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Arizona Regulation: Drawing a Line in the Sand?
Not with this Commission — Continuing Our Deep
Dive in the Desert with Commissioner Myers and
Commissioner Thompson

PNW 78.25 Neutral

Key Message: We are updating our thoughts on Arizona's regulatory climate following a
client event we hosted for Commissioner Nick Myers and Commissioner Kevin Thompson
as aresult of heightened utility investor interest in Arizona on the back of the recent Open
Meeting addressing the TEP case as well as multiple other rate proceedings occurring
over the next several months. Investors were keen to listen to the Commissioners' return
to share their viewpoints on ratemaking, setting rates of return, and how best to reduce
the frequency of rate cases needing to be filed while also addressing regulatory lag,
among other topics. In our view, these two commissioners have gone a long distance in
a short amount of time to properly bridge and balance ratepayer and institutional investor
interests, which, in our view, were improperly skewed in the past. Below, we highlight
some of the key items that we discussed with the commissioners while contrasting their
messaging from the last time we spoke, where applicable.

For a continued deep dive into AZ regulation with Commissioner Myers and
Commissioner Thompson, please see our prior call’s recap note HERE as well as our
initial introduction to Commissioner Thompson at our January NARUC Roundtable
event at Guggenheim (link HERE).

So how are the commissioners thinking broadly about ROEs and regulatory certainty/
consistency? As another rate case cycle ramps up in AZ, the topic of ROE certainty came
up on a general level, with the key question being an important, albeit conceptual one:
should ROEs for utilities across the state be the same, or should they vary depending on
the business and financial risk profile of each company (as is broadly the case across the
country)? The commissioners’ viewpoints were that ROEs do not have to move in unison
for every utility, noting that, as with any business, there's an argument to be made that
companies with riskier or more sophisticated operations naturally warrant a higher rate of
return vs. peers in order to account for the additional complexity and potential risks they are
taking on (e.g., in the utility space, we note that this usually applies to more advanced forms
of power generation like nuclear, etc.). Nothing the commissioners said on this front came
as a surprise, in our view, and instead echoed the approaches of most utility regulators we
have spoken with from across the country in jurisdictions that appear to be balanced from
a regulatory construct standpoint.

Overall, the commissioners’ views on ROE remained consistent from our last call
with them, particularly those of Commissioner Myers, who we noted had said that he
preferred a data-driven approach, which would allow the commission to start by comparing
the ROEs of other companies with similar risk profiles and operations across the
nation and then adjusting the figure up or down from there in relation to a matrix of some
sort, including inputs such as customer service scores relative to other utilities, and so on.
On that call, Commissioner Thompson was generally in agreement, although he did not
share the matrix view but did seem to agree that looking at ROEs in the broader context of
what is occurring nationally is reasonable.

What happened with TEP’s ROE, why was there a focus on FVI, and what does this
mean for utility ROEs going forward in AZ? Commissioner Myers discussed the 11t
and 12" amendments he proposed on the record, which ultimately resulted in the utility
agreeing to forego receiving a Fair Value Increment return in favor of being provided with
a roughly equivalent simple ROE instead. His intention seemed to be both simplifying/
better clarifying the components that make up a utility’s rate of return as well as to
bring AZ into the fold with other states, which also provides the added benefit of allowing
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easier comparisons of authorized return levels across states (since the FVI is an Arizona-
only construct). We note that some investors appeared unaware that despite the higher
headline ROE, TEP’s authorized net income actually ended up being slightly lower
with the 9.55% ROE vs. what it would have been had the ALJ’s recommendation of
a 9.40% ROE + 20bps FVI been adopted. Due to AZ legal precedent, the utility had to
consent to dropping the FVI and adopting Commissioner Myers’ proposal instead, a decision
it made in real time during the Open Meeting and a gamble that seems to have paid off as
investor sentiment towards the higher headline ROE has been unanimously positive, based
on our interactions, with little to no focus on the lower resulting earnings power.

In our view, dropping the FVI component in favor of higher plain ROEs going forward
is a clear example of these commissioners successfully implementing the type of
regulatory changes they talked about wanting to make earlier this year, particularly in
TEP’s case, as both sides seemed to have won, with investors pleased with the “higher”
ROE, while ratepayers received a reduction to what their bills otherwise would have been
due to the slightly reduced revenue requirement, which resulted from adopting the lower
return level afforded by the 9.55% ROE vs. the ALJ's ROO (9.4% ROE + 0.2% FVI).
In summary, the final result also aligns with the commissioners’ reiterated goal of
encouraging investors to see Arizona as an increasingly “...safe place for you to park
your money... and ensuring that Arizona continues to be something on your radar as
a positive and not a negative,” as Commissioner Thompson put it.

Is reducing rate case frequency and regulatory lag still a primary focus?... Yes, the
commissioners reiterated their interest in and commitment to exploring options that could
reduce the number of rate cases currently being filed in AZ. Doing so would almost
certainly result in saving both time and money for taxpayers, ratepayers, and shareholders
while also substantially reducing the ACC Staff’'s current workload and freeing them up to
pursue other projects such as furthering the commissioners’ work on evaluating the potential
move to forward-looking or hybrid test years in place of the current standard of historic test
years plus the incorporation of post-test year plant (PTYP). We note that, consistent with
their prior comments in our previous meetings, the commissioners remained primarily
focused on forward-looking test years, or even hybrid test years; however, when we asked
about non-water utilities potentially implementing similar mechanisms to the System
Improvement Benefits (SIB) programs those utilities employ, each commissioner said
they were not necessarily opposed to the idea and would even be open to considering
any similar proposals in other cases.

So then why was TEP’s System Reliability Benefit mechanism not approved, would
it not have accomplished the commissioners’ goals above? Beginning with the
recommended denial in the ROO, the ALJ opposed TEP’s SRB on the basis that she thought
it was insufficiently designed, including taking the position that it was too broad in scope
and that it constituted, in her view, single-issue ratemaking that was solely focused on
reducing regulatory lag incurred by the utility. However, the commissioners seemed most
focused on there simply not having been enough time for parties to properly conduct
due diligence on the proposal given its late reintroduction into the docket by TEP as
part of its Rejoinder Testimony, which was filed shortly before the hearing began.
We understand that investors would be inclined to read into the ALJ's ROO as potentially
setting future precedent; however, in our view, TEP’s relatively late filing for inclusion as
well as the circumstances of the denial of its proposal were very situational. We also
note that while the ALJ’s recommendation may be consistent with past precedent in recent
years, so was her inclusion of a Fair Value Increment when establishing an appropriate
ROE, something that Commissioner Myers actively changed with agreement from the utility
in the case as well. In other words, we absolutely expect the commissioners to be driven
by their own views on how utility regulation should be done, rather than simply following
recommendations grounded in current precedents and policies that they fundamentally
disagree with.

Guggenheim viewpoint: What could all this mean for APS? In short, we don’t see any
clear readthrough here from either the denial of TEP’s late-filed SRB proposal nor do we
see anything to clearly infer from the commissioners’ high-level lack of outright rejection
of the idea of using adjustment mechanisms to advance their stated goals of less frequent
rate cases. Ultimately, as we stated above, TEP’s SRB proposal was very situational,
making it unfortunately not comparable to APS’ proposal, we believe, and while the
commissioners seemed to us to continue to prefer that fewer rate cases (which are
costly and time-consuming for all parties involved) be required going forward, they
also appeared agnostic to how that gets achieved. As a result, we couldn’t get a strong
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sense one way or another on any readthrough or applicability to APS’ proposal in
its case.

That said, while we see the potential for approval as a better than zero probability, we
currently view APS getting an SRB mechanism approved as more of a long shot for now and
continue to believe that moving to a forward-looking test year remains these commissioners’
preferred option.

Anything to infer regarding APS’ updated pension expense request? Unfortunately, the
same lack of a clear readthrough also extended to the topic of pension expense when we
asked on the matter as the commissioners instead shifted the discussion towards more
generally moving away from historic test years as the ultimate solution to addressing
relevant known and measurable expenses that fall after the end of a test year under
the current construct; however, this, of course, would not be something that happens in
the near term and would not help APS/PNW with obtaining approval for the updated pension
expense ask in its current rate case, which was filed as part of the company’s Rebuttal
Testimony.

Smaller utilities seem able to reach settlements while large utilities in the state have
not been... could we see more settlements for larger utilities going forward? The
commissioners were quick to note that commission staffing levels have been driving this
dichotomy as smaller utilities’ cases are usually simpler and require less time/effort to review
and negotiate compared with those of the state’s larger utilities (i.e., politics with larger
players as well as more resource constraints make settlements with larger utilities more
challenging than for their smaller peers). Without a significant increase in staffing levels or
a reduction in the number of rate cases being filed, it seems unlikely that settlements will
become a more common sight in AZ for now for a company the size of APS, though we
could see partial settlements of certain items, in our view.

Finally, Commissioner Thompson echoed his previous viewpoint that “The best place
for policymaking is in the legislature.” — The commissioner pointed to the broad push for
EVs adoption, making it quite clear that, in his view, a topic of this scope warranted a policy
discussion, which should take place at the legislature as the state determines whether it
wants to move to an all-electric transportation system and of course who would be expected
to fund that transition.

To continue this deep dive on AZ regulation with Commissioner Myers and
Commissioner Thompson, please see our prior call’s recap note HERE as well as
our initial introduction to Commissioner Thompson at a January NARUC Roundtable
event at Guggenheim (link HERE).
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ANALYST CERTIFICATION

By issuing this research report, each Guggenheim Securities, LLC ("Guggenheim Securities") research analyst whose name appears in this report
hereby certifies that (i) all of the views expressed in this report accurately reflect the research analyst's personal views about any and all of the subject
securities or issuers discussed herein and (ii) no part of the research analyst's compensation was, is, or will be directly or indirectly related to the specific
recommendations or views expressed by the research analyst.

IMPORTANT DISCLOSURES

The research analyst(s) whose name(s) appear(s) in this report have received compensation based upon various factors, including quality of research,
investor client feedback, and Guggenheim Securities, LLC's overall revenue, which includes investment banking revenue.

Guggenheim Securities, LLC or its affiliates expect(s) to receive or intend(s) to seek compensation for investment banking services from Pinnacle West
Capital Corporation in the next 3 months.

Guggenheim Securities, LLC makes a market in the securities of Pinnacle West Capital Corporation.

Please refer to this website for company-specific disclosures referenced in this report: https:/guggenheimsecurities.bluematrix.com/sellside/
Disclosures.action. Disclosure information is also available from Compliance, 330 Madison Avenue, New York, NY 10017.

Rating and Price Target History for: Pinnacle West Capital Corporation (PNW) as of 08-18-2023
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RATINGS EXPLANATION AND GUIDELINES

BUY (B) - Describes stocks that we expect to provide a total return (price appreciation plus yield) of 10% or more within a 12-month period.

NEUTRAL (N) - Describes stocks that we expect to provide a total return (price appreciation plus yield) of between plus 10% and minus 10% within a
12-month period.

SELL (S) - Describes stocks that we expect to provide a total negative return (price appreciation plus yield) of 10% or more within a 12-month period.

NR - The investment rating and price target have been temporarily suspended. Such suspensions are in compliance with applicable regulations and/or
Guggenheim Securities, LLC policies.

CS - Coverage Suspended. Guggenheim Securities, LLC has suspended coverage of this company.
NC - Not covered. Guggenheim Securities, LLC does not cover this company.

Monitor - Describes stocks whose company fundamentals and financials are being monitored, and for which no financial projections or opinions on the
investment merits of the company are provided.

Under Review (UR) - Following the release of significant news from this company, the rating has been temporarily placed under review until sufficient
information has been obtained and assessed by the analyst.

Guggenheim Securities, LLC methodology for assigning ratings may include the following: market capitalization, maturity, growth/value, volatility and
expected total return over the next 12 months. The price targets are based on several methodologies, which may include, but are not restricted to, analyses
of market risk, growth rate, revenue stream, discounted cash flow (DCF), EBITDA, EPS, cash flow (CF), free cash flow (FCF), EV/EBITDA, P/E, PE/growth,
P/CF, P/FCF, premium (discount)/average group EV/EBITDA, premium (discount)/average group P/E, sum of the parts, net asset value, dividend returns,
and return on equity (ROE) over the next 12 months.

Price targets are assigned for Buy- and Sell-rated stocks. Price targets for Neutral-rated stocks are provided at the discretion of the analyst.
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Equity Valuation and Risks: For valuation methodology and risks associated with covered companies or price targets for covered companies, please
see the most recent company-specific research report at https://guggenheimlibrary.bluematrix.com/client/library.jsp, contact the primary analyst or your
Guggenheim Securities, LLC representative, or email GSResearchDisclosures@guggenheimpartners.com.

RATINGS DISTRIBUTIONS FOR GUGGENHEIM SECURITIES:

IB Serv./ Past 12Mos.

Rating Category Count Percent Count Percent

BUY 248 66.67% 42 16.94%

NEUTRAL 114 30.65% 6 5.26%

SELL 10 2.69% 0 0.00%
OTHER DISCLOSURES

This research is for our clients and prospective clients only. This research was prepared by personnel who are associated with both Guggenheim Securities,
LLC (a FINRA-registered broker-dealer, “Guggenheim Securities”) and Guggenheim Securities Research Services, LLC (an investment adviser, “GSRS,”
and together with Guggenheim Securities, “Guggenheim”). If you are paying separately for this research, it is being provided to you by GSRS. Otherwise, it
is being provided by Guggenheim Securities. Guggenheim does not create tailored or personalized research and all research provided by Guggenheim is
impersonal advice. Other than disclosures relating to Guggenheim and our affiliates, this research is based on current public information that we consider
reliable, but we do not represent it is accurate or complete, and it should not be relied on as such. We seek to update our research as appropriate, but
various regulations may prevent us from doing so. Other than certain industry reports published on a periodic basis, the large majority of reports are
published at irregular intervals as appropriate in the research analyst's judgement. Guggenheim Securities conducts a full-service, integrated investment
banking and brokerage business. Guggenheim Securities is a member of SIPC (http://www.sipc.org). Guggenheim Securities' salespeople, traders, and
other professionals may provide oral or written market commentary or trading strategies to Guggenheim Securities' clients and our employees trading for
our own account that reflect opinions that are contrary to the opinions expressed in this research. Guggenheim and certain of our affiliates conduct an
investment management business, trade for their own accounts, and may make investment decisions that are inconsistent with the recommendations or
views expressed in this research.

We and our affiliates, officers, directors, and employees, excluding equity and credit analysts, will from time to time have long or short positions in, act as
principal in, and buy or sell, the securities or derivatives, if any, referred to in this research. We and our affiliates also may sell to or buy from customers on a
principal basis the securities described herein. We and our affiliates also do business with, or that relates to, companies covered in Guggenheim research
and may have a position in the debt of the company or companies discussed herein.

This research is not an offer to sell or the solicitation of an offer to buy any security. It does not constitute a personal recommendation or take into account
the particular investment objectives, financial situations, or needs of individual clients. Clients should consider whether any advice or recommendation
in this research is suitable for their particular circumstances and, if appropriate, seek professional advice, including tax advice. The price and value of
investments referred to in this research and the income from them will fluctuate. Past performance is not a guide to future performance, future returns are
not guaranteed, and a loss of original capital may occur. Fluctuations in exchange rates could have adverse effects on the value or price of, or income
derived from, certain investments.

This communication does not constitute an offer of Shares to the public in the United Kingdom. No prospectus has been or will be approved in the United
Kingdom in respect of the Securities. Consequently, this communication is directed only at (i) persons who are outside the United Kingdom or (ii) persons
who have professional experience in matters relating to investments falling within Article 19(5) of the Financial Services and Markets Act 2000 (Financial
Promotion) Order 2005 (the “Order”), (iii) high net worth entities falling within Article 49(2) of the Order (iv) and other persons to whom it may lawfully be
communicated (all such persons together being referred to as “relevant persons”). Any investment activity to which this communication relates will only be
available to, and will only be engaged with, relevant persons. Any person who is not a relevant person, or otherwise in a territory where it is not intended
to, or may not, be distributed, should not act or rely on this document or any of its contents.

Copyright © 2023 by Guggenheim Securities, LLC, a FINRA registered broker-dealer, and by Guggenheim Securities Research Services, LLC, an
investment adviser (together with, Guggenheim Securities, LLC, “Guggenheim”). All rights reserved. The content of this report is based upon information
obtained from sources that Guggenheim generally considers reliable, but Guggenheim makes no representations or warranties with respect to its accuracy,
completeness, timeliness, suitability or otherwise, and assumes no responsibility to update it for subsequent events or knowledge. Guggenheim is not
responsible for your use of this information.
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