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Executive  Summary of the
Rebutta l Tes timony of J ames  S. Pignate lli
in  Support of the  s e ttlement Agreement

1

2

3

4

Mr. P igna te lli is  the  Cha irma n of the  Boa rd, P re s ide nt a nd Chie f Exe cutive  Office r of
Tucson Ele ctric P owe r Compa ny ("TEP " or the  "Colnpa ny").

Mr. P igna te lli's  Re butta l Te s timony in s upport of the  propos e d S e ttle me nt Agre e me nt
addresses  the  following ma tte rs : (1) TEP 's  e s tima te  of the  impact on ave rage  re ta il ra te s , (2) the
e rrors  a nd mischa ra cte riza tions  in RUCO's  te s timony tha t unde rmine  its  ba s is  for oppos ing the
S e ttle me nt Agre e me nt a nd  (3) the  te s timony file d  by S WEEP  a nd a  re s ta te me nt of the
Company's  commitment to demand-s ide  management programs.

Mr. P igna te lli te s tifie s  tha t TEP  curre ntly e s tima te s  tha t the  P urcha se d P owe r a nd Fue l
Adjus tme nt Cla use  ("P P FAC") surcha rge  tha t would go into e ffe ct on April 1, 2009 could re sult
in a  3-4% increase  to TEP cus tomers ' bills . This  would be  in addition to the  base  ra te  increase  of
a pproxima te ly 6%. Accordingly, e ffe ctive  April 2009, TEP  e s tima te s  tha t the  a ve ra ge  cus tome r
bill for a ll cus tomer cla sses  could increase  9-10% ove r the  current ave rage  bill a ttributable  to the
combina tion of the  ba s e  ra te  incre a s e  a nd P P FAC ra te . Howe ve r, Mr. P igna te lli a ls o te s tifie s
tha t, given the  proposed ra te  de s ign and the  inve rted block ra te s , the  e lectric bill of a  re s identia l
cus tome r with a ve ra ge  use  could incre a se  le s s  tha n 9-10%. In fa ct, give n the  ra te  de s ign, ove r
50% of re s identia l cus tomers  could see  a  s ignificantly lower ove ra ll increa se . He  a lso re ite ra te s
he re  tha t, unde r the  S e ttle me nt Agre e me nt, qua lifie d low income  cus tome rs  would not re ce ive
any base rate  increase or be subj act to the PPFAC rate .

Mr. P igna te lli te s tifie s  tha t RUCO's  te s timony should be  re j e cted because  (1) it a ttempts
to criticize  s e le cte d provis ions  of the  S e ttle me nt Agre e me nt without a cknowle dging tha t te rms
and conditions  of the  Se ttlement Agreement we re  negotia ted a s  a  whole , integra ted agreement
(2) RUCO ha s  not pe rforme d a ny a na lys is  re ga rding TEP 's  fina ncia l condition, TEP 's  a bility to
e nsure  se rvice  re lia bility or the  conse que nce s  to re s ide ntia l consume rs  if the  Commiss ion doe s
no t a pp rove  the  S e ttle me n t Agre e me n t,  o r ne w ra te s  by J a nua ry 1 ,  2009  (3 ) it fa ils  to
a cknowle dge  the  ma ny cus tome r be ne fits  include d in the  S e ttle me nt Agre e me nt, (4) RUCO's
cla im of a  21.5% ra te  increa se  is  s imply not true , (5) it ignore s  tha t e ach adjus tment to a  pa rty's
origina l filing is  jus tifie d a nd docume nte d in te s timony, (6) it e rrone ous ly la be ls  the  fixe d CTC
a s  a  "te mpora ry surcha rge " whe n it wa s  a  ca rve  out of TEP 's  the n e xis ting ra te s  a nd (7) it la cks
an understanding of the  Company's  procurement costs  and the  need for the  proposed PPFAC.
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Fina lly, Mr. P igna te lli notes  tha t SWEEP does  not oppose  the  Se ttlement Agreement, and
he  tes tifies  tha t TEP continues to active ly support demand s ide  management programs.
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I. INTRODUCTION AND SUMMARY.

Q: Please state your name and occupation.

A: My name is James S. Pignatelli. I am the Chairman, President and Chief Executive Officer

of Tucson Electric Power Company ("TEP" or the "Company"). hold the same positions

at UniSource Energy Corporation, the parent of TEP.

Q: Mr. Pignatelli, have you reviewed the testimony filed by the Arizona Residential

Utility Consumer Office ("RUCO") and Southwest Efficient Energy Project

("SWEEP") in this proceeding?

Yes, I have. It is important to note that RUCO is the only party in this proceeding that

apparently opposes the Settlement Agreement. SWEEP is neutral towards the Settlement

Agreement. However, thirteen (13) parties are signatories ("Signatories") to the

Settlement Agreement, including Commission Staff

Q: Mr. Pignatelli, please summarize your rebuttal testimony.
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In the first part of my rebuttal testimony I present TEP's estimate of the impact on average

retail rates billed to the customers in 2009 attributable to the Purchased Power And Fuel

Adjustor Clause ("PPFAC") under the terms of the Settlement Agreement. In summary,

while I presume that the base rate increase of approximately 6% will be effective upon

Commission approval of the Settlement Agreement, the PPFAC surcharge would not begin

to be applied to customers' bills until April 2009. TEP currently estimates that the PPFAC

surcharge that would go into effect on April l, 2009 could result in a 3-4% increase to TEP

customers' bills. This would be in addition to the base rate increase of 6%. Accordingly,

effective April 2009, TEP estimates that the average bill for all customer classes could

increase 9-10% over the current average bill attributable to the combination of the base rate

increase and PPFAC rate. point out however, that given the proposed rate design and the

1
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2

inve rte d block ra te s , the  e le ctric bill of a  re s ide ntia l cus tome r with a ve ra ge  us e  (900

kWh/month) will incre a s e  le s s  tha n the  a ve ra ge  pe rce nta ge  incre a s e . In fa ct, give n the

ra te  de s ign , ove r 50% of re s ide ntia l cus tome rs  will s e e  a  s ignifica ntly lowe r ove ra ll

increase . It is  a ls o importa nt to re ite ra te  he re  tha t, unde r the  S e ttle me nt Agre e me nt,

qua lified low income  cus tomers  would not rece ive  any base  ra te  increa se  or be  subject to

the  PPFAC ra te .

Second, I rebut the  testimony filed by RUCO rela ted to the  Settlement Agreement. I

discuss the errors and mischaracterizations in RUCO's testimony that undermine its basis

for opposing the Settlement Agreement. RUCO's professed "app1es-to-apples" analysis is

fatally flawed because it is based on a false assumption and consequently, the conclusion

that the rate increase will be 21.15% is a gross overstatement.

Fina lly,  I comme n t on  the  te s timony file d  by S WEEP  a nd  re s ta te  the  Compa ny's

commitment to demand-side  management programs.

My re butta l te s timony fully supports  the  conclus ion tha t the  S e ttle me nt Agre e me nt is  fa ir,

jus t, re a sona ble  a nd in the  public inte re s t. The  re cord in this  ca se  cle a rly e s ta blishe s  tha t

the  Se ttlement Agreement should be  approved by the  Commission.

11. THE IMP ACT OF THE P P FAC RATE ON CUS TOMERS '  BILLS  IN 2 0 0 9 .

Q: Mr. P igna te lli, p le a s e  e xp la in  TEP 's  e s tima te  o f the  PPFAC ra te  in  2009.
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A: TEP's base rates include a component attributable to historical purchase power and fuel

costs. In the Settlement Agreement, base rates are calculated using a test year ending

December 31, 2006. The average base cost of purchase power and fuel reflected in base

rates is $0.028896 per kph, which reflects the adjusted 2006 test year costs.



If, on an ongoing bas is , actua l purchased power and fue l cos ts  a re  higher or lower than the

amount embedded in base  ra te s , the  PPFAC provides  the  mechanism whereby the  actua l

cos t diffe re nce  is  pa s s e d through to the  cus tome r in the  font of a  cha rge  or cre dit. The

P P FAC ra te  is  not a  ba s e  ra te  incre a s e . It is  not a  fixe d a mount a nd doe s  not include  a

re turn compone nt. The  P P FAC ra te  ca n fluctua te  a nd be  a  cus tome r "cre dit" if cos ts  a re

be low the  base  ra te  of 0.028896 pe r kph.
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The  PPFAC mechanism proposed in the  Se ttlement Agreement will be  e ffective  Janua ry l,

2009. The  initia l P P FAC ra te  will initia lly be  s e t a t ze ro. Howe ve r, the  P P FAC ra te  will

be  a djus te d e ffe ctive  April 1, 2009 a nd will not a ppe a r on cus tome rs ' bills  until April of

2009.

At this  time , TEP  e s tima te s  tha t its  purcha se d powe r a nd fue l cos ts  in 2009 will be  in the

ra nge  of $0.036 to $0.037 pe r kph. Whe n this  a mount is  a djus te d in a ccorda nce  with the

P P FAC pla n of a dminis tra tion for proce e ds  from (i) whole sa le  s a le s , a nd (ii) 50% of S 02

s a le s , the  re s ulting a mount will be  a pproxima te ly $0.032 pe r kph to $0.033 pe r kph. As

a  re sult, TEP  curre ntly e s tima te s  tha t the  PPFAC ra te  tha t would go into e ffe ct on April 1,

2009  would  be  a pproxima te ly $0 .003  to  $0 .004  pe r kph . Th is  wou ld  re s u lt in  a n

a dditiona l 3% to 4% cha rge  to TEP 's  cus tome rs . This  PPFAC ra te  e s tima te  could cha nge

ba se d on the  Octobe r l filing pursua nt to the  P P FAC pla n of a dminis tra tion. In tha t filing,

TEP  will p rovide  up-to-da te  s upporting  docume nta tion  on  for the  ca lcu la tion  of the

Forwa rd a nd True -up compone nts  of the  P P FAC ra te  tha t will go into e ffe ct the  following

April 1 .

25

2 6
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Accordingly, a s  a  re sult of the  Se ttlement Agreement, e ffective  April 2009, the  ave rage  bill

for a ll cus tome rs  cla s s e s  could incre a s e  a nothe r 3%-4% for a  tota l incre a s e  of 9%-10%
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ove r e xis ting ra te s , a ttributa ble  to the  ba s e  ra te  incre a s e  a nd P P FAC ra te . Howe ve r,

pursua nt to the  inclining block ra te  s tructure  propose d in the  S e ttle me nt Agre e me nt, the

e le ctric bill of a  re s ide ntia l cus tome r with a ve ra ge  use  (900 kWh/month) will incre a se  le ss

than the  ave rage  pe rcentage  increase . Also, unde r the  Se ttlement Agreement low income

customers  will not rece ive  any base  ra te  increase  or be  subj e t to the  PPFAC surcharge .

111. REBUTTAL TO RUCO's RESPONSIVE DIRECT SETTLEMENT TESTIMONY.

Q:
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A:

Mr. Pignatelli, have you reviewed the "Responsive Direct Settlement Testimony of

William A. Rigsby" filed on behalf of RUCO in this proceeding on July 2, 2008 (the

"Rigsby testimony")?

Yes, I have.

Q:
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A:

What is your overall reaction to the Rigsby testimony?

RUCO has never supported a settlement of any of the issues in this proceeding. So, the

Rigsby testimony must be read with that bias as its foundation.

25

26

27

The  Rigs by te s timony is  the  only a tte mpt by a  pa rty in this  proce e ding to oppos e  the

Se ttle me nt Agre e me nt. Whe n you cons ide r the  dive rse  inte re s ts  of the  S igna torie s  to the

S e ttle me nt Agre e me nt, the ir commitme nt to  the ir re s pe ctive  cons titue ncie s  a nd the

ba la nce d ma nne r in which comple x a nd conte ntious  is s ue s  we re  re s olve d, Mr. Rigs by's

oppos ition to the  S e ttle me nt Agre e me nt s e e ms  to be  me re ly the  s tride nt pe rpe tua tion of

RUCO's  litiga tion pos ition ra the r tha n a  ba la nce d we ighing of conce s s ions  on a ll s ide s .

Indeed, RUCO focuses  only on concess ions  made  in TEP 's  favor and ignores  a ll the  othe r

concessions by TEP and the  numerous benefits  provided by the  Se ttlement Agreement.

4



For example , does  anyone  rea lly be lieve  tha t a ll of the  S igna torie s  conspired to pre sent "a

fa ls e  impre s s ion of the  re a s ona ble ne s s  of the  Agre e me nt" a s  the  Rigs by te s timony

accuses? S e e  Rigs by Dire ct Te s timony a t pa ge  6 . RUCO wa s  pre s e nt during  the

se ttlement discussions , and not once  did they ever levy such an accusa tion. Therefore , I do

not think tha t even RUCO be lieves  tha t a llega tion.
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Als o, the  Rigs by te s timony a tte mpts  to s la nt the  e conomic a na lys is  of the  S e ttle me nt

Agre e me nt by indica ting  tha t Commis s ion S ta ff move d off its  orig ina l ra te  incre a s e

re comme nda tion  by $100  million  without a cknowle dging  tha t TEP  re duce d  its  ra te

incre a s e  by $140 million unde r its  cos t-of-s e rvice  me thodology a nd s e ve ra l hundre d

million dolla rs  unde r its  ma rke t me thodology.

As ide  from its  inhe re nt bia s , I be lie ve  the  Rigsby te s timony should be  re je cte d be ca use  it

a tte m p ts  to  c ritic iz e  s e le c te d  p ro vis io n s  o f th e  S e ttle m e n t Ag re e m e n t with o u t

acknowledging tha t te rms and conditions of the  Se ttlement Agreement were  negotia ted as  a

whole , inte gra te d pa cka ge  a nd is  a  re ma rka ble  ba la nce  of be ne fits  for the  compe ting

inte re s ts  of cus tome rs , e mploye e s  a nd inve s tors . The  S e ttle me nt Agre e me nt is  a n

inte gra te d a nd e conomica lly sound re solution of the  is sue s  in this  ca se . And, e ve n in its

cha llenge to selected provis ions , RUCO's pos ition is based on e rrors and

mis cha ra cte riza tions  a nd pre s e nts  a  fla we d a na lys is  of the  S e ttle me nt Agre e me nt tha t

evidences  a  lack of familia rity and unders tanding of the  te rms the reof.
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While  RUCO is  critica l of the  Se ttlement Agreement, notably absent is  any ana lys is  of the

consequences  to res identia l consumers  if the  Commission does  not approve  the  Se ttlement

Agre e me nt or ne w ra te s  by J a nua ry 1, 2009. Nowhe re  in RUCO's  te s timony is  the re  a

dis cus s ion or s tudy of its  pos ition a nd how it a ffe cts  TEP 's  fina ncia l he a lth, including its

ca sh flow. Also nota bly a bse nt is  a ny a na lys is  by RUCO re ga rding the  e ffe ct its  pos ition
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would ha ve  on s e rvice  re lia bility. Furthe r the  Rigs by te s timony fa ils  to  a cknowle dge  the

ma ny cus tome r be ne fits  tha t a re  inc lude d in the  S e ttle me nt Agre e me nt inc luding be ne fits

tha t RUCO d id  no t p ropos e  in  th is  p roc e e d ing , s uc h  a s  the  ra te  fre e ze  fo r low inc ome

re s ide ntia l cus tome rs  a nd  the  ra te  mora torium. The s e  a nd a ll o the r cus tome r be ne fits

provide d in the  S e ttle me nt Agre e me nt a re  the  product of the  S igna torie s  ne gotia tions  a nd

a gre e me nt.

A. RUCO's Challenge to Base Rate Increase.

Q: Mr. P igna te lli, p lea s e  provide  example s  of the  e rrors  and  mis cha rac te riza tions  in  the

A:

Rig s b y te s tim o n y.

Firs t, RUCO cla ims  tha t the  S e ttle me nt Agre e me nt will produce  a  ra te  incre a s e  of 2l.l5%.

This  is  a bs urd. As  I ha ve  pointe d out, the  ba s e  ra te  inc re a s e  will be  6%. And, be ginning

April 2009, the  P P FAC s urcha rge  could a dd a nothe r 3%-4% to the  cus tome rs ' bill. I think

tha t it is  irre s pons ible  for RUCO to publis h tha t TEP 's  cus tome rs  will e xpe rie nce  a  21.15%

ra te  incre a s e  a s  a  re s ult of the  S e ttle me nt Agre e me nt whe n tha t is  s imply not true . While

RUCO cla ims  tha t is  ha s  conducte d a n "a pple s -to-a pple s " compa ris on of ra te s , RUCO ha s

a ctua lly e nga ge d in a  bit of "a ddition by s ubtra ction" in orde r to re a ch a n infla te d numbe r.

Q: Please explain what you mean.
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A: For the first time, RUCO now makes the novel claim that the fixed CTC was a "temporary

surcharge" that must be subtracted from TEP's base rates and that the rate increase must be

calculated on this artificially lower rate. The truth is that the fixed CTC was not a

temporary surcharge that was added onto TEP's existing rates in 1999, rather it was a

carve-out of TEP's then-existing rates. Therefore, our customers rates were not increased

by the fixed CTC in 1999. The Rigsby testimony erroneously states:

25
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27
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The  $47 .1  million  purporte d  incre a s e  o f 6% pre s e n ts  a  fa ls e

impre ss ion be ca use  it is  ba se d on the  fa lse  pre mise  tha t the  fixe d

CTC is  a  permanent part of ra tes  ra ther than a  temporary surcharge

tha t was  fully recove red ea rlie r this  yea r. The  true  increa se , ba sed

on TEP 's  adjus ted current base  ra te s  without the  fixed CTC equa ls

19.8%. (Rigsby te s timony a t 7, line s  3-7)

RUCO's  a rgume nt is  quickly dis mis s e d by the  s imple  fa cts . The  fixe d CTC wa s  not a

"te mpora ry surcha rge ." TEP  did not ra is e  its  ra te s  to re cove r its  s tra nde d cos ts . TEP  did

not add a  surcha rge  to recove r its  s tranded cos ts . In fact, pursuant to the  1999 Se ttlement

Agre e me nt, TEP 's  ra te s  we re  twice  de cre a se d while  the  fixe d CTC wa s  be ing re cove re d.

The re  is  s imply no ba s is  for re ducing TEP 's  e xis ting ra te s . RUCO ha s  e ve n a dmitte d

during dis cove ry in this  ca s e  tha t TEP 's  e xis ting ra te s  a re  thos e  la s t de te rmine d by the

Commiss ion to be  jus t a nd re a sona ble . (RUCO Re sponse  to TEP  Da ta  Re que s t TEP  4-

12.).
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The  fixed CTC was part of the  1999 Se ttlement Agreement tha t was  intended to guide  TEP

into e le ctric compe tition a nd ma rke t based ra te s  in 2009. In pre pa ra tion for 2009, TEP

agreed to recove r $450 million in s tranded cos ts  ove r a  10 yea r pe riod. In orde r to avoid a

one -time  write -off of $450 million in 2000, a nd pursua nt to the  a dvice  of the  Compa ny's

accountants , TEP ascribed a  portion of its then exis ting ra tes to the  fixe d CTC. Whe n die

$450 million of s tra nde d cos ts  we re  fully re cove re d, TEP 's  ra te s  re ma ine d the  sa me  a nd

only the  a ccounting for the  ra te  compone nts  cha nge d. TEP 's  cus tome rs ' bills  we re  not

impacted by the  accounting impact of the  fixed CTC.

Unde r the  Se ttle me nt Agre e me nt, TEP 's  cus tome rs ' bills  will be  incre a se d ove r wha t the y

are  currently charged, based on a  s tipula ted te s t-year revenue  requirement, and not on the

7



1

2

fictiona l a mount tha t RUCO ha s  a tte mpte d to introduce . RUCO's  a tte mpt to ove rs ta te  the

ra te  incre a se  by imputing a  lowe r e xis ting cus tome r ra te  is  s imply unfounde d. As s ta ted

in the  Se ttle me nt Agre e me nt, ba se  ra te s  will incre a se  a pproxima te ly 6%. TEP  cus tome rs

will see  only an ave rage  6% increase  in the ir bills  .- the  firs t increase  they have  seen s ince

the  mid-1990s .

Q: Mr. P igna te lli, p leas e  dis cus s  o the r e rrors  in  the  Rigs by te s timony.

Le t me  brie fly a ddre ss  the  thre e  ra te -re la te d is sue s  tha t the  Rigsby te s timony re fe rs  to a s

"conce ss ions" a nd the n criticize s  a s  be ing unsupporte d by the  re cord. Twill firs t point out

tha t contra ry to the  e rrone ous  a s s e rtion tha t the re  is  no ba s is  for the  a cce pta nce  of the

Compa ny's  pos ition on the se  is sue s , the  jus tifica tion for e a ch of the  a djus tme nts  is  found

a nd  docume nte d  in  te s timony tha t wa s  tile d  in  conne ction  with  the  TEP  ra te  ca s e

a pplica tion. I will re fe r to tha t te s timony for ba ckground purpose s .
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Firs t, Mr. Rigs by re fe rs  to  the  $99 million a djus tme nt tha t wa s  ma de  to  ra te  ba s e  by

Commiss ion S ta ff to re fle ct the  impa ct of FAS  143. As  TEP  witne ss  Ms . Ka re n Kis s inge r

indica te d in he r April 1, 2008 Re butta l Te s timony (pa ge s  l4-18), the  a doption of FAS  143

in J a nua ry of 2003 ha d diffe re nt fina ncia l s ta te me nt implica tions  for TEP  tha n it would

ha ve  for a  compa ny a llowe d to follow FAS  71 for its  ge ne ra tion a s s e ts . Be ca us e  the

Compa ny wa s  pre clude d from e s ta blis hing a  re gula tory lia bility for a mounts  forme rly

include d in the  re s e rve  for a ccumula te d de pre cia tion for cos t of re mova l of ge ne ra tion

assets, the  amount was recognized in income in 2003 .
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Such amount is  not re fundable  to cus tomers  and will not be  "double  collected" on a  going

forward bas is  a s  it was  a lready included, a s  a  bene fit to cus tomers , in the  de te rmina tion of

the  $450 million s tranded cos t in 1999. No cos t of remova l amounts  have  been accrued as

a  pa rt of ge ne ra tion de pre cia tion e xpe ns e  s ince  2002 a s  a  re s ult of FAS  143. Only

8
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compa nie s  e lig ib le  to  fo llow FAS  71  ma y a ccrue  cos t o f re mova l a s  a n  e le me nt o f

deprecia tion expense .
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In que s tioning the  re la te d $21.6 million a djus tme nt to incre a se  de pre cia tion e xpe nse  for

cos t of remova l on an on-going bas is , the  Rigsby te s timony asse rts  tha t no pa rty discussed

prior to the  se ttlement negotia tions  a  need to begin accruing such an amount of additiona l

de pre cia tion e xpe ns e  for cos t of re mova l. In fa ct, Commis s ion S ta ff witne s s  Mr. Ra lph

S mith propos e d a n a djus tme nt (a djus tme nt C-15) a nd Ms . Kis s inge r counte re d with a

diffe re nt propose d ra te  for cos t of re mova l in he r Re butta l Te s timony (pa ge s  53-54). The

Se ttlement Agreement provides  a  reconcilia tion of the  pa rtie s ' pos itions .
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S e cond, the  Rigs by te s timony que s tions  the  $41.6 million a djus tme nt to Commis s ion

Sta ff's  ra te  base  ca lcula tion re la ted to accumula ted deprecia tion. Aga in, a s  supported by

Ms. Kiss inge r's  Rebutta l Tes timony (pages  18-23), in addition to no longe r a ccruing cos t

of remova l a s  an e lement of deprecia tion expense , the  Company made  othe r changes  to

deprecia tion ra tes . The  Company added new genera tion asse ts  which had no deprecia tion

ra te s  previous ly authorized by the  Commiss ion. The  Company a lso extended the  live s  of

some  of its  ge ne ra tion a sse ts , ba se d on ne w informa tion re ga rding the  e conomic use ful

lives of these  assets . The changes made were  the  same changes the  Company would have

ma de  unde r cos t-ba s e d re gula tion. S uch de pre cia tion ra te s  we re  a nd a re  jus t a nd

reasonable . The  Compa ny did not s e e k Commis s ion a uthoriza tion of s uch cha nge s

be ca use  the  ge ne ra tion a sse ts  ha d be e n e ffe ctive ly de re gula te d a nd such a uthoriza tion

was  irre levant because  TEP 's  genera tion ra tes  were  to be  competitive  and marke t-based,

not cos t-based. The  linkage  of costs  and revenues  was  no longer applicable  to genera tion

under the  1999 Se ttlement Agreement.25
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Third, the  Rigsby te s timony a lso ques tions  the  trea tment of Springe rville  Unit 1 in Ra te s .

In  a ddition to  Ms . Kis s inge r's  Re butta l Te s timony (pa ge s  23-29), Commis s ion S ta ff

witne s s  Ra lph S mith include d a s  a n e xhibit to  his  dire ct te s timony in s upport of the

Se ttlement Agreement a  copy of a  depos ition transcript tha t supports  the  adoption of the

propos e d tre a tme nt of S pringe rville  Unit l. S pringe rville  Unit 1 ge ne ra tion cos ts  ha ve

be e n re cove re d in ra te s  through a  ma rke t-ba se d ca pa city ra te  s ince  1989. Be ca use  the

initia l marke t-based ra te  was  be low cos t, the  Company recorded losses  of $185 million in

the  1990s , reducing the  financia l s ta tement cos t of this  a sse t. Now tha t marke t ra te s  a re

highe r, RUCO wa nts  to re cove r the  cos ts  of S pringe rville  Unit l ba s e d on this  lowe r

fina ncia l s ta te me nt va lue  tha t re s ulte d from the  e e lie r dis a llowa nce s . Th is  log ic  is

circula r a t be s t. The  ca s h cos ts  of ope ra tion of S pringe rville  Unit l a re  highe r tha n

re fle cte d in the  Compa ny's  fina ncia l re cords  a nd s ignifica ntly highe r tha n a cknowle dge d

by RUCO. More ove r, unde r the  cos t-of-s e rvice  a pproa ch a gre e d to in the  S e ttle me nt

Agre e me nt, it is  a ppropria te  to include  a ny le a s e hold improve me nts made by TEP  a t

Springe rville  Unit 1 in ra te  ba se .

Q: Did Mr. Rigsby address all of the "concessions" made by the parties in connection

with the Settlement Agreement?
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A: No . In pa rticula r, he  did not a ddre s s  a ny of the  dis pute d is s ue s  tha t the  Compa ny

conce de d, including the  fa ct tha t TEP  is  giving up a ny cla ims  it ha s  unde r the  1999

Settlement Agreement. I want to remind the  Commiss ion tha t a  comple te  comparison of

the  ra te  adjus tments  and re la ted issues  tha t were  discussed in the  negotia tions  were  filed

as  Exhibit 2 to the  Se ttlement Agreement. The  negotia tions  were  open and transparent to

a ll pa rtie s , S igna torie s  a nd non-S igna torie s  a like . The  re s ult of the  ne gotia tions  is  a

Se ttlement Agreement tha t is  fa ir, jus t and reasonable  and in the  public inte res t.
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1 B. RUCO's Challenge to PPFAC.
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Q: Mr. P igna te lli, do  you have  any othe r comments  on the  Rigs by te s timony.

Ye s , I dis a gre e  with RUCO's  cha ra cte riza tion of TEP 's  P P FAC. On the  one  ha nd,

RUCO a rgue s  tha t the  P P FAC propos e d in the  S e ttle me nt Agre e me nt s hould not be

adopted. In fact, a  PPFAC has  been supported by othe r pa rtie s  s ince  the  beginning and

the  ne e d for a  P P FAC ha s  be e n a ddre s s e d in the  dire ct te s timony of TEP  witne s s  Mr.

Da vid Hutche ns  in support of the  S e ttle me nt Agre e me nt, a s  we ll a s  his  pre vious  dire ct

and rebutta l te s timony and in the  te s timony of S ta ff witness  Ra lph Smith.
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In  cha lle nging the  propos e d form of P P FAC (which re fle cts  S ta ff's  propos a l in  th is

docke t), RUCO a rgue s  tha t a  90/10 pe na lty should be  impose d on the  PPFAC. The re  is

nothing in the  record of this  proceeding tha t supports  the  impos ition of such a  pena lty on

the  Compa ny. To the  contra ry, the  Commis s ion S ta ff ha s  found tha t the  Compa ny's

purcha s e d powe r a nd fue l procure me nt pra ctice s  a re  prude nt. Furthe r, the  Dire ct

Te s timony of Commis s ion  S ta ff witne s s  Ra lph  S mith , file d  on  Fe brua ry 29 , 2008,

e xpla ine d in de ta il (a t pa ge s  138-143) why a  90/10 sha ring wa s  not a ppropria te  for the

TEP  PPFAC.
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Q. Do you agree with a 90/10 sharing mechanism?
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No. First RUCO only explains one direction of APS' sharing mechanism. The direction

they do mention, where the Company bears 10% of fuel and purchased power costs in

excess of the base rate cost, is blatant confiscation of prudently incurred costs. This is not

consistent with standard cost-of-service ratemaking principles. Utilities do not mark up or

earn a return on costs associated with a PPFAC and can only at best break even and

recover its prudently incurred costs.

A.

1 1



Q- What is the other result a 90/10 sharing mechanism can have that RUCO fails to

A.

mention?

In the  event that fuel and purchased power costs  are  less  than the  base  ra te  cost, the

Company keeps 10% of the amount below base rates. This results in customers paying

amounts higher than the costs incurred to serve them. Again, this  is  not consistent with

standard cost-of-service principles.

Q- Does the 90/10 sharing provide an incentive to use prudent procurement practices?
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A. No. The Company a lready has  an incentive  to use  prudent procurement practices . Its

procurement policies and practices will not be affected in any way by a 90/10 sharing. As

pre vious ly de s cribe d, it s imply re s ults  in e ithe r confis ca tion from the  Compa ny's

shareholders or unnecessarily higher costs to our customers.

Q- What "safeguards" are included in TEP's proposed PPFAC that provide an incentive

to use prudent procurement practices?15
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The  PPFAC Plan of Adminis tra tion provides  for ve ry de ta iled monthly filings  of fue l,

purchased power and generation data . It a ls o a llows  the  Commis s ion to a udit the

Company's  procurement practices  a t any time and disa llow recovery of costs  deemed

imprudent. And finally, there is  a  provision that requires the Commission to approve the

PPFAC ra te  e a ch ye a r be fore  it goe s  into e ffe ct. These  provis ions , on top of the

Company's  normal s tandard of providing safe, re liable  and fa irly priced se rvice  to its

customers provides all the incentive to use prudent procurement practices.

Q- Mr. Pignatelli, would the addition of a 90/10 penalty be seen as a material

modification of the terms of the settlement agreement?25

26

27

A.

A. Yes. You must remember that the fuel component in base rates is a 2006 test-year fuel

cost. A penalty equal to 10% of fuel price increases would have a significant impact on
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the  Company's  ability to continue  to support the  ra te  mora torium in the  Se ttlement

Agreement. Such a provision could significantly deprive the Company of a reasonable

opportunity to earn a reasonable return and reduce the appropriate cash flows that would

allow the Company to stay out for such an extended period of time.

C. RUCO's Position on Fixed CTC True-up Revenues and Effective Date.

Q: Mr. Pigna te lli, do you agree  with RUCO's  criticism of the  Se ttlement Agreement's

provis ions  tha t the  CTC true -up revenues  and the  e ffective  da te  of the  ba se  ra te

increase issues be presented by the parties to the Commission for consideration?

No, I do not. Both of these issues are  matters  on which the parties  wanted to present

additional information to the Commission for a determination. In keeping with the spirit

of the negotiations, the Signatories agreed that they would present their differing views

on these matters for consideration. Further, in light of the many complex issues resolved

by the Settlement Agreement, it is completely appropriate for the Commission to resolve

these final two issues, based upon the record established at the hearing.
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Aga in, TEP 's  pos ition rega rding the  Fixed CTC True -up Revenues  is  tha t it should re ta in

those  Revenues . I will no t re pe a t the  Compa ny's  pos ition  a s  s e t forth  in  my d ire ct

te s timony in  s upport of the  S e ttle me nt Agre e me nt, but I do  not be lie ve  a ny pa rty,

including RUCO pre s e nte d a ny compe lling a rgume nt to  cre dit s ome  or a ll of thos e

Revenues to customers.
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More ove r, it continue s  to be  TEP 's  pos ition tha t a ll provis ions  of the  Se ttle me nt

Agre e me nt, including the  ne w ba s e  ra te s , s hould go into e ffe ct a s  s oon a s  the

Commission votes to approve the settlement agreement, which I hope is well before the

end of 2008. In particular, as noted by SWEEP, this settlement provides many benefits to

1 3



1 consumers , including new time of use  ta riffs  and demand s ide  management programs tha t

should be  enacted sooner ra ther than la ter.2

3

4

5

D. RUCO's Position on Open Access.

Q- Mr. P igna te lli, do  you a gre e  with  RUCO's  critic is m of the  S e ttle me nt Agre e me nt's

provis ions  tha t the  Ope n Acce s s  is s ue  be  pre s e nte d by the  pa rtie s  to the  Commis s ion

for cons ide ra tion?

No . I be lie ve  it would  be  imprope r for the  Commis s ion to  de cide  s uch a  ma tte r of

s ta te wide  policy a ffe cting nume rous  othe r inte re s te d pa rtie s  in a  ra te  ca se  docke t. The

Se ttlement Agreement's  provis ion rega rding Open Access  is  cons is tent with ma inta ining

a n a ppropria te  s ta tus  quo to a llow the  Commis s ion to a ddre s s  the  is s ue  in a  ge ne ric

docke t a fte r ge tting input from a ll inte re s te d pa rtie s . In re s e rving tha t de cis ion to the

Commiss ion, I am a t a  loss  a s  to how the  Se ttlement Agreement is  "de ficient", a s  RUCO

asserts , regarding this  issue .

Iv . CO MME NTS  O N S WE E P  TE S TIMO NY.
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2 0

21

2 2

Q: Mr. P ig n a te lli, p le a s e  c o mme n t o n  th e  te s timo n y file d  b y Mr. J e ffre y S c h le g e l o n

b e h a lf o f S WEEP .
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27

S WEEP  doe s  not oppose  the  S e ttle me nt Agre e me nt. It is  importa nt to note  tha t S WEEP

a gre e s  with the  de ma nd s ide  ma na ge me nt propos a ls  in the  S e ttle me nt Agre e me nt. It

a ppe a rs  tha t S WEEP 's  he s ita tion is  ba s e d s imply on timing. Although s upportive  of the

schedule  to implement the  programs  and apprecia tive  of Commiss ion S ta ffs  e fforts  in this

a re a , S WEEP  would like  to  s e e  thos e  progra ms  imple me nte d on a  more  a ggre s s ive

schedule .

A.

14



if

1

2

3

4

5

6

7

TEP  continue s  to a ctive ly support de ma nd s ide  ma na ge me nt progra ms . As  Mr. S chle ge l

indica te d in his  te s timony, the  Commis s ion is  in the  proce s s  of re vie wing a nd a pproving

the  progra ms  tha t we  pre se nte d in our "DS M P ortfolio" docke t. Our pos ition re ma ins  tha t

the  Commiss ion should imple me nt a  funding me cha nism s imulta ne ous  with the  e ffe ctive

da te  of each program. We  a lso be lieve  tha t for programs approved in 2008, an accounting

orde r a llowing TEP  to de fe r colle ction of the  cos ts  until s uch time  a s  the  Commis s ion

issues  its  orde r in this  case  implementing the  DSM adjus tor would be  appropria te .

8

9 Q: Does this conclude your rebuttal testimony?

1 0 Yes, it does .
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