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LUBIN & ENOCH, P.C. Rl =N
Nicholas J. Enoch = L]
State Bar No. 016473

Jarrett J. Haskovec

State Bar No. 023926

349 North Fourth Avenue

Phoenix, Arizona 85003 :
Telephone: (602) 234-0008
Facsimile: (602) 626-3586
F-mail: nicholas.enoch@azbar.org

Attorneys for Intervenor IBEW Local 1116 -

BEFORE THE ARIZONA
CORPORATION COMMISSION

IN THE MATTER OF THE. Docket No. G-04204A-08-0105
APPLICATION OF UNS GAS, :

INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE : ' ,
RATES AND CHARGES DESIGNED NOTICE OF FILING DIRECT

TO REALIZE A REASONABLE TESTIMONY OF FRANK GRIJALVA
RATE OF RETURN ON THE FAIR
VALUE OF THE PROPERTIES OF
UNS GAS, INC. DEVOTED TO
ITS OPERATIONS THROUGHOUT
THE STATE OF ARIZONA.

Pursuanf to the‘Administrative Law Judge’s Procedural
Order (p. 2)‘dat§d January 7, 2009, Local Union 1116,
International Brotherhood of Electrical Workers, AFL-CIO,
CLC (“IBEW Local 1116”), by and through undersigned counsel,
hereby prdvides notice of its filing of the attached Direct
Testimony of Frank Grijalva in this docket. |

. RESPECTFULLY SUBMITTED this 8% day of June 2009.

ﬂ? & )CH, P.C.
‘<;; —shetas\/J. VEnoch, Esq.

A torney for Intervenor
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Original and thirteen (13) copies
of IBEW Local 1116’s Notice filed
this 8t day of June, 2009, with:

Arizona Corporation Commission
Docket Control Center

1200 West Washington Street
Phoenix, Arizona 85007-2996

Copies of the foregoing
transmitted electronically
this same date to:

Dwight D. Nodes, Assistant Chief ALJ
Hearing Division

Arizona Corporation Commission

1200 West Washington Street

Phoenix, Arizona 85007

Raymond S. Heyman, Esqg.

UniSource Energy Corporation

One South Church Avenue, Ste. 200
Tucson, Arizona 85701

"Co-counsel for Applicant

Michael W. Patten, Esdg.

Roshka, DeWulf & Patten, PLC

400 East Van Buren Street, Ste. 800
Phoenix, Arizona 85004

Co-counsel for Applicant

Janice M. Alward, Esqg.

Chief Counsel, Legal Division
Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Ernest Johnson, Director -
Utilities Division

Arizona Corporation Commission
1200 West Washington '
Phoenix, Arizona 85007
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Daniel W. Pozefsky, Esqg.
Residential Utility Consumer Office
1100 West Washington, Suite 220
Phoenix, Arizona 85007

Attorney for Intervenor RUCO

Cynthia Zwick - ,
1940 East Luke Avenue
Phoenix, Arizona 85016

Intervenor
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Q1.
Al.

Q2.
A2.

.PLEASE STATE YCUR NAME AND BUSINESS ADDRESS.

Frank Grijalva. My business address is 750 South Tucson
Boulevard, Tucson, Arizona 85716-5689.

fLEASE DESCRIBE YOUR RECENT EMPLOYMENT.

I am the Business Manager/Financial Secretary for Intervenor
Local Union 1116, International.Brotherhood‘of Electrical

Workers, AFL-CIO, CLC (“IBEW Local 1116”). The position of

. Business Manager/Financial Secretary is an elected union

position and, due to the retirement of my predecessor, I was
appointed by our Executive Board to my present position in
October 2007. Because all IBEW lopal unions also have a
person holding the position of “president,” it is common for
persons outside of our organization to believe that the
wpresident” is the principal officer of the Local. That is
not the case. Article 17, §S 4 and 8 of the Constitution of
the International Brotherhood of Electrical Workers, AFL~
CI0, clearly states that the Business Manager/Financial

Secretary is the “principal officer” of any IBEW local

union.

Prior to my becoming Business Manager/Financial

~Secretéry*for IBEW Local 1116, I was employed by the

Tucson Electric Power Company (“TEP”) for twenty-two
K22) years in a variety of bargaining unit positions,
the last of which was as a Designer for Transmission

and Distribution Construction. While employed at TEP,

I was a very active member of IBEW Local 1116,

including previously serving as the Local’s President
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p3.
A3.

and in other positions on the Executive Board.

WHAT IS IBEW LOCAL 11167

IBEW Local 1116 is the labor organization which serves as
the exclusive representative for, infer alia, approximately
one-hundred and ten (1105 employees of UNS Gas. In

particular, IBEW Local 1116 represents all of the UNS Gas

employees holding the following positions:

® Construction and Maintenance Crewman,

L Customer Service Representatife (I & II),
L Dispatcher,

L Material Control Technician,

L Meter Reader,

L] Planner,

L] Service Technician, and:

e ﬁtilityperson.

IREW Local 1116 and UNS Gas have entered .two collective

bargaining agreements dating back to.June of 2004 concerring

rates of pay, wages, hours of employment, and other terms

and conditions of employment.

. In addltlon to representlng the aforementloned employees at

UNS Gas, IBEW Local 1116 also represents hundreds of
employeesvat TEP [a UniSource Energy Corporation
(“UniSource”) company], Southwest Energy Solutions (also a
UniSource'company) Trieo Electric Cooperative, Inc.
(W"Trico”) and Asplundh Tree Expert Company. To learn more

about IBEW Local 1116, I invite you to Vls1t our web51te at

www.libewlll6. com.
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Q4.

Ad.

Q5.
AS.

Q6.
Ab.

HAVE YOU TESTIFIED IN OTHER MATTERS BEFORE THE ARIZONA

CORPORATION COMMISSION®?
Yes. On behalf of IBEW Local 1116, I testified in support

of the 2008 TEP settlement agreement. See generally 2008

Ariz. PUC LEXIS 201. Just last month, I testified in

support of Trico’s pending rate application, Docket No. E-

01461A-08-0430. As my union firmly believes that our

success is inextricably linked to the success of our

represented companies, we are always willing to voice our

public support for them when it is justified, like in this

case, and when it is in our mutually-beneficial interest to

do so.
DO YOU BELIEVE UNS GAS IS A RESPONSIBLE CORPORATE CITIZEN?

Bbsolutely. While by no means perfect, the relationship

between IBEW Local 1116 and TEP is one which is mature and
stable. Tt is clear that this stability has benefitted UNS
Gas, its employees, and customers. In my opinion, the

lmportance of the strong and stable relatlonshlp between a

publlc service corporatlon and its employees cannot be

overstated. I belleve that my oplnlon in this regard is

widely shared.
WHAT IS THE PURPOSE OF YOUR TESTIMONY?

As you know, Article XV, §3 of the Arizona Constitution

-expressly states that the interests of pﬁblic service

employees are on par with those of patrons. It reads as

follows:

The corporation commission shall have full

power to, and shall ... make reasonable
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Q7.

AT.

Q8.

AB.

Q9.

rules, regulations, and orders, by which such
[public service] corporations shall be
goverﬁed in the transaction of business
within the State, and ... make and enforce
reasonable rules, regulations, and orders for
the convenience, comfort, and safety, and the
preservation of the health, of the employees

and patrons of such chporations[.]

On behalf of its own members, as well as thousands patrons
of UNS Gas, IBEW Local 1116 believes this proceeding
provides it with a unique and timely opportunity to express

fo this Commission our qualified support of UNS Gas’s

Application and our reasons for doing so.

DO YOU BELIEVE THAT UNS GAS IS ENTITLED TO AN INCREASE ITS

RATES EFFECTIVE NO LATER THAN DECEMBER 1, 20092

Yes.

PLEASE EXPLAIN WHAE.YOU MEAN BY “THE INCOME TRANSFER

FUNCTION OF RATEMAKING.”

At the most generalized levél, ratemaking distributes wealth

from consumers to utility owners. Thus, one. function of
ratemaking is to affect the amount of money that is
transferred from ratepayers to the shareholders;that own the

utility. 'In other words, ratemaking is not oniy a form of

~price control, it is also a form of‘profit control. I will

‘refer to this'dynamic as the “the ihcome transfer function

of ratemaking.”

WHAT DO ¥YOU BELIEVE OUGHT TO BE DONE WITH UNS GAS’S PAYROLL

4
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A9.

010.

EXPENSE ADJUSTMENT AND PAYROLL TAX EXPENSE ADJUSTMENT?

On page 19, lines 20-25, of Dallas Dukes’ Direct Testimony,
a reference is made to an “estimated péy rate increase that
will go into_effect January 1, 2010” and that “[tlhe pay
rate increase as of January 1, 2010, will be known prior to
the close of the record in this proceeding and prior to

rates going into effect based on a decision in this

‘proceeding.” Because UNS Gas and IBEW .Local 1116 just

recently concluded their contract negotiations regarding,
inter alia, the year 2010, this should assist the Company in

making any adjustments that may need to be made to the

‘Payroll Expense and Payrolls Tax Expense adjustments. In

particular, if the contractually agreed-upon pay increase is
greater than the estimate set forth in the Application, then
Gas ought to seek, and IBEW Local 1116 would fully support,

a.corresponding increase to the Payroll Expense and Payroll

Tax Expense adjustments.

T know that Dallas Dukes believes that “the rate can be

updated if its varies significantly from the estimate” but,

in my opinion, it ought to be updated irrespective of the

size of the discrepancy. Otherwise, public service

corporations, like UNS Gas, would not be allowed to

recuperate their actual increases in the cost of doing

business.

DO YOU BELIEVE THAT UNS GAS OUGHT TO RECOVER A GREATER SHARE

OF ITS FIXED COSTS THROﬁGH A HIGHER FIXED MONTHLY SERVICE

CHARGE"?
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Al10. Yes.
Qll. DOES THIS CONCLUDE YOUR TESTIMONY?

All. Yes.

£:\Nick\Plesding.dizr\Uis=017.Testimonyll Jpid.wpd
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HowSmart Program Page 1 of 1

Midwest Energy, Inc.

Making Energy Work For You

How$martsm

Now you can make efficiency improvements and reduce your Midwest Energy bill at the same time,
often without an up-front capital investment. You don't even need to own the property! How$martsv
provides money for energy efficiency improvements such as insulation, air sealing and new heating
and cooling systems. Participating customers repay the funds through energy savings on their monthly
Midwest Energy bills.

How$marts" program features:

o No up-front capital is required for qualifying investments. ‘ B ¢ L
(Customers have the option of "buying-down" the cost of non- H O W $ ]‘n al t
economic improvements when the projected savings will not
cover the entire cost.)

e Monthly How$mart™ surcharge covers the cost of qualifying improvements. The surcharge is
always less than the projected savings.

¢ The How$marts™ surcharge is tied to the location. If you move or sell the property, the next
customer pays the surcharge. (Full disclosure to subsequent customers is required.)

Participating customers must start with an energy audit to determine potential savings. Midwest
Energy will develop a conservation plan with recommended improvements. Customers may choose
the contractor to complete the work. (Contractors must sign a Contractor Master Agreement, and
tenants must have the written consent of their landlord.)

HowS$marts“ is available to all Midwest Energy residential and small commercial customers. Contact
Kay Unruh at 800-222-3121 or 785-625-1474 to obtain complete program details or to start your

HowS$marts™ project.
How$smarts™ Brochure
Current Participating Contractors

Frequently asked How$marts™ Questions

Midwest Energy is a customer-owned electric and natural gas utility located in central and
western Kansas.

We serve 48,000 electric and 42,000 natural gas customers.

© 2009 Midwest Energy, Inc. 1330 Canterbury Hays, Kansas 67601 800-222-3121

EXHIBIT

http://www.mwenergy.com/howsmart.aspx 8/14/2009



IMproVE Your Homr’s Evergy ErFrcrency Wrry . . . EOQ%M

® WHAT IS How$mart®?

How$mart™is a program that provides
money for energy efficiency

improvements such as insulation, sealing
and heating and cooling systems. program like How$mart$". How$marts" provides money for energy

Customers will repay the funds through efficiency improvements such as insulation, sealing and heating
energy savings on their monthly utility

bill. The monthly surcharge will be less
than the amount of savings. energy savings on their monthly utility bill.

® HOWMUCH ENERGY CAN BE SAVED?

Midwest Energy is the first utility in the nation to voluntarily adopt a

and cooling systems to customers who will repay the funds through

A Midwest Energy Specialist will perform
an audit to identify potential savings

opportunities. The repayment surcharge HowSmart - Base House #3 Investment Options
will be no more than 90% of the

Example of Insulated Base House Monthly Savings compared to Monthly How$mart Surcharge.

projected savings. If there is a change in e i T T ¥ ,w
owner or tenant, the surcharge remains ol o ,
with the improved property. MM =
® WHO CAN USE THIS PROGRAM? m $50 . — 5

The program is available to Midwest & % AT T
Energy electric and/or gas customers in 30
good standing. Itis particularly attractive s TN 1
to landlords and tenants to improve S Nk
energy efficiency and lower utility bills ” Base Option #1 Option #2 Option #3 Option #4 Option #5
with no up front investment. ™ Monthly Savings $0 $65 $19 $33 $84 $65

=@ Monthly Surcharge $0 $55 $13 $21 $76 $45

2400 sq ft, R-7 Attic, 0 Wall Insulation, High Air Leakage, 64% Furnace, 6 SEER A/C

Option 1: New 92% Furnace/14 SEER AC at $5,500 Option 2: R-38 Attic Insulation at $1,320
Option 3: R-38 Attic, Air Sealing at $2,070 Option 4: All Measures at $7,570

www.mwenergy.com/ Option 5: Option #1 with $1,000 down payment from Owner
energyservices.aspx

For MoORE INFORMATION ON
MipwesT ENERGY SERVICES:

EXHIBIT
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FREQUENTLY
ASKED QUESTIONS

® WHAT IS THE FIRST STEP?

An energy audit is the first step in making
your home more energy efficient. An audit
can help you assess. how much energy
your home uses and evaluate what
measures you can take to improve

efficiency.

WHAT IS INVOLVED IN AN AUDIT?

An audit may include duct testing,
combustion analysis, blower door tests,
infrared scans, insulation inspections,
and heating-cooling-ventilation system
{HVAC) size calculations.

YES, | WANT TO PARTICIPATE IN. THE
PROGRAM. WHAT IS THE NEXT STEP?

The next'step is provide bids to Midwest
Energy for the recommended
improvements.

DOES MIDWEST ENERGY RECOMMEND A
CONTRACTOR?

Midwest Energy does NOT recommend
contractors. However, to participate in the
program, a How$mart Contractor Master
Agreement must be on file with Midwest
Energy.

WHEN IS THE SURCHARGE APPLIED TO
MY MIDWEST ENERGY UTILITY BILL?
After the energy improvements have been
made and agreements have been signed,
Midwest Energy will issue payment and
add the surcharge to the utility bill.

mo_,BQmmoé,@fzmz,\Sﬂo_,:,.mzo:“

hitp://www.mwenergy.com/custresources.aspx
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Improve
Your
Home's
tnergy

tfficiency
with
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How $mart”

s

Midwest Energy, Inc.
“Making Energy Work For You”
1-800-222-3121




UNS GAS, INC.'S RESPONSE TO
RUCO'S ELEVENTH SET OF DATA REQUESTS
DOCKET NO. G-04204A-08-0571
July 22, 2009

RUCO 11.32 Refer to Mr. Dukes' rebuttal testimony at page 5.

a. Admit that UNSG’s proposal to fail to offset rate base by the full amount of
Customer Advances is simply inconsistent with prior Commission
decisions, including, but not limited to, Decision No. 70011 in UNSG’s last
rate case. If your response is anything but an unqualified admission,
explain fully and provide supporting documentation.

b. Admit that when UNSG receives a Customer Advance in the form.of
money, it has the use of that non-investor supplied money. If your
response is anything but an unqualified admission, explain fully and
provide supporting documentation.

C. Admit that Customer Advances are a non-investor supplied source of cost-
free capital to the Company. If your response is anything but an
unqualified admission, explain fully and provide supporting documentation.

d. Admit that UNSG does not reduce the CWIP base to which it applies an
AFUDC rate by the amount of Customer Advances related to CWIP. If
your response is anything but an unqualified admission, explain fully and
provide supporting documentation.

e. Admit that Commission Rule A.A.C R 14-2-103, Schedule B-1 requires
Customer Advances to be subtracted from rate base. If your response is
anything but an unqualified admission, explain fully and provide
supporting documentation.

f. Admit that Commission Rule A.A.C R 14-2-103, Schedule B-1 requires
Customer Advances to be subtracted from rate base, without any exception
for Customer Advances related to CWIP. If your response is anything but
an unqualified admission, explain fully and provide supporting
documentation.

g Admit that Customer Advances are non-investor supplied capital when they
are received by the utility. If your response is anything but an unqualified
admission, explain fully and provide supporting documentation.

h. Admit that UNSG does not hold Customer Advances in an escrow account.
If your response is anything but an unqualified admission, explain fully and
provide supporting documentation.

1. Admit that it would be inappropriate for a utility to earn a return on non-
investor supplied capital. If your response is anything but an unqualified
admission, explain fully and provide supporting documentation.

RESPONSE:

®

UNS Gas does not believe that it is inconsistent, as UNS Gas is requesting
only the exclusion of the portion of advances already spent as of the end of
the test year on plant not included in rate base. The Company is arguing
that the portion already spent is not available as zero cost capital as of the
end of the test year, and since the plant it was spent upon is not in rate base,
‘ it is unfair to the Company to reduce rate base.



RESPONDENT:

| WITNESS:

UNS GAS, INC.'S RESPONSE TO

RUCO'S ELEVENTH SET OF DATA REQUESTS

DOCKET NO. G-04204A-08-0571
July 22, 2009

Yes. UNS Gas has the use until it is invested in the projects it was
specifically advanced to fund. UNS Gas has not attempted to exclude any
portion of customer advances not yet spent or spent on plant included in
rate base.

Please see UNS Gas’ response to 11.32.b. above.
UNS Gas does not reduce CWIP by advances prior to calculating AFUDC.

The only suggestion in Rule 103 that Customer Advances should be
deducted from rate base is a line in the form schedule B-1. However, that
schedule does not expressly address the circumstance where the advance is
related to plant that is not yet in rate base. This rule only controls the
general filing format of the rate application, not the final ratemaking
decision by the Commission. (See e.g. Decision No. 69914 (Sept. 27,
2007) approving non-deduction of certain advances from rate base.) The
rule does not -- and should not -- preclude the Commission from exercising
judgment and faimess to insure proper matching and equitable treatment of
the shareholders' capital investments. Deducting advances from rate base
when the advance is related to plant that is not yet in rate base results in a
mismatch and is inequitable because the Company is unable to earn a return
on all of its investment in plant that is in rate base.

Please see UNS Gas’ response to 11.32.e. above.
Please see UNS Gas’ response to 11.32.b. above.
UNS Gas does not hold customer advances received in an escrow account.

UNS Gas is not requesting any returns on non-investor supplied capital in
this proceeding. As the customer advance reduction in rate base is being
interpreted by Staff and RUCO — the Company is being unfairly denied a
return on investor supplied capital in rate base.

Dallas Dukes

Dallas Dukes
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BEFORE THE ARIZONA CORPORATION
Arizona Corporation Commission

COMMISSIONERS
— DOCKETED
MIKE GLEASON - Chairman
WILLIAM A. MUNDELL SEP 272007
GARY PIERCE AL
IN THE MATTER OF THE APPLICATION OF DOCKET NO. W-01303A-05-0718
ARIZONA-AMERICAN WATER COMPANY FOR
APPROVALS ASSOCIATED WITH A DECISION NO. 69914
TRANSACTION WITH THE MARICOPA
COUNTY MUNICIPAL WATER
CONSERVATION DISTRICT NUMBER ONE. :
OPINION AND ORDER

DATE OF HEARING:

PLACE OF HEARING:
ADMINISTRATIVE LAW JUDGE:
APPEARANCES:

S\TWolfe\WaterFinancingOrd\05071800.doc 1

March 2, 2006 (Pre-hearing Conference); August
1, 2006, September 14, 2006 (Procedural
Conferences); December 21, 2006 and March 15,
2007 (Pre-hearing Conferences); March 19, 20,
21 and 26, 2007 (Hearing).

Phoenix, Arizona
Teena Wolfe

Kristin K. Mayes, Commissioner, Arizona
Corporation Commission

Keith A. Layton, Kevin Torrey and Charles
Hains, Staff Attorneys, Legal Division, on behalf
of the Arizona Corporation Commission’s
Utilities Division;

Scott Wakefield, Chief Counsel, and Daniel
Pozefsky, Staff Counsel, on behalf of the
Residential Utility Consumer Office;

Craig A. Marks, CRAIG A. MARKS, P.L.C., on
behalf of Arizona-American Water Company;

Michele L. Van Quathem, RYLEY, CARLOCK
& APPLEWHITE, P.A., on behalf of Pulte
Homes Corporation;

Jeffrey W. Crockett and Bradley S. Carroll,
SNELL & WILMER, L.L.P., on behalf of CHI
Construction Company, Inc., Courtland Homes,
Inc., Taylor Woodrow/Arizona, Inc., and Fulton
Homes Corporation;
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DOCKET NO. W-01303A-05-0718

Franklyn D. Jeans, BEUS GILBERT, P.L.L.C.,
on behalf of Suburban Land Reserve, Inc. and
Fulton Homes Corporation;

Brian J. Schulman and Melissa Goldenberg,
GREENBERG TRAURIG, on behalf of Trend
Homes;

Derek L. Sorenson, QUARLES BRADY
STREICH LANG, on behalf of
Westcor/Surprise, L.L.C.; and

Michael W. Patten and Timothy J. Sabo,
ROSHKA, DEWULF & PATTEN, P.L.C, on

behalf of Maricopa County Municipal Water
Conservation District Number One.

BY THE COMMISSION:
L PROCEDURAL HISTORY

A. INITIAL APPLICATION

On October 11, 2005, Arizona-American Water Company (“Arizona-American” or
“Company”) filed with the Arizona Corporation Commission (“Commission”) the above-captioned
application. The application requested certain approvals associated with a transaction with the
Company’s Agua Fria Water District and the Maricopa County Municipal Water Conservation
District Number One (“MWD?”) in order to enable the Company to obtain treatment of a portion of
the Company’s Central Arizona Project (“CAP”) water allocation at a planned regional water
treatment facility. The October 2005 application stated that MWD proposed to construct a regional
water-treatment facility known as the White Tanks Regional Water Treatment Facility to treat surface
water delivered over CAP facilities. In association with the planned transaction with MWD, the
Company requested Commission approval of the issuance of evidence of indebtedness in the amount
of approximately $37,414,000 for a 40-year capital lease obligation with an interest rate of 275 basis
points over the long-term Treasury Bond rate; approval of the transfer of certain assets to MWD; and
approval of proposed increases to and extension of the Company’s existing Water Facilities Hook-Up
Fee Tariff assessed to new-home construction. In association with the capital lease, the Company
also sought Commission approval of its proposed ratemaking treatment and recovery method for
capital and operating costs, and a prudence finding.

By Procedural Order issued December 19, 2005, a procedural schedule was set for the
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processing of the application, which included a hearing on the application, public notice
requirements, and intervention deadlines. The Residential Utility Consumer Office (“RUCO”)
requested and was granted intervention. No other intervention requests were filed at that time. On
February 10, 2006, RUCO filed direct testimony on the October 11, 2005 application, and the
Commission’s Utilities Division Staff (“Staff”) filed a Staff Report on the October 11, 2005
application.

On March 2, 2006, at the Pre-Hearing Conference, the Company indicated that issues had

arisen between the Company and MWD, and requested that the procedural schedule in this matter be

Ao RN - 2 I W ¥, B - N VS B

suspended pending their resolution. By Procedural Order issued March 2, 2006, the Company’s

p—
<

request to suspend the procedural schedule was granted.

[y
[—y

B. REVISED APPLICATION

—
[ NS

Following the March 2, 2006, suspension of the procedural schedule, the Company filed

—t
Lo

several status reports. A Procedural Conference was convened on August 1, 2006. The Company,

—
E=N

RUCO and Staff attended and discussed procedural issues related to the processing of the Company’s

s
W

application.

[
N

On September 1, 2006, the Company filed a Revised Application in this docket. The Revised

[
~

Application indicates that the Company plans to construct a White Tanks Regional Water Treatment

—
=)

Facility (“White Tanks Project”™), not in association with MWD. The Revised Application requests,

—
=]

for the Company’s Agua Fria District, relief in the form of an adjustment to its existing Water

Facilities Hook-Up ‘Fee for new home construction. The Revised Application also requests

NN
_ O

accounting orders related to the planned water treatment facility, and requests that the Company be

[\
N

ordered to make certain associated filings as a part of its previously-ordered 2008 rate case filing for

[ 304
w

its Agua Fria District.

N
B

On October 27, 2006, Staff filed a Staff Report and Staff Recommended Order,

N
(9]

recommending apprdval of the Company’s proposed hook-up fee and accounting order as requested

[\
[=))

in the Revised Application.

N
~

Between October 23, 2006 and December 6, 2006, Applications to Intervene in this

[N
o0

proceeding were filed by Pulte Homes Corporation (“Pulte”), CHI Construction Company, Inc.
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(“CHI), Courtland Homes, Inc. (“Courtland”), Taylor Woodrow/Arizona Inc. (“Taylor Woodrow™),
Trend Homes, Inc. (“Trend”), Fulton Homes Corporation (“Fulton™), Suburban Land Reserve, Inc.
(“Suburban™), and Westcor/Surprise, LLC (“Westcor/Surprise”) (jointly, “Developers”).

On November 8, 2006, MWD filed an Application for Leave to Intervene. Initially, the
Company opposed MWD’s intervention, but withdfew its opposition in its November 29, 2006
Request for Expedited Hearing.

The hearing in this matter convened as scheduled on March 19, 2007, before an authorized
Administrative Law Judge of the Commission, and concluded on March 26, 2007. The parties
appeared through counsel, presented testimony, and cross-examined witnesses.

Following the hearing, on March 28, 2007, MWD filed Late-Filed Exhibits D-52 and D-53.
Arizona-American, Pulte, Trend, CHI, Courtland, Taylor/Woodrow, Fulton, Suburban, Westcor,
MWD, RUCO, and Staff filed closing briefs, and Arizona-American, CHI, Courtland,
Taylor/Woodrow, Trend, MWD, and RUCO filed reply briefs. On April 30, 2007, Arizona-
American filed a Supplement to Reply Brief. The matter was subsequently taken under advisement
pending the submission of a Recommended Opinion and Order to the Commission.

IL. POSITIONS OF THE PARTIES

A. ARIZONA-AMERICAN

Arizona-American states that continued reliance solely on groundwater in its Agua Fria Water
District would be imprudent due to accelerated groundwater ‘level declines, land subsidence,
declining well production rates, and the increasing number of wells not meeting Safe Drinking Water
Act water quality standards (Revised Application, Exh. A-2 at 3-4). The Regional Water Supply Plan
released by WESTCAPS! in April 2001 concluded that the area’s water suppliers should maximize
use of CAP water and other surface water resources, and recommended the construction of regional

treatment facilities to treat that water (Exh. A-2 at 4-5).

! According to the mission statement on its website, “WESTCAPS is a coalition of CAP subcontractors most of whom
serve drinking water to communities in the west Salt River Valley. WESTCAPS' mission is to develop workable
alternatives for its members to provide their customers with a cost effective, sustainable, reliable, and high quality water
supply through partnerships and cooperative efforts in regional water resource planning and management, emphasizing
CAP utilization” (See http://www.westcaps.org/public/defauit.cfim). The website lists Arizona-American as a member of
WESTCAPS, and lists MWD as an advisor to WESTCAPS.
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Arizona-American holds a CAP water subcontract for 11,093 acre-feet per year, and has
designed the White Tanks Project to treat CAP water for distribution to its customers in its Agua Fria
District (Jd.). The Company has a construction contract in place for construction of the plant (Direct
Testimony of Joseph E. Gross, Exh. A-4 at 4) and permitting of Phase I of the plant is essentially
complete (Exh. A-2 at 6). The White Tanks Project is designed to treat 13.5 million gallons per day
(“MGD”) in Phase I(a). It is expandable to 20 MGD in Phase I(b) with the addition of one more
treatment-unit train, and eventually the White Tanks Project can accommodate the addition of three
additional 20 MGD phases, for a total treatment capacity of 80 MGD at the 45-acre plant site (/d. at
5-6). Arizona-American purchased the White Tanks Project site in 2002 after WESTCAPS identified
the site for a treatment facility based on its canal location and its proximity to multiple water provider
service areas (Id. at 5).

Arizona-American’s witness testified that the Company has spent more than six million
dollars for land acquisition, the completed design, permitting, company labor and overhead, and has
spent over ten million dollars on a completed thirteen mile long north-south water transmission main
which will deliver treated water from the White Tanks Project to other transmission mains located
throughout the Agua Fria District service area (Exh. A-4 at 5). Arizona-American projects that the
White Tanks Project will be needed in May 2009 to meet expected customer demand for summer
2009 (/d. at 6). |

1. Water Facilities Hook-Up Fee

The Company requests that the Commission increase the existing Water Facilities Hook-Up
Fees applicable in the Company’s Agua Fria Water District, based on the fair-value finding for the
Agua Fria District in Decision No. 67093 (June 30, 2004), as follows:

Existing Proposed
Water Facilities Water Facilities

Meter Size Hook-Up Fee Hook-Up Fee
5/8 x 3/4-inch $ 1,150 $ 3,280
3/4-inch 1,725 : 4,920
1-inch 2,875 8,200
1 1/2-inch 5,750 16,400
2-inch 9,200 26,240
3-inch 18,400 52,480
4-inch 28,750 82,000
6-inch or larger 57,500 164,000




(Vo R RS R~ S W N S e

NN N NN NN N N e e e e e R e ek ke e
0 ~1 AN W b W ON = O VNN s W N~ O

DOCKET NO. W-01303A-05-0718

Arizona-American believes that its proposal to finance the White Tanks Project with hook-up
fees, which will be treated as contributions in aid of construction (“CIAC”), is equitable because
customer growth is largely driving the need for the plant (Surrebuttal Testimony of Thomas M.
Broderick, Exh. A-7 at 7). The Company asserts that the amount of the hook-up fee increase it is
requesting is reasonable because it is in line with fees charged by West Valley municipal water

providers (See Exh. A-2 at 9-10; See also Direct Testimony o_f Mike Brilz, Exh. P-1 at 5 and

attached Exhibit).
2. Accounting Requests
a. Post-in-Service Allowance for Funds Used During Construction
(“AFUDC™) ’

Arizona-American requests that the Commission authorize the Company to record post-in-
service AFUDC on the excess of the construction cost of the White Tanks Project (including
development, site acquisition, design, company labor, overheads, and AFUDC) over the amount of
directly related hook-up fees collected through December 31, 2015, or the date that rates become
effective subsequent to a rate case that includes 80 percent (based on estimated cost) of the White
Tanks Project in rate base, whichever comes first. The Company also requests that, in order to avoid
depressing the Company’s earnings and increasing its revenue requirement, the Company be allowed
to defer post in-service depreciation expense in excess of the associated amortization of
contributions. Additionally, the Company requests that it be allowed to propose, in its next rate case
filing for the Agua Fria Water District, specific accounting entries to meet this objective.

The application states that when the plant is completed, there will still be a significant
shortage between capital expenses and hook-up fees (Exh. A-2 at 11). The Company requests the
ability to book post-in-service AFUDC in order to keep it whole on its investment until such time that
the accumulated hook-up fees are sufficient to fund the entire plant balance. This treatment will not
affect customer rates because the additional post-in-service AFUDC will later be completely offset by
hook-up fee funds.

b. Rate Base — Excess Contribution Exclusion

Arizona-American requests authorization to exclude from rate base the contribution balance
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of hook-up fees directly related to the White Tanks Project collected subsequent to the effective date
of a decision in this case over the aggregate of (1) construction expenditures (including development,
site acquisition, design, company labor, overheads, and AFUDC) for the same period that are
included in rate base and (2) any costs deemed imprudently incurred from contributions used to
calculate rate base until December 31, 2015.

The Company states that because construction work in progress (“CWIP”) is not typically
included in rate base, the collected hook-up fees should not be considered to be CIAC until a
corresponding amount of plant, funded by hook-up fees, enters service (Exh. A-2 at 11). Otherwise,
the CIAC balance would grow faster than rate base, causing rate base to decline rapidly as hook-up
fees are collected, only to then bounce back as plant enters service (Jd.).

3. 2008 Rate Filing Requirements
a. Revised Hook-Up Fee Proposal

Arizona-American requests that the Commission require Arizona-American, as part of its
2008 Agua Fria rate case filing, to include a proposal to adjust the Water Facilities Hook-Up Fee

Tariff, based on information known to that date, including:

1) Actual to-date and remaining plant costs;.
2)  The effects of any third-party treatment contracts;
3)  Actual hook-up fee collections;

4) Revised projected customer additions and meter preferences;
and ' }

5)  Future Agua Fria Water District capital requireinénts.
The Company states that this will allow the Commission to resét the hook-up fees as
necessary, based on the best information available at the time.
| b. Operation and Maintenance (“O&M™) Expense Recovery Mechanism
Arizona-American requests that the Commission require Arizona-American, as part of its
2008 Agua Fria rate case filing, to include a proposed mechanism, similar to the Commission’s
arsenic cost recovery mechanism (“ACRM?”) procedure, to defer and subsequently recover O&M

expense incurred for the White Tanks Project until such expenses can be placed in base rates.
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The Company estimates that the O&M costs for the White Tanks Project will be
approximately $1.5 million per year, base on current media, electricity, and other costs.

4. MWD Treatment Facility

Arizona-American requests that the Commission find that it would be imprudent for Arizona-
American, instead of building its own water treatment facility, to purchase treatment services from
MWD at the water treatment facility MWD has proposed in this proceeding. Arizona-American
disagrees with MWD’s assertion that its plant will cost less than Arizoné—American’s, and believes
that MWD’s cost estimate is seriously flawed. In addition, Arizona-American states that the
proposed MWD plant site would require Arizona-American to construct additional interconnection
facilities, which would increase Aﬁzona-American’é costs.

The Company calculates that MWD proposal to build a treatment plant and have Arizona-
American purchase treatment capacity would require a large rate increase (an additional
$21.07/month) for all of Arizona-American’s customers (Surrebuttal Testimony of Thomas
Broderick, Exh. A-7 at 6). Arizona-American argues that if it were to purchase capacity from MWD
and construct the additional facilities that would be required to make such a purchase possible, the
Company would have to file a rate application in order to recover the increased costs (/d. at 7-8), and
would experience regulatory lag in the cost recovery.

Arizona-American argues that MWD’s assertions that building the plant with hook-up fee
financing would harm the Company’s financial strength are speculative and not supported by the
evidence in this proceeding. The Company also disagrees with MWD’s opinion that the hook-up fee
proposal would violate the fair value requirement of the Arizona Constitution, and points out that the
Company is seeking to increase the amount of the current hook-up fee, which was initiated outside a
rate case, based on the fair value finding in Decision No. 67093 (June 30, 2004). The Company
states that its proposal to finance the White Tanks Project with hook-up fees places the costs on new
customers, whose addition to the system is causing the neced for the plant. Arizona-American
believes this is preferable to placing the costs on both existing and new customers, which it asserts
would be the result if Arizona-American were to purchase treatment capacity from an MWD plant
(Id at 7). '
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The Company is also concerned with the possibility that a capacity commitment for a large
portion of an MWD plant would require the agreement to be treated as a capital lease, iﬁ which case
the lease asset would be included in rate base to recover the asset as well as lease costs, further
exacerbating the rate burden on customers and the regulatory lag impact oh the Company (Co. Br. at
20-21).

Arizona-American further asserts in support of its position that the proposed MWD plant has
yet to be designed; MWD’s proposed construction schedule is overly optimistic and unreliable due to
the conceptual nature of the proposed plant; Arizona-American would not be the operator of MWD
plant; MWD?’s irrigation wells would not provide back-up water drinking water supplies without
extensive additional treatment costs; the proposed MWD plant site would eventually require costly
expansion of the Beardsley Canal; MWD lacks experience in designing, operating, or constructing
potable water treatment facilities; MWD has not acquired customers for its proposed plant; and
MWD has no obligation to construct the plant and is not subject to the Commission’s jurisdiction (/d.
at 21-28). |

Arizona-American also states that requiring Arizona-American to deal with MWD would put
the Company in a disadvantageous bargaining position (Id. at 28-29). Arizona-American opposes
each item of relief requested by MWD in this proceeding.

B. MWD

MWD states that it has a demonstrated history of providing essential and reliable water and
electric services at low cost, and asserts that it will bring its record of service of more than 75 years to
its plans to construct a regional water treatment plant for Phoenix’s West Valley. MWD asserts that
its service area is rapidly changing, that it must adapt in order to continue to fulfill its purpose of
serving its landowners, and that part of MWD’s response to the changes in its service area is
construction of a regional surface water treatment plant. MWD states that it plans to utilize the plant
to treat its own Agua‘ Fria surface water, which must be used for the benefit of the landowners of
MWD.

MWD’s witness testified that MWD will build the plant regardless of other customers it may
serve (Surrebuttal Testimony of James R. Sweeney, Exh. D-46 at 3). MWD states that it would
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provide treatment services to Arizona-American vfor the Company’s CAP allocation if it reaches an
agreement with Arizona-American. ‘MWD has not finalized any service contracts, but its witness
testified that MWD is in “an advanced state of discussions” with the City of Goodyear, which has
given a verbal commitment to the project, subject to working out a satisfactory contract, to treat that
city’s CAP allocation (Direct Testimony of James R. Sweeney, Exh. D-45 at 5). MWD states that it
will contract with other water providers in the area who desire treatment services (Jd.).

MWD states that Arizona-American has not provided it with a firm price for treatment of
MWD’s surface water (MWD Reply Br. at 8), but argues that its planned plant will cost less than the
plant proposed by Arizona-American (MWD Br. at 9-11). MWD asserts that its plant will have
lower construction costs, lower operating costs, and lower financing costs than Arizona-American.
MWD also states that it would provide a “landowner credit” to reduce customers’ bills (/d. at 9).
MWD argues on brief that its proposed larger plant site will allow a larger buffer area than Arizona-
American’s proposed site (/d. at 12-13).

MWD disagrees with Arizona-Arherican regarding the rate impact on Arizona-American’s
customers if Arizona-American were to purchase capacity from an MWD regional plant as opposed
to going forward with its own plans for constructing the White Tanks Project. MWD disputes the
assumptions in Arizona-American’s analysis regarding MWD recovery of its capital costs (See Tr. at
217-218: Tr. at 485); regarding the date MWD plant would come on line (See Tr. at 218-219;
Surrebuttal Testimony of James P. Albu, Exh. D-44 at 7); regarding the amount of land costs that
MWD would recover in its charges for treatment services (See Tr. at 219; Tr. at 577-78, 221-222,
Exh. D-7); and regarding the additional cost to Arizona-American related to use of MWD’s plant
instead of Arizona-American’s White Tanks Project (See Tr. at 222-223; Exh. D-44 at 8; Tr. at 142;
Exh D-4; Tr. at 125-128). MWD asserts that access to its Agua Fria surface water will be available
only at MWD plant (See Tr. at 55), and therefore, Arizona-American will be required to build
facilities to access MWD’s Agua Fria that surface water in any event. In its reply brief, MWD posits
that if Arizona-American purchases Agua Fria surface water from MWD, the parties can work
together to minimize use of the 60 groundwater wells owned by MWD, but that “[tJhe opportunity

will be lost if Arizona-American goes it alone and builds a separate plant” (MWD Reply Br. at 9).

69914

10




DOCKET NO. W-01303A-05-0718

1 MWD argues that Arizona-American’s plan to construct the plant will lower the Company’s
| 2 | equity ratio, and will result in high levels of contributed plant (MWD Opening Br. at 14-15). Based
3 | on its view that no hook-up fees are necessary, MWD asserts that it would not be just and reasonable
4 lto require increased hook-up fees. MWD also argues that the proposed hook-up fee proposal is not
‘ ; 5 | revenue neutral, that the hook-up fees are “rates” and that the Commission cannot adopt Arizona-
‘ 6 [ American’s proposed hook-up fee without a fair value finding. MWD does not seem opposed to the
| p
7 { concept of a hook-up fee; however, as it suggests that the Commission could approve a hook-up fee
8 [ to cover the extra cost Arizona-American claims it would incur to purchase treatment capacity from
9 | MWD instead of building its own plant (MWD Reply Br. at 11).
10 In its closing brief, MWD alleges that Arizona-American is violating its existing hook-up fee
11 | tariff when it requires developers to contribute wells or collect advances for offsite projects (/d. at
12 §19). MWD is also opposed to Arizona-American’s requested accounting orders on the grounds that
13 | they are “unprecedented” (/d.).
14 MWD requests that the Commission grant it the following relief:
15 1) Deny Arizona-American’s request to increase its hook-up fee;
16
2) Deny Arizona-American’s request for an accounting order to accrue AFUDC,;
17
3) Deny Arizona-American’s request for an accounting order to delay recognition
18 of CIAC until related plant is in service;
19 4) Deny Arizona-American’s request that it be ordered to include a proposal for
20 an O&M Expense Adjustor in its next rate case for its Agua Fria division;
21 5) Authorize Arizona-American to reflect the margin credit proposed by MWD
- on the bills for Arizona-American’s Agua Fria Division;
23 6) Direct Arizona-American to cooperate in developing and administering the
margin credit program;
24
| 7 Order Arizona-American to account for all advances and contributions it has
25 received for off-site facilities beyond those collected through its off-site hook-
% up fee after that tariff went into effect;
27 8) Order Arizona-American to refund all advances and contributions it has
| received for off-site facilities beyond those collected through its off-site hook-
up fee after that tariff went into effect; and

B
=<}
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9) If the Commission grants any of Arizona-American’s requests, then in the
alternative, MWD requests that, in order to protect Arizona-American’s
customers, the Commission order the following:

A) Any hook-up fees collected by Arizona-American should be subject to
refund, should the Commission determine in a rate case that lower fees are
appropriate, or should the courts find the fee increase to be invalid;

B) To guarantee Arizona-American’s ability to make the refund, it should be
ordered to post a bond in the amount of the estimated hook-up fee
collections for the next five years;

C) The Commission should make clear that O&M costs for Arizona-
American’s plant will be evaluated under the Commission’s traditional
ratemaking methods;

D) The Commission should rule that no portion of the cost of Arizona-
American’s plant will be allowed in rate base; and

E) The Commission should rule that it will not allow an increased cost of
capital due to financial weakness caused by Arizona-American building the
plant.

C. DEVELOPERS

1. Stipulation Regarding Paid Hook-Up Fees

Courtland, Taylor Woodrow, CHI, Trend, and Arizona-American stipulated that Arizona-
American will not impose or seek to impose higher hook-up fees on the following developer projects,
for which Arizona-American has entered into Water Facilities Line Extension Agreements (“LXAs”)
which are at operational acceptance for purposes of the LXAs, and for which the developers have
already paid hook-up fees under Arizona-American’s existing hook-up fee tariff: Greer Ranch North
(Courtland), Sycamore Farms (Taylor Woodrow), Sarah Ann Ranch (CHI), and Cortessa (Trend).
The parties further stipulate that any future true-ups to hook-up fees already paid for those developer
projects will be based on the Commission-approved tariff that existed at the time the original
payment was made. The above-described stipulation was admitted to the record in this proceeding as
Hearing Exhibit A-1 (“Stipulation”).

CHI, Courtland, and Taylor Woodrow disagree with the statement in MWD’s closing brief

that adoption of the Stipulation “will result in hook-up fees not being collected from many properties
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- the same properties that will be the first to develop.” CHI, Courtland, and Taylor Woodrow assert
that MWD’s statement is inaccurate, and that the Stipulation will not result in Arizona-American
foregoing revenue to which it otherwise would have been entitled.

Trend also disagrees, stating that the result of the Stipulation would not be to waive collection
of hook-up fees, as claimed by MWD, but that it simply provides clarification for developers who
have already paid 100 percent of the required hook-up fees.

We find the terms of the Stipulation entered by with CHI, Courtland, Taylor Woodrow,
Trend, and the Company to be reasonable, because they provide clarification for the Company and

for developers who have already paid 100 percent of the required hook-up fees.

2. CHI, Courtland, and Taylor Woodrow

CHI, Courtland, and Taylor Woodrow are all currently developing projects in Arizona-
American’s Agua Fria District, and have each entered into LXAs with Arizona-American for the
provision of water utility service to their projects. CHI, Courtland, and Taylor Woodrow agree that
there is an immediate need and necessity for the proposed surface water treatment plant, but take no
position on whether Arizona-American or MWD should construct the plant or operate the plant.

CHI, Courtland, and Taylor Woodrow request that the Commission’s Decision in this matter
reflect that Arizona-American may not charge them new hook-up fees to the extent that they have
already paid hook-up fees based upon Arizona-American’s existing tariff pursuant to the terms of
their respective LXAs or other agreements.

CHI, Courtland, and Téylor Woodrow also request that the Commission address, in this
Decision, three additional issues related to water supply for developers. They request that the
Commission preclude Arizona-American from instituting a new service moratorium and require
Arizona-American to set meters in circumstances where the developer has supplied the required
water to serve the increased demand of a new project.

CHI, Courtland, and Taylor Woodrow also request that the Commission order Arizona-
American to use its best efforts to work with MWD to obtain both short-term and permanent water
supplies to negate (where possible) the requirement that additional wells must be drilled during

construction of the surface water treatment plant and thereafter.
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Lastly, CHI, Courtland, and Taylor Woodrow request that the Commission order Arizona-
American to review its existing LXAs and other agreements in the Agua Fria District which require
developers to drill new wells in order to determine whether the agreements should be amended to
reduce the number of required wells.

It is reasonable to require the Company to address the three issues related to water supply
raised by CHI, Courtland, and Taylor Woodrow set forth above.

3.  Trend

Trend is currently in the process of building homes on lots located in Arizona-American’s
Agua Fria District, and has paid hook-up fees in association with its development project. Trend
requests that the Commission confirm the terms of the Stipulation. As stated above, we find the
terms of the Stipulation reasonable.

4. Fulton, Suburban and Westcor/Surprise

Fulton is currently developihg a portion of a master-planned community known as Prasada,
located in Arizona-American’s Agua Fria District. Suburban and Westcor/Surprise are developing a
mix of retail centers, a regional shopping center, an auto mall, office complexes, medical facilities,
neighborhood grocery and service retail centers, and some medium- to high-density residential
components located in Arizona-American’s Agua Fria District. ~ Fulton, Suburban and
Westcor/Surprise agree that there is an immediate need and necessity for the proposed surface water
treatment plant, but take no position on whether Arizona-American or MWD should construct the
plant or operate the plant.

Fulton, Suburban and Westcor/Surprise take the position that regardless of when the plant
becomes operational, Arizona-American should be precluded from instituting a new service hook-up
moratorium on any project where the developer provides the “wet” water supply for the particular
project pursuant to an LXA between Arizona-American and a developer. They make the same
request as CHI, Courtland, and Taylor Woodrow that the Commission’s Decision in this proceeding
preclude Arizona-American from instituting a new service moratorium in such circumstances, and
that the Decision order Arizona-American to continue to set meters at any development that has

provided the required water supply for such development pursuant to the terms of the LXA or other
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agreement between Arizona-American and the developer.

Fulton, Suburban and Westcor/Surprise join CHI, Courtland, and Taylor Woodrow in their
request that the Commission order Arizona-American to use its best efforts to work with MWD to
obtain both short-term and permanent water supplies to negate (where possible) the requirement that
additional wells must be drilled during construction of the surface water treatment plant and
thereafter.

Fulton, Suburban and Westcor/Surprise also join CHI, Courtland, and Taylor Woodrow in
their request that the Commission order Arizona-American to review its existing LXAs and other
agreements in the Agua Fria District which require developers to drill new wells in other to determine
if the agreements should be amended to reduce the number of required wells.

Fulton, Suburban and Westcor/Surprise further request that Arizona-American be ordered to
review, in conjunction with its review of existing LXAs and before Arizona-American requires
developers to drill new wells, less costly alternatives for the utility to supply water for new
developments to minimize and otherwise supplant the number of new wells that will need to be
drilled in the Agua Fria District, with such review to include the proposed 3.5 mile contingency
pipeline alternative in relation to the requirement for new wells to be drilled in the southern portion of
the Agua Fria District.

The witness for Suburban -and Westcor/Surprise testified that in order to meet the current
requirements of Arizona-American and MWD, it must drill nine new potable wells in an area where
there is poor water quality and capacity (Surrebuttal Testimony of Scott Wagner at 4). Suburban and
Westcor/Surprise believe this is attributable to the lack of coordinated effort in the region. Fulton,
Suburban and Westcor/Surprise request that the Commission order Arizona-American to coordinate
with all interested parties in a regional planning process to assist the Commission in addressing
groundwater issues in conjunction with construction of the surface water treatment plant.

The additional requests made by Fulton, Suburban and Westcor/Surprise in regard to water
supply issues are reasonable, and we will require the Company to address the two additional issues

set forth above.
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5. Pulte

Pulte is developing or building homes in several locations in Arizona-American’s Agua Fria
Water District. Pulte states that it supports the expedited construction of a surface water treatment
facility in the West Valley. Pulte takes the position that if the hook-up fee request is granted, the
amount should hot exceed Staff’s proposed graduated fees starting at $3,280 for a 5/8 x 3/4 - inch
meter.

Pulte also requested, on brief, that the Commission require Arizona-American to insert new
language in its tariff to indicate that the hook-up fee changes effective in 2007 will not be charged
retroactively, and requiring that hook-up fees be offset by the cost of the off-site facilities (non-
distribution facilities) contributed to Arizona-American. Arizona-American responds that the issue
of offsetting hook-up fees by the cost of off-site facilities is presently resolved on a case-by-case
basis in each developer’s LXA. The Company states that the LXA specifies the amount of hook-up
fee credit to be applied, if any, and that the LXA is then submitted to the Commission for approval.
Arizona-American does not believe that a blanket requirement of a hook-up fee offset is appropriate.
The Company argues that alteration of the Company’s administration of its hook-up fee offsets is not
appropriate in this case, because the issue was not noticed in this proceeding and no evidence has
been submitted on the issue.

We agree with Arizona-American that there was not sufficient evidence presented on this
issue to inform a determination on whether Pulte’s request for mandatory hook-up fee offsets should
be granted. We note that processes currently exist to aid parties in coming to a resolution of issues in
dispute between Pulte and the Company. If parties to an LXA are unable to come to an agreement on
LXA issues, the parties may avail themselves of the Commission’s informal dispute resolution
processes, or may resort to the filing of a formal complaint, if necessary.

D. RUCO

RUCO supports Commission approval of Arizona-American’s hook-up fee proposal outlined
in the Revised Application to finance the cost of the White Tanks Project. RUCO believes the
proposal is in the ratepayers’ best interests and is fair to the Company. In support of its position,

RUCO states that the Company needs to serve its customers; construction of a treatment plant is
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necessary to meet the Company’s service requirements; the Company is unable to finance the plant at
this time; and financing the plant through hook-up fees, which will be treated CIAC, is a cost-free
source of financing, which has the effect of lowering customer rates because CIAC is not placed in
rate base.

Of the two hook-up fee options proposed by the Company, RUCO prefers the second option,
which would start at $4,700 for a 5/8 by 3/4-inch meter, because it would result in smaller accruals of
AFUDC, which temporarily flows into customers’ rates. RUCO does not object to Arizona-
American’s proposal to seek, in its upcoming 2008 rate case filing, adjustments to the hook-up fees
and a mechanism for recovery of O&M costs, but requests that if the Commission approves this
proposal, that the Decision indicate that the Commission is not predetermining the appropriateness of
any such hook-up fee modifications or O&M cosf recovery mechanism.

RUCO states that it has no objection to the issuance of an accounting order as requested by
the Company, and that it does not object to the Company seeking adjustments to the hook-up fees and
a mechanism to recover O&M costs for the White Tanks Project in its 2008 rate case.

RUCO opposes MWD’s request to deny the Company’s hook-up fee proposal, arguing that
the Company, not MWD, is responsible for building the plant necessary to serve its customers.
RUCO states that in the event the Commission grants the Company’s hook-up fee requests, RUCO
does not object to conditions 9(A) and (B) as proposed by MWD. RUCO objects to the remaining
conditions proposed by MWD (9(C-E)) on approval of a hook-up fee, based on RUCO’s belief that
the Commission should not determine the issues raised by those proposed conditions outside of a rate
case. |

RUCO asserts that MWD’s request that the Commission compare the Company’s and
MWD’s cost estimates should be rejected as unreasonable and confrary to ratemaking principles.
RUCO states that MWD’s request constitutes a request for a prudence determination. RUCO argues
that the Commission need not, and should not, determine the prudence of the Company’s decision to
build the White Tanks Project in this proceeding. RUCO argues that while evidence was presented in
this proceeding regarding estimated costs, and regarding the parties’ respective motivations for

building the plant, it is the Company, and not MWD, which is responsible for serving the Company’s
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customers. RUCO is concerned that MWD, as an entity not regulated by the Commission, is not
subject to the Commission’s oversight, either for the rates it will charge or for future disposal of the
plant. RUCO points out that if Arizona-American were to purchase capacity from a plant built by
MWD instead of building the plant itself, MWD would have greater bargaining power than the
Company, because it would be the sole source of treatment capacity for the area. RUCO states that
this situation could lead to unnecessarily high rates for Arizona-American’s customers.

E. STAFF

Staff believes that the Commission needs to decide only a single issue in this matter: whether
to grant Arizona-American’s application to fund construction of a surface water treatment facility
through an increase in hook-up fees for the Company’s Agua Fria Water District. The Agua Fria
Water District is located in an Active Management Area (“AMA”), which makes use of surface water
to serve this territory an attractive option for the Company, provided the treatment can be
accomplished economically. Staff evaluated the Company’s application and determined that
Arizona-American’s proposal for constructing and financing the plant is a viable proposal. Staff is
recommending approval of the Company’s requested relief. ‘

Staff therefore believes it is unnecessary for the Commission to consider the evidence and
analysis presented by MWD regarding its estimates of which entity can more economically build a
water treatment facility because MWD is not regulated by the Commission. Staff argues that not
only is such consideration of the economic comparison unnecessary, but that it would be
inappropriate. ~ Staff points out that the current dispute has come about due to non-cooperation
between twd competing utility interests, one of which is not reguiated. Staff argues that under these
circumstances, a Commission determination on the basis of waste to the general public finances
would be a very difficult standard to enforce in a regulatory scheme based upon regulated
monopolies.

Staff argues that a comparison of MWD’s proposal with the Company’s plan is therefore
largely irrelevant. Staff further argues, however, that even if the Commission were to consider such a
comparison, Arizona—American’s plan is superior, both in design and from a financial standpoint.

Staff points out that as of the date of the hearing, MWD’s proposal lacked specific detail, even as to
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its proposed size, and that plans for MWD’s proposed plant were not available in any firm form. In
contrast, Arizona-American’s proposal for a 13.5 MGD plant, consisting of three trains at 6.67 MGD
each, has already been designed, competitively bid, and awarded to the lowest bidder. Staff argues
that because MWD’s proposal lacks specifics and has not been finalized, financial comparison is also
difficult. Regarding financing costs, Staff states that the range of interest rates from 3 1/2 to 5
percent that MWD claims are available to it would in any event be more expensive than the
Company’s proposed hook-up fee financing, which is regarded as zero cost capital (See Tr. at 647-
648). In further support of its position, Staff points to the inability of MWD’s financial witness to
ascertain that the figures he was given to use as inputs to calculate the rates MWD would charge for
water treatment are the actual figures MWD would use in its business dealings with the water
companies or with its customers (See Tr. at 368-369).

Staff is recommending approval of the Company’s requested relief, based on its evaluation of
the Company’s application and Staff's determination that Arizona-American’s proposal for
constructing and financing the plant is a viable proposal. Staff does not believe that it would be
appropriate for the Commission to make a determination regarding whether Arizona-American or
MWD should build the regional plant. However, Staff recommends that in the event the Commission
were to follow MWD’s suggestion to compare cost estimates and somehow “allow” only one plant to
be built, Arizona-American’s application should also be approved, based on Staff’s evaluation that
the evidence supports the plant being built by Arizona-American. ‘

III. ANALYSIS

No party disputes that MWD is, as it describes itself, “a critical link in the water supply of the
west valley region,” or that MWD has provided excellent and low cost service for many years. The
Commission respects MWD’s record of service to its landowners and its continued commitment to its
landowners through its ownership of the Beardsley Canal, creation of Lake Pleasant, and ownership
of Agua Fria surface water rights.

In the context of this case, however, MWD’s speculations regarding the costs of the two
“competing” plans for surface water treatment plants are not helpful to our determination whether it

serves the public interest to approve Arizona-American’s financing proposal. As RUCO states in its
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reply brief, Arizona-American is not requesting authority to build the plant. The request before us is
a narrow one. Arizona-American seeks a grant of authority to institute a method of financing the
construction of the White Tanks Project. In no small part due to MWD’s participation in this
proceeding, we have before us a record that clearly demonstrates the reasonableness and viability of
Arizona-American’s proposal for constructing and financing the White Tanks Project.

No party to this proceeding disagrees with MWD that it has a long history of low utility rates,
a public purpose of serving the landowners of MWD, and a democratic structure. MWD argues that
these factors demonstrate that MWD would not charge Arizona-American rates for treatment services
higher than Arizona-American’s cost of service. However, we must take into consideration the facts
that MWD’s purpose and duty is to serve not Arizona-American’s ratepayers, but its landowners, and
that MWD is governed by an elected board not subject to the Commissjon’s jurisdiction. In contrast
to MWD’s duty to its landowners and self-governance structure, Arizona-American is a public
service corporation with a legal duty to provide adequate service to its customers at reasonable rates,
while subject to the Commission’s ratemaking and regulatory authority. MWD is not subject to the
same legal obligations regarding rates as Arizona-American. In addition, there is no contractual
agreement in place to assure either the Company or the Commission of a firm price that MWD would
charge for treatment services. We acknowledge MWD’s argument that Arizona-American likewise
has not provided MWD a firm treatment price. However, the ramifications of the lack of a firm price
differ for a non-regulated versus a regulated entity. While the Commission has ongoiﬂg oversight
over Arizona-American’s facilities and services, if MWD’s service rates were to increase in the
future, neither the Commission nor Arizona-American’s ratepayers would have a means of insuring
the reasonableness of the rates.

MWD’s assertions and arguments do not provide a basis for denial of Arizona-American’s
request or for the grant of any of the relief requested by MWD, with the exception of MWD’s
recommendation that hook-up fees should be subject to refund, should the Commission determine
that a refund is appropriate. Similarly, Arizona-American’s arguments and assertions do not provide
a basis for a finding that it would be imprudent for Arizona-American to purchase treatment services

from MWD. Ultimately, it is Arizona American’s business decision whether to build its own facility
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or purchase treatment services from MWD. As with all business decisions of regulated utilities, the
prudence of the Company’s decision will be subject to examination, if necessary, in a future rate

proceeding.

IV. CONCLUSION

Arizona-American is a public service corporation. As a regulated utility, it has an obligation
to provide water utility service to its customers at reasonable rates. The Company has demonstrated a
need to build the proposed plant and has presented a sound plan by which to finance its construction.

We find that it is in the public interest to approve Arizona-American’s requests for approval
of an increase to its existing Water Facilities Hook-Up Fee, for accounting orders, and for 2008 rate
case filing requirements. The record evidence in this proceeding supports approval. We need not,
and do not, make a determination here regarding the superiority of one party’s plan for a surface
water treatment plant over another, or regarding the Company’s prudence in exercising ifs chosen
option.

* * * * % * * * * *
Having considered the entire record herein and being fully advised in the premises, the

Commission finds, concludes, and orders that:

FINDINGS OF FACT

1. Arizona-American is a public service corporation engaged in providing water and
wastewater utility services to the public in portions of Maricopa, Mohave, and Santa Cruz Counties,
Arizona, pursuant to various Certificates of Convenience and Necessity (“CC&Ns”) granted to
Arizona-American and its predecessors in interest. The Company presently provides utility service to
approximately 100,000 water customers and 50,000 sewer customers in Arizona.

2. Arizona-American’s Agua Fria District is located in the developing western Phoenix
metropolitan area between the White Tank Mountains and the 101 Expressway, mostly to the north of
Interstate 10.

3. On October 11, 2005, Arizona-American filed the above-captioned application with
the Commission.

4, By Procedural Order issued December 19, 2005, a procedural schedule was set for the
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processing of the application, which included a hearing on the application, public notice
requirements, and intervention deadlines.
s, Intervention was granted to RUCO by Procedural Order issued January 10, 2006.

6. On January 23, 2006, the Company filed a Confirmation of Mailing and Affidavit of
Publication indicating that public notice of the hearing was accomplished in accordance with the
requirements set forth in the December 19, 2005, Procedural Order.

7. On February 10, 2006, RUCO filed Direct Testimony of its witness on the October,
2005 application.

8. Also on February 10, 2006, Staff filed a Staff Report on the October, 2005 application.

9. On March 2, 2006, a Pre-Hearing Conference convened at the time set by the
December 19, 2005, Procedural Order.

10. By Procedural Order issued March 2, 2006, the Company’s request that the procedural
schedule in this matter be suspended, due to issues that had arisen between the Company and MWD,
was granted.

11.  On September 1, 2006, after the filing of several status reports, and following a
Procedural Conference held on August 1, 2006, the Company filed a Revised Application in this
docket.

12.  On September 14, 2006, a Telephonic Procedural Conference was held for the purpose
of discussing the appropriate process for a Commission determination in this docket. The Company,
RUCO and Staff attended. The parties agreed to confer and either jointly file a proposed procedural
schedule, or file separate proposals in the event no agreement was reached.

13.  On September 25, 2006, Staff filed a Joint Request for a Procedural Order on behalf of
Staff, RUCO, and the Company. The Joint Request stated that the parties did not believe, at that
time, that an evidentiary hearing was necessary. The Joint Request proposed that Staff file a Staff
Report and Staff Recommended Order by October 27, 2006; that the Company and RUCO file
responses to the filing: by November 6, 2006; and that if there were disputed issues, that a
Recommended Opinion and Order be prepared by the Hearing Division.

14.  On October 5, 2006, a Procedural Order was issued generally adopting the parties’

22 69914




LR A B - WY, TR - O VS D S

N DN e et pmd ed et b ek el ek e
2 N B Y R BRI EBEELE s3I & & X &L =2 5

DOCKET NO. W-01303A-05-0718

recommendations, and stating that the Hearing Division or the Commission might determine that
additional information or a hearing may be required in this matter prior to a Commission Decision.

15. On Octoberi27, 2006, Staff filed a Staff Report and Staff Recommended Order,
recommending approval of the Company’s proposed hook-up fee and accounting order as requested
in the Revised Application.

16.  Between October 23, 2006 and December 6, 2006, Applications to Intervene in this
proceeding were filed by Pulte, CHI, Courtland, Taylor Woodrow, Trend, Fulton, Suburban and
Westcor/Surprise. These parties were all granted intervention.

17. On November 8, 2006, MWD filed an Application for Leave to Intervene.

18. On November 29, 2006, the Company filed a Request for Expedited Hearing. In that
filing, the Company withdrew its prior opposition to MWD’s Application for Leave to Intervene.
The Company’s Request included a list of issues for hearing and a proposed hearing schedule.

19.  Intervention was granted to the Developers and MWD.

20. On December 13, 2006, a Procedural Order was issued setting a Prehearing
Conference for December 21, 2006.‘

21. A Pre-Hearing Conference was held as scheduled on December 21, 2006, Arizona-
American, MWD, CHI, Courtland, Taylor/Woodrow, Fulton, RUCO and Staff appeared through
counsel and discussed several procedural matters relating to the hearing. The parties also addressed
the possibility of settling some disputed issues, and were informed of the necessity of providing
notice and an opportunity fori partibipation of all parties in any settlement discussions that might be
held. "

22, On December 21, 2006, a Procedural Order was issued setting a hearing for March 19,
2007, and setting associated procedural deadlines.

23.  On January 11, 2007, the Company filed an Affidavit of Publication verifying that
notice of this proceeding was published in accord with the requirements of the December 21, 2006
Procedural Order.

24.  Between January 22, 2007 and March 12, 2007, the parties prefiled Direct, Rebuttal,

and Surrebuttal testimonies.
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25. On March 14, 2007, Arizona-American filed an Objection to Data Requests.

26. On March 14, 2007, MWD filed a Mofion to Strike and Alternative Motion for
Expedited Discovery.

27. On March 15, 2007, Arizona-American filed its Response to Motion to Strike.

28. The hearing in this matter convened as scheduled on March 19, 2007, before an
authorized Administrative Law Judge of the Commission, and concluded on March 26, 2007; At the
hearing, MWD withdrew its Motion to Strike based on the Company’s agreement to provide data
responses to MWD. The parties appeared through counsel, presented testimony, and cross-examined
witnesses.

29.  On March 28, 2007, MWD filed Late-Filed Exhibits D-52 and D-53.

30.  Arizona-American, Pulte, Trend, CHI, Courtland, Taylor/Woodrow, Fulton, Suburban,
Westcor, MWD, RUCO, and Staff filed closing briefs.

31.  On April 27, 2007, reply briefs were filed by Arizona-American, CHI, Courtland,
Taylor/Woodrow, Trend, MWD, and RUCO.

32.  On April 30, 2007, Arizona-American filed a Supplement to Reply Brief.

33.  Arizona-American requests authorization to record post-in-service AFUDC on the
excess of the construction cost of the White Tanks Project (including development, site acquisition,
design, company labor, overheads, and AFUDC) over the amount of directly related hook-up fees
collected through December 31, 2015, or the date that rates become effective subsequent to a rate
case that includes 80 percent (based on estimated cost) of the White Tanks Project in rate base,
whichever comes first. The Company also requests that, in order to avoid depressing the Company’s
earnings and increasing its revenue requirement, the Company be allowed to defer post in-service
depreciation expense in excess of the associated amortization of contributions. Additionally, the
Company requests that it be allowed to propose, in its next rate case filing for the Agua Fria Water
District, specific accounting entries to meet this objective.

34,  Arizona-American requests authorization to exclude from rate base the contribution
balance of hook-up fees directly related to the White Tanks Project collected subsequent to the

effective date of a decision in this case over the aggregate of (1) construction expenditures (including
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development, site acquisition, design, company labor, overheads, and AFUDC) for the same period
that are included in rate base and (2) any costs deemed imprudently incurred from contributions used
to calculate rate base until December 31, 2015. The Company’s wording “contribution balance of
hook-up fees directly related to the White Tanks Project” seems to presume that there may be, at
some future date, a balance of hook-up fees that is directly related to the White Tanks Project, but
that is not part of the “contribution balance.” While the Company may propose, at some future date,
some mechanism which may result in such a balance of hook-up fees, there is no such proposal

pending, and no Commission determination on such a proposal. Our approval of the Company’s
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request for an accounting order herein should not be viewed as a pre-determination of any future
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request.
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35.  Arizona-American requests that the Commission require Arizona-American, as part of

ot
N

its 2008 Agua Fria rate case filing, to include a proposal to adjust the Water Facilities Hook-Up Fee

ja—y
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Tariff, based on information known to that date, including:

Pu—
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1) Actual to-date and remaining plant costs;

p—
h

2) The effects of any third-party treatment contracts;

—
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3) Actual hook-up fee collections;

—
~

4) Revised projected customer additions and meter preferences; and

—
(-]

5) Future Agua Fria Water District capital requirements.

—
O

36.  Arizona-American requests that the Commission require Arizona-American, as part of

N
o

its 2008 Agua Fria rate case filing, to include a proposed mechanism, similar to the Commission’s

ACRM procedure, to defer and subsequently recover O&M expense incurred for the White Tanks

NN
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Project until such expenses can be placed in base rates.

N
(%)

37. It is in the public interest to approve Arizona-American’s requests for accounting

[
&

orders.

N
W

38. It is in the public interest to authorize, but not require, Arizona-American to make the

[
(=)

2008 rate case filings it requests.

[\®]
~l

39.  Several of the Developers have paid hook-up fees to Arizona-American under

[\
o0

Arizona-American’s existing Water Facilities Hook-Up Fee Tariff for development projects.

25 69914




O 0 T A U B W N e

N N N N N N N NN — [ Yt — p— e [a—y o -t [
W ~ O\ N B WRN =S W e NN bW NN = O

DOCKET NO. W-01303A-05-0718

40. It is reasonable to require Arizona-American to charge developers for hook-up fees in
accordance with the tariffs in effect at the time payment of such fees is required pursuant to the terms
of the applicable LXA.

41. It is reasonable to require that any true-up of hook-up fees which were paid prior to
the effective date of the new Water Facilities Hook-Up Fee Tariff approved by this Decision be based
on the hook-up fee tariff in effect at the time the hook-up fee payment was made.

42.  There is a need for a coordinated potable groundwater procurement program in the
Agua Fria District. Accordingly, in order to preserve groundwater resources, as well as to negate the
necessity and expense of having additional and possibly redundant wells drilled in the Agua Fria
District, it is reasonable to require Arizona-American, as the certificated water service provider in the
area, to coordinate with all interested parties in a regional planning process to address groundwater
issues in conjunction with the construction of a surface water treatment plant.

43. It is reasonable to require Arizona-American to address the water supply issues raised
by the Developers, in the manner set forth in the Ordering Paragraphs below.

44.  The Company requests, and Staff recommends approval of, the following Water

Facilities Hook-Up Fee Tariff:
Meter Size
5/8 x 3/4-inch $ 3,280
3/4-inch 4,920
1-inch 8,200
1 1/2-inch 16,400
2-inch 26,240
3-inch 52,480
4-inch 82,000
6-inch or larger 164,000

45, RUCO recommends approval of a Water Facilities Hook-Up Fee Tariff which would
collect higher fees, beginning with $4,700 for a 5/8 by 3/4-inch meter, because higher fees would
result in smaller AFUDC accruals.

46.  We find the Water Facilities Hook-Up Fee Tariff recommended by the Company and
Staff to be reasonable, and will adopt it. |

47. It is in the public interest to approve Arizona-American’s request for authorization to

implement the Water Facilities Hook-Up Fee Tariff as discussed herein as a means of financing the
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White Tanks Project.

48. A hook-up fee tariff has already been approved for the Agua Fria District in Decision
No. 66512 (November 10, 2003). The funds received from the proposed hook-up fees will be
separately recorded as CIAC, and therefore Arizona-American will not be entitled to earn a return on
the hook-up fees. As such, the hook-up fee funds are revenue neutral and will not increase or
decrease the Company’s revenues or expenses. Hook-up fees accounted for as CIAC are analogous
to funds received from main extension agreements with developers that are treated as advances in aid
of construction (“AIAC™). Since no fair value determination is made with respect to AIAC funds, a
fair value finding is not required for hook-up fees booked as CIAC.

49. MWD makes a claim that Arizona-American is violating its current hook-up fee tariff.
MWD’s claim was raised for the first time on brief, and is therefore not properly addressed in this
proceeding, which was not noticed as a complaint.

50. The record in this proceeding does not support denial of Arizona-American’s
requested relief as proposed by MWD.

51. It is appropriate, reasonable, and in the public interest to require that hook-up fees
collected under the Water Facilities Hook-Up Fee Tariff approved herein should be subject to refund,
should the Commission determine in a future proceeding that a refund is appropriate.

52.  The record in this proceeding does not support the grant of any other relief requested
by MWD.

53.  The record in this proceeding does not support the request by Pulte to require Arizona-
American to institute a blanket policy of offsetting hook-up fees by the cost of contributed off-site
facilities. Pulte is not precluded from raising this issue in either an informal or a formal dispute
resolution process available at the Commission.

CONCLUSIONS OF LAW

1. Arizona-American is a public service corporation within the meaning of Article XV of
the Arizona Constitution and A.R.S. §§ 40-281, 40-282, 40-301 and 302.
2. The Commission has jurisdiction over Arizona-American and the subject matter of the

application.
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3. Notice of the application was given in accordance with the law.

4, Under the circumstances of this case, and pursuant to Article XV, §§ 3 and 14 of the
Arizona Constitution, Arizona-American’s proposed Water Facilities Hook-Up Fees, which will be
booked as contributions in aid of construction, do not constitute rates that require a fair value
determination prior to approval.

5. Under the circumstances of this case, and pursuant to Article XV §§ 3 and 14 of the
Arizona Constitution, it is just, reasonable, and serves the public interest to approve the new Water
Facilities Hook-Up Fee Tariff as a means of financing the proposed White Tanks Project in accord
with the discussion herein.

ORDER

IT IS THEREFORE ORDERED that the application of Arizona-American Water Company
for authority to implement a Water Facilities Hook-Up Fee Tariff in accord with the discussion herein
as a means of financing the White Tanks Project shall be, and hereby is, approved.

IT IS FURTHER ORDERED that funds collected pursuant to the Water Facilities Hook-Up
Fee Tariff approved herein are subject to refund in the event that the Commission determines in a
future proceeding that a refund is appropriate.

IT IS FURTHER ORDERED that with the exception of the preceding Ordering Paragraph,
which partially grants relief requested by the Maricopa County Municipal Water District Number
One, the relief requested by the Maricopa County Municipal Water District Number One shall be,
and hereby is, denied.

IT IS FURTHER ORDERED that this Decision does not predetermine the appropriateness of
any modifications proposed in the future to the Water Facilities Hook-Up Fee Tariff approved herein.

IT IS FURTHER ORDERED that Arizona-American Water Company’s request for
authorization to record post-in-service allowance for funds used during construction on the excess of
the construction cost of the White Tanks Project (including development, site acquisition, design,
company labor, overheads, and allowance for funds used during construction) over directly related
hook-up fees collected through December 31, 2015, or the date that rates become effective

subsequent to a rate case that includes 80 percent (based on estimated cost) of the White Tanks

-8 69914
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Project in rate base, whichever comes first, shall be, and hereby is, approved.

IT IS FURTHER ORDERED that Arizona-American Water Company’s request for authority
to defer post in-service depreciation expense in excess of the associated amortization of contributions
approved in the previous Ordering Paragraph, and to propose, as part of its 2008 Agua Fria Water
District rate case filing, specific accounting entries to meet this objective, shall be, and is hereby,
approved.

IT IS FURTHER ORDERED that Arizona-American Water Company’s request for
authorization to exclude from rate base the contribution balance of hook-up fees directly related to
the White Tanks Project collected subsequent to the effective date of this Decision over the aggregate
of (1) construction expenditures (including development, site acquisition, design, company labor,
overheads, and allowance for funds used during construction) for the same period that are included in
rate base and (2) any costs deemed imprudently incurred from contributions used to calculate rate
base until December 31, 2015, shall be, and hereby is, approved.

IT IS FURTHER ORDERED that Arizona-American Water Company is hereby authorized to
file, as part of its 2008 Agua Fria Water District rate case filing, a proposal to adjust the Water
Facilities Hook-Up Fee Tariff approved herein. If such a proposal is filed, it shall include
information necessary to allow the Commission to adjust the Water Facilities Hook-Up Fee Tariff as
necessary, based on the best information available at the time, including, but not limited to, the
following:

1) Actual to-date and remaining plant costs;

2) The effects of any third-party treatment contracts;

3) Actual hook-up fee collections;

4) Revised projected customer additions and meter preferences; and

5) Future Agua Fria Water District capital requirements.
IT IS FURTHER ORDERED that Arizona-American is hereby authorized to file, as part of its

2008 Agua Fria Water District rate case filing, a proposed mechanism to defer and subsequently
recover Operations and Maintenance Expense incurred for the White Tanks Project until such

expenses can be placed in base rates.
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IT IS FURTHER ORDERED that this Decision does not predetermine the necessity for or the
appropriateness of any mechanism proposed in the future by Arizona-American Water Company for
recovery of Operations and Maintenance Expense incurred for the White Tanks Project.

IT IS FURTHER ORDERED that the request by Pulte Homes Corporation to require
Arizona-American Water Company to institute a blanket policy of offsetting hook-up fees by the cost
of contributed off-site facilities shall be, and hereby is, denied.

IT IS FURTHER ORDERED that Arizona-American Water Company shall charge
developers for hook-up fees in accordance with the tariffs in effect at the time payment of such fees is
required pursuant to the terms of the applicable line extension agreement.

IT IS FURTHER ORDERED that any true-up of hook-up fees which were paid prior to the
effective date of the new Water Facilities Hook-Up Fee Tariff approved by this Decision shall be
based on the hook-up fee tariff in effect at the time the hook-up fee payment was made.

IT IS FURTHER ORDERED that Arizona-American Water Company shall be, and hereby is,
precluded from instituting a new service moratorium on the initial hook-ups in circumstances where
the developer has supplied the required water to serve the increased demand of a new project
pursuant to a line extension agreement.

IT IS FURTHER ORDERED that Arizona-American Water Company shall review its
existing line extension agreements in the Agua Fria Water District that require developers to drill new
wells, in order to determine whether it is feasible to amend those line extension agreements to reduce
the number of required wells, in cooperation with the parties to those line extension agreements.

IT IS FURTHER ORDERED that, in conjunction with the review of line extension
agreements required by the previous Ordering Paragraph, Arizona-American Water Company shall
consider whether there exist less costly alternatives for the utility and the developers to supply water
for new developments in order to minimize and otherwise supplant the number of new wells that will
need to be drilled in the Agua Fria District. In the course of this review, Arizona-American Water
Company shall consider a proposed 3.5 mile contingency pipeline alternative in relation to the

requirement for new wells to be drilled in the southern portion of the Agua Fria District.
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IT IS FURTHER ORDERED that Arizona-American Water Company shall use its best
efforts to coordinate with all interested parties, including the Maricopa County Municipal Water
District Number One, in a regional planning process to obtain both short-term and permanent water

supplies to negate, where possible, the need to drill additional wells during construction of a regional

surface water treatment plant to serve the Agua Fria Water District.
IT IS FURTHER ORDERED that the Commission shall have complete authority to determine
the entitlement and rate making treatment of any proceeds resulting from the sale to third parties of

either the White Tanks facility itself, in whole or in part, or of any part of the capacity produced
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thereby.
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IT IS FURTHER ORDERED that this Decision shall become effective immediately.
BY ORDER OF THE ARIZONA CORPORATION COMMISSION.
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IN WITNESS WHEREOF, I, DEAN S. MILLER, Interim
Executive Director of the Arizona Corporation Commission,
have hereunto set my hand and caused the official seal of the
Commission to be affixed at the Capltol in the City of Phoenix,
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EXHIBIT

UNS GAS, INC.'S RESPONSE TO

RUCO'S ELEVENTH SET OF DATAREQUESTS § Ku CO - %

DOCKET NO. G-04204A-08-0571 Y
July 22, 2009

slumping economy.

a.

i
RUCO 11.18 Refer to Mr. Hutchens' rebuttal testimony at page 7, concerning the overall

b.

RESPONSE: a.

UNG UNS Gas, Inc

A10 Labor Costs

158 Supplemental Service
162 Repairs & Maintenance
AS59 Training & Travel

406 Communications

B64 Transportation

Identify, quantify and explain all steps taken by UNSG in 2008 and 2009 to
reduce costs.

For each cost reduction effort undertaken by UNSG identified in response
to part a, please identify exactly where, and in what amount, each such cost
reduction effort has been reflected in UNSG’s determination of the
Company’s requested revenue increase.

See summary of savings realized below:

Jul 07 thru  Jul 08 thru  Associated
Jun 08 Jun 09 reduction:

10,929,43  10,889,94
9 5
155,874 28,208 (127,665) Meter reading brought in-house
263,896 249701  (14,196) Reduced vehicle maintenance
283,462 263265  (20,197) Company reduction focus
758,366 535,060 (223,305) Contract re-negotiation
652,670 454,440 (198,230) Vehicle depreciation reduction

(39,494) Reduced Overtime, reduced FTEs

These savings are not reflected in the test year. Other increases as reflected
within the overall operating cost are still higher than test year and will be in
2009 and 2010. The Company’s cost savings efforts have only resulted in
mitigating the increases and the effect of regulatory lag.

RESPONDENT:  Paul Coleman

WITNESS: David Hutchens
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RESPONSE:

RUCO'S ELEVENTH SET OF DATA REQUESTS

UNS GAS, INC.'S RESPONSE TO
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July 22, 2009

Refer to Mr. Dukes' rebuttal testimony at page 2.

a.

Admit that UNSG provided no supporting calculations with its rebuttal
testimony for its new over 2000% increase in its claim for cash working
capital ($97,967 to $2,183,948). If your response is anything but an
unqualified admission, explain fully.

Provide complete documentation including all Excel files and supporting
calculations showing each payment relating to gas cost purchases from
1/1/2008 through the present.

Provide a copy of each gas purchase invoice from 1/1/2008 through the
present.

Provide all payment documentation for each gas cost invoice from 1/1/2008
through the present.

Provide a copy of the current and prior gas purchase contracts and all
amendments thereto affecting payment terms.

Identify the “primary purchased gas vendor” referred to on page 2, line 7.
When did the “primary purchased gas vendor” change its payment terms?
Provide all documents relating to the change in gas purchase payment terms
including but not limited to all correspondence, letters, legal documents,
tariff filings, invoices, emails.

Identify all credit limitations, referenced at page 2, line 10.

Provide all correspondence relating to all such credit limitations.

Explain in detail what UNSG could do to address each such “credit
limitation™?

Identify, and provide a copy of, the specific provisions in the contract or
agreement with the “primary purchased gas vendor” that allowed the
vendor to change the payment terms.

Did UNSG contest or object to the change in payment terms? If not,
explain fully why not. If so, provide all documents showing that UNSG
objected to the change in payment terms.

Identify the payment terms that are related to each gas vendor that could
provide gas supply to UNSG.

Identify all conditions that would allow UNSG to pay for purchased gas
from the “primary purchased gas vendor” on a monthly basis.

UNS Gas provided supporting workpapers and calculations.

This information was provided with workpapers in UNS Gas’ response to
RUCO 10.1.

Please see RUCO 11.27(c & d), Bates Nos. UNSG(0571)09887 to
UNSG(0571)10033, on the enclosed CD for the gas purchase invoices and
payment documentation for the period 1/1/2008 through the present. This




UNS GAS, INC.'S RESPONSE TO

RUCO'S ELEVENTH SET OF DATA REQUESTS

DOCKET NO. G-04204A-08-0571
July 22, 2009

file contains gas purchase invoices for BP Energy, Transwestern Pipeline
and EPNG. The file also includes a summary of each vendor’s invoices
(with payment detail). Mr. Dukes’ Rebuttal Testimony included a revision
of payment lag days for gas purchases. The revised payment lag days
calculation included BP Energy invoices for 12/1/08 through 5/16/09
because the payment timing to this vendor changed from thirty (3 0) days to
every two (2) weeks. The revised payment lag days calculation did not
include additional invoices for Transwestern Pipeline or EPNG because the
payment timing to those vendors did not change; however attached file
includes invoices for Transwestern Pipeline and EPNG for your review, in
addition to BP Energy invoices used in the payment lag days calculation
revised for Mr. Dukes’ rebuttal testimony. Invoices for the vendors
included in the lead-lag study as originally filed are identified by Bates
Nos. UNSG0571/01980 through UNSG0571/02063.

Please see UNS Gas’ response to RUCO 11.27.c. above.

Current gas purchase contract: Base Contract for Sale and Purchase of
Natural Gas between BP Energy Company and UNS Gas, Inc. dated
September 1, 2008.

First Amendment to Base Contract for Sale and Purchase of Natural Gas
between BP Energy Company and UNS Gas, Inc. dated November 18,
2008.

Prior gas purchase contract: Natural Gas Supply and Transmission
Management Agreement by and between Citizens Communications
Company, Arizona Gas Division and BP Energy Company, dated October
28, 2002, but effective as of October 1, 2002.

Pleas see RUCO 11.27(¢), Bates Nos. UNSG(0571)10034 to
UNSG(0571)10135, on the enclosed CD.

British Petrolium Energy Company.
January 2008 — March 2008, and November 2008 — May 2009.

Please see RUCO 11.27(h) (Confidential), Bates Nos. UNSG(0571)10138
to UNSG(0571)10144, on the enclosed CD.

For the winter season 2007/2008, see emails and the Standby Letter of
Credit dated December 28, 2007.
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UNS GAS, INC.'S RESPONSE TO

RUCO'S ELEVENTH SET OF DATA REQUESTS

DOCKET NO. G-04204A-08-0571
July 22, 2009

For the winter season 2008/2009, see emails, Amendment to Base Contract
dated November 18, 2008, and the Standby Letter of Credit dated October
30, 2008.

UNS Gas’ primary purchased gas vendor (BP Energy) provides UNS Gas
with an unsecured credit limit based upon its assessment of UNS Gas’
creditworthiness. If the vendor’s total exposure to UNS Gas exceeds that
credit limit, it may decline to enter into additional transactions with UNS
Gas until the exposure is below the credit limit, or it may request some
form of performance assurance to cover the amount of the credit exposure
in excess of the credit limit or to cover proposed new business. Such
performance assurance may be in the form of a prepayment, a standby letter
of credit, a performance bond, or a guaranty by another party.

Because UNS Gas is a winter-peaking gas distribution company, its
exposure to its primary gas supplier is highest during the winter months of
November through April. In each of the last two years, UNS Gas’ exposure
to BP Energy exceeded its credit limit. Therefore, UNS Gas negotiated
terms to provide credit support in the form of more frequent payments
(twice monthly) and a standby letter of credit, so that UNS Gas could
continue to enter into new transactions with BP Energy.

Please see UNS Gas’ response to RUCO 11.27.h above.

UNS Gas could make more frequent payments of amounts owed for gas
supplied, could provide a standby letter of credit from a financial
institution, or could curtail doing new business with the supplier, or a
combination of these actions. The decision to provide a letter of credit vs.
make prepayments depends on several factors including available credit
under its revolving credit facility to issue letters of credit, the cost of
issuing letters of credit, the amount of available cash on hand, and the
interest rate that could be earned on the investment of excess cash.

Please see RUCO 11.27(e), UNSG(0571)10034 to UNSG(0571)10135,0n
the enclosed CD, and refer to Article IV—Security, of the Natural Gas
Supply and Transportation Management Agreement dated October 28,
2002, and to Section 10.1—Financial Responsibility of the Base Contract
dated September 1, 2008.

No, UNS Gas did not object to the change in payment terms. The vendor’s
request was reasonable in view of the size of the credit exposure compared
to the credit limit provided, and therefore UNS Gas was willing to negotiate
terms with the supplier that were agreeable to both parties.



UNS GAS, INC.'S RESPONSE TO
RUCO'S ELEVENTH SET OF DATA REQUESTS
DOCKET NO. G-04204A-08-0571

July 22, 2009
n. Please see UNS Gas* response to Staff’s first set of data requests, JIMK 1-1,
in which all lead-lag workpapers were provided.
0. As long as the vendor’s total exposure to UNS Gas is within the credit limit
established for UNS Gas, UNS Gas may pay for purchased gas on a
monthly basis.

RESPONDENT: Barbara McCormick, Dallas Dukes, Janet Zaidenberg-Schrum (parts ¢ and d)

WITNESS: Dallas Dukes, Kentton C. Grant
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IN THE MATTER OF THE APPLICATION OF DOCKET NO. E-04204A-06-0783

UNS ELECTRIC, INC. FOR THE

ESTABLISHMENT OF JUST AND REASONABLE

RATES AND CHARGES DESIGNED TO

REALIZE A REASONABLE RATE OF RETURN DECISION NO. 70360

ON THE FAIR VALUE OF THE PROPERTIES OF
UNS ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE OF
ARIZONA AND REQEUST FOR APPROVAL OF

RELATED FINANCING.

OPINION AND ORDER

DATES OF HEARING:

PLACE OF HEARING:
ADMINISTRATIVE LAW JUDGE:
IN ATTENDANCE:

APPEARANCES:

September 10, 11, 12, 13, 14, 20, 21, and October 2,
2007.

Phoenix, Arizona
Teena Wolfe!

William A Mundell, Commissioner
Kiristin A. Mayes, Commissioner

Mr. Michael W. Patten and Mr. Jason Gellman,
ROSHKA, DEWULF & PATTEN, PLC, on behalf of
UNS Electric, Inc.;

Ms. Michelle Livengood on behalf of Unisource Encrgy
Services;

Mr. Daniel Pozefsky, on behalf of the Residential Utility
Consumer Office;

Mr. Marshall Magruder, in propria persona; and

Ms. Maureen Scott, Senior Attornev, and Mr. Kevin
Torrey, Staff Attorney, Legal Division, on behalf of the
Utilities Division of the Arizona Corporation
Commission.

! Administrative Law Judge Teena Wolfe conducted the hearing in this case and Administrative Law Judge Dwight

Nodes drafied the Recommended Opinion and Order.

S.ADNodes\Efectric\Orders\UNSE Rate Order.doc
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Service Fee Revenues

As discussed below in the Rate Design section of this Order, RUCO witness Marylee Diaz
Cortez recommended that $48,648 should be added to the Company’s revenues to reflect RUCO’s
claim that the proposed service fees for after-hours establishment and reconnection of service do not
fully reflect the Company’s actual costs (RUCO Ex. 8, at 21). UNSE witness D. Bentley Erdwurm
stated that the Company shares RUCO’s concerns regarding potential cross-subsidies, but the
Company recommends that service fees be increased more gradually, consistent with the concept of
gradualism (Ex. A-17, at.17).

We agree with UNSE’s more gradual approach to increasing the service fees in question and
therefore do not agree with RUCO’s recommendation to adjust revenues.

Expenses

Payroll Expense

UNSE proposes an upward adjustment in its expenses of $339,184 to reflect known and
measurable wage and salary increases that went into effect in 2007. Due to an oversight, the payroll
expense increase proposal was not presented until the Company filed its rebuttal testimony. This
amount includes normalized overtime expenses of $139,201, based on a two-year average includiﬁg
the test year and the year prior to the test year (Ex. A-25, at 11-12). UNSE contends that its
adjustment only accounts for employee levels at the end of the test year and therefore does not create
a mismatch. Company witness Dallas Dukes also claims that the Company’s overtime ‘normalization
is consistent with the approach advocated by Staff in the recent UNS Gas case, which method was
accepted by UNS Gas in that case (Ex. A-24, at 20).

Staff witness Ralph Smith testified that Staff opposes the increase recommended by UNSE.
Staff claims that, with respect to the overtime adjustment, Mr. Smith’s analysis is consistent with the
position taken in the UNS Gas case, in which he used the lower of two calculations to reduce
overtime costs for UNS Gas. In this case, Staff claims that Mr. Smith conducted the same
calculations, one of which resulted in a reduction to overtime and the other showing an increase. Mr.
Smith stated that “my analysis of overtime expense, which is presented in Attachment RCS-9, and

which followed the same analysis format that I used in the UNS Gas case, indicates that the overtime

17 DECISION NO. 10360
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expenses in UNS Electric’s original filing is within a range of reasonableness (i.e., it was bracketed
by the results of the two alternative calculations I performed). Consequently, no additional
adjustment to overtime for UNS Electric is necessary.” (Ex. S-58, at 45-6).

_ Staff also takes issue with the Company’s overall proposed payroll adjustment. Staff argues
that the proposed adjustment was not presented until UNSE’s rebuttal testimony was filed on August
14, 2007, leaving very little time for Staff to conduct discovery and develop surrebuttal testimony,
which was filed on August 24, 2007. Staff asserts that, in addition to the lateness of the adjustment,
the Company’s proposal is also inconsistent with treatment of payroll in the UNS Gas case, in which
payroll was annualized to the end of the year but not beyond.

Although we understand Staff’s concern that the Company”’s proposed adjustment was not
presented until its rebuttal testimony was filed, we believe UNSE’s proposal should be adopted
because it reflects known and measurable payroll changes that went into effect more than a year ago.
Mr. Dukes explained that the failure to include the payroll changes in the initial application was due
to an oversight, and that the changes have been normalized to minimize a mismatch between the test
year and the later payroll increases. We will therefore adopt the Company’s recommendation on this
issue.

Pension and Benefits Expense

UNSE proposed an upward adjustment to test year levels of pension and benefits expense of
$82,965. RUCO witness Rodney Moore recommends removing a portion of these expenses,
$11,612, because in a data response UNSE described that portion of the expenses as related to “gifts,
awards, employee dinners, picnics and social events” (RUCO Ex. 5, at 12). Mr. Moore stated that
RUCO considers these benefits to be an inappropriate burden on ratepayers (/d.).

UNSE witness Dukes responded that the expenses identified by RUCO are properly included
in rates because they are “primarily related to the recognition of employee service, safety
accomplishments and other goal achievements by individual or groups of employees” (Ex. A-25, at
18). He indicated that rewarding employees enables the Company to retain qualified employees and

therefore provides a benefit to customers (/d.).

18 DECISION NO. 70360
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Consistent with our finding in the UNS Gas rate case (Decision No. 70011, at 26-27), we
believe that Staff's recommendation provides a reasonable balancing of the interests between
ratepayers and shareholders by requiring each group to bear half the cost of the incentive program.
As RUCO points out, the program is comprised of elements that relate to the parent company’s
financial performance and cost containment goals, matters that primarily benefit shareholders.
However, 40 percent of the program’s incentive compensation is based on meeting customer service
goals. This offers the opportunity for the Company’s customers to benefit from improved
performance in that area. For the same reasons, we also adopt Staff’s recommendation to disallow 50
percent of the Officer’s Long-Term Incentive Program (Ex. S-58, at 32). Given that the arguments
raised in the UNS Gas case are virtually identical to those presented in this case, we see no reason to
deviate from that recent Decision.

We also stated in Decision No. 70011 that although we believe, on balance, that the 50/50
sharing is reasonable, we share RUCO’s concerns that the SRA offered to employees in 2005 may
have the effect of undermining the very goals the PEP is intended to achieve (i.e., providing an
incentive for participating employees to improve performance and thereby benefit both the Company
and its customers). As described by Mr. Moore, despite failing to meet the PEP goals, the UniSource
Board of Directors decided nonetheless to provide the affected employees with a surrogate means of
compensation. As we indicated in Decision No. 70011, it appears that the SRA sends a signal to
employees that they will be compensated regardless of performance, which places the entire premise
of the PEP atr issue. We expect the program to be scrutinized in the Company’s next rate case to
determine the appropriateness of providing incentive compensation above base salaries to employees.

Supplemental Executive Retirement Plan and Stock Based Compensation

UNSE allows select executives to participate in a Supplemental Executive Retirement Plan
(“SERP”). The SERP provides to eligible executives retirement benefits in excess of the limits
allowed under Internal Revenue Service (“IRS”) regulations for salaries in excess of specified
amounts. UNSE contends that the $83,506 of test year SERP costs are reasonable and that neither
Staff nor RUCO have shown that the Company’s overall executive compensation.costs are excessive

or out of line with industry standards.

31 . DECISION No, 70360
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Staff and RUCO recommend disallowance of the SERP costs, in accordance with the
Commission’s Decision in the Southwest Gas case (Decision No. 68487, at 18-19). In that case, we

disallowed Southwest Gas’s SERP costs, finding:

[Tlhe provision of additional compensation to Southwest Gas’ highest
paid employees to remedy a perceived deficiency in retirement benefits
relative to the Company’s other employees is not a reasonable expense
that should be recovered in rates. Without the SERP, the Company’s
officers still enjoy the same retirement benefits available to any other
Southwest Gas employee and the attempt to make these executives
“whole” in the sense of allowing a greater percentage of retirement
benefits does not meet the test of reasonableness. If the Company wishes
to provide additional retirement benefits above the level permitted by IRS
regulations applicable to all other employees it may do so at the expense
of its shareholders. (/d. at 19). :

We disagree with the Company’s argument that disallowance of the SERP costs effectively
allows the IRS to dictate what compensation costs should be recovered. As was clearly stated in the
passage cited above, and which passage was quoted in the UNS Gas case (Decision No. 70011, at
28, the issue is not whether UNSE may provide compensation to select executives in excess of the
retirement limits allowed by the IRS, but whether ratepayers should be saddled with costs of
executive benefits that exceed the treatment allowed for all other employees. If the Company chooses
to do so, shareholders rather than ratepayers should be responsible for the retirement benefits afforded
only to those executives. We see no reason to depart from the rationale on this issue in the most
recent UNS Gas rate case,” and we therefore adopt the recommendations of Staff and RUCO and
disallow the requested SERP costs.

For these same reasons, we agree with Staff that test year expenses should be reduced to
remove stock-based compensation to officers and employees. As Staff witness Ralph Smith stated,
the expense of providing stock options and other stock-based compensation beyond normal levels of
compensation should be borne by shareholders rather than ratepayers (Ex. S-58, at 34). The
disallowance of stock-based compensation is consistent with the most recent rate case for Arizona

Public Service Company (Decision No. 69663).

? See also Arizona Public Service Co., Decision No. 69663, at 27 (June 28, 2007), and Southwest Gas Co., Decision No.
68487, at 18-19 (February 23, 2006), wherein SERP costs were excluded in their entirety.
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Operating Expenses

2008 Wage Increase

In this proceeding, Southwest Gas has included in proposed test year expenses a 3 percent
géneral wage increase that was given to employees in 2008, in addition to a wage increase given in
2007. Staff does not oppose recognition of the 2008 wage increase because it is a known and
measurable post-test-year event. RUCO does. not object to inclusion of the 2007 wage increases that
became effective in May and June 2007 (after the end of the test year), but proposes to disallow the
2008 increases on the basis that they are too far removed from the end of the test year and would
create a mismatch between rate base, revenues, and expenses at the end of the test year. (RUCO Ex. 3
at23.)

Company witness Randi Aldridge testified that, contrary to RUCO’s assertion, the Company
included only wage increases for employees who were employed as of the end of the test year, to
avoid a mismatch. (Ex. A-10 at 6-7.) She stated that the 2008 wage increase did not apply to any
employee hired after the end of the test year (April 30, 2007); therefore, the number of employees at
the end of the test year is synchronized with customers served during the test year. ({d. at 7.)

We agree with the Company and Staff that the 2008 wage increase expense should be allowed
because it is a known and measurable expense that is being incurred by Southwest Gas on a going-
forward basis. Because the post-test-year wage increase has been applied only to employees who
were employed during the test year, there is no resulting mismatch of revenues and expenses. Our
conclusion is consistent with the treatment accorded this issue in the Company’s prior rate case. (See
Decision No. 68487 at 12-13.)

American Gas Association Dues

The Américan Gas Association (“AGA”) is a pational trade association for natural gas
distribution and transmission companies. During 2007, Southwest Gas paid to the AGA dues of
$401,795, with the Arizona jurisdictional amount being 56.70 percent of the total ($227,920). (Staff
Final Sched. C-6.) The AGA provides services to its members in the folloﬁng categories:
Advertising; Public Affairs; Corporate Affairs; General Counsel; General & Administrative Expense;

Policy, Planning and Regulatory Affairs; Operations & Engineering Management; Policy & Analysis;
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and Industry Finance & Administrative Programs. (Ex. A-11, RLA-2.)

In the Company’s last rate case, Southwest Gas reduested recovery of 96.36 percent of the
AGA dues, excluding 3.64 percent of the dues related to the AGA’s marketing and lobbying
functions. In that case, Staff did not oppose the Company’s request, but RUCO proposed
disallowance of 39.09 percent of the AGA dues, to exclude the Communications and Public Affairs
expense categories. The Commission rejected RUCO’s proposed disallowance and adopted the
Company’s inclusion of 96.36 percent of the AGA dues, finding that “[a]lthough the descriptions of
AGA activities provided by the Company [were] somewhat nebulous,” Southwest Gas had satisfied
its burden of showing that the AGA functions provide a benefit to the Company and its customers.
(Decision No. 68487 at 14.) However, the Commission directed Southwest Gas to provide in its next
rate case filing “a clearer picture of AGA functions and how the AGA’s activities provide specific
benefits to the Company and its Arizona customers.” (Jd.)

In this case, Southwest Gas seeks recovery of 94.52 percent of its AGA dues, excluding 5.48
percent of the dues as related to marketing and lobbying functions. To satisfy the Commission’s
directive in the prior Decision, Company witness Aldridge provided testimony describing the AGA’s
functions, as well as several attachments extolling the virtues of various AGA activities. (Ex. A-10 at
21-24; Ex. A-11, RLA-1 and RLA-2.) The Company contends that it has provided ample support for
the functions provided by the AGA and the benefits that accrue to the Company and its ratepayers as
a result of the AGA’s activities. Southwest Gas argues that the documentation provided comes
directly from the AGA and that there is no. better source of information for analyzing the
appropriateness of the AGA’s activities. The Company cites to the testimony of Ms. Aldridge who
claimed that AGA member benefits amounted to $479 million, compared to only $18 million in total
membership dues. (Ex. A-11 at9.)

RUCO did not oppose the Company’s proposed recovery of AGA dues in this proceeding.
However, Staff recommends disallowance of 40 percent of AGA dues on the basis that Southwest
Gas has not demonstrated how the AGA’s activities provide specific benefits to ratepayers. Staff
witness.Raiph Smith stated that Southwest Gas failed to substantiate its claims that AGA membership

resulted in $479 million in member savings in 2006, and that it is not clear if the claimed benefits
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have ever been audited or verified. (Ex. S-12 at 40; Ex. S-13 at 33.) Mr. Smith testified that the
Company failed to demonstrate why ratepayers should fund activities through membership in an
industry organization that would likely be disallowed if they were performed by the Company itself.
{{d.) Staff’s 40-percent disallowance recommendation is based on decisions by other state regulatory
commissions and audits of the AGA by the National Association of Regulatory Utility
Commissioners (“NARUC”). Mr. Smith cited to orders issued by other commissions in which AGA
dues were disallowed in the following percentages: Michigan (16.17 percent), California (25 percent),
and Florida (40 percent). (See Ex. S-12 at 41-45.) He also cited a 1999 NARUC-sponsored audit of
AGA expenditures that stated, “these expense categories may be viewed by some State commissions
as potential vehicles for charging ratepayers with such costs as lobbying, advocacy or promotional
activities which may not be to their benefit.” (/d. at 43.)

Staff claims that its recommended 40-percent disallowance is consistent with a March 2005
NARUC Audit Report that quantified AGA function categories that Staff believes should not be paid
by ratepayers. The categories cited by Staff are: Public Affairs (24.13 percent); Corporate Affairs
and International (10.54 percent); half of General Counsel and Corporate Secretary (2.6 percent); and
Marketing (2.37 percent). (Jd. at RCS-2, Sched. C-6.) Staff contends that the 39.64-percent total
représented by these activities supports its recommended disallowance. Moreover, according to Mr.
Smith, based on the 2007 and 2008 AGA budgets, the recommended dues disallowance would be
43.29 percent and 46.19 percent, respectively (Id.; Ex. S-14 at 33-34.) |

We find that Staff’s recommended disallowance of 40 percent of AGA dues represents a
reasonable approximation of the amount for which ratepayers receive no supportable benefit. The
documentation offered by the Company to justify the AGA dues, including the alleged monetary
savings to members, consists primarily of information provided by the AGA itself and must be
viewed in that context. As Staff witness Ralph Smith indicated, several other states have disallowed
AGA dues in substantially higher amounts than the amount proposed by Southwest Gas. Mr. Smith
also pointed out that Staff’s recommended disallowance is approximately the same percentage as that
attained by totaling up AGA activities for Public Affairs, Corporate Affairs, half of General Counsel
expenses,' and marketing under a 2005 NARUC audit. Further, application of the‘ 2007 and 2008
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AGA dues would result in even greater disallowances under these categories. We therefore adopt
Staff’s recommendation to disallow 40 percent of the Company’s AGA dues.

Injuries and Damages Expenses

Southwest Gas and Staff continue to dispute the appropriate amount to be allocated for
injuries and damages expenses. The Company has proposed an increase in this expense of
approximately $2,490,000, for a total of $8,169,000. Staff recommends reducing the Company’s
proposed increase to $1,638,000, for a total injuries and aamages expense allowance of $7,317,000.

Southwest Gas contends that its proposal is consistent with the methodology agreed to by the
parties, and adopted by the Commission, in the Company’s last rate case. The Company’s proposal
utilizes claims in all jurisdictions over a 10-year period and includes recognition of a change in the
Company’s self-insurance limits during that period. Company witness Mashas testified that from
January 1998 through July 2004, the Company’s insurance policies provided that Southwest Gas was
self-insured for up to $1 million of expenses related to a single claim. From August 2004 through
July 2005, the Company provided self-insurance for the first $1 million per claim, and also for
aggregate claims up to $10 million. In August 2005, Southwest Gas acquired an additional policy
that covers aggregate claims for amounts between $5 million and $10 million. (Ex. A-16 at 3-4.)

According to Mr. Mashas, Southwest Gas has’experienced only one incident since Aungust
2004 in which the claim exceeded the $1 million per incident self-insured amount. The incident in
question occurred in May 2005 when a leaking gas fire in Tucson caused several people to be
severely burned,v and Southwest Gas paid $10 million in a settlement of claims related to the incident.
Southwest Gas argues that Staff’s removal of this amount from its 10-year average is inappropriate
because prior to August 2004, injuries and damages claims over $1 million would have been
indemnified by the Company’s insurer and would therefore not have been recorded on the
Company’s books. (/d. at 5.) Mr. Mashas claims that Staff’s 10-year average is therefore skewed and
is inconsistent with the treatment afforded injuries and damages expenses in the last rate case.
Southwest Gas argues that Staff’s exclusion of the $10 million claim does not reflect the level of self-
insurané.e that the Corﬁpany expects to experience during the period rates from this case are in effect.

Staff asserts that the $10 million payment related to the 2005 incident should be excluded
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RUCO proposes disallowing 50 percent of MIP costs to recognize that both shareholders and
customers receive a benefit from the performance goals included in the MIP. (RUCO Ex. 3 at 29.)

In the last Southwest Gas rate case, as well as several subsequent cases,3 we disallowed 50
percent of management incentive compensation on the basis that such programs provide
approximately equal benefits te sharehélders and ratepéyers because the performance goals relate to
financial performance and cost containment goals as well as customer service elements. (Decision

No. 68487 at 18.) In that Decision, we stated:

In Decision No. 64172, the Commission adopted Staff’s recommendation
regarding MIP expenses based on Staff’s claim that two of the five
performance goals were tied to return on equity and thus primarily
benefited shareholders. We believe that Staff’s recommendation for an
equal sharing of the costs associated with MIP compensation provides an
appropriate balance between the benefits attained by both sharcholders
and ratepayers. Although achievement of the performance goals in the
MIP, and the benefits attendant thereto, cannot be precisely quantified
there is little doubt that both shareholders and ratepayers derive some
benefit from incentive goals. Therefore, the costs of the program should
be borne by both groups and we find Staff’s equal sharing
recommendation to be a reasonable resolution.

(Id) We believe the same rationale exists in this case to adopt the position advocated by Staff and
RUCO to disallow 50 percent of the Company’s proposed MIP costs.*

Supplemental Executive Retirement Plan

Southwest Gas also offers a Supplemental Executive Retirement Plan (“SERP”) to select
executives. The SERP provides supplemental benefits for high-ranking employees in excess of the
limits placed by Internal Revenue Service (“IRS”) regulations on pension plan calculations for

salaries above specified amounts. (Ex. S-12 at 30-31.) We explained in the last Southwest Gas case:

IRS regulaticns place limits on pension plan calculations for salaries
exceeding $165,000 and thus salaries in excess of that level are not
included in the pension calculation. Mr. Mashas stated that the SERP

3 See UNS Gas, Inc., Decision No. 70011 (November 27, 2007) at 27; Arizona Public Service Co., Decision No. 69663
(June 28, 2007) at 27; and UNS Electric, Inc., Decision No. 70360 (May 27, 2008) at 21.

4 On the same basis, we will also disallow 100 percent of the Southwest Gas stock incentive plan (“SIP”). The costs
related to simiiar incentive plans were recently rejected for APS and UNS Electric. (See Ex. S-12 at 32-34.) As was noted
in the APS case, stock performance incentive goals have the potential to negatively affect customer service, and
ratepayers should not be required to pay executive compensation that is based on the performance of the Company’s stock
price. (Decision No. 69663 at 36.)
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provides officers with a retirement benefit equal to 50 percent of the
average of the last three years salary provided that they are at least 60
years old and have at least 20 years of service. In addition, IRS
regulations place restrictions on the Company’s 401(k) contributions to
the extent that “maximum contribution levels represent a significantly
smaller percentage of an officer’s salary compared to other employees.”

[Decision No. 68487 at 18 (citations omitted).]

Company witness Hobbs testified that the MIP, SIP and SERP are “key components of [the
Company’s] prudently managed total executive compensation expense and are vital to thé Company’s
attraction and retention of highly-skilled employees, which ultimately benefits customers.” (Ex. A-8
at 7-8.) She explained that the SERP is an “unqualified plan,” and therefore payments are not
guaranteed. She also stated that contrary to the testimony provided by Staff and RUCO, virtually
every other gas and electric utility offers such employees a SERP, and the costs of the SERP are
reascnatle. (Jd)

Staff witness Smith and RUCO witness Moore récommend a total disallowance of SERP
expenses. Mr. Smith cites t(; the prior Southwest Gas rate case, as well as the subsequent UNS Gas,
APS, and UNS Electric cases, wherein the Commission disallowed SERP costs. Mr. Moore stated
that SERP costs are not a necessary cost for providing service and indicated that the high-ranking
officers covered by the SERP are already fairly compensated for their work and are provided a
comprehensiverarray of benefits in addition to salaries. (RUCO Ex. 3 at 30.)

We agree with Staff and RUCO that the SERP expenses sought by Southwest Gas should
once again Be disallowed. We do not believe any material factual difference exists in this case that

would require a result that differs from the Company’s prior case. In that case, we stated:

[W]e believe that the record in this case supports a finding that the
provision of additional compensation to Southwest Gas’ highest paid
employees to remedy a perceived deficiency in retirement benefits relative
to the Company’s other employees is not a reasonable expense that should
be recovered in rates. Without the SERP, the Company’s officers still
enjoy the same retirement benefits available to any other Southwest Gas
employee and the attemnpt to make these executives “whole” in the sense
of allowing a greater percentage of retirement benefits does not meet the
test of reasonableness. If the Company wishes to provide additional
retirement benefits above the level permitted by IRS regulations
applicable to all other employees it may do so at the expense of its
shareholders. However, it is not reasonable to place this additional burden
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on ratepayers.

(Decision No. 68487 at 19.)
In the recent UNS Gas, APS, and UNS Electric cases, we followed the rationale cited above in
disallowing SERP expenses. In Decision No. 70011, we indicated that SERP costs should not be

recoverable and indicated:

[Tlhe issue is not whether UNS may provide compensation to select
executives in excess of the retirement limits allowed by the IRS, but
whether ratepayers should be saddled with costs of executive benefits that
exceed the treatment allowed for all other employees. If the Company
chooses to do so, shareholders rather than ratepayers should be responsible
for the retirement benefits afforded only to those executives. We see no
reason to depart from the rationale on this issue in the most recent
Southwest Gas rate case, and we therefore adopt the recommendations of
Staff and RUCO and disallow the requested SERP costs.

[/d. at 28, (footnote omitted).] For these reasons, we agree with the recommendations of Staff and
RUCO that the request for inclusion in rates of SERP expenses should be denied. We therefore adopt
the recommendations of Staff and RUCO on this issue.

Miscellaneous “Unnecessary” Expenses

Based on his review of data requests, RUCO witness Rodney Moore proposed a disallowance
of $185,210 from test year expenses for various miscellaneous expenses that RUCO deems
unnecessary for the provision of service to the Company’s customers. Mr. Moore testified that
RUCO adjusted the Company’s proposed operating expenses to remove payments to chambers of
commerce and non-profit organizations; donations; club memberships; gifts; awards; extravagant
corporate events; advertising; and various meals, lodging, and refreshments. (RUCO Ex. 3 at 27.) In
his Surrebuttal Testimony, Mr. Moore cites the following specific miscellaneous expenses as
examples of items that should not be recoverable: (1) massages (§2,160); (2) gift certificates to
theaters, restaurants, and shopping malls ($18,230); (3) water, ice, coffee, beveréges and refreshments
for Company offices ($66,422); (4) breakfast, lunch, and dinner for meetings ($71,358); (5) off-site
management meetings at various resorts ($8,835); and (6) a Board of Directors meeting at a golf
course ($5,365). (Id. at 28; RUCO Ex. 6 at 7.)

Through her testimony, Company witness Randi Aldridge stated that RUCO had failed to
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We agree wrth Staﬁ' that the 2005 wage increase expense should be allowed because 1t is a

known and measurable expense that is bemg mcurred by the Company on a gomg-forward basrs .

Because the post—test year wage increase has been apphed only to employees who were employed
dunng the test year there is no resulting mismatch of revenue and expenses.

American Gas Assocratron Dues

The Amencan Gas Assocratron (“AGA”) rs a natronal trade association for natural gas
distn'butron and transmrssron compames Durmg 2004 Southwest Gas pard dues to the AGA

(Arlzona portron) of $21 1 934 (RUCO Ex. 5, RLM 9) The AGA provrdes services to its members in

. the followrng categorres Pubhc Affairs; Commumcatrons Corporate Affans and Internatlonal

General Counsel and Corporate Secretary; Regulatory Affarrs Marketmg Development Operatmg &

Engineering Services; Policy & Analysis; Industry Finance & Admrmstratrve Programs and General
& Ad.rmmstratrve Expense (Ex. A-30, RLA-3). ’
Although' Southwest Gas claims that it has ‘removed the amount of the dues that are
attributable - to the AGA’s Marketmg and Lobbymg functrons (1.54 percent and 2. 10 percent
respectively), RUCO seeks an additional 39.09 percent disallowance ($75,385) for the Public Affarrs
and Commumcatlons functlons performed by the AGA (RUCO Ex 5, RLM 9). According to RUCO
w1tness Moore the Commumcatlons category of AGA operatrons promotes the use of gas over other
fuels, while the Public. Affarrs category provrdes members w1th mformatron on legrslatrve and'» vl
regulatory developrnents, provrdes testrmony, comments and ﬁlmgs regardmg legrslatrve and\ ‘
regulatory act1v1t1es and lobbles on behalf of the mdustry (/d. at 21-22) |
o Southwest Gas wrtness Aldndge countered that the Commumcatrons and Pubhc Affarrs _
categones are approprrate AGA functions that should be recovered in test year expenses because the

_Company removed the amounts specrﬁcally assoc1ated w1th marketmg and lobbymg Ms Aldndge |

'testrﬁed that the Commumcatrons function of the AGA mcludes developmg mformatlonal matenals -

for member compames and consumers and coordmatmg all medra actrvrty (Tr 550) Wrth respect to
the Pubhc Affarrs functron the AGA descnbed 1ts actlvrtres as, follows “The [AGA} momtored and e

represented the actlvmes of Congress and Federal agencres that affected issues of 1mportance to the

vnatural gas mdustry and 1ts customers Thls dlvrsron also momtored state and local legrslatrve and'
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1ts management’s cornpensatlon .at risk. Accordmg to Southwest Gas, if the Company put these _-: '
amounts in the employees base salary, Staff and RUCO would not claim that there should be al
drsallowance," | “ L [ : |

| In Decrsron No 64172 the Comrmssron adopted Staft’s recomrnendatron regardmg MIPV

expenses based on Staff s clatm that two of the ﬁve performance goals were tied to return on equlty

}and thus prunanly beneﬁted shareholders We beheve that Staft’s recommendatlon for an equal_

‘shanng of the costs assocrated w1th MIP compensatxon provxdes an approprrate balance between the

beneﬁts attained. by both shareholders and ratepayers Although achrevement of the performance
| goals in the MIP, and the beneﬁts attendant thereto, cannot be pre01se1y quantified there is llttle doubt
that both shareholders and ratepayers denve sorne beneﬁt from incentive goals. _Therefore the costs '
of the program should be borne by both groups and we ﬁnd Staft’ s equal sharing recommendatlon to

be a reasonable resolutlon

. Sunplemental Executrve Retlrement Plan

Southwest Gas offers a Supplemental Execunve Retrrement Plan (“SERP”) to the Company s |-

! officers. Company wrtness Mashas testrﬁed that the SERP is necessary “to ensure that the retlrement

and deferred compensatlon portrons of [the ofﬁcers 1 total compensatron are on panty thh all other

employees of Southwest whose retrrement d1stnbut10n is. not nnpacted by certam IRS regulatxons”,

‘ (Ex A-33,at 3). Mr Mashas clalms that recovery of the SERP costs is reasonable duie to restnctlons '

on these employees basrc retlrement plan (“BRP”) exclusron of deferred compensat1on from the. _
BRP calculation, and the need to ensure attraction and retentron of quahﬁed employees Mr. Mashas g

explained that IRS regulatlons place llrmts on pensmn plan calculatlons for salanes exceedmg |

. $165 000 and thus salanes m excess of that level are: not 1ncluded in the pensron calculatlon Mr
Mashas stated that the SERP provrdes ofﬁcers w1th a ret1rement beneﬁt equal to 50 percent of the

: average of the last three years salary provrded that they are at least 60 years old and have at least 200

years of serv1ce (Id at 5- 6) ln addltlon [RS regulatrons place restnctlons on the Company s, 40l(k) |

. contnbutrons to’ the extent that‘ maxnnum contrlbutron levels represent a srgmﬁcantly smaller '

_ percentage of an ofﬁcer S salary compared to other ernployees” (Id at 4—5)

RUCO w1tness Moore proposed a reductlon m test year expenses of approx1mately $2 7

. 18'=‘f”f»fjv2*;l_ S ,58487-,
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mllhon assoc1ated w1th the- SERP Mr Moore stated the cost of these supplemental retirement | -
beneﬁts for select executives 1is not a necessary cost of providing gas servrce to customers because the
Company s ofﬁcers are already falrly compensated with a w1de an'ay of beneﬁts including a
retrrement plan Mr Moore cited to the Company s most recent rate case before the Nevada Public
Utxhtres Comrmsston where Southwest Gas SERP expenses were excluded ﬁom the Company’s |

operatlng expenses (RUCO Ex. 5, at 28-29)

ﬁndmg that the prov151on of addrtronal compensatlon to Southwest Gas hrghest pard employees to |
remedy a percerved deficiency in retlrement benefits relatlve to the Company s other employees is
not a:reasonable expense that should be reco_ver_ed in rates. W]_thout the SERP, the Company’s
ofﬁcers'(still e‘njoy’ the same retirement beneﬁts available to any other Southwest- Gas employee and |
the attempt to make these executrves whol‘e in the sense of allowrng a greater percentage of
retlrement beneﬁts does not meet the test of reasonableness If the Company wrshes to provide
addmonal retlrement benefits above the level permitted by IRS regulatrons appllcable to all other
employees it may do so at the expense of 1ts shareholders However it is not reasonable to place this

addmonal burden on ratepayers

Mlscellaneous Expenses

Through her Drrect testrmony, Company W1tness Aldrrdge mdrcated that the apphcatron o

1ncluded an adjustment to remove certam rmscellaneous expenses for 1tems such as gym ,
membershlps donatlons and meals (Ex A-29 at 23) |

Based on hlS review of data requests RUCO W1tness Moore proposed an add1t10nal - :

adjustment to remove ﬁ‘om test year expenses “payrnents to chambers of commerce non-proﬁt -

-orgamzatlons donatrons club membershxps glﬁs, awards extravagant corporate events and for

vanous meals lodgmg and refreshments whmh are not necessary m the provmonmg of gas serv1ce”

(RUCO Ex 5 at 25)

3 Applzcatzon of Southwest Gas Co;poratzon for Increase in Rates Pubhc Utrhttes Comrmssxon of Nevada Order in.

19 ERn e S esasT

We agree with RUCO’s posrtron on th15 issue. Although we reJected RUCO’s arguments on B V

th1s issue in the Company s last rate proceedlng, we believe that the record in this case supports a | - |
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BY THE COMMISSION:

On November 10, 2005, the Arizona Corporation Commission (“Commission”) opened an
inquiry (Docket No. G-04204A-05-0831) into the prudence of the gas procurement practices of UNS
Gas, Inc. (“UNS” “UNS Gas” or “Company”) (“Prudence Case”).

On January 10, 2006, UNS filed an application (Docket No. G-04204A-06-0013) with the
Commission seeking review and revision of the Company’s Purchased Gas Adjustor (“PGA Case™).

On July 13, 2006, UNS filed an application with the Commission (Docket No. G-04204A-06-
0463) for an increase in its rates throughout the State of Arizona (“Rate Case”).

On July 20, 2006, UNS filed separate Motions to Consolidate in each of the above-captioned
dockets.

On August 14, 2006, the Commission’s Utilities Division Staff (“Staff”) filed a Letter of
Sufficiency indicating that the Company’s Rate Case application met the sufficiency requirements
outlined in A.A.C. R14-2-103, and classifying the Company as a Class A utility.

On August 18, 2006, the Residential Utility Consumer Office (“RUCO”) filed an Application
to Intervene.

On September 8, 2006, a Procedural Order was issued consolidating the Prudence, PGA, and
Rate Case dockets; scheduling a hearing for April 16, 2007; setting various other procedural
deadlines; directing UNS to publish notice of the applications and hearing date; and granting RUCO’s
request for intervention.

On September 20, 2006, Arizona Community Action Association (“ACAA”) filed a Motion to
Intervene.

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

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

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

With its rate application, UNS filed its required schedules in support of the application, as
well as the direct testimony of James Pignatelli, David Hutchens, Kentton Grant, Dallas Dukes,

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

2 DECISION NO. = 70011
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On February 9, 2007, Staff filed the direct testimony of Ralph Smith, David Parcell, Robert
Gray, Julie McNeely-Kirwan, and George Wennerlyn; RUCO filed the direct testimony of William
Rigsby, Marylee Diaz Cortez, and Rodney Moore; ACAA filed the direct testimony of Miquelle
Scheier; and Mr. Magruder filed his direct testimony.

On February 9, 2007, Staff filed a Request for Extension of Time to file the direct testimony
of two of its witnesses.

On February 15, 2007, a Procedural Order was issued granting Staff’s extension request, and
revising the dates for responsive testimony for the other parties.

On February 16, 2007, Staff filed the direct testimony of Jerry Mendl.

On February 23, 2007, Staff filed the direct testimony of Steven Ruback.

On March 1, 2007, a Procedural Order was issued rescheduling the prehearing conference to
April 13, 20.07.

On March 16, 2007, UNS filed the rebuttal testimony of D. Bentley Erdwurm, Mr. Grant, Mr.
Dukes, Ms. Kissinger, Mr. Hutchens, Mr. Pignatelli, Gary Smith, and Denise Smith.

On March 30, 2007, ACAA filed the surrebuttal testimony of Ms. Scheier.

On April 4, 2007, Staff filed the surrebuttal testimony of Mr. Gray, Ms. McNeely-Kirwan,
Mr. Parcell, Mr. Ruback, Mr. Mendl, and Ralph Smith; RUCO filed the surrebuttal testimony of Mr.
Rigsby, Mr. Moore, and Ms. Diaz Cortez; and Mr. Magruder filed his surrebuttal testimony.

On April 11, 2007, UNS filed the rejoinder testimony of Denise Smith, Gary Smith, Mr.
Pignatelli, Ms. Kissinger, Mr. Dukes, and Mr. Erdwurm.

On April 13, 2007, a prehearing procedural conference was conducted to address the order of
witnesses and exhibits.

The evidentiary hearing commenced as scheduled on April 16, 2007, and additional hearing
days were held on April 17, 18, 19, 20, 24, and 25, 2007. At the close of the hearing, a briefing
schedule was established, with initial briefs due on May 31, 2007, and reply briefs due on June 14,
2007.

On May 30, 2007, Staff filed a Request for Extension of Time to File Initial Brief.

On May 31, 2007, a Procedural Order was issued granting Staff’s extension request and

3 DECISIONNO. 70011
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directing initial and reply briefs to be filed by June S and June 19, 2007, respectively.

Initial briefs were filed on June 5, 2007, by UNS, Staff, RUCO, and Mr. Magruder. Final
Schedules were also filed on June 5, 2007, by UNS and RUCO.

On June 6, 2007, Staff filed a Notice of Errata and Revised Initial Brief.

Reply Briefs were filed on June 19, 2007, by UNS, Staff, RUCO, and Mr. Magruder.

On June 21, 2007, Staff filed a Notice of Errata and Additional Authority.

Rate Application

According to the Company’s application, as modified, in the test year ended December 31,
2005, UNS had adjusted operating income of $8,506,168,' on an adjusted Original Cost Rate Base
(“OCRB”) of $162,358,856, for a 5.24 percent rate of return. UNS requests a revenue increase of
$9,459,023; Staff recommends a revenue increase of $4,312,354; and RUCO recommends an

increase of $2,734,443. A summary of the parties’ positions follows.

Company Proposed Staff Proposed RUCO Proposed
ORIGINAL COST
Adjusted Rate Base $162,358,856 $154,547.272 $144,646,160
Rate of Return 8.80% 8.12% 8.22%
Req’d Operating Inc. 14,284,546 12,549,238 11,889,914
Op. Income Available 8,506,168 9,900,380 10,219,499
Operating Inc. Def. 5,778,378 2,648,858 1,670,416
Rev.Conver. Factor 1.6370 1.6370 1.6370
Gross Rev. Increase 9,459,023 4,336,098 2,734,443
FAIR VALUE
Adjusted Rate Base $191,875,209 $184,063,625 $171,189,139
Rate of Return 7.44% 6.81% 6.95%
Req’d Operating Inc. 14,284,546 12,534,733 11,889,914
Op. Income Available 8,506,168 9,900,380 10,219,499
Operating Inc. Def. 5,778,378 2,634,353 1,670,416
Rev.Conver. Factor 1.6370 1.6370 1.6370
Gross Rev. Increase 9,459,023 4.3 12,3542 2,734,443

! The Company’s “Final Schedules,” which were submitted at the time UNS’ initial brief was filed, are inconsistent with
the revenue requirement recommendations set forth in the Company’s brief (compare, e.g., UNS Initial Brief at 5-6 and
Final Schedule A-1). No subsequent filings were submitted to explain the differences between these documents and the
reason for the discrepancy is unknown. For purposes of this Decision, we have used the Company’s “Revised
Schedules,” (admitted at the hearing as Ex. A-10), and as set forth in its brief.

? Staff’s gross revenue increase was calculated by applying a zero cost value to the “excess” between OCRB and FVRB.
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REVENUE REQUIREMENT

Rate Base Issues

UNS proposed an OCRB of $162,358,856; Staff recommends an OCRB of $154,547,272; and
RUCO proposed an OCRB of $144,646,160. Each of the disputed issues regarding rate base items is
discussed below.

Construction Work in Progress

Construction work in progress (“CWIP”) is a regulatory concept under which, in limited
circumstances, a regulatory body allows recovery in a company’s rate base of plant that was under
construction during the test year but not used and useful for purposes of serving customers. In this
proceeding, UNS Gas seeks inclusion of approximately $7.2 million of CWIP (which would provide
the Company with approximately $1.5 million in additional annual revenues). In support of its
position, UNS argues that CWIP is an accepted aspect of ratemaking that has been used in many
states and that the Arizona Supreme Court previously upheld the allowance of CWIP, citing Arizona
Community Action Assoc. v. Arizona Corp. Comm’n, 123 Ariz. 228, 230, 599 P.2d 184, 186 (1979).
In that case, the Arizona Supreme Court stated that allowing CWIP “appears to be in the public
interest to have stability in the rate structure within the bounds of fairness and equity rather than a
constant series of rate hearings.” (Id.).

UNS contends that it will not be able to earn its authorized rate of return even if its full rate
request is granted in this case, due to the high rate of growth in its service area, which requires higher
levels of capital investment to serve new customers. According to Company witness Kentton Grant,

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

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

Gas is more severe than for many other utilities (Co. Ex. 28 at 9; Co. Ex. 27 at 28). Mr. Grant
testified that in 2006 UNS added $17 million in net plant, which resulted in an additional $3 million
in fixed costs (e.g., depreciation, property taxes), but new customers added in 2006 provided only
$1.8 million in new revenues, resulting in a net loss of $1.2 million for UNS associated with serving

growth in 2006 (Co. Ex. 28 at 10, Attach. KCG-10).
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Staff and RUCO oppose inclusion of CWIP in the Company’s rate base. Staff witness Ralph
Smith stated that, although the Commission has previously allowed CWIP in rate base, the
Commission’s general practice has been not to allow CWIP. In support of Staff’s disallowance
recommendation, Mr. Smith claims that absent compelling reasons, which have not been shown by
UNS in this case, there is no valid reason to grant CWIP. Mr. Smith asserts that the Company has not
demonstrated that its test year CWIP balance was for non-revenue-producing and non-expense-
reducing plant. He testified that much of the construction appears to be for mains, services, and
meters related to serving customer growth, which plant is therefore revenue producing. Mr. Smith
stated that, although test year revenues have been annualized to (2005) year-end customer levels,
revenues have not been extended beyond the test year to correspond to customer growth. Thus,
according to Mr. Smith, inclusion of CWIP in rate base, without recognition of the incremental
revenue the plant supports, would cause a mismatch for regulatory purposes (Ex. S-25 at 9-10).

RUCO witness Marylee Diaz Cortez also recommends disallowance of CWIP for many of the
same reasons cited by Staff witness Ralph Smith. Ms. Diaz Cortez stated that the Commission has
previously allowed CWIP only in extraordinary circumstances, which she claims are not present in
this case. She claims that recovery of earnings on CWIP plant balances prior to the plant becoming
used and useful is accomplished through an Allowance for Funds Used During Construction
(“AFUDC”), through which the Company may accrue interest on the CWIP balances. The AFUDC
accruals are ultimately recovered over the life of the plant through depreciation expense once the
asset becomes used and useful in provision of utility service (RUCO Ex. 5, at 7-9). Ms. Diaz Cortez
testified that regulatory lag has always been a characteristic of rate of return regulation and that such
lag may also provide a benefit to the Company, to the extent that plant retirements, accumulated
depreciation, and expired amortizations allow it to earn a return on those items between rate cases.
She also stated that the growth phenomenon in the UNS service area has a positive aspect due to the
increase of revenues associated with serving new customers (/d. at 9-10).

We agree with Staff and RUCO that the request for CWIP in this case is not supported by the
record. As the Staff and RUCO witnesses indicated, UNS is not faced with an extraordinary situation

that would justify inclusion of CWIP in rate base because the plant required to serve new customers
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will help produce revenues; UNS has a means, through accrual of AFUDC, to mitigate the effect of
the CWIP investment; allowance of CWIP would undermine the balancing of test year revenues and
expenses; and the regulatory lag inherent in utility regulation may provide benefits to the extent that
items such as plant retirements and accumulated depreciation occur between test periods and thereby
help to mitigate periods of higher plant investment associated with customer growth.

As Staff points out in its brief, one of the few instances in which the Commission previously
allowed inclusion of CWIP in rate base occurred in 1984 in a case involving Arizona Public Service
Company (“APS”). In that case, the Commission addressed the need for a CWIP allowance due to
extraordinary circumstances involving the Palo Verde nuclear plant. The Commission allowed
approximately $200 million of APS’S $600 million CWIP balance as a means of addressing a critical
cash-flow deficiency, and as a means to lessen the severe rate shock that would be experienced by

3 Staff argues that

customers if the entirety of the nuclear plant were placed in rate base at one time.
UNS is not faced with a comparable cash-flow crisis, and that the $7 million of CWIP requested by
the Company does not present a rate shock concern that would justify inclusion of CWIP in this case.

We therefore decline the Company’s request for rate base recognition of CWIP in this proceeding.

Post-Test-Year Plant

UNS proposes that, if its request for CWIP is denied, the Commission should alternatively
allow inclusion of post-test-year plant in rate base. The Company argues that the Commission has
approved post-test-year plant in a number of recent cases, and UNS faces faster growth than many
other utilities in Arizona. Therefore, UNS argues that, absent inclusion of CWIP, the Commission
should recognize inclusion of post-test-year plant.

Staff opposes the Company’s proposal for reasons similar to the arguments raised on the
CWIP issue. Staff witness Ralph Smith testified that the post-test-year plant arguments suffer from
the same flaws as the request for inclusion of CWIP. He stated his belief that recognition of post-
test-year plant would be imbalanced because it fails to capture post-test-year revenue growth and

decreases in maintenance costs associated with the new plant (Ex. S-27 at 14-15).

* Arizona Public Service Co., Decision No. 54247 (November 28, 1984), at 19-20.
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We agree with Staff that post-test-year plant should not be included in rate base for the same
reasons stated above with respect to the Company’s request for CWIP. Although the Commission
has allowed post-test-year plant in several prior cases involving water companies, it appears that the
issue was developed on the record in those proceedings in a manner that afforded assurance that a
mismatch of revenues did not occur. For example, in Decision No. 66849 (March 19, 2004), we
stated that “we do not believe that adoption of this method would result in a mismatch because the
post-test-year plant additions are revenue neutral (i.e., not funded by CIAC or AIAC)” (Id. at 5). In
the instant case, however, the Company’s request appears to be simply a fallback to its CWIP
position, and there is no development of the record to support inclusion of the post-test-year plant.
The entirety of UNS’s argument consists of two questions in Mr. Grant’s direct testimony, which
essentially provided that: the Commission has approved post-test-year plant in some prior cases, UNS
is experiencing a high customer growth rate, and therefore the Company is entitled to inclusion of
post-test-year plant if the Commission denies CWIP (Ex. A-27 at 28-29). Even if we were inclined to
recognize post-test-year plant in this case, there is not a sufficient basis upon which to evaluate the
reasonableness of the request (i.e., whether a mismatch would exist). We therefore deny the
Company’s proposal on this issue.

Deduction of Customer Advances

The final issue raised in UNS’s trilogy of CWIP-related issues is its plea that the Commission
should not reduce rate base to recognize funds received for customer advances, if the Commission
rejects UNS’s request for CWIP or, alternatively, for post-test-year plant. The Company concedes
that such advances are typically deducted from rate base because they represent customer-supplied
capital. However, UNS contends that it has received approximately $4 million in customer advances
related to the $7 million in CWIP plant investment (Ex. A-28 at 27). Thus, according to UNS, the net
impact on rates (if the requested $7 million of CWIP were to be included in rate base) is $3 million,
based on the net of the $7 million offset by $4 million in advances.

UNS argues that it is inherently unfair to exclude the advances from rate base if the plant
associated with those advances is not yet in service and not included in rate base. UNS claims that

the purpose of deducting advances (i.e., recognizing customer-supplied capital) is not furthered when

8 DECISION NO. 70011




W N

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

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

the plant is not in service. The Company also contends that the deduction of advances in this case
would discourage utilities from seeking advances to offset infrastructure capital costs.

Both Staff and RUCO oppose the Company’s recommendation. Staff witness Ralph Smith
states that because advances represent non-investor-supplied capital, they should be reflected as a
deduction to rate base. He stated that Staff is not aware of any instance in which CWIP was excluded
for a major utility in Arizona and customer advances were not reflected as a deduction to rate base.
Mr. Smith also cites to A.A.C. R14-2-103, Appendix B, Schedule B-1, which he claims requires
companies to reflect advances as a deduction from rate base (Ex. S-27 at 15-16).

RUCO witness Marylee Diaz Cortez agreed with Staff’s recommendation regarding advances.
She testified that the Commission has historically excluded CWIP from rate base and recognized
contributions (advances) as a deduction from rate base and that UNS is being afforded (under
RUCO’s and Staff’s recommendations) the same rate base treatment as every other utility in Arizona
(RUCO Ex. 6 at 8). Ms. Diaz Cortez claims that it is only the Company’s proposal to include CWIP
which creates a mismatch, because UNS failed to include the additional revenues the construction
projects generate (Id. at §-9).

We agree with Staff and RUCO that advances represent customer-supplied funds that are
properly deducted from the Company’s rate base. Indeed, the Commission’s own rules contemplate
that such a deduction is required, as Staff witness Smith testified. Had UNS not requested the
inclusion of CWIP in rate base, a ratemaking treatment that is only afforded under extraordinary
circumstances (and apparently has not occurred for more than 20 years), there would presumably not
have been an issue raised by the Company with respect to an alleged “mismatch” between exclusion
of CWIP and deducting advances from rate base. The Company’s attempt to frame this issue as one
in which it is being treated in a discriminatory manner is unpersuasive.

As we have stated in prior cases, regﬁlated utility companies control the timing of their rate
case filings and should not be heard to complain when their chosen test periods do not coincide with
the completion of plant that may be considered used and useful and therefore properly included in

rate base. We believe our conclusions regarding UNS’s CWIP-related proposals are entirely
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consistent with the treatment that has been afforded to other utility companies regulated by the
Commission and provide a result that is fair to both the Company and its customers.

Geographic Information System

UNS seeks to include in rate base $897,068 for expenses incurred during 2003 and 2004 to
install a Geographic Information System (“GIS™). The GIS is a global positioning system that allows
UNS to locate ekisting service lines. UNS witness Gary Smith testified that the Company installed
the GIS in response to a Commission Pipeline Safety audit that recommended a complete mapping of
the UNS system. He described several benefits of the GIS, including improved response times, better
informed decisions regarding adding system infrastructure, and increased accuracy for field staff (Ex.
A-15 at 6-7).

According to Staff witness Ralph Smith, the GIS costs should not be included in rate base
because they were non-recurring expenses that were largely incurred outside of the test year. He
explained that, according to internal Company memos, UNS initially decided to treat the GIS as a
capitalized investment, but later determined that capitalization of the costs was inappropriate under
Generally Accepted Accounting Principles (‘GAAP”). Mr. Smith stated that, under GAAP, the GIS
costs were required to be expensed during the period in which they were incurred and, since they
were incurred prior to the test year, are not properly includable in rates (Ex. S-27 at 16-18).

RUCO also opposes inclusion of the GIS expenses in rates. RUCO witness Marylee Diaz
Cortez stated that because UNS failed to obtain from the Commission an accounting order to treat the
GIS expenses as a regulatory asset, which would be eligible for future rate recovery consideration,
the Company is not entitled to recover those costs in this rate proceeding (RUCO Ex. 5 at 11-12;
RUCO Ex. 6 at 9-10). RUCO argues that regardless of the Company’s increased productivity claims,
its failure to properly account for the GIS costs precludes recovery in UNS’s rate base.

We agree with Staff and RUCO that the GIS costs are not properly recoverable as a regulatory
asset in this proceeding. As described by Staff witness Ralph Smith, the GIS costs were required by
GAAP to be expensed, and the vast majority of those costs were incurred prior to the test year and are
non-recurring in nature (Ex. S-25 at 12-17). Further, the Company’s failure to seek an accounting

order from the Commission when the costs were incurred renders them unrecoverable as a regulatory
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asset. As Mr. Smith points out, it is not unusual for investors to be responsible for expenses incurred
between test years, just as the utility’s investors may benefit from cost decreases and increased
revenues during the same period (Ex. S-27 at 16-19). As both Staff and RUCO contend, there is
nothing inherently unfair about the treatment afforded to the GIS costs in this case because costs and
revenues are ever changing, and moreover, the improved efficiencies touted by UNS as a result of the
GIS inure to the benefit of the Company’s investors at least as much as to ratepayers. Finally, any
blame for UNS’s inability to recover those costs through rates lies with the Company’s prior failure

to properly account for the costs under GAAP accounting standards.

Plant in Service

Although Staff did not challenge the Coinpany’s proposed plant-in-service amounts, RUCO
recommends the disallowance of approximately $3.1 million in plant that it considers
unsubstantiated. UNS claims that it provided adequate documentation for the plant, but RUCO
contends that the Company failed to provide records supporting increased plant balances recorded on
the books of Citizens Utilities between the end of the last test year (December 31, 2001) and the date
the Company acquired the system from Citizens (August 11, 2003).

According to RUCO, Citizens’ gas plant in service was approximately $234 million at the end
0f 2001, and UNS has records to support $10.7 million of additional plant in service between the end
of 2001 and June 30, 2003 (Ex. A-8 at 2; RUCO Ex. 1). RUCO claims that UNS has no records to
support additional plant in service as of the date of the transfer, yet the Company booked
approximately $248 million of plant in service as of the acquisition date of August 11, 2003 (Tr. at
192-93). UNS witness Karen Kissinger testified that certain electronic files provided to RUCO
supported the higher plant value, but conceded that those files do not provide a means of reconciling
the plant balances claimed as of the acquisition date (i.e., $248 million) (Tr. at 194-95, 214). RUCO
also disputes the Company’s argument that the higher plant balances were approved by the Federal
Energy Regulatory Commission (“FERC”), based on Ms. Kissinger’s concession that the submission
to FERC was not a request for approval of the specific plant amounts, but simply a request for
confirmation from FERC that the amounts are recorded to the proper FERC accounts (Tr. at 198).

Based on the evidence presented, RUCO requests a decrease of $3,133,264 in the Company’s
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proposed plant in service and a corresponding increase in accumulated depreciation of $3,857,413,
(RUCO Ex. 3 at 12).

UNS contends that it provided adequate documentation to support its claimed plant-in-service
balances for the period in question. The Company argues that, because Citizens was scrambling to
wrap up its accounting for the final months at the time the sale was being finalized, it is not surprising
that Citizens’ records from that period were less extensive than normal (Tr. at 194-97). UNS relies
on the electronic files provided to RUCO to support its position. The Company also points to
testimony by RUCO witness Rodney Moore, who agreed that “records from Citizens are notoriously
inadequate for a determination of the actual value of the pre-acquisition gross plant and accumulated
depreciation” (RUCO Ex. 4 at 4). UNS asserts that other companies seeking post-acquisition
approval of plant values based on Citizens’ inadequate records have not been subject to downward
adjustments®, and that imposing downward adjustments on UNS would be inequitable. UNS also
claims that the Commission’s order approving the sale of the Citizens gas system assets to UNS did
not include record retention requirements, although such requirements had been included in prior
Commission Orders such as those related to the sale of Southern Union Gas Company’s assets to
Citizens (Ex. A-7 at 6).> Another argument raised by UNS is that it directly transferred the final
plant-in-service values from Citizens’ books to its own at the time of the acquisition. The Company
contends that FERC’s approval of UNS’s accounting procedures and a subsequent audit of the
Company’s financial statements further support its claim that its proposed plant-in-service value is
appropriate. |

We find that UNS has explained adequately the basis for its plant-in service-proposal. As
UNS witness Kissinger indicated in her rebuttal testimony, the acquisition of the Citizens assets was
accounted for by UNS in accordance with applicable accounting standards, and the Company
obtained a clean audit opinion regarding its financial statements from PricewaterhouseCoopers for
the applicable period following the acquisition (Ex. A-7 at 2; Ex. A-6, Attach. KGK-1). The

Company’s accounting treatment was also approved by the accounting entries associated with the

* See, e.g., Arizona —American Water Co., Decision No. 67093 (June 30, 2004).
3 Decision No. 57647 (December 2, 1991), at 14.
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acquired plant (Ex. A-7 at 4). UNS Gas provided sufficient documentation to support the amount of
plant in service transferred from Citizens, and we therefore reject RUCO’s proposed adjustment to
plant in service.

Test Year Accumulated Depreciation

RUCO has also proposed increasing the Company’s accumulated depreciation by
approximately $2,855,454, due to RUCO’s assertion that UNS improperly applied depreciation rates
that were requested in the last rate case (Docket No. G-01032A-02-0598). That case was later
suspended and combined with a joint application between UNS and Citizens for acquisition of the
Citizens assets by UNS. The consolidated dockets ultimately resulted in a settlement agreement that
was approved in Decision No. 66028 (July 3, 2003). RUCO argues that, because the settlement
approved in Decision No. 66028 did not specifically mention new depreciation or amortization rates,
UNS should apply the depreciation rates approved in the prior Citizens gas rate case in Decision No.
58664 (June 16, 1994). RUCO witness Moore cited to A.A.C. R14-2-102(C)(4), which states that
changed depreciation rates shall not become effective until the Commission authorizes such changes.
(RUCO Ex. 3 at 13-14). Accordingly, Mr. Moore proposed that test year accumulated depreciation
should have been calculated as approved in the prior Citizens rate case, resulting in a reduction to the
Company’s OCRB of $2,855,454 (Id. at 14).

UNS argues that RUCO’s recommendation fails to recognize that the Commission approved
new depreciation rates in Decision No. 66028>which, as noted above, approved the sale of Citizens’
gas system assets to UNS and approved a rate increase pursuant to the terms of a settlement
agreement. Although the Commission did not explicitly approve new depreciation rates in Decision
No. 66028, UNS contends that the settlement agreement contained a specific schedule showing how
the revenue requirement was calculated. UNS witness Kissinger testified that the depreciation rates
that formed the basis of the settlement were approved by the Commission and that no party objected
to the depreciation rates in that case (Ex. A-7 at 9). Ms. Kissinger also attached to her testimony the
schedule that formed the basis of the revenue requirement and explained on cross-examination that
the updated depreciation expense adjustment was subsumed within operating expenses in the

settlement agreement schedule (/d. at Attach. KGK-11; Tr. at 201-03).
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We agree with UNS that the depreciation rates contained within the revenue requirement
schedules, and attached to the settlement agreement, were implicitly approved in Decision No. 66028.
Although Decision No. 66028 approved a “black box” settlement, in the sense that the specific
revenue requirement issues were not discussed individually, the basis of the underlying revenue
requirement was attached to the settlement agreement, and no party objected to the individual
components of that revenue requirement. Accordingly, it was reasonable for UNS to apply the
accumulated depreciation rates that were a component of the settlement. Indeed, RUCO witness Diaz
Cortez admitted that the prior Citizens rate case order (Decision No. 58664) contained a specific
discussion of only 2 of the 28 depreciation accounts and that it would thus be necessary to refer to the
underlying application even in that case to ascertain the specific depreciation rates that were
approved by the Commission in that order (Tr. at 673-74). We therefore reject RUCO’s
recommendation on test year accumulated depreciation. |

Working Capital

As described by UNS witness Karen Kissinger, working capital is generally defined as
“investor funding in excess of the balance of net utility plant reflected in rate base that is required for
the provision of utility service” (Ex. A-6 at 10). The components of working capital include
materials and supplies, prepayments, and cash working capital. The amounts for materials and
supplies, and prepayments, are determined based on test year recorded balances, whereas the cash
working capital component was determined by UNS based on a lead-lag study (/d. at 10-11).

Staff witness Ralph Smith summarized the concept of cash working capital as follows:

Cash working capital is the cash needed by the Company to cover its day-
to-day operations. If the Company’s cash expenditures, on an aggregate
basis, precede the cash recovery of expenses, investors must provide cash
working capital. In that situation, a positive cash working capital
requirement exists. On the other hand, if revenues are typically received
prior to when expenditures are made, on average, then ratepayers provide
the cash working capital to the utility, and the negative cash working
capital allowance is reflected as a reduction to rate base. In this case, the
cash working capital requirement is a reduction to rate base as ratepayers
are essentially supplying these funds (Ex. S-25 at 18-19).
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Based on Staff’s proposed adjustments, Mr. Smith proposed a corresponding adjustment to the
Company’s cash working capital requirements. Staff’s recommendation results in a cash working
capital requirement of negative $268,272, in accordance with Staff’s other recommendations in this
case (Ex. S-27 at 20, Attach. RCS-2S).

In its initial brief, UNS points out that a number of ratemaking adjustments will have an effect
on the Company’s working capital requirement. UNS also contends that RUCO’s proposed working
capital proposal should be rejected because RUCO failed to use a simultaneous equation to compute
two elements of cash working capital: synchronized interest and current income taxes (Ex. A-7 at 12).

In its reply brief, RUCO responded that its schedules did account for synchronized interest in
both the working capital and income tax calculations. RUCO cites to Mr. Moore’s schedules to
support its claim (RUCO Ex. 3, Sched. RLM-3, Line 15; Sched. RLM-14, Lines 3, 8, and 18; and
Sched. RLM-6, Line 8).

It does not appear from the record that the parties are in disagreement with regard to the
underlying working capital requirements, subject to the various adjustments that necessarily flow
from the revenue requirement established in this Decision. The working capital requirement has been
determined in accordance with the revenue requirement established in this Order.

Accumulated Deferred Income Tax

Based on its recommendations in this case, Staff adjusted rate base by $195,336 to account for
removal of accumulated deferred income tax (“ADIT”) related to the GIS deferral issue, removal of
ADIT related to the Supplemental Executive Retirement Plan, and removal of 50 percent of the ADIT
related to incentive compensation (Ex. S-25 at 19). Staff claims that UNS did not contest these ADIT
adjustments, which Staff asserts are necessary to reconcile rate base with the components of
operating income adjustments.

In its brief, UNS does not address the ADIT issues raised by Staff, which are reconciliation
adjustments flowing through from several operating income issues and are addressed below.
However, the Company does take issue with RUCQO’s alleged failure to make corresponding
adjustments to ADIT and deferred income tax expense (Ex. A-7 at 11-12). Because RUCO did not

address this issue in its briefs, presumably, it does not oppose the Company’s position.
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Based on the record before us, we agree that the appropriate reconciliation adjustments should
be made to reflect the effect on ADIT and income tax expense in accordance with this Decision.

Summary of Rate Base Adjustments

Based on the foregoing discussion, we adopt an adjusted OCRB of $154,604,408 and a Fair
Value Rate Base (“FVRB”) of $184,120,761.

Commission Approved

ORIGINAL COST:
Gas Plant in Service $271,980,463
Less: Accumulated Depreciation (72.,006,708)
Net Plant in Service 199,973,755
Citizens Acquisition Discount (30,709,738)
Less: Accum. Amort. — Citizens Acq. Disc. (1,876.981)
Net Citizens Acq. Discount (28.832.757)
Total Net Utility Plant 171,140,998
Deductions:
CIAC (7,283,595)
Customer Deposits (3,040,484)
Accum. Deferred Income Taxes (6,289,473)
Allowance for Working Capital (211,136)
Regulatory Liabilities (19.721)
Total Deductions (16,844,409)
Additions:
Regulatory Assets 307.819
Total OCRB $154,604,408
RCND® RATE BASE:
Gas Plant in Service $367,054,190
Less: Accumulated Depreciation (97.114.865)
Net Plant in Service 269,939,325

Citizens Acquisition Discount

(41,822,562)

Less: Accum. Amort. — Citizens Acq. Disc. (2,560,308)
Net Citizens Acq. Discount (39,262.254)
Total Net Utility Plant 230,677,071

Deductions:

CIAC (7,786,962)
Customer Deposits (3,040,484)
Accum. Deferred Income Taxes (6,289,473)
Allowance for Working Capital (211,136)
Regulatory Liabilities (19.721)

¢ Reconstruction New (less) Depreciation
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Additions:
Regulatory Assets
Total RCND

FAIR VALUE RATE BASE:

Gas Plant in Service

Less: Accumulated Depreciation
Net Plant in Service

Citizens Acquisition Discount

Less: Accum. Amort. — Citizens Acq. Disc.

Net Citizens Acq. Discount
Total Net Utility Plant
Deductions:
CIAC
Customer Deposits
Accum. Deferred Income Taxes
Allowance for Working Capital
Regulatory Liabilities

Total Deductions
Additions:
Regulatory Assets
Total FVRB

Operating Income Issues

DOCKET NO. G-04204A-06-0463 ET AL.
(17,347,326)

307.819
$213,637,114

$319,517,327

(84.560.,787)
234,956,540

(36,266,150)
2.218,645

(34.047,505)
200,909,035

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

(211,136)

19.721
(17,096,093)

307.819
$184,120,761

In the test year, the Company’s reported operating revenues were $47,169,528, with reported
adjusted test year operating expenses of $38,740,547, and test year net operating income of
$8,428,981. As reported in its Surrebuttal Schedules, Staff’s proposed adjusted test year operating
revenues were $47,273,923, with adjusted test year operating expenses of $37,373,543, resulting in
test year net operating income of $9,900,380. RUCO’s Final Schedules show prbposed adjusted test
year operating revenues of $50,014,877, with adjusted test year operating expenses of $38,124,962,
yielding test year net operating income of $11,889,914. The disputed expense adjustments are
discussed below.

Revenues

Customer Annualization

UNS has proposed in this case to calculate customer revenue annualization based on a

cyclical growth pattern, which the Company contends more accurately reflects its actual experience
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in its service territory. Company witness D. Bentley Erdwurm described the traditional approach of
customer annualization as a comparison of customer counts in each month of the test year to the end
of test year level of customers. Under this approach, the additional customers attributable to each
month are multiplied by the average revenue per customer for each month to obtain the additional
revenue attributable to the additional cus'tomers (Ex. A-20 at 2). Mr. Erdwurm testified that the
traditional method works well when growth is steady and additional customers are similar in size to
existing customers, but breaks down when a company, such as UNS, experiences cyclical seasonal
growth (Id). He conceded that the Commission has never before adopted a revenue annualization
method such as the one advocated by UNS. However, he contends that the Company’s proposed
methodology is appropriate in this case because “in cases of cyclical growth, the mathematics break
down and...[the traditional method] will often give you a totally counterintuitive result, where you
would actually have a negative customer adjustment on a growing system” (Tr. at 447).

Staff and RUCO oppose adoption of the Company’s annualization proposal. RUCO argues
that although the Company’s customer levels are somewhat seasonal, they do not exhibit a degree of
seasonality or produce an aberrational result that would make the traditional method inappropriate.
Ms. Diaz Cortez pointed out that the customer base for UNS’s largest rate schedule, R10, increased
from month to month for every month except April, May, and July, and that the decreases in those
months ranged from .09 percent to .28 percent (RUCO Ex. 6 at 12, Sched. MDC-1). RUCO asserts
that these changes do not exhibit an extreme level of seasonality that would justify departure from the
traditional method advocated by RUCO and Staff.

Staff witness Ralph Smith testified that the traditional method of customer annualization has
been effective in coordinating the revenue element of the ratemaking formula with other components,
such as rate base, and that many of the Company’s arguments are without merit (Ex. S-27 at 19-21).
According to Mr. Smith, any method for determining an annualization adjustment should be
transparent and straightforward to allow replication and verification of the results. He contends that
while the traditional method satisfies these criteria, UNS’s proposal to apply percentage growth
factors instead of customer bill counts is difficult to follow and replicate and actually appeared to

understate growth (/d. at 24).
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We agree with Staff and RUCO that UNS has not presented a valid case for departing from
the traditional method of calculating customer revenue annualization. Although the Company’s
arguments may have some validity in a theoretical sense, adoption of the cyclical methodology is not
warranted in this proceeding. RUCO and Staff highlighted some of the flaws inherent in the |
Company’s proposal, including the lack of any significant demonstrated seasonality, the complexity
of the formula, lack of transparency, and the claim by the Staff witness that the methodology may
actually result in an understatement of revenues. We therefore decline to adopt UNS’s revenue
annualization proposal.

Weather Normalization

Staff witness Ralph Smith stated that Staff’s weather normalization adjustment increases retail
revenue by $1,962, compared to UNS’s proposal, because, in Staff’s annualization, the weighted
average number of customers exceeded the level reflected in the Company’s corresponding
annualization. Mr. Smith claims that both the Staff and UNS weather normalization adjustments
reflect an increase to revenue due to warmer than normal temperatures during the test year (Ex. S-27
at 25).

In its brief, UNS states that the weather normalization adjustment should reflect the other
positions taken herein, including the customer annualization adjustment proposed by the Company.

Although RUCO accepts the Company’s proposed weather normalization, it proposes a
further adjustment of $900 related to the additional customers/revenue the Company proposes be
recognized as a result of its customer annualization proposal (RUCO Ex. 6 at 16).

It is not entirely clear whether the weather normalization issue remains in dispute given our
determination above that the Company’s customer annualization recommendation should not be
adopted. To the extent that there is any remaining disagreement on this issue, we adopt Staff’s
weather normalization recommendation in accordance with the discussion above regarding customer

annualization.
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Expenses
Legal Expenses Related to FERC Rate Case

During the 2005 test year, UNS incurred legal expenses of $311,051 related to settlement
discussions involving an El Paso Natural Gas Company (“El Paso”) FERC rate case. The El Paso
case eventually settled, and due to the non-recurring nature of those legal expenses, both Staff and
RUCO recommended removal of that amount from allowable expenses in this case (Ex. S-15 at 30;
RUCO Ex. 5 at 21).

UNS witness Dallas Dukes testified that Staff’s and RUCO’s recommendations would set the
Company’s legal expenses at an amount well below the expected ongoing level (Ex. A-13 at 17). As
an alternative, he proposed an allowance of $430,777 (pre-tax), which represents a two-year average
of legal expenses actually incurred by UNS for 2004 and 2005 (Id. at 18). Mr. Dukes stated that the |
actual legal expenses incurred by UNS were $373,174 for 2004, $488,380 for 2V065:;Sénd $425,540 for
2006, and that its projected legal expenses for 2007 are $425,208 (Id.; Ex. A-14 at 9).

We believe that the Company’s allowable legal expenses should be set at a level that reflects
more accurately its actual experience, both historical and anticipated. Staff and RUCO make a valid
argument that the legal expenses incurred during 2005 were higher than normal due to the
Company’s participation in the El Paso rate case and that such expenses are likely non-recurring in
nature. However, the RUCO and Staff recommendations fail to recognize that even after completion
of the El Paso case, UNS incurred legal expenses of more than $400,000 in 2006 and is expected to.
do so again in 2007, legal expenses of in each year. ffhus, even if 2005 is removed as an anomaly,
actual legal expenses for 2004 and 2006 and projected legal expenses for 2007 produce an average of
slightly more than $400,000 per yearwx We therefore believe it is reasonable, based on the record, to
allow legal expenses of $400,000 to ﬁ’i\IS in this case.

Rate Case Expense

UNS initially requested inclusion of $600,000 for rate case expense, amortized over three
years. However, in his rebuttal testimony, Mr. Dukes amended the request to $900,000, amortized
over three years, based on the Company’s claim that UNS had already incurred almost $800,000 in

costs related to pursuing its rate case (Ex. A-13 at 34-35). UNS contends that the proposals offered
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by Staff and RUCO ($255,000 and $251,000, respectively), which are based primarily on
comparisons to the recent Southwest Gas rate case (Decision No. 68487), are deficient because they
fail to recognize that Southwest Gas used internal personnel and support services, internal costs that
are built into Southwest Gas’ rate base. In comparison, UNS does not have in-house legal or rate
departments, but instead relies heavily on the rate and legal personnel of Tucson Electric Power
Company (“TEP”) to prosecute its rate cases. Mr. Dukes testified that an allocation from TEP for
such costs ensures that TEP customers do not subsidize UNS operations ({d.; Ex. A-14 at 9-11). Mr.
Dukes added that UNS Gas received more than twice as many data requests as did Southwest Gas
(Tr. at 632).

RUCO witness Moore stated that RUCO’s recommendation in this case is apﬁropriate based
on a comparison to the recent Southwest Gas rate case, in which the approved rates included an
allowance for $235,000 allocated over three years (RUCO Ex. 3 at 25-26). RUCO contends that the
UNS case shares similar characteristics with the Southwest Gas case in that both companies
extensively used in-house staff, both companies requested approval of a decoupling mechanism and
PGA revisions, and both cases covered a comparable number of hearing days (/d.; Tr. at 655).
RUCO therefore recommends a rate case expense allowance of $251,000, amortized over three years.

As indicated above, Staff recommends a rate case expense allowance of $255,000, amortized
over three years, based on Staff’s view that the Southwest Gas case raised many of the same issues
addressed in this proceeding. Staff witness Ralph Smith disputed the rationale offered by UNS for its
proposed rate case expense. Mr. Smith stated that although this may be the first rate case for this gas
company under its current ownership, the Company had a number of prior periodic rate cases when it
was owned by Citizens Utilities. He contends that the transfer of ownership to UNS should not be
used as a basis for imposing “excessive” rate case costs (Ex. S-27 at 42-43). Mr. Smith also testified
that because the UNS rate case presents many issues that are similar to those considered in the
Southwest Gas case (such as a proposed decoupling mechanism and revisions to the PGA), the rate
case expense allowed in that case is a useful benchmark for the UNS case (I/d.). On cross-
examination, Mr. Smith also expressed a concern with the overall allocation methodology used by

TEP for UNS expenses. He testified that the direct allocation methodology used by TEP may result
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in a double recovery, to the extent that the same personnel are used for different companies, because
“it could potentially result in loading a disproportionate amount of their cost onto each utility to their
rate case they are working on” (Tr. at 896-97). He conceded that the Commission should allow an
appropriate level of rate case costs, but indicated that “this is a potential cost here that can get totally
out of control if some limits aren’t placed on it” (Tr. at 898).

We agree with Staff and RUCO that the Company’s proposed rate case expense of $900,000
is excessive and should be reduced significantly. As both Staff and RUCO suggest, the recent
Southwest Gas case presented many of the same issues that were raised in this case, and the
Southwest Gas case is an appropriate measure of comparison for UNS. In response to the Company’s
claim that Southwest Gas employed a different method of allocating such costs, and was therefore not
comparable to UNS, Staff witness Smith pointed out potential problems with the method used by
TEP to allocate costs such as rate case expense. We believe that proposed rate case expense of
$900,000 is excessive when compared with similar rate case expense allowances in a long line of
cases before the Commission. Although Staff and RUCO present strong arguments in support of
their recommendations, given that this is the first UNS Gas rate case since the acquisition of the
Citizens assets, and that UNS was required to respond to a substantially higher number of data
requests than was Southwest Gas, we allow rate case expense of $300,000, amortized over three
years.

Customer Call Center Expenses

During the test year, on May 1, 2005, UNS changed its method of responding to customer
calls by implementing a consolidated call center operated by TEP, with a level of costs allocated to
UNS. RUCO witness Moore stated that prior to May 1, 2005, UNS Gas operated its call center
separately, using 6 customer service representatives at a cost of $17,636 per month (RUCO Ex. 3 at
20). After consolidation of the call center, UNS began to incur allocated costs of $76,227 per month

(Id.). The Company also subsequently closed walk-in customer service offices in Prescott,
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Cottonwood, Flagstaff, and Show Low, thereby requiring customers in those areas to use “payday

7 stores if they want to pay their bills in person (Tr. at 418).

loan

UNS witness Dallas Dukes stated that the consolidated call center provides a higher level of
service to customers and indicated that the prior individualized system would have required a
significant investment in new systems to respond to rapid growth in the Company’s service area. Mr.
Dukes cited a number of benefits of the consolidated operations, including the ability to handle
increased call traffic, which has nearly doubled since the prior individual operations were in place;
expanded service hours; a credit card payment option; call volume tracking ability; and one number
availability for gas and electric customers in Mohave and Santa Cruz counties (Ex. A-13 at 29-30).
In response to RUCO’s claims that customer complaints have increased since the new call center was
put in place, Mr. Dukes stated that the primary driver of the increased call volumes was higher gas
costs that flowed through to customers. He reiterated that the former individual office format could
not have handled the increased volume of calls and that the old system would have required increased
staffing and investment to keep up with service demands (Ex. A-14 at 16).

RUCO witness Moore disagrees with the Company’s contention that the consolidated call
center provides increased customer service. He claims that in 2004, prior to the call center
consolidation, 13 percent of the 178 total complaints against the Company related to customer
service; in 2005, when the new call center was introduced, 22 percent of the 172 total complaints
related to customer service; and in 2006, 17 percent of the 143 total complaints® related to customer
service (RUCO Ex. 4 at 11; Tr. at 614-15). Based on this data, RUCO argues that UNS is providing
worse customer service under the new call center format, despite a 432 percent increase in costs.
Accordingly, RUCO recommends that the Company’s customer service costs should be reduced to
the level incurred prior to the introduction of the consolidated call center.

We do not believe that the record supports the disallowance sought by RUCO on this issue.

RUCO’s analysis is based on a simple comparison of complaint data and system costs, but does not

’ The payday loan store issue is discussed in detail below. UNS currently retains walk-in company offices in Nogales,
Kingman, and L.ake Havasu.

¥ Mr. Dukes claims that the Company’s records reflect 120 UNS Gas complaints in 2005 and 149 complaints in 2006 (Ex.
A-14 at 16).
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consider the underlying reasons why consolidation to a modernized call center was necessary. The
Company’s witness cited a number of advantages associated with the new call center operations and
pointed out that RUCO’s proposal fails to account for the doubling of call volume since the new
system was put in place and does not include recognition of the additional investment that would
have been required to update the prior decentralized system of customer service. Although we
believe that the consolidated call center costs should be allowed in the Company’s expenses in this
case, we have ongoing concerns regarding UNS’s decision to close a number of local offices and
farm out its customer service obligations to payday loan stores, as discussed below.

Miscellaneous “Unnecessary” Expenses

RUCO witness Rodney Moore presented testimony requesting that the Company’s test year
expenses should be reduced by $233,347 for expenses that were “questionable, inappropriate and/or
unnecessary” (RUCO Ex. 3 at 22). Mr. Moore claims that his proposed adjustment is related to
payments made to chambers of commerce and non-profit organizations and for donations; club
memberships; gifts; awards; extravagant corporate events; advertising, and various meals, lodging
and refreshments (Id.). He cites a sampling of the 1,995 questionable expenses, which include
$1,200 for two people to play in a Flagstaff golf tournament, $5,750 for an employee appreciation
dinner, $1,000 for Toys for Tots, $3,058 for the Flagstaff Chamber of Commerce, and $1,246 for a
chartered air flight (/d. at 23).

In response to RUCO’s claims, UNS witness Gary Smith testified that most of the expenses
related to travel for “regulatory-mandated functions such as leak surveys, safety audits, and training”;
that other expenses included “participation in the annual mandatory Commission Pipeline Safety
audit and required operator qualification training, welder qualification training, and emergency
response testing”; and that many of the remaining expenses are for “small tools that are necessary for
maintaining the pipeline system” (Ex. A-16 at 5-6). UNS argues that Mr. Moore did not respond to
Mr. Smith’s explanation but, instead, attacked Mr. Dukes’ suggestion that RUCO should limit its
audit to material items because 90 percent of the challenged expenses are under $200 and 65 percent
under $50 (Tr. at 636). The Company asserts that RUCO’s demand for a specific explanation of why

each claimed expense is reasonable is “profoundly unreasonable,” (UNS Initial Brief at 25), because
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RUCO did not consider the cost of preparing such a response and could have pursued alternate means
of verification during discovery. However, in an attempt to appease RUCO, UNS witness Smith
stated in his rejoinder testimony that the Company would agree to a disallowance of $27,968 (Ex. A-
17 at 3).

This issue is eerily similar to the position taken by Southwest Gas in its last rate case, wherein
its witness attempted to deflect the burden of proving the reasonableness of Southwest Gas’s claimed
expenses for a number of “small ticket” items including jeep tours, balloon rides, club memberships,
charitable donations, sports events, barbecues, flowers, and various food and drinks expenses. In that
case, the Southwest Gas witness agreed to exclude what she perceived to be clearly inappropriate
miscellaneous expenses, but indicated that many of the expenses were too small for even the
company to determine whether they should be included in cost of service. Southwest Gas’s witness
therefore concluded that RUCO had not presented sufficient evidence to support its proposed
disallowance. Here, UNS makes an almost identical argument, claiming that because the costs
individually are too small to track, RUCO’s recommendation must fail. In the Southwest Gas
Decision (Decision No. 68487 at 19-21), we rejected that argument, finding that Southwest Gas had
not met its burden of proof. As we stated in Decision No. 68487, “[i]t is curious that Southwest Gas
seeks to cast the burden of proving the unreasonableness of expenses on RUCO, especially once
RUCO has provided some evidence that certain claimed expenses are inappropriate and which
evidence, by the Company’s own admission, should result in additional exclusions” (/d. at 21).

Consistent with thé Southwest Gas Decision, we find that a portion of the claimed expenses in
this “miscellaneous” category should be disallowed because UNS failed to meet its burden of proof
as to their validity. Recognizing that many of the expenses appear to be legitimate expenses related
to training, safety, and maintenance, however, we disallow half of RUCO’s proposed disallowance
($233,347 x 50% = $116,674). While it may seem unfair for a utility company to be required to
come forward with supporting evidence regarding the reasonableness of even small expenses, when
the Company is seeking to place the burden of such expenses exclusively on the backs of its
customers, it is required to prove that the expenses were reasonably necessary for the provision of

service to those customers. If we were to adopt UNS’s rationale regarding these relatively small,

25 DECISIONNoO. 70011




11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

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

miscellaneous expenses, it would be akin to proclaiming the acceptability of the proverbial “death by
1,000 cuts.”

Performance Enhancement Program

UNS allows its non-union employees to participate in its parent company’s Performance
Enhancement Program (“PEP”), which provides eligible employees compensation above their base
pay for meeting financial targets (30 percent), cost containment goals (30 percent), and customer
service goals (40 percent) (Ex. A-13 at 8-9). Company witness Dukes claims that the PEP is an
integral part of its compensation package for employees and that UNS would be required to increase
base salaries to attract and retain qualified employees if the program were eliminated (/d.).

Staff proposes to adjust the PEP expenses by 50 percent, based on Staff’s claimthat incentive
compensation programs benefit both ratepayers and shareholders. Staff cites to the Southwest Gas
Decision to support its position. In that case, the Commission adopted Staff’s recommendation to
disallow 50 percent of a similar program’s costs, based on a finding that the Southwest Gas
management incentive program benefited both customers and shareholders. Staff witness Ralph
Smith stated that there is no relevant distinction between the UNS and Southwest Gas incentive
programs and that the 50/50 sharing of costs is equally appropriate in this case (Ex. S-25 at 29).

RUCO proposes a complete disallowance of the PEP costs, based on its claim that it is not
clear that the program is necessary to achieve the PEP’s goals. RUCO witness Moore testified that
during the test year (2005), no PEP payments were made because UniSource did not meet the
program’s financial goals. However, the UniSource Board of Directors authorized payment of a
Speci‘al Recognition Award (“SRA”) in 2005 to the employees eligible for the PEP. As a result, UNS
is seeking in this proceeding to recover the average of the 2004 PEP payments and the 2005 SRA
costs. Mr. Moore contends that the SRA is unique and does not meet the criteria of a typical and
recurring test year expense for which rate recovery should be granted (RUCO Ex. 3 at 16-17). He
also stated that 60 percent of the PEP payments are related to financial performance and cost
containment, which are goals that primarily benefit shareholders. Finally, Mr. Moore asserts that
because the PEP does not apply to 60 percent of its employees (i.e., union employees), it is not clear

that the program is necessary or will achieve the stated goals (/d.; RUCO Ex. 4 at 8).
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We believe that Staff’s recommendation provides a reasonable balancing of the interests
between ratepayers and shareholders by requiring each group to bear half the cost of the incentive
program. As RUCO points out, the program is comprised of elements that relate to the parent
company’s financial performance and cost containment goals, matters that primarily benefit
sharcholders. However, 40 percent of the program’s incentive compensation is based on meeting
customer service goals. This offers the opportunity for the Company’s customers to benefit from
improved performance in that area. For the same reasons, we also adopt Staff’s recommendation to
disallow 50 percent of the Officer’s Long-Term Incentive Program (Ex. S-25 at 26).

Although we believe, on balance, that the 50/50 sharing is reasonable, we share RUCO’s
concerns that the SRA offered to employees in 2005 may have the effect of undermining the very
goals the PEP is intended to achieve (ie., providing an incentive for participating employees to
improve performance and thereby benefit both the Company and its customers). As described by Mr.
Moore, despite failing to meet the PEP goals, the UniSource Board of Directors decided nonetheless
to provide the affected employees with a surrogate means of compensation. It appears that the SRA
sends a signal to employees that they will be compensated regardless of performance, which places
the entire premise of the PEP at issue. We expect the program to be scrutinized in the Company’s
next rate case to determine the appropriateness of providing incentive compensation above base
salaries to employees.

Supplemental Executive Retirement Plan

UNS Gas allows select executives to participate in a Supplemental Executive Retirement Plan
(“SERP™). The SERP provides to eligible executives retirement benefits in excess of the limits
allowed under Internal Revenue Service (“IRS”) regulations for salaries in excess of specified
amounts. UNS contends that the SERP costs are reasonable and that neither Staff nor RUCO have
shown that the Company’s overall executive compensation costs are excessive or out of line with
industry standards.

Staff and RUCO recommend disallowance of the SERP costs ($93,075), in accordance with
the Commission’s Decision in the Southwest Gas case (Decision No. 68487, at 18-19). In that case,

we disallowed Southwest Gas’s SERP costs, finding:
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[T]he provision of additional compensation to Southwest Gas’ highest
paid employees to remedy a perceived deficiency in retirement benefits
relative to the Company’s other employees is not a reasonable expense
that should be recovered in rates. Without the SERP, the Company’s
officers still enjoy the same retirement benefits available to any other
Southwest Gas employee and the attempt to make these executives
“whole” in the sense of allowing a greater percentage of retirement
benefits does not meet the test of reasonableness. If the Company wishes
to provide additional retirement benefits above the level permitted by IRS
regulations applicable to all other employees it may do so at the expense
of its shareholders. (/d. at 19).

We disagree with the Company’s argument that disallowance of the SERP costs effectively
allows the IRS to dictate what compensation costs should be recovered. As was clearly stated in the
passage cited above, the issue is not whether UNS may provide compensation to select executives in
excess of the retirement limits allowed by the IRS, but whether ratepayers should be saddled with
costs of executive benefits that exceed the treatment allowed for all other employees. If the Company
chooses to do so, shareholders rather than ratepayers should be responsible for the retirement benefits
afforded only to those executives. We see no reason to depart from the rationale on this issue in the
most recent Southwest Gas rate case,” and we therefore adopt the recommendations of Staff and
RUCO and disallow the requested SERP costs.

More disturbing than the Company’s advocacy on the relative merits of the SERP is the
statement in its initial brief that “[hjad UNS Gas been notified that SERP costs would not be allowed,
it could have restructured its executive compensation package to take that into account. It would not
be fair to hold UNS Gas to this new, unexpected standard.” (UNS Initial Brief at 28.) Implicit in the
Company’s argument is the concept that “if we don’t recover fully what we believe are our
reasonable costs in our preferred manner, we’ll simply shift those costs to another account to disguise

b

the costs and ultimately ensure recovery.” The approach to rate recovery seemingly advocated by
UNS can serve only to increase the cynicism often expressed by ratepayers regarding the
reasonableness of a given utility company’s proposed rates and, if allowed, would at its essence turn

the ratemaking process into a veritable regulatory version of “Three-Card Monte.” We trust that in

® See also Arizona Public Service Co., Decision No. 69663, at 27 (June 28, 2007), wherein SERP costs were excluded in
their entirety.
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future rate applications, Staff and RUCO will explore thoroughly the merits of individual expenses
sought by UNS, as well as other companies, to ensure that customers are paying rates that include
only the costs necessary to provide quality service.

Fleet Fuel Expense

UNS witness Dukes proposed that the Company’s fleet fuel expense be established based on
an average gasoline cost of $2.48 per gallon (Ex. A-13 at 19). Mr. Dukes stated that the average fuel
price used by UNS reflects the Company’s actual costs and that lower cost recommendations made
by Staff and RUCO should be rejected. He testified that it is not surprising that UNS would have
slightly higher fuel costs than some other utilities because the UNS Gas service area is farther from
lérge metropolitan areas like Phoenix and Tucson and covers a larger number of square miles given
its more rural location (Id.). In response to a proposed disallowance made by Staff witness Ralph
Smith, Mr. Dukes reduced the Company’s request by $12,657 (pre-tax) (/d. at 23-24).

In his surrebuttal testimony, Staff witness Smith agreed with Mr. Dukes’ proposed reduction
to fleet fuel expense (Ex. S-27 at 39). Although Staff appears to have reconciled its recommendation
with the Company on this issue, UNS’s brief continues to advocate rejection of Staff’s position (UNS
Initial Brief at 29-30). We assume that the Company failed to notice Mr. Smith’s surrebuttal
testimony agreeing with Mr. Dukes’ rebuttal testimony, and we believe that there is no remaining
dispute between UNS and Staff.

RUCO agrees that it is appropriate for UNS to annualize its fuel expense to reflect additional
employees included in its payroll annualization adjustment. However, RUCO witness Diaz Cortez
stated that because gasoline prices were abnormally high in early 2006, the Company’s calculation
inflated the annualized level of fuel expenses (RUCO Ex. 5 at 14-15). Instead of the proposal to base
fuel expenses on an average of $2.48, RUCO recommends using $2.43 per gallon as the average cost
(Id. at Sched. MDC-3). In addition, RUCO claims that UNS understated the actual miles per gallon
(10.28 mpg) achieved by the UNS fleet (/d. at 15). On cross-examination, Mr. Dukes admitted that
the Company did not respond to the second part of RUCO’s recommendation (i.e., the UNS fleet

miles per gallon) (Tr. at 241-42). Nor did UNS address the miles per gallon issue in its brief.
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We find that the Company has adequately supported the use of $2.48 per gallon as the basis
for determining its fleet fuel costs in this proceeding. However, as Ms. Diaz Cortez pointed out, UNS
did not respond to the second part of the RUCO recommendation dealing with fleet miles per gallon.
We will therefore adopt RUCQ’s proposal to use the actual 2005 fleet miles per gallon as set forth in
Ms. Diaz Cortez’s schedules, adjusted by the inclusion of the $2.48 per gallon gasoline price
recommended by UNS and Staff.

Bad Debt Expense

In its initial brief, UNS states that although the Company and Staff are in agreement as to the
appropriate level of bad debt expense, RUCO’s proposal to disallow $100,000 is based on a
mismatch and should be rejected (UNS Initial Brief at 29). Ms. Diaz Cortez agreed in her surrebuttal
testimony that “the numerator and the denominator of the bad debt ratio would have to be adjusted to
remove the NSP and Griffith Plant” (RUCO Ex. 6 at 13). It appears that UNS failed to recognize
RUCO?’s surrebuttal testimony on this issue and, as a result, continues to advocate rejection of a
position RUCO conceded before the commencement of the hearing. Since there is no remaining
disputed issue, we adopt the Company’s recommendation on this issue.

Postage Expense

UNS proposed inclusion in operating expenses of $529,380 for postage costs, based on a two-
year average (2005 and 2006) and including acknowledgement of a postal increase that became
effective May 14, 2007 (from $.39 to $.41) (Ex. A-13 at 19-21).

In his surrebuttal testimony, Staff witness Ralph Smith modified an earlier adjustment and
agreed with UNS that the postage expense starting point of $445,171 is appropriate, which produces
an annualized postage expense of $476,960 to reflect a January 8, 2006 postage increase as well as
customer growth that occurred during the test year. In addition, Mr. Smith agreed that the May 14,
2007, increase should be recognized, resulting in an overall postage allowance of $503,356 (Ex. S-27,
at 39-40). The difference of $26,024 between the UNS and Staff recommendations relates to the
Company’s proposal to reflect the impact of 2006 postage expense. Mr. Smith stated that customer

growth should only be reflected through the 2005 test year because inclusion of customer growth in
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2006, without considering the commensurate growth in revenues, would result in an inappropriate
mismatch (/d.).

RUCO witness Rodney Moore proposed an adjustment comparable to that proposed by Staff
(RUCO Ex. 4 at 9). Like that of Staff, RUCO’s adjustment is based on the use of historic test year
levels, annualized for increases in customer levels and adjusted for known and measurable postal rate
increases. As reflected in its final schedules (Final Sched. RLM-9), RUCO’s recommendation is for
an allowance of $502,018.

It is not clear whether the UNS initial brief recognized the adjustments made by Staff and
RUCO in their surrebuttal testimonies, because the UNS brief states that the Staff and RUCO
positions should be rejected due to “several errors” (UNS Initial Brief at 30). As described above,
both Staff and RUCO eventually agreed with all of the Company’s arguments on this issue except
one: whether customer growth beyond the test year should be recognized in establishing postage
expense. UNS did not address in its reply brief the arguments made in the Staff and RUCO initial
briefs, so it is possible the Company is now in agreement with the Staff and RUCO recommendations
on this issue. We agree with Staff and RUCO that customer growth should be recognized only
through the end of the test year because to do otherwise would result in a clear mismatch between
expenses and revenues under the Company’s proposal.  Although the Staff and RUCO
recommendations result in slightly different amounts ($1,338 difference), the reason for the
difference is not clear. We therefore addpt Staff’s postage expense recommendation of $503,356.

Depreciation and Property Taxes for CWIP

Staff made adjustments to remove the Company’s proposed pro forma amounts for
depreciation and property taxes related to the request to include CWIP or, alternatively, post-test—yeaf
plant (Ex. S-27 at 26). Given our denial of the CWIP and post-test year plant proposals, Staff’s
adjustments are adopted.

Overtime Payroll Expense

Staff witness Ralph Smith recommended an adjustment to reduce the Company’s proposed
test year overtime payroll expense by $123,010 (Ex. S-25 at 28). The adjustment relates to Staff’s

normalization of the overtime payroll expenses (/d.). In his Rebuttal testimony, UNS witness Dukes
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agreed with Staff’s proposal, conceding that Staff’s recommendation is more reflective of expected
overtime levels (Ex. A-13 at 17). Staff’s recommendation is adopted.

Pavroll Tax Expense

Staff witness Ralph Smith proposed a reduction to the Company’s pro forma payroll tax
expense by $9,348 to reflect Staff’s adjustments to overtime payroll and incentive compensation
expenses (Ex. S-27 at 34). Consistent with Staff’s recommendations on the overtime payroll and
incentive compensation issues, Staff’s payroll tax expense adjustment is adopted accordingly.

Property Tax Expense

UNS proposed the use of a property tax rate of 24.5 percent (Ex. A-13, Attach. DJD-1). Both
Staff and RUCO recommend setting allowable expenses for property tax based on a rate of 24.0
percent. Staff witness Ralph Smith testified that Staff’s recommendation is based on the known and
measurable assessment for 2007, pursuant to legislation passed by the Arizona State Legislature that
reduces property tax assessments from a rate of 25 percent in 2005 by .5 percent in each successive
year‘\.until a rate of 20 percent is achieved in 2015 (Ex. S-27 at 35-36). Mr. Smith stated that the
Company’s proposal fails to recognize the impact of the known tax change. He also indicated that
Staff’s recommendation is consistent with the recent Southwest Gas rate case (which had a test year
ending August 31, 2004), wherein Southwest Gas, Staff, and RUCO agreed that a 24.5 percent
assessment for the 2006 rate was appropriate for the calculation of property tax expense (Id.). RUCO
witness Rodney Moore also proposed use of a 24.0 percent assessment rate for UNS in this case,
based on the same rationale described by Mr. Smith (RUCO Ex. 4 at 14).

We agree with Staff and RUCO that the property tax expense allowance in this case should be
based on the known and measurable assessment rate currently in effect. The rate for 2007 is
currently 24.0 percent, and the rate will continue to decline in subsequent years while the rates
established in this case are in effect. The Staff and RUCO recommendations are therefore adopted.

Membership and Industry Association Dues

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

his direct testimony, RUCO witness Moore recommended a partial disallowance of $1,523 of the
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AGA dues based on an AGA/NARUC'® Oversight Committee Report indicating that 1.54 percent of
AGA dues are used for marketing and that 2.10 percent of dues are allocated for lobbying activities
(RUCO Ex. 3 at 26-29). In his Rebuttal testimony, UNS witness Dukes agreed with Mr. Moore’s
proposed adjustment and revised the Company’s proposed expenses in accordance with RUCO’s
recommendation (Ex. A-13, at 18-19).

Staff witness Ralph Smith recommended a larger percentage disallowance of the AGA dues
and also proposed eliminating dues paid by the Company to a number of other organizationé
(primarily for dues to a number of local Chambers of Commerce within the UNS service area) (EX.
S-27 at 37-39; Sched. C-14). Mr. Smith stated that Staff’s more aggressive disallowance proposal is
based on language in the Southwest Gas Order, (Decision No. 68487, at 14), which admonished
Southwest Gas in its next rate case to “provide a clearer picture of AGA functions and how the
AGA’s activities provide specific benefits to the Company and its Arizona Ratepayers.” Mr. Smith
acknowledged that the Southwest Gas Order disallowed only the marketing and lobbying portions of
the AGA dues (3.64 percent), consistent with RUCO’s recommendation in this proceeding.
However, he believes UNS should have been on notice to provide additional details regarding AGA
activities, which the Company failed to supply. Mr. Smith based his 40 percent disallowance on
1999 and 2000 NARUC audit reports of AGA expenditures (which appear to indicate that
approximately 40 percent of AGA dues are used for marketing and lobbying efforts) and on a
decision issued by the Florida Public Service Commission disallowing 40 percent of AGA dues from
expenses (Ex. S-25 at 34-37, Sched. RCS-3; Ex. S-27 at 37-39). ,

Mr. Smith raises a valid point regarding the nature of AGA dues and whether a higher
percentage of such dues should be disallowed as related to activities that are not necessary for the
provision of service to UNS customers. However, we believe it is reasonable, in this case, to allow
$40,331 (841,854 - $1,523), in accordance with RUCO’s recommendation. As we indicated in the

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

' National Association of Regulatory Commissioners
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for allowance of AGA dues and how the AGA’s activities benefit the Company’s customers aside
from marketing and lobbying efforts.

With respect to Mr. Smith’s proposal to disallow a number of smaller dues to Chambers of
Commerce and similar organizations, we believe these types of expenses are encompassed within
RUCO’s recommendation regarding so-called “unnecessary” expenses, which are addressed in a
prior section of this Order. Given that we disallowed 50 percent of those expenses, it is likely that an
additional disallowance under Staff’s recommendation would represent a double counting of the
types of expenses identified by RUCO. We therefore decline to adopt Staff’s recommendation on
this issue. | |

Interest Synchronization

There does not appear to be any dispute that an interest synchronization adjustment is
necessary to coordinate the income tax calculation with rate base and cost of capital. As set forth in
Staff witness Ralph Smith’s testimony, this adjustment decreases income tax expense and increases
the Company’s achieved operating income by a similar amount (Ex. S-27, Attach. RCS-2S, Sched. C-
17).

CARES Related Amortization

Staff recommended that UNS cease deferral of costs related to the Customer Assistance
Residential Energy Support (“CARES”) program upon approval of the new rates established in this
case. According to Staff witness Ralph Smith, Staff has recognized CARES program discounts in
Staff’s proposed rate design, and Staff recognizes UNS has accumulated some deferred costs related
to the program (Ex. S-27 at 44). Based on Staff witness McNeely-Kirwan’s recommendation
regarding the ratemaking treatment for the accumulated deferred CARES costs, Mr. Smith reduced
operating expenses by $441,511 (/d., Sched. C-20). Given our adoption of staff’s recommendation
regarding the CARES program (see discussion below), Staff’s proposed adjustment to operating
income is appropriate.

Nonrecurring Severance Payment

Staff witness Ralph Smith initially proposed an adjustment to remove a nonrecurring

severance payment for an employee who was dismissed in 2004, but whose severance payment was
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made in 2005 (Ex. S-25 at 27-28). UNS witness Dukes opposed Staff’s recommendation, stating in
his rebuttal testimony that because there was never an offsetting expense for this payment posted to
the Company’s books in 2005, payroll expense was understated by approximately $52,000 (Ex. A-13
at 15). In his surrebuttal testimony, Mr. Smith stated that Staff’s prior adjustment was unnecessary
because the item “was effectively adjusted to zero in the UNS Gas filing” (Ex. S-27 at 33).

In its Initial Brief, Staff contends that it disagrees with the attempt by Mr. Dukes “to revise its
filing to add this nonrecurring severance expense back twice” (Staff Initial Brief at 15). UNS did not
address this issue in either of its Briefs, but it appears from reading Mr. Smith’s testimony that the
issue was resolved prior to the hearing, considering Mr. Smith’s statement that the prior Staff
adjustment was unnecessary.

Nonrecurring Union Training

RUCO witness Moore recommended disallowance of $2,584 related to M.A.R.C. (Union)
Training that, according to Mr. Moore, UNS had described as “a one-time only instructional session
to acquaint Company personnel with working in a unionized environment” (RUCO Ex. 4 at 16). Mr.
Moore claims that the expense is nonrecurring and should therefore be disallowed (/d.).

UNS witness Gary Smith stated that while the M.A.R.C. training was a one-time event,
training is an ongoing activity that is required to comply with regulatory mandates. He claims that,
since the end of the test year, another mandatory training program has been established for gas
distribution companies to provide training to both the public and employees (Ex. A-17, at 4). The
Company therefore requests that RUCO’s recommendation be rejected. On cross-examination, Mr.
Smith admitted that the M.A.R.C. training was a one-time event and that RUCO had not proposed to
disallow any other training expenses incurred by the Company (Tr. at 416-17).

We agree with RUCO that the specific expense item identified by Mr. Moore is related to a
one-time training cost that will not occur in the future. No other training costs are recommended for
disallowance, and although the Company may face increasing training costs in the future, those costs
will be addressed in a future rate case where all relevant test year revenues and expenses will be

evaluated for inclusion in rates. We therefore adopt RUCO’s recommendation on this issue.
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New Depreciation Rates

Staff witness Ralph Smith indicated that Staff is in agreement with the Company’s proposed
new depreciation rates (Ex. S-25 at 63). However, Mr. Smith recommended that each of the new
depreciation rates proposed by UNS should be clearly broken out by a service life and a net salvage
rate. He indicated that this would allow the depreciation expense related to the inclusion of estimated
future cost of removal in depreciation rates to be tracked and accounted for by plant account (/d.).
There does not appear to be a dispute regarding the new depreciation rates to be employed by UNS.
Further, the Company did not oppose Mr. Smith’s suggestions for separating the depreciation rates
for service life and net salvage. Staff’s recommendation is therefore adopted.

Net Operating Income

Consistent with the foregoing discussion, we will allow adjusted test year operating expenses
of $37,652,416, which based on test year revenues of $47,273,923, results in test year adjusted
operating income of $9,621,507, a 5.30 percent rate of return on FVRB.

COST OF CAPITAL

UNS Gas recommends that the Commission determine the Company’s cost of common equity
to be 11.0 percent, with an overall weighted cost of capital recommendation of 8.80 percent. Staff
recommends a cost of common equity of 10.0 percent, with an overall weighted cost of capital
determination of 8.12 percent. RUCO proposes adoption of a cost of common equity of 9.84 percent,
with an overall wéighted cost of capital of 8.22 percent (RUCO Ex. 8 at 2).

Capital Structure

At the end of the test year, UNS had a capital structure consisting of 55.33 percent long-term
debt and 44.67 percent equity (Ex. A-27 at 8). UNS proposes using a hypothetical capital structure of
50 percent debt and 50 percent equity because it is striving to increase its equity ratio to 50 percent
and believes that the rates set in this case should reflect the capital structure that would exist when the
rates set in this case are in effect (Tr. 964).

According to UNS witness Kentton Grant, “it is reasonable for the Company to target a higher
common equity ratio due to the Company’s small size, large capital spending needs and limited

borrowing capacity” (Ex. A-27 at 8-9). He claims that UNS forecasts achieving a 50 percent equity
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ratio by the end of 2008 (I4.). In support of the Company’s improving equity ratio, Mr. Grant points
out that UNS Gas has improved its equity ratio from 33 percent in August of 2003 to 45 percent at
the end of 2005. He stated that this improvement has been achieved by UNS Gas’s retaining 100
percent of its annual earnings and through additional equity investments from its parent, UniSource
Energy. Mr. Grant testified that despite the absence of any dividends being. paid by UNS to
UniSource over the past several years, UniSource has invested an additional $16 million of equity
capital in UNS Gas (/d.).

UNS cites to the most recent Southwest Gas Order to support its request for employing a
hypothetical capital structure (Decision No. 68487, at 23-25). In that case, the Commission agreed
with Staff’s request to use a hypothetical capital structure of 40 percent equity, but rejected
Southwest Gas’ request to use 42 percent equity in the capital structure. During the test year in that
case, Southwest Gas had an average actual capital structure of 34.5 percent equity, 5.3 percent
preferred stock, and 60.2 percent long-term debt (/d. at 23). In this case, Mr. Grant indicated that
using the Company’s recommended hypothetical capital structure would help alleviate the current
weakness in earnings and cash flow in order to offset the negative credit impact of weak cash flows
(/d. at 10).

RUCO supports the Company’s request to use a 50/50 hypothetical capital structure to
establish UNS’s cost of capital in this proceeding. RUCO witness William Rigsby stated that UNS’s
capital structure is more heavily weighted with debt than the average of the companies used in his
comparable company analysis. He also indicated that the other local gas distribution companies
(“LDCs™) in his sample group had an average of 48 percent debt and 52 percent equity, compared to
UNS at approximately 55 percent and 45 percent, respectively (RUCO Ex. 7 at 43). As a result, Mr.
Rigsby suggested, the LDCs in his proxy group would have a lower level of financial risk compared
to UNS. As discussed below, Mr. Rigsby did not make an adjustment to his cost of equity analysis to
account for a higher level of financial risk but, instead, testified that his hypothetical capital structure
recommendation gives recognition to this higher risk (/d. at 44).

Although UNS and RUCO are in agreement on the employment of a 50/50 capital structure,

Staff contends that a hypothetical capital structure is not appropriate in this case. Staff witness David
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Parcell testified that both UNS Gas and UNS Electric currently have higher equity ratios than either
TEP or UniSource Energy, and the actual UNS equity ratio is comparable to those of other electric
and combination gas and electric utilities (Ex. S-36 at 19-20). Mr. Parcell stated that using a
hypothetical capital structure would have the effect of “increasing the actual return on equity to a
level exceeding that intentionally approved by the Commission” (/d. at 20). According to Mr.
Parcell, adopting the Company’s proposed 50/50 capital structure would have the net effect of
increasing the actual authorized return on equity by 50 basis points, or 0.50 percent (Id. at 21).

With respect to the Commission’s use of hypothetical capital structures in prior cases, Staff
argues that the circumstances are different for UNS. Staff cites to a recent Arizona-American Water
Company (Mohave) case in which the Commission adopted a hypothetical capital structure of 40
percent equity and 60 percent debt, although the company’s actual structure consisted of 37.2 percent
equity and 62.8 percent debt (Decision No. 69440, at 13). Staff asserts that the Commission’s
Decision in that case was based on its concern that Arizona-American was more highly leveraged
than its comparable companies. According to Staff, UNS’s capital structure is in line with other
comparable companies, so no similar concern exists. Staff contends that the same reasoning holds
true with respect to Southwest Gas, which had a highly leveraged capital structure, with more than 60
percent long-term debt during the test year. Staff argues that a hypothetical capital structure should
be employed only where a company’s actual capital structure is out of line with comparable
companies, or where the actual capital structure contains higher cost equity capital, which would be
unduly expensive to ratepayers.

Although we understand and appreciate Staff’s concerns, we believe the hypothetical capital
structure recommendation recommended by UNS and RUCO is reasonable in this case. We believe
the Company’s efforts to improve its equity ratio over the past several years, through retained
earnings and additional equity investment by its parent, should be recognized and encouraged. As
indicated by UNS witness Grant, the Company’s equity ratio has improved steadily since 2003, and
UNS anticipates achieving a 50 percent equity ratio by the end of 2008.

While we recognize that, from a capital structure standpoint, UNS is situated differently from

Southwest Gas, we believe it is necessary to express the same concern that was indicated in the
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Southwest Gas case regarding ongoing use of a hypothetical capital structure fof establishing a
company’s cost of capital and the rates that flow from that determination. As stated therein, “[a]t
some point, we must send Southwest Gas a signal that it must improve its capital structure up to the
hypothetical level that has been employed for many years or it must live with the results of its actual
capital structure” (Decision No. 68487, at 25). Given the historical and anticipated progress of UNS
in improving its equity ratio, we believe it is likely that use of the Company’s actual capital structure
in future cases would produce a reasonable cost of capital result. In this case, however, we find that
the record supports use of the Company’s 50/50 capital structure.
Cost of Debt |

All parties in the case agreed that the Company’s cost of debt was 6.60 percent during fhe test
year. Since there is no dispute regarding this issue, we will adopt a cost of debt of 6.60 percent for
purposes of establishing UNS Gas’s weighted cost of capital in this proceeding.

Cost of Common Equity

Determining a company’s cost of common equity for purposes of setting its overall cost of
capital requires an estimate based on a number of factors. There is no fool-proof methodology for
making this determination, and the expert witnesses rely on various analyses to support their
respective recommendations.

UNS Gas

UNS witness Kentton Grant based his common equity cost recommendation of 11.0 percent
on the results of his common equity models, namely the Discounted Cash Flow (“DCF”) and Capital
Asset Pricing Model (“CAPM”). Mr. Grant also examined the risk profile of UNS Gas relative to a
comparable company group to determine a point in the range produced by those models. The
estimated cost of equity produced by this analysis was then compared to the allowed returns for other
LDCs in the United States to confirm the reasonableness of the Company’s estimate. As a final
matter, Mr. Grant examined the financial impact of the recommended return on equity (“ROE”) and
the overall rate request to assess the Company’s ability to attract capital on reasonable terms (Ex. A-

27 at 10-11).
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Mr. Grant claims that it was appropriate to use a comparable group of LDCs in his analysis
because the cost of equity capital for UNS Gas’s parent company, UniSource Energy, which is
heavily weighted toward the electric industry, may not be representative of the cost of equity capital
for UNS Gas. Mr. Grant’s comparable group was based on all 16 LDCs evaluated by Value Line
Investment Survey (“Value Line™), from which 11 companies were selected based on several criteria
that Mr. Grant believes make them comparable to UNS Gas (/d. at 12).

Mr. Grant explained that the DCF methodology is based on the theory that the price of a share
of stock is equal to the present value of all future dividends. As described by Mr. Grant, the constant
growth form of the DCF model recognizes that the return to shareholders consists of both dividend
yield and growth. He stated that the constant growth form of the model should not be used for
companies with near-term growth rates that are significantly higher or lower than their long-term
growth potential. For such companies, Mr. Grant claims that a multi-stage DCF model should be
used to incorporate the various growth rates that are expected over time (/d. at 13).

According to Mr. Grant, an annual long-term growth rate of 6 percent represents a reasonable
estimate of investor expectations for earnings and dividends, which he claims is consistent with the
6.1 percent median growth rate in earnings per share (“EPS”) for his comparable company group
published by Value Line, as well as a five-year estimate of EPS growth reported by Thomson
Financial of 5.6 percent for the gas utility industry and 6.4 percent for the broader utilities sector (/d.
at 16). Based on his application of a multi-stage DCF model, the estimated cost of equity for the
sample companies produced a range of 9.1 percent to 10.5 percent, with a median value of 9.9
percent (Id. at 18).

Mr. Grant stated that use of the CAPM is premised on the concept that capital markets are
highly efficient and that investors attempt to optimize their risk/return profiles through
diversification. He indicated that the CAPM assumes that risk is comprised of systematic risk (which
is unavoidable) and unsystematic risk (which is company-specific and can theoretically be eliminated
through portfolio diversification). As a result, Mr. Grant explained that the CAPM is based on the
theory that investors should be compensated only for systematic risk (/d.). Applying the CAPM

produced a result of 9.9 percent to 11.0 percent. Based on his comparison of the DCF and CAPM
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results, Mr. Grant selected a range of 9.5 percent to 11.0 percent as the Company’s estimate of the
cost of equity for the comparable company group (/d. at 20).

The next step in the Company’s analysis was to determine the appropriate return on equity
(“ROE”) in this proceeding for UNS Gas, based on a comparison of the “risk profiles” of UNS and
the comparable companies. Mr. Grant asserts that an equity investment in UNS Gas is “decidedly
riskier” than an equity investment in the comparable companies due to several factors, including UNS
Gas’s smaller size, a higher growth rate in net plant investment, the lack of a decoupling mechanism,
and lower credit ratings for UNS Gas than for most of the comparable companies. Based on these
relative risk factors, Mr. Grant proposes that the ROE for UNS Gas be set at the top of the range for
comparable companies and that the Commission award a ROE of 11.0 percent in this proceeding (/d.
at 21-23).

UNS is critical of the ROE recommendations of both Staff and RUCO based on the
Company’s claim that Staff and RUCO’s use of a geometric means in calculating the market risk
premium of their CAPM models is contrary to sound financial theories. UNS argues that an
arithmetic means is supported by academics and financial professionals. The Company also contends
that RUCO’s analysis placed too much emphasis on near-term analyst growth forecasts, a
methodology that UNS contends has been rejected by the Commission in two recent cases. UNS is
also critical of RUCO’s use of a single-stage DCF model, which assumes that company growth rates
will continue in perpetuity, and of RUCO’s over-reliance on analyst forecasts.

Finally, UNS criticizes Staff’s and RUCO’s ROE recommendations based on the Company’s
claim that the results fail a basic test of reasonableness. UNS contends that Staff’s (10.0 percent
ROE) and RUCQO’s (9.64 percent ROE)"' recommendations are below ROEs approved by other state
commissions and that UNS Gas bears much greater risk than comparable LDCs due to the factors
cited in Mr. Grant’s testimony (UNS Initial Brief at 37-38). Based on the Company’s higher risk

assertion, it claims, it must be awarded a higher ROE commensurate with that risk.

"I UNS apparently failed to observe that RUCO made an upward adjustment in its ROE recommendation (to 9.84 percent)
through Mr. Rigsby’s surrebuttal testimony filed on April 4, 2007 (RUCO Ex. 8, at 2).
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RUCO

RUCO witness William Rigsby proposes adoption of a ROE of 9.84 percent based on his
analysis using DCF and CAPM methodologies (RUCO Ex. 8 at 2). As noted above, Mr. Rigsby
employed a single-stage DCF analysis, as opposed to the multi-stage version used by UNS. RUCO
contends that Mr. Rigsby’s DCF analysis is appropriate because it takes into consideration both short-
term and long-term growth projections that are specific to the LDCs used in Mr. Rigsby’s proxy
group (RUCO Ex. 7 at 46).

RUCO is critical of Company witness Grant’s DCF model, which RUCO claims assumes a
long-term growth rate for LDCs that would be comparable to an inflation-adjusted growth rate for all
goods and services produced by labor and property in the United /States in perpetuity. According to
Mr. Rigsby, a valid argument could be made that regulated utility company growth rates may not be
comparable to national Gross Domestic Product (“GDP”) growth rates, and therefore, the multi-stage
DCF advocated by UNS is inappropriate (/d.). Mr. Rigsby also stated that the multi-stage DCF used
by the FERC requires more weight to be given to short-term growth expectations rather than
inflation-adjusted estimates of future GDP growth (RUCO Ex. 8 at 9). Mr. Rigsby pointed out that if
the CompanY’s DCF inputs (excluding Cascade Natural Gas — which RUCO claims has a stock price
that is affected by a merger proposal) were applied to RUCO’s single-stage DCF model, the resulting
mean average would be significantly less than even Mr. Rigsby’s DCF estimate (RUCO Ex. 7 at 47).

With respect to its CAPM analysis, RUCO asserts that the use of both geometric and
arithmetic means of historical returns is more reasonable than the Company’s exclusive reliance on
arithmetic returns (Jd. at 28). Similar to the arguments made by Staff (see below), RUCO contends
that it is appropriate to use both means in the CAPM analysis, because investors have access to both
forms of information regarding historical returns. Mr. Rigsby added that he believes the geometric
mean provides “a truer picture of the effects of compounding on the value of an investment when
return variability exists” (RUCO Ex. § at 12).

RUCO also disagrees with UNS regarding the effect that customer growth should have on the
Company’s return on equity. Contrary to the Company’s claim that high growth presents additional

risk that must be‘reflected through a higher authorized return, RUCO argues that high growth in
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Arizona is a positive factor that should be a selling point to UniSource investors. RUCO cites to
UniSource’s 2005 Annual Report, in which UniSource’s Chairman touted the company’s customer
growth rate in excess of 4 percent as a positive factor (/d. at Attach. E). RUCO also notes that a
Standard & Poors report attached to Mr. Grant’s testimony indicates that high customer growth could
produce greater profitability or rate stability for an LDC (Ex. A-28, Attach. KCG-12). RUCO claims
that it has not ignored the demand for capital that customer growth places on UNS operations, as
reflected by RUCO’s support for use of the Company’s proposed 50/50 hypothetical capital structure.

Staff

Staff witness David Parcell presented Staff’s ROE recommendation in this case. In
developing his recommendation, Mr. Parcell utilized DCF, CAPM, and Comparable Earnings
Method (“CEM”) analyses. He indicated that because UNS Gas is not publicly traded, it is not
possible to directly apply cost of equity models. In his analysis, Mr. Parcell employed 2 comparable
groups of companies as a proxy for UNS Gas (Ex. S-36, at 21-23). The first sample group was
comprised of a group of nine combination gas and electric companies and the second group consisted
of the same 11 natural gas companies used by the Company’s witness.

Mr. Parcell’s DCF analysis produced a range of 9.25 percent to 10.5 percent for the proxy
groups’ cost of equity. His CAPM model produced a cost of equity range of 9.5 percent to 10.25
percent for the sample groups (Id. at 25-28). Mr. Parcell also utilized a CEM analysis, which he
described as a method designed to measure the returns expected to be earned on the original cost
book value of similar risk companies. According to Mr. Parcell, his CEM analysis was based on
market data using market-to-book ratios, and is therefore a market test that should not be subject to
criticisms leveled at other analyses that are based on past earned returns. He also claims that the
CEM uses prospective returns and is therefore not backward-looking (/d. at 31-32). Using the CEM,
Mr. Parcell concluded that the cost of equity for the proxy companies is “no more than 10 percent”
(Id at 33). |

Based on the results of the three methodologies, Mr. Parcell found an overall range of 9.25
percent to 10.5 percent ROE for the proxy companies. He indicated that the range of mid-points for

the three methodologies is 9.88 percent to 10.0 percent. Mr. Parcell concluded that the appropriate
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cost of equity rate for UNS Gas is in the range of 9.5 percent to 10.5 percent. He recommended that
the Commission adopt the mid-point of the range (10.0 percent) as the ROE in this case.

With respect to the arguments raised by the Company, Staff asserts that UNS failed to give
any weight to its own DCF analysis and relied exclusively on its excessive CAPM results. Staff
contends that UNS’s CAPM analysis is flawed because it uses a risk-free rate of 5.3 percent, which
Staff claims is outdated and exceeds the current level of U.S. Treasury Bond yields, and the Company
used an inappropriate equity risk premium of 7.1 percent, which is based exclusively on the
arithmetic means of common stock and bond returns from 1926 to 2005.

In response to the Company’s criticism of Staff’s use of geometric means in its analysis, Staff
cites to Mr. Parcell’s surrebuttal testimony, wherein he indicated that investors have access to both
arithmetic and geometric returns in making investment decisions and that many mutual fund investors
rely on geometric returns in evaluating historic and prospective returns of funds (Ex. S-37 at 3). Staff
also points to Mr. Parcell’s testimony indicating that Value Line reports show historic returns based
on a geometric or compound growth rate basis (/d.).

Conclusion on Cost of Equity

Having considered the testimony, exhibits, and arguments, we believe that Staff’s
recommended cost of equity capital produces a reasonable result and should be adopted. Staff
witness Parcell’s proposed 10.0 percent cost of equity provides a reasonable balance between the
Company’s attempt to place the ROE at the very top of the range produced by the Company’s
analysis and the results achieved through the methodologies employed by Staff and RUCO.

As noted above, Mr. Parcell’s DCF analysis produced a range of 9.25 percent to 10.5 percent
for the proxy groups’ cost of equity, his CAPM model produced a cost of equity range of 9.5 percent
to 10.25 percent for the sample groups, and his CEM analysis produced a result for the proxy
companies of no more than 10 percent. Based on his conclusion that UNS Gas has an estimated ROE
of 9.5 to 10.5 percent, Mr. Parcell recommended awarding the Company a ROE at the mid-point of
the range, or 10.0 percent.

We agree with the Staff and RUCO witnesses that it is appropriate to consider the geometric

returns in calculating a comparable company CAPM because to do otherwise would fail to give
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recognition to the fact that many investors have access to such information for purposes of making
investment decisions. Although there continues to be disagreement regarding the risk effect from
high customer growth, we believe that high growth has the potential for providing benefits through
increased revenues. In any event, our adoption of the hypothetical capital structure proposed by UNS
and RUCQO gives recognition to the short-term capital needs associated with growth.

Accordingly, we adopt Staff’s recommended 10.0 percent ROE in this proceeding for UNS

Gas, which results in an overall weighted average cost of capital of 8.30 percent.

Percentage  Cost Avg.Weighted Cost
Common Equity 50.0% 10.0% 5.00%
Total Debt 50.0% = 6.60% 3.30%
8.30%

Chaparral City Decision and Fair Value Rate Base

In its application, UNS proposed that the weighted average cost of capital (“WACC”) should
be applied to its original cost rate base to determine the required operating income in this case (Ex.
A-10, Sched. A-1). However, in the rebuttal testimony submitted by UNS witness Pignatelli, the
Company suddenly made the claim that its WACC should be applied to FVRB. UNS claims that its
change of position was based on its understanding of a recent Memorandum Decision issued by the
Arizona Court of Appeals in Chaparral City Water Co. v. Ariz. Corp. Comm’n, 1 CA-CC 05-0002
(Ariz. App. Feb. 13, 2007) (“Chaparral City”). According to Mr. Pignatelli’s rebuttal testimony,
UNS is not requesting that its change of position result in a revenue requirement finding that would
exceed the amount originally requested by the Company (Ex. A-2 at 8).

UNS argues that in the Chaparral City case before the Commission, the Commission adopted
Staff’s recommendation to calculate the revenue requirement by multiplying OCRB by the cost of
capital (Decision No. 68179, at 26-28). UNS claims that only after this exercise was completed did
Staff calculate the FVRB for Chaparral City, which resulted in what UNS contends is a “backing-in”
approach because the FVRB calculation is a meaningless exercise that flows from the OCRB and cost

of capital equation. UNS witness Grant asserted that the approach advocated by Staff in this case is
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mathematically equivalent to the methodology used in the Chaparral City case and rejected by the
Court of Appeals (Ex. A-29, at 13).

In support of its argument, UNS cites to Article 15, §14 of the Arizona Constitution, which
states in part that “[t}he Corporation Commission shall, to aid it in the proper discharge of its duties,
ascertain the fair value of the property within the State of every public service corporation doing
business therein...” UNS cites several cases'> in support of its argument that the Commission is
required to determine a company’s fair value rate base and use that rate base in establishing the
company’s rates. UNS concedes that its proposal to apply the WACC to FVRB is not the only
possible approach to setting rates, but suggests that it is the only approach presented in this case that
complies with the Arizona Constitution. The Company claims that other permissible methods may be
developed in future cases but, that for now, the UNS methodology is the only available choice for the
Commission to apply.

RUCO argues in its brief that application of the WACC to FVRB, rather than to the OCRB
initially requested by UNS, could be significant if the Commission adopts any of the positions
advocated by Staff or RUCO regarding the Company’s rate request. RUCO contends that the
Company’s change of position was untimely and, for that reason alone, should be rejected. Ms. Diaz
Cortez stated in her surrebuttal testimony that, had UNS made its request to apply WACC to FVRB
in its original application, RUCO’s analysis of the cost of capital would have been entirely different
and would likely have produced different results. She indicated that RUCO did not have sufficient
time to conduct discovery regarding the change of position between the filing of the Company’s
rebuttal testimony and the filing of RUCQ’s surrebuttal testimony, some 13 business days later
(RUCO Ex. 6, at 4-5). RUCO also argues that because Chaparral City was a Memorandum
Decision, it cannot be regarded as precedent or cited. RUCO further asserts, citing Paragraph 17 of

the Decision, that the Court confirmed the Commission is not required to apply a WACC to FVRB.

12.U.S. West Communications, Inc. v. Ariz. Corp. Comm’n, 201 Ariz. 242, 246, 34 P.3d 351, 355 (2001); Simms v. Round
Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382 (1956); Scates v. Ariz. Corp. Comm’n, 118 Ariz. 531,
533-534, 578 P.2d 612, 614-615 (App. 1979); Phelps Dodge Corp. v. Arizona Electric Power Co-op, 207 Ariz. 95, 83
P.3d 573, 586 (App. 2004).
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Staff argues that the Company’s reliance on the unpublished Chaparral City decision is
misplaced. Staff points out that the Court of Appeals specifically indicated that the Commission was
not required to apply the WACC to FVRB in order to set rates. Staff contends that it is still
reviewing the Court’s remand order, but the methodology proposed by Mr. Grant would result in an
unreasonable and excessive return on equity for UNS. Staff cites to Mr. Parcell’s testimony
addressing the Company’s amended proposal. Mr. Parcell testified that, under UNS’s proposal, the
link between rate base and capital structure would be broken because the “excess” of fair value rate
base over original cost rate base is not financed with investor-supplied funds, and therefore the cost
of capital cannot be applied to the fair value rate base because there is no financial link between the
two concepts (Ex. S-37 at 8-9). 'Mr. Parcell’s proposed solution is to recognize that the difference
between FVRB and OCRB is not financed with investor funds by attributing no cost to the excess
between the two. He stated that this recommendation would provide for a return being earned on all
investor-supplied funds, which is consistent with sound financial and regulatory standards (/d.).

In support of its proposal, Staff cites to decisions rendered in several other states which
recognized the problem of applying the cost of capital to fair value rate base'®. Staff contends that,
consistent with the problems identified by Mr. Parcell, application of modern cost of capital models,
such as DCF and CAPM, directly to FVRB would create redundancies and double counting. Staff
cites the case of Railroad Commission of Texas v. Entex, Inc., 599 S.W.2d 292 (Tx. 1980), in which
the Texas Supreme Court discussed the so-called “backing-in” method of determining fair value rate
of return. In that case, the court stated that “[i]n a fair value jurisdiction the rate of return multiplied
by the rate base usually resulted in a higher return to the book common equity than in an original cost
jurisdiction because of the inclusion of the reproduction cost new factor.” (Id. at 298). In rejecting
the “backing-in” argument presented by the utility company, the Texas Supreme Court observed that,
in fair value jurisdictions, the return to book common equity is used as a performance indicator by

investors, and that fact could not be ignored by blindly applying a rate of return to fair value rate base

® In Re Harbour Water Corporation, 2001 WL 170550 (Indiana Utility Regulatory Commission); Gary-Hobart Water
Corp. v. Indiana Utility Regulatory Comm’n, 591 N.E.2d 649, 653 (Ind. App. 1992); State of North Carolina ex rel.
Utilities Commission et al. v. Duke Power Co., 285 N.C. 377, 397, 206 S.E.2d 269, 294 (N.C. 1974); State of North
Carolina ex rel. Utilities Commission et al. v. Virginia Electric and Power, 285 N.C. 398, 206 S.E.2d 283 (N.C. 1974).
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without recognizing the consequences of such a rate of return on the elements of the company’s

capital structure. The court also stated:

[T]he fairness of the rate base or the rate of return can be measured by the
cash requirements of the utility. All are interdependent and ultimately
need to be reconciled....a return to book common equity which is out of
proportion...cannot be ignored since it is more than necessary to attract
capital, and therefore, unfair to the ratepayer. (Id. at 299, emphasis
added).

Staff argues that, as recognized in the Enfex case quoted above, the question that must
properly be addressed is whether investors expect an additional return in excess of the return resulting
from application of the financial models used for calculating the appropriate authorized return. Staff
contends that there is no evidence that investors expect such an excess return and that the record
supports an opposite conclusion. Staff asserts that the difference between applying the return to
OCRB and FVRB would be, in effect, a windfall on unrealized paper profits. Staff claims that Mr.
Parcell’s proposal to assign no cost to the “excess” between OCRB and FVRB is logical and
consistent with investor expectations. Staff argues that, to the extent that investors may expect a
return on the so-called paper profits, such a return is already incorporated into the cost of capital
models employed by the experts in this case. Staff states that, as an example, forecasted earnings per
share and dividends per share would be higher if investors expect a utility’s assets to grow in value,
and historical EPS and DPS would also incorporate growth between a utility’s prior and current rate
cases. Staff indicates that it will continue to evaluate how to calculate a fair value rate of return, in
accordance with the Chaparral City decision, and it is possible that a different mathematical
adjustment may be developed in the future. Staff argues that UNS did not present any evidence as to
how to adjust the cost of capital models in order to determine an appropriate fair value rate of return
and that adopting the Company’s request would create excessive returns for UNS.

We find the Company’s eleventh-hour proposal to substantially amend its application on this
issue to be inappropriate, because it is prejudicial to the other parties. Having prepared discovery
based on the original proposal, Staff and RUCO were left with insufficient time to conduct discovery

regarding the Company’s amended proposal and were therefore prejudiced by having insufficient
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time to adequately prepare for hearing in this matter. If UNS wished to amend its application
regarding a substantial change in the underlying theory of ratemaking upon which it decided to rely,
it should have withdrawn its original application and started the entire process over. Based on the
procedural deficiencies of the Company’s amendment to.its application and the prejudicial impact on
the opposing parties, its proposal is unreasonable.

UNS attempts to portray its amended proposal as an innocuous placeholder, by claiming that
there is no harm due to its willingness to be limited only to the revenue requirement set forth in its
original application. However, as RUCO succinctly points out, the underlying premise of the
Company’s argument is fallacious unless the Commission were to agree with every revenue
requirement position advocated by the Company. As discussed above, we have rejected a number of
the arguments raised by UNS. As a result, the Company’s revised position regarding application of
FVRB, if it were adopted, would have a substantial impact on the rates that are established in this
Decision.

The purpose of the Company’s reliance on the cases it cites is unclear, given that no party
disputes the concept that fair value rate base must be determined and applied in setting rates. The
cases cited by UNS do not, however, stand for the proposition espoused by the Company (i.e., that
the Commission must apply the Company’s WACC to FVRB to determine just and reasonable rates).
In fact, those cases make clear that the Commission, although required to ascertain a company’s fair
value rate base and use that fair value rate base in determining rates, has broad discretion in how the
rate-setting formula should be applied.

Even if we were inclined to consider the Company’s proposal, its arguments are premature at
best. Through his rebuttal testimony, UNS witness Grant suggests that the Commission must apply
the WACC to fair value rate base pursuant to the Chaparral City decision (Ex. A-28 at 28).
However, Mr. Grant’s proposal ignores the explicit language of the Court’s decision, which states:
“the Commission asserts that it was not bound to use the weighted average cost of capital as the rate
of return to be applied to the FVRB. The Commission is correct....[tthe Commission has the

discretion to determine the appropriate methodology.” (Chaparral City, supra, at p. 13, §17). Despite
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this unambiguous explanation, UNS would have us employ the very methodology the Court of
Appeals specifically stated the Commission was not required to apply in setting rates.

Aside from the disingenuousness of the Company’s argument, the current posture of the
Chaparral City case is that it has been remanded to the Commission for further consideration. At this
point, the Commission has not held hearings on the issue remanded by the Court, and thus no
decision has been rendered by the Commission on the issue. Once the Commission issues a
subsequent order in the remanded case, the Commission’s decision may, or may not, be appealed to
the Court of Appeals for a determination of compliance with the Court’s remand. Thus, entirely
aside from the inappropriateness of citing the unpublished Chaparral City decision as precedent,
using it as the foundation for requiring a specific methodology in another unrelated case is clearly
improper given that the Commission has been given an opportunity to cure the perceived defects in
the Chaparral Ciry case. Until that case has been decided under the Court’s remand order, and the
Court of Appeals has determined whether the Commission’s Decision on Remand satisfies the
Court’s prior order, it is premature for UNS (or any other company) to suggest that the Commission
must apply a particular methodology, especially a methodology that the Court specifically stated the
Commission is not required to adopt.

We also believe that Staff has raised a number of relevant concerns with the Company’s
attempt to apply the WACC to FVRB without further modification. As Staff points out, there is no
logical basis for applying such a methodology because investors have no expectation that they will
earn a return on the excess between OCRB, which represents investor supplied funds, and FVRB,
which represents unrealized paper profits. If the Company’s proposal were to be adopted, the
underlying basis of the cost of capital analysis would be called into question and would likely require
substantial modification to avoid a result that grants excessive windfall returns to investors at the
expense of ratepayers. We note that UNS states in its reply brief that, pursuant to the holding in Ariz.
Corp. Comm’n v. Arizona Water Co., 85 Ariz. 198, 203, 335 P.2d 412, 415 (1959), the Commission
may not consider the argument raised by Staff regarding investor-supplied funds. The Arizona Water
case is clearly distinguishable from the instant case, however, given the fact that the Court in Arizona

Water was asked to consider only whether a recent purchase price paid for the utility company could
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be used by the Commission as the fair value of the utility for setting rates. No such set of facts is
presented in this proceeding, and we do not believe the Arizona Water holding is applicable to the

arguments presented by Staff.

For all of these reasons, we reject the Company’s proposal on this issue.
AUTHORIZED INCREASE
Based on our findings herein, we determine that UNS Gas is entitled to a gross revenue
increase of $5,257,468.
Fair Value Rate Base $184,120,761
Adjusted Operating Income 9,621,507
Required Rate of Return 6.97%
Required Operating Income 12,833,217
Operating Income Deficiency 3,211,710
Gross Revenue Conversion Factor 1.6370
Gross Revenue Increase $5,257,468
RATE DESIGN ISSUES

Customer Charge and Seasonal Rates

UNS Gas

UNS proposes in this case to increase the monthly customer charge for its largest customer
class (Residential — R10) from $7 to $20 per month during the “summer” months (April through
November) and from the current $7 to $11 per month during the “winter” months (December through
March). The Company also proposes to decrease the current commodity rate for the R10 class from
the current rate of $0.3004 per therm to $0.1862 per therm."

UNS claims that its proposed rate design is intended to mitigate the cross-subsidization that
currently exists between customers in colder climates and customers in warmer climates. According
to the Company, it incurs approximately $26 per month in fixed costs to serve a customer, yet the
residential customer charge is only $7 per month, with the remaining fixed costs being recovered
through volumetric charges. UNS witness Tobin Voge stated that, as an example, a customer in
Flagstaff pays substantially more towards the Company’s fixed costs (through a higher percentage of

volumetric charges) compared to a customer in Lake Havasu (Ex. A-18 at 8, Attach. TVL-1).

' Although the $0.1862 rate appears in UNS’s original schedules (Ex. A-9, Sched. H-4), and in the Company’s post-
hearing brief, the Company’s Final Schedules reflect a per therm rate proposal of $0.1844.

51 DECISION NO. 70011




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

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

UNS argues that its proposed rate design would allow the Company to recover more of its
fixed costs from all customers and would result in a more equitable policy in an environment of
higher gas commodity costs. In support of the Company’s position, UNS witness Grant cited a 2006
report from Moody’s, which indicated that the volumetric approach to cost recovery is a faulty
equation for LDCs that should be rectified through ratemaking (Ex. A-29 at 23). UNS also cites an
AGA report, which sﬁggests that, under a traditional volumetric rate design, a gas company’s profits
and earnings will decline if customers use less gas (Ex. A-37 at 2). The Company contends that it is
time to address these alleged inequities through approval of higher mdnthly service charges and
decoupling mechanisms (see discussion below regarding the Company’s proposed “Throughput
Adjustment Mechanism”).

Under the Company’s proposal, the monthly customer charge would be increased from $7 to
an average of $17 per month (subject to the seasonal differences described above), which UNS
claims would enable it to recover approximately 60 percent of its costs incurred in serving a
residential customer (Tr. at 512). Because Staff and RUCO oppose the Company’s seasonal
customer charge proposal, UNS indicated that it is willing to accept a year-round customer charge of
$17 (UNS Initial Brief at 46).

UNS asserts that the rate design proposals advocated by Staff and RUCO should be rejected.
According to the Company, Staff’s recommendation to increase the fixed monthly customer charge to
$8.50, and RUCO’s proposal. to increase the customer charge to no more than $8.13, are an
inadequate means of moving rates closer to the Company’s cost of service. UNS asserts that its
proposal to increase the customer charge by $10 over current levels is not drastic, will not result in
“rate shock,” and does not violate the principle of “gradualism,” given the corresponding request to
decrease the commodity charge.

UNS witness D. Bentley Erdwurm addressed the inequities between cold weather and warm
weather customers and concluded that substantial cross-subsidization by customers in colder climates
exists. He testified that the average customer in Flagstaff currently pays $133 more in annual margin

costs than an average customer in Lake Havasu City for the same fixed costs (Ex. A-19 at 10). UNS
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argues that this inequity is especially unfair because customers in colder areas have little ability to
reduce their overall bills due to the need to use natural gas for heating purposes.

With respect to the avoidance of rate shock and compliance with the principle of gradualism,
UNS contends that the Staff and RUCO rate design recommendations focus too narrowly on the
customer charge and fail to consider the Company’s overall rate design proposal. The Company
claims that the increase in the customer charge would be offset by the reduction of the commodity
charge. UNS also asserts that the concepts of rate shock and gradualism must be balanced against
other rate design elements, including rate stability and matching principles.

Finally, UNS argues that its rate design proposal does not eliminate the incentive for
customers to conserve (by the proposal to reduce the commodity charge). According to the
Company, even if its proposed per therm charge of approximately 18 cents were adopted, when that
rate is combined with an estimated PGA charge of 60 cents per therm, the overall volumetric charge
would be decreased by approximately 13 percent, which UNS claims is not enough to stifle
conservation incentives.

Mr. Magruder

Intervenor Marshall Magruder opposes the Company’s request to impose seasonal rates and to
collect a higher percentage of rates from customers in warmer climates. Mr. Magruder claims that
the Company’s proposal would discriminate against customers in warmer areas and he suggests that
customers choose whether to live in colder or warmer climates. He also asserts that UNS’s proposed
rate structure would send the wrong signal by rewarding high usage customers and penalizing low
usage customers. He recommends instead that'Staff’ s proposal to increase the customer charge to
$8.50 be adopted.

RUCO

RUCO opposes the Company’s recommendation to increase the monthly customer charge
significantly. RUCO points out that UNS’s proposal would shift more revenue to its fixed costs than
it is seeking for its entire rate increase. As UNS witness Erdwurm admitted on cross-examination,
the Company’s entire requested revenue increase is approximately $10 million, yet it is seeking to

recover an additional $16.4 million per year through the fixed monthly charge alone. In order to
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remedy this imbalance, UNS proposes to reduce the commodity charge by approximately $6.4
million (Tr. at 475-76). As a result, higher usage customers would experience a reduction in their
bills, while lower usage customers would see a much higher percentage increase.

RUCO contends that some shifting of costs to the customer charge is appropriate and
recommends that the current recovery of approximately 26 percent through the monthly fixed charge
should be increased to 36 percent (under RUCO’s revenue requirement recommendation) (RUCO Ex. |
5 at 34). RUCO also disagrees with the Company’s seasonal customer charge proposal. RUCO
asserts that the justiﬁcation offered by UNS in support of this proposal (to levelize customer bills) is
not appropriate because the Company’s customers already have a voluntary means to levelize fheir
bills through an existing billing program. Ms. Diaz Cortez stated that if the Company believes more
customers would benefit from levelized billing, it should make a greater effort to publicize the
existing program’s availability rather than seeking to impose a Commission-mandated seasonal rate
design (/d. at 30).

Staff

Staff contends that the Company’s rate design proposal in this case is designed to shift almost
all of the risk of rate recovery to ratepayers and should therefore be rejected. Staff witness Steven
Ruback presented Staff’s rate design recommendation and stated that the UNS rate design would
result in a “staggering” increase in the fixed customer charge for all classes of service (Ex. S-23 at 3).
For the residential class, Mr. Ruback indicated, the Company’s proposal would result in a customer
charge increase of 185 percent in the summer period and 57 percent in the winter period (Id.). Mr.
Ruback explained that, although the monthly charge increase would be partially offset by a lower
volumetric charge, UNS’s proposal presents a “serious front end loading problem, a decoupling issue
and gradualism problem” (/d. at 4). He testified that it is not surprising that UNS would seek to
increase the fixed customer charges and that such an approach is a common means that utilities use to
lessen the risk of recovery (Id. at 6). Mr. Ruback stated UNS’s proposal is unusual in that the
Company has proposed to recover all of its increase, and some of the volumetric margin, through

fixed charges (I1d.).
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According to Mr. Ruback, the Company’s proposal represents a step towards a Straight Fixed
Variable (“SFV”) rate design, a concept employed by the FERC as a means of rationing pipeline
design day capacity by price. Mr. Ruback stated that SFV rate design is inappropriate for retail
distribution rate design because there is no need to ration retail distribution capacity. He further
testified that UNS’s rate design proposal “violates the well-established and long-standing regulatory
principle that a utility should have a reasonable opportunity, not a guarantee to earn its allowed rate
of return” (/d. at 9). Mr. Ruback indicated that he is aware of only one LDC, Atlanta Gas Light
Company, that is permitted to employ the SFV rate design method to recover its distribution revenue
requirement, and that exception to the general rule is mandated by state legislation that precludes the
Georgia Public Service Commission from establishing an alternative rate design. Mr. Ruback stated
that “other jurisdictions allow for reasonable fixed customer charges and reasonable fixed demand
charges, but require that the bulk of the distribution revenue requirement be recovered over
throughput” (i.e., volumetric charges) (/d. at 10).

According to Staff witness Ralph Smith, Staff’s rate design recommendation is based on the
consideration of a number of factors, including cost of service; the desire to encourage energy
conservation; the need to use gradualism in cases where rates are being charged, so that customers are
not burdened with large rate increases; customer equity issues within and between rate classes; efforts
to make rates and bills easier for customers to understand; revenue impacts on the Company; and
other policy considerations. He stated that given all of these variables, it is understandable that rate
design is considered more of an art than a science (Ex. S-26 at 2).

Under Staff’s proposed rate design, the fixed monthly customer charge would be increased
from $7 to $8.50 for residential customers, with no seasonal difference in the customer charge.
Staff’s proposed commodity charge for Rate R10 customers would increase to $0.3217 per therm,
under Staff’s revenue requirement recommendation (/d. at 9). Mr. Smith explained that if Staff’s
recommended revenue requirement and rate design were adopted, a residential customer (R10) using
100 therms of gas would experience a total bill increase from $115.48 to $119.11 (3.14 percent) (1d.).

Staff asserts that its proposed rate design is reasonable and should be adopted by the Commission.
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Conclusion

Although we understand that UNS would like to recover as much of its margin as possible
through monthly customer charges, we do not believe it is reasonable to adopt a rate design that
would impose a significant increase on customers based on where they live within the Company’s
service area. Under the Company’s recommendation, residential customers with lower usage (i.e.,
customers typically located in warmer climates) would bear the brunt of the revenue increase due
primarily to the dramatic front-loading increase to the fixed monthly customer charge. As set forth in
the UNS Final Schedules (based on UNS’s proposed revenue requirement), in the “summer” months
(April through November), a residential customer (R10) would experience an increase of 146 percent
with 5 therms of usage, 118 percent with 10 therms of usage, and 82 percent with 20 therms of usage.
During the “winter” months (December through March), the same customer would incur increases of
40 percent with 5 therms of usage, 28 percent with 10 therms of usage, and 13 percent with 20 therms
of usage (UNS Final Schedules, Sched. H-4). While higher usage customers may realize lower
increases, or even decreases (depending on usage), we do not believe that a dramatic increase
imposed on lower usage customers is appropriate in this case. As we stated in the Southwest Gas
Decision in rejecting a similar type of rate design proposal, “[such a] rate design would have the
effect of encouraging greater usage of natural gas at a time when, by all accounts, an increase in
demand for natural gas is coupled with shortages in supply. We do not believe that it is appropriate
to send a signal to customers Qf ‘the more you use, the more you save,”” (Decision No. 68487, at 37).

As discussed by Staff’s witnesses, movement towards cost-based rates is just one of the many
factors that must be considered in designing rates. The goal of moving closer to cost-based rates
must be balanced with competing principles such as gradualism, fairness, and encouragement of
conservation. Based on the testimony and evidence presented in the record, and considering the
arguments raised regarding competing principles of the rate design equation, we believe that Staff’s
rate design recommendation appropriately makes significant movement towards cost-based rates and
provides a reasonable level of protection for the customers who are affected by this base rate

increase. Accordingly, we adopt Staff’s recommended monthly charges, as set forth in the
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attachments to Exhibit S-27, with the accompanying commodity charges based on Staff’s rate design
flowing from the revenue requirement established in this Order.

For a residential customer on Rate R10, the fixed monthly customer charge would increase
from $7 to $8.50, and the volumetric charge would increase from $0.3004 to $0.3270 per therm.
Based on these rates, a residential customer with 20 therms of usage would experience an increase in
monthly base rates of 15.6 percent (from $13.01 to $15.04) and an overall monthly increase
(including the cost of gas) from $28.70 to $30.73 (7.1 percent). The same customer with typical
January consumption (87 therms) would see an increase in base rates of 11.5 percent (from $33.13 to
$36.94) and an overall increase (including the cost of gas) from $101.37 to $105.18 (3.8 percent).

Throughput Adjustment Mechanism

UNS Gas

In its application, UNS proposed a Throughput Adjustment Mechanism (“TAM”) which
would ‘increase or decrease the collection of volumetric revenues to match anticipated levels. The
Company claims that the TAM would allow it to implement energy conservation programs without
the concern that its revenues would be diminished if the conservation measures were successful.
UNS indicated that under its proposed TAM, under-recovery or over-recovery of revenues during any
given period would be trued-up in future periods through the use of a volumetric surcharge or credit.

As explained by Company witness Erdwurm, the TAM is a type of decoupling mechanism
that has growing support from regulatory and environmental organizations. In his testimony, Mr.
Erdwurm stated that organizations such as the Natural Resources Defense Council (“NRDC”), the
American Council for an Energy Efficient Economy (“ACE”), and the AGA have expressed support
for rate mechanisms that decouple utility retail sales from recovery of fixed costs (Ex. A-19 at 17-
18). He claims that a NARUC Resolution encourages state commissions to adopt rate designs that
include decoupling mechanisms such as the TAM (/d. at 18). The Company also introduced a
newsletter issued by the AGA indicating that decoupling mechanisms have been implemented in 10
states (Ex. A-37).

According to UNS, the Company’s return is highly dependent on customer usage because of

the volumetric nature of its rates. UNS witness Tobin Voge’s testimony stated that a warmer than
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normal winter will cause customer usage, and thus Company revenues, to decline, thereby rendering
UNS unable to collect its full fixed costs (Ex. A-18 at 15). On the other hand, during a colder than
normal winter, UNS would experience a surge in revenues. The Company contends that the TAM
would make customer bills less volatile by evening out wide fluctuations due to weather.

Mr. Voge’s testimony indicates that in order to implement the proposed TAM, a base use per
customer (“UPC”) must first be established. Under the Company’s proposal, a separate base would
be established for residential, small volume commercial, and small volume public authority
customers. The UPCs would be calculated by dividing calendar year therm sales by average number
of customers. The difference between the actual and base UPC would then be multiplied by the 2005
base number of customers, and the margin rate for the customer class, to determine the throughput
adjustment in dollars (/d. at 12-13).

The Company asserts that, by minimizing the impact of weather on customer bills, the TAM
would provide a more equitable rate design that ensures that customers do not pay more for the
Company’s fixed costs than they would under normal weather conditions (Ex. A-19 at 15). UNS also
claims that the TAM would encourage conservation by reducing the conflict between conservation
efforts and the Company’s financial stake in the volumetric revenues associated with usage (Ex. A-18
at 15).

UNS dismisses the validity of RUCO’s arguments that the TAM would eliminate the
incentive for customers to conserve. The Company argues that; under its proposal, all customers
would receive bills with identical TAM adjustments based on cumulative system usage, not personal
household consumption. As a result, UNS claims, each individual customer would continue to
benefit from conservation efforts because the individual customer’s actions would represent only a
small portion of the usage data reflected in future TAM adjustments.

UNS also disputes arguments made by Staff and RUCO that the TAM would remove the
Company’s risk of revenue recovery. The Company claims that the TAM would not alter the ability
or inability to recover base rates established in the rate case, and that rising capital expenditure
requirements associated with customer growth would continue. UNS also argues that its proposed

TAM differs from the “conservation margin tracker” decoupling mechanism that was rejected in the
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Southwest Gas case (Decision No. 68487 at 33-34). According to UNS, the TAM differs from the
decoupling mechanism proposed by Southwest Gas in the following ways: the TAM would cover all
small volume customers, not just residential customers; UNS has provided examples of the
calculations needed to implement the TAM; and UNS is willing to consider the creation of a deferred
adjustment account (Ex. A-18 at 14). Finally, UNS claims that it has pledged to continue supporting
demand-side management (“DSM”) programs, regardless of adoption of the TAM. The Company
argues, therefore, that it cannot be accused of attempting to use its TAM proposal as leverage for its
continued support for DSM.

RUCO

RUCO witness Marylee Diaz Cortez testified regarding ‘fhe reasons for RUCO’s opposition to
the proposed TAM. She stated that the TAM would cause customers to pay for a fixed amount of
consumption regardless of their actual usage and would remove any risk to the Company associated
with revenue recovery (RUCO Ex. 5 at 30-31). Ms. Diaz Cortez testified that variations in
consumption are already addressed by the rate case process based on weather normalization of
revenues (Ir. at 706).

RUCO argues that it is not appropriate for the Commission to provide a guarantee of a certain
stream of revenues because the regulatory process is intended to provide only the opportunity for a
company to recover its revenue requirement. Ms. Diaz Cortez stated that UNS already has an
exclusive service territory and a captive customer base, giving it a low business risk. She also
indicated that the authorized rate of return set by the Commission compensates the Company for any
business risk that may exist (RUCO Ex. 5 at 31).

RUCO next argues that approval of the TAM would present a departure from the historic test
year concept, which RUCO claims is required under the Commission’s rules and the Arizona
Constitution.  Finally, RUCO contends that Southwest Gas experiences greater decreases in
consumption due to conservation than does UNS Gas, yet the Commission previously rejected
Southwest Gas’ decoupling mechanism proposal. RUCO points out that the Commission expressed

concern that the decoupling mechanism proposed by Southwest Gas could have resulted in
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disincentives for customers to conserve (Decision No. 68287 at 34), and the same concern exists with
respect to UNS Gas’s proposed TAM.

Mr. Magruder

Mr. Magruder opposes adoption of the Company’s proposed TAM for many of the same
reasons identified by Staff and RUCO. He argues that UNS should not be insulated from risk and
that customers should not have to pay for gas they have not used.

Staff

Staff witness Steven Ruback expressed several concerns with the Company’s proposed TAM.
Mr. Ruback stated that the TAM is essentially an automatic adjustment clause and that such adjustors
traditionally are intended to recover volatile costs that, if left unrecovered, could jeopardize a
company’s financial health. He indicated three requirements for the types of costs generally allowed
to be recovered through adjustor mechanisms: the costs must be large enough to jeopardize the
utility’s financial health, they must be volatile, and they must be substantially beyond a company’s
control. He claims that the TAM does not meet these tests because traditional ratemaking has not left
UNS in poor financial condition, non-gas costs are not extremely volatile, and non-gas costs are
within management’s control (Ex. S-23 at 16).

Mr. Ruback also asserts that UNS already has in place two types of revenue decoupling
mechanisms - the fixed customer charge, which is independent of throughput, and the PGA, which
protects the Company from volatile spikes in the cost of gas (/d. at 16-17). At the hearing, Mr.
Ruback testified that, in his opinion, “the TAM is overly broad because it compensates for reduced
sales from anything — from weather variation, from economic activity, to loss of costs, to high
commodity charges.” (Tr. at 796). He conceded that it is not just UNS Gas’s proposal he dislikes,
stating, “I haven’t seen a TAM I liked yet.” (Id.) However, Mr. Ruback contends that adoption of the
TAM would represent “piecemeal ratemaking” because there is no commensurate opportunity in the
mechanism to consider offsetting adjustments related to cost of service reductions, cost of capital
changes, and changes in customer allocation factors (Ex. A-23 at 14).

Finally, Staff points to the Southwest Gas rate case, in which the Commission rejected a

similar proposal. Staff acknowledged that the Commission directed Southwest Gas and interested
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stakeholders to examine further decoupling mechanisms, and Staff indicated that it is willing to
engage in discussions outside of this case regarding such mechanisms. However, Staff argues that
UNS’s proposal should be rejected based on the record in this case.

Conclusion

We do not believe the record supports adoption of UNS Gas’s proposed decoupling
mechanism in this case. In the Southwest Gas case, we cited a number of concerns with a decoupling
mechanism that was similar to the TAM proposed by UNS Gas in this proceeding. We pointed out in
the Southwest Gas Order that decoupling mechanisms require “customers [to] provide a guaranteed
method of recovering authorized revenues, thereby virtually eliminating the Company’s attendant.
risk.” (Decision No. 68487 at 34) We also noted that, under such a mechanism, customers would “be
required to pay for gas that they have not used in prior years, a phenomenon that could result in
disincentives for such customers to undertake conservation efforts...[and would be] faced with a
surcharge for not using ‘enough’ gas the prior year.” (Id.) We therefore directed Southwest Gas to
find rate design alternatives that truly encourage conservation and to engage in discussions with
affected stakeholders to pursue implementation of a decoupling mechanism through the DSM policy
process or through a proposal in Southwest Gas’s next rate case (/d.).

Although the Company attempts to distinguish its TAM from the mechanism rejected in the
Southwest Gas case, the differences are insignificant compared to the overall similarities between the
proposals. The first difference cited by the Company, that it is willing to apply the TAM to all small
volume customers, is not persuasive given Southwest Gas’s concession that it was also willing to
extend its decoupling mechanism to a broader base of customers (/d. at 31). The next difference
claimed by UNS is essentially that its proposal provided a greater level of detail, by including
examples of calculations that would be used to implement the TAM, than did that of Southwest Gas.
As indicated in the passages quoted above, our primary concern with the Southwest Gas proposal was
not specifically with the lack of implementation details, but rather with a concept that would provide
the utility with a level of risk insulation, while possibly discouraging conservation efforts through
imposition of a surcharge on an entire class of customers if that class did not use “enough” gas the

preceding year. The final difference claimed by UNS is its offer “to consider the creation of a
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deferred throughput adjustment account.” (Ex. A-18, at 14) Again, the distinction identified by UNS
is not substantive in nature but instead provides an alternative means of accounting for the proposed
surcharge. The Company’s alternative accounting technique does not, however, address the
underlying concerns clearly expressed regarding the Southwest Gas decoupling mechanism. We see
no reason, based on the record in this proceeding, to depart from our finding in the Southwest Gas
Decision regarding a proposed decoupling mechanism.

Having rejected UNS Gas’s TAM proposal, we encourage the Company to engage in
discussions with other stakeholders affected by this issue; to participate in the ongoing DSM
workshops before the Commission; and, if possible, to develop a decoupling mechanism that does not
suffer from the types of deficiencies identified by the parties in this case.

Demand-Side Management Programs

UNS Gas

UNS Gas proposes to implement several new DSM programs, including a residential furnace
retrofit program, residential new construction home program, commercial HVAC retrofit program,
and commercial gas-cooking efficiency program. The Company claims that these four new programs
will require funding of $916,616 and that a proposed expansion of its low-income weatherization
(“LIW™) program will cost an additional $135,000, for a total annual DSM portfolio expense of
$1,051,616 (Ex. A-15 at 13-15).

UNS states that it is largely in agreement with Staff’s DSM recommendations, specifically
with respect to submission of the programs for review by Staff. UNS witness Denise Smith testified
that the Company prefers to have the new programs approved in this case so that they may be
implemented as soon as possible (Tr. at 518). On May 4, 2007, the Company filed its DSM program
proposals in a separate docket for Staff’s review (Docket No. G-04204A-07-0274).

Ms. Smith indicated that the Company has agreed to use Staff’s recommended Societal Cost
Test to determine the effectiveness of the DSM programs, despite her reservations regarding how that
test would be applied (Ex. A-21 at 4, 7; Ex. A-22 at 2). However, Ms. Smith stated that the other
DSM tests - including the Participant Test, Program Administrator Cost Test, Total Resource Cost

Test, and Rate Impact Measure Test - should also be utilized, to provide a full analysis of program
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effectiveness (Ex. A-21 at 7). Ms. Smith also agreed that the Company would continue to provide
semi-annual reports to the Commission, but stated that the Company would seek at a later time to
move to an annual reporting requirement (Ex. A-22 at 14).

With respect to calculation of the DSM adjustor mechanism, Ms. Smith indicated that UNS
agrees initially to limit recovery to 25 percent of the new program costs ($230,000) and LIW program
costs ($113,400), plus the cost of the baseline study that is needed to evaluate thoroughly the
effectiveness of the programs ($82,000). The total amount of $425,400 would translate to a DSM
adjustor surcharge of $0.0031 per therm, when divided by total test year therms of 138,223,864 (/d. at

3).

Mr. Magruder

Mr. Magruder indicates that he is a proponent of DSM programs but believes that additional
review of the Company’s programs is necessary prior to approval. ’However, he suggested that all the

necessary information regarding the programs should be submitted to Staff as soon as possible so that
the programs could be addressed in the Recommended Opinion and Order in this case, to allow the
parties an opportunity to comment regarding the findings determined therein. He also suggested that
an integration of the UNS Gas and UNS Electric DSM programs could be consolidated in the
pending electric rate case for UNS. At the same time, however, Mr. Magruder recommended that
UNS Gas’s DSM programs should not be funded until after public hearings are held on those
programs. He proposed that the Energy Smart Home (“ESH”) program should include training of
local city/county building inspectors to meet Energy Star requirements, using RESNET personnel.
Finally, Mr. Magruder recommended that in-home energy audits should be continued due to their
value (Magruder Brief at 38-41).

Staff

Staff witness Julie McNeely-Kirwan presented Staff’s position regarding the Company’s
proposed DSM programs. She recommended that the LIW funding ($113,400) and 25 percent of the
new program costs ($229,154) should be included in the initial DSM surcharge, but that UNS Gas’s

portion of the baseline study costs ($82,000) should not be included in the surcharge initially (Ex. S-
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40 at 1-2, 8). Based on this recommendation, Staff calculated an initial DSM surcharge of $0.0025
which it recommends be established in this case (/d.).

Ms. McNeely-Kirwan also agreed with UNS that the DSM adjustor reset date should require a
filing by April I of each year, with an adjustment date of June 1. As indicated above, UNS agreed
with Staff’s recommendation to require semi-annual DSM reports. In her direct testimony, Ms.
McNeely-Kirwan recommended that the Company file a comprehensive DSM portfolio, which UNS
has apparently provided through an attachment to Denise Smith’s testimony (Ex. A-23), as well as in
the separate docket cited above. However, Staff opposes approval of specific programs in this
proceeding and recommends approval in a separate docket, consistent with past practice for other
companies (Tr. at 1141).

Conclusion

We agree with Staff’s recommendation to set the DSM adjustor surcharge at an initial level of
$0.0025, which reflects exclusion of the baseline cost study. As indicated in Staff’s recommendation,
the costs of the baseline study may be included in a subsequent reset of the adjustor once sufficient
justification of the allocated costs has been submitted for Staff’s review. UNS agreed with Staff’s
proposal to shift the adjustor filing date to April 1, with an adjustor date of June 1, as well as with
Staff’s recommendation that semi-annual reports be required for the DSM programs. We also agree
with Staff that the appropriate forum for a full review of the specific DSM programs is in the separate
docket in which there is an application currently pending. This approach is consistent with that
required for other companies, including APS and Southwest Gas (See, e.g., Decision No. 68487, at
61-63).

Low-Income Customer Programs

UNS Gas currently offers several low-income assistance programs. The Customer Assistance
Residential Energy Support (‘CARES”) program (Rate Schedule R12) provides a per therm discount
to customers meeting eligibility requirements during the months of November through April. Warm
Spirits is an emergency bill assistance program offered to eligible low-income customers. As
discussed above, UNS also offers the LIW program, the costs of which would now be recovered

through the DSM adjustor mechanism.
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UNS Gas states that, in addition to offering these specific programs, it will continue to work
with the ACAA on low-income customer issues. The Company contends that it is committed to
automatically enrolling customers eligible for the Low-Income Home Energy Assistance Program
(“LIHEAP”) into the CARES program (Ex. A-16 at 8) and will continue to expand its outreach
efforts. Those outreach efforts include distribution of CARES applications to local assistance
agencies, public libraries, and municipal buildings and promotion of the program through residential
bill inserts (Ex. A-17 at 4). UNS also contends that it is willing to explore opportunities to increase
the marketing of low-income programs and to increase LIW funds to low-income agencies.

Migquelle Scheier testified on behalf of ACAA regarding various low-income customer issues,
ihcluding CARES customers (ACAA Ex. 1). Ms. Scheier opposed the Company’s proposal to
increase the customer charge for low-income customers; urged the Commission to increase marketing
efforts for the R12 tariff; requested the Commission to require automatic enrollment of LIHEAP
customers into the CARES program; sought the elimination of payday loan offices as payment
centers for cash-paying customers; requested that bill assistance money be increased from $21,500 to
$50,000; asked that LIW funding be increased to $200,000, and that $20,000 of that amount be
directed to community volunteer weatherization efforts; and requested that the proposal to reduce the
due date for bills be denied (/d. at 2).

CARES Program

Customers receiving service under the CARES program currently pay the same basic monthly
charge of $7 as do other residential customers, but CARES customers receive a per therm discount of
$0.15 on the first 100 therms of usage during the months of November through April. As described
above in the rate design section of the Order, UNS proposed a seasonal monthly charge increase to
$20 from December through March and to $11 from April through November. The Company also
proposed to decrease the volumetric charge applicable to all customers. For CARES customers,
UNS proposed a year-round customer charge discount of $6.50 per month, along with the reduction
of the commodity charge discussed previously. Under the Company’s recommendation, CARES

customers’ fixed monthly charge would increase from $7 to $13.50 from April through November,
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but would decrease to $4.50 per month from December through March. The same volumetric
charges would apply to all residential customers.

The Company claims that its proposal would increase CARES customers’ bills modestly, with
an increase of $1.12 per month during winter months (assuming100 therms of usage), and $4.21 per
month during summer months (assuming 20 therms of usage) (Ex. A-9, Sched. H-4). UNS contends
that some higher usage CARES customers may actually see a rate decrease due to the Company’s
proposed commodity charge reduction.

Staff recommends that the current monthly charge of $7 be retained for CARES customers
and that they continue to receive the current $0.15 per therm discount for the first 100 therms of
usage during the months of November through April (Ex. S-40 at 2). Staff contends that its
recommendation provides a price signal that would encourage conservation by CARES customers
during winter months, because usage over 100 therms during those months would incur a substantial
increase. Staff witness McNeely-Kirwan stated that the Company’s rate design proposal would
provide a disincentive for conservation, given UNS’s recommendation to decrease the volumetric
charge for all therms of usage (/d. at 3).

Given our prior rejection of UNS’s seasonal customer charge and across-the-board volumetric
rate reduction recommendation, the application of the Company’s proposal to CARES customers is
effectively a moot point. We agree with Staff that keeping the current customer charge in effect for
CARES customers, and retaining the current winter volumetric discount for the first 100 therms, will
help mitigate the effects of the rate increase approved in this case and will continue to provide a rate
structure for the low-income customers enrolled in the program that offers an opportunity to reduce
their overall bills through conservation efforts. We therefore adopt Staff’s recommendation on this
issue.

Warm Spirits Program

Warm Spirits is a program, funded by customer contributions, that provides emergency bill
payment assistance to low-income customers. UNS witness Gary Smith testified that UniSource
Energy promotes the program through bill inserts and bill messages encouraging customers to

contribute to the program (Ex. A-15 at 10-11). The proceeds of the contributions are distributed to
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local service agencies, which assist qualified low-income customers in paying their bills, most often
during the winter heating season. Mr. Smith stated that UNS Gas matches customer donations dollar-
for-dollar with funds provided by UniSource sharcholders. He indicated that UniSource made a one-
time donation of $50,000 to the program in 2004 and that UNS matched $24,000 in donations in
2005. Mr. Smith testified that the Company would continue to match customer contributions on a
dollar-for-dollar basis (/d.). As indicated above, ACAA proposes that the Commission require UNS
to provide funding for Warm Spirits in the amount of $50,000 per year (ACAA Ex. 1 at 2).

The Company originally proposed that the Low-Income Weatherization Program include
$21,600 in emergency bill assistance, separately and in addition to that already available through
Warm Spirits. The $21,600 would have been part of the UNS Gas DSM portfolio and funded
through the DSM adjustor. Staff objected because emergency bill assistance is not DSM and should
not be funded as DSM. Staff proposed, and the Company agreed, that the $21,600 be moved into
Warm Spirits and funded though base rates. We agree that the $21,600 in additional emergency bill
assistance should not be funded through the DSM adjustor and that this amount should be moved into
Warm Spirits and funded through base rates.

We believe that the Company’s matching contributions to the Warm Spirits program, which
currently amount to approximately $20,000 to $25,000 per year, are a reasonable commitment at this
time. However, we encourage the Company to continue to promote the existence of the program and
the ability for customers to make voluntary contributions.

It is not clear in the record whether UNS Gas currently has a section on customer bill payment
stubs that allows customers to check a box to indicate that they would like to make a contribution at
the time they write out their payment checks. This issue was raised in the Southwest Gas case,
wherein we directed Southwest Gas to modify its billing statements to allow voluntary contributions
(Decision No, 68487, at 59-60). In that Order, we pointed out that a contribution line is offered to
APS customers and that “inclusion of a line on customer bills is preferable to [relying solely] on a bill
insert, which may be discarded when customers open their bills.” (/d. at 60) Therefore, if UNS Gas
does not currently have in place a bill statement contribution option, it shall implement the change

within 60 days of the effective date of this Decision.
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Payments at Payday Loan Stores

In 2006, UNS closed local offices in Prescott, Cottonwood, Flagstaff, and Show Low' (Tr. at
434-35). These closings coincided with the Company’s consolidation of its Tucson call center
operations for all of the UniSource operating affiliates, which UNS claims was intended to improve
customer service while at the same time cutting the Company’s operating costs (Tr. at 436-40). At
the time these offices were being closed, customers were notified that future payments could be made
at various ACE Cash Express locations and other specified “cash only” stores (Ex. A-16, Attach.
GAS-3). For payments made at these so-called “payday loan” stores in areas where UNS does not
have a local office, UNS pays the fee charged by the payday loan stores, but customers who pay at
such stores in an area that has a local office (i.e., Kingman, Lake Havasu, and Nogales) must pay a $1
fee in order to make a payment at the payday loan stores (Id. at 8).

ACAA witness Scheier expressed concern that cash paying customers, especially low-income
customers, could be vulnerable to predatory lending practices at the payday loan stores. She testified
that ACAA objects to the use of such stores because “it places already vulnerable customers in a
more vulnerable situation.” (ACAA Ex. 1 at 13) Ms. Scheier also stated that she did not understand
why the Company could not place “ATM-like kiosks” that accept cash payments in local areas (1d.).
She further claimed that some low-income clients had been encouraged to take out loans when they
made payments at the payday loan stores (ACAA Ex. 2, at 2).

Mr. Magruder also opposes use of payday loan stores for taking payments. He suggested that
other payment agents should be found by the Company or, alternatively, that a Company employee
may need to be on-location at the payday loan stores during weekdays (Magruder Brief at 37).

UNS witness James Pignatelli testified that UNS does not send customers to predatory lenders
by its acceptance of payments at payday loan stores. He indicated that customers could obtain loans
from payday loan stores even if the Company had not closed its local offices or had in place ATM-

like kiosks (Ex. A-3 at 1). Mr. Pignatelli stated that the decision to close some branch offices and

15 UNS continues to operate local offices in Kingman, Lake Havasu, and Nogales.
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offer alternative locations for cash-paying customers was made to keep down costs for all customers,
including low-income customers (/d.).

UNS witness Gary Smith claims that Ms. Scheier’s comments regarding customers’ being
encouraged to take out loans from the payday loan stores is not consistent with information the
Company has received from payday loan store managers (Ex. A-17 at 5). He contends that UNS is
not encouraging customers to utilize payday loan services at these locations (Ex. A-16 at 9). During
the hearing, Mr. Smith testified that APS also utilizes payday loan stores for acceptance of cash
payments, as does Citizens Frontier Communications (Tr. at 343). He indicated that UNS contacted
grocery stores and local banks in the Prescott and Chino Valley areas about their willingness to
accept payments, but was turned down. Mr. Smith stated that UNS was looking into a joint
arrangement with APS under which a payday loan store in Flagstaff would have a dedicated window
available for payment of utility bills, separate from the store’s main counter. He also testified that the
Company was discussing with APS the possibility of using a non-payday loan store site for
acceptance of payments (Tr. at 344-47).

Although we encourage UNS to seek out cost-cutting opportunities, we are concerned when
those efforts result in the diminution of service to customers. We understand the Company’s call
center consolidation decision was intended to provide consistency between the UniSource affiliates
and to reduce costs in the long-term. On cross-examination, the Company’s witness sought to justify
the office closings on the basis that not enough people used the local offices to justify their
continuatién, and that more customers use the payday loan stores due to their convenience (Tr. at
342-43). However, the closing of a number of local offices, especially in northern Arizona,
represents not just the elimination of a nearby location for making payments, but also the loss of an
office where customers could talk to a representative of the Company face-to-face to work out
payment arrangements or receive assistance in signing up for available programs.

We believe that additional efforts should be undertaken by UNS to explore fully all available
alternatives for the provision of service to customers. We therefore direct the Company to make
every reasonable effort to determine whether other payment locations may be utilized either in

addition to, or in lieu of, the payday loan stores currently used by UNS. These efforts should include,
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but not be limited to, joining with other utilities to enlist alternative agents, such as banks or grocery
stores, to accept cash payments and to explore of opening joint local offices to offset costs and any
other alternatives that may enhance customer service without exposing customers to the potential of
being solicited by predatory lenders in the course of making a utility payment. UNS shall file a copy
of its recommendations consistent with this directive within 90 days of the effective date of this
Decision.

Proposed Changes to Rules and Regulations

UNS proposed a number of changes to its existing Rules and Regulations governing service.
Among those proposed changes are increases to charges for service lines and main extensions and a
proposal to reduce the period, from 15 days to 10 days, that customers have to pay their bills before
the bills are considered past due.

Line and Main Extension Policies

UNS proposes amendments to its Rules and Regulations (i.e., tariffs) that it claims would
ensure that developers and new customers pay a fair cost for infrastructure associated with
connecting new developments to the UNS Gas system (Ex. A-15 at 19-20). As described by UNS
witness Gary Smith, the Company proposes changes to both its service line and main extension

policies (/d. at Sched. GAS-2). The Company’s proposals, as set forth in its brief, are as follows:

1. For a new gas service line, the customer would be required to reimburse the
Company at a rate of $16 per foot on the customer’s property (the current rate is
$8 per foot). For customers who provide the trench for the service line, the rate
would be $12 per foot (/d. at 19).

2. Under the Company’s proposal, there would be no free footage, so developers
would pay the entire amount up front (subject to refund) (Tr. at 386-87).

3. In its effort to comply with A.A.C. R14-2-307, UNS prepared an incremental
contribution study (“ICS”) to determine an estimate of the costs and benefits of
adding a customer to the system.. Under the Company’s proposal, the ICS
component would be modified to reduce the credit applied to new customers or
developers per service line or main extension (thereby increasing the required
advances from new customers and developers). According to the Company, this
change would ensure that the cost burden is initially placed on new customers and
developers for main extensions or line extensions, subject to refund over a five-
year period (Tr. at 384-87, 919; Ex. A-35).

4, For line extensions over $500,000, UNS would add a gross-up amount equal to
the Company’s estimated federal, state, and local income tax liability in advance
(Ex. A-15, Sched. GAS-2).
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UNS estimated that the changes described above would result in an additional $3.6 to $3.8
million per year in contributions, on average (Ex. A-30; Tr. at 915). The changes would result in an
increased contribution from new customers/developers, from the current amount of approximately
$300 to more than $500 per connection (/d.). In response to questions from Commissioner Mayes,

UNS later offered the following two additional alternative proposalslé:

1. Eliminating of the ICS and retaining tariff language requiring new customers to
pay for the entire length of the new service line to their property, resulting in an
additional estimated $1.2 million in contributions (Ex. A-31; Tr. at 916); and

2. Requiring that new customers/developers pay for excess flow valves
(approximately $250 each), which will become a mandatory requirement for new
service lines beginning in July 2008 (Ex. A-32; Tr. at 1067).

UNS points out that Staff witness Ralph Smith testified that the Company’s line extension and
main extension proposals (not including the alternatives) appear to be reasonably supported by the
Company (Ex. S-25 at 64-67; Ex. S-27 at 44).  Mr. Smith indicated that the Company’s proposal
appears to provide a feasibility study in compliance with Commission requirements (Tr. at 869-71).
Therefore, Staff does not oppose the Company’s tariff change requests on these issues. UNS also
argues that its proposed ICS helps the Company specifically tailor a new customer’s or developer’s
up-front contribution requirement rather than imposing a flat one-size-fits-all contribution
requirement. UNS adds that because not all developments become fully built-out within the allotted
five-year term of advance refunds, the balance of advances would become contributions after that
five-year period (Tr. at 1055). UNS asserts that its proposals seek to hold developers and new
customers responsible for a fair share of costs associated with serving growth.

We find that the Company’s line and main extension proposals are a reasonable means of
increasing the up-front contributions required from new customers and developers to connect to the

UNS Gas system. However, we also believe that one of the alternatives suggested by the Company,

' UNS witness Gary Smith testified that the Company does not advocate adoption of these alternatives because he
believes the Company’s proposal, if combined with the alternatives, would require a significant increase in contributions
by new customers and developers, from the current average of approximately $310 per connection to nearly $1,000 per
connection. He stated that requiring substantial increases in required contributions could put UNS Gas at a competitive
disadvantage, relative to the construction of homes using all electric or propane, and thereby lessen the Company’s ability
to add new service connections (Tr. at 1069-72).
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the charge for excess flow valve installation, should be implemented by UNS to further increase the
amount required for system connections. Since the excess flow valves will become mandatory in
2008, it is reasonable that the costs to install those devices should be included in the contributions, i.e.
non-refundable, required from new customers/developers.

As set forth in Exhibit A-30, it is estimated that institution of these combined measures would
cause the average contribution per service line to increase from the current amount of approximately
$300 to $383 in 2007, $635 in 2008, and $760 in 2009 and beyond. The net result is that new
customer/developer contributions would more than double within the next year and would continue to
increase in the following year. Although the contributions are actually advances that are refundable
within the first five years, to the extent a development is not built out within that five-year period, the
balance of the up-front contributions would become nonrefundable and would not be includable in
rate base.

We believe that our finding on this issue achieves a result that is consistent with the rate
design concept of gradualism because, although it represents a significant increase in the up-front
contribution required to be financed by new customers/developers, it keeps intact the ability of
developers to recapture all or part of fhe initial investment. At the same time, as described by the
Company’s witnesses, approval of this modified proposal avoids the potential competitive
disadvantage that would be faced by UNS Gas if a fully nonrefundable hook-up fee were to be
implemented suddenly. We recognize that, over the long-term, increasing the number of customers
on the system and the revenues associated with those customers should provide a benefit to all
customers. While we believe the extension measures approved in this Order are reasonable at this
time, we direct UNS Gas to investigate fully the issue of developer contributions and present in its
next rate case viable alternatives to the proposal adopted herein, including but not limited to
nonrefundable hook-up fees and other measures that would hold harmless existing customers and
require greater contributions to ensure that growth pays for itself.

Reduction of Bill Payment Due Date

UNS proposes to modify its billing terms in its tariffs by reducing from 15 days to 10 days

(from the time the bill is rendered) the time for customers to pay bills before the bills are considered
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past due. The Company’s proposed change would make its billing practices consistent with the
requirements of the Commission’s Rules, as set forth in A.A.C. R14-2-310(C). UNS witness Gary
Smith contends that even under the proposed billing change, customers would have plenty of time to
pay bills before late payment charges would apply or termination of service would be implemented
(Ex. A-16 at 4). According to Mr. Smith, after the 10-day payment period, customers would have an
additional 15 days before a late payment charge would be imposed, for a total of 25 days. At that
point, the bill would be considered delinquent, but termination-of-service procedures (i.e., notice of
termination) would not commence for an additional 5 days, and several additional days would likely
pass before actual termination occurred. Mr. Smith indicated that the Company would be able to
waive the late fee if a customer presented good cause for late payment (/d.).

RUCO, ACAA, and Mr. Magruder oppose the Company’s proposal to reduce the time to pay
a bill. RUCO argues that, although the Company’s proposal is consistent with the minimum
requirements of the Commission’s Rules, the only advantage identified by UNS is that the proposed
tariff change would bring consistency to the three affiliated utility companies that are served by the
UniSource consolidated call center (Tr. at 355). RUCO claims that the proposed payment dates are
so short that a customer could go on vacation and return home to find the gas service shut off (RUCO
Ex. 5 at 35). RUCO witness Diaz Cortez stated that RUCO has received calls from customers
opposing the proposed changes and that a more flexible payment schedule should be retained. Ms.
Diaz Cortez stated that the Company is already compensated, through the working capital calculation,
for the delay that exists between the rendering of bills and the receipt of payment from customers (/d.
at 36). RUCO also contends that the call center consistency rationale offered by the Company does
not support the proposed changes because the call center representatives must be trained regarding
gas-specific issues anyway. RUCO asserts that the payment schedule change would provide only a
minimal benefit to the Company, but customers would bear the burden of the proposed changes.

Staff did not oppose the Company’s proposal, but recommended a six-month waiver of the
late payment penalty charge. Staff argues that during this initial six-month period, the penalty should

be waived from day 10 to alleviate the hardship on customers from the proposed billing change.
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According to UNS witness Gary Smith, the Company agrees with Staff’s recommended six-month
waiver period before the billing changes go into effect (Ex. A-16 at 3-4).

We agree with UNS that the proposed billing changes are reasonable. The billing changes
would make the Company’s tariffs consistent with the Commission’s Rules and would remove an
inconsistency among the billing tariffs currently in effect for the UniSource affiliates. The proposed
change would also allow the customer call center representatives to have a single set of rules in place
for all of the UniSource affiliates, which should minimize potential errors that may occur when
information regarding delinquent bills and/or termination of service is provided to customers. In
addition, as the UNS witness pointed out, a bill would not be subject to a late payment charge until at
least 25 days after the bill is rendered, and a termination of service notice for nonpayment could not
occur sooner than 30 days following issuance of a bill. We believe that these timeframes provide an
adequate period for customers to either pay a bill or seek alternative payment arrangements prior to
being subjected to a penalty or termination of service. We therefore approve the Company’s
proposed changes to its billing tariffs. However, in accordance with the Company’s agreement to
abide by Staff’s six-month waiver recommendation, we direct UNS Gas not to implement the
approved billing change for a period of six months following the effective date of this Decision.

Prudence of Gas Procurement Practices and Policies

As described above, this consolidated proceeding includes Docket No. G-04204A-05-0831
(the Prudence Case), which relates to an audit conducted by Staff of UNS Gas’s natural gas
procurement practices and policies during the period of September 2003 through December 2005 (Tr.
at 761). Staff retained Jerry Mendl, President of MSB Energy Associates, Inc., and George
Wennerlyn, President of Select Energy Consulting, LL.C, to conduct the Prudence Case audit.

Based on his review of the Company’s procurement practices during the audit period, Mr.
Mendl concluded that the Company’s procurement strategy during the audit period was reasonable
(Ex. S-20 at 1). He reiterated at the hearing that “[UNS Gas’s] natural gas procurement strategy that
was set forth in the price stabilization policies was reasonable over the review period.” (Tr. at 761)

Mr. Wennerlyn reached the same conclusion regarding the Company’s practices during the

2003-2005 audit period. He stated that the Company’s gas procurement practices and policies during
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that period “achieved appropriate objectives of a purchasing strategy which balances reliability, cost,
and price stability. The purchases were reasonable and prudent.” (Ex. S-18 at 4-5)

There is no dispute on the issue of prudence during the identified audit period. We therefore
agree that the Company’s natural gas procurement practices and policies during the audit period of
September 2003 through December 2005 are deemed prudent.

Price Stabilization Policy

This piece of the prudence equation relates to the request by UNS Gas for the Commission to
approve its current “Price Stabilization Policy” (“PSP”). The basis for UNS Gas’s request for what is
effectively prudence pre-approval was described as follows by Company witness David Hutchens as

follows:

We believe that instead of the Commission attempting to second guess,
after the fact, the individual acts that UNS Gas transacted in connection
with gas procurement and hedging, it is more productive and beneficial to
customers that the Commission review the policies and approve them
prospectively. That way the Company will know the clear direction of the
Commission and act accordingly. If the Company acts within the
approved policies, its transactions will be conclusively prudent (Ex. A-4,
at 7).

In his rebuttal testimony, Mr. Hutchens responded to Staff’s concern that approval of the PSP in this
case would put the Company on “autopilot” with respect to its procurement practices by indicating
that such a practice would be inconsistent with the Company’s past behavior and with the PSP itself
(Ex. A-5 at 10). Mr. Pignatelli testified at the hearing that UNS sought the PSP approval in this case
in order to avoid second-guessing during “the heat of a rate case three or four years after the fact” (Tr.
at 106). He indicated that while the Company would keep adequate documentation of its
procurement practices, he feared “a political decision down the road” (Tr. at 122).

Staff opposes the Company’s request for approval of the PSP, arguing that approval of UNS
Gas’s hedging policy would insulate 45 percent of its gas purchases from a subsequent prudence
review and is not necessary if the Company retains adequate documentation. Staff argues that UNS
Gas and Staff have a fundamental disagreement regarding the purpose of the hedging plan. Staff

claims that, as indicated by Mr. Hutchens, UNS views the hedging policy only as a means of reducing
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the volatility of natural gas prices (Tr. at 129, 157), whereas Staff believes that hedging policies
ensure price stability, reliability, and competitiveness to achieve the lowest possible cost (Tr. at 744-
45). Staff asserts that elimination of traditional prudence reviews in favor of the “compliance
review” process sought by the Company would deprive Staff of the ability to properly employ its
three-prong standard.

Staff witness Mend! also expressed concern with the higher burden of proof that would exist
for Staff under the Company’s proposal. He stated that if pre-approval of a particular plan is given,
the Company may seek to abide by that plan instead of responding to market conditions, because
adherence to the prior plan would be deemed presumptively reasonable (Tr. at 772). Staff argues that
pre-approval is not necessary because, as pointed out by Mr. Mendl, prudence is judged based on
what was known at the time decisions were made, not on a retrospective analysis (/d.). Staff
contends that UNS can protect itself from future prudence disallowances by maintaining proper
documentation regarding the decisions that were made and that the Company has not presented any
evidence that the current standard is unfair.

We agree with Staff that the Company’s request is simply unnecessary because there has been
no evidence presented to suggest that the current process is unfair or unreasonable. Indeed, M.
Hutchens conceded that there has been no indication that “there would be some unfair or biased after-
the-fact analysis based on ...[the] Staff recommendations” (Tr. at 140). Mr. Hutchens also admitted
that the only benefits to be gained from granting UNS’s request are to the Company and that the
purpose of seeking the Commission’s approval of the PSP is to insulate the Company from risk (Tr.
at 778). As Staff indicates, UNS Gas can avoid future prudence disallowances by properly
documenting its procurement practices and policies. Moreover, in spite of Mr. Pignatelli’s cynical
assertion that pre-approval is necessary to avoid politically based decisions in the future, the record
suggests that just the opposite is true. As discussed above, two outside Staff consultants conducted a
comprehensive audit of the Company’s procurement practices from September 2003 through 2005
and found that UNS Gas’s practices and policies were prudent. We agree with Staif’s
recommendations.  We do not believe that UNS Gas has presented a sufficient justification for

approval of the PSP, and we therefore deny its request.
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Purchased Gas Adjustor

In Docket No. G-04204A-06-0013 (the PGA Case), which was previously consolidated in the
above-captioned proceeding, UNS Gas filed an application seeking approval to revise its current
Purchased Gas Adjustor (“PGA”). UNS witness Hutchens testified that the current volatile natural
gas market has exposed weaknesses in the Company’s existing PGA mechanism, which cause delays
in cost recovery, and that such delays impact customer decisions based on the lack of timely price
information and impact the Company’s cash flows (Ex. A-4 at 7). Mr. Hutchens stated that the
deficiencies in the current PGA include: 1) inappropriate price signals to customers, 2) the potential
for large bank balances to accumulate 3) a below-market interest allowance earned on bank balances;
4) an inappropriately narrow bandwidth, and 5) a potentially adverse impact on the Company’s ability
to devote capital to necessary investments to serve customers (Jd. at 7-8).

Based on these claimed deficiencies, Mr. Hutchens made the following recommendations in

his direct testimony to improve the Company’s PGA mechanism:

1. Bandwidth — The bandwidth should be eliminated or, in the alternative, increased
to $0.25 per therm for an interim period of time and then eliminated.
2. Base Cost of Gas — The base cost of gas should be set at zero, and the entire cost

of gas reflected in the PGA.

3. PGA Bank Interest — The interest earned on the PGA bank balance should reflect
UNS Gas’s actual cost of new debt, which is the London Inter-Bank Offering
Rate (“LIBOR”) plus 1.5 percent.

4. Bank Balance Thresholds —~ The new threshold level for under-collected bank
balances established in Decision No. 68325 ($6,240,000) should also be adopted
as the threshold level for over-collected bank balances.

5. Capital Structure — To the extent the PGA bank balances result in long-term
financing, that debt should be excluded from the cost of capital calculation in rate
case proceedings.

6. Surcharges — When surcharges are required, the Commission should approve a
surcharge large enough to eliminate the bank balance in a reasonable time period
and allow for timely recovery (/d. at 8).

In his direct testimony, Staff witness Robert Gray offered seven recommendations regarding

the Company’s PGA proposals. He stated as follows:

1. The base cost of gas should be set at zero.
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2. UNS should provide specific customer education materials to explain the change
(setting the cost to zero), and should represent the cost of gas as a specific and
separate line item on customer bills, noting in a footnote any temporary PGA
surcharge or credit in effect.

3. During the first 12 months the new PGA bandwidth is in effect, UNS should
provide a comparison of the new monthly PGA rate to the sum of the base cost of
gas and the monthly PGA rate in prior months.

4. The bandwidth on the monthly PGA rate should be expanded to $0.15 per therm.

5. The threshold on the PGA bank balance for under-collected balances should be
eliminated.

6. The threshold on the PGA bank balance for over-collected balances should be set
at $10 million.

7. The currently applicable interest rate for the PGA bank balance should be
retained.

UNS claims that the parties are in agreement regarding most of the PGA issues. The
Company points out that all parties agree that the entire cost of gas should be reflected in the PGA
and that the base cost of gas should be set at zero in order to send proper price signals regarding the
actual cost of gas. UNS also contends that all parties have agreed that some widening of the current
bandwidth is appropriate, although Staff continues to disagree with the requested level of the
widening. In his rebuttal testimony, Mr. Hutchens agreed with Staff’s recommendation that the
under-collection threshold for requesting a PGA surcharge should be eliminated and that the over-
collection threshold should be set at $10 million (Ex. A-5 at 4). The two remaining disputed PGA
issues are the appropriate bandwidth level and the PGA bank interest rate.

PGA Bank Interest Rate

UNS witness Hutchens testified that the Company is requesting that it be allowed to recover
through the PGA one of two rates, dépending on the size of the PGA bank balance. For balances
below twice the PGA threshold (currently $6.24 million), UNS seeks to earn the interest rate based on
LIBOR plus 1.0 percent.'” For balances that exceed twice the PGA bank balance threshold, UNS
seeks to recover a “carrying cost at a rate equal to UNS Gas’ authorized rate weighted average cost of

capital as determined in this proceeding” (Ex. A-4 at 14).'8

7 UNS initially sought interest rate recovery based on LIBOR plus 1.5 percent, but amended the request to LIBOR plus
1.0 percent through Mr. Hutchens’s rebuttal testimony, due to a lowering of the interest rate on the Company’s short-term
revolving credit facility (Ex. A-5 at 5).

18 As discussed above, the WACC established in this proceeding is 8.30 percent, compared to the LIBOR plus 1.0 percent
rate, which was 5.53 percent at the end of May 2007 (See Ex. A-4 at 13).
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Although RUCO agreed to the LIBOR plus 1.5 percent rate (and would presumably also agree
to the modified LIBOR plus 1.0 percent raté), RUCO opposes allowing the WACC rate to be applied
to the higher balances requested by UNS (RUCO Ex. 5 at 24-25). RUCO contends that, given its
agreement with the Company’s proposal to double the current bandwidth and to provide for timely
recovery of necessary surcharges, the higher interest rate would not be necessary because UNS would
no longer be burdened with large under-collected balances. Ms. Diaz Cortez added that it would be
inappropriate to predetermine outside of a rate case the ratemaking treatment to be afforded to the
specific debt (Id. at 25-26).

Staff also opposes the Company’s request to apply the WACC to higher PGA bank balances.
Staff witness Robert Gray testified that interest rates for PGA bank balances were originally set in a
generic docket (Decision No. 61225, issued October 30, 1998) and applied uniformly to all Arizona
LDCs as a result of the consensus of a working group that included LDCs, Staff, and RUCO (Ex. S-
41 at 13). The uniform interest established in that generic docket was the monthly three-month
commercial non-financial paper rate, as established by the Federal Reserve (/d). Mr. Gray stated
that the interest rate was later changed in a subsequent generic proceeding (Decision No. 68600,
issued March 23, 2006), only because the Federal Reserve was no longer publishing the previously
established rate. Therefore, the current generic interest rate for PGA bank balances is the monthly
three-month commercial financial paper rate published by the Federal Reserve. The rates are similar,
although the current rate is slightly higher, on average, than the prior rate (Id.).

According to Mr. Gray, the Company’s request should be rejected by the Commission for
several reasons. He stated that the UNS proposal is unnecessary because it would add a level of
administrative complexity to the process in making the calculations and because the PGA bank
balances do not always trend upwards (/d. at 14). Mr. Gray testified that it was unclear which LIBOR
rate the Company was proposing to use, that it appears the LIBOR itself would be very close to the
interest rate currently in effect, and that it is only the application of an add-on component to the
LIBOR rate (i.e., the LIBOR plus 1.0 percent proposed by UNS) that raises the rate above the current
rate by a substantial amount (Id. at 14-15). Mr. Gray indicated that the PGA interest rate approved

recently for Southwest Gas was the one-year nominal Treasury constant maturities rate, which is

79 DECISIONNO. /0011




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

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

comparable to the rate currently in effect for UNS Gas. The same rate is in effect for APS, and Mr.
Gray asserts that UNS has not presented any justification for a different treatment (Id. at 15).

Mr. Gray also stated that Staff’s recommendations to expand the PGA bandwidth (see
discussion below) and to expand and eliminate the bank balance thresholds would reduce the
likelihood of UNS Gas’s incurring substantial bank balances for long periods of time (/d. at 16). He
therefore recommended that the existing interest rate continue to be applied to UNS’s PGA bank
balancés or, as an alternative, that the same interest rate applicable to both Southwest Gas and APS
(the one-year nominal Treasury constant maturities rate) be applied (/d). Finally, Mr. Gray
recommended that if the applicable interest rate becomes unavailable (i.e., unpublished) for one or
more months, the prior month’s interest rate apply. If the interest rate becomes unavailable on a
recurrent basis, he recommends that UNS file a request to change to a comparable rate (/d. at 17).

We agree with Staff that UNS has not presented a sufficient basis for altering the PGA bank
balance interest rate that currently exists. As Mr. Gray points out, a similar rate is in effect for
Southwest Gas and APS, and we see no reason why UNS should be treated differently from those
companies. In addition, granting a higher interest rate could provide a disincentive for the Company
to reduce bank balances and could cause it to become less focused on taking all possible measures to
reduce the cost of gas for its customers (/d. at 15-16). We therefore adopt Staff’s recommendation to
retain the current interest rate for UNS’s PGA bank balances.

Expansion of Bandwidth

Under its current configuration, the Company’s PGA bandwidth limits the movement of the
monthly PGA rate over a 12-month period. The current bandwidth is $0.10 per therm, which means
that when a new PGA rate is calculated each month, the new monthly rate cannot be more than $0.10
per therm different than the monthly PGA rate for any of the previous 12 months (Ex. S-41 at 5). Mr.
Gray explained that the PGA bandwidth was initially established in 1999 at a rate of $0.07 per therm
for Arizona LDCs during a period of relatively stable gas prices. As prices became more volatile,
that bandwidth level often limited the movement of monthly PGA rates for periods of time. In
Decision No. 62994 (November 3, 2000), UNS’s predecessor was granted a bandwidth increase to

$0.10 per therm (Jd.). Mr. Gray testified that recent bandwidth adjustments were approved for
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Southwest Gas (to $0.13 per therm) and for Duncan Rural (could change up to $1.20 per therm per
year). However, he indicated that the Commission granted the significant expansion to Duncan Rural
due to that company’s small size and considerable financial constraints (/d. at 6). |

In its application, UNS Gas initially requested that the PGA bandwidth be eliminated or,
alternatively, set at $0.25 per therm for a period of time before being eventually eliminated (Ex. A-4
at 11-12). In his rebuttal testimony, UNS witness Hutchens agreed with RUCO’s proposal to increase
the current bandwidth to $0.20 per therm (Ex. A-5 at 3-4). Mr. Hutchens stated that setting the
bandwidth at an inappropriately low level would fail to send proper price signals to customers
regarding the actual cost of the gas being consumed (Ex. A-4 at 12).

Staff witness Gray recommended that the bandwidth be increased to $0.15 per therm. He
stated that this bandwidth increase would provide the Company with significant additional room for
movement of the monthly PGA rate, while providing a reasonable limit on the exposure of UNS
customers to automatic adjustments without Commission review. Mr. Gray also indicated that Staff
remains open to consideration of further changes to the PGA mechanism, if such changes are
warranted (Ex. S-41 at 7-8). He explained in his surrebuttal testimony that setting a proper
bandwidth level requires a balancing of several policy goals, including “timely recovery of gas costs
by the utility, reduction of price volatility for ratepayers, and the Commission’s interest in reviewing
significant changes in rates before they are passed along to ratepayers.” (Ex. S-42, at 2) He conceded
that employing a bandwidth could result in the Company’s accumulating large bank balances that
must eventually be paid'by customers (Tr. at 1133). However, he reiterated that the various policy
goals, including protection of ratepayer interests, must be balanced in setting the bandwidth (/d.).

We agree with Staff’s recommendations regarding the PGA issues, including increasing the
Company’s bandwidth to $0.15 per therm. The $0.15 per therm bandwidth is higher than the $0.13
bandwidth approved recently for Southwest Gas, and we believe it is reasonable under the facts of
this case. Although UNS attempts to use the Duncan Rural case as a basis for seeking a greater
increase in the bandwidth, Mr. Gray explained that Duncan is a very small natural gas cooperative
with only 80 customers and that it has significant financial issues. UNS Gas is not in a comparable

situation, and we do not believe a comparison with Duncan Rural is relevant for purposes of setting
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an appropriate bandwidth in this proceeding. Indeed, the 50 percent increase over UNS’s current
bandwidth is significant and properly balances the policy goals identified in Staff’s testimony. The
rate of $0.15 per therm will provide UNS Gas with a greater degree of flexibility in maintaining its
PGA bank balances at a reasonable level, while also offering to customers a measure of protection
from sudden automatic PGA increases outside of the Commission’s purview.
* * * * * * * * * *

Having considered the entire record herein and being fully advised in the premises, the

Commission finds, concludes, and orders that:

FINDINGS OF FACT

1. On November 10, 2005, the Arizona Corporation Commission opened an inquiry
(Docket No. G-04204A-05-0831) into the prudence of the gas procurement policies and practices of
UNS Gas Inc. (the Prudence Case).

2. On January 10, 2006, UNS Gas filed an application (Docket No. G-04204A-06-0013)
with the Commission seeking review and revision of the Company’s Purchased Gas Adjustor (the
PGA Case).

3. On July 13, 2006, UNS Gas filed an application with the Commission (Docket No. G-
04204 A-06-0463) for an increase in its rates throughout the State of Arizona (the Rate Case).

4. On August 14, 2006, Staff filed a Letter of Sufficiency indicating that the Company’s
Rate Case application met the sufficiency requirements outlined in A.A.C. R14-2-103 and classifying
the Company as a Class A utility.

5. On September 8, 2006, a Procedural Order was issued consolidating the Prudence
Case, PGA Case, and Rate Case dockets; scheduling a hearing for April 16, 2007; and setting various
other procedural deadlines.

6. Intervention was granted to RUCO, ACAA, and Marshall Magruder.

7. With its application in the Rate Case, UNS filed its required schedules in support of
the application, and the direct testimony of various witnesses.

8. On February 9, 2007, Staff, RUCO, ACAA, and Mr. Magruder filed direct testimony

in accordance with the previously established procedural schedule. Staff filed additional direct
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testimony on February 16 and February 23, 2007.

9. On March 16, 2007, UNS filed the rebuttal testimony of various witnesses in response
to Staff and intervenor testimony.

10. Surrebuttal testimony was filed by ACAA on March 30, 2007; and by Staff, RUCO,
and Mr. Magruder on April 4, 2007.

11.  On April 11, 2007, UNS filed the rejoinder testimony of several witnesses in response
to the surrebuttal testimony of Staff and intervenor witnesses.

12.  The evidentiary hearing commenced as scheduled on April 16, 2007, and additional
hearing days were held on April 17, 18, 19, 20, 24, and 25, 2007.

13. Initial Post-Hearing Briefs were filed on June 5, 2007, by UNS, Staff, RUCO, and Mr.
Magruder. Final Schedules were also filed on June 5, 2007, by UNS and RUCO. On June 6, 2007,
Staff filed a Notice of Errata and revised Initial Brief.

14. Reply Briefs were filed on June 19, 2007, by UNS, Staff, RUCO, and Mr. Magruder.

15. On June 21, 2007, Staff filed a Notice of Errata and Additional Authority.

16. According to the Company’s application, as modified, in the test year ended
December 31, 2005, UNS had adjusted operating income of $8,506,168 én an adjusted OCRB of
$162,358,856, for a 5.24 percent rate of return.

17. UNS requests a revenue increase of $9,459,023, Staff recommends a revenue increase
of $4,312,354, and RUCO recommends a revenue increase of $2,734,443.

18.  For purposes of this proceeding, we determine that UNS Gas has an OCRB of
$154,604,408 and a FVRB of $184,120,761.

19. A rate of return on FVRB of 6.97 percent is reasonable and appropriate.

20. The Company’s attempt to intetject the issue of the Chaparral City decision through
its rebuttal testimony was untimely, prejudicial to the other parties, and its late attempt to apply the
weighted average cost of capital to FVRB is not reasonable and is not supported by the testimony and
evidence in the record.

21.  UNS Gas is entitled to a gross revenue increase of $5,257,468.

22.  The Company’s proposed decoupling mechanism proposal, the Throughput
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Adjustment Mechanism, is not adopted in this proceeding.

23.  The class responsibility for the revenue requirement should be allocated using the
methodology of Staff’s rate design expert witness.

24.  For residential customers under Schedule R10, the basic monthly customer charge
should be increased from $7.00 to $8.50, with a commodity charge increase to $0.3270 per therm,
based on the revenue requirement established herein.

25. For CARES customers (Schedule R12), the current customer charge of $7.00 should
remain in place, with a commodity charge increase to $0.3270 per therm, based on the revenue
requirement established herein.

26. The rates for other customer classes should be set based on Staff s rate design
recommendation, with the customer charges for each class established at the level recommended by
Staff and with volumetric charges based on the revenue requirement determined herein.

27.  The billing determinants proposed by the Company should be employed for setting
rates in this proceeding.

28. Staff’s recommendation to set the DSM adjustor surcharge at an initial level of
$0.0025, which reflects exclusion of the baseline cost study, is reasonable. In addition, it is
reasonable to require UNS to file semi-annual reports for the DSM programs, to shift the adjustor
filing date to April 1 (with an Adjustor date of June 1), and that the appropriate forum for a full
review of the specific DSM programs is in the separate docket in which there is an application
currently pending.

29. In the event that UNS Gas does not currently have in place a bill statement
contribution option, the Company should implement the change within 60 days of the effective date
of this Decision.

30. The Company’s natural gas procurement practices and policies during the audit period
of September 2003 through December 2005 are deemed prudent.

31. UNS Gas has not presented a sufficient justification for approval of the Price
Stabilization Plan.

32. With respect to the Company’s Purchased Gas Adjustor mechanism, we adopt Staff’s
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recommendations, including setting the base cost of gas at zero and increasing the current $0.10 per
therm adjustment band to $0.15 per therm.

33. The interest rate for the Company’s PGA bank balance should remain in place
(monthly three-month commercial financial paper rate published by the Federal Reserve), in
accordance with Staff’s recommendation.

34. DSM programs should be funded at the level recommended by Staff: LIW funding
($113,400) and 25 percent of the new program costs ($229,154) should be included in the initial
DSM surcharge, but UNS Gas’s portion of the baseline study costs ($82,000) should not be included
in the surcharge initially. Staff’s proposed initial DSM surcharge of $0.0025 is therefore adopted.

35. With respect to the use of payday loan stores for acceptance of customer payments, the
Company should make every reasonable effort to determine whether other payment locations may be
utilized either in addition to, or in lieu of, the payday loan stores currently used by UNS, and the
Company should file a copy of its reccommendations consistent with this directive within 90 days of
the effective date of this Decision.

36. The Company’s line and main extension proposals are a reasonable means of
increasing the up-front contributions required from new customers and developers to connect to the
UNS Gas system, subject to inclusion of the addition of a charge for excess flow valve installation,
and subject to the additional requirement that UNS Gas investigate fully the issue of developer
contributions and present in its next rate case viable alternatives to the proposal adopted herein,
including but not limited to nonrefundable hook-up fees and other measures that would hold harmless
existing customers and require greater contributions to ensure that growth pays for itself.

37.  UNS Gas’s proposed billing change, to reduce from 15 days to 10 days, the date for
customers to pay bills before the bills are considered past due, is a reasonable modification that will
make the Company’s tariffs consistent with the Commission’s Rules and would remove an
inconsistency among the billing tariffs currently in effect for the other UniSource affiliates.
However, in accordance with the Company’s agreement to abide by Staff’s six-month waiver
recommendation, UNS Gas should not implement the approved billing change for at least six months

following the effective date of this Decision.
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CONCLUSIONS OF LAW

1. UNS Gas is a public service corporation within the meaning of Article XV of the Arizona
Constitution and A.R.S. §§40-250, 40-251, and 40-367.

2. The Commission has jurisdiction over UNS Gas and the subject matter of the above-
captioned Rate Case, Prudence Case, and PGA Case.

3. The fair value of UNS Gas’s rate base is $184,120,761, and applying a 6.97 percent rate of
return on this fair value rate base produces rates and charges that are just and reasonable.

4. The rates, charges, approvals, and conditions of service established herein are just and
reasonable and in the public interest.

ORDER

IT IS THEREFORE ORDERED that UNS Gas, Inc., is hereby authorized and directed to file
with the Commission, on or before November 30, 2007, revised schedules of rates and charges
consistent with the discussion herein and a proof of revenues showing that, based on the adjusted test
year level of sales, the revised rates will produce no more than the authorized increase in gross
revenues.

IT IS FURTHER ORDERED that the revised schedules of rates and charges shall be effective
for all service rendered on and after December 1, 2007.

IT IS FURTHER ORDERED that UNS Gas, Inc., shall notify its customers of the revised
schedules of rates and charges authorized herein by means of an insert, in a form acceptable to Staff,
included in its next regularly scheduled billing,.

IT IS FURTHER ORDERED that UNS Gas, Inc., shall file in its next rate case more detailed
support for allowance of AGA dues and an explanation of how the AGA’s activities, aside from
marketing and lobbying efforts, benefit the Company’s customers.

IT IS FURTHER ORDERED that UNS Gas, Inc., should engage in discussions with other
stakeholders affected by this issue, participate in the ongoing DSM workshops before the
Commission, and, if possible, attempt to develop a decoupling mechanism that does not suffer from
the types of deficiencies identified by the i)arties in this case.

IT IS FURTHER ORDERED that if UNS Gas, Inc., does not currently have in place a bill
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statement contribution option, it shall implement such a change within 60 days of the effective date of
this Decision.

IT IS FURTHER ORDERED that UNS Gas, Inc., shall set the DSM adjustor surcharge at an
initial level of $0.0025, and shall make its DSM adjustor filing by April 1 of each year.

IT IS FURTHER ORDERED that UNS Gas, Inc., shall file semi-annual reports for its DSM
programs in accordance with Staff’s recommendations.

IT IS FURTHER ORDERED that UNS Gas, Inc., shall file a copy of its recommendations
regarding available alternatives for payment and service center locations within 90 days of the
effective date of this Decision. ,

IT IS FURTHER ORDERED that UNS Gas, Inc. shall submit, within 30 days of this
Decision, a revised Excess Flow Valve Installation tariff indicating that all new customers/developers
shall pay the full cost of installation and the payment shall be a contribution (i.e. non-refundable).

IT IS FURTHER ORDERED that UNS Gas, Inc., shall investigate fully the issue of developer
contributions and present in its next rate case viable alternatives to the proposal adopted herein,
including but not limited to nonrefundable hook-up fees and other measures that would hold harmless

existing customers and require greater contributions to ensure that growth pays for itself.
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IT IS FURTHER ORDERED that UNS Gas, Inc., shall not implement the approved billing
change to reduce the payment due date, for six months following the effective date of this Decision.
IT IS FURTHER ORDERED that this Decision shall become effective immediately.
BY ORDER OF THE ARIZONA CORPORATION COMMISSION.
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We agree with Staff that it is disturbing that APS was not complying with USOA in recording
its lobbyiﬁg costs. When APS is concerned about timely recovery of its costs, and the time necessary
to process its rate cases, it certainly does not speed up the process or instill confidence in APS’ filings
when the Commission learns that Staff auditors must expend extra time and effort to make sure all
costs have been appropriately accounted for by the Company. Although APS now says that it agrees
with Staff that all future lobbying expenses should be recorded below-the-line and that any recovery
should in the future be expressed as a pro forma adjustment, and that it has made this change to its
accounting system on a going-forward basis, we will order the Company to comply and expect Staff
and other parties to monitor the Company’s continued compliance with this requirement.

We agree with RUCO’s adjustment to reduce lobbying expense by $785,654. APS did
demonstrate some customer benefits that resulted from its lobbying activities, and with the APS
allocated below-the-line costs together with those excluded in the RUCO adjustment, we find that the
remaining costs are reasonable. However, we agree with Staff that it is not desirable to have to
distinguish between “good” and “bad” lobbying activities. To the extent that in future rate cases APS
proposes pro forma adjustments to recover its below-the-line lobbying expenses, APS must provide
the itemized lobbying costs associated with each benefit it alleges resulted from the specific lobbying
activity.  Accordingly, we will reduce operating expense by removing $785,654 of lobbying
expenses.

L Incentive Compensation
1. Stock-Based Incentive Compensation

APS requests $4.8 million in TY operating expense related to its employee stock incentive
program, which it asserts is integral in attracting and retaining high quality management personnel.
Staff recommended eliminating costs associated with APS’ stock-based incentive plans, but alléwing
recovery of TY expenses for APS’ cash-based incentive compensation, approximately $17.8 million.
Staff recommends the costs of the stock-based incentive plan not be included in rates because that

compensation program is driven by the financial performance of Pinnacle West Capital Corporation
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(“Pinnacle West”), rather than the operational performance of APS as a public utility.?®  Staff
recommends the costs of the cash-based incentive plan be included in rates because the TY level of
those costs was tied to performance measures that benefit APS’ customers.

APS argues that the issue is whether APS compensation, including incentives, is reasonable.
APS does not believe that the Commission should look at how that compensation is determined or its
individual components, but rather should just look at the total compensation. The Company argues
that the interests of investors and consumers are not in fundamental conflict over the issue of
ﬁnanciai performance, because both want the Company to be able to attract needed capital at a
reasohable cost.

We agree with Staff that APS’ stock-based based incentive compensation expense should not
be included in the cost of service used to set rates. Contrary to APS’ argument that we should not
look at how compensation is determined, we do not believe rates paid by ratepayers should include
costs of a program where an employee has an incentive to perform in a manner that could negatively
affect the Company’s provision of safe, reliable utility service at a reasonable rate. As testified to by
Staff witness Dittmer and set out in Staff’s Initial Brief, “[e]nhanced earnings levels can sometimes
be achieved by short-term management decisions that may not encourage the development of safe
and reliable utility service at the lowest long-term cost. . . . For example, some maintenance can be
temporarily deferred, thereby boosting earnings.. . . But delaying maintenance can lead to safety
concerns or higher subsequent ‘catch-up’ costs.” (Staff Initial Brief, pp. 31-31) To the extent that
Pinnacle West shareholders wish to compensate APS management for its enhanced earnings, they
may do so, but it is not appropriate for the utility’s ratepayers to provide such incentive and
compensation. Accordingly, we will reduce operating expense by $4,487,657.%

2. Cash-Based Incentive Compensation

APS incurred approximately $17.8 million of cash-based (variable) incentive expense during

% «Awards are based on the Company’s compound annual growth rate in Earnings Per Share over a three-year
performance period relative to the S&P Electric Utilities Super Composite EPS growth rate over the same period.” APS

Exhibit No. 51, Gordon Rebuttal, p. 21.
7 ACC Jurisdictional amount, Staff Initial Brief, Revised Joint Accounting Schedule, Schedule C-13.
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the TY.?® APS’ variable incentive program is an “at risk” pay program where a part of an employee’s
annual cash compensation is put at risk and expectations are established for the employee at the start
of the year. If certain performance results are achieved, a predictable award will be earned based
upon objective criteria. The actual amount of the award depends upon the achieved results. The
intent of the plan is to: link pay with business performance and personal contributions to results;
motivate participants to achieve higher levels of performance; communicate and focus on critical
success measures; reinforce desired business behaviors, as well as results; and to reinforce an
employee ownership culture. (APS Exhibit No. 51, Gordon Rebuttal, p. 8) Staff did not oppose
inclusion of the TY variable incentive expense in cost of service, noting that although corporate
earpings serve as a threshold or precondition to the payout, the TY level of expense is tied primarily
to performance measures that directly benefit APS customers. (Staff Exhibit No. 43, Dittmer Direct,
p. 110)

RUCO proposed an adjustment reducing APS’ cash-based incentive program expense by
approximately 20 percent, or $4,563,000. The adjustment is based on a policy recommendation that
ratepayers should not be expected to shoulder the entire incentive program that allows APS
employees to earn additional compensation when APS ratepayers have experienced repeated rate
increases over the past two years. APS opposes RUCO’s adjustment as arbitrary and without
analysis or justification. In its Reply Brief, RUCO indicates that it is not reccommending adoption of
both the RUCO and the Staff adjustment to incentive pay, and that Commission adoption of either
one would be appropriate. We adopted the Staff adjustment for the reasons set forth above, and
believe that adjustment will reflect an appropriate level of incentive compensation. Therefore we will
not adopt RUCO’s adjustment.

2. Uncontested Operating Adjustments

a. Spent Fuel Storage
No party has disputed APS’ final adjustment to increase purchased power and fuel costs by

$10,653,000 to reflect the Company’s ongoing ACC Jurisdictional costs for interim storage of spent

% Total expense was $21,727,033, but the Company voluntarily eliminated Officers’ cash-based compensation in the
amount of $3,895,147, leaving $17,831,886 in the proposed TY cost of service. Staff Exhibit S-34, Dittmer Direct p. 107,
footnote 31. '
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AUGUST 14, 2009 VALUE LINE SELECTION & OPINION

EXHIBIT

Selected Yields

3 Months Year 3 Months Year
Recent Ago Ago Recent Ago Ago
(8/05/09)  (5/06/09) (8/06/08) (8/05/09)  (5/06/09) (8/06/08)
TAXABLE
Market Rates Mortgage-Backed Securities
Discount Rate 0.50 0.50 2.25 GNMA 6.5% 3.74 3.37 5.85
Federal Funds 0.00-0.25 0.00-0.25 2.00 FHLMC 6.5% (Gold} 3.13 2.91 5.89
Prime Rate 3.25 3.25 5.00 FNMA 6.5% 2.91 2.71 5.79
30-day CP (A1/P1) 0.28 0.40 2.79 FNMA ARM 2.75 2.78 4.03
3-month LIBOR 0.47 0.97 2.80 Corporate Bonds
Bank CDs Financial (10-year) A 6.85 7.19 6.34
6-month 0.50 0.79 1.59 Industrial (25/30-year) A 5.96 6.31 6.42
1-year 0.73 0.98 2.26 Utility (25/30-year) A 5.70 6.10 6.37
5-year 1.90 1.93 4.16 Utility (25/30-year) Baa/BBB 6.70 7.54 6.86
U.S. Treasury Securities Foreign Bonds (10-Year)
3-month 0.18 0.18 1.65 Canada 3.58 3.07 3.70
6-month 0.27 0.31 1.91 Germany 3.34 3.24 4.34
1-year 0.47 0.50 2.26 Japan 1.44 1.41 1.53
5-year 2.72 2.05 3.32 United Kingdom 3.83 3.61 4.75
10-year 3.75 3.16 4.05 Preferred Stocks
10-year (inflation-protected) 1.82 1.69 1.73 Utility A 6.04 6.00 6.26
30-year 4.55 4.10 4.70 Financial A 7.47 8.19 6.94
30-year Zero 4.65 4.14 4.75 Financial Adjustable A 5.51 5.51 5.51
. . TAX-EXEMPT
Treasury Security Yield Curve Bond Buyer tndexes
6.00% 20-Bond index (GOs) 4.69 4.70 4.77
25-Bond Index (Revs) 5.66 5.57 5.23
5.00% - General Obligation Bonds (GOs)
1-year Aaa 0.42 0.43 1.52
4.00% / f-year A 0.92 1.16 1.62
/ 5-year Aaa 1.72 1.84 3.08
5-year A 2.16 3.25 3.18
3.00% - / 10-year Aaa 2.99 2.91 3.82
10-year A 3.35 4.45 4.02
2.00% / 25/30-year Aaa 4.69 4.53 4.78
25/30-year A 5.15 6.05 5.13
1.00% | / — Current Revenue Bonds (Revs) (25/30-Year)
| LA — Year-Ago Education AA 5.65 6.10 4.90
0.00% Electric AA 5.75 6.15 4.85
8.8 1235 10 30 Housing AA 5.90 6.45 5.15
0s.  Years .
Hospital AA 6.00 6.40 5.25
Toli Road Aaa 5.70 6.20 4.85

Federal Reserve Data

BANK RESERVES
(Two-Week Period; in Millions, Not Seasonally Adjusted)
Recent Levels

7/29/09 7/15/09 Change

Excess Reserves 728843 743861 -15018

Borrowed Reserves 347217 387829 -40612

Net Free/Borrowed Reserves 381626 356032 25594
MONEY SUPPLY

{One-Week Period; in Billions, Seasonally Adjusted)
Recent Levels

7/20/09 7/13/09 Change
M1 (Currency+demand deposits) 1644.8 1657.6 -12.8
M2 (M1+savings+small time deposits) 8342.7 8333.8 8.9

Average Levels Over the Last...

12 Wks. 26 Wks. 52 Wks.
777895 755939 557494
451108 519244 495733
326786 236695 61760

Growth Rates Over the Last...

3 Mos. 6 Mos. 12 Mos.
23.5% 12.5% 16.7%
4.0% 2.2% 7.8%
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DIRECT TESTIMONY OF FRANK W. RADIGAN
EXECUTIVE SUMMARY

1) The Company’s proposed cost of service study uses a Commission accepted method to

allocate costs. The Company has proposed to allocate costs on an across the board basis

except for the CARES customers who receive no increase. In these uncertain economic

times an equal sharing of the rate increase is reasonable. The proposed revenue allocation is

shown on Exhibit 3 and summarized below:

Present Proposed
Class of Sexvice Reverme Reverne
Residential Service $36,600,943 $37,190,974

Commercial Gas Sexvice $9,910,680 $10,076,399
Industrial Ges Service $245,712 $250,838
Public Authority Gas Servic  $1,778,118  $1,807,850
Special Gas Light Service $66,940 $68,059
Irngation Service $33,885 $34,431
Transportation Customers  $3,036,509  $3,086,270

Total $51,673,767 $52,514,821

Proposed
Inerease

$590,020
$165,720
$4,125
$29,732
$1,11¢9
$566
$49,761

$841,054

Propased
Percent
Increase

1.6%

1.7%

1.7%

1.7%

1.7%

1.7%

1.6%

1.6%

2) The Company’s proposal not to increase the rates for the CARES customers is reasonable

and abides by recent Commission treatment to these customers of holding them harmless

from rate increase.

3) The Company’s proposed rate design that would phase ina 71% increase in the residential

customer charge over three years should be rejected. Instead, the proposed increase in the

customer charges for what the Company describes as Year 1 are reasonable as they increase

ﬁ)irect Testimony of Frank W. Radigan, Executive Summary
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rates towards the indicated cost of service but do not overly increase rates. My proposed

customer charges are summarized in the table below.

Present Proposed Increase
Residential $ 850 $ 1000 $ 1.50
Small Commercial & industrial 13.50 15.50 2.00
Large Commerical and Industrial 100.00 105.00 5.00
Irrigation Service 13.50 15.50 2.00

% Increase

18%
15%

5%
15%

4) The impact for a Residential Customer from this proposed revenue allocation and rate design

is as follows. The customer charge is proposed to increase from $8.50 per month to $10 per

month and the commodity charge is proposed to decrease slightly from $0.3270 per therm to

$0.3027 per therm. The average bill for the Residential Class is 45 therms per month and a

customer with such average usage will see an increase of 1.7%, which is the class average

increase. Detailed bill impacts from each class are shown on Schedule H-4 of Exhibit 3 to

my testimony.

rDirect Testimony of Frank W. Radigan, Executive Summary
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and joined the firm of Louis Berger & Associates as a Senior Energy Consultant. In

December 1998, I formed my own Company.

In my 27 years of experience, I have testified as an expert witness in utility rate
proceedings on more than 80 occasions before various utility regulatory bodies
including the Arizona Corporation Commission, the Connecticut Department of
Utility Control, the Maryland Public Service Commission, the Massachusetts
Department of Telecommunications and Energy, the Michigan Public Service
Commission, the New York State Public Service Commission, the New York State
Department of Taxation and Finance, the Nevada Public Utilities Commission, the
Public Utilities Commission of Ohio, the Rhode Island Public Utilities Commission,

the Vermont Public Service Board, and the Federal Energy Regulatory Commission.

I currently advise a variety of Regulatory Commissions, consumer advocates,
municipal utilities and industrial customers concerning rate matters, including
wholesale electricity rates and electric transmission rates. A summary of my

qualifications and experience is included as Exhibit 1.
On whose behalf are you appearing?
I am appearing on behalf of the Residential Utility Consumer Office of Arizona

(“RUCO”).

Have you previously testified before the Arizona Corporation Commission?
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A

Yes. I have testified before the Commission previously on four occasions. I
testified before the Commission in the most recent UNS Electric, Inc. rate case
(Docket No. E-04204A-06-0783), the most recent Tucson Electric Power Company
rate case (Docket No. E-01933A-07-0402), the most recent Southwest Gas Company
rate case (Docket No. G-01551A-07-0504) and the most recent Arizona Public
Service Company rate case (Docket No. E-01345A-08-0172).

What is the purpose of the testimony you are presenting?
I have been asked to discuss the reasonableness of UNS Gas, Inc.’s (UNS or the

Company) proposed cost of service allocation and rate design.

Could you please summarize your testimony?

Yes, based on my review of the filing I have the following conclusions and
recommendations:

1) The Company’s proposed cost of service study uses a Commission accepted
method to allocate costs. The Company has proposed to allocate costs on an across
the board basis except for the CARES customers who receive no increase. In these

uncertain economic times an equal sharing of the rate increase is reasonable.

2) The Company’s proposed rate design that would phase in a 71% increase in the
residential customer charge over three years should be rejected. Instead, the
proposed increase in the customer charges for what the Company describes as Year 1
are reasonable as they increase rates towards the indicated cost of service but do not

overly increase rates.
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I.

INTRODUCTION

Please state your name, position and business address.

Frank W. Radigan. I am a principal in the Hudson River Energy Company, a
consulting firm providing services to the utility industry and specializing in the fields
of rates, planning, and utility economics. My office address is 237 Schoolhouse

Road, Albany, New York 12203.

Would you please summarize your education and busiﬁess experience?

I received a Bachelor of Science degree in Chemical Engineering from Clarkson
College of Technology in Potsdam, New York (now Clarkson University) in 1981. 1
received a Certificate in Regulatory Economics from the State University of New
York at Albany in 1990. From 1981 through February 1997, I served on the Staff of
the New York State Public Service Commission in the Rates and System Planning
sections of the Power Division and in the Rates Section of the Energy and Water
Division. My responsibilities included resource planning and the analysis of rates,
depreciation rates and tariffs of electric, gas, water and steam utilities in the State
and encompassed rate design and performing embedded and marginal cost of service

studies as well as depreciation studies.

Before leaving the Commission, I was responsible for directing all engineering staff
during major proceedings including those relating to rates, integrated resource

planning and environmental impact studies. In February 1997, I left the Commission
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3) The Company’s proposal not to increase the rates for the CARES customers is
reasonable and abides by recent Commission treatment to these customers of holding

them harmless from rate increase.

Could you please comment on the Company’s cost of service study and revenue
allocation?

Yes. The Cost of Service Study was prepared and presented by Company Witness
Bentley Erdwurm and is described in his pre-filed testimony at pages 9-14. MI
Erdwurm performed a traditional embedded cost of service study using the
Proportional Responsibility method. This method uses the respective class' share
of total load in each of the twelve months for the test-year to develop an
allocation factor to assign costs. (Erdwurm PFT, page 17) The Proportional
Responsibility method drives many significant costs in the class cost-of-service
study model (Ibid). The Proportional Responsibility Method has been used in other
recent rate case filings before the Commission including the Company’s last rate
case (Ibid). I have reviewed the allocation factors used in the study and the
supporting data used to develop them. The results of the cost of service study are

presented below:
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UNS Gas, Inc.
Cost of Service Study Resuits
: indexed
Rate of Rate of
Return Return

Residential 5.6% 0.87
Total Commercial 11.5% 1.80
Total Industrical 1.4% 0.23
Total Public Authority 7.4% 1.16
Special Gas Light Service 32.3% 5.08
Irrigation 9.2% 1.44
Total Company 6.4% 1.00

Even though there is some disparity amongst classes in the indicated rates of return,
the Company has proposed to allocate revenues on an across-the-board basis. Mr.
Erdwurm argues that this allocation helps mitigate the adverse rate impact on any

class (Erdwurm PFT, page 17). I agree and support his allocation.

Could you please comment on the Company’s proposed rate design?

Yes, as noted by Company Witness Erdwurm the Company’s primary objectives in
rate design is to more equitably collect its fixed costs (Erdwurm PFT page 18).
UNS proposes an increase in monthly customer charges to levels that better match the
true customer-related costs, as indicated by the class cost-of-service study (Ibid). As
Mr. Erdwurm he is seeking to move the customer costs towards the “bare-bones”
customer charge. "Bare-bones" customer charges restrict the customer classification
to metering, meter-reading, service (service drop) to the specific customer, customer
service and billing (Ibid). According to the study, the "bare bones" monthly customer
charges are calculated to be $18.15 for residential service, approximately $19.00 for
small commercial/industrial customers and approximately $220.00 for large

commercial/industrial customers (Ibid).
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Q.

Under Mr. Erdwurm’s proposal for residential service, the increases will be phased-in
over three years. Upon approval of this rate case the customer charge will increase
from $8.50 per month to $10 per month. One year after rates are approved the
customer charge will automatically increase from $10 to $12 per month and two years
after rates are approved in this case the customer charge will automatically increase
from $12 to $14 per month. Even after the three year phase in Mr. Erdwurm argues
that the residential customer charge will still be below the “bare-bones” customer
charge of $18.15. Customer charges for non-residential classes generally also are
raised closer to levels indicated by the class cost-of-service study but there is no

automatic phase in of cost increases. (Erdwurm PFT pages 18-19).

Do you agree with Mr. Erdwurm’s proposal on the Residential Customer

Charge?

No. While the proposed customer charges are cost-based, the company has ignored
the rate design principles of rate stability. Automatic rate increases are generally not
appreciated by customers and this is especially true when it comes to rate increases
that can be viewed as a large increase. Mr. Erdwurm’s automatic rate increase in the
second and third year will increase a small customer’s bill by 40%. Outside of a rate
case this large of an increase will undoubtedly cause an increase in customer

complaints.

Mr. Erdwurm argues that the very nature of UNS' service territory causes
problems that must be addressed though the customer charge, can you

comment on that?
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A.

Yes. In his testimony Mr. Erdwurm states given that natural gas usage is largely
driven largely by weather, the Company's current rates have resulted in customers in
cooler areas (i.e., districts with more heating degree days like Flagstaff)
subsidizing those living in warmer areas (i.e., districts with less heating degree
days like Lake Havasu City). He states that customers in the coldest corners of
the service territory — those affected most by rising costs on the volumetric, gas
commodity portion of their bills during home heating season — have bome the
additional burden of subsidizing the fixed cost of serving customers who spend their
winters in far more moderate climates (Erdwurm PFT pages 20 and 21). This
argument is a red herring. Mr. Erdwurm’s analysis only looks at the net margin
from sales from small and large customers and notes that a large customer
contributes more than a small. Large customers, however, also are served by large
mains and can contribute more to peak indicating that it costs more to serve them.
This can only be done through a cost of service study. If Mr. Erdwurm truly
believes that UNS should have District rates, then he should present a study which

actually studies if there are cost differences to serve the two Districts.

Mr. Erdwurm argues that recovery of fixed costs in the customer charge as
compared to the volumetric charge is preferred, do you disagree?

From the utility perspective that is true as they want to be able to recover most of
their fixed costs up front. That said, however, in the rate case the Company’s rates
are designed to recover the total revenue requirement. Thus, the only risk to the

Company is between rate cases if customer usage changes to due warmer than
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normal weather or customer conservation. On the other hand, there can be colder
than average weather and customer growth can occur and this would help the
Company. Thus, a balance must be reached that treats the Company and the

customer fairly.

What do you recommend be done with the customer charges?

A reasonable balance is one that recognizes 1) the customer cost indicated by the
cost of service study, 2) rate stability for customers and 3) increasing the amount of
money recovered though the fixed charge. To this end I recommend that the
Company’s proposed customer charge for year one allowed to become effective with
no automatic increases allowed. Any further changes to the customer charge would
be analyzed again in the next rate case. A summary of the present and proposed

customer charges are presented in the table below.

Present Proposed Increase % Increase

Residential $ 850 $ 1000 $ 1.50 18%
Small Commercial & Industrial 13.50 15.50 2.00 15%
Large Commerical and Industrial 100.00 105.00 5.00 5%
Irrigation Service 13.50 15.50 2.00 15%

While the percentage increase appears relatively high given the RUCO is
recommending a 1.6% overall increase, the dollar increases are low, however, with a
residential customer’s bill increase by only $1.50 per month. In addition, for each
class the average customer receives a reasonable increase. For example, the average

usage for a residential customer 45 therms per month and this customer will see an



Direct Testimony of Frank W. Radigan Page 9
Docket No. G-042042A-08-0571

10

11

12

13

14

15

16

17

18

19

20

21

22

23

increase in their bill of 1.7% which is almost equal to the overall average increase

being given to the Company of 1.6%.

Please discuss the bill impact of your proposed rates for the Residential Class.

The customer charge is proposed to increase from $8.50 per month to $10 per month
and the commodity charge is proposed to decrease slightly from $0.3270 per therm
to $0.3027 per therm. The average bill for this class is 45 therms per month and a
customer with such average usage will see an increase of 1.7% which is the class
average increase. Typical bills for the full range of residential usage are included in

Exhibit 3 (RUCO UNS Gas Schedule H, Schedule H-4, page 1).

Please discuss the bill impact of your proposed rates for the Small Commercial
Class (C-20).

The customer charge is proposed to increase from $13.50 per month to $15.50 per
month and the commodity charge is proposed to decrease slightly from $0.2638 per
therm to $0.2600 per therm. The average bill for this class is 214 therms per month,
and a customer with that usage will see an increase of 1.7% which is the class

average increase.

Please discuss the bill impact of your prepesed rates for the Large Volume
Industrial (I-32).
The customer charge is proposed to increase from $100.50 per month to $105.00 per

month and the commodity charge is proposed to increase slightly from $0.0952 per
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Q,

therm to $0.0966 per therm. The average bill for this class is approximately 20,000
therms per month, and a customer with that usage will see an increase of 1.7%,

which 1s the class average increase.

Please discuss the bill impact of your proposed rates for the CARES Residential
Customers (R-12).

The Company has proposed to retain the CARES pricing plan, and proposes to
hold the customer charge and the non-commodity volumetric charges at the
current levels (Erdwurm PTF page 26). I agree this has been the adopted
method in the recent TEP rate case and what staff proposed in the ongoing
Arizona Public Service rate case. As shown on Exhibit 3, Schedule H-4, page

2, these customers will see no increase.

Does this conclude your testimony?

Yes.
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FRANK W. RADIGAN

EDUCATION

B.S., Chemical Engineering -- Clarkson University, Potsdam, New York (1981)

Certificate in Regulatory Economics -- State University of New York at Albany (1990)

SUMMARY OF PROFESSIONAL EXPERIENCE

1998-Present  Principal, Hudson River Energy Group, Albany, NY — Provide research, technical evaluation,
due diligence, reporting, and expert witness testimony on electric, steam, gas and water utilities. Provide
expertise in electric supply planning, economics, regulation, wholesale supply and industry restructuring
issues. Perform analysis of rate adequacy, rate unbundling, cost-of-service studies, rate design, rate
structure and multi-year rate agreements. Perform depreciation studies, conservation studies and proposes
feasible conservation programs.

1997-1998 Manager Energy Planning, Louis Berger & Associates, Albany, NY — Advised clients on rate
setting, rate design, rate unbundling and performance based ratemaking. Served a wide variety of clients in
dealing with complexities of deregulation and restructuring, including OATT pricing, resource adequacy,
asset valuation in divestiture auctions, transmission planning policies and power supply.

19811997 Senior Valuation Engineer, New York State Public Service Commission, Albany, NY — Starting as
a Junior Engineer and working progressively through the ranks, served on the Staff of the New York State
Department of Public Service in the Rates and System Planning Sections of the Power Division and in the
Rates Section of the Gas and Water Division. Responsibilities included the analysis of rates, rate design
and tariffs of electric, gas, water and steam utilities in the State and performing embedded and marginal
cost of service studies. Before leaving the Commission, was responsible for directing all engineering staff
during major rate proceedings.

FIELDS OF SPECIALIZATION

Electric power restructuring, wholesale and retail wheeling rates, analysis of load pockets and market power,
divestiture, generation planning, power supply agreements and expert witness testimony, retail access, cost of
service studies, rate unbundling, rate design and depreciation studies.

PROJEECT HIGHLIGHTS -

Wheolesale Commodity Markets

Transmission Expansion Planning — Various Utilities -- Member of Transmission Expansion Advisory Committee
in the New England Power Pool — the Committee is charged with the study of transmission expansion needs in the
deregulated New England electric market. Ongoing

Locational Based Pricing — Reading Municipal Light Department -- Using GE multi-area production simulation

model (MAPS), analyzed New England wholesale power market to cost differences between various generators and
load centers. 2003
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Merchant Plant Analysis — Confidential client — Using GE multi-area production simulation model (MAPS),
analyzed New York City wholesale power market to determine economics of restructuring PURPA era contract to
market priced contract. 2002

Market Price Forecasting — El Paso Merchant Energy — Analyzed New England power market using MAPS for
purpose of pricing natural gas supply in order to ensure that plant was dispatched at 70% capacity factor as required
under its gas supply contract. 2002

Market Price Analysis — Novo Windpower — Analyzed hourly market price data in New York for each load zone in
State in order to optimize location of new wind power projects. 2002

Gas Aggregation — Village of Tlion — Advised client on costs/benefits of aggregating residential gas customers for
purpose of gas purchasing. 2002

Gas Procurement — Albany County, New York — Assisted client in analysis of economics of existing gas purchase
contract; negotiated termination of contract; designing request for proposal for new natural gas supply. 2000

HQ Prudence Review — Selected by Vermont Public Service Board to perform prudence review power supply
contract between Hydro Quebec and Central Vermont Public Service Corporation. 1998

Wholesale Power Supply — Prepared comprehensive RFP to optimize power supply for Solvay municipal utility by
complementing existing low cost power supplies in order to entice new industrial load to locate within Village.
1997

Analysis of Load Pockets and Market Power — Performed analysis of load pockets and market power in New
York State; determined physical and financial measures that could mitigate market power. 1996

Study of IPP Contracts and Impacts in New York Performed study to determine rate impacts of power purchase
contracts entered into by investor owned utilities and independent power producers (IPPs); separately measured rate
impacts resulting from statewide excess-capacity; determined level of non-optimal reserves for each utility. 1995

Power Purchase Contract Policies and Procedures — Directed NYSPSC Staff teams in formulation of short- and
long-run avoided cost estimates (LRACs) using production simulation model (PROMOD); forecasted load and
capacity requirements; developed utility buy-back rates; presented expert witness testimony on buy-back rate
estimates and calculation methodologies, thereby implementing curtailment of IPPs as allowed under PURPA.
1990-1994

Integrated Resource Planning - Led NYSPSC Staff team’s examination of each utility’s IRP process and
examination of impacts of processes and regulatory policies influencing the decision making process. - 1994

Intrastate Wheeling Commission Transmission Analysis and Assessment — Chairman of NYSPSC Proceeding to
examine plans for meeting future electricity needs in New York State. Addressed measures for estimating and
allocating costs of wheeling, including embedded cost, short-run marginal cost and long run incremental cost
methods. 1990

Rate Setting

Rate Case Cost of Service Study — Stowe Electric Department, NY — For small municipal electric utility, assisted
in the preparation full cost of service study before the Vermont Public Service Board. 2009

Rate Case Cost of Service Study — Village of Greene, NY — For small municipal electric utility, assisted in the
preparation full cost of service study before the New York Public Service Commission. 2008
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Rate Case Cost of Service Study — Village of Bath, NY — For small municipal electric utility, assisted in the
preparation full cost of service study before the New York Public Service Commission. 2008

Rate Case Cast of Service Study — Village of Richmondville, NY — For small municipal electric utility, assisted in
the preparation full cost of service study before the New York Public Service Commission. 2008

Economic Development Rate — Massena Electric Department — For municipal electric utility, developed tariffs for
economic development rates for new or expanded load.

Rate Case Cost of Service Study — Village of Hamilton, NY — For small municipal electric utility, prepared full
cost of service study before the New York Public Service Commission. 2004

Rate Study — Pascoag Utility District — Reviewed the application of the Power Authority of the State of New York
to increase rates to its wholesale power customers. 2003

Rate Study - Kennebunk Power and Light Department — Performed rate study of new multi-year wholesale power
contract against existing rates to determine impact on overall revenue recovery and cash flows of utility. 2003

Rate Case Cost of Service Study — Village of Arcade, NY — For small municipal electric utility, assisted in the
preparation full cost of service study before the New York Public Service Commission. 2003

Rate Case Cost of Service Study — Village of Philadelphia, NY — For small municipal electric utility, assisted in
the preparation full cost of service study before the New York Public Service Commission. 2003

Rate Case Cost of Service Study — Village of Hamilton, NY — For small municipal electric utility, prepared full
cost of service study before the New York Public Service Commission. 2004

Rate Case Cost of Service Study — Fillmore Gas Company — For small natural gas local distribution company,
performing cost of service study for internal budget controls and formal rate case before the New York Public
Service Commission. 2003

Rate Case Cost of Service Study — Rowlands Hollow Water Works — For small water company, performing cost of
service study for internal budget controls and formal rate case before the New York Public Service Commission.
2003

Standby Rates — Independent Power Producers of New York ~ Analyzed reasonableness of proposed standby rates
of Niagara Mohawk Power Corporation; proposed alternate rate designs; participated in settlement negotiations for
new rates. 2002

Economic Development Rates — Pascoag Utility District — Designed new cost based economic development rates
charged to large industrial customer contemplating locating within the municipality. 2002

Municipalization Study — Kennebunk Power and Light Department — Performed economic analysis of municipal
utility serving remaining portions of Village not already served; performed valuation of the plant currently owned by
Central Maine Power. 2001

Water Rate Study — Pascoag Utility District — Performed cost of service study for water utility; presented alternate
methods of funding revenue requirement. 2001

Pole Attachment Rates — Middleborough Gas and Electric Department — Designed cost based pole attachment rates
charged to CATV customers. 2000

ISO Service Tariff -- On behalf of three municipal utilities, analyzed cost basis and proposed rate design of ISO
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Service Tariffs. 2000

Pole Attachment Rates — City of Farmington, New Mexico municipal electric department — Designed cost based
pole attachment rates for CATV customers. 1999

OATT Rates — On behalf of four municipal utilities in New England — Developed cost based annual revenue
requirements for regional network transmission rates; represent utilities before ISO New England committees on
transmission rate setting issues. 1998-2004

Consolidated Edison Restructuring — Member NYPSC Staff team — Negotiated major restructuring settlement
with Consolidated Edison, which decreased utility’s rates by $700 million over five years; implemented retail access
program; performed rate unbundling; divestiture of utility generation and the allowance of the formation of a
holding company; accelerated depreciation of generation; established customer education programs on restructuring;
established service quality and service reliability incentive to ensure that provision of electric service will diminish
as competitive market emerges. The agreement served as the template for restructuring in New York. 1997

Cost-of-service Review and Rate Unbundling — Performed rate unbundling of retail rates of Orange & Rockland
Utilities, Inc. to facilitate delivery of New York Power Authority energy to customer located in Orange &
Rockland’s service territory. 1992

Vintage Year Salvage and Study - Managed joint study of staff from Rochester Gas and Electric Corporation and
NYSPSC to determine feasibility of using vintage year salvage accounting for determining future salvage rates.
1985

Environmental Issues

Energy Conservation Study — Pascoag Utility District — Designed energy conservation rebate program based on
cost benefit study of various alternatives. Program funded through State mandated collection of energy
conservation monies from ratepayers. 2002

Clean Air Act Lawsuit — New York State Attorney General - Investigated modifications made at coal fired
generating units of New York utilities to determine whether major modifications were made with obtaining pre-
construction permits as required by the prevention of Significant Deterioration (PSD) provisions of the Act. 1999-
2002.

Environmental Impact Study and Simulation Modeling Analysis — Analyzed potential environmental impacts of
restructuring electric industry in NY using production simulation model PROMOD. 1996

Renewable Resources — Project Leader in NYSPSC proceeding regarding development and implementation of
utility plans to promote use of renewable resources. 1995

Environmental and Economic Impacts Study — Directed study of pool-wide power plant dispatch with
environmental adders to determine environmental and economic effects of dispatching electric power plants with
monetized environmental adders. 1994

Clean Air Impact Study — Directed study of effects of the Clean Air Act of 1990. Measured statewide cost savings
if catalytic reduction control facilities were elected to comply with 1990 Clean Air Act Amendments; installed
components on units in metropolitan NY region. 1994

Environmental Externalities and Socioeconomic Impacts Stady — Managed NYSPSC proceeding to determine
whether to incorporate environmental costs into Long-Run Avoided Costs for the State’s electric utilities. Study
purposes: explore the socioeconomic impacts of electric production as compared with DSM; monetize
environmental impacts of electricity. 1993
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EXPERT WITNESS TESTIMONY

Case 08-E-0539 — Consolidated Edison — Electric Rates -- On behalf of County of Westchester testified to the
reasonableness of the Company’s proposal to increase retail electric rates by $854 million. 2008

Docket No. 08-07-04 - United Illuminating - On behalf of the Connecticut Office of Consumer’s Counsel examined
the reasonableness of the Company’s proposed construction budget. 2008

Docket No. 08-06036 — Spring Creck Utilities - On behalf of the Nevada Attomey General’s Bureau of Consumer
Protection testified on the overall revenue requirement, the cost allocation and amortization of a new financial
accounting system, the appropriate level of rate case expense, allocation of corporate salaries, recovery of property
taxes, and rate design. 2008

D.P.U. 8-35 — New England Gas Company — On behalf of the Massachusetts Attorney General testified to the
reasonableness of the Company’s request to increase rates in light of the terms of a previous settlement, the level of
expenses being charged from the parent Company to the affiliate, the proposed increase in deprecation expense and
the proposed revenue allocation and rate design. 2008

Docket No. 08-96 - Artesian Water Company - on behalf of the Staff of the Delaware Public Service Commission

examined the reasonableness of the Company’s cost of service study and proposed revenue allocation and rate
design. 2008

Docket No. E-01345A-08-0172 - Arizona Public Service - on behalf of the on behalf of the Arizona Corporation
Commission examined the reasonableness of the Company’s embedded cost of service study, proposed revenue
allocation, proposed rate design and proposal regarding demand side management cost recovery. 2009

Docket No. 05-03-17PH02 — Southern Connecticut Gas Company — on behalf of the Connecticut Office of
Consumer’s Counsel examined the reasonableness of the Company’s embedded costs of service study and proposed
revenue allocation and rate design. 2008

Docket No. 06-03-04PH02 — Connecticut Natural Gas Corporation — on behalf of the Connecticut Office of
Consumer’s Counsel examined the reasonableness of the Company’s embedded cost of service study and proposed
revenue allocation and rate design. 2008

Docket No. G-01551A-07-0504 — Southwest Gas Corporation — on behalf of the Arizona Corporation Commission
examined the reasonableness of the Company’s embedded cost of service study, proposed revenue allocation,
proposed rate design and proposals regarding revenue decoupling. 2008

Docket No. E-01933A-07-0402 — Tucson Electric Power Company — on behalf of the Arizona Corporation
Commission examined the reasonableness of the Company’s embedded cost of service study, proposed revenue
allocation, proposed rate design and proposals regarding mandatory time of use rates. 2008

Docket No. 07-09030 — Southwest Gas Corporation — on behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility’s proposed depreciation rates. 2008

Civil Action 05-C-457-1 — Dominion Hope — on behalf of former employee of the utility examined the utility’s
hedging and sales for resale practices between affiliates. 2008

Case 07-829-GA-AIR — Dominion East Ohio — on behalf of the Office of the Ohio Consumer’s Counsel examined

the reasonableness of the Company’s embedded cost of service study, proposed revenue allocation and rate design
and examined the reasonableness of proposals on revenue decoupling and straight fixed variable rate design. 2008
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Case 07-8-1315 — Consolidated Edison Steam Rates -- On behalf of County of Westchester testified to the
reasonableness of the method of allocating costs between the utility’s steam system and its electric system. 2008

Case No. 9134 — Green Ridge Utilities, Inc. — on behalf of the Maryland Office of People’s Counsel examined the
reasonableness of the utility’s proposed rate application including the appropriate cost allocation and amortization
period for expenses incurred to develop and implement Project Phoenix (a new software and financial accounting
system project), the appropriate level of rate case expense, the requested rate of return and the appropriate level and
allocation for common expenses from the parent company. 2008

Case No. 9135 - Provinces Utilities, Inc. — on behalf of the Maryland Office of People’s Counsel examined the
reasonableness of the utility’s proposed rate application including the appropriate cost allocation and amortization
period for expenses incurred to develop and implement Project Phoenix (a new software and financial accounting
system project), the appropriate level of rate case expense, the requested rate of return and the appropriate level and
allocation for common expenses from the parent company. 2008

Case 07-M-0906 — Energy East and Iberdola — On behalf of Nucor Steel, Auburn, Inc. examined the reasonableness
of the proposed Acquisition of Energy East Corporation by Iberdrola merger. 2008

Case 07-E-0523 — Consolidated Edison — Electric Rates -- On behalf of County of Westchester testified to the
reasonableness of the Company’s proposal to increase retail electric rates by over $1.2 billion or 33%. 2007

Docket Nos. ER07-459-002, ER07-513-002, and EL07-11-002 — Vermont Transco -- on behalf of the Vermont
Towns of Stowe and Hardwick, and the Villages of Hyde Park, Johnson and Morrisville on whether the direct
assignment and rate impacts of a proposed transmission line were with current policy of the Federal Energy
Regulatory Commission 2007

Docket No. 07-05-19 — Aquarion Water Company — On behalf of the Connecticut Office of Peoples Counsel
examined the reasonableness of the utility’s proposed revenue allocation, rate design, weather normalization and
depreciation rates 2007

Docket No. E-04204A-06-0783 — UNS Electric — On behalf of the Arizona Corporation Commission testified on the
reasonableness of the utility’s proposed revenue allocation and rate design. 2007

Docket Nos. 06-11022 and 06-11023 — Nevada Power Company — On behalf of the Staff of the Nevada Public
Utilities Commission testified on the reasonableness of the utility’s proposed depreciation rates and expense levels.
2007

Case 06-G-1186 — KeySpan Delivery Long Island — on behalf of the Counties of Nassau and Suffolk analyzed the
Company’s proposed rate design and its for amortization of costs for expenditures relating to Manufactured Gas
Plants. 2007

Case 06-M-0878 — National Grid and KeySpan Corporation -- on behalf of the Counties of Nassau and Suffolk
analyzed the public benefit of the proposed merger, customer service, demand side management programs, rate
relief as it relates to competition and customer choice, the repowering of the existing generating stations on Long
Island, and the remediation of contamination caused by Manufactured Gas Plants. 2007

Docket No. 06-07-08 — Connecticut Water Company — On behalf of the Connecticut Department of Utility Control
examined the reasonableness of the utility’s proposed depreciation rates, revenue allocation and rate design. 2006

Docket No. EL07-11-000 — Vermont Transco -- on behalf of the Vermont Towns of Stowe and Hardwick, and the
Villages of Hyde Park, Johnson and Morrisville evaluated whether the proposed and subsequently abandoned
allocation of costs for the Lamoille County Project was reasonable and whether the direct assignment and rate
impacts of a proposed transmission line were with current policy of the Federal Energy Regulatory Comimission.
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2006

Case 05-S-1376 — Consolidated Edison — Steam Rates -- On behalf of County of Westchester testified to the
reasonableness of the method of allocating costs between the utility’s steam system and its electric system. 2006

Docket No. 06-48-000 — Braintree Electric Light Department — On behalf of the municipal utility presented an cost
of service study used to calculate the annual revenue requirement for a generating station that was deemed to be
required for reliability purposes. 2006

Case 05-B-1222 — New York State Electric and Gas Corporation — On behalf of Nucor Steel, Auburn, Inc. examined
the reasonableness of the utility’s proposed average service lives, forecast net salvage figures, and proposal to
switch from whole life to remaining life method. 2006

Docket No. 05-10004 — Sierra Pacific Power Company — On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility’s proposed electric depreciation rates and expense levels.
2006 ' -

Docket No. 05-10006 — Sierra Pacific Power Company — On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility’s proposed gas depreciation rates and expense levels. 2006

Docket No. ER06-17-000 — ISO New England, Inc. — On behalf of a group of municipal utilities in Massachusetts
prepared an affidavit on the reasonableness of proposed changes to the Regional Network Service transmission
revenue requirements rate setting formula. 2005

Case 04-E-0572 — Consolidated Edison ~ Electric Rate — On behalf of the County of Westchester testified to the
reasonableness of the Company’s revenue allocation amongst service classes and the company’s fully allocated
embedded cost of service study. 2004

Docket No. 04-02-14 — Aquarion Water Company — On behalf of the Connecticut Department of Utility Control
examined the reasonableness of the utility’s proposed depreciation rates, weather normalization proposal and certain
operation and maintenance expense forecasts. 2004

Docket No. U-13691 — Detroit Thermal, LLC — On behalf of the Henry Ford Health Systems testified on the
reasonableness of the utility’s proposed default tariffs for steam service. 2004

Docket No. 04-3011 — Southwest Gas Corporation — On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility’s proposed depreciation rates and expense levels. 2004

Docket No. ER03-563-030 -- Devon Power, LLC, ef al. — On behalf of the Wellesley Municipal Light Plant filed a
prepared affidavit with FERC with respect the proposal of ISO New England, Inc. to establish a locational Installed
Capability market in New England. 2004

Docket No. 03-10002 — Nevada Power Company — On behalf of the Staff of the Nevada Public Utilities
Commission testified on the reasonableness of the utility’s proposed depreciation rates and expense levels. 2004

Case 03-E-0765 — Rochester Gas and Electric Corporation - Before the New York Public Service Commission
submitted testimony on rate design, rate unbundling, depreciation, commodity supply and reasonableness and
ratemaking treatment of proceeds from the sale of a nuclear generating plant. 2003

New York State Department of Taxation and Finance Versus Brooklyn Navy Yard Cogeneration Partners —

Testified on behalf of independent power producer in income tax case regarding tax payments associated with gas
used to produce electricity. Testimony focused on ratemaking policies and practices in New York State. 2003
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Docket No. 2930 — Narragansett Electric — Before the Rhode Island Public Utilities Commission submitted
testimony on the reasonableness of the utility’s proposed shared savings filing and its implications for the overall
reasonableness of the Company’s distribution rates. 2003

Docket No. 03-07-01 — Connecticut Light and Power Company — Before the Connecticut Department of Public
Utility Control testified to the recovery of “federally mandated” wholesale power costs. 2003

Docket No. ER03-1274-000 — Boston Edison Company — Before the Federal Energy Regulatory Commission
submitted affidavit on the reasonableness of the utility’s proposed depreciation rates and expense levels. 2003

Case 210293 — Corning Incorporated — Before the New York Public Service Commission submitted an affidavit on
certain actions of New York State Electric & Gas Corporation regarding the wholesale price of power in New York
and the utility’s billing practices as they relate to flex rate contracts. 2003

Case 332311 — Nucor Steel Auburn, Inc. — Before the New York State Public Service Commission submitted an
affidavit on certain actions of New York State Electric & Gas Corporation regarding the wholesale price of power in
New York and the utility’s billing practices as they relate to flex rate contracts. 2003

Case 6455/03 — Prepared affidavit for consideration by the Supreme Court of the State of New York as to the
purpose, need and fuel choice for the Jamaica Bay Energy Center (Jamaica Bay) as it related to good utility planning
practice for meeting the energy needs of utility customers. 2003

Case 00-M-0504 — New York State Electric and Gas Corporation — Reviewed reasonableness of utility’s fully
allocated embedded cost of service study and proposed unbundled delivery rates. 2002

Docket No. TX96-4-001 — On behalf of the Suffolk County Electrical Agency proposed unbundled embedded cost
rates for wheeling of wholesale power across distribution facilities. 2002

Case 00-E-1208 — Consolidated Edison: Electric Rate Restructuring — On behalf of Westchester County, addressed
reasonableness of having differentiated delivery services rates for New York City and Westchester. 2001

Case 01-E-0359 — Petition of New York State Electric & Gas — Multi-Year Electric Price Protection Plan —
Addressed reasonableness of Price Protection Plan (PPP); presented alternative rate plan that called for 20%
decrease in utility’s base rates. 2001

Case 01-E-0011 — Joint Petition of Co-Owners of Nine Mile Nuclear Station — Addressed the reasonableness of the
proposed nuclear asset sale and the ratemaking treatment of the after gain sale proposed by NYSEG. 2001

Docket No. EL00-62-005 — ISO New England Inc. — Submitted affidavit on reasonableness of ISO’s proposed
$4.75/cW/month Installed Capability Deficiency Charge. June 2001 :

Docket No. EL00-62-005 — ISO New England Inc. — Submitted affidavit on reasonableness of proposed
$0.17/kW/month Installed Capability Deficiency Charge. January 2001

Docket No. 2861 — Pascoag Fire District: Standard Offer, Charge, Transition Charge and Transmission Charge —
Testified on elements of individual charges, procedures for calculation and reasons for changes from previous filed
rates. 2001

Case 96-B-0891 — New York State Electric & Gas: Retail Access Credit Phase — On behalf of a large industrial
customer, testified on cost of service considerations regarding NYSEG’s earnings performance under the terms of a
multi-year rate plan and the appropriate level of Retail Access Credit for customers seeking alternate service from
alternate suppliers. 2000

Docket No. ER99-978-000 — Boston Edison Company: Open Access Transmission Tariff — Testified on design,
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revenue requirement, and reasonableness of proposed formula rates proposed by Boston Edison Company for
calculating charges for local network transmission service under open access tariff. 1999

Docket Nos. OA97-237-000, et. al. — New England Power Pool: OATT — Testified on design, revenue requirement,
and reasonableness of proposed formula rate for transmission service; testified to proposed rates, charges, terms and
conditions for ancillary services. 1999

Docket No. 2688 — Pascoag Fire District: Electric Rates — Testified on elements of savings resulting from
renegotiation of contract with wholesale power supplier and presented analysis that justified need for and amount of
base rate increase. 1998

New York State Department of Taxation and Finance Versus Zapco Energy Tactics Corporation — Testified on
behalf of independent power producer in income tax case regarding tax payments associated with electric
interconnection equipment. Testimony focused on policies and practices faced in doing business in New York
State. 1998

Docket No. 2516 — Pascoag Fire District: Utility Restructuring — Testified on manner and means for utility’s
restructuring in compliance with Rhode Island Utility Restructuring Act of 1996. Testimony presented a '
methodology for caleulating stranded cost charge, unbundled rates, and new terms and conditions of electric services
in deregulated environment. 1997

Case 94-E-0334 — Consolidated Edison: Electric Rates — Led Staff team in review of utility’s multi-year rate filing
seeking increased rates of $400 million. Directed team in review of resource planning, power purchase contract
administration, and fuel and purchased power expenses and testified on reasonableness of company’s actions
regarding buy-out of contract with an independent power producer and renegotiation of contract with another
independent power producer. Lead negotiations for multi-year settlement and performance-based ratemaking
package that resulted in a three-year rate freeze. 1994

Case 93-G-0996 — Consolidated Edison: Gas Rates — Testified on reasonableness of utility’s proposed depreciation
rates. 1994

Case 93-S-0997 — Consolidated Edison: Steam Rates — Testified on reasonableness of utility’s resource planning for
steam utility system. 1994

Case 93-S-0997 and 93-G-0996 — Consolidated Edison: Steam Rates — Testified on reasonableness of multi-year
rate plan proposed by the utility. 1994

Case 94-E-0098 — Niagara Mohawk: Electric Rates — Reviewed utility’s management of its portfolio of power
purchase contracts with independent power producers for the reasonableness of recovery of costs in retail rates.
1994

Case 93-E-0807 — Consolidated Edison: Electric Rates — Testified on rate recovery mechanism for costs associated
with termination of five contracts with independent power producers. 1993

Case 92-E-0814 — Petition for Approval of Curtailment Procedures — Testified on methodology for estimating
amount of power required to be curtailed and staff’s estimate of curtailment. 1992

Case 90-S-0938 — Consolidated Edison: Steam Rates — Testified on reasonableness of utility’s embedded cost of
service study, and proposed revenue re-allocation and rate design. 1991

Case 91-E-0462 — Consolidated Edison: Electric Rates — Implementation of partial pass-through fuel adjustment
incentive clause. 1991

Case 90-E-0647 — Rochester Gas and Electric: Electric Rates — Analysis and estimation of monthly fuel and

Page 10 of 11



purchased power costs for use in utility’s performance based partial pass-through fuel adjustment clause. 1990

Case 29433 — Central Hudson Gas and Electric: Electric Rates — Analysis of utility’s construction budgeting
process, rate year electric plant in service forecast, lease revenue forecast, forecast and rate treatment of profits from
sales of wholesale power and estimation of fuel and purchased power expenses for use in the utility’s partial pass-
through fuel adjustment clause. 1987

Case 29674 — Rochester Gas and Electric: Electric Rates — Review of utility’é historic and forecast O&M
expenditure levels forecast and rate treatment of profits from wholesale power, and estimation of fuel and purchased
power expenses, and price out of incremental revenues from increased retail sales. 1987

Case 29195 — Central Hudson Gas and Electric: Electric Rates — Review of utility’s construction budgeting process,
analysis of rate year electric plant in service, forecast and rate treatment of profits from sales of wholesale power,
and estimation of fuel and purchased power expenses. 1986

Case 29046 — Orange and Rockland Utilities: Electric Rates — Testified on the reasonableness of the utility’s
proposed depreciation rates and expense levels. 1985

Case 28313 — Central Hudson Gas and Electric: Electric Rates — Review of utility’s construction budgeting process;
analysis of rate year electric plant in service forecast; review of rate year operations and maintenance expense
forecast; forecast and rate treatment of profits from sales of wholesale power; estimation of fuel and purchased
power expenses. 1984

Case 28316 — Rochester Gas and Electric: Steam Rates — Price out of steam sales including the review of historic
sales growth, usage patterns and forecast number of customers. 1984

PRESENTATIONS

National Association of State Utility Consumer Advocates Annual Conference, 2008 — Speaker on a case study of
“Smart Metering”

Multiple Intervenors Annual Conference — What Will Impact Market Prices? 1998, Syracuse, New York — Speaker
on the impact that deregulation would have on market prices for large industrial customers.

IBC Conference — Successful Strategies for Negotiating Purchased Power Contracts, 1997, Washington, DC —
Speaker on NY power purchase contract policies, ratepayer valuation, contract approval process and policy on
recovery of buyout costs.

Gas Daily Conference — Fueling the Future: Gas’ Role in Private Power Projects, 1992, Houston, Texas — Panel
member addressing changing power supply requirements of electric utilities.

MEMBERSHIPS/ASSOCIATIONS

Member Municipal Electric Utility Association, Northeast Public Power Association and New York State ISO.
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Exhibit 2
RUCO Proof of Revenues
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UNS GAS, INC. REVENUE ANNUALIZATION

RUCO REVENUE ANNUAL -1

TEST PERIOD TME JUNE 30, 2008 PAGE 1 OF 2
Total TY Existing Rates Revenue
Line Unadjusted as of Dec 1, Unadjusted Annualization
No. Class of Service Billing Units 2007 Revenues Revenue Annualization Adjustment
Residential Service (R10)
1 Customer Charge 1,507,223 $8.50 $12,811,396
2  Distribution Margin Therms 70,723,037 $0.3270 $23,126,433
3 TOTAL R10 $34,867,289 $35,937,829 $1,070,540
Residential Service Cares (R12)
4  Customer Charge 80,938 $7.00 $566,566
5 Distribution Margin Therms - Summer 667,584 $0.3270 $218,300
6 Distribution Margin Therms - Winter 393,511 $0.3270 $128,678
7  Distribution Margin Therms - Winter 2,417,281 $0.1770 $427,859
TOTAL R12 $1,332,455 $1,341,403 $8,947
Small Volume Commercial Service (C20)
8 Customer Charge 137,081 $13.50 $1,850,594
9  Distribution Margin Therms 30,119,256 $0.2638 $7,945,460
10 TOTAL R20 $9,542,274 $9,796,053 $253,779
Large Volume Commercial Service (C22)
41 Customer Charge 182 $100.00 $18,200
12 Distribution Margin Therms 1,442,578 $0.17418 $247,835
13 TOTAL R22 $258,582 $266,035 $7,443
Large Volume Commercial Transportation Service
14 Customer Charge 125 $100.00 $12,500
15 Distribution Margin Therms 3,344,634 $0.1718 $574,608
16 TOTAL R22 $562,817 $587,108 $24,191
Small Volume Industrial Service (1-30}
16 Customer Charge 212 $13.50 $2,862
17 Distribution Margin Therms 502,579 $0.2356 $118,408
18 TOTAL I30 $119,265 $121,270 $2,005
Large Volume Industrial Service (1-32)
19 Customer Charge 68 $100.00 $6,800
20 Distribution Margin Therms 1,246,247 $0.0952 $118,643
21 TOTAL 132 $121,731 $125,443 $3,712
Large Volume Industrial Transportation Service
22 Customer Charge 141 $100.00 $14,100
23 Distribution Margin Therms 11,443,573 $0.0952 $1,089,428
24 TOTAL 132 $1,070,974 $1,103,528 $32,554
Small Volume Public Authority (PA-40)
25 Customer Charge 12,747 $13.50 $172,085
26 Customer Charge - CNG 82 $30.00 $2,460
27 Distribution Margin Therms 5,797,679 $0.2593 $1,503,338
28 TOTAL PA40 $1,652,382 $1,677,883 $25,500
Large Volume Public Authority (PA-42)
29 Customer Charge 60 $100.00 $6,000
30 Distribution Margin Therms 1,225,072 $0.1198 $146,764
31 TOTAL PA42 $149,735 $152,764 $3,029




UNS GAS, INC. REVENUE ANNUALIZATION RUCO REVENUE ANNUAL - 1

|
i TEST PERIOD TME JUNE 30, 2008 PAGE 1 0OF 2
|
Total TY Existing Rates Revenue
Line Unadjusted as of Dec 1, Unadjusted Annualization
No. Class of Service Billing Units 2007 Revenues Revenue Annualization Adjustment
1 Large Volume Public Authority Transportation Service
| 32 Customer Charge 86 $100.00 $8,600
33 Distribution Margin Therms 5,127,210 $0.1198 $614,240
| 34 TOTAL PA42 $611,520 $622,840 $11,320
‘ Special Gas Light Service (PA-44)
35 Customer Charge Lighting Group A 108 $15.17 $1,638
! 36 Customer Charge Lighting Group B 3,588 $18.20 $65,302
‘ 37 TOTAL PA44 145,408 $64,425 $66,940 $2,515
\
} Irrigation Service (IR-60)
38 Customer Charge 60 $13.50 $810
39 Distribution Margin Therms 104,267 $0.3192 $33,282
40 TOTAL IR60 $31,451 $34,092 $2,641
T1 Contract Customers
41 Customer Charge 36 $100.00 $3,600
42 Distribution Margin Therms 7,564,291 $0.0867 $655,582
43 TOTAL IR60 $658,957 $659,182 $225
T2 - Customer
44 Customer Charge 12 $100.00 $1,200
45 Distribution Margin Therms 1,151,133 $0.0544 $62,652
46 TOTAL IR60 $63,777 $63,852 $75
47 Customers 1,739,077
48 Therms 140,998,057
49 Revenue $51,107,743 $52,556,220 $1,448,476
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Exhibit 3
Schedule H - Bill Impacts
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Schedule H-3

Page 1 of 1
UNS Gas, Inc.
Comparison of Present And Proposed Rates
Test Year Ended June 30, 2008
Increase
Present Rate Proposed Rate $ %

Residential Service
Customer Charge $8.50 $10.00 $1.50 17.65%
Distribution Margin Therms $0.3270 $0.3027 -$0.0243 -7.43%
Residential Service Cares (R12)
Customer Charge $7.00 $7.00 $0.00 0.00%
Distribution Margin Therms Summer $0.3270 $0.3270 $0.00 0.00%
Distribution Margin Therms Winter (First 100 Therms) $0.1770 $0.3270 $0.15 84.75%
Distribution Margin Therms Winter all additional therms $0.3270 $0.1770 -$0.15 -45.87%
Small Commercial Service (C20)
Customer Charge $13.50 $15.50 $2.00 14.81%
Distribution Margin Therms $0.2638 $0.2600 -$0.0038 -1.45%
Large Commercial Service (C22)
Customer Charge $100.00 $105.00 $5.00 5.00%
Distribution Margin Therms $0.1718 $0.1742 $0.0024 1.42%
Small Volume industrial Service (I-30):
Customer Charge $13.50 $15.50 $2.00 14.81%
Distribution Margin Therms $0.2356 $0.2388 $0.0032 1.35%
Large Volume Industrial Service (1-32):
Customer Charge $100.00 $105.00 $5.00 5.00%
Distribution Margin Therms $0.0952 $0.0966 $0.0014 1.48%
Small Volume PA (PA-40)
Customer Charge $13.50 $15.50 $2.00 14.81%
Distribution Margin Therms $0.2583 $0.2598 $0.0005 0.20%
Large Volume PA (PA-42)
Customer Charge $100.00 $105.00 $5.00 5.00%
Distribution Margin Therms $0.1198 $0.1216 $0.0018 1.53%
Special Gas Light Service (PA-44):
Single Orifice $23.72 $18.41 -$5.31 -22.37%
Double Orifice $39.53 $36.83 -$2.70 -6.83%
Triple Orifice $54.86 $55.24 $0.38 0.70%
Quadruple Orifice $71.16 $73.66 $2.50 351%
Irrigation Service (IR-60)
Customer Charge $13.50 $15.50 $2.00 14.81%
Distribution Margin Therms $0.3192 $0.3235 $0.0043 1.35%



Schedule H4

Page 1 of 6
UNS Gas, Inc.
Typical Bill Comparison - Present And Proposed Rates
Test Year Ended June 30, 2008
|
|
|
)
Residential Service (R10)
Customer Charge (Sum: Apr - Nov) $8.50 $10.00
Distribution Margin Therms 0.3270 0.3027
Proposed Proposed
Total Bill Total Bill Increase increase
Average Therms per Month Present Rate Proposed Rate $ %
5 $10.14 $11.51 $1.38 13.6%
10 $11.77 $13.03 $1.26 10.7%
20 $15.04 $16.05 $1.01 6.7%
35 $10.95 $20.59 $0.65 3.3%
50 $24.85 $25.13 $0.28 1.1%
75 $33.03 $32.70 ($0.32) -1.0%
100 $41.20 $40.27 ($0.93) -2.3%
250 $90.25 $85.67 ($4.58) -5.1%
500 $172.00 $161.35 (310.85) -6.2%
Residential Service (R10)
Customer Charge (Win: Dec-Mar)} $8.50 $10.00
Distribution Margin Therms 0.3270 $0.3027
Proposed Proposed
Total Bif Total Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
5 $10.14 $11.51 $1.38 13.6%
10 $11.77 $13.03 $1.26 10.7%
20 $15.04 $16.05 $1.01 6.7%
35 $19.95 $20.59 $0.65 3.3%
50 $24 .85 $25.13 $0.28 1.1%
| 75 $33.03 $32.70 ($0.32) -1.0%
100 $41.20 $40.27 ($0.93) -2.3%
250 $90.25 $85.67 {$4.58) 5.1%
500 $172.00 $161.35 (310.85) 6.2%



Schedule H-4

Page 20of 6
UNS Gas, Inc.
Typical Bill Comparison ~ Present And Proposed Rates
Test Year Ended June 30, 2008
Residential Service Cares (R12)
Customer Charge (Summer) $7.00 $7.00
Distribution Margin Therms 0.3270 0.3270
Proposed Proposed
Total Bill Total Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
5 $8.64 $8.64 $0.00 0.0%
10 $10.27 $10.27 $0.00 0.0%
20 $13.54 $13.54 $0.00 0.0%
35 $18.45 $18.45 $0.00 0.0%
50 $23.35 $23.35 $0.00 0.0%
75 $31.53 $31.53 $0.00 0.0%
100 $39.70 $39.70 $0.00 0.0%
250 $88.75 $88.75 $0.00 0.0%
500 $170.50 $170.50 $0.00 0.0%
Residential Service Cares (R12)
Customer Charge (Winter) $7.00 $7.00
Distribution Margin Therms (1st 100 Therms) 0.1770 0.1770
Distribution Margin all additional Therms 0.3270 0.3270
Proposed Proposed
Total Bill Total Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
5 $7.88 $7.89 $0.00 0.0%
10 $8.77 $8.77 $0.00 0.0%
20 $10.54 $10.54 $0.00 0.0%
35 $13.20 $13.20 $0.00 0.0%
50 $15.85 $15.85 $0.00 0.0%
75 $20.28 $20.28 $0.00 0.0%
100 $24.70 $24.70 $0.00 0.0%
250 $73.75 $73.75 $0.00 0.0%
500 $155.50 $155.50 $0.00 0.0%



Schedule H-4

Page 3 0of 6
UNS Gas, Inc.
Typical Bill Comparison - Present And Proposed Rates
Test Year Ended June 30, 2008
Small Commercial Service (C20)
Customer Charge $13.50 $15.50
Distribution Margin Therms $0.2638 $0.2600
Proposed Proposed
Total Bill Totai Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
50 $26.69 $28.50 $1.81 6.8%
100 $39.88 $41.50 $1.62 4.1%
500 $145.40 $145.49 $0.09 0.1%
1,000 $277.30 $275.48 ($1.82) 0.7%
1,500 $409.20 $405.48 ($3.72) -0.9%
2,500 $673.00 $665.46 ($7.54) -1.1%
5,000 $1,332.50 $1,315.42 ($17.08) -1.3%
7,500 $1,992.00 $1,965.38 ($26.62) -1.3%
10,000 $2,651.50 $2,615.34 ($36.16) -1.4%
Large Commercial Service (C22)
Customer Charge $100.00 $105.00
Distribution Margin Therms $0.1718 $0.1742
Proposed Proposed
Total Bill Total Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
10,001 $1,818 $1,848 $20 1.6%
12,500 $2,248 $2,283 $36 1.6%
15,000 $2,677 $2,719 $42 1.6%
17,500 $3,107 $3,154 $48 1.5%
20,000 $3,536 $3,590 $54 1.5%
25,000 $4,395 $4,461 $66 1.5%
30,000 $5,254 $5,332 $78 1.5%
45,000 $7,831 $7,946 $115 1.5%
75,000 $12,985 $13,173 $188 1.5%



Schedule H-4
| Page 4 of 6
| UNS Gas, Inc.
| Typical Bilt Comparison - Present And Proposed Rates
| Test Year Ended June 30, 2008
‘ Small Volume Industrial Service (I-30):
} Customer Charge $13.50 $15.50
| Distribution Margin Therms $0.2356 $0.2388
Proposed Proposed
Total Bill Total Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
50 $25.28 $27.44 $2.16 8.5%
100 $37.06 $39.38 §2.32 6.3%
500 $131.30 $134.90 $3.60 2.7%
1,000 $249.10 $254.29 $5.19 21%
1,500 $366.90 $373.69 $6.79 1.8%
2,500 $602.50 $612.48 $9.98 1.7%
5,000 $1,191.50 $1,209.46 $17.96 1.5%
7.500 $1,780.50 $1,806.43 $25.93 1.5%
10,000 $2,369.50 $2,403.41 $33.91 1.4%
Large Volume Industrial Service (I-32):
Customer Charge $100.00 $105.00
Distribution Margin Therms $0.0952 $0.0966
Proposed Proposed
Total Bill Total Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ i %
10,001 $1,052.10 $1,071.20 $19.10 1.8%
15,000 $1,528.00 $1,554.15 $26.15 1.7%
20,000 $2,004.00 $2,037.21 $33.21 1.7%
30,000 $2,856.00 $3,003.31 $47.31 1.6%
50,000 $4,860.00 $4,935.51 $75.51 1.6%
| 75,000 $7,240.00 $7,350.77 $110.77 1.5%
| 100,000 $9,620.00 $9,766.03 $146.03 1.5%
125,000 $12,000.00 $12,181.29 $181.29 1.5%

| 150,000 $14,380.00 $14,596.54 $216.54 1.5%
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UNS Gas, Inc.
Typical Bill Comparison - Present And Proposed Rates
Test Year Ended June 30, 2008
|
|
|
Small Volume Public Authority (PA-40)
Customer Charge $13.50 $15.50
Distribution Margin Therms $0.2593 $0.2598
Proposed Propesed
Total Bill Total Bill Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
50 $26.47 $28.49 $2.03 7.7%
100 $39.43 $41.48 $2.05 5.2%
500 $143.15 $145.41 $2.26 1.6%
1,000 $272.80 $275.32 $2.52 0.9%
1,500 $402.45 $405.24 $2.79 0.7%
2,500 $661.75 $665.06 $3.31 0.5%
5,000 $1,310.00 $1,314.62 $4.62 0.4%
7,500 $1,958.25 $1,964.18 $5.93 0.3%
10,000 $2,606.50 $2,613.74 §$7.24 0.3%
Large Volume Public Authority (PA-42)
Custorner Charge $100.00 $105.00
Distribution Margin Therms $0.1198 $0.1216
Proposed Proposed
Total Bill Total Bilt Increase Increase
Average Therms per Month Present Rate Proposed Rate $ %
10,001 $1,298.12 $1,321.48 $23.36 1.8%
15,000 $1,897.00 $1,929.54 $32.54 1.7%
20,000 $2,496.00 $2,537.71 $41.71 1.7%
30,000 $3,694.00 $3,754.07 $60.07 1.6%
50,000 $6,090.00 $6,186.79 $96.79 1.6%
75,000 $9,085.00 $9,227.68 $142.68 1.6%
100,000 $12,080.00 $12,268.57 $188.57 1.6%
125,000 $15,075.00 $15,309.47 $234.47 1.6%

150,000 $18,070.00 $18,350.36 $280.36 1.6%



Schedule H-4
Page 6 of 6
UNS Gas, Inc.
Typical Bill Comparison - Present And Proposed Rates
Test Year Ended June 30, 2008
|
Special Gas Light Service (PA-44):
Customer Charge Lighting Group A $15.17 $18.41
Customer Charge Lighting Group B $18.20 $18.41
|
| Proposed Proposed
| Annual Bill Increase Increase
Average Montly Customers Present Proposed $ %
The following is an annual delivery bill per lamp
Customer Charge Lighting Group A $182.04 $220.97 $38.93 21.4%
Customer Charge Lighting Group B $218.40 $220.97 $2.57 1.2%
Note: There is no longer a Group A and Group B rate. All current customers are applicable to the Single Orifice Rate.
Irrigation Service (IR-60)
Customer Charge $13.50 $15.50
Distribution Margin Therms $0.3182 $0.3235
Proposed Proposed
Total Bill Total Bilt Increase increase
Average Therms per Month Present Rate Proposed Rate $ %
50 $29.46 $31.68 $2.22 7.5%
100 $45.42 $47.85 $2.43 5.4%
500 $173.10 $177.25 $4.15 2.4%
1,000 $332.70 $339.01 $6.31 1.9%
1,500 $402.30 $500.76 $8.46 1.7%
2,500 $811.50 $824.27 $12.77 1.6%
5,000 $1,609.50 $1,633.05 $23.55 1.5%
7,500 $2,407.50 $2,441.82 $34.32 1.4%

| 10,000 $3,205.50 $3,250.59 $45.09 1.4%




UNS Gas Inc. Schedule H-5
Residential Bill Count Page 12 of 18
Test Year Ended June 30, 2008

Usage Range - Therms Cumulative Bills Cumulative Therms

Lower Upper Number of Bilis Therms Bills Percent of Total Therms Percent of Total
RESIDENTIAL SERVICE RATE R-10

0 4 147,084 262,849 147,084 9.8% 262,848 0.4%
5 9 171,684 1,192,055 318,768 21.3% 1,454,904 21%
10 14 166,473 1,951,866 485,241 32.4% 3,406,770 5.0%
15 19 142,875 2,376,119 628,216 41.9% 5,782,888 8.5%
20 24 104,527 2,253,814 732,742 48.9% 8,036,703 11.8%
25 29 84,218 2,234,609 816,961 54.5% 10,271,312 18.1%
30 34 66,359 2,088,008 883,320 58.9% 12,359,320 18.2%
35 39 56,108 2,043,007 939,427 62.6% 14,402,416 21.2%
40 44 48,058 1,984,852 987,485 65.9% 16,367,268 24.1%
45 48 42,192 1,850,246 1,020,677 68.7% 18,337,514 26.9%
50 54 39,086 2,000,309 1,068,764 71.3% 20,337,823 29.9%
55 59 34,616 1,941,815 1,103,379 73.6% 22,279,738 32.7%
60 64 32,491 1,883,631 1,135,871 75.7% 24,263,369 35.6%
65 69 29,440 1,942,862 1,165,311 77.7% 26,206,230 38.5%
70 74 26,766 1,898,738 1,192,077 78.5% 28,104,968 41,3%
75 78 25,101 1,803,764 1,217,178 81.2% 30,008,732 44.1%
80 84 23,195 1,872,820 1,240,373 82.7% 31,881,852 46.8%
85 89 22,160 1,898,794 1,262,633 84.2% 33,780,446 49.6%
90 24 19,386 1,812,496 1,282,529 85.5% 35,592,943 52.3%
95 98 18,768 1,793,949 1,301,298 86.8% 37,386,892 54.9%
100 104 17,015 4,709,036 1,318,313 87.9% 39,085,928 57.4%
105 109 15,634 1,647,042 1,333,947 80.0% 40,742,969 59.9%
110 114 14,801 1,632,328 1,348,748 89.9% 42,375,297 82.3%
115 119 13,521 1,658,532 1,362,269 90.8% 43,833,829 64.5%
120 124 11,779 1,415,846 1,374,049 91.6% 45,348,675 66.6%
125 129 11,170 1,397,071 1,385,219 92.4% 46,748,747 6B.7%
130 134 9,920 1,289,603 1,395,140 93.0% 48,036,349 70.6%
135 139 9,413 1,270,375 1,404,552 93.7% 49,306,724 72.4%
140 144 8,428 1,179,089 1,412,980 94.2% 50,485,813 74.2%
145 149 7,611 1,101,882 1,420,591 94.7% 51,587,695 75.8%
150 154 6,978 1,044,501 1,427,569 95.2% 52,632,196 77.3%
185 159 6,445 896,611 1,434,014 95.6% 53,628,808 78.8%
160 164 5,754 924,543 1,439,808 96.0% 54,553,748 80.1%
165 169 5,115 841,087 1,444,923 96.4% 56,395,736 B81.4%
170 174 4,724 800,358 1,449,647 96.7% 56,196,095 82.6%
175 179 4,310 751,397 1,453,957 97.0% 56,947,492 B3.7%
180 184 3,845 707,364 1,457,903 97.2% 57,654,856 84.7%
185 189 3,488 642,571 1,461,381 97.5% 58,297,427 85.6%
190 194 3,211 607,402 1,464,602 97.7% 58,904,820 86.5%
195 199 2,802 543,938 1,467,404 97.9% 58,448,767 87.3%
200 269 25,263 5,859,005 1,402,668 99.5% 65,307,772 85.8%
300 385 4,674 1,553,213 1,497,342 99.9% 66,860,985 88.2%
400 498 1,184 518,440 1,498,536 99.9% 67,379,425 09.0%
500 999 884 545,180 1,499,418 100.0% 67,924,605 00.8%
1,000 1,088 76 97,646 1,489,485 100.0% 68,022,251 £6.8%

= 2,000 17 44,711 1,499,512 100.0% 68,066,962 100.0%



Test Year Ended June 30, 2008

UNS Gas Inc.
Residential Bill Count

Schedule H-5
Page 13 of 18

Usage Range - Therms Cumulative Bills Cumulative Therms

Lower Upper Number of Bills Therms Bills Percent of Total Themns Percent of Total
RESIDENTIAL SERVICE RATE R-12

0 4 5,459 12,331 5,459 6.4% 12,331 0.3%
5 9 10,624 76,405 16,082 18.9% 88,737 2.5%
10 14 10,301 125,639 26,384 31.1% 214,375 6.1%
15 19 9,085 156,305 35,469 41.8% 370,680 10.5%
20 24 6,551 148,395 42,019 49.5% 517,076 14.6%
25 29 5,236 144,026 47,255 55.6% 661,102 18.7%
30 34 4,038 131,678 51,293 60.4% 792,780 22.4%
35 39 3,373 127,317 54,667 64.4% 920,096 26.0%
40 44 3,032 129,564 57,699 67.9% 1,049,660 20.7%
45 49 2,653 127,105 60,352 71.1% 1,176,765 33.3%
50 54 2,453 130,177 62,805 74.0% 1,306,942 37.0%
55 59 2,074 120,537 64,879 76.4% 1,427 479 40.4%
60 64 2,031 128,330 66,910 78.8% 1,555,808 44.0%
65 69 1,801 123,134 68,711 80.9% 1,678,943 47.5%
70 74 1,663 122,206 70,374 82.9% 1,801,149 51.0%
75 79 1,530 120,151 71,904 84.7% 1,821,300 54.4%
80 84 1,361 113,847 73,265 86.3% 2,035,147 57.6%
85 88 1,300 115,400 74,565 87.8% 2,150,548 60.9%
90 o4 1,140 107,205 75,706 89.1% 2,257,753 63.9%
95 o9 1,045 103,438 76,750 90.4% 2,361,192 66.8%
10D 104 903 94,008 77,653 91.4% 2,455,198 69.5%
105 109 823 89,783 78,476 92.4% 2,544,982 72.0%
110 114 787 89,520 79,263 93.3% 2,634,901 74.6%
115 119 661 78,915 79,923 94.1% 2,713,816 76.8%
120 124 557 69,204 80,480 94.8% 2,783.111 78.8%
125 128 504 65,386 80,985 95.4% 2,848,497 80.6%
130 134 458 61,736 81,443 95.9% 2,910,232 82.4%
135 139 445 62,184 81,887 96.4% 2972417 84.1%
140 144 362 52,346 82,249 96.9% 3,024,762 85.6%
145 149 349 52,376 82,598 97.3% 3,077,138 87.1%
150 154 258 39,930 82,856 97.6% 3,117,077 88.2%
155 159 230 36,871 83,086 97.8% 3,163,949 89.3%
160 164 209 34,441 83,295 98.1% 3,188,389 90.2%
165 169 167 28,511 83,462 98.3% 3,216,901 91.0%
170 174 194 34,100 83,656 98.5% 3,251,000 92.0%
175 178 137 24,682 83,793 98.7% 3,275,682 92.7%
180 184 128 23,850 83,821 98.8% 3,299,532 93.4%
185 189 126 24,112 84,048 99.0% 3,323,644 94.1%
190 194 98 19,125 84,145 99.1% 3,342,769 94.6%
195 199 108 21,712 84,253 99.2% 3,364.481 95.2%
200 299 591 139,942 84,844 99.9% 3,504,422 99.2%
300 399 70 23,854 84,914 100.0% 3,528,276 99.9%
400 499 7 3,151 84,921 100.0% 3,631,428 98.9%
500 999 3 2,008 84,924 100.0% 3,533,436 100.0%



Test Year Ended June 30, 2008

UNS Gas inc.
Residentia) Bi)} Count

Schedule H-5
Page 14 of 18

Usage Range - Therms Cumulative Bills Cumutative Therms

Lower Upper Number of Bills Therms Bills Percent of Total Thenms Percent of Total
SMALL VOLUME COMMERCIAL RATE C-20

0 8 45,637 93,478 45,637 33.4% 93,478 0.3%
10 19 11,797 162,319 57,434 42.0% 255,798 0.9%
20 29 7.608 180,216 65,042 47.6% 436,014 1.5%
30 39 5,567 187,261 70,609 51.7% 623,275 2.1%
40 49 4,652 202,215 75,261 55.1% 825,490 2.8%
50 59 3,958 210,633 79,218 58.0% 1,036,123 3.5%
60 69 3,356 211,655 82,575 60.4% 1,247,778 4.3%
70 79 2,886 210,179 85,461 62.6% 1,457,858 5.0%
80 89 2,573 212,889 88,034 64.4% 1,670,857 5.7%
90 a9 2,264 209,493 90,298 66.1% 1,880,350 6.4%
100 109 2,137 218,373 92,436 67.7% 2,088,724 7.2%
110 119 1,947 217,863 94,382 69.1% 2,316,587 7.9%
120 129 1,757 214,256 96,139 70.4% 2,530,842 8.6%
130 139 1,558 205,156 97,698 71.5% 2,735,898 9.3%
140 149 1,480 208,601 89,178 72.6% 2,945,508 10.1%
150 159 1434 216,925 100,612 73.6% 3,162,524 10.8%
160 169 1,310 211,315 101,922 74.6% 3,373,839 11.5%
170 179 1,173 200,443 103,095 75.5% 3,574,282 12.2%
180 189 1,124 202,795 104,218 76.3% 3,777,076 12.9%
190 199 1,085 206,800 405,304 77.1% 3,983,877 13.6%
200 248 4,385 960,820 109,689 80.3% 4,944,697 16.8%
250 299 3,384 906,615 113,083 82.8% 5,851,312 20.0%
300 349 2,746 871,124 115,829 84.8% 6,722,436 23.0%
350 399 2,247 823,754 118,076 86.4% 7,546,190 25.8%
400 448 1,858 813,851 120,033 87.8% 8,360,141 28.5%
450 498 1,713 796,260 121,747 89.1% 9,156,401 31.3%
500 598 2,850 1,418,228 124,397 81.1% 10,575,631 36.1%
800 699 2,002 1,267,832 126,399 92.5% 11,843,563 40.4%
700 799 1,545 1,129,873 127,944 93.6% 12,973,436 44.3%
800 899 1,212 1,005,484 129,155 94.5% 13,978,920 47.7%
900 299 916 849,267 130,071 95.2% 14,828,187 50.6%
1,000 1,498 2,912 3,475,058 132,984 97.3% 18,303,245 62.5%
1,500 1,998 1,443 2,438,885 134,426 98.4% 20,742,130 70.8%
2,000 2,999 1,145 2,706,208 135,572 99.2% 23,448,338 80.1%
3,000 3,999 416 1,391,628 135,088 99.5% 24,839,965 84.8%
4,000 4,999 183 793,480 136,170 99.7% 25,633,445 87.5%
5,000 5,999 132 712,597 136,303 99.8% 26,346,042 89.9%
6,000 6,999 84 533,014 136,387 99.8% 28,879,056 91.8%
7,000 7.999 62 456,483 136,449 99.9% 27,334,539 93.3%
8,000 8,999 37 303,016 136,486 85.8% 27,637,555 94.4%
9,000 9,999 39 358,260 136,524 95.9% 27,995,815 95.6%
10,000 10,999 32 323,236 136,556 100.0% 28,319,051 96.7%
14,000 11,899 22 244,189 136,578 100.0% 28,563,240 87.5%
12,000 12,908 13 156,847 136,580 100.0% 28,720,087 98.0%
13,000 13,899 1 13,058 136,591 100.0% 28,733,145 98.1%
14,000 14,9909 <] 127,467 136,600 100.0% 28,860,612 98.5%
= 15,000 20 431,045 136,620 100.0% 28,291,657 100.0%



UNS Gas inc. Schedule H-5
Residential Bill Count Page 15 of 18
Test Year Ended June 30, 2008
Usage Range - Therms Cumulative Bills Cumulative Therms
Lower Upper Nurnber of Bills Therms Bills Percent of Total Therms Percent of Total
LARGE VOLUME COMMERCIAL RATE C-22
0 249 51 2,411 5 30.4% 2411 0.2%
250 498 15 5,249 66 39.1% 7,660 0.6%
500 749 15 9,297 80 47.8% 16,957 1.3%
750 999 1 914 81 48.4% 17,872 1.3%
1,000 1,999 2 2,561 83 49.5% 20,432 1.5%
2,000 2,999 2 5,483 85 50.5% 25,818 1.8%
3,000 3,809 5 19,333 80 53.8% 45,248 3.4%
4,000 4,999 3 13,056 83 65.4% 58,304 4.4%
5,000 5,998 7 41,464 100 59.8% 98,768 7.5%
6,000 6,999 6 42,774 107 63.6% 142,542 10.7%
7,000 7.989 3 21,534 110 65.2% 164,076 12.3%
8,000 8,999 4 32,672 113 67.4% 196,748 14.7%
9,000 9,999 3 26,598 116 69.0% 223,346 16.7%
10,000 19,999 34 564,529 150 89.1% 787,875 58.9%
20,000 20,999 12 295,317 162 96.2% 1,083,192 80.9%
30,000 39,969 5 161,749 166 98.9% 1,244,941 93.0%
40,000 48,999 1 46,128 167 99.5% 1,291,069 96.5%
50,000 59,999 1 47,176 168 100.0% 1,338,244 100.0%
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Usage Range - Therms Cumulative Bills Cumulative Therms

Lower Upper Number of Bills Thems Bills Percent of Total Therms Percent of Total
SMALL VOLUME INDUSTRIAL RATE |-30

0 248 82 3,300 82 34.3% 3,300 0.6%
250 499 13 4,204 95 39.5% 7,503 1.4%
500 748 17 8,111 112 46.7% 16,614 3.0%
750 999 " 8,272 123 51.4% 24,886 4.5%
1,600 1,499 13 13,631 136 56.7% 38,517 7.0%
1,500 1,999 8 12,616 144 60.0% 51,133 9.2%
2,000 2,499 3 6,545 147 61.4% 57,678 10.4%
2,500 2,999 8 19,539 155 64.8% 77,217 13.9%
3,000 3,488 13 35,039 168 70.0% 112,255 20.3%
3,500 3,908 9 28,921 177 73.8% 141,176 25.5%
4,000 4,458 5 16,855 182 75.7% 158,031 28.5%
4,500 4,999 7 28,308 189 78.6% 186,339 33.6%
5,000 5,499 10 47,089 199 82.9% 233,428 42.2%
5,500 5,999 8 40,151 207 86.2% 273,579 49.4%
6,000 6,499 1 6,130 208 86.7% 279,709 50.5%
6,500 6,999 8 46,506 216 90.0% 326,215 58.9%
7,000 7,499 6 35,617 222 92.4% 361,832 65.3%
7,500 7,998 3 22,790 225 93.8% 384,622 69.5%
8,500 8,999 2 16,928 227 94.8% 401,550 72.5%
8,000 9,499 1 8,968 229 95.2% 410,518 74.1%
9,500 9,999 1 9,325 230 95.7% 419,843 75.8%
10,000 10,999 1 9,839 234 96.2% 429,782 77.6%
11,000 11,989 2 23,175 233 97.1% 452,057 81.8%
12,000 12,999 2 24,844 235 98.1% 477,800 86.3%
14,000 14,999 2 28,452 238 90.0% 506,252 91.4%
18,000 19,999 1 19,143 239 99.5% 526,395 94.9%
28,000 28,999 1 28,371 240 100.0% 553,766 100.0%

Usage Range - Thenms Cumuliative Bills Cumulative Therms
Lower Upper Number of Bills Therms Bills Percent of Total Therms Percent of Total

LARGE VOLUME INDUSTRIAL RATE I-32

0 498 ] 517 9 16.7% 517 0.0%
500 999 3 2,178 12 20.0% 2,695 0.2%
1,000 1,089 1 1.570 13 21.4% 4,285 0.4%
3,000 3,008 1 3,182 14 22.9% 7,447 0.6%
4,000 4,999 2 8,248 15 257% 15,695 1.3%
5,000 9,999 8 01,678 25 41.4% 107,374 8.9%
10,000 14,998 11 160,059 36 60.0% 267,433 221%
15,000 19,999 10 205,704 46 771% 473,137 39.0%
20,000 29,999 6 162,332 52 87.1% 635,469 52.4%
30,000 30,999 2 66,882 54 90.0% 702,351 57.8%
40,000 49,999 1 40,506 55 91.4% 742,857 61.3%
50,000 59,099 1 52,502 56 92.9% 795,449 65.6%
60,000 60,099 2 128,028 57 95.7% 923,478 76.2%
75,000 125,000 3 289,176 60 100.0% 1,212,653 100.0%
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UNS Gas inc.
Residentiai Bill Count

Schedule H-5
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Usage Range - Therms Cumulative Bills Cumuiative Therms
Lower Upper Nurmber of Bills Thenms Bills Percent of Total Therms Percent of Total
SMALL VOLUME PUBLIC AUTHORITY RATE P40
0 49 5,942 72,013 5,942 46.5% 72,013 1.3%
50 99 1,332 93,008 1,332 10.4% 165,112 2.9%
100 188 1,367 180,288 1,367 10.7% 355,400 6.3%
200 299 745 177,867 745 5.8% 533,268 9.5%
300 392 545 181,887 545 4.3% 715,255 12.7%
400 499 418 181,358 418 3.3% 896,614 16.0%
500 599 203 155,157 203 2.3% 1,051,772 18.7%
600 699 220 137,566 220 1.7% 1,189,337 21.2%
700 799 203 145,683 203 1.6% 1,336,021 23.8%
800 899 161 131,668 161 1.3% 1,467,720 26.2%
900 298 133 122,012 133 1.0% 1,589,732 28.3%
1,000 1,988 898 856,175 698 5.5% 2,545,806 45.4%
2,000 2,969 301 711,158 301 2.4% 3,257,085 58.1%
3,000 3,988 134 443,779 134 1.0% 3,700,844 66.0%
4,000 4,998 105 453,501 105 0.8% 4,154,345 74.0%
5,000 6,999 87 545,552 a7 0.8% 4,699,896 83.8%
7,000 9,809 47 381,443 47 0.4% 5,081,339 90.6%
10,000 19,999 34 438,273 34 0.3% 5,519,612 98.4%
20,000 20,809 4 01,041 4 0.0% 5,610,653 100.0%
Usage Range - Therms Cumutative Bilis Cumulative Therms
Lower Upper Number of Bills Therms Bills Percent of Total Thermms Percent of Total
LARGE VOLUME PUBLIC AUTHORITY RATE P-42
60D 799 1 605 1 1.7% 605 0.1%
800 989 2 1,742 3 5.0% 2,346 0.2%
1,000 5,080 4 5,281 7 11.7% 7.627 0.6%
6,000 7,999 4 26,637 11 18.3% 34,264 2.9%
8,000 9,999 5 41,881 16 26.7% 76,146 6.4%
10,000 12,999 8 89,684 24 40.0% 165,830 13.9%
13,000 15,999 3 44,641 27 45.0% 210,471 17.7%
16,000 18,999 5 82,950 32 53.3% 293,421 246%
18,000 23,999 6 115,842 38 63.3% 409,264 34.3%
24,000 26,999 8 189,194 46 76.7% 608,458 51.0%
27,000 29,909 3 82,833 49 81.7% 691,200 58.0%
30,000 39,999 4 135,070 53 88.3% 826,361 69.3%
40,000 59,999 5 235,294 58 96.7% 1,061,655 88.1%
60,000 70,000 2 130,475 60 100.0% 1,192,130 100.0%
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Test Year Ended June 30, 2008

Usage Range - Therms Cumulative Bills Curnuiative Therms
Lower Upper Number of Bills Therms Bills Percent of Total Therms Percent of Total
IRRIGATION SERVICE RATE I-60
0 99 40 215 40 66.7% 215 0.2%
100 198 3 406 43 71.7% 620 0.6%
1,700 1,799 1 1,821 44 73.3% 2,441 2.4%
1,800 1,898 1 1,901 45 75.0% 4,343 4.2%
1,800 1,898 1 1,882 ) 76.7% 6,325 6.1%
2,100 2,169 1 2,276 47 78.3% 8,600 8.3%
2,200 2,299 1 2,340 48 80.0% 10,041 10.6%
2,400 2,499 1 2,546 49 81.7% 13,486 13.0%
2,900 2,999 1 3,107 50 83.3% 16,593 16.0%
3,000 3,099 1 3,183 51 B5.0% 19,746 19.1%
3,200 3,288 1 3411 52 86.7% 23,157 22.4%
3,400 3,499 1 3,644 53 88.3% 26,802 25.9%
3,600 3,699 1 3,846 54 80.0% 30,647 29.6%
4,200 4,299 1 4,450 55 91.7% 35,008 33.9%
4,400 4,499 1 4,654 56 83.3% 35,751 38.4%
10,500 10,599 1 10,996 57 85.0% 50,747 49.0%
11,900 11,999 1 12,416 58 98.7% 63,163 61.0%
16,800 16,999 1 17.693 58 98.3% 80,856 78.1%
1

21,700 21,799 22,698 60 100.0% 103,554 100.0%
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SURREBUTAL TESTIMONY OF FRANK W. RADIGAN
EXECUTIVE SUMMARY

1) The Company’s proposed rate design that would phase in a 65% increase in the residential
customer charge over three years should be rejected. The Company has presented no new
evidence in its rebuttal testimony. The main argument is that the $5.50 increase that it
wishes to impose is relatively small in absolute terms and the rate shock is ameliorated by the
phase-in over three years. In this testimony and my initial testimony I disagreed with a
phase-in in order to avoid customer complaints and agreed to an 18% increase, $1.5 per
month for Residential customers. I view this increase at the top of an acceptable bill impact

range given that RUCO is recommending a 1.6% overall increase.

[ Surrebuttal Testimony of Frank W. Radigan, Executive Summary Page 1
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INTRODUCTION

Please state your name, position and business address.

Frank W. Radigan. I am a principal in the Hudson River Energy Company, a
consulting firm providing services to the utility industry and specializing in the fields
of rates, planning, and utility economics. My office address is 237 Schoolhouse

Road, Albany, New York 12203.

On whose behalf are you appearing?
I am appearing on behalf of the Residential Utility Consumer Office of Arizona

(“RUCO”).

Are you the same Frank W. Radigan that previously provided testimony in this
proceeding?
Yes, I provided the RUCO position on cost of service, revenue allocation and rate

design.

What is the purpose of the testimony you are presenting?
I have been asked to discuss the reasonableness of UNS Gas, Inc.’s (“UNS” or the

“Company”’) rebuttal testimony on rate design.

Could you please summarize the Company’s rebuttal testimony?

The Company’s proposed rate design that would phase in a $5.50 (65%) increase in

the residential customer charge over three years. Company witness Erdwurm argues
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that too much emphasis is being placed on the bill impacts resulting from his
proposal (Erdwurm Rebuttal, page 12). Mr. Erdwurm argues that when presented in
percentage terms, the increase in customer charges approximates 65% and appears
high, but when viewed in absolute terms, the increase in the charge over three years,
from $8.50 to $14.00 per month, totals $5.50 per month, the price of a typical fast

food meal (Id).

Could you please comment on the Company’s arguments?

Yes, [1did support the Company proposal to increase the customer charge from
$8.50 per month to $10 per month in the rate year. I felt the $1.50 per month or
17.6% increase balanced the desire to increase the customer charge to reflect the cost
to serve without imposing undue rate shock. The $5.50 per month increase, 65%,
would be unacceptable in terms of rate shock based on the Company’s proposed rate
increase of 6% and is quite unacceptable given RUCO’s proposed rate increase of
1.6%. One should remember that this rate case is not the only rate case that the
utility will ever have given that the Company last had a rate increase just two years
ago. Thus, the argument is not that we should not be moving the customer charge
closer to the cost of service, but at what pace. My recommendation is a much more

measured pace than what the Company proposes.

Phasing in the increase in the customer charge does not solve the bill impact issue.
As I discussed in my original testimony, a phased increase is undesirable from a

customer acceptance point of view (Radigan pre-filed testimony page 6). Based
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on my 27 years of experience in the utility industry (gas, electric, water and steam)
in which T worked for utility regulatory Commissions, public utility advocate
offices, a number of municipal utilities and individual customers, customer’s do
not like, and do complain, about rate increases and especially outside of a rate
case. A good example of customer dissatisfaction with utility rate increases is a
recent United Illuminating rate case in Connecticut. As noted by the Department
of Public Utility Control in its order: “The Department received more than 1000
letters and email correspondence regarding the Company’s application. They were
unanimous in their opposition to the proposed rate increase. Many were
concerned with the state of the economy and its effect on homeowners and
businesses, and their ability to pay bills.” (Docket No. 08-07-04, Application of
the United Illuminating Company to Increase its Rates and Charges, Final
Decision issued February 4, 2009). Even if one did want to consider further

increases in the customer charge, it should not be done outside of a rate case.

Does this conclude your testimony?

Yes.
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DIRECT TESTIMONY OF WILLIAM A. RIGSBY, CRRA
EXECUTIVE SUMMARY

Original Cost of Equity Capital — The Residential Utility Consumer Office

(“RUCO”) recommends an 8.61 percent original cost of equity capital for UNS
Gas, Inc. (“UNSG” or “Company”). This 8.61 percent original cost figure is based
on the results obtained in a cost of equity analysis, which employed both the
Discounted Cash Flow (“DCF”) and Capital Asset Pricing Model (“CAPM")
methodologies. RUCO’s recommended 8.61 percent figure is 239 basis points

lower than the Company-proposed cost of equity capital of 11.00 percent.

Cost of Debt — Based on a review of the costs associated with UNSG's various

debt instruments, RUCO recommends that the Company-proposed 6.49 percent
cost of debt be adopted by the Arizona Corporation Commission (“ACC" or

“Commission”).

Capital _Structure — RUCO recommends that the Company-proposed capital

structure, which is comprised of 50.01 percent debt and 49.99 percent common

equity, be adopted by the Commission.

Original Cost Rate of Return — Based on the results of RUCO’s recommended

capital structure, original cost of equity capital, and debt analyses, RUCO
recommends a 7.55 percent original cost rate of return (“OCROR”) for UNSG.
This figure represents the weighted average cost of RUCO’s recommended 8.61

1



-

percent original cost of equity capital and RUCO's 6.49 percent recommended
cost of debt. RUCO’s recommended 7.55 percent OCROR is 120 basis points
lower than the Company-proposed unadjusted 8.75 percent weighted average

cost of capital.

Fair Value Rate of Return — RUCO is recommending a 5.38 percent fair value

rate of return (“FVROR®) which is 217 basis points lower than RUCO’s
recommended 7.55 percent OCROR. In arriving at this 5.38 percent FVROR
figure, RUCO considered a range of possible returns that could be applied to the
Company's fair value rate base. The method that RUCO used to arrive at its
recommended 5.38 percent FVROR comports with the provisions of Decision No.
70441, dated July 28, 2008, that resulted from a prior remand proceeding which
involved Chaparral City Water Company. The methodology that RUCO relied on
to arrive at its recommended FVROR figure is explained fully in the testimony of

RUCO witness Ralph Smith.
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INTRODUCTION

Q. Please state your name, occupation, and business address.

A. My Name is William A. Rigsby. | am a Public Utilities Analyst V employed
by the Residential Utility Consumer Office (“RUCO”) located at 1110 W.
Washington, Suite 220, Phoenix, Arizona 85007.

Q. Please describe your qualifications in the field of utilities regulation and
your educational background.

A. | have been involved with utilities regulation in Arizona since 1994. During

that period of time | have worked as a utilities rate analyst for both the
Arizona Corporation Commission (*ACC” or “Commission”) and for RUCO.
| hold a Bachelor of Science degree in the field of finance from Arizona
State University and a Master of Business Administration degree, with an
emphasis in accounting, from the University of Phoenix. | have also been
awarded the professional designation, Certified Rate of Return Analyst
(“CRRA") by the Society of Utility and Regulatory Financial Analysts
(“SURFA"). The CRRA designation is awarded based upon experience
and the successful completion of a written examination. Appendix 1, which
is attached to this testimony, further describes my educational background
and also includes a list of the rate cases and regulatory matters that | have

been involved with.
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Q.
A.

What is the purpose of your testimony?

The purpose of my testimony is to present recommendations that are
based on my analysis of UNS Gas, Inc.’s (“UNSG” or "Company”)
application for a permanent rate increase (“Application”) for the
Company’s natural gas distribution operations in northern Arizona and
Santa Cruz County in southern Arizona. UNSG filed the Application with
the ACC on November 7, 2008. The Company has chosen the fiscal year

ended June 30, 2008 for the test year in this proceeding.

Briefly describe UNSG.

UNSG serves customers in a number of areas in northern Arizona
including Flagstaff, Kingman and Prescott. The Company also provides
service to customers in Santa Cruz County in the southern half of the
state. UNSG is a wholly owned subsidiary of UniSource Energy Services,
which is owned by UniSource Energy Corporation (“UniSource” or
“Parent”), an Arizona corporation, based in Tucson, that is publicly traded
on the New York Stock Exchange (“NYSE”)'. UniSource is also the parent
company of Tucson Electric Power, the second largest investor owned
electric utility in the state. In addition to natural gas distribution,
UniSource also provides electric service through its other subsidiary UNS

Electric, Inc., to customers in Mohave and Santa Cruz Counties.

" NYSE ticker symbol UNS.
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Q.
A

Please explain your role in RUCO's analysis of UNSG’s Application.

| reviewed UNSG’s Application and performed a cost of capital analysis to
determine a fair rate of return on the Company’s invested capital. In
addition to my recommended capital structure, my direct testimony will
present my recommended costs of common equity and my recommended
cost of long-term debt (the Company has no short-term debt or preferred
stock). The recommendations contained in this testimony are based on
information obtained from Company responses to data requests, the
Company’s Application and from market-based research that | conducted

during my analysis.

Is this your first case involving UNSG?

No. In 2003 | was involved with UniSource’s acquisition of UniSource
Energy Corporation’'s gas and electric assets from Citizens’ Utilities
Company. The UNSG entity was the result of that acquisition. | also
provided cost of capital testimony in the Company’s most recent rate case
proceeding which resulted in Decision No. 70011, dated November 27,

2007. UNSG's present rates were established in that Decision.
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Q.

Were you also responsible for conducting an analysis of the Company’s
proposed revenue level, rate base and rate design?

No. Those aspects of the case were handled by two outside consultants.
Mr. Ralph Smith, of Larkin & Associates, will provide testimony on
RUCO’s recommended level of required revenue (based on his
adjustments to Company-proposed levels of rate base and operating
expense). Mr. Smith will also provide testimony on the methodology that
RUCO employed to arrive at its recommended rate of return on UNSG'’s
fair value rate base. Mr. Frank Radigan, of Hudson River Energy Group,

will provide testimony on RUCO’s recommended rate design.

What areas will you address in your testimony?

| will address the cost of capital issues associated with the case.

Please identify the exhibits that you are sponsoring.

| am sponsoring Schedules WAR-1 through WAR-9.

SUMMARY OF TESTIMONY AND RECOMMENDATIONS

Q.

A

Briefly summarize how your cost of capital testimony is organized.

My cost of capital testimony is organized into seven sections. First, the
introduction | have just presented and second, the summary of my
testimony that | am about to give. Third, | will present the findings of my

cost of equity capital analysis, which utilized both the discounted cash flow
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(“DCF”) method, and the capital asset pricing model (“CAPM”). These are
the two methods that RUCO and ACC Staff have consistently used for
calculating the cost of equity capital in rate case proceedings in the past,
and are the methodologies that the ACC has given the most weight to in
setting allowed rates of returns for utilities that operate in the Arizona
jurisdiction. In this second section | will also provide a brief overview of
the economic climate that UNSG is currently operating in. Fourth, | will
discuss my recommended cost of debt. Fifth, | will compare my
recommended capital structure with the Company-proposed capital
structure. Sixth, | will explain my weighted cost of capital recommendation
and seventh, | will comment on UNSG's cost of capital testimony.
Schedules WAR-1 through WAR-9 will provide support for my cost of

capital analysis.

Q. Please summarize the recommendations and adjustments that you will

address in your testimony.

A. Based on the results of my analysis of UNSG, | am making the following
recommendations:
Original Cost of Equity Capital — | am recommending an 8.61 percent

original cost of equity capital. This 8.61 percent original cost figure is
based on the results that | obtained in my cost of equity analysis, which

employed both the DCF and CAPM methodologies. My recommended
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8.61 percent figure is 239 basis points lower than the Company-proposed

cost of equity capital of 11.00 percent.
Cost of Debt — Based on my review of the costs associated with UNSG's
various debt instruments, | am recommending that the Company-proposed

6.49 percent cost of debt be adopted by the Commission.

Capital Structure — | am recommending that the Company-proposed

capital structure, which is comprised of 50.01 percent debt and 49.99

percent common equity, be adopted by the Commission.

Original Cost Rate of Return — Based on the results of my recommended

capital structure, original cost of equity capital, and debt analyses, | am
recommending a 7.55 percent original cost rate of return (“OCROR”) for
UNSG. This figure represents the weighted average cost of my
recommended 8.61 percent original cost of equity capital and my 6.49
percent recommended cost of debt. My recommended 7.55 percent
OCROR is 120 basis points lower than the Company-proposed

unadjusted 8.75 percent weighted average cost of capital.

Fair Value Rate of Return — RUCO is recommending a 5.38 percent fair

value rate of return (“FVROR") which is 217 basis points lower than my

recommended 7.55 percent OCROR. In arriving at this 5.38 percent
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FVROR figure RUCO considered a range of possible returns that could be
applied to the Company’s fair value rate base. The method that RUCO
used to arrive at its recommended 5.38 percent FVROR comports with the
provisions of Decision No. 70441, dated July 28, 2008, which resulted
from a prior remand proceeding which involved Chaparral City Water
Company.?  The -methodology that RUCO relied on to arrive at its
recommended FVROR figure is explained fully in the testimony of RUCO

witness Ralph Smith.

Q. Please explain why RUCO is recommending two different rates of return in
this case?
A. UNSG Gas has chosen to use an average of the Company’s original cost

rate base (“OCRB”), which is based on the original book value of plant
assets, and a rate base derived from a reconstruction cost new study
(“RCND"), which takes general inflation into consideration, to arrive at a
fair value rate base (“FVRB”) which reflects the current dollar value of -
UNSG's original cost rate base. Because general inflation is also reflected
in my OCROR figure, it is inappropriate to apply it to an OCRB. To do so
would result in a double counting of inflation. For this reason RUCO has
derived a FVROR which reduces my recommended OCROR by an

inflation factor of 217 basis points.

2 Chaparral City Water Company has appealed that Decision. The appeal is currently pending
before the Arizona Court of Appeals.
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Q.

Can you explain further why it is necessary to determine an inflation factor
adjustment to arrive at an OCROR?

Yes. Unless a utility elects to forego an RCND study that restates the
value of the OCRB in current dollars, and agrees to use its OCRB as its
FVRB, the utility's FVRB is calculated by averaging its OCRB and its
RCND rate bases. Because an RCND study restates the OCRB in current
dollars (through the use of engineering indexes that contain certain
inflation factors to calculate an RCND rate base), it is inappropriate to
apply an OCROR to a FVRB. This is because the OCROR, like the
FVRB, contains an inflation component in it.  Consequently, the
application of the OCRB rate of return to a FVRB (calculated using the
average of an OCRB and the RCND rate base) produces an inappropriate
level of operating income which reflects an over-counting of the effects of
inflation. As a result, a utility’s investors would earn additional operating
income on the effects of inflation, as opposed to only earning a return on
actual investor supplied capital. To remedy this situation, the OCROR is
adjusted downward by removing the inflation expectation that is
embedded in it.® This is the same rationale that the Commission relied on

in Decision No. 70441.

% In a case where there is deflation, an upward adjustment would be made to account for a level
of deflation.
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Q.

Why do you believe that RUCO’s recommended 5.38 percent FVROR is
an appropriate rate of return for UNSG to earn on its invested capital?
The FVROR that RUCO is recommending meets the criteria established

in the landmark Supreme Court cases of Bluefield Water Works &

Improvement Co. v. Public Service Commission of West Virginia (262 U.S.

679, 1923) and Federal Power Commission v. Hope Natural Gas

Company (320 U.S. 391, 1944). Simply stated, these two cases affirmed
that a public utility that is efficiently and economically managed is entitied
to a return on investment that instills confidence in its financial soundness,
allows the utility to attract capital, and also allows the utility to perform its
duty to provide service to ratepayers. The rate of return adopted for the
utility should also be comparable to a return that investors would expect to
receive from investments with similar risk.

The Hope decision allows for the rate of return to cover both the operating
expenses and the “capital costs of the business” which includes interest
on debt and dividend payment to shareholders. This is predicated on the
belief that, in the long run, a company that cannot meet its debt obligations
and provide its shareholders with an adequate rate of return will not

continue to supply adequate public utility service to ratepayers.
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Q.

Do the Bluefield and Hope decisions indicate that a rate of return sufficient
to cover all operating and capital costs is guaranteed?

No. Neither case guaranfees a rate of return on utility investment. What
the Bluefield and Hope decisions do allow, is for a utility to be provided
with the opportunity to earn a reasonable rate of return on its investment.
That is to say that a utility, such as UNSG, is provided with the opportunity
to earn an appropriate rate of return if the Company’s management
exercises good judgment and manages its assets and resources in a

manner that is both prudent and economically efficient.

COST OF EQUITY CAPITAL

Q.

A.

What is your recommended cost of equity capital for UNSG?

Based on the results of my DCF and CAPM analyses, which ranged from
5.26 percent to 11.40 percent for a sample of local distribution companies
(“LDC"), I am recommending an 8.61 percent original cost of equity capital
for UNSG. My recommended original cost of equity capital figure
represents an average of the results of my DCF and CAPM analyses,
which utilized a sample of publicly traded natural gas local distribution

companies (“‘LDC”).

10
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Discounted Cash Flow (DCF) Method

Q.

Please explain the DCF method that you used to estimate UNSG's cost of
equity capital.

The DCF method employs a stock valuation model known as the constant
growth valuation model, that bears the name of Dr. Myron J. Gordon (i.e.
the Gordon model), the professor of finance who was responsible for its
development. Simply stated, the DCF model is based on the premise that
the current price of a given share of common stock is determined by the
present value of all of the future cash flows that will be generated by that
share of common stock. The rate that is used to discount these cash
flows back to their present value is often referred to as the investor's cost
of capital (i.e. the cost at which an investor is willing to forego other
investments in favor of the one that he or she has chosen).

Another way of looking at the investor's cost of capital is to consider it from
the standpoint of a company that is offering its shares of stock to the
investing public. In order to raise capital, through the sale of common
stock, a company must provide a required rate of return on its stock that
will attract investors to commit funds to that particular investment. In this
respect, the terms "cost of capital” and "investor's required return” are one
in the same. For common stock, this required return is a function of the
dividend that is paid on the stock. The investor's required rate of return

can be expressed as the percentage of the dividend that is paid on the

11
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stock (dividend yield) plus an expected rate of future dividend growth.

This is illustrated in mathematical terms by the following formula:

where: k = the required return (cost of equity, equity capitalization rate),

D,

5 = the dividend yield of a given share of stock calculated
0

by dividing the expected dividend by the current market
price of the given share of stock, and

g = the expected rate of future dividend growth

This formula is the basis for the standard growth valuation model that |

used to determine UNSG'’s cost of equity capital.

Q. | In determining the rate of future dividend growth for UNSG, what
assumptions did you make?

A. There are two primary assumptions regarding dividend growth that must
be made when using the DCF method. First, dividends will grow by a
constant rate into perpetuity, and second, the dividend payout ratio will
remain at a constant rate. Both of these assumptions are predicated on
the traditional DCF model's basic underlying assumption that a company's
earnings, dividends, book value and share growth all increase at the same

constant rate of growth into infinity. Given these assumptions, if the

12
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dividend payout ratio remains constant, so does the earnings retention
ratio (the percentage of earnings that are retained by the company as
opposed to being paid out in dividends). This being the case, a
company's dividend growth can be measured by multiplying its retention
ratio (1 - dividend payout ratio) by its book return on equity. This can be

statedasg=bxr.

Would you please provide an example that will illustrate the relationship
that earnings, the dividend payout ratio and book value have with dividend
growth?

RUCO consultant Stephen Hill illustrated this relationship in a Citizens

Utilities Company 1993 rate case by using a hypothetical utility.*

Table |

Year 1 Year 2 Year 3 Year 4 Year 5 Growth

Book Value $10.09 $10.40 $10.82 $11.25 $11.70 4.00%

Equity Return 10% 10% 10% 10% 10% N/A
Earnings/Sh. $1.00 $1.04 $1.082 $1.125 $1.170 4.00%
Payout Ratio 0.60 0.60 0.60 0.60 0.60 N/A
Dividend/Sh $0.60 $0.624 $0.649 $0.675 $0.702 4.00%

Table | of Mr. Hill's illustration presents data for a five-year period on his

hypothetical utility. In Year 1, the utility had a common equity or book

4

Citizens Utilities Company, Arizona Gas Division, Docket No. E-1032-93-111, Prepared

Testimony, dated December 10, 1993, p. 25.

13
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value of $10.00 per share, an investor-expected equity return of ten
percent, and a dividend payout ratio of sixty percent. This résults in
earnings per share of $1.00 ($10.00 book value x 10 percent equity return)
and a dividend of $0.60 ($1.00 earnings/sh. x 0.60 payout ratio) during
Year 1. Because forty percent (1 - 0.60 payout ratio) of the utility's
earnings are retained as opposed to being paid out to investors, book
value increases to $10.40 in Year 2 of Mr. Hill's illustration. Table |
presents the results of this continuing scenario over the remaining five-

year period.

The results displayed in Table | demonstrate that under "steady-state” (i.e.
constant) conditions, book value, earnings and dividends all grow at the
same constant rate. The table further illustrates that the dividend growth
rate, as discussed earlier, is a function of (1) the internally generated
funds or earnings that are retained by a company to become new equity,
and (2) the return that an investor earns on that new equity. The DCF
dividend growth rate, expressed as g = b x r, is also referred to as the

internal or sustainable growth rate.

Q. If earnings and dividends both grow at the same rate as book value,
shouldn't that rate be the sole factor in determining the DCF growth rate?
A. No. Possible changes in the expected rate of return on either common

equity or the dividend payout ratio make earnings and dividend growth by

14
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themselves unreliable. This can be seen in the continuation of Mr. Hill's

illustration on a hypothetical utility.

Table il
Year 1 Year 2 Year 3 Year 4 Year 5 Growth
Book Value $10.00 $10.40 $10.82 $11.47 $12.158 5.00%
Equity Return 10% 10% 15% 15% 15% 10.67%
Earnings/Sh $1.00 $1.04 $1.623 $1.720 $1.824 16.20%
Payout Ratio 0.60 0.60 0.60 0.60 0.60 N/A
Dividend/Sh $0.60 $0.624 $0.974 $1.032 $1.094 16.20%

In the example displayed in Table I, a sustainable growth rate of four
percent® exists in Year 1 and Year 2 (as in the prior example). In Year 3,
Year 4 and Year 5, however, the sustainable growth rate increases to six
percent.® If the hypothetical utility in Mr. Hill's illustration were expected to
earn a fifteen-percent return on common equity on a continuing basis,
then a six percent long-term rate of growth would be reasonable.
However, the compound growth rate for earnings and dividends, displayed
in the last columh, is 16.20 percent. If this rate was to be used in the
DCF model, the utility's return on common equity would be expected to
increase by fifty percent every five years, [(15 percent + 10 percent) — 1].

This is clearly an unrealistic expectation.

> [ ( Year 2 Earnings/Sh — Year 1 Earnings/Sh ) + Year 1 Earnings/Sh ] = [ ( $1.04 - $1.00 ) +
$1.00]1=[%0.04+%$1.00]=4.00%

®[ (1 - Payout Ratio ) x Rate of Return ] =[( 1 -0.60 ) x 15.00% ] = 0.40 x 15.00% = 6.00%

156
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Although it is not illustrated in Mr. Hill's hypothetical example, a change in
only the dividend payout ratio will eventually result in a utility paying out
more in dividends than it earns. While it is not uncommon for a utility in
the real world to have a dividend payout ratio that exceeds one hundred
percent on occasion, it would be unrealistic o expect the practice to

continue over a sustained long-term period of time.

Q. Other than the retention of internally generated funds, as illustrated in Mr.
Hill's hypothetical example, are there any other sources of new equity
capital that can influence an investor's growth expectations for a given

company?

A. Yes, a company can raise new equity capital externally. The best

example of external funding would be the sale of new shares of common
stock. This would create additional equity for the issuer and is often the
case with utilities that are either in the process of acquiring smaller

systems or providing service to rapidly growing areas.

Q. How does external equity financing influence the growth expectations held

by investors?

A. Rational investors will put their available funds into investments that will

either meet or exceed their given cost of capital (i.e. the return earned on
their investment). In the case of a utility, the book value of a company's

stock usually mirrors the equity portion of its rate base (the utility's earning

16
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base). Because regulators allow utilities the opportunity to earn a
reasonable rate of return on rate base, an investor would take into
consideration the effect that a change in book value would have on the
rate of return that he or she would expect the utility to earn. If an investor
believes that a utility's book value (i.e. the utility's earning base) will
increase, then he or she would expect the return on the utility's common
stock to increase. If this positive trend in book value continues over an
extended period of time, an investor would haVe a reasonable expectation

for sustained long-term growth.

Q. Please provide an example of how external financing affects a utility's

book value of equity.

A. As | explained earlier, one way that a utility can increase its equity is by

selling new shares of common stock on the open market. If these new
shares are purchased at prices that are higher than those shares sold
previously, the utility's book value per share will increase in value. This
would increase both the earnings base of the utility and the earnings
expectations of investors. However, if new shares sold at a price below
the pre-sale book value per share, the after-sale book value per share
declines in value. If this downward trend continues over time, investors
might view this as a decline in the utility's sustainable growth rate and will
have lower expectations regarding growth. Using this same logic, if a new

stock issue sells at a price per share that is the same as the pre-sale book

17
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value per share, there would be no impact on either the utility's earnings

base or investor expectations.

Q. Please explain how the external component of the DCF growth rate is
determined.

A. In his book, The Cost of Capital to a Public Utility,’ Dr. Gordon (the
individual responsible for the development of the DCF or constant growth
model) identified a growth rate that includes both expected internal and
external financing components. The mathematical expression for Dr.

Gordon's growth rate is as follows:

g=(br)+(sv)

where: g = DCF expected growth rate,
b = the earnings retention ratio,
r = the return on common equity,
s = the fraction of new common stock sold that

accrues to a current shareholder, and
% = funds raised from the sale of stock as a fraction

of existing equity.

and v = 1-[(BV)+(MP)]
where: BV = book value per share of common stock, and
MP = the market price per share of common stock.

" Gordon, M.J., The Cost _of Capital to _a Public Utility, East Lansing, MI: Michigan State
University, 1974, pp. 30-33.

18
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Q.

Did you include the effect of external equity financing on long-term growth
rate expectations in your analysis of expected dividend growth for the DCF
model?

Yes. The external growth rate estimate (sv) is displayed on Page 1 of
Schedule WAR-4, where it is added to the internal growth rate estimate

(br) to arrive at a final sustainable growth rate estimate.

Please explain why your calculation of external growth on page 2 of
Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in
the equation [(M + B) + 1] + 2.

The market price of a utility's common stock will tend to move toward book
value, or a market-to-book ratio of 1.0, if regulators allow a rate of return
that is equal to the cost of capital (one of the desired effects of regulation).
As a result of this situation, | used [(M + B) + 1] + 2 as opposed to the
current market-to-book ratio by itself to represent investor's expectations

that, in the future, a given utility will achieve a market-to-book ratio of 1.0.

Has the Commission ever adopted a cost of capital estimate that included
this assumption?

Yes. In a prior Southwest Gas Corporation rate case®, the Commission
adopted the recommendations of ACC Staff's cost of capitai witness,

Stephen Hill, who | noted earlier in my testimony. In that case, Mr. Hill

8 Decision No. 68487, Dated February 23, 2006 (Docket No. G-01551A-04-0876)

19
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used the same methods that | have used in arriving at the inputs for the
DCF model. His final recommendation for Southwest Gas Corporation
was largely based on the results of his DCF analysis, which incorporated
the same valid market-to-book ratio assumption that | have used

consistently in the DCF model as a cost of capital witness for RUCO.

Q. How did you develop your dividend growth rate estimate?
| analyzed data on two separate proxy groups. A water company proxy
group comprised of three publicly traded water companies and a natural
gas proxy group consisting of ten natural gas local distribution companies

(“LDC”) that have similar operating characteristics to water providers.

Q. Why did you use a proxy group methodology as opposed to a direct
analysis of UNSG?

A. One of the problems in performing this type of analysis is that the ultility
applying for a rate increase is not always a publicly traded company, as is
the case with UNSG itself. Consequently it was necessary to create a
proxy by analyzing publicly traded water companies and LDC’s with

similar risk characteristics.

Q. Are there any other advantages to the use of a proxy?
Yes. As | noted earlier, the U.S. Supreme Court ruled in the Hope

decision that a utility is entitted to eam a rate of return that is

20
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commensurate with the returns on investments of other firms with
comparable risk. The proxy technique that | have used derives that rate of
return. One other advantage to using a sample of companies is that it
reduces the possible impact that any undetected biases, anomalies, or

measurement errors may have on the DCF growth estimate.

Q. What criteria did you use in selecting the companies that make up your

proxy for UNSG?

A. All of the LDC’s in my sample are publicly traded on the NYSE and are

followed by The Value Line Investment Survey’s (“Value Line”) natural gas

(distribution) industry segment. All of the companies in the proxy are
engaged in the provision of regulated natural gas distribution services.
Attachment A of my testimony contains Value Line's most recent
evaluation of the natural gas proxy group that | used for my cost of

common equity analysis.

Q. What companies are included your proxy?
The ten natural gas LDC's included in my proxy (and their NYSE ticker
symbols) are AGL Resources, Inc. (“AGL"), Atmos Energy Corp. (“ATO"),
Laclede Group, Inc. (“LG"), New Jersey Resources Corporation ("NJR”),
Nicor, Inc. (“GAS”), Northwest Natural Gas Co. (“NWN”), Piedmont

Natural Gas Company (“PNY”), South Jersey Industries, Inc. (“SJI")

21
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Southwest Gas Corporation (“SWX”), which is the dominant natural gas

provider in Arizona, and WGL Holdings, Inc. (“WGL").

Q. Briefly describe the regions of the U.S. served by the ten natural gas
LDC’s that make up your sample proxy.

A. The ten LDC's listed above provide natural gas service to customers in the
Middle Atlantic region (i.e. NJI which serves portions of northern New
Jersey, SJI which serves southern New Jersey and WGL which serves the
Washington D.C. metro area), the Southeast and South Central portions
of the U.S. (i.e. AGL which serves Virginia, southern Tennessee and the
Atlanta, Georgia area and PNY which serves customers in North Carolina,
South Carolina and Tennessee), the South, deep South and Midwest (i.e.
ATO which serves customers in Kentucky, Mississippi, Louisiana, Texas,
Colorado and Kansas, GAS which provides service to northern and
western lllinois, and LG which serves the St. Louis area), and the Pacific
Northwest (i.e. NWN which serves Washington state and Oregon).

Portions of Arizona, Nevada and California are served by SWX.

Q. Did the Company’s witness also perform a similar analysis using natural
gas LDC’s?
A. Yes, the Company's witness, Kentton C. Grant, performed a similar

analysis of publicly traded LDC's.
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Q.

Does your sample of LDC's include all of the same LDC’s that Mr. Grant
included in his sample?

Yes.

Please explain your DCF growth rate calculations for the sample
companies used in your proxy.

Schedule WAR-5 provides retention ratios, returns on book equity, internal
growth rates, book values per share, numbers of shares outstanding, and
the compounded share growth for each of the ultilities included in the
sample for the historical observation period 2004 to 2008. Schedule
WAR-5 also includes Value Line's projected 2009, 2010 and 2012-14
values for the retention ratio, equity return, book value per share growth

rate, and number of shares outstanding for the LDC’s in my sample.

Please describe how you used the information displayed in Schedule
WAR-5 to estimate each comparable utility's dividend growth rate.

In explaining my analysis, | will use AGL Resources, Inc., (NYSE symbol
AGL) as an example. The first dividend growth component that |
evaluated was the internal growth rate. | used the "b x r* formula
(described on pages 9 and 10) to multiply AGL's earned return on
common equity by its earnings retention ratio for each year during the
2004 to 2008 observation period to derive the utility's annual internal

growth rates. | used the mean average of this five-year period as a
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benchmark against which | compared the projected growth rate trends
provided by Value Line. Because an investor is more likely to be
influenced by recent growth trends, as opposed to historical averages, the
five-year mean noted earlier was used only as a benchmark figure. As
shown on Schedule WAR-5, Page 1, AGL’s sustainable internal growth
rate increased from 5.45% in 2004 to 6.14% in 2005. The company’s
growth rates experienced a pattern of decline during the remainder of the
observation period, which resulted in a 5.49% average over the 2004 to
2008 time frame. Value Line's analysts are forecasting this trend to
continue through 2009 before growth climbs steadily to 5.98% through the
2012-14 period. Based on these estimates | believe a 5.30% rate of
internal growth is reasonable for AGL (Schedule WAR-4, Page 1, Column

A, Line 1).

Q. Please continue with the external growth rate “s x v component portion of
your analysis.

A. Schedule WAR-5 demonstrates that AGL’s share growth averaged just
0.07% over the observation period. Value Line expects future outstanding
shares to increase from 76.90 million in 2008 to 85.00 million by the end of
2014. Taking this data into consideration, | am estimating a 1.75% rate of
share growth for AGL (Schedule WAR-4, Page 2, Column A, Line 1). |
used this estimate to calculate the s x v component of the DCF dividend

growth rate. My final dividend growth rate estimate for AGL is 5.58
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percent (5.30 percent internal growth + 0.28 percent external growth) and

is shown on Page 1 of Schedule WAR-4.

Q. What is your average dividend growth rate estimate using the DCF model
for the sample natural gas utilities?
A. Based on the DCF model, my average dividend growth rate estimate is

6.45 percent, which is also displayed on page 1 of Schedule WAR-4.

Q. How do your average dividend growth rate estimates compare with the
growth rate data published by Value Line and other analysts?

A. My 6.45 percent estimate is 14 basis points lower than the 6.59 percent
consensus projections published by Zacks Investment Research
(“Zacks”), exhibited in my Attachment B, and 12 basis points higher than
Value Line’s 4.33 percent projected estimates. As can also be seen on
Schedule WAR-6, the 6.45 percent estimate that | have calculated is 77
basis points higher than the 5.68 percent five-year historical average of
Value Line data (on EPS, DPS and BVPS) and is 123 basis point higher
than the 5.22 percent average of the 5-year EPS means provided by
Zacks, and the aforementioned percent five-year historical average of
Value Line data. In fact, my 6.45 percent estimate is 383 basis points
higher than the 2.62 percent Value Line 5-year compound history that is
also displayed on Schedule WAR-6. Based on the information presented

in Schedule WAR-6, | would say that my 6.45 percent estimate, which falls
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between Zack’s and Value Line’s projections, is a fair representation of the

growth estimates presented by securities analysts at this point in time.

Q. How did you calculate the dividend yields displayed in Schedule WAR-37?

A. | used the estimated annual dividends, for the next twelve-month period,
that appeared in Value Line’s March 13, 2009 Ratings and Reports
Natural Gas Utility update. | then divided those figures by the eight-week
average price per share of the appropriate utility's common stock. The
eight-week average price is based on the daily closing stock prices for
each of the companies in my proxies for the period March 30, 2009 to May

22, 2009.

Q. Based on the results of your DCF analysis, what is your cost of equity
capital estimate for the LDC’s included in your sample?
A. As shown in Schedule WAR-2, the cost of equity capital derived from my

DCF analysis is 11.40 percent.
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Capital Asset Pricing Model (CAPM) Method

Q.

Please explain the theory behind CAPM and why you decided to use it as
an equity capital valuation method in this proceeding.

CAPM is a mathematical tool that was developed during the early 1960’s
by William F. Sharpeg, the Timken Professor Emeritus of Finance at
Stanford University, who shared the 1990 Nobel Prize in Economics for
research that eventually resulted in the CAPM model. CAPM is used to
analyze the relationships between rates of return on various assets and
risk as measured by beta.'® In this regard, CAPM can help an investor to
determine how much risk is associated with a given investment so that he
or she can decide if that investment meets their individual preferences.
Finance theory has always held that as the risk associated with a given
investment increases, so should the expected rate of return on that
investment and vice versa. According to CAPM theory, risk can be
classified into two specific forms: nonsystematic or diversifiable risk, and
systematic or non-diversifiable risk. While nonsystematic risk can be
virtually eliminated through diversification (i.e. by including stocks of
various companies in various industries in a portfolio of securities),

systematic risk, on the other hand, cannot be eliminated by diversification.

® William F. Sharpe, “A Simplified Model of Portfolio Analysis,” Management Science, Vol. 9, No.
2 (January 1963), pp. 277-93.

' Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of
a market portfolio of assets. It is a measure of systematic or non-diversifiable risk. The returns
on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock
market; and if a stock’s beta is less than 1.0, its returns are less volatile or riskier than the overall
stock market.
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Thus, systematic risk is the only risk of importance to investors. Simply
stated, the underlying theory behind CAPM states that the expected return
on a given investment is the sum of a risk-free rate of return plus a market
risk premium that is proportional to the systematic (non-diversifiable risk)

associated with that investment. In mathematical terms, the formula is as

follows:
K=r+[B(rm-r)]
where: k = the expected return of a given security,
¢ = risk-free rate of return,
R = beta coefficient, a statistical measurement of a

security's systematic risk,
m = average market return (e.g. S&P 500), and

fm-r = market risk premium.

What types of financial instruments are generally used as a proxy for thé
risk-free rate of return in the CAPM model?
Generally speaking, the yields of U.S. Treasury instruments are used by

analysts as a proxy for the risk-free rate of return component.
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Q.

Please explain why U.S. Treasury instruments are regarded as a suitable
proxy for the risk-free rate of return?

As citizens and investors, we would like to believe that U.S. Treasury
securities (which are backed by the full faith and credit of the United
States Government) pose no threat of default no matter what their maturity
dates are. However, a comparison of various Treasury instruments will
reveal that those with longer maturity dates do have slightly higher yields.
Treasury yields are comprised of two separate components,’’ a real rate
of interest (believed to be approximately 2.00 percent) and an inflationary
expectation. When the real rate of interest is subtracted from the total
treasury yield, all that remains is the inflationary expectation. Because
increased inflation represents a potential capital loss, or risk, to investors,
a higher inflationary expectation by itself represents a degree of risk to an
investor. Another way of looking at this is from an opportunity cost
standpoint. When an investor locks up funds in long-term T-Bonds,
compensation must be provided for future investment opportunities
foregone. This is often described as maturity or interest rate risk and it
can affect an investor adversely if market rates increase before the
instrument matures (a rise in interest rates would decrease the value of

the debt instrument). As discussed earlier in the DCF portion of my

"Asa general rule of thumb, there are three components that make up a given interest rate or
rate of return on a security: the real rate of interest, an inflationary expectation, and a risk
premium. The approximate risk premium of a given security can be determined by simply
subtracting a 91-day T-Bili rate from the yield on the security.
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testimony, this compensation translates into higher rates of returns to the

investor.

Q. What security did you use for a risk-free rate of retun in your CAPM

analysis?

A. | used an eight-week average of the yields on a 5-year U.S. Treasury

instrument. The yields were published in Value Line’'s Selection and
Opinion publication dated April 3, 2009 through May 22, 2009 (Attachment

C). This resulted in a risk-free (r;) rate of return of 1.87 percent.

1Q. Why did you use the yield on a 5-year year U.S. Treasury instrument as

opposed to a short-term T-Bill?

A. While a shorter term instrument, such as a 91-day T-Bill, presents the

lowest possible total risk to an investor, a good argument can be made
that the yield on an instrument that matches the investment period of the
asset being analyzed in the CAPM model should be used as the risk-free
rate of return. Since utilities in Arizona generally file for rates every three
to five years, the yield on a 5-year U.s. Treasury Instrument closely
matches the investment period or, in the case of regulated utilities, the

period that new rates will be in effect.
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Q.

How did you calculate the market risk premium used in your CAPM
analysis?

| used both a geometric and an arithmetic mean of the historical total
returns on the S&P 500 index from 1926 to 2007 as the proxy for the
market rate of return (r,). For the risk-free portion of the risk premium
component (r7), | used the geometric mean of the total returns of long-term
government bonds for the same eighty-one year period. The market risk
premium (rm, - rf) that results by using these inputs is 5.10 percent (10.40%
- 5.30% = 5.10%). The market risk premium that results by using the

arithmetic mean calculation is 6.80 percent (12.30% - 5.50% = 6.80%).

How did you select the beta coefficients that were used in your CAPM
analysis?

The beta coefficients (B), for the individual utilities used in both my
proxies, were calculated by Value Line and were current as of March 13,
2009. Value Line calculates its betas by using a regression analysis
between weekly percentage changes in the market price of the security
being analyzed and weekly percentage changes in the NYSE Composite
Index over a five-year period. The betas are then adjusted by Value Line
for their long-term tendency to converge toward 1.00. The beta
coefficients for the LDC’s included in my sample ranged from 0.60 to 0.75

with an average beta of 0.67.
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What are the results of your CAPM analysis?

As shown on pages 1 and 2 of Schedule WAR-7, my CAPM calculation
using a geometric mean to calculate the risk premium results in an
average expected return of 5.26 percent. My calculation using an

arithmetic mean resuits in an average expected return of 6.39 percent.

Please summarize the results derived under each of the methodologies
presented in your testimony.
The following is a summary of the cost of equity capital derived under

each methodology used:

METHOD RESULTS
DCF 11.40%
CAPM 5.26% — 6.39%

Based on these resuits, my best estimate of an appropriate range for an
original cost of equity capital for UNSG is 5.26 percent to 11.40 percent.

My final recommended original cost of equity capital figure is 8.61 percent.
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How did you arrive at your recommended original cost of equity capital
figure of 8.61 percent?

My recommended original cost of equity capital figure of 8.61 percent is
the average of my DCF and CAPM results. The calculation can be seen

on Page 3 of Schedule WAR-1.

How does your recommended original cost of equity capital compare with
the cost of equity capital proposed by the Company?

The 11.00 percent cost of equity capital proposed by the Company is 239
basis points higher than the 8.61 percent original cost of equity capital that

| am recommending.

Current Economic Environment

Please explain why it is necessary to consider the current economic
environment when performing a cost of equity capital analysis for a
regulated utility.

Consideration of the economic environment is necessary because trends
in interest rates, present and projected levels of inflation, and the overall
state of the U.S. economy determine the rates of return that investors eamn
on their invested funds. Each of these factors represent potential risks
that must be weighed when estimating the cost of equity capital for a
regulated utility and are, most often, the same factors considered by

individuals who are also investing in non-regulated entities.
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Q.
A.

Please discuss your analysis of the current economic environment.

My analysis includes a brief review of the economic events that have
occurred since 1990. Schedule WAR-8 displays various economic
indicators and other data that | will refer to during this portion of my
testimony.

In 1991, as measured by the most recently revised annual change in
gross domestic product (“GDP"), the U.S. economy experienced a rate of
growth of negative 0.20 percent. This decline in GDP marked the
beginning of a mild recession that ended sometime before the end of the
first half of 1992. Reacting to this situation, the Federal Reserve Board
(“Federal Reserve” or “Fed”), then chaired by noted economist Alan
Greenspan, lowered its benchmark federal funds rate' in an effort to
further loosen monetary constraints - an action that resulted in lower

interest rates.

During this same period, the nation's major money center banks followed
the Federal Reserve's lead and began lowering their interest rates as well.
By the end of the fourth quarter of 1993, the prime rate (the rate charged
by banks to their best customers) had dropped to 6.00 percent from a

1990 level of 10.01 percent. In addition, the Federal Reserve's discount

12 This is the interest rate charged by banks with excess reserves at a Federal Reserve district
bank to banks needing overnight loans to meet reserve requirements. The federal funds rate is
the most sensitive indicator of the direction of interest rates, since it is set daily by the market,
unlike the prime rate and the discount rate, which are periodically changed by banks and by the
Federal Reserve Board, respectively.
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rate on loans to its member banks had fallen to 3.00 percent and short-
term interest rates had declined to levels that had not been seen since

1972.

Although GDP increased in 1992 and 1993, the Federal Reserve took
steps to increase interest rates beginning in February of 1994, in order to
keep inflation under control. By the end of 1995, the Federal discount rate
had risen to 5.21 percent. Once again, the banking community followed
the Federal Reserve's moves. The Fed's strategy, during this period, was
to engineer a "soft landing.” That is to say that the Federal Reserve
wanted to foster a situation in which economic grow"ch would be stabilized

without incurring either a prolonged recession or runaway inflation.

Q. Did the Federal Reserve achieve its goals during this period?
Yes. The Fed's strategy of decreasing interest rates to stimulate the
economy worked. The annual change in GDP began an upward trend in
1992. A change of 4.50 percent and 4.20 percent were recorded at the
end of 1997 and 1998 respectively. Based on daily reports that were
presented in the mainstream print and broadcast media during most of
1099, there appeared to be little doubt among both economists and the
public at large that the U.S. was experiencing a period of robust economic
growth highlighted by low rates of unemployment and inflation. Investors,

who believed that technology stocks and Internet company start-ups (with
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little or no history of earnings) had high growth potential, purchased these
types of issues with enthusiasm. These types of investors, who exhibited
what former Chairman Greenspan described as ‘“irrational exuberance,”
pushed stock prices and market indexes to all time highs from 1997 to

2000.

Q. What has been the state of the economy since 20017

The U.S. economy entered into a recession near the end of the first
quarter of 2001. The bullish trend, which had characterized the last half of
the 1990’s, had already run its course sometime during the third quarter of
2000. Economic data released since the beginning of 2001 had already
been disappointing during the months preceding the September 11, 2001
terrorist attacks on the World Trade Center and the Pentagon. Slower
growth figures, rising layoffs in the high technology manufacturing sector,
and falling equity prices (due to lower earnings expectations) prompted
the Fed to begin cutting interest rates as it had done in the early 1990's.
The now infamous terrorist attacks on New York City and Washington
D.C. marked a defining point in this economic slump and prompted the
Federal Reserve to continue its rate cutting actions through December
2001. Prior to the 9/11 attacks, commentators, reporting in both the
mainstream financial press and various economic publications including
Value Line, believed that the Federal Reserve was cutting rates in the

hope of avoiding a recession.
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Despite several intervals during 2002 and 2003 in which the Federal Open
Market Committee (“FOMC”) decided not to change interest rates — moves
which indicated that the worst may be over and that the recession might
have bottomed out during the last quarter of 2001 — a lackluster economy
persisted. The continuing economic malaise and even fears of possible
deflation prompted the FOMC to make a thirteenth rate cut on June 25,
2003. The quarter point cut reduced the federal funds rate to 1.00

percent, the lowest level in forty-five years.

Even though some signs of economic strength, mainly attributed to
consumer spending, began to crop up during the latter part of 2002 and
into 2003, Chairman Greenspan appeared to be concerned with sharp

declines in capital spending in the business sector.

During the latter part of 2003, the FOMC went on record as saying that it
intended to leave interest rates low “for a considerable periodi” After its
two-day meeting that ended on January 28, 2004, the FOMC announced
“that with inflation ‘quite low' and plenty of excess capacity in the
economy, policy-makers ‘can be patient in removing its policy

accommodation.™”

3 Wolk, Martin, “Fed holds interest rates steady,” MSNBC, January 28, 2004.
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Q.

What actions has the Federal Reserve taken in terms of interest rates
since the beginning of 20017

As noted earlier, from January 2001 to June 2003 the Federal Reserve cut
interest rates a total of thirteen times. During this period, the federal funds
rate fell from 6.50 percent to 1.00 percent. The FOMC reversed this trend
on June 29, 2004 and raised the federal funds rate 25 basis points to 1.25
percent. From June 29, 2004 to January 31, 2006, the FOMC raised the
federal funds rate thirteen more times to a level of 4.50 percent.

The FOMC's January 31, 2006 meeting marked the final appearance of
Alan Greenspan, who had presided over the rate setting body for a total of
eighteen years. On that same day, Greenspan's successor, Ben
Bernanke, the former chairman of the President's Council of Economic
Advisers and a former Fed governor under Greenspan from 2002 to 2005,
was confirmed by the U.S. Senate to be the new Federal Reserve chief.
As expected by Fed watchers, Chairman Bernanke picked up where his
predecessor left off and increased the federal funds rate by 25 basis
points during each of the next three FOMC meetings for a total of
seventeen consecutive rate increases since June 2004, and raising the
federal funds rate to a level of 5.25 percent. The Fed’s rate increase
campaign finally came to a halt at the FOMC meeting held on August 8,

2006, when the FOMC decided not to raise rates.
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Q.

What was the reaction in the financial community to the Fed's decision not
to raise interest rates?

As in the past, banks followed the Fed’s lead once again and held the
prime rate to a level of 8.25 percent, or 300 basis points higher than the

federal funds rate of 5.25 percent established on June 29, 2006.

How did analysts view the Fed’'s actions between January 2001 and
August 20067
According to an article that appeared in the December 2, 2004 edition of

The Wall Street Journal, the FOMC’s decision to begin raising rates two

years ago was viewed as a move to increase rates from emergency lows
in order to avoid creating an inflation problem in the future as opposed to
slowing down the strengthening economy.™ In other words, the Fed was
trying to head off inflation before it became a problem. During the period
following the August 8, 2006 FOMC meeting, the Fed’s decisions not to
raise rates were viewed as a gamble that a slower U.S. economy would

help to cap growing inflationary pressures.'

* McKinnon, John D. and Greg IP, “Fed Raises Rates by a Quarter Point,” The Wail Street
Journal, September 22, 2004.

'3 |p, Greg, “Fed Holds Interest Rates Steady As Slowdown Outweighs Inflation,” The Wall Street
Journal Online Edition, August 8, 2006.
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Q.

Was the Fed attempting to engineer another “soft landing”, as it did in the
mid-nineties, by holding interest rates steady?

Yes, however, as pointed out in an August 2006 article in The Wall Street

Journal by E.S. Browning, soft landings — like the one that the Fed
managed to pull off during the 1994-95 time frame, in which a recession or
a bear market were avoided — rarely happen'®. Since it began increasing
the federal funds rate in June 2004, the Fed had assured investors that it
would increase rates at a “measured” pace. Many analysts and
economists interpreted this language to mean that former Chairman
Greenspan would be cautious in increasing interest rates too quickly in
order to avoid what is considered to be one of the Fed’'s few blunders
during Greenspan's tenure — a series of increases in 1994 that caught the
financial markets by surprise after a long period of low rates. The rapid
rise in rates contributed to the bankruptcy of Orange County, California
and the Mexican peso crisis'’. According to Mr. Browning, at the time that
his article was published, the hope was that Chairman Bernanke would
succeed in slowing the economy “just enough td prevent serious inflation,
but not enough to choke off growth.” In other words, “a ‘Goldilocks

economy,’ in which growth is not too hot and not too cold.”

'8 Browning, E.S, “Not Too Fast, Not Too Slow...,” The Wall Street Journal Online Edition, August
21, 2006.

7 Associated Press (AP), “Fed begins debating interest rates” USA Today, June 29, 2004.
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Q.

Was the Fed's attempt to engineer a soft landing successful during the
period that followed the August 8, 2006 FOMC meeting?

it would appear so. Articles published in the mainstream financial press
were generally upbeat on the economy during that period. An example of
this is an article written by Nell Henderson that appeared in the January

30, 2007 edition of The Washington Post. According to Ms. Henderson, “a

year into [Fed Chairman] Bernanke’s tenure, the [economic] picture has
turned considerably brighter. Inflation is falling; unemployment is low;
wages are rising; and the economy, despite continued problems in

housing, is growing at a brisk clip.”®

What has been the state of the economy over the past two years?

Reports in the mainstream financial press during the majority of 2007
reflected the view that the U.S. economy was slowing as a result of a
worsening situation in the housing market and higher oil prices. The
overall outlook for the economy was one of only moderate growth at best.
Also during this period the Fed's key measure of inflation began to exceed
the rate setting body’s comfort level.

On August 7, 2007, the FOMC decided not to increase or decrease the

federal funds rate for the ninth straight time and left its target rate

'® Henderson, Nell, “Bullish on Bernanke” The Washington Post, January 30, 2007.
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unchanged at 5.25 percent.' At the time of the Fed's decision, analysts
speculated that a rate cut over the next several months was unlikely given
the Fed’s concern that inflation would fail to moderate. However, during
this same period, evidence of an even slower economy and a possible
recession was beginning to surface. Within days of the Fed’s decision to
stand pat on rates, a borrowing crisis rooted in a deterioration of the
market for subprime mortgages and securities linked to them, forced the
Fed to inject $24 billion in funds (raised through open market operations)
into the credit markets.?® By Friday, August 17, 2007, after a turbulent
week on Wall Street, the Fed made the decision to lower its discount rate
(i.e. the rate charged on direct loans to banks) by 50 basis points, from
6.25 percent to 5.75 percent, and took steps to encourage banks to
borrow from the Fed’'s discount window in order to provide liquidity to
lenders. According to an article that appeared in the August 18, 2007

edition of The Wall Street Journal, 2! the Fed had used all of its tools to

restore normalcy to the financial markets. If the markets failed to settle
down, the Fed’s only weapon left was to cut the Federal Funds rate —
possibly before the next FOMC meeting scheduled on September 18,

2007.

% |p, Greg, “Markets Gyrate As Fed Straddles Inflation, Growth” The Wall Street Journal, August
8, 2007

2 |p, Greg, “Fed Enters Market To Tamp Down Rate” The Wall Street Journal, August 9, 2007

2 |p, Greg, Robin Sidel and Randall Smith, “Fed Offers Banks Loans Amid Crises” The Wall
Street Journal, August 9, 2007
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Q.

Did the Fed cut rates as a result of the subprime mortgage borrowing
crises?

Yes. At its regularly scheduled meeting on September 18, 2007, the
FOMC surprised the investment community and cut both the federal funds
rate and the discount rate by 50 basis points (25 basis points more than
what was anticipated). This brought the federal funds rate down to a level
of 4.75 percent. The Fed’s action was seen as an effort to curb the
aforementioned slowdown in the economy. Over the course of the next
four months, the FOMC reduced the Federal funds rate by a total 175
basis points to a level of 3.00 percent — mainly as a result of concerns that
the economy was slipping into a recession. This included a 75 basis point
reduction that occurred one week prior to the FOMC'’s meeting on January

29, 2008.

What actions has the Fed taken in regard to interest rates over the past

year?

The Fed made two more rate cuts which included a 75 basis point
reduction in the federal funds rate on March 18, 2008 and an additional 25
basis point reduction on April 30, 2008. The Fed's decision to cut rates
was based on its belief that the slowing economy was a greater concern

than the current rate of inflation (which the majority of FOMC members
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believed would moderate during the economic slowdown).?? As a result of
the Fed’s actions, the federal funds rate was reduced to a level of 2.00
percent. From April 30, 2008 through September 16, 2008, the Fed took
no further action on its key interest rate. However, the days before and
after the Fed’'s September 16, 2008 meeting saw longstanding Wall Street
firms such as Lehman Brothers, Merrill Lynch and AlG failing as a result of
their subprime holdings. By the end of the week, the Bush administration
had announced plans to deal with the deteriorating financial condition
which had now become a worldwide crisis. The administrations actions
included former Treasury Secretary Henry Paulson’s request to Congress
for $700 billion to buy distressed assets as part of a plan to halt what has
been described as the worst financial crisis since the 1930’s?®. Amidst this
turmoil, the Fed made the decision to cut the federal funds rate by another
50 basis points in a coordinated move with foreign central banks on
October 8, 2008. This was followed by another 50 basis point cut during
the regular FOMC meeting on October 29, 2008. At the time of this
writing, the federal funds target rate now stands at 0.25 percent, the result
of a 75 basis point cut announced on December 16, 2008. After FOMC
meetings in January, March and April of 2009, the Fed elected not to

make any changes in the federal funds rate, stating in January that the

2 |p, Greg, “Credit Worries Ease as Fed Cuts, Hints at More Relief” The Wall Street Journal,
March 19, 2008

B soloman, Deborah, Michael R. Crittenden and Damian Paletta, “U.S. Bailout Plan Calms
Markets, But Struggle Looms Over Details” The Wall Street Journal, September 20, 2008
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rate would remain low “for some time.”** Presently, the Fed’s discount
rate is at 0.50 percent, a level not seen_since 1940s.>° Based on data
released during the early part of December 2008, the U.S. is now officially

in a recession which began in December of 2007.

Putting this all into perspective, how have the Fed’s actions since 2000
affected benchmark rates?

U.S. Treasury instruments are for the most part still at historically low
levels. The Fed’s actions have also had the overall effect of reducing the
cost of many types of business and consumer loans. As can be seen in
Schedule WAR-8, the previously mentioned federal discount rate (the rate
charged to the Fed’'s member banks), has fallen to 0.50 percent from 2.25

percent in 2008.

What has been the trend in other leading interest rates over the last year?
As of May 13, 2009, the leading interest rates have all dropped from the
levels that existed a year ago (Attachment C, Value Line Selection &
Opinion page 3529). The prime rate has fallen from 5.00 percent a year
ago to 3.25 percent. The benchmark federal funds rate, just discussed,

has decreased from 2.00 percent, in May 2008, to a level of 0.25 percent

2 Hilsenrath, Jon and Liz Rappaport, “Fed Weighs Idea of Buying Treasurys as Focus Shifts”

The Wall Street Journal, January 29, 2009

% HMilsenrath, Jon, “Fed Cuts Rates Near Zero to Battle Slump” The Wall Street Journal,

December 17, 2008
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(as a result of the December 16, 2008 rate cut discussed above). The
yields on all of the non-inflation protected maturities of U.S. Treasury
instruments exhibited in my Attachment C have also decreased over the
past year. A previous trend, described by former Chairman Greenspan as
a “conundrum”®, in which long-term rates fell as short-term rates
increased, thus creating a somewhat inverted yield curve that existed as
late as June 2007, is completely reversed and a more traditional yield
curve (one where yields increase as maturity dates lengthen) presently
exists (Attachment C). The 5-year Treasury yield, used in my CAPM
analysis, has fallen from 3.20 percent, in May 2008, to 1.98 percent as of
May 13, 2009. The 30-Year Treasury constant maturity rate also
decreased from 4.61 percent over the past year to 4.10 percent. These
current yields are considerably lower than corresponding yields that

existed during the early nineties and at the beginning of the current

decade (as can be seen on Schedule WAR-8).

What is the current outlook for the economy?
Value Line’s analysts have become more optimistic in their outlook on the
economy as of late and had this to say in their Quarterly Economic Review

that appeared in the May 29, 2009 edition of Value Line’s Selection and

Opinion publication:

% Wolk, Martin, “Greenspan wrestling with rate 'conundrum’,” MSNBC, June 8, 2005
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We probably have seen the low point in the business cycle, with the
six month period from early last fall through late this winter likely having
marked that trough. The business outlook, which deteriorated steadily
during this time—uwith housing, auto demand, retail sales, manufacturing,
and on manufacturing all slumping in tandem— has grown less troubling
in recent weeks. The lessening in the recession’s clout suggests that the
U.S. gross domestic product, which fell 6.3% in the fourth quarter of
2008 and by 6.1% in the opening period of this year, will decline by less
than half that amount in the quarter that ends on June 30th. It should be
noted that the surveys being issued largely detail a reduction in the
economic downturn’s severity, rather than any appreciable pickup in
strength. In our view, we are stil months away from a sustained
business upturn. The best that seems ahead in the next 12 to 18 months
is an uneven and understated recovery, with quarterly growth only
gradually rising above 2%. We think it will be late 2010 or early 2011

before the economy really gets rolling.

Q. What is Value Line’s outlook for interest rates?

A. In the Selection and Opinion publication noted above, Value Line's

analysts had this to say:

Interest Rates: Late last year, with the threat of a deepening recession,
or worse, increasing by the day, the Federal Reserve voted to lower the
Federal Funds rate (the rate charged on overnight loans between banks)
to near zero. That is where they remain now and are likely to stay for a
year or more. Other short-term interest rates — notably on three-and
six-month Treasury bills — remain negligible, as do yields on money
market funds and bank certificates of deposit of short duration. Longer-
term fixed-income instruments (i.e., 10-year Treasury notes and 30-year
Treasury bonds), where yields are more closely tied to long-range
inflationary expectations, are also low by recent standards, at 3.2% and
4.2%, respectively. Here, though, yields are trending higher, as some
market forecasters opine that inflation will pose a problem later in the
pending business recovery. Time will tell if such worries are justified.
Long-term interest rates are not yet serious competition for stocks, but
they could become so with even a moderate further increase.

Q. What is Value Line’s opinion on the current rate of inflation?

A. Also in the Selection and Opinion publication noted above, Value Line's

analysts had this to say:
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Inflation: The major story here has been the ratcheting down of inflation
since late last year, when declining global economic activity and plunging
oil prices helped bring about selective deflation, or falling prices.
Producer (wholesale) and consumer prices fell further during the opening
quarter of 2009, albeit less sharply than in the preceding three months,
as demand for labor, raw materials, and energy all contracted. The
threat of deflation now seems to be lessening, as the decline in
economic activity slows. Our sense is that aggregate price changes will
be limited in the second quarter of this year and that inflation will start to
selectively edge higher by the fourth quarter. Somewhat higher producer
and consumer prices are likely in 2010. We think it will be 2011 or 2012,
before there is much chance of an inflation problem.

Q. How are natural gas utilities faring in the current economic environment?
Natural gas utilities appear to be doing well and represent a safe
investment according to Value Line analyst Richard Gallagher. In the
March 13, 2009 quarterly update on the natural gas industry Mr. Gallagher

stated the following:

The Natural Gas Utility Industry has performed well in recent months.
This is impressive given the weak economy and a tough regulatory
environment. Despite these challenges, companies in this sector
continue to deliver solid results and represent a relatively safe option
amid the turmoil in the world’s financial markets. As a result, this group
has risen near the top of our industry spectrum.

Mr. Gallagher went on to state:

The global economy continues to struggle. Tight credit and a slumping
real estate market are among the main factors contributing to the
recessionary environment. Furthermore, these conditions continue to
weigh on results in this sector. Indeed, usage continues to decline as
customers have become more cost conscious. Moreover, bill collection
has become increasingly difficult as unemployment and foreclosures
continue to rise. Despite the aforementioned conditions, investors should
note that this group is an interesting defensive play. While these factors
will likely continue to impact the utilities, this industry should perform well
compared to the rest of the market in the months ahead. Natural Gas
Utilities generally have solid balance sheets and predictable cash flows,
which is appealing given the weakness in the economy.
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Mr. Gallagher concluded:

The Natural Gas Utility sector has climbed near the top of our industry
spectrum in recent months. Indeed, it features numerous timely stocks.
In fact, UG holds our highest rank (1) for Timeliness. However, various
other companies are ranked to outperform the market over the coming
six to 12 months. What's more, the majority of the equities in this industry
offer above-average yields. Most notably, Nicor, AGL Resources and
Atmos Energy all offer attractive payouts supported by steady cash
flows. Therefore, investors looking for a good play in the year ahead
should consider some of the names in this group.

After weighing the economic information that you've just discussed, do you
believe that the cost of equity that you have estimated is reasonable for
UNSG?

| believe that my recommended cost of equity will provide UNSG with a
reasonable rate of return on the Company's invested capital when
economic data on interest rates (that are still low by historical standards)
and a low and stable outlook for inflation are all taken into consideration.
As | noted earlier, the Hope decision determined that a utility is entitled to
earn a rate of return that is commensurate with the returns it would make
on other investments with comparable risk. | believe that my DCF

analysis has produced such a return.

COST OF DEBT

Have you reviewed UNSG'’s testimony on the Company-proposed cost of
long-term debt?

Yes, | have reviewed the testimony prepared by Mr. Grant.
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Q. Do you agree with Mr. Grant's inclusion of the amortized debt discount
and expenses and losses attributed to reacquired debt and the credit
facility fees to arrive at his final cost of debt figure of 6.49 percent?

A. Yes.

Q. What cost of long-term debt are you recommending for UNSG?

I am recommending that the Commission adopt the Company proposed
cost of debt of 6.49 percent.

CAPITAL STRUCTURE

Q. Have you reviewed UNSG's testimony regarding the Company's proposed
capital structure?

A. Yes.

Q. Please describe the Company's proposed capital structure.

The Company is proposing that the Commission adopt the Company’s
actual test year capital structure comprised of 50.01 percent long-term
debt and 49.99 percent common equity.

Q. What capital structure are you proposing for UNSG?

| am also recommending that the Commission adopt the Company's
actual test year capital structure comprised of 50.01 percent long-term

debt and 49.99 percent common equity.
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Q.

A.

Is UNSG’s actual capital structure in line with industry averages?

For the most part yes. UNSG'’s actual test year capital structure is very
close to the capital structures of the LDC's included in my cost of capital
analysis. As can be seen in Schedule WAR-9, the capital structures for
those utilities averaged approximately 46 percent for debt and 54 percent

for equity (53.4 percent common equity + 0.7 percent preferred equity).

WEIGHTED COST OF CAPITAL

Q.

How does the Company's proposed weighted average cost of capital
compare with your recommendation?

The Company has proposed an unadjusted weighted average cost of
capital of 8.75 percent. This composite figure is the result of a weighted
average of UNSG's proposed 6.49 percent cost of long-term debt and
11.00 percent cost of common equity. The Company-proposed 8.75
percent OCRB weighted cost of capital is 120 basis points higher than the
7.55 percent OCRB weighted cost that | am recommending which is the
weighted cost of my recommended 6.49 percent cost of long-term debt
and my recommended 8.61 percent cost of common equity. In its
Application, the Company makes a 79 basis point upward adjustment to
the aforementioned 8.75 percent weighted average cost of capital in order
to arrive at a 9.54 percent OCROR that produces the same level of

operating income as the Company-proposed 6.80 percent FVROR does.
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Q. How does the Company's proposed FVROR of 6.80 percent compare with
RUCO’s recommendation?
A. The Company has proposed a FVROR of 6.80 percent which is 142 basis

points higher than the 5.38 percent FVROR that RUCO is recommending.

Q. Why is RUCO recommending a FVROR that is lower than the OCROR

that was derived from the results of your DCF and CAPM analyses?

A. As | explained earlier in my testimony, the lower FVROR removes an

inflation expectation that is embedded in the OCROR. The method that
RUCO has relied on to arrive at its recommended 5.38 percent FVROR is
consistent with the provisions contained in Decision No. 70441 which
established a FVROR for Chaparral City Water Company (“Remand
Proceeding”). During the Remand Proceeding, the Commission was
required to develop an appropriate rate of return on Chaparral's FVRB
under a remand order from the Arizona Court of Appeals. In doing so, the
Commission adopted, in part, a methodology that was proposed by Ben
Johnson, Ph.D., an expert witness who testified on behalf of RUCO on the

FVRB rate of return issue that was central to that proceeding.”’

2 On September 30, 2005, the Commission issued Decision No. 68176 which granted a

permanent rate increase to Chaparral. Following the Commission's decision on the matter, the
Company filed an application for rehearing on which the Commission took no action. Chaparral
subsequently filed an appeal with the Arizona Court of Appeals, Division One ("Court of
Appeals”). The Company's appeal claimed that Chaparral was denied a fair rate of return on its
invested capital as a result of the Commission's established method of calculating a level of
operating income based on the Company's fair value rate base ("FVRB"). On February 13, 2007,
the Court of Appeals issued a Memorandum Decision which affirmed in part, vacated, and
remanded Decision No. 68176 to the Commission for further determination.
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Q.
A.

What did Dr. Johnson recommend in the Remand Proceeding?

Dr. Johnson recommended that a 200 basis point adjustment be made to
the original weighted average cost of capital in order to remove the effects
of general inflation from Chaparrals FVRRB. His recommendation was
based on the low end of a range of figures that represented the difference
between Treasury Inflation-Protected Securities (“TIPS”) and U.S.

Treasury bonds with similar liquidity and maturity characteristics.

Did the Commission adopt Dr. Johnson’s recommendation?

In part, yes. The Commission adopted a FVROR that was derived from a
an inflation adjustment that reduced the cost of common equity by 200
basis points as opposed Dr. Johnson’s recommendation to reduce the

original weighted average cost of capital by 200 basis points.

Have you calculated a similar inflation adjustment in this case?

Yes.

How did you calculate your inflation adjustment?

| relied on the same data sets of information that Dr. Johnson used to
develop his inflation factor adjustment during the Remand Proceeding
(Schedule WAR-1, Page 4 of 4). Since there was virtually no change in
the average of the data — which compared TIP’s and U.S. Treasury bonds

with similar liquidity and maturity characteristics, | am recommending that
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a 250 basis point adjustment be used to arrive at an appropriate FVROR

for UNSG.

COMMENTS ON UNSG’S COST OF EQUITY CAPITAL TESTIMONY

Q. What methods did Mr. Grant use to arrive at his cost of common equity for
UNSG?

A. Mr. Grant used a DCF methodology and a CAPM methodology to estimate
UNSG’s cost of common equity. He also relied on a bond yield plus risk
premium approach.

Q. Can you provide a comparison of the results derived from your respective
DCF and CAPM models?

A. Yes.

DCF Comparison

Q. Were there any differences in the way that you conducted your DCF
analysis and the way that Mr. Grant conducted his?

A. Yes, Mr. Grant relied on the results of a multi-stage DCF model, using the

proxy of ten LDC's that | described earlier in my testimony, as opposed to
the single-stage constant growth model that | relied on. Mr. Grant stated
that his decision to rely solely on the multi-stage model was based on his
belief that the single-stage constant growth model cannot be applied to
companies having expected near-term growth rates that are significantly

higher or lower than their long-term growth potential.
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Q.

Do you agree with Mr. Grant’s rationale for not relying on the single-stage
DCF model?

No. The long-term growth rate that Mr. Grant uses in the second stage of
his multi-stage DCF model is a 6.30 percent figure that is the sum of a
3.40 percent average of real economic growth from 1929 through 2007,
and 2.90 percent expected rate of inflation. The use of such a growth
estimate assumes that the long-term growth rate for the natural gas
utilities in his sample will be a combination of analysts' long-term growth
rate projections and the growth rate of all goods and services produced by
labor and property in the U.S. adjusted for inflation. A good argument can
be made that more emphasis should be placed on the near-term
component of Mr. Grant's multi-stage DCF model as opposed to the long-

term growth rate that is carried out into perpetuity.

Why didn’t you conduct a multi-stage DCF analysis like the one conducted
by Mr. Grant?

Primarily because the growth rate component that | estimated for my
single-stage model already takes into consideration both a near-term and
a 5-year long-term growth rate projection that are specific to the LDC’s
included in my proxy. As with the use of a 5-year treasury instrument for
the risk free rate of return in my CAPM model, this 5-year investment
horizon is very close to the 3 to 5-year periods that utilities in Arizona

apply for rate relief.
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Q.

What is the difference between Mr. Grant’'s DCF estimate and your DCF
estimate?

Mr. Grant's DCF high and low estimates, derived from his multi-stage
model, of 9.50 percent and 11.20 percent are 190 to 20 basis points lower
than the 11.40 percent cost of common equity derived from my DCF
analysis which is a mean average of the DCF estimates of the ten LDC’s

in my proxy.

Does Mr. Grant provide an estimate that is based on the single-stage
model that you employed?

Not directly, however the exhibits contained in his testimony contain inputs
and estimates used in his multi-stage model that can also be used in the
single-stage model. Using the inputs and estimates that appear in Mr.
Grant's exhibits, a single-stage model would produce a mean average
estimate of 9.17 percent or 223 basis points lower than my 11.40 percent
estimate. Using Mr. Grant's same 5-year DCF growth estimates for each
of the LDC's in our sample, and substituting his dividend and stock price
inputs with more recent data that | relied on, produces a mean average
estimate of 10.18 percent which is 122 basis points lower than my single-

stage DCF estimate.
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Q. Have there been any changes in closing stock prices since Mr. Grant filed

his direct testimony?

A. Yes. The stock prices for the LDC’s used in our proxies have fallen since

Mr. Grant filed his direct testimony, thus producing higher dividend yields.

The difference between the average closing stock prices used in my

analysis and Mr. Grant's analysis are as follows:

AGL

ATO

LG

NJR

GAS

NWN

PNY

SJl

SWX

WGL

Rigsby Grant Difference
$28.35 $32.85 -$4.50
$23.79 $26.75 -$2.96
$34.89 $44.93 -$10.04
$32.51 $34.96 -$2.45
$32.52 $43.60 -$11.08
$41.80 $46.95 -$5.15
$24.50 $28.07 -$3.57
$34.87 $34.91 -$0.04
$20.23 $29.26 -$9.03
$30.85 $32.74 -$1.89

57




O WN

\'

10

11

12

13

14

16

16

17

18

19

20

21

22

23

24

25

Direct Testimony of William A. Rigsby
UNS Gas, Inc.
Docket No. G-04204A-08-0571

The differences in our respective dividend yields are as follows:

Basis Point

Rigsby Grant Difference

AGL 6.07% 5.27% 80
ATO 5.55% 5.08% 46
LG 4.41% 3.45% 96
NJR 3.81% 3.32% 50
GAS 5.72% 4.27% 145
NWN 3.78% 3.39% 39
PNY 4.42% 3.81% 43
SJl 6.51% 3.24% 327
SWX 4.70% 3.18% 152
WGL 4.67% 4.43% 24

Based on this information it is fair to say that a single stage model using
updated stock prices, while holding Mr. Grant's other DCF growth
component estimates constant, would produce a lower single-stage DCF

estimate than the one that | have calculated.
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CAPM Comparison

Q.

Please describe the differences in the way that you conducted your CAPM
analysis and the way that Mr. Grant conducted his?

The main difference between Mr. Grant’'s CAPM analysis and mine is that
he relied solely on an arithmetic mean of the historical returns on the S&P
500 index from 1926 to 2007 as the proxy for the market rate of return (i.e.
rm) in order to arrive at his market risk premium (i.e. ry, - 1) in his CAPM
model. His 7.10 percent market risk premium, based on an arithmetic
mean, is 30 basis points higher than the 6.80 percent market risk premium

which | obtained from Morningstar data.

What financial instrument did Mr. Grant use as a proxy for the risk free
(i.e. ry) rate in his CAPM model?

Mr. Grant used the yield to maturity on a 20-year U.S. Treasury
instrument, which was 4.53 percent around the time that his direct

testimony was filed in November 2008.

What is the current yield on a 20-year U.S. Treasury bond?

As of the week ended May 22, 2007 the yield on a 20-year U.S. Treasury

bond was 4.22 percent.
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Q.

Do you agree with Mr. Grant's use of a 20-year Treasury rate as the risk
free proxy in the CAPM model?

No. As | stated earlier in my testimony, | believe that a 5-year instrument
is more appropriate given the fact that utility rates are generally in effect

for a 3 to 5-tear time frame.

Did Mr. Grant use the same Value Line betas that you used in your CAPM
analysis?

Yes. However Value Line’s betas for the LDC’s in our proxies have
decreased since Mr. Grant filed his direct testimony. The mean average
of the Value Line betas used by Mr. Grant is 0.87 as opposed to my

average beta of 0.67, which was current as of March 13, 2009.

What is the difference between Mr. Grant's CAPM estimate and your
CAPM estimate?

Mr. Grant's CAPM estimate, derived from his arithmetic mean model, of
10.70 percent is 431 basis points higher than the 6.39 percent cost of
common equity derived from my arithmetic mean CAPM analysis and 544
basis points higher than my 5.26 percent cost of common equity derived
from my geometric mean CAPM analysis. Updating Mr. Grant's risk free
rate of return and beta inputs in his CAPM model would produce an
expected return of 8.98, which is 172 basis points lower than the 10.70

percent figure presented in his testimony.
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Final Cost of Equity Estimate

Q.

How did Mr. Grant arrive at his proposed 11.00 percent cost of common
equity for UNSG?

Mr. Grant used his own judgment to arrive at his proposed 11.00 percent
cost of equity capital which is based on the results of his DCF, CAPM and
risk premium analyses. He also compared UNSG'’s credit rating with the

bond ratings of A-rated and Baa-rated utilities.

How did Mr. Grant arrive at his proposed 6.80 percent fair value rate of
return?

Mr. Grant again relied on his own judgment and stated that the 6.80
percent fair value rate of retun was lower than the results he obtained by
using the method that | relied on, which was adopted in Decision No.
70441 (and another method proposed by ACC Staff), and would produce
an operating income of $256 million. According to Mr. Grant, this is the
level of income needed to provide UNSG’s with the ability to earn its cost

of capital, maintain creditworthiness and attract capital.

Does your silence on any of the issues, matters or findings addressed in
the testimony of Mr. Grant or any other witness for UNSG constitute your
acceptance of their positions on such issues, matters or findings?

No, it does not.
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Q. Does this conclude your testimony on UNSG?

A. Yes, it does.
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Qualifications of William A. Rigsby, CRRA

EDUCATION: University of Phoenix
Master of Business Administration, Emphasis in Accounting, 1993

Arizona State University
College of Business
Bachelor of Science, Finance, 1990

Mesa Community College
Associate of Applied Science, Banking and Finance, 1986

Society of Utility and Regulatory Financial Analysts

38th Annual Financial Forum and CRRA Examination
Georgetown University Conference Center, Washington D.C.
Awarded the Certified Rate of Return Analyst designation
after successfully completing SURFA’'s CRRA examination.

Michigan State University
Institute of Public Utilities
N.A.R.U.C. Annual Regulatory Studies Program, 1997 &1999

Florida State University
Center for Professional Development & Public Service
N.A.R.U.C. Annual Western Utility Rate School, 1996

EXPERIENCE: Public Utilities Analyst V
Residential Utility Consumer Office
Phoenix, Arizona
April 2001 — Present

Senior Rate Analyst

Accounting & Rates - Financial Analysis Unit
Arizona Corporation Commission, Utilities Division
Phoenix, Arizona

July 1999 — April 2001

Senior Rate Analyst

Residential Utility Consumer Office
Phoenix, Arizona

December 1997 — July 1999

Utilities Auditor 1! and 111

Accounting & Rates — Revenue Requirements Analysis Unit
Arizona Corporation Commission, Utilities Division

Phoenix, Arizona

October 1994 — November 1997

Tax Examiner Technician | / Revenue Auditor 1

Arizona Department of Revenue

Transaction Privilege / Corporate Income Tax Audit Units
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Utility Company
ICR Water Users Association
Rincon Water Company

Ash Fork Development
Association, Inc.

Parker Lakeview Estates
Homeowners Association, Inc.

Mirabell Water Company, Inc.

Bonita Creek Land and
Homeowner's Association

Pineview Land &
Water Company

Pineview Land &
Water Company

Montezuma Estates
Property Owners Association

Houghland Water Company

Sunrise Vistas Utilities
Company — Water Division

Sunrise Vistas Utilities
Company — Sewer Division

Holiday Enterprises, inc.
dba Holiday Water Company

Gardener Water Company

Cienega Water Company

Rincon Water Company

Vail Water Company

Bermuda Water Company, Inc.

Bella Vista Water Company

Pima Utility Company

Docket No.
U-2824-94-389
U-1723-95-122

E-1004-95-124

U-1853-95-328

U-2368-95-449

U-2195-95-494

U-1676-96-161

U-1676-96-352

U-2064-96-465

U-2338-96-603 et al

U-2625-97-074

U-2625-97-075

U-1896-97-302
U-2373-97-499

W-2034-97-473

W-1723-97-414
W-01651A-97-0539 et al
W-01812A-98-0390
W-02465A-98-0458

SW-02199A-98-0578

Type of Proceeding

Original CC&N

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Financing

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase
Rate Increase
Rate Increase

Financing/Auth.
To Issue Stock

Rate Increase
Rate Increase
Rate Increase

Rate Increase
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

UtiIityA Company

Pineview Water Company
.M. Water Company, Inc.
Marana Water Service, Inc.
Tonto Hills Utility Company

New Life Trust, Inc.
dba Dateland Utilities

GTE California, Inc.

Citizens Utilities Rural Company, Inc.

MCO Properties, Inc.

American States Water Company
Arizona-American Water Company

Arizona Electric Power Cooperative

360networks (USA) Inc.

Beardsley Water Company, Inc.

Mirabell Water Company

Rio Verde Utilities, Inc.

Arizona Water Company

Loma Linda Estates, Inc.
Arizona Water Company
Mountain Pass Utility Company
Picacho Sewer Company
Picacho Water Company
Ridgeview Utility Company
Green Valley Water Company
Bella Vista Water Company

Arizona Water Company

Docket No.

W-01676A-99-0261
W-02191A-99-0415
W-01493A-99-0398

W-02483A-99-0558

W-03537A-99-0530
T-01954B-99-0511
T-01846B-99-0511
W-02113A-00-0233
W-02113A-00-0233
W-01303A-00-0327
E-01773A-00-0227
T-03777A-00-0575
W-02074A-00-0482
W-02368A-00-0461

WS-02156A-00-0321 et al

W-01445A-00-0749
W-02211A-00-0975
W-01445A-00-0962
SW-03841A-01-0166
SW-03709A-01-0165
W-03528A-01-0169
W-03861A-01-0167
W-02025A-01-0559
W-02465A-01-0776

W-01445A-02-0619

Type of Proceeding

WIFA Financing
Financing
WIFA Financing

WIFA Financing

Financing

Sale of Assets
Sale of Assets
Reorganization
Reorganization
Financing
Financing
Financing
WIFA Financing
WIFA Financing

Rate Increase/
Financing

Financing
Rate Increase
Rate Increase
Financing
Financing
Financing
Financing
Rate Increase
Rate Increase

Rate Increase
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

Utility Compan

Arizona-American Water Company
Arizona Public Service Company
Rio Rico Utilities, Inc.

Qwest Corporation

Chaparral City Water Company
Arizona Water Company

Tucson Electric Power

Southwest Gas Corporation
Arizona-American Water Company
Black Mountain Sewer Corporation
Far West Water & Sewer Company
Gold Canyon Sewer Company
Arizona Public Service Company
Arizona-American Water Company
Arizona-American Water Company
Arizona-American Water Company
UNS Gas, Inc.

Arizona-American Water Company
Tucson Electric Power

Southwest Gas Corporation
Chaparral City Water Company
Arizona-American Water Company
Far West Water & Sewer Company

Johnson Utilities, LLC

Docket No.

W-01303A-02-0867 et al.

E-01345A-03-0437
WS-02676A-03-0434
T-01051B-03-0454
W-02113A-04-0616
W-01445A-04-0650
E-01933A-04-0408
G-01551A-04-0876
W-01303A-05-0405
SW-02361A-05-0657
WS-03478A-05-0801
SW-02519A-06-0015
E-01345A-05-0816
W-01303A-06-0014
W-01303A-05-0718
W-01303A-05-0405
G-04204A-06-0463
W-01303A-07-0209
E-01933A-07-0402
G-01551A-07-0504

W-02113A-07-0551

W-01303A-08-0227 et al.

WS-03478A-08-0608

WS-02987A-08-0180

Type of Proceeding

Rate Increase

Rate Increase

Rate Increase
Renewed Price Cap
Rate Increase

Rate Increase

Rate Review

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase
Transaction Approval
ACRM Filing

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase
Interim Rate Increase

Rate Increase
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NATURAL GAS UTILITY 446

The Natural Gas Utility Industry has performed
well in recent months. This is impressive given the
weak economy and a tough regulatory environ-
ment. Despite these challenges, companies in this
sector continue to deliver solid results and repre-
sent a relatively safe option amid the turmoil in
the world’s financial markets. As a result, this
group has risen near the top of our industry
spectrum.

Economic Environment

The global economy continues to struggle. Tight credit
and a slumping real estate market are among the main
factors contributing to the recessionary environment.
Furthermore, these conditions continue to weigh on
results in this sector. Indeed, usage continues to decline
as customers have become more cost conscious. More-
over, bill collection has become increasingly difficult as
unemployment and foreclosures continue to rise. Despite
the aforementioned conditions, investors should note
that this group is an interesting defensive play. While
these factors will likely continue to impact the utilities,
this industry should perform well compared to the rest of
the market in the months ahead. Natural Gas Utilities
generally have solid balance sheets and predictable cash
flows, which is appealing given the weakness in the
economy.

Regulation

This group is regulated by state commissions that
dictate the return on equity these utilities can achieve.
Consequently, the regulatory environment has a heavy
bearing on each individual company’s results. If a utility
does not have ample relief, its budget can become
strained. As a result, a company’s infrastructure can age
and profitability can decline. On the other hand, a
favorable ruling can position a utility to register steady
gains and allow it to build its infrastructure. Therefore,
rate cases remain the main theme in this sector. On
point, numerous companies currently have rate cases
pending. Southwest Gas, Nicor, AGL Resources are all
awaiting decisions, which should drive their perfor-
mance going forward. Moreover, energy efficiency will
likely become an increasingly important factor in these
decisions given the new administration in the White
House. As the United States moves in this direction,

Composite Statistics: Natural Gas Utility
2005 | 2006 | 2007 | 2008 | 2009 | 2010 1214
35075 | 38273 | 38528 | 40000| 41500 42750 | Revenues ($mill) 51250
1386.0 | 15533 | 15624 | 1650} 1725] 1800 | Net Profit (Smill) 2150
36.0% | 35.3% | 33.9% | 36.0% | 36.0% | 36.0% | income Tax Rate 36.0%
3.8% | 4.0% | 41%| 41%| 4.2%| 4.2% | Net Profit Margin 4.2%
51.3% | 51.2% | 50.4% | 51.0% | 51.0%| 51.0% | Long-Term Debt Ratio 52.0%
48.4% | 48.7% | 49.5% | 48.0% ; 48.0% | 48.0% | Common Equity Ratio 46.0%
29218 | 30847 | 32263 | 33750 | 33250 | 34750 | Total Capital (Smill) 40000
30894 | 325431 33936 35250 | 36750 38500 | Net Plant ($mill) 46250
65% ! 6.8% | 65%| 65%| 65%| 6.5%| Return on Total Cap'l 7.0%
9.7% | 10.2% | 9.8% | 10.0% | 10.0% | 10.5% | Return on Shr. Equity 11.0%
9.8% | 10.2% | 9.8% | 10.0%| 10.0%| 10.5% | Return on Com Equity 11.0%
35% | 4.0% | 37%| 40%| 4.0%| 4.5% | Retainedto ComEq 5.0%
65% | 61%| 62% 63% | 63% 64% | All Div'ds to Net Prof 65%
74| 156] 166 sord fhures are | Avg Ann'l PIE Ratio 139
| 84 88 Value Line | Relative PJE Ratio .85

estifnates

38% | 3.9%| 37% Avg Ani’l Div'd Yield 4.6%
315% | 327% | 336% | 350% | 375% | -375% | Fixed Charge Coverage 400%

INDUSTRY TIMELINESS: 5 (of 99)

utilities that embrace energy conservation measures
may benefit from a more favorable regulatory environ-
ment.

Nonregulated Ventures

A strategy that is becoming increasingly common is
nonregulated ventures. These opportunities allow com-
panies to diversify their operations and gain income that
is not subject to the state regulatory commissions. These
businesses currently make up only a small portion of
this sector’s profits but will likely become a more impor-
tant opportunity in the years ahead.

Weather

The peak heating season is just about coming to an
end. This period is when these utilities have their best
opportunity to past strong results on the bottom line.
Looking ahead, these companies will likely turn their
attention to strengthening their operations and better
managing their costs as we move toward the summer
months.

Weather abnormalities can hurt results. Many of
these businesses have weather-adjusted rate mecha-
nisms that are used to hedge the risk of unseasonable
weather. Thus, investors should keep an eye out for
utilities that rely on this strategy since they usually
have a relatively steady performance.

Conclusion

The Natural Gas Utility sector has climbed near the
top of our industry spectrum in recent months. Indeed, it
features numerous timely stocks. In fact, UG/ holds our
highest rank (1) for Timeliness. However, various other
companies are ranked to outperform the market over the
coming six to 12 months. What's more, the majority of
the equities in this industry offer above-average yields.
Most notably, Nicor, AGL Resources and Atmos Energy
all offer attractive payouts supported by steady cash
flows. Therefore, investors looking for a good play in the
year ahead should consider some of the names in this

group.
Richard Gallagher
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(B) Diluted earnings per share. Excl. nonrecur- | historically paid early March, June, Sept., and

RECENT PE Trailing: 9.2 \|RELATIVE DIvD
AGLRESOURCES wysess. [ 25920 9.2k dwe 0.001% 6.7% D |
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Institutionat Decisions % TOT.%ETUR:{ f,’,?,’;,_
102008 202008  3Q2008 STOCK INDEX
oy W g R e et T
Rdsow_a7os6 ac7es asvoe | 20 © ] ]]E[thﬂﬂﬂl]liﬂ!dldﬂhﬂltﬂﬂﬁ Sy, 161 a4
1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 [ 2002 | 2003 | 2004 [2005 {2006 [ 2007 | 2008 [ 2009 | 2010 | ©VALUE LINE PUB., INC] 12-14
2273| 2359 1832 2191 2275| 2336 1871 11.25| 19.04 | 1532 | 1525 | 2389 | 34.98 | 3373 | 3284 | 3641 | 3590 | 36.40 [Revenuespersh A 39.40
225| 2241 233 249 242 265| 229 286| 331 338| 347 | 329 420 450 | 465| 468| 470| 4.85|“CashFlow” persh 5.30
108 147 133] 137f 137 14 81 129 150 | 182 | 208| 228 248 272 272%: 2M 270 | 2.85 |Earnings pershA8 3.20
104 104] 104| 1.06) 1.08] 108} 08| 108} 108| 108| 111 1451 130 148 1641 168| 172| 176 |Divids Decl'd per sh Cu 1.88
248 237 27| 2377 2597 2057 251 282| Z2B3} 330 246| 344 | 344 326 338| 484 435 4.30 Cap'lSpending persh 5.00
990| 1019] 1012; 10.56| 1099 1142| 11.59| 11.50 | 1219 | 1252 | 14.66 | 18.06 | 19.28 | 20.71 | 21.74 | 2148 | 21.55| 21.85 |Book Value persh © 21.75
49.72| 50.86| 5502| 55.70| 56.60| 57.30| 57.10| 5400 | 55.10 | 56.7D | G4.50 | 76.70 | 77.70 | 77.70 | 7640 | 76.90 | 78.00| 79.00 Common Shs Outst'g E |  85.00
179 15.1 126 138 4r|] 138] 214 13.6 14.6 125 125 134 14.3 135 14.7 12.3 | Bold figires are |Avg Ann’l PIE Ratio 15.0
1.06 .99 B4l 86 85 J20 12 .88 15 .68 R .68 18 13 18 76| ValusiLine Relative P/E Ratio 1.00
54% | 59% | 62%| 56% | 54% | 55% | 55% | 62% | 49% | 47% | 4.3% | 39% | 3.7% | 4.0% | 41%| 50% estimates Avg Ann’l Div'd Yield 3.9%
CAPITAL STRUCTURE as of 12/31/08 1068.6 | 6074 | 1049.3 | 8689 | 983.7 | 18320 | 2718.0 | 2621.0 | 2494.0 | 2800.0 | 2800 | 2875 |Revenues ($milf) A 3350
Total Debt $2541.0 mill. Due in 5 Yrs $1410 mifl. 521 | 714 823 103.0 | 1324 | 1530 | 1930 | 2120 | 214.0| 207.6| 210 225 |Net Profit ($mill) 27
g&iﬂﬁé}gﬁgﬂ i $800mil. 1753 1o T34.3% | 40.7% | 36.0% | 35.3% | 370% | 37.7% | 37.8% | 37.6% | 38.0% | 38.0% | Ja.0% |Income Tax Rate 38.0%
ge: 4. A9% [ 14.7% | 7.8% | 11.9% | 13.5% | 84% | 74% | 81% | 8.5% [ 74% | 7.5% | 7.8% |NetProfit Margin 8.1%
Leases, Uncapitalized Annual rentals $30.0 milf. 453% | 45.9% | 61.3% | 58.3% | 50.3% | 54.0% | 51.9% | 50.2% | 50.2% | 50.3% | 50.0% | 46.5% |Long-Term Debt Ratio 45.0%
Pension Assets-12/08 $242.0 mill. 49.2% | 48.3% | 38.7% | 41.7% | 49.7% | 46.0% | 48.1% | 49.8% | 49.8% | 49.7% | 50.0% | 53.5% |Common Equity Ratio 55.0%
Oblig. $442.0mil. 113458 | 1286.2 | 1736.3 | 1704.3 | 19074 | 3008.0 | 3114.0 | 32310 | 33350 | 3327.0 | 3355 | 3225 |Total Capital (Sreill 3350
Pfd Stock None 1598.9 | 1637.5 | 2056.9 | 2104.2 | 23524 | 3178.0 | 3274.0 | 3436.0 | 3566.0 | 3816.0 | 3950 | 4100 |Net Plant (Smili) 4400
Common Stock 76,902.777 shs. B7% | 7A% | 65% | BA% | 8% | 63% | 78% | B.0% | 7.0% | 75%| 7.5%| 8.0% [RewmonTotalCapl | 9.0%
as of 1/30/09 74% | 10.2% | 12.3% | 14.5% | 14.0% | 11.0% | 128% | 13.2% | 12.7% | 12.6% | 12.5% | 13.0% |Retum on Shr. Equity 14.5%
MARKET CAP: $2.0 billion (Mid Cap) 7.9% | 11.5% | 12.3% | 14.5% | 14.0% | 11.0% | 12.8% | 13.2% | 12.7% | 12.6% | 12.5% | 13.0% |Return on Com Equity | 14.5%
CURRENT POSITION 2006 2007 12/31/08 | NMF | 32% | 42% | 7.0% | 6.6% | 56% | 6.2% | 6.3% | 53% | 5.0%| 45%| 50% |RetainedtoCom Eq 6.0%
Casl‘iMALsLs.ets 20.0 210 16.0 101% ) 72% | 65% | 52% | 53% | 48% | 52% | 52% 58% | 60% | 64% | 62% |All Div'ds to Net Prof 59%
Other 1802.0 1790.0 2026.0 | BUSINESS: AGL Resources, Inc. is a public utility holding compa- propane. Deregulated subsidiaries: Georgia Natural Gas markets
Current Assets 1822.0 1811.0 2042.0 | ny. Its distibution subsidiaries include Atlanta Gas Light, Chat- natural gas at retail. Sold Utilipro, 3/01. Acquired Compass Energy
Accts Payable 213.0 © 1720  202.0 | tanooga Gas, and Virginia Natural Gas. The utlities have more than  Services, 10/07. Officers/directors own less than 1.0% of common
Debt Due 3390 3800 88821 2.2 milion customers in Georgia, Virginia, Tennessee, New Jersey, (3/08 Proxy). Pres. & CEO: John W. Somerhaider Il Inc. GA.
Current Liab. 1627:0 1645:0 m Florida! and Maryland.. Engaggd in nonregulated natural gas Addr.: Ten Peachtree Place N.E., Atlanta, GA 30309. Telephone:
Fix. Chg. Cov. 397% 391%  416% | Marketing and other allied services. Also wholesales and retails 404-584-4000. Internet: www.aglresources.com.
ANNUAL RATES Past Past Est'd'06708| Shares of AGL Resources have held years, beginning with a filing in New Jer-
ofchange (persh)  10Yrs. ~ 5¥is. 10124 | up better than the broader market sey. AGL's focus on procuring rate relief is
Revenues . 45% 175%  25% | gyer the past six months, That's owing encouraging, as the company depends
ash Flow’ 65% 7.0% 2.5% . N N :
Eamings 70% 115% 30% | to the steadiness of its underlying opera- upon such approved revenue increases to
Dividends 35% 65% 25% | tions. Share net roughly equaled the tally cope with higher costs and compensate it
Book Value 70% M5% 5% | reached in the prior two years. In 2008, for investments made in its utility opera-
Cal- | QUARTERLY REVENUES (§ mill) ful | healthy performances at the Wholesale tions. Still, what pressures the rate boards
endar [Mar31 Jun30 Sep.30 Dec31| Year | Services and Energy Investments units may face remain unclear.
2006 11044 436 43¢ 707 [2621 | were roughly offset by lower operating The board of directors has recently
2007 {973 467 369 685 |2494 | earnings at the Distribution and Retail approved a modest dividend increase.
2008 f1012 444 539 805 {2800 | Energy businesses. (Note: AGL is the Starting with the March payout, the
2000 7030 490 505 775 |2800 | stock’s new ticker symbol). quarterly dividend will now be $0.43. A
2010 1045 505 520 805 (2875 | The economic environment should modest increase makes sense, given
Cal- EARNINGS PER SHARE 8 fuil | remain challenging in the current stalled earnings growth and a lower cash
endar jMar31 Jun30 Sep.30 Dec31| Year| year. Slower customer growth ought to balance in recent times. Slow, but steady,
2006 | 141 25 46 60 | 272| hinder results at the company’s utility op- dividend growth will likely continue at
2007 | 129 40 17 .86 | 272| erations. Moreover, we expect higher de- AGL in the coming years.
2008 { 116 30 28 .97 | 271| velopment and maintenance costs and a This issue has good appeal at present.
2009 (120 .35 .30 .85} 270! return to a more normal earnings level at The shares have improved a notch in
010 | 125 35 35 .90 | 285 the Wholesale Services business. Overall, Timeliness since our December review,
Cal- | QUARTERLY DIVIDENDS PAID Cu Full | AGL anticipates share net of $2.65-$2.75 and are now ranked 2 (Above Average).
endar jMar31 Jun.30 Sep.30 Dec.31| Year | for 2009, assuming normal weather pat- Moreover, AGL earns high marks for
2005 | .31 3103 37 130 | terns. Our estimate lies at the midpoint of Safety, Price Stability, and Earnings Pre-
2006 { .37 37 37 37 148 | this range. Bottom-line growth may well dictability. In addition, the stock’s healthy
2007 | 41 41 4 41 164 | resume in 2010, assuming success at ob- dividend yield should appeal to income in-
2008 | 42 42 42 42 168 taining rate relief (discussed below). vestors. Overall, this equity offers attrac-
2009 | 43 The company is seeking higher rates. tive total return potential for a utility.
It will have four rate cases in the next two Michael Napoli, CPA March 13, 2009
(A) Fiscat year ends December 31st. Ended - | $0.13; 01, $0.13; '03, ($0.07); °08, $0.13. Next | cludes intangibles. In 2008: $418 million, Company'’s Financial Strength B++
September 30th prior to 2002. eamings report due late April. (C) Dividends $5.44/share. Stock’s Price Stability 100

ring gains (losses): '95, ($0.83); 99, $0.39; '00, | Dec. = Div'd reinvest. ptan available. (D) In-
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Pioneer named its gas distribution division
Energas. In 1983, Pioneer organized
Energas as a separate subsidiary and dis-
tributed the outstanding shares of Energas
to Pioneer shareholders. Energas changed
its name to Atmos in 1988. Atmos acquired
Trans Louisiana Gas in 1986, Western Ken-
tucky Gas Utility in 1987, Greeley Gas in
1993, United Cities Gas in 1997, and others.

RECENT PE Traifing: 10.0 Y| RELATIVE DivD 0/
ATMOS ENERGY CORP, NYSE-AT0 |PRICE 20.24 RATIO 9-6(Median: 160 /} PE RATIO 0.93 YLD 6.6 0
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A EoC i e e e S o s E
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Atmos Energy’s history dates back (o[ 1999 [ 2000 [2001 | 2002 |2003 | 2004 {2005 |2006 | 2007 | 2008 | 2009 [2010 | © VALUE LINE PUB, INC; 12-14
1906 in the Texas Panhandle. Over the| 2209 | 2661 | 3536 | 2282 | 5439 | 4650 | 61.75 | 7527 | 6603 | 7052 8260 8495 Revenuespersh” 94.5
years, through various mergers, it became [ 262| 301| 303| 339 | 323| 291| 390 426| 414§ 419 435| 440 |“CashFlow” persh 480
part of Pioneer Corporation, and, in 1981, 81} 103 147| 145( 171 188| 172 200| 194| 200| 2170 2.5 |Earnings persh AB 250

110 14| 146 18| 120 122 124 | 126

128 130| 132 134 |Divids Decld per sh s 1.40

3531 23| 277 347 310 303| 414| 520
1209 | 1228 | 1431} 1375 ! 1666 | 1805 | 19.90 | 20.16

439| 520 §.50] 5.75 Cap'l Spending per sh 6.60

2201 2260 | 24.05| 24.70 |Book Value per sh 26.90

3125] 3195[ 4079 4168 ] 5148 | 6280 | 8054 | 8174 | 8933 | 90.81| 9200 93.00 [Common Shs Outst'g® | 170.00
330 88 56| 152 | 134 159| 61| 135 | 159 136 | Boid fighresare |Avg Annl PIE Ratio 140
188 123 80 83 76 84 86 73 84 84 | Valuelline |Relative P/E Ratio 95

4% | 59% | 5% | 54w | 52% | 49w | 45% | 47%

42% | 48% | US| ayg Anm'l Divd Yield 4.0%

CAPITAL STRUCTURE as of 12/31/08
Total Debt $2481.2 mill. Due in 5 Yrs $1360.0 mill,
LT Debt $1719.9 mill.
(LT interest earned: 2.9x; total interest
coverage: 2.8x)

Leases, Uncapitalized Annual rentals $18.4 mill.
Ptd Stock None

Pension Assets-9/08 $341.4 mill.

LT Interest $105.0

Oblig. $337.6 mill.

Common Stock 91,634,602 shs.
as of 1/27i09
MARKET CAP: $1.9 billion (Mid Cap)

mill.

690.2 | 850.2 | 14423 | 950.8 | 2798.9 | 2620.0 | 4973.3 | 6152.4 | 5898.4 | 7221.3 | 7600 | 7900 |Revenues ($mill) A 10400
250 322] 561 59.7 7851 862 | 1358 | 1623 | 1705] 1803 195 200 | Net Profit ($mill) 275
35.0% | 36.1% | 37.3% | 37.1% | 37.1% | 374% | 37.7% | 37.6% | 35.8% | 38.4% | 38.0% | 39.0% {Income Tax Rate 40.5%
36% | 38% | 39% | 63% | 28% | 30% | 27% | 26% | 29% | 25% | 2.6% | 2.5% |NetProfit Margin 2.6%
50.0% | 48.1% | 54.3% | 53.9% | 50.2% | 43.2% | 57.7% | 57.0% | 52.0% | 50.8% | 48.5% | 48.0% [Long-Term Debt Ratio 49.0%
50.0% | 51.9% | 45.7% | 46.1% | 49.8% | 56.8% | 42.3% | 43.0% | 48.0% | 49.2% | 51.5% | 52.0% |Common Equity Ratio 51.0%
7651 755.7 | 1276.3 | 1243.7 | 1721.4 | 1994.8 | 3785.5 | 38285 | 4092.1 | 41723 | 4300 4415 |Total Capital ($mill) 5800
965.8 | 982.3 | 13354 | 1300.3 | 1516.0 | 17225 | 3374.4 [ 3629.2 | 3836.8 | 4136.9 | 4350 | 4560 |Net Plant ($milf} 5850
51% | 65% | 59% | 6.8% | 62% | 58% | 53% | 6.1% | 59% | 59% | 6.0% | 6.0% |Return on Total Cap'l 6.0%

66% | 82% | 9.6% | 104% | 93% | 76% | 8.5% | 98%
66% | 82% | 96% | 104% | 9.3% | 7.6% | 8.5% | 9.8%

87% | 88% ] 9.0% | 8.5% |Returnon Shr. Equity 9.5%
8.7% | B88% | 8.0% | 8.5% |Returnon Com Equity 9.5%

NMF | NMF [ 21% | 19% | 28% | 1.7% | 23% | 36%

30%| 31% | 3.5% | 3.5% |Retained to Com Eq 4.0%

NMF| 112% | 79% | 82% | 70% | 77% | 73% } 63%

65% | 65% | 62% | 62% |All Div'ds to Net Prof 56%

CURRENT POSITION 2007 2008 12/31/08
Cas(gMA%Ls')ets 60.7 467 69.8 BUSINESS: Atmos Energy Corporation is engaged primarily in the  commercial; 7%, industrial; and 5% other. 2008 depreciation rate
er 1008.2 12384 1613.3 | distibution and sale of natural gas to 3.2 million customers via six  3.5%. Has around 4,560 employees. Officers and directors own ap-
Current Assets 1068.0 12851 1683.1 | regulated natural gas uiility operations: Louisiana Division, West  proximately 1.8% of common stock (12/08 Proxy). Chairman and
Accts Payable 3553 3954 815.1 | Texas Division, Mid-Tex Division, Mississippi Division, Colorado-  Chief Executive Officer. Robert W. Best. Incorporated: Texas. Ad-
Debt Due 154.4 3513  761.3 | Kansas Division, and Kentucky/Mid-States Division. Combined dress: P.O. Box 650205, Dallas, Texas 75265. Telephone: 972-
er _410.0 4604 4415 | 2008 gas volumes: 203 MMcf. Breakdown: 56%, residential; 32%, 934-8227. Internet; www.atmosenergy.com.
Current Liab. 9187 12071 20179 " —
Fix. Chg. Cov. 405%  450%  430% i\tl}rllos Em;rgys cll:or‘e r;attuilral tg‘as .ut;_h- s‘?cal 201_0.. ceadv. th " "
'] 06" y has performed nicely thus far in fis- e envision steady, ough unexcit-
Q’:ﬂgg};ﬂfs 1:?:, 5P$rsst Es};’w?ﬁ,‘“ cal 2009 (which ends on September ing, profit growth over the 2012-2014
Revenues 9.5% 14.5%  4.0% | 30th), That can be attributed partially to period. The utility is one of the country’s
E%frfi',“ Fs'°‘" %g.,//: 200 %g,,/: an increase in rates, primarilw‘gr the Mid- leading natural gas-only distributors, now
Divide,?ds 25%  1.5% 1.5% Tex and Louisiana divisions. at's more, serving customers across 12 states. More-
Book Value 65% 75% 4.0% | there has been a steady rise in through- over, the unregulated segments, especially

Fiscal | QUARTERLYREVENUES{$mil)A | Fub | put. And it's worth noting that bad debt pipelines, possess healthy overall pros-

g:g; Dec.3t Mar31 Jun30 Sep.30 Fy'ggﬁ' expense as a percentage of revenues has pects. Lastly, management may get back

2006 D2838 2038 8532 0716 [61524| Peen lower, reflecting more aggressive col- to its successful strategy of purchasing

2007 16026 20756 12182 1002.0 |5898.4 | lection efforts. less-efficient utilities and shoring up their

2008 116575 24840 16391 14407 (72213 | Results for the other operations have profitability via expense-reduction efforts,

2000 17163 2585 1750 15487 {7600 | been a mixed bag. The pipeline and rate relief, and aggressive marketing. In

2010 [1830 2000 1710 1460 [7900 | storage segment is enjoying expanded the present configuration, annual share-

Fiscal | EARNINGS PER SHAREABE Full | transportation margins earned under as- net gains may be in the mid-single-digit

gear 1Dec3t Mardd Jun30 Sep.3 Rscal| set optimization agreements. But the per- range over the 3- to 5-year time frame.

3006 1 88 10 a2 2 | 200| formance of the regulated transmission The good-quality stock offers an ap-

2007 97 120 di15 do5 | 194| and storage segment is being weighed pealing dividend yield. Further moder-

2008 82 124 407 02 | 200] down by a rise in employee and pipeline ate hikes in the payout seem plausible, as

2009 | B3 133 005 do0f | 210 maintenance costs. Also, the nonregulated well. Earnings coverage ought to remain

2010 | .90 135 dO6 004 | 215| marketing segment is encountering a re- adequate. The shares are timely.

Cal- | QUARTERLY DIVIDENDS PAID Ca Fun | duction in unrealized margins, reflecting For a natural gas utility stock, total
endar |Mar.31 Jun30 Sep.30 Dec3t| Year | less volatility in natural gas prices. return possibilities appear decent.

2005 | 31 31 a1 15| 125| All things considered, earnings per Meter growth has slowed, but the company

2006 | 315 315 315 32 | 127] share stand to rise around 5%, to is benefiting from a high level of gas flow-

2007 32 32 32 325| 129| $2.10, this fiscal year. Assuming further ing through its Texas pipelines from the

2008 35 325 325 33 | 131| expansion in operating margins, the bot- Barnett Shale.

2009 33 tomn line may advance to $2.15 a share in Frederick L. Harris, 1IT March 13, 2009
(A) Fiscal year ends Sept. 30th. (B) Diluted {in early March, June, Sept., and Dec. = Div. | (E) Qirs may not add due to change in shrs | Company's Financial Strength B+
shrs. Excl. nonrec. items: 99, d23¢; ‘00, 12¢; | reinvestment plan. Direct stock purchase plan | outstanding. Stock’s Price Stability 100
'03, d17¢; '06, d18¢; '07, d2¢. Next egs. rpt. | avail, Price Growth Persistence 45

due early May. (C) Dividends historically paid | (D) in millions.
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MARKET CAP: $850 million (Small Cap)

RECENT PE Trailing: 124 \{ RELATIVE DIVD 0
LACLEDE GROUPwvsess [ 38.10 [ 134 Gl )M 1,300 4% |
wiEmEss 2 riswon | Hioh| Z79) Z10] 248) 263] 2301 300/ 281 M3) 378 0| mE) 403 Target Price Range
SAFETY 2 Raised 62003 LEGENDS = 28
TECHNICAL 3 Lovred2rans |~ dided by iteret Rte o
BETA .65 (1.00 = Market) Options: Yes i 80
01214 PROJECTIONS | Lot cocson bogan 1907 ——mit— 1 — +  + + L b 64
. Anp'l Total b 48
High oo, (vamoy 1an m g ea g 40
Lowid 45 i‘:’zo'yo 8% ] l:l]i"' T v|||""1n"'._.LJ -'-r‘iToff'll Zi
In r Decislons rr il Ry
S| eA Il ASOND .!!"'/.‘ . Ta ||ll.-|" u ‘..
By 0000000 0 0|2 w—r 16
Options 0 9 0 020060 ageeeeted — . L 12
Sl 090020060 T SOV S I g % TOT. RETURN 2/08
Institutional Decisions . AN oy TS VLARIH
102008 202008  3Q2008 s -
sy 78w | pom
Wosim) 10492 11750 11943 | "ooed 28 il 5y 589 294 [
1993 [ 1994 [ 1995 [ 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | ©VALUE LINE PUB, INC] 12-14
3233| 3343| 2479] 3103 | 3433| 3104| 2604 | 2099 | 53.08 | 3984 | 5495 | 50.59 | 7543 | 9351 | 9340 | 10044 | 102.65 | 96.10 [Revenues persh 111.55
281| 265 255] 329| 332| 302| 25| 268| 300| 256 315| 279| 298| 381 387 422| 465| 450 |"CashFiow” persh 5.40
161] 142 127| 187| 18| 158| 47| 137| 161 148] 182 | 18| 190| 237| 231| 264| 285| 260 |Earningspersh AB 3.00
122] 122| 124] 126| 130| 32| 134| 134 134| 34| 134| 135| 137] 140| 145| 149| 1.53| 1.57 |DividsDecPdpersh Ca | 170
762 250 263] 235| 24| 268| 258| Z77| Z51| 280 267 | 245 284 | 287 272| 257| 265| 270 |CaplSpendingpersh | 345
1219 | 1244| 1305| 1372 1426} 1457| 1496| 44.99| 1526 | 1507 | 1585 | 1696 | 1730 | 1885 | 1079 | 2242 | 23.60 | 25.10 |Book Value per sh D 28.05
550 1567 1742| 1756 1756 1763| 1885 | 71888 | 18.88 | 1896 | 19.11 | 2098 | 2147 | 21.36 | 21.65| 21.99| 2250 | 23.00 |Common Shs Outstg € | 26.00
T35 64| 55| 19| 125 155] 158 188] 15| 20| 135 | 157 | 62| 135| WZ| 143 | Boid fighres are |Avg ARNTPIE Rafio 75
80| 108| 104 750 72| 81} s s7| 74| 108| 78| 83| 86| 73| 75| 89| Valuelline |Relative PJE Ratio 115
56%| 53%| 63%| 56%| 56% | 54% | 58% | 66% | 57% | 57% | 54% | 47% | 44% | 43% | 44% | 39% [ UM |Avg Ann'l Divd Yield 3.2%
CAPITAL STRUCTURE as of 12/31/08 4916 | 566.1 | 10021 | 7552 | 1050.3 | 12503 | 1507.0 | 1997.6 | 2021.6 | 22090 | 2310| 2210 [Revenues ($mill) A 2000
Total Debt $652.9 mill. Due in 5 Yrs $50.0 mill. 29| 20| 305| 224| 346 361 401 | 505) 498| 576 650| 60.0 |NetProfit ($mill) 80.0
'-”l’a‘;'?‘tfs%z mil, ,'570'"‘”95‘525-0 il F5% | 352% | 327% | 4% | B.0% | 34.8% | 341% | 325% | 334% | 31.3% | 31.5% | 31.5% |Income Tax Rate 5.0%
(Total interest coverage: 3.0x) 55% | 46% | 30% | 3.0% | 33% | 29% | 25% | 25% | 25% | 28% | 28% | 2.7% |NetProfit Margin 2.8%
31.8% | 45.2% | 495% | 47.5% | 504% | 51.6% | 48.1% | 40.5% | 45.3% | 44.4% | 45.0% | 45.0% |Long-Term DebtRatic | 47.0%
Leases, Uncapitalized Annual rentals $.9 mill. 57.8% | 54.5% | 50.2% | 52.3% | 49.4% | 48.3% | 51.8% [ 50.4% | 54.6% | 55.5% | 55.0% | 55.0% |Common Equity Ratio 53.0%
Pension Assets-0/08 $248.3 mill. . [ 4886] 5192 | 574.1 | 5466 | 6050 | 7374 | 7079 | 7989 | 7845 8761 | 965| 17050 |Total Capital ($mill) 1375
Pid S . _ Oblig. $308.7mill. | 6194 | 5754 | 6025 ] 5044 | 6212 ) 6469 | 6795 | 7638 7935 | 8232 855 880 |NetPlant ($mill 980
fock §5mil. _Pfd Div'd §.03 mill TA% | 6.7% | 6.9% | 60% | T4% | 66% | 76% | 64% | 85% | B8.1% | 8.0% | 7.0% |Ret y 7
CommonStock22,135,185 shs. B X X X 4% .0% K Ky X . X /] umonTotalCapI 7.0%
as of 1/20/03 95% | 1% | 105% | 78% | 11.5% | 101% | 109% | 12.5% | 11.6% | 11.8% | 125% | 10.5% |Return on Shr.Equity | 11.0%
95% | 91% | 105% | 7.8% | 11.6% | 10.1% | 10.0% | 125% | 11.6% | 11.8% | 12.5% | 10.5% |Return on Com Equity | 11.0%

1:0% 2% | 18% | NMF | 31% | 27% | 3.1% | 51%

43% ) 52% | 6.0% | 4.0% |Retainedto ComEq 5.0%

89% | 9% | 83% | 113% | 74% | 3% | 72% | 59%

63% | 56% | &3% | 60% |All Div'ds to Net Prof 55%

BUSINESS: Laclede Group, Inc., is a holding company for Laclede
Gas, which distributes natural gas in eastem Missouri, including the
city of St. Louis, St Louis County, and parts of 10 other counties.
Has roughly 630,000 customers. Purchased SM&P Utility Re-
sources, 1/02; divested, 3/08. Therms sold and transported in fiscal
2008: 1.08 mill. Revenue mix for regulated operations: residential,

62%; commercial and industrial, 24%; transportation, 1%; other,
13%. Has around 1,807 employees. Officers and directors own ap-
proximately 7.2% of common shares (1/09. proxy). Chairman, Chief
Executive Officer, and President: Douglas H. Yaeger. Incorporated:
Missouri, Address: 720 Olive Street, St. Louis, Missouri 63101. Tel-
ephone: 314-342-0500. Internet: www.thelacledegroup.com.

CUI(?&IIEL'V‘I:I)' POSITION 2007 2008 12/31/08
Cash Assets 52.7 14.9 30.1

ther 414.6 547.0 _609.8
Current Assets 467.3 561.9 6399
Accts Payable 106.8 1596 1753
Debt Due 2516 2161 2637
Other 116.3 103.5 121.7
Current Liab. 4737 479.2 560.7
Fix. Chg. Cov. 282% 377%  330%

ANNUAL RATES Past

Past Est'd '06-'08

Laclede Group started fiscal 2009
(which ends on September 30th) in ex-
cellent fashion. That was made possible

unit will probably remain moderate. (In
fact, the number of customers in fiscal
2008 was just 2% higher than in fiscal

&fg';"ggép:rsm 1%\1&55.% ﬁ%‘% t°21_2501/: primarily by Laclede Energy Resources, 1998.) That's because the service territory,
“Cash Flow” 20% 65% 55% which benefited, in part, from higher located in eastern Missouri, is in a mature
Eamings 35%  95% 35% | volumes (attributable to contracting for phase. We think the non-regulated divi-
Bg’c',ﬂe\',’gﬂe ;guﬁ ggn;: ggé/f additional pipeline capacity). That division sion has promising expansion op-
r— e T Fai also enjoyed wider margins on sales of nat- portunities, but it has contributed only a
scal | QUARTERLY REVENUES (§mill)s | Full | ,ra] gas, due to depressed supply pricing small portion to Laclede Group's profits on
Dec.31 Mar.31 Jun30 Sep.30 ; : N : ; ; : e
Ends P32| Year | in the Midwest from increased shale sup- a historical basis. A major acquisition
2006 [689.2 7088 3306 2690 [199761 ply production. Meanwhile, profits for could help to offset this, but it seems that
2007 533'6 7008 45718 3233 202;'8 Laclede Gas were moderately higher than no such plans are on the agenda at this
gggg 2?43 ;%7 3325 jggg g%?o the year-earlier figure, arising from time. Consequently, annual earnings-per-
2010 |555 555 550 550 |220 | Breater income from natural gas sales, share growth could be just between 4%
Fiscal | EARNINGS PER SHARE A8 F Fa | Prought about by colder weather and high- and 5% over the 3- to 5-year horizon.
Year |no a0 Mar3{ Jund0 Sepo| Fiscal| er Infrastructure System Replacement This stock, ranked favorably for both
Ends | DEC. ar.37_Jun. ep. ear | Surcharge revenues. But a rise in both op- Timeliness and Safety, offers a mod-
06 | 123 105 A3 d04 237 erating expenses and investment losses estly appealing current yield. Addi-
ggog 32 1% ﬁ d?i %gl largely offset these results. tional hikes in the dividend will likely be
2089 142 125 30 d12 | 285 At this juncture, the bottom line gradual, though. That is largely because of
2010 | 103 121 38 doz | 260| Stands to advance about 8%, to $2.85 a the regulated gas operation’s un-
- - < share, in fiscal 2009. Earnings may be spectacular long-term prospects.
Cal- | QUARTERLYDIVIDENDSPAID € | Ful | |ower next year, however, because of the The shares of Laclede have limited
endar | Mar.31 Jun.30 Sep30 Dec3t| Year) ., ,.1 comparison. long-term total-return potential, given
2005 | 34 345 345 - 345 | 138| Unexciting results appear to be in the current quotation and our assumption
2006 | 45 355 355 366 | 141 geore for the energy firm over the of moderate future increases in the distri-
20(0); ggg gsg ggg ggg 128 2012-2014 period. Growth in the custom- bution.
2309 385 L ’ | er base for the natural gas distribution Frederick L. Harris, III March 13, 2009
A) Fiscal year ends Sept, 30th. ations: '08, 94¢. Next earnings report due late | charges. In '08: $340.4 mill., $15.48/sh. Company’s Financial Strength B+
B) Based on average shares outstanding thru. | April. {C) Dividends historically paid in earty (E) In millions. Stock’s Price Stablility 100
January, Apsil, July, and October. = Dividend [ (F) Qtly. egs. may not sum due to rounding or | Price Growth Persistence 60

'97, then diluted. Excludes nonrecurring loss:
'06, 7¢. Excludes gain from discontinued oper- | reinvestment plan avaliable. (D} Incl. deferred

change in shares outstand

ing. Earnings Predictability
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total due to change in shares outstanding. Next | ment plan available.

earnings report due late April.
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(D) includes regulatory assets in 2008: $340.7

RECENT PE Trailing: 11.7 }{ RELATIVE DIV'D 0/
NEW JERSEY REs, NYSE-NJR PRICE 32.25 RATIO 12.9(Median: 15.0) PIE RATIO 1-25 YLD 3-8 0
TELNESS 2 et | 1| 18] (3] feel 2171 2281 &3] B11 23] 84| 98] 41| 22 Targt Pice Fange
SAFETY 1 Rasednsns | LEGENDS
2 it | S 0
TECHNICAL Rased TH2UO8 | e e e 6
BETA .65 (1.00 = Marke)) 3or-2 split  3/02 - = C by 20
[ 20774 PROJECTIONS | Sptonstes 8 Ll N IS S L 2
Price  Gain Angetu?rtna Lamderg;smsaﬁn%ﬁ% i v TR ST TR !' USRS RN RSO Aulstuioh it 30
High 45 (+40%) 12% T sl 25
Low 35 (+10% 6% n 20
Insider Decislons - FETTPSPTRD TRPPCCDN sl o 15
AMJJASOND:":' 1 . .
DBy 00 0000 Q0 0t (Tow s There b, o 10
Opfios 120010123 5 T I
WSl 020010014 % TOT.RETURN 2008 |72
Institutional Decisions THIS  VLARTH.

1008 202008 30208 | pgrcert 12 L 1] stock  WDEX |
% B e §L ] ! e mr o 43 L
Hason,_26518 26910 26312 | "9 ¢ ; Sy, 587 294 |
1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 { 2000 | 2001 [ 2002 [ 2003 {2004 {2005 | 2006 {2007 [ 2008 | 2009 | 2010 | ©VALUE LINE PUB, INC] 12-14
1202 1281] 1136] 1348] 17.31] 1773 2265| 2942 | 5122 | 44.11] 6220 | 60.89 | 76.19 | 79.63 | 7262 | 9074 | 8920 90.95 |Revenues pershA 95.00

142| 154| 42| 148| 63| 174| 186 199 212| 214 238| 250| 262| 273| 244 362| 340( 360 |"Cash Fiow” persh 375
8 84 6| 92| 99| 04| 11| 120 130| 139 159 170| 77| 187] 155| 270| 250| 270 |Eamings persh® 285
68 .68 68 .69 Ril 73 75 .76 78 .80 83 87 91 .96 1.01 1.1 1.24 | 1.28 |Div'ds Decl'd per shCn 1.40
1541 1407 18] 119) t15) 107 120 123] 110} 102 134 145| 128] 128 146 172 1.75| 1.75 |Cap'l Spending persh 1.80
654| 643| 647| 673| 692 726| 757 829| 880| 871{ 1026 | 11.25| 1060 | 1500 | 1550 | 17.28 | 18.80 | 20.75 |Book Value persh® 2575
3784 3803 40.03| 40.69] 4023} 4007( 3992 | 3959 40.00| 4150 | 4085 | 4161 4132 | 4144 | 4161 4206 | 4250 | 43.00 [Common Shs Outst'gE | 45.00
15.1 130] 118 136 135] 183 15.2 14.7 14.2 147 140] 153 | 168 161 21.6 12.3 | Bold figlres are |Avg Ann’l PJE Ratio 14.0
89 85 19 85 .78 80 87 .96 73 .80 80 81 .89 87 115 77| Value|Line Relative P/E Ratio .95

58%| 62%| 67%| 56%| 53% | 46% | 45% | 44% | 42% | 39% | 37% | 33% | 3% | 32% | 30%| 33% | U avg Ann'l Divid Vield 34%
CAPITAL STRUCTURE as of 12/31/08 904.3 | 11645 | 20484 | 1830.8 | 25444 | 25336 | 3148.3 | 3299.6 | 3021.8 | 3816.2 | 3790 | 3910 |Revenues ($mil) A 4275
Total Debt $757.1 mill. Due in 5 Yrs §175.6 mill 49| 479! 523| 68| 654 | T16| 744 | 785| 653 | 1139| 105 115 |NetProfit ($mill) 130
T T e Janeorest $16.9 mil. 36.2% | 378% | 36.0% | 30.7% | 39.4% | 39.1% | 39.1% | 369% | 38.8% | 57.8% | 39.0% | 39.0% Income Tax Rate 0.0%
(LT interest sarmed: 4.6x.totalinerest coverage: | 50% | 41% | 26% | 3% | 26% | 28% | 24% | 24% | 22%| 30%| 28% | 3.0% |NetProfit Margin 0%
4.8%) 48.7% | 47.0% | 50.1% | 50.6% | 38.1% | 40.3% | 42.0% | 34.8% | 37.3% | 38.5% | 38.5% | 37.0% |Long-Term Debt Ratio 33.0%
Pension Assets-9/08 $80.6 mill. 51.2% | 52.9% | 49.9% | 49.4% | 61.9% | 58.7% [ 58.0% [ 65.2% | 62.7% | 61.5% | 61.5% | 63.0% |Common Equity Ratio 67.0%

Oblig. $102.4 mill. (5004 | 620.1 | 7062 | 7324 | 6768 | 7838 | 7553 | 954.0 { 1028.0 | 11821 | 1300 | 1415 |Total Capital ($mil) 1730
Pfd Stock None 7054 | 7306 | 7439 | 7564 | 8525 | 8804 | 9051 | 934.9 | 970.9 | 1017.3| 1040 | 1050 |Net Plant ($mill 1125
Common Stock 42,318,556 shs. S0% | O0% | 65% | 87% | 10.7% | 10.1% | 112% | O8% | 77% | 10.1% | 9.0% | 9% [RetumonTotslCapl | 80%
as of 2/4/09 14.8% | 14.6% | 14.8% | 15.7% | 15.6% | 15.3% | 17.0% | 12.6% | 10.1% | 15.7% | 13.5% | 13.0% |Return on Shr. Equity 11.0%
MARKET CAP: $1.4 billion (Mid Cap) 14.8% | 14.6% | 14.9% | 15.7% | 15.6% | 15.3% [ 17.0% | 12.6% | 10.1% | 15.7% | 13.5% | 13.0% [Return on Com Equity | 11.0%
CURRENT POSITION 2007 2008 12/31/68 | 5.0% | 54% | 61% | 69% | 7.7% | 7.8% | 85% | 6.3% | 36% | 95%| 6.5% | 7.0% |Retained toComEq 5.5%
(SWILL) 67% | 63% | 59% | 56% | 51% | 49% | 50% | S50% 64% | 40% | 50% | - 47% [AltDiv'ds to Net Prof 49%
Cash Assets 5.1 42.6 26.0
er 794.8 1067.1 1046.5 | BUSINESS: New Jersey Resources Corp. is a holding company  and electric utility, 35% off-system and capacity release). N.J. Natu-
Current Assets 793.9 1109.7 1072.5 | providing retailiwholesale energy sves. to customers in New Jersey, ral Energy subsidiary provides unreguiated retailiwholesale natural
and in states from the Guif Coast to New England, and Canada. gas and related energy svcs. 2008 dep. rate: 2.9%. Has 854 empls.
Sg%ttsguagable 228% 2%; Zggz New Jersey Natural Gas had about 484,000 customers at 9/30/08  Off./dir. own about 1.7% of common (12/08Proxy). Chrmn., CEO, &
Other 3781 5940 5787 | in Monmouth and Ocean Counties, and other N.J. Counties. Fiscal Pres. : Laurence M. Downes. Inc.: N.J. Addr.. 1415 Wyckoff Road,
Current Liab. 7033 8040 0185 | 2008 volume: 99.6 bill. cu. R (59% firm, 6% interruptible industrial ~ Wall, NJ 07719. Tel.: 732-938-1480. Web: www.njresources.com.
Fix. Chg. Cov. 461% 450% _450% { New Jersey Resources did not per- Board of Public Utilities for two programs
ANNUAL RATES  Past Past Est'd'06-'08 | form as well as expected during its aimed at stimulating the local economy
ofchange persh)  10Yre, - SYis  to12M | 2009 fiscal first quarter (ended De- through energy efficiency, job creation,

evenues 17.5%  9.0% 2.5% s R
“Cash Flow” 6.0% 60% 40% | cember 31st). The New Jersey Natural and infrastructure spending. If approved,
Eamings 75% 15% 55% | Gas (NJNG) unit did benefit from a recent these capital projects would create up to
g"""’(e\’/‘glie ggz" 1?'%’ ggz’ rate case increase, and steady customer 100 jobs. The benefit to NJR would be an

o0 ik ik -~ __1 growth. That division added roughly 1,765 increase in the safety and reliability of its

Fiscal | QUARTERLYREVENUES(Smil) # | Full | new customers over the December interim. distribution system.

Ends [Dec.31 Mar31 Jun30 Sep.38| vear | However, that was not sufficient enough to Meantime, we have introduced a 2010

2006 [1164 1064  536.1 5355 [32996| offset the downturn at the company’s NJR bottom-line estimate of $2.70 a share.

2007 |7374 1029 6622 5932 130218 | Energy Services (NJRES) unit. Narrower Top-line volumes ought to rebound next

2008 |B14.1 1178 1000 ~ 827.1 38162 | winter storage spreads, and a slowdown in year due to the addition of utility custom-

2009 16013 1175 9937 g‘gg g;gg contracted transportation capacity across ers, coupled with NJRES' capital projects.

2010 1630 1205 1025 the Northeast, cut this segment’s contribu- The Steckman Ridge storage facility and

Fiscal |  EARNINGS PER SHARE A B | tion to earnings in half. Consequently, the recently completed 16-inch “main

Ends [Dec3t Mar31 Jun30 Sep30| year | NJR's bottom line suffered. pipeline both ought to contribute nicely.

2006 | 82 143 d09 d29 | 187| Thus, we have trimmed this year’s These timely shares may appeal to

2000 | 70 19 60 06 | 155Y earnings figure approximately 11%. momentum- and income-oriented ac-

2008 87 30 di8 186 | 270| The domestic recession has prompted counts (Timeliness: 2). And the recent

;ggg ZJ ig g;g ;gg g‘;’g many consumers in NJR’s service areas to dividend hike of 10.7% only sweetens the

: ; - - ~— scale back spending. Meanwhile, home deal; dividend growth is a hallmark here.

Cal- | QUARTERLY DIVIDENDS PAID CE | Full | foreclosure resulting in vacant domiciles Finally, New Jersey Resources’ ability to
endar |Mar31 Jun30 Sep.30 Dec31| Year | 5445 another element of risk and un- hold up in such a difficult market is a

2005 | 227 221 21 227 91| certainty. In all, 2009's prospects have plus. This characteristic is supported b

00 (.24 24 24 A 9% | been hindered. But, on a brighter note, the stock’s top Safety rank (1), and hig

2007 | 253 .23 253 253 | 101| Economic stimulus programs may marks for Financial Strength and Price

2008 | 267 28 .28 .28 111 bear fruit down the road. NJNG recent- Stability.

2008 | 31 ly filed a proposal with the New Jersey Bryan Fong March 13, 2009
(A) Fiscal year ends Sept. 30th. {C) Dividends historically paid in early January, | million, $8.09/share. Company’s Financial Strength A
(B) Diluted earnings. Qtly egs may not sum to [ April, July, and October. = Dividend reinvest- | (E) In millions, adjusted for split. Stock’s Price Stability 100

(F) Restated. Price Growth Persistence 65

for generating or marketing any printed or electronic publication, service or product.
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MARKET CAP: $1.3 billion (Mid Cap)

RECENT PE Trailing: 14.1 }| RELATIVE DIV'D 0
NICOR, INC. NYSE-GAS PRICE 2917 RATIO 11.4(Median: 15.0) PIE RATIO 111 YLD 64/"%:
TELNESS 3 rawtrn | MoF| @4 £28] 8] ©41 sso] w3l B7] @07 dee| mI[ B0l %3 Target Price Range
SAFETY 3 Lonered 511705 LEGENDS 120
TECHNICAL 3 Loweregoiony | vided by Imeres Rale 19
BETA .75 (1.00 = Market) Options: Yes- i Lo i "
[ 201274 PROJECTIONS | 5t recsooh began 1507 L .
High Pﬁﬁge +Gah¢‘¥ %e(g?’t,a T BT T LT (T '"'"I.I”"'“"'I 1|I"I.I,|IIIII" PSS ISR I i N R
Low 40 ((lgg";: 12%‘: R ..'.”-_ - il . 24
Insider Decisions MRS S — < 20
AMJJASOND .- 16
By 000000000 o ) WSSO Y - 12
e 0008818838 ] T
institutional Decisions | _“ %TDT.&ETU RVTEIR?T?L -8
10008 202008 30208 | porcent 18 ; 4 bl Chilh STOCK  WOEX |
toBy 91 119 105| shares 12 : i 1y, 35 448 [
to 1 90 125} traded 6 ko 3yr. 185 441 |
Hids(oos) 31875 32273 32539 Syr. 95  -294
1903 | 10941995 [ 1996 | 1997 [ 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | ©VALUE LINE PUB, INC] 12-14
3102| 3123| 2042| 37.39| 4133 3084| 3445| 5052 | 5730 | 43.41 | 60.46 | 6212 | 76.00 | 6592 | 69.20| 8368 78.90| 8220 |Revenues persh 98.35
380| 411| 419| 497| 52| 521| 55| 66| 641| 603] 537 600| 619 | 682| 696| 685| 6.50| 7.00|“CashFlow” persh 795
197 207) 16| 242| 255| 231] 257 24| 301 28| 298| 222| 227| 287 299| 263| 250| 290 [Earnings persha 3.30
122 125| 128 132| 140| 48| 154| 86| 176 184| 186{ 186{ 186 486 | 186| 186] 1.86| 1.86 |DivdsDecldpershBm | 1.86
782 M| 32| 24| 24| 287 328] 348| 418| 437| 412] 432 | 45T | 47| 377 554 | 435] 450 |CapiSpendingpersh | 483
1305| 13.26| 1367| 14.74| 1543| 1597) 1680 | 1556 | 16.39 | 1655 | 17.13 | 16.99 | 1836 | 1943 | 2058 | 2155| 22.25| 2330 |Book Value per sh 27.05
5306| B154| 5030] 4940 4822] 4751| 4689 | 4540 | 4440 4401 | 4404 | 4410 | 44.18 | 4490 | 4500 4513 | 45.00| 45.00 |Common Shs OutstgC | 45.00
WA 125] 134 125 182] 16| 46| 19| 128 131| 158 | 158 | 173 | 60| 150 151 Boid fighres are |Avg AnnTPIE Ratio 16.0
&) 8| e8| 7| m| 2| 8| 7| es| 72| 0] 84 s 81| 80| 93] Vaweltine |Relative P/E Ratio 1.05
44% | 48%| 50%| 44% | 39% | 36% | A1% | 47% | 46% | 49% | 56% | 53% | 47% | 43% | 42%| 47%| =" |Avg AnnlDivid Yield 3.5%
CAPITAL STRUCTURE as of 12/31/08 1615.2 | 2298.1 | 2544.1 | 1807.4 | 2662.7 | 2739.7 | 33578 | 2960.0 | 3176.3 | 37766 | 3550 | 3700 |Revenues (Smill 4200
Total Debt $1237.9 mill. Duein 5 Yrs $914.9mill. | 1219 1364 | 1363 | 1280 | 934 | 981 [ 1011 | 1283 | 1352 1195 ( 1125( 130 | Net Profit ($mil) 150
'-T?T!"f"‘“}" mill _'571'"“"“‘ $5.0mill. 347% | 34.8% | 335% | 31.0% | 35.2% | 31.8% | 28.3% | 26.3% | 26.6% | 21.0% | 27.0% | 27.0% |income Tax Rate 77.0%
(Totat interest coverage: 5.1x) 75% | 59% | 54% | 6.7% | 35% | 36% | 30% | 43% | 43%| 32% | 32%| 25% {NetProfit Margin 3.6%
Pension Assets-12/08 $306.6 mil, Oblig. $270.2 | 355% | 32.1% | 378% | 35.1% | 39.6% | 398% | 374% | 36.3% | 30.8% | 315% | 31% | 0% |Long-Term DebtRatio |  26%
mill 54.0% | 66.7% | 61.7% | 64.5% | 60.3% | 60.1% | 62.5% | 63.7% | 69.0% | 684% | 69% | 70% lc Equity Ratio 4%
, | 12301 | 1061.2 | 1180.1 | 11280 | 12515 | 1246.0 | 1297.7 [ 1370.7 | 1368.0 | 1421.1 | 1450 | 1500 |Total Capital (Smil) 1650
Pfd Stock $.6mil.  Pfd Div'd None 17352 | 17206 | 17686 | 4706.8 | 2484.2 | 25498 | 2659.1 | 2744.1 | 2757.3 | 28586 | 2850 | 3060 |Net Plant (Smill 3380
10.% | 13.7% | 123% | 12.2% | 8.3% | B.8% | 94% | 109% | 11.2% | 9.7% | 9.0% | 10.0% |Returnon Total Capl | 10.0%
Common Stock 45,198,311 shares 15.4% | 19.1% | 186% | 175% | 12.3% | 13.4% | 12.5% | 14.7% | 14.3% | 12.3% | 11.0% | 125% |Returnon Shr.Equity | 12.0%
as of 217109 15.4% | 192% | 18.7% | 17.5% | 12.3% | 13.4% | 12.5% | 14.7% | 14.3% | 12.3% | 11.0% | 12.5% |Retum on Com Equity | 120%

CURRENT POSITION 2006
(SMiLL)
Cash Assets 67.6 91.9

2007 12/31/08

62% ] 85% | 79% | 65% | 15% | 21% | 23% } 52%

60% | 56% | 58% | 63% | 88% | 84% | B1% | 65%

54% | 36% | 3.0% | 4.5% |Retained to ComEg 5.5%
62% | T1%| 74% | 64% |AllDiv'ds to Net Prof 56%

BUSINESS: Nicor Inc. is & holding company with gas distribution as

include Tropical Shipping subsidiary and several energy related

Other 8431 9319 12434 | its primary business. Serves over 2.2 million customers in northem  ventures. Divested oil and gas E&P, 6/93. Has about 3,900 employ-
Current Assets 910.7 10238 1338.9 | and western linois. 2008 gas delivered: 498.1 Bef, incl. 222.6 Bef  ees. Officersidirectors own about 2.2% of common stock (3/08
Accts Payable 5645 4282 4113 | from transportation. 2008 gas sales (275.5 bef): residential, 93%; proxy). Chairman and Chief Executive Officer; Russ Strobel. In-
gﬁ?éroue gggg 282’2 zggg commercial, 6%; industrial, 1%. Principal supplying pipelines: Natu-  corporated: Hllinois. Address: 1844 Ferry Road, Naperville, Winois
Current Liab. 11424 37764 7668.0 ral Gas Pipeline, Horizon Pipeline, and TGPC. Current operations  60563. Telephone: 630-305-8500. Internet. www.nicor.com.

Fix. Chg. Cov. 543% 544% _461% | Nicor struggled in the second half of investors monitor this situation since it
ANNUAL RATES  Past Past Est'd’06-08| 2008. Most recently, the company posted will likely have a heavy bearing on this
ofchange (persh)  10¥rs. ~ 5¥rs. 101274 | earnings of $1.05 a share in the fourth equity's performance going forward.
Bg;’:r’“"‘:?gwn g'g.,//" gg.,f’ gg{z quarter, which beat our estimate but still We have lowered our estimates for

U7 D% g . . N

Eamings 15% 10% 25% | fell short of the prior-year tally. Rising 2009. We look for the bottom line to come
Dividends 30%  0.5% Ni | costs coupled with the weak economic en- in at about $2.50 a share, which is near
Book Value 30% 40% 45% | vironment weighed on GAS' performance. the proposed base by the ICC. This es-

Cal- | QUARTERLY REVENUES (§ mill) Fuli | As a result, annual share net fell below timate assumes normal weather and is
endar [Mar.31 Jun.30 Sep.30 Dec.31| Year | 2007's mark of $2.98. Nicor continues to be supported by this utility’s steady cash

2006 [i3194 4513 3514 8382 [2960.0 | pressured by higher operating costs. flow. However, if the rate case is approved,

2007 13347 559 3652 919.5 31763 | The company awaits a decision for a our estimates may prove to be conserva-

2008 {15957 6998 4403 10408 37766 | rate case filed with the Illinois Com- tive.

2009 1500 650 400 1000 3550 | yperce Commission (ICC). Given rising We are introducing our expectations

10 1550 675 425 1050 13700 | expenditures, the utility filed a case for an for 2010. We look for the top and bottom

Cal- EARNINGS PER SHARE A Full | overall increase in rates. Nicor seeks to lines to bounce back next year. The ship-
endar [Mar.31 Jun.30 Sep.30 Dec31| Year | raise its rate base by $140.4 million to re- ping business should begin to strengthen

2006 | 9 .19 33 130 | 287| flect a return of equity of 11.15%. The new over this time frame. Accordingly, we es-

2007 | 104 40 32 122 | 298] rate would allow the company to better ad- timate earnings of $2.90 a share,

2008 | 91 64 03 105 | 263| just to the current market conditions. In This stock is ranked 3 (Average) for

2000 ¢ 90 35 .25 100 | 230 response, the ICC proposed a base in- Timeliness. Nicor's prospects are some-

010 | 100 45 35 110 | 280) rease of $68.8 million, which reflects a what ill-defined, given the pending rate

Cal- | QUARTERLYDIVIDENDSPADEB= | Full | cost of equity of 10.17%. The proposal also case. Thus, we recommend most investors

endar |Mar.31 Jun30 Sep.30 Decdi]| Year| includes two rate mechanisms focused on take a wait-and-see approach. However,

2005 465 465 465 465 1.86| energy efficiency. Management is in the income-oriented accounts should note that

2006 | 465 465 465 465| 1.86| process of responding to this offer. After this issue offers an attractive dividend

2007 | 465 465 465 465| 1.86| this, Nicor and the ICC will move toward a yield, which is above the average for a nat-

2008 | 485 465 465 465| 186 final decision, which should be announced ural gas utility.

2009 [ 465 485 this month. Accordingly, we recommend Richard Gallagher March 13, 2009
{A) Based on primary eamings thru. ‘96, then | Excl. items from discontinued ops.: '93, 4¢; '96, | ment plan available. (C) In millions. Company’s Financial Strength A
diluted. Excl. nonrecurring gains/(loss). '97, 6¢; | 30¢. Next egs. report due earty May. Stock’s Price Stability 100

(B) Dividends historically paid mid February, Price Growth Persistence 40

'98, 11¢; '99, 5?; ’00, ($1.96); '01, -16¢, '03,

(27¢); ‘04, (52¢); '05, 80¢; '06, (17¢); '07 (13¢).

© 2009, Value Line Publishing, Inc. All rights Teserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind. -
blication is strictly for subscriber's own, non-commercial, intesnal use. No part To subscribe call 1-800-833-0046.
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) RECENT PE Trailing: 15.1 \| RELATIVE DIVD 0/
N,W, NAT L GAS NYSE-NWN PRICE 3895 RATIO 143 Median: 15.0) PIE RATIO 139 YLD 42 0
mewess 2 s | 1] 28] 8] eT w1 BT 23T 302 8 87| 93] 93] & Toget s Ronge
SAFETY 1 Rasedsnans [ LEGENDS
weemm 1,10 X Dividends p sh 120
TECHNICAL 2 Raised 3619 divded by Interest Rale 100
.- Relative Strength 80
BETA .60 (1.00=Marke) Mo2spit 996 o [ [ e e 64
[~ 201214 PROJECTIONS | “Bhoded area: pir recession RN AT PO NN I ECEEEY ERCR ®
. . Ann’l Total | Latest recession began 12107 - T T L il i T
Hah 100 (+80%) 10% s T 32
low 55 (+40%} 12% |yt wm 34
Insider Decisions ettty .. 0
AMJJASOND N 0 16
By 001000000 oy ven, PR O 12
e A RRREREE: S A il
Institutlonal Decisions | %TOT.%ETUR&EI& -8
402008 202008  3Q2008 Percent 15 - 1 | ] ST8I:7K INDEX |
bed 02 77 3gshees 107 ; - R HI[H . Seoowma 443 [
Hidsigon) 16772 16947 16310 B Il | S5y. 535 204
1993 [ 19941995 1996 | 1997 | 1998 1999 | 2000 | 2001 | 2002 | 2003 | 2004 [ 2005 [ 2006 {2007 | 2008 | 2009 | 2010 | © VALUE LINEPUB, INC] 12-14
1845| 1830 16.02| 1686 | 1582| 16.77| 18.47 | 21.00 | 2578 | 2507 | 2357 | 2569 | 3301 | 37.20 | 39.13 | 39.47| 239.60| 41.50 |Revenues persh 48.20
374| 350( 341| 386| 372| 324| 372| 368) 386| 365| 385| 392| 434 | 476| 541 529 560| 585 |“CashFlow” persh 6.75
174 163{ 61| 197| 76| 02| 170| 179| 188 | 162| 176 | 186 | 211 | 235 276| 258| 275 285 |Eamingspersh A 345
A7) 147] 48| 120] 21| 12| 123| 124| 125| 26| 27| 130| 32| 139| 144| 152| 1.58| 1.66 |Div'dsDecldpersh Ba | 200
36T| 423] 02| a70] 507| 402| 478| 346| 323| 41| 480 | B552| 348| 356 448| 415 450| 4.50 |Cap’lSpending pefsh 50
1308| 13683 | 1455| 1537 16.02| 1659| 1742 1793 | 1856 | 18.88 | 19.52 | 2064 | 2128 | 22.01 | 2252 | 2370 | 24.90 | 26.10 |Book Value per sh 30.50
19.77| 2013 | 2224 | 2256 | 2286| 2485| 25.00 | 25.23 | 25.23 | 2559 | 2584 | 2155 | 2758 | 21.24 | 2641 | 26.50| 26.50| 26.50 |Common Shs Outstg © | 28.00
29| 30| 128] 17| 44| 26.7| 145] 124 128| 72| 158| 67| 70| 159 | 16.7| 17.7 | Boid fighres are |Avg Ann'l PJE Ratio 18.0
76| 85| 86| 73| 83| 139 83| 81| 66| 94| 80| 88| 91| 86| .89[ 1.14| VaweLine |Relative PIE Ratio 1.20
52%| 55%1 57%| 52% | 48%| 45%| 50% | 56% | 51% | 45% | 46% | 42% | 37% | 37% | 34% | 33%] *UF™  |Avg Ann'l Divd Yield 3.2%
CAPITAL STRUCTURE as of 12/31/08 4558 | 5321 | 6503 | 6414 | 6113 | 7076 | 9105 |1013.2 | 10332 | 1037.8 | 1050 | 1100 |Revenues {$mill 1350
Total Debt $760.0 mil. Due in 5 Yrs $259.8 mill. 49| 478| 502) 438| 460 506 | 581 652 745| 685| 73.0| 755 [NetProfit ($mill 9.5
LT Debt $512.0 mill” LT Interest $37.0 mik. 4% | 9% | 4% | 9% | BT% | 44% | 36.0% | 36.3% | 37.2% | 36.9% | 37.0% | 37.0% |Incoms Tax Rate 37.0%
(Total interest coverage: 4.0x) 99% | 90% | 7.7% | 68% | 7.5% | 71% | 64% | 64% | 7.2% | 66% | 7.0% | 69% |NetProfit Margin 7.2%
46.0% | 45.1% | 43.0% | 47.6% | 49.1% | 46.0% | 47.0% | 46.3% | 46.3% | 44.9% | 47% | 47% |Long-Term Debt Ratio %
Pension Assets-12/07 $241 mil. 49.9% | 50.9% | 53.2% | 515% | 50.3% | 54.0% | 53.0% | 53.7% | 53.7% | 55.1% | 53% | 53% |Common Equity Ratio 53%
Oblig. $260 mill. 8615 887.8 | 880.5| 937.3 | 1006.6 | 10525 | 11084 | 11165 | 11068 | 1140.4 | 1180 | 1225 |Total Capital (Smill} 1400
Pfd Stock None 8959 | 9340 | 9650 | 9956 | 12059 | 13184 | 13734 | 14251 | 14959 | 1549.0 | 1600 | 1660 |Net Plant (Smill 1900
Common Stock 26.5 mill. shares 68% | 61% | 69% | 59% | 57% | 59% | 65% | 7.1% | 85% | 8.0% | 6.0% | B.0% |Return on Total Capl 3.0%
97% | 98% | 10.0% | 89% | 9.1% | 89% | 9.9% |109% | 125% | 11.2% | 11.0% | 11.0% |Returnon Shr.Equity | 11.0%
MARKET CAP $1.0 billion (Mid Cap) 99% | 10.0% | 10.2% | 8.5% | 9.0% | 8.9% | 9.9% |10.9% [ 12.5% | 11.2% | 11.0% | 11.0% |Return on Com Equity | 11.0%
28% | 3.1% | 35% | 18% | 26% | 27% | 3.7% | 45% | 60% | 4.7% | 4.5% | 4.5% |Retained to Com Eq 5%
cu»(zsﬁm POSITION 2006 2007 12/31/08 | 74% | 70% | 67% | 79% | 72% | 69% | 63% | 58% | 52% | 59% | &7%{ 58% |All Div'ds to NetProf 58%
Cash Assels 5.8 6.1 BUSINESS: Northwest Natural Gas Co. distributes natural gas to  Owns local underground storage. Rev. breakdown: residential,

3 6.

Other 303.0 _268.8 _474.1| 90 communities, 662,000 customers, in Oregon (90% of customers) 55%; commercial, 28%; industrial, gas transportation, and other,
Curent Assets 3088 2743 481.0 | and in southwest Washington state. Principal cities served: Portland  17%. Employs 1,130. Barclays Global owns 6.5% of shares; of-
Accts Payable 1136 119.7  _94.4 1 and Eugene, OR; Vancouver, WA. Service area population: 2.5 mill.  ficers and directors, 1.3% (4/08 proxy). CEO: Gregg S. Kantor. Inc.:
Debt Due 1296 1481 24881 (77% in OR). Company buys gas supply from Canadian and U.S. Oregon. Address: 220 NW 2nd Ave., Portiand, OR 9720. Tele-
Current Liab. 3415 3800 5513 | producers; has transportation rights on Northwest Pipeline system.  phone: 503-226-4211. Internet: www.nwnatural.com.

Fx. Chg. Cov. 349% _408% 393% | Northwest Natural’'s fourth-quarter Oregon PUC in October. The new arrange-
ANNUAL RATES  Past Past Est'd’05-07 | earmings gain was a bit above normal. ment should reduce earnings swings, as
ofchange persh)  10Yrs.  5¥is. 10’124 | In the final period of 2008, the company Northwest will book only 10% or 20% of
53;’2{1“":73‘”.. gg.,,/: ggvk ggnf’ profited from its gas cost-sharing arrange-- the profit or loss on the cost of gas, down

.| .0 /0 .U7% A .

Eamings 30% 65% 70% | ment in Oregon, where it had lost money from one-third through 2008.

Dividends 15% 20% 55% |in the prior-year period. Operating and Earnings from present operations will
Book Value 35 35% 35% | maintenance costs declined 12%, year to probably rise steadily through 2012-
Cal- | QUARTERLYREVENUES §mill) | runl | year, and the Oregon weather normaliza- 2014. Customer growth will likely contin-
endar [Mar31 Jun.30 Sep.30 Dec.31| Year | tion clause helped, as well, though it had ue to exceed the U.S. average of around
2006 (3904 1710 1149 3369 |10132] no effect on 2007 December-period profits. 1% per year. Oregon's enlightened regu-
2007 {3941 1832 1242 3317 |10332| Despite gas cost-sharing profit in the lations should protect Northwest from the
2008 {387.7 1913 1097 3492 (10379 ( fourth quarter, Northwest lost about $0.11 vagaries of the weather, and Washington
2009 1300 206 120 340 |1050 | 5 share from the arrangement in 2008. will probably institute a weather adjust-
2010 |410 210 125 355 1100 | Cystomer growth, though, slowed to 1.6% ment clause, as well. Costs should rise at a
cal- EARNINGS PER SHARE A Full | in 2008, well below the recent average. slower pace than the customer roster. But
endar |Mar31 Jun.30 Sep.30 Dec.31| Year | Earnings will likely rise nicely in ' Two large projects could significantl
2006 | 148 07 d35 115 [ 235} 2009. Northwest guided to a range of boost Northwest’s earnings by 2014. If
2007 | 177 10 d22 111 | 276| $2.55 to $2.70 a share this year, but we regulators give all necessary approvals, a
2008 | 163 .08 d38 125 | 258} think the company will do a bit better. gas storage project in California and a new
2000 | 172 10 d34 127 | 275| Eyen though customer growth will proba- gas pipeline in Oregon will come on
010 | 175 11 d33 132 | 285 bly be modest in 2009, Northwest should stream in 2011-2012. Together, they could
Cal- | QUARTERLYDNVIDENDSPAIDB= | Full | continue to garner new accounts from cus- require over $525 million of investment by
endar |Mar.31 Jun.30 Sep30 Dec3i! Year| tomers switching to gas from other sources Northwest. The company would have to
2005 | 325 325 325 345 | 1.32] of heat. The revised gas cost-sharing sys- sell some stock, but the projects could add
2006 | 345 345 345 - 35 | 1.39| tem in Oregon should also help, as the -at least $0.35 a share to our forecast.

2007 | 35 355 365 375 | 144 company should benefit from gas prices These top-quality shares have solid
2008 | 375 375 375 395 | 152| that are now well below last fall; North- risk-adjusted total-return potential.
2009 | 395 west's gas cost forecast is approved by the Sigourney B. Romaine March 13, 2009
{A} Diluted earnings per share. Excludes non- Company’s Financial Strength A
recurring items: ‘98, $0.15; '00, $0.11; '08, | (B) Dividends historically paid in mid-February, | (C) In millions, adjusted for stock split. Stock’s Price Stability 100

Price Growth Persistence 70

($0.06); '08, ($0.03). Next earnings report due | May, August, and November.
= Dividend reinvestment plan available.

early May.

® 2009, Value Line Publishing, Inc. Al ri

hts reserved. Factual material is obtained from sources believed to be refiable and is provided without warranties of a
THE PUBLISHER IS NOT RE! PONSIBLE%OR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber’s own, non-commercial, intermat use.
of it may be reproduced, resold, stored or transmitted in any printed, electronic or other form, or sed for generaling o sharketing any printed or elecironic publication, service or product.

kind.

Earnings Predictability
¥4 To subscribe call 1-800-833-0046.




PIEDMONT NAT'L. GAS wvse.ow

s 1360 46uin |

RECENT 22,46 [Fo 14,0 (e )

MARKET CAP: $1.7 billion {Mid Cap)

weuness 3 messnsn | MOY) (801 1231 1970 138] 19| %8| 3| B3| B3| Bo| R 23 Target Price Range
SAFETY 2 New o LEGENDS
= 1.40 x Dividends p sh
TECHNICAL 2 Lowered 1109 divided by interest Rate 80
- - - - Relative Price Swength
BETA 65 (1.00 =Marke) 21or-1 spiit_ 1104 —— - @
[ 207 PROJECTIONS O e s pror recessi il - ) S N ECTTTT CECTD 10
High P4ri5ce +1%a(i)""/ nR;e;:l/?na —— began - LTI |'-l1|!=l I S R E—— ;2
o 33 8% % PPOPPPCELE LA i = T["e 20
Insider Decisions
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InSeI. 000000001 T R S % TOT.RETURN 200 [
Institutional Decisions | THIS VL ARITH.
102008 202008 30200 STOCK INDEX
o 7o o Ul 7T T — 1& o e r
Roww_36775 _seeap 352z | 00 25 _I_IHTI LI il sy, 98 294 [
1993 [1994 [ 1995 [ 1996 | 1997 [ 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 [ 2006 | 2007 | 2008 | 2009 [ 2010 | ©VALUE LINEPUB, INC] 12-14
1057| 1082 B876| 1159 1284 | 1245| 1097 | 1301 | 17.06 1257 | 1844 | 19.95 | 22.96 | 2580 | 23.37 | 2852| 20.25| 30.15 [Revenues pershA 33.15
114 143| 125| 149| 62| 172| 70| 177 18| 181| 204| 231 | 243| 251 264| 277| 285| 3.05|“Cash Flow” persh 3.40
73| e8| 73| 4| 93] 98| 83| 101 04| 85| 41| 127| 132| 128| 140 149| 160 1.80 [Earnings persh® 215
4| 51| 54| 570 61| 64| 8] 72| 76| 80| s2] 85| 81| 95| 99| 103| 1.05| 1.10 |DividsDecPdpershCs | 1.25
I 158| 195| 172| 164| 152 14B| 158] 166| 1.29| 121| .96 185 | 250| 274| 185| 247| 315| 210 |CaplSpending persh 755
545| 568| 6146| 653| 695| 745| 7.86| 826 863 | 891 | 936| 1145 | 1153 | 1183 | 1199 1211 | 1265| 13.45 |Book Value persh® 15.85
52.30| 53.15| 57.67| 50.10| 60.33 | ©14B| 0250 | 63.63 | 64.03 | 66.18 | 5737 | 7667 | 76.70 | 7461 | 73.23| 73.26| 73.50| 73.50 |Common Shs OulstgE | 73.00
4| 157| 38| 139| 136| 16.3| 17.7| 143| 67| 184| 67| 1668 179| 192 187| 182 boidnighresare |Avg Ann'l PIE Rafic 160
o 103 92| 87 8 85| 101| 93| 86| 10| 85| 88| 95| 104| 99| 1145| VawelLine |Relative P/E Ratio 1.50
A3% | 48% | 54% | 49% | 48% | 40% | 41% | 50% | 45% | 46% | 44% | 41% | 38% | 3.9% | 38% | 38% | “™P™  |avgAnn'I Divid Yield 3.1%
CAPITAL STRUCTURE as of 10/31/08 6855 | 8304 | 1107.9 | 8320 | 1220.8 | 16207 | 17611 | 19246 | 1711.3 | 2089.1 | 2150 2215 [Revenues {$mill) A 2420
Total Debt $1230.8 mill. Due in 5 Yrs $150.0 mil. 562| 640 655| 622 744} 952 1013 | 972 | 1044 | 1100] 120] 135 |Net Profit (Smill) 155
(LLTT'?;‘;‘:;";-E"’:&‘!-4.OXFL:;’I‘§;;§;:}5;§;;"§€ 307% | 347% | 346% | 33.% | 348% | 35.1% | 33.0% | 34.2% | 33.0% | 364% | 35.0% | 35.0% [income Tax Rate 35.0%
37 S " 85% | 77% | 59% | 75% | 64% | 62% | 58% | 5.0% | 64% | 53%| 55%| 6.0% |NetProfit Margin 6.5%
462% | 46.1% | 47.6% | 43.9% | 42.0% | 43.6% | 414% | 48.3% | 484% | 47.2% | 51.0% | 49.5% |Long-Term DebtRatic | 47.0%
Pension Assets-10/08 $150.3 mill. 53.8% | 53.9% | 524% | 56.1% | 57.8% | 564% | 58.6% | 51.7% | 51.6% | 52.8% | 49.0% | 50.5% |Common Equity Ratio | 53.0%
Oblig. $143.5 mill. [T9147 | 9784 | 10604 | 1051.6 | 1080.2 | 15149 | 1500.2 | 1707.9 | 17033 | 16815 | 1900 | 1955 |Total Capital ($mill 2180
Pd Stock None 1047.0 | 10720 | 1114.7 | 11585 | 18123 | 1849.8 | 1039.1 | 2075.3 | 2141.5 | 22408 | 2250 | 2300 |Net Plant ($mill) 2450
B.1% | 8.3% | 79% | 78% | 86% | 78% | 8.2% | 7.2% | 78% | 8.2% | 7.5%| 8.5% |Returnon Total Cap! 35%
Common Stock 73,260,672 shs. 11.8% | 12.1% | 11.7% | 106% | 11.8% | 11.9% | 11.5% | 11.0% | 11.8% | 124% | 12.5% | 13.5% |Return on Shr. Equity 13.5%
as of 12116/08 11.8% | 12.1% | 11.7% | 10.6% | 11.8% | 11.1% | 11.5% | 11.0% | 11.9% | 124% | 125% | 13.5% |Return on Com Equity | 13.5%

33% | 35% | 3.0% | 17% | 3.4% | 3.7% | 3.6% | 28%
T2% ) 7% | 75% | 83% | 74% | 66% | 68% | 74%

35% | 38% | 4.0% | 5.0% |Retained to ComEq 6.0%

0% | 69% | 67%| 62% |ADivdstoNetProf | 57%

BUSINESS: Piedmont Natural Gas Company is primarily a regu-
lated natural gas distributor, serving over 935,724 customers in
North Carolina, South Carolina, and Tennessee. 2008 revenue mix:
residential (39%), commercial (24%), industrial (12%), other (25%).
Principa! suppliers: Transco and Tennessee Pipeline. Gas costs:
73.5% of revenues. '08 deprec. rate: 3.2%. Estimated piant age:

8.7 years. Non-regulated operations: sale of gas-powered heating
equipment; natural gas brokering; propane sales. Has about 1,833
employees. Officers & directors own about 1.1% of common stock
(1/08 proxy). Chairman, CEO, & President: Thomas E. Skains. Inc.:
NC. Address: 4720 Piedmont Row Drive, Charlotte, NC 28210, Tel-
ephone: 704-364-3120. Internet: www.piedmontng.com.

CUI?SIHIELIEIJ; POSITION 2006 2007 10/31/08
Cash Assets 8.9 75 7.0
ther 4671 4278 593.8
Current Assets 476.0 4353  600.8
Accts Payable 80.3 1436 1323
Debt Due 170.0 195.0 436.5
Other 150.1 759 112.7
Current Liab. 4004 4245 6815
Fix. Chg. Cov. 323% 309% 341%
ANNUAL RATES Past Past Est'd ’06-'08
of change (persh) 10 Yrs. 5Yrs,  to'12°14
Revenues 75% 10.0% 4.0%
“Cash Flow" 50% 7.0% 4.5%
Eamings 4.5% 6.5% 7.5%
Dividends 5.0% 4.5% 3.5%
Book Value 5.5% 6.0% 5.0%
FYiscal QUARTERLY REVENUES (§ mill.) A FE"" )
Ends [Jan31 Apr30 Jul31 Oct31| 'Vaar
2006 {9214 4832 2379 2822 [1924.7
2007 {677.2 5315 2244 2782 {17113
2008 (7885 6342 3547 311.7 |2089.1
2009 [815 655 360 320 (2150
2010 [830 670 375 340 [2215
FYiscal EARNINGS PER SHARE ABF FEU" "
Boar [Jan31 Apr30 Jui3t Oct31| Vear
2006 94 57 d16 do8 1.27
2007 94 89 d12 dn 1.40
2008 | 1.12 66 d10 d1B 1.49
2009 | 1.13 .68 d10 d11 1.60
2010 | 1.15 g0 do2 do3 1.80
Cal- | QUARTERLY DIVIDENDS PAID Cs Full
endar {Mar.31 Jun.30 Sep.30 Dec.31| Year
2005 | 215 .23 23 23 91
2006 | .23 24 24 24 95
2007 | .24 .25 25 25 99
2008 | .25 .26 .26 .26 1.03
2009 | .26

Piedmont Natural Gas finished fiscal
2008 (ended October 31st) with solid
results, despite the difficult economy.
Revenues advanced 22% due to higher sys-
tem throughput volumes, as well as addi-
tional customer accounts at the utility seg-
ment. However, the bottom-line increase
was moderated owing to weaker contribu-
tions at the Southstar Energy Services
unit. But progress was made.

The January-period bottom line came
in slightly above the prior year. The
top line benefited from additional custom-
ers in the residential, commercial, and
conversion markets. Meanwhile, the
Hardy Storage facility has begun to gain
traction. It recently boosted its contribu-
tion to income by more than 20%. Margins
were impacted last year because of declin-
ing natural gas prices, and a greater gas
storage writedown than management ex-
pected. More recently, indications are that
prices may start to help widen margins
and boost earnings contributions from the
nonutility portion of PNY’s business mix.
Still, economic headwinds may weigh
on this year's growth prospects. The
past couple of quarters have experienced

tapered growth in new accounts. And

while these metrics are still relatively

steady, the state of the regional economy

suggests customer growth may slow fur-

ther in the months to come. However, cost-

cutting efforts ought to offset the slow-

down and augur well for the bottom line,

contributing to a share-net advance of
roughly 7%.

We have introduced our 2010 earnings

estimate at $1.80 a share. The continued

utilization of Piedmont’s Hardy Storage fa-

cility should provide a nice avenue for ex-
pansion next year. Meanwhile, it's only a

matter of time before natural gas prices

trend higher. And in the longer term, the

Robeson liquefied natural gas storage

project is slightly ahead of schedule and on
budget to be in service by 2012.

These neutrally ranked shares may

appeal to income-oriented accounts.

Since our December review, they have

declined approximately 21%. They still do
not offer much in the way of capital appre-
ciation potential. However, the recent

downturn provides a more attractive entry
point to this good-yielding stock.

Bryan Fong March 13, 2009

(A) Fiscal year ends October 31st. (C) Dividends historically paid mid-January, million, 22¢/share. Company's Financial Strength B++
(B) Diluted eamings. Excl. extraordinary item: | April, July, October. (E) In millions, adjusted for stock split. Stock’s Price Stability 100
‘00, 8¢. Excl. nonrecurring charge: 97, 2¢. n Div'd reinvest, plan available; 5% discount. | (F} Quarters may not add to total due to Price Growth Persistence 60

Next earnings report due early May.

(D) Includes deferred charges. In 2008: $16.3 | change in shares outstanding.
® 2009, Value Line Publishing, Inc. All sights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
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LA Iy

A

2-14

2007 | 2008 [ 2009 | 2010

17.03
1.54
78
72

1745
1.35
61
12

16.50
165
83
12

16.18
1.60
86
72

20.89
144
64
RY]

187
747

193
1.23

2.08

7341 803

2243
1.95
1.08

RE]

35.30
1.90
1.15

J4

20.69
212
1.22

RE]

26.34
224
1.37

.18

28.51
244
1.68

82

31.78
251
171

86

31.78
3.51
246

92

3230 [ 3236
320 327
209t 227
100 11

32.80
3.50
245
1.20

33.55
3.65
265
1.28

36.35
4.20
3.10
1.50

Revenues per sh

“Cash Flow” per sh
Earnings per sh A
Div'ds Decl’d per sh Bm

230
643

3.06
6.23

2.21
1.2

2.82
7.81

347
9.67

2.36
11.26

267
1241

32
13.50

251
15.11

188 208
1625 § 17.33

225
18.35

240
19.35

290
21.20

Cap'l Spending per sh
Book Value per sh ©

19611 21431 21441 2151

2054 2156

2300 | 2372 | 2441 2646 | 27.76 | 28.98 | 29.33

2061 29.73 | 30.50 | 31.00 [Common Shs Outst'g P | 33.00

15.8
93
5.9%

16.1
1.06
74%

122
82
1.2%

133
.83
6.4%

138
80
6.1%

212
110
5.3%

133
7
5.4%

13.0
85
5.2%

136
J0
4.7%

135
T4
4.6%

14.1
T4
3.7%

133
.78
4.3%

16.6
88
3.0%

119
b4
3.2%

171.2] 159
81 98
28% 1 3.1%

14,0
85
3.5%

Bold figyres are
ValueiLine
estimates

Avg Ann'T PIE Ratio
Relative P/E Ratio
Avg Ann’l Div'd Yield

LT Debt $332.8 mill.
(Total interest coverage: 6.0x}

Pension Assets-12/08 $88.3 mill.
Pfd Stock none

as of 2/23/09

CAPITAL STRUCTURE as of 12/31/08

Total Debt $570.4 mill. Due in 5 Yrs $302.7 mill.

LT Interest $17.0 mill
Oblig. $142.7 mill.

Common Stock 29,738.256 common shs.

MARKET CAP: $1.0 billion (Mid Cap)

3925
20

5159
247

8313
26.8

505.1
294

696.8
U6

8191
43.0

921.0
486

9314
720

9564 | 962.0
618 679

1000
750

1040
80.0

1200
100.0

Revenues ($milf)
Net Profit ($mill)

42.8%
56%

43.1%
4.8%

42.2%
3.2%

414%
5.8%

40.6%
5.0%

40.9%
5.2%

41.5%
5.3%

41.3%
1.7%

41.9% | 43.3%
6.5% | 7.1%

40.0%
1.5%

40.0%
7.7%

40.0%
8.3%

Income Tax Rate
Net Profit Margin

53.8%
37.0%

54.1%
37.6%

571.0%
35.9%

53.6%
46.1%

50.8%
49.0%

48.7%
51.0%

449%
55.1%

44.7%
55.3%

27% | 39.2%
57.3% | 60.8%

40.5%
59.5%

40.5%
59.5%

40.5%
59.5%

Long-Term Debt Ratio
Common Equity Ratio

405.9
533.3

435
562.2

516.2
607.0

5125
666.6

608.4
7483

675.0
799.9

7103
8713

8011
920.0

838.0 | 848.0
9489 | 9826

945
1015

1010
1040

Total Capital (Smill)
Net Plant ($mill)

175
1220

14%
11.7%
14.6%

14%
12.4%
14.8%

7.9%
124%
12.5%

8.3%
124%
124%

6.9%
121%
12.8%

1.6%
124%
12.5%

1.3%
11.5%
11.6%

10.1%
16.3%
16.3%

8.6% | 85%
12.8% | 13.2%
12.8% | 13.2%

9.0%
13.5%
13.5%

9.0%
13.5%
13.5%

10.0%
14.5%
14.5%

Return on Tofal Cap'’l
Return on Shr. Equity
Return on Com Equity

CURRENT POSITION 2006
(SMILL.)
Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other .
Current Liab. 422.8
Fix. Chg. Cov. 527%

3283

2007 12/31/08

42% | 48% | 35% | 47% | 50% | 59% | 62% {10.2%
T2% | 61% | 76% | 62% | 57% | 52% | 50% | 37%

6.7% | 68% | 7.0%| 6.5% |Retained to ComEq 7.0%
48% | 49% | 49% | 50% |All Div'ds to Net Prof 50%

11.7 5.8
316.6 _429.3
4351
101.2
118.4
108.7

3283 4999

BUSINESS: South Jersey Industries, Inc. is a holding company. lis
subsidiary, South Jersey Gas Co., distributes natural gas to
340,136 customers in New Jersey's southem counties, which
covers about 2,500 square miles and includes Atlantic City. Gas
revenue mix '08: residential, 46%; commercial, 23%; cogeneration
and electric generation, 6%; industrial, 25%. Non-utility operations

include: South Jersey Energy, South Jersey Resources Group,
Marina Energy, and South Jersey Energy Service Plus. Has 602
employees. Off./dir. control 1.0% of com. shares; Dimensional Fund
Advisors, 6.5%; Barclays, 6.1% (3/08 proxy). Chrmn. & CEO: Ed-
ward Graham. incorp.: NJ. Address: 1 South Jersey Plaza, Folsom,
NJ 08037. Tel.: 609-561-9000. Internet: www.sjindustries.com.

476%  598%

ANNUAL RATES Past

of change (persh) 10 Yrs.

Revenues 7.0%
“Cash Flow” 7.0%
Eamings 9.5%
Dividends 2.5%
Book Value 7.5%

Past Est'd’06-'08
5Yrs,

to 1214
2.0%
4.0%
5.5%
7.0%
4.5%

Cal-

endar |Mar31 Jun.30 Sep.30

QUARTERLY REVENUES (§ mil)

Full

Dec.31| Year

2006
2007
2008
2009
2010

3726 1538
3684 1717
3481 1358
365 160
375 170

154.7
156.2
210.4
200
210

250.3
2601
267.7
275
285

9314

956.4

962.0
1000
1040

Cal-

endar {Mar31 Jun.30 Sep.30

EARNINGS PER SHARE A

Full

Dec.31| Year

2006
2007
2008
2009
2010

1.06 20 51
1.30 21 405
1.32 26 04
135 30 .10
140 35 .15

69
83
67
.70
75

246
2.09
2.21
245
2.65

Cal-
endar | Mar.31 Jun.30 Sep.30

QUARTERLY DIVIDENDS PAID Ba

Full

Dec.31] Year

2005 { -- 213 213
2006 225 225
2007 245 245
2008 210 270
2009

438
470
515
568

.86
92
1.01
i1

Shares of South Jersey Industries
have held up well in recent months.
The company reported a solid bottom-line
advance for the fourth quarter and full-
year 2008. Its nonutility operations posted
healthy growth at the Asset Management
& Marketing unit. The utility segment has
also benefited from increased customer
conversions to natural gas and higher
margins on off-system sales. The customer
base increased by roughly 1.3% in 2008,
despite a considerable slowdown in the
new housing construction market.

The company has attractive prospects
for the coming years. Natural gas
remains the fuel of choice in the markets
served by South Jersey Gas, where the
fuel enjoys a significant price advantage
over alternatives. Moreover, healthy per-
formance should continue at South Jer-
sey’s nonutility operations. Overall, share
earnings will probably advance at a nice
clip in 2009.

South Jersey Gas recently filed two
petitions with the New Jersey Board
of Public Utilities advancing econom-
ic stimulus plans. The first accelerates
into 2009 and 2010 roughly $100 million of

capital spending on various utility infra-
structure projects. The company is seeking
to recover, and earn a return on, this in-
vestment through higher rates. The second
petition proposes a $17 million Energy Ef-
ficiency Tracker that encourages energy
conservation while allowing SJG to earn a
competitive return. In addition, South Jer-
sey plans to file a base rate case in early
2010, which will reflect approximately
$380 million in capital investment since
the last filing.

The company leased out its interest in
the Marcellus Shale. It has formed an
agreement with an exploration and prod-
uction company to develop the deep
mineral rights on over 21,000 acres of the
Marcellus Shale in western Pennsylvania.
This move will allow South Jersey to real-
ize the value of this asset without incur-
ring the costs of drilling the acreage itself.
This stock is timely. Earnings and divi-
dend growth should continue to 2012-2014.
However, this appears to be partly
reflected in the current quotation. The
yield on this good-quality issue is also be-
low the average of the gas-utility group.
Michael Napoli, CPA March 13, 2009

(A) Based on GAAP EPS through 2008, eco-
nomic eamings thereafter. GAAP EPS: '07,
$2.10; 08, $2.58. Excl. nonrecur. gain (loss):
*01, $0.13; 08, ($0.70). Exc! gain (losses) from | due to rounding. Next egs. report due late
, Inc. All rights reserved, Factual material is obtained from sources befieved to be reliable and is provided without warranties of an
THE PUBLISHER IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This Jaubﬁcaﬁcn is strictly for subscriber’s own, non-commercial, nternal use.
of it may be reproduced, resold, stored or transmitted in any printed, electronic or other fom, or use

© 2009, Value Line Publishi

discont. ops.: 99, ($0.02); '00, ($0.04); *01,
($0.02); 02, ($0.04); '03, ($0.09); ‘05, ($0.02),
'08, ($0.02); ‘07, $0.01. Earnings may not sum | (C) Incl. regulatory assets. In 2008: $270.4
mill., $3.10 per shr. (D) In millions, adj. for split.

Aprillearly May. (B) Div'ds paid early Apr., Jul.,
Oct., and late Dec. w Div. reinvest. plan avail.

for generating or marketing any printed or electonic publication, service of product.

Company’s Financial Strength B++
Stock’s Price Stability 100
Price Growth Persistence 95
Earnings Predictability 75

kind.

¥*=3 To subscribe call 1-800-833-0046.
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} High:] 26.9] 295| 23.0] 247] 253| 236| 26.2| 28.1] 394 | 399 33.3] 26.4 i
TMELINESS 3 Roeisyns | [ioh 17.3| 204| t6.9| 16| 181| 193] 215| 235| 260| 265| 21.1| 184 Target Piee Range
SAFETY 3 lowreds1 | LEGENDS
= 1.50 x Dividends p sh
TECHNICAL 2 Raised 3608 divided by Interest Rate -
-+« Relative Strength

BETA .70 {1.00 = Market) Options: Yes ° gg
" 2012-14 PROJECTIONS. | otost cacacaot toghns 350 = 40

Price  Gain Angeltz?rtlal I I T e 30
High 40 (+120%) 25% — s S S UL AL 2
Low 30 (+85%) 17% |yl h——hered it I %
Insider Decisions U ! e e ) * 15

AMJ JASOND| "ege ' .
wBy 000002110 Mory e e . . == 10
P pissiells e e e W s
Institutional Decisions * mT.rﬁlEsTURv': EIII?TS;I.

102008 202008 302008 | porcent 9 ; i STOCK  NDEX |

WB:'{ 80 85 69 | shares | AN 1y, 2213 <449 I~
o5 88 65 74| waded 3 3y -256 441 [
Hid's{000) 34496 34150 33669 B Syr. -3.5 -29.4
1993 | 1994 | 1995|1996 | 1997 | 1998 | 1999 [ 2000 | 2001 | 2002 | 2003 [2004 (2005 {2006 (2007 | 2008 | 2009 [2010 | ©VALUELINE PUB, INC|12-14

2568 | 28.16| 23.03] 24.09; 2673| 30.47
324| 509| 265] 300 385| 448
83 122 A0 25 T 165
T4 80 82 82 82 82

30.24 | 3261 | 4298 | 3968 | 3595 | 40.14 [ 43.50 | 4847
445| 457 | 479 507 511 | 557 520 597
121} t21| 146 196§ 143 166] 1.25| 198

82 B2 B2 82 82 82 82 82

50.28 | 4853 | 4445 46.75 |Revenues persh 55.00
621 | 575| 6.05| 6.65|“CashFlow” persh 7.50
195] 1.39| 1.50| 1.85 |Earnings persh? 2.30

88 90 .85 | 1.00 |Div'ds Decl'd per sh Bwt|  1.15

57| 68| 67| 88| 69| 640

T4 TO04[ 647 830 V03| 823 | 749] 827

786 679 7.00] 7.20 |Cap'l Spending per sh 9.00

1596 | 16.38| 14.55| 1420 14.09 | 1567 1631 | 1682 | 17.27{ 17.91 | 1842 | 1818 | 19.10 | 21.58 | 22.98 | 2348 | 24.45| 25.00 {Book Value persh 26.00
2100 [ 2128 24471 26.73] 2739 30411 30.99| 31.71] 3249 3329 3423 | 36.79 | 30.33 | 41.77 | 4281 | 44.19| 45.00 | 46.00 |Common Shs Outst'g € | 50.00
265 140 NMF[ NMF| 241] 132 21%] 160 790 1997 182 143 206 | 158 | 173[ 20.37 Boid fighres are |Avg Ann'l PIE Ratio 15.0

(Total interest coverage: 2.1x)

157 92 NMF| NMF| 139| e8| 120| 104{ 97| 109| 109| 76| 110| 86| 92| 125| ValelLine |Relative PIE Ratio 1.00

44%)| 4| B4% | 47% | 44% | 38% | 31% |- 42% | 38% | 36% | 38% | 35% | 32% | 26% | 26% | 32%| =" |Avg AnwlDiv'd Yield 3.3%

CAPITAL STRUCTURE as of 12/31/08 936.9 | 1034.1 | 1396.7 | 13209 | 1231.0 [ 1477.1 [ 17443 | 2024.7 | 21521 | 21447 | 2000 | 2150 |Revenues ($mil) 2750
) . . 303| 383] 372 386| 385 569! 481 805| 832| 61.0] 67.5| 850 |NetProfit ($mill) 115

Ig‘g‘e gfggggg?;:“'lﬂ"tE;an"';fe;({;ggg“lﬁl;“"’- 35.5% | 26.2% | 345% | 32.8% | 30.5% | 348% | 29.1% | 37.3% | 36.5% | 40.1% | 38.0% | 38.0% |Income Tax Rate 36.0%
- i e 42% 1 3% | 27% | 29% | 3.1% | 4.0% | 28% | 40% | 3.9% ] 28% | 34% | 40% |NetProfit Margin 42%

Leases, Uncapitalized Annual rentals $6.0 mill.

60.3% | 60.2% | 56.2% | 62.5% | 66.0% | 64.2% | 63.8% | 60.6%
35.5% | 35.8% | 39.6% | 34.1% | 34.0% | 35.8% | 36.2% | 384%

58.1% | 55.3% | 53.5% | 52.5% [Long-Term DebtRatic | 51.0%

Pension Assets-12/08 $342.9 mill. ) 41.9% | 44.7% | 46.5% | 47.5% |Common Equity Ratio 49.0%
Oblig. $558.9 mill. 14247 | 1489.9 | 1417.6 | 1748.3 | 18516 | 1968.6 | 2076.0 | 2287.8 | 2349.7 | 2323.3 | 2375 | 2425 |Total Capital (mil 2650
Pfd Stock None 1581.1 | 1686.1 | 18256 | 19795 | 2175.7 | 2336.0 | 2489.1 | 2668.1 | 2845.3 | 2083.3 | 3100 | 3250 |Net Plant (Smill 3700

Common Stock 44,436,610 shs.
as of 2117/09

48% | 48% | 5.4% | 43% | 42% | 50% | 43% | 55%
70%| 65% | 60% | 59% | 61% | 83% | 64% | 69%
78% | 7.2% | 66% | 65% | 6.1% | 83% | 64% | 89%

55% | 45% | 4.5% | 55% [Returnon Total Cap'l 6.0%
85% | 59% | 6.0%]| 7.5% |Return on Shr. Equity 9.0%
85% | 59% | 6.0% | 7.5% {Return on Com Equity 9.0%

MARKET CAP: $800 miliion (Small Cap)

28% | 24% | 1.9% | 19% | 1.7% | 43% | 22% | 52%

48% | 21% | 25% | 3.5% |Retainedto Com Eq 4.5%

64% | 6% | T1% | To% | 7% | 49% | e5% | 42%

44% | 63% | 63% | 54% |AllDiv'ds to Net Prof 50%

CURRENT POSITION 2006 2007 12/31/08
(SMILL )

BUSINESS: Southwest Gas Corporation is a regulated gas dis-
tributor serving approximately 1.8 million customers in sections of
Arizona, Nevada, and California. Comprised of two business seg-
ments: natural gas operations and construction services. 2008 mar-
gin mix: residential and small commercial, 86%; large commercial
and industrial, 5%; transportation, 9%. Total throughput: 2.4 billion

therms. Sold PriMerit Bank, 7/96. Has 4,732 employees. Off. & Dir.
own 1.8% of common stock; T. Rowe Price Associates, Inc., 6.7%;
GAMCO Investors, Inc., 5.8% (3/08 Proxy). Chairman: James J.
Kropid. Chief Executive Officer: Jeffrey W. Shaw. Inc.: California.
Address: 5241 Spring Mountain Road, Las Vegas, Nevada 89193.
Telephone: 702-876-7237. Intemnet: www.swgas.com.

Cash Assets 18.8 32.0 26.4
Other 482.8 4705 4117
Current Assets 501.6 5025 4381
Accts Payable 265.7 2207 1914
Debt Due 27.5 47.1 62.8
Other 202.9 26041 2557
Current Liab. 496.1 5279 508.9
Fix. Chg. Cov. 220% 229%  224%

ANNUAL RATES Past
of change (persh) 10 Yrs. 5Yrs.
7.09 4.59

Past Est'd '06-'08
10'12'44

Revenues .0% 5% 2.0%
“Cash Flow” 6.0% 4.0% 4.0%
Eamings 165%  80%  4.5%
Dividends - - 5% 5.0%
Book Value 40% 4.0% 2.5%

Cal- | QUARTERLY REVENUES (§ mill) Full
endar {Mar.31 Jun.30 Sep.30 Dec.31| Year

2006 | 6760 4309 3518 5651 |2024.7
2007 (7937 4266 3715 5603 {21521
2008 [813.6 4473 3744 5094 [21447
2008 {790 400 310 . 500 (2000
2010 1810 440 350 550 (2150

Cal- EARNINGS PER SHARE A Full
endar |Mar.31 Jun.30 Sep.30 Dec.31{ Year

2006 | 1.1 02 d26 1M1 1.98
2007 | 147 d01 d22 101 1.95
2008 | 114 d06 d.38 ] 1.39
2009 | 100 doO5 d35 90 | 150
2010 | 1.05 Nl d30 110 § 185
Cal- | QUARTERLY DIVIDENDS PAID & Full
endar | Mar.31 Jun.30 Sep.30 Dec.31| Year
2005 | 208 205 205 205 82
2006 | 205 205 205  .205 82
2007 | 205 2156 215 215 85
2008 | 215 225 225 225 89
2009 | 225 238

Shares of Southwest Gas have traded
lower in the past six months. Share
earnings for 2008 came in well below the
prior-year tally. Customer growth dropped
to its lowest level in over two decades,
owing to the prolonged housing slowdown
in the Southwest. This has also hurt per-
formance at construction subsidiary NPL.
Looking forward, the business environ-
ment will probably remain challenging in
2009. Thus, we anticipate unimpressive
results for the current year, too. Operating
performance may well improve in 2010, as-
suming success at controlling costs and an
economic rebound.

The company has announced two rate
case settlements. In Arizona, Southwest
Gas was granted an annual rate increase
of $33.5 million, which was somewhat less
than the $50.2 million SWX had been
seeking. Elsewhere, higher rates in Cali-
fornia became effective in January. Look-
ing ahead, Southwest is preparing to file a
rate case in Nevada during the second
quarter. The company’s focus on obtaining
rate relief and improving rate design is
important, as it depends upon such im-
proved revenue increases to help it cope

with higher expenses.
Southwest Gas has announced a divi-
dend increase. Starting in June, the
quarterly dividend will be $0.2375 per
share, almost 6% higher than the most
recent payout. This follows similar in-
creases in the past two years. This pattern
is encouraging, and may well continue
going forward.
Investors should be mindful of several
caveats. Warmer-than-normal tempera-
tures during the winter months can hinder
profitability at Southwest Gas. Further ef-
forts to expand operations would probably
be accompanied by greater operating costs,
too. Moreover, insufficient, or lagging, rate
relief can hurt performance.
These shares are not a standout for
the coming six to 12 months. Market
conditions will likely continue to stymie
rowth at Southwest Gas in the near term.
ooking further out, we anticipate higher
earnings by 2012-2014. Moreover, this is-
sue’s healthy dividend yield may appeal to
income-oriented investors. From the cur-
rent quotation, this stock has good total
return potential for a utility.
Michael Napoli, CPA March 13, 2009

(A) Based on avg. shares outstand. thru. '96, | ops.: ‘95, 75¢. Totals may not sum due to vestment and stock purchase plan avail. (C) In | Company’s Financial Strength B
then diluted. Excl. nonrec. gains (losses). '93, | rounding. Next egs. report due early May. millions. Stock’s Price Stability 100
Price Growth Persistence 55

B8¢; 97, 16¢; '02, (10¢); ‘05, (11¢); '06, 7¢. Inck. | (B) Dividends historically paid early March,
asset writedown: "93, 44¢. Excl. loss from disc. | June, September, December. =t Div'd rein-

© 2009, Value Line Publishing, Inc. Al rights reserved. Factual material is obtained from sources befieved to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This |

of i may be reproduced, resold, stored or transmitted in any prinied,

Earnings Predictability 70

blication is strictly for subscriber’s own, non-commercial, internat use. No part To subscribe call 1-800-833-0046.

onic or pther form, or used for generating or marketing any printed or electronic publication, service o product.



WGL HOLDINGS wvse.wa

RECENT
PRICE

28.99 (R0 11,6 (jies 13

AR s

: High:[ 30.8] 29.4] 315[ 305] 295] 28.8] 314] 348] 336| 359] 37.1] 355 i
TEUNESS 2 s | fO| 3081 3901 3130 35\ B3| B3| B7| ¥8| BS| B3| &l B3 Target Price Range
SAFETY T Roised 4 LEGENDS
— 1,30 x Dividends p sh
TECHNICAL 2 Raised 316003 divided by Intrest Rte 80
.« Relative Price Strength 60
BETA .65 (1.00=Market) Options: Yes o R 50
201214 PROJECTIONS | iotees soceon g 907 |l | LT T T [ = e "
Price  Gain "Retun PELTON ot L """"-|JJ|J """"" 30
High 45  55% 15% |-ty T et 2 - H— 25
Low 35 20% 9% fut— : 20
Insider Decisions T Tt They e 15
AMJJASOND “oene
By 010000000 e B UACTH Y PN 10
B 851882818 s
10 96l /.
Institutional Decisions %TOT'SEU R::%?:t
102008 202008  3Q2008 STOCK INDEX | _
1B 106 o5 83| oot 18 1y, 18 449
to Sl 89 100 119 traded 6 o I Jyr. 123 M4 [
Hifs{oog) 35559 34195 32039 TR, NI Sy. 302 294
1993199411995 1996 | 1997 [ 1998 ] 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 {2007 [ 2008 | 2009 | 2010 | ©VALUELINEPUB, INC] 12-14
2155| 2169 1930 2219 24.48| 2374| 2082| 2249 29.80 | 3263 | 4245 | 4293 | 4494 | 5396 | 5351 5265| 53.50| 54.60 [Revenues pershA 57.90
225| 243 251| 293 302| 279| 274 320| 324| 263| 400 387 | 397| 389| 389| 434| 440| 445 |“CashFlow” persh 470
131 142| 145| 185| 185| 154| 147| 179 88| 144] 230| 198| 243 | 4184| 210| 244 250) 255 |Eamnings persh® 275
108] 4] 142] 14| 47| 120] 1.22] 124 126| 127] 1.28{ 130 132 135) 137| 141]| 145| 1.50 |DivdsDecldpershCs |  1.60
243 2B4| 263| 285| 320| 362| 342| 267 266| 334| 285| 233 232 327| 333| Z70 300 300 CaplSpending persh 250
1104 1151| 11.95| 1279 1348| 1386 1472| 1531] 1624 | 1578 | 1625 | 16.95 | 17.80 | 1886 | 19.83 | 20.99| 22.05| 23.10 |Book Value persh® 2645
4150 4219 4293| 4370 4370 43.84| 46.47| 4647 | 48.54 | 4856 | 48.63 | 48.67 | 46.65 | 48.89 | 4045 49.92| 50.00| 50.00 |Common ShsOutsfg® | 50.00
56| 40| 27| 15| 127| 72| 13| 146| 47| 231 | 14| 42| 47| 155| 158| 13.7 | Bold fighres are |Avg Ann'I PIE Ratio 15.0
%2 2 85| 72| 73| w.e| 9| 95| 75| 126| 63| 75| 78| 84| 82| 85| Vawelline [Relative PIE Ratio 1.00
53%| 56%| 6.4%| 54% | 50% | 45% | 48% | 48% | 46% | 4.8% | 50% | 46% | 42% | 45% | 42%| 42%| " |AvgAnn'I Divid Yield 4.2%
CAPITAL STRUCTURE as of 12/31/08 | 9721 | 10311 | 14485 | 15848 | 2064.2 | 2089.6 | 2186.3 | 2637.9 | 2646.0 | 2628.2 | 2675 | 2730 |Revenues (Smill) A 2895
Total Debt $1073.0 mill. Duein 5 Yrs $264.5mil. | 688 | 84.6| 89| 557 1123 | 960 | 1048 | 960 | 1029 1229 25| 130 |Net Profit (Smill) 140
l(fT?:gggsgn:élg.s 9x~|251|a?§§{§rs;sﬂfe2mé- 36.0% | 36.1% | 39.6% | 34.0% | 38.0% | 38.2% | 37.4% | 39.0% | 39.1% | 37.1% | 37.0% | 37.0% |Income Tax Rate 38.0%
52¢) S 98 74% | 82% | 62% | 35% | 54% | 47% | 4.8% | 36% | 39% | 47% | 47% | 47% |NetProfit Margin 4.8%
Pension Assets-9/08 $588.2 mill. 41.5% | 43.1% | 41.7% | 45.7% | 43.8% | 40.9% | 39.5% | 37.8% | 37.9% { 35.9% | 36.5% | 35.5% |Long-Term DebtRatic | 34.0%
Oblig. $590.5 mill. | 56.1% | 54.8% | 56.3% | 524% | 54.3% | 57.2% | 58.6% | 604% | 60.3% | 624% | 62.0% | 63.0% |Common EquityRatio | 64.5%
Preferred Stock $28.2 mil. Pfd. Divid $1.3 mill.  [1218.5 | 12982 | 1400.8 | 1462.5 | 14549 | 14436 | 1476.1 | 1526.1 | 16254 | 16705 | 1780 | 1835 |Total Capital (smil) 2050
1402.7 | 14603 | 1519.7 | 1606.8 | 1874.9 | 19156 | 1969.7 | 2067.9 | 2150.4 | 2208.3 | 2325 2420 |Net Plant ($mili) 2720
o g 0 124428 shs. TI% | 79% | 79% | 53% | 1% | 82% | 85% | 7% | 78% | B5% | 80% | 80% [Retumon ToalCapl | B.0%
97% | 11.4% | 11.0% | 7.0% | 13.7% | 11.5% | 11.7% | 10.1% | 10.2% | 11.4% | 11.5% | 11.0% |[Returnon Shr.Equity | 10.5%
MARKET CAP: $1.5 billion (Mid Cap) 9.9% | 10.7% | 11.2% | 7.2% | 14.0% | 10.7% | 12.0% | 10.3% | 10.4% | 11.6% | 12.0% | 11.5% |Return on Com Equity | 11.0%

CURRENT POSITION 2007
(SMILL)

2008 12/31/08

18% | 37% | 38% | NMF | 82% | 4.1% | 46% | 32%

82% | 69% | 67% | 112% | 56% | 65% | 62% | 69%

35% | 50% | 45%| 4.5% |Retained to Com Eq 4.5%
66% | 57%| &7% | 57% |All Div'ds to Net Prof 58%

Cash Assets 4.9 6.2 8.8
er _568.8 _736.1 1066.3 | BUSINESS: WGL Holdings, Inc. is the parent of Washington Gas vides energy related products in the D.C. metro area; Wash. Gas
Current Assets 573.7 7423 10751 ] Light, a natural gas distributor in Washington, D.C. and adjacent Energy Sys. designs/installs comm’l heating, ventilating, and air
Accls Payable 2169 2431 3269 | areas of VA and MD to resident! and comm'l users (1,853,032 cond. systems. American Century inv. own 7.1% of common stock;
8?%_0“9 %gzg ?ggg ‘z‘;?g meters). Hampshire Gas, a federally regulated sub., operates an  Off./dir. less than 1% (1/09 proxy). Chmmn. & CEOQ: J.H. DeGraffen-
Curent Liab. -5—5-ﬂ WS 1014:0 underground gas-storage facility in WV Non-regulated subs.: reidt. Inc.: D.C. and VA. Addr.: 1100 H St,, N.W.,_Washington. D.C.
Fix. Chg. Cov. 432% 490%  500% Wash. Gas Energy Svcs. sells and delivers natural gas and pro-  20080. Tel.: 202-624-6410. Internet: www.wglholdings.com.
ANNUAL RATES Past Past Est'd'06-08| WGL Holdings started fiscal 2009 (be- smoothing effect on the bottom line, and
of change (persh) ~ 10¥rs.  5Yrs. 1024 | gan October 1st) on a high note. Its ought to reduce earnings volatility.
Revenues §5% 2'8:/4’ 18% | regulated utility business gained roughly On balance, though, the company
Eamings 0%  40%  40% 7,500 active metered accounts over the ought to see its profits rise roughly 3%
Dividends 15% 15% 25% | year-ago period. And the retail energy this year. The regulated utility segment
Book Value 40% 45% 50% | marketing segment’s contribution to reve- ought to continue to benefit from addi-
Fiscal | QUARTERLY REVENUES ($mill)4 | Full | nues and earnings got a boost from higher tional active meters. However, many in
2o IDec.3! Mar3 Jun30 Sep.30| NE| realized margins on the sale of natural this industry have been experiencing a
2006 | 9029 10645 3460 3236 |26379] gas. These items contributed nicely to the moderation in new accounts. This stems
2007 | 7328 11189 467.5 325.712646.0] 9% top-line volume advance. Meanwhile, from the sharp recessionary environment
2008 | 7516 10200 464.7 391.9]26282| decreased labor and benefit costs, due to that has pushed up home foreclosures.
2000 | 8215 1024  469.5 360 | 2675 | outsourcing, benefited margins. However, Furthermore, natural gas consumption
2010 | 835 1040 485 370 | 2730 | offsetting factors included a slowing of patterns may decline throughout all serv-
Fiscal EARNINGS PER SHARE A B g natural gas and electric volumes owing to ice areas as consumers try to cut monthly
Ende {Dec.3t Mar31 Jun30 Sep.30] Yiar| 2 reduced number of customers at the spending. Still, with over one million ac-
2006 93 147 401 d15| 194 retail energy segment. Still, in all, WGL’s tive meters, WGL appears to be in good
2007 82 127 22 d31| 210| bottom line advanced 7.3% over this shape to weather this economic storm.
2008 96 166 .06 d24| 244| timeframe. These high-quality shares have pro-
2000 | 103 15 .15 d18| 250 However, March-interim share net vided a bit of a safe haven, as they have
2010 | 105 150 .15 di5| 255] will likely fall short compared to the held up better than most stocks since our
Cal- | QUARTERLY DIVIDENDS PAID Cn Full { previous year. Over the past 12 months, December review. They are also ranked to
endar |Mar.31 Jun,30 Sep.30 Dec31| Year | WGL has initiated decoupling programs in outperform the broader market in the com-
2005 | 325 333 333 333 | 132| both Virginia and the DC areas to help ing year. What's more, dividend growth is
2006 | 333 - 338 338 338 | 1.34| minimize the effects of weather and usage a hallmark here. On the downside, WGL
2007 | 34 34 4 34 136 | on its financial results. Thus, last years offers minimal appreciation potential for
2008 | .34 3 3B .36 142 | second quarter benefited from' increased the coming 3 to 5 years, but this is typical
2003 | 36 consumption levels whereas 2008s has for most utilities.
not. Moving forward, decoupling creates a Bryan Fong March 13, 2009
{A) Fiscal years end Sept. 30th. may not sum {o total, due to change in shares | reinvestment plan available. Company's Financial Strength A
(B) Based on diluted shares. Excludes non- | outstanding. Next eamings report due late { (D) includes deferred charges and intangibles. | Stock’s Price Stability 100
recurring losses: ‘01, (13¢); '02, (34¢); ‘07, (4¢) | April. (C) Dividends historically paid early Feb- | ‘08: $291.3 million, $5.81/sh. Price Growth Persistence 50
discontinued operations: 08, (15¢). Qtly egs. | ruary, May, August, and November. = Dividend | {E} In. millions, adjusted for stock split. Earnings Predictability 75

© 2009, Value Line Publishing, IRt All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties -of any kind.
%OR ANY ERRORS OR OMISSIONS HEREIN. This pubfication is strictly for subscriber's own, non-commercial, internal use. No part

THE PUBLISHER IS NOT RESPONSIBLE ; : r mmercial, i |
of it may be reproduced), resold, stored or transmitted in any printed, electronic or other ferm, or used for. generating or marketing any printed or electronic publication, service or product.

To subscribe-call 1-800-833-0046.



ATTACHMENT B



Zacks.com

ZACKS

INYESTHMERT RESEARTH

Proven Batings, Reseirch & Recommsndations
Zacks.com Quotes and Research

Page 1 of 2

AGL RESOURCES INC sk

AGL 28.46 v-0.16 (-0.56%)

Val. 228,976

16:02 EY

AGL Resources principal business is the distribution of natural gas to customers in central, northwest, northeast and
southeast Georgia and the Chattanooga, Tennessee area through its natural gas distribution subsidiary. AGL's
major service area is the ten county metropolitan Atlanta area.

General Information

AGL RESOURCES

Ten Peachtree Place NE
Atlanta, GA 30309

Phone: 404 584-4000

Fax: 404 584-3945

Web: www.aglresources.com
Email: scave@aglresources.com

Industry UTIL-GAS DISTR
Sector: Utilities

December
03/31/09
07/23/2008

Price and Volume information

Fiscal Year End
Last Reported Quarter
Next EPS Date

Zacks Rank P
Yesterday's Close 28.62
52 Week High 36.42
52 Week Low 24.02
Beta 0.43
20 Day Moving Average  453,827.84
Target Price Consensus 33.75

% Price Change

4 Week 1.50
12 Week 2.04
YTD -9.22

Share Information

Shares Qutstanding
{millions) 77.09

Market Capitalization
{millions) 2,193.90

Short Ratio » 3.45
Last Split Date 12/04/1995

EPS Information

Current Quarter EPS Consensus Estimate 0.22
Current Year EPS Consensus Estimate 2.68
Estimated Long-Term EPS Growth Rate 5.30

3

LAGLI 30-Day Closing Prices |

6

% Price Change Relative to S&P 500
4 Week

12 Week

YTD

Dividend Information
Dividend Yield

Annual Dividend

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

Consensus Becommendations
Current (1=Strong Buy, 5=Strong Sell)
30 Days Ago

60 Days Ago

-2.52
-13.39
-5.30

6.04%
$1.72
0.55
-0.02

05/13/2009 / $0.43

2.20
2.20
2.20

Next EPS Report Date

Fundamental Ratios
PIE

Current FY Estimate:
Trailing 12 Months:
PEG Ratio

Price Ratibs
Price/Book

http://www.zacks.com/research/print.php?typezreport&t=AGL

07/23/2009 90 Days Ago 217

Sales Growth
33.62% vs. Previous Year
59.79% vs. Previous Quarter:

EPS Growth
10.62 vs. Previous Year
3.18 vs. Previous Quarter
1.99

ROE ROA
1.24 03/31/09 13.92 03/31/08 3.66

-1.68%
23.60%

5/23/2009
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Price/Cash Flow
Price / Sales

Current Ratio
03/31/09
12/31/08
09/30/08

Net Margin
03/31/02
12/31/08
09/30/08

Inventory Turnover

03/31/09
12/31/08
09/30/08

6.08
0.79

1.06
1.03
1.08

14.84
12.46
1243

3.45
3.35
2.77

12/31/08
09/30/08

Quick Ratio
03/31/09
12/31/08
09/30/08

Pre-Tax Margin
03/31/09
12/31/08
09/30/08

Debt-to-Equity
03/31/09
12/31/08
09/30/08

12.23
11.74

0.80
0.70
0.62

14.84
12.46
12.43

0.95
1.01
0.97

12/31/08
09/30/08

Operating Margin
03/31/0¢
12/31/08
09/30/08

Book Value
03/31/09
12/31/08
09/30/08

Debt to Capital
03/31/08
12/31/08
09/30/08

http://www.zacks.com/research/print.php?type=report&f=AGL

3.20
3.13

8.53
7.41
7.44

22.87
21.52
22.49

48.72
50.82
49.71

Page 2 of 2
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ATO 23.91 v-0.15 (-0.62%) Vaol. 290,809

Page 1 of 2

ATMOS ENERGY CORP vse)

1603 EY

Atmos Energy Corporation distributes and sells natural gas 1o residential, commercial, industrial, agricultural and
other customers. Atmos operates through five divisions in cities, lowns and communities in service areas located in
Colorado, Georgia, lllinois, lowa, Kansas, Kentucky, Louisiana, Missouri, South Carolina, Tennessee, Texas and
Virginia. The Company has entered into an agreement to sell all of its natural gas utility operations in South Carolina.
The Company also transports natural gas for others through its disiribution system.

General Information

ATMOS ENERGY CP

Three Lincoln Centre 5430 Lbj Freeway
Suite 1800

Dalias, TX 75240

Phone: 8§72-934-9227

Fax: 872-855-3040

Web: www.atmosenergy.com

Email; investorRelations@atmosenergy.com

Industry UTIL-GAS DISTR
Sector: Utilities

Fiscal Year End September
Last Reported Quarter  03/31/09
Next EPS Date 08/04/2009

Price and Volume Information

[ATGI 30-Day Closing Prices ©
Zacks Rank o e o 7"

Yesterday's Close 24.06
52 Week High 28.66 : . -
52 Week Low 19.68 . ' : lase
Beta 0.52 |24.8
20 Day Moving Average  664,797.38 v 2440
Target Price Consensus 28.42

84-23-09

% Price Change % Price Change Relative to S&P 500

4 Week 2.05 4Week -1.89
12 Week 7.75 12 Week -8.55
YTD 0.8¢ YID 4.16

Share Information Dividend lnformgtion

Shgres Qutstanding 91.91 Dividend Yield 5.52%

:\T’“{:"sg | Annual Dividend $1.32
arket Capitalization .

(millions) 2,197.66 Payout F?atlo . 0.63

Short Ratio 5 42 Change in Payout Ratio -0.03

Last Spllt Date 05/17/1 994 Last Dividend Payout / Amount 02/23/2009 / $033

EPS Information Consensus Recommendations

Current Quarter EPS Consensus Estimate -0.10 Current (1=Strong Buy, 5=Strong Seli) 257
Current Year EPS Consensus Estimate 2.08 30 Days Ago 2.57
Estimated Long-Term EPS Growth Rate 5.80 60 Days Ago 2.57
Next EPS Report Date 08/04/2009 90 Days Ago 2.50

Fundamental Ratios

P/E EPS Growth Sales Growth

Current FY Estimate: 11.49 vs. Previous Year 7.26% vs. Previous Year -26.67%
Trailing 12 Months: 11.33 vs. Previous Quarter 60.24% vs. Previous Quarler: 6.12%
PEG Ratio 1.97

http://www.Zacks.com/research/print.php?type:report&t=ATO

5/23/2009
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Price Ratios
Price/Book
Price/Cash Flow
Price / Sales

Current Ratio
03/31/09
12/31/08
09/30/08

Net Margin
03/31/09
12/31/08
09/30/08

Inventory Turnover
03/31/08
12/31/08
09/30/08

1.01
5.69
0.33

1.15
0.83
1.06

4.61
4.05
4.05

11.66
12.20
11.99

ROE
03/31/09
12/31/08
09/30/08

Quick Ratio
03/31/09
12/31/08
09/30/08

Pre-Tax Margin
03/31/08
12/31/08
09/30/08
Debt-to-Equity
03/31/09
12/31/08
09/30/08

9.16
8.73
8.67

0.90
0.55
0.59

4.61
4.05
4.05

1.00
0.83
1.03

ROA

03/31/08

12/31/08

09/30/08
Operating Margin
03/31/08

12/31/08

09/30/08

Book Value
03/31/09
12/31/08
09/30/08

Debt to Capital
03/31/09
12/31/08
09/30/08

http://www.zacks.com/research/print.php?type=report&t=ATO

2.93
2.81
2.82

2.91
2.51
250

23.70
22.70
22.65

495.89
45.28
50.81

Page 2 of 2
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LACLEDE GROUP INC nvsg)

LG 29.80 »-0.38 {«1.16%)

Vol. 133,326

Page 1 of 2

18:03 ET

The Laclede Group, Inc. is a public utility engaged in the retail distribution and transportation of natural gas. The

Company, which is subject to the jurisdiction of the Missouri Public Service Commission, serves the City of St. Louis,
St. Louis County, the City of St. Charles, St. Charles County, the town of Arnold, and parts of Franklin, Jefferson, St.
Francois, Ste. Genevieve, Iron, Madison and Butier Counties, all in Missouri.

General Information
LACLEDE GRP INC

720 Olive Street

St. Louis, MO 63101

Phone: 314-342-0500

Fax: 314-421-1879

Web: www.thelacledegroup.com
Email: mkullman@lacledegas.com

Industry UTIL-GAS DISTR
Sector: Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

September
03/31/09
07/24/2009

Price and Volume Information

Zacks Rank =
Yesterday's Close 30.15
52 Week High 55.81
52 Week Low 29.75
Beta 0.09
20 Day Moving Average  208,767.66
Target Price Consensus 40

% Price Change

4 Week -12.97
12 Week -26.29
YTD -36.38

Share Iinformation

Shares Outstanding
(miflions) 22.14

Market Capitalization
(millions) 59.62

Short Ratio 3.23
Last Split Date 03/08/1994

EPS information

Current Quarter EPS Consensus Estimate 0.34
Current Year EPS Consensus Estimate 2.94
Estimated Long-Term EPS Growth Rate 6.50
Next EPS Report Date 07/24/2009

Fundamenial Ratios

P/E EPS Growth
Current FY Estimate: 10.14 vs. Previous Year
Trailing 12 Months:
PEG Ratio 1.56

Price Ratios ROE
Price/Book 1.24 03/31/09

9.61 vs. Previous Quarter

[ [LG1 30-Day Closing Prices |

% Price Change Relative to S&P 500
4 Week

12 Week

YTD

Dividend Information
Dividend Yield

Annual Dividend

Payout Ratio

Change in Payout Ratio

Last Dividend Payout / Amount

Consensus Recommendations
Current (1=Strong Buy, 5=Strong Sell)
30 Days Ago
60 Days Ago
90 Days Ago

Sales Growth
0.72% vs. Previous Year

RCA
13.53 03/31/09

http -//www.zacks.com/research/print.php?type=report&t=LG

-1.41% vs. Previous Quarter:

-16.41
-37.44
-31.48

5.17%
$1.54
0.50
-0.15

03/09/2009 / $0.38

3.25
3.256
3.25
3.25

-11.85%
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Price/Cash Flow 6.83 12/31/08 13.74 12/31/08 3.89

Price / Sales 0.29 08/30/08 12.04 09/30/08 3.35

Current Ratio Quick Ratio Operating Margin

03/31/09 1.17 03/31/09 0.95 03/31/09 2.97

12/31/08 1.14 12/31/08 0.74 12/31/08 2.83

09/30/08 1.17 09/30/08 0.69 09/30/08 2.53

Net Margin Pre-Tax Margin Book Value

03/31/08 4.46 03/31/09 4.46 03/31/09 24.11

12/31/08 420 12/31/08 4.20 12/31/08 22.98

09/30/08 3.79 09/30/08 3.79 09/30/08 22.14

Inventory Turnover Debt-to-Equity Debt to Capital

03/31/09 11.31 03/31/09 0.73 03/31/08 4217

12/31/08 12.61 12/31/08 0.77 12/31/08 43.33

09/30/08 13.28 09/30/08 0.80 09/30/08 44 .42
http://www.zacks.com/research/print.php?type=report&t=LG 5/23/2009
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NEW JERSEY RES vsg)

16:00 ET

NJ RESOURCES is an exempt energy svcs holding company providing retail & wholesale natural gas & related
energy services to customers from the Gulf Coast to New England. Subsidiaries include: (1) N J Natural Gas Co, a
natural gas distribution company that provides regulated energy & appliance services to residential, commercial &
industrial customers in central & northern N J. (2) NJR Energy Holdings Corp formerly NJR Energy Sves Corp & (3)
NJR Development Corp, a sub-holding company of NJR, which includes the Company's remaining unregulated
operating subsidiaries.

General Information

NJ RESOURCES

1415 Wyckoff Road

Wall, NJ 07719

Phone: 732-938-1489

Fax: 732 938-3154

Web: www.njresources.com

Email: investcont@njresources.com

Industry UTIL-GAS DISTR
Sector: Utilities

Fiscal Year End September
Last Reported Quarter 03/31/09
Next EPS Date 07/22/2009

Price and Volume Information

. INJR] 30-Day Closing Prices
Zacks Rank i s - 33-5

Yesterday's Close 32.39 : I e o {sse
52 Week High 42.37 : gt r 52.5
52 Week Low 21.90 j .
Beta 0.16
20 Day Moving Average  536,252.06
Target Price Consensus 43

i N
04-23-09 05-22-09

% Price Change % Price Change Relative to S&P 500

4 Week 3.75 4 Week -0.35
12 Week -8.88 12 Week -22.75
YTD -17.84 YD -18.78

Share information Dividend Information

Shg(es Qutstanding 42.32 Dividend Yield 3.84%
(millions) o Annual Dividend $1.24
'(‘frﬁfl‘i‘fgsap'ta“za"‘J“ 1,368.17 Payout Ratio 0.63
Short Ratio 3.34 Change in Payout Ratio 0.12
Last Split Date 03/04/2008 “ast Dividend Payout / Amount 03/11/2009 / $0.31

EPS Information Consensus Recommendations

Current Quarter EPS Consensus Estimate 0.02 Current (1=Strong Buy, 5=Strong Sell) 1.67
Current Year EPS Consensus Estimate 2.38 30 Days Ago 1.67
Estimated Long-Term EPS Growth Rate 8.00 80 Days Ago 1.67
Next EPS Report Date 07/22/2009 90 Days Ago 2.33

Fundamental Ratios

P/E EPS Growth Sales Growth

Current FY Estimate: 13.53 vs. Previous Year -8.60% vs. Previous Year -20.38%
Trailing 12 Months: 16.41 vs. Previous Quarter 123.68% vs. Previous Quarter: 17.00%
PEG Ratio 1.69

http://www.zacks.com/research/print.php?type=report&t=NJ R
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Price Ratios
Price/Book
Price/Cash Flow
Price / Sales

Current Ratic
03/31/09
12/31/08
08/30/08

Net Margin
03/31/09
12/31/08
09/30/08

Inventory Turnover
03/31/09
12/31/08
09/30/08

1.81
10.20
0.38

1.17
1.17
1.24

5.26
3.89
4.72

10.08
9.51
9.16

ROE
03/31/09
12/31/08
09/30/08

Quick Ratio
03/31/09
12/31/08
09/30/08

Pre-Tax Margin
03/31/08
12/31/08
09/30/08
Debt-to-Equity
03/31/09
12/31/08
09/30/08

11.73
12.89
13.77

1.07
0.76
0.70

5.26
3.89
4.72

0.61
0.63
0.63

ROA

03/31/09

12/31/08

09/30/08
Operating Margin
03/31/09

12/31/08

09/30/08

Book Value
03/31/09
12/31/08
09/30/08

Debt to Capital
03/31/09
12/31/08
09/30/08

http://www.zacks.com/research/print.php?type=report&t=NJR

3.25
3.48
3.74

2.37
2.36
2.48

17.90
17.49
17.29

37.74
38.48
38.50
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NICOR INC wvse)
GAS 30.80 --0.18 (<0.58%) Vol. 288,557 16:01 ET
Nicor Inc. is a holding company and is a member of the Standard & Poor's 500 Index. Its primary business is Nicor
Gas, one of the nation's largest natural gas distribution companies. Nicor owns Tropical Shipping, a containerized
shipping business serving the Caribbean region and the Bahamas. In addition, the company owns and has an equity
interest in several energy-related businesses.
General Information
NICOR INC
1844 Ferry Road
Naperville, IL 80563-9600
Phone: 830-305-9500
Fax: 630-983-8328
Web: www.nicor.com
Email: None
Industry UTIL-GAS DISTR
Sector: Utilities
Fiscal Year End December
Last Reported Quarter 03/31/09
Next EPS Date 08/10/2009
Price and Volume Information
Zacks Rank & L@ Fsas: 30-0:03 Closing T’rices d
Yesterday's Close 31.08
52 Week High 51.99
52 Week Low 27.50
Beta 0.36
20 Day Moving Average  519,217.91
Target Price Consensus 40.5
04-23-09 95-22-09
% Price Change % Price Change Relative to S&P 500
4 Week -1.94 4 Week ' -5.81
12 Week - -2.43 12 Week -17.19
YTD -11.05 YD -5.73
Share Information Dividend Information
Shg(es Outstanding 45.20 Dividend Yield 6.02%
l(\;"'“f“? | Annual Dividend $1.86
arket Capitalization .
(millions) 1,396.80 Payout Ratio 0.69
Short Ratio 4.13 Change in Payout Ratio -0.05
Last Split Date 04/27/1993 Last Dividend Payout / Amount 03/27/2009 / $0.47
EPS Information Consensus Recommendations
Current Quarter EPS Consensus Estimate 0.42 Current (1=Strong Buy, 5=Strong Seli) 3.40
Current Year EPS Consensus Estimate 2.55 30 Days Ago 3.40
Estimated Long-Term EPS Growth Rate 5,80 60 Days Ago 3.40
Next EPS Report Date 08/10/2008 90 Days Ago 3.40
Fundamental Ratios
P/E EPS Growth Sales Growth
Current FY Estimate: 12.12 vs. Previous Year 5.49% vs. Previous Year -30.39%
Trailing 12 Months: 11.53 vs. Previous Quarter -B.57% vs. Previous Quarter: 6.73%
PEG Ratio - 2.05
Price Ratios ROE ROA
Price/Book 1.39 03/31/09 12.46 03/31/09 267
http://www.zacks.com/research/print.php?type=report&t=GAS 5/23/2009
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Price/Cash Fiow
Price / Sales

Current Ratio
03/31/09
12/31/08
09/30/08

Net Margin
03/31/09
12/31/08
09/30/08

Inventory Turnover
03/31/09
12/31/08
09/30/08

4.51
0.42

0.78
0.80
0.76

5.21
4.34
4.80

15.05
18.16
23.38

12/31/08
09/30/08

Quick Ratio
03/31/09
12/31/08
09/30/08

Pre-Tax Margin
03/31/09
12/31/08
09/30/08
Debt-to-Equity
03/31/09
12/31/08
09/30/08

12.31
13.19

0.77
0.68
0.56

5.21
4.34
4.80

0.45
0.46
0.47

12/31/08
09/30/08

Operating Margin
03/31/08
12/31/08
09/30/08

Book Value
03/31/09
12/31/08
09/30/08

Debt to Capita!
03/31/08
12/31/08
08/30/08

http://www.zacks.com/research/print.php?type=report&t=GAS

2.62
2.87

3.70
3.16
3.48

22.18
21.53
21.15

30.91
31.52
31.92
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NORTHWEST NAT GAS CO nvsg)

NWHN 38,90 +-0.13 {-0.32%;) Vol. 173,466 16:03 €T
NW Natural is principally engaged in the distribution of natural gas.The Oregon Public Utility Commission (OPUC)
has allocated to NW Natural as its exclusive service area a major portion of western Oregon, including the Portland
m