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MESQUITE GROUP’S
POST-HEARING BRIEF

Pursuant to the directive of Chief Administrative Law Judge Lyn Farmer, Mesquite
Power, L.L.C., Southwestern Power Group II, L.L.C. and Bowie Power Station, L.L.C.
(collectively “Mesquite Group™) hereby submit their Post-Hearing Brief in the above-captioned
and above-docketed proceeding.

L
INTRODUCTION
A. Background Overview.

The Mesquite Group is comprised of three (3) entities: (i) Mesquite Power, L.L.C., which
has owned and operated a 1,250 MW natural gas-fired combined cycle generating facility near
Arlington, Arizona since 2003; (ii) Bowie Power Station, L.L.C., which has received a
Certificate of Environmental Compatibility and related authorizations to construct a 1,000 MW
natural gas-fired combined cycle generating facility near Bowie, Arizona, and (iii) Southwestern
Power Group II, L.L.C., the Project Manager for the SunZia Transmission Project, a proposed
460 mile, double-circuit 500 kV transmission facility, which will enable the transmission of

electricity into Arizona from renewable energy generation facilities located in New Mexico.!

' Tucson Electric Power Company and the Salt River Project are also participants in the SunZia Transmission
Project.
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The members of the Mesquite Group participate as actual and prospective sellers in the

competitive wholesale power supply market in Arizona. Originally, their participation relied
upon conventional sources of generation, such as natural gas-fired combined cycle electric
generation facilities. In more recent years, the members of the Mesquite Group (or affiliated
entities) have begun to include generation projects which utilize renewable energy technology in
their respective business plans and marketing activities.

Arizona Public Service Company (“APS”) has been and continues to be a major
participant and purchaser in the competitive wholesale power market in Arizona. As a
consequence, APS’ financial condition, as reflected in its credit metrics and bond ratings, is of
substantial interest and concern to the members of the Mesquite Group. Simply stated, APS’
creditworthiness (or lack thereof) has a direct and substantial bearing (i) upon whether potential
sellers, including the members of the Mesquite Group, are able to extend long-term credit
arrangements to APS; and, if so, (ii) upon what terms and conditions. In that regard, the
members of the Mesquite Group have actively participated in all of APS’ emergency and
permanent rate cases since 2003.

In addition, APS’ creditworthiness is also of critical importance to its ratepayers, its
shareholders and the State of Arizona as a whole. As the evidentiary record in this proceeding
discloses, APS does not own enough generation resources to fully satisfy the requirements of its
customers for electric service. APS witness Guldner characterized this as a “net short position”
for the company. As a consequence, APS must look to the competitive wholesale electric market
to supply a significant portion of its electric power resource requirements, and that situation is
likely to continue for the foreseeable future. In that regard, APS has financial and practical
limitations upon the amount of debt and equity it can issue at any given point in time; and, its
capital expenditure needs are not confined to electric generation facilities. Rather, they include

transmission (including substation) and distribution facilities as well.
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B. Mesquite Group’s Settlement Objectives and Position.

A major objective of the Mesquite Group in this case was to achieve an end result which
would place APS in a sound financial position, consistent with the interests of APS’ ratepayers
and shareholders, thereby ending the pattern of annual rate proceedings and financing instability
which has surrounded APS in recent years. A second and related major objective was to retain
that policy statement recognition of the importance of the competitive wholesale power market
to Arizona’s energy future, which the Commission established in the Track “A” and Track “B”
proceedings in 2001, and has reiterated on a number of occasions since then. As the Commission
is aware, sometimes the most appropriate power resource choice for an electric utility is a long-
term Purchased Power Agreement (“PPA”) or the acquisition of a developer-build project. Other
times, the most appropriate choice may be a self-build decision by the utility. However, each of
these power resource options requires a financially sound electric utility.

The Mesquite Group believes that the June 12, 2009 Settlement Agreement which is now
before the Commission provides for the realization of the aforesaid two (2) objectives, as well as
many of the objectives of the twenty-one (21) other signatory parties.” Significant in that regard,
is the explicit recognition in Paragraphs 1.4, 1.7, 1.15 and 3.4 of the Settlement Agreement of the
direct relationship between APS’ financial condition and its ability to avail itself of favorable
purchase opportunities in the competitive wholesale power market, incident to the company
positioning itself to better serve its customers’ future electric service needs.’

C. Scope of Mesquite Group Brief.
As noted above, there are a total of twenty-two (22) signatory parties to the Settlement

Agreement. Only one (1) party of the record did not execute the document, and her interest area

% Pursuant to the Procedural Order issued on April 25, 2009 in this proceeding, the Mesquite Group filed the
prepared Direct Testimony of Leesa Nayudu in support of the Settlement Agreement. Ms. Nayudu is the Director of
Origination for Sempra Generation, which owns Mesquite Power, L.L.C.; and, she also was testifying on behalf of
Bowie Power Station, L.L.C. and Southwestern Power Group II, L. L.C. In that regard, Ms. Nayudu’s testimony
specifically addressed Sections I (Recitals), 11 (Rate Case Stability Provisions), VIII (Equity Infusions), XIII
(Periodic Evaluation) and XV (Renewable Energy) of the Settlement Agreement; and, it was received into evidence
as Exhibit Mesquite-1 in the instant proceeding. A copy of that exhibit is attached to this Post-Hearing Brief as
Appendix “A,” and is incorporated herein by this reference.

3 The existence of this direct relationship was also acknowledged by APS witnesses Hatfield and Guldner,
Commission Staff witness Abinah and RUCO witness Johnson during their respective cross-examination by counsel
for the Mesquite Group.
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is of a discrete nature within the overall context of the Settlement Agreement, albeit an important

one. Given the multitude and complexity of questions addressed and resolved through the
settlement negotiation process, as well as the number of parties and diversity of interests
involved, the Settlement Agreement now before the Commission represents a remarkable
accomplishment. In the opinion of the signatory parties, the Settlement Agreement also
represents what they believe is a balancing of sometimes competing specific interests which is
consistent with the general “public interest.”*

In this Post-Hearing Brief, the Mesquite Group discusses those aspects of the Settlement
Agreement which it believes it is best in a position to offer informed comment upon. It will
defer to other Signatory Parties to address those aspects or matters which are of particular
importance to them and/or within their respective areas of competence or expertise.

IL
DISCUSSION

A, APS’ Creditworthiness.

As previously noted, Paragraphs 1.4, 1.7, 1.15 and 3.4 of the Settlement Agreement
explicitly recognize, and the testimony of several parties also acknowledges, the direct
relationship between APS’ financial condition and its ability to avail itself of favorable purchase
opportunities in the competitive wholesale power market, incident to the company positioning
itself to better service its customers future electric service needs. Various provisions throughout
the Settlement Agreement are intended to address and significantly improve the “financial
condition” aspect of this relationship. Those provisions include the following:

1. A rate case stability plan which covers the period of January 1, 2010 through

December 31, 2014 [Section II, Paragraphs 2.1 through 2.5];

2. A $196.3 million non-fuel Base Rate Increase, inclusive of the $65.2 million interim

increase granted in 2008 [Section III, Paragraphs 3.1 through 3.4]; plus, an additional

increase of $137.2 million in base fuel costs [Section III, Paragraph 3.6];

* Paragraph 1.16 of the Settlement Agreement summarizes the twenty-three (23) benefits which the Signatory
Parties believe the Settlement Agreement provides, and they are listed in six (6) different subject matter categories.
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10.

The commitment of APS to reduce its expenses on an annual average basis by $30

million for the period of January 1, 2010 through December 31, 2014. [Section VII,
Paragraphs 7.1 through 7.4];

The commitment of APS to complete equity infusions of at least $700 million
between June 1, 2009 and December 31, 2014 [Section VIII, Paragraph 8.1];

The commitment of APS to use its best efforts to (a) maintain investment grade
beneficial ratios and a balanced capital structure, and (b) improve its financial metrics
and bond ratings [Section VIII, Paragraphs 8.2 and 8.3];

The commitment by APS to prepare and submit to the Commission and the Signatory
Parties, within120 days from Commission approval of the Settlement Agreement, a
plan detailing the measures APS intends to take to maintain and improve its financial
ratings with the credit rating agencies [Section VIII, Paragraph 8.4];

The allowed deferral by APS for future recovery of a portion of its annual Pension
and OPEB costs above or below the test year level in 2011 and 2012, subject to the
limitations specified in the Settlement Agreement [Section IX, Paragraphs 9.1
through 9.5];

The treatment of Schedule 3 funds received by APS as revenues during the period
from January 1, 2010 through the earlier of December 31, 2012 or the conclusion of
APS’ next general rate case [Section X, Paragraphs 10.1 through 10.7];

The prospect of an adjustment of depreciation rates associated with an extension of
the operating license for the Palo Verde Nuclear Generation Station [Section XI,
Paragraphs 11.1 through 11.5]; and,

The Performance Measures, Reporting Requirements and Benchmarking Study
provisions of the Settlement Agreement, which will augment the opportunity to
improve its financial soundness afforded to APS by virtue of the Settlement

Agreement as a whole [Section XIII, Paragraphs 13.1 through 13.5].
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Because of the foregoing provisions, the Mesquite Group believes that Commission
approval of the Settlement Agreement would afford APS with an opportunity to materially
improve its current financial condition (and resultant creditworthiness) in a manner that is
consistent with the best interests of APS’ ratepayers, APS’ investors and those who seek to do
business with APS, such as the Mesquite Group. Moreover, APS would be provided with the
opportunity to maintain such improvements over time and hopefully end the cycle of frequent
general rate cases that has been the pattern in recent years. At the same time, as discussed in
Subsection II(B) below, the Mesquite Group believes that the Settlement Agreement provides the
Commission and the Signatory Parties with meaningful means for monitoring and measuring the

manner and extent to which APS undertakes to maximize such opportunity.

B. Monitoring and Measuring APS’ Performance Prospectively.

As noted in Section I(A) above, the Mesquite Group has actively participated in all of
APS’ emergency and permanent rate cases since 2003, which were characterized by a pattern of
annual proceedings surrounded by financial instability. Against that background, the Mesquite
Group participated in the settlement negotiations in this proceeding with a desire to end that
pattern and place APS on the path to a financially sound condition. However, at the same time,
the Mesquite Group was firmly of the view that (i) it was incumbent upon APS to assume a
major role in rectifying its present financial circumstances; and, (ii) the Settlement Agreement
should expressly codify APS’ responsibilities in that regard, and provide various means for
monitoring and measuring its progress. In this manner, the improvement of APS’ financial
condition and creditworthiness could be the result of a balance of combined actions by the
Commission and the Company.

The Mesquite Group believes that the Settlement Agreement which resulted from the
settlement negotiations achieves that balance, and that it provides means by which APS’
discharge of its responsibilities may be monitored and measured prospectively by the
Commission and the Signatory Parties. Significant provisions in that regard include the

following:
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1. The commitment of APS to reduce its expenses on an annual average basis by $30

million for the period of January 1, 2010 through December 31, 2014. [Section VII,
Paragraphs 7.1 through 7.4];

2. The commitment of APS to complete equity infusions of at least $700 million
between June 1, 2009 and December 31, 2014 [Section VIII, Paragraph 8.1];

3. The commitment of APS to use its best efforts to (a) maintain investment grade
beneficial ratios and a balanced capital structure, and (b) improve its financial metrics
and bond ratings [Section VIII, Paragraphs 8.2 and 8.3];

4. The commitment by APS to prepare and submit to the Commission and the Signatory
Parties, within120 days from approval of the Settlement Agreement, a plan detailing
the measures APS intends to take to maintain and improve its financial ratings with
the credit rating agencies [Section VIII, Paragraph 8.4];

5. The Performance Measures, Reporting Requirements and Benchmarking Study
provisions of the Settlement Agreement, which will augment the opportunity to
improve its financial soundness afforded to APS by virtue of the Settlement
Agreement as a whole [Section XIII, Paragraphs 13.1 through 13.5].

In connection with the above, the Commission and the Signatory Parties will be able to
ascertain the extent to which APS endeavors to maximize the opportunity provided to it, in the
event of Commission approval of the Settlement Agreement; and, they will be in a position to
discern the degree of success of APS’ efforts. In addition, they will be in a position to examine
the appropriateness of measures proposed to be undertaken, and actually undertaken, by APS to
discharge its responsibilities under the Settlement Agreement.

The following examples are illustrative in that regard. Paragraphs 8.4 and 13.2(g) of the
Settlement Agreement require that APS prepare and submit a plan detailing the measures it
intends to take to maintain and improve its financial ratings with the credit rating agencies.
Copies of this plan are to be provided to both the Commission and the Signatory Parties. As a

consequence, recipients of copies of the plan will have an opportunity to offer comment in
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advance of implementation as to their perception of the adequacy and appropriateness of APS’
intended measures. This is markedly different from the current situation, where knowledge of
APS’ intent and/or actions is sometimes obtained after-the-fact.

Similarly, the annual Financial Reporting requirements of Paragraph 13.4(b) of the
Settlement Agreement will provide the Commission and the Signatory Parties with a significant
amount of information on an ongoing basis relating to APS’ financial performance moving
forward, and the extent to which it is achieving progress towards the financial and capital
structure targets established for it in the Settlement Agreement. Again, the Commission and the
Signatory Parties will have an opportunity to offer “interim” comment if they so desire, rather
than having to wait until APS’ next rate case.

Finally, and of particular interest to the Mesquite Group, Paragraph 13.4(b)(xii) of the

Settlement Agreement provides that APS’ annual Financial Reporting filing shall include

“Information regarding the Company’s level of major capital
expenditures, and its consideration of available alternatives in
connection with such expenditures for generation facilities.”
[emphasis added]

The Mesquite Group believes that information of this nature will enable both the Commission
and the Signatory Parties to ascertain whether (i) APS is making appropriate capital expenditure
decisions of this nature, and (ii) APS is complying with applicable Commission decisions and
procurement or resource planning regulations. As noted in Section I(B) above, the Commission
has recognized the importance of a competitive wholesale power market to Arizona’s energy
future for a number of years. This provision of the Settlement Agreement will assist in
maintaining the ongoing viability of that market.’ In addition, it should assist in insuring that
APS makes prudent decisions in connection with the allocation of available funds for competing
capital expenditures (generation vs. transmission vs. distribution), given (i) the limitations of
funding from debt and equity issues available to APS at any point in time, and (ii) the availability

of generation resources through PPAs.

* In that regard, the requirement in Paragraph 15.3 of the Settlement Agreement that APS “initiate a competitive
procurement” in the manner therein contemplated, in connection with the “utility scale photovoltaic generation”
project which is the subject of Paragraph 15.3, is consistent with this policy position of the Commission.
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C. Remaining Provisions of Settlement Agreement.

As indicated in Section I(C) above, the scope of this Post-Hearing Brief is confined to
those aspects of the Settlement Agreement upon which the Mesquite Group believes it is in a
position to best offer informed comment; and, it defers to other Signatory Parties to discuss those
aspects or matters which are of particular importance to them and/or within their respective areas
of competence or expertise.

However, in adopting this approach, the Mesquite Group is not limiting its support in
relation to the Settlement Agreement as a whole. To the contrary, it fully supports the Settlement
Agreement in its entirety.

IIL.
CONCLUSION

For the reasons discussed in Sections I and II above of this Post-Hearing Brief, the
Mesquite Group believes that the Commission should approve the Settlement Agreement in its
present form. All of the parties, including the Mesquite Group, have a significant stake in APS
remaining financially healthy and a viable, creditworthy purchaser in the competitive wholesale
electricity markets. However, in the event that the Commission decides to modify the Settlement
Agreement in some manner in order to address the concerns of Intervenor Barbara Wyllie-
Pecora, then the Mesquite Group believes that the Commission should make a corresponding
modification elsewhere (if necessary) in order to provide for offsetting revenue changes which

will maintain the “revenue neutral” principle of Paragraph 10.3 of the Settlement Agreement.

Dated this 7™ of October 2009.
Respectfully submitted,

Lawrence V. Robertson, Jr.

Attorney for Mesquite Power, L.L.C.,
Southwestern Power Group, II, L.L.C. and
Bowie Power Station, L.L.C.

The original and thirteen (13) copies of the
foregoing Post-Hearing Brief will be mailed
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for filing this 7™ day of October 2009 to:

Docket Control

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

A copy of the foregoing Post-Hearing Brief will

be mailed or emailed on October 9, 2009 to:

Administrative Law Judge Lyn Farmer
Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007-2927

Steven M. Olea

Directory, Utilities Division
Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Janet Wagner

Maureen Scott

Legal Division

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Terri Ford

Barbara Keene

Utilities Division

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Kevin Higgins

Energy Strategies, LLC

215 S. State Street, Suite 200
Salt Lake City, UT 84111

Cynthia Zwick
1940 E. Luke Avenue
Phoenix, Arizona 85016

Scott Canty

General Counsel for the Hopi Tribe
P. O. Box 123

Kykotsmovi, Arizona 86039
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Jeffrey J. Woner

K.R. Saline & Assoc., PLC
160 N. Pasadena, Suite 101
Mesa, Arizona 85201

Daniel Pozefsky, Chief Counsel
RUCO

1110 West Washington, Suite 220
Phoenix, Arizona 85007

Stephen J. Baron

J. Kennedy & Associates

570 Colonial Park Dr., Ste. 305
Roswell, GA 30075

Jay 1. Moyes

Karen Nally

Moyes, Sellers & Sims

1850 N. Central Avenue, Suite 1100
Phoenix, AZ 85004

Dennis George

Att: Corporate Energy Manager (G09)
The Kroger Co.

1014 Vine Street

Cincinnati, Ohio 45202

Janice Alward

Arizona Corporation Commission
1200 W. Washington

Phoenix, Arizona 85007

Timothy Hogan

Arizona Center for Law in the Public Interest

202 E. McDowell Rd., Ste. 153
Phoenix, Arizona 85004

David Berry

Western Resource Advocates
P.O. Box 1064

Scottsdale, Arizona 85252-1064
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Jeff Schlegel

SWEEP

1167 W. Samalayuca Dr.
Tucson, Arizona 8§5704-3224

Michael A. Curtis

William P. Sullivan

Larry K. Udall

501 East Thomas Road
Phoenix, Arizona 85012-3205

Thomas Mumaw

Pinnacle West Capital Corporation
PO Box 53999

Phoenix, Arizona 85072-3999

Michael Grant

Gallagher & Kennedy, P.A.
2575 E. Camelback Rd.
Phoenix, Arizona 85016-9225

Gary Yaquinto

Arizona Utility Investors Association
2100 North Central, Suite 210
Phoenix, Arizona 85004

Michael L. Kurtz

Kurt J. Boehm

Boehm, Kurt & Lowry

36 E. Seventh Street, Ste. 2110
Cincinnati, Ohio 45202

John Moore, Jr.
7321 N. 16th Street
Phoenix, Arizona 85020

Amanda Ormond

Interwest Energy Alliance

7650 S. McClintock, Ste. 103-282
Tempe , Arizona 85284

AJ
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C. Webb Crockett

Fennemore Craig

3003 N. Central Avenue, Ste. 2600
Phoenix, Arizona 85012-2913

Nicholas Enoch

Lubin & Enoch, P.C.
349 N. Fourth Ave.
Phoenix, Arizona 85003

Theodore Roberts

Sempra Energy Law Department
101 Ash Street, H Q 13D

San Diego, CA 92101-3017

Carlo Dal Monte

Catalyst Paper Corporation

65 Front Street, Suite 201

Nanaimo, British Columbia V9R 5H9

Barbara Wyllie-Pecora
27458 N. 128th Dr.
Peoria, Arizona 85383

Douglas Fant
3655 W. Anthem Way -A-109 PMB 411
Anthem, Arizona 85086

Lieutenant Colonel Karen White
AFLSA/JACL-ULT

139 Barnes Dr., Suite 1

Tyndall AFB, Florida 32403-5319

Steve Morrison

SCA Tissue North America
14005 West Old Highway 66
Bellemont, Arizona 86015
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