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Arizona Public Service Company Responses
Line Extension Notice of Inquiry

E-00000J-10-0044

In the matter of the Commission's inquiry and potential Rulemaking regarding line
extension policies of electric utilities, including but not limited to, alternative rate designs
related to apportionment and rate recovery of costs of construction and installation of
electric utility line extensions, the use of free footage and/or dollar allowances in line
extension tar iffs ,  the  t rea tment  o f p roceeds associa ted  with line  extensions as
contributions in aid of construction (CIAC) a11d/or revenue, and the ability for diird-party
vendors to contract to install line extensions for electric utilities.

I) What factors should the Commission consider when establishing policies
governing electric line extensions ?

There are two main categories of factors that should be considered when establishing a
line extension policy. First, how does line extension policy relate to overall ratemaking
practices, energy policy, and statewide economic policy? Second, how does one design a
p o licy tha t  is  s t r a ight fo rward  to  ad m inis t e r ,  while  b e ing fa ir ,  eq u it ab le  and
understandable to customers?

As to the first category, line extension policies are today and have been for over a
century, an important ratemaking tool to address the rate impacts of new customers
connecting to an electric system. As a ratemaking issue, line extension policies directly
affect customer rates-if the policy collects less than the cost of the extension, rates for
existing customers must increase to provide the revenue requirement needed by the utility
for the new facilities. On the other hand, new customers and growth help pay for other
embedded costs of the utility system.

One example of a ratemaking issue Mat should be considered when designing a line
extension policy is the general principle that cost responsibility generally should be
aligned with cost causation. In the line extension context, when new customers line
extensions are at higher than the embedded cost reflected in a utility's rate structure, Me
collection of fees from such new customers can offset these higher marginal costs of the
extension and reduce the rate 'impact to existing customers. On the other hand, new
customers do generate new revenues for the utility. So, some line extension policies
reflect a credit or allowance to recognize this fact. In both cases, these practices would
reflect with the ratemaking principle that cost responsibility should align with cost
causation at least as to distribution line extension costs.

As was discussed in prior workshops at the Commission on Hook-Up Fees, growth can
result in costs to the utility and its existing customers beyond just the cost of new
distribution facilities. Thus, in some cases, utilities have established hook-up fees that
collect from new customers additional funds to offset the cost of new electric system,
generation and general plant required to serve growth. Although perhaps beyond the
scope of the discussion in this docket, the Hook-Up Fee example illustrates the broad
ratemaking impacts that can result from implementing line extension and other similar
policies. Similarly, the use of revenue treatment of the proceeds from line extension fees
in the recent APS Settlement Agreement allowed the rate increase approved in that case
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to be significantly lower than would have otherwise been required without changing the
charges to new customers from the then-existing line extension policy.

Another broad policy issue that could be considered is overall state economic policy and
objectives. The historical practice of providing line extensions where the new customer
has not contributed the full cost of the extension has provided a benefit to the segment of
Arizona's economy that depends on new construction and growth. Of course, that has
required that existing electric utility customers shoulder the cost of that new growth. But
that may be an acceptable tradeoff to a  policy maker  that wants to support growth.
Similar ly,  extension and other  costs of electr ic service are often evaluated by new
businesses seeking to locate to the state and compared against those of other states. A
policy maker could conclude that it is reasonable to provide a cost-subsidized extension
to a large company bringing many high paying jobs to the local economy, because of the
overall economic benefits to the local economy.

The second main category of factors, while narrower in scope, is no less important. Line
extension policies are inherently complex and can be difficult for both customers and the
utility to implement.  Gett ing the init ia l design r ight  can obviate many problems in
implementing new policies. That way, even if customers end up paying for the cost of the
line extension, an easy to understand line extension policy with features that make it
equitable broadly across customer situations will result in fewer complaints and allow
new customers and developers to better plan for their extensions. Fairness across the
many situations that can arise in the context of line extension requests is important.

Finally, the details of the line
structure adopted by the Comm
development  of policies tha t
extension.  Differ ing policies
subdivisions or master  planned
customers should be considered.

extension policy necessarily will depend on the overall
mission. For example, the structure should address the

differ  based on the type of  applicant  r eques t ing the
for  individua l r es ident ia l extens ions ,  extens ions  to

communities,  or extensions to commercial/industrial

Ultimately, both the broad policy issues that are implicated by line extension policies,
and the more narrow issues of simplicity, fairness and ease of administration illustrate the
many different factors that should be considered in designing such a policy.

2) Should the principles of cost-causation be the predominant consideration (i.e.
requiring costs to be borne by the cost-causer)? If not, what should be the
predominant consideration ?

Yes, but not to the exclusion of the other factors listed above. In theory, costs should be
recovered from those whose act ions cause the costs  to be incurred,  and indeed the
principle of cost causation is the key factor considered in evaluating the majority of cost
recovery mechanisms such as line extension policies.
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3) Is Ir possible for the Commission to devise line extension policies that will
result in existing customers subsidizing growth? If so, please provide an example.

Yes. Until the APS policy change implemented on July 1, 2007, the previous extension
policies  (which provided up to the f ir s t  1000 feet  f r ee for  individua l r es ident ia l
applicants) relied upon existing customers to subsidize growth through rates. Whenever
the cost to extend service to a new customer is more than the cost recovered through the
unbtmdled dist r ibut ion components  of base ra tes ,  exist ing customers will pay the
difference.

4) Is Ir possible for the Commission to devise line extension policies that will
result in growth subsidizing existing customers? If so, please provide an example.

Although theoret ica lly poss ible,  this  would be highly unlikely.  The only t ime an
extension policy will result in growth subsidizing existing customers is if the marginal
cost  to serve the new customer  less  any extension proceeds is  lower  than the cost
recovered through base rates.

5) Should growth pay for growth or should Ir be subsidized by existing customers ?

As noted above,  this  is  a  key public  policy issue.  APS believes  tha t  the cur r ent
Commission-approved line extension policy for APS achieves the goal of growth paying
for growth. Absent other policy objectives that must also be considered, this best aligns
with the general ratemaking principle of cost responsibility following cost causation.

If you believe growth should be subsidized by existing customers, in what amount
and by what mechanism ?

In general, the issue of subsidies needs to be addressed in the context of cost causation,
Le. new customers should be carrying their fair share of the costs of service. However, in
some instances, and on a case by case basis, there may be societal reasons for providing
an initial subsidy to attract new customers. For example, if providing a cost-subsidized
extension to a new industrial customer results in the development of high-paying jobs or
improves the ut ilit ies  economies of sca le in the long run,  such a  subsidy could be
considered.

Should growth costs be included in base rates and allocated to all customers or
should they be allocated to specwc customer classes ?

Line extension policies should be designed so that, to the degree the Commission finds
appropriate, the local incremental costs to serve new customers are paid by those growth
customers. This is consistent with cost of service principles and would be reflected in
APS's class cost of service analyses. The larger issue is whether "system growth cost"
should also be recognized and charged to customers causing growth. In this context,
"sys t em gr owth cos t s"  ma y include ba ckbone dis t r ibu t ion feeder s ,  subs ta t ions ,
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incremental generation/resource costs, and supporting infrastructure such as customer
centers, computer system upgrades, and personnel additions required to support growth.

6) Should growth be required to pay for more than growth? If not, why not? Does
APS ' existing line extension policy require growth to pay for more than growth ?

No. The existing APS line extension policy requires applicants to pay fees based on the
average cost of facilities added to the APS system required to provide service to the
applicant. Any additional costs necessary to support additional growth are considered
system improvements and are not funded through the extension policy.

7) Should certain customer groups (such as low income customers, Native
Americans on Native American lands, meal customers, etc. ) be exempted from an
otherwise generally applicable line extension policy? If so, what groups should be
exempted and why ?

Technically, such groups are not exempted from paying for APS line extensions, but are
subject to a different policy regarding such payments. Nevertheless, this is a public policy
issue for  the Commission to determine.  Generally,  APS believes its tar iff should be
applied equitably across all customer classes and groups. Currently,  the APS line
extension policy has provisions that provide special treatment to customers on Native
American lands and to customers who meet certain low-income criteria.  While these
specia l  provis ions  do meet  Commiss ion policy object ives ,  they may prove to be
cumbersome to implement and administer.

8) Should new line extensions have excess capaeily ?

New extensions are constructed to meet the requirements of the applicant requesting the
extension. However, extension designs also recognize other factors such as:

• Standard engineering practices that provide for consistent construction practices.
• Efficient inventory control. Most utilities inventory standard sizes of wire, poles

and underground equipment. This is necessary to manage inventory costs.

If so, should new customers be required to pay for that excess capacity ?

Customers should be required to pay the cost to extend service based on standardized
equipment and designs.

Is there a minimum level of electric capacity that all new customers should be
required to have irrespective of their own electric demand?

Customers are required to size their  equipment based on the National Electr ic Code
adopted by their local jurisdiction, Utilities size facilities using standard equipment and
design practices to meet the expected load of the customers.

4/16/10
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If so, what is that minimum electric capacity and what is the potential
incremental east of installing electric lines at the minimum electric capacity
versus the customer's actual electric demand?

There are many factors that determine the size of equipment that may be installed to
serve a customer. The factors include where the customer connects to the grid, the size
and character ist ic of the load,  and the distance from the source (substa t ion). For
example,  when sizing distr ibution transformers,  the connected load is an important
element and the utility installs a standard-size transfonner that meets the applicant's load.

What percentage of line extensions are single-customer installations,
those that 'grow the grid' to fiirtner extend company service capability ?

versus

APS does not "grow the grid" to further extend company service capability. We extend
fa c i l i t ies  t o  meet  t he needs  of  spec i f ic  a pp l ica nt s  who a r e r eques t ing s er vice.
Histor ically,  approximately 12% of residentia l extensions have been made to serve
individua l customers ,  the ba lance of res ident ia l const ruct ion serves  customers  in
subdivisions.

9) Explain how any applicable line extension charges should be calculated.
Under what circumstances and on what basis, are customer refunds of customer-
financed line extensions appropriate ?

The cur rent  commiss ion-approved APS Service Schedule 3  line extens ion policy
provides a Statement of Charges that are based upon unit costs of materials and unit labor
charges. This standardized approach allows for more transparent pricing.

The current APS line extension policy provides an opportunity for refunds under certain
circumstances. When applicable, refunds are made on a pro rata, cost-sharing, basis. The
refund potential is limited to the first two additional customers to allow for practical
administration of the policy.  One of the factors regarding refund provisions that  is
frequently overlooked is the administrative difficulty in tracking which customers may be
eligible and the amount of potential refunds.  In lieu of refund provisions,  it  may be
possible to address the issue of extension cost sharing dirough mechanisms such as
equipment allowances.

Should the initial applicant be required to pay the total cost with a refunding
mechanism lj subsequent applicants use any common facility paid for by the
original applicant or should the initial customer only be required to pay for the
common plant construetea' on a pro rata basis ?

APS currently collects the total cost from the initial applicant and refunds a pro-rata share
of common plant elements if a second or third new applicant connects. This method can
be difficult to administer. Under the alterative expressed in the question, i.e. collecting
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only a pro-rata share of common plant from the first customer in anticipation of future
customers, the risk of no additional customers is shifted to the utility and its customer
base. An additional customer may never request service.

10) Should line extension policies vary depending on the type of customer? In
other words should line extension policies vary among the following types of
customers:

- An individual owner, or a small group of owners, of land who iii not
subdivide their respective properties and are seeking service exclusively for a
future residence and not for a development.

- Larger developments, residential subdivisions, or master-planned
communities.

- Commercial and/or industrial customers.

APS believes dirt it is appropriate to have variations in an extension policy to address the
different types of extensions that may be requested. For example, an extension that is
made for a specific residential applicant will, by its very nature, be different than one
made for a speculative land developer. Existing customers should not bear any of the risk
of investment to serve speculative development. If an equipment allowance approach is
adopted, the equipment allowance should have allowances that differ based on the type of
customer and/or the amount of investment that is supported in base rates. Similarly,
economic feasibility studies are suitable for commercial and industrial customers.

11) What were the original considerations for establishing a 1,000 foot line
extension policy for APS, and why wash 't the same line extension policy adopted
for the other electric utilities ?

The "1,000 ft  free" residential line extension policy was adopted in 1954,  We were
unable to find any documentation as to why that specific extension length was adopted
nor can we comment on why other utilizes have adopted other free footage policies in the
past.

12) Has the changed character of APS 's service territory, i.e. rural/urban mix,
removed the need for a line extension subsidy? Given the fact that APS' line
extension policy was in place for 50+ years prior to 2006, has the original
purpose of this subsidy been served?

While the urballization of many parts of the APS service territory has resulted in an
increase in residential subdivision and commercial line extensions, the service territory
still includes very rural areas throughout the state. The policy should include provisions
that address the needs of the rural community. However,  that does not mean that the
historic 1,000 ft free policy is appropriate today. The original policy may have been in
place to provide electrification in rural area in the same way the Rural Electrification
Administration program was started by the federal government. That program has been
modified over the years as the nature of rural development has changed.

4/16/10
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13) What is the appropriate time interval for examining subsidy costs? Le., should
subsidies be re-examined every 50 years, 10 years, 5 years or less? Should
subsidies be set on a downward glide path or is Ir appropriate for customers to
expect their perpetual existence ?

Line extension policies and inherent subsidies, if any, should be reviewed from time to
time but changes should be made in the context of a rate case in which all stakeholders
have the opportunity to provide input. APS does not believe that any customer should
expect that a subsidy be continued in perpetuity. The economics of providing electric
service change over time, and policies should be reviewed and kept cturent with those
changes.

14) Is it ineonsistentfor the Commission to establish some subsidies that decline
over time and some subsidies that do not decline over time? Should ire
Commission pursue an across-tne-board phase out of all subsidies ?

The issue of subsidies is a fundamental social policy issue on whether growth should pay
for  itself,  socialized across a  system or  somewhere in between.  As discussed in Me
previous response, subsidies should be reviewed from time to time and should decline or
disappear entirely as the perceived need for them declines or disappears. No single policy
will apply in all circumstances.

15) Should line extension policies for electric utilities be uniform across the state
and established via Rulemaking or should they be decided on a case by ease
basis? Should electric cooperatives be treated dQj"erently than investor-owned
electric utilities? If so, how and why or why not?

There are rules set forth in the Arizona Administrative Code (R14-2-207) that specify the
requirements all utilities must follow. However,  the application of the rules can be
examined in the context of the unique characteristics of each utility.

16) Should line extension policies for electric utilities be uniform with line
extension policies for telecommunications, gas, water and sewer utilities ?

Line extension policies should be specific to each type of utility. Each type of utility
service (i.e. telecommunications, electric, water, wastewater) has specific infrastructure
needs and characteristics. For example the construction of electric distribution facilities
requires a highly-skilled, specialized work force.

I7) If the Commission reinstates a free footage allowance for utilities, should the
Commission make the new policy retroactive? Should existing customers be
compensated reno were previously negatively affected by the" no free allowance"
policy? If so, how? If one is opposed to retroactive application, is that opposition
based in law, policy or both ?
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No. This would (1) constitute retroactive ratemaking, somediing prohibited by the due
process provisions of both the Arizona and United States Constitutions, (2) violate the
APS Settlement unless APS was compensated for any such action, and (3) violate the
contract clause of the United States Constitution (Article 1, Section 10) and its analogous
state provision (Article 2, Section 25 of the Arizona Constitution). These principles have
been consistently recognized in each of the 11 versions of APS Service Schedule 3, none
of which have ever  been applied ret roact ively. Finally,  to the extent  retroact ive
application of a more lenient line extension policy imposes increased burdens on APS
customers (which it would), APS believes this to be fundamentally unfair.

18) What costs should be captured in line extension policies? In other words,
should line extension policies consider the costs of local facilities, system or
backbone facilities, and upgrades to existing facilities ?

Line extension costs should include the costs of local facilities to serve the applicant and
perhaps costs related to backbone facilities that may be required to serve the applicant.
For example, if an industrial applicant requests service in a rural area where the existing
facilities are all of single-phase construction, the extension cost to the applicant should
include the reconstruction of the existing system to three-phase. Similarly, APS receives
requests from customers where due to the nature of the customer's service requirements it
is necessary to provide a dedicated feeder. Since the dedicated feeder does not provide
any benefits to other APS customers, it is arguably appropriate to recover the costs of the
dedicated feeder from the new customer.

19) What are the comparative advantages and disadvantages of free footage
allowance versus a dollar allowance policies ?

A properly designed equipment allowance reflects the costs that are recovered through
base rates. Costs above that amount are collected from the customer requesting the
extension. While a footage-based allowance can have the same objective,  it  does not
reflect die variations in construction costs that occur from site to site and over time.

What would be the cost to ratepayers Q" the policy were changed to include an
"equipment allowance" of a specified amount for only individual residential
homeowners?

The equipment allowance approach that provides each residential service applicant with a
certain dollar allowance in lieu of a footage approach has positive attributes in that it can
be designed to reflect the average investment that is recovered in base rates. This would
largely mitigate any impacts on other customers.

20) If you are an electric utility, what is your current line extension policy and
how has your line extension policy changed over the last fzfty years ?

4/16/10
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APS's current  line extension policy,  Service Schedule 3 (Revision 11) reflects  the
Commission-directed changes that have occurred over the course of several rate cases.
The policy has several improvements over previous versions. Of most significance, it
includes a Statement of Charges. The Statement of Charges provides per unit pricing of
the construction elements used to extend service to most individual residential customers,
real estate developments, and commercial customers. This allows the applicant to have a
clear understanding of the extension costs. As previously described, it also adopted a
limited refund provision that is applicable to instances where additional customers are
served from an extension. The policy provides that project specific cost estimates are
provided to large commercial/industrial customers where specialized design
considerations are necessary.

The policy in effect  over  the past  50 years a t  APS has evolved from a  footage and
revenue/economic feasibility analyses method into the current  policy that  requires
applicants to provide proceeds equivalent to the cost of the extension. The attached
exhibit lists the specific changes that have occurred over the period.

For APS, what percent of line extensions are installed inside Maricopa County
versus outside of Maricopa County ?

In the response to this question, we have assumed that each new meter set required an
extension of some sort. Based upon meter set data from the three year period of 2007-
2009, approximately 69% of all new meters set were within Maricopa County.

What percentage of line extensions are for residential service versus commercial
and industrial service ?

Approximately 80% of new meter  sets  a re for  res ident ia l customers  and 20% for
commercial & industrial customers.

How many residential line extension estimates has APS provided since 2007 that
did not result in a subsequent payment and request for a line extension and
service?

APS receives many inquiries regarding line extensions that result in no ~action by the
customer so there is no tracking or filing system for such estimates. Project work orders
and tracking are initiated when the customer elects to move forward with the project.

21) Please describe the optimal line extension policy that, in your view, best
balances the interests of existing and future customers. If you believe that a
historical line extension policy (e.g., APS' 1000 free feet line extension policy) is
the best, please explain why you believe it is better than alternative proposals
(e.g., why is 1000 free feet better than 500 free feet, why is 1000 free feet better
than 2000 free feet, ere. )
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The optimal line extension policy is one that balances the interests of all stakeholders.
APS's historical extension policy under which individual customers could receive free
extensions up to 1000 ft in length and cost many thousand dollars disadvantaged APS
customers as a whole and caused continuing financial stress on APS. APS believes that a
fa ir  policy would include equipment a llowances or  some equivalent  for  residentia l
customers, residential subdivisions and small general service customers. Most other
extensions should be made based on an economic feasibility basis. The policy must also
provide for addressing special circumstances such as temporary services, line relocations,
and overhead to underground conversions.

22) If the optimal line extension policy is deferent than existing and/or historical
line extension policies, should the Commission transition to the optimal policy? If
so, how?

Extension policy changes should be made in the context  of ra te cases in which a ll
stakeholders have the opportunity to examine the issues and provide input. If the policy
adopted in a case is radically different than the current policy, a transition plan with
specific milestones is appropriate. In fact, when the Commission ordered recent changes
to the APS extension policy,  the revised policy included a  transit ion plan to a llow
customers who had been engaged in completing extension agreements under  a  pr ior
policy to complete the process under the earlier policy.

The primary issue concerning transitions between versions of extension policies is one of
customer communication. For example, customers who have projects well under way
should have the oppor tunity to r emain on the then cur rent  policy or  be given the
opportunity to choose between the then current or new policy. However, APS is opposed
to "grandfathering" customers who have simply purchased land for future sale or use.
Government agency policies, building codes, etc. all change over time and someone who
has held land for many years must conform to the rules at the time the decision to move
forward with construction.

23) Please estimate the impact on the economy and new construction from the
current line extension policies. What is the impact on land values ?

Testimony given in the recent APS rate case greatly disputed the idea that the current line
extension policy has any direct effect upon the economy, new construction activity, or
land values. We believe a financially strong utility has a far greater impact on the long-
term economy of Arizona.

24) Should the Commission be concerned about the potential for new line
extensions becoming idle (i.e., "building a line to nowhere")?

APS only constructs extensions in response to customer requests. Therefore, "building a
line to nowhere" is  unlikely. Prudent utility practice would not result  in building
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facilit ies  unt il such t ime tha t  customers exis t  tha t  a re willing and able to pay for
extensions and receive utility service.

Ipso, what provisions should be made to protect against such contingencies ?

R equ ir ing s igned ex t ens ion a gr eement s  a nd s ecu r ing a dva nces  for  t he cos t  of
construction prior to beginning construction are the most appropriate ways to protect
against such contingencies

25) Should an economic model be used to determine the benefits of new customers
versus the costs associated with providing line extensions ?

Prior versions of the APS line extension policy, included provisions for an economic
feasibility study (EFS) process to determine if an extension to new customers was
supported by the revenue that would be generated by the customer. An EFS tool can be
an effective tool to evaluate whether commercial, industrial, or subdivision development
extensions were economically justified.

26) What prompted the changes to line extension policies that go beyond the
elimination of free footage allowances? For example, what prompted the change
in categorizing line extensions associated with subdivisions from "advances in
aid of construction" to "contributions in aid of construction"? If the policy was
changed back to an "advance" what would be the impact on electric utility rates ?
What would be the impact on electric utilities' financial condition ?

No change was made by APS in the characterization of extension proceeds as between
contributions and advances. Contributions in aid of construction ("CIAC") and advances
in aid of construction are distinct accounting concepts that have long been a part of
regulation. If a customer makes an advance in aid of construction, the advance would be
recorded in the utilit ies books as an advance. Payments received as an advance of
construction will get  reclassified as CIAC when an advance is no longer  subject  to
refund. Advances that are refunded increase rate base. CIAC is never included in rate
base and reduces depreciation expense.

27) How much, Q' any, additional jimding has the change in line extension policies
brought to electric utilities?

APS has been collecting to date approximately $1.7 million per month in 2010.

28) Is Ir possible to change line extension policies without ejecting rates? If so,
how?

The recent Settlement Agreement prevents such a change before 2012. Even aside from
the settlement, any change in line extension policy will impact rates.

4/16/10
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29) How do the costs of construction of electric lines compare today with the
costs of construction in 2006?

Comparing the present overall construction costs to those of 2006 indicates costs have
increased over 20%. Basic component costs like copper are up over 40% since 2006.

How are adjustments made to the costs of construction ?

The Statement of Charges contained in APS Service Schedule 3 cannot be updated until
the next rate case. However, APS's computerized cost system is updated continuously as
new inventory is received. Therefore, the actual costs of construction are always current
costs.

Are adjustments made to these costs pursuant to a tarQ§'?

Please see prior answer.

30) If the actual costs associated with construction are less than the amounts paid
in advance by the developer, are those overages refunded?

APS extension charges are based on the Commission-approved Statement of Charges for
the vast majority of extensions. The Statement of Charges is fixed until the next rate
case. Therefore, there is no "overage".

Can ratepayers obtain the actual costs for materials and the actual labor costs ?

Please see previous answer

What is the linear cost dwerenee between buried electric line extensions and
overhead, pole-attached line extensions ?

Per the APS Statement of Charges,  the cost of a  single-phase overhead extension is
$15.32 per foot.  The cost of a single-phase underground extension is $5.75 per foot.
However, for underground extensions the customer is required to furnish all trench and
conduit.

31) Should the Commission adopt a separate line extension policy for
"extraordinary" customers, waiving costs or the like for developer commitments
such as, ail electric subdivisions, Energy Star names, or solar installation
programs, ere? If so, what should be the criteria for establishing such waivers ?

Establishing exemptions or waivers creates administrative burdens for the utilities and
Commission and opens the potential for claims of discrimination.

4/16/10
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32) What flexibility does a utility or cooperative have in interpreting and
implementing line extension policies? What flexibility should they have ?

APS and other utilities under the Commission's jurisdiction must follow the Commission
approved line extension policies without exception (unless such exception as been
authorized by the Commission). That being said, there are always factual situations that
arise that may not have been anticipated in drafting the verbiage for a line extension
policy. In such instances, the utility must reason by analogy to effectuate the overall
intent of the policy. If that  is not  possib le ,  the u t ility can seek guidance from
Commission Staff or, if necessary, the Commission itself as to how this unanticipated
circumstance should be addressed.

33) What changes in line extension policies can occur in a generic docket? What
changes must occur in a rate case ?

Any desired changes a utility's line extension policy can be identified in a generic docket.
Thus, the question is what changes can be implemented in a generic docket and which
must await a general rate case. In APS's situation, it is difficult to see any substantive
changes that could be implemented until the Company's next rate case without
undermining the economic and legal basis for the 2009 Commission-approved settlement.

34) Would a change in the line extension policy be detrimental to energy
efficiency or DSM goals ?

In most cases, line extensions are required for to provide service where no electrical
facilities exist. Therefore, energy efficiency or DSM goals do not negate the need for
such an extension. DSM and energy efficiency goals may impact distribution designs
over time, and that will be reflected in the cost of die extension. In certain cases, line
extension policy provisions are applied when an existing customer requires increased
capacity due to adding electrical equipment or expansion of facilities. Energy efficiency
or DSM may eliminate or reduce the need for facility additions under the extension
policy. On the other hand, in an extension policy regime based on EFS, energy efficiency
could make a particular extension less economical.

35) Would a change in the line extension policy provide an economic incentive to
build names in Arizona? If so, does the benefit of increased construction outweigh
the costs of increased rates for all ratepayers? Can any increase in new name
construction be quantwed?

The home buying and home building market relies upon many factors. The issue of the
relationship between line extension policies and residential construction activities was
thoroughly vetted in the last APS rate case. There was no evidence that the line extension
policies of utilities impact the housing market.

4/16/10
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Accounting Treatment onLine Extension Proceeds:

36) Are the funds associated with line extensions treated as contributions in aid of
construction (CIAC) or as revenue in your electric utility ?

For APS, funds associated with line extensions are treated as revenue per Decision No
71448.

37) Should the accounting treatment for any funds eollectedfor line extensions be
treated as revenues, as contributions-in-aid of construction, or determined on a
case-by-ease basis ?

APS believes that the accounting for line extension proceeds should be determined on a
case by case basis.

38) To what extent is the accounting treatment of line extension proceeds relevant
to the over-arcning policy discussion regarding reno pays for the cost of the line
extension and whether growth pays for growth ?

The policy discussion is independent of the accounting treatment. The applicant
requesting an extension will pay the same amount whether the proceeds are booked as
revenue, a non-refundable contribution in aid of construction, or an advance.

39) Does the shy? in accounting treatment from CIAC to revenue result in growth
subsidizing existing customers? In answering this question please respond to the
following scenarios.
The Commission recently authorized Arizona Public Service Company (APS) to
treat all Schedule 3 proceeds as revenue instead of CIAC. Under the settlement
agreement approved by the Commission, APS will be allowed to treat as revenue
all line extension funds collected during January I, 2010 and the earlier of
December 31, 2012 or the conclusion of its next general rate case. Thereafter,
Sehedule 3 proceeds will be recorded as CIAC unless otherwise ordered by the
Commission. APS ' next base rate change from its next rate case will be ejective
no sooner than July 1, 2012. Assuming that the test year ofAPS ' next general rate
ease ends on December 31, 2011 and that the Commission allows Schedule 3
proceeds to revert back to CIAC, please answer the following:

A. A hypothetical new customer pays APS $25,000 to extend a line 1000 feet to
his new home in 20] I.
Would such a customer be better 0/7 having his $25,000 treated as revenue
instead of CIAC?

There is no difference to the customer paying the advance, in either case the customer is
paying the $25,000.

4/16/10
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From a  longer  tern perspect ive,  sa id customer  should benefit  from lower  ongoing
monthly retail rates if die line extension proceeds are accounted for as revenue, as such
treatment should reduce the need /amount of future base retail price increases.

Will such a customer begin to pay for his line "again" once Ir is placed into rate
base and put into APS ' rates on July 1, 2012 ?

The customer does not pay for the extension "again". The plant investment is included in
rate base and recovered from all customers. The customer will experience lower rates
than would have otherwise been in place since the revenue treatment approved in the
settlement allowed the settling parties to agree to a lower base rate increase.

To what extent, can Ir be said that existing customers have been insulated from
the costs of growth, Q" the $25,000 paid by the new customer, is still placed into
APS ' rates on July I, 2012 ?

Existing customers will have experienced lower rates for the period 2010 to 2012 than
would otherwise have been the case.

To what extent, If any, has this new customer benefitted by raving nis
$25,000 treated as revenue instead of CIAC?

As noted above, the revenue treatment enables the setting parties to agree to a lower base
rate increase, dias benefitting all customers including the new customer.

Will this new customer receive any benefits under a revenue approach gr he first
begins taking service from APS on December 31, 20] I ?

Same as above.

What if he j9rst begins taking service from APS on June 30, 2012, the day before
the next APS rate case is decided?

While the customer will have not experienced the lower rates that resulted from revenue
treatment in this case, the impact going forward will depend on commission treatment of
line extension proceeds in die next APS general rate case.

To the extent that this new customer is not benefitted by treating his $25,000 as
revenue instead of CIAC, are there other customers who are benefitted?

APS customers in general will have benefited from the revenue treatment since the rate
increase effective as a result of Decision No. 71448 was lower than it would otherwise
have been.

Who are these customers and how have they bene]9tted?

4/16/10
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All other customers benefit by not paying for higher rates.

Has the change in accounting treatment resulted in this new customer
subsidizing these other customers ?

No.

Does the sn#t in accounting treatment result in growth subsidizing
customers?

existing

No. Growth does not subsidize current customers. All customers pay the same rates,
regardless of vintage.

B. A hypothetical developer is developing a new community along the East Verde
River, ten miles west of Payson and is paying the full cost (approximately $6
miiiion) for extending electric services from Payson to the new community.
The developer pays the full $6 million to APS in 201] and the lines are
constructed, and become used and useful to the new community by December,
2011.

Are the developer and the residents of this new community better of raving the $6
million treated as CIAC or revenue?

The developer is indifferent to the accounting treatment.  Residents in the community
will experience lower rates as will all customers.

Will existing customers have to pay for the $6 million "again" after it is
put into rate base and APS ' new rates become ejective on July 1, 2012 ?

No. See previous response to the same question.

Once APS ' new rates go into eject will APS begin to earn a rate of
return on the $6 million that was paid by the developer?

Yes.

Third Parle Vendors:

40) Should third-party contractors or vendors be allowed to install electric line
extensions? If so, under what circumstances and conditions ?

Third party contractors may be allowed to install electric line extensions provided they
meet the following requirements:

4/16/10
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•

•

•

•

•

•

•

•

•

•

•

Third-party contractor is licensed in the State of Arizona and in good standing with
the Registrar of Contractors (ROC).
Host utility to qualify the third party licensed contractor.
Host utility to provide materials.
Customer to  be assessed costs for  mater ial & equipment as well as mater ial
handling/delivery costs and project inspection fees.
Host utility would coordinate process and witness final connection to existing
energized facilities.
Third party contractors would be prohibited from performing the following activities:
Meter scheme installations.
Network installations.
Substation work.
Working in energized manholes
Third party contractors limited to 21kV or less.

41) What are the potential cost-savings of third-party vendors?

There may be potential cost savings associated with third party vendors (labor) based on
worker classifications, equipment used, commercial structure, and market rates. The host
utility would provide the coordination, design, engineering and inspection of the
installation in accordance with all APS procedures, which would be a cost to the
customer that could negate any savings.

42) What should be the scope of third-party involvement? (e.g., design;
construction; right-of-way acquisition; licenses and permits, etc. )

Construction and design services could be provided by qualified and licensed third
parties.

43) How should the host utility ensure quality control? How should warranty,
insurance and liability issues be resolved?

Quality control would be administered via the third party contractor qualification process,
inspection of all installations, and providing materials that meet the host utility's
standards.

Who would bear responsibility for accidents, injuries, and fatalities among
patrons and workers result ing from substandard work from third-party
contractors ?

During construction, the customer and contractor are responsible for the activity being
undertaken, the work site, and the safeguarding of material & equipment issued to the
customer by the host utility. After the project is complete, inspected and accepted by the
host utility, they, (the host utility) bears the responsibility.

4/16/10
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44) Can we be certain that any benefits from a third-party contractor option will
not be o]j'set by safety and reliability issues ?

While it cannot be said for certain that benefits would be offset by other issues, the host
utility will provide quality control for safety and reliability concerns. Measures such as
third party contractor qualifications, inspections of installations and the use of host-utility
provided materials that meet the utility's standards are the tools needed to alleviate safety
and reliability concerns.

45) Would the inclusion of a third-party option generally promote the
"convenience, comfort, and safety, and the preservation of the health, of the
employees and patrons" of eiectrie utilities ?

No, it would not promote the cited issues.

46) Have other jurisdictions permitted third-party contractors to construct line
extensions?

Yes, other jurisdictions permit third party contractors to varying degrees. In some cases,
third party work is limited to site improvements while in other cases third party work is
used as means to supplement the utility's work force.

If so, what has been their experience? Have there been any "hidden costs" (e.g.,
design, inspection, and repair costs borne by utilities and ratepayers, but not
captured in contractors' prices), delays, and complaints associated with such
work?

There is  no hard evidence regarding hidden costs . In general,  the developers are
responsible for paying for the utility's costs such as construction inspection expenses.
Requiring the third party to use the utility's construction standards and equipment that
meets the utility's equipment standards should avoid future unanticipated costs.

Catch-all Question:
47) What other questions or issues should be answered or addressed in
connection with this inquiry ?

In addition to the discussion of line extensions to new service applicants,  extension
policies address other issues such as overhead to underground conversions, relocations
and upgrades pursuant to customer requests.

1
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