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DIRECT TESTIMONY OF DAVID RUMOLO
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket Nos. E-01345A-05-0526 & E-01345A-03-0437)

- INTRODUCTION AND SUMMARY

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is David Rumolo. My business address is 400 North Fifth Street,
Phoenix, Arizona 85004.

BY WHOM ARE YOU EMPLOYED AND WHAT IS YOUR POSITION?
I am employed by Arizona Public Service Company (“APS” or “Company”) as |
Manager of Regulation and Pricing. I am responsible for establishing and
administering APS tariffs and contract provisions that are under the jurisdiction
of the Arizona Corporation Commission (“ACC” or “Commission™) or the
Federal Energy Regulatory Commission (“FERC”).

WOULD YOU DISCUSS YOUR EDUCATIONAL BACKGROUND AND
BUSINESS EXPERIENCE? ; ‘
My background and experience are set forth in Appendix A to this testimony.

WAS THIS TESTIMONY AND THE ACCOMPANYING SCHEDULE
PREPARED BY YOU OR UNDER YOUR DIRECTION?

Yes, they were.

WOULD YOU SUMMARIZE YOUR TESTIMONY?

My testimony supports the revised Plan of Administration (“POA”) for the
Power Supply Adjustment Mechanism (“PSA™) developed by APS, Staff, the
Residential Utility Consumer Office, and other parties to the 2004 APS
Settlement. I provide an overview summary description of the PSA that was

adopted as a key element of the 2004 Settlement Agreement approved by the
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Commission in Decision No. 67744 (April 7, 2005) and the POA that is used to
provide direction and detail for implementing the PSA. I also describe some of
the key clarifications that were added to the POA since it was jointly filed by the

Settlement Parties in June of this year.

THE PSA

PLEASE DESCRIBE THE PSA.

The PSA applies to all retail electric schedules with the exception of Solar-1,
Solar-2, E-3 (Residential Energy Support Program), E-4 (Medical Care
Equipment Program), E-36 and Direct Access service. It tracks changes in the
costs of obtaining power supplies. The PSA tracks the actual incurred costs
compared to the system average cost included in base retail rates. A PSA
Adjustor Rate will be credited or debited on customers’ bills each month as an
energy charge. This PSA Adjustor Rate will be the same for all affected Standard
Offer customers. The PSA consists of four main components:

. a PSA Adjustor Rate that is adjusted annually;

. a Balancing Account with a defined threshold amount;

. a band that limits the amount of the PSA Adjustor Rate that can be
applied each time it is changed, and which has a lifetime cap of 4
mills per kilowatthour; and

. an Amortization Surcharge (or “Surcharge™) that may be

implemented to reduce the size of the Balancing Account.

PLEASE DESCRIBE THE PURPOSE OF THE BALANCING ACCOUNT.
The Balancing Account accumulates dollars associated with under-collection or
over-collection from the application of the base rate power supply cost and the

PSA Adjustor Rate.
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WILL THE BALANCING ACCOUNT ACCRUE INTEREST?
Yes, intérest will be accrued based on the one-year Nominal Treasury Constant

Maturities rate.

POA

PLEASE DESCRIBE THE POA.

The POA is the administrative document for the PSA. It describes the PSA,
defines terms found in the PSA, lists the specific information that is ﬁled by
APS each month, provides sample calculations for the PSA Adjustor Rate and
Balancing Account treatment, and describes the Amortization Surcharge.
PLEASE DESCRIBE THE CLARIFICATIONS ADDED TO THE POA
SINCE THE POA WAS FILED BY THE SETTLEMENT PARTIES IN
JUNE OF THIS YEAR. ,

The current version of the POA, as presented by Staff, provides additional
clarity and explains the calculation of the annual PSA Adjustor Rate and
monthly Balancing Account entries when there is an Amortization Surcharge in
place. The changes include adding a list of definitions of the terms used in the
PSA, adding clarification of when the PSA Adjustor Rate took effect and when
an Amortization Surcharge can take effect, adding clarifying language on the
administration of the Balancing Account and the application of the $100 million
bank balance trigger, and elimination of Broker Fees in the description of
recoverable PSA costs. This latter change is consistent with Staff’s earlier
recommendation of July 25, 2005 relative to the June POA and was made not
because Broker Fees are not a legitimate fuel cost, but because Staff believed
such Broker Fees were already included in the Base Fuel Cost. The sample PSA

calculations found in the POA reflect the changes listed above.
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DO YOU AGREE WITH REVISED POA FILED BY STAFF?

I participated in discussions with Staff and the other settlement parties
concerning its content, and I reviewed a draft of the POA to which I provided
comments to Staff. I anticipate that we will be in agreement with the Staff’s
revised POA as filed however I would like to reserve the right to comment upon
the final POA should the need arise.

HAVE YOU INCLUDED A REVISED PSA ADJUSTMENT SCHEDULE
THAT INCLUDES THE CLARIFICATIONS DESCRIBED ABOVE?

Yes. Attached as revised Schedule DJR-1 is Adjustment Schedule PSA-1.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes, it does.




Appendix A
Statement of Qualifications
David J. Rumolo

David J. Rumolo is Arizona Public Service Company’s Manager of Regulation
and Pricing. He has over 30 years experience in the electric utility business as a
consultant and utility professional. Mr. Rumolo holds Bachelor of Science Degrees in
Electrical Engineering and Business (Finance as an area of emphasis) from the University
of Colorado. He is a registered professional engineer in the states of Arizona, California,
and New Mexico.

Mr. Rumolo’s areas of expertise include utility rate design; embedded and
marginal cost analysis; formulation of utility service policies; contract develdpment and
negotiation; utility valuation analyses; and evaluation of utility revenue requirements.
Mr. Rumolo has testified on utility matters before state regulatory bodies in the states of
Arizona, Colorado, Florida, and Wyoming and before judicial bodies in the states of
Arizona and California. Mr. Rumolo is also experienced in the many aspects of electric
utility planning and design including preparation of resource plans; transmission and
. distribution system planning; system protection analyses; and reliability assessments.

Mr. Rumolo has been a manager in the APS Regulation and Pricing area for
_ approximately six years. Prior to joining that area of APS, he served as the Manager of
‘Transmission and Market Structure Assessment for Pinnacle West Energy Corporation
(“PWEC”). Before joining PWEC, Mr. Rumolo had a 15-year career as a consultant with
Resource Management International, Inc., where he provided utility rate and engineering
consulting services to utility clients across the United States and overseas. He began his
career providing consulting services to utility clients when he joined the firm of Miner
and Miner Consulting Engineers in Greeley, Colorado where he became the Manager of
Planning and Rates. He later became a partner in Electrical Systems Consultants where
he focused oh cost of service and rate analyses, as well as transmission and distribution

planning.

Appendix A




Schedule DJR-1
ADJUSTMENT SCHEDULE PSA-1
POWER SUPPLY ADJUSTMENT

APPLICATION

The Power Supply Adjustment (“PSA”) shall apply to all retail electric schedules with the exception of Solar-1,
Solar-2, SP-1, E-3, E-4, E-36 and Direct Access service. All provisions of the customer’s current applicable rate
schedule will apply in addition to this charge. The PSA will apply to all fuel and purchased power costs incurred on
or after April 1% 2005.

PSA ADJUSTOR RATE ANNUAL ADJUSTMENT

The main components of the PSA are: 1) a risk sharing mechanism whereby APS and its customers share in the
costs/savings on a 90% customer, 10% APS basis; 2) a bandwidth that limits the amount the PSA Adjustor Rate
(“Adjustor Rate™) can change over the entire term of the PSA to plus or minus $0.004 per kWh; 3) a balancing
account; 4) a balancing account surcharge mechanism, separate from the Adjustor Rate, to clear the balancing
account under circumstances described below; and 5) the inclusion of off-system sales. The monthly PSA
calculations shall be adjusted for the calculated net savings from the methodology approved in Decision No. 67504
from the PPL Sundance docket. This adjustment will no longer be made once rates are effective that recover the
capital and operating costs of the Sundance plant. The calculation method is set forth in the filed Power Supply
Adjustment Plan of Administration (the “Plan”). Standard Offer services covered by this charge include a Base Rate
Power Supply Cost of $0.020743 per kilowatt-hour. An annual adjustment to the Base Rate Power Supply Cost will
be made through a change in the Adjustor Rate that is based upon the annual total of PSA retail energy sales (less E-
3, E-4 and E-36 sales) and power supply costs. The annual costs are compared to the base rate costs to determine the
year’s total over/under collection after the 90%/10% sharing incentive. If the Commission approves an Amortization
Surcharge the balance will be subtracted from the total costs used to calculate the April 1* Adjustor Rate. The annual
amount of PSA Retail Power Supply Costs that can be used to calculate the annual Adjustor Rate cannot exceed
$776,200,000. ‘ ‘

The Adjustor Rate is initially set at zero as of April 1, 2005. It is calculated and reset on April 1, 2006 and thereafter
on April 1% of each subsequent year. Any additional recoverable or refundable amounts shall be recorded in a
balancing account and shall carry over to the subsequent year or years. The carryover amount shali not be subject to
further sharing. The Adjustor Rate must remain within the plus or minus $0.004 per kWh bandwidth that limits the
amount it can increase or decrease each year. Balancing account amortization surcharges are nat included in the
calculation of the band limits. Balancing account entries are made each month starting with April 2005 to reflect the
difference between 90 percent of incurred fuel and purchased power costs, less the balance of any approved
Amortization Surcharge, and the sum of costs collected through the base cost of fuel and purchased power rate of
$0.020743 plus the applicable Adjustor Rate. An Amortization Surcharge may go into effect prior to the April 1*
adjustment to the Adjustor Rate if it is approved by the Commission. The Amortization Surcharge is described in
greater detail below. The total (credit)/charge collection amount is recovered over twelve months. Any revenue
collected from the Adjustor Rate or any applicable Amortization Surcharge is credited to the Balancing Account
described below. The Adjustor Rate is applied to the customer’s bill as a monthly kilowatthour charge and is the
same for all affected customer classes. The Adjustor Rate will change in billing cycle 1 of the April revenue month |
and it will not be prorated.

RATES

The charges shall be calculated at the following rates:

PSA Adjustor Rate

All kWh $0.000000 per kWh
ARIZONA PUBLIC SERVICE COMPANY © A.CC.No. 5634
Phoenix, Arizona Canceling A.C.C. No. 5613
Filed by: David J. Rumolo Adjustment Schedule PSA-1
Title: Manager, Regulation and Pricing . Revision No. 1
Original Effective Date: April 1, 2005 Effective: To be determined
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Schedule DJR-1
ADJU STMENT SCHEDULE PSA-1
POWER SUPPLY ADJUSTMENT

Amortization Surcharge

AllkWh $0.000000 per kWh

AMORTIZATION SURCHARGE

Although the Company may file a request for an Amortization Surcharge at any time, the Company is required to
make 2 filing in the following circumstance: 1f the size of the Balancing Account, as recorded in the monthly reports
filed with the Commission, reaches plus or minus $50 million, the Company has forty-five days to either file a
request for Commission approval of an Amortization Surcharge, or an explanation of why such a surcharge isn’t
necessary. Should the Company seek to recover or refund an amount from the Balancing Account, the timing and
manner of recovery, or refund, and whether interest will be allowed to accrue on the Surcharge balance will be
addressed at that time. In no event shall the Company allow the Balancing Account to reach $100 million prior to
seeking recovery or refund.

Once the Company has filed seeking recovery or refund through an Amortization Surcharge, the amount requested in
such filing will be excluded from the balance used to determine if the $100 million threshold has been reached. The
$100 million threshold would apply each time the Company makes a filing with the Commission to address a
Balancing Account balance between $50 and $100 million. After the Company makes the filing, if new
accumulations in the Balancing Account were between $50 and $100 million, the Company could make a second,
separate filing. Subsequently, it is possible that additional filings could be made with the $100 million threshold
being applied separately to the amount being addressed in each filing. Following a proceeding authorizing recovery
or refund of a bank balance between $50 million and $100 million, the balance considered in the proceeding shall be
reset 10 zero unless otherwise ordered by the Commission.

BALANCING ACCOUNT

The PSA Balancing Account is where the monthly sum of the Company’s post-sharing (over)/under collection is
posted and also where interest on the balance in the account is accrued. 1t is used to track the cumulative total of the
monthly postings. APS shall establish a PSA Balancing Account on April [, 2005. Entries to the Balancing
Account shall be made each month as follows:

1. A debit or credit entry equal to the difference between the Post-Sharing (Over)/Under Collection and
the sum of the amounts recovered by the Applicable Adjustor Rate. The Post-Sharing (Over)/Under
Collection is calculated by taking the amount recovered through the Base Rate Power Supply Cost of
$0.020743 and subtracting it from the PSA Retail Power Supply Cost. The product of that subtraction
is then multiplied by 90% to reduce the recoverable costs in accordance with the 90%/10% sharing
incentive.

2. Any Amortization Surcharge balance will be shown separately on the monthly reports for the
Commission Staff, and, unless otherwise ordered by the Commission, shall not be considered as part
the Balancing Account.

3. A monthly debit or credit entry for interest to be applied to the account balance based on the effective
one-year Nominal Treasury Constant Maturities rate that is contained in the Federal Reserve Statistical
Release, H-15, or its successor publication. This includes the Amortization Surcharge balance(s) if the

_ Surcharge balance was approved to accrue interest on the uncollected Surcharge balance. This is called
the Monthly Interest and is used above in the Adjustor Rate calculations. The interest rate will be

ARIZONA PUBLIC SERVICE COMPANY A.C.C.No. 5634
Phoenix, Arizona Canceling A.C.C. No. 5613
Filed by: David J. Rumolo ) Adjustment Schedule PSA-1
Title: Manager, Regulation and Pricing . Revision No. 1
Original Effective Date: April I, 2005 . Effective: To be determined
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Schedule DJR-1

ADJUSTMENT SCHEDULE PSA-1
POWER SUPPLY ADJUSTMENT

adjusted annually on the first business day of the calendar year in the same manner as the APS customer
deposit rate.

4. A debit or credit entry for refunds or payments authorized by the Commission.

COMPLIANCE REPORTS

The Adjustor Rate and Balancing Account calculations and supporting information will be provided to the
Commission monthly as specified in Decision No. 67744. Workpapers and other documents supporting the
calculations that contain proprietary or confidential information will be provided to the Commission Staff under an
appropriate confidentiality agreement. APS will keep fuel and purchased power invoices and contracts available for
Commission review. All of the information is available during the year, upon Commission request. The
Commission has the right to review the prudence of fuel and power purchases and any calculations associated with
the PSA at any time. Any costs flowed through the PSA are subject to refund, if those costs are found to be
imprudently incurred.

DIRECTLY ASSIGNED POWER SUPPLY COSTS EXCLUDED

In cases when power supply costs are incurred for a specific customer or group of customers, the customer or group
of customers will be directly charged the identified costs in accordance with the Plan. Power supply costs and
related energy sales recovered through direct assignments for both existing and returning customers as described on
rate schedule RCDAC -1 will be excluded from the computation of the above charges applied to other Standard
Offer service customers.

ARIZONA PUBLIC SERVICE COMPANY A.CC.No.5634 ~
Phoenix, Arizona Canceling A.C.C. No. 5613
Filed by: David J. Rumolo Adjustment Schedule PSA-1
Title: Manager, Regulation and Pricing Revision No. 1
Original Effective Date: April 1, 2005 ) Effective: To be determined
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SOUTHWEST GAS CORPORATION
P.O. Box 98510
Las Vegas, Nevada 89193-8510

Arizona Gas Tariff No. 7 Third Revised A.C.C. Sheet No. 87
Arizona Division Canceling Second Revised A.C.C.SheetNo.__ . 87

SPECIAL SUPPLEMENTARY TARIFF
PURCHASED GAS COST ADJUSTMENT PROVISION

APPLICABILITY

This Purchased Gas Cost Adjustment Provision (“PGA”) shall apply to all schedules except for
Schedule Nos. G-30, G-60, G-80 and G-95 of this Arizona Gas Tariff.

HANGE IN RATES

Sales rate schedules covered by this provision include a base cost of gas (“BCOG”) of $.37034
per therm. In accordance with Decision Nos. 61225 and 61711, a monthly adjustment to the
BCOG will be made through a change in the Purchased Gas Adjustment (“PGA”) rate that is
based upon the rolling twelve-month average of actual purchased gas costs and sales. In
accordance with Decision No. 62994, the PGA rate calculated for the month cannot be more
than $.10 per therm different than any PGA rate in effect during the preceding twelve months.

;'BANK BALANCE D

appropriate, as follows:

1. A debit or credit entry equal to the difference between (a) the actual purchased gas cost
for the month and (b) an amount determined by multiplying the average purchased gas
cost included in the sum of the Base Tariff Rate Gas Cost and the Monthly Gas Cost
Adjustment as set forth on Sheet Nos. 11 and 12 of this Arizona Gas Tariff by the therms
billed during the month under the applicable schedules of this Arizona Gas Tariff.

2. A debit or credit entry equal to the therms billed during the month under the applicable
- schedules of this Arizona Gas Tariff, multiplied by the Gas Cost Balancing Account
Adjustment, if any, reflected in the rates charged during the month.

3. A debit or credit entry for refunds or payments authorized by the Commission.
4, A debit or credit entry for interest to be applied to over- and under-collected bank

balances based on the non-financial three-month commercial paper rate for each month
contained in the Federal Reserve Statistical Release, G-13, or its successor publication.

EXHIBIT

Issued by

issued On Qctober 30, 2001 Edward S. Zub Effective November 1, 2001
Docket No.  G-01551A-00-0309 Executive Vice President Decision No. 64172




SOUTHWEST GAS CORPORATION

P.O. Box 98510

Las Vegas, Nevada 89193-8510

Arizona Gas Tariff No. 7 First Revised A.C.C. Sheet No. 88

Arizona Division Canceling Original _ A.C.C. Sheet No. 8

SPECIAL SUPPLEMENTARY TARIFF
PURCHASED GAS COST ADJUSTMENT PROVISION

(Continued)

MONTHLY INFORMATION FILINGS

Each month the Utility shall make a cost of gas informational filing with Commission Staff to
include any and all information required by Decision No. 61225. Additionally, the Utility shall
file revised tariff sheets that include the most current month § surcharge amount.

ADDITIONAL REQUIREMENTS

A special PGA review is required if the(PGA bank balance}*eaches an over- or under-coilection
in the amount of $22.4 million. The Utmty must file for an application for an adjustment within
forty-five (45) days of completing the Monthly Informational Filing that illustrates the threshold
has been exceeded or contact the Commission to discuss why a PGA rate adjustment is not
necessary at this time. The Commission, upon review, may authorize the balance to be
amortized through a predetermined rate included as part of the PGA for a specified period. Lost
and unaccounted for gas recovery is limited to the lesser of the actual costs incurred or one
percent (1%) of total annual purchases.

- e,

lssued by
Issued On April 21, 1999 Edward S. Zub Effective May 28, 1999

Docket No. G-00000C-98-0568 Senior Vice President  Decision No. 61225/61711
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Credit Rating: BBB/Stable/A-2

' STANDARD RATINGSDIRECGT
&POORS
. Return to Regular Format
Research:
Summary: Arizona Public Service Co.
Publication date: 04-Oct-2005
Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009;

anne_selting@standardandpoors.com

Rationale

Arizona Public Service Co. (APS) is a wholly owned subsidiary of Pinnacle West Capital Corp. (PWCC),
and the most significant company within the PWCC family. PWCC's satisfactory business profile (a '5'
on a 10-point scale where '1' is excellent) reflects the vertically integrated utility operations of APS and
the absence of significant non-regulated businesses within PWCC.

APS' credit strengths include a Phoenix service territory that is the second-fastest growing region in the
U.S. (behind Las Vegas), a diversified power supply portfolio, and a 4.21% increase in retail rates that
began on April 1, 2005 in conjunction with the settlement of the utility's general rate case in March
2005. This increase had been expected to modestly shore up a financial performance that has been
weakening over the past several years.

However, challenges are increasing for the utility, and performance on a 12-month rolling basis ended
June 30, 2005 indicates that the utility is pressured by the rising costs of purchased power and natural
gas. The addition of a fuel and purchased power cost adjuster to retail rates has not assisted APS in
timely receipt of cash because revisions occur only in the spring of each year, with the first opportunity
arising in April 2006. The settlement provides for the use of a surcharge filing to provide the utility with
an interim vehicle for recovering costs if they exceed $50 million. As anticipated, APS did accrue this
level of deferrals over the summer. Through June 30, 2005, purchased power and fuel costs totaled
$401 million, of which $34 million was deferred. At Aug. 31, 2005, the deferred balance had increased
to $117 million. The company's estimates of total fuel and purchased power costs in'2005 are
confidential, but as a basis of comparison, in 2004 the utility spent $763 million. In July 2005, APS filed
an application with the Arizona Corporation Commission (ACC) requesting that it be allowed to recover
$100 million through a two-year surcharge that would increase rates by about 2.2%.

Both the pace and disposition of this proceeding will be critical to credit quality. The ACC staff and at
least one commissioner have questioned whether the utility should be allowed to collect $20 million of
the $100 million requested, the former being the amount roughly associated with Palo Verde
replacement power costs during four months from April through July 2005. (Since then, Units 1 and 2
suffered outages in late August.) In late September, the company announced that to expedite an ACC
decision, it would reduce its request for surcharge recovery to $80 million and address the $20 million in
deferred costs in a later proceeding. The ACC has established a schedule for the proceeding to
address the $80 million, with hearings to begin Oct. 26, 2005.

For fiscal 2005, the company continues to expect it will achieve results in line with credit metrics
needed to support the current rating. And in April 2006, the utility will be able to receive additional relief
through the annual fuel and purchased power adjustment mechanism. But upward adjustments are
limited to 4 mills/kWh over the life of the adjuster. Because existing retail rates are based on 2003
costs, reflecting gas prices of about $5.50/MMBtu, the company expects the entire 4 mill headroom will
be utilized at the first reset. The utility is expected to file another rate case by the end of 2005, but its
resclution could extend well into 2006. Thus, it is clear that timely near-term cost collection will be the
key driver of credit quality. Standard & Poor's is becoming increasingly concerned with the utility's
ability to achieve this. A relatively weak power supply adjustment mechanism, in combination with
rapidly escalating and volatile gas prices, as well as the potential for a protracted surcharge proceeding,
could cause deterioration in financial performance which, year to date, has been sub par for the rating.

http://www.ratingsdirect.com/Apps/RD/controller/Article?id=467196 & type=&outputType=print&from=... 10/5/2005
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[04-Oct-2005] Summary: Arizona Public Service Co.

Whether the company's consolidated targets will be met will largely be a function of APS' third- -quarter
results. For the 12 months ending June 30, 2005, consolidated adjusted funds from operations (FFO) to
total debt was 12.7%, but this reflects a one-time deferred tax charge taken in December 2004 based -
on the expectation that APS may need to refund $130 million at the end of 2005. Excluding the deferral,
adjusted FFO/total debt is closer to 15.5%. FFO to interest coverage was 3.0x for the 12 months ending
June 30, or 3.5x when the deferred tax obligation is excluded. Adjusted debt to total capitalization was
55.7% and benefited from PWCC's April issuance of $250 million in equity.

APS' general rate case settlement allowed for the rate-basing of 1,790 MW of Arizona generation
formerly owned by Pinnacle West Energy Corp (PWEC), PWCC's merchant generation subsidiary. In
July 2005, PWEC transferred this generation capacity, through five plants, to APS. PWCC has also
announced that it plans to sell its remaining 75% interest in Silverhawk, a 570 MW plant near Las
Vegas, Nev., to Nevada Power (NPC; B+/Positive/NR) for $208 million. If Nevada regulators approve
the sale, the transaction should be completed by the end of 2005 and mark the complete wind-down of
PWEC operations. Consolidated credit benefited from the transfer by reducing merchant exposure in
providing APS with needed supply to meet its growing loads.

Short-term credit factors ‘
PWCC's short-term rating is 'A-2". The rating is supported by the fact that the preponderance of cash
flows is produced by APS, a vertically integrated electric utility. Near-term liquidity is adequate to
support power purchase expenses that exceed rates. Because APS is heading into its shoulder
season, when demand for electricity for space cooling drops significantly, the build-up of its power
cost deferrals should slow. APS has hedged nearly all of its power and gas purchases through the
remainder of 2005 and about 80% in 2008, thus its cost projections should be in line with
realizations. Consolidated cash and investments stood at more than $900 million as of Sept. 31,
2005. However, $500 million was used on Oct. 3, 2005 to call the Pinnacle West Energy Company's
floating-rate notes due April 2007. Also impacting the cash and invested position is the increased
amount of collateral held under hedging contracts.

Both PWCC and APS maintain CP programs. Neither program had any CP balances as of June 30,
2005. PWCC's program is for $250 million and is supported by a three-year, $300 miliion credit
facility that expires in October 2007. The revolver allows PWCC to use up to $100 million of the
facility for letters of credit. The revolver has no material adverse change clauses pertaining to
outstanding CP balances.

APS' short-term rating is also 'A-2". The rating is supported by the stability of cash flows from
regulated operations and good liquidity, although APS will need to continue to rely on borrowings to
fund portions of its capital expenditure program, which is expected to be about $770 million in 2005
(and includes $190 milfion for the purchase of the Sundance power plant), up significantly from $484
million in 2004. APS maintains a $250 million CP program. In May 2004, APS renegotiated its
revolver and increased the size to $325 million. This facility, also a three-year term, expires in May
2007, supports the utility's CP program, and provides an additional $75 million for other liquidity
needs, including letters of credit. The supporting facility has no material adverse change clauses
pertaining to outstanding CP balances.

I

Outlook

The stable outlook reflects Standard & Poor's expectation that the ACC will resolve APS' large deferred
. power costs through a surcharge ruling no later than year-end that supports timely recovery of the $80
million request. In addition, the outlook presumes that third-quarter consolidated financial results will
reflect improvements that demonstrate modest advances in credit metrics. An adverse outcome in
either of these areas wiil result in a negative outiook. No positive ratings changes are expected in short-
term,

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities
designed {o preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein
are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make
any other investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or
other opinion contained herein in making any investment decision. Ratings are based on information received by Ratings
Services. Other divisions of Standard & Poor's may have information that is not available to Ratings Services. Standard & Poor's
has established policies and procedures to maintain the confidentiality of non-public information received during the ratings
process.
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DIRECT TESTIMONY OF STEVEN M. WHEELER
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-03-0437 & E-01345A-05-0526)

INTRODUCTION

PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION.

My name is Steven M. Wheeler. I am Executive Vice President, Customer
Service and Regulation for Arizona Public Service Company (“APS” or
“Company”). In that role, I am responsible for the planning, construction and
operation of the APS transmission and distribution system. I am also responsible
for all customer service, rate and related regulatory matters affecting the
Corhpany, including those before the Arizona Corporation Commission

(“Commission”) and the Federal Energy Regulatory Commission (“FERC”).

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL
BACKGROUND?

I received a Bachelors degree from Princeton University in 1971. I graduated
from Cornell University School of Law in 1974. From 1974 until 2001, I was an
attorney with Snell & Wilmer LLP in Phoenix, Arizona, involved in general
business, real estate, environmental and public utility issues. During my 27 years
at the firm, I represented APS and other public utilities in numerous state and
FERC proceedings involving utility rate and service matters, generation and
transmission siting, electric industry restructuring, resource planning and
prudence reviews. In 2001, I joined APS as a Senior Vice President. I assumed

my present responsibilities with the Company in 2003.

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS
PROCEEDING?
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My testimony will summarize the Company’s request for a Power Supply
Adjustment (“PSA”) surcharge and discuss the need for prompt action by the
Commission to reduce the escalating level of fuel and purchased power cost
deferrals. I also describe the PSA rate mechanism as approved by the
Commission in Decision No. 67744 and respond to issues raised about its

implementation.

DOES THE COMPANY HAVE OTHER WITNESSES PRESENTING
DIRECT TESTIMONY IN THIS PROCEEDING?

Yes. Mr. Pete Ewen will describe and explain the build up of the PSA ‘bank
balance beginning in April 2005. Mr. Tom Carlson testifies concerning the
Company’s hedging policies and programs as they impact gas and purchased

power procurement.

SUMMARY

WOULD YOU PLEASE SUMMARIZE YOUR DIRECT TESTIMONY?
On July 22, 2005, APS requested a PSA surcharge to collect some $100 million
in deferred fuel and purchased power costs. As noted in that Application, APS
had deferred over $50 million in such costs as of the date of filing and
anticipated reaching at least $100 million in deferrals by the end of August
2005. (The actual level of deferrals in the PSA bank balance by the end of
August was approximately $115 million.) Decision No. 67744 is clear in its
requirement that APS seek a PSA surcharge prior to the PSA bank balance
reaching $100 million. The Company specifically requested that a PSA
surcharge of $.00177 per kWh be implemented beginning in November 2005.
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Subsequent to filing its Application, APS agreed with Staff and the Residential
Utility Consumer Office (“RUCO”) to defer $20 million from this specific PSA
surcharge request. This represented more than the Company’s estimate of the
costs included in the $100 million resulting from unplanned Palo Verde outages
during the period April 1 through July 2005. (Although Palo Verde experienced
unplanned outages in August, any additional costs were not part of the $100
million request, which request expected and reﬂectedvanticipated Palo Verde
operatiohs after July.) The impact of this removal reduces the required
surcharge, again beginning in November 2005, to $.001416 per kWh, or

approximately a 1.7% increase for the requested two year amortization period.

By agreeing to remove the Palo Verde-related dollars and hence Palo Verde
issues from this proceeding, APS is in no way suggesting 6r implying, let alone
conceding that the costs resulting from these Palo Verde outages should not be
fully recovered (subject to the 90/10 sharing, which is already reflected in the
$20 million) under the PSA. To the contrary, APS intends to pursue full
recovery of these outage costs in a subsequent proceeding. Indeed, by the
express terms of the Commission’s Procedural Order dated September 23, 2005,
the Company’s withdrawal of the $20 million from present consideration by the

Commission in this proceeding was “without prejudice.”

Since April 1, 2005, which was the effective date of the PSA per Decision No.
67744, APS has deferred some $115 million in higher fuel and purchased power
costs through the end of August 2005. This, of course, represented only 90% of
the actual increase in fuel and purchased power costs over the amounts reflected
in base rates plus the current PSA adjustor. The remaining amounts of these

higher costs, approximately $13 million, were directly expensed against income,
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thus reducing the Company’s earnings. Mr. Ewen’s testimony indicates that
even with the $80 million PSA surcharge and an estimated 3 mill per kWh
increase in the Annual PSA Factor, effective April 1, 2006, these PSA deferrals
will reach some $255 million by the end of 2006 (including some $40 million of
the $80 million surcharge amount, which will still be unrecovered as of year end
2006). And since April 1, 2005, APS shareholders will have absorbed some $39
million in unrecoverable costs by the end of 2006 due to the 90/10 sharing under

the PSA, which I describe later in my Direct Testimony.

Obviously, without the requested PSA surcharge, the PSA bank balance would
be even higher, reaching $274 million by year-end 2006 (even assuming a 4 mill
increase in the Annual PSA Factor in April 2006). Financing such a huge
balance of unrecovered costs just adds to the cost burden that eventually must be
borme by APS customers. Denial of the requested PSA surcharge or even
unexpected delay in its approval will also send a clear message to an already
concerned financial community that the Commission is not serious about
preserving the Company’s financial integrity and has instead singled APS out
for uniquely unfavorable treatment with regard to higher fuel costs. Customers
are similarly adversely affected as the burden on future customers is increased
and conservation messages are diluted when customers are not faced with the

higher cost of energy.

In Decision No. 67744, the Commission authorized a PSA mechanism for APS.
The PSA permitted the Company to defer for later recovery/refund 90% of the
fuel and purchased power costs in excess of/below the amount recovered
through base rates (“Base Fuel Recovery Amount”) plus the annual fuel and

purchased power adjustment factor (“Annual PSA Factor”) established each
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April, beginning with the $.00000 per kWh established as of April 1, 2005. (Any
PSA surcharge revenues received would likewise be credited against the
deferrals in the PSA bank balance.) Decision No. 67744 further established the
Base Fuel Recovery Amount, using 2003 costs, at $.020743 per kWh and, as
noted above, the Annual PSA Factor at zero. The other 10% is expensed (and
paid for by APS shareholders) or retained as Other Income, depending on
whether the costs are above or below the Base Fuel Recovery Amount plus the

Annual PSA Factor.

Adjustments to PSA charges are made at least annually. The change to the
Annual PSA Factor is on April 1 of each year beginning in 2006, based on a
March 1 filing that compares fuel and purchased power costs per kWh for the
preceding calendar year (in this first instance, the last nine months of 2005) after

application of the 90/10 sharing provision with the Base Fuel Recovery Amount.

APS is also authorized to request a special PSA surcharge/credit when fuel and
purchased power cost deferrals hit $50 million, plus or minus. And the Company
is required to seek such a surcharge before the “bank balance” of cost deferrals
reaches $100 million. This, of necessity, means that APS may request, and
indeed may be required to request multiple PSA surcharges. Upon the date APS
requests the PSA surcharge, the level of deferrals used to determine any

subsequent surcharge application is reduced by the amount requested.

DESCRIPTION OF THE PSA SURCHARGE REQUEST

WHAT IS APS SEEKING IN THE WAY OF A PSA SURCHARGE?
On July 22, 2005, APS requested a PSA surcharge to collect some $100 million

in deferred fuel and purchased power costs. This would represent an
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approximate 2.2% increase if recovery is spread over 24 months, as had been
proposed by the Company. APS had deferred over $50 million in such costs as
of the date of filing and anticipated reaching at least $100 million in deferrals by
the end of August 2005. (Deferrals to the PSA bank balance by the end of
August 2005 actually reached $115 million.) The Company specifically
requested that a PSA surcharge of $.00177 per kWh be implemented beginning
in November 2005.

WHY DID APS MAKE ITS FILING WHEN IT DID?
Decision No. 67744 required APS to request a surcharge prior to the bank

balance reaching $100 million. Although that meant APS could have delayed
this filing by three or four weeks and still have been in compliance with
Decision No. 67744, the request for a PSA surcharge could not have been

avoided.

Aside from the requirements of Decision No. 67744, it was and is appropriate to
address the escalating APS bank balance befote it gets unnecessarily high, as
has happened to other utilities in Arizona. As I discuss later in my Direct
Testimony and as is described in Mr. Ewen’s Direct Testimony, additional fuel
and purchased power cost deferrals over and above the levels requested for
recovery in this proceeding will add another $175 million to the PSA bank
balance by year—end 2006 even with an estimated three mill per kWh increase to

the Annual PSA Adjustment Factor in April 2006.

WHY ASK FOR IMPLEMENTATION IN NOVEMBER 2005 RATHER
THAN AN EARLIER DATE?

There were two primary reasons. First, APS wanted to give the Commission a

reasonable period of time in which to consider the PSA surcharge Application.
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Second, APS switches to winter rates in November, which on average are for
residential customers some 14% less than the rates in effect for the rest of the

year. Thus, the upfront impact on customers would be less.

IS APS STILL SEEKING A $100 MILLION PSA SURCHARGE IN THIS
PROCEEDING?

No. Subsequent to filing its Application, APS agreed to defer $20 million from
this specific PSA surcharge request. This represented a high estimate of the
additional costs included in the $100 million from unanticipated Palo Verde
outages during the period April 1 through July 2005. Although Palo Verde
experienced unplanned outages in August, any additional costs were not part of

the $100 million request, which assumed expected Palo Verde operations after

4 July. The impact of this deferral reduces the required surcharge, again beginning

in November 2005, to $.001416 per kWh, or approximately a 1.7% increase

over the two year amortization period.

IS THE COMMISSION NOW BEING ASKED TO APPROVE
RECOVERY OF THE COSTS ASSOCIATED WITH THE PALO VERDE
OUTAGES SINCE APRIL 1, 2005?

No. That was the purpose behind deferring consideration of the approximately
$20 million in outage-related costs that had been included in the original PSA
surcharge request. But by agreeing to remove the Palo Verde-related dollars and
hence Palo Verde issues from this proceeding, APS is in no way suggesting or
implying, let alone conceding that the costs resulting from these Palo Verde
outages should not be fully recovered (subject to the 90/10 sharing, which is
already reflected in the $20 million) under the PSA. APS intends to pursue full
recovery of these and other appropriate Palo Verde costs in a subsequent

proceeding. Indeed, by the express terms of the Commission’s Procedural Order




NoRNN- SRR N« N N S B S

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

IV.

dated September 23, 2005, the Company’s withdrawal of the $20 million from
present consideration by the Commission in this proceeding was “without
prejudice.” APS agreed to remove the Palo Verde-related costs from this
proceeding to allow for a timelier procedural schedule — one that could at least

potentially still allow for a PSA surcharge to go into effect in late 2005.

IS APS ALONE IN ITS NEED TO RECOVER HIGHER FUEL COSTS?

Far from it. The Commission is aware of the situation with UniSource Energy
(“UniSource”) and Southwest Gas Corporation (“Southwest Gas”). However,
this is a nationwide problem. For example, all major Nevada utilities have
sought, and some have received large increases to recover these costs
(proceedings for the remaining companies are still pending as of the time of this
testimony). In fact, in each of these proceedings, the Nevada commission staff
recommended greater increases than those requested by the utilities. The three
large Florida electric utilities recently asked for $1.2 billion in additional
revenues for the same reason. Like these other utilities, APS makes no profit
from the PSA — it is a pass through of a portion of its actual costs with zero
markup. Unlike these utilities, including the other Arizona utilities, APS does
not even get an opportunity to recover 100% of its costs, but instead has to

absorb 10% of such costs off the top, irrespective of their prudence.

NEED FOR PROMPT AND POSITIVE ACTION TO ADDRESS THE
ESCALATING DEFERRAL BY APS OF UNRECOVERED FUEL AND
PURCHASED POWER COSTS

WHY DOES THE COMPANY URGE THE COMMISSION TO ACT
PROMPTLY AND POSITIVELY ON THE COMPANY’S MODIFIED
REQUEST FOR A PSA SURCHARGE?

There are three very good reasons. First, the level of deferred fuel and purchased

power costs is becoming excessive. This has adverse impacts on both the
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Company and its customers. To understand this, the Commission need look no
farther than the UniSource situation, where we have seen bank balances escalate
to unprecedented proportions, or to Southwest Gas, where this Commission
acted decisively last fall in an attempt to head off a sirﬁilar problem. Second, the
sooner APS customers receive more appropriate price signals about the higher
cost of energy, the sooner they can attempt to adjust their usage to mitigate the
overall impact. The third reason is because Wall Street is watching this
proceeding very closely. There was and is concern in the financial community
over the restrictions placed on the PSA by Decision No. 67744. For the
Commission to then fail to implement the very PSA surcharge mechanism they
had approved just a handful of months ago would diminish if not eliminate any
confidence that the PSA would provide the Company with any meaningful relief

from the escalating cost of natural gas and others fuel/purchased power costs.

HOW MUCH HAS AND WILL APS DEFER INTO THE PSA BANK
BALANCE ABSENT THE PROPOSED PSA SURCHARGE?

Since April 1, 2005, which was the effective date of the PSA per Decision No.
67744, APS has deferred some $115 million in higher fuel and purchased power
costs through the end of August 2005. The remaining amounts of these higher
costs, approximately $13 million, were directly expensed against income, thus
reducing the Company’s earnings. Mr. Ewen’s testimoﬁy indicates that even
with the $80 million PSA surcharge and an estimated three mill per kWh
increase in the Annual PSA Factor, effective April 1, 2006, these PSA deferrals
will again reach some $255 million by the end of 2006. And since April 1, 2005,
APS shareholders will have absorbed some $39 million in unrecoverable costs
through the end of 2006 due to the 90/10 sharing under the PSA. Without the
requested PSA surcharge, the PSA bank balance would be even higher, reaching
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$274 million by year-end 2006 (even assuming a maximum four mill increase in

the Annual PSA Factor in April 2006).

COULD YOU PLEASE EXPLAIN THE IMPACT OF GROWING FUEL
AND PURCHASED POWER COST DEFERRALS?

Fuel and purchased power costs are out-of-pocket cash expenditures by APS to
provide service to its chstomers. When revenues from the Base Fuel Cost
Recovery Amount and the Annual PSA Adjustment Factor are insufficient to
cover these outlays, they have to be financed from other sources. Whether this
source is other internally-generated cash or outside borrowings, it is obvious that
unrecovered fuel and purchased power costs consume capital that could

otherwise be used to build infrastructure or refinance higher cost capital.

WHY ARE CUSTOMERS ADVERSELY IMPACTED BY THE FAILURE
TO ADDRESS THE CONSEQUENCES OF LARGE BALANCES OF
UNRECOVERED FUEL AND PURCHASED POWER COSTS?

First of all, it is not in the interest of customers to have a financially distressed
utility that must incur additional financing costs — costs that are invariably borne
by consumers. Second, customers need to know the facts about higher energy
costs so they can make whatever changes they can in their consumption of
energy. APS and its customers are making a large investment in promoting
conservation and energy efficiency - $48 million over the nexf three years. This
effort is directly undermined when customers are not faced with the true cost of
energy, thus effectively reducing the value of conservation and energy
efficiency programs. Third, the higher the bank balances are allowed to grow,
the greater the eventual impact on customer bills when these IOUs have to be
paid, especially when you consider that customers also pay interest on the PSA

bank balance.

10




o 0 9 N R WN e

ST T C Y NG U NG S NG TN NG YU U SN
A L A W N = © WV 00 N N W hA W N = O

HOW .DO YOU KNOW THAT THE FINANCIAL COMMUNITY IS
CLOSELY WATCHING THIS PROCEEDING AND CONSIDER IT
CRITICAL IN ITS EVALUATION OF APS’ FINANCIAL CONDITION?

They have written it. For example, on July 27, 2005, Merrill Lynch stated: “APS
has made its first fuel surcharge filing and this case will be watched closely for
any signs of pushback from regulators.” On August 31, 2005, JP Morgan wrote:
“We continue to be concerned with the company’s ability to recover the growing
deferred fuel balance in a timely manner.” Finally, in a report dbwngrading
Pinnacle West, Morgan Stanley indicated on September 19, 2005: “Since
PNW’s [APS] fuel clause is brand new, it will likely be subject to continued
state regulatory ‘interpretations,” and may cut into recovery of other operating
expenses, especially as AZ has traditionally been a difficult regulatory regime.”
And recently, Tucson Electric Power Company and its parent, UniSource, have
both been placed on negative credit watch by Standard & Poor’s in large part
due to uncertainty regarding this Commission’s willingness to address the

impact of escalating energy costs on utility finances.

It will also not go unnoticed if APS is denied a PSA surcharge when the

Commission has regularly approved other surcharges for gas utilities, usually for
percentage amounts far in excess of the Company’s request. Such unequal
treatment would only deepen the financial community’s concerns about the
degree of regulatory support in Arizona for maintaining the financial integrity of
its largest utility serving the second fastest growing service area in the country.

WHY ARE THE CONCERNS OF THE FINANCIAL COMMUNITY
IMPORTANT?

Like it or not, the financial community, which consists of investors, financial

analysts and ratings agencies, determines how much APS must pay for the

11
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capital resources it needs and even whether APS will have ready access to such
resources. Capital is the “life’s blood” of a utility, and neither APS nor this
Commission can ignore those who provide that capital and those who advise

them.

DESCRIPTION OF PSA RATE MECHANISM

COULD YOU PLEASE DESCRIBE THE PSA?

In Decision No. 67744, the Commission authorized a PSA mechanism for APS.
In general, it was based on a model adjustment mechanism developed by
Commission Staff for gas utilities, but with many more restrictions. The PSA
permitted the Company to defer for later recovery/refund 90% of the fuel and
purchased power costs in excess of/below the amount reéovered through base
rates, i.e., the Base Fuel Recovery Amount, plus the annual fuel and purchased
power adjustment factor, i.e., the Annual PSA Factor, established each April,
beginning with the $.00000 per kWh established as of April 1, 2005 by Decision
No. 67744. (Any PSA surcharge revenues received would likewise be credited
against the deferrals in the PSA bank balance.) Decision No. 67744 further
established that Base Fuel Recovery Amount at $.020743 per kWh. The other
10% is expensed (and essentially paid for by APS shareholders) or retained as
Otﬁer Income, depending on whether the costs are above or below the Base Fuel

Recovery Amount plus the Annual PSA Factor.

Adjustments to PSA charges are made at least annually, up to a cumulative cap
of four mills per kWh. The change to the Annual PSA Factor is on April 1 of
each year beginning in 2006, based on a March 1 filing that compares fuel and

purchased power costs per kWh for the preceding calendar year (in this first

12
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instance, the last nine months of 2005) after application of the 90/10 sharing

provision with the Base Fuel Recovery Amount.

APS is also authorized to request a special PSA surcharge/credit when fuel and
purchased power cost deferrals hit $50 million. And the Company is required to
seek such a surcharge before the “bank balance” of cost deferrals reaches $100
million. See Decision No. 67744 at 17, lines 13-14. This, of necessity, means
that APS may request, and indeed may be required to request multiple PSA
surcharges. Upon the date APS requests the PSA surcharge, the level of
deferrals used to determine any subsequent surcharge application is reduced by

the amount requested.

It is important to note that the Annual PSA Factor and a PSA surcharge serve
two related functions. Thus they are not redundant (“adjustor to an adjustor”)
but complements to a unitary and integrated PSA mechanism. The Annual PSA
Factor is essentially to update the Base Fuel Recovery Amount with more recent
data and is intended to, on a prospective basis, reduce or eliminate the need for
additional accumulations of deferred costs in the PSA bank balance. It also may
or may not result in a prospective reduction of current bank balances. The PSA
surcharge, on the other hand, deals explicitly with past deferrals into the bank
balance and how they will be recovered or refunded ‘through rates. Each
compbnent of the PSA is essential to the Company’s ability. to recover prudently
incurred fuel and purchased power costs above the level represented by the Base

Fuel Recovery Amount.

ON WHAT DO YOU BASE YOUR DESCRIPTION OF THE PSA?

13
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It 1s what Decision No. 67744 says as does the rate schedule, PSA-1, filed in

compliance with that Decision and effective by its own terms on April 1, 2005.

CONCLUSION
DO YOU HAVE ANY CONCLUDING REMARKS?

Yes. APS filed its request for a PSA surcharge both because it was required by

Decision No. 67744 and to address the problem of a rapidly increasing PSA
bank balance. The Company agreed with Staff and RUCO to remove prudence
issues from this proceeding until a later date and reduce its present request for a
PSA surcharge by $20 million in order to allow for av more expedited

consideration by the Commission of the balance of the surcharge Application.

Failure of the Commission to act promptly and positively in this matter has
significant negative consequences. First, we must begin the process of reducing
at least the rate of growth of the PSA bank balance. Otherwise we will be
building up a huge burden for future customers to pay while denying to present
customers the appropriate price signals about the cost of energy consumption. It
also places a strain on the Company’s ability to raise necessary capital on
reasonable terms for other purposes, including construction for new growth and
reliability. Second, the financial community is clearly looking at this proceeding
as a test case of this Commission’s resolve to come to grips with higher energy

costs.

The PSA was approved by the Commission in Decision No. 67744, effective
April 1, 2005. All components of that rate mechanism, including the Base Fuel
Recovery Amount, the Annual PSA Factor, and the potential for a PSA

surcharge likewise became effective on April 1, 2005.-APS is required to seek a

14
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PSA surcharge prior to the bank balance reaching $100 million, irrespective of
when and how many times that occurs. Having made such a request, the
Company can continue to defer 90% of fuel and purchased power costs in
excess of the sum of the Base Fuel Recovery Amount and the Annual PSA
Adjustment Factor pending Commission action on the surcharge request so long
as tﬁe PSA bank balance, exclusive of the amount sought in the PSA surcharge
request, does not again reach $100 million prior to APS making a subsequent

(second) PSA surcharge filing.

APS therefore urges the Commission to approve and authorize a PSA surcharge
of $.001416 per kWh for 24 months beginning in November 2005, or as soon
thereafter as possible. Although such surcharge will not eliminate the
unrecovered bank balance or even prevent it from significantly growing during
the amortization period, it is an important start and will send a positive signal to
the financial community, smooth the impact of recovery for customers while
giving more appropriate price signals, and reduce the financial burden on the

Company that is inherent in significant balances of unrecovered costs.

DOES THAT CONCLUDE YOUR PREFILED DIRECT TESTIMONY IN
THIS PROCEEDING?

Yes, it does.

15
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TESTIMONY OF THOMAS J. CARLSON
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-05-0526 & E-01345A-03-0437)

INTRODUCTION
PLEASE STATE YOUR NAME, ADDRESS AND OCCUPATION..

My name is Thomas J. Carlson. I am the Portfolio Manager for Arizona Public
Service Company (“APS” or “Company”) Regulated Marketing and Trading

Division. In that role, I am responsible for procuring wholesale purchased power

and natural gas for APS Native Load needs and also the marketing of surplus

APS generation and natural gas.

WHAT IS YOUR EDUCATION AND PROFESSIONAL BACKGROUND?

I received a Bachelor of Science degree from the University of South Dakota in
1977. Prior to coming to APS, I worked in marketing and market research
positions with the airline and motor transportation industries. I held a similar
position when I joined APS in 1988. In 1992, I began in the gas trading and fuel
management area of the Company, rising to Director of Generation Fuel

Procurement for APS in 2001 and to Portfolio Manager in 2004.

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY?

My testimony will describe APS’ natural gas and purchased power hedging

philosophy and policies as such policies and procedures relate to procuring the

gas and power needed to serve our native load.

SUMMARY OF TESTIMONY
WOULD YOU PLEASE SUMMARIZE YOUR TESTIMONY?

Yes. APS incorporates extensive use of financial and physical contracts to

minimize commodity price volatility when purchasing natural gas and purchased
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power to serve retail load. Since price stability is the goal of our system hedge
position, financial risks associated with projected requirements of these
commodities are systematically hedged at various levels three years prior to

delivery with standard energy products.

APS has hedged its financial commodity risk since the late 1990’s in response to
unprecedented market price fluctuation and has continued with this policy,
increasing its hedge percentages in June of 2005 in light of even greater price
uncertainty. Because of these hedges, the current hedged price of natural gas and
purchased power is significantly below the now prevailing market price through

2008.

The measured approach utilized by the system hedge plan helps APS customers
largely avoid much of the turbulence of price volatility that can occur in the
short-term commodity markets. Coupled with the practice of optimizing natural
gas or purchased power to provide the lowest cost commodity to meet load, the
current approach to hedging financial risk can p‘rovide APS customers with
significant economic savings while, most importantly, attaining future price
stability. |

APS HEDGING PROGRAM AND PHILOSOPHY FOR GAS AND POWER
PROCUREMENT

WHAT IS A “HEDGE?”

As applied in our industry, a hedge is defined as “any technique designed to
reduce or eliminate financial risk.” Sincercommodity prices of natural gas and
purchased power are extremely volatile and can change significantly from day to
day, the use of a hedge can eliminate much (but not all) of the financial risk

associated with price changes in these markets. From the perspective of APS, we
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hedge primarily with fixed price contracts, i.e. we fixed the price of the
commodity for a specific term, in order to eliminate price risk during that term.
HOW LONG HAS APS BEEN HEDGING ITS NATURAL GAS AND
PURCHASED POWER NEEDS?

APS has hedged natural gas and purchased power requirements for native load
customers in various respects since the late 1990°’s. The impetus for hedging
these commodities originated from the increased exposure arising from APS’
retail load growth and a coincident increase in the volatility of prices in the
energy market. The continuing development of organized and relatively liquid
commodity markets, and subsequently financial equivalent contracts, has since
made the implementation of hedging plans far more efficient and manageable.
HOW WOULD YOU DESCRIBE APS’ “GOAL” IN HEDGING AND HAS
THAT GOAL BEEN ATTAINED THROUGH THE APS HEDGING
POLICIES?

Price stability is the goal of the system hedge. Price stability is, of course, a
relative concept. In a consistently rising market, even hedged prices will also
increase, albeit less quickly. The converse is true in a falling market. APS’
system hedging philosophy is not one of trying to predict the direction of the
market — that’s what speculators do, and we do not speculate on behalf of our
customers. This goal of price stability is achieved in the current system hedge
plan by virtue of definitive target hedge levels, a requirement for strict
compliance in meeting those hedge levels, and senior management oversight and

direction of the hedging program.

This measured approach helps APS’ customers largely avoid the turbulence that
can occur in short-term commodity markets. Perhaps the most obvious recent

example as to the inherent value of a long-term hedge policy is the California
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energy crisis of 2001 and 2002. Over-reliance on the spot markets for
procurement of electricity and natural gas resulted in extreme price volatility.
As a result of the implementation of a deregulation plan, the investor-owned
utilities in California were restricted from entering into long-term contracts for
energy. As spot energy prices increased due to any number of factors, including
rising natural gas prices, transmission constraints and limited hydro production,
those utilities were forced to buy power from the near-term market. Coupled
with this market turbulence, both PG&E and SCE had no rate mechanism to
recover rising costs from their customers. This caused extreme financial distress
for the utilities and provided no incentive for their customers to curb their
consumption of an increasingly expensive commodity. The result was the very
well documented “energy crisis” that dramatically impacted both the utilities

and their customers.

By hedging purchased power and natural gas needs over a three-year horizon,
APS can mitigate the impact of volatile gas prices and wholesale capacity
concerns. Many issues relating to APS’ hedging activities were outlined in my
presentation to the Commission’s Natural Gas Forum on September 8, 2005.
For reference, I have attached the slides from that presentation as Schedule
TIC - 1.

CAN YOU PLEASE DESCRIBE THE EVOLUTION OF THE APS
HEDGE PLAN?

In the years prior to 2003, the volumes of natural gas and purchased power
exposed to price volatility were considerably less than today’s volumes (over
33% less) and, for the moét part, the costs of those commodities were also
significantly lower (over 66% lower) than today’s costs. As APS’ exposure to the

requisite volumes of natural gas and/or purchased power increased dramatically,
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the hedges employed by APS in the fall of 2003 were restructured to allow lower

levels of variances in required hedge levels.

Specifically, in the fall of 2003, APS initiated a hedge plan for total energy
(natural gas and purchased power needs combined) that required near term (or
“prompt calendar year”) requirements to be 75% hedged prior to January 1* of
that particular year. As a result of those requirements, the following hedge levels
were obtained or were to be obtained by the following dates:

o Calendar 2004: was 75% hedged as of December 31, 2003.
e Calendar 2005: was 75% hedged as of December 31, 2004.
° Calendar 2006: was to be 75% hedged as of December 31, 2005.

In addition to the 75% year end hedge requirements listed above, interim hedge
levels were established for Calendar Years 2005 and 2006 as follows:

o Calendar 2005: hedge levels of 25% by December 31, 2003 and 50% by
June 30, 2004.

o Calendar 2006: hedge levels of 15% by December 31, 2003, 25% by
December 31, 2004, and 50% by June 30, 2005.

The above requisite hedge levels were attained by APS on or before the

deadlines listed above.

DID APS REVISE ITS HEDGE PLAN IN 2005, AND IF SO, WHY?

In June of 2005, APS revised its system hedge plan to address growing concerns
about still increasing market volatility and the related financial risks to APS
customers. The revised hedge plan was prepared in consultation with Risk
Advisors, an industry expert in the design and implementation of hedging

policies and practices.
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Under the revised APS System Hedge plan for total energy (again, natural gas
and purchased power combined), the following hedge levels were established

and met by August 1, 2005.

o Remainder of 2005: 85% hedged at the following prices:

. Natural Gas, with an average delivered hedge price of $6.93/dth.
° Purchased Power, with an average hedge price of $69/MWh (peak
and off peak combined).

. Calendar Year 2006: 85% hedged at the following prices:

° Natural Gas, with an average delivered hedge price of $7.24/dth.
o Purchased Power, with an average hedge price of $56/MWh (peak
and off peak combined).

(Note: The current cost and value of the 2005 and 2006 hedge prices for natural
gas and/or purchased power can change as market price of the underlying
commodities changes, and APS continues to manage its hedge positions to
achieve physical delivery.)

Our hedge targets for 2007 (50%) and 2008 (35%) have also been met.

HOW DO THESE HEDGED PRICES FOR GAS AND ELECTRICITY
COMPARE TO TODAY’S FORWARD MARKET PRICES?

The value of the current hedged natural gas and purchased power prices are
significantly lower than current forward market prices, as established by various
gas and power trading hubs. Since forward market pricing changes from day to
day and the price of the hedge will change as a result of any change in hedge
percent or makeup, the comparison between the hedged price and forward
market will also change from day to day. The following depicts forward natural
gas and purchased power prices as of September 23, 2005, and the variance

between those prices and the current hedge prices to date.
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Remainder of 2005:

Natural Gas (delivered to APS power plants)

e Current forward market: $11.66/dth

e Hedged prices: $6.93/dth

e Current variance = $4.73/dth
Purchased Power

e Current forward market: $86/MWh

e Hedged prices: $69/MWh

e Current variance = $17/MWh

Calendar 2006:

Natural Gas (delivered to APS power plants)
e Current forward market: $10.82/dth
e Hedged prices: $7.24/dth
e Current variance = $3.58/dth
Purchased Power
e Current forward market: $80.25/MWh
e Hedged prices: $56/MWh
e Current variance = $24.25/MWh

HOW DOES APS ESTIMATE ITS NATIVE LOAD REQUIREMENTS
AND THUS ITS REQUIRED HEDGE VOLUMES?

APS serves retail load requirements by sourcing power from its nuclear, coal,
and natural gas generators, and by purchasing wholesale power in the
marketplace under long term agreements, or when purchasing power in shorter

term or real-time markets is more cost effective than self generation.
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- Fuel used in the nuclear and coal fired generators is purchased through long

term contracts at prices that, although escalated over time in accordance with
contractual formulae, allow those uhits to generally run as base load units.
Since our retail load demand cannot be readily predicted on an hour by hour or
day to day basis, the incremental or “swing” supply of energy needed to serve
load is sourced through our natural gas fired generators, through market

purchases of electricity, or through a combination of both.

In attempting to assess future native load energy needs, APS utilizes a
computerized simulation model called Real Time Simulation (“RTSIM”) to
project the requisite necessary level of incremental energy (gas fired or
purchased power, or both). In the case of the APS System Hedge, we use this
model to forecast three years worth of incremental energy needs, summarized

monthly, in order to establish our hedge requirements. Key inputs into the model

include:
. Forecast of system load requirerhents.
. Forward price curve of natural gas and purchased power.

o Scheduled outages of APS generators.
o Heat rate efficiencies and capacities of APS generators.

. Operating constraints such as Reliability Must Run (“RMR”)
requirements, minimum run time, ramp rates, etc.

In assessing estimated needs, we are also aware that generators are going to have
non-scheduled outages. Because these outages generally occur randomly, APS
includes a planning reserve in the monthly supply/demand balance prior to

calculating the monthly total energy hedge requirement.
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WHAT SYSTEMS DOES APS USE TO ATTEMPT TO OPTIMIZE ITS
HEDGE POSITIONS?

In order to capture the impact of price changes on our required hedge volumes,
APS re-runs the RTSIM model every week with updated forward prices for
natural gas and purchased power. Under normal situations, the total energy
requirements for the three years change only minimally, although the appropriate
volumetric mix between natural gas and purchased power can vary significantly.
As a result, the traders will attempt to “optimize” the hedge position to capture
the least expensive incremental energy to serve load, as depicted by the model,

while adhering to the total energy hedge targets. By optimizing, term traders

can:

° Adjust hedge levels of each specific commodity (purchased power versus
natural gas).

° Modify receipt and/or delivery points by commodity in order to minimize
costs and retain reliability.

° Investigate the economic value of financial/physical derivatives as

opposed to outright financial/physical contracts in managing risk.

Notwithstanding such optimizations, the total energy hedge at any given time
must remain at the target levels in accordance with the existing system hedge
plan. |
WHAT TYPES OF TOOLS AND/OR CONTRACTS DOES APS USE TO
HEDGE ITS NATURAL GAS AND PURCHASED POWER NEEDS?

APS transacts in various markets and uses various hedge tools in managing price
volatility and financial risk. The most common hedge tools include:

° Physical purchased power contracts delivered at Palo Verde, Four
Corners, Mead, and other accessible delivery points.
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° Physical purchased power call options to hedge financial capacity risk
delivered at Palo Verde, Four Corners, and Mead.

° Financial natural gas futures contracts traded on the New York
Mercantile Exchange (“NYMEX”). (The NYMEX financial contracts
used to hedge natural gas are very liquid and allow for physical natural
gas contracts purchases prior to the delivery month).

° Physical natural gas contracts for gas from the San Juan and Permian
Basins.

To give some perspective on the scope of our program, at any one time the
Company has more than 10,000 individual financial and physical contracts in

place.

HOW DOES APS THEN GO FORWARD AND TRANSITION
CONTRACTS BOUGHT FOR HEDGES TO DELIVER POWER TO APS’
CUSTOMERS? |

As stated earlier, APS uses a number of mechanisms to hedge its needs. Some
are called “physical” contracts (e.g. deliverable power) and others “financial”
contracts (e.g. cash settled). The most common “financial contract” is a futures
contract. Futures contracts used to hedge our financial risk must be converted to
physical contracts in order to obtain the physical commodity to serve load. The

most common example of this is the natural gas NYMEX futures contract,

which APS uses extensively in hedging.

NYMEX futures contracts expire three business days prior to the first day of the
next month. For example, the September 2005 NYMEX natural gas futures
contract expired on August 29, 2005. Since APS typically owns these contracts
by virtue of our hedge plan, APS will sell all futures contracts back to the
market on or near August 29", and simultaneously, purchase a physical supply

contract with a natural gas producer or marketer through an electronic trading

10
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platform or via 3 party brokers, that allows APS to deliver that gas to one of
our power plants. In other words, if APS had hedged the equivalent of 5 billion
cubic feet (Bcf) of NYMEX natural gas futures for a particular month, APS will
sell 5 Bef of futures contracts back to the NYMEX market, and purchase 5 Bef
of .physical supply through ICE (Intercontinental Exchange — the most
commonly used electronic trading platform in our markets). This activity
normally occurs during the last week of the month prior to delivery but must -

occur prior to the expiration of the NYMEX contract.

Within the delivery month, APS will take appropriate short term positions in
natural gas and/or purchased power in response to changes in market price or
load requirements. These modifications include both the purchase and sale of
natural gas and electricity as our load requires. For example, if APS had
expected to burn 100,000 mmbtu of natural gas in our generators on a given day,
but because of cooler than normal temperatures, the expected load demand was
reduced, APS will sell back to the market any excess natural gas purchaéed for
that day. The same holds true for any excess purchased power. In the event the
load is higher than projected, APS will purchase from the market any additional
natural gas or electricity needed to serve that load in the most cost effective
manner. Natural gas is normally purchased one day prior to delivery while
electricity can be purchased either one day prior or hourly (real time) during the

day of delivery.

WHAT IS THE ECONOMIC IMPACT OF APS’ HEDGING PRACTICES?
APS believes that price stability, and not speculative gain, is the goal of hedging.
As aresult, the “economic impact” of hedging can and will vary with the swings

in commodity prices in short term markets. That said, under certain conditions, it

11
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is possible to also achieve positive economic value from hedging practices.
Specifically, if the hedge is priced at a cost below the current market value, the
“market” value of the hedge its¢lf is positive, and can result in lower costs to the
customer versus relying on spot market prices for procurement. For example,
during the time period from April 2005 to August 2005, the realized value of
hedging in advance saved APS over $30,000,000 in fuel and purchased power
costs. Put another way, if APS had not hedged commodities in advance, and
relied solely on the near term (monthly) markets to purchase its projected gas
and purchased power volumes, the eventual costs of those commodities would
have been over $30,000,000 more due to higher month to month prices for gas

and purchased power.

It is important to note, however, that the economic value of hedging can be
reduced or even eliminated if the short term price of gas and purchased power
turns lower than the hedge costs. In those instances, even though price stability
is realized, the final costs of hedging may be higher than purchasing needs short
term (monthly or daily). That does not mean that the hedges were imprudent or
even that they had no value to customers. Hedging is essentially price insurance.
Insurance does not lose its value nor is its purchase imprudent simply because

the risk insured against does not, in any particular instance, materialize.

The volatility of commodity pricing has been well documented over the last
several years. Given the size of APS’ load, even a minimal movement in pricing
can have a dramatic impact to APS’ customers. By example, Schedule TJC-2 to
my testimony is a chart that shows the impact of a $1 adverse move in natural

gas for the unhedged portion of APS’ energy needs. As that chart evidences, a

12
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$1 increase in price over the next three years can have an approximately $83

million negative impact to APS’ customers.

It is also important to note, that the economic value of hedging can be reduced
or even eliminated in the event a contracted counterparty fails to perform. The
use of NYMEX futures contracts significantly reduces the counterparty

performance risk for the term natural gas markets.

Notwithstanding, and as briefly addressed at the beginning of my testimony, the
failure to hedge and instead wait for the spot market can, and has, on any
number of occasions in the past, proven catastrophic. In short, we believe
hedging is a long-term safety net for APS customers and in many ways should .
be regarded more like insurance than a speculative profit center.

WHAT ARE SOME OF THE LIMITATIONS ON APS’ ABILITY TO
HEDGE?

Credit restrictions, market liquidity, and load uncertainty are the three primary
factors that limit hedging.

. Credit restrictions: Can limit the number of counterpartles and hedge
tenor (both volume and length of transactions).

. Market liquidity: Reduced liquidity further out in time (2007 and
beyond).

o Load uncertainty: Customer demand for electricity changes daily due
mostly to weather.

. ® APS’ Credit Score: The strength of APS’ credit is critical in allowing

APS to transact with favorably-rated counterparties, which in turn limits
the amount of credit risk to APS customers.

CONCLUSION
DO YOU HAVE ANY CONCLUDING REMARKS?

13
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Yes. APS incorporates extensive use of financial and physical contracts to
minimize commodity price volatility when purchasing natural gas and purchased
power to serve retail load. Since price stability is the goal of our system hedge
position, financial risks associated with projected requirements of these
commodities are systematically hedged at various levels three years prior to

delivery with standard energy products.

APS has hedged its financial commodity risk since the late 1990’s in response to
unprecedented market price fluctuation and has continued with this policy. In
June of 2005, APS increased its hedge percentages in light of even greater price
uncertainty. Because of these hedges, the current hedged price of natural gas and
purchased power is significantly below the now prevailing market price through

2008.

The measured approach utilized by the system hedge plan helps APS customers
largely avoid much of the turbulence of price volatility that can occur in the
short-term commodity markets. Coupled with the practice of optimizing natural
gas or purchased power to provide the lowest cost commodity to meet load, the
current approach to hedging financial risk is providing APS customers with

significant economic savings while attaining future price stability.

14
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Arizona Public Service Company

Financial Impact of $1/dth Change in Unhedged Natural Gas
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‘I Cumulative $1,048,900 $5,755,700 $33,522,000 $82,947,500

Schedule TJC -2 Page 1 of 1
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- DIRECT TESTIMONY OF PETER M. EWEN
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-05-0526 & E-01345A-03-0437)

INTRODUCTION
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Peter M. Ewen. My business address is 400 N. 5™ Street, Phoenix,
Arizona, 85004.

WHAT IS YOUR POSITION WITH ARIZONA PUBLIC SERVICE
COMPANY?

I am Manager of the Forecasts Department for Arizona Public Service Company
(“APS” or “Company”). In that role, I am responsible for preparing the

Company’s short-range and long-range forecasts of system peak demand and

energy sales and for projecting the optimal dispatch of available resources to |-

minimize the cost of meeting those energy requirements.

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL
BACKGROUND?

I received Bachelors and Masters degrees in Economics from Arizona State
University in 1985 and 1988, respectively. I have analyzed and forecasted
electric energy and demand growth since 1988, first as a Staff member of the
Arizona Corporation Commission (“Commission”) and, since 1990, as an
employee for APS. I have specifically analyzed the actual dispatch of our
generating units 'in combination with market purchases to serve native load
demand since 1998, and assumed full responsibility for making the optimal
dispatch and associated fuel cost projections in 2000. I was formerly President of
the Arizona Economic Round Table, a group of Arizona-based economists that
specialize in studying the Arizona economy, and I am still a member of that
organization. I also serve on the Joint Legislative Budget Committee’s Finance

Advisory Committee. This consists of a group of state economists who advise the




o S B e

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

>

>

Joint Legislative Budget Committee staff on the adequacy of the economic

projections underlying their state revenue projections.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

I am supporting the Company’s application for a 0.1416¢/kWh power supply
adjustor (“PSA”) surcharge, as shown on Schedule PME-1, By describing the
extent of the Company’s under-collection of its fuel and purchased power
expenses as they relate to the fuel costs included in the Company’s current base
rates approved in Decision No. 67744 (April 7, 2005). (Here and throughout the
remainder of my testimony, I will refer to fuel and purchased power expenses
collectively as fuel expenses.) I describe what the extent of this under-collection
is expected to be through the end of 2006, with and without the requested
surcharge. I also explain the various reasons why the Company is experiencing

this under-collection.

WOULD YOU PLEASE SUMMARIZE YOUR TESTIMONY?

From April 1, 2005 through August 31, 2005, the Company has under-collected
$127.7 million in fuel expenses in the provision of electricity to its retail
customers, of which $115.2 million has been deferred and $12.5 million has been
paid for by the Company’s shareholdérs, reflecting the Company’s 10% share of
higher fuel costs as mandated by the Commission’ in Decision No. 67744. The
Company, in its July 22 filing, initially requested a surcharge to recover $100
million over 24 months beginning November 1, 2005. As Company witness Mr.
Steve Wheeler indicates in his testimony, the Company has -subsequently
modified its request, and is now seeking to recover $80 million over 24 months
with a surcharge of 0.1416¢/kWh. If the Commission were to approve the
requested $80 million surcharge, the application of the annual PSA adjustment

formula results in an estimated Annual PSA Factor of 0.3¢/kWh in April 2006.
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Under such circumstances, the under-collected fuel expense balance is expected
to reach $255 million by the end of 2006, including the as of yet unrecovered
portion of the $80 million. In the absence of this surcharge, the under-collected

balance will approach $274 million by the end of 2006.

The reasons for this are fairly straightforward. First, higher fuel prices account
for $45 million, the largest single source of the under-collection. These higher
fuel costs are in spite of the significant savings of $31 million the Company was
able to achieve through its fuel hedging program. Second, the incremental
electricity sales growth since 2003 — the time period which served as the basis for
the Company’s base fuel rate — has been served predominately by high-cost
natural gas and purchased power resources, a cost increase of $13 million. Third,
the Company is under-collected by $30 million simply because the monthly
pattern of fuel costs is at its highest during the spring and summer periods
captured in the filing. This amount assumes no changes in fuel prices, energy

sales levels, or plant operations.

UNDER-COLLECTED FUEL EXPENSE BANK BALANCE

WHAT WAS THE AMOUNT OF FUEL EXPENSE THAT THE COMPANY
DID NOT RECOVER FROM APRIL THROUGH AUGUST 2005?

$127,675,173.

WHAT WAS THE UNDER-COLLECTED BANK BALANCE AT THE
END OF AUGUST 2005?

$115,216,605.

WHAT IS THE DIFFERENCE BETWEEN THESE NUMBERS?
The difference of almost $12.5 million is accounted for by the amount of fuel the
Company paid for but does not get to collect from customers as a result of the

10% sharing mechanism incorporated in the PSA. The actual expense amounted




> BN )

O

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

>

to $12.8 million but was slightly offset by the interest of $0.3 million that has

accrued on the unrecovered fuel expense balance.

HOW WERE THESE AMOUNTS CALCULATED?

Each month, the Company records its fuel and purchased power expenses
incurred in serving native load customer energy needs, and the revenues and fuel
expenses associated with making off-system sales. The fuel and power purchase
and sale transactions associated with both of these activities are managed
internally in the Company’s “System Book.” A net cost of serving native load
customers is calculated by crediting the revenues from the Company’s off-system
sales against the total fuel and purchased power expenses incurred in serving
native load customers and off-system sales. The retail component of this net cost
is calculated based on each month’s proportion of retail electricity sales to that
month’s total native load sales. This retail customer net fuel cost is compared to
the amount of revenue the Company collected from retail customers for fuel
expenses, which is the Company’s approved base fuel rate of 2.0743¢/kWh
multiplied by that month’s electricity sales to retail customers, in order to find the
dollar amount the Company has under- or over-collected. Finally, any under- or
over-collection is split with 90% going into a bank balance for future rate

determination and 10% being expensed by the Company during the period.

Schedule PME-2 is the Company’s standard monthly PSA filing with the
Commission, which shows these monthly calculations for April through August

2005, the time period during which the PSA has been in effect. As can be seen

from page 1 of the exhibit, the Company has under-collected its approved fuel

costs in every month since the start of the PSA, with the highest cost months of
July and August being the largest contributors to the under-collected balance. Of

the $127.7 million the Company has spent on fuel but not recovered, $86.6
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million, or two-thirds of the total, occurred in the two months of July and
August.

PLEASE EXPLAIN WHY THE COMPANY DOES NOT SEPARATELY
CALCULATE FUEL AND PURCHASED POWER EXPENSES FOR NON-
RETAIL NATIVE LOAD.

The Company’s non-retail (wholesale) native load customers all are small
districts serving rural areas of Arizona and comprise approximately 3% of total
native load sales. These non-retail customers are served from the same common
set of resources as the Company’s retail customers, and their fuel and purchased
power costs were allocated on the same basis as in the PSA Plan of
Administration in determining the Base Fuel Cost adopted by the settlement and
Decisioﬁ No. 67744. For that matter, it is the same allocation procedure used in
prior APS rate proceedings. Thus, the treatment of these loads is both consistent
with prior precedent and with how costs are actually incurred to serve them.

DO YOU EXPECT THE BANK BALANCE TO CORRECT ITSELF AND
RETURN TO ZERO?

No, quite the opposite. By December 2006, the Company’s under-collection is
expected to be around $255 million. This amount is more than the Company’s
2004 earnings. The Company will add some $214 million in under-collected fuel
costs to this balance through the course of 2006, but will collect only $40 million
in 2006 through the surcharge, if approved, and $67 million from re-setting of the
Annual PSA Factor on April 1, 2006. This $107 million in collections will not
even recoup the Company’s shortfall in 2005. The December 2005 under-
collected balance will be $143.1 million, or $36 million more than the Company
will collect in 2006.

WHAT WOULD THE UNDER-COLLECTED BALANCE BE WITHOUT
THE APPROVAL OF THE SURCHARGE?
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At the end of 2006, the bank balance would be $274 million, or about $19
million higher than the current projection. Without the 0.1416¢/kWh surcharge,
the Annual PSA Factor — under current projections — will be re-set to 0.4¢/KkWh
on April 1, 2006, which partially offsets the loss of the $4O million in surcharge

collections in 2006.

SOURCES OF UNDER-COLLECTED FUEL EXPENSES
WHAT ACCOUNTS FOR THESE HIGHER COSTS?

Schedule PME-3 provides a list of the major factors that have contributed to the
increase in average costs relative to the 2003 base fuel rate and quantifies the
impact in dollar terms. On page 1, it shows the bank balance at the end of August
2005 and the amounts which the Company is not seeking to recover at this time.
The result is the “Net Balance for Current Request” of $80 million (the $.1
million difference is due to rounding). Page 2 shows a breakdown of the sources
of fuel expense increases over the Company’s base fuel rate. Note that the
principal factors listed on page 2 account for more than the Company is
requesting in its current application by $8.2 million. See Schedule PME-3, page
2. This is because the Company is setting aside $20 million of under-collected
fuel expenses related to unplanned outage replacement power costs for future
rate determination and because $15 million of higher costs were never included
in the Company’s original request due to the timing of the application (i.e.,

before July and August final balances were known).

First on the list is higher fuel prices, which account for $45 million of the
increase and would be even greatér were it not for the Company’s hedging
program. Prices for natural gas and purchased power are up 23% and 46%,
respectively, for the April-August 2005 time period relative to the 2003 prices
included in the Company’s base fuel rate of 2.0743¢/kWh. Delivered prices for
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natural gas averaged $6.96/mmbtu and purchased power prices averaged
$57.15/MWh in 2605 . The corresponding prices in the base fuel rate reflect 2003
prices of $5.65/mmbtu for natural gas and $39.14/MWh for purchased power.
These price increases contribute almost $70 million to the Company’s costs in

excess of the base rate levels.

These cost increases are offset by savings of $34 million from the Company’s
hedging program, or almost half of the overall price increase. The Company
hedged a substantial portion of its 2005 natural gas and power needs’in advance,
beginning in the 4™ quarter of 2003. As gas and power prices for 2005 increased
steadily from the end of 2003 through the 2™ and 3™ quarters of 2005, these
financial hedges that the Company had purchased gained significantly in value.
When it was time to take physical delivery of natural gas and power, the
Company liquidated these financial hedges and is using the proceeds to reduce
the net cost to customers of high natural gas and power prices. Mr. Carlson

describes the Company’s hedging program in more detail in his testimony.

The change in gas and power prices has also contributed to lower off-system

sales margins as the Company’s gas-fired generating units became less economic
relative to the 2003 base fuel rate prices. The reduced margins from these sales
increased net costs by $2 million. In combination with the other factors I have
just described, the ultimate increase in cost due to higher natural gas and power
prices nets to $38 million, or $34 million after accounting for the Company’s

10% share of the increase.

HAVE OTHER FUEL PRICES INCREASED?
Yes. In particular, prices for coal have experienced fairly substantial increases

that have led to an additional $12 million of under-collected costs, net of the




e - Y e

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

Company’s 10% share. Average coal production costs are 15% higher in 2005
than what is included in the 2003 base fuel rate. Rail transportation costs for the
coal burned at the Company’s Cholla Generating Station also have increased as a
result of a Surface Transportation Board (“STB”) action in December 2004. In
addition, coal prices otherwise have increased at all three of the Company’s coal-
fired generating plants, due to higher costs at the mines. Coal production costs
averaged $15.29/MWh in the 2005 period, but are only $13.27/MWh in the

Company’s base fuel rate.

In summary, the higher prices for coal, natural gas and power account for $45
million, or 56%, of the $80 million under-collection in 2005.

WHAT OTHER CONDITIONS ARE CONTRIBUTING TO THE FUEL
EXPENSE UNDER-COLLECTION?

Another significant contributor is the incremental load growth that the Company
has experienced since the bése fuel rate was set. Retail sales of electricity are
approximately 500,000 MWh greater in the April — August 2005 time period than
in the corresponding months of 2003 used for the base fuel rate calculation.
Holding fuel prices constant at base fuel rate levels, this additional 500,000
MWh has resulted in an under-collection of $13 million (16%) net of the
Company’s 10% share. The incremental cost to serve these additional sales at
base fuel rate prices is approximately $50/MWh, or 5.0¢/kWh. When compared
to the 2.0743¢/kWh collected from customers for _these additional sales, it
becomes apparent that the Company is under-collecting 2.93¢/kWh on each
incremental kWh sold. For every 1,000 MWh, the Company ends up short by
$29,000. After absorbing 10% of the increase, every 1,000 MWh contributes just
over $26,000 to the under-collected balance.

WHAT ELSE HAS LED TO THE UNDER-COLLECTION OF FUEL
EXPENSES THROUGH AUGUST?
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IV.

The monthly pattern of fuel expenses is another contributor to the uncollected
balance and accounts for $30 million (37% of the $80 million) net of the
Company’s 10% share. This would be the case even if fuel prices, energy sales,
and generator availability all were exactly the same as the values included in the
base fuel rate. Schedule PME-4 shows graphicalfy the pattern of 2003 average
monthly fuel costs that averaged out to 2.0743¢/kWh over the entire year. The
most salient feature in the exhibit is the higher costs in the summer months that
are moderated out by lower costs in the spring and fall months. In the absence of
higher fuel prices and higher energy sales, these short-term “timing” costs would
be the only amounts uncollected through August, and the corresponding “over-
collection” would occur in future months to balance out the under-collection.
Combined with fuel prices that average out much ‘higher than the 2003 prices
included in base rates, though, this pattern, along with growth, helped to push the
Company’s under-collected balance over the $100 million threshold that required
a filing for recovery under Decision No. 67744.

WILL THIS PATTERN ACT AS A SELF-CORRECTION AND REDUCE
FUTURE BALANCES TOO FAR THE OTHER WAY?

No. Between October 2005 and April 2006, the monthly amount collected from
customers is expected to be modestly over or under, depending on the specific

month, the Company’s actual fuel costs. Because prices are as high as they are,

- however, future under-collected balances will only accelerate once the summer

months of 2006 arrive. As I mentioned earlier, the Cbmpany currently projects
that base revenues will produce a shortfall of $214 million relative to the
anticipated fuel costs in 2006. Because this incorporates the full year, any

“timing” issues are not a factor.

CONCLUSION
DO YOU HAVE ANY CONCLUDING REMARKS?
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The Company has spent significantly more on fuel and purchased power between

April and August 2005 than it has collected from customers through the

~established base fuel rate. Under current projections, this trend is only expected

to continue and, in the absence of Commission approval of the Company's

requested surcharge, will grow to.close to $300 million by the end of 2006.

The reasons for these fuel cost increases are straight-forward. Higher natural gas
and power prices, higher coal prices and the high cost of incremental sales
growth are the primary contributors to the Company's request. These higher costs
have been mitigated to a large extent by the Company's forward hedging of its
natural gas and purchased power needs. However, the fuel prices allowed in the
Company's base fuel rate from 2003 are not likely to return in the foreseeable
future, so the Company's requested surcharge is necessary to prevent the under-

collected fuel expense bank balance from becoming unmanageablely large.

DOES THIS CONCLUDE YOUR TESTIMONY?
Yes.

10




Schedule PME-1
Page 1 of 1

ARIZONA PUBLIC SERVICE COMPANY
Calculation of the Revised November 2005 PSA Surcharge

Projected A
Retail Less E-3/E-4'  Less E-36°
Line ‘ Calendar Projected Projected Total

No. Mth MWhs MWhs MWhs MWhs
1 Nov05 1,921,888 (17,765) (5,090) 1,899,033
2 Dec05 2,062,795 (20,996) (5,080) 2,036,709
3 Jan06 2,109,012 (23,186) {(5,090) 2,080,736
4 Feb06 1,821,752 (19,440) {5,090) 1,797,222
5 Mar06 1,929,711 (16,764) (5,090) 1,807,857
6 AprQ6 2,025,386 (15,933) (5,080) 2,004,363
7 May06 2,374,205 . (17,161) (5,090) 2,351,954
8 Jun06 2,704,478 (23,573) (5,080) 2,675,815
9 Jul06 3,041,028 (29,271) (5,090) 3,006,667
10  Aug 06 3,253,145 (34,101) (5,090) 3,213,954
11 Sep06 2,670,087 (32,227) (5,090) 2,632,770
12 Oct 06 2,096,903 (23,721) (5,090) 2,068,092
13 Nov 06 1,988,967 (18,476) (5,080) 1,975,401
14 Dec 06 2,146,316 (21,836) (5,090) 2,119,390
15 Jan 07 2,192,234 (24,113) (5,090) 2,163,031
16 Feb 07 1,893,694 (20,218) (5,090) 1,868,386
17 Mar 07 . 2,006,883 (17.435) (5,090) 1,984,358
18  Apr07 2,105,708 (16,570) (5,090) 2,084,048
19 May 07 2,469,635 (17,848) (5,090) 2,446,697
20 Jun0O7 2,818,195 {24,516) (5,090) 2,788,589
21 Jul 07 3,169,580 (30,442) (5,090) 3,134,048
22 Aug 07 3,390,383 (35,465) (5,080) 3,349,828
23 Sep07 2,781,625 (33,516) (5,090) 2,743,019
24 Oct07 2,182,782 (24,670) (5,090) 2,153,022
57,166,392 (559,241) (122,160) 56,484,991

Amortized Amount $ 80,000,000
Total kWhs _56,484,991,000
PSA Surcharge perkWh| §  0.001416 |

' E-3 and E-4 customers will not have to pay PSA charges per Decision No. 67744.

2 E-36 customers are directly assigned incremental fuel and purchased power per the
terms of the rate schedule. Therefore, both the incremental cost and the associated
MWh usage are excluded from the PSA calculations. The PWEC Units are excluded
from the E-36 projections because they are being transferred to APS.

Note: The PSA Surcharge will expire at the end of the 24 month period. Any

over/under collection remaining at the end of the period will be credited/debited

to the PSA baiancing account.
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ARIZONA PUBLIC SERVICE COMPANY

Schedule 2

2005 Annual Balancing Account interest

Bafancing
Account
Line Monthly
No. Month interest
(Scheduie 4, Line 15)
1 January $ -
2 February $ -
3 March $ -
4 April' 3$ -
5 May $ 3,502
6 June $ 35,984
7 July $ 85,959
8 August $ 183,505
9 September $ -
10 October $ -
11 November $ -
12 December $ -
13 Total $ 308,950
Move Forward to Schedule 3, Line 2[ $ 308,950 |

' No interest was accrued in April since it is the first month for the PSA.

Schedule PME-2
Page 2 of 4



Line

No.
1

2

10

11

12 Total (Credit)/Charge Carried Forward Due to Adjustor Rate Bandwidth

Note: This calculation is done once a year for the change to the PSA Adjustor Rate in April.

ARIZONA PUBLIC SERVICE COMPANY
Schedule 3
2005 Year End PSA Adjustor Rate Calculation

PSA Adjustor Rate Calculation
Post-Sharing (Over)/Under Collection Amount (From Sch. 1}

Annual Balancing Account interest (From Sch. 2)

Less: Approved Amortization Surcharge Balance

Bandwidth Carry_ Forward from Prior Period

Total (Credit)/Charge Amount {Line 1 + Line 2 + Line 3 + Line 4)

Tota! {Credit)/Charge Amount
Actual Energy Sales without E-3, E-4 and E-36 (kWh)

Computed Adjustor Rate per kWh (Line 6 / Line 7)

Adjustor Rate Bandwidth
Adjustor Rate Bandwidth Upper Limit

Adjustor Rate Bandwidth Lower Limit

Applicable Adjustor Rate per kWh

Schedule PME-2

Page 3 of 4
$ -
$ -
$ -
$ -
3 -
0
_$ 0004000
$ _ (0.004000)
$ .
$ -
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Docket No. E-01345A-03-0437

Q.

Please state your name, occupation, and business address.
My name is Marylee Diaz Cortez. | am a Certified Public Accountant and
the Chief of Accounting and Rates for the Residential Utility Consumer

Office located at 1110 W. Washington, Phoenix, Arizona 85007.

What is the purpose of your testimony?
The purpose of my testimony is to address the Plan of Administration the
parties to the Settlement Agreement have developed for APS's Power

Supply Adjustor (PSA) mechanism.

Why was the Plan of Administration developed?
Decision No. 67744 required that the parties to the Settlement Agreement
file a document that would reflect the operative terms of the PSA. This

document was filed with the Commission on June 6, 2005.

Have the parties subsequently revised the Plan of Administration?

Yes. Pursuant to questions and concerns from the Commissioners the
parties revised the Plan of Administration to clarify the terms and
mechanical operation of the PSA as agreed to in the Settlement

Agreement and modified by the Commission.
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Q.

Does RUCO believe that the revised Plan of Administration clearly defines
the operational terms of the PSA?

Yes. The revisions to the Plan of Administration were all made with the
intent of clarifying the specific operational terms of the PSA. These
revisions include a glossary of PSA terminology, expanded operational
explanations, as well as detailed spreadsheets showing the actual
mathematical calculations of all aspects of the PSA including but not
limited to: the balancing account, the April 1 PSA Adjustor, Surcharge

calculation and amortization, and interest accruals.

Does RUCO support the revised Plan of Administration?

Yes. RUCO actively participated in the revisions to the Plan of
Administration and believes that it accurately reflects the operational
characteristics of the PSA as agreed to, and as amended by the

Commission.

Does this conclude your testimony?

Yes.




EDUCATION:

CERTIFICATION:

EXPERIENCE:

APPENDIX |

Qualifications of Marylee Diaz Cortez

University of Michigan, Dearborn
B.S.A., Accounting 1989

Certified Public Accountant - Michigan
Certified Public Accountant - Arizona

Audit Manager

Residential Utility Consumer Office
Phoenix, Arizona 85007

July 1994 - Present

Responsibilities include the audit, review and analysis of public
utility companies. Prepare written testimony, schedules, financial
statements and spreadsheet models and analyses. Testify and
stand cross-examination before Arizona Corporation Commission.
Advise and work with outside consultants. Work with attorneys to
achieve a coordination between technical issues and policy and
legal concerns. Supervise, teach, provide guidance and review the
work of subordinate accounting staff.

Senior Rate Analyst

Residential Utility Consumer Office
Phoenix, Arizona 85004

October 1992 - June 1994

Responsibilities included the audit, review and analysis of public
utility companies. Prepare written testimony and exhibits. Testify
and stand cross-examination before Arizona Corporation
Commission. Extensive use of Lotus 123, spreadsheet modeling
and financial statement analysis.

Auditor/Regulatory Analyst

Larkin & Associates - Certified Public Accountants
Livonia, Michigan

August 1989 - October 1992

Performed on-site audits and regulatory reviews of public utility
companies including gas, electric, telephone, water and sewer
throughout the continental United States. Prepared integrated
proforma financial statements and rate models for some of the
largest public utilities in the United States. Rate models consisted



of anywhere from twenty to one hundred fully integrated schedules.
Analyzed financial statements, accounting detail, and identified and
developed rate case issues based on this analysis. Prepared
written testimony, reports, and briefs. Worked closely with outside
legal counsel to achieve coordination of technical accounting
issues with policy, procedural and legal concerns. Provided
technical assistance to legal counsel at hearings and depositions.
Served in a teaching and supervisory capacity to junior members of

the firm.

RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Utility Company

Potomac Electric Power Co.

Puget Sound Power & Light Co.

Northwestern Bell-Minnesota

Florida Power & Light Co.

Gulf Power Company

Consumers Power Company

Equitable Gas Company

Gulf Power Company

Docket No.

Formal Case No. 889

Cause No. U-89-2688-T

P-421/E1-89-860

890319-El

890324-El

Case No. U-9372

R-911966

891345-El

Client

Peoples Counsel
of District of
Columbia

U.S. Department
of Defense - Navy

Minnesota
Department
of Public Service

Florida Office of
Public Counsel

Florida Office of
Public Counsel

Michigan Coalition
Against Unfair
Utility Practices

Pennsylvania
Public Utilities
Commission

Florida Office of
Public Counsel



Jersey Central Power & Light

Green Mountain Power Corp.

Systems Energy Resources

El Paso Electric Company

Long Island Lighting Co.

Pennsylvania Gas & Water Co.

Southern States Utilities

Central Vermont Public Service Co.

Detroit Edison Company

Systems Energy Resources

Green Mountain Power Corp.

United Cities Gas Company

ER881109RJ

5428

ER89-678-000 &

EL90-16-000

9165

90-E-1185

R-911966

900329-WS

5491

Case No. U-9499

FA-89-28-000

5532

176-717-U

New Jersey
Department of
Public Advocate
Division of Rate
Counsel

Vermont
Department
of Public Service

Mississippi Public
Service
Commission

City of El Paso

New York
Consumer
Protection Board

Pennsylvania
Office of
Consumer
Advocate

Florida Office of
Public Counsel

Vermont
Department
of Public Service

City of Novi

Mississippi Public
Service
Commission

Vermont
Department
of Public Service

Kansas
Corporation
Commission



General Development Utilities

Hawaiian Electric Company

Indiana Gas Company

Pennsylvania American Water Co.

Wheeling Power Co.

Jersey Central Power & Light Co.

Golden Shores Water Co.
Consolidated Water Utilities
Sulphur Springs Valley

Electric Cooperative

North Mohave Valley
Corporation

Graham County Electric
Cooperative

911030-WS &
911067-WS
6998

Cause No. 39353

R-00922428

Case No. 90-243-E-42T

EM89110888

U-1815-92-200

E-1009-92-135

U-15675-92-220

U-2259-92-318

U-1749-02-298

Florida Office of
Public Counsel

U.S. Department
of Defense - Navy

Indiana Office of
Consumer
Counselor

Pennsylvania
Office of
Consumer
Advocate

West Virginia
Public Service
Commission
Consumer
Advocate
Division

New Jersey
Department
of Public Advocate
Division of Rate
Counsel

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office




Graham County Utilities

Consolidated Water Ultilities

Litchfield Park Service Co.

Pima Utility Company

Arizona Public Service Co.

Paradise Valley Water

Paradise Valley Water

Pima Utility Company

SaddleBrooke Development Co.

Boulders Carefree Sewer Corp.

Rio Rico Utilities

Rancho Vistoso Water

Arizona Public Service Co.

Citizens Ultilities Co.

Citizens Ultilities Co.

U-2527-92-303

E-1009-93-110

U-1427-93-156 &
U-1428-93-156

U-2199-93-221 &

U-2199-93-222

U-1345-94-306

U-1303-94-182

U-1303-94-310 &

U-1303-94-401

U-2199-94-439

U-2492-94-448

U-2361-95-007

U-2676-95-262

U-2342-95-334

U-1345-95-491

E-1032-95-473

E-1032-95-417 et al.

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office



Paradise Valley Water

Far West Water

Southwest Gas Corporation

Arizona Telephone Company

Far West Water Rehearing

SaddleBrooke Utility Company

Vail Water Company

Black Mountain Gas Company

Northern States Power Company

Paradise Valley Water Company
Mummy Mountain Water Company
Bermuda Water Company

Bella Vista Water Company
Nicksville Water Company
Paradise Valley Water Company
Pima Ultility Company

Far West Water & Sewer Company

Vail Water Company

U-1303-96-283 &
U-1303-95-493

U-2073-96-531

U-1551-96-596

T-2063A-97-329

W-0273A-96-0531

W-02849A-97-0383

W-01651A-97-0539 &

W-01651B-97-0676

G-01970A-98-0017
G-03493A-98-0017

W-01303A-98-0678
W-01342A-98-0678

W-01812A-98-0390
W-02465A-98-0458
W-01602A-98-0458

W-01303A-98-0507

SW-02199A-98-0578

WS-03478A-99-0144
Interim Rates

W-01651B-99-0355
Interim Rates

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office



Far West Water & Sewer Company

Sun City Water and Sun City West

Southwest Gas Corporation
ONEOK, Inc.

Table Top Telephone

U S West Communications
Citizens Utilities Company

Citizens Utilities Company
Southwest Gas Corporation
Southwestern Telephone Company
Arizona Water Company

Litchfield Park Service Company

Bella Vista Water Co., Inc.

Generic Proceedings Concerning
Electric Restructuring Issues

Arizona Public Service Company

Qwest Corporation

WS-03478A-99-0144

W-01656A-98-0577 &
SW-02334A-98-0577

G-01551A-99-0112

G-03713A-99-0112

T-02724A-99-0595

T-01051B-99-0737

T-01954B-99-0737

E-01032C-98-0474

G-01551A-00-0309 &

G-01551A-00-0127

T-01072B-00-0379

W-01445A-00-0962

W-01427A-01-0487 &

SW-01428A-01-0487

W-02465A-01-0776

E-O0000A-02-0051

E-01345A-02-0707

RT-00000F-02-0271

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office



Arizona Public Service Company

Citizens/UniSource

Arizona-American Water Company

Arizona Public Service Company

UniSource

Arizona Public Service Company

Qwest Corporation

Southwest Gas Corporation

Arizona-American Water Company

E-01345A-02-0403

G-01032A-02-0598
E-01032C-00-0751
E-01933A-02-0914
E-01302C-02-0914
G-01302C-02-0914

WS-01303A-02-0867

E-01345A-03-0437

E-04230A-03-0933

E-01345A-04-0407

T-01051B-03-0454 &

T-00000D-00-0672

G-01551A-04-0876

W-1303A-05-0280

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office

Residential Utility
Consumer Office
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Power Supplv Adjustment Plan for-of Administration

General Description

The purpose of the Power Supply Adjustment (“PSA”) is to track changes in Arizona
Public Service Company’s (“APS” or the “Company”) cost of obtaining power supplies.
This is done by making an annual adjustment to the cost of fuel and purchased power
embedded in APS’ base rates. The PSA will apply to all fuel and purchased power costs
incurred on or after April 1. 2005. The main components of the PSA are: 1) arisk
sharing mechanism whereby APS and its customers share in the costs/savings on a 90%
customer, 10% APS basis; 2) a bandwidth that limits the amount the PSA Adjustor Rate
(“Adjustor Rate”) can change over the entire term of the PSA to plus or minus $0.004 per
kWh; 3) a balancing account, 4) a balancing account surcharge mechanism, separate from
the Adjustor Rate, to clear the balancing account under circumstances described below;
and 5) the inclusion of off-system sales.

The monthly PSA calculations shall be adjusted for the calculated net savings from the
methodology approved in Decision No. 67504 (pg. 50) from the PPL Sundance docket.
APS will calculate the new fuel cost savings, purchased power savings and incremental
off-system margin impacts by comparing two sets of projections for its own load fuel and
purchased power costs and off-system sales margins and using the difference as the net
savings amounts associated with the Sundance generation units. One set of projections
would assume APS ownership of the Sundance plant and the other set would assume APS
did not own the Sundance plant. The PSA will be adjusted to calculate the PSA balance
as if the Sundance plant was not acquired by APS. This adjustment will no longer be
made once rates are effective that recover the capital and operating costs of the Sundance

plant.

The results of the PSA are applied to customer’s bills through the Adjustor Rate. The
Adjustor Rate is applicable to APS’ retail electric rate schedules (with the exception of
Solar-1, Solar-2, SP-1, E-3, E-4, E-36 and Direct Access service) and is adjusted
annually. It is applied to the customer’s bill as a monthly kilowatt-hour (“kWh”) charge
that is the same for all customer classes. The Adjustor Rate is initially set at zero as of
April 1, 2005. The Adjustor Rate must remain within a plus or minus $0.004 per kWh
bandwidth that limits the amount it can increase or decrease in a vear. Decision No.
67744 also limits the Adjustor Rate to $0.004 from the base level ($0.000) over the entire
term of the PSA. Two examples of applying the two bandwidths are as follows:

1. Assume that the Adjustor Rate was set at negative $0.002 per
kWh. The following vear, the calculation of the new Adjustor
Rate would indicate a new rate of positive $0.003 per kWh.
However, since that rate would constitute a change of $0.005 from
the prior vear's Adjustor Rate, the new Adjustor Rate would be set
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at $0.002 per kWh. That new rate would meet the limit of $0.004
from the base level.

2. Assume that the Adjustor Rate was set at $0.003 per kWh. The
following vear, the calculation of the new Adjustor Rate would
indicate a new rate of $0.005 per kWh. Although the annual
change is less than $0.004. the new rate would constitute a change
from the base level that is greater than $0.004. Therefore, the new
Adjustor Rate would be set at $0.004 per kWh.

Any recoverable or refundable amounts outside of the bandwidths shall be recorded in a
balancing account and shall carry over to the subsequent year or years. The carryover
amount shall not be subject to further sharing. Balancing account amortization
surcharges are not included in the calculation of the bandwidth limits.

The Adjustor Rate, which was initially set at zero, will be reset on April 1, 2006, and
thereafter on April 1% of each subsequent year. Balancing account entries are made each
month starting with April 2005. These entries will effectively reflect the difference
between 90 percent of incurred fuel and purchased power costs, less the balance of any
approved Amortization Surcharge, and the sum of costs collected through the base cost of
fuel and purchased power rate of $0.020743 plus the applicable Adjustor Rate. An
Amortization Surcharge may go into effect prior to the April 1* adjustment to the
Adjustor Rate if it is approved by the Arizona Corporation Commission (“Commission”).
The Amortization Surcharge is described in greater detail below. The new Adjustor Rate
will be effective with the first billing cycle in April unless suspended by the Arizena
Corporation-Commisston(“Commission=). It will not be prorated. APS will submit a
publicly available report to the Commission that shows the calculation of the new
Adjustor Rate on March 1, 2006 and thereafter on March 1* of each subsequent year.

Definitions

Adjustor Rate (or PSA Adjustor Rate, PSA Adjustor, PSA Adjustment, Annual
Adjustment Factor) — Cents per kWh charge that was initially set at zero and is updated
annually on April 1*'. The purpose of this charge is to adjust the cost of fuel and
purchased power embedded in APS’ base rates to reflect the prior vear’s actual fue] and
purchased power costs. This annual adjustment was approved in Decision No. 67744 and
is limited to a maximum change of plus or minus 4 mills.

Amortization Surcharge (or Surcharge, PSA Surcharge) — A cents per kWh charge that
can be applied to customer bills after Commission approval to collect, or refund, an
amount of revenue for the purpose of reducing the PSA Bank Balance. It can be either a
positive or negative charge.
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Balancing Account (or PSA Balancing Account) — The PSA Balancing Account is the
account where the monthly sum of the Company’s post-sharing (over)/under collection is
posted and also where the interest on the balance in the account is accrued. It is used to
keep track of the cumulative total of the monthly postings.

Bandwidth Carry Forward from Prior Period — An amount that was outside the $0.004
limit on change in the Adjustor Rate in a particular year that is used in the calculation of
the Adjustor Rate in the following vear. The Bandwidth Carry Forward is calculated by
subtracting $0.004 from the prior-year computed, not the actual, Adjustor Rate per kWh
and multiplying the result by the annual kWh, less any amount approved to be amortized
through a Surcharge.

Bank Balance (or Account Balance) — The total amount in the PSA Balancing Account.

Base Cost of Fuel and Purchased Power — The fuel and purchased power cost embedded
in the base rates approved by the Commission in the Company’s most recent rate case.
Currently, it is $6.020743 per kWh.

Bridge PPA — Arn purchased power agreement that ensures the non-fuel power supply
costs from the PWEC generation units allowed in rate base by Decision No. 67744 will
be the same as those costs embedded in base rates.

ISFSI —Regulatory-amertization-eCosts associated with the Independent Spent Fuel
Storage Installation that will store spent nuclear fuel.

Mark--to--Market Accounting — Recording the value of qualifying commodity contracts
to reflect their current market value relative to their exginal-actual cost.

Native Load — Native load includes customer load in the APS control area load for which
the Company has a generation service obligation and PacifieCorp sSupplemental sSales.

PacifieCorp Supplemental sSales — The PacifieCorp Supplemental sSales agreement is a

long- term contract from 1990, which requires APS to offer a certain amount of energy to
PacifieCorp each year. It is a component of the set of agreements that led to the sale of
Cholla Unit 4 to PacifieCorp and the establishment of the seasonal diversity exchange
with PacifieCorp.

PSA — The Power Supply Adjustment mechanism., which includes the PSA Adjustor
Rate, Balancing Account, and Amortization Surcharge. The PSA mechanism is used to
update the Base Cost of Fuel and Purchased Power each vear for fluctuations in the
Company’s actual cost of fuel and purchased power.
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Preference Power — Power allocated to APS wholesale customers by federal power
agencies such as the Western Area Power Administration.

Surcharge Balance — The total amount of revenue expected to be collected through a
Commission-approved Amortization Surcharge less the actual revenue received from the

Surcharge.

System Book Fuel and Purchased Power Costs — The costs recorded for the fuel and
purchased power used by APS to serve both Native Load and off-system sales, less the
costs associated with applicable special contracts, E-36, RCDAC-1, the non-fuel Bridge
PPA. ISFSI, mark-to-market accounting adjustments, and the savings associated with the
acquisition of the Sundance plant.

System Book Off-System Sales Revenue — The revenue recorded from sales made to
non-Native Load customers, for the purpose of optimizing the APS system, using APS-
owned or contracted generation and purchased power, less mark-to-market accounting

adjustments.

Wheeling Costs (FERC Account 565, Transmission of Electricity by Others) — Amounts
payable to others for the transmission of the Company’s electricity over transmission
facilities owned by others.

Calculations
The Adjustor Rate shall be calculated as follows:
Part 1. Monthly Energy Sales and Costs

1. Enter the monthly PSA Retail Energy Sales (kWh) and monthly Native Load
Wholesale Energy Sales. Add these two items together to produce the
monthly Native Load Energy Sales. PSA Retail Energy Sales include the
calendar month’s retail sales. Currently, Native Load Wholesale Energy Sales
include traditional sales-for-resale and PacifieCorp sSupplemental sSales.

The traditional sales-for-resale amount is the portion of load from wholesale
electrical and irrigation district resale customers served by APS, but excluding
the load served with pPreference pPower.

2. Enter the monthly System Book Fuel and Purchased Power Costs and the
monthly System Book Off-System Sales Revenue. Then subtract the System
Book Off-System Sales Revenue from the System Book Fuel and Purchased
Power Costs to produce the monthly Net Native Load Power Supply Cost.
The net-savines-asseet At : e in-the-System
Book Fuel and Purchased Power Costs_shall be adjusted for the calculated net
savings from the methodology approved in Decision No. 67504 from the PPL
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Sundance docket. The monthly System Book Off-System Sales Revenue
includes only the off-system sales using APS owned or contracted generation
and purchased power related to optimizing the APS system. The off-system
sales margin is embedded in the Net Native Load Power Supply Cost. The
costs associated with the off-system sales are included in the System Book
Fuel and Purchased Power Costs. So when the System Book Off-System
Sales Revenue is subtracted from the System Book Fuel and Purchased Power
Costs the difference between the off-system sales costs and revenue ends up in
the Net Native Load Power Supply Cost. That difference is the off-system
sales margin. A list of the items included in the PSA sales and costs described
above will be included in the PSA reporting schedules filed with the
Commission each month.

3. Next, calculate the PSA Retail Power Supply Cost. Divide the PSA Retail
Energy Sales by the Native Load Energy Sales and then multiply the product
by the Net Native Load Power Supply Cost. The annual amount of PSA
Retail Power Supply Cost that can be used to calculate the annual Adjustor
Rate cannot exceed $776,200,000. Any fuel or purchased power costs above
that amount will not be recovered from the ratepayers through the PSA.

4. Directly-assigned power supply costs and related energy sales from applicable
Special Contract customers, Schedule E-36 customers and customers
returning to Standard Offer service from competitive generation subject to
Returning Customer Direct Access Charge (“RCDAC”) treatment will be
deducted prior to the above calculations.

Part 2. Calculation of the (Over)/Under Collection

1. The amount recovered by the power supply cost embedded in base rates has to
be calculated in order to determine the monthly (over)/under collection. To
calculate the monthly Base Rate Power Supply cost, multiply the PSA Retail
Energy sales by the base cost of fuel and purchased power of $0.020743 per
kWh._The revenue collected from an Adjustor Rate is credited to the
Balancing Account (described below). For example, in April 2006 if there is
an Adjustor Rate of $0.004 in effect, all of the revenue collected from that
charge goes into the Balancing Account as a credit to the balance.

2. The next step is to subtract the monthly Base Rate Power Supply Cost from
the PSA Retail Power Supply Cost to get the monthly Pre-Sharing
(Over)/Under Collection amount.

Part 3. Sharing Incentive

1. The Post-Sharing (Over)/Under Collection amount is calculated by
multiplying the Pre-Sharing (Over)/Under Collection by 90%. This
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calculation is done to implement the 90%/10% sharing incentive. As
described above APS and its customers share the costs/savings on a 90%
customer and 10% APS basis. The monthly Post-Sharing (Over)/Under
Collection amounts are summed for the year and used in the Adjustor Rate
calculation.

Adjustor Rate Calculation

1.

Sum the calendar year’s monthly Pbst-Sharing (Over)/Under Collection
amounts.

Sum the calendar year’s Balancing Account Monthly Interest to produce the
Annual Balancing Account Interest._It includes interest from the Balancing
Account and any outstanding balances from Commission-approved
Amortization Surcharges, if the Surcharge balance was approved to accrue
interest. This amount is recovered through the PSA and used in the Adjustor
Rate calculation. The calculation of the Monthly Interest is described in more
detail below in the Balancing Account section.

Subtract any Commission approved Amortization Surcharge balances. If the

Commission approves an Amortization Surcharge balance it will be subtracted
from the total costs used to calculate the April 1** Adjustor Rate.

3.4 Bring forward the Bandwidth Carry Forward from Prior Period, if any. If the

Adjustor Rate Bandwidth (described below) allows for just a partial recovery
of the Total (Credit)/Charge amount then the portion that is not eligible for
crediting/collection in the current year is carried forward to next year as the
Bandwidth Carry Forward from Prior Period. The carryover amount is not
subject to further sharing.

4.5.Add the Post-Sharing (Over)/Under Collection amount, Annual Balancing

Account Interest and the Bandwidth Carry Forward from Prior Period together
to determine the Total (Credit)/Charge Amount.

5-6.The Computed Adjustor Rate is calculated by dividing the Total

Credit/Charge Amount by the Actual Energy Sales (kWh) from the prior
calendar year. The calculation of the April 1, 2006, Adjustor Rate will only
include data from April through December 2005. The Computed Adjustor
Rate is then compared to the plus or minus $0.004 per kWh bandwidth. The
Actual Energy Sales amount will exclude E-3, E-4 and E-36 sales.

6-7.The Adjustor Rate Bandwidth Upper Limit is $0.004 per kWh. The Adjustor

Rate Bandwidth Lower Limit is $(0.004) per kWh.
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2.8.If the Computed Adjustor Rate is inside the bandwidth, the Computed
Adjustor Rate becomes the Applicable Adjustor Rate. It is then applied to the
customer’s monthly bills for the next 12 months.

8.9.1f the Computed Adjustor Rate is outside the bandwidth, the Applicable
Adjustor Rate can be no higher than the upper limit of the bandwidth and no
lower than the lower limit of the bandwidth.

9.10. _If the Computed Adjustor Rate is outside the bandwidth, then the
Bandwidth Carry Forward from Prior Period amount must be calculated. This
is done by multiplying the Applicable Adjustor Rate by the Actual Energy
Sales (kWh) for the next 12 months and subtracting the total from the Total
(Credit)/Charge Amount used to calculate the Applicable Adjustor Rate.

Examples of these calculations are attached as Year 1, Schedules 1 through 3 and Year 2
Schedules 1 through 3. The attached schedules include two year’s of schedules and two

Amortization Surcharge examples.

Balancing Account and Amortization Surcharge

The PSA Balancing Account is where the monthly sum of the Company’s post-sharing

(over)/under collection is posted and also where interest on the balance in the account is

accrued. Itis used to track the cumulative total of the monthly postings. APS shall

establish a PSA Balancing Account on April 1, 2005. Entries to the Balancing Account
shall be made each month as follows:

1. A debit or credit entry equal to the difference between the Post-Sharing
(Over)/Under Collection and the sum of the amounts recovered by the
Applicable Adjustor Rate. The Post-Sharing (Over)/Under Collection is
calculated by taking the amount recovered through the Base Rate Power
Supply Cost of $0.020743 and subtracting it from the PSA Retail Power
Supply Cost. The product of that subtraction is then multiplied by 90% to
reduce the recoverable costs in accordance with the 90%/10% sharing
incentive.

balance will be shown separately on the monthly reports for the Commission

Staff, and, unless otherwise ordered by the Commission, shall not be
considered as part of the Balancing Account.
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3. A monthly debit or credit entry for interest to be applied to the account
balance based on effective one-year Nominal Treasury Constant Maturities
rate that is contained in the Federal Reserve Statistical Release, H-15, or its
successor publication. This includes the Amortization Surcharge balance(s),
if the Surcharge balance was approved to accrue interest. This is called the
Monthly Interest and is used above in the Adjustor Rate calculations. The
interest rate will be adjusted annually on the first business day of the calendar
year in the same manner as the APS customer deposit rate.

4. A debit or credit entry for refunds or payments authorized by the Commission.

An example of the Balancing Account calculation is included as Year 1, Schedule 4 and
Year 2, Schedule 4.

Although the Company may file a request for an Amortization Surcharge at any time, the
Company is required to make a filing in the following circumstances. If the size of the
Balancing Account, as shown in the monthly reports filed with the Commission, reaches
plus or minus $50 million, the Company has up to forty-five days to either file a request
for Commission approval of an Amortization Surcharge or an explanation of why such a
surcharge isn’t necessary. In no event shall the Company allow the Balancing Account to
reach $100 million prior to seeking recovery or refund.” Should the Company seek to
recover or refund an amount from the Balancing Account, the timing and manner of
recovery, or refund, and whether interest will be allowed to accrue on the Surcharge
balance, will be addressed at that time.

Once the Company has filed seekine recovery or refund through an Amortization
Surcharge, the amount requested in such filing will be excluded from the balance used to
determine if the $100 million threshold has been reached (see chart below).

(a) (b) (c) (d) (e)
Month’s End of Month June 157
Post-Sharing Balancing Amortization Balance for
{(OverYUnder Account Surcharge $100M Threshold
Month | Collection Balance Request (c+d)
May $7.000.000 $60.000.000 $0 $60.000.000
June | $10.000.000 | $70.000.000 | $(60.000.000) $10.000.000
July | $30.000.000 | $100.000.000 | $(60,000.000) $40.000.000

For example, the Company has a balance of $60 million for May and it files an
Amortization Surcharge request on June 15" for $60 million and the post-sharing under-
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collection for June is $10 million. The resulting June Balancing Account balance is $70
million. The balance for the purpose of determining if the Company has met the $100
million threshold for June is $10 million ($70 million balance - $60 million request = $10
million). Moving to the next month. July has a post-sharing under-collection of $30
million so the balance for the $100 million threshold calculation is $40 million ($100
million balance — $60 million request = $40 million).

The $100 million threshold would apply each time the Company makes a filing with the
Commission to address a Balancing Account balance between $50 and $100 million.
After the Company makes the filing, if new accumulations in the Balancing Account
were between $50 and $100 million, the Company could make a second, separate filing.
Subseguently, it is possible that additional filings could be made with the $100 million
threshold being applied separately to the amount being addressed in each filing.
Following a proceeding authorizing recovery or refund of a bank balance between $50
million and $100 million, the balance considered in the proceeding shall be reset to zero
unless otherwise ordered by the Commission.

Compliance Reports

Beginning June 6, 2005, the Company shall provide monthly reports to Staff’s
Compliance Section and to the Residential Utility Consumer Office detailing all
calculations related to the PSA. An APS Officer shall certify under oath that all
information provided in the reports itemized below is true and accurate to the best of his
or her information and belief. These monthly reports shall thereafter be due on the first
day of the third month following the end of the reporting month.

The publicly available reports will include at a minimum:

The Balancing Account calculations, including all input and outputs.
Total power and fuel costs.

Customer sales in both kWh and dollars by customer class.

The number of customers by customer class.

A detailed listing of all items excluded from the PSA calculations.
A detailed listing of any adjustments to the adjustor reports.

Total off-system sales revenues.

System losses in MW and MWHh.

Monthly maximum retail demand in MW,

0. Identification of a contact person and phone number from the Company for
questions.

el I AR o

Beginning June 6, 2005, the Company shall provide to Commission Staff monthly reports
containing the information listed below. These reports shall thereafter be due on the first
day of the third month following the end of the reporting month. All of these additional
reports will be filed confidentially.
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The information for each generating unit shall include the following items:

The net generation, in MWHh per month, and twelve months cumulatively.

The average heat rate, both monthly and twelve-month average.

The equivalent forced-outage rate, both monthly and twelve-month average.
The outage information for each month including, but not limited to, event type,
start date and time, end date and time, and a description.

Total fuel costs per month.

The fuel cost per kWh per month.

b

i

The information on power purchases shall include the following items per seller:

1. The quantity purchased in MWHh.

2. The demand purchased in MW to the extent specified in the contract.
3. The total cost for demand to the extent specified in the contract.

4. The total cost of energy.

Information on economy interchange purchases may be aggregated. These reports shall
also include an itemization of off-system sales margins per buyer. Further detail on off-
system sales margin will be provided to the Commission Staff on a confidential basis for
review.

Fuel purchase information shall include:

1. Natural gas interstate pipeline costs, itemized by pipeline and by individual cost
components, such as reservation charge, usage, surcharges and fuel.

2. Natural gas commodity costs, categorized by short term purchases (one month or
less) and longer term purchases, including price per therm, total cost, supply
basin, and volume by contract.

By June 6, 2005, the Company shall provide the information itemized above relating to
the base cost of fuel and purchased power adopted for the test year settlement revenue
requirement.

Work papers and other documents that contain proprietary or confidential information
will be filed with the Commission Staff under an appropriate confidentiality agreement.
APS will keep fuel and purchased power invoices and contracts available for
Commission review. All of the information is available during the year, upon
Commission request. The Commission has the right to review the prudence of fuel and
power purchases and any calculations associated with the PSA at any time. Any costs
flowed through the PSA are subject to refund, if those costs are found to be imprudently
incurred.
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Allowable Costs

The allowable Adjustor RatePSA costs include fuel and purchased power costs incurred
to provide service to retail customers. Additionally, the prudent direct costs of contracts
used for hedging system fuel and purchased power will be recovered under the PSA. The
Base Rate Power Supply Cost will be the allowable AdjusterRatepower supply costs
from the test year used to determine retail electric rates. The allowable cost components
presently include the following Federal Energy Regulatory Commission (“FERC”)
accounts®:

501 Fuel (Steam)

518 Fuel (Nuclear) less ISFSI regulatory amortization
547 Fuel (Other Production)

555 Purchased Power less non-fuel Bridge PPA costs
565 Wheeling (Transmission of Electricity by Others)

PadR =

These accounts are subject to change if the Federal Energy Regulatory Commission alters
its accounting requirements or definitions.

Directly Assignable Power Supply Costs Excluded

Decision No. 66567 provides APS the ability to recover reasonable and prudent costs
associated with customers who have left APS Standard Offer service, including Special
Contract rates, for a competitive generation supplier and then return to Standard Offer
service. For administrative purposes, customers who were Direct Access customers since
origination of service and request Standard Offer service would be considered to be
returning customers. In such cases, a direct assignment or special adjustment may be
applied that recognizes the cost differential between the power purchases needed to
accommodate the Returning Customer and the power supply cost component of the
otherwise applicable Standard Offer service rate. This process is described in the
Returning Customer Direct Access Charge rate schedule and Plan for Administration
filed with the Commission.

In addition, if APS purchases power under specific terms on behalf of a Standard Offer
Special Contract customer, the costs of that power may be directly assigned. In both
cases, where specific power supply costs are identified and directly assigned to a large
Returning Customer or Standard Offer Special Contract customer or group of customers,
these costs will be excluded from the Adjustor Rate calculations. Schedule E-36
customers are directly assigned power supply costs based on the APS system incremental
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cost at the time the customer is consuming power from the APS system so their power
supply costs are excluded from the PSA.
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ARIZONA PUBLIC SERVICE COMPANY
Year 1, Schedule 2
Example PSA Calculation Methodology
Annual Balancing Account Interest

Balancing
Account
Line Monthly
No. Month Interest
(Schedule 4, Line 216)
1 January $ -
2 February $ -
3 March $ -
4 April $ -
5 May $ 8,061
6 June $ 14,346
7 July $ 38,545
8 August $ 86,371
9 September $ 134,594
10 October $ 159,803
11 November $ 162,332
12 December $ 140,224
13 Total $ 744,276

Move Forward to Schedule 3, Line 2[ §_

744,276 |
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ARIZONA PUBLIC SERVICE COMPANY
Year 1, Schedule 3
Example PSA Calculation Methodology
PSA Adjustor Rate Calculation

Line
No. PSA Adjustor Rate Calculation
1 Post-Sharing (Over)/Under Collection Amount (From Sch. 1) $ 62,656,897

2 Annual Balancing Account Interest (From Sch. 2)

©«

744,276

Iw

Less: Approved Amortization Surcharge Balance (Nov. 1, 2005) ° $ 60,000,000

Bandwidth Carry Forward from Prior Period (3 -

ln

Total (Credit)/Charge Amount (Line 1 + Line 2 - Line 3_t+Line 4) $ 3,401,173

Total (Credit)/Charge Amount $ 3,401,173
Actual Energy Sales without E-3, E-4 and E-36 (kWh} 21,132,204,000

I~

[[oo]

Computed Adjustor Rate per kWh (Line 6/ Line 7} $ 0.000161

o
.

Current Adjustor Rate per kWh $ -
Diff. between Current Adj. Rate and Computed Adj. Rate (line 8.1 - line 8) $ 0.000161

[oe]
N

‘.

Adjustor Rate Bandwidth
9 Adjustor Rate Bandwidth Upper Limit $ 0.004000

10 Adjustor Rate Bandwidth Lower Limit $ _ (0.004000)

11 Applicable Adjustor Rate per kWh for April 1, 2006 (EXAMPLE) $ 0.000161
12 Total (Credit)/Charge Carried Forward Due to Adjustor Rate Bandwidth $ -
' This hypothetical example assumes the Commission approval of a $60 Million Amortization Surcharge reguest that was made in

September after the Balancing Account exceeded $50 Million. The requested Amortization Surcharge of .002697 is effective on
November 1, 2005, and expires on October 31, 2006, or when $60 million is received through the Surcharge.
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Revised PSA Plan of Administration

ARIZONA PUBLIC SERVICE COMPANY

Year 2, Schedule 2

Example PSA Calculation Methodology
Annual Balancing Account Interest

Balancing

Account

Line Monthly

No. Month Interest

(Schedule 4, Line 21)

1 January $ 122,424
2 February $ 119,640
3 March $ 117,145
4 April $ 114,644
5 May $ 126,072
6 June $ 135,397
7 July $ 166,571
8 August $ 226,568
9 September $ 286,837
10 October $ 314,830
11 November $ 316,931
12 December $ 304,092
13 Total $ 2,351,251

Move Forward to Schedule 3, Line 2[ $ 2,351,251 |

Attachment Page 6 of 8



Revised PSA Plan of Administration
Attachment Page 7 of 8

ARIZONA PUBLIC SERVICE COMPANY
Year 2, Schedule 3
Example PSA Calculation Methodology
PSA Adjustor Rate Calculation
Line
No. PSA Adjustor Rate Calculation
1 Post-Sharing (Over)y/Under Collection Amount (From Sch. 1) $ 159,303,168

2 Annual Balancing Account interest (From Sch. 2) $ 2,351,251

3 Less: Approved Amortization Surcharge Balance (September 1, 2006)" $ 100,000,000
4 Bandwidth Carry Forward from Prior Period $ -
5 Total (CredityCharge Amount (Line 1 + Line 2 - Line 3 +Line 4) $ 61,654,419

Total (Credit)/Charge Amount $ 61,654,419
Actual Energy Sales without E-3, E-4 and E-36 (kWh) 28,380,949,000

~N

8 Computed Adjustor Rate per kWh (Line 6/ Line 7) $ 0.002172

8.1 Current Adjustor Rate per kWh $ 0.000161
8.2 Diff. between Current Adj. Rate and Computed Adj. Rate (line 8.1 - line 8) $ 0.002011

Adjustor Rate Bandwidth
9 Adjustor Rate Bandwidth Upper Limit $ 0.004000

10 Adjustor Rate Bandwidth Lower Limit $  (0.004000)

11 Applicable Adjustor Rate per kWh for Aprit 1, 2007 (EXAMPLE) $ 0.002172

12 Total (Credit)/Charge Carried Forward Due to Adjustor Rate Bandwidth $ -

' This hypothetical example assumes the Commission approval of a $100 million Amortization Surcharge request that was made in July
2006 after the Balancing Account again exceeded $50 miliion. The requested Amortization Surcharge of $0.003357 is effective on
September 1, 2008, and expires on August 31, 2007, or when $100 million is received through the Surcharge.
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r
B Financial Facls !n‘{as;tors .
B Stock Information E}Mdeﬂd H?Qﬁ:}ry
@ Financials & SEC Filings
B Presentations &
Webcasts
B Shareholder Tools
Date Ex-Dividend Record Payment Amt/Share
B Proxy Statement Declared Date Date I)Jlate
W Investment Calculator 2005 10-19-05 10-28-05 71-01-08] _ 12-01-05 500
# Investment Calendar 07-13-05 07-28-05, 08-01-05) 09-01-05 475
Dividend History 03-23-05 04-28-05 05-02-05 06-01-05 475
’ 01-19-05 01-28-05 02-01-05 03-01-05 475
B Analyst Information 2004 10-20-04 10-26-04 110104 12-01-04 475
= S;i?;ﬁ;mmm 07-16-04 07-29-04 08-02-04 09-01-04 450
8 03-17-04 04-29-04 05-03-04 06-01-04 450
B Archives 01-21-04 01-29-04 02-02-04 03-01-04 450
2003 10-22-03 10-30-03 11-03-03 12-01-03 450
07-18-03 07-30-03 08-01-03 08-01-03 425
- 04-23-03 04-29-03 05-01-03 06-01-03 4205
Subscribe Now 01-95-03 01-30-03 02-03-03 03-01-03 425
Receive the latest Pinnacle 2002 10-23-02 10-30-02 11-01-02 12-01-02 425
West news and shareholder 07-12-02 07-30-02 08-01-02] _ 09-01-02 400
repoits. Enter yout L 04-17-02 04-29-02 05-01-02]  06-01-02 200
"q0" button: 01-23-02 01-30-02 02-01-02 03-01-02 400
SR 2001 10-17-01 11-01-01 12-01-01 400
06-20-01 08-01-01 09-01-01 375
04-18-01 05-01-01 06-01-01 375
01-18-01 02-01-01 03-01-01 375
2000 10-18-00 11-01-00, 12-01-00 375
06-21-00 08-01-00 09-01-00 350
04-19-00 05-01-00 06-01-00 350
01-19-00 02-01-00 03-01-00 350
1999 10-20-99 10-28-99 12-01-99 ~ 350
06-23-99 08-02-99 09-01-99 325
04-21-99 05-03-99 06-01-99 325
01-20-99 02-01-99 03-01-99 325
1998 10-21-98 11-02-98 12-01-98 325
06-17-98 08-03-98 09-01-98 7300
04-22-98 05-01-98 06-01-98 300
01-21-98 02-02-98 03-01-98 7300
1997 10-21-97 11-03-97 12-01-97 300
06-18-97 08-01-97 09-01-97 275
04-22-97 05-02-97 06-01-97 575
01-22-97 02-03-97 03-01-97 275

b

N Other PNW sites: Supplier Web | Secured Board Web | Supplier Diversity & Development

All rights reserved. ® 2008 Pinnacle West Capitai Corporation. By using this Web site, you accept our Terms of Use and Privacy Policy
Gorporate Headquarters: 400 North 5th Streel, Phoenix, AZ 85004 (602) 250-1000 (800) 457-2983

http://www.pinnaclewest.com/main/pnw/investors/dividend/default.html 10/27/2005
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PINNACLEWEST

CAPITAL CORPORATION

Pinnacle West Capital Corporation (PNW) is a Phoenix-based company with consolidated
assets of about:$11 brllron and consolidated revenues of $2.9 billion. Through-our:

~ subsidiaries, we generate, sell.and déliver electricity and sell energy—related products
and services to'retail-and wholesale customers in the western United States We also
develop residential; commermal and. industrial real estate prOJects ‘ :

Strategic Objectives:
&

Focus on supenorlong-term total returns for shareholders E

‘ Provide Arizona electricity customers with reliablé energy at fai pri
* Captre growth opportunlttes in-our electrrcnty markets
“Actively manage our costs and business risks -
Maximize the long-term value of our assets. -
Increase our resource portfolro conmstent wrth our. natlve load cas

and market conditions

Work with regulators to' ach|eve posrtrve regulatory outcomes that benef t bothv

¥ customers and shareholders :

HIGHLIGHTS
'(|n mlllrons except per share data unaudtted)
INCOME

Operating Revenues -
Income From.Continuing Operatrons*

.. BALANCE SHEET
Total'Assets "
Common Stock Equity

PER SHARE'

Earnings Per.Share = D;luted
Continuing Operatlons* :
Net.Income*

- Indicated Annual Drvrdend Rat

: Boo Value End of Perlod

; STOCK PERFORMANCE
- Stock Price = End of peériod:

.:’__Market Capltalrzatron E d_of Penod L

ANNUALIZED GROWTH RATES
Earnings Per Share From
Continuing Operations — Diluted
Dividends Per Share -Indicated
-“‘Operating Revénues :
:“Eldctric. Sales in Kilowatt-Hours
; Electrlc Customers = Average :

*Includes cedaln non-recumng rtems

12 Months. e
Ended . /. . :Year Ended December 31,

16/30/05 2004 . 2003 2002

~$.2,906
$ . 257

- $10733
. § 23252

“{21).%
586 %
29.% i

56 Y

40 %

Certain prior.year amounts have been reclassified to confotm to current perlod presentatron

@& Ranked first in dividend growth for
1995-2004 among U.S. electric utrlme
with average annual dividend...

-~ -growth rate of 7. 8%

@ Customer growth about threetrmes

U S. electric utrlrty average

t‘@ Prof tabllity and operational

excellence emphas:zed

_.a $1 90 pe' >hare_,indicated
- .annual dividend. ,

& 11 consecutive annualdividend increases .

v Value of $100 lnvested at June 30, 2000

Wlth Dlvrdends Remvested

2000 2001 2002 2003 2004 2
“Values as of.June 30
Pt‘nnaole West
w S&P 500 Index -

——EEl Electric Index



PERFORMANCE GRAPH

The following graph shows a comparison of cumulative total returns for Pinnacle West Capital
Corporation stock, the Standard & Poor’s 500 Stock Index, and the Edison Electric Institute Index of
Investor-Owned Electrics. The graph assumes that $100 was invested on the last trading day in 1999 in
Company stock and in the market represented by each of the two indices, and that any dividends were

reinvested.

1999 | 2000 | 2001 | 2002 | 2003 | 2004
Pinnacle West 100 162 | 147 125 154 179
S&P 500 Index 100 91 80 62 80 89
EE!| Electric Index 100 148 | 135 1151 142 175

$200 —— Pinnacle West

- = = S&P 500
— — EElI Electric
$150 -

$100
$50 4
$O T T T H T T
Dec Dec Dec Dec Dec Dec
1999 2000 2001 2002 2003 2004
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[01-Apr-2005] Research Update: Outlook On Pinnacle West Capital Corp. And APS's Ratings To Stable...

STANDARD RATINGSDIREDRT

&POOKR'S

Return to Regular Format

Research: ‘
Research Update: Outlook On Pmnacle West Capital Corp. And APS's

Ratings To Stable On Resolution Of Rate Case

Publication date: 01-Apr-2005
Primary Credit Analyst(s): Anne Selting, San Francisco (1) 415-371 5009

anne_selting@standardandpoors.com

Credit Rating: BBB/Stable/A-2

"

Rationale

On April 1, 2005, Standard & Poor’ s'Ratlngs Services revised the outlook
to stable from negative and affirmed the ratings on Pinnacle West Capital
Corp. (PWCC) and Arizona Public Service Co. (APS), the company's wholly
owned electric utility, reflecting the long-awaited resolution of APS®
general rate case.

The Arizona Corporation Commission (ACC) voted 4-1 on March 28, 2005
to adopt with few changes the terms of a settlement agreement negotiated

by 21 of 22 parties in August 2004 and thereby resolve many of the issues

that have challenged the consolidated credit quality of PWCC and APS.

Among the most significant benefits of the settlement is the
rate-basing of 1,730 MW of generation that is currently owned by Pinnacle
West Energy Corp (PWEC), PWCC's nonregulated wholesale generation
subsidiary. The assets will be transferred at a value of $700 million,
which represents a disallowance of approximately $148 million. As-a
result, PWEC's merchant plant ownership will drop from about 2,200 MW of
nameplate capacity to about 425 MW, significantly lowering the business
risk profile of PWCC.

The transfer will require the approval of the FERC, which must assess
the extent to which APS could exert regional market power if the
rate~basing is approved. Until FERC authorization is granted, APS and PWEC
will enter into a cost-based power purchase agreement (PPA), which will be
extended to 30 years in the event that the FERC rejects APS' request. If
the rate-basing is rejected, the PPA is structured to mimic the benefits
that would otherwise accrue to PWCC and APS under rate-basing. Because
load growth in APS' service territory is projected to-grow between 4%-6%
per year over the next five years, APS will still need an additiomnal 1,200
MW by the summer of 2007 to fill the gap between power supply and demand.

The substantial reduction in PWEC's operations, combined with PWCC
management's demonstrated commitment to scale back the activities of its
three other unregulated subsidiaries--SunCor, El Dorado and APS Energy
Services--has resulted in an improved consolidated business profile score
of '5' from a '6', based on Standard & Poor's 10-point scale, where '1’
represents the strongest profile. APS' business profile of '5' is
unchanged.

The ACC also approved a 4.21% increase in base electric rates, which
will go into effect April 1,  2005. This rate increase, along with other
measures management has taken, are expected to be sufficient to maintain
credit metrics in the 'BBB’' category. However, because the rate increase
falls short of the original 9.8% rate increase sought by the utility, it
is likely that APS will need to file a new rate case in the next several
years. The utility faces continued regulatory challenges in seeking rate
relief. The authorization of a fuel and purchased power mechanism, called
the Power Supply Adjuster (PSA), is expected to provide only modest
protection to the utility in the interim because of structural weaknesses
in its design. Specifically, base fuel and purchased power costs are set
at 2.1 cents/kilowatt-hour (kWh), a level that is low relative to APS'
projected fuel costs. While APS may request annually that the PSA be used
to collect fuel, purchased power, and hedging costs in excess of this base

EXHIBIT

http://www.ratingsdirect.com/Apps/RD/controller/Article?id=431807 &type=&output Type=print& from=Al...
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rate, any authorized increases are capped at 4 mills/kWh over the life of
the PSA. APS expects it will reach the 4 mill limit in the first year. An
additional limitation exists that caps APS' total fuel costs in any
calendar year to $776 million. APS may not collect through the PSA any
expenses that exceed this amount, but instead must file a rate case with
the ACC. The 21-month resolution of the current rate case, which APS
originally filed in June 2003, indicates that APS may not be able to rely
on rate cases to provide timely adjustments to the base fuel and power
purchase rate. .

The decision does give the ACC the ability to establish an additional
surcharge for fuel and purchased power costs outside of the annual PSA
calculation. APS must notify the ACC if power and fuel cost deferrals
exceed $50 million on its balance sheet, and if deferrals rise to $100
million, the ACC may elect to implement a surcharge in addition to the
PSA. But the requirement for the ACC to do so, and the timing of its
actions, as well &s the amortization of cost recovery it would elect in
such an instance, "are uncertain.

APS has hedged approximately 75% of its natural gas needs for 2005 ) -
and approximately 40% for 2006, which mitigates the exposure that the ’
utility will have under the PSA in the short term. However, over time, it
is likely that APS will need a stronger PSA to maintain its current credit
ratings, particularly given the expectation that over the next five years

-APS' fuel mix will become heavily concentrated in natural gas.

Short-term credit factors .
PWCC's liquidity is adequate, and as of March 31, 2005, PWCC's :

consolidated cash and cash eguivalents position was approximately
$250 million. This very strong cash position is due largely to APS'
issuance of $300 million in notes in June 2004 in order to prefinance
about $400 million in utility obligations due in January and August
2005.

Both PWCC and APS maintain CP programs. Neither program had any
CP balances as of March 31, 2005. PWCC's program is for $250 millioen
and is supported by a three-year, $300 million credit facility that
PWCC put into place in October 2004. The revolver allows PWCC to use
up to $100 million of the facility for letters of credit. The
revolver has no material adverse change clauses pertaining to
outstanding CP balances.

APS maintains a $250 milljon CP program. In May 2004, APS
renegotiated its revolver and increased the size to $325 million.
Also a three-year term, the facility supports the utility's CP
program and provides another $75 million for other liquidity needs,
including letters of credit. The supporting facility has no material
adverse change clauses pertaining to outstanding CP balances.

The revolvers do not have any termination triggers tied to
credit downgrades, but they do have restrictive covenants, including
interest coverage and leverage tests. The agreements also have
cross-default provisions.

Outlook

The stable outlook reflects the expectation that PWCC will continue to
focus on the regulated operations of APS, which is projected to contribute
more than 85% of its funds from operations in 2005. The failure of PWCC or
APS to meet expected financial results in 2005 and. 2006, particularly in
light of the weakening in consolidated and utility credit metrics in 2004,
could lead to a downward revision of the outlook or a ratings change.
Downward pressure on the ratings will occur if APS incurs significant
power or fuel cost deferrals in excess of the PSA's limitations. Any
positive rating action is unlikely in the near-term given the financial
metrics and the longer term risks that the terms of the PSA present.
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EXECUTIVE SUMMARY .
ARIZONA PUBLIC SERVICE COMPANY
PLAN OF ADMINISTRATION
DOCKET NOS. E-01345A-03-0437 AND E-01345A-05-0526

Staff's testimony relates to the Plan of Administration of the Power Supply Adjustor
("PSA") for Arizona Public Service Company.

Staff's testimony describes the Plan of Administration and explains the PSA mechanism,
step-by-step. :

Staff recommends that the PSA Plan of Administration, as modified, be approved.
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INTRODUCTION

Q. Please state your name and business address.

A. My name is Barbara Keene. My business address is 1200 West Washington Street,
Phoenix, Arizona 85007.

Q. By whom are you employed ahd in what capacity?

A. I am employed by the Utilities Division of the Arizona Corporation Commission as a
Public Utilities Analyst Manager. My duties include supervising the energy portion of the
Telecommunications and Energy Section. A copy of my résumé is provided in Appendix
1.

Q. As part of your employment responsibilities, were you assigned to review matters

 contained in Docket Nos. E-01345A-03-0437 and E-01345A-05-0526?

A. Yes.

Q. What 1s the subject matter of your testimony?

A Staff's testimony relates to the Plan of Administration of the Power Supply Adjustor
("PSA") for Arzona Public Service Company (“APS”), describes the Plan of
Admuinistration, explains the PSA mechanism, and ‘makes a recommendation to the
Commission on the Plan.

Q. What is Staff's recommendation regarding the PSA Plan of Administration?

A. Staff recommends that the PSA Plan of Administration be approved, as modified in

Appendix 2.
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BACKGROUND OF THE PLAN OF ADMINISTRATION

Q.
A.

What is the background of the Plan of Administration?

The Settlement Agreement, approved by the Commission in Decision No. 67744,
provided for .a Power Supply Adjustor to be established for APS. A plan of administration
was to be filed that de‘scribes how the PSA operates. Decision No. 67744 required that the
parties to the Settlement Agreement submit a PSA Plan of Administration for Commission

approval that reflects the Decision.

Was a Plan of Administration filed?

Yes. On June 6, 2005, Staff filed, “on behalf of the Settling Parties, a Plan for
Administration for the APS PSA. On July'25, 2005, Staff filed a memo and proposed
order concerning the Plan for Administration. A modified version of the Plan is included

in Appendix 2 of this testimony.

What is included in the Plan of Administration?
The Plan of Administration describes the PSA and how calculations are made,
incorporating the PSA features included in the Settlement Agreement and the provisions

of Decision No. 67744. The Plan also provides definitions and includes sample schedules.

Please summarize the Plan of Administration. _

The purpose of the PSA is to track changes in APS' cost of obtaining power supplies by
comparing actual costs on a going fofward basis to the base cost of $0.020743 per kWh
established by Decision No. 67744. The major features of the PSA are: (1) a 90 percent
ratepayer/10 percent APS sharing mechanism, (2) the inclusion of off-system sales
revenue, (3) the inclusion of fuel and purchased power costs, (4) an Adjustor Rate, (5) a

bandwidth on changes in the Adjustor Rate of plus or minus $0.004 per kWh in a year and
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over the life of the PSA, (6) a balancing account, (7) a Surcharge mechanism, and (8) a

limit of $776,200,000 on annual power-supply costs.

The results of the PSA are appiied to customer bills through the Adjustor Rate. The
Adjustor Rate, initially set at zero, will be reset on April 1st of each year. APS will
provide a report to the Commission on March 1st of each year that shows the calculation

of the new Adjustor Rate.

According to Paragraph 19e of the Settlement Agreement, if the size of the balancing
account reaches plus or minus $50 million, APS has 45 days to file a request for
Commiésion’approval of a surcharge or file an ,explanétion of why a surcharge is not
necessary. Decision No. 67744 imposed a cap on the balancing account of $100 million.
APS 1s not to allow the Bank Balance to reach $100 million prior to seeking recovery or

refund.

APS files monthly reports to Staff and the Residential Utility Consumer Office detailing
all calculations related to the PSA. APS also files confidential monthly reports with Staff

that provide details on generating units, power purchases, and fuel purchases.

MODIFICATIONS TO THE PLAN FOR ADMINISTRATION
Q. Please describe the modifications made to the Plan for Administration that was

originally filed on June 6, 2005.

A. The modifications, marked in the red-lined Plan in Appendix 2, include the following:

1. The name of the document has been changed from "Plan for
Administration" to "Plan of Administration" to be consistent with the Settlement
Agreenient and Decision No. 67744. Both of these documents refer to a Plan of

Administration.




O o0 3 O W

10

0

12
13
14
15
16
17
18

19
20
21
22
23
24
25
26
27

Testimony of Barbara Keene
Docket Nos. E-01345A-03-0437 and E-01345A-05-0526

Page 4

2. In the General Descriptioh section, a sentence was added that states that the
PSA will apply to all fuel and purchased power costs incurred on or after April 1,

2005. This is consistent with Decision No. 67744 which did not allow fuel costs

incurred before the effective date of the Decision to be included in the calculation

of the PSA.

3. Decision No. 67504 authorized APS to defer the costs of owning,
operating, and maintaining the Sundance Plant upon acquiring it from PPL, as long
as a; PSA is in effect for APS. APS was to adjust the PSA to remove savings
(redubed fuel costs, reduced purchased power costs, and additional off-system

sales margins) resulting from APS ownership of the Sundance Plant.  This

:;é{djustment is necessary to properly capture all elements of the Sundance deferral.

In the General Description section of thé PSA Plan of Administration, a sentence
was added that stafes that the adjustment made in regard to the Sundance plant will -
no longér be made oﬁce rates are effective that recover the capital and operating
costs of the plant. It is reasonable that the savings adjustments would end if the
Commission were to mai(e the Sundance Plant a pért of APS' rate base.

4. In the General Description section, a sentence was added that gives the date
(April 1, 2005) that the Adjustor rate was set at zero. This is consistent with
Decision No. 67744.

5. In the General Description section, the amount of the bandwidth ($0.004
per kWh in a year) was added to the sentence that states that the annual change in
the Adjustor Rate is limited, as stated in the Settlement Agreement. Another
sentence was added that states that the change is limited to $0.004 from the base
level, consistent with Decision No. 67744. Two examples were added to illustrate
how the two bandwidths are applied. |

6. In the General Description section, two sentences were added that state that

any additional recoverable or refundable amounts would be recorded in a
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balancing account to be carried over to future years and not be subject to further

‘sharing, consistent with the Settlement Agreement.

7. In the General Description section, language was inserted that explains that
balancing account entries are made each month, starting with April 2005, that

reflect the difference between 90 percent of incurred fuel and purchased power

costs, less the balance of any approved Surcharge, and the sum of costs collected

through the base cost rate and the Adjustor Rate. This reflects the 90/ 10_sharing

feature included in the Settlement Agreemeﬁt. Also, a Surcharge may go into
effect prior to the April 1st recalculation of the Adjustor Rate, if the Surcharge is
approved by the Commission. | |

8. The Definition section was moved forward to follow the General
Description section so that it would be more useful.

9. ‘Definitions for "Adjustor Rate," "Amortization Surcharge," "Balancing
Account,"” "Bandwidth Carry Forward from Prior Period," "Bank Balance," "Base
Cost of Fuel and Pufchaséd Power," "PSA," "Surcharge Balance," "System Book
Fuel and Purchased Power Costs," "System Book Off-System Sales Revénue," and
"Wheeling Costs" were added to the Definitions section. The existing definitions
for "ISFSL," "Mark to Market Accounting,” and "Native Load" were revised.

10.  In Part 1 of the Calculations section, a reference to the decision from the
PPL Sundance docket was added.

11. In Partv 2 of the Calculations section, language was added to clarify that
revenue collected from the Adjustor Rate is credited to the Balancing Account.

12. In Part 4 of the Calculations’ section, a sentence was added that cla:riﬁes
that monthly interest includes interest from botﬁ the Balancing Account and from
outstanding balances from Commission-approved Amortization Surcharges, if the

Surcharge balance was approved to accrue interest.
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13. In Part 4 of the Calculaﬁons section, language was added that states that

Commission-approved Surcharge balances are subtracted from the total costs used

‘to calculate the April 1st Adjustor Rate. This is because costs included in a

Surcharge balance have already been used to calculate a Surcharge rate, and
including them again to calculafte the Adjustor Rate could result in double
TECOVETY. |

14.  In Part 4 of the Calculations section, language was added to indicate that
sample schedules have been included for two years along with twé Suréharge
e){amples.

15.  In the Balancing Account and Amortization Surcharge section, language

was added that describes the purposé of a Balancing Account and that the

~ Balancing Account was to be established on April 1, 2005. This additional

language clarifies that the Balancing Account serves as the vehicle for tracking the

- ongoing deferrals of the difference between APS' prudently incurred costs of fuel

and purchased power and APS' actual recovery of those costs through base rates
plus the Adjustor Rate. This additional language is consistent with paragraphs
19(h) and 20 of the Settlenient Agreement.

16.  In the Balancing Account and Amortization Surcharge section, a sentence
was added that states that any Surcharge balance will be shown separately on
monthly reports, and, unless otherwise ordered by the Commission, will not be
considered part of the Balancing Account. This additional language is consistent
with Decision No. 67744, in which the Commission stated that, following a
proceeding to recover or refund a Bank Balance, the Bank Balance would be reset
to zero, unless otherwise ordered by the Commission._ Sfaff believes that showing

a Surcharge balance separately provides more clarity.
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17.  In the Balancing Account and Amortization Surcharge section, a sentence
wés added to clarify that interest may be applied to any outstanding Surcharge
balance that was approved to accrue interest.

18.  In the Balancing Account and Amortization Surcharge section, language
was added to élarify that the $50 million threshold trigger applies when a monthlyi
report filed with the Commission shows a Bank Balance of at least $50 million.

This section also clarifies that APS may file a request for a Surcharge at any time.

Because there is a 60-day lag between the time that APS records its

monthly deferrals in its books and the time that it is réquired to-file its monthly

reports with the Commission, there has been confusion as to when the $50 million

trigger is reached. This additional language resolves this issue by stating that the

trigger is reached at the time that APS files a report with the Commission that

contains a $50 million bank balance. This allows the Commission to monitor APS'
compliance with the filing requirements set forth in the Plan of Administration on

page 9.

Staff also believes that APS may file a request for a Surcharge at any time
because neither the Commission's order nor the Settlement Agreement specifically
precludes such é filing. Furthermore, allowing APS to file such an application
provides both APS and the Commission the opportunity to more effectively
respond to unexpected circumnstances that may affect fhe Bank Balance.

19. In the Balancing Account and Amortization Surcharge section, language
was added to clarify that once APS has filed a request for a Surcharge, the amount
requested in the filing 1s excluded from the balance used to determine if the $100
mﬂhon cap has been reached. A chart, plus descriptive narrative, was added to

111ustrate this concept. Language was also added that explains that APS could
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make additional Surcharge filings with the $100 million cap applied to the amount
addressed in each filing. This additional language is necessary to describe the
interplay between the $100 million cap and the Balancing Account. This issue is
discussed in more detail below.

20. : In the Allowable Costs section, FERC account 565 Wheeﬁng was added to
the list of allowable costs, and the reference to broker fees was deleted. Staff

continues to believe that broker fees are not allowable PSA costs. However, Staff

“has concluded that Wheeling Costs as recorded in FERC account 565 should be

recovered through the PSA because these_ costs are legitimate costs of purchasing
power.

21. "Schedule 1" was changed to "Year 1, Schedule 1." Footnote 3 on this
schedule was changed to indicate that Sundance net savings are "excluded” instead
of "included" from the total of System Book Fuel and Purchased Power Costs.
The first change provides a more appropriate title for the schedule because
schedules for two years are now provided. The second change corrects a typo. -

22. "Schedule 2" wés changed to "Year 1, Schedule 2." The reference line
from Schedule 4 was changed frbm line 2 to line 16. The numbers in the table
were revised. The first change provides a more appropriate title for the schedule
because schedules for two years are nov&; provided. The other changes were made
because Year 1, Schedule 4 now includes an example of an Amortization
Surcharge.

23. "Schedule 3" was changed to "Year 1, Schedule 3." This schedule was -
modified to include a Surcharge balance in the example. The first change provides
a more appropriate title for the schedule because schedules for two years are now
provided. The second change provides helpful clarifications.

24.  "Schedule 4" was changed to "Year 1, Schedule 4." This schedule Was

modified to include a Surcharge balance in the example. The first chénge provides
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~a more appropriate title for the schedule because schedules for two years are now
provided. The second change provides helpf\il clanifications.
25. The following schedules were added: Year 2, Schedule 1; Year 2, Schedule |
2; Yeaf 2, Schedule 3; and Year 2, Schedule 4. These additional schedules are

intended to illustrate the mechanics of the PSA.

Please discuss the operation of the $100 million cap that Decision No. 67744 applies
to the Balancing Account. |

In that Decision, the Commission cappea the Balancing Account at $100 million. On
page 17, the Decision also stafes, "In no event shall the Company allow the bank balance
to reach $100 million prior to seeking recovery or refund." The Decision does not provide
specific details about how the $100 million cap is intended to operate. Because this
portion of the order was added by the Commission and waé not part of the Settlement
Agreement, there is no prefiled testimony to refer to for .assistance with this issue.
Questions have been raised as to whether the $100 million cap is supposed to serve as a
means to disallow PSA deferrals in excess of $100 million or whether the cap was instead
intended as a means to ensure that the Company would file timely applications to amortize

an escalating Bank Balance.

Staff's review of the Open Meeting transcript has led Staff to conclude that the
Commission probably did not intend to use the $100 million cap as a means to disallow
otherwise prudently incurred costs. Staff has used this conclusion as the starting point for
evaluating the description of the $100 million cap and its interplay with the Balancing

Account in the Plan of Administration.
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Q. How does the Plan of Administration propose to resolve the issue of ‘how to apply the
$100 million rcap?
A.  If APS files an application to establish a Surcharge, the amount requested in the filing is
excluded from the Bank Balance for purposes of determining if the $100 million threshold
- has been met. Staff believes that this rgsolution provides.a reasonable interpretation of
how the $100 million cap is applied. It ensures that escalating balances will be brought to

the Commission's attention but provides a means to avoid an automatic disallowance.

STEP-BY-STEP EXPLANATION OF THE PSA

Q. Please explain how the PSA works, step-by-step.

A. Step One (record retail kWh sales).

For each calendar month, APS records its retail energy ‘sales in Schedule 1 (Monthly
Energy Sales and Costs). These sales are tﬁe k'Wh sales made to APS' retail customers.
Excluded are the directly assigned kWh sales from applicable special contract customers,
E-36 (Station Use Service) customers, and customers returning to Standard Offer service
from competitive generation subject to the RCDAC-1 (Retumning Customer Direct Access
.Charge) rate schedule. These PSA Retail Energy Sales (kWh) are shown in column a of
Schedule 1. In the illustrative Year 1, Schedule 1, this figure for April is 1,944,192.000.

Step Two (record wholesale kWh sales).

For each calendar month, APS records its wholesale energy sales in Schedule 1. These
sales are the kWh sales made to APS' Native Load wholesale cﬁstomers. Native Load
includes customers in the APS control area for which APS has a generation service
obligation (also known as traditional sales-for-resale) and PacifiCorp Supplemental Sales.
The traditional sales-for-resale includes the portion of load from wholesale electrical and
irrigation district resale customers served by APS, but it excludes the load served with

Preference Power (power allocated by federal power agencies). These‘Native Load




0 N O

O

10
11
12
13
14
15
16
17
18
19

20 -

21
22
23
24
25
26
27

Testimony of Barbara Keene
Docket Nos. E-01345A-03-0437 and E-01345A-05-0526

Page 11

Wholesale Energy Sales (kWh) are shown in column b of Schedule 1. In the illustrative
Year 1, Schedule 1, this figure for April is 105,803,000.

Step Three (add retail and wholesale kWh sales).

For each calendar month, APS adds the PSA Retail Energy Sales (column a) to the Native
Load Wholesale Energy Sales (column b) to calculate the total Native Load Energy Sales
(kWh) and places the result in column ¢ of Schedule 1. Inv the illustrative Year 1,

Schedule 1, this figure for April is 2,049,995,000.

Step Fouf (record fuel and purchased power costs).

For each calendar month, APS records its costs .for fuel and purchased power in Schedule
1. Included in these costs are costs recorded in FERC accounts 501 Fue] (Steam), 518
Fuel (Nuclear), 547 Fuel (Other Produétion), 555 Purchased Power, and 565 Wheeling
(Transmission of Electricity by Othersj. Excluded from the total costs are costs associated
with applicable special contracts, E-36, RCDAC-1, the non-fuel Bridge PPA allowed by
Decision No. 67744, Independent Spent Fuel Storage Installation, and mark-to-market
accounting adjustments. Removing mark-to-market adjustments is appropriate so that
only actual costs of fuel and purchased power, not the current value of hedges for the
future, are included in the PSA. Also excluded are the savings associated with the
acquisition of the Sundance plant, as required by Decision No. 675 04, until the capital and
operating costs of the Sundance plant are included in rates. These System Book Fuel and
Purchased Power Costs are shown in column d of Schedule 1. In the illustrative Year 1,

Schedule 1, this figure for April is $50,508,900.

Step Five (record off-system sales revenue).
For each calendar month, APS records revenue it receives from off-system sales in

column e of Schedule 1. These off-system sales include only the off-system sales using
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APS-owned or contracted generation and purchased power related to optimizing the APS

system. Mark-to-market accounting adjustments are removed from the revenue figures.

In the illustrative Year 1, Schedule 1, the figure for System Book Off-System Sales -

Revenue for April is $3,924,000.

Step Six (subtract off-system sales revenue from fuel and purchased power cosis).

Fof each calendar month, APS subtracts the System Book Off-System Sales Revenue
(column e) from the System Book Fuel and Purchased Power Costs (column d) to
calculate the Net Native Load Power Supply Cost and places the fesult in column f of
Schedule 1. The Net Native Load Power Supply Cost represents total fuel and purchased
poWer costs less off—system sales reVenue. In the illustrative Year 1, Schedule 1, thié

figure for April is $46,584,900.

Since the costs associated with off-system sales are included in the System Book Fuel and
Purchased Power Costs, subtracting the off-system sales revenue from the System Book

Fuel and Purchased Power Costs results in.the sales margin being embedded in the Net

Native Load Power Supply Cost. Detailed information on off-system sales, including

explanation for any negative margins, is included in the confidential monthly reports

provided to Staff.

Step Seven (calculate retail power supply cost).

For each calendar month, APS divides the PSA Retail Energy Sales (column a) by the
Native Load Energy Sales (column c) and multiplies the product by the Net Native Load
Power Supply Cost (column f) to calculate the PSA Retail Power Supply Cost and places
the result in column g of Schedule 1. The PSA Retail Power Supply Cost represents the

amount of power supply costs associated with retail sales subject to the PSA. This amount
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is limited to $776,200,000 per calendar year. In the illustrative Year 1, Schedule 1, the
April figure for the PSA Retail Power Supply Cost is $44,180,591. |

Step Eight (calculate base rate power supply cost).

For each calendar month, APS multiplies the PSA Retail Energy Sales (column a) by the
base cost of fuel and purchased power cost ($0.020743) determined by Decision No.
67744 to calculate the Base Rate Power Supplly. Cost and places the result in column h of
Schedule 1. The Base Rate Power Shpply Cost represents the costs currently being paid
by ratepayers for power éupply costs through base rates. In the illustrative Year I,

Schedule 1, this figure for April is $40,328,375.

Step Nine (calculate change in power supply cost).

For each calendar month, APS subtracts the Base Rate Power Supply Cost (column h)
from the PSA Retail Power Supply Cost (column g) to calculate the Pre-Sharing
(Over)/Under Collection and places the.resuit in column i of Schedule 1. The Pre-Sharing
(Over)/Under Collection represents the increése or decrease in power supply costs
compared to the base cost of fuel and purchased power. In the illustrative Year 1,

Schedule 1, this figure for April is $3,852,216.

Step Ten (calculate 90/10 sharing).

For each calendar monm, APS multiplies the Pre-Sharing (Over)/Under Collection

(column i) by 90 percent to calculate the Post-Sharing (Over)/Under Collection amount
and places the result in column j of Schedule 1. The Post-Sharing (Over)/Under

Collection represents 90 percent of the increase or decrease in power supply costs

compared to the base cost of fuel and purchased power. The remaining 10 percent is

attributable to APS. In the illustrative Year 1, Schedule 1, this figure for April is
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$3,466,994. The Post-Sharing (Over)/Under Collection is also shown 6n line 6 of

Schedule 4 (Balancing Account Calculations).

Step Eleven (calculate annual cbllection amount).
- After the end of the cqalendar year, APS sums the Post-Sharing (Over)/Under Collection
(column j) amounts for all the months in the year to calculate an annual total and placeé
 the total on line 14 of Schedule 1. During 2005, only the months from April through
December are inéluded. The annual Post-Sharing (Ovér)/Under Collection is also entered
on line 1 of Schedule 3 (PSA Adjustor Rate Calculatibn). In the illustrative Year 1,
Schedule 1, this figure is $62,656,897.

Step Twelve (determine bank.balance)_.

For each rﬁonth, APS places the monthly Post-Sharing (Over)/Under Collection from
column j of Schedule 1 on line 6 of Schedule 4 ‘(Monthly Balancing Account
Calculations). For April 2005, the Post-Sharing (Over)/Under Collection is also the
Ending Balance for April and the Beginning Balance of May 2005 because there is no
interest involved. Interest is entered into the Balancing Account for all months after April

2005.

The Beginning Balance (line 2) in the Balancing Account (Schedule 4) for each month is
the Ending Balance with Interest (line 9) for the prior month. In the illustrative Year 1,
Schedule 4, the Beginning Balance fo; November is $69,820,284. The balance for any
Commission-approved Amortization Surcharge is placed on line 3 and subtracted from the
Beginning Balance (line 2), resulting in the Balance less Amortization Surcharge on line
4. In the illustrative Year 1, Schedule 4, the Approved Balance for Amortization
Surcharge for November is $60,000,000, resulting in a Balance Less Amortization

Surcharge of $9,820,284.
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An interest.rate is applied each month to both the Balance less Amortization Surcharge
(line 4) and any Amortization Surcharge Balance approved to accrue interest to determine
the monthly interest shown on line 5 of Schedule 4 and 1n the last column of Schedule 2
(Annual Balancing Account Interest). The inferest rate used is the one-year nominal
Treasury constant maturities rate as contained in the Federal Reservé Statistical Release,
H-15, or its successor publication. In the illustrative Year 1, Séhedule 4, the interest rate

used is 2.79 percent, resulting in Monthly Interest for November of $162,332 (line 5).

Revenue received from the applicable Adjustor Rate is entered on line 7 of Schedule 4 and
subtracted from the Post-Sharing (Over)/Under Collection (line 6) to calculate the
Residual (Over)/Under Collection placed on line 8. Since the Adjustor Rate was set at
zero on April '1, 2005, the revenue received from the Adjustor Rate in 2005 is zero. In the
illustraﬁve Year 1, _Schedule 4, the Residual (Over)/Under Collection for May is
$2,695,442.

The Ending Balance with Interest (line 9) of the Balancing Account is calculated for each
month by summing the Beginning Ealance Less Amortization Surcharge (line 4), the
Monthly Interest (line 5), and the Residual (Over)/Under Collection (line 8). In vthe
illustrative Year 1, Scheduie 4, this figure for May is $6,170,497.

Any pending Surcharge requests are entered on line 9.1 and subtracted from the Ending
Balance with Interest (line 9) to produce the Ending Balance Less Surcharge Request (line.
9.2). The Ending Balance Less Surcharge Request figure is subject to the $100 million

cap.
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Step Twelve (calculate annual adjustor rate).

The Adjustor Rate for 2005 is zero. After thev end of the calendar year, APS calculates a
new adjustor rate using Schedule 3 (PSA Adjustor Rate Calculation). The annual Post-
Sharing (Over)/Under Collection Amount from line 14 of Schedule 1 is placed on line 1 of
Schedule 3. Annual Balancing Account Interest from line 13 of Schedule 2 is brohght ‘
forward to line 2 of Schedule 3. Any Approved Amortization Surcharge Balance is placed |
on line 3 of Schedule 3. In future years, any Bandwidth Carry Forward from the prior

year is entered on line 4.

~ The Total (Credit)/Charge Amount (line 5) is calculated by adding the Post-Sharing
(Over)/Under Collection Amount (linev ‘1), the Annual Balanciﬁg Account Interest (line 2),
and any Bandwidth Carry Forward from the prior year (1ine 4), and then subtracting any
Approved Amortization Surcharge Balance (line 3). In the illustrative Year 1, Schedule 3,

this figure is $3,401,173.

The Computed Adjustor Rate per kWh (line 8) is calculated by dividing the Total
(Credit)/Charge Amount by the annual kWh Sales from line 13 of Schedule 1 less the
kWh sales of low income discount rate customers. During 2005, only kWh sales from
April through December are used. In ’the llustrative Yéar 1, Schedule 3, the Computed
Adjustor Rate per kWh 1s $0.000161.

The Computed Adjustor Rate per kWh (line 8) is compared to a bandwidth of plus or -
minus $0.004 per kWh. If the Computed Adjustor Rate is within the bandwidth, then the
Computed Adjustor Rate becémes the new Adjustor Rate. In the illustrative Year 1,
Schedule 3, the Computed Adjustor Rate per kWh is $0.000161 because it is within the
bandwidth. If the Computed Adjustor Rate is outside of the bandwidth, then the new

Adjustor Rate would be plus or minus $0.004 as appropriate. The bandwidth limits
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changes in the Adjustor Rate to $0.004 from the base level (zero) over the entire term of
the PSA; Any amount outside the bandwidth would be used to calculate the Bandwidth
Carry Forward from Prior Period to be used in the Adjustor Rate calculation the following

year.

On March 1st of each year, APS files a report with the Commission that shows the
calculation of the new Adjustor Rate. The new Adjustor Rate becomes effective with

APS' first billing cyble in April unless suspended by the Commission.

The new Adjustor Rate, replacing the old Adjustor Rate, plus any existing Surcharge is
applied to the customer bill as a per kWh charge. The Adjustor Rate is applicable to all
customers, except those on Solar-1, Solar-2, SP-1, E-3, E-4, E-36, and Direct Access

service.

SUMMARY OF RECOMMENDATIONS

Q- .
A.

Please summarize Staff's recommendations.
1. Staff recommends that the PSA Plan of Administration, as modified herein,
be approved. |
2. Staff recommends that APS docket with the Commission a PSA Plan of
Admimst;ation consistent with the Decision in this case within 15 days of the

Decision.

Does this conclude Staff's testimony?

Yes, it does.
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RESUME

BARBARA KEENE

Education

B.S. Political Science, Arizona State University (1976)
M.P.A. Public Administration, Arizona State University (1982)
AA. Economics, Glendale Community College (1993)

Additional Training

Management Development Program - State of Arizona, 1986-1987

UPLAN Training - LCG Consulting, 1989, 1990, 1991
various seminars, workshops, and conferences on ratemaking, energy efficiency,
rate design, computer skills, labor market information, training trainers, and
Census products

Employment History

Arizona Corporation Commission, Utilities Division, Phoenix, Arizona: Public Utilities

Analyst Manager (May 2005-present). Supervise the energy portion of the

Telecommunications and Energy Section. Conduct economic and policy analyses of public

utilities. Coordinate working groups of stakeholders on various issues. Prepare Staff

recommendations and present testimony on electric resource planning, rate design, special

contracts, energy efficiency programs, and other matters. Responsible for maintaining and
operating UPLAN, a computer model of electricity supply and production costs.

Arizona Corporation Commission, Utilities Division, Phoenix, Arizona: Public Ultilities
Analyst V (October 2001-present), Senior Economist (July 1990-October 2001), Economist
II (December 1989-July 1990), Economist I (August 1989-December 1989). Conduct
economic and policy analyses of public utilities. Coordinate working groups of stakeholders on
various issues. Prepare Staff recommendations and present testimony on electric resource
planning, rate design, special contracts, energy efficiency programs, and other matters.
Responsible for maintaining and operating UPLAN, a computer model of electricity supply and
~ production costs.

Arizona Department of Economic Security, Research Administration, Economic Analysis
Unit: Labor Market Information Supervisor (September 1985-August 1989), Research and
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Statistical Analyst (September 1984-September 1985), Administrative Assistant (September
1983-September 1984). Supervised professional staff engaged in economic research and
analysis. Responsible for occupational employment forecasts, wage surveys, economic
development studies, and over 50 publications. Edited the monthly Arizona Labor Market
Information Newsletter, which was distributed to about 4,000 companies and individuals.

Testimony

Resource Planning for Electric Utilities (Docket No. U-0000-90-088), Arizona Corporation
Commission, 1990; testimony on production costs and system reliability.

Trico Electric Cooperative Rate Case (Docket No. U-1461-91-254), Arizona Corporation
Commission, 1992; testimony on demand-side management and time-of-use and interruptible
power rates.

Navopache Electric Cooperative Rate. Case (Docket No. U-1787-91-280), Arizona Corporétion
Commission, 1992; testimony on demand-side management and economic development rates.

Arizona Electric Power Cooperative Rate Case (Docket No. U—1773—92—214), Arizona
Corporation Commission, 1993; testimony on demand-side management, interruptible power,
and rate design. ‘

Tucson Electric Power Company Rate Case (Docket Nos. U-1933-93-006 and U-1933-93-066)
Arizona Corporation Commission, 1993; testimony on demand-side management and a
cogeneration agreement.

Resource Planning for Elebtric Utilities (Docket No. U-0000-93-052), Arizona Corporation

Commission, 1993; testimony on production costs, system reliability, and demand-side
management. '

Duncan Valley Electric Cooperative Rate Case (Docket No. E-01703A-98-0431), Arizona
Corporation Commission, 1999; testimony on demand-side management and renewable energy.

Tucson Electric Power Company vs. Cyprus Sierrita Corporation, Inc. (Docket No. E-00001-99-
0243), Arizona Corporation Commission, 1999; testimony on analysis of special contracts.

Arizona Public Service Company's Request for Variance (Docket No. E-01345A-01-0822),
Arizona Corporation Commission, 2002; testimony on competitive bidding.

Generic Proceeding Concerning Electric Restructuring Issues (Docket No. E-OOOOOA~02-0051),>
Arizona Corporation Commission, 2002; testimony on affiliate relationships and codes of
conduct.
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Tucson Electric Power Company's Application for Approval of New Partial Requirements
Service Tariffs, Modification of Existing Partial Requirements Service Tariff 101, and
Elimination of Qualifying Facility Tanffs (Docket No. E-01933A-02-0345) and Application for
Approval of its Stranded Cost Recovery (Docket No. E-01933A-98-0471), Arizona Corporation
Commission, 2002, testimony on proposals to eliminate, modify, or introduce tariffs and
testimony on the modification of the Market Generation Credit.

Arizona Public Service Company's Application for Approval of Adjustment Mechanisms
(Docket No. E-01345A-02-0403), Arizona Corporation Commission, 2003, testimony on the
proposed Power Supply Adjustment and the proposed Competition Rules Compliance Charge.

Generic Proceeding Concemning Electric Restructuring Issues, et al (Docket No. E-00000A-02-
0051, et al), Arizona Corporation Commission, 2003-2005; Staff Report and testimony on Code
of Conduct.

Arizona Public Service Company Rate .Case (Docket No. E-01345A-03-0437), Arizona
Corporation Commission, 2004; testimony on demand-side ‘management, system benefits,
renewable energy, the Returning Customer Direct Assignment Charge, and service schedules.

Arizona Electric Power Cooperative Rate Case (Docket No. E-01773A-04-0528), Arizona
Corporation Commission, 2005; testimony on a fuel and purchased power cost adjustor, demand-
side management, and rate design. ' ”

Trico Electric Cooperative Rate Case (Docket No. E-01461A-04-0607), Arizona Corporation
Commission, 2005; testimony on the Environmental Portfolio Standard; demand-side
management; special charges; and Rules, Regulations, and Line Extension Policies.

Publications
Author of the following articles published in the Arizona Labor Market Information Newsletter:

"1982 Mining Employees - Where are They Now?" - September 1984
"The Cost of Hiring" and "Arizona's Growing Industries" - January 1985
"Union Membership - Declining or Shifting?" - December 1985
"Growing Industries in Arizona" - April 1986

"Women's Work?" - July 1986

"1987 SIC Revision" - December 1986

"Growing and Declining Industries" - June 1987

"1986 DOT Supplement" and "Consumer Expenditure Survey" - July 1987
"The Consumer Price Index: Changing With the Times" - August 1987
"Average Annual Pay" - November 1987

"Annual Pay in Metropolitan Areas" - January 1988
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"The Growing Temporary Help Industry" - February 1988

"Update on the Consumer Expenditure Survey" - April 1988

"Employee Leasing" - August 1988 ‘

"Metropolitan Counties Benefit from State's Growing Industries" - November 1988
"Arizona Network Gives Small Firms Helping Hand" - June 1989

Major contributor to the following books published by the Arizona Department of Economic
Security: .

Annual Planning Information - editions from 1984 to 1989
Hispanics in Transition - 1987

(with David Berry) "Contracting for Power,"” Business Economics, October 1995.
(with Robert Gray) "Customer Selection Issues," NRRI Quarterly Bulletin, Spring 1998.
- Reports

(with Task Force) Report of the Task Force on the Feasibility of Implementing Sliding Scale
Hookup Fees. Arizona Corporation Commission, 1992.

Customer Repayment of Utility DSM Costs, Arizona Corporation Commission, 1995.

(with Working Group) Report of the Participants in Workshops on Customer Selection Issues,"
Arizona Corporation Commission, 1997.

"DSM Workshop Progress Report," Arizona Corporation Commission, 2004.

(with Erin Casper) "Staff Repbrt on Demand Side Management Policy," Arizona Corporation
Commission, 2005.
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Power Supply Adjustment Plan for-of Administration

General Description

The purpose of the Power Supply Adjustment (“PSA”) is to track changes in Arizona
Public Service Company’s (“APS” or the “Company”) cost of obtaining power supplies.
This is done by making an annual adjustment to the cost of fuel and purchased power
embedded in APS’ base rates. The PSA will apply to all fuel and purchased power costs
incurred on or after April 1, 2005. The main components of the PSA are: 1) arnisk
sharing mechanism whereby APS and its customers share in the costs/savings on a 90%
customer, 10% APS basis; 2) a bandwidth that limits the amount the PSA Adjustor Rate
(“Adjustor Rate) can change over the entire term of the PSA to plus or minus $0.004 per
kWh; 3) a balancing account, 4) a balancing account surcharge mechanism, separate from
the Adjustor Rate, to clear the balancing account under circumstances described below;
and 5) the inclusion of off-system sales. '

The monthly PSA calculations shall be adjusted for the calculated net savings from the
methodology approved in Decision No. 67504 (pg. 50) from the PPL Sundance docket.

- APS will calculate the new fuel cost savings, purchased power savings and incremental
off-system margin impacts by comparing two sets of projections for its own load fuel and
purchased power costs and off-system sales margins and using the difference as the net
savings amounts associated with the Sundance generation units. One set of projections
would assume APS ownership of the Sundance plant and the other set would assume APS
did not own the Sundance plant. The PSA will be adjusted to calculate the PSA balance
as if the Sundance plant was not acquired by APS. This adjustment will no longer be
made once rates are effective that recover the capital and operating costs of the Sundance

plant.

The results of the PSA are applied to customer’s bills through the Adjustor Rate. The
Adjustor Rate is applicable to APS’ retail electric rate schedules (with the exception of
Solar-1, Solar-2, SP-1, E-3, E-4, E-36 and Direct Access service) and is adjusted
annually. It is applied to the customer’s bill as a monthly kilowatt-hour (“kWh”) charge
that 1s the same for all customer classes. The Adjustor Rate 1s initially set at zero as of
April 1, 2005. The Adjustor Rate must remain within a plus or minus $0.004 per kWh
bandwidth that limits the amount it can increase or decrease in a year. Decision No.
67744 also limits the Adjustor Rate t0.$0.004 from the base level ($0.000) over the entire
term of the PSA. Two examples of applying the two bandwidths are as follows:

1. Assume that the Adjustor Rate was set at negative $0.002 per
kWh. The following vear, the calculation of the new Adjustor
Rate would 1ndicate a new rate of positive $0.003 per kWh.
However, since that rate would constitute a change of $0.005 from
the prior vear's Adjustor Rate, the new Adjustor Rate would be set
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at $0.002 per kWh. That new rate would meet the limit of $0.004
from the base level.

2. Assume that the Adjustor Rate was set at $0.003 per kWh. The
following vear, the calculation of the new Adjustor Rate would
indicate a new rate of $0.005 per kWh. Although the annual -
change is less than $0.004, the new rate would constitute a change
from the base level that is greater than $0.004. Therefore. the new
Adjustor Rate would be set at $0.004 per kWh,

Any recoverable or refundable amounts outside of the bandwidths shall be recorded in a
balancing account and shall carry over to the subsequent year or vears. The carryvover
amount shall not be subject to further sharing. Balancing account amortization
surcharges are not included in the calculation of the bandwidth limits.

The Adjustor Rate, which was initially set at zero, will be reset on April 1, 2006, and
thereafter on April 1% of each subsequent year, Balancing account entries are made each

~month starting with April 2005. These entries will effectively reflect the difference

between 90 percent of incurred fuel and purchased power costs, less the balance of any
approved Amortization Surcharge, and the sum of costs collected through the base cost of
fuel and purchased power rate of $0.020743 plus the applicable Adjustor Rate. An
Amortization Surcharge may go into effect prior to the April 1% adjustment to the
Adjustor Rate if it is approved by the Arizona Corporation Commission (“Commission”).
The Amortization Surcharge is described in greater detail below. The new Adjustor Rate
will be effective with the first billing cycle in April unless suspended by the Arizena
Cerperation-Cemmussion-(“Commission?). It will not be prorated. 'APS will submit a
publicly available report to the Commission that shows the calculation of the new
Adjustor Rate on March 1, 2006 and thereafter on March 1* of each subsequent year.

Definitions

Adjustor Rate (or PSA Adjustor Rate, PSA Adjustor, PSA Adjustment, Annual
Adjustment Factor) — Cents per kWh charge that was initially set at zero and is updated
annually on April 1. The purpose of this charee is to adjust the cost of fuel and »
purchased power embedded in APS’ base rates to reflect the prior vear’s actual fuel and
purchased power costs. This annual adjustment was approved in DeCJSlon No 67744 and
is limited to a maximum change of plus or minus 4 mills.

Amortization Surcharge (or Surcharge, PSA Surcharge) — A cents per kWh charge that
can be applied to customer bills after Commission approval to collect, or refund, an
amount of revenue for the purpose of reducing the PSA Bank Balance. It can be either a
positive or negative charge.
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Balancing Account (or PSA Balancing Account) — The PSA Balancing Account is the
account where the monthly sum of the Company’s post-sharing (overy/under collection is
posted and also where the interest on the balance in the account is accrued. It is used to
keep track of the cumulative total of the monthly postings.

Bandwidth Carry Forward from Prior Period — An amount that was outside the $0.004
limit on change in the Adjustor Rate in a particular vear that is used in the calculation of
the Adjustor Rate in the following vear. The Bandwidth Carry Forward is calculated by
subtracting $0.004 from the prior-year computed, not the actual, Adjustor Rate per kWh
and multiplying the result by the annual kWh, less any amount approved to be amortized
through a Surcharge.

Bank Balance (or Account Balance) — The total amount in the PSA Balancing Account.

Base Cost of Fuel and Purchased Power — The fuel and purchased power cost embedded
in the base rates approved by the Commission in the Company’s most recent rate case.
Currently, it is $0.020743 per kWh.

Bridge PPA — Asn purchased power agreement that ensures the non-fuel poWer supply
costs from the PWEC generation units allowed in rate base by Decision No. 67744 will
be the same as those costs embedded in base rates.

ISFSI —Reglatory-amertization-eCosts associated with the Independent Speﬁt Fuel
Storage Installation that will store spent nuclear fuel.

Mark--to--Market Accounting — Recording the value of qualifying commodity contracts
to reflect their current market value relative to their erginat-actual cost.

Native Load ~ Native load includes custonier load in the APS control area load for which

the C01 mpany has a generation service obhgatlon and Pac1ﬁeCorp sSupplemental sSales.

PacifieCorp Supplemental sSales — The PacifieCorp Supplemental sSales agreement is a
long- term contract from 1990, which requires'APS to offer a certain amount of energy to
PacifieCorp each year. It is a component of the set of agreements that led to the sale of
Cholla Unit 4 to PacifieCorp and the establishment of the seasonal dlvers1ty exchange
with PacifieCorp.

PSA - The Power Supply Adjustment mechanism. which includes the PSA Adjustor
Rate. Balancing Account, and Amortization Surcharge, The PSA mechanism is used to
update the Base Cost of Fuel and Purchased Power each vear for fluctuations in the
Company’s actual cost of fuel and purchased power.




Appendix 2
Revised PSA Plan for-of Administration
Page 5 of 913

Preference Power — Power allocated to APS wholesale customers by federal power
agencies such as the Western Area Power Administration.

Surcharge Balance — The total amount of revenue expected to be collected through a
Commission-approved Amortization Surcharge less the actual revenue received from the

1 Surcharge.

Svstem Book Fuel and Purchased Power Costs — The costs recorded for the fuel and
purchased power used by APS to serve both Native Load and off-system sales, less the
costs associated with applicable special contracts, E-36, RCDAC-1. the non-fuel Bridge
PPA, ISFSI, mark-to-market accounting adjustments. and the savings associated with the
acquisition of the Sundance plant. '

System Book Off-System Sales Revenue — The revenue recorded from sales made to
non-Native Load customers, for the purpose of optimizing the APS system, using APS-
owned or contracted generation and purchased power, less mark-to-market accounting

adjustments.

"Wheeling Costs (FERC Account 565, Transmission of Electricity by Others) — Amounts -

payable to others for the transmission of the Company’s electricity over transmission
facilities owned by others.

Calculations
The Adjustor Rate shall be calculated as follows:
Part 1. Monthly Energy Sales and Costs

1. Enter the monthly PSA Retail Energy Sales (kWh) and monthly Native Load
Wholesale Energy Sales. Add these two items together to produce the
monthly Native Load Energy Sales. PSA Retail Energy Sales include the
calendar month’s retail sales. Currently, Native Load Wholesale Energy Sales’
include traditional sales-for-resale and PacifieCorp sSupplemental sSales.

The traditional sales-for-resale amount is the portion of load from wholesale
electrical and irrigation district resale customers served by APS, but excluding
the load served with pPreference pPower.

2. Enter the monthly System Book Fuel and Purchased Power Costs and the
monthly System Book Off-System Sales Revenue. Then subtract the System
Book Off-System Sales Revenue from the System Book Fuel and Purchased
Power Costs to produce the monthly Net Native Load Power Supply Cost.
The HHes-nssoetat it ce-Plant-are-ine Hr-the-System
Book Fuel and Purchased Power Costs_shall be adjusted for the calculated net
savings from the methodology approved in Decision No. 67504 from the PPL
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Sundance docket. The monthly System Book Off-System Sales Revenue
includes only the off-system sales using APS owned or contracted generation
and purchased power related to optimizing the APS system. The off-system
sales margin is embedded in the Net Native Load Power Supply Cost. The
costs associated with the off-system sales are included in the System Book
Fuel and Purchased Power Costs. So when the System Book Off-System
Sales Revenue is subtracted from the System Book Fuel and Purchased Power
Costs the difference between the off-system sales costs and revenue ends up in
the Net Native Load Power Supply Cost. That difference is the off-system
sales margin. A list of the items included in the PSA sales and costs described
above will be included in the PSA reporting schedules filed with the
Commission each month.

3. Next, calculate the PSA Retail Power Supply Cost. Divide the PSA Retail
-Energy Sales by the Native Load Energy Sales and then multiply the product
by the Net Native Load Power Supply Cost. The annual amount of PSA
Retail Power Supply Cost that can be used to calculate the annual Adjustor
Rate cannot exceed $776,200,000. Any fuel or purchased power costs above
that amount will not be recovered from the ratepayers through the PSA.

4. Directly-assigned power supply costs and related energy sales from applicable
Special Contract customers, Schedule E-36 customers and customers
returning to Standard Offer service from competitive generation subject to
Returning Customer Direct Access Charge (“RCDAC”) treatment will be
deducted prior to the above calculations.

Part 2. Calculation of the (Over)/Under Collection .

1. The amount recovered by the power supply cost embedded in base rates has to
be calculated in order to determine the monthly (over)/under collection. To
calculate the monthly Base Rate Power Supply cost, multiply the PSA Retail
Energy sales by the base cost of fuel and purchased power of $0.020743 per
kWh._The revenue collected from an Adjustor Rate is credited to the
Balancing Account (described below). For example. in April 2006 if there is
an Adjustor Rate of $0.004 in effect, all of the revenue collected from that
charge goes into the Balancing Account as a credit to the balance.

2. The next step 1s to subtract the monthly Base Rate Power Supply Cost from
the PSA Retail Power Supply Cost to get the monthly Pre-Sharing
(Over)/Under Collection amount. :

Part 3. Sharing Incentive

1. The Post-Sharing (Over)/Under Collection amount is calculated by
multiplying the Pre-Sharing (Over)/Under Collection by 90%. This



Appendix 2
Revised PSA Plan for-of Administration
Page 7 of 913

calculation is done to implement the 90%/10% sharing incentive. As
described above APS and its customers share the costs/savings on a 90%
customer and 10% APS basis. The monthly Post-Sharing (Over)/Under
Collection amounts are summed for the year and used in the Adjustor Rate
calculation. :

Part 4. Adjustor Rate Calculation

1.

Sum the calendar year’s monthly Post—Sharmg (Over)/Under Collection
amounts.

Sum the calendar year’s Balancing Account Monthly Interest to produce the
Annual Balancing Account Interest._It includes interest from the Balancing
Account and any outstanding balances from Commission-approved
Amortization Surcharges, if the Surcharge balance was approved to accrue
interest. This amount is recovered through the PSA and used in the Adjustor
Rate calculation. The calculation of the Monthly Interest is described in more

-detail below in the Balancing Account section.

Subtract anv Commission approved Amortization Surcharge balances. If the

Comunission approves an Arportization Surcharge balance it will be subtracted
from the total costs used to calculate the April 1% Adjustor Rate.

3-4.Bring forward the Bandwidth Carry Forward from Prior Period, if any. If the

Adjustor Rate Bandwidth (described below) allows for just a partial recovery
of the Tota] (Credit)/Charge amount then the portion that is not eligible for
crediting/collection in the current year is carried forward to next year as the
Bandwidth Carry Forward from Prior Period. The carryover amount is not
subject to further sharing.

4-5.Add the Post-Sharing (Over)/Under Collection amount, Annual Balancing

Account Interest and the Bandwidth Carry Forward from Prior Period to gcther.
to determine the Total (Credit)/Charge Amount.

5:6.The Computed Adjustor Rate is calculated by dividing the Total

Credit/Charge Amount by the Actual Energy Sales (kWh) from the prior
calendar year. The calculation of the April 1, 2006, Adjustor Rate will only
include data from April through December 2005. The Computed Adjustor
Rate 1s then compared to the plus or minus $0.004 per kWh bandwidth. The
Actual Energy Sales amount will exclude E-3, E-4 and E-36 sales.

6-7.The Adjustor Rate Bandwidth Upper Limit is $0.004 per kWh. The Adjustor

Rate Bandwidth Lower Limit is $(0.004) per kWh.
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7.8.If the Computed Adjustor Rate is inside the bandwidth, the Computed
Adjustor Rate becomes the Applicable Adjustor Rate. It is then applied to the
customer’s monthly bills for the next 12 months.

8.9 If the Computed Adjustor Rate is outside the bandwidth, the Applicable
Adjustor Rate can be no higher than the upper limit of the bandw1dth and no
lower than the lower limit of the bandw1dth

9-10. _If the Computed Adjustor Rate is outside the bandwidth, then the
Bandwidth Carry Forward from Prior Period amount must be calculated. This
is done by multiplying the Applicable Adjustor Rate by the Actual Energy
Sales (kWh) for the next 12 months and subtracting the total from the Total
(Credit)/Charge Amount used to calculate the Applicable Adjustor Rate.

Examples of these calculations are attached as Year 1 Schedules 1 through 3 and Year 2
Schedules 1 throueh 3. The attached schedules include two vear’s of schedules and two

| Amortization Surcharge examples.

Balancing Account and Amortization Surcharge‘

The PSA Balancing Account is where the monthly sum of the Company’s post-sharing
(over)/under collection is posted and also where interest on the balance in the account is
accrued. It is used to track the cumulative total of the monthly postings. APS shall _
establish a PSA Balancing Account on April 1, 2005. Entries to the Balancing Account
shall be made each month as follows:

1. A debit or credit entry equal to the difference between the Post-Sharing
(Over)/Under Collection and the sum of the amounts recovered by the
Applicable Adjustor Rate. The Post-Sharing (Over)/Under Collection is
calculated by taking the amount recovered through the Base Rate Power
Supply Cost of $0.020743 and subtracting it from the PSA Retail Power
Supply Cost. The product of that subtraction is then multiplied by 90% to
reduce the recoverable costs in accordance with the 90%/10% sharing
Incentive.

ﬁﬁe{—%eaffee{—%heﬁﬁ&efmﬁl—bs—maéeAny Amo; tlzallon Surchzu ge

balance will be shown separately on the monthly reports for the Commission
Staff. and. unless otherwise ordered by the Commuission., shall not be
considered as part of the Balancing Account,
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3. A monthly debit or credit entry for interest to be applied to the account

" balance based on effective one-year Nominal Treasury Constant Maturities
rate that 1s contained in the Federal Reserve Statistical Release, H-15, or its
successor publication. This includes the Amortization Surcharge balance(s),
if the Surcharge balance was approved to accrue interest. This is called the
Monthly Interest and is used above in the Adjustor Rate calculations. The
interest rate will be adjusted annually on the first business day of the calendar
year in the same manner as the APS customer deposit rate.

4. A debit or credit entry for refunds or payments authorized by the Commission.

An example of the Balancing Account calculation is included as Year 1, Schedule 4_and
Year 2, Schedule 4. '

Although the Company may file a request for an Amortization Surcharge at any time, the
Company is required to make a filing in the following circumstances. If the size of the
Balancing Account, as shown in the monthly reports filed with the Commission, reaches
plus or minus $50 million, the Company has up to forty-five days to either file a request
for Commission approval of an Amortization Surcharge or an explanation of why such a
surcharge isn’t necessary. In no event shall the Company allow the Balancing Account to
reach $100 million prior to seeking recovery or refund.” Should the Company seek to
recover or refund an amount from the Balancing Account, the timing and manner of
recovery, or refund, and whether interest will be allowed to accrue on the Surcharge
balance, will be addressed at that time. :

Once the Company has filed seeking recovery or refund through an Amortization
Surcharge, the amount requested in such filing will be excluded from the balance used to
deternune if the $100 million threshold has been reached (see chart below).

(a) (b) (© @ ()
Month’s ~ | End of Month June 157
Post-Sharing Balancing Amortization Balance for
| (Over)/Under Account Surcharge $100M Threshold
Month | Collection Balance Request (c+d)
Mav $7.000.000 $60.000.000 $0 $60.000.000
June | $10.000.000 | $70.000.000 | $(60.000.000) $10.000,000
July | $30,000.000 | $100.000.000 | $(60.000.000) $40.000.000

For example. the Company has a balance of $60 million for May and it files an
Amortization Surcharge request on June 15" for $60 million and the post-sharing under-
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collection for June is $10 millionn. The resulting June Balancing Account balance is $70
million. The balance for the purpose of determining if the Company has met the $100
million threshold for June is $10 million ($70 million balance - $60 million request = $10
million). Moving to the next month, July has a post-sharing under-collection of $30
million so the balance for the $100 million threshold calculation is $40 million ($100
million balance — $60 million request = $40 million).

The $100 million threshold would apply each time the Company makes a filing with the
Commission to address a Balancing Account baJance between $50 and $100 million.
After the Company makes the filing, if new accumulations in the Balancing Account
were between $50 and $100 million, the Company could make a second, separate filing.
Subsequently, it is possible that additional filings could be made with the $100 million

- threshold being applied separately to the amount being addressed in each filing.

Following a proceeding authorizing recovery or refund of a bank balance between $50
million and $100 million, the balance considered in the proceeding shall be reset to zero
unless otherwise ordered by the Commission.

Compliance Reports

Beginning June 6, 2005, the Company shall provide monthly reports to Staff’s
Compliance Section and to the Residential Utility Consumer Office detailing all
calculations related to the PSA. An APS Officer shall certify under oath that all
information provided in the reports itemized below is true and accurate to the best of his
or her information and belief. These monthly reports shall thereafter be due on the first
day of the third month following the end of the reporting month.

The publicly available reports will include at 2 minimum:

The Balancing Account calculations, including all input and outputs.
Total power and fuel costs.
Customer sales 1n both kWh and dollars by customer class.
The number of customers by customer class.
A detailed listing of all items excluded from the PSA calculations.
A detailed listing of any adjustments to the adjustor reports.
Total off-system sales revenues. '
* System losses in MW and MWHh.
Monthly maximum retail demand in MW.
0. Identification of a contact person and phone number from the Company for
questions. '

=000 O LA W

Beginning June 6, 2005, the Company shall provide to Commission Staff monthly reports
containing the information listed below. These reports shall thereafter be due on the first
day of the third month following the end of the reporting month. All of these additional
reports will be filed confidentially.
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The information for each generating unit shall include the following items:

The net generation, in MWHh per month, and twelve months cumulatively.

The average heat rate, both monthly and twelve-month average.

The equivalent forced-outage rate, both monthly and twelve-month average.
The outage information for each month including, but not limited to, event type,
start date and time, end date and time, and a description.

Total fuel costs per month.

6. The fuel cost per kWh per month.

b S

et

The information on power purchases shall include the following items per seller:

1. The quantity purchased in MWHh.

2. The demand purchased in MW to the extent specified in the contract.
3. The total cost for demand to the extent specified in the contract.

4. The total cost of energy. :

Information on economy interchange purchases may be aggregated. These reports shall

also include an itemization of off-system sales margins per buyer. Further detail on off-

system sales margin will be provided to the Commission Staff on a confidential basis for
review.

Fuel purchase information shall include:

1. Natural gas interstate pipeline costs, itemized by pipeline and by individual cost
components, such as reservation charge, usage, surcharges and fuel.

2. Natural gas commodity costs, categorized by short term purchases (one month or
less) and longer term purchases, including price per therm, total cost, supply
basin, and volume by contract.

By June 6, 2005, the Company shall provide the information itemized above relating to
the base cost of fuel and purchased power adopted for the test year settlement revenue
requirement.

Work papers and other documents that contain proprietary or confidential information
will be filed with the Commission Staff under an appropriate confidentiality agreement.
APS will keep fuel and purchased power invoices and contracts available for
Commission review. All of the information is available during the year, upon
Commission request. The Commission has the right to review the prudence of fuel and
power purchases and any calculations associated with the PSA at any time. Any costs
flowed through the PSA are subject to refund, if those costs are found to be imprudently
incurred.
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Allowable Costs

The allowable AdjustorRatePSA costs include fuel and purchased power costs incurred
to provide service to retail customers. Additionally, the prudent direct costs of contracts
used for hedging system fuel and purchased power will be recovered under the PSA. The
Base Rate Power Supply Cost will be the allowable AdjusterRatepower supply costs
from the test year used to determine retail electric rates. The allowable cost components
presently include the followmg Federal Energy Regulatory Commission (“FERC”)
accounts®:

501 Fuel (Steam) _

518 Fuel (Nuclear) less ISFSI regulatory amortization
547 Fuel (Other Production)

555 Purchased Power less non-fuel Bridge PPA costs
565 Wheeling (Transmission of Electricity by Others)

A e

These accounts are subject to change if the Federal Energy Regulatory Commission alters
1ts accounting requirements or definitions. ™

Directly Assignable Power Supply Costs Excluded

Decision No. 66567 provides APS the ability to recover reasonable and prudent costs
associated with customers who have left APS Standard Offer service, including Special

"Contract rates, for a competitive generation supplier and then return to Standard Offer

service. For administrative purposes, customers who were Direct Access customers since
origination of service and request Standard Offer service would be considered to be
returning customers. In such cases, a direct assignment or special adjustment may be
applied that recognizes the cost differential between the power purchases needed to
accommodate the Returning Customer and the power supply cost component of the
otherwise applicable Standard Offer service rate. This process is described in the

‘Retumning Customer Direct Access Charge rate schedule and Plan for Administration

filed with the Commission.

In addition, if APS purchases power under specific terms on behalf of a Standard Offer
Special Contract customer, the costs of that power may be directly assigned. In both
cases, where specific power supply costs are i1dentified and directly assigned to a large
Returning Customer or Standard Offer Special Contract customer or group of customers,
these costs will be excluded from the Adjustor Rate calculations. Schedule E-36
customers are directly assigned power supply costs based on the APS system incremental
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cost at the time the customer is consuming power from the APS system so their power
supply costs are excluded from the PSA.
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Revised PSA Plan of Administration

ARIZONA PUBLIC SERVICE COMPANY

Year 1, Schedule 2

Example PSA Calculation Methodology
Annual Balancing Account Interest

Balancing
Account
Line Monthly
No. Month Interest
(Scheduie 4, Line 216
1. January $ -
2 February, $ -
3 March $ -
4 April $ -
5 May $ 8,061
6 June $ 14,346
7 July $ 38,545
8 August $ 86,371
9 September $ 134,594
10 October $ 159,803
11 November $ 162,332
12 December $ 140,224"
13 Total $ 744,276
Move Forward to Schedule 3, Line 2| § 744,276 |

Attachment Page 2 of 8
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\‘ ARIZONA PUBLIC SERVICE COMPANY
i Year 1, Schedule 3
\
\

Example PSA Calculation Methodology
PSA Adjustor Rate Calculation

Line
No. PSA Adjustor Rate Calculation
1 Post-Sharing (Over)/Under Collection Amount (From Sch. 1) $ 62,656,897
- 2 Annual Balancing Account Interest (From Sch. 2) : ' $ 744,276
3 Less: Aoprovedv Amortization Surcharge Balance {Nov. 1, 2005) $ - 60,000,000
4 Bandwidth Carry Forward from Prior Period ' _ .8 .
5 Total (Credity/Charge Amount (Line 1 + Line 2 - Line 3_+Line 4) : $ 3,401,173
6 Total (Credit)/Charge Amount ) $ 3,401,173
7 Actual Energy Sales without E-3, E-4 and E-36 (kWh) 21,132,204,000
8 Computed Adjustor Rate per kWh (Line 6 /Line 7) $ 0000161
8.1 Current Adjustor Rate per kWh - $ -
8.2 Diff. between Current Adj. Rate and Computed Adj. Rate (line 8.1 - line 8) § 0.000161
Adjustor Rate Bandwidth : e . .
9 Adjustor Rate Bandwidth Upper Limit $ 0.004000
10 Adjustor Rate Bandwidth Lower Limit ) $  (0.004000)
11 Applicable Adjustor Rate per kWh_for April 1, 2006 (EXAMPLE) . [ 0.000161
12 Total (Credit)/Charge Carried Forward Due to Adjustor Rate Bandwidth $ -

' This hypothetical example assumes the Commission approval of a $60 Million Amortization Surcharge request that was made in
September after the Balancing Account exceeded $50 Million. The requested Amortization Surcharge of .002697 is effective on
November 1, 2005, and expires on October 31, 2006, or when $80 million is received through the Surcharge.




‘aflieyasng ay yBnoay)
uonezijoiuy pasanbal ayy, (a8acqe 6 auy 2as) 1snBny uy voly 0§% papsadxs JuNoooy Bunueleg ay) Joye

PaNBIBI SI UKL (49$ LBUM JO 'B00Z ‘L€ JAGRI0 UO S3AX3 PUB ‘GO0Z ‘| JSQUIBAON UD dAI3YD SI 269200 08 JO 8B1eyang
Jaquejdag ul apew sem 121 15enbas aBIEyRINS UCHEZILOWY LOWIN 09§ € J0 1eADIddR UOISSILILIOD Bl Sawnsse aidLuExs 1EONAWOGAY Sityy |

vzz'ovl  § 2EEZ9L § €08'6SE $ veGvEL - § lZc'98 $ spS'ee $ o'yl $ 1908 $ - $ $ - $ - $
GYP'6S0'2S § PISIIE'09 § PBZ'OZE'6Y § OPS'ZEL'BY §  196'688ZS § 186'8Y1°LE § PYE'RLS'9) § 26V°0L1'0 § vE6'00Y'E § s - s - $
0sv'2ZL ¢ oos'eel 0§ - $ - $ - $ - $ - § - s - $ $ - $ - $
zie'vsT'er § ZEV'LIGYS § - § - $ - $ - $ - $ - $ - $ $ - $ - $
098'295'¢ ¢ gog'zBl'S § - [ $ - [ $§ - § - [ $ $ - s - $
CEL'ZIB'YS § 000'000'09 § - $ - $ - $ - $ - $ - $ - - $ $ - s - $
269Z000 § /692000 § - $ - [ [N $ - s - $ - $ [ [ $
SLLIOP'E  § ZBE'PEY'S § ¥BZ'0ZE'S  § OVS'ZELB § 196'68B'IS § LBGBYI'IE § PrE'RIG'IL & L6V'0LL'8 § pOB'9GP'E § - g - $
- $ - $_000'000°09  $ 00000009 § - $ - $§ - 3 - $ $ - s - $
€LL'LOV'E § ZBEWEY'S § ¥BZ'0ZB69 § OpScel89 § 106068875 § 186BYLZE $ PrEBIGOL ‘$ 16Y'0L1'9 § vec'ogr'e § [ [ $
(eev'eez'z) § (rez'ssv'v) § 1vB'226 § S86'20/'04 $ 609'¥59'0Z § 260'ZES'0Z § IOS'E6E'0L 'S ZYr'Se9'Z § ve6'00r'E § $ - $ - $
B § - [ [ [ $ - [ [ § - $ § - [ $
(eev'eez'?) ¢ (vez'sar'y) § 196'226 $ 586'20£'01 $ B09'VS9'0Z § TBO'ZES'OZ $ 10S'EEC'0L $ ZPY'GEO'Z § vEG'OOV'E ¢ s - $ - $
vze'orl  § ZEE'ZO)  §  €08'651 $ ¥6S'vEL  § i.ie'08 $ 6vs'8e $ oveE'vl $ 190'8 $ - $ $ - $ - $
ZBE'YEY'S § ¥BZ'0Z8'6 3 OvG'ZEL'8 § 106'688'AS § 186'OVI'IE § bPE'BIG'AL § L6v°024'8 § v66'O9K'E  § - $ $ - $ - $
- ¢ o000'000'09 § - s - [ 3 $ - [ [N [ $ [ $ - 3
Z8e'vBY's § PAZ'0ZE'69 $ OvS'ZEL'B9 § 106'688'2G § 1O6'BYI'LE § YYE'BIS'OL § L60'0L1'9 §  pE6'OSK'E § - $ $ - $ - $
- [ [N [ $ - [ [ $ - s - $ [ $ - $
sujbeg Woss
abseyoing spasaxy
LS00Z °L "AON ,8ouejeq Gujpua
taquiasag J1OGIIBAON 18Q0120 Jaquie)deg 1snBny Anp aunp Aew udy yasepy Aerugay Aenuep

8 J0 p abed JuswioERY
UOHELISILILIPY JO UBld YSd Pasirey

suojje|nojed Junoday Bujsuejeg Ayjuopy
ABojopoyja uole|nolen vsd Jo ajduwexy

¥ ainpayog Tl iea)

ANVJINOD ADIAYIS J1T7aNd YNOZIUY

{4 "u7) 1sa101U] pOIGUIOD
(€1 U7 + § "u7) BdUREG pPauIQUIOT)
JONVIVE G3NIFWOO

(18 18 15u00 AL ((Z1/%6L2) . 1L U)Wl Auop Lowy
(z) "u7- 14 u) @duejeg afiieydung uoneziowY Buipuy

(s)afieyaing uoneziuowy ajgen|iddy Wy BNUBASY $§87
aoueieg sbieysing uoieziowy Buubiag

Yt Jad abieyoing “Howy Junoooy Bunueeg
ADNYIVE FOUVHIYNS NOIIVZILHONY
Q3IAOUddY 5002 'L ¥3IFWIAON INJdWVYXI

1sanhey allzeyang sse souejeg Supuz

1sanbey abieyang Bupuay

{8 U1+ G U+ ¢ U7) 1saiBIU| L @dueleg Bupul
(£ "u7 -9 'u1) voyoRYED LAPUNAIBAQD) |enpisay
ajey s0isnipy a|qesyddy Wwosp anusady 15537

(1 "yos wouig) uopoaliod Jspun/(18a0) Buueys-isod

(318 1B 15U0D AL (€4 U + (21/%6L2) « ¥ 'u)) 1u) Agiuop

€ N - 2 A1) abIeqaing Tionly 55a aUeea

{AUETJiI SMIBUoING UoezZiiotly 10 oslejeg paraiady Ssay
souejeq Buuwmbag

9002 '} M0V [AUN 0J37 18188 AleiiU) Siey J0ISNIPY vSd
IDONVIVE 3DUVHIENS NOILVZILHONY
Q3A0¥ddY SS3T LNNODOV ONIONYIVE

91

Gl

vl

€L

Zi
132

04

“ON
aun



-abed siy) uo psuyap 8q ||Im SLWLIB} MBU AUy UONEASIUILDY 10§ UB|d YSd U} Ul Papnjouy ale Buijy sity 10} Swws) pasn Ajuowwos Jo suopuyaq
"000°002°944$ St UOREINDIED \YS( B JO) PASN 8 UBD JBY} JUNOWE [ENUUE LWUNWIXEWS BY | .
‘sjustsnipe BunuNODOE 18)IBLI-0)-3JBLL SSB] aNUBASS WBISAS-JO sepnou| v
‘papnjoxa a.e sbuaes yau ssuepung
"sjuswsnipe Buyunodoe jex ew-0)-3BW Pue |SIS| ‘Ydd 8Bpug [anj-uou sy} ‘9g-3 UM PBEIDOSSE $1S00 BSOL) 558) 5)500 Jamod paseydnd pue Jan) Wa)sAs-jjo pue peo| BARRU SapNpL) ¢
‘saes |ejuswajddns diodyloed pue ajesai-104-Sa|ES |BUOHIPEL} S8PNOU| z
1 ah sy

SuonEISIED Y84 8] Loy papnjoxa s1am L-DYQOY PUE 9E-3 SBINPAYDS 8jB. U SYAN 000'09 JO sajeg ABiau3 jiejay ‘Sejes Yy SLUOW JEPUSIED 8L} aJe Sejeg AB1aus JByey vSd ,

89L‘€0E'65L § L eur '€ 8INPBYIS 0} PIEMIO) BAOW v
0zS'€00°2L1 § 8PE'6LL'YES $ BOP'EZL'LLLS 000'LOL'EOB § 000'ZLL'PL § 000°€LZ'2.8 $ 000't00'LS8'62 000'¥S0'60Z°L 000'6¥6'H¥9'82 eyoL ¢t
169°8LF'y ¢ €2e'9.6'r $ €0L'00G'vy § 92r'9/v'6¥ $ 00062946 § 0006152 & 000°8rI 65 $ 000'cb9'8€£2'Z  000'9EL'EH 000°20£'S¥L°2 dsquedosq Zi
G80°Z6L°L  § BES'vZe’l - ¢ zoe'oov'Ly ¢ 106'veLZh ¢ 000'e¥6'vy § 000°'LSE'Q $ 000'¥62'1S $ 000'€8S'660'Z  000'618'00L 000'v9.'866'L d9qLUBAON |1
981'G16°L § 1S9'vBL'R- § SCI'ZSY'EY § 9.'0pZ'ZS $ 000'Z89'VS § 000'€E6'S ¢ 000°549'09 $ 000'tcy'z6lL'c  000'8€9'/6 000'682'v60' 48Q0I50  O1L
9z9'c9L'1Z2 § OvI'SLS'ET § OPB'ZEZ'SS § 980'8¥L'8L $ 000'ZLE'L8 ¢ 000046 ¢ 000°ZvE'eg ¢ 000°0S¥'LS2'Z  000'tzL'e8 000°£22'299'z  lequeidag 6
ZISZYB've § €10'5Z8'8E $ 164°202°29 $ - 018'TE0'90L $ 000'LLE'60L § 0000V § 000'1§9'SLL ¢ 000'¥6L'0vE'E  000'LLL'00L 000'czo'ove’'e snbny ¢
612'9SZ'vE $ 99¥'Z90'8E $ G/E'/J'Z9 § LpB'OLE'00L $ 000'LBO'POL § 000'CHFE'S $ 000'FZ9'LLL $ 000'Z99'tvl'e  000'0LE'SLL 000'262'920'c Anp 2
88.°,06°0z $ G.8'0£z'cz $ 6B6'09L'SS § 0.8'266'8L $ 000'19¥'Z8 $ 000'08E'S $ 000'2r2'28 $ O0O00'LEC'O08'Z  000'858'ZL4 000'€.¥'889' aunf 9
9LL'46G'0L § €L5'22'ML $ BIV'ELL'SY § 166'LP6'09 § 000'869'€S ¢ 000°Z8L‘'Y $ 000'088'28 § 000'99G'2/+4'Z  000'€96'90} 000'€09'02€'2 Aew ¢
808'€0S'0L $ 868'0/9'bL $ 9LSIPELY $ PLY'ZIOES § 000'0£5'9S $ 000°180'v $ 000°LL9'09 $§ 000'G66'LEL'Z  000'SSO'0LL 000'096'L20'C judy ¢
1G.°88'y  § L6E£°9/8'v $ POL'OLY'EF $ 1L0S'O8¥'BY § 000'965'0S ¢ 000°69¢L $ 000'G96°ZS $ 000'0/8'C6L'Z 0006916 000°10%'20L'2 yoley ¢
Sri'vEY'y - § 828'9Z6'v § POL'SSO'vY § Z€6'186'8F $ 000'CHLLS § 000'bvP'Z § 000°2GS'8S § 000'/GZ'OLZ'Z  000'€0V'Z6 000'vS8'eEL'e Kerugey ¢
GEZ'EZS'y ¢ 218'G20'S § cOL'sYB'Yy § 0Z6'0L6'6Y $ 000'SHL'ZS ¢ 000'¥6G'L $ 000'6EL'6G $ 000'620°192'Z 000'69Z't6 000'09.2'991'C Kenuep
(60 4V y-6) (€¥2020°0 , ©) {1.0/) (a-p) (q+e)

uoyas|jod TNIEETS) %) 1500 1500 anusAsy $8lES  §1S0D J8MO {4m) {um) — (um) LIUOW  "ON
topun/(4eaQ)  sepun/ienp) . Alddng semod  Ajddng temod  Alddng Jemoy wasAgS-0 paseyaind sa|eg ABlaug se|eg ABisug soleg AB1au3g au

Buyeyg-isod Bupeyg-aig d)eY 8sey - IIE¥8Y VSd peoq m>=mz » 00g Wwayshs  pue jan4 soog PEoT safjleN S[ESAIOYM , B8 vSd

BN ¢ woyshg . PROT @AneN
0 0] {u) (6) 4 (a) Py (o) (q) (e)

s}s09 pue sajeg ABiaug AjYIuop
ABojopoyjay uopenoje) vsd ojduexs

| 8|npayssg ‘z JevA -
ANVJINOD 2DIAYAS O1T19Nd YNOZIHY

8 40 g abed Jusiuyoepy
UolEASIUIWPY JO UBld YSd PasiAey

\



Revised PSA Plan of Administration

ARIZONA PUBLIC SERVICE COMPANY

Year 2, Schedule 2

_Example PSA Calculation Methodology
Annual Balancing Account Interest

Balancing
| - Account
) Line Monthly
| o No. Month Interest
(Schedule 4, Line 21)
1 January $ 122,424
2 February - $ 119,640
3 March -$ 117,145
4 April $ 114,644
5 May $ 126,072
6 June 3 135,397
7 July $ 166,571
8 August '$ 226,568
9 September $ 286,837
10 October $ 314,930
11 November $ 316,931
12 December $ 304,092
13 Total $ 2,351,251
Move Forward to Schedule 3, Line 2[ $ 2,351,251

Attachment Page 6 of 8
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Revised PSA Plan of Administration
Attachment Page 7 of 8

ARIZONA PUBLIC SERVICE COMPANY
Year 2, Schedule 3
Example PSA Calculation Methodology
PSA Adjustor Rate Calculation

PSA Adjustor Rate Calculation
Post-Sharing (Over)/Under Collection Amount (From Sch. 1)

Annual Balancing Account Interest (From Sch. 2)

Less: Approved Amortization Surcharge Balance (September 1, 2006)"
Bandwidth Carry Forward from Prior Period
Total (Credit)/Charge Amount (Line 1 + Line 2 - Line 3 +Line 4)

Total (Credit)/Charge Amount
Actual Energy Sales without E-3, E-4 and E-36 (kWh)

$ 61,654,419

Computed Adjustor Rate per kWh (Line 6 / Line 7) -

0.000161
0.002011

Current Adjustor Rate per kWh $
Diff. between Current Adj. Rate and Computed Adj. Rate (line 8.1 - line 8) $

Adiustor Rate Bandwidth I e
Adjustor Rate Bandwidth Upper Limit

Adjustor Rate Bandwidth Lower Limit

Applicable Adjustor Rate per kWh for April 1, 2007 (EXAMPLE)

Total (Credit)/Charge Carried Forward Due to Adjustor Rate Bandwidth

28,380,949,000

$ 159,303,168
$ 2,351,251

$ 100,000,000

s -

§ 0002172

$ 0.004000

$ _ (0.004000)

$ 61,654,419

$ 0.002172

S -

' This hypothetical example assumes the Commission approval of a $100 million Amortization Surcharge request that was made in July

2006 after the Balancing Account again exceeded $50 million. The requested Amortization Surcharge of $0.003357 is effective on
September 1, 2006, and expires on August 31, 2007, or when $100 million is received through the Surcharge.
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EXECUTIVE SUMMARY
ARIZONA PUBLIC SERVICE COMPANY
DOCKET NOS. E-01345A-03-0437 & E-01345A-05-0526

On July 22, 2005, Arizona Public Service Company (“APS” or “Company”) filed with the
Commission an application for approval of a Power Supply Adjustor (“PSA”) Surcharge (Docket
No. E-01345A-05-0526). The request was for recovery of $100 million to be collected over a
period of 24 months. Subsequent to filing its application, APS agreed with Staff and the
Residential Utility Consumer Office (“RUCO”) to defer $20 million from this specific
application. APS now requests recovery of $80 million over a 24 month period.

On September 14, 2005, this matter was consolidated for purposes of hearing with the review of
the PSA Plan of Administration under Docket No. E-01345A-03-0437.

The result of Staff’s analysis indicates that the PSA Surcharge amount of $80 million requested
by APS is reasonable. A combination of factors including rapid load growth, significant shift to
the use of natural gas fired generation, and unforeseeable increase in the price of natural gas due
to tight market conditions have caused natural gas and purchased power costs to increase at
unanticipated amounts, resulting in significant increases in the PSA balancing account. The
nitial APS filing on July 22, 2005, was made in anticipation of the under-collected amount in the
PSA balancing account reaching $100 million. The most recent APS filing shows an under-
collected balance of $127.5 million as of August 31, 2005, and a projected increase of
approximately $20 million for September 2005. This balance did not include effects of
Hurricane Katrina (August 29, 2005) and Hurricane Rita (September 24, 2005) which are having
additional upward pressure on natural gas and purchased power costs.

Hurricanes Katrina and Rita and their resultant damage to the natural gas infrastructure and
drilling rigs have driven natural gas prices to levels not deemed possible six weeks ago, much
less four months ago when APS made their initial filing. At this point it is not likely that the
under-collected balance in the PSA balancing account will fall below $100 million even with the
approval of the $80 million surcharge as requested by APS. Present projections show the PSA
~ balancing account increasing by an amount equal to, or more, per month than the average $3.33

‘million per month offset by the requested APS Surcharge for ten (10) of the fourteen (14) months
from November 2005 through December 2006. When the hurricane damage assessment has
been completed, the natural gas and purchased power markets are expected to stabilize. At that
point Staff will be able to better forecast increases or decreases in the PSA to determine the long
run effects on the Company and the customers.

Staff recommends approval of the APS $80 million PSA Surcharge request to be collected over a
24 month period. The Surcharge is to be implemented the first billing cycle in November 2005.
The impact on the average residential bill will be an increase of $1.48 per month, (or 1.3%)
during the summer months, and $0.96 per month, (or 1.6%) during the winter months.
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INTRODUCTION

Q. Please state your name, occupatibn, and business address.

A. My name is William Gehlen. I am a Public Utility Analyst V employed by the Arizona
Corporation Commission (“ACC” or “Commission”) in the Utilities Division (*“Staff”).

My business address is 1200 West Washington Street, Phoénix, Arizona 85007.

Q. Briefly describe your responsibilities as a Public Utility Analyst.
A. In my capacity as a Public Utility Analyst V, I provide recommendations to the

Commission on energy related issues.

Q. Please describe your educational background and professional experience.

A I earned a BS degree in Business Administration from Aquinas College, and an MBA
from Western Michigan University. My background includes 26 years of utility
experience with 16 years in investor owned utilities. In the fuels area, I have been
responsible for the planning, procurement and transportation of multiple fuel categories
(natural gas, gasoline, coal, oil and nuclear). In addition, I have been responsible for the
procurement of land, equipfnent, services, consulting and construction contracts, and
purchased power (short, medium and long term). Management positions also included
responsibility for integrated resource planning, long range forecasting, transmission
planning, environmental affairs and strategic planning. My most recent 10 years
experience includes 1 year with Office of Consumer Advocate for the State of Nevada as a
regulatory analyst, and 9 years in the development and marketing of energy trading
platforms, origination of purchase power agreements, real time energy trading, and
support of merchant generators in gathering market intelligence on regulatory, fuel and
product issues to aid in understanding inter and intra regional market design issues and

solutions.
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Q. "What is the scope of your testimony in this case?

A. I will address the Arizona Public Service Company’s (“APS” or “Company”) request for a
Power Supply Adjustor (“PSA”) surcharge with a billing date to be effective the first
billing cycle in November 2005. I will evaluate the costs attributable to the request, and
put these costs into perspective in view of recent developments in the fuels and purchased
power markets. Estimated customer cost increases will be developed and discussed. In

addition, the impact of the Company hedging program will be addressed.

Q. Describe the PSA Rate Mechanism.

A In Decision No. 67744, a PSA Rate Meéhanism was authorized for the Company. The
purpose of the PSA is to track APS’ costs of obtaining fuel for internal generation,
revenue from off-system sales, and the costs of obtaining purchased power from the
market. The actual costs of fuel and purchased power on an ongoing basis would be
compared to the base cost of $0.020743 per kWh (Base Fuel Recovery Amount)
established in Decision No. 67744. The PSA permits the Company to defer for later
recovery/refund, throggh the Adjustor Rate, 90 percent of the fuel and purchased power
costs in excess of/below the amount recovered through the Base Fuel Recovgry Amount.
The major features of the PSA are: a 90 percent ratepayer/10 percent APS sharing
mechanism, the recognition of off-system sales revenues, the inclusion of fuel and
purchased power costs, a bandwidth on changeé in the Adjustor Rate of plus or minus

$0.004 per kWh over the life of the PSA, a balancing account and a surcharge mechanism.

The results of the PSA mechanism are applied to customer bills through the Adjustor Rate.
The Adjustor Rate is to be reset April 1* of each year and maintained for a one year
period. In subsequent years, the Company would file with the Commission on March 1

their calculation for the Adjustor rate to become effective April 1 for the next 12 months.
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Per Decision No. 67744, if the on going fuel and purchased power expense in the PSA
reaches plus or minus $50 million, as compared to’ the base Fuel Recovery Amount, the
Company is required to file a request for Commission approval of a PSA surcharge/credit,
or an explanation of why a surcharge/credit is not necessary. In addition a cap of $100

million was placed on the balancing account.

Q. Describe the Company’s PSA Surcharge request. .

A. | On July 22, 2005, the Company filed for approval of a PSA Surcharge due to a projected
under-collection of its fuel and purchased power expenses of $100 million by August 31,
2005. The filing anticipated a surcharge of $0.00177 per kWh with a recovery period of |
24 months and the surcharge to be effective the first billing cycle in November 2005,
which would result in approximately a 2.2 percent revenue increase relative to the Base
Fuel Recovery Amount of $0.020743 per kWh for the requested two year amortization
period. Subsequent to this request, the Company agreed with Staff and the Residential
Utility Consumer Office (“RUCO”) to defer $20 million from the PSA Surcharge request
from this specific filing. As a result, the surcharge request was reduced to $80 million |
with a recovery period of 24 months and the same implementation date. The effective
surcharge request is $0.001416 per kWh and would result in approximately a 1.7 percent

revenue increase relative to the Base Fuel Recovery Ambunt of $0.020743 per kWh.

Q. Describe the review performed on the Company’s application.

A The application was reviewed for reasonableness comparing natur_al gas and purchased
power costs against known market information. In addition, a high level overview of the
Company’s natural gas, purchased power, coal and nuclear fuel procurement practices was
performed through data requests and on site meetings with trading, procurement, hedging,

and back office personnel.
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Was a prudence review performed?
No. With the removal from the application of $20 million attributable to Palo Verde
outages during the period April 1, 2005, through July 2005, the discussion of prudence has

been deferred to a later date.

A formal prudence review is typically performed during a rate case where there is time to
adequately review the Company’s policies and procedures, dispatch practices and
software, compliance with contract provisions as well as to compare fuel and purchased
power to market hubs such as Palo Verde, Henry Hub and futures markets such as

NYMEX.

Did the procedural schedule allow time to perform a prudence review?

‘No. The estimated time to do a thorough prudence audit could approach six months plus

require the services of outside consultants to address nuclear plant outages.

DRIVERS OF ENERGY COSTS

Q.
A

‘What factors are responsible for the rapid growth in the PSA account? |

The majority of growth in the PSA account can be attributed to load growth, Company
generation makeup, pdwer market shift to gas generation, and price increases in
generation feedstock (natural gas, coal, and nuclear). Also, the Base Fuel Recovery
Amount of $0.020743, which was based on 2003 actual costs, is not adequate to
compensate for the fuel and purchased power market prices that have developed over the
last two years. It is a combination of all the preceding factors that have driven up the PSA

account to amounts that precipitated the filing for a PSA Surcharge.
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Q. Discuss Company load growth.

A.  The Company has experienced significant peak demand load growth, 600 MW over the
last three years with an additional 300 MW forecasted for 2006. Figure 1 illustrates the
growth in the APS peak load requirement for the period 2000 through 2005 as well as the
projected 2006 peak. Load growth by itself does not necessarily result in uncollected fuel
and purchased power costs when fuel costs are relatively stable and the on and off peak
demands are relatively stable. The nature of the Company load during the summer is not
stable, and based on the generation mix available to meet load the primary fuel source
mvolved ié natural gas for infenially generated power and/or purchased power. The pﬁce
of natural gas has had a direct correlation to the price of power required to meet peak load

requirements.

Q. Discuss the Company’s generation mix and purchased power markets.

A Since 2001 the Company has added 1800 MWs of generation. It has all been natural gas-
fired generation. Figure 1 illustrates the APS generation mix and the growth mn gas-based
generation utilized to meet peak demand. The coal and nuclear generation totals, which
have provided a moderating effect on the PSA accéunt, have remained constant. The MW
amount of the' Company’s coal and nuclear generation is relatively constant, while the
amount and percentage of natural gas fired generation and gas based purchased power has
continued to increase. Figure 2 illustrates the percenfage shift by géneration type and
purchased power from 2000 through the third quarter 2005. This increasing reliance on
natural gas-fired generation and gas-based purchased power increases the Company’s
exposure to volatile gas prices. When required to go to the market for purchased power,
the market price is determined once again by the price of natural gas. Almost all new
generation added by merchant generators is gas-fired, including 4000 MW of generation

within the state of Arizona since 2002. This means that when the Compahy must go to the
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purchased power market, now and for the foreseeable future, to meet load requirements it

will pay a market price based on volatile gas prices.

Q. Discuss increases in fuel cost.

A. The Company has experienced increased costs in all fuel areas as well as purchased
power. The costs of coal and nuclear fuel have increased but at a much slower rate than
natural gas. Figure 3 illustrates the relative cost increase per fuel type in the Company’s
fuel feedstock and purchased power mix. Using 2002 as a base year the cumulative cost
increase for coal has been 18 percent, nuclear fuel 9 percent, natural gas 122 percent, and
purchased power 67 percent. To a degree, the Company is able to exert some control over
the coal and nuclear fuel costs because they are based on negotiated contracts that are
primarily cost based and escalated on negotiated indices. The market price of natural gas
presently has little to no correlation to cost of production. Neither the Company, nor
anyone else, can control.the price of natural gas at this time. It was apparent that natural
gas is becoming a scarce commodity even prior to recent hurricanes; recent damage to
drillihg rigs, as well as other infrastructure, has added more uncertainty to the market and
has resulted in gas prices that were viewed as impossible six months ago. See figure 4

which illustrates the rapid run up in natural gas forward prices.

Q. Has the Company been able to mitigate natural gas and purchased power costs?

A. Yes. The Company developed procedures in the late 1990’s that were designed tb limit its
exposure to volatility in the fuel and purchased power markets. The program has evolved
over the years as the development of relatively liquid commodity markets and financial
equivalency contracts became available. The Company intended hedging tb provide price
stability, not profit maxiniization, and has strict hedging guidelines which prevent market

speculation. In response to increased reliance on natural gas, accompanied by rapidly
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- escalating commodity prices, the Company in 2003 initiated a hedge plan that required
near term (one year) gas and purchased power requirements, to be 75 percent hedged. In
response to recent forecasted increases in market prices for gas and purchased power, the
Company raised the hedge percentage to 85 percent for the last five months of 2005, and
calendar year 2006. The Company is presently hedged 50 percent for 2007 and 35 percent
for 2008. The amount of fuel and purchased power expense was reduced by
approximately $30 million during the four mon;ch period April 1 through August 1, 2005
because of the Company’s hedging activities. The Company hedging strategy has worked
effectively to limit cost increases. Additional savings \&ill accrue through years 2005 and

2006, bafring a complete collapse of the gas and purchased power markets.

Q. Is it possible to accurately predict the future price of natural gas and purchased
power?

A. No. Until the natural gas and purchased power markets know with any degree of certainty
the extent of damage caused by recent hurricanes, the time frame for infrastructure repair
and the extent of damage to drilling rigs, prices will remain high and volatile. See figures
4 and 5 which illustrate market price increases in natﬁral gas and purchased power. A
clearer picture of where the gas and purchased power markets are heéded could be more
transparent by December 31, 2005. A better market view, and additional Company cost
data, will provide the information base needed to effectively evaluate the amount of
change to the Base Fuel Recovery Amount Adjustor Rate for implementation in Apﬁl

2006.
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Q. Is it likely for the under-collected PSA account balance to fall below $100 million
without the PSA Surcharge requested by the Company?

A. No. Per Company provided cost information there is an under-collected fuel and

purchased power expense of $127.7 million for the period April 1, 2005, through August

31, 2005. Of this amount, $115.2 million has been deferred, and $12.5 million has been

paid for by Company stockholders, reflecting the 90/10 sharing of fuel costs mandated by

Decision No. 67744. Figures 4 and 5 illustrate higher gas and purchased power market

prices for September than for August which will result in the continued growth of the

under-oolleﬁted balance through th‘e September reporting period. Additions to the under-

- collected balance should moderafe for the last quarter of the year since the need for gas-

fired generation and purchased power will decrease over the fall and winter shoulder

months.

Q. Is it likely for the under-collected PSA account balance to fall below $100 million
with approval of the PSA Surcharge requested by the Company?

A. No. The $80 million surcharge requested by the Company is to be collected over 24

months from November 2005 through April 2006.  The under-collected balance will

“continue to grow during the September reporting period. Predicted peak load growth of an

additional 300 MW’for 2006 only increases the reliance by the Company on high priced

natural gas and purchased power to meet load, the costs of which will most likely be

higher than the Base Rate Fuel Amount and Adjustor Rate was designed to recover. The

Company in their filing projected an under-collected balance at year end 2006 of $255

million with the Surcharge approval and an increase of 3 mills per kWh in the Adjustor

Rate in April 2006. Without the Surcharge approval, the Company projects’ an under-

collected amount of $274 million with an increase of 4 mills per kWh in the Adjustor Rate

in April 2006. Staff has reviewed the Company’s projections and found them to be
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reasonable. The year end 2006 under-collected balance amounts were based on August
31, 2005, forward price curves for natural gas and purchased power (Figure 6 illustrates
the growth in the under-collected balance through year end 2006). As of September 30,
2005, the latest forward price curves show additional price escalation in both natural gas
and purchased power through year end 2006. A more precise picture of under-collected
balanc.es will emerge from the upcoming review of actual Company cost data for the

period April through year end 2005. This review will determine any chén'ge to be made in

-the Adjustor Rate which will have a direct correlation on the growth, or decline, in under-

collected fuel and purchased power expenses going forward.

CUSTOMER IMPACT

Q.

Has Staff examined the impact APS’ proposed PSA Surcharge would have on
customers’ bills? |

Yes. Staff examined the impact of the surcharge on residential customers takiﬁg service
on Rate Schedule BE-12. E-12 is the Company’s basic residential] tariff which does not
include demand charges. As of the end of September 2005, 416,095 residential customers
were taking service on E-12. The E-12 rate (and rate structure) differ for summer and
winter months. Also, the usage of E-12 customers differs substantially across the summer
and winter. For these reasons, Staff examined the effect of the surcharge on E-12
customers in a representative summer month and a representative winter month. Chart 1

below is based on customef usage in July of 2005.
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Chart 1 Surcharge Impact on E-12 Summer Bills
Customer Bill | Surcharge amount | Surcharge
kWh | (no surcharge) | ($0.001416/kWh) | % impact
Low Use 785 $ 80.27 $ 1.11 1.39%
Median Use 818 | § 84.13 $ 1.16 1.4%
Average Use 1047 | § 112.81 3 1.48 1.31%
High Use 1309 | § 145.63 3 1.85 1.27%
Chart 2 below is based on customer usage from December 2004.
Chart 2 Surcharge Impact on E-12 Winter Bills
Customer Bill | Surcharge amount | Surcharge
kWh | (no surcharge) | ($0.001416/kWh) % impact
LowUse | 508 % 46.16 $ 0.72 1.56%
Median Use 5311 % 47.89 $ 0.75 1.6%
Average Use | 677 | § 58.84 $ 0.96 1.63%
High Use 846 | § 71.52 $ 1.20 1.68%

Charts 1 and 2 show the Company’s proposed surcharge’s impact on E-12 customers with
different usage characteristics. The Company’s proposed surcharge will raise E-12
customers’ summer bills by $1.48 or 1.3 percent on average. APS’ proposed surcharge

will raise E-12 customers’ winter bills by $0.96 or 1.6 percent on average.

SUMMARY OF TESTIMONY AND RECOMMENDATIONS

Q.
A.

Summarize your testimony and recommendations in the filing.

‘Testimony addressed the Company load growth, generation mix, and increasing natural

gas and purchased power costs. The preceding were evaluated in order to draw a
correlation to the large under-collected balance in the Company PSA account. Analysis
indicates the Base Rate Fuel Amount, which was based on 2003 cost data, 1s not adequate

to compensate for a growing peak load requirement which is being met with gas-fired

generation and purchased power. Natural gas prices have increased 58 percent while
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purchased power prices have increased 45 percent during the period 2003 through the
third quarter 2005. The $80 million PSA Surcharge request is modest in comparison to
the actual under-collected balance and should be approved. The impact on residential
customers based on a 24-month recovery period will be an increase of $1.48 per month,

(1.3%) during the summer months and $0.96 per month (1.6%) during the winter months.

Staff understands that the Company’s request represents a. burden on the Company’s
customers. However, Staff does not believe rejecting or delaying the Company’s
application will result in any long-term benefit for those customers. If the Company’s
request were to be denied or deferred, the $80 million in question would remain an under-
collection in the balancing account, accrue interest, and would have to be recovered at a
later date. Additionally, given the state of the natural gas market, the under-collected
balance is likely to grow over the near term with, or without, approval of the Company’s
request (refer to Figure 6). Denying, or deferring the Company’s current request will
result in future Surcharge requests of even greater magnitude. Staff believes there is some
value in addressing the current under-collection now so that the effect of increased fuel

costs on the Company’s customers can be spread over time.

Because this proceeding did not include an evaluation of the prudence of the Company’s
fuel and purchased power purchases, approval of the Surcharge in this proceeding shall
not impair the Commission’s ability to consider whether such costs are imprudent or
otherwise subject to disallowance in a later rate case or proceeding specifically intended to
consider the reasonableness of costs associated with the Surcharge. In other words, should
the Commission determine that costs allowed for recovery in the proceeding were
imprudent or not recoverable; their allowance in this proceeding shall not prevent their

subsequent disallowance and implementation of a true-up related to those costs. Such
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findings could occur either in the Company’s next rate case, or in a separate proceeding

commenced specifically for that purpose.

Therefore, Staff recommends approval of the Company’s requested $0.001416 per kWh
Surcharge. Staff recommends that the Surcharge remain in effect until it collects $80
million or two years have elapsed from the date of Commission approval, whichever

comes first.

The complexity of the PSA balancing account, and rapid changes in fuel and purchase
power costs require changes in the timing, and content of the PSA Report. The changes
must enable quicker and more in-depth evalﬁations, of the ’PSA Balancing Account under
and over-collected balances. To enable these improvements, Staff makes the following

additional recommendations:

APS provide the Power Supply Adjustor Report within thirty (30) days of the end of the
reporting period. As an example, the August report would be due the last working day in

September.

APS provide in the Power Supply Adjustor Report any costs attributable to unplanned
outages during the reporting period, and report these costs as a separate line item. Indicate

whether the outage(s) are on-going, or completed.

APS provide with the Power Supply Adjustor Report, a monthly projection for the next 12
month period showing the estimated under/over-collected balance in the PSA balancing
account utilizing the latest forward price curves for natural gas and purchased power.

Provide in tabular and figure formats.
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Q. Does this conclude your direct testimony?

Al Yes, it does.
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- FOR APPROVAL OF A POWER SUPPLY

BEFORE THE ARIZONA CORPORATION COMMISSION
COMMISSIONERS - o - o EXHIBIT

JEFF HATCH-MILLER, Chairman
WILLIAM A. MUNDELL

MARC SPITZER

MIKE GLEASON

KRISTIN K. MAYES

IN THE MATTER OF THE APPLICATION OF | DOCKET NO. E-01345A-05-0526
ARIZONA PUBLIC SERVICE COMPANY ‘ '

ADJUSTOR SURCHARGE.

. DESIGNED TO DEVELOP SUCH RETURN,

IN THE MATTER OF THE APPLICATION OF DOCKET NO. E-01345A-03-0437
ARIZONA PUBLIC SERVICE COMPANY .
FOR A HEARING TO DETERMINE THE
FAIR VALUE OF THE UTILITY PROPERTY
OF THE COMPANY FOR RATEMAKING . -
PURPOSES, TO FIX A JUST AND
REASONABLE RATE OF RETURN .
TEHREON, TO APROVE RATE SCHEDULES NOTICE OF ERRATA

AND FOR APPROVAL OF PURCHASED
POWER CONTRACT.

On October'v‘17, 2005, Arizona Corporation Commission staff (“Staff”) filed the Responsive
Testimony of William Gehlen on the Application of Arizona Public Service Company for Approval
of a Power Supply Adjustor Surcharge in this docket. Staff discovered that it had failed to update its
“Transaction Date” figures on Attachment, “Figu’re 5. Therefore Staff is filing the attached
substitute “Figdre 5.” Copies of the Attachment, “Figure 5,” are being provided to the parties and the
Administrative Law J udoer in this matter. | |

RESPECTFULLY SUBMITTED this 19" day of October, 2005.

CLo AT fronfle.

Christopher C. Kempley, Chief Counsel
Janet Wagner, Attorney

Jason Gellman, Attorney

Arizona Corporation Commission

1200 West Washington Street

Phoenix, Arizona 85007

(602) 542-3402
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Original and 15 copies of the foregoing
filed this 19™ day of October, 2005, with:

Docket Control

Arizona Corporation Commission
1200 West Washington

Phoenix, AZ 85007

Ey of the foregoing mailed this
19" day of October, 2005 to:

~Thomas L. Mumaw

Karnlee S. Ramaley

Pinnacle West Capital Corporatlon
P. O. Box 53999, MS 8695
Phoenix, AZ 85072-3999

Kimberly Grouse

Snell & Wilmer

One Arizona Center

400 East Van Buren
Phoenix, AZ 85004-0001

Jana VanNess

Manager, Regulatory Compliance
Arizona Public Service

Mail Station 9905

P..O. Box 53999

Phoenix, AZ 85072 -

Jay L. Shapiro

Patrick J. Black

Fennemore Craig, P.C.

3003 N. Central, Suite 2600
Phoenix, AZ 85012
Attorneys for Panda Gila River

Raymond S. Heyman

Michae] W. Patten

Roshka Heyman & DeWulf

One Arizona Center

400 E. Van Buren, Suite 800

Phoenix, AZ 85004

Attorneys for UniSource Energy Services

Lawrence V. Robertson, Jr.

Munger Chadwick, P.L.C.

National Bank Plaza

333 North Wilmot, Suite 300

Tucson, AZ 85711

Attomeys for Southwestern Power Group I,
Bowie Power Station and Mesquite Power

Walter W. Meek, President

Arizona Utility Investors Association
2100 N. Central, Suite 210

Phoenix, AZ 85004

Scott S. Wakefield

Chief Counsel

RUCO

1110 W. Washington, Suite 220
Phoenix, AZ 85007

C. Webb Crockett

Fennemore Craig, P.C.

3003 N. Central, Suite 2600

Phoenix, AZ 85012

Attorneys for AECC and Phelps Dodge

Theodore E. Roberts
Sempra Energy Resources
101 Ash Street, HQ 12-B
San Diego, CA 92101-3017

Greg Patterson

- Arizona Competitive Power Alliance

5432 East Avalon

Phoenix, AZ 85018

Major Allen G. Erickson

AFCES A/ULT

139 Bamnes Drive, Suite 1

Tyndall AFB, Florida 32403-5319
Attorney for FEA

Michael L. Kurtz

Boehm, Kurtz & Lowry

36 E. Seventh Street, Suite 2110
Cincinnati, OH 45202

~ Attorneys for Kroger Company

Bill Murphy

Murphy Consulting

2422 E. Palo Verde Drive

Phoenix, AZ 85016

Consultant for Arizona Cogeneration Assn.




ARY

Michael A. Curtis

William P. Sullivan

Larry Udall

Martinez & Curtis, P.C.

2712 North Seventh Street
Phoenix, AZ 85006 _
Attorneys for Town of Wickenburg

Timothy M. Hogan '

Arizona Center for Law in the Public Interest

202 E. McDowell Road, Suite 153

Phoenix, AZ 85004

Attomeys for Western Resource Advocates -
and Southwest Energy Efficiency Project

S. David Childers

Low & Clnlders P.C.

2999 North 44™ S‘ueet Suite 250
Phoenix, AZ 85018 . -

Cynthia Zwick

Executive Director

Arizona Community Action Association
2627 North Third Street, Suite 2
Phoenix, AZ 85004

Coralette Hannon
"AARP Department of State Affairs
6705 Reedy Creek Road

- Charlotte, NC 28215

Rebecca C. Sahsbury

56™ Fighter Wing JA

7383 N. Litchfield Road

Luke AFB, AZ 85309-1540

Attorney for Federal Executive Agencies

Eric C. Guidry

Western Resource Advocates '
2260 Baseline Road, Suite 200
Boulder, CO 80302

Jeff Schleoe] ‘
SWEEP Arizona Representatwe
1167 West Samalayuca Drive
Tucson, AZ 85704-3224

Jay 1. Moyes

Moyes Storey, Ltd.

1850 North Central, #1100

Phoenix, AZ 85004

Attorneys for PPL Sundance and PPL
Southwest Generation Holdings

Robert W. Geake _
Arizona Water Company
P. O. Box 29006

Phoenix, AZ 85038-9006

Andrew W. Bettwy

~ Bridget A. Branigan

Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, NV 89150

J. William Moore
Attorney at Law

1144 East Jefferson

Phoenix, AZ 85034

‘David Berry

Western Resource Advocates
P. O. Box 1064
Scottsdale, AZ 85252- 1064

James M. Van Nostrand

. Stoel Rives, LLP

900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

Jon Poston

AARP Electric Rate Project
6733 East Dale Lane

Cave Creek, AZ 85331

Katherine McDowell

Stoel Rives, LLP

900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

George M. Galloway

Arizona Competitive Power Alliance
900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

Nicholas J. Enoch

Lubin & Enoch, P.C.

349 North Fourth Avenue

Phoenix, AZ 85003

Attorneys for IBEW Locals 387, 640 and 769

Marvin S. Cohen

Sacks Tiemey, P.A.

4250 N. Drinkwater Blvd., 4" Floor

Scottsdale, AZ 85251-3693

Attorneys for Contellation NewEnergy, Inc.
And Strategic Energy, LLC
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Jesse A. Dillon

PPL Services Corporation
Two North Ninth Street
Allentown, PA 18101

Pau] R. Michaud

Michaud Law Firm, P.L.C.
23 Crimson Heights Road
Portland, CT 06480

Dome Valley Energy Partners

Robert Annan

Annan Group :
6605 E. Evening Glow Drive
Phoenix, AZ 85262

fenie. N

Sean Seitz
President

Arizona Solar Energy Industries Association -

5056 South 40™ Street, Suite C
Phoenix, AZ 85040

David Crabtree

Teco Power Services
P.O.Box 111

Tampa, FL 33601-0111
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COMMISSIONERS

MARC SPITZER, Chairman
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
MIKE GLEASON
KRISTIN K. MAYES

IN THE MATTER OF THE APPLICATION OF Docket No. E-01345A-03-0437
ARIZONA PUBLIC SERVICE COMPANY FOR A ‘
HEARING TO DETERMINE THE FAIR VALUE
OF THE UTILITY PROPERTY OF THE '

COMPANY FOR RATEMAKING PURPOSES, TO NOTICE OF ERRATA
FIX A JUST AND REASONABLE RATE OF
RETURN TEHREON, TO APROVE RATE
SCHEDULES DESIGNED TO DEVELOP SUCH
RETURN, AND FOR APPROVAL OF
PURCHASED POWER CONTRACT.

Commission Staff (“Staff’) hereby gives notice that it inadvertently failed to mark the late
filed exhibits it filed on December 10, 2004. Therefore Staff is filing substitute late filed exhibits

marked as follows:

S-33  Status of WREGIS '

S-34  American Jobs Creation Act of 2004

S-35  Staff Response to Commissioner Mundell’s Request for Additional PSA
' Scenarios

S-36 ~ Automatic Enrollment of Low-Income Customers

S-37  Marketing Costs for Low-Income Discount Programs

Copies of the exhibits are being provided to the parties, the Administrative Law Judge and the

court reporter in this matter.

RESPECTFULLY SUBMITTED this 14th day of December, 2004.

@’&.@/ﬁ LAM L4 >
yistopher C. Kempleyy Chief Counsel
Japet Wagner, Attorney
son Gellman, Attorney
Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007
(602) 542-3402

SALEGAL\CKempley\Pleadings\03-0437\Notice of Errata 12-14-04 doc 1
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Original and 13 copies of the foregoing

filed this 14" day of December, 2004, with:

Docket Control -
Arizona Corporation Commission
1200 West Washington

Phoenix, AZ 85007

Copy of the foregoing sent by electronic
and first class mail this 14® day of
December, 2004, to:

Thomas L. Mumaw
Karilee S. Ramaley
Pinnacle West Capital Corporation

P. O. Box 53999, MS 8695
Phoenix, AZ 85072-3999

Kimberly Grouse

Snell & Wilmer

One Arizona Center

400 East Van Buren
Phoenix, AZ 85004-0001

Jana VanNess

Manager, Regulatory Compliance
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EXHIBIT

ALL-STATE LEGAL®

Status of WREGIS

Western Renewable Energy Generation Information System (WREGIS) is envisioned to
operate as an independent accounting system and database that will track renewable energy -
generation and ownership of renewable energy certificates (RECs) within the Western
Interconnect (11 states, 2 Canadian provinces, and northern Baja). WREGIS is currently being
funded by the Western Governors' Association (WGA), the Western Regional Air Partnership
and the California Energy Commission (CEC). ‘ N - 3

WREGIS is intended to be a tracking system and registry similar to a banking system that
will enable the registration of generators and other account holders, the tracking of REC transfers
in and out of the system, and the creation of public and private reports. The goals of WREGIS

are the following:

1. Establish a single institution in the West that will record renewable energy
generation information and issue, register, and track RECs for use in verification
_of compliance with state regulatory and voluntary market programs;

2. Develop standard definitions, rules, and operating guidelines for participants in
WREGIS;

3.  Improve economics for the region's renewable energy resburces; and

4. Support state renewable energy policies as well as regulatory programs.

WREGIS does not define what technologies are "renewables." The states set their own
‘policies regarding what is acceptable as "renewables" for their own programs.

: In December 2003, CEC and WGA issued a needs assessment report, documenting the
basic functions and capabilities of WREGIS. The WREGIS Working Group was formed in
January 2004, The WREGIS Operational Rules Committee issued WREGIS Interim Operating 4y
Rules: Functional Requirements in July 2004. Also in July 2004, the Western Electricity ‘
Coordinating Council agreed to be the institutional home for WREGIS. The WREGIS
Institutional Committee issued its report on WREGIS governance and fee structures in
November 2004.

The tentative schedule for the further development of WREGIS is the following:

. Feasibility Study Report approved - Winter 2004
. Request for Proposals released - Spring 2005

. Contractor Selected - Spring/Summer 2005

. WREGIS operational - Late 2005
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American Jobs Creation Act of 2004!

In regard to renewable energy, the American Jobs Creation Act of 2004 (signed into law
on October 22, 2004) extended and expanded the renewable energy tax credit under Section 45
of the Internal Revenue Code. Before the Act, Section 45 provided power producers a 10-year
production tax credit (PTC) equal to 1.5 cents (indexed for inflation, currently 1.8 cents) per
k'Wh of electricity produced from qualified energy resources at qualified facilities placed in
service before January 1, 2004.2 Qualified energy resources only included wind, closed-loop -
biomass, and poultry waste.

The Act expanded the definition of qualified energy resources to include open-loop
biomass (such as mill and harvesting residues, certain wood wastes, and agricultural livestock
waste), geothermal energy, solar energy, small irrigation power, and municipal solid waste
(landfill gas and trash combustion facilities). The credit amount is reduced in half for open-loop
biomass, small irrigation, landfill gas, and trash combustion facilities.

The Act provides an additional credit of $4.375 per ton of refined coal produced and sold
to third parties for the production of steam. Refined coal is defined as a liquid, gaseous, or solid
synthetic fuel produced from coal or high-carbon fly ash that when burned emits 20 percent less
nitrogen oxide and either sulfur dioxide or mercury compared to feedstock or comparable coal
available in the marketplace as of January 1, 2003, and that sells for at least 50 percent more than
the feedstock coal. The credit for refined coal is subject to inflation adjustments and a phase-out
based on market prices. ‘ :

To qualify for the PTC, open-loop biomass, geothermal, solar, small irrigation, landfill
gas, and trash combustion facilities must be placed in service after the date of enactment of the
Act and before January 1, 2006. The credit period for those technologies will be limited to five
years. A refined coal facility must be placed in service after the date of enactment and before
January 1, 2009. ‘

.In addition, fhe Act himits the cutback of the PTC for state and local grants, tax-exempt
bond financing, subsidized energy financing, and other state and local tax credits. :

Section 701 of the Act puts the U.S. Environmental Protection Agency in charge of a
demonstration program to provide up to $2 billion in tax-exempt financing to green building and
sustainable design projects on brownfields. The aggregate goal for the program is to reduce
electric consumption from traditional sources by 150 MW, reduce daily sulfur dioxide emissions
by 10 tons, expand the solar photovoltaic market by 75 percent (compared to the market growth
from 2001 to 2002), and generate at least 25 MW of power from fuel cells. The projects must be
partly supported by state or local governments and must be nominated by state or local
governments within six months.

' Sources include www.perkinscoie.com, www.martinandalex.com, www.stoel.com, and www.newrules.org.
? The Working Families Tax Relief Act of 2004 extended the date to December 31, 2005.

-



http://www.perkmscoie.com
http://virml.nlartinandalex.com
http://www.stoel.com
http://mw.nex?ules.org
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Staff Response to Commussioner Mundell’s Request for Additional PSA Scenarios

ALL-STATE LEGAL®

Attached are sheets showing the PSA accounting and customer bill impacts for the three
scenarios requested by Commissioner Mundell. The scenarios work off the information
contained in Scenario 11 contained in the previously provided Staff Response to Request for
Analysis of How the Various Proposals for APS Rates Will Impact an Average Customer Bill. V
- All three scenarios project customer bill impacts and PSA annual accounting through 2009 and §
assume 3 percent load growth with all load growth being met with additional natural gas-fired
generation. Regarding the price of natural gas, Scenario 11A uses the base case cost of $5.78 per
MMBtu through 2009. Scenario 11B uses the natural gas prices cited by APS durning the .
hearing, $5.94 per MMBtu in 2006, $5.50 per MMBtu in 2007, and $5.08 per MMBtu in 2008.
Scenario 11C reflects rising natural gas prices in the coming years, with the price increasing five
percent annually, to $6.07 per MMBtu in 2006, $6.37 per MMBtu in 2007, and $6.69 per
‘MMBtu in 2009. All other adjustors and inputs are held constant with how they were reflected
in Scenario 11. ' v
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Automatic Enroll_ment of Low-Income Customers

At the hearing, Commissioner Mayes asked the parties to analyze the issue of
automatically enrolling low-income customers in utility programs when they apply for other

income-based financial assistance programs such as Food Stamps.

At first blush, the concept appears desirable. One-stop shopping may enable low-income
customers to enroll in more programs for which they are eligible, more quickly, and without as %

much hassle.

However, Staff has not had an opportunity to evaluate implementation issues that may
arise from an automatic process. Staff has talked with a representative from Arizona Community
Action Association (ACAA) for information on the subject. ACAA will be filing comments in
this docket that we understand to be generally supportive of the concept of automatic enrollment.



EXHIBIT

-2

ALL-STATE LEGAL® B

Marketing Costs for Low-Income Discount Programs

Company Annual Expenditures

Arizona Public Service (proposed Settlement) $150,000 (includes $75,600 for DES)
" Southwest Gas (10/03-9/04) 5,163 -

Tucson Electric Power (2004) _ 46,508

UNS Electric (2004) ' 15,404

UNS Gas (2004) 73,549
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RETURN, AND FOR APPROVAL OF .

BEFORE THE ARIZONA CORPORATION COMMISSIC
COMMISSIONERS

JEFF HATCH-MILLER, Chairman
WILLIAM A. MUNDELL

MARC SPITZER

MIKE GLEASON

| KRISTIN K. MAYES

IN THE MATTER OF THE APPLICATION OF Docket No. E-01345A-03-0437
ARIZONA PUBLIC SERVICE COMPANY FOR A
HEARING TO DETERMINE THE FAIR VALUE
OF THE UTILITY PROPERTY OF THE
COMPANY FOR RATEMAKING PURPOSES, TO
FIX A JUST AND REASONABLE RATE OF
RETURN TEHREON, TO APROVE RATE NOTICE OF FILING
SCHEDULES DESIGNED TO DEVELOP SUCH

PURCHASED POWER CONTRACT.

Commission Staff hereby gives Notice of Filing Correction to Exhibit S-35, Staff’s Response
to Commissioner Mundell’s Request for Information Regarding Future PSA Rates.

RESPECTFULLY SUBMITTED this 9th day of March, 2005.

Christopher C. Kempley, CKief Chunsel
Janet Wagner, Attorney

Jason Gellman, Attorney

Arizona Corporation Commission

1200 West Washington

Phoenix, Arizona 85007

(602) 542-3402

SALEGALACKempley\Pleadings\03-0437\Notice of Filing Correction S-35 3-9-05.doc




Original and 13 copies of the foregoing
filed this 9™ day of March, 2003, with:

Docket Control
Arizona Corporation Commission

1 1200 West Washington

Phoenix, AZ 85007

Copy of the foregoing mailed this
gt day of March, 2005, to:

Thomas L. Mumaw

Karilee S. Ramaley

Pinnacle West Capital Corporation
P. 0. Box 53999, MS 8695
Phoenix, AZ 85072-3999

Kimberly Grouse

Snell & Wilmer

One Arizona Center

400 East Van Buren
Phoenix, AZ 8§5004-0001

Jana VanNess

Manager, Regulatory Compliance
Arizona Public Service

Mail Station 9905

P. O.Box 53999

Phoenix, AZ 85072

Jay L. Shapiro

Patrick J. Black

Fennemore Craig, P.C.

3003 N. Central, Suite 2600
Phoenix, AZ 85012

Attomeys for Panda Gila River

Raymond S. Heyman

Michael W. Patten

Roshka Heyman & DeWulf

One Arizona Center ‘

400 E. Van Buren, Suite 800

Phoenix, AZ 85004

Attorneys for UniSource Energy Services

Lawrence V. Robertson, Jr.

Munger Chadwick, P.L.C.

National Bank Plaza

333 North Wilmot, Suite 300

Tucson, AZ 85711

Attorneys for Southwestern Power Group 11,
Bowie Power Station and Mesquite Power

‘Walter W. Meek, President
" Arizona Utility Investors Association

2100 N. Central, Suite 210
Phoenix, AZ 85004

Scott S. Wakefield

- Chief Counsel

RUCO
1110 W. Washington, Suite 220
Phoenix, AZ 85007

C. Webb Crockett

Fennemore Craig, P.C.

3003 N. Central, Suite 2600

Phoenix, AZ 85012

Attorneys for AECC and Phelps Dodge

Theodore E. Roberts
Sempra Energy Resources
101 Ash Street, HQ 12-B
San Diego, CA 92101-3017

GI eg Patterson

- Arizona Compefitive Power Alliance

5432 East Avalon
Phoenix, AZ 85018

Major Allen G. Erickson

AFCES A/ULT

139 Bames Drive, Suite 1

Tyndall AFB, Florida 32403-5319
Attorney for FEA

Michael L. Kurtz -
Boehm, Kurtz & Lowry

36 E. Seventh Street, Suite 2110
Cimeinnati, OH 45202

Attorneys for Kroger Company

Bill Murphy

Murphy Consulting

2422 E. Palo Verde Drive
Phoenix, AZ 85016

Consultant for Arizona Cogeneration Assn.
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Michael A. Curtis

William P. Sullivan

Larry Udall

Martinez & Curtis, P.C.

2712 North Seventh Street
Phoenix, AZ 85006

Attommeys for Town of Wickenburg

Timothy M. Hogan

Arizona Center for Law in the Public Interest
202 E. McDowell Road, Suite 153

Phoenix, AZ 85004

- Attorneys for Western Resource Advocates

and Southwest Energy Efficiency Project

S. David Childers

Low & Childers, P.C.

2999 North 44" Street, Suite 250
Phoenix, AZ 85018

Cynthia Zwick

Executive Director

Arizona Community Action Association
2627 North Third Street, Suite 2
Phoenix, AZ 85004

Coralette Hannon

AARP Department of State Affairs
6705 Reedy Creek Road

Charlotte, NC 28215

Rebecca C. Salisbury

56" Fighter Wing JA

7383 N. Litchfield Road

Luke AFB, AZ §5309-1540 ,
Attorney for Federal Executive Agencies

Eric C. Guidry ,
Western Resource Advocates
2260 Baseline Road, Suite 200
Boulder, CO 80302 '

Jeff Schlegel

SWEEP Arizona Representative

1167 West Samalayuca Drive ;
Tucson, AZ 85704-3224

Jay 1. Moyes

Moyes Storey, Ltd.

1850 North Central, #1100

Phoenix, AZ 85004

Attormeys for PPL Sundance and PPL
Southwest Generation Holdings

Robert W. Geake
Arizona Water Company
P. O. Box 29006
Phoenix, AZ 85038-9006

Andrew W. Bettwy

Bridget A. Branigan
Southwest Gas Corporation
5241 Spring Mountain Road
Las Vegas, NV §9150

J. William Moore
Attorney at Law
1144 East Jefferson
Phoenix, AZ 85034

David Berry

Western Resource Advocates
P. O. Box 1064 .
Scottsdale, AZ 85252-1064

Daniel W. Douglass

‘Law Offices of Daniel W. Douglass, APC

6303 Owensmouth Avenue, 10" Floor
Woodland Hills, CA 91367-2262

James M. Van Nostrand

Stoel Rives, LLP

900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

Jon Poston '

AARP Electric Rate PI‘O_] ect
6733 East Dale Lane '
Cave Creek, AZ 85331

Katherine McDowell

Stoel Rives, LLP

900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

George M. Galloway

Arizona Competitive Power Alliance
900 SW Fifth Avenue, Suite 2600
Portland, OR 97204

Nicholas J. Enoch

Lubin & Enoch, P.C.

349 North Fourth Avenue

Phoenix, AZ 85003

Attorneys for IBEW Locals 387, 640 and 769




Jesse A. Dillon

PPL Services Corporation
Two North Ninth Street
Allentown, PA 18101

Paul R. Michaud
Michaud Law Firm, P.L.C.
23 Crimson Heights Road
Portland, CT 06480

Dome Valley Energy Partners

Robert Annan

Annan Group

6605 E. Evening Glow Drive
Phoenix, AZ 85262

Theodore E. Roberts
Sempra Energy Resources
101 Ash Sreet, HQ 12-B

‘San Diego, CA 92101

Marvin S. Cohen

Sacks Tierney, P.A.

4250 N. Drinkwater Blvd., 4™ Floor

Scottsdale, AZ 85251-3693

Attorneys for Contellation NewEnergy, Inc.
And Strategic Energy, LLC

Sean Seitz -

" President

Arizona Solar Energy Industries Association
5056 South 40™ Street, Suite C
Phoenix, AZ 85040 :

David Crabtree

Teco Power Services
P.O.Box 111

Tampa, FL 33601-0111




MEMORANDUM

Tt —— — — — f—— — —

TO: THE COMMISSION

THRU: Emest Johnson~
" Director @

Utilities Division
FROM: Robert Gray _
: " Senior Economist E/;
Utilities Division
DATE: - March 9, 2005

RE: CORRECTION TO EXHIBIT S-35, STAFF’S RESPONSE TO COMMISSIONER
MUNDELL’S REQUEST FOR INFORMATION REGARDING FUTURE PSA
RATES (DOCKET NO. E-01345A-03-0437)

 On page 16 of the proposed order in Docket Number E-01345A-03-0437, footnote 17
indicates that it appears S taff’s late-filed Exhibit S-35 contains an error related to how the bank
balance is carried over from one year to the next. Staff has reviewed Exhibit S-35 and concurs that

it contains an error related to how the bank balance 1s carried over from year to year. Staff has

prepared a corrected version of the tables contained in Exhibit S-35 (attached)-.

Exhibit S-35 was a response to Commissioner Mundell’s request to have an estimate of what
the PSA rate and resulting customer bills might look like if the PSA is adopted, assuming certain
natural gas prices and other inputs. The nature of the error is that in each following year the
revenue generated by the PSA rate which was set in the previous year is credited toward the PSA
bank balance, but the previous year’s PSA bank balance which said PSA rate was created to recover
was not carried forward to be recovered as part of the overall PSA bank balance accounting in the
following year. This results in an underestimation of the PSA bank balance remaining to be
addressed (and therefore the resulting PSA rate to address this balance) for the years 2007, 2008,
and 2009. - The numbers shown for 2006 do not change, as there is no PSA rate in 2005 and
therefore no balance carried forward into 2006. The higher PSA bank balance estimates resulting
from this correction lead to higher estimated PSA rates in the following years. The end result is
mildly higher estimated customer bills for 2007 — 2009. The increases in the projected PSA rates
for 2007 - 2009 as a result of this correction range from $0.00076 per kWh to $0.00324 per kWh
over the 2007-2009 PSA rates shown in the original Exhibit S-35. The increases in the projected
monthly customer bills for 2007-2009 as a result of this correction range from $0.58 to $2.44 over
the 2007-2009 customer bills shown in the original Exhibit S-35.

Itis worth noting that the calculations c ontained in this e xhibit are e stimates o f p ossible
bank balances and customer bills in future years. Actual bank balances and customer bills can and
likely will vary from these estimates due to future changes in a variety of factors, including natural
gas commodity and transportation costs, customer consumption patterns, and other factors.
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REBUTTAL TESTIMONY OF PETER M. EWEN
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY
(Docket No. E-01345A-05-0526 & E-01345A-03-0437)

INTRODUCTION
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

~ My name is Peter M. Ewen. My business address is 400 N. 5™ Street, Phoenix,

Arizona, 85004.

DID YOU PREVIOUSLY FILE DIRECT TESTIMONY IN THIS
PROCEEDING?

Yes.

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?
I am responding to the testimony of Staff witness William Gehlen filed on
October 17, 2005.

SUMMARY

COULD YOU SUMMARIZE YOUR REBUTTAL TESTIMONY?

Yes. APS agrees with Mr. Gehlen’s analysis and principal conclusions. APS
would seek clarification of Staff’s suggestion that APS quantify and file monthly
the power replacement costs, if any, associated with all unplanned outages

regardless of type of unit or duration.

REPLACEMENT COST REPORTING

DOES THE COMPANY GENERALLY ACCEPT THE PSA REPORTING
MODIFICATIONS RECOMMENDED BY STAFF WITNESS GEHLEN?

Yes. Mr. Gehlen recommends that the Company change its reporting related to
three issues: (1) accelerate the filing of the PSA reports to no later than 30 days

following the reporting month; (2) add information on the replacement power
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costs for unplanned outages, and; (3) provide updated under/over-collected PSA
balance projections for the following 12 month period. We agree that adding this
information and making it available on a timelier basis will help Staff in their
efforts to complete “quicker and mofe in-depth evaluations” of the PSA
balancing account amounts and trends.

DO YOU BELIEVE STAFF’'S RECOMMENDED REPORTING
MODIFICATIONS SHOULD BE CLARIFIED?

Yes. Specifically, I recommend that the Commission clarify what will be
provided on outage costs. Staff’s recommendation (Staff witness Gehlen’s Direct
Testimony at page 12, lines 19 - 21) could be interpreted as requiring a
calculation of outage costs for every APS generating unit irrespective of the
length of the outage, its lack of impact on APS operations or its materiality in

terms of cost.

I believe we can satisfy Mr. Gehlen’s recommendation efficiently and
effectively by providing in a standard format the replacement power costs of
unplanned outages for our power plants aggregated for the month by resource
type: nuclear, coal, and the gas combined cycle units. These three types of units
normally account for 97% of APS generation output during a typical summer
month. T would note that the current report does provide outage information
concerning the type and duration of both planned and unplanned outages, as -
well as the status (complete or in progress). The additional cost report will
include the energy lost to unplanned outages, the gross replacement costs
incurred in replacing that energy, the fuel savings from the plants that are
incurring the unplanned outages, and the net replacement power costs resulting

from the gross replacement costs less the fuel savings. Also, if Staff wishes to
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investigate the particular details surrounding an outage or set of outages, those
details will also be made avgilable.

ARE THERE OUTAGE REPLACEMENT COSTS FOR THE GAS
STEAM AND COMBUSTION TURBINE UNITS?

Occasionally, but these amounts are typically very small. F or the April through
September period this year, the sum of all outage net replacement costs for the
gas steam units was $4,000. We do not even calculate the outage replacement
costs for combustion turbines. These units have the highest heat rates of our
generation fleet and are for many months of the year marginally economic
relative to purchases from the market. With the addition over the last few years.
of so many new combined cycle units with heat rates of around 7,000 Btw/kWh
(compared to combustion turbine heat rates in excess of 12,000 Btw/kWh), these
units have seen their capacity factors drop and are being used primarily for
reliability purposes rather than economic energy. Any differential in cost
between buying replacement power for these units and the fuel cost avoided by
not having them dispatched has proved in recent years to be very small. And as I
indicated previously, if there were outages at these units that appeared to Staff
from the monthly PSA reports to be unusual, Staff could specifically request the
same sort of outage replacement cost information as will be provided on a

routine basis for our other units.

CONCLUSION
DO YOU HAVE ANY CONCLUDING REMARKS?

Yes. APS believes Staff has made a number of recommendations that will

improve the flow of information between the Company and the Commission on

a timelier basis. With the clarification on outage costs reporting discussed in my
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rebuttal testimony, APS fully supports the Staff recommendations in Mr.

Gehlen’s testimony.
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Pinnacle West Capital (PNW - $42.12) 2-Equal weight ey & Eoer
Company Update Daniel Ford, CFA Thomas O'Neill, CFA
: 1.212.526.0836 1.415.274.5335
Rate Cases will Continue daford@lehman.com thoneill@iehman.com
Investment Conclusion EPS ($) (FY Dec)
Q PNW finally gets APS GRC settlement approved. 2004 2006 % Change
’ : Actual Old St.Est. Oid 2005 2006
Summary ’ 1Q 0.33A N/A 0.42E N/A N/A N/A
O PNW's APS received approval of the GRC settlement 2@  0.55A  N/A 0.76E  N/A NA  NA
with various modifications potentially impacting cash 3@ 1154 NA 1.44E  N/A NA  NA
but largely immaterial EPS impact. The ACC approval _4Q_0.33A N/A 0.3%E  N/A N/A N/A
will facilitate the PWEC asset transfer filing at the Year 2.39A 2.85E 3.01E 3.15E 19%  11%
* FERC and therefore PNW should become nearly PEE '
. 100% regulated by 2006.
O Major tenents of the settlement are: 1) $67.6mil base  Market Data Financial Summary
rate hike per a.10.25% ROE on 45% equity; 2) the Market Cap 3858  Revenue FY05 N/A
1800MW of PWEC will be transferred to APS at Shares Outstanding (Mif) 9150  Five-Year EPS CAGR 4.00%
$700mil upon FERC approval and structured with a Float 9140  Retum on Equity 10%
- bridge PPA prior; 3) a $776.2 mil hard capon PP &  pidend Yield 451%  Cument BVPS 32.24
fuel is in effect until a new case is filed or the ACC Convertible " No  Debt To Capital 53.02%
adjusts; 4) APS will defer PP & fuel costs above base g, Range 45.84 - 36.30
levels with a surcharge filing at $50mil and the balance
never to exceed $100mil; 5) off system sales benefits
flow to ratepayers and 6) APS must have prior Stock Overview
. approval to self build or acquire new MW's to serve 46 ) PINNACLE WEST CAP. : 3-2808
load. E
0O We maintain our 2-EW with a $44 target (14X our 1
$3.15 in 2006). _ 42
40 i
. 38:
Stock Rating: Target: s8]
"New: 2-Equal weight New: 44.00 2000 YOLUME
Old: 2-Equal weight Old: 44.00 3000 ]
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- We view the ACC final approval as a mixed outcome as a final outcome is productive, but the process was lengthy and less satisfactory
financially vs history despite the settied nature. As a result of the PSA structure, Sundance acquisition and related deferral mechanisms and
rapid customer growth, it appears APS will likely file yet another rate case in late 2005/early 2006 for recovery of the aforementioned. While
the rate cases aren’t per se a negative, the length of the process (19months this time) and the likelihood that APS will start seeing cash
recovery lag like many Western utilities is a modest negative shift in our view versus PNW's history of settled outcomes Ieadmg to healthy

ROE's post settiement.

. We maintain our 2-EW rating with a $44 price target. While, in our opinion, PNW is a well managed utility with superior growth prospects
and a healthy dividend, we believe AZ regulation is taking a modest turn in the negative direction. Given the growth of the region and

Lehman Brothers does and seeks to do business with companies covered in its research reports. As a result, investors
should be aware that the Firm may have a conflict of interest that could affect the objectivity of this report.

Customers of Lehman Brothers in the United States can receive independent, thlrd-party research on the company or
companies covered in this report, at no cost to them, where such research is available. Customers can access this
independent research at www.lehmanlive.com or can call 1-800-2-LEHMAN to request a copy of this research.

Investors should consider this report as only a single factor in making their investment decisions.

PLEASE SEE ANALYST(S) CERTIFICATION(S) ON PAGE 2 AND IMPORTANT DISCLOSURES
BEGINNING ON PAGE 3
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obvious datapoints around what capped fuel/PP rates can lead to in the West, we would prefer a more fiexible/incentive based structure to
encourage efficiency, reliability and promote economic incentives to construct incremental infrastructure.

What's Next

First up, PNW will be looking for FERC approval of the PWEC asset transfer to APS, and separately for FERC approval of the Sundance
acquisition from PPL. As APS has yet to file for the PWEC transfer, we expect this process will complete during late 2005/early 2006. Given
the motivation of both parties, we expect the Sundance deal to ultimately close but no FERC timeline currently exists.

" With approval of the GRC behind the company, we will be looking for PNW to completely exit the merchant business. Specifically, we
expect the Silverhawk plant could be sold with the company taking a hit on the balance sheet, but improving EPS by up to $0.25-0.30
annually. Given the plant’s location in Southern Nevada, we wouldn't be surprised if NVP/SNWA have interest in the plant.

Analyst Cettification: -

‘ We, Daniel Ford, CFA and Thomas O'Neill, CFA, hereby certify (1) that the views expressed in this research Company Note accurately reflect
our personal views about any or all of the subject securities or issuers referred to in this Company Note and (2) no part of our compensation
was, is or will be directly or indirectly related to the specific recommendations or views expressed in this Company Note. _

Company Description:
- Security Description
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Greg Gordon, GFA
+1-212-816-2802
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Edward Heyn
+1-212-816-3262

SUMMARY

® On 3/28/05 the ACC voted to approve, with minor amendments, the pending
general rate case settlement for APS. The settlement ratebases 1,700MW of
generation, provides for a retail rate increase, and the implementation of a

Power Supply Adjustor (PSA).

» The key modifications to the settlement are amendments to the PSA giving the
ACC more involvement in fuel cost recovery, as well as capping recoverable
fuel and purchased power costs at $776mm per year.

® Our annual forecasts remain unchanged, as we feel PNW can live within the
means of this cap in 05 and 06, with rate issues post-06 addressed in the
expected rate case proceeding for the Sundance acquisition.

» With the settlement behind PNW, we see the key value drivers going forward

as the constructive resolution of rates related to Sundance and the potential sale
of PNW’s sole remaining merchant plant, Silverhawk.

FUNDAMENTALS SHARE DATA RECOMMENDATION
P/E (12/05E) 13.9x  Price (3/29/05) ....ccoovcrurennse $41.76  Rating (Cur/Prev) .......cvcecrcereens - 2M2M
P/E (12/06E) 13.9x  52-Week Range........ $45.41-$36.85  Target Price (Cur/Prev)... $42.00/$42.00
TEV/EBITDA (12/05E) ................ " 6.4x  Shares Outstanding(@) ........... 91.8 mil.  Expected Share Price Retumn...... 0.6%
TEV/EBITDA (12/06E) ....occrvvreen 6.5  DIV(E) (CUI/Prev) ...ccovevmrennenes $1.93/$1.93  Expected Dividend Yield.............. 4.6%
Book Value/Share (12/05E)........ Expected Total Retum................. 5.2%
Price/Book Value .......ccovmeerencenns 1.3x EARNINGS PER SHARE
Revenue (12/05E) .......... $3373.3mil.  Fyends 1 20 30 a0 Full Year
Proj. Long-Term EPS Growth....... 12/04A Actual $0.33A $0.55A $1.15A $0.34A $2.39A
ROE (12/05E) .....ovververeeerrenssnees . 12/05E  Current $0.36E $0.72E  $1.4TE $0.45E -$3.00E
Long-Term Debt to Capital(a)...... Previous $0.36E $0.73E $1.47E $0.44E $3.00E
PNW is in the S&P 500® Index. 12/06E - Current NA NA NA NA $3.00E
Previous NA NA NA NA $3.00E
(a) Data as of most recent quarter 12/07E  Current NA NA NA NA $3.25E
Previous NA NA NA NA $3.25E

First Call Consensus EPS: 12/05E NA; 12/06E NA; 12/07E-NA

Smith Barney is a division of Citigroup Global Markets Inc. (the "Firm"”), which does and seeks to do business with companies
covered in its research reports. As a result, investors should be aware that the Firm may have a conflict of interest that could affect
the objectivity of this report. Investors should consider this report as only a single factor in making their investment decision.
Customers of the Firm in the United States can receive independent, third-party research on the company or companies covered in
this report, at no cost to them, where such research is available. Customers can access this independent research at .
hitp://www.smithbarney.com (for retail clients) or http://www.citigroupgeo.com (for institutional clients} or can call (866) 836-9542 to

request a copy of this research.

Citigroup Global Markets

United States
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| OPINION

We view the resolution of PNW’s general rate case settlement as constructive. With the
settlement behind PNW, we see the key value drivers going forward to be the constructive
resolution of rates related to Sundance acquisition and addition capital investment for rate
implementation in '07. Additionally, we look to the elimination of losses from our
forecasted expected sale of PNW’s sole remaining merchant asset, Silverhawk, by year-end
2005.

- KEY COMPONENTS OF APS GENERAL RATE CASE SETTLEMENT

On 3/28/05, the Arizona Corporation Commission (ACC_ voted to approve APS’ pending
general rate case settlement. Implementation of rates will become effective April 1, 2005.
The key components of the settlement as agreed to by the ACC Staff, intervenors, and APS
on 8/14/04 are as follows:

» APS will receive a $67.6mm retail rate increase, premised on a 10.25% allowed ROE and
45% equity capitalization. Additionally, APS will receive a $7.9mm revenue increase to
recover $47.7mm costs previously incurred to comply with the ACC’s 1999 electric
competition rules over a five year period. ‘

® The dedicated PWEC assets (1,700MW) will be transferred into rate base, after a write
down of $148mm, at a value of $700mm. '

® A power supply adjuster will provide for the recovery of prudently incurred fuel and
purchased power costs. The adjuster will have a sharing mechanism where the cost and
savings above a base cost of fuel and purchased power would be distributed 90%
customers / 10% APS.

» APS will not be allowed to recover in rates a $234mm write-off as a result of the 1999
settlement agreement. :

» APS will adopt longer service lives for certain depreciable assets, which would have the
effect of reducing annual depreciation by approximately $26mm.

KEY MODIFICATIONS TO THE APPROVED SETTLEMENT

The key modifications to the initial settlement were amendments to the PSA to afford the
ACC more involvement in the process of PSA recovery, as well as, capping recoverable fuel
and purchased power cost at $776mm per year. Our annual forecasts remain unchanged, as
we fell PNW can live within the means of this cap in '05 and '06.

The company has stated that it does not expect exceed these costs in 05 and *06, and we
tend to agree. Additionally, with the assumption of a backwardated natural gas forward
curve, we believe the APS could remain below this cap in 07 even with its strong projected
load growth. Nevertheless, to the extent that APS could exceed this cap in '07 we feel it will

~ be addressed in the expected rate case proceeding for ratebasing of Sundance.

Key modifications to the settlement PSA are as follows:

® As per the initial proposed PSA, the base cost of fuel and purchased power will be set at
$20.743/MWh and APS will record deferrals to the extent that actual fuel and purchased
power costs exceed this base rate;

® Amounts to be recovered or refunded through the PSA are limited to +/- $4.00/MWh
over the life of the PSA, as opposed to the initial proposed bandwidth to the adjustor rate
of +/- $4.00/MWh per year.

In addition, the ACC decision provides for a surcharge mechanism as follows:
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® Each time the accumulated pretax net deferrals reach $50 million, APS must notify the
ACC, but prior to the deferral balance exceeding $100 million, APS must file with the
ACC to recover or refund such deferral balance through a surcharge;

® However, amounts recovered or refunded through any surcharge are not included in the
$4.00/MWh PSA limit.

The final key modification to the PSA is the implementation of a cap to overall recoveries of
net fuel and purchased power over the life of the PSA.

® The recoverable amount of net fuel and purchased power costs is capped at $776.2
million per year. Any fuel or purchased power costs above that threshold will not be
recovered from ratepayers.

The other key modification independent of the PSA is related to the procurement of -

generation capacity:

® The initial settlement stipulated that APS would not pursue any self-build option within
in-service date prior to 2015, unless expressly authorized by the commission;

® This self-build moratorium for generating plants was modified to include acquisition of a
generating unit, or an interest in a generating unit, from any utility or merchant generator
without prior ACC approval.

i SUMMARY OF KEY CHANGES TO SETTLEMENT PSA

Enitial Settiement

Administrative Law

Judge (AL

Recommendation

Changes to

Approved Settlement

Base Fuel & PP Rate $20.743/MWh NA NA
Sharing Levels Costs / savings distributed NA NA
90% customers / 10% APS
Adjustor Bandwidth $4.00/MWh per year NA $4.00/MWh in total
Surcharge Level At +/- $50mm APS would NA At +/-$50mm, APS must
need to file within 45 days notify the ACC, but prior to
for approval of a surcharge the deferral balance
to amortize the balance and exceeding $100 million,
reset the balancing account APS must file with the
to zero. If APS does not ACC to recover or refund
want to reset balance it such deferral balince
must file a repot to explain through a surcharge
why
Life of Adjustor Minimum of 5 years. ACC ~ ACC would be able to PSA will be reviewed for
. shall consider continuation  eliminate the PSA at any continuation in APS’ next
after APS files PSAteport  time if APS files arate case  rate case filing. APS
or files new rate case, but before the expiration of the  intends to file a rate case by
any recommendations to five-year period or APS year-end *05 for rate
abolish shall not take effect  does not comply with the implementation by 07
until after 5 years terms of the PSA
Total Cap on Recovery NA Cap on natural gas cost Cap net fuel & purchased
recoveries at $500mm power recoveries at
$776mm

Source: Regulatory Filings, Smith Barney

£ vaLuarion

We arrive at our target price of $42 based on applying a 14x P/E multiple on our’06E EPS of
$3.00/share. Our multiple in-line with the average defensive utility multiple, which takes
into account '07E earnings upside from rate increases for a return on the Sundance
acquisition and a decrease in diversified earnings pressure. Overall, we believe this target




C|t|groul5T

Smith Barney

N

multiple reflects Pinnacle’s high proportion of regulated earnings and dividend growth,
offset by a weak balance sheet and potential future regulatory risk.

Our average target P/E ratio for the defensive sub-group is 14.0x *06, a relative P/E of .92x
to the S&P 500, and a premium to the historical median of 0.70x for electric utility stocks,
given our analysis. We arrived at the target price by assessing fundamentals and utilizing our
dividend matrix analysis to determine investor yield appetite given the current interest rate
outlook. We are assuming an increase in 10-year Treasury note yields to between 5 — 5.5%.

Balance Sheet: Should remain stable. Our target price for PNW is based on a 7.7x
EV/EBITDA multiple at year-end 2005, a premium to the median historical multiple of 6.8x
for the defensive sub-group, but consistent with prior periods of overall market stability and
utility credit quality, when taking into account the current low interest rate environment as it
relates to defensive utility valuations. We believe our target reflects the potential future
financial performance of PNW.

Standard & Poor’s currently rates PNW “BBB”. We expect leverage to peak at 55%
debt/capital at year-end 2003 and decline slightly to approximately 53% by year-end 2007.
Assuming positive regulatory treatment, PNW would have free cash after the 2007 period of
increased capital expenditures to pay down debt. '

Cash Flow: Capital expenditure program at the utility consumes cash in 2006. We
expect PNW to generate a cash yield of 1.0% in 2006 and 1.0% in 2007, compared to cash
yields averaging 2.9% and 4.1% for its peer group. This generates a cash/dividend ratio
(CDR) of 0.2x and 0.2x in 2006 and 2007, as PNW is forecasting increased capital
expenditures relating to environmental costs and transmission infrastructure through 2006.
This compares to a forecasted defensive peer group CDR of 0.6x and 0.6x in 2006 and 2007.

Dividend Profile: We expect continued 6% growth in the common dividend: PNW has
consistently grown its dividend over the last several years at a rate of 6%. The $1.93 payout
expected in fiscal year 2005 represents a 64% payout ratio and a 4.6% yield. Defensive
electrics currently have 4.8% average yields at a payout ratio of 69% and an average
dividend growth rate of 4%.

RISKS

We rate PNW Medium Risk, as stability in the earnings of its core utility business (94% of
2006 EPS) will likely be smoothed with the approval of it 2005 rate case decision and credit
quality should remain stable. Now that the regulatory overhang is lifted, we expect PNW’s
stock price volatility to be consistent with its historic beta of 0.58. Risks to the stock
achieving our valuation target include the following:

PNW has commodity exposure to the extent that fuel and purchased power cost exceed
the cap on its power supply adjustor. Pursuant to the approved settlement, APS is afforded
recovery of the majority of its prudently incurred fuel and purchased power cost up to a cap
of $776mm. To the extent that APS cannot remain under this cap, costs would not be
recoverable from ratepayers.

Approved Settlement still requires FERC approval. Although the ACC has approved the
settlement agreement, the stipulations still require Federal Energy Regulatory Commission
(FERC) approval. However, it appears the possible risk of FERC intervention could be
mitigated by the agreement’s option of creating a 30-year PPA between PWEC and APS with
pricing that reflects the cost-of-service as if APS had acquired and rate based the assets. We
expect FERC approval by 3Q °05.
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PNW may not get favorable regulatory treatment on the acquisition of Sundance. On
January 11, 2005, the ACC approved the 36-month deferral of capital and operating cost
related to Sundance. However, the company currently believes that the conditions imposed
by the ACC final Sundance order could substantially limit the amount of deferrals that APS
could be able to record. We assume that APS ultimately receives favorable rate treatment and
is allow to earn recovery of and a return on its investment starting in ‘07E. Less than
constructive rate treatment could cause earnings pressure in relation to our current forecast.

Absent a sale of the asset, Silverhawk is a drag on earnings in the near-term. The
current spark spread environment will create an earnings drag from Silverhawk through our
forecast period. We assume a sale of this asset and the subsequent reversal of these losses.
A risk to our target price is the continued drag on consolidated earnings forecast if the asset
is not sold.

SunCor’s has low-quality earnings. Currently, the real estate development segment of
PNW is implementing an accelerated asset sale program to bolster earnings and cash flow. A
portion of these earnings will be considered discontinued operations. Additionally, we
estimate the systemic EPS and cash flow is roughly 20% of the $0.54/share in 2005 EPS. We
believe that investors will value PNW assuming a lower SunCor contribution. In the short
run, failure to execute the accelerated sale program could affect EPS and cash flow and

-could have a negative effect on our target price.

" Ifthe impact on the company from any of these factors proves to be greater than we

anticipate, the stock will likely have difficulty achieving our target price. On the other hand,
we may have overestimated these risks and the stock could increase more than we expect.

INVESTMENT THESIS .
We rate the shares of Pinnacle West Capital Corporation Hold/Medium Risk (2M). The state
of Arizona has backtracked from its deregulation experiment and re-bundled rates in the
context of its recent APS rate decision. Assuming a stable financial outlook is achieved
through continued constructive resolution of rate issues, we believe Pinnacle could be a
well-positioned defensive company with the potential for above-average earnings and
dividend growth as they serve the needs of a growing Arizona service territory. Under our
forecast we assume the company can continue to grow its dividend at the historic rate of 6%.

COMPANY DESCRIPTION

Pinnacle West Capital Corporation (PNW) is a holding company for Arizona Public Service
(APS), an electric utility that provides retail and wholesale electric service to substantially
all of the state of Arizona, except the Tucson metropolitan area and half of the Phoenix
metropolitan area. APS serves more than 900,000 customers and owns almost 4,000MW of
regulated generation facilities. Pinnacle West Energy (PWEC), a competitive generation
subsidiary, is engaged in the development of generation plants and the production of
wholesale electricity. PWEC has over 2,000MW of generation, either in service or in
construction. PN'W’s other affiliates include SunCor Development Company, a developer of
residential, commercial and industrial real estate; APS Energy Services, a retail energy -
service provider; and El Dorado Investment Company, a venture capital and investment firm.
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Valuation/Financial Data

- (FY-Dec.) 2003A 2004A 2005E 2006E
. EPS Pro Farma $2.63 $2.39° $2.95 $3.19
P/E ' 14.2x 13.1x
First Call Cons. $3.01 $3.10
EPS GAAP $2.63 na na na
FCF $2.02 $3.02 -$0.36 $2.10
P/FCF nm 19.9x
EBITDA ($mm) $920 $942 $973 $1,051
EV/EBITDA 6.9x 6.4x
Rev. ($mm) $2,818 $2,900 $3,044 $3,147

- EV/Rev . 2.2x 2.1x
FCF after Div. ($mm)  $28 $102 $216 $0
Quarterly EPS 1Q 2Q 3Q 4Q
2004A $0.33 $0.55 $1.15 $0.36
2005E na na na na

' Balance Sheet Data (1-Dec)

Net Debt ($mm) $2,929 TotalDebt/EBITDA 3.4x
Total Debt ($mm)  $3,273 EBITDA/INtExp - 5.6x

" Net Debt/Cap. . 47.1% Price/Book 1.3x
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Commission Approves Rate Settlement; No
Change in EPS Estimates

Event

The Arizona commission authorized a $75.5 million (4.21%) increase for
Arizona Public Service (PNW’s utility subsidiary) and the establishment of a
fuel adjustment clause. The rate order largely tracked the settlement filed by
the utility and various other parties in August 2004,

Impact

The commission decision was in line with expectations, although it did
expand the cap on recoverable fuel and purchased power expenses to $776
million from $500 million (for natural gas only). We believe the new cap is
more reasonable and unlikely to be exceeded over the next two years,
assuming natural gas prices do not increase significantly from current levels.

Forecasts

We maintain our 2005 and 2006 EPS estimates of $2.95 and $3.19,
respectively. We had earlier lowered our estimates to reflect the rate
settlement.

‘Valuation

We find PNW shares fairly valued, with the 4.5% yield providing support at
the current price, in our view.

Recommendation ,

We reiterate our NEUTRAL rating, recognizing that despite the commission’s
approval of the settlement, Arizona remains a challenging regulatory
jurisdiction and PNW will be filing another significant general rate case later
this year.

Please refer to pages 4 to 6 for Disclosure Statements, including the Analyst's Certification.
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Harris Nesbitt

Pinnacle West Capital

Details & Analysis

We view the commission’s approval of Arizona Public Service’s rate settlement as a positive,
resolving some level of uncertainty from the PNW story. However, we remain cautious
regarding investment in PNW shares and reiterate our NEUTRAL rating. In our view, regulatory
uncertainty is a constant for Pinnacle West. The company expects to file another significant
general rate case later this year, in part to seek rate base recovery of its pending acquisition of
the Sundance. gas-fired peaking plant. Given the precedent set by the Arizona comn'ussmn, we
would not expect a decision before 2007. '

We expect the need for rate relief to be ongoing as PNW’s utility, Arizona Public Service
(APS), adds new generation to serve load growth. In particular, APS remains short of peaking
capacity, even after assuming completion of the pending acquisition of the Sundance plant
(pending FERC approval, which is expected shortly) and the transfer of 1,800 Mw of non-
regulated generation from wholesale subsidiary, Pinnacle West Energy to Arizona Public
Service (as approved under the current rate order). APS intends to issue an RFP (request for
proposals) for 1,000 Mw of peaking capacity beginning in 2007, and 100 Mw of renewable
energy beginning in 2006.

Details of the Rate Order

On March 28, 2005, the Arizona commission adopted new rates for Arizona Public Service
(APS) based largely upon an agreement between APS and 21 other parties that settled issues
involved in the company’s general rate case filed in June 2003,

Key provisions of the rate order include:
= A $75.5 million (4.21%) rate increase;

= A fuel adjustment clause (PSA) — adjustment to the PSA, first expected to take effect in
April 2006, is capped at 4 mils/kwh, or approximately 5% in addition to the increase in
base rates. APS is required to file with the commission for a surcharge if unrecovered
costs reach $50 million;

= The recoverable amount of net fuel and purchased power costs is capped at
$776.2 million per year. APS does not expect to exceed the cap in 2005 or 2006 (a new
base would be determined in the next general rate case);

®= The transfer to APS of power plants in Arizona éurrently owned by Pinnacle West
Energy and placed in service between 2001 and 2003. The company intends to seek
FERC approval for the transfer;

= A disallowance of $148 million related to these same Pinnacle West Energy generating
assets (taken in 2004); .

" Requirements for energy efficiency initiatives and a significant increase in APS’
commitment to renewable energy;

‘ Page 2
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= Measures to address service improvements to Native American communities in
Arizona, particularly in remote areas, and,

= A competitive procurement process to promote wholesale competition and which
precludes APS from building or buying new fossil fuel power plants before 2015
unless expressly authorized by the commission or found necessary to maintain reliable
service to APS customers.

No Change in Earnings Outlook

We maintain our 2005 EPS estimate of $2.95, which had previously been adjusted to reflect the
August 2004 settlement proposal. While the company continues to benefit from operating in
one of the fastest-growing regions of the country, the costs associated with serving this growing
load continue to escalate. Our 2006 estimate of $3.19 reflects a full year of higher rates as well
as the continued cost pressures. We expect PNW to file for rate relief in late 2005, but given the
regulatory lag that has been the norm in Arizona, we would not expect the case to be concluded
before 2007.

Qur 2005 estimate assumes a $0.55 per share contribution from SunCor Development. We note
that 2005 is the last year of the company’s three-year accelerated sales prograni and we would
expect earnings from this business to fall off sharply in 2006 to about $0.10-$0.15. We would
expect a portion of this shortfall to be offset by a full year of rate relief at the utility as well as
modest strengthening in wholesale markets.

Page 3 " March 30, 2005
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Fitch Affirms PNW & APS' Unsecured Ratings at 'BBB' & 'BBB+'; Outlook Stable

Fitch Ratings-New York-March 30, 2005: Fitch Ratings has affirmed the senior unsecured
debt ratings of Pinnacle West Capital Corporation (PNW) at 'BBB' and the senior unsecured
ratings of its wholly owned electric utility subsidiary, Arizona Public Service Company
(APS), at 'BBB+'. Fitch has also affirmed APS' 'BBB' secured lease obligation bond ratings
and both PNW and APS' 'F2'commercial paper ratings. The Rating Outlook for all PNW and

APS securities is Stable. The affirmation of the PNW and APS ratings by Fitch resolves the
Negative Rating Outlook, which was initially adopted in May 2003 to reflect the
possibility that the Arizona Corporation Commission (ACC) would not allow unregulated
generation built by PNW to meet APS load growth to be transferred and included in the
utility's rate base.

The rating affirmation and Stable Outlook for PNW and APS reflects the constructive final
outcome in the utility's general rate case (GRC) that, in Fitch's view, will result in a
meaningfully improved risk profile at APS and its direct parent, PNW. The ratings and
Stable Outlook also consider PNW and APS' solid interest coverage ratios, moderately high
debt leverage ratios relative to the current rating category, and the utility's attractive
service territory characteristics.

On Monday, March 28, 2005, the Arizona Corporation Commission (ACC) issued a final order
in APS' GRC adopting, with relatively minor modifications, the utility's proposed
settlement agreemeht with virtually all relevant intervenor groups. The ACC order approves
the transfer of 1,800 megawatts of non-utility generating capacity built by PNW's
unregulated subsidiary, Pinnacle West Energy Corp. (PWEC), to APS and inclusion in the
utility's rate base. The ACC order also approved the settlement's moratorium on APS'
ability to self-build for nearly 10 years, implying greater reliance on wholesale
generators to meet its rapid native load growth. However, the company retains the
self-build option if wholesale power markets are unable to effectively meet the company's
supply requirements and can, in any event, purchase unregulated generating capacity with
commission approval. '

In addition, the ACC order adopts a power supply adjuster (PSA), which is expected to
significantly reduce APS commodity risk. The PSA allows 90% of net costs or benefits
resulting from deviations in fuel and purchase power costs from amounts included in the
rate base to be passed through to customers. The automatic pass-through feature is subject
to approximately a $100 million cumulative cap on cost overruns, at which point ACC
approval would be required to recover additional fuel and purchase power costs. The ACC
order also authorizes a $75 million rate increase based on a 10.25% authorized return on
equity. The rate increase marks the conclusion of the utility's first general rate case in
14 years, during which time customer rates were lowered 16%.

The revenue increase at PNW's utility operation is expected to enhance APS' relative
contribution to consolidated PNW results, as SunCor (PNW's real estate development
business) approaches the end of its 2003-2005 accelerated sales program. As a result, -
Fitch expects the mix of PNW's operating income and cash flow to improve significantly.
The primary credit concern is the possibility that APS' significant capital spending
requirements over 2005-2006 to meet rapid Arizona native load growth will result in a
meaningful increase in debt leverage and/or regulatory disallowances.

Under the terms of the ACC-approved settlement agreement, APS is expected to acquire the
1,800 megawatts of PWEC generating capacity at a price of $700 million. The purchase price
compares to a carrying value of approximately $850 million and is estimated by Fitch to
result in a $148 million pretax charge to earnings in 2005. APS' $500 million intercompany
loan is expected to be used by the utility to fund the écquisition of the PWEC assets,
which is expected to close later this year. FERC approval is needed for the PWEC assets to
be included in rates. ‘

PNW and APS' ratings by Fitch are as follows:




Pinnacle West Capital:

--Senior unsecured debt 'BBB';

--Commercial paper 'F2'.

Arizona Public Service Co.:

--Senior unsecured debt 'BBB+';

——Secﬁred lease obligation bonds 'BBB';

--Commercial Paper 'F2°'.

Contact: Philip Smyth, CFA +1-212-908-0531 or Robert Hornick +1-212-908-0523, New York.

Media Relations: Brian Bertsch +1-212-908-0549, New York

I d




. .[01-Apr-2Q05] Research Update: Outlook On Pinnacle West Capital Corp. And APS's Ratings To Stable... Page 1 of 3

-

STANDARD RATINGSDIREDT
&POOR'S

./?‘

Return to Regular Format

Research: R
Research Update: Outlook On Pinnacle West Capital Corp. And APS's
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Primary Credit Analyst(s): Anne Selting, San Francisco (1) 415-371-50089;
anne_selting@standardandpoors.com

Credit Rating: BBB/Stable/A-2

£ Rationale

On April 1, 2005, Standard & Poor's Ratings Services revised the outlook
to stable from negative and affirmed the ratings on Pinnacle West Capital
Corp. (PWCC) and Arizona Public Service Co. (APS), the company's wholly
owned electric utility, reflecting the long-awaited resolution of APS' .
general rate case. )

The Arizona Corporation Commission (ACC) voted 4-1 on March 28, 2005
to adopt with few changes the terms of a settlement agreement negotiated
by 21 of 22 parties in August 2004 and thereby resolve many of the issues
that have challenged the consolidated credit quality of PWCC and APS.

Among the most significant benefits of the settlement is the
rate-basing of 1,790 MW of generation that is currently owned by Pinnacle
West Energy Corp (PWEC), PWCC's nonregulated wholesale generation
subsidiary. The assets will be transferred at a value of $700 million,
which represents a disallowance of approximately $148 million. As a
result, PWEC's merchant plant ownership will drop from about 2,200 MW of
nameplate capacity to about 425 MW, significantly lowering the business
risk profile of PWCC.

The transfer will require the approval of the FERC, which must assess
the extent to which APS could exert regional market power if the
rate-basing is approved. Until FERC authorization is granted, APS and PWEC
will enter into a cost-based power purchase agreement (PPA), which will be
extended to 30 years in the event that the FERC rejects APS' request. If
the rate-basing is rejected, the PPA is structured to mimic the benefits
that would otherwise accrue to PWCC and APS under rate-basing. Because
load growth in APS' service territory is projected to grow between 4%-6%
per year over the next five years, BPS will still need an additional 1,200
MW by the summer of 2007 to fill the gap between power supply and demand.

The substantial reduction in PWEC's operations, combined with PWCC
management 's demonstrated commitment to scale back the activities of its
three other unregulated subsidiaries--SunCor, El1 Dorado and APS Energy
Services--has resulted in an improved consolidated business profile score
of '5" from a '6', based on Standard & Poor's 10-point scale, where '1’
represents the strongest profile. APS' business profile of '5' is
unchanged.

The ACC also approved a 4.21% increase in base electric rates, which
will go into effect April 1, 2005. This rate increase, along with other
measures management has taken, are expected to be sufficient to maintain
credit metrics in the 'BBB' category. However, because the rate increase
falls short of the original 9.8% rate increase sought by the utility, it
is likely that APS will need to file a new rate case in the next several
years. The utility faces continued regulatory challenges in seeking rate
relief. The authorization of a fuel and purchased power mechanism, called
the Power Supply Adjuster (PSA), is expected to provide only modest
protection to the utility in the interim because of structural weaknesses
in its design. Specifically, base fuel and purchased power costs are set
at 2.1 cents/kilowatt-hour (kWh), a level that is low relative to APS’
projected fuel costs. While APS may request annually that the PSA be used
to collect fuel, purchased power, and hedging costs in excess of this base

http://www .ratingsdirect.com/Apps/RD/controller/Article?id=431807 & type=&output Type=print&from=Al... 4/1/2005
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rate, any authorized increases are capped at 4 mills/kWh over the life of

the PSA. APS expects it will reach the 4 mill limit in the first year. An

additional limitation exists that caps APS' total fuel costs in any ;’
calendar year to $776 million. APS may not collect through the PSA any :
expenses that exceed this amount, but instead must file a rate case with

the ACC. The 2l-month resolution of the current rate case, which APS

originally filed in June 2003, indicates that APS may not be able to rely

on rate cases to provide timely adjustments to the base fuel and power

purchase rate.

The decision does give the ACC the ability to establish an additional
surcharge for fuel and purchased power costs outside of the annual PSA
calculation. APS must notify the ACC if power and fuel cost deferrals
exceed $50 million on its balance sheet, and if deferrals rise to $100
million, the ACC may elect to implement a surcharge in addition to the
PSA. But the requirement for the ACC to do so, and the timing of its
actions, as well &s the amortization of cost recovery it would elect in
such an instance, "are uncertain. :

APS has hedged approximately 75% of its natural gas needs for 2005 v -
and approximately 40% for 2006, which mitigates the exposure that the )
utility will have under the PSA in the short term. However, over time, it
is likely that APS will need a stronger PSA to maintain its current credit
ratings, particularly given the expectation that over the next five years
APS' fuel mix will become heavily concentrated in natural gas.

Short-term credit factors .
PWCC's liquidity is adequate, and as of March 31, 2005, PWCC's :

consolidated cash and cash equivalents position was approximately
$250 million. This very strong cash position is due largely to APS'
issuance of $300 million in notes in June 2004 in order to prefinance
about $400 million in utility obligations due in January and August
2005.

Both PWCC and APS maintain CP programs. Neither program had any
CP balances as of March 31, 2005. PWCC's program is for $250 million
and is supported by a three-year, $300 million credit facility that
PWCC put into place in October 2004. The revolver allows PWCC to use
up to $100 million of the facility for letters of credit. The
revolver has no material adverse change clauses pertaining to
outstanding CP balances.

APS maintains a $250 million CP program. In May 2004, APS
renegotiated its revolver and increased the size to $325 million.
Also a three-year term, the facility supports the utility's CP
program and provides another $75 million for other liquidity needs,
including letters of credit. The supporting facility has no material
adverse change clauses pertaining to outstanding CP balances.

The revolvers do not have any termination triggers tied to
credit downgrades, but they do have restrictive covenants, including
interest coverage and leverage tests. The agreements also have
cross-default provisions.

i

Outlook

The stable outlook reflects the expectation that PWCC will continue to
focus on the regulated operations of APS, which is projected to contribute
more than 85% of its funds from operations in 2005. The failure of PWCC or
APS to meet expected financial results in 2005 and. 2006, particularly in
light of the weakening in consolidated and utility credit metrics in 2004,
could lead to a downward revision of the outlook or a ratings change.
Downward pressure on the ratings will occur if APS incurs significant
power or fuel cost deferrals in excess of the PSA's limitations. Any
positive rating action is unlikely in the near-term given the financial
metrics and the longer term risks that the terms of the PSA present.

£ Ratings List
To From
Pinnacle West Capital Corp.
Corporate credit rating BBB/Stable BBB/Negative
Senior unsecured debt BBB-
Commercial paper A-2
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Arizona Public Service Co.

o Corporate credit rating BBB/Stable BBB/Negative
. Senior unsecured debt BBB .
Commercial paper A-2

Complete ratings information is available to subscribers of RatingsDirect,
Standard & Poor's Web-based credit analysis system, at
www.ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at www.standardandpoors.com;
under Credit Ratings in the left navigation bar, select Find a Rating,
then Credit Ratings Search.
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Electric Utilities

[ ndustry overview | April 10, 2005
Second-Level Commodity
Plays Come out of Hiding

© What's New: Power prices are higher and could stay there
Sharply higher current forward power prices (15-25% vs. 2/05). May be indicative of
semi-permanent new higher levels - not only high gas prices but rising coal, emission
allowances, and growing tightness of nuke and coal plant availability may mean
further rising power prices driven not just by volatile gas.

e Conclusion: Consensus could be too low
Stock market may be significantly low on low-cost nuke/western coal generators (and
too optimistic about coal/gas burners and power buyers). Aggressive hedging is likely
to lock in sharp EPS increases for low-cost sellers.

¢ Stock implications: EIX, ETR and EXC could see the most EPS upside
At current forward power prices, much already locked in, it appears to us that EIX is
highly likely to beat consensus 2005 and 2006 estimates and ETR 2007 estimates, even
if power prices fall sharply. We believe stand-alone EXC projections, assuming an
Tllinois auction, could produce $4.00-$4.50 EPS, which we believe is far above
consensus thinking. All three stocks could produce high single to double-digit EPS
growth over 3-5 years.

Coal and power purchasers like AEP, PPL (East & West), and FE (East) and
gas/power buyers PNW & PSD could see margin pressure in the near and middle term.
* industry View: Cautious

Historical tendency of the electrics is to underperform in a rising interest rate
environment. Relative P/E is near the top of 15-year range, which may be difficult to
sustain given our view of rising capex and declining margins for many utilities over
the next several years. ’

Morgan Stanley does and seeks to do business with companies covered in its research reports. As a result, investors should be aware that
the firm may have a conflict of interest that could affect the objectivity of this report. Investors should consider this report as only a single -
factor in making their investment decision. Customers of Morgan Stanley in the United States can receive independent, third-party

research on the company or companies covered in this repoit, at no cost to them, where such research is available. Customers can access
this independent research at www.morganstanley.com/equityresearch or can call 800-624-2063 to request a copy of this research.

Please see analyst certification and other important disclosures starting on page 22.
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Who Gets Hurt by Higher Commodity Prices?

Exhibit 11
Higher Commadity Prices = Potential Harm for Coal Burners/Net Power Purchasers

, Comments
Coal Burners (1) " AEP, PPL Margin squeeze from rising coal & emissions allowance costs.
FE OH rate deal allows for fuel recovery, but could be subject to
prudency reviews.
Short Power - East FE Mostly hedged on power requirements, but poor execution could

result in high-cost open market purchases.

Short Power - West PNW, PSD Both are essentially covered under fue!l clauses - but cash recovery
could be subject to regulatory lag.

PPL, ScottishPower At risk due to dry hydro conditions.

(1) Some possible offset from higher margin on wholesale sales, but most are done during off-peak prices, where vélatilily is not as great as during peak periods.

Electric Utilities — April 10, 2005

Please see analyst certification and other important disclosures starting on page 22.
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Pinnacle West Capital Corp

Maintaining Estimate Despite Equity Issuance

Pinnacle West Capital Corp

Ticker PNW EPS 2004A 2005E 2006E
Price(04/27/05) $42.47. 1Q (Mar) $0.33 $0.27A

52-Wk.Range $36.3045.84 | 2Q (Jun) $0.55 .

Mkt.Cap(BN)  $3.92 3Q (Sep) $1.15

Fiscal Year Dec 4Q (Dec) $0.34 .

Shares O/S(MM) 92.08 FY $2.39 $3.00 $3.00
Div Yid 4.47% P/EFY 17.8 14.2 14.2

*QOfficial EPS estimates rounded to nearest $0.05 per share,

PNW announced that it will be issuing 5.3 to 6.1million shares of stock. However, we are
maintaining our 2005 and 2006 EPS estimates despite the company's announcement as
we expect there to be offsets in both years.

PNW announced that it will be issuing 5.3 to 6.1million shares of stock. The
company plans to infuse the proceeds into the utility prior to its rate case filing by
year-end. Although based on the company’s filing date, we believe future regulatory
recovery of this investment could be challenging and the benefits of such an issuance

are not expected to be received until the 2007 time frame.

The company has disclosed that it received interest from several buyers for its '
Silverhawk power plant. It now appears likely that PNW will announce and
potentially close on the sale before year-end.

PNW reported operating EPS of $0.27 as compared to $0.34 in the same period in

- the prior year. The reduced earnings in the 1Q05 were the result of weaker
‘performances at the utility and the marketing & trading business, which was offset

by increased contribution from the real estate segment.

We are mainfajning our 2005 EPS estimate of $3.00 to account for the company’s -
ahead of plan 1Q0S5 éarnings as it should offset share dilution. We are also
maintaining our 2006 EPS estimate of $3.00 as we are assuming the reduction of

losses from a sale of Silverhawk will offset share dilution.

We are mamtammg our Neutral rating on PNW as we believe the shares look falrly
valued using both a DCF and P/E valuation. We believe the shares should trade at a
slight discount to the group average to reflect the continued regulatory overhang at

the company’s primary business segment, the regulated utility.

“
"JPMorgan

Neutral
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We expect PNW’s announcement that it will issue up to 6.1million shares of stock to
be dilutive in 2005 and 2006. Additionally, we believe future regulatory recovery of
this investment could be challenging once infused into the utility. PNW announced
that it will be issuing 5.3 to 6.1million shares of stock. The company plans to infuse the
proceeds into the utility prior to its rate case filing by year-end. Based on the company’s
filing date however, the benefits of such an issuance are not expected to be received until
the 2007 time frame since any change in rates are not expected to take effect until then.
In addition, we are concerned over the regulatory environment in Arizona and believe
there is some level of uncertainty over the company’s ability to benefit from the entire
equity infusion. Furthermore, we expect the issuance to be dilutive to earnings in both
2005 and 2006 by approximately $0.10 to $0.15 per share.

We are maintaining our 2005 estimate to account for the company’s ahead of plan
1Q05 earnings as it should offset share dilution. We are also maintaining our 2006
estimate as we are assuming the reduction of losses from a sale of Silverhawk would
offset share dilution. PNW reported 1Q05 earnings that were well below our estimate.
However, they maintained their 2005 guidance of $3.00 per share as earnings in the
quarter were ahead of plan. The ahead of plan earnings are expected to offset the impact
of share dilution. As a result, we are now expecting earnings for the remainder of the
year to be stronger than anticipated and are thus maintaining our 2005 EPS estimate of
$3.00 per share. In addition, we are maintaining our 2006 EPS estimate of $3.00 per
share as we are now assuming that PNW is successful in selling its unprofitable
Silverhawk plant following its disclosure that it has received interest from several buyers
for the asset. It appears likely that PNW will announce and potentially close on the sale
before year-end, which is expected to raise approximately $200 to $215 million. We

. beliéve such a sale would remove the earnings loss from the plant and thus serve as an
offset to the share dilution associated with the announced equity issuance.

The company reiterated its earnings guidance based on several assumptions and
continues to expect a rate case filing by year-end. Based on the current share count,
PNW’s guidance assumes that SunCor, the real estate business, contributes $50 million
or $0.55 per share to 2005 earnings and that Silverhawk has a full year’s loss of between
$0.20 and $0.25 per share. Additionally, the guidance assumes that costs associated with
the pending Sundance plant acquisition will decrease earnings by $0.03 per share and
will close in the spring of 2005. The company also reiterated its intent to file a rate case
before the end of the year as result of cost increases from both the Sundance plant and its
above normal growth. The company is anticipating an equity ratio in the low 50% range
when filing, which includes an infusion into the utility from the announced equity
issuance and potential Silverhawk sale. This level compares to an approximately 45%
ratio at year-end 2004,

PNW reported operating EPS of $0.27 as compared to $0.34 in the same period in
the prior year. The reduced earnings in the 1Q05 were the result of weaker
performances at the utility and the marketing & trading business, which was offset by
increased contribution from the real estate segment.

e The regulated utility’s EPS contribution declined by $0.06 per share due to
strong customer growth of about $0.04 and lower fuel/purchased power costs of
about $0.07 being more than offset by milder weather and increased operating
costs relating to growth. As a result, the utility’s earnings decreased by about
$0.06 versus last year’s quarter. The quarter’s results did not include the benefits
from PNW’s recently approved rate increase as it is set to become effective:

2Q05
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¢  Earnings from the Marketing & Trading declined by approximately $0.10
primarily due to incremental costs associated with the Silverhawk power plant,
which came on-line in mid-2004, and decreased margins on retail sales in
California. In its release the company also announced that it has received
interest for the purchase of the Silverhawk plant. A sale is expected to be
finalized in the coming weeks with a potential close in the fall of 2005.
Expected net proceeds would be $200 to $215 miliion.

e The EPS from the Real Estate business increased by $0.08 as a result of
: increased asset sales. PNW noted that it continues to expect this business to
contrlbute $50 million to 2005 earnings.

During the quarter the company received final approval of its regulatory settlement
reached in mid-2004, which is positive in the near-term, but will create regulatory
uncertainty going forward as the company will again file a rate case by year-end.
The resolution of the settlement was positive, but it does not remove the regulatory
overhang from the company. The settlement provides the company near-term protection
from rising energy costs with the implementation of a power supply adjustor (PSA),
which will provide a sharing of power costs using a 90/10 sharing mechanism, providing
for customers to incur 90% of the variance in power costs and the company to incur 10%.
As originally envisioned the PSA would have provided longer term protection, but as we
will discuss below there were several modifications which resulted in the PSA only
providing near-term protection. The modifications to the settlement combined with the
commission's earlier decision regarding the deferral of the costs associated with the
acquisition of the Sundance power plant, will likely result in a reduction in the amount of
those costs ultimately deferred. This results in the company moving to file another rate
case by year-end 2005.

While there were many small modifications to the settlement, below we discuss what we
believe to be the two major modlﬁcatlons to the original settlement:

1) The commission is limiting the amount of "annual net fuel and purchase power
costs” that can be used to caiculate the annual PSA to no more than $776
million. Any amount of cost above those levels would not be recovered from
rate payers and would be absorbed by the shareholders. At the time the
company exceeds the total amount it would then need to come back to the .
commission to file a rate case. Increasing gas costs over the amount imbedded in
the fuel cost for the base rates, potential increasing coal costs due to contracts
which are re-priced in 2007, and underlying 5%+ growth in usage will likely
result in the company filing for rate relief.

2) The commission approved a total bandwidth for the PSA of $4/mwh. Any
amounts above that would be included in a balancing account for recovery at a
later date. While the original settlement also had a $4 bandwidth, it was an
annual change not a total for the life of the PSA. Additionally, language was
added which would require the company to come in to address the balancing
account before it reaches $100 million. While the change appears to maintain
the company's right to recover the balance, the change in the bandwidth could
result in an increased delay in recovery of the cash in the balancing account. It
appears that with the la.nguage the company will be able to defer the costs on an
accounting basis.

Upcoming Events

Date Event Completed
January 11 ACC Approval of Sundance v _



US Equity Research ) ‘

J.P. Morgan Securities Inc. "
Pinnacle West Capital Corp J Pmorgan 4

March ACC Approval of Rate Case Settlement A
April 15 FERC Filing for Approval of PWEC Asset Transfer v
May FERC Approval of Sundance :

Spring Closing of Sundance

Fall 2005 FERC Approval of PWEC transfer (assuming no hearings)

By Y/E 2005 File Rate Case in AZ

Source: Company and JPMorgan estimates

Valuation and Rating Analysis

We are maintaining our Neutral rating on PNW as we believe the shares look fairly
valued using both a DCF and P/E valuation. On a relative P/E basis, PNW is trading at
about 14.2 times our 2006E EPS, which is a 2% discount to the group average P/E of
14.5 times. We believe the shares should trade at a slight discount to the group average to
reflect the continued regulatory overhang at the company’s primary business segment,
the regulated utility.

Risks to Our Rating

Our estimates also assume a continued population shift in the U.S. to the southwest, in
particular Arizona, and thus if for some reason the area suffered an unexpected economic
slowdown, not only would our demand growth assumptions at the utility likely be too
high, but our assumptions for the company's real estate portfolio would also likely be too
aggressive, Our estimates assume that the company’s unregulated power plant located in
the desert southwest continues to be a drag on earnings in our 2005 EPS estimate. If
spark spreads improve beyond our expectations and the plant is able to be break-even we
could see the stock react positively.

Companies Recommended in This Report
Pinnacle West Capital Corp (PNW/$42.47/Neutral)
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the analyst covered in this research) that: (1) all of the views expressed in this research accurately reflect his or her
personal views about any and all of the subject securities or issuers; and (2) no part of any of the research analyst's ,
compensation was, is, or will be directly or indirectly related to the spec1ﬁc recommendations or views expressed by the
research analyst in this research.
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Opinion

Credit Strengths
Credit strengths for Pinnacle West Capital Corp. (Pinnacle) are.
-Stable cash flows generated by subsidiary APS.
-Growth rates within APS' service territory are above the national average.

-Management has historically been able to adequately manage the less predictable and challengmg regulatory environment that exists
within Arizona.

-Accelerated asset sales program at real estate subsidiary Suncor is expected to provide a significant enhancement to cash flow through
2005.

-Renewed focus on core regulated operations.

-Demonstrated intent to maintain leverage.at a reasonable level.

Credit Chalienges
Credit challenges for Pinnacle are: .
-Pinnacle's cash flows are highly dependent upon dividends from APS.
- The increase approved in APS recently concluded rate case was less than half of the company's original request.

- Peak demand in APS's service territory (6,402 MW in 2004) is greater than the company's 5,806 MW of capacity of which 4,006 MW is
owned generating capacity and 1,800 MW are generating assets owned by its affiliate Pinnacle West Energy Corporation that are included in
rates and will be transferred to APS after FERC approval.

- APS' growing territory requires increasing amounts of capital expenditures.

Rating Rationale

The Baa2 rating of Pinnacle West Capital Corporation’s (Pinnacie) senior unsecured debt reflects the strength of its principal subsidiary,
Arizona Public Service Company (APS: senior. unsecured Baa1), the economic strength of its service territory, the utility's historically
predictable cash flow, and a conservative dividend payout ratio. The rating also considers.the level of structural subordination that exists
relative to subsidiary debt.

The rating reflects a projected stabilization of cash flow metrics following the recent finalization of APS' 2003 rate case combined with
Pinnacle's announced intent to raise approximately $250 million of new equity, and to divest its interest in the Silverhawk facility, the
proceeds of both of which will be invested in APS. By 2006, Pinnacle's funds from operation (FFO) as a percentage of total adjusted debt is
projected to be about 18%.

Pinnacle's rating recognizes the less predictable regulatory environment in Arizona, but assumes APS' historical ability to effectively
operate against this backdrop will continue. The rating also assumes that potential additions to APS' generating resources and/or
improvements in its delivery system would be accomplished in a manner that would allow consolidated leverage to remain at about the
current level.

The rating considers the near term rate clarity that has resulted from the ultimate conclusion of APS' 2003 rate case in March. Although
the approved rate increase was less than half of the company's original request, the Arizona Corporation Commission (ACC) decision did
allow for a 4.2% increase in retail rates, and provided for the inclusion of 1,800 MW of PWEC held generating capacity in APS rate base. The
decision also incorporated an adjustment mechanism for the cost of fuel and purchased power that is expected to positively impact APS cash
flow beginning in 2006. The rating recognizes the company's demonstrated intent to improve financial strength by financing a portion of its
increasing capital expenditures with equity. The proceeds of Pinnacle's equity offering (approximately $250 million), along with proceeds of
its divestiture of the Silverhawk facility, will be used to fund a portion of APS increasing capital expenditures, inciuding the purchase of the
Sundance plant. .



Rating Outlook

Pinnacle's rating outlook is stable reflecting near term rate clarity, an economically strong service territory, the company's focus on core
regulated operations and its demonstrated intention to maintain leverage at an appropriate level as it incurs additional capital expenditures.

What Could Change the Rating - UP

The rating outlook could be revised upward if there were to be a substantial reduction in leverage, a sustainable increase in cash fiow
which could lead to adjusted FFO as a percentage of adjusted total debt above 20%, or an improvement in regulatory predictability.

What Couid Change the Rating - DOWN

Adverse regulatory rulings, significant increases in capital expenditures that are financed in a manner inconsistent with the company's
historically strong leverage ratios, or sustained inability to meet customer demand for power from available resources.

© Copyright 2002 by Moody's Investors Service, 99 Church Street, New York, NY 10007. All rights reserved.

Copyright 2005, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc. (together, "MOODY'S"). Ali
rights reserved. _
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Opinion

Credit Strengths
Credit strengths for Arizona Public Service Company are:
-Growth rates within the company's service territory afe above the national average.
-Relatively strong operating cash flow.

-Management has historically been able to adequately address the less predictable and challenging regulatory environment that exists
within Arizona.

-Recovery of fuel and purchased power costs through an adjustment mechanism that was approved by ACC in March 2005.
-Demonstrated intent to maintain leverage at a reasonable level. '

Credit Challenges
Credit challenges for Arizona Public Service Company are:
- Recently approved rate increase was less than half of the company's original request.

-Peak demand in APS' service territory (6,402 MW in 2004) is greater than the company's 5,806 MW of capacity of which 4,006 MW is
owned generating capacity and 1,800 MW are generating assets owned by its affiliate Pinnacle West Energy Corporation that are included in
rates and will be transferred to APS after FERC approval.

- Growing territory requires increasing amounts of capital expenditur_es.
- APS operates its business in a challenging state regulatory environment.
-Uncertainty exists regarding the future of competition within the state of Arizona.

Rating Rationale

The Baaft rating of Arizona Public Service Company's (APS) senior unsecured debt recognizes the economic strength of APS' service
territory, a low number of industrial customers, and management's ability to operate within a sometimes challenging regulatory environment.
The rating also reflects a projected stabilization of cash flow metrics following the recent finalization of APS' 2003 rate case combined with
the announced intent of its parent Pinnacle West Capital Corporation (Pinnacle) to infuse approximately $250 million of new equity, as well
as the proceeds from its pending sale of the Silverhawk facility, into APS. By 2006, APS adjusted funds from operation (FFO) as a
percentage of total adjusted debt is projected to be approximately 20%.

The rating also recognizes the less predictable regulatory environment in Arizona, but incorporates an assumption that APS'
demonstrated ability to effectively operate against this backdrop will continue. The rating also assumes that potential additions to generating
resources and improvements in delivery systems will be accomplished in a manner that allows leverage measures to improve over the near
to medium term. The rating assumes management will continue its renewed focus on regulated operations.

The rating considers the near term rate clarity that has resulted from the ultimate conclusion of APS' 2003 rate case in March. Although
the approved rate increase was less than half of the company's original request, the Arizona Corporation Commission (ACC) decision did
allow for a 4.2% increase in retail rates, and provided for the inclusion of 1,800 MW of PWEC held generatmg capacity in APS' rate base.
The decision also incorporated an adjustment mechanism for the cost of fuel and purchased power that is expected to positively impact APS
cash flow beginning in 2006. The rating recognizes the company's demonstrated intent to improve financial strength by financing a portion of
its increasing capital expenditures with equity. The proceeds of Pinnacle's equity offering (approximately $250 million), along with the
proceeds of its divestiture of the Silverhawk facility, will be used to fund a portion of APS' increasing capital expenditures, including the
purchase of the Sundance plant.

Rating Outlook

APRS' rating outlook is stable, refiecting near term rate clarity, an economically strong service territory and the company's demonstrated
intention to maintain leverage at an appropriate level as it incurs additional capital expenditures.



What Could Change the Rating - UP

The rating outlook couid be revised upward if there were to be a substantial reduction in leverage, a sustainable increase in cash flow
such that adjusted FFO as a percentage of adjusted fotal debt would be above 20%, or an improvement in regulatory predictability.

_ What Could Change the Rating - DOWN

Adverse regulatory rulings, significant increases in capital expenditures that are financed in a manner inconsistent with the company's
historically strong leverage ratios, or sustained inability to meet customer demand for power from available resources.

© Copyright 2002 by Moody's Investors Service, 99 Church Street, New York, NY 10007. All rights reserved.

Copyright 2005, Moody's investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc. (together, "MOODY'S“) All
rights reserved.
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£ Rationale

Arizona Public Service (APS) is a wholly owned subsidiary of Pinnacle West Capital Corp. (PWCC)
and by far the most important company within the PWCC family. The ratings on APS and PWCC are
based on the consolidated credit assessment method, resuiting in the same corporate credit rating for
the holding company and APS.

APS' business profile is satisfactory, a '5' on Standard & Poor's Ratings Services' 10-point scale where .'
1" is excellent). Strengths specific to the utility include a Phoenix service territory that is the second-
fastest growing region in the U.S. behind Las Vegas, Nev., a diversified power supply portfolio, and the
recent approval by the Arizona Corporation Commission (ACC) of a settlement in APS' rate case,

which, through a 4% increase in retail rates and the addition of a fuel and purchased power costs
adjuster, should shore up a financial performance that has been weakening over the last several years.

APS' near-term challenges are largely regulatory. Timely recovery of costs incurred in the rate base will
remain challenges for the utility, despite the recent completion of a major rate case. APS filed its
recently completed rate case in June 2003, and the process that culminated in the settlement allowed a
modest rate increase that took effect in April 2005, nearly two years later. Because these rates are
based on a December 2002 test year, the utility will need to soon file a new rate case to reflect its
significant capital expenditures and to keep current on its generation costs that are gradually becoming
more concentrated in natural gas. While the fuel and purchased power adjuster is expected to provide
some rate relief to the utility, the adjuster is capped at a level that will likely need to be revisited well
before its expiration in five years. And, because load growth in APS' service territory is projected to
grow between 4%-6% per year over the next five years, APS will still need an additional 1,200 MW by
the summer of 2007 to fill the gap between power supply and demand.

PWCC's business profile of '5' reflects the most significant benefit of the APS settlement, which is the
authorization the utility received from the ACC to rate-base 1,790 MW of generation that is currently
owned by Pinnacle West Energy Corp (PWEC), PWCC's non-regulated wholesale generation
subsidiary. The transfer will require the approval of the FERC. PWCC is also in discussions with a third
party to sell PWEC's 425 MW interest in Silverhawk. The elimination of merchant operations from
PWCC's consolidated operations, combined with the scaling back of activities of its three other
unregulated subsidiaries--SunCor, El Dorado, and APS Energy Services--has improved consolidated
business risks and should help to achieve improved financial metrics, which have been weakening
since 2002 as a function of APS' need for a rate adjustments and PWEC's merchant operations.
However, in 2004 consolidated financial metrics remained largely in line with the rating. While 2004
funds from operations to total debt was slightly weak at 14.5%, the company's forecasts expect 2005
metrics to stabilize, which should occur given the positive developments at APS and PWEC.

Short-term credit factors
PWCC's short-term rating is 'A-2'. The rating is supported by the consolidated corporate credit rating,
the fact that the preponderance of cash flows are produced by APS, a vertically integrated electric
utility, and the expectations for diminish capital and liquidity requirements at PWEC. As of March 31,
2005 PWCC's liquidity was ample, with consolidated cash and cash equivalents at about $250

http://www ratingsdirect.com/Apps/RD/controller/Article?id=441690&type=&outputType... 5/24/2005
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million. This very strong cash position is due largely to APS' issuance of $300 million in notes in’
June 2004 in order to pre-finance about $400 million in utility obligations due in January and August
2005.

Both PWCC and APS maintain CP programs. Neither program had any CP. balances as of March
31, 2005. PWCC's program is for $250 million and is supported by a three-year, $300 million credit
facility that PWCC put into place in October 2004. The revolver allows PWCC to use up to $100
million of the facility for letters of credit. The revolver has no material adverse change clauses -
pertaining to outstanding CP balances.

APS' short-term rating is also 'A-2'. The rating is supported by the stability of cash flows from
regulated operations and good liquidity, although APS' will need to continue to rely on borrowings to
fund portions of its capital expenditure program, which is expected to be $770 million in 2005, up
significantly from $484 million in 2004. APS maintains a $250 million CP program. In May 2004, APS
renegotiated its revolver and increased the size to $325 million. Also a three-year term, the facility
supports the utility's CP program and provides another $75 million for other liquidity needs, including
letters of credit. The supporting facility has no material adverse change clauses pertaining to
outstanding CP balances.

£ Outlook .
The stable outlook reflects the expectation that PWCC will continue to focus on the regulated
operations of APS, which is projected to contribute more than 85% of its funds from operations in 2005, *
The failure of PWCC or APS to meet expected financial results in 2005 and 20086, particularly in light of
the weakening in consolidated and utility credit metrics in 2004, could lead to.a downward revision of
the outlook or a ratings change. Downward pressure on the ratings will occur if APS incurs significant
power or fuel cost deferrals in excess of the fuel and purchased power adjuster's limitations. Any
positive rating action is unlikely in the near-term given the financial metrics and the longer term risks
that the terms of the PSA present. :

Copyright © 1994-2005 Standard & Poor’s, a division of The McGraw-Hill Companies.
All Rights Reserved. Privacy Policy ’
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Reason for Report: (2 Review; Raising 2006F for Volatility Risk:
SunCor Contribution . MEDIUM
Price: $45.60 Highlights:
Estimates (Dec) 2004A 2005E  2006E ¢ Q2 operating EPS of $0.89 came in well ahead of
EPS: $239  $320  $3.10 consensus ($0.80) and our high-end $0.85E. The
P/E: 19.1x 14.3x 14.7x result was up $0.33 (+59%) versus Q2 last year or
GAAP EPS: $2.66 528’-42 $3.10 $0.30 if we exclude the Q2 2004 Silverhawk drag.
: . 18.8 14.7
SII:‘SA é’h‘;f,’?gc (YoY): 17.1x 33_9«/’: _3_1;: ¢ The key positive was APS’s rate increase (+$0.17).
Consensus EPS: $3.06 $3.09 Other benefits were fuel deferrals (+$0.05) and lower
(First Call: 27-Jun-2005) A depreciation (+$0.06). Absence of regulatory asset
Cash Flow/Share: $5.92 $6.45 $7.25 amortization was a benefit for the last time (+$0.06).
Price/Cash Flow: : 7.7x 7.1x 6.3x

o  Retail growth was again a key driver (+$0.08) with

g;z;g::g 5‘::(‘ : ::} %;22 ?612 customer count up 4.2%. Real estate (SunCor) also
o . had a strong Q2 (+$0.06). O&M was up as expected
Opinion & Finzncial Data (-$0.15) but should moderate in H2. Lower M&T
M Value Shmlg\gus:ng;iggi(n;:; ?;24-28 o758 gross margin (-$0.06) was the other main negative.
Book Value/Share (Jun-zoos); $32.89 e PNW reiterated an earnings outlook of a range
Price/Book Ratio:  1.4x around $3.00/sh. This includes a Silverhawk drag,
ROE 2005E Average: 9.9% : which we exclude from our $3.20E given its
B ?Ytirn;:ts/ gm 2163/? impending sale. An updated outlook is expected later
Est. 5 Year Dividend Growth:  5.0% this year, with SunCor one area where we may see
N upside given sustained asset values. We are raising
Stock Data . our 2006E EPS by $0.10 to $3.10 on the expectation
< 5;;‘}"5661( lﬁaﬂgel 3‘;?;3-:39-63 " of a less severe slowdown at SunCor.
Institutional nymhig_x\si::egr:; }7)3_5% éw ’ ¢ Earnings power for 2007 remains a key focus and
. Brokers Covering (First Call): 11 we see $3.30 as a reasonable range. This is also an

increase of $0.10 given our stronger SunCor outlook.

e  APS still expects to file its next rate case later this
year, with a decision expected by late 2006 or early
2007. In the meantime, APS has made its first fuel
surcharge filing and this case will be watched closely
for any signs of pushback from regulators.

e  We remain Neutral with the stock trading at 13.8x
our indicative 2007 earnings power. This is a slight
discount to integrated electric peers, which we see as
reasonable given uncertainty around the rate case and
other Arizona regulatory outcomes. PNW’s growth is
attractive, but also presents challenges in the context
of a relatively unpredictable regulatory regime.

Merrill Lynch does and seeks to do business with companies covered in its research reports. As a resuit, investors should be aware
that the firm may have a conflict of interest that could affect the objectivity of this report,

Investors should consider this report as only a single factor in making their investment decision.

Customers of Merrili Lynch in the US can receive independent, third-party research on companies covered in this report, at no cost to
‘them, if such research is available. Customers can access this independent research at http://www.ml.com/independentresearch or
- can call 1-800-637-7455 to request a copy of this research. ' -
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Rate Relief Fuels Q2 Growth

PNW posted Q2 results well above market estimates
and indicated that they remain on track for the full
year. As in Q1 —when results had fallen well short of
market forecasts — PNW stated that the Q2 performance
was consistent with their own projections.

Management gnidance for 2005 remains a “reasonable

. range around $3.00/share”. We note, however, that this .
still includes an assumed annual operating drag from the
Silverhawk plant which we are excluding in our $3.20E.

& Raising 2006E on SunCor Outlook

We are raising our 2006E EPS from $3.00 to $3.10
given expectations of more sustained real estate
earnings at SunCor. Management indicated that they will
be giving an updated outlook — including specific
comments on their business plan for SunCor — later in the
year. Timing for this disclosure remains uncertain,
although it could come as soon as the investor meetings
scheduled for August 31 (Boston) and September 1
(NYC). PNW’s last formal outlook for SunCor indicated
earnings likely would drop into the $10M ($0.10 on
current share count) range from 2006 once the three-year
accelerated sale program ended. In our opinion, continued
strong market fundamentals and the hiring of a new CEO
suggest that the drop-off would in fact be less than this. In
~ addition, SunCor’s accounts show an asset base which has
not been shrinking as we would have expected given its
accelerated sales program. In view of this, we have raised
our estimate for SunCor in 2006 from $20M ($0.20/share)
to the $30M range ($0.30/share). While a meaningful
jump versus the last official outlook, we note that this level
of ongoing contribution would still be much lower than
both 2003 ($56M) or 2004 ($49M).

¥ 2007 Earnings Power Remains Key

Our analysis indicates post-rate case earnings power
(2007) in the $3.30/share range. Assumptions for the
electric businesses remain unchanged, but we have added
$0.10/share for our revised estimate of sustainable Suncor

" earnings. Components of our revised forecast are therefore
$2.85 for APS; $0.30 for SunCor; $0.15 from marketing
and trading (including off-system sales); and break-even
from the parent and other businesses combined.

Rate base method suggests $2.85 of regulated EPS in
2007. As laid out in more in our last quarterly note (4/28)
we project Arizona jurisdictional rate base of about $4.4B
in the upcoming case. We start with $3.9B as of year-end
2004, add two years of growth in the $170M range and the
$190M purchase price for the Sundance acquisition. The
current allowed equity is 45% but we expect APS to file
for a level in the low-50% range afier equity infusions.
Using a ratio of 52% and an ROE of 10.25% (unchanged)
we calculate net income potential of $240M. To this we
add FERC-regulated transmission rate base (about $650M)
on which we estimate annual earnings in the $40M range.
Combined earnings power would therefore be $280M or
$2.85/share on the current share count.

Refer to important disclosures on pages 6to 7.

Regulatory Agenda Still Busy
& New APS Rate Case Filing Late 2005

As noted above, APS is expected to file another rate
case later this year. A decision is expected by year-end
2006 or early 2007 —hence our focus on 2007 for post rate
case earnings. The issues are expected to be much less
controversial than the last case, which was complicated by
the aborted transition of generation assets to competitive
status and the request to rate-base PWEC generation
assets. This time around APS will be seeking rate base
treatment for the Sundance plant — although the
uncertainty relates more to the approved investment level
than to the rate-basing itself. It is also possible that APS
may seek to include further generation assets in rate base,
depending on the outcome of its ongoing RFPs.” In this
case, any additional assets acquired as part of the RFPs
might be added to the rate case as an amendment to the
initial request. More likely, given the timing, such an
application would probably be made in a future filing.

& First Filing Under PSA Recently Made

APS recently filed for recovery of $100M of deferred
power costs. Under its new PSA clause, APS now defers
90% of the difference between actual fuel and purchased
power costs and the level included in base rates (¢2.0743
per kWh). Under terms of the PSA, the utility is required
to file for a surcharge when its deferred balance is in the
$50-$100M range and it passed the threshold earlier in
July. While the PSA filing should be relatively routine, we
note that this is the first such proceeding under the new
mechanism. Given a somewhat unpredictable regulatory
environment in Arizona of late, investors likely will watch
the progression of this case with interest.

PSA cost cap not expected to be an issue in 2005/2006.
Separately, we note that the PSA includes a cap of $776M
on overall fuel and purchased power expense. With actual
costs now deferred, it is more difficult to keep track of
progress versus this cap, although we believe there is some
headroom before this becomes an issue. Retail fuel and
power expense for full-year 2004 was $567M and is about
$600M including deferrals for the twelve months ended in
June. If the cap were breached, it remains unclear whether
this might be addressed through a waiver or potentially
considered within the construct of a general rate case. In
any event, with hedges in place for 85% of remaining 2005
price exposure and 75% for 2006, PNW sees little chance
that it would end up above the cap either this year or next
(i.e. before the next rate case). ’

® RFP Outcomes Expected in the Fall

Management expects to complete its two ongoing RFP
processes this fall. The larger “Reliability RFP” is for at
least 1,000 MW to be delivered beginning in 2007. Bids
were recently received and are currently being evaluated.
Short-listed bidders are due to be notified by August 30,
with notification of the winning bidders in mid-October.
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Meanwhile, in the smaller Renewable RFP, APS is seeking
100 MW of renewable supply starting from 2006. This
process is further along, with short-listed bidders already
notified and a final decision targeted for mid-September.

RFPs may result in further APS rate base additions.
Management would not be drawn as to whether the RFPs
might result in the acquisition of a generation asset(s) for
inclusion in APS’s rate base. This is clearly a possibility,
however, and would likely be additive to earnings power
assuming necessary regulatory approvals.

Q2 Earnings Review

Second Quarter 2005 — Reported $0.28 vs. $0.79 per
share. Operating $0.89 vs. $0.56 per share.

Adjustments: 2005 — $0.57 Silverhawk write-down and
$0.04 Silverhawk operating losses. 2004 — $0.23 gain on
sales of Phoenix Suns.

Twelve Months Ended June 2005 — Reported $2.05 vs.
$2.88 per share. Operating $2.72 vs. $2.64 per share.

Adjustments: 2005 — As above, plus $0.06 Silverhawk
operating losses in Q1 and $0.03 gain on sale of NAC in
Q4. 2004 — As above.

Table 1: PNW - Q2 and Annual Segment EPS
Q22005 Q22004 12m 6/05 Yr. 2004

‘Regulated Electric 071 0.41 197 1.65
Marketing & Trading 0.04 0.09 0.05 0.20
Other 0.13 0.06 0.69 0.54
Operating EPS 0.89 0.56 272 2.39
Special ltems (0.61) 023  (0.67) 0.27
Reported EPS 0.28 0.79 2.05 2.66

Source: PNW and Merill Lynch. Note: Our presentation excludes Silverhawk
eamings from operating EPS beginning from Q1 2005,

Table 2: - PNW - Company EPS Breakdown
' Q22005 Q22004 12m /05 Yr. 2004

Arizona Public Service 0.66 0.60 2.24 219
Pinnacle West Energy 012 (0.12) (0.29)  (0.51)
APSES Retail 6.01 001  (0.02 0.03
SunCor Real Estate 0.12 0.05 0.67 0.54
_ El Dorado 000 (001) (0020 (0.02
Parent Company (0.03) 0.03 0.14 0.18
Operating EPS 0.89 0.56 2.72 239
Special ltems (0.61) 023 (067) 0.27
Reported EPS 0.28 0.79 2.05 2.66

Source: PNW and Merrill Lynch. Note: Our presentation excludes Silverhawk
earnings from operating EPS beginning from Q1 2005.

PNW posted Q2 operating EPS of $0.89, well ahead of
consensus ($0.80) and our top-of-range $0.85E. The
result was an improvement of $0.33 (+59%) versus Q2
2004 and $0.30 (+51%) if we exclude Silverhawk losses
from the prior period.

Refer to importaht dis;:losures onpages6to7.

While the quarter came in ahead of estimates, PNW
noted that it was in line with their plan. We recall that
Q1 results fell well short of market expectations, but were
also on track with management’s (undisclosed) plan.

The main improvement came from higher APS rates
reflecting the rate case settlement (+80.17). This rate
increase became effective from April 1 and benefited the
results for the first time this quarter. Other rate settlement
items were deferrals under the new fuel clause (+$0.05)
and lower depreciation (+$0.06). Absence of regulatory
the asset amortization was a benefit (+$0.06) and will no
Jonger be a factor in future quarterly comparisons.

Retail growth continued to be a key driver (+$0.08)
with annual customer growth running at 4.2% — up from
4.0% at the Q1 stage. Weather-normalized sales were up
by 3.4% overall and by 5.1% in the residential segment.
These rates are higher than seen in Q1, although we note
that the Q1 growth rates were somewhat distorted by 2004
having been a leap year (i.e. 1.1% more days in Q1).

SunCor posted a strong Q2 (+$0.07). The real estate
contribution remains somewhat lumpy and unpredictable
in terms of timing, and we had assumed that the bulk of
SunCor’s would arise more typically towards the end of
the year.

On the negative side, Q2 was hurt by higher O&M

costs (-$0.15), This continued the trend seen in Q1 and
included maintenance; customer service spending; and
employee benefits. As stated last quarter, management is
still expecting O&M comparisons to be more favorable in
the second half, with spending levels little changed versus
H2 of 2004. The other notable negative was Marketing &
Trading (-$0.05) which benefited from an unusually strong
second quarter last year.

Analyst Certification

I, Steven I. Fleishman, hereby certify that the views
expressed in this research report accurately reflect my
personal views about the subject securities and issuers. I
also certify that no part of my compensation was, is, or
will be, directly or indirectly, related to the specific
recommendations or view expressed in this research
report.
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Real Estate Timing Drives 2Q EPS - Corrected Note
supersedes any previous versions

We are maintaining our EPS estimates despite PNW reporting
2Q05 earnings that were ahead of our estimate as the difference
was primarily the result of a timing shift in real estate earnings.
The company also maintained its 2005 earnings guidance of
about $3.00 per share.

¢ PNW reported 2Q05 EPS of $0.89 versus our and the consensus
estimate of $0.80. The primary difference versus our estimate was
the approximately $0.08 of higher EPS contribution from the real
estate business as a result of increased parcel sales. However, the
company is still expecting the real estate business to contribute
$50 million to earnings in 2005.

¢ PNW recently made a filing requesting a surcharge to recover
$100 million in deferred fuel and purchased power costs over a
period of two years. However, there has been no pre-established
timeline for the surcharge recovery period or the timing by which
the commission must act. :

¢ We are maintaining our Neutral rating on PNW as we believe the
shares look fairly valued using both a DCF and P/E valuation. We
believe the shares should trade at a slight discount to the group
average to reflect the continued regulatory overhang at the
company’s primary business segment, the regulated utility.

Pinnacle West Capital Corp (PNW;PNW US)
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Company Data
EPS ($) Price ($) 45.60
Q1 (Mar) 0.33 0.27A Date Of Price 27 July 05
Q2 (Jun) ] 0.55 0.89A 52-week Range 39.63-46.16
Q3 (Sep) 1.15 Mkt Cap ($ mn) 4,190.00
Q4 (Dec) -0.34 : Fiscal Year End Dec
FY 2.39 3.00 3.00 Shares O/S (mn) 92
P/E FY 19.1 15.2 15.2 Div. Yield 4.2%

Source: Company data, Reuters, JPMorgan estimates.

J.P. Morgan Securities Inc.

See page 5 for analyst certification and important disclosures, including investment banking
relationships. JPMorgan does and seeks to do business with companies covered in its research reports.
As a result, investors should be aware that the firm may have a conflict of interest that could affect the
objectivity of this report. Investors should consider this report as only a single factor in making their
investment decision. Customers of JPMorgan in the United States can receive independent, third-party
research on the company or companies covered in this report, at no cost to them, where such research
is available. Customers can access this independent research at www.morganmarkets.com or can call
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We are maintaining our EPS estimates despite PNW reporting 2Q05 earnings
that were ahead of our estimate as the difference was primarily the result of a
timing shift in real estate earnings. The company also maintained its 2005
earnings guidance of about $3.00 per share. PNW reported 2Q05 EPS of $0:39
versus our and the consensus estimate of $0.80. The primary difference versus our
estimate was the approximately $0.08 of higher EPS contribution from the real estate
business as a result of increased parce] sales. However, the company is still expecting
the real estate business to contribute $50 million to earnings in 2005, consistent with
our expectation and prior estimates. Below is a more a detailed discussion of PNW’s
earnings by business segment: :

e The regulated utility’s EPS contribution increased by $0.28 per share primarily

due to the rate increase that went into effect 4/1/2005 which contributed
approximately $0.18 per share. Also as a result of the rate case, the utility
benefited by approximately $0.05 per share from deferred purchased power and
fuel costs, net of higher costs. Other drivers for the quarter were customer growth
of $0.08 per share and $0.10 per share of decreased D&A from lower deprecation
rates and the absence of regulatory asset amortization. Offsetting these
improvements were higher O&M and interest costs of approximately $0.13 per
share.

o The Real Estate business increased its EPS contribution by approximately $0.08
from to $0.12 from $0.04 in last year’s quarter. As mentioned above the
improvement was driven by increased parcel sales.

o - The Marketing & Trading business contributed approximately $0.04 to 2Q05
earnings versus $0.09 in the prior year’s quarter. The $0.05 decline in EPS
contribution was primarily the result of lower realized margins on wholesale

- sales. The EPS contribution for the Other segment was unchanged year-over-year
at $0.01.

In July PNW surpassed the $50 million threshold requiring it to file for a
surcharge to recover the deferred balance in its PSA (Power Supply Adjuster).
PNW recently made a filing requesting a surcharge to recover $100 million in
deferred fuel and purchased power costs over a period of two years. The company
proposed for the surcharge to begin in November. However, there has been no pre-
established timeline for the surcharge recovery period or the timing by which the
commission must act. As a result we believe there is a fair amount of uncertainty
regarding the recovery of this cash and the company's cash flows. In 2Q05 the
company deferred $34 million of fuel and purchased power costs and is expecting to
have deferred over $100 million plus by the end of August. However, it is worth
noting that the company does have in place hedges for 85% and 75% of its remaining
2005 and 2006 purchase power and natural gas prices, respectively. According to
management, these hedges are substantially below forward market prices limiting the
potential - magnitude of the deferrals. While there is a cap on the total annual
purchased power and fuel expense of $786 million, we do not expect the company to
hit this threshold until after 2006.

The company continues to expect a rate case filing by year-end. The company
also reiterated its intent to file a rate case before the end of the year as result of cost

‘increases from both the Sundance plant and its above normal growth. The company

is anticipating an actual equity ratio in the lJow 50% range when filing, which
includes an infusion into the utility from the equity issuance and Silverhawk sale.




L g

- Brooke Glenn Mullin North America Equity Research JPMorgan U
. ' (1-212)-622-1774 28 July 2005 gan )
brooke.glennmullin@jpmchase.com

This level compares to an approximately 45% ratio at year-end 2004. We believe this
rate case could be contentious as the company just received a 4.2% rate increase in
March and will be asking for additional rate relief to recover higher fuel/power costs.

Upcoming Events

Date Event ~ Completed
March ACC Approval of Rate Case Settlement v

July 2005 - FERC Approval of PWEC transfer v
3Q05 Transfer of PWEC assets to APS

3Q05 Sale of Silverhawk

TBD Commission decision on surcharge request

By Y/E 2005 File Rate Case in AZ

Source: Company and JPMorgan estimates

Valuation and Rating Analysis

We are maintaining our Neutral rating on PNW as we believe the shares look fairly
valued using both a DCF and P/E valuation. On a relative P/E basis, PNW is trading
at about 15.2 times our 2006E EPS, which is a 2% discount to the group average P/E
of 15.6 times. We believe the shares should trade at a slight discount to the group
average to reflect the continued regulatory overhang at the company’s primary
business segment, the regulated utility.

Risks to Our Rating

Our estimates also assume a continued population shift in the U.S. to the southwest,
in particular Arizona, and thus if for some reason the area suffered an unexpected
economic slowdown, not only would our demand growth assumptions at the utility
likely be too high, but our assumptions for the company's real estate portfolio would
also likely be too aggressive. Conversely, the company is planning to file a rate case
by year-end. If the outcome of the case is better than expected, our long-term
estimates could be conservative.
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Pinnacle West
Downgrading on More
Expected Regulatory
Uncertainty

What's Changed

Rating Equal-weight to Underweight

ModelWare 2005 EPS From $3.18 To $3.15
From $3.00 To $3.07

ModelWare 2006 EPS

What's New: RecoVery of rising expenses could be

" tough in an election year. Rising gas and power

prices mean higher incremental costs for fully regulated
PNW who needs to buy both to serve its growing retait
demand. Since PNW'’s fuel clause is brand new, it will
likely be subject to continued state regulatory
“interpretations,” and may cut into recovery of other
operating expenses, especially as AZ has traditionally
been a difficult regulatory regime. Plus, 2006 is an
election year for 2 of 5 commissioners.

Conclusion: Downgrading to Underweight. Ina

best case scenario, regulators would allow for recovery

of these expenses, but probably still on a lagged
timeframe. PNW will likely file for another rate case
later this year, and has already asked for a 2.2%
increase to cover rising fuel costs —ail on top of a 5%
rate increase already granted earlier this year, which
we think will put AZ regulators in a tough spot.
Meanwhile, gas and power prices continue to rise. -

Implications: We prefer names with upside
exposure to rising prices. In this environment, we
like those with deregulated low-cost generation that can
realize expanding margins from rising power prices,
and have less likelihood of earnings clawbacks by state
regulators. These include EiX, ETR and FE (Please
see our note “New Upside Stage for Deregulated Coal
and Nuke” published 9/19/05).

MORGAN STANLEY EQUITY RESEARCH
NORTH AMERICA e,

Morgan Stanley & Co. Incorporated - Kit Konollge

. Klt.KonolIge@morgsnstanleyoom
+1 (1)9142254817
_ PhilsonYim
Yim@morg
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Key Ratios and Statistics

Reuters: PNW.N Bloomberg: PNW US
United States of America / Electric Utilities

Price target NA
Shr price, close (Sep 16, 2005) $45.68
Mkt cap, curr (mm) . $4;200 ‘
§2-Week Range $46.68-40.99

Dec Dec Dec Dec -

_research on the company covered in this report, at

Year Ending 2003 2004 - 2005e. . 2006e -
ModelWare EPS ($)* 239 234 315 307
Prior ModelWare EPS ($) - - 3.18 3.00 -
PIE 167 190 145 149
Cons EPS (§) 257 © 237 308  3.08
PBV : 14 1.5 1.5 14
EV/EBITDA 64 68 6.6 68 .
Div yid (%) 43 4.1 42 44
FCF yid ratio (%) 78 40 0.7 02

¢ = Please see explanation of Morgan Stanley M are later in the note.
6 = Morgan Stanley Research estimates .
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Investment Case

We See Regulatory Uncertainty Ahead for PNW due
to the following:

o PNW will likely file for another rate case later this year,
and has already asked for a 2.2% increase to use its new
fuel clause to recover rising fuel costs. A §% rate -
increase was just granted earlier this year, which we think
will put AZ regulators in a tough spot.

e Arizona has traditionaily been a difficult regulatory
environment. And now 2006 is an election year for 2 of 5
commissioners. :

¢ Regulators gave PNW a fuel clause recovery mechanism
this year, but this is still subject to a “prudency” review by
regulators. And since this is the first year for a fuel
clause, we think regulators will continue to have differing
interpretations of how it should be used. Questions have
come up about the fact that PNW'’s Palo Verde nuclear
plant has had 48 days of unplanned outages this year on
at least one of its units. PNW will likely defer incremental
fuel costs, and they may uitimately receive full recovery
of fuel costs, but this may cut into recovery of other
operating expenses, which often tends to happen in less
constructive regulatory regimes.

"« Inabest case scenario, regulators would allow for
recovery of all fuel and operating expenses, but this will
not likely be on a timely basis. The last rate proceeding
took 23 months to complete — and this was with a
settlement. Even when regulators approved PNW’s
purchase of the Sundance gas-fired power plant last
Jan., they deferred a decision on the recovery of costs
until a later proceeding.

e On 7/22, PNW filed to recover fuel and purchased power
cost increases of $100 mm, the limit allowed under the
fuel clause annually. Since then, prices have continued
to go up implying the need for another rate increase in
the near future on top of the current requested one.

MORGAN STANLEY EQUITY RESEARCH

September 19, 2005
Pinnacie West

Exhibit 1 :

Estimated Fuel Cost Increase Since 7/22 Filing

Even if PNW is allowed to recover its requested $100
mm of fuel costs, we project that costs have gone up an
additional $42 mm since their request was filed, as gas
and power prices have continued to increase.

: 2006E
Gas Consumed (mmbtu) 50
Estimated Open Position (%) 25%
Gas Price Increase (Since 7/22) ($/mmbtu) $2.50
Gas Cost Increase Since 7/22 ($mm) $31
Market Power Purchases (mmMWh) 2.5
Offset by wholesale sales (mmMWh) (1.7)
Net Power Purchases (nmMWh) 0.8
Peak Palo Verde Price Increase ($3/MWh) $13
Power Purchase Cost Increase Since 7/22 ($mm) $10
I"l'tTtal Fuel & Purch. Power Increase ($mm) $42
Incremental Rate Increase Needed for Recovery 2%

Source: Morgan Stanley Equity Research, Company Data

e On our new ‘06E, PNW trades at a slight discount to the
utility average. Our Underweight call is based on our
view that the risk/reward should be relatively negative
going into these rate proceedings - we see more likely
downside than upside to our earnings estimates over the
next couple years. '

o PNW's real estate segment could be a source of minor
EPS upside, but we don't think the market will award any
value for it until a more visible earnings stream for the
business can be seen.

Exhibit 2
PNW - Segment EPS
Segment EPS 2004A 2005E 2006E 2007P
Arizona Public Service $2.18 $2.56 $2.88 $2.99
Trading (Previous contracts) ($0.41) $0.14 $0.13 $0.12
APSES (Retail Supply) ($0.03)  (80.01)  ($0.01)  ($0.01)
SunCor $0.49 $0.53 $0.14 $0.13
Parent/Qther $0.10 (80.07) (80.07) ($0.08)
TOTAL EPS $2.34 $3.15 $3.07 $3.16
Shares Out. (mm) ) 914 97.0 98.7 98.7
: Company Data, Morgan Stanley h
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Rationale

Arizona Public Service Co. (APS) is a wholly owned subsidiary of Pinnacle West Capital Corp. (PWCC),
and the most significant company within the PWCC family. PWCC's satisfactory business profile (a '5'
on a 10-point scale where '1' is excellent) reflects the vertically integrated utility operations of APS and
the absence of significant non-regulated businesses within PWCC.

APS' credit strengths include a Phoenix service territory that is the second-fastest growing region in the
U.S. (behind Las Vegas), a diversified power supply portfolio, and a 4.21% increase in retail rates that
began on April 1, 2005 in conjunction with the settiement of the utility’'s general rate case in March
2005. This increase had been expected to modestly shore up a financial performance that has been
weakening over the past several years.

However, challenges are increasing for the utility, and performance on a 12-month rolling basis ended
June 30, 2005 indicates that the utility is pressured by the rising costs of purchased power and natural
gas. The addition of a fuel and purchased power cost adjuster to retail rates has not assisted APS in
timely receipt of cash because revisions occur only in the spring of each year, with the first opportunity
arising in April 2006. The settlement provides for the use of a surcharge filing to provide the utility with
an interim vehicle for recovering costs if they exceed $50 million. As anticipated, APS did accrue this
level of deferrals over the summer. Through June 30, 2005, purchased power and fuel costs totaled
$401 million, of which $34 million was deferred. At Aug. 31, 2005, the deferred balance had increased
to $117 million. The company's estimates of total fuel and purchased power costs in' 2005 are
confidential, but as a basis of comparison, in 2004 the utility spent $763 million. In July 2005, APS filed
an application with the Arizona Corporation Commission (ACC) requesting that it be allowed to recover,
$100 miltion through a two-year surcharge that would increase rates by about 2.2%.

Both the pace and disposition of this proceeding will be critical to credit quality. The ACC staff and at
least one commissioner have questioned whether the utility should be allowed to collect $20 million of
the $100 million requested, the former being the amount roughly associated with Palo Verde
replacement power costs during four months from April through July 2005. (Since then, Units 1 and 2
suffered outages in late August.) In late September, the company announced that to expedite an ACC
decision, it would reduce its request for surcharge recovery to $80 million and address the $20 million in
deferred costs in a later proceeding. The ACC has established a schedule for the proceeding to
address the $80 million, with hearings to begin Oct. 26, 2005.

For fiscal 2005, the company continues to expect it will achieve results in line with credit metrics
needed to support the current rating. And in April 2006, the utility will be able to receive additional relief
through the annual fuel and purchased power adjustment mechanism. But upward adjustments are
limited to 4 mills/kWh over the life of the adjuster. Because existing retail rates are based on 2003
costs, reflecting gas prices of about $5.50/MMBtu, the company expects the entire 4 mill headroom will
be utilized at the first reset. The utility is expected to file another rate case by the end of 2005, but its
resolution could extend well into 2006. Thus, it is clear that timely near-term cost coliection will be the
key driver of credit quality. Standard & Poor's is becoming increasingly concerned with the utility's
ability to achieve this. A relatively weak power supply adjustment mechanism, in combination with
rapidly escalating and volatile gas prices, as well as the potential for a protracted surcharge proceeding,
could cause deterioration in financial performance which, year to date, has been sub par for the rating.

Page 1 of 3
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Whether the company's consolidated targets will be met will largely be a function of APS' third-quarter
results. For the 12 months ending June 30, 2005, consolidated adjusted funds from operations (FFO) to
total debt was 12.7%, but this reflects a one-time deferred tax charge taken in December 2004 based
on the expectation that APS may need to refund $130 million at the end of 2005. Excluding the deferral,
adjusted FFO/total debt is closer to 15.5%. FFO to interest coverage was 3.0x for the 12 months ending
June 30, or 3.5x when the deferred tax obligation is excluded. Adjusted debt to total capitalization was
55.7% and benefited from PWCC's April issuance of $250 million in equity.

APS' general rate case settlement allowed for the rate-basing of 1,790 MW of Arizona generation
formerly owned by Pinnacle West Energy Corp (PWEC), PWCC's merchant generation subsidiary. In
July 2005, PWEC transferred this generation capacity, through five plants, to APS. PWCC has also
announced that it plans to sell its remaining 75% interest in Silverhawk, a 570 MW plant near Las
Vegas, Nev., to Nevada Power (NPC; B+/Positive/NR) for $208 million. If Nevada regulators approve
the sale, the transaction should be completed by the end of 2005 and mark the complete wind-down of
PWEC operations. Consolidated credit benefited from the transfer by reducing merchant exposure in
providing APS with needed supply to meet its growing loads.

Short-term credit factors
PWCC's short-term rating is 'A-2'. The rating is supported by the fact that the preponderance of cash
flows is produced by APS, a vertically integrated electric utility. Near-term liquidity is adequate to
support power purchase expenses that exceed rates. Because APS is heading into its shoulder
season, when demand for electricity for space cooling drops significantly, the build-up of its power
cost deferrals should slow. APS has hedged nearly all of its power and gas purchases through the .
remainder of 2005 and about 80% in 20086, thus its cost projections should be in line with
realizations. Consolidated cash and investments stood at more than $900 million as of Sept. 31,
2005. However, $500 million was used on Oct. 3, 2005 to call the Pinnacle West Energy Company's
floating-rate notes due April 2007. Also impacting the cash and invested position is the increased
amount of collateral held under hedging contracts.

Both PWCC and APS maintain CP programs. Neither program had any CP balances as of June 30,
2005. PWCC's program is for $250 million and is supported by a three-year, $300 million credit
facility that expires in October 2007. The revolver allows PWCC to use up to $100 miilion of the
facility for letters of credit. The revolver has no material adverse change clauses pertaining to
outstanding CP balances.

APS' short-term rating is also 'A-2'. The rating is supported by the stability of cash flows from
regulated operations and good liquidity, although APS will need to continue to rely on borrowings to
fund portions of its capital expenditure program, which is expected to be about $770 million in 2005
(and includes $190 million for the purchase of the Sundance power plant), up significantly from $484
million in 2004. APS maintains a $250 million CP program. In May 2004, APS renegotiated its
revolver and increased the size to $325 million. This facility, also a three-year term, expires in May
2007, supports the utility's CP program, and provides an additional $75 million for other liquidity
needs, including letters of credit. The supporting facility has no material adverse change clauses
pertaining to outstanding CP balances.

£ Outlook
The stable outlook reflects Standard & Poor's expectation that the ACC will resolve APS' large deferred
- power costs through a surcharge ruling no later than year-end that supports timely recovery of the $80
million request. In addition, the outlook presumes that third-quarter consolidated financial results will
reflect improvements that demonstrate modest advances in credit metrics. An adverse outcome in
either of these areas will result in a negative outlook. No positive ratings changes are expected in short-
term. -

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein
are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make
any other investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or
other opinion contained herein in making any investment decision. Ratings are based on information received by Ratings
Services. Other divisions of Standard & Poor's may have information that is not available to Ratings Services. Standard & Poor's
has established policies and procedures to maintain the confidentiality of non-pubiic information received during the ratings
process. :
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* Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
v securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right to disseminate the
rating, it receives no payment for doing so, except for subscriptions to its publications. Additional information about our ratings

fees is available at www.standardandpoors.com/usratingsfees.

v

Copyright © 1994-2005 Standard & Poor's, a division of The McGraw-Hill Companies. . ;
All Rights Reserved. Privacy Notice mﬁcﬁmwgf;!mm

‘http://www.ratingsdirect.com/Apps/RD/controller/Article?id=467196&type=&output Type=print&from=... ~10/5/2005

|



http://www.ratingsdirect.com/Apps/RD/controller/Article?id=467

.

. [19-Oct-2005] Summary: Arizona Public Service Co.

© f—
> 3| STANDARD RATINGSDIREDLT
y | &POOR'S
. Return to Regutar Format
Research:
Summary: Arizona Public Service Co.
Publication date: 19-0ct-2005
Primary Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009;

anne_selting@standardandpoors.com

Credit Rating: BBB/Stable/A-2’

http: Ihwrww. ratingsdirect. com/Apps/RD/controller/Artlc]e‘71d=469894&type—&outputType—pnnt&from— .

Rationale

Arizona Public Service (APS) is a wholly owned subsidiary of Pinnacle West Capital Corp (PWCC) and
contributes the majority of cash flows to consolidated operations. The ratings for APS reflect a
satisfactory business profile of '5’ and a financial profile that is somewhat strained at the current level.
APS announced on Oct. 17, 2005 that units 2 and 3 of the Palo Verde Nuclear Generating Station are
expected to return to service by this week, averting the potential for a rapid deterioration of credit
quality.

At the time of the outage, it was unclear when the 2,561 MW (745 MW of which is owned by APS) of
nuclear capacity would be allowed to return to service. (Unit 1 remains offline for a scheduled refueling
that began in early October.) The short duration of the outage results in a modest level of replacement
power costs for the utility.

Units 2 and 3 were operating at full power when they were shut down Oct. 11 after APS could not
immediately validate for the Nuclear Regulatory Commission (NCR) that certain aspects of the plant's
emergency core cooling system (ECCS) would operate properly under a range of accident scenarios.
Additional modeling and analysis performed over the past six days has demonstrated that the ECCS
would flood the reactor with water in the highly unlikely event of a loss-of-coolant accident.

Despite the short duration of the Palo Verde outage, APS' credit quality continues to erode as a function
of increasing levels -of cost deferrals. As of Aug. 31, 2005, APS had incurred $117 million in deferrals.
Because September is a high usage month, these deferrals have continued to-grow since August. To
recoup these costs, APS is expected to seek relief in three different Arizona Corporation Commission
(ACC) proceedings, each of which has a separate timeline for resolution:

o $80 million of the total deferred amount has been requested as part of a special surcharge filing
the company submitted in August and amended in September. Staff filed testimony on Oct. 17,

. 2005 in support of APS' request. Hearings are scheduled to begin on Oct. 26, 2005, and the
ACC is expected to rule on the request before year-end 2005, with recovery of authorized
amounts beginning in 2006 and occurring over a two-year time horizon.

¢ $20 million will be requested as part of a later proceeding, but expectations are that any rate
recovery for this amount will not occur until mid-2006. This amount is roughly associated with
Palo Verde replacement power costs that were incurred over a four-month period from April
through July 2005. ACC staff and at least one commissioner have stated that these costs should
be reviewed before the utility be allowed to collect costs related to the outages

o Additional deferred amounts incurred through Sept. 30, 2005 and beyond, as well as the current
Palo Verde outage, will be requested as an increase in the utility's annual power supply adjuster,
which is scheduled to be revised on April 1, 2006. However, the adjuster may not be increased
more than 4 mills/kilowatt hour and APS may not request more than $776 million in total
expenses to be recovered through the adjuster The company has indicated that it does not
believe it will hit either cap in 2006.

Timely recovery of fuel and purchased power costs is essential to any utility's credit quality, and
especially so for APS, which has a rapidly growing service territory, a rising dependence on natural gas,
and recent performance issues for its nuclear units, which typlcally provide nearly one-third of the
utility's energy requirements.

Page 1 of 3
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Current retail rates are based on 2003 costs, and the modest 4.21% retail rate increase that the ACC
authorized in April 2005 has resulted in little flexibility for the company to sustain adverse events
without pressuring credit metrics. In particular, the consolidated funds from operation (FFO) to total debt
ratio is a concern. For the 12 months ending June 30, 2005, consolidated adjusted FFO to total debt
was 12.7%; however, excluding a one-time deferred tax charge taken in December 2004, adjusted
FFO/total debt is closer to 15.5%. FFO to interest coverage was 3.0x for the 12 months ending June 30,
or 3.5x excluding the deferred tax obligation. Adjusted debt to total capitalization was 55.7% and
benefited from PWCC's April issuance of approximately $250 million in equity.

‘g‘
T

Palo Verde's aggregate capacity factor in 2005 has been lower than historic levels, at about 83% as of
Sept. 30. Issues with the unit's emergency cooling systems were first identified in August 2004 and unit
3 has also had problems with heater elements in the pressurizer, which has necessitated replacement

and resulted in an extended outage of about 32 days.

The NRC flagged the cooling system issue as "yellow," the second most serious of four violation
categories. In April, the NRC issued a report and began further on-site inspections in September. These
inspections were suspended when the units were brought down last week. With the return to service of
units 2 and 3, the NRC is expected to shortly resume the second half of its two-week inspection
process and will issue a report of its findings likely by year-end.

Short-term credlt factors
Consolidated liquidity is sufficient to support the deferrals, which APS has been paying out of its
cash on hand. PWCC's short-term rating is 'A-2'. The rating is supported by the fact that the
preponderance of cash flows is produced by APS, a vertically integrated electric utility. Because
APS is heading into its shoulder season, when demand for electricity for space cooling drops
significantly, the build-up of its power cost deferrals should slow. APS has hedged nearly all of its
power and gas purchases through the remainder of 2005 and about 85% in 2006, thus its cost
projections should be in line with realizations. Consolidated cash and investments stood at more
than $900 million as of Sept. 30, 2005. However, $500 million was used on Oct. 3, 2005 to call the
Pinnacle West Energy Company's floating-rate notes due in April 2007. Also positively impacting the
cash and invested position is the increased amount of collateral held under hedging contracts.

Both PWCC and APS maintain CP programs. Neither program had any CP balances as of Sept. 30,
2005. PWCC's $250 million program is supported by a three-year, $300 million credit facility that
expires in October 2007. The revolver allows PWCC to use up to $100 million of the facility for letters
of credit. The revolver has no material adverse change clauses pertaining to outstanding CP
balances.

APS' short-term rating is also 'A-2'. APS maintains a $250 million CP program. The rating is
supported by the stability of cash flows from regulated operations and good liquidity, although APS
will need to continue to rely on borrowmgs to fund portions of its capital expenditure program, which
is expected to be about $770 million in 2005 (and includes. $190 million for the purchase of the
Sundance power plant), up sngmﬁcantly from $484 million in 2004. A $325 million revolver backstops
APS' CP program. This facility expires in May 2007 and provides an additional $75 million for other
liquidity needs, including letters of credit. The supporting facility has no material adverse change
clauses pertaining to outstanding CP balances.

E Outlook
The stable outlook reflects Standard & Poor's Ratings Services' expectation that the ACC will resolve
APS' large deferred power costs through a surcharge ruling no later than year-end that supports timely
recovery of APS' $80 million request. In addition, the outlook presumes that over time consolidated
financial results will reflect modest improvements in credit metrics, and that the Palo Verde units will
return to their typically strong capacity factors. Any related adverse development will result in a negative
outlook or a rating action. No positive rating changes are expected in the short term.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein
are solely statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make
any other investment decisions. Accordingly, any user of the information contained herein should not rely on any credit rating or
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N other opinion contained herein in making any investment decision. Ratings are based on information received by Ratings

< % Services. Other divisions of Standard & Poor's may have information that is not available to Ratings Services. Standard & Poor's
b \ has established policies and procedures to maintain the confidentiality of non-public information received during the ratings

N process. .

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
securities or third parties participating in marketing the securities. While Standard & Poor's reserves the right o disseminate the
rating, it receives no payment for doing so, except for subscriptions to its publications. Additional information about our ratings
fees is available at www.standardandpoors.com/usratingsfees.

Copyright © 1994-2005 Standard & Poor's, a division of The McGraw-Hill Companies. |
All Rights Reserved. Privacy Notice ’ i
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ARIZONA PUBLIC SERVICE COMPANY
Projected Monthly PSA Collections and Balances Summary

With 776M Cap
With 776M Cap Balancing Acct. Balancing Acct.
Balancing Acct. Balancing Acct. End of Month End of Month
With 776M Cap With 776M Cap End of Month End of Month Balance w/ Int. Balance w/ int.
Pre-Sharing Pre-Sharing Post-Sharing Post-Sharing Balance w/ int. Balance w/ Int. 3.024 Mili Chg Apr. 06  3.024 Mill Chg Apr. 06
Line (Over)/Under (Over)/Under (Over)/Under (Over)/Under 4 Mili Chg Apr. 06 4 Miill Chg Apr. 06 With $80M Amort. With $80M Amort.
No. Year Month Collection Collection Collection Coliection No Amort. Surchg.  No Amort. Surchg.  $.001416 Surcharge  $.001416 Surcharge
1 2005  April (Actual) $ 1,673,540 $ 1,673,540 $ 1,606,186 $ 1,506,186 $ 1,506,186 $ 1,506,186 $ 1,506,186 $ 1,506,186
2 May (Actual) $ 15,519,327 $ 15,619,327 $ 13,967,394 '§ 13,967,394 $ 15,477,082 $ 15,477,082 $ 15,477,082 § 15,477,082
3 June (Actual) $ 23,842,668 $ 23,842668 $ 21458401 $ 21,458,401 $ 36,971,467 $ 36,971,467 $ 36,971,467 § 36,971,467
4 July (Actual) $ 46,521,827 $ 46,521,827 $ 41,869644 $ 41869644 § 78,927,070 $ 78,927,070 $ 78,927,070 $ 78,927,070
5 August (Actual) $ 40,117,811 % 40,117,811 $ 36,106,030 $ 36,106,030 $ 115,216,605 $ 115,216,606 $ 115,216,605 $ 115,216,605
6 September (Projected) $ 24,732,941 § 24,732,941 § 22250647 $ 22259647 $ 137,744,131 $ 137,744,131 § 137,744,131 § 137,744,131
7 October (Projected) $ 1,852,998 $ 1,852,998 $ 1,667,698 § 1,667,698 $ 139,732,084 $ 139,732,084 $ 139,732,084 $ 139,732,084
8 November (Projected) $ (1,736,689) $ (1,736,689) $ (1,563,020) $ (1,563,020) $ 138,493,941 $ 138,493,941 § 138,493,941 § 138,493,941
9 December (Projected) $ 4,788,125 $ 4,788,125 § 4,309,313 $ 4,309,313 § 143,125,252 § 143,125,252 § 143,125,252 § 143,125,252
10 2006  January (Projected, with $.001416 Surc.) $ (3,842,775) $ (3,842,775) & (3,458,498) $ (3,458,498) $ 139,999,520 $ 139,999,520 $ 137,020,366 $ 137,020,366
11 February (Projected) $ 6,521,652 $ 6,521,652 $ 5,869,487 $ 5,869,487 $ 146,194,506 $ 146,194,506 $ 140,636,032 $ 140,636,032
12 March (Projected) $ (10,027,471) $ (10,027,471) $  (9,024,724) $  (9,024,724) § 137,509,684 § 137,509,684 $ 129,213,023 § 129,213,023
13 April (Projected, 4 or 3.024 Mili Chg.) $ 14,940,763 $ 14,940,763 $ 13,446,687 $ 13,446,687 $ 143,194,897 $ 143,194,897 $ 133,989,475 $ 133,989,475
14 May (Projected) $ 17,992,561 $ 17,992,561 $ 16,193,305 $ 16,193,305 $ 150,244,670 $ 150,244,670 $ 139,974,798 $ 139,974,798
15 June (Projected $ 35,699,080 $ 35,699,080 $ 32,129,172 $ 32,129,172 $ 171,925609 $ 171,925,609 $§ 160,443,405 $ 160,443,405
16 July (Projected) $ 65,168,420 $ 65,168,420 $ 58651578 $ 58,651,578 § 218,833,162 § 218,833,162 $ 205,987,635 $ 205,987,635
17 August (Projected) $ 56,281,836 $ 56,281,836 $ 50,653652 $ 50,653,652 $ 257,003,381 $ 257,003,381 § 242,697,972 $ 242,697,972
18 September (Projected) $ 37,048,031 $ 37,048,031 § 33,343,228 $ 33,343228 § 280,284,154 % 280,284,154 $ 264772171 § 264,772,171
19 October (Projected) $ 16,809,917 $ 16,809,917 $ 15,128,825 $ 15,128,925 $ 287,697,488 $ 287,697,488 § 271,228,480 $ 271,228,480
20 November (Projected) $ (4,726,286) $ (4,726,286) $ (4,253,657) $  (4,253,657) $ 276,137,220 % 276,137,220 $ 258,752,080 $ 258,752,080
21 December (Projected) 3$ 5,948,312 $ (38,749,591) § 5,353,481 § Aua.mﬂrmu&_ $ 273,567,816 § 233,339,703 § 255,199,542 § 214,971,429
22 Total $ 395,126,588 § 350,428,685 $ 355,613,929 $ 315,385,816
23 Difference from Pre to Post-Sharing $ 39,512,659
24 Difference from Without Surcharge to $ 18,368,274

with Surcharge
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FLEASE READ: AN IMPORTANT NOTICE ABOUT POSSIBLE INCREASES TO YOUR BILL

Arizona Public Service Company (APS) has asked the Arizona Corporation Commission (ACC) to approve a $.001770
per kWh Power Supply Adjustment (PSA) Surcharge on customer’s bills to recover a portion of the increased fuel and
p'ur‘chased power costs. If approved as requested, the surcharge would be applied to customers’ bills beginning with
billing cycle 1 of November 2005 and would be removed in 24 months. It would add an estimated $2.74, or about
2.1 percent to the average monthly residential bill. The average non-residential customer’s monthly bill will increase

an estimated $14.93 or about 1.8 percent*. The actual increase each customer will have depends on their individual
usage and rate schedule.

Customers can minimize the impact of the surcharge by using electricity efficiently and wisely, thus reducing their
overgll energy usage. T.lps on how to reduce your energy usage are available on our website www.aps.com under APS
Services or on the bill inserts that accompany your monthly bill. Customers who are on the Company's Residential
Energy Support Program (E-3) or Medical Care Equipment Program (E-4) will not have to pay the surcharge.

Continued on back

The surcharge will recover a portion of the increased fuel and purchased power costs already incurred to provide
- electricity for customers. Due to the current market conditions, fuel and purchased power costs have increased to the
point where the Company was required to file the surcharge request with the ACC. While APS regrets any increase in
our customer’s costs, the under-collected PSA balance needs to be reduced. The proposed PSA surcharge is differ-
ent from and in addition to the annual PSA adjustment (if any) in April 2006. For more information on current natural
gas prices and a description of the PSA, visit our website at www.aps.com under Power Supply Adjustment (PSA).
For more information about the Company's request you can visit the website above or call either 1-800-253-9405 or
602-371-7171 {(in metro Phoenix).

The Company is requesting that the ACC schedule an Open Meeting to discuss and vote upon this matter prior to
November 1, 2005. To find out when this Open Meeting will be scheduled or how to comment on the proposed
surcharge you can contact the ACC at www.cc state.az.us or call 1-800-222-7000. Additionally, you can contact the
Company at the numbers specified above.

* The stated non-residential increase is based on an E-32 customer with Summer usage of 9,504 kWhs and 33 kW and
Winter usage of 7,812 kWhs and 30 kW.

EXHIBIT
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PLEASE READ! IMPORTANT NEWS ABOUT YOUR ELECTRIC BILL

Dear APS Customer:

As we move into the heart of another Arizona
summer, APS expects to meet the highest
demand for electricity in our history. And,
while we're well prepared and do not expect
a repeat of last summer's events, we are
facing other challenges this year. The cost of
natural gas and, to a lesser extent, other fuels
used to generate electricity has increased and
remains stubbornly high. As a result, we have
asked the Arizona Corporation Commission
(ACC) for a temporary adjustment to our rates
to recover the higher costs of fuel that are

not included in current rates. (A power supply
adjustor is a commonly-used regulatory
mechanism to reflect changes in fuel and
purchased power costs)

In the last year, | am sure that you have been
impacted by the soaring cost of gasoline at the
pump. The price of natural gas has increased
in a similar manner. Costs incurred by APS for
fuel and purchased power currently exceed
the cost included in APS' rates by about 24
percent. By the end of August, the company
could see a shortfall in its fuel-costs collection
of about $100 million. That's why we've
requested a temporary surcharge of about 2.2
percent to recover this under-collection over
two years, beginning this Fall.

The plain fact is that fuel is the largest single
cost of providing electricity to our customers,
and we only charge our customers what the fuel
costs us — we add no mark-up. If approved,

the surcharge would add about $2.74 to the
average monthly residential bill. And, if fuel
costs continue to increase, we could be faced
with further price adjustments.

The positive news is that our customers will
continue to receive the top-notch, reliable
service they have come to expect from us.
Just as important, the price you pay for our
service will remain a strong value. Even with
the proposed surcharge, our rates will still be
lower than they were in 1991. By comparison,
the Consumer Price Index has increased by 43
percent over the same period.

But, using energy wisely makes good sense
for all of us. That's why | encourage you

and your family to adopt energy-efficient
practices. Conservation not only helps keep
our fuel costs down, it helps lower your
overall energy bills. e

To learn more about energy saving tips or the
power supply adjuster, log on to our web site
at www.aps.com.

Sincerely,

ﬁﬂ@‘c /éddw’
Jack Davis
President & CEO
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All rights reserved.
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Terms of Use
Revision 9/4/03

Welcome to Arizona Public Service Company (APS) and thank you for
visiting APS.com (the Site). These Terms of Use (the Agreement) contain
the terms and conditions that govern your use of this Site. APS reserves
the right to change this Agreement at any time, without notice or liability,
by updating the posting of this Agreement on this Site.

PLEASE READ THIS AGREEMENT CAREFULLY BEFORE YOU
ENTER THE SITE. By using this Site, you agree to be legally bound by
the terms and conditions of this Agreement current at the time of your
use. Therefore, you should periodically review this Agreement. If you do
not wish to be bound by this Agreement, you may not use this Site.

The word "Content" as used in this Agreement means any and all
information, data, software, content, materials, documents, text,
photographs, audio, video, sounds, music, illustrations, graphics, logos,
functions, processes and the like that are available on, in or through this
Site.

AGREEMENT INDEX

Contact Information

Disciaimers and Limitation of Damages

Rights in Content

Trademark Notice :
Framing, Copying, Distributing and Linking Restrictions
Personal Information and Security

Password Restricted Areas

Notice to Parents

Links to Other Sites (Third Party Sites)

e-Mail and Other information Submissions

Online Conduct

Policy on Infringement Claims

Governing Law

General Provisions

Contact Information

This Site is owned and operated by APS. Please direct any guestions or
comments you have concerning the Site or this Agreement to
aps@aps.com; or call (602) 371-7171 in the Phoenix area or (800) 253-
9405 eisewhere; APS' Customer Service Mailing Address is PO Box
53999, Phoenix, AZ 85072-3999. Physical address: 2121 W Cheryl Dr,
Phoenix, AZ 85021.

Disclaimers and Limitation of Damages

ALL CONTENT ON THIS SITE IS PROVIDED ON AN “AS {S", "AS
AVAILABLE" BASIS WITHOUT ANY WARRANTY WHATSOEVER.

AS TO THE CONTENT AND OPERATION OF THIS SITE, AND ANY
GOODS AND SERVICES OBTAINED THROUGH THIRD PARTIES
REFERENCED OR MADE AVAILABLE ON OR THROUGH THIS SITE,
APS HEREBY DISCLAIMS ALL WARRANTIES, EXPRESS, IMPLIED

http://www.aps.com/general _info/privacy/privacypolicy 3.html 10/27/2005
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OR STATUTORY, OR ARISING FROM CUSTOM OR TRADE,
INCLUDING WITHOUT LIMITATION THE IMPLIED WARRANTIES OF
MERCHANTABILITY, FITNESS FOR A PARTICULAR PURPOSE,
SUITABILITY, ACCURACY, COMPLETENESS, NON-INFRINGEMENT
OF THIRD PARTY RIGHTS AND TITLE.

APS DOES NOT WARRANT THAT THE CONTENT AND OPERATION
OF THIS SITE WILL BE UNINTERRUPTED OR ERROR FREE, THAT
DEFECTS WILL BE CORRECTED OR THAT THIS SITE, ITS CONTENT
OR ANY SERVER USED TO OPERATE THIS SITE ARE FREE FROM
VIRUSES OR OTHER HARMFUL COMPONENTS.

TO THE MAXIMUM EXTENT PERMITTED BY APPLICABLE LAW, IN
NO EVENT SHALL APS, ITS PARENT, SUBSIDIARY AND AFFILIATE
COMPANIES, BE LIABLE FOR ANY DAMAGES (WHETHER DIRECT,
INDIRECT, PUNITIVE, INCIDENTAL, SPECIAL, CONSEQUENTIAL OR
OTHERWISE, OR WHETHER RESULTING FROM TORT, CONTRACT
OR OTHER THEORIES OF LAW) IN CONNECTION WITH, OR IN
ANYWAY ARISING OUT OF, THE USE OR INABILITY TO USE THIS
SITE, ITS CONTENT, OR ANY GOODS OR SERVICES OBTAINED
THROUGH THIRD PARTIES REFERENCED OR MADE AVAILABLE
ON OR THROUGH THIS SITE, EVEN IF APS IS ADVISED OF THE
POSSIBILITY THEREOF.

IF YOU BECOME DISSATISFIED WITH THIS SITE, OR THE TERMS,
CONDITIONS OR POLICIES GOVERNING THIS SITE, YOUR SOLE
REMEDY IS TO DISCONTINUE USING THIS SITE.

SOME JURISDICTIONS DO NOT ALLOW THE EXCLUSION OF
IMPLIED WARRANTIES, OR CONSEQUENTIAL OR INCIDENTAL
DAMAGES, SO PORTIONS OF THE ABOVE EXCLUSIONS MAY NOT
APPLY TO YOU.

Notwithstanding the foregoing, in no event shall the total liability of APS,
its parent, subsidiaries, affiliates, employees, agents, insurers, licensors,
or third party providers of Content, goods or services, for all damages,
losses and causes of action arising out of use of this Site, whether in
contract, tort, including negligence, or otherwise, either jointly or
severally, exceed the dollar amount of One Hundred Dollars ($100). The
foregoing provisions of this section are for the benefit of APS, its parent,
subsidiaries, affiliates, employees, agents, insurers, licensors, and third
party providers of content, goods or services, and each shall have the
right to assert and enforce the provisions directly on their own behalf.

_Rights in Content

Unless otherwise indicated in the Site, all Content is the property of, or
licensed to, APS and is protected under U.S. and foreign copyright,
trademark and other intellectual property laws. Other than as stated in
this Agreement, use of the Site is not a grant, nor shall it be construed as
a grant by implication or estoppel, of a license or any other right to the
Content.

Unless otherwise indicated in this Site, APS grants you the limited right to
display the visual Content only on your computer screen, play the audio
Content through your computer's audio components, copy the Content to
the limited extent necessary for such display, and, on an occasional
basis, to print and store the visual Content for your personal,
noncommercial use, provided that all copyright notices located on the
visual Content appear on the printed and stored versions. This limited
right automatically terminates without notice to you if you breach this
Agreement. APS reserves all rights and title to all Content, including that

http://www.aps.com/general _info/privacy/privacypolicy 3.html 10/27/2005
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which is copied, printed or displayed.

Trademark Notice

The following trademarks and service marks used in this Site are the
trademarks and service marks of Arizona Public Service Company. To
the extent a name or logo does not appear on this list does not constitute
a waiver of any and all intellectual property rights Arizona Public Service
Company has established in any of its product or service names, slogans
or logos.

APS®

APS and Design®

APS Performance Built Homes®

APS Performance Built Homes and Design®
Energy Enough to Use Not Enough to Waste®
Energy PatrolSM

Energia Suficient Para Usar No Para Malgastar®
EqualizerSM
Power Posse
STARSM
The ABC's of Baseball & Life®
The Power of Experience®

The Power of PlanningSM

The Power to Make It Happen®

™

All other trademarks and service marks used in this Site are the
trademarks and service marks of their respective owners.

Framing, Copying, Distributing and Linking Restrictions

Other than as stated in this Agreement, you may not copy, modify, frame,
mirror, or distribute the Content in any form (including by e-mail or by
incorporating it in another web site) without written permission from APS.
APS encourages you instead to tell others about the Site and direct them
to the Site.

Commercial use, broadcasting or otherwise disseminating any Content in
any media, without the prior written consent of APS, is strictly prohibited.
For example, you may not post any Content from the Site to news
groups, list serves or electronic bulletin boards, or copy, transcribe,
redistribute, retransmit or rebroadcast any Webcasts or other audio
Content, in all or in part. APS reserves the right to restrict access to this
Site and add, discontinue or modify any authorizations to use the Site.

You may create a hypertext link to the home page of this Site provided
you do not use our trademarked logo for the link, and you do not state or
imply that APS sponsors or endorses your site. Please send APS prior
written notification of your intention to link to our Site. Links to pages in
this Site other than to the home page (otherwise known as deep-linking)
require APS' written permission.

Personal Information and Security

Policy. By use of this Site, you acknowledge that you have read and

http://www.aps.com/general info/privacy/privacypolicy 3.html 10/27/2005
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agree to this Privacy Policy. Because the standards and laws regarding
privacy are evolving, APS may change the Privacy Policy at any time
without notice or obligation. You should therefore periodically review the
Privacy Policy.

APS takes reasonable steps to protect your personal information from
unauthorized parties by using secure servers when dealing with such
information. However, technology is not fail proof. It may be possible for
an unauthorized person to gain access to your information
notwithstanding the use of a secure server. Therefore, please note that
you enter information in this Site at your own risk.

Password Restricted Areas

Certain areas of our site, such as those regarding your account
information, are restricted to authorized users through the use of
passwords. If we grant you authorization by way of a password to use a
restricted area, you agree that you are responsible for maintaining the
confidentiality of your password and account information. You agree to
notify APS if your password is stolen, lost or disclosed to an unauthorized
third party, or if the password otherwise may have been compromised.
You also agree to immediately notify APS of your knowledge of any
unauthorized use of your account or any other breach of security in
refation to the Site. Unauthorized users who access, or attempt to
access, the restricted areas may be subject to prosecution. APS reserves
the right, in its sole discretion, to terminate your access to this Site and
the restricted areas of the Site at any time without notice.

Notice to Parents

The areas of this Site, if any, that are aimed at children do not ask for any
personally identifying information. All on-line forms and transactions
made available on the Site are intended only for, and may only be
accessed by, persons 18 years of age and older.

Links to Other Sites (Third Party Sites)

Many links on our Site will take you to web sites that are not owned and
operated by APS, but are owned and operated by third parties (Third
Party Sites). APS is not an agent, partner, sales representative or
distributor for the owners or operators of these Third Party Sites.

When you visit Third Party Sites, you will be subject to the privacy policy
and terms of use that are posted on that Third Party Site. We encourage
you to review the Third Party Site's privacy policy and terms of use
whenever.you visit these sites.

Although these Third Party Sites offer content, goods or services (Third
Party Goods and Services) that we believe may be of value to APS
customers, APS provides these links only as a convenience and APS'
inclusion of a link to a Third Party Site does not imply APS' endorsement
of that Third Party Site, or the Third Party Goods and Services. APS
reserves the right to change or discontinue, without prior notice, any link
or program it has with such Third Party Sites.

The purchase of any Third Party Goods and Services arising from or
related to your visit to any Third Party Site is solely between you and the
third party owning or operating the Third Party Site, and APS shall have
no obligation regarding any such transaction. APS does not represent or
warrant the correctness, validity, accuracy; or reliability of any Third Party
Sites or Third Party Goods and Services. You bear all risks and

http://www.aps.com/general_info/privacy/privacypolicy_ 3.html 10/27/2005
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responsibilities associated with your use of Third Party Sites and Third
Party Goods and Services, and you agree that APS shall not be directly
or indirectly liable for any damages that arise from your use of Third
Party Sites or Third Party Goods and Services.

_e-Mail and Other Information Submissions

While we appreciate receiving e-mail from our Site visitors, please note
that information transmitted via e-mail is not secure and will not be
treated as confidential. Aithough APS takes reasonable precautions to
ensure no viruses are present in e-mails it sends and receives, we advise
you to use up-to-date virus scanning software on your computer to
further reduce the risk of encountering a virus. Please note that APS
accepts no responsibility or liability for any loss or damage arising from
the use of e-mail or their attachments, or for any viruses or errors or
delays in the contents that resuit from e-mail transmissions.

Online Conduct

You agree to use this Site only for lawful purposes. As such, you are
prohibited from posting on or transmitting through this Site any uniawful,
infringing, harmful, threatening, abusive, harassing, defamatory, vulgar,
obscene, sexually explicit, profane, hateful, racially, ethnically, or
otherwise objectionable or iliegal material of any kind. If APS is notified of
any allegedly infringing, defamatory, damaging, illegal, or offensive
material provided by you, APS may investigate and in its sole discretion
remove or request the removal of such material. APS may disclose any
material or electronic communication of any kind and the sender of such
material or communication (a) to satisfy any law, regulation, or
government request; (b) if APS deems such disclosure necessary or
appropriate to operate this Site or APS; or (c) to protect the rights or
property of APS, its parent, subsidiaries, affiliates, suppliers, other Site
users or third parties.

APS reserves the right to prohibit your conduct, communication, and
material on this Site that it deems in its sole discretion to be harmful or
that violates any applicable law. Notwithstanding the foregoing, APS
cannot ensure prompt removal of questionable material after online
posting. Accordingly, neither APS, nor its parent, subsidiaries, affiliates,
officers, directors, employees, suppliers or agents shall assume liability
for any action or inaction with respect to conduct, communication, or user
material on this Site.

Policy on Infringement Claims

APS will process and investigate proper notices of alleged copyright or
other intellectual property infringement related to the Content on this Site
and wilt respond in accordance with the applicable laws, regulations and
APS policies regarding such notices. If you believe that any Content
accessible through this Site infringes your copyright, you should send
written notice of alleged copyright infringement to APS' designated agent
for such notices:

Kris Fenex

Law Department

Pinnacle West Capital Corporation
400 North Fifth Street

Phoenix, Arizona 85004

Fax: (602) 250-3393
E-mail: kris.fenex@pinnaclewest.com

http://www.aps.com/general_info/privacy/privacypolicy 3.html 10/27/2005
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Any notice of claimed copyright infringement must satisfy all of the
requirements set forth in 17 U.S.C. Section 512(c)(3), including, but not
limited to, identifying with detail reasonably sufficient to permit APS to
locate the Content claimed to be infringing. Upon sufficient notice of a
claimed infringement, APS will act expeditiously to remove, or disable
access to, the Content claimed to be infringing. Also, APS will take
reasonable steps to promptly notify the person responsible for the
Content that we have removed or have disabled access.

If APS receives a sufficient counter notification from the person
responsible for the Content you claim is infringing, APS will provide you a
copy of the counter notification. Also, APS will inform you that, in ten (10)
business days, APS will replace, or cease disabling access to, the
material or activity claimed to be infringing unless you first provide APS'
Designated Agent written notice sufficient to show that you are seeking a
court order to restrain the responsible party from engaging in the
copyright infringement you believe has occurred on this Site.

_Governing Law

APS operates this Site from its offices in the state of Arizona, USA. APS
makes no representation that the information, goods and services on or
available through this Site are appropriate or available for use in other
locations, or to individuals or entities outside of APS' service territory.

This Agreement is entered into in the State of Arizona and it shall be
interpreted, construed and governed by the laws of the State of Arizona,
without reference to its laws relating to conflicts of law. Venue for all
disputes arising under this Agreement or resuiting from a Site visitor's
access or use of the Site shall lie exclusively in the State and Federal
Courts located in Maricopa County, Arizona, and you hereby consent to
the personal jurisdiction of such courts. Any cause of action you may
have with respect to this Site, its Content, or any Third Party Goods and
Services must be commenced within one (1) year after the claim or
cause of action arises.

General Provisions

APS' failure to require or enforce strict performance of any term or
condition of this Agreement or to exercise any right under this Agreement
shall not be construed as a waiver or relinquishment to any extent of
APS' right to assert or rely upon any such provision or right in that or any
other instance.

In the event any portion of this Agreement (including any portion of any
agreement that is referenced by, in or to this Agreement) is found to be
illegal or unenforceable, that portion shall be severed from the
Agreement, and the remaining terms shall be separately enforced to the
maximum extent permissible so as to effect the intent of this Agreement.

Visitors to this Site shall at all times comply with all applicable laws, rules
and regulations that may apply to visitor's use of this Site.

APS reserves the right to modify or, temporarily or permanently,
discontinue this Site with or without notice to you. You agree that APS
shall not be liable to you or any third-party for any damage or loss
caused or alleged to be caused by or in connection with the modification
or discontinuance of this Site.

Your use of this Site is subject to the additional disclaimers and notices
that may appear throughout the Site, and any other agreements between

http://www.aps.com/general info/privacy/privacypolicy_3.html 10/27/2005
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APS and you regarding information available on, in or through this Site.
This Agreement, including all other documents, disclaimers, agreements
and notices referenced herein and in the Site, represent the entire
understanding between you and APS regarding your use of this Site, and
supersedes any prior statements or representations. You agree to be
bound to this Agreement by your use of the Site.

http://www.aps.com/general_info/privacy/privacypolicy 3.html 10/27/2005
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News You Can Use! A T

Power Supply Adjustment (PSA)

On March 28, 2005, the Arizona Corporation
Commission (ACC) issued a decision that established
the Power Supply Adjusiment (PSA), described below.

e Power Supply Adjustment (PSA)

e News release: APS Seeks Approval of Power
Supply Adjustor Surcharge

e PSA Surcharge: Important notice about possible
increases to your bill

http://www.aps.com/news/BreakingNews_83.html

Page 1 of |

Discounts now
available on energ
efficient lighting!

This fall, APS is
partnering with local
retailers to offer discc
on compact fluoresce
lighting.

Heating/AC Check
Call for an APS Quali
Contractor heating/cc
check-up for $54.95.

Solar Open House
Learn about the lates
solar technology duril
open house at the ST
Center, Saturday, Oc
2005.

NE
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APS Seeks Approval of Power Supply Adjustor Surcharge
July 22, 2005
Phoenix, AZ -

Responding to dramatically higher natural gas prices, APS today asked
approval of the Arizona Corporation Commission (ACC) to implement a
temporary power supply adjustor surcharge to recover the higher costs of
fuel and purchased power that are not included in current rates. If
approved, the surcharge would begin this fall, and conclude two years
later. The surcharge of $0.001770 per kilowatt-hour would add about
$2.74, or 2.1 percent, to the average monthly residential bill.

"Just as gasoline prices have soared at the pumps, the cost of natural
gas and other fuels we buy to run APS' power plants have increased and
remain stubbornly high," said Steve Wheeler, APS executive vice
president, customer service and regulation. "Despite our cost control and
risk management efforts, our fuel and purchased power expenses have
exceeded what is currently being collected in rates, and we need timely
recovery of these costs to continue providing quality service to our
customers.”

THE POWER TO MAKE [T HAPPEN

Wheeler noted that current power supply costs exceed those included in
present APS rates by about 24 percent. By August, the Company could
see a shortfall in its fuel-costs collection of about $100 miilion.

"Fuel is the largest single cost of providing electricity to our customers,"
he said. "And, since we only charge our customers for what the fuel costs

!——-—-—-—— ) us, our rates need to reflect the true prices we pay."

If the surcharge is approved, APS' prices wili still be lower than they were

By using this Web site, in 1991. APS rates now average 8.1 cents per kilowatt-hour; after the
you accept our Terms of Use surcharge, the average rate will be 8.3 cents. In 1991, the rate was 8.75
and Privacy Policy agreements. cents per kilowatt-hour. By comparison, the Consumer Price index has

increased by 43 percent over the same period.

Copyright © 1999-2005 APS.
All rights reserved. However, Wheeler added that "if our fuel and purchased power costs
continue to increase, we could expect to see further price adjustments."

Under an ACC decision issued this past spring, APS is required to
request a surcharge before the under-collection of fuel costs reaches a
predetermined level. A power supply adjustor is a commonly-used
regulatory mechanism to send timely price signals, and to ensure
customers pay only for the actual and reasonable costs of power
supplies by allowing upward or downward revisions to the fuel portion of
customers' bills.

"Using energy wisely makes good sense for all of us," Wheeler stressed.
"So we encourage our customers to adopt energy-efficient practices.
Conservation helps keep our fuel costs down, and helps customers lower
their power bilis."

To learn more about conservation tips or the power supply adjustor, log
on to APS' web site at www.aps.com. Once at the site, customers will
find various tools to help reduce energy usage and lower their electricity

http://www.aps.com/general_info/newsrelease/newsreleases/NewsRelease 291 .html 10/27/2005
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bills.

APS, Arizona's largest and longest-serving eiectric utility, serves more
than 989,500 customers in 11 of the state's 15 counties. With
headquarters in Phoenix, APS is the largest subsidiary of Pinnacle West
Capital Corporation (NYSE: PNW).

Return to News Releases Index

Caontact.

Alan Bunnell

(602) 250-3376

Jim McDonald

(602) 250-3704 or (602) 321-3737

Analyst Contacts:
Rebecca Hickman
(602) 250-5668
Lisa Malagon
(602) 250-5671

http://www.aps.com/general_info/newsrelease/newsreleases/NewsRelease 291 html 10/27/2005
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APS Monthly Fuel and Purchased Power Costs
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All rights reserved.

Important Notice About Possible Increases to Your
Bill

Arizona Public Service Company (APS) has asked the
Arizona Corporation Commission (ACC) to approve a
$.001770 per kWh Power Supply Adjustment (PSA)
Surcharge on customer's bills to recover a portion of the
increased fuel and purchased power costs. If approved as
requested, the surcharge would be applied to customers'
bills beginning with billing cycle 1 of November 2005 and
would be removed in 24 months. |t would add an estimated
$2.74, or about 2.1 percent to the average monthly
residential bill. The average non-residential customer's
monthly bilt will increase an estimated $14.93 or about 1.8

percent.” The actual increase each customer will have
depends on their individual usage and rate schedule.

Customers can minimize the impact of the surcharge by
using electricity efficiently and wisely, thus reducing their
overall energy usage. Tips on how to reduce your energy
usage are available on our website www.aps.com under
APS Services or on the bill inserts that accompany your
monthly bill. Customers who are on the Company's
Residential Energy Support Program (E-3) or Medical Care
Equipment Program (E-4) will not have to pay the
surcharge.

The surcharge will recover a portion of the increased fuel
and purchased power costs already incurred to provide
electricity for customers. Due to the current market
conditions, fuel and purchased power costs have increased
to the point where the Company was required to file the
surcharge request with the ACC. While APS regrets any
increase in our customer's costs, the under-collected PSA
balance needs to be reduced. The proposed PSA
surcharge is different from and in addition to the annual
PSA adjustment (if any) in April 2006. For more
information on current natural gas prices and a description
of the PSA, visit our website at www.aps.com under Power
Supply Adjustment (PSA). For more information about the
Company's request you can visit the website above or call
either 1-800-253-9405 or 602-371-7171 (in metro Phoenix).

The Company is requesting that the ACC schedule an
Open Meeting to discuss and vote upon this matter prior to
November 1, 2005. To find out when this Open Meeting
will be scheduied or how to comment on the proposed
surcharge you can contact the ACC at www.cc.state.az.us
or call 1-800-222-7000. Additionally, you can contact the
Company at the numbers specified above.

" The stated non-residential increase is based on an E-32
customer with Summer usage of 9,504 kWhs and 33 kW and
Winter usage of 7,812 kWhs and 30 kW

Posted July 22, 2005

http://www.aps.com/aps_services/residential/rateplans/ResRatePlans 26.html

Page 1 of 1
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ARIZOHA PUBLIC SERVICE COMPANY '
Projected Impact on Average Monthhy Residential Bills
from Potential Power Suppy Adjustment (PSA) Charges
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Low Income Plans Py 1k S

Low Income Programs

The APS Energy Support Program (E-3), administered
through the Arizona Department of Economic Security
(DES), assists customers living on a limited income.

by the federal government, you may be eligible to receive a
discount of as much as 40 percent off your cost of
electricity.

The amount of the discount depends upon how much
electricity you use each month.

You may open and print a copy of the application form* for
the APS Energy Support Program or they can be picked up
at all APS business offices, as well as several community
action agencies, senior centers and food barnks.

*This link requires Adobe Acrobat® Reader™ for viewing and
printing. If necessary, you may download this free software now.

More Low Income Programs

http://www.aps.com/aps_services/residential/lowincome/LowIncome 2 html

Page 1 of 1

Customized
money-saving
tips for
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and
yourhome
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Using energy wisely makes good sense for all of us, so we provide various tools to
help you reduce your energy usage. In this section you'll find ideas to help save
energy and lower your electricity bills.

Whether you're buying a new home, planning home improvements or simply have
questions about home energy efficiency, you'll find ways to help you make informed
and economical decisions about your energy use.

Ways to Save
Making wise use of energy, no matter what your needs, will save you money and
hetp protect the environment.

Energy Efficient Lighting
Installing compact flourescent ights is one of the easiest ways to start making an
impact on your energy bills.

Summer Vacation Tips
How to reduce your energy costs and protect your home while you're away.

High Bill Causes
Review the Top Ten reasons for a higher than usual bill. See if any of these
reasons might help you manage your energy use.

Residential Energy Answers
Learn great ways to lower the energy usage of your existing home. View or
download 15 Energy Fact Sheets about home energy efficiency in Arizona.

Quick Tips
Explore areas for home energy savings. Read quick tips describing what you can
do to reduce the amount of energy used in your home.

Home Energy Test
Calculate an estimate of typical annual energy savings from energy efficiency
improvements.

Energy Survey
Managing your home energy can be fun and easy. Visit our Energy Survey to get
an idea of how you use energy and ways to save.

Energy Savings in Apartments
Renters can make simpie and inexpensive changes to reduce energy use and save

_money.

Appliance Usage Information
Review information about typical energy usage of your home appliances and
electronic equipment.

Tips for Home Buyers
Iinformation to help you work with your builder to design and build a home that will
provide you and your family with a comfortabie and energy efficient home.

Energy Efficiency Contractor Referrals
Now that you know what to do to make your home more energy efficient, let APS
help you find the right contractor to do the job.

http://www.aps.com/aps_services/residential/waystosave/Default.html 10/27/2005
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Performance Built Homes™
Houses that carry the APS Performance Built Homes designation guarantee

homeowners that the cost to heat and cool their home will not exceed a guaranteed
annual amount.

http://www.aps.com/aps_services/residential/waystosave/Default.html 10/27/2005
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Overview: Thursday, October 20 (next release 2:00 p.m. on October 27)

Since Wednesday, October 12, spot prices decreased at virtually all market locati
Lower 48 States. For the week (Wednesday—Wednesday), prices at the Henry Hub
24 cents or about 2 percent to $13.52 per MMBtu. Yesterday (October 19), the p
NYMEX futures contract for November delivery settled at $13.549 per MMBitu,

about 3 cents or 0.2 percent since last Wednesday. The Energy Information Adm
(EIA) reported that working gas in storage was 3,062 Bef as of Friday, October

reflects an implied net increase of 75 Bef. The spot price for West Texas Intermedi
crude oil decreased $2.02 per barrel. or about 3 percent, on the week to settle ye
$62.11 per barrel, or $10.71 per MMBtu.

NYMEX Natural Gas Futures Near-Month Contract Settlement |
[ Price, West Texas Intermediate Crude Oil Spot Price, and
Henry Hub Natural Gas Spot Price |
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Note:The West Texas Intermediate crude oil price, in dollars per barrel, is converted to $/MMBtu
|using a conversion factor of 5.80 MMBtu per barrel. The dates marked by vertical lines are the
| NYMEX near-month contract settiement dates.

Source: NGIs Daily Gas Price Index (http:/Inteligencepress.com)

Prices:

Spot prices ended the week lower at most market locations, with modest decline
mostly from about 5 to 50 cents. Higher prices on the week were seen at only six
scattered in the East Texas, Midcontinent, the Rocky Mountains, and the Northea:
with increases averaging 29 cents. However, the week-on-week results mask unust
price swings, particularly the large decreases on Friday (October 14) and the sharp
on Monday (October 17). Generally mild temperatures nationwide, expec
temperatures for the weekend, and many storage facilities recording nearly full
supported a decrease in spot prices on Friday, which declined across the board by ¢
of 82 cents, with many declines of $1 or more. As news of yet another tropical stort
Monday trading, spot prices gained an average of $1.12 in the Lower 48 States

10/27/2005
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$1.42 in some locations. Since Monday, however, price declines at virtually all st
locations resulted in price levels by yesterday that were less than those of the
Wednesday. The El Paso Bondad location in the Rocky Mountain region noted a
MMBtu decrease, the largest on the week in the Lower 48 States. El Paso Bondac
yesterday at $10 per MMBtu. The Henry Hub however showed a more modest d¢
the week of about $0.25 per MMBtu, trading yesterday at $13.52, or about 2 percen
on Wednesday, October 12.

Thur. Fri. Mon. Tue. Wed

Spot Priceé ($ per MMBtu)

13-Oct 14-Oct 17-Oct 18-Oct 19-Oct
Henry Hub 13.60° 12.80° 1388 1340 13.52
New York 1411 1350 1470 14.09 14.13
Chicago 1221 11.09 1231 1192 1224
Cal. Comp. Avg,* 11.67 1072 11.71 1147 11.34
Futures ($/MMBtu)
Nov delivery 13.103 13.219 13.887 13.421 13.549
Dec delivery 13.663 13.749 14.297 13.801 13.860

*Avg. of NGl's reported avg. prices for: Malin, PG&E citygate,
and Southern California Border Avg.
Source: NGl's Daily Gas Price Index (http://intelligencepress.com).

At the NYMEX, the price of the futures contract for November delivery at the E
increased by about 3 cents during the week to settle at $13.549 per MMBtu on W
October 19. Futures prices increased on Monday. October 17, as the market t

Hurricane Wilma. the record 21 storm of the hurricane season. After reaching $1
MMBtu on Monday. the price of the November 2005 contract declined about 34 c
new projected storm path indicated that Wilma is expected to take a course towar
instead of the producing areas of the West and Central Gulf of Mexico. By contrast
the futures contracts for delivery during the remaining months in the 2005-20(
season decreased roughly 13 to 19 cents or about 1 percent per MMBtu since last W
Despite the price decreases, contracts for delivery during the heating season traded
at an average premium of about 37 cents to the Henry Hub spot price, with d
ranging up to 72 cents for the January delivery contract. The 12-month strip, or tt
price for contracts over the next year, closed yesterday at just under $12 per MM
increase of a little more than 4 cents on the week.

Recent Natural Gas Market Data

Estimated Average Wellhead Prices

Apr-05May-05 Jun-05 Jul-05 Aug-05 Sept-05
Price ($ per Mcf) 644 602 6.15 669 768 976
Price ($ per MMBtu) | 6.27 586 599 651 748 9.50

Note: Prices were converted from $ per Mcf to $ per MMBtu using an
average heat content of 1,027 Btu per cubic foot as published in Table
A4 of the Annual Energy Review 2002.

Source: Energy Information Administration, Office of Oil and Gas.

Storage:
Working gas in storage as of October 14 totaled 3,062 Bcf, which is 1.8 percent ab
year average inventory level for the week according to EIA’s Weekly Natural Gc

http://tonto.eia.doe.gov/oog/info/ngw/ngupdate.asp 10/27/2005
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Report (See Storage Figure). Working gas in underground storage climbed past the 3,000 Bcf
mark for the first time in 2005. The net addition to storage was 75 Bef, which is about 34
percent above the 5-year average net injection of 56 Bcef and about 16 percent above the net
injection of 64 Bef during the report week last year. This marks the first time in 5 weeks, and
the fourth time since June 3, 2005, that the weekly net change exceeded the 5-year average
net increase, as current storage levels climbed to 53 Bef more than the 5-year average.
Furthermore, this is the first time since September 16, 2005, and the second time in the past
16 weeks that the net change exceeded last year’s levels. During the report week,
temperatures were moderate according to the number of degree days as measured by the
National Weather Service (See Temperature Maps). Based on degree days in the Lower 48
States for the week ending October 13, only the Rocky Mountains, West South Central, and
West North Central U.S. Census regions registered cooler-than-normal temperatures.

Moderate temperatures, favorable economics, and possible industrial demand destruction
owing to the elevated level of natural gas prices likely contributed to the increased level of
injections for the week. The 6-month futures strip traded at a significant premium to the
Henry Hub spot price throughout most of the report week, providing economic incentives to
continue injecting gas into storage.

One-Week Implied Net Estimated Percent

Current Prior Change Prior 5-Year Difference
Stocks Stocks from Last (2000-2004) from 5 Year
All Volumes in Bef 10/14/05 10/7/05 Week Average Average
1,819 1,774 45 1,800 1.1%
423 417 6 382 10.7%
820 796 24 828 -1.0%
3,062 2,987 75 3,009 1.8%

Source Energy Information Administration: Form EIA-912, "Weekly Underground
Natural Gas Storage Report," and the Historical Weekly Storage Estimates
Database. Row and column sums may not equal totals due to independent rounding.

Other Market Trends:
Natural Gas Rig Count: The number of rigs drilling for natural gas in the United States was
1,262 as of Friday, October 14, 2005, according to Baker-Hughes Incorporated. The current
number of rigs reflects a slight decrease from the record number of 1,273 set during the week
ending September 30, 2005, and is more than 19 percent higher than the number of rigs
drilling for natural gas during this week last year. Of the total rigs currently drilling in the
- United States, 85.2 percent are rigs drilling for natural gas. Although the percentage of total
rigs drilling for natural gas is down from the record high of over 89 percent in June, it has
remained over 85 percent for the past 5 weeks. Of the 1,262 natural gas rigs, 60 are located
in the Gulf of Mexico, which is 2 more than last week's Gulf total. This rig count reflects a
number of offshore rigs that were lost or damaged owing to recent hurricane activity in the
Gulf of Mexico.

Current Assessment of Hurricane Impact on Gas Processing Plants: As of October 19, 2005,
30 natural gas processing plants in the coastal counties of Texas, Louisiana, Mississippi. and
Alabama, with capacities equal to or greater than 100 million cubic feet per day, are active.
These plants have a total capacity of 12.9 billion cubic feet per day (Bcf/d) and had a pre-
hurricane flow of 8.7 Bef/d. Current flows associated with the operating plants are 93
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percent of the pre-hurricane volumes. In some cases, this flow may include volumes that
bypass the plant. Another 16 processing plants in Louisiana and Texas, with capacities equal
to or greater than 100 million cubic feet per day, are not active owing to the hurricanes.
These plants have an aggregate capacity of 9.71 Bcf/d, and a total pre-hurricane flow volume
of 5.45 Bef/d. A number of inactive plants are operational, but are not operating owing to
upstream or downstream infrastructure problems or supplies being unavailable. These
operational inactive plants have a total capacity of 1.35 Bef/d and had a pre-hurricane flow
rate of 0.54 Bcf/d. A number of the inactive plants are expected to be operating within 4
weeks. The incremental available capacity at that time would be 2.23 Bcef/d with pre-
hurricane flow of 1.08 Bef/d.

Summary:

Spot prices decreased on the week at almost all market locations. While the November
contract price increased, the futures prices for delivery in the coming heating season
decreased slightly but continue to carry a premium over current cash prices. Working gas in
underground storage as of October 14 has exceeded 3 Tcf and was 1.8 percent above the 5-
year average.

Short-Term Energy Outlook

http;//tonto.eia.doe. gov/oog/info/ngw/ngupdate asp

Need Help?
phone: 202-586-8800
email: infoctr@eia.doe.gov
Specialized Services from NEIC
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Energy Information Administration, E! 30
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Washington, DC 20585
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APS Seeks Approval of Power Supply Adjustor Surcharge
July 22, 2005

Phoenix, AZ -

NEWS RELEASES Responding to dramatically higher natural gas prices, APS today asked
| CONTACTUS -

approval of the Arizona Corporation Commission (ACC) to implement a

; : temporary power supply adjustor surcharge to recover the higher costs of
. WER SURVEY . fuel and purchased power that are not included in current rates. If
CSTEMAP.. approved, the surcharge would begin this fall, and conclude two years
Lo P R : later. The surcharge of $0.001770 per kilowatt-hour would add about

BKE OMLINE PAYMENT = $2.74, or 2.1 percent, to the average monthly residential bill.

"Just as gasoline prices have soared at the pumps, the cost of natural
gas and other fuels we buy to run APS' power plants have increased and
remain stubbornly high," said Steve Wheeler, APS executive vice
president, customer service and regulation. "Despite our cost control and
risk management efforts, our fuel and purchased power expenses have
exceeded what is currently being coliected in rates, and we need timely
recovery of these costs to continue providing quality service to our
customers."

Wheeler noted that current power supply costs exceed those included in
present APS rates by about 24 percent. By August, the Company could
see a shortfall in its fuel-costs collection of about $100 million.

"Fuel is the largest single cost of providing electricity to our customers,"
he said. "And, since we only charge our customers for what the fuel costs
us, our rates need to reflect the true prices we pay.”

If the surcharge is approved, APS' prices will still be lower than they were

By using this Web site, in 1991. APS rates now average 8.1 cents per kilowatt-hour; after the
you accept our Terms of Use surcharge, the average rate will be 8.3 cents. In 1991, the rate was 8.75
and Privacy Policy agreements. cents per kilowatt-hour. By comparison, the Consumer Price Index has

increased by 43 percent over the same period.

Copyright © 1999-2005 APS.
Alf rights reserved. However, Wheeler added that "if our fuel and purchased power costs
continue to increase, we could expect to see further price adjustments.”

Under an ACC decision issued this past spring, APS is required to
request a surcharge before the under-collection of fuel costs reaches a
predetermined level. A power supply adjustor is a commonly-used
regulatory mechanism to send timely price signals, and to ensure
customers pay only for the actual and reasonable costs of power
supplies by allowing upward or downward revisions to the fuel portion of
customers' bills.

"Using energy wisely makes good sense for all of us," Wheeler stressed.
} "So we encourage our customers to adopt energy-efficient practices.
| Conservation helps keep our fuel costs down, and helps customers lower
their power biiis."

To learn more about conservation tips or the power supply adjustor, log
on to APS' web site at www.aps.com. Once at the site, customers will
find various tools to help reduce energy usage and lower their electricity
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APS, Arizona's largest and longest-serving electric utility, serves more

than 989,500 customers in 11 of the state's 15 counties. With

headquarters in Phoenix, APS is the largest subsidiary of Pinhacle West

Capital Corporation (NYSE: PNW).

Return to News Releases index
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Please Read: Important News about Possible Increase to Your Electric
Bills and the Power Supply Adjustor (PSA)

On March 28, 2005, the Arizona Corporation Commission (ACC) issued a decision
that increased the average residential monthly bill by $3.13 effective April 1, 2005.
However, the increase for individual customers varies according to individual usage
and rate plans. The decision also allowed APS to pass on certain fuel and
purchased power costs to customers that could increase customer bills by another
5 percent, as described below.

The rate increase was necessary to keep up with the increased costs of serving one
of the nation's fastest growing areas and will help enhance reliability for customers
and financial integrity for the company. Specifically, the ACC decision provided for
the addition of generating facilities, energy efficiency programs, an increased
commitment to procurement of energy from renewable resources and enhanced
financial assistance for low income customers. The decision was based largely
upon an agreement between APS and 21 other parties that settled issues involved
in the company's general rate case filed in June 2003.

To deal with the rapid changes in fuel and purchased power costs, APS requested
the authorization to pass on fuel (primarily natural gas) and power costs beyond
those in base rates through a Power Supply Adjustor (PSA).

Q: How does the Power Supply Adjustor work?

A base cost of fuel and purchased power of $0.020743 per kWh is included in APS
base rates. The PSA is an adjustment mechanism that collects or refunds the
annual fuel costs that differ from the base year level.

The difference between what we are collecting from our customers through our
base rates and what we are paying for fuel and purchased power is accrued in a
balancing account for future recovery or refund to customers.

e Fuel and purchased power costs. This chart shows the APS' actual cost of
fuel and purchased power compared to the base year amount that is
currently included in our rates. The data shown on the chart is the monthly
retail cents per kWh total that is filed with the ACC two months after the last
day of the month in which the costs were incurred.

Q: Will APS customers pay the full cost associated with an increase in fuel
and purchased power costs?

The fuel and purchased power costs are split between customers and APS as the
result of a ACC approved 90/10 sharing mechanism. APS can recover 90% of the
costs from the customers and has to pay the remaining 10% itself. The ACC
approved this as a way to encourage APS to minimize its fuel and purchased power
costs. Any costs flowed through the PSA are subject to refund should the ACC
determine that such costs were not prudently incurred. APS files its PSA costs and
balancing account total with the ACC monthly.

Q: When can the PSA charge or potential surcharge go into effect?

Any changes to the PSA charge will go into effect on April 1, 2006 and will be
modified on April 1st of each subsequent year during the period the PSA remains in
effect. On March 1, 2006, and each subsequent year the PSA remains in effect,

http://www.aps.com/aps_services/residential/rateplans/ResRatePlans_20.html 10/27/2005
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APS will submit a publicly available report to the ACC that provides the calculation
of the new PSA rate. If the balancing account referenced above exceeds plus or
minus $50 million, APS is required to file a request for a PSA surcharge to either
collect or refund the balance or file an explanation of why such a surcharge isn't
necessary. The surcharge can only be implemented with ACC approval and any
such surcharge would be in addition to the PSA charge. If a surcharge is approved
to collect a portion of the balance this would be in addition to the PSA charge that
changes annually on April 1st. If approved, a surcharge will have a specific time
period that it can be in effect before it expires. Typically, this is one to two years.

Q: Has APS filed a request for a PSA surcharge?

Yes. On July 22, 2005 APS filed a request with the ACC to approve a PSA
surcharge of $.001770 per kWh that, if approved, would go into effect beginning
with billing cycle one of November 2005.

Q: What is the potential impact to my monthly bill from the PSA charge and
surcharge?

The Projected Impact on Average Monthly Residential Bills from Potential Power
Supply Adjustment (PSA) Charges chart shows the projected impacts from the PSA
charge and surcharge based on the July 22, 2005 PSA surcharge request.

Q: Is there a limit to how much 1 can be charged through the PSA?

The ACC approved the PSA with modifications including a cap at four-tenths of a
cent per kilowatt-hour not including any surcharges authorized by the ACC. A four-
tenths of a cent per kWh PSA charge would increase an average bill by another 5
percent. An ACC approved PSA surcharge as described above can cause the
combined PSA charge and surcharge amount to exceed four-tenths of a cent per
kilowatt-hour.

Q: What if fuel and purchased power cost go down?

If fuel and purchased power costs were to decline below the base level, the PSA
would be revised downward and would result in a credit on customer's bills. For
example, if fuel and purchased power costs increased in 2005 over the level in base
rates, customers will be charged a fee indicated on the Power Supply Adjustor line
of their bills beginning in April 2006 to recover those increased costs. If these costs
decrease, customers will receive a credit indicated on this line. The adjustor is
limited to a maximum increase or decrease of $0.004 per kilowatt-hour

Q: Will all APS customers be billed for the PSA?

Customers who are on APS' Residential Energy Support Program (E-3) or Medical
Care Equipment Program (E-4) will not receive any PSA charges. [nformation on

the Energy Support Program and the Medical Care Equipment Program is available -
on this Web site or by calling the APS Medical Care Division at (602) 371-6884 for
Metro Phoenix or 1-800-253-9405, ext. 6884.

Q: Can APS help me make my energy cost more manageable?

Customers can minimize the impact of the PSA by using electricity efficiently and
wisely, thus reducing their overall energy usage. Tips on how to reduce your energy
usage are available on this Web site or on the bill inserts that accompany your
monthly bil.

It is important to remember that your energy usage this year will impact the PSA
charge that goes into effect next year. As described above, the PSA charge for next
year is calculated using the fuel and purchased power costs incurred by the
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Company this year.
Q: Do natural gas prices impact APS' fuel and purchase power costs?

Yes. Just as gasoline prices have soared at the pumps, the cost of natural gas and
other fuels we buy to run APS' power plants have increased. Fuel is the largest
single cost of providing electricity to our customers. Since we only charge our
customers for what the fuel costs us, our rates reflect the true prices we pay.

Q: Where can | get more information on current natural gas prices?

More information on natural gas costs. This link will take you to another party's Web
site and is included only to provide access to information indicating the current
national natural gas market trend, which may not reflect what APS pays for natural
gas in the future. APS purchases gas from different basins and at different prices
than what is shown. Additionally, APS' natural gas costs include several additional
costs such as taxes, shrinkage, and pipeline transportation costs, among others.
Market prices can change by the minute and forecasts are not always accurate.

to Third Party Sites.

http://www.aps.com/aps_services/residential/rateplans/ResRatePlans 20 .htfnl 10/27/2005



lapenis
P - P ] b (] ] ] oo} (] 2 o] b
= o i £ = ) = =y - 2 ) it =
= L8t ) | =2 oz} =t = [ = = o e =
Lh in h = o e s (%} (N} L] 0 P o]
] ] ) i ] ) i ) [, ) ) o [
() ) - R (s ] a3 o FEN (] P o = (%]

poad Jo

pua - jasse

Adopenbad |anyg

puE Jaanod

paseyoind
padaag |

(Wl SN g

ZOZ00Z

JEan Sj0BUUd (80T

H2Z00E

500z - Z00Z ‘43uenp Ag eyeq Bunesado ® [eldueuld 3S9M sjaeulld

LligIHX3

I NE———————

-00 1

051
-091

(i) SN $



Confidential
Exhibit

Gleason 1

Pages1-19




" 8uI7 0} dn |\ SUIT SBIJED UOISIA SIY |

‘obuelo ui Emu

uo paseq suolosfold s jels aie usalb Ul eleq 'Sy Aq pelddns ejep |eyuapluoo si ejep abuelQ " aul| mojaq Heyd J0aYe JoU SOOP BJEP [enjoe JO 3o.| SIy |

0L5'8v.L'1$ 0Ls'8vL'L$
01G'8¥L'26% 0LG'8v.26$
00000°0% 00000°0%
Z20000°0% 90000°0%-
20000°0% 90000°0%-
Zr.L'98e'L$ 062°'202'v$-
Zrl'o8e’L$ 062'20Z'v$-
266'88G°G$ LPE'9E6'0L$-
062202 'v$- LB0'VELCLS
0% 0$
0% 0%
2.6'96€°268°L$ Y9Z'v19'92Y' LS
000°002°9.2.% 000°002'92.%
9/91/¥'16 969'G2.'89
GL°es 19°G$
8€116 81168 "
000°005$ 000°005$
BEL'ECLE 7 018'829%
3509 Seb 01027 1500 SeB 6007

josal Loz |udy

josal 0102 |Udy

oLG'8y.L'L$
01LG'8¥22G%
00000°0%
GZ000'0$
G2000°0$

160'VELTLS

160'vE€LCLS
ST AAAA
¥G1'88G5'8€$-
0% o
0$
Y0€CY9°CL0'LS
000'002°9..$
0G0'L12'1G

3S05 seb 8007
19581 6002 I1dY

1£9$

01G'8bL'L$
015'8¥L'2G$
00000°0$
66000°0$-
66000°03-

¥51°'886'8¢€$-

¥G1'88G'8€$-
¥G6°125'651$
008'cE6'OL LS
0%

0$
€16'261'908$
000°002'92.$
687°088°8€

062'S6£$
i

0LG'8v.L'L$
0LG'8v.L'25$
$2000°0$
00¥00°0%
¥2v00°0%

008°cE6'0L LS

098've6'€CL$
008'€€6°9L1$-
891°6£0'88%
267628251 $
Ly5018'691$
€51'68€'909%
000°002'9..%
0St'eec’6e
1093

1509 Seb 700z
Josal 800z udy

1503 Seb 9002
Josal 1002 judy

1802 @seq £4/0Z0°0

0St'Ly.$
0SY' Ly 06%
L€200°0$
00¥00°0$
1€900°0%

891'6£0'88%

819'08/'8€L$
0$

0%
819'082'8¢€L$
vGe'202'v51L$
GLL'6YS'95Y$
69¥'952°019%
26.'600'22
8.°G$
0G'Z€€$
1008

3509 seb G00¢
jasai 900z [udy

'SV Aq paiiddns Jou sem smou enjq sy ojepdn plnom YoIYM BJep [enjoy "9Sed ajel Ul pailddns Lieyo sjdwexe woyy ejep Japjoyase|d, si anjg U uolewsou|

co____E Omw wvmmoxm E:Ooo< ‘leg E:OE( AN_
mocm_mm E:Oou( mc_ocm_mm AO

puEeq $00°0$ apISINO Buuwy ymy Jad "jeg (d
puBq #00°0$ UIUIM painide) ymy sad ‘leg (O
sSojeg Umol_ BANIBN JO UMy Jad ‘leg AZ

918y VSd Ubnouy 109(109 0} pajodx3 Juwy (N

soueleg Bujureway (]

9)eY YSd WoOl) UoNjos|[0) S e A SNoinald (M
JonoAue) aoueled s Jeap snoinald (f
uonedliddy /06 Je)y @oueleg (|
(pa108jj0049A0 S| “Bau) uonol[0aIpuUn/IBA0 (H
1s0D aseg Ny paisacday S)so) fenuuy (9
S)S00 dd Pue [an4 J1oN [enuuy (4

(HMIN) sejes peoT aAieN [enuuy (3
(mawi/$) seo Jo 1s09 sbelssny (Q

(MEWIN 000) BWN|OA SED [enuuy (D

ded 000°000'005$ 01 8nQ pamoyly unowy (g
(000%) 1509 seo fenuuy (v



	itroduction
	Background of the Plan of Administration
	Modifications to the Plan for Administration
	Step-By-Step Explanation of the PSA
	Summary of Recommendations
	Resume of Barbara Keene
	Revised PSA Plan of Administration
	Introduction
	Drivers of Energy Costs
	Customer Impact
	Summary of Testimony and Recommendations
	Growth in Peak Demand and Resource Additions Figure
	Energy Mix by Resource Type Figure
	Fuel Price Changes 2002 Aug 2005 Figure
	Henry Hub Natural Gas Price Figure
	Calendar Year Around-the-Clock Power Price Palo Verde Figure
	Projected Post-Sharing PSA Monthly Balances With and Without the Surcharge Figure
	Gleason


