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During the Workshop on Energy Efficiency held on March 6, 2009 at the Arizona
Corporation Commission (“Commission™), the Commission requested interested parties to
respond to questions in preparation for the next Workshop on Energy Efficiency on March 27,
2009. In exploring the feasibility of an energy efficiency standard, the Commission requested
information regarding bill impacts if an energy efficiency standard of 1%, 1.5% or 2% of total
sales were adopted. Additionally, the Commission requested an analysis of how an average
customer’s bill would be impacted if: (1) sales losses from an energy efficiency standard were
recoverable through a lost revenue adjuster, (2) sales losses from an energy efficiency standard
were recoverable through the use of a future test year, or (3) a performance incentive program
were adopted. Finally, the Commission requested information regarding what impact, the
adoption of an energy effeicnty standard and the associated reduction in demand for energy
would have on future resource requirements. Tucson Electric Power Company (“TEP”), UNS
Electric, Inc. (“UNS Electric”), and UNS Gas, Inc. (“UNS Gas™), collectively UniSource Energy
Corporation (“UniSource Energy™), supports the Commission’s efforts in this docket and hereby

respectfully responds to the Commission’s questions.
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L Short Answer.

UniSource Energy has prepared a table, shown below, that shows the approximate bill
impacts to an average residential customer under the various energy efficiency standards that the
Commission identified in the March 6, 2009 Workshop on Energy Efficiency. In preparing this
table, UniSource Energy assumed full recovery of lost margin, full recovery of demand-side
management (“DSM”) portfolio costs, that 100% of the efficiency standard was met, and that a
performance incentive was approved. Further, UniSource Energy assumed energy efficiency

standards of 0.75%, 1% and 1.5% for UNS Gas for reasons which will be explained in Section II.

UniSource Energy
Percentage Increase to Average Residential Bills

Tucson Electric Power Company

Efficiency
Standard Year 1 Year 5 Year 12
1.00% 0.8% 5.0% 10.2%
1.50% 0.8% 6.5% 14.0%
2.00% 0.8% 6.5% 17.2%
UNS Electric
Efficiency
Standard Year 1 Year 5 Year 12
1.00% 0.3% 2.6% 6.2%
1.50% 0.3% 3.2% 8.6%
2.00% 0.3% 3.2% 10.5%
UNS Gas
Efficiency
Standard Year 1 Year 5 Year 12
0.75% 0.5% 2.0% 3.6%
1.00% 0.5% 2.4% 4.4%
1.50% 0.5% 2.5% 5.8%

(Assumes Full Recovery of Lost Margin,
DSM Portfolio Spending, and 100% Performance Incentive with
no additional assumed rate increases.)
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The difference between the use of an annual adjuster or a future test year to recover sales losses
amounts primarily to a timing issue that will be addressed in Section III. Further, the adoption of

an energy efficiency standard and its impact on resource planning will be addressed in Section V.

IL What is the potential bill impact associated with the recovery of portfolio cost to an
average residential customer if an energy efficiency standard is set at 1%, 1.5% or

2% of annual energy sales?

In Exhibit 1, UniSource Energy provides the analysis for average customer percentage bill
impact for TEP and UNS Electric customers over a 12 year period if a 1%, 1.5% or 2% energy
efficiency standard was adopted. UniSource Energy conducted a high-level analysis of the
potential bill impact if an energy efficiency standard of 1%, 1.5%, or 2% of annual electric sales
was adopted. In each of the three case scenarios, UniSource Energy forecasted a ramp-up savings
schedule for TEP and UNS Electric starting with 0.5% of savings as percent of sales in 2009,
increasing annually in increments of 0.25% until the respective targets of 1%, 1.5% and 2% are
met.

For UNS Gas, UniSource Energy forecasted a lower efficiency standard. Relevant
industry experience has demonstrated difficulties in achieving natural gas energy efficiency
savings at levels comparable to savings for electric energy efficiency programs. Consequently,
UNS Gas savings targets are less than the TEP and UNS Electric targets. UniSource Energy
forecasted a ramp-up savings schedule for UNS Gas starting with 0.5% of savings as percent of
sales in 2009, increasing annually in increments of 0.25% until the respective UNS Gas targets of
0.75%, 1% and 1.5% are met.

To expedite this analysis, UniSource Energy relied on a previously conducted
benchmarking analysis completed by Summit Blue Consulting, attached as Exhibit 2, which
comprised a review of approximately 20 other utilities across North America. Using that

information, UniSource Energy applied a linear equation with a time series growth factor to the

data set which details an association between spending as percent of revenue and savings as a
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percent of sales. This equation was the following: Spending as % of Revenue = (Savings as % of
Sales+ 0.0011)/0.5775) with an applied time series growth factor up to additional 1% - 1.5%. The
growth factor was applied to account for the increasing difficultly to achieve additional savings
after initial savings on “easier” programs (such as lighting) have been realized.

Based on information completed by Summit Blue Consulting of 20 utilities across the
United States the median savings as percent of sales was 0.8% at an average cost of 1.8% of
revenue. UniSource Energy’s analysis indicates that achieving savings of 1.5% of annual sales
from DSM programs is an aggressive savings target. A more realistic and achievable target is
acquiring savings equivalent of 1% of sales. Further, it would be wise to ramp-up the efficiency
goal over a period of 5-7 years to allow both the energy efficiency program implementers and the
marketplace (trade allies, retail partners, etc.) to become more experienced with efficiency and the
development of an aggressive culture of achieving energy efficiency goals. For UNS Gas,
UniSource Energy’s analysis indicates that achieving savings at a level of 1.5% of sales is

unrealistic, and suggests consideration of a lower higher bound savings target of 0.75% of sales.

III.  What is the potential bill impact to an average customer if sales losses from an energy
efficiency standard were recoverable through a lost revenue adjuster or through the
use of a future test year?

In Exhibit 1, UniSource Energy provides the analysis for average customer percentage bill
impact for TEP and UNS Electric customers over a 12 year period for full recovery of lost margin
assuming the three different efficiency standards. The analysis shows that the potential bill impact
to an average residential customer is one of timing. Use of rate case adjustments under either a
historical or future test year result in fluctuating bill impacts tied to the implementation of new
rates and not to timing and magnitude of typical margin recovery. Rate case adjustments, under
either a historical or future test year (and depending on design and any approval to defer recovery
between rate cases), will provide recovery, but recovery is delayed and bill impacts will be

magnified. Therefore, rate case adjustments result in improper price signals and an increase in
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carrying costs to UniSource Energy that the customer will ultimately have to pay. A Lost
Revenue Adjuster provides the closest approximation of the timing and magnitude of margin
recovery that would have occurred had sales not been reduced by the effects of energy efficiency
programs

The public interest is served through energy use reductions attributable to energy
efficiency. However, energy efficiency results in lost sales for the utilities and these lost sales
represent the “margin” that pays for the fixed cost of investments already made by the utility to
serve existing customers. In order to align public interest with a utility’s interest in meeting fixed
costs obligations, UniSource Energy believes that the Commission should implement some
recovery mechanism whereby utilities can recoup 100% of the lost sales margin in a timely and
transparent way. Whether this recovery mechanism is called a “decoupler” or an “adjustment
factor” is irrelevant so long as the lost margin is returned promptly enough so there is no
opportunity cost loss associated with the time value of money. Ideally, the lost margin would be
returned at the same time it would have been earned absent the energy efficiency program.
UniSource Energy believes that stakeholders should be able to formulate some forward looking
approach that will optimally fund fixed cost recovery and take away any disincentive to utilities’
wholehearted support and active encouragement of energy efficiency.

UniSource Energy views recovery of lost margin through rate case adjustments as a
“second-best” approach. While rate case adjustments could be formulated to recover lost margin,
they are subject to regulatory lag and would require rates to be set higher initially to provide any
reasonable assurance of recovery of the anticipated lost margin over the expected life of the rates.
Even with a future test-year approach, margin recovery would be delayed, and utilities would lose
margin while waiting for new rates to be implemented.

UniSource Energy supports a transparent margin recovery mechanism. Stakeholders have
the right to know what energy efficiency programs are costing, with cost recovery mirroring the

level and timing of cost incursion. TEP prefers an on-going annual recovery mechanism to avoid

the type of “spiked” recovery that occurs in the context of a rate case. In a rate case-to-rate case
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treatment recovery process, the utility loses margin in the interim between rate cases and the
customer ultimately pays for increases at the time of rate implementation. Also, a forward looking
recovery mechanism that attempts to match recovery with incurrence supports the type of clear
and transparent pricing necessary for informed decision-making that balances the costs of energy

efficiency with its benefits.

IV.  What is the potential bill impact to an average residential customer if the

Commission adopts a performance incentive program?

In Exhibit 1, UniSource Energy provides the analysis for average customer percentage bill
impact for TEP and UNS Electric customers over a 12 year period for a performance incentive of
85%, 100%, and 115% assuming the three different efficiency standards. To align public policy
with the interests of utility investors, performance incentives should offer return on invested
capital just as plant investment offers such return. Given the aggressive proposed portfolio
standard UniSource Energy is recommending the following schedule for performance incentives'.

* 85% of Goal is met: Lower of 15% net benefits or 15% cap on spending
* 100% of Goal is met: Lower of 20% net benefits or 20% cap on spending

* 115% of Goal is met: Lower of 25% net benefits or 25% cap on spending

V. What impact would an Energy Efficiency Standard have on future resource
requirements?

UniSource Energy is in the process of compiling information to support an integrated
resource plan. Absent those results, UniSource Energy cannot at this time provide an accurate
estimate of what future resources would be impacted by the adoption of an energy efficiency
standard. UniSource Energy will continue to work in the coming months on this issue and should
be able to provide more definitive answers in the future. The absence of this information is not in

any way delaying UniSource Energy from implementing any DSM or energy efficiency programs.

' The analysis assumes the lower of is the spending cap with no incentive under 85%.

6
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VL. What are the portfolio costs that were used in UniSource Energy’s analysis?

Exhibit 1 attached hereto, shows current estimates for the costs of upcoming programs for
TEP, UNS Electric, and UNS Gas under various scenarios as outlined above. The costs do not
include current DSM and energy efficiency programs.

Exhibit 1 contains three savings ramp-up scenarios as described under the “Efficiency
Standard” section. TEP’s scenarios are covered on pages 1 through 3, UNS Electric’s scenarios
are covered on pages 4 through 6 and UNS Gas’ scenarios are covered on pages 7 through 9. Each
page of Exhibit 1 shows a clear breakdown between (i) DSM Portfolio Spending, (ii) the
Performance Incentive (at 85%, 100%, and 115%), and (iii) Lost Margin Recovery. Cumulative
totals (e.g., total $/kWh for DSM Portfolio, Performance Incentive at 115%, and Lost Margin
Recovery) are shown also for convenience. Results are shown in $/kWh, and as an impact on an
average residential customer’s bill.

It is crucial to note that the portfolio spending is an indication of the potential relationship
between spending and savings, and may vary significantly (e.g. potential up to plus or minus 20%)
depending on the specific utility territory, composition of the DSM portfolio (e.g. is the DSM
portfolio heavily weighted toward residential lighting, role of demand response, level of
investment in the low income sector, etc.). A more detailed and utility specific situational
assessment for UniSource Energy would be needed to fine-tune anticipated correlation between
spending and savings for TEP and UNS Electric’s existing and projected future DSM programs,
which would likely help to reduce the anticipated range of results.

If DSM is to be taken as a serious resource addition to the utilities’ portfolios mix, the
Commission should adopt similar incentives to the traditional return utilities recover on assets.
This not only means the recovery of portfolio programs costs but the removal of disincentives
from lower energy sales (i.e. recovery of fixed costs and a reasonable return). Add to this a
performance incentive for successful program implementation and utilities can be creative and

aggressive with DSM portfolios. As stated above, UniSource Energy believes that a properly




1 |l designed fixed cost recovery mechanism will take away any disincentive to utilities’ wholehearted

[

support and active encouragement of DSM. Exhibit 3 summarizes the average cost of each of the
3 | components over a 12 year period. The initial years would require a lower spending level and

4 |l ramp up to full implementation with higher spending levels.

6 {| viI. Conclusion.
7 UniSource Energy is supportive of a robust energy efficiency standard that is cost effective
8 |l from a societal standpoint, provides for the full recovery of costs and lost margin associated with

9 || the program and includes an incentive program that fairly compensates UniSource Energy for the

10 |[ lost revenue opportunities due to demand reductions.

12 RESPECTFULLY SUBMITTED this 26" day of March 2009.
13 UniSource Eaergy Corporation

g

By ﬁ

15 7

Phillip J. Dion
16 UniSource Energy Corporation

One South Church Avenue, Suite 2003
17 Tucson, Arizona 85701
18 and
19 Michael W. Patten

ROSHKA DEWULF & PATTEN, PLC.
20 One Arizona Center

400 East Van Buren Street, Suite 800
21 Phoenix, Arizona 85004
22 Attorneys for UniSource Energy Corporation.
23

Original and 13 copies of the foregoing
24 |l filed this 26™ day of March, 2009, with:

25 || Docket Control

Arizona Corporation Commission
26 | 1200 West Washington Street
Phoenix, Arizona 85007
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EXHIBIT 1
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EXHIBIT 2




Exhibit 2

Benchmarked Organizations’ Normalized 2006 DSM Spending and Energy Savings

DSM Energy DSM Energy
Spending as | Savings as % Spending as | Savings as %
% of of Sales % of of Sales
Revenues Revenues

Indianapolis P&I1. 05 0.1% 0.02% Interstate P&L | 1.8% 0.8%
(1A)

W1 Focus on Energy 0.5% 0.3% BC Hydro 05 1.9% 0.9%

NYSERDA 0.6% 0.2% MidAmerican | 2.0% 0.9%
(IA)

Efficiency ME 0.7% 0.3% NSTAR 05 2.1% 0.9%

Duke Energy 0.7% 0.1% SCE 05 2.3% 1.6%

Indiana 05

MN Power 0.8% 0.5% PGE 05 2.3% 1.4%

NJ CEP 05 1.1% 0.5% Efficiency VT | 2.4% 1.0%

Otter Tail 1.4% 0.7% Interstate P&L | 2.8% 1.6%
(MN)

CEEF 05 1.7% 1.0% National Grid | 3.4% (.9%
MA)

Xcel Energy (MN) 1.8% 0.8% SDGE 05 3.6% 2.1%
Median 1.8% 0.8%




EXHIBIT 3




Exhibit 3

TEP DSM Portfolio Standard Cost Summary - 12 year averages

Standard at 1% Standard at 1.5% Standard at 2%
Portfolio Spending ' $ 24,634,098 | § 30,844,135 | $ 35,685,707
Performance Incentive @ 85% $ 3,695,115 | $ 4,626,620 | $ 5,352,856
Performance Incentive @ 100% $ 4,926,820 | $ 6,168,827 | $ 7,137,141
Performance Incentive @ 115% $ 6,158,524 | $ 7,711,034 | § 8,921,427
Lost Margin Recovery $ 35,134,075 | $ 45,705,405 | $ 52,220,569




