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1 . INTRODUCTION.
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Unisource Electric ("UNSE" or "Company") is a public utility that provides electric

distribution service to approximately 93,000 customers in Arizona.l The Company is requesting a

rate increase of $8.5 Million over test year revenues. This amounts to a 5.5% increase. The

Company intends to file another rate case within the next year or two. Staff believes that $8.5

Million being requested by the Company is inflated, and Staff is proposing instead a rate increase of

$3.688 over test year revenues.
17

18
UNSE was formerly the Arizona electric distribution operations of Citizens Communications

19 Company ("Citizens"), before it was purchased by UniSource Energy in 2003.

20 purchasing the electric distribution assets of Citizens, it also purchased from Citizens its gas

distribution assets.2

In addit ion to

21
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23

24

25

UNSE and UNS Gas are subsidiaries of UniSource Energy Services ("UES"). The stock of

UES is held by UniSource Energy, a holding company, whose principal subsidiary is Tucson Electric

Power Company ("TEP"), the second largest investor-owned generation and distribution utility in

Arizona.3 In 2006, UNSE accounted for about 12 percent of UniSource Energy's revenues and about

6 percent of its total assets.4
26 Arizona Corooraiiori Commission

27 DOCKETED

28
1 David Purcell Direct Test. (Ex. S-52) p. 12.
2Id
3 David Purcell Direct Test. (Ex. S-52) at p. 12
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Firs t, the  Compa ny

curre n tly ob ta ins  its  powe r th rough  a  fu ll re qu ire me nts  con tra ct with  P inna cle  We s t Ca pita l

Corpora tion ("P WCC").6 Toda y, UNS E owns  only nomina l ge ne ra tion a s s e ts  in Noga le s  tha t a re

used for mus t-run and voltage  s tability purposes .7 UNSE must replace  the  power currently obta ined

from P WCC whe n it e xpire s  a t the  e nd of Ma y, 2008. It hope s  to re pla ce  tha t powe r through a

Company witness  Grant te s tified tha t two key issues  in the  case  account for approximate ly 80

pe rce n t o f the  d iffe re nce  be twe e n  S ta ffs  re ve nue  re quire me nt a nd  the  Compa ny's  re ve nue

requirement, Construction Work in Progress  ("CWIP") and cos t of equity. 5

This  ca s e , howe ve r, s ta nds  out for s e ve ra l othe r re a s ons  a s  we ll.

combination of new wholesa le  power purchases, its  own genera tion asse ts , or a  combination of both.8

UES, an a ffilia te  of UNES, has  purchased a sse ts  to cons truct the  Black Mounta in Genera ting

S ta tion ("BMGS"), a  90 me ga wa tt ga s -fire d powe r pla nt fa cility in the  Kinsma n a re a .9 UNSE would

like  to a cquire  BMGS  a nd ha s  a ske d for spe cia l tre a tme nt of the  pla nt in this  ca se . S ta ff oppose s

specia l trea tment or inclusion of the  plant in ra te  base  a t this  time  for a  varie ty of reasons discussed in

this  brie f.

The  Company is  a lso reques ting extraordina ry trea tment of CWIP in this  case , by a sking tha t

$10.8 Million of CWIP  be  include d in ra te  ba s e . Ye t, a s  e xpla ine d he re in, the  Compa ny ha s  not

offe red any compelling reasons for the  extraordinary trea tment in this  case .

One  of the  reasons  tha t the  Company is  reques ting extraordina ry trea tment of CWIP and the

BMGS , is  due  to cus tome r growth. During the  te s t pe riod, Compa ny witne s s  Fe rry te s tifie d tha t

cus tome r growth incre a s e d in Moha ve  County by 4.8 pe rce nt a nd in S a nta  Cruz County by 5.8

pe rce nt. Howe ve r, mos t othe r utilitie s  filing ra te  ca s e s  be fore  the  Commis s ion ha ve  a ls o cla ime d

high growth ra te s  to jus tify s pe cia l ra te  ba s e  tre a tme nt of a s s e ts . The  Commis s ion ha s  without
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exception denied those  requests  because  the  Company has not met its  burden of proof to demonstra te

compelling circumstances  to jus tify such exceptiona l trea tment.

5 TI .̀ at 956.
6 Tr. at p. 15.
714.
814.
9 Tr. at p, 15.
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UNS E is  re que s ting a  cos t of e quity of 1l.8%. S ta ff, on the  othe r ha nd, re lie d upon thre e

well-accepted methodologies  in a rriving a t a  range  for cost of equity be tween 9.5% and 10.5%, with a

mid-point of 10.0%. The  Compa ny's  re que s t for 11.8% flie s  in the  fa ce  of re ce nt e le ctric utility

s ta tis tics  which s how a  de cline  in cos t of e quity for e le ctric dis tribution compa nie s  ove r the  la s t 5

yea rs , with cos t of equity figures  much more  in line  with S ta ff's  proposa l in this  case .

The  Compa ny ha s  a ls o propos e d ma ny s ignifica nt re vis ions  to its  P urcha s e  P owe r Fue l

Adjus tment Clause  (PPFAC) in this  case . S ta ff has  used the  recent changes  made  to APS ' PSA as  a

he lpful guide line  in reviewing and recommending changes  to the  UNSE PPFAC.

The  Compa ny is  propos ing some  s ignifica nt cha nge s  to its  ra te  de s ign in this  ca se  a s  we ll.

While  S ta ff concurs  with the  philosophy behind those  changes , S ta ff witness  Radigan expla ins  tha t a

phased in approach such as  he  recommendswith respect to ce rta in of the  changes  including Time-of-

Us e  (TOU) ra te s  a nd  me rge r o f the  Moha ve  a nd  S a n ta  Cruz ra te  s tructure s  would  be  more

appropria te  and send more  ra tiona l pricing s igna ls .

Fina lly, the  Company is  a lso reques ting approva l of additiona l financing which it plans  to use

to cons truct the  BMGS. S ta ff supports  the  Company's  reques t for financing under ce rta in conditions .

S ta ff pre s e nte d s e ve n witne s s e s  in this  ca s e . Mr. Ale xa nde r Iggie  wa s  the  ca s e  le a d a nd

te s tifie d on the  Compa ny's  fina ncing a pplica tion. Mr. Ra lph S mith te s tifie d a s  to the  Compa ny's

re ve nue  re quire me nt a nd propos e d P P FAC. Mr. Da vid C. P a rce ll te s tifie d on cos t of ca pita l. Mr.

Frank Radigan te s tified on the  Company's  proposed ra te  de s ign. Ms . Julie  McNee ly-Kirwan te s tified

on the  Compa ny's  DS M a nd CARES  progra ms . Mr. J e rry Ande rs on te s tifie d on the  DS M ra te

recove ry mechanism and on va rious  rule  changes  be ing proposed by UNSE. Fina lly, Mr. P rem Bahl

sponsored the  Staffs  engineering report and assessment of "used and useful" plant in service .

Adminis tra tive  Law Judge  Teena  Wolfe  conducted hea rings  on the  Company's  applica tion on

September 10 through 14, 2007 and September 20 and 21, 2007 and October 2, 2007.
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1 11. REVENUE REQUIREMENT.
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The Company proposes a revenue requirement or base rate increase of $8.5 million." Staff

believes this is overstated and Staff Witness Ralph Smith recommends instead a base rate increase of

$3.688 Mi11ion.11 Mr. Smith is a Senior Regulatory Consultant with Larkin & Associates. Mr.

Smith is a CPA, and has a law degree and a Master of Science in Taxation. His firm has sponsored

expert witnesses in over 400 regulatory proceedings across the United States.l2

7 Rate Base.

8

9

10

11

12

A.

. S ta ff is  propos ing a n origina l cos t ra te  ba s e  of $l30,707,320.00 a nd a  fa ir va lue  ra te  ba s e  of

$167,518,337.00. 13 The  Compa ny, on  the  o the r ha nd , is  p ropos ing  a n  orig ina l cos t ra te  ba s e  of

$140,99l,324.00 a nd a  fa ir va lue  ra te  ba s e  of $167,281,765.00.14 S ta ff is  propos ing four a djus tme nts

to the  Compa ny's  propos e d ra te  ba s e . 15 The  prima ry diffe re nce  be twe e n the  Compa ny's  propos e d

ra te  ba s e  a nd S ta ffs  propos e d ra te  ba s e  re la te s  to whe the r or not to include  CWIP  in ra te  ba s e .

13 1. CWIP.

14

15

16

17

18

19

20

21

UNSE proposes to include $10.8 Million of CWIP in rate base.16 As Staff witness Smith

discusses in his testimony, the Commission's general practice is not to include CWIP in rate base,

unless there are extraordinary circumstances such as financial distress.17 The Company has not

demonstrated that it is in financial distress or has experienced extraordinary circumstances that would

justify inclusion of CWIP in rate base.18

The primary reason for the Company's proposal to include CWIP appears to be disagreement

with the Commission's use of the historical test year.19 Company witness Kenton Grant testified

that inclusion of CWIP in rate base is one of the few available tools to mitigate the effects of

22

23

10 David Dukes Direct Test. (Ex. UnsE-23) at pp. 4 and 19.

26

27

28

24
11 Tr. at 1196.

25 12 Ralph Smith Direct Test. (Ex. S-56) at p. 1.
'j Ralph Smith Surrebuttal Test. (Ex. S-58) at p. 6.

Id
15 Tr. app. 1198.
1614. app. 13.
17 Id  a t p . 14 , S e e  a ls o Tr. a t p . 1198.
18 Tr. a t p. 1199.

19  R a lph  S mith  Dire c t Te s t.  (E x.  S -56) a t p .  13 ,  S e e  a ls o Ke n ton  G ra n t Dire c t Te s t.  (E x.  UNS E -34) a t p .  24 .
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regula tory 1ag.20 He  a lso s ta ted tha t if the  Company's  request is  denied, the  authorized ra te  of re turn

should be increased.21

Sta ff witness  Smith expla ined why inclus ion of CWIP is  not appropria te  except in exceptiona l

circumstances  in the  following passage  from his  te s timony:
5

6

7

8

9

10

11

12

18

CWIP , a s  the  title  de s igna te s , is  no t p la n t tha t is  comple te d  a nd
providing s e rvice  to ra te pa ye rs  during the  te s t ye a r. During the  te s t
ye a r, it wa s  not us e d  or us e ful in  providing e le ctric  s e rvice  to  the
Compa ny's  cus tome rs . The  ra te ma king proce s s  is  pre dica te d on a n
examina tion of the  ope ra tions  of a  utility to insure  tha t the  a sse ts  upon
which ra tepaye rs  a re  required to provide  the  utility with a  ra te  of re turn
a re  prude ntly incurre d  a nd  a re  both  us e d  a nd us e fu l in  provid ing
se rvice s  on a  curre nt ba s is . Fa cilitie s  in the  proce ss  of be ing built a re
not use d or use ful. The  ra te ma king proce ss  the re fore  e xclude s  CWIP
from ra te  base  until such projects  a re  comple ted and providing se rvice
to  ra te pa ye rs  in  the  con te xt o f a  te s t ye a r tha t is  be ing  us e d  fo r
de te rmining the  utility's  re ve nue  re quire me nt."

It is  we ll re cognize d tha t inclus ion of CWIP  in ra te  ba s e  would a ls o re s ult in a  mis ma tch in

13 the  ra temaking process .23 To the  extent tha t CWIP is  to se rve  additiona l cus tomers , it is  cons ide red

14 revenue  producing.24 However, the  revenues  have  been annua lized to the  end of the  te s t yea r only

15 and not beyond.25 And, if the  CWIP  is  expense  reducing, those  reductions  have  not been re flected

16 beyond the  te s t yea r.26So it is  a  misma tch to include  CWIP s ince  the  pos t te s t yea r impacts  have  not

17 been quantified and re flected a s  adjus tments  to ope ra ting income ."

The  Company a lso a rgues  tha t $8.7 million of the  $10.8 million in CWIP  was  plant in se rvice

19 a s  of June  30, 2007. But a s  Mr. Smith note s , 2007 is  a  whole  yea r outs ide  of the  end of the  te s t yea r,

20 the re fore , its  suffe rs  from the  same mismatch problem. 28

The  Compa ny doe s  re ce ive  a  re turn re pre s e nting its  fina ncing cos ts  ca lle d Allowa nce  for

22 Funds  Us e d During Cons truction ("AFUDC").29 And, whe n the  pla nt is  pla ce d into s e rvice , the

23 AFUDC is  capita lized and deprecia ted a long with the  plant.30

21

26

27

28

2 4 20 Ralph Smith Direct Tes t. (Ex. S-56 a t p, 13, Kenton Grant Direct Tes t. (Ex. UNSE-34) a t p. 24.
21I d

2 5 22 Ralph Smith Direct Test. (Ex. S-56) a t p. 15.
23 ld.

24 Tr. a t pp- 1198-1199
25 Tr. a t 1199.
26 Id.
27 ld.
28 Tr. a t p- 1223.
29  Ra lph  S mith  Dire c t Te s t. (Ex. S -56) a t p. 16 .

5



I I

I 1

1

2

3

4

5

6
CWIP  Adjus tme nts  fo r P la n t in  S e rvic e .

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

22

23

24

25

Furthe r, S ta ffs  cos t of ca pita l witne s s , Da vid  C. P a rce ll, d is pute d the  Compa ny's  a s s e rtion

tha t inc lus ion of CWIP  in ra te  ba s e  is  ne ce s s a ry for the  Compa ny to a ttra c t ca pita l in the  future . 31

Mr. P a rce ll e xpla ine d tha t his  re s e a rch indica te d tha t the  ra ting a ge ncie s  de s cribe  the  ope ra tions  of

UNS E a s  low ris k.32 Mr. P urce ll a ls o e xpla ine d tha t UNS E re ce ive s  its  fina ncing ba s e d on the  cre dit

qua lity of UniS ource  Ene rgy or UES , its  holding compa ny which is  public ly tra de d."

2 .

S ta ff witne s s  S mith 's  re vie w of the  CWIP  a ccount, a nd S ta ff's  fie ld ins pe ction re ve a le d tha t

the re  wa s  a  proje ct in the  CWIP  a ccount tha t wa s  us e d a nd us e ful a s  of the  e nd of the  te s t ye a r.34 The

proje ct wa s  Rhode s  Home s (ta s k 8009729), which involve d a  line  e xte ns ion with a  cos t of $442,255,

ins pe cte d by S ta ff on J une  6, 2007 a nd in s e rvice  on Ma y 26, 2006, which wa s  prior to the  e nd of the

tes t year.35 The  proje c t involve d the  ins ta lla tion of 21 kV ove rhe a d line  to  s upply s e rvice  to  wa te r

p u m p s  fo r a  p ro p o s e d  h o u s in g  p ro je c t.3 6 Cu s to m e r a d va n c e s  re la te d  to  th is  p ro je c t to ta le d

$360,l17.00 a nd we re  a lre a dy re fle cte d by the  Compa ny in its  propos e d ra te  ba s e .37 S ta ff incre a s e d

ra te  ba s e  by $442,255.00 in Adjus tme nt B-2 to re fle c t tha t this  proje c t wa s  in  s e rvice  by the  e nd of

the  te s t yea r.

S ta ffs  fie ld re vie w a ls o ra is e d a n is s ue  conce rning whe the r UNS E ha d re ce ive d a  cus tome r

a dva nce  fo r a no the r cons truc tion  p ro je c t,  Tuba c  Golf Re s ort. S ta ff c o n firm e d  th a t UNS E  h a d

re c e ive d  a n d  a c c o u n te d  fo r a  C u s to m e r Ad va n c e  fo r th is  p ro je c t a n d  th e re fo re  with d re w its

Adjus tme nt B-3 .

3 .

Ca s h working ca pita l is  the  ca s h ne ce s s a ry for the  Compa ny's  da y-to-da y ope ra tions .38 If the

Compa ny mus t pa y its  e xpe ns e s  in  a ggre ga te  be fore  it re ce ive s  ca s h  from ope ra tions  to  do  s o ,

Ca s h  Working  Ca p ita l.

30 Id.

1 David Purcell Direct Test. (Ex. S-52) at p. 14.

2 6 as 14.

34 Ralph Smith Direct Test. (Ex. S-56) at p. 18.
27 35 14. at PPS- 18-19.

36 Id. at 19.
28 37 Ralph Smith Direct Test. (Ex. s-56) at p. 19.

38 ld. at p- 21.

3 2 n d

6



1 I

l ll

1

2

3

4

5

6

inve s tors  ha ve  to provide  the  ca sh working ca pita l." A pos itive  ca sh working ca pita l re quire me nt

exists in this case.40

On the  othe r hand, if revenues  from opera tions  a re  rece ived be fore  payment of expenses  a re

necessa ry, on ave rage , then ra tepaye rs  supply the  ca sh working capita l the  Company needs  and a

negative  cash working capita l a llowance is  used to reduce ra te  base .41

In  th is  ca s e  the  Compa ny d id  a  le a d /la g  s tudy to  ca lcu la te  its  ca s h  working  ca p ita l

requirements.42

S ta ff witne s s  S mith te s tifie d tha t his  re vie w of the  Compa ny's  le a d/la g s tudy indica te d tha t

UNSE has  a  nega tive  cash working capita l requirement.43 This  means  tha t "[o]n ave rage , revenues

from ra tepayers  are  rece ived prior to the  time when the  utility pays the  associa ted expenditures."44

4. Accumulated Deferred Income Taxes.

This  a djus tme nt by Mr. S mith de cre a se s  ra te  ba se  by $161,555.00.45 It re fle cts  the  impa ct

from the  following: 1) re mova l of the  ADIT re la te d to the  S upple me nta l Exe cutive  Re tire me nt P la n

("SERP"), and 2) removal of the  ADIT re la ting to s tock-based compensa tion46

The  a djus tme nts  to ADIT a re  ne ce s sa ry for cons is te ncy with S ta ffs  a djus tme nts  to re move

the expense for SERP and for stock-based compensation.

B. Operating Income and Expense Adjustments.

7
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1 7
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2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

2 8

1.

The  Company's  proposa l to trea t CWIP a t the  end of the  te s t yea r as  if it were  plant in se rvice

re s ulte d in the  Compa ny incre a s ing de pre cia tion a nd prope rty ta x e xpe ns e s .47 Du e  to  S ta ffs

adjus tment removing CWIP from ra te  base , the  S ta ff has  a lso removed UNSE's  re la ted adjus tments

for deprecia tion and prope rty tax expense s .48 S ta ffs  adjus tment reduces  the  Company's  proposed

CWIP  De pre c ia tion  a nd  P rope rty Ta xe s .

39 ld,

40 Id.

41 ld. a t 21.

43 Id

44 Id. at 21 .

45 Ralph smith Direct Tes t. (s -56) a t p. 22.
4 6 I d
47 Ralph Smith Direct Test. (s -56) a t p- 18.
4 8 Id

7
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expenses  for deprecia tion by $449,816.00 and property taxes  by $239,696.00, for a  tota l reduction of

$689,512.00.49

1

2

3

4
2. De p re c ia tio n  a n d  P ro p e rty Ta xe s  fo r  Ad ju s tm e n ts  to  CWIP  fo r

P lant in  Se rvice .

5 This S ta ff adjustment increases deprecia tion expense  by $18,265.00 and property tax expense

6 by $8,317.00.50 The  a djus tme nt incre a se s  te s t ye a r e xpe nse s  for de pre cia tion a nd prope rty ta xe s

7 re la te d to the  Rhode s  Home s  proje ct (ta s k 8009729) which the  Compa ny include d in CWIP  but

8 which S ta ff found to be  used and use ful prior to the  end of the  te s t yea r.5l The  plant was  found to be

9 in se rvice  on Ma y 26, 2006.52

CARES Discount.

4. Flee t Fuel Expens e .

1 0 3_

1 1 S ta ff witn e s s  J u lie  Mc Ne e ly-Kirwa n  is  re c o m m e n d in g  th a t th e  e xis tin g  d is c o u n t ra te  s tru c tu re

1 2 fo r C AR E S  b e  re ta in e d .  Th e re fo re ,  S ta ff m a d e  a n  a d ju s tm e n t to  re d u c e  th e  C o m p a n y's  re ve n u e  b y

13 $ 5 2 , 9 3 7 . 0 0  wh ic h  re ve rs e d  th e  C o m p a n y's  n e w p ro p o s a l to  c a lc u la te  th e  C AR E S  d is c o u n t  in  th e

1 4 future .53 In  S t a ffs  f in a l a c c o u n t in g  s c h e d u le s ,  o n  S c h e d u le  C -4 ,  r e vis e d  9 /1 7 /2 0 0 7 ,  t h e S ta ff

15 a d ju s tm e n t to  fle e t  fu e l e xp e n s e  wa s  re vis e d  to  a n  a d ju s tm e n t o f $ 4 l, 9 0 9 .0 0 .  Th is  re vis io n  u t iliz e d

1 6 th e  p ro  fo rm a  fle e t  fu e l e xp e n s e  o f $ 6 0 5 , 4 9 8 . 0 0  p e r  UNS E  witn e s s  Du ke s '  re jo in d e r  te s t im o n y a t

1 7 p a g e  2 .

1 8

1 9

2 0

2 1

2 2

S ta ff re duce d UNS E's  propose d incre a se  in Fle e t Fue l e xpe nse  by $70,391.00.54 S ta ffs

adjustment a llows for an increase  to fue l expense  of $3,27().()().55 This  is  based on a  cost of gasoline

of $2.69 and is based upon UNSE's actual fuel costs.56

2 3

2 4

2 5 49 Id. at pp. 23-24.
"MMpM.

26 51 Id.
5z Id at p 24.

27 53 Id.
54 Ralph Smith Direct Test. (Ex. S-56) a t p. 25.

2 8 55 Id. at p. 24.
56 Id. at pp. 24-25.
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S ta ff incre a se d the  Compa ny's  propose d norma lize d pos ta ge  e xpe nse  of $341,321 .00 by

$l7,503.00.57 This  adjus tment re flects  an increase  to annua lized pos tage  expense  to re flect the  May

14, 2007 increase  in the  cost of a  first class le tter from 39 cents to 41 cents.58

Postage Expense.

5

6

6. Injuries and Damages Expense.

1 3

S ta ff ma de  a  norma lizing a djus tme nt to the  Compa ny's  Injurie s  a nd Da ma ge s  e xpe ns e  to

7 re flect a  three -yea r ave rage  through December, 2006.59 S ta ff witness  Smith te s tified tha t "[t]he  te s ts

8 ye a r Injurie s  a nd Da ma ge s  e xpe ns e  (Account 925) is  s o high in compa ris on with the  othe r ye a rs

9  be ca us e  a  numbe r of the  type s  of e xpe ns e s  which  a re  re corde d in  th is  a ccount a ppe a r to  be

10 a bnorma lly high in the  te s t ye a r, a nd would thus  re quire  s e pa ra te  a djus tme nt, if the  ba la nce  in this

11 account were  not normalized..."60

12 Fina lly, Dire ctors ' a nd Office rs ' Lia bility ("D&O) e xpe ns e , a nothe r Account 925

expense , ha s  increa sed drama tica lly s ince  2004. 61 In 2004, D&O expense  was  $22,032.00 and in

14 2006 it wa s  $130,330.00.62 Witne s s  S mith te s tifie d tha t the  "s ubs ta ntia lly incre a s e d cos t of s uch

15 D&O insurance  is  a  conce rn because  the  direct mone ta ry bene fits  of D&O Insurance  is  not enjoyed

16 by ra te pa ye rs . Mr. Smith f`urthe r te s tified tha t "[b]ecause  sha reholde rs  bene fit ma te ria lly from this

17 insurance , it may be  appropria te  to a lloca te  the  cos t of D&O Insurance  equa lly be tween sha reholde rs

9763

23

24

25

26

27

28

18 and ra tepayers .64

19 Ove ra ll, be ca us e  of the s e  conce rns , S ta ff re duce d te s t ye a r e xpe ns e  for Account 925 by

20 $159,063.00.65 As  noted in S ta flfls  fina l accounting schedules , S ta ff modified its  adjus tment to agree

21 Mth the  re vise d norma lize d a mount s ta te d in UNS E witne s s  Duke s ' re joinde r te s timony a t pa ge  4.

22 (See  S ta ff fina l accounting schedules , Revised Schedule  C-6, revised 9/17/2007). As  a  re sult of this ,

Staffs  revised adjustment reduced UNSE's test year expense  by $98,161 .00.

57 Ralph Smith Direct Test. (Ex. S-56) a t p. 25.
58 ld.
59 14.
60 Ralph smith Direct Tes t. (s -56) a t p- 26.
61 14. at p- 27.
62 Id.
63 Id

64 Id at p.27.
65 Id. at p.26.
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20

2 1

7.

Staff adjusted the  Company's  expenses associa ted with various incentive  compensa tion plans,

including the  Pe rforma nce  Enha nce me nt P la n ("PEP"). S ta ff adjus ted the  amount of the  expense

re la ted to the  va rious  incentive  compensa tion programs of UNSE by 50%.66 Incentive  compensa tion

progra ms  be ne fit both sha re holde rs  a nd ra te pa ye rs . The  re mova l of 50% of the  e xpe nse  re la te d to

such progra ms  provide s  a n e qua l sha ring of the  cos t of such progra ms  be twe e n sha re holde rs  a nd

ratepayers, since the programs benefit both groups.67

The  recommendations  made  by S ta ff in this  case  a re  the same as its  recommenda tions  in the

recent UNS Gas case . UNSE participa tes  in the  same incentive  compensa tion a rrangement, the  PEP,

as  its  a ffilia te  UNS Gas.68 The  Company's  non-union employees  participa te  in the  UniSource  Energy

Corpora tion's  P EP . 69 UniS ource  Ene rgy S e rvice s  ("UES ") is  a  s ubs idia ry of UniS ource  Ene rgy

Corpora tion a nd the  pa re nt compa ny of UNS E.70 The  P EP  de te rmine s  e ligibility for ce rta in bonus

le ve ls  by me a suring pe rforma nce  in thre e  a re a s : (1) fina ncia l pe rforma nce , (2) ope ra tiona l cos t

conta inme nt, a nd (3) core  bus ine ss  a nd cus tome r se rvice  goa ls . The  fina ncia l pe rfonna nce  a nd

opera tiona l cos t conta inment components  each make  up 30 percent of the  bonus  s tructure , while  the

core  bus ine s s  a nd cus tome r s e rvice  goa ls  a ccount for the  re ma ining 40 pe rce nt." The  firs t two of

these  areas are  of primary benefit to shareholders.

S ta ff a ls o re move d 100% of the  e xpe ns e  a s s ocia te d with the  S upple me nta l Exe cutive

Retirement P lan (SERP).73 This  plan provides  supplementa l re tirement benefits  for se lect executives

of UNS E.74 S ERP s  typica lly provide  for re tire me nt be ne fits  in e xce s s  of the  limits  pla ce d by IRS

regula tions on pension plan calcula tions for sa laries in excess of specified amounts.75
22

23

27 "Id

28

2 4 66 Ralph Smith Direct Test (Ex. S-56) a t p. 27.
67 14.

2 5 68 Ralph smith Direct Tes t. (Ex. s -56) a t p- 28.
69 ld. at p. 28.

2 6 70 Id.
71 Ralph Smith Direct Tes t. (Ex. S-56) a t p. 28.

7 3

74 Ralph Smith Direct Tes t (Ex. s -56) a t p- 27.
7 5 Id

1 0
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1

2

3

4

5

6

Staffs  adjus tments  a re  consis tent with the  Commiss ion's  recent decis ion in the  las t Southwest

Gas  ra te  ca se . In the  Southwes t Gas  ca se , the  Commiss ion adopted S ta ffs  recommenda tion for an

equa l sha ring of incentive  compensa tion plan cos ts  and RUCO's  recommenda tion to remove  SERP

e xpe ns e  in its  e ntire ty. In the  following pa s s a ge  from tha t Orde r, the  Commis s ion a ddre s s e d the

removal of SERP expense:

7

8

9

10

11

12

13

Alth o u g h  we  re je c te d  R UC O 's  a rg u me n ts  o n  th is  is s u e  in  th e
Company's  la s t ra te  proceeding, we  be lieve  tha t the  record in this  case
s upports  a  finding tha t the  provis ion of a dditiona l compe ns a tion to
S ou thwe s t Ga s ' h ighe s t pa id  e mploye e s  to  re me dy a  pe rce ive d
de fic ie ncy in  re tire me nt be ne fits  re la tive  to  the  compa ny's  o the r
e mploye e s  is  not a  re a s ona ble  e xpe ns e  tha t s hould be  re cove re d in
ra te s . Without the  S ERP , the  Compa ny's  office rs  s till e njoy the  s a me
re tirement benefits  ava ilable  to any other Southwest Gas  employee  and
the  a ttempt to make  these  executives  'whole ' in the  sense  of a llowing a
gre a te r pe rce nta ge  of re tire me nt be ne fits  doe s  not me e t the  te s t of
reasonableness. If th e  C o m p a n y wis h e s  to  p ro vid e  a d d itio n a l
re tire me nt be ne fits  a bove  the  le ve l pe rmitte d  by IRS  re gula tions
a pplica ble  to a ll othe r e mploye e s  it ma y do
shareholders.
burden on ratepayers.76

s o a t the  e xpe ns e  of its
Howe ve r, it is  not re a s ona ble  to pla ce  this  a dditiona l

14

15

16

17

18

19

20

21

22

The  Compa ny ha s  not pre s e nte d a ny ra tiona le  or s upport for the  Commis s ion to tre a t its

ince ntive  compe ns a tion pla ns  diffe re ntly for ra te ma king purpos e s  tha n the  Commis s ion's  tre a tme nt

of s imila r pla ns  in the  la s t S outhwe s t Ga s  ra te  ca s e . Furthe r, the re  wa s  cons ide ra ble  e vide nce

pre s e nte d re ga rding the  Compa ny's  ba s e  s a la rie s  to s upport S ta ffs  dis a 1lowa nce .77 As  no te d  in

S ta ffs  fina l a ccounting s che dule s , the  a mount of S ta ffs  a djus tme nt wa s  modifie d in re s pons e  to

UNS E witne s s  Duke s ' re joinde r te s timony a t pa ge  7. S ta ffs  fina l a djus tme nt (on S che dule  C-7,

re vis e d 9/17/2007) of S ta ffs  fina l a ccounting s che dule s  re duce d e xpe ns e  by $104,357 for ince ntive

compe ns a tion ($79,871 for P EP  a nd $24,486 for othe r ince ntive  compe ns a tion), a nd by $4,160 for

re la ted payroll taxes .
23

24

25

26

27

28 76 Decision No. 68487 at 19.
77 See Confidential Exhibit S-1 .
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Rate Case Expense.

Edison Electric Institute Dues.

•

1 8 .

2 UNSE is  reques ting $600,000.00 for ra te  case  expense , normalized ove r a  three  yea r pe riod,

3 for an annua l a llowance  of $200,000.00 pe r yea r.78 This  is  the  same  amount and trea tment tha t its

4 s is te r company UNS Gas requested in its  recent ra te  case .

5 S ta ff be lieves  this  amount is  infla ted and ins tead proposes  a  ra te  case  expense  a llowance  of

6 $88,333.00 pe r ye a r, ba s e d on a  tota l of $265,000 norma lize d ove r thre e  ye a rs .79 The  a mount

7 re que s te d by UNS E for ra te  ca se  e xpe nse  is  3.8 time s  a s  high a s  the  a mount of ra te  ca se  e xpe nse

8 a llowe d by the  Commis s ion in the  S outhwe s t Ga s  ra te  ca s e . Ye t, the  is s ue s  we re  not s ignifica ntly

9 diffe rent or more  difficult tha t the  Southwes t Gas  ca se .

10 While  the  curre nt ca s e  ma y be  the  firs t ra te  ca s e  for this  utility ope ra tion unde r its  curre nt

l l owne rship, it is  not the  firs t ra te  ca se  for this  utility. This  e le ctric utility ha d pe riodic, re curring ra te

12 ca s e s  unde r its  prior owne rs hip by Citize ns  Utilitie s . The  tra ns fe r of owne rs hip s hould not be  a n

13 excuse for charging ra tepayers for what appear to be excessive amounts of ra te  case  cost.

14 More ove r, the  curre nt UNS E ra te  ca se  is  s imila r to a nd pre se nts  ma ny of the  s a me  is sue s ,

15 dis a llowa nce  of ince ntive  compe ns a tion, re vis ions  to the  commodity cos t re cove ry me cha nis m

16 ("P GA" or "P P FAC") a ddre s s e d by the  Commis s ion in the  S outhwe s t Ga s  ca s e , Docke t No. G-

17 0155lA-04-0876. S ta ff be lie ve s  tha t the  S outhwe s t Ga s  ca se  a nd the  re ce nt UNS  Ga s  ra te  ca se

18 provide  a  rea sonable  benchmark for wha t a  rea sonable  a llowance  for ra te  ca se  cos t should be  in the

19 curre nt UNS E ra te case.

2 0 9_

21 S ta ff witne s s  Ra lph S mith re duce d te s t ye a r e xpe ns e  by $8, 470.00 which re fle cts  49.93

22 pe rce nt of EEl core  due s  a nd 100 pe rce nt of EEl UARG due s .80 Mr. S mith re duce d the  e xpe ns e

23 leve ls  recorded by the  Company because  EEl core  dues  re la ted to the  following activitie s  should be

24 e xclude d a nd we re  not:

25 Le gis la tive  Advoca cy

26 Re gula tory Advoca cy

2 7
78 Ralph Smith Direct Tes t. (Ex. s -56) p. 33.

2 8 7914. app. 34.
80 Ralph Smith Direct Test. (s-56) p. 34.

•
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8
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Ma rke ting

Public Rela tions81

The  NARUC ca te goriza tion of EEl due s  e xpe nse s  utilize d by Mr. S mith is  inte nde d to he lp

s ta te  commis s ions  by we e ding out pote ntia l cos ts  tha t ma y not be  unde rta ke n for the  be ne fit of

ra te pa ye rs .82 For ins ta nce , the  Arka nsa s  P ublic S e rvice  Commiss ion in Docke t No. 06-101-U, a n

Ene rgy Arka nsa s , Inc., ra te  ca se  (Orde r No. 10 da te d 6/15/07) utilize d the  NARUC ca te goriza tions

to disa llow 49.93 percent of EEl core  dues .

Furthe r, Mr. S mith re comme nds  dis a llowa nce  of $5,477.00 of UARG due s  from the  cos t of

s e rvice .83 UARG is  the  EEl Utility Air Re gula tory Group which is  a ls o re fe rre d to a s  a  s e pa ra te ly

funde d a ctivity for the  e nvironme nt. This  group a dvoca te s  the  e le ctric utility indus try's  vie ws  be fore

le gis la tive , re gula tory a nd judicia l bodie s  which pos itions  ma y not be  cons is te nt with ra te pa ye r

inte res ts .84 Accordingly, they should be  disa llowed.
1 4

1 5
10. Othe r Members h ip  Dues .

1 6
Mr. S mith  a ls o  d is a llowe d $6 ,482 .00  in  o the r d is cre tiona ry me mbe rs h ip  a nd  indus try

1 7

1 8

1 9

20

2 1

associa tion dues  which were  not re la ted to the  sa fe  and re liable  provis ion of e lectric utility se rvice . 85

This  include s  $1,750.00 for the  Arizona -Me xico Commis s ion which the  Compa ny conce de s  wa s

included in error.86

Mr. S mith a lso re comme nde d tha t in iiiture  ra te  filings , the  Compa ny should include  a  cos t-

bene fit ana lys is  which re flects  a ll of the  bene fits  it be lieves  it rece ived ove r the  prior pe riod from any

trade  organization for which it seeks recovery of dues.87
22

23

24

2 5
81 Id. at p. 35.

2 6 2 Ralph Smith Direct Test. (S-56) p. 35.
83 14_ at p. 36.

2 7 84 Id. at p. 36.
85 ld. at 37.

2 8 86 Id.
87 Ralph Smith Direct Test. (Ex. S-56) at p. 38.
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11. In te re s t  S yn c h ro n iza t io n .1

2 This  a djus tme nt incre a s e s  income  ta x e xpe ns e  by $177,093.00 a s  s hown on S ta ff

3 revised Schedule  C-14 and decreases the  Company's operating income by a  similar amount.88

4

5 S ta ff witne s s  S mith a gre e s  with the  de pre cia tion ra te  s tudy conducte d by Dr. White  for the

6 Company with one  correction for transporta tion equipment." The  Company's  da ta  re sponse  to S ta ff

7 3.39 s ta te d a s  follows :

12. Depreciation Rates.

F o s te r As s o c ia te s  in a d v e rte n t ly fa ile d  to  in c lu d e  a  1 0  p e rc e n t  n e t
s a lva ge  ra te  for UNS  Ele c tric  tra ns porta tion e quipm e nt.  The  im pa ct of
this  ove rs ight would e  a  furthe r re duction in  2006 a nnua lize d a ccrua ls
o f $ l4 3 , 2 9 7 . 0 0 . It  is  t h e  o p in io n  o f F o s t e r  As s o c ia t e s  t h a t  t h e
m a gnitude  of the  a dditiona l de pre c ia tion re duc tion doe s  not wa rra nt a
re filling of the  de pre cia tion s tudy.90

S ta ff witne s s  S m ith  m a de  a n  a djus tm e nt tha t re duce d the  Com pa ny's  propos e d a nnua lize d

de pre cia tion e xpe ns e  by $64,872.00 a nd a ls o a djus te d the  utility pla nt a cquis ition a djus tme nt a ccount

by $l767.00, for a n ove ra ll ne t re duction to ope ra ting e xpe ns e  of 63,105.00. 91 UNS  Ele ctric  a gre e d

a llow de pre cia tion e xpe nse  re la te d to the  inclus ion e s tima te d future  cos t of re mova l in de pre cia tion to

be  tra cke d a nd a ccounte d for by pla nt a ccount."

8

9

10

11

12

13

14

15 tha t this  corre ction wa s  ne ce ssa ry.

16 Mr. S mith a ls o re comme nds  tha t e a ch of the  ne w de pre cia tion ra te s  propos e d by UNS  Ele ctric

17 s hould  be  c le a rly broke n out be twe e n (1) a  s e rvice  life  ra te  a nd (2) a  ne t s a lva ge  ra te .92  This  will

18

19

20

2 1 S ta ff incre a s e d te s t ye a r e xpe ns e  to $20,000.00 to provide  for the  incre a s e  re que s te d by the

22 Com pa ny for e m e rge ncy bill a s s is ta nce . 94 UNS E inc lude d this  a m ount in  its  re que s t for incre a s e d

23 funding for its  low-income  we a the riza tion progra m.95

24

13. Em e rg e n c y Bill As s is ta n c e  Exp e n s e .

25 88 14.
89 Ralph Smith Direct Test. (Ex. S-56) at p. 39.

26
91 14. at p- 39.

2 7 92 Id a t p. 68.

93 Id.
32 Ralph Smith Direct Test. (Ex. S 56) at p. 41 .

Id.
28

i t

14
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The  Com pa ny ha d re que s te d tha t the  low-incom e  we a the riza tion progra m  be  inc lude d in  the

De m a nd S ide  m a na ge m e nt ("DS M") progra m s .  96 Howe ve r,  a s  d is cus s e d in  the  te s tim ony of S ta ff

witn e s s  Mc Ne e ly-Kirwa n ,  b ill a s s is ta n c e  s h o u ld  n o t b e  a  p a rt  o f th e  C o m p a n y's  DS M p ro g ra m .

Furthe r this  pa rticula r e xpe nse  should not be  include d in the  se pa ra te  DS M surcha rge  ra te . 97

1

2

3

4

5

6
14. Mark-up Above Cost for Charges From Affiliate, Southwest

Energy Services.

15.

S ta ff"s  fina l a ccounting sche dule s  (a nd Mr. S mith's  surre butta l te s timony) a ddre s se d thre e

a djus tme nts  which S ta ff be lie ve s  a re  Lmconte s te d by UNS E. The se  a djus tme nts  a re  re fle cte d in

S ta flf's  fina l accounting schedules  in Adjus tments  C-18 (bad debt expense ), C-19 (removes  double

coLu*1t from outs ide  s e rvice s  De ma nd S ide  Ma na ge me nt, a nd C-20 (corre cts  ye a r-e nd a ccrua l

expense  for an out-of-period expense).

Other Uncontested Adjustments

7 S outhwe s t Ene rgy S e rvice s  ("S ES ") is  a n a ffilia te d compa ny of UNS E a nd s upplie s  a dditiona l

8 work force  a s s is ta nce  to UNS E a nd its  othe r a ffilia te s .98 In re s pons e  to S ta ff da ta  re que s ts , it wa s

9 re ve a le d  tha t S ES  be ga n pe rform ing m e te r re a ds  for UNS E be ginning in  Fe brua ry,  2005.99 In  the

10 Com pa ny's  da ta  re s pons e ,  the  Com pa ny s ta te d  tha t whe n S ES  provide s  s upple m e nta l work force

11 s e rv ice s  to  UNS E, TEP  of o the r a ffilia te s ,  S ES  cha rge s  a  10% m a rk-up  on  the  ba s e  wa ge s  of the

12 workers.100 In a ddition, S ES  cha rge s  the  cos t of the  e m ploye r's  ta xe s ,  worke rs ' com pe ns a tion a nd

13 be ne fits .101 Te s t ye a r e xpe nse  should be  re duce d by $10,906 to re move  the  a ffilia te d ma rk-up a bove

14 cos t.

15

16

17

18

19

20

2 1

22

B. Cost of Capital.

23 Richm ond,  Virg in ia ,  pre s e nte d  S ta ffs  pos ition  on  cos t of ca pita l. Mr.  P a rce ll ho lds  a  B.A.  a nd

24 M.A.  de gre e  in  e c onom ic s  from  Virg in ia  P o lyte c hn ic  Ins titu te  a nd  S ta te  Unive rs ity a nd  a  M.B.A.

25

26

27

28

S ta ff witne s s  Da v id  C .  P a rc e ll,  P re s ide n t a nd  S e n io r Ec onom is t o f Te c hn ic a l As s oc ia te s ,

102

96 Id.

9714. at41.
98 Ralph Smith Direct Test. (Ex. S-56) at p. 42.
99 ld.
100 Id.
101 Id. at p. 42.
102 David Parcels Direct Test. (Ex. S-52) at p. 1.

11
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1

2

3

from Virginia  Commonwe a lth  Unive rs ity. He  ha s  provide d cos t of ca pita l te s timony in  public  u tility

ra te m a kin g  p ro c e e d in g s  d a tin g  b a c k to  1 9 7 2 . He  h a s  file d  t e s t im o n y a n d  o r  t e s t ifie d  in

a pproxima te ly 400 utility proce e dings  be fore  40 re gula tory a ge ncie s  in the  Unite d S ta te s  a nd Ca na da .
4

5
1. Ca p ita l S tru c tu re .

6

7

UNS E ha s  us e d its  ca pita l s tructure  a s  of J une  30, 2007 for purpos e s  of this  proce e ding.103

S ta ff witne s s  P urce ll propos e d us e  of the  a ctua l te s t pe riod ca pita l s tructure  of UNS E a s  of J une  30,

2006.104
8

9

10

11

12

13

14

15

16

17

18

19

20

21

Mr. P a rce l] e xpla ine d  in  h is  Dire ct Te s timony tha t de te rmining  a n  a ppropria te  ca pita l

s tructure  is  important because  one  needs to ensure  tha t the  capita l s tructure  is  "appropria te  re la tive  to

a tte ntion for the  following thre e  re a s ons : l) it comma nds  the  highe s t cos t ra te , 2) it ge ne ra te s

a s s ocia te d income  ta x lia bilitie s , a nd, 3) it ca us e s  the  mos t controve rs y s ince  its  cos t ca nnot be

precisely determined. 106

UNS E is  a  s ubs idia ry of UES , which is  a  s ubs idia ry of UniS ource  Ene rgy.107 UNS E wa s

cre a te d whe n Unisource  purcha se d the  e le ctric dis tribution a s se ts  of Citize ns  Communica tions .l08

Thus UNSEE's  capita l s tructure  did not exis t until 2003.109 Since  2003, UNSE's  common equity ra tio

has  been s teadily increas ing. In 2003, the  common equity ra tio of the  company (including short-te rm

de bt) wa s  37.6%. By contra s t, in 2006, the  Compa ny's  common e quity ra tio wa s  45.0% (including

short-term debt).110 UniS ource  Ene rgy's  common e quity ra tio ha s  a lso incre a se d ove r this  s a me

pe riod from 28.8% in 2002 (including s hort-te rm de bt) to  34.9 % in 2006 (including s hort-te rm

<1ebt).'"
22

23

24

25

26

27

28

103 Id. at p.2.
104

105 Id. at p- 15.
106 David Parcel Direct Test. (Ex. s-52) at p. 15.
107 14. at 16.
1 0 8  Id

1 0 9  Id

go David c. Parcel] Direct Test. (Ex. s-52) at 16.
Id

at

16
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1

2
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Mr. P a rce ll a ls o  s tudie d the  common e quity ra tios  of the  two groups  of e le ctric utilitie s

reported by AUS Utility Reports : e lectric and combina tion gas  and e lectric companie s . The  common

e quity ra tios  of thos e  two groups  which we re  38% a nd 36% re s pe ctive ly (inclus ive  of s hort-te nn

debt) in 2002 had increased to 45% and 44% respective ly (inclusive  of short-te rm debt) in 2006.112

The  Company's  June  30, 2007, capita l s tructure  conta ins  a  48.85% common equity ra tio.l13

Mr. Pa rce ll's  propose d ca pita l s tructure  ba se d upon the  e nd of the  te s t ye a r is  48.83%."4 Thus , the

capita l s tructure s  proposed by the  Company and Mr. Pa rce ll a re  only margina lly diffe rent. In fact the

diffe rence  in the  capita l s tructure  be tween them amounts  to only three  (3) basis  points  of the  tota l cost

of capita l.u5
1 0

11 2. Cos t o f Ca p ita l.

1 2

1 3

1 4 The  Compa ny propos e d a n ove ra ll cos t of ca pita l of

1 5

With re s pe ct to cos t of ca pita l, the  prima ry diffe re nce  be twe e n S ta ff a nd the  Compa ny is

ba s ica lly cos t of e quity.u6 Mr. P a rce ll ha s  compute d a n ove ra ll cos t of ca pita l for UNS E of 8.74 to

9.23 pe rce nt, with a  midpoint of 8.99%.1"

9.89%."8

1 6 Cost of Debt.a .

Mr. Purce ll used a  cos t of long-te rm debt of 8. 16%, and a  cos t of short-te rm debt of 6.36%."9

18 These  were  the  ra te s  a s  of June  30, 2006.120 The  Company is  propos ing a  cos t of long-te rm debt of

19 8.22%.121

1 7

20

2 1

Mr. Pa rne ll te s tifie d tha t the  cos t of de bt is  de te rmine d prima rily by inte re s t pa yme nts , is sue

prices and related expenses.122

22

23

112 Id at 17.
24 Id.

114 Id. , Dcp-1, Schedule 13.
2 5 "5Tr.a1-.1125.

116 Tr. at 1126.
2 6 117 Id

118 Tr. at 957.
2 7 1; David Purcell Direct Test. (Ex. s-52) at p. 18.

ld.
121 Tr. at p- 974.
122 David Parcell Direct Test. (Ex. s-52) at p. 18.

28
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1 b . Co s t  o f Eq u ity .
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2 1

The  ma jor diffe re nce  be twe e n the  Compa ny's  ove ra ll cos t of ca pita l a nd S ta ffs  ove ra ll cos t

of capita l has  to do with the  computa tion of the  Company's  cost of equity.123

UNSE is  reques ting an l 1.8 pe rcent cos t of equity. S ta ff witness  Pa rce ll is  propos ing a  cos t of equity

for the  Company within a  range of 9.5% to 10.5% 124

Mr. Pa rce ll use d thre e  diffe re nt me thodologie s  to e s tima te  the  Compa ny's  cos t of e quity.l25

S ince  UNS E is  not publicly tra de d, it is  not poss ible  to a pply cos t of e quity mode ls  dire ctly to it.l26

While  its  pa re nt UniS ource  Ene rgy is  publicly tra de d, the  re sults  of a  dire ct a na lys is  a pplie d to this

Compa ny would be  of limite d va lue  be ca use  of its  dive rs ifie d na ture .127 Conse que ntly, Mr. Pa rce ll

used a  group of comparison or proxy companies to de termine  UNSE's  cost of equity.128

The  thre e  prima ry me thods  for de te rmining cos t of e quity a re  the  Dis counte d Flow Mode l

12 ("DCF"), the  Compa ra ble  Ea rnings  Me thod ("CE") a nd the  Ca pita l Asse t P ricing Mode l ("CAP M").

The  DCF Mode l is  ba se d upon the  "divide nd dis count mode l" a nd de te rmine s  the  va lue  or

price  of a  security by ca lcula ting the  discounted pre sent va lue  of a ll future  ca sh flows .129 Results

under the  DCF Model were  ca lcula ted by Mr. Parce ll assuming tha t dividends a re  expected to grow a t

a  constant ra te .130 The  DCF Equa tion recognizes  tha t the  re turn expected by inves tors  is  comprised

of dividend yie ld (current income) and expected growth in dividends (future  income). 131

In de te rmining re turn, Mr. P a rce ll combine d the  curre nt divide nd yie ld for e a ch group of

proxy utility s tocks  with seve ra l indica tors  of expected dividend growth.132 The  dividend growth ra te

compone nt of the  mode l is  us ua lly the  mos t controve rs ia l pie ce  of the  e qua tion.133 Mr. P urce ll

cons ide red the  following five  indica tors  of growth in his  DCF ana lys is :

22

23

24

25

26

27

28

123 Tr. at p. 1126.
124 Tr. at p. 1126.

125 David Purcell Direct Test. (Ex. S-52) at p. 18.
126 Id.
127 Id.
128 David Purcell Direct Test. (Ex. S-52) at pp. 18-19.
129 David Parcell Direct Test. (Ex. s-52) at p- 19.
130 ld. at pp. 19-20.
131Inf at p. 20.
132Id

13314. at p.21.
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1

2

3

4

5

6

1. 2002-2006 (5-yea r ave rage ) e a rnings  re tention, or fundamenta l growth (pe r Va lue

Line );

2. 5-yea r ave rage  of his toric growth in ea rnings  pe r sha re  (EPS), dividends  pe r sha re

(DPS), and book va lue  pe r sha re  (BVPS)(pe r Va lue  Line );

3. 2007, 2008 and 2010-2012 projections  of EPS, D PS , and BVP S (pe r Va lue  Line ),

and,

4. 2004-2006 to 2010-2012 proje ctions  of EP S , DP S , a nd BVP S  (pe r Va lue  Line ),
7

8

9

10

13

14

15

16

17

18

19

20

2 1

22

a nd,

23

24

5. 5-year projections  of EPS growth as  reported in Firs t Ca ll (pe r Yahoo Finance).134

The  DCF re sults  in Sche dule  7 of Mr. Pa rce ll's  Dire ct Te s timony indica te  a ve ra ge  DCF cos t

ra te s  of approxima te ly 8.5%. Mr. Pa rce ll's  ana lys is  yie lded a  range  of 9.5% to 10.5% pe rcent for the

proxy group.135 The  Compa ny's  DCF a na lys is  (9.7% to l0.5%) doe s  not va ry s ignifica ntly from

S ta ff's  DCF a na lys is  (9.5% to l0.5%).

Mr. P a rce ll the n use d the  CAP M mode l which is  a  ve rs ion of the  risk pre mium me thod.136

The  CAP M de s cribe s  the  re la tions hip be twe e n a  s e curity's  inve s tme nt ris k a nd its  ma rke t ra te  of

re tum.137 Mr. Pa rce ll used the  same  group of proxy companie s  when ca lcula ting the  cos t of equity

using cAp1v1.13"

The  firs t va ria ble  in the  e qua tion is  the  ris k-fre e  ra te .l39 The  ris k-fre e  ra te  is  ge ne ra lly

re cognize d by us e  of U.S . Tre a s ury s e curitie s . Mr. P a rce ll us e d the  thre e  month a ve ra ge  yie ld

(Ma rch-Ma y 2007) for 20-ye a r U.S . Tre a s ury bonds  which produce d a n a ve ra ge  yie ld  of 4 .91

pe rce nt.l40 The  ne xt va ria ble  in the  CAP M e qua tion is  be ta , which is  a  me a s ure  of the  re la tive

vola tility or ris k of a  s tock in re la tion to the  ove ra ll ma .rke t.14l To ca lcula te  the  ris k pre mium (the

inve s tor e xpe cte d pre mium of common s tock ove r the  risk-fre e  ra te ) Mr. P a rce ll use d the  S &P  500

25

26

27

28

134 Id. a t p. 21.

MM .
David Purcell Direct Tes t. (Ex. S-52) a t p. 23 .
I d

138 ld. at p. 24.
139 Id

140 Id.
141 David Parcell Direct Test. (Ex. S-52) a t p. 24.

19



1 .

\ Ur

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

a nd 20 ye a r U.S . Tre a sury Bonds .142 This  yie lde d a  risk pre mium of a bout 5.9%.143 The  CAP M

calcula tions indica ted a  cost of about 10% to 10.5% for the  two groups of comparable  utilities .144

The  Compa ny CAP M re s ults  a re  much diffe re nt tha n S ta ffs , be ca us e  the  Compa ny re lie d

only upon 1926-2005 a rithme tic ave rage  diffe rences  be tween la rge  company s tocks  (S&P 500) and

long-tenn Treasury bonds .145 As  Mr. Pa rce ll te s tified it is  pre fe rable  to have  multiple  sources  of risk

pre mium me a s ure s .146 Furthe r, Compa ny witne s s  Gra nt's  7.1 ris k pre mium us e d only a rithme tic

re turns  a nd ignore s  ge ome tric (compound) re turns  in de riving the  ris k pre mium, which is aga in

inappropria te .147 Inves tors  have  access  to both types  of re turns  and use  both when they make  the ir

inve s tme nt de cis ions .l48 Mr. P a rce ll a ls o points  out tha t Va lue  Line , one  of the  re ports  re lie d by

UNSE, show historic on a  geometric ra te  basis , not on an arithmetic ra te  basis .149

Fina lly, with re spect to his  CAPM ana lyse s , Mr. Grant focuses  on the  top end of the  range  in

de ve loping his  re comme nda tion with re spe ct to cos t of e quity. He  chose  1l.2%, the  top e nd of his

CAPM range , which repre sents  the  re sult for a  s ingle  company..50 Had he  ins tead focused on the

mid-points  of his  DCF a nd CAP M a na lyse s , his  re comme nda tion would ha ve  be e n within a  ra nge

(l0.l% to 10.8%) ve ry s imila r to Mr. Pa rce ll's  (9.5% to 10.5%).151

The CE method is  based upon the  "corresponding risk" s tandard of the  United Sta tes  Supreme

Court's  de cis ions  in the  Bluefze ldl" and H0pe153 cases . The  CE method is  "des igned to measure  the

re turns expected to be  earned on the  origina l cos t book va lue  of s imila r risk e nte rpris e s ."l54 Unde r

Mr. Pa rce ll's  CE ana lys is  is  ba sed upon marke t da ta  (through the  use  of ma rke t-to-book ra tios ) and

thus  is  a  ma rke t te s t.155 He  cons ide re d the  e quity re turns  of the  proxy groups  of utilitie s  for the

1 9

2 0

2 1

22 142 ld. at p- 25.
143Id at p. 25.

23 M11 at p. 26.
145 David C. Parcell Direct Test. (Ex. S-52) at p. 32.

24 146 Id.
147 Id

25 148 David C. Parcell Direct Test. (Ex. S-52) at p. 32.
149 ld. at p 33.

26 150 David c. Purcell Direct Test. (s-52) at p- 35.
151

Id

27 152 Blue/iela' Water Works and Improvement Co. v. Public Serf. Comm 'n of West Virginia, 262 U.S. 679 (1923).
153Federal Power Comm 'n v. Hope Natural Gas Co., 230 U.S. 591 (1942).
154 David Parcel] Direct Test. (Ex. s-52) at p- 26.
155Id. at p- 27.
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1

2

3

period 1992-2006, or the  las t 15 years .156 Mr. Parce ll expla ined tha t he  used this  period because  the

CE ana lys is  require s  the  use  of a  long pe riod of time  to de te rmine  trends  in ea rnings  ove r a t le a s t a

full bus ine s s  cycle .157 Mr. P a rce ll dis cus s e d his  re s ults  in the  following pa s s a ge  from his  Dire ct
4

Te s timony:
5

6

7

8

9

10

11

12

13

The s e  re s ults  indica te  tha t his toric re turns  of 9.0-10.6 pe rce nt ha ve
been adequa te  to produce  marke t-to-book ra tios  of 148-154 percent for
the  groups  of proxy utilitie s . Furthe rmore , proje cte d re turns  on e quity
for 2007, 2008, and 2010~2012 are  within a  range  of 9.5 percent to 10.7
pe rce nt for the  utility groups . The se  re la te  to 2006 ma rke t-to-book
ratios of 151 percent or higher.158

Ove ra ll, Mr. P a rce ll te s tifie d tha t his  CE a na lys is  indica te d a  cos t of e quity for the  proxy

utilitie s  of no more  tha n 10%.159 He  s ta te d tha t re ce nt re turns  of 9.0%-10.6% ha ve  re s ulte d in

marke t-to-book ra tios  of 148 and grea te r.160 Prospective  re turns  of 9.5% to 10.7% have  re sulted in

ma rke t-to-book ra tios  of ove r 15l%. Thus , a n e a rne d re turn of 10% s hould re s ult in a  ma rke t-to-

book ratio of a t least 100%.161
14

A summary of Mr. Pa rce ll's  re sults  under the  three  methods  is :
15

16
Dis counte d Ca s h F low
Ca pita l As s e t P ric ing Mode l
Compa ra ble  Ea rnings

9.5-10.5% (10.0% mid-point)
10.0-10.5% (10.25% mid-point)

10%
17

18

19

20

21

Thus , h is  cos t o f e qu ity fo r UNS E is  a  ra nge  from 9 .5% to  10 .5% with  a  mid-po in t o f

10.0%."2 This  re sults  in a n ove ra ll tota l cos t of ca pita l of a  ra nge  from 8.74% to 9.23% with a  mid-

point of 8.99 percent.163

UNSE witness  Grant made  a  60 bas is  point adjus tment for UNSE. Thus  he  compounded his

ove rs ta te d cos t of e quity for UNSE by a dding s ixty ba s is  points  to his  9.7% to ll.2% ra nge  to re fle ct
22

23

24

25

26

27

156 Id
157 Id

158 David Purcell Direct Test. (Ex. S-52) at p. 28.
159 14. at p, 29.
160 Ida p. 29.
161 Id

David Purcell Direct Test. (Ex. S-52) at p. 30.
Id28
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UNS E's  ope ra tions  which he  s ta te s  a re  de cide dly riskie r tha n the  proxy gr0up.164 The  a djus tme nt

was made because he has erroneously assumed that UNSE is a non-investment grade company.165

He a lso cited s ize  as  one  reason for adjustment but this  is  not a  legitimate  reason s ince  UNSE

does  not ra ise  its  own equity capita l and its  debt is  guaranteed by UE8.166 It is  not the  s ize  of UNSE

that investors  evalua te , ra ther it the  s ize  of the  publicly-traded entity, UES.167

Sta ff's  proposed cos t of equity is  a lso much more  cons is tent with trends  in authorized re turns

on equity for e lectric utilities  as  reported by Regula tory Research Associa tes  in recent years  :
8

9

1 0

11

1 2

2 0 0 0
2 0 0 1
2 0 0 2
2 0 0 3
2 0 0 4
2 0 0 5
2 0 0 6

11.43%
11.09%
11 .16%
10.99%
10.75%
10.54%
10.36%168

1 3

1 4
c. Chaparral City Water Company Decision.

1 5

1 6

1 7

1 8

1 9

2 0

2 1

22

UNSE proposed in Schedule  A-1, tha t the  tota l cos t of capita l for the  Company be  applied to

the  "fa ir va lue " of the  Compa ny's  ra te  ba s e . This  is  a ppa re ntly in re s pons e  to the  re ce nt Arizona

Court of Appea ls  decis ion in Chaparra l City Water Company.169

UNS E's  propos a l to s imply a pply the  s a me  cos t of ca pita l a na lys is  a s  is  a pplie d to origina l

cos t ra te  ba se  is  ina ppropria te  a nd would re sult in ove rs ta te me nt of the  Compa ny's  curre nt cos t of

ca pita l. The  Court in Cha pa rra l City re cognize d this  whe n it s ta te d: If the  Commiss ion de te rmine s

tha t the  cos t of capita l ana lys is  is  not the  appropria te  me thodology to de te rmine  the  ra te  of re turn to

be  a pp lie d  to  the  FVRB, the  Commis s ion  ha s  the  d is c re tion  to  de te rmine  the  a pp rop ria te

23

24

25

26

27

28

164 ld. at p. 35.
165 Id

166 Id.

167 Id

168 David C. Purcell Direct Test. (Ex. S-52) at p. 34.
Chaparral City Water Company v. Arizona Corporation Commission, ICH-CC-05-0002 (2007).
I d
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The  Commis s ion curre ntly ha s  a  proce e ding ope n to a ddre s s  the  Cha pa rra l City Wa te r

Company decis ion. Tha t proceeding is  s till unde rway.

The  Compa ny a rgue s  tha t "S ta ff ha s  propos e d  a  me thodology tha t is  ma the ma tica lly

e quiva le nt to  the  'ba cking in ' me thod tha t wa s  e xpre s s ly re je cte d in  a  re ce nt Arizona  Court of

Ap p e a ls  ru lin g  in vo lvin g  Ch a p a rra l C ity Wa te r Co mp a n y "Ch a p a rra l d e c is io n ").

me thodology should be  re je cte d a nd re pla ce d with a  me thodology tha t a ctua lly give s  cre de nce  to

The  Company's  a rgument tha t S ta ff through its  me thodology is  backing into a  ra te  of re turn is

me ritle s s . As  Mr. S mith pointe d out, the  cos t of ca pita l a pplica ble  to the  a mount of FVRB tha t is  in

e xce s s  of the  Origina l Cos t Ra te  Ba s e  is  ze ro, s ince  tha t ra te  ba s e  is  not re porte d on the  utility's

financia l s ta tements  and therefore  has  not been financed by any source  of capita l (debt or equity) tha t

is  re porte d on the  utility's  fina ncia l s ta te me nts . 172 More ove r, the  a pplica tion of S ta ff's  a djus te d

we ighte d cos t of ca pita l to the  FVRB re s ults  in re ve nue  incre a s e  of $3.668 million. Thus , in this

case , the  applica tion produces  a  s lightly higher revenue  requirement than does  the  applica tion of the

unadjusted rate  of return to Original Cost Rate Base. 173

Furthe r, Mr. Smith pointed out a t the  hea ring tha t Unisource  re sponded to S ta ff data requests

tha t informa tion conce rning re cons truction cos t ne w, re cons truction cos t ne w de pre cia te d, Ha ndy-

Whitma n Inde x informa tion, Ma rsha ll Inde x informa tion, Bure a u of La bor S ta tis tics  informa tion wa s

give n little  or no we ight by UniS ource  in  de ciding how much to pa y for the  e le ctric utility. The

arms-length transaction tha t occurred demonstra tes  tha t the  RCND was not a  good estimate  of the  fa ir

va lue  of this  utility a s  of the  da te  of the  acquis ition.l74 Mr. Smith furthe r te s tified:
22

23

24

25

The  price  pa id  in  a n a rms -le ngth  tra ns a c tion would re pre s e nt the  fa ir
va lue  of the  utility a s  of the  da te  of the  a cquis ition. The  price  pa id wa s
s ubs ta ntia lly be low the  origina l cos t de pre cia te d book va lue . Be ca us e
the  a cquis ition occurre d fa irly re ce ntly in Augus t of 2003, this  s ugge s ts
tha t us ing RCN a nd RCND informa tion to e s ta blis h the  fa ir va lue  of the
u tility ra te  ba s e  in  the  c urre n t ra te  c a s e  c ou ld  po te n tia lly re s u lt in  a

26

27 171 Kenton C. Grant Rebuttal Test. (Ex. UNSE-35) at p. 3.
172 Ralph C. Smith Surrebuttal Test. (Ex. S-58) at p. 5.
173 Id. at pps. 5-6.
174 Tr. at pp. 1197-1198.
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1 s ubs ta ntia l ove rs ta te me nt of the  fa ir va lue  ra te  ba s ing of the
Commiss ion's  traditiona l me thods  for de te rmining fa ir va lue  ra te
base.2

3 d. Financing Application.

4

5

6

7

8

9

10
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12
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14

15

16

17

18

19

This  ca se  a lso include d a  re que s t by the  Compa ny for a uthority to is sue  up to $40 Million in

ne w de bt s e curitie s  cons is ting of e ithe r long-te rm a nd/or s hort- to  inte rme dia te -te rm de bt a nd

a llowing the  Company to re finance  any short-or inte rmedia te -te rm debt into long-te rm debt when the

Company be lieves  favorable  marke t conditions  exis t.176 The  Company is  seeking authority to obta in

$80 Million in tota l (including the  $40 Million in ne w de bt s e curitie s ) of ne w fina ncing a uthority in

orde r to fina nce  the  $60 to $65 Million purcha se  price  for BMGS . The  Compa ny inte nds  to re ce ive

the  a dd itiona l $40  Million  th rough  a n  in fus ion  o f a dd itiona l e qu ity from UniS ource  Ene rgy

Corpora tion ("UniS ource ") a nd se e ks  Commiss ion a uthority of this  infus ion to ma inta in a  ba la nce d

capita l s tructure .177 UNSE is  a lso seeking Commiss ion authority to ente r into indentures  or security

a gre e me nts  which gra nt lie ns  on some  or a ll of its  prope rtie s  to provide  s e curity Mth the  fina ncing

transactions. 178

The  S ta ff witne ss  a ddre ss ing the  Compa ny's  fina ncing a pplica tion wa s  Mr. Ale xa nde r Iggie .

Mr. Iggie  ha s  a  B.S . de gre e  in Accounting from the  Unive rs ity of Be nin, Nige ria  a nd a  Ma s te r of

Informa tion S ys te ms  Ma na ge me nt de gre e  from Ke lle r Gra dua te  S chool of Ma na ge me nt of De vry

Unive rs ity. He  is  a  C.P .A. a nd a  me mbe r of the  Ame rica n Ins titute  of Ce rtifie d P ublic Accounta nts .

Mr. Iggie  recommended:

20

21

" l ) tha t the  Commis s ion a pprove  UNS  re que s t to incur up to $40 million in ne w
de bt fina ncing a nd to re ce ive  up to $40 million in ne w e quity infus ion, for the  s ole
purpose  of a cquiring BMGS,

22

23

2) tha t the  Commiss ion a uthorize  UNS to is sue  up to $40 million in de bt fina ncing
a s  re comme nde d in (1) a bove , in long-te rm de bt, a nd in short-te rm to inte rme dia te -
te rm debt,

24

25

3) tha t the  Commis s ion  a u thorize  UNS  to  re fina nce  a ny s hort-te rm a nd
inte rme dia te -te rm de bt, is sue d unde r this  docke t, to long-te rm de bt, without furthe r
Commiss ion authoriza tion,

26

27 175 Tr. at p. 1198
Application (Ex. UNSE-1) p. 5 and p. 8
Id atp. 9
Id at p 7
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4) tha t the  Commission authorize  UNS to issue  guarantees  a rid grant liens  on some
or a ll of its  a sse ts , including BMGS, and any othe r prope rtie s  acquired subsequent to
this  transaction, to secure  its  obligation under the  proposed debt issuance  and to secure
other obliga tions a t the  time such liens  a re  granted,

5) tha t the  Commission authorize  UNS to engage  in any transactions and to execute
or cause to be  executed any documents so as to effectuate  the  authorizations requested
with this  a pplica tion.

6) tha t UNS file  a  report with Docke t Control demonstra ting tha t it had a  DSC and a
TIER e qua l to or gre a te r tha n 1.0, a t the  time  of ne w de bt is sua nce , within 60 da ys
from the  close  of each transaction under this  docket.

7) tha t UNS file  a  report with Docke t Control, within 60 days  from the  close  of e ach
fina ncing pa cka ge , de scribing the  tra nsa ction a nd de mons tra ting tha t the  te rms  a re
cons is tent with those  gene ra lly ava ilable  to comparable  entitie s ." 9

1

2

3

4

5

6

7

8

9

10 UNS E a cce pte d a ll of Mr. Iggie 's  re comme nda tions .180 As  to  the  impa ct upon Mr. P a rce ll's

11 c a p ita l s tru c tu re  re c o m m e n d a tio n  in  th is  c a s e ,  Mr.  Ig g ie  te s tifie d  th a t g ra n t o f th e  Co m p a n y's

12 fina nc ing a pplica tion would ha ve  no ma te ria l impa c t.181 He  a ls o  te s tifie d tha t the  e xa c t impa c t of

13 UNS ' propos e d fina ncing on its  ca pita l s tructure  ca nnot be  de te rmine d a t this  time  be ca us e  of its  ne e d

14 fo r fle xib ility in  d e te rm in in g  th e  a p p ro p ria te  m ix o f d e b t a n d  e q u ity a t  th e  t im e  th e  va rio u s

15 transactions  occur.182

16 In a ddition, be ca us e  of the  Compa ny's  re que s t for fle xibility, a nd fa c tors  s uch a s  the  e xa c t

17 de bt a mount, compos ition of propos e d de bt, inte re s t ra te s  a nd dura tions  a re  va gue  a t this  time , S ta ff

18 could not ca lcula te  the  tra ditiona l fina ncia l indica tors  s uch a s  the  DS C ra tio a nd TIER. Ins te a d S ta ff

19 witne s s  Iggie  re comme nde d tha t UNS E be  re quire d to de mons tra te  tha t it me e ts  a  minimum DS C a nd

20 a  TIER, equa l to or grea te r than 1.0, a t the  time  of each debt is s uance . 183

21

22

II I . B LAC K MO UNTAIN G E NE R ATING  UNIT (B MG S ).

In  his  pre -file d te s timony, UNS E Vice  P re s ide nt Micha e l De Concini d is cus s e d UNS E's

23
power requirements . UNSE has  a  current base  demand of 200-250 MW, with a  peak demand of 450

24
MW . P re s e ntly, UNS E obta ins  100% of its  powe r through a  full re quire me nts  P owe r S upply

25

26

27

28

179 Alexander Iggie Direct Test. (Ex. S-54) a t p. 7.
180 Tr. at 1251.
181 Alexander Iggie Direct Tes t. (Ex. S-54) p. 4.
182Id

183Id  a t p. 6.

1
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25



1.

4

1 Agre e me nt ("P S A") with P inna cle  We s t Ca pita l Corpora tion ("P WCC").184 The  contra c t with

2

3

PWCC e xpire s  a t the  e nd of Ma y, 2008.185 As  Ke vin La rson, Vice  P re s ide nt of UniSource  Ene rgy

Services  tes tified, "[W]e  essentia lly a re  going to lose  a ll of our resources  on the  1st of June  20082186
4

Curre ntly, UNS E is  ne gotia ting with a lte rna tive  ve ndors  to  re pla ce  the  powe r no longe r be ing
5

6
provided unde r the  PSA with PWCC.

7 One  component of UNSE's  s tra tegy to remedy its  s itua tion is  the  Black Mounta in Gene ra ting

g S ta tion ("BMGS "). BMGS is  a  propose d 90 Mw pe a king fa cility s la te d for cons truction in Moha ve

9

10

County, ne a r Kins ma n, Arizona . If a nd whe n it is  p la ce d in  s e rvice , the  fa cility would provide

approximate ly 20 to 25% of UNSE's  peak demand.187 The  s ite  for the  project has  been se lected and

I
11

two turbines  have  been purchased, but actual cons truction has  not ye t begun.
12

13

14

Curre ntly, "a ll of the  de ve lopme nt a nd the  buildout is  be ing done  by UniS ource  Ene rgy

Deve lopment Company" ("UED").188 "UED has purchased the  turbines  and then has  ente red into a

15 turnkey contract."189 1) The  cos t of the  turbines  themse lves  was  approxima te ly $17 million,190 and

16 the  tota l proje cte d cos t of the  MBGS is  curre ntly proje cte d to be  a t le a s t $60 to $65 mi11ion.191 To

17 da te , a ll cos ts  ha ve  be e n incurre d by UED. To da te , UNS E ha s  contribute d nothing to the  cos t of

18 . 0 |
BMGs .192 Because  cons truction has  not ye t begun, no UNSE cus tomers  a re  ye t rece lvlng any benefit

19
from the  proposed plant.

20

21

22

23

24
184 Michael DeConcini Direct Test. (Ex. UNSE-14) p. 1.

25

26

27

28

185 Id

186 Tr. a t 175.

187 Tr. a t 198.

188 Tr. a t p. 163.

189 Id.
190 Tr. a t p. 164.

191 Tr. a t p. 89.
192 Tr. a t p. 89.
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1: of

1

2 ("CWIP "). UNS E ha s  propos e d to ha ve  the  BMGS  put into ra te  ba s e  a t this  time . Howe ve r, to  a llow

3
UNS E to be gin e a rning a  re turn on the  BMGS  a t this  time  would be  ina ppropria te  for ma ny re a s ons .

4

The  e xpe ns e s  re la te d to  the  BMGS  ha ve  be e n ca rrie d a s  Cons truc tion Work In P rogre s s

A. Th e  BMGS  is  No t Ow n e d  b y UNS E.
5

6
In orde r for a n a s s e t to be  pla ce d into ra te  ba s e , the  a s s e t mus t be  owne d by the  utility

This  s a me  s ta te me nt is  jus t a s  va lid  for ra te -ma king purpos e s . UNS E ha s  no ba s is  for

Unle s s  a nd until BMGS  is  tra ns fe rre d to UNS E, the re  is  no ba s is  for pla cing the  a s s e t into the

B. CWIP Should Not be Included in Rate Base.

Eve n if BMGS  we re  the  prope rty of UNS E, the  cos ts  a s s ocia te d with the  CWIP  s hould not be

7 re que s ting  ra te  re cognition . BMGS  doe s  not curre ntly be long to  UNS E. It is  the  prope rty of UED.

8 Wh e n  c o m m is s io n e r Ma ye s  a s ke d  UNS E  witn e s s  P ig n a te lli wh y UNS E  wa s  u n a b le  to  s e c u re

9 fina ncing for the  proje ct, P igna te lli re s ponde d "It is  owne d by a nothe r compa ny." He  we nt on to a dd

10 tha t for fina nc ing  purpos e s  "[T]he s e  compa nie s  a re  s ta nd-a lone  a nd s hould  be  tre a te d  a s  s ta nd-

1 1 alone."193

i i re que s ting  tha t a n  a s s e t of UED be  p la ce d  in to  the  ra te  ba s e  of UNS E. More  d ire c tly, the re  is  no

14 a u thority which  would  a llow UNS E to  e a rn  a  re tu rn  from its  ra te pa ye rs  on  a n  a s s e t be long ing  to

15 UE D.

16

17 UNS E ra te  ba s e .

18

19

20

21 include d in ra te  ba s e .

22

23

24 One  of the  ftuida me nta l cons ide ra tions  in de ciding whe the r or not a n e xpe ns e  ca n be  pla ce d

25 into ra te  ba s e  is  whe the r or not the  ite m is  us e d a nd us e ful. Utilitie s  ca n not e a rn a  re turn on a n a s s e t

26 tha t is  not be ing us e d to s e rve  curre nt cus tome rs . Eve n if the  Commis s ion we re  to ove rlook the  fa ct

27

28 193 Tr. at p- 85.

1. BMGS is not yet used and useful.

27



1

1 tha t BMGS  be longs  to UED, or if the  Commis s ion we re  to cons ide r BMGS an a sse t of UNSE, the

2 fa ct re ma ins  tha t BMGS is  curre ntly nothing more  tha n a n ide a .

3
As  of the  da te  of he a ring, cons truction ha d not ye t be gun. UNS E witne s s  La rs on wa s

4
que s tione d a bout the  da te  BMGS  could be  pla ce d into s e rvice .

5

6
Q: Now you wa nt to ge t this  a s s e t into ra te  ba s e  a nd s ta rt e a rning a
re turn on it right a wa y, but it's  not a ctua lly going to be  ope ra tiona l a t
the  close  of this  proceeding, correct?7

8 A: We  expect it to be  ope ra tiona l May 1.194

9 And as  Larson had previous ly te s tified:

10 Q: So the  e a rlie s t tha t it will be  use d a nd use ful will be  in Ma y of 2008
or when the  comple tion report is  done , correct?11

12

13 Until the  a sse t is  placed into se rvice  of UNSE cus tomers , UNSE is  not entitled to am a  re turn

14 on the  a sse t.

15
2. Final Cost of BMGS is Not Known and Measurable.

16
Before  a  utility can expect to ea rn a  re turn on an a sse t, tha t a sse t mus t have  a  known va lue .

17

18
The  tota l cos t of the  BMGS project, however, can not be  measured with any ce rta inty. The  company

19
ha s  provide d te s timony tha t the  proje ct will cos t $60 to $65 million, but the  only a mount tha t is  in

20 a ny wa y ce rta in is  the  cos t of the  turke y contra ct, a t $46 million. The  re ma ining cos ts  a re  me re

21 estimates of such expenses as:

22

23
improve me nts , providing proje c t s upe rvis ion a nd pa ying

96
24

Th e  a d d itio n a l co s ts  o f p e rmittin g ,  ma kin g  s ite  imp ro ve me n ts ,
obta ining wa te r s upply, conne cting to a  ne a rby ga s  pipe line , ma lting
substa tion
inte re s t on borrowed funds  during cons truction...

25

26

27

28
194 Tr. a t p- 206.

195 Tr. a t p. 177.

1 9 6  Ke vin  La rs on  Dire c t Te s t.  (E x.  Un s E -8 ) p .  4 .

28
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n

1 And a s  Mr. La rson admits , "Because  the se  additiona l cos ts  a re  not known with ce rta inty, the

2 Company's proposed adj vestment to ra te  base reflects the minimum cost estimate  of $60 million."197

3

4
"a dditiona l cos ts " a s s ocia te d with BMGS , a nd the s e  $14 to $19 million dolla rs  only re fle ct the

5
6  min imu m costs  tha t UNSE expects .

UNS E re a dily a dmits  tha t it ca n  only e s tima te  a n  a dditiona l $14 to  $19 million  for the

The  only figure  tha t UNS E ca n provide  with a ny ce rta inty is  the  $46 million a s s ocia te d

As  a  fina l cons ide ra tion , if the s e  continge nt cos ts  do  e nd up ma king the  BMGS  more

3. BMGS  is  No t Be ing  Bu ilt by UNS E.

As  a lre a dy s ta te d, BMGS  is  curre ntly be ing de ve lope d a nd built by UED. Th e  tu rke y

contra ct for cons truction wa s  ne gotia te d a nd e xe cute d by UED officia ls .

As  UNSE witness  La rson te s tified:

7

8 directly with the  cons truction cos ts . Beyond those , the re  a re  expense s  e s tima ted within a  $5 million

9 window, a t a  minimum. This  is  ha rdly a  figure  tha t ca n be  s a id to be  "known a nd me a s ura ble " for

10 ra temaking trea tment. The  Commis s ion s hould  wa it until UNS E a ctua lly owns  the  BMGS  a nd

l l knows  not only the  fina l cons truction cos t but how much UNS E a ctua lly pa id for the  la undry lis t of

E provis iona l expenses .

14

15 expensive  than currently planned, UNSE may never acquire  the  asse t a t a ll, and even if it does so, the

16 Commiss ion may disa llow much of the  expenses  when it cons ide rs  the  prudence  of the  transaction.

17 All of these  conside ra tions  indica te  tha t placing BMGS into ra te  base  now would be  premature .

18

19

20
21 Upon comple tion, the

22 BMGS  proje ct will be  owne d by UED. According to UNS E, the re  is  a  pla n in pla ce  by which the

23 pa rent company of UNSE and UED will transfe r ownership of the BMGS to UNSE upon comple tion,

24 but even so, there  exists  much uncerta inty.

25

26

27

28 19714.

Q: [I]s  the re  a  contract, a  forma l written agreement be tween the se  two
companies  for the  transfe r of the  facility?

29



A: I don't be lieve  the re  is  a t this  time , n0.198

La rs on te s tifie d tha t upon comple tion of the  BMGS , the  fa cility would be  tra ns fe rre d to

But in the  a bs e nce  of a  writte n a gre e me nt, the re  a re  s till que s tions  to be

Absent a  written agreement, the re  is  no way to answer the se  ques tions . Without answers  to

4. P ro je c t is  S till in  the  P la nn ing  S ta ge .

1

2

3

4 UNS E "a t 00S t.,,199

5 answered about the  transaction. For example , UNSE may have  the  option to buy the  plant a t cost, but

6  is  UNS E re quire d to buy?  If the re  have  been cos t ove rruns , is  UNSE required to pay the  fina l price ,

7 including the  ove rruns , or will the y be  pa s se d on to UED or the  ultima te  pa re nt compa ny?  If UNS E

3 buys  the  BMGS  de s pite  cos t ove rruns , how much will UNS E be  willing to pa y a nd how much will

10 UNSE seek to put into ra te  ba se?

l l

12 these  ques tions , placing the  BMGS project into ra te  base  is  extremely premature .

1 3

1 4

15
proje ct. No a ctua l cons truction ha d ye t be gun. As  s hown pre vious ly, the  only cos t figure s  known

ii with ce rta inty a re  thos e  dire ctly a s s ocia te d with the  cons truction contra ct its e lf. A lis t of a ncilla ry

18 expenses  was  a lso provided by UNSE which cited additiona l expenditures  which could tota l a s  much

19 a s  $19 million more . Be ca us e  the  proje ct is  s till in s uch a n e a rly s ta ge , the re  is  s imply no wa y to

20 know with a ny re a s ona ble  ce rta inty jus t how much the  fina l bill for BMGS  will be . Until tha t figure

21 is  known, UNS E ca n not be  ce rta in it will e ve n purcha s e  the  BMGS . And Le ntil tha t purcha s e  is

22 a ctua lly cons umma te d a nd the  fina l cos t figure  to  UNS E is  known, UNS E ca n not e xpe ct the

ii; Commiss ion to a llow UNS E to e a rn a  re turn on the  proje ct.

2 5 . . .

2 6 . . .

27

28

As of the  da te  of hea ring, UED has  purchased two turbines  and se lected a  s ite  for the  BMGS

198 Tr. at p. 193.
199 Tr. at pp. 192-193, See also, Kevin Larson Rebuttal Test. (Ex. UNSE-9) at 12.

3 0



5 . UNS E Ma y Ne ve r Own  BMGS .

At he a ring, UNS E witne s s  Ke vin La rs on te s tifie d tha t the re  e xis te d the  pos s ibility tha t UNS E

may never own BMGS , de pe nding la rge ly on how the  Commis s ion chos e  to tre a t the  fa cility for

1

2

3

4

5

6

ra te ma king purpos e s .

Q: I a s ke d you if you we re  te lling me  tha t the  compa ny would ha ve
trouble  re ma ining fina ncia lly via ble  if this  a s s e t we re  not include d in
ra te  base  in this  ra te  proceeding.
A: '... I gue s s  de pe nding upon how this  proce e ding - how Bla ck
Moun ta in  is  u ltima te ly tre a te d  will de te rmine  whe the r o r no t we
transfe r it into UNS Electric.' 200

Q: And s o  if Bla ck Mounta in  is  no t pu t in to  the  ra te  ba s e  of UNS
Ele ctric in this  proce e ding, tha t Bla ck Mounta in fa cility will pos s ibly
never be  transfe rred to UNS Electric, is  tha t correct?
A: There  could be  a  scenario like  that, yeS.201

Q: So in othe r words , you're  not a ctua lly going to tra ns fe r the  a sse t to
UNS  Ele ctric until it looks  fina ncia lly via ble  for UNS  Ele ctric?
A: I think it would be  a  mis ta ke  on the  pa rt of ma na ge me nt to tra ns fe r
a n  a s s e t in to  UNS  Ele ctric  if it's  go ing  to  pu t it in  a  ve ry d ifficu lt
financia l condition.202

7

8

9

10

11

12

13

14

15

16

17 proje ct. In the  a bs e nce  of s uch a n a gre e me nt, the re  is  no gua ra nte e  tha t UNS E will e ve r own BMGS  .

18 The  prima ry cons ide ra tion, the n, in de te rmining if the  tra ns fe r of BMGS  to UNS E ta ke s  pla ce  a t a ll is

19 the  fina nc ia l condition  tha t UNS E will be  p la ce d in  a s  a  re s ult. If the  proje c t goe s  a s  p la nne d a nd

i i the re  a re  no cos t ove rruns  with cons truction, the n UNS E would like ly a cce pt the  a s s e t upon which it

22 wa s  a lre a dy ma king a  re turn.

As  UNS E te s tifie d, the re  is  no forma l writte n a gre e me nt to purcha s e  the  fina lize d BMGS

23

24 the  tra ns fe r, UNS E is  cle a rly not obliga te d to purcha s e  BMGS  in  a ny wa y. For e xa mple , if the

25 project were  to end up cos ting $80 million, UNSE may find tha t it could sa tis fy its  power needs  more

26 che a ply on the  ope n ma rke t, ma king the  BMGS  a n imprude nt inve s tme nt. Knowing it would not

27

Howe ve r, s hould cos t ove rruns  occur, a nd the  pa rtie s  could not a gre e  on e quita ble  te rms  for

Tr. a t pp. 211-212
Tr. a t p. 213
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1 re ce ive  ra te  ba s e  re imburs e me nt for a n imprude nt inve s tme nt, UNS E ma y ha ve  no choice  but to

2 forego the  purchase . If BMGS were  a lready placed into ra te  ba se , howeve r, UNSE ra tepaye rs  would

3 l . |
be  providing a  re turn to UNSE on an inves tment UNSE never even made.

The  obvious  way to avoid this  is  to forego putting the  BMGS into ra te  base  until the  company
4

5

6
can meet the  minimum requirement for ra te  trea tment and show that it has a t least acquired the  asse t.

6. Operational and Maintenance Costs are Uncertain.

In the  event UNSE does  purchase  BMGS, the  fina l cos ts  a ssocia ted with the  BMGS a re  quite

7

8

9 Lmce rta in. Until cons truction is  comple te d a nd the  pla nt a ctua lly be come s  ope ra tiona l, UNS E ha s  no

10 wa y to  know how m uch the  p la nt will cos t to  ope ra te  a nd  to  m a inta in .  Ope ra tion  a nd Ma inte na nce

l l
("O & M") fe e s  ca n be  quite  s ignifica nt,  de pe nding upon a  long lis t of fa c tors ,  inc luding the  phys ica l

12 .
s ize  of the  pla nt a nd the  cos t of fue l to run the  pla nt. Be ca use  none  of the se  figure s  ca n be  s ta te d with

13

14 ce rta inty, the re  is  s imply no wa y to de te rmine  wha t the  impa ct upon the  compa ny's  re ve nue s  will be .

15 It is  pos s ib le  tha t BMG S  will e na b le  UNS E to  p roduc e  90  MW  of powe r tha t is  c he a pe r tha n  tha t

16 a va ila ble  on the  m a rke t. But it is  a ls o  pos s ib le  tha t unfore s e e n c ircum s ta nce s  will re nde r the  cos t

17 only e qua l to  the  m a rke t cos t,  in  which  ca s e  the  com pa ny would  ha ve  be e n  m ore  prude nt to  ha ve

18 . | 0
s imply purcha s e d the  powe r ins te a d of a cquiring a n a s s e t which produce s  incre a s e d ove rhe a d for the

19
sa me  powe r.

20

2 1

22 of O  & M e xpe ns e s  m a ke s  the  fina l cos t o f the  BMG S  e ve n  le s s  ce rta in  a nd  m a ke s  the  op tion  to

Couple d with the  othe r unknown pote ntia l cos ts ,  the  unce rta inty re ga rding the  cos t to  UNS E

23 include  the  facility in ra te  base  much less  viable .

24 c. The Commission Has Not Made a Determination of Prudence.

25 1 n 1 ,As  a  gene ra l ra temaklng prmclpa l, be fore  any utlllty may ea rn a  re turn on an inves tment, the

26 .  I , uCommrs s lon mus t ma ke  a  de te rmrna tlon tha t the  e xpe ns e  wa s  prude ntly incurre d. But a s  UNS E

27

28 202 I
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Q: We ll, le t's  ta ke  the  pote ntia l s itua tion tha t the  Commiss ion we re  to
a pprove  it. The  compa ny we re  to file  its  re port in Ma y 2008, a nd the
Commis s ion we re  to de te rmine  a t tha t time  tha t the  proje ct wa s  not
prude nt. The  cos ts  unde r the  compa ny's  proposa l would a lre a dy be  in
ra te  base  a t tha t time, correct?

A: Ye8.203

In the  case  of the  BMGS, the re  a re  many factors  which the  Commiss ion will need to cons ide r

Firs t, the  cos t of the  pla nt its e lf will dic ta te  the  e xte nt of the  be ne fit, if a ny, to  ra te pa ye rs  of

1 a cknowle dge s , the ir proposa l to include  BMGS  in ra te  ba se  in the  curre nt ca se  would pre ve nt the

2 Commiss ion from doing so.
3

4

5

6

7

8

9

10 in de te rmining whe the r or not the  inve s tme nt in BMGS wa s  prude nt.

12 cons tructing the  re source . If the  plant is  too expens ive , then it may be  a  grea t many yea rs  be fore  the

13 a s s e t be gins  to s how a  be ne fit to ra te pa ye rs  a nd the  Commis s ion ma y de cide  tha t UNS E wa s

14 imprude nt in its  de cis ion. If tha t we re  to ha ppe n, the  Commis s ion would norma lly s imply dis a llow

12 recovery of the  a sse t in ra te  base .

17

18 the  Commiss ion. If the  Commiss ion we re  to ta ke  such a ction, a nd BMGS  we re  la te r found to ha ve

19 be e n prude nt, the n the re  would be  no is sue . Howe ve r, in the  e ve nt tha t unfore se e n circums ta nce s

20 le a d the  Commis s ion to de cide  the  BMGS  wa s  imprude ntly a cquire d, the  Commis s ion would the n

21 have  to take  action not only to remove  the  asse t from ra te  base , but to reverse  the  harm to ra tepayers

22 tha t ha d a lre a dy occurre d in a llowing a  re turn on the  inve s tme nt. At tha t time , it ma y prove  difficult

ii to de te rmine  e xa ctly the  e xte nt of re imburs e me nt to which UNS E's  ra te pa ye rs  would be  e ntitle d.

25 And e ve n if the  a s s e s s me nt we re  ma de , it is  like ly tha t ma ny ra te pa ye rs  who ha d contribute d to

26 UNSE's  ill-gotte n ga ins  would no longe r be  UNSE cus tome rs . The re  ma y a lso be  cus tome rs  who did

27

2 8
203 Tr. p- 169.

In the  ins ta nt ma tte r, howe ve r, UNS E's  s ugge s te d cours e  of a ction ta ke s  tha t dis cre tion from
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1 not contribute  to the  re turn but who would be  cus tome rs  a t the  time  the  ra te s  we re  a djus te d to

2 compensa te . These  cus tomers  would rece ive  a  bene fit to which they were  not entitled.

UNS E ha s  s ugge s te d tha t BMGS  be  include d in  ra te  ba s e  now, while  "the  prude nce  of

construction costs can be addressed in the company's next rate case ,,204 UNS E s e e ms  to

3

4

5

6
acknowledge  tha t prudence  review is  essentia l while  avoiding it a t a ll cos ts .

The  only s ce na rio by which the re  ca n be  ce rta inty a s  to the  prude nce  of the  de cis ion is  to7

8 subject the  a s s e t to a  prude nce  re vie w before pla cing it into ra te  ba s e . UNS E is  corre ct tha t a

9 de te rmina tion of BMGS 's  prude nce  should be  de te rmine d in UNS E's next ra te  case . But in the  mean

10 time  BMGS should not be  placed into ra te  ba se  in this rate case.

12 Fra nk Ra diga n pre se nte d S ta ff's  te s timony on the  Compa ny's  propose d re ve nue  a lloca tion a nd

13 ra te  de s ign.205 Mr. Ra diga n is  a  principa l with the  Hudson Rive r Ene rgy Group which is  a n e ne rgy

14 consulting firm. He  ha s  25 ye a rs  of e xpe rie nce  a nd ha s  te s tifie d a s  a n e xpe rt witne ss  in utility ra te

15 proceedings on more  than 50 occasions before  various regula tory bodies.

16 Staff and the  Company are  in substantia l agreement on the  following issues:

17 1) cus tome r cha rge s  for the  re s ide ntia l a nd sma ll Re s ide ntia l or S ma ll Ge ne ra l S e rvice

18 classes ,206 The  Company has  revised its  proposed customer charges  and now proposes  a  charge  of

19 $7.70 pe r month for the  Res identia l Class  and $12.00 pe r month for the  Small Genera l Se rvice  Class .

20 Mr. Ra diga n ha d propose d tha t the  Re s ide ntia l Cla ss  cus tome r cha rge  incre a se  from $6.50 to $7.50

21 per month and tha t the  Small Gene ra l Se rvice  Class  should be  increased from $10.00 to $12.00 pe r

2 2 month.207

Iv . RATE  DE S IG N.

2)
1 u 208

the  le ve l of m is ce lla ne ous  s e rvice  fe e s ,
23

24

25

26

27

28

3)
I 209sewlce,

the  incre a s e d thre s hold a t which a  cus tome r would be  pla ce d on a  la rge  ge ne ra l

204 Kevin Larson Rebuttal Test. (Ex. UNSE-9) p. 9.
205 See Frank Radigan Direct and Surrebuttal Test. (Ex. S-61 and Ex. S-62).
206 Tr at p- 1255.
207 Frank Radigan Surrebuttal Test. (Ex. S-62) Exec. Summary.
208 Id
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209

210 Tr. at p- 1256.

211 Tr. app. 1255-1256.

212 Tr. at 1256.
213

214

215 Tr. at 1256.
216 D. Bentley Erdwunn Direct Test. (Ex. UNSE-17) at pp. 16-17.
217 Frank Radigan Direct Test. (Ex. S-61) at p. 9.
218Id.
219

35
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4) the  ra te  diffe rentia ls  in the  time-of-use  pe riods  for the  time-of-use  classes ,2l0

On the other hand, Staff and the Company are not in agreement on the following issues :

1) whether time-of-use rates should be mandatory,2'1

2) fu ll m e rge r of the  ra te s  be twe e n  Moha ve  a nd  S a nta  Cruz  County ove r the  ne xt two ra te
212

ca se s ,

3) implementation of inclining block rates over the next two rates cases,2l3

4) differential in the demand charge for large service customers,2l4

5)
n 1 215

purchased power al locat ion between service classes.

1

2

3

4

5

6

7

8

9

10

11 S ta ff' s  pos itions  on the  is sue s  in dispute  a re  discusse d ne xt.

12

13 The  Com pa ny propos e s  to  re quire  TOU ra te s  for a ll ne w re s ide ntia l,  s m a ll ge ne ra l s e rvice ,

14 a n d  la rg e  g e n e ra l s e rv ic e  (4 0 0 0  kw) c u s to m e rs  a n d  a ll n e w a n d  e xis tin g  La rg e  P o we r S e rv ic e

15 customers .2'6 S ta ff oppos e s  ma nda tory TOU ra te s , but s upports  the ir us e  on a  volunta ry ba s is . S ta ff

16 witne s s  Ra diga n ba s e d his  conclus ion on the  Compa ny's  billing da ta .2l7 He  te s tifie d tha t for a  me te r

17 with a  cos t of $200 a nd a  ca rrying cos t of 15%, the  incre me nta l a nnua l cos t of a  ne w me te r would be

18 a pproxima te ly $30.00.2"8

19 Us ing the  S um m e r On-P e a k/Off-P e a k diffe re ntia ls  propos e d by the  Com pa ny,  a  re s ide ntia l

20 cus tom e r would  ha ve  m ove  ove r 2 ,200kWh of e ne rgy during  the  s um m e r m onths  from  on-pe a k to

21 off-pe a k or 400 kWH pe r month to bre a k e ve n or be ne fit.219 But the  billing da ta  s hows  30 pe rce nt of

22

A . Tim e  o f Us e  (TOU) R a t e s  S h o u ld  No t  b e  Ma n d a t o rv.

23

24

2 5

2 6

2 7

2 8



bills  a re  for le s s  tha n 400 kph in tota l.220 Nine ty-two pe rce nt of a ll bills  a re  for usa ge  of le s s  tha n

2,000 kph pe r month

Mr. Ra diga n s ta te d tha t "[s ]ince  mos t bills  a re  for re la tive ly s ma ll a mounts  of e ne rgy, it is

ve ry doubtful tha t the  cus tomers  could move  enough ene rgy from the  on-peak pe riod to the  off-peak

period to jus tify the  mete r expense

But S ta ff witne s s  Ra diga n re cognize d tha t some  cus tome rs  would be ne fit from TOU ra te s

Those  8% of re s identia l cus tomers  with ove r 2,000 kph pe r month account for ove r 25 pe rcent of a ll

UNSE's  sa le s  to the  Res identia l Se rvice  Class ifica tion.223 These  cus tomers  could bene fit from TOU

ra te s  a nd thus  Mr. Ra diga n re comme nde d a  vigorous  cus tome r e duca tion progra m to ince pt the se

customers  to move  to TOU ra tes

Th e  S ma ll G e n e ra l S e rvic e  C la s s ific a tio n  is  s im ila r to  th e  R e s id e n tia l C u s to me r

Cla s s ifica tion. Ba s e d upon the  me te r cos t dis cus s e d a bove , a  cus tome r would ha ve  to s hift ove r

2,100 kph during the  summe r pe riod to pa y for the  me te r, or 340 kph pe r month.225 For the  S ma ll

Ge ne ra l Se rvice  Cla ss ifica tion, 39% of bills  a re  ove r 340 kph pe r month, a nd 84% a re  unde r 2.000

a bove  2,000 kph pe r month which a ccos t for 49 pe rce nt of a ll usa ge  for this  s e rvice  cla s s ifica tion

there  is  a  grea t potentia l benefit

Merger of Mohave and Santa Cruz Rates At This Time

The  Company a lso proposes  to e limina te  the  sepa ra te  ra te  s tructure s  for Mohave  and Santa

Cruz counties  in this  case Staff witness Radigan has proposed to accomplish the  comple te  merger

of these  ra tes over two ra te  cases for the  following reasons

Frank Radigan Direct Test. (Ex. S-61), p. 9
Id at pp. 8-9
I d
Frank Radigan Direct Test. (Ex. S-61). P. 9

Frank Radigan Direct Tes t. (Ex. S-61) p. 9
Id  a t p. 14



Firs t, under the  separa te  ra te  s tructures  now in exis tence , the  absolute  dolla r diffe rentia l in the

cus tome r's  bill is  s ma ll Me rge r of the  two se pa ra te  ra te  s tructure s  a t this  time , would se nd the

wrong price  s igna l to some customers  s ince  it would end up in Santa  Cruz cus tomer's  experiencing a

decrease  in ra tes  (a  lower per kph ra te ) a t a  time  when the  Company's  costs  a re  ris ing

Second, it would seem to make more  sense  to increase  the  customer charge  applicable  to both

countie s , and then leave  Santa  Cruz cus tomers  a t the ir current leve ls  and recover the  remaining ra te

incre a se  from the  e ne rgy cha rge  of the  Moha ve  County cus tome rs The  re ma ining Sa nta  Cruz

diffe rentia ls  could be  e limina ted a ltoge ther in the  Company's  next ra te  case

the  two countie s

Mr. Ra diga n's  propose d ra te  de s ign s till s ignifica ntly re duce s  the  ra te  diffe re ntia ls  be twe e n

Howe ve r, both s e ts  of cus tome rs  would re ce ive  a  sma ll incre a se  to ra te s : for

cus tomers  in Mohave  County, the  increase  would be  approximate ly 2.9% and for cus tomers  in Santa

Cruz County the  ra tes  would increase  overa ll by 1.5%

Inclining Block Rates

The  Compa ny is  a lso propos ing to introduce  a n inclining block ra te  s tructure  in this  ca se  to

e ncoura ge  conse rva tion."" While  Mr. Ra diga n supports  the  use  of inclining block ra te  s tructure s  in

ge ne ra l, in this  ca s e  it is  impra ctica l give n the  re la tive ly s ma ll re comme nde d ra te  incre a s e  a nd

increases in the  customer charge This  would re sult in additiona l increase  in the  cus tomer cha rge

and would have  widely divergent impacts  on the  customer base  of the  Company.236 Some customers

would receive decreases and others would receive increases leading to unnecessary confusion.

Ra diga n re comme nds  for this  re a s on tha t a n inclining block ra te  s tructure  be  re e va lua te d in the

Mr

Company's  next ra te  case

Frank Radigan Direct Test. (Ex. S-61) p. 14-15
Id. at 14
Id at p. 20
Id. at p. 22
Frank Radigan Direct Test. (Ex. S~6l) at p. 13
Id

Frank Radigan Direct Test. (Ex. S-61) at p. 13



D. Differential in Demand Charge for Large Service Customers

The  Company proposed to lower the  demand cha rges  for la rge  commercia l cus tomers  taking

s e rvice  a t le s s  tha n 69 kV but it ha s  not offe re d nor doe s  it ha ve , a ny cos t da ta  to  s upport its

proposa l

The  Company admits  tha t it has  no cost s tudy da ta  to support its  proposa l in this  case . Instead

it re lies  upon what was approved the  APS case But APS ' cos ts  a re  not re levant or comparable  to

UNSE's  cos ts . Mr. Radigan te s tified tha t UNS transmits  power a t 115 kV and 69 kV and tha t

On the  UNS sys te m the re  is  a  va rie ty of 69 kV subs ta tions  tra ns forming powe r
down to a  va rie ty of diffe re nt volta ge s . Without a  s tudy, one  ca nnot de te rmine
which of the s e  lowe r volta ge s  the  ma jority of la rge  comme rcia l cus tome rs  a re
ta king powe r from or wha t the  cos t diffe re ntia l might be . For e xa mple , a  la rge
comme rcia l cus tome r could ta ke  se rvice  from a  13.9 kV line  a nd should pa y for
not only the  tra ns forma tion of powe r but for the  dis tribution of powe r a cros s
ma ny mile s  of dis tribution line s . Without a  s tudy, it is  impos s ible  to  te ll how
much equipment on the  othe r s ide  of the  s tep down transformer is  be ing used by
the  la rge  comme rcia l cus tome rs . Ra the r tha n gue ss  wha t the  diffe re ntia l should
be , a  UNS spe cific cos t of se rvice s  s tudy should be  de ve lope d a nd the  is sue  be
ra ised in the  next ra te  proceeding .-

Purchas ed Power Alloca tion

The  Compa ny propose s  to a lloca te  purcha se d powe r us ing the  Ave ra ge  a nd Pe a ks  Me thod

17 which is  made  of two components : an average  demand component and a  peak demand component

18 Company witness  Erdvvurm uses  the  purchased power costs  of TEP to deve lop a  split of costs  which

19 he  then applie s  to the  PWCC purchased power contract which expire s  in 2008.242 But a s  discussed

20 by Mr. Ra diga n, th is  is  like  to  fit a  s qua re  pe g into  a  round hole . Mr. Ra diga n e xpla ine d in  the

21 following passage  from his  surrebutta l te s timony

The  contra ct with P inna cle  We s t Corpora tion is  the  Compa ny's  powe r s upply
contract. It has  no provis ion for demand charges  or any segrega tion of charges  by
time  of da y, month or se a son. It is  me re ly a n e ne rgy cha rge . Howe ve r much Mr.
Erdwurm trie s  to re ve rs e  e ngine e r this  e ne rgy cha rge  into de ma nd a nd e ne rgy
compone nts , the  s imple  fa ct re ma ins  tha t the  purcha se d powe r cha rge  is  pure ly

Id. at p. 5
Id at p. 2
Id



\

volume tric. The  Compa ny a hs  provide d no cre dible  e vide nce  to s how tha t the
Average and Peaks Method should be used in this case .77 243

1

2
v .

3

4

P URCHAS ED P OWER FUEL ADJ US TMENT CLAUS E (P P FAC).

In its  Applica tion, the  Company proposed severa l major changes to its  PPFAC.244

5 UNS E propos e d tha t its  P P FAC ha ve  a n a utoma tic a djus tme nt me cha nis m on a  going forwa rd

6 bas is .245 S ta ff and the  Company agree tha t the  re vis e d or ne w P P FAC for UNS E s hould be come

7 e ffe ctive  J une  1, 2008.246 The  Compa ny a ls o propos e d tha t the  Commis s ion do the  following: 1)

8 cla rify the  cos ts  tha t ca n be  include d in the  P P FAC, 2) us e  a  12-month rolling a ve ra ge  cos t of

9 purcha se  powe r a nd fue l, 3) re cognize  ca rrying cos ts  on P P FAC ba nk ba la nce s  a t a n inte re s t ra te

10 equa l to the  cos t of the  Company's  short-te rm borrowing. 247

11 UNSE a lso proposed tha t the  following costs  be  subj e t to recovery in its  PPFAC :

12 1) a ll ge ne ra tion fue l us e d in s te a m ge ne ra tion including na tura l ga s , fue l oil a nd coa l, a nd fue l

13 tra ns porta tion a nd coa l ra il e xpe ns e s , 2) ge ne ra tion fue l us e d in combus tion turbine  ge ne ra tion

14 including na tura l ga s  and fue l oil; 3) purchased power cos ts  for both ene rgy and demand cha rges , 4)

15 transmission re la ted expenses, and 5) credit costs  for both fuel and purchased power.248

16 UNSE fina lly proposed tha t the  PPFAC ra te  automatica lly adjust on a  monthly basis .249

17 The  Compa ny's  propos e d cha nge s  to its  P P FAC we re  a ddre s s e d by S ta ff witne s s  Ra lph

18 Smith. Mr. Smith te s tified tha t de spite  diffe rence  be tween APS and UNSE, the  extens ive  eva lua tion

19 of AP S ' P S A a nd re la te d S ta ff re comme nda tions  in the  la s t AP S  ra te  ca s e , ca n provide  he lpful

20 guidance  for any changes to UNSE's  PPFAC in this  case .250

21 The  Curre nt UNS E P P FAC ra te  wa s  s e t in Commis s ion De cis ion No. 66028 da te d J uly 3,

22 2003, which a pprove d the  a cquis ition of Citize n's  e le ctric dis tribution a s s e ts . The  curre nt P P FAC

23 ra te  is  $0.0l825/kWh a nd re fle cts  the  fixe d e ne rgy price  unde r the  P WCC psA.251 The  P P FAC

24

25

26

27

28

249/d

243 Id.
244 Applica tion (Ex. UNSE-1) a t p. 3.
2 4 5 I d
246 Tr. at 1201.
2 4 7  Id

248 Applica tion (Ex. UnsE-1) a t p. 3.

250 Ra lph s mith  Dire c t Te s t.

25114. a t p - 72 .
(Ex. S-56) a t pp. 70-71 ,

39



provide s  a n a djus tme nt me cha nism which a llows  UNSE to pa ss  through purcha se d powe r a nd fue l

cost increases and/or savings re la tive  to a  base  power supply ra te  through a  surcharge or credit

The  Company's  current base  power supply ra te  is  $0.05194/kWh es tablished in Decis ion No. 59951

dated January 3, 1997

Mr. Smith de scribe d the  functioning of the  curre nt PPFAC in the  following pa ssa ge  from his

direct te s timony

Th e  c u rre n t P P F AC  fu n c tio n s  in  th e  fo llo win g  ma n n e r
Colnpany's  a ctua l fue l and purchased power cos ts  (excluding demand
charges) a re  cha rged to a  PPFAC Bank Ba lance . The  sum of the  base
powe r s upply ra te  p lus  a ny P P FAC ra te  a re  multip lie d  by e ne rgy
consumption. The  p roduc t o f tha t mu ltip lica tion , ind ica ting  the
Compa ny's  re cove ry of fue l a nd purcha se d powe r cos ts , is  subtra cte d
from the  P P FAC ba nk ba la nce . Whe n the  P P FAC ba nk ba la nce
re a che s  a  pre de te rmine d thre s hold, UNS  Ele ctric mus t ma ke  a  filing
Mth the  Commiss ion to propose  a  me thod to recover or re turn the  bank
ba la nce . The  curre nt PPFAC ca nnot be  cha nge d without Commiss ion
approva l

S ta ff witness  Smith presented te s timony in this  case  which agreed tha t some  changes  to the

15 Company's  PPFAC were  wa rranted. In fa ct, Mr. S mith pre se nte d a  copy of a  re d-line d ve rs ion of

16 the  AP S  P la n of Adminis tra tion, re vise d for use  for UNS E, which is  pre se nte d in Atta chme nt RCS -7

17 to Mr. S mith's  s urre butta l te s timony

18 Witness  Smith took exception to a  number of the  Company's  proposa ls . Firs t, the  Company

19  wa s  a nd  is  s till inc lud ing  ina ppropria te  cos ts  in  its  P P FAC mos t no ta b ly e xpe ns e s  fo r cre d it

20 support.""' Second, the  Company was  sponsoring changes  to its  PPFAC which would make  it more

21 se lf-e ffectua ting and less  subject to regula tory approva ls  and overs ight.255 In addition, the  Company

22 propose s  to include  the  cos ts  from FERC a ccounts  501, 547, 555 a nd 565 in its  P P FAC. Howe ve r

23 for 2002 through 2006, the  Company did not record any fue l expenses  to these  accounts

Id. at p. 72
Id
Ralph Smith Direct Test. (Ex. S-56) p. 72
Id. at p. 74



has  typica lly recorded its  purchased power cos ts  to FERC Account 555.257 None the less . a ll of these

accounts  were  essentia lly the  same accounts  tha t the  APS PSA Plan of Administra tion covered

Othe r cha nge s  propos e d by Mr. S mith to  the  Compa ny's  propos e d P P FAC include d: l)

a llowance  of prudent direct cos ts  of contracts  it use s  for hedging sys tem fue l and purchased power

under its  PPFAC, 2) inclusion of purchased energy expenses , however exclusion of capacity costs

A norma lized leve l of purchased capacity cos ts  a re  typica lly recove red in the  utility's  ba se  ra te s

Such diss imila r trea tment a s  a llowing purchased capacity cos ts  to be  recove red in the  PPFAC while

the  Compa ny's  own ge ne ra tion or tra nsmiss ion ca pa city cos ts  a re  include d in ba se  ra te s  is  ne ithe r

appropria te  or desirable

The  Compa ny a nd S ta ff ha ve  be e n a ble  to  come  to a gre e me nt on mos t a s pe cts  of the

Compa ny's  P P FAC. The  Compa ny ultima te ly a cce pte d ma ny of Witne s s  S mith's  re vis ions  to its

PPFAC. The  Company agrees  with the  revis ions  pre sented in Attachment RCS-7 with the  exception

of one area

The  Compa ny s till wa nts  to include  the  cos ts  of cre dit s upport a s s ocia te d with fue l a nd

purcha s e d powe r procure me nt a nd he dging in its  P P FACF63 Witne s s  S mith te s tifie d tha t this  is

ne ithe r re a s ona ble  or a ppropria te  nor is  it common indus try pra ctice  tha t s uch cos ts  would be

recorded in these  FERC accounts and recovered through a  PPFAC mechanism

Fina lly, due  to la te -file d informa tion by the  Compa ny re ga rding prospe ctive  ga s  price s , S ta ff

is  a lso recommending a  cap on the  PPFAC in order to prevent ra te  shock

Ralph Smith Direct Test. (Ex. S-56) at p, 75

Id. a t p. 76
Tr. a t p. 1202
Id. a t p. 78
Ralph C. Smith Direct Tes t. (S-56) a t p. 78
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VI. DEMAND SIDE MANAGEMENT PROGRAMS AND EPS/REST ADJUSTOR

A. Demand Side Management

1

2

3

4

Staffs position on Demand Side Management and the EPS/REST Adjustor was presented by

Ms. Julie McNeely-Kirwan and Mr. Jerry Anderson. Ms. McNeely-Kirwan graduated magna cum
5

6
laude from Arizona State University and holds a Master's Degree from the University of Wisconsin.

Within the context of this rate case, UNSE has proposed to add new programs to its existing

Current ly,  UNSE funds four  separa te Demand-Side Management  programs,  a imed a t

7 Mr. Anderson has double majors in Economics and Business Management.  He also has an MBA

8 degree from Xavier University in Cincinnati, Ohio.

9

10 portfolio. Staff has proposed many recommendations regarding cost recovery of the programs, but

11 consideration of the programs themselves is being undertaken in a separate docket E-04204A-07-

3 0365.  Within the context  of this ra te case,  Staff has made recommendations regarding only the

14 method by which the programs are funded.

15

16 decreasing customer demand. These programs are funded from base rates, in the amount of $175,000

17 annually, as ordered by the Commission in Decision No. 59951, January 3, 1997.

18

19
approved by the Commission, Staffs objective is to provide a funding mechanism that would be

ii responsive to those DSM programs and activities that the Commission may ultimately approve for

22 UNSE outside of this docket.

Because it  is not known at this t ime which of UNSE's proposed programs ultimately be

23

24

B. Low Income Weatherization Program

UNSE currently operates a Low Income Weatherization ("LIW") program, costing $70,000.

25 In Decision No. 59951, the Commission removed the program from the UNSE DSM portfolio, but

26
continued to finance the program separately from base rates. Staff has recommended that the LIW

27
program be returned to the DSM portfolio. UNSE has concurred in Staff" s position.

28

42
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S ta ff ma de  no re comme nda tion re ga rding the  via bility of the  progra m itse lf, a nd ins is ts  tha t

a. Emergency Bill Assistance.

1

2 the  progra m be  prove n cos t-e ffe ctive , jus t a s  a ny othe r DS M progra m.

3

4

5

6 ("EBA"). S ta ff doe s  not cons ide r the  EBA progra m  to be  DS M, a nd re m ove d it.

UNS E ha d include d $20,000 a nnua lly in its  LIW progra m for Eme rge ncy Bill As s is ta nce

Howe ve r, S ta ff doe s  be lie ve  the  EBA progra m should be  include d a s  pa rt of UNSE's  Wa rm

B. Time  Of Us e  Ra te s.

UNSE has  proposed tha t Time  Of Use  ("TOU") pricing be  cons ide red a s  an option to reduce

c. Fund ing  o f DS M P rogra ms .

7

8 S p irits  p ro  ra m ,  a n d  th a t  W a rm  S p irits  s h o u ld  c o n t in u e  to  b e  fu n d e d  th ro u g h  b a s e  ra te s  a n dg

9 s ha re holde r contributions . EBA s hould not be  funde d through DS M funds .

10

11

12
de m a nd during  pe a k hours .  The  TO U ra te s  ha ve  be e n  e va lua te d  by S ta ff witne s s  F ra nk Ra diga n .

13

14 S ta ff be lie ve s  tha t TOU pricing pla ns  a re  not cons ide re d pa rt of DS M a nd tha t TOU pricing pla ns  not

15 be  funde d us ing DS M m onie s .

16

17

18 o ukph cha rge  on a ll cus tom e rs ' bills  in  orde r to  colle c t the  ne ce s s a ry funds . In e s s e nce , this  l1ne -ite m

19
cha rge  cons titute s  a  "DS M a djus tor m e cha nis m ". S ta ff s upports  the  re m ova l of DS M progra m  cos ts

20
2 1 from  ba s e  ra te s  a nd the  us e  of this  a djus tor m e cha nis m  to re cove r UNS E's  prude ntly-incurre d cos ts

22 re la te d to  DS M. UNS E ha s  concurre d.

UNSE has  proposed to exclude  cos ts  from base  ra tes  and to implement a  s ingle  line -item per

a. Alte rn a t ive  Ap p ro a c h e s .

S ta ff ha s  re vie we d s e ve ra l a lte rna tive s  to the  a djus tor me cha nis m, including 1) re cove ry

a mortiza tion or ca pita liza tion of cos ts  ove r time , a nd 4) re cove ry through a  combina tion me thod.

23

24

25 through ba se  ra te s  with no de fe rra l a ccounting, 2) re cove ry through a  de fe rra l a ccount, 3) re cove ry by

26

27

28
After weighing these  a lte rna tives , S taff concluded tha t an adjustor mechanism is  preferable .
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1

1 1. Recovery Through Base Rates with Deferral Account.

2 S ta ff be lie ve s  this  me thod would provide  time ly re cove ry, but would la ck the  fle xibility to

3 . u .
adjust as  new programs were  added or current programs were  expanded. A specific weakness  is  tha t

4
when actua l incurred cos ts  a re  le ss  than the  base  ra te  amount, ra tepaye rs  could be  paying for DSM

5
6 costs  not ye t expended. UNSE concurs  in Staff's  ana lysis .

7 2. Recovery Through Deferral Account.

8 S ta ff be lie ve s  tha t a  de fe rra l a ccount doe s  not a llow a  time ly re cove ry of DS M cos ts  a nd

9 would not a ppropria te  for tha t re a son. UNS E concurs .

1 0
3. Amortization or capitalization.

11
While  this  program has  the  advantage  of le ssening the  impact of recove ry ove r time , it is  not

12
appropria te  where  programs a re  sma ll or jus t beginning. UNSE concurs  with S ta ffs  ana lys is .

13

1 4
4. Combination Method.

1 5 While  this  me thod ha s  be e n use d with othe r utilitie s  in the  pa s t, it is  ina ppropria te  in a  ca se

16 s uch a s  this  in which the re  a re  unce rta in le ve ls  a nd time line s  for the  DS M a ctivitie s . The  progra m

17 could a ctua lly be  confus ing a nd le s s  tha n tra nspa re nt to cus tome rs . UNSE doe s  not dispute  S ta ff' s

1 8 o
a na lys is .

1 9
D. DSM Cost Recoverv.

20

2 1
Sta ff recommends  tha t UNSE be  a llowed to recovery a ll prudently-incurred DSM expenses  in

22 conjunction with Commiss ion-a pprove d DS M progra ms  a nd a ctivitie s . The se  cos ts  should include

23 rebate processing, customer training and technical assistance, customer education, program planning

24 and adminis tra tion, program implementa tion, program marke ting and communica tions , measurement

25 and eva lua tion activitie s , and properly a lloca ted portions  of base line  s tudy expenses  if and when such

26
studies are  approved by the  Commission.

27

28

r
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F

1

2 s hould be  re vie we d by S ta ff S ta ff re comme nds  DS M re la te d e xpe ns e s  be  re corde d in the  DS M

Actua l incurre d cos ts  s hould be  ite mize d in the  Compa ny's  s e mi-a nnua l DS M re ports , a nd

a djus tor a ccount by DS M progra m a nd othe r ma jor ca te gorie s  of e xpe ns e . With in  e a ch  DS M
3

4

5
program or major sub-account, the  further disaggrega tion by type  of expense  would separa te ly record

re ba te s  a nd ince ntive s , ma rke ting, dire ct progra m imple me nta tion, a nd a dminis tra tive  cos ts . UNSE
6

7 has  not objected.

8

9 be ginning J une  1, 2009, a nd tha t the  pe r kph ra te  be  ba s e d upon curre ntly proje cte d DSM cos ts  for

S ta ff re comme nds  tha t UNS E's  DS M a djus tor ra te  be  re se t a nnua lly on June l of e a ch ye a r

10 tha t ye a r, a djus te d by the  pre vious  ye a r's  ove r- or unde r- colle ction, divide d by proje cte d re ta il s a le s

for tha t s a me  ye a r. S ta ff furthe r re comme nds  tha t UNS E s ubmit to Docke t Control its  prude ntly-

3 incurre d DS M e xpe ns e s  from the  pre vious  ca le nda r ye a r in conne ction with Commis s ion-a pprove d

14 DS M progra ms  a nd a ctivitie s , a nd tha t UNS E s ubmit its  a ctua l DS M cos t re cove ry colle cte d in the

15 pre vious  ye a r, a nnua lly by April l of e a ch ye a r.

16

17 should be  summed to a  tota l DSM cost and compared with documented DSM cost recovery tha t same

18 year to de te rmine  over- or under-collection adjus tment needed to modify projected DSM costs  for the

19 current yea r adjus tor ra te  ca lcula tion. S ta ff furthe r recommends  tha t UNSE submit, with its  previous

3?  ye a r DS M cos ts  a nd DS M re cove ry, a  propos e d ca lcula tion of the  ne w DS M a djus tor ra te  for the

22 curre nt ye a r. S ta ff a ls o re comme nds  tha t UNS E's  propos e d ne w DS M Adjus tor ra te  s ha ll be come

The  dis a ggre ga te d cos ts  pla ce d in e a ch DS M Adjus tor s ub-a ccount for the  pre vious  ye a r

23 e ffective  on June  1 if no action is  taken by the  Commiss ion to modify or re ject it.

24 Staff is recommending that the adjustor rate not be reset until June 1, 2009 because that date

25 would be  the  firs t a djus tor ra te  ba s e d upon a ctua l ope ra tion of the  DS M progra ms  propos e d in

26
UNS E's  P ortfolio P la n.

27

28



Sta ff propose s  tha t the  initia l a djus tor ra te  be  ba se d upon 25 pe rce nt of curre ntly e s tima te d

P ortfolio P la n firs t ye a r progra m cos ts  for a ll progra ms  e xce pt the  LIW progra m, for which 100

pe rcent of the  e s tima ted 2008 program cos ts  should be  included. These  cos ts  should be  divided by

adjusted Test Year kph re ta il sa les  as  reported on Schedule  H-2, page  1, line  9

UNSE has concurred with Staff proposal as suggested above

EPS/REST Adjustor

UNS E is  re quire d to me e t the  Environme nta l P ortfolio S ta nda rd ("EP S ") s e t forth in A.A.C

R14-2-1618. S ta ff witness  Je rry Anderson described the  EPS requirements  in the  following passage

from his  Dire ct Te s timony

The  EPS  re quire d loa d-se rving e ntitie s  to de rive  a  portion of the  re ta il
e ne rgy the y s e ll from s o la r re s ou rce s  o r e nvironme n ta l frie nd ly
renewable  e lectricity te chnologie s . The  portfolio pe rcentage  increa se s
annua lly. It was  1.00 percent in 2005 and became 1.05 percent in 2006
with a t le a s t 60 pe rce nt from sola r re source s The  re quire me nt is  1.1
percent for 2007

The  Commis s ion a dopte d the  Re ne wa ble  Ene rgy S ta nda rd a nd Ta riff ("RES T") rule s  on

November 14, 2006 in Decis ion No. 69127. The  REST rules  a re  intended to replace  the  current EPS

UNS E curre ntly re cove rs  its  re ne wa ble  cos ts  in a n EP S  s urcha rge . The  Environme nta lly

Frie ndly P ortfolio S urcha rge  ("EFP S ") ta riff conta ins  the  following surcha rge s : $0.000875 pe r kph

with  monthly ca ps  pe r s e rvice  of $0 .35  for re s ide ntia l cus tome rs , $13.00  for non-re s ide ntia l

customers , and $39.00 for non residentia l customers  with demands of 3,000 kW or more

Decis ion No. 63360 had approved the  EFPS on an inte rim basis  on February 8, 2001, pending

true -up in a  ra te  ca s e  in which fa ir va lue  findings  would be  ma de  by the  Commis s ion S ta ff

witne ss  Ande rson re comme nda tion wa s  tha t the  EFPS  surcha rge  be come  a n a djus tor me cha nism

The  initia l ra te  would be  the  sa me  a s  the  curre nt EFP S  ta riff including ca ps , with a n a llowa nce  for

27

28

265 Jen'y D. Anderson Direct Test. (Ex. S-63) at p. 17
Id at p. 18
Id.
See Decision 63360, Citizens Communications Company (EFPS Surcharge) February 8, 2001
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1

2

3

4

5

6

future  funding cha nge s .269 The  cha nge  to a n a djus tor me cha nism would a ccommoda te  the  REST

rule s  re quire me nt tha t a  utility ha ve  a n a djus tor me cha nis m in pla ce  unde r which the  utility ca n

request to reset those rates at certain times.270

Witne ss  Ande rson te s tifie d tha t the  a djus tor would work through a n a pplica tion file d by the

Company to change  the  renewables  adjus tor ra te  and caps . S ta ff would review each applica tion and

make  recommenda tions  to the  Commiss ion for approva l.1
7

VII. RULE  CHANG E S .
8

9

1 0

11

1 2

1 3

1 4

1 5

UNSE proposed numerous  changes  to its  rule s  and regula tions . The  Company's  rea sons  for

doing so we re  a ddre sse d in the  te s timony of UNS E witne ss  Fe rry. The  Compa ny's  e xis ting rule s

a nd re gula tions  we re  "inhe rite d" from Citize ns  Ele ctric whe n it sold its  a s se ts  to UniSource  Ene rgy.

The  Company s ta ted tha t many of the  changes it is  proposing are  intended to make  UNSE's  rules  and

re gula tions  more  cons is te nt with those  of TEPF" Sta ff supports  or has  no objection to the  ma jority

of changes.273

Sta ff is  concerned with the  changes  UNSE is  proposing to make  to its  line  extens ion ta riff and

its  bill estimation procedures.274
1 6

1 7
Line  Extens ion Charges.

1 8

1 9

20

2 1

A.

With re spe ct to its  line  e xte ns ion ta riff, the  Compa ny is  propos ing to incre a se  the  tota l fre e

ove rhe a d e xte ns ion dis ta nce  from 400 fe e t to 500 fe e t, including the  s e rvice  drop.275 The  goa l

appears to be to make the free  a llowance the same as TEP offers under its  current tariff.276

In re s pons e  to  S ta ff da ta  re que s ts , UNS E indica te d tha t during the  te s t ye a r, if clos e d

approxima te ly 4, 980 work orde rs  in both of its  se rvice  te rritorie s .277 The  Company a lso re sponded
22

23

2 4

269 Jerry D. Anderson Direct Test. (Ex. S-63) a t p. 19.
2 5 270 Id.

271 Id. at pp. 19-20.
2 6 272 Bing E. Young Direct Tes t. (Ex. s -64) a t p- 2.

273 14. at p. 2.

2 7 274 Id
275 Id

2 8 276  Bing  E . Young  Dire c t Te s t.  (Ex. S -64),  p .  2 .
277Id .
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fr \ r-

1
tha t e a ch work orde r would ha ve  to be  individua lly e xa mine d in orde r to de te rmine  the  forgone

2
re ve nue  a s s ocia te d with the  fre e  a llowa nce s

3
At the  s a me  time  the  Compa ny is  propos ing to incre a s e  the  fre e  foota ge  a llowa nce  for ne w

4 . . . . . 279
customers, it cltes to increased growth in both servlce areas. S ta ff be lie ve s  tha t in  th is

5
circums ta nce , a nd a s  a  re s ult propos e d, tha t the  Compa ny e limina te  the  fre e  foota ge  a llowa nce  for

6
new cus tomers , ra the r than expand it.2s 0 S ta ff witnes s  Young te s tified in s upport of S ta ff's  propos a l

7
in the  following pas s age  from his  direct te s timony:

8

9

10

11

12

Under these  circums tances , there  will be  grea t financia l pres sure  placed
on UNS  Ele ctric to me e t its  incre a s ing de ma nd, which a ls o will like ly
tra ns la te  to s ignifica nt upwa rd pre s s ure  on the  ra te s  it mus t cha rge .
S ta ff be lieve s  tha t UNS s hould us e  the  means  it ha s  to offs e t its  cos ts
a ttribu ta b le  to  th is  growth . S ta ff be lie ve s  tha t s uc h  a  po lic y to
e limina te  the  fre e  foota ge  a llowa nce  would s ignifica ntly improve  UNS
Ele ctric 's  a bility to re cove r its  dis tribution cos ts  a s s ocia te d with this
growth.281

The  Commis s ion took s imila r a ction in e limina ting the  fre e  foota ge  a llowa nce  in the  re ce nt13

14 Arizona Public Service Company rate  case.282

15 Fina lly, ALJ  Wolfe  a sked the  pa rtie s  to address  whe the r e limina tion of the  free  line  extens ion

16 a llowa nce  comporte d with the  re quire me nts  of the  Arizona  Adminis tra tive  Code . A.A.C.  Rl4 -2 -

17 207(C) s ta tes  in part a s  follows :

18 1 . A ma ximum foota ge  or e quipme nt a llowa nce  to be  provide d by the  utility a t no
cha rge . The  maximum footage  or equipment a llowance  may be  diffe rentia ted by
cus tomer class .19

20

21

22

23

24

An e c onom ic  fe a s ib ility a na lys is  fo r thos e  e xte ns ions  wh ic h  e xc e e d  the
ma ximum foota ge  or e quipme nt a llowa nce . S uch e conomic fe a s ibility a na lys is
s ha ll cons ide r the  incre me nta l re ve nue s  a nd cos ts  a s s oc ia te d with the  line
extens ion. In thos e  ins tances  where  the  reques ted line  extens ion does  not mee t
the  e c onom ic  fe a s ib ility c rite ria  e s ta b lis he d  by the  u tility,  the  u tility m a y
re quire d the  cus tome r to provide  funds  to the  utility, which will ma ke  the  line
e xte ns ion e conomica lly fe a s ible . The  me thodology e mploye d by the  utility in
de te rmining e conomic fe a s ibility s ha ll be  a pplie d uniformly a nd cons is te ntly to
each applicant requiring a  line  extens ion.

25

26

27

28

278 Id

279 Bing E. Young Direct Test. (Ex. S-64) pp. 4-5
280 Id. at p. 5.
2 8 1  Id

zs  See, APS Rate Case (Docket No. E-01345A-05-0816), Decis ion No. 69663, da ted 6/28/07.
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1

2

3

4

5

6

7

Sta ff does  not be lieve  tha t these  provis ions  of the  Arizona  Adminis tra tive  Code  manda te  tha t

a  company provide  a  fre e  footage  a llowance . Ra the r, whe re  the  rule s  manda te  tha t the  Company's

policie s  on fre e  foota ge  a llowa nce s  be  s pe cifica lly s e t forth in its  line  e xte ns ion ta riff, e ve n if tha t

foota ge  a llowa nce  is  ze ro, a s  S ta ff is  re comme nding in this  ca se . In re ga rd to (C)(2) of the  rule s , if

the  fre e  foota ge  is  ze ro , the n a ll e xte ns ions  would be  e conomica lly fe a s ible  from the  utility's

pe rspective . In any event, even if these  rule s  a re  inte rpre ted to require  a  free  footage  a llowance , the

Commission can a lways waive  tha t requirement of the  rules  as  it has  done  in a t leas t one  other recent
8

case.

9

10

11

12

13

14

15

At the  reques t of Commiss ione r Mayes  to examine  the  e fficacy of hook-up fee s  in this  ca se ,

the  Compa ny propos e d a t the  he a ring to introduce  a  $250 hook-up fe e  in this  ca s e .283 The

Commis s ion ha s  a ls o ope ne d a  ge ne ric docke t (Docke t No. E-00000K-07-0052) to e xa mine  the

e ffica cy of hook-up fe e s  for ne w e le ctric a nd na tura l ga s  cus tome rs  in the  future . S ta ff witne ss

Young te s tified tha t S ta ff is  aware  of a t lea s t two e lectric utilitie s  in Arizona  tha t utilize  hook-up fees :

Dixie  Esca lante  Rura l Electric Associa tion and We llton-Mohawk Irriga tion and Dra inage  Dis trict.284

S ta ff continue s  to be lie ve  tha t the  is sue  of hook-up fe e s  for e le ctric utilitie s  should be  a ddre sse d in
16

the  generic docket.
17

B. Bill Estimation Methodologies.
18

19

20

21

22

Curre ntly, the  Compa ny's  ta riff doe s  not de scribe  its  e s tima tion me thodo1ogie s .285 S ta ff

be lie s  tha t the  Compa ny s hould be  re quire d to s ubmit a  s e pa ra te  ta riff s e tting forth its  e s tima tion

methodologies  for Commiss ion approva l within 30 days  of a  decis ion in this  docke t.286 S ta ff witness

Young addressed the  specific parameters  tha t the  Company's  ta riff should include  a t pages  8-9 of his

direct testimony.287
23

24

25

2 6

283 Tr. a t pp. 960-961.
2 7 284  Bing  E . Young  Dire c t Te s t.  (Ex. S -64) p .  7 .

285I d

2 8 286 Id. a t p. 8.
287 Id. a t pp. 8-9.
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Bill Due Dates.

VIII. CONCLUSION.

1 c .

2 One of the changes proposed by UNSE to its tariff was to move up the due date on bills by 5

3 days. This would mean a significant change to customer bills. Currently customer bills are due 15

4 days after issuance. The Company's proposed change would mean that customer bills would

5 henceforth be due 10 days after issuance. Staff opposes UNSE's proposal in this regard.

6 UNSE modeled its proposed billing terms to match the UNS Gas billing terms.288 The

7 Commission's rules, however, differ for electric and gas companies on this point. For electric

8 companies, the rules provide: "All bills for utility services are due and payable no later than 15 days

9 from the date of the bi11."2"9 UNSE should comply with Commission rules on this point.

10

l l The Commission should approve increased revenues for the Company in the amount of

12 $3.688 Million. The Commission should deny UNSE's requests for extraordinary treatment of CWIP

13 and the BMGS in this case. The Company has not met its burden of proof in this case to justify the

14 special treatment it is requesting. The Commission should approve the changes to the Company's

15 PPFAC proposed by Staff. The Staffs changes are modeled after the new Plan of Administration

16 adopted in the APS rate case, with appropriate adjustments where necessary to recognize the unique

17 circumstances of the Company.

18 RESPECTFULLY SUBMITTED this 5th day of November 2007.

19

20

21

22

d

23

24

Maureen A. Sco t, Senior Staff Counse
Kevin O. Torrey, Attorney
Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
(602) 542-3402

25

26

27

28 288 Thomas Ferry Direct Test. (Ex. UnsE-20) at p. 24.
289 See R14-2-210(c>(1).
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Origina l and thirteen (13) copies
of the  fore going file d this  5 da y

3

4

Docke t Control
Arizona  Corpora tion Commiss ion
1200 West Washington Street
Phoenix, Arizona  85007

5
Copies of the  foregoing e-mai1ed/

6 ma ile d this  5m da y of Nove mbe r
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7

8

9

Michae l W. Pa tten
Roshka  DeWulf & Pa tten, PLC
One Arizona  Center
400 East Van Buren Stree t, Suite  800
Phoenix, Arizona  85004
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11

12

Raymond S . Heyman
Miche lle  Live ngood
UniSource  Energy Services
One South Church Avenue
Tucson, Arizona  85702

1 3

14
Ma rsha ll Ma grude r
Pos t Office  Box 1267
Tubac, Arizona  85646

1 5

16
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Scott W. Wakefie ld, Chie f Counse l
RUCO
1110 West Washington, Suite  200
Phoenix, Arizona  85007

1 8

1 9

20

Thomas L. Mum aw
Deborah A. Scott
P innacle  West Capita l Corp.
P .O. Box 53999, Mail S ta tion 8695
Phoenix, Arizona  85072-3999

2 1
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Barbara  A. Clemstine
Arizona  Public Se rvice  Company
P .O. Box 53999, Ma il S ta tion 9708
Phoenix, Arizona  85072-3999
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S ne ll & Wilme r, LLP
One Arizona  Center
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