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Testimony of Douglas C. Smith

Q- What is your name and business address?
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My name is Douglas C. Smith. I am the Technical Director for La Capra

Associates, 333 Washington Street, Boston, Massachusetts.

LaCapra Associates ("La Capra") is a consulting firm specializing in electric

industry restructuring, energy planning, market analysis, and regulatory policy in

the electricity and natural gas industries. For twenty years, we have served a

broad range of organizations involved with energy markets -- public and private

utilities, energy producers and traders, financial institutions and investors,

consumers, regulatory agencies, and public policy and research organizations. A

copy of my resume is included as Attachment S-l.

Q- On whose behalf are you testifying in this proceeding?

I am testifying on behalf of the Arizona Corporation Commission ("Commission"

or ACC") Staff.

Q. What is your involvement in this case?

My testimony encompasses the issues associated with power markets, regional

demand and supply conditions, and risk management opportunities. This

testimony is contained within the refiled testimony of Ms. Lee Smith, primarily,

but not entirely, within Section VII. l assisted Ms. Smith, but was not primarily

responsible for, Sections VIII and IX. See page l of Ms. Smith's testimony for

reference to my work. The pages of Lee Smith's testimony to which I contributed

are attached and incorporated as my testimony as Attachment S-2.
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Q. Please describe your background and experience.

I am an electric power industry planning specialist with 15 years of experience in

areas including power systems planning and analysis, wholesale and retail power

transactions, and electric utility rates. I have participated in restructuring-related

A.

A.

A.

A.
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activities in Pennsylvania, Massachusetts, Vermont, New Jersey and Ohio. I have

participated in numerous generation asset valuation and competitive market

assessment projects on behalf of merchant generating companies, electric utilities,

state regulatory and consumer agencies, and end-users. During the past year I

have assisted the California Office of Ratepayer Advocate in its review of power

transactions conducted by San Diego Gas & Electric, and the California Bureau of

State Audits in its review of power transactions conducted by the California

Department of Water Resources.
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I have managed the electric power supplies of several electric utilities, and have

developed wholesale electricity price forecasts for use by market participants. I

presently assist several retail electricity customers, including the National

Railroad Passenger Corporation ("Amtrak"), in the procurement of retail

generation service from competitive suppliers. I have testified before state

regulatory authorities in Pennsylvania, Massachusetts, New Hampshire, New

Jersey, Vermont, and Puerto Rico.

Q. Does this conclude your testimony?

H
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A. Yes, it does.
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Attachment S-1
an DOUGLAS c. SMITH

LA CAPRA ASSOCIATES
H Technical Director

I

Douglas Smith, Technical Director, has over 15 years of experience in the electric power
industry. He is experienced and sldlled in the areas of electricity markets, transactions and
competitive procurement, resource planning, system simulation, and project feasibility
analysis. While at La Capra Associates, Mr. Smith has assisted utilities, generators, and
regulatory agencies in the analysis of issues related to electric system planning, price
forecasting, and risk management and power transactions. Mr. Smith has significant
experience as an expert witness, on behalf of private and public sector clients. While
employed as Electrical Planning Engineer and Power Cost Analyst for the Vermont
Department of Public Service, he was responsible for the review of generation facilities and
wholesale power transactions proposed by electric utilities, and for reviewing all power
supply costs in the context of electric utility retail rate proceedings.

ACCOMPLISHMENT S

Managed and conducted power transactions of several New England electric
utilities, from 1991 to present. Responsibilities include risk management strategy
and analysis, simulations of alternative procurement strategies, negotiation with
potential trading partners, and development of contract terms. Presently responsible
for managing the power supply portfolio of the Washington (VT) Electric
Cooperative, Inc.

Assisted the California Office of the Ratepayer Advocate in assessing the
reasonableness of San Diego Gas & Electric's procurement practices. Mr. Smith
analyzed historical spot market prices, forward market conditions and the utility's
net short position to assess whether the company should have utilized Block
Forward contracts to mitigate customers' exposure to spot market prices. Mr.
Smith's findings were presented in written testimony before the California Public
Utility Commission.

Led the procurement of competitive retail generation service contracts for Amtrak
(the National Railroad Passenger Corporation). Responsibilities included analysis of
utility "shopping credits," solicitation of competitive supplies, evaluation of
proposals, and competitive negotiations with suppliers. This effort produced
successful supply contracts with several suppliers, resulting in several million dollars
of customer savings.

On behalf of the California Bureau of State Audits, reviewed the short- and long-
term power transactions conducted by the California Department of Water
Resources during 2001. This effort addressed the Departlnent's long term portfolio
strategy and execution, along with its short term power transaction activities.



4

Led a detailed analysis of future wholesale electricity market prices in the PJM
Interconnection, and presented the analysis in expert testimony before the
Pennsylvania Public Utilities Commission. This market price forecast was adopted
by the Commission as the basis for determining the stranded generation costs of
Pennsylvania utilities.

Assisted generator clients in assessing the future economic competitiveness and
appropriate purchase price of existing generating assets in New England, New York,
and California.

Led detailed dispatch simulations of electric utility systems -- including the
NEPOOL, PJM and ECAR regions of the U.S., the state of Maharashtra (India), and
numerous individual U.S. utilities -- to identify the implications of alternative
resource choices and planning assumptions on market prices and revenues.

Determined the amount of additional generating capacity required by the Puerto
Rico Electric Power Authority to maintain its system reliability objectives, and
identified the sensitivity of those needs to alternative outcomes for key parameters.
Successfully presented the results in testimony before the Planning Board of Puerto
Rico.

On behalf of the World Bank, assisted in La Capra Associates' review of technical
and policy issues related to the acquisition of non-utility power in India.

On behalf of U.S. state regulatory agencies, performed comprehensive analyses of
numerous wholesale electric power transactions, including domestic and
international transactions of up to 20 years in duration, based on analysis oldie
expected costs and the role of the transaction in each purchaser's supply portfolio.

EXPERIENCE

La Capra Associates
Technical Director

Boston, MA
December 1990 to Present

Vermont Department of Public Service
Electrical Planning Engineer

Montpelier, VT
October 1988 to December 1990

EDUCATION

B.S., Brown University, 1986
Mechanical Engineering with Energy Conversion emphasis

EPRI Seminars on Utility Planning and Production Costing Techniques

Users' group and training seminars associated with the UPLAN and ENPRO
production costing models

o
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ATTACHMENT S-2

Vu. CITIZENS SHOULD HAVE BEEN AWARE, PRIOR TO THE JULY 2000

BILLINGS, THAT IT COULD HAVE A PROBLEM WITH BILLS IN THE

SUMMER OF 2000
3
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Q. Should Citizens have been aware, before the summer of 2000, that its

summer power costs could be higher than normal?

Yes, it should have been aware that its summer power costs could be higher than

normal. Since its power bills depended on a number of elements that were

outside of its control and not perfectly predictable, Citizens could not have known

for certain that its power costs would be significantly higher than normal, which

proved to be the case. However, it should have expected that its bills would be

18

3

A.
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higher than the previous year and, by early spring of 2000, it should have known

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

than historic costs. In any event ,  once Cit izens learned that  APS's SIC

implementation tied to market purchases, they should have realized they were

substantially exposed to market price risk that was outside of its control and not

perfectly predictable.

Q, Was Citizens aware ahead of time that APS would need to purchase power to

meet load in the summer of 2000?

Yes. The billing dispute that began in the summer of 1999 was triggered because

APS purchased power to meet Citizens' load for some months in 1998. There

were a number of months in 1999 when APS had to purchase power to meet

Citizens load, and charged a minimum bill based on the disputed SIC. In

response to a discovery response about its expectations for the summer of 2000,

Staff Data Request 7.13, Citizens indicated that it "...was aware that APS/PWEC

did not have adequate system generation to meet its native load plus Citizens

load."

Q- What was the trend in market prices during late 1999 and early 2000?

A. As I will describe below, several key drivers of electricity market prices appeared

worse in late 1999 and early 2000 than in previous years. As a result, forward

market prices for energy deliveries in summer 2000 were increasing, and were

significantly above historical levels.
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Q- What kind of information on the electricity market is available to a small

company such as Citizens?

Citizens personnel regularly viewed market prices and read industry

publications, according to the response to Staff Data Request 5.36. There are a

number of publications available that provide valuable market intelligence.

Power Markets Week, for example, is a weedy publication that provides

information on prices and other market price drivers. The Western Systems

A.

A.
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Coordinating Council ("WSCC") releases a number of public reports on loads,

generation, and other factors specific to the western market. Specific public

sources for information about supply/demand conditions in the western market

include:

•

•

•

WSCC's report entitled "Existing Generation and Significant

Additions and Changes to System Facilities, 1999 - 2008" (issued

April 1999);

The California Energy Commission Staffs report entitled "High

Temperatures & Electricity Demand, An Assessment of Supply

Adequacy in California" (issued July 1999);

WSCC's report entitled "Summary of Estimated Loads and

Resources" (issued October 1999).

Citizens could have accessed all of these information sources with relative ease.

Cit izens could also have availed itself of addit ional market  intelligence,

proprietary analyses, and trading expertise by retaining consultants.

Q- What information would be the basis for expecting that power costs might be

higher than the previous year?

The most basic information would be supply and demand conditions in the

market. If an examination of the growth in supply and demand revealed that

demand was growing faster than supply, one would expect that higher prices were

likely. The forward market, which prices future contracts, provides a measure of

what other market participants expect future prices to be. Conditions in fuel

markets and in hydro supplies also would provide clues. Rising Euel prices would

suggest higher electric prices; lower hydro supplies would suggest the same.
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Q. What was the demand growth situation for Arizona and the region?

WSCC had been experiencing steady electricity demand growth, which was

forecast to continue. For the period 1995 to 1998, energy consumption in WSCC

grew at an average annual rate of 2.5% and peak demand grew at an average rate

A.

A.
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of about 4.0%. Energy consumption for WSCC for the period 1999 through 2005

was forecasts to grow at an average annual rate of about 1.6% with peak demand

growing at about 1.7% average annual rate. The forecast of energy consumption

and peak demand for the desert southwest showed even more robust growth.

Energy consumption was forecast to grow by about 2.7% and peak demand by

about 2.9% annually, over the 1999 to 2005 period.

Q-

A.

Had generating capacity additions in Arizona and neighboring states kept

pace with demand?

No. For the region encompassing California, Arizona, and New Mexico,

generation increased by only 210 MW Hom January 1997 to January 1999

(WSCC Existing Generation and Significant Additions-Changes to System

Facilities, January 1, 1999). This is out of a total generation base of over 75,000

MW, or an increase of less than one percent. Furthermore, available generation

actually declined in the Arizona - New Mexico sub region from January 1998 to

January 1999. This information was readily available from the WSCC.

Q-

A.

What was the forecast for generation additions for Arizona / New Mexico in

2000?

The WSCC, in 1999, forecast generation additions in 2000 for the Arizona, New

Mexico region of 7 megawatts, out of a total installed capacity of around 19,000

MW. For the combined region of California, Arizona, and New Mexico total

generation additions of 824 MW, or 1% of the total generation base, were forecast

to come online in 2000. Given the long construction time for new generating

units, the likelihood of large unanticipated amounts of new capacity entering the

market quickly tends to be small.

Q-

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

27

28

29

30

A.

What was the supply and demand situation for the region in recent years?

The West in general and Arizona more specifically faced a situation where

demand was beginning to outstrip supply. Attachment S-4 presents the WSCC's

2 "Summary of Estimated Loads and Resources," (WSCC Technical Staff; May 2000)
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summary (published in October 1999) of actual loads and resources during 1998.

Page l of the exhibit summarizes the Arizona-New Mexico-Nevada area, page 2

presents the same information for the California .- Mexico area.

The WSCC documents show that in Summer 1998, the actual margin of reserves

over firm load for Arizona/ New Mexico dropped to 5.1% (1,033 MW) in August.

For four summer months the reserve margin was at or below 10.4%. Actual

reserve margins in the California-Mexico area dropped to 7.7 and 8.2 percent in

August and September 1998, respectively.

Q. Did these capacity margins in 1998 reflect an unusually unfavorable

combination of circumstances?

A. No. If anything, the 1998 results reflected a combination of favorable outcomes

with respect to generator outages and electricity demand.
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Attachment S-4 shows that total unavailable capability in the Arizona-New

Mexico-Nevada area was between 196 and 424 MW during the four summer

months of 1998. Unavailable capability in the California-Mexico area was less

than 650 MW, out of more than 54,000 MW of installed capacity. Attachment S-

5 shows historical unavailable generation for these areas during peak demand

conditions, as reported by the California Energy Commission in a July 1999

report.3 This exhibit shows that actual average outages experienced in each area

from 1988 to 1997 were much higher than the actual 1998 results, and that actual

outages in some years were thousands of MW higher. All else equal, more

normal outage patters would produce significantly lower reserve margins and a

tighter energy market.

With respect to electricity demand, it is well known that air conditioning is an

important end use and that high temperatures can drive up demand substantially.

3 "High Temperatures & Electricity Demand, An Assessment of Supply Adequacy in
California" (CEC Staff, July 1999).
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Attachment S-6, taken directly from National Climatic Data Centers, illustrates

average summer temperatures from 1990 through 2001, and ranks them over that

period and over all years since 1895. Pages l and 2 of the exhibit present this

infonnation for Arizona and California, respectively, with higher rank values

representing higher temperatures. The low randdngs for the past few summers

(i.e., 1998 and 1999) indicate that average temperatures in each area were

moderately cool from an historical perspective. While average temperature is not

a perfect indicator of air conditioning load, it is clear that temperatures and

electricity demand could easily tum out higher than they had in 1998 and 1999.

Q- Looking forward to 2000 from 1999, what was the supply/demand outlook?

A. Attachment S-7 (2 pages) presents the WSCC's summary of monthly supply and

demand in the Arizona-New Mexico-Nevada area for 1999 and 2000. The

document shows nominal summer reserve margins (the bottom row of numbers)

of 13.4 to 18.8 percent in 1999, and 17.7 to 21.0 percent in 2000. The key points

about it are:

•

•

•

•
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•

Summer peak demand (including interruptible) was projected at

21,070 MW, an increase of 641 MW from actual 1998;

Total generating capacity in the region was projected at 19,317 MW,

an increase of485 MW from 1998,

Total generator availability was assumed to be essentially zero,

compared to typical historical outages of over 1,000 MW,

Finn/joint imports were projected at about 3,700 MW, an increase of

about 1,300 MW from 1998;

In addition to the increase in firm imports, the category "Planned

Purchases and Sales" was assumed at over 3,000 MW (amounting to

over 14 percent of the regional peak demand) during July and August

2000. This category represents assumed purchases that had not yet

been contracted. The WSCC presentation was showing that the

Arizona-New Mexico-Nevada area would be relying on a large

4 Website of the National Oceanic & Atmospheric Administration: http://www.NOAA.gov/climate.html
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I! increase in purchases from neighboring regions which were

themselves experiencing declining reserves and were exposed to

weather and generator outage risks.

The WSCC document showed more than adequate capacity reserves for Summer

2000, due primarily to its optimistic assumptions regarding generator

unavailability and purchases from outside the area. As shown in Attachment S-8,

the CEC confirmed in a 1999 reports that from 1988 through 1997, actual reserves

in the WSCC have consistently turned out much lower than indicated by WSCC

projections.

The WSCC summary does, however, show the sensitivity of the supply/demand

outlook to alternative outcomes. Forexarnple, Attachment S-9 assumes a typical

historical outage level of 1,100 MW (with no other adjustments) and obtains

reserve margins of 8 to 13 percent for Summer 1999. It was apparent that if

demand or generator outages turned out significantly higher than normal, or if

import purchases did not materialize as assumed, reserve margins for the area

could easily fall below five percent.

Q- What does the supply/demand situation mean for potential price levels?
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This situation indicated a tightening supply situation. As had been experienced in

the summers of 1998 and 1999, which received extensive press coverage, tight

supply can lead to very large market price increases. Prices increase for two

related reasons: because higher cost units are utilized, and, as demand approaches

the level of available supply, because of tight supplies (or, in the extreme,

shortages). The combination can lead to prices that are greatly in excess of the

variable production cost of the most expensive unit being utilized (sometimes

called the marginal unit).

5 "High Temperatures & Electricity Demand, An Assessment of Supply Adequacy in
California" (CEC Staff; July 1999)

Q

A.
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Prior to Summer 2000, spot market prices in most eastern electricity markets had

already exhibited large spikes during tight supply conditions. For example

Attachment S-10 illustrates that spot market energy prices in the PJM

Interconnection jumped to a monthly average of about $162/MWh in July 1999

despite never having averaged more than $51/Mwh in any month since the

market's inception. Energy price spikes in PJM were limited to some extent by a

$1,000/MWh energy price cap, other eastern markets had shown even greater

price spikes. During several days in June and July 1998, prices for on-peak

energy trades at the Energy hub exceeded $1,500/MWh. Due largely to the

effects of such high-price days, average daily prices at Cinergy for these months

averaged about $263/MWh and $149/MWh, respectively. These prices compare

to typical monthly on-peak average prices of $20 to $40/MWh. While the

specific circumstances in these markets differed in some respects, the point here is

that well before 2000, eastern U.S. electricity markets had shown that tight supply

conditions can translate to very large price increases

17 Q What other observable factors could affect the supply / demand situation?

Weather and the availability of hydroelectric generation also influence the

supply/ demand balance. Weather is probably the biggest influence on electricity

demand. A California Energy Commission study" showed that on the peak

electricity demand day in California, an increase in the temperature of five

degrees translates to an increase in peak demand for California of 8.5%. The

study also showed that with temperatures that occur in one out of every 5 years

Arizona would have only a 1% reserve margin, and with temperatures that occur

in one out of every 40 years, the reserve margin would turn negative. This

suggests that if summer weather has been lower than normal, demand will go up

as temperatures climb to or above normal

29 Q What is the role of hydroelectric generation in the western market?
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Both California and the Pacific Northwest are heavily dependent on hydroelectric

generation, which can vary significantly from year to year. hr years where hydro

production is reduced due to limited water, the Pacific Northwest has less energy

to export  and California must  look elsewhere to replace the diminished

hydroelectric generation. Kr years of low hydro production in the Pacific

Northwest and, especially, California, added demand is placed on electricity

generated in Arizona. Furthermore, hydroelectric generation operating costs are

very low, so when it is not available the power is replaced from thermal units

which are more expensive on an operating cost basis, sometimes by a significant

degree.

Q. What was known in the spring of 2000 about potential hydro production in

the upcoming summer?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

A. The Northwest River Forecast Center, a department within the National Oceanic

and Atmospheric Administration, releases periodic forecasts of the water

available for hydro production. As early as the middle of February, the Northwest

River Forecast Center was waring of below normal water flows, and therefore

hydro production, for the summer. This forecast  was reported in the

February 21, 2000 issue of Power Markets Week.19

20

2 1 Q, What other factors are indicators of the direction of electric prices?

Fuel  pr ices are  a major  component  of e lectr ic  pr ices ,  so that  as fue l  pr ices

increase, electric prices can also be expected to increase. This is particularly true

of the price of natural gas, since this fuel is used to produce output on the margin

(and therefore affect market clearing prices) much of the time, and particularly

during summer peak hours. For example, for a gas-tired unit with a heatrate of

10,000 BTU/kwh, a gas price increase of $1.00/rnmBTU would translate to an

increase of $10/MWh.
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Q- What could be observed regarding gas prices?

Attachment S-11 illustrates daily spot gas prices at Henry Hub (Louisiana) from

January 1998 through April  2000. The exhibit shows that natural gas prices

A.

A.

A.
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drifted significantly upward during late 1999 and early 2000. For example, prices

from September 1999 through April 2000 averaged over $2.50/ TU,

compared to prices under $2.00/ TU during late 1998 and early 1999. By

March, prices had increased by about $1/1r1mBTU compared to early 1999 values.

Attachment S-12 illustrates monthly average spot gas prices in the first three

months of 1998 through 2000.

Q- Were there any explicit warnings in the trade press indicating the possibility

for high market prices in summer of 2000?

Yes. For instance, ICE/Kaiser Consulting Group, in announcing the publication

of its 1999 Bulk Power Outlook, warned that surplus hydro conditions in the past

few years had masked the tightening supply / demand balance in the west. The

announcement went on to reports :

• "The West stands at least a one-in-three chance of experiencing

price spikes similar to those seen in the Midwest during the summer

of 1998."

•

"Price spikes were more likely to occur in summer of 2000 than

summer 1999 due to expected favorable hydro and weather

conditions in 1999."

"Despite above average hydro supplies, western market prices had

been increasing."

In the event of above-normal summer temperatures, supplies could

be very tight. "Pre-conditions are there for a very precarious

situation..."
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Q. How did forward prices in the Southwest behave prior to summer 2000?

Forward prices represent prices at which buyers and sellers agree to exchange

power during a fuhlre delivery period. Forward prices for deliveries in the

summer months of 2000 showed a noticeable increase over previous years. The

average price of a third quarter 2000 forward contract at Palo Verde, an active

1 As reported in Power Markets Week June 7, 1999.
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trading hub, was $63.46/MWh8. This compares to an average life-of-contract

price of $51.00/MWh for third quarter 1999 contracts and $40.22/MWh for third

quarter 1998 contracts. Summer 2000 forwards were also significantly above

actual 1999 spot prices.

For deliveries in the four summer months June through September 2000, the

monthly average of forward prices from July 1999 through April 2000 were at

$40.08, $56.43, $72.33, and $58.62, respectively. Spot prices in the summer of

1999 for on peak power for June through September were $32.68, $41 .49, $42.71,

and $33.40, respectively. Attachment S-13 shows the monthly averages for these

forward prices and historical spot prices. Attachment S-14 shows that from

December 1999 through April 2000, forward prices for Summer 2000 deliveries

at Palo Verde gradually increased from about $55/MWh to $70/MWh.

The forward and spot price data show that market expectations over the 9 months

preceding May of 2000 were that prices in the summer of 2000 would be at least

20% higher (and over 70% higher in some rnondis) than the actual monthly

average spot price for the same month in the summer of 1999. It appears that

market participants saw the potential for significant spot price increases, likely

based on the supply/demand and fuel price considerations that are discussed in the

past several pages.
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Q- Do forward prices indicate the maximum prices that may occur in the future

period?

No, forwards represent fixed prices at which willing sellers and buyers commit at

a particular time for deliveries in some future period. Forward prices for a given

delivery period thus represent the middle range of expectations about future spot

prices for that period. Hotter weather than expected, higher fuel prices, the

s The average price was calculated based on transactions from July 1999 through April 2000. Reported
in Power Markets Week.
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failure of large generating units or transmission lines could all cause prices to

climb much higher

4 Q What does Citizens say about its expectations for power prices in 2000?

Citizens stated that it "...did understand that a possibility existed of being billed

subject to the ceiling or billing provisions of the contract prior to May 2000

(Response to Staff Data Request 5.17) In response to Staff Data Request 6.14

Citizens stated that it did not have information that led it to believe that

wholesale electricity prices would increase as dramatically as experienced in the

summer of 2000." In other words, it was aware that its bills might be determined

by market prices (the incremental cost of APS's purchased power) and that there

was potential for higher prices, but it did not anticipate the actual magnitude of

extreme market prices that actually resulted

In the same data response, Citizens stated that "the contract definition of SIC

effectively shielded the Company and its customers from high wholesale prices

This was in spite of the fact that Citizens argued with APS from the summer of

1999 about this definition, and its position had not prevailed by the summer of

21 Q- Knowing that its bills might depend on the System Incremental Cost, did

Citizens project what SICs might be in the summer of 2000?

No. Although Citizens was aware that it might have a problem, it has not

indicated that it made any attempt to estimate the magnitude of the potential

problem. In response to Staff Data Request 5.19, it stated that it "did not prepare

estimates of SIC pricing prior to May 2000

28 Q- Even if Citizens could not know how high summer of 2000 spot market prices

would turn out. should it still have been concerned?

Yes. A much lower price increase than actually occurred would still have created

significant problems with summer bills. Citizens' costs for Schedule A in the
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summer of 1999 were still based on nominal pricing, at about 3.7 cents per kph.

If Schedule A had been based on market prices, the Company's entire load would

have been impacted by the market. For example, forward prices in April of 2000

for the third quarter of 2000 were 2.5 cents per kph higher than actual spot prices

in the third quarter of 1999. This would have increased their power costs by about

$9 million.

Citizens was clearly aware that APS believed it could charge Citizens its market

prices. It should have been aware that load in the summer of 1999 in Arizona and

the Southwest region was lower than normal, since summer temperatures had been

relatively low. Citizens knew that it had been subject to the minimum bills

provision of the Old Contract in a low load year. It should have known that there

was significant load growth in Arizona, and that APS had not built any new

generation. These conditions all suggested that APS would need to purchase to

supply Citizens. As long as market prices were higher than the fixed prices in the

contract, much of the summer bills would have been based on the minimum bill

calculation, even in normal market conditions.

Q- Would there have been a symmetric expectation that the SIC could be much
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lower than historic values?

There should not have been. Citizens itself argues that prices could increase more

than they could decrease, in defending its negotiation of the fixed price contract.

It notes, in response to RUCO Data Request 4.5, that potential price variation is

asymmetrical. Prices couldn't fall below the marginal cost of production.

However price increases could be much greater. Not only could the marginal cost

of production increase significantly, but prices could increase well above die

marginal cost of production due to shortages of supply. Further, as discussed

above, WSCC had not, in recent years, experienced a combination of relatively

high loads, poor availabilities and low hydro.

30
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VIII. WHAT CUC SHOULD HAVE DONE PRIOR TO THE SUMMER OF 2000

THAT MIGHT HAVE REDUCED ITS FUTURE BILLS

Q- Could Citizens have taken any actions prior to the summer of 2000 that

might have prevented or minimized the problems that arose during the

summer?

Yes. It could have: (1) attempted to renegotiate its contract as soon as it became

aware of how APS was interpreting the SIC, (2) made a greater effort to settle the

SIC issue, (3) sought to hedge market prices for the summer, and (4) taken actions

to get more value from its Valencia units.

Q-

A.

What might contract negotiation have accomplished?

The consummation of any contract takes two willing parties But, ideally, the

contract would have contained some obligation for APS to minimize costs, clearer

definitions, a guarantee of Citizens' ability to audit all bills, and definitions of all

minimum bills and other pricing provisions so that there was Null knowledge of

the basis for prices. The lack of clear definitions and protection to Citizens were

particularly important as APS began to depend more on purchases, which Citizens

was aware increased the impact of the SIC definition.

One cannot be certain that Citizens and APS would have consummated a mutually

satisfactory contract along the foregoing lines. On the other hand, however, one

can be confident that the chances of success would have been improved had there

been a more timely and more extensive effort to do so.
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Q- How might Citizens have attempted to resolve the SIC issues, outside of

negotiation with APS?

Citizens could have gone to FERC to clarify the SIC dispute. As of April 17,

2000, it was clear that APS still interpreted the SIC as including all purchases

(LS5.16). If Citizens believed this was a misinterpretation of the contract, it

should have clarified this issue.
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Another disputed issue involved APS including forward power purchases in its

computation of the SIC. Once Citizens' consultants identified this as a problem

the Phase I Audit Report, Section D, this could also have been pursued at FERC.

Q-

A.

How and why could Citizens have hedged its potential price volatility?

In the first months of 2000, signs were increasing that indicated prices could be

very high in the summer. Citizens knew that the SIC issue was not resolved, so

that it might be subject to market prices. Given this situation, it could have

requested APS to purchase forward power for them. A forward purchase or other

type of future commitment is not a guarantee of lower prices, but is a means to

reduce risk. For instance, in a situation in which one believed there was an equal

probability that prices could double and that they could fall by 10%, it would be

worth paying something (of course, weighing the costs and benefits) for an

"insurance policy" that limited the potential price increase. Citizens might have

had to pay some premium to APS, but wide such an agreement, there is no

obvious reason why APS would not have been willing to make a forward

commitment for Citizens. At the least, an analysis of the situation by Citizens

and a subsequent request to APS to implement its post-analysis strategy would

have been prudent.

Q,
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A.

What would the savings have been from a reasonable hedge?

We have estimated that if APS had purchased a reasonable block of peak period

forward power for Citizens in January, February, March or April, this would have

reduced summer bil ls by $10 mill ion. Specifically, if APS had purchased a block

of flat power of 100 MW for Citizens for the summer peak period, which is well

below the Citizens minimum load, at average forward prices, and Citizens had in

addition paid a premium or adder of two mills per kph to APS, this power could

have replaced much more expens ive power.  Attachment S-15  i l l u s tra tes  the

potentia l  cost sav ings for the Ju ly - September period,  i f  the hedge had been

purchased in January, February, March or April.
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4

Q. Were there other options that could have been pursued?

Yes. Citizens could have sought a financial hedge for part of load. For instance,

it could have looked for a product that would have fixed the price for most of its

base load, at least for the summer period.

Q-

A.

How could greater use of the Valencia units have reduced the undercollection

problem?

The Valencia units are three small peaking units. They could use either oil or gas

as fuel, so that, to some extent, they could switch to the lower cost fuel. Although

these units had fairly expensive running costs (about $0.13/kWh) (Response to

RUCO Data Request 4.l6), the cost could often have been less than peak period

market prices. If the units were operated at 30-40 MWs during the most

expensive portion of the day, that would have meant much less power purchased

at peak prices.

The units' primary purpose was to serve as backup in case of an interruption on

the single transmission line sewing the Nogales area. If the single transmission

line to the Nogales area is incapacitated by a lightning strike, the Valencia units

are necessary to restore power to the Nogales area. This requires that when

storms are predicted the units are brought up to 100% of capacity but are not

connected to load.

When the units are not needed because of a storm intemlption, the units could be

operated for economic reasons.
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Citizens was concerned that more frequent rumling could have reduced the units

reliability when they were needed for backup. However, it was possible to make

investments that would increase the ability to run the Valencia units when they

cost less than the cost of purchased power.
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Q- Why do you believe the units have been used to reduce Cit izens' power costs

even before these investments were made"

Citizens had a permit to run the units for 1000 hours. Some of these hours could

have been used to Mn the units for hours when it expected that market prices

would be higher than 13 cents per kph, and in months when Citizens anticipated

that it would be charged on the basis of SIC pricing.

Q-

A.

Citizens has made expenditures on the units since the fall of 2000. Please

comment on these investments.

According to the response to Staff Data Request 8.37, Citizens began mddng

improvements to the Valencia units in the fall of 2000. If these expenditures

were necessary to Mn the units for more hours, they have proven economic. In

May and June of 2001, the units were operated for economic reasons, reducing

power costs by $900,000 in May alone. The Company spent $784,000 in capital

costs or in operating and maintenance costs that would be capitalized, and

$241,000 in additional labor costs on the Valencia units. Except for the

expenditure associated with emissions testing that may allow the units to be run

for more hours, these expenditures might well be considered routine reliability

expenditures. I note that in the New Contract Citizens has given up the right to

operate the units for economics, so future benefits will accrue to APS.

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

27

28

29

30

Q- Do we know whether Citizens could have made these investments prior to the

summer of 2000?

This would depend on the stal't date, but the record does not make this clear.

Evidently Citizens did make these investments in about six months. Possibly they

could have been completed in less time than was actually utilized. If it did require

six months to complete the work, and they began the effort in January of 2000,

these improvements would have been made by July 2000 and have had substantial

impact on the Summer 2000 costs. If some of these expenditures were necessary

to run the units for additional hours, which is not clear, they would have been a

34

A.

A.

lllll\ll\l Ill



l \I'll\ ll 111111111-

reasonable hedge against the substantial market exposure Citizens had in its Old

Contract.

Q-

A.

Have you estimated the dollar savings that could have resulted from running

the Valencia units?

Yes. I estimated, based on a detailed look at four days in June, that the Valencia

units could have saved about $140,000 per day. This assumed that they were run

for 13 peak hours a day, at the same output level that they actually produced on a

typical day in May2001. Their emissions limitation should have allowed them to

be operated for at 30-40 days. This suggests that the total savings from running

the Valencia units could have been $4 to $5 million. Even if this required some

investment, it appears that additional use of the units during expensive hours

could have saved customers about $4 million.

Q, Could Citizens have reduced its bills by resolving, in its favor, the dispute

over whether reliability purchases belong in the SIC?

Yes. However, Citizens did pursue this issue with APS to no avail. It appears

unlikely that if they had brought the issue to FERC in the spring of 2000, as it

became evident they could not reach agreement with APS, they would have

received an order by the summer of 2000. However, Citizens might have

achieved a refund by pursuing the issue.

IX. ACTIONS CITIZENS SHOULD HAVE TAKEN DURING AND AFTER

THE SUMMER OF 2000 TO REDUCE FUTURE BILLS

Q-
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A.

Do you believe there were any actions that Citizens could or should have

taken during and after the summer of 2000 that might have reduced future

costs?

Yes. Citizens could have asked FERC to clarify the definition of the SIC. A

filling in favor of Citizens' interpretation of the SIC would have resulted in APS

J U

A.

35



refunding significant amounts to Citizens and changing its billing methodology so

that future bills would have been lower. There are other issues raised by Citizens

audit consultant that it could have raised in front of FERC that could have resulted

in a reduction to its bills

6 Q- Specifically, what other issues could have been raised by Citizens

Citizens also could request FERC action regarding APS' treatment of forward

contracts in its SIC computation. Its own audit showed that APS' method of

reflecting forward purchases in the SIC always resulted in higher cost to Citizens

As noted earlier, the contract does not define the SIC clearly. According to APS

interpretation, it would include purchases. Section III of the contract, described

above, suggests that purchases that were necessary to serve Citizens would be

included. This is still not definitive. APS' supply is not adequate to serve its load

in many hours, so that APS makes many purchases of varying types, volumes, and

durations. In many hours, it would have to make purchases even if it were not

serving Citizens' load. APS' obligation to serve Citizens' load would have

affected APS' unit dispatch and purchasing decisions, but there is no obvious

designation of any particular purchases as being associated only with Citizens

load. Given the lack of specificity in the contract, it is useful to examine the

various options by which APS could have identified certain contracts as

associated with Citizens. and therefore the basis for the SIC in the contract. These

include the following

Assign to Citizens the cost of contracts that were made last in time

Assign to Citizens the cost of contracts that were made first

Assign to Citizens a set of specific purchases, including both

forward and spot

Assign to Citizens the average price of all APS purchases in each



Since utilities tend to build a portfolio with purchases assigned over time, the

latter seems the closest to representing the purchases made to serve Citizens' load

How APS actually computed Citizens' bills differs from all of the above methods

APS ranked its supply sources by ascending price, and assigned the highest-cost

source to Citizens in every hour. This approach does not appear to have any

logical basis in portfolio planning, and by definition produces the highest possible

SIC result and in turn, die highest possible bill to Citizens. It would seem that

Citizens would have reason to raise this issue in &ant of FERC but we have seen

no indication that they have. This alternative interpretation seems more consistent

with Section III of the Service Schedules than APS' definition. It also. as

discussed later, had the potential to reduce bills substantially

Q14

15 A

Is this argument consistent with findings of Citizens' audit consultant?

Yes. I have not seen any evidence that the consultant offered an alternative

method of SIC pricing, but the consultant raised this issue as a problem with the

bills, describing this treatment of forward purchases as the heads APS wins, tails

Citizens loses approach



BEFORE THE ARIZONA CORPORATION COMMISSION

R E C E \ v E D

1882 FEW -8 p noWILLIAM A. MUNDELL
Chairman

JIM 1Rv1n
Commissioner

MARC SPITZER
Commissioner

AZ cORP c@t~1mass10.4
ff I1%,;T CUNTROL .f' I *.

wJC I

TS

8
..4 '

IN THE MATTER OF THE APPLICATION OF
THE ARIZONA ELECTRIC DWISION OF
CITIZENS COMIv1UNICATIONS COMPANY
TO CHANGE THE CURRENT PURCHASED
POWER AND FUEL ADJUSTMENT CLAUSE
RATE, TO ESTABLISH A NEW PURCHASED
POWER AND FUEL ADJUSTMENT CLAUSE
BANK, AND TO REQUEST APPROVED
GUIDELINES FOR THE RECOVERY OF COSTS
INCURRED IN CONNECTION WITH ENERGY
RISK MANAGEMENT INITIATIVES I

DOCKET no. E-01032C-00-0751

0

D1RECT

TESTHVIONY

OF

LEE SMITH

ONBEHALF OF

ARIZONA CORPORATION COMMISSION STAFF

FEBRUARY 8,2002

9



1

2

3

1. INTRODUCTION

Q- What is your name and business address?

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

Street, Boston, Massachusetts.

LaCapra Associates ("La Capra") is a consulting firm specializing in electric

industry restructuring, energy planning, market analysis, and regulatory policy in

the electricity and natural gas industries. For twenty years, we have served a

broad range of organizations involved with energy markets -- public and private

utilities, energy producers and traders, financial institutions and investors,

consumers, regulatory agencies, and public policy and research organizations.

Q-
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A.

On whose behalf are you testifying in this proceeding?

I am testifying on behalf of the Arizona Corporation Commission ("Commission"

or "ACC") Staff

Q Please describe your background and experience

A I am a Managing Consultant and Senior Economist at La Capra Associates. I

have been with this energy planning and regulatory economics firm for 18 years

Prior to my employment at La Capra Associates, I was Director of Rates and

Research, in charge of gas, electric, and water rates, at the Massachusetts

Department of Public Utilities. Prior to that period, I taught economics at the

college level. My resume is attached as Attachment S-1

Q What is the purpose of your testimony26

27

18

19

A My testimony presents the Staff's assessment of the Arizona Electric Division of

Citizens Communications Company ("Citizens") application for changes to its

Purchased Power Fuel Adjustment ("PPFAC") and recommendations for

Commission action on that application



l Q How was your testimony prepared?

The testimony was prepared in conjunction with Mr. Douglas C. Smith, who is La

Capra Associates' Technical Director. Mr. Smith had primary responsibility for

the issues associated with power markets, regional demand and supply conditions

(Section VII), and he assisted me with the contract and risk mitigation issues

addressed in Sections VIII and IX. The testimony was prepared as a single piece

to facilitate the presentation and discussion of the issues, which are inter-related

9 Q- Would you please summarize briefly your major findings and describe your

recommendations

From my review of Citizens' application, I conclude that the Company's

purchased power costs were higher than necessary due to inadequate management

of the power supply contract and lack of actions to mitigate the price risks

inherent in the contract. Specifically, I found that

1. there was a significant lack of clarity in key floor pricing provisions in the

power purchase contract with Arizona Public Service ("APS") that was in

effect from 1995 through 2001 (the "O1d Contract"), which Citizens did

not readily recognize and, when recognized, did not take proper steps to

mitigate reasonably foreseeable price risks and increases, and

2. Citizens continues to fail to address potential overfilling related to bills

from May 2000 to May 2001 under the Old Contract

Based on these findings, I recommend the following

1. a reduction of $7 million in the $87 million underrecovered power costs

2. that Citizens not be allowed to collect $49 million until it has pursued

overfilling issues

3. that Citizens be allowed to collect the remaining $31 million

4. that Citizens be allowed to collect additional underrecovery under the New

Contract, subject to review

5. that such collection be allowed over 6 years with no carrying charges



Lastly, I recommend that the Commission approve an increase in the PPFAC to

reflect higher costs in the New Contract (effective, June 2001) and higher

transmission costs, subject to future review, on the basis of a formula that will

reflect actual incurred costs, as the current formula does.

11. BACKGROUND AND MORE DETAILED SUMMARY

Q-

A.

What is Citizens requesting in this proceeding?

Citizens is requesting several changes to its Purchased Power Fuel Adjustment.

These include:

1. a factor that would collect $87 million of underrecovered fuel costs

(resulting from its Old Contract) plus additional underrecoveries from

June 2001 over 7 years with a can'ying charge of 6%,

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

Contract with APS, and

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

Q- What caused the large undercollection?
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A. The pricing provisions of the Old Contract with APS included floor price

provisions which became the operative pricing provision beginning in 1998 and

caused the contract prices to increase dramatically, particularly in 2000 and 2001.

Beginning in May of 2000, these price increases caused Citizens' bills under the

Old Contract to increase dramatically, such that Citizens' power purchase costs

were greater than the total amount of revenues Citizens was receiving from the

PPFAC, including power costs recovered in base rates. The Old Contract, which

accounts for the $87 million at issue in this proceeding, was in place between

1995 and June 2001. In June 2001, Citizens and APS entered a New Contract,

replacing the Old Contract. This New Contract, while addressing some of the

concerns with the Old Contract, also results in costs above that which care being

recovered within current PPFAC rates. The underrecoveries since June 2001

3
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under the New Contract are not included in the $87 million request in this

proceeding, but will add substantial amounts to the underrecoveries total from

June 2001 to current and into the future.

Q- Please describe the Old Contract.

A. Broadly described, the Old Contract was for all of Citizens' load, other than that

which Citizens might provide from its Valencia units. As I noted earlier, the Old

Contract was in place between 1995 and June 2001. The contract was structured

with nominal, fixed price schedules with provisions for floor and ceiling pricing.

The contract itself is in five (5) parts, four of which are dated 1995:

l. "Power Services Agreement",

2. "Service Schedule A" (caseload),

3. "Service Schedule B" (supplemental capacity),

4. "Service Schedule C" (supplemental peaking energy).

0
The fifth document, dated 1998, is the "Stipulation No. 3 of Charges.

contains the prices negotiated in that year.

99
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Q, What caused the bills under the Old Contract to increase dramatically

beginning in May 2000.
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A. As noted earlier, the price for power purchased under the OldContract increased

as the floor price provisions became operative and escalated significantly in 2000.

In that period, APS's own supplies became short, causing it to require market

purchases to meet its own and Citizens' load requirements. This need to go to the

market coincided with the significant jump in market prices in California and

throughout the West beginning in May of 2000. Citizen's cost increases were

further exacerbated by ambiguities in the Old Contract language pertaining to the

methods for deriving the floor prices.

Q, How is the floor pricing linked to market prices?

4
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The floor (minimum) price in the Old Contract is based upon APS' System

Incremental Cost ("SIC"). Minimum bills under Schedules A, B, and C would be

predicated on the SIC computation

When APS requires purchased power, as it did in 2000, to meet its obligations

the power is purchased in the market and market prices enter into the derivation of

the floor pricing

9 Q How did ambiguities in the Old Contract affect the prices under the

contract?

As I will discuss further on in my testimony [Section V], the core of the problem

here is that the contracts did not provide for an unambiguous way to calculate the

SIC, and thus minimum prices, at any given time. This resulted in a dispute

between Citizens and APS over the application of SIC in the Old Contract

resulting in increased costs to Citizens

17 Q How did Citizens' management of the Old Contract affect the prices under

the contract?

Our review of Citizens actions indicates that it was aware of the ambiguities in the

Old Contract in 1999 and was unable to resolve the central problem with APS. In

addition, in light of the problems with the pricing provisions, Citizens did not take

reasonable steps to mitigate the impact of this problem. This matter will also be

discussed later in my testimony [Section VIII]

25 Q Please describe the foreseeable price increases and the steps that Citizens

might have taken to mitigate their impact (and, hence, the amount of its

undercollection of powercosts)

It is my view that, heading into 2000, it was evident that there was a significant

probability of major Wholesale market price increases during at least the summer

of 2000. If market prices were to spike, the floor (i.e. minimum) prices in the Old

Contract would become critical



2 Q What evidence leads you to conclude that the possibility of price rises were

reasonably foreseeable by Citizens

By the summer of 1999, Citizens was aware that APS' interpretation of the

contract was likely to leave them exposed to market prices in the summer of 2000

In addition, there were numerous signs in late 1999 and early 2000 that prices in

the summer of 2000 were likely to be high, including rising gas prices, low hydro

resources, and increasing load throughout the West. These and other factors are

discussed in more detail in Section VII of my testimony

11 Q What steps could Citizens have taken to mitigate the impact of the

ambiguous pricing provisions and the potential for very high contract prices

to its customers?

The steps - which are not mutually exclusive - that Citizens might have taken

include: a more intensive renegotiation strategy to mitigate the contractual

problems regarding pricing; seeking guidance Horn the ACC, requesting that the

Federal Energy Regulatory Commission ("FERC") assist in the resolution of the

dispute; requesting that APS purchase a hedge on Citizens' behalf; additional use

of the Valencia units; and perhaps other steps which, presumably, might have

included civil litigation

Citizens should have devised a strategy to manage its power contract, given the

signs that prices were likely to rise. The development of the strategy would have

required an assessment of the cost and benefits 0£ at the least, the foregoing

possibilities. In my judgment, die failure to have resolved the contractual issues

and, at the same time, to remain exposed to the spot market and the ambiguous

contract terms when price spikes were foreseeable was not prudent behavior

29 Q, You have just described what steps Citizens could have taken. What steps

did it take?



Citizens devoted all of its efforts to an attempt to renegotiate its contract with

APS. No other steps were taken, although we did lead - on February 6 - that

Citizens did receive some information from its lawyers regarding the viability of

litigation against APS. Given the lateness of the provision of that information

(my testimony was due on February 8), Shave not had a chance either to review it

or to ask any subsequent discovery questions. I am reviewing this information and

will address it in surrebuttal.

Q,

A.

What is the problem with Citizens' strategy?

The core of the problem that Citizens faced was that it was attempting to negotiate

contractual terms with APS at a time when there were indications that higher

prices were probable for summer 2000. It is reasonable to assume, and I think

that Citizens should have so assumed, that APS might well be reluctant to

negotiate terms that could have some significant cost to APS.

Q-

A.

Given the foregoing, what should Citizens have done?

In my judgment, Citizens should have undertaken an assessment of market

conditions during die period .- starting no later than January 2000 - during which

it was negotiating with APS. Had it done so - or if it did, had it acted on the

information - Citizens should have realized that finalizing an agreement with

APS prior to summer 2000 would have been difficult at best.
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In light of this assessment, it should not have relied solely on its renegotiation

strategy. In addition to negotiating with APS, it could have (and should have)

prepared the Valencia units for greater usage and examined the possibility of

acquiring a financial hedge.

I recognize that, if Citizens were to continue negotiation with APS, requesting

APS to purchase a physical hedge on its behalf for summer 2000 might have been

problematical. However, in light of the problems that could - and evidently did -

occur regarding the finalization of a revise contract, Citizens should have given

A.
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some consideration to requesting that APS purchase a physical hedge, even if it

would have jeopardized the negotiations.

Q,

A.

Is it clear that Citizens had assessed market conditions at the time?

No, it is not entirely clear that it did, as its response to Staff Data Request 6.141 is

somewhat ambiguous in this regard. However, it is my opinion that a failure to

examine the prospective market to inform Citizens negotiations and risk

management decision making is not prudent. In addition, the prospect of higher

market prices and a tightening supply situation would clearly affect APS'

willingness to agree to Citizens' view of the way in which its purchases should be

priced. It is particularly problematic if the negotiation is the sole component of

its strategy.

Q,

A.

Did Citizens understand what is meant by hedges or, more generally, risk

mitigation?

Yes. It is clear that at the time of their tiling before the Commission -. September

28, 2000 -. they were understood. Citizens' filing (pages 33-35) requests

Commission approval for it to engage in hedging activities. I would expect that

these principles and concepts would have been known to Citizens in 1999 and

earlier in 2000, as well.

Q-

A.

Does Citizens need Commission approval to engage in such activities?

I do not believe so. However, if Citizens believed that such approval was

required, it could have and should have been requested long before September 28,

2000.

Q-
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All-in-all, was Citizens prudent in its overall approach to the foregoing

matters?

In my view, it was not.

0

1 This and other cited responses to data requests are contained in Attachment S-2.
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111. CITIZENS' PPFAC

APPLICATION

UNDERCOLLECTION AND ORIGINAL

Q~ What was the genesis of this proceeding?

A. Citizens filed an Application on September 28, 2000 to increase and modify its

PPFAC because of a significant increase in its power costs. Citizens had been

served by a contract with Arizona Public Service that provided ahnost all of its

power needs. This contract, here called the Old Contract, has been replaced by a

New Contract (June 2001), which presently provides power to Citizens. The

monthly power bills under the Old Contract increased by as much as 150% from

the summer of 1999 to the summer of 2000. The pertinent details regarding the

Old and New Contracts are described further on in my testimony.

Q, Did the events of concern begin in the summer of 2000?

No. The events related to the situation have occurred over a longer period. Due

to the complexity of this case, Shave attached a timeline as Attachment S-3.

Q- Did Citizens explain how the costs could have increased so dramatically,

given that the Old Contract had served it for since 1995?

A. Yes. In its application, Citizens attributes the problem to a "a variety of factors,

including abnormal weather conditions, increasing demand relative to its available

generating capacity, and the volatility associated with deregulation."

Q,

A.

•
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Did Citizens indicate that it believed that its power bills were correct?

No, it did not. Rather, it indicated that it was in die process of conducting an "in-

depth analysis" to determine whether its charges were appropriate and if APS had

used the least cost resources available to serve it. This in-depth analysis, which

has also been referred to as an audit, was conducted by an outside consultant for

Citizens. Because of the complexity of the contract, the audit examined other

contractual matters and was not limited to a review of the bill computations. For

example, the audit also examined weedier APS might have increased its system

A.

9



incremental cost (a basis for its charges to Citizens) in a manner that might be

contractually inappropriate.

Q- What was the scope of the audit?

A. The audit was to encompass three phases.

9

In Phase I, the audit analyzed the May and June 2000 data. This was completed

by the time of the original Application. The Phase I analysis, according to

Citizens, determined that Citizens' calculations of APS' unit costs did not differ

materially from APS' calculations, and that on two high use days APS was

required to purchase power to meet its load. The Application also stated that

"included in the scope of the review were APS' details of the calculation of the

rate, ceiling, and floor under the contracts." (Application p. 28) The Application

did not describe any findings regarding these calculations.

Phase II of the audit was to examine APS' purchases and sales during the

remaining summer 2000 period. And, finally, Phase III was to address Citizens'

concern with "APS' due diligence in the acquisition of resources", to determine if

APS' strategy "resulted in the lowest reasonable cost to Citizens" (Application p.

28).

Q-
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A.

In your opinion, what was the significance of the Phase I findings?

A simple explanation is that Phase I established that the billed amounts appeared

to be consistent with what was understood to be APS' interpretation of the

contract. The increased contract billings were based on at least two factors, both

of which required computation by APS: (1) how much power it had to purchase to

serve Citizens, and (2) the incremental cost of either its own units or of the power

that APS purchased. The purchases included what are referred to as reliability

purchases. Reliability purchases, which were more expensive than APS' own

units, were made in order to supply load as opposed to economy purchases that

were made because they were less expensive than APS' own units.

10



2 Q- Has Citizens since provided additional material regarding the results of

Phases I. II and III of the audit?

Some additional material has been provided. Citizens informed parties that Phase

HI of the audit was not pursued (Staff Data Request 4.27). 111 response to

discovery requests, reports were provided Hom the earlier phases. On May 23

and June 7, 2001, Citizens submitted a report of approximately 5 pages on the

Phase I audit. This report indicated that it found no specific problem with APS

purchases and sales, but that the data on which the report was based was

incomplete. In the "Observations" section, it noted that the Contract did not

indicate whether the :floor for pricing purposes was intended to be monthly

annual. or otherwise

It also indicated that APS' treatment of its forward purchases was not fair to

Citizens. That is, when APS purchases power in advance at less than die spot

price, Citizens does not get the benefit of that decision; but lg on the other hand

APS had made an advance purchase that timed out to be more expensive tha.n the

spot price, Citizens would be required to pay the cost of that purchase

20 Q Was any other audit information provided?

Yes. In addition to the foregoing, the narrative results of the Phase II audit were

provided on May 2 and May 7, 2001. According to dies report, the intent was to

examine APS' purchases and sales practices. It found that "most all purchases

(apparently refening to the quantity purchased by APS) could be justified. A

review of bill details for May and June indicated "...that APS no longer charged

the highest cost purchase for all quantities, but rather charged the weighted

average cost to serve the CUC load..." ("Phase II Report-Draft," p. 5, submitted

in response to Staff Data Request WPD 3.22)

31 Iv. NEW CONTRACT AND CITIZENS' AMENDED APPLICATION



Q- In the Amended Application filed by Citizens on September 19, 2001, did

Citizens present additional information and requests to the Commission?

A. Yes. Citizens stated that its PPFAC balance as of June 1, 2001 was $87 million.

It further indicated that it had signed a New Contract with APS with fixed pricing,

effective June 1, 2001. Citizens requested: (1) modification of its PPFAC to

reflect the collection of the $87 million balance, the amount that the New Contract

cost exceeded Ute amount in the current PPFAC factor, (2) a small increase in

transmission costs, and (3) a mechanism that would, in the future, reconcile power

costs and revenues, including additional underrecoveries from June 2001. In

addition, Citizens requested that it be allowed to collect the PPFAC bank over

seven years, with a carrying cost of 6%.

Q- In the Amended Application and in its Testimony, did Citizens request

collection of the entire amount of its undercollected PPFAC bank balance?
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A. Yes.

v. OLD CONTRACT AND THE DISPUTE WITH APS19

20

21 Q- Please describe the Old Contract between Citizens and APS.

A. As I indicated earlier, the Old Contract is the contract under which Citizens was

served from 1995 until June 2001 and which gave rise to the $87 million

undercollected power costs. The Old Contract was actually 5 separate documents,

the first four of which were dated 1995: the "Power Service Agreement", "Service

Schedule A" (caseload), "Service Schedule B" (supplemental capacity), "Service

Schedule C" -. (supplemental peaking energy), all dated 1995, and "Stipulation

No.3 of Charges...." The 5th document contained the nominal .or fixed rates

negotiated in 1998. Schedules B and C could be cancelled by the end of 2003

(with notice in 2001), but cancellation of Schedule A required a 7 year notice,
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which could be given no earlier than June 1, 2004.
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The contract is a complicated one. Charges are calculated in three different ways.

In only one of those ways, "nominal pricing", is the bill determined basically by

multiplying nominal (fixed) prices by demand and by energy. The other methods

are based on ceiling and minimum charges. If the minimum charge is greater than

the nominal but less than the ceiling, the minimum is the amount billed for that

month. The ceiling charge was limited to the Palo Verde spot price in the FERC

Order on Market Based pricing.
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There are several terms found in the Exhibits attached to the three Service

Schedules, regarding "Determination of Ceiling and Minimum Rates

applicable..." In Section I of this pricing appendix, the Energy Charge is defined

as "no less than 100% of APS' SIC, plus up to 10% of SIC." This is further

modified so that if the System Incremental Cost ("SIC") is based on purchased

power, the additional charge can be no more than one dollar per MWH. Section

II states that the "minimum charge for service under Service Schedule [A, B or C]

shall be the SIC." Section III of the same Service Schedule Exhibit states that

"Citizens shall also be responsible for purchased power costs, and for any other

costs incurred by APS in fulfilling its obligations for power and energy under this

Service Schedule A which othewvise would not have been incurred."
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The Contract specified that minimum bills under Schedules A, B, and C would be

based on APS' SIC. The specific definition of the APS SIC, found in the Power

Service Agreement Contract No. 48166, is "The higher of either the incremental

fuel cost of the station or unit from which energy is obtained, estimated over the

applicable range of output as dispatched; or the cost of any purchased power

occurring simultaneously with sales under this Service Agreement which were

made for economic purposes and would not otherwise be needed to effect

transactions under this Service Agreement,..." There are subsequent terms which

address transmission, taxes, and other small items which are not in dispute.

Q- Do you have any concerns regarding the foregoing matters?
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A. Yes, I do. The lack of precision created the possibility for Citizens to be billed

under different methodologies, which could cause increases in costs to Citizens.

The framework of the contract did not provide Citizens with protections against

price increases, disputes about pricing, or even behavior by APS that might be

harmful to Citizens. A number of contract terms that would have provided

protection to Citizens do not exist. For instance, there is no statement of APS'

obligation to provide least cost service, or to minimize cost, or otherwise protect

Citizens from APS pursuing its own interests in ways that are harmful to Citizens.

The contract does not provide Citizens the ability to request all backup

information necessary to audit the contract. APS billing information does not

provide enough data to determine how the minimum bills were created, Citizens

can only obtain this information through data requests. (Staff Data Request 5.41;

Staff Data Request 5.42)

Specifically, a number of the definitions are very imprecise. For instance, the

contract language does not contain a specific formula for the SIC; nor does the

contract language appear to result in a definitive formula for the measurement of

the SIC. An hourly SIC could have been any of the following: (1) the highest cost

in an hour; (2) the average of all incremental unit costs or purchases; (3) the

average of purchases needed to supply Citizens excluding APS market trading; or

(4) the planned purchases made to supply Citizens load. The SIC definition

appears in the main contract document and it is not specified whether incremental

costs would be computed for all of Citizens load or separately for the 3 schedules.

Q-

A.

Did Citizens indicate that it had any disagreement with its power bills?

Yes. Citizens interpreted the contract term "System Incremental Cost" in a

different manner than did APS. This dispute between the two parties was not a

result of audit findings, but was the result, simply, of their different interpretations

of the contract.
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Q- When did Citizens become aware of the difference between it and APS over

this definition?
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A. In May 1999, APS sent Citizens revised bills for January through November of

1998. In the summer of 1999, on die basis of an analysis these bills, Citizens

determined that APS was interpreting the SIC definition in a manner which was

different from its own definition. (Response to Staff Data Request 8.02, 8.05)

This dispute over interpretation of the contract was still unresolved by May 2000,

and APS continued to bill on the basis of its interpretation. There was an

agreement to settle the financial dispute over the bills from 1998 through April of

2000, and Citizens was refunded approximately $1.5 million of the disputed

amount of $4.5 million. (Response to StaffData Request 7.11) The financial

agreement was contained in a so-called Memorandum of Understanding ("MOU"-

to be discussed later in my testimony) which also included other matters.

Q, During the course of interactions between the parties regarding the 1999

billings, did APS make any changes to its methodology?

A. Yes. In response to Citizens complaints, APS itself redefined its SIC. According

to the response to Staff Data Request 8.05, APS had defined the SIC by the most

expensive unit dispatched or most expensive purchase, even if that purchase was

less than Citizens entire load. Following Citizens' complaint, APS agreed to

compute weighted average prices for Citizens' load, as opposed to the most

expensive unit or purchase, although it still included reliability purchases which

Citizens believed to be inappropriately included.
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Q, Did the MOU addressing the financial agreement over the 1999 billing

resolve the SIC disagreement by the summer of 2000?

No. The financial agreement does not mention any resolution of the dispute on

principle; nor does it indicate that the financial settlement could serve as

precedent for future disputes about the same issue. It is even possible that APS

agreed to a reduction in its 1999 bills because it had subsequently redefined its

SIC. Citizens admits that at the beginning of 2000 it knew that APS continued

to interpret the SIC provision in a different manner from Citizens' interpretation.

A.
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Q-

A.

Please describe in detail the basis for this dispute.

As noted earlier, the definition of APS' System Incremental Cost referred to

purchased power as: " . . . t h e  co s t  o f  any  purchased  power  occur r ing

simultaneously with sales under this Service Agreement which were made for

economic purposes and would not otherwise be needed to effect transactions

under this Service Agreement...." According to Citizens, the SIC term should be

interpreted so as to include only power purchases which were made for economic

reasons: that is, purchases at lower cost that replaced production by a higher cost

APS unit (Staff Data Request 4.1). APS, however, interpreted its SIC as

including any purchases that were made in order to meet Citizens' load. As

mentioned to earlier, Citizens refers to these as reliability purchases. It appears

that Citizens is relying on the SIC definition in the contract and APS is relying on

Section III of the Service Schedule Exhibits.

Q- Was this difference in interpretation important?

A. Yes. Under Citizens' interpretation, the SIC could not be higher than the running

cost of APS' most expensive unit. The cost of purchased power would enter into

the computation only if it were less expensive than APS' most expensive unit.

Under APS' interpretation, however, the SIC would reflect the most expensive

power purchased by APS in an hour.

Q-

A.

Did the Amended Application or the testimony mention any other

disagreements over power bills?

No. The Company stated that its audit "failed to identify any significant practices

that would have resulted in excessive costs for AED [Arizona Electric Division]."

(p.3) I should also note that in response to Staff Data Request LS 5.05, the

Company noted that the audit did not address contract interpretation.
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Q- Is there other evidence on the record that the audit uncovered additional

bases for questioning the power bills?
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Yes. The audit indicated several other potential problems with the billing. Notes

from the audit consultant indicate, in addition to the difference of interpretation of

the SIC, that other problems were: (1) "Sales to third parties not assessed highest

cost", (2) the SIC Floor should be one year or life of contract, (3) the "Hourly PV

ceiling should be invoked", and (4) "Prudency of not hedging," and how APS

treated purchases made in advance (i.e., forward purchases)

I should also add that APS's own redefinition of its SIC would seem to indicate a

lack of clarity. Major bill revisions in July of 2000 indicated that APS had

changed its own interpretation of the contract again

13 VI. CAUSES OF THE UNDERCOLLECTION

15 Q What were the basic causes of the increase in Citizens' average power costs

during the summer of 2000?

The basic cause is the fact that the Old Contract left Citizens exposed to market

prices when APS needed to purchase power to meet load. Thus exposed, dire

were two major causes for the high costs: high loads which caused APS to

become reliant on market purchases and high market prices for those purchases

These two factors are obviously interrelated; high loads cause utilities to use more

expensive units and, in some circumstances may result in shortage conditions

both of which raise market prices. According to Citizens, the floor pricing

provision of the Old Contract was invoked because APS purchased a large

amount of expensive power. APS had to purchase power to meet Citizens' load

in addition to its own, and the price at which power was purchased was much

higher than the base amounts under the contract. Put another way, if APS had

purchased a large amount of power, albeit at a cost similar to APS' nominal

pricing, there would not have been much impact on Citizens

31 Q- Why did APS have to purchase power to meet load?



A.

b.

There were a few reasons :

a. APS had not built  capacity and was short even in the relatively

cool summer of 1999;

APS' load in summer  2000 was higher  due to hot  weather  and

normal growth;

Citizens' load in summer 2000 was higher due to hot weather and

normal growth.

c.

Q- Did the APS contract contribute to Citizens' problems?

A. Yes ,  a l t hou gh t he cont r a c t  ha d fu nc t ioned in  a ccor da nce wi t h  C i t izens

expectations until at  least some time in 1998, the ambiguities in the contract

regarding minimum bills and SICs created uncertainty for Citizens. This became

quite important as higher purchases and higher prices made the minimum billings

applicable. For instance, APS rebelled Citizens for its May and June 2000 load

based on a reinterpretation of contract terms. Its new bills increased Citizens'

cost for these two months alone by $4.4 million. The letter  accompanying the

revisions described four changes. This was provided in response to RUCO Data

Request 1.4.

VII. CITIZENS SHOULD HAVE BEEN AWARE, PRIOR TO THE JULY 2000

BILLINGS, THAT IT COULD HAVE A PROBLEM WITH BILLS IN THE

SUMMER OF 2000

Q, Should Citizens have been aware, before the summer of 2000, that its

summer power costs could be higher than normal?
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A. Yes, it should have been aware that its summer power costs could be higher than

normal. Since its  power  bills  depended on a  number  of elements that  were

outside of its control and not perfectly predictable, Citizens could not have known

for certain that its power costs would be significantly higher than normal, which

proved to be the case. However, it should have expected that its bills would be

18



higher than the previous year and, by early spring of 2000, it should have known

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

than historic costs. In any event , once Cit izens learned that  APS's SIC

implementation tied to market purchases, they should have realized they were

substantially exposed to market price risk that was outside of its control and not

perfectly predictable.

Q- Was Citizens aware ahead of time that APS would need to purchase power to

meet load in the summer of 2000?

Yes. The billing dispute that began in the summer of 1999 was triggered because

APS purchased power to meet Citizens' load for some months in 1998. There

were a number of months in 1999 when APS had to purchase power to meet

Citizens load, and charged a minimum bill based on the disputed SIC. In

response to a discovery response about its expectations for the summer of 2000,

Staff Data Request 7.13, Citizens indicated that it "...was aware that APS/PWEC

did not have adequate system generation to meet its native load plus Citizens

load."

Q- What was the trend in market prices during late 1999 and early 2000?

A. As Twill describe below, several key drivers of electricity market prices appeared

worse in late 1999 and early 2000 than in previous years. As a result, forward

market prices for energy deliveries in summer 2000 were increasing, and were

significantly above historical levels.

Q. What kind of information on the electricity market is available to a small
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A.

company such as Citizens?

Citizens personnel regularly viewed market prices and read industry

publications, according to the response to Staff Data Request 5.36. There are a

number of publications available that provide valuable market intelligence.

Power Markets Week, for example, is a weekly publication that provides

information on prices and other market price drivers. The Western Systems

A.
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Coordinating Council ("WSCC") releases a number of public reports on loads,

generation, and other factors specific to the western market. Specific public

sources for information about supply/demand conditions in the western market

include:

•

•

•

WSCC's report entitled "Existing Generation and Significant

Additions and Changes to System Facilities, 1999 - 2008" (issued

April 1999); .

The California Energy Commission Staff' s report entitled "High

Temperatures & Electricity Demand, An Assessment of Supply

Adequacy in California" (issued July 1999);

WSCC's report entitled "Summary of Estimated Loads and

Resources" (issued October 1999).

Citizens could have accessed all of these information sources with relative ease.

Citizens could also have availed itself of additional market intelligence,

proprietary analyses, and trading expertise by retaining consultants.

Q- What information would be the basis for expecting that power costs might be

higher than the previous year?

A. The most basic information would be supply and demand conditions in the

market. If an examination of the growth in supply and demand revealed that

demand was growing faster than supply, one would expect that higher prices were

likely. The forward market, which prices future contracts, provides a measure of

what other market participants expect nature prices to be. Conditions in fuel

markets and in hydro supplies also would provide clues. Rising fuel prices would

suggest higher electric prices; lower hydro supplies would suggest the same.
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Q- What was the demand growth situation for Arizona and the region?

WSCC had been experiencing steady electricity demand growth, which was

forecast to continue. For the period 1995 to 1998, energy consumption in WSCC

grew at an average annual rate of 2.5% and peak demand grew at an average rate

A.
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of about 4.0%. Energy consumption for WSCC for the period 1999 through 2005

was forecasts to grow at an average annual rate of about 1.6% with peak demand

growing at about 1.7% average annual rate. The forecast of energy consumption

and peak demand for the desert southwest showed even more robust growth.

Energy consumption was forecast to grow by about 2.7% and peak demand by

about 2.9% annually, over the 1999 to 2005 period.

Q, Had generating capacity additions in Arizona and neighboring states kept

pace with demand?

A. No. For the region encompassing California, Arizona, and New Mexico,

generation increased by only 210 MW from January 1997 to January 1999

(WSCC Existing Generation and Significant Additions-Changes to System

Facilities, January 1, 1999). This is out of a total generation base of over 75,000

MW, or an increase of less than one percent. Furthermore, available generation

actually declined in the Arizona .- New Mexico sub region from January 1998 to

January 1999. This information was readily available from the WSCC.

Q,

A.

What was the forecast for generation additions for Arizona / New Mexico in

2000?

The WSCC, in 1999, forecast generation additions in 2000 for the Arizona, New

Mexico region of 7 megawatts, out of a total installed capacity of around 19,000

MW. For the combined region of California, Arizona, and New Mexico total

generation additions of 824 MW, or 1% of the total generation base, were forecast

to come online in 2000. Given the long construction time for new generating

units, the likelihood of large unanticipated amounts of new capacity entering the

market quickly tends to be small.

Q- What was the supply and demand situation for the region in recent years?
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A. The West in general and Arizona more specifically faced a situation where

demand was beginning to outstrip supply. Attachment S-4 presents the WSCC's

2 "Summary of Estimated Loads and Resources," (WSCC Technical Star May 2000)
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summary (published in October 1999) of actual loads and resources during 1998.

Page 1 of the exhibit summarizes the Arizona-New Mexico-Nevada area, page 2

presents the same information for the California - Mexicoarea.

The WSCC documents show that in Summer 1998, the actual margin of reserves

over firm load for Arizona/ New Mexico dropped to 5.1% (1,033 MW) in August.

For four summer months the reserve margin was at or below 10.4%. Actual

reserve margins in the California-Mexico area dropped to 7.7 and 8.2 percent in

August and September 1998, respectively.

Q- Did these capacity margins in 1998 reflect an unusually unfavorable

combination of circumstances?

A. No. If anything, the 1998 results reflected a combination of favorable outcomes

with respect to generator outages and electricity demand.
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Attachment S-4 shows that total unavailable capability in the Arizona-New

Mexico-Nevada area was between 196 and 424 MW dining the four summer

months of 1998. Unavailable capability in the California-Mexico area was less

than 650 MW, out of more than 54,000 MW of installed capacity. Attachment S-

5 shows historical unavailable generation for these areas during peak demand

conditions, as reported by the California Energy Commission in a July 1999

report.3 This exhibit shows that actual average outages experienced in each area

from 1988 to 1997 were much higher than the actual 1998 results, and that actual

outages in some years were thousands of MW higher. All else equal, more

normal outage patterns would produce significantly lower reserve margins and a

tighter energy market.

With respect to electricity demand, it is well mown that air conditioning is an

important end use and that high temperatures can drive up demand substantially.

3 "High Temperatures & Electricity Demand, An Assessment of Supply Adequacy in
California" (CEC Staff, July 1999).
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Attachment S-6, taken directly from National Climatic Data Centers, illustrates

average summer temperatures from 1990 through 2001, and ranks them over that

period and over all years since 1895. Pages 1 and 2 of the exhibit present this

information for Arizona and California, respectively, with higher rank values

representing higher temperatures. The low rankings for the past few summers

(i.e., 1998 and 1999) indicate that average temperatures in each area were

moderately cool from an historical perspective. While average temperature is not

a perfect indicator of air conditioning load, it is clear that temperatures and

electricity demand could easily tum out higher than they had in 1998 and 1999.

Q- Looking forward to 2000 from 1999, what was the supply/demand outlook?

A. Attachment S-7 (2 pages) presents the WSCC's summary of monthly supply and

demand in the Arizona-New Mexico-Nevada area for 1999 and 2000. The

document shows nominal summer reserve margins (the bottom row of numbers)

of 13.4 to 18.8 percent in 1999, and 17.7 to 21.0 percent in 2000. The key points

about it are:

•

•

•

•
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•

Summer peak demand (including interruptible) was projected at

21,070 MW, an increase of 641 MW from actual 1998;

Total generating capacity in the region was projected at 19,317 MW,

an increase of 485 MW from 1998;

Total generator availability was assumed to be essentially zero;

compared to typical historical outages of over 1,000 MW,

Finn/joint imports were projected at about 3,700 MW, an increase of

about 1,300 MW Hom 1998;

111 addition to the increase in firm imports, the category "Planned

Purchases and Sales" was assumed at over 3,000 MW (amounting to

over 14 percent of the regional peak demand) during July and August

2000. This category represents assumed purchases that had not yet

been contracted. The WSCC presentation was showing that the

Arizona-New Mexico-Nevada area would be relying on a large

4 Website of the National Oceanic & Atmospheric Administration:http://www.NOAA.lzov/climate.htm1
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increase in purchases from neighboring regions which were

themselves experiencing declining reserves and were exposed to

weather and generator outage risks.

The WSCC document showed more than adequate capacity reserves for Summer

2000, due primarily to its optimistic assumptions regarding generator

unavailability and purchases from outside the area. As shown in Attachment S-8,

the CEC confirmed in a 1999 reports that from 1988 through 1997, actual reserves

in the WSCC have consistently turned out much lower than indicated by WSCC

projections.

The WSCC summary does, however, show the sensitivity of the supply/demand

outlook to alternative outcomes. For example, Attachment S-9 assumes a typical

historical outage level of 1,100 MW (with no other adjustments) and obtains

reserve margins of 8 to 13 percent for Summer 1999. It was apparent that if

demand or generator outages turned out significantly higher than normal, or if

import purchases did not materialize as assumed, reserve margins for the area

could easily fall below five percent.

Q, What does the supply/demand situation mean for potential price levels?
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A. This situation indicated a tightening supply situation. As had been experienced in

the summers of 1998 and 1999, which received extensive press coverage, tight

supply can lead to very large market price increases. Prices increase for two

related reasons: because higher cost units are utilized, and, as demand approaches

the level of available supply, because of tight supplies (or, in the extreme,

shortages). The combination can lead to prices that are greatly in excess of the

variable production cost of the most expensive unit being utilized (sometimes

called the marginal unit).

5 "High Temperatures & Electricity Demand, An Assessment of Supply Adequacy in
California" (CEC Staff; July 1999)
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Prior to Summer 2000, spot market prices in most eastern electricity markets had

already exhibited large spikes during tight supply conditions. For example,

Attachment S-l0 illustrates that spot market energy prices in the PJM

Interconnection jumped to a monthly average of about $162/MWh in July 1999,

despite never having averaged more than $51/MWh in any month since the

market's inception. Energy price spikes in PJM were limited to some extent by a

$1,000/MWh energy price cap, other easter markets had shown even greater

price spikes. During several days in June and July 1998, prices for on-peak

energy trades at the Cinergy hub exceeded $1,500/MWh. Due largely to the

effects of such high-price days, average daily prices at Cinergy for these months

averaged about $263/MWh and $149/lVIWh, respectively. These prices compare

to typical monthly on-peak average prices of $20 to $40/MWh. While the

specific circumstances in these markets differed in some respects, the point here is

that well before 2000, eastern U.S. electricity markets had shown that tight supply

conditions can translate to very large price increases.

Q- What other observable factors could affect the supply / demand situation?
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Weather and the availability of hydroelectric generation also influence the

supply / demand balance. Weather is probably the biggest influence on electricity

A California Energy Commission study showed that on the peak

electricity demand day in California, an increase in the temperature of Eve

degrees translates to an increase in peak demand for California of 8.5%. The

study also showed that with temperatures that occur in one out of every 5 years,

Arizona would have only a 1% reserve margin, and with temperatures that occur

in one out of every 40 years, the reserve margin would tum negative. This

suggests that if summer weather has been lower than normal, demand will go up

as temperatures climb to or above normal.

demand.

Q- What is the role of hydroelectric generation in the western market?

6 Ibid.

A.
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A. Both California and the Pacific Northwest are heavily dependent on hydroelectric

generation, which can vary significantly from year to year. In years where hydro

production is reduced due to limited water, the Pacific Northwest has less energy

to export  and California must  look elsewhere to replace the diminished

hydroelectric generation. In years of low hydro production in the Pacific

Northwest and, especially, California, added demand is placed on electricity

generated in Arizona. Furthermore, hydroelectric generation operating costs are

very low, so when it is not available the power is replaced from thermal units

which are more expensive on an operating cost basis, sometimes by a significant

degree.

Q, What was known in the spring of 2000 about potential hydro production in

the upcoming summer?
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A. The Northwest River Forecast Center, a department within the National Oceanic

and Atmospheric Administration, releases periodic forecasts of the water

available for hydro production. As early as the middle of February, the Northwest

River Forecast Center was waring of below normal water flows, and therefore

hydro production, for the summer. This forecast  was reported in the

February 21, 2000 issue of Power Markets Week.19

20

2 1 Q- What other factors are indicators of the direction of electric prices?

A. Fuel  pr ices are  a major  component  of e lectr ic  pr ices,  so that  as fue l  pr ices

increase, electric prices can also be expected to increase. This is particularly true

of the price of natural gas, since this fuel is used to produce output on the margin

(and therefore affect market clearing prices) much of the time, and particularly

during summer peak hours. For example, for a gas-fired unit with a heatrate of

10,000 BTU/kwh, a gas price increase of $1.00/mmBTU would translate to an

increase of $10/MWh.

Q-
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A.

What could be observed regarding gas prices?

Attachment S-11 illustrates daily spot gas prices at Henry Hub (Louisiana) 8'om

January 1998 through April 2000. The exhibit shows dirt natural gas prices
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drifted significantly upward during late 1999 and early 2000. For example, prices

from September 1999 through April 2000 averaged over $2.50/mmBTU,

compared to prices under $2.00/mmBTU during late 1998 and early 1999. By

March, prices had increased by about $1/1mnBTU compared to early 1999 values.

Attachment S-12 illustrates monthly average spot gas prices in the first three

months of 1998 through 2000.

Q,

A.

Were there any explicit warnings in the trade press indicating the possibility

for high market prices in summer of 2000?

Yes. For instance, ICE/Kaiser Consulting Group, in announcing the publication

of its 1999 Bulk Power Outlook, warned that surplus hydro conditions in the past

few years had masked the tightening supply / demand balance in the west. The

announcement went on to reports :

• "The West stands at least a one-in-three chance of experiencing

price spikes similar to those seen in the Midwest during the summer

of 1998."

•

"Price spikes were more likely to occur in summer of 2000 than

summer 1999 due to expected favorable hydro and weather

conditions in I999."

"Despite above average hydro supplies, western market prices had

been increasing."

In the event of above-normal summer temperatures, supplies could

be very tight. "Pre-conditions are there for a very precarious

situation..."

Q-
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A.

How did forward prices in the Southwest behave prior to summer 2000?

Forward prices represent prices at which buyers and sellers agree to exchange

power during a future delivery period. Forward prices for deliveries in the

summer months of 2000 showed a noticeable increase over previous years. The

average price of a third quarter 2000 forward contract at Palo Verde, an active

7 As reported in Power Markets Week June 7, 1999.
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trading hub, was $63.46/MWh8. This compares to an average life-of-contract

price of $51.00/MWh for third quarter 1999 contracts and $40.22/MWh for third

quarter 1998 contracts. Summer 2000 forwards were also significantly above

actual 1999 spot prices.

For deliveries in the four summer months June through September 2000, the

monthly average of forward prices Hom July 1999 through April 2000 were at

$40.08, $56.43, $72.33, and $58.62, respectively. Spot prices in the summer of

1999 for on peak power for June through September were $32.68, $41.49, $42.71,

and $33.40, respectively. Attachment S-13 shows the monthly averages for these

forward prices and historical spot prices. Attachment S-14 shows that from

December 1999 through April 2000, forward prices for Summer 2000 deliveries

at Palo Verde gradually increased from about $55/MWh to $70/MWI1.

The forward and spot price data show dirt market expectations over the 9 months

preceding May of 2000 were that prices in the summer of 2000 would be at least

20% higher (and over 70% higher in some months) than the actual monthly

average spot price for the same month in the summer of 1999. It appears that

market participants saw the potential for significant spot price increases, likely

based on the supply/demand and fuel price considerations that are discussed in the

past several pages.

Q-
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A.

Do forward prices indicate the maximum prices that may occur in the future

period?

No, forwards represent fixed prices at which willing sellers and buyers commit at

a particular time for deliveries in some future period. Forward prices for a given

delivery period thus represent the middle range of expectations about future spot

prices for that period. Hotter weather than expected, higher fuel prices, the

s The average price was calculated based on transactions from July 1999 through April 2000. Reported
in Power Markets Week.
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failure of large generating units or transmission lines could all cause prices to

climb much higher

4 Q What does Citizens say about its expectations for power prices in 2000?

Citizens stated that it "...did understand that a possibility existed of being billed

subject to the ceiling or billing provisions of the contract prior to May 2000

(Response to Staff Data Request 5.17) In response to Staff Data Request 6.14

Citizens stated that it "...did not have information that led it to believe that

wholesale electricity prices would increase as dramatically as experienced in the

summer of 2000." In other words, it was aware that its bills might be determined

by market prices (the incremental cost of APS's purchased power) and that there

was potential for higher prices, but it did not anticipate die actual magnitude of

extreme market prices that actually resulted

In the same data response, Citizens stated that "the contract definition of SIC

effectively shielded the Company and its customers from high wholesale prices

This was in spite of the fact that Citizens argued with APS from the summer of

1999 about this definition, and its position had not prevailed by the summer of

21 Q- Knowing that its bills might depend on the System Incremental Cost, did

Citizens project what SICs might be in the summer of 2000?

No. Although Citizens was aware that it might have a problem, it has not

indicated that it made any attempt to estimate the magnitude of the potential

problem. In response to Staff Data Request 5.19, it stated that it "did not prepare

estimates of SIC pricing prior to May 2000

28 Q- Even if Citizens could not know how high summer of 2000 spot market prices

would turn out, should it still have been concerned?

Yes. A much lower price increase than actually occurred would still have created

significant problems with summer bills. Citizens' costs for Schedule A in the



summer of 1999 were still based on nominal pricing, at about 3.7 cents per kph.

If Schedule A had been based on market prices, the Company's entire load would

have been impacted by the market. For example, forward prices in April of 2000

for the third quarter of 2000 were 2.5 cents per kph higher than actual spot prices

in the third quarter of 1999. This would have increased their power costs by about

$9 million.

relatively low.

provision of the Old Contract in a low load year. It should have known that there

was significant load growth in Arizona, and that APS had not built any new

generation. These conditions all suggested that APS would need to purchase to

supply Citizens. As long as market prices were higher than the fixed prices in the

contract, much of the summer bills would have been based on the minimum bill

Citizens was clearly aware that APS believed it could charge Citizens its market

prices. It should have been aware that load in the summer of 1999 in Arizona and

the Southwest region was lower than normal, since summer temperatures had been

Citizens knew that it had been subject to the minimum bills

calculation, even in normal market conditions.

Q-

•
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Would there have been a symmetric expectation that the SIC could be much

lower than historic values?

There should not have been. Citizens itself argues that prices could increase more

than they could decrease, in defending its negotiation of the fixed price contract.

It notes, in response to RUCO Data Request 4.5, that potential price variation is

asymmetrical. Prices couldn't fall below the marginal cost of production.

However price increases could be much greater. Not only could the marginal cost

of production increase significantly, but prices could increase well above the

marginal cost of production due to shortages of supply. Further, as discussed

above, WSCC had not, in recent years, experienced a combination of relatively

high loads, poor availabilities and low hydro.
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am. WHAT CUC SHOULD HAVE DONE PRIOR TO THE SUMMER OF 2000

THAT MIGHT HAVE REDUCED ITS FUTURE BILLS

Q- Could Citizens have taken any actions prior to the summer of 2000 that

might have prevented or minimized the problems that arose during the

summer?

A. Yes. It could have: (1) attempted to renegotiate its contract as soon as it became

aware of how APS was interpreting the SIC; (2) made a greater effort to settle the

SIC missile, (3) sought to hedge market prices for the summer; and (4) taken actions

to get more value from its Valencia units.

Q, What might contract negotiation have accomplished?

A.

C

The consummation of any contract takes two willing parties But, ideally, the

contract would have contained some obligation for APS to minimize costs, clearer

definitions, a guarantee of Citizens' ability to audit all bills, and definitions of all

minimum bills and other pricing provisions so that there was full knowledge of

the basis for prices. The lack of clear definitions and protection to Citizens were

particularly important as APS began to depend more on purchases, which Citizens

was aware increased the impact of the SIC definition.

One cannot be certain that Citizens and APS would have consummated a mutually

satisfactory contract along the foregoing lines. On the other hand, however, one

can be confident that the chances of success would have been improved had there

been a more timely and more extensive effort to do so.

Q.
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A.

How might Citizens have attempted to resolve the SIC issues, outside of

negotiation with APS?

Citizens could have gone to FERC to clarify the SIC dispute. As of April 17,

2000, it was clear that APS still interpreted the SIC as including all purchases

(LS5.16). If Citizens believed this was a misinterpretation of the contract, it

should have clarified this issue.
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1

Another disputed issue involved APS including forward power purchases in its

computation of the SIC. Once Citizens' consultants identified this as a problem

the Phase I Audit Report, Section D, this could also have been pursued at FERC.

Q-

A.

How and why could Citizens have hedged its potential price volatility?

In the :first months of 2000, signs were increasing that indicated prices could be

very high in the summer. Citizens knew that the SIC issue was not resolved, so

that it might be subject to market prices. Given this situation, it could have

requested APS to purchase forward power for them. A forward purchase or other

type of future commitment is not a guarantee of lower prices, but is a means to

reduce risk. For instance, in a situation in which one believed there was an equal

probability that prices could double and that they could fall by 10%, it would be

worth paying something (of course, weighing the costs and benefits) for an

"insurance policy" that limited the potential price increase. Citizens might have

had to pay some premium to APS, but with such an agreement, there is no

obvious reason why APS would not have been willing to make a forward

commitment for Citizens. At the least, an analysis of the situation by Citizens

and a subsequent request to APS to implement its post-analysis strategy would

have been prudent.
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Q- What would the savings have been from a reasonable hedge?

We have estimated that if APS had purchased a reasonable block of peak period

forward power for Citizens in January, February, March or April, this would have

reduced summer bil ls by $10 mill ion. Specifically, if APS had purchased a block

of flat power of 100 MW for Citizens for die stunner peak period, which is well

below the Citizens minimum load, at average forward prices, and Citizens had in

addition paid a premium or adder of two mills per kph to APS, this power could

have replaced much more expens ive power.  Attachment S-15  i l lu s tra tes  the

potentia l  cost savings for the Ju ly .- September period, i f  the hedge had been

purchased in January, February, March or April.

A .

32



Q- Were there other options that could have been pursued?

Yes. Citizens could have sought a financial hedge for part of load. For instance,

it could have looked for a product that would have fixed the price for most of its

base load, at least for the summer period.

Q- How could greater use of the Valencia units have reduced the undercollection

problem?

A. The Valencia units are three small peaking units. They could use either oil or gas

as fuel, so that, to some extent, they could switch to the lower cost fuel. Although

these Mts had fairly expensive running costs (about $0.13/kWh) (Response to

RUCO Data Request 4.l6), the cost could often have been less than peak period

market prices. If the units were operated at 30-40 MWs during the most

expensive portion of the day, that would have meant much less power purchased

at peak prices.

The units' primary purpose was to serve as backup in case of an interruption on

the single transmission line serving the Nogales area. If the single transmission

line to the Nogales area is incapacitated by a lightning strike, the Valencia units

are necessary to restore power to the Nogales area. This requires that when

storms are predicted the units are brought up to 100% of capacity but are not

connected to load.

When the Lmits are not needed because of a storm intemlption, the units could be

operated for economic reasons.
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Citizens was concerned that more frequent running could have reduced the units

reliability when they were needed for backup. However, it was possible to make

investments that would increase the ability to run the Valencia Lmits when they

cost less than the cost of purchased power.

A.
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Q-

A.

Why do you believe the units have been used to reduce Citizens' power costs

even before these investments were made?

Citizens had a permit to run the units for 1000 hours. Some of these hours could

have been used to run the units for hours when it expected that market prices

would be higher than 13 cents per kph, and in months when Citizens anticipated

that it would be charged on the basis of SIC pricing.

Q-

A.

Citizens has made expenditures on the units since the fall of 2000. Please

comment on these investments.

According to the response to Staff Data Request 8.37, Citizens began malting

improvements to the Valencia units in the fall of 2000. If these expenditures

were necessary to run the units for more hours, they have proven economic. In

May and June of 2001, the units were operated for economic reasons, reducing

power costs by $900,000 in May alone. The Company spent $784,000 in capital

costs or in operating and maintenance costs that would be capitalized, and

$241,000 in additional labor costs on the Valencia units. Except for the

expenditure associated with emissions testing that may allow the units to be run

for more hours, these expenditures might well be considered routine reliability

expenditures. I note that in the New Contract Citizens has given up the right to

operate the units for economics, so future benefits will accrue to APS.
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Q, Do we know whether Citizens could have made these investments prior to the

summer of 2000?

A. This would depend on the start date, but the record does not make this clear.

Evidently Citizens did make these investments in about six months. Possibly they

could have been completed in less time than was actually utilized. If it did require

six months to complete the work, and they began the effort in January of 2000

these improvements would have been made by July 2000 and have had substantial

impact on the Summer 2000 costs. If some of these expenditures were necessary

to run the units for additional hours, which is not clear, they would have been a



reasonable hedge against the substantial market exposure Citizens had in its Old

Contract.

Q- Have you estimated the dollar savings that could have resulted from running

the Valencia units?

A. Yes. I estimated, based on a detailed look at four days in June, that the Valencia

units could have saved about $140,000 per day. This assumed that they were run

for 13 peak hours a day, at the same output level that they actually produced on a

typical day in May2001. Their emissions limitation should have allowed them to

be operated for at 30-40 days. This suggests that the total savings from running

the Valencia units could have been $4 to $5 million. Even if this required some

investment, it appears that additional use of the units during expensive hours

could have saved customers about $4 million.

Q- Could Citizens have reduced its bills by resolving, in its favor, the dispute

over whether reliability purchases belong in the SIC?

Yes. However, Citizens did pursue this issue with APS to no avail. It appears

unlikely that if they had brought the issue to FERC in the spring of 2000, as it

became evident they could not reach agreement with APS; they would have

received an order by the summer of 2000. However, Citizens might have

achieved a refund by pursuing the issue.

IX. ACTIONS CITIZENS SHOULD HAVE TAKEN DURING AND AFTER

THE SUMMER OF 2000 TO REDUCE FUTURE BILLS
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Q. Do you believe there were any actions that Citizens could or should have

taken during and after the summer of 2000 that might have reduced future

costs?

Yes. Citizens could have asked FERC to clarify the definition of the SIC. A

ruling in favor of Citizens' interpretation of the SIC would have resulted in APS
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refunding significant amounts to Citizens and changing its billing methodology so

that future bills would have been lower. There are other issues raised by Citizens'

audit consultant that it could have raised in front of FERC that could have resulted

in a reduction to its bills.

Q,

A.

Specifically, what other issues could have been raised by Citizens?

Citizens also could request FERC action regarding APS' treatment of forward

contracts in its SIC computation. Its own audit showed that APS' method of

reflecting forward purchases in the SIC always resulted in higher cost to Citizens.

As noted earlier, the contract does not define the SIC clearly. According to APS'

interpretation, it would include purchases. Section III of the contract, described

above, suggests that purchases that were necessary to serve Citizens would be

included. This is still not definitive. APS' supply is not adequate to serve its load

in many hours, so that APS makes many purchases of varying types, volumes, and

durations. In many hours, it would have to make purchases even if it were not

serving Citizens' load. APS' obligation to serve Citizens' load would have

affected APS' unit dispatch and purchasing decisions, but there is no obvious

designation of any particular purchases as being associated only with Citizens'

load. Given the lack of specificity in the contract, it is useful to examine the

various options by which APS could have identified certain contracts as

associated with Citizens, and therefore the basis for the SIC in the contract. These

include the following:

•
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Assign to Citizens the cost of contracts that were made last in time;

Assign to Citizens the cost of contracts that were made first;

Assign to Citizens a set of specific purchases, including both

forward and spot;

Assign to Citizens the average price of all APS purchases in each

hour.
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Since utilities tend to build a portfolio with purchases assigned over time, the

latter seems the closest to representing the purchases made to serve Citizens' load

How APS actually computed Citizens' bills differs from all of the above methods

APS ranked its supply sources by ascending price, and assigned the highest-cost

source to Citizens in every hour. This approach does not appear to have any

logical basis in portfolio planning, and by definition produces the highest possible

SIC result and in tum, the highest possible bill to Citizens. It would seem that

Citizens would have reason to raise this issue in front of FERC but we have seen

no indication that they have. This alternative interpretation seems more consistent

with Section IH of the Service Schedules than APS' definition. It also, as

discussed later, had the potential to reduce bills substantially

14 Q Is this argument consistent with findings of Citizens' audit consultant?

Yes. I have not seen any evidence that the consultant offered an alternative

method of SIC pricing, but the consultant raised aNs issue as problem with the

bills, describing this treatment of forward purchases as the heads APS wins, tails

Citizens loses approach

WHAT ACTIONS DID CITIZENS TAKE TO MANAGE ITS POWER

COSTS?

24 Q Prior to the summer of 2000, did Citizens take any of the actions

recommended above?

Other than a very modest attempt to renegotiate its contract with APS, it did not

take any of the recommended actions Evidently, Citizens was engaged in some

exchanges of letters and discussions with APS for a change to its contract during

the spring of 2000. And during the summer of 2000 there were apparently

further discussions between the parties with regard to the proposed contract

change
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2 Q~ Did Citizens take any steps regarding its power costs during 2000?

Yes. After it had received the very high bills in July of 2000, Citizens conducted

its in-depth analysis or audit that I have referred to earlier. Further, according to

the Amended Appl ication, i t "developed a number of ini tiatives to reduce the

amount of power needed" (Amended Application p. 3)

In addition. in late 2000 Citizens decided to run the Valencia units for economic

reasons, and began the investments it believed were necessary to enable it to do

so. Finally, in the summer of 2001, Citizens negotiated a new contract with APS

12 Q Did Citizens believe that discussions in April and May of 2000 with APS

about its power contract would reduce its costs?

Yes. Citizens indicated that it believed that an MOU it had negotiated with APS

would result in improving i ts s i tuation. Citizens evidently understood that the

MOU would "resolve the SIC issues" .  (Response to Staff  Data Request 8 .05)

This MOU was signed by both parties on May 18, 2000

19 Q, What precisely did the MOU say about the contract?

The MOU was titled "Terms of a Potential Restructuring of the Existing Power

Supply Agreement Between Citizens Util ities and APS." The entire document is

included in Sta f f  Data  Request  5 .44 . Thi s  s t a t ed  t h e  i n t en t i on  o fAPS and  C i t i z en s

t o  d e v e l o p  a  n e w  e o n t r a e t  i n  w h i c h would: i i .  "Terminate Serv ice Schedule A

(SSA)  of f -pea k ,  Se rv i ce  Schedu l e  B ,  (SSB)  a nd  Se rv i ce  Schedu l e  C  (SSC)

12/31/03" and "Reprice SSA Off-Peak, SSB and SSC as a single block of energy'

with Citizens choosing between two pricing methods

The first method would be a fixed per MWH price determined by APS and the

second would be a per MWH price. The document also specified that pricing for

Schedule A (except for the off-peak power) would remain unchanged, except that

Citizens could request a reduction in the contract demand as a result of verifiable



load loss. There is no mention of minimum or floor pricing or the APS SIC in

this document

The second pricing method, as described, does not specify whether the base level

was determined by Citizens' entire bill or by the cost of the schedules being

repriced, i.e. SSA Off-Peak, SSB, and SSC. It does not specify the source of the

forecasted gas price, or the source data for the actual natural gas price

9 Q Would the MOU result in lower power costs?

The MOU would not have changed any provisions regarding Schedule A, except

for off-peak power. There is no guarantee as to whether the fixed pricing offered

by APS each month would be higher or lower than the nominal pricing in the

current contracts. The variable pricing would appear to be higher than nominal

pricing unless gas prices dropped. However, the variable pricing would have

been lower than market pricing (the minimum bills) at least during the summer of

2000. The key to whether the MOU described contract would have reduced

power bills would be whether it eliminated the minimum bill provisions

19 Q Did the MOU indicate that the floor pricing provision would be eliminated?

No. However. since the document described termination of the SSB schedule that

is the document that referred to floor pricing for B, with no provision for

replacing that term of Me contract, the document might be interpreted as

eliminating floor pricing from SSA Off-peak and SSB

25 Q Is there evidence as to whether APS believed that the MOU eliminated

Illllllmllm pricing

By July of 2000, there is evidence that APS did not believe the contract had been

altered or amended by the MOU (or in a manner consistent with the MOU) to

eliminate minimum pricing. There is a footnote on the Revised July and the

August bills stating that "This invoice was based on the APS/Citizens

Memorandum of Understanding Dated May 18, 2000." Those bills clearly
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contain minimum pricing, which was in fact the basis for the charges on those

bills. In other words, Citizens was charged more than the nominal pricing on the

bill, in bills which were described as being based on the arrangements contained

in the MOU. That is, APS' view appears to be that the MOU effectuated a

change, but that the change did not eliminate minimum pricing.

o

Q. Did Citizens have a different understanding regarding whether the MOU

would eliminate the minimum or floor power rate?

A. It is not clear what Citizens believed about the MOU itself However, according

to the Response to Staff Data Request 7.07, Citizens had understood that APS had

made a verbal commitment to eliminate the floor pricing, but on August 29, 2000,

APS withdrew that commitment. According to an attached memo prepared by

Sean Breen at that time, APS personnel had indicated that "fixed" pricing, under

what Citizens referred to as the "contract restructuring", would not have been

subj et to the floor pricing.
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A.

What is your view of the MOU?

It is not entirely clear what the MOU actually was. "MOU" usually connotes

something in process, or some future intent. On the other hand, the so-called

MOU contains signames and APS was evidently of the view that it effected a

contractual change. Testimony by Mr. Breen tiled May 22, 2000, stated that the

parties had "...reached conceptual agreement to modify die existing power supply

contract..." p. 7.

I do not think that the Company should have relied on this MOU and used this as

a basis for not taldng other actions. And it certainly should not have relied on a

verbal commitment. The Company evidently was not taking any other actions

partly or wholly because it believed the new contract provisions which it had been

discussing would avoid the problem of power costs being based on market costs.

However, a conceptual agreement is clearly not a firm commitment, nor, in the

circumstances, is a purely verbal exchange. Whether the results of the discussions
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with APS are called a "conceptual agreement", an MOU, or Terms of Potential

Restructuring, or a verbal understanding, they evidently did not commit APS to

offering a new contract that made less reference to market prices. And if Citizens

believed otherwise, it  should have tad<en the proper steps to enforce its

understanding of what had transpired. However one views the situation, it is

evident that the negotiations and the MOU did not succeed in eliminating the

disagreements between Citizens and APS

9 Q What was Cit izens'  reaction to the July bill that  was described as being

based on the MOU?

According to the response to Staff Data Request 8.09, from Citizens' perspective

the replacement contracts envisioned in the May 18, 2000 MOU were never

executed." Citizens has paid these bills under protest. Apparently, however, the

bills under the Old Contract would have been the same, since the minimum billing

provisions applied throughout this period

17 Q Citizens' made an argument that it has been overfilled. Has it pursued any

of the disputed interpretations of the SIC?

No. The Company has stated repeatedly that it pursued the new contract instead

of disputing the old contract. In response to Staff Data Request 7.01, it stated that

litigation, either at the FERC or in civil court, would take several years, have an

uncertain outcome, cost hundreds of thousands of dollars, and, while litigation

was underway, the PPFAC bank balance would continue to grow

25 Q Did Citizens indicate that it has given up any legal rights to pursue disputes

over past billings

No, it states that it has not given up such rights. However, it also indicates that

there are no outstanding billing disputes regarding the summer of 1999

(Response to Staff Data Request 7.12) This total dispute was only over $4.5

million for the period Hom summer of 1998 through April of 2000, and the

settlement regarding this issue was for a bill reduction of $1 .5mi11ion
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Q, Did Citizens compute the effect of APS' interpretation of the SIC, or pursue

this issue in any way other than in discussions with APS?

Citizens estimated the impact on its undercollection of excluding reliability

purchases. There is no evidence in this proceeding that it computed the effect of

an alternative treatment of purchased power, although its audit found this

treatment to be unfair.

Q- Did Citizens analyze any other long-run options to the new contract?

A. There is no evidence that it didso.

XI. CITIZENS' MANAGEMENT OF ITS CONTRACT AND ITS POWER

COSTS HAS NOT BEEN PRUDENT

Q- Did Citizens pursue actions that could have resulted in a reduction in its

power costs, either before the summer of 2000 or since that time?

A. Citizens has not effectively managed its contract. Citizens took no actions before

the summer of 2000, except for talking to APS and developing an imprecise

framework for a contract that might or might not have been adopted at some point

in the future. Since the summer of 2000, Citizens has not pursued either the SIC

interpretation or the forward purchase treatment question through litigation. The

only action taken by Citizens has been investments in Valencia that it believes

allowed it to run the units more hours. Subsequently, in the new contract with

APS, it allows APS to dispatch the units, so that Citizens will receive no value

from this investment beyond the savings in May

Q- Did Citizens have valid reasons not to take any actions to hedge its power

costs for the summer of 2000?
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A. No. In response to Staff Data Request 6.19, Citizens indicates that information

about energy hedging was generally available, but that it did not take actions in
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the past because: (1) it believed that its contract with APS/PWEC shielded it from

high prices, and (2) it believed it needed prior approval from the Commission.

However, since it knew of the dispute over the SIC calculation, it should have

been aware that the existing contract might not shield it from high prices.

Moreover, although I do not think there was any prohibition that would have

prevented Citizens from taking these actions on its own, it could have requested

ACC approval to pursue the options above. It could have presented to the

Commission analyses that demonstrated that such action would reduce price

volatility and could reduce costs significantly, and that without such actions, its

power costs in the summer of 2000 might increase significantly.

Q- Has Citizens indicated why it did not fully pursue the issue of the treatment

of forward purchases in the SIC?

A. Yes. Citizens did raise this issue in discussions with APS, which maintained that

the contract allowed it to allocate costs in this manner. (Staff Data Request 8.22)

In response to Staff Data Request 5.02, Citizens states that the new contract "was

intended to resolve all contested matters." Further, Citizens indicated that rather

than pursuing this and other issues at FERC through litigation, they "resolved

matters by entering a new contract with APS/PWEC, which provided significant

cost benefits." (Response to Staff Data Request 8.24)
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A.

If the contract terms discussed in the MOU had been finalized in a manner

that  e l iminated the minimum bi l l ing provision f rom Schedule and

Schedule A off-peak, would this have resolved all contested matters?

No. Even with this provision removed, Schedule A would still have been

impacted by SIC pricing. Moreover, the MOU would have only changed future

billings; the issue of past billings was not in any way resolved. If APS had been

using an incorrect interpretation or calculation of the SIC, the amount that

Citizens had been billed would not have changed and Citizens would still be

asldng customers to pay for that error.
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Q-

A.

Given its disagreement with APS' interpretation of the SIC, why is Citizens

requesting that its customers pay the bank balance based on APS'

interpretation?

The explanation provided by Citizens in the Amended Application was that "it

became clear that it was not possible to resolve the interpretation issues short of

litigation, which is both expensive and lengthy. Further litigation would do

nothing to address the continuing accumulation of unrecovered costs in the

PPFAC bank." (Amended Application, p.3) FuMer, Citizens apparently

believed that the new contract envisioned in the May 18, 2000 MOU would solve

its problems (Staff Data Request 5.02;Staff Data Request 8.05).

Q-
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A.

Do the reasons why Citizens did not pursue contract interpretation issues

with FERC in the past prevent it from taking these actions now?

No. Since it has signed a new fixed rate contract, resolution of these issues will

not change future costs. However, if it has been overfilled in the past, it should

take all reasonable actions to pursue an appropriate refund.

XII. THE ACC SHOULD ALLOW A MODIFICATION OF THE PPFAC

FACTOR, BUT NOT FOR THE ENTIRE UNDERCOLLECTED

AMOUNT

Q

A

Has Citizens justified collection of its entire balance?

No. Ci t i zens  d id  not  take  reasonable  act ions  tha t  cou ld  have reduced the

undercollected amount. These include having hedged a portion of its load in the

spring of 2000 for the summer of 2000, operation of Valencia during high-cost

hours and pursuing two disputes over contract bil l ing at FERC or in some other

venue. The latter actions. as I understand it, can sti l l  be taken. Citizens has said

specifically that it did not give up the right to pursue relief on these issues

31
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Q What disallowance are you recommending



I have demonstrated above that reasonable actions by Citizens could have been

avoided approximately $14 million in power costs. I realize that there may be

some mitigating circumstances that I am not aware of but I believe that a

balancing of utility and ratepayer interests requires that Citizens bear

responsibility for at least half of this amount. Specifically, I am recommending

that Citizens' request for $87 million should be reduced by $7 million

8 Q Do you recommend that Citizens be allowed to collect all of the remaining

undercollected balance

I recommend that Citizens not be allowed to collect the 6.111 amount of the

balance, less the disallowance, until it has pursued the SIC issues, both the

question of economic versus reliability purchases, and the forward purchase issue

with all legal means available to it

15 Q Can the potential impact on Citizens' underrecovered balance costs, if it

takes the actions that you have suggested and prevail on either issue, be

estimated?

Yes. Citizens itself has estimated that using its definition of APS System

Incremental Costs in its bill calculation would have reduced its undercollected

amount by $49 million. This would require filing a Section 206 action at FERC

and achieving a favorable judgment from FERC

With regard to whether APS had included purchased power costs in a manner that

was supported by the contract, we have estimated that if the APS SIC were

computed in a different and defensible manner, this would have reduced Citizens

power bills by as much as $20 million. This is discussed in detail later

28 Q~ What do you propose regarding the $49 million?

I am recommending that the $49 million of the request be deferred for future

consideration. Thus, of the remaining $80 million, Citizens should only be
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allowed to collect $31 million ($80 million less the $49 million potential

overfilling) until it has pursued the legal recourse on the disputed SIC issues.

Q- How would you recommend that the recovery factor be developed?

I recommend developing a PPFAC factor to collect the bank balance, less the

disallowance, with no carrying charge. I recommend that the ACC address the

remaining underrecovery aler there is a final legal decision on the merits of the

Citizens case on the SIC issues.

Q- Why do you recommend that no carrying cost be allowed?

A. Citizens' problems are partly of its own malting. As discussed earlier, there are

several actions that Citizens should have pursued but did not, that might have

reduced the amount of the undercollection. The $7 million disallowance that I am

recommending is based on only one of these factors. Not allowing a return on the

amount that may be collected is an additional penalty for the Company's lack of

prudence in managing its contract.0

Q- Has the ACC previously approved the prudence of the existing contract?

A. No, it has not. However, the issue here is how Citizens has monitored and

managed its power supply situation and it Old Contract. I believe that the ACC

has oversight over whether Citizens has acted reasonably and prudently with

regard to its management responsibilities.
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Q~ Has FERC approved the existing contract?

Yes, the existing contract was approved by FERC. Under those circumstances

the contract would be not be ACC jurisdictional except for the fact that the

contract established a series of administrative or procurement functions rather

than a specific set of rates. Normally, under the filed rate doctrine, the approval

by FERC would preclude the affected state jurisdiction from ruling on or altering

the terms of the tariff This principle, however, while allowing an assertion as to

the validity of the contract, does not indemnify the parties against all potential

46

A.

A.

l III ll! Illlll



4.

outcomes in administering the contract. The imprecise terns of the contract have

allowed different interpretation of the pricing terms. Moreover, as APS' and

Citizens' loads have grown relative to APS' resources, the contract has left

Citizens vulnerable to the types of power purchased by APS. The existence of a

valid contract does not absolve Citizens Hom any responsibility for management,

and does not preclude the ACC from any investigation into the administration of

the contract and its consequent effects on retail rates. If the ACC were not to

evaluate the prudence of the costs flowing Hom the contact administration, it

would be unable to perform its charge to establish just and reasonable rates.

Q- Has the ACC asserted its jurisdiction on the prudence of the costs flowing

from the power contract administration?

A. The ACC has asserted jurisdiction over the prudence of the Company's power

costs in Order 56134. In response to RUCO Data Request 4.2, Citizens cites the

PPFAC hearings order, quoting the order to say "if it had been demonstrated that

any of Citizens purchased power and fuel costs were not prudent, then those costs

would not be allowed to be passed through to ratepayers (p. 4, Order 56134,

1988). Further, the response states "The test for recoverability of costs flowing

through the PPFAC mechanism is no different Hom any other cost of service. If a

cost is deemed by the Commission to be reasonable and to have been prudently

incurred, it should be fully recoverable from ratepayers."
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The PPFAC proceedings were not designed to replace Citizens' judgment in

writing, signing and managing contracts. Moreover, circumstances have changed

since the PPFAC proceedings cited by the Company. However, the Company has

not responded to changed circumstances. Neither the Commission nor Staff

addresses the contract or management of  the contract in the stranded

cost/unbundling Settlement. The issue was basically just how to calculate

stranded cost. The Company did not alert the parties to the potential for a large

increase, but rather stated that it was engaged in negotiations that would modify

the contract and would reduce costs.
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Q-

A.

How did you estimate the potential savings from winning, at FERC. the issue

of the treatment of forward purchases in the SIC computation?

This can best be illustrated using the SIC computation for a single hour using the

actual d a t a .  O n .Tune 16, 2000, hour 17, Citizens' total requirements w e r e  a b o u t

264 MW. During that hour APS purchased a total of about 1,090 MW, including

a mix of fowvard and spot purchases. The average price of al l  APS purchases in

the hour was about $168/MWh (16.8 cents/kWh).

Attachment S-16 describes APS' SIC calculation methodology, which essential ly

bases the SIC on the most expensive purchases regardless of when they are made.

To determine Citizens' bil l  for our example hour, APS averaged the cost of only

its most expensive 264 MW of purchases (assigning them to contract Schedules

A, B, and C). The weighted average price of the most expensive purchases was

about $488/MWh (48.8 cents/kWh).

Attachment S-17 il lustrates APS' purchases for the example hour, along with the

derivation of the average price and APS' SIC price. Had the SIC been based on

the average of APS' purchases in the hour, rather than the most expensive, CUC's

cost for the hour would have been about $84,000 lower.
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To estimate the impact over the summer, we performed this same calculation for

every hour of the day for a number of days. We calculated what a minimum bil l

for those days would have been if APS had used this method, and compared it to

the actua l  computation of SICs on the bi l l . The difference indicates the bi l l

reduction that would result from using this methodology. We then assumed that

a l l  da i l y  costs  f rom Ju ly to September cou ld have been reduced by the same

percentage. This would have produced a total bil l  reduction of $20 mill ion. This

computation is contained in Attachment S-18.
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XIII. COMMENTS CONCERNING THE NEW CONTRACT

Q- What were the terms of the New Contract?

A. According to Citizens, the New Contract provided long-term price stability, the

elimination of future stranded costs should customers choose alternative suppliers,

and administrative simplicity. The New Contract provided a fixed price per kph

for the next 7 years.

Q. What will the impact of the New Contract be on the PPFAC?

The Company has calculated a fixed charge based on the contract and upon an

assume line loss percentage. The fixed charge under the new contract will

increase the existing PPFAC by $0.0l781/kWh (Amended Application, p.8).

The contract will have reduced Citizens' power bills for the summer of 2001 from

what they would have been under the previous contract.

Q-

A.

What did Citizens do to justify its decision to sign the new contract with

APS?

Citizens computed what its power bills would have been if its power costs

remained at the level that it experienced in May 2001. If costs had remained at

this level, 'average power costs for the summer of 2001 would have been $30

million higher than under the New Contract. Citizens also justified its contract by

noting that its fixed rate pricing is favorable "...compared to long-term power

contracts recently entered into by the California Department of  Water

Resources..." (RUCO Data Response 4.5)
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A.

Were there any alternatives to signing a new contract or remaining on the

existing contract?

After the summer of 2000, one alternative that was available, short of litigation,

would have been to have cancelled the contracts at the earliest possible date. This

would have meant a longer term commitment to Schedule A than to the new
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contract, but only a two year commitment for Schedules B and C. Before the

summer of 2000, Citizens .could have attempted to renegotiate the Old Contract

much earlier than it actually did. By the time it discussed what resulted in the

MOU, prices were rising. By mid July 2001, market prices had already fallen

from the levels of May 2001, and since many fundamental predictors suggested

that market prices would continue to fall, future costs under the existing contract

might be less than they have been in recent months. Another alternative would be

to finalize a treatment of stranded cost and to have encouraged customers to

search for alternative suppliers

11 Q Did Citizens perform any analyses designed to determine what future market

prices were likely to be, and how costs under the New Contract would

compare to what it would pay under the old contract, or under alternative

scenarios

There is no evidence that Citizens performed such analyses, or even that it

monitored the spot or forward power market immediately prior to signing the new

contract. The Company's analysis which indicates what savings would be if

prices remained at the May 2000 level does not seem to have been informed by

the most current information on the market, or by any long-run projection

21 Q Does the Arizona Corporation Commission need to approve the New

Contract?

As I understand it. the ACC neither needs to nor has the authority to approve the

new contract, as it is a wholesale contract under FERC jurisdiction. I have not

conducted an analysis sufficient to recommend approval of the contract. The

issue of the prudence of this contract should be examined in the Company's next

rate case

29 Q What is Citizens requesting that the ACC do with regard to the New

Contract and the PPFAC?

I II 11-111111-



A. Citizens is requesting that the ACC approve a new higher PPFAC so that it can

collect its anticipated power costs under the New Contract.

Q, How does Citizens propose to calculate the retail level PPFAC from its

wholesale level charges?

A. The New Contract contains a fixed per kph charge for every kph delivered to

Citizens' delivery points. However, kWhs are lost between these delivery points

and where sales are measured. Citizens proposes to increase the delivery charge

rate to the retail level by using a line loss factor of 10.1 %.

Q- What is the basis for the line loss adjustment?

A. This is based on estimate used in a fairly old rate case, based on a comparison of

energy and sales from April 1994 - March 1995 (Staff Data Request 4.15).

Q-

A.

Is Citizens' approach correct?

No. While it is necessary to adjust retail rates to reflect line losses, the adjustment

should be on the basis of actual current line losses. Current estimates of line

losses are lower than the historic number that Citizens proposes to use. If we use

the Company's method, the Company will overcollect. The average losses over

the last 6 years, however, resulted in an average loss adjustment of only 9.91%,

according to the response to Staff Data Request 5.57.

Q,
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A.

Why is there confusion about line losses?

The reason is that most utilities do not collect data that allow a perfect

computation of line losses. Instead, they have data on energy actually generated,

by year, month, and even hour, and data on metered sales to customers. The

difference between generated kWhs and sold kWhs is often described inaccurately

as the line losses. This is inaccurate because the sales data does not reflect the

same time period as the generation data, because it is affected by billing cycles.

For instance, the reported sales for Januaryof a given year reflect customer usage

that goes back to the previous year. January 2 billings, for instance, probably

51
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reflect usage from December 1 through January 2 for the customers billed on

January 2. At the other end of the year, most of the customer usage on December

31 will not be billed until the following year. Since customer usage varies with

weather, days of the week, growth, holidays, and many other factors, we do not

expect sales in a given year to reflect usage very accurately. In some years the

measurement described above (the comparison of generation to sales) may

overstate line losses, and in other years that same measurement may understate

line losses.

Q- What do you recommend regarding the PPFAC and the new contract?

A. I recommend that the ACC approve a revised PPFAC adjustor which reflects the

new contract. There is no need to modify the $.05194/kWh that is currently in

base rates. In order for Citizens to begin collecting approximately enough to

cover the cost of the current contract and the increase in transmission costs, the

major required modification to the existing PPFAC clause would be to project

power costs under the new contract. Although this will create a significant

increase to the PPFAC factor, allowing the PPFAC adjustor to increase is a

reasonable solution because the PPFAC Bank is currently at a very high level.

Q- What else would be collected in the PPFAC?

A. On a going forward basis, the clause would need to contain two parts: 1) a higher

base adjustment level; 2) a factor to collect the PPFAC balance as allowed by the

Commission.

Q-
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A.

Please discuss Citizens' total uncollected costs.

The $87 million that the Company refers to is only the undercollection from May

2000 through May of 2001. Since that time, the PPFAC continues to collect less

than costs under the new contract, although the monthly undercollection is at a

lower rate than it had been. Citizens proposed to collect this additional amount

through an automatic reconciliation factor.



Q- Do you recommend approval of an automatic reconciliation factor?

No. Recent experience suggests that the Commission should retain greater

oversight over Citizens PPFAC. Moreover, this factor would further increase

customers' rates by an unknown amount as soon as it  went into effect. I

recommend rather that Citizens provide the amount of this further undercollection

as of the most recent known date, and estimate the additional undercollection

through the expected date of the order.

XIV. CONCLUSIONS

Q- Please summarize your conclusions.

recommend that the Commission address the PPFAC as follows:

1. The incremental generat ion adjustment  should be allowed, with a

reduction to reflect an average line loss

2. The incremental transmission adjustment should be allowed, again with

the line loss adjustment

3. The requested collection of the PPFAC bank should be modified from that

proposed by die Company.

Q, How should the collection of the bank be modified? ¢
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A. The bank should be addressed as two different amounts. One amount is the bill

reduction of $49 million that could result Hom a successful pursuit of the SIC

interpretation issue at FERC. The second amount is the remaining amount in the

PPFAC balance, plus underrecoveries demonstrated by the Company as of the

expected date of the order, less $7 million that I recommend be disallowed

because of poor management of the power supply contract by Citizens

Q How do you recommend this collection be structured?29

30 A

A.

A.

recommend that the second amount be recovered over 6 years, without carrying

costs. With regard to the remaining $49 million, I recommend that the



Commission consider the following incentive-based collection scheme. Once a

decision on whether the $49 million or any lesser amount has been overfilled or

not, based on a finding regarding the SIC interpretation, the SIC measurement, or

any other factor, Citizens shall apply to the Commission for a factor to collect any

remaining dollars. The recovery time for those additional dollars should be

dependent on the amount of the recovery. If there is no relief, the recovery of the

remaining dollars would be over 7 years from the date approved by the

Commission, but the recovery period could be shortened by a year for every

additional $10 million of relief achieved. In other words, if FERC (or the courts)

ruled that Citizens had been overfilled by $10 million, the remaining balance of

$39 million could be collected over 6 years. This provides Citizens with ample

incentive to pursue this issue vigorously.

Q, Does this conclude your testimony?
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A. Yes, it does.



Lee Smith Exhibits

LEE SMITH
LA CAPRA ASSOCIATES
Senior Economist

Ms. Lee Smith is a Managing Consultant and Senior Economist at La Capra Associates.
Ms. Smith has twenty years experience in utility economics and regulation. Her work has
encompassed all aspects of utility pricing, cost analysis, forecasting, and both demand-side
and supply planning in electric, gas, and water utility cases. Ms. Smith has analyzed issues
of electric rate design, including rate unbundling and appropriateness of utility costs in 17
different states for a multitude of utilities and other entities. As a consultant, her clients
have included gas and electric util ities, regulatory commissions and other public bodies.
Previous to La Capra Associates, Ms. Smith was employed as the Director of Rates and
Research at the Department of Public Utilities.

ACCOMPLISHMENTS

Advised, provided testimony and participated in settlement discussion on Provider
of Last Resort rates for Pennsylvania Office of the Public Advocate.

Estimated retail class generation rates under continued regulated and retail access
Arkansas Public Utilities Commission Staff; analyzed proposed change to System
Resource Agreement by Energy.

Advised the Ohio Consumer's Counsel in stranded cost policy and rate design
issues for all Ohio investor-owned utilities.

Assisted the Arizona Corporation Commission in developing unbundled rates for
all Arizona utilities, preparing positions, and negotiating with utilities on stranded
cost and rate design.

Adv i sed  Pennsy lvani a  Off i ce  of  the  Publ i c  Advoca te  s ta f f  i n  res tructming
proceedings, presented testimony on rate unbundling in eight cases.

Assisted Massachusetts Division of Energy Resources in drafting restructuring
legislation and negotiating additional restructuring settlements with utilities.

Represented the Massachusetts Department of Energy Resources at NEPOOL
committees engaged in developing the New England Independent System Operator,,
and an Open Access Transmission Tariff for New England.



EMPLOYMENT

La Capra Associates
Managing Consultant since 2000
1984 - present

Department of Public Utilities:
Director oRates and Research,
1982 - 1984

EDUCATION

Ph.D., all but dissertation, Tufts University, Economics
B.A., Honors, Brown University,
International Relations and Economics
Study of Statistics,Boston College

HONORS

Bunting Institute Fellowship, 1970-71
Tufts University Economics Department Fellowship, 1967-68
Prize in International Relations, Brown University, 1965
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l Citizens Communications
Docket No. E-01032C-00-0751 .

Arizona Corporation Commission's Sixth Set of Data Requests

Witness: Sean Breen

Data Request No. 6.14:

Before May 2000, what was Citizens' view of the probability that actual wholesale
electricity prices in the Southwest during May through September 2000 would turn
out at or above the prices that actually were observed? Please explain the basis for
Citizens' expectations, and provide all workpapers supporting them. Provide any
analyses memos, e-mails, or other documentation regarding Citizens' consideration
of this topic.

R€SIJOI'lS€I

Citizens did not have information that led it to believe that wholesale electricity
prices would increase as dramatically as experienced in the summer of 2000. As
explained in the response to RUCO Data Request No. 3.1, for the period leading up
to May 2000, Citizen' was engaged in settling a billing dispute with APS/PWEC from
the May 1999 billing adjustment.- Throughout that process, Citizens maintained that
the definition of "system incremental cost" ("SIC") in the former Power Service
Agreement restricted APS/PWEC, relative to purchased power, to charging Citizens
for only "economic purchases," which by definition were lower in cost than the
running costs of their owned units. In Citizens' view, the contract definition of SIC
effectively shielded the Company and its customers from high wholesale prices..
Consequently, there was little to gain by attempting to assess the probability that
wholesale price may rise. .

•

•
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RespoNse: . . . .
During the "Development of Phase III process," Citizens employed a .team of
outside experts to explore two key issues:.~~1) the-prudence of APS power
procurement practices over the last several years, and 2) the diligence
applied in making decisions about short-term purchases to cover Citizens'
load. After development of a framework for the audit process, the team
developed a comprehensive data request frAPS/PWCC to support the
req.uired analyses.. As indicated in .the response to LAJ 4.2, APS/PWCC
indicated in a letter dated April 10, 2001, that it would not be responding to
the data request; None ofthe requested data was submitted to Citizens,
and no further Progress was made On the Phase III audit after the April. 10,
2001, notification from Ans/pwcc. -

Respondent:

Data Response No. 4.27: .
In response to Staff's second data request, LAJ 4.2, please describe the
meaning of "Development of Phase III process" identified under the 'Billing
Audit" section. Did Citizens do anything other than submit data requests to
APS with regard to the Phase III audit? Has APS submitted anything to date
in response? If so, what did APS submit?

v

CITIZENS COMMUNICATIONS COMPANY
ARIZONA ELECTRIC DMSION'S RESPONSES TO THE

RESIDENTIAL UTILITY CONSUMER'S OFFICE
. FOURTH SET OF DATA REQUESTS

DOCKET no. E-01032C-00-0751 -
October 9, 2001
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CITIZENS COMMUNICATIONS COMPANY
ARIZONA ELECTRIC DIVISION

DOCKET no. E-01032C-00-0751
STAFF'S THIRD SET OF DATA REQUESTS

. NOVEMBER 17, 2000

WITNESS: SEAN R. BREEN

DATA REQUEST NO WPD 3-22:

Provide a copy of Citizens' own audit of APS bills. This was supposed to be
completed on 10/25/00.

RESPONSE:

The requested information is confidential and can not be provided to Star? or its
consultants until and unless all parties enter a confidentiality agreement with
Aps. . .

R•
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4



I
Citizens Communications

Docket No. E-01032C-00-0751 _
Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No. LS 5.41 :

The response to Data Request 4.3 seems to indicate that PW does not provide
Citizens with detailed information regarding what charges are based on purchased
power versus owned-generation costs. Is this correct? .

Response:

Yes, this is correct. The standard billing informatioN provided in the APS/PWEC bill
under the former Contract does not include detailed information about
purchased-power versus owned-generation costs. The information that Citizens has
obtained on this subject was through a follow-up data request.

r
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Citizens Communications

Docket No. E-01032C-00-0751 .
Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No. LS 5.42:

If the answer to 5.41 above is yes, how does Citizens confirm that it is being billed
the correct amount?

Response:

The only way Citizens can confirm that it is being billed the correct amount with
respect to purchased-power versus owned- generation is by requesting and
obtaining additional information' from APS/PWEC. This has occurred on a number
of occasions in the past. For instance, in the dispute that arose in convection with
the May t 999 APS/PWEC billing adjustment [see pg, 14 of Citizens' original
application in this docket, filed 9/28/00 ], Citizens was able to review in detail the bill
components relating to APS owned-generation and purchased-pwer, based on
information Provided in response to our formal request. Ultimately, this matter was
settled by a $1.5 million refund from APS/PWEC. Similarly, the the scope of the
Phase ll audit included a .review of APS purchases used to serve Citizens' load,
based on specifically requested data that APS/PWEC subsequently provided.-

•

I



| Citizens Communications
Docket No. E-01032C-00-0751 .

Arizona Corporation Commission's Eighth Set of Data Requests

Witness: Sean Breen

Data Request No. 8.02:

Please specify the billing months in 1999 when Citizens disagreed with how APS
was interpreting the SIC provision.

Response:

In May 1999, Citizens received revised bills from APS/PWEC covering the periods
January through November of 1998. Citizens immediately notified APS/PWECthat
it was disputing the revised bills and began a comprehensive review of APS/PWEC
billing procedures. During this review, which continued for approximately one year,
Citizens expressed concerns about how APS/PWEC was calculating the SlC in its
billing process. Consequently, the differences between the parties in interpreting
the SIC provision related to the historic period of the contract, during which
APS/PWEC billed purchased power costs as part of its SIC. This potentially
included every month of 1999, because the nominal charges in Schedules A,
Off-Peak and Schedule B are based on APS/PWEC's Slc, and during that period, .
APS/PWEC routinely purchased at least a portion of Citizens' load requirements.
The differences between the parties with respect to these past billing practices were
settled as part of the May 18, 2000, Memorandum of Understanding (provided in
response to Staff Data Request 5.44) with a payment by APS/PWEC to Citizens of
$1.5 million. The disposition of that payment is descripted in the response to Data
Request No. 7-11.

•



Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commission's Eighth Set ofData Requests

Witness: Sean Breen

Data Request Na. 8.05

Precisely how did Aps compute the SIC? How did Citizens determine how APS
was computing the SIC? When and how did Citizens approach APS with its opinion
on the SIC computation? What was the outcome of this dispute?

Response

APS included purchased power in its SIC calculations, whether obtained for
economic or reliability purposes. During the initial discussions in connection with the
1999 billing dispute, APS took the position that its SIC, for purposes of billing
Citizens, was simply either its most expensive unit dispatched or actual purchase in
the hour, regardless of how the quantity of such purchases compared with Citizens
load in that same hour. Thus, if Citizens' load was 100MW in a particular hour and
APS/PWEC's highest cost purchases in that hour were 50 MW at $100/MWh and 50
MW at $80/MWh, APS/PWEC would bill Citizens $100/MVVh for all $100 MW

Following Citizens' objections to this clearly erroneous concept, APS/PWEC agreed
that- it would compute weighted average prices to Citizens, reflecting the applicable
prices and quantities of the purchases used to meet Citizens' load. While that would
have been an improvement, APS/PWEC nevertheless continued to bill Citizens
based on the cost of reliability purchases, which in Citizens' view, was clearly
inconsistent with the contract language

Citizens first approached APS/PWEC with its concerns about the SIC computation
in the summer of 1999, in the context of the billing dispute process. APS/PWEC's
responded with the assertion that all their purchased power was "economic" and
therefore fully chargeable to Citizens' under the terms of the contract. APS/PWEC
maintained this position through the rem'ainder of 1999 and early 2000, and only
agreed to negotiate when they needed Citizens' cooperation in connection with their
planned FERC Market-Based Rates filing. The outcome of the dispute was the May
2000 MOU (provided in response to Staff Data Request LS 5.44), in which Citizens
believed it had negotiated contract terms that appropriately resolved the SIC issues



I Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commission's Seventh Set of Data Requests

Witness: Carl Dabelstein

Data Request No. 7.11:

Did Citizens receive the refund of $1 .5 million that was mentioned in the MOU?

Response:

Citizens did receive the $1 .5 million refund from APS. Consistent with the Arizona
Corporation Commission's directives to mitigate stranded costs, and as proposed by
Citizens in connection with the Stranded Cost settlement agreement negotiations,
the $1 .5 million was credited to the regulatory asset - Deferred DSM Program
Costs.

/
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CITIZENS COMMUNICATIONS COMPANY
ARIZONA ELECTRIC DMSION'S RESPONSES TO THE

ARIZONA CORPOR.ATION COMMISSION STAFF'S
FOURTH SET OF DATA REQUESTS .

DOCKET no. E-1G32C-00-0751

RECEIVED

DLT? 2 2007
October 2, 2001

LEGAL Dfv
Amz. c0Rpep.nTlen e9mmlsslan

LAJ 4.1 Re: Application, Page 3, Lines 19.and 20. Provide the key contract provisions
that the AEC and APS interpreted differently and provide each party's
interpretation

Respondent: Sean Breen

Response There were two principal areas of disagreement concerning the interpretation of
the contract: the definition of "System Incremental Cost (SIC)" and how SIC was
Charged for the base block of Schedule A

In the contract, the definition of System Incremental Cost was limited to
purchases "for economic purposes" that "would not otherwise be needed " to
serve Citizens' load. Citizens contended that it was not responsible for all of

zonaPublic Service's (APS) purchased power costs, but only for economic
purchases, i.e., those lower than die avoided cost ofAps' high cost generating
unit. Under APS' interpretation of the SIC, the hourly incremental cost of all
purchases were chargeable to Citizens to the extent it wa.s taking power applicable
to SIC billing. [See, Power Service Agreement, section 4.1.1.1, line 16 and 17.]

The second area of dispute,related to how the parties interpreted the Schedule A
charges. Schedule A includes a "base block" of 100.megawatts each hour, plus
the right to take up to 75 More MW each hour during "off-pedc" hours. Citizens
paid APS a fixed monthly demand charge for the right to take this power
Citizens' interpretation of the contract was that pricing for the base block  o f
Schedule A was based On the embedded cost of the APS system and that this
portion or the load should not be sulwiect in SIC nrirzing. APS took the position
that the ability to charge Citizens for the full cost of purchased power was set
forth in specific provisions Service Schedules A, B and C, which provided that
Citizens "shall be responsible for purchased power costs, and for any other costs
incurred by APS in fulfilling its obligations for power and energy under this
Service Schedule which otherwise would not have been incurred." [See, Power
Service Agreement, Schedule A, Exhibit B, page 2, section III]

Attached is correspondence between Citizens and APS that further details the
parties })Oslllol'ls
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| Citizens Communications
Docket No. E-01032C-00-0751 .

Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No..Ls 5.05:

On p. 3 the Application states that analysis "failed to identify any significant .
practices that would have resulted in excessive costs for AED." Does this mean the
audit concluded that:

a.
b.
c.

the power bills were appropriate,
that the power bills were consistent with APS' interpretation of the contract,
that PWs purchasing practices were prudent and appropriate,
or something else - please specify. . .

Response:

The quoted statement refers mainly to the Phase II audit process, the results of
which have been provided to Staff under a confidentiality agreement. The scope of
the audit included an assessment of the potential of APS to pass higher power
costs than appropriate on to Citizens. No such occurrences were discovered. The
scope of the Phase I and Phase ll audits did not include contract interpretation. A
review of APS/PWEC's purchasing practices were to be addressed in Phase Ill of
the audit process, which was hot completed. (For additional discussion, please see
Citizens' response to Staff Data Request LAJ4.27).

d.
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CITIZENS COMMUNICATIONS COMPANY
ARIZONA ELECTRIC DIVISION

DOCKET no. E-01032C-00-0751
FIRST SET OF DATA REQUESTS

OCTOBER 4. 2000

WITNESS: RESAL CRAVEN

DATA REQ_UESTNO 1.4

Page 3 - Please provide copies of all power bills from APS to Citizens under the
wholesale contract for the months April 2000 through September 2000

RESPONSE

See attached c;9.pies of the power bills



Mr. Sean Breen
Citizens Utilities Co.
1300 s. Yale St.
Flagstaff, AZ 86001

This invoice includes a credit from a revision of the June. 2000 invoice gem on August 24, 2006.
111 . . _ _ . . . . ,.The August 24 rendmon of the June mvoxce was revlsecl to include Lhe Surplus Hedging crecnt

which was shown 'm June but inadvertently not added to the billing total.

Dear Sean:

August 81. 2000

Attached please Md the July, 2000 invoice covering Aps' service ro .Citizens Utilities. This also.
is being sent to Kinsman for payment. This invoice is based on the pncmg methodologies .
contained 'm our Memorandum of Understanding dated May 18, 2000. -~

7.5. 2000. h this filing FERCprovide tell. effective June20, 2000.

fondulas. thatuse

APS received FERC iiCeptance of our compliance iiiing (Docket ER00-22.8-000) on August
APS shall recalculate my

SIC (System Incremental cos) by using the EdoVerde Index. shaped by SP-L*
Hourly Index (PV/SP15 Index) substituted for SIC with the. customer invoice' toréflect the low:
of these two methods. This addidornad limit affects tbe ma.'<irnurn and minimum billing imouns
:Md the power rates for all schedules.

I

P.O. BOX 53999 PHOPNDL ARZGNA S5672-8999

P

To comply with PERC's-maridate. APS reviewed the effects pn the June, 2000 bill and `
determined that there was no effect since the PV/SP15 Index yielded a higher bill for each .
schedule. This same comparison is~shown on the Ids invoice (attached) and will be included
all future invoices. . . :

Please call with any questions or comments conceminat any of this.

Sincerely,

Dennis Beats

Teri Rice

•

cc:
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I Citizens Communications
Docket No. E-01032C-00-0-51 .

ArizonaCorporation Commission's FifthSet of DataRequests

Witness: Sean Breen

Data Request No.LS 5.36:

Please provide any memos, analyses, or other documents received by or produced
by Citizens during the April - July 2001 period regarding current and future market
prices.

Response:

While Citizens personnel routinely visit the New York Mercantile Exchange Website
to review market prices for energy products and do read industry publications on the
subject, no memos, analyses, or other documents were received or produced
relative to future electric market prices during the April 2001 - July 2001 period.



I Citizens Communications
Docket No. E-01032C-00-0751 .

Arizona Corporation Commission's Seventh Set of Data Requests

Witness: Sean Breen

Data Request No. 7.13:

At any point during the spring of 2000, did Citizens askAPS whether it expected
that it would need to purchase power to meet Citizens load during the upcoming
summer of 2000? '

Response:

Citizens has no record or recollection of asking this specific question to APS/PWEC
in the spring of 2000, however, based on earlier discussions, Citizens was aware
that APS/PWECdid not have adequate system generation to meet its native load
plus Citizens' load. Please see the response to Data Request 7.5 for a summary of
key topics of negotiation during the Spring Of 2000.

•
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I Citizens Communications
Docket No. E-01032C-00-0751 .

Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No. LS 5.17:

.Before the May 2000 Pinnacle Market-Based Pricing filing at FERC, did Citizens
ever consider the possibility that it could be .charged much higher energy rates
based on the cost of purchased power for any of its power schedules?

Response:

As a point of clarification, the market-based rate filing by PinnacleWest did not
create the opportunity for APS/PWEC to charge SIC under the contract. The SIC
provision existed prior to that filing. Citizens did understand that a possibility existed
of being billed subject to the ceiling or floor provisions of the contract prior to May
2000. What was unanticipated wasthe extraordinary increase in market prices
that coincided with floor pricing under the agreement.

pa
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Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No. LS 5.19

If the answer to number 5.15 is yes, did Citizens consider or make any estimates of
the impact on it of SIC pricing? If so, please provide

Response

Citizensdid not prepare estimates of SIC pricing prior to May 2000



•

. o

Response:
Please see the responses to Staff Data Requests LAJ 4.9 and LAJ 4.10.
Citizens believes that the savings for summer 2001 alone are closer to the
upper limit of the range estimate of $30.- $70 million based on the
understanding that Citizens would have been billed costs similar to i'tsMay
2001 bill had it remained under the former contract. Citizens did not
develop an independent forecast of spot market prices to evaluate customer;
savings. As a reasonable and conservative proxy, Citizens did compare its
new contract pricing to long-term contracts recently entered by the .
California Department of Water Resources ("CDWR"). Citizens' new contract
is a load~following, all-requirements agreement with no restrictions relative
to future load growth (or load loss to competition), load shape or loed factor,
while the bulk of the CDWR contracts were for defined blocks Of energy
and/or capacity for defined hours (e.g. 6 days/week, 16 hours/dayo' 7
days/week, 24 hours/day). Citizens did not identify a single comparable g
CDWR contract with lower pricing than the new APS/PWCC contract. The
only 0xed-price, long-term contract with similar pricing (Calpine, . .
$58.60/MWh) was for a ten-year commitment to a 7 X 24 block of capacity
and energy, which is not comparable to Citizens' new contract.

Data Request No. 4.5: .
Provide the complete basis for the claim that the new power supply contract
with APS will result in substantial future savings for customers. In
particular, please provide the wholesale market price projections for the
Arizona region that you relied on in coming to this conclusion.

Respondent:

1

CITIZENS COMMUNICATIONS COMPANY
ARIZONA ELECTRIC DMSION'S RESPONSES TO THE

RESIDENTIAL UTILITY CONSUMER'S OFFICE
. FOURTH SET OF DATA REQUESTS

DOCKET no. E-01032C-00-0751
October 9, 2001

Sean Breen

O

Finally, the forecasting of future wholesale prices as a means of evaluating
savings of the new APS/PWCC contract is a complex and uncertain exercise
providing results of questionable value. While Citizens is relatively certain
about near-term summer 2001 savings under the new contract, neiiaer
Citizens nor any credible party can.represent that a particular level G:
savings will occur in the future given the inherent volatility Of energy .
markets.

f~



CITIZENS COMMUNICATIONS COMPANY
ARIZONA ELECTRIC DMSION'S RESPONSES TO THE

RESIDENTIAL UTILITY CONSUMER'S OFFICE
FOURTH SET OF DATA REQUESTS
DOCKET no. E-01032C-00-0751

October 9. 2001

Response to Data Request No. 4.5 Cont

Citizens does observe, however, that the question of long-term
savings levels requires consideration of the asymmetrical risks involved. On
the downside, market prices could fall, thus reducing savings. HoweVer
they could~ not fall below the producers' marginal cost of production( On the
upside, market prices could increase, thus increasing the savings reeiized
Even with FERC-imposed price caps in place in Western Markets, prices can
rise as high asthe cost of the least efficient unit needed to satisfy regional
load requirements. Given the continuing uncertainty about the long-term
balance_between electric supply and demand in the West, andi light of
recent volatility of Western power and natural gas markets, Citizens submits
there is substantial risk for high future wholesale electric prices. Moreover
the likelihood for high prices is greatest when load in the region at there
highest levels, i.e summer months. Since roughly 45% of Citizens' annual
power purchases occur between June and September, its opportunities for
realizing savings under its fixed price contract are enhanced



9 Citizens Communications
Docket No. E-01032C-0040751 .

Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No. LS 5.16:

If the answer to number 5.15 is yes, did PW provide any verbal information or
documents regarding the impact of this change? Is yes, please provide this
information.

Response:

Pinnacle West verbally explained an example of a calculation similar to Table A,
which is inlcuded in Exhibit D of Pinnacle West Capital Corporation's April 21, 2000
FERC filing. Pinnacle West also sent a letter to Citizens, dated April 17, 2000,
explaining the impacts of the change. Copies of Table A and the April 2000 letter
are attached.

c



CITIZENS COMMUNICATIONS COMPANY
ARIZONA EIEECTRIC DMSION'S RESPONSES TO THE

RESIDENTIAL UTILITY CONSUMER'S OFFICE
FOURTH SET OF DATA REQUESTS
DOCKET no. E-01032C-00-0751

October 9, 2001

Data Request No. 4.16
What is the cost per kph of operating the Valencia unit?

Respondent: Sean Breen

Response
The "Valencia unit" is actually three gas turbine units. Based on the average
heat rate of 17,903 Btu/kWh from recent turbine runs, and a fuel oil ~cost of
$1.00/gallon, the fuel cost for generation would be $.13/kWh. In addition to
the fuel cost,.there is a relatively small-variable O&M cost



l Citizens Communications
Docket No. E-010320-00-0751 `

Arizona Corporation Commission's Eighth Set of Data Requests

Witness: Carl Dabelstein

Data Request No. 8.37:

When were the improvements that were madeto the Valencia generators started
and completed?

Response:

Such expenditures were made during the period from the Fall 2000 through Spring
2001.

o



Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No.LS 5.44

Please provide the APS/Citizens' MOU dated May 18, 2000, which is referenced in
the August 2000 power bill

Response

A copy of the requested document is attached
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I Citizens Communications
Docket No. E-010320-00-0751 .

Arizona Corporation Commission's Seventh Set of Data Requests

Witness: Sean Breen

Data Request No. 7.07:

For what specific reason, and on what date,'did negotiations on the new contract
that was envisioned in the May Mou Case?

Response:

Citizens suspended its negotiations on the restructured contract in mid-July 2000,
following receipt of its power bill for June 2000, and switched its focus to discussions
with APS/PWEC to establish the propriety and reasonableness of unprecedented
high bills. Discussions on contract restructuring resumed in August, but abruptly
ended on August 29, 2000, when APS/PWEC withdrew a commitment made earlier
in the negotiations. The attached document is a copy of a memorandum prepared at
that time of the reversal of position by APS/PWEC. Certain confidential information
has been redacted from the memorandums The redacted information will be
provided for review to APS/PWEC with a request that it release the data to Staff.

1

•



Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commission's Eighth Set of Data Requests

Witness: Sean Breen

Data Request No. 8.09

The July Revision 1 bill and the August bill have a footnote "This invoice was based
on the APS/Citizens Memorandum'of Understanding Dated May 18, 2000." Did
these bills revise Schedules B and C?

Response

From Citizens perspective, the replacement contracts envisioned in the May 18
2000, MOU were never executed. Therefore it was a unilateral decision on the part
of APS/PWEC to bill Citizens beginning July 2000 under the terms of the MOU. As
set forth under provision No. 1 of the MOU, Service Schedules A Off-Peak, B, and C
were to be repriced as a single block of energy, based on terms described
thereafter. Citizens never formally accepted the contract modifications envisioned in
the May 2000 MOU, and therefore, did not regard the July billing as revising
Schedules B and C. All bills from May 2000 onward were paid under protest
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Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commissloo's Seventh Set of Data Requests

Witness: Paul Flynn

Data Request no. 1.01

Please explain, .in detail, why you decided notlo pursue your dispute with APS over
contract interpretation

Response

Citizens takes issue with the characterization in this request. Citizens has
committed substantial resources .to pursuing its contract dispute with APS at some
length, including, as discussed in the testimony, collecting extensive purchase
power and other data from APS and intensively reviewing that data

As stated by Mr. Breen in his Direct Testimony (at p- 4, ll. 14-18), "[g]iven the
inevitability of a protracted legal process, the uncertainty of the outcome of the
litigation, and the reality of continuing high charges under the PSA, Citizens shifted
its focus to the possibility of negotiating prospective changes in the contract

The 1995 Power Service Agreement, its service schedules, the rate stipulations
underlying those schedules, and the letter of intent and other agreements that
preceded.it, are complex and, 'viewed aS a whole and with the benefit of hindsight
include some apparent ambiguities. The purchased power pricing methodologies
employed by APS in connection with the PSA, and FERC's policies on system
incremental costs, requirements contracts, coordination contracts, and similar
matters, add greatly to the complexity of the pricing analysis under the PSA. This
complexity, the ambiguities in the PSA and related agreements, and the difficulty in
applying their terms in the context of extremely high wholesale power market prices
that, it can fairly. be said, were not previously contemplated by any of the parties to
this agreement, or by the regulators that reviewed this agreement over the years,
significantly increase the uncertainty. of the outcome of any litigation over the PSA

What is more certain is that a litigation outcome likely Would take several years, and
that interim relief would be difficult to obtain in any contract action. Two litigation
options were considered: a civil lawsuit in state court and a complaint to the FERC
Neither of these alternatives proved to be attractive. In addition to the Concerns
expressed above as to the likelihood of ultimate success



01/11/02 FRI 15:38 FAX 602 265 3415 CITIZENS UTILITIES ET004

•

o Citizens Communications
. Docket No. E-010320-00-0751 .

Arizona Corporation Commission's Seventh Set of Data Requests

Witness: Paul Flynn

Data Response No. 7.01 Cont:
\

•

•

Considerations of time and cost weighed.heavily in the decision not to pursue
litigation. It was estimated that,. depending on the alterative pursued, litigation
would not be Concluded for 3 to 5 years from inception. Litigation costs, through
appeal, were estimated in the hundreds of thousands of dollars. In addition,
because the company had been unable to obtain some sort of interim relief from the
Arizona Commission that would allow for the collection of power costs during the
pendency of any litigation regarding the PSA, the PPFAC bank balance would
continue to grow. Assuming power costs remained at levels that the company had
experienced for the past year, the bank balance could be expected to exceed $200
million by the.time litigation was concluded. .

The surest path to immediate relief to avoid a repeat of the high charges .
experienced in the Summer of 2000 was to negotiate new prospective contract
terms, which is the path Citizens prudently followed..

•

•



l Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commission's Seventh Set of Data Requests

Witness: Carl Dabelstein

Data Request No. 7.12:

If not, is there still a dispute outstanding regarding bills from the summer of 1999.

Response:

There remain no outstanding disputes with APS with respect to power supply bills
for the summer of 1999.

•



»
Citizens Communications

Docket No. E-01032C-00-0751 »
Arizona Corporation Commission's Sixth Set of Data Requests

Witness: Sean Breen

Data Request No. 6.19:

Please explain what options CUC could have used to hedge the price of power
under the APS contract against high-price outcomes such as those that occurred in
summer 2000? For each type of hedging option that was available, please explain
why CUC did not utilize it.

Response:

•

Information about energy price hedging techniques and mechanisms is generally
available. Citizens sought approval in its original filing for implementing energy risk
management initiatives and asked that the Commission establish guidelines for
recovering costs of such initiatives. Citizens did not implement these initiatives in
the past because: 1) it believed that its contract with APS/PWEC shielded
customers from high prices, and 2) the absence of prior approval and guidelines
from the Commission were necessary before proceeding.



l Citizens Communications
Docket No. E-01032C-00-0751

Arizona Corporation Commission's Eighth Set of Data Requests

Witness: Sean Breen

Data Request No. 8.22:

Did you pursue this issue with APS? If so, what was their response. Provide any
written material on this issue.

Response:

This issue was discussed with Aps, mainly in the conte of face-to-face meetings.
Their'response was that the APS/PWEC interpretation of the contract allowed them
to allocate costs in the manner described in the response to Data Request 8.21 .
The confidential materials provided (following APS/PWEC sign-off) in connection
with Data Request 8.03, addresses this issue. Please see, in particular,
correspondence from APS/PWEC dated September 7, 1999.

I
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I Citizens Communications
Docket No.E-01032C-00-0751 .

Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No. LS 5.02:

Is it Citizens' testimony that it has decided not to pursue recovery from Pinnacle
West of any of the $85 million under-recovery? If yes, when was this decision .
made, and by whom? HasCitizens made any commitment to APS or to Pinnacle
West not to pursue recovery of any of these costs?

Response:

•

It is Citizens' testimony that agreement with APS/PWEC to restructure the
then-existing power supply arrangements was intended to resolve all contested
matters. Please see the response to Staff Data Request LAJ 4.2 for a chronology of
the discussions between the companies. Citizens' senior management made the-
decision to. explore alternative means for resolution of the existing matters. There
are no written agreements concerning any commitment to APS/PWEC not to pursue
recovery of costs under the former power supply contract.

•

•



I Citizens Communications
Docket No. E-01032C-00-0751 V

Arizona Corporation Commission's Eighth Set of Data Requests

Witness: Sean Breen

Data Request No. 8.24:

If the answer to 8-19 is no, what was Citizens rationale for not pursuing this issue?

Response:

As noted in the response to Data Request No. 8.23, Citizens would have argued
this issue if it had pursued litigation or a FERC complaint to resolve its disputes with
APS/PWEC. As indicated in Citizens' application and testimony, Citizens regarded ,
the litigation to be uncertain, costly, and time-consuming and instead resolved `
matters by entering a new contract with APS/PWEC, which provided significant cost
benefits.



CITIZENS COMMUNICATIONS COMPANY
ARIZONA ELECTRIC DMSION'S RESPONSES TO THE

RESIDENTIAL UTILITY CONSUMER'S OFFICE
FOURTH SET OF DATA REQUESTS
DOCKET no. E-01032C-00-0751

October 9, 2001

Data  Reques t  No . 4.2
Please provide a month-by-month detail of the $87 million calculation. In
particular, show specifically how the changes in the Western wholesale
power market prices have increased the balance of unrecovered /costs as
claimed on page 2, lines 9-11 of the Amended Application

Resp ond en t : Sean Breen

R e s p o n s e
Please see the attached spreadsheet for the requested data. Thelin
entitled "Average $/Sales" provides an indicator of when wholesale market
prices increased the unrecovered costs. It replicates the data that was
submit&ed~to Staff on the monthly pp=Ac reports. In 'each month where the
Average $/Sales" exceeds $0.05194/kWh, the base PPFAC charge fn

Citizens' rates. the bank balance was increased for that month. Months
where this value greatly exceeds the base charge indicate months where the
high wholesale power costs, as exhibited by the charges in APS Service
Schedules A and B, materially impacted the PPFAC bank balance
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Proxypurehaseowower Costs (Greater than 10 cents)

.4

L
1

•

Schedule A
Billing Energy Total Amount

0 so
g. $0
0 $0
0 S0
0 so
0 so
0 $0
0 SO
0 so

1.194.263 5494.477
1.455,378 $507,635

77,376,000 88,931,151
77_37E.D00 S10,225.703

o so
o so
o $0
0 $0
o so
0 so
0 _ $0
0 $0

77,155,987 $12,467,315

Schedule B
Billing Energy Total Amount

1,105,821 5170.941
0 so

149,172 $25,732
0 $0
0 so
0 $0
0 so
0 $0

969,639 5162,301
5,695,644 31,937,635

141189,581 54,588,811
57,578,826 $8,763,275
59,074,510 $11,050,350
33,725,016 . $4,503,574
11 ,609.245 SI ,299,237

0 so
9,370,157 969,460

15,054,727 $2,040,529
10,753,939 51,084,851

0 so
6,915,427 $1,310,235

29,885,364 86,612,985

Aug-99
Sep-99
Oct-99
Nov-99
Dec~99
J8n-00
Feb-00
Mar-00
Apr-00

May-00
Jun-00
Jul-00

Aug~00
Sep-00
Octtoo
Nov-00
Dec-00
Jan-01
Feb-01
Mar-01
Apr-O1

May-01
Jun-01 0

Total 234,557,829 532,828,282 255,888,868 $44,519.919

Proxy ApS-Owned Unit Costs (Less than 10 cents) 5.

4\ 0• schedule B
Billing Energy

37,931,559
29,005,475
14,557,280
3.558.610

14,278,845
13,403,372
8,203,016
9,096,184

15,357,746
24,836,985
25,424,939

0
0
0
0.

7.729,109
0
0

.. 0

6_442,a3a~
0
0

Total Amount
$2,137,206
so ,505.570 .

$863,109
$150,447
$561 .838
$552,794
s331,179
$350,657
5855,109

$1 .694,:-11 a
s2,992,801

$0
so
so
so

$587,004
so

. $0
o so

$479,804
so
so

Aug-99
Sep-99
Od-99
NOv-99
Dec~99
Jan~00
Feb-00
Mar-00
Apr-00

May»00
Jun-00
Jul-00

Aug-00
Sep-00
OCl-00
Nov-00
Dec-00
Jan.01
Feb-01
Mar-01
Apr-01

May~01
Jun-01

Total

Sduedule A
Billing Energy

94,982,700
85,514,833
77,531,855
73,772,536
81 .118.695
30,461 ,551
73,532,587
w.874,910
75,753,880
s:s,077,204
90,382,701

0
0

74,840,319
75,451 .519 ..
74,725,253
77,359,135
77,352,455
»:e.809,67a
45,844,709
.1 4.014.557

0
147,722,016

1,58-8,132,203

Total Amount _
$3,516,284
53,255,299
52,978,552
$2,855,827
83,005,095
$2.919.401
$2,790,252
52,857,080
$2,838,347
$4,884,316
56,732,371

so
so

S6.577, 100
$4 ,s15,717
s2.7ae.93s
$3.712,780
55,903,482
$5,095,570
s4;357, 130
$5,234.351

so
$8,098,677

S85,924,775 209.846,019 S13.0S1.835
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Schedule c - Proxy Purchased Power Costs

CeilirnglFloor
Purchased

BitEr»g Energy Total Amount Power
Aug-99
Sep-99

Nov-99
Dec-99
Jan-00

Mar-00

2,527,863
17,331,201
17,198,476
1s.460.357
13,885,309
14,280,375
15,056,139

51,259,174
52,788,730
s4,010,38a
52,215,578
$1 .525.994
51,059,618
$1,027,143

Ceiling
Floor
Floor
Floor

Ceiling
Ceiling
Ceiling

M ay-00
Jun-00
Jul-00

Aug-00
Sep-00
Oc!-00

Nov-00
D e c - 0 0
Jan-01
Feb -01
Mar -01
Apr -01

M ay-01

14.965.867
14,221,218
13,711,013

51,226,913
$2,061 ,548
$3,070,449

Floor
Floor
Floor

39541818 520.246,737

Schedule C - Proxy APS»Owned Unit Costs
Nominal Charge

Aug-99
Sep-99

Nov-99
0ec:-99
Jan-00

BiI§ng Energy
2.573.888
2,523,895
21938,552
8.959.941
4. 195.215
3,494,536
6.441 .308
5.020.972
1.049.358
1.789,B98

Total Amount
S289.550
$238,777
5253,464
$387,206
$179.438
$164.451
$263,622
8220.762
$146,230
5491.939

Mar-00
Apr-00

May-00
JuI'l*0Q
Jul-00

Aug-00
Sep-00

Nov-00

Jar\-01
Feb~01
Mar-01
Apr-01
May-01
Jun-01

15.345.130
14.455,004

$2.215.432
51,456,858

9,787,807 56,285,828



6

LAJ 4.15: Re: Application, Page 7, Line 17, provide documentation that verifies that the
10.69 percent energy loss rate was used in the last rate case.

I

Respondent: Sean Breen

Response: Please see the memo attached from James L. Harrison, Citizens' consultant who
conducted the research related to this loss factor calculation, and the
accompanying spreadsheet. 9

Sb
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•
From: .Tim Han~is,g;n_ [iharrison@manapp.corn]

__ Sent: Thursday, August 23, 2001 5:19 PM
"to: Sean Breen, Rebecca Weber
Sc: Cal Vath
Subject: Losses .
After some deliberation and research Carl and I have come to the following conclusions:

The unbundled-SupplyPPFAC rate (excluding any transmission charges) that corresponds to the new APS
contract (S0.05879 //kwh at their interconnection tO WAPA) should be $0.06583 based on the losses
implicitly utilized by the ARC (l0.69%) in establishing the current figure of $0.05194 (sum flAPS and
WAPA charges) . ,

Q

The original PPFAC rate was computed by dividing test year energy costs by test year metered sales, .
so neither the Company, the staff nor the ACC presented data On appropriate loss factors . 'Hue rate case
loss factor calculations are based on a number of assumptions:

`-"Car1's calculations are show on the attached file. As a test of the reasonableness of this figure, We
computed a similar loss factor for the period 1997 to 1999. One would expect that the significant post-test
year improvements in the transmission and distribution would reduce losses. The comparative figure of
10.06% is consistent with these facts, validating the rate case loss factor Of 10.69%.

1. Purchases from APS referred to iii Sylvain LaCasse's testimony (Energy of ScheduleSJI.-1)
represent metered quantities at the WAPA interconnections with CU-AED (this assuiuciption is based
on Resal Crave and Terri Rice confirming tha1"APS purchases are metered at this poiNt) ,

,:2. WAPA losses in the rate case's test year were 4.00% (the best recollection oflResal Craven is that
they haven't changed), .and . '* .

3. Staff calculations to revise Company sales figures (that developed the .05194 rate) employed the
same loss factors as the Company computed (the staflfworkpapers compute incremental Purchased
power costs by multiplying their revised sales figures times average purchase power costs, implicitly
using the loss factor in the Company's initial filing).

from the office of:
James L. Harrison -.>-
Management Applications Consulting, Inc.
2921 Windmill Road Suite 4
Siring Spring, PA 19608
eMail: jharrison@manapp.com
Phone: 610 670 9199
Fa\'z 610 670 9190

P 1..8 . av

•
a4
i

4,•.Q
. . ¢ "

•
10/1/2001 2'58 PM

loft 4.



CITIZENS UTILITIES

A THE FOLLOWING IS AN EXCERPT FROM A STUDY SHOWING THE TOTAL SALES IN KWH

B BASED ON_J'HE DIRECT TESTIMONY OF SYLVAIN LACASSE IN SEPTEMBER 1995
FROM EXHIBIT SJL-1 SHOWING PU-RCHASE POWER COSTS

C TO DETERMINE THE "Loss AMOUNT

2

4
5

12

10/1/2001
LOSSES FOR PRIOR RATE CASE QUESTION R11.xls Sheetl



I Citizens Communications
Docket No. E-010320-00-0751 .

Arizona Corporation Commission's Fifth Set of Data Requests

Witness: Sean Breen

Data Request No. LS 5.57:

Please calculate the weighted average of these "loss rates" over these .6 years.

0
Response:

The weighted average is calculated in the attachment file, Weighted Average for LS
5_57.xls. In responding to this request, an error in the reported Sales and
Purchases data was discovered. (The Loss Rate figures were correct and do not
change.) This correction is reflected in the attachment.

•

•



Corrected version for LS 5.57:
. Sales Purchases

1995

1996
1997 14.IME

1998
1999
2000

The table as previouslyreported 'm LA]4.16:
' Sales Purchases
1995 951,745 1,048,714
1996 953,933 1,051,510
1997 959,033 1,060,422
1998 965,040 1,067,947
1999 968,680 1,076,841
2000 1 ,205,243 1 ,354,994

Loss Rate
951,745 1,006,765 5.47%

6.22%
7.05%
5.47%
5. 18%

11 .05%
6.89%

Loss Rate
9.25%
9.97%

10.76%
9.25%
8.97%

11.05%

LE 55? CLi'|'4d4 m¢n-I-

1,205,243
6,438,812

1,354,994
6,915,253

The weighted average of the loss rates is calculated as follows:

Total Sales for the 6 years = 6,438,812
Total Purchases = 7,146,930

l - (6,438,812 I7,146,930) = .09908 or 9.91%

s



Attachment S-3

Timeline of Events Regarding CUC/APS Contract

June-95 Contract Deliveries Begin

July-98
August-98

Large spot market price increases in eastern markets.
ICE predicts 1-in-3 chance of price spikes in California.

APS re-bills for 1998 contract deliveries.
Citizens protests Aps' 1998 bills. Large spot market price increases in eastern markets.
Citizens learns that APS' SIC calculations include reliability purchases.
Citizens begins to debate SIC interpretation with APS

Q

May-99
June-99
July-99

August-99
September-99

October-99
November-99
December-99

January-00
February-00

March-00
April-00

May-00

APS asks Citizens to discuss market pricing filing
Citizens and APS sign Memorandum of Understanding, Citizens and APS begin negotiations regarding
contractual issues
Citizens receives high APS bill for May deliveries
APS bills for June 2000, and re-bills for May and June 2000, Initial results of Audit of APS' Bills
APS bill for July deliveries refers to new contract, Citizens objects

Citizens begins work on Valencia units

June-00
July-00

August-00
September-00

October-00
November-00
December-00

January-01
February-01

March-01
April-01
May-01

June-01
July-01

August-01
September-01

Omober-01
October-01

Valencia units run for economic reasons
Citizens billed retroactively on new contract
Citizens and APS sign new contract
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Attachment S-6
Page 1 of 2

Average Summer (Jun-Aug) Temperature
Arizona 1990-2001

Year
2001

Rank'
Temperatu Based on

Deg. F 1990-2001
79.3 9

Rankl
Based on
1895-2001

95

1998 78.5 6
1997 78.1 4
1998 80.7 11
1995 78.5 6
1994 81 .4 12
1993 78.2 5
1992 77.1 1
1991 77.1 1
1990 78.6 8

Source: National Climactic Data Center
1 Highest temperature rank denotes the hottest
year for the period. Lowest temperature rank
denotes the coldest year for the period.

80
71
105
80
106
76
43
43
84

\



Attachment S-6
Page 2 of 2

Average Summer (Jun-Aug) Temperature
California 1990-2001

Temperature
Deg. F

Based on Based on
1990-2001 1895-2001

10 89

51

12

Source: National Climactic Data Center

Highest temperature rank denotes the hottest
year for the period. Lowest temperature rank
denotes the coldest year for the period
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1988 40.3% 24.3% 33.3% 12.2% 35.9% 19.1%.
1989 35.6% 23.5% 29.4% 17.1% 32.8% 13.6%
1990 34.6% 21.8% 33.3% 10.4% 32.7% 5.9%
1991 28.4% 13.4% 30.3% 11.2% 27.5% 25.9%
1992 27.1 % 17.8% 24.8% 9.1% 28.5% 15.7%
1993 24.4% 14.5% 23.4% 13.2% 28.9% 17.4%
'i 994 24.3% 16.0% 20.7% 8.8% 22.0% 13.2%
1995 19.6% 18.4% 14.3% 10.3% 20.0% 9.3%
1995 21.0% 15.7% 22.4% 6.0% 14.7% 7.7%
1997 23.7% 14.0% 19.1% 3.7% 15.1% 3.7%
1998 21.5% 18.7% 12.8%

s-q u1 | 9| v

4581 3 1
interrupted. These customers receive a rate discount for accepting the risk of being curtailed
The market signal they send is not one that places a value on reliability

Table 111-2 shows what the forecasted and actual peak demand reserve margins would have been
over the last ten years, for the same areas inTable 111-1, after meeting interruptible (nontirm)
loads. Table 111-2 clearly illustrates that as reserve Margins shrink, interruptible load customers
that choose not be curtailed under tight supply conditions will adversely impact system
reliability. Had the California ISO been in operation in 1997, it would have had to issue a Stage
II alert. The ISO would have requested that the utility distribution companies (UDCs) curtail
their interruptible load customers because they would have been unable to maintain a minimum
operating reserve of 5 percent

Table 111-2
Forecasted vs. Actual Reserve Capability

Af ter Serving Interruptible Loads

In 1998, the WSCC changed the boundaries of the reporting regions. The forecasted values for 1997 reflect the old
boundaries. The actual value reported for 1997, and the forecasted values of 1998, are for the redefined regions
Southern Nevada is included 'm the Arizona-New Mexico region. The new California region includes MexicO
Source:10-Year Coordinated Plan Summary, Wester Systems Coordinating Council, Issues May 1987 throughMay

It is widely acknowledged that greater demand elasticity is needed in this new competitive
electricity market, not only for improving system reliability during peak demand hours, but as a
means to limit volatility in market prices and improve overall market efficiency. The UDCs are
designing participating load agreements so that large or aggregated customers can choose to shed
load when the price would otherwise be higher than they are willing to pay. The UDC will then
be able to bid the demand of participants into the PX market like any other resources

The ISO does not count interruptible load as part of its operating reserve because: 1) it is not available in ten
minutes, 2) it involves a voluntary action on the part of the customer, and 3) it is not directly under their control
because it entails a contract between the UDC and end-use customer under a CPUC tariff
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Attachment S-9

1999 FORECAST- Arizona/New Mexico
APRJAN FEB MAR MAY JUN JUL A U G SEP OC T NOV D EC

PEAK DEMAND - MW

RESOURCES

FIRM/JOINT IMPORTS

FIRM/JOINT EXPORTS

NET EXPORTS/IMPORTS
JOINT TRANSFERS
NET FIRM TRANSFERS*
PLANNED PURCHASES/SALES

3,149

3,444

(295)
-622

3,177

3,444

(267)
-621

2,805

3,444

(639)
-573

2,739

3,444

(705)
-725

1,859

3,433

(1,574)
-960

1,523

3,433
(1,910)

-1490

1,527

3,433

(1,906)
-1706

1,521

3,433

(1,912)
-1815

1,571

3,433

(1,862)
-1299

2,800

3,433

(633)
-1315

3,408

3,444

(36)
30

3,364
3,444

(80)
-40

*NET EXPORTSNMPORTS LESS JOINT PARTICIPATION TRANSFERS 0v11nUs SIGN INDICATES PURCHASE).
JOINT PARTICIPATION GENERATION IS INCLUDED BY TYPE UNDER "RESOURCES" IN EACH PARTICIPANT'S AREA.
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Attachment S-15

Potential Power Cost Savings
from a Forward Purchase

Power Purchased for Third Quarter 2000 Delivery

Purchase
Month

Jan
Feb
Mar
Apr

Price for 3rd Quarter Delivery
Avg Price* Service Feel Price to CU

$57.50 $2.00 $59.50
$60.72 $2.00 $62.72
$66.33 $2.00 $68.33
$67.01 $2.00 $69.01

Potential 3rd Quarter Savings with 100 MW On Peak Block
Purchase Deiivery Month

Month Aug
Jan $4,894,636
Feb $4,755,631
Mar $4,513,165
Apr $4,484,075

July
$3,685,899
$3,552,042
$3,318,555
$3,290,544

Sep
82,319,725
$2,185,868
$1 ,952,382
$1,924,370

T ot a l
$10,900,260
$10,493,542

$9,784,103
$9,598,989

1 Average price of all listed transactions in given month for 3rd quarter del every
2 Hypothetical transaction fee Citizens would need to pay to APS.



Attachment S-16

Explanation of SIC Calculation (APS method)

To determine the SIC by contract schedule two central pieces of information are needed
The first is hourly detail for Citizens' load by contract schedule and the second is the
hourly data on which APS owned units were run and the purchases made by APS for that
hour's load. The hourly data for APS' owned units and purchases must contain the total
output (MW) of the units and the size of any purchases MW) as well as the Cost for the
output and the purchases ($/MWh). APS' method of calculating the SIC features the
following steps

1. Sort the hourly data by $/Mwh in ascending order so that the most expensive unit
or purchase is located at the bottom of the list or stack

2. Compute the total hourly billing load by contract schedule

3. Apply any Schedule C load to the most expensive unit or purchase from thgstack
If that unit or purchase sufficiently covers the entire C load any remaining
available capacity is applied to Schedule B load. If there is no schedule C load in
that hour, than Schedule B is priced at die most expensive unit or purchase in the
stack. Likewise if there is also no Schedule B load in that hour. the most
expensive unit or purchase gets applied to Schedule A. If the most expensive
or purchase does not sufficiently cover the entire Schedule C load proceed to the
second most expensive Lmit used to cover any remaining C load.

4. Continue up the stack in descending cost until the entire schedule load is covered.
If more than one unit or purchase is used, a weighted average is computed for that
contract schedule's SIC.

5. Repeat for Schedule B and lastly for Schedule A.
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