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Staff of the Arizona Corporation Commission ("Staff') hereby files the Testimony Summaries

of Ralph C. Smith (Consultant - Larkin & Associates, Inc.), David C. Parcell (Consultant - Technical
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Hudson River Energy Group) in the above-
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Associates, Inc.), and Frank W. Radigan (Consultant -

referenced matter.
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SUMMARY OF THE TESTIMONY
OF STAFF WITNESS RALPH c. SMITH

UNS ELECTRIC, INC.
DOCKET NO. E-04204A-06-0783

My testimony addresses the

•

•

•

•

•

•

I filed Direct and Surrebuttal Testimony in this case.
following issues:

The Company's proposed revenue requirement.
Adjustments to test year data.
Rate base, including construction work in progress.
Test year revenues and expenses.
Depreciation rates.
Staffs recommendations for features to include in a new Purchased Power and Fuel
Adjustment Clause ("PPFAC") for UNS Electric.
The Company's proposed ratemaking treatment for a new peaking unit, the Black
Mountain Generating Station ("BMGS").

My findings and recommendations for each of these areas are as follows :
The Company's proposed revenue requirement of a  base ra te increase of $8.5
million is overstated. I recommend that UNS Electric be authorized a base rate
increase of approximately $3.688 million on adjusted fair value rate base.

•

I, and another Staff witness, David Parcell, describe how Staff has appropriately
adjusted the weighted cost of capital,  that was developed for  application to an
original cost rate base ("OCRB"),  to derive the fair  value rate of return that is
applied to the fair value rate base ("FVRB"). Staffs position is that the proposed
method of detennining the rate of return that is applied to the FVRB is appropriate
and is supported by valid economic and financial theory. Moreover, Staffs position
is that  this  method appropr ia tely complies with the guidance provided by the
Arizona Court of Appeals in a recent decision involving Chaparral City Water
Company.

My direct testimony describes how UniSource Energy acquired the electric utility
from Citizens Communications in August 2003. Consequently, as of the date of the
acquisition, the fair value of the assets acquired from Citizens would be equal to the
purchase price paid by UniSource. The acquisition of the electric utility was the
result of an arm's length transaction between a willing and informed buyer and a
willing and informed seller. UniSource has told us in response to data requests,
which are cited in my direct testimony, that Reconstructed Cost New ("RCN")
information, reconstructed cost new depreciated ("RCND") information, Handy-
Whitman Index information, Marshall Index information, and Bureau of Labor
Statistics index information was given little or no weight by UniSource in deciding
how much to pay for the electric utility. The arm's length transaction that has
occurred therefore demonstrates that the RCND was not a good estimate of the "fair
value" for this utility as of the date of the acquisition. The price paid in the arm's
length transaction would represent the "fair value" of the utility as of the date of
acquisition. The price paid was substantially below the original cost depreciated
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book va lue . Be ca use  the  a cquis ition occurre d fa irly re ce ntly (Augus t ll, 2003), this
suggests  tha t us ing R C N and RCND informa tion to e s ta blis h the  fa ir va lue  of the
u tility ra te  ba s e  in  the  cu rre n t ca s e  cou ld  po te n tia lly re s u lt in  a  s ubs ta n tia l
ove rs ta te me nt of fa ir va lue  ra te  ba se  unde r the  Commiss ion's  tra ditiona l me thods
for de te rmining FVRB

A numbe r of a djus tme nts  to UNS  Ele ctric's  propos e d origina l cos t a nd fa ir va lue
ra te  ba se  should be  ma de . My Dire ct a nd S urre butta l Te s timony de s cribe s  the
following four adjus tments  to ra te  base

Th e  re mo va l o f Co n s tru c tio n  Wo rk in  P ro g re s s  ("CWIP "). It  is  t h e
Commiss ion's  longs ta nding re gula tory pra ctice not to  a llow CWIP  in  ra te
base  unless  the re  a re  extraordina ry circumstances , such as  financia l dis tre ss
By de finition, CWIP  is not in s e rvice  a nd is not se rving cus tomers  a s  of the
e nd of the  te s t ye a r. To the  e xte nt tha t the  CWIP  is  to  s e rve  a dditiona l
cus tome rs , it would be  cons ide re d to be  re ve nue  producing, howe ve r, the
revenues  have  been annua lized only to the  end of the  te s t yea r, not beyond.
S imila rly, to the  e xte nt tha t the  CWIP  is  e xpe ns e  re ducing, re ductions  to
e xpe ns e s  occur*ing be yond the  e nd of the  te s t ye a r, s uch a s  s a vings  in
ma intenance , have  gene ra lly not been re flected. Consequently, it would be  a
mis ma tch to  include  CWIP  in  ra te  ba s e , s ince  the  re la te d pos t-te s t ye a r
impa cts  such a s  incre a se d re ve nue s  a nd re duce d e xpe nse s  e na ble d by the
CWIP  ha ve  not be e n qua ntifie d a nd re fle cte d a s  a djus tme nts  to ope ra ting
income . Fina lly, UNS  Ele ctric ha s  not de mons tra te d tha t it is  in  fina ncia l
dis tress  or has encountered extraordinary circumstances tha t would require  the
inclus ion of CWIP in ra te  base .

O An incre a se  to ra te  ba se  for pla nt tha t S ta ff confirme d wa s  in se rvice  by the
e nd of the  te s t ye a r, but which ha d not be e n a ccounte d for a s  such by UNS
Ele ctric.

O

O

An adjus tment to the  amount of ca sh working capita l included in ra te  ba se  to
coordina te  with S ta ffs  adjus tments  to opera ting expenses .

An a djus tme nt to Accumula te d De fe rre d Income  Ta xe s  re la te d to e xpe nse s
s uch a s  the  S upple me nta l Exe cutive  Re tire me nt P la n ("S ERP ") a nd the
UniS ource  Ene rgy Compa ny s tock-ba s e d compe ns a tion tha t S ta ff ha s
adjusted.

A numbe r of a djus tme nts  to UNS Ele ctric's  propose d ne t ope ra ting income  should
be  ma de . My Dire ct a nd S Lu're butta l Te s timony a ddre s s  20 a djus tme nts  to ne t
ope ra ting income , which a re  summarized in the  following table :
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Adj.
No. Des cription

Pre-Tax
Revenue or

Expense
Adjustment

Net Operating
Income
Increase

(Decrease) No te
C-1 Revenue Adjustment for CARES Discount $ (52,937 $ 32,504
C-2 Remove Depreciation & Property Taxes for CWIP s 689,512 $ 423,374
C-3 Taxes for CWIP Found to be In-Service in the Test YearDepreciation & Prove $ 26,582 (16,322$
C-4 Fleet FuelEx nae s 41,909 $ 25,733 Note  a
C-5 Postage Ex nae $ 17,503 s (10,747
C-6 |Normalize Injuries and Damages Ex nae s 98,161 $ 60,273 Note  b
C-7 V seIncentive Compensation Ex $ 108,517 $ 66,632 Note c
C-8 0 ISu Iemental Execudve Retirement Plant SERP Ex nae» $ 83,506 $ 51,274
C-9 Stock Based Com nation Ex nae1. 0.

s 82,873 $ 50,886
C-10 Prove Tax Expens e $ (59,747 s 36,686
C-ll Rate Case Expense $ (11l,667 s 68,566
C-12 Edison Electric Institute Dues 8,470$ s 5,201
C-13 Association DuesOther Membership and Ind $ 6,482 $ 3,980
C-14 Interest Synchronization $ (177,093s
C-15 Depreciation Rates Correction (63,105s s 38,748
C-16 Emergency Bill Assistance Expense $ 20,000 (12,280$
C-17 Markup Above Cost in Charges from Affiliate, SES s 10,906 $ 6,697
C-18 Bad Debt Ex nae $ 155,609 s 95,547
C-19 Remove Double Count from Outside Services-Demand Side Management $ 17,055 $ 10,472
C-20 Correct Year-End Accrual Expense Amount for Out-of-Period Expense $ 6,256 $ 3,841

Total of Staff's Adjustments $ (I.532.626 s 763,971
| .Adjusted Net Operating Income r UNS Electdc $ 8,742,01 l

Adjusted Net Operating Income per Staff $ 9,505,982

a Modified to utilize Iro forma adjusted fleet fuel ex nae of $605,498 per UNSE witness Dukes' rejoinder testimony at Daze 2.
w 1Revised to a Ree with the revised normalized amount stated in UNSE witness Dukes' rejoinder testimony at page 4

c Modified in response to UNSE witness Dukes' rejoinder testimony at page 7.

Summary of Staff Adjustments to Net Operating Income

The  ne w de pre cia tion ra te s  propos e d by UNS  Ele ctric pre s e nte d in Dr. White 's
Dire ct Te s timony Atta chme nt REW-2 s hould be  a dopte d for us e  in this  ca s e , a s
corrected in the  response  to da ta  request STF 11.8. The  deprecia tion ra tes  proposed
by UNS  Ele ctric we re  ge ne ra lly de ve lope d in a  ma nne r tha t is  cons is te nt with the
Commiss ion's  rules  for deprecia tion ra tes .

Ea ch of the  ne w de pre cia tion ra te s  propos e d by UNS  Ele ctric s hould be  cle a rly
broke n out be twe e n (1) a  se rvice  life  ra te  a nd (2) a  ne t sa lva ge  ra te . By doing this ,
the  deprecia tion expense  re la ted to the  inclus ion of es timated future  cos t of remova l
in deprecia tion ra tes  can be  tracked and accounted for by plant account.

In my Dire ct Te s timony S ta ff re comme nde d tha t a  ne w P P FAC for UNS  Ele ctric
should be  de ve lope d a long the  line s  of the  AP S  P S A P la n of Adminis tra tion S ta ff
propose d for the  Arizona  P ublic S e rvice  Compa ny in Docke t Nos ., E-01345A-05-
0816 e t a l, a fte r a ppropria te  a djus tme nts  to fit UNS  Ele ctric's  circums ta nce s . S ta ff
a nd  UNS  Ele ctric  a gre e  tha t a  ne w P P FAC for UNS  Ele ctric  s hould  be come
e ffe ctive  June  1, 2008, upon e xpira tion of the  Compa ny's  a ll re quire me nts  powe r
contra ct with P WCC. The  ne w P P FAC propose d by UNS  Ele ctric in Exhibit MJD-
3  to  Mr. De Concin i's  Re butta l Te s timony de via te s  from S ta ffs  p ropos a l a nd
con ta ins  ob je c tiona b le  fe a tu re s  s uch  a s  inc lus ion  o f cos ts  tha t would  more
a ppropria te ly be  a ddre s s e d in ba s e  ra te s , a s  we ll a s  ra is ing othe r conce rns , a nd
should the re fore  be  re je cte d. S ta ff's  Dra ft P ropos e d P la n of Adminis tra tion for
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UNS Ele ctric Purcha se d Powe r a nd Fue l Adjus tme nt Cla use  (which is  a  Re dline  of
UNS Ele ctric Exhibit MJD-3) a nd which wa s  pre se nte d in Atta chme nt RCS-7 to my
S urre butta l Te s timony s hould be  a dopte d ins te a d. UNS  Ele ctric a gre e s  with the
re vis ions  pre se nte d in Atta chme nt RCS-7 with the  e xce ption of one  a re a . The  one
rema ining issue  be tween S ta ff and UNS Electric conce rning the  PPFAC is  whe the r
a  ca tegory of "other costs" should be  charged to customers  through the  PPFAC. For
seve ra l reasons , S ta ff recommends  tha t the  "othe r cos t" ca tegory be  excluded form
the  PPFAC.

The  Bla ck Mounta in Ge ne ra tion S ta tion ("BMGS ") is  a  90 MW pe a king pla nt which
is  be ing cons tructe d in Moha ve  County by a n a ffilia te , a nd which the  Compa ny
curre n tly p ro je cts  will be  in  s e rvice  be fore  J une  l, 2008  whe n  the  curre n t fu ll
requirements  Power Supply Agreement with PWCC expire s . The  in-se rvice  da te  for
this  plant is  too fa r outs ide  of the  tes t year, which ended June  30, 2006, to qua lify for
base  ra te  trea tment in the  current UNS Electric ra te  ca se . S ta ff be lieves  tha t a  more
reasonable  a lte rna tive  approach to address ing the  ra temaking and cash flow impacts
of me e ting UNS  Ele ctric's  powe r supply will ne e d to be  de ve lope d. UNS  Ele ctric's
proposed base  ra te  trea tment for BMGS in the  current case  is  premature  and should
be  re je cte d for the  re a sons  de scribe d in my te s timony, including the  unce rta intie s
presently exis ting with re spect to this  plant.
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SUMMARY OF THE TESTIMONY
OF STAFF WITNESS DAVID c. PARCELL

UNS ELECTRIC, INC.
DOCKET NO. E-04204A-06-0783

I filed Direct and Surrebuttal Testimony in this case. My testimony addresses the
following issues:

Capital Structure,
Cost of Debt,
Cost of Common Equity, and
Total Cost of Capital.

•

•

•

•

My findings and recommendations are as follows:

Short-term Debt
Long-term Debt
Common Equity

Percent
3.96%
47.21%
48.83%

Cost
6.36%
8.16%
9.5-10.5%

Return
0.25%
3.85%
4.64-5.13%

Total Cost of Capital 8.74-9.23%
8.99% mid-point

This contrasts with the cost of capital request in UNS Electric's application of 9.89
percent, which includes a cost of common equity of 11.80 percent.

I use the actual test period (June 30, 2006) capital structure and cost rates of long-term
and short-term debt. This contrasts with a June 30, 2007 capital structure proposed by
UNS Electric. However, the difference in dates does not make a material difference in
the respective capital structures as proposed by myself and UNS Electric, as the common
equity ratio proposed by the Company is 48.85 percent versus 48.83 percent proposed by
me. There are no disputes between the Company and myself on the costs of long-term
and short-term debt.

The primary cost of capital dispute between my testimony and that of UNS Electnlc is the
cost of common equity. Fuse three methodologies to estimate the cost of common equity
for the Company:

Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

Range
9.5-10.5%
10.0-10.5%
10.0%

10.25% mid-point
10.25% mid-point

Based upon the results of these analyses, I conclude that the fair cost of equity for UNS
Electn'c is a range of 9.5 percent to 10.5 percent, with a mid-point of 10.0 percent.
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SUMMARY OF THE TESTIMONY
OF STAFF WITNESS FRANK RADIGAN

UNS ELECTRIC, INC.
DOCKET NO. E-04204A-06-0783

Shave filed Direct, Rebuttal and Surrebuttal Testimony in this case.

My testimony addresses the class cost of service study (CCOSS), the revenue allocation
amongst service classes and the rate design.

All parities agree that the allocation of purchased power is the single largest factor
driving the results of the cost of service study. The central area of contention in
allocating purchased power costs is the pricing of the current power supply contract with
Pinnacle West Capital Corporation. UNS proposed that the contract be allocated 40% on
average and peaks and 60% on energy. I disagreed with the utility because they could
provide no proof that its allocation method is consistent with the cost incurred. UNS did
not use the COSS directly to allocate revenues. I recommended that the COSS not be
used for revenue allocation purposes and that any revenue increase be allocated on an
equal percentage basis.

UNS used the results of it allocation to design the purchased power component for each
of the service classifications. Fused the contract pricing which is a simple cent per kph
charge (for all usage regardless time of year or day) to design rates. UNS contents that
the choice of method will provide guidance in future cases. I disagreed given that the
P inna c le Wes t  cont r a c t  i s  going t o  ex p i r e  s oon a nd Staff Witness  Smith has
recommended that a new PPFAC be developed along the lines of the APS PSA Plan.
Thus, any change made here will be supplemented by the newly developed PPFAC.

There are several rate design issues where the parties agree and several where they still
disagree.

Staff and UNS agree that the customer charge for  Residential customers should be
increased from $6.40 per month to $7.70 per month. For small General customers, both
parties agree that the customer charge should be increased form $10 per month to $12 per
month. Both charges are at levels indicated by the COSS. Staff and UNS also agree on
the level of miscellaneous service fees, increase the threshold under which a customer
will be placed on the Large General Service Class, the rate differentials for the different
TOU periods and the selection of the TOU periods themselves.

There are still some areas of rate design where the parties disagree. One is whether the
TOU rates should be mandatory. While agreeing that TOU rates do serve a purpose as a
price signal for customers to shift to off-peak usage, I recommended that TOU rates not
be mandatory given that the energy usage for most customers is so small that it would not
justify the added expense of installing a TOU meter.



I dis a gre e d tha t the  time  wa s  right for the  full me rge r of the  diffe re ntia l in ra te s  for the
cus tome rs  in Moha ve  County a nd S a nta  Cruz County. Give n tha t the  ra te s  for the
Company a re  increas ing overa ll I be lieve  it not proper to give  one  se t of cus tomers  a  ra te
decrea se  while  a ll othe r cus tomers  a re  ge tting a  ra te  increa se . Ins tead, I re commended
that the rates be merged over two rate  cases instead of one.

I a ls o re comme nde d a ga ins t the  introduction of inclining block ra te s  a t this  time  a s  I
found it impractica l given a ll of the  othe r ra te  de s ign changes  be ing made  and the  sma ll
ra te  increa se  be ing recommended. For e xa mple , to  imple me nt a n inkling block ra te
s tructure  for the  S ma ll Ge ne ra l S e rvice  Cla s s  would ha ve  re s ulte d in a  wide  va rie ty of
ra te  impa cts , with some  cus tome rs  re ce iving de cre a se  a nd some  cus tome rs  re ce iving
large increases.

I a lso disagreed with the  Company's  proposa l to decrease  the  diffe rentia l in the  demand
cha rge s  for la rge  se rvice  cus tome rs . The  CCOS S  doe s  not bre a k down cos t of s e rvice
da ta  for cus tomers  taking se rvice  a t <69 kV and those  a t >69 kg. Ne ithe r in discove ry or
a ny filing in this  ca s e  ha s  the  Compa ny be e n a ble  to provide  a ny cos t jus tifica tion for
cha nging the  curre nt ra te  s tructure . Give n the  la ck of jus tifica tion on the  Compa ny's
pa rt, recommended no rea lignment of the  demand cha rge  diffe rentia l a t this  time .


