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1 BY THE COMMISSION:

2

3

4

5

6

7

8

On November 10, 2005, the Arizona Corporation Commission ("Commission") opened an

inquiry (Docket No. G-04204A-05-0831) into the prudence of the gas procurement practices of UNS

Gas, Inc. ("UNS" "UNS Gas" or "Company") ("Prudence Case").

On January 10, 2006, UNS filed an application (Docket No. G-04204A-06-0013) with the

Commission seeking review and revision of the Company's Purchased Gas Adjustor ("PGA Case").

On July 13, 2006, UNS filed an application with the Commission (Docket No. G-04204A-06-

0463) for an increase in its rates throughout the State of Arizona ("Rate Case") .

On July 20, 2006, UNS tiled separate Motions to Consolidate in each of the above-captioned9

10 docke ts .

11 On Augus t 14 , 2006, the  Commis s ion 's  Utilitie s  Divis ion  S ta ff ("S ta ff') file d  a  Le tte r of

12 S ufficie ncy indica ting tha t the  Compa ny's  Ra te  Ca se  a pplica tion me t the  sufficie ncy re quire me nts

13 outlined in A.A.C. R14-2-103, and cla ss ifying the  Company a s  a  Cla ss  A utility.

14 On Augus t 18, 2006, the  Re s ide ntia l Utility Cons ume r Office  ("RUCO") file d a n Applica tion

15 to Inte rvene .

16 On September 8, 2006, a  Procedura l Order was  issued consolida ting the  Prudence , PGA, and

17 Ra te  Ca s e  docke ts , s che duling a  he a ring for April 16, 2007, s e tting va rious  othe r proce dura l

18 deadlines , directing UNS to publish notice  of the  applica tions  and hearing da te , and granting RUCO's

19 reques t for inte rvention.

20 On S e pte mbe r 20, 2006, Arizona  Community Action Associa tion ("ACAA") tile d a  Motion to

21 Inte rvene .

22

23

24

By Procedural Order issued November 15, 2006, ACAA's Motion to Intervene was granted.

On November 17, 2006, Marshall Magruder tiled a Motion to Intervene on his own behalf.

By Procedural Order issued January 10,  2007, Mr.  Magruder 's request to intervene was

25 granted.

26

27

28

With its rate application, UNS filed its required schedules in support of the application, as

well as the direct testimony of James Pignatelli,  David Hutchens,  Kenton Grant,  Dallas Dukes,

Karen Kissinger, Gary Smith, Ronald White, and Tobin Vote.

2 DECIS ION no.
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On Fe brua ry 9, 2007, S ta ff file d the  dire ct te s timony of Ra lph S mith, Da vid P a rce ll, Robe rt

2 Gra y, J ulie  McNe e 1y-Kirwa n, a nd Ge orge  We nne rlyn, RUCO file d the  dire ct te s timony of Willia m

Rigs by, Ma ryle e  Dia z Corte z, a nd Rodne y Moore , ACAA file d  the  d ire ct te s timony of Mique la

1

3

4 Sche ie r, and Mr. Magrude r filed his  direct te s timony.

On Fe brua ry 9, 2007, S ta ff file d a  Re que s t for Exte ns ion of Time  to file  the  dire ct te s timony

9

1 0

5

6 of two omits  witne s se s .

7 On Februa ry 15, 2007, a  P rocedura l Orde r was  issued granting S ta ffs  extens ion reques t, and

8 revis ing the  da te s  for re spons ive  te s timony for the  othe r pa rtie s .

On Februa ry 16, 2007, S ta ff tiled the  direct te s timony of Je rry Mendl.

On February 23, 2007, S ta ff filed the  direct te s timony of S teven Ruback.

11 On March 1, 2007, a  P rocedura l Orde r was  issued re scheduling the  prehea ring confe rence  to

12 April 13 , 2007.

la On Ma rch 16, 2007, UNS  file d the  re butta l te s timony of D. Be ntle y Erdwurm, Mr. Gra nt, Mr.

14 Duke s , Ms . Kis s inge r, Mr. Hutchins , Mr. P igna te lli, Ga ry S mith, a nd De nise  S mith.

15 On March 30, 2007, ACAA filed the  surrebutta l te s timony of Ms . Sche ie r.

16 On April 4 , 2007, S ta ff file d the  s urre butta l te s timony of Mr. Gra y, Ms . McNe e ly-Kirwa n,

17 Mr. P urce ll, Mr. Ruba ck, Mr. Me nds , a nd Ra lph S mith, RUCO file d the  s urre butta l te s timony of Mr.

18 Rigsby, Mr. Moore , a nd Ms . Dia z Corte z, a nd Mr. Ma grude r file d his  surre butta l te s timony.

19 On April 11, 2007, UNS  file d  the  re joinde r te s timony of De nis e  S mith , Ga ry S mith , Mr.

20 P igna te lli, Ms . Kis s inge r, Mr. Duke s , a nd Mr. Erdwurm.

On April 13, 2007, a  prehearing procedura l confe rence  was  conducted to address  the  orde r of

22 witne s se s  a nd e xhibits .

2 1

23 The  e vide ntia ry he a ring comme nce d a s  sche dule d on April 16, 2007, a nd a dditiona l he a ring

24 da ys  we re  he ld on April 17, 18, 19, 20, 24, a nd 25, 2007. At the  clos e  of the  he a ring, a  brie fing

25 sche dule  wa s  e s ta blishe d, with initia l brie fs  due  on Ma y 31, 2007, a nd re ply brie fs  due  on June  14,

26 2007.

27

28

On Ma y 30, 2007, S ta ff file d a  Re que s t for Exte ns ion of Time  to File  Initia l Brie f.

On Ma y 31, 2007, a  P roce dura l Orde r wa s  is s ue d gra nting S ta ffs  e xte ns ion re que s t a nd

3 DE CIS IO N n o .
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2

1 directing initia l and reply brie fs  to be  filed by June  5 and June  19, 2007, re spective ly.

Initia l brie fs  we re  tile d on J une  5, 2007, by UNS , S ta ff, RUCO, a nd Mr. Ma grude r. Fina l

3

4

Schedules  were  a lso filed on June  5, 2007, by UNS and RUCO.

On June  6, 2007, S ta ff filed a  Notice  of Erra ta  and Revised Initia l Brie f.

Reply Brie fs  we re  filed on June  19, 2007, by UNS, S ta ff, RUCO, and Mr. Magrude r.

On June  21, 2007, S ta ff tiled a  Notice  of Erra ta  and Additiona l Authority.

Ra te  Applica tion

According to the  Compa ny's  a pplica tion, a s  modifie d, in the  te s t ye a r e nde d De ce mbe r 31,

9 2005, UNS  ha d a djus te d ope ra ting income  of $8,506,168,1 on a n a djus te d Origina l Cos t Ra te  Ba se

10 ("OCRB") of $l62,358,856, for a  5.24 pe rce nt ra te  of re turn. UNS  re que s ts  a  re ve nue  incre a s e  of

l l $9,459,023, S ta ff re comme nds  a  re ve nue  incre a s e  of $4,312,354, a nd RUCO re comme nds  a n

12 incre a se  of $2,734,443 A summa ry of the  pa rtie s ' pos itions  follows .

5

6

7

8

13

14
Company Proposed Staff Proposed RUCO Proposed

15

16

17

18

ORIGINAL COS T
Adjusted Rate  Base
Ra te  of Re turn
Re q'd Ope ra ting Inc.
OP- Income  Ava ilable
Ope ra ting Inc. De f.
Rev.Conver. Factor
Gross Rev. Increase

$162,358,856
8.80%

14,284,546
8,506,168
5,778,378

1.6370
9,459,023

$154,547,272
8.12%

12,549,238
9,900,380
2,648,858

1.6370
4,336,098

$144,646,160
8.22%

11,889,914
10,219,499
1,670,416

1.6370
2,734,443

19

21

23

2 0  F AIR  VALUE

Adjusted Rate  Base
Ra te  of Re turn

22 Re q'd Ope ra ting Inc.
Op. Income  Ava ila ble
Ope ra ting Inc. De f.
Rev.Conver. Factor
Gross Rev. Increase

24

$191,875,209
7.44%

14,284,546
8,506,168
5,778,378

1.6370
9,459,023

$184,063,625
6.81%

12,534,733
9,900,380
2,634,353

1.6370
4,312,3542

$171,189,139
6.95%

11,889,914
10,219,499
1,670,416

1.6370
2,734,443

25

26

27

28

1 The Colnpany's "Final Schedules," which were submitted at the time UNS' initial brief was filed, are inconsistent with
the revenue requirement recommendations set forth in the Company's brief (compare, e.g., UNS Initial Brief at 5-6 and
Final Schedule A-l). No subsequent filings were submitted to explain die differences between these documents and the
reason for the discrepancy is unknown. For purposes of this Decision, we have used the Company's "Revised
Schedules," (admitted at the hearing as Ex. A-10), and as set forth in its brief.
z Staffs gross revenue increase was calculated by applying a zero cost value to the "excess" between OCRB and FVRB.

4 DE CIS IO N n o .
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1

2
REVENUE REQUIREMENT

Rate Base Issues
3

4

5

UNS proposed an OCRB of $162,358,856, S ta ff recommends an OCRB of $154,547,272, and

RUCO proposed an OCRB of $144,646,160 Each of the  disputed issues  regarding ra te  base  items is

discussed below.
6
7 Construction Work in Progress

g Cons truction work in  progre s s  ("CWIP ") is  a  re gula tory conce pt unde r which, in  limite d

9 circums ta nce s , a  re gula tory body a llows  re cove ry in a  compa ny's  ra te  ba se  of pla nt tha t wa s  unde r

10 cons truction during the  te s t ye a r but not use d a nd use ful for purpose s  of s e rving cus tome rs . In this

11 proce e ding, UNS  Ga s  se e ks  inclus ion of a pproxima te ly $7.2 million of CWIP  (which would provide

12 the  Compa ny with a pproxima te ly $1.5 million in a dditiona l a nnua l re ve nue s ). In  s upport of its

13 pos ition, UNS  a rgue s  tha t CWIP  is  a n a cce pte d a spe ct of ra te ma king tha t ha s  be e n use d in ma ny

14 s ta te s  and tha t the  Arizona  Supreme  Court previous ly uphe ld the  a llowance  of CWIP, citing Arizona

Community Action Assoe . v. Arizona  Corp. Comm 'n, 123 Ariz. 228, 230, 599 P .2d 184, 186 (1979).
15

16

17

18

19

20

21

22

23

24

In that case, the Arizona Supreme Court stated that allowing CWIP "appears to be in the public

interest to have stability in the rate structure within the bounds of fairness and equity rather than a

constant series of rate hearings." (Id.).

UNS contends that it will not be able to earn its authorized rate of return even if its full rate

request is granted in this case, due to the high rate of growth in its service area, which requires higher

levels of capital investment to serve new customers. According to Company witness Kenton Grant,

because investment in new plant creates additional fixed costs and because growth leads to capital

requirements in excess of the Company's internal cash flow, the impact of regulatory lag on UNS

Gas is more severe than for many other utilities (Co. Ex. 28 at 9, Co. Ex. 27 at 28). Mr. Grant

25 te s tifie d tha t in 2006 UNS  a dde d $17 million in ne t pla nt, which re sulte d in a n a dditiona l $3 million

26 in fixe d cos ts  (e .g., de pre cia tion, prope rty ta xe s ), but ne w cus tome rs  a dde d in 2006 provide d only

27 $1.8 million in ne w re ve nue s , re sulting in a  ne t los s  of $1.2 million for UNS  a s socia te d with s e rving

28 growth in 2006 (Co. EX. 28 a t 10, Attach. KCG-10).

In

5 DECISION no.
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Sta ff and RUCO oppose  inclus ion of CWIP  in the  Company's  ra te  ba se . S ta ff witne ss  Ra lph

2  S mith  s ta te d  tha t,  a lthough  the  Commis s ion  ha s  p re vious ly a llowe d  CWI?  in  ra te  ba s e , the

3 Commis s ion's  ge ne ra l pra ctice  ha s  be e n not to a llow CWIP . In s upport of S ta ffs  dis a llowa nce

4 re comme nda tion, Mr. S mith cla ims  tha t a bse nt compe lling re a sons , which ha ve  not be e n shown by

5 UNS in this  case , the re  is  no va lid reason to grant CWIP. Mr. Smith a sse rts  tha t the  Company has  not

6 de mons tra te d tha t its  te s t ye a r CWIP  ba la nce  wa s  for non-re ve nue -producing a nd non-e xpe ns e -

7 re ducing pla nt. He  te s tifie d tha t much of the  cons truction a ppe a rs  to be  for ma ins , s e rvice s , a nd

8 me te rs  re la te d to s e rving cus tome r growth, which pla nt is  the re fore  re ve nue  producing. Mr. S mith

9 s ta te d tha t, a lthough te s t ye a r re ve nue s  ha ve  be e n a nnua lize d to (2005) ye a r-e nd cus tome r le ve ls ,

10 re ve nue s  ha ve  not be e n e xte nde d be yond the  te s t ye a r to corre s pond to cus tome r growth. Thus ,

l l a ccording to Mr. S mith, inclus ion of CWIP  in ra te  ba s e , without re cognition of the  incre me nta l

12 revenue  the  plant supports , would cause  a  mismatch for regula tory purposes  (Ex. S-25 a t 9-10).

13 RUCO witness  Marylee  Diaz Cortez a lso recommends  disa llowance  of CWIP for many of the

14 sa me  re a sons  cite d by S ta ff witne s s  Ra lph S mith. Ms . Dia z Corte z s ta te d tha t the  Commiss ion ha s

15 pre vious ly a llowe d CWIP  only in e xtra ordina ry circums ta nce s , which s he  cla ims  a re  not pre s e nt in

16 this  ca se . S he  cla ims  tha t re cove ry of e a rnings  on CWIP  pla nt ba la nce s  prior to the  pla nt be coming

17 us e d  a nd  us e fu l is  a ccomplis he d  th rough  a n  Allowa nce  for Funds  Us e d  During  Cons truction

18 ("AFUDC"), through which the  Compa ny ma y a ccrue  inte re s t on the  CWIP  ba la nce s . The  AFUDC

19 a ccrua ls  a re  ultima te ly re cove re d ove r the  life  of the  pla nt through de pre cia tion e xpe ns e  once  the

20 a s se t be come s  use d a nd use ful in provis ion of utility s e rvice  (RUCO Ex. 5, a t 7-9). Ms . Dia z Corte z

21 tes tified tha t regula tory lag has  a lways  been a  characte ris tic of ra te  of re turn regula tion and tha t such

22 la g ma y a ls o provide  a  be ne fit to the  Compa ny, to the  e xte nt tha t pla nt re tire me nts , a ccumula te d

23 deprecia tion, and expired amortiza tions  a llow it to cam a  re turn on those  items  be tween ra te  ca se s .

24 She  a lso s ta ted tha t the  growth phenomenon in the  UNS se rvice  a rea  has  a  pos itive  aspect due  to the

25 increase  of revenues associa ted with serving new customers (Id. a t 9-10).

26 We agree  with S ta ff and RUCO tha t the  reques t for CWIP in this  case  is  not supported by the

27 record. As  the  S ta ff and RUCO witne sse s  indica ted, UNS is  not fa ced with an extraordina ry s itua tion

28 tha t would jus tify inclus ion of CWIP  in ra te  ba se  be ca use  the  pla nt re quire d to se rve  ne w cus tome rs

1

6 DECIS ION no.
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1 will he lp produce  re ve nue s , UNS ha s  a  me a ns , through a ccrua l of AFUDC, to mitiga te  the  e ffe ct of

2 the  CWIP inves tment, a llowance  of CWIP would undennine  the  ba lancing of te s t yea r revenues  and

3

4

5

6

7

8

9

10

11

12

13

14

15

expenses , and the  regula tory lag inhe rent in utility regula tion may provide  bene fits  to the  extent tha t

items such as  plant re tirements  and accumula ted deprecia tion occur be tween test periods and thereby

he lp to mitiga te  pe riods  of higher plant inves tment a ssocia ted with cus tomer growth.

As  S ta ff points  out in its  brie f, one  of the  fe w ins ta nce s  in which the  Commiss ion pre vious ly

a llowe d inclus ion of CWIP  in ra te  ba se  occurre d in 1984 in a  ca se  involving Arizona  Public Se rvice

Compa ny ("APS"). In tha t ca se , the  Commiss ion a ddre sse d the  ne e d for a  CWIP  a llowa nce  due  to

e xtra ordina ry circums ta nce s  involving the  P a lo Ve rde  nucle a r pla nt. The  Commis s ion a llowe d

a pproxima te ly $200 million of AP S 's  $600 million CWIP  ba la nce  a s means  of address ing a  critica l

ca sh-flow de ficiency, and a s  a  means  to le ssen the  seve re  ra te  shock tha t would be  expe rienced by

cus tomers  if the  entire ty of the  nuclea r plant were  placed in ra te  base  a t one  time .3 S ta ff a rgues  tha t

UNS  is  not fa ce d with a  compa ra ble  ca sh-flow cris is , a nd tha t the  $7 million of CWIP  re que s te d by

the  Company does  not present a  ra te  shock concern tha t would jus tify inclus ion of CWIP in this  case .

We there fore  decline  the  Company's  request for ra te  base  recognition of CWIP in this  proceeding.

16 Past-Test-Year P lant

17

18

19

20

21

22

23

24

25

26

UNS  propos e s  tha t, if its  re que s t for CWIP  is  de nie d, the  Commis s ion s hould a lte rna tive ly

a llow inclus ion of pos t-te s t-ye a r pla nt in ra te  ba se . The  Compa ny a rgue s  tha t the  Commiss ion ha s

approved pos t-te s t-yea r plant in a  number of recent ca se s , and UNS faces  fa s te r growth than many

othe r utilitie s  in Arizona . The re fore , UNS  a rgue s  tha t, a bs e nt inclus ion of CWIP , the  Commis s ion

should recognize  inclusion Of post-test-year plant.

S ta ff oppos e s  the  Compa ny's  propos a l for re a s ons  s imila r to the  a rgume nts  ra is e d on the

CWIP  is sue . S ta ff witne ss  Ra lph Smith te s tifie d tha t the  pos t-te s t-ye a r pla nt a rgume nts  suffe r from

the  s a me  fla ws  a s  the  re que s t for inclus ion of CWIP . He  s ta te d his  be lie f tha t re cognition of pos t-

te s t-ye a r pla nt would be  imba la nce d be ca use  it fa ils  to ca pture  pos t-te s t-ye a r re ve nue  growth a nd

decreases in maintenance  costs  associa ted with the  new plant (Ex. S-27 a t l4-15).

27

28 3 Arizona Public Service Co., Decision No. 54247 (November 28, 1984), at 19-20.
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1

2

3

4

5

6

We agree  with S ta ff tha t pos t-te s t-yea r plant should not be  included in ra te  base  for the  same

re a sons  s ta te d a bove  with re spe ct to the  Compa ny's  re que s t for CWIP . Although the  Commiss ion

has  a llowed pos t-te s t-yea r plant in seve ra l prior cases  involving wa te r companies , it appea rs  tha t the

issue  was  deve loped on the  record in those  proceedings  in a  manne r tha t a fforded a ssurance  tha t a

mis ma tch of re ve nue s  did not occur. For e xa mple , in De cis ion No. 66849 (Ma rch 19, 2004), we

s ta te d tha t "we  do not be lie ve  tha t a doption of this  me thod would re sult in a  misma tch be ca use  the

7

8

9

1 0

11

1 2

1 3

14

1 5

1 6

1 7

pos t-te s t-ye a r pla nt a dditions  a re  re ve nue  ne utra l (i.e ., not funde d by CIAC or AIAC)" (Id. a t 5). In

the  ins ta nt ca s e , howe ve r, the  Compa ny's  re que s t a ppe a rs  to be  s imply a  fa llba ck to its  CWIP

pos ition, a nd the re  is  no de ve lopme nt of the  re cord to support inclus ion of the  pos t-te s t-ye a r pla nt.

The  e ntire ty of UNS 's  a rgume nt cons is ts  of two que s tions  in Mr. Gra nt's  dire ct te s timony, which

essentia lly provided tha t: the  Commission has  approved post-tes t-year plant in some prior cases , UNS

is  e xpe rie ncing a  high cus tome r growth ra te , a nd the re fore  the  Compa ny is  e ntitle d to inclus ion of

pos t-te s t-yea r plant if the  Commiss ion denie s  CWIP  (Ex. A-27 a t 28-29). Even if we  were  inclined to

recognize  pos t-te s t-yea r plant in this  ca se , the re  is  not a  sufficient ba s is  upon which to eva lua te  the

re a s ona ble ne s s  of the  re que s t (i.e ., whe the r a  mis ma tch would e xis t). We  the re fore  de ny the

Company's  proposa l on this  issue .

Deduction of Customer Advances

1 8

1 9

20

2 1

22

23

24

25

The  fina l is sue  ra ised in UNS 's  trilogy of CWIP-re la ted is sues  is  its  plea  tha t the  Commiss ion

should not reduce  ra te  ba se  to recognize  funds  rece ived for cus tomer advances , if the  Commiss ion

re je cts  UNS 's  re que s t for CWIP  or, a lte rna tive ly, for pos t-te s t-ye a r pla nt. The  Compa ny conce de s

tha t such advances  a re  typica lly deducted from ra te  base  because  they represent cus tomer-supplied

capita l. Howeve r, UNS contends  tha t it ha s  rece ived approxima te ly $4 million in cus tomer advances

re la ted to the  $7 million in CWIP  plant inves tment (Ex. A-28 a t 27). Thus , a ccording to UNS, the  ne t

impa ct on ra te s  (if the  re que s te d $7 million of CWIP  we re  to be  include d in ra te  ba se ) is  $3 million,

based on the  ne t of the  $7 million offse t by $4 million in advances .

UNS  a rgue s  tha t it is  inhe re ntly unfa ir to e xclude  the  a dva nce s  from ra te  ba s e  if the  pla nt

27 associa ted with those  advances  is  not ye t in se rvice  and not included in ra te  ba se . UNS cla ims  tha t

26

28 the  purpose  of deducting advances  (i.e ., recognizing customer-supplied capita l) is  not furthered when
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DOCKET no. G-04204A-06-0463 ET AL.

1

2

3

the plant is not in service. The Company also contends that the deduction of advances in this case

would discourage utilities from seeking advances to offset infrastructure capital costs.

Both Staff and RUCO oppose the Company's recommendation. Staff witness Ralph Smith

states that because advances represent non-investor-supplied capital, they should be reflected as a

deduction to rate base. He stated that Staff is not aware of any instance in which CWIP was excluded

for a  ma jor utility in Arizona  and cus tomer advances  we re  not re fle cted a s  a  deduction to ra te  ba se .

7 Mr. S mith a ls o cite s  to  A.A.C. R14-2-103, Appe ndix B, S che dule  B-1, which he  cla ims  re quire s

8 companies to reflect advances as a  deduction from ra te  base  (Ex. S-27 a t 15-16).

9 RUCO witness  Marylee  Diaz Cortez agreed with S ta ff' s  recommendation regarding advances .

10 S he  te s tifie d tha t the  Commis s ion ha s  his torica lly e xclude d CWIP  from ra te  ba s e  a nd re cognize d

l l contributions  (a dva nce s ) a s  a  de duction from ra te  ba s e  a nd tha t UNS  is  be ing a fforde d (unde r

12 RUCO's  and S ta ff's  re commenda tions ) the  same  ra te  ba se  tre a tment a s  eve ry othe r utility in Arizona

13 (RUCO Ex. 6 a t 8). Ms . Dia z Corte z cla ims  tha t it is  only the  Compa ny's  proposa l to include  CWIP

14 which cre a te s  a  misma tch, be ca use  UNS  fa ile d to include  the  a dditiona l re ve nue s  the  cons truction

15 projects generate (Id. a t 8-9).

16 We  a gre e  with S ta ff a nd RUCO tha t a dva nce s  re pre se nt cus tome r-supplie d funds  tha t a re

17 prope rly de ducte d from the  Compa ny's  ra te  ba se . Inde e d, the  Comnlis s ion's  own rule s  conte mpla te

18 tha t s uch a  de duction is  re quire d, a s  S ta ff witne s s  S mith te s tifie d. Ha d UNS  not re que s te d the

19 inclus ion of CWIP  in ra te  ba s e , a  ra te ma ldng tre a tme nt tha t is  only a fforde d unde r e xtra ordina ry

20 circumstances  (and appa rently has  not occurred for more  than 20 yea rs ), the re  would presumably not

21 have  been an issue  ra ised by the  Company with respect to an a lleged "mismatch" be tween exclus ion

22 of CWIP  and deducting advances  from ra te  ba se . The  Company's  a ttempt to frame  this  is sue  a s  one

23 in which it is  be ing trea ted in a  discrimina tory manner is  unpersuas ive .

24 As  we  ha ve  s ta te d in prior ca se s , re gula te d utility compa nie s  control the  timing of the ir ra te

25 case  filings  and should not be  hea rd to compla in when the ir chosen te s t pe riods  do not coincide  with

26 the  comple tion of pla nt tha t ma y be  cons ide re d use d a nd use ful a nd the re fore  prope rly include d in

27  ra te  ba s e . We  be lie ve  our conclus ions  re ga rding UNS 's  CWIP -re la te d propos a ls  a re  e ntire ly

28

4

5

6
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1

2

cons is te nt with the  tre a tme nt tha t ha s  be e n a fforde d to othe r utility compa nie s  re gula te d by the

Commission and provide  a  result tha t is  fa ir to both the  Company and its  customers .

3 Geographic Infonna tion Sys tem

4 UNS seeks  to include  in ra te  ba se  $897,068 for expense s  incurred during 2003 and 2004 to

5 ins ta ll a  Ge ogra phic Informa tion Sys te m ("GIS"). The  GIS  is  a  globa l pos itioning sys te m tha t a llows

6 UNS  to loca te  e xis ting s e rvice  line s . UNS  witne s s  Ga ry S mith te s tifie d tha t the  Compa ny ins ta lle d

According to S ta ff witne s s  Ra lph S mith, the  GIS  cos ts  s hould not be  include d in ra te  ba s e

12 be ca use  the y we re  non-re cuning e xpe nse s  tha t we re  la rge ly incurre d outs ide  of the  te s t year. He

e xpla ine d tha t, a ccording to inte rna l Compa ny me mos , UNS  initia lly de cide d to tre a t the  GIS  a s  a

capita lized inves tment, but la te r de te rmined tha t capita liza tion of the  cos ts  was  inappropria te  unde r

Ge ne ra lly Acce pte d Accounting P rinciple s  ("GAAP "). Mr. S mith s ta te d tha t, unde r GAAP , the  GIS

7 the  GIS  in re sponse  to a  Commiss ion P ipe line  Sa fe ty audit tha t recommended a  comple te  mapping of

8 the  UNS system. He  described severa l benefits  of the  GIS, including improved response  times , be tte r

9 informed decis ions  rega rding adding sys tem infra s tructure , and increased accuracy for fie ld s ta ff (Ex.

10 A-15 a t 6-7).

11

cos ts  we re  re quire d to be  e xpe nse d during the  pe riod in which the y we re  incurre d a nd, s ince  the y

were  incurred prior to the  te s t yea r, a re  not properly includable  in ra te s  (Ex. S-27 a t l6-18).

RUCO a ls o oppos e s  inclus ion of the  GIS  e xpe ns e s  in ra te s . RUCO witne s s  Ma ryle e  Dia z

19 Cortez s ta ted tha t because  UNS fa iled to obta in from the  Commiss ion an accounting orde r to trea t the

20 GIS  e xpe nse s  a s  a  re gula tory a s se t, which would be  e ligible  for future  ra te  re cove ry cons ide ra tion,

21 the  Compa ny is  not e ntitle d to re cove r thos e  cos ts  in this  ra te  proce e ding (RUCO Ex. 5 a t 11-12,

22 RUCO Ex. 6 a t 9-10). RUCO a rgue s  tha t re ga rdle ss  of the  Compa ny's  incre a se d productivity cla ims ,

23 its  fa ilure  to properly account for the  GIS costs  precludes  recovery in UNS's  ra te  base .

24 We agree  with Staff and RUCO tha t the  GIS costs  a re  not properly recoverable  as  a  regula tory

25 asse t in this  proceeding. As  described by S ta ff witness  Ra lph Smith, the  GIS  cos ts  were  required by

26 GAAP to be  expensed, and the  vast majority of those  costs  were  incurred prior to the  test year and are

27 non-re cuncing in na ture  (Ex. S -25 a t l2-17). Furthe r, the  Compa ny's  fa ilure  to s e e k a n a ccounting

28 order from the  Commission when the  costs  were  incurred renders  them unrecoverable  as  a  regula tory

13

14

15

16

17

18
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1 asse t. As  Mr. Smith points  out, it is  not unusua l for inves tors  to be  re spons ible  for expenses  incurred

2 be twe e n te s t ye a rs , jus t a s  the  utility's  inve s tors  ma y be ne fit from cos t de cre a s e s  a nd incre a s e d

3 re ve nue s  during the  s a me  pe riod (Ex. S -27 a t l6-19). As  both S ta ff a nd RUCO conte nd, the re  is

4 nothing inhe rently unfa ir about the  trea tment a fforded to the  GIS  cos ts  in this  case  because  cos ts  and

5 revenues a re  ever changing, and moreover, the  improved e fficiencies  touted by UNS as  a  result of the

6 GIS  inure  to the  be ne fit of the  Compa ny's  inve s tors  a t le a s t a s  much a s  to ra te pa ye rs . Fina lly, a ny

7 bla me  for UNS 's  ina bility to re cove r thos e  cos ts  through ra te s  lie s  with the  Compa ny's  prior fa ilure

8 to prope rly account for the  cos ts  unde r GAAP accounting s tanda rds .

9 P la nt in Se rvice

10 Although S ta ff did not cha lle nge  the  Compa ny's  propose d pla nt-in-se rvice  a mounts , RUCO

l l re co mme n d s  th e  d is a llo wa n ce  o f a p p ro xima te ly $ 3 .1 m illio n  in  p la n t  th a t  it  c o n s id e rs

12 uns ubs ta ntia te d. UNS  cla ims  tha t it provide d a de qua te  docume nta tion for the  pla nt, but RUCO

13 contends tha t the  Company fa iled to provide  records  supporting increased plant ba lances  recorded on

14 the  books  of Citizens  Utilitie s  be tween the  end of the  la s t te s t yea r (December 31, 2001) and the  da te

15 the  Compa ny a cquire d the  sys te m from Citize ns  (Augus t ll, 2003).

16 According to RUCO, Citizens ' ga s  plant in se rvice  was  approxima te ly $234 million a t the  end

17 of 2001, and UNS has  records  to support $10.7 million of additiona l plant in se rvice  be tween the  end

18 of 2001 a nd .Tune  30, 2003 (Ex. A-8 a t 2, RUCO Ex. l). RUCO cla ims  tha t UNS  ha s  no re cords  to

19 s upport a dd itiona l p la n t in  s e rvice  a s  o f the  da te  o f the  tra ns fe r,  ye t the  Compa ny booke d

20 a pproxima te ly $248 million of pla nt in s e rvice  a s  of the  a cquis ition da te  of Augus t ll, 2003 (Tr. a t

21 192-93). UNS  witne s s  Ka re n Kis s inge r te s tifie d tha t ce rta in e le ctronic file s  provide d to RUCO

22 supported the  higher plant va lue , but conceded tha t those  file s  do not provide  a  means  of reconciling

23 the  plant ba lances  cla imed a s  of the  acquis ition da te  (i.e ., $248 million) (Tr. a t 194-95, 214). RUCO

24 a lso dispute s  the  Compa ny's  a rgume nt tha t the  highe r pla nt ba la nce s  we re  a pprove d by the  Fe de ra l

25 Energy Regula tory Commiss ion ("FERC"), ba sed on Ms. Kiss inge r's  concess ion tha t the  submiss ion

26 to FERC wa s  not a  re que s t for a pprova l of the  s pe cific pla nt a mounts , but s imply a  re que s t for

27 confirma tion from FERC tha t the  a mounts  a re  re corde d to the  prope r FERC a ccounts  (Tr. a t 198).

28 Ba s e d on the  e vide nce  pre s e nte d, RUCO re que s ts  a  de cre a s e  of $3,133,264 in the  Compa ny's
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3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

propos e d pla nt in s e rvice  a nd a  corre s ponding incre a s e  in a ccumula te d de pre cia tion of $3,857,413,

(RUCO Ex. 3 a t 12).

UNS  contends  tha t it provided adequa te  documenta tion to s upport its  cla imed plant-in-s e rvice

ba la nce s  for the  pe riod in que s tion. The  Compa ny a rgue s  tha t, be ca us e  Citize ns  wa s  s cra mbling to

wrap up its  accounting for the  fina l months  a t the  time  the  s a le  was  be ing fina lized, it is  not s urpris ing

tha t Citize ns ' re cords  from tha t pe riod we re  le s s  e xte ns ive  tha n norma l (Tr. a t 194-97). UNS  re lie s

on the  e le c tronic  file s  p rovide d to  RUCO to  s up p ort its  p os ition . The  Com p a ny a ls o  p oints  to

te s timony by RUCO witne s s  Rodne y Moore , who a gre e d tha t "re cords  from Citize ns  a re  notorious ly

inadequa te  for a  de te rmina tion of the  actua l va lue  of the  pre -acquis ition gros s  plant and accumula ted

de p re c ia tion" (R UC O EX. 4  a t 4 ). UNS  a s s e rts  tha t othe r com pa nie s  s e e king  pos t-a cquis ition

a pprova l of pla nt va lue s  ba s e d on Citize ns ' ina de qua te  re cords  ha ve  not be e n s ubj e t to downwa rd

a djus tm e nts , a nd tha t im pos ing  downwa rd a djus tm e nts  on UNS  would be  ine quita b le . UNS  a ls o

cla ims  tha t the  Commis s ion's  orde r a pproving the  s a le  of the  Citize ns  ga s  s ys te m a s s e ts  to UNS  did

not include  re cord re te ntion re quire m e nts , a lthough s uch re quire m e nts  ha d be e n include d in prior

Commis s ion Orde rs  s uch a s  thos e  re la te d to the  s a le  of S outhe rn Union Ga s  Compa ny's  a s s e ts  to

Citize ns  (Ex. A-7 a t 6).5  Anothe r a rgum e nt ra is e d by UNS  is  tha t it dire c tly tra ns fe rre d the  fina l

pla nt-in-s e rvice  va lue s  from Citize ns ' books  to its  own a t the  time  of the  a cquis ition. The  Compa ny

conte nds  tha t FERC's  a pp rova l of UNS 's  a ccounting  p roce dure s  a nd a  s ubs e que nt a udit of the

Compa ny's  fina ncia l s ta te me nts  furthe r s upport its  cla im tha t its  propos e d pla nt-in-s e rvice  va lue  is

appropria te .

21 We  find tha t UNS  ha s  e xpla ine d a de qua te ly the  ba s is  for its  pla nt-in s e rvice -propos a l. As

22

23

24

UNS  witne s s  Kis s inge r indica te d in he r re butta l te s timony, the  a cquis ition of the  Citize ns  a s s e ts  wa s

a ccounte d  for b y UNS  in  a ccorda nce  with  a p p lica b le  a ccounting  s ta nda rds , a nd the  Com p a ny

obta ine d a  cle a n a udit opinion re ga rding its  fina ncia l s ta te me nts  from P rice wa te rhous e Coope rs  for

25 the  a pplica ble  pe riod  fo llowing the  a cquis ition  (Ex. A-7  a t 2 , EX. A-6 , Atta ch . KGK-1).
The

26 Compa ny's  a ccounting tre a tme nt wa s  a ls o a pprove d by the  a ccounting e ntrie s  a s s ocia te d with the

27

28
4 See,e.g., Arizona -American Water Co., Decision No. 67093 (June 30, 2004).
5 Decision No. 57647 (December 2, 1991), at 14.
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3

4

5

6

7

8

1 a cquire d pla nt (Ex. A-7 a t 4). UNS Ga s  provide d sufficie nt docume nta tion to support the  a mount of

pla nt in se rvice  tra ns fe rre d from Citize ns , a nd we  the re fore  re je ct RUCO's  propose d a djus tme nt to

plant in se rvice .

Tes t Year Accumula ted Deprecia tion

RUCO  h a s  a ls o  p ro p o s e d  in c re a s in g  th e  Co mp a n y's  a ccu mu la te d  d e p re c ia tio n  b y

approxima te ly $2,855,454, due  to RUCO's  a sse rtion tha t UNS imprope rly applied deprecia tion ra te s

tha t we re  re que s te d in the  la s t ra te  ca s e  (Docke t No. G-01032A-02-0598). Tha t ca s e  wa s  la te r

suspe nde d a nd combine d with a  joint a pplica tion be twe e n UNS  a nd Citize ns  for a cquis ition of the

9 Citizens  a sse ts  by UNS. The  consolida ted docke ts  ultima te ly re sulted in a  se ttlement agreement tha t

wa s  a pprove d in De cis ion No. 66028 (J uly 3, 2003). RUCO a rgue s  tha t, be ca us e  the  s e ttle me nt

approved in Decis ion No. 66028 did not specifica lly mention new deprecia tion or amortiza tion ra te s ,

UNS should apply the  deprecia tion ra te s  approved in the  prior Citizens  gas  ra te  case  in Decis ion No.

58664 (J une  16, 1994). RUCO witne s s  Moore  cite d to A.A.C. R14-2-l02(C)(4), which s ta te s  tha t

1 0

1 1

1 2

1 3

1 4 changed deprecia tion ra tes  sha ll not become effective  until the  Commission authorizes  such changes.

15 (RUCO Ex. 3 a t 13-14). Accordingly, Mr. Moore  propose d tha t te s t ye a r a ccumula te d de pre cia tion

16 should have  been ca lcula ted as  approved in the  prior Citizens  ra te  case , resulting in a  reduction to the

17 Compa ny's  OCRB of $2,855,454 (Id. a t 14).

18 UNS a rgue s  tha t RUCO's  re comme nda tion fa ils  to re cognize  tha t the  Commiss ion a pprove d

19 ne w de pre cia tion ra te s  in De cis ion No. 66028 which, a s  note d a bove , a pprove d the  sa le  of Citize ns '

20 ga s  s ys te m a s s e ts  to  UNS  a nd a pprove d a  ra te  incre a s e  purs ua nt to  the  te rms  of a  s e ttle me nt

21 a gre e me nt. Although the  Commiss ion did not e xplicitly a pprove  ne w de pre cia tion ra te s  in De cis ion

22 No. 66028, UNS contends  tha t the  se ttlement agreement conta ined a  specific schedule  showing how

23 the  revenue  requirement was  ca lcula ted. UNS witness  Kiss inge r te s tified tha t the  deprecia tion ra te s

24 tha t formed the  bas is  of the  se ttlement were  approved by the  Commiss ion and tha t no pa rty objected

25 to the  de pre cia tion ra te s  in tha t ca se  (Ex. A-7 a t 9). Ms . Kiss inge r a lso a tta che d to he r te s timony the

26 sche dule  tha t forme d the  ba s is  of the  re ve nue  re quire me nt a nd e xpla ine d on cross -e xa mina tion tha t

27 the  upda te d de pre cia tion e xpe ns e  a djus tme nt wa s  s ubs ume d within ope ra ting e xpe ns e s  in the

28 settlement agreement schedule (Id. a t Atta ch. KGK-1 l, Tr. a t 201-03).
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We  a gre e  with UNS  tha t the  de pre cia tion ra te s  conta ine d within the  re ve nue  re quire me nt

schedules , and a ttached to the  se ttlement agreement, were  implicitly approved in Decis ion No. 66028.

Although De cis ion No. 66028 a pprove d a  "bla ck box" s e ttle me nt, in the  s e ns e  tha t the  s pe cific

re ve nue  re quire me nt is s ue s  we re  not dis cus s e d individua lly, the  ba s is  of the  unde rlying re ve nue

re quire me nt wa s  a tta che d to the  s e ttle me nt a gre e me nt, a nd no pa rty obje cte d to the  individua l

compone nts  of tha t re ve nue  re quire me nt. Accordingly, it wa s  re a s ona ble  for UNS  to a pply the

accumula ted deprecia tion ra tes  tha t were  a  component of the  se ttlement. Indeed, RUCO witness  Diaz

Corte z a dmitte d tha t the  prior Citize ns  ra te  ca s e  orde r (De cis ion No. 58664) conta ine d a  s pe cific

discussion of only 2 of the  28 deprecia tion accounts  and tha t it would thus be  necessary to re fe r to the

1 0

1 1

unde rlying a pplica tion e ve n in  tha t ca s e  to  a s ce rta in the  s pe cific de pre cia tion ra te s  tha t we re

a t 673-74). We  the re fore  re je c t RUCO's

1 2

a p p ro ve d  b y th e  Co mmis s io n  in  th a t o rd e r (Tr.

recommendation on test year accumula ted deprecia tion.

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

Working Ca pita l

As  de s cribe d by UNS  witne s s  Ka re n Kis s inge r, working ca pita l is  ge ne ra lly de fine d a s

"inves tor funding in excess  of the  ba lance  of ne t utility plant re flected in ra te  base  tha t is  required for

th e  p ro vis io n  o f u tility s e rvice " (Ex. A-6  a t l0 ). The  compone nts  of working ca pita l include

ma te ria ls  a nd s upplie s , pre pa yme nts , a nd ca s h working ca pita l. The  a mounts  for ma te ria ls  a nd

supplies , and prepayments , a re  de te rmined based on tes t yea r recorded ba lances , whereas  the  cash

working capita l component was de te rmined by UNS based on a  lead-lag s tudy (Id. a t 10-11).

S ta ff witness  Ralph Snide  summarized the  concept of cash working capita l as  follows :

2 1

22

23

24

25

26

Cash working capita l is  the  cash needed by the  Company to cover its  day-
to-da y ope ra tions . If the  Compa ny's  ca sh e xpe nditure s , on a n a ggre ga te
basis , precede  the  cash recovery of expenses , investors  must provide  cash
working ca pita l. In  tha t s itua tion ,  a  pos itive  ca s h  working  ca p ita l
re quire me nt e xis ts . On the  othe r ha nd, if re ve nue s  a re  typica lly re ce ive d
prior to when expenditures  a re  made , on average , then ra tepayers  provide
the  ca s h working ca pita l to  the  utility, a nd the  ne ga tive  ca s h working
capita l a llowance  is  re flected a s  a  reduction to ra te  base . In this  ca se , the
cash working capita l requirement is  a  reduction to ra te  base  a s  ra tepayers
are  essentia lly supplying these  funds (Ex. S-25 a t 18-19).

27

28
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8
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1 0

1 1

1 2

Ba s e d on S ta ff's  propos e d a djus tme nts , Mr. S mith propos e d a  corre s ponding a djus tme nt to the

Compa ny's  ca s h working ca pita l re quire me nts . S ta ff's  re comme nda tion re s ults  in a  ca s h Working

ca pita l re quire me nt of ne ga tive  $268,272, in a ccorda nce  with S ta ffs  othe r re comme nda tions  in this

case  (Ex. S-27 a t 20, Attach. RCS-ZS).

In its  initia l brie f, UNS points  out tha t a  number of ra temaking adjus tments  will have  an e ffect

on the  Compa ny's  working ca pita l re quire me nt. UNS a lso conte nds  tha t RUCO's  propose d working

capita l proposa l should be  re jected because  RUCO fa iled to use  a  s imultaneous  equa tion to compute

two e lements  of cash working capita l: synchronized inte res t and current income taxes  (Ex. A-7 a t 12).

In its  reply brie f, RUCO re sponded tha t its  schedule s  did account for synchronized inte re s t in

both the  working ca pita l a nd income  ta x ca lcula tions . RUCO cite s  to Mr. Moore 's  s che dule s  to

s upport its  cla im (RUCO Ex. 3, S che d. RLM-3, Line  15, S che d. RLM-14, Line s  3, 8, a nd 18, a nd

Sche d. RLM-6, Line  8).

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

It does not appear from the record that the parties are in disagreement with regard to the

underlying working capital requirements, subject to the various adjustments that necessarily flow

from the revenue requirement established in this Decision. The working capital requirement has been

determined in accordance with the revenue requirement established in this Order.

Accumulated Deferred Income Tax

Based on its recommendations in this case, Staff adjusted rate base by $195,336 to account for

removal of accumulated deferred income tax ("ADIT") related to the GIS deferral issue, removal of

ADIT related to the Supplemental Executive Retirement Plan, and removal of 50 percent of the ADIT

related to incentive compensation (Ex. S-25 at 19). Staff claims that UNS did not contest these ADIT

adjustments, which Staff asserts are necessary to reconcile rate base with the components of

operating income adjustments.

24 In its brief, UNS does not address the ADIT issues raised by Staff, which are reconciliation

25

26

27

28

a djus tme nts  flowing through from s e ve ra l ope ra ting income  is s ue s  a nd a re  a ddre s s e d be low.

Howe ve r, the  Compa ny doe s  ta ke  is s ue  with  RUCO's  a lle ge d fa ilure  to  ma ke  corre s ponding

a djus tme nts  to ADIT a nd de fe rre d income  ta x e xpe nse  (Ex. A-7 a t 11-12). Be ca use  RUCO did not

address  this  issue  in its  brie fs , presumably, it does not oppose  the  Company's  position.
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4

Commiss ion Approve d

9

$271,980,463
(72,006,708>
199,973,755
(30,709,738)
(1_876.981)
(28.832,757)
171,140,998

1 3
(7,283,595)
(3,040,484)
(6,289,473)

(268,272)
(19,721)

(16,901,545)

1 7
307,819

$154,547,272

$367,054,190
(97,114365)
269,939,325

22 (41,822,562)
(2,560,308)

(39,262,254)
230,677,071

1 Based on the  record before  us , we  agree  tha t the  appropria te  reconcilia tion adjustments  should

2 be  made  to re flect the  e ffect on ADIT and income  tax expense  in accordance  with this  Decis ion.

3 Summary of Rate  Base  Adjustments

4 Based on the  foregoing discuss ion, we  adopt an adjus ted OCRB of $154,547,272 and a  Fa ir

5 Va lue  Ra te  Ba se  ("FVRB") of $184,063,625

6

7 ORIGINAL COS T:

8 Gas Plant in Service
Less : Accumula ted Deprecia tion
Ne t P lant in Se rvice

10 Citize ns  Acquis ition Dis count
Less : Acc um. Arr ort..- Citizens  Acq. Disc.

l l Ne t Citize ns  Acq. Discount
Tota l Ne t Utility P la nt

12 Deductions:
CIAC
Customer Deposits

14 Acc um. De fe rre d Income  Ta xe s
Allowa nce  for Working Ca pita l

15 Re gula tory Lia bilitie s
Tota l Deductions

16 Additions:
Regula tory Asse ts
Tota l OCRB

18 6
RCND RATE BAS E:

19
Gas Plant in Service

20 Le s s : Accumula te d De pre cia tion
Ne t P lant in Se rvice

21

Citize ns  Acquis ition Discount
Less: Acc um. Amory. -- Citizens  Acq. Disc.

23 Ne t Citize ns  Act. Dis count
Tota l Ne t Utility P la nt

24 Deductions l
CIAC

25 Customer Deposits
26 Acc um. De fe rre d Income  Ta xe s

Allowa nce  for Working Ca pita l
27 Re gula tory Lia bilitie s

2 8 6 Recons truction New (less ) Deprecia tion

(7,786,962)
(3,040,484)
(6,289,473)

(268,272)
(19,721)
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(17,404,912)
1

2

Tota l Deductions
Additions:
Regula tory Asse ts
Tota l RCND

307,819
$213,579,978

3

FAIR VALUE RATE BAS E:
4

Gas Plant in Service
5 Less : Accumula ted Deprecia tion
6 Ne t P la nt in S e rvice

$319,517,327
(84,560,787)
234,956,540

7

8

9

10

(36,266,150)
(2,218,645>

(34,047,506)
200,909,035

1 1

(7,535,279)
(3,040,484)
(6,289,473)

(268,272)
(19,721)

(17,153,229)

Citize ns  Acquis ition Discount
Le s s : Acc um. Abort..- Citize ns  Act. Dis c.
Ne t Citize ns  Acq. Discount
Tota l Ne t Utility P la nt
Deductions:
CIAC
Customer Deposits
Acc um. Deferred Income Taxes
Allowa nce  for Working Ca pita l

12 Re gula tory Lia bilitie s
Tota l Deductions

Additionsl
Regula tory Asse ts
Tota l FVRB

307,819
$184,063,625

13

14

15

16 In the  te s t yea r, the  Company's  reported ope ra ting revenues  were  $47,l69,528, with reported

17 a djus te d te s t ye a r ope ra ting e xpe ns e s  of $38,740,547, a nd te s t ye a r ne t ope ra ting income  of

18 $8,428,981 As  re porte d in its  Surre butta l Sche dule s , S ta ff's  propose d a djus te d te s t ye a r ope ra ting

19 revenues  we re  $47,273,923, with adjus ted te s t yea r ope ra ting expense s  of $37,373,543, re sulting in

20 te s t yea r ne t ope ra ting income  of $9,900,380. RUCO's  Fina l Schedule s  show proposed adjus ted te s t

21 year opera ting revenues  of $50,014,877, with adjus ted te s t yea r opera ting expenses  of $38,124,962,

22 yie lding te s t ye a r ne t ope ra ting income  of $11,889,914 The  dispute d e xpe nse  a djus tme nts  a re

23 discussed below.

24 Re ve nue s

25 Cus tome r Annua liza tion

26 UNS  ha s  propos e d in this  ca s e  to ca lcula te  cus tome r re ve nue  a nnua liza tion ba s e d on a

27 cyclica l growth pa tte rn, which the  Company contends  more  accura te ly re flects  its  a ctua l expe rience

28

Operating Income Issues
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1 in its  service territory. Company witness D. Bentley Erdwurm described the traditional approach of

2 customer annualization as a comparison of customer counts in each month of the test year to the end

3 of test year level of customers. Under this  approach, the additional customers attributable to each

4 month are  multiple  by the  average revenue per customer for each month to obta in the  additional

5 revenue  a ttributable  to the  additiona l cus tomers  (Ex. A-20 a t 2). Mr. Erdwurm tes tified tha t the

6 traditional method works well when growth is steady and additional customers are similar in size to

7 existing customers, but breaks down when a company, such as UNS, experiences cyclical seasonal

8 growth (Id.). He conceded that the Commission has never before adopted a revenue annualization

9 method such as the one advocated by UNS. However, he contends that the Company's  proposed

10 methodology is appropriate in this case because "in cases of cyclical growth, the mathematics break

ll down and...[the  traditiona l method] will often give  you a  tota lly counterintuitive  result, where  you

12 would actua llyhave a negative customer adjustment on a growing system" (Tr. at 447).

13 Staff and RUCO oppose adoption of the Company's annualization proposal. RUCO argues

14 that although the Company's customer levels are somewhat seasonal, they do not exhibit a degree of

15 seasonality or produce an aberrational result that would make the traditional method inappropriate.

16 Ms. Diaz Cortez pointed out that the customer base for UNS's largest rate schedule, Rl0, increased

17 from month to month for every month except April, May, and July, and that the decreases in those

18 months ranged from .09 percent to .28 percent (RUCO Ex. 6 at 12, Sched. MDC-1). RUCO asserts

19 that these changes do not exhibit an extreme level of seasonality that would justify departure from the

20 traditional method advocated by RUCO and Staff.

21 Staff witness Ralph Smith testified that the traditional method of customer annualization has

22 been effective in coordinating the revenue element of the ratemaking formula with other components,

23 such as rate base, and that many of the Company's arguments are without merit (Ex. S-27 at 19-21).

24 According to Mr. Smith, a ny me thod for de te rmining a n a nnua liza tion a djus tme nt should be

25 transparent and straightforward to allow replication and verification of the results. He contends that

26 while  the  traditional method sa tisfies  these  crite ria , UNS's  proposal to apply percentage  growth

27 factors  instead of customer bill counts  is  difficult to follow and replicate  and actually appeared to

28 understate growth (Id. at 24).
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We  a gre e  with S ta ff a nd RUCO tha t UNS ha s  not pre se nte d a  va lid ca se  for de pa rting from

the  tra ditiona l me thod of ca lcula ting cus tome r re ve nue  a nnua liza tion. Although the  Compa ny's

a rguments  May have  some  va lidity in a  theore tica l sense , adoption of the  cyclica l me thodology is  not

wa rra nte d in this  proce e ding. RUCO a nd S ta ff h ighlighte d  s ome  of the flaws inhe re nt in  the

Compa ny's  proposa l, including the  la ck of a ny s ignifica nt de mons tra te d se a sona lity, the  comple xity

of the  formula , la ck of tra nspa re ncy, a nd the  cla im by the  S ta ff witne s s  tha t the  me thodology ma y

a ctua lly re s ult in a n unde rs ta te me nt of re ve nue s . We  the re fore  de cline  to a dopt UNS 's  re ve nue

annua liza tion proposa l.

We a the r Norma liza tion

Staff witness  Ralph Smith s ta ted tha t S ta ff' s  weather normaliza tion adjustment increases  re ta il

re ve nue  by $l,962, compa re d to UNS 's  propos a l, be ca us e , in S ta ff' s  a nnua liza tion, the  we ighte d

a ve ra ge  numbe r of cus tome rs  e xce e de d the  le ve l re fle cte d  in  the  Compa ny's  corre s ponding

a nnua liza tion. Mr. S mith cla ims  tha t both the  S ta ff a nd UNS  we a the r norma liza tion a djus tme nts

re flect an increase  to revenue  due  to warmer than normal tempera tures  during the  tes t year (Ex. S-27

15 at 25).

16 In its  brie f, UNS  s ta te s  tha t the  we a the r norma liza tion a djus tme nt s hould re fle ct the  othe r

18

19

20

21

22

23

17 pos itions  taken he re in, including the  cus tomer annua liza tion adjus tment proposed by the  Company.

Although RUCO a cce pts  the  Compa ny's  propos e d we a the r norma liza tion, it propos e s  a

furthe r a djus tme nt of $900 re la te d to the  a dditiona l cus tome rs /re ve nue  the  Compa ny propose s  be

recognized as  a  result of its  customer annualiza tion proposa l (RUCO EX. 6 a t 16).

It is  not e ntire ly cle a r whe the r the  we a the r norma liza tion is sue  re ma ins  in dispute  give n our

de te rmina tion a bove  tha t the  Compa ny's  cus tome r a nnua liza tion re comme nda tion s hould not be

a dopte d. To the  e xte nt tha t the re  is  a ny re ma ining dis a gre e me nt on this  is s ue , we  a dopt S ta ffs

wea ther normaliza tion recommenda tion in accordance  with the  discuss ion above  regarding cus tomer24

25 annua liza tion.

26

27

28

19 DECISION NO.



DOCKET NO. G-04204A-06-0463 ET AL.

1 Expenses

2 Legal Expenses Related to FERC Rate  Case

3 During the  2005 te s t ye a r, UNS  incurre d le ga l e xpe nse s  of $311,051 re la te d to s e ttle me nt

4 dis cus s ions  involving a n El P a s o Na tura l Ga s  Compa ny ("El P a s o") FERC ra te  ca s e . The  El P a s o

5 case  eventua lly se ttled, and due  to the  non-recurring na ture  of those  lega l expenses , both S ta ff and

6 RUCO re comme nde d re mova l of tha t a mount from a llowa ble  e xpe nse s  in this  ca se  (Ex. S -15 a t 30,

7 RUCO Ex. 5 a t 21).

8 UNS witness  Da lla s  Dukes  te s tified tha t S ta ff's  and RUCO's  recommenda tions  would se t the

9 Compa ny's  le ga l e xpe nse s  a t a n a mount we ll be low the  e xpe cte d ongoing le ve l (Ex. A-13 a t 17). As

10 an a lte rna tive , he  proposed an a llowance  of $430,777 (pre -tax), which represents  a  two-yea r ave rage

l l of lega l expenses  actua lly incurred by UNS for 2004 and 2005 (Id. a t 1 8 ).  Mr. Dukes sta ted tha t the

12 actua l lega l expenses  incurred by UNS were  $373,174 for 2004, $488,380 for 2005, and $425,540 for

13 2006, and that its  projected legal expenses for 2007 are  $425,208 (Id ., Ex. A-14 a t 9).

14 We be lieve  tha t the  Company's  a llowable  lega l expenses  should be  se t a t a  leve l tha t re flects

15 more  accura te ly its  a ctua l expe rience , both his torica l and anticipa ted. S ta ff and RUCO make  a  va lid

16 a rgume nt tha t the  le ga l e xpe ns e s  incurre d  during  2005  we re  h ighe r tha n  nonna  due  to  the

17 Compa ny's  pa rticipa tion in the  El P a so ra te  ca se  a nd tha t such e xpe nse s  a re  like ly non-re curring in

18 na ture . Howe ve r, the  RUCO a nd S ta ff re comme nda tions  fa il to re cognize  tha t e ve n a fte r comple tion

19 of the  El Paso case , UNS incurred lega l expenses  of more  than $400,000 in 2006 and is  expected to

20 do so a ga in in 2007, le ga l e xpe nse s  of in e a ch ye a r. Thus , e ve n if 2005 is  re move d a s  a n a noma ly,

21 actual legal expenses for 2004 and 2006 and projected legal expenses for 2007 produce an average of

22 s lightly more  tha n $400,000 pe r ye a r. We  the re fore  be lie ve  it is  re a sona ble , ba se d on the  re cord, to

23 allow lega l expenses of $400,000 to UNS in this  case .

24 Rate Case Expense

25 UNS  initia lly re que s te d inclus ion of $600,000 for ra te  ca s e  e xpe ns e , a mortize d ove r thre e

26 ye a rs . Howe ve r, in his  re butta l te s timony, Mr. Duke s  a me nde d the  re que s t to $900,000, a mortize d

27 ove r thre e  ye a rs , ba se d on the  Compa ny's  cla im tha t UNS  ha d a lre a dy incurre d a lmos t $800,000 in

28 cos ts  re la te d to pursuing its  ra te  ca se  (Ex. A-13 a t 34-35). UNS conte nds  tha t the  proposa ls  offe re d
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1 by S ta ff a nd RUCO ($255,000 a nd $251,000, re s pe ctive ly), which a re  ba s e d prima rily on

2 comparisons to the  recent Southwest Gas ra te  case  (Decision No. 68487), are  deficient because they

3 fail to recognize that Southwest Gas used internal personnel and support services, internal costs that

4 a re  built into Southwes t Gas ' ra te  ba se . In comparison, UNS does  not have  in-house  lega l or ra te

5. depa rtments , but ins tead re lie s  heavily on the  ra te  and lega l pe rsonne l of Tucson Electric Power

6 Compa ny ("TEP") to prose cute  its  ra te  ca se s . Mr. Duke s  te s tifie d tha t a n a lloca tion from TEP for

7 such costs  ensures that TEP customers do not subsidize  UNS operations (Id., Ex. A-14 a t 9-11). Mr.

8 Dukes added that UNS Gas received more than twice  as many data  requests  as  did Southwest Gas

9 (Tr. a t 632).

10 RUCO witness  Moore  s ta ted that RUCO's recommendation in this  case  is  appropria te  based

l l on a  comparison to the  recent Southwes t Gas  ra te  case , in which the  approved ra te s  included an

12 a llowance  for $235,000 a lloca ted over three  years  (RUCO Ex. 3 a t 25-26). RUCO contends  tha t the

13 UNS  ca s e  s ha re s  s imila r cha ra cte ris tics  with the  S outhwe s t Ga s  ca s e  in tha t both compa nie s

14 extensively used in-house  s taff, both companies requested approval of a  decoupling mechanism and

15 P GA re vis ions , a nd both ca s e s  cove re d a  compa ra ble  numbe r of he a ring da ys  (Id., Tr. a t 655).

16 RUCO therefore recommends a rate case expense allowance of $251,000, amortized over three years .

17 As indicated above, Staff recommends a rate case expense allowance of $255,000, amortized

18 over three  years, based on Staff' s  view that the  Southwest Gas case  ra ised many of the  same issues

19 addressed in this  proceeding. Staff witness Ralph Smith disputed the  ra tionale  offered by UNS for its

20 proposed ra te  case  expense. Mr. Smith sta ted that a lthough this  may be the  first ra te  case  for this  gas

21 company under its  current ownership, the Company had a number of prior periodic rate  cases when it

22 was  owned by Citizens  Utilitie s . He  contends  tha t the  trans fe r of owne rship to UNS should not be

23

24

25

26

27

28

used as a  basis  for imposing "excessive" ra te  case  costs  (Ex. S-27 a t 42-43). Mr. Smith a lso testified

tha t because  the  UNS ra te  case  presents  many issues  tha t a re  s imila r to those  cons ide red in the

Southwest Gas case (such as a  proposed decoupling mechanism and revisions to the PGA), the rate

ca s e  e xpe ns e  a llowe d in tha t ca s e  is  a  us e ful be nchma rk for the  UNS  ca s e  (Id.). On cross-

examina tion, Mr. Smith a lso expressed a  concern with the  overa ll a lloca tion methodology used by

TEP for UNS expenses . He  tes tified tha t the  direct a lloca tion methodology used by TEP may result
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1 in a  double  recovery, to the  extent tha t the  same personnel a re  used for diffe rent companies , because

2 "it could pote ntia lly re sult in loa ding a  disproportiona te  a mount of the ir cos t onto e a ch utility to the ir

3 ra te  ca se  the y a re  working on" (Tr. a t 896-97). He  conce de d tha t the  Commiss ion should a llow a n

4 appropria te  leve l of ra te  ca se  cos ts , but indica ted tha t "this  is  a  potentia l cos t he re  tha t can ge t tota lly

5 out of control if some  limits  a re n't pla ce d on it" (Tr. a t 898).

6 We agree  with S ta ff and RUCO tha t the  Company's  proposed ra te  case  expense  of $900,000

7 is  e xce s s ive  a nd s hould be  re duce d s ignifica ntly. As  both S ta ff a nd RUCO s ugge s t, the  re ce nt

8 S outhwe s t Ga s  ca s e  pre s e nte d ma ny of the  s a me  is s ue s  tha t we re  ra is e d in this  ca s e , a nd the

9 Southwest Gas  case  is  an appropria te  measure  of comparison for UNS. In response  to the  Company's

10 cla im tha t Southwest Gas  employed a  diffe rent method of a lloca ting such cos ts , and was  the re fore  not

l l compa ra ble  to UNS , S ta ff witne s s  S mith pointe d out pote ntia l proble ms  with the  me thod us e d by

12 TEP  to a lloca te  cos ts  s uch a s  ra te  ca s e  e xpe ns e . We  be lie ve  tha t propos e d ra te  ca s e  e xpe ns e  of

13 $900,000 is  e xce s s ive  whe n compa re d with s imila r ra te  ca se  e xpe nse  a llowa nce s  in a  long line  of

14 ca s e s  be fore  the  Commis s ion. Although S ta ff a nd RUCO pre s e nt s trong a rgume nts  in s upport of

15 the ir re comme nda tions , give n tha t this  is  the  firs t UNS  Ga s  ra te case s ince  the  a cquis ition of the

16 Citize ns  a s s e ts , a nd tha t UNS  wa s  re quire d to re s pond to a  s ubs ta ntia lly highe r numbe r a t" da ta

17 re que s ts  tha n wa s  S outhwe s t Ga s , we  a llow ra te  ca se  e xpe nse  of $300,000, a mortize d ove r thre e

18  ye a rs .

19 Customer Call Center Expenses

20 During the  te s t ye a r, on Ma y 1, 2005, UNS  cha nge d its  me thod of re sponding to cus tome r

21 ca lls  by imple me nting a  consolida te d ca ll ce nte r ope ra te d by TEP , with a  le ve l of cos ts  a lloca te d to

22 UNS . RUCO witne s s  Moore  s ta te d tha t prior to  Ma y 1, 2005, UNS  Ga s  ope ra te d its  ca ll ce nte r

23 separa te ly, us ing 6 cus tomer se rvice  representa tives  a t a  cos t of $17,636 pe r month (RUCO Ex. 3 a t

24 20). Afte r consolida tion of the  ca ll ce nte r, UNS  be ga n to incur a lloca te d cos ts  of $76,227 pe r month

25 (Id.). The  Compa ny a ls o  s ubs e que ntly clos e d wa lk-in  cus tome r s e rvice  office s  in  P re s cott,

26

27

28
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Cottonwood, Fla gs ta ff, a nd S how Low, the re by re quiring cus tome rs  in  thos e  a re a s  to  us e  "pa yda y

1oa n"7 s tore s  if the y wa nt to pa y the ir bills  in pe rs on (Tr. a t 418).

UNS  witne s s  Da lla s  Duke s  s ta te d tha t the  cons olida te d ca ll ce nte r provide s  a  highe r le ve l of

s e rvic e  to  c u s to m e rs  a n d  in d ic a te d  th a t th e  p rio r in d ivid u a lize d  s ys te m  wo u ld  h a ve  re q u ire d  a

s ignifica nt inve s tme nt in ne w s ys te ms  to re s pond to ra pid growth in the  Compa ny's  s e rvice  a re a . Mr.

Duke s  c ite d  a  numbe r o f be ne fits  o f the  c ons o lida te d  ope ra tions ,  inc lud ing  the  a b ility to  ha nd le

incre a s e d ca ll tra ffic , which ha s  ne a rly double d s ince  the  prior individua l ope ra tions  we re  in  pla ce ,

e xpa nde d s e rvice  hours , a  cre dit ca rd pa yme nt option, ca ll volume  tra cking a bility, a nd one  numbe r

a va ila bility for ga s  a nd e le c tric  cus tome rs  in  Moha ve  a nd S a nta  Cruz countie s  (Ex. A-13 a t 29-30).

In re s pons e  to RUCO's  cla ims  tha t cus tome r compla ints  ha ve  incre a s e d s ince  the  ne w ca ll ce nte r wa s

put in  pla ce , Mr. Duke s  s ta te d tha t the  prima ry drive r of the  incre a s e d ca ll volume s  wa s  highe r ga s

cos ts  tha t flowe d through to  cus tome rs . He  re ite ra te d tha t the  forme r individua l office  forma t could

not ha ve  ha ndle d the  incre a s e d volume  of ca lls  a nd tha t the  old s ys te m would ha ve  re quire d incre a s e d

s ta ffing a nd inve s tme nt to ke e p up with s e rvice  de ma nds  (Ex. A-14 a t 16).

RUCO witne s s  Moore  d is a gre e s  with  the  Compa ny's  con te n tion  tha t the  cons o lida te d  ca ll

ce nte r provide s  incre a s e d cus tome r s e rvice . He  c la im s  th a t  in  2 0 0 4 ,  p rio r to  th e  c a ll c e n te r

c ons o lida tion , 13  pe rc e n t o f the  178  to ta l c ompla in ts  a ga ins t the  Compa ny re la te d  to  c us tome r

s e rvice , in  2005, whe n the  ne w ca ll ce nte r wa s  in troduce d, 22  pe rce nt of the  172 to ta l compla in ts

re la te d to cus tome r s e rvice , a nd in 2006, 17 pe rce nt of the  143 tota l compla ints  re la te d to cus tome r

s e rvice  (RUCO Ex. 4 a t 11, Tr. a t 614-15). Ba s e d on this  da ta , RUCO a rgue s  tha t UNS  is  providing

wors e  cus tome r s e rvice  unde r the  ne w ca ll ce nte r forma t, de s pite  a  432 pe rce nt incre a s e  in  cos ts .

Accordingly, RUCO re comme nds  tha t the  Compa ny's  cus tome r s e rvice  cos ts  s hould be  re duce d to

the  le ve l incurre d prior to the  introduction of the  cons olida te d ca ll ce nte r.

We  do not be lie ve  tha t the  re cord s upports  the  dis a llowa nce  s ought by RUCO on this  is s ue .

25 RUCO's  a na lys is  is  ba s e d on a  s imple  compa ris on of compla int da ta  a nd s ys te m cos ts , but doe s  not

26

27

28

7 The payday loan store issue is discussed in detail below. UNS currently retains walk-in company offices in Nogales,
Kinsman, and Lake Havasu.
8 Mr. Dukes claims that the Company's records reflect 120 UNS Gas complaints in 2005 and 149 complaints in 2006 (Ex.
A-14 at 16).
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1 cons ide r the  unde rlying rea sons  why consolida tion to a  mode rnized ca ll cente r was  nece ssa ry. The

2

3

4

5

6

7

8

Company's  witness  cited a  number of advantages  associa ted with the  new ca ll cente r opera tions  and

pointe d out tha t RUCO's  propos a l fa ils  to a ccount for the  doubling of ca ll volume  s ince  the  ne w

s ys te m wa s  put in pla ce  a nd doe s  not include  re cognition of the  a dditiona l inve s tme nt tha t would

ha ve  be e n re quire d to upda te  the  prior de ce ntra lize d s ys te m of cus tome r s e rvice . Although we

be lieve  tha t the  consolida ted ca ll cente r cos ts  should be  a llowed in the  Company's  expense s  in this

ca se , we  ha ve  ongoing conce rns  re ga rding UNS 's  de cis ion to close  a  numbe r of loca l office s  a nd

farm out its  customer service  obliga tions to payday loan s tores , as  discussed be low.

9

10

11

12

13

14

15

16

17

18

19

Misce llaneous "Unnecessary" Expenses

RUCO witne ss  Rodne y Moore  pre se nte d te s timony re que s ting tha t the  Compa ny's  te s t ye a r

expenses  should be  reduced by $233,347 for expenses  tha t were  "questionable , inappropria te  and/or

unne ce s s a ry" (RUCO Ex. 3 a t 22). Mr. Moore  cla ims  tha t his  propos e d a djus tme nt is  re la te d to

pa yme nts  ma de  to cha mbe rs  of comme rce  a nd non-profit orga niza tions  a nd for dona tions , club

me mbe rships , gifts , a wa rds , e xtra va ga nt corpora te  e ve nts , a dve rtis ing, a nd va rious  me a ls , lodging

a nd re fre shme nts  (Id.). He  cite s  a  s a mpling of the  1,995 que s tiona ble  e xpe ns e s , which include

$1,200 for two pe ople  to pla y in a  Fla gs ta ff golf tourna me nt, $5,750 for a n e mploye e  a ppre cia tion

dinne r, $1,000 for Toys  for Tots , $3,058 for the  Fla gs ta ff Cha mbe r of Comme rce , a nd $1,246 for a

cha rte red a ir flight (Id. a t 23).

In re sponse  to RUCO's  cla ims , UNS  witne ss  Ga ry S mith te s tifie d tha t mos t of the  e xpe nse s

20 re la ted to trave l for "regula tory-manda ted functions  such as  leak surveys , sa fe ty audits , and tra ining",

21

22

23

24

25

26

27

28

tha t othe r e xpe ns e s  include d "pa rticipa tion in the  a nnua l ma nda tory Commis s ion P ipe line  S a fe ty

a udit a nd re quire d ope ra tor qua lifica tion tra ining, we lde r qua lifica tion tra ining, a nd e me rge ncy

response  tes ting", and tha t many of the  remaining expenses  a re  for "small tools  tha t a re  necessary for

ma inta ining the  pipe line  sys te m" (Ex. A-16 a t 5-6). UNS  a rgue s  tha t Mr. Moore  did not re spond to

Mr. S mith's  e xpla na tion but, ins te a d, a tta cke d Mr. Duke s ' s ugge s tion tha t RUCO s hould limit its

audit to materia l items because  90 percent of the  challenged expenses are  under $200 and 65 percent

under $50 (Tr. a t 636). The  Company asse rts  tha t RUCO's  demand for a  specific explana tion of why

each cla imed expense  is  reasonable  is  "profoundly unreasonable ," (UNS Initia l Brie f a t 25), because
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1

2

3

RUCO did not cons ider the  cos t of preparing such a  response  and could have  pursued a lte rna te  means

of ve rifica tion during  dis cove ry. Howe ve r, in  a n a tte m pt to  a ppe a s e  RUCO, UNS  witne s s  S m ith

s ta te d in his  re joinde r te s timony tha t the  Compa ny would a gre e  to a  dis a llowa nce  of $27,968 (Ex. A-

5

6

7

8

9
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28

4 17 a t 3).

This  issue  is  ee rily s imila r to the  pos ition taken by Southwest Gas  in its  la s t ra te  case , where in

its  witness  a ttempted to deflect the  burden of proving the  reasonableness  of Southwest Gas 's  cla imed

expenses  for a  number of "sma ll ticke t" items  including jeep tours , ba lloon ride s , club memberships ,

charitable  donations, sports  events , barbecues, flowers , and various food and drinks expenses . In tha t

case , the  Southwest Gas  witness  agreed to e xclude  wha t she  pe rce ive d to be  cle a rly ina ppropria te

mis ce lla ne ous  e xpe ns e s , but indica te d tha t ma ny of the  e xpe ns e s  we re  too s ma ll for e ve n the

company to de te rmine  whe the r they should be  included in cos t of se rvice . Southwes t Gas 's  witne ss

the re fore  conclude d tha t RUCO ha d not pre s e nte d s ufficie nt e vide nce  to s upport its  propos e d

disa llowance . He re , UNS  ma ke s  a n a lmos t ide ntica l a rgume nt, cla iming tha t be ca us e  the  cos ts

individua lly a re  too s ma ll to  tra ck, RUCO's  re comme nda tion mus t fa il. In the  S outhwe s t Ga s

Decis ion (Decis ion No. 68487 a t 19-21), we  re jected tha t a rgument, finding tha t Southwes t Gas  had

not me t its  burde n of proof. As  we  s ta te d in De cis ion No. 68487, "[i]t is  curious  tha t Southwe s t Ga s

se e ks  to ca s t the  burde n of proving the  unre a sona ble ne ss  of e xpe nse s  on RUCO, e spe cia lly once

RUCO ha s  provide d s ome  e vide nce  tha t ce rta in cla ime d e xpe ns e s  a re  ina ppropria te  a nd which

evidence , by the  Company's  own admiss ion, should re sult in additiona l exclus ions" (Id. a t 21).

Consis tent with the  Southwest Gas  Decis ion, we  find tha t a  portion of the  cla imed expenses  in

this  "misce lla ne ous" ca te gory should be  disa llowe d be ca use  UNS fa ile d to me e t its  burde n of proof

as  to the ir va lidity. Recognizing tha t many of the  expenses  appea r to be  legitima te  expenses  re la ted

to tra ining, s a fe ty, a nd ma inte na nce , howe ve r, we  disa llow ha lf of RUCO's  propose d disa llowa nce

($233,347 x 50% = $ll6 ,674). While  it ma y s e e m unfa ir for a  utility compa ny to  be  re quire d to

come forward with supporting evidence  regarding the  reasonableness  of even small expenses , when

the  Compa ny is  s e e king to pla ce  the  burde n of s uch e xpe ns e s  e xclus ive ly on the  ba cks  of its

cus tome rs , it is  re quire d to prove  tha t the  e xpe nse s  we re  re a sona bly ne ce ssa ry for the  provis ion of

s e rvice  to thos e  cus tome rs . If we  we re  to a dopt UNS 's  ra tiona le  re ga rding the s e  re la tive ly s ma ll,
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1

2

miscellaneous expenses, it would be akin to proclaiming the acceptability of the proverbial "death by

1,000 cuts."

3

4

Performance  Enhancement Program

UNS allows its  non-union employees  to participate  in its  parent company's  Performance

Enhancement Program ("PEP"), which provides eligible employees compensation above their base

pay for meeting financial targets (30 percent), cost containment goals (30 percent), and customer

7 service  goals  (40 percent) (Ex. A-13 a t 8-9). Company witness  Dukes  cla ims tha t the  PEP is  an

8 integral part of its compensation package for employees and that UNS would be required to increase

9 base salaries to attract and retain qualified employees if the program were eliminated (Id.).

10 Staff proposes to adjust the PEP expenses by 50 percent, based on Staff' s claim that incentive

l l compensation programs benefit both ratepayers and shareholders. Staff cites to the Southwest Gas

12 Decision to support its  position. In that case, the Commission adopted Staff"s recommendation to

13 disa llow 50 pe rcent of a  s imila r program's  cos ts , ba sed on a  finding tha t the  Southwes t Gas

14 management incentive program benefited both customers and shareholders . Staff witness Ralph

15 Smith s ta ted that there  is  no re levant dis tinction between the  UNS and Southwest Gas incentive

16 programs and that the 50/50 sharing of costs is equally appropriate in this case (Ex. S-25 at 29).

17 RUCO proposes a complete disallowance of the PEP costs, based on its claim that it is not

5

6

18

19

20

21

22

cle a r tha t the  progra m is  ne ce ssa ry to a chie ve  the  PEP 's  goa ls . RUCO witne ss  Moore  te s tifie d tha t

during the  te s t ye a r (2005), no P EP  pa yme nts  we re  ma de  be ca us e  UniS ource  did not me e t the

progra m's  fina ncia l goa ls . Howe ve r, the  UniS ource  Boa rd of Dire ctors  a uthorize d pa yme nt of a

Specia l Recognition Award ("SRA") in 2005 to the  employees  e ligible  for the  PEP . As  a  re sult, UNS

is  se e king in this  proce e ding to re cove r the  a ve ra ge  of the  2004 PEP  pa yme nts  a nd the  2005 SRA

23 cos ts . Mr. Moore  conte nds  tha t the  S RA is  unique  a nd doe s  not me e t the  crite ria  of a  typica l a nd

24 re curring te s t ye a r e xpe ns e  for which ra te  re cove ry s hould be  gra nte d (RUCO Ex. 3 a t 16-17). He

25 a ls o s ta te d tha t 60 pe rce nt of the  P EP  pa yme nts  a re  re la te d to fina ncia l pe rforma nce  a nd cos t

26 conta inme nt, which a re  goa ls  tha t prima rily be ne fit s ha re holde rs . Fina lly, Mr. Moore  a s s e rts  tha t

27 because  the  PEP does  not apply to 60 pe rcent of its  employees (i.e ., union employees ), it is  not cle a r

28 tha t the  program is  necessa ry or will achieve  the  s ta ted goa ls (Id ., RUCO Ex. 4 a t 8).
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1 We  be lie ve  tha t S ta ff"s  re comme nda tion provide s  a  re a s ona ble  ba la ncing of the  inte re s ts

2 be twe e n ra te pa ye rs  a nd sha re holde rs  by re quiring e a ch group to be a r ha lf the  cos t of the  ince ntive

3  p rog ra m. As  RUCO points  out, the  progra m is  compris e d of e le me nts  tha t re la te  to the  pa re nt

4  compa ny's  fina ncia l pe rfo rma nce  a nd  cos t con ta inme nt goa ls , ma tte rs  tha t p rima rily be ne fit

5 sha re holde rs . Howe ve r, 40 pe rce nt of the  progra m's  ince ntive  compe nsa tion is  ba se d on me e ting

6 cus tome r s e rvice  goa ls . This  offe rs  the  opportunity for the  Compa ny's  cus tome rs  to be ne fit from

7 improve d pe rfonna nce  in tha t a re a . For the  sa me  re a sons , we  a lso a dopt S ta ffs  re comme nda tion to

8 disa llow 50 pe rce nt of the  Office r's  Long-Te rm Ince ntive  P rogra m (Ex. S -25 a t 26).

9 Although we  be lie ve , on ba la nce , tha t the  50/50 s ha ring is  re a s ona ble , we  s ha re  RUCO's

10 conce rns  tha t the  S RA offe re d to e mploye e s  in 2005 ma y ha ve  the  e ffe ct of unde rmining the  ve ry

l l goa ls  the  P EP  is  inte nde d to a chie ve  (i.e ., providing a n ince ntive  for pa rticipa ting e mploye e s  to

12 improve  pe rformance  and the reby bene fit both the  Company and its  cus tomers ). As  described by Mr.

13 Moore , de spite  fa iling to mee t the  PEP  goa ls , the  UniSource  Boa rd of Directors  decided none the le ss

14 to provide  the  a ffe cte d e mploye e s  with a  surroga te  me a ns  of compe nsa tion. It a ppe a rs  tha t the  SRA

15 sends  a  s igna l to employees  tha t they will be  compensa ted rega rdle ss  of pe rformance , which places

16 the  e ntire  pre mis e  of the  P EP  a t is s ue . We  e xpe ct the  progra m to be  s crutinize d in the  Compa ny's

17 ne xt ra te  ca s e  to de te rmine  the  a ppropria te ne s s  of providing ince ntive  compe ns a tion a bove  ba s e

18 salaries to employees.

19 Supplementa l Executive  Re tirement P lan

20 UNS Gas  a llows se lect executives  to pa rticipa te  in a  Supplementa l Executive  Re tirement P lan

21 ("S ERP "). The  S ERP  provide s  to e ligible  e xe cutive s  re tire me nt be ne fits  in e xce s s  of the  limits

22 a llowe d unde r Inte rna l Re ve nue  S e rvice  ("IRS ") re gula tions  for s a la rie s  in  e xce s s  of s pe cifie d

23 amounts . UNS contends  tha t the  SERP cos ts  a re  reasonable  and tha t ne ithe r S ta ff nor RUCO ha ve

24 s hown tha t the  Compa ny's  ove ra ll e xe cutive  compe ns a tion cos ts  a re  e xce s s ive  or out of line  with

25

26

27

28

industry standards.

Staff and RUCO recommend disallowance of the SERP costs ($93,075), in accordance with

the Commission's Decision in the Southwest Gas case (Decision No. 68487, at 18-19). In that case,

we disallowed Southwest Gas's SERP costs, finding:
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1

2

3

4

5

[T]he  provis ion of a dditiona l compe ns a tion to S outhwe s t Ga s ' highe s t
pa id e mploye e s  to re me dy a  pe rce ive d de ficie ncy in re tire me nt be ne fits
re la tive  to the  Compa ny's  othe r e mploye e s  is  not a  re a sona ble  e xpe nse
tha t s hould be  re cove re d in ra te s . Without the  S ERP , the  Compa ny's
office rs  s till e njoy the  s a me  re tire me nt be ne fits  a va ila ble  to a ny othe r
S outhwe s t Ga s  e mploye e  a nd the  a tte mpt to  ma ke  the s e  e xe cutive s
"whole " in  the  s e ns e  of a llowing  a  gre a te r pe rce nta ge  of re tire me nt
benefits  does  not mee t the  te s t of reasonableness . If the  Company wishes
to provide  additiona l re tirement bene fits above 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 so a t the  e xpe nse
of its  sha reholders . (Id. a t 19).

6

7

8

9

10

11

12

13

14

We  disa gre e  with the  Compa ny's  a rgume nt tha t disa llowa nce  of the  S ERP  cos ts  e ffe ctive ly

a llows  the  IRS  to dicta te  wha t compensa tion cos ts  should be  recove red. As  was  clea rly s ta ted in the

passage  cited above , the  issue  is  not whe ther UNS may provide  compensa tion to se lect executives  in

e xce s s  of the  re tire me nt limits  a llowe d by the  IRS , but whe the r ra te pa ye rs  should be  s a ddle d with

costs  of executive  benefits  tha t exceed the  trea tment a llowed for a ll other employees . If the  Company

chooses to do so, shareholders ra ther than ra tepayers should be  responsible  for the  re tirement benefits

a fforded only to those  executives . We  see  no reason to depa rt from the  ra tiona le  on this  issue  in the

mos t re ce nt S outhwe s t Ga s  ra te  ca se ,9 a nd we  the re fore  a dopt the  re comme nda tions  of S ta ff a nd

RUCO and disa llow the  requested SERP costs .

More  dis turbing tha n the  Compa ny's  a dvoca cy on the  re la tive  me rits  of the  S ERP  is  the

s ta tement in its  initia l brie f tha t "[h]ad UNS Gas  been notified tha t SERP cos ts  would not be  a llowed,

it could have  re s tructured its  executive  compensa tion package  to take  tha t into account. It would not

be  fa ir to hold UNS  Ga s  to this  ne w, une xpe cte d s ta nda rd." (UNS  Initia l Brie f a t 28.) Implicit in the

Compa ny's  a rgume nt is  the  conce p t tha t "if we  don 't re cove r fu lly wha t we  be lie ve  a re  our

reasonable  costs  in our pre fe rred manner, we 'll s imply shift those  costs  to another account to disguise

the  cos ts  a nd ultima te ly e nsure  re cove ry." The  a pproa ch to ra te  re cove ry se e mingly a dvoca te d by

15

16

17

18

19

20

21

22

23

24

25

26

27

28

UNS  ca n  s e rve  on ly to  incre a s e  the  cyn ic is m ofte n  e xpre s s e d  by ra te pa ye rs  re ga rd ing  the

reasonableness  of a  given utility company's  proposed ra te s  and, if a llowed, would a t its  e ssence  turn

the  ra te rna king proce s s  into a  ve rita ble  re gula tory ve rs ion of "Thre e -Ca rd Monte ." We  trus t tha t in

9 See also Arizona Public Service Co., Decision No. 69663, at 27 (June 28, 2007), wherein SERP costs were excluded in
their entirety.
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f

1 future  ra te  a pplica tions , S ta ff a nd RUCO will e xplore  thoroughly the  me rits  of individua l e xpe nse s

2 sought by UNS , a s  we ll a s  othe r compa nie s , to e nsure  tha t cus tome rs  a re  pa ying ra te s  tha t include

3 only the  cos ts  necessa ry to provide  qua lity se rvice .

4 Flee t Fue l Expense

5 UNS witness  Dukes  proposed tha t the  Company's  flee t fue l expense  be  es tablished based on

6 an average  gasoline  cos t of $2.48 pe r ga llon (Ex. A-13 a t 19). Mr. Dukes  s ta ted tha t the  average  fue l

7 price  use d by UNS  re fle cts  the  Compa ny's  a ctua l cos ts  a nd tha t lowe r cos t re comme nda tions  ma de

8 by S ta ff a nd RUCO s hould be  re je cte d. He  te s tifie d tha t it is  not s urpris ing tha t UNS  would ha ve

9 s lightly highe r fue l cos ts  tha n some  othe r utilitie s  be ca use  the  UNS  Ga s  se rvice  a re a  is  fa rthe r from

10 la rge  me tropolita n a re a s  like  Phoe nix a nd Tucson a nd cove rs  a  la rge r numbe r of squa re  mile s  give n

l l its  more  rura l loca tion (Id.). In re s pons e  to a  propos e d dis a llowa nce  ma de  by S ta ff witne s s  Ra lph

12 Smith, Mr. Dukes  reduced the  Company's  request by $12,657 (pre -tax) (Id. a t 23-24).

13 In his  surre butta l te s timony, S ta ff witne ss  S mith a gre e d with Mr. Duke s ' propose d re duction

14 to fle e t fue l expense  (Ex. S -27 a t 39). Although S ta ff appea rs  to have  reconciled its  recommenda tion

15 with the  Compa ny on this  is sue , UNS 's  brie f continue s  to a dvoca te  re je ction of S ta ffs  pos ition (UNS

1 6  In itia l Brie f a t 2 9 -3 0 ). We  a s s ume  tha t the  Compa ny fa ile d to  notice  Mr. S mith 's  s urre butta l

17 te s timony a gre e ing with Mr. Duke s ' re butta l te s timony, a nd we  be lie ve  tha t the re  is  no re ma ining

18 dispute  be twe e n UNS a nd S ta ff.

19 RUCO agrees  tha t it is  appropria te  for UNS to annua lize  its  fue l expense  to re flect additiona l

20 e mploye e s  include d in its  pa yroll a nnua liza tion a djus tme nt. Howe ve r, RUCO witne s s  Dia z Corte z

21 s ta ted tha t because  ga soline  price s  we re  abnorma lly high in e a rly 2006, the  Company's  ca lcula tion

22 infla ted the  annua lized leve l of fue l expenses  (RUCO Ex. 5 a t 14-15). Ins tead of the  proposa l to base

23 fuel expenses on an average of $2.48, RUCO recommends using $2.43 per gallon as the  average cost

24 (Id. a t S che d. MDC-3). In a ddition, RUCO cla ims  tha t UNS  unde rs ta te d the  a ctua l mile s  pe r ga llon

25 (10.28 mpg) a chie ve d by the  UNS  fle e t (Id. a t 15). On cross -e xa mina tion, Mr. Duke s  a dmitte d tha t

26 the  Compa ny did not re s pond to the  s e cond pa rt of RUCO's  re comme nda tion (i.e ., the  UNS  fle e t

27 mile s  pe r ga llon) (Tr. a t 241-42). Nor did UNS a ddre ss  the  mile s  pe r ga llon is sue  in its  brie f.

28
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We find tha t the  Company has  adequa te ly supported the  use  of $2.48 pe r ga llon as  the  bas is

2 for de tennining its  flee t fue l cos ts  in this  proceeding. However, a s  Ms. Diaz Cortez pointed out, UNS

3 did not re spond to the  second pa rt of the  RUCO recommenda tion dea ling with flee t mile s  pe r ga llon.

4 We  will the re fore  a dopt RUCO's  proposa l to use  the  a ctua l 2005 fle e t mile s  pe r ga llon a s  se t forth in

5 Ms . Dia z Corte z 's  s che dule s , a djus te d by the  inclus ion of the  $2.48 pe r ga llon ga s oline  price

6 re comme nde d by UNS  a nd S ta ff.

7 Bad Debt Expense

8 In its  initia l brie f, UNS s ta te s  tha t a lthough the  Compa ny and S ta ff are  in agreement as  to the

9 a ppropria te  le ve l of ba d de bt e xpe ns e , RUCO's  propos a l to  dis a llow $100,000 is  ba s e d on a

10 misma tch a nd should be  re je cte d (UNS  Initia l Brie f a t 29). Ms . Dia z Corte z a gre e d in he r surre butta l

l l te s timony tha t "the  numera tor and the  denomina tor of the  bad debt ra tio would have  to be  adjusted to

12 re move  the  NS P  a nd Griffith P la nt" (RUCO Ex. 6 a t 13). It a ppe a rs  tha t UNS  fa ile d to re cognize

13 RUCO's  s urre butta l te s timony on this  is s ue  a nd, a s  a  re s ult, continue s  to a dvoca te  re je ction of a

14 pos ition RUCO conce de d be fore  the  comme nce me nt of the  he a ring. S ince  the re  is  no re ma ining

15 disputed issue , we adopt the  Company's  recommendation on this  issue .

16 Postage Expense

17 UNS proposed inclusion in opera ting expenses of $529,380 for postage  costs , based on a  two-

18 ye a r a ve ra ge  (2005 a nd 2006) a nd including a cknowle dge me nt of a  pos ta l incre a s e  tha t be ca me

19 effective  May 14, 2007 (from $.39 to $.41) (Ex. A-13 a t 19-21).

20 In his  s urre butta l te s timony, S ta ff witne s s  Ra lph S mith modifie d a n e a rlie r a djus tme nt a nd

21 agreed with UNS tha t the  postage  expense  s ta rting point of $445,171 is  appropria te , which produces

22 an annua lized postage  expense  of $476,960 to re flect a  January 8, 2006 postage  increase  as  well as

23 cus tome r growth tha t occurre d during the  te s t ye a r. In a ddition, Mr. S mith a gre e d tha t the  Ma y 14,

24 2007, increase  should be  recognized, resulting in an overa ll pos tage  a llowance  of $503,356 (Ex. S-27,

25 a t 39-40). The  diffe re nce  of $26,024 be twe e n the UNS  a nd S ta ff recommenda tions  re la te s  to the

26 Compa ny's  proposa l to re fle ct the  impa ct of 2006 pos ta ge  e xpe nse . Mr. Smith s ta te d tha t cus tome r

27 growth should only be  re flected through the  2005 te s t yea r because  inclus ion of cus tomer growth in
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1 2006, without cons ide ring the  comme nsura te  growth in re ve nue s , would re sult in a n ina ppropria te

2  mis ma tch  (Id .).

3 RUC() witness  Rodney Moore  proposed an adjus tment comparable  to tha t proposed by S ta ff

4 (RUCO Ex. 4 a t 9). Like  tha t of S ta ff, RUCO's  a djus tme nt is  ba s e d on the  us e  of his toric te s t ye a r

5 leve ls , annualized for increases  in customer leve ls  and adjusted for known and measurable  posta l ra te

6 incre a se s . As  re fle cte d in its  fina l s che dule s  (Fina l S che d. RLM-9), RUCO's  re comme nda tion is  for

7 an a llowance  of$502,018.

8 It is  not cle a r whe the r the  UNS  initia l brie f re cognize d the  a djus tme nts  ma de  by S ta ff a nd

9 RUCO in  the ir s urre butta l te s timonie s , be ca us e  the  UNS  brie f s ta te s  tha t the  S ta ff a nd RUCO

10 pos itions  s hould be  re je cte d due  to "s e ve ra l e rrors " (UNS  Initia l Brie f a t 30). As  de s cribe d a bove ,

l l both S ta ff a nd RUCO e ve ntua lly a gre e d with a ll of the  Compa ny's  a rgume nts  on this  is sue  e xce pt

12 one : whe the r cus tome r growth be yond the  te s t ye a r s hould be  re cognize d in e s ta blis hing pos ta ge

13 e xpe nse . UNS  did not a ddre s s  in its  re ply brie f the  a rgume nts  ma de  in the  S ta ff a nd RUCO initia l

14 brie fs , so it is  poss ible  the  Company is  now in agreement with the S ta ff and RUCO recommendations

15  on  th is  is s ue . We  a gre e  with S ta ff a nd RUCO tha t cus tome r growth s hould be  re cognize d only

16 through the  e nd of the  te s t ye a r be ca use  to do othe rwise  would re sult in a  cle a r misma tch be twe e n

17 e xpe ns e s  a nd  re ve nue s  unde r the  Compa ny's  propos a l. Alth o u g h  th e  S ta ff a n d  R UC O

18 re comme nda tions  re s u lt in  s ligh tly d iffe re n t a mounts  ($ l,338  d iffe re nce ), the  re a s on  fo r the

19 diffe rence  is  not clea r. We  the re fore  adopt S ta ffs  pos tage  expense  recommenda tion of $503,356.

20 Deprecia tion and Property Taxes  for CWIP

21 S ta ff ma de  a d jus tme nts  to  re move  the  Compa ny's  p ropos e d  pro  Ronna  a mounts  fo r

22 de pre cia tion a nd prope rty taxes re la ted to the  reques t to include  CWIP or, a lte rna tive ly, pos t-te s t-yea r

23 pla nt (Ex. S -27 a t 26). Give n our de nia l of the  CWIP  a nd pos t-te s t ye a r pla nt propos a ls , S ta ff' s

24 adjustments are adopted.

25 Overtime  Payroll Expense

26 S ta ff witne ss  Ra lph Smith re comme nde d a n a djus tme nt to re duce  the  Compa ny's  propose d

27 te s t ye a r ove rtime  pa yroll e xpe nse  by $123,010 (Ex. S -25 a t 28). The  a djus tme nt re la te s  to S ta ff s

28 norma liza tion of the  ove rtime  pa yroll e xpe ns e s  (Id). In his  Re butta l te s timony, UNS  witne s s  Duke s
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1

2

agreed with Staff's proposal, conceding that Staffs recommendation is more reflective of expected

overtime levels (Ex. A-13 at 17). Staff's recommendation is adopted.

3 Payroll Tax Expense

4 Staff witness Ralph Smith proposed a reduction to the Company's pro forma payroll tax

5 expense by $9,348 to reflect Staffs adjustments to overtime payroll and incentive compensation

6 expenses (Ex. S-27 at 34). Consistent with Staffs recommendations on the overtime payroll and

7 incentive compensation issues, Staff' s payroll tax expense adjustMent is adopted accordingly.

8 Property Tax Expense

9 UNS proposed the use of a property tax rate of 24.5 percent (Ex. A-13, Attach. DJD-1). Both

10 Staff and RUCO recommend setting allowable expenses for property tax based on a rate of 24.0

ll percent. Staff witness Ralph Smith testified that Staffs recommendation is based on the known and

12 measurable assessment for 2007, pursuant to legislation passed by the Arizona State Legislature that

13 reduces property tax assessments from a rate of 25 percent in 2005 by .5 percent in each successive

14 year until a rate of 20 percent is achieved in 2015 (Ex. S-27 at 35-36). Mr. Smith stated that the

15 Company's proposal fails to recognize the impact of the known tax change. He also indicated that

16 Staffs recommendation is consistent with the recent Southwest Gas rate case (which had a test year

17 ending August 31, 2004), wherein Southwest Gas, Staff, and RUCO agreed that a 24.5 percent

18 assessment for the 2006 rate was appropriate for the calculation of property tax expense (Id.). RUCO

19 witness Rodney Moore also proposed use of a 24.0 percent assessment rate for UNS in this case,

20 based on the same rationale described by Mr. Smith (RUCO Ex. 4 at 14).

21 We agree with Staff and RUCO that the property tax expense allowance in this case should be

22 based on the known and measurable assessment rate currently in effect. The rate for 2007 is

23 currently 24.0 percent, and the rate will continue to decline in subsequent years while the rates

24 established in this case are in effect. The Staff and RUCO recommendations are therefore adopted.

Membership and Industry Association Dues

UNS initially included $41,854 for dues paid to the American Gas Association ("AGA"). In

27 his direct testimony, RUCO witness Moore recommended a partial disallowance of $1,523 of the

28

25

26
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1 AGA dues based on an AGA/NARUC" Oversight Committee Report indicating that 1.54 percent of

2 AGA dues are used for marketing and that 2.10 percent of dues are allocated for lobbying activities

3 (RUCO Ex. 3 a t 26-29). In his  Rebutta l tes timony, UNS witness  Dukes  agreed with Mr. Moore 's

4 proposed adjustment and revised the Company's proposed expenses in accordance with RUCO's

5 recommendation (Ex. A-13, at 18-19).

6 Staff witness Ralph Smith recommended a larger percentage disallowance of the AGA dues

7 and a lso proposed e limina ting dues  pa id by the  Company to a  number of othe r organiza tions

8 (primarily for dues to a  number of local Chambers of Commerce within the UNS service area) (Ex.

9 S-27 at 37-39, Sched. C-l4). Mr. Smith stated that Staffs more aggressive disallowance proposal is

10 based on language in the  Southwest Gas Order, (Decision No. 68487, a t l4), which admonished

l l Southwest Gas in its  next ra te case to "provide  a  clearer picture  of AGA functions  and how the

12 AGA's activities  provide specific benefits  to the Company and its  Arizona Ratepayers." Mr. Smith

13 acknowledged that the Southwest Gas Order disallowed only the marketing and lobbying portions of

14 the  AGA due s  (3.64 pe rce nt), cons is te nt with RUCO's  re comme nda tion in this  proce e ding.

15 However, he believes UNS should have been on notice to provide additional details regarding AGA

16 activities , which the  Company fa iled to supply. Mr. Smith based his  40 percent disa llowance  on

17 1999 a nd 2000 NARUC a udit re ports  of AGA e xpe nditure s  (which a ppe a r to indica te  tha t

18 approximate ly 40 pe rcent of AGA dues  a re  used for marke ting and lobbying e fforts ) and on a

19 decision issued by the Florida Public Service Commission disallowing 40 percent of AGA dues from

20 expenses (Ex. S-25 at 34-37, Sched. RCS-3, Ex. S-27 at 37-39).

21 Mr. Smith ra ises  a  va lid point regarding the  na ture  of AGA dues  and whe ther a  higher

22 percentage of such dues should be disallowed as related to activities that are not necessary for the

23 provision of service to UNS customers. However, we believe it is  reasonable, in this case,to allow

24 $40,331 ($4l,854 - $l,523), in accordance with RUCO's  recommendation. As we indicated in the

25 Southwest Gas Order, however, we expect UNS in its next rate case to provide more detailed support

26

27

28 10 National Association of Regulatory Commissioners
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1 for a llowa nce  of AGA due s  a nd how the  AGA's  a ctivitie s  be ne fit the  Compa ny's  cus tome rs  a s ide

2 from ma rke ting a nd lobbying e fforts .

3 With re s pe ct to Mr. S mith's  propos a l to dis a llow a  numbe r of s ma lle r due s  to Cha mbe rs  of

4 Comme rce  a nd s imila r orga niza tions , we  be lie ve  the se  type s  of e xpe nse s  a re  e ncompa sse d within

5 RUCO's  re comme nda tion re ga rding s o-ca lle d "unne ce s s a ry" e xpe ns e s , which a re  a ddre s s e d in a

6 prior se ction of this  Orde r. Give n tha t we  disa llowe d 50 pe rce nt of those  e xpe nse s , it is  like ly tha t a n

7 a dditiona l dis a llowa nce  unde r S ta ffs  re comme nda tion would re pre s e nt a  double  counting of the

8 type s  of e xpe ns e s  ide ntifie d by RUCO. We  the re fore  de cline  to a dopt S ta ffs  re comme nda tion on

9 th is  is s ue .

10 Inte re s t Synchroniza tion

11 The re  doe s  not a ppe a r to be  a ny dis pute  tha t a n inte re s t s ynchroniza tion a djus tme nt is

12 ne ce ssa ry to coordina te  the  income  ta x ca lcula tion with ra te  ba se  a nd cos t of ca pita l. As  se t forth in

13 Sta ff witness  Ra lph Smith's  te s timony, this  adjus tment decreases  income tax expense  a rid increases

14 the  Company's  achieved ope ra ting income  by a  s imila r amount (Ex. S -27, Attach. RCS-ZS, Sched. C-

15 17).

16

17

18 Re s ide ntia l Ene rgy S upport ("CARES ") progra m upon a pprova l of the  ne w ra te s  e s ta blis he d in  this

19 ca s e . According to  S ta ff witne s s  Ra lph S mith , S ta ff ha s  re cognize d CARES  progra m dis counts  in

20 S ta ffs  propos e d ra te  de s ign, a nd S ta ff re cognize s  UNS  ha s  a ccumula te d s ome  de fe rre d cos ts  re la te d

21 to  th e  p ro g ra m  (E x.  S -2 7  a t 4 4 ). Ba s e d  on  S ta ff witne s s  Mc Ne e ly-Kirwa n 's  re c om m e nda tion

22 re ga rding the  ra te ma king tre a tme nt for the  a ccumula te d de fe rre d CARES  cos ts , Mr. S mith re duce d

23 ope ra ting e xpe ns e s  by $441,511 (Id., S che d. C-20). Give n our a doption of s ta ff's  re comme nda tion

24 re ga rd ing  the  CARES  progra m (s e e  d is cus s ion  be low), S ta ffs  p ropos e d  a d jus tme nt to  ope ra ting

25

26

27

28

CARES  Re la te d Amortiza tion

S ta ff re comme nde d tha t UNS  ce a s e  de fe rra l of cos ts  re la te d to the  Cus tome r As s is ta nce

income is  appropria te .

Nonrecuning Severance  Payment

S ta ff witne s s  Ra lph  S mith  in itia lly propos e d  a n  a d jus tme nt to  re move  a  nonre curring

severance  payment for an employee  who was dismissed in 2004, but whose  severance  payment was
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1

2

3

4

5

ma de  in 2005 (Ex. S -25 a t 27-28). UNS witne ss  Duke s  oppose d S ta ff's  re comme nda tion, s ta ting in

his  rebutta l te s timony tha t because  the re  was  never an offse tting expense  for this  payment pos ted to

the  Company's  books  in 2005, payroll expense  was  unders ta ted by approximate ly $52,000 (Ex. A-13

a t 15). In his  surre butta l te s timony, Mr. S mith s ta te d tha t S ta ff's  prior a djus tme nt wa s  unne ce ssa ry

because  the  item "was  e ffective ly adjus ted to ze ro in the  UNS Gas  filing" (Ex. S-27 a t 33).

"to re vis e  its6 In its  Initia l Brie f, S ta ff conte nds  tha t it disa gre e s  with the  a tte mpt by Mr. Duke s

7

8

9

filing to a dd this  nonre cuning se ve ra nce  e xpe nse  ba ck twice " (S ta ff Initia l Brie f a t 15). UNS did not

a ddre s s  this  is sue  in e ithe r of its  Brie fs , but it a ppe a rs  from re a ding Mr. S lnith's  te s timony tha t the

is s ue  wa s  re s olve d prior to  the  he a ring, cons ide ring Mr. S rnith 's  s ta te me nt tha t the  prior S ta ff

1 1

1 2

10 adjustment was unnecessary.

Nonre curring Union Tra ining

RUCO witne s s  Moore  re comme nde d dis a llowa nce  of $2,584 re la te d to M.A.R.C. (Union)

Tra ining tha t, a ccording to Mr. Moore , UNS ha d de scribe d a s  "a  one -time  only ins tructiona l se ss ion1 3

1 4

1 5

to a cqua int Compa ny pe rsonne l with working in a  unionize d e nvironme nt" (RUCO Ex. 4 a t 16). Mr.

Moore  cla ims tha t the  expense  is  nonreeun'ing and should there fore  be  disa llowed (Id.).

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

26

27

UNS  witne s s  Ga ry S mith s ta te d tha t while  the  M.A.R.C. tra ining wa s  a  one -time  e ve nt,

tra ining is  a n ongoing a ctivity tha t is  re quire d to comply with re gula tory ma nda te s . He  cla ims  tha t,

s ince  the  e nd of the  te s t ye a r, a nothe r ma nda tory tra ining progra m ha s  be e n e s ta blis he d for ga s

dis tribution compa nie s  to provide  tra ining to both the  public a nd e mploye e s  (Ex. A-17, a t 4). The

Compa ny the re fore  re que s ts  tha t RUCO's  re comme nda tion be  re je cte d. On cross -e xa mina tion, Mr.

Smith admitted tha t the  M.A.R.C. tra ining was  a  one -time  event and tha t RUCO had not proposed to

disa llow any other tra ining expenses  incurred by the  Company (Tr. a t 416-17) .

We  a gre e  with RUCO tha t the  spe cific e xpe nse  ite m ide ntifie d by Mr. Moore  is  re la te d to a

one -time  tra ining cos t tha t will not occur in the  future . No othe r tra ining cos ts  a re  re comme nde d for

disa llowance , and a lthough the  Company may face  increasing tra ining costs  in the  future , those  costs

will be  a ddre s se d in a  future  ra te  ca se  whe re  a ll re le va nt te s t ye a r re ve nue s  a nd e xpe nse s  will be

eva lua ted for inclus ion in ra tes . We the re fore  adopt RUCO's  recommenda tion on this  issue .

28
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1 New Deprecia tion Ra tes

2 S ta ff witne ss  Ra lph Smith indica ted tha t S ta ff is  in agreement with the  Company's  proposed

3 ne w de pre cia tion ra te s  (Ex. S -25 a t 63). Howe ve r, Mr. S mith re comme nde d tha t e a ch of the  ne w

4 de pre cia tion ra te s  propose d by UNS should be  cle a rly broke n out by a  se rvice  life  a nd a  ne t sa lva ge

5 ra te . He  indica ted tha t this  would a llow the  deprecia tion expense  re la ted to the  inclus ion of e s tima ted

6 future  cos t of re mova l in de pre cia tion ra te s  to be  tra cke d a nd a ccounte d for by pla nt a ccount (Id.).

7 The re  does  not appea r to be  a  dispute  rega rding the  new deprecia tion ra te s  to be  employed by UNS.

8 Furthe r, the  Compa ny did not oppose  Mr. S mith's  sugge s tions  for s e pa ra ting the  de pre cia tion ra te s

9 for se rvice  life  and ne t sa lvage . S ta ff's  recommenda tion is  the re fore  adopted.

10 Net Opera ting Income

l l Cons is tent with the  foregoing discuss ion, we  will a llow adjus ted te s t yea r ope ra ting expenses

12 of S 37,522,436, which ba s e d on te s t ye a r re ve nue s  of $47,273,923, re s ults  in te s t ye a r a djus te d

13 opera ting income of $9,751,488, a  6.81 percent ra te  of re turn on FVRB.

14 COS T OF CAP ITAL

15 UNS Gas recommends tha t the  Commiss ion de te rmine  the  Company's  cos t of common equity

16 to be  11.0 pe rce nt, with a n ove ra ll we ighte d cos t of ca pita l re comme nda tion of 8.80 pe rce nt. S ta ff

17 re comme nds  a  cos t of common e quity of 10.0 pe rce nt, with a n ove ra ll we ighte d cos t of ca pita l

18 de te rmina tion of 8.12 pe rcent. RUCO proposes  adoption of a  cos t of common equity of 9.84 pe rcent,

19 with a n ove ra ll we ighte d cos t of ca pita l of 8.22 pe rce nt (RUCO Ex. 8 a t 2).

20 Capita l S tructure

At the  end of the  te s t yea r, UNS had a  capita l s tructure  cons is ting of 55.33 pe rcent long-te rm

22 debt and 44.67 pe rcent equity (Ex. A-27 a t 8). UNS proposes  us ing a  hypothe tica l capita l s tructure  of

23 50 pe rcent debt and 50 pe rcent equity because  it is  s triving to increase  its  equity ra tio to 50 pe rcent

24 and be lieves tha t the  ra tes  se t in this  case  should reflect the  capita l s tructure  tha t would exist when the

25 ra tes  se t in this  case  a re  in e ffect (Tr. 964).

26 According to UNS witness  Kenton Grant, "it is  reasonable  for the  Company to ta rge t a  highe r

27 common e quity ra tio due  to the  Compa ny's  s ma ll s ize , la rge  ca pita l s pe nding ne e ds  a nd limite d

28 borrowing ca pa city" (Ex. A-27 a t 8-9). He  cla ims  tha t UNS  fore ca s ts  a chie ving a  50 pe rce nt e quity

2 1
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ra tio by the  e nd of 2008 (Id.). In support of the  Compa ny's  improving e quity ra tio, Mr. Gra nt points

out tha t UNS  Ga s  ha s  improve d its  e quity ra tio from 33 pe rce nt in Augus t of 2003 to 45 pe rce nt a t

the  e nd of 2005. He  s ta te d tha t this  improve me nt ha s  be e n a chie ve d by UNS  Ga s 's  re ta ining 100

pe rce nt of its  a nnua l e a rnings  a nd through a dditiona l e quity inve s tme nts  from its  pa re nt, UniSource

Ene rgy. Mr. Gra nt te s tifie d tha t de s pite  the absence of a ny d ivide nds  be ing  pa id  by UNS  to

UniS ource  ove r the  pa s t s e ve ra l ye a rs , UniS ource  ha s  inve s te d a n a dditiona l $16 million of e quity
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7  ca p ita l in UNS  Ga s  (Id.).

8 UNS  cite s  to the  mos t re ce nt S outhwe s t Ga s  Orde r to s upport its  re que s t for e mploying a

9 hypothe tica l ca pita l s tructure  (De cis ion No. 68487, a t 23-25). In tha t ca s e , the  Commis s ion a gre e d

10  with  S ta ff's  re que s t to  us e  a  hypothe tica l ca p ita l s tructure  o f 40  pe rce n t e qu ity, bu t re je cte d

l l Southwes t Gas ' reques t to use  42 pe rcent equity in the  capita l s tructure . During the  te s t yea r in tha t

12 ca s e , S outhwe s t Ga s  ha d a n a ve ra ge  a ctua l ca pita l s tructure  of 34.5 pe rce nt e quity, 5.3 pe rce nt

13 pre fe rre d s tock, a nd 60.2 pe rce nt long-te nn de bt (Id. a t 23). In this  ca s e , Mr. Gra nt indica te d tha t

14 us ing the  Compa ny's  re comme nde d hypothe tica l ca pita l s tructure  would he lp a lle via te  the  curre nt

weakness  in ea rnings  and ca sh flow in orde r to offse t the  nega tive  credit impact of weak ca sh flows

(Id. a t 10).

RUCO supports  the  Company's  reques t to use  a  50/50 hypothe tica l capita ] s tructure  to

establish UNS's cost of capital in this proceeding. RUCO witness William Rigsby stated that UNS's

capital structure is more heavily weighted with debt than the average of the companies used in his

comparable company analysis . He also indicated that the other local gas distribution companies

("LDCs") in his sample group had an average of 48 percent debt and 52 percent equity, compared to

UNS at approximately 55 percent and 45 percent, respectively (RUCO Ex. 7 at 43). As a result, Mr.

Rigsby suggested, the LDCs in his proxy group would have a lower level of financial risk compared

to UNS. As discussed below, Mr. Rigsby did not make an adjustment to his cost of equity analysis to

account for a higher level of financial risk but, instead, testified that his hypothetical capital sMcture

recommendation gives recognition to this higher risk (Id. at 44) .

Although UNS and RUCO are in agreement on the employment of a 50/50 capital structure,

Staff contends that a hypothetical capital structure is not appropriate in this case. Staff witness David
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1 Purcell testified that both UNS Gas and UNS Electric currently have higher equity ratios than either

2 TEP or UniSource Energy, and the actual UNS equity ratio is comparable to those of other electric

3 and combination gas and electric utilities (Ex. S-36 at 19-20). Mr. Parcel] stated that using a

4 hypothetical capital structure would have the effect of "increasing the actual return on equity to a

5 level exceeding that intentionally approved by the Commission" (Id. at 20). According to Mr.

6 Parcell, adopting the Company's proposed 50/50 capital structure would have the net effect of

7 increasing the actual authorized return on equity by 50 basis points, or 0.50 percent (Id. at 21).

8 With respect to the Commission's use of hypothetical capital structures in prior cases, Staff

9 argues that the circumstances are different for UNS. Staff cites to a recent Arizona-American Water

10 Company (Mohave) case in which the Commission adopted a hypothetical capital structure of 40

ll percent equity and 60 percent debt, although the company's actual structure consisted of 37.2 percent

12 equity and 62.8 percent debt (Decision No. 69440, at 13). Staff asserts that the Colnmission's

13 Decision in that case was based on its concern that Arizona-American was more highly leveraged

14 than its comparable companies. According to Staff, UNS's capital structure is in line with other

15 comparable companies, so no similar concern exists. Staff contends that the same reasoning holds

16 true with respect to Southwest Gas, which had a highly leveraged capital structure, with more than 60

17 percent long-term debt during the test year. Staff argues that a hypothetical capital structure should

18 be employed only where a company's actual capital structure is out of line with comparable

19 companies, or where the actual capital structure contains higher cost equity capital, which would be

20 unduly expensive to ratepayers.

21 Although we understand and appreciate Staffs concerns, we believe the hypothetical capital

22 structure recommendation recommended by UNS and RUCO is reasonable in this case. We believe

23 the Company's efforts to improve its equity ratio over the past several years, through retained

24 earnings and additional equity investment by its parent, should be recognized and encouraged. As

25 indicated by UNS witness Grant, the Company's equity ratio has improved steadily since 2003, and

26 UNS anticipates achieving a 50 percent equity ratio by the end of 2008.

27 While we recognize that, from a capital structure standpoint, UNS is situated differently from

28 Southwest Gas, we believe it is necessary to express the same concern that was indicated in the
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1

2

Southwest Gas case regarding ongoing use of a hypothetical capital structure for establishing a

company's cost of capital and the rates that flow from that determination. As stated therein, "[a]t

3 some point, we must send Southwest Gas a signal that it must improve its capital structure up to the

4 hypothetical level that has been employed for many years or it must live with the results of its actual

5 capital structure" (Decision No. 68487, at 25). Given the historical and anticipated progress of UNS

6 in improving its equity ratio, we believe it is likely that use of the Company's actual capital structure

7 in future cases would produce a reasonable cost of capital result. Iii this case, however, we find that

8 the record supports use of the Company's 50/50 capital structure.

9 Cost of Debt

10 All parties in the case agreed that the Company's cost of debt was 6.60 percent during the test

ll year. Since there is no dispute regarding this issue, we will adopt a cost of debt of 6.60 percent for

12 purposes of establishing UNS Gas's weighted cost of capital in this proceeding.

13 Cost of Common Equitv

14 Determining a company's cost of common equity for purposes of setting its overall cost of

15 capital requires an estimate based on a number of factors. There is no fool-proof methodology for

16 making this determination, and the expert witnesses rely on various analyses to support their

17 respective recommendations.

18 UNS Gas

19 UNS witness Kenton Grant based his common equity cost recommendation of 11.0 percent

20 on the results of his common equity models, namely the Discounted Cash Flow ("DCF") and Capital

21 Asset Pricing Model ("CAPl\/I"). Mr. Grant also examined the risk profile of UNS Gas relative to a

22 comparable company group to determine a point in the range produced by those models. The

23 estimated cost of equity produced by this analysis was then compared to the allowed returns for other

24 LDCs in the United States to confirm the reasonableness of the Company's estimate. As a final

25 matter, Mr. Grant examined the financial impact of the recommended return on equity ("ROE") and

26 the overall rate request to assess the Company's ability to attract capital on reasonable terns (Ex. A-

27 27 at 10-11).

28
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1 Mr. Gra nt cla ims  tha t it wa s  a ppropria te  to use  a  compa ra ble  group of LDCs  in his  a na lys is

2 be ca us e  the  cos t of e quity ca pita l for UNS  Ga s 's  pa re nt compa ny, UniS ource  Ene rgy, which is

3 heavily we ighted toward the  e lectric indus try, may not be  repre senta tive  of the  cos t of equity capita l

4 for UNS  Ga s . Mr. Gra nt's  compa ra ble  group wa s  ba s e d on a ll 16 LDCs  e va lua te d by Va lue  Line

5 Inve s tme nt S urve y ("Va lue  Line "), from which ll compa nie s  we re  se le cte d ba se d on se ve ra l crite ria

6 tha t Mr. Grant be lieves  make  them comparable  to UNS Gas  (Id. a t 12).

7 Mr. Grant expla ined tha t the  DCF methodology is  based on the  theory tha t the  price  of a  share

8 of s tock is  equa l to the  pre sent va lue  of a ll future  dividends . As  described by Mr. Grant, the  cons tant

9 growth form of the  DCF mode l re cognize s  tha t the  re turn to sha re holde rs  cons is ts  of both divide nd

10 yie ld a nd growth. He  s ta te d tha t the  cons ta nt growth form of the  mode l s hould not be  us e d for

l l compa nie s  with ne a r-te rm growth ra te s  tha t a re  s ignifica ntly highe r or lowe r tha n the ir long-te rm

12 growth pote ntia l. For s uch compa nie s , Mr. Gra nt cla ims  tha t a  multi-s ta ge  DCF mode l s hould be

13 used to incorpora te  the  va rious  growth ra tes  tha t a re  expected over time (Id. a t 13).

14 According to Mr. Grant, an annua l long-tenn growth ra te  of 6 pe rcent represents  a  reasonable

15 e s tima te  of inve s tor e xpe cta tions  for e a rnings  a nd divide nds , which he  cla ims  is  cons is te nt with the

16 6.1 pe rce nt me dia n growth ra te  in e a rnings  pe r s ha re  ("EP S ") for his  compa ra ble  compa ny group

17  pub lis he d  by Va lue  Line , a s  we ll a s  a  five -ye a r e s tima te  of EP S  growth re porte d by Thomson

1 8  F in a n c ia l of 5.6 pe rcent for the  gas  utility indus try and 6.4 pe rcent for the  broade r utilitie s  sector (Id.

19 a t 16). Ba s e d on his  a pplica tion of a  multi-s ta ge  DCF mode l, the  e s tima te d cos t of e quity for the

20 s a mple  compa nie s  produce d a  ra nge  of 9.1 pe rce nt to 10.5 pe rce nt, with a  me dia n va lue  of 9.9

21 percent (Id. a t 18).

22 Mr. Gra nt s ta te d tha t use  of the  CAP M is  pre mise d on the  conce pt tha t ca pita l ma rke ts  a re

2 3  h ig h ly e ffic ie n t a n d  th a t in ve s to rs  a tte m p t to  o p tim iz e  th e ir ris k/re tu rn  p ro file s  th ro u g h

24 dive rs ifica tion. He  indica te d tha t the  CAP M a ssume s  tha t risk is  comprise d of sys te ma tic risk (which

25 is  unavoidable ) and unsys tematic risk (which is  company-specific and can theore tica lly be  e limina ted

26 through portfolio dive rs ifica tion). As  a  re s ult, Mr. Gra nt e xpla ine d tha t the  CAP M is  ba s e d on the

27 the ory tha t inve s tors  s hould be  compe ns a te d only for s ys te ma tic ris k (Id ). Applying  the  CAP M

28 produce d a  re s ult of 9.9 pe rce nt to 11.0 pe rce nt. Ba s e d on his  compa ris on of the  DCF a nd CAP M

40 DECISION NO.



I DOCKET no. G-04204A-06-0463 ET AL.

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22 recommendations are below ROEs approved by other state
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re sults , Mr. Grant se lected a  range  of 9.5 pe rcent to 11.0 pe rcent a s  the  Company's  e s tima te  of the

cost of equity for the  comparable  company group (Id. a t 20).

The  ne xt s te p in the  Compa ny's  a na lys is  wa s  to de te nnine  the  a ppropria te  re turn on e quity

("ROE") in this  proce e ding for UNS  Ga s , ba s e d on a  compa ris on of the  "ris k profile s " of UNS  a nd

the  compa ra ble  compa nie s . Mr. Gra nt a s se rts  tha t a n e quity inve s tme nt in UNS  Ga s  is  "de cide dly

riskie r" than an equity inves tment in the  comparable  companies  due  to severa l factors , including UNS

Gas 's  sma lle r s ize , a  higher growth ra te  in ne t plant inves tment, the  lack of a  decoupling mechanism,

a nd lowe r cre dit ra tings  for UNS  Ga s  tha n for mos t of the  compa ra ble  compa nie s . Ba se d on the se

re la tive  risk factors , Mr. Grant proposes  tha t the  ROE for UNS Gas  be  se t a t the  top of the  range  for

comparable  companies  and tha t the  Commiss ion award a  ROE of 11.0 percent in this  proceeding (Id.

a t 21-23).

UNS  is  c ritica l o f the  ROE re comme nda tions  o f bo th  S ta ff a nd  RUCO ba s e d  on  the

Compa ny's  cla im tha t S ta ff a nd RUCO's  us e  of a  ge ome tric me a ns  in ca lcula ting the  ma rke t ris k

pre mium of the ir CAP M mode ls  is  contra ry to  s ound fina ncia l the orie s . UNS  a rgue s  tha t a n

arithmetic means is  supported by academics  and financia l professiona ls . The  Company a lso contends

tha t RUCO's  a na lys is  p la ce d  too  much  e mpha s is  on  ne a r-te rm a na lys t g rowth  fo re ca s ts , a

me thodology tha t UNS contends  ha s  been re jected by the  Commiss ion in two recent ca se s . UNS is

a lso critica l of RUCO's  use  of a  s ingle -s tage  DCF mode l, which a ssumes  tha t company growth ra te s

will continue  in pe rpe tuity, and of RUCO's  ove r-re liance  on ana lys t forecas ts .

Fina lly, UNS  criticize s  S ta ffs  a nd RUCO's  ROE re comme nda tions  ba se d on the  Compa ny's

cla im tha t the  re sults  fa il a  ba s ic te s t of re a sona ble ne s s . UNS  conte nds  tha t S ta ff"s  (10.0 pe rce nt

RoE) a nd RUCO's  (9.64 pe rce nt RoE)"

commiss ions  a nd tha t UNS Ga s  be a rs  much gre a te r risk tha n compa ra ble  LDCs  due  to the  fa ctors

cite d in Mr. Gra nt's  te s timony (UNS  Initia l Brie f a t 37-38). Ba s e d on the  Compa ny's  highe r ris k

assertion, it cla ims, it must be  awarded a  higher ROE commensura te  with tha t risk.

26

27

28
11 UNS apparently failed to observe that RUCO made an upward adjustment in its ROE recommendation (to 9,84 percent)
dirough Mr. Rigsby's surrebuttal testimony filed on April 4, 2007 (RUCO Ex. 8, at 2).
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1 RUCO

2 RUCO witness William Rigsby proposes adoption of a ROE of 9.84 percent based on his

3 analysis using DCF and CAPM methodologies (RUCO EX. 8 at 2). As noted above, Mr. Rigsby

4 employed a single-stage DCF analysis, as opposed to the multi-stage version used by UNS. RUCO

5 contends that Mr. Rigsby's DCF analysis is appropriate because it takes into consideration both short-

6 tenn and long-term growth projections that are specific to the LDCs used in Mr. Rigsby's proxy

7 group (RUCO Ex. 7 at 46).

8 RUCO is critical of Company witness Grant's DCF model, which RUCO claims assumes a

9 long-term growth rate for LDCs that would be comparable to an inflation-adjusted growth rate for all

10 goods and services produced by labor and property in the United States in perpetuity. According to

ll Mr. Rigsby, a valid argument could be made that regulated utility company growth rates may not be

12 comparable to national Gross Domestic Product ("GDP") growth rates, and therefore, the multi-stage

13 DCF advocated by UNS is inappropriate (Id). Mr. Rigsby also stated that the multi-stage DCF used

14 by the FERC requires more weight to be given to short-term growth expectations rather than

15 inflation~adjusted estimates of future GDP growth (RUCO Ex. 8 at 9). Mr. Rigsby pointed out that if

16 the Company's DCF inputs (excluding Cascade Natural Gas -- which RUCO claims has a stock price

17 that is affected by a merger proposal) were applied to RUCO's single-stage DCF model, the resulting

18 mean average would be significantly less than even Mr. Rigsby's DCF estimate (RUCO Ex. 7 at 47).

19 With respect to its CAPM analysis, RUCO asserts that the use of both geometric and

20 arithmetic means of historical returns is more reasonable than the Company's exclusive reliance on

21 arithmetic returns (Id. at 28). Similar to the arguments made by Staff (see below), RUCO contends

22 that it is appropriate to use both means in the CAPM analysis, because investors have access to both

23 forms of information regarding historical returns. Mr. Rigsby added that he believes the geometric

24 mean provides "a truer picture of the effects of compounding on the value of an investment when

25 return variability exists" (RUCO Ex. 8 at 12).

26 RUCO also disagrees with UNS regarding the effect that customer growth should have on the

27 Company's return on equity. Contrary to the Company's claim that high growth presents additional

28 risk that must be reflected through a higher authorized return, RUCO argues that high growth in

42 DECISION NO.



DOCKET NO. G-04204A-06-0463 ET AL.

1 Arizona  is  a  pos itive  fa ctor tha t s hould be  a  s e lling point to UniS ource  inve s tors . RUCO cite s  to

2 UniS ource 's  2005 Annua l Re port, in which UniS ource 's  Cha irma n toute d the  compa ny's  cus tome r

3 growth ra te  in e xce s s  of 4 pe rce nt a s  a  pos itive  fa ctor (Id. a t Atta ch. E). RUCO a ls o note s  tha t a

4 Standard & Poors  report a ttached to Mr. Grant's  te s timony indica tes  tha t high cus tomer growth could

5 produce  gre a te r profita bility or ra te  s ta bility for a n LDC (Ex. A-28, Atta ch. KCG-12). RUCO cla ims

6 tha t it ha s  not ignore d the  de ma nd for ca pita l tha t cus tome r growth pla ce s  on UNS  ope ra tions , a s

7 re flected by RUCO's  support for use  of the  Company's  proposed 50/50 hypothe tica l capita l s tructure .

8 S ta ff

9 S ta ff witne s s  Da vid  P a rce ll p re s e nte d  S ta ffs  ROE re comme nda tion  in  th is  ca s e .

10  de ve loping  h is  re comme nda tion , Mr. P a rce ll u tilize d  DCF, CAP M, a nd  Compa ra ble  Ea rn ings

l l Me thod ("CEM") a na lys e s . He  indica te d tha t be ca us e  UNS  Ga s  is  not publicly tra de d, it is  not

12 poss ible  to dire ctly a pply cos t of e quity mode ls . In his  a na lys is , Mr. P a rce ll e mploye d 2 compa ra ble

13 groups  of compa nie s  a s  a  proxy for UNS  Ga s  (Ex. S -36, a t 21-23). The  firs t s a mple  group wa s

14 comprised of a  group of nine  combina tion gas  and e lectric companies  and the  second group consis ted

15 of the  same ll na tura l gas  companies  used by the  Company's  witness .

16 Mr. P a rce ll's  DCF a na lys is  produce d a  ra nge  of 9.25 pe rce nt to 10.5 pe rce nt for the  proxy

17 groups ' cos t of e quity. His  CAP M mode l produce d a  cos t of e quity ra nge  of 9.5 pe rce nt to 10.25

18 pe rce nt for the  s a mple  groups (Id. a t 25-28). Mr. P a rce ll a ls o utilize d a  CEM a na lys is , which he

19 de scribe d a s  a  me thod de s igne d to me a sure  the  re turns  e xpe cte d to be  e a rne d on the  origina l cos t

20 book va lue  of s imila r ris k compa nie s . According to Mr. P a rce ll, his  CEM a na lys is  wa s  ba s e d on

21 marke t da ta  us ing marke t-to-book ra tios , and is  the re fore  a  marke t te s t tha t should not be  subject to

22 criticis ms  le ve le d a t othe r a na lys e s  tha t a re  ba s e d on pa s t e a rne d re turns . He  a ls o cla ims  tha t the

23 CEM uses  prospective  re turns  and is  the re fore  not backward-looking (Id. a t 31-32). Us ing the  CEM,

24 Mr. P urce ll conclude d tha t the  cos t of e quity for the  proxy compa nie s  is  "no more  tha n 10 pe rce nt"

25 (Id. a t 33).

26 Ba se d on the  re sults  of the  thre e  me thodologie s , Mr. Pa rce ll found a n ove ra ll ra nge  of 9.25

27 pe rce nt to 10.5 pe rce nt ROE for the  proxy compa nie s . He  indica te d tha t the  ra nge  of mid-points  for

28 the  thre e  me thodologie s  is  9.88 pe rce nt to 10.0 pe rce nt. Mr. P a rce ll conclude d tha t the  a ppropria te

In
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1 cos t of equity ra te  for UNS Gas  is  in the  range  of 9.5 pe rcent to 10.5 pe rcent. He  recommended tha t

2 the  Commiss ion adopt the  mid-point of the  range  (10.0 pe rcent) a s  the  ROE in this  case .

3 With re spe ct to the  a rgume nts  ra ise d by the  Compa ny, S ta ff a s se rts  tha t UNS fa ile d to give

4 a ny we ight to  its  own DCF a na lys is  a nd re lie d e xclus ive ly on its  e xce s s ive  CAP M re s ults . S ta ff

5 conte nds  tha t UNS 's  CAPM a na lys is  is  fla we d be ca use  it use s  a  risk-fre e  ra te  of 5.3 pe rce nt, which

6 S ta ff cla ims is  outda ted and exceeds  the  current leve l of U.S . Treasury Bond yie lds , and the  Company

7  us e d  a n  ina ppropria te  e qu ity ris k p re mium of 7 .1  pe rce n t, which  is  ba s e d  e xclus ive ly on  the

8 arithmetic means of common stock and bond re turns  from 1926 to 2005.

9 In re sponse  to the  Company's  criticism of S ta ffs  use  of geome tric means  in its  ana lys is , S ta ff

10 cite s  to Mr. P a rce ll's  surre butta l te s timony, whe re in he  indica te d tha t inve s tors  ha ve  a cce s s  to both

l l a rithmetic and geometric re turns  in making investment decis ions  and tha t many mutua l fund investors

12 re ly on ge ome tric re turns  in e va lua ting his toric a nd prospe ctive  re turns  of funds  (Ex. S -37 a t 3). S ta ff

13 a lso points  to Mr. P a rce ll's  te s timony indica ting tha t Va lue  Line reports  show his toric re turns  ba sed

14 on a  geome tric or compound growth ra te  ba s is  (Id.).

15 Conclus ion on Cos t of Equity

16 Ha ving  cons ide re d  the  te s timony, e xh ib its ,  a nd  a rgume n ts ,  we  be lie ve  tha t S ta ff" s

17 re comme nde d cos t of e quity ca pita l produce s  a  re a s ona ble  re s ult a nd s hould be  a dopte d. S ta ff

18 witne s s  P a rce ll's  propose d 10.0 pe rce nt cos t of e quity provide s  a  re a sona ble  ba la nce  be twe e n the

19 Compa ny's  a tte mpt to pla ce  the  ROE a t the  ve ry top of the  ra nge  produce d by the  Compa ny's

20 analysis  and the  results  achieved through the  methodologies  employed by Staff and RUCO.

21 As noted above , Mr. Parce ll's  DCF ana lysis  produced a  range  of 9.25 percent to 10.5 percent

22 for the  proxy groups ' cos t of e quity, his  CAPM mode l produce d a  cos t of e quity ra nge  of 9.5 pe rce nt

23 to 10.25 pe rce nt for the  s a mple  groups , a nd his  CEM a na lys is  produce d a  re s ult for the  proxy

24 companies  of no more  than 10 percent. Based on his  conclus ion tha t UNS Gas has  an es timated ROE

25 of 9.5 to 10.5 pe rce nt, Mr. Pa rce ll re comme nde d a wa rding the  Compa ny a  ROE a t the  mid-point of

26 the  ra nge , or 10.0 pe rce nt.

27 We agree  with the  S ta ff and RUCO witnesses  tha t it is  appropria te  to cons ide r the  geometric

28 re turns  in ca lcula ting a  compa ra ble  compa ny CAP M be ca us e  to do othe rwis e  would fa il to  give
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recognition to the fact that many investors have access to such information for purposes of making

investment decisions. Although there continues to be disagreement regarding the risk effect from

high customer growth, we believe that high growth has the potential for providing benefits through

increased revenues. In any event, our adoption of the hypothetical capital structure proposed by UNS

and RUCO gives recognition to the short-term capital needs associated with growth.

Accordingly, we adopt Staffs recommended 10.0 percent ROE in this proceeding for UNS

Gas, which results in an overall weighted average cost of capital of 8.30 percent.

Percentage Cost

10.0%

6.60%

8

9

10

11

12 Cha pa rra l circ Decis ion and Fa ir Va lue  Ra te  Base

13 In its  a pplica tion, UNS propose d tha t the  we ighte d a ve ra ge  cos t of ca pita l ("WACC") should

14 be  a pplie d to its  origina l cos t ra te  ba se  to de te rmine  the  re quire d ope ra ting income  in this  ca se  (Ex.

15 A-10, S che d. A-1). Howe ve r, in the  re butta l te s timony s ubmitte d by UNS  witne s s  P igna te lli, the

16 Compa ny s udde nly ma de  the  cla im tha t its  WACC s hould be  a pplie d to FVRB. UNS  cla ims  tha t its

17 cha nge  of pos ition wa s  ba se d on its  unde rs ta nding of a  re ce nt Me mora ndum De cis ion is sue d by the

18 Arizona  Court of Appe a ls  in Cha pa rra l City Wa te r Co. v. Ariz. Corp. Comm'n, l CA-CC 05-0002

19 (Ariz . App. Fe b . 13 , 2007) ("Cha pa rra l City"). According to  Mr. P igna te lli's  re butta l te s timony,

20 UNS  is  not re que s ting tha t its  cha nge  of pos ition re sult in a  re ve nue  re quire me nt finding tha t would

21 exceed the  amount origina lly requested by the  Company (Ex. A-2 a t 8).

22 UNS a rgues  tha t in the  Chaparra l City case  be fore  the  Commiss ion, the  Commiss ion adopted

23 S ta ffs  re comme nda tion to ca lcula te  the  re ve nue  re quire me nt by multiplying OCRB by the  cos t of

24 ca pita l (De cis ion No. 68179, a t 26-28). UNS  cla ims  tha t only a fte r this  e xe rcis e  wa s  comple te d did

25 S ta ff ca lcula te  the  FVRB for Cha pa rra l City, which re sulte d in wha t UNS conte nds  is  a  "ba cking-in"

26 approach because  the  FVRB ca lcula tion is  a  meaningless  exercise  tha t flows from the  OCRB and cost

27 of capita l equa tion. UNS witne ss  Grant a sse rted tha t the  approach advoca ted by S ta ff in this  ca se  is

28

Common Equity

Total Debt

50.0%

50.0%

Avg.Weighted Cos t

5.00%

3.30%

8.30%
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ma the ma tica lly e quiva le nt to the  me thodology use d in the  Cha pa rra l City ca se  a nd re je cte d by the

Court of Appea ls  (Ex. A-29, a t 13).

s ta te s  in pa rt tha t "[t]he  Corpora tion Commiss ion sha ll, to a id it in the  prope r discha rge  of its  dutie s ,

a s ce rta in the  fa ir va lue  of the  prope rty within the  S ta te  of e ve ry public s e rvice  corpora tion doing

bus ine s s  the re in..." UNS  cite s  s e ve ra l ca s e s lz in s upport of its  a rgume nt tha t the  Commis s ion is

re quire d to de te rmine  a  compa ny's  fa ir va lue  ra te  ba s e  a nd us e  tha t ra te  ba s e  in e s ta blis hing the

compa ny's  ra te s . UNS  conce de s  tha t its  propos a l to  a pply the  WACC to FVRB is  not the  only

possible  approach to se tting ra tes , but suggests  tha t it is  the  only approach presented in this  case  tha t

complie s  with the  Arizona  Cons titution. The  Company cla ims  tha t othe r pe rmiss ible  me thods  may be

deve loped in future  cases  but, tha t for now, the  UNS methodology is  the  only ava ilable  choice  for the

Commiss ion to apply.

RUCO a rgue s  in its  brie f tha t a pplica tion of the  WACC to FVRB, ra the r tha n to the  OCRB

initia lly re que s te d by UNS , could be  s ignifica nt if the  Commis s ion a dopts  a ny of the  pos itions

a dvoca te d by S ta ff or RUCO re ga rding the  Compa ny's  ra te  re que s t. RUCO conte nds  tha t the

Company's  change  of pos ition was  untime ly and, for tha t reason a lone , should be  re jected. Ms. Diaz

Cortez s ta ted in he r surrebutta l te s timony tha t, had UNS made  its  reques t to apply WACC to FVRB

in its  origina l a pplica tion, RUCO's  a na lys is  of the  cos t of ca pita l would ha ve  be e n e ntire ly diffe re nt

a nd would like ly ha ve  produce d diffe re nt re sults . S he  indica te d tha t RUCO did not ha ve  sufficie nt

time  to conduct dis cove ry re ga rding the  cha nge  of pos ition be twe e n the  filing of the  Compa ny's

re butta l te s timony a nd the  filing of RUCO's  s urre butta l te s timony, s ome  13 bus ine s s  da ys  la te r

(RUCO Ex. 6 ,  a t 4 -5 ). RUCO a ls o a rgue s  tha t be ca us e Cha pa rra l City wa s  a  Me mora ndum

Decis ion, it cannot be  rega rded a s  precedent or cited. RUCO furthe r a sse rts , citing Pa ragraph 17 of

the  Decis ion, tha t the  Court confirmed the  Commiss ion is  not required to apply a  WACC to FVRB.

25

26

27

28

12 US. West Communications, Inc. v. Ariz. Corp. Comm 'n, 201 Ariz. 242, 246, 34 P.3d 351, 355 (2001),Simms v. Round
Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382 (1956), States v. Ariz. Corp. Comm 'n, 118 Ariz. 531,
533~534, 578 P.2d 612, 614-615 (App. 1979); Phelps Dodge Corp. v. Arizona Electric Power Co-op, 207 Ariz. 95, 83
P.3d573, 586 (App. 2004).
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S ta ff a rgue s  tha t the  Com pa ny's  re lia nce  on the  unpub lis he d Cha pa rra l C ity de cis ion is

mis pla ce d. S ta ff points  out tha t the  Court of Appe a ls  s pe cifica lly indica te d tha t the  Commis s ion wa s

no t re q u ire d  to  a p p ly the  W AC C  to  F VR B in  o rde r to  s e t ra te s . S ta ff c on te nds  tha t it is  s till

re vie wing the  Court's  re ma nd orde r, but the  me thodology propos e d by Mr. Gra nt would re s ult in a n

unre a s ona b le  a nd e xce s s ive  re turn  on e q uity for UNS . S ta ff c ite s  to  Mr.  P a rc e ll's  te s tim ony

a ddre s s ing the  Colnpa ny's  a me nde d propos a l. Mr. P a rce l] te s tifie d tha t, unde r UNS 's  propos a l, the

link be twe e n ra te  ba s e  a nd ca pita l s tructure  would be  broke n be ca us e  the  "e xce s s " of fa ir va lue  ra te

ba s e  ove r origina l cos t ra te  ba s e  is  not fina nce d with inve s tor-s upplie d funds , a nd the re fore  the  cos t

of ca pita l ca nnot be  a pplie d to the  fa ir va lue  ra te  ba s e  be ca us e  the re  is  no fina ncia l link be twe e n the

two conce pts  (Ex. S -37 a t 8-9). Mr. P urce ll's  p ropos e d s olution is  to re cognize  tha t the  diffe re nce

be twe e n FVRB a nd OCRB is  not fina nce d with inve s tor funds  by a ttributing  no cos t to the  e xce s s

be twe e n the  two. He  s ta te d tha t this  re comme nda tion would provide  for a  re turn be ing e a rne d on a ll

inves tor-s upplied funds , which is  cons is tent with s ound financia l and regula tory s tanda rds (Id .).

In  s upport of its  p ropos a l, S ta ff c ite s  to  de c is ions  re nde re d in  s e ve ra l othe r s ta te s  which

re cognize d the  proble m of a pplying the  cos t of ca pita l to fa ir va lue  ra te  ba s e 13. S ta ff conte nds  tha t,

cons is te nt with the  proble ms  ide ntifie d by Mr. P a rne ll, a pplica tion of mode m cos t of ca pita l mode ls ,

s uch a s  DCF a nd CAP M, dire ctly to F VR B would cre a te  re dunda ncie s  a nd double  counting . S ta ff

cites  the  case of Ra ilroa a v Commis s ion of Te xa s  v. Ente r, Inc., 599 S .W.2d 292 (Tx. 1980), in which

the  Te xa s  S upre me  Court dis cus s e d the  s o-ca lle d "ba cking-in" me thod of de te rmining fa ir va lue  ra te

of re turn. In tha t ca s e , the  court s ta te d tha t "[i]n a  fa ir va lue  juris diction the  ra te  of re turn multip lie d

by the  ra te  ba s e  us ua lly re s ulted in a  highe r re turn to the  book common equity than in an origina l cos t

juris diction be ca us e  of the  inclus ion of the  re production cos t ne w fa ctor." (Id. a t 298). In  re je c ting

the  "backing-ih" a rgument pre s ented by the  utility company, the  Texas  Supreme  Court obs e rved tha t,

in fa ir va lue  juris dictions , the  re turn to book common e quity is  us e d a s  a  pe rforma nce  indica tor by

inves tors , and tha t fact could not be  ignored by blindly applying a  ra te  of re turn to fa ir va lue  ra te  ba s e

26

27

28

13 In Re Harbour Water Corporation, 2001 WL 170550 (Indiana Utility Regulatory Commission), Gary-Hobart Water
Corp. v. Indiana Utility Regulatory Comm'n, 591 N.E.2d 649, 653 (Ind. App. 1992), State of North Carolina ex rel.
Utilities Commission et al. v. Duke Power Co., 285 N.C. 377, 397, 206 S.E.2d 269, 294 (N.C. 1974); State of North
Carolina ex rel. Utilities Commission et al. v. Virginia Electric andPower, 285 N.C. 398, 206 S.E.2d 283 (N.C. 1974).
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2

without re cognizing the  cons e que nce s  of s uch a  ra te  of re turn on the  e le me nts  of the  compa ny's

capita l s tructure . The  court a lso s ta ted:

3

4

5

6

[T]he  fa irness  of the  ra te  base  or the  ra te  of re turn can be  measured 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 concile d....a re turn to book common e quity which is  out of
proportion...ca nnot be  ignore d s ince  it is  more  tha n ne ce s sa ry ro a ttra ct
ca pita l, a nd  the re fore , unfa ir to  the  ra te pa ye r. (Id . a t 299, emphas is
added).

7

8

9

10

11

12

13

14

15

16

17

18

S ta ff a rgue s  tha t, a s  re cognize d in the  Ente x ca s e  quote d a bove , the  que s tion tha t mus t

properly be  addressed is  whether investors  expect an additiona l re turn in excess  of the  re turn resulting

from a pplica tion of the  fina ncia l mode ls  use d for ca lcula ting the  a ppropria te  a uthorize d re turn. S ta ff

conte nds  tha t the re  is  no e vide nce  tha t inve s tors  e xpe ct such a n e xce ss  re turn a nd tha t the  re cord

supports  an oppos ite  conclus ion. S ta ff a s s e rts  tha t the  diffe re nce  be twe e n a pplying the  re turn to

OCRB a nd FVRB would be , in e ffe ct, a  windfa ll on unre a lize d pa pe r profits . S ta ff cla ims  tha t Mr.

P a rce ll's  propos a l to  a s s ign  no cos t to  the  "e xce s s " be twe e n OCRB a nd FVRB is  logica l a nd

cons is te nt with inve s tor e xpe cta tions . S ta ff a rgue s  tha t, to the  e xte nt tha t inve s tors  ma y e xpe ct a

re turn on the  s o-ca lle d pa pe r profits , s uch a  re turn is  a lre a dy incorpora te d into the  cos t of ca pita l

models  employed by the  experts  in this  case . S ta ff sta tes that, as an example, forecasted earnings per

sha re  and dividends  pe r sha re  would be  highe r if inves tors  expect a  utility's  a sse ts  to grow in va lue ,

a nd his torica l EPS  a nd DPS  would a lso incorpora te  growth be twe e n a  utility's  prior a nd curre nt ra te

19 ca se s . S ta ff indica te s  tha t it will continue  to e va lua te  how to ca lcula te  a  fa ir va lue  ra te  of re turn, in

20

21

22

23

24

25

26

27

a ccorda nce  with the Cha pa rra l City de cis ion, a nd it is  pos s ible  tha t a  d iffe re nt ma the ma tica l

adjustment may be  deve loped in the  future . S ta ff argues tha t UNS did not present any evidence  as  to

how to adjus t the  cos t of capita l mode ls  in orde r to de te rmine  an appropria te  fa ir va lue  ra te  of re turn

and tha t adopting the  Company's  request would crea te  excessive  re turns for UNS .

We  find the  Company's  e leventh-hour proposa l to subs tantia lly amend its  applica tion on this

is sue  to be  ina ppropria te , be ca use  it is  pre judicia l to the  othe r pa rtie s . Ha ving pre pa re d dis cove ry

based on the  origina l proposa l, S ta ff and RUCO were  le ft with insufficient time  to conduct discove ry

re ga rding the  Compa ny's  a me nde d proposa l a nd we re  the re fore  pre judice d by ha ving insufficie nt

28
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time  to a de qua te ly pre pa re  for he a ring in this  ma tte r. If UNS  wis he d to  a me nd its  a pplica tion

rega rding a  subs tantia l change  in the  unde rlying theory of ra te rnaking upon which it decided to re ly,

it should ha ve  withdra wn its  origina l a pplica tion a nd s ta rte d the  e ntire  proce s s  ove r. Ba se d on the

procedura l de ficiencie s  of the  Company's  amendment to its  applica tion and the  pre judicia l impact on

the  opposing parties, its  proposal is  unreasonable .

UNS a ttempts  to portray its  amended proposa l a s  an innocuous  placeholde r, by cla iming tha t

the re  is  no ha rm due  to its  willingne s s  to be  limite d only to the  re ve nue  re quire me nt s e t forth in its

origina l a pplica tion. Howe ve r, a s  RUCO s uccinctly points  out, the  unde rlying pre mis e  of the

Compa ny's  a rgume nt is  fa lla cious  unle s s  the  Commis s ion  we re  to  a gre e  with  e ve ry re ve nue

requirement pos ition advoca ted by the  Company. As  discussed above , we  have  re jected a  number of

the  a rgume nts  ra ise d by UNS . As  a  re sult, the  Compa ny's  re vise d pos ition re ga rding a pplica tion of

FVRB, if it we re  a dopte d, would ha ve  a  subs ta ntia l impa ct on the  ra te s  tha t a re  e s ta blishe d in this

De cis ion.

14

15

16

17

The  purpose  of the  Compa ny's  re lia nce  on the  ca se s  it cite s  is  uncle a r, give n tha t no pa rty

dispute s  the  conce pt tha t fa ir va lue  ra te  ba se  mus t be  de te rmine d a nd a pplie d in se tting ra te s . The

cases  cited by UNS do not, howeve r, s tand for the  propos ition e spoused by the  Company (i.e ., tha t

the  Commiss ion mus t apply the  Company's  WACC to FVRB to de termine  just and reasonable  ra tes).

18 In fact, those  cases  make  clea r tha t the  Commiss ion, a lthough required to a sce rta in a  company's  fa ir

19

20

va lue  ra te  base  and use  tha t fa ir va lue  ra te  base  in de te rmining ra tes , has  broad discre tion in how the

ra te -se tting formula  should be  applied.

21

22

Even if we  were  inclined to cons ide r the  Company's  proposa l, its  a rguments  a re  premature  a t

be s t. Through his  re butta l te s timony, UNS witne ss  Gra nt sugge s ts  tha t the  Commiss ion mus t a pply

23

24

25

the  WACC to  fa ir va lue ra te base  pursuant to  the  Cha pa rra l City de cis ion  (Ex. A-28  a t 28).

Howe ve r, Mr. Gra nt's  proposa l ignore s  the  e xplicit la ngua ge  of the  Court's  de cis ion, which s ta te s :

"the  Commission asse rts  tha t it was  not bound to use  the  weighted average  cost of capita l as  the  ra te

26 of re turn  to  be  a pplie d  to  the  FVRB. The  Commis s ion is  corre ct. ..[t]he  Commis s ion ha s  the

27 discre tion to de te rmine  the  appropria te  methodology."(Cha pa rra l City, supra , a t p. 13, 1117). Despite

28
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this  unambiguous  explanation, UNS would have  us  employ the  very methodology the  Court of

Appeals specifically stated the Commission was not required to apply in setting rates.

Aside from the disingenuousness of the  Company's  argument, the  current posture  of the

Chaparral City case is that it has been remanded to the Commission for further consideration. At this

point, the  Commission has  not held hearings on the  issue  remanded by the  Court, and thus no

decis ion has been rendered by the  Commission on the  issue . Once the  Commission issues a

subsequent order in the remanded case, the Commission's decision may, or may not, be appealed to

the  Court of Appeals  for a  de termination of compliance  with the  Court's  remand. Thus, entire ly

aside from the inappropriateness of citing the unpublished Cha pa rra l ca y decision as precedent,

using it as the foundation for requiring a specific methodology in another unrelated case is clearly

improper given that the Commission has been given an opportunity to cure the perceived defects in

the Chaparral City case. Until that case has been decided under the Court's remand order, and the

Court of Appeals  has  determined whether the  Commission's  Decis ion on Remand sa tisfies  the

Court's prior order, it is premature for UNS (or any other company) to suggest that the Commission

must apply a particular methodology, especially a methodology that the Court specifically stated the

Commission is not required to adopt.

We also believe that Staff has raised a  number of re levant concerns with the Company's

attempt to apply the WACC to FVRB without further modification. As Staff points out, there is  no

logical basis for applying such a methodology because investors have no expectation that they will

earn a return on the excess between OCRB, which represents investor supplied funds, and FVRB,

which represents  unrea lized paper profits . If the  Company's  proposa l were  to be  adopted, the

underlying basis of the cost of capital analysis would be called into question and would likely require

substantial modification to avoid a result that grants excessive windfall returns to investors at the

expense of ratepayers. We note that UNS states in its reply brief that, pursuant to the holding in Ariz.

Corp. Comm 'n v. Arizona Water Co., 85 Ariz. 198, 203, 335 P.2d 412, 415 (1959), the Commission

may not consider the argument raised by Staff regarding investor-supplied funds. The Arizona Water

case is clearly distinguishable from the instant case, however, given the fact that the Court in Arizona

Water was asked to consider only whether a recent purchase price paid for the utility company could
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1 be  us e d by the  Commis s ion a s  the  fa ir va lue  of the  utility for s e tting ra te s . No s uch s e t of fa cts  is

2 pre se nte d in this  proce e ding, a nd we  do not be lie ve  the Arizona  Wa te r holding is  a pplica ble  to the

3 arguments  presented by Staff

4 For a ll of these  reasons, we  re ject the  Company's  proposa l on this  issue .

5

6

AUTHO R IZE D INC R E AS E

Ba s e d on our findings  he re in, we  de te rmine  tha t UNS  Ga s  is  e ntitle d to a  gros s  re ve nue

7 incre a s e  0f$5,035,212.

8 Fair Value  Rate  Base
Adjus ted Opera ting Income
Required Ra te  of Re turn
Required Opera ting Income
Opera ting Income  Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$184,063,625
9,751,488

6.97%
12,827,424
3,075,936

1.6370
$5,035,212

RATE  DE S IG N IS S UES

9

10

11

12

13

14

15

16

Customer Charge and Seasonal Rates

17

18

19

20

21

22

23

24

25

26

UNS Gas

UNS propose s  in this  ca se  to incre a se  the  monthly cus tome r cha rge  for its  la rge s t cus tome r

cla s s  (Re s ide ntia l .- R10) firm $7 to $20 pe r month during the  "s umme r" months  (April through

November) and from the  current $7 to $11 pe r month during the  "winte r" months  (December through

March). The  Company a lso proposes  to decrease  the  current commodity ra te  for the  R10 cla ss  from

the current ra te  of $8.3004 per therm to $0.1862 per therm.14

UNS cla ims  tha t its  propose d ra te  de s ign is  inte nde d to mitiga te  the  cross -subs idiza tion tha t

currently exis ts  be tween cus tomers  in colde r clima te s  and cus tomers  in wa rmer clima te s . According

to the  Compa ny, it incurs  a pproxima te ly $26 pe r month in fixe d cos ts  to s e rve  a  cus tome r, ye t the

re s ide ntia l cus tome r cha rge  is  only $7 pe r month, with the  re ma ining fixe d cos ts  be ing re cove re d

through volume tric cha rge s . UNS  witne s s  Tobin Vote  s ta te d tha t, a s  a n e xa mple , a  cus tome r in

Flags ta ff pays  subs tantia lly more  towards  the  Company's  fixed cos ts  (through a  higher pe rcentage  of

volumetric cha rges) compared to a  cus tomer in Lake  Havasu (Ex. A-18 a t 8, Attach. TVL-1).
2 7

14 Although the $0.1862 ra te  a ppea rs  in UNS 's  origina l s chedules  (Ex. A-9, Sched. H-4), a nd in the Compa ny's  pos t-
2 8 hearing brief, the Company's  Fina l Schedules  reflect a  per therm ra te proposal of $0.1844.
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2

UNS  a rgue s  tha t its  propos e d ra te  de s ign would a llow the  Compa ny to re cove r more  of its

fixe d cos ts  from a ll cus tome rs  a nd would re s ult in a  more  e quita ble  policy in a n e nvironme nt of

3 highe r ga s  commodity cos ts . In support of the  Company's  pos ition, UNS witness  Grant cited a  2006

re port from Moody's , which indica te d tha t the  volume tric a pproa ch to  cos t re cove ry is  a  fa ulty

e qua tion for LDCs  tha t should be  re ctifie d through ra te ma king (Ex. A~29 a t 23). UNS  a lso cite s  a n

AGA report, which sugges ts  tha t, unde r a  traditiona l volume tric ra te  des ign, a  gas  company's  profits

7 a nd e a rnings  will de cline  if cus tome rs  use  le s s  ga s  (Ex. A-37 a t 2). The  Compa ny conte nds  tha t it is

8 time  to a ddre s s  the s e  a lle ge d ine quitie s  through a pprova l of highe r monthly s e rvice  cha rge s  a nd

9 de coupling me cha nis ms  (s e e  dis cus s ion be low re ga rding the  Compa ny's  propos e d "Throughput

10 Adjus tme nt Me cha nis m").

l l Unde r the  Company's  proposa l, the  monthly cus tomer cha rge  would be  increased from $7 to

12 a n a ve ra ge  of $17 pe r month (s ubje ct to the  s e a s ona l diffe re nce s  de s cribe d a bove ), which UNS

4

5

6

13 cla ims  would  e na ble  it to  re cove r a pproxima te ly 60  pe rce nt of its  cos ts  incurre d  in  s e rving  a

14 Be ca us e  S ta ff a nd RUCO oppos e  the  Compa ny's  s e a s ona l

15 cus tomer cha rge  proposa l, UNS indica ted tha t it is  willing to accept a  yea r-round cus tomer cha rge  of

16 $17 (UNS  Initia l Brie f a t 46).

17

re s ide ntia l cus tome r (Tr. a t 512).

UNS asse rts  tha t the  ra te  des ign proposa ls  advoca ted by S ta ff and RUCO should be  re jected.

18 According to the  Company, S ta ff s  recommenda tion to increase  the  fixed monthly cus tomer cha rge  to

19 $8.50, a nd RUCO's  propos a l to  incre a s e  the  cus tome r cha rge  to  .no more  tha n $8.13, a re  a n

20 ina de qua te  me a ns  of moving ra te s  clos e r to the  Compa ny's  cos t of s e rvice . UNS  a s s e rts  tha t its

21 proposa l to incre a se  the  cus tome r cha rge  by $10 ove r curre nt le ve ls  is  not dra s tic, will not re sult in

22 a nd doe s  not viola te  the  principle  of "gra dua lism," give n the  corre sponding re que s t to"ra te shock,"

23 decrease  the  commodity charge.

24 UNS witne ss  D. Bentley Erdwurm addre ssed the  inequitie s  be tween cold wea the r and wa rm

25 weather customers and concluded tha t substantia l cross-subsidiza tion by customers in colder climates

26 exis ts . He  te s tified tha t the  ave rage  cus tomer in Flags ta ff currently pays  $133 more  in annua l margin

27 cos ts  than an ave rage  cus tomer in Lake  Havasu City for the  same  fixed cos ts  (Ex. A-19 a t 10). UNS

28
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a rgue s  tha t this  ine quity is  e s pe cia lly unfa ir be ca us e  cus tome rs  in colde r a re a s  ha ve  little  a bility to

re duce  the ir ove ra ll bills  due  to the  ne e d to us e  na tura l ga s  for he a ting purpos e s .

With re s pe ct to the  a voida nce  of ra te  s hock a nd complia nce  with the  principle  of gra dua lis m,

UNS  conte nds  tha t the  S ta ff a nd  RUCO ra te  de s ign  re comme nda tions  focus  too  na rrowly on  the

cus tome r cha rge  a nd  fa il to  cons ide r the  Compa ny's  ove ra ll ra te  de s ign  propos a l. The  Compa ny

cla ims  tha t the  incre a s e  in  the  cus tome r cha rge  would be  offs e t by the  re duction of the  commodity

cha rge . UNS  a ls o a s s e rts  tha t the  conce pts  of ra te  s hock a nd gra dua lis m mus t be  ba la nce d a ga ins t

othe r ra te  de s ign e le me nts , including ra te  s ta bility a nd ma tching principle s .

F in a lly,  UNS  a rg u e s  th a t its  ra te  d e s ig n  p ro p o s a l d o e s  n o t e lim in a te  th e  in c e n tive  fo r

c u s to m e rs  to  c o n s e rve  (b y th e  p ro p o s a l to  re d u c e  th e  c o m m o d ity c h a rg e ). Ac c o rd in g  to  th e

Compa ny, e ve n if its  propos e d pe r the rm cha rge  of a pproxima te ly 18 ce nts  we re  a dopte d, whe n tha t

ra te  is  combine d with a n e s tima te d P GA cha rge  of 60 ce nts  pe r the n, the  ove ra ll volume tric  cha rge

wo u ld  b e  d e c re a s e d  b y a p p ro xim a te ly 1 3  p e rc e n t,  wh ic h  UNS  c la im s  is  n o t e n o u g h  to  s tifle

cons e rva tion ince ntive s .

15

16

17

18

19

20

21

22

23

Mr. Ma grude r

Intervenor Marshall Magruder opposes the  Company's  request to impose  seasonal ra tes  and to

colle ct a  highe r pe rce nta ge  of ra te s  from cus tome rs  in wa rme r clima te s . Mr. Ma grude r cla ims  tha t

the  Company's  proposa l would discrimina te  aga ins t cus tomers  in warmer a reas  and he  suggests  tha t

cus tomers  choose  whe the r to live  in colde r or warmer clima tes . He  a lso a sse rts  tha t UNS's  proposed

ra te  s tructure  would se nd the  wrong s igna l by re wa rding high usa ge  cus tome rs  a nd pe na lizing low

usa ge  cus tome rs . He  re comme nds  ins te a d tha t S ta ffs  proposa l to incre a se  the  cus tome r cha rge  to

$8.50 be adopted.

RUCO

24

25

26

27

28

RUCO oppose s  the  Compa ny's  re comme nda tion to incre a se  the  monthly cus tome r cha rge

s ignifica ntly. RUCO points  out tha t UNS 's  proposa l would shift more  re ve nue  to its  fixe d cos ts  tha n

it is  s e e king for its  e ntire  ra te  incre a se . As  UNS  witne s s  Erdwurm a dmitte d on cros s -e xa mina tion,

the  Compa ny's  e ntire  re que s te d re ve nue  incre a se  is  a pproxima te ly $10 million, ye t it is  s e e king to

re cove r a n a dditiona l $16.4 million pe r ye a r through the  fixe d monthly cha rge  a lone . In orde r to

f
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1

2

3 bills , while  lowe r us a ge  cus tom e rs  would  s e e  a  m uch highe r pe rce nta ge  incre a s e .

4 R UC O  c o n te n d s  th a t  s o m e  s h ift in g  o f c o s ts  to  th e  c u s to m e r  c h a rg e  is  a p p ro p r ia te  a n d

5 re c om m e nds  tha t the  c u rre n t re c ove ry o f a pproxim a te ly 26  pe rc e n t th rough  the  m onth ly fixe d  c ha rge

6 s hould  be  inc re a s e d  to  36  pe rce nt (unde r RUCO's  re ve nue  re quire m e nt re com m e nda tion) (RUCO EX.

7 5  a t 3 4 ). R UC O  a ls o  d is a g re e s  with  th e  C o m p a n y's  s e a s o n a l c u s to m e r c h a rg e  p ro p o s a l. R U C O

8 a s s e rts  tha t the  ju s tific a tion  o ffe re d  by UNS  in  s upport o f th is  p ropos a l (to  le ve liz e  c us tom e r b ills ) is

9 no t a pp rop ria te  be c a us e  the  C om pa ny's  c us tom e rs  a lre a dy ha ve  a  vo lun ta ry m e a ns  to  le ve liz e  the ir

10 b ills  th ro u g h  a n  e xis tin g  b illin g  p ro g ra m . Ms . Dia z  C o rte z  s ta te d  th a t if th e  C o m p a n y b e lie ve s  m o re

l l c u s to m e rs  wo u ld  b e n e fit  fro m  le ve liz e d  b illin g ,  it  s h o u ld  m a ke  a  g re a te r  e ffo r t to  p u b lic iz e  th e

12 e xis ting  p rog ra m 's  a va ila b ility ra the r tha n  s e e king  to  im pos e  a  C om m is s ion -m a nda te d  s e a s ona l ra te

13 de s ign (Id . a t 30 ).

14

remedy this  imbalance , UNS proposes  to reduce  the  commodity charge  by approximate ly $6.4

million (Tr. at 475-76). As a result, higher usage customers would experience a reduction in their

1 5

1 6

1 7

1 8

1 9

2 0

Staff

Staff contends that the Company's rate design proposal in this case is designed to shift almost

all of the risk of rate recovery to ratepayers and should therefore be rejected. Staff witness Steven

Ruback presented Staffs rate design recommendation and stated that the UNS rate design would

result in a "staggering" increase in the fixed customer charge for all classes of service (Ex. S-23 at 3).

For the residential class, Mr. Ruback indicated, the Company's proposal would result in a customer

cha nge  incre a se  of 185 pe rce nt in the  summe r pe riod a nd 57 pe rce nt in the  winte r pe riod (Id.). Mr.

21 Ruba ck e xpla ine d tha t, a lthough the  monthly cha rge  incre a s e  would be  pa rtia lly offs e t by a  lowe r

22 volume tric cha rge , UNS 's  proposa l pre sents  a  "se rious  front end loading problem, a  decoupling is sue

23 a nd gra dua lis m proble m" (Id. a t 4). He  te s tifie d tha t it is  not s urpris ing tha t UNS  would s e e k to

24 increase  the  fixed customer charges  and tha t such an approach is  a  common means tha t utilities  use  to

25 le s s e n the  ris k of re cove ry (Id. a t 6). Mr. Ruba ck s ta te d UNS 's  propos a l is  unus ua l in  tha t the

26 Compa ny ha s  propos e d to re cove r a ll of its  incre a s e , a nd s ome  of the  volume tric ma rgin, through

27 fixe d cha rge s  (Id.).

28
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2 1

22

23

24

25

26

27

According to Mr. Ruback, the  Company's  proposa l represents  a  s tep towards  a  S tra ight Fixed

Va ria ble  ("S FV") ra te  de s ign, a  conce pt e mploye d by the  FERC a s  a  me a ns  of ra tioning pipe line

de s ign da y ca pa city by price . Mr. Ruba ck s ta te d tha t S FV ra te  de s ign is  ina ppropria te  for re ta il

dis tribution ra te  de s ign be ca us e  the re  is  no ne e d to ra tion re ta il dis tribution ca pa city. He  furthe r

te s tified tha t UNS 's  ra te  de s ign proposa l "viola te s  the  we ll-e s tablished and long-s tanding regula tory

principle  tha t a  utility should have  a  rea sonable  opportunity, not a  gua rantee  to ea rn its  a llowed ra te

of re turn" (Id. a t 9). Mr. Ruba ck indica te d tha t he  is  a wa re  of only one  LDC, Atla nta  Ga s  Light

Company, tha t is  pe rmitted to employ the  SFV ra te  des ign me thod to recove r its  dis tribution revenue

requirement, and tha t exception to the  genera l rule  is  manda ted by s ta te  legis la tion tha t precludes  the

Georgia  Public Se rvice  Commiss ion from e s tablishing an a lte rna tive  ra te  de s ign. Mr. Ruback s ta ted

tha t "othe r jurisdictions  a llow for re a sona ble  fixe d cus tome r cha rge s  a nd re a sona ble  fixe d de ma nd

cha rge s , but re quire  tha t the  bulk of the  d is tribution re ve nue  re quire me nt be  re cove re d ove r

throughput" (i.e ., volume tric cha rges) (Id. a t 10).

According to S ta ff witne ss  Ra lph Smith, S ta ffs  ra te  de s ign re comme nda tion is  ba se d on the

cons ide ra tion of a  numbe r of fa ctors , including cos t of s e rvice , the  de s ire  to e ncoura ge  e ne rgy

conservation, the need to use gradualism in cases where rates are  being charged, so that customers are

not burdened with la rge  ra te  increases, customer equity issues within and between ra te  classes, e fforts

to ma ke  ra te s  a nd bills  e a s ie r for cus tome rs  to unde rs ta nd, re ve nue  impa cts  on the  Compa ny, a nd

othe r policy cons ide ra tions . He  s ta ted tha t given a ll of the se  va riable s , it is  unde rs tandable  tha t ra te

design is  considered more  of an art than a  science  (Ex. S-26 a t 2).

Unde r S ta ff's  propose d ra te  de s ign, the  fixe d monthly cus tome r cha rge  would be  incre a se d

from $7 to $8.50 for re s ide ntia l cus tome rs , with no s e a s ona l diffe re nce  in the  cus tome r cha rge .

S ta ff' s  proposed commodity cha rge  for Ra te  R10 cus tomers  would increase  to 850.3217 pe r the rm,

unde r S ta ff's  re ve nue  re quire me nt re comme nda tion (Id. a t 9). Mr. S mith e xpla ine d tha t if S ta ff's

recommended revenue  requirement and ra te  design were  adopted, a  res identia l customer (Rl 0) using

100 te rms of gas  would experience  a  tota l bill increase  from $115.48 to $119.11 (3.14 pe rcent) (Id ).

Staff asserts that its  proposed ra te  design is  reasonable  and should be adopted by the Commission.

2 8
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1 Conclus ion

Although we  unde rs ta nd tha t UNS  would like  to re cove r a s  much of its  ma rgin a s  pos s ible

through monthly cus tome r cha rge s , we  do not be lie ve  it is  re a s ona ble  to a dopt a  ra te  de s ign tha t

would impose  a  s ignifica nt incre a se  on cus tome rs  ba se d on whe re  the y live  within the  Compa ny's

se rvice  a re a . Unde r the  Compa ny's  re comme nda tion, re s ide ntia l cus tome rs  with lowe r usa ge  (i.e .,

cus tome rs  typica lly loca te d in wa rme r clima te s ) would be a r the  brunt of the  re ve nue  incre a se  due

primarily to the  drama tic front-loading increa se  to the  fixed monthly cus tomer cha rge . As  se t forth in

the  UNS Fina l Schedules  (based on UNS's  proposed revenue  requirement), in the  "summer" months

(April through November), a  re s identia l cus tomer (Rl0) would expe rience  an increase  of 146 pe rcent

with 5 te rms  of usa ge , 118 pe rce nt with 10 te rms  of usa ge , a nd 82 pe rce nt with 20 te rms  of usa ge .

During the  "winte r" months  (December through March), the  same  cus tomer would incur increa se s  of

40 pe rce nt with 5 te rms  of usa ge , 28 pe rce nt with 10 te rms  of usa ge , a nd 13 pe rce nt with 20 te rms

of us a ge  (UNS  Fina l S che dule s , S che d. H-4). While  highe r us a ge  cus tome rs  ma y re a lize  lowe r

incre a s e s , or e ve n de cre a s e s  (de pe nding on us a ge ), we  do not be lie ve  tha t a  dra ma tic incre a s e

impose d on lowe r usa ge  cus tome rs  is  a ppropria te  in this  ca se . As  we  s ta te d in the  S outhwe s t Ga s

De cis ion in re je cting a  s imila r type  of ra te  de s ign propos a l, "[s uch a ] ra te  de s ign would ha ve  the

e ffe ct of e ncoura ging gre a te r usa ge  of na tura l ga s  a t a  time  whe n, by a ll a ccounts , a n incre a se  in

demand for na tura l ga s  is  coupled with shortages  in supply. We  do not be lieve  tha t it is  appropria te

to send a  s igna l to customers  of 'the  more  you use , the  more  you save ,"' (Decis ion No. 68487, a t 37).

As discussed by Staff' s  witnesses, movement towards cost-based ra tes  is  just one  of the  many

fa ctors  tha t mus t be  cons ide re d in de s igning ra te s . The  goa l of moving close r to cos t-ba se d ra te s

mus t be  ba la nce d with compe ting principle s  s uch a s  gra dua lis m, fa irne s s , a nd e ncoura ge me nt of

conse rva tion. Ba se d on the  te s timony a nd e vide nce  pre se nte d in the  re cord, a nd cons ide ring the

a rguments  ra ised rega rding compe ting principles  of the  ra te  des ign equa tion, we  be lieve  tha t S ta ff' s

ra te  design recommendation appropria te ly makes s ignificant movement towards  cost-based ra tes  and

provide s  a  re a s ona ble  le ve l of prote ction for the  cus tome rs  who a re  a ffe cte d by this  ba s e  ra te26

27 increase. Accord ing ly, we  a dop t S ta ffs  re comme nde d  month ly cha rge s , a s  s e t fo rth  in  the

28
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1 attachments to Exhibit S-27, with the accompanying commodity charges based on Staffs rate design

2 flowing from the revenue requirement established in this Order.

3 For a residential customer on Rate R10, the fixed monthly customer charge would increase

4 from $7 to $8.50, and the  volumetric charge  would increase  from $0.3004 to $0.3241 per therm.

5 Based on these rates, a residential customer with 20 terms of usage would experience an increase in

6 monthly ba se  ra te s  of 15.1 pe rcent (from $13.01 to $14.98) and an ove ra ll monthly increa se

7 (including the  cost of gas) from $28.70 to $30.67 (6.8 percent). The  same customer with typica l

8 January consumption (87 terms) would see an increase in base rates of 10.8 percent (from $33.13 to

9 $36.70) and an overall increase (including the cost of gas) from $101 .37 to $104.94 (3.5 percent).

10 Throughput Adjustment Mechanism

11 UNS Gas

12 In its  applica tion, UNS proposed a  Throughput Adjus tment Mechanism ("TAM") which

13 would increase or decrease the collection of volumetric revenues to match anticipated levels. The

14 Company claims that the TAM would allow it to implement energy conservation programs without

15 the concern that its  revenues would be diminished if the conservation measures were successful.

16 UNS indica ted tha t unde r its  proposed TAM, unde r-recove ry or ove r-recove ry of revenues  during any

17 given pe riod would be  trued-up in future  pe riods  through the  use  of a  volume tric surcha rge  or credit.

18 As  e xpla ine d by Compa ny witne s s  Erdwunn, the  TAM is  a  type  of de coupling me cha nis m

19 tha t ha s  growing s upport from re gula tory a nd e nvironme nta l orga niza tions . In his  te s timony, Mr.

20 Erdwurm s ta te d tha t orga niza tions  s uch a s  the  Na tura l Re s ource s  De fe ns e  Council ("NRDC"), the

21 Ame rica n Council for a n Ene rgy Efficie nt Economy ("ACE"), a nd the  AGA ha ve  e xpre sse d support

22 for ra te  me cha nisms  tha t de couple  utility re ta il s a le s  from re cove ry of fixe d cos ts  (Ex. A-19 a t 17-

23 18). He  cla ims  tha t a  NARUC Re solution e ncoura ge s  s ta te  commiss ions  to a dopt ra te  de s igns  tha t

24 include  de coupling me cha nis ms  s uch a s  the  TAM (Id. a t 18). The  Compa ny a ls o introduce d a

newsle tte r is sued by the  AGA indica ting tha t decoupling mechanisms  have  been implemented in 1025

26

27

28

sta te s  (Ex. A-37).

According to UNS, the  Company's  re turn is  highly dependent on cus tomer usage  because  of

die  volume tric na ture  of its  ra te s . UNS  witne s s  Tobin Vote 's  te s timony s ta te d tha t a  wa rme r tha n
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2

3

4

be  e s ta blis he d for re s ide ntia l, s ma ll volume  comme rcia l,

normal winte r will cause  cus tomer usage , and thus  Company revenues , to decline , the reby rendering

UNS  una ble  to colle ct its  full fixe d cos ts  (Ex. A-18 a t 15). On the  othe r ha nd, during a  colde r tha n

norma l winte r, UNS  would e xpe rie nce  a  s urge  in re ve nue s . The  Compa ny conte nds  tha t the  TAM

would make  cus tomer bills  le ss  vola tile  by evening out wide  fluctua tions  due  to wea the r.

5 Mr. Vote 's  te s timony indica te s  tha t in orde r to imple me nt the  propose d TAM, a  ba se  use  pe r

6 cus tome r ("UP C") mus t firs t be  e s ta blishe d. Unde r the  Compa ny's  proposa l, a  s e pa ra te  ba se  would

7 a nd  s ma ll vo lume  pub lic  a u tho rity

8 cus tomers . The  UPCs would be  ca lcula ted by dividing ca lendar yea r the rm sa les  by average  number

9 of customers . The  diffe rence  be tween the  actua l and base  UPC would then be  multiplied by the  2005

10 ba se  numbe r of cus tome rs , a nd the  ma rgin ra te  for the  cus tome r cla s s , to de te rmine  the  throughput

l l adjus tment in dolla rs  (Id. a t 12-13).

12 The  Compa ny a s se rts  tha t, by minimizing the  impa ct of we a the r on cus tome r bills , the  TAM

13 would provide  a  more  e quita ble  ra te  de s ign tha t e ns ure s  tha t cus tome rs  do not pa y more  for the

14 Compa ny's  fixe d cos ts  tha n the y would unde r norma l we a the r conditions  (Ex. A-19 a t 15). UNS a lso

15 cla ims  tha t the  TAM would e ncoura ge  conse rva tion by re ducing the  conflict be twe e n conse rva tion

16 e fforts  and the  Company's  financia l s take  in the  volume tric revenues  a ssocia ted with usage  (Ex. A-l8

17 at 15).

18 UNS  d is mis s e s  the  va lid ity o f RUCO's  a rgume n ts  tha t the  TAM wou ld  e limina te  the

19 ince ntive  for cus tome rs  to cons e rve . The  Compa ny a rgue s  tha t, unde r its  propos a l, a ll cus tome rs

20 would re ce ive  bills  with ide ntica l TAM a djus tme nts  ba se d on cumula tive  sys te m usa ge , not pe rsona l

21 household consumption.

22 be ne fit from conse rva tion e fforts  be ca use  the  individua l cus tome r's  a ctions  would re pre se nt only a

23 small portion of the  usage  da ta  re flected in future  TAM adjus tments .

24 UNS  a ls o dis pute s  a rgume nts  ma de  by S ta ff a nd RUCO tha t the  TAM would re move  the

25 Compa ny's  risk of re ve nue  re cove ry. The  Compa ny cla ims  tha t the  TAM would not a lte r the  a bility

26 or ina bility to re cove r ba s e  ra te s  e s ta blis he d in the  ra te  ca s e , a nd tha t ris ing ca pita l e xpe nditure

27 re quire me nts  a s s ocia te d with cus tome r growth would continue . UNS  a ls o a rgue s  tha t its  propos e d

28 TAM diffe rs  from the  "conse rva tion ma rgin tra cke r" de coupling me cha nism tha t wa s  re je cte d in the

As  a  re s ult, UNS  cla ims , e a ch individua l cus tome r would continue  to
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S outhwe s t Ga s  ca s e  (De cis ion No. 68487 a t 33-34). According to UNS , the  TAM diffe rs  from the

de coupling me cha nism propose d by Southwe s t Ga s  in the  following wa ys : the  TAM would cove r a ll

s ma ll vo lume  cus tome rs , no t jus t re s ide ntia l cus tome rs , UNS  ha s  provide d  e xa mple s  of the

ca lcula tions  needed to implement the  TAM, and UNS is  willing to cons ide r the  crea tion of a  de fe rred

a djus tme nt a ccount (Ex. A-18 a t 14). Fina lly, UNS cla ims  tha t it ha s  ple dge d to continue  supporting

de ma nd-s ide  ma na ge me nt ("DS M") progra ms , re ga rdle s s  of a doption of the  TAM. The  Compa ny

argues , the re fore , tha t it cannot be  accused of a ttempting to use  its  TAM proposa l a s  leve rage  for its

continued support for DSM.

RUCO
l
l

10

11 ,

i

12

RUCO witness  Marylee  Diaz Cortez te s tified rega rding the  rea sons  for RUCO's  oppos ition to

the  propos e d TAM. S he  s ta te d tha t the  TAM would ca us e  cus tome rs  to pa y for a  fixe d a mount of

consumption rega rdless  of the ir actua l usage  and would remove  any risk to the  Company associa ted

13 with  re ve nue  re cove ry (RUCO Ex. 5  a t 30-31). Ms . Dia z Co rte z te s tifie d  tha t va ria tions  in

14

15

16

17

18

19

20

21

22

23

24

25

26

cons um ption a re  a lre a dy a ddre s s e d by the  ra te  ca s e  p roce s s  ba s e d on we a the r norm a liza tion of

revenues  (Tr. a t 706).

RUCO a rgues  tha t it is  not appropria te  for the  Commis s ion to provide  a  gua rantee  of a  ce rta in

s tre a m of re ve nue s  be ca us e  the  re gula tory proce s s  is  inte nde d to provide  only the  opportunity for a

com pa ny to re cove r its  re ve nue  re quire m e nt. Ms . Dia z  Corte z  s ta te d  tha t UNS  a lre a dy ha s  a n

e xclus ive  s e rvice  te rritory a nd a  ca p tive  cus tom e r ba s e , g iving  it a  low bus ine s s  ris k. S he  a ls o

indica ted tha t the  authorized ra te  of re turn s e t by the  Commis s ion compens a te s  the  Company for any

bus ines s  risk tha t may e xis t (RUCO Ex. 5 a t 31).

RUCO ne xt a rgue s  tha t a pprova l of the  TAM would pre s e nt a  de pa rture  from the  his toric te s t

ye a r conce p t,  which  R UC O c la im s  is  re q u ire d  unde r the  C om m is s ion 's  ru le s  a nd  the  Arizona

Cons titution. F ina lly,  R UC O conte nds  tha t S outhwe s t Ga s  e xp e rie nce s  g re a te r de c re a s e s  in

cons um ption due  to  cons e rva tion tha n doe s  UNS  Ga s , ye t the  Com m is s ion p re vious ly re je c te d

S outhwe s t Ga s ' de coupling me cha nis m propos a l. RUCO points  out tha t the  Commis s ion e xpre s s e d

27 c onc e rn  tha t the  de c oup ling  m e c ha n is m  p rop os e d  b y S ou thwe s t Ga s  c ou ld  ha ve  re s u lte d  in

28
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1 dis incentives  for customers  to conserve  (Decis ion No. 68287 a t 34), and the  same concern exis ts  with

respect to UNS Gas 's  proposed TAM.

Mr. Ma grude r

Mr. Ma grude r oppos e s  a doption of the  Compa ny's  propos e d TAM for ma ny of the  s a me

re a s ons  ide ntifie d by S ta ff a nd RUCO. He  a rgue s  tha t UNS  s hould not be  ins ula te d from ris k a nd

that customers should not have to pay for gas they have not used.

7 S ta ff

8 Sta ff witness  S teven Ruback expressed severa l concerns  with the  Company's  proposed TAM.

9 Mr. Ruback s ta ted tha t the  TAM is  essentia lly an automatic adjustment clause  and tha t such adjustors

10 tra ditiona lly a re  in te nde d to  re cove r vola tile  cos ts  tha t, if le ft unre cove re d, could  je opa rdize  a

l l company's  financia l hea lth. He  indica ted three  requirements  for the  types  of cos ts  gene ra lly a llowed

12 to be  re cove re d through a djus tor me cha nis ms : the  cos ts  mus t be  la rge  e nough to je opa rdize  the

13 utility's  fina ncia l he a lth, the y mus t be  vola tile , a nd the y mus t be  subs ta ntia lly be yond a  compa ny's

14 control. He  cla ims tha t the  TAM does  not mee t these  te s ts  because  traditiona l ra temadcing has  not le ft

15 UNS  in poor fina ncia l condition, non-ga s  cos ts  a re  not e xtre me ly vola tile , a nd non-ga s  cos ts  a re

16 within ma na ge me nt's  control (Ex. S -23 a t 16).

17 Mr. Ruba ck a ls o a s s e rts  tha t UNS  a lre a dy ha s  in pla ce  two type s  of re ve nue  de coupling

18 me cha nisms  - the  fixe d cus tome r cha rge , which is  inde pe nde nt of throughput, a nd the  P GA, which

19 prote cts  the  Compa ny from vola tile  s pike s  in the  cos t of ga s  (Id. a t 16-17). At the  he a ring , Mr.

20 Ruba ck te s tifie d tha t, in his  opinion, "the  TAM is  ove rly broa d be ca use  it compe nsa te s  for re duce d

2

3

4

5

6

21 s a le s  from a nything from we a the r va ria tion, from e conomic  a c tivity, to  los s  of cos ts , to  high

22 commodity cha rge s ." (Tr. a t 796). He  conce de d tha t it is  not jus t UNS  Ga s 's  propos a l he  dis like s ,

23 s ta ting, "I ha ve n't s e e n a  TAM I like d ye t." (Id.) However, Mr. Ruback contends  tha t adoption of the

24 TAM would re pre se nt "pie ce me a l ra te ma king" be ca use  the re  is  no comme nsura te  opportunity in the

25 me cha nism to cons ide r offse tting a djus tme nts  re la te d to cos t of s e rvice  re ductions , cos t of ca pita l

26 changes, and changes in customer a lloca tion factors  (Ex. A-23 a t 14).

27 Fina lly, S ta ff points  to the  S outhwe s t Ga s  ra te  ca s e , in which the  Commis s ion re je cte d a

28 s imila r proposa l. S ta ff a cknowle dge d tha t the  Commiss ion dire cte d S outhwe s t Ga s  a nd inte re s te d
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2

3

4 Conclus ion

5 We  do  no t be lie ve  the  re cord  s upports  a dop tion  o f UNS  Ga s 's  p ropos e d  de coupling

6 mechanism in this  case . In the  Southwest Gas  case , we  cited a  number of conce rns  with a  decoupling

7 me cha nism tha t wa s  s imila r to the  TAM propose d by UNS Ga s  in this  proce e ding. We  pointe d out in

8 the  Southwe s t Ga s  Orde r tha t de coupling me cha nisms  re quire  "cus tome rs  [to] provide  a  gua ra nte e d

9 me thod of re cove ring a uthorize d re ve nue s , the re by virtua lly e limina ting the  Compa ny's  a tte nda nt

10 risk." (Decis ion No. 68487 a t 34) We  a lso noted tha t, unde r such a  mechanism, cus tomers  would "be

1 s ta ke holde rs  to e xa mine  furthe r de coupling me cha nis ms , a nd S ta ff indica te d tha t it is  willing to

engage  in discuss ions  outs ide  of this  ca se  rega rding such mechanisms . Howeve r, S ta ff a rgues  tha t

UNS's proposal should be  re j ected based on the  record in this  case .

11 re quire d to pa y for ga s  tha t the y ha ve  not us e d in prior ye a rs , a  phe nome non tha t could re s ult in

12 dis ince ntive s  for s uch cus tome rs  to unde rta ke  cons e rva tion e fforts ...[a nd would be ] fa ce d with a

13 surcha rge  for not us ing 'e nough' ga s  the  prior ye a r." (Id .) We  the re fore  directed Southwest Gas  to

14 find ra te  de s ign a lte rna tive s  tha t truly e ncoura ge  cons e rva tion a nd to e nga ge  in dis cus s ions  with

15 a ffected s takeholde rs  to pursue  implementa tion of a  decoupling mechanism through the  DSM policy

16 process  or through a  proposa l in Southwest Gas 's  next ra te  case  (Id.).

17 Although the  Compa ny a tte mpts  to dis tinguish its  TAM Hom the  me cha nism re j e cte d in the

18 Southwest Gas case , the  diffe rences  a re  ins ignificant compared to the  overa ll s imila rities  be tween the

19 propos a ls . The  firs t diffe re nce  cite d by the  Compa ny, tha t it is  willing to a pply the  TAM to a ll s ma ll

20 volume  cus tome rs , is  not pe rs ua s ive  give n S outhwe s t Ga s 's  conce s s ion tha t it wa s  a ls o willing to

21 e xte nd its  de coupling me cha nism to a  broa de r ba se  of cus tome rs (Id. a t 31). The  ne xt diffe re nce

22 cla ime d by UNS  is  e s s e ntia lly tha t its  propos a l provide d a  gre a te r le ve l of de ta il, by including

23 examples  of ca lcula tions  tha t would be  used to implement the  TAM, than did tha t of Southwest Gas .

24 As indica ted in the  passages  quoted above , our primary concern with the  Southwest Gas proposa l was

25 not spe cifica lly with the  la ck of imple me nta tion de ta ils , but ra the r with a  conce pt tha t would provide

26 the  utility with a  le ve l of ris k ins ula tion, while  pos s ibly dis coura ging cons e rva tion e fforts  through

27 impos ition of a  surcha rge  on a n e ntire  cla s s  of cus tome rs  if tha t cla s s  did not use  "e nough" ga s  the

28 pre ce ding ye a r. The  fina l diffe re nce  cla ime d by UNS  is  its  offe r "to  cons ide r the  cre a tion of a
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1 de fe rre d throughput a djus tme nt a ccount." (Ex. A-18, a t 14) Aga in, the  dis tinction ide ntifie d by UNS

2 is  not subs tantive  in na ture  but ins tead provides  an a lte rna tive  means  of accounting for the  proposed

3 surcharge. The  Compa ny's  a lte rna tive  a ccounting te chnique  doe s  not, howe ve r, a ddre s s  the

4 unde rlying conce rns  clea rly expressed rega rding the  Southwes t Gas  decoupling mechanism. We  see

5 no re a son, ba se d on the  re cord in this  proce e ding, to de pa rt from our finding in the  S outhwe s t Ga s

6 Decis ion rega rding a  proposed decoupling mechanism.

7 Ha ving  re je cte d  UNS  Ga s 's  TAM propos a l, we  e ncoura ge  the  Compa ny to  e nga ge  in

8  d is cus s ions  with  o the r s ta ke holde rs  a ffe cte d  by th is  is s ue ; to  pa rtic ipa te  in  the  ongoing DS M

9 workshops  be fore  the  Commiss ion, and, if poss ible , to deve lop a  decoupling mechanism tha t does  not

10 suffe r from the  types  of de ficiencie s  identified by the  pa rtie s  in this  ca se .

l l Demand-Side  Management Programs

12 UNS Gas

13 UNS Gas  proposes  to implement seve ra l new DSM programs, including a  re s identia l furnace

14 re trofit progra m, re s ide ntia l ne w cons truction home  progra m, comme rcia l HVAC re trofit progra m,

15 and commercia l gas-cooking e fficiency program. The  Company cla ims tha t these  four new programs

16 will re quire  funding of $916,616 a nd tha t a  propos e d e xpa ns ion of its  low-income  we a the riza tion

17 ("LlW") progra m will cos t a n  a dditiona l $135,000, for a  to ta l a nnua l DS M portfo lio  e xpe ns e  of

18  $1 ,051,616(Ex.A-15 a t l3-15).

UNS  s ta te s  tha t it is  la rge ly in a gre e me nt with S ta ff"s  DS M re comme nda tions , s pe cifica lly

20 with re spe ct to submis s ion of the  progra ms  for re vie w by S ta ff. UNS  witne s s  De nise  S mith te s tifie d

21 tha t the  Compa ny pre fe rs  to ha ve  the  ne w progra ms  a pprove d in this  ca s e  s o tha t the y ma y be

22 imple me nte d a s  soon a s  poss ible  (Tr. a t 518). On Ma y 4, 2007, the  Compa ny file d its  DSM progra m

19

23

24

25

26

27

28

proposa ls  in a  sepa ra te  docke t for S ta ff s  review (Docke t No. G-042044-07-0274).

Ms. Smith indica ted tha t the  Company has  agreed to use  S ta ff's  recommended Socie ta l Cos t

Test to de termine  the  e ffectiveness  of the  DSM programs, despite  her reserva tions regarding how tha t

te s t would be  a pplie d (Ex. A-21 a t 4, 7, Ex. A-22 a t 2). Howe ve r, Ms . S mith s ta te d tha t the  othe r

DS M te s ts  - including the  P a rticipa nt Te s t, P rogra m Adminis tra tor Cos t Te s t, Tota l Re source  Cos t

Te s t, a nd Ra te  Impa ct Me a sure  Te s t - should a lso be  utilize d, to provide  a  full a na lys is  of progra m
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e ffe ctive ne s s  (Ex. A-21 a t 7). Ms . S mith a lso a gre e d tha t the  Compa ny would continue  to provide

se mi-a nnua l re ports  to the  Commiss ion, but s ta te d tha t the  Compa ny would se e k a t a  la te r time  to

move  to an annua l reporting requirement (Ex. A-22 a t 14).

With re spe ct to ca lcula tion of the  DS M a djus tor me cha nism, Ms . S mith indica te d tha t UNS

5 agrees  initia lly to limit recovery to 25 pe rcent of the  new program cos ts  ($230,000) and LIW program

6 cos ts  ($113,400), plus  the  cos t of the  ba s e line  s tudy tha t is  ne e de d to e va lua te  thoroughly the

7 e ffe ctive ne s s  of the  progra ms  ($82,000). The  tota l a mount of $425,400 would tra ns la te  to a  DS M

8 adjus tor surcha rge  of $0.0031 pe r the rm, when divided by tota l te s t yea r te rms  of 138,223,864 (Id. a t

9  3 ) .

10 Mr. Ma grude r

l l Mr. Ma grude r indica te s  tha t he  is  a  propone nt of DSM progra ms  but be lie ve s  tha t a dditiona l

12 review of the  Company's  programs is  necessa ry prior to approva l. However, he  sugges ted tha t a ll the

13 necessary information regarding the  programs should be  submitted to Staff as  soon as possible  so tha t

14 the  progra ms  could be  a ddre sse d in the  Re comme nde d Opinion a nd Orde r in this  ca se , to a llow the

15 pa rtie s  an opportunity to comment rega rding the  findings  de te rmined the re in. He  a lso sugges ted tha t

16 a n inte gra tion of the  UNS  Ga s  a nd UNS  Ele ctric DS M progra ms  could be  cons olida te d in  the

17 pe nding e le ctric ra te  ca s e  for UNS . At the  s a me  time , howe ve r, Mr. Ma grude r re comme nde d tha t

18 UNS  Ga s 's  DS M progra ms  s hould  not be  funde d until a fte r public  he a rings  a re  he ld  on thos e

19 progra ms . He  propos e d tha t the  Ene rgy S ma rt Home  ("ES H") progra m s hould include  tra ining of

20 loca l city/county building ins pe ctors  to me e t Ene rgy S ta r re quire me nts , us ing RES NET pe rs onne l.

21 Fina lly, Mr. Ma grude r re comme nde d tha t in-home  e ne rgy a udits  s hould be  continue d due  to the ir

22 va lue  (Ma grude r Brie f a t 38-41).

23 S ta ff

24 S ta ff witne s s  J ulie  McNe e ly-Kirwa n pre s e nte d S ta ffs  pos ition re ga rding the  Compa ny's

25 propose d DSM progra ms . She  re comme nde d tha t the  LIW funding ($l l3,400) a nd 25 pe rce nt of the

26 ne w progra m cos ts  ($229,154) should be  include d in the  initia l DS M surcha rge , but tha t UNS  Ga s 's

27 portion of the  ba se line  s tudy cos ts  (382,000) should not be  include d in the  surcha rge  initia lly (Ex. S -

28
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40 a t 1-2, 8). Ba se d on this  re comme nda tion, S ta ff ca lcula te d a n initia l DSM surcha rge  of $0.0025

which it recommends be  established in this  case  (Id.).

Ms. McNee ly-Kirwan a lso agreed with UNS tha t the  DSM adjus tor re se t da te  should require  a

filing by April 1 of e a ch ye a r, with a n a djus tme nt da te  of June  1. As  indica te d a bove , UNS  a gre e d

with S ta ff's  re comme nda tion to re quire  s e mi-a nnua l DS M re ports . In  he r d ire ct te s timony, Ms .

McNe e ly-Kirwa n re comme nde d tha t the  Compa ny file  a  compre he ns ive  DS M portfolio, which UNS

has  appa rently provided through an a ttachment to Denise  Smith's  te s timony (Ex. A-23), a s  we ll a s  in

the  se pa ra te  docke t cite d a bove . Howe ve r, S ta ff oppos e s  a pprova l of s pe cific progra ms  in this

proce e ding a nd re comme nds  a pprova l in a  se pa ra te  docke t, cons is te nt wide  pa s t pra ctice  for othe r

companies  (Tr. a t 1141).

Conclus ion

We agree  with S ta ffs  recommenda tion to se t the  DSM adjus tor surcha rge  a t an initia l leve l of

13 $0.0025, which reflects exclusion of the baseline cost study. As indicated in Staff' s recommendation,

14 the costs of the baseline study may be included in a subsequent reset of the adjustor once sufficient

15 justification of the allocated costs has been submitted for Staff's review. UNS agreed with Staffs

16 proposal to shift the adjustor tiling date to April 1, with an adjustor date of June l, as well as with

17 Staffs recommendation that semi-annual reports be required for the DSM programs. We also agree

18 with Staff that the appropriate forum for a full review of the specific DSM programs is in the separate

19 docket in which there is an application currently pending. This approach is consistent with that

20 required for other companies, including APS and Southwest Gas (See, e.g., Decision No. 68487, at

21 61-63).

22 Low-Income Customer Programs

23 UNS Gas currently offers several low~income assistance programs. The Customer Assistance

24 Residential Energy Support ("CARES") program (Rate Schedule R12) provides a per therm discount

25 to customers meeting eligibility requirements during the months of November through April. Warm

26 Spirits is an emergency bill assistance program offered to eligible low-income customers. As

27 discussed above, UNS also offers the LIW program, the costs of which would now be recovered

28 through the DSM adjustor mechanism.
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UNS Gas states that, in addition to offering these specific programs, it will continue to work

2 with the ACAA on low-income customer issues. The Company contends that it is committed to

3 automatically enrolling customers eligible for the Low-Income Home Energy Assistance Program

4 ("L1HEAP") into the CARES. program (Ex. A-16 at 8) and will continue to expand its outreach

5 efforts. Those outreach efforts include distribution of CARES applications to local assistance

6 agencies, public libraries, and municipal buildings and promotion of the program through residential

7 bill inserts (Ex. A-17 at 4). UNS also contends that it is willing to explore opportunities to increase

8 the marketing of low-income programs and to increase LIW funds to low-income agencies.

9 Miquelle Scheier testified on behalf of ACAA regarding various low-income customer issues,

10 including CARES customers (ACAA Ex. l). Ms. Scherer opposed the Company's proposal to

ll increase the customer charge for low-income customers, urged the Commission to increase marketing

12 efforts for the R12 tariff, requested the Commission to require automatic enrollment of LIHEAP

13 customers into the CARES program, sought the elimination of payday loan offices as payment

14 centers for cash-paying customers, requested that bill assistance money be increased from $21,500 to

15 $50,000, asked that LIW funding be increased to $200,000, and that $20,000 of that amount be

16 directed to community volunteer weatherization efforts, and requested that the proposal to reduce the

17 due date for bills be denied (Id. at 2).

1

lb

19 Customers  rece iving se rvice  under the  CARES program currently pay the  same basic monthly

20 cha rge  of $7 a s  do othe r re s identia l cus tomers , but CARES cus tomers  rece ive  a  pe r then discount of

21 $0.15 on the  firs t 100 te rms  of usa ge  during the  months  of Nove mbe r through April. As  de scribe d

22 above  in the  ra te  des ign section of the  Order, UNS proposed a  seasona l monthly cha rge  increase  to

23 $20 from De ce mbe r through Ma rch a nd to $11 from April through Nove mbe r. The  Compa ny a ls o

24 propose d to de cre a se  the  volume tric cha rge  a pplica ble  to a ll cus tome rs . For CARES  cus tome rs ,

25 UNS propose d a  ye a r-round cus tome r cha rge  discount of $6.50 pe r month, a long with the  re duction

26 of the  commodity cha rge  dis cus s e d pre vious ly. Unde r the  Compa ny's  re comme nda tion, CARES

27 cus tome rs ' fixe d monthly cha rge  would incre a se  from $7 to $13.50 from April through Nove mbe r,

28

CARES Program
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1 but would de cre a s e  to $4.50 pe r month from De ce mbe r through Ma rch. The  s a me  volume tric

2 cha rge s  would a pply to a ll re s ide ntia l cus tome rs .

3 The  Company cla ims  tha t its  proposa l would increase  CARES cus tomers ' bills  modes tly, with

4 a n incre a se  of $1.12 pe r month during winte r months  (a s sumingl00 te rms  of usa ge ), a nd $4.21 pe r

5 month during s umme r months  (a s s uming 20 te rns  of us a ge ) (Ex. A-9, S che d. H-4). UNS  conte nds

6 tha t some  highe r usa ge  CARES  cus tome rs  ma y a ctua lly se e  a  ra te  de cre a se  due  to the  Compa ny's

7 propose d commodity cha rge  re duction.

8 S ta ff re comme nds  tha t the  curre nt monthly cha rge  of $7 be  re ta ine d for CARES  cus tome rs

9 a nd tha t the y continue  to re ce ive  the  curre nt $0.15 pe r the n dis count for the  firs t 100  te rms  of

10  us a ge  during  the  months  o f Nove mbe r th rough  April (Ex. S -40  a t 2 ). S ta ff conte nds  tha t its

l l re comme nda tion provide s  a  price  s igna l tha t would e ncoura ge  conse rva tion by CARES  cus tome rs

12 during winte r months , be ca use  usa ge  ove r 100 te rms  during those  months  would incur a  subs ta ntia l

13 incre a s e . S ta ff witne s s  McNe e 1y-Kirwa n s ta te d tha t the  Compa ny's  ra te  de s ign propos a l would

14 provide  a  dis ince ntive  for cons e rva tion, give n UNS 's  re comme nda tion to de cre a s e  the  volume tric

15 cha rge  for a ll te rms  of usa ge  (Id. a t 3).

16 Given our prior re j section of UNS's  seasonal customer charge  and across-the-board volumetric

17 ra te  re duction re comme nda tion, the  a pplica tion of the  Compa ny's  proposa l to CARES  cus tome rs  is

18 e ffe ctive ly a  moot point. We  a gre e  with S ta ff tha t ke e ping the  curre nt cus tome r cha rge  in e ffe ct for

19 CARES  cus tome rs , a nd re ta ining the  curre nt winte r volume tric dis count for the  firs t 100 te rns , will

20 he lp mitiga te  the  e ffects  of the  ra te  increa se  approved in this  ca se  and will continue  to provide  a  ra te

21 s tructure  for the  low-income  cus tome rs  e nrolle d in the  progra m tha t offe rs  a n opportunity to re duce

22 the ir ove ra ll bills  through cons e rva tion e fforts . We  the re fore  a dopt S ta ff's  re comme nda tion on this

23 issue.

24 Warm Spirits  P rogram

25 Wa rm S pirits  is  a  progra m, funde d by cus tome r contributions , tha t provide s  e me rge ncy bill

26 pa yme nt a s s is ta nce  to low-income  cus tome rs . UNS  witne s s  Ga ry S mith te s tifie d tha t UniS ource

27 Ene rgy promote s  the  progra m through bill ins e rts  a nd bill me s s a ge s  e ncoura ging cus tome rs  to

28 contribute  to the  progra m (Ex. A-15 a t 10-11). The  proce e ds  of the  contributions  a re  dis tribute d to
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7

8

9

10

11

12

13

14

15

16

17

18

19

20

loca l se rvice  a ge ncie s , which a ss is t qua lifie d low-income  cus tome rs  in pa ying the ir bills , mos t ofte n

during the  winte r hea ting season. Mr. Smith s ta ted tha t UNS Gas matches  customer dona tions  dolla r-

for-dolla r with funds  provided by UniSource  sha reholde rs . He  indica ted tha t UniSource  made  a  one -

time  dona tion of $50,000 to the  progra m in 2004 a nd tha t UNS  ma tche d $24,000 in dona tions  in

2005. Mr. S mith te s tifie d tha t the  Compa ny would continue  to ma tch cus tome r contributions  on a

dolla r-for-dolla r ba s is  (Id.). As  indica te d a bove , ACAA propose s  tha t the  Commiss ion re quire  UNS

to provide  funding for Wa rm Spirits  in the  a mount of $50,000 pe r ye a r (ACAA Ex. l a t 2).

We  be lie ve  tha t the  Compa ny's  ma tching contributions  to the  Wa rm S pirits  progra m, which

currently amount to approxima te ly $20,000 to $25,000 pe r yea r, be  a  reasonable  commitment a t this

time . However, we  encourage  the  Company to continue  to promote  the  exis tence  of the  program and

the  ability for cus tomers  to make  volunta ry contributions .

It is  not clea r in the  record whe ther UNS Gas  currently has  a  section on cus tomer bill payment

s tubs  tha t a llows  cus tomers  to check a  box to indica te  tha t they would like  to make  a  contribution a t

the  time  the y write  out the ir pa yme nt che cks . This  is s ue  wa s  ra is e d in the  S outhwe s t Ga s  ca s e ,

whe re in we  dire cte d Southwe s t Ga s  to modify its  billing s ta te me nts  to a llow volunta ry contributions

(De cis ion No, 68487, a t 59-60). In tha t Orde r, we  pointe d out tha t a  contribution line  is  offe re d to

APS cus tomers  and tha t "inclus ion of a  line  on cus tomer bills  is  pre fe rable  to [re lying sole ly] on a  bill

inse rt, which may be  disca rded when cus tomers  open the ir bills ." (Id. a t 60) The re fore , if UNS  Ga s

doe s  not curre ntly ha ve  in pla ce  a  bill s ta te me nt contribution option, it sha ll imple me nt the  cha nge

within 60 days  of the  e ffective  da te  of this  Decis ion.

21

22

23

24

25

26

Pavrnents a t Payday Loan Stores

In 2006, UNS closed loca l office s  in P re scott, Cottonwood, Flags ta ff, and Show Lowly (Tr. a t

434-35). The s e  clos ings  coincide d with the  Compa ny's  cons olida tion of its  Tucs on ca ll ce nte r

ope ra tions  for a ll of the  UniS ource  ope ra ting a ffilia te s , which UNS  cla ims  wa s  inte nde d to improve

cus tome r se rvice  while  a t the  sa me  time  cutting the  Compa ny's  ope ra ting cos ts  (Tr. a t 436-40). At

the  time these  offices  were  be ing closed, customers  were  notified tha t future  payments  could be  made

27

28 15 UNS continues to operate local offices in Kinsman, Lake Havasu, and Nogales.
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1 a t va rious  ACE Ca s h Expre s s  loca tions  a nd othe r s pe cifie d "ca s h only" s tore s  (Ex. A-16, Atta ch.

2 GAS -3). For pa yme nts  ma de  a t the se  so-ca lle d "pa yda y loa n" s tore s  in a re a s  whe re  UNS  doe s  not

3 ha ve  a  loca l office , UNS pa ys  the  fe e  cha rge d by the  pa yda y loa n s tore s , but cus tome rs  who pa y a t

4 such s tores  in an a rea  tha t has  a  loca l office (i.e ., Kinsman, Lake  Havasu, and Noga les) must pay a  $1

5 fee  in order to make a  payment a t the  payday loan stores (Id. a t 8).

6 ACAA witness  Sche ie r expressed concern tha t cash paying cus tomers , e specia lly low-income

7 cus tomers , could be  vulne rable  to preda tory lending practice s  a t the  payday loan s tore s . She  te s tified

8 tha t ACAA obje cts  to the  us e  of s uch s tore s  be ca us e  "it pla ce s  a lre a dy vulne ra ble  cus tome rs  in

9 more  vulne ra ble  s itua tion." (ACAA Ex. 1 a t 13) Ms . S che ie r a lso s ta te d tha t she  did not unde rs ta nd

10 why the  Compa ny could not pla ce  "ATM-like  kios ks " tha t a cce pt ca s h pa yme nts  in loca l a re a s  (Id).

l l She  furthe r cla imed tha t some  low-income  clients  had been encouraged to take  out loans  when they

12 made  payments  a t the  payday loan s tore s  (ACAA Ex. 2, a t 2).

13 Mr. Magruder a lso opposes  use  of payday loan s tores  for taking payments . He  suggested tha t

14 othe r pa yme nt a ge nts  should be  found by the  Compa ny or, a lte rna tive ly, tha t a  Compa ny e mploye e

15 may need to be  on-loca tion a t the  payday loan s tores  during weekdays  (Magruder Brie f a t 37).

16 UNS witness  James Pigna te lli tes tified tha t UNS does not send customers  to preda tory lenders

17 by its  acceptance  of payments  a t payday loan s tore s . He  indica ted tha t cus tomers  could obta in loans

18 from pa yda y loa n s tore s  e ve n if the  Compa ny ha d not close d its  loca l office s  or ha d in pla ce  ATM-

19 like  kios ks  (Ex. A-3 a t 1). Mr. P igna te lli s ta te d tha t the  de cis ion to clos e  s ome  bra nch office s  a nd

20 offe r a lte rna tive  loca tions  for ca sh-paying cus tomers  was  made  to keep down cos ts  for a ll cus tomers ,

21 including low-income  cus tome rs  (Id.).

22 UNS  witne s s  Ga ry S mith cla ims  tha t Ms . S che ie r's  comme nts  re ga rding cus tome rs ' be ing

23 e ncoura ge d to ta ke  out loa ns  from the  pa yda y loa n s tore s  is  not cons is te nt with informa tion the

24 Compa ny ha s  re ce ive d from pa yda y loa n s tore  ma na ge rs  (Ex. A-17 a t 5). He  conte nds  tha t UNS  is

25 not e ncoura ging cus tome rs  to utilize  pa yda y loa n se rvice s  a t the se  loca tions  (Ex. A-16 a t 9). During

26 the  he a ring, Mr. S mith te s tifie d tha t AP S  a ls o utilize s  pa yda y loa n s tore s  for a cce pta nce  of ca s h

27 pa yme nts , a s  doe s  Citize ns  Frontie r Communica tions  (Tr. a t 343). He  indica te d tha t UNS  conta cte d

28 groce ry s tore s  a nd loca l ba nks  in the  P re s cott a nd Chino Va lle y a re a s  a bout the ir willingne s s  to

a
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20

21

22

23

24

a cce pt pa yme nts , but wa s  turne d down. Mr. S mith  s ta te d  tha t UNS  wa s  looking  in to  a  jo in t

a rrangement with APS under which a  payday loan s tore  in Flags ta ff would have  a  dedica ted window

ava ilable  for payment of utility bills , sepa ra te  from the  s tore 's  ma in counte r. He  a lso te s tified tha t the

Compa ny wa s  d is cus s ing  with  AP S  the  pos s ib ility of us ing  a  non-pa yda y loa n  S tore  s ite  for

acceptance  of payments  (Tr. a t 344-47).

Although we  encourage  UNS to seek out cos t-cutting opportunitie s , we  a re  conce rned when

thos e  e fforts  re s ult in the  diminution of s e rvice  to cus tome rs . We  unde rs ta nd the  Compa ny's  ca ll

cente r consolida tion decis ion was  intended to provide  cons is tency be tween the  UniSource  a ffilia te s

and to reduce  cos ts  in the  long-te rm. On cross -examina tion, the  Company's  witness  sought to jus tify

the  office  clos ings  on  the  ba s is  tha t not e nough pe ople  us e d  the  loca l office s  to  jus tify the ir

continua tion, a nd tha t more  cus tome rs  use  the  pa yda y loa n s tore s  due  to the ir conve nie nce  (Tr. a t

342-43). Howe ve r, the  c los ing  of a  numbe r o f loca l o ffice s , e s pe cia lly in  northe rn  Arizona ,

repre sents  not jus t the  e limina tion of a  nea rby loca tion for making payments , but a lso the  loss  of an

office  whe re  cus tome rs  could ta lk to a  re pre s e nta tive  of the  Compa ny fa ce -to-fa ce  to work out

payment a rrangements  or rece ive  assis tance  in s igning up for ava ilable  programs.

We be lieve  tha t additiona l e fforts  should be  undertow<en by UNS to explore  fully a ll ava ilable

a lte rna tive s  for the  provis ion of s e rvice  to cus tome rs . We  the re fore  dire ct the  Compa ny to ma ke

e ve ry re a s ona ble  e ffort to de te rmine  whe the r othe r pa yme nt loca tions  ma y be  utilize d e ithe r in

addition to, or in lieu of, the  payday loan s tores  currently used by UNS. These  e fforts  should include ,

but not be  limite d to, joining with othe r utilitie s  to e nlis t a lte rna tive  a ge nts , such a s  ba nks  or groce ry

s tore s , to accept ca sh payments  and to explore  of opening joint loca l office s  to offse t cos ts  and any

othe r a lte rna tives  tha t may enhance  cus tomer se rvice  without expos ing cus tomers  to the  potentia l of

be ing solicite d by pre da tory le nde rs  in the  course  of ma king a  utility pa yme nt. UNS sha ll file  a  copy

of its  re comme nda tions  cons is te nt with this  dire ctive  within 90 da ys  of the  e ffe ctive  da te  of this

25

26

De cis ion.

Proposed Changes  to Rules  and Regula tions

UNS  propos e d a  numbe r of cha nge s  to its  e xis ting Rule s  a nd Re gula tions  gove rning s e rvice .

28 Among thos e  propos ed changes  a re  increas es  to cha rges  for s e rvice  lines  and ma in extens ions  and a

27

f
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1

2

3

4

5

6

7

8

proposa l to reduce  the  pe riod, from 15 days  to 10 days , tha t cus tomers  have  to pay the ir bills  be fore

the  bills  are  considered past due .

Line  a nd Ma in Exte ns ion Policie s

UNS propose s  a me ndme nts  to its  Rule s  a nd Re gula tions (i.e ., ta riffs ) tha t it cla ims  would

e ns ure  tha t de ve lope rs  a nd ne w cus tome rs  pa y a  fa ir cos t for infra s tructure  a s s ocia te d  with

conne cting ne w de ve lopme nts  to the  UNS  Ga s  sys te m (Ex. A-15 a t 19-20). As  de scribe d by UNS

witne s s  Ga ry S mith, the  Compa ny propos e s  cha nge s  to both its  s e rvice  line  a nd ma in e xte ns ion

policie s  (Id. a t Sched. GAS-2). The  Company's  proposa ls , a s  se t forth in its  brie f, a re  a s  follows:

9

10

11

12

13

14

15

16

17

18

19

For a  ne w ga s  s e rvice  line , the  cus tome r would be  re quire d to re imburs e  the
Company a t a  ra te  of $16 pe r foot on the  cus tomer's  prope rty (the  current ra te  is
$8 pe r foot). For cus tome rs  who provide  the  tre nch for the  s e rvice  line , the  ra te
would be  $12 pe r foot (Id. a t 19).
Unde r the  Compa ny's  propos a l, the re  would be  no fre e  foota ge , s o de ve lope rs
would pay the  entire  amount up front (subj e t to re fund) (Tr. a t 386-87).
In  its  e ffort to  comply with  A.A.C. R14-2-307, UNS  pre pa re d a n incre me nta l
contribution s tudy ("ICS ") to de te rmine  a n e s tima te  of the  cos ts  a nd be ne fits  of
a dding a  cus tome r to the  s ys te m. Unde r the  Compa ny's  propos a l, the  ICS
compone nt would be  modifie d to re duce  the  cre dit a pplie d to ne w cus tome rs  or
de ve lope rs  pe r s e rvice  line  or ma in e xte ns ion (the re by incre a s ing the  re quire d
advances  from new cus tomers  and deve lope rs ). According to the  Company, this
change  would ensure  tha t the  cost burden is  initia lly placed on new customers  and
de ve lope rs  for ma in e xte ns ions  or line  e xte ns ions , subje ct to re fund ove r a  five -
yea r pe riod (Tr. a t 384-87, 919, Ex. A-35).
For line  e xte ns ions  ove r $500,000, UNS  would a dd a  gros s -up a mount e qua l to
the  Compa ny's  e s tima te d fe de ra l, s ta te , a nd loca l income  ta x lia bility in a dva nce
(Ex. A-15, Sche d. GAS-2).

20

21

22

23

24

UNS  e s tima te d tha t the  cha nge s  de scribe d a bove  would re sult in a n a dditiona l $3.6 to $3.8

million pe r ye a r in contributions , on a ve ra ge  (Ex. A-30, Tr. a t 915). The  cha nge s  would re sult in a n

incre a se d contribution from ne w cus tome rs /de ve lope rs , from the  curre nt a mount of a pproxima te ly

$300 to more  than $500 pe r connection (Id.). In re sponse  to ques tions  from Commiss ione r Mayes ,

UNS  la te r offe re d the  following two a dditiona l a lte rna tive  proposa ls :
25

26

27

28

is UNS witness Gary Smith testified that the Company does not advocate adoption of these alternatives because he
believes the Company's proposal, if combined with the alternatives, would require a significant increase in contributions
by new customers and developers, from the current average of approximately $310 per connection to nearly $1,000 per
connection. He stated that requiring substantial increases in required contributions could put UNS Gas at a competitive
disadvantage, relative to the construction of homes using all electric or propane, and thereby lessen the Company's ability
to add new service connections (Tr. at 1069-72).

2.

1 .

3.

4.
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1

2

3

4

5 UNS  points  out tha t S ta ff witne s s  Ra lph S mith te s tifie d tha t the  Compa ny's  line  e xte ns ion a nd

6 m a in e xte ns ion propos a ls  (not inc luding the  a lte rna tive s ) a ppe a r to  be  re a s ona bly s upporte d by the

7 Com pa ny (Ex.  S -25 a t 64-67,  Ex.  S -27 a t 44). Mr.  S m ith  ind ica te d  tha t the  Com pa ny's  p ropos a l

8 a ppe a rs  to  provide  a  fe a s ibility s tudy in  com plia nce  with  Com m is s ion re quire m e nts  (Tr.  a t 869-71).

The re fore ,  S ta ff doe s  not oppos e  the  Com pa ny's  ta riff cha nge  re que s ts  on  the s e  is s ue s .  UNS  a ls o

a rgue s  tha t its  propos e d ICS  he lps  the  Com pa ny s pe c ifica lly ta ilor a  ne w cus tom e r's  or de ve lope r's

Elimina ting of the  ICS  a nd re ta ining ta riff la ngua ge  re quiring ne w cus tome rs  to
pa y for the  e ntire  le ngth of the  ne w se rvice  line  to the ir prope rty, re sulting in a n
additiona l e s tima ted $1 .2 million in contributions  (Ex. A-3 l , Tr. a t 916), and
Re quiring th a t n e w customers/developers pa y for excess flow valves
(a pproxima te ly $250 e a ch), which will be come  a  ma nda tory re quire me nt for ne w
se rvice  line s  beginning in July 2008 (Ex. A-32, Tr. a t 1067).

9

10

11 u p -fro n t co n trib u tio n  re q u ire me n t ra th e r th a n  imp o s in g  a  fla t o n e -s ize -fits -a ll co n trib u tio n

12  re quire me nt. UNS adds tha t be ca use  not a ll de ve lopme nts  be come  fully built-out within the  a llotte d

13 five ~ye a r te rm of a dva nce  re funds , the  ba la nce  of a dva nce s  would be come  contributions  a fte r tha t

14  five -ye a r pe riod  (Tr. a t 1055). UNS  a s s e rts  tha t its  propos a ls  s e e k to hold de ve lope rs  a nd ne w

15 cus tomers  re sponsible  for a  fa ir sha re  of cos ts  a ssocia ted with se rving growth.

16 We  find tha t the  Compa ny's  line  a nd ma in e xte ns ion proposa ls  a re  a  re a sona ble  me a ns  of

17 incre a s ing the  up-front contributions  re quire d from ne w cus tome rs  a nd de ve lope rs  to conne ct to the

18 UNS Ga s  sys te m. Howe ve r, we  a lso be lie ve  tha t one  of the  a lte rna tive s  sugge s te d by the  Compa ny,

19 the  cha rge  for e xce ss  flow va lve  ins ta lla tion, should be  imple me nte d by UNS  to furthe r incre a se  the

20 a mount re quire d for s ys te m conne ctions . S ince  the  e xce s s  flow va lve s  will be come  ma nda tory in

21 2008, it is  re a sona ble  tha t the  cos ts  to ins ta ll those  de vice s  should be  include d in the  contributions

22 required from new cus tomers /deve lope rs .

23 As  se t forth in Exhibit A-30, it is  e s tima ted tha t ins titution of these  combined measures  would

24 cause  the  ave rage  contribution pe r se rvice  line  to increa se  from the  current amount of approxima te ly

25 $300 to $383 in 2007, $635 in 2008, a nd $760 in 2009 a nd be yond. The  ne t re s ult is  tha t ne w

26 cus tomer/deve lope r contributions  would more  than double  within the  next yea r and would continue  to

27 incre a se  in the  following ye a r. Although the  contributions  a re  a ctua lly a dva nce s  tha t a re  re funda ble

28

2.

1.
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1

2

3

within the  firs t five  yea rs , to the  extent a  deve lopment is  not built out within tha t five -yea r pe riod, the

ba la nce  of the  up-front contributions  would be come  nonre funda ble  a nd would not be  includa ble  in

rate base.

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

23

24

25

26

27

We  be lie ve  tha t our finding on this  is s ue  a chie ve s  a  re s ult tha t is  cons is te nt with the  ra te

de s ign conce pt of gra dua lism be ca use , a lthough it re pre se nts  a  s ignifica nt incre a se  in the  up~front

contribution re quire d to be  fina nce d by ne w cus tome rs /de ve lope rs , it ke e ps  inta ct the  a bility of

de ve lope rs  to re ca pture  a ll or pa rt of the  initia l inve s tme nt. At the  s a me  time , a s  de s cribe d by the

Compa ny's  witne s s e s ,  a pp rova l o f th is  mod ifie d  p ropos a l a vo ids  the  po te n tia l compe titive

dis a dva nta ge  tha t would be  fa ce d by UNS  Ga s  if a  fully nonre funda ble  hook-up fe e  we re  to be

imple me nte d sudde nly. We  re cognize  tha t, ove r the  long-te rm, incre a s ing the  numbe r of cus tome rs

on the  s ys te m a nd the  re ve nue s  a s s ocia te d with thos e  cus tome rs  s hould provide  a  be ne fit to a ll

cus tome rs . While  we  be lie ve  the  e xte ns ion me a sure s  a pprove d in this  Orde r a re  re a sona ble  a t this

time , we  dire ct UNS  Ga s  to inve s tiga te  fully the  is sue  of de ve lope r contributions  a nd pre se nt in its

ne xt ra te  ca s e  via ble  a lte rna tive s  to  the  propos a l a dopte d he re in , including but not limite d to

nonre funda ble  hook-up fe e s  a nd othe r me a sure s  tha t would hold ha rmle ss  e xis ting cus tome rs  a nd

require  grea te r contributions  to ensure  tha t growth pays  for itse lf.

Re duction of Bill Pa yme nt Due  Da te

UNS  propos e s  to modify its  billing te rms  in its  ta riffs  by re ducing from 15 da ys  to 10 da ys

(from the  time  the  bill is  rende red) the  time  for cus tomers  to pay bills  be fore  the  bills  a re  cons ide red

pa s t due . The  Compa ny's  propos e d cha nge  would ma ke  its  billing pra ctice s  cons is te nt with the

re quire me nts  of the  Commis s ion's  Rule s , a s  s e t forth in A.A.C. R14-2-3l0(C). UNS  witne s s  Ga ry

Smith contends  tha t even under the  proposed billing change , cus tomers  would have  plenty of time  to

pa y bills  be fore  la te  pa yme nt cha rge s  would a pply or te rmina tion of s e rvice  would be  imple me nte d

(Ex. A-l6 a t 4). According to Mr. S mith, a fte r the  10-da y pa yme nt pe riod, cus tome rs  would ha ve  a n

a dditiona l 15 da ys  be fore  a  la te  pa yme nt cha rge  would be  impose d, for a  tota l of 25 da ys . At tha t

point, the  bill would be  cons ide re d de linque nt, but te rmina tion-of-se rvice  proce dure s  (i.e ., notice  of

te nnina tion) would not comme nce  for a n a dditiona l 5 da ys , a nd se ve ra l a dditiona l da ys  would like ly

28
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1 pa s s  be fore  a ctua l te nnina tion occurre d. Mr. S mith indica te d tha t the  Compa ny would be  a ble  to

2 waive  the  la te  fee  if a  customer presented good cause  for la te  payment (Id .).

3 RUCO, ACAA, a nd Mr. Ma grude r oppose  the  Compa ny's  proposa l to re duce  the  time  to pa y

4  a  b ill. RUCO a rgue s  tha t, a lthough the  Compa ny's  propos a l is  cons is te nt with  the  minimum

5 requirements  of the  Commiss ion's  Rule s , the  only advantage  identified by UNS is  tha t the  proposed

6 ta riff cha nge  would bring cons is te ncy to the  thre e  a ffilia te d utility compa nie s  tha t a re  s e rve d by the

7 UniS ource  consolida te d ca ll ce nte r (Tr. a t 355). RUCO cla ims  tha t the  propose d pa yme nt da te s  a re

8 so short tha t a  customer could go on vaca tion and re turn home to find the  gas  se rvice  shut off (RUCO

9  E x.  5  a t 3 5 ). RUCO witne s s  Dia z Corte z s ta te d tha t RUCO ha s  re ce ive d ca lls  from cus tome rs

10 oppos ing the  propose d cha nge s  a nd tha t a  more  fle xible  pa yme nt sche dule  should be  re ta ine d. Ms .

l l Diaz Cortez s ta ted tha t the  Company is  a lready compensa ted, through the  working capita l ca lcula tion,

12 for the  de lay tha t exis ts  be tween the  rende ring of bills  and the  rece ipt of payment from cus tomers  (Id.

13 a t 36). RUCO a lso contends  tha t the  ca ll cente r cons is tency ra tiona le  offe red by the  Company does

14 not support the  proposed changes  because  the  ca ll cente r repre senta tive s  mus t be  tra ined rega rding

15 gas-specific is sues  anyway. RUCO asse rts  tha t the  payment schedule  change  would provide  only a

16 minimal benefit to the  Company, but customers  would bear the  burden of the  proposed changes .

17 S ta ff did not oppose  the  Compa ny's  proposa l, but re comme nde d a  s ix-month wa ive r of the

18 la te  payment pena lty cha rge . S ta ff a rgues  tha t during this  initia l s ix-month pe riod, the  pena lty should

19 be  wa ive d from da y 10 to a lle via te  the  ha rds hip on cus tome rs  from the  propos e d billing cha nge .

20 According to UNS  witne s s  Ga ry S mith, the  Compa ny a gre e s  with S ta ffs  re comme nde d s ix-month

21 waive r pe riod be fore  the  billing changes  go into e ffect (Ex. A-l6 a t 3~4).

22 We  a gre e  with UNS  tha t the  propose d billing cha nge s  a re  re a sona ble . The  billing cha nge s

23 would ma ke  the  Compa ny's  ta riffs  cons is te nt with the  Commis s ion's  Rule s  a nd would re move  a n

24 incons is te ncy a mong the  billing ta riffs  curre ntly in e ffe ct for the  UniS ource  a ffilia te s . The  propose d

25 change  would a lso a llow the  customer ca ll cente r representa tives  to have  a  s ingle  se t of mies  in place

26 for a ll of the  UniS ource  a ffilia te s , which s hould minimize  pote ntia l e rrors  tha t ma y occur whe n

27 informa tion re ga rding de linque nt bills  a nd/or te rmina tion of s e rvice  is  provide d to cus tome rs . In

28 addition, a s  the  UNS witness  pointed out, a  bill would not be  subj e t to a  la te  payment cha rge  until a t

J
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r1 Prudence of Gas  Procurement Practices  and Policies
a

1 least 25 days after the bill is rendered, and a termination of service notice for nonpayment could not

2 occur sooner than 30 days following issuance of a bill. We believe that these timeframes provide an

3 adequate period for customers to either pay a bill or seek alternative payment arrangements prior to

4 be ing subjected to a  pena lty or te rmina tion of se rvice . We therefore  approve the  Company's

5 proposed changes to its  billing tariffs . However, in accordance with the  Company's  agreement to

6 abide  by Sta ff' s  s ix-month wa ive r recommenda tion, we  direct UNS Gas  not to implement the

7 approved billing change for a period of six months following the effective date of this Decision.

8

9 As described above, this consolidated proceeding includes Docket No. G-04204A-05-083 l

10 (the  Prudence  Case ), which re la te s  to an audit conducted by Sta ff of UNS Gas 's  na tura l gas

ll procurement practices and policies during the period of September 2003 through December 2005 (Tr.

12 a t 761). Sta ff re ta ined Je rry Mendl, Pres ident of MSB Energy Associa tes , Inc., and George

13 Wennerlyn, President of Select Energy Consulting, LLC, to conduct the Prudence Case audit.

14 Based on his review of the Company's  procurement practices during the audit period, Mr.

15 Mendl concluded that the Company's procurement strategy during the audit period was reasonable

16 (Ex. S-20 at 1). He reiterated at the hearing dirt "[UNS Gas's] natural gas procurement strategy that

17 was set forth in the price stabilization policies was reasonable over the review period." (Tr. at 761)

18 Mr. Wennerlyn reached the same conclusion regarding the Company's practices during the

19 2003-2005 audit period. He stated that the Company's gas procurement practices and policies during

20 that period "achieved appropriate objectives of a purchasing strategy which balances reliability, cost,

21 and price stability. The purchases were reasonable and prudent." (Ex. S-18 at 4-5)

22 There is no dispute on the issue of prudence during the identified audit period. We therefore

23 agree that the Company's natural gas procurement practices and policies during the audit period of

24 September 2003 through December 2005 are deemed prudent.

25 Price Stabilization Policy

26 This piece of the prudence equation relates to the request by UNS Gas for the Commission to

27 approve its current "Price Stabilization Policy" ("PSP"). The basis for UNS Gas's request for what is

28
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1 e ffective ly prudence  pre -approva l was  described a s  follows  by Company witness  David Hutchins  a s

2  fo llo ws :

3

4

5

6

We  be lie ve  tha t ins te a d of the  Commiss ion a tte mpting to s e cond gue ss ,
a fte r the  fa ct, the  individua l a cts  tha t UNS  Ga s  tra nsa cte d in conne ction
with gas  procurement and hedging, it is  more  productive  and bene ficia l to
cus tome rs  tha t the  Commis s ion re vie w the  policie s  a nd a pprove  the m
prospe ctive ly. Tha t wa y the  Compa ny will know the  cle a r dire ction of the
Commis s ion a nd a ct a ccordingly. If th e  Co mp a n y a c ts  with in  th e
a pprove d policie s , its  tra nsa ctions  will be  conclus ive ly prude nt (Ex. A-4,
at 7) .

7

8 In his  rebutta l te s timony, Mr. Hutchens  re sponded to S ta ffs  conce rn tha t approva l of the  PSP  in this

9 ca s e  would put the  Compa ny on "a utopilot" with re s pe ct to its  procure me nt pra ctice s  by indica ting

10 tha t such a  pra ctice  would be  incons is te nt with the  Compa ny's  pa s t be ha vior a nd with the  P S P  itse lf

l l (Ex. A-5 a t 10). Mr. P igna te lli te s tified a t the  hea ring tha t UNS sought the  PSP  approva l in this  ca se

12 in order to avoid second-guessing during "the  hea t of a  ra te  case  three  or four years  a fte r the  fact" (Tr.

13 a t 106). He  ind ica te d  tha t while  the  Compa ny would  ke e p  a de qua te  docume nta tion  o f its

14 procurement practices , he  fea red "a  politica l decis ion down the  road" (Tr. a t 122) .

15 S ta ff opposes  the  Company's  reques t for approva l of the  PSP , a rguing tha t approva l of UNS

16 Ga s 's  he dging policy would ins ula te  45 pe rce nt of its  ga s  purcha s e s  from a  s ubs e que nt prude nce

17 re vie w a nd is  not ne ce ssa ry if the  Compa ny re ta ins  a de qua te  docume nta tion. S ta ff a rgue s  tha t UNS

18 Ga s  a nd S ta ff ha ve  a  funda me nta l dis a gre e me nt re ga rding the  purpose  of the  he dging pla n. S ta ff

19 cla ims tha t, a s  indica ted by Mr. Hutchens , UNS views the  hedging policy only as  a  means  of reducing

20 the  vola tility of na tura l ga s  price s  (Tr. a t 129, 157), whe re a s S ta ff be lie ve s  tha t he dging policie s

21 ensure  price  s tability, re liability, and compe titiveness  to achieve  the  lowes t poss ible  cos t (Tr. a t 744-

2 2  4 5 ). S ta ff a s s e rts  tha t e limina tion of tra ditiona l prude nce  re vie ws  in fa vor of the  "complia nce

23 re vie w" proce s s  s ought by the  Compa ny would de prive  S ta ff of the  a bility to prope rly e mploy its

24 thre e -prong s ta nda rd.

S ta ff witne ss  Mendl a lso expre ssed conce rn with the  highe r burden of proof tha t would exis t

26 for S ta ff unde r the  Compa ny's  proposa l. He  s ta te d tha t if pre -a pprova l of a  pa rticula r pla n is  give n,

27 the  Compa ny ma y s e e k to a bide  by tha t pla n ins te a d of re s ponding to ma rke t conditions , be ca us e

28
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1 adherence  to the  prior plan would be  deemed presumptive ly reasonable  (Tr. a t 772). S ta ff argues that

2 pre -a pprova l is  not ne ce s sa ry be ca use , a s  pointe d out by Mr. Me ndl, prude nce  is  judge d ba se d on

3 wha t wa s  known a t the  time  de cis ions  we re  ma de , not on a  re tros pe ctive  a na lys is  (Id.). S ta ff

4 conte nds  tha t UNS  ca n prote ct its e lf from na ture  prude nce  dis a llowa nce s  by ma inta ining prope r

5 documenta tion regarding the  decis ions  tha t were  made  and tha t the  Company has  not presented any

6 evidence  tha t the  current s tandard is  unfa ir.

7 We agree  with Staff tha t the  Company's  request is  s imply unnecessary because  there  has been

8 no e vide nce  pre s e nte d to s ugge s t tha t the  curre nt proce s s  is  unfa ir or unre a s ona ble . Inde e d, Mr.

9 Hutchens conceded tha t there  has been no indica tion tha t "there  would be  some unfa ir or biased afte r-

10 the -fa ct a na lys is  ba se d on ...[the ] S ta ff re comlne nda tions" (Tr. a t 140). Mr. Hutche ns  a lso a dmitte d

l l tha t the  only be ne fits  to be  ga ine d from gra nting UNS 's  re que s t a re  to the  Compa ny a nd tha t the

12 purpose  of s e e king the  Commiss ion's  a pprova l of the  P S P  is  to insula te  the  Compa ny from risk (Tr.

13 a t 778). As S ta ff indica te s , UNS  Ga s  ca n a void future  prude nce  dis a llowa nce s  by prope rly

14 docume nting its  procure me nt pra ctice s  a nd policie s . More ove r, in s pite  of Mr. P igna te lli's  cynica l

15 asse rtion tha t pre -approva l is  necessa ry to avoid politica lly ba sed decis ions  in the  future , the  record

16 suggests  tha t just the  opposite  is  time. As discussed above , two outs ide  Staff consultants  conducted a

17 compre he ns ive  a udit of the  Compa ny's  procure me nt pra ctice s  from S e pte mbe r 2003 through 2005

18 a n d  fo u n d  th a t UNS  Ga s 's  p ra c tice s  a n d  p o lic ie s  we re  p ru d e n t. W e  a g re e  with  S ta ff's

19 re comme nda tions . We  do not be lie ve  tha t UNS  Ga s  ha s  pre s e nte d a  s ufficie nt jus tifica tion for

20 approva l of the  PSP, and we  there fore  deny its  request.

21

22

23 a bove -ca ptione d proce e ding, UNS  Ga s  file d a n a pplica tion s e e king a pprova l to re vis e  its  curre nt

24 P urcha s e d Ga s  Adjus tor ("P GA"). UNS  witne s s  Hutche ns  te s tifie d tha t the  curre nt vola tile  na tura l

25 gas market has exposed weaknesses in the  Company's  existing PGA mechanism, which cause  de lays

26 in cos t re cove ry, a nd tha t such de la ys  impa ct cus tome r de cis ions  ba se d on the  la ck of time ly price

27 informa tion a nd impa ct the  Colnpa ny's  ca s h flows  (Ex. A-4 a t 7). Mr. Hutche ns  s ta te d tha t the

28 de ficiencie s  in the  current PGA include : 1) inappropria te  price  s igna ls  to cus tomers , 2) the  potentia l

Purchased Gas Adjustor
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1 for la rge  ba nk ba la nce s  to a ccumula te  3) a  be low-ma rke t inte re s t a llowa nce  e a rne d on ba nk ba la nce s ,

2 4) a n ina ppropria te ly na rrow ba ndwidth, a nd 5) a  pote ntia lly a dve rs e  impa ct on the  Compa ny's  a bility

3 to de vote  ca pita l to ne ce ssa ry inve s tme nts  to se rve  cus tome rs (Id. a t 7 -8).

4 Ba s e d on the s e  c la im e d de fic ie nc ie s ,  Mr.  Hutche ns  m a de  the  following re com m e nda tions  in

5 his  dire ct te s timony to improve  the  Compa ny's  P GA me cha nis m:

6

7

8

9

10

11

12

Ba ndwidth - The  bandwidth should be  e limina ted or, in the  a lte rna tive , increa sed
to $0.25 pe r the n for a n inte rim pe riod of time  a nd the n e limina te d.
Base  Cost of Gas .- The  base  cost of gas  should be  se t a t zero, and the  entire  cost
of gas  re flected in the  PGA.
P GA Ba nk Inte re s t .- The  inte re s t zanied on the  PGA bank balance should re fle ct
UNS  Ga s 's  a ctua l cos t of ne w de bt, which is  the  London inte r-Ba nk Offe ring
Ra te  ("LIBOR") plus  1.5 pe rce nt.
Ba nk Ba la nce  Thre sholds - The  ne w thre s hold le ve l for unde r-colle cte d ba nk
ba lances  e s tablished in Decis ion No. 68325 ($6,240,000) should a lso be  adopted
as the  threshold leve l for over-collected bank ba lances.
Ca pita l S tructure .-. To the  e xte nt the  P GA ba nk ba la nce s  re s ult in long-te rm
financing, tha t debt should be  excluded from the  cos t of capita l ca lcula tion in ra te
case proceedings.
Surcharges .-. When surcha rges  a re  required, the  Commiss ion should approve  a
surcharge  la rge  enough to e limina te  the  bank ba lance  in a  reasonable  time  period
a nd a llow for time ly re cove ry (Id. a t 8).

13

14

15

16

17 In  h is  d ire c t te s tim ony, S ta ff witne s s  Robe rt Gra y offe re d s e ve n re com m e nda tions  re ga rding

18 the  Compa ny's  P GA propos a ls . He  s ta te d a s  follows :

19

20

2 1

22

1.
2.

23

24
4.
5.

The base cost of gas should be set at zero.
UNS should provide  specific cus tomer educa tion ma te ria ls  to expla in the  change
(se tting the  cos t to ze ro), a nd should re pre se nt the  cos t of ga s  a s  a  spe cific a nd
s e pa ra te  line  ite m on cus tome r bills , noting in a  footnote  a ny te mpora ry P GA
surcharge  or credit in e ffect.
During the  firs t 12 months  the  ne w P GA ba ndwidth is  in  e ffe ct, UNS  s hould
provide  a  comparison of the  new monthly PGA ra te  to the  sum of the  base  cos t of
gas  and the  monthly PGA ra te  in prior months .
The bandwidth on the  monthly PGA ra te  should be  expanded to $0. 15 per therm.
The  thre shold on the  P GA ba nk ba la nce  for unde r-colle cted ba lances  should be
e limina te d.
The  threshold on the  PGA bank ba lance  for over-collee red balances should be set
a t $10 million.
The  curre ntly a pplica ble  in te re s t ra te  for the  P GA ba nk ba la nce  s hould  be
re ta ined.

25

26

27

28

4.

2.

5.

6.

3.

6.

7.

3.

1 .
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1

2

3

4

UNS  cla ims  tha t the  pa rtie s  a re  in  a gre e me nt re ga rding mos t of the  P GA is s ue s . The

Compa ny points  out tha t a ll pa rtie s  a gre e  tha t the  e ntire  cos t of ga s  should be  re fle cte d in the  PGA

and tha t the  base  cost of gas  should be  se t a t ze ro in order to send proper price  s igna ls  regarding the

actua l cos t of gas . UNS a lso contends  tha t a ll pa rtie s  have  agreed tha t some  widening of the  current

ba ndwidth is  a ppropria te , a lthough S ta ff continue s  to  dis a gre e  with the  re que s te d le ve l of the

wide ning. In his  re butta l te s timony, Mr. Hutche ns  a gre e d with S ta ff's  re comme nda tion tha t the

unde r-colle ction thre shold for re que s ting a  P GA surcha rge  should be  e limina te d a nd tha t the  ove r-

colle ction thre s hold s hould be  s e t a t $10 million (Ex. A-5 a t 4). The  two re ma ining dis pute d P GA

9 issues  a re  the  appropria te  bandwidth leve l and the  PGA bank inte res t ra te .

10 PGA Ba irn Inte re s t Ra te

l l UNS witne ss  Hutche ns  te s tifie d tha t the  Compa ny is  re que s ting tha t it be  a llowe d to re cove r

12 through the  P GA one  of two ra te s , de pe nding on the  s ize  of the  P GA ba nk ba la nce . For ba la nce s

13 be low twice  the  PGA threshold (currently $6.24 million), UNS seeks  to ea rn the  inte res t ra te  based on

14 LIBGR plus  1.0 pe rce nt.17 For ba la nce s  tha t e xce e d twice  the  P GA ba nk ba la nce  thre s hold, UNS

15 seeks to recover a  "carrying cost a t a  ra te  equa l to UNS Gas ' authorized ra te  weighted average  cost of

16 ca pita l a s  de te rmine d in this  proce e ding" (Ex. A-4 a t l4).18

17 Although RUCO agreed to the  LIBOR plus  1.5 percent ra te  (and would presumably a lso agree

18 to the  modifie d LIBOR plus  1.0 pe rce nt ra te ), RUCO oppose s  a llowing the  WACC ra te  to be  a pplie d

19 to the  highe r ba la nce s  re que s te d by UNS  (RUCO Ex. 5 a t 24-25). RUCO conte nds  tha t, give n its

20 a gre e me nt with the  Compa ny's  propos a l to double  the  curre nt ba ndwidth a nd to provide  for time ly

21 recovery of necessary surcharges, the  higher interest ra te  would not be  necessary because  UNS would

22 no longe r be  burde ne d with la rge  unde r-colle cte d ba la nce s . Ms . Dia z Corte z added tha t it would be

23 ina ppropria te  to pre de te rmine  outs ide  of a  ra te  ca se  the  ra te ma king tre a tme nt to be  a fforde d to the

24  s pe c ific debt (Id. a t 25-26).

5

6

7

8

25

26

27

28

17 UNS initially sought interest rate recovery based on LIBOR plus 1.5 percent, but amended the request to LIBOR plus
1.0 percent through Mr. Hutchens's rebuttal testimony, due to a lowering of the interest rate on the Company's short-term
revolving credit facility (Ex, A-5 at 5).
is As discussed above, the WACC established in this proceeding is 8.30 percent, compared to the LIBOR plus 1.0 percent
rate, which was 5.53 percent at the end of May 2007 (See Ex. A-4 at 13).

I
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1 S ta ff a lso opposes  the  Company's  reques t to apply the  WACC to higher PGA bank ba lances .

2 S ta ff witne ss  Robe rt Gray te s tified tha t inte re s t ra te s  for PGA bank ba lances  we re  origina lly se t in a

3 ge ne ric docke t (De cis ion No. 61225, is sue d Octobe r 30, 1998) a nd a pplie d uniformly to a ll Arizona

4 LDCs  a s  a  re sult of the  conse nsus  of a  working group tha t include d LDCs , S ta ff, a nd RUCO (Ex. S~

5 41 a t 13). The  uniform inte re s t e s ta blis he d in tha t ge ne ric docke t wa s  the  monthly thre e -month

6  comme rc ia l n on jinane ia l paper ra te , as e s tablished by the  Fede ra l Rese rve  (]d.). Mr. Gra y s ta te d

7 tha t the  inte re s t ra te  wa s  la te r cha nge d in a  s ubs e que nt ge ne ric proce e ding (De cis ion No. 68600,

8 is sue d Ma rch 23, 2006), only be ca use  the  Fe de ra l Re se rve  wa s  no longe r publishing the  pre vious ly

9 e s ta blis he d ra te . The re fore , the  cture nt ge ne ric inte re s t ra te  for P GA ba nk ba la nce s  is  the  monthly

10 thre e -month comme rcia lfina ncia l paper ra te  published by the  Federa l Reserve . The  ra tes  a re  s imila r,

l l a lthough the  current ra te  is  s lightly higher, on average , than the  prior ra te  (Id.) .

12 According to Mr. Gra y, the  Compa ny's  re que s t s hould be  re je cte d by the  Commis s ion for

13 s e ve ra l re a s ons . He  s ta te d tha t the  UNS  propos a l is  unne ce s s a ry be ca us e  it would a dd a  le ve l of

a dminis tra tive  comple xity to the  proce s s  in ma king the  ca lcula tions  a nd be ca us e  the  P GA ba nk

ba lances  do not a lways  trend upwards  (Id. a t 14). Mr. Gray te s tified tha t it was  unclea r which LIBOR

ra te  the  Compa ny wa s  propos ing to use , tha t it a ppe a rs  the  LIBOR itse lf would be  ve ry close  to the

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

inte re s t ra te  curre ntly in e ffe ct, a nd tha t it is  only the  a pplica tion of a n a dd-on compone nt to the

LIBOR ra te (i.e ., the  LIBOR plus  1.0 percent proposed by UNS) tha t ra ises  the  ra te  above  the  current

ra te  by a  subs tantia l amount (Id. a t 14-15). Mr. Gra y indica te d tha t the  P GA inte re s t ra te  a pprove d

re ce ntly for S outhwe s t Ga s  wa s  the  one -ye a r nomina l Tre a s ury cons ta nt ma turitie s  ra te , which is

compa ra ble  to the  ra te  curre ntly in e ffe ct for UNS  Ga s , The  sa me  ra te  is  in e ffe ct for AP S , a nd Mr.

Gray asserts  tha t UNS has  not presented any jus tifica tion for a  diffe rent trea tment (Id. a t 15).

Mr. Gra y a ls o  s ta te d  tha t S ta ffs  re comme nda tions  to  e xpa nd the  P GA ba ndwidth  (s e e

dis cus s ion be low) a nd to e xpa nd a nd e limina te  the  ba nk ba la nce  thre s holds  would re duce  the

25 like lihood of UNS  Ga s 's  incurring subs ta ntia l ba nk ba la nce s  for long pe riods  of time  (Id. a t 16). He

26 the re fore  re comme nde d tha t the  e xis ting inte re s t ra te  continue  to be  a pplie d to UNS 's  P GA ba nk

27 ba lances  or, a s  an a lte rna tive , tha t the  same  inte re s t ra te  applicable  to both Southwes t Gas  and APS

28 (the  one -ye a r nomina l Tre a s ury cons ta nt ma turitie s  ra te ) be  a pplie d (Id.). F in a lly,  Mr.  G ra y
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2

3

4

5

1 recommended tha t if the  applicable  inte re s t ra te  becomes  unava ilable (i.e ., unpublishe d) for one  or

more  months , the  prior month's  inte re s t ra te  a pply. If the  inte re s t ra te  be come s  una va ila ble  on a

recurrent basis , he  recommends tha t UNS file  a  request to change to a  comparable  ra te  (Id. a t 17).

We  agree  with S ta ff tha t UNS has  not pre sented a  sufficient ba s is  for a lte ring the  PGA bank

balance interest rate that currently exists. As MI. Gray points out, a similar rate is in effect for

6 Southwest Gas and APS, and we see no reason why UNS should be treated differently from those

7 companies. In addition, granting a higher interest rate could provide a disincentive for the Company

8 to reduce bank balances and could cause it to become less focused on taking all possible measures to

9 reduce the cost of gas for its customers (Id. at l5-16). We therefore adopt Staff's recommendation to

10 retain the current interest rate for UNS's PGA bank balances.

l l Expansion of Bandwidth

12 Under its current configuration, the Company's PGA bandwidth limits the movement of the

13 monthly PGA rate over a 12-month period. The current bandwidth is $0.10 per therm, which means

14 that when a new PGA rate is calculated each month, the new monthly rate cannot be more than $0.10

15 per therm different than the monthly PGA rate for any of the previous 12 months (Ex. S-4l at 5). Mr.

16 Gray explained that the PGA bandwidth was initially established in 1999 at a rate of $0.07 per therm

17 for Arizona LDCs during a period of relatively stable gas prices. As prices became more volatile,

18 that bandwidth level often limited the movement of monthly PGA rates for periods of time. In

19 Decision No. 62994 (November 3, 2000), UNS's predecessor was granted a bandwidth increase to

20 $0.10 per therm (Id.). Mr. Gray testified that recent bandwidth adjustments were approved for

21 Southwest Gas (to $0.13 per therm) and for Duncan Rural (could change up to $1.20 per therm per

22 year). However, he indicated that the Commission granted the significant expansion to Duncan Rural

23 due to that company's small size and considerable financial constraints (Id. at 6).

24 In its application, UNS Gas initially requested that the PGA bandwidth be eliminated or,

25 alternatively, set at $0.25 per therm for a period of time before being eventually eliminated (Ex. A-4

26 at ll-12). In his rebuttal testimony, UNS witness Hutchens agreed with RUCO's proposal to increase

27 the current bandwidth to $0.20 per then (Ex. A-5 at 3-4). Mr. Hutchens stated that setting the

28
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bandwidth a t an inappropria te ly low leve l would fa il to send proper price  s igna ls  to cus tomers

regarding the actual cost of the gas being consumed (Ex. A-4 at 12).

Staff witness Gray recommended that the  bandwidth be increased to $0.l5 per therm. He

stated that this bandwidth increase would provide the Company with significant additional room for

movement of the  monthly PGA ra te , while  providing a  reasonable  limit on the  exposure  of UNS

customers to automatic adjustments without Commission review. Mr. Gray also indicated that Staff

remains  open to considera tion of further changes  to the  PGA mechanism, if such changes  a re

warranted (Ex. S-41 a t 7-8). He  expla ined in his  surrebutta l te s timony tha t se tting a  prope r

bandwidth level requires a balancing of several policy goals, including "timely recovery of gas costs

by the utility, reduction of price volatility for ratepayers, and the Commission's interest in reviewing

significant changes in rates before they are passed along to ratepayers." (Ex. S-42, at 2) He conceded

that employing a bandwidth could result in the Company's accumulating large bank balances that

must eventually be paid by customers (Tr. at 1133). However, he reiterated that the various policy

goals, including protection of ratepayer interests, must be balanced in setting the bandwidth (Id.).

We agree with Staffs recommendations regarding the PGA issues, including increasing the

Company's bandwidth to $0.15 per therm. The $0.15 per therm bandwidth is higher than the $0.13

bandwidth approved recently for Southwest Gas, and we believe it is reasonable under the facts of

this case. Although UNS attempts to use the Duncan Rural case as a  basis for seeking a greater

increase in the bandwidth, Mr. Gray explained that Duncan is a very small natural gas cooperative

with only 80 customers and that it has significant financial issues. UNS Gas is not in a comparable

situation, and we do not believe a comparison with Duncan Rural is relevant for purposes of setting

an appropriate bandwidth in this proceeding. Indeed, the 50 percent increase over UNS's current

bandwidth is significant and properly balances the policy goals identified in Staff"s testimony. The

rate  of $0.15 per therm will provide UNS Gas with a  greater degree of flexibility in maintaining its

PGA bank balances at a reasonable level, while also offering to customers a measure of protection

from sudden automatic PGA increases outside of the Commission's purview.

** * * * * * * * *

28 Having considered the  entire  record here in and be ing fully advised in the  premises , the
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1 Commission finds , concludes , and orders  tha t:

2

3 1. Cm Nove mbe r 10, 2005, the  Arizona  Corpora tion Commis s ion ope ne d a n inquiry

4 (Docke t No. G~04204A-05-0831) into the  prude nce  of the  ga s  procure me nt policie s  a nd pra ctice s  of

5 UNS Gas  Inc. (the  P rudence  Case ).

6 2. On Ja nua ry 10, 2006, UNS Ga s  tile d a n a pplica tion (Docke t No. G-04204A-06-0013)

7 with the  Commis s ion s e e king re vie w a nd re vis ion of the  Compa ny's  P urcha s e d Ga s  Adjus tor (the

8 P GA Ca s e ).

9 3. On July 13, 2006, UNS Ga s  file d a n a pplica tion with the  Commiss ion (Docke t No. G-

10 04204A-06-0463) for an increase  in its  ra tes  throughout the  S ta te  of Arizona  (die  Ra te  Case ) .

l l 4. On Augus t 14, 2006, S ta ff file d a  Le tte r of S ufficie ncy indica ting tha t the  Compa ny's

12 Ra te  Ca se  a pplica tion me t the  sufficie ncy re quire me nts  outline d in A.A.C. R14-2~l03 a nd cla s s ifying

F INDING S  O F  F ACT

the  Company as  a  Class  A utility.

5. On S e pte mbe r 8, 2006, a  P roce dura l Orde r wa s  is sue d consolida ting the  P rude nce

Case , PGA Case , and Rate  Case  docke ts , scheduling a  hearing for April 16, 2007, and se tting various

1 3

1 4

1 5

1 6

1 7

1 8

other procedura l deadlines.

6. Inte rve ntion wa s  gra nte d to RUCO, ACAA, a nd Ma rsha ll Ma grude r.

With its  a pplica tion in the  Ra te  Ca s e , UNS  file d its  re quire d s che dule s  in s upport of7.

19 the  applica tion, and the  direct te s timony of va rious  witnesse s .

20 . 8. On Fe brua ry 9, 2007, S ta ff, RUCO, ACAA, a nd Mr. Ma grude r file d dire ct te s timony

21 in a ccorda nce  with the  pre vious ly e s ta blis he d proce dura l s che dule . S ta ff tile d a dditiona l dire ct

22 te s timony on Februa ry 16 and Februa ry 23, 2007.

9. On March 16, 2007, UNS filed the  rebutta l te s timony of va rious  witnesses  in re sponse23

24 to S ta ff a nd inte rve nor te s timony.

25 10. S urre butta l te s timony wa s  tile d by ACAA on Ma rch 30, 2007, a nd by S ta ff, RUCO,

26 a nd Mr. Ma grude r on April 4, 2007.

27 11. On April 11, 2007, UNS filed the  re joinde r te s timony of seve ra l witnesse s  in re sponse

28 to the  s urre butta l te s timony ofSta ff and inte rvenor witnesses .
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3

r

1 12. The  e vide ntia ry he a ring comme nce d a s  s che dule d on April 16, 2007, a nd a dditiona l

2 hea ring days  were  he ld on April 17, 18, 19, 20, 24, and 25, 2007.

13. Initia l Pos t~Hea ring Brie fs  we re file d on June  5, 2007, by UNS, S ta ff, RUCO, and Mr.

4 Ma grude r. Fina l S che dule s  we re  a ls o file d on J une  5, 2007, by UNS  a nd RUCO. On J une  6, 2007,

5 S ta ff file d a  Notice  of Erra ta  a nd re vise d Initia l Brie f

6 14. Reply Brie fs  were  filed on June  19, 2007, by UNS, S ta ff; RUCO, and Mr. Magrude r.

7 15. On June  21, 2007, S ta ff filed a  Notice  of Erra ta  and Additiona l Authority.

8 16. Accord ing  to  the  Compa ny's  a pp lica tion , a s  mod ifie d ,  in  the  te s t ye a r e nde d

9 De ce mbe r 31, 2005, UNS  ha d a djus te d ope ra ting income  of $8,506,168 on a n a djus te d OCRB of

10 $162,358,856, for a  5.24 percent ra te  of re turn.

11 17. UNS requests  a  revenue increase  of $9,459,023, Staff recommends a  revenue increase

of $4,312,354, and RUCO recommends a  revenue increase of $2,734,443 .

18n

fr

12

13

14

15

16

17

18

For purpos e s  of th is  proce e ding , we  de te rmine  tha t UNS  Ga s  ha s  a n  OCRB of

$154,547,272 and a  FVRB of$184,063,625.

19. A ra te  of re turn on FVRB of 6.97 percent is  reasonable  and appropria te .

20. The  Compa ny's  a tte mpt to inte rje ct the  is sue  of the  Cha pa rra l City decis ion through

its  re butta l te s timony wa s  untime ly, pre judicia l to the  othe r pa rtie s , a nd its  la te  a tte mpt to a pply the

weighted average  cost of capita l to FVRB is not reasonable  and is  not supported by the  tes timony and

f

19 evidence  in the  record.

20 21. UNS Gas is  entitled to a  gross  revenue  increase  of $5,035,212

21 22. The  Compa ny's  p ropos e d  de coup ling  me cha n is m p ropos a l, the  Throughput

22 Adjus tme nt Me cha nism, is  not a dopte d in this  proce e ding.

23 23. The  cla s s re s pons ibility for the  re ve nue  re quire me nt s hould be  a lloca te d us ing the

24 me thodology of S ta ffs  ra te  de s ign e xpe rt witne ss .

25 24. For re s ide ntia l cus tome rs  unde r S che dule  Rl0, the  ba s ic monthly cus tome r cha rge

26 s hould be  incre a s e d from $7.00 to $8.50, with a  commodity cha rge  incre a s e  to $0.324l pe r the rm,

27 based on the  revenue  requirement es tablished here in.

28 25. For CARES cus tomers  (Schedule  R12), the  current cus tomer charge of $7.00 should
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1

2

3

re ma in in pla ce , with a  commodity cha rge  incre a s e  to $03241 pe r the rm, ba s e d on the  re ve nue

4

5

27.

7 ra te s  in this  proce e ding.

8 28. S ta ffs  re c o m m e n d a t io n  to  s e t  th e  DS M a d ju s to r  s u rc h a rg e  a t  a n  in it ia l le v e l o f

9 $ 0 .0 0 2 5 ,  wh ic h  re fle c ts  e xc lu s io n  o f th e  b a s e lin e  c o s t s tu d y,  is  re a s o n a b le . In  a d d it io n ,  it  is

10 re a s ona ble  to  re quire  UNS  to  file  s e m i-a nnua l re ports  for the  DS M progra m s ,  to  s h ift the  a d jus tor

filin g  d a te  to  Ap ril l (with  a n  Ad ju s to r d a te  o f J u n e  l),  a n d  th a t  th e  a p p ro p ria te  fo ru m  fo r a  fu ll

re v ie w o f th e  s p e c ific  DS M p ro g ra m s  is  in  th e  s e p a ra te  d o c ke t in  wh ic h  th e re  is  a n  a p p lic a tio n

6

requirement established here in.

26. The  ra te s  for othe r cus tome r cla s s e s  s hould be  s e t ba s e d on S ta ffs  ra te  de s ign

recommenda tion, with the  cus tomer cha rges  for each class  e s tablished a t the  leve l recommended by

Staff and with volumetric charges based on the  revenue  requirement de termined here in.

The  billing de te rmina nts  propos e d by the  Compa ny s hould be  e mploye d for s e tting

11

12

13

14 In  th e  e ve n t th a t UNS  Ga s  d o e s  n o t cu rre n tly h a ve  in  p la ce  a  b ill s ta te me n t

15 contribution option, the  Company should implement the  change  within 60 days  of the  e ffective  da te

curre ntly pe nding.

29 .

16 of this  De cis ion.

17 30. The  Compa ny's  na tura l ga s  procure me nt pra ctice s  a nd polic ie s  during the  a udit pe riod

18 of S e pte mbe r 2003 through De ce mbe r 2005 a re  de e me d prude nt.

19 31. UNS  G a s  h a s  n o t  p re s e n te d  a  s u ffic ie n t  ju s t ific a t io n  fo r  a p p ro v a l o f th e  P r ic e

20 S ta biliza tion P la n.

2 1 32. With re s pe ct to the  Compa ny's  P urcha s e d Ga s  Adjus tor me cha nis m, we  a dopt S ta ff' s

22 re comme nda tions , including s e tting the  ba s e  cos t of ga s  a t ze ro a nd incre a s ing the  curre nt $0.10 pe r

23 the rm a djus tme nt ba nd to $0.15 pe r the rm.

24 33. Th e  in te re s t  ra te  fo r  th e  C o m p a n y's  P G A b a n k b a la n c e  s h o u ld  re m a in  in  p la c e

25

26

(monthly thre e -month  comme rcia l fina ncia l pa pe r ra te  publis he d by the  Fe de ra l Re s e rve ), in

accordance  with Staff' s  recommendation.

27 34. DS M progra ms  s hould be  funde d a t the  le ve l re comme nde d by S ta ff: LIW funding

28 ($113,400) a nd 25 pe rce nt of the  ne w progra m cos ts  ($229,154) s hould be  include d in the  initia l
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1 DSM surcha rge , but UNS Gas 's  portion of the  base line  s tudy cos ts  ($82,000) should not be  included

2 in the  surcha rge  initia lly. S ta ff' s  proposed initia l DSM surcha rge  of $0.0025 is  the re fore  adopted.

3 35. With respect to the  use  of payday loan stores for acceptance  of customer payments, the

4 Company should make  eve ry reasonable  e ffort to de te rmine  whe the r othe r payment loca tions  may be

5 utilize d e ithe r in a ddition to, or in lie u of, the  pa yda y loa n s tore s  curre ntly us e d by UNS , a nd the

6 Compa ny s hould file  a  copy of its  re comme nda tions  cons is te nt with this  dire ctive  within 90 da ys  of

7 the  e ffe ctive  da te  of this  De cis ion.

8 36. The  Compa ny's  line  a nd  ma in  e xte ns ion  propos a ls  a re  a  re a s ona ble  me a ns  of

9 incre a s ing the  up-front contributions  re quire d from ne w cus tome rs  a nd de ve lope rs  to conne ct to the

10 UNS  Ga s  s ys te m, s ubj e t to inclus ion of the  a ddition of a  cha rge  for e xce s s  flow va lve  ins ta lla tion,

l l a nd s ubje ct to the  a dditiona l re quire me nt tha t UNS  Ga s  inve s tiga te  fully the  is s ue  of de ve lope r

12 contributions  a nd pre s e nt in its  ne xt ra te  ca s e  via ble  a lte rna tive s  to the  propos a l a dopte d he re in,

13 including but not limited to nonre fundable  hook-up fees  and other measures  tha t would hold harmless

14 exis ting cus tomers  and require  grea te r contributions  to ensure  tha t growth pays  for itse lf.

15 37. UNS  Ga s 's  propose d billing cha nge , to re duce  from 15 da ys  to 10 da ys , the  da te  for

16 cus tome rs  to pa y bills  be fore  the  bills  a re  cons ide re d pa s t due , is  a  re a sona ble  modifica tion tha t will

17  ma ke  the  Compa ny's  ta riffs  cons is te n t with  the  Commis s ion 's  Ru le s  a nd  wou ld  re move  a n

18 incons is te ncy a mong  the  b illing  ta riffs  cu rre n tly in  e ffe c t fo r the  o the r UniS ource  a ffilia te s .

19  Howe ve r, in  a ccorda nce  with  the  Compa ny's  a gre e me nt to  a b ide  by S ta ffs  s ix-month  wa ive r

20 recommenda tion, UNS Gas  should not implement the  approved billing change  for a t le a s t s ix months

21 following the  e ffective  da te  of this  Decis ion.

22

23 1. UNS  Ga s  is  a  public s e rvice  corpora tion within the  me a ning of Article  XV of the  Arizona

25 2. The  Commis s ion ha s  juris diction ove r UNS  Ga s  a nd the  s ubje ct ma tte r of the  a bove -

26 captioned Rate Case, Prudence Case, and PGA Case.

27 3. The  fa ir va lue  of UNS Gas 's  ra te  ba se  is  $l84,063,625, and applying a  6.97 pe rcent ra te  of

28 re turn on this  fa ir value  ra te  base  produces ra tes and charges that are  just and reasonable .

CONCLUS IONS  OF L AW
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1 4. The  ra te s , cha rge s , a pprova ls , a nd conditions  of s e rvice  e s ta blis he d he re in a re  jus t a nd

2 reasonable  and in the  public inte res t.

3

4 IT IS  THEREFORE ORDERED tha t UNS  Ga s , Inc., is  he re by a uthorize d a nd dire cte d to tile

5 with the  Commis s ion, on or be fore  Nove mbe r 30, 2007, re vis e d s che dule s  of ra te s  a nd cha rge s

6 consis tent with the  discuss ion here in and a  proof of revenues  showing tha t, based on the  adjus ted tes t

7 ye a r le ve l of s a le s , the  re vis e d ra te s  will produce  no more  tha n the  a uthorize d incre a s e  in gros s

8 re ve nue s .

9 IT IS  FURTHER ORDERED tha t the  revised schedules  of ra tes  and charges  sha ll be  e ffective

10 for a ll se rvice  rendered on and a fte r December l, 2007.

l l IT IS  FURTHER ORDERED tha t UNS  Ga s , Inc., s ha ll notify its  cus tome rs  of the  re vis e d

12 schedules  of ra tes  and charges  authorized here in by means of an insert, in a  form acceptable  to S ta ff,

13 include d in its  ne xt re gula rly sche dule d billing,

14 IT IS  FURTHER ORDERED tha t UNS  Ga s , Inc., sha ll file  in its  ne xt ra te  ca se  more  de ta ile d

15 s upport for a llowa nce  of AGA due s  a nd a n e xpla na tion of how the  AGA's  a ctivitie s , a s ide  from

16 marke ting and lobbying e fforts , bene fit the  Company's  cus tomers .

17 IT IS  FURTHER ORDERED tha t UNS  Ga s , Inc., s hould e nga ge  in dis cus s ions  with othe r

18 s ta ke ho lde rs  a ffe c te d  by th is  is s ue , pa rtic ipa te  in  the  ongo ing  DS M works hops  be fo re  the

19 Commiss ion, a nd, if poss ible , a tte mpt to de ve lop a  de coupling me cha nism tha t doe s  not suffe r from

20 the  types  of de ficiencie s  identified by the  pa rtie s  in this  ca se .

21 IT IS  FURTHER ORDERED tha t if UNS  Ga s , Inc., doe s  not curre ntly ha ve  in pla ce  a  bill

22 s ta tement contribution option, it sha ll implement such a  change  within 60 days  of the  e ffective  da te  of

23 this  Decis ion.

24 IT IS  FURTHER ORDERED tha t UNS  Ga s , Inc., sha ll s e t the  DS M a djus tor surcha rge  a t a n

25 initia l leve l of $0.0025, and sha ll make  its  DSM adjus tor filing by April 1 of e ach yea r.

26 IT IS  FURTHER ORDERED tha t UNS  Ga s , Inc., s ha ll file  s e mi-a nnua l re ports  for its  DS M

27 programs in accordance  with S ta ff" s  recommenda tions .

28 IT IS  FURTHER ORDERED tha t UNS  Ga s , Inc., s ha ll file  a  copy of its  re comme nda tions

ORDER
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•CHAIRMAN

COMMISSIONER COMMISSIONER

IN WITNESS WHEREOF, 1, DEAN s. MILLER, Interim
Executive Director of the Arizona Corporation Commission,
have hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capitol, in the City of Phoenix,
this day of , 2007.

DEAN s. MILLER
INTERHVI EXECUTrVE DIRECTOR

DIS S ENT

DISSENT
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2

3

4

5

1 regarding available alternatives for payment and service center locations within 90 days of the

effective date of this Decision.

IT IS FURTHER ORDERED that UNS Gas, Inc., shall investigate fully the issue of developer

contributions and present in its next rate case viable alternatives to the proposal adopted herein,

including but not limited to nonrefundable hook-up fees and other measures that would hold harmless

6 existing customers and require greater contributions to ensure that growth pays for itself.

7 IT IS FURTHER ORDERED that UNS Gas, Inc., shall not implement the approved billing

8 change to reduce the payment due date, for six months following the effective date of this Decision.

9 IT IS FURTHER ORDERED that this Decision shall become effective immediately.

10 BY ORDER OF THE ARIZONA CORPORATION COMMISSION.
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Michae l W. Pa tten
ROS HKA DEWULF & P ATTEN, P LC
One Arizona  Center
400 East Van Buren St., Suite  800
Phoenix, AZ 85004
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Ra ymond S . He yma n
Miche lle  Live ngood
UniS ource  Ene rgy S e rvice s
One  South Church Avenue , S te . 1820
Tucs on, AZ 85701
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Scott S . Wakefie ld
RUCO
1110 West Washington Street, Ste . 220
P hoe nix, AZ 85007

Ma rsha ll Ma grude r
P .O. Box 1267
Tubac, AZ 85646

Christopher Kernpley, Chief Counsel
Legal Division
ARIZONA CORPORATION
COMMISSION
1200 West Washington Street
Phoenix, AZ 85007

12 Cynthia  Zwick, Exe cutive  Dire ctor
AC AA

13 2700 n. lTd S tree t, Suite  3040
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Ernest G. Johnson, Director
Utilities Division
ARIZONA CORPORATION
COMMISSION
1200 West Washington
Phoenix, AZ 85007
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