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Pursuant to the request of Staff dated August 1, 2008, Tucson Electric Power Company,
UNS Electric, Inc. and UNS Gas, Inc. hereby respond to Staff’s First Set of Data Requests in the
above-mentioned dockets.
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Original and 15 copies of the foregoing
filed this 29™ day of August 2008 with:

Docket Control

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007




Tucson Electric Power Company
UNS Electric, Inc. and UNS Gas, Inc.’s
Responses to Staff’s Inquiry
Regarding Regulatory and Rate Incentives
Docket Nos. E-00000J-08-0314/G-00000C-08-0314
August 29, 2008

1. What basic incentives and disincentives does today's regulatory
structure (e.g., rate-of return regulatory structure, adjustment
clauses, test year determination, depreciation policies) provide to
Arizona electric and gas utilities?

RESPONSE: Appropriately considered and created incentive regulation can
advance important policy goals. The key is to craft incentive
regulation that achieves goals that are in the public interest in an
efficient, cost-effective and equitable manner.

Effective incentive regulation requires certain elements. First, it
must state clear policy goals that are in the public interest and, to the
extent there are multiple goals, prioritize those goals. Second, it
needs to set realistic targets for receiving incentives. Third, the
regulation must be symmetrical -- that is, an equal opportunity for
reward or penalty. Fourth, the regulation should include necessary
reconciliation mechanisms to ensure that it continues to incent the
stated goals. Mechanisms that are effective today may need to be
modified in the future to respond to changing circumstances. Fifth,
there needs to be regulatory consistency particularly to incent
longer-range policy goals. Finally, the regulatory structure must
ensure timely cost recovery and a real opportunity for recovery of
and a return on investments.

Many of the questions surrounding the appropriate scope and nature
of incentive regulation depend heavily on identification of the
policy goals. This is particularly true when individual policy goals
conflict with each other.

Presently, there are few direct incentives in Arizona that are
intended to achieve specific articulated goals. Regulatory principles
such as “prudence” and “used and useful” can affect conduct. The
current rate setting structure also directly affects on utility decisions.
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Tucson Electric Power Company
UNS Electric, Inc. and UNS Gas, Inc.’s
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Regarding Regulatory and Rate Incentives
Docket Nos. E-00000J-08-0314/G-00000C-08-0314
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What are the alternatives to the Rate Base-Rate of Return model?

There are several alternatives to the traditional cost of service , Rate
Base Rate of Return (ROR) model. First, is deregulation and
competition. Second, post-test year adjustments to a historic test
year could be made for known and measurable items. Third, a
hybrid approach that combines traditional cost-of service regulation
with competitive principles could be employed. Fourth, the
Commission could set ROR bands for utilities. Finally, the
Commission could use future test years in setting ROR for utilities




Tucson Electric Power Company
UNS Electric, Inc. and UNS Gas, Inc.’s
Responses to Staff’s Inquiry
Regarding Regulatory and Rate Incentives
Docket Nos. E-00000J-08-0314/G-00000C-08-0314
August 29, 2008

3. How do adjustment clauses affect utility incentives?

RESPONSE: As Mr. Pignatelli testified in TEP’s recent rate case settlement
hearing, utility companies already have incentives to ensure that
they operate prudently. Properly constructed adjustment clauses are
mechanisms that allow for the timely recovery of costs. They are
neither incentives nor disincentives to utilities to act prudently.
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4. What are possible alternatives to adjustment clauses?

RESPONSE: Basic legal and regulatory principles state that utilities are entitled to
recover prudent costs and are given an opportunity to recover and
earn a reasonable rate of return on their investments. Adjustment
clauses assist with those principles, but they do not replace them.
The alternatives to adjustment clauses depend on how the

- Commission responds to the elements discussed in the answer to
Question number 1.
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Are incentives an appropriate tool to use in the context of fuel/gas
procurement activities?

Under the current regulatory regime, prudence reviews are an
important tool to ensure that utilities are operating properly. If the
Commission considers a different standard other than prudence,
then that standard should not distort traditional cost recovery
mechanisms. The Commission should also ensure that the
incentives will not have any unintended consequences. Further,
short-term incentives should not impede long term interests.
Finally, economics should not be the only consideration when
determining incentives.
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6. Can the regulatory incentive structure be changed to align a utility's
financial incentives with energy efficiency investment?

RESPONSE: The current regulatory incentive structure provides a utility
recovery of its prudently incurred costs and an opportunity to earn a
reasonable rate of return on its investments that are dedicated to
serve its customers. Again, if the Commission diverges from that
principle it needs to ensure that there a no unintended consequences.
Decoupling is a principle that could assist the Commission to meet
the goals of incentive regulations. However, those goals must be
defined as stated in the answer to Question 1.
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| 7. Can the incentive structure be modified to heighten the utility's
incentives for management efficiency?

RESPONSE: Please see Response Nos. 1 and 6.
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8. Can incentives play a role in Arizona efficiently meeting its future
' utility infrastructure needs?

RESPONSE: In order to create a new and appropriate incentive for any aspect of
utility operations, the Commission must factor in the legal,
regulatory, and operational intended and unintended consequences.
Prudent regulation and prudent management requires that incentive
regulation be analyzed as an integrated issue as opposed to an
isolated program. It would be counter productive to the
Commission's appropriate investigation into incentive regulation to
provide answers or analysis about hypothetical projects at this point.
However, UniSource Energy is willing to respond to a specific
incentive proposal.
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Should the Commission consider "decoupling” mechanisms for
electric and gas companies? If so, what type of decoupling?

As has been previously indicated, the principle of decoupling is one
principle that should be considered within the framework of the
answer to Question Number 1.
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10. Can the regulatory incentive structure be altered to change the
stakes for a utility making a build-or-buy decision or other
infrastructure decisions?

RESPONSE: Commitments to large new infrastructure projects or generating
facilities expose utility shareholders to significant regulatory risk.
Prudence determinations, such as pre-approval for large projects and
post test year rate adjustments can provide incentive to make large
and necessary infrastructure investments. Conversely, rejection of
such requests could push a utility towards a buy decision in order to
avoid substantial risk of not recovering the substantial costs of such
infrastructure.
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11. What impact does the current regulatory structure regarding the
buy-or-build scenario have on competitive bidding as a tool in
resource selection?

RESPONSE: As stated before, under the current regime all resource selections are
subject to a prudence review which is sufficient to ensure proper
resource selection. .
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12. What are the best practices across the nation regarding regulatory
incentives?

RESPONSE: Determining the “best practices” across the nation is difficult to do
without first defining the goals to be achieved through incentive
regulation and identifying acceptable incentive mechanisms. Once
those aspects are agreed upon, then regulatory incentive programs
that include realistic targets, symmetry of risk/reward and sufficient
regulatory flexibility and consistency should be reviewed to see if
they suit Arizona’s goals.
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13. Are there any other specific topics that should be covered in the
inquiry?

RESPONSE: Once the Commission identifies the answers to Question number 1,
then UniSource Energy can provide a more responsive answer to
this question. .
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Are there any legal impediments?

Any incentive regulation must allow for the financial integrity of the
utility, as set forth in the Hope and Bluefield cases. The
Commission must also consider fair value, but there are many
mechanisms and incentives that would satisfy that requirement.




