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INTRODUCTION

3

4
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UNS Gas has not met its burden of proof supporting either the magnitude of its requested rate

increase or the changes it proposes to its rate design to achieve that increase. The Company's

proposa ls  a re designed to chip away a t  the "histor ic" test  year ,  and to improve its  financia l

performance beyond that to which it is entitled under Commission rules by placing more financial

burden on ratepayers

DISCUSSION

A UNS Gas has not Met its Burden of Proof on its Requested Rate Increase

1 The Company's Projected Growth Rate Does Not Justify UNS Gas
Proposal Regarding CWIP in Raye Base

12

13

14

15

16

As die Staff pointed out in its Initial Brief, UNS Gas proposes to include $7.189 million of

Construction Work in Progress ("CWIP") in rate base.1 There is no doubt under Arizona law, that the

Commission has the discretion to include CWIP in rate base as the Company argues.2 However

under well established ratemaking principles, inclusion of CWIP in rate base is the exception, not the

rule. T he ques t ion tha t  needs  to be a sked then is  does  the Company meet  the cr i t er ia  for

extraordinary treatment of CWIP. Staff' s position is that the Company does not meet these criteria

One of the few instances where the Commission has authorized CWIP in rate base was in

18

19

20

21

23

24

25

1984 when the Commission allowed Arizona Public Service Company ("APS") to include CWIP

associated with the Palo Verde nuclear plant in its rate base.3 However, there were extraordinary

circumstances facing APS at that time related to the tremendous investment in Palo Verde and its

associated CWIP balance. Because of those extraordinary circumstances the Commission was guided

more by "the economic benefits to ratepayers from further CWIP inclusion and the avoidance of 'rate

shock' in the APS service territory.4 The Commission was apparently dealing with approximately

$600 million in CWIP associated with Palo Verde. From the evidence presented in that case the

Commission determined that inclusion of CWIP in that case would "substantially reduce costs which

27

28

Staff Opening Brief at p. 2-5
z See Arizona Community Action Association v. Arizona Corporation Commission, 599 P.2d 184 (1979), UNS Gas Initial
Post-Hearingat p. 11
i See In Re Arizona Public Service Company,Decision No. 54247, 64 P.U.R,4M 147 (Nov. 28, 1984)
Decision No. 54247, at p. 19
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2
would othe rwise  be  prope rly cha rge a ble  to ra te pa ye rs ."5 Tha t the  Commiss ion vie we d inclus ion of

some CWIP in APS' ra te  base  to be  appropria te  given the  extraordinary circumstances in the  case .
3

4

5

6

7

8

9

10

Eve n if the commiss ion we re  to a cce pt RUCO's  a nd CREE's  e s tima te s
for the  tota l va lue  of Pa lo Verde , we  a re  s till faced with nea rly doubling
AP S ' ra te  ba s e  in little  ove r two (2) ye a rs . Unle s s  s ubs ta ntia l e fforts
a re  rnade .to phase  in this  tremendous  inves tment ove r a  longer pe riod,
the  AP S  s e rvice  te rritory fa ce s  a  s ignifica nt pote ntia l for e conomic
dis ruption. CWIP  inclus ion is  the  logica l firs t s te p for such a  pha se -in.
In d e e d ,  a n y co mmis s io n  wh ich  co n te mp la te s  s o me  s o rt o f ra te
mode ra tion progra m involving a  pos tcomme rcia liza tion pha s e -in of
pla nt inve s tme nt (a  cle a r viola tion of the  'us e d a nd us e ful' doctrine )
should e qua lly consider be ginning its progra m during the
pre comme rcia liza tion pha s e  of cons truction, i.e ., DWIP . Th is  will
s p re a d  the  incre a s e  ove r a n  e ve n  longe r pe riod  o f time  withou t
a ccumula ting the  s ubs ta ntia l le ve l of de fe rre d cos ts  which ordina rily
accompanies  de lays  in recognizing plant investment.

11

12
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In cons ide ra tion of the  a bove  dis cus s ion, we  find tha t a n a dditiona l
$200 million  in  P V-I CWIP  s hould  be  inc lude d in  AP S ' "fa ir va lue "
ra te  ba s e . Although this  s till le a ve s  s ome  $400 million in P V-I cos ts  to
be  a ddre s s e d upon the  in-s e rvice  da te  of tha t fa cility (a s  we ll a s  the
cos ts  of PV-II and PV-III), any grea te r amount might tend to caus e  ra te
s hock today in an e ffort to avoid it tomorrow.6

This  ca s e , in turn, ha s  none  of the  a ttribute s  of the  AP S  ca s e  in which CWIP  wa s  a llowe d.
15

The  inve s tme nt a t is s ue  is  a pproxima te ly $7 million a s  oppos e d to $200 million of a  tota l CWIP
16

ba la nce  of $600 a ssocia te d with the  PV pla nt in the  APS  ca se . More ove r, ce rta inly inclus ion of the
17

$7 million doe s  not ra is e  the  s a me  conce rns  of "ra te  s hock" a s  inclus ion of $200 million or $600
18

million, ove r two yea rs , the  scena rio the  Commiss ion was  pre sented with in the  APS case . It is  sma ll
19

wonder in the  APS case  tha t the  CoMmiss ion des ired to ame liora te  the  impact upon ra tepaye rs  with
20

$600 million in ra te  base  ultima te ly a t issue .
21

In a ddition, the  Commiss ion note d in the  APS  ca se , tha t it wa s  e xce ptiona l to include  CWIP
22

23
in ra te  base , and tha t it was  genera lly only done  as  a  means of address ing critica l cash-flow problems

for public s e rvice  corpora tions  or to pre ve nt ce rta in type s  of e a rnings  a ttrition.7 In this  ca se , the
24

Compa ny ha s  no ca sh flow proble ms . The  le a d-la g s tudy indica te s  tha t ope ra tions  a re  providing a
25

source  of ca sh flow to the  utility.
26

27

28
5 Id.
6 Decis ion No. 54247at p. 20.
7 Decis ion No. 54247 at p. 19.
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Furthe rmore , it is  the  Compa ny, not S ta ff, the  Commiss ion or RUCO, tha t choose s  the  te s t

yea r. UNS Gas  could have  wa ited and chosen a  la te r te s t yea r, it is  not in a  dire  financia l cris is  which

necess ita ted it seeking an immedia te  increase  in ra te s . This  is  evidenced by the  fact tha t the  ove ra ll

increase  in revenues requested by the  Company is  only 7%. Here  the  Company appears  to requesting

tha t die  Commiss ion include  CWIP  in ra te  ba se  only to improve  its  fina ncia l pe rforma nce . Allowing

CWIP to improve  financia l pe rformance  would ultima te ly lead to the  exception swa llowing the  rule .
7

8

9 The  Compa ny a cknowle dge s  in  its  Ope ning Brie f tha t the  cos ts  a s s oc ia te d with  the

10 Geographic Information Sys tem ("GIS") s hould be  expens ed unles s  the  Commis s ion authorizes  a

deferra ls  The Company a lso acknowledged tha t "[a]ll parties  agree  tha t approval of a  deferra l would

2. The Company's Prior Accounting for GIS Costs Makes its Inclusion in
Rate Base at this Time Unreasonable.
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be needed because GIS costs ordinarily would be treated as expenses."9

The  Compa ny did not obta in a  de fe rra l from the  Commis s ion. The re fore , the  Compa ny

should not be  a llowed to now trea t the  GIS costs  as a  regula tory asse t.

FLu'the r, S ta ff Witness  Smith te s tified tha t a  review of the  Company's  October 3, 2005 memo

and the  supporting documenta tion provided by UNS Gas , lead S ta ff to be lie ve tha t the  de fe rred GIS

cos ts  we re  not a n a ppropria te  ra te  ba se  ite m, do not qua lify a s  a  "re gula tory a s se t," we re  not pre -

18 a pprove d for de fe rra l by the  Commis s ion, a re  non-re curring cos ts  tha t s hould ha ve  la rge ly be e n

19 expensed by the  Company in pe riods  prior to the  2005 te s t yea r, and the re fore  a re  not appropria te  to

21 pe riods  prior to the  2005 te s t ye a r a nd the re fore  a re  not a ppropria te  to include  in the  te s t ye a r ra te

22 base .11 ,

23 The  Compa ny a sks  the  Commiss ion to dis re ga rd the  a ccounting tre a tme nt of GIS  cos ts  to-

24 da te , ignore  the  fa ct tha t it did not s e e k pre -a pprova l for a  de fe rra l a s  it wa s  re quire d to do, a nd

25 ignore  the  fact tha t a lmost of the  cos ts  a ssocia ted with GIS  have  a lready been expensed, because  it

26

27

28

8 UNS  Ga s  Initia l P os t-He a ring Brie f a t 11.
9 UNS  Ga s  Initia l P os t-He a ring Brie f a t p. 11.
10 Ex. s -27 (s mith S urre butta l) a t 19.
11Id .
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1 - 12ma de  a  "mls ta ke ."
2

Company's  pas t mis takes .
3

The  cus tome rs  of the  Compa ny s hould  not be  he ld  re s pons ib le  for the

3.
4

Certain of UNS Gas' Proposed Revenue and Expense Adjustments are
Not Appropriate.

5 a. The Company's Revenue Annualization Adjustment is Skewed in
its Favor.6

7
UNS  Ga s  a ls o a rgue s  tha t due  to  its  cyc lica l growth pa tte rn, the  tra ditiona l, "s implis tic"

g a nnua liza tion me thod s hould be  re je cte d in fa vor of a  "s lightly more  a dva nce d ma the ma tica l mode l

9 based on the exponential growth mode1."13 The Company argues  tha t given the  seasonal na ture  of a

10 s ign ific a n t portion  o f its  c us tom e r ba s e ,  the  tra d itic pa l m e thod  us e d  to  a nnua lize  c us tom e r

11 b y S ta ff a n d  R UC O  is  n o t  a s  a c c u ra te  a s  th e  C o m p a n y' s  p ro p o s e da djus tme nts  utilize d

methodology. 14
12

13

14

15

16

S ta ff Witne ss  Ra lph S mith te s tifie d tha t it wa s  unne ce ssa ry for the  numbe r of cus tome rs  to

important is  tha t the  growth tha t occurred during the  te s t yea r is  ma tched with the  othe r e lements  of

the  ra temaking formula , including year-end plant in service , e tc.16

In addition, the  Company's  "s lightly advanced ma thema tica l mode l" suffe rs  from some  pre tty17

lg s ignifica nt fla ws . The  tra d itiona l me thod u tilize d  by S ta ff a nd  RUCO is  s tra ight-forwa rd  a nd

19 trans pa rent s o tha t othe r pa rtie s  can follow the  ca lcula tions  and re s ults  and reproduce  them without

20 difriculty.17 The  ca lcula tions  produce d by the  Compa ny's  "s lightly a dva nce d ma the ma tica l mode l"

21 which a pplie d pe rce nta ge  growth fa ctors  ins te a d of cus tome r bill cotuits , we re  difficult to follow

22 e s pe cia lly with re s pe ct to be ing a ble  to ve rify pe rce nta ge s  us e d. The  Compa ny's  mode l a ctua lly

appears  to understate growth.1823

24

25

26

27

28

12 UNS Gas Initial Post-Hearing Brief at p. 11.
13 UNS Gas' Initial Post-Hearing Brief at 18.
14 UNS Gas' Initial Post-Hearing Brief at 18.
1:5 Ex. S-27 (Smith Surrebuttal) at21.
16 Id.
17 Ex. S-27 (Smith Surrebuttal) at 24.
18 Ex. s-27 (smith Surrebuttal) at 24.
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Rate Case Expense Should be Reduced as Recommended by Staff
and RUCO

UNS Gas  a rgues  dirt its  reques t for $900,000.00 in ra te  ca se  expense  is rea sonable ." In  its

Rebutta l Tes timony the  Company provided two reasons  for the  amount of this  expenditure  including

1) tha t the  organiza tion is  going through the  firs t ra te  for UNS Gas and is  thus  having to research and

addre ss  a ll is sue s  for the  firs t time , 2) the  volume , complexity and magnitude  of da ta  reques ts  from

Sta ff RUCO and othe r inte rvene rs

S ta ff Witness  Ra lph addressed both of the  two jus tifica tions  pre fe rred by the  Company in his

Surrebutta l Tes timony. Mr. Smith te s tified tha t the  transfe r of ownership should not be  an excuse  for

cha rging ra te pa ye rs  for wha t a ppe a r' to be  e xce s s ive  a mounts  of ra te  ca se  cos t." In a ddition, the

Southwes t Gas  ra te  ca se  ra ised many of the  same  is sue s  tha t a re  be ing ra ised by UNS Gas  in this

ca se , with the  Commiss ion approving fa r le ss  in ra te  ca se  expense . Southwes t Gas  is  a lso a  la rge r

u tility

Sta ff Witness  Ra lph Smith te s tified tha t the  recent Southwest Gas  ra te  case  actua lly provides

a  reasonable  benchmark for wha t a  reasonable  a llowance  for ra te  case  cos t should be  in the  current

UNS Gas  ra te  ca se ." The  amount reques ted by UNS Gas  is  ove r 3.8 times  a s  high a s  the  amount of

rate  case  expense a llowed by the Commission in the  Southwest Gas case

The  Company cla ims  tha t the  comparison with Southwes t Gas  is  not appropria te  because  of

the  diffe re nt a ccounting me thods  use d by UNS  Ga s  a nd S outhwe s t Ga s ." Howe ve r, the  re cord is

s imply not cle a r a nd the re  is  s imply not s ufficie nt e vide nce  in the  re cord to s upport UNS  Ga s

contention tha t Southwest Gas, due  to its  accounting a lloca tion methods, had a  lot of hidden ra te  case

e xpe nse  tha t it did not ide ntify or did not s e e k re cove ry of in its  mos t re ce nt ra te  ca se

known weedie r Southwest Gas  a ttempted to identify its  ra te  case  expense  separa te ly for Arizona  and

It is  not

26

27

UNS Gas ' Opening Brief a t 21-23
20 Ex. UNSG-13 (Dukes  Rebutta l) a t 34

Ex. S-27 (Smith Surrebutta l) a t 43
Ex. S-27 (Smith Surrebutta l) a t 43
I d
UNS Gas ' Initia l Pos t-Hea ring Brief a t 22
See UNS Gas ' Initia l Pos t-Hea ring Brief a t 22



included tha t in its  case  or whe ther some ra te  case  expense  was  included as  overhead, a s  UNS Gas

cla ims

The Company a lso heavily re lies upon the  number of data  requests  promulgated in this  case  as

opposed to the  Soudiwest Gas case Howe ve r, a s  S ta ff Witne s s  S mith te s tifie d. the  Commiss ion

ne e ds  to cons ide r more  fa ctors  tha n the  numbe r of da ta  re que s ts  s e nt in a ny give n ca se

Commiss ion a lso needs  to cons ide r the  s imila rity of the  utilitie s  and the  type  of issues  tha t a re  be ing

addressed

UNS  Ga s  a lso compla ins  tha t S ta ff de ve lope d its  pos ition "on-the -fly" a nd wa ite d until its

Surrebutta l Tes timony to comment on the  is sue This  is  a  curious  comme nt give n tha t UNS  Ga s

s ignifica ntly incre a se d the  a mount of propose d ra te  ca se  e xpe nse  it wa s  re que s ting in its  Re butta l

Te s timony. More ove r, the  S ta ff pos itions  tha t UNS Ga s  compla in we re  de ve lope d by S ta ff "on-the

fly" we re  actua lly re sponses  to ques tions  posed by UNS Gas  itse lf a t the  hea ring. Ce rta inly, S ta ff

has  the  right to respond to ques tions  posed a t the  hearing and is  not required to limit its  re sponses  to

its  pre -filed te s timony in the  case

Th e  Co mp a n y's  Re q u e s t fo r a n  Ac c o u n tin g  Ord e r fo r its  El P a s o
P ro c e e d in g  Exp e n s e s  Wa s  F ir s t  Ma d e  in  it s  In it ia l Br ie f a n d
Should Not be  Cons idered in this  Proceeding

At page  64 of its  Initia l Pos t-Hearing Brie f, UNS Gas  makes  the  following reques t

UNS  Ga s  ha s  re que s te d tha t its  le ga l e xpe nse s  for its  pa rticipa tion in
FERC ra te  cases  tha t will a ffect the  cos t of gas  purchased by UNS Gas
be  include d a s  a n e xpe nse  re la te d to its  te s t ye a r ope ra ting income . If
the  Commis s ion  de cide s  to  d is a llow thos e legal e xpe ns e s  a s  a n
ope ra ting e xpe ns e , the  Compa ny re que s ts  a n a ccounting orde r tha t
would a llow a ll le ga l e xpe ns e s  re la te d to FERC ga s  ra te  ca s e s  to be
included in the  cost of gas  covered by the  PGA

This  request should be  denied for severa l reasons . Firs t, it was  not presented in UNS Gas ' te s timony

but is  be ing ra ised for the  firs t time  in the  Company's  Brie f.

UNS Gas  Initia l Pos t-Hearing Brief a t 23
Tr. Vol. 5 a t 901-02

UNS Gas Opening, Brief a t 23



Second, the  request is  based upon a  mistaken premise , i.e ., tha t FERC lega l expense  is  be ing

disa llowed. While  S ta ff and RUCO have  both recommended adjus tments  to the le ve l of FERC le ga l

expense  tha t UNS Gas  incurred in the  te s t yea r, it is  clea r tha t the  adjus tment proposed by S ta ff and

the  s imila r adjus tment proposed by RUCO is  a  norma liza tion. The  purpose  of such adjus tment is  to

re move  a  le ve l of nonre curring e xpe nse  such tha t the  e xpe nse  re ma ining in the  te s t ye a r re fle cts  a

norma l ongoing le ve l. More ove r, ne ithe r S ta ff nor UNS Ga s  itse lf propose d shifting ra te  re cove ry of

FERC le ga l e xpe ns e  from ba s e  ra te s  into a  de fe rra l a ccount for re cove ry dirough the  Compa ny's

Third, the  lega l expense  is  not pa rt of the  Company's  cos t of gas . The  expense  is  recorded in

Account 923, outside  Services, and not in a  gas cost account. Such expense  should not be  shifted into

the  PGA, and especia lly not without a  full and comple te  record examining the  ramifica tions  of such a

Fourth, it is  cle a r from the  re cord tha t not a ll FERC pipe line  ra te  ca s e  e xpe ns e  ha s  be e n

removed from opera ting expenses  in the  te s t yea r." Consequently, the  reques t by UNS Gas  to "a llow

a ll le ga l e xpe nse s  re la te d to FERC ga s  ra te  ca se s  to be  include d in the  cos t of ga s  cove re d by the

P GA" is  c le a rly imprope r a nd  would  double -re cove r the  a mount of s uch  cos ts  tha t ha s  be e n

una djus te d by S ta ff a nd RUCO which thus  re ma ins  in ba s e  ra te s . Double -cha rging UNS  Ga s

ra tepayers for legal expense  should not be  permitted

Fifth a nd fina lly, S ta ff is  a wa re  of no othe r ga s  utility ope ra ting in die  s ta te  for which the

Commis s ion ha s  gra nte d s imila r a uthority. UNS  Ga s 's  brie f cite s  no a uthority or pre ce de nt for

gra nting s uch a n e xtra ordina ry ra te ma king tre a tme nt. Th is  re q u e s t b y UNS  G a s  is  h ig h ly

inappropriate  and should be denied for the reasons stated above

Dis a llowa nc e  o f P a rt o f the  Compa ny's  Cla ime d  Expe ns e s  re la te d
to  Inc e n tive  P e rfo rma nc e  P la ns  Is  J u s tifie d  by P rio r Commis s ion
Orde rs

The  Company a rgues  tha t its  Pe rformance  Enhancement P rogram ("PEP") is  "pa rt of its  cos t

of s e rvice " a nd tha t the re  a re  no grounds  to dis a llow it." The  s tructure  of the  Compa ny's  P EP

28
JO See, Ag., Ex R-5 (Diaz Cortez' Direct) at 21, Ex R-6 (Diaz Cortez Surrebuttal) at 14

UNS Gas Initial Post-Hearing Brief at 26
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de te rmines  e ligibility for ce rta in bonus  leve ls  by measuring Unisource  Ene rgy Se rvices ' ("UES") (the

subs idia ry of UniSource  Ene rgy .Corpora tion and the  pa rent company of UNS Gas) pe rformance  in

three  a rea s : (1) financia l pe rformance ; (2) ope ra tiona l cos t conta inment, and (3) core  bus ine ss  and

customer service  goals.

The  Commis s ion ha s  found in  prior Orde rs  tha t whe re  die  Ince ntive  P e rforma nce  P la n

bene fits  both sha reholde rs  and ra tepaye rs , the  cos ts  of such plan should be  sha red equa lly among

both groups.34 In the  most recent Southwest Gas case , the  Commission found:
8

9

1 0

11

1 2

1 3

1 4

In De cis ion No . 64172, the Commiss ion adopted S ta fi"s
re comme nda tion re ga rding MIP  e xpe nse s  ba se d on S ta ff's  cla im tha t
two of the  five  performance  goa ls  were  tied to re turn on equity and thus
prima rily benefited shareholders. *We be lie ve tha t S ta ff's
recommenda tion for an equa l sha ring of the  cos ts  a ssocia ted with MIP
compe nsa tion provide s  a n a ppropria te  ba la nce  be twe e n the  be ne fits
a tta ined by both shareholders  and ra tepayers . Although achievement of
the  pe rforma nce  goa ls  in the  MIP , a nd the  be ne fits  a tte nda nt the re to,
c a n n o t b e  p re c is e ly q u a n tifie d  th e re  is  lit t le  d o u b t th a t  b o th
sha reholde rs  and ra tepaye rs  de rive  some  bene fit form incentive  goa ls .
Therefore  the  costs  of the  program should be  borne  by both groups and
we
re s olution."

ind S ta ff's  e qua l s ha ring re comme nda tion to  be  a  re a s ona ble

1 5

1 6

The  sa me  re a soning a pplie s  in this  ca se . A re vie w of the  pe rforma nce  indica tors  or ta rge ts

s hows  tha t a t le a s t two of thos e  dire ctly be ne fit s ha re holde rs , i.e ., fina ncia l pe rforma nce  a nd
1 7

1 8

ope ra tiona l cos t conta inment. The re fore , sha reholde rs  should sha re  in the  cos ts  of such a  program.

S ta ff Witne s s Ra lph  S mith  te s tifie d  "In  te rms  of whe the r the  cos t o f the  UNS  Ga s  ince n tive
19'

compensa tion under the  company's  PEP plan should be  s imila rly a lloca ted be tween shareholders  and
20

21
ra te pa ye rs , I s e e  no me a ningful dis tinction in the  UNS  Ga s  s itua tion tha t would re quire  a  diffe re nt

ra temaking trea tment than the  50/50 sharing applied by the  Commission in the  SWG rate  case ."36
22

UNS  Ga s  a ls o a rgue s  tha t if the  P EP  we re  e limina te d, ba s e  s a la rie s  would ha ve  to  be
23

increased in order for UNS Gas to a ttract and retain the necessary employees.37 But, there is
24

nothing in the  record which would subs tantia te  the  Company's  anecdota l s ta tements  tha t employee
25

26
"Ex. s-25 at (smith Direct)24.

2 7 34 See Decis ion no. 64172 at p. 11-12, Decis ion No. 68487 at 17-18.
35 Decision 68487 at 18.
36 Ex. s -25 (smith Direct) a t 29.
37 UNS Gas  Initia l Pos t-Hearing Brief a t 26.
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s a la rie s  would incre a s e . Nor did the  Compa ny provide  a ny ba s is  for its  s ta te me nt tha t "s imila r

a lle ge d a dva nta ge s  ove r ba se  pa y ra te  incre a se s  ide ntifie d by the  Compa ny a re  ove rs ta te d. The

Company cla ims tha t the  financia l goa ls  conta ined in the  PEP provide  enhanced motiva tion for be tte r

performance  as  compared to increased base  compensa tion S ta ff Witne s s  Ra lph S mith te s tifie d

tha t the  Compa ny's  a ctua l re ce nt la youts  unde r the  P la n, ca ll into que s tion how re a l the  "a t ris k

fea ture  of the  PEP is  in practice

As expla ined by the  Company in re sponse  to STF l l.5(b)

12

13

14 ta rge t, s p e c ia l re c o g n itio n  a wa rd  wa s  p a id

15

the  fina ncia l pe rforma nce  goa l, which wa s  a  trigge r unde r the  P EP
progra m fo r UNS  e le c tric ,  UNS  Ga s  a nd  Tucs on  E le c tric  P owe r
Compa ny ("TEP ), wa s  not me t. The  fina ncia l pe rforma nce  goa l wa s
not me t, in pa rt, be ca use  of unpla nne d outa ge s  a t the  coa l ge ne ra ting
unite s  which re quire d TEP  to purcha se  powe r on the  ope n ma rke t. In
dis cus s ions  with the  boa rd of dire ctors , the  de s ire  wa s  to re cognize
e mploye e  a chie ve me nts  dis tinct from fina ncia l me a s ure s . The  boa rd
de e me d it a ppropria te  to imple me nt a  s pe cia l re cognition a wa rd to
employees  for achievements  in 2005. Norma lly, PEP  is  pa id a t 50% to
1 5 0 %  o f the a t
approximate ly 42% of the  ta rget for each of the  opera ting companies.41

Like  Southwest Gas , UNS Gas a lso has  a  Supplementa l Executive  Re tirement P lan ("SERP").
16

17

18

19

20

21

22

23

24

The  Company a rgues  tha t the  Commiss ion's  recent Southwest Gas  decis ion disa llowing SERP costs

should not apply to UNS Gas because  the  decis ion was issued a fte r the  tes t year in this  case .42 Sta ff

is  not a wa re  of a ny re quire me nt tha t a  Commis s ion de cis ion ca nnot a pply to "a  ca s e  unle s s  tha t

decis ion was  issued be fore  the  te s t yea r se lected by the  Company. The  cos ts  a ssocia ted with SERP

have oftentimes been a t issue  in cases tha t come before  the  Commission before  the  test year se lected

by the  Company. The  Commiss ion is  not bound by prior de te rmina tions  but may change  course  if it

provides  a  ra tiona l basis  for doing so.

UNS Gas  a lso a rgues  tha t the  Inte rna l Revenue  Code  should not dicta te  which compensa tion

costs  should be  recovered. But, a s  S ta ff Witne s s  S mith pointe d out, typica lly S ERP s  provide  for
25

2 6 38 UNS Gas  Initia l Pos t-Hearing Brief a t 26 (citing UNSG-13 a t 9).
39 UNS Gas  Initia l Pos t-Hearing Brief a t 27.

2 7 40 Ex. S-27(S1nith Surrebuttal) at 28.
41 Ex. S-27 (Smith Surrebutta l) a t28.
42 UNS Gas  Initia l Pos t-Hearing Brief a t 28.
43 UNS Gas  Initia l Pos t-Hearing Brief a t 29.
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1

2

3

4

re tirement bene fits  in excess  of the  limits  placed by IRS regula tions  on pens ion plan ca lcula tions  for

sa la rie s  in e xce s s  of spe cifie d a mounts . The  Commiss ion found in the  S outhwe s t ca se , tha t if the

Compa ny provide d a dditiona l re tire me nt be ne fits  a bove  thos e  a llowe d unde r IRS  re gula tions , its

shareholders, not ra tepayers, should shoulder the  burden of those.

The  Commission s ta ted the  following in its  Southwest Gas  Order:
5

6

7

8

9

1 0

1 1

1 2

Alth o u g h  we  re je c te d  RUCO 's  a rg u me n ts  o n  th is  is s u e  in  th e
Company's  la s t ra te  proceeding, we  be lieve  tha t the  record in this  case
s upports  a  finding tha t the  provis ion of a dditiona l compe ns a tion to
S ou thwe s t Ga s ' h ighe s t pa id  e mploye e s  to  re me dy a  pe rce ive d
de fic ie ncy in  re tire me nt be ne fits  re la tive  to  the  Compa ny's  o the r
e mploye e s  is  not a  re a s ona ble  e xpe ns e  tha t s hould be  re cove re d in
ra tes . Without S ERP , the  Compa ny's  office rs  s till e njoy the  s a me
re tirement benefits  ava ilable  to any other Southwest Gas  employee  and
the  a ttempt to make  these  executives  "whole" in the  sense  of a llowing a
gre a te r pe rce nta ge  of re tire me nt be ne fits  doe s  not me e t the  te s t of
reasonableness. If th e  C o m p a n y wis h e s  to  p ro vid e  a d d itio n a l
re tire me nt be ne fits  a bove  the  le ve l pe rmitte d  by IRS  re gula tions
a pplica ble  to a ll othe r e mploye e s  it ma y do s o a t the  e xpe ns e  of its
shareholders. Howe ve r, it is  not re a s ona ble  to pla ce  this  a dditiona l
burden on ratepayers."44

S ta ff Witne ss  S mith a lso found no ma te ria l diffe re nce s  be twe e n the  S outhwe s t Ga s  S ERP

P la n which dis a llowe d by the  Commis s ion a nd the  UNS  Ga s  P la n. Accordingly, the  Commis s ion

should disa llow the  costs  associa ted with UNS Gas ' SERP Plan in the ir entire ty.

1 3

1 4

1 5

1 6

1 7

1 8

1 9 P a ge s  19-20 of UNS  Ga s ' Brie f a ddre s s  prope rty ta x e xpe ns e . The  Arizona  S ta te  Le gis la ture

20 pa s s e d Hous e  Bill No. 2779 which s e t a  ne w ra te  s che dule  for prope rty ta x a s s e s s m e nts .  The  ne w

2 1 a sse ssme nt ra te  sche dule  provide s  for de cre a s ing the  25 pe rce nt ra te  a pplica ble  in 2005 in 0.5 pe rce nt

22 s te ps  e a ch ye a r Le ntil a  20 pe rce nt ra te  is  a tta ine d in 2015. The  Com pa ny's  ca lcula tion us e d a  24.5

23 pe rce nt a s se s sme nt ra te  a nd thus  fa ils  to re cognize  the  impa ct of this  known ta x cha nge  prospe ctive ly.

24 The  a djus tm e nt propos e d by S ta ff (a nd RUCO) for prope rty ta x e xpe ns e  is  ne ce s s a ry to  re fle c t the

25 known s ta tutory a s s e s s me nt ra tio of 24 pe rce nt a pplica ble  for 2007.45 Re fle c ting the  im pa ct of this

26 kn o wn  a n d  m e a s u ra b le  c h a n g e  in  ta x  la w is  a p p ro p ria te ,  a n d  is  fu lly c o n s is te n t  with  th e  fin a l

e. UNS Gas' proposed property tax expense fails to reflect the known
and measurable change in tax law affecting the assessment ratio.

27

28 44 Decision No. 68487 at 19.
45 Ex..s-26 (smith Surrebuttal) at p- 35.
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utility; UNS Gas, Inc. Southwest Gas Corp.
Docket: G-04204A-06-0463 G-01551A-04-0876

Test Year Ended: December 31, 2005 August 31, 2004
New Rates Effective: mid-2007 Order issued 2/23/06

Estimated Filing Intew8lz 3 years 3 to 4 years
Assessment Rate Used: 24 percent 24.5 percent

Corresponding Effective Year: 2007 2006

2

3

4

pos itions  ta ke n by a ll pa rtie s  (the  utility, S ta ff a nd RUCO) in the  re ce nt S outhwe s t Ga s  ra te  ca s e , a s

s umma rize d in the  following ta ble :

5

6

7

8

9 P a ge  30  o f UNS  G a s ' Brie f c la im s  tha t S ta ffs  a d jus tm e n t fo r pos ta ge  e xpe ns e  s hou ld  be

10 re je cte d be ca us e  of "s e ve ra l e rrors ." Howe ve r, UNS  Ga s *fa ils  to re cognize  tha t S ta ff's  re comme nde d

f. Staff's recommended postage expense adjustment reasonably
reflects all known and measurable changes and should be adopted.

11 pos ta ge  a d jus tm e nt wa s  re v is e d  to  e lim ina te  a ll s uch  pe rce ive d  "e rrors " in  s urre butta l.  More ove r,

12 S ta ff" s  a djus tme nt wa s  furthe r re fine d in surre butta l to a lso include  the  known a nd me a sura ble  impa ct

13 of the  Ma y 2007 pos ta ge  e xpe ns e  incre a s e , which wa s  not re fle cte d by UNS  Ga s . As  e xpla ine d in his

14 s urre butta l te s timony, S ta ff Witne s s  Ra lph S mith a cce pte d $445,171 a s  the  a ppropria te  s ta rting point

for the  ca lcula tion, a s  dis cus s e d in UNS  Ga s  Witne s s  Duke s ' re butta l te s timony a t pa ge s  19-20. This15

16

17

18

19

20

21

22

produces  an annua lized postage  expense  of $476,960. An annua lized postage  expense  of $476,960

properly recognizes the  postage  expense  increase  tha t occurred on January 8, 2006 and the  customer

growth tha t occurred during the  2005 te s t yea r. S ta ff a lso re flected the  known and measurable  May

14, 2007 pos ta ge  incre a s e  tha t ra is e d the  cos t of a  firs t cla s s  le tte r from $0.39 to $0.41. S ta ff

re comme nds  a llowing a nnua lize d pos ta ge  e xpe nse  of $503,356. The  a djus tme nt to the  $529,380

amount in the  UNS Gas filing would be  a  decrease  of $26,024.

The  Company's  proposa l to compare  2006 pos tage  expense  is  misplaced and inappropria te

23 because  the  2006 expense  re flects  the  impact of additiona l cus tomer growth beyond the  end of the

24 te s t yea r tha t has  not been recognized in revenues . Customer growth has  only been re flected through

25 December 31 , 2005, the  end of the  test year. Reflecting increased postage expense re la ted to post-test

26  ye a r growth  in  the  numbe r of cus tome rs  without re fle cting  the  re la te d  a dditiona l re ve nue s  is

27 inappropria te  and should be  re jected.46

28
46 Ex..S-27 (smith Surrebuttal) at 39.
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UNS Gas Has Failed to Meet its Burden of Proof Concerning
Industry Association Dues, and the Commission Should Therefore
Adopt Staffs Recommended Adjustment

P a ge  31 of UNS  Ga s 's  Brie f a ddre s se s  Ame rica n Ga s  Associa tion due s  a nd mis s ta te s  the

ba s is  for S ta ffs  re comme nde d a djus tme nt. UNS  Ga s  ha s  fa ile d  to  me e t its  bu rde n  o f p roo f

conce rn ing  indus try a s s ocia tion  due s , a nd  the  Commis s ion  s hould . the re fore  a dopt S ta ff" s

re comme nde d a djus tme nt. As  e xpla ine d in the  S urre butta l Te s timony of Ra lph S mith, S ta ff oge e s

with RUCO tha t the  ma rke ting a nd lobbying-re la te d portion of the  AGA due s  s hould de finite ly be

re move d from ra te s . Howe ve r, S ta ff disa gre e s  with UNS Ga s  tha t a n a djus tme nt limite d to only the

ma rke ting a nd lobbying portion of AGA due s  is  sufficie nt to fully re move  the  portions  of AGA due s

tha t should not be  charged to ra tepayers . In the  recent Southwest Gas ra te  case , Decis ion No. 68487

a t page  14, a fte r having removed the  portion of the  AGA dues  directly a ttributable  to marke ting and

lobbying, Soudiwest Gas was found to have  demonstra ted tha t the  remainder of the  AGA dues should

be  recove rable  a s  legitima te  te s t yea r expense s . Howeve r, in tha t Orde r, of which UNS Gas  should

have  been aware , the  Commiss ion a lso provided a  clea r directive  (a t page  14 of dirt orde r) by s ta ting

tha t: "in its  next ra te  ca se  tiling the  Company should provide  a  clea re r picture  of AGA functions  and

how the  AGA's  a ctivitie s  provide  spe cific be ne fits  to the  Compa ny a nd its  Arizona  ra te pa ye rs ." This

dire ctive  to Southwe s t Ga s  should ha ve  put UNS Ga s  on notice  conce rning the  type  of informa tion

the  Commiss ion would expect them to produce  in a  ra te  ca se  in orde r to jus tify the  inclus ion of AGA

dues in rates

In the  current ra te  ca se , UNS Gas  has  not produced such informa tion. S ta ff a sked UNS Gas

dis cove ry to try to obta in s uch informa tion, a nd it wa s  not provide d by UNS  Ga s . As  illus tra tive

e xa mple s , the  Compa ny's  re s pons e  to S TF 5.62(c) s ta te d: "The  Compa ny did not re ce ive  a ny

ma te ria ls  from the  AGA s pe cifying wha t pe rce nta ge  of the ir e xpe ns e s  is  de dica te d to lobbying or

advocacy activitie s . UNS Gas  ha s  not excluded any portion of dues  pa id to the  AGA during the  te s t

ye a r." S imila rly, the  Compa ny's  re sponse  to S TF 5.62(b) s ta te d: "UNS  Ga s  doe s  not ma inta in a ny

descriptive  mate ria l regarding the  financia l s ta tements , annua l budge ts  or activitie s  of the  AGA

1 2



Cons e que ntly, the  Compa ny ha s  not me t its  burde n of proof for inc luding AGA due s  in  ra te s , a nd

S ta ff is  a s ldng the  Commis s ion to  cons ide r a  la rge r dis a llowa nce  of AGA due s  in  the  curre nt UNS

Ga s  ra te  ca s e  tha n wa s  propos e d by RUCO Witne s s  Moore

S p e c ific a lly,  S ta ff h a s  p ro p o s e d  to  re d u c e  te s t ye a r e xp e n s e  b y $ 2 6 ,8 6 8 ,  a s  s h o wn  o n

S che dule  C-14 tha t wa s  tile d with my dire ct te s timony. This  a djus tme nt re move s  40 pe rce nt of UNS

Ga s ' 2005  AGA due s  fo r 2005 , wh ic h  we re  $41 ,854 . S ta ff a djus tme nt C-14 a ls o  re move d othe r

d is c re tiona ry me mbe rs h ip  a nd  indus try a s s oc ia tion  due s  whic h  a re  no t ne e de d  fo r the  s a fe  a nd

re lia ble  provis ion of ga s  utility s e rvice

10

11

12

13

14

15

16

17

18

19

20

UNS  Ga s  c la ims  in  its  Brie f, a t pa ge  31, tha t "S ta ff"s  a djus tme nt is  ba s e d on a n a ntiqua te d
, }

2001 re port which us e d 1999 da ta ." Howe ve r, th is  mis s ta te s  the  s upport for S ta ffs  re comme nde d

21

22

23

24

25

26

adjus tment. S ta ff s  adjus tment is  supported not only by the  two mos t re cent Na tiona l Associa tion of

Utility Re gula tory Commis s ione rs  (NARUC) s pons ore d Audit Re ports  of the  Expe nditure s  of the

Ame rica n Ga s  Associa tion. Copie s  of re le va nt pa ge s  from those  a udit re ports  a re  in the  re cord in

Atta chme nt RCS -3 to S ta ff witne s s  S mith's  Dire ct Te s timony. S ta ff Witne ss  S mith a lso include d

with his  Dire ct Te s timony, in Atta chme nt RCS -4, for the  Commis s ion's  cons ide ra tion, a n e xce rpt

from a  Florida  P ublic S e rvice  Commis s ion S ta ff Me mora ndum (da te d 12/23/03) in  a  City Ga s

Compa ny ra te  ca s e  a ddre s s ing this  is s ue , whe re  40% of tha t ga s  dis tribution utility's  AGA due s

a mount wa s  dis a llowe d for ra te ma king purpose s . More ove r, those  a dditiona l supporting ma te ria ls

indica te  tha t disa llowances  of AGA dues  of approximate ly 40% were  applied in a  se ries  of cases , and

were  accepted by the  respective  utility.

Because  UNS Gas has  fa iled to meet its  burden of proof concerning industry associa tion dues,

a nd fa ile d s pe cifica lly to  de mons tra te  how e a ch ca te gory of AGA's  a ctivitie s  provide  s pe cific

be ne fits  to  the  Compa ny a nd its  Arizona  ra te pa ye rs , the  Co is s ion s hould  a dopt the  S ta ffs

re comme nde d 40 pe rce nt dis a llowa nce  of AGA due s , which is  s upporte d by the  two mos t re ce nt

NARUC-s pons ore d a udits  a s  we ll a s  docume nta tion from othe r s ta te  re gula tory proce e dings

conce rning ga s  dis tribution utilitie s . The  Commiss ion should a lso re move  from e xpe nse s  the  othe r

industry dues lis ted in Staff" s  adjustment.
27

28
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1 4.

2

The  Company's  Cos t of Capita l P ropos a l is  Infla ted .

A Hypothe tic a l Ca p ita l S truc tu re  is  no t Appropria te  in  Th is Cas e .a.

3

4

5

6

7

8

9

1 0

11

1 2

13

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

The  Compa ny note s , a nd the  S ta ff a gre e s , tha t it ha s  ma de  cons ide ra ble  progre s s  towa rd

improving its  e quity ra tio in the  la s t fe w ye a rs  which s tood a t only 36% s e ve ra l ye a rs  880.47 The

Company's  exis ting capita l s tructure  is  now 45% common equity and 55% debt, which is  in line  with

comparable companies.

None the le s s , both the  Compa ny a nd RUCO a re  propos ing a  50% de bt a nd 50% e quity

hypothe tica l ca pita l s tructure  in this  ca s e . S ta ff, on  the  o the r ha nd , is  p ropos ing  us e  of the

Compa ny's  a ctua l e xis ting ca pita l s tructure  of 45% common e quity a nd 55% de bt. While  the

Commiss ion has  utilized hypothe tica l capita l s tructures  irtthe  pas t in appropria te  circumstances , S ta ff

be lieves  the  circumstances  of this  case  a re  diffe rent, and tha t use  of a  hypothe tica l capita l s tructure  is

no longer necessary or appropria te  in this  case .

Firs t, Company Witness  Grant concedes on page 8 of his  Dire ct Te s timony tha t the  te s t-ye a r

ca pita l s tructure  for UNS  Ga s  is  in line  with indus try a ve ra ge s .48 Ma ny commis s ions  utilize  a

hypothe tica l capita l s tructure  when the  exis ting capita l s tructure  of the  Company is  unreasonable , or

out of line  with the  ca pita l s tructure s  of compa ra ble  compa nie s . S ince  the  Compa ny's  e xis ting

capita l s tructure  is  not ove rly expens ive  for ra tepaye rs  nor is  it highly leve raged, the re  is  no need to

employ a  hypothetica l capita l s tructure  in this  case  .

The  Commiss ion ha s  utilize d hypothe tica l ca pita l s tructure s  in the  pa s t, but unde r diffe re nt

circumstances  than exis t in this  ca se s  For ins tance  in the  Arizona  American Mohave  ca se , Decis ion

No. 69440, Arizona  American Mohave 's  actua l capita l s tructure  was  37.2% equity and 62.8% debt.49

22 In tha t ca s e , the  Commis s ion a gre e d with the  Compa ny tha t a  hypothe tica l ca pita l s tructure  wa s

23. a ppropria te  be ca us e  a s  the  Compa ny poin te d  out the  Commis s ion  ha s  in  the  pa s t u tilize d  a

24 hypothe tica l ca pita l s tructure  in prior ca s e s  involving highly le ve ra ge d utilitie s .50 In tha t ca s e , the

25 Commiss ion a dopte d a  hypothe tica l ca pita l s tructure  of 60% de bt a nd 40% e quity. He re  the  a ctua l

26

27

28

47 EX. UNSG-27 (Grant Direct) a t p. 9.
48 Ex. UNSG-27 (Grant Direct) a t p. 8.
49 Decision 69440 at p- 13.
50 Id.
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case

9

10

11

12

13

14

ca pita l s tructure  of UNS  Ga s  is  s imila r to compa ra ble  compa nie s . Its  ca pita l s tructure  is  not highly

leveraged

The  Commiss ion a lso a dopte d a  hypothe tica l ca pita l s tructure  in the  re ce nt S outhwe s t Ga s

Southwes t Gas ' a ctua l ave rage  capita l s tructure  was  highly leve raged. During the  te s t yea r

its  capita l s tructure  cons is ted of 34.5% common equity, 5.3% pre fe rred s tock, and 60.2% long-te rm

de bt." Be ca us e  of the  Compa ny's  highly le ve ra ge d ca pita l s tructure , the  Commis s ion a cce pte d

Sta ffs  recommenda tion of a  40% equity ra tio. UNS Gas , by comparison, has  an equity ra tio of 45%

Its  a ctua l ca p ita l s tructure  is  no t unre a s ona ble  nor doe s  it p roduce  a  re s u lt tha t is  unfa ir o r

unreasonable  to ra tepayers. It would be  ina ppropria te  to utilize  a  hypothe tica l ca pita l s tructure  in

this  case  s imply to improve  the  Company's  financia l pe rformance .

As  pointe d out by Mr. P a rce ll in his  Dire ct Te s timony a t pa ge  21 the  us e  of hypothe tica l

capita l s tructure  would have  the  impact of increasing the  actua l re turn on equity by 50 basis  points .53

Hvpothe tica l Capita l S tructure

CostP e rce nt wm. Cost

3.65%50% 6.6%

50% 11.0% 5.15%

8.80%

15
De bt

16 .
Equity

17
Tota l

18

19

Actua l Capita l S tructure

Cost

J

P e rce nt Wgt- Cost

3.65%55.33% 6.6%

44.67% 11.5% 5.15%

20
De bt

21 .
Equlty

22
Tota l

23
8.80%

24
In ge ne ra l, a  hypothe tica l ca pita l s tructure  is  e mploye d whe re  the  Compa ny's  a ctua l ca pita l

s trucme is  unreasonable  or where  the  actua l capita l s tructure  conta ined higher cost equity capita l tha t
25

26

27

28
5* Decision No. 68487 at 23 .
52 Decision No. 68487 at 23 .
53 EX. s-36 (Purcell Direct) at p. 21.
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wa s  unduly e xpe ns ive  to ra te pa ye rs ." While  Commis s ions  ha ve  a ls o utilize d hypothe tica l ca pita l

s tructures in other limited situa tions, those  circumstances are  not present in this  case

RUCO a n d  th e  S ta ffs  Us e  o f th e  Ge o me tric  Me a n  in  th e ir CAP M
Analys is  was  Appropria te

6

7

8

9

11

12

The  Compa ny doe s  not give  a ny we ight to its  DCF re s ults . The  e xclus ive  re lia nce  upon

CAP M re s ults  in a n e xce s s ive  cos t of e quity re comme nda tion by the  Compa ny. The  two prima ry

diffe re nce s  in S ta ffs  a nd the  Colnpa ny's  CAP M a na lys e s  a re  1) the  us e  of a  ris k fre e  ra te  (5.3

pe rce nt) by the  Compa ny which is  outda te d a nd e xce e ds  the  curre nt le ve l of U.S . Tre a s ury bond

yie lds , a nd 2) the  Compa ny's  us e  of a n e quity ris k pre mium (7.1 pe rce nt) tha t re lie s  e xclus ive ly on

10 the  arithmetic means  of common s tock re turns  and bond turns  over the  period 1926-2005

The  Company a lso a rgues  tha t S ta ff and RUCO erred in us ing the  geometric means  re turns  in

ca lcula ting the  ma rke t ris k pre mium in the ir CAP M mode ls ." The  Compa ny a rgue s  tha t the  us e  of

geome tric means  is  contra ry to we ll-e s tablis hed financia l theory, s ound financia l practice , and bas ic

15

mathematics

S ta ffs  cos t of ca pita l e xpe rt, Mr. Da vid P a rce ls , a ddre s s e d this  is s ue  in his  S urre butta l

16 Tes timony.

1 7

18

Wha t is  importa n t is  no t wha t Mr. Gra n t a nd  I be lie ve , bu t wha t
inve s tors  re ly upon in ma lting inve s tme nt de cis ions . It is  a ppa re nt tha t
investors  have  access  to both types  of re turns , and correspondingly use
both types of re turns , when they make  investment decis ions.

1 9

20

2 1

22

23

In fa ct, it is  note worthy tha t mutua l fund inve s tors  re gula tory re ce ive
re ports  on the ir own funds , a s  we ll a s  pros pe ctive  funds  the y a re
cons ide ring inve s ting in, tha t s how only ge ome tric re turns  (s e e  for
example , Schedule  1 which shows his toric pe rformance  information for
one  of the  na tion's  la rge s t mutua l funds ). Ba s e d  on  th is ,  I find  it
difficult to a cce pt Mr. Gra nt's  pos ition tha t only a rithme tic re turns  a re

39  thus , on ly a rithme tic  re tu rns  a re
appropria te  in a  CAPM context.
c ons ide re d  by inve s to rs  a nd

24

25

26

27

28

54 See Re Chesapeake Utilities Corp., 75 Md.p.s.c. 89 (1984).
55See Re Walnut Hill Tel. Co., 56 p.U.R.4"' 501 (Arkansas 1983).
511 Ex. S-37 (Purcell Surrebuttal) at 3.
21 UNS Gas' Initial Post-Hearing Brief at 35.

Id.
59 Ex. S-37 (Purcell Surrebuttal Testimony) at 3.
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Furthe r, Mr. P urce ll pointe d out tha t UNS  Ga s  us e d Va lue  Line  informa tion in its  cos t of

bas is . As  Mr. Pa rce ll te s tified, inves tors  have  access  to both a rithme tic and geome tric growth ra te s

In a ll like lihood, the re  is  more  ge ome tric growth re a dily a va ila ble  to inve s tors  (e .g., mutua l fund

reports  and Va lue  Line ) than a rithmetic growth

Staff's Adjusted Cost of Capital Is The Gnly Lawful Proposal
Supported by the Record and in Conformance with the Chaparral
CityDecision

13

A11 of the  parties  in this  proceeding agree  tha t the  Commission must use  a  fa ir va lue  ra te  base

("FVRB") in s e tting jus t a nd re a s ona ble  ra te s . The  que s tion pre s e nte d in this  ca s e  is  s imple  a nd

s tra ight forwa rd. Wha t is  the  ra te  of re turn tha t s hould be  a pplie d to a  FVRB?  Eve n though the

que s tion is  e a s y to a rticula te , the  a ns we r is  quite  comple x. Ne ve rthe le s s , S ta ff a gre e s  with the

Company tha t an appropria te  ra te  of re turn must be  supported by the  record. And it must conform to

exis ting requirements  in Arizona 's  Constitution and case  law.
14

15
UNS Gas  frames  the  is sue  a s  "how to addre ss  the renewed emphasis  on fa ir va lue ."62 The

16

17

18

19

20

21

22

Compa ny's  de s cription is  a  re fe re nce  to the  re ce nt de cis ion of the  Arizona  Court of Appe a ls  in

Cha pa rra l City Wa te r Compa ny v. Arizona  Corpora tion Commis s ion.63 The  Compa ny the n

incorrectly des cribes  S ta ffs  adjus ted cos t of capita l a s  the  "prudent inves tment d1eory."64 UNS Gas

re lies  on a  number of court decis ions  to support the  re jection of the  "prudent inves tment theory."65

The  Compa ny re lie s  prima rily on la ngua ge  in Arizona  Corpora tion Commis s ion v. Arizona

Water Company.66 None  of the  ca s e s  cited by the  Company addre s s  the  ques tion pre s ented in this

case . In ACC v. A WC, for example , the  is sue  was  whether a  purchase  price  of a  utility could be  re lied

upon as  the  fa ir va lue  of the  utility's  ra te  base .67
23

24

27

60 ld.
25 ex Ex. S-37 (Parcels Surrebuttal) at 4.

62 UNS Gas' Initial Post-Hearing Brief at 42, ll. 19-20 (emphasis added).
26 63 Unpublished Memorandum Decision, Arizona Court of Appeals, Division One, Case No. 1 CA-CC 05-0002, February

13, 2007 ("ChaparraI City).
64 UNS Gas' Initial Post-Hearing Brief at p. 42.
65 See Id. at 11. 6-16.
66 See Arizona Corp. Comm 'n v. Arizona Water Co., 85 Ariz. 198, 203, 335 P.2d412, 415 (1959).
67 Id, 85 Ariz. at 203, 335 P.2d at 415.

28
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The  court e xpla ine d tha t purcha se  price s  could be  unde r or ove r the  book va lue  of a  utility's

prope rty. It then he ld, "[T]he  purchase  price  of a  public utility does  not cons titute , a s  a  ma tte r of law

its  fa ir va lue  "68 The  court s ta ted, "[T]he  Commiss ion must cons ide r a ll ava ilable  evidence  re la ted to

the  fa ir va lue , a nd a n inquiry into a  re ce nt purcha s e  tra ns a ction might be  of a s s is ta nce , in the

discre tion of the  Commiss ion "69 There fore , the  Commiss ion cannot re ly entire ly on a  purchase  price

10

11

12

13

1 4

15

16

17

18

19

20

21

22

23

to de te rmine  FVRB

In Cha pa rra l City, the com criticize d the  Commiss ion's  me thod for de te rmining a  "fa ir va lue

ra te  of re turn." A fa ir va lue  ra te  of re turn is  s imply a  ra te  of re turn tha t is  a ppropria te  for use  Mth a

FVRB. His torica l and current financia l theories  and methods  a re  de rived us ing origina l cos t ra te  base

("oRB") ins tead of FVRB."

The  ques tion pre sented in Cha pa rra l City wa s  not how to de te rmine  FVRB. The  que s tion

was how to de te rmine  an appropria te  ra te  of re turn to use  with FVRB. The  case  does  not represent a

"renewed emphas is  On fa ir va lue ." S ta ff has  not found a  case  in Arizona  directly on point othe r than

the  recent decis ion. As discussed be low, a  few other "fa ir va lue  s ta tes" have  case  law on point.

In Cha pa rra l City, the  Commiss ion firs t ca lcula ted a  revenue  requirement by multiplying the

OCRB by the  cos t of capita l. The  cos t of capita l was  de te rmined us ing traditiona l financia l theorie s .

Thus , it was de rive d from OCRB, not FVRB. An a djus tme nt is  ne ce s sa ry to de te rmine  jus t a nd

re a sona ble  ra te s . Afte r de te rmining the  re ve nue  re quire me nt, the  Commis s ion the n de te rmine d a

"fa ir va lue  ra te  of re turn" which would produce  the  same  revenue  requirement."

The  court concluded tha t the  Commiss ion's  me thod used OCRB and not FVRB to de te rmine

jus t and reasonable  ra te s . The  court a cknowle dge d tha t a pplica tion of tra ditiona l cos t Of ca pita l

me thods  a re  not be  a ppropria te  for FVRB." Fina lly, the  court s ta te d tha t "the  Commiss ion ha s  the

discre tion to de termine  the  appropria te  methodology."74
24

25

26

27 line 7 to 9, line 2.

28

as Id.
69 Id.
70 14.
71 s-37 (Prcell Su1Tebutta1) at 8,
72 Chaparral City at 12,11 14.
73 14. at 1117.
74 Id.
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UNS Gas  asks  the  Commiss ion to use  a  cos t of capita l based on OCRB with its  FVRB. The

Compa ny furthe r a rgue s  dirt its  re que s t "is  the  only a pproa ch pre se nte d in this  ca se  tha t complie s

I J

with  the  Arizona  Cons titu tion The  Cha pa rra l City court s pe cifica lly re cognize d dra t the

Compa ny's  propos e d me thod would re s ult in e xce s s ive  ra te s . Exce s s ive  ra te s  a re  not jus t a nd

reasonable  ra tes  and do not comply with the  Arizona  Constitution

S ta ff is  the  only pa rty in this  ca s e  to propos e  a n a djus tme nt to the  cos t of ca pita l which is

necessa ry for FVRB. The  Company admits  tha t an adjus tment is  appropria te ." Ins tead of propos ing

a n a djus tme nt, UNS  Ga s  criticize s  S ta ffs  me thod. The  Compa ny ha s  the  initia l burde n of proof for

revenue  requirements  and ra tes . The  Company is  a ttempting to shift its  burden of proof to S ta ff

S ta ff recognizes  tha t the  Commiss ion may decide  to re spond to Cha pa rra l City in this  ca se

There fore , S ta ff proposed an inte rim me thod for ca lcula ting a  fa ir va lue  ra te  of re turn even though it

ha d no burde n to do so. S ta ff will continue  to e va lua te  me thods  for de te rmining ra te  of re turn tha t

ma y be  us e d for FVRB. Ne ve rthe le s s , S ta ffs  propos a l in  this  ca s e  is  we ll re a s one d a nd fa irly

balances the interests of ra tepayers and investors

The  proble m of de te rmining a  fa ir va lue  ra te  of re turn is  comple x a nd not e a s ily re s olve d

Severa l s ta te s  have  eva lua ted the  problem and have  deve loped poss ible  solutions . The  most recent

ca s e  S ta ff found is  a  2001 India na  ca s e . In Re  Ha rbour Wa te r Corpora tion," the India na  Utility

RegUla tory Commiss ion ("lURe") de scribed the  problem and identified a  solution

As  the  Commis s ion ha s  fre que ntly note d, the  ca pita l s tructure  is
re la te d to the  book va lue  of utility prope rty. The re fore , the  cos t of
ca pita l ca lcula te d in the  ma nne r a bove , is  re la te d prima rily to a n
origina l cos t de pre cia te d ra te  ba se . If the  fa ir va lue  ra te  ba s e
re fle cts  the  curre nt va lue  of Pe titione r's  utility prope rty, a s  it mus t
d e te rmin in g  a  fa ir re tu rn  b y mu ltip lyin g  th e  co s t o f ca p ita l
including a  cons ide ra tion of pros pe ctive  infla tion by a  fa ir va lue
ra te  ba s e , which include s  his toric infla tion, ma y ove rs ta te  the
re quire d re turn by re fle cting infla tion twice . In orde r to a void a ny
such redundancy, it is  necessary to make an aayustment to the  cost
of ca pita l in a rriving a t a  re a sona ble  ra te  ofre turn to be  a pplie d to
the  fa ir va lue  ra te  ba se . On the  bas is  of the  evidence  presented
the  Commis s ion  finds  the  pros pe ctive  ra te  of infla tion , 2 .5%

27

28

75 UNS Gas ' Initia l Post-Hearing Brief a t 42, 11. 19-24
I d
Id a t 42. line 23 and a t 43, ll. 5-6
Re  Ha rbour Wa te r Corpora tion, 2001 WL 170550 (Ind. U.R.C.), unpublished
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3

4

s hould be  re move d from P e titiOne r's  12.0% cos t of e quity, to
a rrive  a t a  de fla te d cos t of common e quity ca pita l of (9.5%), to be
u s e d  in  co mp u tin g  a  fa ir ra te  o f re tu rn  o n  th e  fa ir va lu e  o f
P e titione r's  utility prope rty. Whe n this  is  done , Me  re s ulting ra te
of re turn, which we  find should be  applied to Pe titione r's  fa ir va lue
ra te  base  of$l0,700,000, is  6610%.7

In a  1992 de cis ion, the  India na  Court of Appe a ls  discusse d the  proble m in dicta . The  a bove
5 \ .

de cis ion focus ing e ntire ly on infla tion ma y not fully a ddre s s  the  is sue s  dis cus se d~by the  India na  Court

6
of Appe a ls . S ta ff a ls o be lie ve s

7

that inflation may understate redundancies embedded in cost of

capita l models .
8

In Gary-Hobart Water Corporation v. Indiana Utility Regulatory Commission, the
9

10

commis s ion's  s ta ff a rgue d, "[T]he re  is  no le ga l re a s ons  re turn on a  fa ir va lue  ra te  ba s e  mus t be
J'

substantia lly greater than a  re turn on an original cost ra te  `base ."80
11

12

The court remanded case because

the  Indiana  commiss ion did not make  specific findings  of fact to support its  decis ion. The  court cited

the  following language  in the  commiss ion's  orde r:
13

14
Afte r cons ide ring the  e ffects  of infla tion on die  embedded cos ts  of
e quity a nd de bt, the  Commis s ion furthe r finds  tha t die  fa ir va lue
ra te  of re turn on Pe titioner's  fa ir va lue  ra te  base  should be  5.35%.

15
The  court expla ined:

16

17

18

19

20

2 1

22

23

24

25

This  court has  concluded tha t origina l cos t is  one  of the  factors  the
Commiss ion should cons ide r in a rriving a t a  fa ir va lue  figure , but
"it is  not ne ce s sa rily, in a nd of its e lf, a n a ccura te  re fle ction of the
fa ir va lue  of the  compa ny's  prope rty upon which toda y's  inve s tors
should be  a llowed to ea rn a re turn."81

S ta ff a gre e s  tha t the  mos t importa nt cons ide ra tion is  whe the r curre nt inve s tors  e xpe ct or

should be  a llowed to rece ive  an incrementa l re turn. Inves tors ' expected re turns  on any increment is

a lready be  embedded in cos t of capita l me thodologie s . The  difficult ques tion is  whe the r a ll or only a

portion of the  expected re turns are  a lready embedded in the  methodologies.

In two 1974 de cis ions  is s ue d on the  s a me  da y, the  S upre me  Court of North Ca rolina  a ls o

s truggle d with the  proble m. In S ta te  of North Ca rolina  e x re l. Utilitie s  Commis s ion e t a l. v. Duke

Powe r Compa ny, the  North Ca rolina  S upre me  Court conclude d, "[the ] computa tion of the  cos t of
26

27 79 Id. at * 10 (emphasis added). Note that RUCO argued that applying the weighted average cost of capital to the FVRB
resulted in double counting inflation in Chaparral City. Chaparral City at 1] 17.
80 Gary-Hobart Water Corporation v. Indiana Utility Regulatory Commission, 591 N.E.2d 649, 653 (Ind. App. 1992).
al Id. (citations and quotations omitted) (emphasis added).

28
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pa pe r profit to the  utility

capitalmust be aayusted by the Commiss ion in order to take into account the effect of the fair value

held that the fair value increment must be added to the equity portion of a utility's  capital s tructure

However, the court held that inclus ion of the fair value increment in capital s tructure should

reduce the overall rate of return. The court recognized that the fair value increment "is  an unrealized

The  court provide d the  following a na lys is  a nd guida nce  to die

commlsslon

This is  not to say that the Commission must now revise its  order so
a s  to pe rmit Duke  to ma ke  a n a dditiona l incre a s e  of its  ra te s
sufficient to yie ld additiona l ne t income equal to 11 per cent" of
the fa ir value increment. It is  for the  Commiss ion. not this  Court
to determine what is  a fair rate of return

[T]he  capita l s tructure  of the  company is  a  ma jor factor in the
determination of what is  a fair rate of return for the company upon
its  properties . There are, at leas t, two reasons  why the addition of
the  fa ir va lue  incre me nt to the  a ctua l ca pita l s tructure  of the
company tends to reduce the fair rate of return as computed on the
actual capita l s tructure . Firs t, treating this  increment as  if it were
an actual addition to the equity capital of the company....enlarges
the equity component so that the  risk of the  inves tor in common
stock is reduced. Second, the assurance that, year by year, in times
of infla tion, the  fa ir va lue  of the  exis ting properties  will ris e , and
the  resulting increment M11 be  added to the  ra te  base  so as  to
increase earnings  allowable in the future, gives  to the  inves tor in
the  company's  common s tock an as surance of growth of dollar
ea rnings  per s nare , over and above  the  growth incident to the
re inves tment in the  bus ines s  of the  company's  actua l re ta ined
earnings . As  indica te d by the  te s timony of a ll of the  e xpe rt
witnesses ....this  expectation of growth in earnings  is  an important
pa rt of the ir computa tions  of the  pre s ent cos t of capita l to the
company. When these matters are properly taken into account, the
commiss ion may, in its  own expert judgment, find that a  fa ir ra te
of re turn on equity capita l in a  fa ir va lue  s ta te , s uch a s  North
Carolina, is  presently less  than ll per cent

In State of North Carolina ex rel. Utilities Commission et al. v. Virginia Electric and Power

24 the North Carolina Supreme Court further discussed fair value rate  of return. The court held, "[T]he

26

28

State of North Carolina ex rel. Utilities Commission et al. v. Duke Power Company, 285 N.C. 377, 397, 206 S.E.2d
269, 294 (N.C. 1974) (emphasis added) ("Duke Power")
83 Id.. 285 N.C. at 392. 206 S.E.2d at 279-280

Id.. 285 N.C. at 393. 206 S.E.2d at 280
The 11% was the rate of return based on OCRB.

asDuke Power, 285 n_c. at 396, 206 s.E.2d at 282.
87 State of North Carolina ex rel. Utilities Commission et al. v. Virginia Electric and Power, 285 N.C. 398, 206 S.E.2d
283 (N.C. 1974) ("Virginia Electric and Power")..
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1

2

3

4

5

6

7

8

Commiss ion may, in its  own expe rt judgment, find tha t a  fa ir ra te  of re turn on Vepco's  equity capita l,

including the  fa ir va lue  incre me nt, is  le s s  tha n 12 pe r ce nt (the  ra te  of re turn it found fa ir without

taddng the  fa ir va lue  increment into account). How much le ss , if any, is  for the  Commiss ion, not for

this  Court, to determine ."88

The  North Ca rolina  S upre me  Court's  a na lys is  wa s  founde d on its  inte rpre ta tion of a  s ta te

s ta tute . The  court he ld tha t the  s ta tute  spe cifica lly re quire d fa ir va lue  incre me nt to be  a dde d to the

equity capita l of a  utility.89 In Arizona , the re  is  no expre ss  authority requiring a  specific trea tment of

a  fa ir va lue  increment in a  capita l s tructure . But S ta ff agrees  in this  ca se  tha t a  capita l s tructure  can
9

10
be  adjusted to properly account for fa ir va lue  increment.

J
The  proble m ide ntifie d in a ll of the  a bove  ca s e s  is  roote d in the  conce pts  of fa ir va lue  a nd

11

12

13

14

15

16

17

18

19
Mode m fina ncia l mode ls  mus t be

20

21

22

23

FVRB. The  concepts  preda te  modem financia l theory and practice . They preda te  mode ls  such as  the

dis counte d ca s h flow ("DCF") mode l a nd the  ca pita l a s s e t pricing mode l ("CAP M"). The  conce pts

were  crea ted to solve  a  problem that no longer exists .

The y we re  us e d to provide  a  re turn to utilitie s  ba s e d on the  curre nt va lue  of the ir a s s e ts .

Mode rn fina ncia l mode ls  a ccount for inve s tor e xpe cta tions  re la te d to incre a s e s  in the  va lue  of a

utility's  a s se ts . The re fore , a pplying a  cos t of ca pita l de rive d from mode rn mode ls  to FVRB creates

re dunda ncie s  a nd double  counting. S ta ff witne s s  Mr. Da vid P a rce ll de s cribe d the  proble m in his

surre butta l te s timony. He  e xpla ine d tha t "the  cos t of ca pita l ca nnot be  a pplie d to the  fa ir va lue  ra te

base  s ince  dire  is  no financia l link be tween the  two concepts ."90

adjus ted to e limina te  double  counting prior to use  with FVRB.

UNS  Ga s  a rgue s  tha t S ta ffs  re comme nde d a djus tme nt in this  ca se  is  no diffe re nt tha n the

adjustment a t issue  in Chaparral Cir3/.91 The  Compa ny cla ims  tha t S ta ff is  s till us ing a  "ba cking in"

method to ca lcula te  a  fa ir va lue  ra te  of re turn.92 S ta ff disagrees . S ta ff uses  the  Company's  fa ir va lue
24

25

26

27

28

88 Id. 285 N.C. Ht 413, 206 S.E.2d at 295.
89 ld.
90 s -37 (Purcell Surrebutta l) a t 8, line 23 to 9, line 2.
91 UNS Gas ' Initia l Pos t-Hearing Brief a t 39, line 15 to 40, line 7.
92 ld. at 43, 11. 1-2.
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incre me nt in its  ca pita l s tructure . S ta ff did not e xpre s s ly us e  the  incre me nt in its  ma the ma tica l

ca lcula tion of a  fa ir va lue  ra te  of re turn in Cha pa rra l City

In Ra ilroad Commiss ion of Texas  v. Entex, Inc., the  Texas Supreme Court expressly discussed

the  s o ca lle d "ba cldng in" me thod to de te rmine  a  fa ir va lue  ra te  of re turn." The  proble m is  not a s

simplistic as UNS Gas suggests . UNS Gas makes the  same arguments made by Entex

Ente x a rgue d "tha t by ba s ing the  ra te  of re turn on the  re turn to book common e quity, ....the

Commiss ion has  de te rmined the  rea sonable  revenues  a llowed on the  origina l cos t le ss  deprecia tion

a nd "ba cke d into" the  fa ir re turn on a djus te d va lue  ra te  ba s e ....by me a ns  of a  much lowe r ra te  of

The  court a cknowle dge d, "[I]n a  fa ir va lue  jurisdiction the  ra te  of re turn multiplie d by the

ra te  ba s e  us ua lly re s ulte d in a  highe r re turn to the  book common e quity tha n in a n origina l cos t

jurisdiction because  of the  inclus ion of the  reproduction cost new factor

The  court s till re je cte d the  a rgume nts  by Ente x. The  court provide d the  fo llowing two

considera tions re levant for fa ir va lue  s ta tes

[1] [T]he fact cannot be denied that the return to book common
equity is used as a performance indicator by the investor
and cannot be ignored by blindly applying a rate of return
to the fair value rate base without noting the consequences
of such rate of return on the elements of the capital
structure. The return to book equity even in a fair value
jurisdiction should not be grossly out of line wide such a
return in an original cost jurisdiction

[2] [T[he  fa irne ss  of the  ra te  ba se  or the  ra te  of re turn ca n be
me a s ure d by the  ca s h re quire me nts  of the  utility. All a re
inte rde pe nde nt a nd ultima te ly ne e d to be  re conci1e d....a
re tu rn  to book common e quity which is out o f
p ro p o rtio n . . . .ca n n o t b e  ig n o re d  s in ce  it is  mo re  th a n
ne ce s s a ry_to a ttra ct ca pita l, a nd the re fore , unfa ir to the
ratepayer

Sta ff recognizes  tha t its  new ca lcula tion presents  a  s imila r, but diffe rent ques tion than the  one

2 4  a t is s u e  in Cha pa rra l City. The  ne w que s tion is  whe the r inve s tors  e xpe ct a n a dditiona l re turn

25 se pa ra te  from va ria ble s  a lre a dy Use d in fina ncia l mode ls . S ome  of the  ca se s  cite d a bove  se e m to

26

27 94

28

599 S.W.2d 292 (To. 1980)
Id at 297
Id. at 298
Id. at 299 (emphasis added)
Id
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a ssume  tha t the re  is  some  incre me nta l re turn e xpe cte d by inve s tors . The  ca se s  a ll support a  lowe r

re turn than the  re turn for OCRB. The re  is  no evidence  in this  proceeding supporting an a ssumption

tha t inve s tors  e xpe ct a dditiona l re turn. On the  othe r ha nd, the  only e vide nce  on point sugge s ts  a n

opposite  conclusion

Mr. Purce ll te s tified tha t regula tors  should only provide , and inves tors  should only expect, "an

opportunity to ca m a  re turn on the  ca pita l [inve s tors ] provide d to the  utility He  e xpla ine d tha t a

fa ir va lue  incre me nt is  not fina nce d by a  utility's  inve s tors . He  a rgue d  tha t "it is  log ica l a nd

appropria te  to assume tha t this  excess has no cost Mr. P a rce ll's  te s timony is  cons is te nt with the

North Carolina  Supreme  Court's  recognition tha t fa ir va lue  increments  a re  "unrea lized paper profits

To the  e xte nt tha t inve s tors  ma y e xpe ct a  re turn on pa pe r profits , the  re turn is  a lre a dy

incorpora te d into cos t of ca pita l mode ls . For e xa mple , fore ca s te d e a rnings  pe r sha re  ("EP S ") a nd

divide nds  pe r s ha re  ("DP S ") will be  highe r if inve s tors  e xpe ct a  utility's  a s s e ts  to grow in va lue

His torica l EP S  a nd DP S  would a ls o incorpora te  growth be twe e n a  utility's  la s t ra te  ca s e  a nd its

current rate case

S ta ff will continue  to e va lua te  how to ca lcula te  a  fa ir va lue  ra te  of re turn. It is  pos s ible  tha t

S ta ff ma y ide ntify a  ma the ma tica l a djus tme nt s upe rior to the  one  propos e d in this  ca s e . For the

purpos e s  of this  proce e ding, e vide nce  in the  re cord s upports  S ta ffs  pos ition. UNS  Ga s  did not

provide  a ny e vide nce  on how to a djus t cos t of ca pita l mode ls  for de te rmining a  fa ir va lue  ra te  of

UNG Ga s 's  re que s t would=cre a te  e xce s s ive  re turns  for the  Compa ny. S ta ff re spe ctfully

requests  the  Commission to adopt its  recommended adjustment for this  case

B. The Company's Rate Design Proposal Should Be Rejected Because a Significant
Move Toward a Straight Fixed-Variable Rate Design Violates Long-Standing
Regulatory Principles and the Company Has Not Demonstrated a Material
Cross-Subsidization

UNS  Ga s 's  re que s te d cha nge s  in monthly cus tome r cha rge s  a re  e xce s s ive  a nd s hould be

25 ra j ected. UNS Gas requests  an unprecedented move toward a  s tra ight fixed-variable  ra te  design. The

S-37 (Purcell Surrebuttal) at 9, ll. 4-9
Id. at 9. 11. 11-20
TR. Vol. I at 74. line 25 to 75, line 13, see also Id. at 72, line 20 to 73, line 16 (Mr. Pignatelli agreed that the Company

diderot evaluate adjustments to cost of capital methodologies for determining a fair value rate of return.)
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Company a rgues tha t monthly cus tome r cha rge s  s hould ma tch non-volume tric re ve nue to  fixe d

costs 101

The  Compa ny a lso cla ims  tha t the  curre nt ra te  de s ign re sults  in a  cros s -subs idiza tion from

cold-we a the r re s ide ntia l cus tome rs  to wa rm-whe the r re s ide ntia l cus tome rs  102 UNS  Ga s  a rgue s

Ne ithe r S ta ff nor RUCO offe r a ny jus tifica tion for the  subs tantia l le ve l of cross -subs idiza tion tha t

will re sult from the ir ra te  des igns  103 It furthe r cla ims , "If consumers  in Flags ta ff, P re scott and othe r

cold we a the r communitie s  we re  a wa re  of the  degree  to which the y we re  subs idizing ga s  se rvice  for

the ir peers  in warmer climates , they would no doubt demand more  exigent action. 104
9

10

In a n a tte m pt to jus tify its  pos ition, the  Com pa ny m is cha ra cte rize s  the  te s tim ony of S ta ffs
J-

witnesses. The Company states:
11

12

13

14

15

More ove r, the  te s timony of S ta ffs  own witne s s e s  s ugge s ts  a
cha rge  much highe r tha n $8.50 pe r month is  a ppropria te . Firs t,
S ta ffs  witne s s , Mr. S mith , a gre e d the  Compa ny s hould  move
toward cos t-based ra te s . He  a ls o indica te d tha t, in  his  opinion,
re cove ring 50 pe rce nt of the  Compa ny's fixe d cos ts  through the
monthly cus tomer charge  could be  reasonable . Tha t would amount
to a  monthly customer charge of $13.00.105

Mr. Smith did not tes tify tha t a  ta rge t of 50% is  an appropria te  ta rge t in this  case  or in any future  case .
16

Mr. Smith answered the  Company's  question as  follows :
17

18
Would you agree  a t least 50 percent ultimate ly over a  series
of rate  cases would be a reasonable target?

19

20

P e rha ps , a nd the  ra te  de s ign in e a ch pa rticula r ca s e  s hould
re fle c t c ons ide ra tion  o f a ll the  va rious  fa c to rs ,  inc lud ing
a voiding [ra te ] s hock a nd gra dua lis m.

2 1

22

So, I mean, beyond what happens in this current rate case,
you know, I don 't know gr I really want to present a Staff"
philosophy that you should ultimately end up at some
percentage. 106

23

24

25

26

27

28

101 UNS Gas' Initial Post-Hearing Brief at 45-47.
W M M M
103 Id. at 44-45.
104 ld. at 48.
" M m %
106 TR. Vol. v at 824.

Q.

A.
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Thus , Mr. Smith did not agree  with a  ta rge t of 50%. As  Mr. Smith expla ined on page  61

The  UNS  Ga s  propos a ls  to dra s tica lly incre a s e  the  cus tome r cha rge
component of ra te s  should be  re jected because  it viola te s  principle s  Of
gra dua lism a nd could ca use  'ra te  shock' a nd would the re fore  like ly be
una cce pta ble  to  the  ra te  pa ying  public . As  I e xp la in e d  in  m y
supplementa l te s timony, ra te  des ign is  an a rt, not a  s trict ma thematica l
exe rcise , and require s  due  applica tion of infonned judgment. The  UNS
Gas proposa l to increase  res identia l cus tomer charges  from the  current
$7.00 to $17.00 per month, an increase  of 142 percent, does ra ise  issues
of ra te  s hock. Accordingly, S ta ff re comme nds  tha t a  more  gra dua l
approach to ra is ing the  cus tomer charge  component of UNS Gas ' base
ra tes  should be  employed

The  more  gradua l approach recommended by S ta ff was  clea rly to increase  the  cus tomer cha rge  for

re s identia l se rvice  from the  current $7.00 pe r month to $8.50 pe r month. S ta ff witne ss  Smith clea rly

did not agree  with a  50% increase , or an increase  to $13.00 pe r month. Additiona lly, his  te s timony is

consistent Mth the testimony of Staff witness Mr. Steven Ruback, Mr. Ruback testified that only one

state allows a straight fixed-variable rate design. He explained that "according to rate design practice

fixed costs do not have to be recovered with fixed charges Mr. Ruba ck did not a gre e  tha t the

issue  is  s imply ma tching fixed cos ts  with fixed cus tomer cha rges . He  te s tified

Na tura l ga s  dis tribution s ys te ms  ha ve  long be e n re cognize d a s
fixed cost sys tems, and Commissions  throughout the  Country have
des igned ra te s  which recover some  amount of cus tomer cos ts  in a
fixe d  c u s to m e r c h a rg e  a n d  th e  re m a in d e r o f th e  re ve n u e
re qu ire me n t from de ma nd  cha rge s  a nd  vo lume tric  ra te s . . . . I
d is a gre e  tha t the  Compa ny's  propos a l doe s  not vio la te  long
s ta nding re gula tory principle s . In  my op in ion , UNS ' cus tome r
cha rge  pro  opa ls  a re  not cons is te nt with  indus try ra te  de s ign
standards

Fina lly, Mr. Ruback expla ined, "Cos t of se rvice  is  an important ra te  de s ign crite rion, but not the  sole

crite rion. The  results  of an a lloca ted cost of se rvice  s tudy a re  the  s ta rting point for ra te  des ign

Therefore , *the  Company does not share  the  same goa l as  S ta ff. Increasing customer monthly

cha rge s  by a  mode s t a mount is  a ppropria te  in this  proce e ding. But S ta ff is  not trying to re a ch a

targeted percentage . More ove r, S ta ff dis a gre e s  tha t a  s tra ight fixe d-va ria ble  ra te  de s ign is  a n

S-24 (Ruback Surrebuttal) at 5
Id.at 5
Id. at 5
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a ppropria te  goa l. S ta ff a ls o dis a gre e s  tha t a  ma jor s te p towa rd this  ra te  de s ign is  a ppropria te  or

7

8

necessa ry

The  Compa ny a rgue s  tha t putting  more  fixe d cha rge s  in  monody cus tome r cha rge s  is

ne ce s s a ry to e limina te  s ubs ta ntia l cros s -s ubs idiza tion. UNS  Ga s  ha s  not pre s e nte d  s uffic ie n t

e vide nce  tha t cros s -s ubs idiza tion is  s ubs ta ntia l. The  e vide nce  s hows  tha t the re  is  not a  s ubs ta ntia l

subs idy from cold-weather cus tomers  to warm-weather cus tomers

At he a ring ,  RUCO witne s s  Ms .  Ma ry Le e  Dia z-Corte z  p rovide d  te s tim ony re la te d  to

Compa ny e xhibit TvL-1."0 Exhibit wL_1 is  title d "Re s ide ntia l Us e  a nd Ma rgin by Loca tion." The
9

10
exhibit s hows  the  number of cus tomers  billed by loca tion for the  te s t yea r. Ms . Dia z-Corte z te s tifie d

4
that the  schedule  includes  cold-weather areas , warm-weather areas , and areas  with weather conditions

11

12

13

14

15

16

17

18

19

20

21

22

23

in be twe e n the  othe r two ca te gorie s . S he  te s tifie d tha t the  following loca tions  e xpe rie nce  cold

we a the r: Fla gs ta ff, S e dona , Wins low, Holbrook, P re s cott, a nd S how Low. S he  furthe r te s tifie d tha t

the  following loca tions  e xpe rie nce  wa rm we a the r: S a nta  Cruz a nd La ke  Ha va s u. Fina lly, s he

te s tifie d tha t the  following loca tions  e xpe rie nce  in be twe e n we a the r: Kins ma n a nd Cottonwoods

The  wa rm we a the r a re a s  only ha ve  a pproxima te ly 10% of the  Compa ny's  cus tome rs .u2 On

the  o the r ha nd, Fla gs ta ff a nd P re s cott a lone  re pre s e nt a pproxima te ly 53% of the  Compa ny's

cus tomers .u3 Ms . Diaz-Cortez te s tified tha t in he r opinion the re  is  not a  la rge  s ubs idy.u4

Bas ed on the  cus tomer count by loca tion, the re  is  no s ubs tantia l cros s  s ubs idiza tion from cold

we a the r cus tome rs  to wa rm we a the r cus tome rs . It is  e xtre me ly unlike ly tha t cus tome rs  in Fla gs ta ff

and Pres cott would be lieve  tha t they a re  providing a  s ubs tantia l s ubs idy to warm wea the r cus tomers .

The  numbers  jus t don't add up.

The  UNS  Ga s  propos a ls  would, a mong othe r things , incre a s e  re s ide ntia l cus tome r cha rge s

from the  curre nt $7.00 to $17.00 pe r month, for a n incre a s e  of 142 pe rce nt. Cons ide ring the  ma ny
24

25

26

27

28

110 Ex. UNSG 18 (Vote Direct).
111 TR. Vol. IV at 716-717.
112 Santa Cruz has 79,990 customers and Lake Havasu has 74,743 customers. The Company's number of customers is
1,510,284. Accordingly: (79,990 + 74,743)/1,510,284 =\ 10%.
113 Flagstaff has 333,263 customers and Prescott has 467,420 customers. Accordingly: (333,263 + 467,420)/15510,284 =
53%.
114 TR. Vol. iv at 717.
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fa ctors  tha t should be  we ighe d in ra te  de s ign, S ta ffs  gra dua l a pproa ch of incre a s ing cus tome r cha rge s

is  more  a ppropria te  Hwa n the  UNS  Ga s  proposa ls  a nd, the re fore , S ta ffs  a pproa ch should be  a dopte d in

this  ca se

S ta ff re s pe c tfu lly re que s ts  the  Com m is s ion  to  a dopt its  ra te  de s ign  a nd  m onth ly cus tom e r

cha rges . S ta ff's  re com m e nda tions  provide  a n  a ppropria te  a m ount of fixe d  cos ts  in  fixe d  m onth ly

cha rges . S ta ffs  re c o m m e n d a tio n s  a lig n  ra te s  c lo s e r to  c o s t-o f-s e rv ic e ,  wh ile  p re s e rv in g  o th e r

re gula tory goa ls  in ra te  de s ign

C UNS Gas' Throughput Adjustment Mechanism ("TAM") Should be
Rejected Because it is Overly Broad, Shifts Risk From the Company To
Ratepayers, Constitutes Piecemeal Ratemaking and Erodes the Benefits
of Conservation.

11

12 The  Com pa ny s upports  its

13

14

15

16

17

18

19

20

21

22

23

24

The  Company a rgues , "The  TAM is a  type  ofdeeoupling mechanism tha t has  ga ined growing

support throughout the  indus tria l a nd e nvironme nta l cornmunitie s ."u5

a rgume n t with  va rious  comme nts  by u tility pa rtic ipa n ts  a nd  with  a  Na tiona l As s oc ia tion  o f

Re gula tory Commiss ions  ("NARUC") re solution.u6 Fina lly, the  Compa ny a tte mpts  to dis tinguish its

me cha nis m from the  Cons e rva tion Ma rgin  Tra cke r ("CMT") propos e d by S outhwe s t Ga s  a nd

re jected by the  Commiss ion in Decis ion No. 68481117 In addition to a rguments  on the  merits  of the

TAM, UNS  Ga s  criticize s  othe r pa rtie s  for not propos ing a n a cce pta ble  a lte rna tive .u8 None  of the

Company's  a rguments  or positions  has  merit.

S ta ff firs t discusses  indus try acceptance  of decoupling mechanisms. The  Company points  to

s ta te me nts  by indus try a s s ocia tions  s ubmitte d to NARUC a nd a  NARUC re s olution. None  of the

sta tements  supports  the  excessive ly broad mechanism proposed bUNS Gas.

Thre e  orga niza tions  joine d in on one  s ta te me nt: (1) the  Ame rica n Ga s  Associa tion ("AGA"),

(2) the  Na tiona l Re source  De fe nse  Council ("NRDC"), a nd (3) the  Ame rica n Council for a n Ene rgy-

Efficie ncy Economy ("ACER"). The  jo in t s ta te me n t to  NARUC focus e d  a lmos t e n tire ly on

25

26

115 UNS Gas ' Initia l Pos t-Hearing Brief a t 50.
116Id  .

2 8 117ld. a t 52.
118ld. at 53 .
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cons e rva tion a nd e ne rgy e ffic ie ncy For e xa m ple ,  the  s ta te m e n t inc lude d  the  fo llowing

e xpla na tion

[M]any state's rate structures offer - quite unintentionally
significant financial disincentive for natural gas utilities to aggressively
encourage their customers to use less natural gas, such as by providing
financial incentives and education to promote energy-ej§'iciency and
conservation techniques

When customers use less natural gas, utility profitability almost always
suffers, because recovery of fixed costs is reduced in proportion to the
reduction in sales. Thus, conservation may prevent a utility from
recovering its authorized fixed costs and earning its state-allowed rate
of retum....Public utility commissions should consider utility rate
proposals and other innovative programs that reward utilities for
encouraging conservation and managing customerbills to avoid certain
negative impacts associated with colder-than-normal weather. There
are a number of ways to do this, and NRDC and AGA join in
supporting mechanisms that use modest automatic true-ups to ensure
that a utility's opportunity to recover authorized fixed costs is not held
hostage to fluctuations in retail gas sales

13 As  dis cus s e d be low, the  TAM is  much broa de r tha n the  type  of me cha nis m s upporte d in the  joint

14 statement. It cannot be described as a "modest" automatic true-up

1 5 UNS  Ga s  a ls o  points  to  a  NARUC re s olution  to  s upport its  propos e d TAM. UNS  Ga s

16 cla imed, "NARUC adopted a  re s olution encouraging s ta te  commis s ions  to approve  ra te  des igns  s uch

17 .as  the  decoupling mechanism UNS Gas  has  proposed here The  Company a ttached the  res olution

18 to  Mr. Erdwurln 's  Re butta l Te s timony. The  "re s olution" doe s  not s upport the  broa d de coupling

19 mechanism proposed by UNS Gas

20 NARUC a c tua lly is s ue d  two  s e pa ra te  re s o lu tions ,  bo th  o f wh ic h  a re  re le va n t to  th is

21 proceeding. The  res olutions  a re

22

24

RESOL VED, That the National Association o f Regulatory
Commissioners (NARUC), convened in i ts November 2005 Annual
Convention in Indian Wells, California, encourages State commissions
and other policy makers to review the rate designs they have previously
approved to determine whether they should be reconsidered in order
to implement innovative rate designs that  w il l  encourage energy
conservat ion and energy eff iciency that  wi l l  assist  in moderat ing
natural  gas demand and reducing upward pressure on natural  gas
prices, and be it further

27
It a lso discussed hedging policies . See UNSG-19, Exhibit DBE-3
Id.. Joint Sta tement a t 2
UNS Gas  Initia l Pos t-Hearing Brief a t 50
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RESOLVED, That NARUC recognizes  tha t the  best approach toward
promoting energy efficiency progra ms for any utility, Sta te , 012 region
may like ly depend on loca l issues , preferences, and conditions

3

4

6

7

8

1 0

11

12

1 3

14

15

16

17

1 8

19

20

21

22

23

The  NARUC resolutions  a re  obvious ly limited to conse rva tion and ene rgy-e fficiency programs

Therefore , the  Company's  characteriza tion of the  resolutions is  not comple te  and accura te

The  e vide nce  in the  re cord is  undis pute d tha t the  TAM would include  we a the r fluctua tions

a nd cha nging e conomic conditions ." S ta ff urge s  the  Commiss ion to re je ct the  TAM be ca use  it goe s

much fa rthe r tha n wha t is  a cce pte d by the  indus try. Mr. Erdwunn a dmitte d tha t the  TAM is  not

limited to conse rva tion and ene rgy-e fficiency

Neve rthe le ss , he  te s tified tha t the  TAM would not shift risk a ssocia ted with revenue  recove ry

from the  utility to ra tepaye rs . The  Company furthe r a rgues , "The  TAM was  des igned to cut the  yoke

tha t te the rs  re ve nue s  to us a ge , a  cha nge  tha t s e rve s  the  inte re s ts  of both the  Compa ny a nd its

cus tomers  :>125 S ta ff disagrees . The  TAM shifts  risk from the  Company to its  ra tepayers . There fore

while  it may serve  UNS Gas ' inte rests , it does not se rve  the  inte rests  of ra tepayers

The  Company addressed the  is sue  in both pre -filed te s timony and a t hea ring. In his  Rebutta l

Te s timony, Mr. Erdwurm e xpla ine d, "Firs t, the  Compa ny will continue  to be a r a ll ris k a s s ocia te d

with revenue  recove ry of margin cos ts  from those  cus tomers  whose  P ricing P lans  a re  not subject to

a djus tme nt through the  TAM. S e cond, the  TAM is  inte nde d to true  up the  re ve nue  re quire me nt of

tha t 92% of the  Compa ny's  cus tome rs  would  be  s ubje c t to  d ie TAM1L/ The  e vide nce  s upports  a

finding tha t the  TAM would shift risk of revenue  recove ry from UNS Gas  to its  ra tepaye rs

UNS  Ga s  a ls o trie s  to  dis count S ta ffs  pos ition tha t a  s ubs ta ntia l TAM s urcha rge  would

unde rcut conse rva tion e fforts . The  Compa ny a rgue s  tha t a  TAM surcha rge s  would be  "dwa rfe d" by

the  cos ts  of na tura l ga s . It a ls o a rgue s  tha t the  TAM is  ba s e d on s ys te m-wide  re ductions , which

would not a ffect incentives  for individua l ra tepayers24

25

26
UNSG-19, Exhibit DBE-4 at 2 (emphasis in the original except bold italic)
See e.g. TR Vol. III at 497- 498
Id a t 499
UNS Gas' Initial Post-Hearing Brief at 5 l
UNSG-19 at 14-15
TR Vol. III at 497
UNS Gas' Initial Post-Hearing Brief at 51-52
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The  Company's  a rguments  miss  the  point of S ta ffs  pos ition. S ta ff remains  concerned tha t the

be ne fits  of cons e rva tion would be  e rode d by the  TAM."" High a nd vola tile  ga s  cos ts , e s pe cia lly

during the  hea ting season, would be  exace rba ted by a  TAM surcharge . S ta ff witness  S teven Ruback

a lso provide d a n e xa mple  whe re  re ve nue  de fe rra ls  a ccumula te d to a  high le ve l in a nothe r s ta te

Une xpe cte d incre a s e s  in a  TAM s urcha rge  could unde rmine  cons e rva tion. Fo r e xa mp le ,  if a

cus tome r's  b ill is  not re duce d be ca us e  of offs e tting TAM incre a s e s , the  cus tome r's  be ne fit of

re ducing consumption would be  diminishe d or los t. In a ddition to a ctua l los t be ne fits , a  cus tome r's

perception of the  benefits  of conserva tion could be  diminished

UNS  Ga s  a lso a tte mpts  to dis tinguish its  propose d TAM from S outhwe s t Ga s 's  CMT."i The

two mechanisms a re  substantia lly s imila r because  died true-up revenues  for any varia tion in customer

usa ge . Mr. Ruba ck cite d re a sons  for the  Commiss ion re je ction of S outhwe s t Ga s ' CMT in De cis ion

No. 68487."' The  Commis s ion wa s  conce rne d the  CMT would be  a  dis ince ntive  for ra te pa ye rs  to

cons e rve . The  Commis s ion he ld, "[T]he  like ly e ffe ct of a dopting the  propos e d CMT would be  a

disincentive  to undertake  conservation efforts  because  ra tepayers  would be  required to pay for gas not

used in prior years

Recently, the  Connecticut Depa rtment of Public Utility Control eva lua ted a  s imila r type  of

de coupling me cha nism. In Re  Decoupling Energy Dis tribution Company Earnings  from Sa le s

Connecticut commiss ion he ld

The department concludes that more extensive decoupling
mechanisms, such as mechanisms that eliminate usage-based
pricing completely, would be unacceptable to gas ratepayers
would not foster customer-initiated conservation measures, would
eliminate normal business rislcsfor gas LDCsand would lessen
LDCs' incentive to manage tneirfxed costs

23 The  evidence  in this  proceeding supports  s imila r conclus ions  by this  Commiss ion

24

27

S-23 at 12
Id. at 15
UNS Gas' Initial Post-Hearing Brief at 52
S-23 at 17-18
Decision No. 68487 at 42
Re Decoupling Energy Distribution Company Earnings from Sales, 2006 WL 280606 (Conn.D.P.U.C.)
Id at 1
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Anothe r re a s on the  TAM s hould not be  a pprove d be ca us e  the  TAM a mount to pie ce me a l

ra tema ldng. The  TAM dea ls  with va ria tions  from expected used pe r cus tomer. No othe r items  in the

ra temaking formula  a re  cons ide red in the  TAM

Finally, the  Company compla ined tha t no odder party suggested an acceptable  a lte rna tive . Not

only is  the  Compa ny trying to shift the  burde n of proof, but it a lso did not follow the  dire ction of the

Commis s ion in De cis ion No. 68487. UNS Gas never consulte d with S ta ff in its  de ve lopme nt of the

TAM. As  S ta ff s ta te d  in  its  in itia l b rie f,  it is  willing  to  work with  the  Compa ny to  e va lua te

appropria te  decoupling mechanisms

Staff does not object to the Company's Proposed Changes to its Rules and
Regulations with the Following Modification which the Company has
Agreed to in its Rebuttal Testimony and in its Initial Post Hearing Brief.

S ta ff a nd UNS  Ga s  a re  in a gre e me nt conce rning the  Compa ny's  propose d cha nge s  to the  rule s

a nd re gula tions .  S ta ff re vie we d a nd found re a s ona ble  a nd cons is te nt with  the  Com m is s ion 's  ru le s

the  va s t m a jority of the  cha nge s  propos e d by UNS  G a s .  S ta ff a gre e d  with  the  UNS  Ga s -propos e d

cha nge s  to  S e c tion l0 .C, howe ve r,  in  orde r tha t the s e  cha nge s  not pre s e nt a  ha rds hip on UNS  Ga s

cus tome rs , the re  should be  a  s ix month wa ive r in the  la te  pa yme nt pe na lty cha nge . The  Compa ny ha s

propos e d to  re duce  the  num be r of da ys ,  from  15 to  10 ,  a s  the  pe riod  a  cus tom e r m a y a void  a  la te

pa ym e nt pe na lty.  For the  firs t 6  m onths ,  the  pe na lty s hould be  wa ive d from  da y 10. This  te m pora ry

s ix-m onth  tra ns ition  pe riod  s hould  be  a ble  to  cha rge  the  pe na lty a fte r da y 10 .  This  te m pora ry s ix

m onth tra ns ition pe riod s hould he lp  a lle via te  a ny ha rds hip on cus tom e rs  from  this  cha nge  in  billing

te rms . As  de s cribe d in UNS  Ga s  witne s s  Ga ry S mith 's  re butta l te s timony a t pa ge s  3-4, the  Compa ny

a gre e d to this  wa ive r pe riod

23 111 . Co n c lu s io n

24 UNS Gas ' applica tion for a  ra te  increase  should be  granted to the  extent discussed in S ta ff' s

25 te s timony in this  Docke t. The  Commiss ion should re je ct the  Compa ny's  propose d ra te  de s ign a nd

TAM which both a ttempt to shift an abnormally high degree  of risk to ra tepayers  of the  Company
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