Taught gradua te  courses  in finance  and economics  in evening
program a t S t. Edward's  Unive rs ity in Austin from January 1979 through 1998.

Expert Witness Testimony

Testified in over 250 cases before  regula tory agencies addressing cost of capita l, regula tory policy,
ra te  design, and other economic and financia l issues.

Federa l Agencies : Federal Communications Commission, Federal Energy Regula tory Commission,
Surface Tra ns porta tion Boa rd, Inte rs ta te Commerce Commiss ion, a n d  th e Canadian
Radio-Te levis ion and Te lecommunica tions  Commiss ion.

Sta te  Regula tory Agencies: Alaska , Arizona , Arkansas , Ca lifornia , Colorado, Connecticut,
De laware , Florida , Georgia , Hawa ii, Idaho, Illinois , Indiana , Kansas , Maryland, Michigan,
Missouri, Ne va da , Ne w Mexico, North Carolina , Ohio, Oklahoma , Oregon, Pennsylvania , South
Carolina , South Dakota , Texas , Utah, Virginia , Washington, West Virginia , Wiscons in, and
Wyoming.

Tes tified in 41 ca se s  be fore  fede ra l and s ta te  courts , a rbitra tion pane ls , and a lte rna tive  dispute
tribunals (86 depositions given) regarding damages, valuation, antitrust liability, fiduciary duties, and
other economic and financia l issues .

Board Positions and Other Professional Activities

Audit Committee  and Outs ide  Director, Georgia  Sys tem Opera tions  Corpora tion (e lectric sys tem
opera tor for member-owned e lectric coopera tives in Georgia), Chairman, Board of Print Depot, Inc.
and FINCAP, Inc., Co-cha ir, Synchronous  Inte rconnection Committee , appointed by Public Utility
Commis s ion of Te xa s  a nd a pprove d by gove rnor, Appointe d by Ha ys  County Commis s ion to
Citize ns  Advisory Committe e  of Ha bita t Conse rva tion P la n, Ope ra tor of AAA Ra nch, a  ce rtifie d
organic producer of agricultura l products , Appointed to Organic Lives tock Advisory Committee  by

i
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Texas  Agricultura l Commiss ioner Susan Combs, Appointed by Texas  Ra ilroad Commiss ioners  to
study group for The UP/SP Merger: An Assessment of the Impacts on the State of Texas,' Appointe d
by Hawaii Public Utilitie s  Commiss ion to team reviewing a ffilia te  re la tionships  of Hawaiian Electric
Industries , Chairman, Energy Task Force , Greater Austin-San Antonio Corridor Council, Consultant
to P ublic Utility Commiss ion of Te xa s  on coge ne ra tion policy a nd othe r ma tte rs , Consulta nt to
Public Service  Commiss ion of New Mexico on cogenera tion policy, Eva lua tor of Energy Research
Grant Proposa ls  for Texas  Higher Educa tion Coordina ting Board.

Community Activities

Board Member, Susta inable  Food Center, Chair, Board of Deacons, Finance Committee , and Elder,
Centra l Presbyte rian Church of Austin, Founding MeMber, Orange-Cha tham County (N.C.) Lega l
Aid Screening Committee .

Military

Capta in, U.S . Nava l Rese rve  (re tired a fte r 28 yea rs  se rvice ), Commanding Office r, Nava l Specia l
Wa rfa re  Engine e ring Support Unit; Office r-in-cha rge  of SWIFT pa trol boa t in Vie tna m, Enlis te d
service  as weather analyst (advanced to second class petty officer).

Biblioqraphy

Monographs

Ethics  a nd the  Inve s tme nt P rofe s s iona l (vide o, workbook, a nd ins tructor's  guide ) a nd Ethics
Cha llenge Today (video), Associa tion for Inves tment Management and Research (1995)

"De finition of Indus try Ethics  a nd De ve lopme nt of a  Code " a nd "Applying Ethics  in the  Re a l
World," in Good Ethics : The  Essentia l Element of Firm 's  Success , Associa tion for Inves tment
Management and Research (1994)

"On the  Use  of Security Analysts ' Growth Prob actions  in the  DCF Model," with Bruce  H. Fa irchild
in Ea rnings  Re gula tion Unde r Infla tion, J. R. Foster and S. R. Holmberg, eds. Institute  for Study
of Regula tion (1982)

An Examination of the Concept of Using Relative Customer Class Risk to Set Target Rates ofReturn
in Electric Cos t-of-Se rvice  S tudie s , with Bruce  H. Fa irchild, Ele ctricity Consume rs  Re source
Council (ELCON) (1981); portions  re printe d in P ublic Utilitie s  Fortnightly (Nov. 11, 1982)

"Use fulne s s  of Curre nt Va lue s  to Inve s tors  a nd Cre ditors ," Researeh S tudy on Current- Va lue
Accounting Measurements  and Utility, George  M. Scott, ed., Touche  Ross  Fotuida tion (1978)

"The  Ge ome tric Me a n S tra te gy a nd Common S tock Inve s tme nt Ma na ge me nt," with He nry A.
L Insurance  Inves tment Policies ,Da vid Cummins , e d. (1977)

Inves tment Companies : Ana lys is  of Current Opera tions  and Future  Prospects , with J . Finle y Le e
and Glenn L. Wood, American College  of Life  Unde rwrite rs  (1975)

Articles

'.'Should Analysts  Own the  Stocks they Cover?"The  Fina ne ia l Journa lis t, (Ma rch 2002)

"Liquidity, Excha nge  Lis ting, a nd Common S tock P e rforma nce ," with John C. Groth a nd Ke rry
Cooper,Journal of Economies and Business (Spring 1985), reprinted by Nationa l Associa tion of
Security Dealers
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The  Energy Cris is  and the  Homeowner: The  Grie f P rocess ," Texas Business Re vie w (Ja n.-Fe b.
1980), re printe d in The  Ene rgy P icture : P roble ms  a nd P rospe cts , J . E. P luta , e d., Bure a u of
Business Research (1980)

Use  of IFP S  a t the  P ublic Utility Commiss ion of Te xa s ,"P roce e dings  oft re  IFPS  Use rs  Group
Annua l Me e ting (1979)

Production Capacity Alloca tion: Convers ion, CWIP, and One-Anned Economics ,"Proceedings of
ire  NAR UC Biennia l Regula tory Informa tion Confe rence (1978)

S ome  Thoughts  on the  Ra te  of Re turn to P ublic Utility Compa nie s ," with Bruce  H. Fa irchild in
Proceedings  oft re  NAR UC Biennia l Regula tory Informa tion Confe rence (1978)

A Ne w Ca pita l Budge ting Me a s ure : The  Inte gra tion of Time , Liquidity, a nd Unce rta inty," with
Da vid Corde ll in Proceedings of the  Southwestern Finance  Associa tion (1977)

Use fulne ss  of Curre nt Va lue s  to Inve s tors  a nd Cre ditors ," in Infla tion Accounting/Inde xing a nd
Stock Behavior (1977)

Consumer Expecta tions  and the  Economy,"Texas Business Review (Nov. 1976)

Proceedings  oft re  Eas te rn Finanee  Associa tion (1973)

Book re vie ws  in Journa l of Fina nce  a nd Fina ncia l Re vie w.Abs tra cts  for CFA Dige s t. Article s  in
Ca rolina  Fina ncia l Time s .

Selected Papers and Presentations

The  Who, What, When, How, and Why of Ethics", San Antonio Financia l Ana lys ts  Socie ty (Jan.
16, 2002). S imilar presenta tion given to the  Austin Socie ty of Financia l Analysts  (Jan. 17, 2002)

Ethics  for Financia l Analysts ," Sponsored by Canadian Council of Financia l Analysts : de livered in
Ca lga ry, Edmonton, Regina , and Winnipeg, June  1997. S imila r pre senta tions  given to Aus tin
S ocie ty of Fina ncia l Ana lys ts  (Ma r. 1994), S a n Antonio S ocie ty of Fina ncia l Ana lys ts  (Nov.
1985), and S t. Louis  Socie ty of Financia l Ana lys ts  (Feb. 1986)

Cos t of Ca pita l for Multi-Divis iona l Corpora tions ," Fina ncia l Ma na ge me nt As s ocia tion, Ne w
Orleans , Louis iana  (Oct. 1996)

Ethics and the  Treasury Function," Government Treasurers  Organiza tion of Texas, Corpus Christi,
Texas (Jun. 1996)

A Coopera tive  Future ," Iowa Associa tion of Electric Coopera tives , Des Moines (December 1995).
Simila r presenta tions given to Nationa l G & T Conference , Irving, Texas (June  1995), Kentucky
As s ocia tion  of Ele ctric  Coope ra tive s  Annua l Me e ting , Louis ville  (Nov. 1994), Virg in ia ,
Maryland, and Delaware  Associa tion of Electric Coopera tives  Annua l Mee ting, Richmond (July
1994), and Carolina  Electric Coopera tives  Annua l Mee ting, Ra le igh (Mar. 1994)

Informa tion S upe rhighwa y Wa rnings : S pe e d Bumps  on Wa ll S tre e t a nd De tours  from the
Economy," Texas Socie ty of Certified Public Accountants  Natura l Gas, Telecommtmications and
Electric Indus trie s  Confe rence , Aus tin (Apr. 1995)

Economic/Wall S tree t Outlook," Ca rolinas  Council of the  Ins titute  of Management Accountants ,
Myrtle  Beach, South Carolina  (May 1994). Similar presenta tion given to Bell Operating Company
Accounting Witness  Confe rence , Santa  Fe , New Mexico (Apr. 1993)
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Re gula tory De ve lopme nts  in Te le communica tions ," Re giona l Holding Compa ny Fina ncia l a nd
Accounting Conference , San Antonio (Sep. 1993)

Estimating the  Cost of Capita l During the  l 990s: Issues  and Directions ," The  Nationa l Socie ty of
Ra te  of Re turn Ana lys ts , Washington, D.C. (May 1992)

Madding Utility Regula tion Work a t the  Public Utility Commission of Texas," Center for Lega l and
Regula tory S tudies , Unive rs ity of Texas , Austin (June  1991)

Can Regula tion Compete  for the  Hearts  and Minds  of Industria l Customers ," Emerging Issues  of
Compe tition in the  Ele ctric Utility Indus try Confe re nce , Aus tin (Ma y 1988)

The  Role  of Utilitie s  in Fos te ring New Energy Technologie s ," Emerging Energy Technologie s  in
Texas  Confe rence , Austin (Mar. 1988)

The  Regula tors ' Perspective ," Be llcore  Economic Analysis  Conference , San Antonio (Nov. 1987)

P ub lic  Utility Commis s ions  a nd  the  Nucle a r P la n t Con tra c to r," Cons truc tion  Litiga tion
Superconference , Laguna  Beach, California  (Dec. 1986)

De ve lopme nt of Coge ne ra tion P olicie s  in Te xa s ," Unive rs ity of Ge orgia  Fifth Annua l P ublic
Utilitie s  Confe rence , Atlanta  (Sep. 1985)

Wheeling for Power Sa les ," Energy Bureau Cogenera tion Conference , Houston (Nov. 1985)

As ymme tric Dis counting of Informa tion a nd Re la tive  Liquidity: S ome  Empirica l Evide nce  for
Common S tocks" (with John Groth a nd Ke n'y Coope r), S outhe rn Fina nce  Associa tion, Ne w
Orleans  (Nov. 1982)

Us e d a nd Us e ful P la nning Mode ls ," P la nning Exe cutive  Ins titute , 27th Corpora te  P la nning
Conference , Los  Ange les  (Nov. 1979)

S ta ff Input to Commiss ion Ra te  of Re turn De cis ions ," The  Na tiona l S ocie ty of Ra te  of Re turn
Ana lys ts , Ne w York (Oct. 1979)

Electric Ra te  Des ign in Texas ," Southweste rn Economics  Associa tion, Fort Worth (Mar. 1979)

Discounted Cash Life : A New Measure  of the  Time  Dimension in Capita l Budge ting," with David
Corde ll, Southe rn Finance  Associa tion, New Orleans  (Nov. 1978)

The  Re la tive  Va lue  of S ta tis tics  of Ex Pos t Common S tock Dis tributions  to Expla in Va riance
with Charle s  G. Martin, Southe rn Finance  Associa tion, Atlanta  (Nov. 1977)

An ANOVA Re pre s e nta tion of Common S tock Re turns  a s  a  Fra me work for the  Alloca tion of
P ortfolio Ma na ge me nt Effort," with Cha rle s  G. Ma rtin, Fina ncia l Ma na ge me nt As s ocia tion
Montre a l (Oct. 1976)

American Finance  Associa tion, San Francisco (Dec. 1974)

Associa tion, Atla nta  (Nov. 1974)

A Pragmatic Approach to the  Capita l Structure  Decision Based on Long-Run Growth," wide Henry
San Diego (Oct. 1974)

Multi-pe riod Wealth Dis tributions  and Portfolio Theory," Southern Finance  Associa tion, Houston
(Nov. 1973)

Growth Ra te s , Expe cte d Re mrns , a nd Va ria nce  in  P ortfolio  S e le ction a nd P e rforma nce
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FORWARD-LOOKING CAPM Attachment WEA-5

Page 1 of 1

ELECTRIC UTILITY PROXY GROUP

Market Rate of Return

Dividend Yield (a) 2.2%

Growth Rate (b) 11.0%

Market Return (c) 13.2%

Less: Risk-Free Rate (d)

Long-term Treasury Bond Yield 4.6%

Market Risk Premium (e) 8.6%

Proxy Group Beta (f) 0.89

Proxy Group Risk Premium (8) 7.6%

Plus: Risk-free Rate (d)

Long-term Treasury Bond Yield 4.6%

Implied Cost of Equity (h) 1 2.2%

(c)
(d)

Average yield on 20-year Treasury bonds for December 2007 from the Federal Reserve Board at

http://www.federalreserve.gov/releases/hl5/data/Monthly/H15_TCMNOM_ Y20.txt.

(G) (c) - (d).
(f) The Value Line Investment Survey (Nov. 9, Nov. 30, & Dec. 28, 2007).

(g) (Q) X (f)-
(h) (d) + (g).

(a) Weighted average dividend yield for the dividend paying firms in the S&P 500 from

www.value1ine.<:orn (Retreived Dec. 11, 2007).
(b) Weighted average of IBES and Value Line growth rates for the dividend paying firms in the

S&P 500 based on data from Standard & Poor's Earnings Guide (Nov. 2007) and

www.value1ine.com (Retreived Dec. 11, 2007).

(a) + (b)



FORWARD-LOOKING CAPM Attachment WEA-6

Page 1 of 1

NON-UTILITY PROXY GROUP

Market Rate of Return

Dividend Yie ld (a ) 2.2%

Growth Rate (b) 11.0%

Market Return (c) 13.2%

Less: Risk-Free Rate (d)

Long-term Treasury Bond Yield 4.6%

Market Risk Premium (e) 8.6%

Proxy Group Beta (f) 0.76

Proxy Group Risk Premium (gt 6.5%

Plus: Risk-free Rate (d)
Long-term Treasury Bond Yield 4.6%

Imp lied Cost of Equity (h) 11.1%

(a) Weighted average  dividend yie ld for the  dividend paying firms in the  S&P 500 from

www.valueline.com (Retreived Dec. 11, 2007).
(b) Weighted average  of IBES and Value  Line  growth ra tes for the  dividend paying firms in the

S&P 500 based on data from Standard & Poor's Earnings Guide (Nov. 2007) and

www.value1ine.com (Retreived Dec. 11, 2007).

(a) + (b)(c)

(d)

(e)

(f)

(8)
(h)

Average yield on 20-year Treasury bonds for December 2007 from the Federal Reserve Board at

http://www.federa lrese rve .gov/re leases/h15/da ta /Monthly/H15_TCMNOM_ Y20.txt.

(c) .. (d)-
www.va1ue1ine.com (retrieved No v. 21, 2007).

(8) X (f).
(d) + (g).
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MARKET VALUE CAPITAL STRUCTURE Attachment WEA-8

Page 1 of 1

ELECTRIC UTILITY PROXY GROUP

Company Debt

At December81, 2006

(a) (b) (c)

Common

EquityOth e r Debt

Value Line Projected

(a) (b) (c)

Common

E<111i'Oth e r

ALLETE

Alliant Energy

Ameren Corp.

Constellation Energy

Energy Corp.

Exelon Corp.

FirstEnergy Corp.

Great Plains Energy

Hawaiian Elec.

MDU Resources Group

Otter Tail Corp.

PG&E Corp.

Pinnacle West Capital

PNM Resources

20.9%

23.5%

32.8%

26.6%

31.6%

20.1%

32.5%

24.3%

33.1%

20.5%

21.8%

27.4%

39.0%

42.4%

33.5%

41.4%

24.9%

40.0%

36.1%

40.8%

0.0%

3.8%

1.2%

1.0%

1.3%

0.2%

0.0%

1.0%

1.0%

0.2%

1.3%

1 .0%

0.0%

0.3%

1 3 %

0.4%

0.9%

0.5%

0.3%

0.6%

79.1%

72.7%

66.0%

72.4%

67.2%

79.7%

67.5%

74.7%

65.9%

79.2%

76.9%

71 .6%

61.0%

57.3%

65.2%

58.1%

74.2%

0.0%

3.0%

1.3%

0.6%

0.3%

0.2%

0.0%

0.8%

1 .2%

0.4%

1.3%

1.0%

0.0%

0.5%

1.0%

0.4%

0.8%

70.7%

63.5%

59.5%

76.8%

71 .0%

80.3%

66.1%

58.9%

59.0%

75.8%

56.3%

67.6%

53.4%

52.6%

74.8%

60.3%

70.9%

54.8%

PPL Corp.

Progress Energy

Sempra Energy

Westar  Energy

Wisconsin Energy

Xcel Energy, Inc.

Average 30.7% 0.8%

59.4%

63.6%

58.6%

68.5%

29.3%

33.5%

39.2%

22.7%

28.7%

19.5%

33.9%

40.3%

39.8%

23.8%

42.4%

31.4%

46.6%

46.9%

24.2%

39.3%

28.3%

44.8%

40.3%

45.9%

35 .0%

0.4%

0.4%

0.9%

0.7%

59.3%

53.2%

64_2%

(a) Debt outstanding computed by multiplying long-term debt ratio by total book capital, both as reported by The Value

Line Investment Survey (Nov. 9, Nov. 30, & Dec. 28, 2007).

(b) Balance of other long-term capital not accounted for in long-term debt and common equity ratios.

(c) Market value of common equity computed by multiplying stock price by the number of common shares outstanding,

both as reported by The Value Line Investment Survey (Nov. 9, Nov. 30, 8: Dec. 28, 2007).
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DIRECT TESTIMONY OF DANIEL A. KEARNS
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E-01345A-08- w

INTRODUCTION

Q- PLEASE STATE YOUR NAME AND ADDRESS.

My name is Daniel A. Kearns. My business address is 400 N. 5th Street,

Phoenix, Arizona, 85004.

Q. WHAT IS YOUR POSITION WITH ARIZONA PUBLIC
COMPANY (¢aAPS99 OR "COMPANY")?

SERVICE

I am Director of the Financial Planning Department at Arizona Public Service

Company ("APS" or "Company"). In that role, I am responsible for preparing

the Colnpany's short-range and long-range forecasts

balance sheet, cash flow, revenue deficiency, funds from operations, and other

key financial results .

of income statement,

Q- WHAT IS YOUR
BACKGROUND?

EDUCATIONAL AND PROFESSIONAL

I received a Bachelor of Science Degree in Finance from Indiana University in

1982 and. a Master of Business Administration Degree from the University of

Arizona in 1984. I joined APS in 1984 as a financial analyst. I have over 20

years of experience performing financial forecasting, planning, and analysis

with the Company, with the last 18 years focused on financial management.

1

2

3

4 1.

5

6 A.

7

8

9

10 A.

1 1

1 2

13

1 4

15

16

17 A.

1 8

1 9

20

21

22

23

24 A.

25

26

Q- WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS
PROCEEDING?

My testimony will measure the significant and growing revenue deficiency that

the Company has experienced and will continue to see beyond the September

30, 2007 test year (the "Test Year") through at least year-end 2010, the first full

1



ye a r tha t the  Compa ny e xpe cts  ra te s  from th is  ca s e  to  be  in  e ffe ct. My

te s timony will a ls o ca lcula te  the  impa ct of this  growing re ve nue  de ficie ncy on

the  Compa ny's  e a rnings  a nd cre dit me trics . My te s timony s upports  the  pro

forma  a djus tme nts  to include  the  Pa lo Ve rde  Unit 3 S te a m Ge ne ra tor, Yucca

Units  5 a nd 6, a nd ce rta in e nvironme nta l proje cts  a t the  Cholla  Ge ne ra ting

S ta tion in the  Compa ny's  ra te  ba s e  a nd ope ra ting e xpe ns e s  for ra te -s e tting

purposes . In addition, my te s timony sponsors  a  Pos t Tes t Yea r P lant Additions

pro forma  a djus tme nt to include  in ra te  ba s e  dolla rs  tha t the  Compa ny ha s

a lready inves ted in projects  a t the  end of the  Tes t Yea r Ma t will have  closed to

plant-in-se rvice  by the  time  the  ra te  leve ls  se t in this  case  will be  in e ffect.

My te s timo n y a ls o  s u p p o rts  a n  a d d itio n a l in co me  s ta te me n t p ro  fo rma

a d ju s tme n t th a t will,  if a p p ro ve d ,  g o  a  lo n g  wa y to wa rd s  re s o lvin g  th e

Company's  increas ing revenue  shortfa ll. This  proposed adjus tment will address

a ttrition in the  ne a r te rn a nd e na ble  due  Compa ny to a void the  ne e d for a

pe rpe tua l s tring of ra te  ca s e s  to mitiga te  the  impa ct of continua lly la gging

ra te s -ra te s  tha t do not compensa te  the  Company for its  capita l inves tment and

increas ing opera ting cos ts  the  day they a re  se t. Fina lly, I sponsor the  forecas ted

portions  of the  A, D, a nd F Sche dule s  tha t a re  include d in the  Compa ny's  ra te

applica tion.

S UMMAR Y11.

Q - P LEAS E S UMMARIZE YO UR TES TIMO NY.

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

1 4

15

16

1 7

18

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

A. My te s timony describe s  the  extent to which cos ts  re la ting to APS 's  va s t capita l

spending requirement of one  b illion do lla rs  pe r yea r (spe nding tha t is  vita l to

the  Colnpa ny's  a bility to  me e t its  loa d growth a nd ma inta in  high le ve ls  of

s e rvice  re lia bility in a n infla tiona ry cos t a nd high-growth e nvironme nt) fa r



s urpa s s e s  APS 's  re ve nue  growth. This  phe nome non ha s  ca us e d a nd will

Continue  to cause  the  Company to expe rience  a  la rge  revenue  de ficiency and

re la te d e a rnings  s hortfa ll-a  s hortfa ll tha t, a s  AP S  Witne s s  Dona ld Bra ndt

describes , threa tens  the  Company's  equity va lues  and credit me trics  and limits

the  Company's  ability to fulfill its  duty to continue  to provide  re liable  se rvice  to

APS's  growing customer base

The  Company's  ea rnings  shortfa ll is  highlighted in Standard Filing Requirement

("SFR") Schedules  F-1 and A-2 (informa tion required to be  filed by the  Arizona

Corpora tion Commiss ion ("ACC" or "Commiss ion"), which pla inly demons tra te

tha t, a bs e nt ra te  re lie f, AP S 's  Tota l Compa ny re turn on e quity ("ROE") will

s ta nd a t only 7.2% in 2008, 6.8% in 2009, a nd 6.1% by 2010-fa r be low the

a llowe d 10.75% ROE a uthorize d by this  Commis s ion in De cis ion No. 69663

(June 28, 2007). To address concerns ra ised in the  Company's  last ra te  case  that

the  financia l prob actions  underlying APS's  ra te  applica tion should focus  only on

ite ms  with in  the  Commis s ion 's  juris d ic tion , I ha ve  pre pa re d  a n  e xhib it

Atta chme nt DAK-3-tha t mirrors  S che dule  F-l in  a ll re s pe cts  e xce pt tha t it

presents  the  Company's  financia l projections  on an ACC-jurisdictiona l bas is . In

other words , the  financia l projections  conta ined in DAK-3 eXclude  the  impact on

ra te  base  of the  transmiss ion piece  of the  Company's  ope ra tions  a s  we ll a s  the

impact of wha t a re  clea rly "be low the  line" expenses  (expenses  for which APS's

cus tome rs  tra d itiona lly ha ve  no t be e n  a s ke d  to  pa y, s uch  a s  cha rita b le

contributions ). As  DAK-3 s hows , e ve n on a n ACC-juris dictiona l ba s is , the

Company's  ROE re s ts  a t only 7.7% a t yea r-end 2008, 7.1% in 2009, dropping

furthe r to 6.4% by yea r end 2010, each s ignificantly be low wha t APS has  been

a uthorize d to  e a rn a nd wha t it s hould be  a llowe d the  opportunity to  e a rn



Throughout my te s timony, I will re fe r to the  s te a dy e ros ion of the  Compa ny's

earnings  and ROE in this  manner as  "a ttrition."

To me a s ure  the  impa ct of a ttrition, I e nga ge d in a  de ta ile d, s tra ightforwa rd

ana lys is  of the  Company's  projected opera ting income and expenditures . Firs t, I

ca lcula ted the  Company's  projected revenues  and opera ting expenses  for 2010,

and compared those results  to the  analogous unadjusted Test Year revenues and

e xpe nse s  in orde r to me a sure  the  cha nge  in a nnua l ope ra ting income  tha t the

Company will experience  from the  unadjus ted Tes t Year through year-end 2010.

I pe rfo rme d  the s e  ca lcu la tions  on  a n  ACC-ju ris d ic tiona l ba s is ,  withou t

cons ide ring the  impa ct of the  Compa ny's  othe r pro forma  a djus tme nts  a nd

assuming tha t there  was  no growth in ACC-jurisdictiona l ra te  base  a fte r the  Tes t

Ye a r.
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Ne xt, re cognizing dirt the  Compa ny's  pro forma  a djus tme nts  to the  Te s t Ye a r

will o ffs e t s o me  o f th e  re ve n u e  re q u ire me n t d e fic ie n c y th a t my in itia l

ca lcula tion ca pture d, I a ccounte d for the  impa ct of e a ch of thos e  pro forms  in

ca lcula ting the  re ma ining a ttrition-re la te d re ve nue  de ficie ncy. I did this  in two

wa ys . Firs t, I re duce d my initia l a ttrition-re la te d ope ra ting income  de ficie ncy

ca lcula tion by the  ope ra ting income  de ficie ncy s olve d by the  Colnpa ny's  pro

Ronna adjustments  to the  Test Year income s ta tement. Second, to this  number, I

added the  increased revenue  requirement (which includes  the  required re turn on

inve s tme nt) re la te d to  fina ncing the  s ignifica nt ACC-juris dictiona l ca pita l

proje cts  tha t the  Compa ny e xpe cts  to unde rta ke  by 2010, but did so only a fte r

reducing the  tota l amount of those  capita l expenditures  by the  amount of re la ted

cos ts  a lready captured in the  Company's  ra te  base  pro forms . The  re sult was  a

re ma ining a ttrition-re la te d re ve nue  re quire me nt de ficie ncy of $94 million in



2010, a. numbe r tha t tra ns la te s  to  a n  $86.6  million  re ve nue  re quire me nt

de ficiency in the  Tes t Yea r (in othe r words , a  revenue  requirement increase  of

$86 .6  million  in  the  Te s t Ye a r will ge ne ra te  $94  million  in  2010). It  is

importa nt to e mpha s ize  tha t the  Compa ny will s till s uffe r this  $86.6 million

revenue  requirement shortfa ll even if the  Commiss ion adopts  each of the  othe r

pro forma  a djus tme nts . For this  re a s on, AP S  ha s  propos e d a n $86.6 million

a ttrition pro Ronna  a djus tme nt s o tha t its  2010 re ve nue s  will ma tch its  2010

expense and capital cost levels.

Because  the  Company does  not expect new ra tes  to go into effect until mid-2009

a t the  ea rlies t, 2010 (the  firs t fullyear tha t new ra tes  will be  in e ffect) is  the  most

appropria te  pe riod to measure  the  impact of a ttrition and propose  adjus tments

accordingly. In us ing this  time fra me , the  Compa ny propos e s  to s e t re ve nue

le ve ls  tha t would be  e ffe ctive  for ca le nda r ye a r 2010 tha t ma tch its  2010

expense  and capita l cos t leve ls . The rea fte r, a ttrition will s e t in aga in, but APS

will a t le a s t s ta rt out with ra te s  tha t a re  not ina de qua te  on the  da y tha t the y

become e ffective .

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

1 4

15

1 6

1 7

18.

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

Although I have  measured the  Company's  a ttrition through 2010, the  Company

will experience  a ttrition in va rious  degrees  for each of the  next severa l yea rs . A

s imila r a ttrition pro forma  ca lcula tion looking jus t through 2009, for e xa mple ,

wo u ld  a mo u n t to  $ 6 7  millio n  (a  n u mb e r th a t,  a g a in ,  a s s u me s  th a t th e

Commis s ion a dopts  a ll of APS 's  non-a ttrition pro forma  a djus tme nts ). As  Mis

de mons tra te s , without a de qua te  ra te  re lie f, the  ma gnitude  of the  Compa ny's

a ttrition problem rises  with each passing year.

5



1

2

3

4

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

2 0

2 1

2 2

2 3

2 4

2 5

2 6

As  AP S  Witne s s  Dona ld Bra ndt de s cribe s  in his  te s timony, the  e xis te nce  of

a ttrition-pa rticula rly a t the  incre a s ing le ve ls  tha t AP S  is  now e xpe rie ncing-

has damaging consequences to the Company, its  shareholders, and its  customers.

In  fa ct, a s  I will de mons tra te , with  the  la rge  ca pita l s pe nding obliga tions

cha llenging APS ove r the  next seve ra l yea rs , the  Company's  current revenues

a re  confis ca tory by a ny re a s ona ble  de finition of the  te rm, ha ve  a  de trime nta l

impact on the  Company's  ROE, and a re  fa r from sufficient to keep it within the

investment-grade  credit range  pas t the  end of 2009. In fact, APS expects  tha t as

e a rly a s  the  fourth qua rte r of 2009-without re lie f from this  Commis s ion-the

Compa ny will no longe r ha ve  the  cre dit me trics  to ke e p it out of the  ra nge  of

'junk" c re d it s ta tus . This  fo re ca s t is  ba s e d  on  the  ve ry s a me  fina ncia l

a s s umptions  a nd me diodology tha t APS us e s  for re porting purpos e s  with the

S e curitie s  a nd Excha nge  Committe e  ("S EC") a nd for othe r non-re gula tory

business  purposes . In orde r to comba t the s e  cons e que nce s , AP S  s e e ks  die

Commis s ion's  a pprova l of s e ve ra l ne w pro forma  a djus tme nts  in s e tting ra te

le ve ls , including the  inclus ion of s ignifica nt le ve ls  of pos t-te s t ye a r pla nt

a dditions  in ra te  ba se  a nd a n a ttrition pro forma  a djus tme nt. My te s timony will

s upport the  pro forma  a djus tme nts  tha t the  Commis s ion ha s  a va ila ble  to it to

a ddre s s  the  Compa ny's  growing a ttrition a nd se t a de qua te  ra te  re lie f. Fina lly,

my te s timony s upports  pro forma  a djus tme nts  to  ra te  ba s e  a nd ope ra ting

e xpe nse s  to a ccount for pos t-te s t ye a r cos ts  re la ting to the  Pa lo Ve rde  Unit 3

S te a m Ge ne ra tor, Yucca  P owe r Units  5  a nd 6, a nd ce rta in e nvironme nta l

expenditure s  a t Cholla  Genera ting Sta tion--ma jor projects  tha t a re  expected to

be  comple ted and closed to plant-in-se rvice  well be fore  ra tes  from this  case  will

be  in e ffect.
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My te s timony a ls o a ddre s s e s  the  proje cte d a ccounting da ta  re quire d by the

Commis s ion's  SFRs  to s upport the  Compa ny's  ra te  ca s e  tiling. I s pons or the

projected information presented on the  following SFR Schedules

A-2 through A-5 .- Summary Schedules

D-1 through D-3 - Cos t of Ca pita l

F-1 thru F-4 - Proj ected Financia l Information

In addition, a s  I previous ly de scribed, I will provide  direct te s timony on ce rta in

ra te  ba s e  pro forma  a djus tme nts  ma de  to the  Te s t Ye a r, a s  re fle cte d on SFR

Schedules  B-2 and C-2. Specifica lly, I will be  sponsoring the  "Tota l Company

column for the  following pro forms  on SFR Schedule  B-2

Palo Verde  Unit 3 Steam Genera tor

Cholla  Genera ting Sta tion Environmenta l Projects

Yucca  Units  5 and 6

Post Tes t Year Plant Additions

Add itiona lly,  I will be  s pons oring  the  "To ta l Compa ny" co lumns  fo r the

following Income Sta tement pro forms  on SFR Schedule  C-2

Palo Verde Unit 3 Steam Generator

Cholla  Genera ting Sta tion Environmenta l Projects

Yucca  Units  5 and 6

Post Tes t Year Plant Additions

Attrition

AP S  Witne s s  J a s on  La Be nz s pons ors  the  h is toric  a nd  a c tua l Te s t Ye a r

informa tion re quire d by thos e  S che dule s . AP S  Witne s s  Da vid  Rumolo



jurisdictiona lize s  the  Tota l Company da ta  to isola te  those  items  tha t fa ll within

the  Commiss ion's  regula tory jurisdiction.

111. AP S 'S  REVENUE DEFICIENCY AND EARNINGS  S HORTFALL

A. The Impact ofAtl1*ition on the  Company 's  ROE

Q- WHAT IS  ATTRITION, AND WHY IS  IT A P ROBLEM?

A. Attrition is  die  e ros ion of the  Company's  ea rnings  and ea rned re turn ove r time

tha t occurs  whe n cos ts , including ca pita l cos ts , incre a s e  fa s te r tha n re ve nue

growth. In APS's  case , the  Company is  suffe ring s ignificant a ttrition due  to high

cons truction cos ts , which expand ra te  base  fa s te r than income , and increas ing

opera tion cos ts -factors  tha t, when coupled with an his toric regula tory lag of up

to 18 to 24 months  be tween the  end of the  Tes t Yea r until the  e ffective  da te  of

new ra tes , have  made  it nothing short of impossible  for the  Company to earn the

10.75% ra te  of re turn tha t this  Commiss ion a uthorize d in De cis ion No. 69663

(le t a lone  the  more  re a sona ble  11.5% cos t of e quity supporte d by Dr. Willia m

Avera  in this  proceeding).
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As  the  Commis s ion  knows , the  Compa ny fa ce s  a  la rge  ou tla y of ca p ita l

e xpe nditure s  ne ce s s a ry to me e t its  proje cte d loa d growth a nd ma inta in high

le ve ls  of s e rvice  re lia bility to its  cus tome rs . As  S FR S che dule  F-3 s hows  in

de ta il, APS  is  re quire d to inve s t a n a ve ra ge  of one  billion dolla rs  pe r ye a r in

capita l expenditures  in 2008, 2009, and 2010. These  capita l expenditures , a long

with othe r incre a se s  in e xpe nse s , ha ve  ca use d a nd will continue  to ca use  a n

imba la nce  be twe e n re ve nue  growth a nd cos t growth ove r a t le a s t the  ne xt

s e ve ra l ye a rs . As  a  re s ult, the  Compa ny is  s uffe ring a  s iza ble  a nd growing

re ve nue  de ficie ncy, a mounting to a  los s  of hundre ds  of millions  of dolla rs ,



which ne ga tive ly a ffe cts  the  Compa ny, its  s ha re holde rs , a nd e ve ntua lly its

customers .

Q- WIIAT IMPACT, IN DOLLARS, HAS ATTRITION HAD ON THE
COMPANY'S EARNINGS?

A. Attrition ha s  ha d a  de trime nta l impa ct on the  Compa ny's  e a rnings . In the  la s t

five  yea rs  (from 2003-2007), APS has  suffe red a  cumula tive  ea rnings  shortfa ll

of $320 million compa re d a ga ins t its  a llowe d ROE, due  to cos ts  ris ing fa s te r

than revenue  growth. And dirt shortfa ll will only increase , absent adequa te

re lie f from the  Commis s ion. As  illus tra te d  in  the  fo llowing gra ph, AP S 's

projected cumula tive  ACC-jurisdictiona l e a rnings  shortfa ll from the  Company's

reques ted 11.5% ROE from December 31, 2007 through December 31, 2010 is

over $420 million.

$500 »
MILLION APS CUMULATIVE

Acc EARNINGS SHORTFALL

shoo »
MILLION

FROM DEC. 31, 2007 TO DEC. 31, zo1 o

$300 »
MILLION

$200 )
MILLION

51oo>
MILLION

1

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

o
s »2007 zoom 2009 2010

9

o



Even if measured against the  Company's  current authorized ROE of 10.75%, the

Compa ny's  cumula tive  ACC-juris dictiona l e a rnings  s hortfa ll is  s till ove r $350

million. Eithe r wa y you look a t it, the  Compa ny's  e a rnings  a ttrition is , quite

unde rs ta nda bly, a  s e rious  conce rn for AP S . The  e a rnings  shortfa ll cre a te s

intense  financia l pressure  a t a  time  when financing needs  a re  high, and e rodes

th e  Co mp a n y's  RO E a n d  o th e r fin a n c ia l me tric s  th a t a re  s o  c ru c ia l to

ma in ta in ing  AP S 's  c re d it ra ting  with in  the  inve s tme nt g ra de  ra nge , thus

hindering the  Company's  ability to a ttract new debt and equity inves tors .

Q- WHAT IS THE COMP ANY'S  CURRENT ROE?

A. As shown in Schedule  F-l, a s  of 12/31/07, APS's  ROE s tood a t only 8.7% 205

basis  points  be low what the  Commiss ion authorized in APS's  las t ra te  case . The

Company's  ROE does  not improve  much on an ACC-jurisdictiona l ba s is . As  of

the  e nd of the  we a the r-norma lize d Te s t Ye a r, AP S  wa s  e a rning a n ACC-

juris dictiona l ROE of only 9.0%-175 ba s is  points  be low wha t the  Commis s ion

authorized in Decis ion No. 69663 and le ss  than the  ROE recommended by any

pa rty to tha t proceeding. It is  even furthe r be low the  11.5% ROE tha t inves tors

in a  company with APS's  risks should reasonably expect to earn, as  APS Witness

Dr. Avert discusses  in his  tes timony.

Q~ WHAT IS  THE COMP ANY'S  P ROJ ECTED ROE OVER THE NEXT
S EVERAL YEARS  IF  THE COMMIS S ION DOES  NOT AP P ROVE
SOME FORM OF BASE RATE RELIEF?

As  Atta chme nt DAK-3 ma ke s  cle a r, without s ome  form of ba s e  ra te  re lie tl
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APS's  ACC-jurisdictional ROE-already well be low authorized levels-fa lls  to

7.7% by year-end 2008, 7.1% by year-end 2009, and falls even further to 6.4%

by year-end 2010-only 60% of what the  Commission authorized in Decis ion

No. 69663. The Total Company picture is  actually bleaker, with ROE at only

A.
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7.2% in 2008, 6.8% in 2009, and 6.1% by 2010, as Schedules F-1 and A-2 make

Clear.

B. Impact of Attrition on the Company 's FFO/Debt Ratio

Q. WHAT IS THE COMPANY'S CURRENT FUNDS FROM OPERATIONS
(66FFO"9 TO TOTAL DEBT RATIO ("FFO/DEBT"), AND WHAT WILL
THAT RATIO BE OVER THE NEXT SEVERAL YEARS ABSENT BASE
RATE RELIEF?

A. As  of De ce mbe r 31 , 2007, the  Compa ny's  FFO/De bt ra tio  (a  ca lcu la tion

de s cribe d in the  te s timony of Mr. Bra ndt) s ta nds  a t jus t 18.6%-de cide dly on

the  low e nd  of the  18% to  28% ra nge  s e t by S ta nda rd  a nd  P ools  for the

Compa ny's  curre nt BBB- cre dit gra de . Se e  Atta chme nt DAK-5. As s uming the

Compa ny ca n is s ue  $400 million of common e quity during 2008, it s hould be

able  to keep its  FFO to Debt ra tio in die  low end of the  18% to 28% of the  BBB

range  a t the  end of 2008. Howeve r, even if the  Company is sues  anothe r $300

million of common equity in 2010 (which optimis tica lly a ssumes  tha t APS could

a ttract equity inves tors  with its  weak ROE), without some  s ignificant ra te  re lie f;

this  crucia l credit metric s till drops  to 17.3% a t the  end of 2009 and 16.8% a t the

e nd  o f 2010-bo th  o f wh ich  a re  "junk" le ve ls . . if th e

Company's  applica tion is  approved and new ra te s  become  e ffective  on July 1,

2009, APS's  FPO/Debt ra tio will rise  to 19.5% by yea r-end 2009 and 21.8% by

2010-within the  BBB inve s tme nt gra de  ra nge , a lbe it a t the  lowe r e nd of s uch

On the  othe r ha nd,

range •

Q- HOW DID YOU CALCULATE THESE FFO/DEBT PROJECTIONS?

1

2

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. Each of these projections-set forth in Attachment DAK-5- were calculated in

a manner that attempted to reproduce as best as possible the similar calculations

made by credit ratings agencies examining a company's creditworthiness.

Generally, I calculated the Company's FFO/Debt ratio by adjusting the
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Compa ny's  ne t income  to a ccount for ma jor non-ca s h ite ms  (inc luding

depreciation, amortization, deferred fuel, deferred income taxes , Allowance for

Funds  Used During Cons truction ("AFUDC"), e tc.) to ge t to the  "Funds  from

Operations" numerator, and compared that number to die Company's  total debt,

whic h is  a d jus te d  to  re fle c t the  im pa c t o f im pute d  de b t (the  "De bt"

denominator). These calculations  reflect die  impact of including imputed debt

attributable to power purchase obligations and operating leases, such as the Palo

Verde  s a le  and leas eback, becaus e  credit agencie s  routine ly make  thes e

adjustments  in order to present a more accurate picture of die Company's  fixed

financial obligations .

C. The Impact of Attrition on the Company 's Revenue Requirement
Deficiency

Q- WHAT IS  A "REVENUE REQUIREMENT DEFICIENCY? "

Under general regulatory principles, a utility must be permitted to charge rates

that, in combination with any other fees, will bring in sufficient revenues to meet

the utility's operating, capital and other costs, and give the Utility a reasonable

rate of return on the fair value of its property. A "revenue requirement" is a

valuation of how much revenue the utility must bring in on an annual basis in

order to meet these expenses. It follows, then, that a "revenue requirement

deficiency" measures the extent to which the utility's annual revenues under its

current rate structure do not cover its costs and allow the utility tO earn a

reasonable rate of return.
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The Company's  total ACC-jurisdictional revenue requirement deficiency in this

ca s e  is  $371.7 million. Of this  a mount, a s  I will e xpla in, Me  $86.6 million

amount of the attrition pro forma represents  a revenue requirement deficiency

A.
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tha t is  not ca pture d or a ddre s s e d in the  Compa ny's  non-a ttrition pro forma

adjustments

Q- YOU MENTIONED THAT APS'S cosTs HAVE BEEN EXCEEDING
AND WILL CONTINUE TO EXCEED ITS REVENUE OVER THE NEXT
SEVERAL YEARS. RESULTING IN A GROWING REVENUE
REQUIREMENT DEFICIENCY. SPECIFICALLY, HOW MUCH ARE
THE CO AM'S ACC-JURISDICTIONAL REVENUES EXPECTED
TO GROWI

For Me twe lve  months  ending September 30, 2007 to the  twe lve  months  ending

December 31, 2010, the  Company expects  tha t its  ACC-jurisdictiona l revenues

remaining a fte r accounting for fue l and purchased power cos ts  will grow by only

$148 million. a s  s hown on Atta chme nt DAK-l. As  AP S  Witne s s  P e te r Ewe n

discusses , the  Company's  cus tomer growth ra te  is  s lowing and may continue  to

s low in the  ne a r te rn, which would re duce  the  Compa ny's  e xpe cte d re ve nue

growth even furthe r

Q. WHAT INCREASES IN NON-FUEL COSTS WILL
IMBALANCE BETWEEN REVENUE GROWTH
GROWTH?

C AU S E  AN
AND COS T

A. The  mos t s ignifica nt cos t incre a s e s  tha t the  Compa ny will e xpe rie nce  by the

time  ne w ra te s  be come  e ffe ctive  re la te  to the  ma s s ive  ca pita l e xpe nditure s

required by die  Company's  cons truction program. As  Schedule  F-3 shows, APS

will spend an average  of one  billion dolla rs  per year annua lly on capita l projects

from the  end of the  Tes t Year until 2010. Of tha t cumula tive  amount. as  noted in

Atta chme n t DAK-2 , $2 .705  b illion  is  fo r ite ms  with in  the  Commis s ion 's

regula tory jurisdiction. While  the  Company's  line  extens ion policy requires  new

cus tomers  to pay for a  portion of tha t capita l expenditure  requirement upfront

tha t a mount (tre a te d a s  a  Contribution in Aid of Cons truction ("CIAC")) is

expected under the  current cus tomer growth forecas t to reduce  the  Company's

A.
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ca pita l s pe nding by $358 million, s till le a ving the  Compa ny with a  re ma ining

ACC-juris dictiona l ca pita l e xpe nditure  re quire me nt of $2.35 billion--a  ca pita l

spending requirement tha t increases  the  Company's  financing, deprecia tion, and

prope rty tax cos ts , and crea te s  a  growing imba lance  be tween APS 's  projected

revenues and its  costs.

•

As  s hown in Atta chme nt DAK-1, the  Compa ny e xpe cts  othe r cos t incre a s e s

a s s ocia te d with ACC-juris dictiona l ope ra tiona l a nd ma inte na nce  ("O&M")

cos ts , book deprecia tion and amortiza tion expenses , prope rty and othe r taxes ,

a nd fina ncing cos ts  - ma ny of which a re  re la te d to the  Compa ny's  s ignifica nt

capita l expenditures .

ACC-juris dictiona l book de pre cia tion a nd a mortiza tion e xpe ns e s  a re

e xpe cte d to grow by $75 million from the  Te s t Ye a r through the  e nd of

2010, due  prima rily to a dditiona l de pre cia tion on more  tha n $2.3 billion

of capita l expenditures  clos ing to plant-in-service  during this  period.

ACC-jurisdictiona l property and othe r taxes  a re  expected to grow by $10

million from the  Test Year through year-end 2010, aga in caused primarily

b y a d d itio n a l p ro p e rly ta xe s  o n  mo re  th a n  $ 2 .3  b illio n  o f ca p ita l

expenditures  on plant tha t will be  placed in service  during this  period.

ACC-juris dictiona l O&M e xpe ns e s  a re  e xpe cte d to grow by a  tota l of

$117 million from the  Tes t Year through yea r-end 2010, primarily due  to

infla tion, higher customer service  costs , increased pension expenses , and

higher medical and other benefit costs .

•
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• ACC-jurisdictiona l fina ncing cos ts  a re  e xpe cte d to incre a se  by a t le a s t

$101 million a nnua lly by 2010 due  to the  Compa ny's  re quire d ca pita l

spending leve ls  (a  number tha t a ssumes  tha t the  ra tes  authorized in this
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proce e ding a re  ba s e d on a  re ve nue  re quire me nt tha t a dopts  a ll of the

Company's  pro forma  adjus tments  to ra te  base , a s  I will now describe  in

more  de ta il).

Q- PLEASE ELABORATE ON WHY APS EXPECTS FINANCING COSTS
TO INCREASE BY $101 MILLION OVER THE NEXT THREE YEARS.

A. Thre e  fa ctors  a re  cons ide re d in computing the  Compa ny's  fina ncing cos ts :

inte re s t expense , equity re turn requirements , and income  tax expense . As  I will

de scribe , e ach of the se  three  factors  increa se s  cons ide rably a s  a  re sult of the

Company's  projected construction expenditures  and the  corresponding change to

the Company's  ra te  base.
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As  de s cribe d in  de ta il on Atta chme nt DAK-2, the  Compa ny's  cons truction

e xpe nditure s  from the  Te s t Ye a r through the  e nd of 2010 ha ve  a  s ignifica nt

impact on the  Company's  ACC-jurisdictiona l ra te  ba se , increa s ing it by $1.108

b illio n (only $421 million of which is  re cove re d through the  Compa ny's  non-

a ttrition pro forma  a djus tme nts ). Tha t numbe r wa s  ca lcula te d a s  follows . As

line  1 of Atta chme nt DAK-2 s hows , the  Compa ny pla ns  to s pe nd ove r $2.7

billion on ACC-juris dictiona l cons truction proje cts  from the  Te s t Ye a r through

2010, which numbe r is  re duce d to $2.347 billion whe n offs e t by the  be ne fit of

the  CIAC dolla rs  projected to be  brought in from the  Company's  Schedule  3 line

e xte ns ion policy during tha t time  (which proje ction ma y cha nge  if cus tome r

growth le ve ls  de via te  from thos e  a s s ume d in this  a pplica tion). For ra te  ba s e

purposes , this  number is  reduced to $1.019 billion when the  ra te  base  benefits  of

book deprecia tion and amortiza tion and nuclea r fue l amortiza tion expenses  on

e xis ting a nd ne w pla nt is  include d in the  a na lys is . The  Compa ny's  de fe rre d

income  tax ba lance  is  expected to decrease  by $89 million from the  end of the
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Test Year though 2010, la rgely due  to the  income taxes  assessed on Schedule  3

fees , which will result in a  corresponding increase  to ra te  base , as  shown on line

9. Summed toge the r, APS expects  tha t its  tota l ACC-jurisdictiona l ra te  base  will

increase  by $1.108 b illion by 2010 because  of the  Company's  necessary capita l

proje cts . Only $421 million of tha t a dditiona l ra te  ba s e  is  ca pture d in  the

Compa ny's  pro forma ra te  base  adjus tments , leaving $687 million of increased

ra te  base  unaccounted for (a  number tha t will rise  if the  Commiss ion re jects  any

of the  Company's  ra te  base  pro forma  adjus tments ). Tha t $687 million number

is  the  ra te  base  amount underpinning my a ttrition ca lcula tion.

To  ca lcu la te  th e  in c re a s e  in  fin a n c in g  co s ts  re s u ltin g  fro m th is  a s -ye t

unaccounted for increase  to ra te  base , I have  multiplied the  $687 million growth

in ra te  ba s e  by the  cos t of de bt a nd e quity a nd the ir re s pe ctive  ca pita liza tion

ra tios . As  Attachment DAK42 lines  13 and 14 show, inte res t expense  increases

APS's  revenue  requirements  by $18 million through 2010 (us ing the  Company's

5.77% cos t of debt and 45.9% debt ra tio from the  Tes t Year), and equity re turn

increases  revenue  requirements  by another $43 million through 2010 (us ing the

Compa ny's  propose d 11.5% cos t of e quity a nd its  54.1% e quity ra tio from the

Te s t Ye a r). The  re s ulting cha nge  in inte re s t a nd e quity cos t of ca pita l is  $6 l

million, which is  the n conve rte d to a  re ve nue  re quire me nt us ing the  re ve nue

conve rs ion fa ctor. As  shown on line  17, this  conve rs ion re sults  in a  cha nge  in

cost of capita l-re la ted revenue  requirements  of $101 million annually by 2010.

Q- HO W DO  THE R EVENUE AND C O S T INC R EAS ES  YO U HAVE J US T
DE S C R IB E D TR ANS LATE  INTO  A R E VE NUE  DE F IC IE NC Y F R O M
ATTRITIO N?

I

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

A. An a na lys is  of die se l incre a se s  shows  tha t APS 's  proje cte d cos t incre a se s  fa r

exceed its  expected revenue  growth through 2010, re sulting in a  $86.6 million



dolla r revenue  de ficiency a t Tes t Yea r leve ls  caused by a ttrition-a  number tha t

a s s ume s  tha t a ll the  othe r Compa ny's  pro Ronna  a djus tme nts  (othe r tha n its

a ttrition pro forms) a re  a dopte d a nd include d in ra te s . (If the  Compa ny's  othe r

pro forma  a djus tme nts a re  n o t accepted, the a ttrition  numbe r ris e s

commensura te ly.)

To a rrive  a t Mis  $86.6 million a ttrition-re la te d re ve nue  de ficie ncy, I took a

numbe r of s te ps , e a ch of which is  la id out in Atta chme nt DAK-1. As  DAK-1

shows, I firs t compared the  Company's  projected change in annual revenues and

expenses  (fue l and purchased power, O&M, book deprecia tion, property taxes

income  ta xe s , a nd inte re s t e xpe ns e ) tha t will occur from the  una djus te d Te s t

Yea r to 2010. Tha t ana lys is  indica te s  tha t the  Company will expe rience  a  $39

million a fte r-tax ope ra ting income  de ficiency be tween the  end of the  Tes t Yea r

and 2010 if ra tes  were  se t a t unadjus ted Tes t Year leve ls  without any pro forma

a djus tme nts  a nd a s suming tha t the re  wa s  no growth in the  ACC-jurisdictiona l

rate  base after the Test Year

Next, I accounted for the  fact tha t the  Company is  propos ing income  s ta tement

pro .forms  tha t, if a cce pte d by the  Commis s ion, will offs e t d ie s  ope ra ting

income  de ficie ncy a nd cove r s ome  of the  Compa ny's  re ve nue  a nd e xpe ns e

growth be yond the  Te s t Ye a r. As  DAK-1 Line  12 shows , the  Compa ny's  othe r

income  s ta te me nt pro forms  incre a s e  APS 's  ope ra ting income  by $43 million

which -. we re  APS to ha ve  no incre a se  in ra te  ba se  a fte r the  una djus te d Te s t

Ye a r .- would le a ve  the  Compa ny with a n ope ra ting income  "s urplus " of $4

million. Tha t $4 million figure  conve rts  into a  $7 million re ve nue  re quire me nt

surplus a  revenue requirement tha t does  not ye t account for and is  woefully

short of the massive increase to capital costs  re lated to rate  base growth

1 7



1 To the  ope ra ting income  a na lys is , I the n a ccounte d for the  Compa ny's

anticipa ted ra te  base  growth and added the  $101 million revenue  requirement

deficiency resulting from the  Company's  projected growth in financing cos ts  to

the $7 million operating income revenue requirement "surplus" described above.

(As  I pre vious ly e xpla ine d, this  incre a s e  wa s  ca lcula te d a s s uming tha t the

Commission would approve the Company's  pro forma adjustments  to ra te  base,

bringing the  $1.108 billion ACC-juris dictiona l incre a s e  to ra te  ba s e  tha t will

occur by 2010 down by $421 million to $687 million.) Tha t ca lcula tion shows

tha t die  Compa ny will e xpe rie nce  a  tota l a nnua l ACC-juris dictiona l re ve nue

re quire me nt de fic ie ncy o f $94  million in 2010-a  de fic ie ncy tha t is  no t

addressed in any way by the Company's  other pro forma adjustments and that is

sole ly a ttributable  to a ttrition caused by regula tory lag.

In orde r to convert this  2010 de ficiency to Tes t Year leve ls , I adjus t it on lines

18 and 19 to account for revenue  growth from the  Tes t Year to  2010. (This

convers ion is  captured in the  a ttrition opera ting income s ta tement adjus tment

a na lys is  outline d in column i of Atta chme nt DAK-4.) This  conve rts  the  $94

million a nnua l re ve nue  de fic ie ncy to  a n $86 .6  million a nnua l re ve nue

deficiency, using Test Year levels  of sa les . In other words, an increase  of $86.6

million in ba s e  ra te s  on a djus te d 2007 Te s t Ye a r s a le s  would produce  $94

million in revenues  for 2010.

Q- WHAT DO E S  THE  $ 8 6 .6  MILLIO N DE F IC IE NC Y O N LINE  1 9  O F
ATTACHMENT DAK-1 INDICATE?
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A. The  $86.6 million a nnua l .revenue  de ficiency revea led in Attachment DAK-l

shows  tha t e ve n though the  Compa ny's  re ve nue s  a re  growing, its  cos ts  a re

growing fa s te r-a  tre nd tha t will continue  we ll into the  fore s e e a ble  future . In

18



the  e nd, whe n the  Commis s ion cons ide rs  the  growth in fue l a nd purcha s e d

powe r e xpe nse , growth in the  cos t of ca pita l for the  a ddition of $687 million of

ACC-jurisdictiona l ra te  ba se  inves tment not cove red in the  othe r ra te  ba se  pro

donna s , a nd the  e s tima te d incre a s e s  to othe r ope ra ting e xpe ns e s , the re  s till

re ma ins  a  s ubs ta ntia l ACC-juris dictiona l re ve nue  re quire me nt de fic ie ncy

re sulting from a ttrition

Q- P LEAS E DES CRIBE T HE AS S UMP TIONS YO U
CALCULATE THE CO MP ANY' S  REVENUE DEF ICIENCY

US ED TO

As  indica te d a bove , I ha ve  me a s ure d the  impa ct of a ttrition by a na lyzing the

Compa ny's  proje cte d re ve nue  growth compa re d to its  proje cte d ope ra ting

expenses  for the  twe lve  months  ending September 30, 2007 through the  twe lve

months ending December 31, 2010. I have emphasized these  years  because new

ra te s  will like ly ta ke  e ffe ct no e a rlie r tha n mid-2009 or a fte r, a nd 2010 would

re fle ct the  firs t full ye a r's  impa ct of thos e  ra te s . Give n the  re gula tory la g

his torica lly a tte nding APS  ra te  ca s e s , it is  unlike ly tha t APS  would be  a ble  to

incre a s e  its  ra te s  a ga in be fore  the  e nd of 2010, e ve n if the  Compa ny file d

another general ra te  case  as  soon as  the  current proceeding concludes. Thus, by

me a suring a ttrition through the  2010 time fra me , the  Compa ny propose s  to s e t

revenue levels  for calendar year 2010 that match its  2010 costs

The  key assumptions  underlying the  Company's  financia l projections  a re  shown

in Schedule  F-4. As  tha t Schedule  indica tes , the  financia l projections  conta ined

in this  Applica tion a s s ume  tha t ra te s  from this  ca s e  will be  e ffe ctive  on J uly l

2009, tha t the  Company decides  and is  able  to access  both the  debt and equity

marke ts , and tha t the  Commiss ion a llows  the  Company to pass  increases  to the

Tra ns mis s ion  Cos t Adjus to r to  re ta il cus tome rs  imme dia te ly a fte r thos e

A.
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incre a s e s  a re  a pprove d by the  Fe de ra l Ene rgy Re gula tory Commis s ion

("FERC").

Anothe r key a ssumption underlying the  Company financia l projections  is  tha t

cus tome r growth will continue  a t a n a ve ra ge  ra te  of 3.1% ove r the  ye a rs  2008

through 2010. The  Company recognize s , howeve r, a s  expla ined in Mr. Ewen's

te s timony, tha t the  Compa ny's  cus tome r growth ra te  ha s  s lowe d ma rke dly in

recent months  and may continue  to s low in the  nea r-te rm. While , in the  current

economic climate , cus tomer growth may s low in the  near-te rm, any such change

will not re duce  the  Compa ny's  ba s e  ra te  re ve nue  de ficie ncy. To the  contra ry

(a nd, pe rha ps , counte r-intuitive ly), be ca us e  the  Compa ny mus t pre pa re  for

cus tome r growth  we ll in  a dva nce  of its  a rriva l, a  te mpora ry s lowdown in

customer growth from assumed leve ls  will reduce  the  amount of revenue  tha t the

Company will rece ive  from new cus tomers  without proportiona te ly reducing the

non-fue l cos ts  tha t the  Compa ny wa s  re quire d to incur to me e t its  a nticipa te d

demand.

's
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More ove r, a s  Mr. Bra ndt de s cribe s  in his  te s timony, the  Compa ny's  ca pita l

s pe nding re quire me nts  include  s ubs ta ntia l a mounts  tha t a re  not d ire ctly

imp a c te d  b y a n y s lo wd o wn  in  c u s to me r g ro wth  (s u c h  a s  p o we r p la n t

maintenance  and environmenta l projects , capita lized nuclear fue l cos ts , projects

inte nde d to ma inta in the  re lia bility of the  Compa ny's  dis tribution s ys te m, a nd

pro je c ts  ne ce s s a ry to  ma in ta in  the  Compa ny's  in fo rma tion  s ys te ms  a nd

facilities ). As  a  result, the  Company's  base  ra te  revenue  deficiency may actua lly

increase in the  ne a r-te rm if cus tome r growth s lows . Howe ve r, s lowe r cus tome r

growth would like ly ca us e  the  Compa ny's  P owe r S upply Adjus tor re ve nue

20



re quire me nts  to be  lowe r Hwa n the y othe rwis e  would be , die re by pa rtia lly

Offsetting Me potentia l impact on the  Company's  overall revenue requirements  .

Q- C O ULDN' T THE C 0 MP ANY' S  F O R EC AS TS  B E  O F F ?  WHAT IF  THE
CO MP ANY' S  CO S T ES THVIATES  TURN O UT TO  BE TO O  HIG H O R
TOO LOW?

By the  na ture  of fore ca s ting, some  re ve nue  s tre a ms  a nd individua l cos t ite ms

will prove  to be  highe r than forecas ted and some  will prove  to be  lower. Even if

it turns  out tha t the  Compa ny's  2010 cos t growth ve rs us  re ve nue  growth ga p

e s tima te s  a re  too pe s s imis tic by a s  much a s  25%, the  Compa ny.would s till

e xpe rie nce  a n ACC-juris dictiona l re ve nue  de ficie ncy of $65 million pe r ye a r

($86.6 million X 75%) ca us e d by a ttrition. This  le ve l of a nnua l de ficie ncy

cannot be  ignored just because  APS cannot predict with 100% certa inty what the

e xa c t le ve l o f a ttrition  will be . No r s h o u ld  it b e . In  fa c t,  the  Arizona

Adminis tra tive  Code  inhe re ntly re cognize s  the  va lue  of proje ctions  for ra te -

se tting purposes  by requiring the  Company to include  forecas ted information in

its  ra te  filing through va rious  S FR s che dule s , including S che dule  F-l, which

re quire s  the  Compa ny to s how its  proje cte d ROE through 2010 unde r both

present and proposed ra tes , and Schedule  F-3, which requires  the  Company to

proje ct its  ca pita l e xpe nditure s  through 2010. We re  proje ctions  such a s  the se

irre le va nt to the  ra te  s e tting proce s s , the  Commiss ion would not like ly re quire

tha t such information be  submitted.
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More ove r, with re s pe ct to a ttrition, APS  ha s  de mons tra te d tha t it ha s  a lre a dy

experienced substantia l a ttrition in the  past due  to high levels  of capita l spending

and other increased costs , coupled with a  historical test year ra te-making process

and regula tory lag. These  conditions  will unlike ly change  going forward, and it

is  therefore  reasonable  to assume tha t the  Company will continue  to experience

A.
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s imila r le ve ls  of a ttrition ove r the  ne xt fe w ye a rs . AP S 's  a ttrition ca lcula tion

was  premised on the  very same growth and cos t assumptions  tha t the  Company

us e s  for cons truction pla nning a nd othe r purpos e s . The  Compa ny ha s  a

re gula tory obliga tion  to  inve s t in  a nd  build  in fra s truc ture  to  s e rve  fu ture

cus tomers  and mus t prepa re  to do so yea rs  be fore  those  cus tomers  s ign up for

se rvice  ba se d on s imila r proje ctions , e ve n though APS doe s  not know e xa ctly

how ma ny ne w cus tome rs  it will ultima te ly ha ve  to s e rve . AP S  s hould not be

forced to incur these  cos ts  us ing projections  but be  denied even the  opportunity

to ea rn its  a llowed ra te  of re turn because  its  projections  may not turn out to be

precisely accurate

Iv. P RO FORMA ADIUS TMENTS  TQ TES T YEAR

Q- DE S C R IB E  G E NE R ALLY T HE  P R O  F O R MA ADJ US T ME NT S  YO U
AR E S P ONS ORING

Firs t, I support pro Ronna  adjus tments  to ra te  ba se  and ope ra ting expenses  to

a ccount for pos t-te s t ye a r a dditions  to pla nt, s pe cifica lly thos e  re la ting to the

Palo Verde Unit 3 Steam Generator, certa in environmental prob eats  a t the  Cholla

Genera ting Sta tion, and the  additions  of Yucca  Units  5 and 6, loca ted in Yuma

Arizona  (AP S  Witne s s  P a trick Dinke l te s tifie s  to the  prude nce  of the  cos ts

incurre d for the  Yucca  pla nt a dditions ). Ea ch of the s e  s pe cific proje cts , if not

a lre a dy comple te , will be  comple te d a nd close d to pla nt-in-se rvice  we ll be fore

ra tes  from this  case  will be  in e ffect

Second, I support a  more  genera l pro forma adjustment to include  in ra te  base  a ll

the  dolla rs  tha t the  Company has  inves ted in cons truction projects  tha t were  on

its  ba la nce  s he e t a t the  e nd of the  Te s t Ye a r a nd tha t will be  comple te d a nd

clos e d to pla nt-in-s e rvice  by the  time  ra te s  from this  ca s e  ta ke  e ffe ct. The s e

A.
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proje cts , while  colle ctive ly quite  s ignifica nt, a re  individua lly too s ma ll a nd

nume rous  to bre a k out into individua l pro forms . In this  pro forma , title d "Pos t

Tes t Year Plant Additions ," I have  removed the  corre sponding ba lances  for the

Palo Verde  Unit 3 Steam Genera tor, certa in environmenta l projects  a t the  Cholla

Ge ne ra ting S ta tion, a nd the  a dditions  of Yucca  Units  5 a nd 6 tha t a re  a lre a dy

captured in othe r specific te s t yea r pro forms .

Fina lly, to cove r the  re ma ining de ficie ncy be twe e n re ve nue s  a nd cos ts  not

rectified by these  and the  Company's  othe r pro forma  adjus tments , I sponsor an

a ttrition a djus tme nt tha t will a llow AP S  to cha rge  ra te s  tha t will a ctua lly give

the  Compa ny the  opportunity to a m its  a uthorize d ra te  of re turn a t le a s t on

origina l cos t ra te  base  if not on fa ir va lue .

A. Pa lo Verde  Unit 3 Steam Genera tor Pro Format

Q- WHY HAS  THE COMP ANY INCLUDED P RO F ORMA ADJ US TMENTS
F O R  T H E  R E P L A C E ME N T  O F  P A L O  VE R D E  U N IT  3  S T E A M
GENERATORS ?

AP S  ha s  ma de  pro forma  a djus tme nts  for its  P a lo Ve rde  s te a m ge ne ra tor

replacement cos ts  because  the  cos ts  a re  known and measurable  and the  plant

re la te d to this  proje ct wa s  pla ce d in s e rvice  on J a nua ry 19, 2008-jus t a  fe w

months  a fte r the  clos e  of the  Te s t Ye a r a nd be fore  this  ca s e  wa s  e ve n file d.

More ove r, in the  Compa ny's  la s t two ra te  Filings , the  Commis s ion a pprove d

substantively identical pro. forma adjustments to ra te  base and operating expense

for the  s team generator replacement of Units  1 and 2.
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A.

Like  other nuclear genera ting s ta tions  throughout the  na tion, hea t and corros ion

have  caused damage to the  tubes  in die  Pa lo Verde  s team genera tors . The  Palo

Ve rde  owne rs , including AP S , ha ve  de te rmine d it is  both  ne ce s s a ry a nd

economica lly des irable  to replace  the  Pa lo Verde  s team genera tors  and re la ted



equipment in each Unit to pre se rve  the  Unit's  output and to improve  the  plant's

re liability. The  Unit 2 s team genera tors  and re la ted equipment were  replaced in

2003 a nd the  Commis s ion a llowe d re cove ry of thos e  cos ts  in De cis ion No.

67744 (April 7, 2005). The  Unit l s team genera tors  and re la ted equipment were

re pla ce d in  2005, a nd the  Commis s ion a llowe d re cove ry of thos e  cos ts  in

De cis ion No. 69663. In ne ithe r ins ta nce  wa s  this  a djus tme nt oppos e d by a ny

pa rty. The  Unit 3 s te am gene ra tors  a re  the  fina l s e t of s te am gene ra tors  be ing

replaced a t Pa lo Ve rde , and the  Company seeks  to recove r those  cos ts  in this

proce e ding. The  Pa lo Ve rde  pro forma  a djus tme nt incre a s e s  Tota l' Compa ny

ra te  ba s e  by $86,359,000 (See Atta chme nt DAK-6 a nd S FR S che dule  B-2,

page  1, column 2.)

Q- WHAT RELATED COMPONENTS WILL BE REPLACED DURING THE
PROJECT FOR PALO VERDE UNIT 3 STEAM GENERATORS?
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A. In a ddition to the  two Pa lo Ve rde  Unit 3 s te a m ge ne ra tors , thre e  low-pre s sure

turbine  rotors , core  prote ction ca lcula tors  a nd pre s s urize d he a te rs  a re  be ing

re pla ce d. Re pla ce me nt of the s e  ite ms  will improve  the  future  re lia bility a nd

e fficie ncy of P a lo Ve rde  Unit 3 a nd incre a s e  its  output by a pproxima te ly 26

megawatts . APS included this  26 megawatt improvement when it ca lcula ted the

Company's  proposed fue l and purchased power expense  and off-system margin,

a s  noted in the  te s timony of Mr. Ewen. Because  APS included the  bene fit of its

inves tment to cus tomers  when it ca lcula ted these  expenses , bas ic principle s  of

fa irne s s  a nd "ma tching," a s  we ll a s  prior pre ce de nt, re quire  tha t it a ls o be

a llowed to recover the  cos ts  a ssocia ted with tha t inves tment by including these

items in ra te  base .



Q- HOW WAS THE PALO VERDE UNIT 3 STEAM GENERATORS RATE
BASE ADJUSTMENT CALCULATED?

A. The $86.4 million adjustment  to  rate base required by the steam generator

project  was calculated using the new steam generator's estimated cost  at  the

time it  was placed M service, minus the remaining value of the old equipment

being replaced.

Q. HOW MUCH IS THE PRO FORMA ADJUSTMENT TO OPERATING
INCOME FOR THE REPLACEMENT OF THE PALO VERDE UNIT 3
STEAM GENERATORS?

A. Taking into account the change in annual book depreciation, property taxes, and

higher interest deductions due to the higher rate base, the replacement of the

Palo Verde Unit 3 steam generator reduced operating income before income tax

by $3,292,000. (See At tachment  DAK-7 and SFR Schedule C-2,  page l,

column 1.) .

B. Corolla Generating Station Environmental Projects Pro Format

Q. WHY HAS THE COMPANY MADE PRO FORMA ADJUSTMENTS FOR
THE ADDITION OF CHOLLA CAPITAL ENVIRONMENTAL
PROJECTS?
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A. These pro forma adjustments encompass several environmental projects that will

be placed in service at Cholla Generating Station by June of 20084kn0wn and

measurable expenses that  will result  in plant-in-service well before the rates

proposed in this applicat ion are expected to be in effect . There are several

pro ject s  a t  Cho lla ,  a ll o f which are  re la t ed  t o  necessary enviro nment a l

improvements. These environmental pro ject s include a Unit  l bughouse

installation, a Unit 1 scrubber upgrade, a Unit l and 2 NOx abatement, a Unit l

st acker  liner  inst allat ion,  a  lime-slacking upgrade,  and a slurry disposal

installation. Together, APS's pro forma Total Company rate base adjustment

25



re la ted to its  Cholla  environmenta l projects  tota ls  $58,199,000. (See  Attachment

DAK-8 and SFR Schedule  B-2, page  1, column 3.)

Q- B R IE F LY DE S C R IB E  T HE S E  P R O J E C T S  AND INDIC AT E  WHAT
C O MP O NE NT S  WILL B E  R E P LAC E D AND/O R  R E T IR E D B Y T HE
P RO.]ECT'S  COMP LETION.

The replacements and retirements for each prob act are as follows :

.- Ba thhous e  Ins ta lla tion - (a ls o  kn o wn  a s  a  F a b ric  F ilte r

- The s e  proje cts  a re  s imila r to la rge  va cuum cle a ne rs  tha t

remove  particula te  matte r (fly ash) from the  unit's  exhaust gas .

Un it  1

Ins ta lla tion)

Unit 1 -- Scrubbe r Upgra de - (a lso known a s  flue  ga s  de sulphuriza tion,

FGD) - The s e  pro je cts  re move  S 02 from the  unit's  e xha us t ga s  by

essentia lly scrubbing the  gas  with a  lime and water s lurry or reagent. The

reagent is  sprayed into the  exhaust gas  pa th where  it reacts  with die  SON

to form a  solid tha t can be  removed.

Unit 1  - S ta ck Line r Ins ta lla tion - A s ta ck line r is  ne e de d to line  the

e xis ting e xha us t ga s  s ta ck with corros ion re s is ta nt s te e l in  orde r to

prevent corros ion of the  s tack from wet exhaus t gas  leaving the  scrubber

and entering the  chimney.

Lime  S la king Upgra de - This  is  a  process  where  dry lime  is  crushed and

mixed with water ("s laked") to make  the  reagent for use  in scrubbers .
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Slurry Disposa l - S lurry disposa l is  needed to remove  the  lime  and SON

solids  from the  scrubbers .

A.
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Unit 1 and Unit 2 Low NOt Burner - These projects replace existing coal

burners in the boiler with burners that are specifically designed to reduce

the amount of nitrous oxides (NOt) that are  produced when the coal is

burned.

Q. HOW WAS  THE CHOLLA P ROJ ECTS  RATE BAS E ADJ US TMENT
CALCULATED?

A. The  $58.2 million incre a s e  in ra te  ba s e  wa s  ca lcula te d us ing  the  ne w

equipment's  es timated cos t, net of removal cos ts  and salvage value, as  of the

June, 2008 date on which the equipment is expected to be placed into service.

Q. P LEAS E EXP LAIN THE CORRES P ONDING OP ERATING INCOME
ADJ US TMENT P RO FORMA FOR THE CHOLLA ENVIRONMENTAL
PROJ ECTS.

A. Taking into account the change in operations and maintenance expense, annual

book deprecia tion, property taxes , and higher interes t deductions  due to the

higher rate base, Total Company operating income before income tax is  reduced

by $3,198,000 because of the Cholla environmental additions. (See Attachment

DAK-9 and SFR Schedule C-2, page 1, column 2.)

C. Yucca Units  5 and 6 Pro Format

Q- WHY HAS  THE COMP ANY MADE P RO FORMA ADJ US TMENTS  TO
AC C O UNT F O R  THE  ADDITIO N O F  YUC C A UNITS  5  AND 6
CONSTRUCTION PROJ ECTS?
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A. As described in the testimony of APS Witness Dinkel, the Company is building

two combustion turbine units at the existing Yucca Generating Station ("Yucca")

site in order to increase its generating capacity within APS's Yuma load pocket.

The construction of the two new units is expected to be completed and placed

into service by the summer of 2008-a full year before rates from this  case are

expected to become effective. As with the additions at Palo Verde and Cholla,
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AP S  is  s e e ldng re cove ry of pla nt a dditions  ma de  a t Yucca  be ca us e  thos e

expenses  a re  known and measurable  and the  plant will be  placed in service  well

be fore  the  ra te s  reques ted in this  applica tion a re  expected to be  in e ffect. The

pro forma adjustment increases  Tota l Company ra te  base  by $76,215,000_ (See

Attachment DAK-10 and SFR Schedule  B-2, page  2, column 4.)

Q- HOW WAS .THE YUCCA UNITS 5 AND 6 RATE BASE PRO FORMA
ADJUSTMENT CALCULATED?

A. The  Compa ny ca lcula te d the  $76.2 million incre a s e  in ra te  ba s e  us ing the

e s tima te d  cos t o f cons truc tion  fo r the  two un its  a s  o f the  time  whe n  the

equipment is  expected to be placed into service .

Q-
l

PLEASE EXPLAIN THE CORRESPONDING OPERATING INCOME
PRO FORMA ADJUSTMENT FOR THE YUCCA UNITS 5 AND 6
CONSTRUCTION PROJECTS.

Taking into account the  change  in opera tions  and maintenance  expense , annual

book deprecia tion, property taxes , and higher inte res t deductions  caused by the

higher ra te  base , Tota l Company opera ting income before  income tax is  reduced

by $2,682,000 for the  a ddition of the  Yucca  Units . (See Atta chme nt DAK-11

and SFR Schedule  C-2, page  l, column 3.)

D. Pos t-Tes t Year Plant-in-Service  Pro Format

Q- WHAT IS THE PURPOSE
ADDITIONS PRO FORMA?

OF THE POST-TEST YEAR PLANT
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A.

A. The purpose  of the  Post-Test Year Plant Additions  pro forma is  to include  in ra te

base  a ll the  dollars  that the  Company had a lready invested in and were  on APS's

balance  sheet a t the  end of the  Test Year that will close  to plant-in-service  by the

time  ra te s  in this  ca s e  will ta d<e  e ffe ct. Unlike  the  P a lo Ve rde  Unit 3 S te a m

Generator, Cholla , and Yucca projects  (which have been removed from the  Post-



Te s t Ye a r P la nt Additions  pro forma  s o a s  to not double  count the m), the s e

Projects  a re  individua lly too numerous  to break out into individua l pro forms .

As  of S e pte mbe r 30, 2007, the  Compa ny ha d incurre d $542 million in cos ts

re la ted to construction projects  to serve  e>dsting and future  customers  tha t were

not comple ted a t the  end of the  Tes t Year. Afte r removing the  dolla rs  associa ted

with the  Pa lo Verde  Unit 3 Steam Genera tor, the  Cholla  Capita l Proj ects , Yucca

Units  5 and 6, transmiss ion projects , and projects  not expected to be  placed in

se rvice  be fore  ra te s  from this  case  will take  e ffect, $220 million Tota l Company

a nd $214 million of ite ms  within the  Commis s ion's  juris diction re ma ins  for

proje cts  tha t will be  comple te d by the  e xpe cte d e ffe ctive  da te  of ne w ra te s . A

summary of these  projects  and die ir amounts  is  a ttached he re to a t Attachment

DAK-12 . -
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Fa iling to  include  the s e  proje cts  in  ra te  ba s e  e xa ce rba te s  AP S 's  a ttrition

proble m. Whe n the  pla nt include d in this  pro forma  a djus tme nt is  pla ce d in

s e rvice , the  Compa ny mus t s top a ccruing its  AFUDC on tha t pla nt, s o the

financing cos ts  incurred on tha t inves tment will no longe r have  an offse t, thus

re ducing the  Compa ny's  e a rnings . Additiona lly, the  pla nt will be gin to incur

deprecia tion and opera ting and maintenance  expenses . If the  Commiss ion does

not include  those  items  in ra te  base , the  Company's  expenses  re la ted to those

projects  will increase , but the  Company will not be  pe rmitted to ea rn any re turn

on the m until APS 's  ne xt ra te  ca se . This  re sult he ighte ns  the  a lre a dy ha rmful

e ffect of regula tory lag and drive s  the  Company's  a lready s ignificant e a rnings

shortfa ll upward.



In the  Pos t-Tes t Year Plant Additions  pro forma , the  Company seeks  to include

an adjus tment to ra te  base  to include  these  amounts  for plant tha t has  closed to

plant-in-service , a long with the  annualized book deprecia tion and property taxes

a ttributable  to this  new plant-in-se rvice . The  Company does  not seek to include

in ra te  ba s e  a ny inve s tme nt tha t will not ha ve  clos e d to pla nt by the  e ffe ctive

da te  of the  Compa ny's  ne w ra te s . AP S  will s ubmit upda te d numbe rs  for the

Commis s ion's  re vie w throughout the s e  proce e dings  in orde r to upda te  the

a mount of this  pro foma  a djus tme nt to conform to the  pla nt tha t ha s  close d to

pla nt-in-s e rvice  a s  the  proce e dings  progre s s . Authorizing this  a djus tme nt will

help produce ra tes  that reasonably match the  Company's  known and measurable

cos ts  a t the  time  ra te s  be come  e ffe ctive  a nd thus  mitiga te  the  Compa ny's

growing revenue  deficiency.

Q- HO W MUC H IS  T HE  R . AT E  B AS E  P R O  F O R MA F O R  P O S T -T E S T
YEAR P LANT-IN-S ERVICE?

A. The  Tota l Company Pos t-Tes t Yea r P lant-in-Se rvice  Pro Forma  Adjus tment is

$219,618,000. As  pre vious ly note d, this  a mount doe s  not include  ba la nce s

re la te d to d11 Pa lo Ve rde  Unit 3 S te a m Ge ne ra tor, the  Cholla  e nvironme nta l

proje cts , tra nsmis s ion proje cts , or the  Yucca  Units  4 a nd 5 proje cts  de scribe d

above . (See  Attachment DAK-13 and SFR Schedule  B2, page  2, column 5.)

Q- H O W  MU C H  IS  AN N U AL IZ E D  B O O K  D E P R E C IAT IO N  O N  T H E
P OS T-TES T YEAR P LANT-IN-S ERVICE?
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A. The  annua lized book deprecia tion on the  $220 million of Tota l Company Pos t-

Te s t Ye a r P la nt-in-S e rvice  is  $10.6 million a nnua lly, which a mount is  a ls o

include d in the  pro forma . Tota l re duction to ope ra ting income  be fore  income

ta x is  $13,487,000. (See Atta chme nt DAK-14 S FR S che dule  C-2, pa ge  2,

column 4.)
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E. Attrition Aa§ustment Pro Forma

Q- WHAT ADDITIONAL ADJUSTMENT TO RATE BASE AND
OPERATING INCOME IS APPROPRIATE IF .THE COMMISSION
ACCEPTS THE COMPANY'S RATE ASKING IN ITS ENTIRETY?

A. If the  Commiss ion a cce pts  the  Compa ny's  e ntire  ra te  a sking-including e a ch of

AP S 's  o th e r p ro  fo rma  a d ju s tme n ts -AP S  wo u ld  re q u ire  a n  a d d itio n a l

a djus tme nt to re ve nue  re quire me nts  in the  a mount of $86,637,000 in orde r to

close  the  remaining gap be tween APS's  revenue  growth and its  expense  growth

tha t will s till e xis t a t the  time  ne w ra te s  be come  e ffe ctive . As  de s cribe d

pre vious ly, Atta chme nts  DAK-l a nd DAK-2 s how the  ma jor compone nts  of

re ve nue  a nd e xpe nse  incre a se s  e xpe cte d through 2010. This  incre a se , ta ke n

toge the r with the  Compa ny's  othe r pro forma  a djus tme nts , is  ne ce s s a ry to

provide  AP S  with the  opportunity to  a m a  re a s ona ble  ra te  of re turn on its

inves tment a t the  time  the  new ra te  is  fixed. (See Atta chme nt DAK-15 a nd SFR

Schedule C-2, page 2, column 5 .)

Because  part of the  Company's  a ttrition-re la ted revenue  requirement de ficiency

is  ca us e d by growth, AP S  Witne s s  Rumolo ha s  propos e d a n impa ct fe e  to

re cove r pa rt of the  re ve nue  re quire me nt for the  a ttrition pro forma  ra the r tha n

passing that amount to base rates.

Q~ HOW WOULD AN ATTRITION
COMPANY'S EARNINGS?

ADJUSTMENT IMPROVE THE

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

A. The  a dditiona l $86.6 million pe r ye a r of re ve nue s  would incre a se  e a rnings  by

$52.5 million, a llowing APS 's  ACC jurisdictiona l ope ra tions  to ea rn a  re turn on

a ve ra ge  e quity of 10.0% in 2009 a nd 11.2% in 2010, a s s uming tha t a ll of the

Company's  othe r pro forms  a re  adopted. This  ana lys is  is  shown on Attachment

DAK-3 U
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KEY FORECASTED FINANCIAL RESULTS AND CONCLUSION

Q- PLEASE DESCRIBE
C O NTAINE D WITHIN
SPONSORING

THE ACCOUNTING
THE S FR S CHEDULES

INFORMATION
THAT YOU ARE

Wide  re s pe ct to  the  Compa ny's  S FR s che dule s , my te s timony cove rs  the

fore ca s te d a ccounting s ta te me nts  a nd fina ncia l re sults , ma ny of which I ha ve

re fe rre d to pre vious ly in my te s timony. The  Tota l Compa ny da ta  is  the  s a me

type  of informa tion tha t is  dis clos e d dire ctly or indire ctly in both the  APS  a nd

the  consolida ted Pinnacle  West audited financia l s ta tements , each of which a re

include d in filings  ma de  with the  S EC for his torica l ye a rs . The  forecas ted

information is  supplied to inves tors  and filed with the  SEC periodica lly.

Additiona lly, a ll of the  a ccounting proje ctions  provide d in My te s timony follow

Gene ra lly Accepted Accounting Principle s  ("GAAP"). These  a re  the  principle s

tha t a ccounting profe s s iona ls  use  to pre pa re  fina ncia l s ta te me nts . One  ma jor

goa l of GAAP is  to ma ke  fina ncia l s ta te me nts  compa ra ble  from ye a r to ye a r,

from indus try to indus try, a nd from juris diction to juris diction. In a ddition to

GAAP , AP S 's  a ccoun ting  p ra c tice s  comply with  o the r a pp lica b le  u tility

a ccounting s ta nda rds , such a s  the  FERC Uniform Sys te m of Accounts , which

this  Commiss ion has  adopted. See  AAC R14-2-2l2(G).

1 v.
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The  d ire c t te s timony of Mr. La Be nz a ddre s s e s  the  h is torica l a ccounting

s ta tements  and actua l Tes t Year da ta  used in the  SFRs. Mr. Rumolo focuses  on

the  jurisdictiona l a lloca tion of APS revenues , cos ts  and ra te  base  items  for the

actual Test Year and a ll the  pro forma adjustments .

A.
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A. Summary Schedules

Q, P LE AS E  DE S C R IB E  T HE
S CHEDULES  A-2 THRU A-5.

PROJECTED INFORMATION ON SFR

A. The se  summa ry sche dule s  provide  the  "Summa ry Re sults  of Ope ra tions ," the

"Summary Capita l Structure ," the  "Cons truction Expenditures , Ne t Plant Placed

in S e rvice  a nd Gros s  Utility P la nt in S e rvice " a nd the  "S umma ry Cha nge s  in

Fina ncia l Pos ition" for the  Te s t Ye a r a nd the  prior two ca le nda r ye a rs . The s e

s che dule s  a ls o include  his torica l informa tion. I a m s pons oring the  fore ca s te d

da ta  for the  Tes t Year and future  ca lendar yea rs . Mr. LaBenz is  sponsoring the

his torica l information on these  schedules . The  most important financia l indica tor

in the  A s che dule s  is  the  pre s e nta tion of ROE. As  Line  12 of S che dule  A-2

s hows , if the  Compa ny's  ra te  re que s t is  gra nte d e ffe ctive  J uly l, 2009, Tota l

Company average ROE ends 2009 at 9.1% and ends 2010 at 9.9%.

B. Cos t of Capita I

Q. PLEASE DISCUSS THE COST OF CAPITAL INFORMATION THAT
YOU ARE SPONSORING
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A. SFR Schedule D-1 is the summary of the Company's historical and projected

cost of capital. I am sponsoring the forecasted data in this schedule. SFR

Schedule D-2 presents supporting detail for the long-term debt summarized on

SFR Schedule D-l. Again, I sponsor the projected data in this schedule. SFR

Schedule D-3 addresses preferred stock. Although the Company did not have

any outstanding preferred stock as of the end of the Test Year, it has included

Schedule D-3 nonetheless for the sake of completeness. SFR Schedule D-4

addresses the Company's cost of common equity, and is sponsored by Mr.

LaBenz.

33



C. Projected Financial Information

Q- PLEASE DISCUSS THE INFORMATION THAT
SPONSORING ON SFR SCHEDULES F-1 THROUGH F-4.

YOU ARE

A. S FR S che dule  F-l pre s e nts  income  s ta te me nts  for proje cte d ca le nda r ye a rs , a nd

fo r a c tu a l Te s t Ye a r re s u lts ,  a t p re s e n t a n d  p ro p o s e d  ra te s . s pons or the

prob e cte d informa tion conta ine d on the s e  s che dule s , while  Mr. La Be nz s pons ors

the  his torica l a nd Actua l Te s t Ye a r informa tion.

I

o f o n e  b illio n

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

As  I h a ve  p re vio u s ly in d ic a te d ,  S c h e d u le  F -l,  like  S c h e d u le  A-2 ,  s h o ws

importa n t in forma tion  re la ting  to  the  Compa ny's  a ctua l a nd  pro je cte d  ROE. As

S che dule  F-1 s hows , unde r AP S 's  pre s e nt ra te s , the  Compa ny's  ROE fa lls  from

9.2% a t the  e nd  of the  Te s t Ye a r to  7 .2% a t ye a r e nd  2008 , to  6 .8% a nd  6 .1%

re s p e c t ive ly  in  2 0 0 9  a n d  2 0 1 0 -we ll b e lo w a n y  re a s o n a b le  R O E .  Th e

Compa ny's  p ropos e d  ra te s  Would  b ring  the  Compa ny's  ROE to  9 .1% in  2009

a n d  9 .9 %  b y ye a r e n d  2 0 1 0 . As  DAK-3  s h o ws ,  th e  R O E  im p ro ve s  wh e n

c a lc u la te d  c o n s id e rin g  o n ly th o s e  ite m s  th a t fa ll with in  Me  C o m m is s io n 's

re gula tory ju ris d ic tion , pa rtly be ca us e  the  ACC-juris d ic tiona l a na lys is  re move s

a ll o f th e  C o m p a n y's  b e lo w th e  lin e  e xp e n s e s .  S F R  S c h e d u le  F -2  s h o ws

pro je cte d  cha nge s  in  the  fina ncia l pos ition  of the  Compa ny for fu ture  ca le nda r

ye a rs  a n d  th e  Te s t Ye a r,  a t p re s e n t a n d  p ro p o s e d  ra te s .  S FR S ch e d u le  F-3

pre s e nts  proje cte d a nnua l cons truction re quire me nts , by prope rty cla s s ifica tion,

for four ye a rs  s ubs e que nt to the  Te s t Ye a r. I s pons or the  prob e cte d da ta  on this

s che dule , which  s hows  tha t AP S  e xpe cts  to  s pe nd  a n  a ve ra ge

o n  c a p ita l p ro je c t s  fo r  e a c h  o f th e  n e xt  th re e  ye a rs :

$1 ,006 ,552 ,000  in  2008 ; $1 ,067 ,878 ,000  in  2009 , a nd  $952 ,685 ,000 . Fina lly,

S FR S che dule  F-4 pre s e nts  the  ke y a s s umptions  us e d in de ve loping proje ctions ,

which I d is cus s e d pre vious ly in  my te s timony.

d o lla r s  p e r  y e a r
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Q- DO YOU HAVE ANY FINAL COMMENTS?

A. APS's rising costs-both operating costs and those incurred as a result  of the

Company's large capital spending requirement of one billion dollars per year-

are necessary to maintain high levels of service reliability and meet load growth

in an inflationary cost environment. As I have described, these cost increases

will far surpass APS's revenue growth through 2010. This phenomenon has

caused and will cont inue to  cause the Company to  exper ience a revenue

deficiency and related earnings and ROE short fall. even if t he

Co mmiss io n appro ves  each o f t he  Co mpany's  no n-a t t r it io n p ro  . fo rma

adjustments in set t ing new rates, APS will still experience an $86.6 million

revenue requirement deficiency related solely to attrition. In order to prevent

these consequences, APS asks that the Commission approve all of its several pro

forma adjustments in setting rate levels, including the inclusion of significant

levels of post-test year plant additions in rate base as well as an attrit ion pro

forma adjustment. Together, these adjustments will address the Company's

attrition problem in the near term and will enable the Company to avoid the need

for a perpetual string of rate cases to mitigate the impact of continually lagging

rates-rates that do not compensate the Company for its capital investment and

increasing operating costs.

In  fa ct,

Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

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

A. Ye s .
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Attrition due to Changes in ACC Revenues vs. Expenses from

Test Year 9/30/2007 to Projected Calendar Year 2010 (1) (2)

($ in millions)

Attachment DAK-1
Page 1 of 1

Line
Changes in:

1 Revenues (present rates except for TCA increases) (DAK~4, column e. line 1) $ 419

2 Fuel & purchased power expense (present rates with fuel in base at current 3.25 cents) (DAK-4, coI.e) 271

3 Revenues net of fuel and purchased power expense (DAK-4, column e, line 3) 148

4 Operations and maintenance expense (DAK-4, column e, line 4) 117

5 Book depreciation and amortization expense (DAK-4, column e, line 7) 75

6 Property and other taxes expense (DAK-4, column e, line 10) 10

7 Operating income before income taxes and cost of capital (DAK-4, column e, line 12) (54)

8 Interest expense (DAK»4, column e, line 13) (16)

g Taxable income (DAK-4, column e, line 14)

10
Income tax rate

Income taxes (does not include income tax on increased cost of capital revenue requirements
which can be seen on DAK-2 line 17 minus line 15)

(38)
39.36%

(15)

11 Operating income deficiency (line 7 - line 10) (39)

12 Operating income deficiency covered by other income statement pro forms
(from DAK-4, columns -f + g, line 16)

43

13 Operating income surplus before changes in cost of capital revenue requirements and
adjustment for lines 17 through 19 below (matches DAK-4, column h, line 16)

4

14 Revenue conversion factor (schedule C-3) 1.6491

15 Revenue requirement surplus before changes in cost of capital revenue requirements on ratebase 7

16 Revenue requirement deficiency from changes in cost of capital on major changes in ACC rate base
from 9/30/2007 to 12/31/2010 not covered by other pro forms (see attachment DAK-2, line 17)

(101)

17 Total ACC revenue requirement deficiency in calendar 2010 not covered by other pro forms
due to attrition from revenue growth shortfall vs. expense growth

(94)

18 Adjustment to convert 2010 revenue deficiency to a TY 9/30/2007 revenue deficiency
(test year revenues of 2,435 + 207 of revenue pro forms = 2,642 / 2010 acc base revenues of 2,873)

92.0%

19 Total ACC revenue requirement deficiency measured in test year dollars not covered by
other pro forms due to attrition from revenue growth shortfall vs. expense growth
(94-86 = 8m reduction in revenue requirement deficiency shown in DAK-4, column i, line 1)

(86)

(1) revenue increase is assumed to be effective July 1, 2009 or thereafter, so 2010 was used so as to match
expense levels with revenue levels for the first full year the new rates would be in effect

(2) excludes changes in revenues and expenses related to the renewable energy standard requirements (RES)
and demand side management (DSM)



Major Changes in ACC Rate Base from 9/30/2007To 12/31/2010 and Related

Change in Cost of Capital Revenue Requirements ($m)

Attachment DAK-2
Page 1 of 1

Line
4th Qt1'.
2007 2008 2009 2010

Totals from
9/30/2007 to
12/31 /2010

l a s 188 $ 831 $ 848 s 838 $ 2,705

lb

Acc construction expenditures (includes nuclear fuel
and excludes transmission)

Projected schedule 3 fees treated as CIAC h 50 117 191 358

ac Net ACC construction expenditures 188 781 731 647 2,347

7 30 28 25 902 + AFUDC debt and equity

3 - Increase or (decrease) in CWIP balance 21 80 (127) 76 50

4 174 731 886 596 2,387

5

Closings to plant in service (A)

Book depreciation & amortization on income statement (1) 85 357 378 403 1,223

6 + Nuclear fuel amortization in fuel expense on income statement 8 33 40 64 145

7 Growth in accumulated book depreciation and abort. (B) 93 390 418 467 1,3sa

8 Change in net plant = (A) - (B) 81 341 468 129 1,019

g Change in deferred taxes (13) (29) (6) (41) (89)

$ 94 $370 $474 $170 $ 1,108

11

= Major changes in ACC rate base from 9/30/2007 to 12/31/2010

- ACC rate base changes covered by other pro forms (schedule B-2, page 3, column n) (421)

12 Remaining major changes in Acc rate base not covered in rates 687

Chanqe in Cost of Capital Revenue Requirements due to Major Changes in ACC RateBase from 09/30/07 to 12/31/2010:

13 Change in interest expenses
$687 x 5.77% cost of debt (from schedule D-1, page 2) x 45.9% debt ratio = 18

14 Change in equity return
$687 x 11.50% cost of equity (from schedule D-1, page 2) x 54.1% equity ratio 43

15 Total change in cost of capital 61

16 Revenue conversion factor (schedule C-3) 1.6491

17 Change in cost of capital revenue requirements due to major changes in ACC rate base

from 09/30/2007 to 12/31/2010 not covered by other proforms
$ 101

(1) excludes $6m annual reduction to income statement amortization expense for the amortization of the 2.64%
interest rate premium on the loan from APS to PWEC which was retired in 2005. Amortization ends April 2010.
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Attachment DAK .. 5
Page 1 of 1

Arizona Public Service Company
Funds From Operations (FFO) To Adjusted Debt Ratio *

12/31/2007 12/31/2008 (al 12/31/2009 12/31/2010 (b>

Present Rates 18.6% 19.4% 17.3% 16.8%

Proposed Rates 18.6% 19.4% 19.5% 21.8%

Notes:

* BBB Range 18.0% To 28.0%

(a) Assumes $400 million common equity issuance in 2008

(b) Assumes $300 million common equity issuance in 2010
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DIRECT TESTIMONY OF PETER M. EWEN
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E-01345A-08- )

INTRODUCTION

5 Q- PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

A. My name is Peter M. Ewen. My business address is 400 N. 511] Street, Phoenix

Arizona. 85004

Q- WHAT IS  YOUR POSITION WITH ARIZONA PUB LIC
COMPANY?

SERVICE

a m Ma na ge r of the  Re ve nue  a nd Fue l Ana lys is  a nd Fore ca s ts  De pa rtme nt for

Ariz o n a  P u b lic  S e rvic e  C o m p a n y ("AP S " o r "C o m p a n y").  In  th a t ro le ,  I a m

re s pons ible  for pre pa ring the  Compa ny's  s hort-ra nge  a nd long-ra nge  fore ca s ts  of

s ys te m pe a k de ma nd a nd  e ne rgy s a le s , a nd  pro je cting  the  op tima l d is pa tch  of

a va ila ble  re s ource s  to minimize  the  cos t of me e ting thos e  e ne rgy re quire me nts

I

Q- WHAT IS YOUR
BACKGROUND?

EDUCATIONAL AND PROFESSIONAL

A.

A.

I received Bachelors and Masters degrees in Economies from Arizona State

University in 1985 and 1988, respectively. I have analyzed and forecasted

electric energy and demand growth since 1988, first as a Staff member of the

Arizona Corporat ion Commission ("Commission")  and,  since 1990,  as an

employee for APS. I have specifically analyzed the dispatch of our generating

units in combination with market purchases to serve native load demand since

1998, and assumed full responsibility for making the opt imal dispatch and

associated fuel cost projections in 2000. I was formerly President of the Arizona

Economic Round Table, a group of Arizona-based economists that specialize in

studying the Arizona economy, and I am still a member of that organization. I



a ls o s e rve  on the  J oint Le gis la tive  Budge t Committe e 's  Fina nce  Advis ory

Committe e . This  a dvis ory committe e  cons is ts  of a  group of s ta te  e conomis ts

who advise  the  Joint Legis la tive  Budget Committee  s ta ff on the  adequacy of the

economic projections  underlying the ir s ta te  revenue  projections .

Q- WHAT IS  THE P URP OS E OF YOUR TES TIMONY?

A. My te s timony dis cus se s  the  impa ct of continuing cus tome r growth in the  APS

s e rvice  te rritory on the  Compa ny's  incre a s ing ca pita l e xpe nditure s  a nd the

sys tem average  cos t of fue l for genera tion and purchased power, In particula r, I

e xpla in why growth is  a  s ource  of fina ncia l pre s s ure  for the  Compa ny toda y

compared to prior years . I a lso sponsor the  Company's  Base Fuel and Purchased

P owe r pro forma , which s e ts  forth the  ba s e  ra te  le ve l of iiue l a nd purcha s e d

power expenses . This  reques ted base  fue l ra te  re flects  conditions  expected to

e xis t a t the  time  the  re que s te d ra te s  a re  like ly to be  in e ffe ct. My te s timony

expla ins  the  reasons  for this  increase , focus ing in pa rticula r on the  increases  in

wholesale  market prices and the Company's  increasing re liance on natural gas.
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In  a ddition, I s pons or the  "Tota l Compa ny" column for s e ve ra l pro. forma

adjustments  to the  Test Year se t forth in SFR Schedule  C-2, including:

1) Base Fuel and Purchased Power,

2) Remove Test Year PSA Revenue  and Deferred Fuel Amortiza tion,

3) Remove  Tes t Year PSA Defe rra ls  and Mark-to-Marke t Accrua ls ,

4) Normalize  Non-Nuclear Maintenance  Expense ,

5) Normalize  Nuclear Maintenance  Expense ,

6) Normalize  Wea ther Conditions ,

7) Annualize  Customer Levels , and

8) Normalize  Uncollected Fixed Cos ts .

2



Fina lly, I dis cus s  the  fore ca s te d re ve nue  ne t of fue l le ve ls  include d in the

a ttrition pro forma sponsored by APS Witness  Danie l Kearns .

S UMMARY OF TES TIMONY11.

Q - P LEAS E S UMMARIZE YO UR TES TIMO NY.

APS is  the  la rges t ma jor utility in the  second fa s te s t growing s ta te  in the  United

Sta te s  (ne xt to Ne va da ). While  the  re ce nt downturn in the  re s ide ntia l hous ing

ma rke t ha s  ca use d the  s triking growth ra te  tha t Arizona  e xpe rie nce d ove r the

pas t decade  to s low, growth continues  none the less . In fact, most if not a ll public

fore ca s ts  e xpe ct Arizona 's  growth ra te  to pick up a ga in a nd continue  ove r the

long te rm.
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Although growth is  not new to APS, the  capita l spending tha t the  Company must

unde rta ke  to me e t its  incre a s ing de ma nd a nd ma inta in its  e xis ting s ys te m is

s ignificantly highe r today than it has  been his torica lly and is  placing enormous

fina ncia l pre s s ure  on APS. This  is  true  for s e ve ra l re a s ons . Firs t, growth ha s

la rge ly e xha us te d  d ie  ma rg in  of ca pa c ity tha t ha d  be e n  a va ila b le  in  the

Compa ny's  e xis ting s ys te m to s e rve  ne w loa d, a nd AP S  mus t continue  to

upgra de  a nd e xpa nd tha t s ys te m in  orde r to  a ccommoda te  future  growth.

Second, the  Company's  additiona l infras tructure  needs  come a t a  time when the

cos t of ma te ria ls , commoditie s , a nd la nd use d for cons truction is  subs ta ntia lly

highe r tha n it ha d be e n his torica lly-driving the  cos t of tha t infra s tructure  up

cons ide ra bly compa re d to prior ye a rs . Third, in a ddition to cons truction cos ts ,

APS's  othe r non-fue l cos ts  a re  increas ing, reve rs ing a  previous ly declining unit

cos t trend tha t had his torica lly offse t the  cos ts  of growth. His toric economies  of

s ca le  tha t once  he lpe d re lie ve  the  cos ts  of growth ha ve  e va pora te d. The  ne t

re s ult is  tha t, toda y, AP S 's  non-fue l cos ts  a re  s ignifica ntly highe r tha n the

A.

3



revenue tha t APS receives  from ra tes  and are  increasing a t a  fas ter ra te  than the

associated revenues.

Just as  non-fuel costs  have  increased, APS's  file t costs  have  a lso risen s ince  the

hour ("kwh"), e s ta blis he d in De cis ion No. 69663, wa s  pre mis e d on e xpe cte d

2007 cos t leve ls  a t the  time of my tes timony in tha t case . Since  then, the  sys tem

a ve ra ge  fue l cos t ha s  continue d to incre a s e  be ca us e  of a  numbe r of fa ctors ,

including sales  growth, increasing natural gas, coal, and purchased power prices,

and the  increas ing contribution of na tura l gas  re sources  to the  APS genera tion

fue l mix. Atta chme nts  PME-1, PME-2, a nd PMQE-4 show the se  cha nge s  a nd

the ir respective  impact on the  Company's  overa ll file t cos ts .

Given the  increase  in fue l cos ts  tha t has  occurred s ince  fue l ra tes  were  las t se t,

re flects  norma lized leve ls  of power plant pe rformance , expected 2009 fue l and

purchased power price s , and a  credit for anticipa ted off-sys tem sa le s  margins .

This  ra te  will a llow the  Company to recove r fue l cos ts  incurred during the  Tes t

Ye a r, a djus te d to re fle ct the  conditions  the  Compa ny e xpe cts  to e xpe rie nce

during 2009, whe n the  ra te s  re que s te d in this  proce e ding will like ly be come

effective . The  meduod by which I ca lcula ted this  new base  fue l ra te  is  identica l

to  the  one  us e d by the  Compa ny a nd a cce pte d by the  Commis s ion in  the

Company's  las t two ra te  cases .
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Annua l jurisdictiona l revenues  ne t of fue l a re  projected to grow by $148 million

from the  twe lve  months  ending Septembe r 30, 2007 (the  "Tes t Yea r") through

the  ye a r 2010 unde r curre nt ra te s . The  ma jority of this  incre a s e  is  due  to

4



proje c te d popula tion growth a nd its  a tte nda nt kph s a le s  growth. Eve n s o, this

growth in re ve nue  is  not a de qua te  to cove r the  Compa ny's  proje cte d ca pita l a nd

ope ra ting e xpe ns e  for tha t s a me  pe riod, due  in pa rt to  the  cos t of growth. For

this  re a s on, the  Compa ny ha s  propos e d a n a ttrition pro forma  tha t a ccounts  for

the  re s ulting s hortfa ll in re ve nue s . AP S  Witne s s  Ke a rns  s pons ors  tha t pro forma

a djus tme nt, re lying in pa rt on my proje ctions  re ga rding the  Compa ny's  re ve nue

ne t of fue l.

III.

Q-

EFFECT OF GROWTH ON SYSTEM COSTS

IN HIS DIRECT TESTIMONY, MR. BRANDT EXPLAINS THAT THE
COMPANY'S GROWTH IS CAUSING APS SIGNIFICANT FINANCIAL
HARDSHIP. WHAT EVIDENCE DO YOU HAVE OF THIS?

A. The clearest evidence that growth is causing APS .financial difficulties is the fact

that the Company's average non-iiuel costs per kph (that is, the Company's

annual costs, less fuel expense, divided by annual electricity sales) are rising

faster Dian its average non-fuel revenues per kph. In other words, the

Company's revenue growth is not keeping pace with the increase in costs dirt

the Company has needed to and still must incur to both meet the demands of

growth and maintain its existing system-a trend that leaves a gap between costs

and revenues that will only widen in future years without action by the

Commission. For ease of reference, I will refer to the Company's per kph costs

and per kph revenues as "unit" costs and "unit" revenues.
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The growing cost/revenue disparity is plainly shown on the following graph,

which compares the Company's average unit costs to average unit revenues over

the last decade and for the next five years (assuming no change in the

Company's future rates from current levels). This type of comparison

normalizes for sales level differences over time in order to more clearly compare

5



the  Company's  cost s tructure  to its  revenue s tream.

ALLOWED APS RATES ARE CONFISCATORY
Sc
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As this  graph shows , the  Company's  non-fue l unit cos ts  declined s teadily from

1995 to 2004, but have  s ince  turned a round and a re  now increas ing a t a  fa irly

rapid ra te . At the  same  time , from 1995 to 2004, the  Company's  unit revenues

(ne t of fue l e xpe nse s ) fe ll more  quickly tha n cos ts  a nd, but for the  sma ll non-

fue l ra te  increases  authorized in 2005 and 2007 (which were  s till insufficient to

cove r APS 's  ris ing cos ts ), ha ve  shown no upwa rd tre nd. Among othe r things ,

this  fact demonstra testhat Me additional revenue received from sales  growth has

not been sufficient to cove r the  Company's  ris ing non-fue l cos ts . Wha t's  more ,

in the  absence  of any immedia te  ra te  re lie f, the  dive rgence  be tween cos ts  and

revenues  will only grow in the  future .

6



Q- HAS  THIS  FINANCIAL P RES S URE BEEN AN IS S UE ONLY S INCE
2004?

A. No. As  the graph above illus trates , unit prices  fell below unit cos ts  as  early as

2001 and continued to fall through 2004 (in part because the Company reduced

its  rates  in accordance with Decis ion No. 61973 (October 6, 1999)). Moreover

the  his toric decline  the  Company had s een in unit cos ts  began to fla tten out

during this  pe riod, thus  e limina ting a  s ource  of previous ly exis ting financia l

relief. APS has been unsuccessfully trying to play catch-up ever s ince

Q- WHAT IS THE PRIMARY
INCREASE IN UNIT COSTS?

REASON FOR THE COMPANY'S

A. The primary reason for the Company's  increase in unit costs  is  growth, or more

specifically, the capital inves tment required to meet the Company's  growth in

cus tomers  and electricity demand. APS expects  to spend $3 billion over the

next 3 years  on capital projects , and a s ignificant portion of this  spending will be

driven by meeting the needs of growth. As these capital projects  are completed

the  inves tment is  placed into plant-in-s ervice  and s tarts  to deprecia te , incur

property taxes, and require a return to the debtholders  and equity investors  who

funded the inves tment. APS Witnes s es  Donald Brandt and Danie l Kearns

describe the  impact of these  capita l inves tments  on the  Company's  financial

results  in more deta il. For present purposes , it is  important to recognize  that

thes e  capita l cos ts , which a re  driven a lmos t exclus ive ly by the  Company's

capita l spending requirements , are  ris ing fas ter than the Company's  sales  of

electricity, and that is  what is  putting more upward pressure on the Company's

overall costs

A s imple comparison of unit cos ts  between 2007 and 2010 shows the financial

impact of the Company's  required capital investment
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11.7%
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18.5%
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As a  genera l propos ition, revenue  grows  with sa les  growth and, in the  absence

of ra te  re lie f, unit revenues  will not change . With tha t unde rs tanding, wha t this

analysis  demonstrates is  that the  Company's  costs  re la ted to capita l spending are

incre a s ing 14.9% th a n  th e  Co mp a n y's  e le c tric ity s a le s -a n d ,  b y

extension, the  Company's  revenue stream absent ra te  re lief.

fas ter

Q- W HY IS  THE  C O MP ANY' S  P LANNE D C AP ITAL INVE S TME NT S O
HIG H O VE R  THE NE XT S EVERAL YEARS ?

APS is  required to spend upwards  of one  billion dolla rs  pe r yea r ove r the  next

s e ve ra l ye a rs  both to me e t its  continuing growth in cus tome r a nd e le ctricity

de ma nd a nd to ma inta in its  e xis ting s ys te m, a nd the  cos ts  of me e ting thos e

obliga tions  ha ve  ris e n cons ide ra bly in re ce nt ye a rs . Mr. Bra ndt provide s  a

summary of the  specific capita l projects  the  Company is  working on or planning

to work on in  the  ne a r future  a nd e xpla ins  the  impa ct tha t infla tion in  ke y

commoditie s  and mate ria ls  cos ts  has  had on the  Company's  capita l inves tment

requirement.

P LE AS E  DE S C R IB E
TERRITORY.

T H E  R AP ID  G R O W T H  IN  AP S ' S  S E R VIC E
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A. APS 's  growth e nvironme nt is  unlike  tha t of mos t othe r e le ctric utilitie s  in the

country. APS is  the  la rges t e lectric utility in Arizona , se rving a lmos t ha lf of the

s ta te 's  popula tion. Not sLu'pris ingly, given Arizona 's  growth ra te , APS has  been

one  of the  fa s te s t growing utilitie s  in the  Unite d S ta te s , with a nnua l cus tome r

growth increasing a t a  ra te  of 3 to 4% for more than the  past ten years .

A.
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Inde e d, for ove r a  de ca de , AP S  e xpe rie nce d a  s te a dy incre a s e  in not jus t

cus tome rs , but in e ne rgy a nd pe a k de ma nd growth. From 1995 to 2000, for

example , APS placed in service  roughly 175,000 initia l meter se ts  and increased

its  cumula tive  e le ctricity s a le s  by ove r 14 million kph. (An initia l me te r s e t

a ls o ca lle d a  "ne w" me te r s e t, is  re corde d the  firs t time  a  ne w re s ide nce  or

bus iness  has  an e lectric me te r activa ted on the  prope rty and is  one  of the  bes t

measures  the  Company has  of new cons truction activity in its  se rvice  te rritory.)

From 2000-2005, AP S  a dde d a pproxima te ly 200,000 ne w me te r s e ts  a nd

incre a s e d its  cumula tive  kph s a le s  by more  tha n 6.2 million. AP S  e s tima te s

tha t it will add a t leas t anothe r 175,000 new mete r se ts  and make  anothe r 12.9

million cumula tive  kph s a le s  from 2007 to 2012. In fa ct, a s  will be  dis cus s e d

la te r in my te s timony, be twe e n the  Te s t Ye a r a nd 2010, s a le s  a re  e xpe cte d to

increase  by 7.8% (be fore  accounting for the  abnormally hot wea the r exis ting in

the  Test Year)

The  increase  in the  Company's  annua l sys tem peak during the  same timeframe

reflects  these  trends as  well. This  is  important because  the  Company has to have

enough e lectricity genera ting and de livery resources  in place  to meet its  sys tem

peak demand each year, and s ignificant capita l investment is  required to expand

these  sys tem resources . From 1995 to  2007, the  Compa ny's  a nnua l pe a k

de ma nd incre a s e d from 4,420 me ga wa tts  ("MW") to 7,545 MW, a  growth of

ove r 70% or 4.6% pe r ye a r. (The  re s ults  a re  s imila r e ve n whe n the  e ffe cts  of

abnormal wea the r a re  removed from each yea r.) On a  going forward bas is , the

Compa ny e xpe c ts  to  a dd  more  tha n  1 ,100  MW by 2012 , a ls o  re qu iring

significant investment in capita l resources

The  p rinc ipa l s ou rce  o f the  Compa ny's  g rowth  in  e le c tric ity de ma nd  is



popula tion a nd hous e hold growth in the  Compa ny's  s e rvice  te rritory. As  the

Commis s ion knows , Arizona 's  popula tion ha s  be e n one  of the  five  fa s te s t

growing in the  Unite d S ta te s  in e a ch de ca de  of the  pa s t 70 ye a rs . S e e  U.S .

Census  Bureau, Sta tis tica l Abs tract of die  United Sta tes : 1951 (Table  38), 1991

(Ta ble  26), a nd 2008 (Ta ble  ,13). Acco rd in g  to  d a ta  fro m th e  Arizo n a

Depa rtment of Economic Security and the  U.S . Census  Bureau, the  popula tion

growth ra te  in Arizona  ra nke d s e cond in the  na tion in 2007, jumping by 23%

s ince  the  2000 popula tion ce ns us , compa re d to a  na tiona l cumula tive  growth

a ve ra ge  of jus t ove r 7% during the  s a me  pe riod. S ince  2000, more  tha n 1.1

million people  have  moved to Arizona , an average  of more  than 150,.000 people

annua lly. Two-thirds  of the s e  ne w re s ide nts  s e ttle d in  Ma ricopa  County-

APS 's  primary se rvice  te rritory.

Q- WHAT IMPACT HAS THE RECENT DOWNTURN IN THE ECONOMY
HAD ON THE COMPANY'S CUSTOMER GROWTH RATE?
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A. While recent economic events-most notably the downturn in the housing

market-have caused Arizona's population growth to slow markedly in recent

months, there is no evidence that the growth rate will decelerate to any

significant degree in the long term. Arizona's recent pace of growth has been

slowing with each passing month, and the current economic outlook is best

described as "fluid" For that reason, the weakness in the housing and financial

markets has the potential to drive Arizona's and APS's growth rate lower than

that assumed in this Application. If this were to occur, however, it is likely to be

only a short-lived experience. Arizona has gone through five recessions since

the mid-1970s, and each has been concurrent with an economic recession at the

national level. Arizona's growth rebounded after each one because the

fundamental drivers of growth remained for the State. At present, there is no
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indica tion tha t these  fundamenta ls  have  been se rious ly dis rupted a s  a  re sult of

the  curre nt e conomic s itua tion. For this  re a s on, mos t long-te rm e conomic

forecas ts  s till show tha t Arizona 's  popula tion growth will re turn to the  3% range

by 2010. More ove r, e ve n if ne w cus tome r growth s lows  in the  ne a r te rm, the

Compa ny's  ca pita l inve s tme nt will not de cline  proportiona te ly for die  re a s ons

expla ined by APS Witnesses  Brandt and Kearns in their respective  testimony.

Q. THE GROWTH OUTLODK UNDERLYING THE COMPANY'S
APPLICATION SEEMS SIMILAR TO THE GROWTH EXPERIENCED
IN THE PAST. IF THAT IS THE CASE, WHY ARE THE COSTS OF
MEETING THAT GROWTH SO MUCH HIGHER FOR THE COMPANY
THAN THEY WERE HISTORICALLY?

A. The  cos t of growth is  s ignifica ntly more  e xpe ns ive  toda y tha n it ha s  be e n

his torica lly for thre e  principa l re a sons . Firs t, wha te ve r e conomie s  of s ca le  the

Compa ny ma y ha ve  be e n a ble  to a chie ve  in the  pa s t ha ve  now la rge ly be e n

e xha us te d. The  a mount of phys ica l pla nt a nd e quipme nt tha t APS mus t put in

pla ce  to s e rve  growth toda y-pa rticula rly for the  de live ry pa rt of the  bus ine s s -

is  la rge r tha n wha t wa s  re quire d for the  s a me  purpos e  five  or te n ye a rs  a go.

Second, the costs  of these additional resources have gone up substantia lly as the

price s  of the ir compone nt ma te ria ls  ha ve  incre a s e d. Third, the  Compa ny

bene fited from seve ra l cos t-reduction trends  in the  pas t, which he lped to offse t

ris ing  ca p ita l cos ts  in  a  ma te ria l wa y-a nd  thos e  cos t re ductions  a re  no t

repeating themselves today.

Q- WHY HAVE APS'S SYSTEM EXPANSION NEEDS
COMPARED TO WHAT THEY WERE IN PRIOR YEARS?

INCREASED
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Over the past decade and a hall APS was able to meet much of its growing

demand with the Company's existing generation, transmission, and distribution

system through a combination of infill opportunities and increased use of its

A.
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e>ds ting sys tem. But growth has  now la rge ly exhaus ted the  capacity remaining

in tha t s ys te m, re quiring the  Compa ny to inve s t s ubs ta ntia l ca pita l dolla rs  to

upgrade  and expand its  sys tem-leve ls  of spending tha t va s tly exceed wha t the

Company was required to make in the  past.

On the  dis tribution s ide , AP S 's  re quire d ca pita l inve s tme nt is  s ubs ta ntia l

compa re d to wha t it wa s  in prior ye a rs , a nd the  Compa ny will be  re quire d to

s pe nd more  tha n $550 million from 2008 to 2010 on dis tribution proje cts  to

me e t the  Compa ny's  duty to s e rve  its  curre nt a nd growing cus tome r ba s e -a

numbe r tha t a ccounts  for the  Commis s ion 's  re ce nt cha nge s  to  AP S 's  line

e xte ns ion policy. S e e  Atta chme nt DEB-2 to Mr. Bra ndt's  Dire ct Te s timony.

The  Compa ny's  ca pita l inte ns ity ha s  incre a se d from wha t it wa s  his torica lly in

this  re ga rd in la rge  pa rt be ca us e  of its  diminis hing a bility to s e rve  ne w loa d

growth  with  its  e xis ting  d is tribu tion  fa c ilitie s . In  th e  la te  1 9 9 0 s ,  AP S

ma ximize d the  use  of its  e xis ting dis tribution sys te m (which ha d a t tha t time  a

ma rgin of ca pa city a va ila ble  to  s e rve  ne w cus tome rs ) to  me e t its  growing

demand. However, growth has  now genera lly exhaus ted the  margin of capacity

pre vious ly a va ila ble  in its  e xis ting dis tribution s ys te m, s o APS 's  cons truction

ne e ds -a nd thus its dis tribution inves tment re quire me nts -ha ve risen

considerably. The same holds  true  for APS's  transmission investment needs.
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A s imple  comparison of the  number of new subs ta tions  added in each of three

his torica l pe riods  illus tra te s  this  trend in the  Company's  required cons truction.

For example , from 1996 to 2000, APS added one  new transmiss ion subs ta tion

and 25 new dis tribution subs ta tions  to se rve  its  increas ing load. From 2000 to

2005, APS  a dde d 5 ne w tra ns mis s ion s ubs ta tions  (e xcluding thos e  re quire d

spe cifica lly for ne w ge ne ra tion fa cilitie s ) a nd 31 ne w dis tribution subs ta tions .



Expre s s e d a s  a  ra te  re la tive  to the  a mount of ne w me te r s e ts  to re move  a ny

diffe rences  due  to va rying leve ls  of growth during these  two pe riods , it is  clea r

tha t the  numbe r of s ubs ta tion a dditions -a nd thus  cons truction cos ts -re quire d

to se rve  growth increased considerably from one  period to the  next. In tha t ve in

the  Compa ny a dde d 0.6 ne w tra ns mis s ion s ubs ta tions  for e a ch 100,000 ne w

me te rs  ins ta lle d in the  1996 to 2000 pe riod, followe d by 2.6 ne w tra nsmis s ion

s ubs ta tions  for the  s a me  numbe r of me te r ins ta lla tions  in the  2001 to 2005

pe riod. The  s tory is  s imila r for dis tribution s ubs ta tions : from 14.4 s ubs ta tion

additions  per 100,000 new meters  in 1996 to 2000 up to 16.0 new substa tions  in

2001 to 2005. Combine d, the se  subs ta tion a dditions  re fle ct a  24% incre a se

between 1996 and 2005 in this  measure  of the  Company's  capita l intensity

All indica tors  sugge s t tha t this  tre nd will continue  into a t le a s t the  ne a r future

F rom 2008  to  2012 , AP S  e xpe c ts  to  a dd  a pp roxima te ly 4  tra ns mis s ion

subs ta tions  and roughly 23 dis tribution subs ta tions  to se rve  the  same  100,000

units  of growth in me te r ins ta lla tions --a  45% incre a s e  in phys ica l pla nt ove r

what was  required in the  firs t five  years  of this  decadeand an 80% increase  over

what was  required ten years  ago. The  following graph summarizes  this  trend
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The  increase  in capita l intens ity demons tra ted by these  subs ta tion additions  is

s imila rly exhibited in othe r e lements  of the  sys tem. For example , the  amount of

wire  re q u ire d  fo r tra n s mis s io n  s ys te m e xp a n s io n  h a s  in c re a s e d  fro m

approxima te ly 175 mile s  pe r 100,000 new mete r ins ta lla tions  in the  1996-2000

pe riod to a lmos t 270 mile s  planned in the  2008-2012 pe riod, more  than a  50%

increase. Subs ta tion upgra de s  ha ve  a ls o be e n s ignifica ntly more  inte ns ive

re ce ntly compa re d to wha t the y we re  in the  la te  1990s . Exis ting tra nsmis s ion

s ubs ta tions  we re  upgra de d a t the  ra te  of roughly 2 .8  me ga volt a mpe re s

("MvA") pe r 1 ,000  me te r ins ta lla tions  in  the  la te  1990s  a nd  d is tribu tion

subs ta tions  required an additiona l 3.9 MVA pe r 1,000 me te rs  in the  same  time

pe riod. By the  2000-2005 time fra me , the  tra nsmis s ion upgra de s

doubled to ove r 7  MVA pe r 1 ,000 ne w me te rs , a nd dis tribution upgra de s

increas ed by almos t 70% to 6.5 MVA for e ve ry 1,000 ne w me te rs . The  tre nds

in the s e  me trics  will continue  to incre a s e  into the  future  a s  the  now-e >ds ting

more than

1 4



sys tem will need to be  enhanced to support the  additiona l load placed on it by

the  growth in new and larger customers .

On the  gene ra tion s ide , capita l spending for new gene ra tion facilitie s  is , by its

na ture , cons ide ra b le  in  a mount bu t re la tive ly s pora d ic  in  ne e d , a nd  the

conclus ion of the  APS nuclea r cons truction program in the  la te  1980s  a llowed

this facet of the  Company's  e lectric sys tem to require  less  s ignificant inves tment

in the  decade  tha t followed. The  addition of Pa lo Verde  provided the  Company

with sufficient gene ra ting capability to mee t mos t of its  load growth through the

1990s , leaving only a  Combina tion of incrementa l short and long-te rm peaking

ca pa city purcha s e  ne e ds . Furthe rmore , the  move  towa rd a  De -re gula te d

gene ra tion marke t in the  mid- to la te -1990s  he ightened the  unce rta inty of how

the  Compa ny s hould  inve s t in  ne w ge ne ra tion  fa c ilitie s  in  the  cha nging

regula tory environment. For these  reasons , the  Company did not make  another

s izeable  inves tment in new gene ra tion until plants  producing 1700 megawa tts

("MW") of ga s -tire d ge ne ra tion we re  built in 2002 a nd 2003 by P inna cle  We s t

Energy Corpora tion ("PWEC") and acquired by APS in 2005 .
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AP S 's  ge ne ra tion  ne e ds  toda y continue  to  incre a s e  with  the  Compa ny's

growing demand, and APS expects  that its  resource  requirements  will surpass  its

tota l exis ting resources  by as  ea rly as  2010 (a  topic discussed in the  Resource

Alte rna tive s  Re port tha t AP S  file d with  the  Commis s ion in  Docke t No. E-

01345A-08-0010). For a t leas t the  next few years , the  Company will meet a  vas t

ma jority of its  , growing re s ource  ne e ds  by purcha s ing conve ntiona l a nd

renewable  resources  from the  marke t or by encouraging the  reduction in energy

needs  dirough cus tomer use  of DSM and demand re sponse  programming and

dis tributed gene ra tion. Even so, APS will s till be  required to spend mo re  tha n
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o ne  b illio n  d o lla rs be twe e n 2008 a nd 2010 on powe r pla nt proje cts  a t the

Compa ny's  e xis ting production fa cilitie s . Se e  Atta chme nt DEB-2, a tta che d to

Mr. Bra ndt's  Dire ct Te s timony.

Q- WHAT O THER EVIDENCE DEMO NS TRATES  THAT AP S ' S  CAP ITAL
INTENS ITY IS  INCREAS ING?

In addition to APS's physical infrastructure additions, the steady increase in the

Company's capital intensity during these time periods is evidenced by a

consistently rising unit cost of depreciation. As the following graph

demonstrates, APS's depreciation costs have continually increased since 1995,

and are now growing at a significantly faster pace than they have historically.
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The fact that depreciation is on the rise indicates that the Company's investment

in new plant and equipment, net of retirements of plant, is increasing faster than

its sales growth and, hence, its revenue growth absent price changes. Rising

A.
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de pre cia tion unit cos ts  ha ve  be e n a  cons is te nt fe a ture  of the  Colnpa ny's

financia l picture  for a t least the  last ten years

Q- HAS  ANYTHING ELS E CONTRIBUTED TO THE INCREAS E IN AP S 'S
REQUIRED CONS TRUCTION EXP ENDITURES ?

A. Yes . As  Mr. Brandt describes  in de ta il, the  Company's  ris ing cons truction needs

come  a t a  time  whe n the  cos t of ma te ria ls , commoditie s , a nd la nd us e d for

cons truction is  s ignifica ntly highe r tha n it ha s  be e n in the  re ce nt pa s t. This

increase  s ignificantly exacerbates  the  capita l spending a lready required because

of APS's  need to expand and upgrade  its  sys tem to accommodate  its  e lectricity

demand

YOU MENTIONED ANOTHER FACTOR THAT HAS  MADE THE COS T
O F  G R O WTH MO R E  C HALLE NG ING  TO DAY THAN IT  HAS  B E E N
HIS TO R IC ALLY: T H E  R E VE R S AL  O F  A  U N IT  C O S T  T R E N D
P LEAS E EXP LAIN

A. While  the  increase  in APS's  capita l intens ity described above  has  put pressure

on the  Company's  financia l condition for more  than the  la s t decade , a  declining

unit cos t e nvironme nt in the  la te  1990s  more  tha n offs e t tha t pre s s ure  a nd

ma ske d the  impa ct of the  Compa ny's  continuing ca pita l inve s tme nt ne e ds . As

the  gra phdia t compa re s  the  Compa ny's  unit cos ts  to unit price s  on pa ge  6

shows, the  declining unit cost trend tha t APS experienced in the  las t decade  has

s ince  reve rsed, e limina ting a  previous  and s ignificant source  of re lie f from the

Company's  increas ing costs  of growth

As  tha t graph demons tra te s , APS 's  pe r Unit non-fue l price s  and cos ts  actua lly

de cline d on a ve ra ge  from 1995 to 2000, but price s  ge ne ra lly re ma ine d a bove

cos ts . The  a ve ra ge  de cline  in cos ts  occurre d for a  numbe r of re a s ons . Firs t

because  of aggress ive  cos t management and ope ra tiona l re -enginee ring, APS

17



was able  to reduce  its  labor force  a t the  same time  tha t it added almost 200,000

ne w cus tome rs . During the  s a me  pe riod, na tiona l inte re s t ra te s  de cline d, a nd

APS repea tedly took advantage  of re financing options  tha t a llowed it to reduce

its  ove ra ll de bt le ve ls  a nd lowe r the  cos ts  of re ma ining de bt. Although la bor

be ne fit cos ts  incre a s e d s lightly, d irt incre a s e  wa s  s low re la tive  to  AP S 's

cus tomer growth ra te  because  of s tock marke t-driven ga ins  on the  Company's

pens ion fund asse ts . Further reductions  to per-unit cos ts  occurred as  a  result of

cuts  in property tax ra tes  in the  la te  1990s.

As  a n offs e t to the s e  re ductions , a s  pa rt of the  1999 Ra te  S e ttle me nt, AP S

re ce ive d a uthority from the  Commis s ion to a cce le ra te  re cove ry Of a  billion

dolla rs  in regula tory asse ts  during Mis  pe riod, which limited the  impact of these

othe r non-fue l cos t decrea se s . De pre cia tion cos ts  a ls o ros e  be ca us e  of the

incre a s e  in pla nt ne e de d to s e rve  growth during this  pe riod, a s  pre vious ly

described. The  ne t e ffe ct wa s  tha t AP S 's  non-fue l cos ts  pe r kph (with the

regula tory a s se t amortiza tion) declined from 1995-2000, and APS was  able  to

rema in financia lly hea lthy while  providing the  price  decreases  to its  cus tomers

re quire d by De cis ion No. 61973. The se  his toric re ductions  in unit cos ts  more

tha n offs e t the  s te a dy incre a s e  in the  CoMpa ny's  ca pita l inte ns ity de s cribe d

pre vious ly.
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From 2000 to 2005, the  fina ncia l he a lth of the  Compa ny be ga n to de te riora te

a nd a t a n e ve r-incre a s ing pa ce . In pa rt, this  wa s  drive n by ra pidly ris ing fue l

cos ts , which we re  ultima te ly a ddre s s e d in De cis ion No. 69663. During this

period, as  the  Company's  capita l intensity continued upwards  and the  regula tory

a s s e t a mortiza tion pe riod e xpire d, AP S 's  O&;M cos ts , re la ting prima rily to

increas ing pens ion fund expenses  and increas ing employment leve ls , began to
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grow fas te r than its  sa les . Deprecia tion cos ts  a lso rose  as  even more  plant was

a dde d to me e t the  Compa ny's  growing de ma nd. Unit cos ts  for prope rty ta xe s

a nd inte re s t e xpe ns e  fla tte ne d out during this  pe riod, the re by e limina ting a

pre vious  source  of re lie f for APS 's  non-iiue l cos t pre s sure s . At the  sa me  time

the  Compa ny continue d to provide  the  ra te  de cre a s e s  a gre e d to in the  1999

Settlement through 2003

S ince  dirt time , howe ve r, the  his torica lly be ne ficia l unit cos t tre nd tha t once

offse t the  e ffect of ris ing deprecia tion cos ts  and capita l intens ity has  reve rsed

a nd APS is  e xpe rie ncing the  fina ncia l impa ct of the  cumula tive  incre a se  in its

non-fue l cos ts . De pre cia tion cos ts  continue  to ris e , but now a t a n e ve n more

accelera ted pace  commensura te  with the  Company's  esca la ting need for system

infra s tructure , de scribed above . These  ris ing cos ts  a re  no longe r offse t by die

once  favorable  declining cos t trends  re la ting to O&M, taxes  and inte re s t ra te s

Ra the r, O&M cos ts  (which do not include  re turn re quire me nts  or de pre cia tion

expenses) are  expected to remain re la tively fla t on a  per-unit basis  (se tting aside

the  cos t incre a s e s  which a re  to be  s pe cifica lly re cove re d through the  DS M

Adjus tor Clause  and the  Renewable  Energy Standard Tariff), and the  increased

pace  of new inves tment will a lso. lead to increased inte res t and equity financing

costs (also on a per-unit basis)

The  re sult is  tha t APS 's  non-fue l cos ts  a re  now ris ing and will continue  to ris e

fas te r than its  sa les  growth. As Mr. Brandt a lso expla ins , the  fact tha t APS's  rise

in non-fUe l cos ts  will outpa ce  its  proje cte d s a le s  de mons tra te s  tha t APS  ha s

genera lly exhaus ted any economies  of sca le  tha t his torica lly a llowed it to offse t

the  cos ts  of growth

1 9



IV. BAS E FUEL AND P URCHAS ED P OWER P RO FORMA

Q. ARE YOU P ROP OS ING TO ADJ US T THE COMP ANY'S  AUTHORIZED
BAS E FUEL RATE?

move s  a pp roxima te ly $106  million  ou t o f fu tu re  P owe r S upp ly Ad jus to r

("P S A") re cove ry a nd into ba s e  ra te s  (a t te s t ye a r s a le s  le ve ls ). But for the

90/10 sharing a rrangement in the  PSA, this  would amount to no diffe rence  in the

revenues  actua lly collected from cus tomers . With tha t sha ring a rrangement, the

impa ct of the  incre a s e  in the  ba s e  fue l ra te  a mounts  to $13 million of a  ne t

increase  in revenues , or less  than ha lf of one  percent. Even so, it is  important to

update  the  Company's  base  ra tes  both so tha t the  a ttendant impact on class  ra te

de s ign ca n be  a ccounte d for a nd to  a void the  90/10 s ha ring be coming, in

e ssence , a  10% pena lty. Attachment PME-1 shows  the  re sults  of the  proposed

adjustments on test year revenues.

Q. WHAT FACTORS  ARE BEHIND YOUR P ROP OS ED ADJ US TMENT?
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A.

A. Ma ny of the  s a me  fa ctors  tha t ha ve  be e n fe a ture s  of the  Compa ny's  pre vious

fue l-re la te d incre a se s  a re  pre se nt toda y. Mos t importa ntly, the  incre a se d loa d

growth I ha ve  dis cus se d a bove  is  be ing me t prima rily with highe r cos t na tura l

gas  re sources  or marke t purchases  tha t a re  tied to na tura l gas  re sources . As  a

result, the  sha re  of the  Company's  tota l genera tion supply be ing se rved by low-

cos t coa l and nuclea r re sources  is  declining. Additiona lly, na tura l gas  prices  in

future  ye a rs  a re  highe r tha n the y we re  whe n the  Compa ny's  ba s e  fue l ra te  of

na tura l ga s  and purchased power hedge  plan. A quantifica tion of the se  factors

ca n be  s e e n in Atta chme nt PME-l. Atta chme nt PME-2 shows  the  a ve ra ge  fue l



cost for the  Company's  major resource  types embedded in the  current authorized

and proposed base filet rates

(5)

(6)

(7)

Be s ide s  the s e  s pe cific  ite ms , the re  a re  s e ve ra l importa nt a djus tme nts  to

incorpora te  into Me  Compa ny's  ba s e  fue l ra te  going forwa rd. The  propos e d

adjus tments  recognize  known and measurable  changes  to Tes t Year conditions

a nd a re  more  re pre s e nta tive  of conditions  tha t will be  pre s e nt whe n the

Compa ny's  ne w ra te s  a re  like ly to ta ke  e ffe ct. Spe cifica lly, I a m propos ing to

normalize  Test Year fue l expenses  and off-system margins  for

(1) increased e lectricity sa les  due  to continued growth

(2) higher commodity marke t prices  for na tura l gas  and power

(3) higher coal prices due to standard contract escalators

(4) incre a s e d production from P a lo Ve rde  Unit 3 a s  a  re s ult of the

steam generator replacement in December 2007

normalized maintenance and unplanned outage times

the  cance lla tion by Sa lt Rive r Project ("SRP") of a  capacity power

contract with APS

a dditiona l re ne wa ble  re s oLu'ce s  cons is te nt with the  Compa ny's

Renewable  Energy Standard ("RES") requirements , and

othe r mis ce lla ne ous  ite ms , s uch  a s  broke r fe e s , th ird-pa rty

wheeling expenses, and short-term and long-tenn capacity costs

Of the  tota l propos e d a djus tme nt, $18 million re fle cts  cos ts  tha t a re  a lre a dy

re fle cte d in the  Te s t Ye a r a nd the  re ma ining $101 million is  for cos ts  tha t a re

norma lize d to 2009 le ve ls , the  time  whe n ra te s  from this  re que s t a re  like ly to

ta ke  e ffe ct. For the  Te s t Ye a r e nding S e pte mbe r 30, 2007, the  Compa ny's

actual average  base  fue l and purchased power expense , excluding the  impact of

(8)
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Q- PLEASE EXPLAIN HOW THE PRO FORMAS FOR FUEL EXPENSE
AND OFF-SYSTEM MARGIN ARE DEVELOPED.

A. I de ve lope d the  pro donna s  for fue l e xpe ns e  a nd off-s ys te m ma rgin us ing the

identica l approach used by the  Company and accepted by die  Commiss ion for

es tablishing the  Company's  base  fue l ra te  in the  la s t two ra te  cases . Under tha t

approach, I s imula ted the  impacts  of the  adjus tments  I mentioned above  us ing '

the  Compa ny's  production cos t s imula tion tool RTS im. This  compute r mode l

replica te s  the  dispa tch of the  APS sys tem and is  the  primary fue l expense  and

off-sys tem sa les  forecas ting tool APS uses  to prepare  its  annua l budge ts , long-

range  fue l forecas ts , and nea r-tenn ope ra tiona l plans . The  vas t ma jority of the

input assumptions I have used in the proposed base fuel adjustment are  the same

a s  or cons is te nt with the  e xpe cte d le ve ls  in the  Compa ny's  ope ra ting pla ns

prepa red for inte rna l use . Specifica lly, these  pa ramete rs  a re  those  found in the

2007 Long Ra nge  Fore ca s t pre pa re d in the  third qua rte r of 2007 ("2007 QS

LRF") for ca le nda r ye a r 2009 a nd the  Nove mbe r 30, 2007 forwa rd curve  for

na tura l gas  and power prices  and the  corresponding va lua tion of the  Company's

hedges.

Q- HOW DOES
CALCULATE
COST?

T HE
T HE

P R O DUC T IO N C O S T
AVE R AG E  . F UE L AND

SIMULATION
PURCHASED

MODEL
POWER

A. The  mode l s imula te s  the  dis pa tch of the  APS ge ne ra ting units  on a  da ily a nd

hourly ba s is . It ta ke s  into a ccount the  AP S  s ys te m loa d s ha pe , fue l price s
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1 Throughout the remainder of my testimony, the term "fuel expenses" may be used generically to refer to fuel and purchased
power expenses.



(including wholesa le  marke t prices  for power) and characte ris tics  ofAPS-owned

genera ting plants  (such as  hea t ra tes , overhaul cycles , unplanned outage  ra tes ,

s ta rt-up cos ts  a nd ra mp ra te s , a mong othe rs ), a long with commitme nts  for

purcha s e s  a nd s a le s  of powe r. The  mode l a ls o s imula te s  ne ce s s a ry ma rke t

purchases  for those  times  when load exceeds  genera ting capacity, and likewise

s imula te s  marke t sa le s  during those  times  when the  sys tem is  not fully utilized

but genera ting units  are  economic.

The  projected hourly dispa tch of each of the  units , a long with wholesa le  marke t

purchases and sa les , are  priced out a t the  corresponding contract or market price

projections  included in the  mode l. Fixed cos ts+those  expenses  tha t do not va ry

dire ctly with  the  le ve l of production-a re  the n a dde d to  the  mode l re s ults .

The s e  e xpe ns e s  include  firm ga s  tra ns porta tion, fue l ha ndling, third pa rty

whee ling cos ts , wholesa le  marke t capacity cos ts , and broker fees . The  result is

die  tota l expected fue l expense  and off-system sa les  revenue  consis tent with the

assumptions used in the model. .

Q- DO  T HE S E  R E S ULT S  F LO W DIR E C T LY INT O  YO UR  P R O P O S E D
F UE L P RO FORMA?
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A. No. The  process  have  used captures  the  impacts  of the  re levant factors  on the

Company's average ba s e  fue l cos t. The  cha nge  in the  a ve ra ge  cos t from the

Compa ny's  Te s t Ye a r a mounts  a pplie d to the  a djus te d Te s t Ye a r re ta il s a le s

amounts  produces  the  appropria te  adjus tment for the  Tes t Year pro forma . This

ca lcula tion is  s hown on Atta chme nt P ME-3. Atta chme nt P ME-4 s hows  the

year fue l and purchased power cos ts  of $101,184,000 (see  SFR Schedule  C-2,



page 2, column 6). .

A. Increased Sales Growth and Resource My

Q, HOW IS GROWTH AFFECTING SYSTEM FUEL COSTS?

As  dis cus s e d a t le ngth a bove , AP S  ha s  one  of the  fa s te s t growing s e rvice

te rritorie s  in the  country a nd growth is  one  of the  domina nt fa ctors  producing

increa sed fue l and purchased power expenses . The  Compa ny's  incre me nta l

sa les  a ttributable  to growth must be  met primarily with high-cos t na tura l gas  and

purchased power. Tha t incrementa l sa les  growth, the re fore , is  leading to a  shift

in the  Compa ny's  fue l mix to a  he a vie r e mpha s is  on na tura l ga s  re s ource s .

Atta chme nt P ME-2 s hows  the  import of this  s hift by compa ring fue l cos ts  by

resource  in the  Company's  current authorized base  fue l cos t and the  pro Ronna

adjus tment I am propos ing. Each percentage  point increase  in the  share  of tota l

energy supplied by na tura l gas  and purchased power ra ises  the  Company's  fue l

costs  by $14 million at Test Year sales  levels .

B. Commodity Prices

Q. ARE YOU PROPOSING ANY ADJUSTMENTS TO TEST YEAR FUEL
EXPENSE FOR FUEL PRICE CHANGES?

Yes. Commodity price s  for na tura l ga s  a nd whole s a le  ma rke t ~power have

increased from the  levels  included in the  current base  fue l ra te  and transla te  into

a n incre a s e  in fue l e xpe ns e  of $37.4 million. At the  clos e  of the  ma rke t on

Nove mbe r 30, 2007, de live re d na tura l ga s  price s  for ca le nda r ye a r 2009

a ve ra ge d $8.01/MMBTU. The s e  price s  re pre s e nt a  9% incre a s e  ove r the

delivered prices  the  Company is  currently recovering in base  ra tes .
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In addition, because  na tura l gas  is  the  margina l fue l source  for mos t wholesa le

power transactions , power price s  have  risen in conce rt with gas  price s . Price s

A.
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for on-pe a k powe r de live re d a t Pa lo Ve rde  for ca le nda r ye a r 2009 a ve ra ge d

a lmos t $74/MWh on Nove mbe r 30, a nd the  we ighte d a ve ra ge  of the  on-pe a k

a nd off-pe a k 2009 e ne rgy price s  the  Compa ny e xpe cts  to pa y is  $64/MWh, a

13% increase over purchased power prices in the Test Year.

C. Coa l Price s

Q. ARE YOU PROPOSING ANY ADJUSTMENTS FOR FUEL PRICES
OTHER THAN NATURAL GAS AND POWER?

A. Yes . Coa l prices  have  continued to be  pressured by infla tionary factors  tha t a re

e le me nts  of the  Compa ny's  long-te rm coa l contra cts . P rice  indice s  for die s e l

fue l, S tee l, labor, and bene fits  cos ts  have  a ll increased a t s ignificant ra te s  and

the s e  a re  s ome  of the  critica l compone nts  in the  Compa ny's  coa l contra cts .

Because  of these  changes , coa l cos ts  a re  expected to ave rage  $18.73/MWh in

2009 compa re d to a n a ve ra ge  cos t of $17.11/lv[Wh in curre nt ra te s . This  is  a

9.4% increase  in average  cos ts  and trans la tes  into a  $21 million increase  in fue l

expense  for the  more  than 13,000 Gwh of coa l production expected in 2009.

D. Generation Resource Changes -

Q. ARE ANY RESOURCE CHANGES EXPECTED TO IMPACT FUEL
COSTS?
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A. Yes. The Company's Territorial and Contingent ("T&C") Agreement with SRP

provides firm capacity, non-firmcapacity, and associated energy that is indexed

to the price of gas. A provision of the T&C Agreement allows SRP to cancel

any or all of the capacity with three years notice. SRP has notified the Company

that this agreement will be canceled effective June 15, 2010. Because that

resource will no longer be available to APS, it would be inappropriate to include

its impacts in the Company's base rates extending beyond 2009. Therefore, I

. have eliminated that resource from the fuel calculations for 2009 and also

25



excluded the associated capacity payments.

This  resource loss  is  partia lly offset by the availability of 96 MW from Yucca

Units  5 and 6, which are  scheduled to become operational in the  Summer of

2008. Additionally, the just-completed steam generator replacement project at

Palo Verde Unit 3 increased the capacity available to the system from that low-

cost resource by 20 MW. The Company is  a lso continuing to acquire  energy

from renewable resources in line with its commitments to meet the requirements

of the RES. I have included each of these effects in my adjustments, as well.

Fina lly, the  pla nne d a nd unpla nne d outa ge  time  for e a ch of the  Compa ny

ge ne ra ting re s ource s  ha s  be e n norma lize d in a  ma nne r cons is te nt with the

norma liza tion of ma inte na nce  e xpe ns e  for the s e  pla nts . This  nonna liza tion

a ffe cts  the  a va ila bility of the  va rious  re s ource s  in the  pro Ronna  a djus tme nt

s imula tion. I de s cribe  the  me thod  of nonna liza tion  in  more  de ta il in  the

Ma inte na nce  Norma liza tion s e ction be low. Cha nge s  in outa ge  time  from the

leve ls  included in current ra tes  a re  minor.

's

OTHER ADJUSTMENTS TO TEST YEAR FUEL REVENUE AND EXPENSE

Q- DURING THE TES T YEAR, THE COMP ANY RECOVERED P RIOR
P ERIOD FUEL COS TS  THROUGH THE P S A. HAVE YOU REMOVED
THESE REVENUES?
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Yes. Attachment PME-5 is a pro forma that removes revenues related to prior

period fuel expense collected through the PSA from the Test Year. In addition, it

removes related prior period amortization of deferred fuel. Together, the pre-tax

revenue impact on the Test Year is an increase of $13 million. This adjustment

essentially accounts for the write-off of replacement power costs for certain Palo

Verde outages in 2005 disallowed by the Commission in Decision No. 69663

v .

A.
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and prevents those costs from being included in base rates going forward. This

pro forma is included in SFR Schedu1eC-2 on page 3, column 7.

Q. WHAT OTHER CHANGES TO TEST YEAR FUEL EXPENSE ARE YOU
PROPOSING?

A. In addition to the changes described above, I have included a pro forma that

removes the PSA fuel deferrals and deferred non-cash mark-to-market

accounting entries from Test Year expense. These non-cash accounting

adjustments have. no bearing on the Company's anticipated fuel expenses in

2009 and beyond. The combined pre-tax impact of these adjustments is

approximately $2 ll million and is shown on Attachment PMQE-6 and in SFR

Schedule C-2, page 3, column 8.

VI. PRO FORMA ADJUSTMENTS TO NORMALIZE MAINTENANCE

Q- HAVE YOU MADE
MAINTENANCE?

AN ADJUSTMENT TO NORMALIZE
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A. Yes, I am proposing to adjust both planned maintenance time and unplanned

outage time to be consistent with an average year. This adjustment is necessary

because outage time at each of the power plants in the Test Year for planned

routine maintenance and unplanned forced outages are not indicative of the

normal levels of availability. These adjustments have an impact on the

Company's fuel expense, as well as operations and maintenance ("O&M")

expense. I have adjusted Test Year O&M expenses to normalize maintenance

levels for the Company's production plant in service at September 30, 2007.

This has been done separately for the Company's nuclear facilities and its non-

nuclear facilities. Using this methodology, the non-nuclear generation

maintenance pre-tax operating income adjustment is $3.8 million and the

nuclear generation maintenance pre-tax operating income adjustment is $2.6

27



million . The  O&M e xpe ns e  a djus tme nts  s hown in Atta chme nts  P ME-7 a nd

PME-8 include  the  impacts  of the  Outage  time  norma liza tion for a ll of the  units .

These  pro forma adjustments  a re  included in SFR Schedule  C-2 on pages  3 and

4, columns 9 and 10.

Q- HO W DID YO U ADJ US T THE  O UTAG E  TIME  TO  NO R MALIZE  THE
TES T YEAR RES ULTS ?

A. I us e d  two  s e pa ra te  a pproa che s  fo r norma liz ing  ou ta ge  time . Planned

maintenance  for each genera ting plant is  an ave rage  ove r the  routine  ove rhaul

cycle  for the  plant type . For example , the  Company's  coa l plants  a re  on a  s ix-

year overhaul cycle , which Means that each of the  coal units  should experience a

ma jor ove rhaul once  in eve ry s ix-yea r pe riod. The  nuclea r units  a re  on an 18-

month refueling cycle . Any single  year, such as the  Test Year, does not represent

the  a ve ra ge  ma inte na nce  time  a nd e xpe ns e  le ve ls  tha t ca n re a s ona bly be

expected when ra tes  es tablished in this  case  will be  in e ffect. Attachment PM.E-

9 shows die  resulting number of planned outage  days  by plant and the  required

adjus tments  in the  RTSim model to the  planned maintenance  schedule  from the

Company's  2007 QS LRF.

Unpla nne d outa ge  time  is  ba s e d on the  Compa ny's  fore ca s t of future  pla nt

pe rforma nce  include d in  the  Compa ny's  2007 QS  LRF. The s e  le ve ls  a re

de te rmine d by re vie wing his torica l pe rforma nce  a nd a djus ting for corre ctive

measures expected to be  put in place  in future  maintenance outages. Attachment

P ME-10 s hows  the  compa ris on of norma lize d outa ge  time , e xpre s s e d a s  a n

e ffe ctive  force d outa ge  ra te  ("EFOR"), to the  .norma lize d outa ge  ra te  le ve ls

included in the  current Base  Fuel Rates . From the  Attachment, one  can see  tha t
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the  EFOR leve ls  the  Company is  propos ing a re  quite  s imila r to those  in current
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ra tes .

Q- HOW DID YOU ADJUST THE MAINTENANCE
NORMALIZE THE TEST YEAR RESULTS?

EXPENSES TO

The  ma intenance  expenses  were  nonna lized in a  s imila r fa shion to die  outage

time . FOr non-nucle a r ge ne ra ting units , nonna ma inte na nce  le ve ls  a re

determined by averaging the maintenance expense a t each power plant using the

six-year average  maintenance  cycle . Normal Palo Verde  expenses  are  based on

his torica l e xpe nse s  for a  thre e -ye a r pe riod. La bor cos ts , including ove rtime

cos ts , ha ve  be e n a djus te d to re fle ct his torica l la bor cos t incre a se s . Non-la bor

ma inte na nce  cos ts  we re  a djus te d to curre nt cos ts  le ve ls  us ing the  Ha ndy-

Whitman cost indices .

VII. PRO FORMA ADIUSTMENTS TO NORMALIZE ELECTRICITY SALES

Q- WHAT IS THE COMPANY'S PROPOSED PRO FORMA ADJUSTMENT
TO NORMALIZE TEST YEAR WEATHER CONDITIONS?

A. Atta chme nt PME-ll s hows  a  re duction to Te s t Ye a r re ve nue s  of $29.2 million

and to Test Year opera tions  expenses  of $10.9 million tha t would have  occurred

if norma l we a the r conditions  ha d be e n e xpe rie nce d during the  Te s t Ye a r.

Electricity sa les  to res identia l, commercia l and indus tria l cus tomers  were  higher

by about 329,000 MWh than they otherwise  would have  been. This  pro forma is

included in SFR Schedule  C-2 on page  4, column ll.

Q- HOW WAS THE
CALCULATED?

SALES IMPACT OF NORMAL WEATHER
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A. The  me thod us e d for norma lizing the  s a le s  e ffe cts  from a bnorma l we a the r

conditions  is  the  s a me  me thodology a s  ha s  be e n a cce pte d pre vious ly by the

Commiss ion. The  ca lcula tion of weather-nonnalized sa les  applies  the  diffe rence

between actual Weather conditions and normal weather conditions to a  customer

A.
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cla s s -s pe cific fa ctor tha t tra cks  the  s e ns itivity of a ve ra ge  cus tome r monthly

usage  to changes  in readie r conditions . Summer wea ther conditions  a re  defined

as  the  product of the  number of cooling degree -days  ("CDD") in the  month and

the  na tura l log of a ve ra ge  humidity for the  month. Winte r we a the r conditions

a re  de fine d a s  the  numbe r of he a ting de gre e -da ys  ("HDD") in the  month. The

we a the r-s e ns itivity fa ctor is  ca lcula te d from a  s e t of s ta tis tica l mode ls , which

track the  sys tematic corre la tion be tween ave rage  cus tomer usage  and wea the r

ove r time  for the  re s ide ntia l a nd s ma ll, me dium a nd la rge  ge ne ra l s e rvice

cla sses . As  one  would expect, the  corre la tion be tween ave rage  monthly usage

and weather indices  is  very s trong.

Q- HOW WAS NORMAL WEATHER DETERMINED?

A. The  CDD a nd  HDD da ta  a re  ba s e d  on  te mpe ra ture  re a d ings  from the  Na tiona l

We e d ie r S e rvice  a t P hoe n ix S ky Ha rbo r In te rna tiona l Airpo rt. Th e  h u mid ity

da ta  us e d  in  the  cons truction  of the  s umme r we a the r inde x a ls o  re la te s  to  S ky

Ha rbor. Norma l we a the r is  compute d for e a ch month a s  the  mos t re ce nt 10-ye a r

a ve ra ge  e nd ing  S e p te mbe r 30 , 2007 . For e xa mple , norma l we a the r fo r J u ly is

the  a ve ra ge  of a ctua l we a the r in e a ch J uly &om 1998 through 2007.

Q- HOW WERE THE REVENUE ADJUSTMENTS IN THE WEATHER
NORMALIZATION PRO FORMA ADJUSTMENT DETERMINED?

The  diffe rence  be tween actua l sa les  and wea ther normalized sa les  is  multiplied

by the  Se pte mbe r 30, 2007 ra te  le ve ls , which re fle cts  the  ra te s  a uthorize d in

De cis ion No.. 69663. This  ca lcula tion was  made  on a  month-by-mondi bas is  for

each class of customer.

Q- ARE CORRESPONDING EXPENSES NORMALIZED?
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26 Yes . Tes t Yea r expenses  directly a ffected by kph consumption a re  norma lizedA.
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by multiplying the  we a the r norma lize d kph cons umption by the  Te s t Ye a r

ave rage  fue l expense  and the  Open Access  Transmiss ion Ta riff ("()ATT") ra te

embedded in base rates during the TestYear.

Q- AR E  F UE L AND O AT T  E XP E NS E S  T HE  O NLY E XP E NS E S  T HAT
VARY S YS TEMATICALLY WITH ELECTRICITY S ALES  LEVELS ?

Ye s , which  is  why the s e  a re  the  only e xpe ns e s  tha t re quire  a djus tme nts

corresponding to the revenue adjustments .

Q. AR E  YO U ALS O  P R O P O S ING  A S ALE S -R E LAT E D P R O  F O R MA
ADJ US TMENT TO ANNUALIZE CUS TOMER COUNTS ?

A. Yes. Atta chme nt P ME-12 s hows  the  incre a s e  in Te s t Ye a r re ve nue s  a nd

e xpe ns e s  fo r th is  p ro  fo rma , wh ich  ne ts  to  a  p re -ta x ope ra ting  income

a djus tme nt of $20.6 million (s e e  S FR S che dule  C-2, pa ge  4 , column 12).

During the  Tes t Yea r, APS added cus tomers  throughout the  yea r such tha t the

number of cus tomers  rece iving se rvice  a t September 30, 2007 was  grea te r than

Me  numbe r of cus tome rs  in e ve ry pre vious  month. Be ca use  the  Compa ny

be lie ve s  the s e  cus tome rs  a re  he re  to s ta y, the  Compa ny.a nnua lize s  the  Te s t

Year's  cus tomer leve ls  by assuming tha t the  September leve l of cus tomers  had

be e n pre s e nt for the  full ye a r.. This  a djus tme nt is  cons is te nt with pre vious

Commiss ion de cis ions  a dopting pro forma  a djus tme nts  for ye a r-e nd cus tome r

le ve ls .

Q. HOW WAS  THE ANNUAL NUMBER OF CUS TOMERS  DETERMINED ?
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A. The  cus tome r a nnua liza tion pro forma  a djus ts  the  numbe r of cus tome rs  e a ch

month to be  consis tent with the  number of customers  a t the  end of the  Test Year,

while  prese rving the  na tura l seasona lity inhe rent in cus tomer leve ls . The  "ra tio

of cus tome r cha nge " is  the  me cha nis m by which this  is  a ccomplis he d. The s e

A.
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ra tios  us e  the  midpoint of e a ch month a s  a  cut-off point for de te rmining if

Customers  have  been billed in a  month. The Company counts  active  accounts  as

cus tome rs  on ly if the y ha ve  be e n  b ille d  for more  tha n  ha lf o f the  month .

The re fore , cus tome rs  a dde d during the  firs t ha lf of the  month a re  a s sume d to

ha ve  be e n bille d for cons umption during the  e ntire  month, while  cus tome rs

added during the  second ha lf of the  month a re  a ssumed to have  been billed for

ze ro consumption for tha t month. Accordingly, for September 2007, cus tomers

added during the  second ha lf of the  month have  not been billed for 1/248h of the

Test Year. Customers  added afte r the  midpoint of August 2007 represent 3/248h

of the  a nnua l incre a se  in cus tome rs  who would ha ve  be e n bille d for Augus t if

they had been cus tomers  a t the  s ta rt of Augus t. Likewise , 5/248h for cus tomers

a dde d a fte r the  midpoint of J uly 2007, 7/241h for cus tome rs  a dde d a fte r the

midpoint of June  2007, and so forth. These  customer additions  are  then added to

the  actua l cus tomer counts  for each month to a rrive  a t the  adjus ted annua lized

counts .

Q- HOW WERE SALES AND REVENUE LEVELS THAT CORRESPOND
WITH THESE CUSTOMER LEVELS DETERMINED?

A. The monthly adjustments to customer counts are mult ipl ied by the

corresponding monthly readier normalized kph usage for residential and small,

medium and large general service classes, or the. actual monthly usage for the

other classes, which are not weather normalized. The resulting kph adjustment

is then applied to the rate levels authorized in Decision No. 69663. This

calculation was made on a month-by-month basis for each class of customer.

Q- ARE THERE CORRESPONDING EXPENSES THAT NEED TO BE
ADJUSTED?

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 Yes. As is done in the weather normalization pro forma adjustment, Test YearA.
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expenses  a re  then normalized by applying the  kph adjus tment to the  Tes t Year

ave rage  fue l expense  and OATT ra te  embedded in base  ra te s  during the  Tes t

Year.

Q- WHAT O THE R  S ALE S -R E LATE D R E VE NUE S  O R EXP ENS ES  ARE
YOU P ROP OS ING TO ADJ US T?

A. The  s pe cific s pe nding le ve l for DS M progra ms  s e t in  De cis ion No. 69663

re quire s  a n a djus tme nt to both us a ge  a nd re ve nue  in the  Te s t Ye a r. The

Company will experience  a  loss  in revenue due  to a  reduction in customer usage

as these programs are implemented and become successful. The expected usage

re duction from the  imple me nta tion of progra ms  in 2009 will be  a pproxima te ly

220,696 Mwh. The  re sulting revenue  loss  is  ca lcula ted by multiplying the  Tes t

Year revenue  in cents /kWh, less  the  Tes t Year fue l cos t in cents /kWh, by these

expected MWh reductions . The  pre -tax ope ra ting revenue  adjus tment of $15.7

million re s ulting from the s e  s a le s  a djus tme nts  is  s e t forth in the  Uncolle cte d

Fixe d Cos t pro forma  a nd is  include d a s  Atta chme nt P ME-13 a nd is  in S FR

propos e d e a rlie r in my te s timony, include s  the  be ne fit of a voiding 220,696

MWh of combined genera tion and purchased power due  to these  approved DSM

progra ms . If this  DS M a djus tme nt we re  to be  re je cte d, the  ba s e  fue l ra te  of

VIII. REVENUE NET OF FUEL P ROJ ECTIONS  IN THE ATTRITION P RO
FORMA

Q- WHAT IS  THE  C O MP ANY' S  P R O J E C TE D R E VE NUE  NE T O F  F UE L
G R O WT H AS S HOWN IN THE ATTRITION P RO F O R MA?

l

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

A. ACC-juris dictiona l e le ctric ope ra ting re ve nue s  ne t of fue l e xpe ns e s  for the

ca lenda r yea r 2010 unde r current ra te  leve ls  a re  projected to be  $1.84 billion.



Excluding $70 million of re ve nue  incre a se s  re la te d to the  RES Ta riff a nd DSM

Adjus tor Clause  which a re  offse t dolla r-for-dolla r in expense , this  represents  an

incre a s e  of $148 million  from Te s t Ye a r juris dic tiona l re ve nue  ne t of fue l

expenses  of $1.62 billion, or 9.1%. See  DAK-4, a ttached to Mr. Keams 's  Direct

Testimony. Of this  $148 million a nnua l incre a s e , $128 million is  prima rily

re la ted to the  Company's  cus tomer and e lectricity sa les  growth be tween the  Test

Ye a r a nd 2010. As  I dis cus s e d e a rlie r in my te s timony, AP S 's  re ta il s a le s  of

e lectricity a re  expected to grow 7.8% be tween the  Tes t Year (before  accounting

for the  a bnorma l we a the r in the  Te s t Ye a r, which is  a djus te d by the  norma l

wea ther pro forma) and 2010. Revenues  ne t of fue l expenses  grow a t this  same

ra te . No ba s e  ra te  incre a s e s  a re  a s s ume d in  th is  portion  of the  a ttrition

ca lcula tion.

The remaining $20 million increase  in revenues  ne t of fue l expenses  is  re la ted to

two s pe cific ite ms  from the  Te s t Ye a r: $13 million is  a ccounte d for by the

e limina tion of the  write -off in the  Te s t Ye a r of dis a llowe d Pa lo Ve rde  outa ge

cos ts  a nd $7 million ca n be  a ttribute d to norma lizing the  Te s t Ye a r for the

change  in ra tes  rece ived during the  Tes t Year. Specifica lly, base  revenues  were

incre a s e d in the  Te s t Ye a r by $220 million a nd fue l e xpe ns e  de fe rra ls  we re

re duce d in  the  Te s t Ye a r (ra is ing e xpe ns e ) by $213 million a s  a  re s ult of

Decis ion No. 69663.

Q- WHY IS  " R EVENUE NET O F  F UEL"  THE AP P R O P R IATE MEAS UR E
T O  D E S C R IB E  R E VE N U E  L E VE L S  IN  T H E  A T T R IT IO N  P R O
F O R MA?

1

2

3

4

5

6

7

8

9

10
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26

The  mos t pra ctica l re a s on for us ing the  "re ve nue  ne t of fue l" me a s ure  in the

Company's  a ttrition pro Ronna  is  tha t, under the  current PSA s tructure , virtua lly

eve ry dolla r a ll of the  cos ts  of fue l in excess  of the  Company's  authorized base

A.
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fue l ra te  is  de fe rred until it is  collected a s  revenue . Wha t this  means  is  tha t the

Compa ny's  gros s  re ve nue s  a nd unit re ve nue s  ma y e xhibit quite  a  de gre e  of

vola tility from one  ye a r to  the  ne xt, drive n s ole ly by the  le ve l of fue l cos t

re cove ry include d in tha t ye a r's  ra te s . Like wise , the  Compa ny's  fue l e xpe nse s

will s how tha t s a me  ye a r-to-ye a r vola tility.

vola tility by implicitly a s s uming tha t re ve nue s  a re  us e d Hrs t to pa y for fue l

expenses and that the remaining "net revenues" are  used to cover the Company's

fixed cos ts  (tha t is , cos ts  Mat a re  not s trictly va riable  with the  leve l of e lectricity

sa les), then a  cleaner and more  meaningful evaluation can be  made with respect

to the  amount of fixed cos ts  recovered in each yea r. This  is  precise ly wha t was

done  in the  unit revenue-unit cost graph on page  6 of my tes timony.

Howe ve r, if one  e limina te s  tha t

Q- HOW WAS THE PROPOSED ATTRITION PRO FORMA DEVELOPED?

A. The Company's proposed attrition pro forma is based on the projected revenue

and expense  leve ls  expected to be  incurred in the  yea r 2010, the  firs t full

calendar year in which rates set in this proceeding are expected to be in effect.

These projections are presented in an operating income format in Attachment

DAK-4 to Mr. Kearns's Direct Testimony.

Mr. Ke a rns  s pons ors  the  a ttrition pro forma , a nd dis cus s e s  the  re ve nue

requirement and the  capita l expense s  tha t make  up this  pro forma  in his

testimony.

IX. CONCLUS ION

Q- DO YOU HAVE ANY FINAL REMARKS?

l

2

3

4

5

6

7
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APS's  non-fue l costs  a re  s ignificantly higher than the  revenue  tha t APS rece ives

from ra tes  and are  increasing a t a  fas ter ra te  than the  associa ted revenues . This

A.
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is  true  for a  number of reasons , including the  Company's  ris ing capita l spending

obliga tions  in any infla tionary cost environment (spending tha t is  necessary both

to me e t future  cus tome r a nd s a le s  growdi a nd to ma inta in a nd improve  the

Compa ny's  e >ds ting s ys te m), the  e xha us tion of a ny e conomie s  of s ca le  from

which APS may once  have  bene fited, and the  reve rsa l of a  unit-cos t trend tha t

once  offs e t d ie  Compa ny's  ris ing  non-fue l cos ts . The  incre a s e s  in  the

Company's  non-fue l cos ts  have  caused the  Company to experience  a  s ignificant

re ve nue  s hortfa ll - a  s hortfa ll tha t will continue  into the  future  without a ction

from the  Commiss ion.

With respect to fuel, the increase of natural gas and purchased power prices has

been well documented over the last several years and is likely to persist into die

future. In addition, the trend in prices for all of the fuel sources for electric

generation, including natural gas, coal and nuclear, continues to be upwards, and

fuel prices, natural gas in particular, are expected to remain high. Because the

vast majority of the Company's incremental load growth is served by natural gas

(either through the operation of the Company's own generating facilities or

through purchased power), .the Conlpany's fuel expense has increased more than

expected in 2007, the year used to set the base fuel amount currently in effect.

Because these amounts clearly are necessary expenditures required to meet

APS's customers' needs, the base fuel rate should be adjusted accordingly to

3.66¢/kWh.

Q- DOES THIS CONCLUDE YOUR PREFILED DIRECT TESTIMONY IN
THIS PROCEEDING?

1

2
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A. Yes.
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TES TIMONY OF J AS ON c . LA BENZ
ON BEHALF  OF  ARIZONA P UBLIC S ERVICE COMP ANY

(Do c ke t No . E-01345A-08 )

INTRODUCTION

Q- P L E AS E  S T AT E  YO U R  N AME ,  O C C U P AT IO N  AN D  B U S IN E S S
ADDRES S .

My na me  is  J a s on C. La  Be nz. I a m the  Ma na ge r of Fina ncia l Re porting for

Arizona  P ublic S e rvice  Compa ny ("AP S " or the  "Compa ny"), a  s ubs idia ry of

Pinnacle  Wes t Capita l Corpora tion ("Pinnacle  Wes t"). I am re spons ible  for the

financia l a ccounting, revenue  and regula tory accounting, accounts  rece ivable ,

and ca sh control iimctions  a t P innacle  Wes t and APS. My bus iness  addre ss  is

400 North Fifth Stree t, Phoenix, Arizona , 85004.

Q- WHAT IS YO UR
BACKGROUND?

EDUCATIONAL AND PROFESSIONAL

I rece ived a  Bache lor of Science  degree  in Bus iness  with a  ma jor in Accounting

from Arizona  S ta te  Unive rs ity in 1982. I joine d APS  in Ma y of 1982 a s  a  s ta ff

accountant and have  spent the  las t 25 years  working for APS and Pinnacle  West

in Fina ncia l Accounting, P la nt Accounting, Fina ncia l P la nning, a nd the  Ta x

Department.
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I.

A.

A.

Be fore  my p romotion  to  Ma na ge r o f F ina nc ia l Re porting  in  1997 , I wa s

re s pons ible  for the  pla nt a ccounting function a t APS a s  the  s upe rvis or of tha t

de pa rtme nt. I a m a  Ce rtifie d P ublic Accounta nt a nd a  me mbe r of the  Edis on

Electric ins titute 's  Corpora te  Accounting Committee .



SUMMARY

Q- PLEASE SUMMARIZE YOUR TESTIMONY

4

5

6

My testimony addresses the historical accounting information and pro forma

adjustments required by the Standard Filing Requirements ("SFR") of the

Arizona Corporation Commission ("Commission") to support the Company's

rate case filing. I sponsor the historical information related to the Test Year

(twelve months ended September 30, 2007) and the prior years presented on the

following SFR Schedules (APS witness Daniel Kearns sponsors any projected

information contained in these schedules)

A-2 thru A-5 - Summary Schedules

B-l, B-3 through B-5 - Rate Base Schedules

C-l - Test Year Income Statements

C-3 - Computation of Gross Revenue Conversion Factor

D-l thru D-4 - Cost of Capital

E-l thru E-9 - Financial Statements and Statistical Schedules

F-l thru F-3 - Projections and Forecasts

24

A.

I will also provide direct testimony on certain pro forma adjustments made to

the Test Year on SFR Schedules B-2 and C-2. In large part, the pro forma

adjustments merely reflect a full year's annualization or normalization of

adjustments already made by ACC Decision No. 69663 (June 28, 2007)

Specifically, I will be sponsoring the "Total Company" column for the

following pro forma on SFR Schedule B-2

West Phoenix Unit 4 Regulatory Disallowance



•

•

•

•

•

•

Additiona lly, I will be  s pons oring the  "Tota l Compa ny" columns  for the

following pro donnas on SFR Schedule  C-2

Annualize Spent Fuel Storage Costs

Annualize  Four Corners  Coal Reclamation Costs

Annualize  Bark Beetle  Remedia tion Costs

Annualize  Deprecia tion and Amortiza tion Per Decis ion 69663

Remove Test Year Surcharges

Annualize Sundance Overhaul Maintenance Expense

West Phoenix Unit 4 Regula tory Disa llowance

Interest Expense on Customer Deposits

Deprecia tion Expense  - Technical Update

Annua lize  Payroll

Normalize  Employee  Benefits

Normalize  Income Tax Expense  Including Synchroniza tion of Inte res t

Annualize  Property Tax Expense

Amortize  Nava jo Coal Reclamation Costs

Annualize  Workforce  Reduction Savings

Misce llaneous  ()it-Of-Pe riod Adjus tments

These adjustments are consistent with prior filings and represent

normaliza tions" or "annua liza tions" as  discussed be low. The  opera ting income

pro forms  a ls o include  a n income  ta x ca lcula tion a t the  curre nt combine d

fede ra l and s ta te  s ta tutory income  tax ra te s . The  SFR Schedule  C-2 pro forma

for the  West Phoenix Unit 4 Regula tory Disa llowance  includes  a  ca lcula tion for

the  synchroniza tion of inte re s t e xpe nse  use d in the  ca lcula tion of fe de ra l a nd

state income tax expense

•



1 I will dis cus s  a nd e xpla in the  fa ctor us e d to gros s -up ope ra ting income  to

account for income taxes , as  presented on SFR Schedule  C-3. I will a lso present

te s timony conce rning the  ca pita l s tructure  of the  Compa ny a nd provide  APS '

actua l ove ra ll cos t of capita l, a s  presented on SFR Schedules  D-l through D-4.

(Mr. Ke a rns  will dis cus s  the  proje cte d informa tion on S FR S che dule s  D-l

through D-3). This  dis cus s ion will include  informa tion on the  cos t of e quity

provide d by AP S  witne s s  Dr. Willia m Ave ra , AP S ' re turn on e quity ("ROE")

witne s s , a s  we ll a s  the  Compa ny's  cos t of de bt. In a ddition, I will sponsor the

va rious  s che dule s  re la ting to the  Compa ny's  fina ncia l s ta te me nts  on S FR

Sche dule s  E-l thru E-9. SFR Sche dule  E-6 is  not a pplica ble  to APS. Fina lly, I

will s pons or the  Te s t Ye a r da ta  on S FR S che dule s  F-1 thru F-3. These

schedules  a lso include  projected income  s ta tements  and projected changes  in

fina ncia l pos ition. Once  a ga in, Mr.. Ke a rns  will a ddre s s  a nd s pons or the

prob ected information on those schedules.
/

III. HISTORICAL AND TEST YEAR ACCOUNTING DATA

Q. P LEAS E DES CRIBE T HE AC C O UNTING INF O R MAT IO N
C O N T AIN E D  W IT H IN  T H E  S F R  S C H E D U L E S  T H AT  YO U  AR E
S P ONS ORING.
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My tes timony covers  his torica l accounting da ta , including the  actua l da ta  for the

Te s t Ye a r. The  ma jority of this  infonna tion is  dis close d dire ctly or indire ctly in

'both the  APS and the  consolida ted Pinnacle  West audited financia l s ta tements ,

wh ic h  a re  in c lu d e d  in  filin g s  ma d e  with  th e  S e c u ritie s  a n d  Exc h a n g e

Commission ("SEC") for the  re levant years  .

A.

Additiona lly, a ll o f the  a ccounting  in forma tion  p rovide d  in  my te s timony

complie s  with Ge ne ra lly Acce pte d Accounting Principle s  ("GAAP"). The se  a re



I

the  principles  tha t accounting profess iona ls  use  to prepare  financia l s ta tements .

One  ma jor goa l of GAAP is  to make  financia l s ta tements  comparable  from yea r

to  ye a r, from indus try to  indus try, a nd  from juris d ic tion  to  ju ris d ic tion . In

a ddition to GAAP , AP S ' a ccounting pra ctice s  comply with othe r a pplica ble

utility accounting s tandards , such as  the  Federa l Energy Regula tory Commission

("FERC") Uniform S ys te m of Accounts , which this  Commis s ion ha s  a dopte d.

See  A.A.C. R14-2-212(G)(2).

In la rge  pa rt, my te s timony supports  the  te s timony of othe r APS witnesses . The

dire ct te s timony of Mr. Ke a rns  a ddre s s e s  fina ncia l proje ctions  to a ctua l Te s t

Year da ta . APS witness  David Rumolo focuses  on the  jurisdictiona l a lloca tion of

APS revenues, costs , and Rate  Base items for the actual Test Year and all the  pro

forma adjustments . Dr. Avera 's  tes timony addresses  the  Company's  ROE.

/

Summary Schedules

Q. PLEASE DESCRIBE THE HISTORICAL INFORMATION ON SFR
SCHEDULES A-2 THRU A-5.

These  summary schedule s  provide  the  "Summary Results  of Ope ra tions ," the

"S umma ry Ca pita l of S tructure ," the  "Cons truction Expe nditure s , Ne t P la nt

P la ce d  in  S e rvice  a nd  Gros s  Utility P la nt in  S e rvice " a nd  the  "S umma ry

Cha nge s  in Fina ncia l P os ition" for the  Te s t Ye a r a nd the  prior two ca le nda r

years . These  schedules  a lso include  projected information. I am sponsoring the

his torica l da ta  for the  Te s t Ye a r a nd prior ca le nda r ye a rs . Mr. Ke a rns  is

sponsoring the prob ected information on these schedules.
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Rate Base Schedules

A.

A.

B.
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Q- PLEASE DESCRIBE THE INFORMATION ON SFR SCHEDULES B-1
THRU B-5.

These schedules provide summary and detail information of our Original Cost

and RCND Rate Base, including the related pro donnas neede.d to present an

adjusted Rate Base as of the end of the Test Year. I am sponsoring the "Total

Company" portion of these schedules and certain pro forma adjustments. Mr.

Rumolo is sponsoring the "ACC" portion, in that Mr. Rumolo allocated the

"Total Company" figures to the ACC jurisdiction.

Q. PLEASE SUMMARIZE THE ADJUSTED TEST YEAR ORIGINAL
RATE BASE PROPOSED BY APS.

As of September 30, 2007, APS is proposing a Total Company Original Cost

Rate Base ("OCRB") adjustment of $430,164,000 to increase the OCRB to

$6,171,157,000. The jurisdictional allocation of the OCRB is $5,331,389,000.

Adjustments to the OCRB are summarized in SFR Schedule B-2.

Q. WHAT IS MEANT BY THE TERMS "RCND" AND "RUN" AS USED IN
YOUR TESTIMONY?

The Commission regulations define Reconstructed Cost New Less Depreciation

or "RCND" as: ,
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An amount consisting of the depreciated reconstruction cost
new of the property (exclusive of contributions and/or
advances in aid of construction) at the end of the test year,
used and useful, plus a proper allowance for working capital
and including all applicable pro forma adjustments.
Contributions and advances in aid of construction, if recorded
in the accounts of the public service corporation, shall be
increased to a reconstruction new basis (A.A.C. Rl4-2-
103(A)(3)(H))-

A.

A.

A.

Thus, Reconstructed Cost New ("RCN") refers to the estimated costs of utility

property that would be incurred if we were to reproduce or reconstruct the

property as new, using current cost levels. RCND is the net amount that results



after deducting accumulated depreciation and amortization (both of which are

also restated in current dollars) from the RCN amount.

Q- WHAT IS SHOWN ON SFR SCHEDULE B-4?

S FR S che dule  B-4 pre s e nts  the  RCN a nd RCND a mounts  of AP S ' u tility

prope rtie s . The s e  a mounts  we re  de te rmine d us ing a  Ha ndy-Whitma n RCN

Study performed by the  Company. See Attachment JCL- 1 .

Q- BASED ON YOUR STUDY, WHAT IS THE RCN OF APS' UTILITY
PROPERTY DEVOTED TO SERVICE TO THE PUBLIC AS OF THE
END OF THE TEST YEAR?

Tota l RCN for AP S ' utility prope rty is  a pproxima te ly $20.6 billion. This  tota l

amount is  shown in column (c) of Attachment JCL-2 and in column (A) of SFR

Schedule  B-4, page 2 of 2.
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Q. WOULD YOU PLEASE EXPLAIN HOW RCND WAS CALCULATED
AS SHOWN ON SFR SCHEDULE B-4?

A.

A.

To arrive at RCND, RCN column (A) is multiplied by a "condition percent,"

also known as a net book value percent, which is shown in column (B). RCND

is shown in column (C). The condition percent used to convert RCN to RCND is

calculated by first taking the original cost less accumulated depreciation (in

other words, the net book value) for all depreciable plant for each FERC

account. This is divided by the original cost for each FERC account to arrive at

the condition percent. In other words, the condition percent is the percentage

that results when comparing original cost less accumulated depreciation to the

original cost of plant in service.

For example, assume that distribution lines have an original cost of $400,000,

and accumulated depreciation of $250,000. The original cost less accumulated

depreciation would be $l50,000, which is $400,000 minus $250,000. Also,

assume the distribution lines were purchased in 1985 and have a RCN value of



$632,000. Us ing the s e  a s s umptions , the  condition pe rce nt is  ca lcula te d by

divid ing  orig ina l cos t le s s  a ccumula te d  de pre cia tion  by orig ina l cos t, o r

$1505000/$400,000, re s ulting in 37.5%. Multiplying RCN by the  condition

percent yie lds  RCND. In this  hypothetica l, $632,000 X 37.5% = $237,000.

Q. WOULD YOU P LEAS E EXP LAIN S FR S CHEDULE B-4A?

SFR Sche dule  B-4A s hows  the  computa tion of a djus te d juris dictiona l RCND

Rate  Base  as  of September 30, 2007. Column (A) presents  da ta  for Tota l RCND

Ra te  Ba s e . Mr. Rumolo provide d the  juris dictiona l a lloca tions  of the  RCND

Rate  Base  split be tween "ACC" and "Other," which is  presented in columns  (B)

and (C) respective ly.

Q. HO W DID YO U AR R IVE  AT  T HE  AMO UNT S  S HO WN O N LINE S  9
THROUGH 23 OF S FR S CHEDULE B-4A?

The amounts  shown on lines  9 through 23 of SFR Schedule  B-4A for Other Rate

Base  e lements  were  obta ined from SFR Schedule  B-l, page  2 of 2 column (A).

As  in pa s t pre s e nta tions  a nd cons is te nt with pa s t Commis s ion pra ctice , the

RCND of the s e  s pe cific Ra te  Ba s e  e le me nts  a re  s ta te d a t the ir origina l cos t

levels, as these elements do not change in value with the passage of time.

Q. W O U L D  YO U  P L E A S E  E XP L A IN  L IN E S  2 4  A N D  2 5  O F  S F R
S CHEDULE B-4A?
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The amounts  shown on line  24 represent the  RCND Rate  Base  as  of September

30, 2007. Howe ve r, the  e nd of Te s t Ye a r da ta  ne e ds  to be  a djus te d to more

close ly re fle ct the  va lue  of ce rta in ite ms  of prope rty whe n the  propose d ra te s

become effective . Therefore , it was  necessary to a lso re flect the  pro forma Rate

Base  adjus tments  in the  RCND Ra te  Base . The  RCND pro forma  adjus tments

are  shown in de ta il on SFR Schedule  B.-3. The  tota l is  shown on line  25 of SFR

Schedule  B-4A.

A.

A.

A.

8



Q- WHAT is  THE TOTAL ADJ US TED RCND RATE BAS E?

The  tota l Compa ny RCND Ra te  Ba s e , a s  a djus te d, is  a pproxima te ly $11.3

billion. This  is  shown on SFR Schedule  B-4A, column (a ), line  26.

Q- P LEAS E EXP LAIN COMP UTATION OF  WORKING CAP ITAL ON S F R
S CHEDULE B-5.

This  S FR S che dule  outline s  the  computa tion of the  a llowa nce  for working

capita l of $164,753,000 included in the  Company's  Ra te  Base  (see  Attachment

J CL-3). Working ca pita l is  a  me a s ure  of inve s tor funding of da ily ope ra ting

expenditures and a  varie ty of non-plant investments  that are  necessary to susta in

ongoing ope ra tions . Working ca pita l include s  ma te ria ls  a nd s upplie s , libe l

inve ntorie s , pre pa yme nts  a nd ca s h working ca pita l. Working ca pita l is  a n

inve s tme nt jus t like  othe r ca pita l re quire me nts , s uch a s  powe r pla nts  a nd

transmiss ion and dis tribution infra s tructure , thus , it is  pa rt of APS ' Ra te  Base .

My te s timony pre s e nts  the  ca lcula tion of the  a llowa nce  for working ca pita l,

which includes  a  ca sh working capita l component de te rmined us ing a  lead lag

study as  required by Decis ion No. 55931.

/

Q- HOW WAS  THE CAS H WORKING CAP ITAL CALCULATED?

APS ca lcula ted the  ne t cash working capita l by performing a  "lead/lag" s tudy. A

lead/lag s tudy es tablishes  the  amount of inves tor funds  used to ma inta in utility

ope ra tions  from the  time  e xpe nditure s  a re  ma de  to the  time  re ve nue s  a re

colle cte d a s  a  re imburs e me nt for tha t utility s e rvice . The  Compa ny us e d the

numbe r of le a d la g s tudy da ys  de rive d from a  ca le nda r ye a r 2006 s tudy a nd

applied this  information to the Test Year income statement expenses .

/
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Test Year Income Statements
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A.
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Q- PLEASE DISCUSS THE INFORMATION
SPONSORING ON SFR SCHEDULE C-1.

THAT -you ARE

SFR Schedule C-1 is a summary of the Company's adjusted Test Year income

statement. I am sponsoring the actual Test Year data in the first column of SFR

Schedule C-1. This information provides the baseline from which pro forma

adjustments are made and shows operating income and net income for the Test

Year.

Q.

A.

ARE YOU SPONSORING ANY OTHER RELATED SFR SCHEDULES?

Yes. I am sponsoring certain pro forma adjustments on SFR Schedule C-2.

SFR Schedule C-2 presents the pro forma adjustments to the Company's Test

Year operating income. I will discuss these adjustments in detail later in my

testimony (see section IV "Pro Forma Adjustments To Test Year"). I am also

sponsoring SFR Schedule C-3, which shows the computation of the gross

revenue conversion factor.

Q. PLEASE DESCRIBE SFR SCHEDULE C-3. /

SFR Schedule C-3 calculates the factor applied to "gross-up" income to account

for income taxes. We apply this factor to operating income to ensure income tax

expense is reflected in the requested revenue requirement. The Gross Revenue

Conversion factor of 1.6491 (shown on line 5) is an algebraic transformation of

APS' composite federal and state income tax rate of 39.36 percent. This factor is

used on SFR Schedule A-l (line 7) to arrive at the increase or decrease in Gross

Revenue Requirements necessary to account for income taxes.

Cost of Capital
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Q- PLEASE DISCUSS THE COST OF CAPITAL INFORMATION THAT
YOU ARE SPONSORING.

A.

A.

D.

10



SFR Schedule D-1 is  the summary of the Company's historical and projected

cos t of capita l. I am sponsoring the  Tes t Year da ta  in this  schedule . SFR

Schedule D-2 presents supporting detail for the long-term debt summarized on

SFR Schedule  D-l. SFR Schedule  D-3, which addresses  preferred s tock, is

included in the  Company's  schedules  for the  sake  of comple teness . SFR

S che dule  D-3 is  not dire ctly a pplica ble  be ca us e  AP S  did not ha ve  a ny

outs tanding preferred s tock as  of September 30, 2007. SFR Schedule  D-4

addresses the  Company's  cost of common equity

Q- WHAT IS THE
REQUESTING?

COST OF CAP ITAL THE COMP ANY IS

The  weighted cos t of capita l the  company is  reques ting is  8.87% as  se t forth on

SFR Schedule D- 1

Q- PLEASE DISCUSS IN MORE DETAIL THE COMP ANY'S
OUTS TANDING LONG-TERM DEBT AS  OF THE END OF THE TES T

15

16

19

20

At the  end of the  Tes t Year, approximate ly 77 percent of APS' outs tanding long

te rm debt cons is ted of unsecured notes  with a  we ighted average  inte res t ra te  of

a pproxima te ly 6.1 pe rce nt ($135,705,000 divide d by $2,226,471,000). Mos t of

the  re ma ining long-te rm de bt cons is te d of ta x-a dva nta ge d pollution control

bonds . This  de bt ha s  a  we ighte d a ve ra ge  inte re s t ra te  of a pproxima te ly 4.5

pe rce nt. APS  a ls o ha s  a  s ma ll a mount of inte re s t a ttributa ble  to ca pita l le a s e

obliga tions  a nd a mortiza tion of los s e s  a nd ga ins  on re a cquire d de bt, both of

which are classified as net interest expense on SFR Schedule D-222

23

24

Q. WHAT WAS  AP S '  CAP ITAL S TRUCTURE AT THE END OF THE
TEST YEAR?

APS ' tota l long-te rm de bt a nd common e quity wa s  a pproxima te ly $6.3 billion

This  a mount include s  a pproxima te ly $2.9 billion in long-te rm de bt (including

A.

A.

11



current maturities ) and approximate ly $3.4 billion in common equity. APS

capital structure at the end of the Test Year was approximately 46 percent debt

and 54 percent equity

Q- WHAT ADJ US TMENTS
STRUCTURE ?

D ID  YO U  MAK E TO  TH E  C AP ITAL

I have applied two pro Ronna adjustments to the September 30, 2007 actual cost

of capital, These adjustments remove impacts to equity of non-cash accounting

adjustments for pension and derivatives. Since these adjustments were small in

comparison to tota l equity, there  is  no impact on the  capita l s tructure . The

common equity percentage remains unchanged at 54 percent

Q. WHAT IS THE
REQUESTING?

RETURN ON EQUITY THE COMP ANY IS

Dr. Avera concludes in his testimony that the fair rate of return on equity range

for APS was 11.25 percent to 12.5 percent. For the purposes of this filing, the

Company is  willing to accept a  return on common equity of 11.5 percent, the

low end of the range

Financial Statements and Statistical Schedules

Q. P LEAS E S UMMARIZE THE INFORMATION P RES ENTED ON S FR
SCHEDULES E-1 THROUGH E-9

These schedules relate to historical financial and accounting information, as well

as the notes to the financial statements. SFR Schedule E-6 is only required for

combined electric and gas utilities and therefore does not apply to APS

Q- PLEASE DISCUSS SFR SCHEDULES E-1 THRU E-4

These schedules present APS' balance sheets, income statements, statements of

cash flow and changes in stocldlolders' equity for the Test Year period and the

A.

A.

A.

A.

1 2



two prior ca lendar years . The  ca lendar year financia l s ta tements  were  included

in SEC Form 10-K filings  for the  re levant years .

Q. P LEAS E DIS CUS S  S FR S CHEDULE E-5.

S FR S che dule  F-5  is  a  de ta ile d  s ta te me nt of u tility p la nt include d in  the

Compa ny's  Ra te  Ba s e , broke n down by FERC a ccount unde r the  Uniform

System of Accounts . The  firs t page  of SFR Schedule  E-5 is  a  summary of gross

pla nt in s e rvice , a ccumula te d de pre cia tion, nucle a r fue l, cons truction work in

progress , and plant he ld for future  use . The  remainder of the  schedule  presents

supporting deta il for each FERC plant account.

Q. WHAT INFORMATION IS  P ROVIDED ON S FR S CHEDULE E-7?

S FR S che dule  E-7 provide s  de ta ile d infonna tion conce rning AP S ' s a le s  (in

kph), number of cus tomers  and ave rage  usage  pe r cus tomer ove r the  la s t two

years , including the  Tes t Year. This  information is  conta ined in or de rived from

APS ' FERC Form 1 filings  for the  a pplica ble  pe riods . The  informa tion in SFR

Schedule  E-7 is  separa ted by customer classes  to show res identia l, commercia l,

indus tria l, irriga tion, public s tre e t a nd highwa y lighting, othe r s a le s  to public

authorities, and sales for resale.

Q. P LEAS E DIS CUS S  S FR S CHEDULE E-8.

SFR Schedule  E-8 provides  a  breakdown of APS' tax expense  incurred during

the Test Year and the two prior calendar years , for federal, s ta te  and local taxes.
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Q. P LEAS E DIS CUS S  S FR S CHEDULE E-9.

SFR Schedule  E-9 presents  the  Company's  SEC Financia l Sta tements  including

the  footnote s . The  footnote s  include , but a re  not limite d to, the  Compa ny's

accounting policies  for deprecia tion, capita lized inte res t and income taxes . The

footnote s  a ls o provide  a dditiona l de ta ile d informa tion re la te d to the  income

statements, the balance sheets and statements of cash flow. The Company is also

A.

A.

A.

A.
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provid ing  a  copy of Form 10-Q for th ird  qua rte r 2007 a s  a n  a tta chme nt to  S FR

S che dule  E-9.

Projections and Forecasts

Q. PLEASE DISCUSS THE INFORMATION THAT
SPONSORING ON SFR SCHEDULES F-1 AND F-2.

YOU ARE

S FR S che du le  F-1  p re s e n ts  income  s ta te me nts  fo r p ro je c te d  ca le nda r ye a rs ,

compa re d  with  a c tua l Te s t Ye a r re s u lts ,  a t p re s e n t a nd  p ropos e d  ra te s .  S FR

S che dule  F-2 s hows  proje cte d cha nge s  in the  fina ncia l pos ition of the  Compa ny

for future  ca le nda r ye a rs  compa re d with the  Te s t Ye a r, a t pre s e nt a nd propos e d

ra te s . I a m s pons oring the  his torica l Te s t Ye a r da ta  in the  firs t column of e a ch of

the s e  S FR S che dule s . Mr. Ke a rns  will a ddre s s  the  proje cte d da ta  on the s e  s a me

S FR S che dule s .

Q. PLEASE DISCUSS SFR SCHEDULE F-3.

S FR S che dule F-3 pre se nts proje cte d a nnua l cons truction e xpe nditure

re quire me nts , by prope rty c la s s ifica tion , for four ye a rs  s ubs e que nt to  the  Te s t

Ye a r.  I a m s p o n s o rin g  th e  a c tu a l Te s t Ye a r in fo rma tio n .  Ag a in ,  Mr.  Ke a rn s

will a ddre s s  the  proje cte d da ta  on this  s che dule .

IV. PRO FQRMA ADJUSTMENTS TO TEST YEAR

Q- HOW IS YOUR TESTIMONY
ADJUSTMENTS ORGANIZED?

REGARDING PRO FORMA
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1 0

11

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

I will first discuss items that solely reflect the implementation of or which are

consistent with Decision No. 69663 and adjust the Test Year to include the

effects of this Decision (Attachments JCL-4 thru JCL-18). I will discuss other

operating income pro forms to normalize out-of-period items (Attachments

A.

A.

A.

F .

14



J CL-19 a nd J CL-20). A11 of the  pro Ronna  a djus tme nts  dis cus s e d in my

te s timony re fle ct Tota l Compa ny a mounts  prior to a ny jurisdictiona l a lloca tion

and are reflected on either SFR Schedule B-2 or SFR Schedule C-2

Q- WHAT ARE P RO FORMA ADJ US TMENTS ?

5

6

7

Pro forma  adjus tments  a re  adjus tments  made  to a  his torica l te s t yea r to re flect

conditions  during the  pe riod in which ra te s  a re  to be  in e ffe ct. Be ca us e  the

Compa ny ha s  us e d a  his torica l te s t ye a r, it is  ne ce s s a ry to a djus t re corde d

re ve nue s  a nd e xpe ns e s  for known a nd me a s ura ble  cha nge s . P ro Ronna

adjus tments  commonly include  normaliza tions , annualiza tions  and out-of-period

adjustments

11

12

13

14

Q. WHAT ARE " NORMALIZATIONS " ?

Normaliza tion adjustments  compensate  or adjust for unusual levels  of opera tions

experienced during the  period. These  adjus tments  genera lly re la te  to items tha t

a re  abnormal in amount or nonrecurring in na ture  and are made to be tte r re flect

what is  believed to be  an ongoing level of operations

16 Q- WHAT ARE " ANNUALIZATIONS " ?

18

1 9

Annualiza tion adjus tments  recognize  tha t some events  occurring during the  tes t

pe riod a re  ongoinga nd mus t be  a djus te d to re fle ct the ir impa ct ove r a n e ntire

twe lve -month pe riod. One  e xa mple  of a n a nnua liza tion is  for the  pa yroll

increase s  tha t happen during the  Tes t Yea r. S ince  payroll cos ts  will be  highe r

on an ongoing basis  than what was recorded during the Test Year, an adjustment

must be  made to reflect the  prospective  level of costs

Q- WHAT IS  AN "OUT-OF-P ERIOD"  ADJ US TMENT?

Out-of-pe riod. a djus tme nts  re move  e xpe ns e s  or re ve nue s  prope rly re corde d

during the  Te s t Ye a r, but which a re  a s s ocia te d with ope ra tions  from a nothe r

A.

A.

A.

15



Pro Forma Adjustments Annualizing the Implementation of Decision No.
69663

Annualize Spent Fuel Storage Cos ts

P LEAS E DES CRIBE THIS  ADJ US TMENT.

1.

Q-

This  pro forma  a djus tme nt for S pe nt Fue l S tora ge  a djus ts  the  Te s t Ye a r to

re flect the  full yea r of the  new cos t leve l approved in Decis ion No. 69663. This

re s u lts  . in  a  re duc tion  to  p re -ta x ope ra ting  income  o f $1 ,933 ,000  (S e e

Attachment JCL-4 and SFR Schedule  C-2, page 5, column 14).

2. Annualize Four Corners Coal Reclamation Costs

Q- P LEAS E DES CRIBE THIS  ADJ US TMENT.

This  pro Ronna  adjus tment for Four Corners  Coa l Reclamation adjus ts  the  Tes t

Year to re flect a  full year of the  new amortiza tion leve l as  approved by Decis ion

No. 69663. This  re sults  in a  reduction to pre -tax ope ra ting income  of $501,000

(See Attachment JCL-5 and SFR Schedule  C-2, page 5, column 15).
/

3. Annualize Bark Beetle Remediation Costs

Q- P LEAS E DES CRIBE THIS  ADJ US TMENT.
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A.

A.

A.

A.

Decis ion No. 69663 ordered amortiza tion of these  previously deferred costs  over

a  three-year period beginning July l, 2007. The tota l deferra l ba lance  a t June  30,

2007 wa s  $ll,508,000, re s ulting in  a n a nnua l a mortiza tion of $3,836,000

Be ca use  the  Te s t Ye a r only conta ine d a mortiza tion from July l, 2007 through

Se pte mbe r 30, 2007 (3 months ), a  pro forma  is  ne ce s sa ry to a dd 9 months  of

a mortiza tion  re s ulting  in  a  fu ll 12-month  a mortiza tion  of the  ba rk be e tle

re me dia tion cos ts  in  the  Te s t Ye a r. This  re s ults  in  a  re duction to  pre -ta x

opera ting income of $2,877,000 (See  Attachment JCL-6 and SFR Schedule  C-2,

page  6, column 16).



4. An n u a lize  De p re c ia tio n  a n d  Am o rtiza tio n  p e r De c is io n  No .
69663

Q- WHAT WERE THE RESULTS OF IMPLEMENTING THE
DEPRECIATION AND AMORTIZATION RATES AS APPROVED IN
DECISION NO. 69663?

Adjusting the Test Year to reflect the increased depreciation and amortization

expense by applying the rates approved in Decision No. 69663 to the end of the

Test Year plant balances results in a reduction to pre-tax operating income of

$12,956,000 (See Attachment JCL-7 and SFR Schedule C-2, page 6, column

17).

Q. IS THIS THE ONLY PRO FORMA RELATED TO DEPRECIATION
AND AMORTIZATION?

No. In a ddition to this  pro forma  imple me nting De cis ion 69663, the  Compa ny

has submitted one other deprecia tion re la ted pro forma to update  the  Company's

deprecia tion as  a  result of a  more  recent technical update . This  will be  discussed

in more  de ta il be low. Additiona lly, s pe cific  pro forms  for ne w a dditions  to

plant a lso include depreciation expense adjustments.

5. Remove Test Year Surcharges

Q. PLEASE EXPLAIN THE ADJUSTMENT FOR SURCHARGES AND
ADJUSTORS.
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The  a djus tme nt is  ma de  to  e xclude  from re ve nue  a nd e xpe ns e  the  a mounts

colle cte d unde r s urcha rge s  a nd a djus tors  outs ide  of ba s e  ra te s , s pe cifica lly, the

En viro n me n ta l P o rtfo lio  S ta n d a rd  ("EP S ") s urcha rge , Compe tition  Rule s

Complia nce  Cha rge , a nd Re gula tory As s e s s me nt cha rge s . The s e  ite ms  a re  not

colle cte d a s  pa rt of ba s e  ra te s  s o mus t be  e xclude d from the  Te s t Ye a r re ve nue

in orde r to ca lcula te  ne w ba s e  ra te s . The  pro forma  a ls o re move s  from e xpe ns e

the  a s socia te d cos ts  spe nt. In a ddition, the  pro forma  e nsure s  tha t the  Te s t Ye a r

A.

A.

A.
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reflects  the  $6,000,000 tota l amount authorized to be  collected and spent as  part

of ba s e  ra te s  unde r the  EPS . This  re s ults  in a  re duction to pre -ta x ope ra ting

income  of $124,000 (Se e  Atta chme nt J CL-8 a nd SFR Sche dule  C-2, pa ge  6

column 18)

6 Annualize Sundance Overhaul Maintenance Expense

6 Q- PLEASE EXPLAIN THE COMPANY'S ADJUSTMENT RELATED TO
OPERATIONS AND MAINTENANCE (csO&M99) AT THE SUNDANCE
UNITS

Decision No. 69663 ordered the Company to record a current period expense

and a corresponding regulatory liability equal to the amount collected in base

rates related to the Sundance units periodic overhaul maintenance beginning

July 1, 2007. The regulatory liability will be reduced in the future when these

overhaul costs are actually incurred. This adj vestment reflects 9 months worth of

the approved level of overhaul maintenance expense (3 months were already

reflected in the Test Year), resulting in a reduction to pre-tax operating income

of $1,207,000 (See Attachment JCL-9 and SFR Schedule C-2, page 7, column

19)

7 West Phoenix Unit 4 Regulatory Disallowance
18

Q. PLEASE EXPLAIN THE RATE BASE PRO FORMA ADJUSTMENT
FOR WEST PHOENIX UNIT 4 REGULATORY DISALLOWANCE

In accordance with GAAP, this disallowance was only recorded for regulatory

purposes. Consequently, a pro forma adjustment is needed to reduce Rate Base

by the disallowed amount. Accordingly, the Rate Base reduction for the West

Phoenix Unit 4 regulatory disallowance at September 30, 2007 is $10,227,000

(See Attachment JcL-l0 and SFR Schedule B-2, page 2, column 6)

A.

A.

18



1

Q- IS THERE A CORRESPONDING OPERATING INCOME
ADJUSTMENT FOR THE DEPRECIATION EXPENSE RELATED TO
THE WEST PHOENIX UNIT 4 REGULATORY DISALLOWANCE?

Ye s . The  ope ra ting  income  pro Ronna  re fle c ts  a n a nnua l re duction in

depreciation expense. This  results  in an increase to pre-tax operating income of

$230,000 (See Attachment JCL-11 and SFR Schedule C-2, page 7,column 20 ).

8. Interest Expense on Customer Deposits

Q- PLEASE DESCRIBE THE ADJUSTMENT FOR INTEREST EXPENSE
on CUSTOMER DEPOSITS.

This pro Ronna adjustment reflects the annualized interest cost associated with

customer deposits as an operat ing expense. This t reatment  conforms to the

approach utilized by the Commission in previous Company rate cases. This pro

Ronna adjustment was calculated by applying the 3.17 percent  annual 2008

interest rate to the September 30, 2007 outstanding deposit balance. The annual

interest rate is the rate required by APS Schedule l for customer deposits - the

established one-year Treasury Constant Maturities rate, effective On the first

business day of each year (in this instance, January of 2008). as published on the

Federal Reserve website. The result of this pro forma is a reduction to pre-tax

operating income of $2,185,000 (See Attachment JCL-12 and SFR Schedule C-

2, page 7, column 21).

9. Depreciation Expense - Technical Update
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Q- WHAT OTHER ADJUSTM ENTS HAS THE COM PANY M ADE TO
DEPRECIATION AND AMORTIZATION EXPENSE?

For this  filing, APS witnes s  Dr. Rona ld White  pe rformed a  2007 Technica l

Update using data as of December 31, 2006. Using Dr. White's  technical update

of the depreciation rates  authorized in Decis ion No. 69663, APS has  updated

depreciation rates  through December 31, 2006. APS is  asking Commiss ion

A.

A.
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approval of these  deprecia tion ra tes  in this  proceeding. P lease  refer to Dr

White's testimony for further discussion. This pro forma adjustment results in a

reduction to pre-tax operating income of $5,017,000 (See Attachments JCL-13

and SFR ScheduleC-2, page 8, column 22)

Q. IS THE COMPANY PROPOSING ANY CHANGES TO ITS EXISTING
AMORTIZATION RATES?

No. APS is  not requesting any change to the amortization rates authorized in

Decision No. 69663

Q-

10. Annualize Payroll

DID APS ANNUALIZE TEST YEAR PAYROLL?

Yes. This pro forma adjustment increases Test Year expense mainly as a result

of higher costs associated with a rising average salary and increased employee

levels. This pro forma adjustment annualized the Test Year payroll, incentive

and payroll tax expense to December 2007 employee levels and includes March

2008 wage levels for both performance review and union employees. This

results in a reduction to pre-tax operating income of 319,459,000 (See

Attachment JCL-14 and SFR Schedule C-2, page 8, column 23)

Q- DOES THIS TOTAL PAYROLL ADJUSTMENT ONLY AFFECT O&M?

19

20

Yes. This adjustment excludes capitalized payroll costs. This O&M adjustment

was estimated by calculating the percentage of APS' C)&M payroll to total

payroll during the Test Year. The pro forma O&M payroll and payroll taxes

were allocated to operations and maintenance based on the Test Year payroll

amounts recorded for each of these activities

24 Q- WERE ANY ADDITIONAL ADJUSTMENTS MADE AS PART OF THE
PAYROLL ADJUSTMENT?

26

A.

A.

A.
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The re  wa s  one  a dditiona l a djus tme nt to norma lize  ince ntive -ba s e d

compensa tion. In 2006, the re  was  an accrua l to re flect the  expense  associa ted

with the  2006 Cash Incentive  P lan. The  accrua l was  upda ted during the  fourth

qua rte r of 2006 to re fle ct the  e xpe cte d pa yout in 2007, such tha t the  monthly

le ve ls  we re  une ve n. This  pro forma  re fle cts  3 months  of the  a nnua l 2006

a ccrua l to a djus t for the  une ve n monthly a ccrua l. A s imila r a djus tme nt wa s

needed for the  2007 portion of the  cash incentive  plan. The  O&M impact of this

true-up is  re flected in the  adjustment.

Yes .

11. Normalize  Employee Benefits

Q- P LEAS E EXP LAIN THE NEED FOR THE EMP LOYEE BENEFITS  P RO
F ORMA ADJ US TMENT?

This adjustment is  necessary to appropria te ly recognize the costs  associated with

pension and Other Post-re tirement Employee  Benefit ("OPEB") plans , which a re

prima rily me dica l be ne fits  for e ligible  re tire e s . This  a djus tme nt is  cons is te nt

with the  adjus tment recommended by Sta ff in Decis ion No. 69663.

~Q. HOW WAS  THE EMP LOYEE BENEF ITS  P RO F ORMA ADJ US TMENT
DE TE R MINE D?

The  to ta l cha nge  in  pe ns ion  a nd  OP EB e xpe ns e  is  the  d iffe re nce  be twe e n the

Te s t Ye a r e xpe ns e  a nd the  a ppropria te  2007 le ve l of e xpe ns e , a s  de te rmine d by

nor a ctua rie s , Towe rs  P e rrin.

Q. H O W  D ID  YO U  D E T E R MIN E  T H E  A MO U N T  O F  D E C R E A S E D
BENEFITS  COS TS  P ROP ERLY ALLOCABLE TO AP S '  O&M?
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An a lloca tion fa ctor wa s  ca lcula te d a nd a pplie d to the  tota l cha nge  in be ne fit

expenses . This  a lloca tion factor was  de termined by comparing APS' 2006 actua l

()&M employee  bene fits  to the  tota l employee  bene fit cos ts  for P innacle  Wes t.

A.

A.

A.

A.
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This  re s ults  in a n incre a s e  to pre -ta x ope ra ting income  of $I,725,000 (S e e

Attachment JCL-15 and SFR Schedule  C-2, page 8, column 24).

12. Normalize Income Tax Expense Including Synchronization of
Interest

Q- W H A T  ME T H O D O L O G Y D ID  YO U  U S E  T O  D E T E R MIN E  T H E
FEDERAL AND S TATE INCOME TAX P RO FORMA ADJ US TMENT?

The Company used a "top down" approach in computing cost-of-service income

tax expense. This calculation, which was also used in Decision No. 69663, used

the statutory rate and estimated 2007 levels of various tax credits and other

permanent tax items reflecting the Company's best estimate of on-going income

tax expense. It also considers the deduction of interest expense synchronized to

the end of the Test Year's Rate Base. The total federal and state income tax pro

forma increases income tax expense by $14,375,000 (See Attachment JCL-16

and SFR Schedule C-2, page 9, column 25).
/

13. Annualize Property Tax Expense

Q. HAS  AP S  P R O P O S E D AN ADJ US TME NT TO  THE  TE S T YE AR  AD
VALOREM (P ROP ERTY) TAXES ?
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Yes. This  adjus tment re flects  known and measurable  September 30, 2007 plant

va lue s  a s  ca lcula te d us ing the  me thods  pre s cribe d by the  Arizona  Re vis e d

Sta tute s  (A.R.S .) a nd the  2007 APS compos ite  ta x ra te . This  a djus tme nt a lso

2009, which  wa s  re vis e d  by HB 2784 Cha pte r 258 , (pa s s e d  in  the  2007

le gis la tive  s e s s ion). S uch a s s e s s me nt ra tio will be  in e ffe ct whe n the  ra te s

re que s te d in this  proce e ding will like ly be come  e ffe ctive . This  re s ults  in a

re duction to pre -ta x ope ra ting income  of $2,961,000 (Se e  Atta chme nt J cL-l7

and SFR Schedule  C-2, page 9, column 26).

A.

A.
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Q- HOW WERE PROPERTY TAXES CALCULATED?

The properly taxes reflect September 30, 2007 property values and the 2007 tax

year APS composite tax rate, which is calculated based ontax rates provided by

the County Treasurer in each of the counties where APS has property. In

addition, the 2007 composite tax rate takes into account the temporary

suspension of the State Equalization Assistance Property TaX Rate provided by

House Bill 2876, which passed during the 2006 legislative session. Also, the

electric generation land values reflect the changes made by HB 2657 Chapter

203, which passed during the 2007 legislative session.

14.

Q- WHY IS THERE
RECLAMATION?

Amortize Navajo Coal Reclamation Costs

A PRO FORMA FOR NAVAJO COAL

Much like the pro forma for Four Corners Coal Reclamation which has routinely

been included in rate filings,  APS,  as a Part icipant  Owner of the Navajo

Generating Station, is under contract with Peabody Coal Company until April

30, 2011 (with option .to extend to April 30, 2026), to receive coal for the

Navajo Generating Station. APS expects to be responsible for its share of final

reclamation costs based on its share of coal purchases from Peabody.

Q. WHAT is THE AMOUNT OF THE PRO FORMA ADJUSTMENT?
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The pro  forma adjustment  reflect s the annual amort izat ion of the Navajo

Generat ing St at ion Coal Reclamat ion over  t he  life  o f t he  coal cont ract

(4/30/2026) assuming APS exercises the right to extend the current contract, less

expense recorded during the Test Year related to the accrual of the reclamation

obligation. This results in a reduction to pre-tax operating income of $207,000

(See Attachment JCL-l8 and SFR schedule C-2, page 9, column 27).

A.

A.

A.
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Other Pro Format Including Out-Of-Period Acyustments

4 Q-

Annualize Workforce Reduction Savings

DOES APS HAVE ANY PLANS TO REDUCE ITS WORKFORCE?

Yes. In 2008, APS plans to reduce its employee levels by approximately 100

positions through a non-voluntary severance program

Q- HAS APS REFLECTED THE COSTS AND SAVINGS ASSOCIATED
WITH THESE REDUCTIONS IN WORKFORCE?

9

10

Yes. The first year savings associated with the elimination of these positions

will be approximately $10,400,000, of which approximately $7,500,000 will be

a savings to APS O&M. The remainder will be a reduction to capitalized

construction costs

The cost associated with severing 100 positions through a non-voluntary

severance program is approximately $4,700,000 Under GAAP, these expenses

must be charged to O&M currently (December 2007). For ratemaking purposes

however, these expenses are amortized over a 3-year period for a yearly expense

of approximately $1,600,000 Similar amortization was requested in the

Company's 2003 rate filing, the settlement of which was approved under

Decision No. 67744. This results in a net increase to pre-tax operating income of

$5,965,000 (See attachment JCL-19 and SFR Schedule C-2, page 10, column

28)

Q- DIDN'T. APS ALSO ANNOUNCE REDUCTIONS IN CONTRACT
EMPLOYEES AND THE ELIMINATION OF VACANT POSITIONS?

Yes. The former were used to augment the Company's construction

workforce and thus their elimination would impact post-Test Year capital

A.

A.

A.
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cons truction cos ts  but not O&M. The  e limina tion of ope n pos itions  would

like wise  not impa ct Te s t Ye a ro&M be ca use  APS use d only a ctua l ye a r-e nde d

2007 employees to determine its  adjustment to annualize  payroll;

2. Mis cellaneous  Out-of-Period  Adjus tments

Q. C AN YO U P LEAS E DES CRIBE T HE P R O F O R MA
MIS CELLANEOUS  OUT-OF-P ERIOD ADJ US TMENTS ?

T IT LE D

Yes. In any chosen test year, -there are bound to be some items recorded in the

test year that relate to periods other than the test year, or conversely, items

recorded in other time periods that correctly belong in the test year. This

adjustment, for the sake of simplicity, combines several smaller entries that lit

this description. They are shown in aggregate in the pro forma (see Attachment

JCL-20 and SFR Schedule C-2, page 10, column 29). Mis results in an increase

to pre-tax operating income of $4,889,000.

Q- DOES  THIS  CONCLUDE YOUR DIRECT TES TIMONY?
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Attachment JCL-1

ARIZONA PUBLIC SERVICE COMPANY
RCND BY MAJOR PLANT ACCOUNTS

TEST YEAR ENDED 09/30/2007
(Thousands of Dollars)

Line
No. Function

PLANT
ACCOUNT DESCRIPTION RCN

(A)
RCND

(C)

Line
No.

1.
2.
3.
4.

INTANGIBLES 301
302
303

Organization
Franchises and consents
Miscellaneous intangible plant
SUBTOTAL

$

Condition
Percent

(B)
0.00% $

82.46%
28.57%

1.
2.
3.
4.

3,319
342,572
345,891

2,737
97,873

100,610

5.
6.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.
31.
32.

PRODUCTION 310
310
311
312
314
3 1 5
316
320
321
322
3 2 3
324
3 2 5
330
331
332
3 3 3
334
3 3 5
336
340
341
342
3 4 3
344
3 4 5
346

Land and Land Rights
Limit Tem'i Land Rights
Structures and improvements
Boiler plant equipment
Turbogenerator units
Accessory electric equipment
Miscellaneous power plant equip.
Land and land rights
Structures and improvements
Reactor plant equipment
Turbogenerator units
Accessory electric equipment
Misc power plant equip
Limit Term Land Rights
Structures and improvements
Reservoirs, dams, and waterways
Water wheels, turbines and generators
Accessory electric equipment
Miscellaneous power plant equip.
Roads, railroads and bridges
Land and land rights
Structures and improvements
Fuel holders, products, and accessories
Prime movers
Generators
Accessory electric equipment
Miscellaneous power plant equip.
SUBTOTAL

3,306
64

291 ,246
2,102,770

649,825
494,640
125,424

3,501
1 ,104,029
1 ,772,973

603,658
648,691
233,487

100.00%
73.00%
44.53%
37.56%
47.45%
38.38%
54.14%

100.00%
48.99%
50.79%
50.20%
43.64%
48.83%

0.00%
0.00%
0.00%
0.00%
0.00%
0.00%
0.00%

100.00%
73.10%
62.35%
71 .43%
80.88%
68.48%
49.65%

3,306
47

129,692
789,800
308,342
189,843

67,905
3,501

540,864
900,493
303,035
283,089
114,012

5.
5.
7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
25.
27.
28.
29.
30.
31.
32.

910
81,295
63,641

778,007
656,533
139,602
14,581

9,768,183

910
59,427
39,680

555,730
531,004
95,599

7,239
4,923,519

33. TRANSMISSION
34.
35.
36.
37.
38.
39.
40.
41.
42_

350
350
352
353
354
3 5 5
356
357
358

Land and land rights
Limit Term Land Rights
Structures and improvements
Station equipment
Towers and fixtures
Poles and fixtures
Overhead conductors and devices
Underground conduit
Underground conductors and devices
SUBTOTAL

57,401
21 ,648
66,875

1243,701
332,094
446,804
944,255
34,384
56,909

3,204,071

100.00%
60.25%
55.74%
74.70%
36.93%
72.10%
66.21 %
69.42%
60.07%

57,401
13,043
37,276

929,045
122,642
322,146
625,191
23,869
34,185

2,164,798

33.
34.
35.
35.
37.
38.
39.
40.
41.
42.

43. DISTRIBUTION
44.
45.
46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
56.

360
360
361
362
364
3 6 5
366
367
368
369
370
371
3 7 3

Land and land rights
Limit Term Land Rights
Structures and improvements
Station equipment
Poles, towers, and fixtures
Overhead conductors and devices
Underground conduit
Underground conductors and devices
Line transformers
Services
Meters
installations on customers' premises
Street lighting and signal systems
SUBTOTAL

42,264
2,276

65,935
547,331
699,587
542,487
800,268

1 ,915,737
1 ,128,736

400,536
252,157

76,878
135,557

6,609,749

100.00%
63.05%
62.92%
81 .89%
73.83%
83.01 %
91 .93%
69.90%
55.54%
57.49%
81 .71 %
83.07%
51 .80%

42,264
1 ,435

41 ,486
448,209
516,505
450,318
735,686

1 ,339,100
626,900
230,268
206,037

63,863
70,219

4,772,290

43.
44.
45.
46.
47.
48.
49.
50.
51.
52.
53.
54.
55.
55.

Schedule B-4
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Attachment JCL-1

ARIZONA PUBLIC SERVICE COMPANY
RCND BY MAJOR PLANT ACCOUNTS

TEST YEAR ENDED 09/30/2007
(Thousands of Dollars)

57. GENERAL
58.
59.
60.
61.
62.
63.
64.
65.
66.
67.
68.
69.
70.

389
390
390
391
391
392
392
393
394
395
396
397
398

Land and land rights
Structures and improvements
Structures and improvements - Lease
Office furniture and equipment
Capitalized Lease-Computer Equipment
Transportation equipment
Capitalized Lease-Transportation Equip.
Stores equipment
Tools, shop and garage equipment
Laboratory equipment
Power operated equipment
Communication equipment
Miscellaneous equipment
SUBTOTAL

10,890
238,580

123
159,780

1,274
29,473
8,607
5,179

27,408
3,725

26,210
170,133

12,554
694,936

100.00%
56.82%
49.25%
53.21 %
75.02%
25.22%
52.10%

9.40%
62.84%
53.04%
25.38%
68.81 %
27.68%

10,890
135,561

61
85,019

956
7,433
4,484

581
17,223
1 ,976
6,652

117,069
3,475

391 ,380

57.
58.
59.
60.
61.
52.
63.
64.
55.
66.
67.
68.
69.
70.

71. TOTAL PIANT (a) $ 20,622,830 $ 12,352,598 71.

SuDDortina Schedules:
RCND Studv

Recap Schedules:
(a) B-3

Schedule B~4
Page 2 of 2
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DIRECT TESTIMONY
OF

DR. RONALD E. WHITE

ARIZONA PUBLIC SERVICE COMPANY

DOCKET NO._E01345A-08-

1 Q. WOULD YOU PLEASE STATE YOUR NAlV[E AND BUSINESS ADDRESS?

2

3

My name is  Ronald E. White . My business address  is  17595 S. Tatami Tra il, Suite

212, Fort Mye rs , Florida  33908.

4

5

Q- WHAT IS YOUR OCCUPATION?

A, I a m Cha irma n a nd a  S e nior Consulta nt of Fos te r Associa te s , Inc.

I. QUALIFICATIONS6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Q. WOULD YOU BRIEFLY DESCRIBE YOUR EDUCATIONAL TRAINING

AND PROFESSIONAL BACKGROUND?

A.

A. rece ived a  B.S . degree  in Enginee ring Opera tions  and an M.S . degree  and Ph.D.

(1977) in Engine e ring Va lua tion from Iowa  S ta te  Unive rs ity. le a ve  ta ught gra dua te

and undergradua te  courses  in industria l enginee ring, enginee ring economics , a rid en-

ginee ring va lua tion a t Iowa  S ta te  Unive rs ity and previous ly se rved on the  faculty for

De pre cia tion P rogra ms for public utility commiss ions , compa nie s , a nd consulta nts ,

sponsore d by De pre cia tion P rogra ms, Iris ., in coope ra tion with We s te rn Michiga n

Unive rs ity. I a lso conduct course s  in de pre cia tion a nd public utility e conomics  for cli-

e nts  of the  firm.

Shave  prepared and presented a  number of papers  to professiona l organiza tions,

committees , and confe rences and have  published severa l a rticle s  on matte rs  re la ting

to deprecia tion, va lua tion and economics . I am a  pas t member of the  Boa rd of Direc-

tors  of the  Iowa  S ta te  Regula tory Confe rence  and an a ffilia te  member of the  joint

Ame rica n Ga s  Associa tion (A.G.A.) -. Edison Ele ctric Ins titute  (EEl) De pre cia tion

Accounting Committee , whe re  I previous ly se rved a s  cha irman of a  s tanding com-

mittee  on capita l recovery and its  e ffect on corpora te  economics . I am a lso a  member



1

2

3

of the American Economic Association, the Financial Management Association, the

Midwest Finance Association, the  Electric Cooperatives Accounting Association

(ECAA), and a founding member of the Society of Depreciation Professionals.

4

5

6

7

8

9

1 0

1 1

12

13

14

Q- WHAT IS  YOUR P ROFES S IONAL EXP ERIENCE?

A. I joined the tinrn of Foster Associates in 1979, as a  specialist in depreciation, the eco-

nomics of capital investment decisions, and cost of capital studies for ratemaldng ap-

plications. Prior to joining Foster Associates, I was employed by Northern States.

Power Company (1968-1979) in various assignments related to finance and treasury

activities. As Manager of the Corporate Economics Department, I was responsible for

book depreciation studies, studies involving staff assistance from the Corporate Eco-

nomics Department in evaluating the economics of capital investment decisions, and

the development and execution of innovative forms of project financing. As Assistant

Treasurer at Northern States, I was responsible for bank relations, cash requirements

planning, and short-term borrowings and investments.

15

16

17

18

19

2 0

2 1

2 2

2 3

Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE A REGULATORY BODY?

A. Yes. Shave testified in numerous proceedings before  administra tive and judicia l bod-

ies in over thirty jurisdictions, including several appearances in Arizona. I have also

testified before the Federal Energy Regulatory Commission, the Federal Power Com-

mission, the Alberta Energy Board, the Ontario Energy Board, and the Securities and

Exchange Commission. I have sponsored position statements before the Federal .

Communication Cornrnission and numerous local franchising authorities in matters

rela ting to the regulation of te lephone and cable  te levision. A more detailed descrip-

tion of my professional qualifications is  a ttached as Appendix A. .

II. PURPOSE oF TESTIMONY24

25

26

27

28

Q. WHAT IS  THE P URP OS E OF YOUR TES TIMONY IN THIS  P ROCEEDING?

A. Foster Associates was engaged by Arizona Public Service Company (APS or Com-

pany) to conduct a  2007 technical update of depreciation rates for plant subj et to the

jurisdiction of the  Arizona Corporation Cormnission. The purpose  of my testimony is



1

2

3

4

to sponsor and describe  the  upda te  conducted by Foste r Associa tes . Deprecia tion ra tes

curre ntly use d by AP S  we re  a pprove d by the  Arizona  Corpora tion Commiss ion

(ACC) in Docke t No. E-01345A-05-0816 e t a l. (De cis ion No. 69663, da te d J une  28,

2007).

Ill. IDENTIFICATION oF ATTACHMENTS

Q- DO YOU SPONSOR ANY ATTACHMENTS IN SUPPORT OF YOUR

TESTIMONY?

A. Yes, I do. I sponsor Attachment REW-1, a  document titled "2007 Technical Update

(Arizona Public Service Company)." This document was prepared by me or under my

direction and supervision.

1 1 IV. 2007 TECHNICAL UPDATE

Q- WOULD YOU P LEAS E DES CRIBE THE S COP E OF A TECHNICAL12

13

14

15

16

17

18

19

20

21

22

23

24

UP DATE ?

A. Unlike  a  full de pre cia tion s tudy in which proje ction curve s , proje ction live s  a nd future

ne t sa lvage  ra tes  a re  estimated from a  s ta tis tica l ana lysis  of recorded re tirements  and

Net sa lvage  rea lized in the  past, a  technica l upda te  genera lly re ta ins the  parameters

currently used or proposed by the  utility and adjus ts  deprecia tion ra te s  for known and

measurable  changes  in the  age  dis tributions  of surviving plant, deprecia tion re se rves ,

and average  ne t sa lvage  ra tes due  to the  passage  of time . A technica l upda te , there-

fore , is  intended to a lign deprecia tion ra te s  with the  accounting yea r the  ra te s  will be -

come  e ffective . The  s teps  involved in prepa ring a  technica l upda te  gene ra lly 'include

a ) da ta  collection, b) ca lcula tion of se rvice  life  s ta tis tics , c) computa tion of ave rage

ne t sa lvage  ra tes , d) reba lancing of deprecia tion rese rves, and e ) deve lopment of ac-

crua l ra te s . .

5

6

7

8

9

10

25

26

Q- DID APS PROVIDE FOSTER ASSOCIATES PLANT ACCOUNTING DATA

FOR CONDUCTING THE 2007 TECHNICAL UPDATE?



1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

1 4

15

A. Yes , they did. The  da tabase  used in the  2007 upda te  was  provided to Foste r AssOci-

a te s  in an e lectronic forma t conta ining plant and re se rve  activity ove r the  pe riod

1971-2006 a nd a ge  dis tributions  of surviving pla nt a t De ce mbe r 3 l, 2006. Da ta  use d

in the  upda te  we re  limite d to the  a ge  dis tributions  of surviving pla nt. De pre cia tion

ra te s  currently used by AP S  were  deve loped us ing a  broad-group procedure . The  rea l-

ize d life  of surviving vinta ge s  de rive d Nom the  dolla r-ye a rs  of se rvice  provide d by

each vintage  is  not re levant to an upda te  of broad-group deprecia tion ra te s . The re fore ,

plant transactions  recorded in prior activity yea rs  were  not used in the  upda te .

Rese rve  transactions  recorded in prior activity yea rs  were  used in the  2007 up-

da te  to de rive  appropria te  average  ne t sa lvage  ra tes . Deprecia tion ra tes  currently used

bY AP S  were  de rived without cons ide ra tion of the  dis tinction be tween ave rage  and

future  ne t sa lvage  ra tes. The  assumed equiva lency be tween average  and future  ne t

sa lvage  ra te s  was re laxed in the  2007 upda te  by including prior rea lized ne t sa lvage

a inounts  in the  computa tion of average  ne t sa lvage  ra tes . (Da ta  required for this  re~

fire me n we re  a sse mble d a fte r the  2005 upda te .)

16

17

18

19

Q. DID FOSTER ASSOCIATES CALCULATE SERVICE LIFE STATISTICS IN

THE 2007 TECHNICAL UPDATE FOR APS?

A. Yes, we did. The scope of the update and calculations performed by Foster Associates

are described in the Study Procedures section of Attachment REW-l .

20

21

22

23

24

25

26

27

28

29

Q- DID FOSTER ASSUCIATES DERIVE AVERAGE NET SALVAGE RATES IN

THE 2007 TECHNICAL UPDATE FOR ANS? .

A. Ye s , we  did. The  a ve ra ge  ne t sa lva ge  ra te  for a n a ccount or pla nt function is  de rive d

from a  dire ct dolla r we ighting of a ) his torica l re tire me nts  with his torica l (or re a lize d)

.ne t sa lvage  ra te s  and b) future  re tirements  (i.e ., surviving plant) with the  e s tima ted fu-

ture  ne t sa lvage  ra te . Average  ne t sa lvage  ra tes  will change , the re fore , a s  additiona l

years  of re tirement and ne t sa lvage  activity become ava ilable  and as  subsequent P lant

a dditions  a lte r the  we ighting of Mme  ne t sa lva ge  e s tima te s .

Future  ne t sa lvage  ra te s  for s team production facilitie s  were  adjus ted in the

2095 upda te  for e s tima ted te rmina l dismantlement cos ts  re flecting cos ts  pe r kW de -



1

2

3

4

5

6

rived in dismantling s tudie s  conducted in 2002 for the  Nava jo and Four Corne rs  gen-

e ra ting s ta tions . This  tre a tme nt, a s  a pprove d in Docke t No. E-01345A~05-0816 e t

a l., was re ta ined in the  2007 upda te . As noted ea rlie r, the  assumed equiva lency be -

tween average  and future  ne t sa lvage  ra tes  re flected in the  2005 upda te  was re laxed

in the  2007 upda te  by including prior rea lized ne t sa lvage  amounts  in the  computa -

tion of average  ne t sa lvage  ra tes.

Q. DID FOSTER ASSOCIATES REBALANCE DEPRECIATION RESERVES IN

THE 2007 TECHNICAL UPDATE FOR APS? .

A. Ye s ,we  did. A re ba la ncing of re corde d re se rve s  is  cons is te nt with the  obje ctive s  of a

technica l upda te  and is  conside red appropria te  for AP S . Deprecia tion ra te s  adopted in

Docke t No. E-01345A-03-0437 we re  de rive d from re ba la nce d re se rve s  obta ine d

7

8

9

1 0

1 1

12

13

14

15

16

17

18

19

2 0

2 1

2 2

2 3

24

from a  se t of pa rame te rs  diffe rent from those  used in the  formula tion of the  se ttled

rema ining-life  accrua l ra te s . Rese rve  imba lances  amortized in the  se ttled ra te s  were

the re fore  inconsis tent with the  rea ligned deprecia tion re se rves . Accordingly, re se rves

we re  re ba la nce d in the  2005 upda te  a nd a pprove d in Docke t No. E-01345A-05-0816

e t a l. The  reba lancing of re se rves  unde rtaken in the  2007 upda te  will ree s tablish con-

sistency be tween measured reserve  imbalances a t December 31, 2006 and the  parame-

te rs  use d in the  fonnula tion of upda te d re ma ining-life  a ccrua l ra te s . .

A re dis tribution of the  re corde d re se rve  wa s  a chie ve d for AP S  by multiplying

the  ca lcula te d re se rve  for e a ch prima ry a ccount within a  function (or pla nt loca tion)

by the  ra tio of the  function (or loca tion) tota l re corde d re se rve  to Me  function (or lo-

ca tion) tota l ca lcula te d re se rve . The  sum of the  re dis tribute d re se rve s  within a  fund

son (or loca tion) is , the re fore , e qua l to the  function (or loca tion) tota l re corde d .

depreciation reserve before the redistribution.

2 5

2 6

2 7

Q. HOW DO THE DEPRECIATION RATES AND ACCRUALS DERIVED IN

THE 2007 TECHNICAL UPDATE COMPARE WITH THOSE CURRENTLY

USEDBY APS?



2007 Annualized AccrualAccrual Rate

DifferenceFunction PresentPresent Proposed Difference Proposed
B C D=C-<B E F G=F-E

3.84%

2.80%

2.59%

1.41 %

2.49%

6.23%

4.08%

2.B6%

2.55%

1.74%

2.54%

5.61 %

0.24%

0.06%

-0. 04%

0.33%

0.05%

-0.62%

A

Production

Steam

Nuclear

Other

Transmission

Distribution

General Plant

$58,828,787

70,021,360

33,430,023

1,419,965

97,948,653

20,284,376

$55,314,377

68,480,017

33878. 112

1 152,036

96,044,786

22,505,068

$3,514,410

1,541,343

(448,089)

267,929

1,903,867

(2,220,892)

0.05% $277,374,3962.92%Total 2.97% $281833,164 $4,558,768

1

2

A. Table  1 provides  a  comparison of pre sent and proposed deprecia tion ra te s  and accru-

a ls  de rived in the  2007 Technica l Upda te .

3

4

5

6

7

8

9

10

1 1

12

Ta b le  1. P re s e n t a n d  Pro p o s e d  De p re c ia tio n  Ra te s  a n d  Ac c ru a ls

Adjustments  deve loped in the  technica l upda te  for ANS  produce  a  composite

deprecia tion ra te  of 2.97 pe rcent. Deprecia tion expense  is  presently accrued a t an

equiva lent ra te  of 2.92 pe rcent. The  proposed change  in the  composite  deprecia tion

ra te  represents  an increase  of 0.05 percentage  points .

A continue d a pplica tion of ra te s  curre ntly a pprove d would provide  a nnua l de -

precia tion expense  of $277,374,396 compared with an annua l expense  of

$281,933,164 using the  ra tes  deve loped in the  upda te . The  proposed expense  in-

crease  of $4,558,768 is  la rge ly a ttributable  to: a ) a  change  in the  mix of plant inves t-

ments  among primary accounts , b) changes  in the  age  dis tributions  of surviving .

plant, and c) plant additions  to Four Corne rs  gene ra ting s ta tion.

Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?13

14

15

16

17

18

19

2 0

A. Ye s , it doe s .
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Fort Myers, FL 33908
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Ronald Ewhine, Ph.D.

Education 1961 - 1964 Valparaiso University
Major Electrical Engineering

1965 . Iowa State University
B,S., Engineering Operations

1968 Iowa State University
M.S., Engineering Valuation
Thesis: The Multivariate Nodal Distribution and the Simulated Plant Record
Method of Life Analysis

1977 Iowa State University
Ph.D., Engineering Valuation
Minor. Economics
Dissertation: A Comparative Analysis of Various Estimates of the Hazard Rate Associated
With the Service Life of industrial Property

Employment 2007 - Present
Chairman

Foster Associates, Inc.

1996 - 2007
Executive Vice President

Foster Associates, Inc.

1988 .. 1996
Senior \Ace President

Foster Associates, Inc.

1979 ... 1988
Vice President

Foster Associates, Inc,

1978 - 1979
Assistant Treasurer

Northern States Power Company

1974 - 1978 Northern States Power Company
Manager, Corporate Economics

1972 - 1974
Corporate Economist

Northern States Power Company

1970 - 1972 Iowa State University
Graduate Student and Instructor

1968 - 1970
Valuation Engineer

Northern States Power Company

1965 - 1968 Iowa State University
Graduate Student and Teaching Assistant

Publications A New Set of Generalized Survivor Tables, Journal of the Society of Depreciation
Professionals, October, 1992.

The Theory and Practice of Depreciation Accounting Under Public Utility .
Regulation, Journal of the Society of Depreciation Professionals, December, 1989.

Standards for Depreciation Accounting Under Regulated Competition, paper
presented at The Institute for Study of Regulation, Rate Symposium, February,
1985.



The Economics of Price-Level Depreciation, paper presented at the Iowa State
University Regulatory Conference, May, 1981.

Depreciation and the Discount Rate for Capital Investment Decisions, paper
presented at the National Communications Forum - National Electronics
Conference, October 1979.

A Computerized Method for Generating a Life Table From the 'h-System'of
Survival Functions, paper presented at the American Gas Association - Edison
Electric Institute Depreciation Accounting Committee Meeting, December, 1975.

The Problem With AFDC is paper presented at the Iowa State University
Conference on Public Utility Valuation and the Rate Making Process, May, 1973.

The Simulated Plant-Record Method of Life Analysis, paper presented at the
Missouri Public Service Commission Regulatory Information Systems Conference,
May, 1971.

Simulated Plant-Record Survivor Analysis Program (User's Manual, special report
published by Engineering Research Institute, Iowa State University, February, .
1971.

A Test Procedure for the Simulated Plant-Record Method of Life Analysis, Journal
of the American Statistical Association, September, 1970.

Modeling the Behavior of Property Records, paper presented at the Iowa State
University Conference on Public Utility Valuation and the Rate Making Process,
May, 1970.

A Technique for Simulating the Retirement Experience of Limited-Life Industrial
Property, paper presented at the National Conference of Electric and Gas Utility
Accountants, May, 1969.

How Dependable are Simulated Plant-Record Estimates?, paper presented at the
Iowa State University Conference on Public Utility Valuation and the Rate Making
Process, April, 1968.

Testifying

Witness

Alabama Public Service Commission, Docket No. 18488, General Telephone
Company of the Southeast; testimony concerning engineering economy study
techniques.

Alabama Public Service Commission, Docket No. 20208, General Telephone
Company of the South, testimony concerning the equal-life group procedure and
remaining-life technique.

Alberta Energy and Utilities Board, Application No. 1250392,.Aquila Networks
Canada, rebuttal testimony supporting proposed depreciation rates.

Alberta Energy and Utilities Board, Case No. RE95081, Edmonton Power inc.,
rebuttal evidence concerning appropriate depreciation rates. .

Alberta Energy and Utilities Board, 1999/2000 General Tariff Application,
Edmonton Power inc., direct and rebuttal evidence concerning appropriate
depreciation rates.

Arizona Corporation Commission, Docket No. T-01051 B-97-0689, U s West
Communications, inc., testimony concerning appropriate de.preciation rates.

Arizona Corporation Commission, Docket No. G-1032A-02-0598, Citizens
Communications Company, testimony supporting proposed depreciation rates.

Arizona Corporation Commission, Docket No. E-0135A-03_0437, Arizona Public
Service Company, rebuttal testimony supporting net salvage rates.
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Arizona Corporation Commission, Docket No. E-01345A-05_0816, Arizona Public
Service Company, testimony supporting proposed depreciation rates.

Arizona Corporation Commission, Docket No. G-04204A-06-0463, UNS Gas,
Inc., testimony supporting proposed depreciation rates.

Arizona Corporation Commission, Docket No. E-04204A_-5-0783, UNS Electric,
Inc., testimony supporting proposed depreciation rates.

Arizona State Board of Equalization, Docket No. 6302-07-2, Arizona Public
Service Company; testimony concerning valuation and assessment of
contributions in aid of construction.

California Public Utilities Commission, Case Nos. A.92-06_040, 92-06-042, GTE
California Incorporated, rebuttal testimony supporting depreciation study
techniques.

California Public Utilities Commission. Docket No. GRC A05-12-002, Pacific Gas and
Electric Company, testimony regarding estimation of net salvage rates.

California Public Utilities Commission. Docket No. GRC A.06-12-009/A.06-12-010,
San Diego Gas & Electric Company and Southern California Gas Company, testimony
regarding estimation of net salvage rates. .

Public Utilities Commission of the State of Colorado, Application No. 36883-
Reopened. U S WEST Communications, testimony concerning equal-life group
procedure.

State of Connecticut Department of Public Utility Control, Docket No. 05-03-17,
The Southern Connecticut Gas Company; testimony supporting recommended
depreciation rates.

State of Connecticut Department of Public Utility Control, Docket No. 06-12PH01 ,
Yankee Gas Services Company, testimony supporting recommended depreciation
rates.

Delaware Public Service Commission, Docket No. 81-8, Diamond State
Telephone Company; testimony concerning the amortization of inside wiring.

Delaware Public Service Commission, Docket No. 82-32, Diamond state
Telephone Company, testimony concerning the equal-life group procedure and
remaining~life technique.

Public Service Commission of the District of Columbia, Formal Case No. 842,
District of Columbia Natural Gas, testimony concerning depreciation rates:

Public Service Commission of the District of Columbia, Formal Case No. 1016,
Washington Gas Light Company - District of Columbia, testimony supporting
proposed depreciation rates.

Public Service Commission of the District of Columbia, Formal Case No. 1054
Washington Gas Light Company - District of Columbia, testimony supporting
proposed depreciation rates.

Federal Communications Commission, Prescription of Revised Depreciation Rates~
for AT&T Communications, statement concerning depreciation, regulation and
competition. .

Federal Communications Commission, Petition for Modification of FCC
Depreciation Prescription Practices for AT8¢T, statement concerning alignment of
depreciation expense used for financial reporting and regulatorypurposes.

Federal Communications Commission, Docket No. 99-117, Bell Atlantic, affidavit
concerning revenue requirement and capital recovery implications of omitted plant
retirements.
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Federal Energy Regulatory Commission, Docket No. ER95-267-000, New England
Power Company, testimony supporting proposed depreciation rates.

Federal Energy Regulator/ Commission, Docket No. RP89-248, Mississippi River
Transmission Corporation, rebuttal testimony concerning appropriateness of net
salvage component in depreciation rates.

Federal Energy Regulatory Commission, Docket No. ER91-565, New England
Power Company, testimony supporting proposed depreciation rates.

Federal Energy Regulatory Commission, Docket No. ER78-291, Northern States
Power Company, testimony concerning rate of return and general financial
requirements.

Federal Energy Regulatory Commission, Docket Nos. RP80-97 and RP81-'54,
Tennessee Gas Pipeline Company, testimony concerning offshore plant
depreciation rates.

Federal Power Commission, Docket No. E-8252, Northern States Power
Company, testimony concerning general financial requirements and
measurements of financial performance.

Federal Power Commission, Docket No. E-9148, Northern States Power
Company, testimony concerning general financial requirements and
measurements of financial performance.

Federal Power Commission, Docket No. ER76-818, Northern States Power
Company, testimony concerning rate of return and general financial requirements.

Federal Power Commission, Docket No. RP74-80, Northern Natural Gas
Company, testimony concerning depreciation expense.

Public Utilities Commission of the State of Hawaii, Docket No. 00-0309, The Gas
Company, testimony supporting proposed depreciation rates.

Public Utilities Commission of the State of Hawaii, Docket No. 94-0298, GTE
Hawaiian Telephone Company Incorporated, testimony concerning the need for
shortened service lives and disclosure of asset impairment losses.

Idaho Public Utilities Commission, Case No. U-1002-59, General Telephone
Company of the Northwest, inc., testimony concerning the remaining-life
technique and the equal-life group procedure.

Illinois Commerce Commission, Case No. 04~0476, Illinois Power Company;
testimony supporting proposed depreciation rates.

Illinois Commerce Commission, Docket No. 94-0481, Citizens UtilitiesCompany of
Illinois, rebuttal testimony concerning applications of the Simulated Piano-Record
method of life analysis.

Iowa State Commerce Commission, Docket No. RPU 82-47, North Central Public
Service Company, testimony on depreciation rates.

Iowa State Commerce Commission, Docket No. RPU 84-34, General Telephone
Company of the Midwest, testimony concerning the remaining-life technique and
the equal-life group procedure.

Iowa State Utilities Board, Docket No. DPU-86-2, Northwestern Bell Telephone
Company, testimony concerning capital recovery in competition. `

Iowa State Utilities Board, Docket No. RPU-84-7, Northwestern Bell Telephone
Company, testimony concerning the deduction of a reserve deficiency from the
rate base.

Iowa State Utilities Board, Docket No. DPU-88-6, U S WEST Communications,
testimony concerning depreciation subject to refund.
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Iowa State Utilities Board, Docket No. RPU~90-9, Central Telephone Company of
Iowa, testimony concerning depreciation rates.

lOwa State Utilities Board, Docket No. RPU-93-9, U S WEST Communications,
testimony concerning principles of depreciation accounting and abandonment of
FASB 71 .

Iowa State Utilities Board, Docket No. DPU-Q6-1, U S WEST Communications,
testimony concerning principles of depreciation accounting and abandonment of
FASB 71. .

Iowa State Utilities Board, Docket No. RPU-05-2, Aquila Networks, testimony
supporting recommended depreciation rates.

Kansas Corporation Commission, Docket No. 04~AQLE-1065-RTS, Aquila
Networks- WPE (Kansas), testimony supporting proposed depreciation rates.

Kansas Corporation Commission, Docket No. 03-KGSG-602-RTS, Kansas Gas
Service, a Division of ONE OK_ Inc., rebuttal testimony supporting net salvage
rates. .

Kansas Corporation Commission, Docket No. 06-KGSG-1209-RTS, Kansas Gas
Service, a Division of ONE OK, Inc., testimony supporting proposed depreciation
rates.

Kentucky Public Service Commission, Case No. 97-224, Jackson Purchase
Electric Cooperative Corporation, rebuttal testimony supporting proposed
depreciation rates.

Maryland Public Service Commission, Case No. 8485, Baltimore Gas and Electric
Company, testimony supporting proposed depreciation rates. -

Maryland Public Service Commission, Case No. 9096, Baltimore Gas and Electric
Company; testimony supporting proposed depreciation rates.

Maryland Public Service Commission, Case No. 7689, Washington Gas Light
Company, testimony concerning life analysis and net salvage.

Maryland Public Service Commission, Case No. 8960, Washington Gas Light
Company; testimony supporting proposed depreciation rates.

Maryland Public Service Commission, Case No. 9103, Washington Gas Light
Company, rebuttal testimony supporting proposed depreciation rates.

Commonwealth of Massachusetts Department of Telecommunications and
Energy, D.T.E. 06-55, Western Massachusetts Electric Company, testimony
supporting proposed depreciation rates.

Massachusetts Department of Public Utilities, Case No, DPU 91-52,
Massachusetts Electric Company; testimony supporting proposed depreciation
rates which include a net salvage component.

Michigan Public Service Commission, Case No. U13899, Michigan Consoljdated
Gas Company, testimony concerning service life estimates.

Michigan Public Service Commission, Case No. U~13393, Aquila Networks -
MGU, testimony supporting proposed depreciation rates.

Michigan Public Service Commission, Case No. u-12395, Michigan Gas Utilities,
testimony supporting proposed depreciation rates including amortization
accounting and redistribution of recorded reserves..

Michigan Public Service Commission, Case No. U-6587, General Telephone
Company of Michigan, testimony concerning use of a theoretical depreciation
reserve with the remaining-life technique.

Michigan Public Service Commission, Case No. U-7134, General Telephone
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Company of Michigan, testimony concerning the equal-life group depreciation
procedure.

Minnesota Public Service Commission, Docket No. E-611, Northern States Power
Company, testimony concerning rate of return and general financial requirements.

Minnesota Public Service Commission, Docket No. E-1086, Northern States
Power Company, testimony concerning depreciation rates.

Minnesota Public Service Commission, Docket No. G-1015, Northern States
Power Company, testimony concerning rate of return and general financial
requirements. .

Public Service Commission of the State of Missouri, Case No. ER-2001~672,
Missouri Public Service, a division of Utilicorp United Inc., surrebuttal testimony .
regarding computation of income tax expense.

Public Service Commission of the State of Missouri, Case No. T0-82-3,
Southwestern Bell Telephone Company, rebuttal testimony concerning the
remaining-life technique and the equal-life group procedure.

Publicservice Commission of the State of Missouri, Case No. G0-97-79, Laclede
Gas Company, rebuttal testimony concerning adequacy of database for .
conducting depreciation studies.

Public Service Commission of the State of Missouri, Case No. GR-99-315,
Laclede Gas Company, rebuttal testimony concerning treatment of net salvage in
development of depreciation rates.

Public Service Commission of the State of Missouri, Case No. HR-2004-0024, Aquila
Inc. d/b/a/ Aquila Networks-L & P, testimony supporting depreciation rates.

Public Service Commission of the State of Missouri, Case No. ER-2004-0034, Aquila
inc. d/b/a/ Aquila Networks-L 8 P and Aquila Networks-MPS, testimony supporting
depreciation rates.

Public Service Commission of the State of Missouri, Case No. GR-2004--0072, Aquila
Inc. d/bla/ Aquila Networks-L 8. P and Aquila Networks-MPS, testimony supporting
depreciation rates.

Public Service Commission of the State of Montana, Docket No. 88.2.5, Mountain
State Telephone and Telegraph Company, rebuttal testimony concerning the
equal-life group procedure and amortization of reserve imbalances.

Montana Public Service Commission, Docket No. D95.9.128, The Montana Power
Company, testimony supporting proposed depreciation rates.

Nebraska Public Service Commission, Docket No. NG--0041, Aquila Networks (PNG
Nebraska), testimony supporting proposed depreciation rates.

Public Service Commission of Nevada, Docket No. 92-7002, Central Telephone
Company-Nevada, testimony supporting proposed depreciation rates.

Public Service Commission of Nevada, Docket No. 91-5054, Central Telephone
Company-Nevada, testimony supporting proposed depreciation rates. _

New Hampshire Public Utilities Commission, Docket No. DR95-169, Granite State
Electric Company, testimony supporting proposed net salvage rates.

New Jersey Board of Public Utilities, Docket No. GR07110889, New Jersey
Natural Gas Company, testimony supporting proposed depreciation rates.

New Jersey Board of Public Utilities, Docket No. GR 87060552, New Jersey
Natural Gas Company, testimony concerning depreciation rates.

New Jersey Board of Regulatory Commissioners, Docket No. GR930401 14J, New
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Jersey Natural Gas Company, testimony concerning depreciation rates.

North Carolina Utilities Commission, Docket No. E-7, SUB 487, Duke Power
Company, rebuttal testimony concerning proposed depreciation rates.

North Carolina Utilities Commission, Docket No. P-19, SUB 207, General .
Telephone Company of the South, rebuttal testimony concerning the equal-life
group depreciation procedure.

North Dakota Public Service Commission, Case No. 8860, Northern States Power
Company, testimony concerning general financial requirements.

North Dakota Public Service Commission, Case No. 9634, Northern States Power
Company, testimony concerning rate of return and general financial requirements.

North Dakota Public Service Commission, Case No. 9666, NorthemStates Power
Company, testimony concerning rate of return and general financial requirements.

North Dakota Public Service Commission, Case No. 9741, Northern States Power
Company, testimony concerning rate of return and general financial requirements.

Ontario Energy Board, E.B.R.O. 385, Tecumseh Gas Storage Limited, testimony
concerning depreciation rates.

Ontario Energy Board, E.B.Ro. 388, Union Gas Limited, testimony concerning
depreciation rates.

Ontario Energy Board, E.B.R.O. 456, Union Gas Limited, testimony concerning
depreciation rates. .

Ontario Energy Board, E.B.R.O. 476-03, Union Gas Limited, testimony concerning
depreciation rates.

Public Utilities Commission of Ohio, Case No. 81-383-TP-AIR, General Telephone
Company of Ohio, testimony in support of the remaining-life technique.

Public Utilities Commission of Ohio, Case No. 82-886-TP-AIR, General Telephone
Company of Ohio, testimony concerning the remaining-life technique and the
equal-life group procedure.

Public Utilities Commission of Ohio, Case No. 84-1026-TP-AIR, General
Telephone Company of Ohio, testimony in support of the equal-life group
procedure and the remaining-life technique.

Public Utilities Commission of Ohio, Case No. 81-1433, The Ohio Bell Telephone
Company, testimony concerning the remaining-life technique and the equal-life
group procedure.

Public. Utilities Commission of Ohio, Case No. 83-300-TP-AIR, The Ohio Bell
Telephone Company; testimony concerning straight-line age-life depreciation.

Public Utilities Commission of Ohio, Case No. 844435-TP-AlR, The Ohio Bell
Telephone Company, testimony in support of test period depreciation expense.

Public Utilities Commission of Oregon, Docket No. UM 204, GTE of the Northwest,
testimony concerning the theory and practice of depreciation accounting under
public utility regulation.

Public Utilities Commission of Oregon, Docket No. UM 840, GTE Northwest
Incorporated, rebuttal testimony concerning principles of capital recovery.

Pennsylvania Public Utility Commission, Docket No. R-80061235, The Bell
Telephone Company of Pennsylvania, testimony concerning the proper
depreciation reserve to be used with an original cost rate base.

Pennsylvania Public Utility Commission, Docket No. R-811512, General
Telephone Company of Pennsylvania, testimony concerning the proper
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depreciation reserve to be used with an original cost rate base.

Pennsylvania Public Utility Commission, Docket No. R-811819, The Bell
Telephone Company of Pennsylvania, testimony concerning the proper
depreciation reserve to be used with an original cost rate base.

Pennsylvania Public Utility Commission, Docket No. R-822109, General
Telephone Company of Pennsylvania, testimony in support of the remaining~life
technique.

Pennsylvania Public Utility Commission, Docket No. R-850229, General
Telephone Company of Pennsylvania, testimony in support of the remaining-life
technique and the proper depreciation reserve to be used with an original cost rate
base.

Pennsylvania Public Utility Commission, Docket No. C-860923, The Bell
Telephone Company of Pennsylvania, testimony concerning capital recovery
under competition.

Rhode island Public Utilities Commission, Docket No. 2290, The Narragansett
Electric Company, testimony supporting proposed net salvage rates and
depreciation rates.

South Carolina Public Service Commission, Docket No. 91-216-E, Duke Power
Company, testimony supporting proposed depreciation rates.

Public Utilities Commission of the State of South Dakota, Case No. F-3062,
Northern States Power Company, testimony concerning general financial
requirements and measurements of financial performance.

Public Utilities Commission of the State of South Dakota, Case No. F-3188
Northern States Power Company, testimony concerning rate of return and general
financial requirements.

Securities and Exchange Commission, File No. 3-5749, Northern States Power
Company, testimony concerning the financial and ratemaking implications of an
affiliation with Lake Superior District Power Company.

Tennessee Public Service Commission, Docket No. 89-11041, United lnter-
Mountain Telephone Company, testimony concerning depreciation principles and
capital recovery under competition. -

State of Vermont Public Service Board, Docket No. 6596, Citizens
Communications Company .- Vermont Electric Division, testimony supporting
recommended depreciation rates.

State of Vermont Public Service Board, Docket No. 6946 and 6988, Central
Vermont Public Service Corporation, testimony supporting net salvage rates.

Commonwealth of Virginia State Corporation Commission, Case No. PUE-2002-
00364, Washington Gas Light Company, testimony supporting proposed
depreciation rates.

Public Service Commission of Wisconsin, Docket No. 2180-DT-3, General
Telephone Company of Wisconsin, testimony concerning the equal-life group
depreciation procedure.

Other

Consulting

Activities

Moran Towing Corporation. In Re: Barge TEXAS-97 CIV. 2272 (ADS) and Tug
HEIDE MORAN - 97 CIV. 1947 (ADS), United States District Court, Southern
District of New York.

John Reigle, et al, v. Baltimore Gas a. Electric Co., et al., Case No. C-2001.-73230-
CN, Circuit Court for Anne Arundel County, Maryland.

SR International Business Insurance. Co. vs. C Properties et, al., 01,cv-9291
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(JSM) and other related cases.

BellSouth Telecommunications, Inc. v. Citizens Utilities Company d/b/a/ Louisiana
Gas Service Company, CA No. 95-2207, United States District Court, Eastern
District of Louisiana.

Faculty

Affidavit on behalf of Continental Cablevision, inc. and its operating cable
television systems regarding basic broadcast tier and equipment and installation
cost-of-service rate justification .

Office of Chief Counsel, Internal Revenue Service. In Re: Kansas City Southern
Railway Co., et. al. Docket Nos. 971-72, 974-72, and 4788-73.

Office of Chief Counsel, Internal Revenue Service. In Re: Northern Pacific Railway
Co., Docket No. 4489-69.

United States Department of Justice. In Re: Burlington Northern Inc. v. United
States, Ct. cl. No. 30-72.

Minnesota District Court In Re: Norther States Power Company v. Ronald G. Blank,
et. al. File No. 394126, testimony concerning depreciation and engineering economics,

Depreciation Programs for public utility commissions, companies, and consultants,
sponsored by Depreciation Programs, inc., in cooperation with Western Michigan
University. (1980 1999) .

United States Telephone Association (USTA), Depreciation Training Seminar,
November 1999.

Depreciation Advocacy Workshop, a three-day team-training workshop on
preparation, presentation, and defense of contested depreciation issues,
sponsored by Gilbert Associates, Inc., October, 1979.

Corporate Economics Course, Employee Education Program, Northern States
Power Company. (1968 - 1979)

Perspectives of Top Financial Executives, Course No. 5-300, University of
Minnesota, September, 1978.

Depreciation Programs for public utility commissions, companies, and consultants,
jointly sponsored by Western Michigan University and Michigan Technological
University, 1973.

Professional

Associations

Advisory Committee to the Institute for study of Regulation, sponsored by the
American University and The University of Missouri-Columbia.

American Economic Association.

American Gas Association - Edison Electric Institute Depreciation Accounting
Committee.

Board of Directors, Iowa State Regulatory Conference.

Edison Electric Institute, Energy Analysis Division, Economic Advisory Committee,
1976-1980.

Financial Management Association.

The Institute of Electrical and Electronics Engineers, inc., Power Engineering
Society, Engineering and Planning Economics Working Group.

Midwest Finance Association.

Society of Depreciation Professionals (Founding Member and Chairman, Policy
Committee
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Moderator Depreciation Open Forum, Iowa State University Regulatory Conference, May
1991 .

The Quantification of Risk and Uncertainty in Engineering Economic Studies, Iowa
State University Regulatory Conference, May 1989.

Plant Replacement Decisions with Added Revenue from New Service Offerings,
lowa State University Regulatory Conference, May 1988.

Economic Depreciation, Iowa State University Regulatory Conference, May 1987.

Opposing Views on the Use of Customer Discount Rates in Revenue Requirement
Comparisons, lowa State University Regulatory Conference, May 1986.

Cost of Capital Consequences of Depreciation Policy, lowa State University
Regulatory Conference, May 1985.

Concepts of Economic Depreciation, lowa State University Regulatory
Conference, May 1984.

Rate raking Treatment of Large Capacity Additions, Iowa State University
Regulatory Conference, May 1983.

The Economics of Excess Capacity, Iowa State University Regulatory Conference,
May 1982.

New Developments in Engineering Economics, Iowa State University Regulatory
Conference, May 1980.

Training in Engineering Economy, lowa State University Regulatory Conference,
May 1979.

The Real Time Problem of Capital Recovery, Missouri Public Service Commission,
Regulatory information Systems Conference, September 1974.

Speake r Economics, Finance and Engineering Valuation. Florida Gulf Coast University, .
April 2007. .

Depreciation Studies for Regulated Utilities, Hydro One Networks, Inc., April 2006.

Depreciation Studies for Cooperatives and Small Utilities. TELERGEE CFO and
Controllers Conference, November, 2004.

Finding the "D" in RCNLD (Valuation Applications of Depreciation), Society of
Depreciation Professionals Annual Meeting, September 2001 .

Capital Asset and Depreciation Accounting, City of Edmonton Value Engineering
Workshop, April 2001. .

A Valuation View of Economic Depreciation, Society of Depreciation Professionals
Annual Meeting, October 1999.

Capital Recovery in a Changing Regulatory Environment, Pennsylvania Electric
Association Financial-Accounting Conference, May 1999.

Depreciation Theory and Practice, Southern Natural Gas Company Accounting
and RegulatOry Seminar, March 1999.

Depreciation Theory Applied to Special Franchise Property, New York Office of
Real Property Services, March 1999. .

Capital Recovery in a Changing Regulatory Environment, PowerPlan Consultants
Annual Client Forum, November 1998.

Economic Depreciation, AGA Accounting Services Committee and EEl Property
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Accounting and Valuation Committee, May 1998.

Discontinuation of Application of FASB Statement No. 71, Southern Natural Gas
Company Accounting Seminar, April 1998.

Forecasting in Depreciation, Society of Depreciation Professionals Annual
Meeting, September 1997.

Economic Depreciation In Response to Competitive Market Pricing, 1997 TELUS
Depreciation Conference, June 1997.

Valuation of Special Franchise Property, City of New York, Department of Finance
Valuation Seminar, March 1997.

Depreciation implications of FAS Exposure Draft 158-B, 1996 TLG
Decommissioning Conference, October 1996.

Why Economic Depreciation'?, American Gas Association Depreciation Accounting
Committee Meeting, August 1995.

The Theory of Economic Depreciation, Society of Depreciation Professionals
Annual Meeting, November 1994.

Vintage Depreciation issues, G & T Accounting and Finance Association .
Conference, June 1994.

Pricing and Depreciation Strategies for Segmented Markets (Regulated and
Competitive), lowa State Regulatory Conference, May 1990.

Principles and Practices of Depreciation Accounting, Canadian Electrical
Association and Nova Scotia Power Electric Utility Regulatory Seminar, December
1989.

Principles and Practices of Depreciation Accounting, Duke Power Accounting
Seminar, September 1989. .

The Theory and Practice of Depreciation Accounting Under Public Utility
Regulation, GTE Capital Recovery Managers Conference, February 1989.

Valuation Methods for Regulated Utilities, GTE Capital Recovery Managers
Conference, January 1988.

Depreciation Principles and Practices for REA Borrowers, NRECA 1985 National
Accounting and Finance Conference, September 1985.

Depreciation Principles and Practices for REA Borrowers, Kentucky Association of
Electric Cooperatives, Inc., Summer Accountants Association Meeting, June 1985.

Considerations in Conducting a Depreciation Study, NRECA 1984 National
Accounting and Finance Conference, October 1984.

Software for Conducting Depreciation Studies on a Personal Computer, United
States Independent Telephone Association, September 1984.

Depreciation-An Assessment of Current Practices, NRECA 1983 National
Accounting and Finance Conference, September 1983

Depreciation-An Assessment of Current Practices, REA National Field `
Conference, September 1983.

An Overview of Depreciation Systems, Iowa State ComMerce Commission,
Gctober 1982.

Depreciation Practices for Gas Utilities, Regulatory Committee of the Canadian
Gas Association, September 1981 .

Practice, Theory, and Needed Research on Capital Investment Decisions in the
Energy Supply industry, workshop, sponsored by Michigan State University and
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the Electric Power Research Institute, November 1977.

Depreciation Concepts Under Regulation, Public Utilities Conference, sponsored
by The University of Texas at Dallas, July 1976. `

Electric Utility Economics, Mid-Continen.t Area Power Pool, May 1974.

Honors and
Awards

The Society of Sigma Xi.

Professional Achievement Citation in Engineering, Iowa State University, 1993,

February 2008
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EXECUTIVE SUMMARY

INTRODUCTION

Te chnica l Upda te  of de pre c ia tion  ra te s  for Arizona  P ublic  S e rv ice  Com pa ny
(AP S ) prepa red by Foste r Associa te s , Inc. P a rame te rs  (i.e ., projection curves , pro-
jection lives  and iiuture  ne t sa lvage  ra te s) used in the  upda te  were  accepted by the
Arizona  Corpora tion Commis s ion (ACC) purs ua nt to a  s e ttle me nt a gre e me nt in
Docke t No. E-01345A-03-0437 (De cis ion No. 67744, da te d April 7 ,  2005). De -
pre cia tion ra te s  curre ntly use d by AP S  we re  a pprove d by the  ACC in Docke t No.
E-01345A-05-0816 e t a l. (De cis ion No. 69663, da te d J une  28, 2007). Age  dis tri-
butions  of surviving pla nt a t De ce mbe r 31, 2006 we re  use d in the  2007 upda te  to
de rive  compos ite  s e rvice  life  s ta tis tics  a nd compute d or the ore tica l de pre cia tion
reserves.

Fos te r Associa te s  is  a  public utility e conomic consulting firm he a dqua rte re d
in Be the sda , Ma ryla nd offe ring e conomic re se a rch a nd consulting se rvice s  on is -
s ue s  a nd proble m s  a ris ing from  gove rnm e nta l re gula tion of bus ine s s . Are a s  of
spe cia liza tion supporte d by the  from's  Fort Mye rs  office  include  prope rty se rvice -
life  fore ca s ting, de pre cia tion e s tima tion a nd va lua tion of indus tria l prope rty.

Fos te r As s ocia te s  ha s  unde rta ke n nume rous  de pre cia tion e nga ge me nts  for
both public a nd priva te ly owne d bus ine ss  e ntitie s , including de ta ile d s ta tis tica l life
s tudie s , a na lyse s  of re quire d ne t s a lva ge  ra te s , a nd the  se le ction of de pre cia tion
sys te ms  tha t will mos t ne a rly a chie ve  the  goa ls  of de pre cia tion a ccounting unde r
the  cons tra ints  of e ithe r gove rnm e nt re gula tion or com pe titive  m a rke t pric ing.
Fos te r Associa te s  is . wide ly re cognize d for indus try le a de rship in the  de ve lopme nt
of de pre cia tion sys te ms , life  a na lys is  te chnique s  a nd compute r softwa re  for con-
ducting deprecia tion and va lua tion s tudies  .

The  purpose  of a  te chnica l upda te  is  to a djus t de pre cia tion ra te s  for cha nge s
in the  va ria ble s  a s socia te d with a  re ma ining-life  a ccrua l ra te . P la nt a ccount va ri-
a ble s  include  a n a ge  dis tribution of s urviving pla nt, a  re corde d de pre cia tion re -
se rve  a nd a n a ve ra ge  ne t sa lva ge  ra te  use d in the  ca lcula tion of a  the ore tica l re -
se rve . A technica l upda te  re ta ins  the  pa rame te rs  (i.e ., projection curves , projection
live s  a nd future  ne t sa lva ge  ra te s ) de ve lope d a nd/or a pprove d in the  mos t re ce nt
full de pre cia tion s tudy a nd a djus ts  de pre cia tion ra te s  for subse que nt cha nge s  in
plant, re se rves  and rea lized ne t sa lvage  activity.

The  principa l findings  from the  2007 re vie w a re  summa rize d in the  a tta che d
sta tements . S ta tement A provides  a  compara tive  summary of present and proposed
a nnua l de pre cia tion ra te s  for e a ch ra te  ca te gory. S ta te me nt B provide s  a  compa ri-
son of pre sent and proposed annua l deprecia tion accrua ls . S ta tement C provides  a
com pa ris on of com pute d a nd re dis tribute d de pre cia tion re s e rve s  for e a ch ra te
ca te gory. S ta te me nt D provide s  a  s umma ry of the  compone nts  us e d to obta in a
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weighted ave rage  ne t sa lvage  ra te  for each plant account. S ta tement E provides  a
computa tion of the  e s tima te d future  ne t s a lva ge  ra te  for s te a m production fa cili-
tie s . S ta te me nt F conta ins  Me  computa tion of te rmina l dis ma ntle me nt cos ts  for
s team production facilitie s . S ta tement G provides  a  compara tive  sunnrna ry of pre -
s e nt a nd propos e d pa ra me te rs  a nd s ta tis tics  including proje ction life , proje ction
curve , ave rage  se rvice  life , ave rage  remaining life , and ave rage  and future  ne t sa l-
vage  ra tes.

S C O P E  o F  S TUDY
Unlike  a  full de pre cia tion s tudy in which se rvice  life  a nd ne t sa lva ge  pa ra me -

te rs  a re  e s tima te d from a  ble nding of qua ntita tive  a na lys e s  a nd informe d judg-
m e n t,  Me  c u rre n t s tu d y re ta in s  th e  p a ra m e te rs  a p p ro v e d  in  Do c ke t No .  E -
01345A-03-0437 a nd provide s  a n upda te  of de pre cia tion ra te s  ba se d on a ccount
age  dis tributions and rese rve  ba lances a t December 31, 2006.

The  principa l a ctivitie s  unde rta ke n in the  course  of conducting the  2007
Technical Update  included:

Collection of plant da ta ,

Reconcilia tion of data  to the  officia l records of the  Company,

Computa tion of future  ne t sa lva ge  ra te s  for s te a m production
fa cilitie s ,

Reba lancing of deprecia tion re se rves , and

Deve lopment of adjus ted accrue  ra te s  for each ra te  ca tegory.

DEP RECIATION S YS TEM
A de pre cia tion ra te  is  forme d by combining the  e le me nts  of a  de pre cia tion

sys te m. A de pre cia tion sys te m is  compose d of me thod, a  proce dure  a nd a  te ch-
nique . A de pre cia tion me thod (e .g., s tra ight-line ) de scribe s  the  compone nt of the
sys tem tha t de te rmines  the  acce le ra tion or dece le ra tion of deprecia tion accrua ls  in
re la tion to e ithe r time  or use . A de pre cia tion proce dure  (e .g., vinta ge  group) ide n-
titie s  the  le ve l of grouping or sub-grouping of a s se ts  within a  P la nt ca te gory. The
le ve l of grouping dicta te s  the  we ighting use d to obta in compos ite  life  s ta tis tics  for
a n a ccount. A de pre cia tion te chnique  (e .g., re ma ining-life ) de scribe s  the  life  s ta -
tis tic used in the  sys tem.

APS is  currently us ing a  deprecia tion sys tem composed of the  s tra ight-line
method, broad group procedure , and remaining life  technique for a ll plant catego-
ries . The  present system was accepted by the  ACC in Docket No. E-01345A-03-
0437 without comment as to the appropriateness of the system or a  consideration
of a lte rna tive  sys tems. Accordingly, deprecia tion ra tes  in the  2007 upda te  were
developed using the currently approved system.
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STUDY PROCEDURE

INTRODUCTION
Unlike  a  full deprecia tion s tudy in which projection curves , projection live s

and future net salvage rates are estimated from a statistical analysis of recorded re-
tirements and net salvage realized in the past, a  technical update generally retains
Me  pa ra me te rs  curre ntly use d by the  utility a nd a djus ts  de pre cia tion ra te s  for
known and measurable  changes in the  age distributions of surviving plant, depre-
ciation reserves, and average net salvage rates due to the passage of time. A tech-
nica l upda te  is  intended to a lign deprecia tion ra tes  with the  accounting year the
ra tes will become effective .

S COP E
The s teps  involved in preparing a  technica l update  can be  grouped into five

principa l activities  :

Data colle ction,

Calcula tion of service  life  s ta tis tics ,

Computation of average net salvage rates,

Rebalancing of depreciation reserves, and

Development of accrual rates.

The  scope  of the  2007 upda te  for APS included a  conside ra tion of each of
these tasks as described below.

DATA COLLECTION

l

The database used in the 2007 update was provided to Foster Associates in an
electronic format conta ining plant and reserve  activity over the  period 1971-2006
and age  dis tributions  of surviving plant a t December 31, 2006. Data  used in the
update  were  limited to the  age  dis tributions of surviving plant. Deprecia tion ra tes
currently used by APS were developed using a  broad-group procedure. The reals
ired life  of surviving vintages  de rived from the  dolla r-yea rs  of se rvice  provided
by each vintage  is  not re levant to an upda te  of broad-group deprecia tion ra te s .
Therefore , plant transactions recorded in prior activity years  were  not used in the
update.

Reserve  transactions  recorded in prior activity years  were  used in the  2007
update to derive appropriate average net salvage rates. Depreciation rates currently
used by APS were  derived without considera tion of the  dis tinction be tween aver-
age and future net salvage rates. The assumed equivalency between average and
future net salvage rates was relaxed in the 2007 update  by including prior realized
ne t sa lvage  amounts  in the  computa tion of average  ne t sa lvage  ra tes . (Data  re -
quired for this refinement were assembled after the 2005 update.)
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CALCULATION OF SERVICE LIFE STATISTICS
Composite  remaining lives and average  service  lives used in the  ca lcula tion

of depreciation rates are derived from a tabular arrangement of age distributions of
surviving plant and related statistics. The format of such a  table  is called a genera-
tion a rrangement.

The  age  dis tribution of surviving plant is  a  column of numbers  showing the
dollar amount of investment remaining in service  a t the  beginning of a  study year
from each of the vintages installed in prior years. The sum of an age distribution is
the total plant in service for a  plant category. The source of data  used to construct
an age distribution is a  company's Continuing Property Record (CPR).

Sta tis tics  for each vintage  (i.e ., average  service  life  and remaining life ) con-
ta ined in a  gene ra tion a rrangement a re  de rived from a  madiema tica l ftuaction
ca lled a  survivor curve . The  survivor curve most descriptive  of the  forces  of re -
tirement acting upon a  plant ca tegory is  identified from a  s ta tis tica l ana lys is  of
past re tirement experience , coupled with a  considera tion of how these  forces are
likely to change in the  future . The collection of past re tirements used in the  sta tis-
tical analysis can be viewed as a  random sample from an unknown parent popula-
tion. The objective  of a  life  analysis  is  to estimate  Me parameters  (i.e ., mean ser-
vice life  and dispersion characteristics) of the parent population. The mean service
life  of the  popula tion which be s t de scribe s  the  timing of pa s t and future  re tire -
me nts  is  ca lle d a projection li/'Ye and the  survivor curve selected to describe the
forces  of re tirement acting upon the  popula tion is  ca lled a  proje ction curve . A
technica l upda te  genera lly re ta ins  the  se rvice  life  pa ramete rs  es timated in a  full
deprecia tion s tudy. S ta tis tics  for each vintage , however, a re  upda ted to re flect
known and measurable changes in the age distributions of surviving plant.

COMPUTATION OF AVERAGE NET SALVAGE RATES
Estimates of the net salvage rates applicable to future retirements are  derived

in a full depreciation study from an analysis of gross salvage and removal expense
realized in the past and a  consideration of future expectations which may dictate  a
departure  from historica l indica tions. Future  net sa lvage ra tes adopted from such
an analysis are retained as fixed parameters in a technical update .

The average net sa lvage ra te  for an account or plant function is  derived Nom
a  dire ct dolla r we ighting of a ) his torica l re tire me nts  with his torica l (or re a lize d)
net salvage rates and b) future retirements (i.e ., surviving plant) with the estimated
future  net salvage ra te . Average net salvage ra tes will change, therefore , as addi-
tional years of retirement and net salvage activity become available  and as subse-
quent plant additions alter the weighting of future net salvage estimates .

Future  ne t sa lvage  ra tes  for s team production facilities  were  adjusted in the
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2005 upda te  for e s tima te d te rmina l disma ntle me nt cos ts  re fle cting cos ts  pe r kW
derived in dismantling s tudie s  conducted in 2002 for the  Nava jo and Four Corne rs
ge ne ra ting s ta tions . This  tre a tme nt, a s  a pprove d in Docke t No. E~01345A-05~
0816 e t a l., was re ta ined in the  2007 upda te . As noted ea rlie r, the  assumed equiva~
e ncy be twe e n a ve ra ge  a nd future  ne t sa lva ge  ra te s  re fle cte d in the  2005 upda te

wa s  re la xe d in the  2007 upda te  by including prior re a lize d ne t sa lva ge  a mounts  in
the  computa tion of ave rage  ne t sa lvage  ra te s . S ta tement F provides  a  computa tion
of te rmina l disma ntle me nt cos ts  use d in S ta te me nt E to de rive  future  ne t sa lva ge
ra te s  for s te a m production fa cilitie s . The  dis tinction be twe e n a ve ra ge  a nd future
ne t sa lvage  ra tes  is  shown in S ta tement D.

REBALANCING OF DEP RECIATION RES ERVES
Although re se rve  records  a re  typica lly ma inta ined by va rious  account cla ss ifi-

ca tions , the  tota l re s e rve  for a  com pa ny is  the  m os t im porta nt m e a s ure  of the
s ta tus  of the  compa ny's  de pre cia tion pra ctice s  a nd proce dure s . If a  compa ny ha s
not pre vious ly conducte d s ta tis tica l life  s tudie s  or cons ide re d re tire me nt dispe r-
s ion in se tting deprecia tion ra te s , Ir is  like ly tha t some  accounts  will be  ove rdepre -
cia te d a nd othe r a ccounts  will be  unde rde pre cia te d re la tive  to a  ca lcula te d the o-
re tica l re s e rve . Diffe re nce s  be twe e n the ore tica l a nd re corde d re s e rve s  will a ls o
a rise  a s  a  norma l occurre nce  whe n se rvice  live s , dispe rs ion pa tte rns  a nd ne t sa l-
vage  e s tima tes  a re  changed in the  course  of deprecia tion reviews. It is  appropria te ,
the re fore , a nd cons is te nt with group de pre cia tion the ory to pe riodica lly re dis trib-
ute  re corde d re se rve s  a mong the  va rious  prima ry a ccounts  ba se d upon the - mos t
recent estimates of re tirement dispersion and ne t sa lvage  ra tes .

A reba lancing of recorded re se rves  is  cons is tent with the  objective s  of a  te ch-
nica l upda te  a nd is  cons ide re d a ppropria te  for AP S . De pre cia tion ra te s  a dopte d in
Docke t No. E-01345A-03-0437 we re  de rive d from re ba la nce d re se rve s  obta ine d
from a  se t of pa rame te rs  diffe rent from those  used in the  formula tion of the  se ttled
re ma ining-life  a ccrua l ra te s . Re s e rve  imba la nce s  a mortize d in die  s e ttle d ra te s
we re  the re fore  incons is te nt with the  re a ligne d de pre cia tion re se rve s . Accordingly,
re s e rve s  we re  re ba la nce d in  the  2005 upda te  a nd a pprove d in  Docke t No. E-
01345A~05-0816 e t a l. The  re ba la ncing of re s e rve s  unde rta ke n in the  2007 up-
da te  will re e s tablish cons is tency be tween measured re se rve  imba lances  a t Decent
Ber 3 l : 2006 and the  pa rame te rs  used in the  formula tion of upda ted rema ining-life
accrua l ra te s .

A redistribution of the  recorded reserve  was achieved for APS by multiplying
the  ca lcula ted reserve  for each primary account. within a  function (or plant loca-
tion) by the  ra tio of the  function (or location) tota l recorded reserve to the  function
(or location) tota l ca lcula ted reserve . The sum of the  redistributed reserves within
a  function (or loca tion) is , the re fore , equa l to the  function (or loca tion) tota l re -
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corded deprecia tion re se rve  be fore  the  redis tribution.

S ta tement C provides a  comparison of the  recorded, computed and reba lanced
reserves fo r  AP S a t  De c e m b e r  3 1 , 2006. The re corde d re s e rv e  wa s
$3,614,l42,744, or 38.0 pe rce nt of the  de pre cia ble  pla nt inve s tme nt. The  corre -
s ponding compute d re s e rve  is  $3,l8l,460,30l or 33.5 pe rce nt of die  de pre cia ble
pla nt inve s tme nt. A proportiona te  a mount of the  me a sure d re se rve  imba la nce  of
$432,682,443 will be  a mortize d ove r the  compos ite  we ighte d-a ve ra ge  re ma ining
life  of each ra te  ca tegory.

DEVELOPMENT oF ACCRUAL RATES
The  goa l or objective  of deprecia tion accounting is  cos t a lloca tion over the

economic life  of an a sse t in proportion to the  consumption of se rvice  potentia l.
Idea lly, the  cos t of an a sse t-which represents  the  cos t of obta ining a  bundle  of
se rvice  units -should be  a lloca ted to future  pe riods  of ope ra tion in proportion to
the  amount of service  potentia l expended during an accounting interval. The ser-
vice  potentia l of an asse t is  die  present value  of future  net revenue (i.e ., revenue
less expenses exclusive of depreciation and other non-cash expenses) or cash in-
flows attributable to the use of that asset alone.

De pre cia tion ra te s  curre ntly us e d by AP S  we re  de ve lope d us ing a  s ys te m
com pos e d of the  s tra ight-line  m e thod, broa d-group proce dure ,  re m a ining-life
te chnique . De pre cia tion ra te s  propose d in the  upda te  We re  de ve lope d us ing the
currently approved system.
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STATEMENTS

introduction
This  s e ction provide s  a  compa ra tive  summa ry of de pre cia tion ra te s , a nnua l

de pre cia tion a ccrua ls , re corde d a nd compute d de pre cia tion re se rve s , a nd pre se nt
a nd propos e d s e rvice  life  a nd ne t s a lva ge  pa ra m e te rs  for AP S . The  conte nt of
these  s ta tements  is  brie fly described be low.

S ta te me nt A provide s  a  compa ra tive  summa ry of pre se nt a nd
proposed annua l deprecia tion ra te s  for ca lenda r yea r 2007 us-
ing Me  s tra ight-line  rne diod, broa d group proce dure , re ma in-
ing-life  te chnique .

S ta te me nt B provide s  a  compa rison of pre se nt a nd propose d
annua lized deprecia tion accrua ls  for ca lenda r yea r 2007 based
upon the  ra te s  deve loped in S ta tement A.

S ta tement C provides  a  comparison of recorded and computed
rese rves for each ra te  ca tegory and se ts  forth the  computa tions
us e d to re dis tribute  re corde d re s e rve s  a mong prima ry pla nt
accounts .

Statement D provides a summary of the components used to
obtain a weighted average net salvage rate for each rate cate-
gory.

Statement E Provides a computation of the estimated future
net salvage rate for steam production facilities.

Statement F contains the computation of tenninal dismantle-
ment costs for steam production facilities.

Statement G provides a comparative summary of present and
proposed parameters including projection life, projection
curve and future net salvage rates. The statement also con-
tains present and proposed statistics including average service
life, average remaining life, and average net salvage rates.

P re se nt de pre cia tion a ccrua ls  shown on S ta te me nt B a re  the  product of pla nt
inve s tme nts  (Column B) a nd the  pre se nt de pre cia tion ra te s  (Column D) shown on
S ta tement A. These  a re  the  e ffective  ra te s  used by AP S  for the  mix of investments
re corde d on De ce mbe r 31, 2006. S imila rly, propose d de pre cia tion a ccrua ls  shown
on S ta te me nt B a re  the  product of pla nt inve s tme nts  a nd propos e d de pre cia tion
ra te s  (Column H) shown on S ta te me nt A. P ropose d a ccrua l ra te s  shown on .S ta te -
me nt A a re  give n by:

1.0 - Reserve Ratio .- Future Net Salvage Rate
Accrual Rate =

Remaining Life

\
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Accrual
Rate

Rem.
Life

Proposed (at 12/31/2006)
Total

Investment Net Salvage Rate

Present
Future

SalvageAccount Description

ARIZONA PUBLIC SERVICE COMPANY
Component Accrual Rates

Present: BG Procedure / RL Technique
Proposed: BG Procedure I RL Technique

Statement A

A B c D E H l=G+H

29.54
4.28

12423
2.14

12.20
11.99
11.53
11.18

-15.0% 2.49%
11 .85%
4.63%
1.30%
4.72%
4.10%
5.00%
4.10%
5.53%

0.34%
0.01%

-0.09%
-0.04%

2.83%
11 .GB%
4.54%
1 .2B%
4.72%
4.86%
4.99%
3.86%
5.61%

2.94%
12.48%
4.99%
4.83%
4.99%
4.99%
5.25%

14.09%
8.23%

-0.04%
-0.01 %
-0.24%
0.08%

2.92% 2.82% 0.14% 2.97%

2.29%
2.83%
2.78%
2.35%
3.40%
2.72%

2.08%
2.47%
2.75%
2.04%
3.02%
2.44%

0.38%
0.46%
0.41%
0.37%
0.56%
0.43%

2.46%
2.93%
3.16%
2.41 %
3.58%
2.87%

11.97
11.20
11.90
11.86
11.63

-15.8%
-16.3%
-15.8%
-15.9%
-18.1 %

2.60%
4.27%
3.44%
3.38%
5.10%
3.94%

4.58%
3.84%
3.08%
2.44%
4.42%
3.63%

0.B4%
0.60%
0.44%
0.36%
0.68%
0.55%

5.22%
4.44%
3.52%
2.80%
5.08%
4.18%

26.78
20.48
25.56
25.09
20.74

-18.1%
-19.0%
-18.3%
-18.4%
-19.1%

2.55%
2.62%
2.29%
2.22%
3.02%
2.50%

2.26%
2.28%
2.56%
1.95%
2.71%
2.21%

0.35%
0.41 %
0.35%
0.33%
0.48%
0.39%

2.62%
2.69%
2.92%
2.28%
3.19%
2_6B%

27.97
21.56
28.16
26.87
21.91

-21.7%
-20.9%
-21 .8%
-21 .5%
-20.8%

2.27%
2.72%
3.01%
2.35%
3.07%
2.72%

1.92%
2.36%
2.81%
2.02%
2.69%
2.41 %

0.38%
0.47%
0.45%
0.39%
0.53%
0.45%

2.30%
2.83%
3.26%
2.41%
3.22%
2.86%

GENERAL PLANT
390.00 Structures and improvements
391 .CM Office Fum. and Equip. - Computer
391.FE Office Fum. and Equip. - Furniture
393.00 Stores Equipment
394.00 Tools, Shop'and Garage Equipment
395.00 Laboratory Equipment
397.00 Communication Equipment
398.00 Miscellaneous Equipment

Total General Plant

TOTAL UTILITY

STEAM PRODUCTION (by Unit)
Cholla
311 .00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholla

Cholla Unit 1
311.00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units.
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholera Unit 1

Cholla Unit 2
311 .00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholla Unit 2

Cholla Unit 3
311 .of Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholla Unit 3

Cholla Common
311 .00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholla Common

28.01
23.38
27.18
27.19
24.23

~18.9%
-19.3%
-19.0%
-19.0%
-19.3%

2.23%
2.93%
2.24%
2.50%
3.35%
2.50%

1 .89%
2.50%
2.46%
2.49%
3.01%
2.27%

0.36%
0.50%
0.26%
0.46%
0.57%
0.44%

2.25%
3.00%
2.72%
2.95%
3.58%
2.71 %
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Accrual
Rate

Rem .
Life

Present
Future

SavageAccount Description

Proposed (at 12/31/2006)
Total

Investment Net Salvage Rate

ARIZONA PUBLIC SERVICE COMPANY
Component Accrual Rates

Present: BG Procedure/ RL Technique
Proposed: BG Procedure I RL Technique

Statement A

A B c D E H l=G+H

8.99
8.98

-28.5%
-28.4%

4.37%
8. 18%
5.42%

e,02%
6.53%
4.62%

1.61 %
1 .7G%
1.24%

7.63%
8.29%
5.86%

2.82%
2.83%
2.92%
2.86%
2.70%
3.35%
2.80%

2.65%
3.02%

-3.45%
2.94%
2.67%
3.46%
2.83%

0.04%

0.01%
0.01%
0.06%
0.03%

2.65%
3.06%

-3.45%
2.95%
2.68%
3.52%
2.86%

-0.2%
2.68%
3.26%

0.01 %
0.03%

2.G9%
3.29%

18.78
18.37
1.00

17.81
17.80
15.87

-0.4%
-0.4%
-0.8%

2.63%
2.76%
1.47%
2.84%
2.70%
3.28%
2.76%

3.15%
2.75%
3.41%
3.08%

0.02%
0.01%
0.04%
o.02%

3.17%
2_76%
3.45%
3.10%

19.70
19.32 -0.2%

2.73%
3.22%

2.70%
3.21% 0.08%

2.70%
3.29%

18.74
18.71
16.82

-0.4%
-0.5%
40.7%

3.13%
2.86%
3.63%
3.10%

3.09%
2.80%
3.61%
3.07%

0.02%
0.02%
0.04%
0.05%

3.11%
2.82%
3.65%
3.12%

21 .58
21 .03

2.50
20.33
20.40
17.88

-0.3% 0.04%

-0.4%
-0.5%
-0.8%

2.52%
2.67%
2.92%
2.73%
2.62%
3.20%
2.67%

2.47%
2.61 %

-3.45%
2.66%
2.54%
3_17%
2.40%

0.02%
0.01%
0.04%
0.02%

2.47%
2.65%

-3.45%
2.68%
2.55%
3.21%
2.43%

21.55
21.36 -0.2%

2.66%
4.07%

2.85%
4.04%

0.01%
0.01%

2.86%
4.05%

20.51 -0.4% 3.07% 3.01% 0.03% 3.04%

315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Saguaro Units 1-2

NUCLEAR PRODUCTION (by Unit)
Palo Verde
321.00 Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde

Palo Verde Unit 1
321 .00 Structures and improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Unit 1

Palo Verde Unit z
321 .00 Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Unit z

Palo Verde Unit 3
321.00 Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Unit 3

Palo Verde Water Reelamatlon
321 .00 Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Water Reclamation
18.15 -0.8% 3.45%

2.66%
3.40%
2.85%

0.08%
0.01 %

3.48%
2.8G%

Palo Verde Common
321 .00 Structures and Improvements
322.00 Reactor Plant Equipment

21.59
21.05 -0.3%

2.61%
2.74%

2.58%
2.59%

0.01%
0.07%

2.59%
2.66%
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Proposed (at 12/31/2006)
. Total

Investment Net Salvaqe Rate
Rem.
Life

Accrual
Rate

Present
Future

SalvaqeAccount Description

ARIZONA PUBLIC SERVICE COMPANY
Component Accrual Rates

Present: BG Procedure / RL Technique
Proposed: BG Procedure IRL Technique

Statement A

A 8 C D E H l=G4-H

33.54
33.54
33.54

2.72%
2.72%
2.72%

2.71%
2.71%
2.71 %

2.71 %
2.71 %
2.71 %

2.72% 2.71% 2.71 %

2.03 -10.59% 3.09% 0.02% 3.11%

11.50
7.56
7.86

8.17%
6.07%
6.30%

5.63%
5.52%

0.13% 5.76%
5.52%

5.54% 5.56% 0.13% 5.69%

Saquaro CT Unit 3
341 .00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 MiscellaneOus Power Plant Equipment

Total Saguaro CT Unit 3

Solar Url ts
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prlme Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total Solar Units

Sundance
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
348.00 Miscellaneous Power Plant Equipment

Total Sun Dance .

33.89
33.89
33.89
33.89
33.89
33.89

1.94%
1.93%
1.94%
2.14%
1.92%
1.92%
1.94%

1 .86%
1.86%
1.86%
1 .be%
1 .86%
1 .be%
1 .86%

1.86%
1 .86%
1.86%
1 .86%
1.86%
1.86%
1.86%

2.57%
2.96%
2.51%
2.98%
2.82%
2.78%
2.78%

2.42%
2.88%
2.48%
2.96%
2.86%
2.99%
2.74%

-0.03%
-0.06%
-0.01 %
-0.01%

0.03%

2.39%
2.82%
2.47%
2.95%
2.86%
2.99%
2.77%

-5.0%
-5.0%

2.57%
3.24%

3.48%
3.13%

0.17%
0.15%

3.65%
3.28%

West Phoenix
34.1 .00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
336.00 MiscellaneousPowerPlant Equipment

Total West Phoenix

West Phoenix cc Units 1-3
341.00 Structures and Improvements 25.21
342.00 Fuel Holders, Products and Accessories 25.65
343.00 Prime Movers
344.00 Generators and Devices
845.00 Accessory ElectricEquipment
346.00 Miscellaneous Power PlantEquipment

Total West Phoenix cc units 1-3

23.95
24.59
24.26

-2.0% 3.30%
2.94%
2.56%
3.22%

3.42%
3.05%
2.68%
3.32%

0.06%

0.07%

3.48%
3.05%
2.88%
3.39%
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Rem.
Life

Accrual
Rate

Proposed (at 12/31/2006)
Total

Investment Net Salvage RateAccount Description

Present
Future

Salvage

ARIZONA PUBLIC SERVICE COMPANY
Component Accrual Rates

Present: BG Procedure / RL Technique
Proposed: BG Procedure I RL Technique

Statement A

A B c D E H l=G+H

47.72
.45.34
45.03
33.60
47.20
46.63

-5.0%
-5.0%
-2.0%
-2.0%
-5.0%
-5.0%

1.94%
1.99%
1.99%
2.56%
2.18%
2.05%
2.10%

1 .87%
1.89%
1.94%
2.49%
2.04%
2.01%
2.04%

0.10%
0.09%
0.04%
0.05%
0.10%
0.10%
0.05%

1.97%
1.98%
1.98%
2.54%
2.14%
2.11 %
2.09%

2.88% 2.68% 2.88%

2.80%
2.80%
2.88%

2.73%
2.68%
2.68%
2.B5%
2.70%

2.73%
2.68%
2.68%
2.85%
2.70%2.81%

-5.0%
-5.0%

0.08%
0.10%

12.12
12.03
11.88
10.75
11.27
12.02

1 .B4%
1 .88%
2.38%
2.93%
2.22%
3.55%
2.52%

0.08%

1.63%
1.91%
2.33%
2.91%
1.46%
3.50%
2-41% 0.02%

1.72%
1.98%
2.38%
2.93%
2.28%
3.65%
2.53%

25,21 -5;0% 2.57% 1 .22% 0.11% 1 .33%

2.57% 1 .22% 0.11% 1.33%

-5.0%
-5.0%

0.17%
0.05%

11.35
11.00
10.81

9.09
10.37
10.90

3.87%
0.95%
0.62%
1.39%
1.24%
1.81%
1.06%

0.05%

West Phoenix CC unit 4
341 .00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total West Phoenix CC Unlt 4

West Phoenix cc Unit 5
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total West Phoenix cc Unit 5

West Phoenix CT Units 1-2
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total West Phoenix CT Units 1-2

West Phoenix Common
341 .00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
34-4.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 MiscellaneOus Power Plant Equipment

Total West Phoenix Common

Yucca cT Units 1-4
341.00 Structures and improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total yucca cT Url ts 1-4

3.54%
0.89%
0.61%
1.34%
3.03%
1.74%
1.27% 0.02%

3.71 %.
0.94%
0.81%
1.34%
3.08%
1.74%
1.28%
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DifferencePresent

12/31/0S
Plant

Investment
Proposed 2007 AnnualizedAccrual

Investment Net Salvage TotalAccount Description

ARIZONA PUBLIC SERVICE COMPANY
ComponentAccruals

Present BG Procedure/ RL Technique
Proposed: BG Procedure/ RL Technique

Statement B

A B c D E F=D* E l=F-C

$138,579,631
B6B,27S,295
219,541,405
147,251 ,148
69,375,726

$1 ,441,124,205

$5, 191,119
M,593,322
7,899,449
4,354,278
3,256,209

$55,314,377

$4,694,838
31 ,121,518
7,342.521
4,044,321
2,992,055

$50,195,054

$760,098
5,351 ,149
1,239,369

718,297
566,820

$8,633,733

$5,454,736
35,472,668
a,sa1 ,890
4,760,618
3,558,875

$5B,B2B,7B7

$263,617
-1 ,B79134B

5B2,441
398,340
292,686

$3,514,410

$40,503
480,184

$655,897,939
1,012,799,808

25,412,774
346,214,356
272,620,11 s
136,864,757

$2,449,809,762

$17,184,500
28,700,568

742,053
9,905,478
7v355,510
4,5811908

$688480,017

$17,388,243
30,61 B,385

(B7B,741)
10,179,215
7,293\638
4,732,609

$69,335,350

70.347
34,106
80,870

$685,010

$17,425,745
31 ,078,569

(B75,741 )
10,249,563
7,327,744
4,813,479

$70,021 ,360

$244,246
2,378,001

(1 ,S1B,794)
344,085
(37,766)
231,571

$1,541 ,343

$59,291 ,507
34,613,534

598,430,579
525,959,062
83,732,034
7,450,329

$1 ,3D9,497,045

51,4660067
893,555

13,807,962
15,577,588
1,940,502

192,438
$33,8781112

$1,439,318
862,957

13,250,209
15,211,544
1,951,446

199,331
$32,914,803

$172,510
37,652
93,793

200,454
10,233

57B
$515,220

$1 _s11 ,ans
900,609

13,344,002
15,411 ,sea
1 ,961 ,879

199,909
$33,430,023

$145,759
7,054

(453,960)
(1G5,59D)

21,177
7,471

($448,0B9)

$77$95,935
75,923,819

1,329,315
1,358,890
1,947,677

$81 ,663,637

($249)
1 081,549

19,275
30,755
40,708

$1 152,035

$1,650
1,315,397

21,136
24,604
34,669

$1,397,455

7,444
3,e91

11 .297
$22,509

$11727
1,315,397

28,580
28,295
45,968

$114191955

$1 ,976
253,B48

9,305
(2,460)
5,2eo

$267,929

$87,054
(153,262)
151,561
11 B,D81
2G3,1B5
277,782

1,330,899
603,460
597,984

(128815)
(169,345)

$31,762
SI ,305

(353,748)
21 ,469

(131593)

$35,291,471
306,524,699
303,122,639
107,346,729
263,185,415
555,563,658

1,109,082,835
503,459,502
29B,982,155
a8,439,171
80,640,305
2,122,429

38,628,808
69,468,873

$3,85B,B58,78B

$758,767
8,495,324
7,911,501
2,200,508
5,211,071
6,868,754

36,045,192
14,422,884
7,713,740
3,254,561
2,435,337

78,105
B26,5BB

2,021 ,544
$95,044,786

$723,475
6,712,891
7,398,192
21103,996
4,816,293
5,355,952

35,823,378
14,845,106
7,354,961
3,289,937
2,524,042

81,289
694,762

1,799,244
$94,554,546

131,827
298,716

$3,394,107

$790,529
6,559,629
7,547,753
2,222,071
5,079,478
B,BSS,7S4

37,154,275
151448,556
7,952,925
s, 166,122
2,354,597

81,289
826,589

2,097,960
$97,948,653

1,10sa,oaa
1 ,025,B82

239,185
(88,439)
(80,540)

3,184
1

76,416
$1 ,903,BS7

STEAM PRODUCTION
311 .00 Structures and Improvements
312.00 Boiler Plant Equipment
s14,oo Turbogenerator Units
s1s.oo Accessory Electric Equipment
316.00 MiscellaneOus Power Plant Equipment

Total Steam Production Plant

NUCLEAR PRODUCTION
321.00 Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Nuclear Production Plant

OTHER PRODUCTION
341 .00 Structures and Improvements
342,00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
345.D0 Miscellaneous Power Plant Equipment

Total Other Production Plant

TRANSMISSION PLANT
352.02 Structures and Improvements
353.00 Station Equipment
354.00 Towers and Fixtures
355.00 Poles and Fixtures
358.00 Overhead Conductors and Devices

Total Transmission Plant

DISTRIBUTION PLANT
361 .of Structures and Improvements
362.00 Station Equipment
364.01 Poles, Towers and Fixtures - Wood
364.02 Poles, Towers and Fixtures - Steel
365.00 Overhead Conductors and Devices
366.00 Underground Conduit
357.00 Underground Conductors and Devices
388.00 Line Transformers
369.00 Services
370.01 Meters - Electronic
370.02 Meters - Eledmmechanieal
370.03 Meters - AMI
371 .00 Installations on Customers' Premises
373.00 Street Lighting and Signal Systems

Total Distribution Plant

GENERAL PLANT
390.00 Structures and Improvements
391 ,CM Office Fum. and Equip. - Computer
391.FE OtTlce Fum. and Equip. - Furniture
393.00 Stores Equipment
394.00 Tools, Shop and Garage Equipment
395.00 Laboratory Equipment
397.00 Communication Equipment
39B.00 Miscellaneous Equipment

Total General Plant

TOTAL UTILITY

$370,685
7,2a8

(35,869)
(495)

$3,085,415
B,S43,S65
1IB09,3B9

15,593
849,410
81,333

5,3821574
416,997

520,284,376

$281 ,933,164

($11 e,927)
(437,285)
(179,345)

(44,181 )
(48,559)
(5,760)

(2B0,455)
(1 _ 105,1 Sc)

($2,220,592)

$4,558,768

$109,025,244
72,BBO,B1B
39,B54,379
1,237,555

17,995,956
1,745,351

107,867,210
10,803,034

$381,4091567

$9,502,363,D04

$3,205,342
9,080,950
1 ,9BB,734

59,774
897,999

B7,093
515631029
1,522,147

$22,505,088

$277,374,398

$2\714,729
8,836,377
1,845,258

16,088
a49,410
82,031

5,3931361
442,924

$19,980,178

$268,377,387

(698)
(10,787)
(25,927)

$304, 198

$13,555,777

STEAM PRODUCTION (by Unit)
Cholla
311 .of Structures and improvements
312.00 Boiler Plant Equipment
314.00 Turbogeneralor Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholla

$58,205,941
308,996,840
1D0,8SD,244

86,007,460
22,246,033

$574,318,318

$1 ,2BB,54B
8,7451049
2,B00,742
2,018,733

755,768
$15,806,840

so ,172,99B
71624v995
2,764,291
1,755,494

671,759
$13,989,547

$2131511
1,407.203

417,046
312,084
121.925

$2,471 ,769

$1 ,386,5D9
9,032,198
3,181 ,337
21067,578

7931894
$18,451 ,316

$99,961
287,149
350,595
48,545
37,925

$B54,476
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DifferencePresent

12131/DB
Plant

Investment
Proposed 2007 Annualized Accrual

Investment Net Salvage TotalAccount Description

ARIZONA PUBLIC SERVICE COMPANY
Component Accruals

Present BG Procedure I RL Technique
Proposed: BG Procedure / RL Technique

Statement B

A B c D E F=D4E l=F~C

$3,295,357
2B,121,775
10,355,815
4,406,162
2,432,224

$48,811,334

$85,679
1,200,800

356,240
148,928
124,043

$1 ,e15,690

$150,927
1,079,876

318,959
107.510
107,504

$1 ,764,776

$21,090
168,731
45,586
15,862

. 16,053
$267,302

$172,017
1,248,607

364,525
123,372
123,557

$2,032,078

$86,338
47,807

s_2a5
(251555)

(486)
$11B,388

$5,174,546
14B,l/29,007
371898,196
44,315,997

5,811,681
$241,929,507

$132,471
3,896,700

B671869
9831815
175,512

$6,056,367

$116,947
3,391,021

970,194
864,162
157,496

$5,499,820

51a_s29
6091789
136,434
146,243

27,896
$938,991

$135,575
4,000,810
1,106,828
1,010,405

185,392
$8,438,811

$3,105
104,11 o
23B,759
26,590

s,aa0
$382,444

$9,715,839
106,B20,997

51 ,721 ,209
30,762,032
4,592,563

$203,812,440

$220,545
2,9051531
1,556,808

722,908
140,992

55,546,784

5186,540
2,520,976
1,453,388

621,393
123,540

$4,905,815

$36,919
502,059
232,745
1191972

24,341
$916,036

$223,459
3,023,035
1,6ae,111

741,365
1471881

$51821,851

$2,914
117,504
129,303
181457

e,889
5275,667

Cholla Unit 1
311.00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholla Unit 1

Cholla Unit 2
311 .00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
318.00 Miscellaneous Power Plant Equipment

Total Cholla Unit 2

Cholla Units
311.00 Structures and Improvements
312.00 BOiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Cholla Unit 3

Cholla Common
311.00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

TOtal Cholla Common

$3B,020,299
25,324,881

BB5,D23
6,523,269
9,409,585

$80,153,037

$847,853
742,018
19,825

163,082
315,221

$2,D87,999

$718,584
6331122
21 ,772

182,429
283,229

$1 ,819,1 as

$136,873
1261824

2.301
30,007
53,635

$349,440

$855,457
759,746

241073
1924436
336,864

$2,168,576

$7,604
17,728
4,248

29,354
21.543

$50,577

Four Corners
311 .00 Structures and Improvements
312,00 Boiler Plant Equipment
314.00 Turbogenetator Units
315.00 Accessory Elec1l*ic Equipment
316.00 Miscellaneous Power Plant Equipment

Total Four Corners

$48,048,851
349,955,550

62,359,121
35,852,784
22,D1S,19D

$514,242 296

$2,598,166
17,503,677
3,004,610
1,451,763
1,182,617

$25,840,833

$2,438,226
16,460,195

2,BB3,113
1,430,481
1.216,209

$24,428,224

$345,140
2,604,712

404,522
233,298
196,735

$3,784,507

$2,783,356
19,064,907
3,287,735
11663,779
1,412,944

$2a,z12,731

$185,200
1,461 ,230

283.125
212,016
230,327

$2,371,898

Four Corners Units 1~3
311 ,of Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
318.00 Miscellaneous Power Plant Equipment

Total Four Corners Units 1-3

$32,339,545
231 ,7B4,994
45,995,209
1a,s49,273

9,523.234
$338,483,356

$2,198,484
13,768,029
2,511,338
1,019,746

724,718
$20,222,315

$2_111,191
13,420,351
2,4881341
1,021 ,631

786,519
$19,828,133

$265,111
1,8/7,458

308,168
131,945
103.803

52,686,485

52,375,302
151297,809
2,795,509
1,153,575

890,422
$22,514,518

$177,s1 B
1,529,780

285v171
133,830
1651704

$2,292,303

Four Corners Units 4-5
311.00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Four Comers Units 4-5

$9,135,540
102,97e,037
14,385,412
1D,B54,937
2,955,566

$140,321 ,492

$256,709
3,357,084

451,733
338,674
1081280

$4,512,480

$190,019
2,512,654

339,519
270,288
81,877

$3,394,357

$51,159
617,BGB
86,318
72,728
19,579

$847,652

$241 ,178
3,130,532

425,837
343,016
101,456

$4,242,019

(515,531 )
(225,552)
(25,B9G)

4,342
(6,824)

($270_461)

Four Corners Common
311.00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315,00 Accessory Electric.Equipment
316.00 Miscellaneous Power Plant Equipment

Total Four Corners Common

$44582,455
15,192,519
1,98/,500
4,14B,574
9,525,390

$35,437,448

$142,973
478,564
41 ,539
93,343

349,519
$1 ,1D6_038

$137,016
527,180
55,253

138,562
347,713

$1 ,20s_724

$28,870
109,355
10,135
28,825
73,353

$250,370

$155,886
636,568
65,389

167,187
421,068

$1 ,45B,D94

$22,913
15B,002
23,850
73,a44
71 ,447

$350,055

Navajo Units 1-3
311 .00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Navajo Units 1-3

$27,500,545
161 _953,a11
24,899,305
20_S51 ,145
16,422,485

$251,257,592

$929,529
5,912,409

706,400
505,079
663468

$8,816,885

$789,274
5. 151 _ass

605,133
524,539
594,494

$7,654,525

$1 10,003
793,721

86,44 R
74,344
90,324

$1 ,154,a4 H

$899,277.
5_944,soe

591,581
5981883
BB4,B18

$8,819,365

($30,252)
32,397

(t4,819)
(6,195)
21,350
$2,480
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DifferencePresent

12/31 /08
Plant

I investment
Proposed 2007 Annualized Accrual

Investment Net Salvage TotalAccount Description

ARIZONA PUBLIC SERVICE COMPANY
Component Accruals

Present: BG Procedure I RL Technique
Proposed: BG Procedure / RL Technique

Statement B

A B c D E F = D  E I=F-C

$3,796,296
24,515,446
15,372,486
2,911,999
5,415,015

852,011,242

$193,991
1,051,713

616,437
121,430
395,379

$2,379,950

$144,259
B26,171
455,786
103,378
295,560

$1 ,B35,252

$50,870
2B4,767
162,948

34,944
100,178

$513,707

$195,129
1,090,938

62B 1 /̀34
13B,320
395,838

$2,448,959

$1 l13B
39,225
12,297
18,890

(541)
$69,009

$3,027,897
22,824,448
16,340,249
3,827,750
3,278,003

$49,295,757

$1a2,8a5
1 ,2B0,474

771,260
167,273
257,977

$2,559,859

$149,881
1 ,059,073

624,198
230,431
213,923

$2 x2775505

$40,574
280,746
16B,3D5
61,527
57,G5B

$505,910

$190,455
1,339,B19

792,503
292,058
271 ,SB1

$2,656,415

$7,570
59,345
21,243

124,785
s,so4

$2t6,547

Ocotillo Units 1-2
311 .of Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogenerator Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Ocotlllo units 1-2

Saquaro Units 1-2
311.00 Structures and Improvements
312.00 Boiler Plant Equipment
314.00 Turbogeneretor Units
315.00 Accessory Electric Equipment
316.00 Miscellaneous Power Plant Equipment

Total Saguaro Units 1-2

NUCLEAR PRODUCTION (by Unit)
Palo Verde
321.00 Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde

$17,388,243
30,618,385

(B76,741)
10,179,215
712931638
4,732,509

$69,335,350

$401503
480,184

$855,897,939
1,012,799,508

25,412,774
345,214,356
272,820,118
136,BS4,757

$2,449,B09,762

$17,184,500
28,700,588

742,053
9,905\478
7,355,510
4,5B1,908

$58,480,017

70,347
34,106
80,870

$586,010

$17,428,746
31 ,07B,5S9

(876,741)
10,249,563
7,327,744
4,813,479

$70,021 ,360

$244,245
2,378,001

<1 ,61 a,7Q4)
344,085
(37,766)
231,571

$1 ,541 ,343

Palo Verde Unit 1
321.00 Structures and Improvements
322.00 Reactor Plant Equipment
322.1D Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Unit 1

$155,120,873
434,956,761

$4,079,679
12,005,083

$4,157,239
14,179,316

$15,512
130,490

$4,172,751
14,310,406

$93,072
2,305,323

121,643,372
114,704,738
30,135,577

$856,571 ,321

3,454,672
3,097,028

988,447
$23,524,909

3,831 ,756
3,154,380
1,027,823

$26,350,924

24,329
11,470
12.054

$193,855

3,855,095
3,165,850
11039,577

$26,544,779

401 ,423
68,822
51 ,230

$2,919,870

Palo Verde Unit2
321.00 Structures and Improvements
322.00 Reaoior Plant Equipment
322.10 Steam Generators
323,00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Unit 2

$90 579,892
226,731 ,918

$2,472,831
7,300,768

$2,445,557
7,278,095 1 B1,3BS

$2,445,657
71459,481

(527.174)
158,713

77,654,539
50,019,049
2e,a12,240

$471 .797.638

2,430,587
11430,545

973,284
$14,508,015

2,399,525
1,400,533

967,922
$144491,732

15,531
1D,0D4
10,725

$217,646

2,415,055
1,410,537

978,647
$14,709,378

(15,531)
(20,008)

5.383
$101 ,353

Palo Verde Unit 3
321 .DO Structures and Improvements
322,00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Unit 3

$3,959,239
B,472,30B
(876,741)

3,844,596
2,272,677

B76,525
$18,548,802

129,844
$160,293,090

324,509,409
25,412,774

144,533,696
89,475,454
27,650,635

S'/71,975,058

$4,039,385
8,657,071

742,053
3,945,770
2,344,257

884v820
$20,623,357

28,907
a_s4a

11,080
$1781759

53,959,239
8,802,150
(B75,741)

3,873,503
2,2B1,G25

887,585
$18,727,361

(Sea, 147)
(84,921 )

(1 _s15194)
(72,267)
(62,532)

2,765
($1 ,895,99S)

$140215,495
133,326

$3,729,732
5.426

$31996,142
5,386

$14,022
13

$4,010,164
5,399

Palo Verde Water Reclamation
321.00 Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325.00 Miscellaneous Power Plant Equipment

Total Palo Verde Water Reclamation

217,756 s,s85 s_5s4 65 e,e1s

$280,432
(27)

(55)

8B,B19
$140,655,397

3,064
$3,744,907

3,o20
$4_011 ,102

71
$14,171

a,os1
$4,025,273

27
$280,365

$109,688,588
26,358,394

$2 BG2,BI/2
722,220

$2,829,965
682,682

$10,969
18,451

$2,840,935
701,133

($21 ,say)
(21 _0B7)

Pala Verde Common
321 _of Structures and Improvements
322.00 Reactor Plant Equipment
322.10 Steam Generators
323.00 Turbogenerator Units
324.00 Accessory Electric Equipment
325,00 Miscellaneous Power Plant Equipment

Total Palo Verde Common

2,164,993
18,420,877
52,177,496

$208,819,348

67,764
493,680

1,732,293
$51878,829

98,775
456,048

1,B57,519
$5,932,990

1,515
3,6B4

45,950
$81,579

98,290
469,732

1.904,479
36,014,569

A

30,526
(23,948)
172,185

s135,740
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12/31 /oh
Plant

investment Present Difference
Proposed 2007 Annualized Accrual

Investment Net Salvage TotalAcoount Description

ARIZONA PUBLIC SERVICE COMPANY
Component Accruals

present BG Procedure I RL Technique
Proposed: BG Procedure/ RL Technique

Statement B

A B c D E F=D¢E I-F-C

$1B2
98

$3,451
27

247

$49,075
137,759

1 ,1 of ,449
551,765
353,277
40,913

$2,234,238

seas
2,789
7,a20

see
3.144

757
$15,515

$3,832
2,700
7,a20

772
3,285

736
$18,945 $525

$3,814
2,796
7,820

772
3,532

736
$19,470

110
388
(21>

$3,955

$521
792

OTHER PRODUCTION (by Unit)
Douglas CT
341 .of Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory ElectricEquipment
346.00 Miscellaneous Power Plant Equipment

Total Douglas CT

Ocotillo CT Url ts 1-2
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
345.00 Miscellaneous Power Plant Equipment

Total Ocotillo CT Units 1-z

$434,487
719,859

6,540,275
6,782,494
1,522,950

558,648
$16,65B,713

$101588
16,341
90,256

226,535
27,428
11,005

$382,253

811

$10,471
15,837
95,142

251,B04
31 ,810
11.564

$427,628 $2,124

$10,992
15,529
96,142

251,B04
32,621
11,564

$429,752

$304
288

5_ass
35,269
5,193

559
$47,499

Redhawk CC Units 1-2
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
345.00 Miscellaneous Power plant Equipment

Total Redhawk CC Units 1-2

$21 ,249,SBS $584,365 $558,857 $152,998 $711,BS5 $127,499

179,743,169
238,578,052
21,913,500

612.346
$482,096,753

4,942,937
6,580,895

602,621
15,840

$12,707,560

4,855,348
5,250,745

571,942
17,574

$12,054,478

71 ,897
119,289

6,574
551

$351,309

4,721,245
6,370,034

578,518
18,125

$12,405,785

(215,692)
(19D,B82)
(24, 1 as)

1 _zag
($301 ,B75)

$3,184
913

$67,556
23,8B1

132,401
922,164
25,206
27,986

$1,199,184

$63,135
24,654

134,732
950,297
27,153
29,274

$1,229,255

183

$1,3B4,543
1,304,977
8,624,812

32,381,357
1,754,851

B17,712
$46,288,252 $4,250

$56,319
25,577

134,732
950,297
27,316
29,274

$1 ,23a,s15

($1,247)
1,696
2,331

2B,133
2,110
1,3oa

$34,331

$3,184
913

$1,384,543
1,304,977
7,983,905
4,356,983
1,632,298

817,712
$17,4B0,41B

$67,586
23,881

114,968
159,901

21,873
27,966

$416,155

$63,135
24,664

117,363
190,835
23,832
29,274

$449,104

183

$4,260

$56,319
25,577

117,353
190,838
23,995
29,274

$453,354

(51,247)
1,ese
2,395

30,935
2,122
1 308

$37,209

640_9D7
28,024,384

122.553

17,433
762,263

3,333

17,359
759,481

3.321

17,369
759,461

3,321

(64)
(2,802)

(12)

$28,787,844 $783,029 $7B0,151 $7BD,151 ($2.a78$

$418,403 ($44_a09) $121929 $84 $13,013 $57,322

Saguaro
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total Saguaro

Saquaro CT Units 1-2
341 .00 Structures and improvements
342,00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
345.00 Miscellaneous Power Plant Equipment

Total Saguaro CT Units 1-2

Saquaro CT Unit 3
341.00 Structures and improvements
342.00 Fuel Holders, Products and Accessories
343,00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total Saguaro CT Unit 3

Solar Units
341 .00 Structures and Improvements
342.00 Fuel Holders Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
345.00 Miscellaneous Power Plant Equipment

Total Solar Units

15,615,950
168,635

947,8B8
10,498

879,178
9,195

20,301 B99,479
9,198

(48,409)
(1,300)

$16,200,988 $914,077 $901,305 $20,385 $921 ,690 $7,613

Sundance
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343,00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total Sun Dance

$12,335,803
4,254,644

229,643,750
63,701

25,914,410
1,220,859

$273,432,557

$2391315
82,103

4,455,0B9
1,363

497,557
23,440

$5,298,867

$229,446
79,125

4.271,374
1,155

4B2,008
22,708

$5,055,846

$229,446
79,125

4,271,374
1 1B5

4B2,008
22,708

$51085,846

($s,8s9)
(2,97B)

(183,715)
(178)

(15,549)
(732)

($213,021)
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Present Difference

12131/06
Plant

I investment
Proposed 2007 Annualized Accrual

Investment Net Salvage TotalAccount Description

ARIZONA PUBLIC SERVICE COM PANY
ComponentAccruals

Present: BG Procedure / RL Technique
Proposed: BG Procedure / RL Technique

Statement B

A B c D E F=D E

$22,957,480
24,951 ,908

154,814,870
229,637,272

25,302,671
3,730,201

$472,394,402

$599,197
737,834

4,130,093
6:843,597

740,522
103,748

$13,145,791

$544,480
711 ,751

4,036,223
6,795,760

144,127
109,129

$12,941 ,470

$14,756
34,229
21,896
60,864
1,086

27
$132,858

$559,236
745,980

4,05B,119
5,856,524

745,213
109,158

$13,074,328

($3D,9S1 )
s,s4s

(71 ,974)
13,027
4,es1
5,4oa

(s71 ,463)

$3,322,991
19,379,265

$85,401
827,888

$115,640
605,571

$5,649
29,069

$121 ,289
635,640

$35,8BB
7,752

2,933,544
377,125
e9,e34

$4,093,692

53,3398B,B9B,294
12,827,365
2,720,085

$127,148,002

3,040,322
391,235
72,B9B

$4,225,655 $88,057

3,993,561
391,235

72,B9B
$4,314,723

160,017
14,110
3,264

$221,031

$4,524,163
4,135,109

54,739,557
15,049,070

59,871
27,151

$78,534,921

$87,789
B2,2B9

1 _os9,317
385,255

1 ,sos
557

$1 ,646,493

$84,602
78,154

1,061 .947
374,722

1 ,221
54s

$1 ,eos , 192

$4,524
3,722

21 ,ass
7,s2s

SD
27

$37,754

$89,126
81 ,878

1,oaa_a4a
382,247

1.281
573

$1,638,946

$1 ,357
(413)

(5,474)
(3,009)

(24)
16

($7,547)

510,804,474 $311,169 $289,560 $289,560 ($21 ,6D9)

West Phoenix
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories

343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
345,00 Miscellaneous Power Plan! Equipment

Total West Phoenix

West Phoenix CC Units 1~3
341,00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories

343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 MisCellaneous Power Plant Equipment

Total West Phoenix cc Units 1-3

West Phoenix CC Units
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
348.00 Miscellaneous Power Plant Equipment

Total West Phoenix CC Unlt4

West Phoenix CC Unit 5
341 .of Structures and improvements
342.00 Fuel Holders, Products and Accessories
34300 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
345.00 Miscellaneous Power Plant Equipment

Total West Phoenix CC Unit 5

2,835,872
3,382,379

337,137

101,2B1,14S
120,799,246
11,706,160

24,203
$244,615v229 $6,BSS,557

2,754,975
3,237,420

313,725
690

$6,606,370

2,764,975
3,237,420

313,725
B90

$8,505,370

(70,897)
(144,959)

(23,412)
690

($2so,1a7)

$4os
1 ,438

West Phoenix CT Units 1-2
341 .of Structures and Improvements
342.00 Fuel Holders, Products andAccessories
343.00 Prime Movers
344,00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total West Phoenix CT Units 1-2

$8,329
27,457

204,904
142,31B
24,955
33_557

$441 ,sao

$B,3BO
27,025

209,301
143,295
37,946
34,995

$480,944

1,026

$510,951
1,437,533
B,794,187
4,B9D,6B2
1,709,275

958,761
$18,301 ,349 $2,873

$B,7B9
25,464

209,301
143,295

38,972
34,995

$453,817

$450
1_oo7
4,397

978
14,017

1,438
$22,297

West Phoenix Common
341.00 Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346,00 Miscellaneous Power Plant Equipment

Total West Phoenix Common

$3,794,901 $97,529 $45,298 $4,174 $50,472 ($47,057)

$3,794,901 $97,529 $46,298 $4,174 $50,472 ($47_D57)

$755
1 ,522

Yucca CT Units 1-4
341 .of Structures and Improvements
342.00 Fuel Holders, Products and Accessories
343.00 Prime Movers
344.00 Generators and Devices
345.00 Accessory Electric Equipment
346.00 Miscellaneous Power Plant Equipment

Total Yucca CT Units 1-4

$462,030
3,244,987
7,962,254
5,3581451
2,703,740

479,650
$20,211,122

$15,355
28,880
48,570
71,B03
B1,923

5,346
$255,378

1 ,352

$17,881
30,827
49,365
74,453
331526
a,as2

$214,765 $3,759

$17,141
30,502
48,570
71,803
83,275

a,a4s
$259,537

(5740)
(325)
(795)

(2,SBO)
49,749

(335)
$44,872

P A G E  2 0
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Ù
so..

G s
b E

o

gt
mno
m
m
no
U
2
8 ...

8 §m

'Q <E
no

E
m4 1

S .E- cm
D. m

>
E

8

8o m
2 1
m
m0)
1
'o9
P E
m 8
n: E

<

c
.2
E.'cuIDa>
D
*e

§
<

O
E
w
E
3
_cg
CD

9
[3
ll

8co
sq|\co

£ 8Nd)mom
coco

39
Lo
1 -
(D
ro

I~D\-'v-v-v-v-C)
~.=Q"?"2=1le'fe'-Q
(v)¢v)1q(q(r)(q(q

$ 8 8 8 8 8 8
oo= r > n\ - | \ co\ -
<t°?°2°Q<0~_<Q
<roo<rr~<ruuoo
N N y - T " N ' T"

8 8
N m
of sq
(D N
v (4

£ 8 8 8
U)9'l-91-

<roG>l.n
ncfwmcv

(D

I *
m
I-D
LT
co
c-'>
ea

w N
LD |\
Lo_ I:
of N
co v-
N F
o
1-

1"-
I*-

co
1'-
Rx
o
1.-
he

' _q ' (0  q - (0g} Q
c~'>l~ocnoomm
co w v co m m m
u>u>nocQo| -w m m w w m mLDLD 1-

in

|\ <r Mn
U) No\-

QA

m  m  n  n  l n  - c omuamv-4-o>l.n
qnqquqqofauq1-vw'1-r~uohnmcaommv-QN."'l°£'L¢°"?.u>r~<-ocov-coea nq- 88

N N
u'> '
<1 *Qo w
CD on
I-D N
ea ii

m o m  n m
n n n c o d '
r ~ m \ - n
('[J L"')1-I-D
now - men
=Q°1°~Q
v - (91- (4
N au

69'

EmllLL

8
I-D
Q
cow

8 8
N r~
LD T'
GT v-
V in

8v-
Qon

3978393939898
m m m m m w m

v¢¢v¢¢v
8 8 8 $ $ 8 £
< r o > n o o < l - n oav-<Dncnc:g:*>
l \ u ' > c n m o 1 o m
r-f.\l r " \ - < ' \ -

BE 8
W q-v' ID
Lm 4'
1- N

8 8 8 8o o m o
°? to LQ q
1- N I-D CW
N N c-'> N

l.lJ

F)
LD
<"'>
co
|\
N
ea

m N- ®
co N
o u'>
W no
N_

c*>
cf>
n _
N
o

e a
<-A

c a w m o u m v
NI -D v-C D C O C
u ' > o > < D c o o o o :
c \ J I ~ c o n v \ -
\ - m u m
\ D v " ( D Q <'_

1-
et

he cm'

ca mn m w- u m m
¢ D l O C § N Q \ -
v o ¢ o | ~ | ~ < -

w W W M a r c :

m w m o m v m

P <-v  Nn _cm_
(q I-Oo LO
10 'E
" * v

I-D no N of
o m m Lm
r ' (D  N N
o  o  o  o
r \  q -  N  q -
v u'> U! N
CO m au
W (9

9
Oll
D

e>
N
< r
v '
ea
v

£8UJLD
"weowNov

8
I D
1 "
( D
( D

uonr 'a<~ '>o<oog3q) < tO w- qgu j
© N \ p @ @ \romc<'»<*>m<f c'1

O'!O71\W<D \-
m o m m w m
m < n l \ u ' > c o o o o o

F Y

$ 8Loc:
f'z~.NNN

£ 8 8 8¢\l@O')v"
<1-_cn_Q¢.Q
<rv'l -DID

o

FT
m
m
cm
v
\.D
he

1 -  N
v '  D
n _ 01
w  o
m  m
Q
o
v-

1 -
I*-

(D
1"
* 1
c:>
v*
ea

< ' c o r ~ u ' > o o o o
r ~ o L n < o 1 ~ m m
o f > n r ~ \ - / \ o >
o 1 m u ' : m n < o \ -
v o ¢ = - r ~ m m
m u m m u m
¢ 1 ' L D m N
w of o

1-
w

my-¢ool\m¢nnow-lnvwnn
r \ m \ n m m o 1 l ~O l D C U 5 6 ' ) v v -
~Q~.QQ°=°°~f>
mn n mco t o v coea nay: go

moon _ea_
of

"ha

N CDCW
c o r n w -
<Qqmn_
w r w c o m
o o o l c o
l ~ = - c u m
1- 1-(\l
N m

ea

m

F)o
ea
v-
<r
he

au->LT(")
E u
I-OLD1"-D(Dv-
Lo

no
no
vo
o
O
n_
LD

v-(Dmm
QW.n mN N
Q Qmg;
a sv-v-

ea

M W O O G
Q  Q  L D  Q  , -  q j @
a > o l ~ r ~ v o o L n
m w n m w o w
m m v  co  v -  n  m

m m
lN!-'¢"')

N N f\
N N

he

cf: N LO
N q- m
1-
he

O @ Q N v - 1 - ( \ l
m a r ~ : ~ r ~ o o
<c°z°Q~_<Q~<n
r ~ v - v n m o vlDlO\-(" ')O¢*)G3aaoaoococ-or~¢~o
n < r va> ( oo" > < \ lN N @ N N 1-é6 \ - N q-619

<r»n<.on
g i a c o m o

o a r ~ o m

oouor~\-
uonr\1r~
MW* N

1-
he

c\_
o
m
ll)
Q)

U)
0)

n..

ID
0.)

>-
z
<
D.
E

UJ

Q z~
cu

: e <cm u
E u ?
vs..

Ru E
ID

3 : 2
o

. 3<
m u

44 5 ' E T
ME

`::(TF)

<
.-.Et
m 3
0 oo

m
w an
3  ' a
D-'D
E

C)

W
GJ
o

8  <
U

an C
(B

an us
> *G
a  3

'o
E

m

>
m 3

__[§`1.-8 uJ
.Q

3 8 4 3
w e
§<.>
0><8 g

O cm _ Q}llJm  8 m - 2 81-0s U J o - -
¢ > W m c

5 0 E ' a 8 ; . ~
- 4 - ' I @ " ¢ D T ) ¢ 5
u o f

a>

an £2?
»3§3§§§ m

Q 48 =33E 852 ='='§.18»3

u
. 3  <

-o
a> C

m
0)

3
Q.\ -  E 18

._ U :L
c  C

cy
m in

o
o

E

I  g g
m mg
Dang
D. Di Q a

8 .g Q A.
._  u  cm 8
M

8

<
z

o1.'1.-
o :J "°

2 8 5
91 o a>428650

w in en m

.9 E 4 E 8 E .Q cu
E m E •1 E so E

8 8* o .8 s -8 8 Q.
Eu: '§1u\L

E : . 98 E : .,,.&E E 4 3 E 8 8 8
858. 8 3 :D. 0

E : 2 : . 5u 1  m 2 m E
E T 'c o 8 . - E o D - Q o D
.bE 8139. ,BI ~g`3°. " E 88'*.3 'o'8°---
c : 1355 E t I ! I 5

8 2 _ D. L
3,,§= =§§="'§= !%E Mg-5-ggggé" g

' a c

o Q la'" 3 Iii* 339§§a§v§8§s§»E §i§wa§a< _§§338 -
- ` - ¢ ~ i " " =.-~i¢4.=m6 . - n w - s . . .8333833 8338888 5888833

"§§. .ft= 8 :

§'°l3§8'3=§ll
28888882 uoooooSl- 488.88885 i 8°8888.-

8383888

PAGE 29



o
g o ;
GJ n:
ID
m
M
1:
GJ
'3
8  ' E
E  o
'o E
GO <
no

o
u

m 15
z  M
a>m
m
nm
'U
9 e3  C
D. :s
E oo E
O <

. .
C
w

'E  E
E 15
D. q)

>
E

.Q
TOm8 M

m
m
G)
no
U
m
'E  E
o  3
8  o
no E

<

o5D.':u
mw
a...C
oou
<

o.-cRu
E
2as..-
m

E
w
ll

8888888
ououommcom
"Q°*.°Q*l*!°l£*'?
<rr~<ov-coc>r-
v-\-\-UN <-

8
q-
n_oK"

$8888
¢Q~.<Q<t~Quooovoa

u0<.oc\lcou'><1-ou~¢-mv-caoowuo
l\<r¢.Qc'>oonu0¢DCDIl l \ l \ lDl \

8
N
U!
wer~

8N
02
v|\

(D

lao<ooo¢\l¢o<~f>col~<-mc~4ol\u°:¢or"1 r~u>|\c>
v L o \ - n v m wcoo vv m
ea can if:

v *

as

<r
<'r
Q
(D
o
T *

1-
HE

QNUN
L r > o v l ~ n

oozounf-l~
I-D(OO (q
l~c-'am W
Q N Q - m

1' N
ee

rncomncuv-mmm l \ n n n ¢ ¢ * >Mn<rmo<-ou
co1-vaovmuov m m m m oaov m co uz m co m%1-©(*f)v- m

9

of
\ "
m
~=r
UQ
N
he

of
.

m
q-
et
N
ea

ll
u .

839883989331-(f>¢.on<rn-:r
62'QN.'-Q"l!"t"3!

8of
Lm.
v

38888989|-..CD 1-g)gg
uqnqcqaqq(159-~q1-qr

$888888i.(lO}!\\-L")Ol\
<r~.<Q<'2=*4°2<t
mml.nml\<rv.ol~l\¢o<omm¢9

8m
Ifq'I-D

8
m
'E
<-LD

L\J

oiomnnounm\-no1~nnLonoD¢mmnQc>
eocol.no¢~'>\-LnWNCDO omW Q w IY N
ea row au69

m
o
m
Lo
m
<r
ea

f~ m of; 1- N
v r~ N m :~'>
N I\ m v co
N N m LO
N go m m
au 1-0 \-O W
s*> 10 o

ea

co o cu m m co as
aa o m m o
W ( D ¢ ( V © ¢ D N
lD¢")l0©OG(\l
m m m m m m
m o_ o_v_mm_
$\-LD¢" r- 1-°

1"
£19

ofo
sqm
r~o
N<49

co
o
e t
m
l~
Q
N
Ce

8N
'12

839892.98
Nooooma:
0=Q<~4G2»Q=Q
\""I*-1-v"G)
1-° 1-

9L)ll
D

398893939398r~o>mc:r.o<ru°>'-Q*l.'-"?¢9'Q'-Q4Q<r1-|-1:c>r--vr-- T.
T..

8 $ $ £ $ $ 8om~¢-~<rl.no>o>''~Q'-Q"'?"?'-Q°Q9'I\¢.DO'I(*)pI.OG'!CDl\LD¢U(.Df'~

sN
024'r~

8N°!vr~

o

1-LD!-DI\L0U)('7NWLD1-N10om m m m m m
m om m a-< -nU>v'OC3 m(DNKDN |\
ea cam c~'>

et

| \o
GO
m|\
N _

<49

LD r\ m  o l\
v N l\ r\ N
~_ *Q Q of: ~_
ea of N I \
LD of o m
ow r~ <- 9'
v -  ®  - V)
T- N

e t

< - v < o m r ~ v nr \ L o - o > o ' u ¢ < v n
m  co  o  \ -  l \  v  c>
( q g ) @ \ - q \ - "
o o x n m o m m m< - n r \ < ' ~ ¢ u 9 u o
W cozo <0

89

1 -

ac:
1 "

m
v
'Q
N
he

1-
m
1-
m

©_
N
ea

m

l"lO')l\O\"\-v"
u>om1~l~1nn
v-v'IDOW'\'U)
4'mo>o>cn~<r
ID1"l\C

4 - v m
U11-

LQ
mt*et

we
1\
<4
v
o
sq
or '
<4?

<-<rc.oon
v"(\l\-(949
\-g7tD<'L0
cocuonm -

1"Q 1"
C>N\-

(D__
we
<-

v-UU KD1-C7
Lo<Q¢o<o1~<0<-
c u m v - < o n n m

w-(*')C)030lDO
u'>vr~ml~mo">

\*® ' p of
99

W

o
01
<rcm
'Ecf:et:

o
<11
<rm
vomet

W
C) D. m

m CL Ia in Q.

O :8<
m u

0
.8 <

'uw c
0)
Q

£2 <
Cm 'u

.'8<
u

>-
<D.
E

Lu
2

UJmg < o

__ D' \..
> up

D E
'cs "G a

3

8 8 8 . 8
w e

u  8 0

cu
>-8
Q-'U
E

<14-
g o

>< E a
C
m

G)

3 0
0><

G)

a § 8

N 9 :
v Q. _  8  -

tn c --u0- en
3 w :o 3 cu ax

1- 8 'a o
Eu

8 ' o  o

<
z

w>.-»uQ :
'D¢ _ E _

~4-I D.
: u a C
3 a: o f

mc0'6'*J°l52lr=9.- § » as
O M m - "L

G.)
a>

U
> UJ

E  o D 'c
'G 'CJ' m

_ c
in

o m U oq; __ O
o E TO

L_
an ax
m o

su8m=.90 '~3>L\J
8.58-
' o u w c

'e 8 . :
D

3 2 8 8 5 4
_ m 8 4
8 E58_"=3

>< .3 I
3

o

E'

E

9
j i g  c o
m 8',8>8
a w

go*
m0888

n- 8re

8 5

935
82  m

< c l m Q

'as s 's 5 a 5 'a S
m E m E cm g m E

8 8 u 8 8 8 8 8u . -u ' ...u' u ..0"n_ u . -c '
a w . , s o . , 5 u1v s o

: E : c :E " E t t 1 2 E t mE °
m ' :D .

2 "|.83 E3 : > oas a u ° ' u u a n m u ;

.5 "'-8-_
- ° " " = E ° E c : Q o -m ea2*-mm ° ' : ° a nm 2 "Lu =t»~°='m8 9 "'w?¢e o n e ° " ' 6 > e . ° °

0 2 o b E 8 0 8 g QB 8
.5-8=¢> » w a r % = ~ m § a . f 5 = » 8 5 9 - _ ma 9 8: E E E c § m ; C : ' T I §E : : n o § : = 2 F = E = § ~ » 8
¢ > . . . : . : ._ 0 * . ' = : ' : u~- v 3 ' : ° . . : ' E ¢ l -g m m m 8 < E 3  g w m m w < E 3 g m m m G < E 3 g m m m 8 < E 3
N - C D O O Q Q O4 - q o o o o o l - w a o c o o c o l - v n o o o o o o p __my-N!*!¢l-OCD ¢1-'WIWWIDCD ,,v-ncnvnnro m`-N¢q$@@q s - ¢ q - ¢ ¢ v s v q- q- <-vw ~¢;(1)¢q¢"Q¢l)¢q1q ggfggqgggrjg g m g m g g g g 3 8 9 9 8 3 9 8

D - O O O O O O Q I 1 - o o o o o o o

a>>§ 8
3 0

e"nlZ 'u'<8&.*'o :E c baa.:o _ 0 2 ' £ ; _

a>o

9 - o o o o o o a
4 - 6  O C C C G O ' | '

PAGE 30



o

§&
3
I
•

n"E
4
I

.2
88
mm
m

nm

8
'SE
8 8
b E

3
E E
217
4 m>

E

8
0  m
E M
G)
ax

n

m
xi

D
' U

E E

no
<

c
. 94-1

- :
o
vo
m
D
4-1
C

8
<

E
19
u

883££$$8¢.DlDUJL\IW'C\ll\
v 1 1 @ Q n Qo m v m w v mr-o~»o>ool\oooo

o
44
C
G)
E
2
£3
w

l

w

ggq-wpqq-l-mIon¢o=-¢~f>l\w-w a v-ua m w '
WNFDUIFUKW(\l(\IC\lv'(DC©("Jv'LD@@<'v-
M N F m

ea

m
m
dl

$ 8 8 8 8 8 8
oaoorov-oouvn\0O'7\-*¢1-
r~oa|\<roo>~=r
lD I\ l\ l\ CO LD f\

m

nr~=r>o>u'>mt~
too"><onl\\-ovw-1-movuoo
l-nl~\-1no">co
co uo o m maot*l'~'1N_°Z¢Q""°'iWwcocfn- v

1 "

ea

m*-.(_)II

uoLn<r\ncno1|-
c q q q q q q q:~'>Lor.oo':c><rcnmcnoucor~coco

O

I ' lN l ' )v¢ 9 v-Qvmmncncnv-9QQ!-DB1-F) .
m y - w no o c n

MNWF of
ea

m

c >r~<r=- o o n
xfnnmncovunuc:o>n<r1~¢o1-
8883ggg;4QQmv 4

m l~1 n n cNes

>-
z
<D.
E

r:
o_
>n:

mU

m
<

.8""<r
81"

053

IJJ

m

m E
in 8Q
_I

url
g o

LL1(D

JB

_ m
I _

m >
_.. o
o E E m o

GJ' o :U by >-

o
o

Z'

E

2

8 8 ,
3888
0.l1¢°-

E

8
n:

<
O

0.1-
:I cf:
I..

C
G)

m

E
<11 8 m 8

m .Q8 C)
'U

'ft 8 u

's
's 5
8 E8 a.
u£ < 'éu8`

5 " " E
E t §"Jo "° .->
8 3 'So

'U uE s D r'u"5N.§

Y 2 2 i s"Eu Z-
" g o °3.=
-csrm;-u»8u

Mm&2<E
oooooo

8 9 9 9 9 9 9 8
g g g g g g g g
>-cfscv-ammoan

8

PAGE 31



/
/

/
I

/

.m
I-'Z"

_go
CO

*al
C

m

.9-
8
o

83'
D <
E'n

8
q

8 '3
__ r: u-

-98 g-Qg-~ ,,,
§8§§,3=a=§.5 Ge c

oE8.'2='"g8`ws°§-§

w*o- Q:go... uE-: 8 8QCL' c
B ; M b=a_ EL:4 9 m

>
0 0

c 8>m
Q

gQ'o.
Eoo

8
8LuRa

9.
5; oz3 m
a.  8{¢/D
88
5_1 oz

go#
8

'Cr
c:
'Vi l£9:

'-»'-1:

8__

s 5 8 é'I I § 8 §"'Luz go § I 3 a
§§5§8§§§§8§§§§ _§ 8-5 5 5 8
§8§§°§s585i3§'"§§§§~§ 4 §" 4 5 §;§

8/9 §3=§§§§§ ~§ 5.<N.. 8,2 f4l~. ~` °-z45888-8 3g§§§§§§§8 :§

.,.»>.'-w8y s s 8 § 3 8 ' 8 8 8 8 § §

3§585 888588ss8a

g an
lg 8883 5 53884

55 E
'{f.33§§§§§§§§

g 85385% 8
°8§3§¥§ 5 f1f§g§3§

8§g§§§s§8$

9
U):

PAGE 32



0)
oz

9 -2
a>> n:

3
o|-

m

8"
_ a  E
m :1

w s
'5  u .

'o
GJ
.B
To
0
Ar

8
o
.Z
Z
U)

E
m 2E C4-1 m
w Em
> 2E 4:
04 m
C u:
2
D.

m
L .

2  3
a s  3

0 5  L L

o

Ill
C
o
..-
U
U
<

-1.4
ToW m
n:

. Q. . .
4

'G

m
D

E
§
<

•

•

B

4

39-39
CTI!-
(*~||-0

892s'38~'l8~'3
CD1-(DCO
FJlD~="C3

8888
¢;;<5m¢

83
t- we" W CCI C )

q-

33398393889
cqcrg°?"!nQQ1nr-<a-¢or--r--

393988
9"t"`{m|--~=§-

I

$3 39 8 2:9 go 8
cm. sq m. "1 fr et
m m m |*- no z-

-̀59 ET 8 29 $8 '83
Q ® (9 DO v- 1-
W Lm q- -4- I-D m \- 1- v* 1- 1- 1-g I

a
. .
C
a>
E
a>..-
cu...-
cm

r:
+
15
! .

1" m
l*- N
T"~ v-
l'- I*
v- of:
*t LQ
cu r-

»-̀mumlaI~<r\inc'»
WOWromanl*C>LD
l~~=rm-v-nov-he

89~4- -<:-cnc»oor-uqqQ; cnmcoco-=rear-L01-c:\nLno>r»
CCDlDv"~r"lOC*~lfDW
dl0d'1-1-v-1.-(WtD:cameo
r--
fa*-:F

rm 4'4
Lm

1*-
1- (O N LD

(D Lm
1- N
he LD*n

4.4

»`»\»\»-

u o m v - m e o w
m v u m o o o
N m m m cfa
¢ w a o » n v m
o o m L n v m
v - m \ - v - oW 1-
` / 9

» »-¢o1-u:nu>o>
n o - m l ~ l ~ o >
B>\-Vw-wut:
ID w M Q
M v - K DC DW Q
¢ m m m m m
W w - N- ' 9

U}G)C\l1""lDP~
(\[@lD*U31"
qq-('Q('q¢1t)b-NGIN(WMM
m m D
8r-cor~-1-no-~

4.4 68
'-.»'

aI
u.
ll
1:

1-lD\D
co NW
l~ |*- n
ID cf: o
N mu:
v- so no
r~ m m*'r- N

9̀/

r"
r -
of
r -
cf:
LD
co
to

ea4.4

!"h P"

"". " "1

Q Q Q I 0 C J v 'G I D 1 - v ° G G
r-snzoanr-cu
cow-oc~4r-os

1-034"'1"C'
`4.uo_m_.Q<-eqa¢ol-m-4--=r
v-I.0'1-vu- Q

f "\N wW QC'\I!'J8v'(DUJ
*"'tDtDLfJN1-
-P4f*l(DF-G
noommmwQ-oonnroofacva

744 1""\ i"\ r e
m m o c o to m
lD(D1"l-l)l'*-I
r-r--cow-~u-o
Nt\'J'¢"'lD'¢O>
R h - o m o m mW'¢v"C"JQ¥-
8% - "|»;,...,;
- ~ 8 Q . , -4

--' ea

-=r
(D q- m N O m m LDq -  8

1- co LO1r° LD N co m P*-9
mu
(9

1- m
r- Nl~ v
|"- I*-
1" FT
|-- m
N r-

c n m l n v m o
o o m u z o oyou>ao¢nco<r
1nv¢x:¢.o r l\
931-v -\ ' <r

:\'>
69

m..-r \-v\_¢

m-.r'-.
co w wr m v m o no o
ot-mv-c :>Lnu'Jmc3

w a v moo q
°*-»* -

1- T*-
he*-. vo

I \ » - » l » ` »-̀
rwoacav-\nr~
Lo m o zo m m\ - N $ 8 1 -
¢omv| ~v>1-n ¢ 0  o 1 | - n m
e'a¢aao n ra<-~.».`., ...

(9 nm~» ea`/

!"\fhy hy #Hep
you">or-I--mW1-G3(D@@
1-*?'OMMMua1.o 1~»-r-~=a-~a-*-I*1"~N*i In-m-f -

ea
"

m.4

u.

/~v m N
o U; m
0 <' so
m w v
¢*> N10
to v- N~.» .

o
<-9

-8285383969
CICDCD~~.'

89
Q
mr"

8 2 8
u'>.<q- Ia

egg
&4 46

B9~3?-\n°B°9~B9la"'<oo>¢om 1-1-
=rLo~4-~=a-Loanv- v- Q- v- 1-lr| |

$88888moo1-comm
LDl'-(D(Dl*-I*-

8  8
-=ai *=tLLI p. 1-
LD '\-

89- 8? 8
ng sq m
N F I*-1- |

a2a*'1°a~a~a.~a-a~8
1-(\ C DU' ) 1 - C ¥ 3 ("4 (\l

82
Lo
ca

& ~=r of ea in cu

8
et
r""
I

33
N.
m

§̀=~33la9~8'3~388c~|I-c:>=on~=-
M W N Q

N * ' T * .

£88888QQ 4
M v ' ¢ N vlm "TT

r--omcat--no
1"C")W'Q@I*-

D mogqmmqgm © v @ ¢ @
D ooocuuumno

of:
he

uno~=:r--l.n1.r>r--o'>ou F)
Mac:uac~om~ c D c : o LDQ no u: n m r-- m uo ~<r ro
o°»ncn\-t~..\-r--o~¢- N
D *-U7 1- G 1"(D
99

o
cm ID
t** m'

i n

1 - o v o m o o
q- 'Q'IDt'D1-
Q E C W W C U U

D M t D D ' ¢ 1 " "
n u u e o o w m
co ao o w w d'
I.r>DC>|=oc\l|--
W W W 3

r--1Locum-=r"4~
\.nr-1-coc~Jv'.\

" ~ n m
lJ)1""\DtD€\l'¢"
UJC\lLDQl"D\r*
n- = - mv w rc o
m a o a q n u n
8 8 0 I * 4-

69

(Dl*-!.Dl'--1"I'*-
(DG° U3_(.D_L0_
~ macam1-cn
l'*--C\IG3v"'*'\l'¢-*-¢(" Ul
u~>oor--~a-=t.n-
ea~4-mv q

1" N

in to
m CD
t̀ : we'_
q- IDF) W

u 1-- 1-
q co

LD

m w w m m w

r-o1c:c>¢:o¢.o'¢-Db-I*--l-W
QG>r"J\"db*
69¢n£\|r\|1-~q-

1 - N 'dea

|*- 1" we I-D m cm
LD ID N  m m l"-
cm m go m co LD
v- CD Q 1- G) €\l

co1*
N
he

m *8 |-. LD
W 'Q 'QT
61%r '

=r~4-cnaon|"-
noo1.r>n~=-~=-
iD¢C\|r"WC7
u9m.r-u'>c~ o:

m m N
he

m (D q
m q- LD
o co I-
ID Q ~=r
m m m
N |- of
I-Dm q

m
ID
ea

t*"Jl.D®@(9C\l4'T* E N
mwoooar-uocDoo| - m
cor-m:\|rncr>m_om 'T
I -Dd'mcQmmoo£*> I-O
n r - m w r n m r - L o ' ¢ (D
v~m - o m n l o c o m
muon: lD 1-!\ m

1- LD C\Il0

1-
he

1- v*
GB 1-

m

'=1-mm-mu1
L D T*-C'~ Q 'r" lD
ou-Q---mmuv

t-mmcocnm_l*-v"_®1"_(.D_
m m wo m m
m y W

r" 4

l-c*>r-mo1c*>¢'-r-- co
£*)Q(.D(DC")U3l"-C\JC") m
m c o m o o u u m f - 1 - c u q-
C'\l1-°d1\f)U3lDl'--r-W m
\n\noooo>*4'-=rcDLn N
* 0 1 1 - C ' 7 0 5 \ - v W D cf:
f'-*"'CI\l1-®C*~IW1-D1 N
n o m N [D1-M (D
99 w e*

1-
he

ncoh-<1 nw :
moo~¢c\lr-co
m m a un v ml
: \ o m -- c
D_G!_(\l_*_=-*T_
Ll'Jc\|nmc'\lv-H%C0'¢- 8

q ¢9©I°..-1-q'
»,-- - ' l -

I'-I*~C\ILO<II"*--¢u'>=o<r~¢r~
c n o o

619

UJ_®_P;(\l_®_CD_
a r m o r - m o o
c\lo'Jr- a c n w
to_m_m_om_
gnq-q ' q ' ( Q q
69 l D*T ¢ m

F Cal
ea

>-
z
<D.

m 0)
E

:sQ.
o

'E
m
.C > C

o 0.)
(D-»-f 8 1U'-'£uJ8

Eu 5 8
b E * - '

E
>

E
o

UJ
Q
>

_J g,
Q] as

m
Q

C

E L92 as m
m ..

C GJ
8 to

E

:1
>»
8
z

>- .Q
1;-_ 1-
: I
1-

u
: J

Q. E
E
'u Q) in 4-1C I.LI 4-' __ rl
m .... E UJ 3 1:
in c  G Q D
an E : Z* 8 so

n o
LL!

_>
3B. 8
<  6z z

E

_J

145
D
| -

8 8,
ng as
< 8

88
3 ~

8

832-
E E o n E
A g : W e
s - ° F 2_ 2 E : § 8 5m m < 0 m £

a888826222588
5 3 Q Q Q *
o o o v - m
o a m n n n

.E- .e- .9-
s ..8 445'

- g Q"
c . . c.Q 5 I a : E o.£ an nr

u. a >O4 -no

~==f..883_ § m m  5 9 2 m
1 = = § E E o n e ....3 "" ~-%==*988° "Et 9 8 3o ...

3 : ° ' - = € I E 2 5 6 q = 3 ' ¢
E u .u .u J u J 3 : n m g>°m= ° ° w = g o

me 3-8 Q :S '=$a°*§2 1'»a§8§2~°6i-8382x E 'E§v»u g - §v»u E ~ 3 - » »
n. ._ _

8 s
E t o o D m o o o o o o o o °

° - n w - n o m o
tDUm¢~umn¢\'a

\. E

& 8

ET 383;
= § " " ' =

E E

J El E=a
3588838583
3a38assaa»
¢»§§§§§§§§

a 3 2 .88
4 E§8" §§e8.§§§3_ .E-§_§§; _§§i8
Br. §§ E

88388 3§,§.13433§i-
348 6 6

v" 1- 1-"
LJ m on m m m

PAGE 33



3
.2

18
. !
'Em
M

m
M L

0
' U

98
ws

as

me
3z
3

CD

nc
.9-
3
<

'=s.»
- mbE
=£
Ea:
D.

c
.9..-
'E
u
n
m
D
E

3

m
3'
2 2
8-8
~,;u.
z

m

3%
gm

D
. .
C
m
E
2
_kg
cm

D
111

$1 39 89 8 32 2.48
co 9? co sq *w ro
cm m no m m of

89 82 8 33 s 2?
*I et "Q ~*~§ m °2
no m 1- on so ac:

888888
r.or-I.na:>I--r-*'*yvv

8 89 59 8.9 BE Sr
:Q *. v. UP n. "":
N  v  N  N  n o  i f :

3.=¢3232;,~*i'.;,&;~'2
( ' ) £ OI " - I D ! - C 3
1-~=r1nu:»~4-1n
n " " n _ q l r ¥ 1 q 1

J:+
is
8.

»- »-̀ »-̀ »-
v N I D ¢

N v M N M M
v s ¢ t M W
o u w n o v o n
o m m m m o
r o n v v - o o

I D O LD W W
W o w

A Rx »`
¢ m ¢ w v m
n m - u a v z f n
q < m m m @
v mt ~u'>o>¢o
1 - O 1 - ' N U T
- m v u u m V '
v z o co m v - o
Sa m LD-' 9V

»-f~»-\
aoco - c o s
no nn v nn nn woamr~<~f>\n.m

1 - 1 - r ~ r ~ n
\ - v o n o>
1 0 r ~ - c n l ~

9 WV he

n o v a L r > n m ¢
n m no cxl co m
- - -

w
o c a m m w w -

_ n _ 5 m _ a o _
r - c o 1 - C \ l I -

.
au
he1-..»

»-\ »`WOOG71-v
* W N N 1 - ( 4cow_u>c¢>¢.ooa

v8 8 4 4 9
I D M U I W N N
: u m m ID
6 9 N » / m

as` » .

P
'e

--r'll78ol~<r4=ou>r~c~4nzo
m o m o m n
v - m o a z n o mU3\-\-OD'8l\l

D
<1-
89

.: fr cs <669 pp 1- \-..»¢
-...v *n 4.-r

r - m o a v - o m
m m zn w v  co
oocon~q-anno
u > r - r - m a u r o
m no co m o uo
wr ' -81-" \

¢"1""I.D-._r r'
H3

t-7 wees Nu*
\...1

\!"\ \ "\ rm

w Q D W W Q
u°»ao>unr-1.r>
n o n e - c o m m
m m w w m m
|*-D3OCDt'Dl*--

»-»\»` »`
n ~ ¢ r ~ m r ~ l ~
U ) O > \ D 9 N
c>¢¢f>1n~¢=o
1 n l \ o > v - m n
e n l ~ c f > n r ~
- r a m < n v >
-4-oz n m w - v

65~./

= o r ~ - 3 o > 3cfaoanomoo

m
8

of Lm' m' Rfala N \-M

9
LUI
ID

»\ » ~ . 1"NID O Qm m m o ¢ cW O 1-Q98
o n m m \- nouaaomvovo< - v - - a »-m

»\»`»-` »-̀
w m m m
r ~ c . o : n m o n¢oo\-<r|~v-
"'¢-u<rnv1n

I~¢'n< m
F )
e aq _ ;

» ` » `| ~ u o :o o ¢ ' > v -
e o o m c o m m o
M r ~ w c ~ l n m
' ° o n 1 \ ¢ = o o >

m cn m w
m m u>_r -

GO

UJG>1'DC\ll\J
M r - u
r - n m o a w r u a1-v"°"(")CW¢"JC
e9m-'1-c'~|r--

»-̀ ¢-l»̀ »̀m:\lu~>v~z*>r.oNr~o'>m-~oo9 q(v)1_0g>,..
vm nnm1--1-wmv9%QNN*(D_- -w co69 in

he

LL

33 8 89 39- 2.3 89.
m_ et °2 ==z n_ *.
no m no cm m cm

83 8 82 62 $1 is
In_ 9 Lm. <4 UP Q
(D r-- co m z-- l*~

39 8 g 89 ba 89
"1 m. q 52 <12 N.
N of of: N N co

£ 8 8 8 8 8
-=r.cqqc:!c-!c~!r-'=rr-r-"=r\.oc~1c~4c\1 c\\qu~4

m

$ 3 8 8 8 8 8l~uoI~1~eo=a
mmmmmm1-1-v-v-vT1T

n w o m w m
as4 -4 -c~'5é~=a'oir-1

N _ |

$88888999
on c \ | 1 - t -.§v__?

8
N.
m

s
Ag
m
v'

8 8 8 8 8 8
c ~ z r - o m c u -

N '*"7'T
° ~ Q 4 ° 4

N - \ - v -

u
axI
D

O)l*-OJ€\IFJC)
m o a o m c o u -
(0g)I.\|¢310q-
L N D \ - N N N

r-oor~r-mn co
coco<-c>~=rcf>
e e c a m m

T'

DJ\"("}UJl.fJl*~
cncnmcoanoo
n u o a m z n c a
o v m m m m
n w aa  m o co
oot>=uLo~4~1-
noun c o m a
M n : no
he he

- c : \ - w s o c c
m m m m m m£OLOv-¥l-*"C4
co m om w co mW'lD£D 1.D*'W'
o m m co ca m

v v c o m w
619FJ LD

ea

c o ¢ o > m d - c o
v m o h - m m¢omnf:~4c~lc~f:
a v u o m m m
m au m v nl  aoC")¥-U)Ql .D'<1
C 9 1 - U ) ® U 3 @
mo'. l~<r-- on
a l a : m

he
o
N
he

Q r - c \ I r - c o m'¢!*)v*C"3¢DU3
1D_D_ 4_ GO_ ID_ *1'_
| - r ) @ ( D E ( p \ -
c-':r--an con:
v-_ m m m o u m
M N W D W O

D - " " Q
819

L J

o1t" c n o o 1.r>c<>
~¢ r. m c"> n =-
a o o¢ .o n r~4c:>

Of - QC D !OP J G
9 1 - t*Jl0 C4C\I_

v w m
G19

aczcsaesaomlncomm:ram
g305€)(\|{"~'q-u':~:r1-oco9crI.nc.:>eoomr--

co 1-1-0)
69

Q m co m cn oo
0 ~ l f - o o n o c u m
I.n_ o_ m_ to_ c>_ ==a_
g g . , -g q g q g j g qc D r : * > m o o ~ ¢
vr - -< 1 -_cn_ouv_
%f - I-0 ' ~ " ' (D

c~4 m
Ia

( ->c::co mt- -o n
1 - ("J C v ~
L 0 1 -W' (.Dv- ~

("r)€qpr)(q!ql~._
C D I D I D t \ l ( D ( D
c-an_-=a_=-_r--o:>_

m m D
N of:

ea

\0¢D'=l'l°-CD1-
1-LD1"G3C'1C\|
\"{*' ) l"- -G! UJl-D

eacvnom
N m Lm of: N m

~<1;
1- (NI

era

m

o o c n oo o a o c o

v o n o m r - v
£ c > c n r - I - w c - lWC\IC'9©1""!-"
G ) G ( . D * d [ 4

1- (\l
he

r*-1-ODI*-uDC\I
- 4 ' co ~ ¢- co mm
c n ~ q - 1 n \ n n t -
| - r - c n n r - - w
lDC*JLDlDt*-C')
s 1 - 1 - r - o m
c-'nc"' T " M
ea 89

~ r - QN I * - D . \ W
I * - C N I O I D 1 - M' ¢"(DlD(D( l \ l \ " '
u-><nc~xr.olLn<o
m¢ c >u c : 1 - m 1 o

c a r - l - - m c w o
~=: r - Lo m m n n
3 9 6 3

m y m m f - n o

v-*"£DI-W'4'
4 - a n u o m r n o
mu--cs-r-noun
m o -_ m n _ m

ea

1.nmn:>-<1-Inus
M m N m o T "
( p ( * J v " - } U 1 @
r n c o - c o m m
m o w - m m = ~

m < \.r>-
Q Q Q - l g - W

F' v
613

a>

D.

>-
z
<
D..
E
oo
L!J
Q
>anLUm

»=c

g n u

8 E32
._ ' IVE

mE.§5-88:_ ».1-5
" U U ' _ Q 0 U'=¥sm§§
382883.

q) 3
o  o

.3 u.

9 8_J
1118
3 cu
Q_cl2
<  'Ni
Z z

o  8
n_ E
M w

<
>

E c
E E

o .

8 m gm 8 Eu: .3

EE E 85 Ew- 8 n. 'SE -.
e°8l5s e§289= E

D. C a . :
. 4 3 . 9 ° - 3 9 - D t

- ' S - g l n - 8 1 - $ N . E - ' 5 \ _ ' ¢ - $ 8 . 2
3 3 2 2 3 : 2 8 2 2 3 5 8 8 £ 2 w °
u . . E L l J 8 § M E E L U 8 8 8

&2sE=- e£5€=~
: 8 3 8

. g ' - n i - m u g~JNv 'm 'd. - . - ' - \ - . - 1-v-v-I-1-
U n v a m m m D m m n  c f a  m

58 e ET c "=' . .
E if 8; 4

Et 33 §'"§m§E §§=m

888 8834

1144

3,,_.l.,,,.2§§§§8§§3§§§8§'8 D Q Q Q O Q U
a. .CrCJC)C>C3l"'
3 < - n w r n n c o
LL(r)(q l ;~r] l ;q1q

P AGE 34



8-3
ot-

A>

8°
2  9
m  :

i n  ' 5
°u-5\.L
z

3
. N
as
m
no

0)
9 3
Mu.
G)

' U

9 2
cm IaM

2o
8
z:J
in

m
C
,Q
:*
'U
`D
<

0)

3 8Qu:
<

C
.9...Q' :oinm
a».»C3

5

'E
G) 19E  c- m
m

m s>E-:
-2C
E
a.

D

¢.5uiv' l:i\5

8938
-"=c

£888
°°*.9'

. .
C
a>
E
a>. .
as. .
cm

m
3

s 8 8 s 8 8
ro m m N av F)
o o W o o Q

m q- -=r LD m o
<3 N FS

888888uomoovmwx-
m

*?<1=°=<'>°;=t's
w I-D m m o
s~ co to m r~

8989839338
Cdn q w m q q

z :
+

c s
5 .

Le : oor - n w n n
uoanmn-nomo
u o m m n - m m
1 - c > o c \ l r - x
a o m c o m o o

- - . . ra J nr-
5- 9 9

we

»-`f` »-̀o f > ¢ \ x - s o o
<or~m<-l~1n
r~=nl~mu>¢*>
<o¢"1 o:*'»r\n
n g g w g m g r g
u ozon n ozn co
c f a m m m w o o
€9 NI/~.I m

~' 3

¢o¢owno--ua
1-U01- t'
{\l'¢u3GcDcD
n o a m c o c o a o
car-mv-- r-an

-
'~r"I-LD'\="NI-el f * *P v-'
4.4

4.4

mwmmhmwmmmmvI*O1£"J*D¢"J
r - n n - - n e o(q 0)g)100;|\..oow vou o l n
"co¢~<- gq-

v-"
aa

1- P-
Q q-
(ft v-
q- m
m  o
m <=;
9.<r

- t l G¢g">0)(\|l.0 b-€')1-
-¢coc~4~4-

' \ r - i -04-4-coca
Q__';£'4'-N

ea44

Q
a
u .
II

z

»- »-
L n v m f - c a n¢o¢ooo1- ~¢-
o o ¢ " ' o | ~
¢ ou>1-<-cf:
r~¢o\-r~m<-
a z - v m o s vm-~»`/*:';

9

» ` » l » l » `
W U I O C D Q Q -
1 - l 9 C \ - 1 - C 1
¢ o l n r ~ < - n w
n 1 - < o v ¢ o -
NNI-BG>C>U>
M ID I-D U > W
M W M N N N
W N - m
' - ' ua` /

m m o m o u :vmr~v-¢f.»=n
c n v m n r a c n
mnmomnuat o - m m w om m m w oa zo

w
u a v v P
- * re

CWQWNQo m n l\ c> nl~nno>r~ou
In~=rl~vl~c':mm~<rcnm
co o v o oo n

nF
he

-'8~.'3'.3

Q
o

m
N
==.
8

c amMr~l~r~nmou-
\-u>r~mncmmw-1-\-ov
1-\-Fm~* as

o
m
w

1- v o 1- r-- au
N  v -  * *Q*tO LT

Lm o ID 1- (D m
no cf: Q N m N

he no v co 1- m
'491 he

\_r

Loco DIET*-Lncncnw-cf>cn
mm¢t-wnSe a -- o

89

cDr -c>¢oc>cn
mu u mn o c a c aCDI* -1-* ("1 '§ l '
c-laoLnu:a~=r<oGBU31-1- m

4-1 65

¢-` mow moo
vs-oawcozo_ - o o w m m
¢(qq»U11-Qee:- 'avvmv

a 1 '
1-
68

gnu
l..-v

v- Q
G q-
m Mn
~¢ of:
m m
m
g m1*m-r

f-.rm v--.
N o> 1-0 ff:
v- in  N W
m m q- m

co 1- N r--

4.4

LL m. 9 Q Q °2 mv- o Q v o 3389
4 88~r" gr)

v '  W pp 89
v~ W Q)

1- LD .
I 1- W

I 1-
l

33 89 $3 89 82 23
in. m. Q ""*! 'Q no.
co N ID v Lmgr)
m <? °? m '? °?

$a98£$$w ¢m v

C}1NN_NN_N_

go
ng
o

oiwi-=a-'6
Do_m~q~

a m

8

8̀9-a9'£a?

m

$ 8 8 8 8 8
dC'»l(\I(\l(\l[\l(":l

8 8 8 8 8 8
W 9 9 9
C'11-d€\lI'-N

N "WW
1

N \-~r°:=

$883988=~!fwQ°Q~.°!MwW N\ W
N "* . 'T

ggggggNQQNW
m -- -n/~u':N *Ty

8
*Q
LD 1-"¥""

I

=.>
m
I

D

moa ow-aa:co--or-mv¢mm1nm-u-
NnI-aou:>r--mmmvmmMPQFWW
W l i ' J 1 " ' U3U
8 U Phe

( y - LDLf}lD(\

aooo c=fa - ~='1.n

ca m oa mo m uuLo oa m m v m
r~vWO(D\-
H91-' N

B9

Lo co co m m m
m -eoou v--n'Q-'Q-mow(DI-D€\Irl.Dv
m'=rI.nc\4 v.nc"~|£8l'\|1- 10

HE

| - - a o m o m r -
Q W W L Q Q 4 )

o no m ua m m

99l*11" '4-
ala

mm~¢¢oaul-c~4C"JDI'-lD'r"(D(D

U I G Dp1 " 0 4 1 8 9
fo r - v r w c o u o u o
m m m w m m minv-nwh-mv
r.oc::_ ("JC\l\-4'WF N*

ea

D

a o w m v o m

o o mc~4r- man

69

1-mm--<1'noI.n=' -rom'qlq;l;v)l:31-l33
n o -mm

_

I-D
et-a~

H

< ol -cnaocncn
Lr>-:aco1-anno
n m m m m h -
|ncocn~<1-unr-
cab-nm~=a~no
c ~ I n  1 - 1 - m m
99 1-

sa

g) C ) @| - . @" q
-mc'>»nc:a<r
cocnc\l~=rc:c-1
m m m m m m
( D* l * - C \C \D
< = e mm- an_

<=p.+

ca  o
to N
m co
co m
m :fu
53 'r'
r-- O
r ' LD
69

"'~ v -1*-f-wm
e o l n n o -

: n w- c c

1-Q

6 9

m no r~ N in :o 1-

m

l--of>m=-com

81 v'l*- ' I-
<- c- -¢.DUJ*E\IC\l(\l
I*-l"'J*LDl.DlD
~4LDt~fJ'¢cDa>

ofavnotnma
C"JT"-LD('4(.DlO
c 3 c n --mcfaao

c o - aar~»o>m
r - c o ~ 4 - o w e n
n co v uu
H91-' N

e19»

NU'JLDI-W1-°

* * t D t D o ' J M

c > r - v o m n a
4 q - u g g q u q m

ea

¢.DWI"--l--Fir°
1"** v " ' Q
KDP- '¢ E\IDG
1 " D ® ' * ( .
m ~ d v - m o o
car-t-cnc- 'am

8 0 8 1 - LD
so

t~o>v

mno~4coLn<-m
'l*C\ll*-C\l€")\-D3

4 - m w m w m m
m m - a o m r - c o

_ _ < r r - o o n
o ' J n u u r - ¢ o ¢ v -
r-r.D l--l--r-as

et
ea;

ea ea

r-n.
. - :.
c

: J

>-
z
<
o.
E
o
o
HJ
Q
>
M
m
in

<

>
o  3 2 8 3 N

E

I

Em
E
2 -
:

E 13
82
2 8

1

8° éwgE v a o§8§»34
U s E ° Q W ¢
m 8 g  3 m 8 8

" E ¢ c Z ' u
5 ` 6 0 m o § >

Q 8 "my c . . . u

m
E
Ia... ' S L m... EQ. a . . . '5 D.> : o' E > : : u'
o m s \_ m i l l-"=5l"§<8 2 ~-'¢§~
- 8 . . " n . Q - 188.8 -'s~t'§=»§ : . .§ n .§°'U°'° mu °'°a:m '°°'2mua ° ` ° o u 5
m . . . E m : E ~ . . E u . \ 3 D :~»§e¢~§3 v°52ag.e" g t - § E . ° ° § E . ° ° -

|. 8 __ 8.,_._et ...E._ g --~§ =g---C o I : . . .I ._ 41 3 ._ : o :
66n8|3<E- u>8»3<s3 1081- E 3 0 v:m\-<°E3

u>w m =_ o
8 '5 a 8 m 28 um o

2 G)
_I um
m y
D cu
0 . 4 0

go;
o  e s ,
N  Q
M  m
< <

>

E E ' g

g 8 E 3
e s 18 35 e g =3 I E I, 3

E 8 5 4 5 g

E E=§€ a
3° 35 §"'§" 3

§§§§33 3§§8i3 8 §
a 3 3 a § » 2 . . s a s s s E 8 8 8 . 8 8 8

8 4 4 4 5 81lc\i~<£Lr>lu5
Z m m cfs m m O m s n m m m

E 3
I" I a

E 8  n g

i i 8
gm' E
3 8§8 ¥»3§§§ 33

m g w m m h E T

§>8§§§§§#
2 g g g g g g g

-.4 of 4* m Cd
m 1- T" 1" r~ T*
in m cm m m m

PAGE 35



82
88

8

as

9z 2m :
"*'5-ii..
z

e
£ 2
M u .
l>

_3
8

Eo
.z
z3
no

ET
.Gs
m EET
-%E t

nc
.9r:'U
3

3
m8

c
2..
'5
3D
¢.»c

§

38G
..-cm
Eo. -
8
U)

l l
2:
l l
-a

8 39
r' m
cu ca

£888
<===:"e°!f~:°°v9

33
e t
N

39- 39 888

d cl 1""
I I

1 _
.

£888
"Q<Q°4'wof*-aan

3938
c o oc:8»c:»

38
et
o

I I

8.238
"~a<~2
==~.

"`%l~':c\l£'4
- 9 9 1  I

J:+
LE
L

go Q
r- r-
co 'U
l- 'Q'
99 N

q-

v" 'mI-1-ou
1-_m_1--m_
or coco
L C 1 - w
eou1-¢-¢-

(D
B5

t-».r"\
no m
m  D
m c>
l*- q-
of: N
he I*-

m

»`»-\
co 1- v ¢*>m  I -  o  o
ID o N N
(D r~ r~ m
as ID Ia 1"
LD N N a>~.»l¢ ,

(D
ea

1- m
8  N

N
(Q 1-
l* m
ea I*-

o n
*uI

oo-==r1-¢*:nr-r~-cv:M r - m m
n v c o v\no1.nr-
r_I_,8nu-_m

9
4...J

w l*-
:\I co
q (\|» *-4
N
LD
~=r
69

d-4
GJ
q-
no
v *

l*

F"
co no
In mr-»- N
N LD

B B
4 /

¢"\
no Lf)
(D o
l"~ m
no no
m LD
m co9 4...v

1- 1- O (D
IU m  m  m
a  m LmN
cm m to m
q- N so in
" " "v" |-- m

4_1 - -
'r' NIa

war
no

cm
(D
no

we
(D
'=:
cf:
m
q-

f4
m
1-
'*!.
m
q
as4_4

;"i
T*-
c o
Ca l
*n

;'-"
1 -
no'-.-v

I'*b
1- no
v' Q
r- on

1-°
69

F'*
1-
1"
I*-
N
lDm.:

D
h.u

o m m N
(*)  r'  Q'  CW
m no m  c o
-q- a n  o  q -
f.D LD 1- D
m q N  mM-#M-4 P

1 -
9

¢CDLDU>
U > D t D \

o ~
| < > o u o r -
N Q-

ea

LD r- nm ID
m r-- Q cf:
Q- co N OF
no t- 1- Lm
r-  v  N  U)
1-0 v N m"-,¢\. _

he1--r

»-`o q o 1-m o N l~F) v- v m
v N 1~ noU) 1- (DW IDw

o
l.l.l
ll.
o

m  m
1 -  D
|-- m
m ~=r
r -  r -
he m

m

»`»\

s~~~,
v
9 ;

r-.»»\
o> no
m  q-
m LD
l " -  o
rn 1*-
813 N

-
L m
4 _ I

»`»-\ » -
N  v  m  QN m  r-  1 -
LD m  o  O
m  to o ea
KD m 1" r">
n 1- m`.» .

ID
as~,

4I\f'~».
1 - W

'Q O_
c o  N
r-  no
S e  *
- r

(*)

to r\  ID r~
Q ca co m
r~ F) m  m
v r\  m  I-D

I-D ¢qQ- - i n
m
an

» `
i n
cy
¢ _
(\|
1-0

8

4I».
n o
r -

. 8

ID o
v mo v
N mmWhe`»

run-m
m m
co no
I'- 1-
no co

$8 8
ea \_
q_9p

»""-.»--» r-n
1'' I'-- D ID
N l*- s~ N
t'- 9  v ' I*-
no m no
FT m I* m

1* N*

u_

39
n .
Q

"'?'Z'TN.oooo
2?
n.
Q

$888
"~'=|q 1-n!°°99

g
" i
o
I

8 8 8
"q'-Qdr!<\4o o q a q

38
Ag
o

32
<12
a

$ 8
s q q
g o

o
8 _

Ag
Q

8398939

ddeqf

m

3232
no"-:myN

82 82 39 2:9
W OF Q
m ID q  N| v~

82:8
=fe":myN

82 33 8 39
'42 n. et N.
m  m  q- (D

| 1'-I

o
a - 8
'Q "z
in wr
| N

39 S O  8 8
"*! et m.

m 10 v I-O
I 1 -

34339
LQ "1
Lf) 'Cr

Of

E?-
'=n
ofI

3939
aqnq
Y' * 9

g o
offLr><:rN

29399939

=d~d~¢<¢
'W PP M 1-

Q
m
D

U) 1-
I*- LD
m I*-
o m
N (D1" G)
LD q
I-D m
r'  -4
ea

1"l--C')l-(\lml--Lnm
D L 1 -~a-omr-CD_l̀ -_1"lD_

(41'(">l.D
ea

eo
CD!-

CD 1-

m c n o m
m ~ ¢ 4 c f :
u : a m m o

- a - c n n r -
L f } 1 " F U >

f r

a  m  w r  c n  u Lo an

D W I O W U J I * - * "

1 - ¢ " ) 1 - r*-
gg e4

LO (D
m o f
-we m
Lf) C*)
1- U)
Cal r '

q -
1 -
815

co
Sn
Rx
I*

N

m r-
1- G)
m  m
no LO
m  m

(D
o
q1'
he

e n dAsa:
Lr1_m_
c o m
m m¢o_m_
coco
o m
he

Mr-eoaoM - m vm m v m
-¢c:»r-catDC\|l'-1'-
n o o c x l o oI"lDQN69

co
T*
" 1
m
N

o

m q
N  m
("~l_ 1-_
N co
m ID

_<o_
1- cf:

1 -

w o m a n
N l D v ' N
LD_t'7_D'¢_
r ~ o > m v
n w w m
W 1 - W W

99

I*- v-
: D  q
m  N
w  m
no m
no  Q
W 1-N

UP 4 if: o
r- au we N
|-- w  o  m
q q N  Q
m m  u :  Q
W  Q W
D  1 -  N IDv' U)

en

q O
v  onQ
01 o
of ea
W; Q
1- N9 '4-

p q © q Q 3
r o a m  c o
CDI*-1-l*~
o c o c a v
"~rc:<\Ic'u
1 - 1 - C D \ -
'l.D v"|.\|C")

N
99

so
N
m
If)

9
an
89

m Lm

co cm
Cal T*-
4 -  m

N
t o
a s

q LD
1 -  O
W  N
m q
m ID

' ¢
(D N
he

a m m oLDs"-*¢mno-4om
Q1-(DC)(qLn(g¢g1"_¢D\D0)_
v- © @n men

m

N L m
o ID
\-' on
:'> 0 ;
ID N
i n_ rD_
8  m

1- 8

n o  w  m  U )
m  0 7  m  v
U )  Q  I D _
m  r o  m  w
1- DO Cal
m  I a  v  I D
LD ID ng r"'
m v "  m  m
v - 1- W

99

U) m
ID IDm m'

m t*-
N  D
1 '  Q
m q-
ea N

W 1 - D U I *

ID
ea

m u o r - L o n l - - m
N m c \ l ' ¢ a > o o :

n m
o¢ _m_

1-v u
Qin-
of
wr

99

l\l
go
m
up
q
N

N  N
( O  v '
q - 1--
1- C\I
m Lm
*  a u

t o
-=r
v"
99

N  U )
Q  m
o  m
no Cal
W 'Q-
w  w
lD no
v -  N
v"'
h e

<*J| * l " -

m_m_mm_

( q Q | - - -

1""Q"Q'
N
go.

c
m

D. D.
...Cr 8c:m

m 8
>o E
8.9.-

ELT
m__4
E TG--c

<

¢:

E EWax
> EEQ.n.~~
E

8  D .
Cr

re Lu 'i i  1-
C

_kg iv
E

'é 4-1 3-C ._
gr no :  D . 8 8

D'E E am EN o E
o

8 a.
2 4

3

88
8"JEE'82

E E Q 2 8
g o :

Q;
: Q C

E u 0 3

- a
458,
8

L
as4-1
m

>-
z
<D.
E
o
o
lIe
Q
>
re
l.IJ
w
gm
38°
E T
8 2
8 8

< <
-s¢r>

E lg 5 o 8;
E E E E : E
._ 9- _ D.O .9-: 3 : :-U'

2 EW gm g 841 13
m A g E'§ et; m

Q _ D . _ Q _ ._ ._
4  m 9 .

8 " n . -9 ' ' c g - Q s 'E u ° § . - § u J o 8 b e38:8 'E &3£:.= E 632:>-°3.a£ -°3- E 38:>8 o- S - _ ' 5 ¢ - D - 2 » ' 5 ° - 3 - L u 2 - * i n i * - l u 8 . . 11.3 - L u 8 - 6 ° - o
u m m u m m u o ° V u o u m o¢ - - . . - - 2 m £ E _ ~ 2 9 = ' 6 8 - 2 4 0 ; - & 2 - . - ' v : : ' 5 - _ - - Q u
U m w m o m
, , " ' £ 2 ' - m £ ¢ m ! E m £_ e  o 8 ° § > = 3 . . o 5 ° § > e - w5 ° § > e . . w5 6 § > & e . w5 ° g >
3 E U W = Q ; 3 2 E M = Q ; 3 o E Q 3 o E u _ . . Q Q 3 £ E m = ¢

` B o 6 . g 8 ; : 6 0 m § . , 8 i u'z'5 w° - § ' é ' 5 8 8 T ¢ o 5 o , , , _ § 8 3m s.. Ia I n n . w - E m ._ n o . m m§§8= 3"§§§2=§3 a§82=<§ §§§ 3 §§§2= 8°
888888|8>88°838|->882888»->88°888|->8888881-
#8 648 o gNNNNNN o°_(q(q¢qgqp}¢q N.¢'>¢f>¢¢2nmm- 1 - w w w - c a - s r i

¢ ' ( \ I I N C \ l 1 \ I C \ 1 £ \ l * W N N N N N N
N . m m m m m c t > i m m m m m m

~Jc\.i¢*»i c6~<a'Lri 4 4 5 3
'U N  No. m m m o°> of: m

6 46N N N

PAGE 38



3o|-

G)

92 9
WE
"'am
z

m
°'0>
Sos0>n:
<

8.N
E
mnr

Qa> :1.... . .m 3
no u.
an
<=8>
8 8

as'Dun
no

12
o
>

E
3

cm

'E
8 8- ax
3 E
> a:C ._
~'.
_m
D.

mC
.Q. .
3
<

C
.Q...D.'cu
vom
D
E3o
8
<

9
39.-82
Q Q
*f><f

89
<9
n,

39
-==Q

c8>

$ 8
Q QLD In

2.8
<2

8
IQ
o\

»-̀1-

39
<4
1'-
1"~

83888-8
\n.co=ra_q¢:g

88"-la'l
Q '12
Ia -4-

aE»\m
o

u

no:
D
. -c
G)
E
2
8
U) ¢")

1"
'4- m
m m
'=; m_
N ID8 . ./
-...v

Q
N
ro
ofm.:

of:

v-

to
anv°

Sr,

-qr
m
of
m
of:l

i n

L

4--.Nm
no
r--
1."
68
m...r

¢-.
-4- m
GI u:
r- m
1° 1-0
N m
-.t

f-4.

1-
Q
(")
8

4.1
co
et

1.-
co
Q
IL-
m
Q
N
8

sUlG>8l*-CN!new-4-mr~
n-4-r--comom oo rn v- onm u m (D

- ..-4.4 n
lDl'*- ¢o

6 9
...v

5
1-- m
N '4 '
4 4
m I-D
ID coCe \_,p
W-J

1"
9"_4

9ILI

I"I'*
<r w
Lm of
<1 et
N (D89 -.4
W-

I"4\

q-
Q
m
ea

r* \ .¢"'\ l
~=r mN m
| -_ m_
1* Lf)
N m

r""\
r -
1"-"

" 1
1*-
Lf)
eah-*

*"
GO
-=;
|*-
c~'>
CD
8

t"\a--.4-m rmlm~=rc: t -Q
C\l(")W("JGJ
c~4r--r-com

- -~...r ..LDI*- m
1'-
69*u-r

44 4""\

'EQ 3
N €\I
m In
(D coW 4...1
*uI

(D
t -
< 1
war
€"J
1-"
8

8
ll
w

CI
IN

_

m
H - 9

ca
N

no
ea

r"-4.
of:
1 "

e t
co
N4.4

l"*
co
F

Q
m
N
he'-.-I

r-
9.
of
we
"L
N
ea

v"-oLDm
(DNID

N
et.
o
h-

N
ea*u-9

3
'1-
<4
8

»""4
ea

*=:.
-=r
e aH.4

u.

5359
co Q
LD LD

g
<1-..  o

313 39
q q
Lo I-D

8
m.
o|

'a-9
c g
(Ur)

398632939
v4¢4¢4'~? m|

3939
Q Q
LD 10

8
:Qo|

ILl

83
co""
LD

1.-
qs

39
et
1-
LT

8
ngN

39
et
m
10

3 3

Q
r -

£ 8
~.~==z
r ~ n. 1

33
(0
\ -
m

1 -
|

0
mll
D

m m m m b- co co
I*-ujq-(01-..-,-gf)c:»r-'=a~l-no>n
U}I'- wDQQ
4 m o m m v m8v "v - IDU) N

r' NG9

r-mln-Q-ooomMi!Jl'-CTI-l'J8*-4uocu-=a-ou I*-
v m o w m aaaom 1-~4-aomanmn-=:rr»anl-Lounco
69 CDtQ* (D

ea

co
to
co_
m
q
N.

Nhe

* D l D t'Dl"--

I*~ v-1-G>

1-mm c o
v - n

6 9

£"J f*- N t*-1-{*J(\l
W l*- 1- M l - D v = tD

v 9 W e - n o
uo 8 N u o | . n < - t o

* 1 - W N 1 - CDea cf: ~=a-
69

q
I*-
:Q
N
N

q
C\l1-
(D1-

o

co
m

no
co
ea

r"""-(D
(Dl"')D3 C)l"-'=.tco1-c:»~=r
(Dulu'}l-DcDcnao~=r€:~.lln

m c:>_
he

cm
vb
I * -
LD
m

q
Ana

8 1- LD
o  oz:  a
-Cr LD no
o UI CO
gr) (D W
m  N q
m LD

(D
o

ca
*T
'K
m
m
89

of m |"- N
cu -4- W co
q- N co LD
(D * 1'  no
~4- q m
1- C\I

1 -
no
no
o
m
~=r
he

m

l~ C*J U)Lt'J1"" °")r - m f s c o c > - o nDiD'<l'!*"4"{JJC\I
G>D1"-CDCJU7

v- PP
he

~=r no CD m (D <r l*-
69 1- v ' LD V)

I" -U JL D Q 1- M U )

t*J 1-(*Jl"-1D91.-°
l"-tD_¢D_lD_LDr-

89 £ D l - 1 - r--
6 9

m
N
<2
ID
no

LT
N
ea

D o a o z o mUOl*{D¢lD_m_m_m_m_
- c -I*-.\-1-"(f)Q w m c o m

M r - r"
v-D)E9 (DN N Lm

ea

m y - n
1 - 1 - w d

Lr: ~<1- o o v r - -
'4" 1- LD t .D£ ' )P~ O:

co~=rcoLof-coco
*" 1 " ' 8 C 1- ED
69 m q-

69

-o-1

m
: :oIll

c
ocm
Cr:

r" .
2°"
c

: J

E T
GJ 4-4E  C
Q B

- u  U
>  m  6  1 -

gm
ET

8 u_
>
~.¢

_to <
C  U
m  C
E Eu
a>
>  8o  uL -  :
9 - ' u

E  eN ' o 0_

m
a

19 <
C 1:an QE as
G)> £5o u\. 3
D-"c
E Q
.U n.

>-

<
n .

E
.o
u
lJ.l
so
>
m
IJJ
in

L'
3 58
g 8
o
N

Q
_.I
m

w
.mc

c
°-"' E

< .n. 85 c
8§ 8 Ia

n ' o 8 n . n E 3`--8o. °-=»§ -ass"£~»°£  .9 mm- - " l = ° - * u > E - - E=2E> *nag 8'9-5n mD  8  8  g  2 U J  3 . - 3 5 E

"»=E8"'='a'n-ez§§50.088=5 8 g13n. m c( 9 8  u 1 ° E > , , , u ' -8Q  0§ | lQ1 - | -130 * i n .

3 0 ) 3 5 l l / 4 3 1 m - 1 : 3\L 6"8§585 399888
8 8 8 3 3 8 8 3

3 EIE2 E8

§~=589ll)

m
oz

_  E
m  6>
<  <

>

8 in.
F
g * - EoQ 3:¢,§~m==°»3iE=°§8¢ Q , . . 3 ' : ¢ ...
D. W LLD.W 2

- o o o o o o °

P  8 S " 9 8 " 9O D v : n n ra

m
m 44
'E C

8 8m ll)a> a. m a
8 3 8U'.'e< gm

C u C um c E E W eE t m2--M E t
g m Q> :D. . " J o
0 u . . > '
\ - 3 > u J m :
Q u O n o ; D-'uEQ Dgo Ea_ 'u"¢3°-'__ .

mmC 88 30
M $ " " W 0 m> as8 v  0 § § : 2¢uu:°°5*

: 3 " " M U - -
o o  5 L L i < D < E 3
= o o o o o o ° m  o  o  o o o o  ° '¢ o o o o o o °¢ o © Q O O O D I "  n o o o o o o l - z o o o o o o i -
8\-n<*>~¢l .n¢.ov s - v v v vO m m cfa cfs m cvr

'5-4¢\i:'iwr°uid UI-J¢\in"lridUp-vw "Iv <1-84-<r¢ m m m § 8 g IN n g n m m efa

PAGE 37



§'2NasE

g

3
2

£8
83
ws

K

2D_>
E
in

Iac
.9=
3
<

E
v s
-§6
mE
3.2
£3
8
B .

c
.9..D.-:umm
D

'E
§
<

D

g'
_>e
m

w eg m
z

•

•

a
..-Cea
Em. -m.-
cm

g
n

`-a

8899=°<t
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Distributed
Cost

Accrual
Rate

Trended
CostPlant

Inflation
RateUnit

Cost per
kW 2002 Cost

Year
Spent

Capacity

(MW)

•

ARIZ ONA PUBLIC  SERVICE COM PANY Statement F

Dismantlement Costs
Steam Production

A B C D=B*C*1 ODD E F G H I J=VE

Cholla
1
2
3
C

110
245
260

40.00
40.00
40.00

$4,400,000
9,800,000

10,400,000

$41 ,B06,690
140,232,333
122,716,744

54,990,272
$359,746,038

$3,727,422
8,301,986
8,810,271
3,760,321

$24,500,000

3.00%
3.00%
3.00%
3.00%

2017
2033
2035
2035

$5,981 ,418
21,378,301
24,058,825
10,272,842

$61 ,701 ,386

14.3%
15.2%
19.6%
18.7%
17.2%615

Allocated to Common:
Allocated to Units:

$24,600,000
3,760,321

$20,839,679

Four Corners
1-3 550
4-5 222
C

47.00
47.00

$26,320,000
10,434,000

$309,776,017
83,830,395
21 ,231 ,260

$414,837,672

$24,972,951
9,899,991
1,881,058

$36,754,000

3.00%
3.00%
3.00%

2016
2031
2031

$38,907,044
24,029,877
4,565,822

$67,502,742

12.6%
28.7%
21 .5%
16.3%782

Allocated to Common:
Allocated to Units:

$36,754,000
1 .881 ,058

$34,872,942

Navajo
1-3
C

315 39.00 $12,285,000 $192,080,648 $12,285,000 3.00% 2026 $25,722,062 13.4%

315
Allocated to Common:

Allocated to Units:

$12,285,000 $192,080,648 $12,285,000 $25,722,062 13.4%

$12,285,000

Ocotillo
1-2
C

220 40.00 $8,800,000 $41 ,102,133 $8,800,000 3.00% 2020 $15,430,853 37.5%

220
Allocated to Common:

Allocated to Units:

$8,800,000 $41,102,133 $8,800,000 $15,430,853 37.5%

$8,800,000

Saquaro
1-2
C

210 4000 $8,400,000 $44,290,559 $8,400,000 3.00% 2014 $12,335,683 27.9%

210
Allocated to Common:

Allocated to Units:

$8,400,000 $44,290,559 $8,400,000 $12,335,683 27.9%

$8,400,000

Palo Verde
1
2
3

WR
C

1243
1335
1247

$745,420,942
406,084,107
655,962,859
127,876,054
170,944,049

$2,106,2B8,011

3_0D%
3.00%
3.00%
3.00%
3.00%

2024
2025
2027
2027
2027

3825
Allocated to WR:

Allocated to Common:
Allocated to Units:
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DIRECT TESTIMONY OF PATRICK DINKEL
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E- 01345A-08

INTRODUCTION AND SUMMARY

5

6

Q- PLEASE STATE YOUR NAME AND POSITION WITH APS

My na me  is  P a trick Dinke l. I a m the  Dire ctor of Re s ource  Acquis itions  a nd

Renewable Ene rgy fo r Ariz o n a  P u b lic Service Company ("AP S " or

Compa ny"). I le d the  APS te a m tha t wa s  re spons ible  for conducting the  APS

2005 Reques ts  for Proposa ls  ("RFP") for Long-Term Capacity Supply' in Yuma

("Yuma  RFP"), e va lua ting the  re sulting proposa ls , a nd s e le cting the  pre fe rre d

option tha t re sulted in APS contracting with Wood Group Power Solutions , Inc

("Wood Group") for the  cons truction of the  ne w pe a king fa cilitie s  a t the  Yucca

Power Plant in Yuma, Arizona  ("Yuma Asse ts")

Q- WHAT IS YOUR
BACKGROUND?

EDUCATIONAL AND PROFESSIONAL

16

1 7

1 9

22

I re ce ive d a  Ba che lors  of S cie nce  de gre e  from Ma rymount Colle ge  a nd a

Ma s te rs  of Bus ine s s  Adminis tra tion from Northe rn Arizona  Unive rs ity. I joine d

APS in 1986. Be fore  becoming Director of Corpora te  P lanning and Renewable

Ene rgy in 2004, I wa s  the  Ma na ge r of Corpora te  P la nning a nd the  Ma na ge r of

Bus ine s s  Unit Ana lys is  a nd Re porting. Be fore  tha t, I he ld va rious  pos itions

within APS and Pinnacle  Wes t Capita l Corpora tion ("Pinnacle  Wes t"), primarily

within the  financia l planning and budgeting areas

Q- WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS
PROCEEDING?24

25

26

A.

A.

A. APS is seeking to include the Yuma Assets in rate base. My testimony explains

the Company's decision to construct these facilities through a "direct build



approach, by contracting with an Engineering, Procurement and Construction

("EPC") contractor, as  well as  the  need for these  facilities  in the  Yuma area

making them "used and useful" when they are placed in service. APS witness

Daniel Kearns will discuss the rate base and operating income pro forms for the

Yuma Assets

Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS  COMMISSION?

A. Yes , I have . I te s tifie d in s upport of AP S 's  re que s ts  to both a cquire  the

Sundance Assets (Docket No. E-01345A-04-0407) and to include those assets in

rate base in the Company's  last general rate case (Docket No. E-01345A-05

0816). I a lso testified in support of APS's  request for authorization to acquire

the  Yuma  As s e ts  in Docke t No. E-01345A-06-0_64 ("Yuma  Acquis ition

Docket")

Q- P LEAS E S UMMARIZE YOUR TES TIMONY

My testimony will demonstrate that

New generation resources are needed to meet the Company's continued

load growth in the Yuma load pocket, which will make the Yuma Assets

used and useful when they go into service during the summer of 2008

The Company's  ultimate decis ion to pursue the direct build alternative

and contract with the  Wood Group to construct the  Yuma Assets  was

prudent, because the Company determined that this  was the most cost

effective means of acquiring critical long-term peaking capacity

II BACKGROUND: THE YUMA ACQUISITION DOCKET

Q- WHAT WAS THE PURPOSE OF THE YUMAACQUIS ITION DOCKET?

A.

A. In De cis ion No. 67744 (April 7, 2005), the  Commis s ion a dopte d, with



modification, the provisions of a Settlement Agreement that limited the ability of

the Company to "self-build" generation assets that would be placed into service

prior to January l, 2015 without Commission authorization. In that Decision

the Commission modified the Settlement Agreement's definition of self-build to

include the acquisition of a generating unit or interest in a generating unit from

any merchant or utility generator. Accordingly, APS was required to obtain the

approval of the Commission whether the Company directly contracts for EPC

("direct build") or enters into a contract for the acquisition with a third party

such as a developer. In the Yuma Acquisition Docket, the Company sought such

authorization. My testimony in the Yuma Acquisition Docket addressed the

Yuma REP and the evaluation process that resulted in the request for

authorization for APS to acquire the Yuma Assets

Q- WHAT WAS
DOCKET?

THE OUTCOME OF THE YUMA ACQUISITION

In Decision No. 69400 (March 30, 2007), the Commission granted APS's

request for authorization to purchase a new generation resource within the

Company's Yuma load pocket, finding that the Company's application met the

requirements of Decision No. 67744. The Commission, therefore, authorized

APS to acquire the Yuma Assets pursuant to either an agreement with a

developer or an agreement with an EPC contractor. The Commission held for a

future APS rate case the determination of the prudence of the Yuma Assets

Q. WHAT IS THE COMPANY SEEKING IN THIS DOCKET?

A.

A. The Company is now requesting that the Commission find that its acquisition of

the Yuma Assets was prudent, that those facilities will be used and useful when



the y a re  p la ce d in to  s e rvice  during the  s umme r of 2008, a nd tha t AP S  is

authorized to place those assets in rate  base in this  proceeding.

111. US ED AND US EFUL: AP S 'S  NEED FOR YUMA AS S ETS

Q. P LEAS E DES CRIBE THE YUMAAS S ETS .

The  Yuma Asse ts  cons is t of two na tura l gas-fired, s imple  cycle , peaking e lectric

gene ra ting units  loca ted a t the  Yucca  Power Plant in Yuma , Arizona . Each unit

is  a  48 MW Gene ra l Electric LM6000-PC combus tion turbine  with inle t chilling.

The  combus tion turbine s  a re  s imila r to the  units  tha t we re  ins ta lled a t the  APS

Sundance  Power Plant and use  we ll-known technology with a  solid ope ra tiona l

and environmenta l track record.

Q, AR E  THE  YUMA AS S ETS  CURRENTLY IN S ERVICE?

The Yuma Assets  a re  s till under construction. The  project is  on-schedule  and the

units  a re  anticipa ted to be  on-line  by summer of 2008, which is  we ll be fore  the

expected order in this  ra te  case.

Q. WHY DO E S  AP S  B E LIE VE  T HAT  ADDIT IO NAL G E NE R AT IO N IS
NEEDED IN YUMA?
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The  cus tome r loa d  in  Yuma  is  g rowing  a t a  ra p id  ra te , a nd  Yuma  is  fa s t

a pproa ching the  limits  on the  a mount of powe r tha t ca n be  s upplie d by the

exis ting gene ra tion and transmiss ion facilitie s . In the  Yuma Acquis ition Docke t,

the  Compa ny pre s e nte d e vide nce  tha t to s e rve  the  loa d growth in Yuma  a nd

ma inta in a de qua te  re lia bility of s e rvice , a dditiona l ge ne ra tion re s ource s  a re

ne e de d in Yuma  by 2008. Be ca us e  the  ne e d is  s pe cific to s umme r ca pa city,

Yuma  re quire s  pe a king  re s ource s  ra the r tha n  in te rme dia te  or ba s e  loa d

resources . The  Commiss ion recognized this  need in Decis ion No. 69400, where

it was  specifica lly s ta ted tha t, "[d]ue  to transmiss ion cons tra ints , a  load pocke t

A.

A.

A.
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currently exists in the Yuma area, and the need for generation resources in Yuma

at this time is for peaking generation within a load pocket." (See Finding of Fact

No. 3.)

Q- WHAT IS
CRITERIA
USEFUL"?

YOUR
F O R  A

UNDERSTANDING OF THE REGULATORY
PLANT TO BE CONSIDERED "USED AND

My unde rs ta nding  of the  crite ria  to  be  cons ide re d  in  de te rmining  if a  p la n t is

u s e d  a n d  u s e fu l is  fa irly s tra ig h t fo rwa rd . If th e  p la n t is  n e e d e d  to  s e rve

cus tome rs . it is  cons ide re d us e d a nd us e ful. The  ne e d for the  Yuma  As s e ts  wa s

e s ta blis he d in the  Yuma  Acquis ition Docke t

Q- ARE THE YUMA ASSETS USED AND USEFUL?

A. Whe n the  Yuma  As s e ts  a re  p la ce d  in  s e rvice  th is  s umme r, the y will be  fu lly

committe d  to  our cus tome rs . As  s uch. thos e  fa cilitie s  will me e t the  us e d  a nd

us e ful te s t

IV. THE DECISION TO PURSUE THE DIRECT BUILD ALTERNATIVE WAS
REASONABLE AND PRUDENT

Q- PLEASE EXPLAIN THE ISSUES RAISED IN THE YUMA ACQUISITION
DOCKET THAT YOU ARE ADDRESSING IN THIS RATE CASE

A.

A. In the Yuma Acquisition Docket, the Company had filed an Application to

request authority to self-build a peaking generation plant either through APS's

direct build alternative or through a contract with a developer. Under either

alternative, APS would own the facilities. The Company was compelled to

make such an application because, as recognized by the Commission in Decision

No. 69400, self-build was the preferred result over any purchased power

agreement provided by the wholesale market in response to the Yuma RFP. (See

Finding of Fact No. 16.) During the Yuma Acquisition hearing, evidence was



presented regarding the  diffe rences  be tween the  direct build a lte rna tive  and the

developer build a lte rna tive , and there  was  no dispute  regarding the  methodology

us e d to ma ke  the  compa ris on. Howe ve r, a t the  time  De cis ion No. 69400 wa s

issued, ne ithe r APS's  direct build a lte rna tive  nor the  deve loper build a lte rna tive

proposa ls  we re  comple te , meaning cos t e s tima te s  we re  not fina lized, and thus

the  cos t diffe rentia l could not be  known with ce rta inty. (See Finding of Fa ct No.

22.) S ince  tha t time , both those  proposa ls  a nd the  cos t e s tima te s  ha ve  be e n

fina lize d.

Q. HOW DID APS
RESOURCES?

ELECT TO PROCEED WITH THE NEW YUMA

A. Th e  Co mmis s io n  a u th o rize d  th e  Co mp a n y to  mo ve  fo rwa rd  with  e ith e r

owne rs hip a lte rna tive  - the  de ve lope r build a lte rna tive  or the  EPC contra ctor.

Subse que nt to tha t Commiss ion de cis ion, the  Compa ny ne gotia te d fina l te rms

a nd s pe cifica tions , a t which point, both a lte rna tive s  we re  compa ra ble  from a

technica l and ope ra tiona l pe rspective . Both the  de ve lope r propos a l a nd the

Wood Group proposa l we re  ba se d on the  sa me  te chnology - two GE LM 6000

units . Ba s e d on a n  a na lys is  of the s e  re fre s he d a nd fina l offe rs  from the

developer and from the  EPC contractor, APS determined tha t the  most economic

approach was  to ente r into an agreement with the  EPC contractor, Wood Group,

for the  construction of the  new Yuma units  .

Q- WAS THE DECISION TO PROCEED WITH THE EPC CONTRACTOR
APPROPRIATE?
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A. Yes . All of the  economic ana lyses  showed tha t ente ring into a  contract wide  the

Wood Group wa s  the  mos t e conomic a lte rna tive  for me e ting our cus tome rs '

needs.



Q- WHAT WAS THE COST DIFFERENCE BETWEEN THE DIRECT
BUILD PROPOSAL AND THE DEVELOPER PROPOSAL?

The  dire ct build  propos a l wa s  $4.6  million le s s  tha n the  cos t of the  de ve lope r

propos a l.

Q. DO YOU BELIEVE THAT THE DECISION TO PROCEED WITH THE
DIRECT BUILD PROPOSAL WAS PRUDENT?

Yes. APS's decision to enter into an EPC agreement with the Wood Group for

the Yuma Assets was the product of a fair and open procurement process and

was based on sound economic principles. APS has a clearly defined need for the

units in the Yuma load pocket starting in summer 2008, as shown by its resource

plans. The technology proposed by both proposals was similar, and the direct

build proposal was the most economic choice.

Q- DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?
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Ye s , it doe s .
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DIRECT TESTIMONY OF DAVID J. RUMOLO
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E-01345A-08- )

INTRODUCTION

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is David Rumolo.  My business address is 400 North Fifth St reet ,

Phoenix, Arizona 85004.

Q- BY WHOM ARE YOU EMPLOYED AND WHAT IS YOUR POSITION?

I am employed by Arizona Public Service Company ("APS" or "Company") as

Manager of Regulation and Pricing. I am responsible for the establishment and

administ rat ion o f APS t ar iffs and cont ract  provisions t hat  are under  t he

jurisdiction of the Arizona Corporation Commission ("ACC" or

"Commission"). I am also responsible for certain aspects ofAPS tariffs that fall

within the jurisdiction of the Federal Energy Regulatory Commission ("FERC").

Q~ WOULD YOU DISCUSS YOUR EDUCATIONAL BACKGROUND AND
BUSINESS EXPERIENCE?

My background and experience are set forth in Appendix A to this testimony

Q- WHAT IS THE PURPOSE OF YOUR TESTIMONY?
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My testimony addresses several general areas. The first  area of my testimony

discusses the Standard Filing Requirements ("SFR") schedules,  including

Schedule A- l t hat  present s t he overall increase in revenue requirement s

requested in this Application. Second, I discuss the pro Ronna adjustments that I

am sponsoring. Third, I  discuss hook-up or impact  fees and propose a new

service schedule that would allow APS to charge an Impact Fee to new customer

sites that  have never had APS electric service. Fourth, I discuss the cost-of-

A.

A.

I.

A.

A.

1



service  s tudy prepared to functionalize , class ily, and then a llocate  tes t year costs

a nd re ve nue s , firs t be twe e n whole s a le  a nd re ta il cus tome rs  a nd the n to the

va rious  cla sse s  of re ta il se rvice . It is  this  cos t a lloca tion s tudy tha t a llows  us  to

determine the  ra te  of re turn produced by each class  and subclass  of customer, as

we ll a s  the  unit cos ts  APS incurs  to provide  diffe rent se rvices  to each cus tomer

group. Ne xt, I dis cus s  the  curre nt tra ns mis s ion cos t re cove ry me cha nis m a nd

unbundle d tra ns mis s ion ra te  s che dule  a nd propos e  e nha nce me nts  to  tha t

mechanism. Fina lly, I dis cus s  S e rvice  S che dule  3, the  AP S  line  e xte ns ion

policy, and propose  some minor revis ions  tha t clarify the  language tha t describes

the costs  recovered through that schedule.

11. S UMMAR Y

Q- WOULD YOU P LEAS E S UMMARIZE YOUR TES TIMONY?
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My tes timony addresses  certa in Standard Filing Requirements  exhibits  including

S che du le  A-1  tha t de mons tra te s  the  $371 ,712 ,000  incre a s e  in  re ve nue

re quire me nts  tha t is  s ought by the  Compa ny. This  a mount include s  a  $252.6

million  incre a s e  in  non-fue l ra te s  a nd  a  ne t incre a s e  to  the  fue l-re la te d

compone nt of ra te s  of $12.9 million. The  $371.7 million ba s e  ra te  incre a s e

sought in this  applica tion includes  $119.1 million of fue l and purchased power

cos ts . Howeve r, the  Company will re cove r $106.2 million of tha t amount unde r

the  norma l ope ra tion of the  Powe r Supply Adjus te r ("PSA"). The re fore , ta king

into considera tion the  reclass ifica tion of PSA revenues  to base  fue l revenues , as

ca lle d  fo r in  the  Commis s ion-a pprove d  P S A p la n  o f a dmin is tra tion , the

Compa ny's  e ffe ctive  ne t re ve nue  incre a s e  re que s t is  $265.5 million. This

a dditiona l re ve nue  will a llow AP S  to e a rn a  ra te  of re turn of 6.23% on a  fa ir

va lue  ra te  ba s e  of $7,594,069,000 or 8.87% on a n a djus te d origina l cos t ra te

A.
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ba s e  of $5,331,389,000. The  a djus te d te s t ye a r ra te  of re turn on origina l cos t

ra te  ba s e  is  4.64% a nd a  me re  3.26% on fa ir va lue  ra te  ba s e .

Th e  ra te s  p ro p o s e d  b y AP S  wo u ld  re s u lt in  a  $ 1 3 .6 8  mo n th ly in c re a s e  fo r a

typ ica l re s ide n tia l cus tome r. Th e  m o n th ly to ta l in c re a s e  fo r a  typ ic a l s m a ll

ge ne ra l s e rvice  cus tome r is  $60 .78 . S imila rly, the  month ly to ta l incre a s e  fo r a

typica l indus tria l cus tome r is  $ l9 ,031. The s e  typica l incre a s e s  include  the  e ffe ct

o f re s e tting  the  P S A Forwa rd  Compone n t to  ze ro  tha t wou ld  occu r whe n  ne w

ba s e  ra te s  be come  e ffe ctive . If AP S 's  propos e d impa ct fe e  is  a dopte d to re cove r

mu ch  o f th e  a n tic ip a te d  a ttritio n ,  th e s e  in c re a s e s  co u ld  d ro p  b y a s  mu ch  a s

a nothe r 2%.
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I s pons or two s pe cific  pro forma  a djus tme nts  for: 1) the  re cove ry of cos ts

a s s ocia te d  with  a  portion  of AP S 's  lobbying e xpe ns e s , a nd 2) a n  income

adjus tment tha t accounts  for the  decreased revenue  due  to the  Prepay/Autopay

discounts  orde red in Decis ion No. 69663 (June  28, 2007). I a lso discuss  a  new

schedule , Se rvice  Schedule  6, tha t proposes  a  new hook-up fee  to be  collected

frornne w cus tome rs . The  propose d hook-up fe e , de s igna te d the  "Impa ct Fe e "

would ge ne ra te  a dditiona l re ve nue  tha t could offs e t a  portion of the  $86.6

million a ttrition compone nt of the  $252.6 million incre a s e d non-fue l ba s e  ra te

revenue  requirements . The  Impact Fee  would furthe r the  Commiss ion's  goa l of

ma king growth pa y for its e lf a nd providing s ome  le ve l of ra te  mode ra tion for

exis ting cus tomers  by addre ss ing a  la rge  component of the  future  a ttrition tha t

will la rge ly take  place  during the  course  of this  proceeding. Based on our fourth

quarte r 2007 forecas t cus tomer growth for the  yea r 2010, the  Impact Fee  would

ge ne ra te  a pproxima te ly $53 million in re ve nue . Howe ve r, I mus t note  tha t this

3



fore ca s t is  like ly optimis tic a nd wa s  be ing re -e va lua te d a t the  time  the  pre se nt

Applica tion wa s  file d.

My te s timony de s cribe s  the  cos t of s e rvice  s tudy tha t is  us e d to s upport the

C o mp a n y's  ra te  d e s ig n s  in  th e  C o mp a n y's  a p p lic a tio n  a s  we ll a s  th e

jurisdictiona l a lloca tion of cos ts . I a lso describe  a  proposed change  to Schedule

TCA-1 tha t provide s  for colle ction of FERC re gula te d  tra ns mis s ion cos ts

through the  S che dule  ra the r tha n pa rtia lly through ba s e  ra te s  a nd pa rtia lly

through a n a djus tme nt me cha nis m. Fina lly, I s pons or minor re vis ions  to the

APS line  extens ion policy, Se rvice  Schedule  3. These  changes  have  no impact

on the  s ubs ta nce  of the  policy a s  orde re d by the  Commis s ion in De cis ion No.

70185 (Februa ry 27, 2008), but mere ly add some  cla rifying language  rega rding

the  implementa tion of the  Service  Schedule .

III. "S FR" S CHEDULES

Q. AR E YO U S P O NS O R ING  ANY S TANDAR D F ILING  R EQ UIR EMENTS
("S FR") S CHEDULES ?

Yes . I am sponsoring SFR Schedules  A-l, portions  of B-1, B-2, C-1, C-2 and G.

Although not s pe cifica lly re quire d by the  S FR, I a m a ls o s pons oring s ome

a dditiona l s che dule s  a tta che d to my te s timony tha t ha ve  be e n de s igna te d a s

S ch e d u le  G J  (Atta ch me n t DIR-1 ),  S ch e d u le  G E-l (Atta ch me n t DIR-2 ),

Schedule  GE-2 (Attachment DJR-3),, and Schedule  GE-3 (Attachment DJR-4)

and a re  a tta ched to my te s timony. I have  a lso a tta ched an SFR index tha t lis ts

the  APS witne s se s  re spons ible  for pre pa ra tion of the  SFRs  or e le me nts  of the

SFRs (Attachment DJR-5)
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Q- P LEAS E DES CRIBE THE ELEMENTS  OF  THE S F Rs  THAT YOU ARE
S P ONS ORING

A.
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I a m sponsoring portions  of SFR Sche dule s  A, B, C, a nd G. In doing so, I re ly

on input from numerous  witnesses . Moreover, I am sponsoring the  jurisdictiona l

s plits , i. e . the  a lloca tion of ra te  ba s e  a nd e xpe ns e s  be twe e n Commis s ion

jurisdictional customers  and other customers . These  a llocations  are  based on the

results  of the  cost of service  s tudy tha t is  discussed in my tes timony.

S che dule  A-1  p re s e n ts  the  re que s te d  ove ra ll incre a s e  in  re ta il re ve nue

requirements . S che dule  A-l de mons tra te s  tha t the  a djus te d te s t ye a r ra te  of

re turn for ACC juris dictiona l ope ra tions  wa s  3.26% on fa ir va lue  ra te  ba s e  of

$7,594,069,000. The  ra te  of re turn on fa ir va lue  ra te  ba s e  re s ulting from the

requested increase  of $371,712,000 is  just 6.23%, over 200 basis  points  less  than

the  re turn re comme nde d by AP S  Witne s s  Willia m Ave ra . S che dule  A-l a ls o

note s  tha t ne t increa se  to cus tomers  is  $265.5 million because  a  portion of the

tota l increa se  would have  been passed through to cus tomers  through the  PSA

had it not been reclassified into base rates.

Schedule  B-1 provides  the  ca lcula tions  of ra te  base  for Tota l Company and ACC

jurisdictiona l ope ra tions . The  jurisdictiona l ope ra tions  ra te  ba se  ca lcula tions

were  deve loped through the  cos t of se rvice  mode l tha t is  discussed la te r in my

te s timony.

I a lso sponsor portions  of the  C schedules  tha t exhibit the  pro forma adjus tments

to the  tes t year and the  jurisdictiona l splits  of the  pro forma adjus tments  be tween

tota l Compa ny a nd ACC juris dictiona l ope ra tions . The  s pons ors hip of the

individua l pro forma adjus tments  is  noted on Schedule  C-2.
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Q- YO U INDICATED THAT THE S F R A-1  S CHEDULE DEMO NS TRATES
THAT THE REQ UIRED INCREAS E IS  $ 3 7 1 .7  MILLIO N. WO ULD YO U
P LEAS E ELABORATE ON THAT P OINT?

A.
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Yes. The  incre a s e  of $371.7 million is  re quire d to  a llow AP S  to a m a

re a s ona ble  ra te  of re turn. AP S  s e e ks  a n e ffe ctive  ne t a nnua l ba s e  re ve nue

increase  of $265.5 million based on annualized tes t year sa les  - an amount tha t

includes  a  $252.6 million increase  in non-liie l base  ra tes  and a  ne t increase  to

fuel-re la ted electric ra tes  of $12.9 million. The $371 .7 million base ra te  increase

sought in this  applica tion includes  $119.1 million of fue l and purchased power

cos ts . However, the  Company will recover $106.2 million of tha t amount under

the  norma l ope ra tion of the  P S A. The re fore , ta king into cons ide ra tion the

re cla s s ifica tion of P S A re ve nue s  to ba s e  fue l re ve nue s , a s  ca lle d for in the

Commission-approved PSA Plan of Adminis tra tion the  Company's  effective  net

revenue increase request is  $265.5 million.

Q. HAS APS COMPUTED THE EFFECTIVE RATE INCREASES FOR
TYPICAL CUSTOMERS?
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Yes . Attachment DIR-6 to my te s timony pre sents  bill compa risons  for typica l

re s identia l, gene ra l se rvice , and indus tria l cus tomers ; The  bill compa ris ons

include several factors  that enable  one to make "apples  to apples" comparisons.

For e xa mple , toda y, tra ns mis s ion cos ts  a re  re cove re d in two e le me nts  of

customers ' bills -the  TCA and base  ra tes . APS is  proposing tha t these  e lements

be  combined and shown as  the  TCA for future  bills . Also, the  bill comparisons

show the effect of increased fuel in base rates  and the resulting reset of the PSA

Forward Component to zero when new base rates  resulting from this  proceeding

become effective . For example , for the  typica l res identia l cus tomer us ing 1,175

kph pe r month, the  incre a s e  unde r propos e d ba s e  ra te s  is  a  ne t $13.68 pe r

month. The  monthly tota l ne t incre a s e  for a  typica l s ma ll ge ne ra l s e rvice

cus tomer is  $60.78. S imila rly, the  monthly tota l ne t incre a s e  for a  typica l

industrial customer is 8519,031 .

A.
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Q- P LEAS E DES CRIBE THE S FR "G"  S CHEDULES .

The  following is  a  summary of these  Schedules :

SFR Schedule  G-1 shows the  ra te -of-re tum a t exis ting ra tes  by cus tomer
class, based on the adjusted test year cost-of-service study.

SFR Schedule  G-2 is  s imila r to Schedule  G-l, except it re flects  re turns  by
class  that would result under APS's  proposed ra tes .

S F R  S c h e d u le  G -3  s h o ws  th e  fu n c tio n a liz e d  d o lla r a mo u n t a n d
percentage of adjusted rate  base allocated to each retail customer class.

S FR S che du le  G-4  s hows  the  func tiona lize d  a mount o f ope ra ting
expenses allocated to each retail customer class.

SFR Schedule  G-5 shows the  amount of functionalized adjusted ra te  base
a lloca ted to a ll ACC jurisdictiona l cus tomers .

S F R S che du le  G-6  s hows  the  a moun t o f func tiona lize d  a d ju s te d
opera ting expense  a lloca ted to a ll ACC jurisdictiona l cus tomers .

SFR Schedule  G-7 lis ts  the  a lloca tion factors  used in prepa ring the  te s t
year cos t-of-sewice  s tudy.

Q. DO  YO U HAVE  ANY ADDITIO NAL S C HE DULE S  R E LATE D TO  THE
COS T-OF-S ERVICE S TUDY THAT YOU ARE S P ONS ORING?

Yes. The  following Schedules  a lso re la te  to the  s tudy:

S che dule  GJ  is  a  s umma ry of the  cos t-of-s e rvice  s tudy s howing the
juris dictiona l s e pa ra tion of ra te  ba s e  cos ts , re ve nue s , a nd ope ra ting
expenses.

Sche dule  GE-1 is  a  s umma ry of the  cos t-of-s e rvice  s tudy s howing, by
re ta il customer class , the  a llocation of tota l ACC allocated ra te  base  costs ,
revenues , and ope ra ting expenses  and the  ra te -of-re turn for each ma jor
customer class.
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Sche dule  GE-2 is  a  s umma ry of the  cos t-of-s e rvice  s tudy s howing, by
each general service  subclass , the  a llocation of ra te  base  costs , revenues,
and operating expenses and the rate-of-return.
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Schedule  GE-3 is  a  summary cos t-of-sewice  s tudy showing, by each
res identia l subclass . the  a lloca tion of ra te  base  cos ts , revenues , and
operating expenses and the rate-of-return

IV. P RO FORMA ADJ US TMENTS

Q- ARE YOU RES P ONS IBLE FOR THE P REP ARATION OF ANY P RO
FORMA ADJ USTMENTS TO THE TEST YEAR?

Yes . I sponsor the  pro Ronna  adjus tment tha t increased ope ra ting expenses  to

re cognize  tha t portion  of lobbying cos ts  tha t s hould  be  re cove ra ble  from

cus tome rs  a nd the  pro folia  tha t a djus te d ope ra ting income  to re cognize  the

fina ncia l impa cts  of providing dis counts  to cus tome rs  who pa rticipa te  in the

Company's  PrePay and AutoPay programs

Q- WHAT ARE THE BAS IS  FOR THE P RO FORMAS ?

As discussed in the  tes timony ofAJ?S Witness  Donald Brandt and acknowledged

in De cis ion No. 69663, APS 's  lobbying a ctivitie s  be ne fit APS  cus tome rs , a nd

th is  p ro  fo rma  ca lcu la te s  tha t portion  (50%) o f the  Compa ny's  lobbying

expenses  tha t the  Commiss ion deemed acceptable  for recovery in Decis ion No

69663. The  SurePay and AutoPsy discounts  were  ordered by the  Commiss ion in

Decis ion No. 69663 and approved in Decis ion No. 69923 (September 27, 2007)

The  pro forma  adjus tment annua lized the  impact of those  discounts  for the  full

test year

Q- P LEAS E DES CRIBE THE LOBBYING P RO F QRMAADJ US TMENT

A.

A.

A. Lo b b yin g  co s ts  a re  b o o ke d  "b e lo w th e  lin e " in  a cco rd a n ce  with  F ERC

a ccounting pra ctice s . The  pro forma  a djus tme nt move s  50% "a bove  the  line

for recove ry in re ta il ra te s . The  pro forma  adjus tment increa se s  Adminis tra tive

a nd Ge ne ra l Expe ns e s  by $1,386,000 re s ulting in a  re duction in Ope ra ting



Income  of $840,000. (See Attachment DIR-7 and SFR Schedule  C-2, page  10,

column 30.)

Q- P LEAS E DES CRIBE
ADJ US TMENT.

T HE S UREP AY/AUTOP AY P R O F O R MA

The adjus tment re flects  the  decreased revenue  due  to the  $0.48/month discount

offe re d to cus tome rs  in a ccorda nce  with De cis ion No. 69663 a nd a pprove d by

the  Commis s ion in De cis ion No. 69923. The  pro Ronna  re fle cts  the  re ve nue

impa cts  ha d the  dis count be e n in e ffe ct for the  full ye a r a t e nd of te s t pe riod

participa tion leve ls . The  pro Ronna  adjus tment reduces  revenue  by $1,009,000

and opera ting income by $612,000. (See  Attachment DJR-8 and SFR Schedule

C-2, pa ge  ll, column 31.)

IMP ACT FEES

Q. IS  AP S  P R O P O S ING
AP P LICATION?

A H O O K- U P  O R IMP A C T  F E E  IN  T H IS

Ye s . In the  de libe ra tions  tha t culmina te d in De cis ion No. 69663 a nd in othe r

eases  involving APS and other utilitie s , the  Commiss ion's  des ire  to have  growth

contribute a greater share  to funding growth has  been evident. The  Commiss ion

has  an open docket on hook-up fees  but, as  ye t, no decis ions  or rules  have  been

promulga te d. Give n the  Commis s ion's  dire ction on the  topic of hook-up fe e s ,

APS has  deve loped a  hook-up fee  proposa l, de s igna ted the  "Impact Fee ." The

Impact Fee  would be  charged to a ll applicants  requesting e lectric service  and the

actua l fee  would depend on the  se rvice  entrance  s ize  ("SES") tha t is  required to

serve the customer.
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SFR Schedule  A-1 provide s  the  tota l ACC jurisdictiona l revenue  requirements

tha t must be  genera ted by APS cus tomers . These  revenue  requirements  include
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a n a ttrition a djus tme nt a s  dis cus s e d in the  te s timony of APS  Witne s s  Da nie l

Kearns . The  re ve nue  re quire me nts  ca n  be  me t through ba s e  ra te s  or a

combination of base  ra tes  and revenue genera ted through Impact Fees . The ra te

designs  discussed in the  tes timony of APS Witness  Greg DeLizio and the  results

depicted on the  SFR "H" schedules  assume no revenue  from the  Impact Fee . To

the  extent the  Commiss ion e lects  to recove r a  portion of future  a ttrition through

the  Impa ct Fe e , the  fina l ra te  de s igns  tha t re s ult from this  a pplica tion will be

adjusted across the board.

Q. P L E AS E  DE S C R IB E  T HE  R E L AT IO NS HIP  B E T WE E N T HE  AP S
IMP ACT F EE P ROP OS AL AND THE AP S  LINE EXTENS ION P OLICY,
S CHEDULE 3.

In Decis ion No. 70185, the  Commiss ion approved revis ions  to Schedule  3 tha t

re quire s  ne w cus tome rs  to pa y for infra s tructure  inve s tme nt re quire d to s e rve

the m. The  re s ult of the  De cis ion is  tha t AP S  no longe r pe rforms  e conomic

fe a s ibility a na lys e s  on line  e xte ns ions , a nd re fund provis ions  in  pre vious

ve rs ions  of S che dule  3 we re  e limina te d. The  De cis ion a ls o re quire d tha t

proce e ds  re ce ive d from cus tome rs  through the  provis ions  of S che dule  3 be

booke d a s  Contributions  in  Aid  of Cons truction  ("CIAC"). The  propose d

Impact Fee  will collect certa in growth-re la ted expenses  tha t a re  e ither caused by

Sche dule  3 or not re cove re d through Sche dule  3. Both contribute  to cus tome r

growth-re la te d e a rnings  a ttrition. The  a dditiona l growth-re la te d cos ts  use d a s

the  proxy for de ve loping the  propos e d Impa ct Fe e  a re : 1) the  a nnua l ca pita l

ca rrying cos t of wha t I will ca ll the  "ta x a s s e t" a s s ocia te d with S che dule  3

CIAC, and 2) the  anticipa ted increases  in opera tions  and maintenance  expenses

that are  customer-growth re la ted.
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Simply put, the  APS  propos a l s ta rte d with his torica l informa tion to de te rmine

some of the  cos ts  APS has  incurred s ince  our la s t ra te  decis ion associa ted with

incrementa l cus tomer growth, but which would not have  been recove red even if

Schedule  3 had been in e ffect. APS then applied tha t his torica l cos t a s  a  proxy

for going-forwa rd cos ts  to de te rmine  the  Impa ct Fe e  a pplica ble  to prospe ctive

new meter se ts .

This  a pproa ch is  not inte nde d to ca pture  e a ch a nd e ve ry incre me nta l cos t of

serving a  new cus tomer. It is  intended to be  a  s imple  and practica l response  to a

comple x is s ue ,  e s s e n tia lly by us ing  h is to ry a s  a  me a s u re  fo r a  le ve l o f

ide ntifia ble  incre me nta l e xpe nse s  tha t will be  incurre d to s e rve  a n incre me nta l

new cus tomer.

Q. P LEAS E EXP LAIN THE TAX AS S ET CAP ITAL CARRYING COS TS  IN
MO R E DE TAIL.
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S che dule  3 proce e ds  a re  booke d a s  CIAC. APS  e xpe rie nce s  a n imme dia te

income tax cos t because  CIAC proceeds  a re  trea ted as  income for tax purposes .

This  ta x cos t is , e ffe ctive ly, ca pita lize d a nd include d in APS 's  ra te  ba s e . Like

othe r ra te  ba s e  compone nts , this  ta x "a s s e t" ha s  a n a nnua l ca rrying cos t tha t

produce s  a n incre a s e d APS  re ve nue  re quire me nt e qua l to the  pre -ta x cos t of

capita l plus  property taxes  and deprecia tion. In this  ins tance , the  capita lized tax

cos t of CIAC has  no deprecia tion or prope rty tax component. Thus , the  pre -tax

cos t of capita l times  the  amount of the  tax asse t equa ls  its  annua l ca rrying cos t.

The  APS Impact Fee  proposa l would recove r the  ca rrying cos t of tha t tax a sse t

from new cus tomers  ra the r than spreading tha t cos t ove r a ll cus tomers . Based

on the  ra te  of re turn authorized in our las t ra te  case , APS used a  pre-tax carrying

cost of 13% to de te rmine  the  revenue  requirement associa ted with the  tax asse t.

A.

A.
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Tha t ca rrying cos t wa s  a pplie d  to  a n  e s tima te d CIAC proce e ds  s tre a m of

a pproxima te ly $520 million ba s e d on the  growth-re la te d pla nt inve s tme nt

clos ings  in 2006 a nd 2007 tha t would ha ve  be e n colle cte d unde r the  curre nt

ve rs ion of S che dule  3 ha d it be e n in e ffe ct. This  yie lds  Impa ct Fe e  re ve nue

requirement of $27 million for in-recove red cus tomer cos ts  in ra te  base  (53520

million x .40 X .13 = $27 million).

Q. SCHEDULE 3 IN ITS CURRENT FORM WAS NOT IN EFFECT
DURING 2006 AND 2007. WHY DID YOU CALCULATE THE IMPACT
FEE AS IF IT WERE?

The  Compa ny's  his torica l a na lys is  wa s  use d to de ve lop a  proxy for the  going-

forwa rd e xpe ns e s  of growth tha t font a  compone nt of Mr. Ke a rns ' a ttrition

a djus tme nt. On a  going forwa rd ba s is , S che dule  3 will re cove r a  s ignifica nt

portion of the  dis tribution ca pita l cos t of growth. Wha t will not be  re cove re d,

however, a re  the  canoing cos t expense  of the  tax a sse t crea ted by Schedule  3

CIAC and certa in growth-re la ted increases  in operating expenses.

Q- YOU INDICATED THAT THE PROPCSED IMPACT FEE WOULD
ALSO REFLECT GROWTH-RELATED INCREASED OPERATIONS
AND MAINTENANCE EXPENSES. PLEASE DESCRIBE THAT
ASPECT OF THE PROPOSED IMPACT FEE.
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Growth -re la te d  ope ra tions  a nd  ma in te na nce  cos ts  inc lude  the  cos ts  o f

incrementa l personnel for meter reading, service  orders , service  and inquiry ca lls

a s  we ll a s  incre me nta l cos ts  for s uch  th ings  a s  tra ns porta tion , ma ilings ,

publications, and postage. Growth a lso causes increases  in costs  associa ted with

maintenance on the  additional equipment and increased uncollectible  or bad debt

costs . Growth-re la te d  ope ra ting  cos ts  a ls o  include  s ome  portion  of the

incrementa l cos ts  incurred by technology and computer sys tems to manage  and

e nha nce  our billing a nd e quipme nt infra s tructure  monitoring s ys te ms , a nd

A.

A.
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incrementa l cos ts  a ssocia ted with the  phys ica l facilitie s  necessa ry to house  the

pe rsonne l to pe rform the ir dutie s  in support of providing e lectrica l se rvice . APS

es tima ted the se  growth-re la ted cos ts  through a  review of e ach s ignificant cos t

e lement of providing service  compared to the  costs  in the  las t ra te  case  tes t year.

AP S  e s tima te d the  growth re la te d incre a s e s  in ope ra ting a nd ma inte na nce

e xpe nse s  to be  $21 million a nnua lly from the  e nd of the  la s t te s t ye a r through

2007.

Q- DID APS INCLUDE ALL OF THE INCREMENTAL
ASSOCIATED WITH CUSTOMER GROWTH?

COSTS

No. To have  the  Impact Fee  proposa l rema in true  to the  goa l of s implicity, APS

chos e  to  be  cons e rva tive  in  the  de te rmina tion of cus tome r-growth re la te d

incre me nta l cos ts . For e xa mple , the  ca lcula tion e xclude d ge ne ra tion pla nt

proje cts  tha t incre a s e d ge ne ra tion ca pa city a s  we ll a s  the  ope ra tions  a nd

ma inte na nce  cos ts  a s s ocia te d with thos e  proje cts . The  ca lcula tions  a ls o

excluded dis tribution cos ts  tha t a re  incurred a s  a  re sult of cus tomer growth but

we re  not include d in the  S che dule  3 pla nt clos ing ca lcula tion. Fina lly, the

ca lcula tion excluded any a lloca tion of adminis tra tive  and genera l opera ting and

maintenance expenses even though such allocations have increased as a  result of

s e rvice s  provide d to  the  incre me nta l pe rs onne l hire d for incre a s e d me te r

reading, service  ca lls  and s imilar services .

Q. WHAT ARE THE COSTS THAT APS PROPOSES
RECOVERED UNDER THE PROPOSED IMPACT FEE?

WOULD BE
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APS estimates the costs to be $53 million annually ($27 million + $21 million

plus an adjustment for inflation to 2010). Using the forecast of new meter sets

that is the basis for the projections contained in this application, the cost per

meter set would be $1,475 per meter set on average. The fee for a typical
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re s identia l cus tomer would be  $1,150. This  amount a s sumes  APS will connect

a pproxima te ly 36,000 ne w cus tome rs  in 2010. The  re ce nt s low-down in the

re s ide ntia l re a l e s ta te  ma rke t is  not re fle cte d in this  a s s umption. Thus , the

ca lcula tion of the  Impact Fee  and its  anticipa ted revenue  impact will need to be

updated as this rate proceeding progresses.

Q. UNDER THE APS PROPOSAL, WILL ALL NEW CUSTGMERS PAY
THE SAME IMPACT FEE?

No. The  Impact Fee  pa id by a  cus tomer will be  dependant on the  SES required

by the  cus tome r. The  propose d Impa ct Fe e  Se rvice  Sche dule  is  a tta che d a s

Exhibit DJ R-9.

Q. WHO WILL BE RESPONSIBLE FOR PAYMENT OF THE IMPACT FEE
AND ARE ANY CUSTOMERS EXEMPT FROM PAYMENT OF THE
FEE?

The  firs t cus tomer reques ting pe rmanent se rvice  a t the  se rvice  loca tion will be

re s pons ib le  for pa ying for the  Impa ct Fe e . F o r e xa mple ,  in  the  ca s e  o f

subdivis ions , typica lly the  firs t cus tomer who requests  se rvice  a t a  loca tion is  the

homebuilde r. In the  ca se  of cus tom homes , the  pe rson reques ting se rvice  may

be  the  home builde r or the  home owne r. S ince  the  Impa ct Fe e  is  a  ne w cha rge ,

the re  will be  no "gra ndfa the ring", a ll cus tome rs  re que s ting a  ne w pe rma ne nt

service  would be  required to pay the  Impact Fee .

VI. COS T-OF-S ERVICE S TUDY

Q. DID THE COMPANY CONDUCT AN EMBEDDED COST-OF-SERVICE
STUDY IN THE DEVELOPMENT OF ITS PROPOSED RATE
SCHEDULES?
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Yes. APS conducted an embedded cos t-of-service  s tudy us ing the  twelve-month

period ending September 30, 2007 as  the  te s t pe riod ("te s t ye a r"). Tha t is , the

Co mp a n y a n a lyze d  its  h is to rica l co s ts ,  cu s to me r c la s s  s a le s  a n d  lo a d

A.
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cha racte ris tics  during this  pe riod and used those  re sults  to a lloca te  the  va rious

items of plant and opera ting expenses  to each cus tomer class . This  s tudy was  a

ma jor input for de s igning the  Compa ny's  propos e d ra te s . The  s tudy re s ults

provided a  ra te  of re turn for each cus tomer cla ss  a s  we ll a s  the  fictiona liza tion,

class ifica tion, and a lloca tion of cos ts .

Q. WHAT DO  YO U MEAN BYEMBEDDED COS TS ?

An embedded cos t of se rvice  s tudy is  ba sed on the  actua l cos ts  and ope ra ting

experience  of the  utility during the  se lected tes t year with certa in adjus tments  for

norma lizing and/or annua lizing known and measurable  changes . For example ,

during the  twelve-month tes t period ending 9/30/2007, APS rece ived approval to

increase  re ta il ra te s . The  te s t yea r was  annua lized to re flect revenues  a s  if the

ra te  incre a s e  ha d be e n in e ffe ct for the  e ntire  twe lve -month pe riod. S imila rly,

known a nd me a sura ble  cos t cha nge s , such a s  la bor cos ts , cos ts  of e mploye e

benefits , taxes and fuel costs , are  included as  adjustments  to the  his torical data .

Q- ARE THERE ALTERNATIVE METHO DS  O F  P ERF O RMING  CO S T O F
S ERVICE ANALYES ?
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Yes, cost of service  analyses  can a lso be  performed on a  marginal or incremental

cos t bas is . Ma rgina l cos t a na lys e s  e xa mine  the  cos ts  of providing the  ne xt

incre me nt of output. For e xa mple , ma rgina l cos t a na lys e s  of dis tribution

fa cilitie s  ma y e xa mine  the  cos t of conne cting a nothe r cus tome r or s e rving the

next kilowa tt of demand. The  margina l cos t of power supplie s  may examine  the

cos t o f ob ta in ing  the  ne xt kilowa tthour o f e ne rgy o r the  ne xt kilowa tt o f

ca pa city. The  re s ults  of ma rgina l cos t of s e rvice  a na lys e s  mus t ultima te ly be

adjusted so that the  marginal costs  equate  to the  utility's  revenue requirements .
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Q- DID APS PERFORM A MARGINAL COST STUDY IN SUPPORT OF
THIS RATE APPLICATION?

APS did not perform a detailed marginal cost of service study. Our practice is to

support rate applications with embedded cost analyses. However, marginal cost

concepts are utilized in developing seasonal and time-of- use cost differentials.

Q- WAS THE USE OF A TWELVE-MONTH TEST YEAR ENDING
SEPTEMBER 30, 2007 SUITABLE FOR THIS COST-OF-SERVICE
STUDY?

Yes. The test year data provides the most recent available twelve-month period

financial and operational information, and is generally as consistent with the

Company's revenue requirements as any historical test period can be. However,

the Company's analysis does include a number of pro forma adjustments to the

test year that reflect known and measurable changes to its cost of service that

have occurred since the test year, as well as other adjustments to normalize the

test period. The Company has included these pro Ronna adjustments in its

analysis in order to obtain a better relationship between revenues, expenses, and

rate base at the time closer to when the proposed rates are expected to be in

effect. For example, wages and salaries are adjusted through a pro forma

adjustment to account for current levels and employee count.

Q~ WHAT DO YOU MEAN BY "NORMALIZING" THE TEST YEAR
INFORMATION?
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Normalization refers to eliminating the effect of conditions or situations that

would not ordinarily occur or be expected to occur in a nonna test year, or that

recur periodically but should be averaged out over a period of years. For

example, the Company would normalize the revenue impact of an abnormally

hot summer to better reflect APS's revenue stream during average summer

months. The purpose of normalization is to produce a test year that will be more

A.
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ge ne ra lly re pre se nta tive  of conditions  tha t will e xis t during the  pe riod in which

the  proposed ra tes  will be  in e ffect.

Q. H O W  D O  YO U  T R E A T  P R O  F O R MA  A N D  N O R MA L IZ A T IO N
ADJ US TME NTS  TO  THE  TE S T YE AR  IN YO UR  C O S T-O F -S E R VIC E
S TUDY?

Othe r AP S  witne s s e s  s pons or a  numbe r of pro forma  a djus tme nts  tha t we re

incorpora te d into the  te s t ye a r us e d during the  cos t-of-s e rvice  s tudy. APS

witne s s e s  J a s on La  Be nz, Mr. Ewe n, Mr. De Lizio a nd Mr. Ke a rns  lis t, by ra te

base , revenue , and expense  ca tegory, the  mone tized amount of each proposed

pro Ronna  adjus tment. These  amounts  were  then functiona lized, cla ss ified, and

a lloca ted to the  re ta il and wholesa le  cus tomer cla sses  a s  pa rt of the  process  in

pe rforming the  cos t-of-s e rvice  s tudy. The  a djus te d te s t ye a r cos t-of-s e rvice

study reflects  each of the  Company's  proposed pro Ronna adjustments .

Q. WO ULD YO U DIS C US S  THE  DE VE LO P ME NT O F  THE  E MB E DDE D
COS T ALLOCATION S TUDY?

This s tudy wa s pre pa re d us ing indus try a cce pte d cos t-o f-s e wice

fic t io n a liz a tio n ,  c la s s ific a tio n ,  a n d  a llo c a tio n  p rin c ip le s ,  a n d  is  g e n e ra lly

cons is te n t with  the  h is torica l AP S  pra ctice s  tha t the  Commis s ion  ha s  a pprove d

in the  pa s t.
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"Functiona liza tion" re fe rs  to the  process  of a ttributing a  pa rticula r ra te  ba se  or

e xpe ns e  ite m to a  pa rticula r function - na me ly P roduction, Tra ns mis s ion, or

Dis tribution - in  the  provis ion of e le ctric  s e rvice . An e a s y e xa mple  is  the

ass ignment of the  cos ts  of building and ope ra ting the  Company's  power plants

to the  Production function.

A.

A.
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"Cla s s ifica tion" re fe rs  to the  proce s s  of de te rmining the  fa ctor or fa ctors  tha t

drive  the  magnitude  of the  cos t. For example , if a  cos t is  driven by the  amount

of ene rgy consumed, it is  cla s s ified a s  Ene rgy, if a  cos t is  driven by the  ra te  a t

which ene rgy is  consumed, it is  cla ss ified as  Demand, and if a  cos t is  driven by

the  number of cus tomers  taking service  on the  APS sys tem irrespective  of e ither

the  demand or energy utilized, it is  class ified as  Customer.

"Alloca tion" occurs  once  a  cos t ha s  been functiona lized and cla s s ified. This  is

the  proce s s  in which a lloca tion fa ctors  (s uch a s  pe a k de ma nd contribution,

ene rgy or cus tomers ) a re  applied to spread the  cos ts  to pa rticula r jurisdictions ,

cus tome r cla s s e s , a nd ra te  s che dule s . A s imple  e xa mple  is  the  'a lloca tion of

e ne rgy re la te d  cos ts  by kilowa tt-hou r ("kwh") cons umption  to  d iffe re n t

customer classes.

In the  cos t-of-s e rvice  s tudy, the  e xpe ns e  a nd ra te  ba s e  ite ms  tha t compris e

APS 's  cos ts  we re  groupe d into ma jor ca te gorie s , s uch a s  P la nt in Se rvice  or

Opera ting & Maintenance  ("O8LM") Expense . Each of these  ca tegories  was  firs t

functiona lized into Production, Transmiss ion, or Dis tribution re la ted cos ts , then

class ified as  Demand, Energy, or Cus tomer re la ted. Alloca tion factors  based on

kilowatts , kilowatt-hours , and number of cus tomers  were  then deve loped so tha t

a lloca tions  of the  functiona lize d a nd cla s s ifie d cos ts  could be  ma de  to the

federal and s ta te  jurisdictions and to the  various re ta il customer classes  and sub-

classes . When necessary, APS implemented adjus tments  to these  a lloca tions  to

reflect unusual or changing circumstances.
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Q. HOW DID YOU ALLOCATE FUNCTIONALIZED COSTS BETWEEN
JURISD1CTI0NS AND AMONG CUSTOMER CLASSES?
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P roduction-re la te d a s s e ts  a re  ge ne ra lly de s igne d a nd built to  e na ble  the

Compa ny to me e t its  s ys te m pe a k loa d. The re fore , the  cos ts  a s s ocia te d with

the s e  inve s tme nts  a re  a lloca te d ba s e d on the  a ve ra ge  of the  s ys te m pe a k

demands  occurring in the  months  of June , July, Augus t, and September ("CP")

to de te rmine  juris dictiona l cos t re s pons ibility. This  is  cons is te n t with  the

a lloca tion me thod tha t AP S  is  re quire d to us e  in its  ca s e s  be fore  FERC a nd

prevents  the  potentia l for "s tranded" cos ts  tha t cannot be  recovered from e ithe r

juris diction. It ha s  a ls o  be e n  a cce p te d  a s  the  ju ris d ic tiona l a lloca tion

methodology by the  Commiss ion for many years .

Within the  ACC-jurisdictiona l cus tomer classes , production cos ts  were  a lloca ted

based on the  Average  and Excess  Demand ("AED") method, which I describe  in

de ta il be low.

Transmiss ion plant was  directly a s s igned to the  non-ACC jurisdictiona l portion

of the  cost of service  s tudy.

Dis tribution  p la nt, unlike  production  a nd tra ns mis s ion  p la nt, is  ge ne ra lly

de s igne d to  me e t a  cus tome r c la s s ' pe a k loa d, which ma y or ma y not be

coincide nt with the  s ys te m pe a k loa d. Thus , a lloca tions  of cos ts  re la te d to

dis tribution subs ta tions  and primary dis tribution line s  a re  made  based on non-

coincide nt pe a k loa ds  ("NCP "). Alloca tions  of cos ts  re la te d to dis tribution

transformers  and secondary dis tribution lines  a re  made  based on the  summation

of the  individua l pe a k loa ds  or de ma nds  of a ll cus tome rs  within a  pa rticula r

cus tomer cla ss  ("2NCP").
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Q- P LEAS E DES CRIBE THE AVERAGE AND EXCES S DE MAND
ME T HO D AND WHY IT  WAS  S E L E C T E D AS  AN AP P R O P T IAT E
METHOD FOR ALLOCATING P RODUCTION COS TS .

A.

19



In Decis ion No. 69663, the  Commiss ion directed tha t APS use  an energy-

we ighted me thod to a lloca te  production demand cos ts  - tha t is , the  cos ts

associated with the Company's nuclear, coal, and gas-tired generation facilities -

among re ta il cus tomer classes . The  AED method is  one  of the  most wide ly

accepted energy weighted a lloca tion methods . It a lloca te s  a  portion of

production costs based on a customer class's peak demand contribution and the

balance on that class's energy-based or average demand contribution. In doing

so, the AED allocation method considers the fact that APS's production facilities

provide  se rvice  during both peak and non-peak hours  of the  yea r but a lso

recognizes that average demand is already included in peak demand, and thus

avoids double-counting of a customer's average demand when allocating costs.

As a result, the AED method requires all customers to contribute an amount to

meeting the fixed costs the Company incurs in providing generation services.

Q- D ID  YO U MAKE  AN Y O THE R  C HANG E S IN ALLO C ATIO N
METHODS  IN THIS  COS T OF S ERVICE S TUDY COMP ARED TO
S TUDIES  P ERFORMED IN S UP P ORT OF P REVIOUS  AP S  RATE
CASES?

Yes, in our last rate case, an intervenor witness suggested the adoption of an

hourly allocation method to allocate fuel and purchased power costs. While the

hourly allocation method was not specifically ordered in Decision No. 69663,

APS  be lieves  tha t a lloca tion of ene rgy cos ts  with cons ide ra tion of hourly

variations in costs has merit, as explained below. Thus, the Company has used

the hourly allocation method in the Cost of Service Study prepared in support of

this  tiling.
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Q. P LEAS E
METHOD.

DES CRIBE THE HOURLY ENERGY ALLOCATION

A.
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The hourly energy a lloca tion method examines  cus tomer class  hourly load

shapes and hourly energy prices to come up with a weighted energy cost. This

we ighte d e ne rgy cos t be tte r ma tche s e a ch cus tome r cla s s 's  re ve nue

responsibility with costs . For example, a  customer class  that uses more of its

energy during peak summer hours should be allocated higher average fuel and

energy costs than a customer class whose energy consumption is more off peak

Q~ PLEASE EXP LAIN THE " ALL OTHER" OR NON-ACC
J URISDICTIONAL SEGMENT OF YOUR COST-OF-SERVICE STUDY

The "All Other" segment, which appears  as  a  column in the  cos t-of-service

study, represents the rate base, expenses, and revenues associated with service to

long-term Finn FERC jurisdictional resale customers that APS serves, as well as

long-term transmission services APS provides to a number of entities. Because

APS plans and utilizes  Company facilities  in order to fulfill these obligations

APS has allocated and assigned a portion of APS production and distribution

facilities to these non-jurisdictional customers in the same manner as it would to

the Company's classes of retail jurisdictional customers in preparing the cost-of-

service study, except that for jurisdictional purposes, APS used a CP demand

allocator for the reasons described earlier

Q. P LEAS E EXP LAIN THE US E OF REVENUE CREDITS  IN THE COS T
OF-SERVICE STUDY

A.

A.

A. In addition to the transactions described for inclusion in the "All Other" column

depicted in the cost-of-service study, APS makes sales to parties that are not

traditional APS reta il customers . In order to be certa in that a ll the  benefits  of

such transactions flow through to retail customers, the revenues derived from

these transactions. which more than cover the incremental costs associated with

producing or acquiring the required energy, are allocated to all customers. Thus



the  entire  margin or profit tha t APS rea lizes  from these  non-re ta il transactions  is

a ttributed to each class  through the  revenue  credit, which benefits  a ll cus tomers

by lowering the  amount of the ir overa ll revenue  requirements .

APS a ls o tre a ts  non-firm s hort-te nn tra ns a ctions  a nd a  numbe r of othe r s ma ll

items , such a s  Rent from Electric Prope rty, Forfe ited Discounts , Misce llaneous

Service  Revenues , Sa les  to Ra te  Schedule  E-36 cus tomers , and Other Electric

Revenues, as revenue credits.

Q. HAVE YOU CALCULATED THE COS TS , RATE BAS E, AND RATE OF
RETURN BAS ED ON THE ADJ US TED TES T YEAR?

Yes . In addition to e s tablishing the  Production, Transmiss ion, and Dis tribution

functions  and the  Demand, Energy, and Cus tomer class ifica tions  for each class

of re ta il bus iness , the  origina l cos t ra te  of re turn for each cla ss  unde r both te s t

year and proposed rates appears in the SFR "G" Schedules.

Q- BAS ED ON THE RES ULTS  OF YOUR ADJ US TED TES T YEAR COS T-
OF-S ERVICE S TUDY, WHAT CONCLUS IONS  HAVE YOU MADE?

The GJ , a nd GE Sche dule s  pla inly show tha t the re  a re  dispa ritie s  in the

ra tes  of re turn tha t the  diffe rent cus tomer classes  a re  providing to the  Company.

Although the disparities have decreased due to the rate  designs implemented as a

result of the  ra tes  implemented by previous  ACC decis ions , the  res identia l class

continues  to provide  a  lower ra te  of re turn to the  Company than does  the  genera l

service  class . Specifica lly, under current ra tes  and adjus ted opera ting expenses ,

the  res identia l class  ra te  of re turn is  3.81% while  the  genera l service  class  ra te  of

re turn is  5.74%. Overa ll, the  re ta il ra te  of re turn on an adjus ted origina l cos t ra te

base under current rates is  4.64%.

€4G77$
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Q- WOULD YOU EXPLAIN HOW TRANSMISSION
TREATED IN THE COST-OF-SERVICE STUDY?

COSTS WERE

Ye s . Cons is te nt with the  me thods  a dopte d in our la s t ra te  e a se s , the  re ve nue

re quire me nt for tra ns mis s ion s e rvice s  wa s  compute d ba s e d on the  FERC-

ju ris d ic tiona l ra te s  found  in  the  AP S  Ope n  Acce s s  Tra ns mis s ion  Ta riff

("OATT").

Q. HOW DID YOU ALLOCATE TRANSMISSION COSTS TO THE RETAIL
CUSTOMERS CLASSES?

It is  unnecessa ry to pe rform inte rcla ss  a lloca tions  of transmiss ion cos ts . These

cos ts  a re  directly ass igned. The  APS OATT provides  the  class  ra te  e lements  for

each of the  FERC-regula ted transmiss ion and ancilla ry se rvice  cos ts . Under the

requirements  of Decis ion No. 69663, the  APS re ta il ra te s  were  re -s tructured so

the  tra ns mis s ion compone nt of the  ra te s  re fle ct the  OATT cha rge s . In  th is

application, the  Company proposes that the  FERC-regulated charges be removed

from ba s e  ra te s  a nd  d ire c tly cha rge d  to  cus tome rs  th rough  a  s e pa ra te

transmiss ion ra te  schedule , TcA-l, tha t would directly incorpora te  by re fe rence

the  Compa ny's  the n-e ffe ctive  OATT cha rge s . APS  is  propos ing to modify the

e xis ting TCA-l to re fle ct this  cha nge . Effe ctive ly, the  ne w TCA-1 will re fle ct

the  tra ns mis s ion  cos t found  in  ba s e  ra te s  toda y, p lus  the  the n-e ffe c tive

adjustment tha t reflects  the  increased OATT charges . When the  FERC-regula ted

tra ns mis s ion ra te s  a re  cha nge d, AP S  will re file  the  re ta il tra ns mis s ion ra te

s c h e d u le  TC A~l with  th e  n e w c h a rg e s . Th e  e xis t in g  TC A P la n  o f

Adminis tra tion will no longe r be  needed. A copy of the  proposed, revised Ra te

Schedule  TCA-l is  a ttached (Attachment DIR-10).
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VIII. SCHEDULE 3
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Q. IS  AP S  P ROP OS ING ANY CHANGES  TO THE  LINE  E XTE NS IO N
POLICY, SCHEDULE 3?

De cis ion No. 69663 re s ulte d in cha nge s  to S che dule  3 tha t include d the

replacement of a free footage allowance with an equipment allowance. In that

same decision, the Commission ordered the Company to file another revision to

the extension policy that would eliminate all free allowances and line extension

policy economic feas ibility tes ts . APS complied with that aspect of Decis ion

No. 69663. In Decision No. 70185, the Commission approved a revised policy

that requires all customers to fund 100% of line extensions with the exceptions

of residential customers who are located on Native American Reservations and

customers who are "grandfathered" under the terms of the version of Service

S che dule  3 tha t wa s  in e ffe ct whe n the  cus tome r e xe cute d a n e xte ns ion

a gre e me nt or is  unde r the  te rms  of a  tra ns ition pe riod a pprove d by the

Commission.

In this  applica tion, APS is  requesting some minor changes  to Schedule  3 to

simplify and clarify the implementation of the schedule. These changes include

adding a definition to describe "system facilities ." The changes also clarify the

me thod tha t is  us e d to de te rmine  cos ts  for loca l fa cilitie s  in re s ide ntia l

subdivis ions . The  cos t for loca l facilities  in such subdivis ions  does  not vary

significantly on a per lot basis, therefore, APS will use an average "per lot" cost

for local facilities . With this  approach, developers will know the local facilities

costs in advance and can incorporate the costs in their project financial plan. A

redlined revised Schedule 3 is attached (Attachment DJR-l1).

IX. CONCLUSION
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Q- WOULD YOU STATE YOUR GENERAL CONCLUSIONS AS TO COST
OF SERVICE MATTERS IN THIS PROCEEDING?



The  cos t-of-se rvice  s tudy indica te s  tha t APS 's  current ra te  s chedule s  produce

ra te s  of re turn for e a ch cus tome r cla s s  tha t va ry gre a tly from e a ch othe r a nd

from the  ove ra ll a ve ra ge  a nd re quire d ra te  of re turn. While  moving to cos t

ba s e d pricing is  a n a ppropria te  goa l, mode ra tion in cha nge s  is  a ppropria te

Ce rta in cha nge s  to the  cos t of s e rvice  mode l, la rge ly ba s e d on cus tome r a nd

Staff sugges tions , a lso indica tes  our goa l to be tte r identify the  cos ts  of providing

service  to cus tomers  tha t a re  re flected in our re ta il ra tes . APS's  approach to cos t

of se rvice  and ra te  des ign a ttempts  to provide  be tte r price  s igna ls  to cus tomers

W h e th e r th ro u g h  imp ro vin g  re la tive  ra te s  o f re tu rn  o r o ffe rin g  p ric in g

alternatives , such as  hook-up fees  tha t address  growth issues , there  is  s ignificant

bene fit in providing cus tomers  with the  correct price  s igna ls . Programs  such a s

energy e fficiency or demand-s ide  management a re  more  e ffective  if consumers

understand the  real cost of e lectric service

I re comme nd the  Commis s ion a pprove  APS 's  re que s t to re move  tra ns mis s ion

cos ts  from base  ra te s  and a llow a ll transmiss ion cos ts  to flow through the  Ra te

S che dule  TCA-1. This  will ins ure  tha t'the  FERC-a uthorize d tra ns mis s ion

charges  are  clearly differentia ted from the  ACC-regula ted charges

Q- DO  YO U HAVE  ANY O T HE R  C C NC LUS IO NS  R E G AR DING  YO UR
DIRECT TES TIMO NY?

A. My te s timony provide s  a  dis cus s ion of a n a pproa ch to hook-up fe e s  tha t APS

be lie ve s  a dds  a nothe r dime ns ion to me e ting the  Commiss ion's  goa l of ma king

growth  pa y for its e lf whe n a dde d  to  the  importa n t firs t s te p  ta ke n  by the

Commiss ion in Decis ion No. 70185. Additiona l revenues  genera ted by approva l

of the  Impact Fee  could mitiga te  a  portion of the  a ttrition adjus tment needed by

the  Company to enable  it to continue  to provide  sa fe , re liable  e lectric se rvice  to



Arizona  cus tomers , and, thus , I recommend tha t the  Commiss ion approve

Service Schedule 6.

DOES  THAT CONCLUDE YOUR DIRECT TES TIMONY?
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Ap p e n d ix A

S ta te m e n t o f Qu a lific a tio n s

Da vid  J .  Ru m o lo
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Da vid  J . Rumolo  is  Arizona  P ublic  S e rvice  Compa ny's  Ma na ge r of S ta te

Pricing. He  has  over 32 years  experience  in the  e lectric utility bus iness  as  a  consultant

a nd utility profe s s iona l. Mr. Rumolo holds  Ba che lor of Scie nce  De gre e s  in Ele ctrica l

Engine e ring a nd Bus ine s s  (Fina nce  a s  a n a re a  of e mpha s is ) from the  Unive rs ity of

Colorado. He  is  a  regis te red profess iona l enginee r in the  s ta te s  of Arizona , Ca lifornia ,

a nd Ne w Me xico.
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Mr. Rumolo's  a reas  of expertise  include  utility Ra te  Schedule  des ign, embedded

and margina l cos t ana lys is , formula tion of utility se rvice  policies , contract deve lopment

a n d  n e g o tia tio n ,  u tility va lu a tio n  a n a lys e s ,  a n d  e va lu a tio n  o f u tility re ve n u e

requirements . Mr. Rumolo has  tes tified on utility matte rs  be fore  s ta te  regula tory bodies

in the  s ta te s  of Arizona , Colorado, Florida , and Wyoming and be fore  judicia l bodies  in

the  s ta te s  of Arizona  a nd Ca lifornia . Mr. Rumolo is  a ls o e xpe rie nce d in the  ma ny

a s pe cts  of e le ctric utility pla nning a nd de s ign including pre pa ra tion of long ra nge

re s ource  pla ns , tra ns mis s ion a nd dis tribution s ys te m long ra nge  pla nning, s ys te m

protection analyses, and re liability assessments .
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Mr. Rumolo ha s  he ld his  curre nt pos ition a t Arizona  Public Se rvice  Compa ny

for a pproxima te ly s e ve n ye a rs . P rior to a s s uming tha t pos ition, he  s e we d a s  the

Manager of Transmiss ion and Marke t Structure  Assessment for Pinnacle  West Energy

Corpora tion ("PWEC"). Be fore  joining PWEC, Mr. Rumolo ha d a  15-ye a r ca re e r a s  a

cons ulta nt with Re s ource  Ma na ge me nt Inte rna tiona l, Inc., whe re  he  provide d utility

Ra te  Schedule  and enginee ring consulting se rvices  to utility clients  across  the  United
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States and overseas. He began his career providing consulting services to utility clients

when he joined the firm of Miner and Miner Consulting Engineers in Greeley,

Colorado where he became the Manager of Planning and Rates. He later became a

partner in Electrical Systems Consultants where he focused on cost of service and rate

analyses, as well as transmission and distribution planning.
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Attachment DJR-5
Page 1 of 1

Standard Filing Requirements
Index for Sponsorship

A Schedules D Schedules

D-1 to D-3 Historica l
Projected

A-2 to A-5
H into Rica l
Projected

Rumor
La Benz
Kearns

La Benz
Kearns
La Benz

B Schedules E Schedules
E-1 to E-9 La BenzB-1

B-2 to B-3

B~4 to B-5

Columns 2-5
Column 6

La Benz
Kearns
La Benz
La Benz

F Schedules

F-1 to F-3

F-4

H istorica I
Projected

La Benz
Kearns
Kearnsc Schedules

C-1 La Benz
Kearns G Schedules

G-1 to G-7 Rumolo

H Schedules

Columns 1-5
Columns 6-13
Columns 14-29
Columns 30-31
Column 32

La Benz
Rumolo
DeLizio
La Benz

H-1 to H-5 DeLizio

David Rumolo sponsors the ACC jurisdictional amounts that are computed via the
Cost of Service Study



Attachment DJR-6
Page 1 of 1

ARIZONA PUBLIC SERVICE COMPANY

Monthly Bill Impact (Base Rates)

CURRENT RATES
Monthly

Bill

PROPOSED RATES
Monthly

Bill
Monthly

$ ChangeResidential

Average kph per Month
Base Rates
PSA - Forward Component
PSA - Forward Component .. estimated 2/09 (1)
TCA (2)

$
$
$
$

Total $

1,175
118.04

3_47
1.23
1.16

123.90

$
$
$
$
$

$
- $
- $

7.27 $
137.58 $

1,175
130.31 12.27

(3.47)
(1 .23)
6.11

13.68

Commercial E32

Average kph per Month
Base Rates
PSA - Forward Component
PSA - Forward Component .. estimated 2/09 (t)
TCA (2)

$
$
$
$

Total $

8.717
781.01
25.73

9.14
11 .94

827.82

$
$
$
$
$

$
- s
_ s

49.34 $
888.60 $

8.717
839.26 58.25

(25.73)
(9.14)
37.40
60.78

Industrial E34135

Average kph per Month
Base Rates
PSA - Forward Component
PSA - Forward Component - estimated 2/09 (1)
TCA (2)

$
$
$
$

Total $

$
$
$
$
$

3,959,126
265,786 $

$
$
$
$

21 ,920
(11 ,687)

(4,149)
12,947
19,031

3,959,126
243,866

11 ,687
4,149
2,296

261,998
15,243

281,029

(1) The increase to the Forward Component in February of 2009 corresponds to the Company's requested
3.66 cents/kWh base fuel rate.

(2) TCA under proposed rates includes impact of moving transmission charge from base rates to TCA
(3) Bill impact excludes Regulatory Assessment charge, taxes and fees.
(4) Bill impact excludes adjustors other than the PSA Forward Component and TCA
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SES (Amperage Fee ($)
60 $350
100 $600
125 $700
150 $850
200 $1,150
225 $1,300
300 $1,700
400 $2,300
600 $3,400
800 $4,600

SES (Amperage) Three Phase at
120/240 V

Three Phase Service at
120/208 V

Three Phase Service at
277/480 V

60 $1,100 $950 $2,150
100 $1,800 $1,550 $3,550
125 $2,250 $1,950 $4,500
150 $2,700 $2,300 $5,400
200 $3,550 $3,100 $7,150
225 $4,000 $3,400 $8,050
300 $5,400 $4,650 $10,650
400 $7,150 $6,200 $14,300
600 $10,650 $9,300 $21,400
800 $14,300 $12,400 $28,550
1000 $17,850 $15,500 $35,700
1200 $21,400 $18,600 $42,800
1600 $24,750 $57,150
2000 $30,950 $71,400
2500 $38,700 $89,300
3000 $46,450 $107,100

SERVICE SCHEDULE 6
IMP ACT FEE

Attachment DJR-9

Customers requesting permanent electric service at a location where APS has not previously provided electric
service will be required to pay an Impact Fee prior to service energization. The amount of the fee is
dependent on the size, phase, and voltage requirements of the customer as shown in the following table:

TABLE 1 Single Phase Service

TABLE 2 Three-Phase Service Fees

The Impact Fee for customers requesting service that are not listed in Tables 1 or 2 will be based on $50
per kW of estimated comiected load as determined by the Company.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix_ Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing

A.C.C_No. >o<xx
Service Schedule 6

Original
Original Effective Date:XXXXXX
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Customer Class Ma rch 1, 2008 TCA~l Cha rge
Res identia l

Network transmiss ion
Scheduling
Regula tion
SpinNing Reserve
Operating Reserve

Tota l

$0.005 I 6/kwh
$0.000069/kWh
$0.000267/kWh
$0000618 /kwh
$0.000078/kWh
$0.00619 /kph

General Service 20 kW or less
Network transmission
Scheduling
Regulation
Spinning Reserve
Operating Reserve

Total

$000435/kWh
$0.000056/kWh
$0.000217/kWh
$0.000502/kWh
$0.000064A<wh
$0.00519 /kph

Genera l Service over 20kW, under 3,000 kW
Network transmiss ion
Scheduling
Regula tion
Spinning Reserve
Operating Reserve

Tota l

so .796/kW
$0.020g/kW
$0.0813A<w
s o. l879/kW
$().0238/kW
$2.1098 /kw

Genera l Service 3,000 kW or grea ter
Network transmiss ion
Scheduling
Regula tion
Spinning Reserve
Operating Reserve

Tota l

$1_735/kW
$0.0236A<w
$0.09l9/kW
$02124/kW
$0.0269A<w
$3.0898 /kw

Attachment DJR-10

ADJUSTMENT SCHEDULE TCA-1
TRANSMISSION COST ADJUSTMENT

AP P LICATIO N

The Transmiss ion Cos t Adjus tment ("TCA") charge sha ll apply to a ll S tandard Offer reta il electric schedules , with
the exception of sola r ra tes  Sola r-1, Sola r-2, and Sp-l. All provis ions  of the cus tomer's  current applicable ra te
schedule will apply in addition to this  charge.

ANNUAL ADJ US TMENT

Schedule TCA-1 will be adjus ted coincident with changes  to the Company's  Open Access  Transmiss ion Tariff
(OATT) or any successor transmiss ion ta riff; as  authorized by the Federa l Energy Regula tory Commiss ion (FERC).
Changes  to the TCA-l will become effective upon tiling with the ACC.

The currently effective charge sha ll be ca lcula ted a t the following ra te:

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumor
Title: Manager, Regulation and Pricing

A.C.C. No.xxx
Adjus tment Schedule TCA-1

Revis ion No. 2
Effec tive : XXXXX

Page 1 of 1



Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GUVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

Provision of electric service from Arizona Public Service Company (Company) may require construction of
new facilities or upgrades to existing facilities. Costs for construction depend on the customer's location, load size, and
load characteristics. This schedule establishes the terms and conditions under which Company will extend its facilities
to provide new or upgraded facilities.

A11 extensions shall be made in accordance with good utility construction practices, as detennined by

Company, and are subject to the availability of adequate capacity, voltage and Company facilities at the beginning point

of an extension as determined by Company. All payments received for new or upgraded service under provisions of this

schedule shall be non-refUndable.

The following policy governs the extension of overhead and underground electric facilities rated up to 21kv to

customers whose requirements are deemed by Company to be usual and reasonable in nature.

DEFINITIONS

Backbone InuIi'ast1'ucture means the electrical distribution facilities typically consisting of main three-

phase feeder lines and/or cables, conduit, duct banks, manholes, switching cabinets and capacitor

banks.

Conduit Only Designs mean a line extension request where the developer is only requesting the
conduit layout and design to serve the project. Local distribution facilities such as transformers and
services will be installed at a later date when lot sales occur.

Corporate Business & Industrial Developments means a tract of land which has been divided into
contiguous lots in which a developer offers improved lots for sale and the purchaser of the lot is
responsible for construction of buildings for commercial and/or industrial use. Separate line
extensions and equipment installations may be needed to provide service to each permanent customer.

High Rise Residential means residential multi-family developments built with four or more floors,
usually using elevators for accessing floors.

Irrigation means water pumping service. Agricultural pumping means water pumping for farms and
Tann-related pumping used to grow commercial crops or crop-related activity. Non-agricultural water
pumping is pumping for purposes other than the growing of commercial crops, such as golf course
irrigation or municipal water wells.

Local Facilities means the electrical distribution facilities constructed solely to serve individual
customers or groups of customers. For example, the local facilities to serve a Residential
Homebuilder Subdivision would consist of the line extension required to tie die subdivision to the
APS distribution system as well as the electrical facilities constructed within the subdivision including
metering costs..- Projects requiring the relocation or removal of existing facilities will be required to
pay the relocation or removal cost in addition to the cost for the Local Facilities.

Master Planned Community Developments means developments that consist of a number of
separately subdivided parcels  for different "Residential Homebuilder Subdivis ions". Developments
may have a variety of uses including residential, commercial, and public use facilities .

Mixed Use Residential Developments means buildings that consist of both residential and commercial
use, such as a high-rise building where the first level is  for commercial purposes and the upper floors
are res idential.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: January 31, 1954

A.C.C. No. 869'XXXX
Canceling AC.C. No. 56835695

Service Schedule 3
Revision No. IQ

Effective:-XXXXXXFcbruary 27, "008
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GOVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

Residential Custom Home "Lot Sale" Developments means any tract of land that has been divided
into four or more contiguous lots in which a developer offers improved lots for sale and the purchaser
of the lot is responsible for construction of a residential home. Separate line extensions and equipment
installations may be needed to provide service to each permanent customer

DEFINITIONS  (cent)

Residential I-Iomebuilder Subdivisions means any tract of land which has been divided into four or
more contiguous lots with an average size of one acre or less in which the developer is responsible for
the construction of residential homes or permanent mobile home sites

Residential Multi-family Developments means developments consisting of apartments
condominiums, or townhouse developments

Residential Single Family means a house, or a mobile home permanently alHxed to a lot or site

System Facilities means those facilities installed by the Companv such as new substations, new feeder
lines and/or upgrades, and other equipment installations required to support the Company's
aggregated load serving and Volta,<ze regulation requirements as a result of new growth

1.0 RES IDENTIAL

S INGLE FAMILY HOMES

Residential extensions will be made to new permanent residential customers or groups of
new permanent residential customers. For purposes of this section, a "group" shall be
defined as less than four homes. All estimated costs of extending service to applicant, as
determined by Company, including backbone infirastruchire costs, shall be paid by the
applicant prior to the Company extending facilities. Svstem Facilities costs will be based on
the size and voltage of the service entrance section for which service is being provided by
the Company, Payment is due at the time the extension agreement is executed

RES IDENTIAL HOMEBUILDER S UBDIVIS IONS

Extensions will be made to residential subdivision developments of four or more homes in
advance of application for service by permanent customers provided the applicant(s) signs
an extension agreement. All estimated costs of extending service to applicant, as determined
by Company, including backbone infrastructure costs, shall be paid by the applicant prior to
the Company extending facilities. The cost of Local Facilities will be estimated based on
average cost per lot. System Facilities costs will be based on the size and voltage of the
service entrance section for which service is being provided by the Company. Payment is
due at the time die extension agreement is executed

RES IDENTIAL CUS TOM HOME "LOT S ALE" DEVELOP MENTS

1.3.1 Extensions will be made to residential "lot sale" custom home developments in
advance of application for service by permanent customers, provided the
applicant(s) sign an extension agreement. All estiMated costs of extending service

ARIZONA PUBLIC SERVICE COMPANY
Phoenix. Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: January31, 1954

A.C.C. No
Canceling A.C.C. No. 56835695

Service Schedule 3
Revis ion No. 10

Effective: -XXXXXXFcbruar\' 27, *008
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GOVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

to a pplica nt, a s  de te rmine d by Compa ny, including ba ckbone  inNa s tructure  cos ts ,
s ha ll be  pa id by the  a pplica n t prior to the  Compa ny e xte nding fa c ilities .  S vs te m

Fa cilitie s  cos ts  will be  ba s e d on the  s ize  a nd volta ge  of the  s e rvice  e ntra nce  s e ction
for which  s e rvice  is  be ing provide d by the  Compa ny.

1.3.2 Payment is due at the time the extension agreement is executed.

1.3.3 Line extensions and/or equipment installations will be made for each permanent

customer upon request for service M accordance with Section 1.1 of this service

schedule.

1.3.4 Company will provide "conduit only" designs provided applicant makes a payment
'm the amount equal to the estimated cost of the preparation of the design, in
addition to the costs for any materials, field survey and inspections that may be
required.

1 .4 MASTER PLANNED COMMUNITY DEVELOPMENTS

1.4.1 Extensions will be made to Master Planned Community Developments in advance
of application for service by permanent customers, provided the applicant signs an
extension agreement. All estimated costs of extending service to applicant, as
detennined by Company, including backbone infrastructure costs, shall be paid by
the applicant prior to die Company extending facilities. Svstem Facilities costs will
be based on the size and voltage of the service entrance section for which service is
being provided by the Company. Payment is due at the time the extension
agreement is executed.

1.4.2 Line extensions and equipment installations will be made for each residential

subdivision within the plained development in advance of application for service

by permanent customers in accordance with Section 1.2 of this Service Schedule.

1 .5 RESIDENTIAL MULTI-FAMILY DEVELOPMENTS

Extensions will be made to multi-fainily apartment, condominium or townhouse

developments in advance of application for service by permanent customers provided the

applicant signs an extension agreement. All estimated costs of extending service to

applicant, as determined by Company, including backbone infrastructure costs, shall be paid

by the applicant prior to the Company extending facilities. System Facilities costs will be

based on the size and voltage of the service entrance section for which service is being

provided by the Company. Payment is due at the time the extension agreement is executed.

1.6 HIGH RISE AND MIXED USE RESIDENTIAL DEVELOPMENTS

1.6.1 Extensions will be made to High Rise and Mixed Use Residential Developments
where the residential units are privately owned and either individually metered or
master metered in accordance with Section 5.1 l.

1.6.2 In  ge ne ra l, AP S  will provide  s e rvice  to the s e  type  of de ve lopme nts  a t one  poin t of
de live ry a nd it is  the  a pplica n t's  re s pons ibility to provide  a nd ma in ta in  the
e le c trica l dis tribu tion  fa c ilitie s  with in  the  bu ilding.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by; David J. Rumolo
Title: MaNager, Regulation and Pricing
Original Effective Date: January 31, 1954

Ca nce ling AC.C. No. 56835695
Se rvice  Sche dule  3

Re vis ion  No. IQ
Effe c tive : -XXXXXXFc brunny 27, 2008
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GOVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

1.6.3 Extensions  will be made to High Rise and Mixed Use Residentia l Developments  in
advance of application for service by permanent customers provided the applicant
signs an extension agreement. All estimated costs  of extending service to applicant,
as determined by Company, including backbone infrastructure costs , shall be paid
by the applicant prior to the Company extending facilities , Payment is  due at the
time the extension agreement is  executed.

2.0 NON-RES IDENTIAL

General Ssewice line extensions and equipment installations will be made to all applicants
not meeting the definition of Residential or as provided for 'm Section 2. l, or Section 3.0 of
this Schedule. All estimated costs of extending service to applicant, as determined by
Company, including backbone iniiastructure costs, shall be paid by the applicant prior to the
Company extending facilities. All estimated costs of extending service to applicant, as
determined by Company, including backbone infrastructure costs, shall be paid by the
applicant prior to the Company extending facilities, System Facilities costs will be based
on the size and voltage of the service entrance section for which service is being provided by
the Cornpany.Payment is due at the time the extension agreement is executed.

2.1 CORP ORATE BUS INES S  & INDUS TRIAL P ARK DEVELOP MENTS

2.1.1 Extensions will be made to Corporate Business & Industrial Park Developments in
advance of application for service by permanent customers provided the applicant
signs an extension agreement. All estimated costs of extending service to applicant,
as determined by Company, including backbone infrastructure costs, shall be paid
by the applicant prior to the Company extending facilities. Payment is due at the
time the extension agreement is executed.

2.1.2 Extensions will be made to individual customers within the Corporate and Business
Park Development in accordance with the applicable sections of this Service
Schedule.

OTHER CONDITIONS

3.1 IRRIGATION CUS TOMERS

Extensions will be made to Irrigation Customers provided the applicant signs an extension agreement.
All estimated costs of extending service to applicant, as determined by Company, including backbone
infrastructure costs, shall be paid by the applicant prior to the Company extending facilities. System
Facilities costs will be based on the size and voltage of the service entrance section for which service
is being provided by the Company. Payment is due at the time the extension agreement is executed.
Non-agricultural irrigation pumping service to permanent customers will be extended as specified M
Section 2. Non-agricultural ilTigation pumping service to temporary or doubtful permanency
customers will be extended as specified in Section 3.2 or 3.3 below, as applicable.

3.2 TEMP ORARY CUS TOMERS

Where a temporary meter or construction is required to provide service to the applicantcustomcr, the
applicantcustomor shall make a payment in advance of installation or construction equal to the cost of
installing and removing the facilities required to furnish service, less the salvage value of such

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: January31, 1954

A,C.C. No. :/:9<XXXX
Canceling A.C.C, No. 56835695

Service Schedule 3
Revision No. IQ

Effective: -XXXXXXFcbruury 27, "008
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GOVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

fac ilities . When the  us e  of s ervice  is  dis continued or agreement for s ervice  is  terminated, Company
may dis mantle  its  fac ilities  and the  materia ls  and equipment provided by Company will be  s a lvaged
and remain Company property.

3.3 DOUBTFUL P ERMANENCY CUS TOMERS

When, in the opinion of Company, permanency of the customer's residence or operation is doubtful,
the customer will be required to pay the total estimated construction cost.

UNDE R G R O UND C O NS TR UC TIO N

4.1 GENERAL UNDERGROUND CONS TRUCTION P OLICY - With'respect to a ll underground
insta lla tions , Company may ins ta ll underground facilities  only if a ll of the following conditions  are
met:

4.1 .1 The extension meets all requirements as specified `m Sections 1.0, 2.0, or 3.0.

4.1.2 The customer or applicant(s) provides  all earthwork including, but not limited to, trenching,
boring or punching, backfill, compaction, and surface restoration in accordance with
Company specifications.

4.1.3 The customer or applicant(s) provides installation of equipment pads, pull-boxes, manholes,
and conduits as required in accordance with Company specifications.

4.1.4 In lieu of customer or applicant(s) providing these services and equipment, the company
may provide and the customer or applicant(s) will make a payment equal to the cost of such
work plus any administrative or inspection fees incurred by Company. Customers or
applicants electing this option will be required to sign an agreement indemnifying and
holding APS harmless against claims, liabilities, losses or damage (Claims) asserted by a
person or entity other than APS' contractors, which Claims arise out of the trenching and
conduit placement, provided the claims are not attributable to APS' gross negligence or
intentional misconduct.

G E NE R AL C O NDITIO NS

5.1 VO LTAG E

All extensions will be designed and constructed for operation at standard voltages used by Company

in the area in which the extension is located. Company may deliver service for special applications of

higher voltages with prior approval from Company's Engineering Department, applicant will be

required to pay the costs of any required studies.

5.2 P O INT O F DE LIVE R Y

5.2.1 For overhead service, the point of delivery shall be where Company's service conductors

terminate at the customer's leatherhead or bus riser.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: January 31, 1954

A.(j.C. No. 569§XXXX
Canceling A.C.C. No. 56835695

Service Schedule 3
Revision No. IQ

Effective: -XXXXXXFcbrunrv 27. 2008
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GOVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

5.2.2 For underground service, the point of delivery sha ll be where Company's  service
conductors  terminate in the cus tomer's  or development's  service equipment. The
customer shall furnish, ins ta ll and mainta in any risers , raceways  and/or termination
cabinets  necessary for the ins ta lla tion of Company's  underground service conductors

5.2.3 For specia l applica tions  where service is  provided a t voltages  higher than the s tandard
voltages  specified in the Electric Service Requirements  Manual, APS and cus tomer shall
rura lly a gree upon the  des igna ted point of delivery

THREE PHASE

Extensions for three-phase service can be made under this extension policy where the customer has
installed major three-phase equipment. Motors with a name-plate rating of 7-1/2 HP or more or
single air conditioning units of 6 tons or more or where total horsepower of all connected three phase
motors exceeds 12 HP or total load exceeding 100 kA demand shall qualify for three phase service

EAS EMENTS

All suitable easements or rights-of-way required by Company for any portion of the extension which
is either on premises owned, leased or otherwise controlled by the customer or developer, or other
property required for the extension, shall be finished in Company's name by the customer without
cost to or condemnation by Company and in reasonable time to meet proposed service requirements
All easements or rights-of-way obtained on behalf of Company shall contain such terms and
conditions as are acceptable to Company

GRADE MODIFICATIONS

If subsequent to construction of electric distribution lines and services, the final grade established by
the customer or developer is changed in such a way as to require relocation of Company facilities or
the customer's actions or those of his contractor results in damage to such facilities, the cost of
relocation and/or resulting repairs shall be home by customer or developer

OWNERSHIP

Except for customer-owned facilities , a ll electric facilities  ins talled in accordance with this  Service
Schedule will be owned, operated and maintained by Company

MEAS UREMENT AND LOCATION

5.7.1 Measurement must be along the proposed route of construction

5.7.2 Construction will be on public streets, roadways, highways, or easements acceptable to Company

5.7.3 The extension must be a branch fiiforn. the continuation of or an addition to. one of
Company's  exis ting dis tribution lines

UNUS UAL CIRCUMS TANCES

In unusual circumstances as determined by Company, when the application and provisions of this
policy appear impractical, or in case of extension of lines to be operated on voltages other than
specified in the applicable rate schedule, or when customer's  estimated load will exceed 3,000 kW
Company will make a special s tudy of the conditions to determine the basis  on which service may be

AR IZONA P UBLIC  S ER VIC E C OMP ANY
P hoenix. Arizona
File d  by: Da vid  J . Rumolo
Title : Manager, Regula tion and P ricing
Origina l Effective  Date : J anuary 31, 1954

A.C .C . No. 5 6 9 5 XXXX
Canceling A,C,C. No. 56835695

Service Schedule 3
Revis ion No. 10
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GOVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

provided. Additionally, Company may require special contract arrangements as provided for in
Section l.I of Company's Schedule l, Terms and Conditions for Standard Offer and Direct Access
Service.

5.9 ABNORMAL LOADS

Company, at its option, may make extensions to serve certain abnormal loads (such as:
transformer-type welders, x-ray machines, wind machines, excess capacity for test proposes and loads
of unusual characteristics) and die costs of any distribution system modifications or enhancements
required to serve the customer will be included in the payment described in previous sections of this
Service Schedule.

5.10 RELOCATIONS AND/OR CONVERSIONS

5.10.1 Company will relocate or convert its facilities for the cu.stomer's convenience or aesthetics.
The estimated cost of relocation or conversion as determined by the Company will be
included in the payment described in previous sections of this Service Schedule.

5.10.2 When the relocation of Company facilities involve "prior rights" conditions, the customer
will be required to make payment equal to the total cost of relocation.

5.11 MASTER METERING

5.11,1 Mobile Home Parks ... Company shall refuse service to all new construction and/or
expansion of existing permanent residential mobile home parks unless the construction
and/or expansion is individually metered by Company.

5.11.2 Residential Apartment Complexes. Condominiums - Company shall refuse service to all
new construction of apartment complexes and condominiums which are master metered
unless the builder or developer can demonstrate that the installation meets the provisions
of R14-2-205 of the Corporation Colnmission's Rules and Regulations or the
requirements discussed M 5.11.3 below. This section is not applicable to Senior
Care/Nursing Centers registered with the State of Arizona with independent living units
which provide packaged services such as housing, food, and nursing care.

5.11.3 Multi-Unit Residential Developments - Company will allow master metering for
residential units where the residential units are privately owned provided the building will
be served by a centralized heating, ventilation and/or air conditioning system, and each
residential unit shall be individually sub-metered and responsible for energy consumption
of that unit.

5.11.3.1 Sub-metering shall be provided and maintained by the builder or homeowners
association.

5.113.2 Responsibility and methodology for determining each unit's energy billing shall
be clearly specified in the original bylaws of the homeowners association, a copy
of which must be provided to Company prior to Company providing the initial
extension.

5.11.4 Company will convert its facilities from master metered system to a permanent individually

AR IZONA P UBLIC  S ER VIC E C OMP ANY
P hoenix, Arizona
File d by: Da vid  J . Rumolo
Title : Manager, Regula tion and P ricing
Origina l Effective  Date : J anuary 31, 1954
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDIT10NS GOVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

metered system at the customer's request provided die customer makes a payment equal to
the residual value plus the removal costs less salvage of the master meter facilities to be
removed. The new facilities to serve the individual meters will be extended on the basis
specified in Section l. Applicant is responsible for all costs related to the installation of new
service entrance equipment.

5.12 CHANGE IN cUs To1vLER's  SERVICE REQUIREMENTS

Company will rebuild or revamp existing facilities to meet the customer's added load or change in
service requirements on the basis specified in Section 2.0 or 3.0.

5 .1 3 S TUDY AND DES IGN P AYMENT

Any applicant requesting Company to prepare special studies or detailed plans, specifications, or cost
estimates will be required to make a payment to Company an amount equal to the estimated cost of
preparation. Where the applicant authorizes Company to proceed with construction of the extension,
the payment shall be credited to the cost of the extension otherwise the payment shall be
nonrefundable. Company will prepare, without charge, a preliminary sketch and rough estimate of the
cost to be paid by the customer for a line extension upon request.

5.14 S ETTLEMENT OF DISPUTES

Any dispute between the customer or prospective customer and Company regarding the interpretation
of these "Conditions Governing Extensions of Electric Distribution Lines and Services" may, by
either patty, be referred to the Arizona Corporation Commission or a designated representative or
employee thereof for determination.

5 .1 5 EXTENS ION AGREEMENTS

All line extensions or equipment upgrades requiring payment by the customer shall be in writing and
signed by both the customer and Company.

5.16 ADDITIONAL P RIMARY FEED

When specifically requested by the customer to provide an alternate Prirnalv feed (excluding
transformation), Company will perform a special s tudy to determine the request's  feasibility and the
customer may be required to pay for the added cost as well as the applicable rate for the additional
feed requested.

5.17 P OLICY EXCEP TION

The Schedule 3 as  s ta ted herein is  applicable to a ll customers  unless  specific exemptions  are
approved by the Arizona  Corpora tion Commiss ion. The following exemptions  have been
approved:

5.17.1 Res identia l Homes  on Native American Land

Extensions for residential homes on Native American Reservations will be made in

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: January 31, 1954
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Attachment DJR-11
SERVICE SCHEDULE 3

CONDITIONS GCVERNING EXTENSIONS OF
ELECTRIC DISTRIBUTION LINES AND SERVICES

accordance with the provisions of Service Schedule 3 that was in effect April 1, 2005
through June 304, 2007. Application of this Section 5.17.1 is limited to Native American
Reservations as defined by applicable Federal law.

5.17.2 E>dsting Line Extension Agreements

AH applicants who have executed line extension agreements as of February 27, 2008 will be
"glrandfadmered" into the Schedule 3 in effect at the time the agreement was executed.

5.17.3 Trans ition Plan

Applicants that have not executed a line extension agreement will be provided extensions in
accordance with due provisions of Service Schedule 3 that was 'm effect July 1, 2007 through
Febmary 26, 2008, if they meetboth of the following conditions:

Such applicant has received from APS, within six months prior to February 27,
2008, a written estimate of the costs to the applicant for extending service (i.e.
received an estimate during the period August 27, 2007 and February 27,
2008); QQ

That same applicant executes a written line extension agreement within twelve
(12) months ofFebrua1y 27, 2008 (i.e. no later than February 27, 2009).

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: January 3 l, 1954

A.C.C. NO . 559<XXXX
C a nc e ling  Ac ,c ,  No .  56835695

Service  Schedule  3
Re vis ion No. IQ

E ffe c tive ; -XXXXXXFcbrua ry 27, 2098
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DIRECT TESTIMONY OF DAVID K. PICKLES
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E-01345A-08- )

INTRODUCTION

Q- PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

David K. Pickles, 7160 North Dallas Parkway, Suite 340, Plano, Texas 75024.

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I  am employed by ICE Int ernat ional ( ICE)  as t he Southern Region Vice

President for the Energy Efficiency Practice. Founded in 1969, ICE 's more than

2,500 employees provide government and commercial clients with consulting

services and technology solutions in the energy, climate change, environment,

transportation, social program, health, defense, and emergency management `

markets.

My responsibilities include the general oversight and delivery of ICE's energy

efficiency projects throughout  the southern United States. In t his  ro le ,  I

supervise the implementat ion of numerous energy efficiency programs for

ut ilit ies,  oversee t he development  o f Demand-Side Management  (DSM)

potential studies, design DSM programs, support states in developing legislative

and regulatory policy concerning energy efficiency, develop integrated resource

plans, and provide related consulting services.

Q- WHAT ARE YOUR PROFESSIONAL QUALIFICATIONS?

My qualifications are set forth in Appendix A to my testimony.

II. SUIVHVIARY OF TESTIMONY
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My te s timony provide s  a n ove rvie w of is s ue s  re la te d to AP S ' ongoing

investment in DSM programs. Specifically, my tes timony provides

Section III. A summary of the benefits  of typical DSM programs
a nd a  .dis cus s ion of the  pote ntia l opportunity for s ignifica nt
additional investment in cost-effective DSM by APS

Section IV. A dis cus s ion of the  la ck of inve s tme nt in DS M
nationally that has  resulted from his torical ra temaking practices
when applied to DSM programs, and a validation of the need for
more  progre s s ive  ra te ma king pra ctice s  provide d by s e ve ra l
national and indus try associations inc luding  the  Na tiona l
Associa tion of Regulatory Utility Commiss ioners  (NARUC), the
Na tiona l Ac tion P la n for Ene rgy Effic ie ncy (NAP EE), a nd
regulatory commissions nationwide

S e c tio n  V. An ove rvie w of the  progre s s ive  ra te ma king
mechanisms that have been adopted by regulators in many states
including: recovery of program cos ts , trea tment of the  under
recovery of fixed costs (i.e ., lost margins), and mitigation of other
disincentives to invest in DSM resources instead of supply-side
resources (i. e. , incentives)

Section VI. A discussion of the current mechanisms authorized
for use  by APS, and a  conclus ion tha t the  currently-approved
me cha nis ms  e ffe ctive ly limit furthe r inve s tme nt by AP S  in
additional cost-effective DSM programs and are not on par with
the ratemaking mechanisms approved by leading states in the area
of DSM

Section  VII. A discuss ion of APS' des ire  to inves t additiona l
resources  in DSM, and its  specific recommenda tion for more
progressive ratemaking mechanisms

III. SUMMARY OF THE BENEFITS AND OPPORTUNITIES FOR DSM

Q- WHAT IS  DEMAND-S IDE MANAGEMENT?

A.

A. DSM can be broadly defined as  the set of actions  that can be taken to influence

the level and timing of the consumption of e lectricity. There are  two common

subsets of DSM: 1) energy efficiency, and 2) demand response



1

Energy e fficiency typica lly includes  actions  de s igned to increa se  e fficiency by

mainta ining the  same leve l of production or comfort, but us ing less  energy input.

For example , a  program designed to encourage  commercia l customers  to re trofit

the ir buildings  with More  e fficie nt lighting sys te ms  would typica lly be  re fe rre d

to a s  a n "e ne rgy e fficie ncy" progra m. Othe r progra ms  tha t could fit into this

ca tegory might include  those  des igned to improve  the  qua lity of the  ins ta lla tion

of a ir-conditioners , to improve  maintenance  and opera tions  procedures  for la rge

pieces of equipment, and to promote  the  construction of new homes that use  less

e ne rgy tha n home s  built us ing s ta nda rd cons truction pra ctice s . In ge ne ra l,

e ne rgy e ffic ie ncy progra ms  provide  a  re duction in  the  ove ra ll qua ntity of

e lectricity consumed over the  year, but may not necessarily reduce the  e lectricity

demanded a t the  hour of system peak (for APS, this  is  typica lly on a  hot summer

afternoon around 4-6 p.m.).
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In contra s t, a  demand re sponse  program typica lly includes  actions  specifica lly

designed to encourage  customers  to reduce  usage  during peak times (or to shift

tha t usage  to othe r times). For example , a  program tha t provides  a  payment to

cus tome rs  who pe rmit the  utility to cycle  off the ir a ir-conditione rs  for brie f

pe riods  us ing a  re mote  s witch could be  cla s s ifie d a s  a  de ma nd re s pons e

progra m. Othe r progra ms  tha t might fa ll into this  ca te gory include  thos e  tha t

provide  time -diffe re ntia te d ra te  de s igns  or critica l pe a k price  s igna ls  which

encourage  reduction of consumption during peak times , and inte rruptible  ra te

progra ms  which provide  ince ntive s  to cus tome rs  who re duce  de ma nd whe n

ca lled upon. In genera l, demand response  programs  provide  a  reduction in the

electricity demanded a t the  time of system peak and may or may not reduce  tota l

annual e lectricity usage.

3



DSM Progra m
Capacity Savings

MW
Lifetime MWh

Savings Program Cost

Residential
Low Income 0.3 36,603 2,546,901$
Existing Homes HVAC 7.1 260,365 $ 3,539,867

New Home Construction 2.9 134,832 $ 2,456,690

Consumer Products 42.1 1 ,467,359 $ 6,784,101
Totals for Residential 52.4 1,899,159 $ 15,321,559

Non-Residential
Large Existing Facilities 8.9 1,003,888 $ 7,384,886

Large New Construction 1.7 257,424 $ 2,852,733

Small Business 0.5 42,577 $ 1 ,434,035

Building Operator Traininq 0.1 8,962 88,154$
Energy Information Services 0.0 $ 70,379

Schools 0.6 63,602 687,045$
Total for NonpResidential 11.8 1 ,37G,453 $ 12,517,232

Subtotal Residential & Non-Res. 64.2 3,275,612 $ 27,844,791

Measurement, Evaluation & Research 2,072,285$
Performance Incentive 3,323,736$

TOTAL 64.2 3,275,612 $ 33,240,812

APS' currently approved DSM programs , the  cos ts  of these  programs , and the

es tima ted impacts  of these  programs  on sys tem peak and annua l consumption

a re  provided in Table  l. These  programs , by direction of the  ACC, a re  focused

on reducing annua l energy consumption and a re , the re fore , cons idered energy

e fficie ncy progra ms , e ve n though the y a ls o re s ult in s ome  re duction of APS

system peak. ,

Ta b le  1. Summa ry o f APS ' Curre n tly Ap p ro ve d  DSM Pro g ra ms

DSM Program Summary
Program-to-Date

January 2005 - December 2007

1. Refers to savings over the expected lifetime of all program measures.

Q- WHAT ARE THE BENEFITS  OF DS M?
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A. In broa d te rns , DS M progra ms  ha ve  the  pote ntia l to  provide  the  e nd-us e



se rvices  tha t cus tomers  des ire  (e .g., lighting, cooling, e tc.) a t a  lower cos t than

the  utility would othe rwis e  incur to build the  ge ne ra tion, tra ns mis s ion, a nd

dis tribution facilities  necessary to provide  tha t end-use  with e lectricity.

Certa in DSM programs may a lso have  additiona l benefits , including:

Reduced environmenta l impacts , including: lower emiss ions  from
power plants  when e lectricity consumption is  reduced, lower land
and wa te r use  impacts  a s  new plant cons truction is  de fe rred, and
re duce d e xpos ure  to pote ntia l future  re gula tion of the  ca rbon
emitted from genera ting plants ,

Incre a s e d loca l e conomic a ctivity a s  cus tome rs  us e  the  mone y
s a ve d  on  the ir e le c tric ity b ills  to  purcha s e  loca l goods  a nd
services,

Improve d e ne rgy s e curity, a s  re lia nce  on fos s il fue ls  (a nd the ir
inherent vola tility and exposure  to world marke ts) is  reduced,

r More  e ffic ie nt us e  of e xis ting  ge ne ra tion , tra ns mis s ion , a nd
dis tribution facilities  as  loads  a re  "leve led" over the  year,

Increased customer satisfaction,
x

Incre a s e d fle xibility a nd modula rity in the  pla nning of the  utility
s ys te m s ince  DSM progra ms  provide  a dditiona l a nd pote ntia lly
more  sca lable  ways  to mee t iiuture  demand growth, and do so in
smaller increments  than many supply-side investments , and
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Increased loca l economic deve lopment as  the  expenditures  made
by AP S  on ince ntive s , ma rke ting, tra ining, a nd othe r a ctivitie s
flow to loca l trade  a llie s .

Of course , not a ll DSM progra ms  e xhibit a ll the se  be ne fits , a nd such be ne fits

mus t be  ca re fully e va lua te d  in  the  conte xt of the  dra wba cks  tha t ma y be

a s s ocia te d with individua l DS M progra ms , including pote ntia l a dve rs e  s hort

te rm increases in ra tes , uncerta inty surrounding the persistence and

me a s ure me nt of the  impa cts  of the  progra ms , difficulty in  fore ca s ting the

5



participa tion and cos ts  in the  programs, diminishing economies  of sca le  as  DSM

progra ms  a pproa ch the ir ma ximum s ize , e quity be twe e n cus tome rs , a nd the

impact on the  sys tem if utilitie s  re ly upon DSM programs  tha t ultima te ly do not

yie ld the  intended impact

De s pite  the s e  pote ntia l dra wba cks , it is  cle a r tha t DS M progra ms  ha ve  a n

importa n t ro le  to  p la y in  a ny u tility's  mix o f re s ource s  a va ila b le  to  me e t

incre a s e s  in the  de ma nd for e le ctricity. This  is  e s pe cia lly true  in  toda y's

environment of increas ing prices  for genera ting fue ls , increas ing environmenta l

conce rns  a nd re gula tions , shrinking ge ne ra ting ca pa city re se rve  ma rgins  a nd

the ir pote ntia l a dve rs e  impa cts  on s ys te m re lia bility, a nd conce rns  ove r the

energy independence of the United States

Q- DO YOU BELIEVE THAT THERE IS AN OPPORTUNITY FOR
ADDITIONAL COST-EFFECTIVE DSM PROGRAMS WITHIN THE
APS SERVICE TERRITORY?

While  APS ' curre nt progra ms  provide  a n a ppropria te  founda tion give n curre nt

ra te ma king me cha nis ms , I be lie ve  a dditiona l cos t-e ffe ctive  progra ms  a re

possible  ... contingent upon the  approval of improved ra temaking mechanisms as

discussed la ter in my tes timony

A.

APS has  comple ted a  high-leve l a ssessment of the  potentia l for DSM programs

(file d by APS on Se pte mbe r 12, 2007) in Docke t No. E-01345A-05-0182, a nd

has  concluded tha t the  cos t-e ffective  potentia l for DSM programs is  in the  range

of 2,600-3,900 GWh by 2020 given a  reasonable  se t of a ssumptions  rega rding

ince ntive  le ve ls  a nd cus tome r a cce pta nce . AP S  be lie ve s  tha t a pprova l of

improved ra temaking mechanisms  will enable  it to furthe r re fine  this  e s tima te  of



a dditiona l pote ntia l a nd de ve lop s pe cific  propos a ls  for ne w or e xpa nde d

programs for implementa tion.

Iv. HISTORICAL RATEMAKING AND UNDERHWESTMENT IN DSM

Q- HAVE HIS TO R IC AL R AT E MAKING ME C HANIS MS
EFFECTIVE IN ELICITING AP P ROP RIATE LEVELS  o F  DS M?

BE E N

No. In ge ne ra l, the  his torica l tre a tme nt of DSM progra ms  na tiona lly ha s  fa ile d

to a ddre s s  thre e  ke y limita tions  on the  a bility of a  prude nt utility to . offe r

comprehensive  DSM programs. These  three  key limita tions  include :

Recovery o f the  contribution to  fixed  cos ts  (los t marg ins ). Past cost
re cove ry me cha nisms  ofte n fa ile d to re cognize  the  fa ct tha t mos t utility
ra tes  a re  des igned to recover some portion of the  fixed cos ts  of providing
utility s e rvice  on a  va ria ble  (pe r kph or pe r kw) ba s is . Tha t is , the  ra te
the  cus tome r pa ys  for e a ch  kph include s  both  a  va ria ble  fue l cos t
component and a  fixed cost component. When a  DSM program reduces  a
cus tomer's  consumption, the  utility may save  the  va riable  fue l cos t, but
doe s  not s e e  a  de cline  in its  fixe d cos ts  in the  short te rm. The  re ve nue
decline  tha t the  utility experiences  due  to the  DSM program includes  not
only the  decline  in fue l cos t, but a lso the  fixed cos t contribution. Absent
s ome  a lte rna tive  wa y to  re cove r th is  lo s t fixe d  cos t con tribu tion
(s ome time s  re fe rre d to a s  e ithe r pa rtia l or full de coupling), the  utility's
implementa tion of DSM programs will directly reduce  its  ea rnings .
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Recovery o f p rog ram cos ts . Unde r his torica l mechanisms , re cove ry of
program cos ts  was  typica lly achieved re trospective ly (a fte r the  utility had
spent the  money), e ither in a  ra te  case  or through a  specia l rider designed
to a djus t ra te s  without a  ra te  ca se . Ofte n, this  fa ile d to compe nsa te  the
utility for the  time-va lue  of money and the  use  of its  capita l, and exposed
th e  u t ility to  r is k o f n o n -re c o ve ry with  c h a n g e s  in  re g u la to ry
requirements . Furthe r, it d id  not ke e p up with  the  ofte n  incre a s ing
amount of DSM budgets  as  programs grew in s ize  and effectiveness . The
u tility wa s  a lwa ys  be h ind  in  its  compe ns a tion  fo r the  p rogra ms  it
provided.

Fina nc ia l Pe rfo rma nc e . The  more  a  u tility inve s ts  in  ge ne ra tion ,
transmiss ion, and dis tribution equipment, the  la rger the  dolla r va lue  of its
ra te  base . Since  the  utility is  given the  opportunity to earn a  ra te  of re turn
(expressed a s  a  pe rcent) on this  ra te  base , the  la rge r the  ra te  base , the

A.

b.

c.

a.
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gre a te r its  e a rnings . To  the  e xte n t tha t DS M dis p la ce s  the  fu ture
inve s tme nt in ge ne ra tion, tra ns mis s ion, a nd dis tribution but doe s  not
provide  a  s imila r re turn, a ll e lse  be ing equa l, the  utility's  ea rnings  will be
lower than they othe rwise  would have  been. Absent some  mechanism to
meaningfully offse t these  effects  and show adequate  earnings  growth, the
utility will ha ve  little  ince ntive  to inve s t in DSM.

These  limita tions , and the  progress ive  ra temaking mechanisms  tha t have  been

a dopte d by utility re gula tors  in ma ny s ta te s , a re  discus se d in a dditiona l de ta il

la te r in my te s timony.

As  a  re s ult of the s e  limita tions , s ta te s  tha t ha ve  not a dopte d progre s s ive

me cha nis ms  ha ve  typica lly s e e n much lowe r inve s tme nt in DS M progra ms .

This  can be  demonstra ted both anecdota lly (consider that many of the  s ta tes  that

make  the  la rgest investment in DSM address  most or a ll of these  limita tions) and

empirica lly. A recent pape r us ing da ta  from 200 e lectric utilitie s  ove r 15 yea rs

showed with very high s ta tis tica l confidence  tha t:

"regula tors  who add incentives  would expect grea te r energy savings  and
more  utility spending for energy e fficiency. This  paper demonstra tes  tha t
regula tors  should give  se rious  cons ide ra tion to decoupling and/or direct
financial incentives to utilities  as  the  best approaches to s tart, expand, and
susta in utility-sponsored energy efficiency programs.

The paper also concludes that:
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"Whe n the re  is  more  a t s ta ke , a s  toda y, re gula tors  s hould not s imply
ca use  utilitie s  to spe nd more  on e ne rgy e fficie ncy a nd se e k a  "jus t a nd
reasonable" means  to recove r the  cos ts . Ins tead, regula tors  should find
out wha t forms  of regula tion cause  utilitie s  to succeed and sus ta in utility
sponsored energy efficiency over the  long-te rm."

1 Ene rgy Efficie ncy: Do Re gula tory Ince ntive s  Ma tte r? Cha rle s  J . Cicche tti a nd J a me s  H. Lin.
S ubmitte d for P e e r Re vie w, 2008. Dr. Cicce tti is  the  forme r J e ffre y J . Mille r Cha ir in Gove nirne nt,
Business  and the  Economy a t the  Unive rs ity of S outhe rn Ca lifornia  and was  previously Cha ir of the
Wisconsin Public Service  Commission.

8



I

Q- HAVE THESE LIMITATIONS BEEN RECOGNIZED NATIONALLY?

Yes. Many state regulators and other organizations have recognized the need to

address these limitations on previous DSM recovery mechanisms. For example,

NARUC adopted a resolution urging its member state commissions to:

consider the loss of earnings potential connected with the use of
demand-side resources,

adopt appropriate ratemaking mechanisms to encourage utilities to
help their customers improve end-use efficiency cost-effectively,
and

otherwise ensure that the successful implementation of a utility's
least-cost plan is its
added.)

most profitable course of action (Emphasis

Similarly,  the Nat ional Act ion Plan for  Energy Efficiency3

provides a "call to action to utilities, state utility regulators, consumer advocates,

consumers, businesses, other state officials, and other stakeholders to create an

aggressive, sustainable national commitment to energy efficiency. The Action

Plan offers the following recommendations as ways to overcome barriers that

have limited greater investment in energy efficiency for customers of electric

and gas utilities in many parts of the country. The following recommendations

are based on the policies, practices, and efforts of leading organizations across

the country. For each recommendation, a number of options are available to be

pursued based on regional, state, and utility circumstances:

(Action Plan)
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Promote sufficient, timely, and stable program finding to deliver
energy efficiency where cost-effective, and

2 Resolution in Support of Incentives for Electric Utility Least-Cost P lanning (7/27/l989).
3 The  Na tiona l Action P lan for Energy Efficiency (Action P lan) presents  policy recommenda tions for
crea ting a  susta inable , aggressive  na tiona l commitment to energy e fficiency through gas and e lectric
utilities , utility regula tors , and partner organiza tions. The  Action P lan was deve loped by more  than 50
leading organiza tions representing key stakeholder perspectives, including regula tors , environmenta l
groups, utilities, state and federal agencies, and end~users.

A.

3.

2.

1.
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Modify policie s  to  a lign utility ince ntive s  with the  de live ry of
cos t-e ffective  energy e fficiency and modify ra temaking practices
to promote energy efficiency investments

As noted by a  report developed by the  Action Plan which focuses  on these

Is s ues

How these impacts are addressed creates the incentives and
dis ince ntive s  for utilitie s  to purs ue  e ne rgy e fficie ncy
investment. The re la tive importance of each of these (cost
recovery, lost margins, and shareholder incentives) depends
on the  s pe cific conte xt-the  impa cts  of e ne rgy e fficie ncy
programs will look different to gas and electric utilities , and
to investor-owned, publicly owned, and cooperatively owned
utilities . Comprehensive policies addressing all three levels
of impact generally are considered more effective in spurring
utilitie s  to purs ue  e fficie ncy a ggre s s ive ly. Ultimate ly
however, it is  the cumulative net effect on utility earnings or
net income of a  policy tha t will de termine  the  a lignment of
utility financial interests  with energy efficiency investment
(Emphasis added)

Q- HOW HAVE INDIVIDUAL S TATES  ADDRES S ED THES E IS S UES ?

S ta te s  ha ve  ta ke n a  va rie ty of a pproa che s  ba s e d on the ir own unique

circumstances, as summarized in Table Z." As suggested by Table 2, incentives

are very common with 18 of the 36 states with significant DSM funding offering

utility shareholder incentives  of some kind. Six s ta tes  provide a  separate

mechanism for the  recovery of los t margins  (identified as  a  Los t Revenue

Adjus tment Mechanism or "LRAM" in Table  2), and 14 s ta te s  have  e ithe r

approved or have pending electric decoupling mechanisms to insulate  utility

Aligning Utility Incentives  with Investment in Energy Efficiency. November 2007
Action P lan citing Kushner e l a l., 2006. (Current as  of September 2007.) System Benefit Funds a re

typica lly a  rider recovered through utility ra tes and used for DSM programs, but the  programs may or
may not be  administered by the  utility

A.
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l

2

3

e a rnings  from the  los t ma rgins  a ttributa ble  to DS M progra m pe rforma nce .

Furthe r, ma ny of the  le a ding s ta te s  ha ve  combine d utility ince ntive s  with both

timely recovery of cos ts  and of los t margins . Ten s ta tes  have  e ither an approved

or pending mechanism treating both lost margins and shareholder incentives.4

5
Table 2. Status of Electric Efficiency Cost Recovery and Incentive Mechanisms

6

7

8

9

10 •

1 1 •

O
12

13
O
O

14

15 O

16

17

18

1 9

20
o
o

2 1

22

23

24

25

Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
D.C.
Delaware
Florida
Georgia
Hawaii
Idaho
Illinois
Indiana . .
Iowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada
New
Hampshire
New Jersey
New Mexico

o
O

•

26

1 1

•



State

Method of Cost Remove
Fixed Cost
Remove

Incentives
I

Adjustment
Clause

System
Benefit
C h a  eRate Case Decoupling LRAM

New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

•

•

•
•

•

•

•

•

•

•
•

•

•

•

•

•

•

O

•

•
•

•

• : Approved O = Pending

OVERVIEW OF PROGRESSIVE RATEMAKING MECHANISMS ,FOR DSM

Q. PLEASE PROVIDE AN OVERVIEW OF MECHANISMS FOR THE
RECOVERY OF DSM PROGRAM COSTS.

Cos t re cove ry is  us ua lly a chie ve d through e ithe r:
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A ra te  ca s e , whe re in a  "norma l a nd re pre s e nta tive " le ve l of DS M
expenditure  is  set and treated either as  an expense item (des igned to be
fully recovered over a  one year period and where  a  $1 expenditure  on a
program would increase  the  annual revenue requirement by $l) or more
ra re ly trea ted a s  a  capita l item (in which the  expenditure  is  amortized
ove r a  pe riod of s e ve ra l ye a rs  a nd a  ra te  of re turn is  a llowe d on the
unamortized ba lance  and where  the  $1 expenditure  in Yea r l may, for
example, be recovered as  a  $0.24/year over 5 years  including the rate  of
re turn). In e ithe r cas e , an appropria te  annua l increas e  in revenues  is
de ve lope d a nd a lloca te d ove r re pre s e nta tive  s a le s  volume s . The
a ppropria te  le ve l of re cove ry is  not re vis ite d until the  utility's  ne xt
gene ra l ra te  ca s e , and the re  is  no a ttempt made  to ens ure  tha t actua l
re cove rie s  tie  pre c is e ly to a c tua l e xpe ns e s . This  re pre s e nts  the

v.

A.
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"his torica l" ra te  ca s e  me cha nis m, a nd  doe s  a  poor job  of tra cking
fluctuations  in DSM budgets , participa tion, and sa les  levels , or

A11 adjus tor clause , where in the  utility makes  a  pe riodic filing (typica lly
a nnua lly) to a djus t the  re cove ry a mount to re fle ct e xpe nditure s  on the
DSM programs. The  mechanism can be  des igned to recover e ither actua l
progra m cos ts  in the  pre vious  ye a r(s ), or fore ca s t progra m cos ts , a nd
typica lly include s  a ny re concilia tions  tha t ma y be  ne ce s s a ry due  to
anticipated sa les  volumes being different from actual sa les  volumes in the
previous  pe riod. In gene ra l, if the  recove ry is  ba sed on his torica l cos ts ,
the  utility is  a ls o pe rmitte d to re cove r ca n'ying cha rge s  for the  pe riod
between the  incurrence of the  cost and the  time of recovery a t a  ra te  equal
to  the  utility's  cos t of ca pita l. As  with ra te  ca s e  re cove ry, it is  a ls o
pos s ible  to tre a t the  cos ts  a s  ca pita l ite ms  a nd a mortize  the m ove r a
number of years .

The  se lection of an appropria te  mechanism for recovery of DSM program cos ts

is  in flue nce d  by s e ve ra l fa c to rs ,  inc lud ing : 1 ) the  s ta b ility o f the  DS M

expenditures , 2) the  timing of recovery, 3) the  perce ived risk of non-recovery, 4)

the  pote ntia l for highe r s hort te rm ra te  impa cts , a nd 5) the  ove ra ll cos t to

customers of the  recovery.
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As  a  pra ctica l ma tte r (e s pe cia lly in juris dictions  whe re  DS M progra ms  a re

compa ra tive ly ne w) DSM progra m budge ts  te nd to be  uns ta ble  a nd incre a s e

s ignifica ntly from ye a r to ye a r a s  ne w progra ms  a re  de ve lope d, a s  the  utility

be come s  more  profic ie nt in  the  de s ign a nd de live ry of progra ms , a nd a s

customers  and regula tors  become more  interes ted in DSM programs. This  e ffect

is  ma gnifie d during pe riods  of ris ing fue l a nd ge ne ra tion cos ts , which te nd to

improve  the  cos t-e ffe ctive ne s s  of DS M me a s ure s  a nd the re fore  jus tify the

introduction of additiona l programs.

As DSM budgets  grow la rger and become more  meaningful in the  context of the

utility's  e a rn ings , it is  a ppropria te  to  pe rmit more  time ly a nd pre dic ta ble

1 3



re cove ry of prude ntly incurre d DSM progra m cos ts  a s  both a  ma tte r of e quity

and as  a  s igna l to the  utility and its  sha reholders  tha t DSM is  pre fe rred re la tive

to supply s ide  investments

The  timing of re cove ry is  importa nt both due  to  re gula tory principle s  tha t

sugges t tha t the  recovery of program cos ts  should, where  poss ible , be  matched

with the  time  pe riod whe n the  cos ts  we re  incurre d (e ns uring tha t, in ge ne ra l

thos e  cus tome rs  who be ne fit from the  opportunity to pa rticipa te  in the  DS M

programs  a re  those  tha t bea r the  cos ts  of the  programs) and due  to a  des ire  to

minimize  the  utility's  cos ts  of ca rrying unrecovered amounts  on its  books  for an

e xte nde d pe riod of time  a nd a ny re s ulta nt ne ga tive  impa cts  on ca s h flow

Further, the  longer a  utility carries  the  costs  of an asse t on its  books , the  grea ter

the  utility's  e xpos ure  to  cha nge s  in  re gula tory policy tha t ma y je opa rdize

re cove ry of those  cos ts . This  is  e spe cia lly true  of DSM or "re gula tory a s se ts

where there is  no physical asset to be secured (such as a  power plant) but instead

a regula tory compact to recover a  specified amount in the  future

Expensing (versus capita lizing) the program costs  has the advantage of being the

s imples t to adminis te r and of having the  lowest cos t to ra tepayers  (s ince  it does

not include  a  ra te  of re turn for the  utility, e the r tha n a ny ca rrying cha rge s  tha t

may be  ea rned if the  recovery is  not made  concurrent with the  cos ts ). However

it may a lso lead to higher short te rm ra te  increases  a s  cos ts  a re  recovered in a

single  year instead of being spread out over multiple  years

In many s ta tes  tha t have  made  a  s ignificant commitment to DSM, an adjus tment

cla us e  is  us e d or the  utility is  s ubje ct to fre que nt (a nd s ome time s  in e ffe ct

annual) ra te  cases  or other mechanisms tha t have  a  s imilar impact. This  has  the

e ffe ct of a llowing s ignifica nt incre a s e s  in progra m funding without pe na lizing

14



the  utility and of ma tching actua l recove rie s  with actua l expenditure s . Furthe r,

mos t s ta te s  have  chosen to expense  (ra the r than capita lize ) the  DSM program

cos ts  due  to its  re la tive  s implicity, lower ove ra ll cos t, typica lly acceptable  ra te

impacts , and lower perce ived risk to the  utility.

Q- P L E AS E  P R O VIDE  AN O VE R VIE W O F  ME C HANIS MS  F O R  T HE
TREATMENT OF LOS T NET MARGINS .

As  note d pre vious ly, DSM progra ms  dire ctly re duce  future  s a le s , a nd the re by

reduce  future  utility ea rnings  by the  amount of ne t margin tha t would have  been

associa ted with those  sa les . While  the  ultimate  impact of the  "los t margins" is  a

function of the  time be tween utility ra te  cases  (the  more  frequent the  ra te  cases ,

the  shorte r the  pe riod of time  tha t the  utility is  subject to los t ma rgins  be fore  it

ca n a djus t its  ove ra ll ra te s  to ma ke  up the  diffe re nce ), the  na ture  of the  "te s t

year" used (e .g., his torical versus future), the  average margins in the  ra te  classes

where  the  DSM programs are  offered, and other factors , it is  clear tha t these  los t

ma rgins  ca n be  ve ry s ignifica nt. For e xa mple , the  Re gula tory As s is ta nce

Projects  has  e s tima ted tha t for a  typica l ve rtica lly integra ted utility a  1% drop in

sa le s  trans la te s  to a  5% drop in profits , and tha t for a  typica l transmiss ion and

dis tribution utility the  same  1% drop in sa les  leads  to an ll% drop in profits .

Absent a  mechanism which reduces  or e limina te s  the  sens itivity of the  utility's

e a rnings  to  the  impa cts  of DS M progra ms , ma ny utilitie s  ha ve  chos e n to

minimize  spending on DSM up to the  point they fea r a  regula tory or legis la tive

pena lty tha t is  more  punitive  than the  los t margins . While  the  threa t of pena lties
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"Unde rs ta nding the  Ra te ma king Implica tions  of Linking P rofits  a nd S a le s ," pre se nta tion to the
NARUC Workshop: Aligning Regula tory Incentives  with Demand-S ide  Resources , August 2, 2006 by
Da vid Moskovitz. The  Re gula tory Ass is ta nce  P roje ct (RAP ) is  a  non-profit orga niza tion, forme d in
1992 by experienced utility regula tors, tha t provides research, ana lysis , and educationa l assistance  to
public officia ls  on e lectric utility regula tion.
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is  one  of the  tools  tha t regula tors  a lways  have  ava ilable , it is  my experience  as

both a n e x-re gula tor a nd a  forme r utility e xe cutive  tha t me cha nisms  tha t a lign

the  inte re s ts  of regula tors , cus tomers , and utility sha reholde rs  a re  much more

likely to be  susta inable  and to provide  the  desired results  (including a  large  long-

s tanding commitment to DSM) than is  the  threa t of penalties .

Two prima ry a pproa che s  ha ve  be e n de ve lope d to a ddre s s  the  is s ue  of los t

margins: 1) los t margin adjustment mechanisms, and 2) decoupling.

Q. P LEAS E DES CRIBE DECOUP LING IN MORE DETAIL.

The  te rm "decoupling" is  used to describe  a  va rie ty of ra temaking methods  tha t

s e ve r the  link be twe e n utility s a le s  volume s  a nd ma rgins . De coupling is

typica lly a chie ve d by e s ta blis hing (typica lly in a  ra te  ca s e  or othe r s pe cia l

purpose  proceeding) the  tota l revenue  per cus tomer or per unit of sa les  tha t can

be  co lle c te d  by the  u tility in  e a ch  ye a r. Any ove r/unde r colle ctions  a re

subtracted/added to the  following year's  a llowed revenue. '

Q. P LEAS E DES CRIBE LOS T MARGIN ADJ US TMENT MECHANIS MS  IN
MO R E  DE TAIL.

Los t Ma rgin Adjus tme nt Me cha nis ms  (LMACs ) diffe r from de coupling in tha t

they only recover the  los t margins  tha t a re  induced by the  DSM programs . The

utility e a rnings  re ma in s e ns itive  to we a the r a nd othe r s a le s  fluctua tions . In

s imple  applica tion, the  LMAC is  es tablished by:

• Estimating the  ne t margin component of ra tes  per kph or kW (i.e .,
the  diffe rence  be tween the  full re ta il ra te  and the  utility's  va riable
cos ts ), typica lly by ra te  schedule  or cus tomer type  and based on
the  utility's  most recent ra te  case ,
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Es ta blishing the  impa cts  (s a le s  re ductions ) induce d by the  DSM
programs ,

A.

A.
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Multiplying the  ne t ma rgin compone nt in e a ch ra te  cla s s  by the
DSM sales  reductions in that class , and

Using an annual adjustment clause to adjust ra tes to each customer
cla s s  to  re cove r thos e  a mounts , including a ny ove r or unde r
recoveries from previous periods and appropria te  carrying charges

While  the  LMAC e ffe ctive ly re move s  the  los t ma rgin dis ince ntive  a s s ocia te d

with DSM programs, it has  been criticized by some observers  for not comple te ly

e limina ting a ll ince ntive s  tha t utilitie s  ma y ha ve  to promote  s a le s . Howe ve r, it

is  le s s  like ly to  ha ve  s ome  of the  broa de r dra wba cks  a s s ocia te d with  full

decoupling

11 Q . P LE AS E  DE S C R IB E  UTILITY INC E NTIVE  ME C HANIS MS  IN MO R E
DE TAIL

Even where  timely recovery of DSM program cos ts  and recovery of los t margins

a re  pe rmitte d  (a nd  e s pe c ia lly whe re  the y a re  no t),  the  u tility is  s till no t

financia lly indiffe rent be tween supply-s ide  and demand-s ide  inves tments . And

contra ry to the  NARUC re s olution e ncoura ging its  me mbe r commis s ions  to

e ns ure  tha t the  s ucce s s ful imple me nta tion of a  utility's  le a s t-cos t pla n is  its

mos t profita ble  cours e  of a ction," a  utility ma y a rgua bly s till ha ve  the  inte rna l

financia l incentive  to choose  supply-s ide  inves tments  ove r DSM. Recognizing

this , ma ny juris dictions  ha ve  de ve lope d s ha re holde r ince ntive  me cha nis ms

designed to offse t this  disparity. These  incentives  genera lly fa ll into one  of three

separate categories

Shared Savings  - where  the  utility is  e ligible  to earn a  share  of the
DS M progra m's  ne t be ne fits ,  typ ica lly the  va lue  o f a vo ide d
capacity and ene rgy saved le ss  the  program cos ts . For example
utilitie s  in  Minne s ota  ca n  e a rn  a  s ha re  of the  progra m's  ne t
be ne fits  up to a  ma ximum ince ntive  e quiva le nt to 30% of tota l
program expenditures

A.
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l

P e rfonna nce  Ta rge t - whe re  the  utility is  e ligible  to  e a rn a n
incentive  for meeting pre-specified goa ls . For example , utilities  in
Connecticut a re  e ligible  to ea rn an incentive  equiva lent to up to
8% of program expenditures based on goals achieved, and

Rate  of Re turn - where  utilitie s  tha t capita lize  the ir DSM program
e xpe nd iture s  c a n  e a rn  a  pre mium ra te  o f re turn  o n  the ir
inve s tme nt. For e xa mple , utilitie s  in Ne va da  ca n incre a se  the ir
re turn on equity for DSM programs 5 percentage points  re la tive  to
the return oh equity for supply-side investments .

Each of these incentives has its  own set of advantages and disadvantages, and

none has  been identified as  being appropria te  in a ll cases . As noted earlier, the

kind  of ince ntive  me cha nis m, a nd  the  a mount of incre me nta l e a rnings

opportunity it s hould afford the  utility, ha s  to be  vie we d in the  conte xt of the

cost recovery and lost margin treatments, as well as the cost-effectiveness of the

programs, the ease of achieving program goals , and other factors. However, the

e xis te nce  of a  s ignifica nt ince ntive  ha s  be e n s hown to be  ve ry influe ntia l in

ga rne ring utility support for DSM programs . And a lthough incentives  typica lly

require  additiona l resources  to accura te ly eva lua te  program impacts , they a re

wide ly he ld to be  an important tool for regula tors  in se tting policy and guiding

utility behavior.

Q- AR E  TH E R E  AN Y O TH E R  MO R E  IN N O VATIVE  R ATE MAK IN G
MECHANIS MS  CURRENTLY RECEIVING INDUS TRY REVIEW?
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A. Yes. Duke Energy has proposed a  mechanism called "Save-a-Watt" (otherwise

known a s  the  "virtua l powe r pla nt" a pproa ch) in the  juris dictions  whe re  it

se rves . While  this  mechanism has  not ye t been approved, it does  identi51 an

alternate way of treating cost recovery, lost margins, and shareholder incentives.



Q- PLEASE DESCRIBE HOW SAVE-A-WATT (SAW) WOULD OPERATE.

Instead of providing explicit recovery of costs, lost margins, and a shareholder

incentive, the SAW approach preserves utility earnings relat ive to alternate

supply-side investments by simply permitting the utility to recover 90% of the

costs avoided by the DSM programs. The recovery amount would be insensitive

to the costs of the programs, but highly sensitive to the results of the programs.

For example, if the avoided costs of the program equate to $50/MWh, Duke

would receive a payment  of $45/MWh saved (90% of $50). If Duke could

implement the programs at  an average cost  of $41/MWh, it  stands to earn a

margin of $4/MWh saved. Conversely, Duke bears the risk of the programs

failing to achieve expected scale and of being more expensive than estimated. If

the programs cost $48/MWh, Duke would stand to lose $3/MWh.

Duke has proposed that SAW be implemented through a balancing mechanism

that would penni annual adjustments to avoided cost estimates, evaluate the

act ual load reduct ion achieved in t he  previous year ,  and det ermine t he

appropriate recovery amount by customer class. This recovery amount would

t hen be spread over  sales in t hat  cust omer  c lass,  including appropr ia t e

adjustments for any over or under recovery in previous periods.

VI. APS' CURRENT MECHANISMS

Q- PLEASE SUMMARIZE APS' CURRENT MECHANISMS?
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APS' DSM program costs are currently recovered through a combination of base

rates and a rider that annually adjusts rates retrospectively to recover actual

DSM program expenditures in the previous year. APS is also eligible to earn an

incentive based on a sharing of the net benefit of the DSM programs. However,

A.

A.
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this  incentive  is  capped a t 10% of the  annual program expenditure . No recovery

of lost margins is  permitted outside of a  general ra te  case

Q- WHAT IS YOUR
MECHANISMS?

ASSESSMENT OF THE CURRENT APS

While  the  me cha nis ms  be gin to a ddre s s  s ome  of the  pre vious ly ide ntifie d

dis ince ntive s  for DSM, the y a re  not, a s  a  pa cka ge , sufficie nt to put DSM on a

le ve l p la ying fie ld  with  s upply-s ide  inve s tme nts , a nd the y do not provide

inte rna l incentives  for APS to pursue  a ll cos t-e ffective  DSM

Q~ WHAT ARE THE PRIMARY SHORTCOMINGS OF THE CURRENT
MECHANISMS?

The  primary shortcoming is  tha t, a s  a  package , the  mechanisms do not provide

APS the  opportunity to e a rn a  pre dicta ble  re turn on its  DSM inve s tme nts  tha t

compa re s  with the  re turn it would othe rwise  e a rn without the  DSM progra ms

S p e c ific a lly,  th e  ca p  o n  th e  s h a re h o ld e r in ce n tive  a t 1 0 % o f p ro g ra m

expenditures  (and the  lack of a  re turn on the  DSM inves tments  and recovery of

los t margins) prevents  the  incentive  from ever offse tting

The lost ne t margins  induced by the  DSM programs

The  time  va lue  o f mone y a s s oc ia te d  with  fund ing  the  DS M
programs

The opportunity cost of otherwise investing those funds in capital
projects

The earnings that would otherwise accrue if investments were
made in supply-side options, and

The risk associa ted with implementing the  programs

25

26

VII. IMPLICATIONS
PROGRAMS

FOR FUTURE MECHANISMS AND ADDITIONAL

A.

A.
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Q. IS IT YOUR OPINION THAT APPROVAL OF IMPROVED
MECHANISMS WOULD PERMIT AP S  TO  MAK E  S IG N IF IC AN T
ADDITIONAL INVESTMENTS IN COST-EFFECTIVE DSM?

Yes. APS believes strongly in the benefits of DSM and has the access to capital,

customer relationships, usage data, technical expertise, back-office

infrastructure, and other capabilities necessary to prudently invest in DSM.

Under the oversight of the Commission, APS is in a unique position to ensure

that the benefits of DSM are realized through avoided capacity and energy

production, and to otherwise coordinate the development of DSM with future

transmission needs, environmental regulations, regional load forecasts, and other

considerations.

Improved mechanisms are critical if additional DSM programs are to be

implemented. Based on its recent DSM market potential study, APS believes

that future DSM impacts may be significant. APS will prepare detailed estimates

of the impacts of future DSM programs upon action on this item.

Q. HAS  AP S  DEVELOP ED A P ROP OS AL FOR A S P ECIFIC S ET OF
RECOMMENDED MECHANIS MS ?

Yes. In order reduce the disincentive for APS to increase its spending on DSM

programs, APS requests that:
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• APS collect otherwise in-recovered fixed costs due to implemented DSM
programs based on the MWh impacts in the previous year priced at the
average retail rate less average variable costs for fuel and purchased
power. These lost fixed cost contributions should include the impacts of
all DSM programs implemented since the last rate case but still within the
life of the DSM measures. This amount should be recovered over the
anticipated MWh sales volumes in the following year, with a true up to
actual sales and recovery amounts in the next adjustment to the
Company's Demand Side Management Adjustment Clause (DSMAC).

APS be permitted to earn an increased performance incentive by
removing the existing cap on APS' incentives (currently set at 10% of

A.

A.
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program expenditures). APS proposes to retain the current sharing
relationship between ratepayers (who receive 90% of the net benefits of
the programs) and shareholders (who receive 10%).

AP S  re cove r progra m cos ts  in  the  s a me  ye a r tha t the y a re  s pe nt through
th e  C o m p a n y's  DS MAC . Th is  a moun t s hou ld  be  ba s e d  on  p ro je c te d
DS M s pe nding  for bo th  a pprove d  a nd  pe nding  progra ms , with  a  true -up
to a ctua l s pe nding a nd re cove rie s  iii the  following ye a r.

All c o s t ~  re co ve ry a n d  p e rfo rma n ce  in ce n tive  a mo u n ts  a b o ve  $ 1 0  millio n

a n n u a lly (th e  a mo u n t c u rre n tly re fle c te d  in  a p p ro ve d  b a s e  ra te s ) wo u ld  b e

c o lle c te d  th ro u g h  th e  Co mp a n y's  DS MAC. Th e  te s timo n y o f AP S  witn e s s

Gre g o ry De Liz io  p ro vid e s  a d d itio n a l d e ta ils  re g a rd in g  th e  s p e c ific s  o f th e s e

re comme nde d me cha nis ms .

Q. DOES THIS CONCLUDE YOU PREPARED DIRECT TESTIMONY IN
THIS PROCEEDING?

Ye s .
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APPENDIX A. QUALIFICATIONS

Da vid  P ic kle s
Vic e  P re s id e n t

ICE International

EDUCATION

Ma s te r of S cie nce  De gre e  M Re gula tory Economics , Unive rs ity of Wyoming, La ra mie ,
Wyoming , 1988 ; Ba che lo r o f S cie nce  De gre e  in  Economics , Unive rs ity o f Wyoming ,
La ra mie , Wyoming, 1986

EXPERIENCE OVERVIEW

Mr. P iclde s  s e rve s  a s  CF's  S outhe rn  Re gion  Vice  P re s ide nt for the  Ene rgy Effic ie ncy
Practice , where  he  is  re spons ible  for a ll region activitie s  including project execution, bus iness
de ve lopme nt, a nd ma na ge me nt. Mr. P iclde s  ha s  twe nty ye a rs  e xpe rie nce  a s  a  re gula tor,
utility s e nior e xe cutive , a nd indus try cons ulta nt focus e d on e ne rgy e fficie ncy. Expe rie nce d
with e ne rgy e fficie ncy progra m de s ign a nd ma na ge me nt, product a sse ssme nt a nd bus ine ss
planning, marke ting, ope ra tions , ra te  making, and regula tory policy he  ha s  he lped numerous
public and priva te  sector clients  eva lua te  and implement ene rgy e fficiency programs.

PROJECT EXPERIENCE /

En e rg y Effic ie n c y P ro g ra ms  a n d  P o lic y

For the  Ma ryla nd  Ene rgy Admin is tra tion , p rovide d  a n  a na lys is  o f DS M progra m cos t
re cove ry a nd ra te  ma king pra ctice s , including a s s e s s me nt of pote ntia l mode ls  a nd utility
overs ight practices .

For a  confide ntia l S outhwe s te rn e le ctric utility, provide d a  de ta ile d a s se ssme nt of DS M cos t
re cove ry me cha nis ms  including fina ncia l mode ling of a lte rna tive  DS M cos t re cove ry, los t
margin, and shareholder incentive  mechanisms .

1
2
3
4
5
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For Ene rgy Louis ia na  LLC, de ve lope d a n a s se s sme nt of the  pote ntia l for DS M to e limina te

or de fe r the  ne e d for a  600 MW coa l pla nt, including e xpe rt witne s s  te s timony, de pos itions ,
and pa rticipa tion in Commiss ion proceedings  and cross-examina tion.

For Dominion Virginia  P owe r, e s tima te d a chie va ble  DS M sa vings  pote ntia l a nd the  a bility of
DS M to de fe r the  ne e d for a  ne w tra nsmis s ion line . Also pre pa re d e xpe rt witne s s  te s timony
in support of the  findings .
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For De lma rva  P owe r a nd Light, e s tima te d a chie va ble  DS M sa vings  pote ntia l ove r a  25 ye a r
pla nning horizon a nd pre pa re d the  Inte gra te d Re source  P la nning (IP ) filing, a nswe re d da ta
requests , and participa ted in regula tory proceedings.

4

1
2

3
4
5
6
7
8
9

10

For P otoma c Ene rgy P owe r Compa ny, de ve lope d thre e -ye a r DS M imple me nta tion pla ns  for
s e rvice  te rritorie s  in Ma ryla nd a nd the  Dis trict of Columbia . As s is ta nce  include d e va lua ting
progra ms  for cos t e ffe ctive ne s s  by a ccounting for cus tome r counts , de mogra phics , a nd
avoided costs  unique  to each te rritory and ass is ting in the  prepara tion of budge t es timates  and
fore ca s ting of pa rticipa tion a nd loa d impa cts . P re pa re d re gula tory filing docume nts  a nd
pa rticipa ted in hea rings  be fore  the  Maryland Public Se rvice  Commiss ion.

11

For Ene rgy Corpora tion , e s tima te d  a chie va ble  DS M s a vings  pote ntia l ove r a  te n  ye a r
p la nn ing  horizon  fo r s ix d iffe re n t Ene rgy Utilitie s  in  Te xa s , Louis ia na , Arka ns a s , a nd

Mis s is s ippi. Ove rs a w de ve lopme nt of DOE-2 a nd othe r e ngine e ring s imula tion mode ls  to
predict energy savings based on loca l wea ther and construction characte ris tics , a rld forecasted
the  impa cts  of a  broa d ra nge  of progra ms  including tra ditiona l DSM te chnologie s , sola r, PV,
time-diffe rentia ted pricing, demand response , combined hea t and power, and othe r programs.
P rogra m a doption, ince ntive  s tra te gie s , a nd imple me nta tion cos ts  we re  e s tima te d a nd cos t-
eEectiveness evaluated.12

13

14

15

For, Ha wa ii Ele ctric Light Compa ny, provide d scre e ning of pote ntia l DSM progra ms  a nd ra te
des igns , de ta iled cos t-e ffectiveness  ana lys is , program des ign and implementa tion guide lines ,
re vie w of cos t re cove ry a nd ince ntive  me cha nis ms , a nd pre pa ra tion of re gula tory filing
documents .

16

17

18

Fo r,  No va  S co tia  P o we r,  p ro vid e d  DS M re g u la to ry filin g  a s s is ta n ce . Mr.  P ic ld e s '
re s pons ibilitie s  include d a  de ta ile d a s s e s s me nt of DS M cos t re cove ry a nd s ha re holde r
ince ntive  me cha nisms , e ne rgy e fficie ncy le gis la tion, minimum a pplia nce  s ta nda rds , e ne rgy
efficient mortgages , and home energy ra ting systems.

19

20
For Eche lon, Mr. P iclde s  provide d de ta ile d e ne rgy e fficie ncy progra m de s ign guide line s  a nd
imple me n ta tion  p la ns  fo r a  comme rc ia l ligh ting  re ba te  p rogra m a nd  a  re s ide n tia l a ir
conditioning tune -up program, with combined expenditure s  a t ove r $7 millioWyea r.

2 1

22 For Ma u i E le c tric ,  Mr. P ic lde s  p rovide d  DS M prog ra m s cre e n ing , cos t e ffe c tive ne s s
eva lua tion, and program des ign and implementa tion guide lines .

23

24

25

For Ce nte rior DS M Colla bora tive  Mr. P ickle s  provide d a  re vie w a nd a na lys is  of the  s tructure
a nd  proce dure s  o f a  d ive rs e  co lla bora tive , de ve lop ing  re comme nda tions  fo r p roce s s
improve me nts .

26
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l

For Iowa -Illinois  Ga s  & Ele ctric, re vie we d a ll DS M imple me nta tion a ctivitie s . Mr. P iclde s
a na lyze d Iowa -Illinois ' imple me nta tion a ctivitie s  for cons is te ncy with a dminis tra tive  rule s
and regula tory expecta tions .

For P e ople s  Na tura l Ga s , de ve lope d  a n  e ne rgy e ilic ie n t cus tome r fina ncing  progra m.
P rovide d progra m de s ign a nd a na lys is  for a  cus tome r fina ncing progra m in multiple  s ta te s ,
including progra m de s ign, s olicita tion of ba nks  a nd othe r fina ncia l ins titutions , Contra ct
negotia tion, and implementa tion procedures .

For a  cons ortium of utilitie s , including: Cons olida te d Edis on, S outhe rn India na  Ga s  a nd
Ele ctric , Tucs on Ele ctric , a nd  Ha wa iia n  Ele ctric , re vie we d e ne rgy e ffic ie ncy fina ncing
progra ms . Include d a n  a na lys is  of the  s tructure  a nd ris k profile s  of pote ntia l fina ncing
te chnique s , a  be s t pra ctice s  re vie w of the  fina ncing progra ms  of othe r utilitie s  a nd othe r
indus trie s , ma rke t re se a rch including conjoint a na lys is , a nd de ve lopme nt of progra m de s ign
recommenda tions .

As s e s s e d e ne rgy e fficie ncy ne w bus ine s s  opportunitie s , including fina ncing a nd le a s ing.
As s is te d in the  ma rke t re s e a rch (focus  groups , conjoint s urve y) a nd ma na ge d a  proje ct to
de te nnine  compe titive  a ctivitie s  in fina ncing, ne w bus ine s s  pla nning me thodologie s , a nd
forecasted profitability for new business  ventures  .

For Florida  P owe r Corp, de ve lope d a  DS M fina ncing progra m including fina ncia l s tructure
and process  flows.

For Ca rolina  P owe r a nd Light, s urve ye d e ne rgy e fficie ncy fina ncing progra ms . P rovide d a
survey and bes t practice s  review of utility financing programs.

For a  confidentia l Midwes te rn utility, a sse ssed the  potentia l for cus tomer financing programs
to provide  cus tome r a cce pta nce  cons is te nt with tha t of s imple  s ubs idie s  a nd re ba te s . This
proje ct include d a n a na lys is  of the  DSM a nd ma rke ting goa ls  of the  utility, a n a na lys is  of the
cha nge  in e conomic be ne fit Linde r fina ncing, a  re vie w of a cce pta nce  e xpe rie nce d by othe r
utilitie s , and recommenda tions  for program des ign.
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For Ene rgy Corpora tion, de ve lope d e xte rna l fina ncing s ource s  for a  he a t pump ma rke ting

progra m (a t a pproxima te ly $15 million pe r ye a r), the  sa le  of the  e xis ting portfolio of loa ns  (a t
a pproxima te ly $60  million), a nd  d ie  ou ts ourcings  o f a ll loa n  orig ina tion  a nd  s e rvic ing
a ctivitie s . This  proje ct involve d the  de ve lopme nt of forma l ba nk RFP 's , e conomic a na lys is  of
bids , and negotia tion with se lected ins titutions .

For multiple  clie nts , pre pa re d a n a na lys is  of innova tive  DS M in a  compe titive  e nvironme nt.
Mr. P iclde s  provide d a  s umma ry a nd a na lys is  of innova tive  a pproa che s  to a lloca ting a nd
co lle c ting  the  e conomic  cos ts  o f DS M progra ms  from progra m pa rtic ipa n ts  a nd  non-
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pa rticipa nts . This  proje ct include s  a  surve y of a ll s ta te  re gula tory commiss ions  a nd se le cte d
utilities , and a  compara tive  ana lysis  of ra te  impacts , e ffectiveness  and equity.

For Wis cons in P ublic S e rvice , Mr. P iclde s  provide d a  compa ra tive  a na lys is  of DS M re ba te
a nd DS M loa n progra ms  to a s s e s s  the  a bility of e a ch to a ddre s s  re gula tory goa ls  a nd to
identify the  optima l de s ign e lements  of DSM financing programs .

For India na  Municipa l P owe r Age ncy, a s s e s s e d the  ra te  a nd re ve nue  impa cts  of DS M
progra ms . Mr. P iclde s  provide d re vis ions  to IMP S 's  DS M progra ms , a nd provide d de ta ile d
ana lys is  of the  timing and leve l of ra te  impacts  and revenue  fluctua tions .

For Ha wa ii Ele ctric Compa ny, provide d a  s cre e ning of va rious  pote ntia l e ne rgy e fficie ncy
ra te  de s igns  (including time -of-use  ra te s , inte rruptible  ra te s , a nd s ta nd-by ge ne ra tion ra te s .)
Ba se d on the  re sults , Mr. P iclde s  de ve lope d de ta ile d ra te  de s igns  a nd imple me nta tion pla ns
for the  se lected ra tes, and prepared regula tory filings .

Fo r Gua m P owe r Au thority,  p rovide d  a n  a na lys is  a nd  de s ign  o f a vo ide d  cos t ba s e d
time -of-us e  a nd in te mlptib le  ra te s . Mr. P ickle s  de s igne d a nd e va lua te d  TOU ra te s  for
a ll cus tome r c la s s e s  a nd  la rge  cus tome r in te rrup tib le  ra te s  ba s e d  on  a pp lica tion  o f
a voide d cos ts .

New Business and Product Planning
/

In more  Dia n 10 a s s ignme nts  for e ne rgy a nd utility compa nie s , Mr. P ickle s  pe rforme d ne w
product ide a tion, cha ra cte riza tion, scre e ning, bus ine ss  mode l cre a tion, ma rke t a s se ssme nt,
bus ine s s  p la n  cre a tion , a nd  p rovide d  va rying  le ve ls  o f s upport in  ob ta in ing  fund ing ,
negotia ting joint ventures , crea ting ope ra ting plans , identifying acquis ition ta rge ts , and re la ted
s ta rt-up activitie s .

For, Ele ctric Powe r Re se a rch Ins titute  (EPRI) provide d a n a na lys is  of pote ntia l ne w re ve nue
opportunitie s  for e le ctric  u tilitie s . P rin c ip a l a u th o r o f th e  E P RI re p o rt Ne w S e rvice
Opportunitie s  for Ele ctric Utilitie s .

For a  la rge  utility holding compa ny, he lpe d re de fine  the  product de ve lopme nt a nd funding
process , deve loping new s tandards  and procedures  for bus iness  mode l a ssessment and new
enterprise  management.
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For Commonwea lth Edison, Mr. P iclde s  provided an ana lys is  and marke t potentia l screening
for a  wide  range  revenue  and load growth technologies  and programs.

For a  confidentia l client, Mr. P icldes  deve loped an assessment of new bus iness  opportunitie s .
P e rforme d ma rke t re s e a rch  (focus  groups , conjoin t s urve y) a nd ma na ge d a  proje ct to
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' I

de te rmine  compe titive  a ctivitie s  in non-tra ditiona l s e rvice , to a s se s s  ne w bus ine s s  pla nning
methodologies , and forecas t profitability for new bus iness  ventures .

For a  la rge  municipa l e ne rgy orga niza tion, provide d a n ove rvie w of the  ma rke t pote ntia l a nd
bus ine ss  re quire me nts  for a  wide  ra nge  of ne w products  a nd se rvice s . Cre a te d a n ope ra ting
framework for the  se lected new venture  and he lped identify and negotia te  with a  joint venture
pa rtne r.

For Ameren, Mr. P icldes  provided a  redes ign of Me ir new bus iness  deve lopment process  and
inve s tme nt de cis ion ma king proce s s . He  e s ta blis he d de cis ion crite ria , s ta ge  Ga te s , hurdle
ra te s  a nd s ta nda rds  for inve s tme nt. He  a lso ins titutiona lize d this  proce s s  by a s se s s ing two
pote ntia l ne w products , pe rforme d due  dilige nce  a nd pa rticipa te d in s e nior ma na ge me nt
eva lua tion process  of acquis itions .

Fo r a  p riva te  e qu ity fund , p rovide d  a n  a s s e s s me n t o f the ir inve s tme n t in  a n  e ne rgy
ma na ge me nt outs ourcings  compa ny a nd re comme nde d a  re vis e d bus ine s s  mode l a nd
infra s tructure .

For a  la rge  re a l e s ta te  inve s tme nt trus t, Mr. P iclde s  re pre s e nte d s e nior ma na ge me nt in
n e g o tia tio n s  with  a  u tility to  fo rm a  jo in t ve n tu re  to  p ro vid e  fa c ilitie s  ma n a g e me n t
outs ourcings . He  a s s e s s e d core  ca pa bilitie s , contra ct s tructure , a lloca tions  of ris k, control,
dissolution, and related issues .

/

For a  confide ntia l utility, conce ive d a nd introduce d a  ne w product offe ring involving e ne rgy
e quipme nt owne rship, ma inte na nce , a nd e ne rgy supply. De ve lope d a n innova tive  progra m
whe re in price  is  inde xe d to me a s ure s  of cus tome r profita bility. Es ta blis he d proce dure s  for
ma na ging risk a nd for sha ring be ne fits  of re ta il a cce ss  with cus tome rs  while  re ta ining rights
to commodity supply.

For a  u tility a ffilia te , de ve lope d  a nd  in troduce d  e nd-us e  pric ing  (cha uffa ge ) p rogra m.
Obta ine d  $50  million  e quity commitme nt from hold ing  compa ny for cus tome r pre mis e
e quipme nt a nd ne gotia te d two such contra cts . Inte gra te d e ne rgy rights  ma rke ting into such
contracts  providing for agency rights  ove r ene rgy supply.

For a  confide ntia l re a l-e s ta te  holding compa ny, e s ta blis he d s tra te gy for e nte ring e ne rgy
s e rvice s  bus ine s s  a nd pe rforme d ta rge t ide ntifica tion a nd a cquis ition a na lys is  of e ne rgy
s e rvice  a nd e ne rgy informa tion compa nie s . Als o de te rmine d bid price (s ) a nd ne gotia tion
stra tegy.
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For a  cons ortium of utilitie s , ma na ge d a  multiclie nt s tudy of cus tome r fina ncing progra ms ,
including an ana lys is  of the  s tructure  and risk profile s  of potentia l financing techniques , a  bes t
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pra ctice s  re vie w of the  fina ncing progra ms  of othe r utilitie s  a nd othe r indus trie s , ma rke t
research including conj hint ana lysis , and deve lopment of program design recommendations .

F o r a  c o n fid e n tia l u tility c lie n t,  d e ve lo p e d  a  b u s in e s s  p la n  fo r two -wa y c u s to me r
communica tions , CATV, te le phony, a nd o the r informa tion  s e rvice s  in  conjunction  with
utility s e rvice . This  proje ct include d a n a na lys is  of the  cos ts  a nd ope ra tiona l s a vings  of
potentia l system configura tions , customer acceptance , and re la ted items.

For a  confide ntia l clie nt, pa rticipa te d in the  va lua tion a nd de ve lopme nt of a  re vise d bus ine ss
mode l a nd growth pla n for a n e ne rgy se rvice  subs idia ry. Asse sse d s tra te gic is sue s  (such a s
product line , sectors , e tc.) and tactica l is sues  (e .g., ca sh management, pricing, e tc.) P rovided
assessment of energy information and automation marke ts , dis tributed genera tion, and re la ted
products . Deve loped new management and s ta ffing s tructure .

For a  wa te r hea te r manufacture r, deve loped a  bus iness  plan for a  tum-key financing program.
De ve lope d a  wa te r he a te r fina ncing/le a s ing progra m to be  offe re d na tiona lly in conjunction
with  pa rtic ipa ting  u tilitie s . Th is  p ro je c t in c lu d e d  p ro g ra m d e s ig n ,  ro le  o f fin a n c ia l
ins titutions , marke ting approach, and re la ted tasks .

For a  utility a ffilia te , de ve lope d inte gra tion a nd bidding s tra te gy for combining commodity
supply (in de regula ted marke ts ), pe rformance  contracting, financing, consolida ted billing, and
e ne rgy informa tion s e rvice s . Ma na ge d the  de ve lopme nt of joint bids  a im powe r ma rke ting
subs idia ry and secured contacts .

De a l Flo w & Du e  Dilig e n c e

For a  priva te  e quity fund, provide d a n inve s tiga tion of pote ntia l inve s tme nts  in e ne rgy se ctor
te chnology a nd outs ourcings  ve nture s . P rovide d bus ine s s  a s s e s s me nt a nd de ve lopme nt,
marke t research, dea l s tructuring, and s ta rt-up services .

For a  la rge  holding compa ny, pre pa re d for e ntry into the  e le ctrica l contra cting bus ine s s .
De ve lope d bus ine s s  mode l, ide ntifie d a cquis ition ta rge ts , pe rforme d va lua tion a nd due
diligence , participa ted in negotia tions, and developed integra tion and opera tions procedures  .
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For a  $600 million venture  capita l inves tment fund, provided ene rgy sector inves tment advice
a nd de a l-flow. P rovide d a na lys e s  of e ne rgy ma rke ts  a nd bus ine s s  pla ns . De ve lope d
inves tment processes , provided ana lys is  of management teams, and supported due -diligence
a nd de a l s tructuring. As s is ting  portfo lio  compa nie s  with  s ta rt-up  is s ue s  a nd ke ire ts u
re la tionships .

For a n inve s tme nt ba nk, obta ine d a dditiona l inve s tors  for s pin-out of a n e ne rgy a nd home
a utoma tion subs idia ry. Re vie we d Offe ring Me mora ndum, solicite d inve s tors  in the  U.S . a nd

A-6



Europe , and he lped structure  the  dea l.

For a  contide nda l clie nt, provide d ide ntifica tion of pote ntia l a cquis ition ta rge ts , profiling,
ana lysis  of potentia l synergies , a ssessment of integra tion issues  recommended dea l te rns .

For a  utility, de fine d the  a pproa ch a nd le d a  clie nt te a m in a n a s s e s s me nt of a  pote ntia l
a cquis ition. Activitie s  include d a na lys is  of ma na ge me nt te a m, proce ss  ma pping, compe titive
a na lys is , de ve lopme nt of compa ra ble s  a nd de a l s tructure , s tra te gic re vie w, due  dilige nce
(lega l, HR, IT), cus tomer inte rviews , and re la ted activitie s .

For a  la rge  e ne rgy se ctor inve s tme nt a dvisor, a s s is te d in the  e s ta blishme nt of a  ne w fund to
a cquire  dis tre s s e d e ne rgy s e ctor a s s e ts . As s e s s e d pote ntia l s tra te gic pa rtne rs , ma rke t
potentia l, fund s tructures , and acquis ition ta rge ts .

Business Unit Executive Management

Le d turn a round te a m for a  $l00M/ye a r s truggling e ne rgy s e rvice s  bus ine s s . P e rfonne d
va lua tion, ma na ge me nt a s s e s s me nt, de ve lope d ne w s tra te gic pla n, a s s e s s e d bus ine s s
processes  and funds management. Developed new processes  for guarantee  management and
bonding and assessed growth pa th and ability to make  and integra te  acquis itions .

Le d tum a round te a m for a  $30M/ye a r e ne rgy s e rvice s  bus ine s s e s . De ve lope d ne w va lue
propositions , marke ting plan, sa les  processes , and contracting procedures . Prepared business
plan and deve loped partne rs  and equity sources  for an MBO.

For a  confidentia l utility client, conce ived and led a  16-member te am in Me  deve lopment of a
bus ine s s  pla n, s e curing of funding, de ve lopme nt, a nd introduction of a n a dva nce d e ne rgy
informa tion s ys te m. Ne gotia te d profit s ha ring ve nture  wide  le a ding informa tion te chnology
provide r a nd brought product from conce pt to comme rcia l a va ila bility in 11 months .

For a  priva te  Inte rne t compa ny, de te rmine d a ll a spe cts  of a n a ggre ga tion a nd building porta l
des igned to crea te  purchas ing communitie s  for the  occupants  of la rge  office  and multi-family
buildings . Ra ised funding, negotia ted venture  capita l agreements , se t requirements , ove rsaw
development, and supervised sa les.
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Op e ra tio n s

For a  confide ntia l e ne rgy clie nt, de te rmine d ma rke t cha nne l s tra te gy a nd ne gotia te d s a le s
a lliance s  and dis tributorships  with seve ra l companie s , including power marke te rs , one  of the
na tion's la rge s t p rope rty ma na ge me nt compa nie s , a  te le communica tions  compa ny
spe cia lizing in the  office  building ma rke t, a nd a n e le ctrica l contra ctor. Es ta blishe d whole sa le
and shared margin re la tionships .
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4

5

For a  confide ntia l e ne rgy clie nt, de ve lope d a ll a s pe cts  of corpora te  ma rke ting s tra te gy
including print, te le vis ion a nd ra dio. Introduce d dis cipline d ma rke t re s e a rch into bus ine s s
pla nning a nd ope ra tions  proce s s . P ione e re d  us e  of conjo in t s tud ie s  a nd  compe titive
inte llige nce  in e s ta blishing pricing. Introduce d obse rva tiona l ma rke t re se a rch for purpose s  of
ide ntifying ne w product opportunitie s

7

Dete rmined whole sa le  marke ting s tra tegy and identified compe titive  ta rge ts  for the  economic
de ve lopme nt a nd whole sa le  ma rke ting ra te s  of a  confide ntia l clie nt. This  proje ct include d a
high le ve l a na lys is  of a pproxima te ly 400 pote ntia l ta rge ts  ba se d upon price s  curre ntly pa id,
the  cos t s tructure  of the ir curre nt s upplie r, pote ntia l re ce ptive ne s s  to e ne rgy s e rvice s , a nd
othe r crite ria

9

10

For a  utility a ffilia te , e s tablished channe l s tra tegy and led negotia tions  with the  world's  la rges t
ma n u fa c tu re r o f HVAC e q u ip me n t to  c o -ma rke t e n e rg y in fo rma tio n  s ys te ms  b o d y
dome s tica lly a nd a broa d. Re la tions hip include s  inte gra tion of comple me nta ry informa tion
systems and co-branding

12

13

14

15

For a  confide ntia l clie nt, e s ta blishe d bra nding s tra te gy a nd le d ne gotia tions  with the  world's
la rge s t ma nufa cture r of building controls  to priva te  la be l e ne rgy s ys te ms  in ce rta in ma rke t
s e gme nts . Re la tions hip provide s  for e xte ns ive  s upport s e rvice s  (imple me nta tion, tra ining
and ope ra tions), profit sha ring, marke t exclus ivity, and product co-deve lopment

For a  utility a ffilia te , ove rsa w tra ns ition of pre vious ly re gula te d Na tiona l Account Ma na ge rs
to unre gula te d bus ine s s . De ve lope d tra ining progra m a nd e s ta blis he d code  of conduct
Developed marke t based compensa tion s tructures

19

For a  utility a ffilia te , de ve lope d, in conjunction with a n inve s tme nt ba nk, bidding s tra te gy a nd
a cquis ition a na lys is  of la rge  inde pe nde nt e ne rgy se rvice  compa ny. Exte nde d fra me work to
pe rform ongoing sha re holde r va lue  a na lys is  of the  a cquire r a nd use d this  mode l to e s ta blish
business  planning guide lines

For a  utility a ffilia te , re cruite d a nd tra ine d sa le s  s ta ff from outs ide  the  utility indus try, se t a nd
a dminis te re d s a le s  goa ls  a nd me thods . Ove rs a w the  de ve lopme nt of a  le a d ide ntifica tion
sa les  tracing, and contact management sys tem22

23

24

25

26

2

For a  utility a ffilia te , led team of bus iness  ana lys ts  and a ttorneys  in deve lopment of contracts
for pe rforma nce  contra cting, e ne rgy informa tion s e rvice s , cha uffa ge , dis tributors hips , joint
ventures , and othe r bus iness  s tnlctures . Successfully able  to introduce  new contracts  and risk
profile s  into utility holding compa ny e nvironme nt
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DIRECT TESTIMONY OF GREGORY DeLIZIO
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

(Docket No. E-01345A-08- )

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

Gregory A. DeLizio, 400 North Fifth Street, Phoenix, Arizona 85004.

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am Manager of Pricing for Arizona Public Service Company ("APS" or the

"Company").

Q- WHAT ARE YOUR PROFESSIONAL QUALIFICATIONS?

A. My qualifications are set forth in Appendix A to my testimony.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
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The purpose of my testimony is to support the Company's proposed changes to

its current service and rate schedules. In addition, my testimony will propose

modifying the Company's Environmental Improvement Surcharge ("ElS") into a

mechanism that  would provide for more t imely recovery of the actual cost

associated with investments and expenses for environmental improvements. My

t es t imo ny will  a lso  add r ess  AP S 's  r eques t  fo r  impr o ved  demand- s ide

Management mechanisms to encourage the development of DSM, specifically,

to (1) recover in-recovered fixed costs (lost margins) associated with DSM, (2)

enhance the Company's performance incentive, and (3) allow for the recovery of

program costs in the same year that they are spent through die Demand-Side

Management Adjustment Charge ("DSMAC").

*
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SUMMARY OF TESTIMONYII.

Q- P LEAS E S UMMARIZE YOUR TES TIMONY.

A. I describe and sponsor the Company's Standard Filing Requirements ("SFR") H

Schedule s , which re fle ct an ana lys is  of Me  impacts  of the  proposed ra te

schedules under the Company's requested increase in base rates as shown on

SFR Schedule A-1, sponsored by APS Witness David Rumolo. I also support

the  pro forma  on SFR Schedule  C-2 (page  ll, column 32) to annua lize  the

revenue APS receives from retail customers to reflect the change in retail rates

that became effective July l, 2007.

I discuss  the  proposed modifica tion to the  ElS and how it should be  redes igned

to re duce  re gula tory la g. The  modifie d ElS  will a llow the  Compa ny tO re cove r

the  additiona l cos ts  of environmenta l improvement projects . Such projects  have

re quire d s ubs ta ntia l ca pita l inve s tme nts  to  da te , a nd tha t inve s tme nt will

continue  to be  required on an annua l bas is . By converting a  fixed charge  ElS to

a n a djus tor me cha nism, die  Compa ny would be  a ble  to modify the  ElS  cha rge

on  a n  a nnua l ba s is  ba s e d  on  the  a c tua l co s ts  o f s uch  p ro je c ts  a s  wa s

re comme nde d by the  Adminis tra tive  La w J udge  ("ALJ ") in the  la s t AP S  ra te

proceeding.
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The  Company is  a lso reques ting to modify the  DSMAC to encourage  the

development of efficient DSM programs by aligning utility incentives with the

delivery of such programs. As set forth in the testimony of APS Witness David

K. P ickles , improved DSM mechanisms  a re  critica l if additiona l and more

e fficient programs  a re  to be  implemented. In re sponse , the  Company is

2



propos ing to e nha nce  its  curre nt me cha nis ms  to e ncoura ge  a dditiona l DS M

s pe nding by imple me nting a dditiona l ince ntive s  including: the  colle ction of

othe rwise  unrecove red fixed cos ts  re sulting ham implemented DSM programs ,

die  earning of an increased performance  incentive  by removing the  e>dsting cap

on APS 's  ince ntive s  (curre ntly s e t a t 10% of progra m e xpe nditure s ), a nd the

re cove ry of progra m cos ts  in die  s a me  ye a r tha t the y a re  s pe nt dirough the

DS MAC.

For res identia l customers , I discuss  the  Company's  request to h*eeze  the  "Series

l" Time -Of-Us e  ("TOU") ra te s , i.e ., S che dule s  ET-1 a nd ECT-1R. This  will

e ncoura ge  APS cus tome rs  to choose  e ithe r the  Compa ny's  curre nt "Se rie s  2"

TOU ra tes  (ET-2 and ECT-2) or the  Company's  new proposed ET-SP ra te . APS

is  a lso propos ing to modify E-12 to include  the  a ddition of a  fourth a nd highe r

price d block ra te  for cus tome r cons umption gre a te r tha n 3,000 kph monthly.

The  intent is to encourage energy conserva tion and again encourage  switching to

TOU for la rge  E-12 cus tome rs . The  Compa ny a ls o propos e s  to fre e ze  ra te

Sche dule  Sola r-2. Fina lly, APS  is  re que s ting to incre a s e  a ll re s ide ntia l ba s ic

s e rvice  cha rge s  in  orde r to  more  a ppropria te ly colle ct fixe d cos ts  from its

customers .
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On the  non-re s identia l s ide , I discuss  the  Company's  proposa l to disaggrega te

Sche dule  E-32 a nd E-32TOU into four ne w ra te  s che dule s  a nd ca nce l pa rtia l

re quire me nt ra te  s che dule s  E-32R, E-51 a nd E-55. Both of the s e  s te ps  a re

cons is te nt with De cis ion No. 69663 (J une  28, 2007). I a ls o a ddre s s  le s s

s ignificant changes  to odder genera l se rvice  ra te  schedules . As  with res identia l

rates, and for the same reason, APS is asking to increase the basic service charge

for general service customers.

3



The  Compa ny s e e ks  to modify S e rvice  S che dule s  1, 4, 5, 8, 10 a nd 15 in a

numbe r o f mos tly minor re s pe c ts . The s e  cha nge s  will ge ne ra lly c la rify

provisions of the  Schedules and conform them to sound business  practices

Fina lly, unde r. S che dule  EP R-5, the  Commis s ion s hould a uthorize . AP S  to

continue  de fe rring unre cove re d fixe d cos ts  for its  ne t me te ring progra m, a s

authorized under Decision No. 69663, and to seek their recovery in a  subsequent

ra te  proceeding. Although a t present such cos ts  a re  sma ll, they may eventua lly

be  quite  s ignifica nt, e spe cia lly whe n the  Commiss ion's  propose d ne t me te ring

rules  a re  implemented

S CHEDULES

Q- WO ULD YO U P LEAS E DES C R IB E THE " H"  S C HEDULES  YO U AR E
S P ONS ORING?

A. Yes. The "H" Schedules are  a  series  of summaries  that present an analysis  of the

impacts  of the  proposed ra te  schedules  under the  Company's  requested increase

in base rates as shown on Schedule A- 1

1 7

1 8

Q- WOULD YOU P LEAS E DES CRIBE S CHEDULE H-1?

A.

20

Ye s . S FR S che dule  H-1 provide s  a  s umma ry of the  re ve nue  impa ct on e a ch

major cus tomer class ifica tion, e .g., Res identia l, Genera l Se rvice , Irriga tion, e tc

This  s che dule  compa re s  the  re ve nue  ge ne ra te d unde r the  propos e d ra te

schedules with the revenue generated under present rate  schedules. Because the

Company has  pulled out transmiss ion revenues  from base  ra te s , a  column has

be e n a dde d unde r propos e d ra te s  to s e pa ra te ly ide ntify re ve nue s  colle cte d

through the  Tra ns mis s ion Cos t Adjus tme nt ("TCA"). Additiona lly, due  to the

Company's  reques t for a  new base  fue l ra te , an additiona l column was  added to

show the  net impact of the  Company's  request



To develop the data found in the column entitled "Present Rate Schedules," APS

began with actual revenue from the Test Year, but then made a series of

normalization adjustments to that data. One adjustment as shown on SFR

Schedule C-2 (page 11,. column 31) was made to annualize the rate increases

that became effective in July 2007 pursuant to Decision No. 69663. The

purpose of these adjustments was to enable APS to compare existing and

proposed rate schedules on an "apples-to-apples" basis.

Q- WOULD YOU PLEASE DESCRIBE SCHEDULE H-2?

A. Yes. SFR Schedule H-2 presents the information found in SFR Schedule H-1 in

a more detailed format. The comparisons of current and proposed revenue are

shown by schedule, whereas H-1 data is presented on a class basis. SFR

Schedule H-1 is actually a summary of the data found in H-2. A column has

been added under proposed rates to separately identify revenues collected

through the TCA mechanism and again, to identify the net impact of the

proposed increase on customers.

Q- HAVE YOU SUMMARIZED THE
CUSTOMERS WILL EXPERIENCE?

EFFECTIVE BILL CHANGES
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A. Yes. SFR H-1 and H-2 demonstrate the impact of changes in base rates. As

discussed by APS Witness Rumolo, the actual bill changes customer classes will

experience, as shown on H-l and H-2, are lower than the total base rate increase

because a portion of the increase would have flowed through the PSA had the

higher fuel costs not been included in base rates. See Attachment DJR-6 to APS

Witness Rumolo's Direct Testimony for the average impact on customers'

monthly bills.
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Q- WOULD YOU P LEAS E DES CRIBE S CHEDULE H-3?

A. Yes. SFR Schedule H-3 presents  comparisons of the speciliics  of each rate

schedule. These specifics  include details  such as  the  basic service  charge,

billing blocks, energy charges, and demand charges. Although the Company's

proposed ra te  schedules  have  been functionally unbundled, the  information

shown on H-3 is presented on a bundled basis to allow for easier comparisons

because all APS customers currently purchase a bundled product.

Q- WOULD YOU P LEAS E DES CRIBE S CHEDULE H-4?

A. Yes. SFR Schedule H-4 presents typical base rate bill comparisons for APS's

major rate schedules under existing and proposed rates. Bill comparisons are

presented for varying levels of consumption and for seasons, when applicable.

The "add-ons" of sales tax, franchise fees, and Regulatory Assessment have not

been included in the bill comparisons, and their impact will vary s lightly from

community to community. SFR Schedule  H-4 does  not, however, reflect the

reclassification of PSA revenues into base rates.

Q- WOULD YOU P LEAS E DES CRIBE S CHEDULE H-5?

Yes. SFR Schedule  H-5 presents  a  series  of bill frequency analyses  for a ll

schedules. This infonnation includes the number of bills and energy consumed

based on specified blocks of consumption.

IV. GENERAL RATE ADIUSTORS

Q- IS  AP S  P R O P O S ING  ANY MO DIF IC ATIO NS  TO  ITS  ADJ US TME NT
S CHEDULES ?
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A. Yes. My te s timony will p ropos e  mod ifica tions  to  the  ElS  a nd  DS MAC.

Modifica tions  to the  TCA a re  discussed by Mr. Rumor.
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A. Environmental Improvement Surcharge

Q- IN THE LAST RATE CASE, THE COMMISSION APPROVED THE
ESTABLISHMENT O F  A N ENVIRONMENTAL IMPROVEMENT
SURCHARGE TO HELP FUND NECESSARY ENVIRONMENTAL
PROJECTS. IS THE CURRENT ENVIRONMENTAL IMPROVEMENT
SURCHARGE SUFFICIENT TO ALLOW THE COMPANY TO
ADDRESS ENVIRONMENTAL CONCERNS?

A. No. It is evident that the Commission has a real commitment to protecting

Arizona's environment, and dirough its past decisions, the Commission has

demonstrated that environmental protection is a compelling public interest and

that the use of surcharges is an appropriate mechanism to establish programs

that support environmental protection. In Decision No. 69663, the Commission

recognized the benefit of continuing its longstanding commitment to protecting

the environment by allowing APS to implement the ElS. However, the ElS

currently collects only $4.3 million per year (roughly $2.6 million after tax), and

it iS accounted for as contribution in aid of construction ("CLERC"). APS's

projected capital environmental improvement costs for the Cholla Generating

Station alone are more than $334 million through 2012. Thus, the surcharge

does not recover any significant portion of these costs. APS is proposing a

modification to the surcharge mechanism that will allow the Company to

proactively confront environmental concerns and pay for the infrastructure to do

so.

Q- WHY IS A MODIFICATION TO THE ElS NECESSARY AT THIS TIME?
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A. APS is committed to securing our existing fleet of fossil libel units for the long-

term benefit of our customers and to ensuring these units comply with all

environmental requirements. Currently, the ElS recovers a small portion of the
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ca pita l e xpe nditure s  a s s ocia te d With e nvironme nta l improve me nts . APS

be lie ve s  it is  a ppropria te  to e xpa nd a nd e xpe dite  the  re cove ry of the  cos ts

necessary for complying wide  exis ting laws and anticipa ted future  requirements ,

which is  in the  bes t inte res ts  ofAPS customers  and the  s ta te  of Arizona .

Q~ PLEASE PROVIDE AN
SOUGHT TO THE
SURCHARGE.

OVERVIEW OF THE
ENVIRONMENTAL

MODIFICATIONS
IMPROVEMENT

A. AP S  is  re comme nding dirt the  Commis s ion modify the  ElS  by a llowing for a

re turn on its  inves tment and a  recove ry of its  expenses  ra the r than trea ting the

inve s tme nt a s  CIAC. This  modifica tion will re duce  the  up-front dolla r ra te

impa ct of s uch e nvironme nta l improve me nts  on cus tome rs . In a ddition, the

Compa ny propos e s  to imple me nt a n a djus tor me cha nis m tha t will a llow the

Compa ny to modify the  ElS  cha rge  on a n a nnua l ba s is  a s  ne e de d to re cove r

a ctua l cos ts  of e nvironme nta l improve me nt proje cts . The se  cha nge s  a re

cons is te nt with the  ALJ 's  Re comme nde d Orde r in De cis ion No. 69663 with

re ga rd to wha t wa s  the n ca lle d the  "e nvironme nta l improve me nt cha rge " or

"EIC." The  propos e d modifica tion to  the  ElS  would continue  to  yie ld  a n

e ne rgy-ba s e d $/kwh cha rge  tha t would be  a s s e s s e d to a ll re ta il kph s old by

APS, with ce rta in e xce ptions  dis cus s e d he re in. My te s timony de s cribe s  the

technica l function of the  ElS.

Q- W O ULD MO DIF YING THE ElS  REDUCE REGULATORY LAG?
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A. Ye s . A u tility ma y no t be  a b le  to  co lle c t re ve nue  re la te d  to  a  pa rticu la r

inves tment until the  Commiss ion issues  an order within the  context of a  genera l

ra te  ca se . Ine Vita bly the re  is  a  s ignifica nt de la y be twe e n the  cons truction

expenditure s  and an is suance  of a  Commiss ion ra te  orde r. Tha t regula tory lag

prevents  the  timely recovery of cos t associa ted with even those  investments  tha t

8



a re  the  re sult of government manda tes . Thus , the  goa l in des igning the  origina l

mechanism proposed by APS in the  las t ra te  case  and in the  suggested changes

to  the  ElS  in  th is  ca s e  is  to  re duce  th is  re gu la tory la g  on  e nvironme nta l

inves tments , while  ma inta ining a  vehicle  for appropria te  regula tory ove rs ight of

such inves tments . See  Redlined Schedule  ElS (Attachment GAD-l) and the  ElS

P la n ofAdminis tra tion (Atta chme nt GAD-2)

Q. HOW CAN MODIFYING THE
ENVIRONMENTAL PROJECTS?

ElS MITIGATE THE COST OF

9

10

A. The  s imple  mie s  of s upply a nd de ma nd indica te  tha t wa iting until ma nda te d

complia nce  is  e vide nt ca n incre a se  cos ts  a s  othe r compa nie s  compe te  for the

te chnology, e quipme nt a nd la bor re quire d for ca pita l improve me nts . By doing

the se  proje cts  be fore  this  incre a se d de ma nd, APS ca n a void the  highe r cos ts

driven by such increased demand

Q. WHAT KINDS OF COSTS WOULD BE INCLUDED IN THE ElS?

APS has  incurred environmenta l improvement expenditures  and will continue  to

incur such costs  on an annual basis . Those expenditures include costs  associated

with the  inves tment necessa ry for ins ta lling and ma inta ining the  environmenta l

upgrades  a t APS's  facilitie s . These  include , but a re  not limited to, the  re turn on

ca pita l, a s s ocia te d income  ta xe s , de pre cia tion, ope ra tion a nd ma inte na nce

expenses, and properly taxes

Q- CAN YOU BE MORE SPECIFIC ABOUT THE COSTS TO BE
INCLUDED IN THE ElS?

24

25

26

A.

A.

Yes. APS placed in service in November 2007 four projects at Cholla Unit 1

that include a bughouse installation, scrubber upgrade, low NOt burners and a

stack liner installation. In addition, APS is planning at least sixteen additional



environmenta l projects  tota ling an es tima ted $296,000,000 a t the  Cholla  Power

P la nt through 2012. Additiona l improve me nts  a t the  Cholla , Four Corne rs  a nd

Nava jo Power Plants  may a lso be  necessary and/or des irable  in the  near future .

Although, in some cases , the  specific leve ls  of emiss ions  controls  or reductions

tha t will be  re quire d have not ye t be e n fina lize d, AP S  is  pla nning e mis s ion

control improve me nt proje cts based upon anticipa ted environmenta l

requirements . Typica lly, these  types  of projects  take  seve ra l yea rs  to comple te .

AP S  be lie ve s , in s ome  ca s e s , it is  a ppropria te  to be  in complia nce  be fore  a

mandate  is  e ffective  ra ther Man wait until the  las t minute .

Q. S P E C IF IC ALLY,  HO W S HO ULD T HE  C O MMIS S IO N MO DIF Y T HE
ElS ?

The  Compa ny propos e s  tha t the  ElS  work a s  a n a djus tor me cha nis m. The

cha rge  will s till be  ca lcula te d ba s e d upon his toric  cos ts , both ca pita l a nd

ope ra ting, a s s ocia te d with the  qua lifying a pprove d proje cts . Th e  E lS  is

calcula ted based on applicable  ElS revenue requirements  divided by the  forecast

e s tima te d re ta il s a le s  ove r the  12-month pe riod tha t the  ra te  will be  in e ffe ct.

The  adjus tor would a llow die  Company to reca lcula te  this  cha rge  on an annua l

bas is . The  Company would tile  for recove ry of such cos ts  with the  Commiss ion

by February 28 of every year.

Q- WILL THE ElS  CONTINUE TO AP P LY ONLY TO S TANDARD OF F ER
CUS TOMERS ?

1

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

A. Yes. The  ElS  ($ /kWh) would  con tinue  to  be  a pp lie d  to  a ll kph  us e d  by

Standa rd Offe r cus tomers . Cus tomers  se rved unde r SP-1, Sola r-3, GPS-1 and

GP S -2 will not be  a s s e s s e d the  ElS  for gre e n/s ola r e ne rgy s ubs cribe d. In

a ddition, cus tome rs  tha t subscribe  to Sche dule  Sola r-2 will not be  pa ying the

ElS because  those  customers  have a  s tand-alone solar e lectric system that is  not

A.
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conne cte d to the  Compa ny's  dis tribution s ys te m a nd, thus , do not us e  AP S

ge ne ra tion for those  kph.

Q- IS THE COMPANY PROPDSING THAT THE ElS BE SET IN THIS
PROCEEDING?

A. The Company has proposed a pro-forma adjustment to the Test Year for the

Cholla Generating Station environmental projects installed through June 2008 as

described in the testimony of APS Witness Daniel Keats. If the Commission

adopts this adjustment in base rates, the initial ElS would calculate at

0.000213/kWh for Cholla costs above the pro forma amount. Should the

Commission adopts the Company's pro forma for the Cholla environmental

projects, APS would propose to have the ElS simply remain at the current

0.00016/kWh with any additional ElS costs to be recovered in the succeeding

year (2010).

Q, HAVE YOU CALCULATED WHAT THE INITIAL ElS CHARGE
WOULD BE IF THE COMMISSION ELECTS NOT TO RATE BASE
THOSE CHOLLA COSTS AT THIS TIME?

Yes . Absent this  approva l, the  initia l Company ElS charge  would be  $0.000302

kph and would be  e ffective  with cus tomer bills  rende red a fte r July l, 2009.

Q- WHAT FACTORS DID THE COMPANY USE TO CALCULATE THE
MODIFIED ElS ADJUSTMENT?

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

13

1 4

15

1 6

1 7 A .

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

A. To compute  the  ElS reques ted in this  filing, APS used cos t components  tha t a re

cons is te nt with the  cos t-of-ca pita l, de pre cia tion, prope rty ta x a nd income  ta x

assumptions  used in this  genera l ra te  case  fling. Therefore , the  debt component

of 46% and the  equity component of 54% and the  Company's  proposed equity

cos t of 11.5% we re  us e d in ca lcula ting the  re que s te d ElS . P rope rly ta x ra te s

specific to the  Cholla  Power Plant are  included, and the  environmental assets  are

1 1



deprecia ted ove r 40 yea rs . For income  tax purposes , the  environmenta l a sse ts

a re  deprecia ted over 20 yea rs . However, should a  prob e t qua lify a s  a  Certified

Pollution Control Facility a s  provided for under the  Federa l Energy Act of 2005,

tax recovery may be based on a  lesser period.

Q- G IVE N  T H E F ACT T H AT  AP S R E C O R DS  AF UDC F O R ITS
C O NS T R UC T IO N P R O J E C T S ,  HO W C AN T HE  C O MMIS S IO N B E
S UR E  THAT THE  C O MP ANY IS  NO T R E C O VF R ING  TWIC E  IF  THE
c o m m is s io n  ALLO WS  R E C O VE R Y O F  C O NS TR UC TIO N WO R K IN
P ROGRES S  (CGCWIP 9 9 ) COS TS  OF  ENVIRONMENTAL P ROJ ECTS
S EP ARATELY THROUGH THE ElS ?

APS will es tablish inte rna l accounting procedures  to ensure  tha t such a  s itua tion

will n o t o ccu r. S pe c ifica lly, the  Compa ny will pu t in  p la ce  a ccounting

proce dure s  to  dis continue  colle cting AFUDC on proje cts  whe n tha t s a me

inve s tme nt is  colle cte d through the  ElS  or whe n tha t inve s tme nt is  put in ra te

ba s e . In this  wa y, the  Commis s ion ca n be  a s s ure d tha t the  Compa ny will not

recover environmenta l cos ts  twice .

B. Demand-Side  Management Mechanism Proposal

Q- IS  AP S  R E C O MME NDING  E NHANC E ME NT S  T O  T HE  C UR R E NT
DS M ME C HANIS M?

A. Ye s . As  Mr. P ickle s  dis cus s e s  in his  te s timony, the  curre ntly-a pprove d DSM

mechanism is  not on pa r with the  ra temaking mechanisms  approved by leading

s ta te s  in the  a re a  of DS M, the re by e ffe ctive ly limiting furthe r inve s tme nt by

APS in additiona l cos t-e ffective  DSM programs .

1
2
3
4
5
6
7
8
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10 A.

11
12
13
14
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17
18
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22
23

24 A.
25
26

Q. P LE AS E  DE S C R IB E  HO W AP S  R E C O VE R S  DS M P R O G R AM C O S T
TODAY.

De cis ion No. 67744 (April 7, 2005) a ddre s s e d the  re cove ry of DSM progra m

cos ts  from two s ource s . Ba s e  re ta il ra te s  ge ne ra te  $10 million pe r ye a r a nd

spending over the  base  re ta il ra te  leve l is  collected through the  DSMAC. During
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the  Te s t Ye a r, die  DSMAC wa s  ze ro. By the  e nd of 2007, a pprove d progra m

s pe nding e xce e de d the  ba s e  le ve l by a pproxima te ly $3 million. Howe ve r

be ca us e  th is  a mount would  re s u lt in  a  ve ry s ma ll DS MAC, the  Compa ny

propose d ire  its  Fe brua ry 15, 2008 filing tha t the  ba la nce  of a pproxima te ly $3

million should be  re ta ined in due  DSMAC ba lancing account for la te r recove ry

De cis ion No. 69663 modifie d the  DS MAC to a llow inte re s t to a ccrue  on un

re cove re d DSMAC ba la nce s . The  inte re s t ra te  wa s  e s ta blishe d a t the  Fe de ra l

Re s e rve  S ta tis tica l Re le a s e  Nomina l Tre a s ury Cons ta n t Ma turitie s  ra te

Curre ntly, the  Compa ny ha s  a n a pplica tion be fore  the  Commis s ion s e e king

approved expendiMres for 2008-2010

Q- DOES THIS APPLICATION PROPOSE CHANGES TO
RECOVERY OF COSTS ASSOCIATED WITH DSM PROGRAMS?

THE

A. Yes. Mr. P ickle s  dis cus s e s  why the  Compa ny's  propos a l for modifying the

curre nt DS M me cha nis m is  ne ce s s a ry to promote  a nd e xpa nd AP S  e ne rgy

e fficiency programs . In tha t light, the  Company is  propos ing the  following

AP S  would  colle ct o the rwis e  unre cove re d fixe d cos ts  due  to

imple me nte d DS M progra ms  ba s e d on MWh progra m impa cts  in the

prior year priced a t the  average  re ta il ra te  le ss  average  variable  cos ts  for

fue l and purchased power. These  los t fixed cos t contributions  should be

re cove re d through the  DS MAC e a ch ye a r ba s e d on a ctua l a dditiona l

re ductions  in  s a le s  due  to  DS M imple me nte d in  the  prior ye a r p lus

re ductions  in such ye a r ha m DSM imple me nte d in pre vious  ye a rs  s ince

th e  la s t ra te  c a s e  b u t s till with in  th e  life  o f th e  DS M me a s u re s

implemented

b APS should have  an opportunity to cam an increased performance

incentive  by removing the  exis ting cap on APS's  incentives  (currently se t

13



a t 10% of progra m e xpe nditure s ). AP S  propos e s  to re ta in the  curre nt

s ha ring re la tions hip be twe e n ra te pa ye rs  (who re ce ive  90% of the  ne t

benefits  of the  programs) and shareholders  (who receive  10%).

APS would recove r program cos ts  in the  same  yea r tha t they a re

spent. This  amount should be  based on projected DSM spending for both

a pprove d a nd pe nding progra ms , with a  true -up to a ctua l spe nding a nd

recoverie s  in the  following yea r.

c.

Q- WO ULD YO U P LEAS E DES CRIBE
UNRECOVERED FIXED COS TS ?

WHAT YO U ME AN B Y

A. Yes . A s ignificant portion of the  Company's  revenue  requirement is  made  up of

fixed costs , such as  deprecia tion, taxes , O&M expenses , debt service  and re turn

to s ha re holde rs . I re fe r to the s e  compone nts  a s  "fixe d" in tha t the  Compa ny

mus t incur the m irre s pe ctive  of the  a mount of e ne rgy tha t is  de live re d  to

customers . These  costs  are  comparable  to the  monthly or other fixed payments  a

consumer must make in order to have a  car. The leasing or finance company, the

insurance  company, and the  s ta te  a ll expect to be  pa id whether the  car is  parked

in due garage or driven daily.
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Unlike  the  entitie s  in my ca r example , which directly bill die  ca r owner for these

fixed amounts , APS ra te s  a re  de s igned to recove r in each kilowa tt hour sold a

portion of fixe d cos ts  incurre d to s e rve  cus tome rs . By the ir na ture , succe s s ful

e ne rgy e fficie ncy DSM progra ms  re duce  the  a mount of e ne rgy s a le s  ma de  to

cus tomers . Because  the  Company's  ra te s  a re  volume tric ba sed, i.e ., ba sed on

the  a mount of e ne rgy cus tome rs  consume , progra ms  tha t re duce  tha t volume

na tura lly re duce  the  a mount of ne t re ve nue  ge ne ra te d to pa y for fixe d cos ts .

Although DSM programs  a llow the  Company to save  va riable  cos ts  a s socia ted
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with energy de livery (namely, tiu e l and purchased power), the  Company cannot

s a ve  on its  fixe d cos ts  in the  s hort to inte rme dia te  te rm. DS M progra mming

thus  re s ults  in a  ma rgin of los t re ve nue  to the  Compa ny. Two cons e que nce s .

result. Firs t, be tween ra te  cases , the  inability to recover these  cos ts  exacerba tes

e a rnings  a ttrition a nd, thus , cre a te s  a  dis ince ntive  to compa nie s  to purs ue

e ffe ctive  DSM progra ms . Se cond, whe n ra te s  a re  re s e t, thos e  ra te s  will be  a t

only ma rgina lly highe r le ve ls . In the  long run, compre he ns ive  a nd s ucce s s ful

DSM progra ms  ma y re duce  fixe d cos ts , which will mitiga te  the  s e cond is s ue ,

but it will not reduce  the  earnings  a ttrition tha t will occur be tween ra te  cases .

Q. H O W C O ULD
RECOVERED?

T HE UNR E C O VE R E D FIXED COSTS BE

A. There  a re  seve ra l me thods  to addre ss  unrecove red fixed cos ts . One  approach

tha t is  ga in ing a cce pta nce  (pa rticula rly in  the  ga s  u tility indus try) is  ra te

de coupling. Unde r de coupling, a  utility's  re ve nue s  a re  e ithe r e s ta blishe d on a

pe r cus tomer bas is  or s ta ted a s  a  specific revenue  leve l in the  context of a  ra te

case . In e ither case , annual adjus ters  a re  used to ensure  tha t revenue  leve ls  a re

me t rega rdle ss  of sa le s  volume  changes . Anothe r approach is  to recognize  die

in-re cove re d  fixe d  cos ts  a s  progra m imple me nta tion  cos ts  a nd  a llow the

Company to recover those  cos ts  through an adjus te r such as  the  DSMAC. APS

ha s  propos e d  the  la tte r a pproa ch  a s  le s s  complica te d  a nd  more  d ire c tly

addressing the  specific problem.

Q- WHAT  IS  T HE  C O MP ANY' S  P R O P O S AL P E R T AIN IN G  T O  T H E
P E R F O R MANC E INCENTIVE CAP ?
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A. As  s upporte d  by Mr. P ickle s ,  the  Compa ny is  p ropos ing  a  DS MAC tha t

e limina te s  the  pe rforma nce  ince ntive  ca p which is  curre ntly ba s e d on 10%

program spending.
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Q- WHY IS  THE COMP ANY P ROP OS ING TO CHANGE FROM A
.HIS TORICAL TO A P ROS P ECTIVE COLLECTION OF P ROGRAM
COSTS?

A. The current DSMAC is a retrospective one in dirt cost recovery occurs in the

year after the Company incurs its DSM-related expenses. Although APS invests

its capital dollars in those programs, it is  not permitted to earn any return or

interest on that investment during the lag time between its payment of those

costs and recovery. In order to relieve the lost earnings due to DSM during that

lag time, the Company requests Mat its DSM cost recovery be based on the

Company's expected spending level for pending and approved programs.

Q. IF  THE  COMMIS S ION WE RE  TO DE NY THE  P ROS P E CTIVE
COLLECTION OF DSM PROGRAM COSTS, DOES THE CGMPANY
HAVE AN ALTERNATIVE RECOMMENDATION?

A. Yes. If the  Commiss ion were  to deny the  prospective  collection of DSM

program costs, the Company would propose that costs incurred on a historic

basis be adjusted for the time value of money using the Company's weighted

average cost of capital.

Q- HOW IS THE COMPANY PROPOSING THE ADJ USTMENT CHARGE
RATE BE CALCULATED?

1
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The DSMAC ra te  for a  year would be  ca lcula ted by dividing the  DSMAC

recoverable costs (current year budget costs for approved programs plus/minus

true-up of previous periods over/under collection of DSMAC revenues plus

unrecovered fixed costs plus incentives) by the kph (residential and general

service customers whose billing does not include demand charges) or kW (for

general service customers whose billing includes demand charges) used by

customers in the previous calendar year. See Redlined Schedule DSMAC
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(Atta chme nt GAD-3) a nd  the  DS MAC P la n  of Adminis tra tion  a nd  S che dule s  1 -

.3 (Attachment GAD-4) I

Q~ WILL THE CHARGE APPLY TO ALL CUSTOMERS AND ON THE
SAME BASIS?

A. Ye s . The  cha rge  will a pply to  both S ta nda rd Offe r a nd Dire ct Acce s s  cus tome rs .

Co n s is te n t with  th e  cu rre n t p ro vis io n s ,  G e n e ra l S e rvice  cu s to me rs  th a t a re

de ma nd bille d will pa y a  pe r kW cha rge  a nd non-de ma nd bille d Ge ne ra l S e rvice

cus tome rs  will pa y a  pe r kph  cha rge . Re s ide n tia l cus tome rs  will pa y a  pe r kph

cha rge .

v . RATE DESIGN

Q. WOULD YOU DESCRIBE THE PROCESS USED TO DEVELOP THE
PROPOSED RATES?

A. Ye s . The  s ta rting  po in t in  the  ra te  de s ign  p roce s s  is  the  cos t o f s e rvice  s tudy

d is cus s e d  in  Mr. Rumolo 's  te s timony. The  cos t o f s e rvice  s tudy a lloca te s  the

cos ts  of providing s e rvice  to  e a ch of the  ma jor cla s s e s  of cus tome rs , a s  we ll a s

va rious  s ub-cla s s e s  a nd ra te  s che dule s . If the  cos t of s e rvice  s tudy we re  the  only

d e te rmin a n t fo r s e ttin g  ra te s ,  e a c h  ra te  c la s s ific a tio n  wo u ld  re c o ve r AP S 's

p ropos e d  ra te  o f re tu rn , a nd  a ll ra te  s che du le  p rice s  wou ld  re fle c t un it cos ts ,

e xp re s s e d  a s  De ma n d  C h a rg e s ,  E n e rg y C h a rg e s ,  a n d  C u s to me r C h a rg e s .

Howe ve r, ma ny o the r cons ide ra tions  we re  ta ke n  in to  a ccount in  de s ign ing  the

p ro p o s e d  ra te s ,  wh ic h  re s u lte d  in  in d ivid u a l ra te  s c h e d u le s  th a t  d iffe r in

a ppe a ra nce  a nd  a pp lica tion  from the  ove ra ll p ropos e d  ra te  o f re tu rn  a nd  ra te

de s ign pricing e le me nts .
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Q. OTHER THAN THE COST OF SERVICE STUDY, WHAT OTHER
FACTORS WERE CONSIDERED WHEN DESIGNING THE PROPOSED
RATES?
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A. The Company considered severa l other factors . Among the  most important were

ra te  a nd re ve nue  s ta bility a nd continuity. For this  re a son, die  ma jor cla s se s  of

cus tomers , including Res identia l, S tree t Lighting and Dusk to Dawn, have  each

been given a  percentage increase  to make the  classes more in line  with its  cost of

se rvice  even though s trict adhe rence  to the  re sults  of the  cos t of se rvice  s tudy

would indica te  higher increases  a re  supportable . Genera l Service  and Irriga tion

ha ve  e a ch be e n give n a  lowe r incre a se  to ma ke  the  cla s s  more  in line  with its

cos t of s e rvice . AP S  ha s  a ls o ta ke n s te ps  to dis a ggre ga te  its  E-32 ra te  a s

required by Decis ion No. 69663 to a lso the  ra te  make  more  in line  with its  cos t

of se rvice . That be ing sa id, the  individua l ra te  schedules  have  been des igned to

depart from s trict cos t of se rvice  adherence  as  necessa ry, so tha t diffe rences  in

the  increases  tha t individua l cus tomers  will experience  will be  modera ted to the

e xte nt re a sona ble . Additiona l cons ide ra tions  in de ve loping the  propose d ra te

schedules were customer unders tandability, acceptance and ease o f

adminis tra tion. In othe r words , AP S  a tte mpte d to s implify the  s pe cific ra te

schedules  and the  presenta tion of the  Company's  ta riff in genera l. Considera tion

of the s e  fa ctors  is  in conforma nce  with the  tra ditiona l a s pe cts  of ra te  de s ign.

The proposed increase by rate schedule is  shown in SFR Schedule H-3 .
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WHAT RATE DESIGN ISSUES IS THE COMPANY ADDRESSING
BASED ON THE ORDER 1N ITS PREVIOUS RATE CASE?

A. The Commission ordered severa l ra te  modifica tions  in Decis ion No. 69663, each

of which the  Company is  addre s s ing in this  applica tion. Firs t, the  Commiss ion

approved the  cancella tion of partia l requirement ra te  schedules  E-32R, E-51 and

E-55 . Second, the  Commiss ion orde red APS to propose  one  or more  demand

re s pons e  progra ms  including a  critica l pe a k pricing progra m. The  la tte r a re

discussed in de ta il by APS Witness  Charle s  Miessne r. Also within the  la s t ra te



case , APS agreed with Staff and other parties  that the  Company would propose  a

separa tion of the  genera l service  Rate  Schedule  E-32 into a t least three  new ra te

schedules based on customer size.

VI. EXIS TING RATE S CHEDULES

A. Residential Rate  Schedules

Q- WOULD YOU PLEASE GIVE A GENERAL DESCRIPTION OF THE
EXISTING RESIDENTIAL RETAIL RATE SCHEDULES?

A. Currently, APS has seven active  residentia l ra te  schedules  - four time-of-use  ra te

schedules  (Schedules  ET-1, ECT-IR, ET-2, and ECT-2), one  inclining block ra te

s che dule  (S che dule  E-12), a nd two ra te  s che dule s  for s pe cia l a s s is ta nce .

S che du le  E-3  p rovide s  d is coun ts  fo r qua lifying  low-income  cus tome rs .

Sche dule  E-4 provide s  a  dis counte d ra te  to cus tome rs  who use  e le ctricity for

medica l ca re  equipment. Ra te  Schedules  E-10 and Ec-l were  e limina ted by the

Commis s ion  in  De cis ion  No. 69663 . Cus tome rs  we re  give n a  one -ye a r

trans ition period to se lect another ra te , which will expire  in June  2008.
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Q, WOULD YOU PLEASE SUMMARIZE THE PROPOSED CHANGES IN
THE EXISTING RESIDENTIAL RATE SCHEDULES?

The proposed changes to the existing residentia l ra te  schedules are  as follows:

The  "S e rie s  1" TOU ra te s , i.e ., S che dule s  ET-l a nd ECT-IR, will be

frozen and will not be  ava ilable  to new cus tomers  or exis ting cus tomers

s witching s e rvice  loca tions , Sche dule  ECT-IR will re ce ive  a n incre a s e

th a t is  a b o ve  th e  a ve ra g e  in c re a s e  fo r th e  re s id e n tia l c la s s  a n d

approximate ly the  same for the  "Series  2" TOU ra tes  to be tte r re flect cos t

of s e rvice . For S che dule  ET-1, the  on-pe a k price  will continue  to be

a pproxima te ly thre e  time s  the  off-pe a k price  in the  s umme r. Howe ve r,

the  d iffe re nce  be twe e n winte r on-pe a k a nd off-pe a k price s  will be

A.
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reduced to be tte r re flect the  lower cos t diffe rentia l in those  periods .

Ra te  S che dule  E-12 will re ce ive  a n incre a s e  s lightly highe r tha n the

ove ra ll Compa ny incre a s e . In a ddition, E-12 will s e e  the  a ddition of a

fourth highe r price d block ra te  for cus tome r cons umption gre a te r tha n

3,000 kph pe r month. The  othe r blocks  we re  then adjus ted accordingly.

The  inte nt of this  a ddition is  to e ncoura ge  e ne rgy cons e rva tion for the

Company's  la rges t re s identia l use rs . This  will a lso provide  an additiona l

price  incentive  for such cus tomers  to switch to a  TOU ra te .

The  "S e rie s  2" TOU ra te  s che du le s  ET-2  a nd  ECT-2  will re ce ive

a ppro>dma te ly the  s a me  incre a s e  a s  the  "S e rie s  l" TOU ra te s . For

Schedule  ET-2, the  on-peak price  will continue  to be  approxima te ly four

time s  the  off-pe a k price  in the  s umme r. S imila r to ET-l a nd ECT-1, the

diffe rence  be tween winte r on-peak and off-peak prices  will be  reduced to

be tte r re flect the  lower cos t diffe rentia l in those  periods .

The  bundled bas ic se rvice  charges  for a ll res identia l ra te  schedules  were

incre a se d by be twe e n

colle ction of cos ts  a s s ocia te d with the  cus tome r be ing conne cte d to

AP S 's  s ys te m. The s e  cos ts  include  me te ring, me te r re a ding, billing,

cus tomer accounting and a  small portion offixe d dis tribution cos ts .

Residential Time Of Use Rate Schedules

Q- WOULD YOU PLEASE GIVE A GENERAL DESCRIPTION OF APS'S
CURRENT TIME OF USE RATES FOR RESIDENTIAL CUSTOMERS?
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A. Yes . Currently APS offe rs  four re s identia l TOU ra te  schedule s . The  "Se rie s  1"

ra te s , ET-l a nd ECT-1R, ha ve  a  12-hour on-pe a k pe riod from 9 a .m. to 9 p.m.

weekdays. ECT-1R has a  demand charge  that only applies  to the  on-peak period

B.
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as well as on- and off-peak energy charges. ET-1 has energy charges only, the

summer on-peak energy charge that is three times as high as the off-peak charge.

In July 2006, APS introduced the "Series 2" rates, Schedules ET-2 and ECT-2,

to encourage customers to shift more load to the off-peak period, especially

during the summer months. The "Series 2" rates have a 7-hour on-peak period

from noon to 7:00 p.m. weekdays. In addition, the all energy rate, Schedule ET-

2, has a summer on-peak price Mat is four times as high as the off-peak price.

Q- HOW MANY CUSTOMERS HAVE PARTICIPATED
COMPANY'S RESIDENTIAL TIME OF USE PROGRAMS?

IN THE

As of September 2007, nearly 445,000 APS residential customers are

participating in a TOU rate (approximately 400,000 on the "Series 1" rates and

45,000 on the "Series 2" rates) which represents 46% of total residential

customers and 63% of residential kph sales. In terms of percentage and of total

number of residential customers, APS has the most successful residential TOU

program in the United States. The Company's TOU program is also one of the

longest-standing, having first been approved by the Commission in the early

1980s.

Q- HOW DOES THE COMPANY
RESIDENTIAL TOU PROGRAMS?

PROPOSE TO MODIFY ITS
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A. The Company is proposing several changes to its residential time-of-use rate

which include freezing the "Series l" TOU rates (ET-1 and ECT-IR) and adding

a new Rate Schedule ET-SP, which is similar in design to the ET-2 rate schedule

but includes a "super peak" period. Mr. Miessner discusses this offering in more

detail.
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Q- WHY IS THE COMPANY PROPOSING TO FREEZE THE SERIES 1
.TOU RATES?

A. The Company is proposing to freeze the "Series 1" TOU rates to encourage

participation in the Series 2 TOU rates and the new TOU rate proposal. The

Company believes that die Series 2 TOU rates, due to the shorter on-peak period

(likewise longer off-peak lower price periods), provide a better opportunity for

customers to shift usage to the off-peak hours and, thereby, reduce their bill.

This means that customers wishing to move to a TOU.rate option would now

have the choice between the "Series 2" rates or the new proposal.

C. General Service Rate Schedules

Q- WOULD YOU PLEASE DESCRIBE APS'S GENERAL SERVICE RATE
SCHEDULES?

A. Yes. APS has eleven general service rate schedules. These are used for serving

our commercial and industrial customers as well as those customers with

specialized applications. There are six TOU rate schedules, one schedule for un-

metered service, one schedule for athletic stadiums and arenas, a seasonal

schedule, schedules for partial requirements service and schedules for dusk-to-

dawn and street lighting services. non-TOU

schedules. Approximately 95% of APS's general service customers are served

on Rate ScheduleE-32. Rate Schedule E-34 and TOU Rate Schedule E-35 are

available for customers whose loads exceed three megawatts.

There are two demand based,

Q. WOULD YOU PLEASE DESCRIBE THE PROPOSED CHANGES TO
THE EXISTING GENERAL SERVICE RATE SCHEDULES?
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A. Ye s . The  Compa ny is  p ropos ing  the  fo llowing  modifica tions  to  ge ne ra l s e rvice

ra te  s che dule s :

The  ba s ic s e rvice  cha rge s  for a ll me te re d ge ne ra l s e rvice ra te sche dule s
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we re  incre a s e d to be tte r re fle ct the  colle ction of cos ts  a s s ocia te d with the

c u s to m e r b e in g  c o n n e c te d  to  AP S 's  s ys te m . P le a s e  re fe r to  S F R

S che dule  H-3 . The s e  include  me te ring , me te r re a d ing , b illing , cus tome r

a ccotuiting a nd a  s ma ll portion of fixe d dis tribution cos ts .

S che dule  E-32 will be  dis a ggre ga te d into four ne w ra te  s che dule s .

S c h e d u le  E -3 2 TO U will a ls o  b e  d is a g g re g a te d  in to  fo u r n e w ra te

sche dule s .

P a rtia l re q u ire me n t ra te  s c h e d u le s  E -3 2 R,  E -5 1  a n d  E -5 5 ,  wh ic h  a re

curre ntly froze n, will be  ca nce lle d.

Q. WOULD YOU PLEASE DESCRIBE
MODIFICATIONS TO RATE SCHEDULE E-32?

THE P R O P O S E D
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A. Ye s . As  d ire c te d  in  De c is io n  No .  6 9 6 6 3 ,  th e  C o m p a n y is  p ro p o s in g  to

d is a g g re g a te  ra te  s ch e d u le  E -3 2  in to  s e ve ra l n e w ra te  s ch e d u le s  b a s e d  o n

cus tome r s ize . The  cu rre n t ra te  s che du le  ha s  a  s e pa ra te  ra te  s truc tu re  a nd

c h a rg e s  fo r c u s to me rs  in  two  s iz e  c a te g o rie s  . - Tie r 1  (0 -2 0  kw) a n d  Tie r 2

(g re a te r tha n  20  kW). The  p ropos e d  ra te  s che du1e s .wi1 l be  d ivide d  in to  fou r

g roups  o f cus tome rs : E -32  XS  (0 -20  kW), E -32  s  (21 -100  kW), E -32  M (101 -

400 kW), a nd E-32 L (gre a te r tha n 400 kW). The  propos e d ra te  s tructure  for E-

32 XS  will be  s imila r to  the  curre nt E-32, le s s  tha n 20 kW ra te . The  cha rge s  will

be  incre a s e d  to  p roduce  re ve nue  fo r th is  cus tome r c la s s  tha t is  be tte r a ligne d

with  cos ts . The  propos e d  ra te  s tructure  for E-32  S , E-32  M, a nd  E-32  L will be

s imila r to  the  curre n t E-32  gre a te r tha n  20  kW ra te . Howe ve r, the  cha rge s  will

be  a djus te d to  produce  the  de s igne d re ve nue  re quire me nts  for e a ch cla s s . The

C o m p a n y b e lie ve s  th a t th is  m o d ific a tio n  will p ro vid e  ra te s  th a t a re  b e tte r

ta ilore d to the  cus tome rs  in thos e  s ize  ca te gorie s , a nd will re s ult in re ve nue s  tha t
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a re  more  a ligne d with  cos ts  for the  va rious  cus tome r cla s s e s . The  propos e d

disa ggre ga te d Sche dule  E-32's  a re  provide d a s  Atta chme nt GAD-5.

Q- WITH THE DISAGGREGATION OF E-32 INTO FOUR DIFFERENT
RATE SCHEDULES, HOW WILL THE DETERMINATION BE MADE
AS TO THE APPROPRIATE E-32 RATE SCHEDULE THAT
CUSTOMERS WILL BE SERVED ON?

A. Each year, the  cus tomers  will be  placed on the  appropria te  E-32 genera l se rvice

ra te  schedule  based on the  cus tomer's  ave rage  monthly billing kW over the  s ix

summer months (Ma y - Octobe r). In the  e ve nt tha t the  cus tome r's  billing kW is

not a va ila ble  for a ll s ix summe r rondos , the  de te rmina tion will be  ma de  ba se d

on the  a va ila ble  informa tion. For a  ne w cus tome r, the  initia l e ligibility will be

based on the  es timated maximum kW as  provided by the  customer and approved

by the  Compa ny. The  pla ce me nt of the  Cus tome r on the  a ppropria te  E-32

ge ne ra l s e rvice  ra te  s che dule  will occur in the  Fe brua ry billing cycle  following

the  a nnua l de te rmina tion. Howe ve r, cus tome rs  s e rve d on Sche dule  E-32 XS

will no t be  re -a s s igne d  a nnua lly, bu t will be  b ille d  e a ch  month  on  e ithe r

Schedule  E-32 XS or E-32 S  depending on the ir billing kW for the  month. This

is  because  these  customers  may routine ly be  under or over 20 kw.

WHY IS THE CONLPANY PROPOSING TO CANCEL PARTIAL
REQUIREMENT RATE SCHEDULES E32-R, E-51, AND E-55?
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A. In Decis ion No. 69663, the  Commiss ion orde red the  Company to freeze  pa rtia l

requirement ra te  schedules  E32-R, E-51, and E-55. The  services  provided under

the s e  ra te  s che dule s  a re  now cove re d by Sche dule s  E-56 a nd SC-S , both of

which a re  more  current pa rtia l requirements  ra te s  for cus tomers  with qua lifying

ge ne ra tors  la rge r tha n 100 kw, a nd we re  a pprove d by the  Commis s ion in

De c is io n  No s .  7 0 1 0 6  a n d  7 0 1 3 0 .  C u rre n tly,  th e re  a re  two  c u s to me rs
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participating in Schedule E32-R, one in Schedule E-51, and one in Schedule E-

.55. Rate SC-S is more in line with the current Commission emphasis on

supporting solar distributed generation. E-56 provides customers with more

fie>dbility on how they can operate distributed generator units (including, but not

limited to, renewable generation) and also reflects better pricing signals. The

Company believes that these customers can Migrate to Schedule E-56 and

Schedule SC-S with minimal (if any) adverse impact on their bill.

D. General Service Time Of Use Rate Schedules

Q- WOULD YOU PLEASE GIVE A GENERAL DESCRIPTION OF APS'S
CURRENT TIME OF USE RATES FOR GENERAL SERVICE
CUSTOMERS?

A. The Company currently offers several time-of-use rates for general service and

water pumping customers. Rate E-32TOU is offered to general service

customers with monthly demands less than 3 MW. Rate E-35 is available to

customers with demands of 3 MW and above. These rates have an on-peak

period of 1:00 to 9:00 p.m. weekdays, and are assessed energy and demand

charges for die on and off-peak periods. As of September 2007, 97 APS general

service customers are participating in a TOU rate,  which represents

approximately 10% of total general service kph sales.

Q- HOW DOES THE COMPANY PROPOSE TO MODIFY ITS GENERAL
SERVICE TOU PROGRAMS?
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A. The Company is proposing to disaggregate rate schedule E-32TOU into four

separate rates for customers of various sizes: 0-20 kw, 21-100 kw, 101-400

kw, and greater that 400 kw. The Company believes that this modification will

provide rates that are better tailored to the customers in those size categories and
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the re by improve  the  le ve l of pa rtic ipa tion . In  a dd ition , the  Compa ny is

proposing a  critica l peak price  for genera l se rvice  cus tomers  as  described by Mr

Miessne r

Q- WOULD YOU PLEASE DESCRIBE THE
MODIFICATIONS TO RATE SCHEDULE E-32TOU?

PROPOSED

6 A. Ye s . The  Compa ny is  propos ing to dis a ggre ga te  ra te  s che dule  E-32TOU into

several new rate schedules based on the same customer size categories proposed

for Ra te  Schedule  E-32. The  current ra te  schedule  E-32TOU is  sepa ra ted into

two s ize  ca te gorie s  - Tie r 1 (0-20 kw) a nd Tie r 2 (gre a te r tha n 20 kW). The

propos e d ra te  s che dule s  will be  divide d into four groups : E-32TOU XS (0-20

kW); E-32TOU s  (21-100 kW); E-32TOU M (101-400 kW); a nd E-32TOU L

(grea te r Dian 400 kW). The  four new genera l se rvice  TOU ra te  schedules  were

de s igne d  us ing  the  s a me  me thodology a nd  with  the  s a me  obje c tive s  a s

previous ly described for E-32. The  proposed E-32T()U schedules  a re  provided

as  Attachment GAD-6

Q- HOW WILL THE DETERMINATION BE MADE AS TO THE
APPROPRIATE E-32TOU RATE SCHEDULE THAT CUSTOMERS
WILL BE PLACED ON?

19 A.

20

The  s a me  proce s s  for de te rmining the  a ppropria te  ra te  s che dule  for E-32

cus tome rs  will be  us e d for cus tome rs  ta ddng s e rvice  unde r a n E-32TOU ra te

schedule

Q. HOW DOES THE COMPANY PROPOSE TO EASE IMPACTS ON
CUSTOMERS RESULTING FROM THIS RATE STRUCTURE
CHANGE?

Although APS has  taken s teps  to disaggrega te  its  E-32 and E-32TOU ra te s  a s

required by Decis ion No. 69663, and has  deve loped ra te s  tha t a re  more  in line

A.
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with the  cos t of s e rvice , the  iNdividua l ra te  s che dule s  ha ve  be e n de s igne d to

depart from s trict cos t of se rvice  adherence  as  necessa ry, so tha t diffe rences  in

the  increases  tha t individua l cus tomers  will experience  will be  modera ted, while

moving the  ra te s  clos e r to cos t of s e rvice . The  Compa ny will s e e k to furthe r

modify these  ra te  s tructures  in future  ra te  cases  in an e ffort to continue  to move

towards cost based rates.

Q- WOULD YOU P LEAS E DES CRIBE THE CHANGES  P ROP OS ED TO
RATE SCHEDULES E-34 AND E-35?

A. Yes. Rate  Schedules  E-34 and E-35 are  the  ra te  schedules  tha t are  applicable  to

APS's  la rges t cus tomers . The  bas ic se rvice  cha rge  for both ra te  schedules  has

be e n incre a s e d to re fle ct cos t of s e rvice . Ba s e d on cos t of s e rvice , Ra te

Schedule  E-34 Cus tomers  will see  a  s lightly lower cla ss  increase  than the  tota l

Company reques ted increase . Likewise , Ra te  Schedule  E-35 cus tomers  will see

a s lightly higher increase  than the  tota l Company requested increase .

E. Irriga tion a nd Wa te r Pumping '

Q- WHAT AR E  THE  P R O P O S E D C HANG E S  TO  IR R IG ATIO N AND
WATER PUMPING RATE SCHEDULES?

A. APS propose s  to incre a se  the  ove ra ll cha rge s  unde r both irriga tion a nd wa te r

pumping by an amount s ignificantly lower than the  tota l re ta il ave rage  increase

based on cost of service data.

F Stree t Lighting and Dusk to Dawn

Q. WHAT ARE THE PROPOSED CHANGES TO STREET LIGHTING AND
DUSK TO DAWN LIGHTING RATE SCHEDULES?
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A. APS proposes to increase  the  overall charges under both s treet lighting and dusk

to da wn lighting by a n a mount s ignifica ntly highe r tha t the  tota l re ta il a ve ra ge

increase based on cost of service data.
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G. Solar and GreenPower Service Schedules

Q, ~DoEs THE COMPANY PROPOSE TO MODIFY ANY OF ITS SOLAR
OR GREEN POWER OFFERINGS?

A. Ye s . The  Compa ny propos e s  to  fre e ze  S ola r-2  to  cus tome rs  curre ntly s e we d

unde r its  te rms . It will no longe r be  ma de  a va ila ble  to ne w cus tome r re que s ts .

The  Compa ny be lie ve s  tha t S ola r-2 is  no longe r ne ce s s a ry s ince  cus tome rs  now

ha ve  the  op tion  to  pa rtic ipa te  in  the  S o la r P a rtne rs  In itia tiVe  P rog ra m a nd

re ce ive  a n  off-grid  ince ntive  by owning the ir own s ys te m. Whe n S ola r-2  wa s

initia lly offe re d by the  Compa ny, the  ma rke t a nd de ve lopme nt of this  te chnology

wa s  in  its  in fa n cy. Th is  re s u lte d  in  fe w, if a ny, o the r op tions  to  cus tome rs

wa nting  to  u tilize  th is  te chnology. In  a ddition, cus tome r-owne d P V s ys te ms

toda y ma y be  e ligible  for fe de ra l a nd s ta te  ta x ince ntive s  not curre ntly a va ila ble

to  u tilitie s . The re  a re  cu rre n tly on ly two  cus tome rs  s e we d  on  S o la r-2 . The

Compa ny will a ls o  s e e k to  modify (in  a ccorda nce  with  the ir te rms ) its  Gre e n

P owe r S e rvice  S che du le s  1  a nd  2  in  a  s e pa ra te  p roce e d ing  la te r th is  ye a r.

The re fore , the  Compa ny is  not propos ing a ny cha nge  to the s e  two s che dule s

within this  ca s e .

H Critica l P e a k P ricing

Q. IN THE LAST RATE CASE, THE COMMISSION ENCOURAGED THE
C O M P A N Y  T O  L O O K  A T  C R I T I C A L  P E A K  P R I C I N G  A N D  T O
PROPOSE CRITICAL PEAK PRICING IN ITS NEXT RATE
APPLICATION. IS APS PROPOSING ANY CRITICAL PEAK PRICING
R.ATE OPTIONS IN THIS CASE?
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A. Yes, and Mr. Miessner describes the Company's proposal in his test imony.

However, APS believes its proposed introduction of a "super peak" TOU option

for customers is very analogous to critical peak pricing and may result  in the

same or similar impact on peak load.

28



Q, WOULD THE COMPANY BE ABLE TO IMPLEMENT ALL OF THE
PROPOSED RATE CHANGES IMMEDIATELY AFTER RECEIVING
COMMISSION APPROVAL?

A. The  Compa ny is  p la nning for the  ne ce s s a ry cha nge s  to  cus tome r b illing ,

metering and re la ted systems required to implement the  proposed changes to the

ra te  schedules  discussed in my tes timony. However, the  super peak and critica l

pe a k pricing options  dis cus s e d by Mr. Mie s s ne r will re quire  a dditiona l time  to

imple me nt a fte r a n orde r is  re ce ive d in this  proce e ding to a ccommoda te  the

required billing, metering, tra ining, cus tomer se rvice  and re la ted sys tems. These

implementa tion issues  are  discussed in more  deta il by Mr. Miessner.

L Othe r Ms ce lla ne ow Ra te  Mod#ica tions

Q- ARE THERE ANY OTHER RATE MODIFICATIONS PROPOSED BY
THE COMPANY?

A. Yes. As  previous ly mentioned, the  Company proposes  to roll into base  ra tes  the

incre a s e d ba s e  fue l a mount a s  s upporte d by APS Witne s s  Pe te r Ewe n. Ba s e

lis ted sepa ra te ly in each individua l ra te  schedule . All transmiss ion cos ts  will be

recovered by the  TCA as  discussed in the  tes timony of Mr. Rumolo.

VII. S ERVICE S CHEDULES

A. Schedule  I - Genera l Terms And Conditions

Q- IS  AP S  P ROP OS ING REVIS IONS  TO S ERVICE S CHEDULE 1?
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A. Yes. AP S  is  continua lly e va lua ting a ll a s pe cts  of its  s e rvice  s che dule s  to

enhance  the  Company's  bus iness  practice s . As  pa rt o f th is  re vie w, AP S  is

proposing certa in revis ions . These  changes  a re  be ing proposed to add cla rifying
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la ngua ge  dirt be tte r re fle cts  the  Compa ny's  a nticipa te d bus ine s s  pra ctice s . A

redline  copy of the  schedule  is  a ttached as  Attachment GAD-7.

Q- P LEAS E DES CRIBE THE S IGNIFICANT CHANGES  TO S CHEDULE 1 .

A. Section 4.3.21 AP S  is  propos ing a dditiona l la ngua ge  to S e ction 4.3.2 which

re fe rs  to the  a pplica bility of APS 's  Se rvice  Sche dule  8 whe n bill e s tima tion is

required.

Section 5.4: APS is  propos ing additiona l language  to Section 5.4 requiring 24-

hour access  to APS's  equipment loca ted on the  cus tomer's  s ite  for the  purposes

of repa ir, maintenance , or service  res tora tion work.

Se ction 6.1: AP S  is  propos ing cla rifying la ngua ge  to S e ction 6.1. The re  a re

certa in circumstances (e .g. for s ome  triba l a re a s , gove rnme nta l buildings  or

proje cts , e tc.) whe re  the  a pplica ble  inspe ction a ge ncy (County or City) de e ms

tha t a  City or County ins pe ction ("cle a ra nce " or "gre e n ta g") is  not necessary.

This  is  usually because  the  customer is  exempt &om such requirements  for some

obs cure  re a s on(s ). In s uch ca s e s , a  Le tte r In-Lie u of Ele ctrica l Cle a ra nce  is

required by APS tha t indica tes  the  cus tomer wiring/e lectrica l facilities  have  been

insta lled per code .

Section 6.4.2: APS is  propos ing cla rifying language  to Section 6.4.2 to address

circums tances  in which people  disconnect s e rvice  but continue  to use  se rvice

until they move  out.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 I

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

Section 6.6.3: APS is  propos ing cla rifying language  to Section 6.6.3 to make  it

consistent with Schedule  3 language.

30



Sections  7.2.5 and 7.2.6: APS  is  propos ing to a dd Se ctions  7.2.5 a nd 7.2.6 to

address  circumstances  in which customers  make  payments  to avoid or s top non-

pa yme nt dis conne ction or pa y for re conne ction s e rvice  with a  dis honore d

payment. Under these  circumstances , APS would require  repayment of a ll cos ts

associa ted with the  dishonored payment as  well as  a ll other de linquent amounts

prior to reconnection.

Q- ARE YOU REQUES TING ANY OTHER CHANGES  IN S CHEDULE 1?

A. Yes, there  are  some additional minor changes  tha t a re  be ing proposed for clarity

purposes only and have no material impact on customers .

B. Schedule 4 -.-Totalized Metering of Multiple Service Entrance Sections at
a Single Site for Standard Over and Direct Aecess Service

Q- IS  AP S  P ROP OS ING REVIS IONS  TO S ERVICE S CHEDULE 4?

A. Yes . Changes  a re  be ing proposed to discourage  cus tomer switching back and

forth be twe e n diffe re nt ra te s  or billing pla ns , a s  dis cus s e d be low, a nd to a dd

cla rifying language  tha t re flects  the  Company's  anticipa ted bus iness  practices .

A redline  copy of the  schedule  is  a ttached as  Attachment GAD-8.

Q- P LEAS E DES CRIBE THE S IGNIFICANT CHANGES  TO S CHEDULE 4 .

A. Section A.8: APS is proposing to add Sections A.8, D.4, and D5. These sections

were added to discourage customers from moving back and forth between

totalized and non-totalized accounts to essentially arbitrage the seasonal rates

associated with non-totalized accounts.

ARE YOU REQUES TING ANY OTHER CHANGES  IN S CHEDULE 4?

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23 Q.

24 A.
25
26

Yes, there  are  some additional Minor changes  tha t a re  be ing proposed for clarity

purposes.
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C . Schedule 5 .-- Guidelines for Electric Curtailment

Q- WHY IS  AP S  P ROP OS ING REVIS IONS  TO S ERVICE S CHEDULE 5?

A. AP S  is  propos ing  cha nge s  to  S che dule  5  to  a dd  cla rifying  la ngua ge  tha t be tte r

re fle c ts  ou r e nvis ione d  bus ine s s  p ra c tice s .  A re d line  copy o f the  s che du le  is

a tta che d a s  Atta chme nt GAD-9.

Q- P LE AS E  DE S C R IB E  T HE  S IG NIF IC ANT  C HANG E S  T O  S C HE DULE  5 .

A. S e ction 5.1.1.11: AP S  is  p ropos ing  to  a dd  S e c tion  5 .1 .1 .11 .  Th is  s e c tion  wa s

a d d e d  to  e n c o u ra g e  e xp e d itin g  th e  p e rmittin g  p ro c e s s  fo r c o mp a n y-o wn e d

ge ne ra tion  by worldng  with  gove rnme nt a ge ncie s  a nd  e nvironme nta l g roups  to

s e e k wa ive rs  on e nvironme nta l cons tra ints  during curta ilme nt s itua tions .

Q- ARE YOU REQUES TING ANY OTHER CHANGES  IN S CHEDULE 5?

A. No.

D. Schedule 8 - Bill Estimation

Q- IS  AP S  P R O P O S ING  R E VIS IO NS  TO  S E R VIC E  S C HE DULE  8 ?

A. Ye s . The  cha nge s  tha t a re  be ing propos e d include  bill e s tima tion proce dure s  for

pa rtia l re qu ire me n ts  a nd  ne t me te ring  cus tome rs  a nd  a dd  c la rifying  la ngua ge

tha t be tte r re fle cts  the  Compa ny's  e nvis ione d bus ine s s  pra ctice s ; The s e  pa rtia l

re quire me nts  cus tome rs  we re  not s pe cifica lly a ddre s s e d  whe n S che dule  8  wa s

firs t a pprove d by the  Commis s ion. A re dline  copy of the  s che dule  is  a tta che d a s

Atta chme nt GAD-10 .

Q. P LE AS E  DE S C R IB E  T HE  S IG NIF IC ANT  C HANG E S  T O  S C HE DULE  8 .
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A. S e c tion  3 .1: AP S  is  p ro p o s in g  to  a d d  c la rifyin g  la n g u a g e  to  S e c tio n  3 .1 .

Ad d itio n a l la n g u a g e  wa s  a d d e d  to  ma ke  th is  s e c tio n  a p p lic a b le  fo r e n e rg y
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estimation for customers with on-site generation taking service under Rate

Schedules EPR-2 and EPR-5.

S e ction 3 .1 .l: AP S  is  p ropos ing  c la rifying  la ngua ge  to  S e c tion  3 .1 .1 .

Additional language was added to include applicable  seasonal percentages when

estimating customer-owned on-s ite  dis tributed genera tion.

Section 3.1.2: APS is  proposing to add Section 3. 1 .2. This  section was added to

describe  ene rgy e s tima tion procedure s  for cus tomer-owned on-s ite  dis tributed

gene ra tors  (pa rtia l requirements  cus tomers ). This  proce s s  is  s imila r to tha t

approved 'm Section 3.1 (Energy Estimation).

Section 3.2.8: APS is  propos ing to add Section 3.2.8. This  section was  added to

describe  demand es timation procedures  for cus tomer-owned on-s ite  dis tributed

gene ra tors  (pa rtia l requirements  cus tomers ).

approved in Section 3.2.1 through 3.2.4 (Demand Estimation).

This  proce s s  is  s imila r to tha t

S e ction 3.3.12 AP S  is  p ropos ing  c la rifying  la ngua ge  to  S e c tion  3 .3 .1 .

Additiona l language  was  added to include  applicable  minimum usage  es timates

for customer-owned on-site  dis tributed genera tion customers .

Section 3.5: APS is proposing clarifying language to Section 3.5. Additional

language was added to address estimating customer-owned on-site generation

bought by APS.

Q. ARE YOU REQUES TING ANY OTHER CHANGES  TO S CHEDULE 8?

1
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A. No .
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.E. Schedule IO - Terms aNd Conditions for Direct Access

IS  AP S  P ROP OS ING REVIS IONS  TO S ERVICE S CHEDULE 10?

Yes. A redline  copy of the  schedule  is  a ttached as  Attachment GAD-11.

Q. P LE AS E  DE S C R IB E  THE  S IG NIF IC ANT C HANG E S  TO  S C HE DULE
10.

A. Section 8.2.1: APS is  propos ing a dditiona l la ngua ge  tha t will a llow the  ESP to

subcontra ct with the  Utility Dis tribution Compa ny for both me te ring a nd me te r

re a d ing  s e rvice s  to  min imize  the  po te n tia l s tra nd ing  o f the  Compa ny's

embedded metering costs , especia lly AMI meters .

Q- WILL ES P 'S  S TILL BE ABLE TO P ROVIDE THIS  S ERVICE?

A. Ye s . While  the  Compa ny would  ha ve  the  a b ility to  provide  me te ring  a nd  me te r

re a d in g ,  it  wo u ld  n o t re s tric t a  m e te r s e rvic e  p ro vid e r fro m  p ro vid in g  s u c h

se rvice  to an ESP, if the  ESP e lected to rece ive  such se rvices  from a  non-APS

provide r.

Q- ARE YOU REQUES TING ANY OTHER CHANGES  IN S CHEDULE 10?

Yes. The re  a re  s ome  a dditiona l minor cha nge s  tha t a re  be ing propos e d for

clarity purposes  only and have no s ignificant impact on cus tomers .

F Conditions  for Governing the  Provis ion of Specia lizedSchedule 15 -
Metering

Q- IS  AP S  P ROP OS ING REVIS IONS  TO S ERVICE S CHEDULE 15?

A. Yes. A redline  copy of the  schedule  is  a ttached as  Attachment GAD-12.

1
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3 Q.
4 A.

5

6

7

8

9

1 0 .

1 1

1 2

13

1 4

15

1 6

1 7

1 8

1 9

20

21

22

23

24

25

26

Q- P LE AS E  DE S C R IB E  THE  S IG NIF IC ANT C HANG E S  TO  S C HE DULE
15.

A.
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A. Se ction 1: AP S  is  propos ing to de le te  a  provis ion re quiring the  cus tome r to

s pe cify if a  mode m is  ne e de d. Be ca us e  AP S  ha s  more  fa milia rity with its

metering needs and products , they are  in a  better position to determine whether a

mode m is  ne e de d. The  cus tome r ma y s till re que s t a  mode m, but AP S  would

ultima te ly ma ke  the  fina l de cis ion ba s e d on a va ila bility of me te rs , the  type  of

meter requested, and cost.

Se ction 2: Due  to a dva nce me nts  in te chnology, AP S  is  curre ntly ins ta lling

Te lco inte rfa ce  boxe s  tha t a lre a dy include  the  a ppropria te  ja ck. Re quiring

cus tome r ins ta lla tion within  five  fe e t will e ns ure  e nough ca ble  for prope r

ins ta lla tion. Additiona l language  requiring me te r loca tion was  added to ensure

proper access  to metering equipment.

Section 3: APS  is  now providing cus tome r puls e  inte rfa ce . Cha nge s  ma de  to

this  section re flect a  shift in bus ine ss  practice s . An isola tion re lay is  no longe r

needed because new solid state  equipment provides the needed isolation.

Sections  5 & 7: APS is  propos ing cla rifying language  to Sections  5 and 7. The

wording in these  sections  was changed to reflect the  advancement in technology

and the usage of the solid sta te  equipment mentioned in Section 3 above.

Se ction 13: AP S  is  propos ing a  wording cha nge  by re pla cing  d ie  te rms

"isola tion re lay" and replacing it with "KYZ" re lay to re flect the  advancement in

te chnology a nd to be  cons is te nt with the  propose d cha nge s  re comme nde d to

Sections 3, 5, and 7 above.
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Q- ARE YOU REQUES TING ANY OTHER CHANGES  TO S CHEDULE 15?



A. Yes. The re  a re  s ome  a dditiona l minor cha nge s  tha t a re  be ing propos e d for

cla rity purposes  only and have  no s ignificant impact on cus tomers .

VIII. PARTIAL REQUIREMENTS SERVICE

A. Schedule EPR-5 Partial Requirements Service (Net Metering)

Q. IN DECIS ION NO. 69663 , THE COMMIS S ION AUTHORIZED THE
COMP ANY TO DEFER AND S EEK RECOVERY OF UNCOLLECTED
F IXE D C O S TS  IN ITS  NE XT R ATE  C AS E .  IS  THE  C O MP ANY
REQUESTING COLLECTION OF THESE COSTS IN THIS  CASE?

No. Due  to the  minima l time  tha t ha s  tra ns pire d s ince  a pprova l of S che dule

EPR-5 (July l, 2007) and the  end of the  Tes t Year for this  ra te  case  (September

31, 2007), the re  ha s  be e n minima l cus tome r pa rtic ipa tion M EP R-5, a nd,

the re fore , the  ca lcula tion of uncollected fixed cos ts  (a s  de fined by Decis ion No.

69663) would a ls o be  minima l a t this  time . Se cond, purs ua nt to De cis ion No.

69663, the  Company is  continuing its  s tudy of the  cost and benefits  of renewable

dis tributed gene ra tion on the  sys tem and until more  informa tion is  a sce rta ined

on the  cos ts  and benefits  of renewable  dis tributed genera tion, the  Company will

continue  to de fe r the s e  cos ts  a nd s e e k the ir re cove ry a t a  la te r time . The

Commis s ion is  in  the  proce s s  of a  Rule ma king on ne t me te ring tha t could

pote ntia lly e xpa nd die  a pplica tion a nd the re fore  s ignifica ntly incre a s e  future

uncollected fixed cos ts .

B. Schedule  EPR-2 Partia l Requirements  Service  (Ne t Billing)

DOES THE COMPANY PROPOSE TO MODIFY EPR-2?

1
2
3
4
5
6
7

8 A.
9

10
11
12
13
14
15
16
17
18
19
20
21 Q.

22 A.
23
24
25
26.

Yes. The  Compa ny ha s  modifie d EP R-2 purcha s e  ra te s  to re fle ct upda te d

a voide d cos t numbe rs . The  purcha s e  ra te s  ha ve  be e n furthe r re fine d a nd

indica te d by de fine d on-pe a k/of'fl-pe a k pe riods , s e a son a nd le ve l of firmne ss .
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The on-peak/off-peak purchase price has been segregated by TOU periods of 9

a.m.-9 p.m., Noon-7 p.m. and 11 a.m.-9 p.m. weekdays

Q- HAVE YOU ATTACHED ALL OF THE COMPANY'S PROPOSED RATE
SCHEDULES TO YOUR TESTIMONY?

5

6

7

No. For ease of review, the Company has attached all of its rate schedules

whether .modified or not, to this Rate Application. However, only service

schedules l, 4, 5, 8, 10 and 15, rate schedules E-32 and E-32 TOU and

adjustment schedules ElS and DSMAC are attached to my testimony

IX. CONCLUSION

Q, WOULD PLEASE SUMMARIZE YOUR DIRECT TEsT11v1ony?

A. The Company requests that the Commission modify the ElS by allowing the

Company to recover additional actual costs of environmental improvement

projects and implement an adjustor mechanism to allow modification of the ElS

charge on an annual basis, modify the DSM adjustor through the DSMAC to

allow a more timely and predictable recovery of prudently incurred DSM

program costs as well as to provide enhanced incentives to encourage the

development of efficient programs, and provide for die recovery of unrecovered

fixed costs

The Commission should likewise approve the rate schedules as proposed herein

and also: (1) freeze the "Series 1" TOU rates, (2) modify E-12 to include the

addition of a fourth higher priced block rate; (3) disaggregate Schedule E-32 and

E-32TOU into four new rate schedules, (4) cancel partial requirement rate

schedules E-32R, E-51 and E-55; (5) freeze Solar-2; (6) modify Schedules 1, 4

5, 8, 10 and 15, and (7) audiorize the Company, under Schedule EPR-5, to

A.
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continue  de fe mhg ce rta in uncolle cte d fixe d cos ts  for its  ne t me te ring progra m

and to seek their recovery in a  subsequent rate  proceeding

Q- DOES  THAT CONCLUDE YOUR DIRECT TES TIMONY?

A. Ye s  it doe s
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APPENDIX A

Statement of Qualifications for Gregory A. DeLizio

Gre gory A. De Lizio is  Arizona  Public Se rvice  Compa ny's  Ma na ge r of P ricing.

He  has  ove r 27 of yea rs  experience  in the  e lectric utility bus iness . Mr. DeLizio holds  a

Bache lor of Science  Degree  in Electrica l Enginee ring from the  Unive rs ity of Pittsburgh

and a  Maste rs  in Bus iness  Adminis tra tion Bom Kent Sta te  Univers ity.

Mr.  De Liz io  h a s  s u b Mitte d  te s timo n y b e fo re  d ie  Ariz o n a  C o rp o ra tio n

Commiss ion, the  Public Utilitie s  Commiss ion of Ohio, the  Public Se rvice  Commiss ion

of We s t Virg in ia , the  Mich iga n  P ublic  S e rvice  Commis s ion , the  Ind ia na  Utility

Re gula tory Commis s ion a nd the  Olda homa  Corpora tion Commis s ion. Mr. De Lizio is

e xpe rie nce d in the  a re a s  of e le ctric utility ra te  de s ign, e mbe dde d a nd ma rgina l cos t

ana lys is , utility service  policies , and contract development and negotia tion.

Mr. De Lizio wa s  e mploye d in his  curre nt pos ition a t Arizona  P ublic S e rvice

Compa ny in Augus t of 2005. P rior to a s suming this  pos ition, he  s e rve d a s  Ma na ging

Dire ctor .- Re gula te d P ricing a nd Ana lys is  for Ame rica n Ele ctric  P owe r S e rvice

Corpora tion, a  wholly-owned subs idia ry of American Electric Power Company (AEP).

In  this  pos ition, Mr. De Lizio 's  re s pons ibilitie s  include d s e tting re gula te d pricing

policy, supe rvis ion of the  prepa ra tion of cla ss  cos t of se rvice  s tudie s , ra te  des ign and

unbundled ra te s  and provis ions , and specia l contracts  and pricing of re ta il cus tomers

for AEP 's  e le ve n ope ra ting compa nie s  ope ra ting in 14 s ta te s . Mr.  De Liz io  he ld

pos itions  of incre a s ing re s pons ibilitie s  a t AEP s ta rting in 1981 whe n he  joine d Ohio

Powe r Compa ny (a n AEP ope ra ting subs idia ry) a s  a n Ene rgy Se rvice s  Engine e r. He

was  promoted to Power Engineer in 1984, promoted to Energy Services  Coordina tor in

1985, promoted to Load Research Supervisor in 1987, Marke ting & Customer Services

Supervisor in 1992, Specia l Contracts  Adminis tra tor in 1993, Regula tory Consultant iii

1996 and to Manager - Regula ted Pricing & Analys is  in 2000.
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Attachment GAD-1
ADJUSTMENT SCHEDULE ElS

ENVIRONMENTAL IMPROVEMENT SURCHARGE

AP P LICATIO N.

The Environmental Improvement Surcharge ("ElS") shall apply to all retail Standard Offer service, excluding
customers served in accordance with solar rates SP-1 (Solar Partners), Solar-2, Solar-3, and Green Power Schedules
GPS-1 and GPS-2. All provisions of the custolner's current applicable rate schedule shall apply in addition to
charges under this ElS Surchar§zeElQ.

The ElS was approved by the Arizona Corporation Commission ("ACC") in Decision No. xxxxx. Cost recovery
under the ElS shall be.in accordance with the method described in the filed Environmental Improvement Surcharge
Plan of Administ:ration.

The ElS recovers the cost associated with investment and expenses for environmental improvements at APS'
generation facilities that the ACC has approved for recovery. Approved environmental improvements include those
for which costs have not been fully implemented on or after January I, "004, for which costs have not been-fully
recoveredunder current approvedbase rates, ongoing environmental improvement projects, or prospective
environmental improvement projects designed to comply with environmental standards required by federal, state,
tribal, or local laws or regulations. These standards and criteria for water, waste, and air include but are not limited
to new and expected limits for carbon dioxide (CO»). sulfur oxide (SOX), nitrogen oxide (NOX), particulate matter
(PM), volatile organic compounds (VOC) and toxins such as mercury (Hg).

R ATE

The charge shall be calculated at the following rate:

ElS

All kph 50.00016 per kph

9

I ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J . Rumolo
Title: Manager, Regulation and Pricing

AC.C. No. 5684-
Adjustment Schedule ElS

Origin:+!ReVised
Eliective: July 1, "0{."1XXXXX
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I

I
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Attachment GAD-2
Page 1 of 4

SCHEDULE ElS
ENWRQNMENTAL IMPRQVEMENT SURCHARGE

PLAN OF ADMINISTRATION

ElS PLAN OF ADMINISTRATION

The Environmental Improvement Surcharge ("ElS") Schedule recovers the cost associated with investment and
expenses for environmental improvements. As authorized by the Arizona Corporation Commission ("ACC") this
Schedule allows for timely recovery of costs as environmental investments are made.

DETERMINATION OF ElS

The ElS will be determined in accordance with the following:

I.. The initial ElS was established in Decision No.
q issued 011

2. The ElS will include allRevenueRequirement components including, butnot limited to returnon
capital, depreciation, operation andmaintenance expenses, property taxes, and associated income taxes
as shown on Schedule 2.

3. The ElS recovers the cost associated with investment and expenses for environmental improvements
for which costs have not placed in rate base pursuant to Decision No. . Environmental
improvement projects, or prospective environmental improvement projects are projects designed to
comply with environmental standards required by federal, state, tribal, or local laws or regulations.
These standards and criteria for water, waste, and air include but are not limited to new and expected
limits for carbon dioxide (CO2), sulfur oxide (SO,,), nitrogen oxide (NOX), particulate matter (PM),
volatile organic compounds (VOC) and toxins such as mercury (Hg).

4. The ElS for bills rendered April 1 through March31 of each year will be computed based on the
Revenue Requirement for actual investment of environmental projectsnot closed to plant-in-service
prior to September 30, 2007. Investments in environmental projects placed in rate base pursuant to
DecisionNo. will be excluded. The ElS will use the retail sales forecast for the period in
which bills will berendered.

5. APS will submit to the Commission the proposedElS by February 28"'of each year for Utility
DivisionCommission Staff ("Staff") and interested partiesreview. Unless otherwise acted upon by the
Commission, changes 'm the ElS will be effective each year beginning with billing cycle one of the
Apri l revenuemonth and will not be prorated The projects included in the ElS calculation will
submitted, as shown on Schedule 1, and the calculationoftheproposed ElS as shown on Schedule 2.

The applicable $/kwhCharge is constantand applies in each month of the BillingPeriod for which it
is calculated. The rate calculationconsiders actualamount of environmental expenditures, APS'
forecasted sales and tlle revenue resulting ham such application of the ElS plus a true-up of any over
or under recovery for priorperiods Revenue Requirements.

Any over or under collection made as part of the true-up process under the ElS will include interest
equal to the Company's ACCmost recently authorized Average Weighted Cost of Capital (WACC).
The accountbalance and any over orunder collection, with interest, for each year, will be submitted to
the Commission withthe proposed ElS by February 28"' of each year as shown on Schedule 3.

At the timerates 'm the subsequent rate case are approved, the ElS will be adjusted to reflect plant and
expenses that are incorporated into rate base for the test year.

6.

7.

8.
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Attachment GAD-2

Page 3 of 4

Schedule 2

ARIZONA PUBLIC SERVICE COMPANY
Environmental Improvement Surcharge
Revenue Requirement Calculation (Example)

Capital Investment Period Ending: xxlxxlxxxx
Billing Period: xxlxxlxxxx-xxlxxlxxxx
($000s)

Line
0 Balanoe from Schedule 3 (Line 6: Total) $1ooooo<

1
2
3

4 : 1+2-3

Beginning Balance ofCWIP
Additions of EnvironmentalCapitalExpenditures
Closed toPlant in Service
EndingBalance ofCWIP

$x1coco<

$1cccoo<

$looco<x

$>oooco<

5
6

7 = 5 - 6

Cumulative Gross Plant in Service
Accumulated Depreciation
Net Plant in Service

$x1oo<xx

$x1oooo<

$1oooco<

8
9=7-8

10=4+9

Cumulative Deferred Tax
Net Plant in Service
Sum of CW/P and Environmental Capital Improvements

$wcoco<

$1oocoo<

$>ooooo<

11

1 2

1 3 =  1 1 + 1 2

Weighted avg debt rate
Pre-tax weighted avg equity rate
Composite Rate of Return

14=10x13
15=5

16

Revenue Requirement
Composite Return oncwlpand Environmental Capital Improvements
CumulativeAnnualDepreciationof Plant in Service
O&M

$1ocoo<x

$1ocooo<

$>cooo<x

17 = 14+15+16+0 Total ElS Revenue Requirement Sxxxxxx

18 Retail MWH Forecast: xxlxxlxxxxto xxlxxlxxxx $:cocoo<

19= 17/18 ElS ($lkwh) x.xxxxx

Page 1 of 1
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Atta c h me n t GAD-3
ADJ US TME NT S CHE DULE  DS MAC-1

DE MAND S IDE  MANAG E ME NT ADJ US TME NT

AP P LICATION.

The Demand Side Management Adjustment Charge ("DSMAC") shall be applied monthly to every metered and/or
non-metered retail Standard Offer or Direct Access service. with the exception of solar rates Solar 1, Solar 2 and SP l.
All provisions of the customer's currently applicable rate schedule will apply in addition to this adjustment charge.

| The DSMAC is applied to Standard Offer or Direct Access customer's bills as arnonthly charge to recover the cost of
Commission approved demand side management programs above those costs included in base rates. The DSMAC will

| be changed in billing cycle 1 of the Match-April revenue month and will not be prorated. The DSMAC and the EPS
Surcharge adjustor may be combined on the customer's bill and appear on the "Environmental Benefits Surcharge"
line. Details of how the DSMAC is derived and administered can be found in the Demand Side Management
Adjustment Charge Plan for Administration.

R ATE

The charge shall be  calculated a t the  following ra te :

For all residential customers and general service customers whose billing does not include demand charges:

All kph $ 0.000000 per kph

For general service customers whose billing includes demand charges:

All me te re d kW $ 0.000 per kW

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April 1. 2005

ACC. No.56-1-l»xxxx
Canceling A.C.C.No. 561 lAdjustmcnt Sohedulc DSMAC 1

Adjustment Schedule DSMAC-1Qfigina4
Revision No. xxEffectivc: April 1, 2005

Effective: xxxx:<

I

P a ge  l ofl



Attachment GAD-4
Page 1 of 6

ADJUSTMENT SCHEDULE DSMAC-1
DEMAND SIDE MANAGEMENT ADJUSTMENT CHARGE

PLAN OF ADMINISTRATION

1 . GENERAL DESCRIPTION:

Eligible Demand Side Management ("DSM") related items include energy-efficiency DSM programs,
demand response DSM programs, a performance incentive, unrecovered Fixed costs, low income bill
assistance and any other costs authorized by the Arizona Corporation Commission ("Commission" or
"ACC"). The Demand-Side Management Adjustment Charge ("DSMAC") charge is applied to
Standard Over or Direct Access customer's bills as a monthly kilowatthour (for customers served in
accordance with non-demand metered rate schedules) or ldlowatt demand charge (for customers served
in accordance with demand metered rate schedules). The charge will be recomputed annually and filed
with the Commission by February 28"' for Utility Division Commission Staff ("s¢a11=') and interested
parties review. Unless otherwise acted upon by the Commission, the charge will be effective each year
beginning with billing cycle l of the April revenue month and will not be prorated.

Recovery of all applicable programs costs/incentives will be allowed for all programs that have been

approved by the ACC or are pending for approval by the ACC. The DSMAC will recover: (1) all costs

associated with energy-eliicient DSM prograrnns and demarrd response DSM programs in excess of the

amount recovered through base rates (currently $1.0 million), (2) all unrecovered fixed costs, and (3)

performance incemrtives.

II. ALLOWABLE COSTS:

The types of allowable costs are as follows:

A. Programs Com (PC) Allowable expenses wil l  inc lude, but not be l imited to : program

development, implementation, promotion, adminis trat ive and

general, monitoring/metering costs, advertis ing, educational

expenditures, incentives, research and development, data

collection (such as end-use), tracking systems, measurement

evaluation reporting (MER), demonstration facil it ies and all other

activit ies required to design and implement cost ef fective DSM

Progranns (energy eff iciency and demand response) that are

approved or are pending approval by the Commission. For those
DSM progranns that generate revenue, the revenue, if  any, will be

credited back to the DSMAC. Program Costs as described herein

for the next Adjustor Period are reduced by $10 mill ion collected

through base rates.

B. Unrecovered FixedCosts (UFC) Represents total estimated annual lost revenues associated with
Fixed costs between rate cases, resulting from reduced sades as a
consequence of conservation measures implemented under the
auspices of the DSM Program, net of any system savings (fuel
costs, variable O&M, etc.) realized because of reduced sales.

C. Performance Incentives (PI) Represents a 10% share of the net economic benefits (benefits
minus costs) from approvedand pending energy-efiiciency and
demand response progranns.

A E

P a g e  1 o ff



Attachment GAD-4
Page 2 of 6

ADJUSTMENT SCHEDULE DSMAC-1
DEMAND SIDE MANAGEMENT ADJUSTMENT CHARGE

PLAN OF ADMINISTRATION

111 . DETERMINATION OF TRUE-UP BALANCE:

The actual allowable cost less the $10 million recovered annually in rate base for approved DSM
programs will be compared to the actual revenues received by the Company through imposition of the
Adjustor on customer bills. The True-Up Balance (TUB) will be based on calendar year actual
Allowable Com and DSMAC revenue collection. The Reconciliation Schedule for the Balancing
Account (Schedule 1) will be provided annually.

In the event that APS spends more or less tlfnan DSMAC revenues collected in a given year on pre-
approved projects or those pending approval, the under collection/over collection plus interest will be
applied to subsequent years' adjustor amounts.

The Reconciliation Schedule will be filed by February 28"' of each year. Any amounts remaining in the
balancing account due to over/under recovery will be used in calculating the Adjustment Charge for the
next Adjustor Period.

Iv. DETERMINATION OF ADJ US TOR FACTOR:

Before or on February 28thof each calendar year, the Company will file arevised DSMAC with
supporting documentation. Schedule 2 will list allprograinns currentlyapproved and pending under
the DSM Program and calendaryear budget for each program. Schedule 2 willbe updated/revised on
an annual basis. The DSMAC will be recomputed annually onSchedule 3.

The annual AdjustorCharge will be calculated based on the aggregate costs of approved and pending
programs for the Adjustor period minus $10 million recoveredin base rates. Any over / underrecovery
of revenuesresulting 'dam specificprogram additions or deletion or Endings Hom programmonitoring
willbe accumulated in the Balancing Account for resolution during the next subsequent annual
calculation of the DSMAC pursuant to SectionHI.

An Adjustor Charge for purposes of recovering Allowable Costs under the DSM Programs will be
developed based on the following formula:

Adjustor Charge (P C+UFC+P D+TUB +i
Sales

Where:

TUB Any "true~up" balance that has accumulated as of December
3 let of the previous year. Section III of this Plan of
Administration outlines procedures for administering the true-
up balance.

i Interest associated on any over or under recovery of DSMAC
costs for the prior period. The interest rate is based on the
one-year Nominal Treasury MaturitiesrateHom the Federal
Reserve H-15 or its successor publication.

S a les Forecast sales under applicable electric rate schedules during
the Adjustor Period in which this Adjustor will be effective.

P age 2 off



Attachment GAD-4
Pagé 3 of 6

ADJUSTMENT SCHEDULE DSMAC-1
DEMAND SIDE MANAGEMENT ADJUSTMENT CHARGE

PLAN OF ADMINISTRATION

Acliustor
P eriod The 12 month period beginning with the first billing cycle

during April of the current year and ending with the last
billing cycle of March of the next year.

General Service customers that are demand billed will pay a per kW charge instead of a per kph
charge. General Service customers that are not demand billed shall pay the DSMAC on a per kph
basis. To calculate the per kW charge, the recoverable costs shall first be allocated to the General
Service class basedupon thenumber of kWh consumed by that class. The remainder ofthe
recoverable costs allocated to the General Service class shall then be divided by the kW billing
deteminmw for the demand billed customers in that class to determine the per kW DSMAC.

Each historic cost period and budget period will be calendar year unless required to be adjusted due to
a rate case tiling.

VI. REVIEW PROCESS:

The proposed Adjustor Charge for use during a specific Adjustor Period will be calculated as shown on
Schedule 3. The Company's estimate of the applicable Adjustor Charge for the subsequent Adjustor
Period will be subinnitted for Staff and °mterested parties review by February 28th of each year. Unless
otherwise acted upon by the Commission, changes in the Adjustor Charge will go into effect on the first
billing cycle each April revenue month.

VII. RATE SCHEDULE APPL1CABNL1TY=

The DSMAC shall be applied monthly to every retail Standard Offer or Direct Access service.

Pursuant to Decision No. 67744, any customer who can demonstrate as active DSM program and
whose single site usage is twenty MW or greater may tile a petition with the Commission for exemption
from the DSM adjustor. The public shall have 20 days to comment on such petition. In considering
any petition pursuant to this paragraph, the Commission may consider the comments received and any
other information that is relevant to the customer's request.

P age 3 off



Attachment GAD-4
Page 4 of 6

Schedule 1
Balancing Account

ARIZONA PUBLIC SERVICE COMPANY
DEMAND SIDE MANAGEMENT PROGRAM

Year Ending
BALANCING ACCOUNT

Line
No. Amount

1

2

3

4

5

6

Beginning Period Balancing Account as of December 31 ,20yy

Demand Side Management Adjustor Charge Revenues collected

Net Allowable Cost (Schedule 2)

Year ending Over/(Under) Recovery (Line 2 - Line 3)

Interest on Over/(Under) ReCovery

Ending Period Balance (Line 1 + Line 4 + Line 5)

$

$

$

$

$

$



Program Program Costs
Uncollected
Fixed Costs Total

Program 1

Program 2

Program 3

Program 4

Program 5

Program 6

Program 7

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

Total $ $ $

Incentive Amount
am
4 $

_.v- we4 m.it*
5Measurement Evaluation Reporting (MER) Is

14..
§W%'E'.~I?'-

(10,000
*--r'f .Base Rate Amount $a- .1 *W W  '

Nat Allowable Cost $
-7 w..

3 8 . " 4*.4 le.

4.. 1 4 .°=l..*' .
4: .

Attachment GAD-4
Page 5 of 8

Schedule 2
BUDGET

ARIZONA PUBLIC SERVICE COMPANY
DEMAND SIDE MANAGEMENT PROGRAM

CALENDAR ESTIMATED BUDGET FOR ALLOWANCE COSTS

FOR THE ADJUSTOR PERIOD

($000)

Reiiects estimated Program Costs, Uneollected Fixed Costs and Incentive Amounts for the
Period January 1, 20yy through December 31, 20yy
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Attachment GAD-5
Page 1 of 20

RATE SCHEDULE E-32 XS
EXTRA SMALL GENERAL SERVICE (0 kW _ 20 kw)

AVAILABILITY

This rate schedule is available 'm all territory served by the Company at all points where facilities of adequate
capacity and the required phase and suitable voltage are adjacent to the sites served

APPLICATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is 20 kW per month or less

The Company initially will place the Customer on the applicable Rate Schedule E-32 XS, E-32 S, E-32 m, or E-32 L
based on the Average Monthly Maximum Demand, as detmmMed by the Company

The Customer will be billed on Schedule E-32 S or E-32 XS depending on the Monthly Maximum Demand for each
billing cycle

Service must be supplied at one point of delivery and measured through one meter unless otherwise specified by an
individual customer contract

Rate selection is subject to paragraphs 3.2 through 3.5 of the Company's Schedule l, Terms and Conditions for
Standard O&ler and Direct Access Services

This schedule is not applicable to breakdown, standby, supplemental, residential or resale service nor to service for
which Rate Schedule E-34 is applicable

TYPE OF SERVICE

The type of service provided under this schedule will be single or three phase, 60 Hertz, at one standard voltage as
maybe selectedby customer subject to availability at the customer's site. Three phase service is furnished under the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services). Three phase
service is not furnished for motors of an individual rated capacity of less than 7-1/2 HP, except for existing facilities
or where total aggregate I-IP of all connected three phase motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP. Service under this schedule is generally provided at
secondary voltage, primary voltage when the customer owns the distribution transfonnen(s), or transmission voltage

The bill shall be computed at the following rates or the minimum rates, whichever is greater, plus any adjustments
incorporated in this rate schedule

Bundled Standard Offer Service

Basic Service Charge

For service through Self-Contained Meters
For service through Instrument-Rated Meters
For service at Primary Voltage
For service at Transmission Voltage

s
s
s
s

0.591
1.150
2.942

22.438

per day, or
per day, or
per day, or
per day

ARIZONA PUBLIC SERWCE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November 1, 1983

A.C.C. No. wont
Canceling AC.C. No. 5659

Rate Schedule E-32 XS
Revision No. xx

Effective: xxxxx
Page 1 of 5



May - October Billing Cycles
(SumMer)

November - April Billing Cycles
(Winter)

For SecondaryService:
$0.l2933 per kph for the first 5,000kph, plus

$0.07287 per kph for all additionalkph, or

For Secondary Service:
$0.l0873 per kph for the first 5,000k p h , plus

$0.05226 per kph for all additionalkph, or

For Primary Service:
S0.l 1733 per kph for the first 5,000 kph, plus

$0.06917 per kph for all additional kph

Q 1 I

Attachment GAD-5
Page 2 of 20

RATE SCHEDULE E-32 XS
EXTRA SMALL GENERAL SERVICE (0 kW _ 20 kw>

RATES (cont)

Bundled Standard Offer Service (cont)

Energy Charge:

Bundled Standard Offer Service consists of the following Unbundled Components:

Unbundled Standard Offer Service

Basic Service Charge: s 0.124 per day

Revenue Cycle Service Charges:
Metering:

Self~Contained Meters:
Instrument-Rated Meters :
Primary:
Transmission:

s 0.345
s 0.904
s 2.696
s22.192

per day, or
per day, or
per day, or
per day

These daily metering charges apply to typical installations. Customers requiring specialized facilities are subject to

additional metering charges that reflect the additional cost of the installation, (for example, a customer taking service
at 230 kg). Adjustments to unbundled metering components will result in an adjustment to the bundled Basic

Service Charge.

Meter Reading: s 0.058 per day

Billing: s 0.064 per day

System Benefits Charge: s 0.00188 p er  k p h

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J- Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November 1, 1983

AC.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 XS
Revision No. xx

Effective: xccxxx
Page 2 off



May - October Billing Cycles
(Summer)

For Primary Service:
$0.02289 per kph for the fust 5,000 kph, plus

$0.00429 per kph for all additional kph
I

For Secondary SeMcez
$0.02664 per kph for the firSt 5,000 kph, plus
$0.00804 per kph for all additional kph, or

For Primary Service:
$0.01464 per kph for the fist 5,000 kph, plus

$0.00434 per kph for all additional kph

November - April Billing Cycles
(Winter)

For Secondary Service:
$0.02659 per kph for the first 5,000 kph, plus

$0.00799 per kph for all additional kph, or

May - October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

$0. 10081 per kph for the fust 5,000 kph, plus
$0.06295 per kph for all additional kph

$0.08026 per kph for the first 5,000 kph, plus
$0.04239 per kph for all additional kph

Attachment GAD-5
Page 3 of 20

RATE SCHEDULE E-32 XS
EXTRA SMALL GENERAL SERWCE (0 kW _ 20 kw)

RATES (cont)

UnbundledStandard Offer Service (cont)

5

Delivery Charge:
)

GenerationCharge:

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, System Benefits Charge, and Delivery Charge, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services from a competitive third party supplier. If any revenue cycle services are not available from a third party
supplier and must be obtained from the Company, the applicable Unbundled Components Revenue Cycle Service
Charges will be applied to the customer's bill.

M1N1MUM

The bill for Standard Offer and Direct Access customers will not be less than the applicable Bundled Standard Offer
Service Basic Service charge. .

POWER FACTOR

The customer deviation 'from phase balance shall not be greater than ten percent (10%) at any time. Customers
receiving service at voltage levels below 69 kV shall maintain a power factor of 90% lagging but in no event leading
unless agreed to by Company. Service voltage levels at 69 kV or above shall maintain a power factor of i 95% at all
times. In situations where Company suspects that a customer's load has a non-confirming power factor, Company
may install at its cost, the appropriate metering to monitor such loads. If the customer'spower factor is found to be
non-conforming, the customer will be required to pay the cost of installation and removal of VAR metering and
recording equipment. Customers found to have a non-conforming power factor, or other detrimental conditions shall
be required to remedy problems, or pay for facilities/equipment that Company must install on its system to correct
for problems caused by the customer's load. Until such time as the customer remedies the problem to Company
satisfaction, kA may be substituted for kW in determining the applicable charge for billing purposes for each
month in which such failure occurs.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November I, l9B3

A.C.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 xs
Revision No. xx

Eifectivc: xxxxx
Page 3 o f f
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RATE SCHEDULE E-32 XS
EXTRA SMALL GENERAL SERVICE (0 kW _ 20 kw)

DETERMINATION OF KW

For billlmg purposes, including determination of Monthly Maximum Demands, the kW used 'm this rate schedule
shall be based on the average kW supplied during the 15-minute period of maximum use during the month as
determined from readings of theCompany's meter. .

The Average Monthly Maximum Demand shall equal the average of the Monthly Maximum Demands for the May
through October billing cycles, as determined by the Company. If the Monthly Maximum Demands are not available
for all six May through October billing cycles, the Average Monthly Maximum Demand will be based on the
available information. For a new customer, the initial Average Monthly Maximum Demand will be based on the
estimated maximum kW provided by the Customer and approved by the Company.

ADJ USTMENTS

1. The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth in
the Company's Adjustment Schedule EPS-1 or successor schedules as approved by the Arizona
Corporation Commission.

2. The bill is subject to the Power Supply Adjustment factor as set forth in the Company's Adjustment
Schedule PSA-l pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663 .

3. The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adjustment Schedule TCA-l pursuant to Arizona Corporation Commission Decision No. xxxxx.

4. The bill is subject to the Environmental ImprOvement Surcharge as set forth in the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation CommissionDecisionNo. xxxxx.

5. The bill is subj et to the Competition Rules Compliance Charge as set forth in the Company's
Adjustment Schedule CRCC-1 pursuant to Arizona Corporation Commission Decision No. 67744.

6. Direct Access customers retum'mg to Standard Offer service may be subject to a Returning Customer
DireCt Access Charge as set forth in the Company's Adjustment Schedule RCDAC-1 pursuant to
Arizona Corporation Commission Decision No. xxxxx.

7. The bill is subjectto the Demand Side Management Adjustment charge as set forth in the Company's
Adjustment ScheduleDSMAC-1 pursuant to Arizona Corporation Commission Decision No. 67744.

s. The bill is subject to the applicable proportionate part of any taxes or governmental impositions which
are or may in the future be assessed on the basis of gross revenues of APS and/or the price or revenue
from the electric energy or service sold and/or the volume of energy generated or purchased for sale
and/or sold hereunder.

CONTRACT PERIOD

For customers with monthly maximum demands up to 20 kw, any applicable contract period will be set forth in the
Company's standard agreement for service. At the Company's option, the contract period will be three (3) years or
longer where additional distribution construction is required to serve the customer or, if no additional distribution
construction is required, the contract period will be one ( l) year or longer. `

ARIZONA puBic SERVICE COMPANY
Phoenix, Arizona
Filedby: DavidJ. Rurnolo
Title: Manager, Regulation and Pricing
Original EffectiveDate: November 1, 1983

A,C.C. No. xxxx
Canceling A.C.C. No. 5659

Rm Schedule E-32 xs
Revision No. xx

Effective: xxxxx
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RATE SCHEDULE E-32 XS
EXTRA SMALL GENERAL SERWCE (0 kW _ 20 kw)

TERMS AND CONDITIONS

Service under this rate schedule is subject to the Company's Schedule l, Terms and Conditions for Standard Offer
and Direct Access Services and the Company's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may affect thecustomer's bill. In addition, service may be subject to special terms
and conditions as provided for in a customer contract or service agreement.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: Novcmba I, 1983

A.C.C. No. Jacrx
Canceling A.C.C. No. 5659

Rate Schedule E-32 XS
Revision No. xx

Effective: xxxxx
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RATE SCHEDULE E-32 s
SMALL GENERAL SERVICE (21 kW 100 kw)

AVAILABILITY

This rare schedule is available in all territory served by the Company at all points where facilities of adequate
capacity and the required phase and suitable voltage are adjacent to the sites served.

APPLICATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is greater than 20 kW and less than or equal to 100 kW per month.

The Company will place the Customer on the applicable Rate Schedule E-32 XS, E-32 S, E-32M , or E-32 L based
on the Average Monthly Maximum Demand, as determined by the Company each year. Such placement will occur
in the February billing cycle following the annual determination.

The Customer will be billed on Schedule E-32 S or E-32 XS depending on the Monthly Maximum Demand for each
billing cycle.

Service must be supplied at one point of delivery and measured through one meter unless otherwise specified by an
individual customer contract.

Rate selection is subject to paragraphs 3.2 through 3.5 of the Company's Schedule l, Terms and Conditions for
Standard Offer and Direct Access Services.

This schedule is not applicable to breakdown, standby, supplemental, residential or resale service nor to service for
which Rate Schedule E-34 is applicable.

TYPE OF SERVICE

The type of service provided under this schedule will be single or threephase, 60 Hertz, at one standard voltage as
may be selected by customer subject to availability at the customer's site. Three Shae service is furnished under the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services). Three phase
service is not furnished for motors of an individual rated capacity of less than 7-1/2 HP, except for existing facilities
or where total aggregate HP of all connected three phase motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP. Service under this schedule is generally provided at
secondary voltage, primary voltage when the customer owns the distribution transtlormer(s), or transmission voltage.

RATES

The bill shall be computed at the following rates or the minimum rates, whichever is greater, plus any adjustments
incorporated in this rate schedule:

Bundled Standard Offer Service

Basic ServiceCharge:

For service through Self-Contained Meters:
For service through InstruMent-Rated Meters:
For service at Primary Voltage:
For service at Transmission Voltage:

s 1.068
s 1.627
s 3.419
s 22.915

per day, or
per day,or
per day, or
per day

ARIZONA PUBLIC SERWCE COMPANY
Phoenix, Arizona
Filed by: David J. Rumor
Title: Manager, Regulation and Pricing
Original Effective Date: November l, 1983

A.C.C. No. xxxx
Canceling A.C,C. No. 5659

Rate Schedule E-32 S
Revision No. xx

Effective: xxxucc
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May - October Billing Cycles
(Summer)

$0.l0489 per kph for the first 200 kph per kw, plus
$0.06118 per kph for all additional kph

November- April Billing Cycles
(Winter)

$0.08754 per kph for the first 200 kph per kw, plus
s0.04383 per kph for all additional kph

Attachment GAD-5
Page 7 of 20

RATE SCHEDULE E-32 s
SMALL GENERAL SERVICE (21 kW - 100 kw)

RATES (cont)

Bundled StandardOffer Service (cont)

DemandCharge:

Secondary Service: s 6.704
s 2.844

per kW for the first 100 kw, plus
per kW for all additional kw, or

Primary Service' s 5.039
s 1.179

perkW for the first 100 kw, plus
per kW for all additional kw, or

4'

Energy Charge:

BundledStandard Offer Service consists of the following Unbundled Components:

Unbundled Standard Offer Service

Basic Service Charge: s 0.601 perday

Revenue Cycle ServiceCharges:
Metering:

Self-Contained Meters:
Instrument-Raxed Meters :
Primary:
Transmission:

s 0.345
s 0.904
s 2.696
$22,192

per day, or
per day, or
per day, or
per day

These daily metering charges apply to typical installations. Customers requiring specialized facilities are
subject to additional metering charges that reflect the additional cost of the installation, (for example, a
customer taking service at 230 kV). Adjustments to unbundled metering components will result in an
adjustment to the bundled Basic Service Charge.

Meter Reading: $ 0.058 per day

Billing: s 0,064 per day

System Benefits Charge: s 0.00188 pe r kph

Delivery Charge :
Secondary Service: s 6,704

s 2.844
per kW for the first 100 kw, plus
per kW for all additional kw, plus

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November I, 1983

ACC. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 S
Revision No. xx

Effective: xxxxx
Page 2 off



May - October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

$0. 10301 per kph for the first 200 kph per kw, plus
s0.05930 per kph for all additional kph

$0.08566 per kph for the first 200 kph per kw, plus
$0.04195 per kph for all additional kph

Attachment GAD-5
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RATE SCHEDULE E-32 s
SMALL GENERAL SERVICE (21 kW 100 kw)

RATES (cont)

Unbundled Standard Offer Service (cont)

Primary Service: s 5.039
$ 1.179

per kW for the first 100 kw, plus
per kW for all additional kw, plus

Generation Charge :

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, System Benefits Charge, and Delivery Charge, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services tim a competitive third party supplier. If any revenue cycle services etc not available from a third party
supplier and must be obtained from the Company, the applicable Unbundled Components Revenue Cycle Service
Charges will be applied to the customer's bill.

MINIMUM

The bill for Standard Offer and Direct Access customers will not be lessthan the applicable Bundled Standard Offer
ServiceBasic Service charge plus $1.858 for each kW of either: (1) the highest kW established during the twelve
(I2) months ending with the current month, or (2) the minimum kW specified in an agreement for service, whichever
is the greater.

POWER FACTOR

The customer deviation from phase balance shall not be greater than ten percent (10%) at any time. Customers
receiving service at voltage levels below 69 kV shall maintain a power factor of 90% lagging but in no event leading
unless agreed ro by Company. Service voltage levels at 69 kV or above shall maintain a power factor of 1 95% at all
times. In situations where Company suspects that a customer's load has a non-confirming power factor, Company
may install at its cost, the appropriate metering to monitor such loads. If the customer's power factor is found to be
non-conforming, the customer will be required to pay the cost Of installation and removal of VAR metering and
recording equipment.

Customers found to have a non-conforming power factor, or other detrimental conditions shall be required to remedy
problems, or pay for facilities/equipment that Company must install on its system to correct for problems caused by
the customer's load. Until such time as the customer remedies the problem to Company satisfaction, kA may be
substituted for kW in determining the applicable charge for billing purposes for each month in which such failure
occurs.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November 1, 1983

A.C.C. No. xxxx
Canceling AC.C. No. 5659

Rate Schedule E~32 S
Revision No, xx

Effective: xxxxx
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RATE SCHEDULE E-32 s
SMALL GENERAL SERVICE (21 kw- 100 kw)

DETERMINATION OF KW

For billing purposes, including determination of Monthly Maximum Demands, the kW used in this rate schedule
shall be based on the average kW supplied during the 15-minute period of maximum use during the month as
determined from readings of the Company's meter.

The Average Monthly Maximum Demand shall equal the average of the Monthly Maximum Demands for the May
through October billing cycles, as determined by the Company. If the Monthly Maximum Demands are not available
for all six May through October billing cycles, the Average Monthly Maximum Demand will be based on the
available information. For a new customer, the initial Average Monthly MaximumDemand will be based on the
estimated maximum kW provided by the Customer and approved by the Company.

ADJ USTMENTS

l . The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth in
the Company's Adjustment Schedule EPS-l or successor schedules as approved by the Arizona
Corporation Commission. .

2. The bill is subject to the Power Supply Adjustment factor as set forth in the Company's Adjustment
Schedule PSA-I pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663.

3. The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adjustment Schedule TCA-1 pursuant to Arizona Corporation Commission Decision No. xxxxx.

The bill is subject to the Environmental Improvement Surcharge as set forth in the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation Commission Decision No. xxxxx.

5. The bill is subject to the Competition Rules Compliance Charge as set forth in the Company's
Adjustment Schedule CRCC-1 pursuant to Arizona Corporation Commission Decision No. 67744.

6. Direct Access customers returning to Standard Offer service may be subject to a Returning Customer
Direct Access Charge as set forth in the Company's Adjustment Schedule RCDAC-l pursuant to
Arizona Corporation Commission Decision No. 67744.

7. The Bil] is subject to the Demand Side Management Adjustment charge as set forth 'm the Company's
Adjustment Schedule DSMAC-1 pursuant to Arizona Corporation Commission Decision No. xxxxx.

8. The bill is subject to the applicable proportionate part of any taxes or governmental impositions which
are or may in the fuhlre be assessed on the basis of gross revenues of APS and/or the price or revenue
from the electric energy or service sold and/or the volume of energy generated or purchased for sale
and/or sold hereunder.

CONTRACT PERIOD

For customers with monthly maximum demands greater than 20 and less than or equal to 100 kw, any applicable
contract period will be set forth in the Company's standard agreement for service. At the Company's option, the
contract period will be three (3) years or longer where additional distribution construction is required to serve the
customer or, if no additional distribution construction is required, the contract period will be one (1) year or longer.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager,Regulation and Pricing
Original EffectiveDate: November l, 1983

A.C.C. No. xxzac
Canceling A.C.C. No, 5659

Rate Schedule E-32 S
Revision No. xx
Effective: xxxxx
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RATE SCHEDULE E-32 s
SMALL GENERAL SERVICE (21 kW -. 100 kw)

TERMS AND CONDITIONS

Service under this rate schedule is subject to the Company's Schedule I, Terms and Conditions for Standard Offer
and Direct Access Services and the Compa.ny's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may affect the customer's bill. In addition, service may be subject to special terms
and conditions as provided for in a customer contract or service agreement.

MRIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Fila by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November 1, 1983

AC.C. No. :xxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 S
Revision No. xx

Eifectivez xxxxx
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RATE S CHEDULE E-32 M
MEDIUM GENERAL S ERVICE (101 kW ;  400 kw)

AVAILABILITY

This rate schedule is available inall territory served by the Company at all points where facilities of adequate
capacityand the required phase and suitable voltage are adjacent to the sites served.

APPLICATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is greater than 100 kW and less than or equal to 400 kW permonth.

The Company will place the Customer on the applicable Rate Schedule E-32 XS, E-32 S, E-32 M, or E-32 L based
on the Average Monthly Maximum Demand, as determined by the Company each year. Such placement will occur
in the February billing cycle following the annual determination.

Service must be supplied at one pointof delivery and measured through one meter unless otherwise specified by an
individual alstomer contract.

Rate selection is subject to paragraphs3.2 through 3.5 of the Company'sSchedule 1, Terms and Conditions for
Standard OfferaNd Direct Access Services.

This schedule is not applicable to breakdown, standby, supplemental, residential or resale service nor to service for
which Ralte Schedule E-34 is applicable.

TYPE OF sERvicE

The type of service provided under this schedule will be single or three phase, 60 Hertz, at one standard voltage as
may be selected by customer subject to availability at the customers site. Three phase service is furnished under the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services). Three Shae
service is not furnished for motors of an individual rated capacity of less than 7-1/2 HP, except for exist'mg facilities
or Were total aggregate HP of all connected three phase motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP. Service under this schedule is generally provided at
secondary voltage, primary voltage when thecustomer owns the distribution transformer(s), or transmission voltage.

The bill shall be computed at the following rates or the minimum rates, whichever is greater,.plus any adjustments
incorporated in this rate schedule: . .

Bundled Standard Offer Service

Basic ServiceCharge:
For service through Self-ContainedMeters:
For service through Instrument-RatedMeters:
Forservice at Primary Voltage:
For service at TransmissionVoltage:

s 1,068
s 1.627
s 3.419
s22.91s

per day, or
per day, or
per day, or
per day

ARIZONA PUBLIC SERWCE CQMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Rcgulaticn and Pricing
Original Effective Date: November l, 1983

A.C.C. No. xxxx
Canceling AC.C. No. 5659

Ralf Schedule E-32 M
Revision No. xx

Effective: uucocc

RATES
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May .- October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

$0.l0310per kph for the first 200kph per kw, Plus
$0.06093per kph for all additional kph

$0.08636 per kph for the first 200 kph per kw, plus
$0.0442 per kph for all additional kph

Attachment GAD-5
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RATE S CHEDULE E-32 M
MEDIUM GENERAL S ERVICE (101 kW _ 400 kw)

RATES (cont)

Bundled Standard Offer Service (cont)

Demand Charge:

Secondary Service: s 5.624
s 5.301

per kW for the first 100 kw, plus
per kW for dl additional kw, or

Primary Service: s 4.814
s 4.491

per kW for the first 100 kw, plus
per kW for all additional kw, or

Transmission Service: s 1.297
s 0.974

per kW for the first 100 kw, plus
per kW for all additional kW

Energy Charge:

BundledStandard Offer Serviceconsists of the following Unbundled Components:

Unbundled Standard Offer Service

Basic Service Charge: s 0.601 per day

Revenue Cycle Service Charges:
Metering:

Self-Contained Meters:
Instrmnent-Rated Meters:
Primary:
Transmission:

s 0,345
s 0.904
s 2.696
822.192

per day, or
per day, or
per day, or
per day

These daily metering charges apply to typical installations. Customers requiring specialized facilities are
subject to aciditioual metering charges that reflect the additional cost of the installation, (for example, a
customer taking service at 230 Kv). Adjustments to unbundled metering components will result in an
adjustment to the bundled Basic Service Charge.

Meter Reading: s 0.058 per day

s 0.064Billing:

System Benefits Charge: s 0.00188

per day

per kph

ARIZDNA PUBLIC SERWCE COMPANY
Phoenix, Arizona
Filed by. David J. Rumor
Title: Manager, Regulation and Pricing
Original Effective Date: November l, 1983

A.C.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 M
Revision No. xx

Effective: xxxxx
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May - October Billing Cycles
(Summer)

November- April Billing Cycles
(W°1nter)

$0.09938 per kph for the first 200 kph per kw, plus
$0.0572l per kph for all additional kph

$0.08264 per kph for the first 200 kph per kw, plus
s0.04048 per kph for all additional kph

Attachment GAD-5
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RATE SCHEDULE E-32 M
MEDIUM GENERAL SERVICE (101 kW - 400 kw

RATES (cont)

Unbundled Standard Offer Service (cont)

Delivery Charge:
Secondary Service: s 5.624

s 5.301
s 0.00184

per kW for the 61st 100 kw, plus
per kW for all additional kw, plus
per kph, or

Primary Service: s 4.814
s 4.491
s 0.00184

per kW for the first 100 kw, plus
per kW for all additional kw, plus
per kph, or

Transmission Service: s 1.297
s 0.974
s 0.00184

per kW for the first 100 kw, plus
per kW for all additional kw, plus
per kph

Generation Charge:

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, System Benefits Charge, and Delivery Charge, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services lion a competitive third party supplier. If any revenue cycle services are not available from a third party
supplier and must be obtained &om the Company, the applicable Unbundled Components Revenue Cycle Service
Charges will be applied to the customer's bill.

MINIMUM

The bill for Standard Offer and Direct Access customers will not be less than the applicable Bundled Standard Offer
Service Basic Service charge plus $2.025 for each kW of either: (l) the highest kW established during the twelve '
(12) months ending with the current month; or (2) the minimum kW specified in an agreement for service, whichever
is the greater. i

POWER FACTOK

The customer deviation from phase balance shall not be greater than ten percent (l0%) at any time. Customers
receiving service at.voltage levels below 69 kV shall maintain a power factor of 90% lagging but in nO event leading
unless agreed to by Company. Service voltage levels at 69 kV or aboveshall maintain a power factor ofi 95% at all
times. In situations where Company suspects dart a customer's load has a non-conhrming power factor, Company
may install at its cost, the appropriate Metering to monitor such loads. If the customer's power factor is found to be
non-conforming, the customer will be required to pay the cost of installation and removal of VAR metering and
recording equipment. Customers found to have a non-conforming power factor, or other detrimental conditions shall
be required to remedy problems, or pay for facilities/equipment that Company must install on its system to correct
for problems caused by the customer's load.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Fila by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November l, 1983

A.C.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 M
Revision No. xx

Effective: :canon
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RATE SCHEDULE E-32 M
MEDIUM GENERAL SERVICE (101 kW ¢ 400 kw

POWER FACTOR (cont)

Until such time as the customer remedies the problem to Company satisfaction, kA may be substituted for kW 'm
determining Me applicable charge for billing purposes for each month in which such failure occurs

DETERMINATION OF KW

For billing purposes, including determination of Monthly Maximum Demands, the kW used in this rate schedule
shall be based on the average kW supplied during the 15-minute period of maximum use during the month as
determined from readings of the Company's meter

The Average Monthly Maximum Demand shall equal the average of the Monthly Maximum Demands for theMay
throughOctober billing cycles, as determined by the Company. If the Monthly Maximum Demands are not available
for all six May through October billing cycles, the Average Monthly Maximum Demand will be based on the
available information. For a new customer, the initial Average Monthly Maximum Demand will be bed on the
estimated maximum kW provided by the Customer and approved by the Company

ADIUSTMENT3

1. The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth in
the Company's Adjustment Schedule EPS-1 or successor schedules as approved by the Arizona
Corporation Commission

2. The bill is subject to the Power Supply Adjustment factor as set forth in the Company's Adjustment
Schedule PSA-1 pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663

3. The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adjustment Schedule TCA-l pursuant to Arizona Corporation Commission Decision No. xxxxx

4. The bill is subject to the Environmental Improvement Surcharge as set forth 'm the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation Commission Decision No. xxxxx

5. The bill is subject to the Competition Rules Compliance Charge as set forth in the Company's
Adjustment Schedule CRCC-1 pursuant to Arizona Corporation Commission Decision No. 67744

6. Direct Access customersreturning to Standard OtTer service may be subject to a ReturningCustomer
Direct Access Charge as set forth 'm the Company'sAdjustment ScheduleRCDAC-l pursuant to
Arizona Corporation Commission Decision No. 67744

7. The bill is subject to the Demand Side Management Adjustment charge as set forth in the Company's
Adjustment Schedule DSMAC~l pursuant to Arizona Corporation Commission Decision No. xxxxx

8. The bill is subject to the applicable proportionate part of any taxes or governmental impositions which
are or may in the future be assessed on the basis of gross revenues of APS and/or the price or revenue
from the electn'c energy or service sold and/or the volume of energy generated or purchased for sale
and/or sold hereunder

MRXZONA PUBLIC SERVICE COMPANY
Phoenix. Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
On'ginal Effective Date: November l, 1983

ACC. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 M
Revision No. xx

Effective: xxxxx
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RATE SCHEDULE E-32 M
MEDIUM GENERAL SERVICE (101 kW _ 400 kw)

CONTRACTPERIOD

For customers with monthly maximum detnands greater than 100 and less than or equal to 400 kw, any applicable
contract period will be set forth in the Compares standard agreement for service. At the Company's option, the
contract period will be three (3) years or longer where additional distribution construction is required to serve the
customer or, ifno additional distribution construction is required, die contract period will be one (1) year or longer.

TERMS AND CONDITIONS

Service under this rate schedule is subject to the Company's Schedule 1, Terns and Conditions for Standard Offer
and Direct Access Services and the Cox:npany's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may a5'ect the customer's bill. In addition, service may be subject to special terms
and conditions as provided for in a customer contract or service agreement.

ARIZONA PUBLIC SERVICE COMPANY
Phnaiix, Axiznuma
Filed by. David 1. Rumolo
Title: Mannga, Regulation and Pricing
Original Effective Date: November 1, 1983

A.C_C. No. xxxx
Canceling A.C.C. No. 5659

Rate SchedWe E-32 M
Revision No. xx
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RATE SCHEDULE E-32 L
LARGE GENERAL SERVICE (401 kW +)

AVAILABILITY

This rate schedule is available 'm all territory served by theCompany at all po'mts where facilities of adequate
capacity and the required phase and suitable voltage are adjacent to the sites served.

APPLiCATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is greater Idlan 400 kW per month.

The Company will place the Customer on the applicable Rate Schedule E-32 XS, E-32 S, E-32 M, or E-32 L based
on the Average Monthly Maximum Demand, as determined by the Company each year. Such placement will occur
in the February billing cycle following the annual determination.

Service must be supplied at one point of delivery andmeasuredthrough one meter unless otherwise specified by an
individual customer contract.

Rate selection is subject to paragraphs 3.2 through 3.5 of the Company's Schedule l, Terms and Conditions for
Standard Offer and Direct Access Services.

T'his schedule is not applicable to breakdown, standby, supplemental, residential or resale service nor to service for
which Rate Schedule E-34 is applicable.

TYPE OF SERWCE

The type of service provided under this schedule will be single or three phase, 60Hertz, at one standard voltage as
may be selected by customer subject to availability at the customers site. Three phase service is furnished under the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distxibudon Lines and Services). Wm phase
service isnot furnishedfor motors of an individual rated capacity of less than 7-1/2 HP, except for existing facilities
or where total aggregate HP of all connected three phase motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP. Service under this schedule is generally provided at
secondary voltage, primary voltage when the customer owns the distribution transformer(s), or transmission voltage.

RATES

The bill shall be computed at the following rates or the minimum rates, whichever is greater, plus any adjustments
incorporated in this rate schedule:

Bundled Standard Offer Service

Basic Service Charge:

For service through Self-Contained Meters:
For service through Instrument-Rated Meters:
For service at Primary Voltage:
For service at Transmission Voltage:

s 1.068
s 1.627
$ 3.419
$22.915

per day, or
per day, or
per day, or
per day

ARIZONAPUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
OriginalEffective Date: November l, 1983

A.C.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 L
Revision No. xx

Effective: xxxzioc
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May - October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

$0.09653 per kph for the first 200 kph per kw, plus
$0.0570a per kph for dl additional kph

$0.08088 per kph for the first 200 kph per kw, plus
$0.04142 per kph for all additional kph
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RATE SCHEDULE E-32 L
LARGE GENERAL SERVICE (401 kW +)

BATES (cont)

Bundled StandardOffer Service (cont)

Demand Charge:

Secondary Service: s 5.937
$ 5.596

per kW for the first 100 kw, plus
per kW for all additional kw, or

Primary Service: s 5.195
s 4.854

per kW for the first 100 kw, plus
per kW for all additional kw,or

Transmission Service: s
s

1.460
1.119

per kW for the first 100 kw, plus
per kW for all additional kw.

Energy Charge:

Bundled Standard Offer Service consists of the following Unbundled Components:

Unbundled Standard Offer Service

Basic Service Charge: s 0.601 pe r da y

Revenue Cycle Service Charges:
Metering:

Self-Contained Meters:
Instrument-Rated Meters:
Primary:
Transmission:

s 0.345
s 0.904
$ 2.696
s 22.192

per day, or
per day, or
per day, or
P€I' day

These daily metering charges apply to typical installations. Customers requiring specialized facilities are
subject to additional metering charges that reflect the additional cost of the installation, (for example, a
customer taklulg service at 230 kg). Adjustments to unbundled metering components will result in an
adjustment to the bundled Basic Service Charge.

Meter Reading: s 0.058 per day

$ 0.064Billing:

System Benefits Charge: s 0.00188

per day

per kph

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Dale: November 1, 1983

A.C.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 L
Revision No. xx

Effective: xxxxx
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May - October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

$4.09298 per kph for the first 200 kph per kw, plus
$0.05353 per kph for all additional kph

$0.07733 per kph for the first 200 kph per kw, plus
$0.03787 per kph for all additional kph

Attachment GAD-5
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RATE SCHEDULE E-32 L
LARGE GENERAL SERWCE (401 kW +)

RATES (cont)

Unbundled Standard Offer Service (cont)

Delivery Charge:

Secondary Service: $ 5.937
s 5.596
$ 0.00167

per kW for the first 100 kw, plus
per kW for all additional kw, plus
per kph, or

Primary Service: $ 5.195
s 4.854
s 0.00167

per kW for the first 100 kw, plus
per kW for all additional kw, plus
per kph, or

Transmission Service: s 1.460
$ 1.119
s 0.00167

per kW for the first 100 kw, plus
per kW for all additional kw, plus
per kph

Generation Charge:

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, SysteM Benefits Charge, and Delivery Charge, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services from a competitive third pay supplier. If any revenue cycle services are not available from a third party
supplier and must be obtained from the Company, the applicable Unbundled Components Revenue Cycle Service
Charges will be applied to the customer's bill.

MINIMUM

The bill for Standard Offer and Direct Access customers will not be less than the applicable Bundled Standard Offer
Service Basic Service charge plus S2. 138 for each kW of either: (1) the highest kW established dur'mg the twelve
(12) months ending with the current month; or (2) the minimum kW specified in an agreement for service, whichever
is the greater.

POWER FACTOR

The customer deviation Hom phase balance shall not be greater than ten percent (10%) Ar any time. Customers
receiving service at voltage levels below 69 kV shall maintain a power factor of 90% lagging but in no event leading
unlessagreed to by Company. Service voltage levels at 69 kV or above shall maintain a power factor of i 95% at all
times. In situations whereCompany suspects that a customer's load has a non-confirming power factor, Company
may install at its cost, the appropriate metering to monitor such loads. If the customer's power factor is found to be
non-conforming, the customer will be required to pay the cost of installation and removal of VAR metering and
recording equipment.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: November I, 1983

A.C.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E~32 L
RevisionNo. :ac

E8lective: xxxxx
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RATE SCHEDULE E-32 L
LARGE GENERAL SERVICE (401 kW +)

POWER FACTOR (cont)

Customers found to have a non-conforming power factor, or other detrimental conditions shall be required to remedy
problems, or pay for facilities/equipment that Company must install on its system to correct for problems caused by
the customer's load. Until such time as the customer remedies the problem to Company satisfaction, kA may be
substituted for kW in determining the applicable charge for billing purposes for each month in which such failure
occurs.

DETERMINATION OF KW

For billing purposes, including determination of Monthly Maximum Demands, the kW used in this rate schedule
shall be based on the average kW supplied during the I5-minute period of maximum use during the month as
determined from readings of the Company's meter.

The Average Monthly Maximum Demand shall equal the average of the Monthly Maximum Demands for the May
through October billing cycles, as determined by the Company. If the Monthly Maximum Demands are not available
for all six May through October billing cycles, the Average Monthly Maximum Demand will be based on the
available information. For a new customer, the initial Average Monthly Maximum Demand will be based on the
estimated maximum kW provided by the Customer and approved by the Company.

ADJ USTMENTS

1. The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth in
the Company's Adjustment Schedule EPS-l or successor schedules as approved by the Arizona
Corporation Commission.

2. The bill is subject to the Power Supply Adjustment factor as set forth in the Company's Adjustment
Schedule PSA-l pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663 .

The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adjustment Schedule TCA-l pursuant to Arizona Corporation Commission Decision No. xxxxx.

4. The bill is subject to the Environmental Improvement Surcharge as set forth in the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation Commission Decision No. xxxxx.

5. The bill is subject to the Competition Rules Compliance Charge as set forth 'm the Company's
Adjustment Schedule CRCC-l pursuant to Arizona Corporation Commission Decision No. 67744.

6. Direct Access customers returning to Standard Offer service may be subject to a Returning Customer
Direct Access Charge as set forth in the Company's Adjustment ScheduleRCDAC-I pursuant to
Arizona Corporation Commission Decision No. 67744 .

7. The bill is subject to the Demand Side Management Adjustment charge as set forth in the Company's
Adjustment Schedule DSMAC-l pursuant to Arizona Corporation Commission Decision No. xxxxx.

The bill is subject to the applicable proportionate part of any taxes or governmental impositions which
are or may 'mthe future be assessed on the basis of gross revenues of APS and/or the price or revenue
from the electric energy or service sold and/or the volume of energy generated or purchased for sale
and/or sold hereunder.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Tick: Manager, Regulation and Pricing
OriginalEffective Date: November1, l9B3

AC.C. No. xxxx
Canceling A.C.C. No. 5659

Rate Schedule E-32 L
Revision No. xx

Effective: xxxxx
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RATE SCHEDULE E-32 L
LARGE GENERAL SERVICE (401 kW +)

CONTRACT PERIQD

For customers with monthly maximum demands greater than 400 kw, any applicable contract period will be set forth
in the Company's standard agreement for service. At the Company's option, the contract period will be three (3)
years or longer where additional distribution construction is required to serve the customer or,i f no additional
distribution construction is required, the contract period will be one (l) year or longer.

TERMS AND CONDITIONS

Service under this rate schedule is subject to the Company's Schedule 1, Terms and Conditions for Standard Offer
and Direct Access Services and the Company's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may affect the customer's bill. In addition, service may be subject to special terms
and conditions as provided for 'm a customer contract or service agreement.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumor
Title: Manager, Regulation and Pricing
OriginalEffective Date: November1, 1983

A.C.C. No. :ocxx
Canceling A.C.C. No. 5659
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Revision No. xx
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RATE S CHEDULE E-32TOU XS
TIME OF US E -

E XTR A S MALL GENERAL S ERVICE (0 kW _ 20 kw\

AVAILABILITY

This rate schedule is available in all territory served by the Company at all points where facilities of adequate
capacity and the required phase and suitable voltage are adj agent to the sites served.

APPLICATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is greater than 20 kW and less than or equal to 100 kW per month.

The Company will initially place the Customer on the applicable Rate Schedule E-32TOU XS, E-32TOU S, E-32
TOU M, or E-32TOU L based on the Average Monthly Maximum Demand, as determined by the Company.

The Customer will be billed on Schedule E-32TOU S or E-32TOU XS depending on the On-peak Monthly
Maximum Demand for each billing cycle.

Service must be supplied at one point of delivery and measured through one meter unless otherwise specified by an
individual customer contract.

Rate selection is subject to paragraphs 3.2 through 3.5 of the Company's Schedule l, Terms and Conditions for
Standard Offer and Direct Access Services, and this rate schedule will become effective only alter the Company has
installed the required timed kilowatt/kilowatthour meter.

This schedule is not applicable to breakdown, standby, supplemental, residential or resale service nor to service for
which Rate Schedule E-35 is applicable

TYPE OF SERVICE

The type of service provided under this schedule will be single or three phase, 60 Hertz at one standard voltage as
may be selected by customer subject to availability at the customer/s site. Three phase service is furnished under the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services). Three phase
service is not furnished for motors of an individual rated capacity of less than 7-1/2 HP, except for existing facilities
or where total aggregate HP of all connected three phase motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP.

Service under this schedule is generally provided at secondary voltage; primary voltage when the customer owns the

distribution transforn1er(s), or transmission voltage.

RATES

The bill shall be computed at the following rates or the minimum rates, whichever is greater, plus any adjustments
incorporated 'm this rate schedule:

Basic Service Charge:

For service through Self-Contained Meters
For service through lnstmment-RatJedMeters:
For service at Primary Voltage:
For service at Transmission Voltage:

s 0.624
$ 1.150
s 2.942
$22.438

per day, or
per day, or
per day, or
per day

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumor
Title: Manager, Regulation and Pricing
Original E&bctive Date: April 1, 2005

A.C.C. No. xxxx
Canceling ACC. No. 5660

Rare Schedule E-32TOU XS
Revision No. xx

Effective: xxxxx

Page l  of 5



May -.October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)i

For Secondarv Service:
$0.15110 per kph for the first 5,000 On-Peakkph, plus
S 0.07303 per kph for all additional On-Peak kph, plus
$ 0.11046per kph for the first 5,000 OH'-Peak kph, plus
$0.03720 per kph for all additional OE-Peak kph,or

For Secondarv Service:
S 0. 13480 per kph for the first 5,000 On-Peak kph, plus
S 0.05671 per kph for all additional On-Peak kph, plus
$0.09414 per kph for the first 5,000 Off-Peak kph, plus
S 0.02529 per kph for all additional Off'-Peak kph, orI

For Primary Service:
I $0.12857 per kph for the first 5,000 On-Peak kph, plus
S 0.04792 per kph for all additional On-Peak kph, plus
$ 0.08911 per kph for the first 5,000 Off-Peak kph, plus
S 0.02002 per kph for all additional Off-Peak kph

For Primary Service:
$0.14487 per kph for the first 5,000 On-Peak kph, plus
$0.06424 per kph for all additional On-Peak kph, plus
S0.10543 per kph for the Grst 5,000 Ofl1Peadc kph, plus
$0.03193 per kph for all additional Of?-Peak kph

Attachment GAD-6
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RATE SCHEDULE E-32TOU XS
TIME OF USE

EXTRA SMALL GENERAL SERVICE (0 kW _ 20 k m

RATES (cont)

Bundled Standard Offer Service

Energy Charge

Bundled Standard Offer Service consists of the following Unbundled Components

Unbundled Standard Offer Service

Basic Service Charge s  0 .124 per day

Revenue CycleService Charges
Meten'ng

Self-ContainedMeters
Instrument-Rated Meters

s 0.378
s 0.904
s 2.696
$22.192Transmission

per day, or
per day, or
per day, or
per day

These daily metering charges apply to typical installations. Customers requesting specialized facilities are
subject to additional metering charges that reflect the additional cost of the installation, (for example, a
customer taking service at 230 kV). Adjustments to unbundled metering components will result in an
adjustment to the bundled Basic Service Charge

MeterReading s 0,058 perday

Billing

System Benefits Charge s 0.00188

per day

per kph

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April l, 2005

A.C.C. No. xxxx
Canceling A.C.C. No. 5660

Rate Schedule E-32TOU XS
Revision No. xx

Etfectivez xxxxx
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May - October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

For Secondarv Service:
S 0.04515 per kph for the first 5,000 On-Peak kph, plus
S 0.01172 per kph for all additional On-Peak kph, plus
$0.03720 per kph for the first 5,000 Off-Peak kph plus
$0.00858 per kph for all additional Off-Peak kph, or

For Primary Service:
s 0.03892 per kph for the first 5,000 OH-P¢2.k kph, plus
S 0.00293 per kph for all additional On-Peakkph, plus
S 0.03217 per kph for the first 5,000 OH-Peak kph plus
$0.00331 per kph for all additional off-peak kph

For Secondary Service:
S 0.04507 per kph for the first 5,000 On-Peak kph, plus
$0.01163 per kph for all additional On-Peak kph, plus
$ 0.03712 per kph for the first 5,000 Off-peak kph plus
S 0.00850 per kph for all additional Off-Peak kph, or

For Primary Service:
S 0.03884 per kph for the first 5,000 0n-Peak kph, plus
S 0.00284 per kph for all additional On-Peak kph, plus
S 0.03209 per kph for the first 5,000 Off-Peak kph plus
S 0.00323 per kph for all additional Off-Peak kph

May .. October Billing Cycles
(Summer)

November .- April Billing Cycles
(Winter)

S 0.10407 perk p h for the first 5,000 On-Peak kph, plus
S 0.05943 per kph for all additional On-Peak kph, plus
s 0.07138 per kph for the first 5,000 off-peak kph, plus
$0.02674 per kph for all additional Ofl1Peak kph I

S 0.08785 per kph for the Erst 5,000 On-Peak kph, plus
$0.04320 per kph for all additional On-Peak kph, plus
$0.05514 per kph for the first 5,000 Off-Peak kph, plus
S 0.01491 per kph for all additional Of?-Peak kph
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RATE SCHEDULE E-32TOU XS
TIME OF USE _

EXTRA SMALL GENERAL SERVICE (0 kW _ 20 km

RATES (cont)

Bundled Standard Offer Service (cont\

Delivery Charge :

GenerationCharge:

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, System Benefits Charge, and Delivery Charge, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services from a competitive third party supplier. If any revenue cycle services are not available froma third party
supplier and must be obtained Hom the Company, the applicableUnbundledComponents Revenue Cycle Service
Charges will be applied to the customer's bill.
MINIMUM

The bill for Standard Offer and Direct Access customers will not be less than the applicable Bundled Standard Otter
Service Basic Service Charge.

POWER FACTOR

The customer deviation from phase balance shall not be greater than ten percent (10%) at any time. Customers
receiving service at voltage levels below 69 kg shall maintain a power factor of 90% lagging but in no event leading

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David I. Rumolo
Title: Manager, Regulation and Pricing
Origlmad Effective Date: April 1, 2005

A.C.C. No. :none
Canceling A.C.C. no. 5660

Rate Schedule E-32TOU xs
Revision No. xx

Effective: wccxx
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RATE SCHEDULE E-32TOU XS
TIME OF USE _

EXTRA SMALL GENERAL SERWCE (0 kW _ 20 ow

POWER FACTOR (cont)

unless agreed to by Company. Service voltage levels at 69 kV or above shall maintain a power factor ofi 95% at all
times. In situations where Company suspects that a customer's load has a non-confimiing power factor, Company
may install at its cost, the appropriate metering to monitor such loads. If the customer's power factor is found to be
non-conforming, the customer will be required to pay the cost of installation and removal of VAR metering and
recording equipment.

Customers found to have a non-conforming power factor, or other detrimental conditions shall be required toremedy
problems, or pay for facilities/equipment that Company must install on its system to correct for problems caused by
the customer's load. Until such time as the customer remedies the problem to Company satisfaction, kA may be
substituted for kW in determining the applicable charge for billing purposes for each month in which such failure
occurs.

DETERMINATION OF KW

For billing purposes, the kW used in dis rate schedule shall be based on the average kW supplied during the
15-minute period ofmaximurn use during the On-Peak and Off-Peak periods during the billing period, as determined
li'om readings of the Company's meter.

Monthly Maximum Demand will bebasedon the highest average kW supplied during the 15-minute period during
either the On-Pedc or Off-Peak hours of the billing period, as determined from readings of the Company's meter.

On-peak Monthly MaximumDemandwill be based on the highest average kW supplied during the 15-minute period
during the On-peadc hours of the billing period, as determined from readings of the Company's meter.

The Average Monthly MaximumDemandshall equal the average of the On-pealk Monthly Maximum Demands for
the May through October billing cycles, as determined by the Company. If the On-pedc Monthly Maximum
Demands are not available for all six May through October billing cycles, the Average Monthly Maximum Demand
will be based on the available information. For a new customer, the initial Average Monthly MaximumDemandwill
be based on the estimated maximum On-peak kW provided by the Customer and approved by theCompany.

TIME PERIODS

Time periods applicable to usage under this rate schedWe are as follows:

On-Peak hours :
Off-Peak hours:

l1:00 am - 9:00 pm Monday through Friday
All remaining hours

Mountain Standard Time shall be used in the application of this rate schedule.

ADJUSTMENTS

1. The Environmental Portfolio Surcharge shall be applied to everyretail electric service as set forth in
the Company's Adjustment Schedule EPS-1 or successor schedules as approved by the Arizona
Corporation Commission.

2. The bill is subject to the Power Supply Adjustment factor as set forth in the Company's Adjustment
Schedule PSA-l pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663 .

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by' David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April 1, 2005

A.C.C. No. xxxx
Canceling A.C.C. No. 5660
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Effective: xxxxx
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RATE S CHEDULE E-32TOU XS
TIME OF US E -

EXTRA S MALL GENERAL S ERVICE (0 kW _ 20 www

ADJUSTMENTS (cont)

3. The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adjustment Schedule TCA-1 pursuant to Arizona Corporation Commission Decision No. mtxxxx.

4. The bill is subject to the Environmental Improvement Surcharge as set forth in the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation Commission Decision No. xxxxx.

5. The bill is subject to the Competition Rules Compliance Charge as set forth in the Company's
Adjustment Schedule CRCC-1 pursuant to Arizona Corporation Commission Decision No. 67744.

6. Direct Access customers returning to Standard Offer service may be subject to a Returning Customer
Direct Access Charge as set forth 'm the Company's Adjustment Schedule RCDAC-1 pursuant to
Arizona Corporation Commission Decision No. 67744 .

7. The bill is subject to the Demand Side Management Adjustment charge as set forth 'm the Company's
Adjustment Schedule DSMAC-l pursuant to Arizona Corporation Commission Decision No. xxxxx.

s. The bill is subject to the applicable proportionate part of any taxes or governmental impositions which
are or may in the future be assessed on the basis of gross revenues of APS and/or the price or revenue
from the electric energy or service sold and/or the volume of energy generated or purchased for sale
and/or sold hereunder.

CONTRACT PERIOD

For customers with monthly maximum demands less than 20 kw, any applicable contract period will be set forth in
the Company's standard agreement for service. At the Company's option, the contract period will be three (3) years
or longer where additional distribution construction is required to serve the customer or, if no additional distribution
construction is required, the contract period will be one (1) year or longer.

TERMS ANDCONDITIONS

Service under this rate schedule is subject to the Company's Schedule 1, Terms and Conditions for Standard Offer
and Direct Access Services and the Company's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may aITect the customer's bill. In addition, service may be subj et to special terms
and conditions as provided for in a customer contract or service agreement.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager,.Regulation and Pricing
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RATE SCHEDULE E-32TOU S
TIME OF USE _

SMALL GENERAL SERVICE (21 kW _ 100 kw)

AVAILABILITY

This rate schedule is available in all territory served by the Company at all points where facilities of adequate
capacity and the required phase and suitable voltage are adjacent to the sites served.

APPLICATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is greater than 20 kW and less than or equal to 100 kW per month.

The Company will place the Customer on the applicable Rate Schedule E-32TOU XS, E-32TOU S, E-32TOU M, or
E-32TOU L based on the Average Monthly Maximum Demand, as determined by the Company eachyear. Such
placement will occur in the February billing cycle following the annual determination.

Customers will be billed on Schedule E-32 S or E-32 XS depending on the On-peak Monthly Maximum Demand for
each billing cycle.

Service must be supplied at one point of delivery and measured through one meter unless otherwise specified by an
individual customer contract.

Rate selection is subject to paragraphs 3.2 through 3.5 of the Company's Schedule l, Terms and Conditions for
Standard Offer and Direct Access Services, and this rate schedule will become effective only after the Company has
installed the required timed kilowatt/kilowatthour meter.

This schedule is not applicable to breakdown, standby, supplemental, residential or resale service nor to service for
which Rate ScheduleE-35 is applicable.

TYPE OF SERVICE

The type of service provided under this schedule will be single or three phase, 60 Hertz, at one standard voltage as
may be selected by customer subject to availability at the customer's site. Three phase service is furnished under the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services). Threephase
service is not furnished for motors of an individual rated capacity of less than 7-1/2 HP, except for existing facilities
or where total aggregate HP of all connected three phase Motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP.

Service under this schedule is generally provided at secondary voltage; primary voltage when the customer owns ire
distribution t1ansformer(s), or transmission voltage.

RATES

The bill shall be computed at the following rates or the minimum rates, whichever is greater, plus any adjustments
incorporated in this rate schedule:

Basic Service Charge:

For service through Self-Contained Meters:
For service through Instrmnent-Rated Meters:
For service at Primary Voltage:
For service at Transmission Voltage:

s L l o l
s 1.627
s 3.419
$22,915

per day, or
per day, or
per day, or
per day

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filedby: DavidJ. Rumor
Title: Manager, Regulation and Pricing
Driginal EffectiveDate: April1,2005

A.C.C. No. Joan:
Canceling A.C.C. No. 5660
Rate Schedule E-32 TOU S

Revision No, x
Effective: icixxx
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May ...October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

S 0.07223 per kph during On-Peak hours, plus
S 0.05732 during Off-Peak hours

$0.05525 per kph doling On-Peak hours, plus
S 0.04035 during Off-PeaLk hours
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RATE S CHEDULE E-32TOU s
T'IME OF USE _

S MALL GENERAL S ERVICE (21 kW _ 100 kw)

RATES (cont)

Bundled Standard Offer Service

DemandCharge:

Secondary Service: S 10.540 per kW for the fist 100 On-PeaLk kw, plus
$ 6.652 per kW for all additional On-Peak kw, plus
S 4.7.55 per kW for the fist 100 Off-Ped< kw, plus
$ 2.648 per kW for all additional Off-Peak kW

Primary Service: S 9.661 per kW for the f i s t 100 On-Peadc kw, plus
S 6.503 per kW for all additional On-Peak kw, plus
$ 3.865 per kW for the first 100 Off-Peak kw, plus
S 2.519 per kW for all additionalOff-Peak kW

Energy Charge:

BundledStandard Offer Service consists of the followingUnbundled Components:

Unbundled StandardOffer Service

Basic Service Charge: s 0.601 per day

Revenue Cycle Service Charges:
Metering:

Self-Contained Meters:
Instrument-Rated Meters :
Primary:
Transmission:

$ 0.378
s 0.904
$ 2.696
S 22.192

per day, or
per day, or
per day, or
per day

These daily metering charges apply to typical installations. Customers requesting specialized facilities are
subject to additional metering charges that reflect die additional cost of the installation, (for example, a
customer taking service at 230 kV). Adjustments to unbundled metering components will result in an
adj vestment to the bundled Basic Service Charge.

MeterReading: s 0.058 per day

Billing: S 0.064 per day

System Benefits Charge: s 0.00188 pe r kph

ARIZONA PUBLIC SERWCE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April 1, 2005

A.C.C. No. xxxx
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Effective: xxxxx
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May .- October Billing Cycles
(Summer)

November .. April Billing Cycles
(Winner)

S 1.800 per On-Peak kw, plus
S0.685 per Off-Peak kw, plus

S 0.05337 per kph during On-peak hours, plus
S 0.03847 per kph during Off-Peak hours

S 1.800 per On-Peakkw, plus
S 0.685 per Off-Peak kw, plus

S 0.07035 per kph during On-Peak hours, plus
$0.05544 per kph during Off-Peak hours
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RATE SCHEDULE E-32TOU s
TIME OF USE _

SMALL GENERAL SERVICE (21 kW _ 100 kw)

RATES (cont)

Unbundled Components (cont)

Delivery Charge :

Secondary Service: s 8.740
s 4.852
s 4.070
s 1.963

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-PeaLk kw, plus
per kW for the first 100 Of?-Peadt kw, plus
per kW for all additional Off-Peak kw, plus

Primary Service: $ 7.861
$ 4.703
$ 3.180
s 1.834

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the first 100 Off-Peak kw, plus
per kW for all additional OH'-peak kw, plus

Generation Charge:

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, System Benefits Charge, and Delivery Charge, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services 'from a competitive third party supplier. If any revenue cycle services are not available firm a third party
supplier and must be obtained 'from the Company, the applicable Unbundled Components Revenue Cycle Service
Charges will be applied to the customer's bill.

MINIMUM

The bill for Standard Offer and Direct Access customers will not be less than the applicable Bundled Standard Offer
Service Basic Service Charge plus $2. l97 for each of either: (1) the highest On-Peak kW established during the
twelve (12) months ending with the current month; or (2) the minimum kW specified in an agreement for service,
whichever is the greater.

POWER FACTOR

The customer deviation from phase balance shall not be greater than ten percent (10%) at any time. Customers
receiving service at voltage levels below 69 kV shall maintain a power factor of 90% lagging but in no event leading
unless agreedto by Company. Service voltage levels at 69 kV or above shall maintain a power factor of i 95% at all
times. In situations where Company suspects that a customer's load has a non-confirming power factor, Company
may install at its cost, the appropriate metering to monitor such loads. lathe customer's power factor is found to be
non-conforming, the customer will be required to pay the cost of installation and removal of VAR metering and
recording equipment.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David I. Rmnolo
Title: Manager, Regulation and Pricing
Driginal Effective Date: April l, 2005

A.C.C. No. xxxx
Canceling A.C.C. No. 5660
Rate Schedule E-32 TOU S

Revision No. x
Effective: uacxxx
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RATE SCHEDULE E-32TOU s
TIME OF USE _

SMALL GENERAL SERVICE (21 kW _ 100 kw)

POWER FACTOR (cont)

Customers found to have a non-conforming power factor, or other detrimental conditions shall be required to remedy
problems, or pay for facilities/equipment that Company must install on its system to correct for problems caused by
the customer's load. Until such time as the customer remedies the problem to Company satisfaction, kA may be
substituted for kW in determining the applicable charge for billing purposes for each month in which such failure
occurs.

DETERMINATION OF KW

For billing purposes, the kW used in this rate schedule shall be based on the average kW supplied during the
15-minute period ofmaxirnum use during the On-Peak and Off1Peak periods during the billing period, as determined
from readings of the Company's meter.

Monthly Maximum Demand will be bed on the highest average kW supplied during the l5-minute period during
either mc On-Peak or OH'-Peak hours of the billing period, as determined from readings of the Company's meter.

On-peak Monthly Maximum Demand will be based on the highest average kW supplied during the l 5-m'mute period
during the On-peak hours of the billing period, as determined from read'mgs of the Company's meter.

The Average Monthly Maximum Demand shall equal the average of the On-peak Monthly Maximum Demands for
the May through October billing cycles, as determined by the Company. If the On-peak Monthly Masdmuin
Demands are not available for all six May through October billing cycles, the Average Monthly Maximum Demand
will be based on the available information. For a new customer, the initial Average Monthly Maximum Demand will
be based on the estimated maximum On-peak kW provided by the Customer and approved by the Company.

TIME PERIODS

Time periods applicable to usage under this rate schedule are as follows:

On-Peakhours:
OrT-Peak hours:

11:00 am - 9:00 pm Monday through Friday
All remaining hours

Mountain Standard Time shall be usedin the application of this rare schedule.

ADJ USTMENTS

1. The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth in
the Company's Adjustment Schedule EPS-1 or successor schedules as approved by the Arizona
Corporation Commission.

2. The bill is subject to the Power Supply Adjustment factor as set forth in the Colnpany's Adjustment
Schedule PSA-1 pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663 .

The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adjustment Schedule TCA-1 pursuant to Arizona Corporation Commission Decision No. xxxxx.

ARIZONA PUBLIC SERVICE COMPANY
immix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April l, 2005

A.C.C. No. xxx
Canceling AC.C. No. 5660
Rate Schedule E-32 TOU S

Revision No. x
Eifectivez xxxxx
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RATE SCHEDULE E-32TOU S
TIME OF USE -

SMALL GENERAL SERVICE (21 kW - 100 kw)

ADJUSTMENTS (cont)

4. The bill is subject to the Environmental Improvement Surcharge as set forth in the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation Commission Decision No. xxxxx.

5. The bill is subject to the Competition Rules Compliance Charge as set forth 'm the Company's
Adjustment Schedule CRCC-1 pursuant to Arizona Corporation Commission Decision No. 67744.

6. Direct Access customers lemming to Standard Offer service may be subject to a Returning Customer
Direct Access Charge as set forth in the Company's Adjustment Schedule RCDAC-1 pursuant to
Arizona Corporation Commission Decision No. 67744.

7. The bill is subject to the Demand Side Management Adjustment charge as set forth 'm the Compa.ny's
Adjustment Schedule DSMAC-l pursuant to Arizona Corporation Commission Decision No. xxxxx.

8. The bill is subject to the applicable proportionate part of any taxes or governmental impositions which
are or may in the future be assessed on thebasis of gross revenues ofAPS and/or the price or revenue
from the electrl'c energy or service sold and/or the volume cf energy generated or purchased for sale
and/or soldhereunder.

CONTRACT PERIOD

For customers with monthly maximum demands greater than 20 and less than 100 kw, any applicable contract
period will be set forth in the Company's standard agreement for service. At the Company's option, the contract
period will be three (3) years or longer where additional distribution construction is required to serve the customer
or, if no additional distribution construction is required, the contract period will be one (1) year or longer.

TERMS AND CONDITIONS

Service under this rate schedule is subject to the Company's Schedule l, Terms and Conditions for Standard Offer
and Direct Access Services and the Company's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may affect the customer's bill. In addition, service may be subject to special rems

and conditions as provided for in a customer contract or service agreement.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J, Rumolo
Title: Manager, Regulation and Pricing
OriginalEffective Date: April1, 2005

A.C.C. No. xxxx
Canceling A.C.C. No. 5660
Rare Schedule E-32 TOU s

Revision No. x
Effective: xxxxx
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RATE SCHEDULE E-§2ToU M

TIME OF US E
MEDIUM GENERAL S ERVICE (101 kW - 400 kw)

AVAILABILITY

This rare schedule is available 'm all territory served by the Company at all points where facilities of adequate
capacity and the required phase and suitable voltage are adj cent to the sites served

APPLICATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is greater than 100 kW and less than or equal to 400 kW per month

The Company will place the CustOmer on the applicable Rate Schedule E-32TOU XS, E-32TOU S, E-32TOU M, or
E-32TOU L based on the Average Monthly Maximum Demand, as determined by the Company each year. Such
placement will occur in theFebruary billing cycle following the annual determination

Service must be supplied at one point of delivery and measured through one meter unless otherwise specified by an
individual Customer contract

Rate selection is subject to paragraphs 3.2 through 3.5 of the Company's Schedule l, Terms and Conditions for
Standard Offer and Direct Access Services, and this rate schedule will become effective only otter the Company has
installed the requir.edtMed kilowatt/kilowatthour meter

This schedule is not applicable to bredcdown, standby, supplemental, residential or resale service nor to service for
which Rate Schedule E-35 is applicable

TYPE OF SERVICE

The type of service provided under this schedule will be single or three phase, 60 Hertz, at one standard voltage as
may be selected by customer subject to availability at the customer's site. Three phase service is furnishedunder the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services). Three phase
service is not furnished for motors of an individual rated capacity of less than 7- 1/2 HP, except for existing facilities
or where total aggregate HP of all connected three phase motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP

Service under this schedule is generally provided at secondary voltage, primary voltage when the customer owns the
distribution tJ'ansformer(s), or transmission voltage

The bill shall be computed at the following rates or the minimum rates, whichever is greater, plus any adjustments
incorporated in this rate schedule

Bundled Standard Offer Service

Basic Service Charge

For service through Self-Contained Meters
For service through Instrument-Rated Meters
For service at Primary Voltage
For service at Transmission Voltage

s 1.101
s 1.627
s 3.419
s 22.915

per day, or

per day, or
per day, or
per day

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April 1, 2005

A.C.C. No. :ocxx
Canceling AC.C. No. 5660
Rate Schedule E-32TOU M

Revision No. x
Elective: xxxxx
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May .- October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

S 0.06994 per kph during On-Peak hours, plus
$0.05552 during Off-Peak hours

S0.05352 per kph during On-Peak hours, plus
$ 0.03910 during Off-Peak hours

Attachment GAD-6
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RATE S CHEDULE E-32TOU M
TIME OF US E _

MEDIUM GENERAL S ERVICE (101 kW ._ 400 kw)
RATES (cont)

Bundled Standard Offer Service (cont)

Demand Charge:

Secondary Service: $ 11.036
$ 6.989
s 4.803
$ 2.674

per kW for the fist 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the 'first 100 Off-Peakkw, plus
per kW for all additional Off-Peak kW

PmiInary Service: $ 10. 157 per kW for the first 100 On-Peak kw, plus
$ 6.84 per kW for all additional On-Peak kw, plus
$ 3.913 per kW for the first 100 Off-Peakkw, plus
$ 2.545 per kW for all additional Off-peak kW

TransmissionService: s 6.375
s 5.989
3 2.411
s 2.325

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the first 100 Off-Peak kw, plus
per kW for all additional Off-Peak kW

Energy Charge :

Bundled Standard Offer Service consists of the following Unbundled Components:

Unbundled Standard Offer Service

Basic Service Charge: s  0 .6 0 1 per day

Revenue Cycle Service Charges:
Metering:

Self-Contained Meters:
Instrument-Rated Meters:
Primary:
Transmission:

s 0.378
$ 0.904
s 2.696
$ 22.192

per day, or
per day, or
per day, or
per day

Thesedaily metering charges apply to typical installations. Customers requesting specialized facilities are
subject to additional metering charges that reflect the additional cost of the installation, (for example, a
customer taking service at 230 kg). Adjustments to.\mbundled metering components will result in an
adjustment to the bundled Basic Service Charge.

ARIZONA PUBLIC SERWCE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulationand Pricing
Original EffectiveDate: April 1,2005

A.C.C. No. loco(
CancelingA.C.C. No. 5660
Rate Schedule E-32TOUM

Revision No.x
Effective: xxxxx
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May - October Billing Cycles
(Summer)

I November - April Billing Cycles
(Winter)

$0.578 per On-Peak kw, plus
S 0.220 per Off-Peak kw, plus

S 0.06806 per kph during On-Peak hours, plus
S 0.05364 per kph during Off-Peak hours I _

S 0.578 per On-Peak kw, plus
$ 0.220 per Off-Peak kw, plus

S0.05164 per kph during On-Peak hours, plus
$0.03722 r kph during Off-Peak hours

Attachment GAD-6
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RATE S CHEDULE E-32TOU M
TIME OF US E _

MEDIUM GENERAL S ERVICE (101 kW -_ 400 kw)
RATES (cont)

Unbundled Components (cont)

Revenue Cycle Service Charges (cont)

Meter Reading: $ 0.058 per day

Billing: s 0.064

System Benefits Charge: s 0.00188

per day

per kph

Delivery Charge :

Secondary Service: $10.458
s 6.411
s 4.583
s 2.454

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the first 100 Off-Peak kw, plus
per kW for all additional Oftl~Peak kw, plus

Primary Service: $ 9.579
$ 6.262
$ 3.693
s 2.325

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-Pedt kw, plus
per kW for the first 100 Off-Peak kw, plus
per kW for all additional Off-peak kw, plus

Transmission Service: s 5.797
s 5,411
s 2.191
$ 2.105

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the first 100 Off-PeaLk kw, plus
per kW for all additional Off-Peadc kw, plus

Generation Charge:

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, System Benefits Charge, and Delivery Chage, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services loom a cornpetidve third party supplier. If any revenue cycleservices are not available from a third party
supplier and must be obtained Hom the Company, the applicable Unbundled Components Revenue Cycle Service
Charges will be applied to the customer's bill.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Find by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April l, 2005

ACC. No. Jocxx
Canceling A.C.C. No. S660
Rate Schedule .E.32TOU M

Revision No. x
Effective: Jcocix
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RATE S CHEDULE E-32TOU M
TIME OF US E -

ME DIUM G E NE RAL S ERVICE (101 kW - 400 km

MINIMUM

The bill for Standard Offer and Direct Access customers will not be less than the applicable Bundled Standard Offer
Service Basic Service Charge plus $2.184 for each of either: (1) the highest On-Peak kW established during the
twelve (12) months ending with the current month, or (2) the minimum kW specified in an agreement for service,
whichever is the greater.

POWER FACTOR

The customer deviation from phase balance shall not be greater than ten percent (l0%) at any time. Customers
receiving service at voltage levels below 69 kV shall maintain a power factor of 90% lagging but in no event leading
unless agreed to by Company. Service voltage levels at 69 kV or above shall maintain a power factor oft 95% at all
times. In situations where Company suspects that a customer's load has a non-confirming power factor, Company
may `mstall at its cost, the appropriate metering to monitor such loads. If the customer's power factor is found to be
non-conforming, the customer will be required to pay the cost of installation and removal of VAR metering and
recording equipment.

Customers found to have a non-conforming power factor, or other detrimental conditions shall be required to remedy
problems, or pay for facilities/equipment that Company must install on its system to correct for problems caused by
the customer's load. Until such time as the customer remedies the problem to Company satisfaction, kA may be
substituted for kW in determining the applicable charge for billing purposes for each month in which such failure
occurs.

DETERMINATION OF KW

For billing purposes, the kW used in this rate schedule shall be based on the average kW supplied during the
I5-minute period of maximmn use during the On-Peak and Off-Peak periods during the billing period, as determined
'dam readings of the Company's meter.

Monthly Maximum Demand will be based on the highest average kW supplied during the 15-minute period during
either the On-Peak or ofsreak hours of the billing period, as determined from readings of the Company's meter.

On-peak Monthly Maximum Demand will be based on the highest average kW supplied during the 15-minute period
during the On-peak hours of the billing period, as determined from readings of the Company's meter.

The Average Monthly Maximum Demand shall equal the average of the On-peak Monthly Maximum Demands for
the May through October billing cycles, as determined by the Company. If the On-peak Monthly Maximum
Demands are not available for all six May through October billing cycles, the Average Monthly Maximum Demand
will be based on the available information. For a new customer, the initial Average Monthly Maximum Demand will
be based on the estimated maximmn On-peak kW provided by the Customer and approved by the Company.

TIME PERIODS

Time periods applicable to usage under this rate schedule are as follows:

On-Peak hours:
Off-Peak hours:

11:00 am - 9:00 pm Monday through Friday
All remaining hours

Mounta°m Standard Time shall be used in the application of this rate schedule.

ARIZONA PUBUC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Dale: April 1, 2005

A.C.C. No. xxx
Canceling A.C.C. No. 5660
Rate Schedule E-32TOU M

Revision No. x
Effective; xxxxx
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RATE S CHEDULE E-32TOU M
TIME OF US E

MEDIUM GENERAL S ERWCE (101 kW 4 0 0  k w

ADJ USTMENTS

1. The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth in
the Company's Adjustment Schedule EPS-l or successor schedules as approved by the Arizona
Corporation Commission

2. The bill is subject to the Power Supply Adjustment factor as set forth in the Company's Adjustment
Schedule PSA-l pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663

3. The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adj vestment Schedule TCA-l pursuant to Arizona Corporation Commission Decision No. xxxxx

4. The bill is subject to the Environmental Improvement Surcharge as set forth in the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation Commission Decision No. xxxxx

5. The bill is subject to the Competition Rules Compliance Charge as set forth in the Compa.ny's
Adjustment Schedule CRCC-l pursuant to Arizona Corporation Commission Decision No. 67744

6. Direct Access customers returning to Standard Offer service may be subject to a Returning Customer
Direct Access Charge as set forth in the Company's Adjustment Schedule RCDAC-1 pursuant to
Arizona Corporation Commission Decision No. 67744

7. The bill is subject to the Demand Side Management Adjustment charge as set forth in the Company's
Adj ustrnent Schedule DSMAC-1 pursuant to Arizona Corporation Commission Decision No. xxxxx

s. The bill is subject to the applicable proportionate part of any taxes or govemrnental impositions which
are or may in the future be assessed on the basis of gross revenues ofAPS and/or the price or revenue
'firm the electric energy or service sold and/or the volume of energy generated or purchased for sa.le
and/or sold hereunder

CONTRACTPERIOD

For customers with monthly maximum demands greater than 100 and less than 400 kw, any applicable contract
period will be set forth in the Company's standard agreement for service. At the Company's option, the contract
period will be three (3) years or longer where additional distribution construction is required to serve the customer
or, if no additional distribution construction is required, the contract period will be one (I) year or longer

TERMS AND CONDITIONS

Service under this rate schedule is subject to the Company's Schedule 1, Terms and Conditions for Standard Offer
and Direct Access Services and the Company's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may affect the customer's bill. In addition, service may be subject to special terms
and conditions as provided for in a customer contract or service agreement

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by. David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April l, 2005

AC.C. No. iczxx
Canceling A.C.C. No. 5660
Rate Schedule E-32TOUM

Revision No. x
Eifectivez iccccc

Page5 ot"5



Attachment GAD-6
Page 16 of 20

R.ATE SCHEDULE E-32TOU L
TIME OF USE _

LARGE GENERAL SERVICE (401 kW +)
AVAILABILITY

This rate schedule is available in all territory served by the Company at all points where facilities of adequate
capacity and the required phase and suitable voltage are adjacent to the sites served.

APPLICATION

This rate schedule is applicable to all Standard Offer and Direct Access customers whose Average Monthly
Maximum Demand is greater than 400kW per month.

The Company will place the Customer on the applicable Rate Schedule E-32TOU XS, E-32TOU S, E-32TOU M,. or
E-32TOU L based on the Average Monthly Maximum Demand, as determined by the Company each year. Such
placement will occur in the February billing cycle following the annual determination.

Service must be supplied at one point of delivery and measured through one meter unless otherwise specified by an
individual customer contract. .

This rate schedule is applicable to all Standard Offer and Direct Access electric service required when such service is
supplied at one point of delivery and measured through one meter. Rate selection is subject to paragraphs 3.2
through 3.5 of the Company's Schedule I, Terms and Conditions for Standard Offer and Direct Access Services, and
this rate schedule will become effective only otter the Company has installed the required timed
kilowatVkilowatthour meter.

This schedule is not applicable to breakdown, standby, supplemental, residential or resale service nor to service for
which Rate Schedule E-35 is applicable.

TYPE OF SERVICE

The type of service provided under this schedule will be single or three phase, 60 Hertz, at one standard voltage as
may be selected by customer subject to availability at the customer's site. Three phase service is furnished under the
Company's Schedule 3 (Conditions Governing Extensions of Electric Distribution Lines and Services). Three phase
service is not furnished for motors of an 'individual rated capacity of less than 7-1/2 HP, except for existing facilities
or where total aggregateHP of all connected three phase motors exceeds 12 HP. Three phase service is required for
motors of an individual rated capacity of more than 7-1/2 HP.

Service under this schedule is generally provided at secondary voltage, primary voltage when the customer owns the
distribution t1ansformer(s), or transmission voltage.

RATES

The bill shall be computed at the following rates or the minimum rates, whichever is greater, plus any adjustments
incorporated in this rate schedule:

Bundled Standard Offer Service

Basic Service Charge:

For service through Self-Contained Meters:
For service through Instrument-Rated Meters:
For service at Primary Voltage:
For service at Transmission Voltage:

s 1.101
s 1.627
s 3.419
s 22.915

per day, or
per day, or
per day, or
per day

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: Apdl 1, 2005

A.C.C. No. xxxx

Canceling A.C.C. No. 5660

Rate Schedule E-32TOU L

Revision No. x

Effective: locxxx
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May - October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

$ 0.07718 per kph during On-Peak hours, plus
S 0.06123 during Off-Peak hours

$0.05901 per kph during On-Peak hours, plus
S 0.04306 during Off-Peak hours

Attachment GAD-6
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RATE S CHEDULE E-32TOU L

TIME OF US E _
LARGE GENERAL S ERVICE (401 kW +\

RATES (cont)

Bundled Standard Offer Service (cont)

Demand Charge:

Secondary Service: $ 8.432 per kW for the first 100 On-Peak kw, plus
S 5. 178 per kW for all additional On-Peak kw, plus
$ 8.804 per kW for the first 100 Off-Peak kw, plus
S 2.177 per kW for all additional Old"-Peak kW

Primary Service: $ 7.553 per kW for the list 100 On-Peak kw, plus
$ 5.029 per kW for all additional On-Peak kw, plus
S 2.914 per kW for the first 100 Off-Peak kw, plus
$ 2.048 per kW for adj additional Off-Peak kW

Transmission Service: S 3.771 per kW for the first 100 On-peak kw, plus
S 4.178 per kW for all additional On-Peak kw, plus
S 1.412 per kW for the first 100 Off-Peak kw, plus
$ 1.828 per kW for all additional Off-peak kW

Energy Charge:

Bundled Standard Offer Service consists of the following Unbundled Components:

Unbundled Standard Offer Service

Basic Service Charge: s  0 .601 per day

Revenue Cycle Service Charges*
Metering: ,

Self-Contained Meters:
Instrument-Rated Meters:
Prilnary:
Transmission:

s 0.378
s 0.904
$ 2.696
s 22.192

per day, or
per day, or
per day, or
per day

These daily metering charges apply to typical installations. Customers requesting specialized facilities are
subject to additional metering charges that reflect the additional cost of die installation, (for example, a
customer taking service at 230 kV). Adjustments to unbundled metering components will result in an
adjustment to the bundled Basic Service Charge.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J, Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April l, 2005

AC.C. No. xxxx
Canceling A.C.C. No. 5660
Rate Schedule E-32TOU L

Revision No. x
Eifectivez xxxxx

AE

Page 2 of 5



Attachment GAD-6

Page 18 of 20
RATE SCHEDULE E-32TOU L

TIME OF USE
LARGE GENERAL SERVICE (401 kW +)

RATES (cont)

Unbundled Components (cont)

Revenue Cycle Service Charges (cont)

Meter Reading $ 0.058 per day

s 0.064 per dayBilling

System Benefits Charge

Delivery Charge

Secondary Service

s 0.00188

s 8.131
s 4.877
s 3.689

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the first 100 Off-Peak kw, plus
per kW for all additional Off-Peak kw, plus

Primary Service s 7.252
s 4.728
s 2.799
s 1.933

per kW for the fust 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the fust 100 Off-Peak kw, plus
per kW for all additional OH-Peak kw, plus

Transmission Service $ 3.470
s 3.877
$ 1.297
s 1.713

per kW for the first 100 On-Peak kw, plus
per kW for all additional On-Peak kw, plus
per kW for the first 100 Off-Peak kw, plus
per kW for all additional Off-Peak kw, plus

Generation Charge

DIRECT ACCESS

The bill for Direct Access customers under this rate schedule will consist of the applicable Unbundled Components
Basic Service Charge, System Benefits Charge, and Delivery Charge, plus any applicable adjustments incorporated
in this schedule. Direct Access customers must acquire and pay for generation, transmission, and revenue cycle
services from a competitive third party supplier. If any revenue cycle services are not available from a third party
supplier and must be obtained from the Company, the applicable Unbundled Components Revenue Cycle Service
Charges will be applied to the customer's bill

ARIZONA PUBLIC SERVICE COMPANY
Phoenix. Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Orig'malEffective Date: April l,2005

A.C.C. No. xxxx
CancelingA.C.C. No. 5660
Rate Schedule E-32TOUL

Revision No. x
Effective: xxxxx
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RATE S CHEDULE E-32TOU L
TIME OF US E

LARGE GENERAL S ERVICE (401 kW +)
MINIMUM

The bill for Standard Offer and Direct Access customers will not be less than the applicable Bundled Standard Offer
Service Basic Service Charge plus $2.269 for eachof either: (1) the highest On-Peak kW established during the
twelve (12) months ending with the current month; or (2) the minimum kW specified in an agreement for service
whichever is the greater

POWER FACTOR

The customer deviation Hom phase balance shall not be greater than ten percent (10%) at any time. Customers
receiving service at voltage levels below 69 kV shall maintain apower factor of 90% lagging but in no event leading
unless agreed to by Company. Service voltage levels at 69kV or above shall maintain a power factor of _+ 95% at all
times. [n situations where Company suspects that a customer's load has a non-confinning power factor, Company
may install at its cost, the appropriate metering to monitor such loads. If the customer's power factor is found to be
non-conforming, the customer will be required to pay the cost of installation and removal of VAR metering and
recording equipment

Customers found to have a non-conforming power factor, or other detrimental conditions shall be required to remedy
problems, or pay for facilities/equipment that Company must install on its system to correct for problems caused by
the customer's load. Until such time as the customer remedies the problem to Company satisfaction, kA may be
substituted for kW in determining the applicable charge for billing purposes for each month in which such failure

DETERMINATION OF KW

For billing purposes, the kW used in this rate schedule shall be based on the average kW supplied during the
15-minute period of maximum use during the On-Peak and Off-Peak periods during the billing period, as determined
5'om readings of the Company's meter

Monthly Maximum Demand will bebasedon the highest average kW supplied during the l5-minute period during
either the On-Peak or OE-Peak hours of the billing period, as determined from readings of the Company's meter

On-peak Monthly Maximum Demand will be based on the highest average kW supplied during the 15-minute period
during the On-peak hours of the billing period, as determined &om readings of the Company's meter

The Average Monthly Maximum Demand shall equal the average of the On-peak Monthly Maximum Demands for
the May through October billing cycles, 6 determined by the Company. If the On-pedc Monthly Maximum
Demands are not available for all six May through October billing cycles, the Average Monthly Maximum Demand
will be based on the available information. For a new customer, the initial Average Monthly Maximum Demand will
be based on the estimated maximum On-pedc kW provided by the Customer and approved by the Company

TIME PERIODS

Time periods applicable tousageunder this rate schedule are as follows

On-Peak hours
Off-Peak hours

l1:00 am - 9:00 pm Monday through Friday
All remaining hours

Mountain Standard Time shall beusedin the application of this rate schedule

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April l, 2005
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Revision No. x
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RATE SCHEDULE E-32TOU L
TIME OF USE

LARGE GENERAL SERVICE (401 kW +\
ADJ USTMENTS

1. The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth 'm
the Company's Adjustment Schedule EPS-l or successor schedules as approved by the Arizona
Corporation Commission

2. The bill is subject to the Power Supply Adjustment factor as ser forth in the Company's Adjustment
Schedule PSA-I pursuant to Arizona Corporation Commission Decision No. 67744 and Arizona
Corporation Commission Decision No. 69663

3. The bill is subject to the Transmission Cost Adjustment factor as set forth in the Company's
Adjustment Schedule TCA-l pursuant to Arizona Corporation Commission Decision No. xxxxx

4. The bill is subject to the Environmental Improvement Surcharge as set forth in the Company's
Adjustment Schedule ElS pursuant to Arizona Corporation Commission Decision No. xxxxx

5. The bill is subject to the Competition Rules Compliance Charge as set forth in the Company's
Adjustment Schedule CRCC-l pursuant to Arizona Corporation Commission Decision No. 67744

6. Direct Access customers retumllng to Standard Offer service may be subj act to a Resuming Customer
Direct Access Charge as set forth in the Company's Adjustment Schedule RCDAC~l pursuant to
Arizona Corporation Cormnission Decision No. 67744

7. The bill is subject to the Demand Side Management Adjustment charge as set forth in the Company's
Adjustment Schedule DSMAC-l pursuant to Arizona Corporation Commission Decision No. xxxxx

The bill is subject to the applicable proportionate part of any taxes or governmental impositions which
are or may in the future be assessed on the basis of gross revenues of APS and/or the price or revenue
'firm theelectric energy or service sold and/or the volume of energy generated or purchased for sale
and/or sold hereunder

CONTRACTP ERIOD

For customers with monthly maximum demands greater than 400 kw, any applicable contract period will be set forth
in the Company's standard agreement for service. At the Company's option, the contract period will be three (3)
years or longer where additional distribution construction is required to serve the customer or, if no additional
distribution construction is required, the contract period will be one (1) year or longer

TERMS ANDCONDITIONS

Service under this rate schedule is subject to the Company's Schedule 1, Terns and Conditions for Standard Offer
and Direct Access Services and the Company's Schedule 10, Terms and Conditions for Direct Access. These
schedules have provisions that may affect the customer's bill. in addition, service may be subject to special terms
and conditions as provided for in a customer contract or service agreement

ARIZONA PUBLIC SERWCE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: April 1, 2005

A.C.C. No. xxxx
Canceling A.C.C. No, 5660
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Effective: xxxxx
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

The following TERMS AND CONDITIONS and any changes authorized by law will apply to Standard
Offer and Direct Access services made available by Arizona Public Service Company (Company), under the
established rate or rates authorized by law and currently applicable at time of sale.

1 . Genera l

1 .1 Services will be supplied in accordance with these Terms arid Conditions and any changes required
by law, and such applicable rate or rates as may from time to time be authorized by law. However,
in the case of the customer whose service requirements are of unusual size or characteristics,
additional or special contract arrangements may be required.

1 .2 These Terms and Conditions shall be considered a part of all rate schedules, except where
specifically changed by a written agreement.

1 .3 In case of a conflict between any provision of a rate schedule and these Terms and Conditions, die
provisions of the rate schedule shall apply.

Establishment of Service

2.1 Application for Service - Customers requesting servicemay be required to appear at Company's
place of business to produce proof of identity and/or sign Company's standard form of application
for service or a contract before service is supplied by Company.

2.1.1 I n the absence of a signed applicationor contract for service, the supplying ofStandard
Offer and/or Direct Access services by Company and acceptance thereof by the customer
shall be deemed to constitute a service agreement by and between Company and the
customer for delivery o£ acceptance aL and payment for service, subj et to Company's
applicable rates and rules and regulations.

2.1.2 Where service is requested by two or more individuals, Company shall have the right to
collect the full amount owed Company from any one of the applicants.

2.2 Service Establishment and Customer Request for Special Service Charge - A service establishment
charge of $25.00 for residential and $35.00 non-residential plus any applicable tax adjustment will
be assessed each time Company is requested to establish, reconnect or re-establish electric service
to the customer's delivery point, or to make a special read without a disconnect and calculate a bill
for a partial month

2.2.1 The customer will additionally be required to pay a trip charge of $16.00 when an
authorized Company representative travels to the customer's site and is unable to
complete the customer's requested services due to lack of access to the point of delivery.

2.2.2 The customer will additionally be required to pay an after-hours charge of $75.00 if the
customer requests service, as defined in A.A.C. R14-2-203.D.3, be established,
reconnected, or re-established after 5 :00 p.m. on a day other than the day of request.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Eifemive Date: December 1951

A_C_C_ No. 569QXXXX
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERV1CES

2.2.3 The customer will additionally be required to pay a same day connect charge of $75.00 if
the customer requests service, as definedin A.A.C. R14-2-203.D.3, be established,
reconnected, or re-established on the same business day the request is being made, and
Company agrees to work the request on the samebusiness day of the request. This will
be charged regardless of the time the order may be worked by Company on that day,
Company may, where no additional costs are incurred by Company, waive the same day
fee. .

2.2.4 The Customer will additionally be required to pay $75.00 per crew person per hour when
customer requests services that do not meet the definition of service establishment as
defined in A.A.C. R14-2-203.D.3 (such as metering equipment installations which include
instrument transformers but excluding the cost of meters, maintenance or planned
outages, etc.) that require the availability of Company employees after hours, on a
weekend day, or on a Company holiday. The number of employees utilized by Company
in fulfilling such requests shall be at the sole discretion of Company. Customers will be
given notice of estimated charges prior to the work being performed.

Company holidays are New Year's Day, Martin Luther King, Jr. Day, Memorial Day,
Independence Day, Labor Day, Veteran's Day, Thanksgiving Day, The Day After
Thanksgiving, and Christmas Day.

2.2.5 Companymay waive the service establishment charge where:

2.2.5.1 No field trip is required because applicantaccepts responsibility for energy
bil led and not yet paid and the change is effective with the last meter read and
meter readdate billed.

2.2.5.2 Applicant has an active Landlord Automatic Transferof Service Agreement on
tile with Company. This service agreement is for property owners that have
established credit with Companyand provides for continuous service to the
landlordbetween tenants.

2.2.5.3 Where multiple connects are performed during the same site visit, in the same
applicant name, at the same address, for the same class of service, Company will
assess the Service Establishment Charge once for every two delivery points.

2.3 Direct Access Service Request (DASR) - A Direct Access Service Request charge of $10.00 plus
any applicable tax adjustment will be assessed to the Electric Service PrOvider (ESP) submitting
the DASR each timeCompany processes a Request (RQ) type DASR as specified in Company's
Schedule 10, Teims and Conditions for Direct Access.

2.4 Grounds for Refusal of Service - Company may refuse to connect or reconnect Standard Offer or
Direct Access service if any of the following conditions exist:

2.4.1 The applicant has an outstanding amount due with Company for the same class of service
and is unwilling to make payment arrangements that are acceptable to Company.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
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Original Effective Date: December 1951
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND 'CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

2.4.2 A condition exists which in Company's judgment is unsafe or hazardous.

2.4.3 The applicant has failed to meet the security deposit requirements set forth by Company
as specified under Section 2.5 or 2.6 hereof

2.4.4 The applicant is  known to be in viola tion of Company's  ta riff

2.4.5 The applicant fails to furnish such funds, service, equipment, and/or rights-of-way or
easements required to serve the applicant and which have been specified by Company as a
condition for providing service.

2.4.6 The applicant fa ls ifies  his  or her identity for the purpose of obta ining service.

2.4.7 Service is already being provided at the address for which the applicant is requesting service.

2.4.8 Service is requested by an applicant and a prior customer living with the applicant owes a
delinquent bill H°om the same or a prior service address.

2.4.9 The applicant is acting as an agent for a prior customer who is deriving benefits of the
service arid who owes a delinquent bill 6*om the same or a prior service address.

2.4.10 The applicant has failed to obtain all required permits and/or inspections indicating that
the applicant's facilities comply With local construction and safety codes.

2.5 Resiéeatial-Establishment of Credit or Securitv Deposit

2.5.1 Residential Establishment of Credit - Company shall not require a security deposit from a
new applicant for service if the applicant is able to meet any of the following
requirements:

2.5.1.1 The applicant has had service of a comparable nature with Company within the
past two (2) years and was not delinquent in payment more than twice during the
last twelve (12) consecutive months or disconnected for nonpayment.

2.5.1 .2 Company receives an acceptable credit rating, as determined by Company, for
the applicant Hom a credit rating agency utilized by Company.

2.5. l .3 The applicant can produce a letter regarding credit or verification from an
electric utility where service of a comparable nature was last received within six
(6) months of the current date which states that the applicant had a timely
payment history for the prior twelve (12) consecutive months at the time of
service discontinuation.

2.5.1.4 In lieu of a security deposit, Company receives deposit guarantee notification
ham a social or governmental agency acceptable to Company or a surety bond
as security for Company in a sum equal to the required deposit.

ARIZONA PUBLIC SERVICE COMPANY
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

2.5.2 Residential Establishment of Credit or Securitv Deposit - When credit cannot be
established as provided for in Section 2.5.1 hereof or when it is determined that the
applicant left an unpaid final bill owing to another utility company, the applicant will be
required to

2.5.2.1 Place a cash deposit to secure payment of bills for service as prescribed herein

2.5.2.2 Provide a surety bond acceptable to Company in an amount equal to the required
security deposit

2.5.3 Non-res identia l Es tablishment of Security Depos it - All non-res identia l applicants  will be
required to_place a  cash deposit to secure payment of bills  for service as  prescribed
herein, unless

2.5.3.1 The applicant has had service of a comparable nature with Company within the
past two (2) years and was not delinquent in payment more than twice during the
last twelve (12) consecutive months or disconnected for nonpayment

2.5.3.2 The applicant provides a non-cash security deposit in the form of a Surety Bond
Irrevocable Letter of Credit, or Assigimnent of Monies in an amount equal to the
required security deposit

Establishment or Reestablishment of Securitv Deposit

2.6.1 Residential - Company may require a residential customer to establish or re-establish a
security deposit if the customer becomes delinquent in the payment of two (2) or more
bills within a twelve (12) consecutive month period or has been disconnected for
non-payment during the last twelve (12) months

2.6.2 Non-residential - Company may require a non-residential customer to establish or
re-establish a security deposit if the customer becomes delinquent in the payment of two
(2) or more bills within a twelve (12) consecutive monde period or if the customer has
been disconnected for non-payment during the last twelve (12) months, or when the
customer's financial condition may jeopardize the payment of their bill, as determined by
Company based on the results of using a credit scoring worksheet. Company will inform
all customers of the Arizona Corporation Comlnission's complaint process should the
customer dispute the deposit based on the financial data

SecuriW Deposits -. Once it is  determined tha t a  security depos it is  required, the following will

a pply

2.7.1 Security deposits may be required for each service location

2.7.2 Company reserves the right to `mcrease or decrease security deposit amounts applicable to
the services being provided by Company in accordance with this section

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

2.7.2.1 If the customer chooses to change from Standard Offer to Direct Access
services, the deposit may be decreased by an amount which reflects that portion
of the customer's service being provided by a Load Sewing ESP. However if
the Load Serving ESP is providing ESP Consolidated Billing pursuant to
Company's Schedule 10 Section 7, the entire deposit will be credited to the
customer's account, or,

2.7.2.2 If the customer chooses to change Hom Direct Access to Standard Offer service,
the requested deposit amount may be increased by an amount pursuant to Section
2.5, which reflects that Company is providing bundled electric service.

2.7.2.3 If the customer's average consumption increases: by more than ten (10) percent
for residential accounts or five (5) percent for nonresidential accounts within a
twelve (12) consecutive month period and credit has not been established, an
additional security deposit may, at Company's option, be required.

2.7.3 Customer security deposits shall not preclude Company from terminating an agreement
for service or suspending service for any failure in the performance of customer
obligation under the agreement for service.

2.7.4 Cash deposits held by Company six (6) months/183 days or longer shall am interest from
the date the deposit was collectedat the established one year Treasury Constant
Maturities rate, effective on the first business day of each year, as published on the
Federal Reserve Website. Deposits on inactive accotmts are applied to the final bill when
all service options become inactive, and the balance, if any, is refunded to the customer of
record within thirty (30) days. For refunds resulting from the customer changing from
Standard Offer to Direct Access, the difference in the deposit amounts will be applied to
the customer's account.

2.7.5 If the customer terminates all service with Company, the security deposit may be credited
to the customer's final bill.

2.7.6 Residential security deposits shall not exceed two (2) times the customer's average
monthly bill as estimated by Company for the services being provided by Company.

2.7.6.1 Deposits or other instruments of credit will automatically expire or be returned
e1=-credited or returned to the customers account otter twelve (12) consecutive
months of service, provided the customer has not been delinquent more than
Mrice, unless customer has filed bankruptcy in the last 12 months.

2.7.7 Nonresidential security deposits shall not exceed two and one-half (2-1/2) times die
customer's maximum monthly billing as estimated by Company for the service being
provided by Company.

2.7.7.1 Deposits and non-cash deposits on file with Company will be reviewed alter
twenty-four (24) months of service and will be returned provided the customer

ARIZONA PUBLIC SERVICE COMPANY
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

has not been delinquent more than twice in the payment of bills or disconnected
for non-payment during the previous twelve (12) consecutive months unless the
customer's financial condition warrants extension of the security deposit.

2.8 Line Extensions - Installations requiring Company to extend its facilities in order to establish
service will be made in accordance with Company's Schedule #3, Conditions Governing
Extensions of Electric Distribution Lines and Services filed with the Arizona Corporation
Commission.

R a te s

3.1 Rate Information - Company shall provide, in accordance with A.A.C. R14-2-204, a copy of any
rate schedule applicable to that customer for the requested type of service. 111 addition, Company
shall notify its customers of any changes in Company tariffs affecting those customers.

3.2 Rate Selection- The customer's service characteristics and service requirements determine the
selection of applicable rate schedule. If the customer is receiving bundled service, Company will
use reasonable care in initially establishing service to the customer under the most advantageous
rate schedule applicable to the customer. However, because of varying customer usage patters
and other reasons beyond its reasonable knowledge or control, Company cannot guarantee that the
most economic applicable rate will be applied. Company will not make any refunds in any
instances where it is determined that the customer would have paid less for service had the
customer been billed on an alternate applicable rate or provision of that rate.

3.3 Optional Rates - Certain optional rate schedules applicable to certain classes of service allow the
customer the option to select the rate schedule to be effective initially or after service has been
established. Billing under the alternate rate will become effective from the next regularly
scheduled meter reading, ~atter the appropriate metering equipment is installed. No fLu'ther rate
schedule changes, however, may be made within the succeeding twelve-month period. Where the
rate schedule or contract pursuant to which the customer is provided service specifies a term, the
customer may not exercise its option to select an alternate rate schedule until expiration of that
tern.

3.4 Direct Access service will be effective upon the next meter read date if DASR is processed fifteen
(15) calendar days prior to that read date and the appropriate metering equipment is in place. If a
DASR is made less than fiiieen (15) days prior to the next regular readdate the effective date wil l
be at the next meter read date thereafter. The above timeframes are applicable for customers
changing their selection of Electric Service Providers or for customers returning to Standard Offer
service.

3.5 Any customer that selects Direct Access service may return to Standard Offer service in
accordance with the mies, regulations, and orders of the Commission. However, such customer
will not be eligible for Direct Access service for the succeeding twelve (12) month period. If a
customer returning to Standard Offer, in accordance with the rules, regulations and orders of the
Commission, was not given the required notification in accordance with the rules and regulations
of the Commission by their Load Serving ESP of its intent to cease providing competitive services
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

then the above provis ion will only apply if the cus tomer fa ils  to select another ESP within s ixty
(60) days  of returning to Standard Offer service

Billing a nd Collection

4.1 Customer Service Installation and Billing - Service billing periods normally consist of
approximately 30 days unless designated otherwise under rate schedules, through contractual
agreement, or at Company option

4.1.1 Company normally meters and bills each site separately, however, at customer's request
adj cent and contiguous sites not separated by private or public property or right of way
and operated as one integral unit under the same name and as a part of the same business
will be considered a single site as specified in Company's Schedule 4, Totalized Metering
of Multiple Service Entrance Sections at a Single Site for Standard Offer and Direct
Access Service

4.1.2 The customer's service `mstallation will normally be arranged to accept only one type of
service at one point of delivery to enable service measurement through one meter. If the
customer requires more than one type of service, or total service cannot be measured
through one meter according to Company's regular practice, separate meters will be used
and separate billing rendered for the service measured by each meter

Collection Policv - The following collection policy sha ll apply to a ll cus tomer accounts

4.2.1 All bills rendered by Company are due and payable no later than fifteen (15) calendar
days firm the billing date. Any payment not received within this time frame will be
considered delinquent. All delinquent bills for which payment has not been received shall
be subject to the provisions of Company's termination procedure. Company reserves the
right to suspend or terminate the customer's service for non-payment of any Arizona
Corporation Commission approved charges. All delinquent charges will be subject to a
late charge at the rate of eighteen percent (18%) per annum

4.2.2 If the customer, as defined in A.A.C. R 14-2-201.9, has two or more services with
Company and one or more of such services is terminated for any reason leaving an
outstanding bill and the customer is unwilling to make payment arrangements that are
acceptable to Company, Company shall be entitled to transfer the balance due on the
terminated service to any other active account of the customer for the same class of
service. The failure of the customer to pay the active account shall result in the suspension
or termination of service thereunder

4.2.3 Unpaid charges incurred prior to the customer selecting Direct Access will not delay the
customer's request for Direct Access. These charges remain the responsibility of the
customer to pay. Normal collection activity, including discontinuing service, may be
followed for failure to pay
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

4.3 Respons ibility for Payment of Bills

4.3.1 The customer is responsible for the payment of bills until service is ordered discontinued
and Company has had reasonable time to secure a final meter reading for those services
involving energy usage, or if non-metered services are involved until Company has had
reasonable time to process the disconnect request.

4.3.2 When an error is found to ends in the billing rendered to the customer, Company wit-lmay
correct such an error to recover or refund the difference between the original billing and
the correct billing. Such adjusted billings will note rendered for periods in excess of the
applicable statute of limitations from the date the error is discovered. Schedule 8 (Bill
Estimation) shall be applied When Company cannot obtain a complete and valid meter
read. Situations that result in an estimated meter read include inclement weather. lack of
access to a customer's meter. energy diversion. labor unavailability and equipment
malfunction.

4.3.2.1 Reminds or credits to customers resulting Hom overbillings will be made
promptly upon discovery by Company.

4.3.2.2 Corrected charges for underbillings shall be billed to the customer who shall be
given an equal length of time such as number of months underbilled to pay the
backfill without late payment penalties, unless there is evidence of meter
tampering or energy diversion.

4.3.2.3 Except as specified below, corrected changes for underbillings shall be limited to
three (3) month for residential accounts and six (6) months for non-residential
accounts.

4.3.2.3.1 Where the account is billed on a special contract or non-metered rate,
corrected charges for underbillings shall be billed in accordance with
the contract or rate schedule requirements and is not limited to three or
six months as applicable.

4.3.2.3.2 Where service has been established but no bills have been rendered,
corrected charges for underbillings shall go back to the date service was
established.

4.3.2.3.3 Where there is evidence of meter tampering or energy diversions,
corrected charges for underbillings shall go back to the date meter
tampering or energy diversions began, as determined by Company.

4.3.2.3 .4 Where lack of access to the meter (caused by the customer) has resulted
in estimated bills, corrected charges for underbillings shall go back to
the billing month of the last Company obtained meter read date.
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD CFFER AND DIRECT ACCESS SERVICES

4.3.2.4 Company may forgo billing and collection of corrected charges for an
underbilling if Company believes the cost of billing and collecting the
underbilling would not just@ pursuing the underbid.

4.3.3 Where Company is responsible for rendering the customer's bill, Company will provide a
monthly incentive of $0.48 per customer to customers who elect to pay their bills using
the Company's electronically transmitted payment options AutoPay, SurePay or similar
progranns.

4.4 Dishonored Payments - If Company is notified by the customer's financial institution that they will
not honor a payment tendered by the customer for payment of any bill, Company may require the
customer to make payment in cash, by money order, certified or cashier's check, or other means
which guarantee the custolner's payment to Company.

4.4.1 The customer will recharged a fee of $15.00 for each instance where the customer
tenders payment of a bill with a payment that is not honored by the customer's financial
institution.

4.4.2 The tender of a dishonored payment shall in no way (i) relieve the customer of the
obligation to render payment to Company under the original terms of the bill, or (ii) defer
Company's right to terminate service for nonpayment of bills.

4.4.3 Where the customer has tendered two (2) or more dishonored payments in the past twelve
(12) consecutive months, Company may require the customer to make payment in cash,
money order or cashier's check for the next twelve (12) consecutive months.

4.5 Termination Process Charges

4.5.1 Company will require payment of a Field Call Charge of $15.00 when an authorized
Company representative travels to the customer's site to accept payment on a delinquent
account, notify of service termination, make payment arrangements or terminate the
service. This charge will only be applied for field calls resulting from the termination
process.

45.2 If a termination is required at the pole, a reconnection charge of $96.50 will be required,
if the termination is in underground eqlulpment, the reconnection charge will be $115.00.

4.5.3 To avoid termination of service, the customer will make payment in full, including any
necessary deposit in accordance with Section 2.5 hereof or make payment arrangements
satisfactory to Company.

4.6 On-site Evaluation - Company will require payment of an On-site Evaluation Charge of $82.00
when an authorized Company field investigator performs an on-site visit to evaluate how the
customer may reduce their energy usage. This charge may be assessed regardless of whether the
customer actually implements Company suggestions.
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

Service Responsibilities of Company and Customer

5.1 Service Voltage -Company will deliver electric service to the designated point of delivery, as
specified in Section 6.3 of this Schedule, at the standard voltages specified in the Electrllc Service
Requirements Manual published by Company and as specified in A.A.C. R14-2-208.F. Company
may deliver service for special applications at higher voltages, with prior approval from
Company's Engineering Department and in accordance with Company's Schedule 3, Conditions
Governing Extensions of Electric Distribution Lines and Services filed with the Arizona
Corporation Commission. ,

5.2 Responsibility: Use of Service or ApparatUs

5.2.1 The customer shall save Company harmless from and against all claims for injLu'y or
damage to persons or property occasioned by or in any way resulting from the services
being provided by Company or the use thereof on the customer's side of the point of
delivery. Company shall have the right to suspend or terminate service in the event
Company should learn of service use by the customer under hazardous conditions.

5.2.2 The customer shall exercise all reasonable care to prevent loss or damage to Company
property installed on the customer's site for the purpose of supplying service to the
customer.

5.2.3 The customer shall be responsible for payment for loss or damage to Company property
on the customer's site arising Hom neglect, carelessness or misuse and shall reimburse
Company for the cost of necessary repairs or replacements.

5.2.4 The customer shall be responsible for payment for any equipment damage and/or
estimated unmetered usage resulting from unauthorized breaking of seals, interfering
with, tampering with, or by-passing the meter.

5.2.5 The customer shall be responsible for notifying Company of any failure in Company's
equipment.

5.3 Service Interruptions: Limitations on Liabilitv ofCompanv

5.3.1 Company shall not be liable to the customer for any damages occasioned by Load Serving
ESP's equipment or failure to perform, fluctuations, intemiptions or curtailment of
electric service, except where due to Company's willful misconduct or gross negligence.
Company may, without incurring any liability therefore, suspend the customer's electric
service for periods reasonably required to permit Company to accomplish repairs to or
changes in any of Company's facilities. The customer needs to protect their own sensitive
equipment from harm caused by variations or interruptions in power supply.

5.3.2 In the event of a national emergency or local disaster resulting in disruption of nonna
service, Company may, in the public interest and on behalf of Electric Service Providers
or Company, intemipt service to other customers to provide necessary service to civil
defense or other emergency service agencies on a temporary basis until normal service to
these agencies can be restored.
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

5.4 Company Access to Customer Sites -

5.4.1

5.4.2

Company's authorized agents shall have satisfactory unassisted twenty-four (24) hour a
day. seven (71 days a week access to Company's equipment located on customer's sites
for the purpose of repair. maintenance. and service restoration work that Company may
need to perform.
Company's authorized agents shall have satisfactory unassisted access to the customer's
sites at all reasonable hours to install, inspect, read, repair or remove its meters or to
install, operate or maintain other Company property. to verify that customer is in
compliance with its obligations, or to inspect and determine the connected electrical load.
If; alter six (6) months (not necessarily consecutive) of good faith efforts by Company to
deal-work with the customer, Company in its opinion does not have satisfactory
unassisted access to the meter, then Company shall have sufficient cause for termination
of service or denial of any rate options where, in Company's opinion, access is required.
The remedy for unassisted access will be at Company discretion and may include the
installation by Company of a specialized meter. If such specialized meter as u one time
charge is installed, the customer will be billed the difference between the othewvise
applicable meter for their rate and the specialized meter plus the cost incurred to install
the specialized meter as a one-time charge and any reoccurring incremental costs. If
service is terminated as a result of failure to provide unassisted access, Company
verification of unassisted access may be required before service is restored. Written
termination notice is required prior to disconnecting service under this sehedulesection.

5.5 Easements

5.5.1 A11 suitable easements or rights-of-way required by Company for any portion of an
extension to serve a customer, which is either on sites owned, leased or otherwise
controlled by the customer or developer, or other property required for the extension,
shall be furnished in Company's name by the customer without cost to or condemnation
by Company and in reasonable time to meet proposed service requirements. All
easements or rights-of-way granted to, or obtained on behalf of Company shall contain
such terms and conditions as are acceptable to Company.

5.5.2 When Company discovers that the customer or the customer's agent is performing work,
has constructed facilities, or has allowed vegetation to grow, adjacent to or within an
easement or right-of-way or Company-owned equipment, and such work, construction,
vegetation or facility poses a hazard or is in violation of federal, state, or local laws,
ordinances, statutes, rules or regulations, or significantly interferes with Company's safe
use, operation or maintenance of, or access to, equipment or facilities, Company shall
notify the customer or the customer's agent and shall take whatever actions are necessary
to eliminate the hazard, obstruction, interference or violation at the customer's expense.
Company will notify the customer in writing of the violations.

5.6 Load Characteristics - The customer shall exercise reasonable care to ensure that the electrical
characteristics of its load, such as deviation from sine wave form (a minimum standard is IEEE
519) or unusual short interval fluctuations in demand, shall not impair service to other customers
or interfere with operation of telephone, television, or other communication facilities. Customer
shall meet power factor requirements as specified on applicable rate schedules.
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

6. Metering and Metering Equipment

6.1 Customer Equipment - The customer shall install and maintain all wiring and equipment beyond
the point of delivery except for Company's meters and special equipment. The customer's entire
installation must conform to all applicable construction standards and safety codes and the
customer must furnish an inspection or permit if required by law or by Company. In circumstances
where a clearance is not required by law. Company may require customer to execute a Letter In-
Lieu of Electrical Clearance.

6.1.1 The customer shall provide, in accordance with Company's current service standards
and/or Electric Service Requirements Manual, at no expense to Company, and close to the
point of delivery, a sufficient and suitable space acceptable to Company's agent for the
installation, accessibility and maintenance of Company's metering equipment. A current
version of the Electrllc Service Requirements Manual is available on-line at
http://esp.apsc.com/resource/metering.asp.

I

I

6.1.2 Where a customer requests, and Company approvesefl a special meter reading device or
communications services or devices to accommodate the customer's needs, the cost for
such additional equipment and usage fees shall be the responsibility of the customer.

6.2 Company Equipment

6.2.1 A Meter Service Provider (MSP) or its authorized agents may remove Company's
metering equipment pursuant to Company's Schedule 10. Meters not returned to
Company or returned damaged will result in charge to the MSP of the replacement costs,
plus an adiuuinistration fee of iiiteen percent (15%), less five (5) Years depreciation.

6.2.2 Company will lease lock ring keys to MSP's and/or their agents authorized to remove
Company meters pursuant to the terms and conditions of Conlpany's Schedule 10 at a
refundable charge of $70.00 per key. The charge will not be refunded if a key is lost,
stolen, or damaged. If Company must replace ten percent (10%) of the issued keys within
any twelve (12) month period due to loss by the MSP's agent, Company may, rather than
leasing additional lock ring keys, require the MSP to arrange for a joint meeting. All lock
ring keys must be returned to Company within five (5) working days if the MSP and/or its
authorized agents are:

1) No longer pennitted to remove Company meters pursuant to conditions of
Company's Schedule 10,

2) No longer authorized by the Arizona Corporation Commission to provide
services, or
The ESP Agreement has been terminated.3)

6.2.3 If the MSP, the customer, and/or its! agent request a joint site meeting for removal of
Company metering and associated equipmeNt and/or lock ring, a base charge will be
assessed of $62.00 per site. Company may assess an additional charge of $53.00 per hour
for joint site meetings that exceed thirty (30) minutes. If Company must temporarily
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

replace the MSP's meter and/or associated metering equipment during emergency
situations or to restore power to a customer, the above charges may apply

Service Connections - Company is not required to install and maintain any lines and equipment on
the customer's side of the point of delivery except its meter

6.3.1 For overhead service, the point of delivery shall be where Company's service conductors
terminate at the customer's leatherhead or bus rider

6.3.2 For underground service, the point of delivery shall be where Company's service
conductors terminate in the customer's or development's service equipment. The
customer shall furnish, install and maintain any risers, raceways and/or termination
cabinet necessary for the installation of Company's underground service conductors

6.3.3 For specia l applica tions  where service is  provided a t voltages  higher than the s tandard
voltages  specified in the Electric Service Requirements  Manual, Company and cus tomer
1-shall mutually agree upon the des ignated point of delivery

6.3.4 For the mutual protection of the customer and Company, only authorized employees or
agents of Company or the Load Serving ESP are permitted to make and energize the
connection between Company's service wires and the customer's service entrance
conductors. Such employees carry Company issued identification which they will show
011 request

Measuring Customer Service - All the energy sold to the customer will be measured by
Commercially acceptable measuring devices by Company (or the Meter Reading Service Provider
(MRSP) pursuant to the terms and conditions of Company's Schedule 10). Where energy and, if
applicable, demand is estimated by Company, estimation will be in accordance with Company's
bill estimation procedures approved by the Arizona Corporation Commission. Where it is
impractical to meter loads, such as street lighting, security lighting, or special installations
consumption will be determined by Company

6.4.1 For Standard Offer customers, or where Company is the MRSP, the readings of the meter
will be conclusive as to the amount of electric power supplied to the customer unless
there is evidence of meter tampering or energy diversion, or unless a test reveals the meter
is in error by more than plus or minus three percent (3%)

6.4.2 If there is evidence of meter tampering or energy diversion, the customer. person or entity
demonstrated to have tampered with the meter and/or benefited from the tampering or
diversion will be billed for the estimated energy and, if applicable, demand, for the period
in which the energy diversion took place. Additionally, where dire is evidence of meter
tampering, energy diversion, or by-passing the meter, the customer. person or entice
demonstrated to have tampered with the meter and/or diverted energy will also be
charged the cost of the investigation as determined by Company
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

6.4.3 If after testing, a meter is found to be more dean three percent (3%) in error, either fast or
slow, proper correction shall be made of previous readings and adjusted bills shall be
rendered or adjusted billing information will be provided to the MRSP.

6.4.3.1 Customer will be billed, in accordance with Section 4.3.2, for the estimated
energy and demand that would have registered had the meter been operating
properly.

6.4.4 Where Company is the MRSP, Company will, at the request of the customer or the ESP,
reread the customer's meter within ten (10) worldng days after such request by the
customer. The cost of such rereads is $16.50 and may be charged to the customer or the
ESP, provided that the original reading was not in en'or.

6.4.5

6.5

Where the ESP is the MSP or MRSP, and the ESP and/or its' agent fails to provide the
meter data to Company pursuant to Company's Schedule 10 Section 8. 16, Meter Reading
Data Obligations, Company may, at its option, obtain the data, or may estimate the billing
determinants. The charge for such reread is $16.50 and may be charged to the ESP.

Meter Testing - Company tests its meters regularly in accordance with a meter testing and
maintenance program as approved by the Arizona Corporation Commission. Company will,
however, individually test a Company owned/maintained meter upon customer or ESP request. If
the meter is found to be within the plus or minus three percent (3%) limit, Company may charge
the customer or the ESP $30.00 for the meter test if the meter is removed H°om the site and tested
in the meter shop, and $50.00 if the meter remains on site and is tested in the field.

6.6 Ma s ter Metering

6.6.1 Mobile Home Parks - Company shall refuse service to all new construction and/or
expansion of easting permanent residential mobile home parks unless the construction

and/or expansion is individually metered by Company.

6.6.2 Residential Apartment Complexes - Company shall reiiuse sel'vice to all new construction
of apartment complexes and condominiums which are master metered. This section is not
applicable to Senior Care/Nursing Centers registered with the State of Arizona with
independent living units which provide packaged services such as housing, food, and
nursing care. "

6.6.3 Multi-Unit Residential High Rise Developments (developments consisting of apartments,
condominiums or townhouse developments built with four or more floors, usually using
elevators for accessing floors) - Company will allow master metering for residential units
where the residential units are privately owned, provided the building will be served by a
centralized heating, ventilation and/or air conditioning system, and each residential unit
shall be individually sub-metered and responsible for energy consumption of that unit.

6.6.3.1 Sub-metering shall be provided and maintained by the builder or homeowners
association.
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

6.6.3.2 Respons ibility and methodology for determining each unit's  energy billing sha ll
be clearly specified in the origina l bylaws  of the homeowners  associa tion, a  copy
of which mus t be provided to Company prior to Company providing the initia l
extens ion

Termina tion of Service

7.1 With Notice - Company may without liability for injury or damage, and without making a personal
visit to the site, disconnect service to any customer for any of the reasons stated below, provided
Company has met the notice requirements established by the Arizona Corporation Commission

7.1.1 A cus tomer viola tion of any of the applicable rules  of the Arizona  Corpora tion
Commiss ion or Company ta riffs

7.1.2 Failure of the customer to pay a delinquent bill for services provided by Company

7.1.3 The customer's breach of a written contract for service

7.1.4 Failure of the customer to comply with Company's deposit requirements

7.1.5 Failure of the customer to provide Company with satisfactory and unassisted access to
Company's equipment

7.1.6 When necessary to comply with an order of any governmental agency having jurisdiction

7.1.7 Fa ilure of a  prior cus tomer to pay a  delinquent bill for utility services  where the prior
customer continues to res ide on the premises

7.1.8 Failure to provide or retain rights-of-way or easements necessary to serve the customer

7.1.9 Company leads of the existence of any condition in Section 2.4, Grounds For Refusal of
Service

Without Notice - Company may without liability for 'injury or damage disconnect service to any
customer without advance notice under any of the following conditions

7.2.1 Company observes, or has evidence of The existence of an obvious hazard to the health
or safety of persons or property

7.2.2 Company has evidence of meter tampering or fraud

7.2.3 Company has evidence of unauthorized resale or use of electric service

7.2.4 Failure of the customer to comply with the curtailment procedures imposed by Company
during a supply shortage
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Attachment GAD-7
SERVICE SCHEDULE 1

TERMS AND CONDITIONS FOR
STANDARD OFFER AND DIRECT ACCESS SERVICES

7.2.5 Customer made payments to avoid/stop non-payment disconnection with a dishonored
payment. Prior to reconnection of service( repayment of those times and all other
delinquent amounts will be required in cash. money order.or certified funds.

7.2.6 Customer paid to reconnect service with a dishonored payment. Prior to reconnection of
service, payment of those funds and all other delinquent amounts will be required in cash.
money order or certified funds.

7.3 Restoration of Service - Company shall not be required to restore service until the conditions
which resulted in the termination have been corrected to the satisfaction of Company.

8. Removal of Facilities - Upon termination of service, Company may without liability for injury or damage,
dismantle and remove its facilities installed for thepurpose of supplying service to the customer, and
Company shall be under no tinnier obligation to serve the customer. III however, Company has not
removed its facilities within one (1) year after the termination of service, Company shall thereafter-gi=ve-the
customer thirty (30) days written notice before removing its facilities, or else waive any rcestablishnaent
charge within the next year for the same service to the same customer at the same location=i=

For proposes of this Section notice to the customer shall be deemed given at the time such notice-i-s
deposited in the U.S. Postal Service, first class mail, postage prepaid, to the customer at hisser-last-laaowa
-Arn-~.~

9. Successors and Assigns- Agreements for Service shall be binding upon and for the benefit of the successors
and assigns of the customer and Company, but no assignments by the customer shall be effective until the
customer's assignee agrees in writing to be bound and until such assignment is accepted in writing by
Company.

10. Warrantv ¢ THERE ARE NO UNDERSTANDINGS, AGREEMENTS, REPRESENTATIONS, OR
WARRANTIES , EXP RES S  o Rn ~@Lm D (INCLUDING WARRANTIES  REGARDING
MERCHANTABILITY OR FITNES S  FOR A P ARTICULAR P URP OS E), NOT S P ECIFIED HEREn ~I
OR IN THE AP P LICABLE RULES  OF THE ARIZONA CORP ORATION COMMIS S ION
CONCERNING THE S ALE AND DELIVERY OF S ERVICES  BY COMP ANY TO THE CUS TOMER
THES E TERMS  AND CONDITIONS  AND THE AP P LICABLE RULES  OF THE ARIZONA
CORP ORATION COMMIS S ION S TATE THE ENTIRE OBLIGATION OF COMP ANY IN
CONNECTION WITH S UCH S ALES  AND DELIVERIES .
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Attachment GAD-8
SERVICE SCHEDULE 4: TOTALIZED METERING OF

MULTIPLE SERVICE ENTR.ANCE SECTIONS AT A SINGLE
SITE FOR STANDARD OFFER AND DIRECT ACCESS SERVICE

Arizona Public Service Company (Company) customers at a single site whose load requires multiple points
of delivery through multiple service entrance sections (SESs) may be metered and billed from a single meter through
Adj agent Totalized Metering or Remote Totalized Metering as specified in this schedule.

Totalized Metering (Adjacent or Remote) is the measurement for billing purposes on the appropriate rate,
through one meter, of the simultaneous demands and energy of a customer who receives electric service at more than
one SES at a single site.

Tota lized metering will either be Adjacent or Remote and sha ll be permitted only if conditions  1 through 1

The customer's facilities must be located on adj cent and contiguous sites not separated by private
or public Property or right-of-way and must be operated as one integral unit under the same name
and as a part of the same business or residence (these conditions must be met to be considered a
single site, as specified 'm Company's Schedule 1, Terms and Conditions for Standard Offer and
Direct Access Service, Section 4.1.1), and

2. Power will generally be delivered at no less Dian 277/480 volt (nominal), three phase, four wire or
120/240 volt (nominal) single phase three wire, and

Three phase and single phase service entrance sections can not be combined for totalizing

PUIPOSCS, and

4. For Standard Offer customers, totalized metering may be accomplished by providing electronically

totalized demand and energy reads or by means of a physical wire interconnection of metering

information with the customer providing conduit between the SESs, for Direct Access customers

the customer's Electric Service Provider may provide electronically totalized demand and energy

reads in compliance with Company's Schedule 10, Terms and Conditions for Direct Access, and

The customer shall provide vault or transformer space, which meets Company specifications, on

the customer's property at no cost to Company, and

6. If the customer operates an electric generation unit on the premise, totalized metering will be

permitted when the customer complies with all of Company's requirements for interconnection,

pays all costs for any additional special metering required to accommodate such service from

totalized service sections, and takes service on an applicable rate schedule for interconnected

customer owned generation, and

Written approval by Company's authorized representative is required before totalized metering
may be implemented.

Customers electing to have accounts either Adjacent or Remote Totalized metered will be required
to maintain the accounts in the approved totalized configuration for a minimum of one ( D year.

B .

The customer's total load to be totalized requires a National Electrical Code (NEC) service
entrance size of over 3,000 amps three phase or 800 amps single phase, and
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Attachment GAD-8
'SERVICE SCHEDULE 4: TOTALIZED METERING OF

MULTIPLE SERVICE ENTRANCE SECTIONS AT A SINGLE
SITE FOR STANDARD OFFER AND DIRECT ACCESS SERVICE

2. Company requires that load be split and served h'om multiple SESs, and

3. The customer must locate SESs to be totalizedwithin 10 feet of each other.

There will be no additional charge to the customer'smonthlybill for Adjacent TotalizedMetering.

c. Remote Totalized Metering will apply when conditions A. l-A884 are met, multiple SESs are separated Hom
one another by more than 10 feet, and the following conditions are met:

1 . Each of the customer's service entrance sections to be totalized requires an NEC section size of
3,000 amps three phase or 800 amps single phase or greater; and

2. The customer's total load to be totalized has a minimum demand of 2,000 ka or 1,500 kW three
phase or 100 ka or 80 kW single phase; and

3. The customer has made a non-relUndable contribution for the net additional cost to Company of
the meter totalizing connection and equipment.

When the total capital investment by Company to provide service at multiple points of delivery, as computed by
Company, is equal to or less than the cost to serve a single point of delivery, then no additional monthly charge shall
be made to the customer receiving Remote Totalized Metering. However, lower capital investment which results
from the customer's contribution, other than the meter costs in C.3 above, shall not be considered.

For customers where the total capital investment by Company to provide service at multiple points of delivery, as
computed by Company, is greater than the cost to serve at a single point of delivery, then there shall be an additional
charge. The additional monthly charge for each delivery point above one shall consist of 1% of the totalized bill,
plus $500.00, plus all applicable taxes and adjustments.

D. Removal of Totalized Metering Configuration

In some cases, it may be to the customer'sbenefit to remove all totalized metering equipment,or remove selected
totalizedmetering equipment lim the totalized account. This will be permittedunder the following conditions:

1 . The customer mustsubmit a writtenrequest to Companystating thereason for the removal and the
specific equipment tobe removed.

2. After removal of the equipment, the customer may not ask for services to be totalized for one (l)
year from the removal date. At the end of one (1) year, if the customer doesrequest services tobe
totalized, the applicable conditions listed above must bemet.

3. The customer will be required to make a nonrefundable contribution for the costs associated with
the removal of the meter totalizing connection and equipment.

4. In the event the customer should elect to remove a meter from a totalized metering configuration.
the customer will continue to be responsible for the minimum billing kW parameters noted on the
Customer's Electric Supply Agreement.
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Attachment GAD-8
SERVICE SCHEDULE 4: TOTALIZED METERING OF

MULTIPLE SERVICE ENTRANCE SECTIONS AT A SINGLE
SITE FOR STANDARD OFFER AND DIRECT ACCESS SERVICE

Customer may elect an alternate rate schedule for accounts that are removed ham the totalized
configuration however no further rate schedule changes may be made within the succeeding twelve
month period in accordance wide the provisions of the Company's Schedule 1.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: February 22, 1977

AC.C. No. §684XXXX
Canceling AC.C. No. 5_ 623

Service Schedule 4
Revision No. 61

Eiliective: _[8Iy 7, zoovxxxxx

5.

Page 3 of 3



Attachment GAD-9
SERVICE SCHEDULE 5

GUIDELINES FOR ELECTRIC CURTAILMENT

1 . Company shall have no liability of obligation for claims arising out of the procedures for curtailment or
interruption of electric service effected by it in accordance with such guidelines or such supplemental,
amendatory or complementary guidelines or regulations as may hereafter be established and as provided by law.

Company shall endeavor to identity any electric customer(s) who might be classified as having either essential
or critical loads. In the event that any customer of Company is dissatisfied by the classification of Customer by
Company, or with the amount of such customer's load (if any) classified by the Company as critical or essential,
the Customer may bring the matter to either the Company or the Commission and request a determination in
regard thereto. However, until such redetermination is made by the Commission or the Company, customer's
original classification for purposes of electric curtailment under this Schedule shall be unaffected.

3. Company shall endeavor to, as circumstances permit and as further discussed 'm the Company's detailed Electric
Load and Curtailment Plan, to notify County emergency personnel, or similar local authorities, of e>dsting or
developing situations involving the curtailment or interruption of APS customers pursuant to this Schedule #5 .

4. DEFINITIONS

4.1 Essential Loads - Loads necessary to serve facilities used to protect the heath and safety of the
public, such as: hospitals, 911 Centers, national defense installations, sewage facilities and
domestic water facilities. Loads necessary to serve 911 Centers, police stations, and fire stations,
which do not have independent back-up generation and require APS' electric service for operation
of essential emergency equipment.

4.2 Critical Loads - That portion of the electric load of nonresidential customers, which 'in the event of
100 percent curtailment of service, would cause excessive damage to equipment or material being
processed, or where such interruption would create grave hazards to employees or the public.

4.3 Major Use Customers/Others (With Notice).- Those customers having relatively large loads (over
1000 kw) or a substantial number of employees or other special circumstances that make it
appropriate to schedule blackouts or curtailments different Hom typical customers. Customers
who qualify as Major Use/Others (With Notice) can take 100 percent curtailment when sufficient
notice is provided. These loads will be interrupted alter the required notification period.
"Sufficient", "required", and "appropriate" notice is that notice that APS, after consultation with
the affected customer, has determined will allow the customer to curtail in a safe and efficient
manner. Such notice necessarily varies Nom customer to customer.

4.4 Others (With or Without Notice) - Al l  customers not meer the above definitions. These

customers will be inten'upted (with or without notice) if voluntary curtailment measures are not
sufficient to alleviate the situation.

5. GUIDELINES TO BE APPLICABLE IN EVENT OF INTERRUPTION OR CURTAILMENT OF ELECTRIC
SERVICE BY COMPANY TO ITS CUSTOMERS DUE TO POWER SUPPLY INTERRUPTIONS, FUEL
SHORTAGE OR TRANSMISSION EMERGENCY PURSUANT TO CORPORATION COMMISSION RULE
R14-2-208, PROVISION OF SERVICE, PARAGRAPH E.

5.1 Operating Procedures Prior to Customer Load Curtailment

5.1.1 The following items  sha ll be pursued concurrently.
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Attachment GAD-9
SERVICE SCHEDULE 5

GUIDELINES FOR ELECTRIC CURTAILMENT

5.1.1.1 Reschedule maintenance of transmission components and generating units,
where practical.

I

5.1.1.2 Utilize spinning reserve.

5. l .1.3 Discontinue all non-firnn wholesale sales during any period of involuntary
curtailment or when an involuntary curtailment is anticipated.

5.1.1.4 Do not enter into any new wholesale salesduring any period of involuntary
curtailment or when an involuntary curtailment is anticipated.

5.1.1.5 Start all standby units.

5.1.1.6 Contact other utilities and/or agencies for emergency assistance.

5. 1 . l .7 Invoke emergencyand short-tenncontractualschedules with otherutilities
mud/0r agencies.

5. 1 .1.8 Reduce system voltage, where practical.

5.1.1.9 Reduce non-essential Company usessuch as flood lighting, sign lighting, display
lighting, o&ice lighting, electric cooling and heating,etc., wherepractical.

5. 1 . 1 . 10 Provide information through the media or other appropriate medians to the
public which will contain instructions on how customers can assist Company in
case of all emergency power outage.

.5. l .l.Il Work with government agencies and environmental Groups to seek waivers on
environmental constraints and/or expedite penni ng process for companv-
owned generation. as well as. customer generation. as appropriate.

5.2 Voluntarv Customer LoadCurtailment

5.2.1 P ublic Appeal

5.2. l .1 An advisory message procedure will be used when Company has advance
indications that it will not be able to meet future peak loads. These messages
will request voluntary load reduction during specific hours on specific days.

5.2.1.2 An emergency bulletin procedure will be used for instant notification to the
public in the event there isno advance indication of a power shortage. These
bulletins will request the immediate voluntary cooperation of all customers 'm
reducing electric loads.

5.2.1.2.1 These bulletins will request all customers to reduce the use of all
electrically operated equipment and devices, where possible.
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SERVICE SCHEDULE 5

GUIDELINES FOR ELECTRIC CURTAILMENT

5.2.1.2.2 Company will have a  prepared s ta tement to read which will give
current information on the PowerSupply Interruption, Fuels  Shortage
or Transmiss ion Emergency.

5.3 Contractua lly Interruptible Load

5.3.1 Company sha ll invoke contractua l interruption provis ions  to the extent appropria te.

5.3.2 Company shall inten'upt non-frm wholesale customer(s) as appropriate.

5.4 Involuntary Customer Load Curtailment

5.4.1 If the load reduction rea lized Nom applica tion of the volunta ry curta ilment procedures  is
not sufficient to a llevia te the power shortage, Company will reduce voltage if and to the
extent practica l and in accordance with nonna  applicable electric utility opera tion
standards.

5.4.2 If tiarther load reduction is required, load will be reduced as follows:

5.4.2.1 Circuits not classified with "Maj or Use/Others With Notice, Critical or
Essential" customers will be interrupted on a rotating basis. The frequency and
duration of such interruptions will be dependent upon the magnitude and nature
of the power shortage. The frequency and duration of such inten'Llptions shall
also consider the circumstances of Major Use Customers.

5.4.2.2 Accurate records will be kept to ensure that these circuits are rotated in an
equitable and technically feasible manner.

5.4.2.3 Circuits classified as "Major Use/Others" will be interrupted upon the giving of
appropriate notice.

5.4.2.4 Customers on circuits which serve critical loads will be required to curtail the
non-critical portion of their loads. Thereafter, circuits which serve critical loads
will be identified and will not be 'interrupted unless an area must be dropped to
maintain stability of the electric system. However, loads otherwise classifiable
as critical may be curtailed if they possess back-up generation sufficient to meet
their entire load requirement. If a customer having Critical load refuses or fails
to curtail his electric consumption down to the critical load, he shall thereupon
not be considered to have a critical load for purposes of this Schedule.

5.4.2.5 Circuits which serve essential loads will be identified and will not be interrupted
unless an area must be dropped to maintain stability of the electric system.
However, loads otherwise classifiable as essential may be curtailed if they
possess back-up generation sufficient to meet their entire load requirement.

5.5 Sudden Shortages of Power

111 the event that time does not allow for the implementation of the Electric Curtailment Guidelines,
Company may resort to its emergency operations procedures, with or without notice,
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Attachment GAD-9
SERVICE SCHEDULE 5

GUIDELINES FOR ELECTRIC CURTAILMENT

5.6 Autom a tic Lo a d S he dding

In the event that there is a major electrical disturbance threatening the interconnected Southwest
system with blackout conditions, emergency devices such as under frequency load shedding,
transfer tripping, etc., will be utilized to maintain the optimum system stability.

6. ELECTRIC CURTAILMENT OF FIRM WHOLES ALE CUS TOMERS

6.1 The term "fem wholesale customer" shall be defined as those APS customers who purchase, on a
End basis, electrllcity Hom the Company for purposes of resale.

6.2 In any given instance where a curtailment of wholesale power deliveries is involved, and subject to
any required approvals of the Federal Energy Regulatory Commission or contractual provisions to
the contrary, Company shall notify its firm wholesale customers, requesting that they curtail
electric service to their retail customers during the period that Company's system is affected by
power shortages. In the event that Company is unable to obtain the cooperation of a Erna
wholesale customer, it may seek an order Hom appropriate governmental authority requiring the
Emu wholesale customer to accept a reduction of electricity deliveries proportionate to the
curtaihnent being effected on Company's system.

7. ELECTRIC LO AD AND CURTAILMENT P LAN

A detailed electric load and curtailment plan shall be kept on tile with the Arizona Corporation

Commission. This plan shall contain specific procedures for implementation of the above, along with the

name(s) and telephone nurnber(s) of the appropriate Company personnel to contact in the event

implementation of the plan becomes necessary. This plan shall be updated at least annually, and it or

amendments thereto shall become effective upon submission to the Arizona Corporation CoMmission.

7.1 Company shall contact the Director, Utilities Division, or their designee, as soon as practical for

any curtailment pursuant to this Schedule #5 .
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Attachment GAD-10
SCHEDULE 8

BILL ESTIMATION

APS (Company) regularly encounters situations in which APS cannot obtain a complete and valid meter
read. Situations that result in an estimated meter read include inclement weather, lack of access to a
customer's meter, energy diversion, labor unavailability and equipment malfunction. Without a valid meter
read, the customer's energy usage and/or demand must be estimated in order to render a bill for the missing
read period. A bill based on estimated usage is often referred to as an "estimated bill."

APS uses situation specific methods to estimate electrical usage to ensure that the most accurate usage

estimate is obtained. This Schedule describes the estimation methods and procedures used when an actual

meter read cannot be obtained or when energy diversion and/or meter tamper has occurred. The

estimating process is applicable to customers receiving Standard Offer service and to direct access

customers receiving unbundled delivery service from the Company.

1 . GENERAL

1.1 Estimating a read for energy (kph) and/or demand (kW) is performed in accordance with
the provisions of this Schedule or such supplemental or amendatory guidelines or
regulations as may hereafter be established and as provided.by law.

1 .2 This  S chedule  s ha ll be  cons idered a  part of a ll ra te  s chedules .

1.3 Upon discovery of the need to estimate kph or kw, Company will make reasonable
attempt (s) to secure an accurate meter reading and to resolve no-access issues.

1.4 Company is not obligated to obtain, or attempt to obtain, a customer supplied meter read

prior to sending an estimated bill. In circumstances where APS has agreed in writing to
permit customer supplied meter reads in accordance with ACC regulations and that

customer fails to provide Company with the meter read, estimation is also allowed.

1.5 Estimates due to equipment malfunctions may exceed one month if the malfunction of
Company owned or maintained equipment could not be reasonably discovered and/or
corrected before the need for additional estimates, or if the equipment malfunction is with
regard to customer-owned or maintained equipment.

1.6 This schedule is not intended to supersede the Commission's rules and regulations in

effect at the time the Commission approved this Schedule 8 without a specific decision of
the Commission.

BILL ESTIMATION

2.1 The causes that result in an estimated bill include but are not limited to:

2.1 .1 Inclement weather where conditions prevent meter access or compromise APS
employee safety as determined by Company.

2.1.2 Lack of access to the meter either due to conditions on the customer's premise

or to road closures that prevent access to the customer's premise.

2.1.3 Equipme nt or me te r fa ilure  or ma lfunc tion  with  no re lia ble  informa tion  re ta ine d
by the  me te r.
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Attachment GAD-10
SCHEDULE 8

BILL ESTIMATION

2.1.4 Labor unavailability due to circumstances such as unforeseen illness, natural
disasters, or other extreme events.

2.1.5 Meter tampering or energy diversion resulting in a lack of accurate metered
consumption infonnation.

2.1.6 An electronic meter reading is obtained, but the data cannot be transferred to a
billing computer.

2.1.7 Only a partial read for a meter (for example, the total kph read is obtained from
a time-of-use meter, but on-peadc kph and/or kW reads are unavailable).
Company will use the read available, and estimate the missing read(s).

2.2 The following defiNes certain conditions under which a bill is not considered estimated:

2.2.1 A bill ba sed on an actua l kph read, following an es tima ted bill. This  is
cons idered a  "time-up" bill and has  an explana tion of "true-up" on the bill.

2.2.2 Rate changes in the middle of the billing cycle.

2.2.3 A meter failure or malfunction which does not prevent the meter from accurately
recording customer usage or from being read.

2.2.4 The meter read is not available using electronic meter reading devices, but data
is obtained from a visual meter reading.

2.2.5 Meter reading information is not available because the service is provided on an
in-metered basis.

2.2.6 Unbundled service for direct access customers is provided on the basis of load
profiles in accordance with ACC regulations rather than using interval data
metering.

2.2.7 When Company determines a meter is misread, but the actual read on the meter
at the time it was read can be determined, Company makes a manual correction
to the incorrect read. This includes, but is not limited to, the following
examples:

2.2.7.1 A shut-off read is obtained, and on the same day the monthly meter
read is taken and is higher by 1 kph. The monthly meter read is
changed to the same read as the shut off read.

2.2.7.2 The serviceman enters a shut-off or turn-on read and then calls into the
office to say he entered the read for the wrong address. The correct
reads are entered for the appropriate addresses.

2.2.7.3 Accurate consumption information can be obtained Hom load research
meters.
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Attachment GAD-10
SCHEDULE 8

BILL ESTIMATION

2.2.8 A bill is estimated, and then rebelled when an actual read is obtained for the
same billing period. The first bill is considered an estimated bill and is coded as
such. The subsequent bill is considered a corrected bill and is not coded as an
estimate, but does contain "corrected bill" language.

BILL ES TIMATIO N METHO DS

The following section describes the estimation methods used to estimate energy consumption and
demand for most instances. Estimation techniques required where special circumstances exist,
such as initial bills, are also described. hi general, the estimation methodologies utilize historical
data.

3.1 ENERG Y E S TIMATIO N (kp h )

For energy estimation, the following hierarchy is used: 1) The estimate will be based on
the specific prior month's energy consumption unless that month was an initial bill. 2) If
the prior month's customer-specific energy consumption is not available or was an initial
bill, the estimate will be based on the customer-specific energy consumption for the same
month in the prior year. 3) If the customer-specific prior month or same month last year
energy consumption is unavailable but adequate seasonal customer history exists, energy
consumption will be estimated based on daily usage during six months of the same
season. 4) If specific energy consumption is not available, the estimate will be based on
the prior month's energy consumption at that premise unless that month was an initial
bill. 5) If prior month's premise energy consumption is not available or was an initial bill,
the premise energy consumption for the same month in the prior year will be used to
estimate consumption. 6) If premise-speciNc prior month or same month last year is
unavailable but adequate seasonal premise history exists, energy consumption will be
estimated based on daily usage during six months of the same season. 7) When adequate
customer or premise history is not available, the estimate is based on the customer class
average usage found in Section 3.3.1.

For customers served under time-of-use schedules, the hierarchy listed above will be
utilized to develop the estimated on-peak and off-peak energy consumption.

For customers served under rate schedules EPR-2 and EPR-5. the hierarchy listed above
will be used to estimate the energvconsumed by the Customer, Section 3.1.2 below shall
be used to estimate any excess energy purchased by the Utility.

For bill estimation purposes, the Summer Season is defined as May through October and
the Winter Season is defined as November through April.

The energy estimation methods are described in detail below.

Previous Month Method
Estimated energy usage is calculated as follows:

1. Determine the number of days for the previous month's billing period.

2. Determine the kph for the previous month's billing period.
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BILL ESTIMATION

Divide the previous  month kph by the previous  month number of days  to
determine Previous  Month per Day Usage

4. Multiply the Previous  Month per Day Usage by the number of days  in the
mis s ing read billing period to yield the kph for the mis s ing read billing
pe riod

Same Month Prior Year Method
Estimated energy is calculated as follows

1 . Determine the number of days for the same month of die previous year's
billing period

Determine the kph for the s ame month of the previous  yea r's  billing
pe riod

Divide the same month prior year's kph by the same month prior year's
number of days to get Same Month Prior Year per Day Usage

4. Multiply the Same Month Prior Year per Day usage by the number of days
in the mis s ing read billing period to yield the kph for the mis s ing read
billing pe riod

Seasonal Average Method

Estimated energy is calculated as follows

Where there is sufficient seasonal history (the number of days billed in the
season is between 165 and 195 days), energy is estimated by calculating the
average use per day for the same season as the billing period with the missing
read. The resulting per day usage is multiplied by the number of days in the
missing-read billing period to yield the usage estimate for the billing period
Seasonal average is calculated as follows

1 . Determine the total number of days 80111 each of the previous six same
season months to yield Seasonal Total Days

Add the kph 'dam each of the previous six same-season months to yield
Seasonal Total kph

Divide Seasonal Total kph by Seasonal Total Days to yield die Seasonal
Per Day Usage

4. Multiply the Seasonal Per Day Usage by the number of days  in the miss ing
rea d billing period to yield the kph for the mis s ing rea d billing period
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BILL ESTIMATION
Class Average Method

Estimated energy usage is calculated as follows :

Where neither customer nor premise history is available, energy is estimated by
calculating the average use per day for customer served under the same rate
schedule. The resulting per day usage is multiplied by the number of days in the
missing-read billing period to yield the usage estimate for the billing period.

3.1.1 TIME-OF-USE AND SEASONAL ESTIMATION (kwh):

If the rate for the estimated billing period is a time-of-use rate and sufficient
time-of-use history does not exist for a customer or premise, on-peak energy
usage is allocated as follows:

Summer
(May through October)

W'mter
(November through April)

Res identia l
ET- 1
ET-2
ECT- IR
ECT-2

40%
25%
40%
23%

30%
16%
30%
16%

Non-Residential
All 40% 30%

NOTE: The percentages specified above will also apply for seasonal estimation
of Customer-owned on-site distributed generators to include both the energy
consumed by the Customer and any excess energy purchased by the utility.

Seasonal on-peak energy percentages listed above will be modified through
general rate case or tariff filings or within three months whenever anNual Load
Research studies indicate that changes in these data are greater then 5%.

3.1.2 ENERGY ESTIMATION FOR CUSTOMER-OWNED ON-SITE
DISTRIBUTED GENERATORS

For energy estimation for Customer-owned on-site distributed generators. the
following hierarchy is used: ll The estimate will be based on each generators
previous month's energy output unless dirt month was an initial bill. 2) If the
prior mondl's generator-specific energy output is not available or was an initial
bilL the estimate will be based on the generator-specific energy output for the
same month in the prior year. 31 If similar generator output is not available. the
estimate will be based on the prior month's generation output at that premise
unless that month was an initial bill. 4) If prior month's premise generator
output is not available or was an illitial bill. the premise .generator output for the
same month in the prior year will be used to estimate generator output. 5) If
premise-specific prior month or same month last year generator output is
unavailable but adequate seasonal premise generation output history exists.
energy output will be estimated based on daily generation output during six
months of the same season. 61 If the generator-specific prior month or same
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BILL ESTIMATION

month last year energy output is unavailable but adequate seasonal history exists
for a similar type of generator. energy output will be estimated based on the
similar generator's output during six months of the same season. 7) When
adequate Customer or similar generator output history is not available. the
generator estimate is based on a 50% availability factor for the month (20% for
PV svstemsl.

For customers served under time-of-use schedules, the hierarchy listed above
will be utilized to develop the estimated on-peak and off-peak energy
consumption.

3.2 DEMAND ESTIMATION

For those accounts where the missing read Period is billed on a demand rate and the

missing read billing period is not for an initial bill, demand is estimated using the
following hierarchy:

3.2.1 If it is the same customer, use the prior month's demand unless that demand was
estimated or is for an initial bill.

3.2.2 If it is the same customer, but the prior month's customer-specific demand is not
available or was estimated or was an initial bill, use the customer-specific
demand read ham the same billing month a year ago, unless that demand was
estimated or is for an initial bill.

3.2.3 If the bill for the same month of the prior year was not for the same customer, or
was estimated or for an initial bill, use the premise demand read for the prior
month, unless that demand was estimated or is for an initial bill.

3.2.4 If the prior nlonth's premise demand was estimated or was an initial bill, use the
premise demand read from the same billing month of the prior year, unless that
demand was estimated or was for an initial bill.

3.2.5 For purposes of this Section 3.2., a demand read is considered "estimated" if the
demand was not reset die prior month (or any time thereafter) and the demand
read is not greater than the prior month's demand read which was not reset.

3.2.6 If none of the above is applicable, apply the rate schedule load factor percentage
to the appropriate kph. The rate schedule load factor percentages are: .

Residential:
EC- 1
ECT-IR
ECT-2
Non-residential:
All

Load Factor %
35%
42%
46%

50%

Load factors listed above will be modified through general rate case or tari5

filings or within three months whenever annual Load Research studies indicate

that changes in these data are greater than 5%.
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BILL ESTIMATION
3.2.7 From time to time, meter reader may be unable to reset demand readings. When

this occurs the readings are noted as "Demand Not Reset."

3.2.7.1 In the month when the "Demand Not Reset" is noted, the kph and kW
are not estates and are used for billing purposes.

3.2.7.2 In the following month, if the meter reader is able to reset the demand,
the "DemandNot Reset" notation is removed.

1) If the kW reading is less than the reading for the previous
month, the demand is used for billing purposes and is not an
estimated demand.

2) If the demand reading is greater than the previous month when
the "Demand Not Reset" was noted, the read demand is used.

3) If the demand reading is equal to the demand reading when
the "Demand Not Reset" was noted, demand will be estimated
using the procedures described in previous sectionsof this
schedule.

3.2.8 DEMAND ESTIMATIONFOR CUSTOMER-OWNED DISTRIBUTED
GENERATORS

For those accounts where the missing read period is billed on a demand rate and
the missing read billing period is not for an initial bill. demand is estimated
using the following hierarchy:

3.2.8.1 If it is the same customer. use the prior month's demand ii'om the
Customer-owned generator unless that demand was estimated or is for
an initial bill.

4

3.2.8.2 If it is the same customer. but the prior month's customer-specilic
demand Hom the generator is not available or was estimated or was an
initial bill. use the customer-specific demand on the generator from the
same billing month a year ago, unless that demand was estimated or is
for an initial bill.

3.2.8.3 If the demand on the generator for the same month of the prior year
was not for the same customer. or was estimated or for an initial bill.
use the premise generator demand read for the prior month. unless that
demand was estimated or is for an initial bill.

3.2.8.4 If the prior month's premise demand from the generator was estimated
or was an initial bill. use the premise demand &om the generator Nom
the same billing month of the prior year.

3.2.8.5 For purposes of this Section 3.2.. a demand read on the generator is
considered "estimated" if the demand was not reset the prior month (or
any time thereafter) and the demand read on the generator is not greater
than the prior month's demand read which was not reset.
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3.2.8.6 Ionone of the above is applicable, apply the rate schedule load factor
percentage to the appropriate kph. The rate schedule load factor
pefcentaggs are:

Res identia l:
EC- l
ECT- 1 R
ECT-2
Non-res identia l:
A11

Load Factor %
35%
42%
46%

50%

Load factors listed above will be modified through general rate case or
tariff filings or within three months whenever annual Load Research
studies indicate that changes in these data are greater than 5%.

3.2.8.7 From time to e. meter reader may be unable to reset demand
readings. When this occurs the readings are noted as "Demand Not
Reset."

3.2.8.7.1 In the month when the "Demand Not Reset" is noted. the kph
and kW are not estimates and are used for billing purposes.

3.2.8.7.2In the following month. if the meter reader is able to reset the
demand on the generator. the "Demand Not Reset" notation is
removed.

n

I.

If the kW reading is less than the reading for the previous
month." the demand on the generator is used for billing
purposes and is not an estimated demand.

2) If die demand reading on the generator is greater than the
previous month when the "Demand Not Reset" was
noted. the read demand is used.

3) If the demand reading is equal to the demand reading
when the "Demand Not Reset" was noted. demand will be
estimated using the procedures described in previous
sections of this schedule.

3.3 INITIAL BILL

An initial bill is the first bill a customer receives for a premise. Examples of an initial
bill include a new meter set where no service has previously been provided, or a
previously occupied premise that is now in the new connecting customer's name.

If the billing period for an initia l bill is  fewer than 11 days  and no read was  obta ined, the
cus tomer is  billed only a  daily bas ic service charge, and any energy used during this
period is  included in the following month's  billing period us age. If the billing period is
ll or more days , the bill is  es tima ted a s  follows :
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Attachment GAD-10
SCHEDULE 8

BILL ESTIMATION

3.3.1 ENERGY US AGE (kph) :

If there is no usage history for the premise, a "minimum usage" estimate is
multiplied by the number of days in the missing read billing period. The
diEerence in energy used during this period and the "minimum usage" estimate
is included in the following month's billing period usage. The "minimum
usage" estimates for total kph are:

Res identia l:
E-12 and E-10
EC- 1
ET-1 and ET-2
ECT-IR a ll ECT-2
Non-res identia l:
Under 20 kW
Over 20 kW

23 kph pe r da y
55 kph pe r da y
41 kph pe r da y
66 kph pe r da y

45 kph pe r da y
1,156 kph per da y

NOTE: The minimum usage estimates specified above also apply to energy
consumed by the Customer under rate schedules EPR-2 and EPR-5. Excess
energy purchased by the utility will be estimated at zero for the initial bill.

Initial bill minimum energy usage estimates for total kph listed above will be
modified through general rate case or tariff filings or within three months
whenever annual Load Research studies indicate that changes in these data are
greater then 5%. *

If there is usage history for the premise, energy will be estimated using the
applicable method in Section3.l. If there is no on-peak usage history for the
premise, the allocations found in Section 3.1.1 will be utilized.

3.3.2 DEMAND (kW):
For those accounts where the missing read period is billed on a demand rate,
demand is estimated as follows:

For initia l bills  fewer Mm 11 days , no demand charge is  billed.

For initial bills ll or more days, the kW is estimated using the same hierarchy as
indicated in Section 3.2.

3.4 ADVANCED METER INFRAS TRUCTURE (AMD METERS

When a missing read occurs on an account with an AMI meter, an initial attempt to
estimate will be performed using partial month data as available. AMI meter data is
normally collected on a daily basis, and therefore would be used to compute an estimate
for the billing month, even if some of these daily reads are missing.

3.4.1 For initia l and normal bills  of 11-24 days :

If the la tes t AMI meter da ta  is  ava ilable with a  meter reading of ll or more days
s ince the las t read da te for the previous  billing month:

I
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SCHEDULE 8

BILL ESTIMATION

1) Review the daily AIVII incremental reads to determine the total energy
consumption, on-peak percentage and demand for the billing month. Use
reads &om the latest AMI data to determine a per-day usage value and
multiply by the number of days in the current billing period to yield the
estimates for total and on-peak usage.

2) If the AMI meter da ta  is  unava ilable use the es timation methods  for non-
AMI meters .

3.4.2 For initial and normal bills of 10 or less days, use the estimation methods
described in Section 3.3 .

3.5 DEAD O R FAILING  METER

¢

For accounts where it is .determined the meter is dead or failing, no adjustment to the bill
will be made until the new meter is in place at least ll days. Then the usage for the
previous month(s) is to be determined by taking the lower of the per day usage calculated
from the new meter, less 3%(plus 3% for estimating customer-owned on-site generation
bought by Utility), or the Same Month Prior Year Method described in Section 3.1.
Charges for underbillings of dead or failing meters will be limited to three months for
residential accounts and six months for non-residential accounts, in accordance with
Schedule l Section 4.3. In instances where CoMpany believes the customer's usage
patterns were different during the dead or failing meter period than those being used to
estimate, Company may adjust its estimate downward from either method.

3.6 ENERGY DIVERS ION OR METER TAMP ERING

In instances where energy diversion or meter tampering has occurred, Meter reads 'from
the eustemeris meter will not accurately reflect all of the energy usage. Energy
consumption for the period during which the diversion or meter tampering occurred shall
be estimated by calculating a per day usage based on the best available information. This
may include 1) metered data obtained from an auxiliary meter installed during the
diversion investigation, 2) meter information obtained from the customer's meter after
the diversion or meter tampering was discovered by Company and stopped, and 3)
consumption history for the customer or site prior to when the diversion or meter
tampering began.

In some instances, the estimated consumption based on per day usage may be less than
what the eastemetis meter actually registered during the time period. In those cases, the
actual usage will be used in the calculation of the total energy diversion or meter
tampering back bill.

3.7 NON-CUS TOMER INFORMATION S YS TEM ES TIMATES

In some instances, an account is coded to not be automatically estimated by Company's
Customer Information System (CIS). This occurs when, due to special circumstances of
the account (such as: served at substation voltage, receives a power allowance Hom a
federal agency, partial requirements/self-generation, etc.), manual intervention in the
billing process is required. For those accounts which are coded to not be automatically
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SCHEDULE 8

BILL ESTIMATION

estimated by the CIS, additional attempts may be made to obtain meter readings which
will be used for billing. If reads are not obtained, then energy and demand will be
estimated, using the applicable methods described in this Schedule.

3.8 REBILLS  OF P REVIOUS  ES TIMATES

In instances where mc reads from the previous month are estimated and a subsequent
actual read is obtained, the following "true-up" is performed.

3.8.1 ENERGY USAGE
If the actual read following an estimated read is either lower than the estimated
read, or, in Company's opinion, considerably higher than the previously
estimated read(s), then per day usage is calculated using the diEerence in kph
between the last actual read and the current month actual read. The per day
usage is multiplied by the number of days in each estimated month and each
affected month is rebelled using the new per day usage kph.

3.8.2 DEMAND
If the actual demand read obtained after an estimate is lower than the estimated
demand read, the previous month(s) estimated demand read(s) are lowered to the
subsequent actual demand read.

The estimates used in this Section 3.8 take precedence over the estimating methods
described elsewhere in this Service Schedule.

I
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

The following terms and conditions and any changes authorized by law will apply to Arizona Public Service
Company (Company), Energy Service Providers (ESPs), and their agents that participate in Direct Access under the
Arizona Corporation Commission's (ACC) mies for retail electric competition(A.A.C. R14-2-l60l, et seq., referred to
herein as the "Rules"). "Direct Access customer" refers to any Company retail customer electing to procure its
electricity and any other ACC authorized Competitive Services directly &om ESPs as defined in the Rules.

Customer Selections

All Company retail customers shall obtain service under one of two options:

1. Standard Offer Service. With this election, retail customers will receive all services &on Company,
including metering, meter reading, billing, collection and other consumer information services, at
regulated rates authorized by the ACC. Any customer who is eligible for Direct Access who does not
elect to procure Competitive Services shall remain on Standard Offer Service. Direct Access
customers may also choose to return to Standard Offer Service after having elected Direct Access.

2. Competitive Services (Direct Access). This service election allows customers who are eligible for
Direct Access to purchase electric generation and other Competitive services from an ACC certificated
ESP. Direct Access customers with single premise demands greater than 20 kW or usage of 100,000
kph annually will be required to have Interval Metering, as specified in Section 3.6. 1. Pursuant to the
Rules, and any restrictions herein, the ESP serving these customers will have options available for
choosing to offer Meter Services, Meter Reading Services and/or Billing Services on their own behalf
(or through a qualified third party), or to have Company provide those services (when permitted*y the
Rules)-as specifiedherewithin.

1. Genera l Terms

1.1 Definitions. The definitions of principal terns used in this Schedule shall have the same meaning as
ascribed to them in the Rules, unless otherwise expressly stated in this Schedule. .

1.1.1 Customer - Unless otherwise stated, all references to Customer in this agreement refer to Company
customers who are eligible for and have elected Direct Access.

1.1.2 Service Account - Unless otherwise stated, all references to "Service Account" in this agreement
shall refer to an installed service, identified by a Universal Node Identifier (UNI).

1.1.3 Local Arizona Time - All time references in this Schedule are in Local Arizona Time, which is
Mountain Standard Time (MST).

2. General Obligations of Company

2.1 Non-Discrimination

2.1.1 Company shall discharge its responsibilities under the Rules in a non-discriminatory manner as to
providers of all Competitive Services. Unless the se authorized by the ACC, the Federal Energy
Regulatory Commission ("FERC") or applicable affiliate transactions rules, Company shall not:

2.1.1.1 Represent tha t its  a ffilia tes  or cus tomers  of its  a ffilia tes  will receive any different
trea tment with regard to the provis ion of Company services  than other, unaffilia ted
services  providers  as  a  result of a ffilia tion with Company, or
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SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

2.1.1.2 Provide its affiliates, or customers of its affiliates, any preference based on the affiliation
including but not limited to terms and conditions of service, information, pricing or timing
over non-affiliated suppliers or their customers in the provision of Company services.

2.2 Transmission and Distribution Service

Company will offer transmission and distribution services under applicable tariffs, schedules and contracts
for delivery of electric generation to Direct Access customers under the provisions of State law, the terms
of the ACC's Rules and Regulations, this Schedule, the ESP Service Acquisition Agreement, applicable
tariffs and applicable FERC rules.

3 . Genera l Obliga tions  of ESPs

3.1 Timeliness, Due Diligence and Security Requirements

3.1.1 ESPs shall exercise due diligence in meeting their obligations and deadlines under the Rules to
facilitate customer choice. ESPs shall make all payments owed to Company in a timely manner.

3.1.2 ESPs shall adhere to all credit, deposit and security requirements specified in the ESP Service
Acquisition Agreement and Company tariffs and schedules.

3.2 Arrangements with ESP Customers

ESPs shall be solely responsible for having appropriate contractual or other arrangements with their
customers necessary to implement Direct Access. Company shall not be responsible for monitoring,
reviewing or enforcing such contracts or arrangements.

3.3 Responsibility for Electric Purchases

ESPs will be responsible for the purchase of their Direct Access customers' electric generation needs and
the delivery of such purchases to designated receipt points as set forth on schedules given to die
Scheduling Coordinators ("SCs").

3.4 Compa ny Not Lia ble  for ESP  Services

To the extent the customer elects to procure services from an ESP, Company has no obligations to the
customer with respect to the services provided by the ESP.

3.5 Load Aggregation for Procuring Electric Generation/Split Loads

3.5.1 ESPs may aggregate individually-metered electric loads for procuring competitive electric
generation only. Load aggregation shall not be used to compute Company charges or for tariff
applicability.

3.5.2 Customers requesting Direct Access Services may not partition the electric loads of a Service
Account among electric service options or providers. The entire load of a Service Account must
be provided by only one (1) ESP. This provision shall not restrict the use of separate parties for
metering and billing services.
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3.6  In te rva l Me te ring

3.6.1 "Interval Metering" refers to the purchase, installation and maintenance of electricitymetering
equipment capable of measuring arid recording rninitnum data requirements, including hourly
interval data required for Direct Access settlement processes and distribution billing. Interval
Metering is required for all customers that elect Direct Access and reach a single site maximum
demand in excess of 20 kW one or more times or annual usage of 100,000 kph or more. Interval
Metering is provided by the ESP, at no cost to Company. Interval Metering is optional for those
customers with single site maximum demands that are 20 kW or less or annual usage of less than
100,000 kph.

3.6.2. Company shall determine if Customer meets the requirements for Interval Metering based on
historical data, or an estimated calculation of the demand and/or usage for new customers.

3.7 Meter Data Requirements

Minimum meter data requirements consist of data required to bill Company distribution tariffs and
determine transmission settlement. Company shall have access to meter data necessary for regulatory
purposes or rate-setting purposes pursuant to mutually agreed upon terms with the ESP for such data
access.

3 .8 S ta tis tic a l Loa d P rofile s

Company will offer statistical load profiles in place of kiterval Metering, for qualifying Customers to
estimate hourly consumption for settlement and scheduling purposes. Statistical load profiles will be
applied as authorized by FERC.

3.9 Fees and Other Charges

Direct Access customers shall pay all applicable fees, surcharges, impositions, assessments and taxes on

the sale of energy or the provisions of other services as authorized by law. The ESP and Company will

each be respectively responsible for paying such fees to the taxing or regulatory agency to the extent it is

their obligation to do so. Both the ESP and Company will be responsible for providing the authorized

billing agent the information necessary to bill these charges to the customer.

3. 10 Liability In Connection With ESP Selvices

3.10.1 "Damages" shall include all losses, harm, costs and detriment, both direct and indirect, and
consequential, suffered by Customer or third parties.

3.10.2 Company shall not be liable for any damages caused by Company conduct in compliance with, or
as permitted by, Company's electric rules and tariffs, the ESP Service Acquisition Agreement, the
Rules, and associated legal and regulatory requirements related to Direct Access service, or as
otherwise set forth in Company's Schedule #l.

3.10.3 Company shall not be liable for any damages caused to Customer by any ESP, including failure to
comply with Company's electric rules and tariffs, the ESP Service Acquisition Agreement, the
Rules, and associated legal and regulatory requirements related to Direct Access service.
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3.10.4 Company shall not be liable for any damages caused by the ESP's failure to perform any
commitment to Customer.

3.10.5 A11 ESP is not a Company agent for any purpose. Companyshall not be liable for any damages
resulting firm acts, omissions, or representations made by an ESP in connection with soliciting
customers for Direct Access or rendering Competitive Services.

3.10.6 Under no circumstances shall Company be liable to Customer, ESP (including any entity retained
by it to provide competitive services to the customer) or third parties for lost revenues or profits,
indirect or consequential damages or punitive or exemplary damages in connection with Direct
Access Services. This provision shall not limit remedies otherwise available to customers under
Company's schedules and tariffs and applicable laws and regulations.

4. Customer Inquiries and Data Accessibility

4.1 Customer Inquiries -. For customers requesting information on Direct Access, Company shall mace
available the following information:

4.1.1 Materials to consumers about competition and consumer choices.

4.1.2 A list of ESPs that have been issued a Certificate of Convenience and Necessity to offer
Competitive Services within Company's service ten'itory. Company will provide the list
maintained by the ACC, but Company is under no obligation to assure the accuracy of this list.
Reference to any particular ESP or group of ESPs on the list shall not be considered an
endorsement or other form of recommendation by Company.

4.2 Access to Customer Usage Data. For Company customers on Standard Offer Service, Company shall
provide customer specific usage data to ESP or to Customer, subject to the following provisions:

4.2.1 ESPs may request Customer usage data prior to submission of a Direct Access Service Request
("DASR") by obtaining and submitting to Company the Customer's written authorization on a
Customer Information Service Request ("CISR") form. Company may charge for customer usage
data at rates approved by the ACC.

4.2.2 Company will provide the mo.st recent twelve (12) months of customer usage data or the amount of
data available for that Customer if there is less than twelve (12) months of usage history.

4.3 Customer Inquires Concemlulg Billing' Related Issues

4.3.1 Customer inquiries concerning Company charges or services shall be directed to Company.

4.3.2 Customer inquiries concerning ESP charges or services shall be directed to the ESP.

4.4 Customer Inquiries Related to Emergency Situations and Outages

4.4.1 Company shall be responsible for responding to all Standard Offer Service or, in the case of Direct
Access customers, distrllbution service emergency system conditions, outages and safety situation
inquiries related to Company's distribution system. Customers contacting an ESP with such
inquiries are to be referred directly to Company for resolution. ESPs performing consolidated
billing must show Company's emergency telephone number on their bills.
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4.4.2 Company may shed or curtail customer load as provided by its ACC-approved tariffs and
schedules, or by other ACC rules and regulations.

5. ESP Service Establishment

5.1 Before the ESP or its agents can over Direct Access seMces 'm Company's distribution service territory
they must meet die applicable provisions as listed:

5.1.1 All ESPs must obtain a Certificate of Convenience and Necessity from the ACC wllich authorizes
the ESP to offer Competitive Services in Company's distribution service territory.

5.1.2 All ESPs must register to do business in the State of Arizona and obtain all other licenses and
registrations needed as a legal predicate to the ESP's ability to offer Competitive Services in
Company's distribution service territory.

5.1.3 Load Serving ESPs must satisfy creditworthiness requirements as specified in the ESP Service
Acquisition Agreement if the ESP chooses the ESP Consolidated Billing option. If the ESP
chooses Company UDC Consolidated Billing, they must enter into a Customized Billing Services
Agreement.

5.1.4 Load Serving ESPs must enter into an ESP Service Acquisition Agreement with Company.

5.1.5 All ESPs must saris@/ any applicable ACC electronic data exchange requirements including:

5. 1 .5.1 The ESP and/or its designated agents must complete to Company's satisfaction all necessary
electronic interfaces between the ESP and Company to exchange DASRs and general
communications.

5.1.5.2 The ESP or its agent must complete to Company's satisfaction all electronic interfaces
between the ESP and Company to exchange meter reading and usage data. This includes
communication to and Hom the Meter Reading Service Provider's (MRSP) server for
sharing of meter reading and usage data.

5. 1 .5.3 The ESP must have the capability to electronically exchange data with Company.
Alternative arrangements may be acceptable at Company's option.

5.1.5.4 The ESP and its agents must use Electronic Data Interchange (EDI) using Arizona Standard
Formats to exchange billing and remittance data with Company when offering ESP
Consolidated Billing or Company UDC Consolidated Billing. The ESP and its agents must
use the Arizona Standard Format to exchange meter reading data with Company when
providing meter reading services. Alternative arrangements may be allowed at Company's
option.

5.1.6 For Company UDC Consolida ted Billing or ESP Consolida ted Billing options , compliance tes ting
is  required. Both parties  must demonstra te the ability to perform data  exchange functions  required
by the ACC and the ESP Service Acquis ition Agreement. Any change of the billing agent will
require a  reva lida tion of the applicable compliance tes ting. Provided the ESP is  acting diligently
and in good fa ith, its  fa ilure to complete such compliance tes ting sha ll not a ffect its  ability to offer
electric genera tion to Direct Access  cus tomers ..Dua l Company/ESP Billing will be performed
until the compliance tes ting is  completed to Company's  sa tis faction.
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5.1.7 Compliance testing will be required for a MRSP when providing meter reading services to ensure
that meter data can be delivered successfully. Any change of the MRSP's system, or any change to
the Arizona Standard 867 EDI format, will require a revalidation of the applicable compliance
testing.

6. Direct Access Service Request (DASR)

6.1 A DASR is submitted pursuant to the rems and conditions of the Arizona DASR Handbook, the ESP
Service Acquisition Agreement and this section, and shall also be used to define the Competitive
Services that the ESP will provide the customer.

6.2 ESPs shallhave a CC&N ham the ACC; shall have entered into an ESP Service Acquisition
Agreement with Company, if required, and shall have successfully completed data exchange
compliance testing before submitting DASRs.

6.3 Thé customer's authorized ESP must submit a completed DASR to Company before Customer can be
switched from Standard Offer Service or Competitive Service provided by another ESP. The DASR
process described herein shall be used for customer Direct Access elections, updates, cancellations,
customer-initiated returns to Company Standard Offer Service, or requests for physical disconnection
of service and ESP- or customer-initiated termination of an ESP/customer service agreement.

6.4 A separate DASR must be submitted for each service delivery point. Each of the Ive (5) DASR
operation types [Request (RQ), Termination of Service Agreement (TS), Physical Disconnect (PD),
Cancel (CL) and Update/Change (UC)] has specific field requirements that must be fully completed
before the DASR is submitted to Company. A DASR that does not contain the required yield
information or is otherwise incomplete may be rejected. In accordance with the provisions of the
applicable Service Acquisition Agreement, Company may deny the ESP or customer request for service if
the information provided in the DASR is false, incomplete, or inaccurate in any material respect. ESPs
filing DASRs are thereby representing that they have their customer's authorization for such transaction.

6.5 Company requires that DASRs be submitted electronically using Electronic Data Interchange (EDI) or
Comma Separated Value (CSV) formats through the Company's web site (http://esp.apsc.com).

6.6 DASRs will be handled on a Erst-come, first-served basis. Each request shall be time and date stamped
when received by Company. .

6.7 Once the DASR is submitted, the following timeframes will apply:

6.7.1 Company will respond to RQ, TS, CL and UC DASRs within two (2) worldng days of the time and
date stamp. Company will exercise best efforts (no later than five (5) working days) to provide
the ESP with a DASR status notification informing them whether the DASR has been accepted,
rejected or placed in a pending status awaiting further information. If accepted, the effective switch
date will be determined in accordance with Sections 6.8, 6.9, and 6.12 and will be confined in the
response to the ESP and the former ESP if applicable. If a DASR is rejected, Company shall
provide the reasons for the rejection. If a DASR is held pending further information, it shall be
rejected if the DASR is not completed with the required information within thirty (30) working
days, or a mutually agreed upon date, following the status notification. Company will send written
notification to the customer once the RQ DASR has been processed.
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6.7.2 When a customer requests electric services to be disconnected, the ESP is responsible for
submitting a PD DASR to Company on behalf of the customer, regardless of the Meter Service
Provider (MSP).

6.7.2.1 When Company is acting as the MSP, Company shall perform the physical disconnect of the
service. The PD DASR must be received by Company at least three (3) worldng days prior to
the requested disconnect date. Company will aclmowledge the PD DASR status within two
(2) working days of the time and date stamp.

6.7.2.2 When Company is not acting as the MSP, the ESP is responsible for performing the physical
disconnect. The ESP shall notify Company by DASR of the date of the physical disconnect.
Disconnect reads must be posted to the server within three (3) working days following the
disconnection.

6.8 DASRs that do not require a meter exchaNge must be received by Company at least fifteen (15)
calendar days prior to the next scheduled meter read date. The actual meter read date would be the
effective switch date. DASRs received less than fifteen (15) calendar days prior to the next scheduled
meter read date will be scheduled for switch to Direct Access on the following month's read date.

6.9 DASRs that require a meter exchange will have an effective change date to Direct Access as of the
meter .exchange date. Notification of meter exchange dates shall be coordinated between the ESP,
MSP and Company's Meter Activity Coordinator ("MAC").

6.10 If more than one (1) RQ DASR is received for a service delivery point within a Customer's billing
cycle, only the first valid DASR received shall be processed in that period. All subsequent DASRs shall
be rejected.

6.11 Upon acceptance of an RQ DASR, a maximum of twelve (12) months of customer usage data, or the
available usage for that customer switching &om Standard Offer, shall be provided to the ESP. If there
is an existing ESP currently serving that customer, that ESP shall be responsible for submitting the
customer usage data to the new ESP. In both cases, the customer usage data will be submitted to the
appropriate ESP no later than five (5) working days before the scheduled switch date.

6.12 Customers returning to Company Standard Offer service must contact their ESP. The ESP shall be
responsible for submitting the DASR on behalf of the customer.

6.13 ESPs requesting to return a Direct Access customer to Company Standard Offer service shall submit a
TS DASR and shall be responsible for the continued provision of the customer's electric supply
service, metering, and billing services until the effective change date.

|

6.14 Customers requesting to return to Company Standard Offer service are subject to the same timing
requirements as used to establish Direct Access service. Direct Access customers returning to
Company Standard Offer service may be subject to the RCDAC-1 .

6.15 Company may assess a fee for processing DASRs. All fees are payable to Company within fifteen (15)
calendar days after the invoice date. All unpaid fees received after this date will be assessed applicable
late fees pursuant to Schedule 1. If an ESP fails to pay these fees within thirty (30) days after the due
date, Company may suspend accepting DASRs from the ESP unless a deposit sufficient to cover the
fees due is currently available or until such time as the fees are paid. If an ESP is late in paying fees, a
deposit or an additional deposit may be required from the ESP.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: December 3, 1998

A_C_C_ No. =s'»sxJoc<
Canceling A_C.C_ No. 5°5'!5626

Savicc Schedule 10
Revision No. -1-2

Eifectivcz April 1, zoo5x x x x

I

Page 7 of25



Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

6.16 A customer moving to new premises may retain or start Direct Access immediately. The customer
must first contact Company to establish a Service Account. The customer will be provided the
necessary information that will enable its ESP to submit a DASR. The same timing requirements apply
as set forth in Section 6.8 and 6.9

6.17 Billing and metering option changes are requested through a UC DASR and cannot be changed more
than once per billing cycle

6.18 Company shall not hold the ESP responsible for any customer unpaid billing charges prior to the
customer's switch to Direct Access. Unpaid billing charges shall not delay the processing of DASRs
and shall remain the customer's responsibility to pay Company. Company's Schedule l applies in the
event of customer non-payment, which includes the possible disconnection of distribution services
Company shall not accept any DASRs submitted for customers who have been terminated for
nonpayment and have not yet been reinstated. Disconnection by Company of a delinquent customer
shall not make Company liable to the ESP or third-parties for the customer's disconnection

6.19 Company shall not accept DASRs that specify a switch date of more than sixty (60) calendar days firm
the date the DASR is submitted

7_. Billing Service Options  and Obliga tions

7.1 Subject to availability, and pursuant to the terms in the ESP Service Acquisition Agreement, this Schedule
10, and applicable tariffs and the restrictions therein, ESPs may select among the following billing options

7 .1 .1 COMPANY UDC CONSOLIDATED BILLING

7.1.2 ES P  CONS OLIDATED BILLING

7.1.3 DUAL COMPANY/ESP BILLING

7.2 COMPANY UDC CONSOLIDATED BILLING

7.2.1 The customer's authorized ESP sends its bill-ready data to Company, and Company sends a
consolidated bill containing both Company and ESP charges to the Customer

7.2.2 Company Obligations

7.2.2.1 Company shall bill the ESP charges and send the bill either by mail or electronic means to
the customer. Company is not responsible for computing or determining the accuracy of the
ESP charges. Company is not required to estimate ESP charges if the expected bill ready
data is not received nor is Company required to delay Company billing. Billing rendered on
behalf of the ESP by Company shall comply with A.A.C. R14-2-1612

7.2.2.2 Company bills shall include 'm Customer's bill a detailed total of ESP charges and
applicable taxes, assessments and billed fees, the ESP's name and telephone number, and
other information provided by the ESP

7.2.2.3 If Company processes Customer payments on behalf of the ESP, the ESP shall receive
payment for its charges as specified in Section 7.7
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TERMS AND CONDITIONS FOR DIRECT ACCESS

7.2.3 . ESP Obligations

7.2.3.1 Once a billing election is in place as specified in the ESP Service Acquisition Agreement,
the ESP may offer Company UDC Consolidated Billing services to Direct Access
customers pursuant to the terms and conditions of the applicable ACC approved tariff

7.2.3.2 The ESP shall submit the necessarybilling information to facilitate billingservices under
thisbillingoption by Service Account, according to Company'smeter reading schedule,
and pursuant to the applicable tariff Timing of billing submittals is provided for in
Section 7.2.4below.

7.2.4 Timing Requirements

7.2.4.1 Bills under this option willbe renderedonce a month. Nothing contained in this Schedule
shall limit Company's ability torenderbills more frequently consistent withCompany's
existingpractices. However, if Company rendersbills more Nequently than once a month,
ESP changes need only to be calculated based on monthlybilling periods.

7.2.4.2 Except as provided in Section 7.2.4.1, Company shall require that allESP and Company
chargesbe based on the same billingperioddata.

7.2.4.3 ESP charges for normal monthly customer billing and any adjustments for prior months'
metering or billing errors must be received by Company in EDI "8l0" format no later than
4:00 p.m. Local Arizona Time on the third worldng day following the Last Meter Read/First
Bill Date. If billing charges have not been received from the ESP by this deadline,
Company will render a bill for Company charges only. The ESP must wait until the next
billing cycle, unless there is a mutual agreement for Company to send an interim bill. If
Company renders the bill for Company charges only, Company will include a note on the
bill stating that ESP charges will be forthcoming. An interim bill issued pursuant to this
Section may also include a message that Company charges were previously billed.

7.2.4.4 ESP charges for a Physical Disconnect Final Bill must be received by 4:00 p.m. Local
Arizona Time on the sixth working day following the actual disconnect date. If final billing
charges have not been received Nom the ESP by this date, Company will render the
customer's 'final bill for Company charges only, without the ES/P's final charges. If
Company renders the bill for Company charges only, Company will include a note on the
bill stating that ESP charges will be forthcoming. The ESP must send the final charges to
Company. Company will produce and send a separate bill for the final billing changes.

7.2.5 Restrictions

Company UDC Consolidated Billing shall be an option for individual customer bills only, not an
aggregated group of customers. Nothing in this Section precludes each individual customer in an
aggregated group, however, from receiving the customer's individual bills under Company UDC
Consolidated Billing.
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CCNDITIONS FOR DIRECT ACCESS

7.3 ES P  CONS OLIDATED BILLING

7.3.1 Company calculates and sends its bill-ready data to the ESP. The ESP in tum sends a consolidated
bill to its customer. The ESP shall be obligated to provide the customer detailed Company charges
to the extent that the ESP receives such detail Hom Company. The ESP is not responsible for the
accuracy of Company charges.

7.3.2 Company Obliga tions :

7.3.2.1 Company shall calculate all its charges once per month based on existing Company billing
cycles and provide these to the ESP to be included on the ESP consolidated bill or as
otherwise specified. Company and the ESP may mutually agree to alternative options for the
calculation of Company charges.

7.3.2.2 Company shall provide the ESP with sufficient detail of its charges, including any adjustments
for prior months' metering and billing error, by EDI "810" format. Company charges that are
not transmitted to the ESP by 4:00 p.m. Local Arizona Time on the third worldng day
following the Last Meter Read/First Bill Date need not be included in the ESP's bill. If
Company's billing charges have not been received by such date, the ESP may render the bill
without Company charges unless there is a mutual agreement to have the ESP send an interim
bill to die customer including Company charges. The ESP will include a message on the bill
stating that Company charges are forthcoming.

7.3.2.3 For a Physical Disconnect Final Bill, Company will provide the ESP with Company's Final bill
charges by 4:00 pm. Local Arizona Time on the sixth worldng day following the actual
disconnect date. If Company's billing charges have not been received by such date, the ESP
may render the bill without Company charges. The ESP shall include a message on the bill
stating that Company charges are forthcoming. Company will send the final bill charges to the
ESP, and the ESP will produce and deliver a separate bill for Company charges.

7.3.3 ESP Obliga tions :

7.3.3.1 Once an ESP Service Acquisition Agreement is entered into, including an appropriate billing
election, and all other applicable prerequisites are met, the ESP may offer consolidated billing
services to Direct Access customers they serve.

7.3.3.2 The ESP bill sha ll include any billing-rela ted deta ils  of Company charges . Company charges
may be printed with the ESP bill or electronica lly transmitted. Billing rendered on beha lf of
Company by the ESP sha ll comply with A.A.C. R14-2-1612.

7.3.3.3 Other than including the billing data provided by Company on the customer's bill, the ESP has
no obligations regarding the accuracy of Company charges or for disputes related to these
charges. Disputed charges shall be handled according to ACC procedures.

7.3.3.4 The ESP shall process customer payments and handle collection responsibilities. Under this
billing option, the ESP must pay all charges due to Company and not disputed by the customer
as specified in Section 7.7.2.1. '

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: December 3, 1998

A.C.C. No. 5626}OO(X
Canceling A.C.C. No. 53545626

Service Schedule 10
Revision No. -1-2

2 c e 5 xxxxEffective: A

Page 10 of25



Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

7.3.3.5 Subject to the limitations of this Section and with the written consent of the Customer, the
ESP may offer customers customized billing cycles or payment plans which permit the
Customer to pay the ESP for Company charges in different amounts than Company charges to
the ESP for any given billing period. Such plans shall not, however, affect in any manner the
obligation of the ESP to pay all Company charges in iilll. Should Customer select an optional
payment plan, all Company charges must be billed in accordance with A.A.C. R14-2-2l0(G).

7.3.4 Timing Requirements

ESPs may render bills more or less 'frequently than once a month. However, Company shall
continue to bill the ESP each billing cycle period for the amounts due by the customer for that
billing month.

7.4 DUAL CO MP ANY/ES P  BILLING

Company and the ESP each separately bill the customer directly for services provided by them. The
billing method is the sole responsibility of Company and the ESP. Company and the ESP shall process
only the customer payments relating to their respective charges.

7.5 Billing Informa tion and Inserts

7.5.1 All customers, including Direct Access customers, shall receive mandated legal, safety and other
notices equally in accordance with A.A.C. R14-2-204 (B). If the ESP is providing consolidated
billing, Company shall mace available one (I) copy of these notices to the ESP for distribution
to customers or, at the ESP's request, in electronic format to the ESP for production and
communication to electronically billed Customers. If Company is providing Consolidated
billing services, Company shall continue to provide these notices.

7.5.2 Under Compa ny UDC Cons olida ted Billing, ESP  bill ins erts  ma y be  included purs ua nt to the
applicable Company ta riff

7;6 Billing Adjus tments  for Meter a nd Billing Error

7.6.1 Meter and Billing Error

7.6.1.1 The MSP (including the ESP or Company if providing such services) shall resolve any
meter errors and must notify the ESP and Company, as applicable, so any billing
adjustments can be made. All other affected parties, including the appropriate Scheduling
Coordinator, shall be notified by the ESP.

7.6.1.2 A billing error is the incorrect billing of Customer's energy or demand. If the MSP,
MRSP, ESP or Company becomes aware of a potential billing error, the party discovering
the billing error shall contact the ESP and Company, as applicable, to investigate the error.
If it is determined that there is in fact a billing error, the ESP and Company will make any
necessary adjustments and notify all other affected parties in a timely manner.
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TERMS AND CONDITIONS FOR DIRECT ACCESS

7.6.1.3 Compa ny UDC Cons olida ted Billing

7.6.1.3.1 Company shall be responsible for notifyingCustomer and adjust°mg the bill for its
charges to the extent those charges were affectedby the meter or billingerror.

7.6.1.3.2 The ESP shall beresponsible for any recalculationof the ESP charges. Following
the receipt of the recalculated charges &om the ESP, the chargesor credits will be
applied to Customer's nextnormal monthly bill, unless there is mutual agreement to
have Company sendan interimbill to the Customer including the ESP's charges.

7.6.1.4 ESP Cons olida ted Billing

7.6.1.4.1 The ESP shall be responsible fornotifying the Customer andadjusting thebill for
ESP charges to the extent those charges wereaffected by the meter or billing error.
The Customer shall be solely responsible for obtaining refunds of ESP electric
generation overcharges tim its ctu'rent and prior ESPs, as appropriate.

7.6.1.4.2 Company shall transmit its adjusted charges and any refunds to the ESP with
Customer's next normalmonthly bill. The ESP shallapply the charges to Customer's
nextnormal monthly bill, unless there is a mutual agreement to have theESP sendan
interim bill to Customer including Company charges.

7.6.1.5 Dual Com pany/ESP Billing

7.6.1.5.1 Company and the ESP shall be separately responsible for notifying Customer and
adjusting its respective bill for their charges.

7.7 Payment andCollection Terms

7.7.1 Company UDC Consolidated Billing

7.7.1.1 Company shall remit payments to the ESP for the total ESP charges collected Hom
Customer witlmiln three (3) workingdays after Customer'spayment is received. Company
is not required to pay amounts owed to the ESP for ESP charges billed butnot received
by Company.

7.7.1.2 Customer is obligated to pay Company for all undisputedCompanyand ESP charges
consistent with existing tariffs and othercontractual arrangements for servicebetween the
ESP and the customer.

7.7.1.3 The ESP is responsible for all collectionsrelated to the ESP services on the Customer's
bill, including, but not limited to, securitydeposits and late chargesunless otherwise
agreed upon in the customized billingservices agreement between ESP andCompany.
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TERMS AND CONDITIONS FOR DIRECT ACCESS

7.7.1.4 Payment for any Company charges for Consolidated Billing is due in full from the ESP
within fifteen (15) calendar days of the date Company charges are rendered to the ESP.
Any payment not received within this time frame will be assessed applicable late charges
pursuant to Schedule 1. If an ESP fails to pay these charges prior to the next billing
cycle, Company may revert the billing option for that ESP's customers to Dual Billing
pursuant to Section 7.10.4. If an ESP is late in paying charges a deposit or additional
deposit as provided for in Section 7.11 may be required.

7.7.2 ESP Cons olida ted Billing

7.7.2.1 Payment is due 'm lull from the ESP within fifteen (15) calendar days after the date
Company's charges are rendered to the ESP. The ESP shall pay all undisputed Company
charges regardless of whether Customer has paid the ESP. A11 payments received after
fifteen (15) calendar days will be assessed applicable late charges pursuant to Schedule l.
If an ESP fails to pay these charges prior to the next billing cycle, Company may revert
the billing option for that ESP's customers to Dual Billing pursuant to Section 7.10.4. If
an ESP is late in paying charges a deposit or additional deposit as provided for in Section
7.1 l may be required.

7.7.2.2 Company shall be responsible for any follow-up inquiries with the ESP if there is question
concerning the payment amount.

7.7.2.3 Company has no payment obligations to the ESP for Customer payments under ESP
Consolidated Billing services.

7.7.3 Dua l Company/ESP Billing

Company and the ESP are separately responsible for collection of Customer payment for their
respective charges.

7.8 Late or Partia l Payments  and Unpaid Bills

7.8.1 Company UDC Consolidated Billing

7.8.1.1 Company shall not be responsible for ESP's Customer collections, collecting the unpaid
balance of ESP charges from Customers, sending notices informing Customers of unpaid
ESP balances, or taking any action to recover the unpaid amounts owed the ESP. The
ESPshalI assume any collection obligations and/or late charge assessments for late or
unpaid balances related to ESP charges under this billing option.

7.8.1.2 A11 Customer payments shall be applied first to unpaid balances identified as Company
charges until such balances are paid in full, then applied to ESP charges. A Customer
may dispute charges as provided by A.A.C. R14-2-212, but a Customer will not otherwise
have the right to direct partial payments between Company and the ESP.

7.8.1.3 ACC rules shall apply to late or non-payment of all Company customer charges.
Undisputed Company delinquent balances owed on a customer account shall be
considered late and subject to Company late payment procedures.
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7.8.2 ESP Cons olida ted Billing

The ESP shall be responsible for collecting both unpaid ESP and Company charges, sending
notices informing Customers of unpaid ESP and Company balances, and taking appropriate actions
to recover the amounts owed. Company shall not assume any collection obligations under this
billing option and ESP is liable to Company for adj undisputed payments owed Company.

7.8.3 Dual Company/ESP Billing

Company and the ESP are responsible for collecting their respective unpaid balances, sending
notices to Customers informing them of the unpaid balance, and taking appropriate actions to
recover their respective unpaid balances. Customer disputes with ESP charges must be directed to
the ESP and Customer disputes with Company charges must be directed to Company.

7.9 Service Disconnects and Reconnects

In accordance with ACC mies, Company has the right to disconnect electric service to the Customer for a
variety of reasons, including, but not limited to, the non-payment of Company's fined bills or any past due
charges by Customer, or evidence of safety violations, energy theft, or &aid, by Customer. The
following provides for service disconnects and reconnects.

7.9.1 Company shall notify Customer and Customer's ESP of Conlpany's intent to disconnect electric
service for the non-payment of Company charges prior to disconnecting electric service to the
Customer. Company shall further notify the ESP at the time Customer has been disconnected. To
the extent authorized by the ACC, a service charge shall be imposed on Customer if a field call is
performed to disconnect electric service.

7.9.2 Company shall reconnect electric service for a fee when the criteria for reconnection have been
met to Company's satisfaction. Company shall notify the ESP of a Custonler's reconnection.

7.9.3 Company shall not disconnect electric service to Customer for the non-payment of ESP charges by
Customer. In the event of non-payment of ESP charges by Customer, the ESP may submit a
DASR requesting termination of the service agreement and request return to Company Standard
Offer Service. Company will then advise the Customer that they will be placed on Company
Standard Offer Service unless a DASR is received from another ESP on their behalf

7. 10 Involuntary Service Changes

7.10.1 A Customer may have its service of electricity, billing, or metering from an ESP changed to
another provider, including Company, involuntarily in the following circumstances:

7.10.1.1 The ACC has decertified the ESP or the ESP otherwise receives an ACC order that
prohibits the ESP from serving the customer.

7.10.1.2 The ESP, including its agents, has materially failed to meet its obligations under the
rems of its ESP Service Acquisition Agreement with Company (including applicable
tariffs and schedules) so as to constitute an Event of Default under the terms of the
ESP Service Acquisition Agreement, and Company exercises its contractual right to
terminate the ESP Service Acquisition Agreement.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: December 3, 1998

A.C.C. No. 5626XXXX
Canceling A.C.C. No. 53: A5626

Service Schedule 10
Revis ion No. 42

Effective: April 1, $Z005XXXX

P a ge  14 of25



Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

7.10.13 The ESP has materially failed to meet its obligations under the terms of the ESP
Service Acquisition Agreement (including applicable tariffs and schedules) so as to
constitute an Event of Default and Company exercises a contractual right to change
billing options.

7.10.1.4 The ESP ceases to perform by failing to provide schedules through a Scheduling
Coordinator whenever such schedules are required, or the ESP fails to have a Service
Acquisition Agreement in place with a Scheduling Coordinator.

7.10.1.5 The Customer fails to meet its Direct Access requirements and obligations under the
ACC rules and Company tariffs and schedules.

7.10.2 Change of Service Election in Exigent Circumstances

In the event Company finds that an ESP or the Customer has materially failed to meet its
obligations under this Schedule or theESP Service Acquisition Agreement such that Company
elects to invoke its remedies under Section 7.10 (other than termination of ESP Consolidated
Billing under Section 7.l0.l.3) and the failure constitutes an emergency (defined as posing a
substantial threat to the reliability of the electric system or to public health and safety), or the
failure relates to ESP's sale of unscheduled energy, Company may initiate a change in the
Customer's service election, or terminate an ESP's ability to offer certain services under Direct
Access. In such case, Company shall initiate the change Or termination by preparing a DASR, but
the change or termination may be made immediately notwithstanding the applicable DASR
processing times set forth in this Schedule. Company shall provide such notice and opportunity to
remedy the problem if there are reasonable circumstances prevailing. Additionally, Company shall
notify the ACC of the circumstances that required the change or the termination and the resulting
action taken by Company. The ESP and/or Customer shall have the right to seek an order from the
ACC restoring the customer's service election and/or the ESP's ability to offer services. Unless
expressly ordered by the ACC, the provisions of this section shall not disconnect electric service
provided to Customer other than as provided in Section 4.4.2.

'\

7.10.3 Change in Service Election Absent Exigent Circ1.unstances

7.10.3.1 In the event Company finds that an ESP has materially failed to meet its obligations under
this Schedule or the ESP Service Acquisition Agreement such that Company seeks to
invoke its remedies under Section 7. 10 (other than termination of ESP Consolidated Billing
under Section 7.10. 13), and the failure does not constitute an emergency (as defined in
Section 7.l0.2) or involve an ESP's unauthorized energy use, Company shall notify the ESP
and the ACC of such finding in writing stating the following:

7.10.3.1,1 The na ture of the a lleged fa ilure,

7.10.3.1.2 The actions necessary to remedy the failure,

7.10.3.1.3 The name, address and telephone number of a contact person at the Company
authorized to discuss resolution of the failure.
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7..10.3.2 The ESP shall have thirty (30) calendar days from receipt of such notice to remedy the
alleged failure or reach an agreement with Company regarding the alleged failure. If the
failure is not remedied and no agreement is reached between Company and the ESP
following this thirty (30) day period, Company may initiate the DASR process set forth in
this Schedule to accomplish its remedy and shall notify the customers of such remedy.
Unless expressly ordered by the ACC, the provisions of this section shall not disconnect
electrllc service provided to the customer other than as provided in Section 4.4.2.

7.10.4 Termination of ESP Consolidated Billing

7. 10.4.1 Company may terminate ESP Consolidated Billing under the following circumstances:

7.10.4.1.1 The Company shall notify affected Customers that ESP Consolidated Billing
services will be terminated, and the Company may switch affected Customers to
Dual Company/ESP billing as promptly as possible if any of the following occur:

7.10_4.1.1.1 Company finds that the information provided by the ESP '111 the ESP Service
Acquisition Agreement is materially false, incomplete, or inaccurate.

7.10.4.1.1.2 The ESP attempts to avoid payment of Company charges.

7.10.4.1.1.3 The ESP files for banklmptcy.

7.10.4.1.1.4 The ESP fails to have an involuntary bankruptcy proceeding filed against
the ESP dismissed within sixty (60) calendar days.

7.10.4.1.1.5 The ESP admits insolvency.

7.10.4.1.1.6 The ESP makes a general assignment for the benefit of creditors.

7.10.4.1.1.7 The ESP is unable to pay its debts as they mature.

7.10.4.1.1.8 The ESP has a trustee or receiver appointed over all, or a substantial
portion, of its assets.

7.10.4.1.2 If the ESP fails to pay Company (or dispute payment pursuant to the procedures set
forth in this Schedule) the full amount of all Company charges and fees by the
applicable due date, Company shall notify the ESP of the past due amount within
two (2) working days of the applicable past due date. If the ESP incurs late charges
on more than two (2) occasions or fails to pay overdue amounts including late
charges within five (5) working days of the receipt of notice by Company, Company
may notify the ESP's customers and the ESP that ESP Consolidated Billing services
will be terminated, and that Customers shall be switched to Dual Billing.

7.10.4.1.3 If the ESP fails to comply within thirty (30) calendar days of the receipt of notice
ham Company of any additional credit, security or deposit requirements set forth in
Sections 5.1.3 and 7.11, Company may notify the ESP that ESP Consolidated
Billing seMces will be terminated, and that Customers shall be switched to Dual
Bill ing.
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7..10.4.2 Upon termination of ESP Consolida ted Billing pursuant to Section 7. 10.4, Company may
deliver a  separa te bill for a ll Company charges  which were not previous ly billed by the ESP.

7.10.4.3 Company may reinstate the ESP's eligibility to engage in ESP Consolidated Billing upon a
reasonable showing by the ESP that the problems causing the revocation of ESP
Consolidated Billing have been cured, including payment of any late charges, reestablishing
credit requirements in compliance with Sections 5.1.4 and 7.11, and payment to Company
of all costs associated with changing ESP customers' billing elections to and 'dam dual
billing.

7.10.4.4 In the event Company terminates ESP Consolidated Billing, Company will return any
security posted by the ESP pursuant to the ESP Service Acquisition Agreement.

7. 10.5 Termination of Company UDC Consolidated Billing

7.10.5.1 Company may terminate Company UDC Consolidated Billing and revert to Dual Billing
upon providing thirty (30) calendar days notice to an ESP if ESP fails to pay Company
charges in connection with Company UDC Consolidated Billing or otherwise fails to
comply with its obligations under Section 7.2..

7.10.5.2 Company may terminate Consolidated Billing upon providing thirty (30) days notice to an
ESP if Company cancels or changes the tariff governing Company UDC Consolidated
Bill ing.

7.10.6 Upon termination of ESP Direct Access services pursuant to Section 7. 10, the provision of the
affected service(s) shall be assumed by another eligible ESP from which the Customer elects to
obtain the affected service(s). Absent an election by Customer, Company shall provide such
services, until such time that Customer Md<es an election.

7.10.7 Company shall not use involuntary service changes in an anticompetitive or discriminatory
manner.

7.11 ESP  Security Depos its

7.11.1 Company may, at its discretion, require cash security deposits from any ESP that has on more than
one occasion failed to pay Company charges or ACC-approved Direct Access charges within the
established time Ease, such as DASR fees, meter or billing error or service fees, and other fees
applicable to an ESP through Schedule 10 and CoMpany's other tariffs and schedules.

7.11.2 The amount of the security deposit required shall not exceed two and one-half times the estimated
maximum monthly bill to the ESP for such charges, and a separate security deposit may be
required for separate categories of ESP or Direct Access charges.

7.11.3 Security deposits required pursuant to Section 7.11 shall be in the font of a cash deposit accruing
interest as specified in Section 2.7.4 of Company Schedule l. Company shall issue the ESP a
nonnegotiable receipt for the amount of the deposit.

7.11.4 Company may refuse to accept DASRs from, or provide other Company services to, an ESP that
fails to comply within thirty (30) calendar days to a demand that the ESP establish a security
deposit pursuant to Section 7.1 I.
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8. Meter Services

8.1 Under Direct Access, ESPs may offer certain metering services for Direct Access implementation,
including meter ownership, MSP and MRSP services.

8.2 Company has the right to offer the following meter services:

8.2.1 Metering and Meter Reading for Residential Load Profilcdall Direct Access Customers

8.2.1.1 If the ESP subcontracts with the UDC for Meter Services they must subcontract for both
Metering and Meter Reading Services. The ESP shall remain responsible for all cost
associated with Metering. Meter Installation. Meter Communications and other MSRP related
cost. All such cost shall be authorized by the ACC.

8_'v_1_1

8.2.2 Services as authorized by the ACC.

8.2.3 Company reserves the right to perfonn meter disconnects, regardless of meter ownership, 'm cases
of potential safety hazards or non-payment for Company charges.

8.3 A Load Serving ESP may sub-contract Metering or Meter Reading Services to a certificated third party
the UDC. If the ESP sub-contracts any of the components of these services to a third party or UDC, the
ESP shall, for the purposes of this Schedule, remain responsible for the services including communication
equipment. meter reading equipment and associated maintenance necessary to obtain reads from
specialized meters that may be required by a Direct Access Customers.

8.4 Load Serving ESPs providing Metering or Meter Reading Services to Direct Access customers either on
their own or through a third party or UDC assume full responsibility for meeting the applicable meter and
communication standards, as well as assuming responsibility for the safe installation and operation of the
meter and any personal injuries and damage caused to customer or Company property by the meter or its
installation. This liability will lie with the ESP regardless of whether the ESP or its subcontractors
perform the work.

8.5 Meter Specifica tions

8.5.1 The Director of Utilities Division of the ACC has determined the following specifications and
standards shall apply to competitive metering where applicable (see Performance Metering
Specifications and Standards document):

8.5.2 Metering standards (American National Standards Institute):

ANS I C12.l
ANS I C12.6

ANS I c12.7
An s Ic l2 . 1 0
ANSI C12.13
ANS IC12.18
ANS I C12.20

Code for Electricity Metering
Marketing & Arrangement of Termina ls  for Phase Shifting Devices
used in Metering
Watt-hour Meter Socket
Electromechanica l Watt-hour Meters
Electronic TOU Regis ters  for Electricity Meters
Type 2 Optica l Port
0.2% & 0.5% Accuracy Class  Meters
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METER TYPE REMOVAL REAS ON ACTION REQUIRED
1 Ph kph Electro-Mechanical Routine Meter Inspection
1 Ph kph Electro-Mechanical Trouble Meter Test
1 Ph kph Hybrid or Solid State Routine Meter Test
1 pp TOU (au) Trouble Meter Test

3 Ph Meters (all) All Meter Test

1 Ph or 3 Ph IDS Meters All Meter Test

Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS
ANSI C37.90
ANSI 57.13
ANSI Z1.4
ANSIZl . 9

Surge Widistand Test
Instrument Transformers (All CTs & PTs)
Sampling Procedures and Tables for Inspection
Sampling Procedures and Tables for Inspection

8.5.3 EEl Electricity Metering Handbook

8.5.4 Electric Utilities Service Equipment Requirements Committee (EUSERC)

8.5.5 NEC 8: Local Requirements by jurisdictions

8.5.6 Company's Electric Service Requirements Manual (ESRM)

8.5.7 National Electrical Safety Code (NESC)

8.5.8 ESPs or their contractors providing competitive metering services shall also comply with such
other specifications or standards determined to be applicable or appropriate by the ACC's Director
of Utilities Division.

8;6 Meter Conformity

8.6.1 All Direct Access meters shall have a visual kph display and must have a physical interface to
enable on-site interrogation of all stored meter data. All meters installed must support the
Company's rate schedules.

8.6.2 If Company is providing MRSP functions for theESP, pursuant to the Rules, meters must be
compatible with Company's meter reading system.

8.6.3 No meter or associated metering equipment shall be set or allowed to remain in service if it is
determined that the meter or its associated equipment did not meet approved specifications, as set
forth in Company's ESRM, or is in violation of any code listed in Section 8.5.

8.7 Meter Testing

8.7.1 If a manufacturer's sealed meter has not previously been set and the meter was tested within the
last twelve (12) months, the meter shall be deemed in compliance with ACC standards without
additional testing.

8.7.2 Any meter removed Hom service shall be processed according to the following table prior to its re-
installation:
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

8.7.3 Meter tests are to be conducted in accordance with ANSI C12.1 recommended testing standards.

8.7.4 Records on meter testing shall be maintained by the MSP and provided to the requesting parties
within three (3) worldng days of such a request for such records. The latest meter test record shall
be kept as long as the meter is in service.

8.8 Meter Tes t Reques ts

+

Pursuant to A.A.C. R14-209(F), either party may request that the other party perform a meter test, 'm
which instance the requesting party is entitled to witness the test if it so chooses. The requesting party
shall be notified of the test date and written test results Nom the testing party. If the meter is found to
be within ACC-approved standards, the requesting party shall reimburse the other party for all costs
incurred in the process of testing the meter (per ACC approved tariffs). The MSP shall take reasonable
measures to detect meter error. The MSP shall notify Company as soon as it becomes aware of any
meter that is not operating in compliance with ACC performance specifications. The MSP shall make
any repairs or changes required to correct the error. ESPs and Company shall use a form approved by
the ACC Process Standardization Worldng Group (PSWG) to initiate and respond to such action.

8.9 Meter Identifica tion

8.9.1 The ESP or its agent shall install a Company provided unique number on each meter. Company
will provide the unique numbers printed on stickers in blocks of up to 1,000 numbers. These
stickers must be readily visible from the front of the meter. The number assigned to that meter
shall remain solely with that meter while in use in Company's service territory.

8.9.2 When an ESP installs either its own meter or a customer owned meter, the ring or lock ring must
be secured with a blue seal that is imprinted with the name and/or logo of the ESP or their agent.

8.10 Ins ta lla tion of metering equipment

8.10.1 All metering equipment shall be installed according to all applicable ACC requirements and
Company's Electric Service Requirements Manual.

8.10.2 An ESP or its agent must be authorized By Company to remove a Company owned meter. The
Existing Meter Information (EMI) form will be sent to the ESP and MSP within five (5) worldng
days within receiving the DASR acceptance notification indicating a pending meter exchange.
When the MSP intends to remove a Company meter, Company must receive a Meter Data
Communication Request (MDCR) format at least five (5) working days prior to the exchange.
Upon completion of the meter exchange, the MSP will return the Meter Installation/Removal
Notification (MIRN) font to Company by the end of business, three (3) working days from the day
of the exchange.

8.10.3 The ESP or its agent shall inform Company of all meter activity, such as meter installations or
exchanges, via the Meter Activity Coordination (MAC) Form within the time frames specified
above. If final meter reads are not provided to Company, are inaccurate, or otherwise result in
Company not being able to render accurate final bills to customers pursuant to ACC Rules and
Regulations, the ESP shall be responsible for any unbilled disputed, or unrecoverable amounts and
applicable late charges.
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

8.10.4 The ESP or its agent shall return the existing meter to Company at one of Company's designated
locations identified in the meter drop off list within fifteen (15) working days after its removal, or
be charged the cost of the meter and metering equipment and /or any other charges per the
applicable ACC-approved tariff The ESP or its agent shall be responsible for damage to the meter
occurring during shipment.

8.11 On-Site Inspections/Site Meets

8.11 .1 Companymay perform on-site inspections ofmeter installations. TheESP shall be naMed if the

inspections uncover any material non-compliance by the MSP withthe approved specifications and

standards.

8 .1 1 .2 For new construction, the party instal l ing the meter shallensure that the owner/builder has met the

construction standards outlined in Company's ESRM, and Company's Transmission and

Distribution construction manual, as wel l  as localmuni ci pal agency requi rements, andany updates,

supplements, amendments and other changes that may be made to these manuals and requirements.

Company shallperform a reinstal l ati on inspection on al l  new construction. Local city/county

clearances may alsobe required prior to energizing any new construction.

8.11.3 Company may require a site meet for: the exchange or removal of an IDS meter which requires an
optical device to retrieve interval data; the exchange or removal of equipment at an existing
totalized metering installation, a restricted access location for which Company forbids key access;
cogeneration sites, bi-directional or detected metering sites, or upon request of an ESP or MSP.
The ESP and Company's MAC shall coordinate the time of the site meet. If the ESP or MSP miss
two (2) site meets, Company may cancel the applicable DASR. Company may charge for a site
meet requested by the ESP or MSP, or if the ESP or MSP fails to arrive within thirty (30) minutes
of the appointment time, or if the ESP fails to cancel a site meet at least one (1) working day in
advance of the appointment time.

8.12 Meter Service Options and Obligations

8.12.1 Meter Ownership shall be limited to Company, an ESP, or the customer. The customer must
obtainthe meter throughCompany or an ESP. Although a customer may own the electric meter,
maintenance and servicing ofthe metering equipment shall be limited to Company, the ESP, or the
ESP's qualified representative (MSP).

8.12.2 If the ESP or customer owns the meter, the ESP must own the CTs, PTs, and associated
equipment, except as providedin Section 8. 12.3. The ESP may purchase emdsting CTsand PTs
and associated metering equipment from Company at depreciated original cost.

8. 12.3 The following provisions apply to the ownership of CTs and PTs.

8. 12.3.1 For distribution voltages up to 25kV, the ESP or Company shall own the CTs and PTs.
For transmission primary voltages (over 25kV), the CTs and PTs shall be owned by
Company. ESP owned CTs and PTs mustmeet Company specifications. No CTs and
PTs or associatedmetering equipment shall beset or allowed toremain in seMce if it is
determined that the CTs and PTs or their associatedequipment does not meet Company's
approved specifications, as set forth in Company's Electric Service RequirementsManuatl
in place at the time of installation.
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

8.12.4 . AllCT-rated meter installations shall utilize safety test switches, and all self-contained commercial
metering shall utilize safety-test blocks as provided in Company's ESRM. During meter
exchanges, the ESP or its agent's employees who are certificated to perform the related MSP
activities may install, replace or operate Company test switches and operate Company-sealed
customer-owned test blocks.

8.13 Installation Options

8.13.1 The ESP is responsible for Direct Access customer meter installation and associated cost.
Company may optionallyprovidemeter installation pursuant to the-_Rlulesprovisions of this
Service Schedule.

8.13.2 ESPs or their agents must be certificated by the ACC in order to offer MSP services. The policies
and procedures described in this Section 8.13 assume that the MSP and their meter installers have
ACC certification. ESPs may elect to offer metering services by:

8.13.2.1 Becoming a certificatedMSP.

s

8.13.2.2 Subcontracting witha thirdparty that is a certificated MSP.

8.13.23 Subcontracting with Company under the circumstancesdescribed in Section 8.2.

8.14 As part of providing metering services, ESPs or their agents shall:

8.14.1 Obtain lock ring keys for meters originally installed by Company or request site meets with
Company. Company wil l issue lock ring keys to certified MSPs upon receiptof a refundable
deposit. The deposit willnot be refunded if a key is either lost or stolen, and a fee will be applied
to replace lost or damaged keys. For more information about the cost of lockrings, standard rings,
or lock ring keys, please consult the Company MAC.

8.14.2 If lock rings are used they shall meet Company requirements. If a meter is installed and the
readings are obtained &om a source other than a physical inspection, a lock ring must be utilized.
Lock rings may be purchased from Company.

8.14.3 Provide information to Company on the specifications and other specifics on meters not purchased
from or installed by Company.

8.14.4 Allow Company to remove the customer's meter, or schedule a site meet to remove the meter
transferring from Direct ACcess to Standard Offer service. If the ESP allows Company to remove
meters, ESP shall coordinate with Company regarding the retmn of the meters.

8.14.5 Be responsible for obtaining and providing reads Hom any meter that it installs firm the time it is
installed to the time it is removed 01° until meter reading responsibilities are assumed by another
ESP or the customer returns to Standard Offer service.

8.14.6 Ensure that ESP and MSP employees working in Company's territory follow ACC and other
applicable safety standards.
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS
8.14.7 Company shall notify the ESP immediately and the ESP shall notify Company immediately of any

suspected unauthorized energy use when a safety hazard exists. In instances where there is not a
safety hazard, each party will notify each other within twenty-four (24) hours. The ESP shall

ensure that a lock ring is installed to secure any meter that does not require a monthly local (i.e.,
manual) meter read. The Parties agree to preserve any evidence of unauthorized energy use. Once
unauthorized energy use is suspected, Company, in its sole discretion, may tadce any or all of the
actions permitted under Company's tariffs and schedules and shall notify the ACC of any such
action taken.

8. 14.8 Take no action to impede Company's safe and unrestricted access to a customer's service entrance.

8. 14.9 Glass over any socket whena meter isremovedand a new meter is not installed.

8.15 MSRP Servicesprovided asa responsibility of anESP

Only certificated MRSP's acting on the ESP's behalf in accordance with ACC regulations shall perform
MRSP functions. The MRSP for each Direct Access customer will be specified on the DASR received
ham the ESP. Any changes to CustomersMRSP will beupdated by the ESP with a "UC" DASR at least
ten (10) days prior to the nextscheduled readdate. MRSP obligations and responsibilities are stated in
the ACC's Rules and Regulations and include:

8.15.1 Meter data for Direct Access Customers shallbe read, validated, edited, and transferred pursuant
to Arizona's Validation, Editing,and Estimation Process (VEE). It is the responsibility of the
MRSP to comply with thisprocess. In cases where validateddata is unavailable for transfer by the
postingdeadline, it is the responsibility of the MRSP to provide an estimated data file for the entire
read cycle until actualmeter data is available. At such time as actual databecomes available,a
corrected data ile shall be posted immediately.

8. 15.2 Both Company and the ESP shall have 24-hour/7 days per week access to the MRSP server.

8.15.3 Meter read data shall includebeginning and ending reads as well as the validatedusage for load-
proliled customers. Validated interval data shall be provided for all intervalmetering customers.
Datamust be posted to the MRSP serverusing the Arizona Standard EDI "867" format. Estimated
data shall contain applicable reason codes pursuant to the 867 guidelines.

8.15.4 The MRSP shall provide Company with access to meter data at the MRSP server as required to
allow the proper performance of billing and settlement.

8.15.5 MRSPs must have a CC&N from the ACC authorizing i t to offer MSRP services, and must be
certified in Company territory.

8.15.6 MRSPs shall read Customer's meter based on the scheduled read date per Company's Yearly
Meter Read Schedule. The billing cycle for each meter shall contain the M period Hom read date
to the following read date. Interval data cycles shall be considered &om 00: 15 on the read date to
00:00 on the following read date (i.e. 9/1/00 00:15 through 10/1/00 00:00). The lirstComplete
interval timestamp shall begin at 00:15 in each cycle. For meter exchanges to Direct Access, the
first complete interval through the first read date at 00:00 shall constitute the billing cycle. For
meter exchanges back to Standard Offer, every interval shall be included up to the last full interval
prior to the exchange. It is the responsibility of the MRSP to provide estimation of any intervals
that are necessary to constitute the full billing cycle.
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS
8.15.7 The MRSP shall provide re-reads or read verifies within ten (10) worldng days of a request by

Company or Customer. The requesting party may be charged per the applicable ACC tariff if the
original read was not in error.

8. 16 Meter ReadingData Obligations

8.16.1 Accuracy for all meters.

8.16.1.1 Meter clocks shall be maintained according to Arizona e within +/- three (3) minutes
of the National Time Standard.

8. 16.1.2 Meter read date and time shall be accurate.

8.16.13 All meter readingdata shall be validated pursuant to the approved Arizona VEE
guidelines.

8. 16.2 Timeliness for Validated Meter Reading Data

Pursuant to guidelinesestablished by the Utilities Division Director, one hundred percent (l00%)
of the validated meterdata shall be available by 3:00 p.m.Local Arizona Time (MST) on the third
working day alter the scheduledread date. If the meter data is not posted, is Unavailable, or clearly
contains errors by this deadline, the billing determinants including usage G<Wh) anddemand (kW)
may be estimated by Company and the ESP shall be charged anapproved charge for this service.

8.16.3 Proof of Operational Ability

Prior to performing MRSP services in Company's distribution service territory, or prior to making
any significant change in MRSP service methodology, each MRSP will perform compliance testing
to demonstrate its ability to read meters, validate data, edit data, estimate missing data and post
validated data in Company-compatible EDI format to the MRSP server. In addition, upon
installation of the initial meter on Direct Access accounts in Company's distribution service
ten'itory, each MRSP shall prove its ability to read its meters and post validated data in Company-
compatible EDI format to the MRSP server. If the MRSP is unsuccessM in its attempts to meet
these requirements, all subsequent requests for meter exchanges will be postponed until the MRSP
successfully demonstrates its operational ability.

8.16.4 Retention and Format for Meter Reading Data

8.16.4.1 All meter reading data for a Customer shall remain posted on the MRSP server for five
(5) working days and will be recoverable for at least three (3)years.

8.16.4.2 Meter reading dataposted to the Iw[RSP server shall be stored in Company-compatible
EDI format.

8.17 Company performingMSP and MRSP fictions:

If Company is eligible to perform Direct Access relatedMSP and MRSP functions as defined in section
8.2, the following restriction applies:

The validated meter read will beposted in EDI formatno later than 6 workingdays following the
scheduledread date.
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Attachment GAD-11
SERVICE SCHEDULE 10

TERMS AND CONDITIONS FOR DIRECT ACCESS

8. 18 Non-Conforming Meters, Meter Errors and Meter Reading Errors

8.18.1 Whenever Company, the ESP or its agents becomes aware of any non-conforming meters
erroneous meter services and/or meter reading services dirt impact billing, it shall promptly notify
the other parties and the affected Customer. Bills found to be in error due to non-confonning
meters or errors in meter services or meter reading services will be corrected by the appropriate
parties

8.18.2 In cases of meter failure or non-compliance, the ESP or its agents shall have five (5) working days
to correct the non-compliance. If the non-compliance is not remedied within five (5) working
days, the following actions may apply

8.18.2.1 A site meeting may be required when services are being performed. The non-compliant
party may be charged an ACC-approved tariff for the meeting

8.18.2.2 Company may repair the defect, and the other party shall be responsible for all related
expenses

8.18.23 Company shall adhere to the approved Performance Monitoring Standards and follow the
steps outlined to address non-compliance by an MRSP

8.18.3 Company may refuse to enter into a new ESP Service Acquisition Agreement, or cancel an existing
ESP Service Acquisition Agreement pursuant to section 7.10. 1 .2, with any ESP or its agents that
has a demonstrated pattern of uncorrected non-compliance as established above. This provision
shall not apply if the alleged demonstrated pattern of non-compliance or correction thereof is
disputed and is pending before any agency or entity with jurisdiction to resolve the dispute
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Attachment GAD-12
SERVICE SCHEDULE 15

CONDITIONS GOVERNING THE
PROVISION OF SPECIALIZED METERING

Arizona Public Service Company (Company) will provide specialized metering upon customer request,
provided the customer agrees to the following conditions:

The customer must contact their Company Account Representative to request and coordinate the purchase
and installation of specialized metering such asKYZ pulse meters, IDS meters, or IDS meter ard i t h
KYZ pulse and/or modem options (including associated interfaces) meters. The customer must specify
whothcr a modem vdll be rcquirod.

2. If the customer requests a meter with a modem option, the customer will be required to install a coil of
communication cable within communication equipment and connections which shall include a R.lll or R112
jack. A coil of communication cable with tidier an RJll or RJ12 jack is to be provided witheEve teen
feet of the meter panel location and in such a manner that will provide for ease of attachment e£the-jaek-to
the meter panel by Company. The phone line must be installed prior to the installation of the meter and
shall be located in such a manner as to not impede access to the metering equipment. Me interior or exterior
of the metering compartment or other utility access panels. The customer must provide Company with a
phone number and any other communication access information to the meter(s) prior to Company
installation of the meter(s).

If a customer requests kph pulses, Company shall furnishand install a customer pulse interface and
enclosure. Connections made by the customer to the customer pulse interface shall not impede access to
metering equipment. the interior or exterior of the metering compartment or other utility access panels.aa
isolation relay and maintain the output wire and connections 80m this relay to an approved terminal-bleek
to be furnished by the customer. The terminal block shall be located in a lockable junction boxmewted
adjacent to (but not within) the Company metering compartment and not on the face of the Company
metering panel.

4. The customer will be required to make a non-refundable contribution in aid of construction to Company for
the requested meter(s) installation. The non-refundable contribution amount will be determined at the time
of the request as follows:

4.1 If a meter currently eidsts on the customer site, the charge is based on Company's total equipment
and installation costs for the requested specialized metering less the equipment cost of Company's
existing meter.

4.2 If a meter has not been installed on the customer site, the charge is based on Company's total
equipment and installation costs for the requested specialized metering less 100% of the AUC cost
of a Company standard meter.

4.3 If a specialized meter is easting on a customer's site and the customer requests an upgrade to a

different type of meter, the customer will be responsible for 100% of the cost (installation and
equipment) associated with the requested meter.

Company will not place an order for a requested meter(s) until payment has been received Nom the
customer. The typical lead time for procurement of meters is six (6) to eight (8) weeks. Once the requested
meter(s) have been received, Company will schedule the installation of the meter(s) with the customer or a
designated representative. '

Company will reta in ownership of a ll meters  and Company ins ta lled metering equipment.
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Attachment GAD-12
SERVICE SCHEDULE 15

CONDITIONS GOVERNING THE
PROVISION OF SPECIALIZED METERING

If a customer makes a nonrefundable contribution for the installation of a specialized meter and then
terminates service or requests Company to remove and/or replace the specialized meter, the customer will
not be eligible for a reiilnd.

Company will provide general maintenance of the specialized meter; however, in the event the meter should

become damaged, obsolete or inoperable, the customer will be responsible for 100% of the replacement

cost ( ins tal lat ion and equipment) associated with the specialized meter.

Company will not be responsible for the installation, maintenance, or usage fees associated with any phone

lines or related communication equipment.

5. Underno circumstances shall the customer stop the operation or in any way affect or interfere with the
operation of the customer pulse interface isolation relay and the related output wiring. The integrity of
Company's billing metering equipment within the sealed metering compartment shall be maintained.

6. Company reserves the right to intemlpt the specialized metering circuit for emergencies or to perform

rout ine or special tests or maintenance on its billing metering equipment, and in so doing assumes no

responsibility for affecting the operation of  the customer's demand control or other equipment. However,

Company will make a good faith effort to notify the customer prior to any interruption of the specialized

metering circuit.

7. The possible failure or malfunction of  an isolat ion rdayKYZ pulse output or interface and subsequent loss

ofkwh contact closures to the customer's control equipment shall in no way be deemed to invalidate or in

any way impair the accuracy and readings of  Company's meters in establishing the kph and demand record

f or billing pLus°poses.

8. The accuracy of the customer's equipment is entirely the responsibility of the customer. Should the
customer's equipment malfunction, Company will reasonably cooperate with the customer to the extent of
assuring that no malfunction exists in Company's equipment. Work of this nature will be billed to the
customer, unless the actual source of the malfunction is found within Compares equipment.

9. If Company provides pulse values in kph, customer's equipment must be capable of readjustment or

recalibration to adjust to new contact closure values and rates should it become necessary for Company to

adjust the pulse values due to changes in Company's equipment.

10. No circuit for use by the customershall be installed from Company's billingmeteringpotential or culTent
transformer secondaries.

11. Company reserves the r ight,  without assuming any l iabil ity or responsibil ity, to disconnect and/or remove

the pulse delivery equipment at any time upon 30 days written not ice to the customer.

1 2 . Upon request by Company, the customer shall make available to Company monthly load analysis

information.

13. References to electric kph pulses above shallmean div KYZ isolation relay contact closures only, the
customer is required to furnish operating voltage service. Isolation rclayKYZ contacts are rated for and
shall not be wetted beyond a maximum of 100 milliampere and 120 volts DC or AC ems. 5 amps, 28 volts
DC or 120 volts AC.

14. The customer assumes all responsibility for, and agrees to indemnify and save Company harmless against,
all liability, damages, judgments, fines, penalties, claims, charges, costs and fees incurred by Company
resulting &om the furnishing of specialized metering.

ARIZONA PUBLIC SERWCE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: October 1, 1982

AC.C. No. <54-}Xx'x'x
Cillncclitlg A_C_C_ No. 45505627

Service Schaduic 15
Rzifision No. 23

Eieclivcz April 1, 2005XXXXX
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Attachment GAD-12
SERVICE SCHEDULE 15

CONDITIONS GOVERNING THE
PROVISION OF SPECIALIZED METERING

A waiver at any time by either party, or any default of or breach by the other party or any matter arising in
connection with this service, shall not reconsidered a waiver of any subsequent default or matter

Prior written approval by an authorized Company representative is required before.electric kph pulses
service may be implemented

A.C.C. No. 5684XXXX
Canceling A.C.C. No. 45595627

Service Schedule 15
RevisionNo. 23

ARIZONA PUBLIC SERVICE co1vu>Any
Phoenix, Arizona
Filed by: David J . Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: October 1, 1982 Effective
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DIRECT TESTIMONY OF CHARLES A. MIESSNER

ON BEHALF OF ARIZONA PUBLIC SERVICE CUMPANY

(Docket No. E-01345A-08- )

I INTRODUCTION

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

A. Charles A. Miessner, 400 North Fifth Street, Phoenix, Arizona 85004

4

5

6

7

8

Q BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I  am Superviso r  o f Pr icing fo r  Arizona Public Service Company ("APS" o r

Company")

10

11

Q- WHAT ARE YOUR PROFESSIONAL QUALIFICATIONS?

I have twenty five years experience in the energy industry in the areas of pricing

regulatory policy and planning. Prior to my current position at APS, I served as

Director of Pricing and Regula tion a t New West Energy. I have a lso worked in

related positions for Carolina Power and Light, Tucson Electric Power, and AES

15

1 6

Q, WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of my testimony is to support the Company's proposals for two new

demand response pricing programs which include a residential super peak time-of-

use rate and a critical peak pricing program for general service customers

SUMMARY OF TESTIMONY19

20

21

II

Q- PLEASE SUMMARIZE YOUR TESTIMONY

A.

A.

A.

A. In my Tes timony, I describe  the  genera l concept of demand response  pricing

programs, which includes time-of-use rates ("TOU"), critical peak pricing ("CPP")

rea l time pricing ("RTP") and other concepts , I discuss  the  difference  between

static and dynamic programs and the benefits of each option, I outline the research

that the Company is  conducting to formulate a demand response strategy, and I



111.

Q -

summarize the findings and recommendations from the research results.

The Company is recommending that a new TOU rate be offered for

residential customers, which provides higher peak price signals during the highest

summer peak hours. This concept will be tested to see if it can provide similar

benefits to CPP, but with lower implementation costs and higher customer

acceptance.

The Company is also recommending that a CPP program be offered to

general service customers. The program will test the potential load reduction

during critical hours, customer acceptance, and will assess implementation cost

issues.

The Company is not recommending a RTP program at this time because

APS does not believe that this concept is likely to be as beneficial to APS and its

customers compared to other demand response pricing options.

DEMAND RESPONSE PRICING

IN THE COMPANY'S
COMMISSION ORDER
PROGRAMS?

LAST RATE CASE, WHAT
CONCERNING DEMAND

DID THE
RESPONSE

In Decision No. 69663 (June 28, 2007), the Commission ordered the Company to

conduct a study on demand response and to submit one or more programs based

upon that study. The study and program are to be submitted within one year of the

Decision, which is June 2008. The Commission also ordered the Company to

consider a CPP program and offer it in its next rate filing.

Q. HOW DOES THE COMPANY INTEND TO ADDRESS THE
COMMISSION'S DIRECTION CONCERNING DEMAND RESPONSE?
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As more fully described below, the Company is currently conducting research

concerning demand response pricing programs. APS has investigated rates and

A.

A.
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progra ms  offe re d both by othe r utilitie s  a nd inde pe nde nt s ys te m ope ra tors . The

Company has  a lso conducted marke ting re sea rch On va rious  pricing concepts . In

a ddition , the  Compa ny hire d  a n  indus try cons ulta nt on  pric ing a nd de ma nd

re sponse  progra ms  to a s s e s s  the  pote ntia l be ne fits  of de ma nd re sponse  pricing

programs . P urs ua nt to  De cis ion No. 69663, the  Compa ny will be  filing a s  a

compliance  item in tha t proceeding, the  s tudy tha t is  due  June  of 2008. While  this

research is  continuing, the  Company be lieves  tha t it has  enough information a t this

time  to recommend new demand response  pricing programs, including CPP, in the

instant proceeding.

Q, WHAT IS DEMAND RESPONSE?

Demand response  is  a  ra te  or program tha t encourages  customers  to reduce  usage

whe n e le ctricity is  in s hort s upply or e xpe ns ive  to produce . For e xa mple , the s e

could  be  time s  of e xtre me  te mpe ra ture s , h igh loa ds , ge ne ra tion outa ge s  or

transmiss ion outages . Demand response  programs can be  pricing programs, where

the  cus tomer faces  high prices  during critica l pe riods  in exchange  for lower prices

during othe r time  pe riods , or qua ntity progra ms  in which the  cus tome r a gre e s  to

curta il load during critica l pe riods . Some  programs  a re  a  hybrid mixture  of pricing

a nd qua ntity progra ms . De ma nd re s pons e  progra ms  ca n be  be ne ficia l to a ll

cus tomers  if they a llow the  Company to avoid high energy cos ts  during peak hours

and reduce the need to obtain capacity resources in the future .

Q- C O U L D  YO U
P ROGRAMS ?

G IVE  S O ME  E XAMP LE S  O F  DE MAND R E S P O NS E
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Ye s . De ma nd re s pons e  pricing progra ms  include , for e xa mple , TOU, CPP , a nd

RTP . TOU ra te s  provide  highe r price s  during pe a k pe riods  whe n the  cos t to

provide  service  is  grea ter and lower prices  during off-peak periods  when the  cost to

A.
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1 6 Q,

the  Company to provide  se rvice  is  le s s . CPP is  a  TOU ra te  which a lso provides  a

ve ry high price  during a  limite d numbe r of critica l hours  on critica l da ys . The

cus tome r is  typica lly notifie d a  da y in a dva nce  whe n a  critica l da y will occur a nd

can re spond by reducing consumption during the  specified hours  to avoid paying

the  high critica l pe a k price . RTP  progra ms  utilize  hourly price s , which the  utility

pos ts  on a  day-ahead bas is . These  price s  a re  e ithe r applied to a  cus tomer's  tota l

usage or to deviations in usage from an established customer usage baseline

Examples  of demand response  quantity programs include  direct load control

and curta ilable  programs . Load control programs  enta il the  utility switching off or

cycling a  cus tome r's  e quipme nt s uch a s  a ir-conditione rs , wa te r he a te rs , pool

pumps , chille rs  or re frige ra tion e quipme nt. Curta ila ble  progra ms  involve  the

customer committing to reduce  a  specified amount of load during critica l periods  as

re que s te d by the  utility. De ma nd bidding is  a n e xa mple  of a  hybrid progra m

where  a  cus tomer rece ives  notifica tion of day-ahead prices  and bids  an amount of

demand reduction for the  next day

" DYNAMIC "  VE R S US  " S T AT IC "  DE MANDWHAT IS MEANT BY A
RESPONSE PROGRAM?

18 A. Demand response  programs can be  "dynamic" or "s ta tic" or have  e lements  of each

A dynamic program means  tha t some fea ture  of the  program, such as  the  prices  or

critica l time  pe riods , ca n be  cha nge d to re a ct to critica l e ve nts , s uch a s  high

wholesa le  prices , or e lectrica l supply outages . Converse ly, the  fea tures  of a  s ta tic

program are  se t ahead of time, for example  in a  ra te  schedule , and are  not changed

on a day-to-day basis

TOU ra te s  a re  typica lly s ta tic in na ture , tha t is  the  prices  and on-peak time

periods  a re  se t ahead of time  in a  ra te  schedule  and a re  not changed in rea l time

CPP typica lly ha s  a  s ta tic price  but a  dyna mic time  pe riod. The  utility ca n ca ll a



critical event a day in advance as needed, but the prices for the critical day are set

well in advance in a rate schedule.

hourly prices, which may be determined one day in advance.

Demand response quantity programs typically have dynamic time periods,

but have static prices or amounts paid for demand reduction. For example, load

control programs can be activated in real time as needed with short notice, but the

amount paid to the customer for the demand reduction is set in advance in a rate

schedule.

On the other hand, RTP provides dynamic

Q- WHAT ARE THE ADVANTAGES OF STATIC AND DYNAMIC DEMAND
RESPONSE PROGRAMS?

Static prices and dynamic prices each have their own advantages. For example,

let's compare some of the potential advantages of TCU rates and CPP. TCU rates

provide more predictable price signals to customers compared with CPP, while the

latter provides more flexibility to respond to critical events. CPP can provide a

very high critical price because it is focused on a few critical hours, typically less

than 100 hours per year. TCU rates, on the other hand, typically offer a higher

potential customer savings because the peak prices, although typically lower than

CPP, apply to many more hours in the year. CPP can result in a higher load

reduction during critical hours compared with TCU, primarily due to the higher

CPP prices, and can appeal to those customers who are able to significantly reduce

consumption during a few critical days. However, TCU can result in more reliable

load reduction over a longer time period because customers tend to habitually

respond to peak prices on a daily basis, rather than just on a few days per month

with CPP, and would appeal to customers who prefer to shift consumption to the

off-peak hours on a daily basis.
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CO NCERNING DEMAND RESPONSE PRICING PROGRAMS?

The Company has conducted a number of research initiatives concerning demand

response pricing programs. First, APS investigated demand response pricing

programs which are offered by other utilities and independent system operators.

The Company reviewed the rate schedules offered by investor-owned and public

power utilities to identify current demand response rate offerings or pilot programs .

Next, the Company reviewed government surveys of utility demand response

programs and researched industry studies of various pilot projects.

After the initial scoping research was complete, the Company developed a

priority list of demand response pricing concepts and conducted qualitative and

quantitative marketing research on these programs. The marketing research

included focus groups and surveys of residential, general service, and large "key-

account" customers. Next, the Company hired an industry consultant on pricing

and demand response programs to develop an independent list of potential

programs and to perform a first-level assessment of potential program benefits on

the combined program list.

Q. COULD YOU PROVIDE SOME EXAMPLES OF SPECIFIC PROGRAMS
OR RESEARCH STUDIES THAT THE COMPANY ANALYZED AS PART
OF THIS INVESTIGATION? .

Yes. The Company reviewed governmental surveys of demand response programs

including recent studies performed by the U.S. Environmental Protection Agencyl

and the Federal Energy Regulatory Commission In addition the Company

l
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ENERGY & ENVIRONMENTAL ECONOMICS, A SURVEY oF TIME-OF-USE (TOU) PRICING AND
DEMAND-RESPONSE (DR) PROGRAMS (2006).

FEDERAL ENERGY REGULATORY COMM'N, DOCKET No. AD06-2-000, ASSESSMENT OF
DEMAND RESPONSE & ADVANCED METERING STAFF REPORT (2006).
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re vie we d ma jor de ma nd re s pons e  progra ms  a nd pilot s tudie s  including: a

Ca lifornia  pilot for critica l pe a k pricing a nd time -of-us e  ra te s  a nd the  Onta rio

Energy Board pilot for critica l peak pricing, critica l peak reba te s  and time-of-use

ra te s .4 Fina lly, the  Compa ny re vie we d Ge orgia  P owe r comme rcia l re a l-time

pricing program, Commonwealth Edison's  RTP program for res identia l cus tomers

and the  critica l peak pricing program offered by Gulf Power.

Q- WHAT ARE THE KEY RES ULTS  OF THE COMP ANY'S  ANALYS IS  TO
DATE?

•

•

Based on the  Company's  ana lys is  of other programs as  well as  the  marketing

research and benefits analysis described above, the Company has concluded the

following:

Several demand response concepts, including TOU, CPP, and RTP have

resulted in moderate to high levels of load reduction during summer peak periods,

depending on the particular utilities' customer profile.

TOU is  available  for more summer hours , compared to CPP, which may

provide more consis tent load reduction over time and have a  greater impact on

reducing capacity costs .

TOU rates are likely to have a higher customer acceptance compared with

CPP  and RTP  for re s identia l cus tomers  and a re  typica lly le s s  expens ive  to

implement and operate compared with CPP and RTP.

CPP programs are "dispatchable" and could provide load response during

the most critical hours. However, CPP may appeal to a select group of customers

that have the ability to reduce their usage on short notice.

•

3
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4

CHARLES RIVER ASSOCIATES, IMPACT EVALUATION OF THE CALIFORNIA STATEWIDE PRICING
PILOT (2005).

ONTARIO ENERGY BOARD, SMART PRICE PILOT FINAL REPORT (2007).
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RTP programs are better targeted to commercial and industrial customers

who can manage their usage to reduce the risks of being billed according to hourly

energy prices.

RTP programs  a re  be tte r suited for utilitie s  with highly va riable  hourly

energy prices and can have significant implementation costs, but are generally less

effective in reducing peak load than either CPP or TOU.

•

Q- BASED O N THE S E FINDINGS , WHAT DOES THE COMP ANY
RECOMMEND CONCERNING DEMAND RESPONSE PRICING?

The Company recommends the following strategy:

A TOU option for residential customers that is more focused on critical peak•

hours.

A CP P  conce pt for ge ne ra l s e rvice  cus tome rs , s uch a s  comme rcia l,

indus tria l, and pumping cus tomers , who may be  able  to reduce  a  subs tantia l

amount of load during a limited number of critical hours per year.

Do not pursue RTP at this time, because CPP and TOU appear Tobe better

suited for APS and its customers and are far less expensive to implement than RTP .

APS is  currently conducting additional in-depth research on load impacts,

avoided cos ts , cus tomer s avings  and pricing ana lys is  on some  of the  more

promising demand response pricing concepts. While this  research is  continuing,

the Company believes that it has enough information at this  time to recommend

new demand response programs in this case.

Q. IN FURTHERANCE OF THES E RECOMMENDATIONS , WHAT NEW
DEMAND RESPDNSE PROGRAMS IS APS PROPOSING IN THIS CASE?
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The Company is  proposing to offer two new demand response programs, which

include a residential TOU rate with a super-peak price during summer afternoons

and a CPP program for general service customers.
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1 IV. S UP ER P EAK TIME-OF-US E P RICING

P LEAS E DES CRIBE THE P RO P O S ED RES IDENTIAL TO U RATE WITH
THE S UP ER P EAK P RICE

4 A. The Company is proposing a new residential TOU rate with a super peak price for

the most critical summer hours. This rate will be similar to rate ET-2, with a 7

hour on peak period, but will add a super peak price for weekday afternoons from

3:00 p.m. to 6:00 p.m. during June, July and August. The summer off-peak price

will be discounted to off-set the higher super peak price. The customer has the

opportunity to have lower monthly bills by reducing load during either the on-peak

or super-peak periods, or both. It will be available to all residential customers who

are served with advanced metering infrastructure ("AMI") meters. I discuss the

status of the Company's AMI rollout program later in my testimony. The proposed

Schedule ET-SP is provided as Attachment CAM-l and also provided in the rate

schedules filed in this rate application

15

16

Q- IS  THIS  THE S AME THING AS  CP P ?

Not entirely. The Company's proposal is similar to CPP in that it charges a very

high price during critical summer hours. However, the actual super peak hours

occur every weekday afternoon June through August, rather than intermittently

under CPP. The Company believes that the super peak TOU rate can potentially

provide a number of benefits for residential customers compared with CPP

WHAT ARE S O ME O F  THE BENEF ITS  O F  A S UP ER P EAK TO U RATE
COMP ARED WITH CP P ?

23

A.

A. The Company believes that the proposed super peak TOU rate can be advantageous

because: (1) it would target the same core critical hours that are likely to be

targeted by CPP and will result in a sustained reduction in peak load compared to

CPP, (2) it would provide a high price signal during those critical hours similar to



CPP, (3) the  super-peak hours  would be  more  cons is tent and predictable  than the

ra ndom ca lla ble  da ys  of CP P , a nd the re fore , ma y re s ult in  gre a te r cus tome r

participa tion and a  more  consis tent customer response , and (4) the  program can be

imple me nte d a nd a dminis te re d a t a  lowe r cos t compa re d with CPP . In a ddition,

APS be lie ve s  tha t this  ra te  propos a l will he lp the  Compa ny ga uge  the  cus tome r

participation and potentia l response  tO critica l peak prices .

CRITICAL P EAK P RICING

Q- IN  T H E  L A S T  R A T E  C A S E ,  T H E  C O MMIS S IO N  O R D E R E D  T H E
C O MP ANY TO  P R O P O S E  C P P  IN ITS  NE XT R ATE  AP P LIC ATIO N.  IS
AP S  P ROP OS ING ANY CP P  RATE OP TIONS  IN THIS  CAS E?

A. Ye s . To te s t the  conce pt of CPP a nd the  cus tome r's  a bility to re duce  loa d during

s umme r bus ine s s  hours , the  Compa ny is  propos ing a  CPP  progra m for ge ne ra l

service  customers , which the  Company believes  is  the  best group to ta rge t for CPP.

Be ca use  this  ra te  option ha s  not be e n offe re d pre vious ly, the  Compa ny be lie ve s

tha t this  option should be  limited a t this  time  to 100 pa rticipants  for a  two-year tria l

pe riod. The  ra te  would be  a va ila ble  to me dium, la rge , a nd e xtra  la rge  ge ne ra l

service  and water pumping customers  served on ra te  schedules  E-32 M, E-32 L, E-

32TOU M, E-32TOU L, E-34 , E-35  a nd  E-221 . Eligible  cus tome rs  mus t be

ca pa ble  of re ducing us a ge  during critica l pe riods  by a  minimum of 200 kW a nd

have  inte rva l mete ring.

Q- P LEAS E DES CRIBE THE CP P  RATE S CHEDULE.
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This  ra te  s che dule  would provide  a  high price  for critica l hours  a s  ca lle d by the

Compa ny with one  da y a dva nce  notice . The  critica l hours  would be  limite d to 90

hours  pe r ye a r, 5 hours  pe r da y, a nd 18 da ys  pe r ye a r. A critica l e ve nt could be

ca lled for any weekday, June  through September. The  cus tomer would be  charged

v.
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a n a dditiona l critica l pe a k price  for cons umption during e a ch critica l hour, but

would be  compe nsa te d through a  discount ba se d on the  cus tome r's  monthly kph

consumption. The  CPP price  and the  discount a re  des igned to be  revenue  neutra l

for e a ch of the  e ligible ra te cla sses  described above . A cus tomer would have  the

opportunity to reduce  its  bills  if it reduces  usage  during the  critica l hours  because

the  cus tome r would a void pa ying the  critica l pe a k price , but s till re ce ive  the

monthly discount.

Critica l e ve nts  could  be  trigge re d by s e ve re  we a the r, h igh loa d, h igh

wholesa le  price s , or a  ma jor gene ra tion or transmiss ion outage  a s  de te rmined by

the  Company. Cus tomers  would be  notified of a  critica l event in advance  by 4:00

pm the  day prior through a  phone  message  and/or e -mail. The  proposed Schedule

GS-CPP is  provided as  Attachment CAM-2 and a lso provided in the  ra te  schedules

tiled in this  ra te  applica tion.

Q- HOW WOULD A CUS TOMER BE BILLED UNDER THIS  RATE?

The  pa rticipa ting cus tomer would be  billed according to the ir othe rwise  applicable

ra te  s che dule , for the  e ligible  ra te  s che dule s  lis te d a bove , including a ll of the

adjus tments . Schedule  GS-CPP would be  billed in addition to those  ra te  schedules .

The  cus tome r would re ce ive  a n a dditiona l cha rge  for the ir cons umption during

critica l hours  for the  month. Cus tome rs  would a ls o re ce ive  a  dis count ba s e d on

the ir re ma ining kph consumption for the  month.

Q- WHY RES TRICT P ARTICIP ATIO N IN THIS  P RO G RAM?
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A. The  Compa ny be lie ve s  it is  prude nt to initia lly re s trict the  pa rticipa tion in this

progra m for s e ve ra l re a sons . Firs t, the  ra te  conce pt is  ne w to APS a nd re la tive ly

ne w to the  e le ctric utility indus try. While  s e ve ra l utilitie s  ha ve  pilote d s imila r

programs  ove r the  la s t few yea rs , the re  has  been little  or no expe rience  with CPP

progra ms  imple me nte d on a  la rge  s ca le  ba s is . Se ve ra l ke y unce rta intie s  re ma in

A.
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with the s e  progra ms  including long-te rm cus tome r a cce pta nce  of CPP , the

adequacy of the  typical bill savings, and the  pers is tence of the  customer's  load

response  over time . Limiting the  participa tion of the  program would a llow the

Company to assess these uncertainties and test the viability of the program in the

APS service territory. As previously discussed, the Company proposes to initially

offer the rate to the first 100 eligible customers to apply for a period of two years.

If successful, the program could be expanded and/or modified.

Second, because a  la rge  sca le  implementa tion of this  program would

require  certa in costs  including metering systems, billing system upgrades , and

other operational costs , a  limited program would help ensure that customers are

willing to pa rticipa te  in the  program and actua lly reduce  consumption during

critical hours prior to the Company incurring such costs.

Moreover, the  Company does  not believe that the  initia l limita tion of 100

customers will be overly restrictive. There are approximately 1,000 general service

customers who would likely be eligible for the program. The initial 100 participant

limit represents roughly 10 percent of the likely eligible customers. To help ensure

ample  participa tion in the  program, the  Company a lso proposes  to be  able  to

expand the  e ligibility of the  program, a t its  discre tion, with notifica tion to the

Commission. For example, if initial customer participation was low, the minimum

load reduction requirement could be  reduced to 100 kW in order to s timula te

enrollment in the program.

Q- HOW WOULD THE COMP ANY DETERMINE IF  THE CUS TOMER IS
ABLE TO REDUCE THEIR CONS UMP TION BY 200  KW OR MORE
DURING CRITICAL PEAK HOURS ?
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The Company will work with interested customers to develop a plan for reducing

load during critical hours. To be eligible for participation, a customer must submit

A.
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3

4

VI.

a  viable  plan for reducing load by 200 kW or more , which must be  approved by the

Company

IMP LEMENTATION CONS IDERATIONS

Q- WHAT COSTS ARE ASSOCIATED WITH OFFERING THESE NEW
DEMAND RESPONSE RATES?

6 The implementation costs for the residential super peak TOU rate and the general

service CPP rate include incremental metering and communication system costs

customer service costs, upgrades to billing and customer infonnation systems

("CIS"), and other costs of operating the programs

CIS is a key driver, indeed a critical path, for implementing demand

response rates. Any proposed changes will require programming and testing of

CIS and related systems, which all interrelate to capture metered data, ensure that

the customer is on the correct rate schedule with the correct meter. calculate the

bill, present the bill format, allow for re-bills and corrections, schedule meter and

service changes, provide customer service information and screens to advise

customers about rate options, allow customers to assess rate options through the

internet, post the revenue to the general ledger, and many other business functions

Most importantly, the systems must be tested to ensure that the billing is accurate

and that the programming changes did not adversely impact any other part of the

billing system

Finally, the implementation of new demand response rates will require

additional training of customer service personnel as well as additional resource

costs to interface with customers to answer customer inquiries, explain the

advantages of the new rates, and enroll interested customers. Therefore, customer

participation on the rates will not be available until approximately three months

after approval by the Commission

A.

1 3



Q. PLEASE DESCRIBE WHAT STEPS THE COMPANY HAS TAKEN TO
IMPLEMENT NEW METERING SYSTEMS TO ACCOMMODATE
THESE NEW RATES.

VII.

The  Company would implement the  new demand response  pricing programs

through Interval Data  Recording ("cDR") meters  and AMI meters . AMI. meters

would provide the advantage of remote reading and programming, which would

enable seasonal changes in on-peak hours without meter change outs, provide more

flexibility and lower costs when customers switch from one rate to another. It also

technology. Currently, APS has approximately 110,000 AMI meters installed and

is estimating to have approximately one million installed by 2012.

c o n c LU s io n

Q- WOULD YOU PLEASE SUMMARIZE YOUR DIRECT TESTIMONY?

APS is  reques ting the  Commiss ion to authorize  the  implementa tion of a  new

residential super peak TOU rate, Schedule ET-SP, and a new CPP program for

general service customers, Schedule GS-CPP. The Company believes that these

new demand response rates can encourage customers to reduce consumption during

the  mos t critica l hours  during the  hot summer a fte rnoons  and ea rly evenings

thereby reducing costs to the Company and benefiting all customers. The rates will

a lso provide  an additiona l opportunity for cus tomers  to reduce  the ir monthly

electric bill. Due to the implementation requirements, these new offerings would

be available approximately three months after approval by the Commission.

Q- DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?
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June Augus t Billing Cycles
(Super Peak Summer)

$6.48495 per kph during Super-Peak hours , plus
80.23495 per kph during On-Peak hours , plus

$8.04671 per kph during Off-Peak hours

May, September, and October Billing Cycles
(Summer)

November - April Billing Cycles
(Winter)

$0. 12088 per kph during On-Peak hours , plus$023495 per kph during On-Peak hours , plus
$0.04671 per kph during Off-Peak hours

Attachment CAM-1
RATE SCHEDULE ET-SP

RESIDENTIAL SERVICE TIME-OF-USE
TIME ADVANTAGE SUPER PEAK 7PM-NOON

AVAILABILITY

This  ra te schedule is  ava ilable in a ll territory sewed by the Company a t a ll points  where facilities  of adequate
capacity and the required phase and suitable voltage are adjacent to the s ites  served. Additionally, this  ra te requires
the Cus tomer have an Advanced Metering Infas tmcture meter, or AMI, in place a t time of service.

AP P LICATIO N

This  ra te schedule is  applicable to a ll Standard Offer electric service required for res identia l purposes  in individua l
priva te dwellings  and in individually metered apartments  when such service is  supplied a t one s ite through one point
of delivery and measured through one meter.

Rate selection is  subject to paragraphs  3.2 through 3.5 of the Company's  Schedule l, Terms and Conditions  for
Standard Offer and Direct Access  Services , and this  ra te schedule will become effective only after the Company has
ins ta lled the required timed kilowatthour meter.

This  schedule is  not applicable to breakdown, s tandby, supplemental or resale service.

TYP E OF S ERVICE

The type of service provided under this  schedule will be s ingle phase, 60 Hertz, a t a  s ingle s tandard voltage (120/240
or 120/208 as  may be selected by cus tomer subject to availability a t the cus tomer's  s ite). Three phase service may be
furnished under the Company's  Schedule 3 (Conditions  Governing Extens ions  of Electric Dis tribution Lines  and
Services ) and is  required for motors  of an individual ra ted capacity of 7-1/2 HP or more.

RATES

The cus tomer's  bill shall be computed a t the following ra tes , plus any adjus tments  incorporated in this  schedule:

Bundled Standard Offer Service

Basic Service Charge: $ 0.509 per day

Energy Charge:

AR IZONA P UBLIC  S ER VIC E C OMP ANY
P hoenix, Arizona
Filed by; David J . Rurnolo
Title : Manager, Regula tion and P ricing
Origina l Effe ctive  Da te : xxxxx

A.C.C. No. XXXXX
Rate Schedule ET-SP
Revis ion No. Origina l

Effe ctive : xxxxx
Page 1 of 3



J une - Augus t Billing Cycles
(Super Peak Summer)

$0.46073 per kph during Super-Peak hours , plus
$021073 per kph during On-Peak hours , plus

$0.02249 per kph during Off-Peak hours

Ma y October Billing Cycles
(S um ner)

November April Billing Cycles
(Winte r)

$0.09666 per kph during On-Peadc hours , plus
$0.04017 per kph during Off-Peak hours

Attachment CAM-1
RATE SCHEDULE ET-SP

RESIDENTIAL SERVICE TIME-OF-USE
TIME ADVANTAGE SUPER PEAK 7PM-NOON

RATES  (cont)

Bundled Standard Offer Service cons is ts  of the following Unbundled Components :

Unbundled Components

Basic Service Charge: $ 0.227 per da y

Revenue Cycle Service Charges:
Metering $  0 .165 per da y

Meter Rea ding $ 0.055 per day

Billing 8 0.062 per da y

System Benefits  Charge: s 0.00188 per kph

Delivery Cha rge: s 0.02234 per kph

Genera tion Charge:

$0.21073 per kph during On-Peak hours , plus
$002249 per kph during Off-Pea k hours

TIME P ERIODS

The Super-Peak time period is  3 p.m. to 6 p.m. and the On-Peak time period is  12 noon to 3 p.m. and rpm to rpm,
during the Super Peak Summer months  Monday through Friday excluding the holidays  lis ted below. The On-Peak
time period during Summer and Winter months  for this  ra te schedule is  12 noon to 7 p.m. Monday through Friday
excluding the holidays  lis ted below All hours  not included in the Super-Peak or On-Peak time periods  sha ll be Off-
Peak hours  for a ll seasons.

The following holidays  a re Off-Peak: New Year's  Day (January 1), Memoria l Day (la s t Monday in May), Independence
Day (July 4), Labor Day (firs t Monday in September), Thanksgiving Day (fourth Thursday in November), and Chris tmas
(December 25). When any holiday lis ted above fa lls  on a  Saturday, the preceding Friday will be recognized as  an off-
peak period. When any holiday lis ted above fa lls  on a  Sunday, the following Monday will be recognized as  an off-peak
period. Mounta in Standard Time sha ll be used in the applica tion of this  ra te schedule.

AR IZONA P UBLIC  S ER VIC E C OMP ANY
P hoenix, Arizona
Filed by: David J . Rumolo
Title : Manager, Regula tion and P ricing
Origina l Effe ctive  Da te : xxxxx

A.C.C. No. xxxxx
Rate Schedule ET-SP
Revis ion No. Original

Effective: xxxxx
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Attachment CAM-1
RATE SCHEDULE ET-SP

RESIDENTIAL SERVICE TIME-OF-USE
TIME ADVANTAGE SUPER PEAK 7PM-NOON

ADJ US TMENTS

The Environmental Portfolio Surcharge shall be applied to every retail electric service as set forth in
the Company's Adjustment Schedule EPS-1 or successor schedules as approved by the Arizona
Corporation Commission.

The bill is  subject to the Power Supply Adjus tment factor as  set forth in the Company's  Adjus tment
Schedule PSA-l pursuant to Arizona  Corpora tion Cormniss ion Decis ion No. 67744 and Arizona
Corpora tion Commiss ion Decis ion No. 69663.

The bill is  subject to the Transmiss ion Cos t Adjus tment factor as  set forth in the Company's
Adjus tment Schedule TCA-1 pursuant to Arizona  Corpora tion Commiss ion Decis ion No. xxxxx.

The bill is  subject to the Environmenta l Improvement Surcharge as  set forth in the Company's
Adjus tment Schedule ElS  pursuant to Arizona  Corpora tion Commiss ion Decis ion No. xxxxx.

The bill is  subject to the Competition Rules  Compliance Charge as  set forth in the Company's
Adjus tment Schedule CRCC-l pursuant to Arizona  Corpora tion Commiss ion Decis ion No. 67744.

Direct Access customers returning to Standard Offer service may be subj et to a Returning Customer
Direct Access Charge as set forth in the Company's Adjustment Schedule RCDAC-1 pursuant to
Arizona Corporation Commission Decision No, 67744.

The bill is  subj act to the Demand Side Management Adjustment charge as  set forth in the Company's
Adjus tment Schedule DSMAC-1 pursuant to Arizona  Corpora tion Commiss ion Decis ion No. xxxxx.

The bill is  subject to the applicable proportiona te part of any taxes  or governmenta l impos itions  which
are or may in the future be assessed on the basis  of gross  revenues of APS and/or the price or revenue
from the electric energy or service sold and/or the volume of energy generated or purchased for sa le
and/or sold hereunder.

CONTRACT PERIOD

Any applicable contract period will be set forth in APS' standard agreement for service.

TERMS  AND CONDITIONS

Service under this  ra te schedule is  subject to the Company's  Schedule l, Terms and Conditions  for Standard Offer
and Direct Access  Services  and the Company's  Schedule 10, Terms and Conditions  for Direct Access . These
schedules  have provis ions  tha t may affect the cus tomer's  bill. In addition, service may be subject to specia l terns
and conditions  as  provided for in a  cus tomer contract or service agreement.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: xxxxx

A.C.C. No. xxxxx
Rate Schedule ET-SP
Revision No, Original

Effective: xxxxx
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Attachment CAM-2
RATE SCHEDULE CPP-GS

CRITICAL PEAK PRICING GENERAL SERVICE

AVAILABILITY

This rate schedule is available in all territory served by the Company at all points where facilities of adequate
capacity and the required phase and suitable voltage are adjacent to the sites served.

AP P LICATIO N

The Rate Schedule CPP-GS is  available to reta il Standard Offer cus tomers  served on Rate Schedules  E-32 M, E-32
L, E-32TOU M, E-32TOU L, E-34, E-35, and E-221. The eligible cus tomer mus t demons tra te the ability to reduce
usage during Critica l Events  by a  minimum of 200 kW and submit a  load reduction plan, which must be approved by
the Company prior to pa rticipa tion. The eligible cus tomer mus t a lso have interva l metering. All provis ions  of the
Customer's  otherwise applicable ra te schedule will apply in addition to the charges  in Schedule CPP-GS.
Participa tion is  limited to the firs t 100 cus tomers  for a  period of two years  from the initia l ava ilability. The Company
may expand eligibility during this  two-year period, a t its  discretion, upon notifica tion to the Commis ison.

RATES

Critica l Peak Price
Critica l Peak Price applies  to kph usage during a  CPP Event.

$0.40000 per kph

Energv Discount
Ra te Schedule E-32 M (401-999 kw)
Ra te  S chedule  E-32 L (l000+ kw)
Ra te  Schedule  E-32 TOU M (401-999 kw)
Ra te  S chedule  E-32 TOU L (l000+ kw)
Rate Schedule E-34
Rate Schedule E-35
Rate Schedule E-22 l

Energy Discount applies  to Cus tomer's  tota l monthly kph.

$(0.014892)
$(0.014438)
$(0.014892)
$(0.014438)
$(0.0143500
$(0,012470)
$(0.011755)

per kph
per kph
per kph
per kph
per kph
per kph
per kph

CONDITIONS

CPP Events: CPP Events may be invoked by the Company for the hours 2 p.m. to 7 p.m., weekdays (Monday
through Friday) during Jame through September. Holidays are excluded, which include Independence Day (July
4th) and Labor Day (first Monday in September). A CPP Event can be triggered by severe weather, high load,
high wholesale prices, or a major generation or transmission outage, as determined by the Company.

B. Number and Dura tion of CPP Events: The Company may invoke a  maximum of 18 CPP Events  per ca lendar
year, for 5 hours  per event and 90 hours  per year.

CPP Event Notifica tion/Communica tion: Cus tomers  would be notified of a  CPP Event 'm advance by 4:00 PM
the day prior through a  phone message and e-mail. Receipt of such notice is  the respons ibility of the
participa ting cus tomer.

CPP Event Cancellation: Once a CPP event alert has been initiated, there are no conditions that would warrant
the critical event to be cancelled.

ARIZONA PUBLIC SERVICE COMPANY
Phoenix, Arizona
Filed by: David J. Rumolo
Title: Manager, Regulation and Pricing
Original Effective Date: xxxxx

A.C.C. No. XXXX
Canceling A.C.C. No. xxxx

Adjustment Schedule CPP-GS
Revision No. 1

Effect ive: xxxxx
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