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Testimony of
Marshall Magruder
Evidentiary Hearings starting May 1, 2003

1. Introduction.

Q. Please give us some information about you?
A. My name is Marshall Magruder. My residence is in Tubac, Arizona. . | am self-
employed. Please see Exhibit A for additional background information.

Q. Did anyone provide you support or assist you in preparation of this Testimony?'
A. No. | prepared this Testimony and the other documents in this docket | signed, without
assistance, other than from Mrs. Magruder.

Q. How is your testimony organized?
A. My testimony is organized into Six Parts with an introduction and conclusion as follows:

Introduction
Part | — Purchase Power and Fuel Adjustment (PPFAC) Case, Docket E-01032C-00-0751
Part Il - Gas Rate Case, Docket E-01032A-02-0598
Part lil - Proposed Settlement Agreement for PPFAC and Gas Cases
Part IV - Joint Application for Approval of Sale of Electricity and Gas Utility Assets and
Certificates of Convenience and Necessity (CC&N) from Citizens to UniSource Case,
Dockets E-01933A-02-0914, E-01032C-02-0914, and G-01032A-02-0914
Part V - Facts and Conclusions in these Cases
Part VI — Recommendations for these Cases
Conclusion of Testimony
Exhibits
Exhibit A — Additional Background Information
Exhibit B — Documentation Exhibits
In general, footnotes have been provided with quotes to facilitate reading. A few of the more
critical and unique documents, not filed in the various Dockets, are found in Exhibit B.

' Response to Citizens Data Request No. 1.02.
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Q.

>

Have you been in contact with any Citizens in-house attorneys during the course of this
case?
No, except during procedural meetings held in conjunction with this case.?

Did you or will you receive any compensation for participation in this case?
No compensation or reimbursement has been received from any source nor will there be any

in the future.®

Definitions of the key parties and purchased electricity contract phases.

How are the key party terms “Citizens”, “UniSource”, “TEP”, “APS” and “APS/PWC”
used in this testimony?

The term “Citizens” is used herein as a generic term for the Citizens Utility Company
(CUC), later renamed as Citizens Communications Company (CZN) and its Arizona Electrical
Division (AED) and Arizona Gas Division (AGD), all implied under the term “Citizens.”
UniSource is used herein as a term for UniSource Energy Corporation (“UNS”) the holding
company for Tucson Electric Power Company (TEP) and other subsidiaries including those
being created under the propose Joint Application for the sale of CCC’s AED and AGD to
UniSource. In addition, “APS” is used herein for the Arizona Public Service Company, now
an entity of Pinnacle West Capital Corporation (PWC), with related entities, such as Pinnacle
West Energy Company (PWEC). My use of the term “APS/PWC” includes all PWCC entities.

What do you consider to be the two contract phases of the purchase power and fuel
adjustment clause (PPFAC) case?

There is a natural break between the time when Citizens was under different sets of
purchase power agreements with APS/PWCC before and after July 15, 2001. There are two
phases and sets of actions. The Application, Revised Application and Amendments relate to
both of these actions. For convenience, the pre-July 15, 2001 phase APS/PWC-Citizens is
under the “Old Agreement” and the present one of July 15, 2001 is the “New Agreement” was
retroactive to June 1, 2001.

2 Response to Citizens Data Request No. 1.03.
® Please see Exhibit A for additional responses to Citizens Data Request 1.01.
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Part | - Purchase Power and Fuel Adjustment Clause (PPFAC) Case, Docket E-01032C-00-

0751
3. Old Agreement PPFAC Issues.
Q. What went wrong during the Old Agreement between Citizens and APS/PWC?
A Citizens and APS/PWCC were unable to agree on some terms of the Old Agreement

for the purchase of wholesale power by Citizens from APS/PWC. This agreement makes
Citizens the largest wholesale customer for APS/PWCC in Arizona. Others have extensively
documented this billing dispute between these two companies.*

Q. Did this disagreement impact the financial relationship between these two
companies? v
A. From May 2000 through May 2001, Citizens received monthly purchased power bills

"5 These

from APS/PWCC that Citizens considered and described as “excessive charges.
billings precipitated the initial Application to the Arizona Corporation Commission (ACC), or
the Commission, in September 2000. Citizens continued paying all these APS/PWCC bills

under protest. This was a billing dispute between two wholesale companies and about their

interpretation of the Old Agreement. Retail electricity ratepayers are not involved.

Q. Had APS monthly bills always been correct before this period?
A. No. The applicant stated that each month the APS bills were reviewed. Citizens questioned
several discrepancies and errors, some minor and others significant, before the above

* See ACC Procedural Order (18 April 2002) on page 2 (lines 23 to 25):
“The facts surrounding this issue now befare the Commission are not in dispute. During 2000 and
2001, a billing dispute arose concerning a 1995 Power Service Agreement (“PSA”) between Citizens
and APS/PWC. Citizens ultimately negotiated a 2001 PSA with PWCC in July 2001 to replace the
1995 agreement.”
And on page 9 (lines 12 to 21):
“... the contract dispute issue is inextricably intertwined with this case because Staff and RUCO
advocate litigation against APS with respect to the contract billing dispute... Staff contends that an
objective observer could conclude that Citizens' decision to abandon litigation against APS is an
indicate that Citizens and APS have simply agreed to let rate payers bear the PPFAC costs and avoid
the necessity of litigation. Staff adds that, contrary to Citizens’ assertions, the Commission’s review of
this issue does not constitute an attempt to regulate the practice of law, but instead involves the
Commission’s legitimate concern with the faimess of its proceedings.”
3 See Exhibit B-1 for excepts from Citizens Security Exchange Commission (SEC) Reports Forms 10-K/Q
and Annual Reports which use these terms.
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disputed period between May 2000 and May 2001.° Corrections were made by APS for
billings prior to the above disputed payments. At the beginning of the period of disputed bills,
APS was refunding a previous overcharge totaling $2,769,629.”

Were the APS/PWCC billing practices during this disputed period consistent with prior billing
practices?

No. Citizens considered that APS/PWCC had changed the method of calculating the cost for
purchased power. This is a core issue to be resolved in these hearings. All payments by
Citizens to APS/PWCC during this time were annotated “paid under protest.”

Were the issues that resulted in what Citizens labeled “excessive charges” known to Citizens
prior to this period of disputed billings?
Yes, in fact, the issues that led to the “Disputed Charges” had been under discussion for over
a year by teams from both companies.

Did Citizens do anything to solve the Disputed Charges issue or correct the Old Agreement
prior to the disputed payments beginning? the summer of 2000?

Yes, Citizens initiated negotiations and had been negotiating with APS/PWCC for months,
apparently without success.

Did Citizens use the FERC dispute resolution procedures?
Citizens stated? that they did not use any FERC dispute resolution processes or any outside
agencies or arbitration organizations to assist in resolution.

As indicated in the New Agreement, Article 10, Alternate Dispute Resolution (ADR), there are
a number of ways that disputes could be resolved, including mediation, arbitration using the

® In the 3 January 2003 response to Magruder Data Request 3. 02(25), Citizens stated: “All APS charges
from May through December 2000 were originally disputed. However, these charges are not currently in
dispute.” The excessive charges continued, until the New PWCC Agreement was implement on 1 June
2000 are included as being questionable. These charges are also included in the same category for this
PPFAC case and were also requested to be recovered.

” In response to Magruder Data Request 3.02(10), Citizens stated: “On November 23, 1999 the Arizona
Corporation Commission issued Decision No. 62094 approving a negative surcharge of ($0.00533/kWh),
intended to: a) pass back to consumers the PPFAC Bank balance of $(2,729,629) existing as of May 31,
1000 over a period of twelve months and b} to reflect in the ten existing power supply cost recovery level,
certain reductions in demand charges being billed under the APS power supply agreement.”

Docket Nos. E-01032C-00-0751, E-01032A-02-0598, E-01933A-02-0914, E-01032C-02-0914 and G-01032A-02-0914
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Federal Arbitration Act, prevailing Commercial Arbitration Rules and others.® If these one-on-
one or FERC processes fall, the ACC could also help resolve issues since the laws of Arizona
govern the Old Agreement. Going to FERC for resolution as an early alternative, at least ? by
May 2001 was, apparently, dropped from consideration. The Old Agreement, in Section 16
(Billing), states “Notice shall be given [by Citizens to APS] that the disputed amount is found to
be incorrect, it shall be refunded, including Interest.” Citizens gave such notice to APS/PWC.

Further, the governing APS Contract 48166, in Section 24 (Subsequent Service Schedule(s)
Approval), permits FERC filings “to determine whether any Service Schedule is just and

reasonable.” This is a basic argument in this case. No FERC filing was made. ™

Q. Could Citizens have used other means to resolve the dispute over the “disputed payments” of
the Old Agreement based on statutes that pertain to the ACC?"

A The AR.S. §40-203, §40-204, §40-221, §40-241 and §40.242 permit the ACC to request any
records of any public service company in this State. A.R.S. §40-202 discusses the
Commission’s broad supervision and regulatory controls over public service corporations and
§40-203 describes the Commission ratemaking authority. ' A R.S. §40-246, ™ to §40-248 has a
process that could have been used to resolve such a complaint or dispute.

¥ See PWC-Citizens Agreement, in the Amended Application Exhibit 2, “Pinnacle West Capital Corporation
Market-Based Tariff, Rate Schedule FERCT No. 4” for the ADR process under the New Agreement. The Old
APS-Citizens Contracts, “Power Service Agreement between Arizona Public Service Company and Citizens
Utilities Company, APS Contract 48166,” all of which were also docketed and simultaneously filed with FERC
(see APS Contract 48166, 2.3, with related schedules in APS Contract 48167 for Wholesale Power, APS
. Contract 48168 for Supplemental Capacity, APS Contract 48189 for Peaking Energy). ,
° Al Citizens billing payments for period May 2000 through February 2001 were annotated as “paid under
protest” and referred to Article 16.4 of this contract.
' Article 24.2 states:
“If upon the FERC filing, the FERC orders a hearing fo determine whether any Service Schedule
is just and reasonable, the Service Schedule shall not become effective until the date when an
order no longer subject to judicial review has been issued by FERC determining the Service
Schedule to be just and reasonable.”
This “FERC filing” is not the “initial” filing discussed in Section 23. Article 24.3 indicated, “Citizens agrees o
fully participate in any FERC hearing and/or court proceeding regarding any subsequent Service
Schedule(s).” This also responded to Citizens Data Request 1.04.
" This and the next three questions/answers responded to Citizens Data Request 1.05.
"2 A.R.S. sections in this paragraph are titled as
A R.S.§40-202 - Supervising and Regulating Public Service Corporations... Competitive Electricity Market;
Rules; Duty to Comply; Exemptions for Electric Generation; Unlawful Practice
A.R.S.§40-203 — Power to Commission to determine and prescribe rates; rules and practices of public service
corporations.
A.R.S. §40-204 - Reports by public service corporations to commission; duty of corporation to deliver
documents to commission; confidential nature of information furnished; exception; classification
A R.S.§40-221 — Power of commission to prescribe record-keeping methods and accounts; ..
A R.5.840-241 — Power to Examine Records and Personnel of Private Service Corporations; ...

Docket Nos. E-01032C-00-0751, E-01032A-02-0598, E-01933A-02-0914, E-01032C-02-0914 and G-01032A-02-0914
Testimony of Marshall Magruder, April 21, 2003
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Q. Do you feel that Citizens could have used this “complaint’ process?

A The complaint process appears applicable for all public service companies. Citizens' is
APS/PWCC largest wholesale electricity customer. All “customers” have the right to make a
complaint. Either company could have initiated the process. Citizens should have brought the
dispute to the ACC for adjudication as soon as the APS/PWCC discussions became
unproductive.

Q. Could you expand on possible roles for the Commission in resolving this dispute?

A There seems to be at least two ways. The Disputed Charges could be disputed and
resolved under A A.R. §R14-2-212 like any other utility customer or under A AR. Title 14
Chapter 2 and §R14-2-1603, §R14-2-1614, and other statutes.™

Q. Are there other ways the Commission could have assisted with this dispute resolution?

A, The Commission has the power to conduct an investigation (formal or informal) and make a
judgment (similar to mediation or arbitration). Intoday’s business environment, utility
companies may not want to provide some information to competitors, even when not
competing. A company’s “confidential’ proprietary information is protected by the A R.S. §40-
202 and §40-203. If the Commission conducted an investigation or hearing, as an

A R.S.§40-242 - Production of Records

A.R.5.840-246 — Complaint by Public Service Corporation Hearing

A R.5.8§40-247 — Hearing; process to withesses; report of proceedings; decision; service of order

'A.R.5.§40-248 — Reparation of overcharge; action to recover overcharge; limitations
3 Corrected words were inadvertently deleted between A R.S.§40-202 and §40-243 in the original Testimony.
This correction clarifies Citizens Data Request 1.05.

' These other statutes and administrative regulations are titled and briefly described as to potential applicability
to solving the APS-Citizens disputed charges as follows:

A R.S. § 30-B09E — Consumer Choice, requires

“before initiating a complaint with a public power entity or the commission, the parties to a dispute
arising under subsections A through D of this section shall meet and in good faith attempt to resolve
the dispute through an information dispute resolution process,: could apply but the above subsections
appear nhot to be directly applicable to the APS/PWCC-Citizens disputes.

A.R.S. § 30-803H — Competition in Retail Supply of Electricity; Open Markets, requires the governing body of a
public power entity to “provide a dispute resolution process including nonbinding third party arbitrators or
mediators for customers ...”

A.AR. Title 14 - Public Service Corporations; Corporations and Associations; Security Regulation

A AR. Title 14, Chapter 2 — Corporation Commission Fixed Utilities

A AR § R14-2-212 {Administrative Hearing Requirements, an description of various rules for hearings.

A AR. § R14.2-212B — Customer Bill Disputes, seem applicable to the APS/PWC-Citizens utility-customer
dispute.

A.AR. § R14-2-212C — Commission Resolution of Service and Bill Disputed, also applicable to this dispute,

A.AR. § R14-2-1614 — Administrtive Requirements, in §R14-2-1614, the ACC may develop procedures for
resolving disputes regarding implementation of retail electric competition. NB: in order to implement “retail”
competition, some changes may be mandated to “wholesale” distributors in order to implement such
competition. This footnote provides an additional response to Citizens Data Request 1.05.

Docket Nos, E-01032C-00-0751, E-01032A-02-0598, E-01933A-02-0914, E-01032C-02-0914 and G-01032A-02-0914
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Q.

independent third-party, it could use its “judgment” capability or assist in making a formal

Settlement Agreement to solve a billing dispute. Billing statements and details from
APS/PWCC to Citizens may retain their proprietary nature under A R S §40-204. A R.S. §40-
202A (first sentence), §40-202B, and §40-203 indicate the ACC has the authority to resolve
disputes. ARS §40-202D requires “establishing of just and reasonable rates for electricity.”

Citizens protested, disputed and paid an “excessive” rate. The Commission could have been

asked to conduct an investigation and made a judgment.

Are you providing legal analysis saying that Citizens is involved in the wrong process with

regard to the Disputed Charges?™

A. No. Thatwas not my intention; however, it does seem plausible that Citizens could have used

Q.
A

these ACC-complaint processes and procedures to resolve this billing dispute more
expeditiously and at less cost than by this Application or litigation or filing a complaint with
FERC.

Which of these did Citizens do?

None. Responses during discovery indicate that Citizens did not consider using the ACC to
resolve its dispute with APS/PWCC. Instead, Citizens filed the Application(s) to recover these
disputed charges from its customers.

Citizens rejected litigation of this billing dispute with APS/PWC. Citizens considered “filing a
complaint with the FERC on the contract interpretation matter” which was “under consideration
at the time as part of Citizens’ legal analysis” as was clearly described by Mr. Breen's February
2002 Rebuttal, pages 150 16.

Did you say that Citizens used none of these dispute resolution means?
Yes, Citizens negotiated a New Agreement with PWC. This New Agreement now has a written
“dispute resolution” process. In the “Power Sale Agreement between Pinnacle West Capital
Corporation and Citizens Communications Company. PWC’s Market Rate Tariff and Service
Agreement,” filed as Application Enclosure (2), with its Article 10 (Alternative Dispute

' This question and answer are in response to Citizens Data Request 1.06; see Appendix A for additional
response.

Docket Nos. E-01032C-00-0751, E-01032A-02-0598, E-01933A-02-0914, E-01032C-02-0914 and G-01032A-02-0914
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Resolution) provides mediation and arbitration processes. These are required for “all disputes

arising under or relating to the terms of this agreement.”

Q. Ifthe disputed conditions in the Old Agreement had been resolved prior to May 2000, would
there have been a claim that there were excessive purchase power charges?

A. No, itappears the areas impacting the disputed charges, in the Old Agreement, were known
by both sides and were being actively discussed. These areas were not resolved prior to June
2000, when the California energy and natural gas prices surges were heading towards a

critical situation.

Q. When did Citizens realize the impact that the summer 2000 price surges would have on the
unresolved areas in the Old Contract?

A. There is no indication that Citizens forecast this crises or was aware of the summer of 2000
energy and natural gas crisis situation until about July of 2000 when the first APS/PWCC bills
arrived using a disputed calculation method.

t'® the summer of 2000 energy

Q. Are there possible explanations why Citizens did not forecas
crisis?

A Yes, some or all of the following factors could apply:"”
(N Citizens management had no personnel assigned to forecast energy market

prices, in particular fuel costs;"®

'® Citizens Data Request 1.07 requested to identify “any entity other than Citizens forecast” for the summer

2000 energy crisis. No information was found during discovery that Citizens forecast or anticipated this crisis.
Some records indicate during August 2000, some managers, including Sean Breen, knew there was a
problem. Apparently, Citizens does not maintain a business planning organization to continuously maintain
forecasts and predictions that could/may/might impact the AED or AGD product lines. In response to Citizens
Data Request 1.07, by early July 2000, my personal files included news articles, in particular the situation in
San Diego, natural gas refinery decreases, lack of natural gas drilling facilities, and other energy related
factors that pointed to the beginning of a major energy crisis. An impact of this summer of 2000 energy crises
on Santa Cruz County was very similar to in California. There was an article on the PPFAC case by the
Arizona Utility Investors Association's fnvesiors Quarterly, October 2001 {page 4) that described both Mchave
and Santa Cruz Counties as “Litle California” as mirror of the California Energy Crisis of 2000. The Federal
Energy Commission, on 26 March 2003, concluded that the 2000 California Energy Crisis, a series of rulings
and Orders, was caused by illegal and fraudulent market manipulations by many different energy companies.

" Citizens Data Request 1.08 requested that the "source” of the information contained in {1) to (5) be provided.
See my forecasting background in Exhibit A. The factors listed are tailored to this case, and are typical factors
when management fails to properly forecast. | developed these factors based on my extensive experience in
CHSIS management over the last 40 years. This responds to Cilizens Data Request 1.08.

¥ In Citizens Response by Mr. Sean Breen to Magruder Data Request 3.18(5), Citizens “does not maintain its
own databases of the competitive power market prices... Citizens’ relies on outside consultants, who do track
these prices, to support the prudent management of contracts.” ACC Staff Data Request LS 14.15 agreed,
which states “Citizens does not routinely track competitive power market prices.”

Docket Nos, E-01032C-00-0751, E-01032A-02-0598, E-01933A-02-0914, E-01032C-02-0914 and G-01032A-02-0914
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(2) Citizens was unable to correlate impacts, in a timely manner, of higher natural
gas prices on purchased fuel costs for electricity as these two Citizens utilities, natural gas
and electricity, were in different business units;

3 Citizens’ top management might have been more interested in ignoring such
difficulties because the Arizona units were for sale.

4 Citizens’ top management was, possibly, not focused on the immediate market;
andfor

(5) Citizens’ top management was, apparently, not concerned or interested in the
early natural gas price increases since purchased power costs are a “pass through” to the
ratepayers.'®

in other words, there are no profit incentives for Citizens to control purchased power costs.

Which of these do you feel was the cause of the belated reactions by Citizens?
Primarily, (5) above. Why? Citizens PR literature and news releases stress that
“Citizens makes no profit on pass through purchase power costs” when discussing this case.

. Who was responsible for solving any disputed terms of the Old Agreement?

Both APS and Citizens have an obligation to adhere to the terms of their contract. They had a
dispute over the meaning of some terms. Neither APS/PWCC nor Citizens considered using the
FERC dispute resolution process or the offices of the ACC/PWCC to solve their disagreement.
They disagreed a year before the “disputed charges” occurred. After the disputed billing
occurred, they continued on a “discussion” track, as the “disputed charges” continued to be
billed to and paid by Citizens, under protest.

. Were these actions and decisions correct during the Old Agreement disagreements”?

The decision by management to let this disagreement continue unresolved for so long is
imprudent (as discussed in section 5 below). These disagreements are unresolved.

. Are the ratepayers responsible for solving known these problem areas of the Old Agreement?

No. Since these areas had negative consequences on Citizens' ratepayers; it was Citizens’
duty to resolve such a dispute prior to paying the billing changes. For APS/PWC, any negative
conseguences from such a dispute would impact their cost of doing business or profit margins

¥ In Citizens Response by Mr. Carl Dabelstein to Magruder Data Request 3.02(27), Citizens “has the authority
from the Arizona Corporation Commission to track and recover power supply costs. The genesis of such cost
pass through authority for Citizens' Arizona Electric Division can be traced back to the early 1950s.”

Docket Nos. E-01032C-00-0751, E-01032A-02-0598, E-01933A-02.0914, E-01032C-02-0914 and G-01032A-02-0914
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and therefore not directly impact their ratepayers. This is a matter between both companies
only.

Q. Should Citizens be reimbursed for these disputed charges by ratepayers?
A. No, reimbursement by ratepayers for unwise, imprudent management decisions by a utility
company is not proper, permitted, or legal.

4. Repayment of the Disputed Charges under the Old Agreement ®

Q. What is the amount of the Disputed Charges under the Old Agreement?

A. Citizens stated that there was $ 63,673.956 of these Disputed Charges under the Old
ASP/PWCC Agreement at the end of the period.?' Citizens’ also reported these disputed
charges as “unrecovered” from the ratepayers [see Exhibit B-1]. Through November 2002,
when these are added into the PPFAC Bank total was about $119,427,777 million?® or
increasing to about $132 million by June 2003. Citizens’ reporting has been cumulative since

the first disputed payment.®

Q. Are some charges not Disputed?

A Yes. The Western Area Power Administration (WAPA) increased the “wheeling” charge for
electricity losses due to the transmission on high voltage lines managed by WAPA between
APS sources and Citizens meters. This charge has not been disputed.

Q. What do you mean by Costs Not Recovered?*

A, This term was used in Citizens Testimony in March 2002 and is the same as Unrecovered
Costs. This is a portion of the monthly APS/PWCC bill at the current rate that reimburses
Citizens for purchased power. The term Cost Not Recovered is the difference between the
Total APS Bill for Purchased Power and WAPA charges minus Recovered Costs, where

Cost Not Recovered = (Total Purchased Power Bill + WAPA charges) — Recovered Costs

“® Much information in this section needs the validated results from Magruder Data Request Three, which has

not been answered by Citizens. All values in this section are “estimates,” “approximately” or “about.”

2! Citizens response to Marshall Magruder Data Request MN-3.02 {14) for computation of this total.

2 Th;s value is from Exhibit 3 to the Citizens Revised Application as of 6/24/02 (page 2 of 8).

“ As reported in Exhibit 3 to the Citizens Revised Applications(s) as of 6/24/02, the monthly total is cumulative.
This responds to Citizens Data Request 1.10.

 Values for Recovered Costs and Costs Not Recovered should be in Citizens Response to my Data Request
Three.

Docket Nos, E-01032C-00-0751, E-01032A-02-0598, E-01933A-02-0814, E-01032C-02-0914 and G-01032A-02-0914
Testimony of Marshall Magruder, April 21, 2003
Page 11 of 62




© O ~N O kW R .

1 J O N N I S A YOI Yt Y
O © 0O~ OO O bk W N2 O

. What do you mean by the Disputed Charges and why are they important?

Disputed Charges should be the difference between the Citizens interpretation of the fair and
reasonable charges under the Old Agreement and the interpretations made by APS/PWCC,

starting in May 2000, for “excess” charges that have not been reimbursed or recovered by
routine payments of ratepayers.

Q. Who owes the Disputed Charges?
A. Parties, including Citizens, have discussed fair and reasonable interpretations of the Old

Agreement. In my opinion, Citizens has correctly evaluated costs in accordance with the “SIC”

clause ®

Q. If Citizens is correct, who should pay the Disputed Charges?
A, Under these conditions, it appears APS/PWCC overcharged Citizens. APS/PWCCshould

reimburse Citizens®® the Disputed Charges, plus accrued interest, as required by APS Contract

481686, 16.5.7

Q. For how much of the Disputed Charges should the Citizens ratepayers be responsible?

A. Since APS and Citizens have not been able to agree on the terms of the Old Agreement, it is

impossible to determine this amount.

% In a letter from Mr. Daniel J. McCarthy, Citizens VP to Mr. Jack Davis, APS President, on 23 March 2000, it

was clear that Citizens understood the issues involved in this billing dispute. From page 4 of this letter:

“In Citizens' view, this methodology [prior pages demonstrating Citizens interpretation of the Oid
Agreement], and the principles outline above, are consistent with the bargained-for provisions
embodied in the Agreement, and if properly employed would have resulted in significantly lower
energy billing to Citizens. Citizens is entitle to a full refund for all over-billed amounts, with interest
dating back to the time the erroneous billing practices began. However, it is not clear for how long
APS has been erroneously billing Citizens under the Agreement, and, moreover, based on our
discussions, it is consistent with the foregoing. In the event that APS, for lack of data, cannot correct
its billing errors, Citizens is willing to enter negotiations with APS for the purpose of reaching
negotiated settlement to these issues.”

{Bates Numbers CCC006559 to CCC0065564) This letter was originally marked CONFIDENTIAL, but
released by Citizens Response to Marshall Magruder Data Request 3.16B{086) on 2 January 2003.
Clearly, both sides understood this was a billing dispute, Citizens stated to APS the issues involved
with billing before May 2000 when the disputed charges commenced. The above letter was answered
by Mr. Jack Davis (APS) reply on 17 April 2002 to Mr. Daniel J. McCarty (Bates CCC006704 to
CCCO06706, forward in response to Marshall Magruder Data Request 3.16B(088) when it was
downgraded from CONDIFDENTIAL), by not agreeing with Citizens position and recommended
personal negotiations.

*® In Citizens Response to Marshall Magruder Data Request MM-3.02(17), Citizens stated “PWCC (APS) has

not refunded any of the “disputed” payments made for billings of May 2000 through May 2001 .”
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. Why is it impossible to determine the principal for this PPFAC “loan”?

The amount of the disputed billing charges remains unresolved. The Application claims the
disputed billing charges are the ratepayer’s responsibility. Since APS/PWCC has already
received payments, APS/PWCC apparently has no further interest in solving this issue.
Avoiding these disputed billing charges appears to be their objective in the Citizens
Applications. The last two PWCC Annual Reports? stated it will “vigorously defend” these
charges, if challenged by Citizens. APS, PWC, or PWCC have not been called or summoned
to appear as a withess or party to these hearings to present their side of this dispute.

. Do you recommend that APS be summoned to be a party to these PPFAC hearings?

That is a possible solution. Another solution could be that Citizens and APS/PWCC resolve the
disputed purchase power billing charges before proceeding with this case.

. Should these disputed billing charges be verified and validated before continuing in these

PPFAC hearings?
Yes, that would seem a necessary first step, since the Application asks for payment from the
ratepayers for the Costs Not Recovered amounts

. How can the Commission approve an increase of customers’ rates for “disputed” and

“‘unknown” billing charges that may or may not be reimbursable expenses?
| know of no way that the Commission could justify such an action

. What could happen after the disputed billing charges are resolved?

After resolution, these PPFAC hearings could be resumed, with a new PPFAC Application that
had a basis; an amount agreed upon by APS/PWCC and Citizens.

. Are you saying that these PPFAC hearings should not continue until the billing disagreement

between Citizens and APS/PWCC under the Old Agreement is resolved?

" APS Contract 48166, §16.5 reads, as “Any excess amount of bill, which, through error or as a result of a
dispute may have been overpaid shall be returned upon determmatnon of the correct amount, with interest.”
8 PWCC Annual Reports for 2000 and 2001. The PWCC 2002 Annual Report has not been issued to date.
* In response to Magruder Data Request MM-5.18, the Joint Applicants stated “The [ACC] Commission has
not yet found the costs to be either recoverable or unrecoverable.”
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Yes. Itis clear that there is an amount that APS charged Citizens for purchased power is
disputed. Until the actual, fair amount is known, there is no way to determine if Citizens should
be granted the privilege of charging the Citizens ratepayers more for purchased power.

What should be done about the PPFAC “interest’ that is accruing in the PPFAC
account?

The Commission needs to make a decision about whether such interest is justified.
Citizens’ argues that similar interest has been reimbursed in natural gas cases. Electricity is a
different type of commeodity. The fact that it cannot be stored, moves very fast, and other
precedent setting reasons, are some rationales, why the Commission should deny such
interest. Citizens requested in its Application that a 6 percent (6% interest, compounded
monthly, be used. Even if interest were justified, until the amount of principal is determined, it
will be impossible to correctly determine the interest.

_ Should the PPFAC Loan interest®® be considered for reimbursement, and added to the rates,

paid by Citizens customers?

No interest should be paid by ratepayers for imprudent management decisions (see next
section). If Citizens determined APS/PWCC “overcharged,” APSMPC is obligated pay interest
to Citizens, agreed to under the Old Agreement in §[16.5 and such “interest” is non-
reimbursable business costs.

. What is the relationship between UniSource and this billing dispute?

None, UniSource was not involved in the disputed billing, interpretation of the Old Agreement,

nor did they pay any of the bills paid under protest by Citizens.*

® |n Citizens Response dated 3 January 2003 to Magruder Data Request 3.02(7}, Citizens stated:
“Citizens wishes to make it clear, in its application in this proceeding, the Company is requesting
Commission approval to begin accruing carrying charges on the PPFAC Bank prospectively from the date
of the Commission’s order in this proceeding. The Company is not seeking the recovery of any carrying
charges for periods prior to such Commission order.”

*" In response to Magruder Data Request MM-5.18, UniSource stated
“It is hoted that, as part of its application for Commission approval to purchase the Arizona electric assets
of Citizens, UniSource has stated that it will not seek recovery of the balance of unrecovered costs
contained in the PPFAC Bank as of the date of the sale, now forecasted to be in excess of $136 million.
Such commitment by UniSource, however, has ho, and should not be interpreted as having any, bearing
on the issue of whether citizens' power procurement actions were prudent nor whether the unrecovered
cost are recoverable.”
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Q. How can UniSource in its testimony claim it will “forfeit” collection of these unrecovered
charges?

A, UniSource was not and is not involved in the disputed billings. Even after the proposed
UniSource purchase of Citizens, UniSource is not involved in a billing dispute since it did not
make the payments that Citizens made to APS/PWC. UniSource has nothing to “forfeit.”

Q. Should UniSource be able to deduct “Goodwill" for the estimated amount it claimed to “forfeit?”

A, Of course not. Claiming an income tax deduction for amortization over 37.0 years should not
be permitted by auditing or regulatory agencies. Goodwill involves a business’s reputation,
patronage, and other intangible asset. UniSource did not incur any liability or benefit from the
“disputed billing charge” as previously stated. Because UniSource has nothing to “forfeit’, it
has nothing to claim for “goodwill.” In response tc ACC Staff Data Request JMR 1-2,
UniSource is claiming $118,620,000 for “Acquisition Adjustment (Goodwill).” This large value
for goodwill in an asset that cost $ 92 million. It appears to include much of the disputed billing
that existed between Citizens and APS/PWC *2
For additional comments concerning UniSource, please see section 8 below.

5. Citizens Management Decisions.®

Q. In the above, you discussed “imprudent” decisions made by Citizens management.
Could you please elaborate?

This is an important issue. When management makes a series of illogical, irrational, or, in general,
imprudent decisions, it may cost the company money, if unwise decisions result in losses. Imprudent
decisions cannot be legally be reimbursed.

Q. What are some of the decisions Citizens made that you consider imprudent?
A InTable 1, | listed some of the imprudent Citizens’ management decisions and why they are
considered imprudent. It my understanding that, in many cases, only a single imprudent

decision is enough prevent reimbursement.

¥ See UniSource Response to ACC Data Request JMR 1-2, “Citizens Ultilities — Total Electrical Forecast of
11/5/02: Base Case” (page 2) which provides Actual for 1998 to 2001, Projected for 2002, and Forecast with
Purchase for 2003 to 2005 in a pro forma spreadsheet. There are conflicts with the amortization schedules,
as the Electric Utility Goodwill is for 25.0 years {page 2) and the Gas Ulility Goodwill is for 39.0 years {page 4)

_which starts at $59,210,000 for 2003.

¥ Citizens Data Request One requested that each “imprudent management decision” be identified and an
explanation be given as to why it is considered to be an “imprudent” decision. This section provides a

. response to Data Request 1.14.

* in specific response to Citizens Data Rate 1.14.
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Table 1— An Initial List of Some of Citizens Imprudent Decisions.

imprudent Management Decision

Why | believe this Decision was imprudent

1. Decided not to solve the SIC Management failed to understand and anticipate the consequences
issue, raised in 1999, by the with respect to rates under conditions, such as those of 2000 and
spring of 2000 2001. Management has not yet dealt with this problem.

2. Decided not to resolve the Management decided to do nothing to resolve these “Disputed
“disputed” APS/PWCC charges | Charges paid under protest.” Doing nothing fails to solve a problem.

3. Decided not to protect their Management has decided not fo solve the “excessive” charges issue
customers from “excessive” that was noted in almost every SEC 10-K/Q since fall of 2000 as
charges excessive. It appears Citizens has decided it does not have a moral,

ethical, or legal obligation to protect its customers from these
excessive charges. “Concern” for low income customers does not
prevent or protect the customers from clearly excessive charges.

4. Decided not to collect a refund Management knew these were excessive charges. They paid them,
of Disputed Charges from but Citizens has never asked APS/PWCC to refund any of the “excess”
APS/PWCC so that Citizens' or overcharges. Citizens management decided not even to try to
customers are not asked pay obtain a refund for the Disputed Charges.
excessive charges :

5.  Decided not to consider the Management continuously states, “we make no profit” on excessive
impacts of complete “pass charges. This implies there is ho concern, other than profit. This
through” to customers attitude indicates lack of concern for their customers. Citizens’

customers will never accept the “pass through” of another company's
excessive charges, paid under protest, by Citizens' management.
What could Citizens' management be thinking?

6. Decided not to complete what Management has failed to provide the analysis necessary to complete
Citizens' indicated it would Phase lil, as discussed in the original Application. Without this
accomplish in its September promised analysis, Citizens has failed to meet the goals it established
2000 Application, the Phase i for understanding the problems associated with APS's overcharges.
Analysis This analysis was fo provide a clear description of the problem.

7. Decided not to have a third- Management has not considered or attempted to have a third party
party determine the value of the | conduct an independent analysis with APS/PWCC to mediate or
Disputed Charges arbitrate a solution to the Disputed Charge issue. Until APS/IPWCC is

brought before an independent body and a judgment is made as to
whether the charges were fair and reasonable, the disputed payments
must remain as originally declared: disputed and paid under protest.

8. Decided not to negotiate a Management negotiated at $58.79/MW-hr agreement with PWC, over
reasonable rate with PWCC in twice the 2002 annual Palo Verde Index wholesale electricity rate or
the proposed Agreement $27 .00/MW-hr purchased by UniSource and significantly higher than

$32 to $34/MW-hr for 2003 forecast by UniSource. APSIPWCC
produced electricity for a 2002 annual rate of $12.80 during 2002, a
record low. Arizona wholesale rates should be decreasing for next few
years based on an over 50% excess generation capability. Why did
Citizens management negotiate nearly twice the going rate for
wholesale electricity and not attempt to negotiate a fair and reasonable
rate? See my Testimony of 8 November 2002 for additional detailed
wholesale costs. A reduction not an increase should have been
negotiated.

9. Decided not to re-negotiate fair | Management has failed apparently to understand the proposed
and reasonable rates, now that | contract is NOT advantageous in today's environment and
the pressures of the summer of | management has apparently not attempted to renegotiate a better deal
2001 have been relieved for its customers.
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Table 1 - An Initial List of Some of Citizens Imprudent Decisions.

imprudent Management Decision Why | believe this Decision was imprudent

10. Decided not to reduce “energy Management has applied the same 10.96% energy loss (from last rate

losses” from the APS/PWCC case) without any improvement in losses. Why has there not been any
and Citizens tie points to improvement in the transmission and distribution network within
customers Citizens service area? s this lack of improvement related to AED being

“for sale” and any improvements being deferred to UniSource. This
lack of action does not help anyone.

11. Decided not to assess, Management has applied for this increase of 4.36% for WAPA energy
understand and validate the loss without any validation or attempts to reduce. Again, another “pass
increased “energy losses” from | through” to the ratepayers, without a “peep” from Citizens
the WAPA management.

12. Decided not to incorporate the Management signed an agreement (PDA) with TEP for backup
financial impact of another slectricity that will cost $223,000 a month for firm delivery of 100 MW-
“wheeling” charge on customers | hr at the Nogales Gateway Substation as “backup” at any time, it is
for backup electricity needed. Management does not seem to care this will raise rates and

cost more than any benefit ratepayers would receive for an average of
2.049 hours backup on this line annually. UniSource indicates this will
resultin $1.7 million new revenues from ratepayers starting in 2005. As
presently structured, it also appears that Mohave County ratepayers
will be assessed these unigue backup costs.

13. Decided to add a third Management, when it agreed to the backup TEP transmission line
“transmission loss” charge charges, that involve about 20% for the TEP line energy losses, plus
increasing energy losses to 10.96% for APS/PWCC energy losses and 4.36% for WAPA losses.
over 35% The total energy loss of over 35% extra generation is paid to others to

deliver electricity to Citizens customers in Santa Cruz County.

Management at TEP appreciates Citizens for adding these “pass

through” for additional revenue to TEP {over 20%), APS/IPWCC

{10.96%) and WAPA (4.36%).

14. Decided not seek any potential | Management has signed an agréement to pay for 100 MW of power in
customers for the 100 MW Firm | Nogales, Arizona, with an area customer load, that rarely exceeds 50
delivery in Nogales, Arizona MW. Citizens “hopes to find” a customer for a multi-year purchase

agreement of the 100 MW, but this seems unlikely without a Mexican

Constitutional change. In addition, this could cause another dispute

with PWCC since the proposed PWC/APS-Citizens Agreement limits

Citizens from most other purchased power sources, such as TEP.

UniSource has now lowered this to 60 MW.

15. Decided to not have a second Management's failure will result in a $30,000 penalty per day after the

transmission line to Nogales required operational date of December 31, 2003. So far, TEP is at least
operational at the ACC 18 to 24 months behind schedule. it slips more each day. This will
mandated date. amount to a penalty loss {obviously non-reimbursable) of $360,000 per

annum until operational. Other reasonable options are less expensive
{$86 million versus ~$20 million, about 23% of cost), with higher
reliability, lower energy losses as a favorable economic decision.

16. Decided not to establish any Management has failed to establish or even propose a "Demand Side
“Energy Risk Management Management (DSM)" program as promised in the Citizens Application.
Techniques” requested in the Citizens conservation program fails to reduce the peak “demand side”
Application of the business when electricity is most expensive. Customers demand

“fair and reasonable” prices that will result from load shaping.

17. Decided not to obtain “fair and Management has continually failed to aggressively pursue ways o
reasonable” rates for Citizens lower customers’ costs. For example, in Southern Arizona, there are at
customers least two other utilities (TEP and SWT) from whom Citizens could have

purchased wholesale electricity for its customers. Why aren't they

being used {o “force” wholesale competition with the present Seller?
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Table 1 An Initial List of Some of Citizens Imprudent Decisions.

Imprudent Management Decision

Why | believe this Decision was imprudent

18. Decided not to find a “buyer” for
AED in a reasonable period to
time.

Citizens Management searched for a buyer for its Arizona resources
for years. Companies “for sale,” traditionally receive “cosmetic” facelifts
when put on the market, capital costs and “frills” are removed and all
financial statements are cleared of items to which a potential buyer
might object. This asset gamble may go on for a year of two. This
current situation is now, into a fifth year. Citizens' management made
AED a “disposable” resource in its SEC 10-K/Q balance sheets and
ceased "depreciating” capital assets that are depreciated.

18. Decided not to actively pursue
innovative, renewable energy
resources

Management has failed to establish an aggressive plan to reduce long-
term energy requirements or to increase efficiency at all levels, other
than some conservation measures. To my knowledge, no distributed
generation plants are proposed to reduce energy losses, no renewable
energy source incentives, no major renewable capital improvements,
and no local generation resources under development.

8. New Agreement lssues.

Q. What are the principle differences between the Old and New Agreements?

A. The New Agreement is a seven-year, fixed rate, full service agreement. Electric power is
provided by APS at $58.79 per Megawatt-Hour (MW-hr). The Old Agreement used a series of
cost schedules for basic and peak loads, taking into account time of the day.

Q. Are there advantages to Citizens and APS in the New Agreement?

A. Yes, it seems to avoid the disputed terms of the Old Agreement and appears easier to

administer.

Q. What are the advantages to Citizens ratepayers under to New Agreement?

A. One advantage is a guaranteed fixed rate, through May 31, 2008.

Q. Arethere any disadvantages to Citizens in the New Agreement?

>

Yes. The New Agreement means higher rates ($18.25 per !\1\\,"\l-hr)35 for its custormers and some

additional restrictions such as Citizens’ use of its generation resources (see section 7 below).

Q. How does a fixed wholesale electricity rate at $58.79 per MW-hr compare to today’s monthly

market prices?*

¥ See proposed Settlement Agreement, Appendix C. This includes an increase of $0.44 per MW-hr for an
__increase in WAPA energy transmission loss costs.
* The OId Agreement cost of electric generation is $48.02 per WM-hr.
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1 A Itis about twice that recently charged at western states switchyards, such as at Palo Verde. On
2 8 February 2003, the Mr. Jim Pignatelli, CEOQ, and Mr. Keith Larsen, CFQ, hosted a First Call
3 meeting with investors. During that meeting, Mr. Pignatelii stated that the “year-round wholesale
4 electricity prices as Palo Verde were $27.00 per MW-hr"¥ and Mr. Larsen sated that the 2003
5 annual wholesale electricity forecast was between $32.00 and $34.00 per MW-hr. About one-
6 third of the electricity in Arizona is generated by the Palo Verde Nuclear Generation Station,
7 produced electricity at $12.80 per MW-hr production costs as reported by PWC/APS.*® Fixed
8 price contracts may have higher rates to cover contingencies and unknown risks, but over twice
9 the going rate is excessive.
10
11 For example,* the national market values, reported daily in the Walf Street Journal®®, are the
12 high and low demand weighted average prices for the past twelve months. As of November
13 2002 is shown in Table 2 below. This shows that $58.79 per MW-hr was not reached on a single
14 day in the prior twelve months. Due to present market volatility in the past six months, three
15 have been short time periods where spikes over $150 per MW-hr have been recorded as shown
16 in Table 3 as of 27 March 2003. These higher peaks were not evident as of 27 March 2003
17 where the peak firm prices were $40.90 per MW-hr in the Mirant National Power Index. in
18 addition, the Firm on Peak California-Oregon and Nevada-Oregon Borders price was $35.49 per
19 MW-hr *?
20
21 The new PWC-Citizens Agreement is higher than regional costs in the continental U.S. The fixed
22 cost of $58.79 per MW-hr exceeds the Mirant West Power Index 52-week high of $45.53 per
23 MW-hr in November 2002. The New Agreement greatly exceeded the 52-week low daily values
24 that vary between $14.73 and $18.23 per WM-hr last November, from my Testimony of 8
25 November 2002. A few daily highs for electricity exceeded $58.79 per MW-h during the past six
¥ See “UniSource Energy Reporis Earnings for 2002” (Business Wire) on 30 January 2003, stated "Around-
the-clock power prices on the Dow Jones Palo Verde Index returned to more normal levels in 2002, averaging
$27 per megawatt hour (MWh), down from $94 per MWh in 2001.”

* See “Palo Verde Sets National Production Record, Logs Best Operational Year Ever” (Business Wire) on 15

January 2003, stated:
“The [Palo Verde Nuclear Generation] station recorded a three-year average production cost of about
1.28 cents per kilowatt-hour [which equals $12.80 per MW-hr], among the lowest in the industry.”
The PVNGS is operated by APS and owned by APS, Salt River Project, Southern California Edison, El Paso,
Public Service Co. of New Mexico, Southern California Public Power Authority and Los Angles Department of

_Water and Power.

*® This section and Exhibit B to Marshall Magruder Testimony of 8 November 2002 responded to Citizens Data
Request 1.13 for more statistical data. More data are available. Electricity traders and utilities use costly
subscriptions services. | am limited to public information sources to assess non-real time situations.

9 See Wall Street Journal, 4 November 2002, page C10.
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months but the latest daily average in the West Power Index as $24.76 per MW-hr, considerably
less than half the proposed new price. The new Agreement can only be defined as having
excessively high rates.

Table 2 - Mirant National Power Indexes
Demand weighted average price in $/MW-hr for the continental United States in November 2002,

Mirant National Mirant East Mirant West
Power Index Power Index Power Index

| 18.23 17.59 14.73

Table 3 - Mirant National Power Indexes
Demand weighted average price in $/MW-fr for the continental United States on 27 March 2002.

Mirant National Mirant East Mirant West

$40.12 44.68

Q. Do you have additional data to support a conclusion that the “New” wholesale electric rates of
$58.79 per MW-hr are excessive?
A Yes. Tucson Electric released a report for Third Quarter Earnings.*? It stated

“In the third quarter of 2002, wholesale sales volumes were down 30.8 percent compared
with the third quarter of 2001, resulting from decreased demand for power in the western
United States energy markets. Wholesale revenues were $41.1 million, down from $206.9
million in the third quarter 2001. Around-the-clock power prices on the Dow Jones Palo
Verde Index averaged $28 per MWh during the third quarter 2002 compared to $40 per
MWh in the same period last year.”

j‘l See Wall Street Journal, 18 April 2003, page C12.
2 TEP News Release, 20 October 2002, see www. hUSINSSWIre. com OF Www. UnisSourcs ocom
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In addition, from several other sources, there is usually close tracking between Palo Verde and
other western energy markets. For example, during two different weeks, last week and six
months before, we see in Table 3 that Palo Verde is relatively stable between $34.75 (non-firm)
and $38.00 (firm) for Peak and between $21.00 (non-firm) and $25.00 (firm) during October 21
to 25, 2002. As shown in Table 4, during April 14 to 18, 2003, the prices are more volatile due
the war in Irag, both Venezuela and Nigeria are having internal problems, and Mexico has
opposed the U.S. intervention, all which could have significantly raised energy prices. During the
energy unrest this week, the options for Palo Verde prices are lower than the $58.76 requested
by the Applicants for the PWCC New Agreement. These range from between $48.75 for Peak
Firm, $36.00 for Peak-Non Firm, $32.75 fdr Off-Peak, Firm to a low of $24.75 for Off-Peak, non-
firm delivery.*?

Table 3 - Western Energy Prices, Week of October 21-25, 2002,

Table 4 — Western Energy Prices, Week of April 14-18, 2003.

Please note the typical closeness of Palo Verde and the other western energy markets. Also,
note the difference in Peak with heavy traffic and Off-Peak with light traffic

* \Western Price Survey, “Prices Wax, Freeze, then Wane,” 25 Qctober 2002, see
hito Aevaew newsdata comicenyor 12502 himl and hitpAvwaw nawsdata comicatyy for current week.
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1 Other data, compiled from the Walf Street Journal, are found in Exhibit B of my prior Testimony
2 of 8 November 2002. The data are not for Palo Verde because the WSJ stopped publishing its
3 Dow Jones Palo Verde Index in March 2002. The DJ Palo Verde Index is available on a
4 subscription basis so utilities have this information. The Dow Jones California-Oregon and
5 Oregon-Nevada Border (DJ COB) Index are published daily. That Exhibit was constructed for
6 the DJ COB data. Note this index did not exceeded $50 per MW-hr during the prior 52-weeks,
7 for even one day. Table 6 below shows all of these wholesale rates:
8 Table 6 — Various Wholesale rates.
Rate . ) On Peak/ )
$IMW-hr Firm/Non-Firm Off-Peak Market Remarks
$12.80 Year- around the clock Palo Verde 2002, APS production costs
$18.23 Daily 52-week Low West Mirant Power index, 11/2002 |
. Mirant Power Index, demand
$2476 Firm l On Peak West weighted average 3/27/03
. 2002 Year-around the clock
$27.00 Year- around the clock Arizona, Palo Verde rate, Pignatelli, TEP, Feb 03
$28.00 Third Qtr 2002 — around the clock Palo Verde TEP quarterly report
Between $32.00 . 2003 Year-around the clock
and $34.00 Year- around the clock Arizona, Palo Verde futures, Larsen, TEP, Feb 03
~$37.00 2004-2005 — around the clock Palo Verde TEP forecast (DR MM-5.31) |
$38.00-$25.00 Weekly Firm (On-Peak/Off-Peak) Palo Verde Week of 11/21-25/2002
$40.00 Third Qtr 2001 — around the clock Palo Verde TEP quarterly report _
$40.12 Firm On Peak West Mirant Power Index, 3/27/2003
. . Mirant Power Index, demand
$40.90 Firm On Peak National weighted average 4/18/2003
$48.02 Firm Average Citizens Old APS Contfract
$48.75- $32.75 | Weekly Firm (On-Peak/Off-Peak) Palo Verde Week of 04/14-18/2003
$49.64 Daily 52-week High B Western Mirant Power Index, 11/2002
. o 7-year, fixed price, new PWCC
$58.79 Firm Average Citizens Contract (proposed)
. 2001 Year-around the clock
$94.00 Year- around the clock Arizona, Palo Verde rate, Pignatelli, TEP, Feb 03
9
10
i Q. How did Citizens come to agree to this New Agreement with such high charges?
12 A. During the negotiations between APS and Citizens, from late winter of 2000 through July 2001,
13 the California energy crisis was on everyone’'s mind. The high charges in California were
14 impacting all western energy markets. Citizens was under pressure on many fronts, which
15 included:
16 (1) Resolving the Old Contract disputed charges with APS,
17 (2) Completing analytical studies described in the original Citizens Application,
18 (3) Keeping customer reliability high during to a class-action law suit (Chilcote, et af versus
19 Citizens Utilities),
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(4) Negotiating with Tucson Electric Company (TEP) concerning a second source of electricity
for Nogales and Santa Cruz County customers,

(5) Keeping the agreement to sell AED and AEG to CapRock, and

(6) Avoiding higher energy costs before the summer of 2001.4

These pressures must have impacted the May-July 2001 Citizens-APS negotiation decisions.

Q. Can anything now be done to reduce the rates of the New Agreement?
A. Yes. The governing FERC Order, which includes dispute mediation and arbitration, was not
exercised before Citizens applied for this rate increase, is a way to solve that issue.

Q. What if APS/PWCC does not want to negotiate the New Agreement?
A. The same options, including the good offices of the ACC, FERC dispute resolution, mediation,
and binding arbitration are available without extensive litigation expense.

Q. Should Citizens ratepayers pay unfair or unreasonable rates under the New Agreement?
A. No, in additional to the information herein, the testimony by others in these hearings has shown

this fixed rate is above the norm therefére unreasonable.

Q. Canthe Arizona Corporation Commissioners reduce rates specified in the New Agreement if
they are found to be not fair and reasonable?

A ltappears to me this is an element of their statutory and fiduciary obligations. A.R.S. §40-203*
is clear. Whenever the Commission finds “the rates, charges, demanded or collected is unjust,
discriminatory or insufficient, the Commission shall determine and prescribe [them]".* This
article specifies rates shall not be “unjust” or “insufficient.” Based on former observations, the
Commission considers this “balance” in making its decisions. There is nothing in this AR.S.
article which specifies “wholesale” or “retail.” It appears “wholesale” and “retail” are not part of

* In response to Marshall Magruder Data Request 3.18 (6), Citizens Sean Breen stated “Citizens entered the
new APS agreement at the time it did in large part to avoid anticipated high power prices during the summer
of 2001 and believes, based on the information available at the time, that it was prudent to do so.”

* ARS. §40-203 (Power of commission to determine and prescribe rates, rules and practices of public service
corporations) states:

When the commission finds that the rates, fares, tolls, rentals, charges or classifications, or any of them,
demanded or collected by any public service corporation for any service, product or commodity, or in connection
therewith, or that the rules, regulations, practices or confracts, are unjust, discriminatory or preferential, illegal or
insufficient, the commission shall determine and prescribe them by order, as provided in this title.
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the consideration. The filings with FERC indicate that that FERC does not approve “rates”;
therefare, it is the sole responsibility of the ACC to make the “fairness” and “reasonableness”
ruling.

. Are the rates specified in the New Agreement fair and reasonable? Who should prove that
these new rates are fair and reasonable?

A. The Joint Applicants, now Citizens and UniSource, should prove these new rates are fair and

reasonable for the ratepayers in the Citizens service areas.

© @ N DN W N
)

10 Q. What proof has been offered that the New Agreement rates are fair and reasonable?

11 A.  There has been no proof presented to date that $58.79 per MW-hr is fair and reasonable. The
12 Arizona Corporation Commission sets and approves consumer electric rates in Arizona and

13 such proof including a zero-based cost analysis are the best methodology to show fairness and
14 reasonable. A price comparison is meaningless due to so many local factors, including capital
15 expenses, population locations, adequacy of local generation, and others that make cost

16 comparisons of the “same” product meaningless.

17

18 | 7. Valencia Turbines.

19

20 Q. What are the Valencia turbines?

21 A Citizens' has three combustion turbines installed at the Valencia Substation in Nogales, Arizona.
22 These turbines are described by Citizens’ as “peaking” or “backup” turbines. They are rated at
23 15 to 18 MW each and together have carried loads in excess of 45 MW and have served all

24 Citizens customers in Santa Cruz County.*’ Rarely does the Santa Cruz County loads exceed a
25 peak of 45 MW-hrs.*

26

27 Q. Are these turbines important to Citizens operations in Santa Cruz County™?

28 A, After the Nogales Electric Company closed down it local generators about 45 years ago,

29 Nogales has been dependent upon a single, radial 115-kV transmission line from Tucson. The
30 transmission line was operationally rated for 60 MW and recently upgraded to 100 MW. During

“ In response to Citizens Data Request 1.15 which requests the source of Authority of the ACC to “reduce rates
in a wholesale power contract. The full title of this Application includes “change the current purchased power
and fuel adjustment clause rate, to establish a new purchased power rate and fuel adjustment clause bank.”

47 In response to Magruder Data Request 3.01(17), Citizens stated “Except under extreme peak conditions of
limited duration, the Valencia turbines have the capability to carry the entire Santa Cruz County load.”

“ Santa Cruz County has exceeded 50 MW-hrs only on six occasions, all during the past four years.
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1 lightning storms, the Valencia turbines are “spinning without loading” so that backup, electric

2 power is available in case of an outage on the Citizens-owned 115-kV transmission line. For the

3 past five years, transmission line outages have averaged 2.049 hours per year, so such backup

4 is necessary, but infrequently necessary. As a peaking plant, these turbines can be used to

5 provide additional power.

6

7 Q. Canthese turbines provide cost-effective additional generation capabilities for Santa Cruz

8 County?

9 A. These turbines are capable of providing electricity for the entire load 99.9% of the time. Further,
10 they are economical and cost-effective to run during load periods when purchased power on the
" market exceeds their operational cost. In general, they are between one and a half (1.5) to
12 almost three (3) times more expensive to operate when compared to the fixed rate under the
13 New Agreement. They have demonstrated an average power production cost of $151.89 per
14 MW-h for all power these turbines produced versus the $58.79 per MW-h rate under the New
15 Agreement. These figures include extensive time periods when these turbines carried no load
16 and were operated as spinning reserves to ensure reliability, so the actual cost per MW-h is less.
17 For example, during the month of May 2002, Citizens operated these turbines to generate 863
18 MW-h at an operational cost of $79,962.27 for value of power generated at $92.68 per MW-h.
19 This is about 1.6 times the New Agreement fixed rate but could be economically beneficial if
20 used exclusively during advantageous peak rate times.

21

22 Q. Have these turbines been used to provide economical electricity to Santa Cruz County, at rates
23 lower than the Old Agreement?

24 A. During May of 2001, these turbines were operated during peak hours by Citizens to avoid high
25 costs (disputed) under the Old Agreement. During this month, Citizens avoided $1,306,944 in
26 purchase power costs from APS at a cost of $540,884 in fuel used by these generators. The

27 overall savings was $766,060.

28

29 Q. Are there restrictions on the use of the turbines under the New Agreement?

30 A. Citizens can operate these turbines during storms for reliability purposes, but only with advanced
31 permission from APS, for economic reasons. Based on the potential savings to ratepayers

32 demonstrated during May 2001, APS/PWCC may be restricting Citizens in its ability to serve

33 customers at the best cost under the New Agreement. In addition, the New Agreement limits the
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1 total output at a “reduced level (i.e., 30-35 MW) maximum.™® Since this limit may unreasonably
2 restrict Citizens/UniSource from providing all of its Santa Cruz County customers with locally
3 generated electricity. %
4
5 Q. Canthis part of the agreement be modified?
6 A. There are at least two ways this could happen. Either
7 (1) Modify the New Agreement by methods discussed elsewhere, or the
8 (2) Commission could prohibit APS from restricting turbine operations when any economic cost
9 savings are possible for Citizens ratepayers.
10
11 |8 Impact of these hearings on the proposed UniSource Purchase of Citizens AED and AGD.*
12
13 Q. The Nogales International has published articles that the City of Nogales is interested in
14 converting a part of Citizens AED into a municipal electric utility. Others have also expressed
15 interest. Do you have knowledge that these hearings have influenced these discussions?
16 A  InCitizens response to Data Request MM-2.10 (8), | learned that Citizens “does not know
17 whether the current power supply agreement with Pinnacle West Capital Corporation has
18 impacted any opportunities to sell the Arizona electric properties.” Citizens indicated APS/PWCC
18 substantially interfered with opportunities to sell Citizens until the New Agreement was signed.
20
21 Impacts on a sale by a ruling from these hearings have not been determined. However, logically,
22 if Citizens is denied recovery of the approximately $119.4 million (in Nov. 2002) through a rate
23 increase, potential sales opportunities could diminish. If the PPFAC balance was not collected
24 AED, this could significantly reduce the book value, shareholder’s equity and reduce potential
25 gain from the sale for Citizens. In this scenario, Citizens and its shareholders are out $119.4
26 million. Thus, if the ACC denied Citizens the ability to coliect $119.4 million from ratepayers, a
* From 1.9 of the New Agreement found in Amended Application, in Exhibit 2, sheets 6 and 7.
0 Citizens in response to Marshali Magruder Data Request Three MM-3.6 (9) stated
“many times these turbines have been required to operate above 35 MW {maximum from above
quote}. The Estimated Metering Point Demands, by Month in MW, from Sheet 33 of the PWCC
“Market-Based Rate Tariff’ shows a range of values between 38.001 (November 2001) to 50.399
MW (June 2001) for the first operating year of this agreement. The estimated load requirements at
Valencia Turbines is approximately 10.69% less than at Nogales Tap, using the old contracts value
for transmission and distribution energy losses.”
1 On 29 October 2002, both Citizens and UniSource, holding company for Tucson Electric Power Company
(TEP), announced that agreement had been reached for the sale of both the Citizens AED and Arizona Gas
Division to TEP for $230M. This has not been reflected nor considered in this section of Testimony.
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9. Calculation of Purchase Power and Fuel Adjustments under the New Agreement

results would be (1) a reduction in the AED book value and (2) ratepayer’s purchased power
energy costs could remain constant (also please see section 9 below).

if the ACC completely granted the PPFAC Application, then the same new energy costs, debt
and interest are shifted to the ratepayers. Citizens and its shareholders benefit by gaining
$119.4 million (as of Nov. 2002), which has already been paid to PWCC (plus interest) and while
the ratepayers will have to pay $119.4 million over several years. Citizens’ customers have no
choice but to appeal to the Commission. The ratepayers would have their rates significantly
increased by an average over 40% for seven years in order to pay for disputed charges and
interest plus 25.8% higher purchased power energy costs (see 9 below) under the New
Agreement plus 31.2% for backup transmission line wheeling charges (see 9 below). Thisis a
staggering increase for Santa Cruz County, which has high seasonal unemployment and over
25% below the poverty level.

52

Q.

What are the components used to calculate the total cost of power supply in Citizens basic
service rates?

These components are the cost of power, called energy price, plus the costs of transmission to
import power into Citizens service areas.

. The New Agreement Energy Price.

The Amended Application established a fixed price of $58.79 per MW-hr® for all sales by APS to
Citizens under the New Agreement.

. The New Agreement Transmission Costs.

The energy loss rate used for rate determination is 10.69% (or $6.83 per MW-hr) based on
Citizens last rate case to account for the cost to deliver to customer’s meters. This increases the
delivered electric cost from $58.79 to $65.83 per MW-hr.** In addition, Citizens has negotiated a
new transmission agreement with WAPA increase of $0.44 per MW-hr or an additional $4.36 per
MW-hr for a total of $70.21 per MW-hr.

%2 Citizens’ response to Marshall Magruder Data Request Three is necessary to complete this section of
testimony.

* See Amended Application, dated 21 September 2001, page 8.

* See Amended Application, page 7.
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Q. Are there additional transmission charges the Citizens ratepayers could incur during the time

A

frame of the New Agreement?

Yes, additional transmission line “wheeling” charges have been agreed to by Citizens that will
raise the Santa Cruz County ratepayer’s rate about $15/customer per month for a 100 MW of
“backup” firm electricity delivery. For additional background, please see my Comments of 13
March 2002. Citizens’ management agreed to this in the Project Development Agreement (PDA)
in January 2001 with Tucson Electric Company (TEP), a subsidiary of UniSource. Citizens
indicated that these costs would be added to PPFAC charges.®®

. What impact does the New Agreement have on typical customer rates of the Old Agreement?

The current customer service rate, under the old Agreement, is $48.02 per MW-hr.*¢ Under the
New Agreement, considering only Energy Price (increased by $10.77 per MW-hr) and
transmission costs (increased by $0.44 per MW-hr for WAPA increases and $1.15 per MW-hr for
increased energy losses), the rate would be is $12.36 per MW-hr higher. This is an increase of
12.36/48.02 =258 %.

Does this increase include just purchase and delivery costs and the increases from the New
Agreement and WAPA Agreements?

These are the increases only from these two Agreements, to “deliver electricity to the Citizens
ratepayers.” This increase does not include any disputed charges or loan carrying charges or the
TEP “wheeling” charges. The ratepayer will have a 25.8% increase until May 31, 2008, for just

- the New and WAPA Agreements increases if the Amended Application is approved. An

additional ~$15.00 per customer per month will be requested by the utility when the backup
transmission line finally becomes operational, at least a year after the operational date of 31
December 2003. This $15.00 becomes 15.00/48.02 for a 31.2 % rate increase for the backup
transmission line. The total PPFAC rate increase is then
Additional Purchase Power Costs + Transmission Costs = Total PPFAC Increase
25.8% + 31.2% = 57.0% Increased Total PPFAC

* See Citizens Response to Magruder Data Request MM-3.01(18), when Citizens stated “Costs for the TEP
transmission service will be added to PPFAC charges if and when the facilities have been placed in service
and Citizens has made payment for services.” In addition, in response to MM-3.01(13), Citizens indicated that
the “electricity imported over the new 345kV TEP transmission facilities will be purchased directly from PWCC

_under the Market-Based Tariff [New Agreement], and not as Buyer's Other Resources.”

% See Amended Citizens Application, page. 8.
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for a total 57.0 % PPFAC increase, again, without including any disputed billing charges which

exceeds 40% increase.

. Do other claims in the Amended Application increase customer costs?
. Yes, the Applicant requested all “disputed” charges and PPFAC loan interest be reimbursed by

ratepayers. This was proposed as the ever-increasing update to Exhibit No. 3 of the Amended
Application. If this is judged as a reimbursable expense, or any part of the interest considered
appropriate, the ratepayers will see an increase greater than 46.2%. An even larger increase is
likely if the “bank amortization” for the disputed charges for carrying cost (interest) is included in
this PPFAC settlement.

. Do you recommend that the Commission approve the New Agreement and WAPA Agreement

increases that are recommended in the proposed Amended Application?

. Only the WAPA Agreement should be approved, without change, to add $0.44 per MW-hr.

The New Application has an Energy Price that is too high compared to the wholesale market.
APS/PWCC covered all risks with very high prices during May-June 2001 negotiation
environment. Diverse financial and operational pressures may have impacted Citizens during the
final negotiations in May to July 2001, which may have led to the New Agreement under adverse
environmental conditions or duress. Market characteristics since May-June of 2001 have
changed. The California energy crisis of 2000 has come and gone, Enron collapsed, ACC
changed its deregulation plans, natural gas prices are lower again, FERC proposed a standard
market design plan, the ACC is planning a wholesale solicitation later in 2003 called Track B.
FERC has conducted several detailed investigations concerning price gouging in the Western
states (which could be related). In general, however, the electrical market has returned to its
former, more stable condition. The Joint Applicants need to have the Energy Price of $58.79 be
reduced to a level that gives a fair and reasonable prices to the customers and reasonable
profits to APS/PWC, perhaps, a wholesale rate of about $35.00 near to the 2003 forecast of $ 34
to 34 per MW-hr at the most and including WAPA and APSMWPC energy losses. The would give
a 35.00/42.08 for a 16.8% reduction.

10. Demand Side Management.
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. Inthe original Application, Citizens proposed to reduce electric costs by effective Demand Side

Management (DSM). What are the results of the DSM?

. Citizens' provides semi-annual reports on Demand Side Management Programs to the ACC

Staff. In the latest report of 30 August 2002, Citizens stated its total cost of approximately
$113,227 during this six month period provided savings of 2,788 MW-h per year. A review of
material concerning Citizens ongoing DSM program indicated excellent literature concerning

energy conservation and efficiency.

. What is Citizens definition for DSM?
. Citizens response to Marshall Magruder Data Request MM-2.11 (10), “Demand Side

Management is the effort to improve the efficiency of using electric energy and power.”

. What is the Department of Energy (DOE) definition for DSM?
. The DOE DSM program states:

Demand-side management (DSM) programs consist of the planning, implementing, and
monitoring activities of electric utilities which are designed to encourage consumers to
modify their level and pattern of electricity usage. In the past, the primary objective of most
DSM programs was to provide cost-effective energy and capacity resources to help defer
the need for new sources of power, including generating facilities, power purchases, and
transmission and distribution capacity additions. However, due to changes that are
occurring within the industry, electric utilities are also using DSM as a way to enhance
customer service. DSM refers to only energy and load-shape modifying activities that are
undertaken in response to utility-administered programs. It does not refer to energy and
load-shape changes arising from the normal operation of the marketplace or from
government-mandated energy-efficiency standards.

(See hitp:fiwww eia.doe. govicneal/electricity/dsmidsm_sum.himi )

Q. What are the differences between these definitions?
A. The Citizens definition is an energy efficiency or conservation definition, admirable programs.

Unfortunately, the DSM action words “load-shape” is missing. it is by load-shaping saves
generation resources, transmission and distribution costs, during peak demand periods.

When customers shift loads from peak to non-peak periods the service areas have reduced cost
demand and provides non-peak power at lower rates. Having large users accept interruptible
instead of firm delivery services, is also a savings option for Citizens and its customers. Both of
these “shape” loads provide for efficient use of capital equipment results. For example, in Santa
Cruz County, when there was the 60 MW transmission line, by having a few key industrial loads
shift from peak to non-peak or to interruptible from firm service, during times when the loads
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approach 60 MW, upgrading that line to 100 MW could have been delayed for several years. On
June 18, 2002, Citizens peaked at 57.3 MW. A 5 MW load-shift would have given safer reserve.
Utilities usually offer financial incentives to customers to shift from peak to non-peak or from firm
to interruptible delivery options.

Q. Do you recommend Citizens employ load shaping in its DSM Program?

A. Yes. Citizens should implement financial incentives to ratepayers for load shaping, publicize
such a program, and statistically measure actual load shift changes to ensure compliance.
Further, the ACC Utility Division may be remiss in not monitoring DSM programs more closely
and promoting DSM actions aggressively. This can reduce capital and operations and
maintenance (O&M) expenses by utilities.

Part Il - Gas Rate Case, Docket E-01032A-02-0598

11. Natural Gas Case Issues.

Part lil - Proposed Settlement Agreement for PPFAC and Gas Cases®’
12. Settlement Agreement Issues %

Q. What is the purpose of this Settlement Agreement?

A This settlerment Agreement is to resolve all of the issues involved in the PPFAC and Natural
Gas cases, as a precursor and necessary step, so that the Purchase Agreement may then be
considered without these as unresolved issues as was requested by the Joint Applicants.

Q. Did you participate in the negotiations that resulted in the proposed Settlement Agreement
(SA) filed under these docket numbers on 1 April 20037
A On 13 January 2003, the ACC Staff called a preliminary meeting to start these negotiations
There were representatives of most of the Parties in this case at that kickoff meeting.

%7 “Settlement Agreement — UniSource Energy Corporation’s Acquisition of Citizens Communications
Company's Gas and Electric Utility Assets” of 1 April 2003 as modified by Lewis & Roca, LLC letter of 2 April
2003.

8 ACC Procedural Order for these dockets, dated 7 February 2003, directed that a final setilement agreement
be filed by 1 April 2003. This Order continued the earlier ACC Procedural Orders of 3 December 2002 and 8
January 2003, which suspended the PPFAC Case Docket E-01032C-00-0751 and Gas Rate Case Docket
G-01032C-02-0598. The Settiement Agreement was o meet all parties conditions necessary to close these
cases as a precursor to consideration of the Purchase Agreement.
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Additional weekly meetings with telephonic participation continued until the last week in
January. The next meeting was on Friday 28 March. A copy of the proposed SA provided to
parties last on Thursday 27 March.

Does the proposed Settlement Agreement achieve the purpose to resolve all issues involving
the PPFAC and Gas cases?

Initially, discussions directly concerned these cases. During intervenor participation, as
discussed below, based on a handout® and discussions at the initial 13 January 2003 meeting,
resolution of these two cases was the primary emphasis of the discussions.

Are you satisfied with the proposed Settlement Agreement?

No for many reasons. This proposed agreement was crafted and drafted by only three of the
Parties. the ACC Staff, UniSource and Citizens. None of the other Parties, which represented
the public, namely the RUCO, Mohave County, Santa Cruz County, City of Nogales, nor
myself participated after the last January meeting.

During the Friday 28 March meeting, it was obvious that many issues were incompletely
covered or contrary to the expectations of these excluded Parties. In fact, the first question
from a County Attorney at this meeting was “who represented the ratepayers during these
negotiations?' During this meeting, at least fifteen comments were verbally submitted and
quickly discussed. Some of these were incorporated in the final version of 1 April.

Where your considerations included in the proposed Settlement Agreement?

. No. Since the deadiine for this agreement was 1 April 2003, | submitted proposed Settlement

Agreement Conditions to all concerned on 20 March (Exhibit B-2).%' The reply from the Joint
Applicants showed that none of my conditions were considered (Exhibit B-3).%

Q. Did you try to improve the proposed Settlement Agreement?

% See ACC Memorandum “Settlement Discussions on the following cases ...” from Earnest Johnson, Director,

_ Utilities Division of 7 January 2003 to Docket Control, cc: Parties of record.

® This handout, “Joint Applicant's Proposed Settlement, January 13, 2003” is annotated “pursuant to Arizona
Rules of Evidence, Rule 408, this Proposed Settlement offer is not admissible in any action shouid the offer
not be accepted” thus is not provided as an Exhibit.

61 See Exhibit B-2, Magruder letter “Proposed Settlement Agreement Conditions” of 20 March 2003.

%2 See Exhibit B-3, Mr. Tom Campbell, Lewis & Roca LLC, Joint Applicant’s attorney's lefter of 28 March 2003.
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A. Upon receipt of this draft proposed SA on 27 March, | drafted Data Request Six® (Exhibit B-4)
to clarify, modify andfor enhance the proposed SA which was sent by email (and mail) before

10:00 AM on Friday 28 March 2003, prior to the Friday afternoon Negotiation Conference,

hosted by the ACC Staff. The resultant response from the Joint Applicants shows that many of

the more serious defects were not addressed (Exhibit B-5).%

Q. Do you feel there any serious defects in the proposed Settlement Agreement and why?

>

Yes. Defects | consider needing immediate remedy are shown in Table 5 {listed in sequence, not

priority). Table 5 also includes many, many smailer problems which could become significant.

Location

Table 5Defects Observed in the Proposed Settlement Agreement.

Present Wording

Recommended Corrective

Action
Page 1, Settlement Agreement — | This implies that this agreementis | Suggest:
title UniSource Energy primarily for the acquisition of Settlement Agreement —
Corporation's Acquisition | Citizens by UniSource. The Resolution of the Citizens
of Citizens Procedural Order indicates this Communications Company's
Communications Agreement is a precursor to the Applications and Related
Company's Gas and acquisition. Issues for the PPFAC and
Electric Utility Assets Gas Rate Cases, as a
Precursor, to the Purchase of
Citizens Electric and Gas
Assets by UniSource Energy
Corporation
Page 1, in the first sentence: This implies that the proposed In the First change:
first §, first | “...agree to the following | Settiement Agreement is “...agree to the following
sentence | proposed settlement comprehensive, that is covers all proposed settlement
agreement issues in five cases. Many items, in | agreement {"Agreement”) of
{“"Agreement”) of the the PPFAC Case have not been the matters pending in Docket
matters pending in addressed, for example, risk Nos. G-01032A-02-0598
Docket Nos. G-01032A- | management and disputed cost. {"Gas Rate Case’), E-
02-0598 (“Gas Rate The emphasis seems o be 01032C-00-0751 ("PPFAC
Case”), E-01032C-00- changed from the original purpose | Case”), as a precursor to
0751 ("PPFAC Case”), of settlement agreement, which resolving issues in Docket
and E-01933A-02-0814, | was to resolve all issues in the Nos. E-01833A-02-0914, E-
E-01032C-02-0914, G- PPFAC and Gas Rate Cases, foa | 01032C-02-0914, G-01302C-
01302C-02-0914 “consolidated” settlement 02-0914 {"Joint Application”)
% Joint Application”) agreement. Until PPFAC and Gas | (collectively “Consolidated
{collectively Rate cases are resolved, the Joint | Cases”).
“‘Consolidated Cases”). Application should be held in
abeyance.
Page 2, WHEREAS, all The intervenors were and are, to Suggest:
first q intervenors were this point, only permitted to Whereas, the Parties provide
provided ... with comment. The Parties drafted this | notice of the settlement
opportunity to participate | agreement without pariicipation of | process and of intervenor

® See Exhibit B-4, Magruder letter “Magruder Data Request Six” of 28 March 2003.
tf"‘ See Exhibit B-S5, Mr. Tom Campbell letter in reply to “Magruder Data Request Six” of 4 April 2003.
® This docket number is incorrect and it should read as “G-01-32C-02-0914.”
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Table 5 Defects Observed in the Proposed Settiement Agreement.

Present Wording

Impact

Recommended Corrective
Action

and comment.”

all intervenors.

meetings, with an opportunity
to comment of the final
version before coming to

collected Purchase
Power and Fuel Adjuster
Clause ("PPFAC")
balance, currently the
subject of Docket No. E-
01032C-00-0751, up
through and including
the date of closing of the
purchase of Citizens’
Electric Assets and Gas
Assets by UniSource.
The forfeited PPFAC
balance is currently
estimated to be at least
$135 million as of July

balance is from a wholesale “billing
dispute.” This issue has not been
adjudicated and is presently
unresolved. A legal judgment is
necessary to determine if any
could be considered as
reimbursable by ratepayers. 5 At
this point, there is nothing available
to “forfeit’.®® The impact of this
decision is critical, as the forfeited
amount is considered “goodwill”
and would be amortized for 37
years, significantly reducing
income tax liabilities.

hearings.
Page 2, “GasCo”, “ElecCo”, As worded, this provides initial Suggest:
third §, et | “HoldCo” and “New ambiguity in organizations, which GasCo, ElecCo, HoldCo and
al. Companies” will be defined prior to Commission | New Companies to their real
decisions based on the required names to avoid confusion
corporation filings necessary years after this agreement
before closing. was implemented.
Page 2 Third, Fourth, Fifth and These four paragraphs concern the | Suggest deleting Third,
Sixth paragraphs: Joint Application and not the two Fourth, Fifth, and Sixth {which
‘WHEREAS, the cases as issue: PPFAC and Gas continues to page 3}
Parties... Rate Cases, therefore, they should | paragraphs.
WHEREAS, be deleted.
UniSource...
WHEREAS, the
Parties. ..
WHEREAS, the
Parties...
Page 3, First line: The use of the term Parties in this Change “Parties” to read
third “Parties agree that sentence only means signatories, “signature Parties feel that
WEREAS | adoption of this not the many Parties to these five adoption of this Agreement
Agreement is in the cases. appears to be in the interest
public interest ..." of the public...”
Page 3, “UniSource shall, as part | As worded, it appears that a legal Suggest:
under of this Agreement, forfeit | determination that some of “UniSource shall not hold the
third its right to pursue the “estimated” PPFAC balance is retail ratepayers liable for any
WHEREA | recovery from retail recoverable from the retail Purchase Power and Fuel
S, (a) ratepayers of any under- | ratepayers has been made. This Adjustment Clause (PPFAC)

balance due prior to closing
date.”

% See Joint Application of 18 December 2002, page 3, second paragraph, lines 7 to 9 which stated “and will be
approximately $138 million in July 2003, if a PPFAC base rate of $0.07019 per kWh is adopted based on the
current Pinnacle West — Citizens Contract.
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Table 5 Defects Observed in the Proposed Settiement Agreement.

Present Wording

Recommended Corrective
Action

28, 2003.™
Page 3, In the third sentence, This implies that a legal ruling is Suggest the beginning of the
under “Regardless of the actual | necessary to determine the actual | third sentence read:
third amount of the PPFAC amount of the PPFAC balance. “Any PPFAC balance that
WHEREA | balance that exists at the may possibly exist at the time
S, (a) fime of the closing ...” of the closing...”
Page 3, in the third sentence, This also implies some “right” Suggest:
under “..., the right(s} to exists to recover from ratepayers “..., any possible right(s) to
third recover from retail the costs that resulted from an recover from retail ratepayers
WHEREA | ratepayers shall be unresolved and disputed billing shall be forfeited by Citizens
S, (a) forfeited by UniSource, between a wholesale buyer and and UniSource including
any of its subsidiaries, wholesale seller. subsidiaries.”
and Citizens.”
Page 4, “UniSource shall put into | This new condition was not Suggest deleting (e), that is,
under (e} | place a procedure to discussed with intervenors until 28 | any reference to “retail”
commence the process March and not at prior working competition.
of opening up the new meetings. There are several
ElecCo's service challenges to implementing “retail”
territories to retail competition while a new company
electric competition by is being formed and starting to
no later than December | manage this large service area.
31, 2004." 1) The wholesale rate is fixed by
the proposed New PWCC
Agreement, severely restricting
possible “retail” competition. This
may be similar to the market
structure collapse in California.
2) The fixed “wholesale” rate also
restricts any possibie “retail’ gains.
3) UniSource has no experience in
managing “retail” competition.
4) Lower retail rates are not a goal.
5) No ratepayers requested this be
implemented.
6) No benefits have been
presented in this case for such a
program in a service area that is
struggling to gain reliable and
guality service.
7} Retail competition is not relevant
to any of the docketed cases.
Page 4, “UniSource shall ensure | Citizens already participates in Suggest:
(0) participation by ElecCo EPS, so there is nothing new for “UniSource shall continue and
in the Environmental UniSource to ensure. No expand the ElecCo

% See Joint Applicants Response to Magruder Data Request MM-6.9, MM-6.10, and MM-6.12 of 28 March

2003, which states three times that the “Joint Applicants object on the grounds that it calls for a legal

conclusion.” See Exhibit B-6, page 2.

% A small Western Area Power Administration (WAPA) rate increase ($0.00044 per kW-hr) for additional
transmission wheeling charges is an exception and reimbursement for this cost has consistently been
recommended by this intervenor. In response to Magruder Data Request MM-3-02(12), Citizens stated: “None
of the WAPA charges during the period indicated were, or are in dispute.”
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Table § Defects Observed in the Proposed Settiement Agreement.

Present Wording

Recommended Corrective
Action

Portfolio Standard renewable improvements were participation to exceed the
("EPS") proposed by UniSource. A EPS Environmental Portfolio
enhancement was added. Standard ("EPS”) levels by
0.5% by 2005."

Page 5, Several times UniSource discusses | “(k} UniSource shall establish

add new quality; however, the universal guality management

(k) quality management process, iSO | programs for all Citizens

9000, is not implemented by assets by obtaining 1SO 9000
Citizens. Business success has quality management

been directly correlated with ISO certification not later than 31
9000 certification in addition, the December 2005 and obtaining
Environmental Management ISO 14400 environment
certification program using 1SO management certification by
14400 results in significant cost 31 December 2006.”
reductions. Both are recommended

o achieve risk reductions

requested in the Citizens PPFAC

application.

Page 5, First sentence: The settlement negotiations to date | Suggest:

b “The Parties agree that did not involve public sector “The Parties consisting of the
the purpose of this intervenors, including RUCQ, utilities and ACC Staff, agree
Agreement is to resolve | Mohave County, Santa Cruz that the purpose of this
contested matters in the | County, City of Nogales, City of Agreement is to resolve all
Gas Rate Case, the Kingman, or private citizens contested matters in the Gas
PPFAC Case and the including me, an appointed Rate and PPFAC Cases, so
Joint Application in a Commissioner on the Joint County- | that the Joint Application
manner consistent with City Energy Commission. issues can be made
the public interest.” consistent. These Parties

considered public interest in
making decisions that form
this Agreement.”

Page 5, Second sentence:; This implies that rapid approval is Suggest:

M “... such approval must critical for these cases is based on | “... such approval is
be given in a timely a $10M reduced cost to UniSource | requested by the Joint
fashion so that the for closing by that date. $10M Applications by July 28, 2003,
transaction can close by | amounts to about $50 per so they may receive the early
July 28, 2003." ratepayer with no gain or loss to transaction bonus of $10M for

UniSource, who plans to use this ratepayers, however, if

$10M as goodwill. additional analysis which will
benefit ratepayers by prudent
decisions, then orderly
closure by October 27, 2003
is requested.”

Page 6, “3. Commission This statement seems to preclude | Suggest:

13 Authority to Modify. The | comments by the public sector “3. Commission Authority to
Parties further recognize | intervenars including Counties, Modify. The Parties recognhize
that the Commission will | Cities, and RUCO. The Joint the Commission will evaluate
evaluate the terms of Applications indicated the 21 April | the terms of this Agreement
this Agreement, and that | 2003 Testimony filings may be and the comments of all
after such evaluation the | used by the Administrative Law intervenors, and that after
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Table 5§ Defects Observed in the Proposed Settiement Agreerment.

Present Wording

Commission may require
modifications to the
terms hereof before
accepting this
Agreement.”

Impact

Judge and Commissioners to make
modifications to this .f-\greement.69

Recommended Corrective
Action
such evaluation the
Commission may require
modifications o the terms
hereof before accepting this
Agreement.”

Page 6,
14

Last three lines:

“... approval of the
Agreement in a timely
fashion so that the
transaction can close by
July 28, 2003, and
thereafter the Parties
shall abide by its terms.”

This implies that if the Commission
fails to approve this Agreement by
July 28, 2003, then this Agreement
will not be considered binding on
the Parties. The only motivation for
this is the early closure bonus of
$10 million, which does not impact
UniSource financially. This
condition needs to be relaxed as
later closure may be more
beneficial. The next paragraph
permits Agreement modification as
criterion for any of the signatory
parties to object, which could be
closing date. Recommend minor
modification so that the Agreement
in not null and void on 29 July
2003.

Suggest:

*... approval of the Agreement
in a timely fashion so that the
transaction can close by July
28, 2003 or iater if more
beneficial, and thereafter the
Parties including intervenors
shall abide by its terms at
closure.”

Page 86,
15

In the first sentence:

“In the event that any
signatory Party to this
Agreement objects to
any modifications to the
terms of this Agreement
made by the
Commission, such Party
shall timely file an
Appilication for
Rehearing... that Party
shall be ...

As worded, this condition prohibits
public sector Intervenors from filing
for a Rehearing. The
recommended action is to permit
such possible filings for a
rehearing.

Suggest:

“In the event that any
signhatory Party or public
sector Intervenor to this
Agreement objects to any
modifications to the terms of
this Agreement made by the
Commission, such Party or
Intervenor shall timely file an
Application for Rehearing. ..
that Party or Intervenor shall
be ...

Page 6,
16

In the first sentence:

“If a signatory Party files
an Application for
Rehearing that raises
objections to any
modifications of the
terms or this agreement,
then that Party shall
deemed to have
withdrawn... The
withdrawing Party shall
be ... and remaining
Parties.

As worded, this condition prohibits
any Intervenor from objecting to
modifications of this agreement.
The recommended action is to
permit such objections.

Suggest:

“If a signatory Party or
intervenor files an Application
for Rehearing that raises
objections to any
modifications of the terms or
this agreement, then that
Party or Intervenor shall be
deemed to have withdrawn. ..
The withdrawing Party or
intervenor shall be ... and
remaining Parties and
Intervenors.”

Page 7,
7

Similar to paragraph 5
and 6, the word "Party”

Similar to paragraph 5 and 6
above, Intervenors should not be

in the first line, third line, and
fifth line (twice), change

% See Joint Applicant's response to Magruder Data Request MM-86.33 of 18 April 2003.
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Table 5 Defects Observed in the Proposed Settfement Agreement.

Present Wording

Recommended Corrective
Action

four times.

prohibited from appealing a
Commission Decision.

“Party” to read "Party or
intervenor”

Retail. Electric
Compstition. Within one-
hundred twenty (120)
days of Commission
approval of this
Agreement, UniSource
shall file for Commission
approval a plan to open
the ElecCo's service
territories to retail
electric competition.
Topics which shall be
addressed include, but
are not limited to the
following: (1) unbundied
tariffs; (2) system
benefits charges; (3)
assisting new suppliers
in using transmission;
and {4) reliability must-
run generation ("RMR’).
The application shall
include an
implementation date to
open the ElecCo's
service territories to
competition no later than
December 31, 2004.
UniSource further
agrees to not oppose
municipal aggregation in
principle as part of any
plan to make retail
access more likely within
ElecCo's service areas.”

Counties, Cities or individual
intervenors prior to 28 March 2003.
There are many unforeseen
problems when two companies
make ownership changes and
several years may be necessary
before efficient operations, higher
reliability, and quality of service
improve. These capabilities are
what the ratepayers need.
UniSource has not made prior
mergers of this magnitude and is
inexperienced in these challenges.
There are no proven long-term
{over 5 years) “retail” competition
successes anywhere. All failed to
meet expectations after 5 years. In
view of extreme turmoil, cost, and
very low benefit potential that the
imposition on these already
stressed ratepayers, a separate
hearing on retail competition will be
necessary and should not be a part
of this agreement. Adding this
condition by the ACC Staff ' is a
disservice to the present Citizens
customers and strong opposition is
expected. This will not help
UniSource establish a good
working relationship. UniSource is
going to have its hands full
maintaining the status quo long
before making required
improvements. in addition, starting
retail competition in 2004 should
not be attempted in an service area
which has a fixed-price wholesale

Page 7, inlines 4 and 5 and 6: Citizens also has DOE Presidential | In lines 4 and 5 and 6, change
1.8 “.. franchises, licenses permits to sell electricity to Mexico. | to read as:
and other similar These should also be transferred.” | “...franchises, Presidential
authorizations.. There is no mention of an permits, licenses and other
application to the DOE to transfer similar authorizations..
these international export permits.
Page 12, | 11. Opening ElecCos The issue of retail competition was | Suggest:
111 Service Territories to not discussed with RUCO, 11. Delete this paragraph.

" See Joint Applicant's response to Magruder Data Request MM-6.36 of 18 April 2003 which states ‘these will

be transferred as a result of this transaction.”

' In response to Magruder Data Request MM-6.14 to MM-6.26, the Joint Applicants stated ‘the staff requested
a commitment from UniSource to open up these areas to retail competition by December 31, 2004.”
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Recommended Corrective

Location Present Wording Impact i
Action
contract that extends until 31 May
2007. No goals are included to
reduce retail ratepayer costs, which
should be the primary objective for
the feasibility study.

Page 15, | “Electric Purchase PPFAC stands for Purchase Power | Change Part D title tod:

Part D. Power & Fuel Adjustor and Fuel Adjustment Clause. “Purchase Power and Fuel

title Clause ("PPFAC")" Adjustment Clause

{“PPFAC")"

Page 15, First three sentences: This base rate of $58.79 per MW- Change to read:

127 “The Parties agree that hr exceeds the old APS contract “The utility and AAC Staff
effective from the date of | cost of generation by $10.77/MW- agree that effective from the
the closing the purchase | hr (58.79 — 48.02 = $10.77/MW- date of closing of the
of Citizens’ electric utility | hr). This rate is between 50% and purchase of Citizens’ electric
assets, the adjustor rate | 100% higher than market. This utility assets, the total cost of
shall be set at $0.01825 | base rate assumes an increase of | purchased power shall be
per kilowatt hour 22.3% in the cost of generation $0.07019 per KWh or $70.19
("kWh"). The base rate and the decrease should be per MWh as shown in the
for purchased power reflected. attached Appendix C. The
shall remain at $0.05194 | (Cost of production for APS Palo present total cost equals the
per kWh. The Verde Nuclear Generation Plan is base rate of $0.05194
composition of the total $12.70/MW-hr, last year's cost was | per kWh ($51.94 per MWhj
cost for purchase power | $27.00/MW-hor according to TEP's | which equals the Cost of
is set forth in the CEQ. TEP's CFE predicted a $32- | Electric Generation
attached Appendix C.” 34 range for 2003. Other data ($48.02/MWh) pius Energy

suggests lower purchased power transmission losses and
costs are available in Arizona.} charges ($3.92/MWh). The
The PWC/APS agreement is PPFAC adjustment factor
onerously higher than fair market equals the change in cost of
value. The decision whether or not | purchased power and change
this rate is fair and reasonable is in transmission charges. The
the subject of the PPFAC hearings | increased cost of purchased
and has not been decided. power is $0.01392 per kWh
The wording uses terms not in {$13.92 per M\Wh} (30.05879
Appendix C. See reworded version | - $0.04802). The increase of
to right, however, this Intervenor WAPA costs transmission is
does not agree with the values. $0.00044 per kWh. The total
Please note that paragraph 28 PPFAC adjustment is the sum
below discusses renegotiation of or $0.01825.

the Cost of Generation in this

proposed PPFAC adjustment. Until

those negotiations have been

completed, the PPFAC clause

Application by Citizens remains

open. And unresolved.

Page 15, Last sentence: This does not indicate that Last sentence:

127 “UniSource, any of its recovery from PWCC will still be “UniSource, Citizens and any
subsidiaries, and permitted.”” To clarify, please see subsidiaries shall forfeit any
Citizens shali forfeit their | rewording. claims or rights to recover

 Magruder Data Request MM-6-67 asked “will this permit Citizens to recover costs associated with its billing
dispute with APS {(PWCC)? The Joint Applicants response stated “This provision [prior to rewording] only
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Table 5§ Defects Observed in the Proposed Settiement Agreement.

Present Wording

Recommended Corrective

Action

right to pursue recovery from retail ratepayers any of

from retail ratepayers of the PPFAC balance that

the PPFAC balance existed prior to date of

existing prior to and closing; however, Citizens

including the date of retains all rights to recover or

closing.” receive refunds of any
unrecovered charges from
PWCC.”

Page 15, | First sentence. This sentence gives the wrong Suggest:

128 “This provision refersto | date of signing and fails to mention | “The provision refers to the
the purchase power the effective date. The revised Purchase Power Agreement
contract signed by Citizens PPFAC Application of 21 signed by Citizens and PWCC
Citizens and PWCC on September 2001, as shown in the on July 14, 2001 with an
June 1, 2001.” title of this docket, requests effective date of June 1, 2001.

approval of this Agreement. Since | This contract is presently

it is still being renegotiated, being renegotiated.

approval of the Purchase Power Paragraphs 27 and 28 remain
Agreement is premature, Closure OPEN until completion of

of the PPFAC case depends upon | these negotiations. A new
completion of these negotiations Purchase Power Agreement
and includes the renegotiated is provided for review, so that
Agreement in this settlement the Citizens purchase by
agreement for approval, as UniSource can proceed
requested by Citizens PPFAC towards closure.”

Application. Thus, closure of the

PPFAC case, a prerequisite prior to

deciding on this final settlement

agreement, is necessary for the

UniSource purchase of Citizens.

The PPFAC case remains

suspended until the renegotiated

Purchase Power Agreement is

decided.

Page 15 Fourth, fifth and sixth Previously, Citizens repeatedly Suggest:

continuing | sentences: stated that purchase power costs “All savings from the

o page “Sixty (60) percent of the | were a “pass through” and no renegotiated agreement shall

16, {28 savings shall go directly | money was ever made on these be passed through to the
towards the benefit of fransactions. What is proposed isa | ElecCo’s ratepayers. An
ElecCo's ratepayers and | precedent- setting new charge, the | incentive fee, equaling to forty
forty {(40) percent of the | “share” possible future savings on (40) percent of the savings for
savings shall go to “pass through” with the company six months, shall be awarded
UniSource.” The above- | who is negotiating. A general fee, to UniSource. This fee should
described sharing from with some incentive, added to the be favorably considered
renegotiating the PWCC | next rate case, appears more during the next UniSource
contract and/or appropriate. As presently worded, rate case.”
amending the existing the higher rates will start upon
PWCC contract shall closing. There are serious

relates to recovery from retail ratepayers and does not address recovery from Pinnacle West Capital

Corporation.”

* In response to Magruder Data Request MM-6.67, the Joint Applicants stated “the parties agreed that 40% of
the benefit would go to UniSource.” These “parties” are only the utility companies and ACC staff.
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Recommended Corrective

Location Present Wording Impact .
Action
only apply for the problems with this open-ended
duration of the existing “duration” being determined by the
or renegotiated PWCC negotiators, for example, how long
contract, whichever will this 40% be rewarded. Please
duration wouid expire see recommended rewording
sooner. Once that which could also be used for
timeframe expires, any closure of negotiations prior to
and all savings shall be | closing the Joint Application for
passed through directly purchase.
to ElecCo's customers.”

Page 16, | “UniSource shall This condition would prohibit Reword as follows:

131 continue Citizens UniSource from using qualified "UniSource shall continue
Arizona Gas Division's safety, cost, or operational Citizens Gas Division's
current practice of not specialists for short periods. This current safety practice of not
using contract personnel | appears overly restrictive for any using contract personnel to
for the performance of company as no company has all perform any routine
operation and skills all the time. operational and maintenance
maintenance functions, functions, such as leak survey
such as leak survey and and valve maintenance.
valve maintenance.” When skills are not available,

short-term specialists maybe
used in non O&M situations to
provide safety, operational,
training or other expertise not
found in their labor pool. In
general, only certified
technicians, such as Certified
American Corrosion
Engineers, will be permitted to
augment.”

Page 19, | “The Parties agree that This implies that the Commission “The Parties agree that the

136(a) the Commission shall will not investigate any claims for Commission shall limit any
not conduct any procurement, accounting or future routine prudency
prudency reviews of balances prior to October 29, 2002. | reviews during the period
Citizens' gas Ongoing FERC investigations have | prior to October 29, 2002.
procurement practices, concluded that market Prudency Reviews of
accounting practices or manipulation, in particutar in the Citizen's gas procurement
balances existing on or natural gas market, was practices, accounting
before October 28, extraordinary during the 2000 to practices or balances will only
20027 2001 time period. In its August be performed in conjunction

2002 investigations FERC with other agencies, such as
concluded that natural gas price the Federal Energy

indexes were unreliable, and on 26 | Regulatory Agency, if fraud is
March 2003 declared that natural suspected, or in conjunction
gas market manipulation, including | with investigations which will
some in Arizona, was widespread protect the public interest.”
and involved many parts of this

industry. Without any possible

implication of Citizens actions

during this period, failure of the

ACC to "not conduct’ such
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Location

Table § Defects Observed in the Proposed Settlement Agreement.

Present Wording

investigations appears to prevent
future investigations into illegal
activity that are in the public

Recommended Corrective

Action

PWCC Agreement remains a fixed
price contract’ ®for 8 years, lasting
through 31 May 2008. Only non-
PPFAC issues would be included

| ina General Rate case. However,

a new test year may be necessary,
thus only energy loss charges
appear change related. Suggest
changing title and adding new
sentence at end.

interest. * See suggested
rewording.
Page 19, | Rate Moratorium. This paragraph discussed Rate a. Suggest changing Title to:
%39, title Moratorium. When the current “General Rate Case
PPFAC case is concluded Moratorium”
purchase power costs will remain b. Add new sentence at end
constant, assuming the present 1o read:

“New PPFAC cases will nhot
be submitted until after the
PWCC Purchase Agreement
expires; however, if a test
year is conducted during a
general rate case, after the
three years, an energy loss
adjustment to PPFAC may be
necessary.”

1
2
3 Part IV - Joint Application for Approval of Sale of Electricity and Gas Utility Assets and
4 Certificates of Convenience and Necessity (CC&N) from Citizens to UniSource Case,
5 Dockets E-01933A-02-0914, E-01032C-02-0914, and G-01032A-02-0914
6
7 113. Jaint Application Issues.
8
9 Q. Did you participate in the

10

"

12 Part V — Facts and Conclusions in these Cases

13

14 |14, FEacts and Conclusions for the PPFAC Case.

15

16 Q. Do you have any conclusions concerning the Old Agreement?

™ In response to Magruder Data Request MM-6.71, the Joint Applicants stated “the parties to the Settiement
Agreement believe that it is in the public interest to waive prudency reviews of expenditures prior to October
29, 2002, in exchange for other benefits from this transactions, including reduction of the rate base.”
Unfortuna’ce!y, the gas rate request is to increase the rates about 28%.
” In response to Magruder Data Request MM-6.72, the Joint Applicants stated “the current agreement is a fixed
price contract.”
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. Yes, the disputed terms should have been resolved in much shorter period of time so that they

would have been minimal or insignificant. Citizens failed to act in a timely, prudent manner to
prevent or to avoid more and excessive charges.

. Do you have any conclusions concerning the New Agreement and the Valencia turbines?
. Yes, this contract fails to allow Citizens free use of its own generation capabilities to avoid higher

avoid charges by APS/PWC. This should be changed.

. Did the New Agreement solve the disputed billing charges of the Old Agreement?
. No, the New Agreement did not solve the disputed billing charges from the Old Agreement.

Citizens failed to use all available means to recover these costs and interest other than this
Application for recovery from the ratepayers. This attempt to avoid collection from APS/PWCC is
unconscionable and shows an unethical corporate attitude towards its customers, who have no
option but to use Citizens as their electrical provider. Until the disputed costs have been
validated as not disputed costs, Citizens should not be reimbursed for them or any interest
associated with them. ™ |

. Do the WASA Agreement costs appear to be fair and reasonable?
. These costs, as described in the Application, appear fair and reasonable and probably should be

recovered from the ratepayers.

. Should Citizens receive credit for developing DSM programs?
. No, the DSM plan implemented by Citizens fails to shape the load. The ACC Staff has,

apparently, failed to provide appropriate and effective feedback to Citizens. Until the ACC Staff
reviews the Semi-Annual DSM Program Report must provide appropriate feedback to all utilities,
Citizens and the other utilities should not be permitted to deduct DSM expenses. There needs
to be measures and indicators that show actual DSM load-shaping resuits.

15. Facts and Conclusions for the Gas Case Case.

"® In response to Magruder Data Request MM-3-02(15), Citizens responded “No amounts paid APS are
currently in dispute.” Also, Magruder Data Request MM-3.02(7) asked Citizens “Are all APS Monthly Purchase
Power and Fuel Costs charges .. “paid under protest’ to APS?". In response fo this data request dated 3
January 2003, Citizens stated “The category “Purchased Power and Fuel costs” includes power supply bills
received from APS, transmission service bills received from WAPA, and the cost of generation fuel consumed
at the Valencia facility. No portion of such reported costs is in dispute at this time.” [emphasis added].

Thus, as of January, 2003 after the Purchase Agreement had been made public, Citizens in its delayed reply
to Magruder Data Request Three does not dispute the APS costs.
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None.

18. Facts and Conclusions for the proposed Settlement Agreement.

The proposed Settlement Agreement, see Part |l above, failed to achieve its goals and needs
additional work which involves all “parties” to these hearings.

Part VI - Recommendations for these Cases

17. Recommendations for the PPFAC Case.

Q. What are your recommendations for reimbursement to Citizens as requested by the Amended
PPFAC Application?
A. The following Application requested reimbursements are recommended:
a. Forany disputed fuel costs under the Old APS Agreement — zero
b. For non-disputed fuel, costs under the Old APS Agreement — after a judgment from
’ litigation, dispute resolution, or negotiations — then a future hearing can determine what is
fair and reasonable.
¢. Forinterest on disputed fuel PPFAC Bank Loan costs under Old APS Agreement — zero
d. Forincreases in the rates from the New PWCC Agreement — to a value equal to the Old
Agreement rates to closing, e.g., no change for Citizens ratepayers.
e. Forincreases in rates for the WASA Agreement — as requested.

For risk management programs — zero

Q. What are your recommendations with respect to the Citizens Dispute with APS?
A. From Exhibit B-2,

Q. Do you have additional recommendations?
A. Yes, see my Comments of 13 March 2002 to this docket for recommendations, not included in
this testimony. Some of those recommendations were modified herein based on circumstances

and information received since then.

Conclusion of Testimony.

Q Has this testimony been made by you without reservations?
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A. No. | have not received a response from the Applicants for my Data Requests Five and Six. The
facts herein are from references that have been furnished by UniSource, Citizens or from my
files compiled during these hearings. Where unique references were considered important, they
are provided in the text. A few numbers were derived from data. When arithmetic was used to
change a value, it was described, and usually the steps are shown. When costs were in $ per
kKW-hr, they were changed to $ per MW-hr throughout this testimony so consistent comparisons
can be easily made.

Thank you for your attention.
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Exhibit A
Additional Background Information

Q. Please provide additional background information about yourself.

A. At present, my consulting practice involves systems engineering and systems architecture for

military and aerospace companies. This year, for example, | performed consulting tasks for
Raytheon groups in San Diego and Fullerton, California and Marlborough, Massachusetts. |
performed tasks involving front-end systems engineering, architecture framework
development, interoperability planning, with reconfiguration analysis studies and presentations
for the Joint Command and Control Ship (JCCX Program Office) and developing an initial IT
architecture framework proposal for the Raytheon group in Plano Texas for the Objective
Force Warrior (OFW), Land Warrior 11l Program Office; the US Army at Fort Huachuca,
Arizona, for the Development Testing Command's Virtual Proving Ground (VPG), and Minister
of Defence in the United Kingdom, Defense Procurement Agency, Future Aircraft Carrier
(CVF) Programs Office, Abby Hill Station, Bristol, United Kingdom. | also prepare income
taxes for H&R Block as a seasonal employee and for the IRS Tax Consulting for the Elderly
program as AARP volunteer. | teach operations management and managing innovation
courses in the University of Phoenix MBA curricula. | was appointed and served as a
Commissioner on the Santa Cruz County/City of Nogales Energy Commission starting in
spring 2001.

. Onwhose behalf are you testifying in this proceeding?
. lamtestifying solely on my behalf as a resident, ratepayer, and concerned citizen of Santa

Cruz County and as an Arizona taxpayer who is interested in ensuring fair and equitable rates
with steady, reliable and efficient electrical service.”’

. Please describe your experience in more detail.
. I have broad systems engineering background which has involved design and development of

large systems, varying from the Kingdom of Saudi Arabia to multi-state training ranges to
naval battle groups with platforms varying from aircraft carriers to all classes of warships to
individual soldiers with self-contained combat systems. As a systems engineer, | have
performed the preliminary front-end analyses, including site surveys, to assess the situation
that leads to defined requirements that are specified for various acquisitions and

" Response to Citizens Data Request 1.01.
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procurements. | do this for industry and various federal and state government agencies as a
prime or as a subcontractor. | have led major program teams for several projects valued in
billions of dollars.

. What is your educational background?
. I graduated from the United States Naval Academy in 1962 with a Bachelor of Science degree

with extra courses in operational and systems analysis; in 1970, from the United States Naval
Postgraduate School with a Master of Science degree in Physical Oceanography; and, in
1980, the University of Southern California with a Master of Science degree in Systems
Management (MSSM). In addition, | took post-masters level courses in electrical engineering
at the University of Rhode Island and while employed at Hughes Aircraft Company/Raytheon.
| participated in many technical, engineering and company management courses primarily
concerning engineering management, total systems analysis including total ownership and
life-cycle cost estimation, all phases of software development, system and program risk
management systems implementation and monitoring processes, and arranged and took the
only C4ISR Systems Architecture implementation course on-site for fellow employees. | have
completed at least two-dozen income tax courses, varying in length from three to sixty-six
hours. As a naval instructor, consultant, and University of Phoenix MBA instructor, | have
taught tactical oceanography, underwater acoustics, anti-submarine warfare, joint command
and control, and operations management for over seven years.

. What is your primary experience with business management?
. After a career in the US Navy, | was a senior systems engineer at Hughes Aircraft Company,

now Raytheon for almost 18 years. During most of that time, | was leading new, innovative
development projects, many times, working directly with and/or for the business development
or marketing department. In writing proposals, we always had to understand what our
customer said they wanted, what could be provided, and account for other natural, physical,
economic, and environmental factors. These factors required an in-depth understanding of the
customer, the total environment for the life of the item(s) to be developed, and forecast for
technology, customer demand and growth, and evolving markets in a transitional markets.

This required understanding forecasting.™ A current basis for this understanding are the

courses | teach on business forecasting and the implementation of statistical process control

® This was provided in my response to Citizens Data Request 1.08.
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in my "Operations Management for Total Quality” MBA classes. | have “forecast’ very difficult
underwater acoustic and geophysical conditions for large and small areas worldwide and as a
proven and qualified naval geophysical subspecialist that routinely involved meteorology,
electromagnetic natural and temporal conditions, and oceanic environmental conditions. Using
knowledge from statistical, probabilistic, and numeric forecasting and predictions classes, |
have prepared business proposals nearly continuously for the past two decades, all of which
provided foreknowledge and understanding of forecasting.

. What experience do you have with electric systems?
. Atthe US Naval Academy, my curriculum consisted of two years of electricity and electronics

classes and laboratory sessions with additional emphasis in other related engineering
courses. | have worked in a destroyer's engine room and boiler firerooms at all operational
positions providing operational and maintenance experiences from steam, gas turbine and
electric generation through distribution of electricity throughout the ship systems. Later in my
career, while qualifying to be an Engineering Department Head, | operated every engineering
positions in “casualty” modes, imposing outages, including “black ship” dead-in-the-water,
restart operations, again at all positions. | have lit-off boilers, synchronized electrical loads,
split and distributed electrical power, and even manually rerouted power with emergency
cables. As a naval instructor, | managed and coordinated afloat engineering training cruises
on gas turbine and steam-powered ships. | have also conducted operational and maintenance
inspections on fossil and nuclear-powered ships, including eight aircraft carriers. As the lead
systems engineer for new classes of aircraft carrier and surface combatant programs, | have
participated in the design of these electric-drive ships. The ships’ propulsion systems will, in
essence, be large electric motors, as the US Navy transforms toward all-electric ships in the
next decade. These new aircraft carriers will have six times the electric generation capability
of today’s carriers, in order to drive the electro-magnetic aircraft recovery system/electro-
magnetic aircraft launching system (EARS/EMALS) systems, directed energy weapons
systems and other information technology equipment.

| served as a member of the Academic Board at the US Naval Postgraduate School, where |
recommended and had approved an additional “electromagnetic compatibility” course for a
technical curricutlum. As a systems architect, my recent consulting contracts have been
developing the operational, technical and systems architectures, using relational database
management systems to integrate, coordinate and correlate an interoperable design through a
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build-to-implementation approach for major Army, Navy, Coast Guard, Air Force, DoD, and
the United Kingdom Minister of Defense programs.

What is the purpose of your testimony?

My testimony represents my assessment of the Citizens Communications Company’s (CZN)
application and amendments for its Purchase Power Fuel Adjustment (PPFAC) and some of
the issues involved with the purchase of CZN by UniSource. | have tried to make some helpful

and beneficial recommendations toward resolving the conflicts these applications present.

What is your role in these hearings?
I am an Intervenor. | am not a Protestor. in some areas, | support the joint Applicants.

. What the goal for your testimony ™

My goal is to achieve progress towards having a quality, integrated, electric and natural gas
utility system in Santa Cruz County. These hearings should protect all customers, ratepayers
and shareholders and the environment. All want all to be proud to be associated with my utility.

. Why did you submit testimony?

| submitted my testimony to facilitate all parties understanding the issues and their impacts on
consumers, residents and ratepayers in Santa Cruz County.”™

. Do you have infinancial interest in this matter?
. No. All of my efforts in these hearings are unpaid. | do not expect nor would | accept payment

or employment resulting from participation in these cases.®

" | used the AR.S. and AAR,, from the Arizona State Legislature website, at www.az gov for all statutory and
administrative rule references in this Testimony. No attorney or attorneys provided such advice. This is the

__response to Citizens Data Request 1.06.

80 Response to Citizens Data Request No. 1.01
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Exhibit

Exhibit B

Documentation Exhibits

The following Exhibits are contained herein:

Referencein

Exhibit Description Testimony

Excerpts from Citizens Communications SEC Forms 10-Q and 10- |
K and Annual Reports

Exhibit B-2 | Marshall Magruder letter, “Proposed Settlement Agreement
Conditions” of 20 March 2003

Exhibit B-3 | Mr. Tom Campbell, Lewis & Roca LLC letter of 28 March 2003
[Reply to Magruder Proposed Settlement Conditions letter, Exhibit
B-2]

Exhibit B-4 | Marshall Magruder letter “Magruder Data Request Six” of 28 March
2003

Exhibit B-5 | Mr. Tom Campbell, Lewis & Roca LLC letter of 4 April 2003 [Reply

to Magruder Data Request Six, Exhibit B-4]
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Exhibit B-1

Excerpts from Citizens Communications
SEC Forms 10-Q and 10-K and Annual Reports

Citizens Annual Reports (SEC Form 10-K) and Quarterly Reports (SEC Form 10-Q) were reviewed
during the disputed period. There are statements in these documents that imply certain actions will
result from the PPFAC Hearings. They are quoted below. Each document short title is indicated in the
left column, the location of all references quoted from that document in the second column, and the
quote in the third column. Only the “electric utility” data are used, as the other data pertains to other
Citizens entities that are not involved with these hearings. Most of these reports repeat the same
information in more than one location in each report. These are shown by “During the past

year... [same as page 11]...” notations. Underlining marking and bold fonts were inserted for use by
questions below.

Quote R

Quartert Revenue from discontinued operations [which includes electric utilities] for the three and nine

SEC 10-?) month ended in September 30, 2000 increased $ 3.5 million, or 4%, and $ 20.5 million, or 9%, as

for Quarter compared with the prior pericds primarily due to customer growth, increased consumption due to
Page 22 | favorable weather conditions and increased purchased fuel costs and purchased power costs

| Document

Se Q?Qr?)ggr passed on to customers. The increase for the nine months ended September 30, 2000 as
2000 compared with prior period were partially offset by $3,750,000 of customer refunds recorded in the
second quarter of 2000 in Arizona in the electric sector.
[Table excerpt]
Cost of Services
(8 in thousands)
2000
1999
1998
Amount
% Change
Amount
Citizens % Change
2000 Annual Amount
Report{c.a. | Page26
February Electric energy and fuel oil purchased
2001) $113,965
16%
$98,533
12%
$87,930

... Electric energy and fuel oil purchased increased $15.4 million, or 16%, in 2000 primarily due to
higher supplier prices and increased consumption. Electric energy and fuel oil purchased
increased $10.6 million, or 12%, in 1999 primarily due to increased consumption and customer
growth. Under tariff provisions, increases in our costs of electric energy and fuel oil purchased are
largely passed on to customers. Gas, electric energy and fuel oil purchased excludes amounts
deferred for future recovery in rates.
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[ i

Table excerpt]
Cost of Services
(3 in thousands)
2000
1999
1998
Amount
% Change
Amount
Citizens % Change
2000 Annual Amount
Report{c.a. | Page26
February Electric energy and fuel oil purchased
2001) $113,965
16%
$98,533
12%
$87.930
... Electric energy and fuel oil purchased increased $15.4 million, or 16%, in 2000 primarily due to
higher supplier prices and increased consumption. Electric energy and fuel oit purchased
increased $10.6 million, or 12%, in 1998 primarily due to increased consumption and customer
growth. Under tariff provisions, increases in our costs of electric energy and fuel oil purchased are
largely passed on to customers. Gas, electric energy and fuel oil purchased exdudes amounts
deferred for future recovery in rates.
[Table excerpt]
Cost of Services
{$ in thousands)
2000
1999
1998
Amount
% Change
Amount
Citizens % Change
2000 Annual Amount
Report(c.a. | Page 26
February Electric energy and fuel oil purchased
2001) $113,965
16%
$98,533
12%
$87,930
... Electric energy and fuel oil purchased increased $15.4 million, or 16%, in 2000 primarily due to
higher supplier prices and increased consumption. Electric energy and fuel oil purchased
increased $10.6 million, or 12%, in 1999 primarily due toincreased consumption and customer
growth. Under tariff provisions, increases in our costs of electric energy and fuel ol purchased are
largely passed on to customers. Gas, electric energy and fuel oil purchased excdudes amounts
deferred for future recovery in rates.
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| Document

Quote

[Tabie excerpt]
(3 in thousands)

Cost of Services

For the three months ended March 31

Quarterly 588(1)
SEC 10-Q % Ch
for Quarter | Page 19 % Chenge
ending 31

March 2001 Electric energy and fuel oil purchased

$29,686
$24,173
23%

... Electric energy and fuel oil purchased for the three months ended March 31, 2001, increased
$5.5 million, or 23%, as compared with the prior year period primarily due to higher purchase
power prices. For [There was ho mention of these PPFAC proceedings in this report.]

...[page 11] During the past year the decrease in the availability of power has caused power
supply costs to increase substantially, forcing companies to pay higher operating costs to operate
their electric businesses. As a result, companies have attempted fo offset these increased costs by
either renegotiating prices with their power suppliers or passing these additional costs on to their
customers through a rate proceeding. In Arizona, we are currently disputing excessive power
costs charged by our power supplier in the amount of approximately $57 million through
December 31, 2000. We are allowed to recover these charges from ratepavers through the
Purchased Power Fuel Adjusiment clause. In an attempt to limit “rate shock” to our customers, we
have deferred these costs on the balance sheet in anticipation of recovering certain amounts either
through renegotiations or through the reguiatory process.

... [page 21] During the past year ... [same as page 11] ... through renegotiations or through the
regulatory process.

... [page 28] During the past year ... [same as page 11] ... through renegotiations or through the
regulatory process.

[Table excerpt]

Cost of Services

SEC Fom fggg

10-K dated 8 | Pages
March2001 | ., . | 1998
(inserted reh
and bound in | 26 and
the Citizens 30 %Agh?r?t
ge
2000 Annual Amount
Report) % Change
Amount

Electric energy and fuel oil purchased
$113,965

$98,533

16%

12%
$87,930

... Electric energy and fuel oil purchased increased $15.4 million or 16% primarily due to higher
supplier prices and increased consumption. Electric energy and fuel il purchased increased $10.6
million, or 12%, in 1999 primarily due to increased consumption and consumer growth. Under tariff
provisions, increases in our costs of electric energy and fuel ol purchased are fargely passed on to
customers. Gas, electric energy and fuel purchased excludes amounts deferred for future recovery
inrates.

....[page 30] During the pastyear ... [same as page 11] ... through renegotiations or through the
regulatory process.
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V Document

Citizens
SEC Form
10-Q for Qtr
ending 30
June 2001

Page 25

Quote
[Table excerpt}
Cost of Services
{$ in thousands)

For the three months ending June 30
For the six months ending June 30

2001
2000

% Change
2001
2000

% Change

Electric energy and fuel oil purchased
$29,969
$27,801
8%
$59,655
$51,974
15%

...Electric energy and fuel oil purchased for the three and six months ended June 30, 2001
increased $2.2 million, or 8%, and $7.7 million, or 15% respectively, as compared with the prior
year periods, primarily due to higher purchased power prices. During the past two years the
decrease in the availability of power in certain areas of the country has caused power supply costs
to increase substantially, forcing companies to pay higher operating costs to operate their electric
businesses. As a result, companies have attempted to offset these increased costs by either
renegotiating prices with their power suppliers or passing these additional costs on to their
customers through a rate proceeding. In Arizona, excessive power costs charged by our power
supplier in the amount of approximately $88 million through June 30, 2001, has been incurred.

Adjustment dause. In an attempt to limit “rate shock” to our customers, we will request that this
deferred amount, plus interest, be recovered over a extended time period. As a result, we have
deferred these costs on the balance sheet in anticipation of recovering through the regulatory
process.

On July 16, 2001, Citizens terminated ifs existing confract with Arizona Public Service and entered
into a new seven year purchase power agreement. This agreement allows us to purchase all
power required for operations at a fixed rate per kilowatt hour. This agreement is retroactive to
June 1, 2001 and will minimize any further increase in the deferred power cost account.

Docket Nos. E-01032C-00-0751, E-01032A-02-0598, E-01933A-02-0914, E-01032C-02-0914 and G-01032A-02-0914
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Citizens
SEC Fom | Pages
10-Qfor Qir | 20 and
ending 30
September | 31
2001

Quote

During the past two years the decrease in the availability of power in certain areas of the country
has caused power supply costs to increase substantially, forcing companies to pay higher
operating costs to operate their electric businesses. As a result, companies have attempted to
offset these increased costs by either renegotiating prices with their power suppliers or passing
these additional costs on fo their customers through a rate proceeding. In Arizona, excessive
power costs charged by our power supplier in the amount of approximately $98 million
through September 30, 2001, have been incurred. We are allowed to recover these charges from
ratepayers through the Purchase Power Fuel Adjustment clause. In an attempt to limit “rate shock”
to our customers, we will request in September 2001 that this deferred amount, plus interest, be
recovered over a seven-year period. As a result, we have deferred these costs on the balance
sheet in anticipation of recovering through the regulatory process.

On July 18, 2001, Citizens terminated our existing contract with Arizona Public Service and
entered into a new seven-year purchase power agreement. This agreement allows us to purchase
all power required for operations at a fixed rate per kilowatt hour. This agreement is retroactive to
June 1, 2001 and will mitigate further increases in the deferred power cost account.

[page 31] [Tabie excempt]

{3 in thousands)

Cost of Services

For the three months ending September 30
For the six months ending September 30

2001
2000

% Change
2001
2000

% Change

Electric energy and fuel oil purchased
$36,149
$32,540
11%
$95,804
$84,514
13%

... During the past two years ... [same as page 20] ... in anticipation of recovering through the
regutatory process.

On July 186, 2001, Citizens terminated ...[same as page 20]... will mitigate further increases in the
deferred power cost account.
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Citizens
SEC Form
10-Q for Qtr

March 2002

Pages
17,23,

ending31 | and24

{16) Commitments and Contingencies.

On December 21, 2001, we entered into a settlement agreement resolving all claims ina class
action lawsuit pending against the company in Santa Cruz County, Arizona (Chilcote, et al v.
Citizens Utiiities Company, No. CV 98-471). The lawsuit arose from claims by a class of plaintiffs
that includes all of our electric customers in Santa Cruz County for damages resulting from several
power outages that occurred during the period January 1, 1997, through January 31, 1999. Under
the terms of the settlement agreement, and without any admission of guilt or wrongdoing by us, we
will pay the class members $5.5 million is satisfaction of all claims. The court approved the
settlement agreement on March 28, 2002, and the lawsuit against us was dismissed with
prejudice. We have accrued the full settlement amount, plus an additional amount sufficient to
cover legal fees and other related expenses, during the fourth quarter of 2001... .[page 23] [Table

excerpt]

($ in thousands)

Cost of Services

For the three months ending March 31

2002
2001
% Change

Electric energy and fuel oil purchased
$26,680
$29,686
-10%

... [page 24] Electric energy and fuel oil purchased for the three months ended March 31, 2002
decreased $3.0 million, or 10%, as compared with the prior year period primarily due to lower
purchase power prices and decreased consumption. Under tariff provisions, the cost of electric
enerqgy and fuel oil purchases are primarily passed on to customers.

During the past two years, power supply costs have fluctuated substantially, forcing companies in
some cases to pay higher operating costs to operate their electric businesses. in Arizona,
excessive power costs charged by our power supplier in the amount of approximately $105
million through March 31, 2002 have been incurred. Ve are allowed to recover these charges
from ratepayers through the Purchase Power Fuel Adjustment dause. However, in an attempt {o
limit “rate shock” to our customers, we requested in September 2001 that this deferred amount,
plus interest, be recovered over a seven-year period. As a result, we have deferred these costs on

the balance sheet in anticipation of recovering through the requlatory process.
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SEC Fom
10-Q) for Qtr
ending 30
June 2002

Pages
26 and
27

Quote

[Table excemti]
Cost of Services

(% in thousands)

For the three months ending June 30
For the six months ending June 30

2002
2001
$ Change
% Change
2002
2001
$Change
%Change

Electric energy and fuel oil purchased

$28,987

$29,969

$(982)
-3%

$55,667

$59,655

$ (3,988)
~7%

... Electric energy and fuel oil purchased for the three and six months ended June 30, 2002
decreased as compared with the prior year periods primarily due to lower purchase power prices.

on to customers.

During the past two years, power supply costs have fluctuated substantially, forcing companies in
some cases to pay higher operating costs to operate their electric businesses. In Arizona,
excessive power costs charged by our power supplier in the amount of approximately
recover these charges from ratepavers through the Purchase Power Fuel Adjustment dause, that
was approved by the Arizona Corporation Commission and has been in place for several years.
However, in an attempt to limit rate shock™ to our customers, we requested in September 2001
that our unrecovered power costs, plus interest, be recovered over a seven-year period. As a
result, we have deferred these costs on the balance sheet in anticipation of recovering through the
regulatory process. Parts of our proposal have been contested by one or more pariies fo a pending
Arizona Commission proceeding convened to consider the matter. A determination regarding
recovery could be made in 2002 but the timing is hot certain.
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Exhibit B-2

Marshall Magruder
PO Box 1267
Tubac, Arizona 85646
(520) 398-8587

20 March 2003

Mr. Thomas H. Campbé”

Mr. Michael T. Hallam
Lewis and Roca LLP

40 North Central Avenue
Phoenix, Arizona 85004

Subject: Settlement Conditions

Ref: Docket Numbers E-01032C-00-0751 (PPFAC), G-01032C-02-0598 (Gas Rates) and
E-01933A-02-0914, E-01032C-02-0914 and G-0132A-02-0914 (Joint Application)

In September 2000, Citizens Communications (“Citizens”) applied to the Arizona
Corporation Commission (Commission) to change the purchased power rate for the utility
customers based on charges under an Agreement with Arizona Public Service Company
(APS). Citizens proposed to conduct an analysis to determine the basis for these
charges. Citizens paid APS these “excessive charges” “under protest.”

In September 2001, as amended, Citizens applied to the Commission for:

(1) Approval to increase the Purchase Power and Fuel Adjustment Clause (PPFAC) rates
to collect unrecovered revenues under the APS Contract,

(2) Approval of a new purchase power contract with Pinnacle West Capital Corporation
(PWCC), and

(3) Approval of ways to reduce future costs through various economic and efficient
energy risk management means.

To date, these three issues have not been resolved.

On 28 October 2002, UniSource Energy Corporation. (UNS) agreed to purchase Citizens’
assets in Arizona. UNS applied to the Commission for approval of that agreement. In
January 2003, UNS started a settlement process with the parties in the PPFAC and the
natural gas rate cases.

As a party to the original PPFAC case, | feel resolution of these three issues is necessary
before continuing. As a party to the original PPFAC case, | feel that in order to close
these, the following conditions would be expected in the settlement:

1. Resolution of the APS and Citizens Dispute. The request for collection of unrecovered
revenues should never have been requested of the ratepayers before dispute
resolution. My testimony and submissions on 8 November 2002, 17 September 2002,
13 March 2002 and 19 February 2002 stated this request to ratepayers was unfair, not
justifiable and should have submitted to APS for resolution before attempting to

recover from ratepayers. There are doubts as to basis of the amount being requested;




however, as prior submissions stated, a minor adjustment by the Western Area Power
Administration (WAPA) is not being disputed. The claims by UNS that UNS will not
come to ratepayers for collecting are immaterial. “Claiming” that up to $134 million is
not being pursued by UNS is not a UNS issue. This is an issue between Citizens and
APS. Citizens has a right to claim damages if overcharged, especially after paying
billings under protest. My 8 November 2002 testimony listed over a dozen imprudent
decisions by Citizens in this matter. It is Citizen’s right to continue making such
decisions; however, their consequences are not reimbursable by its customers. A
UNS spokesperson recently was quoted as saying these rate increases are to improve
reliability and fund capital improvements not made by Citizens. This is obviously not
the reason.

To resolve this issue, | would agree to a Settlement Agreement that included the
following two conditions:

1.1 UNS, and its subsidiaries, shall agree not pursue collection of Citizens’
disputed charges from its future ratepayers.

1.2 UNS shall cease making misleading statements with regard to the pending
Settlement in public announcements, news releases and other media and
ratepayer contacts. This includes revising testimony of your witnesses to state
that UNS is not involved in the APS and Citizens dispute and that UNS will not
claim nor will UNS collect this amount from its future ratepayers. Such
statements are, in my opinion, false, misleading and are propaganda to gain
undeserved goodwill.

. Resolution of the PWCC New Contract. As previously stated, the new, wholesale rate
in the PWCC Agreement is excessive. In February 2003, the UNS CEOQ stated the
annual wholesale rate was $27.00 per MW-hr for 2002. APS said its Palo Verde
production costs were $12.80 per MW-hr for 2002. The new PWCC Agreement, for
which approval is being sought under the ongoing joint proceedings, is for $58.79 per
MW-hr. The old APS contract was $40.20 per MW-hr. Predictions are that electricity
wholesale prices will decrease for the next few years in Arizona due to over 50%
excess generation in Arizona. Therefore, any increase in the wholesale rate is without
justification. It seems obvious that Citizens negotiated this proposed PWCC
Agreement under stressful conditions, in May-June 2001, in a manipulated, out-of-
control wholesale market environment. Those market conditions and possible muiti-
billion dollar excessive charges are under investigation by several legal entities. The
only way to determine a fair price is to use market prices and forecasts. Such a zero-
based cost estimation would indicate a goal near to $35.00 per MW-hr is reasonable.
UNS stated during its February First Call that it expects to purchase electricity in the
wholesale market at between $32 and $34 this year.

To resolve this issue, | would agree to a Settiement Agreement that included the
following three conditions or by one alternate condition:

2.1 UNS shall have signed an agreement with PWCC or another supplier at a
wholesale price near a goal of $35.00 per MW-hr. If this cannot be reached,
then incentives shall be included in such an agreement that will benefit
consumers by lowering rates through efficiency measures (see 3 below), at a
maximum wholesale cost of $40.00 per MW-hr.
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2.2 The new “agreement” that meets (2.1) above shall go into force on the closing
date of the sale of Citizens Arizona assets to UNS.
2.3 There shall also be a franchise application accepted by the City of Nogales.

An Alternative to 2.1, 2.2 and 2.3 above would be that UNS actively pursue the
development of a local power plant in Santa Cruz County. This power plant
development shall include permanently canceling the proposed TEP Transmission
Line system from South Station to Nogales and building a local generation source to
meet the ACC’s mandate for a second source in this county. Such an application shall
be submitted by the time the Citizens purchase is completed. There shall also be a
franchise application accepted by the City of Nogales to resolve the long-term
uncertainty in Santa Cruz County.

3. Resolution of Reduced Consumer Costs through Economical and Efficient Energy Risk
Management Means. Although Citizens submitted some measures for approval, there
has been no follow up during the past two and half years. Such measures are
considered essential whenever a utility company requests increased rates. Again,
imprudent decisions caused this lapse. Under new ownership, | would expect the
Citizens service areas utility to vigorously pursue both economical and efficient
improvements. This should be a synergistic effort between natural gas and electricity
companies. A review of Citizens “demand side management” (DSM) showed a “shell’
to obtain rebates. It failed basic tests of retumn on investment. DSM is a major cost
saving mechanism, if properly implemented, to reduce the “demand side” of the
business. DSM saves costs for both the utility and consumers. In Arizona -- where
peak demands are realistically predictable — managing demand through effective
monitoring, measurement and feedback of significant customers is required. Financial
incentives to ratepayers are, for example, used nationally to manage and control
electrical demand during peak periods. Savings in capital and Operation &
Management expenses are paid back in an effective DSM program. Other programs
can save capital expense also. For example, local renewable energy use can be
increased, transmission/distribution lines shortened to reduce energy losses, efficiency
improved through modern generation and regeneration equipment, and probably,
natural gas heating. Solar hot water heating has high, rapid payback, lowers energy
(gas or electricity) demands and can reduce residential energy costs by 20 to 25%.

To resolve these issues, | would agree to a Settlement Agreement that included the
following four conditions:

3.1A significant and effective demand side management program shall be
developed and implemented within two months of purchase. This program must
provide economic incentives to ratepayers to reduce electricity demand during
peak demand periods. The initial DSM plan should reduce ratepayer electricity
demand by 5% within 12 months of implementation; reduce customer electricity
demand at least 10 % and natural gas customer demand by 5% within 48
months after the Citizens purchase. Customer electricity demand will be
measured in terms of KW-hr per ratepayer per year. Semi-Annual DSM reports
to all parties will track progress towards these goals. Further, a “feedback”
mechanism will be implemented so consumers can participate in providing
suggestions and recommendations for energy saving mechanisms. This
program can be augmented by other conservation measures, but customer
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demand reduction shall be the measure for accomplishment. To ensure

effective implementation, all consumer electricity rates shall be reduced for the
next twelve months by the percentage (to four places) when the annual goals

above are not achieved.
3.2 Renewable energy programs, including solar hot water heaters, shall be

included in the product line for UNS. The following goals shall be established,
tracked and reported as a supplemental part of the regular UNS Semi-Annual
DSM report. : By end of first 12 months, 1 % of consumers will have solar hot
water heating, at 24 months, 3 % will have solar hot water heating, at 36 months,
6 % will have solar hot water heating, and, at 48 months, 10% will have hot
water hearing. Half of the energy savings from this one program could be used
as DSM credit in 3.1 above. UNS will work with solar hot water heater vendors in

service area counties.

3.3 UNS currently has other energy efficiency programs, which shall be proposed

when the Purchase agreement is implemented.

3.4 A group of not less than ten electricity ratepayers (non-utility employees) in
each county: Mohave and Santa Cruz, shall be established to monitor these

programs and provide an addendum to each Semi-Annual DSM report

describing how public interaction is progressing and provide public feedback and

ideas generated that have been accepted by the utility. UNS shall provide

meeting facilities, administrative support, including insertion of flyers in monthly

billings, when this group so recommends.

The Settlement Agreement proposal by UNS fails to resolve the three issues above

required for acceptance. Until such an agreement is proposed, | must remain a dissenting
party. Closure on these issues is very important to those who live, work and use energy

in Santa Cruz County.

Sincerely,

\I:A\iéﬁall Magruder

Copies mailed to:

Mr. Christopher Kempley, Chief Counsel

Mr. Jason Gellman, Attorney Ms. Holly Hawn

Legal Division Ms. Martha Chase

Arizona Corporation Commission Santa Cruz County Attorney's Office
1200 West Washington Street 2150 North Congress Drive, Suite 201
Phoenix, Arizona 85007 Nogales, Arizona 85621

Mr. Scott Wakefield , Mr. Jose Machado, City Aftorney

Mr. Daniel W. Pozefsky Mr. Hugh Holub, Attomey

Residential Utility Consumer Office (RUCO) City of Nogales

1100 West Washington Street, Suite 220 777 North Grand Avenue

Phoenix, Arizona 85007 Nogales, Arizona 85621

Mr. John White, Deputy County Attorney
Mohave County Attorney’s Office

Post Office Box 7000

Kingman, Arizona 86402
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Exhibit B-3 LEA’;WDIS Phoskx Office Tocsan Office Las Vegas Office

40 North Coutral Avenos One South Charch Avemue 3993 Howard Hoghes Parkway
Phwoegin, Arisose BS004-4429 Suite 700 Sulte 600
OCA Focsimile (602 262-5747 Tucaon, Arizons 85701-1611 Las Vegas, Nevada 89100
> Telephone (602) 262-5311 Facsimile (520) 622-3088 - Facsimile (702) 949-8398
———— LLP =~ Teleohone (320 622209 Telechone (702) 949-8200
LAWYERS
Thomas H. Caspbell
Direct Dial: (602) 262-5723
Direct Fax: (602) 734-3841
Internet: TCampbell @irlaw.com
in Arizosa
Our File Number 3586700009
March 27, 2003
SENT ELECTRONICALLY
AND BY REGULAR MAIL
Marshall Magruder
P.O. Box 1267
Tubac, AZ 85646-1267
Re:  Joint Application
Docket No: E-01933A-02-0914, et al.
Dear Mr. Magruder:
Thank you for your letter of March 20, 2003 pmposing potential settlement
conditions.

Enclosed with this letter is a Settlement Agreement between the Arizona
Corporation Commission Staff and the Joint Applicants. This Settlement Agreement
addresses many of the issues raised in your letter. For instance, UniSource agrees to
forfeit payment of the PPFAC balance from retail ratepayers, to pursue a renegotiation
of the June 2001 Pinnacle West Capital Corporation — Citizens Power Purchase
agreement, to file appropriate municipal franchises and to comply with the
Environmental Portfolio Standard. Some of the issues raised in your letter, such as
demand side management programs, are more appropriately addressed in future ACC
proceedings.

The Joint Applicants believe the enclosed Settlement Agreement is a

reasonable and fair resolution of this matter and that approval of the Settlement
Agreement is in the best interest of Arizona.

1383801.1
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Exhibit B-4 Marshall and Lucy Magruder
47 Saddlehorn Road
Post Office Box 1267
Tubac, Arizona 85646-1267
520 (398-9587

28 March 2003

Mr. Thomas H. Campbell

Lewis and Roca, LLP

40 North Central Avenue

Phoenix, Arizona 85004-4429 (via e-mail, original mailed)

Subject: Magruder Data Request Six

References:

(a) Proposed “Settlement Agreement: UniSource Energy Corporation’s Acquisition of Citizens

Communications Company’s Gas and Electricity Utility Assets” forwarded by email from Jason

Gillman, ACC Attorney, on 27 March 2003

(b) Joint Applications (Docket Nos. E-01032C-00-0751, G-01032C-02-0598, E-1933A-02-0914, E-
0132C-02-0914, G-01032A-02-0914)

Dear Mr. Campbell:

1. Proposed “Settlement Agreement.” As indicated in reference (a), additional data appears
necessary to ensure we understand these for the cases indicated in reference (b).

These Data Requests are continuing in nature.

* We would appreciate responses before 10:00 AM on 31 March. Respond on the Intemet is

preferred to marshall@magruder.org and lucy@magruder.org .

Thank you.

Sincerely,

1s/ /s.
Lucy Magruder Marshall Magruder

Attachments:
1 —Magruder Data Request Six

Magruder letter of 28 March 2003 -Data Request Six
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Attachment 1

Magruder Data Request Six

MM-6.1 Please provide a copy of all attachments, exhibits and addenda to the proposed
“Settlement Agreement” forward on 27 March 2003.

MM-6.2 On page 2, under first WHEREAS, please provide the dates of ali meetings held
since 21 January 2003 that were announced by a “notice of meetings” and any other meetings
held that pertained to the proposed agreement.

MM-6.3 On page 2, under first WHEREAS, please provide a list of all interveners and all
other participants at these meetings, including telephonically, that were invited to any meeting
held after 21 January 2003 on this proposed agreement.

MM-6.4 On page 2, under first WHEREAS, please provide a copy of all notes, minutes,
handouts, or other records taken during any meeting held after 21 January 2003 which involved
any parties of these proceedings.

MM-86.5 On page 2, under second WHEREAS, as used, does “Parties” include all parties or
only the utility companies and the ACC Staff?

MM-6.6 On page 2, under second WHEREAS, please provide a list the principal “Party”
participants and each other person who participated during these negotiations for each utility
company and the ACC Staff.

MM-6.7 On page 2, under third WHEREAS, at this stage of preparation for agreement on
the purchase application, the names and organizations for each element should have been
determined. The Holding Company has been named in some UniSource documentation. Since
all of these companies have to be incorporated prior to completion of the acquisition, please
provide rationale for not using these relationships that will be determined and specified in the
various Articles of Incorporation that will be submitted to the ACC as these entities must exist prior
to approval of the Purchase Agreement.

MM-6.8 On page 2, under fourth WHEREAS, during the telephonic settlement agreement
working meeting, held on 21 January, the lack of a franchise by the City of Nogales was
mentioned as being a necessary element for acceptance by that Party of any Settlement
Agreement. Please provide the status on that issue, as progress on resolution and acceptance of
a franchise after the Purchase Agreement has been approved will be remote since the only action
available to the City of Nogales will be condemnation.

MM-6.9 On page 3, under second WHEREAS (a), the expression “forfeit the right to pursue
the recovery from retail ratepayers at the Commission of any of the under-collected Purchase
Power and Fuel Adjustor Clause (“PPFAC”) balance...” implies that UniSource will have some
“right” to recover these funds. Please provide rationale as to how “retail” ratepayers are
responsible for a billing dispute between a purchaser of electricity, namely Citizens, and a
wholesaler, namely Pinnacle West (and its various subsidiaries). (also on page 15, paragraph 27)

MM-6.10 Page 3, under (a), please provide any legal reference that requires retail ratepayers
to settle billing disputes between its electrical distribution company and its supplier. Please also
Magruder letter of 28 March 2003 —-Data Request Six
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provide any legal reference that imprudent actions (see my Testimony of 8 November 2002) are
reimbursable by ratepayers.

MM-6.11 Page 3, under (a), please provide how the amount of “under-coliected” PPFAC
balance has been caiculated.

MM-6.12 Page 3, under (a), please provide any basis or argument for UniSource to “forfeit” a
right that it may not possess.

MM-6.13 Page 4, under (d), please provide enforceable mechanisms to ensure “their
customers will not be harmed by the acquisition.”

MM-6.14 Page 4, under (e), does the date of December 31, 2004, please indicate the date
that the procedure will be issued, the date that the procedure will commence the process, and the
date that retail electrical competition will have been implemented?

MM-6.15 Page 4, under (e), what does “opening up the new ElecCo’s service territories”
mean?

MM-6.16 Page 4, under (e), what is basis being used to establish retail competition since
none is being held in this state.

MM-6.17 Page 4, under (e), please show how retail competition can be conducted if the
wholesale price is fixed by the PWCC Agreement of July 2001.

MM-6.18 Page 4, under (e), how can other companies import electricity to Santa Cruz
County without going through the present and/or proposed transmission lines that UniSource will
control and receive transmission charges?

MM-6.19 Page 4, under (e), who will determine the transmission or wheeling charge?

MM-6.20 Page 4, under (e), please confirm that local distributed generation sources, within
the service territories will be able to continue providing electricity.

MM-6-21 Page 4, under (e), please confirm that a local generation company will be able to
compete for these retail services.

MM-6-22  Page 4, under (e), please confirm that a rural electrical cooperatives and municipal
utilities will be able to compete for these retail services.

MM-6-23 Page 4, under (e), please indicate the steps and the approval process that will be
required to establish retail competition, including any federal, state, county, and other agency
approvals.

MM-6.24 Page 4, under (e), what will happen if any county or city does not approve retail
competition in its area of jurisdiction?

MM-6-25 Page 4, under (e), will 25-year voter approved franchise agreements be subject to
competition?

Magruder letter of 28 March 2003 —Data Request Six
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MM-6.26 Page 4, under (e), what mechanisms will be in place before retail competition
commences that ensure fair and reasonable charges are passed to the ratepayers.

MM-6.27 Page 4, under (f), please confirm that the TEP (or UniSource) can file this rate case
earlier than the three years after the purchase specified on page 19 in paragraph 39.

MM-6.28 Page 4, under (f), will the feasibility plan include real and actual public participation
and public open meetings to ensure that the ratepayers concerns in Santa Cruz County are
considered.

MM-6.29 On page 4, under (f), in second sentence, is there any rationale or basis that
‘ratepayer cost” was omitted as an objective for this study.

MM-6.30 On page 4, under (g), this does not appear to be a unique statement as Citizens
was already a participant under EPS. If UniSource would want to double the EPS requirements,
then such a statement would be valid.

MM-6.31 On page 5, under (i), please provide rationale, as also requested in Data Request
Five, that supports UniSouce (not TEP’s) reputations so claimed.

MM-6.32 On page 5, paragraph 1, first sentence, as proposed, only the utility companies and
ACC Staff are indicated as signatures for the Settlement Agreement. The terms “Parties” and
“manner consistent with the public interest” fails to include the public represented by RUCOQO,
Santa Cruz County, Mohave County, City of Nogales, and at least one ratepayer. How can such a
claim can be made without any of those entities supporting this Agreement.

MM-6.33 On page 5, paragraph 1, in (3), the date July 28, 2003 implies that “approval must
be given in a timely fashion” is an Applicant’s self imposed deadline. This process must be timely
and deadlines met, however “must be given” should not be accomplished as a primary goal, but
only as a reasonable secondary objective. Why the Commissioners ‘must” meet any such
deadline (repeated several times) when other factors may intervene.

MM-6.34 On page 5, paragraph 1, third line from bottom, the word “unreasonable” appears
to be too strong as most Parties do not agree with the Applicants efforts under the “old” and “new”
electricity purchase contracts which must result in “fair and reasonable” rates. Please define the
use of unreasonable in the context of this statement.

MM-6.35 On pages 6 and 7, paragraphs 3 to 7, discusses modifications of this proposed
agreement. Can the other Parties to these hearings submit an Alternate Settlement Agreement for
consideration by the Commissioners? In this reply, indicate if such an Alternate Settle Agreement
from the other Parties could include, say a new Articie Three for consideration.

MM-6.36 On page 7, paragraph 8, the Citizens Presidential permits to export electricity to
Mexico are not included. Will these permits also be transferred on the closing date?

MM-6.37 On page 7, paragraph 8, last sentence on page, states that “copies” of franchise,
license, and authorization documentation need to be filed up to a year after the decision. Why are
these documents not filed for review and approval prior to the transfer of CC&Ns for each service
area.
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MM-6.54 On page 10, paragraph 15, please indicate that that all of these entities shall be
incorporated prior to the closing date of the Purchase Agreement.

MM-8.55 On page 11, paragraph 16, will the UniSource Board of Directors unanimous, super
majority, or simple majonty approval be required for this f nancnal plan and final acquisition
approval?

MM-6.56 On page 12, paragraph 16, in (b), what entity pays the interest rate for this Ioan'?
Will this interest be passed on to any ratepayers or passé on to shareholders.

MM-6.59 On page 12, paragraph 186, in (d), how will UniSource “demonstrable” the impacts
of lower bond ratings will not impact ratepayers since interest rates will increase.

MM-6.60 On page 12, paragraph 16, in (d) last sentence confirm that such cost will be
requested in future TEP rate cases.

MM-6.61 On page 13, paragraph 17, since new companies are being formed in mostly rural
areas, what is the rationale for not forming rural cooperatives in these areas, under management
of UniSource.

MM-6.62 On page 13, paragraph 18, why does the requested waiver has no time limit.

MM-6.63 On page 14, paragraph 25, in (b) a 40% increase in monthly service charge. As this
impacts all ratepayers, rationale for such an increase is requested.

MM-6.64 On page 15, paragraph 27, were these values derived from the PPWCC
Agreement (effective 1 July 2001) or the older APS Agreement?

MM-6.65 On page 15, paragraph 27, please compare the present rates with those proposed.

MM-6.66 On page 15, paragraph 27, last sentence, will this permit Citizens to recover costs
associated with its billing dispute with APS (PWCC)?

MM-6.67 On page 15, paragraph 28, second sentence, how can UniSource expect to claim
40% of the rate reduction since electricity costs are “passed through” from the wholesaler to the
present distribution system? What is the legal basis for such a charge? '

MM-6.68 On page 15, paragraph 28, third sentence, does “parties” mean UniSource and
PWCC or the parties to these hearings.

MM-6.69 On page 16, paragraph 31, does this prohibit hiring of specialists, who have unlque
operational and maintenance expertise not presently in the labor pool?

MM-6.70 On page 16, paragraph 31, what is the benefit to safety, cost, or operations when
additional, uniquely qualified personnel are prohibited from being hired to augment the present
work force?

MM-6.71 On page 18, paragraph 36, why should the Commission be prohibited from
conducting such reviews of a public service company under its jurisdiction?

Magruder letter of 28 March 2003 —Data Reqguest Six
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MM-6.72 On page 19, paragraph 39, since the PWCC agreement is for longer than three
years, will electricity rates be stable until that agreement expires?

MM-6.73 On page 20, paragraph 40, could you define the scope and purpose of the
“negotiated sales program” found in the last line.

MM-6.74 On page 20, paragraph 43, will the bill inserts use a readable font and size, such as
Arial or New Times Roman at least 10 points in size, so that ratepayers can read the inserts?

MM-6.75 On page 20, paragraph 43, will this agreement be provided to ratepayers at least
60 days before the transaction occurs, so that ratepayers comments can be submitted to the ACC
Consumer’s Section?

MM-6.76 On page 21, paragraph 46, are the War on Terrorism or the Second Guif War
considered as force majeure?

MM-6.77 When will our Settlement Agreement Conditions be considered?

MM-6.78 When will we receive a reply to our Settlement Agreement Conditions?
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Teleohone (520) 622-2090 Teleohone (702) 949-8200

Thomas H. Campbell

Direct Dial: (602) 262-5723
Direct Fax: (602) 734-3841
Internet: TCampbell@lrlaw.com

Admitted in Arizona
Our File Number 35867-00009
April 4, 2003
VIA EMAIL
Marshall and Lucy Magruder
P.O. Box 1267

Tubac, AZ 85646-1267

Re:  Joint Application for Sale of Assets
Docket Nos: E-01032C-00-0751; G-01032A4-02-0598; E-
019334-02-0914; E-01032C-02-0914; and
G-010324-02-0914
Magruder Data Requests Six

Dear Mr. and Ms. Magruder:

This letter is the Joint Applicants’ response to Magruder Data Request Six,
which contained 78 requests, some with subparts. After you have reviewed this letter,
please feel free to call me to discuss.

MM 6.1 — You were provided copies of the attachments to the proposed
settlement agreement on April 1.

MM 6.2 — The information requested is in your possession because you have
attended by phone or in person each of the “all intervenors” meetings. In addition, the
Joint Applicants met weekly with staff and had additional meetings with intervenors,
including you.

MM 6.3 — See answer to 6.2. The invitation list was based on the Arizona
Corporation Commission’s service list in the consolidated proceedings.

MM 6.4 - Joint Applicants object to this request because it calls for
information not in their possession and, to the extent it is in their possession, it is
privileged and confidential settlement materials not admissible in this proceding.

MM 6.5 — The referenced parties are the Staff and the Joint Applicants.

MM 6.6 — The principal negotiators were Mr. Ernest Johnson and Mr. Steve
Glaser.
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MM 6.7 — The New Companies will be incorporated prior to closing and
those articles of incorporation will be filed with the Commission.

MM 6.8 — The Joint Applicants and the City of Nogales are involved in
negotiations regarding the franchise. In addition, there are on-going discussions with
the City of Nogales’ about the City’s desire to purchase certain utility assets in Santa
Cruz County. Those discussions are confidential and are not the subject of this
proceeding.

MM 6.9 — Joint Applicants object to this request to the extent it calls for a
legal conclusion. Notwithstanding that objection, the right to the PPFAC balance and
the process for seeking that recovery was established by the Commission and is subject
to review by the Commission.

MM 6.10 - Joint Applicants object on the grounds that it calls for a legal
conclusion.

MM 6.11 — The attached Purchased Power and Fuel Adjustor Bank Balance
Report shows the calculation of the under collection for the month of December 2002.

MM 6.12 - Joint Applicants object on the grounds that it calls for a legal
conclusion.

MM 6.13 - Please see Part B of the Settlement Agreement that contains the
terms of the financing, including the “hold harmless” provision. (See 16 (d))

MM 6-14 through MM 6-26 — These questions relate to retail competition in
the current Citizens’ service area and are neither relevant nor reasonably calculated to
lead to admissible evidence in this case. The staff has requested a commitment from
UniSource to open up these areas to retail electric competition by December 31, 2004.
The details of that process are to be set forth in a filing with the Arizona Corporation
Commission 120 days after the order in this case. Issues related to retail competition
should be addressed in that proceeding. See also ACC Electric Competition Rules and
related proceedings.

MM 6.27 — Please see ACC Decision #62103.

MM 6.28 — TEP has not developed a procedure for preparing this feasibility
plan.
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MM 6.29 — Joint Applicants object on the grounds that this request is vague
and ambiguous. What do you mean by the phrase “ratepayer cost was omitted?”

MM 6.30 — Joint Applicants object on the grounds that this is not a request,
but merely a statement of your position.

MM 6.31 — Please see UniSource Annual Report and 10K materials.

MM 6.32 — The Joint Applicants and the ACC staff believe that this
Settlement Agreement is in the public interest. The parties that you list will have an
opportunity to comment on the Settlement Agreement and participate in a public
hearing. The Commission will make the final decision as to whether this Settlement
Agreement is in the public interest.

MM 6.33 — This Settlement Agreement is conditioned on gaining
Commission approval in time for this transaction to close by July 28, 2003. The
Commissioners will determine the date on which they will rule on this proposed
settlement.

MM 6.34 — Joint Applicants object on the grounds this request calls for a
legal conclusion.

MM 6.35 — The other parties to this proceeding were given the opportunity
to file testimony and comments on April 21, 2003. The Administrative Law Judge and
the Commission will consider these filings in reaching their determinations.

MM 6.36 — The Presidential Permits will be transferred as a result of this
transaction.

MM 6.37 — The Commission’s normal procedure is to condition CC&N
approvals and transfers on the filing franchises, licenses and other authorizations as a
condition subsequent. This provision is consistent with Commission procedures.

MM 6.38 — See answer to MM 6.37.

MM 6.39 — No costs will be recovered from the ratepayers without
Commission approval after an appropriate proceeding and hearing. Please also see the
testimony of Kevin Larson.

MM 6.40 through MM 6.49 - See answer to MM 6.14.
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MM 6.50 — “Municipal aggregation” occurs when a municipality purchases
power on behalf of multiple end users within the city limits pursuant to the ACC
Electric Competition Rules.

MM 6.51 - Joint Applicants believe those words speak for themselves and
object to this data request on the grounds it calls for a legal conclusion.

MM 6.52 — Please see answer to MM 6.27.

MM 6.53 — This information has previously been provided to you both in the
settlement meetings and in Kevin Larson’s testimony. Please let me know if you need
another copy of the two county bond financing hand-out provided to all participants in
the second settlement meeting.

MM 6.54 — Please see answer to MM 6.7.

MM 6.55 — The purchase of these assets has already been approved by the
UniSource Board of Directors.

MM 6.56 — UniSource Energy Corporation will pay the interest from its cash
flow which includes dividend payments from its subsidiaries.

MM 6.57 — No request.

MM 6.58 — No request.

MM 6.59 — Object on the grounds this request is vague and ambiguous.
MM 6.60 — Object on the grounds this request is vague and ambiguous.
MM 6.61 - Object on the grounds this request calls for legal conclusions.

MM 6.62 — A time limit is not needed because the waiver is based on how
the proceeds will be used.

MM 6.63 — Object on the grounds that this request is vague and ambiguous.
See Citizens gas rate case filing and testimony for explanation of rate design.

MM 6.64 ~ The PWCC Agreement effective July 1, 2001.
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MM 6.65 — Please see Appendix C to the Settlement Agreement. Joint
Applicants are not required under the Rules of Civil Procedure to perform additional
analyses in response to discovery requests.

MM 6.66 — This provision only relates to recovery from retail ratepayers and
does not address recovery from Pinnacle West Capital Corporation.

MM 6.67 — Object on the grounds this data request calls for a legal
conclusion. As part of the Settlement Agreement, and as an incentive to UniSource to
use good faith to renegotiate the agreement, the parties agreed that 40% of the benefit
would go to UniSource.

MM 6.68 — In this sentence, parties means the parties to the Settlement
Agreement.

MM 6.69 — The intent here is to maintain the current safety practices that
exist.

MM 6.70 — See answer to MM 6.69.

MM 6.71 — Object to the extent the request calls for a legal conclusion. The
parties to the Settlement Agreement believe that it is in the public interest to waive
prudency reviews of expenditures prior to October 29, 2002, in exchange for other
benefits from this transaction, including reduction of the rate base.

MM 6.72 — The current agreement is a fixed price contract.

MM 6.73 —The Negotiated Sales Program (“NSP”) was first approved in
Arizona Corporation Commission Decision No: 59399 issued in November 1995, and
reaffirmed by Decision No. 60423 issued in September 1997. The NSP permits
Citizens Arizona Gas to compete for the gas commodity business of its transportation
service-only customers in Northern Arizona. The current gas rate case now before the
Commission proposes to expand participation in the NSP to qualifying customers in
Santa Cruz County.

MM 6.74 — The notices will conform with all ACC requirements.

MM 6.75 — This Agreement is being filed in the Commission public docket
on April 1, 2003, almost 120 days before the transaction occurs. Notice of this
proceeding was given to customers prior to that time through bill inserts and newspaper
publications. (Please see affidavit filed in this proceeding).
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MM 6.76 — Joint Applicants believe that this language speaks for itself and
object to the extent this request calls for a legal conclusion.

MM 6.77 — All intervenors’ positions and testimony will be considered by
the Administrative Law Judge at the May 1 hearing and by the Commissioners in an
open meeting.

MM 6.78 — Joint Applicants sent you a reply on March 27, 2003.

Very truly yours,

LEWIS AND ROCALLP

Thomas H. Campbell

THC/vjg




Attachment B

Errata to Marshall Magruder Testimony of 27 April 2003

(replacement pages 42 from line 3 through page 45)

Part IV - Joint Application for Approval of Sale of Electricity and Gas Utility Assets and
Certificates of Convenience and Necessity (CC&N) from Citizens to UniSource Case,

Dockets E-01933A-02-0914, E-01032C-02-0914, and G-01032A-02-0914

13. Joint Application Issues.

Q.
A.

O

)

Do you see any pending matters in this Joint Application?

The Joint Application, Section VI, Treatment of Pending Matters discusses both the Gas and
PPFAC cases as pending. Both of these cases need to be resolved prior to approval of the Joint
Application.

Do you approve of the Joint Applicants request to consolidate the PPFAC and Gas cases as
requested in Section VI.C?
Yes. It is noted that the consolidation of these two cases since resolution is necessary prior to
final Joint Application Approval.

Does the Joint Application address the elements of each of these two pending cases?
No. In particular, the PPFAC case is discussed in 9 lines of text on pages 17 and 18 with
references to testimony which also fails to discuss the three elements of that case, in particular,
resolution of

1. the under recovered PPFAC Bank Balance,

2. the approval of the New Agreement, and

3. risk reduction to avoid such a crises in the future.

Why is resolution of the (1) under recovered charges to balance the PPFAC Bank important?
First, no recovery from retail ratepayers for a wholesale billing dispute has been approved or
even considered; therefore, retail ratepayers are not liable for such charges. Second, the
amount to be recovered is questionable. Third, without resolving these two, the exact amount of
under collected or under recovered charges is not known. Fourth, without knowing the exact or
an approved amount of under recovered charges, consideration of these as “aocouhts
receivable” is doubtful. Thus, fifth, “goodwill” can not be determined, which is, supposedly, to be
amortized over 37 years or at about $3.7 million per year causing significant reduction or carry
forward of federal and state income taxes. What this amounts to, is loss of a significant part of
the tax base for an unknown amount from a billing dispute that have never been resolved.




Q.

Q.
A.

O

Why is resolution of (2), the approval of the New Agreement, so important?

This was Citizens attempt to resolve (1) above. Unfortunately, that issue is still open. This
contract is for a purchase power rate considerably higher than historic and current
markets. The weak attempt in the Joint Application to “share” any reduction of these
“pass through” charges has no basis. There is no economic reason for PWCC to want to
reduce a “high” rate, as shown earlier in this testimony.

Why is resolution of (3), risk reduction management, so important?

Citizens initially requested approval of possible measures to reduce risk but then became
silent on this issue. Whenever raising rates, a good move would be to offer customers a
way to avoid increases with cost-effective ways to save. For the utility, this also reduces
demand with obviously lower capital expenses avoided or delayed. Even after having
discussions with Mr. Glaser on 4 December 2002 about several programs already offered
by TEPthat could be offered to the new utility customers, nothing has been heard on this
topic. Cost savings programs include the TEP Green Watt, Tucson All-Electric Home
Guarantee (lowest rates), and others. Without any way for customers to save, a rate
increase would severely impact customers in a low-income, high-unemployment, county.

Why should UniSource or Citizens not encourage lowering demand and infrastructure
risk?

This hurts the higher profit margins for the profitable “summer season” when demand and
purchase power costs are higher. See UniSource First Quarter 2003, news release
where Mr. Pignatellistates “In our desert climate, we’re accustomed to reporting losses in
the first quarter and makingup the difference in the hot summer months. A major portion
of our netincome is generated between May and October.”

Can demand and ratepayer costs be reduced during the summer months?

Of course, and during the “change over” to new, management this could occur.
Innovation, not continuance of past inefficient, ineffective and costly practices needs to
beconsidered, such as ways to shift demand from high, peak rates to lower offpeak rate
times of day. None of this is considered in this application. Demand responsive
implementations for major loads, including the produce industry are needed and

necessary to make those companies more profitable customers. Demand Side
Management is not included in this application. Many new ideas, for example those shown
in Table 6 below, should be standard business practices. While cycling one of two loads
may not be worth the effort or save much money, doing so for a variety of sequenced



loads may cut peak-energy use without causing any interruption to businesses or any
major complaints. In some cases, the cost to install relays, software, and power
communications devices will be recovered in one summer's savings. California learned

from the summer of 2000, Residents and businesses there was able to use conservation

measures to significantly reduce loads in the summer 2001.

Table 6 Good Business practices reduce Demand and Provide Ratepayers Savings.’

Action by Customers

Raise space temperature Cycle large electric appliances.
Reduce outside air intake Use on-site, backup and emergency
Cycle window, packaged and split air generators.
conditioners. Reduce hallway lighting.
Switch coolers in hybrid plants to non- Cut stairwell lighting.
electrical units. Reduce outdoor lighting.
Switch boiler auxiliaries to non-electric Reduce public space lighting and
options. ventilation.
Shut off public TV monitors. Cycle electric-resistance humidifiers.
Shut off electric reheat coils. Shut off a portion of elevators.
Shut-off or cycle bathroom hand dryers, Shut off vending machines.

exhaust fans, water heaters and

domestic, hot-water circulation pumps

Part V - Facts and Conclusions in these Cases

15. Facts and Conclusions for the PPFAC Case.

Q. What do you see are the key facts and possible conclusions in the PPFAC Case?
A. The elements of this case have separate facts and conclusions.

Q. What are the undisputed facts concerning the Old Agreement?

A. In my opinion, the facts are as follows:

1. As along time, and major electricity buyer, Citizens and APS accepted the Old Agreement,
in 1995, which had three schedules for determining prices.

2. About 1999, one issue, the SIC clause started discussion between the two companies.

' From Energy Central Daily Electric Power News, April 23, 2003, ‘Win-Win Energy Tactics,”



3. When the contract was shifted from APS to PWCC, the players changed and, apparently,
working relationships changed.

o

>

0o

a.
b.
c.

By May 2000, the SIC disagreement had not been solved.

May 2000, the new APS interpretation of the SIC clause started to cause higher prices.
For the June 2000 billing, Citizens paid “under protest” the disputed billing per paragraph
16 of the Old Agreement. These written disputed billings continued until, at least, January
2001.

Citizens paid all the bills from PWCC (APS) when due.

e. InSeptember 2000, Citizens filed its PPFAC Application which included an analysis of the

billing process to recover, or at least analyze, PWCC’s data in order to determine whether
the billings were correct. Errors were apparently common. Citizens requested that prior
overcharge by APS be stoppped.

Itis stated in SEC 10-K/Q filings that Citizens considered litigation, held various
discussions with, and wrote strong letters to PWCC indicating these billings were
“excessive,” “disputed,” and “paid under protest.” Further, Citizens indicated in these
filings that unrecovered charges could be obtained from ratepayers.

PWCC responded to Citizens by not cooperating with the proposed analysis in the PPFAC
Application. PWCC stated, in SEC 10-K/Q filings, it would vigorously oppose actions by
Citizens to recover any of the disputed claims from them.

In Spring, 2001, Citizens and PWCC met to discuss the proposed claims. The result of this
meeting was an agreement to work on a New Agreement.

On July 15, 2001, effective June 1, 2001, the New Agreement went into force.

From these facts and statements, were discussions held that solved the billing dispute?
No. The wholesale billing dispute for Citizens, as buyer, and APS (PWCC) as seller, has
never been resolved.

Who still owes any money in the billing dispute?
None is owed, as Citizens paid all the bills, as required by the Old Agreement.

Why are the ratepayers obligated to pay?

As shown above, a clear “billing dispute” existed between two companies. Without knowing
any amount of “excessive” charges, no attempt should be made to collect any of these
charges from the ratepayers.

http:/www.energycentral.com/sections/news/ne_printer_friendly.cfm?id=379664
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Do you consider Citizens’ actions to have been wise and prudent?
As shown in Table 1, Citizens has made and continues to make unwise business decisions
in these matters.

Do you have any further conclusions conceming the Old Agreement?

Yes, the disputed terms should have been resolved in much shorter period of time, so that
they would have been minimal or insignificant. Citizens failed to act in a timely, prudent
manner to prevent or avoid more “excessive” charges.

Do you have any conclusions concerning the New Agreement and the Valencia turbines?
Yes, this contract does not allow Citizens free use of its own generation capabilities to avoid
higher charges by APS/PWC. This should be changed.

Did the New Agreement solve the disputed billing charges of the Old Agreement?

No, the New Agreement did not solve the disputed billing charges. Citizens failed to use all
available means to recover these costs and interest. Avoiding the attempt to collect from
APS/PWCC is unconscionable. Until the disputed costs have been validated as not disputed
costs, Citizens should not be reimbursed for them or any interest associated with them.?

Do the WASA Agreement costs appear to be fair and reasonable?
These costs, as described in the Application, appear fair and reasonable and probably
should be recovered from the ratepayers.

Should Citizens receive credit for developing DSM programs?

No, the so-called DSM plan implemented by Citizens fails to shape the load. Has ACC Staff
failed to provide appropriate and effective feedback to Citizens? Until the ACC Staff reviews
the Semi-Annual DSM Program Report and provides appropriate feedback to all utilities,

2 In respanse to Magruder Data Request MM-3-02(15), Citizens responded “No amounts paid APS

are currently in dispute.” Also, Magruder Data Request MM-3.02(7) asked Citizens “Are all APS
Monthly Purchase Power and Fuel Costs charges .. “paid under protest” to APS?". In response to
this data request dated 3 January 2003, Citizens stated “The category “Purchased Power and Fuel
costs” includes power supply bills received from APS, transmission service bills received from
WAPA, and the cost of generation fuel consumed at the Valencia facility. No portion of such
reported costs is in dispute at this time.” [emphasis added].

Thus, as of January, 2003 after the Purchase Agreement had been made public, Citizens in its
delayed reply to Magruder Data Request Three does not dispute the APS costs.



Citizens and other utilities should not be permitted to deduct DSM expenses. There needsto
be ways to measure any actual DSM load-shaping.

16. Facts and Conclusions for the Gas Case.

| reserve the right to discuss this later.

17. Facts and Conclusions for the proposed Settlement Agreement.

Q. What are your recommendations with respect to Citizens dispute with PWCC (APS)?
A. Citizens be allowed to recover any disputed charges from PWCC(APS).

>

What are your conditions for changes to the Proposed Settlement Agreement?

A. My letter to the Joint Applications on 20 March 2003, see Exhibit B-2, was almost totally
ignored in their response shown in Exhibit B-3. The reply, in Exhibit B-4, Data Request Five,
attempted to ensure my position was considered in the resultant Proposed Settlement
Agreement. These conditions, are summarized below:

Part VI - Recommendations for these Cases

T i ST——— e A—————

Q. What are your recommendations for reimbursement to Citizens as requested by the Amended
PPFAC Application?
A. Based on each element of this case, the following are recommended:

1. For the Old Contract issue concerning unrecovered charges:
1.1 UniSource and Citizens shall agree not to pursue collection of Citizens’ disputed charges
from ratepayers.
1.2 UniSource shall not be permitted to take “good will” or other “credit” for Citizens
expenses.
1.3 UniSource shall cease claiming they are “farfeiting” the disputed amount, as UniSource
spent none of this.

2. For the New Contract issue concerning the price for purchased power:

2.1 UniSource shall have a signed agreement with PWCC or another supplier before its
purchase of Citizens for no more than $35.00 per MW-hr. If this can not be reached,
incentives shall be included in such an agreement that will benefit consumers by lowering
rates through efficiency measures (see 3 below), to a maximum wholesale cost to
UniSource of $40.00 per MW-hr.

2.2 The New “agreement” shall meet 2.1 above and shall go into force on the closing date of
the sale of Citizens Arizona assets to UniSource.



2.3 There shall be a franchise application accepted by the City of Nogales before closing.

3. For the reduction of customer expenses, a concerted effort by UniSource shall be added to
the Settlement Agreement with to reduce cost risk.

3.1 A significant and effective demand side management program shall be developed and
implemented so that ratepayer electric demand is reduced by 5% within the first 12 months of
implementation and another 5% within 4 years. Natural gas demand is to be reduced by 5%
within 48 months. Failure to meet these goals shall result in lowering of rates by the same
percentage as missing the goal. These goals are measured per customer in each customer
category.

3.2 Exceeding these goals will be shared by 50/50 between lowering rates. For example, at
48 months, electric demand savings are say 14% per customer, so the rates would be
increased by 2% per customer (demand decreased 14% - 2 % increase to UniSource = 12 %
actual ratepayer savings, with a 2% higher rates for UniSource) as incentive savings for
UniSource.

3.3 Renewable energy programs need to be implemented by UniSource, including permission
to engage in selling solar water heaters and encouraging counties to adapt solar water
heating ordinances. By 12 months after closing, 1% of UniSource customers will have solar
hot water heaters, 3% at end of 36 months, 10% at end of 48 months. Half of the energy
savings in this program could be used for DSM credit in 3.1 and 3.2 above.

3.4 UniSource will propose additional energy efficiency programs, preferably same as with
TEP, to add to economy of scale in a revision to the Proposed Settlement Agreement. A
feedback mechanism shall be implemented so customers can actively participate in making
suggestions and changes necessary to achieve these modest goals. A group of not less
than ten electricity ratepayers shall be established in Santa Cruz and Mohave County to
monitor these programs and provide a written Addendum to the Semi-Annual DSM reports
that describes how public interaction is progressing and to provide public feedback, lessons
learned, and ideas to the ACC staff for aggressive implementation statewide. UniSource shall
provide meeting facilities, administrative support including insertion of flyers in monthly
billings, when this group so recommends.

Q. What do you recommend be reimbursed?
A. The following reimbursements requested in the Application are recommended:
a. Forany disputed fuel costs under the Oild APS Agreement — zero
b. For non-disputed fuel costs under the Old APS Agreement — after a judgment from
litigation, dispute resolution, or negotiations, a future hearing can determine what is fair
and reasonable. ‘
¢. Forinterest on disputed fuel PPFAC Bank Loan costs under Old APS Agreement — zero
d. Forincreases in the rates from the New PWCC Agreement — to a value equal to the Old
Agreement rates to closing, e.g., no change for Citizens ratepayers.
e. Forincreases in rates for the WASA Agreement — as requested.
f. Forrisk management programs — zero, based on DSM information to date



Q. What are your conditions for changes to the Proposed Settlement Agreement?

A. My letter of 20 March 2003, Exhibit B-2, suggesting conditions to the Proposed Settiement
Agreement, was all but ignored in the response, Exhibit B-3. My further reply, Data Request
Five, in ExhibitB-4, attempted to ensure my position was considered in the resultant
Proposed Settiement Agreement. These conditions, are summarized below:

18. Recommendationsfor the Gas Case.

I reserve the right to commentlater.

19. Recommendationsfor the Proposed Settlement Agreement.

See the recommendations for the Settlement Agreement in Table 5 and also paragraph 17 above
for additional recommendationsfor the PPFACcase.

Q. Do you have additional recommendations?

A. Yes, see my Comments of 13 March 2002 to this docket for recommendations not included in
this testimony. Some of those recommendations were modified herein because of
circumstances and information received since then.

Conclusion of Testimony.

Q. Has this testimony been made by you without reservations?

A. The facts herein are from references that have been furnished by UniSource, Citizens or
from my files compiled during these hearings. Where unique references were considered
important, they are provided i the text. A few numbers were derived from data. When
arithmetic was used to change a value, it is described, and, usually, the steps are shown.
When costs were in $ per kW-hr, they were changed to $ per MW-hr throughout this
testimony so consistent comparisons could be easily made.






Exhibit B-1 {(repiacements for pages 52 to 58)

Excerpts from Citizens Annual SEC Form 10-K and Quarterly SEC From 10-Q and Annual Reports
between February 2001 and 30 June 2002

Statements in these documents that imply certain actions will result from these Hearings. They are quoted
below. Each document short title is indicated in the left column, the location of all references gquoted from
that document in the second column, and the quote in the third column. No changes were intentionally
made to the quotes, and for excerpts. There are many aggregated data tables in these reports. From these
tables, only “electric utility” data are used. Other data pertains to other Citizens entities not involved with
these hearings.

Most of these reports repeat the same information in more than one location in each report. These are
shown by “During the past year...[same as page 11]...” notations. Underlining marking and bold fonts were
inserted for emphasis.

Cost of Services

3 .in thousands) 2000 1980 1908
Citizens 2000 Amount % Chenge Amount % Change Amount
Electric energy and fuel oil purchased $113,965 16% $98,533 12% $87,930
Anniial 26 ...Electric energy and fuel oil purchased increased $15.4 million, or 16%, in 2000 primarily due to
Rgml (ca. higher supplier prices and increased consumption. Electric energy and fuel oil purchased increased
2001 )ry $10.6 million, or 12%, in 1999 primarily due to increased consumption and customer growth. Under
tanff provisions. increases in our costs of electric energy and fuel oll purchased are iargely passed
on to customers. Gas, electric energy and fuel oil purchased excludes amounts deferred for future
recovery in rates.
Cost of Services
Quarterly & in thousands) For the three months ended March 31
SEC 10-Q for 2001 2000 % Change
Quarter 19 Electric energy and fuei oil purchased $29,886 $24,173 2%
ending 31 ...Electric energy and fuel oil purchased for the three months ended March 31, 2001, increased
March 2001 $5.5 million, or 23%, as compared with the prior year period primarily due to higher purchase power

prices. For [There was no mention of these PPFAC proceedings in this report.]

During the past year the decrease in the availability of power has caused power supply costs to
increase substantially, forcing companies to pay higher operating costs to operate their electric
businesses. As a result, companies have attempted to offset these increased costs by either
fenegotiating prices with their power suppliers or passing these additional costs on to their
customers through a rate proceeding. In Arizona, we are currently disputing excessive power
costs charged by our power supplier in the amount of approximately $57 million through
December 31, 2000. We are allowed to recover these charges from ratepayers through the

SEC Form MMLMM In an attempt to limit “rate shock” to our customers, we
10-K dated 8 have deferred these costs on the balance sheet in anticipation of recovering certain amounts either
March 2001 through renegotiations or through the regulatory process.... [Page 21}. During the past year ...

(inserted and 11,21, | [same as page 11] ... or through the regulatory process..... {Pagezal...Duringthepastyear...
bound in the 26 and | [same as page 11] ... or through the regulatory process.

Citizens 2000 | ° Cost of Services

Annual Amoumt % Ammtwg'i 19::;001'&
\mount__ % Change _Amount _% Change __ Amount_

Report)

Electric energy and fue! oil purchased $113,965 16% $98,533 12% $87,930
... Electric energy and fuel oil purchased increased $15.4 million or 16% primarily due to higher
supplier prices and increased consumption. Electric energy and fuel oil purchased increased $10.6
miflion, or 12%, in 1998 primarily due to increased consumiption and consumer growth. Under tanff
provisions, increases in our costs of ejectric energy and fuel oil purchased are largely passed on to
customers. Gas, electric energy and fuel purchased excludes amounts deferred for future recovery
inrates.... [Page 30] During the past year ... [same as page 11] ... or through the regulatory
process.
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Document

Citizens SEC

- Qtr ending 30
June 2001

Form 10-Q for |

25

(8 in thousands) Forthe thvee months ending _ For the six monifs ending June 30

June 30
Bl “m m % ,.;.,,4,‘,‘%“--‘,‘»-‘ PR m.ﬁ AU ) s e SRS
EBlectricenergy and fuel ol ¢59960 27801 8% 350855 351,974 15%

purchased .

... Electric energy and fuel oil purchased for the three and six months ended June 30, 2001
increased $2.2 million, or 8%, and $7.7 million, or 15% respectively, as compared with the prior year
periods, primanily due to higher purchased power prices. During the past two years the decrease in
the availability of power in certain areas of the country has caused power supply costs to increase
substantially, forcing companies to pay higher operating costs to operate their electric businesses.
As a result, companies have attempted to offset these increased costs by either renegotiating prices
with their power suppliers or passing these additional costs on to their customers through a rate
proceeding. in Arizona, excessive power costs charged by our power supplier in the amount
of approximately $88 miifion through June 30, 2007, has been incurred. We are allowed fo
recover these charges from ratepayers through the Purchase Power Fuel Adjustment clause. in an
attemnpt to limit “rate shock” to our customers, we will request that this deferred amount, plus
interest, be recovered over a extended time period. As a resuit, we have deferred these costs on
the balance sheet in anticipation of recovering through the regulatory process. On July 16, 2001,
Citizens terminated its existing contract with Arizona Public Service and entered into a new seven
year purchase power agreement. This agreement allows us to purchase all power required for
operations at a fixed rate per kilowatt hour. This agreement is retroactive to June 1, 2001 and will
minimize any further increase in the deferred power cost account.

Citizens SEC
Form 10-Q for
Qtr ending 30

2001

20 and
31

- costs to operate their electric businesses. As a result, companies have attempted to offset these

... During the past two years ... [same as page 20] ... recovering through the regulatory process.

During the past two years the decrease in the avallability of power in certain areas of the country
has caused power supply costs to increase substantially, forcing companies to pay higher operating

increased costs by either renegotiating prices with their power suppliers or passing these additional
costs on to their customers through a rate proceeding. in Arizona, excessive power costs
charged by our power supplier in the amount of approximately $98 miilion through September
30, 2001, have been incured. We are allowed to recover these charges from ratepayers through
the Purchase Power Fuel Adjustment clause. In an attempt to limit “rate shock” to our customers,
we will request in September 2001 that this deferred amount, plus interest, be recavered over a
smyearpenod Asaresut,wehavedefenedtheseco%onmebalancesheet in anticipetion of

i - lato cess, ..On July 16, 2001, Citizens terminated our existing
corm'actmﬂthonaPubucSemceandeMered into a new seven-year purchase power
agreementThmagremnentaﬂowsustopwchaseaﬂpowenequuedfcropmhonsataﬁxedrate
per kilowatt hour. This agreement is retroactive to June 1, 2001 and will miti ggt_gfmthermcreases in
the deferred power cost account [Page 31}

: of Services
{.in thousands) For the three months ending For the six months ending
September 30 September 30
2001 2000 % Changs 2001 2000 % Change
Electric energy and fuel oil
hased $36,148  $32540 11% $05804  $84514 13%

On July 16, 2001, Citizens terminated ...[same as page 20]...will mitigate further increases in the
deferred power cost account.
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Document

Giuote

Cuost of Services

2001 2000 1999
Amount % Change Amount % Change Amount
Electric energy and fuel oit purchased - $123,223 8% $113,965 16% $98,533
... Electric energy and fuel oil purchased increased $9.3 million or 8% in 2001 primarily due to
higher purchased power prices, consumer growth and increased consumption due to warmer
weether conditions. Electric energy and fuel oil purchased increased $15.4 million, or 16%, in 2000

?&iﬁml 6 primarily due to higher supplier prices and increased consumption. Under tariff mo_qgm_
March 2002 in our costs of electric energy and fuel oil purchased are largely passed on to customers. Gas
| (inserted and electric energy and fuel purchased excludes amounts deferred for fulure recoveryinrates.
1 bound.in the o ‘During the past two years, power supply costs have fluctuated substantially, forcing companies in
Citi 31 some cases to pay higher operating costs to operate their electric businesses. In Arizona,
‘C - mmmcwwmpmsummwmawmwnw
cations 2001 million through December 31, 2001 have been incurred. We are allowed to recover these charges
Annual | from ratepayers through the Purchase Power Fuel Adjustment clause. However, In an attempt to
e | limit “rate shock” to our customers, we requested in September 2001 that this deferred amount, plus -
Report) interest, be recovered over a seven-year period. As a result, we have deferred these costs on the
balance sheet in anticipation of recovering through the regulatory process. We anticipate a
determination regarding recovery to be made in 2002.
On July 16, 2001, Citizens terminated our existing contract with Arizona Public Service and entered
into a new seven-year purchase power agreement. This agreement allows us to purchase all power
required for operations at a fixed rate per kilowatt hour. This agreement is retroactive to June 1,
2001 and will mitigate further increases in the deferred power cost account.
{16) Commitments and Contingencies: On December 21, 2001, we entered into a settiement
agreement resolving all claims in a class action lawsuit pending against the company in Santa Cruz
County, Arizona (Chilcote, et al v. Citizens Utilities Company, No. CV 98-471). The lawsuit arose
from claims by a class of plaintiffs that includes all of our electric customers in Santa Cruz County
for damages resulting from several power outages that occuired during the period January 1, 1997,
through January 31, 1998. Under the terms of the settiement agreement, and without any admission
of guilt or wrongdoing by us, we will pay the class members $5.5 million is satisfaction of all claims.
The court approved the settlement agreement on March 29, 2002, and the lawsuit against us was
dismissed with prejudice. We have accrued the full setttement amount, plus an additional amount
sufficient to cover legal fees and other related expenses, during the fourth quarter of 2001 [Page 23]
Cost of Services
Citizens SEC (3.in thoysands) For the three months ending March 31
Form 10-Qfor | 17, 23, 2002 2001 % Change
Qtrending31 | and24 Elechric and fuel oif ;
March 2002 energy purchased  $26680  $29,686 10%

... [Page 24] Electric energy and fuel oll purchased for the three months ended March 31, 2002
decreased $3.0 million, or 10%, as compared with the prior year period primarily due to lower
purchase power prices and decreased consumption. Under tariff provisions, the cost of electric
energy and fuel oil purchases are primarily passed on to customers. ..

During the past two years, power supply costs have fluctuated substantxaﬁy forcing companies in
some cases to pay higher operating costs to operate their electric businesses. In Arizona,
excessive power costs charged by our power supplier in the amount of approximately $105
million through March 31, 2002 have been incurred. We are allowed to recover these charges from
ratepayers through the Purchase Power Fuei Adjustment clause. However, in an attempt to limit
“rate shock™ to our customers, we requested in September 2001 that this deferred amount, pius
interest, bereooveredoveraswen—yearpeﬁodAsaresmt,wehavedeferredthesecostsonthe
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- Citizens SEC
Form 10-Q for |
Qir ending 30
June 2002

26and
27

Guote s
Caost of Services ) i’
Ehithossats) — For e thwes months ending June 30 For the six months ending June 30

%o

$ % s
e 200 Chenge Change 2% 20 Chemge Champa

and fuel ol $26967 329960 $(962) 3% $55667 35965 nga) %

- Electric snergy and fuel oft purchased for the three and six months ended Juna 30, 2002

fdmammmmemmmmdspmwmmmmasemm

MMMMMQQQMMLMﬁMﬂMMW
fo custdmers, ... During the past two years, power supply costs have fluctuated substantiafly,
forangcompamesmsomeeasastopaymgheroperatmgcoststooperatetheérdoctncbusmesses
In Arizona, wmmmbywmmmmﬁem#
approximately $111.3 mifion through June 30, 2002 have been incurred. MMMMmm

| aliowed to recover these charges from ratepayers through the Purchase Power Fuel

MMW%WWW&C«WWﬁMW%!ﬁMW

.several years -However, in an altemnpt to limil “rate shook” to our customers, we requested in

WM1erM.mms.pj_m be recovered over a seven-year
period, As a result, we have deferred these costs on the balance sheet in anticigation of recovering
through the regulatory process. Parts of our proposal have been contested by one or more parties
1o a pending Arizona Commission proceeding convened to consider the matter. A determination

regarding recovery could be made in 2002 but the tinifig is not certain.
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