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I The second decision is Federal Power Coxnnl'n v. Hope Natural Gas Co., 320 U.S. 591

2 (1942). In that decision, the Court stated:

3

4

5

The rate~making process under the [Natural Gas] Act, Le., the fixing of

'just and reasonable' rates, involves a balancing of the investor and

6 consumer interests .. From the investor or company point of view it is

7

8

9

important that there be enough revenue not only for operating expenses

but also for the capital costs of the business. These include service on the

debt and dividends on the stock. By that standard the return to the equity

owner should be commensurate with returns on investments i n other10

11 enterprises having corresponding risks. That return, moreover, should

12 be sufficient to assure confidence in the financial integrity of the

13 enterprise, so as to maintain its credit and to attract capital. [Emphasis

14 added.]

15

16

17

The H_Qo e case is also frequently credited with establishing the "end result" doctrine,

which maintains that the methods utilized to develop a fair return are not important as

18 long as the end result is reasonable.

19

20

21

22

23

24

25

The three economic and financial parameters in the Bluefield and Hope decisions ..

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that a utility and its investors should be afforded an opportunity

(not a guarantee) to ham a return commensurate with returns they could expect to achieve

on investments of similar risk. The opportunity cost principle is consistent with the
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194

the 10.2 to 11.2, whatever, the 11 percent is at the high

2 end of the 11 percent, correct? Or of the range, correct°

3 A . It's towards the high end of that range, and it's

4 specifically for the reasons that I lay out on Page 24 and

5 Page 25 of my direct testimony UNS Gas is a much smaller

6 company than any of these publicly traded companies who

7 have much more financial wherewithal The proxy group has

8 a median credit rating of s ingle-A or high BBB, whereas
I

9 UNS Gas has the lowest investment grade credit rating of

10 Baan .

11

12

The company, UNS Gas, has not been in a position

to pay a common dividend since the company was acquired in

13 2003 • All of the other companies in the proxy group pay

14 regular common dividends. So there are clear distinctions

15 in terms of what an investor would consider when they look

16 at UNS Gas versus a proxy group of f fairly large publicly

17 traded gas utilities

18 Q Okay. Just; so I can kind of grasp the overall

19 totality of what you're saying, with investors being more

20 risk adverse and the Commission approved cost of equity is

21 basically coming down, is what you're saying and your

22 range of return on equities in your proxy group being what

23 it is, the 10.2 to 11.2, is what you're saying that the

24 high end of that range, the need for the ll percent return

25 on equity basically is grounded in the f act that the
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1

2 Q- How did you determine the cost of equity for UNS Gas?

3 A.

4

5

This is  best accomplished by comparing the risk profi le of UNS Gas to that of the

comparable company group and selecting an appropriate point estimate based on the well

established relationship between risk and expected return.

6

7 Q- How does the risk profile of UNS Gas differ from that of the comparable company

8 group?

9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Relative to an investment in the group of comparable companies, an equity investment in

UNS Gas i s  decidedly r i sk ier . F i rs t ,  UNS Gas  i s  much sma l l er  than any of  the

comparable companies, thereby l imiting the Company's abil ity to withstand financial

shocks arising from unforeseen events. As indicated in Exhibit KCG-2, the smallest

company in the comparable company group had a market capital ization of nearly $1

bil l ion as of August 2008. Second, al l  of the companies in the comparable company

group provide a current return to their shareholders in the form of a dividend, something

that UNS Gas has not been able to do since the Company's inception in 2003 Third,

whi le the Company's  senior unsecured debt obl igations were recently ass igned an

investment-grade credit rating of Baan, this rating is at the low end of the credit ratings

enjoyed by companies in the comparable company group. As may be seen in Exhibit

KCG-2,  the median i ssuer ra t ing  for the comparable company group i s  "A" from

Standard & Poor's, "A3/Baal" from Moody's and A- from Fitch. Consequently, i t is

reasonable to conclude that the cost of capital (both debt and equity) would be higher for

UNS Gas relative to the comparable company group. As may be seen Exhibit KCG-12,

investors require a higher rate of return (or YTM) on Baa~rated public utility bonds

relative to A-rated public uti l i ty bonds. As of August 2008, this credit spread risk

premium was approximately 60 basis points (or 0.6%). Since common stock investments

27 are inherently ri sk ier than investment-grade bond investments ,  this  observed ri sk

premium from the bond market can be used as an estimate of t h e  m i n imum equity risk

24



1

2

premium required by equity investors in a Baa-rated public utility relative to an A-rated

public utility.

3

4 Q- What is your estimate of the cost of equity capital for UNS Gas?

5 A.

6

7

8

In light of the risk factors cited above, as well as the credit spread and equity risk

premiums applicable to lower-rated utilities, it is reasonable to conclude that the cost of

equity for UNS Gas is near the high end of the range established for the comparable

company group. As such, a reasonable point estimate for UNS Gas is 11.0%.

9

10 Q- Are you recommending an allowed ROE equal to the cost of equity for UNS Gas?

11

12

13

14

15

Yes I am, assuming that UNS Gas is provided with an opportunity to actually earn

something close to its 11.0% cost of equity capital. An allowed ROE of 11.0% is fair to

both the Company and its customers based on the analysis presented above. This level of

return should also be sufficient to support the financial integrity of UNS Gas, so long as

other key aspects of the Company's rate request are granted.

16 v. COST OF DEBT CAPITAL.

17

18 Q- What was UNS Gas' embedded cost of debt for the test-year?

19

20

As shown on Schedule D-2 of the Company's Application, the weighted average cost of

debt for UNS Gas was 6.49% as of the end of the test-year.

21

22 Q- What cost of debt do you recommend in this case"

23 A. I

24

25

26

recommend use of the 6.49% cost at the end of the test-year. This cost reflects the

interest rate of 6.23% on the two long-term notes issued by UNS Gas in 2003, the

amortization of related debt issuance costs, and 50% of the issuance cost amortization

and commitment fees on the joint revolving credit facility shared with UNS Electric.

27 Although UNS Gas had no borrowings outstanding on the revolving credit facility at the

end of the test-year, maintenance of this facility is critical for purposes of funding

A.

A.

25
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1 1. INTRODUCTION.

2

3 Q- Please state your name and business address.

4 A. My business address is One South Church Avenue,

5

My name is Kenton C. Grant.

Tucson, Arizona, 85701.

6

7 Q- What is your employment position?

8 I

9

10

11

12

am Vice President of Finance and Rates for UniSource Energy Corporation

("UniSource Energy") and Tucson Electric Power Company ("TEP"). In this role I am

responsible for providing financial and regulatory support services to UniSource Energy

and its regulated utility subsidiaries. These subsidiaries include UNS Gas, Inc. ("UNS

Gas" or the "Company"), UNS Electric, Inc. ("UNS Electric") and TEP.

13

14 Q. Please summarize your professional experience and education.

15

16

17

18

19 I

20

I received a Master of Business Administration degree with a concentration in finance

from the University of Texas at Austin, as well as a Bachelor of Science degree in Civil

Engineering from Purdue University. I am a member of the Chartered Financial Analyst

("CFA") Institute, and in 1995, I was awarded the professional designation of CFA. I am

also a member of the Society of Utility and Regulatory Financial Analysts, and in 1992,

was awarded the designation of Certified Rate of Return Analyst ("CRRA").

21

22

23

24

25

26

From 1984 to 1995, I was employed by the Public Utility Commission of Texas. During

this period I served in various staff positions, including Director of the Financial Review

Division. In that role I directed a staff responsible for performing financial analyses,

accounting reviews and management audits of electric and telecommunications utilities.

As a staff member I provided expert testimony on a variety of financial topics including

27

A.

A.

1
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1

2

3

4

5

6

7

investment-grade credit rating is also important in obtaining trade credit from gas

suppliers and other vendors that UNS Gas does business with. The maintenance of

adequate trade credit is essential to the Company's natural gas procurement program and

the purchasing of other goods and services needed to provide retail gas service. Without

such credit, it would be difficult, if not impossible, for the Company to lock-in purchases

of natural gas in the forward markets as it does today. Over time such forward purchases

help to stabilize the cost of gas supplied to and paid for by customers of UNS Gas.

8

9 III. CAPITAL STRUCTURE.

10

11 Q. Please describe the capital structure for UNS Gas as of the end of the test-year.

12

13

14

15

16

The capital structure for UNS Gas as of June 30, 2008 consisted of $100 million principal

amount of long-term debt and approximately $99 million of common equity. After

adjusting for unamortized issuance expenses, the long-tenn debt balance as of June 30,

2008 was $99.3 million. As reflected in the following table, long-term debt and common

equity each comprised approximately 50% of total capital:

17

($ Thousands) 6/30/08 % of Total
18

19
Long-Term Debt
Common Equity
Total Capital

$99,265
99,242

$ l98,507

50.01 %
49.99%

100.00%
20

21 Q- Do you recommend using the actual test-year capital structure for rate setting

22 purposes?

23

24

25

26

Yes, I do. A capital structure consisting of a 50/50 mix of debt and equity capital is in line

with the industry average and is consistent with the capital structure adopted by the

Commission in the Company's most recent rate case. Additionally, this level of equity

will also support UNS Gas' efforts to maintain its investment-grade credit rating.

27

A.

A.

8
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1

2

3

4

5

6

7

investment-grade credit rating is also important in obtaining trade credit from gas

suppliers and other vendors that UNS Gas does business with. The maintenance of

adequate trade credit is essential to the Company's natural gas procurement program and

the purchasing of other goods and services needed to provide retail gas service. Without

such credit, it would be difficult, if not impossible, for the Company to lock-in purchases

of natural gas in the forward markets as it does today. Over time such forward purchases

help to stabilize the cost of gas supplied to and paid for by customers of UNS Gas.

8

9 111. CAPITAL STRUCTURE.

10

11 Q- Please describe the capital structure for UNS Gas as of the end of the test-year.

12 A.

13

14

15

16

The capital structure for UNS Gas as of June 30, 2008 consisted of $100 million principal

amount of long-term debt and approximately $99 million of common equity. After

adjusting for unamortized issuance expenses, the long-term debt balance as of June 30,

2008 was $99.3 million. As reflected in the following table, long-term debt and common

equity each comprised approximately 50% of total capital:

17

(8 Thousands) 6/30/08 % of Total
18

19
Long-Term Debt
Common Equity
Total Capital

$99,265
99,242

$ l 98,507

50.01 %
49.99%

l 00.00%
20

21 Q- Do you recommend using the actual test-year capital structure for rate setting

22 purposes"

23 A.

24

25

26

Yes, I do. A capital structure consisting of a 50/50 mix of debt and equity capital is in line

with the industry average and is consistent with the capital structure adopted by the

Commission in the Company's most recent rate case. Additionally, this level of equity

will also support UNS Gas' efforts to maintain its investment-grade credit rating.

27

8
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Direct Testimony of David C. Parcel]
Docket No. G-04204A-08-0571
Page 22

1 These common equity ratios are somewhat lower than those of UNS Gas.

2

3

4

Q- How do these

utilities?

Schedule 5 shows the common equity ratios (including short-term debt in capitalization)

for the two groups of proxy utilities utilized in my cost of equity analyses. These axe:

capital structures compare to those of investor-owned electric

Year

2004

2005

2006

2007

2008

Proxy

Group

41.5%

43.6%

45.1%

48.0%

47.3%

Grant

Group

52.5%

52.4%

53.3%

54.9%

56.0%

These common equity ratios for die proxy group are lower than those of UNS Gas while

those of the Grant Group are higher.

Q- What capital structure ratios has UNS Gas requested in this proceeding?

The Company requests use of the following capital structure:

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

A.

A.

Long-Term Debt

Common Equity

50.01%

49.99%
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Direct Testimony of William A. Rigsby
UNS Gas, Inc.
Docket No. G-04204A-08-0571

1

2

3

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?

4 Yes.

5

6

7

8

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.

g

10 CAPITAL STRUCTURE

11

12

13

Have you reviewed UNSG's testimony regarding the Company's proposed

capital structure?

Yes.

t4

15

16

17

18

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.

19

20

21

22

23

What capital structure are you proposing for UNSG?

I 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.

A.

A.

A.

Q.

Q.

Q .

A.

Q.

A.

Q.

50
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1

2

3

seasonal working capital needs and future PGA bank balances, as well as funding a

portion of capital expenditures. As such, it is appropriate to reflect the annual fixed cost

of this facility in the cost of debt for UNS Gas.

4

5

6

VI. WEIGHTED AVERAGE COST OF CAPITAL.

7

8

9

10

Q. Please summarize your findings regarding the weighted average cost of capital for

11

UNS Gas.

Based on the recommended capital structure, the proposed cost of debt, and UNS Gas'

cost of equity capital, I recommend the Commission adopt a WACC of 8.75%, calculated

as follows:

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

A.

26
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A. Yes

2 Q You should have before you what is marked as

3 RUCO'S Exhibit 13, your direct testimony, and RUCO's

4 Exhibit No. 14, your sur rebuttal

5 Is that testimony that you prepared in this

6 matter?

7 A. Yes

8 Q Do you have any additions or corrections to that

9 testimony at this point?

10 A . No

11 Q Mr. Rigs by, can you give a brief summary of your

12 testimony?

13 ACALJ NODES : I'm sorry What were your numbers

14

15

for Mr. Rigs by's testimony?

13 for direct and 14 forMR. POZEFSKY

16 sur rebuttal, Your Honor

17 ACALJ NODES : Thank you

18 THE WITNESS : Yes Just a brief summary

19

20

21

I'm recommending that the Commission adopt the

company-proposed capital structure comprised of

50.1 percent long-term debt and 49.99 percent common

22 equity

23 I'm also recommending tkiat the Commission adopt

24

25

the company-proposed cost of debt, which is 6.49 percent

And I'm also recommending that the Commission

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602)274-9944
Phoenix, AZ
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1

2

According to Schedule D-1 of UNS Gas' filing, this is the proforma or adjusted test year

capital structure of the Company at June 30, 2008.

3

4 Q. What capital structure do you propose to use in this proceeding?

Fuse the capital structure ratios as proposed by UNS Gas.

Q. What is the cost rate of debt in the company's application?

The Company's filing cites a cost of long-term debt of 6.49 percent. This is represented

to be the Company's actual cost at June 30, 2008. I also use this cost of long-tenn debt in

my cost of capital analyses.

Q- Can the cost of common equity be determined with the same degree of precision as

the costs of debt?

No. The cost rates of debt are largely determined by interest payments, issue prices, and

related expenses, The cost of common equity, on the other hand, cannot be precisely

quantified, primarily because this cost is an opportunity cost. There are, however, several

models which can be employed to estimate the cost of common equity. Three of the

primary methods .- DCF, CAPM, and CE - are developed in the following sections of my

testimony.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

VII.

Q-

25

A.

A.

A.

A.

SELECTION OF PROXY GROUPS

How have you estimated the cost of common equity for UNS Gas?

UNS Gas is not a publicly-traded company. UniSource, UNS Gas' parent company, is a

publicly-traded company. Consequently, it is possible to directly apply cost of equity

models to UniSource. However, it is generally desirable to analyze groups of comparison
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1 standard deviation, a commonly used statistical measure of central tendency.

2

3 Q. What is the resulting estimate for the cost of equity capital for gas distribution

4 utilities?

5 A.

6

7

Adding the estimated equity risk premium of 3.75% to 5.0% to the average YTM on

public utility bonds of 6.48% observed for month of August 2008 results in an estimated

cost of equity of approximately 10.2% to l 1.5%.

8

9 E. Cost of Equitv for Comparable Companies.

10

11 Q-

12

What conclusions have you reached regarding the cost of equity for the comparable

company group?

13

14

15

16

17

18

19

20

As may be seen in the table below, the range of overlapping values obtained from all

three approaches (DCF, CAPM and bond yield plus risk premium) is 10.2% to l 1.2%.

Recognizing that each methodology has its own strengths and weaknesses, and

recognizing that cost of equity analysis is not an exact science, we have selected this

range of overlapping values as our estimate of the cost of equity for the comparable

company group. The low end of this range represents the minimum value obtained from

both the CAPM and the bond yield plus risk premium approach, while the high end of

this range represents the high value obtained from the DCF analysis.

21

22 Summary of Comparable Company Analysis

23

24 DCF Model CAPM Risk Premium Conclusion

25 Low end of range 9.5% 10.2% 10.2% 10.2%

26 High end of range 11.2% 11.3% 11.5% 11.2%

27

F. Cost of Equitv for UNS Gas.

A.

23
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1 A . In a longer-term broader-brush perspective, I

2 think the answer is yes But over the past year I think

3 the answer is no.

4 I mean, the capital markets have been -- it's

5 been SO screwed up If you look at long-term interest

6 rates for corporations, for BBB utilities, for example

7 I'm on schedule 2, page 4 in November of last year, the

8 average yield was like almost 9 percent. And if you tried

9 to focus on interest rates as an indicator of economic

10 conditions across the capital, that would I  think it

11 produced skewed results just like I think CAPM produces

12 maybe skewed results now.

13 It's just hard to use the period of time from

14 September to at least March of this year as a standard.

15

16

And in f act I know that the company stopped its cost of

capital analysis in August of '08. I'm going to give them

17 s o m e  c r e d i t ; t h a t  w a s  a  g u t s y  m o v e  t o  c o m e  i n t o  a  r a t e

18 case and say we will stop in August and when the update

19 comes, do the same thing. I give them credit; they chose

20 not to jump on the bandwagon of high interest rates And

21 I think I did the same thing basically by not looking at

22 the CAPM results

23 But your question, is there a method, there

24 really is not because during the record time of this case,

25 you just can't look at traditional measures of yield

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center
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Docket No. G-04204A-08-0_71
Page 40

1

2

3

4

environment, it would be counter-productive to make any claim that UNS Gas should

have a higher return at this time due to the above-cited market tunnoil.

XII.

Q-

TOTAL COST OF CAPITAL

What is the total costof capital for UNS Gas?

Schedule 1 reflects the total cost of capital for the Company using UNS Gas' proposed

capital structure and cost of debt along with the range of common equity costs my

analyses support. The resulting total cost of capital is a range of 7.99 percent to 8.49

percent. I recommend that a 8.24 percent total cost of capital be established for UNS

Gas.

Q- Does your cost of capital recommendation provide the company with a sufficient

level of earnings to maintain its financial integrity?

Yes, it does. Schedule 14 shows the pre-tax coverage that would result if UNS Gas

earned my cost of capital recommendation. As the results indicate, my recommended

range would produce a coverage level above the benchmark range for a BBB rated utility.

In addition, the debt ratio (which reflects the Company's proposed capital structure) is

within the benchmark for a BBB rated utility.

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

A.

A.

yell. COMMENTS ON COMPANY TESTIMONY

Q, Have you reviewed the testimony and cost of capital recommendation of UNS Gas

witness Kenton C. Grant?

Yes, I have. Mr. Grant is recommending the following cost of capital for UNS Gas.A.
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1 This dividend yield component recognizes the timing of dividend payments and dividend

2 increases.

3

4

5

6

The P0 in my yield calculation is the average (of high and low) stock price for each proxy

company for the most recent three month period (February-April, 2009). The DO is the

current annualized dividend rate for each proxy company.

7

8 Q~

9

10

11

12

13

14

15

16

17

How have you estimated the dividend growth component of the DCF equation?

The dividend growth rate component of the DCF model is usually the most crucial and

controversial element involved in using this methodology. The objective of estimating

the dividend growth component is to reflect the growth expected by investors that is

embodied in the price (and yield) of a compally's stock. As such, it is important to

recognize that individual investors have different expectations and consider alternative

indicators in deriving their expectations. This is evidenced by the fact that every

investment decision resulting in the purchase of a particular stock is matched by another

investment decision to sell that stock. Obviously, since two investors reach different

decisions at the same market price, their expectations differ.

18

19 As

20

A wide array of indicators exists for estimating the growth expectations of investors.

a result, it is evident that no single indicator of growth is always used by all investors. It

21

22

A.

therefore is necessary to consider alternative indicators of dividend growth in deriving the

growth component of the DCF model.
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1

2 Q. How did you determine the cost of equity for UNS Gas?

3

4

5

This is best accomplished by comparing the risk profile of UNS Gas to that of the

comparable company group and selecting an appropriate point estimate based on the well

established relationship between risk and expected return.

6

7 Q- How does the risk profile of UNS Gas differ from that of the comparable company

8 group?

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Relative to an investment in the group of comparable companies, an equity investment in

UNS Gas is decidedly riskier. First, UNS Gas is much smaller than any of the

comparable companies, thereby limiting the Company's ability to withstand financial

shocks arising from unforeseen events. As indicated in Exhibit KCG~2, the smallest

company in the comparable company group had a market capitalization of nearly $1

billion as of August 2008. Second, all of the companies in the comparable company

group provide a current return to their shareholders in the font of a dividend, something

that UNS Gas has not been able to do since the Company's inception in 2003. Third,

while the Company's senior unsecured debt obligations were recently assigned an

investment-grade credit rating of Baan, this rating is at the low end of the credit ratings

enjoyed by companies in the comparable company group. As may be seen in Exhibit

KCG-2, the median issuer rating for the comparable company group is "A" from

Standard & Poor's, "A3/Baal" from Moody's and A- from Fitch. Consequently, it is

reasonable to conclude that the cost of capital (both debt and equity) would be higher for

UNS Gas relative to the comparable company group. As may be seen Exhibit KCG-12,

investors require a higher rate of return (or YTM) on Baa-rated public utility bonds

relative to A-rated public utility bonds. As of August 2008, this credit spread risk

premium was approximately 60 basis points (or 0.6%). Since common stock investments

27 are inherently riskier than investment-grade bond investments, this observed risk

premium from the bond market can be used as an estimate of the minimum equity risk

A.

A.

24
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1 company group. The low end of this range represents the minimum value obtained from

both the CAPM and the bond yield plus risk premium approach, while the high end of

this range represents the high value obtained from the DCF analysis.

2

3

4

Summary of Comparable Companv Analysis

DCF Model CAPM Risk Premium Conclusion

Low end orange 9.5% 10.2% 10.2% 10.2%

5

6

7

8

9

10

High end of range 11.2% 11.3% 11.5% 11.2%

F. Cost of Equity for UNS Gas.

Q. How did you determine the cost of equity for UNS Gas?

11

12

13

14

15

16

17

This is best accomplished by comparing the risk profile of UNS Gas to that of the

comparable company group and selecting an appropriate point estimate based on the well

established relationship between risk and expected return.

18

19

20

21

22

Q. How does the risk profile of UNS Gas differ from that of the comparable company

group?

23

24

25

26

27

Relative to an investment in the group of comparable companies, an equity investment in

UNS Gas is decidedly riskier. First,  UNS Gas is much smaller  than any of the

comparable companies, thereby limiting the Company's ability to withstand financial

shocks arising from unforeseen events. As indicated in Exhibit KCG-2, the smallest

company in the comparable company group had a market capitalization of nearly $1

billion as of August 2008. Second, all of the companies in the comparable company

group provide a current return to their shareholders in the form of a dividend, something

that UNS Gas has not been able to do since the Company's inception in 2003. Third,

A.

A.

24

1



1

2

3

4

5

6

7

8

9

10

11

12

13

14

while the Company's senior unsecured debt obligations were recently assigned an

investment-grade credit rating of Baan, this rating is at the low end of the credit ratings

enjoyed by companies in the comparable company group. As may be seen in Exhibit

KCG-2, the median issuer rating for the comparable company group is "A" from

Standard & Poor's, "A3/Baal" from Moody's and A- from Fitch. Consequently, it is

reasonable to conclude that the cost of capital (both debt and equity) would be higher for

UNS Gas relative to the comparable company group. As may be seen Exhibit KCG-12,

investors require a higher rate of return (or YTM) on Baa-rated public utility bonds

relative to A-rated public utility bonds. As of August 2008, this credit spread risk

premium was approximately 60 basis points (or 0.6%). Since common stock investments

are inherently riskier than investment-grade bond investments, this observed risk

premium from the bond market can be used as an estimate of the minimum equity risk

premium required by equity investors in a Baa-rated public utility relative to an A-rated

public utility.

15

Q. What is your estimate of the cost of equity capital for UNS Gas?16

17

18

19

20

21

A. In light of the risk factors cited above, as well as the credit spread and equity risk

premiums applicable to lower-rated utilities, it is reasonable to conclude that the cost of

equity for UNS Gas is near the high end of the range established for the comparable

company group. As such, a reasonable point estimate for UNS Gas is l l.0%.

22 Q- Are you recommending an allowed ROE equal to the east of equity for UNS Gas?

23

24

25

26

27

Yes I am, assuming that UNS Gas is provided with an opportunity to actually earn

something close to its 11.0% cost of equity capital. An allowed ROE of l 1.0% is fair to

both the Company and its customers based on the analysis presented above. This level of

return should also be sufficient to support the financial integrity of UNS Gas, so long as

other key aspects of the Company's rate request are granted.

A.

25



1

2

3

v. COST OF DEBT CAPITAL.

Q. What was UNS Gas' embedded cost of debt for the test-year?

4 As shown on Schedule D-2 of the Company's Application, the weighted average cost of

debt for UNS Gas was 6.49% as of the end of the test-year.5

6

7

8

9

10

Q. What cost of debt do you recommend in this case?

11

12

13

14

15

16

I recommend use of the 6.49% cost at the end of the test-year. This cost reflects the

interest rate of 6.23% on the two long-term notes issued by UNS Gas in 2003, the

amortization of related debt issuance costs, and 50% of the issuance cost amortization

and commitment fees on the joint revolving credit facility shared with UNS Electric.

Although UNS Gas had no borrowings outstanding on the revolving credit facility at the

end of the test-year, maintenance of this facility is critical for purposes of funding

seasonal working capital needs and future PGA bank balances, as well as funding a

portion of capital expenditures. As such, it is appropriate to reflect the annual fixed cost

of this facility in the cost of debt for UNS Gas.

17

18

19

20

VI. WEIGHTED AVERAGE COST OF CAPITAL.

Q- Please summarize your findings regarding the weighted average cost of capital for

21 UNS Gas.

22 Based on the recommended capital structure, the proposed cost of debt, and UNS Gas'

cost of equity capital, I recommend the Commission adopt a WACC of 8.75%, calculated

as follows:

23

24

25

26

27

A.

A.

A.

26
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Direct Testimony of David C. Parcels
Docket No G-04204A-08~0571
Page 7

1 The second decision is Federal Power Co111m'n v. Hope Natural Gas Co., 320 U.S. 591

2 (1942). In that decision, the Court stated:

3

4

5

The rate-making process under the [Natural Gas] Act, i.e., the fixing of

'just and reasonable' rates, involves a balancing of the investor and

6 consumer interests .. From the investor or company point of view it is

7

8

9

10

important that there be enough revenue not only for operating expenses

but also for the capital costs of the business. These include service on the

debt and dividends on the stock. By that standard the return to the equity

owner should be commensurate with returns on 'investments i n other

11 enterprises having corresponding risks. That return, moreover, should

12 be sufficient to assure confidence in the financial integrity of the

13 enterprise, so as to maintain its credit and to attract capital. [Emphasis

14 added.]

15

16

17

The I;Io e case is also frequently credited with establishing the "end result" doctrine,

which maintains that the methods utilized to develop a fair return are not important as

18 long as the end result is reasonable.

19

20

21

22

23

24

25

The three economic and financial parameters 'm the Bluefield and Hope decisions -

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that utility and its investors should be afforded an opportunity

(not a guarantee) to earn a return commensurate with returns they could expect to achieve

on investments of similar risk. The opportunity cost principle is consistent with the
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Even though a

2

APS in the company's last rate proceeding.

lower cost  o f  equity  ( for  example,  the midpoint  o f  my 9.0

3 to  11.0 percent  range)  could be just i f ied,  my 11.0 percent

4 recommendat ion re f lects  Sta f f ' s  des i re  to  a id  APS in  i ts

5 e f f o r t s  t o  a t t rac t  cap i ta l  inves tment ,  as  c i t ed  in  the

6 testimony of Staff witness Johnson l l

7 Q A l l  r i g h t So  in  that  case  there  i s a

8 recommendation to set the return on equity at the high end

9 of your range?

10 A . That ' s  correc t ,  fo r  reasons  s ta ted .

Q A l l  r i g h t Could you turn to Exhibit UNSG-39

12 A. Sure .

13 Q which you should have a copy of

14 A . I  do indeed. Thank you

15 Q And for  the record this  is  page 36

16 A. Y e s C

17 Q of  your direct  test imony in the TEP rate case

18 f i led on February 29, 2008 in docket 07-0402; is that

19 r i g h t ? This was filed before the settlement was entered

20 i n t o ?

21 A . Y e s •

22 Q And at  that  po int  th is  was  s t i l l  a  contested

23 case?

24 A. Correct •

25 Q And on l ine 12 of  page 26 you indicate t h a t  t h e

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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1 midpoint et your range was 10 percent; correct?

2 A . Y e s

3 Q But you recommended 10.5 percent at lines 14

4 through 20 because TOP was more risky than your sample

5 companies; correct?

6 A . 10 I 25 I

7 Q I'm sorry, 10.25.

8 And was that because TEP was more risky than your

9 sample companies?

10 A. Yes

Q And that higher risk was due to a lower bond

12 rating and a lower equity ratio?

13 A . Yes That's correct TEP's -- I don't have it

14 here -- but it's equity ratio was way down in the right

15 at 40 percent, I believe, if memory serves me correct

16 Q All r ight And in this case we have had some

17 discussion about your ROE recommendation of a range of 9.5

18 to 10.5 percent; correct'>

19 A Yes

20 Q And so a recommendation on the higher end of your

21 range also would be a reasonable result; correct°

22 A . Mathematically it would, but given a s I stated

23 in my testimony, I think given capital market conditions

24 it would be inappropriate; but mathematically it would be

25 appropriate

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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Direct Testimony of David C. Parcel!
Docket Nos. E~01933A-07-0402 and E~01933A~05-0650
Page 36

XI.

Q-

A.

RETURN ON EQUITY REco1v11vu~:nnAnon

Please summarize the results of your three cost of equity analyses.

My three methodologies produce the following:

Discounted Cash Flow

Capital Aasct Pricing Model

Comparable Earnings

9.5-10.5%

9.5~9.8%

10.0-10.5%

My overall conclusion from these results is a reasonable range of 9.5 percent to 10.5

percent, which focuses on the respective individual model endings.

The mid-point of this range is 10.0 percent, which is applicable to the proxy companies.

However, this 10.0percent mid-point is not applicable to TBP, whichhas higher risk and

thus a lower cost of capital than the proxy groupcompanies. This higher risk is due to the

following:

9 Lower bond ratings of TBP versus the bon cl ratings of the proxy companies;

1

2

3

4

5

6

7

gt

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

21 I

2 2

23

O

and.

Lower equity ratio, and thus higher financial risk, for TBP versus the proxy

companies.

I recommend a cost sat equity at the upper end of this range, or 10.25 percent for TOP, to

recognize these differences.

IE
E
L
E
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Direct Testimony of David C. Parcel!
Docket Nos. 3,01933A»07-0402 and E-01933A~0S-0650
Page 36

t

2

3

XI.

Q~

A.

RETURN QN EQUITY RECOMMENDATION

Pleasesummarize the results of your three cost of equity analyses.

My three methodologies produce the following:

Discounted Cash Flow

Capital Asset Pricing Model

Comparable Earnings

9.5-10.5%

9.5~9,8%

10.0~l0.5%

41

51

61

71

81

91

101

111

121

131

141

151

My overall conclusion from these results is a reasonable range of 9.5 percent to 10.5

percent, which focus on the respective individual model Sidings.

The mid point of this range is 10.0 percent, which is applicable to the proxy companies.

However, this 10.0 percent mid-point is not applicable to TBP, which has higher risk and

thus a lower cost of capital than the proxy group companies. This higher risk is due to the

following:

•

16

17

18

19

20

21

22 i

23

•

Lower bond ratings of TBP versus the bond ratings of the proxy companies;

and,

Lower equity ratio, and thus higher financial risk, for TOP versus the proxy

¢0=ygP9_ni¢3_.

I recommend a cos! of cqmlty at the upper end of this rage, or 10.25 percent for TBP, to

recognize these differences.

4-nr

E

*
3

8

ii

I
I
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

while the Company's senior unsecured debt obligations were recently assigned an

investment-grade credit rating of Baan, this rating is at the low end of the credit ratings

enjoyed by companies in the comparable company group. As may be seen in Exhibit

KCG-2, the median issuer rating for the comparable company group is "A" from

Standard & Poor's, "A3/Baal" from Moody's and A- from Fitch. Consequently, it is

reasonable to conclude that the cost of capital (both debt and equity) would be higher for

UNS Gas relative to the comparable company group. As may be seen Exhibit KCG-12,

investors require a higher rate of return (or YTM) on Baa-rated public utility bonds

relative to A-rated public utility bonds. As of August 2008, this credit spread risk

premium was approximately 60 basis points (or 0.6%). Since common stock investments

are inherently riskier than investment-grade bond investments, this observed risk

premium from the bond market can be used as an estimate of the minimum equity risk

premium required by equity investors in a Baa-rated public utility relative to an A-rated

public utility.

15

16 Q. What is your estimate of the cost of equity capital for UNS Gas?

17

18

19

20

In light of the risk factors cited above, as well as the credit spread and equity risk

premiums applicable to lower-rated utilities, it is reasonable to conclude that the cost of

equity for UNS Gas is near the high end of the range established for the comparable

company group. As such, a reasonable point estimate for UNS Gas is ll.0%.

21

22 Q . Are you recommending an allowed ROE equal to the cost of equity for UNS Gas?

23

24

25

26

27

Yes I am, assuming that UNS Gas is provided with an opportunity to actually am

something close to its 11.0% cost of equity capital. An allowed ROE of 11.0% is fair to

both the Company and its customers based on the analysis presented above. This level of

return should also be sufficient to support the financial integrity of UNS Gas, so long as

other key aspects of the Company's rate request are granted.

A.

A.

25
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Q A n d , M r . P a r c e l s , c o u l d  y o u  r e v i e w  l i n e s 1 8

2 through 25 of that?

3 A. I would be glad to, yes.

4 Q And those lines you agree that the proxy groupo n

5 should have similar risk and therefore a similar expected

6 cost of capital to the subject company; correct?

7 A . Y e s

8 Q And you still agree with that today, don't you?

9 A . Y e s , s u b j e c t , o f  c o u r s e , t o  t h e f  a c t  t h a t  t h e

10

11

subject company for the rate case is UNS Gas, but the

subject company for the raising of equity dollars is

12 UNS West Energy As long as you reflect that, I agree,

13 yes

14 Q Could you turn to Schedule 6 of your direct

15 testimony?

16 A . Sure

17 Q And Schedule indicates proxy groups6 that you

18 used; is that correct?

19 A. That is correct

20 Q And is it  fair to say that each of  the util it ies

21 shown in Parcels proxy group are much larger than UNS Gas;

22 is that correct?

23 A. Well,  those aren't -- those aren't utilit ies
r

24 those are holding companies, which in some cases have

25 multiple utility subsidiaries, just like UNS Energy does

Arizona Reporting Service, Inc. www.az-reporting.c0m
Court Reporting & Videoconferencing Center

(602) 274~9944
Phoenix, AZ
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On lay 13, 1991, Litcnfiela Park Service Cuupany

Company, or *Applicant") filed with the Ari zone Corporation Cuumission

("Comnissicm") an application in Docket Nos. tl-1427-91-152

U~142°I-91-153 for a permanent increase in water and sever rates.
on June 10, 1991, intervention was granted to the city at

Litchfield park, Arizona ('°¢ity") , and on June 14, 1991, intervention
was granted to the Residential utility consumer Office ("R0¢0*) .

By procedural Order dated SepteMber 10, 1991, the matter was set

for hearing on January 28, 1992. By procedural under dated tkslvtMeex*
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23 I LPSQO believes that it has increased replacement risk associated with

24 I the anomzt of contributed property mad becanase the invests :-implied

25 I plant is old ad mere ful ly depreciated than other comparable

26 I investor-owned water' companies. Lrsoo did not conduct a discounted

27 I cash flow or other nathenatioal analysis to support the requested 14

28 | percent.
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Staff recommended using 11.5 percent as the coat of canon

equity. Staff conducted a comparable earnings analysis and a

discounted cash flow (*D¢¥") analysis. staff gave more weight to the
DCF results that reflected dividend growth and those produced a range

of 9.4 percent to 12.4 percent. The 1990 comparable earnings results

ranged from 10.6 percent to 12.0 percent. The average. of the tour

comparable earnings results and the tour DCF results using dividend

growth was 10.8 percent. staff accounted for company-specific risks

such a volatility of earnings and LES¢O's small size in recommending
the cost of  equity at  11.5 percent.

The commission has expressed its preference for objective market-

based measures provided by the DCP analysis. .cordingly, we find

that the DCP and comparable earnings analysis conducted by staff are

more accurate representations of the appropriate cost of common equity

for Lrsco and that start bas given appropriate weight to LPSCO's

r i n an c i a l  r i s k . We wi l l ,  therefore, author ize 11.5 percent  as the .

cost of equity for LPSCO's sewer division.

Bovwewer, LFSCO has chosen to capitalize the water division with

a l l  equ i t y . There is, thus, no interest expense to reduce the return

to the equ i ty investors,  thereby reduc ing the r i sk that  the equ i ty .

i nves tors  w i l l  not  rece i ve  the i r  requ i red  re tu rn . 'ro reflect three ,

reduced r i sk  to the equ i ty  investors ,  the cost  of  equ i ty  shou ld be

lowered. We will, therefore, authorize the cost of equity for LP8GO°S
water division at 10.1 percent, which is the average of the low range

from Staff's DCP and comparable earnings analyses .

For the water division., application at an 10.1 percent cost or

equity to a capital structure consist ing of 100 percent cannon equity

16 orcrsrou ND. 57 i</$4 1.
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1 But the holding company is larger than UNS Gas,

2 yes

3 Q Al l  r i ght . And APS is also much larger than UNS

4 Gas;  i sn ' t  i t?

5 A Say it again.

6 Q APS is also Arizona Public Service is also

7 much larger than UNS Gas; correct?

8 A . Yes,  APS is  the largest uti l i ty  in the state

9 Q You understand that UNS Gas' senior unsecured

10 debt is now rated by Moody's as BAAN; correct?

11 A . Yes, since October of last year

12 Q Al l  r i ght . And only two of the 17 companies

13 shewn on Schedule 6 have a rating that low; :LS that

14 c o r r e c t °

15 A . That's correct.

16 Q • And all other things being equal, would investors

17

18

require a higher return on the utility with a lower bond

rating as opposed to a higher rated utility?

19 A. Al l  e l se , yes, but you need to realize that

20

21

UNS Gas just got that rating late last year, and the

reason why it was not rated like that before that was

22 because it was acquired by UniSource in, I think, 2004

23 It was acquired as a business, not as a company.

24 So the managers of UniSource decided how to

25 finance the company and bring it along, and they started

Arizona Reporting Service, Inc. www.az-reporting.com
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1

2

3

4

5

6

7

8

while the Company's senior unsecured debt obligations were recently assigned an

investment-grade credit rating of Baan, this rating is at the low end of the credit ratings

enjoyed by companies in the comparable company group. As may be seen in Exhibit

KCG-2, the median issuer rating for the comparable company group is "A" from

Standard & Poor's, "A3/Baal" from Moody's and A- from Fitch. Consequently, it is

reasonable to conclude that the cost of capital (both debt and equity) would be higher for

UNS Gas relative to the comparable company group. As may be seen Exhibit KCG-12,

investors require a higher rate of return (or YTM) on Baa-rated public utility bonds

9 relative to A-rated public utility bonds. As of August 2008, this credit spread risk

10 premium was approximately 60 basis points (or 0.6%). Since common stock investments

11 are inherently riskier than investment-grade bond investments, this observed risk

12

13

14

premium from the bond market can be used as an estimate of the minimum equity risk

premium required by equity investors in a Baa-rated public utility relative to an A-rated

public utility.

15
!

3

3

16 Q, What is your estimate of the cost of equity capital for UNS Gas?

17

18

19

20

In light of the risk factors cited above, as well as the credit spread and equity risk

premiums applicable to lower~rated utilities, it is reasonable to conclude that the cost of

equity for UNS Gas is near the high end of the range established for the comparable

company group. As such, a reasonable point estimate for UNS Gas is 11.0%.

21

22 Q- Are you recommending an allowed ROE equal to the cost of equity for UNS Gas?

23 A.

24

25

26

27

Yes I am, assuming that UNS Gas is provided with an opportunity to actually earn

something close to its 11.0% cost of equity capital. An allowed ROE of 11.0% is fair to

both the Company and its customers based on the analysis presented above. This level of

return should also be sufficient to support the financial integrity of UNS Gas, so long as

other key aspects of the Company's rate request are granted.

A.

25
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1 equity or authorized rate of return that you had.

2 A. W e l l , a c t u a l l y , i n  m y  t e s t i m o n y  I  c i t e  a  V a l u e

3 Line publication that indicates gas utilities on average

4 are earning ll to 12 percent, not 10 percent

5 Mr. Parnell's own comparable earnings analysis also

6 indicate that gas utilities are earning returns on equity

7 in the 11 to 12 percent range

8 Q

9

My question would be, given that your equity

position to debt ratio is roughly comparable to the rest

10 of the industry, why is it that UNS is unable to provide a

return or dividend to its investors when these other

12 companies are able to do that?

13 A . Weak earnings and weak cash flow

14 Q. And why the weak earnings?

15 A Well, for one reason, we were granted, I believe,

16 $5 million or thereabouts in our last rate case compared

17 t o I believe it was about $9.5 million requested

18 increase in our last case. Another reason being that we

19 have a heavily volumetric rate design, so it's feast or

20 famine as far as the weather is concerned.

21 Q. And yet you acknowledge that at the beginning

22 part of 2008, the company benefited from the feast, so to

23 speak, on the weather, and yet you still pro jested that

24 for 2008 the company is going to struggle financially,

25 correct?
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1 with 35 percent equity percent ratio and it had a

2 four-year freeze So it took a while for the finances to

3 work themselves through, and the debt that UNS Gas has, if

4 memory serves me correctly, was probably placed with some

5 insurance company so there was no need to have a rating

6 yet

7 But the company has come a long way since then,

8 a n d that what you have to consider when you look| S at the

9 BAA plus .

10 Plus, Ur:LSource's rating is the same as UNS Gas

11

12

It does -- if you're looking at the same range, as I have

done on the page of my testimony, on an apples-to-apples

13 basis, UniSource has the same rating as -- page 16, has

14 the same rating as UNS Gas I'm sorry -- Tucson does •

r

15 UniSource is lower comparing them.

16 The senior unsecured for both APS in Tucson

17 both the Tucson and UNS Gas is BAAN, so they are tied

18 together.

19 Q Do many of the companies shown on your Schedule 6

20 pay dividends?

21 A. Yes If they did not, I would not have chose

22 them as a proxy company.

23 Q And UNS Gas has not paid a dividend since its

24 inspection in 2003; is that right?

25 A. That's correct, but again, realize they were
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1 with 35 percent equity percent ratio and it had a

2 four-year freeze So it took a while for the finances to

3 work themselves through, and the debt that UNS Gas has, if

4 memory serves me correctly, was probably placed with some

5 insurance company so there was no need to have a rating

6 y e t

7 But the company has come a long way since then,

8 and that's what you h a v e c o n s i d e r  w h e n  y o u  l o o kt o a t  t h e

9 BAA plus .

10 Plus, UniSource ' s rating is the same as UNS Gas

I t  d o e s

12

if you're looking at the same range, as I have

done on the page of my testimony, on an apples-to-apples

13 basis, UniSource has the same rating as page 16, has

14 I ' m  s o r r y  - -  T u c s o n  d o e s
r

15

the same rating as UNS Gas

UniSource is lower comparing them.

16 The senior unsecured for both APS in Tucson

17 both the Tucson and UNS Gas is BAAN, so they are tied

18 t o g e t h e r

19 Q Do many of the companies shown on your Schedule 6

20 pay dividends?

21 A. Y e s If they did not, I would not have chose

22 them as a proxy company.

23 Q And UNS Gas has not paid a dividend since its

24 inspection in 2003; is that right?

25 A . That's correct, but again, realize they were
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1

799

investment as being safe, then the company doesn't have to

2 offer a high rate of return to get people interested in

3 purchasing that stock.

4 Q Don't investors have a higher expectation when

5 the economy is good?

6 A. It depends. I t  d e p e n d  o n  t h e  t y p e  o f  i n v e s t o r

7 you are talking about

8 Q In a general sense, though, when things are going

9 good, don't investors have a higher expectation, a higher

10

A . Some investors are out

12 there, you know.

13

14

return that they are looking for?

Again, not necessarily.

There is a full market, and they take

the opportunity to invest in a stock that they think has

growth potential in it. Certainly there are investors out

15 there that are of less risk adverse than others

16 Utilities typically attract income-oriented

17

18

investors, people that are interested in getting a regular

steady dividend from the utility; one that perhaps grows,

19 you know, on a steady basis They are not looking I

20 don't think it's f air to say

21 In the past utility investors were people who,

22 again, rely on those stocks for income, not growth. Okay?

23 They do1'1't invest in it expecting the necessarily

24 invest in it and expect the price of the stock to double

25 over some period of time
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1 Q

800

Mr. Rigs by, are you aware of too many investments

2 that there are these days where investors could earn a

3 return of 8.6 percent°

4 A. I'm sorry. What was the question again?

5 Q Are you aware of too many investments these days

6 where investors are getting returns of 8.61 percent?

7 A. Yeah As I said, if you look at the selected

8 yields page that, you know, we introduced as evidence

9 today, you can see that, you know, most of the relatively

10 safe treasury instruments, they don't have very high

11 yields right now. A lot of that has to do with the f act

12 that the Federal Reserve has been cutting rates over the

13

14

last year or so trying to stimulate the economy.

And so when you look at the cost of equity that

15 I 'm proposing here, I think that is quite attractive I

16 do know that in the Value Line universe of utilities they

17 follow, utilities typically have the highest

18 dividend yield.

a higher

And again, if you are an income-oriented

19 investor, then that is what you want to look at.

20 Q One last question, Mr. Rigs by.

21 In a general sense, investors look at utilities

22 as safer investments than non-regulated entities; isn't

23 that correct?

24 A. Yes And, again, typically, in the past that

25 was you know, retirees and so forth would tend to have
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1 utilities in their portfolio of stocks and so for Rh.
801

And
2 the reason for that was because they in the past they

3 have been perceived as relatively safe investments

4 And, a s I said, if you look at the write-ups that

5 have been in Value Lines recently, I think that still

6 holds true today, that regulated monopolies, their rates

7 are set by state commissions, and, you know, they're

8 customer-based for the most par t, and it will be fairly

9 stable so investors can rely on them to pay out f fairly

10 stable dividends over a period of type

MR. POZEFSKY Thank you, Mr. Rigs by That is

12 all I have

13 ACALJ NODES Anything fur thee, Mr. Patten?

14 Ms. Mitchell?

15 ms. MITCHELL: No.

16 ACALJ NODES : Okay. Thank you, Mr. Rigs by You
17 are excused.

18 Are there any other exhibits or anything else

19 anyone needs to deal with?

20 Mr. Dion

21 MR. DION Your Honor, yes The first

22 installment of some exhibits that Commissioners have asked

23 for, I just wanted to put them on the record quickly. And
24 believe I put a packet up there on your desk for your

25 r e v i e w
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1

2

hook-up fees in this rate case filing. Mr. Smith discusses the Company's proposals for

increased contributions in greater detail in his Direct Testimony.

3

4 IX. DEMAND-SIDE MANAGEMENT AND LOW.INCQME PROGRAMS.

5

6 Q. Mr. Hutchens, has UNS Gas reevaluated its Demand-Side Management programs?

7 Ms. an overview of each UNS Gas

8

9

Yes. Denise Smith's Direct Testimony provides

Demand-Side Management ("DSM") program, including a status update on each program,

and potential new DSM program additions that UNS Gas is reviewing for possible future

10 implementation.

11

12 Q-

13

Mr. Hutchens, is UNS Gas proposing to maintain its Customer Assistance Residential

Energy Support ("CARES") program?

14 A.

15

16

Yes, the Company is proposing to maintain the same basic monthly charge for CARES

customers at $7, and the same non-commodity volumetric charge at $0.1770 per therm for

the first 100 terms per month in the billing months of November to April. For all terms

17 sold in excess of the initial 100 terms per month, the price is $03270 per therm. These

18 charges cover non-commodity costs. The CARES customer charge has not increased since

19 our acquisition of the Citizens system.

20

21 Q- Is UNS Gas proposing to expand its low-income assistance programs?

22 A.

23

24

25

26

27

Yes. The Company is proposing to hold meetings of interested stakeholders to discuss

modifications to the CARES program that could limit increases in gas commodity costs

borne by these customers. If consensus can be reached, the Company will file testimony in

support of the changes. The Company proposes that the CARES stakeholder group discuss

expanding assistance beyond the 150% of poverty threshold applicable to CARES. Mr.

Erdwurm provides greater detail on these topics in his testimony.

A.

11
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A. No, they did not.

2 Q Was there a reason those meetings dj_d1'1't take

3 place?

4 A . That I don't know. The way that it was filed, I

5 thought that that was an of fer to basical ly do that as

6 part  of  this process,  not  necessar i ly  during i t .

7 Q So as a result  of  that ,  the issues that

8

Okay.

have been raised really haven't been resolved from a

9 company perspective, even though there appears to be some

10 interest in some of the low income program modifications?

11 A. Which specif ic issues are you referring to?

12 Q Well ,  I 'm talking about the increase to

13 200 percent of poverty and some of those other issues.

14 A. That one has not been addressed other than the

15

16

well, I think it was discussed in the opening comments,

but we have already started auto enrolling people who

17 qualify for LIHEAP dollars into our CARES program. And

18 that is at the 200 percent level, and so we are making

19 those steps towards doing that

20 Q Thank you And when did that start?

21 A . I  bel ieve i t  was July July  1,  i f  I 'm not

22 mistaken

23 CHMN » MAYES : Ms. Zwick, could I just interject?

24 So what are you doing with your current customers
¢

25 that are at 150 percent?
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1 THE WITNESS: The 150 percent are still on the

2 self-certified basis.

3

So they are enrolled if they come

in and do the self-cer ti fication

4 CHMN l MAYES :

5

6

And then anybody new will come

you are enrolling up to 200 percent for anybody new?

THE WITNESS:

7

8

9 poverty level

10

We are enrolling people who come in

with LIHEAP dollars who have basically been receiving

those LIHEAP funds, which goes up to the 200 percent of

But those people are qualified through the

government for LIHEAP versus the 150 percent who are

11

12

qualified through self-cer ti fication

(BY MS. ZWICK)Q

13

14 A r e

15

16

To follow up on that question,

what about the folks that come in through Warm Spirits,

who are receiving Warm Spirits assistance at l50?

they automatically enrolled as well?

A .

17

18

I'm not sure if they are automatically enrolled,

but l'll get you an answer to that.

MS. ZWICK: Sorry, Commissioner Mayes I didn't

19

20

mean to interrupt.

CHMN I MAYES : No.

21 Q (BY Ms. zwlcK)

22

Mr. Hutchins, do you know how

many UNS customers are currently enrolled in your CARES

23

24

program?

A. I don't think I have that number.

25 Q Or what percentage of your customer base is

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
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1 VIII. RATE OF RETURN ON FAIR VALUE RATE BASE.

2

3 Q- What ROR do you recommend be applied to the Company's FVRB?

4

5

6

I recommend that a ROR of 6.80% be applied to the FVRB, even though I believe, as

discussed below, that UNS Gas could justify a ROR of 7.30%. The primary reason to

forego the full 7.30% is to mitigate the rate impact on our customers in these challenging

economic times.7

8

9

10

11

12

Q- How did you arrive at this value?

This ROR, when applied to the Company's FVRB of approximately $256 million,

produces an overall rate increase that would provide UNS Gas with a reasonable

opportunity to actually earn its cost of capital, to support its creditworthiness and to

attract capital on reasonable terms.13

14

15

16

17

18

19

20

21

22

Q- How does this ROR compare with the value that would be obtained from the

methodology adopted by the Commission in Decision No. 70441 involving Chaparral

City Water Company ("Chaparral") and the revised methodology subsequently

recommended by the Commission Staff?

23

24

The ROR requested by UNS Gas is lower. If the approach adopted by the Commission in

Decision No. 70441 is applied to the Company's 8.75% WACC (see Section VI of my

Direct Testimony) with an estimated inflation rate of 2.9% (see Section IV.B. of my

Direct Testimony), the resulting ROR on FVRB would be 7.30%. Likewise, this same

value of 7.30% would be obtained from the revised methodology being recommended by

the Commission Staff in the current Chaparral rate proceeding (Docket No. W~02l13A-

07-0551).25

26

27

A.

A.

A.
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1 Q- Please explain how a ROR value of 7.30% would be obtained using either approach.

2

3

4

Certainly. With respect to the approach adopted in Decision No. 70441, where the ROR

on FVRB was derived by adjusting the cost of equity downward by the expected rate of

inflation, the following result would be obtained for UNS Gas using a 2.9% rate of

5 inflation:

6

7

8
Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01 %
49.99%

100.00%

Modified
Cost *

6.49%
8. lo%

Weighted
Average Cost

3.25%
4.05%
7.30%9

10 * Note: Modified cost of equity = I1.0% - 2.9% = 8.l%.

11

12

13

14

15

16

Staff's revised methodology, which is explained in the Direct Testimony of Gordon L.

Fox, dated October 3, 2008, in Docket No. W-02113A-07-0551, employs a slightly

different inflation rate adjustment. Instead of adjusting only the cost of equity by the full

rate of inflation, the modified approach adopted by Mr. Fox adjusts both the cost of debt

and cost of equity by one-half of the expected rate of inflation. Using the 2.9% expected

rate of inflation discussed earlier in my testimony, the following result would be obtained

17 for UNS Gas:

18

19

20 Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01 %
49.99%

100.00%

Modified
Cost *

5.04%
9.55%

21

Weighted
Average Cost

2.53%
4.77%
7.30%

22 * Note: Modified cost of debt = 6.49% - 1.45% = 5.04%.
Modified cost of equity = l}.0% - 1.45% = 9.55%.

23

24

25

26

27
E

I

I

I

A.

31
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1 Q-

2

3

In the Arizona Court of Appeals ruling that led to Commission Decision No. 70441,

did the Court specify any particular method for the determination of an appropriate

ROR on FVRB?

4

5

6

No. My non-legal understanding of that decision, dated February 13, 2007, is that the

Court of Appeals found that the Commission has wide latitude in setting the ROR on

FVRB. Although the Court found the method used in the original Chaparral Decision to

no particular method of determining the ROR on FVRB wasbe unconstitutional,7

8

9

10

specified by the Court.

Q-

11

12

Why is UNS Gas requesting a ROR on FVRB that is lower than would be obtained

through other methods that have been approved by the Commission and

recommended by the Commission Staff?

13

14

15

16

17

18

19

20

21

22

There are several reasons. First, it appears that the Commission has wide discretion in

setting the ROR on FVRB, provided that fair value is adequately considered in the rate

setting process. Second, the Company believes Mat the requested ROR, when applied to

the proposed FVRB, will be sufficient to provide UNS Gas with an opportunity to earn its

cost of capital and to attract new capital on reasonable terms. Third, in light of the

current economic environment, the Company would like to limit the impact of its rate

request on customers. Under these circumstances, it appears that the public interest

would be best served if the Commission were to use its discretion in setting a ROR on

FVRB that gives UNS Gas an opportunity to earn its cost of capital while at the same

time limiting the impact on customers.

23

24 IX. CARRYING COST ON PURCHASED GAS ADJUST0R BALANCE.

25

26

27

Q. What is the current carrying cost applicable to PGA balances carried by UNS Gas?

The current rate applicable to PGA balances, whether they are in an over- or under-

A.

A.

A.
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into account the substantial deterioration in capital

2 market conditions that has occurred since September 2008

3 With respect to the rate of return on fair value,

4 I recommend use of the same calculation methodology

5 adopted by the Commission in Decision No. 70441 involving

6 Chaparral City Water Company.

7

8

Now, in my direct testimony, I derived a rate of

return on f air value rate base of 7.30 percent using this

9 m e t h o d o l o g y  . I then discounted this value to 6.8 percent,

10 as we discussed this morning, in order to limit the impact

of the proposed rate increase on customers However, as I

12 discuss in my rebuttal testimony, such a discounting

13

14

appears now to be inappropriate given the severe revenue

requirement reductions being recommended by Staff and

15 R U C O

16 The company needs to have a her rain level of rate

17 of return in order to provide itself with an opportunity

18 to earn its cost of capital. Had Staff simply followed

19 the same calculation methodology that the Commission used

20 in Docket 70441, or the alternative calculation

21 methodology also advocated by Staff in a recent Chaparral

22 City water case, a rate of return on fair value rate base

23 of 7.25 percent would have been obtained using Staff's own

24 cost of capital and estimated inflation rate A n d  t h a t

25 7.25 percent is nearly identical to the 7.3 percent I
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1 MR. PATTEN : I don'l; have anything, Your Honor

2 ACALJ NODES : Ms. Mitchell?

3 MS. MITCHELL: I

4

5 ACALJ NODES:

6

No, I don't have anything.

thought about it, but that's okay.

And, Mr. Pozefsky?

I do.MR. POZEFSKY:

7

8 REDIRECT EXAMINATION

9

10 BY MR. PQZEFSKY

12

13

Q. Mr. Rigs by, the Judge star Ted his questions by

asking you about what the impact was of the stated economy

and how much that should affect a return on equity

14 analysis a  c o s t  o f

15 ACALJ NODES : T h a t  i s  n o t  a t  a l l  w h a t I  a s k e d .

16 MR. POZEFSKY: And I apologize from the stand.

17 ACALJ NODES: That is not even close to what I

18 a s k e d

19 MR. POZEFSKY:

20

I thought what you were asking

maybe I misunderstood it, Your Honor.

21 ACALJ NODES:

22 MR. POZEFSKY:

You apparently did.

- is how much did the economy

23 affect the cost of capital.

24 ACALJ NODES : I asked how the Commission should

25 factor into the formulas the various economic indicators
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1

7 9 8

J u s t  s o  w e  a r e  c l e a r  - - I  d o n ' t  w a n t  t h e  r e c o r d  t o  r e f l e c t

2 s o m e t h i n g  I  d i d n ' t  a s k

3 Q BY MR. POZEFSKY Let me ask you some follow-up

4 in a general sense, Mr. Rigs by

5 Isn't the measure of the cost of capital, isrl't

6 what the objective is is to determine investors|

7 expectations? I s n ' t  t h a t  o n e  o f  t h e  b a s e s t h a t  w e  a r e

8

9

trying to measure, making cost of capital determination,

what investors' expectations are?

10 A. Well, hopefully you will come out with a result

11 that is going to allow the company to be able to track

12 money on reasonable terms. And, again and I had I

13 think I discussed this with Judge Nodes

14 Again, if you look at the current economic

15

16

environment, if you look at what analysts have said

recently regarding the national gas distribution industry

17 at this point in time, Value Line's analysts see it as

18 relatively safe investments, one that income-oriented

19 investors might want to look at. Certainly it's going to

20 provide I t h i n k it's reasonable to presume that

21 give them a better return on than what they get on

22 treasury instruments at this time.

23 And so I think those are things that you have to

24 take into consideration when you are setting your cost of

25 equity capital If investors out there perceive an

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
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1 MR. PATTEN: I  d on ' t  ha ve  a ny th ing ,  Your  Hono r

2 ACALJ NODES; Ms .  M i t c he l l ?

3 MS. MITCHELL: No, I  d o n ' t  ha v e  a ny th i ng I

4 t h o u g h t  a b o u t  i t ,  b u t  t h a t ' s  o k a y

5 ACALJ NODES : And ,  Mr .  Poze f sky?

6 M R . poz1815 ' sKy

7

8 REDIRECT EXAMINATION

9

10 BY MR. POZEFSKY:

Q Mr.  R igs  by ,  the  Judge  s ta r  Ted  h i s  ques t i ons  by

12 ask ing  you about  wha t  the  impac t  was  o f  the  s ta ted  economy

13 and  how  much tha t  shou ld  a f f e c t  a  r e turn  on  equ i ty

14 ana l y s i s a  c o s t  o f

15 ACALJ NODES : T h a t i s  n o t  a t  a l l  w h a t  I a s k e d .

16 MR. POZEFSKY: And  I  a p o l o g i z e  f r o m  the  s t a nd .

17 ACALJ NODES: T h a t  i s  n o t  e v e n  c l o s e  t o  w h a t  I

18 a s k e d .

19 MR. POZEFSKY I  thought  wha t  you were  ask ing

20 maybe  I  misunders tood  i t ,  Your  Honor .

21 ACALJ NODES: You apparent l y  d id .

22 MR. POZEFSKY is how much did the economy

23 a f f e c t  t h e  c o s t  o f  c a p i t a l

24 ACALJ NODES : I  asked how the Commission should

25 f  a c to r  i n to  the  f o rmu l a s  the  v a r i o us  e c o no mi c  i nd i c a to r s .
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I  d o n ' t  w a n t  t h e  r e c o r d  t o  r e f l e c t

2 something I didrl't ask

3 Q BY MR. PQZEFSKY; Let me ask you some follow-up

4 in a general sense, Mr. Rigs by

5 Isn't the measure of the cost of capital, isn't

6 what the objective is is to determine investors |

7 expectations? Isn't that one of the bases that we are

8

9

trying to measure, making cost of capital determination,

what investors' expectations are'

10 A. Well, hopefully you will come out with a result

11 that is going to allow the company to be able to track

12 money on reasonable terms. And, again and I had I

13 think I discussed this with Judge Nodes .

14 Again, if you look at the current economic

15 environment, if you look at what analysts have said

16 recently regarding the national gas distribution industry

17 at this point in time, Value Line's analysts see it as

18 relatively safe investments, one that income-oriented

19 investors might want to look at. Certainly it's going to

20 provide TJ. think it's reasonable to presume that it will

21 give them a better return on than what they get on

22 treasury instruments at this time.

23 And so I think those are things that you have to

24 take into consideration when you are setting your cost of

25 equity capital If investors out there perceive an
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1 Q I think I indicated
8 5 9

I  a s k e d  w h e t h e r  i t  w o u l d

2 be improving, not as good as it was before.

3 A . Right, improving, but from a very low and

4 depressed pace And I apologize if I was not direct on my

5 answer there

6 Q All right. Return on equity is intended to be

7 forward looking, i s n ' t  i t ?

8 A . Y e s

9 Q And, Mr. Parcels, :Lf you set the return on equity

10 at the low end of the range, that would result in reduced

12

earnings for the company; correct°

Compared to a higher point range, yesA .

13 Q A n d  t h a t  c o u l d  r e s u l t  i n  i n c r e a s e d  c o s t  o f  d e b t

14 for the company?

15 A .

16 Q

Possibly, but probably not.

And reduced earnings also could result in less

17 f adorable credit terms for the company; isn't that true?

18 A . Well, within that range, likely not.

19 Q Could you turn to what has been marked as Exhibit

20 UNSG-40?

21 A . Sure .

22 Q And for the record, this is page 1119 of the

23 transcript in the last UNS Gas rate case docket 06-0463

24 Do you have that in front of you?

25 A Y e s s i rI
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DOCKET no. G-03703A-01-0263

64/79 7DECISION no.

5

6

7

8

9

IN THE MATTER OF THE APPLICATION OF
BLACK MOUNTAIN GAS COMPANY, A
MINNESOTA CORPORATION, TO DETERMINE
EARNINGS FOR RATEMAKLNG PURPOSES, TO
FIX A JUST AND REASONABLE RATE OF
RETURN THEREON AND TO APPROVE RATE
SCHEDULES DESIGNED TO DEVELOP SUCH
RETURN FOR ITS PAGE DWISION.

OPINION AND ORDER

10 January 23 and 24, 2002

11 Phoenix, Arizona

12 Teena Wolfe

13

DATE OF HEARING:

PLACE' OF HEARING:

ADMINISTRATWE LAW JUDGE:

APPEARANCES 1

14

Mr. Timothy Berg and Ms. Theresa Dwyer,
FENNEMORE CRAIG, P.C., on behalf of Black
Mountain Gas Company,

15

16

17

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

Mr. Paul R. Michaud, MARTINEZ & CURTIS, P.C., on
behalf of the City of Page; and

.

18

19

Mr. Timothy J. Sabo, Attorney, Legal Division, on
behalf of the Commission's Utilities Division of the
Arizona Corporation Commission.

t

20 BY THE COMMISSION:

21

22

INTRODUCTION

l

K On March 28, 2001, Black Mountain Gas Company ("Black Mountain" or "Company") filed
23

24
with the Arizona Corporation Commission ("Commission") an application for a permanent rate

25 increase for its Page Division ("Application").

I

I
I
1

I
I

I
I
I
I
1

26 Black Mountain provides underground public propane distribution in the vicinity of the City

of Page, Coconino County, Arizona. Black Mountain also provides public naturaigas distribution

i

27

28 I

Q

•

S/h/lwolfe/gas/0l263rateso&o 1
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DOCKET NO. G»03703A-01-02639

1
Company's proposed test year Operating Expenses of $l,45 l ,081, We therefore adopt adjusted test

2 year Operating Expenses of $1,310,527.

3 c. Statement of Operating Income

I
i
I
n
t
i
I
I

I

I

I
I
I

I 4 Consistent with the foregoing discussion, Black Mountain's Page Division adjusted test year

5
Revenues are $l,393,520, and its adjusted test year Operating Expenses are $1,310,527, for an

6
adjusted test year Operating Income of $82,993 .

7

III. COST OF GAS
8

9
The Company requests that the Commission set the base cost of propane gas for the Page

\

10 Division at $0.65 per therm based upon a weighted average of the historical cost of gas firm June

11 1999 through August 2001. RUCO agreed with the Company's recommended cost of gas, and the

12 City did not take a position on this issue. Staff believes that the cost of gas should be based on a

13
number of factors, such as market conditions and futures prices, in addition to historical prices, and

14

15
recommends that the Company's base cost of gas be set at $0.55 per therm.

x i
We agree with Staff that in setting a base cost for the commodity of propane gas, histon'cal

17 prices should not be viewed in isolation, but that it is preferable to consider past, present and future

18 prices. In addition, we agree with Staffs position that in the interest of maintaining rate stability for

i i
19 natural gas and propane customers, large swings in the base cost of gas should be avoided whenever

20
possible. In the long term, due to the existence of an adjuster mechanism, Black Mountain's

21
customers will pay roughly the same amount for the Company's propane purchases whether we adopt

22

23
the Company's proposed base cost of gas or Staff's. However, if the base cost is raised firm its

l

24 current $0.5087 to the Company's proposed $0.65, rates could be driven higher in the shop term.

1 25 Given that an overall rate increase is necessary, a more conservative increase in the base cost of gas is

26 preferable. For these reasons, we adopt Staffs recommended base cost of gas of $0.55 per therm.

27

28

64727

t

I
I
1
l
I
!
1
r
I
I
I
I
I

S/h/lwolfe/gas/0 l263rateso&o 12 DECISION no.
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Q I t h i n k I i n d i c a t e d

859

I asked whether it would

2 be improving, not as good as it was before
•

3 A . Right, improving, but from a very low and

4 depressed pace And I  apologize if I  was not direct on my

5 answer there.

6 Q Al l  r i ght Return on equity is intended to be

7 forward looking, i s n ' t  i t ?

8 A. Y e s

9 Q And, Mr. Parcels, if you set the return on equity

10 at the low end of the range, that would result in reduced

12

earnings for the company; correct°

Compared to a higher point range, yesA .

13 Q And that could result in increased cost of debt

14 for the company?

15 A .

16 Q

Possibly, but probably not.

And reduced earnings also could result in less

17

18

f adorable credit terms for the company; isn't that true?

Well, within that range, likely not.A .

19 Q Could you turn to what has been marked as Exhibit

20 UNSG-40?

21 A. Sure .

22 Q And for the record, this :Ls page 1119 o f  t h e

23 transcript in the last UNS Gas rate case docket 06-0463.

24 Do you have that in front of you?

25 A. Yes, sir
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SECOND SET OF DATA REQUESTS
FROM UNS GAS, INC.

TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET no. G-04204A-08-0571 )

UNSG 2.30 Referring to the statement on page 28, line 1, of Mr. Rigsby's Direct
Testimony:

Does Mr. Rigsby believe that systematic risk is the only risk of
importance to investors? Please explain.

b. Please provide any published research supporting the contention
that systematic risk is the only risk of importance to investors.

Response:

No. The statement made by Mr. Rigsby is intended to point out one
of the underlying assumptions that the CAPM model relies on
Systematic risk might be one of a number of risk factors that
individual investors consider to be important.

b.

4

g

A large body of academic research has been published on the
underlying assumptions of the CAPM model. Mr. Rigsby is unable
to cite every piece of research that has challenged or supported
the underlying assumption that systematic risk is the only risk of
importance to investors. Having said that, RUCO offers the
attached paper authored by Andre F. Perold which provides
additional insight into the theoretical concept of the CAPM model.

Respondent: Bill Rigsby

Witness: Bill Rigsby

UNSG-34
9

a.

a.

38
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IN foamed Q/EcorWmic Perspectives

3

solely 'm terns of expected return and standard deviation of return measured over the
same single holding period. Second, capital markets are perfect in several senses: all
assets are infinitely divisible; there are no transactions 9984. rlrwtselling restrictions or
taxes; mfomiation is costless and available Tb eVeryone;-ad ellfirtveStors borrow*
aid lend Ar. the riSlfeliree rate. Third, iNveStors 211 rd- thesaltte invesbrxént

Fourth, investors all make the salute otxndlmdual asset ex-
sqridani deviations of and the ¢¢fs'¢1e=ilQnt-'an°ns askéffettxrni

Thee assumptioiis represent a highly simplified and idealized world,hut are
needed to obtain the in its basic Tire mdgieIQlias.heen.es¢tended in iiiany
ways to accommodate* some of the complarities mauifiésstilfr the world. Bti! under
these assumptions, given prevailing prices, investors determine die same highest
Sharpe Ratio portfolio of risky assets. Depending on their risk tolerance, each investor
will allocate a portion of wealth to this optimal portfolio and the rertrainder to risk-firele
lending or borrowing. Investors all will hold risky sets in the same relative proportions.

For the market to. be in equilibrinxir, the price (that is, the expected net um) of
each asset must be such that investors collectively decide to hold euzaetly the supply of
the asset If investors all hold risky assets in the same propoirions, those proportions
must he the proportions in which realty :sets are held in Ehe market portliulioi-»»-tlie
portfolio comprised of all available shares of each risky asset. In equilibrium, therefore,
the portfolio of risky assets with the highestSharpe Ratio must be the market portfolio.

If Lhe market portfolio has the highesta.tta'mahle Sharpe Ratio, there is no way
to obtain a higher Sharpe Ratio by holding more or less of any one asset. Applying
the portfolio improvement rule, it follows that the risk premium of each asset must
sadly Es - 9= : MEn - 9). where ET and EM are the expected return on the asset
and the market portfolio, respectively. and H is the sensitivity of the asset's return
to the return on the market portfolio.

We have just established the Capital Asset Pricing Model: In equilibrium, the
expected return of an asset is given by

55: U + 5(Efw" U)-

This formula is the one that Sharpe, Trevor, Linger and Mossier successfully set
our Lo find. Ir is the relationship between expected return and risk Mar is consistent
with investors behaving according to the prescriptions of portfolio dietary. If this
rule does not hold, Lien investors will be able to outperform the marker (in the
sense of obtaining a higher Sharpe Ratio) by applying the portfolio improvement
rule, and if suffidenrly many 'mvesrozs do this, stock prices will adjust ro the point
where the G4.PM becomes true.

Another way of expressing the CAPM equation is

Sharpe Ratio of Asset S =: p X Sharpe Ratio of the Market Portfolio

5 Using Lhe fact that Mom B = pa,/qv, the cqualion Es r/+ l3(Em
5)/cr, = p(E,,, iI)/um, which is Lhe expression in the text.(Es

if) can be reanangcd to give
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1 A . In a longer-term broader-brush perspective, I

2 think the answer is yes But over the past year I think

3 the answer is no.

4 I mean, the capital markets have been

5 been SO screwed up If you look at long-term interest

6 rates for corporations, for BBB utilities, for example

7

8

I'm on schedule 2, page 4 -- in November of last year, the

average yield was like almost 9 percent. And if you tried

9 to focus on interest rates as an indicator of economic

10 conditions across the capital, that would I think it

11 produced skewed results just like I think CAPM produces

12 maybe skewed results now

13 It's just hard to use the period of time from

14 September to at least March of this year as a standard.

15

16

And in f act I know that the company stopped its cost of

capital analysis in August of '08. I'm going to give them

17 some credit; that was a gutsy move to come into a rate

18 case and say we will stop in August and when the update

19 comes, do the same thing. I give them credit; they chose

20 And

21

not to jump on the bandwagon of high interest rates.

I think I did the same thing basically by not looking at

22 the CAPM results

23 But your question, is there a method, there

24 really is not because during the record time of this case,

25 you just can't look at traditional measures of yield
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1 concerns me, is why it dropped.

848

And it dropped because of

2 all the movement of moneys into the government securities

3 because it was a safe haven at that point in time

4 And the second reason that I would give less

5

6

weight to a CAPM is the company cost of debt is about

That is their weighted cost of debt basis on6.5 percent.

7 historical rates And my CAPM results are only about

8 100 basis points higher than that If the company sold

9 And I

10

debt today, it would probably be at the CAPM rate.

think the cost of equity should be higher than the cost of

11 d e b t

12 Q Is that an indication that the CAPM methodology

13

14

is influenced much more by current economic conditions

than the other methodologies and as such perhaps is not as

15 influential in an analyst's overall evaluation in general

16 t e r m s  ?

17 A. But it's complicated. I

18

In general terms, yes.

will keep this answer short thou qr.

19 The CAPM, when the risk-free rate drops a bunch

20 and the stock market fell so much in '08, which influenced

21 both risk-free rate and the risk premium, the CAPM dropped

22 a lot But these results are also influenced because as

23 stock prices drop, the yields go up

24 But the real thing with the DCF is the growth

25 r a t e s If you look at analysts' projections, for example,

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944

Phoenix, AZ



158



UNS Gas / Rates
G-04204A-08-057]

8/17/2009
Vol. V

733

2

3

BEFORE THE ARIZONA CORPORATION COMMISSION

4 DOCKET NO.
G-04204A-08-0571

5

6

IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE RATES AND
CHARGES DESIGNED TO REALIZE A
REASONABLE RATE OF RETURN ON THE
FAIR VALUE OF THE PROPERTIES OF UNS
GAS, INC. DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

7

)
)
)
)
)
)
)
)
)
)

EVIDENTIARY
HEARING

At :

Date :

Filed

Phoenix, Arizona

August 17, 2009

August 25, 2009

8

9

10

11

12

13

14

15

16

17

18

19

20

R E P O R T E R ' S  T R A N S C R I P T  O F  P R O C E E D I N G S

VOLUME v

(Pages 733 through 808, inclusive)

INC

21

ARI zone RE PORT1NG SERVICE I
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-148122

23 Prepared for By Kate E. Baumgar th, RPR
Car tiffed Reporter
Cer tificate No. 5058224

25

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
(602) 274-9944

Phoenix, AZ



UNS Gas / Rates
C-04204A-08-0571

8/17/2009
Vol. v

768

1 Do you have that?

2 A . Y e s

3 Q And did you prepare that response?

4 A. Yes

5 Q Could you read the request and your response?

6 A . UNSG 2.37, "Does Mr. Rigs by believe that an

7 increase in investor risk aversion implies a corresponding

8 increase in investor risk premiums for riskier securities?

9 If  the answer is no,  please explain ll

10 My response was yes

11 Q Al l  r i gh t . Mr. Rigs by, at page 32 of  your direct

12 testimony you are proposing an 8.61 percent return on

13 equi ty;  i s  that  correct?

14 A . I ' m  s o r r y . What page was that again?

15 Q 32

16 MR. PATTEN: Y o u r  H o n o r , w h i l e  h e  i s l o o k i n g , I

17 would move admission of UNSG-35

18 THE WITNESS : Y e s t h a tI

19 ACALJ NODES Wait a minute Wait a minute

20 Did you move 34?

21 MR. PATTEN: I did move 34.

22 ACALJ NODES : A l l  r i ght
• UNSG-35, any objection?

23 MS. MITCHELL: N o , Y o u r  H o n o r .

24 ACALJ NODES : Okay, UNSG-35 admitted

25 (UNSG-35 was admitted into evidence.)
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SECOND SET OF DATA REQUESTS
FROM UNS GAS, INC.

TO RESIDENTIAL UTILITY CONSUMER OFFICE
(DOCKET NO. G~04204A.08-0571 )

UNSG 2.30 Referring to the statement on page 28, line 1, of Mr. Rigsby's Direct
Testimony:

a. Does Mr. Rigsby believe that systematic risk is the only risk of
importance to investors? Please explain.

b. Please provide any published research supporting the contention
that systematic risk is the only risk of importance to investors.

Response:

No. The statement made by Mr. Rigsby is intended to paint out one
of the underlying assumptions that the CAPM model relies on
Systematic risk might be one of a number of risk factors that
individual investors consider to be important.

b.

§

A large body of academic research has been published on the
underlying assumptions of the CAPM model. Mr. Rigsby is unable
to cite every piece of research that has challenged or supported
the underlying assumption that systematic risk is the only risk of
importance to investors. Having said that, RUCO offers the
attached paper authored by Andre F. Perold which provides
additional insight into the theoretical concept of the CAPM model.

Respondent: Bill Rigsby

Witness: Bill Rigsby

UNSG-34

a.

38
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The Capital Asset Pricing Model

André F. Perold

R
g
)

3

fundamental question in finance is how the riskof an investmerxtshOuld
affect in; expected retune. The Capital Asset Pricing Model ((;ApM)

---c provided the Hot coherent framework for answering this question. The

CAPM was developed iN the early 19605 by William Sharpe (1964), jade Gaynor
(l962),_]'ohn Lindner (1965a, b) andjan MOssier (1966).

The CAPM is based on the idea that not all risks should affect asset prices. In
particular, a risk that can be diversified away when held along with other invest-
ments in a portfolio is, in a very real way, not a risk at all. The CAPM gives Us
insights about what kind of risk is related no re tum. This paper lays out the key ideas
of the Capital Meet Pricing Model, places its development in a historical context,
and discusses its applications and enduring importance to the Held of finance.

Historical Background

In retrospect, it is striking how little we understood about risk as late as the
1960s-whether in terms of theory or empirical evidence- After all, stock and
option markets had been in e2dstence at least since 1602 when shares of the East
India Company began trading in Amsterdam (De la Vega, 1688); and organized
insurance markets had become well developed by the 1700s (Bernstein, 1996). By
1950, insurance businesses had for centuries been relying on d.iversi6catiOn to
spread n`sk. But despite the long history of actual risk-bearing and risk~sharing in
organized tinandal markets, mc Capital Asset Priding Model was developed at a
time when the theoretical foundations of decision malting under uncertainty were
relatively new and when basic empirical face about risk and return in the capita!
markets were not yet known.

André E Pen ld is ch.: George Guns Professor ofFina'nce and Banking, Harvard Business
School, Eostovz, Massachusetix. His e~mail address is (aperold@hbs.edu).

l
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Rigorous nh'e6ri.és. of. {n.ve§i<5r risk prefei'enc§§ acid decision-makihg under
uncertainty emerged Qniy in. the; 1940s Mid 1950s, especially in the work of? von
Neumann Ana,mafg;ns¢¢rn (1944) and Savage (l954). Portfolio theory, showing
haw investors create par8olio§ of individual investments td optimally trade oH'
risk versus refufih not élcvdoped until the early 19505 by Hain-y Markowitz
(1952, 1959) 2nd.Rs>}{ (1952)

Equally nofeiivorflig _tlieiempixical measurrinent of risk and return was in ins
infancy until gig.-19 , when §u3-1'idex1c computing power Became atvanilaljle see that
researchers-were alblé CO bolletr; store aha grocers Miata for We1#i\6#s¢= of
scientiélie irwes|;ig;i'tiun,~'[lie 54!
York StOck Exch=i1g'¢..wa.zI1a 'OfFislierla,nd Mae (19'64> irrwhicli.th¢yn'ote: "It is
surprising xo realize' that 'there have been no measutexnerrts of the mes of retilhi

on invcstinents in common stocks that could be considered accurate Ana defini-
tive." In that paper, Fisher and Lorie report average stock market returns over
different holding periods since 1926, but not the standard deviation of chose
returns. They also do not report any particular estimate of the equity risk pre-
mium-that is, the average amount by which the stock market outperformed
risk-free investments--although they do remark that rates of return on common
stocks were "subsrandally higher than safer ainerhadves for Which data are avail-
able." Measures standard deviations of Broad stock market returns did'nor appear
in the academic literature until Fisher and Lorie (1968). Carefully constructed
estimates of the equity risk premium did not appear and! Ibbotson and Sinquelield
(1976) published their findings on long~term rates of mum. They Found that over

the period 1926 to 1974, the (arithmetic) average return on the Standard and
Poor's 500 index was 10.9 percent per annum, and due excess return over U.S.
Treasury bills was 8.8 percent per annum.' The Tim careful sandy of the historical
equity risk premium for UK stocks appeared in Damson and Brealey (1978) with an
estimate of 9.2 percent per annum over the period 1919-1977.

Hz the 1940s and 1950s, prior to the development of the Capital Asset Pridug
MOdel, the reigning paradigm for estimating expected returns presupposed that
the return that investors would require (or the "cost of capital") of an asset
depended primarily on the miirmcr in which that assettwas financed (for example,
Bier ran and Smidt, 1966). There was a 'cost of equity capital" and a "cost of debt
capital," and the weighted average of theSe-based on the relative amounts of debt
and equity Financing--represurted the cost of capital of the asset

The ems of debt and equity capital were inferred from the long-term yields of
those insmxments. The cost of debt capital was typically assumed to be the rate of
interest owed on Lhe debt, and Lhe cost of equity capital was backed out from the
cash flows die: investors could expect to receive on their shares in relation to the
can°ent price of Lhe shares. A popular method of estimating the cost of equity this
way was the Gordon and Shapiro (1956) model, in which a company's dividends are

I These are a.rif.hxnelic avemgc returns. lbbotson and Sinqucfzdd (1976) ware also Lhe first Lo report the
:arm premium cm long~Lcrm bonds: 1.1 percent per annum average return in excess of Treasury bills
over the cried 1926-1974.
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assumed to grow :ii perpgetitiqrat a constant rate g In thxsmédelt rf l5r1m's curreNt
dividend per share isD, ma the stock price of the e-p, :hers the eos: of equity
capital r e die dividend yield plus me rrivrrrend ervwéi :anew = D/P + gr

From the perspective of modern Mum, £fifirbnch w determining the
cost of capital was anchored in the wrong place. At feast in a tliietiohless world, the
value of a firm or an asset more broadly does not depend dn- hoiv it is financed, as
shown by Modigliani and Miller (1958). This means tea; the cost of equity apical
likely is determined bY :he east cf spiral of the rather than the other way
around. MOreover, process of iMeMng{ the cos: ofeqtrity .capital from future
dividend growth rates is highly suizgiective-. Therein nu Sihhpiie ivay no determine the
markets forecast of the growth rate uffuture cash Hws,.4d companies with high
dividend growth races will be judged by this .method to Herb high costs of equity
capital. Indeed. the Capital Asset PriciNg Model. will show that there need not be
any connection between the cost of capita! and fuugrrc growth rates of easli flows.

nr :he pre-CAPM paradigm, risk did not enter directly into the computation of the
cost of capital. The working assumption was often that a firm that can be financed
mostly wide debt is probably safe and is thus assumed to have a low cost at' capital; while
a firm that cannot support much debt is probably riser and is thus assumed to
cornmarid a high cost of capital. These Arles-of-thumb for incorporating risk into
discount rates were ad hoc at best. As Modigliani and Miller (1958) noted: 'No
satisfactory explanation has yet been provided ... as to what determines the size of the
risk [adjustment] and how itvaxies in response to changes iN oater variables."

In shop, before the arrival of the Capital Asset PxicingMode1, the question of how
expected returns and risk were related had been posed, but vas still awaiting an answer.

Whey Investors Might Differ  'm Their  Pr ic ing of Risk
\

intuitively, Ir would seem that investors should demand high returns for
holding high»risk investments. That is, the price of a high-risk asset should be bid
sufliciendy low so that the future payoffs on the asset are high (relative to the
price). A difficulty wide this reasoning arises, however, when the risk of an invest~>
went depends on the manner in which it is held.

To illustrate. consider an entrepreneur who needs to raise $1 million for a risky
new venture. There is a 90 percent chance that the venture wit] fail and end up
worthless, and there is a 10 percent chance that the venture will succeed within a
year and be worth $40 million. The expected value of the venture in one year is
therefore $4 mill ion, or $4 per share assuming that the venture will have a million
shares outstanding.

Case I: If a single risk-averse individual were to fund the full $1 million--where

l

~: The cost of equity capital in Luis mndd is the "internal rate of return." the discount rel: Chan equates the
preset mine of (inure cash flows xo the coax-fem stockprice. In the Gordon~$hapi.ro model, :he prqiec(ed
dividend stream is D, D{1 + gt, D(1 + g)2 ...The prescm vail Qflhcse cash flows when duscounced al talc
r is D/(r - gt, whit when sen equal mo the current smock price, P, csmablisha r == D/P+ g.

l
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the uvfesuneftt would represent- a. sigNificant P9IfiQn .et tire wealth, of that
individual-tI1e~~'veiitpz¢ would. leave to deliver afv€ty.-high 'expect€d,i'en4rn. $87
100 éerceneilla achieve an expected return of l00'per¢er¢ on an invanireht 01931
million, the' éiiiréjérehetrr would have to sell the investor a 50 percent stake:
500,000 shares at a price per share of 82.

Case II: if the funds could be raised from someone Wl:1o. can across

many such i1;w¢=¥1n¢nr.s, the required ream niigh6 'be nigh lower. Consider an
invester the has $109 Muon' to investen mo v¢nnst=v*fi¢** *i*° .  e m s  m a
prelnllailities'.313 aI;ove,.g4ncept that the outcomes ofdreiggitgmeg ire all independent
of one =n9tiie.iv;. it! use, the probabil i ty of ltgvgitbr So!
percentage into i§§itna1l=~=-foé ¢=§4#°pi=» the ;»»ubabi1fry1re°¢=a11 mo véhtnrres i§"a
nunismue .093 pe n.% (= o.91°°)_~¢na the aivenaseamvester :night conseqtteddy
be saaraaa Te receive an expected retttm ef may, ==v. Io Per-eent. If Sp, the
enirepreieitr would need to sell a much smaller stake to 'raise the same amount- of
money. here 2'7.5"percent (= $1.1 million/$4 million); Md the investor would pay
a higher price per share of' $3.64 (== $1 millioN/275,000 shares).

Cases I and II differ only in the degree to which We investor is diversified; the
stand-alone risk and the expected future value of any one venture is the same in
both cases. Diversified investors face less risk per irwesunent than undiversified
investors, and they are therefore willing to neteive lower expected returns (and tO
pay higher prices). For the purpose of determining required returns, the risks of
investments therefore must be viewed in the context of the other risks to which
investors are exposed. The CAPM is a direct outgrowth of this key idea.

the same pal1p8 and

.xndepmmd
C88 s`usi25rii1ng a' ".

Diversification, Correlation and Risk

The no son that diversification reduces Risk is centuries old. In eighteenth-cenmry
English language translations of Don Quixote, Sancho Panza advises his master, "In is the
part of wise man to ... not venture all his eggs in one basket." According to Herbison
(2008), the proverb "Do not keep all your eggs 'm one basket" actually appeared asihr
back as Torriands (1666) Common Place ofltalianPlvvenis.

However, diversification was typically thought fin terns of spreading your wealth
across many independent risks that would cancel each other if held in sufficient number
(as was assumed in the new ventures example). I-Iany Markowitz (1952) had the insight
that, because of broad economic influences, risks across assets were correlated Lo a
degree. As a result, investors could eliminate some but not all risk by holding a
diversified portfolio. Markowitz wrote: "This presumption, that the law of large num-
bers applies to a portfolio of securities, cannot be accepted. The returns from securities
are too intercorrelated. Diversification cannot eliminate all variance."

Markowitz (1952) went on to show analytically how the benefits of diversifica-
don depend on correlation. The correlation between the remens of two assets
measures the degree to which they fluctuate together. Correlation coefficients
range between - 1.0 and 1.0. When the correlation is 1.0, the two assets are
perfectly positively correlated. They move in the same direction and in Fixed
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propornons (pm a constant). tn case the two assets are substitutes for one
anointer. When the on-elatton ts 1 0, the tetunxs are perfectly negatively corre-
lated meaning that when one. asset goes up tTie other goes down and 111. a fixed

proportion (pI1Jstt€t>nsi8ant). hi. this case, the two assets act 16 insure otieanqther.
When the eOrirelitioq is zgpo, lénowii-n8 the return on opine asset does not help you
ptedictf the return ore» the other. n

TO show lio\@.*lt1ie= eorlrrelation among individual security returns analects portfo'=-
lib risk, consider investing in assets, A and B: that the risk of an,
asset IS measured baits standard deviation bf :Unum which for assets A and B ms
dehOtehl 'by WA. got! QS; respectively. Let p denote the correlation between die
returns on assetsA 3138 B; ll:' beutlie fraction invested in Asset A and y (== I -
x) be the fraction invested in Jisset B.

'When the returns on assets within a portfolio me perfeWy Positively correlated
(p === 1), the portfolio risk is the weighted average of the risks of the assets in the
portfolio. The risli of the portfolio them can be expressed as

08° = xo,\ + 90'8-

4
I

1

The more interesting case is when the assets are not perfectly correlated (p< 1).
Then there is a nonlinear relationship between portfolio risk and the risks of the
underlying assets. In this case, atleast some of the risk from one asset will be offset
by the other asset, so :he standard deviation Of the portfolio °'p is always less dan
the weighted average of "A and as." Thus, the risk of a portfolio is less than the
average risk of the underlying assets. Moreover, the benefit of diversification will
increase the farther away that the correlation p is from l.

These are Harry Markowitz's important insights: 1) that diversification does not
rely on individual rislc being uncox-re1ated,just that they be impedccdy correlated; and
2) that the risk reduction from diversification is limited by the extent to which
inciividud asset returns are correlated. If Markowitz were restating Sancho Panza's
advice, he might say: It is safer to spread your eggs among imperfectly correlated
baskets than to spread them among perfectly correlated baskets.

Table 1 illustrates the benefits of diversifying across international equity mar-
kers. The table lists the world's largest stockmarkets by market capitalization as of
December 31 , 2003, the combination of which we will call the world equity market

l

a The portfolio standard dcviadon, °7r~ can be expressed in terms al' the standard deviations of :Lsseu A
and 8 and Lheir correlation using Lhe variance t'ormu!a:

vi-= £08 + ;Far 2='yp0m¢n.

This expression can be algvzbraicaily manipulated lo obtain

<r3== (WWW + WM' ._ 2xy(l ... p)¢m<n.

I When p = 1, :he final :am disappears, giving Loc formula in the ucxl. When p< 1, than the size ofLhe second
Lerp will increase as p declines, and 59 :he standard deviation of e portfolio will fall asp declines.

I

I

I
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Table I
Miisrket ¢3=*pi*'°1f=¢=Ml*===s ume $i#.¢¢ri¢=l Risk Esuimafes far 24 Mwnllfries,
144517 l994=4De¢.9nNb¢r 2008

Mrfrkn
Capi§ab&a¢i¢m,
(88iH£avu;
I2/31/03)

Gapilaliralfoh
wnglu

SJ). 4
Rhaau

B e
.1/$4 .

W EMP
C41-r¢la117:n
vs. MZMP

$14266
2,953
2,426
1,4os;
1,079

9

u s .

_gs91n
U K
France

G¢ff"=nar
Canada
Swhzerlhml
Spain
Hong Kong
Iuxly
Australia
An n a
Taiwan
Netherlands
Sweden
South Korea
India
Salad; Al i e n
Brazil
Russia
Belgium
Maltqnla
Singapore
Mexico

$10
737
726
7 ] 5
615
586
518
579
868
320
298
279
261
285
198
174
l 6 8
149
X23

47.8%
9899>
13.131,
4.1%
3.6%

8-9%
2.4%
2,4%
2.4%
2.1%
2.0%
1.7%
l .ahs
1.2%
1.1%
1.6%
0.9%
0.9%
0.8%
0.7%
0.6%
0.6%
0.5%
0.4%

14194

4 . $ 5
14.525
19.55
21.795
19.9%
4.7.114.
21.515

41%
28.9%
14495
43.3%
38.0%
19.5%
24.3%
47.7%
26.7%
26.9%
45.6%
v a n
17.2%
58.6%
28.6%
86.1%

L a p

4 8 3
0.78
1.00
u c ; -
L a s
0 .7 ;
0.92
1.88
9.90
o8za
1.28
1.15
L02
I .25
L55
0;68
1.09
1.81
2.24
0.65
0.81
1.04
1.40

0.95
0.57

0.88
6.79
0. 77
0 . 87
0 . 6 5

0 5 5
6 . 70
0 . 58
0. 77
0 . 45
0. 58
0.79
0 . 78
0 . 50
0 . 86
0. 62
0. 53
0. 47
0 5 8
0 . s 2
a s s
0 . 61

'AFEMP $29,870 100%
S.D. al' WEMP assuming perfect correlation
S.D. of WEMP assuming zero correlation

l5.8%
x9,9%
8.4%

1.00 1.00

Nara: WEMP stands for Work! Equity Marker Portfolio. $.D. is standard deviation expressed on an
énrmalizcd basis. Caadvnxlatioils a chased on hiswrid rnohlhly recurs obtained from Global Financial
Data Inc.

p o r t f o l i o ,  l a b e l e d  i n  t h e  t a b l e  a s  WE M P .  T h e  c a p i t a l i z a t i o n  o f  t h e  wo r l d  e q u i t y
mark e t  por t f o l i o  was  about  $80  t r i l l i on -c ompr i s i ng ov er  95  perc en t  o f  a l l  pub l i c l y
t raded  equ i t i es - -w i t h  d i e  Un i t ed  S t a t es e  repres en t i ng by  f a r  t he  l a rges t  f rac t i on .
Table 1 induces the s tandard dev iat ion of  monthly  total  returns  for each count ry  over
the ten~year period ending December 51,  2003,  expressed on an annual ized bas is .

Assuming that  the his tor ical  s tandard dev iat ions  and corre lat ions  of  return are
good es t imates  of  future s tandard dev iat ions  and correlat ions ,  we can use this  data
t o  c a l c u l a t e  due t  t he  s t anda rd  dev i a t i on  o f  r e t u rn  o f  t he  WE M P -gi v en  t he  c ap i -
t a l i zat ion weights  as  of  December 2008-- i s  15.3 percent  per  annum.  I f  t he count ry
returns  were al l  per fecdy  corre lated wi th each other,  then die s tandard dev iat ion of
the W'EMP would be the capi tal izat ion-weighted average of  the s tandard dev iat ions ,

5

Q
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whicili is 19.9 Q8-i"Céni pei- azititim. Tlié di8;lcl-ence oft 4.6 P<¢r§;éri,t. 1558: ahb.\HIlE
represents the diversification benefit-tfié réduction'st"éihihiiig tire Tic!
that the world's equity marké8 ark irbpexfectly4:orreI@Le.d.. AI8b Sl1Q**wI inTB12l¢ 1 is
than f1ic déviatioh of rliie. would be only 8.4 percent poi. annum if ire
country returns were uhéorrelOied with one another. The amount by whiizh this Figure
is lower draco the actual standard deviation of 15.3 perch; per annum is a measure of

:he current to which the vror1d"sequily markets slime common i:lnHue1'1ce§.

Portfolio Theory; RiSkless Lending and Bon-owing and Fund
Separation

To arrive at the CAPM, we need m examine hmm imperfect correlation among
asset returns affects the investor's Lradeoff between risk and return. While risks
combine nonlinearly (because of the diversification effect) , expected returns com-
bine linearly. Thai is, the expected return on a portfolio of investments is just the
weighted average of :he expected returns of the underlying assets. Imagine two
assets with the same expected return and the same standard deviation of return. By
holding both assets in a portfolio, one obtains an expected return on the portfolio
that is the same as either one of them, but a portfolio standard deviation than is
lower than any one of them individually, Diversification thus leads to a reduction in
risk without any sacrifice in expected retwvz.

Generally, there will be many combinations of assets with the same portfolio
expected return but different portfolio risk; and there will be many combinations
of assets with the same portfolio risk but different portfolio expected return. Using
optimization techniques, we can compute what lvlarkowia coined :he "efficient
frontier." For each level of expected return, we can solve for the portfolio cornbi~
nation of assets that has the lowest risk. Or for each level of risk. we can solve for
the combination of assets that has the highest expected remen. The efficient
frontier consists of Lbe collection of these optimal portfolios, and each investor can
choose which of these best matches their risk tolerance.

The initial development of pordblio theory assumed that all assets were
James Tobin (1958) showed that when investors can borrow as wet] as lend at the
risk free rate, the efficient frontier simplifies in an important way. (A "risk»free'
instrument pays a fixed real recur and is default! free. U.S. Treasury bonds that
afliusl automaticMIy with inflation--called Treasury inflamion-protected instru-
ments, or TIPS-and short-term U.S. Treasury bills are considered close approx»
maroons of risk~flree instruments)

To see how riskless borrowing and lending affects investors' decision choices,
consider investing in the following three instnunentsz risky assets M and H, and the
riskless asset, where she expected recurs and risks of the assets are shown in Table 2.
Suppose first that. you had the choice of investing all of your wealth in owl one of
diesel assets. Which would you choose? The answer depends on your risk ioierance.
Asset H has the highest risk and also Lhe highest expected return. You would choose

4
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Tdlble 2 .r
Risa-liléss Borx0w§ng and Lending i¥f£"e.ct

Investors' Choices

rs<;>m¢4 1-ghggn (5.D. 1

Riskless asset
Asset M
Asset H

5% ({,}
1 0 %  T m
12% (En)

0%

20% (Vm)
40% (9`H)

<~

Asset H if you "had a high tolerance for risk. The Mklessasset has Rio risk but also
the lowest expected return. You would choose toglend Ar the risk-free rare if You had
a very low tolerance for risk. Asset M hasan intermediate risk and expected return,
and you word choose dies asset if you had a moderate tolerance for risk.

Suppose next that you can borrow arid lend at the risk~free rate :her you wish
to invest some of' your wealth in Asset H and the balance in riskless lending or
borrowing. If x is the fraction of wealth invested in Asset H, then 1 ... x is Lhe
fraction invested in the risk~free asset. 'When x < 1, you are lending an the risk~free
Mme; when x > 1, you are borrowing at the ask-free rate. The expected return of
this portfolio is (I - » x)1 + EH, which equals U + x(EH - if), and the risk of the
portfolio is xd,1. The risk of the portfolio is proportional ro the risk of Asset H ,
since Asset H is the only source of risk in the portfolio.

Risk and expected return thus both combine linearly, as shown graphically in
Figure l . Each point on the line connecting the risk-free asset to Asset lfrepresents
a particular allocaddn ( x) ro Asset H with the balance 'm either risk~I8~ee lending or
risk-free borrowing. The slope of this line is called the Sharpe Ratio--the risk
premium of Assen H divided by Lhe risk of Asset H:

Sharpe Ratio = (EH - ay)/uH.

The Sharpe Ratio of Asset H evaluates co 0.175 (== (12 percent -- 5 percent)/
40 percent) and all combinations of Asset H with risk-free borrowing or lending
have this same Sharpe Ratio.

Also shown in Figure 1 are the risks and expected returns that can be achieved
by combining Asset M with riskless lending and borrowing. The Sharpe Ratio of
Asset M is 0.25, which is higher than that of Asset H, and any level of risk and return
that can be obtained by investing in Asset H along Mtb riskless lending or borrow-
ing is dominated by some combination of Asset M and riskless lending or borrow~
in. For example, for the same risk as Asset H, you can obtain a higher expected
return by investing in Asset M with 2:1 leverage. As shown in Figure l, the expected
return of a 2:1 leveraged position in Asset M is 15 percent (that is, (2 X 10 per-

cem) -~ (1 X 5 percent)), which is higher than the 12 percent expected return of
Meet H. If you could hold only one risky asset along with riskless lending or
borrowing, it unambiguously would be Asset M.

Being able to lend and borrow at the risk~ilree rate thus dramatically changes

i
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our investment choices. The asset of choice--if you could choose only one risky
asset-is the one with the highest Sharpe Ratio. Given this choice of risky asset, you
need Lo make a second dcdSion, which is how much omit tO hold in your portfolio.
The answer co the latter question depends on your risk tolerance,

Figure 2 illustrates the approach in the case where we can invest in combiNa-
tions cf two risky assets, M and H, plus riskless leNding and borrowing. The
correlation between the returns of assets M and H is assumed to be zero. In the
figure, the curve connecting assets M and H represents all expected return/
standard deviation pairs that can be attained through combinations of assets M and
Ii The eombinadon of assets M and H drat has the highest Sharpe Roda is
74 percent in Asset M and 25 percent in Asset H (the tangency point). The
expected return of this combination is 10.52 percent, and the standard deviation is
18-09 percent. The Sharpe Ratio evaluates to 0305, which is considerably higher
than die Sharpe Ratios of assets M and H (0.25 and 0.l'75, respectively). Investors
who share the same estimates of expected return and risk all will locate their
portfolios on the tangency line connecting the risk-free asset to the frontier. In
particular, they dl will hold assets M and H in the proportions 74/25,

The optimal portfolio of many risky assets can be found similarly. Figure 3
otHers a general illustration. Use Markowitz's algorithm to obtain the efficient
Erontier of portfolios of risky assets. Find the portfolio on the eflident frontier that
has the highest Sharpe Ratio, which will be die point where a ray stretching up from
the risk-free point is just tangent to the efficient frontier. Then, in accordance wide
your risk tolerance, allocate your wealth between Luis highest Sharpe Ratio portfo-
lio and risk-£ree lending or borrowing.

This characterization of the efficient frontier is referred to as "fund separate
don." Investors with the same beliefs about expected returns, risks and correlations
all will invest in the portfolio or "fund" of risky assets that has the highest Sharpe

48



IN jbumal afEcono»zicPersjiectivgr

Faure 2
Efficient Frontier: *yi81 Two Assets
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Efficient Frontier with Many Risky Assets
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Ratio, but they will differ in Lheir allocations between this fund and risk-free
lending or borrowing based on their risk Rolex-ance. Notice in particular that the
composition of the optimal portfolio of risky assets does not depend on do
investor's tolerance for risk.

Market~Determined Expected Returns and Stand-Alone Risk

l

Portfolio Lheory prescribes that investors choose their portfolios on the efF1-
cient frontier, given their beliefs about expected returns and risks. The Capital

es
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Asset  Pncmg Model  On 1118 Other hand'  is  concerned wi th thu pr ic ing of  assets  m.
e q u i h b n u m . as k s  What  a re  t he  nrnphc auons t  f o r  as s et  i i r l t és  i f  ev ery one
heeds '  ou t  m an t es eq in l i b r i i i n r .  4  -as s et s  mus t  44 . . hé t d  by  s omeone.  r¢>» me
m a rk e t  t o  B e the expec ted.  re turn o f  each asset inns t  be such that
inves tors  col lec i ivel? dfet i i le to hold éx ic t ly  the supply  gigfShares  Rf  the asset .  The
Cap i t a l  A s s e t  Rrk i i i g M ode l  w i l l  t e l l  us  how i nv es t o rs  de t e rm i ne  t hos e  ex pec t ed
re t u rns -and  t he reby  as s e t  p r i c es -as  a  f unc t i on  o f  r i s k .

I n  t h i nk i ng abou t  how ex pec t ed  re t u rn  and  r i s l t m i gh t  be  re l a t ed ,  l e t  us  as k
w h e t h e r ,  a s  a t h e  e x p e c t e d  r e t u r n  o n  a n  i n v e s t m e n t  c o u l d  p o s s i b l y  b e  a
func t ion o f  i t s  s t aNd-a lone r i s k  ( r t i ea iSured by  s tandard dev ia t i on ' o f  re turn) .  The
a n s w e r  t u r n s  o u t  t o  b e  " n o , "  C o n S i d e r  t h e  s h a r e s  o f ' wi th  t ime same
s tandalone r i sk .  I f  t he expec ted return on an ' inves tment  was  determined sole ly  by

Standalone r isk ,  the shares  of  these f i rms  would have the same expec ted returN,
s a y  l l !  p e r c e n t .  A n y  p o r t f o l i o  c o m b i n a t i o n  o f  t h e  t w o  l i r a s a l s o  hav e  an
expec ted neturh of  10 percent .  (s ince the expec ted return Ar a port fol io of  i issets  is
t h e  w e i gh t e d  a v e r a ge  o f  t h e  e x p e c t e d  r e t u r n s  o f  t h e  a s s e l S t h a t  c o m p r i s e  d i e
por t f o l i o ) .  Howev er ,  i f  d ie  s hares  o f  t he  l imns  are  not  per f ec t l y  c or re la ted.  t hen a
por t f o l i o  i nv es t ed  i n  t he  s hares  o f  t he  t wo wi l l  be less  r i sky  than e i ther  one
s tand-a lone.  Therefore,  i f  expec ted re turn i s  a  f unc t ion so le ly  o f  s tand-a lone r i s k .
t hen  t he  ex pec t ed  re t u rn  o f  t h i s  po r t f o l i o  m us t  be  l es s  t han  10  pe rc en t ,  c oNt ra
d ie t i ng t he  Fac t  t ha t  t he  ex pec t ed  re t u rn  o f  t he  por t f o l i o  i s  10  perc ent .  E x pec t ed
returns ,  t herefore,  cannot  be determined so le ly  by  s tand-a lone r i s k .

Accordingly ,  any  re lat ionship between expec ted return and r isk  mus t  be based
on a measure of  r isk  that  is  not  s tand-alone r isk .  As  we wi l l  soon see,  that  measure
o f  r i s k  i s  gi v en  by  t he  i nc rem en t a l  r i s k  t ha t  aN as s e t  p rov i des  when  added  t o  a
por t f o l io ,  as  d iscussed in  t he nex t  sec t ion.

Improving the Sharpe Ratio of a Portfolio

S uppos e y ou  were  t ry i ng t o  dec ide  whet her  t o  add  a  par t i c u la r  s t oc k  t o  y our
inv es tment  por t f o l i o  o f  r i s k y  as s et s .  I f  y ou c ou ld  bor row and lend a t  t he  r i s k - f ree
rare, y ou  wou ld  add  t he  s t oc k  i f  I r  improv ed the porLt lol io's  Sharpe Rat io. IL t u rns
o u r  t h e r e  i s  a  s i m p l e  r u l e  r o  gu i d e  t h e  d e c i s i O n - - a  r u l e  t h a t  c a n  b e  d e r i v e d  b y
unders tanding the Lwo spec ial  cases :  1) when Lhe addi t ional  smock  is  uncorrelated
wi th the ex is t ing port fo l io,  and 2) when the addi t ional  smock  is  perfec t ly  correlated
w i t h  t h e  e x i s t i n g  p o r t f o l i o .  T h e  M l l e  w i l l  l e a d  u s  d i r e c t l y  L o  L h e  e q u i l i b r i u m
r isk - return re la t ionship spec i f ied by  :he Capi ta l  Asset  P r ic ing Model .

I n  w h a t  f o l l o w s ,  i t  w i l l  b e  h e l p f u l  t o  t h i n k  i n  t e r m s  o f  " e x c e s s  r e t u r n , "  t h e
return of  an ins t ruruem in excess  of  the r isk - f ree rate.  The expec ted excess  return
is  ca l led t he n`sk  premium.

A dd i l ug a S t oc k  d ra t  i s  Unc or re la t ed  w i t h the Ex is t ing Por tfol io
W h e n  s h o u l d  a  p o r t f o l i o  b e  d i v e x s i 8 e d  i n t o  a n  u n c o r r e l a t e d  s t o c k ?  I f  t h e

excess  returns  on the s tock  and ex is t ing port fo l io  are uncorre lated,  adding a smal l

i ts
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Adding a Stgdr that .in rerkeuy Cdrrelatéd with the PQMW0
. If the stoili and. §9¥ifs>lib excess reams are pérfeétfjg tiixfelated,investing in

the stock becomes.a~..s4bst;itiitE for iNvesrfNg in' the poriéiii;-i§§el€Q To =¢¢ recall
that aperféct c6l*i'elitI6n' fneaiis that. the stock arid die 1ibn£b1io=exces`s retixrns
move together m- of iibged.Jade plus- a constant. The fixed :ado is called beta,
denoted by B; and the constant is called alpha, denote By a. Ki other wbtds, the
excess return of the stock is equal to élphsi plus Beta tHe exéessrétum of the
portfolio. It also lbliavss that :he excess return ofth.e stock is alpha plus Beta

_ 1 S

9) . The constant; alpha is dierefore given by the difererice between the risk
premium of the stock and beta times the risk premium of the pdrdolio. Since the
stock and the portfolio move together in a fixed proportion, beta is given by, the
ratio of stock ro portfolio standard deviations of excess return: B = 089/ap.

Compare now an investment of $1 in the stock with the following "mimidsing"
strategy: invest SB in the pordblio and the balance $(1 - 8) in the &ea asset,
wring that B < 1. Fol* example. if Mm is 0.5, en Mv&M8 WM in the pordblio
and $0.50 in the xisskless asset is a strategy that will or lose 0.5 pendent of excess
return for every I percent gain or loss in the pordollo excess return. The excess rettmi
of the strategy is beta times the eznéess ream of the portfolio. The mim-
icking strategy will behave jus: like the stock up no the constant deference alpha. The

strategy can be though: ot'as a. "slockl with the given beta but an alpha of zero.
Similarly, if B > l, the mimicking strategy involves investing $13 in the portfolio

of which $(B -_ 1) is borrowed Ar the riskless rate. For example, if beta is 8, :he
mknicking portfolio involves investing $5 in the portfolio of which $2 is borrowed
at the risk-free rate. This strategy will gain or lose 8 percent of excess return for
every 1 percent gain or loss in the portfolio excess return. Again, the mimicking
strategy will behave just like die stock up to the constant difference alpha.

When should a stock be added to the portfolio if its return is perfectly correlated
with that of the portfolio? Since, up to the constant alpha, the stock is just a substitute
for the portfolio, adding $1 of the stock to the port£olio amounts to owning SB more
of the portfolio. But owning more of the pordiolio by itself do not change its Slmalrpe
Ratio. Therefore. adding the stock will increase the portfolio's Sharpe Ratio if the

4 Assume Leal youhave$1 ofweadth invested in Lhe pordblio. Then, adding an investment o£l$x in sh arcs
o f Lhe stock increases the portfolio variance to a. + x'*0§, where 081, iS the variance of du: portfolio and
x*a-§ is nb wn'ance of :he add81ional sick, weigheecl by Loc number of dollars invested in the stock.
Remember, the variance of a combination of ancon-elated risks equals Lhe sum of' Lhe variances of the
individual risks. The increase in portfolio risk (srzndard deviation as well as variance) is proportional lo
x', which implies Leal the change in portfolio risk is negligible for small x. The Soneeded no purchase
the shares can come from holding less of the risk-free assen or by borrowing an Lhe risk-free rate,
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stock's expected excess; rqanmm exceeds chat: of the port&lio. Qocursif'
a > o on vquivalendv if E, - - ¢}> l9(F> - 9, Meaning that the fuck's HSE piemium
mum:exceed Ben rimes die pordfqlio risk'

The General Galsec Addihgm Stock trait is Empérfiectly Correlilid with the
E1¢ss¢i4= Portfolio

S°pp°=~= hex: :liar rheremms on the stuck god rlieiiorxiolio are correlatecl co
some degree (0 < p <1). In this case, the snock'Sretnzh cinbeaepararued into a ream
component char iS pl¢g@¢¢y antnndatedwl'th the portfolio and a return coriiponehk that is
wwnnalazed with the porlfdio. Since the st2nHaur*d deviation Of the stock is Vs the
standard deviation of the persuade correlated oarnpoamentjof the std¢:k's refurii iS W'
Thus, the beta ofrlie peldiectlycorrelalned coinponemt of the smock's excessretum to the
portfolio's excess is given by ihératiO of deviations: B.= gag/up

As jus: dislitussed, the cotriponent of the stock's renxm that iS perfectly corre-
lated with the. podolio is a substitute for die portfolio ilseltf and can be mimicked
through an investment of an die p°mou0 and (1 - p) in the risklas asset. The
component of the stock's excess return that is uncorrelated did: the pordlolio can,
ax the margin, be diversified away and will thus have no effect on the risk of :he
portfolio. This component of return can be mimicked through an investment in
the risk-free asset. We can therefore conclude that adding the stock co the portfolio
will improve the Sharpe Ratio if the sco1:k's risk premium exceeds the sum of :he
risk prerda of :he two njiinitkihg portfolios: 5(§r -- re) for the perfectly correlated
ream. componennand 'zero for the uneox-related return component.

This insight establishes a rule for improving the portfolio. Adding a marginal
share of stock to a poruealio increase the pop:folio's Sharpe Roda if the stock's
alpha is positive, :hiif is, itliisri:ilr:premium satisfies

\

is v > 8(»*:,»» f,).
Conversely, sellingshort a marginal share of :be stock will increase Lhe porLt'oli o's
Sharpe Ratio if the alpha is negative, Es 1< 13(E/, 9 ) . The portfolio has the
highest attainable Sharpe Ratio if ES "/ = B(E1, 9) for every stock-dmat is, if
the risk premium for eaeb stock is equal to heck times the risk premium for the
portfolio as a whole.

The Capital Asset Pricing Model

i
I
I

The rule for improving the Sharpe Ratio of a p<>rt:fo1i¢ allows us no derive the
Capital Asset Pacing Model in a straightforward and intuitive way. We begin with few
assumptions. First. investors are risk averse and evaluate their iuvesunenn portfolios

'The correialion cocfEcient p is the "R" in "R-squared."-the [radon of vJlc stock's variance than is
auribmablc lo mavemems in mho port1lo)io. if p < 0, :he standarddeviation al' Cha perfecdy corrdatcd
component is lp[a_,.

i

I

i
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investors determine the same highest

.
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x

solely 'm terms of expected return and standard deviation of return measured over the
same single holding period. Second, capital markers are perfect in several senses: dl
assets are infinitely divisible; there are no transactions 99818; sliortselling restrictions or
ladies: iinforfrriation is costless and available ttxéeryoiie;-izrd allfihveStors borrow
aid lend an the !iSles-ee race. Third, 211 thesame irivestriieitt
opportunities Fourth, Investors all the same of rndrvrduSl asset ex~

deviations of reuri'n,and'the cdrlillétionsamong
These' assumptions represent a highly simplified and idealized world; but are

needed m obtain the in its basic mtigielliasbeeneiztended Ir; many
ways to accommodate some of the ccrrnpleidties manifielsrin the Yell world. But under
these assumptions, given prevailing prices,

.
Sharpe Ratio portfolio of risky assets. Depending on their risk tolerance, each investor
will allocate a portion of wedth to this optimal poiririolio and the remainder Tb risk-liree
lending or borrowing. Investors all will hold risky assets in the same relative proportions.

For the market to be 'm eqtrilr"btf-lllil. the price (that is, the expected return) of
each asset must be such that investors collectively decide no hold exactly the supply of
Lhe asset: If investors dl hold risltyassets in mc same propositions, those proportions
must he the proportions in which risky assets are held in the market portfolio-»+tire
portfolio comprised of all available shares of each risky asset. In equilibrium, therefore,
the portfolio of risky assets with the bight Sharpe Ratio must be the marker portfolio.

If the market portfolio has the highest attainable Sharpe Ratio, there is no way
to obtain a higher Sharpe Ratio by holding more or less of any one asset. Applying
the portfolio improvement rule. it follows that the risk pnemiunr of each asset must
satisfy Es . '7= : )3(EM - Ty). where ET and EM are the expected return on the asset
and the market portfolio, respectively, and B is the sensitivity of the asset's return
to the return on the market portfolio.

We have just established the Capital Asset Pricing Model: In equilibrium, the
expected return of an asset is giveN by

Es: '7 + 5(E5w" ff)-

This fionnula is :he one that Sharpe, Trevor, Linger and Mossier successfully set
our Lo End.I t is the relationship between expected re Lum and risk that is consistent
will investors behaving according co the prescriptions of portfolio dueory. If this
rule does not hold, Lien investors will be able to outperform Lhe marker (in the
sense of obtaining a higher Sharpe Ratio) by applying the portfolio improvement
rule, and if suffidendy many investors do this, stock prices will adjust no the point
where the G°sPM becomes tie.

Another way of expressing the CAPM equation is

Sharpe Ratio of Asset S = p x Sharpe Ratio of the Market PorLfoiio.°

5 Using the fact Leal :ham .8 = po5/c'_v, the equationE, F: r/+ 8(£.../
(Es .- 5)/as = MEn r/)/cr_.v, which isloc expression in :he Lcxt.

if) can be rearranged no give
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fn other words, in eqllilibfium, the Sharpe dado of any asset is Mn higher than the
Sharpe Rania of the market portfQlio (since pa 1). Moreover, assets having the
same correlation with the market portfolio will have the same Sharpe Ratio.

The Capital Asset Pddng Model tells u$ that tO calculate the expected return
of a Stock, investors need know two things* the risk premium of the Overall equity
market E58 r/ (assuming that equities are due only risky assets) and the stock's
beta versus the market. The stock's premium is determined by the component
of its return that is Perfectly correlated with the market--that is, the extent to which
the stock is a snbstimte for investing in the market. The component of the stock's
return that is uncorrelated with the market can be diversified away and does not
command a ask premium.

The Capital Asset pacing Model has a number at important implications First,
perhaps the most svfildhg aspect of :lie CAPM is what the expected return of an
asset does not depend on. In particular, the expected return of a stock does not
depend on its snalnd-alone risk. It is true that a high beta stockwill :end to have a
high stand lone risk because a portion of a stock'.s stand-alone .risk is determined
by its beta, but a stock need not have a high beta to have a high stand-alone risk.
A stock with high stand-alone risk therefore will only have a high expected return
to the extent that its stand-alone risk is derived from its sensitivity to the broad stoat
market.

Second, beta offers a med-rod of measuring the risk of an asset that cannot be
diversified assay. We saw earlier that any risk measure for determining expected
returns would have to satisfy die requirement that the risk of a portfolio is the
weighted average of the risks of the holdings in the portfolio. Beta satisfies this
requirement. For example, if two stocks have market betas of 0.8 and 1.4, respec-
Lively, then the market beta of a 50/50 portfolio of these stocks is 1.1, the average
of the two stock betas- Moreover, the capitalization weighted average of the market
betas of all stocks is the beta of the market versus itself. The average stock therefore
has a market beta of 1.0.

On a graph where the risk of an asset as measured by beta is on the horizontal
axis and return is on the vertical axis, all securities lie on a single line--the socalled
Securities Market Line shown 'm Figure 4. If the market is in equilibrium, all assets
must lie on this line. If non, investors will be able to improve upon the market
portfolio and obtain a higher Sharpe RadO. In contrast, Figure 3 presented earlier
measured risic on the horizontal axis as stand-alone risk, the standard deviation of
each stock, and so stocks were scattered over the diagram. But remember that not
all of the stand-alone rislt of an asset is priced into its expected return, just that
portion of its risk, PO'_§» that is correlated wide the market portfolio.

Third, in the Capital Asset Pricing Model, a stock's expected return does not
depend on due growth rate of its expected future cash flows. To find the expected
return of company shares, it is thus not necessary to carry out an extensive financial
analysis of the company and to forecast its future cash flows. According to die CAPM,
all we need to know about the specific company is the beta of its shares, a parameter
that is usually much easier to estimate than the expected future cash flows of the firm.

i
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Is the CAPM Useful?
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The Capital Asset Pricing Model is an elegant theory wide profound implications
for asset pricing and investor behavior. But how usc8Ld is the model given the idealized
world that underlies its derivation? There are several ways to answer this question. First,
we can examine whether real woad asset prices and investor portfolios conform to the
predictions of the model, if not always in a st.n'ct quantitative sense, and least in a strong
qualitatiwesense. Second, even if the model do not describe our current world
particularly well, it might predict future investor behavior--for eXample, as a conse~
quench of capital market frictions bales lessened through financial innovation, im-
proved regulation and increasing capital market integration. Third, the CAPM can
serve as a benchmark for understanding the capital market phenomena that cause
asset prices and investor behavior to deviate from the prescriptions of the model.

' |

i
\

SuboptinnalDiversification
Consider the CAPM prediction than investors all will hold the same (market)

portfolio of n'sky ass is. One does no: have to look fa: no realize that investors do
not hold identical portfolios, which is not a. surprise since :axes alone will cause
idiosyncratic investor behavior. For example, optimal management of' capital gains
:axes involves early realization of losses and deferral of capital gains, and so taxable
investors might react very differently lo changes in asset values depending on when
they purdxased the asset (Constant fides, 1983). Nevertheless, it will still be a positive
sign for the model if most investors bold broadly diversified portfolios. But even here
theevidence is mixed. On one band, popular index Binds make it possible for investors
to obtain diversification at low <:osL On the other hand, many workers hold concen-
trxated ownership of company stock in employee retirement savings plans and many
executives hold concentrated ownership of company stock options.

One of the most puzzling examples of suboptimal diversification is the so-

| .

l

I
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called home bi=5 injnrernaniond investing. In alnriosr all'éoln-iiria, fore own-
ership cf assets is in, mearnirig tea: investors tend to Golgi préiiiiiiiinauzly home
¢ountry 8448-. 'I~jqr~ .exgsggpleg in . So lbreign only
10' p¢r<:ent of publklr ufaidect. U.8. eiquides-Ind 31 puldllhly traded
Japanese @q1»idw.J#n€»¢=¢ Mdswr p<»»¢»u»¢ timer
me world 49.144 n>;rl§¢r.purtro1io= they own _:ne1l!=:41=iQdir hluime .a¢»nnu=y
equiclei, bi*. Hui. §b3r 1=6lil*¢\= Md' .4 i n
Table 1. an. inyestofi 116184: ivorld eqixitV market portfolio..wenldbe invested.
4.8 permit- 2414. onlyl10 percent in japaneSefzeqyliiés

Why is So Comnxqu explanations are that
obtaining broad' di9d§ifici§Hon can be costly, in terms of direct expenses and taxes,
and die: investors are Wbjéct m belialidoral biases and lack of sophistication. None
of these reasons. if valid, would mean ant the is not usdixl. The CAPM hells
us char investors pay 4 price For hang undiversified iN that they are taking risk for
which :hey-are not lieiiig éompensaxcd. Thus, there exists the. potential fat pore
folio improvement which 'm mm creates opportunities for investor education and
financial innovation. Indeed, foreign divneiship of equities in many countries hens
more :ham doubled over the last. 20 years, most likely due to the increased
availability of low-case vehicles to invest globally and gneiter investor appreciation
of the need for diversification. Investors today seem ro he much better diversified
than in decades past. a trend that appears likely no continue.

Ezoos. amigo 'owlhéraliip 549498193 for qniy

o£U=8. By own
9
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Performance Measurement
One of the earliest applications of the Capital Asset Pricing Model was to

performance measurement of fund managers (Trevor, 1965; Sharpe, 1966;
Jensen, 1968). Consider :we funds, A and B that are actively managed in the hope
of outperfomiing the marker. Suppose that die funds obtained returns of 12 per~
cent and 18 percent, respectively, during a period when the risk~&ee rate was
5 percent and. die overall market returned 15 percent. Assume further that the
standard deviation of funds A and B were 40 percent per annum and 30 percent
per annum, respectively. Which fund had the better performance?

At first glance, fund A had greater risk and a lower return than fund B, so fund
B would appear to have been the better performing fund. However, we know from
the CAPM that focusing on stand~alone risk is misleading if investors can hold
diversified portfolios. To draw a firmer conclusion, we need to know how these
funds are managed' Suppose that fid A consists of a high-risk but "Mai-ket»
neutral" portfolio that has long positions in some shares and short positions in
others, with a portfolio beta of zero. Fund B, on the other hand, invests in selected
high beta stocks, with a portfolio beta of 1.6.

Instead of investing in funds A and/or 8, invertors could have held corre-
sponding mimicking or "benchmark" portfolios. For fund A, since its beta is zero,
the bcnchnnark portfolio is an investment in the risk-free asset; for fund B, the
benchmark is a position in the market portfolio leveraged 1.5:l with borrowing at
the risk~free rate. The benchmark portfolios respectively would have returned
5 percent and 20 percent (= 5 percent + 1.5 X (15 percent ... 5 percent)). Fund

r
I
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Table 3
E'?a1'uat{ng Portfolio Managers was the CAPM

Rel um Risk (5.0-) .Ma

Riskless 35981
Marker. pordblio
Fund A
Fund B

5%
15%
12%
18%

0%

20%
40%
80%

0.0
1.0
0.0
1.5

A291

0%

0%
7%

~2%

A thus outperformed its benchmark by 7 percent, while fund B underperformed its
benchmark by 2 percent, as shown in Table 3.

In terms of the CAPM framework, funds A and B had alphas at' 7 percent and
.2 percent, respectively, where alpha is the diEerence between a fund's perfor-

mance and that predicted given the beta of the fund. Appropriately risk adjusted,
fund A's performance (alpha == 7 percent) exceeded that of 'fund B (alpha =
-2 percent), An investor who held the market portfolio would, at the margin, have

obtained a higher return for the same risk by allocating money to fund A rather
dlan to fund B47

The key idea here is that obtaining high returns by owning high beta stocks
does not take skill, since investors can passively create a high beta portfolio simply
through a leveraged position in the market portfolio. Obtaining high returns with
low beta stocks is much harder, however, since such performance cannot be
replicated with a passive strategy. Lnvestors therefore need to assess performance
based on returns that have been appropriately risk adjusted. The CAPM provides a
clear framework for thinking about this issue.

The GAPM and Discounted cash Now Analysis
According ro the CAPM, the appropriate discount rate for valuing the ex-

pected future cash flows of a company or of new investment project is determined
by the risk~free rare, due market risk premium and the beta versus the market of the
company or project. Accuracy 'm estimating these parameters. matters greatly for
real world decisionmaldng since, for long-dated cash flows, an error in the discount
rate is magnified manifold when calculating the net present value.

Beta is usually estimated with use of linear regression analysis applied to historical
stock market reams data. Beta can 'm many circumstances be accurately measured this
way even over a relatively short period of mc, provided that there is suftident
higlrfrcquency data. When the company or project bein8valued is not publicly traded
or there is no relevant return history, it is customary to infer beta frown comparable
entities whose betas can be estimated. But measurement issues can arise even if the
availability of market returns data is nota issue, for example when the covariance with

7 This assumes than Lhe beta of Lhe overall portfolio is held consxanl--by holding more of Lhe market
portfolio if rnonqr is alkxaxcd co Fund A and less of :he Markel portfolio if money is allocated xo Fund B.
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She rgarket iS girlie varying and whelk [ad slink Amie; as prbxi¢s .for
the bfnad ncmrlfet pordiilio began the lager ienot wéllipéeified,

The herder fall paraeneters ea esdiriace is risk prriemium.
The historical :Me premium is estimated from the a'z¢?r8ge etc°pasl: tefurris aha,
unlike varianoeeelated measures like beta, average recinjns are very sensitive to the
beginning and ending level of stock pn'ces. The Iniast therefore be
measured over long Pei-kids 0> time, and even this iéiyiiéé begufacient if the :fait
prelniium Maria over time.

None of these mcasuqremem questions poses a 89: the per Se,
however. The marker risk premium is. conmxqg to a11'n4od¢J§ Qfeasli flow valuation,
éhd ins ésxiiimation needs to Se P¢rforhi£d :regardléii-b£'tlie 3i§lie\ilty of the task.
151-Qvided thin tie GAPM is :he "right" model, be;a coo needs re- be estimumaned,
irrespective of difficulty.

Extensions of the CAPM
TheCapital Asset Pricing Model has been extended in a variety of ways. Some of

the best~ltnowo extensions include allowing heterogonous beliefs (Lindner, 1969; Mer~
ton, 1987); eliminating the possibility of risk-free lending and borrowiNg (Black, 1972) ;
having some assets be nonmarketable (Meyers, 1973); allowing for multiple mc
periods and investment opportunities char change £t°om. one period to the next
(Merton, 1973; Breeder, 1979); extensions to international investing (Solnik, 1974;
Stull, 198l;Ad1er and Dumas, 1983); and employing weaker assumptions by relying on
arbitrage pricing (Ross, 1976). Ln most extensions of the GMPM, no single portfolio of
risky assets is optimal for everyone. Rather, investors allocate their wealds differentially
among several risky pordolios, which across all investors aggregate to mc market
portfolio.

To illustrate, consider the International Capital Asset Pricing Model. This
model takes into account that investors have consumption needs particular to the
country in which they are resident. Thus, British investors will worry about the
purchasing power of pounds while lllmerican investors worry about the purchasing
power of dollars, which means that British and American investors will differently
assess the incremental contribution that any particular asset makes to portfolio risk.
As a result, they will hold somewhat different portfolios." In the basic CAPM,
investors care about only one risk factor-the overall market. In this international
version of the model, they are also concerned about real currency fluctuations. This
insight leads to a model of expected returns involving not only the beta of an asset
versus the overall market, but also the betas of the asset versus currency movements
and any other risk that is viewed differently by different investor segments.

Almost dl variants of die CAPM have a rnnlti~beta expression for expected

s British investors who own American assess will hedge a pardon of their real pound/'dollar exchange
race exposure by borrowing in dollars and lending in pounds. and American investors who own British
assets will hedge a pox-lion of :heir read dollar/pound exchange rare exposure by borrowing in pounds
and lending in dollars. British and American investors Linus will lend to and borrow from each other, and
Lhey will have opposite exposures Lo the dollar/pound exchange Mme.
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retune. Tiiey ate delnlved; from the Straw basic nza€o4==.. 15 iimveStqe. wsu hold
portfolios that are opnntized given their specific needs, constraints Ana nslt pretl
erenccs; 2) in equilibz-him, asset prices reflect these clttnancland 3) assets with
high expected returns are those tliat are correlated aNy risli theta dgzrilicam
group of investors has been unable to eliminate from their portfolios.

Whether the basic CAPM or one of its multifactor extensions is the "correct"
model of met prices is ultimately an empitiézd qtiestiorrg Que that is discussed in
detail by Fame and French in their companion paper tliisjp4M=JL- kmitial tests of
use by Black; Jansen and 332110185 11972) and a i d (1973),
supposed the theory iii: that Bigh beta stoats were f€igiq¥3' m- have had iiigliec
returns than low beta stocks. However, the relationShip.-Bettveeir l5eia'and average
returns was not a steep as indicted by tae tl'1e6reti<'al Siieoriiics larliet Line.

Since this early work, a vast body of research has 'loosed for additional risk
factors the: affect expected renirns. Most notably, Fauna aNd Fiwench (1992) find
that addiNg a "value" factor and a "site" factor (in addition to the overall market)
greatly improves upon the explanatory power of the CAPM. The pervasiveness of
these findings 'm follow-up research across time and other countries provides strong
evidence that more than one systematic risk factor is at work in determining asset
prices. However, the Mae and size factors are not explicitly about risk; at best, they
are proxies for risk. For example, size per Se cannot be a risk Etctor that affects
expected returns, since small firms would then simply combine m form large firms.
Another criticism of the Fame-French findings is that their value e&lect is based on
giving equal weight to small and large companies and is much stronger than
observed in capitalist lion-weighted value indexes. Until the risks that underlie the
l°'ama»French factors are identified, the forecast power of their model will be in
doubt and the applications will be limited

Conclusion

The Capital Asset Pricing Model is a fundamental contribution Lo our under-
sanding of the determinants of asset prices. The CAPM tells us that ownership of
assets by diversified investors lowers their expected returns and raises their prices.
Moreover, investors who hold undiversified portfolios are likely to be taking risks
for which they are not being rewarded. As a result of the model, and despite its
mixed empirical performance, we now think dl&lerently about the relationship
between expected returns and risk; we think differently about how investors should
allocate their investment portfolios; and we think dl8erently about questions such
as performance measurement and capital budgeting.

l  I than): josh Canal, Mikir Desai, Craig French, Ken Front, Jim Hines, Eton Kohlberg,
AdamPerold, Melzlcsa Perla, Andrei Shlnfa; Bill Sharpe, René Stutz, Timothy Taylor,Luis
Viceira and Michael Waldman for helpful dzkcussions and comments.

3
4



The Capital Asset Pricing Model 23

References

Adler Michrnel and Bernard Dumas 1983 In
xcmauoraal Portfohb Chance and Carporauon
Financc:J% S Q * qffinizéiké jixne.
38, pp. 925-84=1

Bemoblli Dame!  1188 [1954] Specimen
Thcorxae \Yovae" dh Mcnsura Sornis (Expose
don of a New Theory on the Measurement. of
Risk) Loud: Summer Hans Ezcnwtndrwa 92
PP- 23~56.

Benn rem Pacer 185 Agm 1 the Q Wu
RémaM@I¢ &co q%k New Yarkzjohn Wiley &
Sons, Inc.

BiermM, H&o1d Mai SG QW Smidr. 1936.
M Capt z 34¢a4D¢m 0n 0nmnw Amgsu
and Hnandng 4 )rival¢ £ . New York:
Macmlllm Company.

81a&, F ¢r_ 1972. " Pi@ Market Equilib-
n`um MM RnMcced BorroMng."foumal #E -
mss.ju1y, 45:3, pp. 444~55.

Black; Fischer, Michael C. Jensen and Myron
Sdholes. 1972. "The Capinil Ase: Pricing Model:
Some Empin'cal Tests," in Studio in the 771401) of
CapitalMzirlzels. Michael C._]ens4;n. ed. NewYox'k:
Praeger. pp. 79-121 .

Breeder, Dougie T. 1979. "An Inlerlmnpam!
Asscx Pricing nude with Snochasxic Consump-
don and lnvcsnmenv. Opponunides." jamima! ay
Flmncr! Bcmofnfca Scprcmber, 7, pp. 265-96.

Conshntinides, George M. 1983- 'Capital
Marker Equilibrium with Personal Tax." Econo-
mtlricd. May. 51 '3, pp. 511-36.

Damson, Hwy and R. A. Brealcy. 1978. "'IZhe
Risk Premium on UK Equities." The Invuhnml
Alnalysl.December, 52, pp. 14-18.

Fame, Eugene F. and Kenneth R.. French.
1992. "The Cross$eclion of Expected Stock
Remms."]oumal of.F7nanc'¢.jun c. 47, pp. 427-
65.

Fauna, Eugene F. andjaxnes D. Mac.Beth. 1973.
'Risk, Recur, and Equilibrium: Empirical
TesLs."joumal Q/Poblaksal Economy. Inlay/june, 3,
PP~ 753-55.

Fnsber, 1.. and J. H. Lorie. 1964. "Rata of
Rerun on Invcsuncnls in Common StooLs."_[our-

nal q'8u.vin¢:s. January, 37, pp. 1~2L
Fisher, L and _}. H. Lorie. 1958. "Rams of

Return on Investments in Common Stack: The
Year-by~Yc'a! Record, 1926-1965."_]ow'nai oj'Busrl
-nu.t,_]fly, 41, pp. 291-316.

Gordon, Myron. and Eli Shapiro. 1956. 'Cap-
ital Equipment Analysis: The Required Rare
of Pro5 L" Alanag l Sc-ima. October, 311,
pp. 102_I0.

Tbbotsoo, Robert G. and Rex A. Sinquetield.
1976. "Stocks, Bonds, Bills. and Inflation: Ycar~

by Year Hxsxoncai Reams (1926 1974) _lmuvaal
¢2fB¢Ltm¢ss._]aJ'mary 49 pp 11-47

iferbxs Hz B _I 2008 Notes on Lhe T;-:arlsla
lion REDoN Quiibvm" AxMilabk ar(www.h erbisan;
c9m/herhfsbrV brbktg_éggs._quix0u=.hLm)).

Jensen, .MicH.agl.G'. 1968; 'The Perfoffnance of
Mutual Funds off Q3986594 1945-1964! journal
4`F'1342na. Ma)r,:93, pp{389-4»ll6.

Lintner,_I¢h§=j; 19653. Valuation of Risk
Assets and ¢.hes¢Tecn"dn Qr Risky Jnvestrtxerits
in Stork Pordolips and.capi.za,!Budg¢¢s." Re
w?w of Ecawmhitf and"S1atist£c.1. February, 47,
PP- 13-87.

Lindner, john. 1965b. "Security Prices. Risk
and Ma>$mzLl Gains from D`xvexv.i6ca:ion."_]our-
ml of iinand. December, 20, pp. 587~815.

Limner,]o}m. 1969. *The Aggregation of Iri-
vcslors Div¢rse judgments and Preferences in
Purdy Compedcivc Sccudzy Markets." jars-nalof
Fuimdal and Quanlilaliuz Anabxk December, 4,
PP» 847-460.

Markowitz, Hung. 1952. "Portfolio Sclecdon."
_/ozmvd ¢JFnanczL March, 7, pp. 77-91.

Markowitz, Harry. 1959.ParffalioSelection:Ej7i-
dm: Diverxmcalia¢Ls of Inuulmenu. Corie; Foun-
dazion Monograph No. 16. New York: john
Wiley 84 Sons, Inc. .

Meyers, David. 1973. "Nonmarkelabk Asscls
and the Determination of CapixalAss=\ Prices in
the Absence of a. Riskless Asset." jowvnal #BM-
navs.April, 46, pp. 258-67.

Merton, Robert C. 1975_ "An Imenennpoxnl
Capital Assen Pricing Model." E¢ono11ulr'k~a. Sep-
tember, 441, PP- 857-87.

Merton, Robert C. 1987. "A Simple Model al'
Capital Marker. Equilibrium with Incomplete In
§'ormaLion." journal ¢fI'ina-m:e._JuLly, 42, pp. 483-
510.

Modigliani, Fzaxzco and rerun H. Miller.
1958. 'The Cost of Capital. Corporation Fu-
nance. and the Theory of Investment' Anvcntan
EconoMic Reuilrw. June, 4813. pp. 261-97.

Molsshu, jar. 1966. "Equilibrium in a Capital
Axsct Market." Ecanomelrica Oewber, 35,
pp. 768-83.

Ross, Stephen A. 1976. 'Arbitrage Theory of'
Capital Asset Pricing." _/own alnr/Ecunumic77\¢vzry,
December, 18, pp. 341- 60.

Roy, Andrew D. 1952. 'Safety First. and the
Holding of Assets." Econnmdrica. July, 20,
pp. 431-39.

Savage, Leonard _]. 1954. 772: Foundalians of
Slazisxics.New Yorkzjohn Wiley 8: Sons, inc.

Sharpe, William F. 1964. 'Capital Asset Prices:
A Theory al' Market Equilibrium Under Condi-

8



159



DOCKETED BY

Y\Q,

[N THE MATTER OF THE APPLICATION QF
UNS GAS, INC. TO REVIEW AND REVISE ITS
PURCHASED GAS ADJUSTOR.

IN THE MATTER OF THE INQUIRY TNTO THE
PRUDENCE OF THE GAS PROCUREMENT
PRACTICES OF UNS GAS, INC,

BEFURE THE ARIZONA CORPORATION L

Arizona Corporation Commission

DQ CKETED

1

2 COMMISSIONERS

3

4

5

6

MIKE GLEASON, Chairman
WILLIAM A. MUNDELL
JEFF HATCH-MILLER
KRISTIN K. MAYES
GARY PIERCE

NOV~27 2001

7

8

9

DOCKET no. G-04204A-06-0463

10

IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR ESTABLISHMENT OF JUST
AND REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
TI-IE PROPERTIES OF UNS GAS, INC. DEVOTED
TO ITS OPERATIONS THROUGHOUT THE
STATE OF ARIZONA.

11 DOCKET NO. G-04204A-06-0013

12

13

14

DOCKET NO. G-04204A-05-0831

DECISION no. 70011

1 5 OPINION AND ORDER

16 DATES op HEARnVG¢

17 PLACE OF HEARN~1G¢

18 ADMINISTRATIVE LAW JUDGE:

April 16, 17, 18, 19, 20, 24, and 25, 2007.

Phoenix, Arizona

Dwight D. Nodes

19 IN ATTENDANCE: Mike Gleason, Chairman
Kristin K. Mayes, Commissioner

20
APPEARANCES :

21

22

Mr. Michael W. Patten and Mr. Timothy Sato,
ROSHKA, DEWULF & PATTEN, P.L.C. and Ms.
Michelle . Livengood, UNISOURCE ENERGY
SERVICES, on behalf of Applicant;

23 Mr. Scott S. Wakefield, Chief Counsel, on behalf of the
Residential Utility Consumer Office;

24
\ Director, Arizona

25
Ms. Cynthia Zwick, Executive
Community Action Association,

26 Mr. Marshall Magruder, in propria person, and

27

28

Mr. Keith Layton and Ms. Maureen Scott, Staff
Attorneys, Legal Division, on behalf of the Utilities
Division of the Arizona Corporation Commission.

I

S/DNODES/UNS/0604630&Ocopy2 1



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

1 RUCO

RUCO witness William Rigsby proposes adoption of a ROE of 9.84 percent based on his

3 analysis using DCF and CAPM methodologies (RUCO Ex. 8 at 2). As noted above, Mr. Rigsby

4 employed a single-stage DCF analysis, as opposed to the multi-stage version used by UNS. RUCO

5 contends that Mr. Rigsby's DCF analysis is appropriate because it takes into consideration both short-

6 term and long-term growth projections that are specific to the LDCs used in Mr. Rigsby's proxy

7 group (RUCO Ex. 7 at 46).

8 RUC() is critical of Company witness Grant's DCF model, which RUCO claims assumes a

9 long-term growth rate for LDCs that would be comparable to an inflation-adjusted growth rate for all

10 goods and services produced by labor and property in the United States in perpetuity. According to

11 Mr. Rigsby, a valid argument could be made that regulated utility company growth rates may not be

12 comparable to national Gross Domestic Product ("GDP") growth rates, and therefore, the multi-stage

13 DCF advocated by UNS is inappropriate (Id). Mr. Rigsby also stated that the multi-stage DCF used

14 by the FERC requires more weight to be given to short-term growth expectations rather than

15 inflation-adjusted estimates of future GDP growth (RUCO Ex. 8 at 9). Mr. Rigsby pointed out that if

16 the Company's DCF inputs (excluding Cascade Natural Gas - which RUCO claims has a stock price

17 that is affected by a merger proposal) were applied to RUCO's single~stage DCF model, the resulting

18 mean average would be significantly less than even Mr. Rigsby's DCF estimate (RUCO Ex. 7 at 47).

19 With respect to its CAPM analysis, RUCO asserts that the use of both geometric and

20 arithmetic means of historical returns is more reasonable than the Company's exclusive reliance on

21 aritlmietic returns (Id. at 28). Similar to the arguments made by Staff (see below), RUCO contends

22 that it is appropriate to use both means in the CAPM analysis, because investors have access to both

23 forms of information regarding historical returns. Mr. Rigsby added that he believes the geometric

24 mean provides "a truer picture of the effects of compounding on the value of an investment when

25 return variability exists" (RUCO Ex. 8 at 12).

26 RUCO also disagrees with UNS regarding the effect that customer growth should have on the

27 Company's return oh equity. Contrary to the Company's claim that high growth presents additional

28 risk that must be'retllected through a higher authorized return, RUCO argues that high growth in

2

42 DECISION NO. 78811
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equity or authorized rate of return that you had.

2 A . Well, actually, in my testimony I cite a Value

3 Line publication that indicates gas utilities on average

4 are earning ll to 12 percent, not 10 percent

5 Mr. Parcels's own comparable earnings analysis also

6 indicate that gas utilities are earning returns on equity

7 in the ll to 12 percent range.

8 Q My question would be, given that your equity

9 position to debt ratio is roughly comparable to the rest

10 of the industry, why is it that UNS is unable to provide a

11 return or dividend to its investors when these other

12 companies are able to do that?

13 A . Weak earnings and weak cash flow.

14 Q And why the weak earnings?

15 A . Well, for one reason, we were granted, I  believe,

16 $5 million or thereabouts in our last rate case compared

17 to -- I believe it was about $9.5 million requested

18 increase in our last case Another reason being that we

19 have a heavily volumetric rate design, so it's feast or

20 f  a m i n e  a s f  A r  a s  t h e  w e a t h e r  i s  c o n c e r n e d .

21 Q And yet you acknowledge that at the beginning

22 part of 2008, the company benefited from the feast, so to

23 speak, on the weather, and yet you still projected that

24 for 2008 the company is going to struggle financially,

25 c o r r e c t ?

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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Direct Testimony of William A. Rigsby
UNS Gas, Inc.
Docket No. G-04204A_08-0571

1

2

3

4

What are the results of your CAPM analys.is?

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

My calculation using anaverage expected return of 5.26 percent.

5 arithmetic mean results in an average expected return of 6.39 percent.

6

7 Please summarize the results derived under each of the methodologies

8

9

10

presented in your testimony.

The following is a summary of the cost of equity capital derived under

each methodology used:

11

METHOD RESULTS12

13

14

15

DCF

CAPM

11.40%

5.26% - 6.39%

16

17

ts

Based on these results, 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.

19

20

21

22

23

A.

A.

Q.

Q.

32
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\ Credit Opinion: UNS Gas, inc.

UNS Gas, Inc.

Tucson, Arizona, United States

Ratings

Moody's Rating
Stable
Baan

Category
Outlook
Bkd Senior Unsecured
Ult Parent: UniSource Energy Corporation
Outlook
Sr Sec Bank Credit Facility

Stable
Bal

Contacts

Analyst
Laura Schumacher/New York
\William L. Hess/New York

Phone
212.553.3853
212.553.3837

Opinion

¢'*ting Drivelfs

Stable regulated operations with in historically challenging regulatory environment

Limited non-regulaied exposure and ring-fencing
l

Strong credit metrics

Cross-support within UES family

Corporate Profile

UNS Gas, Inc. (UNSE: Baan senior unsecured (guaranteed), stable) is local distribution utility sewing
approximately 146,000 retail customers in Arizona. UNSG and UNS Electric, inc. (UNSE: Baan senior unsecured
(guaranteed), stable), a regulated electric utility in Arizona, are both subsidiaries of UniSource Energy Services
(UES) which is the guarantor. UES is a wholly owned subsidiary of UniSon)urce Energy Corporation (UNS: Bal
senior secured bank credit facility (security limited to stock of certain subsidiaries), stable), whose largest
subsidiary is Tucson Electric Power (TEP: Baan senior unsecured, stable), a regulated electric utility in Arizona.

SUMMARY RATING RATIONALE

The Baan rating assigned to UNSG's senior unsecured notes reflects the interdependence that currently exists
between the company and Its affiliate UNSE as a result of their shared credit facility and parental guarantee from
UES. The rating reflects our view of the consolidated credit quality of UES, which guarantees the debt of both
UNSG and UNSE. On a stand-alone basis, UNSG has a credit profile moderately better than its rating as
evidenced by metrics that map to rating levels within the LDC gas utility methodology that are somewhat stronger
than its rating category.

I

l `AlLED RATSNG CONSIDERATIONS

Regulated operations iN historicaI\y challenging environment

L//V56*"/7
\

Virtually all of UNSG's operations are regulated. Moody's generally views a significant percentage of regulated
tp://wwwmoodys.com/moodys/cust/research/MDCdr»¢~Q/"uv'>n\"°nnnnn r . »- - »

I

I
l
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1

operations as positive for credit quality as regulated cash Hows tend to be more stable and predictable than those
of unregulated companies. This key factor is tempered somewhat by the regulatory environment of Arizona, which
Moody's generally ranks below average for U.S. regulatory jurisdictions in terms of expectation of timely recovery
of costs and predictability of rate decisions. Moody's also notes that three new commissioners began their term in
' "iuary 2009 and it is not clear how or whether this might impact Moody's perception of the regulatory

ironment in Arizona over time.

Regulatory lag continues although moderating capital expenditures are a litigant

UNSG's last fully litigated rate case was resolved in approximately 16 months with new rates in place reflecting a
historic test year that ended two years before the decision. This level of regulatory lag makes adequate and timely
recovery difficult to achieve. UNS Gas filed a general rate case in November 2008 requesting a $10 million rate
increase (6%) premised on an 11% ROE and 50% equity ratio using a June 2008 test year end. A decision is
expected by late 2009 or early 2010. Moody's expects further need for rate cases over the medium-term due to
regulatory lag and on~going capital expenditures. The utility is not expected to earn its 10% allowed ROE during
this time unless it receives adequate rate relief.

Capital expenditures were above $22 million annually from 2005-2007 but are expected to generally remain below
$20 million over the near-term. Moderating capital expenditures reduces the need for regulatory relief though lag is
expected to continue.

Effective recovery of purchased gas costs

UNSG has a gas cost recovery mechanism that appears to be functioning adequately. The Purchased Gas
Adjustor mechanism may be changed monthly based on a comparison of rolling twelve-month average actual gas
cost and gas costs in base rates, though there are limits to the levels of adjustments over a twelve month period.
UNSG may also request a surcharge to recover deferred balances. As of March 31, 2009, UNSG had a $6 million
over recovered purchased gas costs balance included as a current liability.

Due to the traditionally challenging regulatory environment in Arizona, as well as the uncertainty surroundingthe
impact of new commissioners, the regulatory supportiveness factor has been scored in the Ba range in the LDC
methodology framework.
/

¢̀ .-. I-regulated exposure and ring-fencing within UES is limited

Although UNSG's risk of exposure to non-regulated activities is considered quite modest as both UNSG and UNSE
are fully regulated, there is significant interdependence between the UES subsidiaries in the form of a shared
credit agreement and parental guarantee, Services are also shared with UniSource's primary regulated utility TEP.
UNSG contributed approximately 63% of consolidated UES' EBIT and 14% of consolidated UNS' EBIT.

The Arizona Corporation Commission (ACC) has not restricted UNSG's ability to pay dividends to its parent,
however. the utility has not paid a dividend over the last several years. There are dividend restrictions under the
company's notes and credit agreement, but UNSG is well within the limits imposed by these documents. Overall,
ring~fencing at UNSG maps within the Baa criteria outlined in the LDC Methodology.

Cross support of debt within UES constrains rating

The rating also recognizes the position of UNSE and UNSG as indirect subsidiaries of UNS through UES. UES is
an intermediate holding company with no operations or debt. Debt at UNSE and UNSG is guaranteed by UES,
which creates cross-support. UES has not historically received any dividend payments from its utility subsidiaries,
and none are anticipated for the foreseeable future. UNS has periodically contributed equity to UNSG in support of
its capital program and to strengthen its balance sheet.

Improved metrics provide credit support for weaker regulatory environment

Credit metrics overall reflect ore~going regulatory lag issues as well as the benefits of cost controls, and a modest
debt profile.

ROE, EBIT/Customer and EBIT/Interest

JG's average ROE, EBIT/Customer and EBIT/lnterest have historically mapped to the lower Baa/high Ba level.
In 2008, metrics improved moderately due to the impact of the base rate increase in late 2007 and slowing
customer growth, however, they continue to map to the high Ba/low Baa level, UNSG's metrics could improve
moderately within the Baa rating range if regulatory lag is reduced or the company receives better lean anticipated
rate relief.

http1//wwwmoodys.com/moodys/cust/research/MDCdocs/30/2007300000545586.asp'?do<:_id==20073000... 7/30/2009
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Rcitfkbebt, best to Capitalization and FCFIFFO

Page 3 of 4

UNSG's cash flow and debt-related credit metrics have historically mapped to the upper Baa/low A level. Retained
and free cash flow have improved as UNSG has not paid dividends to its parent recently and capital expenditures
* 've begun to decline. This has allowed retained earnings to increase equity capitalization and also reduce the

,-d for new debt financing. Continued moderating levels of capital expenditures are expected to increase free
cash flow and debt financing is expected to be minimal over the near-term. Beyond 2010, free cash flow is
expected to once again become negative unless rate relief is better than anticipated. Over time, these metrics
could improve to the low A range.

Liquidity Profile

UNSG's cash flow profile has generally been stable with operating cash flow approximately covering capital
expenditures, however, in 2008, cash from operations of $2.8 million were significantly below capital expenditures
of approximately $16 million. Cash on hand was used to meet the shortfall as cash flow was significantly impacted
by collateral postings and refunds from over-recovered purchased gas costs. Over the near-term, capital
expenditures of $19-21 million annually are expected to continue to be funded roughly by cash flow from
operations.

UNSG has two $50 million issues of senior unsecured notes outstanding, one maturing in August 2011 and one
maturing in 2015. UNSG's short term liquidity needs are supported by a joint UNSG/UNSE $60 million credit facility
which matures August 2011. Either borrower may borrow up to a maximum of $45 million, so long as the combined
amount does not exceed $60 million. As of March 31, 2009, there were no amounts drawn on the facility but UNSE
had $17 million of letters of credit outstanding and UNSG had $5 million of letters of credit outstanding which
reduced availability under the facility.

The UNSG/UNSE credit facility contains two financial covenants applicable to each borrower: for UNSE a
maximum debt to capital ratio of 65% and a minimum interest coverage ratio of 2.25 times, for UNSG a maximum
debt to capital ratio of 67%, and a minimum interest coverage of 2.25 times. As of March 31, 2009, the ratios were
54% and 4.o1 times at UNSE and 50% and 4.02 times at UNSG. The credit facility requires a material adverse
change (MAC) representation at each new borrowing. In Moody's opinion, the requirement of a MAC
representation significantly increases the risk that the credit facility may not be available when liquidity needs are
greatest.

.../Ody's assumes that UNSG will manage the amount of its near term obligations within the limits of its available
sources of cash, including its committed bank credit facilities.

Rating Outlook

The stable outlook for UNSG reflects our expectations of continued stable or modestly improved cash flows
resulting from expected rate case decisions, an assumption that any increases in the cost of gas will continue to be
recovered on a relatively timely basis, and our understanding that future capital expenditures will be financed in a
manner intended to maintain UNSG's current level of financial strength and flexibility.

What Could Change the Rating - Up

UNSG's rating is currently constrained by its interdependence with UNSE and our view of the consolidated credit
quality of UES. In the event this interdependence was reduced while UNSG retained its similar credit profile, the
rating or outlook could be revised upward. Alternatively, if there were to be an improvement in the consolidated
credit quality of UES, this could result in positive rating action for UNSG.

What Could Changethe Rating - Down

A downward revision could occur if there is deterioration in the credit quality or ratings of UES or UNSE or UNSG
credit metrics decline to the low Baa/high Ba range, for example, RCF/Debt below 10% or EBIT I Interest coverage
of less than ex, or if regulatory support significantly worsens, then there could be a downward revision in the rating
or outlook.

Rating Factors

3 Gas, Inc,

Factor 1: Sustainable Profitability (20%)

http://vv'ww.moodys .com/moodys/cust/research/MDCdocs/30/2007300000545586.asp?doc_id=20073000... 7/30/2009



Factor 2: Regulatory Support (10%)
Regulatory Support and Relationship

f actor 3: Ring Fencing (10%)
a) Ring Fencing

X

X

Factor4: Financial Strength and Flexibility (60%)
a) EBIT/Interest (15%)
b) Retained Cash Flow/Debt (15%)
c) Debt to Book Capitalization (excluding goodwill)

(15%)
d) Free Cash Flow/Funds from Operations (15%)

X

X

X

x

Rating:

a) Methodology Model Implied Senior Unsecured Rating

b) Actual Senior Unsecured Equivalent Rating

Baa2

Baan

X

X

UNS Gas,  Inc.

, a) Return on Equity (15%)

b) EBIT to Customer Base (5%)

Page 4 of 4

CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S (MIS) CURRENT OPINIONS OF THE
RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MIS DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS
CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS
IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT
NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ARE
NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE
SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MIS ISSUES ITS CREDIT RATINGS
WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY

'D EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING,
. SALE.

© Copyright 2009, Moody's Investors Service, Inc. and/or its licensors including Moody's Assurance Company, Inc.
(together, "MOODY'S"), AH rights reserved.
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08_0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.92

a.

b.

Regarding the discussion of investor expectations appearing on page 26, lines 9-
17, of Mr. Parnell's Direct Testimony:

Does Mr.  Purcel l  agree that  two inv estors could hav e ident ical
expectations of  future div idends and earnings, yet reach dif ferent
conclusions regarding valuation of a stock due to different perceptions of
risk or different tolerances for bearing risk? If the answer is no, please
explain.
Does Mr. Parcell agree that stock price declines can be produced by
changing perceptions of risk or changes in investor risk aversion, even if
future expectations of dividends and earnings have not changed? If the
answer is no, please explain.

RESPONSE:
a. Yes, in part.

conclusions.
Other factors could also play a role in the different

f

Q
b.

4
\

Yes, but in the recent several months, it is widely believed that the
financial crisis and recession are largely responsible for the declines in
stock prices.

RESPONDENT: DAvy C.PARCELL

WITNESS: DAVID c.PARCELL

i2

X

Q 95
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Direct Testimony of David C. Parcels
Docket No. G-04204A-08-0571
Page 39

1 commercial and industrials - and, in most cases, the impact is greater than is the case for

2 UNS Gas. UNS Gas is a regulated utility thatsells a product that has no real substitutes

3

4

and is a product that consumers can do little to control the amount they use. As such,

UNS Gas and utilities are partially, if not largely, insulated firm the impacts of depressed

5 economic conditions.

6

7

8

9

10

11

Second, the major impact of a recession will be to depress the profits of most enterprises.

As a result, it is to be expected that capital costs will decrease in tandem with a

significant recession. There is no justification for increasing the profit level of a

regulated utility such as UNS Gas at the same time that other enterprises are experiencing

lower profits.

12

13

14

Third, even if UNS Gas were to incur higher costs of debt and./or other capital costs, these

costs can be passed along to ratepayers at the next rate proceeding. Unregulated firms

cannot do this.15

16

17 Fourth, there is no indication that UNS Gas' risks have increased since its last rate

18

19

proceeding. Absent a demonstration that UNS Gas' risks have increased, there is no

justification for increasing its cost of equity.

20

21

22

23

24

25

Fiiih, the United States and global governments have and are taking extraordinary

measures to avoid a further worsening of the current maker turmoil. Most of these

measures are designed to put liquidity into the credit markets and make credit more

accessible again and, in the process, restore more confidence to the financial markets.

All of  these measures are clearly designed to lower the cost of  capital. In this
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ARIZONA CORPORATION comm;tssIon
DOCKET NO. G-04204A-08-0571

STAFF'S RESPONSE To UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

0NSG 3.95 Regarding the five points raised by Mr. Parcell in support of his assertion that the
cost of capital has not increased for UNS Gas, which appear on pages 38-40 of his
Direct Testimony:

As to the first point, please explain in detail how UNS Gas is "partiaJly, if
not largely, insulated from the impacts of depressed economic conditions."
Has Mr. Parcell examined the sales levels of  UNS Gras since the
"depressed financial conditions and financial crisis" arrived in late 2008?
If so, please provide any analysis performed along with the conclusions
reached.

a.

b.

C.

3

d.

e,

f.

g.

If the "availability of capital" has been reduced, as discussed on page 14,
lines 24-25 of his Direct Testimony, please explain how UNS Gas would
be "insulated" from this problem.

As to the second point, please explain in detail how depressed profits in a
recession cause a decreased in "capital costs."

i. In this context, does Mr. Parcell equate "capital cost" with the "cost of
capital"? Please explain.

As to the third point, is it Mr. Parcell's position that the Commission
should ignore any increases to UNS Gas' cost of capital for purposes of
setting rates in this proceeding, even if such increase is demonstrated and
amply supported through evidence presented in this proceeding? Please
explain.

As to the fourth point, does Mr. Purcell agree that an increase in the
market price frisk (i.e., increase in investor risk aversion) can result in an
increase in the cost of capital to a iirnn, even if that finn's risk profile has
not changed? If the answer is no, please explain.

As to the f318h point, how would it be "counter-productive" to claim that
UNS Gas should have a higher return at this time?

To whom would it be "counter-productive," and in what sense?

RESPONSE:

a.

b .

UNS Gas provides a service for which there are limited substiMtes, at
least in the short term. In addition, there are limited opportunities for
substantially reducing the usage of naMed gas. This is in contrast to
the services or products sold by many unregulated firms.

He has not.

an 98
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

c. Objection, this data request misstates Mr. Parcell's testimony. Mr.
Purcell did not claim that UNS Gas is insulated from the "availability
of capital" concept he cited in his testimony. On the other hand, Mr.
Purcell observes that UNS Gas has raised new debt capital in recent
months.

d. Decreased profits in a recession reflect a decline in the opportunity
cost - the returns available from alternative investments.

e.

f.

g.

Mr. Parcel! believes that any actual costs, including capital costs,
should be considered by the Commission for inclusion in rates.

Mr. Parcels believes such a situation is not the facts at this time.

It would be counter productive to use the existence of governmental
efforts to reduce the cost of capital as an excuse to increase the cost of
equity for a regulated utility.

RESPONDENT: DAVID C. PARCELL

WITNESS: DAVID c. PARCELL

Q

_99-
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testimony at the time we filed the case, we believed that

2 would allow us to earn the ll percent cost of equity that

3 we've indicated.

4 Since that time, our sales have decreased f fairly

5 significantly, and now we're looking at, at best, turning

6 to 10 percent return on equity with that $9.5 million rate

7 increase

8 CHMN. MAYES: Okay.

9 ACALJ NODES : One other question before I give it

10 back to Mr. Pozefsky

12 FURTHER EXAMINATION

13

14 Q • (BY ACALJ noD18s) He referenced the rating

15 agencies and their view of the Arizona Commission's, I

16 guess, support for utility companies in general. Do you
1 7 recall that?

18 A Yes

19 Q Would you agree that rating agencies are looking

20 at public utility regulatory commissions solely from the

21 perspective of investor interests, and not in any way from

22 the perspective of customer interests?

23 A I mean,
24

I would say generally you're correct.

they're interested in looking at the probability of a

25 bondolder recovering his principal and earning his or her

Arizona Reporting Service, Inc. www.az-reporting.c0m
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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1

2

3 As a result,

4

impact on the validity of the results obtained, Unfortunately, based on a review of the

growth rates selected by Mr. Parcell, it is apparent that many of the growth rates he used

are unrealistically low, especially when adjusted for inflation. the cost of

equity he determined from his DCF analysis, 9.5% to 10.5%, is much too low.

5

6 Q. What has the Commission said about the constant growth version of the DCF?

7 A.

8 i

I

9

10

11

12

13

The Commission has often rejected use of the constant growth or single stage DCF when

used in isolation. The Commission has recognized that investors do not expect a single,

uniform growth rate, explaining that use of the multi-stage DCF "properly recognizes that

investors expect both non-constant short-term growth as well as constant long term

growth."2 Thus, the Commission often considers both types of DCF, and averages the

results of the two to produce an overall DCF estimate. Staff has proposed, and the

Commission has approved, that approach to the DCF in many orders.3

14

15 Q- Please explain your concern over the growth rates selected by Mr. Purcell.

16 A.

17

18

19

20

21

22

23

24

The growth rates used by Mr. Parcell in his DCF analysis can be found in the next to last

column of data on page 4 of Schedule 7 attached to his Direct Testimony. These "average"

growth rates reflect the numerical average of five growth rates, two of which are based on

historical financial data and three of which are forward-looking estimates. If you look

carefully at the "average" growth rates used by Mr. Parcell, two things stand out. First, the

range of values selected is quite wide, especially for the group of gas distribution utilities

labeled as the "Grant Comparable Company Group." Since all of these companies operate

within the same heavily regulated industry, and face many of the same threats and

opportunities as other firms in this industry, it is unrealistic to believe that investors would

25 expect infinite growth rates ranging from a low of 3.3% to a high of 73%. While it is

26

27
2 Decision 66849 at 22.
3 See e.g. No. 68176 at page 21 (stating Staff's approach) and 26 (agreeing with Start), Decision No. 68858 at 25, 28;

Decision No. 69164 at 23, 26; Decision No, 69440 at 18, 20, Decision No. 70209 at 27, 30.

12
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Arizona Corporation Commission
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WILLIAM A. MUNDELL
JEFF HATCH-MILLER
MIKE GLEASON
KRISTIN K. MAYES

MAR 1 9 2004

DOCKET no. W-01445A-02-0619

DECISION no. 66849

l

IN THE MATTER OF THE APPLICATION OF
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR ADJUSTMENTS TO ITS
RATES AND CHARGES FOR UTILITY SERVICE
FURNISHED BY ITS EASTERN GROUP AND
FOR CERTAIN RELATED APPROVALS.

6

7

8

9

10 DATES o1= HEARING:

OPINION AND ORDER

I

March 31, 2003 and September 17, 2003 (pre-hearings),
September 22, 23, 24, 25 and 26, 2003,
December 8, 2003 (oral argument)

Phoenix, Arizona -

Dwight.  NOdes
.

Mike Gleason, Commissioner

Mr. Jay Shapiro and Mr. Norman James, FENNEMORE
CRAIG, on behalf of Arizona Water Company;

Ari20na Corporaul0n Csmmésssn
I DOCKETED

. MAR 1 9 2004

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

Ms. Kay Bigelow, City Attorney, on behalf of the City
of Casa Grande;

oocKErEI:> av°' T " `
Mr. Robert Sldba, in propria person; and

I

I

Mr. Timothy J.  Sabo and Mr.  Gary Horton,  Staf f
Attorneys, Legal Div ision, on behalf  of the Util ities
Division of the Arizona Corporation Commission.

I

BY THE COMMISSION:

INTRODUCTION

I

11

12 PLACE o1= HEARD~IG:

13 ADMINISTRATIVE LAW JUDGE:

14 INATTENDANCE:

15 APPEARANCES:

16

17

18

19

20

21

22

23
24 1.

25

26

27

28

On August 14, 2002, Arizona Water Company ("Arizona Water," "Company" or Applicant")

filed an application with the Arizona Corporation CoMmission ("Commission") for a rate increase for

the Company's Eastern Group systems. Arizona Water supplies water to approximately 60,000

customers in eight Arizona counties under 18 separate water systems. The rate application filed in

-

s/h/dnodes/awc/azwater0206I9o&o 1



DOCKET no. W-01445A~02-0619

1 companies used in RUCO's analyses, thus reducing the risk associated with investing in Arizona

2 Water (Id. at 32-39). RUCO argues that the Colnpany's cost of capital recommendation fails to

3 recognize Arizona Water's lower risk. RUCO requests that its proposed com of capital

4 recommendation be adopted for purposes of setting rates in this proceeding.

5 We agree that Staffs analysis represents a fair and reasonable estimate of Arizona Water's

6 cost of equity for purposes of this proceeding. As described above, Staff calculated an estimated

7 equity cost of 9.2 percent by taldng an average of two DCF models (constant growth and multi-stage)

8 and the CAPM model. Although Arizona Water's witnesses are critical of Staffs analysis, we

9 believe the Company's recommendation has several flaws.

10 First, Arizona Water's infinite growth DCF model averaged the near-term growth forecast for

l l the entire water utility industry rather than an average of near-term growth forecasts. As Mr. Reiker

12 pointed out, including the entire industry creates a mismatch between the expected dividend growth

13 rate and the expected dividend yield, thereby producing a less accurate cost of equity estimation (Ex.

14 S-38, at 38). We also agree with Staff's witness that the Company's exclusive reliance on analyst

15 forecasts erroneously assumes that investors rely only on near-.term earnings and sustainable growth

16 without considering past earnings. Reliance solely on analyst projections tends to result in inflated

17 growth projections without considering DPS and past EPS growth, information that even Dr. Zepp

18 has acknowledged should be considered in determining estimated growth (Id. at 44-45). We believe

19 that Staffs multiple component DCF analysis properly recognizes that investors expect both non-

20 constant short~term growth as well as long-term constant growth.

21 With respect to the competing "risk premium" analyses, we believe Staffs CAPM model

22 properly tades into account risk for purposes of estimating equity costs. Mr. Reiker stated that

23 Arizona Water's reliance on forecasted Baa bond rates is less reliable because such bond forecasts

24 have historically been inaccurate. Thus, according to Staff, the accuracy of the Company's risk

25 premium analysis is suspect. We agree with Staff that assessing the risk premium based on corporate

26 bond yields is inappropriate because the default risk for corporate bonds can change significantly

27 over time (Ex. S~38, at 46-49). We believe Staffs CAPM analysis, which includes a risk variable, is

28 a reasonable means of estimating Arizona Water's cost of equity in this case and is preferable to the

s/h/dnodes/awc/azwater0206l9o&o 22 DECISION no. 66849
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2 2
BY THE COMMISSION:

2 3

2 4

INTRODUCTION

Procedural History

2 5 On August 24, 2004, Chaparral City Water Company ("Chaparral City" OI' "Company") filed

2 6 with the Arizona Corporation Commission ("Commission") an application for a determination of the

2 7
current fair value of its utility plant and property and for increases in its rates and charges for utility

2 8

1.
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1

2 sustainable growth rate to derive its estimate of dividend growth, the Company argues that RUCO's

3 witness Rigsby's reliance on his personal analysis of Value Line forecasts depresses his dividend

4 growth estimate and reduces the equity cost produced by Mr. Rigsby's DCF model (Zepp Rb. at 31-

5 33, Tr. at 296-99). Dr. Zepp claims that RUCO's dividend growth estimate is f lawed in that its

6 external "sv" growth rate includes an understated estimate of the stock financing rate ("s") compared

; to forecasted stock financing rates (Zepp Rb. at 32, Rebuttal Table 15). Dr. Zepp is also critical of

9 RUCO's estimates of the "v" in its external growth rate, and asserts that that there is no evidence

l g supporting Mr. Rigsby's opinion, based on Dr. Morin's text on regulatory finance (see Hearing

l l Exhibit A-16), that the market prices of a utility stock will move toward book value. Using equity

12 cost estimates based on Mr. Rigsby's data, but using dif ferent inputs, Dr. Zepp produced a

While the Company does not disagree regarding the basic formula RUCO used to derive its

restatement of RUCO's constant growth DCF model in two different ways. Dr. Zepp used RUCO's

dividend yields, adjusted RUCO's historical average retention growth rate ("Br") growth rate and

stock financing ("vs") growth rate estimates to reach an equity cost of 10.7 percent (Zepp Rb. at 31-

13

14

15

16

17 33 and Rebuttal Tables 15 and 16). Dr. Zepp performed another restatement of RUCO's DCF

2. Staff

Staffs witness Ramirez prepared estimates of the cost of equity using market-based models:

18 analysis using forecasts of growth instead of sustainable growth and reached an equity cost estimate

19 of 10.6 percent (Zepp Ry. at 22 and Rejoinder Table 9).

20

21

22
23 a constant-growth DCF model, a multi-stage, or non-constant growth DCF model, and a CAPM

24 analysis. To calculate the

25 expected annual dividend as forecasted by Value Line by the spot stock price on April 20, 2005.

26 Staff states that it used a spot stock price, rather than a historical average of stock prices, in order to

27 be consistent with the efficient markets hypothesis of finance theory, which holds that the current

28

dividend yield in its constant-growth DCF calculation, Staff divided

68176
21 DECISION NO.
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capital for the energy and gas industry companies it regulates is appropriately applied to monopoly

water utilities. We disagree with the use of a risk premium analysis for cost of equity estimation for

the reasons Staff states, as set forth above. We find, after examining axe evidence presented, that

1

2

3

4

5

Staffs DCF methodology provides a more reasonable cost of equity estimate than the Company's.

I
Staffs analysis is based on sound economic principles, and produces a cost of equity estimate that

I

c. Cost of Capital Summarv

Long-Term Debt
Common Equity
Weighted Average
Cost of Capital ,

Percentage
41.2%
588%

Cost
5.1%
9.3%

Weighted Cost
2. 1 %
5.5%

7.6%

VIII. RATE OF RETURN

6 represents a fair and reasonable estimate of Chaparral City's cost of equity for purposes of this

; proceeding, and will produce a return commensurate with returns on investment in other enterprises

9 with risk corresponding to that of the Company. As described above, Staff arrived at a 9.3 percent

10 cost of equity estimate through application of both the constant growth and multi-stage DCF models

11 and the CAPM.

12

13

14

15

16

17

18

19
20 applied to its FVRB to determine required operating income (Bourassa Rb. at 2). Staff recommends

21 that the weighted average cost of capital be used to determine a fair value rate of return in accordance

22 with the Commission's traditional rate of return methodology. As stated earlier, RUCO recommends

23 that its recommended OCRB be adopted as the Company's FVRB without regard to the Company's

Chaparral City advocates that its proposed cost of capital be adopted as a rate of return to be

i
24 RCND, and recommends that its proposed weighted average cost of capital be applied to the resulting

25
FVRB.

26

27
The Company claims that both Staff and RUCO "ignored FVRB" when they multiplied their

28
recommended rates of return by their recommended OCRBs to determine Chaparral City's operating

68176
DECISION NO
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1

2

3

10.08 percent for his water company sample and a'range firm. 8.99.percent to 10.55 percent for his

gas company sample (id at 31-32, Sched. WAR-7). Using his CAPM results as a check on the .

results of his DCF analysis, Mr. Rigsby based his recommendation on the 9.50 percent result dfhis

11

12

Staff .

Staff's cost of capital witness Dennis Rogers states that he chose the DCF model and the

13 CAPM model to estimate the Company's cost of equity because the models are widely recognized

4 DCF analysis for water companies (id). Just as he did in Arizona~Arnerican's most recent rate

5 proceeding," Mr.Rigsby added ,50 basis points to his cost of equity estimate to account for the

6 increased financial risk faced by Arizona-American as a result of the Company's debt-heavy capital

7 structure (id at 32-34). RUCO believes that the 10 percent cost of common equity estimated by Mr.

8 Rigsby is very reasonable when the Company's capital structure of 36.7 percent equity and 63.3

9 percent debt is compared with the Capital structures of other publicly traded water providers used in

10 Mr. Rigsby's analysis, which averaged 49.9 percent equity and 50.1 percent debt (id at 48).

3.

i

14 and accepted as appropriate linanciad models to estimate cost of equity and this Commission has

15 consistently relied on their results (Direct Testimony of Dennis Rogers, Hearing Exh. S-3 at 13). To

16 calculate his DCF estimate of Arizona-American's cost of equity, Staffs witness used" both a

17 constant-growth DCF model and a multi-stage or non-constant growth DCF model using six publicly

18 traded water utilities (id at 13-14, Sched. DRR-3), Staff's resulting constant growth DCF estimate

19 was 9.7 percent (id at 24, Sched. DRR-2) and its multi-stage DCF estimate was 9.4 percent (id at 26,

20 Sched. DRR-8). Mr. Rogers calculated Staffs overall DCF estimate by averaging his constant-

21 growth DCF estimate with his multi-stage DCF estimate, and reached an overall DCF estimate of 9.6

22 percent (id at 26, Sched. DRR-2). Mr. Rogers then used the same sample companies to compute the

23 CAPM to estimate the Company's cost of equity, reaching an overall CAPM estimate of 10.0 percent

24 (id at 27-31). Mr. Rogers obtained the risk-free rate of interest used in his CAPM calculations by

25

26

averaging three intermediate~term U.S. Treasury securities' spot rates as published in the November

2, 2005 edition of the Wall Street Journal (id at 29). Mr. Rogers states that while the Company's

27

28 n Decision No. 67093 (June 30, 2004).

25 DECISION no. 68858
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1

2

3

4

5

6

7

8

9

10

federal mandates are forcing the Company to heavily invest in new arsenic remediation facilities, and

that its customers are demanding massive new infrastructure investments to satisfy new fire How

requirements. In this very proceeding, however, we are granting the District's request to implement

an ACRM mechanism which enables the Company to seek approval for expedited recovery of capital

costs and a significant portion of O&M costs associated wiM arsenic remediation. We are also

approving both a High Block surcharge and a Public Safety surcharge to pay for fire flow

investments; These mechanisms mitigate the risks associated with those capital investment

requirements, and eliminate the need for the higher rates of return the Company advocates.

The Company has provided inadequate justification for acceptance of its "equitable leverage

compensation" methodology, which would constitute a break with long-standing precedent. As Staff

11

1

12I

I
!
t

points out, the methodology proposed by the Company has been rejected or not adopted by every

state commission before which it has been presented with the exception of one; by the FERC; and by

RUCO and Staff appropriately13 regulatory bodies outside the United States (Staff Br. at 15).

14 addressed the Company's higher debt ratio by the generally accepted regulatory means of accounting

15 for financial risk, adding basis points to the results of their CAPM and DCF analyses. The

16 Company's methodology would result in an upward adjustment of 360 basis points as cornparéd with

17 Staffs proposed upward adjustment of 60 basis points and. RUCO's proposed 50 basis point

18 adjustment. We find such an upward adjustment to be outside the zone of reasonableness and must

19 reject it.

20 Finally, while the Company complains that the most recent authorized returns on equity

21

22

23

24

25

26

27

28

authorized by this Commission for other Arizona-American operating districts are at the lower end of

the range that has been authorized for its subsidiaries throughout the United States, staff

demonstrated at the hearing that the median rate of return on equity for the subsidiaries is currently at

10.09 percent, and Staff's recommended 10.4 percent return on equity would put the District in the

upper range of authorized returns on equity for Arizona-American's other subsidiaries nationwide

(Hearing Exh. S-12 at 2). We find that Staff's recommended cost of equity capital in this proceeding

achieves an appropriate result that is supported by the evidence, and that adoption of Staffs

recommendation results in a just and reasonable return for the District based on die record in this

28 DECISION no. 68858



I

BMSC's current rates and charges were authorized in Decision No. 59944 (December 26,

current y prove es wastewater service to approximate y 1,957 customers in and around Carefree,

i Arizona, 1,836 of which are residential customers and 121 are commercial (Ex. A-4, at 3).
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II
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QBY THE COMMISSAR{)N:
I

On September 16, 2005, Black Mountain Sewer Corporation ("BMSC" or "Company") filed

'an application with the Arizona Corporation Commission ("Commission") for orate increase. BMSC
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1 equity. BMSC argues that RUCO's witness ignored the actual and forecasted stock financing rates

2 reported in his own schedules.

3 RUCO's Position

4 RUCO witness Rigsby based his ROE recommendation on the results of his DCF and CAPM

5 analyses, which ranged from 8.89 percent to 10.69 percent for his sample group of publicly traded

6 water and gas companies. His 9.49 percent ROE recommendation is the result of the DCF analysis,

7 which utilized a sample of publicly traded water companies (RUCO Ex. 14, at 8).

8 RUCO contends that Mr. Rigsby's DCF model relied on objective estimates of external

9 growth usingValue Line analystprojections as a guide (RUCO Ex. 15, at 24). RUCOargues thatMr.

10 Rigsby's growth estimates properly recognize that the market price of a utility's common stock will

l l tend to move towards book value if regulators allow a rate of return that is equal to the cost of capital

12 (Id. at 19-20). According to RUCO, the Commission recently adopted the same methodology in

13 determining the cost of common equity for Southwest Gas Company in Decision No. 68487

14 (February 23, 2006).

15 RUCO asserts that the Cornpa.ny's criticism of the CAPM employed by RUCO and Staff is

16 unfounded. RUCO claims that the Company's risk premium analysis is simply a variation of the

17 CAPM, but the RPM fails to account for the additional market-based information that is included in

18 the CAPM. RUCO contends that the estimated return produced by either the CAPM or the RPM is

19 one of a number of factors that investors take into consideration when evaluating a company's stock.

20 RUCO also argues that, despite Value Line projections of lower ROEs for water utilities, the

21 Company made no comparable downward adjustment to its original 11.0 percent recommendation.

22 RUCO claims that its cost of capital recommendation is reasonable and should be adopted by the

23 Commission.

24 Statlf"s Position
.

25 _ In formulating its ROE recommendation in this case, Staff employed a constant growth DCF

26" model, a multi~stage DCF model, and a two-part CAPM analysis. The two CAPM estimates were

27 based on an historical market risk premium and a current market risk premium. Staffs DCF model

28 produced a ROE of 9.6 percent; the average of its two CAPM results was 9.5 percent, and the

23 DECISION NO. 6 9 1 6 4
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4 i skewing the end result in the Company's favor.
I

1 objective data that is publicly available through Value Line and other investor publications. We agree

2 I; with Staff that the Company's proposal to exclude Middlesex Water, because its cost of equity was
I

3 perceived by the Company to be too low for inclusion in its DCF analysis, is an artificial means of

5

6

We are not persuaded by the Company's legal arguments that adoption of Staffs cost of

equity recommendation would result in a violation of the Commission's authority under the Arizona

7 '8 Constitution, the case law interpreting that authority, or of the Hope, Eluefield, and Duquesne

8 t decisions. Article 15, Section 3 of the Arizona Constitution provides in relevant part that the

9 Commission "shall have fitly power to, and shall, prescribe just and reasonable classifications to be

I

I

!

I

r

10 fused and just and reasonable rates and charges to be made and collected, by public serv ice

11 corporations nth in the State for service rendered therein." In determining just and reasonable rates,

12 the Commission has broad discretion subject to the obligation to ascertain the fair value of the

13 !utility's property, and establishing rates that "meet the overall operating costs of the utility and

14 Qproduce a reasonable rate of return." Scores, et al. v. Arizona Corp. Comm 'n, 118 Ariz. 531, 534, 578

15 P.2d 612 (Ct. App. 1978). Under the Arizona Constitution, a utility company is entitled to a fair rate

16 Eof return on the fair value of its properties, "no more and no less." Litchfield Park Service Co.

17 !Arizona Corp. Comm 'n, 178 Ariz. 431, 434, 874 P.2d 988 (Ct. App. 1994), citing Arizona Corp.

18 !Comm'n v. Citizens Utilities Co., 120 Ariz. 184 (Ct. App. 1978). The oft cited Hope and Blue/leld

I

»

19

20

scales provide that the return determined by the Commission must be equal to an investment with

similar risks made at generally the same time, and should be sufficient under efficient management to

21 enable the Company to maintain its credit standing and raise funds needed for the proper discharge of

22 § its duties.

23

24

25

26

For the reasons described above, we believe that adoption of Staff's recommendation for a

9.60 cost of equity capital, which is also its overall cost of capital with a 100 percent equity capital

structure, complies with these obligations. Staffs expert witness, aldiough primarily relying on the

well-established DCF method for calculating his cost of equity capital, also employed two other tests

27

28

11 Federal Power Commission et al. v. Hope Natural Gas Co., 320 U.S. 59] (1944), Eluejield Waterworks &
Improvement Co. v. Public Service Commission of West Virginia, et al., 262 U.S. 679 (1923), Duquesne Light Co. v.
Barasch,488 U.S. 299 (1989).

i

26 DECISION no. 69164
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11
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15 IN ATTENDANCE:

16
17 APPEARANCES:

18

19

20

21

22

23 On January 13, 2006 Arizona-American Water Company ("Arizona-American" Or

24 "Company") tiled with the Arizona Corporation Commission ("Commission") an application for a

.25 determination of the current fair value of its utility plant and property and for increases in its rates

26 and charges for utility service based thereon for the Mohave Water and Wastewater Districts.

27 On February 13, 2006, the Commission's Utilities Division ("Staff") filed a letter of

28 insufficiency, and attached a list of deficiencies that Staff indicated needed to be remedied.
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1 higher leveraged capital structure.

2 Staffs Position

3 In formulating its ROE recommendation in this case, Staff employed a constant growth DCF

4 model, a multi-stage DCF model, and a two~part CAPM analysis. The two CAPM. estimates were

5. based on an historical market risk premitun and a current market risk premium. Staffs DCF model

6 produced an average ROE of 9.0 percent, the averageof its two CAPM results was 10.3 percent, and

7 the average of the DCF and CAPM results was 9.7 percent. Staff added a 100 basis point "Hamada"

8 financial risk adjustment to account for Arizona-American's highly leveraged capital structure (Ex.

9 S-3, at 2) For purposes of its analysis, Staff selected six publicly traded water companies that derive

10 most of their earnings from regulated operations and which are analyzed by Value Line publications

11 (Ex. S-2, at 30)l.

12 Staff argues that, although the Company's ROE analysis also relies on DCF and CAPM

13 models, Dr. Villadsen gave greater weight to her empirical capital asset pricing model ("ECAPM")

14 and ATWACC methodology to account for f inancial risk. According to Staff, adoption of the

15 Company's proposed methodology Would represent a 'departure from long standing precedent in

16 determining return on equity. Staff witness Chaves stated that the Commission previously rejected

17 the ATWACC methodology (in Decision No. 68858) on the basis that it would produce an inflated

18 estimate of risk and would result in overcompensation for investors (Ex. S-2, at 35-36). Staff points

19 out that the Company's methodology has been rejected by every state regulatory commission, except

20 one, where it has been proposed. In the one state where it was accepted (Missouri), the state

21 regulatory commission granted only a partial risk adjustment based on the methodology (Tr. 176-

22 177). Mr. Craves criticized what he believes are significant f laws in the Company's proposed

24 value capital structure (Ex. S-3, at 6). Mr. Craves also testified that investors. understand that state

25 regulatory commissions use book value capital structure for purposes of setting authorized returns on

26"

27

28

23 methodology especially the BCAPM's use of a market .value capital smcture rather than a book

equity (Tr. 172).

I The six proxy companies chosen by Staff are'American States Water, Cadifomia Water, Aqua America, Connecticut
Water, Middlesex Water, and SJW Corp. (Id.,Sched. PMC-6).

18 DECISION NO. 69440
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1

2
I3
4

5

6

7

8

9

10

11

12

13

14

15

16 Cost

17

less."Litcnfeld Park Service Co. v. Arizona Corp. Comm'n, 178 Ariz. 431, 434, 874 P.2d 988 (Ct.

App, 1994), citing Arizona Corp. Comm'n v. Citizens Utilities Co., 120 Ariz. 184 (Ct. App. 1978).

The oft citedHope and Blue fieldcases provide that the return determined by the Commissionmust be

equal to an investment with similar risks made at generally the same time, and should be sufficient

under efficient management to enable the Company to maintain its credit standing and raise funds

needed for the proper discharge of its duties.

For the reasons described above, we believe that adoption of Staffs recommendation for a

10.7. cost of equity capital, as set forth in its surrebuttal testimony, is reasonable and should be

adopted in this proceeding. Staff's expert witness relied on the well-established DCF and CAPM

models for calculating his cost of equity capital recommendation. We believe that adoption of Staff" s

recommendation results in a just and reasonable return for Arizona-American based on the record of

this proceeding.

We therefore adopt a cost of equity of 10.7 percent which, combined with a 5.72 percent cost

of debt and a capital structure consisting of 40 percent equity and 60 percent debt, results in an

overall weighted cost of capital of 7.71 percent.

Percentage

40.0% 10.70%

Av2.Wei2hted Cost

3.43%

18

Common Equity

Total Debt 60.0% 5.72% 4.28%

19 7.71%

20 AUTHORIZED INCREASE

21

22

Based on our findings herein, we determine that Arizona-American Mohave Water is entitled

to a gross revenue increase of $405,175 aid Arizona#American Mohave Wastewater is entitled to a

23 gross revenue increase of $1 l1,157.

24 Mohave Water

25 Fair Value Rate Base

Adjusted Operating Income
$9,042,619

448,585
26

27

28

J Although Staffs post-hearing schedules produced a 10.4 percent ROE, because we did not adopt Staff's
recommendation, at this time, regarding the Company's Tolleson plant obligation, we find that the 10.7 percent ROE set
forth in Staff"s surrebuttal testimony accurately reflects Staffs cost of equity analysis.

20 DECISION no. 69440
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1

2

3

4

discrepancy in perceived risk between the Company and RUCO's proxy, RUCO made a 50 basis

point upward adjustment to its recommended cost of equity. (Id. at 56.) RUCO made this upward

adjustment in addition proposing a hypothetical capital structure, which contains more equity than the

Company's actual capital structure. (Id.)

RUCO recommends that the Commission adopt its recommended cost of equity of 10.03

6 percent and weighted average cost of capital of 7.23 percent, as follows :

5

7 Percentage Cost Weighted
Cost

8 Long-tenn Debt
Common Equity

60.0%
40.0%

5.37%
10.03%

3.22%
4.01%

9

10 Weighted Average
Cost of Capital 7.23%

11
3.

12
Staff

13
In its cost of equity analysis, Staff used the same group of water companies as the Company's

I 4 witness, with the exclusion of Southwest Water Company and York Water Company. (Direct

15

16

Testimony of Staff witness Pedro M. Craves, Exh. S-I2 at 14.) Staff chose those six publicly traded

water companies because they derive most of their earnings from regulated operations, and they are

currently analyzed by both the Standard and the Small and Mid-Cap Editions of Value Line. ( Id.) InI
!:
I

17

18 reaching its cost of equity estimate, Staff used two versions of the DCF model, a constant growth

19 DCF mode1,\2 and a multi-stage, or non-constant growth DCF model. (Id. at l5-16.) Staff also used

20

21

22

the CAPM, with a historical MRP and a current MRP. (Id. at 28-32.)

To calculate the dividend yield component'of` the DCF formula, Staff used a spot stock price

instead of a historical average of stock prices, because Staff believes a historical average is stale and

representative of underlying conditions that may have changed, and it illogically discounts the most
23

25

26
K
D,
PT

24 12 The constant-growth DCF formula Staff used in its analysis is:

K -QS +g
Pa

where: the cost of equity
the expected annual dividend (Value Line Summary &Index 4-27-07)
the current stock price (the spot stock price after the close ofthemarket May 11, 2007, as
reported by MSN Money.)

g = the expected infinite annual growthrate of dividends

27

28

27
70209

DECISION no.
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1 DPS inputs in its estimation of growth rates. She believes that historical data are incorporated in

2 analysts' forecasts, and that to implement a truly fowvard looking DCF model, only forward-looidng

3 growth rates should be included. (Exh. A-16 at 29.) However, she also states that no publicly

4 available analysts' forecasts provide infonnation beyond at most five years, and consequently,

5 assumptions have to be made regarding the growth rate of companies beyond that horizon. (Id. at

6 23.) Dr. Villadsen chose, for her multi-stage DCF model, a perpetual growth rate based on forecasted

7 GDP. (Exh. A-l5 at 38.) Dr. Villadsen believes the use of forecasted GDP mitigates analysts'

8 growth forecasts, which she admits have been optimistic on average in the past. (Exh. A-15 at 40-41 .)

9 Staff chose, for its constant-growth DCF model, a methodology that gives equal weight to historical

10 and projected DPS, EPS, and sustainable growth. (Exh. S-12 at 17.) After considering the parties'

l l DCF methodologies, we find Staff's method of choosing DCF growth rate inputs to be more balanced

12 than the Company's, and more likely than the Company's to dispel the effects of the optimism known

13 to be present in analysts' forecasts.

14 The Company argues that its ATWCC methodology provides a superior means to account for

15 the Company's financial risk than the risk adjustment methodology employed by Staff and RUCO.

16 We disagree, and f ind that it would overcompensate the Company for f inancial risk. Staff

17 appropriately addressed the Company's financial risk by the generally accepted regulatory means of

18 adding basis points to the results of its cost of equity analysis.

19 For the reasons discussed herein, we find that adoption of StarT's recommendation for a 10.6

20 .percent cost of equity capital is reasonable and should be adopted in this proceeding. Staff's

21 recommendation is based on well-established and widely accepted methodologies for the estimation

22 of cost of equity capital. Based on the record of this proceeding, adoption of Staflf's cost of equity

23 capital recommendation results in a just and reasonable return for Arizona-American.

24 . . .

25 . . .

26 . . .

27 . . .

28

I
30

70209
DECISION NO.
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Page 38

1

Z

XI.

Q.

RETURN ON EQUITY RECOMMENDATION

Please summarize the results of your three cost of equity analyses.

3

4

My three methodologies produce the following:

Discounted Cash Flow

Capital Asset Pricing Model

Comparable Earnings

9,5-10.5%

7.3~7.7%

9.5-10.5%

Q-

A.

What is your cost of equity recommendation for UNS Gas?

I recommend a cost of equity of 9.5 percent to 10.5 percent for UNS Gas. This reflects

two of my_three cost of equity model results. Within this range, I recommend a 10.0

percent level, the same return on equity approved for UNS Gas in the Company's last rate

proceeding.

Q- Please explain how the recent and current economic and Financial crisis impacts the

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

costof equity for UNS Gas.

It is well chronicled that, over the past two years and especially over the past several

months, the United States and global financial markets have been in turmoil. The

impacts of this have been far-reaching and extreme, with global credit markets virtually

coming to a standstill. This crisis and its impact, however, do not imply that the cost of

equity for gas utilities such as UNS Gas have increased. I say this for the following

reasons.

A.

A.

First, it must be emphasized that depressed economic conditions and the financial crisis

affects virtually all sectors of the economy - households, small businesses, larger
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9

10

12

13

14
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16

17
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1 Q And, Mr. Parcels, could you review lines 18

2 through 25 of that?

3 A I would be glad to, yes

4 Q And on those lines you agree that the proxy group

5 should have similar risk and therefore a similar expected

6 cost of capital to the subject company; correct?

7 A Yes .

8 Q And you still agree with that today, don't you?

9 A . Yes, subject, of course, to the f act that the

10

12 UNS West Energy.

subject company for the rate case is UNS Gas, but the

subject company for the raising of equity dollars is

As long as you reflect that, I agree,

13 yes

14 Q Could you turn to Schedule 6 of your direct

15 testimony?

16 A Sure

17 Q. And Schedule 6 indicates proxy groups that you

18 used; i s that correct?

19 A. That is correct.

20 Q • And is it fair to say that each of the utilities

21 shown in Parcels proxy group are much larger than UNS Gas

22 is that correct?

23 A. Well, those aren't those Oren utilitiesw; 4
r

24 those are holding companies, which in some cases have

25 multiple utility subsidiaries, just like UNS Energy does

Arizona Reporting Service, Inc. www.az-reportingxom
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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1

2

3

or "proxy" companies as a substitute for UNS Gas to determine its cost of common

equity.

4 leave examined two such groups for comparison to UNS Gas and UniSource. Shave Erst

selected one group of electric utilities similar to UNS Gas and UniSource using the

criteria listed on Schedule 6.

Second, I have conducted studies of the cost of equity for the proxy group of natural gas

utilities selected by UNS Gas' witness Kenton Grant.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

am. DISCOUNTED CASH FLOW ANALYSIS

Q. What is the theory and methodological basis of the discounted cash flow ("DCF")

model?

The DCF model is one of the oldest, as well as the most commonly-used, models for

estimating the cost of common equity for public utilities. The DCF model is based on the

"dividend discount model" of financial theory, which maintains that the value (price) of

any security or commodity is the discounted present value of all figure cash flows.

A.

The most common variant of the DCF model assumes that dividends are expected to

grow at a constant rate. This variant of the dividend discount model is known as the

constant growth or Gordon DCF model. In this framework cost of capital is derived by

the following formula:
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January 12, 2009

MAJOR RATE CASE DECISIONS--JANUARY 2007-DECEMBER 2008
. SUPPLEMENTAL STUDY

This Supplemental Study was prepared in conjunction with the Special Report entitled Major Rate
Case Decisions--Janua/y 1990-December 2007 that was uploaded to our website on Jan. 8. This study
contains chronological listings of all major electric and gas cases decided during the years 2007 and 2008.
These listings, with key data concerning each case, appear on pages 5 through 11 of this report. Tables
summarizing industry-wide concerning cases decided in past years appear on pages 2 and 3. The average
return on equity (ROE) authorized electric utilities in 2008 approximated 10.50/o, compared to 10.4% in
2007. There were 37 electric ROE determinations in 2007, and 39 in 2007. The average ROE authorized
cos utilities approximated 10.4% in 2008, compared to 10.2% in 2007. There were 30 gas cases that
included an ROE determination in 2008, and 37 in 2007. We note that these ROEs are simple, non-
weighted averages. Not included in these averages is a Sept. 17, 2008 steam rate case decision for
Consolidated Edison of New York, in which the New York Public Service Commission adopted a settlement
that incorporated a 9.3% return on common equity (48% of capital) and a 7.5% return on rate base.

\

After reaching a low in the late-1990's and early~2000's, the number of equity return
determinations for energy companies has generally increased over the last several years. The total
number of electric and gas equity return determinations in 2008 (67) was 180% greater than the number
in 2000 (24). Increased costs, including environmental compliance expenditures, and the need for
generation and delivery system infrastructure upgrades and expansion at many companies argue for a
continuation of the increased level of rate case activity over the rem several years. However, cost
efficiencies from technological improvements, the use of multi-year settlements that do not specify return
parameters, and a reduced number of companies due to mergers may prevent the number of rate cases
and equity return determinations from significantly increasing further. We note that electric industry
restructuring in many states has led to the unbundling of rates, with state commissions authorizing
revenue requirement and return parameters for delivery operations only (which we footnote in our
chronology), thus complicating historical data comparability. We also note that the financial crisis that
began in September 2008 and the resulting significant increase in non-U.s. Treasury debt yields may
indicate that utility equity costs have increased and lead to higher authorized ROEs by commissions.

The individual electric and gas cases listed on pages S through 11 are presented with the decision
date shown first, followed by the company name, the abbreviation of the state issuing the decision, the
authorized rate of return (ROR) and ROE, and the common equity component of the adopted capital
structure. If the capital structure included cost~free capital or investment tax credit balances at the overall
rate of return, an asterisk (*) follows the number in this column. Next we show the month and year in
which the adopted test year ended, whether the commission utilized an average or a year-end rate base
valuation, and the amount of the permanent rate change authorized. Fuel adjustment clause and other
rider-related rate changes are not reflected in this study.

The table on page 2 shows the average ROE authorized annually since 1990, and by quarter since
2002, in major electric and gas rate decisions, followed by the number of observations in each period. The
tables on page 3 show the composite electric and gas industry data for all the cases included in the
chronology of this and earlier reports, summarized annually since 1995 and by quarter for the past
eight quarters.

l

L

.J
< EXHIBIT (Text continued on page 4.)



RRA
Averatle Eauitv Returns Authorized January 1990 - December 2008

Year

1990

1991

1992

1993

1994

1995

1995

1997

1998

1999

zoom

2001

Period

Full Year

Full year

Full Year

Full year

Full Year

Full Year

Full Year

Full Year

Full Year

Full Year

Full Year

Full Year

Electric Utilities

ROE °/o (# Cases)
12.70 (44)

12.55 (45)

12.09 (48)

11.41 (32)

11.34 (31)

11.55 (33)

11.39 (22)

11.40 (11)

11.66 (10)

10.77 (20)

11.43 (12)
11.09 (18)

Gas Utilities

ROE % (# Cases)

12.67 (31)

12.46 (35)

12.01 (29)

11.35 (45)

11.35 (28)

11.43 (16)

11.19 (20)

11.29 (13)

11.51 (10)

10.66 (9)

11.39 (12)
10.95 (7)

2002

1st Quarter
2ndQuarter
3rd Quarter
4th Quarter
Full Year

10.87

11.41

11.06

11.20

11.16

(5)
(6)
(4)
(7)
(22)

10.67

11.64

11.50

10.78

11.03

(3)
(4)
(3)
(11)
(21)

2003

1st Quarter
2nd Quarter
3rd Quarter
am Quarter
Full Year

11.47

11.16

9.95

11.09

10.97

(7)
(4)
(5)
(6)
(22)

11.38

11.36

10.61

10.84

10.99

(5)
(4)
(5)

(11)
(25)

2004

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter
Full year

11.00

10.s4

10.33

10.91

10.75

(3)
(6)
(2)
(8)
(19)

11.10

10.z5

10.37

10,66

10.59

(4)
(2)
(8)
(5)
(20)

2005

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter
Full Year

10.51

10.05

10.84

10.75

10.54

(7)
(7)
(4)
(11)
(29)

10,65

10.54

10,47

10.40

10,46

(2)
(5)
(5)

(14)
(25)

2005

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter
Full Year

10.38

10.68

10.05

10.39

10.36

(3)
(6)
(7)
(10)
(26)

10.63

10.50

10.45

10.14

10,43

(6)
(2)
(3)
(5)
(16)

2007

1st Quarter
2nd Quarter
3rd Quarter
4th Quarter
Full Year

10.27

10.27

10.02

10.56

10.36

(B)
(11)
(4)
(16)
(39)

10.44

10.12

10.03

10.27

10.24

(10)
(4)
(8)
<15>
(37)

z.

2008

let Quarter
2nd Quarter
3rd Quarter
4th Quarter
Full Year

10.45

10.57

10.47

10.33

10.46

(10)
(8)
(11)
(8)
(37)

10.38

10.17

10.49

10.34

1o.37

(7)
(3)
(7)
(13)
(30)
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l

l

I

N
I
I

1995

1996
1997
1998
1999
2000
2 0 0 1
2002

2003
2004

2005
2006

E§ri9s1
Full Year

Full Year
Full Year

Full Year
Fut\ Year

Full Year
Full Year
Full Year

Full Year
Full Year

Full Year
Full Year

RQR °/Q r# Ca=es\
9.44 (30)
9.21 (20)
9.16 (12)
9.44 (9)

8.81 (18)
9.20 (12)

8.93 (15)
8.72 (20)

8.86 (20)

8.44 (18)
8.30 (26)
8.24 (24)

Eleqgriq LJ;illkjes~»$ummarv Table*
Eq. as %

cam Starr. I# Ca<esW
45.90 (30)
44.34 (20)

48.79 (11)
46.14 (B)

45.08 (17)
48.85 (12)

47.20 (13)
46.27 (19)

49.41 (19)
46.84 (17)

46,73 (27)
48.67 (23)

ROE 0/
11.55
11.39
11.40
11.56
10.77
11,43
11.09
11.16

10.97
10.75
10.54
10.36

f# <T3sas\

(33)
(22)
(11)
(10)

(20)
(12)

(18)
(22)

<22)

(19)
(29)

(26)

Amt.

. I# Cases!
455.7 (43)

-5.6 (38)
-553.3 (33)
-429.3 (31)

-1683.8 (30)
-291.4 (34)

14.2 (21)

-475.4 (24)
313.8 (12)

1091.5 (30)

1373.7 (36)
1465.0 (42)

2007

esc Quarter

2nd Quarter
3rd Quarter
4th Quarter

Full Year

8.44
7.94
7.90
8.38
8.22

( 8 )

( 1 1 )

(4)

(15)

(38)

10.27
10.27
10.02
10.55
10.36

(8)
(11)

(4)
(16)

(39)

47.80
46,02
48.34
49.59
48.01

(8)

(11)
(4)
(14)
(37)

403.5
718.6
119.1
160.7

1401.9

(9)
(12)
(6)
(19)
(46)

it  Quarter
2nd Quarter

3rd Quarter
4th Quarter

Full Year

8.36

8.21

8.32

8.09
8.25

10.45
10.57

10.47
10.33

10.46

49.25

47.64
48.96

47.58

48.41

802.9
510.5
737.5

848.5
2899.4

\

2008

(9)

(7)
<10)
(9)

(35)

(10)
(8)

(11)
(8)

(37)

(8)
(7)

( w )
(8)

(33)

(9)
is)

(13)
(12)

(42)

Amt.
$ mil. 4

\

Period
Full Year
Full year
Fun Year
Full Year

Fuji Year

Full Year
Full Year
Full Year
Full Year

Full Year
Full year

1

1995

1996
1997
1998
1999
2000

2001
2002
2003
2004
2005
2006 Full Year

ROR °/o (4: cases)
9.64 (16)
9.25 (23)
9.13 (13)
9.46 (10)

8.86 (9)
9.33 (13)

8.51 (6)
8.80 (20)
8.75 (22)
8.34 (21)
8.25 (29)
8.51 (16)

Gas Utilities--summary yalzle*
Eq. as °/o

coo. Strut. (# Cases)
49.98 (15)
47.69 (19)
47.78 (11)
49.50 (10)

49.06 (9)
48.59 (12)
43.96 (5)
48.29 (18)

49.93 (22)
4S.90 (20)
4.9.66 (24)
47.43 (16)

ROE °/9
11.43
11.19
11.29
11.51

10.66
11.39

10.95
11.03
10.99
10.59
10.46
10.43

(# Cases)

(16)
(20)
(13)
10)

(9)
(12)
(7)
(21)

(25)
(20)
(26)
(16)

-61.5
193.4

-82.5
93.9
51.0

135.9
114.0
303.6

2.60.1
303.5
458.4

444.0

pa: Cases)

(31)
(34)
(21)
<20)
(14)

420)
(11)

(26)
(30)
(31)
(34)

(25)

I

\

let Qua rte
2nd Quarter
3rd Quarter
4th Qua rte

Full year

10.44

10.12
10.03

10.27
10.24

48.33
49.67

48.70

47.74
48.37

1SB.4
37.3

402.0

215.7
813,4

l

2007

8.40
8.32
7.88

7.97
8.12

(10)
(3)
(7)
(12)

(32)

(10)
(4)
(B)

(15)

(37)

(9)
(4)
(6)

(11)

(30)

(13)
(5)

(12)

(18)

(48)

\

2008

let Quarter

2nd Quarter
3rd Quarter
4th Quarter
Full Year

8.78
8.28
8.33
8.45

8.48

(7)

(3)
(7)
(13)
(30)

10.38
10.17
10.49

10.34
10.37

(7)
(3)
(7)

(13)
(30)

52.07

sumo
50.58
49.25

50.47

(7)
(3)

(7)
(13)

( 30 )

129.6
52.0

212.8

390.4
884.8

(7)

(4)
(10)
(20)

(41)

* Number of observations in each period indicated in parentheses.

I
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The table below tracks the average equity return authorized for all electric and gas rate cases
combined, by year, for the last 19 years. As the table reveals, since 1990 authorized ROEs have generally
trended downward, reflecting the significant decline in interest rates that has occurred over this time frame.
The combined average equity returns authorized for electric and gas utilities in each of the years 1990 through
2008, and the number of observations for each year are as follows:

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999

12.69°/o
12.51
12.06
11.37
11.34
11.51
11.29
11.34
11.59
10.74

( 7 5 )
( 8 0 )
( 7 7 )
( 7 7 )
( 5 9 )
( 4 9 )
( 4 2 )
( 2 4 )
( 2 0 )
( 2 9 )

2000
2001
2002
2003
2004
2005
2006
2007
2008

11.41
11.05
11.10
10.98
10.67
10.50
10.39
10.30
10.42

( 2 4 )
( 2 5 )
( 4 3 )
( 4 7 )
( 3 9 )
( 5 5 )
( 4 0 )
( 7 6 )
( 6 7 )
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RRA

ELECTRIC UTILITY DECISIONS

1 ROR
0/9

ROE

°/o

Common

Eq. as %

CaD~ scr-

Test Year
&

Rate base. i m p Wmnany (State)

Amt.
.

I
I

1
i

1/5/07

1/5/07

1/11/07

1/11/07

1/11/07
1/12/07

1/19/07

Oklahoma Gas & Electric (AR)

Puget Sound Energy (WA)

Metropolitan Edison (PA)

Pennsylvania Electric (PA)

Wisconsin public service (Wt)

Portland General Electric (OR)

Wisconsin Power and Light (WI)

5 . 36

8 . 4 0

7 . 5 2

7 . 9 2

1 2 . 9 3

8 . 2 9

9 . 2 7

10 . 00

1 0 . 4 o

1 0 . 1 0

10 . 10

1 0 . 9 0

1 0 . 1 0

1 0 . 8 0

32.33 *

44.00

49.00

49.00

57.46
s0.oo (Hy)

54.13

12/05-YE

9/05-A

12/06-yE

12/05-YE

12/07~A/p

12/07-A

12/07-A/P

5_4 (8)

-22.8

58.7 (D)

50.2 (D)

56.7

20.5 (Z)

36.2' |

1

N 3/21/07 pacific Gas and Electric (CA)

3/22/07 Rockland Electric (NJ) 7.83 9.75 46.51
12/07-A

12I06~YE

192.2  can

6.4 (5,D)

2007 403.5
ah--

157 QUARTER: AVERAGES/TOTAL

MEDIAN

OBSERVATIONS

8.44
8.11

8

10.27

10.10

8

47.80

49.00

8 9

7.36

8.39

8.93

8.44

7.94

9.06

10.00

10.25

10,25

10.50

10.20

10.70

41.11 *
48.17
48.17
45.07
52.22
47.29

5/15/07

5/17/07

5/17/07

5/22/07

5/22/07

5/23/07

5/24/07

5/25/07

Appalachian Power (VA)
Aquila (MPS) (MO)

Aquila (L&p> (Mo)

Monongahela Pow./potomac Ed. (WV)

Union Electric (MO)

Nevada Power (NV)

AEP Texas norm (TX)

public Service of new Hampshire (NH) 7.55 9.67 47.66

12/05-YE

12/05-YE

12/05-YE

12/05-YE

6/U6-YE

6/06-YE

6/06-YE

12/05-A

24.0

45.2

13.6

-6.2

41.8

120.5

13.7 (op)

5 0 . 1  ( B e )

|

6/15/07

6/21/07

6/22/07

6/28/07

Energy Arkansas (AR)

PacifiCorp (WA)

Appalachian Power (WV)

Arizona public Service (AZ)

5_58

8.06

7.67

8.32
(E)

9.90
19.20
10.50
10.75

(E)

32.19 x

46.00

42.88 (E)

54.50

6/96-yE

3/06-A

12/06~YE

9/05-YE

-5.7
14.4 (R)

85 .5  ( B l )

321.7

2007 718.62ND QUARTER: A VERA G55/TOTAL

MEDIAN

OBSERVATIONS

7.94
8.06

11

10,27

10.25

1 1

46.02

47.29

1 1 12

12/05~YE7/3/07

7/12/07

7/19/07

7/19/07

7/27/07

El Paso Electric (NM)

Granite State Electric (NH)

Delmarva Power & Light (MD)

Potomac Electric Power (MD)

Southwestern Public Service ('D<)

8.61

7.68

7.99

9.67

10.00

10.00

50.00 (Hy)

48.63

47.69

9/06-A

9/06~A

9/05-YE

5.S (B)

-2.2 (B,D,Z)

14.9 (0,2)

10.6 (0.2)

23.0 (B)

8/15/07 Southern Indiana Gas & Electric (IN) 7.32 10.40 47.05 * 3/06-YE 67.3 (B)

2007 3RD QUARTER! AVERAGES/TOTAL

MEDIAN

OBSERVATIONS

7.9o

7.84

4

10.02

1o.0o

4

48.34

48.16

4

119.1

I

w
I

6
l

I
I

10/9/07 public Service of Oklahoma (OK)

10/18/07 Orange and Rockland Lltlllties (NY)

10/31/07 Electric Transmission Texas (TX)

8,01

7.56

7,88 (R)

10.00

9.10

9.96

46.02

47.54

4o.o£) (H/)

6/06~YE

6/OB-A

6/08~YE

9.8 ( t)

0.9

12.0 (R/Tr,3)

I
\

i
I

l

5.



1401.92007

46

19.35

10.25

39

4a.o1

48.17

37

8.22

8.28

38

FULL YEAR: AVERAGES/TOTAL

MEDIAN

OBSER VA TIONS

RRA

ELECTRIC UTILITY DECISIONS (continued)

ROR

Common

Eq. as °/o
Can. Sir.DatQ 9Qmnanv Fitatel °/o

ROE
8/Q

Test Year

&

Rate Base
Amt.

. l

11/20/07 Kansas City Power &Light (KS)

11/29/07 Cheyenne Light, Fuel & Power (WY)

11/29/07 Wisconsin Power andLight (WI)
8.84 10.90 54.00 (Hy) 9/06-YE

12/08-A

28.0 (B)

6.7 (B)

25.8 (4)

8.68 10.75 57.62

9 . 96

10 . 80

10 . 70

10 . 20

1 1 . 0 0

10 . 20

11 . 35

40.00 (Hy)

57.36

53.32

46.00

53.00

12/05-YE

12/07 -YE

6/06-YE
12/08-A/p

3/07-YE

12/06-A

12/06-YE

7 . 5 0

9.08

8 . 6 2

B. 20

8 . 57

8 . 6 0

8.79

8 . 4 0

8 . 7 5

8 . 27

s2.oo

49.00

48.00

50.40

12/6/07 Kansas City Power & Light (MO)

12/6/07 PPL Electric Utilities (PA)

12/13/07 AEP Texas Central (TX)
12/14/07 Madison Gas and Electric (WI)

12/14/07 South Carolina Electric & Gas (SC)

12/19/07 Avesta Corporation (WA)

12/20/07 Duke Energy Carolinas (NC)

12/20/07 Bangor Hydro-Electric (ME)

12/21/07 pacific Gas and Electric (CA)

12/21/07 San Diego Gas & Electric (CA)

12/21/07 Southern CaliforniaEdison (CA)

12/28/07 Paci6Corp (lo)

12/31/07 Georgia Power (GA)

11.10
11.50

10.25
11.25

12/08-A

12/08-A

12/08-A

12/06

7/OB-A

35.3

5s.o RB,D>
40.8 (LD)

16.2

76.9 (B)

30.2 (B)

-286.9 (Bp)

1.1 (319)

0.0

8.2

-9.6

11.5 (B)

99.7 (B) \

2007 160.7

I

4TH QUARTER: A VERAGE5/TOTAL

MEDIAN

OBSERVATIONS

8.38

11.57

15

10.56

10.73

16

49.59

49.70

14 19

.r

1/8/08
1/x7/08
1/28/08
1/30/08
1/31/08

Northern States Power-Wisconsin (WI)
Wisconsin Electric Power (Wt)
Connecticut Light & Power (Cr)
Potomac Electric Power (DC)
central Vermont Public Service (w)

9.67
9.26
7.72
7.96
8.50

10,75
10.75
9.40

10.00
10.21 (R)

52,51
54.36
48.99
46.55
50.02

12/08-A
12/08yA/P
12/06-YE

Z/07-A
12/06-A

39.4
148.4 (Z)

97.9 <D.z>
28.3 ow
6.4 (B)

11.7O (5)
l

2/6/08
2/28/08
2/29/08
3/12/08
3/25/08
3/31/08

Interstate Power & Light (IA)
Idaho Power (iD)
Fitchburg Gas & Electric (MA)
PacifiCorp (WY)
Consolidated Edison of New York (my)
Virginia Electric Power (VA)

8.10
8.38
8.29
7.34

10.25
10.25
9.10

12.12 (8)

42.80

50.80
47.98

12/06-YE

8/08
3/09~A

32.1 (B)
2.1 (0)

23.0 (BJ)
425.3 (D)

2008 802.910.45
10.25

10

49,25
49.51

8

IT QUARTER: AVERAGES/TOTAL
MEDIAN
OBSER VA TIONS

8.36
8.29

9 9

4/22/08
4/24/08

MDU Resources (MT)
Public Service Co. of New Mexico (NM)

8.58
8.24

10.25
10.10

S0.67
51.37

12/D6-A
9/06~YE

4.1 (B,z>

34.4

5/1/08
5/27/08
5/30/08

Hawaiian Electric Company (HI)
UNS Electric (AZ)
Idaho Power (ID)

8.66
9.02

(9)

10,70
10.00

55.79
48.85

12/0S-A
6/06-YE

44.9 (Be,])

4.0
8.9

3

6.



2008 2899.48.25
8.27

35

YEAR-TO-DA TE: AVERA GFS/ TOTA L
MEDIAN
OBSERVA TIONS

4 8 . 4 1
48 . 99

3 3

10. 46
10 . 25

3 7 4 2

RRA 7,
ELECTRIC UTILITY DECISIDNS (continued)

ram company (State)
ROR
0/9

RO E
0/9

Common
Eq, as °/o
CaQ. Str-

Test Year
&

Rate Base
Am t .

§..Mi.L

6.93 41.75 * 12/08-A 221.0 (1)6/10/08
6/16/08
6/27/08
6/27/08
6/30/08

Consumers Energy (MI)
MidAmerican Energy (IA)
Appalachian Power (WV)
Sierra pacific Power (NV)
Oncer Electric Delivery (To)

7.65
8.41

10.70
11.70 (s,10)
10.50
10.60 (11)

41.54
43.49

12/07-YE
6/07-YE

12/06

106.1 (B)
87.1

--- (D,z2)

2008 s1o.s2ND QUARTER: A AVERAGES/TOTAL
MEDIAN
OBSERVA TIONS

1o .57
10. 55

8

47.64

48.85
7

win:

8 .21
8.41

7 8

7/1/08
7/2/08

7/10/08
7/16/08
7/30/08
7/31/08

Central Maine Power (ME)
Northwestern Corporation (MT)
Otter Tan Corporation (Mn)
Orange anti Rockland Utilities (NY)
Empire District Electric (MO)
San Diego Gas & Electric (CA)

(14)
8.33
7.69
8.92

us)

10.43
9.40

10.80

(15)

50.00
48.00
50.78

(15)

i 2/06-A
6/09-A

6/07-YE
12/08~A

-2o.3 (e,D, to)
1o.o (5,1>

3.8 (t)
15.6 (op)
22.0

234.9 (B,z)

8/11/08
8/26/08
8/27/08

pacinCorp (UT)
Southwestern Public Service (NM)

MldAmerican Energy (IA)

8.29
8.27

10.25
10.18
11 .70 (B,16)

50.40
51.23

12/08-A
12/06-YE

39.4 (R)
13.1

i

9/10/08
9/24/08
9/24/08
9/24/08
9/30/08

Commonwealth Edison (IL)
Central Illinois Light (IL)
Central Illinois Public Service (IL)
Illinois Power (IL)
Avista Corp, (ID)

8.36
8.01
8.20
8.68
8.45

10.30
10.65
10.65
10.65
10.20

45.04
46.50

47.91
51.75
47.94

12/Q6-YE

12/06-YE
12/06-YE
12/06-YE
12/07-A

273.6 (D)
-2.8 (D)
22,0 (O)

1039 (D)
23.2 (B)

2008 3RD QUA RTER: A AVERAGES/TOT/I L

MEDIAN
OBSERVA TIONS

8 . 32
8 . 3 1

1 0

10,47
10,43

1 1

48 . 96
4 9 . 0 0

1 0

737,5

1 3

10/8/08

10/8/08

PacifiCorp (we)

Puget Sound Energy (WA)
8.06

8.25 10.15 46.00 9/07-A
20.4 (5)

1302 (5)

8.25 (17)
7.69

10,00 (17)
10.20

50.00 (17)11/13/08 NorthWestern Corporation (MT)
11/17/08 Appalachian Power (VA) 12/07 167,9 (LB)

I .

8.03 10.25 42.50 12/06-yE

7.16
8.33
8.22

11.00
10,10 (Be)
10.20

40.68 *

50.00
46.30

12/1/08 Tucson Electric Power (AZ)
12/17/08 Duke Energy Ohio (OH)
12/18/08 Madison Gas and Electric (WI)
12/23/08 Detroit Edison (MI)
12/29/08 Portland General Electric (OR)
12/29/08 Avesta corporation (WA)
12/30/0B Wisconsin Power and Light (WI)
12/30/08 Wisconsin Public Service (WI)
12/31/08 Northern States power (ND) 8.80 10.75

53.41

51.77

12/D9
12/09-A
12/09-A
12/07-A

12/O9
12/09
12/08

136.8 (B)

98.0 {B,Gr1,E,Z)
-2.7
83.6

121.0
32.5 (B)
0.0 (8)

48.0 (B,18)

12.8 (LB)

zoos 4TH QUARTER: AVERAGES/TOTAL
MEDIA N

OBSER VATIONS

8.09
8.22

9

10.33
10.20

8

47 . 58
48 . 15

8

848.5

1 2

l

l

I



RRA

GAS UTILITY DECISIONS

Q§I8 qQmpanv !$tate\

RO R
o/9

ROE
o/2

Common

Eq. as °/o
can- sv-

Test Year

&

Rate Base

Amt.
_

10.40

11.00

10.90

44.00

42.94 *

57.46

9/05-A

12/07-A/P

1/S/07

1/9/07

1/11/07

1/12/07

1/19/07

1/26/07

Puget Sound Energy (WA)

SEMCO Energy Gas (MI)

Wisconsin public Service (WI)

cascade Natural Gas (WA)

Wisconsin Power and Light (WI)

Fitchburg Gas 8: Electric (mA)

8.40

7.75

8.62

8.85

9.15 10.80

10.00

54.13 L2/07-A/P

29.5

12.6 (5)

18.9

7.1 (8)

-1 .9

2.2 (8,2)

2/8/07 PPL Gas u!ziliti€s (PA) 8.44 10.40 51.79 (Hy) 12/06-YE 8.1

8.60 10.10 53.60 3/06-YE

7.73 10.25 46.90

3/14/07

3/1 s/07

3/20/07

3/21 /07

3/22/07

3/29/07

Connecticut Natural Gas (CT)

Union Electric (MO)

Delmarva Power 81 Light (DE)

pacific Gas and Electric (CA)

Southern Union (MO)

Ammos Energy (TX)

8.60

7.90

10,50

10.00

36.06 (19)

48.10

3/06-A

12/07~A

12/05-YE

12/05-YE

14.4 (B)

6.0 (8)

9.0 (5-1)

20.5 can

27.2

4.8

2007 10.44

10.40

10

158.41ST QUARTER: A AVERAGES/TOTAL

MEDIA N

OHSER VATIONS

8.40

8-52

10

48.33

48.10

9 13

5/16/07 Aquila (KS) 5.1 (8)

a
I

6/5/07

6/13/07

6/29/07

6/29/07

Cascade Natural Gas (OR)

Northern States Power (ND)

Yankee Gas Services (CT)

public: Service Co. of New Mexico (NM)

8.96

8.03

7.96

10.10

10.75

10.10

9.53

45.00

51.59

50.30

51.80

12/07-A

6/06-A

12/05-YE

-0.7 (5)

2.2 (LB)

22.1 (B)

8.6

l

2007 37.3:ND QUARTER: AVERAGES/TOTAL

MEDIAN

OBSERVATIONS

10.12

10.10

4

49.67

50.95

4

»

8.32

8.03

3 5

8.67

6.06

10.25

9.59

60.17
34.29 *

6/06-A
10/06-YE

7/3/07

7/13/07

7/19/07

7/24/07

7/31/07

Public Service of Colorado (CO)
Arkansas Western Gas (AR)

Ladede Gas (MO)

Aquila (NE)
Ammos Energy (KY)

8.80 10.40 50.73 6/06~YE

32.3 (B)

5_8 (B)

3B.B (B)

9.2 (1)

5.5 (B)

7.20 10.15 47.05 3/06-YE8/1/07 Southern Indiana Gas BI Electric (IN)

8/21/07 Consumers Energy (MI)

8/29/07 Columbia Gas of Kentucky (KY) 10.50

5,1 (B)
49.8 (Be)

7.3 (B)
\

8.37

8.41

9.71

10.00

51.98 12/07~A

12/OS

9/10/07

9/19/07
9/20/07

9/25/07

Northern States Power-Minnesota (MN)

washington Gas Light (VA)
Pacific Gas and Electric (CA)

Consolidated Edison of New York (NY) 7.63 9.70 48.00 9/08-A

14.4 U)
3_9 (BJ)

27.6 (B,Z,Z0)

z02.5 (e,z)

2007 3RD QUARTER: A VERA GES/TOTAL

MEDIAN

OHSERVATIONS

7.88

8.37

7

10.03

10.08

8

48.70

49.37

6

402.0

12

\

8.

1



813.42007

48

48.37
49.50

30

8.12
8_34

32

FULL YEAR: AVERAGES/TOTAL
MEDIA N
OBSERVA TIONS

10 . 24
10. 20

3 7

RRA 9.

GAS UTILITY DECISIONS (continued)

Date: Qmmnany (State)

RO R
°/0

RO E

°/o

Common

Eq. as °/o
can- Stl'-

Test Year

&

Rate Base
Am t ,

'I

8.03 10.45 44.20 I0/08~A

3/07

a

10/8/07 Atropos Energy (TN)

10/12/07 South Carolina Electric & Gas (SC)

10/19/07 Delta Natural Gas (KY)

10/25/07 counterpoint Energy Resources (AR) 5.73

10.50

9.65 33.73 * 12/06-YE

4.0~. (B)

4.6

3.9 (B)

20.0 (B)

11/15/G7 Washington Gas Light (MD)

11/20/07 Arkansas Okiahorna Gas (AR)

11/27/07 UNS Gas (AZ)
11/29/07 Cheyenne Light, Fuel 81 Power (WY)

8.20
6.45
8.30
8.84

10.00

9.90

10.00

10.90

53.02

41.46 *

50.00

54.00 (Hy)

12/D5-YE

2/07~YE

12/05-yE

9/06-YE

20,6

3.3 (8>

5.3

4.4 (B)

9.09 10.80
\O.40

57.36

7.96

8.20

8.79

8.40

46.00

52.0x0

49.00

12/08-A/P

12/05

12/06»A
12/06-A

12/08~A

a l o 8 - A

10.20

11.35

11.10

9,8o

9.80

9.10

12/14/07 Madison Gas and Electric (Wt)

12/18/07 NorthW estern Energy Div. (NE)

12/18/07 Northwestern Energy Div. (SD)

12/19/07 Avista Corporation (WA)

12/21/07 Pacific Gas and Electric (CA)

12/21/07 San Diego Gas Bi Electric (CA)

12/21/07 Brooklyn Union Gas (NY)

12/21/07 KeySpan Gas East (NY)

L2/21/07 National Fuel Gas Distribution (NY)

12/28/07 Washington Gas Light (DC)
7.61 44.35 L2/08-A

6/06

7.8

1.5 (5)

3.1 (831)

3.3 (B)

0.0

1.4
46.9

B2.4

1.8

1.4 (B)

2007 4TH QUARTER: AVERAGES/TOTAL

MEO1AN

OBSERVATIONS

7.97

8.20

12

10.27

10.20

15

47.74

49.00
1 1

215 . 7

18

l
10.75
10.75
10.75

S2.51
S4.36
46.64

5_3
4.0

2o,11

1/8/08 Northern States Power-Wisconsin (W I)
1/17/08 Wisconsin Electric Power ( w t )
1/L7/GB Wisconsin Gas (W I)

9.67
9.15

10.91

12./08-A
12/08-A/p
12/08~A/p

l
2/5/08 North Shore Gas (IL)
2/S/08 peoples Gas Light GL Coke (IL)

2/13/08 Indiana Gas (IN)

7.96
7.76
7.80

9.99
18.19
10.20

56.00
s6.0o
48.99 *

9/06-YE
9/D6-YE

12/06-YE

-0.2
71.2
26.9 (B)

3/31/08 Avesta Corp. (OR) 8.21 10.00 50.00 12/06-A 2.3 <8,2)

2008 1ST QUA RTER: A VERA GES/TOTAL
MEDIAN
OBSERVATIONS

10.38
10.20

7

129.6

i

l

8 . 78
8 . 2 1

7

52.07
52 .51

7 7

4/23/08 Axis Energy (KS) 2.1 (B)

L

1 '5/28/08 Duke Energy (OH) B.4S 10.50 55.76 12/07~DC 18.2 (B)

6/24/08
6/27/08

At nos Energy (TX)
Quester Gas (UT)

7.98
8.41

10.00
10.00

4B.27
51.38

6/07-YE

12/0B-A

19.7 (22)

12.8 (Be)
E

\
I

1

l



2008
884.850.47

50.37
to

YEAR-TO-DA TE: A vEdA see/ TOTA L
MEDIA N
OBSER VA TIGNS

10. 37
10 . 35

3 0

8 . 4 8
8 . 4 1

3 0 1

10.
RRA

GAS UTILITY DECISIONS (continued)

D ate W m v a n v  f $ t a t e \
RO R
°/o

ROE

°/t>

Common
Eq. as %
Cam Sir.

Test Year
al

R at e  Bas e
Amt.

s Mil.

2008 2ND QUARTER: A AVERAGES/TOTAL
MEDIAN
OBSERVA TIONS

8 . 28
8 . 4 1

3

10 . 17
10. 00

3

5 1 . 8 0
51 . 38

3

52.0

4

7/1/08
7/31/08
7/31/08

NorthWestern Corporation (MT)
San Diego Gas & Electric (CA)
Southern California Gas (CA)

<23)
u s )
(24)

(15)
(24)

(15)
(24)

12/08~A
12/08-A

S.0 (B,I)
33.0 (8,2>

214.0 <B.z)

8/27/08 SourceGas Distribution (CO) 8.26 10.25 53.13 8/07-A 14.9 (B)

9/2/08
9/17/08
9/24/08
9/24/08
9/24/08
9/30/08

Chesapeake Utilitleg (DE)
Ammos Energy (GA)
Central Illinois Light (IL)
Central Illinois Public Service (IL)
Illinois Power (lL)
Avesta Corp. (ID)

8.91
7.75
8.03
8.22
8.70
8.45

10.25
10.70
10.68
10.68
10.68
10.20

61.81
45.00
46.50
47.91
51.76
47.94

3/07
3/09-A

12/06-YE

12/06-yE
12/06-YE
12/07-A

0.3 (LB)
3.4

~9.2
7_7

39.8
3_9 (B)

2 0 0 8 3RD QUARTER: A AVERAGES/TDTAL
MEDIAN
OBSERVATIONS

8.33
8.26

7

10.49
10.68

7

5 0 . 5 8
47 . 94

7

312 . 8

10

7.76
8.25

10.30
10.15

51.20
46.00

8.49 (R)
8.80 10.06 55.40

32.5 (8)
49.2 (B)
3.7 (M)

40.5 (B.R)
1.2

41.5 (B)
76.5 (8)
15.7 (B)

10/3/08 new Jersey Natural Gas (NJ)
10/8/08 Puget Sound Energy (WA)
10/14/0B South Carolina Electric & Gas (SC)
10/15/08 East Ohio Gas (OH)
10/20/08 Counterpoint Energy Resources (To)
10/23/08 Columbia Gas of Pennsylvania (PA)
10/23/08 PECO Energy (PA)
10/24/08 Piedmont Natural Gas (NC)
10/24/08 Public Service of North Carolina (NC)

8.55
8.54

10.6O
10.60

51.00
54.00

4/08-YE

9/07-A
3/08

12/07-DC
12/07-YE

9/07
12/07

12/07-yE
12/07-YE 9.1 (B,25)

11/24/08 Southwest Gas-So. California Div. (CA)
11/24/08 Southwest Gas-no. California Div. (CA)
11/24/08 Southwest Gas-So. Lk. Tahoe Dist. (CA)
11/24/08 Narragansett Electric (Rl)

7_87

8.99
8.99

10.50
10.50
10.50
10.50

47.o0
47.00
47.00
47.71 (Hy )

12/09-A

12/09-A
12/09-A
9/07-A

2.4 (B,25)

-1.0 (B,26)
1.8 (B,26)

13.7

8.12 10.39 9/08-DC
12/3/08 Columbia Gas of Ohio (OH)
12/23/08 Consumers Energy (MI)
12/24/08 Southwest Gas (AZ)
12/26/08 northwest Natural Gas (WA)
12/29/08 Avista Corporation (WA)
12/30/08 Wisconsin Power and Light (WI)
12/30/08 Wisconsin public Service (WI)

8.86 (E)
8.40
8.22

10.00
10.10
10.20

43.44
50.74
46.30

53.41

4/07-YE
9/07-A

12/07-A
12/09
12/09

47.1 (B)
22.4 (B)
33.5
2.7 (B)
4.8 (B)

-3.9 (B)
-3.0 (B)

2008 4TH QUARTER: A VERA GES/TOTAL
MEDIA N
OBSERVA rrcws

8 . 4 5
8 . 4 9

1 3

10. 34
10 . 39

1 3

49 . 25
4 7 . 7 1

1 3

390.4

2 0
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1

RRA
11.

FOOTNOTES
A- Average
B~ Order followed stipulation or settlement by the parties. Decision particulars not necessarily precedent-setting or specifically

adopted by the regulatory body.
BD- Order followed partial stipulation or settlement by the parties. Decision particulars not necessarily precedent-setting Or specifically

adopted by the regulatory body.
D- Applies to electric delivery only

pc- Date certain
E- Estimated

Hy- Hypothetical capital structure utilized.
I- Interim rates implemented prior to the issuance of final order, normally under bond and subject to refund.

m- "Make-whole" increase based on return on equity or overall return of previous case
p- Partial inclusion of CWIP in rate base without AFUDC offset to income
R- Revised

Tr- Applies to electric transmission only
ye- Year-end

z- Rate change Implemented in multiple steps.
* Capital structure includes Cost-free items or tax credit balances at the overall rate of return.

9

(1) Rate increase effective retroactive to 1/1/07.
(2) Rate increase effective retroactive to 6/16/07.
(3) Represents initial revenue requirement for the newly established conpmany.
(4) Rate increase results from a limited issue reopening of a case initially decided on 1/19/07.
(5) Rate increase effective 2/20/08.
(6) ROE applies only to a proposed 200-MW wind generation facility, and is applicable over the 25~year depreciable life of the project.
(7) Rate increase effective 5/1/08.
(8) ROE applies only to a proposed 5B5-MW coal generation facility, is applicable for AFUDC and CWIP purposes and over the first 12

years of the Diant's commercial operation, and includes a 100-basis-point incentive premium.
(9) The 8.1% ROR utilized in the company's case decided on 2/28/08, was incorporated into this proceeding.

(10) ROE applies only to a proposed 108-MW wind generation facility, and is applicable over the 20-year depreciable life of the project.
(11) Commission also authorized a 1S0~basis-point ROE premium for the new, S14-MW, cornblned~cycle Tracy generating plant, and a

500-basis-point premium for demand~side management investments.
(12) Case abated by Commission at company request.
(13) Rate reduction ordered in conjunction with the authorization of a new five-year alternative regulation plan.

(14) Order noted that an ROR of 7.04% is implied in the approved settlement.
(15) Rate of return was not an issue in this proceeding. The authorized rate change incorporated the 10.7% return on equity (49% of

capital) and the 8.23% return on rate base previously authorized the company for 2007.
(16) ROE applies only to a proposed 52.5-MW wind generation facility over the 20-year depreciable life of the project.
(17) Return and capital structure parameters apply only to the company's 30% interest in the 740-MW coal-fired Colstrip Unit 4

generating plant.
(18) Represents base rate increase. The company's overall electric rates were unchanged as the base rate increase represents the

transfer to base rates of a $48 million fuel surcharge that was authorized on 7/3/08.
(19) Parent company capital structure utilized.
(20) Rate increases applicable to gas transmission and storage operations. Initial increase to be effective 1/1/08.
(21) Rate increase effective retroactive to 12/1/07.
(22) Parameters shown apply to parties for whom the case was fully litigated. A settlement executed with the majority of the cities

served by Ammos specified a total company $10 mellon rate hike based on a 9.6% ROE (48% of capital) and a 7.79% ROR. The
revenue requirement increase applicable ro the settlement's signatories is $8.2 million, while that applicable to non~signatories
subject to the Commission order is $3.5 million. The aggregate impact of the two rate adjustments is an $11.7 million increase.

(23) Order noted that an ROR of 7.59% is implied in the approved settlement. .
(24) Rate of return was not an Issue in this proceeding. The rate change incorpated the 10.82% return on equity (48% of capital) and

8.68% return on rate base authorized the company in its automatic cost of capital adjustment mechanism.
(25) Indicated rate hike represents distribution or margin rate increase. Because fixed gas costs were reduced by $8.4 million, the

net, overall rate Increase was $0.7 million.
(26) Additional increases authorized for each year 2010 through 2013.

Dennis Sperduto
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1 Q Just for the record, it has been marked as

2

3

Exhibit UNSG-38, which is an excerpt of his direct

testimony dated December 19, 2008, in the pending APS

4 rate case 08-0172.

5

6

If you would like me to repeat the question, you

recommended a ROE of ll percent in that case?

7 A. The Staff recommended ll I recommended a range

8 o f  9  t o l l . And as I o n

9

10

state the bottom of page 32,

lines 27 and 28, my 11.0 recommendation reflects Staff's

desire to aid APS in its efforts to attract capital

investment, as cited in testimony of Staff witness

12 Johnson

13

14

So the 11.0 was a policy decision by the

Commission Staff as a whole as to generate its revenue

15 requirement

16 " A

17

18

19

20

And as I state on line 27, lower cost of

equity could be justified," but the Staff policy decision

was the top of the range.

Q. And if you could read the sentence starting on

line 25 on page 32.

21 A Yes

22 Q

23 A.

Could you read that?

I would be glad toSure .

24

25

"Within this range, I recommend an 11.0 percent

level, or slightly above the return on equity approved by

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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Direct Testimony of David C. Parcel]
Docket No. E-01345A.08-01 '72
Page 32

1

2

f
=

setting, a fair rate of return is based on the utility's assets (i.e., rate base) and the book

value of the utility's capital structure. As stated earlier, maintenance of a financially

stable utility's market-to-book ratio at 100%,or a bit higher, is fully adequate tomaintain

the utility's financial stability. On the other hand, a maker price of a utility's common

stock that is 150 percent or more above the stock's book value is indicative of earnings

that exceed the utility's reasonable cost of capital. Thus, actual or projected earnings do

not directly translate into a utility's reasonable cost of equity. Rather, they must be

viewed in relation to the market-to-book ratios of the utility's common stock.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

My 9.5 percent to 10.5percent CE recommendation is not designed to result inrnarket~to-

book ratios as low as 1.0 for APS. Rather, it is based on current market conditions and the

proposition that ratepayers should not be required to pay rates based on earnings levels

that result in excessive market-to-book ratios.

XI.

Q,

A.

RETURN ON EQUTI'Y R;ECOM1V1ENDAT1ON

Please summarize the results of your three Cost of Equity analyses.

1
1
i

17
18
19
20
21
22

My three methodologies produce the following:

Discounted Cash Flow
Capital Asset Pricing Model
Comparable Earnings

9.5~11.0%
8.8-9.1%

9.5-10.5%

I
23

24

25

2.6

27

28

Q-

A.

What is your Cost of Equity recommendation for APS?

[recommend a cost of equity of 9.0 percent to 11.0 percent for APS. This reflects each of

my three cost of equity model results. Within this range, I recommend an 11.0 percent

level, or slightly above the return on equity approved for APS in the Company's last rate

proceeding. Even though a lower cost of equity (e.g., the mid-point of my 9.0 percent to

11.0 percent range) could be justified, my 11.0 percent recommendation reflects Staffs
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Direct Testimony of David C. Parcels
Docket No. G-04204A-08-0571
Page 7

1 The second decision is Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591

2 (1942). In that decision, the Court stated:

3

4

5

The rate-making process under the [Natural Gas] Act, Le., the fixing of

'just and reasonable' rates, involves a balancing of the investor and

6 consumer interests From the investor or company point of view it is

7

8

9

10

important that there be enough revenue not My for operating expenses

but also for the capital costs of the business. These include service on the

debt and dividends on the stock. By that standard the return to the equity

owner should be commensurate wide returns on investments i n other

l l

12

13

14

enterprises having corresponding risks. That return, moreover, should

be suf f icient to assure conf idence in the financial integrity of  the

enterprise, so as to maintain its credit and to attract capital. [Emphasis

added

15

16

17

The Hope case is also frequently credited with establishing the "end result" doctrine,

which maintains that the methods utilized to develop a fair return are not important as

18 long as the end result is reasonable.

19

20

21

22

23

24

25

The three economic and financial parameters in the Blue field and 2 decisions -

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that utility and its investors should be afforded an opportunity

(not a guarantee) to earn a return commensurate with returns they could expect to achieve

on investments of similar risk. The opportunity cost principle is consistent with the



177



DATA REQUEST PACKET NO. 2

Staffs Responses to UNS Gas' Data Requests:

UNSG 2.28
UNSG 2.36
UNSG 2.43
UNSG 2.44
UNSG 3.78
UNSG 3.83
UNSG 3.84

UNSG 3.88
UNSG 3.92
UNSG 3.95
UNSG 3.98
UNSG 3. 102
UNSG 3. 103
UNSG 3.104
UNSG 3. 105

?"

8

3/4/4844



ARIZONA CORPORATION COMMISSION
DOCKET no. G~04204A-08-0571

STAFP"S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

ff

' f

x

UNSG 3.78 Please provide spreadsheets and workpapers that support Staffs analysis of UNS
Gas' ability to earn the cost of equity recommended by Mr. Purcell. If no such
supporting rnateriads are available, please explain.

RESPONSE: Mr. Purcell does not address the future earnings of UNS Gas. His analyses
address the cost of capital for the Company.

RESPONDENT: DAVID C. PARCELL

WITNESS : DAVID c. PARCELL

I
\

81



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

K'

UNSG 3.98 Regarding the statement on page 40, lines 14-15, of Mr. ParceI1's Direct
Testimony, when does Mr. Parcels expect UNS Gas to earn his cost of capital
recommendation? Please provide any supporting analyses.

RESPONSE: Objection, Staff is not required to provide such calculations. Such
calculations are within the control of the Company. Mr. Parcels has not
addressed UNS Gas' projected earnings.

RESPONDENT : DAVID c. PARCELL

WITNESS : DAVID C. PARCELL

i

102
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1 Q~ Did Mr. Purcell offer any analysis regarding the Company's ability to earn its cost of

2

3

4

5

6

capital?

No. Despite the fact that Staff is recommending a rate increase that is less than 50% of

what UNS Gas has requested, and despite evidence presented in my Direct Testimony that

the Company requires all of the rate relief requested in order to earn its cost of capital, Mr.

Parcell merely assumes the Company will be able to do so.

7

8 Q- Has the Company been able to earn its cost of capital since its last rate increase was

implemented in December 2007?9

10

11

12

A.

13

14

15

16

17

18

No. Despite having higher than expected sales due to an unusually cold first quarter, the

Company realized an earned ROE of only 9.2%  in calendar year 2008, versus an

authorized ROE of 10.0% in UNS Gas' last rate case. For the twelve months ending

March 31, 2009, the Company's earned ROE dropped to 7.2% as a result of less favorable

weather and the impact of the economic recession on customer demands. As reflected on

page 27 of my Direct Testimony, at the time of our rate filing the Company anticipated

earning a ROE of 7.3% for calendar year 2009. Based on actual results through the first

quarter of 2009, as well as a reduced sales forecast, the Company now anticipates earning a

ROE of 7.2% in calendar year 2009.

19

20 Q- In light of the weakness in sales, has the Company revised its forecast of earnings in

2010 and beyond?21

22 A.

23

Yes. The table below, which is an updated version of the forecast presented on page 27 of

my Direct Testimony, shows the projected earnings and ROE for UNS Gas assuming the

Company is granted its full rate request and is allowed to implement new rates in

December 2009:

24

25

26

27

A.

23
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1

2 ($ Thousands) 2008 Actual 2009 2010 201 I

3

4

5

6

Gross Margin

Operating Expenses

Operating Income

Other Income - Net

Interest Expense

Pre-Tax Income

Income Tax Exp.

Net Income

$55,424

(34,757)

$20,668

150

(6,640)

$14,178

(5,640)

$8,538

$55,532

(37,222)

$18,310

142

(6,391)

$12,061

(4,790)

$7,270

$64,975

(40,592)

$24,383

186

(6,332)

$18,237

(7,225)

$1 l ,013

$66,099

(42,499)

$23,600

4 lb

(6,556)

$ I7,46 l

(6,917)

$10,544

7

8

9

1 0

11

Ending Common Equity

Return on Avg. Equity

$96,684

9.2%

$103,948

7.2%

$1 14,961
10.1%

$120,233

9.0%

12

13

14

As my be seen  in  the table above,  UNS Gas now projects that  i t  wil l  earn  a  ROE of on ly

10.1% in 2010 even if its rate request is granted in full and is implemented prior to January

2010. Even  th ough  th e Compan y h as t r immed i t s  for ecast  of oper a t in g expen ses an d

capi t a l  expen di tur es ,  t h e r educed  sa les  out look coupled  wi th  th e con t in ued  use of an

histor ical test year  for  rate setting purposes will make it  very difficult for  the Company to

earn  i ts cost  of capital  even if UNS Gas is granted the full  rate increase i t  has requested.

Based on this forecast, it should be apparent that the Company requires all of its requested

rate increase in order for it to have any opportunity of earnings its cost of capital.

15

1 6

1 7

18

1 9

2 0

2 1

22 Q- Wi l l  UNS G as  have  an  oppor tuni ty  to e ar n  i t s  c os t  of  c api ta l  i f  S ta f f ' s  r e ve nue

23 requirement is adopted"

24

25

No. The Company est imates tha t  i t  wi l l  be able to am an  ROE of on ly 6-7% i f Sta ff' s

revenue requirement is adopted.

26

27

24



1 Q-

2

How did you arrive at an estimate of UNS Gas' earned ROE under Staff's revenue

requirement?

3 A.

4

5

6

7

8

9

10

This calculation is very straightforward. Since Staff's recommended rate increase is $6.1

million lower than the Company's requested increase, this represents the approximate

difference in pre-tax earnings available to UNS Gas in the first full year under new rates.

Applying a 39% composite income tax rate to this value produces an after-tax earnings

difference of $3.7 million. Subtracting this amount from the forecasted earnings and

ending common equity balance in the table above results in forecasted earnings of $7.3

million and an earned ROE of 6.8%, a level comparable to the Company's current level of

earnings and the proposed cost of debt in this proceeding.

11

12 Q-

13

When estimating the earned ROE resulting from Staff's revenue requirement, should

the expenses and capital base of the Company also be adjusted in the forecast?

14 A. No. In making their reductions to UNS Gas' revenue requirement, Staff assumes that

15

16

17

18

19

20

21

22

23

24

25

certain expenses and investments are somehow not needed for the provision of retail gas

service. However, these expenses and investments do not disappear simply because Staff

assumes they are not needed. The other adjustments Staff made to UNS Gas' revenue

requirement relating to test year revenues, the cost of equity capital, and the ROR on

FVRB also have no bearing on what the Company will be required to spend on operating

costs and capital projects in the years to come. In the context of the "end result" test

referenced by Mr. Parcell, the adjustments made by Staff to test year expenses and rate

base have no relevance except for their impact on future operating revenues. It should be

clear that in applying such a results-based test, it is the practical effect of Staff's

recommendation on UNS Gas that should be considered, as opposed to a backward-

looking analysis that is based on historical data and assumed spending reductions.

26

27
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Q. Does Mr. ParcelI's pre-tax coverage ratio analysis constitute an "end results" test?

No. For example, if a utility regulator is too aggressive with expense and rate base

3 i
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7

i
i
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:

E

adjustments, a utility could be forced into bankruptcy - yet Mr. Parcell's approach would

lead one to conclude that the bankrupt utility is financially healthy on an adjusted basis.

Indeed, if Mr. Parcell were to apply the same approach he does in his testimony in this

case, it appears he would testify that the bankrupt utility was able to attract debt and equity

capital at reasonable rates and that it would be able to earn returns consistent with
i
) companies of similar risk. A test that shows a bankrupt utility is financially sound is no

9
I
i
i

test at all.

10
E

r

I
¢

l

11 [
r
I
l
Q Based on the financial impact of Staff's rate recommendations, do you believe that

12 the adoption of Staff's revenue requirement will result in earnings that are sufficient

13
E
i
r

E
I

to support UNS Gas' financial integrity?

14 A.

15

16

i
i
i
!
I31
1

l
Pt
I

No, I do not. If Staff's revenue requirement is adopted, it is obvious that UNS Gas will not

be provided with a reasonable opportunity to either earn its cost of capital or attract new

capital on reasonable terms.

17

I

I

I

I

18
i
i
I
11

B. Rebuttal of RUCO Witness William A. Rigsbv.

19 [

i

t
l

20 Ql

What does Mr. Rigsby have to say about UNS Gas' ability to actually earn its cost of

21 capital?

22 A.

23

24 :

25

I
i
E

26

Like Mr. Parcell, Mr. Rigsby's Direct Testimony does not say much in this regard, despite

making several references to the importance of providing a utility with an opportunity to

actually earn its cost of capital. The closest Mr. Rigsby comes to opining on the

prospective earnings of UNS Gas is a statement he makes on page 49 of his Direct

Testimony, lines 15-22:

27

26



1

2

3

I believe that my recommended cost of equity will provide UNSG
with a reasonable rate of return on the Company's invested
capital...As I noted earlier, the Hope decision determined that a
utility is entitled to am a rate of return that is commensurate with
the returns it would make on other investments with comparable
risk. I believe that my DCF analysis has produced such a return.

4

5

6

Mr. Rigsby's statement on page 9 of his Direct Testimony, lines 3-7, also touches on his

belief regarding the Company's ability to cam a reasonable ROR:

7

8

9

10

11

The FVROR that RUCO is recommending meets the criteria
established in the landmark Supreme Court cases of Blue field
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 entitled 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.

12

13 Q-

14

What financial analysis does Mr. Rigsby offer to support his conclusion that UNS Gas

will be provided with a "reasonable rate of return"?

15 None whatsoever. Nowhere does Mr. Rigsby evaluate the Company's ability to actually

16 earn its cost of capital under RUCO's rate recommendation. Instead, all he offers are

17

18

blanket assurances that the ROR recommended by RUCO will meet the requirements of

Hope and Bluefield, and that the Company will be provided with a reasonable ROR.

19

20 Q- Will UNS Gas have an opportunity to earn its cost of capital if RUCO's revenue

21 requirement isadopted?

22 A. No. The Company estimates that it will be able to ham an ROE of only 5-6% if RUCO's

23 This ROE is so low that it even falls below the

24

revenue requirement is adopted.

Company's 6.49% cost of debt that Mr. Rigsby recommends as reasonable.

25

26

27

A.

27



1 Q.

2

3

Based on the financial impact of RUCO's rate recommendations, do you believe that

the adoption of RUCO's revenue .requirement will result in earnings that are

sufficient to support UNS Gas' financial integrity?

4

5

No, I do not. If RUCO's revenue requirement is adopted, it is obvious that UNS Gas will

not be provided with an opportunity to either earn its cost of capital or attract new capital

6 on reasonable terns.

7

8 Iv. RATE OF RETURN ON FAIR VALUE RATE BASE.

9

10 A. Rebuttal of Staff Witness David C. Parnell.

11

12 Q- What does Mr. Purcell recommend regarding ROR on fair value"

13

14

15

Mr. Parcell's primary recommendation is that the Commission apply a 0% return on the

portion of FVRB that exceeds the original cost rate base. Mr. Parcel] refers to this portion

of the FVRB as the "fair value increment." In other words, Mr. Parcel] recommends no

16 return at all on the fair value increment. Thus, the revenue requirement is entirely

17

18

19

20

21

detennined by the ROR on original cost. This approach is mathematically equivalent to

the now-discredited "backing in" method formerly used by the Commission, where the

revenue requirement was determined by applying the weighted average cost of capital to

the original cost rate base, with a "fair value rate of return" being determined simply as a

fall out number.

22

23 Q- Is Mr. Parcell's recommendation consistent with recent Commission decisions?

24 No. Mr. Purcell presented the same recommendation in the "Chaparral City" remand

25
5 . . .

. . .case. The Commlsslon did not adopt Mr. Parcell's recommendation in its remand order,

26 Decision No. 70441. Mr. Parcel] also repeated this recommendation in the recent

27
5 Docket No. W-02l 13A-04-06 I6.

A.

A.

A.
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1 S o  i s the Commission b e l i e v e  th a t  y ou rt o

2 o r i g in a l  p r o p o s a l  h a s  n o  c r e d ib i l i t y ? I mean, I t r y ing'in

3 And I understand the company's

4 f r u s t r a t i o n ,  b u t  y o u ' r e  b a s i c a l l y you came back and you

5 sa id ,  we l l ,  you  know,  we  go t  such  a  bad  resu l t  f r om S ta f f

6 and RUCO, we're just going to go back to the first one

7 that we could have asked for.

8 So which one is the real request?

9 A. Madam Chair, when we look at the Staff and RUCO

l o ra te  recommendat ions  in  th is  case ,  we ' re  look ing  a t  earned

11 re turns  on  equ i ty  o f  rough ly  6  to  7  percen t  under  the

12
•

13

Staf f  case ,  and 4  to  5  percent  under  the  RUCO case

That ' s  not  a  susta inable  s i tuat ion  for  UNS Gas . And so

14 under  the  c i rcumstances ,  we  can ' t  a f fo rd  to  d iscount , i f

15 you  w i l l , tha t  r a t e  o f  r e tu rn  on  f  a i r  va lue  ra t e  base  w i th

16 that backdrop

17 Q But you thought you could before. I  mean ,  i sn ' t

18 t h i s  a  l i t i g a t i o n  p o s t u r e ,  o r  wh a t you know, under what

19 Because or ig inal ly  you thought you could

20 discount it, you could afford to discount it.

21 A. W e l l ,  we ' r e  t r y i n g  t o  b e  v e r y  u p  f r o n t . And in

22 my testimony, I  desc r ibe  how the  6 .8  pe rcen t  ra te  o f

23 return was derived, and basically using that rate of

24 re turn  produces  a  revenue  increase  o f  9 .5  mi l l ion And

25 when we take  tha t  $9 .5  mi l l i on  in to  accoun t  in  my  d i r ec t
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1 Q Y e s

2 A . Okay

3 Q

4

And if you go down under the section corporate

bonds,  you' l l  see util it ies. And could you read the

5 n u m b e r  u n d e r  t h e  A - r a t e d  b o n d , p l e a s e , f o r  r e c e n t

6 A . A-rated bonds for recent appears to be 5.7.

7 Q Okay And the Baa and BBB under recent?

8 A . That would be 6.7 percent

9 Q So would you agree from the time that you looked

10

11

at those bond yields that you have in your exhibit until

present time, it appears that those bond ratings t h o s e

12 bond yields have gone down?

13 A . Yes, that's consistent with what I just discussed

14 with Chairman Mayes

15 MR. POZEFSKY Your Honor, at this time I would

16 move for the admission of RUCO Exhibit 10

17 ACALJ NODES Just out of curiosi ty, how is i t

18 that you have in hand a document that's dated in the

19 f u t u r e ?

20 MR. POZEFSKY They release it on a Monday, Your

21 H o n o r

22 ACALJ NODES: Okay That's interesting

23 MR. POZEFSKY Well, now we have a forecasted

24 yield.
25 ACALJ NODES : Yeah, yeah Okay All right

• Any

Arizona Reporting Service, Inc. www.az-reporting.c0m
Court Reporting & Videoconferencing Center
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1 So is the Commission to believe that your

2 original proposal has no credibility? I mean, I 'm trying

3 And I understand the company's

4 frustration, but you're basically you came back and you

5 said, well, you know, we got such a bad result from Staff

6 and RUCO, we're just going to go back to the first one

7 that we could have asked for.

8 So which one is the real request?

9 A . Madam Chair, when we look at the Staff and RUCO

10 rate recommendations in this case,  we're looking at earned

11 returns on equity of roughly 6 to 7 percent under the

12 Staff case, and 4 to 5 percent under the RUC() case.

13 That 's not a sustainable situation for UNS Gas. And so

14 under the circumstances, we can't afford to discount, if

15 you will, that rate of return on f air value rate base with

16 that backdrop.

17 Q But you thought you could before I mean,  isn ' t

18 th i s  a  l i t i ga t i on  pos ture ,  o r  what you know, under what

19 circumstances? Because originally you thought you could

20 discount it, you could afford to discount it.

21 A. Well, we're trying to be very up front And in

22 my testimony, I descr ibe how the 6.8 percent  rate  o f

23 return was der ived,  and basical ly  using that  rate  o f

24 return produces a revenue increase of  9.5 mil l ion And

25 when we take that $9.5 mil l ion into account in my direct
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Assessing U.S. Utility Regulatory Environments

Ratemaking Practices And Procedures
The main, and often the most contentious, task of a regulator is to set the rates a utility may charge its customers.

We analyze specific rate decisions as part of the surveillance of each utility. Out regulatory assessments focus on the

jurisdiction's overall approach to setting rates and the process it uses to conduct and manage base rate filings.

Practices pertaining to separate tariff clauses for large expense items are examined in the third category of the

analysis (see below). In this part of the assessment, we concentrate on whether established base rates fairly reflect the

cost structure of a utility and allow management an opportunity to earn a compensatory return that provides

bondltolders with a financial cushion that promotes credit quality.

Notably, the analysis does not revolve around " authorized" returns, but rather on actual earned returns. We note

the many examples of utilities with healthy authorized returns that, we believe, have no meaningful expectation of

actually earning that return because of rate case lag, expense disallowances, etc. Although, in general, the absolute
level of financial returns is less important to out analysis than how that return is earned, we recognize that, all else

being equal, higher earned returns translate into better credit metrics and a more comfortable equity cushion for

bondholders. A regulatory approach that allows utilities the opportunity to consistently earn a reasonable return is a

positive factor in our view of credit quality.

1

8

The rates of return and capital structures used to generate the revenue requirement in rate proceedings may not be

the primary focus of the assessment, but those and other decisions made in the ratemaking process are still noted.
We consider those decisions to be potential signals from regulators on their attitude toward credit quality. We

believe that the capital structure in particular is a handy and direct indication from the regulator as to whether or

not creditworthiness is an important consideration in its deliberations when setting rates. Obviously, any

pronouncements from a regulator that explicitly address credit ratings or ratemaking practices that iNcorporate

credit-minded adjustments (e.g., the use of double-leveraged capital structures or off-balance-sheet debt-like

obligations) are considered in the Standard 86 Poor's assessment.

We analyze the issue of " regulatory lag" in a comprehensive manner and not just as a matter of the efficiency of the

regulator in completing rare cases. As part of this analysis, we evaluate the timeliness of rate decisions, coupled with

an evaluation of the test year. In addition, we take into account the timing of interim rates, and other practices that

affect the appropriateness of rates periodically established by the regulator. We do not view the issue of regulatory

lag as an intermittent concern, consequential only during times of acute inflation or rising capital spending, but as a

consistent part of our credit analysis. Accordingly, in our regulatory assessments we focus on whether the regulator

efficiently prosecutes rate requests and bases its decisions with respect to rate setting on the most current

information.

I

\

In our view, the prevalence of rate case settlements is not necessarily an important credit consideration. Although

the common assumption among market participants seems to be that a settlement must be in the best interest of a

utility, we believe this assumption disregards the possibility that management will sometimes make decisions based

on its effect on earnings at the expense of cash flow considerations. This does not mean we dismiss the ability of

stipulations to reach a fair resolution of difficult matters that help regulators issue timely and constructive rate

decisions. It just means that frequent settlements do not, in our view, directly lead to a conclusion that the

regulatory environment in a state enhances credit quality.

An important policy~re!ated issue outside of individual rate cases that falls under this part of the assessment is the

4Standard ac Poor's RatingsDirect | November 7, 2008

Standard 81 Pear's. AH rights reservaU, No reprint or dissemination wiVsau!S&P's permission, See Terms 01Use/Disclaimer on the last page.



183



UNS Gas / Rates
G-04204A-08-0-71

8/10/2009
Vol. I

1

1

2

BEFORE THE ARIZQNA CORPORATION COMMISSION

3

4
DOCKET NO.
G-04204A-08-0571

5

IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE RATES AND
CHARGES DESIGNED TO REALIZE A
REASONABLE RATE OF RETURN ON THE
FAIR VALUE OF THE PROPERTIES OF UNS
GAS, INC. DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

)
)
)
)
)
)
)
)

At :

Date :

F i l e d :

Phoenix, Arizona

August 10, 2009

August 14, 2009

6

7

8

9

10

11

12

13

14

REPORTER'S TRANSCRIPT OF PROCEEDINGS

15

16

17

18

19

20

VOLUME I
(Pages 1 through 238)

21

22

A R I Z O N A  R E P O R T I N G S E R V I C E , I N C .

Court Reporting
Suite 502

2200 North Central Avenue
Phoenix, Arizona 85004-1481

23
By:

24 Prepared for
IVIICHELE E. BALMER
Certified Reporter

Certificate No. 50489
25

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
(602) 274-9944

Phoenix, AZ



UNS Gas / Rates
G-04204A-08-0571

8/10/2009
Vol. I

2 2 3

1 equity or authorized rate of return that you had.

2 A. Well, actually, in my testimony I cite a Value

3 Line publication that indicates gas utilities on average

4 are earning ll to 12 percent, not 10 percent

5 Mr. Parcels's own comparable earnings analysis also

6 indicate that gas utilities are earning returns on equity

7 in the ll to 12 percent range
•

8 Q

9

My question would be, given that your equity

position to debt ratio is roughly comparable to the rest

10

11

of the industry, why is it that UNS is unable to provide a

return or dividend to its investors when these other

12 companies are able to do that?

13 A. Weak earnings and weak cash flow.

14 Q And why the weak earnings?

15 A. W e l l , f o r  o n e  r e a s o n , w e  w e r e  g r a n t e d , I  b e l i e v e ,

16 $5 million or thereabouts in our last rate case compared

17 t o

18 increase in our last case

I believe it was about $9.5 million requested

Another reason being that we

19 have a heavily volumetric rate design, so it's feast or

20 f amine as f Ar as the weather is concerned

21 Q And yet you acknowledge that at the beginning

22 part of 2008, the company benefited from the feast, so to

23 speak, on the weather, and yet you still projected that

24 for 2008 the company is going to struggle financially,

25 correct?
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Opinion

°*ting Drivers
l

Stable regulated operations with in historically challenging regulatory environment

I

Limited nowregulated exposure and ring~fencing

Strong creditmetrics
\

Cross-support within UES family

Corporate Profile

UNS Gas, inc. (UNSE: Baan senior unsecured (guaranteed), stable) is local distribution utility sewing
approximately 146,000 retail customers in Ariiorla. UNSG and UNS Electric, lo. (UNSE: Baan senior unsecured
(guaranteed), stable), a regulated electric utility in Arizona, are both subsidiaries of UniSource Energy Services
(UES) which is the guarantor. UES is a wholly owned subsidiary of UniSource Energy Corporation (UNS: Bal
senior secured bank credit facility (security limited to stock of certain subsidiaries), stable), whose largest
subsidiary is Tucson Electric Power (TEP: Baan senior unsecured, stable), a regulated electric utility in Arizona .

SUMMARY RATING RATIONALE
I

1

The Baan rating assigned to UNSG's senior unsecured notes reflects the interdependence that currently exists
between the company and its affiliate UNSE as a result of their shared credit facility and parental guarantee from
us. The rating reflects our view of the consolidated credit quality of UES, which guarantees the debt of both
UNSG and UNSE. On a stared~alone basis, UNSG has a credit profile moderately better than its rating as
evidenced by metrics that map to rating levels within the LDC gas utility methodology that are somewhat stronger
than its rating category.

1

\ AILED RATING CONSIDERATIONS

Regulated operations in historically challenging environment

Virtually all of UNSG's operations are regulated. Moody's generally views a significant percentage of regulated
tp://www.moodys.com/mocdys/cust/research/MDCdnr-Q/Qn/o r\r\'7'1 nnnnn r , - - f. ,

0A/56-../'f



UNS Gas, Inc. Page 2 of 4

operations as positive for credit quality as regulated cash flows tend to be more stable and predictable than those
of unregulated companies. This key factor is tempered somewhat by the regulatory environment of Arizona, which
Moody's generally ranks below average for U.S. regulatory jurisdictions in terms of expectation of timely recovery
of costs and predictability of rate decisions. Moody's also notes that three new commissioners began their term in
' -ruary 2009 and it is not clear how or whether this might impact Moody's perception of the regulatory

ironment in Arizona over time.

Regulatory lag continues although moderating capital expenditures are a litigant

UNSG's last fully litigated rate case was resolved in approximately 16 months with new rates in place reflecting a
historic test year that ended two years before the decision. This level of regulatory lag makes adequate and timely
recovery difficult to achieve. UNS Gas filed a general rate case in November 2008 requesting a $10 million rate
increase (6%) premised on an 11% ROE and 50% equity ratio using a June 2008 test year end. A decision is
expected by late 2009 or early 2010. Moody's expects further need for rate cases over the medium-term due to
regulatory lag and on-going capital expenditures. The utility is not expected to earn its 10% allowed ROE during
this time unless it receives adequate rate relief.

Capital expenditures were above $22 million annually from 2005-2007 but are expected to generally remain below
$20 million over the near-term. Moderating capital expenditures reduces the need for regulatory relief though lag is
expected to continue.

Effective recovery of purchased gas costs

UNSG has a gas cost recovery mechanism that appears to be functioning adequately. The Purchased Gas
Adjustor mechanism may be changed monthly based on a comparison of rolling twelve-month average actual gas
cost and gas costs in base rates, though there are limits to the levels of adjustments over a twelve month period.
UNSG may also request a surcharge to recover deferred balances. As of March 31, 2009, UNSG had a $6 million
over recovered purchased gas costs balance included as a current liability.

Due to the traditionally challenging regulatory environment in Arizona, as well as the uncertainty surroundingthe
impact of new commissioners, the regulatory supportiveness factor has been scored in the Ba range in the LDC
methodology framework.

| . _.i-regulated exposure and ring-fencing within UES is limited

Although UNSG's risk of exposure to non-regulated activities is considered quite modest as both UNSG and UNSE
are fully regulated, there is significant interdependence between the UES subsidiaries in the form of a shared
credit agreement and parental guarantee. Services are also shared with UniSource's primary regulated utility TEP.
UNSG contributed approximately 63% of consolidated UES' EBlT and 14% of consolidated UNS' EBIT.

The Arizona Corporation Commission (ACC) has not restricted UNSG's ability to pay dividends to its parent,
however, the utility has not paid a dividend over the last several years. There are dividend restrictions under the
company's notes and credit agreement, but UNSG is well within the limits imposed by these documents. Overall,
ring-fencing at UNSG maps within the Baa criteria outlined in the LDC Methodology.

Cross support of debt within UES constrains rating

The rating also recognizes the position of UNSE and UNSG as indirect subsidiaries of UNS through UES. UES is
an intermediate holding company with no operations or debt. Debt at UNSE and UNSG is guaranteed by UES,
which creates cross-support. UES has not historically received any dividend payments from its utility subsidiaries,
and none are anticipated for the foreseeable future. UNS has periodically contributed equity to UNSG in support of
its capital program and to strengthen its balance sheet.

Improved metrics provide credit support for weaker regulator environment

Credit metrics overall reflect on-going regulatory lag issues as well as the benefits of cost controls, and a modest
debt profile.

ROE, EBIT/Customer and EB\T/Interest

KG's average ROE, EBlTlCustomer and EBIT/Interest have historically mapped to the lower Baa/high Ba level.
in ZOOM, metrics improved moderately due to the impact of the base rate increase in late 2007 and slowing
customer growth, however. they continue to map to the high Ba/low Baa level. UNSG's metrics could improve
moderately within the Baa rating range if regulatory lag iS reduced or the company receives better than anticipated
rate relief.

ht tp  ' : / /www.moodys . com/moodys/ cust / research/MDCdocs/30/2007300000545586.asp '?doc_ id=20073000. .. 7 / 30 / 2009



Ala Aa A Baa Ba 8 Cao

UNS Gas, Inc.

RC¢7Debt, Debt to Capitalization and FCF/FFO

Page 3 of 4

UNSG's cash flow and debt-related credit metrics have historically mapped to the upper Baa/low A level. Retained
and free cash flow have improved as UNSG has not paid dividends to its parent recently and capital expenditures
* *ve begun to decline. This has allowed retained earnings to increase equity capitalization and also reduce the

,-d for new debt Financing. Continued moderating levels of capital expenditures are expected to increase free
cash flow and debt financing is expected to be minimal over the near-term. Beyond 2010, free cash flow is
expected to once again become negative unless rate relief is better than anticipated. Over time, these metrics
could improve to the low A range,

Liquidity Profile

UNSG's cash flow profile has generally been stable with operating cash flow approximately covering capital
expenditures, however, in 2008, cash from operations of $2.8 million were significantly below capital expenditures
of approximately $16 million. Cash on hand was used to meet the shortfall as cash sow was significantly impacted
by collateral postings and refunds from over-recovered purchased gas costs. Over the near-term, capital
expenditures of $19-21 million annually are expected to continue to be funded roughly by cash flow from
operations.

UNSG has two $50 million issues of senior unsecured notes outstanding, one maturing in August 2011 and one
maturing in 2015. UNSG's short term liquidity needs are supported by a joint UNSG/UNSE $60 million credit facility
which matures August 2011. Either borrower may borrow up to a maximum of $45 million, so long as the combined
amount does not exceed $60 million. As of March 31, 2009, there were no amounts drawn on the facility but UNSE
had $17 million of letters of credit outstanding and UNSG had $5 million of letters of credit outstanding which
reduced availability under the facility.

The UNSG/UNSE credit facility contains two financial covenants applicable to each borrower: for UNSE a
maximum debt to capital ratio of 65% and a minimum interest coverage ratio of 2.25 limes, for UNSG a maximum
debt to capital ratio of 67%, and a minimum interest coverage of 2.25 times. As of March 31, 2009, the ratios were
54% and 4.01 times at UNSE and 50% and 4.02 times at UNSG. The credit facility requires a material adverse
change (MAC) representation at each new borrowing. In Moody's opinion, the requirement of a MAC
representation significantly increases the risk that the credit facility may not be available when liquidity needs are
greatest.

»..¢ody's assumes that UNSG will manage the amount of its near term obligations within the limits of its available
sources of cash, including its committed bank credit facilities.

Rating Outlook

The stable outlook for UNSG reflects our expectations of continued stable or modestly improved cash flows
resulting from expected rate case decisions, an assumption that any increases in the cost of gas will continue to be
recovered on a relatively timely basis, and our understanding that future capital expenditures will be financed in a
manner intended to maintain UNSG's current level of financial strength and tiexibility.

What Could Change the Rating - Up

UNSG's rating is currently constrained by its interdependence with UNSE and our view of the consolidated credit
quality of UES. In the event this interdependence was reduced while UNSG retained its similar credit profile, the
rating or outlook could be revised upward. Alternatively, if there were to be an improvement in the consolidated
credit quality of UES, this could result in positive rating action for UNSG.

What Could Change the Rating - Down

A downward revision could occur if there is deterioration in the credit quality or ratings of UES or UNSE or UNSG
credit metrics decline to the low Baa/high Ba range, for example, RCF/Debt below 10% or EBlT / Interest coverage
of less than ex, or if regulatory support significantly worsens, then there could be a downward revision in the rating
or outlook.

Rating Factors

s Gas, Inc.

*Local Gas Distribution

Factor 1: Sustainable Profitability (20%)
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Factor 2: Regulatory Support (10%)

Regulatory Support and Relationship X
rector 3: Ring Fencing (10%)

a) Ring Fencing x
Factor 4: Financial Strength and Flexibility (60%)

a) EBIT/Interest (15°/0)
b) Retained Cash Flow/Debt (15%)
c) Debt to Sook Capitalization (excluding goodwill)

(15%)

d) Free Cash Flow/Funds from Operations (15%)

X

X

X

X

Rating:

a) Methodology Model Implied Senior Unsecured Rating

b) Actual Senior Unsecured Equivalent Rating
Baa2

Baan

a) Return on Equity (15%)

b) EBIT to Customer Base (5%)
X

X
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CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S (MIS) CURRENT OPINIONS OF THE
RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MIS DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS
CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL Loss
IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT
NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ARE
NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE
SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MIS ISSUES ITS CREDIT RATINGS
WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY

'D EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING,
. SALE.
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Opinion

§zab\e regulated operations with in historically challenging regulatory environment

p'4ting Drivers

Limited nor regulated exposure and ring-fencing

Strong credit metrics

Cross-support within UES family

Corporate Profile

UNS Gas, Inc. (LJNSE: Baan senior unsecured (guaranteed), stable) is local distribution utility sewing
approximately 146,000 retail customers in Arizona. UNSG and UNS Electric, inc. (UNSE: Baan senior unsecured
(guaranteed), stable), a regulated electric utility in Arizona, are both subsidiaries of UniSource Energy Services
(UES) which is the guarantor. UES is a wholly owned subsidiary of UniSource Energy Corporation (UNS: Bay
senior secured bank credit facility (security limited to stock of certain subsidiaries), stable), whose largest
subsidiary is Tucson Electric Power (TEP: Baan senior unsecured, stable), a regulated electric utility in Arizona.

w
l

\
SUMMARY RATlNG RATIONALE

i The Baan rating assigned to UNSG's senior unsecured notes reflects the interdependence that currently exists
between the company and its affiliate UNSE as a result of their shared credit facility and parental guarantee from
UES. The rating reflects our view of the consolidated credit quality of UES, which guarantees the debt of both
UNSG and UNSE. On a stand-alone basis, UNSG has a credit profile moderately better than its rating as
evidenced by metrics that map to rating levels within the LDC gas utility methodology that are somewhat stronger
than its rating category.

l 'AILED RATSNG CONSIDERATIONS

Regulated operations in historically challenging environment

Virtually all of UNSG's operations are regulated, Moody's generally views a significant percentage of regulated
tp://wvvwmoodys.com/moodys/cust/research/MDCdnvq/Qn/'>nn»1-1fl/vm/~ r , f- A ,
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operations as positive for credit quality as regulated cash flows tend to be more stable and predictable than those
of unregulated companies. This key factor is tempered somewhat by the regulatory environment of Arizona, which
Moody's generally ranks below average for U.S. regulatory jurisdictions in terms of expectation of timely recovery
of costs and predictability of rate decisions. Moody's also notes that three new commissioners began their term in
' weary 2009 and it is not clear how or whether this might impact Moody's perception of the regulatory

ironment in Arizona over time.

Regulatory lag continues although moderating capital expenditures are a litigant

UNSG's last fully litigated rate case was resolved in approximately 16 months with new rates in place reflecting a
historic test year that ended two years before the decision. This level of regulatory lag makes adequate and timely
recovery difficult to achieve. UNS Gas filed a general rate case in November 2008 requesting a $10 million rate
increase (6%) premised on an 11% ROE and 50% equity ratio using a June 2008 test year end. A decision is
expected by late 2009 or early 2010. Moody's expects further need for rate cases over the medium-term due to
regulatory lag and on-going capital expenditures. The utility is not expected to earn its 10% allowed ROE during
this time unless it receives adequate rate relief.

Capital expenditures were above $22 million annually from 2005-2007 but are expected to generally remain below
$20 million over the near-term. Moderating capital expenditures reduces the need for regulatory relief though fag is
expected to continue.

Effective recovery of purchased gas costs

UNSG has a gas cost recovery mechanism that appears to be functioning adequately. The Purchased Gas
Adjustor mechanism may be changed monthly based on a comparison of rolling twelve-month average actual gas
cost and gas costs in base rates, though there are limits to the levels of adjustments over a twelve month period.
UNSG may also request a surcharge to recover deferred balances. As of March 31 , 2009, UNSG had a $6 million
over recovered purchased gas costs balance included as a current liability.

Due to the traditionally challenging regulatory environment in Arizona, as well as the uncertainty surrounding the
impact of new commissioners, the regulatory supportiveness factor has been scored in the Ba range in the LDC
methodology framework.

I . _.i-regulated exposure and ring-fencing within UES is limited

Although UNSG's risk of exposure to non-regulated activities is considered quite modest as both UNSG and UNSE
are fully regulated, there is significant interdependence between the UES subsidiaries in the form of a shared
credit agreement and parental guarantee. Services are also shared with UniSource's primary regulated utility TEP,
UNSG contributed approximately 63% of consolidated UES' EBIT and 14% of consolidated UNS' EBIT.

The Arizona Corporation Commission (ACC) has not restricted UNSG's ability to pay dividends to its parent,
however, the utility has not paid a dividend over the last several years. There are dividend restrictions under the
company's notes and credit agreement. but UNSG is well within the limits imposed by these documents. Overall,
ring-fencing at UNSG maps within the Baa criteria outlined in the LDC Methodology.

Cross support of debt within UES constrains rating

The rating also recognizes the position of UNSE and UNSG as indirect subsidiaries of UNS through UES. UES is
an intermediate holding company with no operations or debt. Debt at UNSE and UNSG is guaranteed by UES,
which creates cross-support. UES has not historically received any dividend payments from its utility subsidiaries,
and none are anticipated for the foreseeable future. UNS has periodically contributed equity to UNSG in support of
its capital program and to strengthen its balance sheet.

Improved metrics provide credit support for weaker regulatory environment

Credit metrics overall reflect on-going regulatory lag issues as well as the benefits of cost controls, and a modest
debt profile.

ROE, EBIT/Customer and EBiT/Interest

.lG's average ROE, EBlTlCustomer and EBIT/Interest have historically mapped to the lower Baa/high Ba level.
In 2008, metrics improved moderately due to the impact of the base rate increase in late 2007 and slowing
customer growth, however they continue to map to the high Ba/low Baa level. UNSG's metrics could improve
moderately within the Baa rating range if regulatory lag is reduced or the company receives better than anticipated
rate relief.
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UNSG's cash flow and debt-related credit metrics have historically mapped to the upper Baa/low A level. Retained
and free cash flow have improved as UNSG has not paid dividends to its parent recently and capital expenditures
**ve begun to decline. This has allowed retained earnings lo increase equity capitalization and also reduce the

:d for new debt financing. Continued moderating levels of capital expenditures are expected to increase free
cash flow and debt financing is expected to be minimal over the near-term. Beyond 2010, free cash flow is
expected to once again become negative unless rate relief is better than anticipated. Over time, these metrics
could improve to the low A range.

Liquidity Profile

UNSG's cash flow profile has generally been stable with operating cash flow approximately covering capital
expenditures, however, in 2008, cash from operations of $2,8 million were significantly below capital expenditures
of approximately $16 million. Cash on hand was used to meet the shortfall as cash flow was significantly impacted
by collateral postings and refunds from over-recovered purchased gas costs. Over the near-term, capital
expenditures of $19-21 million annually are expected to continue to be funded roughly by cash flow from
operations.

UNSG has two $50 million issues of senior unsecured notes outstanding, one maturing in August 2011 and one
maturing in 2015. UNSG's short term liquidity needs are supported by a joint UNSG/UNSE $60 million credit facility
which matures August 2011. Either borrower may borrow up to a maximum of $45 million, so long as the combined
amount does not exceed $60 million. As of March 31, 2009, there were no amounts drawn on the facility but UNSE
had $17 million of letters of credit outstanding and UNSG had $5 million of letters of credit outstanding which
reduced availability under the facility.

The UNSG/UNSE credit facility contains two financial covenants applicable to each borrower: for UNSE a
maximum debt to capital ratio of 65% and a minimum interest coverage ratio of 2.25 times, for UNSG a maximum
debt to capital ratio of 67%, and a minimum interest coverage of 2_25 times. As of March 31, 2009, the ratios were
54% and 4.01 times at UNSE and 50% and 4.02 times at UNSG. The credit facility requires a material adverse
change (MAC) representation at each new borrowing. in Moody's opinion, the requirement of a MAC
representation significantly increases the risk that the credit facility may not be available when liquidity needs are
greatest.

..._body's assumes that UNSG will manage the amount of its near term obligations within the limits of its available
sources of cash, including its committed bank credit facilities.

Rating Outlook

The stable outlook for UNSG reflects our expectations of continued stable or modestly improved cash flows
resulting from expected rate case decisions, an assumption that any increases in the cost of gas will continue to be
recovered on a relatively timely basis, and our understanding that future capital expenditures wilt be financed in a
manner intended to maintain UNSG's current level of financial strength and flexibility.

What Could Change the Rating - Up

UNSG's rating is currently constrained by its interdependence with UNSE and our view of the consolidated credit
quality of UES. In the event this interdependence was reduced while UNSG retained its similar credit profile, the
rating or outlook could be revised upward. Alternatively, if there were to be an improvement in the consolidated
credit quality of UES, this could result in positive rating action for UNSG.

What Could Change the Rating - Down

A downward revision could occur if there is deterioration in the credit quality or ratings of UES or UNSE or UNSG
credit metrics decline to the low Baa/high Ba range, for example, RCF/Debt below 10% or EBIT / Interest coverage
of less than ex, or if regulatory support significantly worsens, then there could be a downward revision in the rating
or outlook.

1

Rating Factors

3 Gas, Inc.

Factor 1: Sustainable Profitability (20%)
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Factor 2: Regulatory Support (10%)
. Regulatory Support and Relationship x

f actor 3: Ring Fencing (10%)
a) Ring Fencing x
Factor 4: Financial Strength and Flexibility (60%)
a) EBIT/Interest (15%)
b) Retained Cash Flow/Debt (15%)
c) Debt to Book Capitalization (excluding goodwill)

(15%)
d) Free Cash Flow/Funds from Operations (15%)

x

X

x

X

Rating:

a) Methodology Model Implied Senior Unsecured Rating

b) Aetual Senior Unsecured Equivalent Rating

Baa2

Baan

a) Return on Equity (15%)

b) EBIT to Customer Base (5%)

x

X
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CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S (MIS) CURRENT OPINIONS OF THE
RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MIS DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT MEET ITS
CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS
IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT
NOT LIMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ARE
NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE
SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MIS ISSUES ITS CREDIT RATINGS
WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY

*) EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING,
. SALE.
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IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE RATES AND
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1 itself to capital attraction on reasonable terms

2 I mean, sustained low returns on equity does not

3 :Lncentivize any equity investor to put money into a

4 company like UNS Gas when they can earn 11 to 12 percent

5 in other gas utilities It puts us at a competitive

6 disadvantage o

7

8 speaking we have made some progress,

So while I agree with you that relatively

there are still many

9 challenges that remain And we do have the lowest

10

11

investment grade credit rating, and we're concerned that,

you know, if it went the other way, it went down, that

12

13

would really complicate our effort to refinance the credit

f facility which matures in 2011 We have $50 million in

14 notes that mature also in 2011 And we also have ongoing

15

16

relationships with gas suppliers who can curtail the

amount of credit they give us.

17 Q Well, and that's

18 Mr. Torrey

if I may continue,

that's sort of another question on that

in front I mean, would it be easier to refinance that

20 credit f ability if you had no bond rating to begin with?

21 I mean, you did star t out with having no bond rating to

22 begin with So I'm wondering, why did you go after the

23 bond rating? Was it a rate case strategy?

24 A. Just one second. Could I get some water?

25 Q Okay No, seriously. I wondering why you'in

Arizona Reporting Service, Inc. . www.az-reporting.com
Court Reporting & Videoconferencing Center
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1 itself to capital attraction on reasonable terms

2 I mean, sustained low returns on equity does not

3 incentivize any equity investor to put money into a

4 company like UNS Gas when they can earn ll to 12 percent

5 in other gas utilities It puts us at a competitive

6 disadvantage

7 So while I agree with you that relatively

8 speaking we have made some progress, there are still many

9 challenges that remain And we do have the lowest

10

11

investment grade credit rating, and we're concerned that,

you know, if it went the other way, it went down, that

12

13 We have $50 million in

14

would really complicate our effort to refinance the credit

facility which matures in 2011.

notes that mature also in 2011. And we also have ongoing

15

16

relationships with gas suppliers who can cur tail the

amount of credit they give us. A

17 Q Well, and that's if I may continue,

18 Mr. Torrey that's ser t of another question on that

19 front . I mean, would it be easier to refinance that

20 credit f ability if you had no bond rating to begin with?

21

22 begin with

I mean, you did start out with having no bond rating to

So I'm wondering, why did you go after the

23 bond rating? Was it a rate case strategy?

24 A. Just one second. Could I get some water?

25 Q Okay. No, seriously I'm wondering why you
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1 A. Relative to not having a rating or relative to

2 having a junk bond rating status, an investment grade

3 rating helps you tremendously when you're talking to a

4 prospective lender

5

6 FURTHER EXAMINATION

7

8 Q (BY CHMN. MAYES) Mr. Torrey, if I could

9 interject I mean, to this point, I had written down a

10

11

very similar question, you know, which is that, you know,

all companies are

12

setting aside the f act that we are

operating in this more tumultuous credit environment

13 Given the fact that UniSource UNS Gas has

14 achieved a bond rating, given the f act that you achieved a

15 rate increase, at least one rate increase since

16

17

acquisition, maybe more, given the fact that you have

achieved an actual capital structure of 50/50, isn't

18 UNS Gas less risky than it used to be?

19 I mean, there are a lot of data points there that

20 suggest tremendous improvement in the company's financial

21 situation. And your cash flow situation ought to be

22 better now that your growth rate is down and you're not

23

24

having to lay out as many capital expenditures associated

It's a little more manageable.with that growth

25 And, and, on top of that, you're still growing,

Arizona Reporting Service, Inc. www.az-reporting.com
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1 that it's only reasonable that you would come upwith a

2 number that somewhat different from case to casei s

3 Q You think Mr. Parcels just always picks

4 10 percent because it seem like a nice round number?

5 A. I as I  say, I  have  a  l o t  o f  respect  f or

6 Mr. Parcels I think he is the person you would have to
7 ask that question of

• I wouldn't want to speculate on

8 that
•

9 Q Okay.

10 A. The only - my biggest concern is that it just

seems like if you consistently come up with the same cost

12 of capital figure from case to case to case, then I think

13 you come into

14

you run into a situation where a utility

who is contemplating coming in for a rate increase might

15

16

just say, hey, we will walk away with 10 percent no matter

what, so at least we know we wil l  get that.

17 I think if a utility thought or knew that there

18 is a good possibi l i ty that i t  may come in and get

19 something lower than that or something that is not, you

20 know, consistent from case to case to case, they might

21 think twice about filing because they would be taking

22 their chances.

23 Q Aren't there some states that have set rates of

24 return across industries?

25 A. There are. The one that comes to my mind is

Arizona Reporting Service, Inc. vvww.az-reporting.com
Court Reporting & Videoconferencing Center (602) 274-9944

Phoenix, AZ
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Direct Testimony of David C. Parcels
Docket No. G-04204A-08-0571
Page 40

1

2

environment, it would be counter-productive to make any claim that UNS Gas should

have a higher return at this time due to die above-cited market tunnoil.

3

4 TOTAL COST OF CAPITAL

What is the total cost of capital for UNS Gas?

Schedule 1 reflects the total cost of capital for the Company using UNS Gas' proposed

capital structure and cost of debt along with the range of common equity costs my

analyses support. The resulting total cost of capital is a range of 7.99 percent to 8.49

percent. I recommend that a 8.24 percent total cost of capital be established for UNS

Gas.

Q- Does your cost of capital recommendation provide the company with a sufficient

level of earnings to maintain its financial integrity?

Yes, it does, Schedule 14 shows the pre-tax coverage that would result if UNS Gas

earned my cost of capital recommendation. As the results indicate, my recommended

range would produce a coverage level' above the benchmark range for a BBB rated utility.

In addition, due debt ratio (which reflects the Company's proposed capital structure) is

within the benchmark for a BBB rated utility.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

XII.

Q-

A.

A.

XIII. COMMENTS ON COMPANY TESTIMONY

Q. Have you reviewed the testimony and cost of capital recommendation of UNS Gas

witness Kenton C. Grant?

Yes, I have. Mr. Grant is recommending the following cost of capital for UNS Gas.A.
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UNSG 3.95
UNSG 3.98
UNSG 3. 102
UNSG 3. 103
UNSG 3. 104
UNSG 3. 105
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ARIZONA CORPCRATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.18 Please provide spreadsheets and workpapers that support Staffs analysis of UNS
Gas' ability to am the cost of equity recommended by Mr. Parcell. If no such
supporting materials are available, please explain.

RESPONSE: Mr. Purcell does not address the future earnings of UNS Gas. His analyses
address the cost of capital for the Company.

RESPONDENT: DAVID c. PARCELL

WITNESS : DAVID c. PARCELL

81



r

ARIZONA CORPORATION COMMISSION
DOCKET no. G~04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.98 Regarding the statement on page 40, lines 14-15, of Mr. Parcell's Direct
Testimony, when does Mr. Purcell expect UNS Gas to earn his cost of capital
recommendation? Please provide any supporting analyses.

RESPONSE: Objection, Staff is not required to provide such calculations. Such
calculations are within the control of the Company. Mr. Purcell has not
addressed UNS Gas' projected earnings.

RESPONDENT : DAVID c. PARCELL

WITNESS: DAVID c. PARCELL

5
b

I

- 102-
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UNSG 3.9

UNSG 3.10
UNSG 3.11
UNSG 3.12
UNSG 3.13
UNSG 3.14
UNSG 3.15
UNSG 3.20
UNSG 3.21

UNSG 3.22
UNSG 3.39
UNSG 3.40
UNSG 3.41
UNSG 3.57
UNSG 3.58
UNSG 3.60
UNSG 3.65
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

August 6, 2009

UNSG 3.6 Refer to the Direct Testimony of Thomas H. Fish, Ph.D., page 5, line 14, where
Dr. Fish refers to an "opportunity to recover these prudent costs". Please provide
Dr. Fish's estimate (with supporting calculations and workpapers) of the
likelihood of UNS Gas actually recovering its prudent costs if all of Staff's
recommendations are adopted given observed levels of attrition and regulatory lag
for UNS Gas.

RESPONSE: Objection, unduly burdensome. This information is readily available to the
Company. The Commission sets rates that are just and reasonable to enable
a utility the opportunity to earn its authorized rate of return.

Supplemental Response: Without waiving the objection, the following response is provided:
There are no workpapers. Whether the Company recovers its costs is within
the Company's control.

RESPCNDENT : ROBIN MITCHELL

WITNESS: DR. THOMAS FISH

7
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1 VIII. RATE OF RETURN ON FAIR VALUE RATE BASE.

2

3 Q- What ROR do you recommend be applied to the Company's FVRB?

4

5

6

I recommend that a ROR of 6.80% be applied to the FVRB, even though I believe, as

discussed below, that UNS Gas could justify a ROR of 7.30%. The primary reason to

forego the full 7.30% is to mitigate the rate impact on our customers in these challenging

economic times.7

8

9

10

Q. How did you arrive at this value?

11

12

This ROR, when applied to the Company's FVRB of approximately $256 million,

produces an overall rate increase that would provide UNS Gas with a reasonable

opportunity to actually earn its cost of capital, to support its creditworthiness and to

attract capital on reasonable terns.13

14

15

16

17

18

19

20

Q- How does this ROR compare with the value that would be obtained from the

methodology adopted by the Commission in Decision No. 70441 involving Chaparral

City Water Company ("Chaparral") and the revised methodology subsequently

recommended by the Commission Staff?

21

22

23

24

25

The ROR requested by UNS Gas is lower. If the approach adopted by the Commission in

Decision No. 70441 is applied to the Company's 8.75% WACC (see Section VI of my

Direct Testimony) with an estimated inflation rate of 2.9% (see Section IV.B. of my

Direct Testimony), the resulting ROR on FVRB would be 7.30%. Likewise, this same

value of 7.30% would be obtained from the revised methodology being recommended by

the Commission Staff in the current Chaparral rate proceeding (Docket No. W-02113A-

07-0551).

26

27

A.

A.

A.

30



1 Q~ Please explain how a ROR value of 7.30% would be obtained using either approach.

2

3

4

Certainly. With respect to the approach adopted in Decision No. 70441, where the ROR

on FVRB was derived by adjusting the cost of equity downward by the expected rate of

inflation, the following result would be obtained for UNS Gas using a 2.9% rate of

5 inflation:

6

7

8
Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01 %
49.99%

100.00%

Modified
Cost *

6.49%
8.10%

Weighted
Average Cost

3.25%
4.05%
7.30%9

10 * Note: Modified cost of equity = l 1.0% - 2.9% = 8.l%.

11

12

13

14

15

16

Staff"s revised methodology, which is explained in the Direct Testimony of Gordon L.

Fox, dated October 3, 2008, in Docket No. W-02113A-07-0551, employs a slightly

different inflation rate adjustment. Instead of adjusting only the cost of equity by the full

rate of inflation, the modified approach adopted by Mr. Fox adjusts both the cost of debt

and cost of equity by one-half of the expected rate of inflation. Using the 2.9% expected

rate of inflation discussed earlier in my testimony, the following result would be obtained

17 for UNS Gas:

18

19

20 Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01 %
49.99%

l 00.00%

Modified
Cost *

5.04%
9.55%

21

Weighted
Average Cost

2.53%
4.77%
7.30%

22 * Note: Modified cost of debt = 6.49% - 1.45% = 5.04%.
Modified cost of equity = l 1.0% - 1.45% =9.55%.

23

24

25

26

27

A.

31



1 Q-

2

3

In the Arizona Court of Appeals ruling that led to Commission Decision No. 70441,

did the Court specify any particular method for the determination of an appropriate

ROR on FVRB?

4

5

6

7

8

No. My non-legal understanding of that decision, dated February 13, 2007, is that the

Court of Appeals found that the Commission has wide latitude in setting the ROR on

FVRB. Although the Court found the method used in the original Chaparral Decision to

be unconsti tutional ,  no particular method of determining die ROR on FVRB was

specified by the Court.

9

10 Q- Why is UNS Gas requesting a ROR on FVRB that is lower than would be obtained

through other methods that have been approved by the Commission and

recommended by the Commission Staff?

11

12

13

14

15

16

17

18

19

20

21

22

There are several reasons. First, it appears that the Commission has wide discretion in

setting the ROR on FVRB, provided that fair value is adequately considered in the rate

setting process. Second, the Company believes that the requested ROR, when applied to

the proposed FVRB, will be sufficient to provide UNS Gas with an opportunity to earn its

cost of capital  and to attract new capital  on reasonable terms. Third, in l ight of the

current economic environment, the Company would like to limit the impact of its rate

request on customers. Under these circumstances, it appears that the public interest

would be best served if the Commission were to Lise its discretion in setting a ROR on

FVRB that gives UNS Gas an opportunity to earn its cost of capital while at the same

time limiting the impact on customers.

23

24 IX. CARRYING COST ON PURCHASED GAS ADJUSTOR BALANCE.

25

26 Q. What is the current carrying east applicable to PGA balances carried by UNS Gas?

27 The current rate applicable to PGA balances, whether they are in an over- or under-A.

A.

A.
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1 Q-

2

3

4

Mr. Grant, in your Direct Testimony you proposed a 6.80% ROR on FVRB even

though you demonstrated that UNS Gas could have supported a higher value of

7.30%. Is it your position that the ROR on FVRB in this proceeding should be

limited to a maximum value of 6.80%?

5

6

A.

7

8

9

10

11

12

No. This reduction was a voluntary measure. As described on page 30 of my Direct

Testimony, the ROR of 6.80% was selected on the basis that this was the minimum value

required to produce an overall revenue requirement that would allow UNS Gas an

opportunity to earn its cost of capital and maintain its financial integrity. Due to the

substantial cuts to the revenue requirement proposed by Staff and RUCO, and the

possibility that those adjustments could be adopted by the Commission, the basis for

limiting the proposed ROR onFVRB has dissipated. Therefore, the ROR onFVRB should

be determined using the method approved in Decision No. 70441, or in the alternative, the

method subsequently recommended by the Commission Staff in Docket No. W-02113A-

07-0551.

13

14

Q- In light of the substantial revenue requirement adjustments recommended by Staff,

what ROR would you recommend be applied to UNS Gas' FVRB?

15

16

17

18

19

20

A. would recommend using a ROR that is consistent with the methodology used by the

Commission in Docket No. 70441. As described in my Direct Testimony, this ROR would

be equal to 7.30% if the Commission were to approve the Company's proposed cost of

capital. Alternatively, as described above, this ROR would be equal to 7.25% if the

Commission were to approve Staff's proposed cost of capital.

I

21

22

23

24

25

26

27
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DECISION NO. 70665

IN THE MATTER OF THE APPLICATION OF
SOUTHWEST GAS CORPORATION FOR THE
ESTABLISHMENT OF JUST AND REASONABLE
RATES AND CHARGES DESIGNED TO
REALIZE AREASONABLE RATE OF RETURN
ON THE FAIR VALUE OF ITS PROPERTIES
THROUGHOUT ARIZONA. OPINION AND ORDER

1] DATES OF HEARING: June 13, 2008 (Procedural Conference), June 16, 17, 18,
20, 24, 25 and 26, 2008.

12
Phoenix, Arizona

13
PLACE OF HEARING:

ADMINISTRATIVE LAW JUDGE :
14

Dwight D.Nodes

IN ATTENDANCE:
15

Mike Gleason, Chairman
Jeff Hatch-Miller, Commissioner
Kristin K. Mayes, Commissioner

16 |
17 APPEARANCES: Ms. Karen S* Halter, Mr. Justin Lee Brown, and Ms.

Meridith J. Strand, on behalf of Southwest Gas
Corporation;

18

19

20

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

Mr. Michael Grant, GALLAGHER & KENNEDY, P.A.,
on behalf of the Arizona Investment Council,

21
Mr. Timothy Hogan, Arizona Center For Law In The
Public Interest, on behalf of Southwest Energy
Efficiency Project, and

I

23
I

24
I

25

Ms. Maureen Scott, Senior Staff Counsel, and Mr.
Charles Hains and Mr. Kevin Torrey, Staff Attorneys,
Legal Division, on behalf of the Arizona Corporation
Commission.
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1

2

3

4

5

6

Commission is persuaded "that investors should receive some benefit when fair value is greater than

original cost and should suffer some detriment when fair value is less than original cost." (]d.) Staffs

alternative proposal was calculated by taking the "risk-free return" (the return on an investment that

carries little or no risk) of 4.5 percent,8 less an inflation rate of 2.0 percent, to achieve a real risk-free

rate of 2.50 percent. Mr. Parcell then advocated that if the Commission chooses to adopt this

alternative, it should award no more than half of the real risk-free rate (1 .25 percent) to recognize that

7 any amount above zero effectively represents a bonus on the return already earned by investors.

8

9

10

Applying the 1.25 percent cost to the fair value increment would result in an overall FVRB cost of

capital for Southwest Ga.s of 7.08 percent.(Id. at47-48: Staff Final Sched. D.)

Southwest Gas disagrees with Staff's recommendation to apply a zero value to the fair value

l l increment

12

Company witness Hanley conceded that "it has long been established in regulatory

ratemaking that application of [WACC to OCRB] provides for a fair and reasonable opportunity to

13

14

ham a return." (Ex. A-34 at 38.) However, Mr. Hanley testified that using Staffs primary

recommendation to apply a zero value in this case would result in a dollar return that is $80,215 less

15 than under a strict OCRB calculation, which he claims is illogical. (Ex. A-35 at 17,) Southwest Gas

16

17

18

19

20

21

agrees in concept with Staffs alternative proposal, that applying a net of inflation risk-free rate to the

fair value increment is appropriate, but Mr. Hanley believes that Staffs reduction of the calculated

risk-free rate to 1.25 percent is arbitrary and should be rejected. (Ex. A-34 at 39~40.) According to

Mr. Hanley, the 4.50 percent risk-free rate determined by Mr. Purcell should instead be reduced by

2.45 percent, to account for expected inflation, with the remainder of 2;05 percent applied to the fair

value increment. (Id. at 40.) Applying the 2.05 percent risk-free rate advocated by the Company to

_

-

l

I

22 the fair value increment under the alterative suggested by Staff would produce a total FVRB cost of

23 capital of 7.28 percent. (See Ex. S-17 at 48.)

Conclusion on Fair Value Rate Base Issue24

25 Based on the record before us, we believe that Staffs alterative FVRB recommendation is

26 appropriate, with a slight modification.. Although we agree with Staff that it should not be necessary

27

28

8 Mr. Parcel] explained that "risk~fi'ee investments" are defined as U.S. 'Treasury Securities, with short-term maturities
considered to be the risk-free rate. He used 4.5 percent as the risk-free rate for his calculation based on yields on such
securities ranging from 2.0percent forshort-term to 4.5 percent for long-term Treasury Bonds,(Id. at46.)

I
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2

3

4

1 to provide the Company with any additional return on the increment between OCRB and FVRB,

because that increment is not financed with investor-supplied funds, we find that applying a 1.00

percent return on the fair value increment is appropriate under the facts of this case and properly

accounts for the effect of inflation. Applying the adjusted WACC to the FVRB results in a fair value

5 rate of return of 7/02 percent.

As Staff witness Purcell points out, the nominal risk-free rate represented by long-tem U.S.

7 Treasury Securities is approximately 4.5 percent. When the inflation factor is removed from the risk-

6

8 free rate, which inflation rate was determined by the Company's witness to be 2.45 percent, the
I

9 resulting inflation-adjusted risk-free rate is 2.05 percent. According to Mr. Parcell's alternative

10 recommendation, if the Commission chooses to modify the Company's fair value rate of return, the

l l adjustment should be within the range of zero to the inflation-adjusted risk-free rate (2.05 percent

12 I according to the Company). Mr. Parcel! recommended that such an adjustment should be at the low

14

15

16

17

end of the range and under no circumstances greater than the mid-point of the range because returns

on the fair value increment represent a bonus or windfall to investors beyond the return that is already

provided for under a traditional weighted cost~of-capital calculation. Even the Company's witness

concedes that application of the WACC to OCRB provides a fair and reasonable opportunity to earn a

return. The Company's witness, Mr. Hanley. disagrees only with Staffs quantification of the risk-

18 free rate, on the basis that once inflation is removed, no additional adjustment should be made. We

19

20

agree with Staff, however, that an adjustment in the range identified by Ivy. Parnell is within our

discretion. Setting the rate at the approximate mid-point of the inflation-adjusted risk-free rate is a

21 reasonable determination in this case.

We recognize that the methodology employed in this case differs from that used by the

23 Commission in the Chaparral City Remand Order (Decision No. 70441). This is because the facts

22

24 and arguments before us differ. In this case, Southwest Gas and Staff do not dispute that the

25 weighted cost of capital is applicable only to the OCRB and that it is appropriate to recognize an

26 inflation factor when calculating the FVROR. As set forth above, we adopted in Chaparral City a

27

28

modified version of RUC()'s proposal and. deducted directly from the established cost of equity a 2.0

percent inflation factor to arrive atthe overall fair value rate of return. In the instant proceeding, no

13
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1

2

3

4

5

6

7

8

9

10

similar proposal was set forth by RUCO orany other party, and we do nothavea record before us to

make an adjustment on the same basis as that made inChaparral City. Instead, we have a record that

reflects agreement between the Company and Staff (as an alternative recommendation) that it may be

appropriate to determine the FVROR based on the application of a WACC adjusted to a FVRB

capital structure and application of an inflation-adjusted risk-free rate to the increment between the

Company's OCRB and FVRB.

We find that a FVROR based upon the WACC derived by using a 1.00 percent adjusted risk-

free rate applied to the fair value increment complies. with the constitutional fair value requirement

and satisfies the concerns expressed bythe Court cf Appeals in the remandedChaparral City case, is

an appropriate methodology identified in Decision No. 7044] to determine the fair value rate of

14

15 33.33%

Cost

10.0%

16 3.44% 8.20%

l l return without overstating the effects of inflation, and will result in just and reasonable rates. For

12 these reasons, we believe that adoption of Staffs alternative recommendation for a 10.0 percent cost

13 of equity capital, and an overall 7.02 percent FVRB cost of capital comply with these obligations.

Percentage PVRB Weighted Cost

3.33%

0.28%

3.18%17 39.96% 7.96%

18

Common Equity

Preferred Equity

Long-Term Debt

FVRB Increment 23270/o 1.00% 0.23%

19 7.02%

20 AUTHORIZED INCREASE

21 Based on our findings herein, we determine that Southwest Gas is entitled to a gross revenue

22 increas€ of $33,533,844

23

24

25

26

Fair Value Rate Base
Adjusted Operating Income
Required Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$1,389,259,911
77,307,884

7.02%
97,526,046
20,218,162

1.6586
33,533,844

27

28
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UNSG 3.103
UNSG 3.104
UNSG 3.105

W//1844



ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

UNSG 3.105 Please confirm that the calculation shown in the table on page 48 of Mr. Pan:e1l's
Direct Testimony is mathematically equivalent to assigning a zero weighting to
fair value rate base for proposes of setting rates. If the answer is no, please
explain.

RESPGNSE: Yes.

RESPONDENT: DAvy c. PARCELL

WITNESS: DAVID c. PARCELL

I
\
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OPINION AND ORDER

11 DATES oF HEARING; June 13, 2008 (Procedural Conference), June 16, 17, 18,
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12
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13

ADMINISTRATIVE LAW JUDGE: Dwight D. Nodes
14
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Mike Gleason, Chairman
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1

2

3
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5

6

7

8
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10

Commission is persuaded "that investors should receive some benefit when fair value is greater than

original cost and should suffer some detriment when fair value is less than original cost." (Id.) Staffs

alternative proposal was calculated by taking the "risk-free return" (the return on an investment that

carries little or no risk) of 4.5 percent,8 less an inflation rate of 2.0 percent, to achieve a real risk-fiee

rate of 2.50 percent. Mr. Parnell then advocated that if the Commission chooses to adopt this

alternative, it should award no more than half of the real risk-free rate (1 .25 percent) to recognize that

any amount above zero effectively represents a bonus on the return already earned by investors.

Applying the 1.25 percent cost to the fair value increment would result in an overall FVRB cost of

capital for Southwest Gas of 7.08 percent. (ld. at 47-48: Staff Final Sched. D.)

Southwest Gas disagrees with Staff's recommendation to apply a zero value to the fair value

l l increment

12

13

14

Company witness Hanley conceded that "it has long been established in regulatory

ratemaking that application of [WACC to OCRB] provides for a fair and reasonable opportunity to

earn a return." (Ex. A-34 at 38,) However, Mr. Hanley testified that using Staffs primary

recommendation to apply a zero value in this case would result in a dollar return that is $80,215 less

15

16

17

18

19

20

21

than under a strict OCRB calculation, which he claims is illogical. (Ex. A-35 at 17.) Southwest Gas

agrees in concept with Staffs alternative proposal, that applying a net of inflation risk-free rate to the

fair value increment is appropriate, but Mr. Hanley believes that Staff's reduction of the calculated

risk-free rate to 1.25 percent is arbitrary and should be rejected. (Ex. A-34 at 39-40.) According to

Mr. Hanley, the 4.50 percent risk-free rate determined by Mr. Parcel] should instead be reduced by

2.45 percent, to account for expected inflation, with the remainder of 2.05 percent applied to the fair

value increment. (Id. at 40.) Applying the 2.05 percent risk-free rate advocated by the Company to

22 the fair value increment under the alterative suggested by Staff would produce a total FVRB cost of

23 capital of7.28 percent, (See Ex. S-17 at 48.)

Conclusion on Fair Value Rate Base Issue24

25 Based on the record before us, we believe that Staffs alternative FVRB recommendation is

26 appropriate, with a slight modification. Although we agree with Staff that it should not be necessary

;

IE
I
E

27 B Mr. Parcel] explained that "risk-free investments" are defined as U.S. Treasury Securities, with short-term maturities
considered to be the risk-free rate. He used 4.5 percent as the risk-free rate for his calculation based on yields on such
securities ranging from 2.0percent for shop-term to 4.5 percent for long-temt Treasury Bonds. (Id. at 46.)28
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2

3

4

1 to provide the Company with any additional return on the increment between OCRB and FVRB,

because that increment is not financed with investor-supplied funds, we find that applying a 1.00

percent return on the fair value increment is appropriate under the facts of this case and properly

accounts for the effect of inflation. Applying the adjusted WACC to the FVRB results in a fair value

5 rate of return of 7.02 percent.

6

7

8

9

10

As Staff witness Parcel] points out, the nominal risk~free rate represented by long-term U.S.

Treasury Securities is approximately 4.5 percent. When the inflation factor is removed from the risk-

free rate, which inflation rate was determined by the Colnpany's witness to be 2.45 percent, the

resulting inflation-adjusted risk-free rate is 2.05 percent. According to Mr. Purcell's alternative

recommendation, if the Commission chooses to modify the Company's fair value rate of return, the

l l adjustment should be within the range of zero to the inflation-adjusted risk-free rate (2.05 percent

12

14

15

16

17

18

19

20

according to the Company). Mr. Parcel] recommended that such an adjustment should be at the low

end of the range and under no circumstances greater than the mid-point of the range because returns

on the fair value increment represent a bonus or windfall to investors beyond the return that is already

provided for under a traditional weighted cost~of-capital calculation. Even the Company's witness

concedes that application of the WACC to OCRB provides a fair and reasonable opportunity to earn a

return, The Company's witness, Mr. Hanley. disagrees only with Staffs quantification of the risk-

free rate, on the basis that once inflation is removed, no additional adjustment should be made. We

agree with Staff, however, that an adjustment in the range identified by Mr. Purcell is within our

discretion. Setting the rate at the approximate mid~point of the inflation-adjusted risk-free rate is a

21 reasonable determination in this case.

We recognize that the methodology employed in this ease differs from that used by the

23 Commission in the Chaparral City Remand Order (Decision No. 7044l). This is because the facts

24 and arguments before us differ. In this case, Southwest Gas and Staff do not dispute that the

25 weighted cost of capital is applicable only to the OCRB and that it is appropriate to recognize an

26 inflation factor when calculating the FVROR. As set forth above, we adopted in Chaparral City a

22

27

28

modified version of RUCOls proposal and deducted directly from the established cost of equity a 2.0

percent inflation factor to arrive atthe overall fair value rate of return. In the instant proceeding, no

13
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8

9

10

similar proposal was set forth by RUCO or any other party, and we do not have a record before us to

make an adjustment on the same basis as that made inChaparral City. Instead, we have a record that

reflects agreement between the Company and Staff (as an alternative recommendation) that it may be

appropriate to determine the FVROR based on the application of a WACC adjusted to a FVRB

capital structure and application of an inflation-adjusted risk-free rate to the increment between the

Company's OCRB and FVRB.

We find that a FVROR based upon the WACC derived by using a 1.00 percent adjusted risk~

free rate applied to the fair value increment complies. with the constitutional fair value requirement

and satisfies the concerns expressed by the Court of Appeals in the remandedChaparral City case, is

an appropriate methodology identified in Decision No. 70441 to detennine the fair value rate of

11 return without overstating the effects of inflation, and will result in just and reasonable rates. For

12 these reasons, webelieve that adoption of Staflf's alterative recommendation for a 10.0 percent most

14 Percentage Cost

15

of equity capital, and an overall 7.02 percent FVRB cost of capital comply with these obligations.

FVRB Weighted Cost .

3.33%33.33% 10.0%

16 3 .44% 8.20% 0.28%

17 39.96% 7.96% 3.18%

18

Common Equity

Preferred Equity

Long~Term Debt

FVRB Increment 23,27°4» 1 .00% 0.23%

19 7.02%

20 AUTHORIZED INCREASE

21 Based on our Endings herein, we determine that Southwest Gas is entitled to a gross revenue

22 9 increase of $33,533,844

23

24

25

26

Fair Value Rate Base
Adjusted Operating Income
Required Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$1,389,259,9I1
77,307,884

7.02%
97,526,046
20,218,162

1.6586
33,533,844

27

28

33 DECISION no. 70665

13



198



DATA REQUEST PACKET NO. 2

Staffs Responses to UNS Gas' Data Requests:

UNSG 2 .28
UNSG 2.36
UNSG 2.43
UNSG 2.44
UNSG 3.78
UNSG 3.83
UNSG 3.84

UNSG 3.88
UNSG~ 3.92
UNSG 3.95
UNSG 3.98
UNSG 3.102
UNSG 3.103
UNSG 3.104
UNSG 3.105

W//J.%



"

'Le

ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

a.

b.

UNSG 3.102 On page 45, lines 7-9, of his Direct Testimony, Mr. Parnell describes the
calculation used to derive the FVROR for Chaparral City Water Company in
Decision No. 70441 .

Why did Mr. Purcell not recommend a similar calculation in this
proceeding?
Does Mr. Parcels believe that the approach adopted by the Commission in
Decision No. 70441 somehow result in unjust and unreasonable rates? If
the answer is yes, please explain.
Is Mr. Purcell aware of the position taken by Staff on the calculation of
FVROR in their Direct Testimony in Docket No. w-02113A-07-0551
involving Chaparral City Water Company? If yes, please explain why
both of the approaches presented by Staff were rejected by Mr. Parcels in
this UNS Gas rate proceeding.

c.

RESPONSE:
a.

b.

c.

Mr. Purcell believes that the FVROR calculation that he is
recommending in the current proceeding,which is the same FVROR
procedure he recommended in the Chaparral proceeding, is a viable
procedure and has not been ruled out by the Commission as a viable
procedure.

Mr. Parcels has not examined the reasonableness of the procedure
cited, as it pertains to UNS Gas.

Yes. Mr. Parcels has not rejected any procedure. Rather, he is
recommending the procedure he has previously advocated and that he
continues to support.

RESPONDENT : DAVID c. PARCELL

WITNESS: DAVID c. PARCELL

- 106-
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UNSG 3.95
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UNSG 3.102
UNSG 3.103
UNSG 3.104
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ARIZONA CORPORATION COMMISSION
DOCKET no. G-04204A-08-0571

STAFF'S RESPONSE TO UNS GAS, INC.'S
THIRD SET OF DATA REQUESTS

July 7, 2009

a.

b.

UNSG 3.102 On page 45, lines 7-9, of his Direct Testimony, Mr. Parcell describes the
calculation used to derive the FVROR for Chaparral City Water Company in
Decision No. 70441 .

Why did Mr. Purcell not recommend a similar calculation in this
proceeding?
Does Mr. Purcell believe that the approach adopted by the Commission in
Decision No. 70441 somehow result in unjust and unreasonable rates? If
the answer is yes, please explain.
Is Mr. Purcell aware of the position taken by Staff on the calculation of
FVROR in their Direct Testimony in Docket No. W-02ll3A-07-0551
involving Chaparral City Water Company? If yes, please explain why
both of the approaches presented by Staff were rejected by Mr. Purcell in
this UNS Gas rate proceeding.

c.

RESPONSE:
a.

f

b.

e.

Mr. Purcell believes that the FVROR calculation that he is
recommending in the current proceeding, which is the same FVROR
procedure he recommended in the Chaparral proceeding, is a viable
procedure and has not been ruled out by the Commission as a viable
procedure.

Mr. Parcel] has not examined the reasonableness of the procedure
cited, as it pertains to UNS Gas.

Yes. Mr. Parcell has not rejected any procedure. Rather, he is
recommending the procedure he has previously advocated and that he
continues to support.

RESPONDENT : DAVID c. PARCELL

WITNESS: DAV1D c. PARCELL

4
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1 VIII. RATE OF RETURN ON FAIR VALUE RATE BASE.

2

3

4

Q. What ROR do you recommend be applied to the Company's FVRB?

5

6

I recommend that a ROR of 6.80% be applied to the FVRB, even though I believe, as

discussed below, that UNS Gas could justify a ROR of 7.30%. The primary reason to

forego the full 7.30% is to mitigate the rate impact on our customers in these challenging

economic times.7

8

9

10

Q. How did you arrive at this value?

11

12

This ROR, when applied to the Company's FVRB of approximately $256 million,

produces an overall rate increase that would provide UNS Gas with a reasonable

opportunity to actually earn its cost of capital, to support its creditworthiness and to

attract capital on reasonable terms.13

14

15

16

Q- How does this ROR compare with the value that would be obtained from the

methodology adopted by the Commission in Decision No. 70441 involving Chaparral

City Water Company ("Chaparral") and the revised methodology subsequently

recommended by the Commission Staff?

17

18

19

20

21

22

The ROR requested by UNS Gas is lower. If the approach adopted by the Commission in

Decision No. 70441 is applied to the Company's 8.75% WACC (see Section VI of my

Direct Testimony) with an estimated inflation rate of 2.9% (see Section IV.B. of my

Direct Testimony), the resulting ROR on FVRB would be 7.30%. Likewise, this same

value of 7.30% would be obtained from the revised methodology being recommended by

the Commission Staff in the current Chaparral rate proceeding (Docket No. W-02113A-

23

24

25

26

07-0551).

27

A.

A.

A.

30



1 Q. Please explain how a ROR value of 7.30% would be obtained using either approach.

2

3

4

Certainly. with respect to the approach adopted in Decision No. 70441, where the ROR

on FVRB was derived by adjusting the cost of equity downward by the expected rate of

inflation, the following result would be obtained for UNS Gas using a 2.9% rate of

5 inflation:

6

7

8
Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01 %
49.99%

100.00%

Modified
Cost *

6.49%
8. IO%

Weighted
Average Cost

3.25%
4.05%
7.30%9

10
* Note: Modified cost of equity = l1.0% - 2.9% = 8.l%.

11

12

13

14

15

16

Staff's revised methodology, which is explained in the Direct Testimony of Gordon L.

Fox, dated October 3, 2008, in Docket No. W-02113A-07-0551, employs a slightly

different inflation rate adjustment. Instead of adjusting only the cost of equity by the full

rate of inflation, the modified approach adopted by Mr. Fox adjusts both the cost of debt

and cost of equity by one-half of the expected rate of inflation. Using the 2.9% expected

rate of inflation discussed earlier in my testimony, the following result would be obtained

17 for UNS Gas:

18

19

20 Long-Term Debt
Common Equity
Total

% of Capital
Structure

50.01 %
49.99%

100.00%

Modified
Cost *

5.04%
9.55%

21

Weighted
Average Cost

2.53%
4.77%
7.30%

22 * Note: Modified cost of debt = 6.49% - 1.45% = 5.04%.
Modified cost of equity = l I .0% - 1.45% = 9.55%.

23

24

25

26

27

A.

31
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1 Q-

2

3

Mr. Grant, in your Direct Testimony you proposed a 6.80% ROR on FVRB even

though you demonstrated that UNS Gas could have supported a higher value of

7.30%. Is it your position that the ROR on FVRB in this proceeding should be

limited to a maximum value of 6.80%?4

5 No. This reduction was a voluntary measure. As described on page 30 of my Direct

6

7

8

9

10

Testimony, the ROR of 6.80% was selected on the basis that this was the minimum value

required to produce an overall revenue requirement that would allow UNS Gas an

opportunity to earn its cost of capital and maintain its financial integrity. Due to the

substantial cuts to the revenue requirement proposed by Staff and RUCO, and the

possibility that those adjustments could be adopted by the Commission, the basis for

limiting the proposed ROR on FVRB has dissipated. Therefore, theROR onFVRB should

be determined using the method approved in Decision No. 70441, or in the alternative, the

method subsequently recommended by the Commission Staff in Docket No. W-02113A-

07-0551.

11

12

13

14

15

16

17

18

19

20

Q. In light of the substantial revenue requirement adjustments recommended by Staff,

what ROR would you recommend be applied to UNS Gas' FVRB?

21

22

I would recommend using a ROR that is consistent with the methodology used by the

Commission in Docket No. 70441. As described in my Direct Testimony, this ROR would

be equal to 7.30% if the Commission were to approve the Company's proposed cost of

capital. Alternatively, as described above, this ROR would be equal to 7.25% if the

Commission were to approve Staff's proposed cost of capital.

23

24

25

26

27

A.

A.

32
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1

z

recommended in the Chaparral City remand order, Decision No. 70441, or in the

alternative, the method that was refined by the Commission Staff in Docket No. W-

02113A-07-0551 .3

4

5 Q- What is your view of Mr. Parcell's alternative recommendation for calculating the

ROR on FVRB?6

7 A.

8

9

10

First, as described above in Section III of my Rebuttal Testimony, it results in a revenue

requirement that is simply too low to support UNS Gas' financial integrity.. Second, it

represents an unwarranted departure from the calculation methodology approved by the

Commission in Decision No. 70441, as well as the modest refinement to that methodology

11 recommended by Staff in Docket No. W-02113A-07-0_51. Third, it is based on Mr.

12

13

14

15

Parcell's belief that the fair value of utility property should be given little, if any, weight in

setting retail rates. And finally, his choice of a 1.25% cost rate to apply to what he refers

to as the "fair value increment" is arbitrary since it represents the midpoint of a fairly wide

range of values (zero to 2.50%) and is unsupported by any analysis of the financial impact

his recommendation would have on UNS Gas.16

17

18 Q. What is the impact of Mr. Purcell's recommendation on UNS Gas' revenue

19 requirement"

20

21

22

23

His decision to apply a 6.37% ROR to the Company's FVRB resulted in a substantial

reduction to the overall revenue requirement. For example, had Mr. Parcel] instead chosen

the high end of his range, 2.50%, as the cost rate to apply to the "fair value increment"

described in his testimony, he would have derived a ROR on FVRB of 6.70%:

24

25

26

Cost
6.49%

10.00%
2.50%

27

Long-Term Debt
Common Equity
Fair Value Increment
Total

% of Capital
Structure

36.56%
36.55%
26.89%

100.00%

Weighted Average
Cost

2.37%
366%
0.67%
6.70%

A.
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1 B. Rebuttal of RUCO Witness Ralph C. Smith.

2

3 Q- What is your general impression of Mr. Smith testimony regarding the ROR on's

4 FVRB?

5 A. I

6

7

8

9 1

10

11

found Mr. Smith's description of the various calculation methodologies and related

impacts on UNS Gas' revenue requirement to be helpful. However, I was troubled by his

lack of explanation regarding his choice of a 5.38% ROR on FVRB, a value that is only

0.01% higher than the methodology that gives zero weight to the Company's FVRB. As

shown on page of Schedule A attached to his testimony, this small increment of return

would provides UNS Gas with only $38,000 of additional revenues, despite having a

FVRB that is over $70 million higher than its original cost rate base ("OCRB").

12

13 Q- What explanation has Mr. Smith offered for his choice of a 5.38% ROR on FVRB?

14 A.

15

16

17

The only explanation I could find is the "Evaluation" listed directly below the overall

revenue requirement for each of the calculation methods listed on page 2 of Schedule A

attached to his Direct Testimony. These evaluations range from "way too high" for the

revenue requirement associated with Mr. Smith's "Calculation 1" methodology, to "too

18 low" for the revenue requirement derived from Mr. Smiths "Calculation 3" and

19

20

"Calculation 4" methodologies. As described in footnote [a] at the bottom of this same

page, Mr. Smith also indicates that the recommended 5.38% ROR on FVRB was selected

21 "based on informed judgment after reviewing OCRB and FVRB calculations." This

22 opinion, rather than a detailed explanation of his analysis, is the only explanation Mr.

Smith offered.23

24

25

26

27

33
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1 v. RATE DESIGN.

2

3 Q- What are the Company's objectives in rate design?

4

5

The Company has two primary objectives in rate design: i) to more equitably collect the

Company's fixed costs, and ii) to expand programs for our low-income customers in

collaboration with interested stakeholders.6

7

8 Q- Please summarize your rate design recommendations.

9 A.

10

First, UNS Gas 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.

11

12

13

Under the class cost-of-service study, the "bare bones" monthly customer charges are

calculated to be $18.15 for residential service, approximately $19.00 for small

$220.00commercial/industrial customers and for large

14 commercial/industrial customers.

approximately

"Bare-bones" customer charges restrict the customer

15

16

17

18

19

20

classification to metering, meter-reading, service (service drop) to the specific customer,

customer service and billing. No demand-related distribution mains or distribution

regulators are included, as they may be under a minimum system or zero intercept

approach. The "bare-bones" approach leads to relatively low customer charges.

However, we do not propose increasing monthly customer charges all the way to the

charges suggested by the class cost-of-service study.

21

22

23

24

25

26

27

For residential service, the increases will be phased-in over two years. Phase 1 will go

into effect upon approval of the rate increase. The Phase 2 and Phase 3 rate designs

(implemented one year and two years, respectively, after rates go into effect in Phase 1)

are based on approved test-year billing determinants, and are revenue neutral with respect

to Phase 1 rates, in that test-year proposed revenue remains unchanged. UNS Gas

proposes to increase residential customer charges from the current $8.50 per month to

A.

14



1

2

3

4

5

6

7

8

9

10

11

$10.00 per month when new rates are implemented. The proposed rates per therm

(exclusive of gas commodity costs) are proposed initially (in Phase 1) to be $0.3920. One

year after the rate implementation, UNS Gas proposes a $2.00 per month residential

customer charge increase, bringing the customer charge to $12.00 per month in Phase 2.

with the increase in the customer charge to $12.00, the volumetric charges will be

lowered to achieve the approved revenue requirement. Revenue neutrality is maintained

at the one-year mark by lowering rates per therm (exclusive of gas commodity costs) to

$0.3479. In Phase 3, commencing two years after rates go into effect, the customer

charge is increased to $14.00 and revenue neutrality is maintained at this two-year mark

by lowering rates per therm (exclusive of gas commodity costs) to $0.3039. Even in

Phase 3, the customer charge will still be less than the $18.15 "bare-bones" customer

12 charge supported by the class cost-of-service study.

13

14

15

16

17

18

19

Customer charges for non-residential classes generally also are raised closer to levels

indicated by the class cost-of-service study. UNS Gas is proposing customer charges of

$15.50 for small commercial/industrial customers (from the current $13.50) and $105.00

for large commercial/industrial customers (from the current $l00.00). The proposed

commercial/industrial charges are aligned more closely to the true costs of providing

service. Increased customer charges will aid in the recovery of fixed costs.

20

21 Q- Why are customer charges preferred to volumetric (per therm) charges in

22 recovering fixed costs?

23

24

25

26

27

UNS Gas currently collects the bulk of its fixed costs through a volumetric charge.

Within the residential class, however, the periodic variation in throughput has limited

impact on the true, non-commodity cost of serving customers Because most non-

commodity costs are fixed, there is a potential for a mismatch between costs and revenue

if a substantial portion of revenue is recovered through weather-sensitive sales. To help

A.

15
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1 v. RATE DESIGN.

2

3 Q. What are the Company's objectives in rate design?

4 A.

5

The Company has two primary objectives in rate design: i) to more equitably collect the

Company's fixed costs, and ii) to expand programs for our low-income customers in

collaboration with interested stakeholders.6

7

8 Q- Please summarize your rate design recommendations.

9 A.

10

First, UNS Gas 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.

11

12

13

Under the class cost-of-service study, the "bare bones" monthly customer charges are

calculated to be $18.15 for residential service, approximately $19.00 for small

$220.00commercial/industrial customers and for large

14 commercial/industrial customers.

approximately

"Bare-bones" customer charges restrict the customer

15

16

17

18

19

20

classification to metering, meter-reading, service (service drop) to the specific customer,

customer service and billing. No demand-related distribution mains or distribution

regulators are included, as they may be under a minimum system or zero intercept

approach. The "bare-bones" approach leads to relatively low customer charges.

However, we do not propose increasing monthly customer charges all the way to the

charges suggested by the class cost-of-service study.

21

22

23

24

25

26

27

For residential service, the increases will be phased-in over two years. Phase 1 will go

into effect upon approval of the rate increase. The Phase 2 and Phase 3 rate designs

(implemented one year and two years, respectively, after rates go into effect in Phase 1)

are based on approved test-year billing determinants, and are revenue neutral with respect

to Phase 1 rates, in that test-year proposed revenue remains unchanged. UNS Gas

proposes to increase residential customer charges from the current $8.50 per month to

14
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1

2

3

4

5

6

Finally, Dr. Fish defends his use of the growth rate applied to December customer counts

by arguing that the growth rate was supplied by UNS Gas. However, UNS Gas never

advised Dr. Fish that it  should be used in calculating the customer annualization

adjustment. Dr. Fish picked a growth rate more consistent with speculative forecasting and

not the calculation of customer annualization adjustments. Mr. Hutchens in his Rejoinder

Testimony explains in more detail why the prior growth estimate is no longer valid.

7

8 111. PHASED-IN RESIDENTIAL CUSTOMER CHARGE.

9

10 Q. Please address the issue of the phased-in residential customer charge.

11

12

13

14

15

16

17

18

19

20

21

22

UNS Gas' proposed phase-in of residential customer charge increases is an attempt to

better align rates with cost-of-service without causing undue confusion or rate shock.

UNS Gas' class cost-of-service study supports the increase. Having prices track cost is

necessary for customers to make good economic decisions about resource use. Finally,

from the standpoint of UNS Gas, having higher cost-based residential charges brings

revenue recovery more in line with cost incurrence. Currently, UNS Gas' residential

non-commodity (i.e. ,  excluding the recovery of gas costs) revenue is recovered

predominantly through volumetric energy charges ($/therm) as opposed to customer

charges,  whereas the  lion's  share  of costs  are  fixed . Recovering fixed costs

volumetrically through energy charges invariably leads to over-recovery or under-

recovery of cost. A more appropriate recovery of fixed costs through customer charges

promotes a matching of revenue collection with cost incursion.

23

24

25

26

27

Moreover, UNS Gas' proposal to gradually phase-in its higher fixed monthly charge in a

revenue neutral manner serves an important emerging public policy. This rate design will

help ensure that UNS Gas' financial incentives are aligned with helping its customers use

energy more efficiently. It is an initial and gradual move towards De-coupling.

A.

6
E
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1 v. RATE DESIGN.

2

3 Q. What are the Company's objectives in rate design?

4 A.

5

6

The Company has two primary objectives in rate design: i) to more equitably collect the

Company's fixed costs, and ii) to expand programs for our low-income customers in

collaboration with interested stakeholders.

7

8 Q. Please summarize your rate design recommendations.

9 A.

10

11

First, UNS Gas 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.

Under the class cost-of-service study, the "bare bones" monthly customer charges are

12

13

calculated to be $18.15 for

commercial/industrial customers

residential service, approximately $19.00 for small

$220.00and for large

14 commercial/industrial customers.

approximately

"Bare-bones" customer charges restrict the customer

15

16

17

18

19

20

classification to metering, meter-reading, service (service drop) to the specific customer,

customer service and billing. No demand-related distribution mains or distribution

regulators are included, as they may be under a minimum system or zero intercept

approach. The "bare-bones" approach leads to relatively low customer charges.

However, we do not propose increasing monthly customer charges all the way to the

charges suggested by the class cost-of-service study.

21

22

23

24
1
I
l
E

I
25

26

27

For residential service, the increases will be phased-in over two years. Phase 1 will go

into effect upon approval of the rate increase. The Phase 2 and Phase 3 rate designs

(implemented one year and two years, respectively, after rates go into effect in Phase 1)

are based on approved test-year billing determinants, and are revenue neutral with respect

to Phase 1 rates, in that test-year proposed revenue remains unchanged. UNS Gas

proposes to increase residential customer charges from the current $8.50 per month to

14
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1 v. RATE DESIGN.

2

3 Q~ What are the Company's objectives in rate design?

4

5

6

The Company has two primary objectives in rate design: i) to more equitably collect the

Company's fixed costs, and ii) to expand programs for our low-income customers in

collaboration with interested stakeholders.

7

8 Q- Please summarize your rate design recommendations.

9 A.

10

First, UNS Gas 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.

11

12

13

Under the class cost-of-service study, the "bare bones" monthly customer charges are

calculated to be $18.15 for residential service, approximately $19.00 for small

$220.00commercial/industrial customers and for large

14 commercial/industrial customers.

approximately

"Bare-bones" customer charges restrict the customer

15

16

17

18

19

20

classification to metering, meter-reading, service (service drop) to the specific customer,

customer service and billing. No demand-related distribution mains or distribution

regulators are included, as they may be under a minimum system or zero intercept

approach. The "bare-bones" approach leads to relatively low customer charges.

However, we do not propose increasing monthly customer charges all the way to the

charges suggested by the class cost-of-service study.

21

22

23

24

25

26

27

For residential service, the increases will be phased-in over two years. Phase 1 will go

into effect upon approval of the rate increase. The Phase 2 and Phase 3 rate designs

(implemented one year and two years, respectively, after rates go into effect in Phase 1)

are based on approved test-year billing determinants, and are revenue neutral with respect

to Phase 1 rates, in that test-year proposed revenue remains unchanged. UNS Gas

proposes to increase residential customer charges from the current $8.50 per month to

A.

14
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1 Conclusion

2
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4
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6
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9
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11

12
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14

15

16

17

18

19

20

21

22

.23

24

25

26

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 months

(April through November), a residential customer (Rl0) would experience an increase of 146 percent

with 5 terms of usage, l 18 percent with 10 terms of usage, and 82 percent with 20 terms of usage.

During the "winter" months (December through March), the same customer would incur increases of

40 percent with 5 terms of usage, 28 percent with 10 terms of usage, and 13 percent with 20 terms

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 of '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 Staffs

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

27 increase. Accordingly, we adopt Staffs recommended monthly charges, as set forth in the

28

56 DECISION NO. 72813
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1

2

in UNS Gas' service territory, which includes areas that are either among the coldest (Ag.

Flagstaff) or the hottest (e.g. Lake Havasu City) parts of Arizona. Customers in the

3 coldest' corners of our service territory those affected most by rising costs on the

4 have

5

volumetric, gas commodity portion of their bills during home heating season

borne the additional burden of subsidizing the fixed cost of serving customers who spend

6 their winters in far more moderate climates.

7

8 Q- Have you performed an analysis to illustrate the subsidy of warmer districts by

cooler districts?9

10 A. Yes. Attached to my Direct Testimony as Exhibit DBE-1, is a table that shows average

11

12 I

13

14

15

16

17

18

19

20

21

22

23

24

25

annual residential consumption and margin revenue for ten locations in the UNS Gas

service territory. Margin does not include the commodity cost of gas. By "margin",

mean the sum of the: (i) customer charge, and (ii) portion of the volumetric charge not

related to the commodity cost of gas. Margin covers the costs of customer service,

billing, metering, meter reading, service drop, mains, and other non-gas resources and

infrastructure serving UNS Gas' customers. The data illustrates the disparity between

what average customers in certain locations contribute to margin. For example, the

typical residential customer in Flagstaff currently pays an annual margin (i.e., charges

excluding actual gas commodity costs) of $328, $145 more than the $183 paid by the

typical residential customer in Lake Havasu (see column 2 of Exhibit DBE-1). Cost-of-

service analysis indicates that a $145 margin differential between these two customers is

too high. Assuming proposed revenue levels, and a cost-based customer charge of

$18.15 per month (which is higher than any of the Company's proposed residential

customer charges), the Flagstaff customer pays a $364 margin, which is only $93 more

than the $271 paid by the Lake Havasu customer (see column 6 of Exhibit DBE-1).

26

27
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1

2

3

4

Because of the different overall revenue levels (i.e,, current rates v. proposed rates), a

comparison of the average Flagstaff bill as a percentage of the Lake Havasu bill is

enlightening. Using the data from Exhibit DBE-1, I have compiled the following table

that illustrates how the Company's phased-in increase in customer charges is a movement

toward more cost-based rates.5

6

7 Table I .- Flagstaff/ Lake Havasu Average Annual Bills EXCLUDING Gas Commodity costs

8

9

10

Current
($8.50)

Phase 1
($10)

Phase 2
($12)

Phase 3
($]4)

Cost-Based
($18. 15)

11

12

13

Dgterence

Dwain %

FIag5ta]j'BilI $328

Havasu Bill $ l83

$ l45

79%

$391

$218

$173

79%

$384

$231

$154

67%

$378

$244

$134

55%

$364

$27 I

$93

34%

14

15

16

17

The "Diff as %" shows the difference in Flagstaff and Lake Havasu bills as a percent of

Lake Havasu bills. This line shows that under cost-based rates an average Flagstaff bill

should be only 34% higher than the average Lake Havasu bill. Currently, the average

Flagstaff bill is 79% higher than the average Lake Havasu bill, Between Phases 1 and 3

of the proposed customer charge implementation, the excess of Flagstaff over Lake

Havasu bills falls from 79% to 55%, which is a marked improvement and a movement to

cost-based rates.

18

19

20

21

22

23

24

25

26

27

18
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1

2

3

4

Because of the different overall revenue levels (i.e., current rates v. proposed rates), a

comparison of the average Flagstaff bill as a percentage of the Lake Havasu bill is

enlightening. Using the data from Exhibit DBE-l, I have compiled the following table

that illustrates how the Company's phased-in increase in customer charges is a movement

toward more cost-based rates.5

6

Table I - Flagstaff/ Lake Havasu Average Annual Eilis EXCLUDING Gas Commodity costs7

8

9

10

11

Current
($8.50)

Phase I
($10)

Phase 2
($]2)

Phase 3
($J4)

Cost-Based
($18.15)

12 Dyterence

Duj'as %

Flagsta]§'8ill $328

Havasu Bill $183

$145

79%

$391

$218

$173

79%

$384

$231

$154

67%

$378

$244

$134

55%

$364

$271

$93

34%13

14

15

16

17

18

19

20

The "Diff as %" shows the difference in Flagstaff and Lake Havasu bills as a percent of

Lake Havasu bills. This line shows that under cost-based rates an average Flagstaff bill

should be only 34% higher than the average Lake Havasu bill. Currently, the average

Flagstaff bill is 79% higher than the average Lake Havasu bill. Between Phases 1 and 3

of the proposed customer charge implementation, the excess of Flagstaff over Lake

Havasu bills falls from 79% to 55%, which is a marked improvement and a movement to

cost-based rates.21

22

23

24

25

26

27

18
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1

2

3

BEFORE THE ARIZONA CORPORATION COMMISSION
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G-04204A-08-0571

5

6

IN THE MATTER OF THE APPLICATION OF
UNS GAS, TNC. FOR THE ESTABLISHMENT
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7

)
)
)
)
)
)
)
)
>
)

EVIDENTIARY
HEARING

At :

Date :

Filed:

Phoenix, Arizona

August 17, 2009

August 25, 2009

8

9

10

11

12

13

14

15

16

17

18

19

20

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME V

(Pages 733 through 808, inclusive)

INC

21

ARIZONA REPORTING SERVICE,
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-148122

23 P r e p a r e d  f o r By: Kate E. Baumgarth, RPR
Certified Reporter
Certificate No. 5058224

25

Arizona Reporting Service, inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602)274-9944
Phoenix, AZ



UNS Gas / Rates
C-04204A-08-0571

8/17/2009

Vol. V

749

Q

2 A. So 0.80 at $45 would add roughly $3 to the

3 T h e r e

4

Right.

Okay.

bill that I show on schedule H-4 of my testimony.

so I was extrapolating.

5

6

is no $45 per usage per therm,

The current bill for 35 terms per customer is $19

You would have to add to that the commodity cost of$20

7 SO, so that is $23

8

9 about $25,

A customer using 50 terms is currently paying

So you would have to add another $3 to that.

10 So it's somewhere between $25 and $28 currently, and that

11

12

includes the customer charge.

I'm confused a little bit.Q

13

14

If I multiply 45

terms times 80 cents, I get approximately $36, not $3

I _A. Oh, I'm sorry.

15 That's correct

16

17 Q

18

19

Yes, you are right. I'm sorry.

So then the average bill would be $54 to $59.

So the $5.50 is approximately 10 percent of the

average bill; is that right?

A. That's correct

20 Q Okay.

21

22

23 A .

24

Do you also understand that the company is

proposing a reduction in the non-gas volumetric charge

with respect to the second and third phased in increases?

Yes, that would follow.

And those were intended to create a revenueQ

25 neutral situation for the average customer; correct°

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
(602)274-9944

Phoenix, AZ
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1 cooler areas. I believe this is consistent with the Commission's resolution of the

2 customer charge issue in Decision No. 70011.

3

4 Q. Will the increased customer charge reduce the incentive to conserve"

5 A. Not materially. The proposed customer charges and volumetric charges will provide the

6 appropriate incentive to conserve neither too little incentive nor too much incentive

7

8

9

10

11

12

13

14

15

given cost considerations and the relative prices of energy substitutes like electricity,

propane and firewood. Despite the fact that higher customer charges result in lower

volumetric charges, customers will still have plenty of incentive to conserve natural gas

because they avoid some very significant gas commodity costs. The commodity cost of

natural gas has been increasing at around 2.5 times the rate of inflation over the last four

years. Customers pay for the amount of natural gas they actually consume through UNS

Gas' PGA. The gas commodity portion of the average residential bill is even greater

(approximately 60%) than the margin portion (approximately 40%). The substantial

commodity portion will continue to provide customers a strong incentive to conserve

16 natural gas.

17

18 Q- Have you considered other mechanisms for addressing the current mismatch

19 between revenues and costs and the resulting cross-subsidization between

20 customers?

21 Yes. UNS Gas considered a recurring "reservation" (demand) charge based on a

22

23

24

25

26

27

customer's maximum usage over the past twelve months. To the extent that potential

peak requirements affect sizing of facilities to the end-use customer, this reservation

charge could help match billing to cost-causation, which is desirable for an equitable rate

design. As mentioned, around 17.5% of residential revenue could be recovered through

the reservation charge, based on the cost-of-service study. However, this would be a

major change in rate stricture and may be better suited for a future proceeding.

A.

21
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1 Q. Is a copy of the proposed modifications to the Rules and Regulations attached?

2 A.

3

Yes, both clean and redlined copies of the revised Rules and Regulations are attached as

Exhibits GAS-1(a) and GAS-1(b), respectively, to my Direct Testimony.

4

5 Q.

6

7

Is UNS Gas proposing to make any changes to Pricing Plan T-1 Transportation of

Customer-Secured Natural Gas ("Pricing Plan T-1") and Pricing Plan T-2

Transportation Service Using Dedicated Transmission Facilities ("Pricing Plan T-

8
2")?

Yes.9 A. The T-1 and T-2 Pricing Plans apply to certain large commercial customers.

10

11

Currently "Balancing", found under the section heading "Operating Procedures" in both

Pricing Plan T-1 and Pricing Plan T-2, states:

12

13

14

Customers are provided a monthly operating window, under which
the Customer's cumulative imbalances must be within plus or
minus 5 percent (+/- 5%) of the month's total of daily scheduled
transportation quantities, plus any Company-approved imbalance
adjustment quantity, or 10,000 terns, whichever is greater.

15

16 UNS Gas is proposing to change the 10,000 therm threshold to 1,500 terms. The 5

17

18

percent (5%) allowance is not being changed. The redlined versions of Pricing Plan T-1

and T-2 are attached as Exhibit GAS-3 and Exhibit GAS-4, respectively to my Direct

19 Testimony.

20

21 Q~ Why are you making this change?

22 A. Currently UNS Gas' monthly imbalance cash out threshold under the El Paso Natural Gas

23

24

("EPNG") tariff is only 2,000 decatherms (Dth) or 20,000 therrns. Allowing each

transportation customer a monthly threshold that is one-half of the monthly threshold that

25

26

27

UNS Gas must adhere to for its entire system under EPNG can place additional operational

constraints and/or penalties on UNS Gas. UNS Gas currently has eight (8) transportation

customers that are managed by third party suppliers who are responsible for managing

8
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UnisuurceEneruv
SERVIBES

UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

AVAlLABlLlW

This pricing plan is available to any qualifying Customer for transportation of natural gas by the Company from existing

interconnects between the Company and upstream pipelines (herein called Receipt Point) to the Delivery Point(s) on the

Company's system throughout its certificated Arizona Gas Service Area under the following conditions:

(am. The Company has available capacity to render the requested service without construction of any additional

facilities, except as provided by Secliee8-eithis pricing planunder Facility Additions..

I 4b)2. The Customer has demonstrated to the Company's satisfaction the assurance of natural gas supplies and third-

party transportation agreements with quantities, and for a term compatible with the service being requested from

the Company.

I lm The Customer and the Company have executed a Transportation Agreement, and the Customer is to be the End-

User.

! (4)4. The Customer's gas to be transported is greater than 120,000 terms per year. A Customer receiving service from

the Company at multiple locations may aggregate meters with annual consumption of no less than 50,000 terms

per meter to qualify for this service provided that all meter locations are served under a single entity. In addition,

the annual consumption of customers that are aggregated must be greater than 120,000 terms per year.

APPLICABILIW

This pricing plan shall apply to gas transported by the Company for Customer pursuant to the executed service agreement.

I

I

The basic transportation service rendered underthis pricing plan shall consist of:

The receipt by the Company for the account of the Customer of the Customers gas at the Receipt Point,

The transportation of gas through the Company's gas system for the account of the Customer, and

(a)

(b)

(0) The delivery of gas after transportation by the Company for the account of the Customer at the Delivery

Point(s).

I

Transportation: Service is firm and uninterrupted except for the following:

Curtailment in accordance with the Company's curtailment priority procedures;

When the Company detemwines it has insufficient capacity on its system or from its upstream pipeline, or

(a)

(b)

(C) Customer's gas supply to the Company is insufficient to meet its requirement.

Filed By:

I Title:
District:

Raymond S. Heyman

Senior Vice President, General Counsel

Entire Gas Service Area

T-1

December 1, 2Q07PEND1NG

i

I

l

I

I

1.

2.

Tariff No.:

Effective:

Page No.: 1 of9



I |

llnistlun:eEneruv
SERVICES

UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

3. Any Customer served under this pricing plan that requests service under a sales pricing plan is ineligible to return

to transportation sen/ice for a period of not less than twelve (12) months.

r

RATES
A discount from the following rates may be offered at the sole discretion of the Company if such discount is in the best

interest of the Company and its ratepayers. The maximum amount that the Customer shall pay the Company monthly will

be the sum of the following charges:

Customer Charge her Month: $1080.00 per meter

Volume Charge: An amount equal to the applicable unit transportation rate for each therm of Customer-secured

gas metered and delivered to the Customer. The unit rates shall be as set forth in the currently effective Pricing

Plan Summary. The volume charge will consist of the following:

An amount equal to the applicable unit sales margin for each therm as set forth in the Customer's

otherwise applicable sales pricing plan for each meter. This volume charge will cover the Company's

Delivery Charge as specified in the currently effective gas sales pricing plan but not including the base

cost of gas specified therein.

inr iaevent will the minimum chorgo be loss than that cot forth in Section 4.1 below

(a)

(b) An amount to reflect lost and unaccounted for gas as determined by the differential between the gas costs

on a sales basis and gas costs on a purchase basis determined in the development of the currently

effective, Purchased Gas Adjustment ("PGA"), Rate Rider No. RR-1. The Company, at its sole option,

may allow lost and unaccounted for gas to be paid in kind.

(C) Any applicable imbalance charges as specified inPavmenl For Excess Quantities Seetien-7-of this pricing

plan,

(d) Any charges from upstream pipeline transporters or suppliers which have been incurred by the Company

in excess of those specified in section (c) above and are deemed by the Company to be applicable to the

transportation service rendered for the Customer under these pricing plans.

Minimum Charge: The minimum charge will be the Basic Customer Charge per Month plus $0.005 per therm,

T-1Filed By:

Title:

District'

Raymond S. Heyman

Senior Vice President, General Counsel

Entire Gas Sen/ice Area

December 1, QCGZPENDING

i

I

I

l

1

l

I
Tariff No.:

Effective:

Page No 2 of9



UnisnurceEneruv
SERVICES

UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

ADMINISTRATIVE PROCEDURES

1. Processincx Requests for Transportation Service: Requests for transportation hereunder shall be made by, and

shall be deemed to be complete upon, the Customer providing the following information to the Company:

(a) Gas Quantities: The Maximum Daily Quantity applicable to the receipt point and the Maximum Daily

Quantity applicable to each delivery point and estimated total quantities to be received and transported

monthly over the delivery period should be stated individually in terms for each receipt point.

(b)

(c)

Delivery Point(s): Point(s) of delivery by the Company to the Customer.

Term of Service:

mi, Date of service requested to commence;

" ii. Date service requested to terminate, if known; and

(Mari, Minimum term for transportation service shall be twelve (12) months.

(d) Performance: A statement from the Customer certifying that the Customer has or will have title to the gas

to be delivered to the Company for transportation and has entered into or will enter into those

arrangements necessary to assure all upstream transportation will be in place prior to the commencement

of service under a Transportation Agreement. The Customer's Agent, if any, must be named.

Upon receipt of all of the information specified above, the Company shall prepare and tender to the Customer for execution

a Transportation Agreement. if the Customer fails to execute the Transportation Agreement within thirty (30) days of the

date tendered, the Customer's request shall be deemed null and void.

OPERATING PROCEDURES

LI Nominatinq and Scheduling of Gas Receipts and Deliveries: The Customer shall be responsible for contacting the

upstream pipelines to arrange for the nominating and scheduling of receipts and deliveries hereunder, provided,

that the Customer may designate one (1) other party to serve as his agent for such purpose.

The Customer or Customer's Agent shall be responsible for submitting nominations to the upstream pipeline and

notifying the Company's designated representative in writing no later than one (1) hour prior to the upstream

pipeline's nomination deadlines set forth in their FERC approved tariff. Such communication shall occur prior to the

first of the month and within the month if there are changes to the nominations. The Customer is responsible for

confirming the timely receipt of this information by the Company, The Company will confirm whether it has

sufficient operational capacity to deliver all or a portion of the Customer's gas.

Fired By:

I Title;
District;

Raymond S. Herman

Senior Vice President, General Counsel

Entire Gas Service Area

Tariff No.;

Elective:

Page No.:

T-1

December 1, 2007PENDING

3 of 9

I

I

l

I

¢



lTnisuurceEneruv
SERVICES

UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

l 2. Operatinq Information and Estimates:Upon request of the Company, the Customer shall from time to time submit

its best estimates of the daily, monthly and annual volumes of gas to be transported, including peak day

requirements, together with such other operating data as the Company may require in order to schedule its

operations.

The Company may require large Customers whose contractually allowed maximum daily quantity exceeds 10,000

terms per day, whose usage is not predictable based on weather, and whose ratio of high to low daily usage

exceeds ten (10) to inform the Company within 2 hours of any initiation or termination of gas usage exceeding an

hourly rate of 1,000 terms per hour.

3 Quantities; All quantities referred tounder ie Operatinq Procedures of this pricing plan Socticri 6 shall be provided

as dekatherms ("DTH") (one million British Thermal Units).

Deliverability: The Company shall not be liable for its failure to deliver gas when such failure is due to unavailability

of gas supply or interruption of third party transportation services.

Other Ooeratino Procedures: The Company may require additional information or enforce other operating

procedures as deemed necessary in the Company's sole judgment, in order to coordinate gas volumes and the

movement of gas through the upstream pipeline system to the Company's Arizona Gas Service Area. These

additional operating procedures may be enforced upon verbal notice to each Customer or the Customer's Agent

with twenty-four (24) hour notice of implementation.

a

1

l

Balancing; Balancing of thermally equivalent volumes of gas received and delivered shall be achieved as nearly as

feasible on a daily basis, taking into account the Customer's right, subject to prior Company approval, to vary

receipts and deliveries across the Company Distribution System. Customer monthly imbalances are defined as

the difference between the Customer's total monthly metered quantities and the Customer's total scheduled

transportation quantity. Customers are provided a monthly operating window, under which the Cust0mer"s

cumulative imbalances must be within plus or minus 5 percent (+l- 5%) of the month's total of daily scheduled

transportation quantities, plus any Company~approved imbalance adjustment quantity, or 1,§@_Q-,999 terms,
whichever is greater. imbalances established in excess of the applicable monthly operating window will be subject

to imbalance charges as specified in Payment for Excess Quantities Seeaee-1-of this pricing plan. However, if the

Customer has an imbalance outside this limit and contacts the Company before the end of the last business day of

the month, the Customer will have a "cure period" of an additional 30 days to bring its imbalance within the limits

before any imbalance charges specified inPayment for Excess Quantities Section 7 are applied. Customer is then

ineligible for a "cure period" for the following month._ It in the Company's sole good faith judgment and operating

conditions permit, the Company will increase the monthly operating window. Any imbalance (plus or minus)

carried for~ard shall be considered first through the meter during the next daily or monthly period, as applicable.

Upon Customer request, the Company will permit electronic read-only access to the telemetering facilities

described inFacilitv Additions of this pricing plan Seetioe-8-or provide daily meter reads each calendar day.
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Transportation of Customer-Secured Natural Gas

Adjustments: Periodically, volume adjustments may be made by the upstream pipelines or the Customel"s agent.

Therefore, actual daily volumes invoiced will be compared with daily nominated volumes. Should adjustments to

the nominated volumes become necessary, such adjustments will be applied to the nomination for the month in

which the volumes were delivered to the Customer for the purposes of determining the applicability of the

provisions of this pricing plan.

Customer Default: The Company shall not be required to perform or continue service on behalf of any Customer

that fails to comply with the terms contained in this pricing plan and the terms of the Customer's Transportation

Service Agreement with the Company. The Company shall have the right to waive any one or more specific

defaults by any Customer under any provision of this pricing plan or the service agreement, provided, however,

that no such waiver shall operate or be construed as a waiver of any other existing or future default or defaults,

whether of a like or different character.

Operational Curtailment: The Company reserves the right to impose, at any time, any reasonable operating

conditions upon the transportation of the Customer's gas which the Company, in its sole good faith judgment,

deems necessary to maintain safe and efficient operation of its distribution system, or to make the operating terms

and conditions at service hereunder compatible with those of its upstream pipelines. Under such circumstances,

the following conditions shall apply;

(a)
i
i

Any Customer that does not comply with a notice of operational curtailment shall be subject to, in addition

to any otherwise applicable charges, a penalty of $10.00 per DTH for all unauthorized quantities during

the curtailment period .

(b) The Company shall endeavor to provide notice of such operational curtailment forty-eight (48) hours prior

to the commencement of the delivery of gas.

(0) Notwithstanding condition (b), the Company may impose an operational curtailment on the current gas

day in the event an operational curtailment is imposed on the current gas day, a minimum one-hour

grace period will be allowed before penalties begin to apply.

PAYMENT FOR EXCESS QUANTITIES

1. Customers will be assessed imbalance charges if an imbalance exists in excess of the applicable monthly

operating window under the conditions set forth in Balacino described as part of Ooeratinq Procedures Section 6,6

herein. The portion of any imbalance quantity established by a Customer in excess of the applicable monthly

operating window is defined as an excess imbalance quantity. The imbalance charge will be based on the

Company's short term purchases, where short term purchases are defined as gas for which the price is determined

in the calendar month of use. In addition to the charges payable under this pricing plan, any monthly excess

quantity shall be billed as follows;

I

I

I
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Percentage Excess imbalance Positive Negative

Equal to or less than 5% 100% 100%

Over 5% and less than or equal to 15% 90% 110%

Over 15% and less than or equal to 20% 80% 120%

Over 20% and less than or equal to 30% 70% 130%

Over 30% 60% 140%

llnisnurceEnergv
SERVICES

UNS Gas, Inc.
Pricing Plan T-1

Transportation of Customer-Secured Natural Gas

(a) Positive Excess Imbalance

A positive excess imbalance exists when the Customer's scheduled transportation quantity exceeds

the Customer's metered quantity by more than the applicable monthly operating window. The excess

imbalance shall be retained by the Company and eliminated after the Customer's bill is credited as

follows:

(i) The price of the positive imbalance gas for the applicable month shall be calculated as the

weighted average cost per them of the Company's least expensive short term purchases

(including all upstream pipeline fuel and variable costs) for the aggregate positive imbalance

volume associated with all T-1 customers. This weighted average cost per therm will be

multiplied by the Customers positive imbalance volume and the percentage associated with

the Customer's "Percentage Excess Imbalance" in the "Positive" column in Table 1 below.

(b) Neqative Excess Imbalance

A negative excess imbalance exists when the sum of the Customer's scheduled transportation

quantity is less than the metered quantity by more than the applicable monthly operating window.

The excess imbalance shall be eliminated after the Customer is billed as follows:

(i) The price of the negative imbalance gas for the applicable month shall be calculated as the

weighted average cost per therm of the Company's most expensive short term purchases

(including all upstream pipeline fuel, variable and capacity costs, at a 100% load factor) for

the aggregate negative imbalance volume associated with all T-1 customers. This weighted

average cost per therm will be multiplied by the Customers negative imbalance volume and

the percentage associated with the Customers "Percentage Excess Imbalance" in the

"Negative" column in Table 1 below.

Table 1

2. Should the Customer cease to utilize transportation service under this pricing plan, the entire remaining imbalance

shall be settled pursuant to section Pavement For Excess Quantities herein.Soction 7.1, For purposes of this

settlement, no operating window applies.

I

I

I

I

I
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Transportation of Customer-Secured Natural Gas

Under no circumstances shall the Ssection Payment For Excess Quantities ¥ 4~above be considered as giving the

Customer any right to take excess quantity gas, other than as provided in Operating Procedures by Section 6.6

hereof, nor shall the s ection Payment For Excess Quantities ¥=4~or payment thereunder be considered as a

substitute for any other remedy available to the Company against the offending Customer for failure to respect its

obligation to stay within its authorized quantities.

FACIUW ADDITIONS

Any facilities which must be installed by the Company to serve the Customer will be constructed in accordance with the

Rules and Regulations as approved from time to time by the Arizona Corporation Commission. Telemetering facilities On

each meter will be installed at the Customers expense. Customers requiring tele metering facilities shall provide, at the

Customer's expense, a dedicated telephone line for the Company's use in communicating with the telemetering facilities

and will pay any and all costs associated with that phone line. Further, any existing special surcharges or minimum bill

provisions designed to recover the cost of facilities for any Customer shall remain in effect and may serve to increase

maximum allowable transportation rate levels pursuant to this pricing plan.

THIRD PARTY CHARGES
The Customer shall reimburse the Company for any charges rendered or billed to the Company by its upstream pipelines

and by any other upstream transporter and gas gatherers, either before or after termination of the Transportation
Agreement, which the Company, in its sole good faith judgment, determines have been incurred because of the

transportation of Customers gas hereunder and should, therefore, appropriately be borne by the Customer. Such charges,

whether levied in dollars or gas, may include, but shall not be limited to, standby charges or reservation fees, prepayments,
applicable taxes, applicable fuel reimbursement, shrinkage, lost and unaccounted for volumes, Gas Research Institute

surcharges, penalty charges and filing fees.

The Customer will reimburse the Company for all such charges incurred by the Company as rendered, irrespective of the

actual quantities of natural gas delivered to the Customer.

CONDITIONS FOR CONVERTING TO T-1 SERVICE

Any qualified Customer converting from gas sales service to service under this pricing plan is subject to the following

conditions and requirements:

T-1 sen/ice will commence at the beginning of the first calendar month following the end of five (5) days after

receipt of the customer service change request.

Customer will be billed or credited the Customer's pro rata share of the balance in the Company's PGA bank,

calculated as follows:

i
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Transportation of Customer-Secured Natural Gas

(a) Starting from the later of the month of initiation of gas sales service by the Customer, or the date of

initiation of the current PGA bank, through the last month of sales service, the Customers actual therm

usage will be multiplied, on a month-by-month basis, by the difference between the Company's actual

commodity cost per therm and the Gas Cost component of the Basic Cost of Service Rate adjusted for

any PGA and PGA Surcharge that may be in effect from time to time,

(b) The sum of these monthly calculated values equals the Customer's charge or credit due for conversion to

sen/ice under this pricing plan,

(c) Customer charge or credit will be paid in twelve (12) equal monthly payments, including interest equal to

the carrying charge rate applicable to the PGA bank at the time of conversion to service under this pricing

plan,

If a Customer converts back to a pricing plan for gas sales service while the PGA Surcharge existing at the time of

the switch to T-1 service is still in effect, such Surcharge will not be applicable to the Customers billed usage for

the period it remains in effect. However, any future PGA Surcharge that may be put into effect will be applicable to

the Customer's billed usage.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part

of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the

Company.

RULES AND REGULATIONS

The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission

shall apply where not inconsistent with this pricing plan.

I

CONDITIONS

Transportation of Customer-owned natural gas hereunder shall be limited to natural gas of equal or higher quality

than natural gas currently available from the Company's supplier(s). All gas delivered by the Company to the

Customer shall be deemed to be the same quality as that gas received by the Company for transportation.

I

I
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With respect to the Company's capacity to deliver gas at any particular time, the curtailment priority of any

Customer served under this pricing plan shall be the same as the curtailment priority established for other

Customers served pursuant to the Company's pricing plan which would otherwise be available to such Customer.

I

2.
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UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

AVAILABILITY
This pricing plan is only available to any qualifying Customer for transportation of natural gas by the Company from

dedicated interconnects between the Company and upstream pipelines (herein called Receipt Point) to the Delivery Point(s)

on the Company's transmission system throughout its certificated Arizona Gas Service Area under the following conditions;

The Company has or will have available capacity to render the requested service utilizing facilities dedicated to the

requirements of the Customer, except as providedunder Facilitv Additions by Section 8 hereof

The Customer has demonstrated to the Company's satisfaction the assurance of natural gas supplies and third-

party transportation agreements with quantities and for a term compatible with the service being requested from

the Company,

The Customer and the Company have executed a Transportation Agreement, and the Customer is to be the End-

User,

The Customer's requirement for gas to be transported is greater than 1,000 terms per day or 120,000 terms per

yean and

The Customer is not taking service through dedicated facilities under the provisions of a special contract approved

by the Arizona Corporation Commission ("ACC").

The Customer is classified as a utility that produces electricity.

APPLICABILITY
This pricing plan sham! apply to gas transported by the Company for Customer pursuant to the executed service agreement,

I

1

1

I

The basic transportation sen/ice rendered under this pricing plan shall consist of:

The receipt by the Company for the account of the Customer of the Customer's gas at the Receipt Point,

The transportation of gas through the Company's gas system for the account of the Customer, and

(a)

(b)

(c) The delivery of gas after transportation by the Company for the account of the Customer at the Delivery

Point(s).

Transportation; Service is firm and uninterrupted except for the following:

Curtailment in accordance with the Company's curtailment priority procedures,

When the Company determines it has insufficient capacity on its system or from its upstream pipeline, or

<a)

(b)

I
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UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

(C) Customer's gas supply to the Company is insufficient to meet its requirement.

Any Customer served under this pricing plan is ineligible to obtain sales service without executing a special

contract approved by the ACC.

RATES
A monthly net bits at the following rates plus any adjustments incorporated in this pricing plan:

Customer Charge Der month: $10§Q.00 per meter

Volume Charge: An amount equal to the applicable unit transportation rate for each therm of Customer-secured

gas metered and delivered to the Customer. The unit rates shall be as set forth in the currently effective Pricing

Plan Summary, The volume charge will consist of the following:

(a) An amount to fund the Company's low income rate program equal to the portion of the applicable unit

sales margin for each therm included in rates as set forth in the Customer's otherwise applicable sales

pricing plan for each meter.

(b) An amount to retiect lost and unaccounted for gas as determined by the differential between the gas cost

on a sales basis and gas cost on a purchase basis determined in the development of the currently

effective Purchased Gas Adjustment ("PGA"), Rate Rider No. RR-1. The Company at its sole option may

allow lost and unaccounted for gas to be paid in kind.

(C) Any applicable imbalance charges as specified inPavement For Excess Quantities Seetieniof this pricing

plan.

(d) Any charges from upstream pipeline transporters or suppliers which have been incurred by the Company

in excess of those specified in section (c) above and are deemed by the Company to be applicable to the

transportation service rendered for the Customer under this pricing plan.

Reservation Charge: An annual charge to be billed in twelve (12) equal monthly installments equal to the fully

allocated costs to provide the dedicated facilities necessary to serve the Customer as described more fully in

Rates of this pricing DlanSoction 3.2 below.

Determined on the basis of a fully allocated cost study filed with and approved by the ACC in the context of a

general rate case except when the request for service is non-coincident with a rate filing. In the latter case, the

Resen/ation Charge will be computed by the Company including the following elements:

i

I

I

I

I
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<a) Return and income taxes at the rate of return approved by the ACC in the Company's last general rate

case computed on the basis of the installed costs of the dedicated facilities plus an allocation of other rate

base items including, as appropriate; intangible, general and common plant investment, less any

applicable accumulated depreciation and deferred taxes, an allowance for working capital and materials

and supplies,

i
1
I
I

(b) Operations expense including all operating and maintenance expenses, depreciation and amortization

expense, taxes other than income related to the dedicated facilities and allocated rate base,

(C) Allocated indirect expense including an appropriate portion of customer accounting, sales and

information, and administrative and general expenses, and

(d) Any other allocated costs incurred either directly or indirectly to provide the requested service.

Special Surcharge: An annual charge to be computed on the basis of the twelve (12) months ending September of

the prior year and billed beginning in January in equal monthly installments, computed as the sum of the following

charges:

(a) The revenue requirements for any additional investments required to provide the service requested by

Customer subsequent to the establishment of the currently effective Reservation Charge,

(b) Any non-recurring operating and maintenance expenses associated with the facilities dedicated to the

Customer in the previous year, and

(C) Any extraordinary expenses incurred by the Company on behalf of the Customer not included in (a) or (b)

above.

Minimum Charge: The minimum charge will be the sum of the Basic Customer Charge per Month, the monthly

Reservation Charge and any monthly Special Surcharge.

ADMINISTRATIVE PROCEDURES

1 Processing Requests for Transportation Service: Requests for transportation hereunder shall be made by, and

shall be deemed to be complete upon, the Customer providing the following information to the Company:

(a) Gas Quantities: The Maximum Daily Quantity applicable to the receipt point and the Maximum Daily

Quantity applicable to each delivery point, and estimated total quantities to be received and transported

monthly over the delivery period should be stated individually in terms for each receipt point.

I

I
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Transportation Service Using Dedicated
Transmission Facilities

(b) Deliverv Point(s): Point(s) of delivery by the Company to the Customer.

(C) Term of Service:

i. Date service requested to commence,

ii. Date service requested to terminate, if known, and
iii. Minimum term for transportation service shalt be twelve (12) months.

(d)

I

Performance: A statement from the Customer certifying that the Customer has or will have title to the gas

to be delivered to the Company for transportation and has entered into or will enter into those

arrangements necessary to assure all upstream transportation will be in place prior to the commencement

of service under a Transportation Agreement. The Customer's Agent, if any, must be named.

Upon receipt of all of the information specified above, the Company shall prepare and tender to the Customer for

execution a Transportation Agreement. If the Customer fails to execute the Transportation Agreement within thirty

(30) days of the date tendered, the Customers request shall be deemed null and void.

i

i
Construction Requirements: In the event that the Customer's request for service requires the construction of

additional transmission facilities not otherwise addressed insection Pavement For Excess Quantities hero, Seetien

7TExtension of Lines, in the Company's current Rules and Regulations, the following additional provisions may

apply;

(a) The Company may request an advance for engineering and design services based on the Company's

estimate of the anticipated costs related to the requested dedicated facilities,

(b) Any advance for engineering and design will be refunded to the Customer on commencement of service,

(C) Actual engineering and design costs will be included in the dedicated facilities' costs and recovered as a

part of the Reservation Charge;

(d) If the dedicated facilities are not placed in service for any reason, the Company may retain the advance,

(e) Prior to the initiation of construction of the dedicated facilities, the Company will provide an estimate of the

total costs and resulting annual costs to Customer,

(f) The Company shall not be liable for any differences between actual construction costs and estimated

costs,

(Q) Customer may withdraw the request for service prior to initiation of construction; and
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(h) The Customer may request that construction cease prior to completion. However, if the dedicated

facilities are not completed or placed in service, the Customer is liable for service under the terms of this

pricing plan as if the facilities had been completed, based on the total construction costs expended on

behalf of the Customer.

I
OPERATING PROCEDURES

11. Nominating and Scheduling of Gas Receipts and Deliveries: The Customer shall be responsible for contacting the

upstream pipelines to arrange for the nominating and scheduling of receipts and deliveries hereunder, provided,

that the Customer may designate one (1) other party to serve as his agent for such purpose.

The Customer or Customer's Agent shall be responsible for submitting nominations to the upstream pipeline and

notifying the Company's designated representative in writing no later than one (t) hour prior to the upstream

pipeline's nomination deadlines set forth in their FERC approved tariff. Such communication shall occur prior to the

first of the month and within the month if there are changes to the nominations. The Customer is responsible for

confirming the timely receipt of this information by the Company. The Company will confirm whether it has sufficient

operational capacity to deliver all or a portion of the Customer's gas.

12. Operating information and Estimates: Upon request of the Company, the Customer shall from time to time submit its

best estimates of the daily, monthly and annual volumes of gas to be transported; including peak day requirements,

together with such other operating data as the Company may require in order to schedule its operations.

13. The Company may require large Customers whose contractually allowed maximum daily quantity exceeds 10,000

terms per day, whose usage is not predictable based on weather, and whose ratio of high to low daily usage

exceeds ten (10) to inform the Company within 2 hours of any initiation or termination of gas usage exceeding an

hourly rate of 1,000 terms per hour.

14. Quantities: All quantities referred to under Ooeratinq Procedures in Section 6 shat\ be provided as dekatherms

("DTH") (one million British Thermal Units).

\5.

\6.

Deliverabilitv: The Company shall not be liable for its failure to deliver gas when such failure is due to unavailability

of gas supply or interruption of third party transportation services.

Other Operating Procedures; The Company may require additional information or enforce other operating

procedures as deemed necessary in the Company's sole judgment, in order to coordinate gas volumes and the

movement of gas through the upstream pipeline system to the Company's Arizona Gas Service Area. These

additional operating procedures may be enforced upon verbal notice to each Customer or the Customer's Agent

with twenty~four (24) hour notice of implementation.

1 7. (f) Balancing: Balancing of thermally equivalent volumes of gas received and delivered shall be achieved as

nearly as feasible on a daily basis, taking into account the Customer's right, subject to prior Company approval, to

i
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1

vary receipts and deliveries across the Company Distribution System. Customer monthly imbalances are defined

as the difference between the Customer's total monthly metered quantities and the Customer's total scheduled

transportation quantity. Customers are provided a monthly operating window, under which the Customer's

cumulative imbalances must be within plus or minus 5 percent (+l- 5%) of the month's total of daily scheduled

transportation quantities, plus any Company-approved imbalance adjustment quantity, or 15004090 terms,

whichever is greater. imbalances established in excess of the applicable monthly operating window will be subject

to imbalance charges as specified under Pavement For Excess Quantitiesin Soction 7_of this pricing plan. However,

if the Customer has an imbalance outside this limit and contacts the Company before the end of the last business

day of the month, the Customer will have a "cure period" of an additional 30 days to bring its imbalance within the

limits before any imbalance charges specified under Pavement For Excess Quantities in Section 7 are applied.

Customer is then ineligible for a "cure period" for the following month. If in the Company's sole good faith judgment

and operating conditions permit, the Company will increase the monthly operating window. Any imbalance (plus or

minus) carried fontvard shalt be considered first through the meter during the next daily or monthly period, as

applicable.

~Upon Customer request, the Company will permit electronic read-only access to the tele metering facilities

described under Facility Additions in Notion 8»or provide daily meter reads each calendar day.

9. Adjustments: Periodically, volume adjustments may be made by the upstream pipelines or the Customer's

agent. Therefore, actual daily volumes invoiced will. be compared with daily nominated volumes. Should

adjustments to the nominated volumes become necessary, such adjustments will be applied to the nomination for

the month in which the volumes were delivered to the Customer for the purposes of determining the applicability of

the provisions of this pricing plan.

In\wt

10.
I

Customer Default: The Company shall not be required to perform or continue service on behalf of any

Customer that fails to comply with the terms contained in this pricing plan and the rems of the Customer's

Transportation Service Agreement with the Company. The Company shall have the right to waive any one or more

specific defaults by any Customer under any provision of this pricing plan or the sen/ice agreement, provided,

however, that no such waiver shall operate or be construed as a waiver of any other existing or future default or

defaults, whether of a like or different character. .

l 11. Operational Curtailment: The Company reserves the right to impose, at any time, any reasonable

operating conditions upon the transportation of the Customer's gas which the Company, in its sole good faith

judgment, deems necessary to maintain safe and efficient operation of its distribution system, or to make the

operating terms and conditions of service hereunder compatible with those of its upstream pipelines. Under such

circumstances, the following conditions shall apply:

I 42412. Any Customer that does not comply with a notice of operational curtailment shall be subject to, in addition to any

otherwise applicable charges, a penalty of $10.00 per DTH lot all unauthorized quantities during the curtailment

period,

I

I

I
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I (413, The Company shall endeavor to provide notice of such operational curtailment forty-eight (48) hours prior to the

commencement of the delivery of gas.

I 4414. Notwithstanding condition (b), the Company may impose an operational curtailment on the current gas day. In the

event an operational curtailment is imposed on the current gas day, a minimum one-hour grace period with be

arrowed before penalties begin to apply,

PAYMENT FOR EXCESS QUANTMES

Customers will be assessed imbalance charges if an imbalance exists in excess of the applicable monthly

operating window under the conditions set forth under Balacing described as part of Operating Procedures in

SeetieriJ€>-.€»herein. The portion of any imbalance quantity established by a Customer in excess of the applicable
monthly operating window is defined as an excess imbalance quantity. The imbalance charge will be based on the

Company's short term purchases, where short term purchases are defined as gas for which the price is determined

in the calendar month of use.- ln addition to the charges payable under this pricing plan, any monthly excess

quantity shall be billed as follows:

Ra) Positive Excess imbalance

A positive excess imbalance exists when the Customer's scheduled transportation quantity exceeds the

Customer's metered quantity by more than the applicable monthly operating window. The excess

imbalance shall be retained by the Company and eliminated after the Customer's bill is credited as

follows:

(i) The price of the positive imbalance gas for the applicable month shall be calculated as the

weighted average cost per therm of the Company's least expensive short term purchases

(including all upstream pipeline fuel and variable costs) for the aggregate positive imbalance

volume associated with all T~2 customers. This weighted average cost per therm will be

multiplied by the Customer's positive imbalance volume and the percentage associated with the

Customer's "Percentage Excess imbalance" in the "Positive" column in Table 1 below.

(b) Negative Excess imbalance
I

A negative excess imbalance exists when the sum of the Customer's scheduled transportation quantity is

less than the metered quantity by more than the applicable monthly operating window. The excess

imbalance shall be eliminated after the Customer is billed as follows:

(i) The price of the negative imbalance gas for the applicable month shall be calculated as the

weighted average cost per therm of the Company's most expensive short term purchases

(including all upstream pipeline fuel, variable and capacity costs, at a 100% load factor) for the

I

I

I
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Percentage Excess Imbalance Positive Negative

Equal to or less than 5% 100% 100%
Over 5% and less than or equal to 15% 90% 110%
Over 15% and less than or equal to 20% 80% 120%
Over 20% and less than or equal to 30% 70% 130%
Over 30% 60% 140%

llnisnun:eEnergv
SERVIBES

UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

aggregate negative imbalance volume associated with all T-2 customers. This weighted average

cost per therm will be multiplied by the Customers negative imbalance volume and the

percentage associated with the Customer's "Percentage Excess imbalance" in the "Negative"

column in Table 1 below.

Table 1

Should the Customer cease to utilize transportation service under this pricing plan, the entire remaining imbalance

shall be settled pursuant to section Payment For Excess Quantities herein. For purposes of this settlement, no

operating window applies.

3, Under no circumstances shall the section Payment For Excess Quantities above be considered as giving the

Customer any right to take excess quantity gas, other than as provided in Operating Procedures hereof, nor shall

the section Pavement For Excess Quantities or payment thereunder be considered as a substitute for any other

remedy available to the Company against the offending Customer for failure to respect its obligation to stay within

its authorized quantities.

FACILITY ADDITIONS

Any facilities which must be installed by the Company to serve the Customer will be constructed in accordance with the

Rules of Service as approved from time to time by the ACC. Tele metering facilities on each meter will be installed al the

Customer's expense. Customers requiring telemetering facilities shall provide, at the Customer's expense, a dedicated

telephone line for the Company's use in communicating with the telemetering facilities and will pay any and all costs

associated with that phone line. Further, any existing special surcharges or minimum bill provisions designed to recover the

cost of facilities for any Customer shall remain in effect and may serve to increase maximum allowable transportation rate

levels pursuant to this pricing plan.

THIRD PARTY CHARGES

The Customer shall reimburse the Company for any charges rendered or billed to the Company by its upstream pipelines

and by any other upstream transporter and gas gatherers, either before or after termination of the Transportation

Agreement, which the Company, in its sole good faith judgment, determines have been incurred because of the

transportation of Customer's gas hereunder and should, therefore, appropriately be borne by the Customer. Such charges,

I
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UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

whether levied in dollars or gas, may include, but shall not be limited to, standby charges or resewalion fees, prepayments,

applicable taxes, applicable fuel reimbursement, shrinkage, lost and unaccounted for volumes, Gas Research Institute

surcharges, penalty charges, and filing fees.

The Customer will reimburse the Company for all such charges incurred by the Company as rendered, irrespective of the

actual quantities of natural gas delivered to the Customer,

CONDITIONS FOR CONVERTING TO T-2 SERVICE

Any qualified Customer converting from gas sales service to service under this pricing plan is subject to the following

conditions and requirements:

T-2 service will commence at the beginning of the first calendar month following the end of five (5) days after

receipt of the customer service change request or completion of any required facilities, whichever is later.

Customer will be billed or credited the Customer's pro rata share of the balance in the PGA bank accumulated

while served under the Company's sales pricing plan, calculated as follows:

(a) Starting from the later of the month of initiation of gas sales service by the Customer, or the date of

initiation of the current PGA bank, through the Customer's last month of sales service, the Customers

actual therm usage will be multiplied, on a month-by-month basis, by the difference between the

Company's actual commodity cost per therm and the Gas Cost component of the Base Cost of Service

Rate adjusted for any PGA and PGA Surcharge that may be in effect from time-to-time,

(b) The sum of these monthly calculated values equals the Customer's charge or credit due for conversion to

service under this pricing plan,

(C) Customer charge or credit will be paid in twelve (12) equal monthly payments, including interest equal to

the carrying charge rate applicable to the PGA bank at the time of conversion to sen/ice under this pricing
plan.

TAX CLAUSE
To the charges computed under the above rate, including any adjustments, shall be added the applicable proportionate part

of any taxes or governmental impositions which are or may in the future be assessed on the basis of gross revenues of the

Company,

RULES AND REGULATIONS

The standard Rules and Regulations of the Company as on file from time to time with the Arizona Corporation Commission

shall apply where not inconsistent with this pricing plan.

I

Filed By;

I Title:

District:

2.

1.

Raymond s. Heyman

Senior Vice President, General Counsel

Entire Gas Sen/ice Area

Tariff No.:

Effective:

Page No

T-2

DCCCR4@€1'LJrv~2@@lPENDING

9 of in



llnisuurceEneruv
SERVICES

UNS Gas, Inc.
Pricing Plan T-2

Transportation Service Using Dedicated
Transmission Facilities

CONDITIONS

Transportation of Customer owned natural gas hereunder shall be limited to natural gas of equal or higher quality

than natural gas currently available from the Company's supplier(s). All gas delivered by the Company to the

Customer shall be deemed to be the same quality as that gas received by the Company for transportation.

1
With respect to the Company's capacity to deliver gas at any particular time, the curtailment Priority of any

Customer served under this pricing plan shall be the same as the curtailment priority established for other

Customers served pursuant to the Company's pricing plan, which would otherwise be applicable to such

Customer.
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1

2

hook-up fees in this rate case filing. Mr. Smith discusses the Company's proposals for

increased contributions in greater detail in his Direct Testimony.

3

4 IX. DEMAND-SIDE MANAGEMENT AND LOW-INCQME PRUGRAMS.

5

6 Q~ Mr. Hutchins, has UNS Gas reevaluated its Demand-Side Management programs?

7 A. Yes . Ms. Denise Smith's Direct Testimony provides an overview of each UNS Gas

8

9

10

Demand-Side Management ("DSM") program, including a status update on each program,

and potential new DSM program additions that UNS Gas is reviewing for possible future

implementation.

11

12 Q. Mr. Hutchens, is UNS Gas proposing to maintain its Customer Assistance Residential

13

14

15

16

17

18

Energy Support ("CARES") program?

Yes, the Company is proposing to maintain the same basic monthly charge for CARES

customers at $7, and the same non-commodity volumetric charge at $0.1770 per therm for

the first 100 terms per month in the billing months of November to April. For all terms

sold in excess of the initial 100 terms per month, the price is $03270 per therm. These

charges cover non-commodity costs. The CARES customer charge has not increased since

19 our acquisition of the Citizens system.

20

21 Q. Is UNS Gas proposing to expand its low-income assistance programs"

22 A.

23

24

25

26

27

Yes. The Company is proposing to hold meetings of interested stakeholders to discuss

modifications to the CARES program that could limit increases in gas commodity costs

borne by these customers. If consensus can be reached, the Company will file testimony in

support of the changes. The Company proposes that the CARES stakeholder group discuss

expanding assistance beyond the 150% of poverty threshold applicable to CARES. Mr.

Erdwurm provides greater detail on these topics in his testimony.

A.

11
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e n r o l l e d ?

2 A . N o , I d o n ' t h a v e  t h a t  w i t h  m e I know that I can

3 push that question off to Mr. Erdwurm.

4 Q Okay. Another question I have is that it's my

5 understanding the company is not supportive, nor is Staff

6 supportive of modifying or holding low income harmless

7 from the PGA in order to avoid the 19 percent increase.

8 Is there another option that the company has

9 considered for how to protect that rate class?

10 A Well, let me just discuss the PGA again The PGA

can go up and it can go down . If you locked in low income

12 customers today, I think they would miss out on the

13

14

benefit of dropping commodity costs going forward.

So I think the mechanism is there to operate,

15

16

hopefully in small, smooth changes to the bill, given the

other changes that we've made in the CARES program, or I

17 should say changes we didn't make. We have kept the

18 customer charge the same, we've kept the discount, and

19 we've kept the base delivery charge the same.

20 First off, I don't think it would necessarily

21 always be in the interest of our customers, depending on

22

23

the point in time, of the CARES customers, to not be

subject to that PGA charge, credit; whatever. And

24 secondly, I think given the other changes that we ve made|

25 or didn't make to CARES, that it wouldn't be warranted at

Arizona Reporting Service, Inc. www.az-reporting.c0m

Court Reporting & Videoconferencing Center
(602) 274-9944

Phoenix, AZ
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this time.

2 Q So you believe that there's -- the net effect,

3 then, for a low income customer would be a beneficial

4 effect over time?

5 A. It would be -- I don't know if it would be a net

6 beneficial It depends on what gas prices do If we look

7 at today and it's what the PGA cost is today, if it

8 continues to drop over time, it's beneficial to the CARES

9 c u s t o m e r s But, of course, none of us can guarantee that

10 or even come close to predicting it. But my estimate

11

12

today is that I think it would probably not be the time

for CARES customers to jump over to a fixed rate.

13 Q So are there other ways that the company has

14 considered holding the low income harmless from any of

15 those possible rate increases through the PGA?

16 A . I don't know to what details Mr. Erdwurm and

17 others have looked at related to that, relating to those

18 plans I I know that typically, though, we do not pass

19 through PGA surcharges to the low income customers W e ' v e

20

21

typically held those customers harmless in that regard.

You have added a program in the Warm Spirits, orQ

22

23

a component in the Warm Spirits program that's going to

allow customers to round up their bill in order to

24 contribute to that program, the Warm Spirits program.

25 Do you have an idea of what kind of revenue will

Arizona Reporting Service, Inc. www.az-rep0rting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ
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1 Q The first request is and referring onI'm

2 page 2 to Ms. Zwick's direct testimony first request is

3 that Commission hold low-income customer harmless in the

4 rate case, both in the CARES program and within the

5 purchased gas adjustor.

6 A . We have in response to that we have held the

7 low-income customers harmless in this rate case for the

8 CARES program, but the PGA, as we discussed on Monday,

9 that -- they are still subject to that PGA, which also in

10

11

prior discussions we talked about how that was dropping

And so we didn'tover this next foreseeable time here

12 think that that was an impact or an appropriate thing to

13 bring the CARES customer out from that PGA mechanism.

14 Q Okay. No. 2, a request to modify the CARES Warm

15

16

Spirits and weatherization program language to track the

federal LIHEAP and weatherization eligibility language.

17 A . We have changed that to some extent. We did

18 o f f e r  t o as we talked about again on Monday, we talked

19 about how the company is already doing some auto

20 enrollment from customers that come to us from those

21 agencies already. So we have sort of a De f act, at least

22 par rial we partially sati sf y that request.

23 Q No. 3, to increase the company's outreach and

24 enrollment efforts in the low-income discount program,

25 which would include the requirement that the company

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
(602)274-9944

Phoenix, AZ
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1

2

3

4

the contribution amount when paying their monthly bi11.' UNS GAS proposes to add a

'round-up' option for customers. Customers signing up for the 'round-up' option would

see their monthly bill rounded up to the next even dollar. The difference between their

billed amount for actual usage and the next even dollar would be their contribution to the

5 In addition, the Company will continue to match aggregate

6

Warm Spirits Program.

customer contributions up to $25,000 annually.

7

8

9

10

11

12

13

14

15

16

There have also been changes to the way UNS Gas is administering the program. UNS Gas

is working with the Arizona Community Action Association ("ACAA") to assist in

distributing the contributions. The total amount of Warm Spirit Contributions is dispersed

to the ACAA on a quarterly basis. As an independent agency, the ACAA identifies the

eligible assistance agencies, determines which agencies should receive funding, and

ultimately disperses the specific amounts to be given to individual agencies. The ACAA

then distributes those funds to the respective assistance agencies within the same

community from which the contributions were received. This process ensures that UNS

Gas customers' contributions remain in the community to help their less fortunate

17 neighbors .

18

19 Q. How does the Warm Spirits program assist low-income customers?

20 A. As previously mentioned, the assistance agencies receiving the Warm Spirits funds

21

22

23

determine how the funds are distributed to our customers. These agencies provide the

necessary funds to avoid non-pay disconnection of service and will also assist customers

by providing the required funds for connection or re-connection of service .

24

25

26

27
\ UNS Gas had already complied with the requirement from Decision No. 7001 I before the Decision was approved.

4
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the contribution amount when paying their monthly bill.' UNS GAS proposes to add a

'round-up' option for customers. Customers signing up for the 'round-up' option would

see their monthly bill rounded up to the next even dollar. The difference between their

billed amount for actual usage and the next even dollar would be their contribution to the

5 In addition, the Company will continue to match aggregate

6

Warm Spirits Program.

customer contributions up to $25,000 annually.

7

8

9

10

11

12

13

14

15

There have also been changes to the way UNS Gas is administering the program. UNS Gas

is working with the Arizona Community Action Association ("ACAA") to assist in

distributing the contributions. The total amount of Warm Spirit Contributions is dispersed

to the ACAA on a quarterly basis. As an independent agency, the ACAA identifies the

eligible assistance agencies, determines which agencies should receive funding, and

ultimately disperses the specific amounts to be given to individual agencies. The ACAA

then distributes those funds to the respective assistance agencies within the same

community from which the contributions were received. This process ensures that UNS

16 Gas customers' contributions remain in the community to help their less fortunate

17 neighbors .

18

19 Q- How does the Warm Spirits program assist low-income customers?

20 A.

21

22

23

As previously mentioned, the assistance agencies receiving the Warm Spirits funds

determine how the funds are distributed to our customers. These agencies provide the

necessary funds to avoid non-pay disconnection of service and will also assist customers

by providing the required funds for connection or re-connection of service .

24

25

26

27
l UNS Gas had already complied with the requirement from Decision No. 7001 I before the Decision was approved.
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And finally, I'm asking that the company cease

2 the use of payday lenders as points of customer payment

3 And again, I have been told this morning that perhaps

4 there's been a change in that process anyway, so that may

5 be moot at this point But never tieless, i t is part of my

6 testimony and I do request that it cease 9

7 And so that ultimately is what I'rn asking. That

8 right now there are more and more f amities that are

9 seeking assistance, there are more and more f amities who

10 are unable to pay their bills, and I would ask that you

11 consider their predicament as this case goes forward.

12 Thank you

13 ACALJ NODES : Thank you

14 Ms. Mitchell

15 MS. MITCHELL: Good

16

Thank you, Judge Nodes.

morning, Madame Chair, Commissioners.

17 First, I would like to echo the comments that

18 RUCO made during the prehearing conference and thank the

19 company for putting together the joint matrix of issues.

20

21

It was very helpful to Staff.

UNS filed an application UNS Gas filed an

22 application for new rates on November 7, 2008, almost one

23 year after receiving new rates as ordered in Decision

24 No. 70011 UNS Gas is seeking an increase in its base

25 rates of approximately $9.5 million, a 6 percent increase

Arizona Reporting Service, Inc. www.az-reporting.com
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1 automatically enroll LIHEAP and weatherization-eligible

2 customers thein CARES discount program .

3 A . That is what we are doing. That is what I just

4 previously discussed.

5 Q No. 4, exempt CARES customers from rules,

6 regulations, Section No. 3, Establishment of Service B,

7 deposits .

8 A. That was the conversation we just had, and that

9 we have not met her request there

10 Q And I think you will say no to this next one, but

11

12

13

I will ask it anyway.

No. 5, to increase the company's support of the

Warm Spirits and low-income weatherization programs .

14 A. That is one that we are looking at right now, and

15 I think we will have a we will be increasing that

16 That's a level that we have not yet determined.

17 Q And No. 6 To request the Commission to require

18 the company to cease the referral to payday lending

19 institutions

20 A. That we have done hopefully to the satisfaction

21 of Ms. Zwick, and we discussed that also on Monday

22 We did I think one one o f her issues was

23 the referral on the web site, and to the best of my

24 knowledge we have taken that off

25 Q Okay. That is all I have Thank you .
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1 A. N o , t h e y  d i d  n o t

2 Q Was there a reason those meetings didrl't take

3 p l a c e ?

4 A That I don't know T h e  w a y  t h a t  i t  w a s f i l e d , I

5 thought that that was an offer to basically do that as

6 par t of this process, not necessarily during it

7 Q S o  a s a  r e s u l t  o f  t h a t , t h e i s s u e s  t h a t

8

O k a y .

h a v e  b e e n  r a i s e d  r e a l l y  h a v e n ' t  b e e n  r e s o l v e d  f r o m  a

9 company perspective, even though there appears to be some

10 interest in some of the low income program modifications?

11 A . Which specific issues are you referring to?

12 Q W e l l , I ' m  t a l k i n g  a b o u t  t h e  i n c r e a s e t o

13 200 percent of poverty and some of those other issues .

14 A. That one has not been addressed other than the

15

16

well, I think it was discussed in the opening comments,

but we have already star Ted auto enrolling people who

17 qualify for LIHEAP dollars into our CARES program. And

18 that is at the 200 percent level, and so we are making

19 those steps towards doing that

20 Q Thank you And when did that start?

21 A. I believe it was July. J u l y  1 , i f  I ' m  n o t

22 mistaken.

23 CHMN • MAYES : Ms. Zwick, could I just interject?

24 So what are you doing with your current customers

25 that are at 150 percent?
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1 THE WITNESS: The 150 percent are still on the

2 self-certified basis.

3

S o they are enrolled if they come

i n  a n d  d o  t h e  s e l f - c e r  u n i f i c a t i o n .

4 CHMN. MAYES

5

6

And then anybody new will come

you are enrolling up to 200 percent for anybody new?

THE WITNESS:

7

8

9 poverty level

10

W e  a r e  e n r o l l i n g  p e o p l e  w h o  c o m e  i n

w i t h  L I I - I EA P  d o l l a r s  w h o  h a v e  b a s i c a l l y  b e e n  r e c e i v i n g

those  L IHEAP funds , w h i c h  g o e s  u p  t o  t h e  2 0 0  p e r c e n t  o f

B u t  t h o s e  p e o p l e  a r e  q u a l i f i e d  t h r o u g h  t h e

g o v e rn me n t  f o r  L I H EA P  v e r s u s  t h e  150  pe r c e n t  wh o  a r e

12

q u a l i f i e d  t h r o u g h  s e l f - c e r  u n i f i c a t i o n .

(BY MS. ZWICK)Q

13

14 Are

15

T o  f o l l o w  u p  o n  t h a t  q u e s t i o n ,

w h a t  a b o u t  t h e  f o l k s  t h a t  c o m e  i n  t h r o u g h  W a r m  S p i r i t s ,

w h o  a r e  r e c e i v i n g  W a r m  S p i r i t s  a s s i s t a n c e  a t  l 5 0 ?

t h e y  a u t o m a t i c a l l y  e n r o l l e d  a s  w e l l ?

A .16

17

I ' m  n o t  s u r e  i f  t h e y  a r e  a u t o m a t i c a l l y  e n r o l l e d ,

b u t  I ' l l  g e t  y o u  a n  a n s w e r  t o  t h a t .

MS. ZWICK:18 Sorry, Commissioner Mayes . I  d i d n ' t

19

20

mean to interrupt.

CI-IMN. MAYES N o .

21 Q (BY ms. wIcK)

22

Mr. Hutchins, do you know how

many UNS customers are currently enrolled in your CARES

23

24

program?

A. I  d o n ' t  t h i n k  I  h a v e  t h a t  n u m b e r

25 Q Or what percentage of your customer base is
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1 Q The first request is and I'm referring on

2 page 2 to Ms. Z.wick's direct testimony

3

first request is

that Commission hold low-income customer harmless in the

4 rate case, both in the CARES program and within the

5 purchased gas adjustor.

6 A. We have in response to that we have held the

7 low-income customers harmless in this rate case for the

8 CARES program, but the PGA, as we discussed on Monday,

9 that they are still subject to that PGA, which also in

10 prior discussions we talked about how that was dropping

And so we didn'tover this next foreseeable time here

12 think that that was an impact or an appropriate thing to

13 bring the CARES customer out from that PGA mechanism.

14 Q Okay. No. 2, a request to modify the CARES Warm

15

16

Spirits and weatherization program language to track the

federal LIHEAP and weatherization eligibility language.

17 A. We have changed that to some extent We did

18 offer to as we talked about again on Monday, we talked

19 about how the company is already doing some auto

20 enrollment from customers that come to us from those

21 agencies already. S o  w e  h a v e  s e r  t  o f  a  D e f act , a t  l e a s t

22 partial

23 Q

24

- we partially satisfy that request.

No. 3, to increase the company's outreach and

enrollment efforts in the low~income discount program,

25 which would include the requirement that the company
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1 automatically enroll LIHEAP and weatherization-eligible

2

3

customers in the CARES discount program.

That is what we are doing.A. That is what I just

4 previously discussed.

5 Q No. 4, exempt CARES customers from rules,

6 regulations, Section No. 3, Establishment of Service B,

7 deposits .

8 A. That was the conversation we just had, and that

9 we have not met her request there

10 Q And I think you will say no to this next one, but

12

I will ask it anyway.

No. 5, to increase the company's support of the

13 Warm Spirits and low-income weatherization programs .

14 A. That is one that we are looking at right now, and

15 I think we will have a -- we will be increasing that

16 That's a level that we have not yet determined.

17 Q • And No. 6: To request the Commission to require

18 the company to cease the referral to payday lending

19 institutions

20 A. That we have done hopefully to the satisfaction

21 of Ms. Zwick, and we discussed that also on Monday

22 We did I think one one o f her issues was

23 the referral on the web site, and to the best of my

24 knowledge we have taken that off.

25 Q Okay That is all I  have Thank you
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1 THE WITNESS Th e  1 5 0  p e r c e n t  a r e  s t i l l  o n  t h e

2 self-certified basis.

3

S o  t h e y  a r e  e n r o l l e d  i f  t h e y  c o m e

i n  a n d  d o  t h e  s e l f - c e r  u n i f i c a t i o n .

4 CHMN » M A YES :

5

6

And then anybody new wi l l  come

you  a re  enro l l i ng  up  to  2 0 0  p e rc en t  f o r  a nyb od y  new?

THE WITNESS:

7

8

9 p o v e r t y  l e v e l .

10

We a re  enro l l i ng  p eop l e  who  come  in

w i th  L I H EAP  d o l l a r s  who  ha ve  b a s i ca l l y  b e en  r e c e i v i ng

those  L IHEAP  funds ,  wh i ch  goes  up  to  the  200  pe rcent  o f

B u t  tho s e  p e o p l e  a r e  q ua l i f i e d  th r o ug h  the

government  f o r  L IHEAP  versus  the  150  percent  who  are

11

12

qua l i f i ed  through  s e l f - c e r  un i f i c a t i on

(BY ms. ZWICK)Q

13

14 A r e

15

To follow up on that question,

what about the folks that come in through Warm Spirits,

who are receiving Warm Spirits assistance at l50?

they automatically enrolled as well?

A.16

17

18

I ' m  n o t  s u r e  i f  t h e y  a r e  a u t o m a t i c a l l y  e n r o l l e d ,

b u t  I ' l l  g e t  y o u  a n  a n s w e r  t o  t h a t .

MS. ZW1CK: Sorry,  Commissioner Mayes. I  d i d n ' t

19

20

mean to  i n te r rup t .

CHMN s MAYES : No.

21 Q (BY ms. ZWICK)

22

Mr.  Hutchins,  do you know how

many UNS customers  are  current ly  enro l l ed  in your CARES

23

24

p r o g r a m ?

A. I  d o n ' t  th i nk  I  ha v e  tha t  numb e r

25 Q Or what p e rcentage  o f  y our  cus tomer  b ase  i s
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exact historical funding levels are • You know, i t 's

2 something that we can consider, but at this point we

3 weren't offering that up

4 CHMN • MAYES Well, Mr. Hutchins, given the

5 exponential increase in the number of people who have

6 a p p l i e d  f o r  a i d  a n d  w h o  a r e , you know, n e w l y  h o me l e s s ,

7 ne w l y  u ne mp l o y e d , n e w l y  f o r e c l o s e d  o n , w o u l d n ' t  i t  m a k e

8 s e n s e  a s  a  g o o d  c o r p o r a t e  c i t i z e n  : L m  t h e s e  c o m m u n i t i e s  f o r

9 the company to increase its commitment to Warm Spirits? I

10 me an ,  my  g o o dn e s s , w e ' r e  o n l y  t a l k i n g  a b o u t  $ 6 , 0 0 0

11 THE WITNESS Yeah, on the face of that once I

12 get the numbers, I ' l l have a better answer for you

13 CHMN. MAYES: W h y  d o n ' t  w e  c o m p a r e  t h a t  $ 6 , 0 0 0  t o

14 UniSource ' s last dividend. We can do that a little later

15 o n •

16 THE WITNESS I  d o n ' t  t h i n k , a c t u a l l y , UNS Gas

17 has made any dividends.

18 CHMN. MAYES: UniSource, I said.

19 THE WITNESS Oh, yeah

20 Q (BY MS. ZWICK) Mr. Hutchens, one other question,

21 and that is that the current regulation that I referred to

22 in my opening statement about when customers are

23 disconnected, par ticularly CARES customers or low income

24 customers, or they're delinquent in their account for a

25 c o u p l e  o f  m o n t h s , t h e r e ' s  a  d e p o s i t  t h a t  g e t s  a s s e s s e d  o n
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1 top of delinquent fees and on top of a customer's

2 responsibility who's already unable to pay their bill

3 Has there been any consideration or is there a

4 reason why the company continues to assess additional

5 c o s t s ? It seems counterintuitive on some level .

6 A . It does on its face, but remember that we're the

7 stewards of our entire customer base And that if we

8 let me back up and just cover one thing.

9 A deposit is not necessarily required from all

10 customers, no matter what their rate levels or programs

11 are that they qualify for. That's based on a customer's

12 credit history and payment history.

13

So as long as those

customers meet those requirements, you know, there may not

14 be any deposit.

15 But I think as stewards of our entire customer

16 base's dollars, it would be imprudent for us to not

17 require deposits from people who have credit issues. And

18 I think if you waived that requirement, I don't think that

19 sounds f air to the other customers I think we would get

20 questions from the ones who are then picking up the tabs

21 of, well, how are you determining what kind of credit or

22 deposits are being considered? So that's just the

23 overview of the credit issue and deposit issue.

24 Q Even sort o f the mid-term assessments of

25 deposits, though? I'm not talking about new accounts
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1 necessarily. I'm talking about established accounts

2 A . I believe that an established account, and

3

4

especially in the case of disconnects, I think that they

still get that same look. But obviously, if they were

5 disconnected, I would guess that that has some bearing on

6 their payment history.

7 Q So one final question related to that Do you

8 know what the cost is to disconnect and then reconnect a

9 customer?

10 A . Off the top of my head, I think we charge $35, I

believe, for a reconnection. It's in our rules and

12 regulations, the specific number. I think that f alls into

13 the service connection fee

14 Q

15

But the policy, then, also says that you can

charge two times the average bill amount to reconnect; is

16 that correct?

17 A . That I'm not quite sure of. I would have to read

18 through that.

19 MS 4 ZWICK It's in Section 3, No. 5, if you want

20 to take a look

21 Those are all of the questions that I have.

22 ACALJ NODES : All right. Commissioner Pierce,

23 and then Chairman Mayes.

24 COM. PIERCE: Sure There's a concern I have

25 And what I would like to know and I'm not sure if you

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ



UNS Gas / Rates
G-04204A-08-0571

8/14/2009
Vol. IV

534

1

2

3

BEFORE THE ARIZONA CORPORATION COMMISSION

4 DOCKET no.
G-04204A-08-0571

5

6

IN THE MATTER OF THE APPLICATION OF
UNS GAS, INC. FOR THE ESTABLISHMENT
OF JUST AND REASONABLE RATES AND
CHARGES DESIGNED TO REALIZE A
REASONABLE RATE OF RETURN ON THE
FAIR VALUE OF THE PROPERTIES OF UNS
GAS, INC. DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

7

)
)
)
)
)
)
)
)
)
)

EVIDENTIARY
HEARING

At :

Date :

Filed:

Phoenix, Arizona

August 14, 2009

August 21, 2009

8

9

10

11

12

13

14

15

16

17

18

19

20

REPORTER'S TRANSCRIPT OF PROCEEDINGS

VOLUME IV

(Pages 534 through 732, inclusive)

INC.

21

ARIZONA REPORTING SERVICE,
Court Reporting

Suite 502
2200 North Central Avenue

Phoenix, Arizona 85004-148122

23 Prepared for By Kate E. Baumqarth,
Certified Reporter
Certificate No. 50582

RPR

24

25

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602) 274-9944
Phoenix, AZ



UNS Gas / Rates
G-04204A-08-0571

8/14/2009
Vol. IV

701

2

sign up if they knew about the program?

I think that there is -A.

3 b a l a n c e I think there is more

4

yeah, I think there is a

maybe there are folks

t h a t  d o n ' t  k n o w  a b o u t  i t  a n d  d o n ' t  u n d e r s t a n d  i t  t h a t

5

6

7

8

9 Q

10

would sign up for it. I'm not saying that percentage

can't go up, but I don't think it's reasonable to tug at

100 percent of eligible customers should be enrolled in

the CARES program.

Ms. Zwick also talked about the f fairly fruitless

I don't know what it ispractice of assessing the

two and a half times deposit against people who are in

12

13

14

arrears who are low income who are never going to be able

to give you two and a half times the deposit or two and a

half times their overdue bill. I'm not sure which one it

15

16 I think you testified that you thought that that
I

17

18

was still a good practice.

I think it is a burden that we have to look atA .

19

20

because we are representing all customers in collecting

Because ones that are not collected and areo u r  b i l l s

21

22 A n d  I  t h i n k  a s

23 Q You have made a

24

25

def vaulted on end up going into bad debt and other

customers end up paying for it.

So you looked at the costs?

cost-benefit analysis between what it costs you to

disconnect a customer physically and what it costs you to
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lose that revenue permanently and you compared that to not

2 col lect ing the idea of not collecting that double

3 deposit and you decided that it's better for the company

4 and your other customers to totally disconnect people?

5 A . Well, we don't

6 Q * And drive them away by assessing that deposit?

7 A . We go through everything we can possible to keep

8 from disconnecting a customer I mean, a disconnection is

9 by f Ar

10 Q T a l k  t o  m e  a b o u t  t h a t

12 A.

What specifically do you do?

We try to -- well ,  we wil l  cal l  the customers

13 We try to make billing arrangements, paying arrangements

14 We work with the customers as much as we can.

15 We

16 don't want to cut customers off.

First off, we don't wantto send people out.

Every time you cut a

17 customer off, that is two trips well, obviously from

18 the customer's perspective i t 's time without their gas

19 s e r v i c e From our perspective it's two trips out one to

20 turn them off; one to turn them back on. Then there's the

21 bill payment

22 It's a hassle, believe me, that nobody wants to

23 do If we can, we try to make payment arrangements with

24 those customers so we can keep them connected. And part

25 of that is that we are ensuring that we can have payment.
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1

2

3

4

5

6

7 before you

8

9 A.

10

Because having those customers hooked up and then trying

to work with them on payments, if it ends up building up a

big payment due from them, we don't want to see that and

then end up that turning into bad debt that the other

customers end up paying for.

Q. All right. Well, I mean, can you be more

specific about what will you do to prevent

assess that double deposit?

More specific in the actions we take, yeah, I

don't know that I know that I have seen it before.

12

13

14

15

16

It's not coming to my memory, but there's a series of

steps and time frames that our customer service reps work

through before they get to that point of disconnection.

Q. Okay. And have you or have you not figured out

what it costs the company to physically disconnect people

and what the costs of the company is of those revenue

17

18

streams going away forever?

WellA.

19 Q

20 A.

Have you ever done an analysis of that?

I don't know if we have done a detailed we

21 know how much it costs obviously to disconnect them

22 because the rate that is in our rules and regulations

23 the one that was even just updated in this case is based

24 on the actual cost of service associated with those types

25 of calls. So we know what that is.

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602)274-9944
Phoenix, AZ
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1 111. RULES AND REGULATIONS.

2

3 Q. Is UNS Gas proposing changes to its Rules and Regulations?

4 A.

5

6

7

Commission Decision No. 70011 (November 27, 2007) approved substantial changes to

UNS Gas' Rules and Regulations. In this Application, UNS Gas is proposing a few

substantive updates to some of these Rules and Regulations, as well as other tariffs, and is

seeking Commission approval of these changes.

8

9 Q. Please describe the proposed changes in this rate case.

10 A.

11

UNS Gas is proposing only a few substantive changes to its Rules and Regulations at this

time. I will discuss the following changes in greater detail later in my testimony:

12 Section 2 Add definitions for "Elderly", "Excess Flow Valve", "Service

13 Transfer",

14

"Special Call Out" and "Trip Charge". Delete the definitions of "Senior

Citizen" and "Working Hours". Clarify the definition of "Service Reconnection

15

16

17

18

19

20

21

22

23

24

Charge",

Section 3 - Clarify the applicability of service establishment, reestablishment and

reconnection charges, as well as the charges for service transfers and multiple

attempts to connect,

Section 6 .. Increase the charge for service line establishments from $16.00 per foot

to $22.50 per foot. For those customers who perform the trenching work, the

charge for service line establishments will increase from $12.00 per foot to $16.50

per foot,

Section 8 - Delete the "Table of Atmospheric Pressure Bases" by geographical zone

descriptions in favor of a more simplified version that shows the atmospheric

25

26

pressure bases within specific elevation ranges, and

Section 17 - Add the Statement of Additional Charges to the end of the Rules and

27 Regulations.

5
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1

2

3

4

These charges were in Pricing Plan MISC-l before, which only listed them but gave no

explanation for the charges. By adding the Statement of Additional Charges to the Rules

and Regulations, the Company and the Customer have the explanation for the charges as

well as the charges themselves listed in one place.

5

6 Q. Please describe the proposed charges listed in Section 17 of the Statement of

Additional Charges.

UNS Gas is proposing the following fees, which have increased due to the rising costs for

these particular services:

7

8

9

10

11

Service Transfer $20.00

Collection Fee $20.00
12

Customer-Requested Meter Reread $20.00

Multiple Attempts to Connect $20.00

Service Establishment, Re-establishment or Reconnection
During Regular Business Hours
After Normal Business Hours (same day request scheduled)

$35.00
$50.00

Special Call Out (Minimum one (1) hour)
After Normal Business Hours - per hour $70.00

13

14

15

16

17

18

19

20

Customer Requested Meter Test $90.00

Late Payment Finance Charge 1.5%

21

22
Interest on Customer Deposits One-year Treasury Constant

Maturities rate

23 Additionally, UNS Gas is proposing to reduce the NSF check charge from $15.00 to

$10.00.24

25

26

27

A.

7
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1 recovered position, is the 3-month Financial Commercial Paper rate as published in the

Federal Reserve Statistical Release H.l5.2

3

4 Q. Does this rate reflect the actual cost to UNS Gas of financing PGA east deferrals?

5 A.

6

7

8

9

10

11

12

13

No. Under the joint revolving credit facility shared with UNS Electric, UNS Gas may

borrow at a rate of LIBOR plus 1.0%. This rate is typically much higher than the interest

rate on commercial paper issued by large creditworthy financial institutions. As may be

seen in Exhibit KCG-13, financial commercial paper rates and LIBOR tracked very

closely to one another through mid-2007. However, since that time, rates on 3-month

LIBOR borrowings have been significantly more expensive than rates on 3-month

financial commercial paper. When the additional 1.0% credit margin is added to LIBOR

to reflect the cost of short-term borrowing to UNS Gas, it is readily apparent that the

financial commercial paper rate is not adequate in terms of providing full cost recovery to

14 UNS Gas.

15

16 Q- What carrying cost do you recommend be applied to the Company's PGA balances?

17 A.

18

I recommend use of the 3-month LIBOR rate as published by the Federal Reserve, plus

1.0% to cover the additional margin that UNS Gas must pay for short-tenn borrowings.

19

20 Q-

21

Is the Company recommending any other modification to the PGA mechanism

adopted by the Commission in Decision No. 70011?

22 A. No.

23

24

25

26

27

33
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1 Q. Will the Company have an opportunity to actually earn the 12.58% ROE that Mr.

Smith has recommended?2

3

4

No. As described earlier in my testimony, at best the Company can expect to earn a ROE

of only 10.1%. This assumes that the Colnpany's requested rate increase is granted in its

entirety.5

6

7 Q- Do you have any other comments regarding the ROR on FVRB that Mr. Smith is

recommending?

My only remaining comment is that the ROR values obtained from each of his calculation

methodologies are based, at least in part, on the unreasonably low cost of equity estimate

recommended by RUCO witness William Rigsby. As such, all of the ROR values and

associated revenue requirements "evaluated" by Mr. Smith are much too low, irrespective

of which methodology is ultimately approved by the Commission.

v. CARRYING COST ON PURCHASED GAS ADJUSTQR BALANCE.

A. Rebuttal of Staff Witness Robert G. Grav.

8

9

10

11

12

13

14

15

16

17

18

19

20

Q. Mr. Grant, what comments do you have in response to the Direct Testimony filed by

Staff witness Robert Gray?

21

22

23

24

25

26

27

My comments are focused only on the interest rate to be applied to balances of under- and

over-recovered gas costs under the Company's PGA. Due in part to the lack of readily

available published data showing the monthly average for 3-month LIBOR, Mr. Gray has

expressed a preference for continued use of the rate on 3-month financial commercial

paper published by the Federal Reserve. Although the Company's preference would be to

use the 3-month LIBOR rate plus 1.0% to reflect the cost of short-term borrowing for UNS

Gas, the Company would also be willing to use the financial commercial paper rate

A.

A.

A.

35



1

2

3

4

favored by Mr. Gray plus a 1.0% credit spread. Although 3-month LIBOR has typically

been somewhat higher than the rate on 3-month financial commercial paper, this rate

differential is typically not very large. Exhibit KCG-16 shows the recent rates for each of

these interest rate series, along with the above-referenced cost of short-term borrowing to

UNS Gas.5

6

Q. In his Direct Testimony Mr. Gray commented that, contrary to a statement in your

Direct Testimony, the Federal Reserve does not publish rates for 3-month LIB()R. Is

Mr. Gray's comment correct"

7

8

9

10

11

A.

12

13

14

15

16

17

18

19

20

Yes. Unfortunately, the statement on page 33 of my Direct Testimony, lines 17-18, should

have referred to LIBOR rates published by the British Bankers Association ("BBA") and

by the Wall Street Journal, and not the Federal Reserve. And since the BBA data is only

published free of charge on a lagged historical basis, the Wall Street Journal would

probably be the best source of timely data for 3-month LIBOR rates. If this benchmark

rate is ultimately used in the calculation of the PGA interest rate, UNS Gas would be

willing to compile the daily rates for 3-month LIBOR and submit them for review by Staff,

along with a simple calculation of the monthly average rate and documentation showing

that UNS Gas is still subject to a 1.0% credit spread on its revolving credit facility. As

mentioned above, however, UNS Gas would also be willing to use the 3-month financial

commercial paper rate currently being used, plus the 1.0% credit margin applicable to

borrowings under the UNS Gas credit facility.21

22

Q- Do you have any more comments on Mr. Gray's Direct Testimony"23

24 A.

25

26

My only remaining comment is that by requesting a change to the PGA interest rate, the

Company is only trying to recover its reasonable costs. Such a minor change to the PGA

interest rate should have no impact whatsoever on the gas procurement practices of UNS

27 Gas.

36
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1 111. GAS PRCCUREMENT ISSUES.

2

3 Q. Please provide an overview of the Direct Testimony of Commission Staff Witness Ms.

4 Beale.

5

6

7 June 2008.

Ms. Beale conducted a prudence review of the Company's gas procurement operations.

Her review encompassed gas procurement activities for the period of January 2006 through

Ms. Beale also reviewed the UNS Gas decision to terminate its full

8

9

requirements service arrangement with BP Energy, the Company's purchased gas adjustor

("PGA") bank balances, pipeline capacity planning, and purchasing strategies and policies.

10

11 Q.

12 A.

13

14

Please summarize Ms. Beale's findings.

Ms. Beale found the purchase prices for natural gas to be reasonable and the quantity of

pipeline capacity purchased to be prudent. She deemed the decision to terminate the

agreement with BP Energy to be rational and identified several benefits to UNS Gas

15 customers. Ms. Beale was able to reconcile over $240 million of PGA costs over the

16

17

review period to within $10,000. Finally, Ms. Beale found the Company's strategies and

policies to be generally reasonable.

18

19 Q. Did Ms. Beale offer recommendations in her Direct Testimony?

20

21

Yes. Ms. Beale made ten recommendations with respect to UNS Gas' procurement

practices in her Direct Testimony, I will respond to each of those recommendations.

22

23 Q. Please comment on Ms. Beale's first and second recommendations that UNS Gas seek

24

25

potential counterparties to optimize excess pipeline capacity and its use of Asset

Management Agreements.

26

27

UNS Gas agrees to continue to seek opportunities to extract value from excess pipeline

capacity. UNS Gas began using Asset Management Agreements in March of 2009 for

A.

A.

A.

8



1

2

3

4

5

6

7

8

Transwestern pipeline capacity. Instead of executing a long-term Asset Management

Agreement, UNS Gas limited the terns of its Agreements to single months so that other

counterparties could be approached regarding the optimization of capacity. The result of

this limited term was that UNS Gas received another offer in May of 2009 through a new

Asset Management Agreement that increased the profit sharing percentage for UNS Gas.

To date, Asset Management Agreements have been executed with two different

counterparties. In order to increase the potential number of bidders to provide Asset

Management Agreements, UNS Gas is developing its own preferred Asset Management

Agreement for use in a more expansive request-for-proposal ("RPP") format.9

10

Q. Please comment on Ms. Beale's third recommendation for UNS Gas to include

supplemental pipeline commodity imbalance information its monthly PGA report to

the Commission.

We concur that including the UNS Gas Core Market/System Supply Imbalance Report (the

"Imbalance Report") may be useful information in reconciling PGA costs reported in the

monthly report which UNS Gas files with the Commission. UNS Gas agrees to provide

the Imbalance Report as a supporting document to its monthly PGA filing.

Q. What is your response to Ms. Beale's fourth recommendation to conduct gas

procurement training to Energy Settlements and Billing personnel?

11

12

13

14

15

16

17

18

19

20

21

22

23

A.

24

25

The Energy Settlements personnel have been a part of the BP Energy full requirements

process since UniSource Energy Corporation acquired Citizens Utilities Company's

("Citizens") Arizona gas and electric assets. The amount and scope of transactions

employed by UNS Gas became more transparent as the responsibility for optimization of

UNS Gas' load shifted from BP Energy to internal personnel. Additionally, the particular

Energy Settlements employees assigned to UNS Gas have shifted during the past few26

27 years. We agree with the recommendation to conduct training for the Energy Settlements

A.

9



1

2

department employees on long-term hedging, day-ahead procurement, and pipeline

capacity optimization.

3

4 Q. recommendation regarding the

5

What is your response to Ms. Beale's fifth

consideration of purchasing during traditional hurricane months"

6

7

8

9

10

11

12

We agree that UNS Gas should continue to evaluate gas purchasing opportunities during

the traditional hurricane months. The GaS Price Stabilization Policy, while placing a hold

on non-discretionary hedging during the months of August through October, does not

prohibit discretionary hedging during those times. If it is determined that a hedge should

be executed during those months, UNS Gas personnel may execute the hedge after

receiving approval from the Risk Management Committee. This approval process is

outlined in the Gas Price Stabilization Policy.

13

14 Q.

15

What is your response to Ms. Beale's sixth recommendation that UNS Gas document

instances when it deviates from its monthly forward hedge transaction plan?

16

17

18

19

20

21

We agree with the recommendation for UNS Gas to continue its policy of documenting

occurrences of hedge plan deviations. The example given by Ms. Beale citing an instance

of deviation from UNS Gas' forward monthly hedge plan was from an execution date of

November of 2005. At that time, UNS Gas had already executed the non-discretionary

hedges (under the legacy hedging policy from Citizens of three hedge events in January,

March, and July) for 2005. The hedge instance in November of 2005 was a discretionary

22 hedge meant only to hedge the balance of the winter season. The request for this

23 discretionary hedge, and the Risk Management Committee approval, were documented as

24 required.

25

26

27

A.

A.

10



1 Q- Please comment on Ms. Beale's seventh recommendation for the Gas Price

2

3

Stabilization Policy to be updated with changes that occurred with the termination of

the BP Energy agreement.

4 A.

5

6

7

8

9

10

11

We concur that the Gas Price Stabilization Policy should be updated as changes resulting

from the termination of the BP Energy agreement become evident. While UNS Gas made

incremental changes to the Policy at the end of 2008, several operational changes have

occurred with the distribution of duties that were still in flux at year-end. The policies are

reviewed annually, however, and significant changes, such as the migration away from BP

Energy, will produce effects that may require more frequent updates. Moving through the

first full 12-month period post BP Energy termination, additional changes may be

identified which require policy modifications.

12

13 Q- Please comment on Ms. Beale's eighth recommendation for the Gas Price

14 Stabilization Policy to be updated at least annually.

15 A.

16

17

We concur with this recommendation. Since adoption of the Gas Price Stabilization

Policy, UNS Gas protocol has been to conduct a review of the policy at the end of each

calendar year.

18

19 Q.

20

Please comment on Ms. Beale's ninth recommendation that all individuals involved in

gas procurement sign the Policy acknowledgement form.

21 A.

22

23

24

We agree with the recommendation that all personnel involved in gas procurement sign an

Acknowledgement Form. Personnel who will sign the Acknowledgement Form include

those employees who perform tasks related to gas scheduling, transportation contracting,

risk management and risk control.

25

26

27

11



1 Q, Please comment on Ms. Beale's tenth recommendation that there should be a single

2 "owner" of the Gas Price Stabilization Policy.

3

4

We agree that a single person should be designated to modify the Gas Price Stabilization

Policy. This ensures that proper control of updates and modifications is maintained.

5

6 I v . EXPLORING ALTERNATIVE PAYMENT METHODS.

7

8 Q-

9

Has UNS Gas provided its customers with alternative ways in which to pay their

bills, pursuant to Decision No. 70011?

10 A.

11

12

13

14

15

16

17

Yes. In UNS Gas' last general rate case, concerns were raised about customers paying

their gas bills at payday loan centers. As a result, UNS Gas reviewed other options by

which its customers would be able to make cash payments. UNS Gas filed information

related to "PayScan" with the Commission on February 22, 2008, and indicated that Circle

K had been selected as the initial retailer to accept customer payments in Arizona. During

the testing phase of the project, however, it was discovered that Circle K lacked the

requisite software infrastructure to process payments. As a result, other retailer options

were explored, and UNS Gas ultimately came to an agreement with Walmart.

18

19 Q. What is the current status of the UNS Gas' / Walmart payment arrangement"

20 A.

21

22

23

24

This payment option became available to all UNS Gas, as well as Tucson Electric Power

Company ("TEP") and UNS Electric, Inc. ("UNS Electric") customers in April of 2009, all

Walmart sites in the state of Arizona will accept cash payments. The Company's web site

has been updated to reflect this change and bill inserts were used to communicate the new

payment option to customers.

25

26 UNS Gas has requested that check cashing and/or other outside payment center locations

27 utilize Signage, provided .by UNS Gas, indicating that these locations will be independently

A.

12
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depending on a variety of factors. Such variability is one reason why growth estimates

simply are inappropriate for customer annualization calculations.

111. RESPONSE TO SURREBUTTAL TESTIMONY OF RITA BEALE.

Q- Do you agree with the clarifications Ms. Rita Beale provided in her Surrebuttal

Testimony regarding her Direct Testimony Recommendations?

Yes. Her clarifications fill in the gaps in my understanding of her recommendations and

will be implemented by the Company.

Q~ Does this conclude your Rejoinder Testimony?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Yes, it does.A.

A.

4
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DOCKET no. G-04204A-
8

9

10 UNS Gas, Inc. ("UNS Gas" or the "Company"), through undersigned counsel, respectfully

1 1 requests that the Arizona Corporation Commission ("Commission") issue an order waiving certain

12 requirements in Commission Decision No. 66028 (July 3, 2003). These requirements are no

13 longer necessary, as detailed below, however, they remain in the Commission's database until they

14 are formally waived or otherwise removed by Commission action. UNS Gas has worked with the

15 Commission's Staff to update compliance matters and UNS Gas believes that this request for a

16 waiver is the proper means by which these requirements can be closed.

17 1. INTRODUCTION. .

IN THE MATTER OF THE REQUEST BY UNS
GAS, INC. FOR A WAIVER OF CERTAIN
REQUIREMENTS TN DECISION 66028.

)
)
)
)

REQUEST FOR WAIVER

18 Decision No. 66028 approved the acquisition by UniSource Energy Corporation

19 ("UniSource Energy") of Citizens Communications Company's ("Citizens") Arizona gas and

20 electric assets. Pursuant to that Decision, UniSource Energy, and subsequently UNS Gas, was to

21 (i) refrain from the use of contract personnel for the performance of operation and maintenance

22 functions, such as leak surveys and valve rnaintenance,l and (ii) independently inspect all new

23 construction work performed by contractor personnel regarding the installation of new service

24 lines and main extensions

25

26

27

Q I Decision No. 66028, page 22, lines l 8~20.
2 Decision No. 66028, page 22, lines 25-26.

4



1

2

UNS Gas requests that these requirements be waived, as they are no longer necessary for

the reasons set forth below:

3 11. THE REQUIREMENTS SHOULD BE WAIVED.

4

5

6

7

8

9

10

11

A. Use of contract personnel.

Currently, most local distribution companies ("LDC") in Arizona have the flexibility to utilize

outside contractor personnel to perform O&M work including, but not limited to, leak survey,

valve maintenance and leak repair. Citizens also utilized contractor personnel for this type of

work prior to the acquisition by UniSource Energy of Citizens' Arizona gas and electric assets.

UNS Gas requests that the Commission allow it the same flexibility to utilize outside contractor

personnel for the performance of operation and maintenance functions, a practice from which

other LDCs in the state continue to benefit,

B. Inspection of work performed by contractor personnel.

UNS Gas also requests that it no longer be required to independently inspect all new

<~

1 2

13

1 4

15

1 6

1 7

18

1 9

2 0

2 1

22

23

24

construction work performed by contractor personnel regarding the installation of new service

lines and main extensions. At the time of the acquisition, Citizens utilized four (4) different

pipeline contractors for installation of new lines and main extensions, including Northern Pipeline

("NPL"), PIPEco, Henkels and McCoy, and Bogie Construction. On January 1, 2006, UNS Gas

entered into a sole contractor partnership, or alliance, with NPL whereby NPL agreed to perform

all contractor installation work for new service lines and main extensions."

UNS Gas field inspections for new construction have consistently indicated that UNS Gas

has performed in accordance with required State, Federal and Company regulatory standards and

Commission Pipeline Safety Inspection Audits for the past four (4) years have been excellent.

UNS Gas' history and track record for a commitment to standardization, detail, and safety have

been documented and acknowledged by Commission Pipeline Safety Staff on multiple occasions.

25

26

r\
27 3 Decision No. 66028, page 22, section L, nos. 3 and 6.

4 NPL performs contractor installation work for all of the major LDCs within Arizona.

2



1

2

In the event the Commission approves UNS Gas' request for a waiver of the inspection

requirement, the Company will still continue its on-going practice of self-inspection,

3 111. CONCLUSION.

4

5

6

7

8

Pipeline safety will not diminish with a waiver from the requirements discussed above and

Commission Pipeline Safety Staff has indicated its support of this request for a waiver. UNS Gas

believes that the requirements discussed above are no longer necessary for the reasons set forth

herein, and a waiver by the Commission of those requirements is in the public interest.

WHEREFORE, UNS Gas respectfully requests that the Commission issue its order

waiving certain requirements in Decision No. 66028.

RESPECTFULLY SUBMITTED this 25th day of January 2008.

UNS GAS, INC.
( '

9

10

13

14

15
By ~fY;£¢-_l!lz<W9§,,,¢_ ¢-¢»£J

Michelle Livengood
One South Church Avenue, Suite 200
Tucson, Arizona 85701

16

17

18

19

2 0

and

21

22

Michael W. Patten
One Arizona Center
400 East Van Buren Street, Suite 800
Phoenix, Arizona 85004

23 Attorneys for UNS Gas, Inc.

24

25
Original and 13 copies of the foregoing

filed this 25th day of January 2008 with:

26

i\
27

Docket Control
Arizona Corporation Commission
1200 West Washington Street
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Phoenix, Arizona 85007

Copy of the foregoing hand-delivered/mailed
this 25th day oflanuary 2008 to:

3

4

5

Lyn Farmer, Esq.
Chief Administrative Law Judge
Hearing Division
Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007

6

7

8

9

10

Christopher C. Keeley
Chief Counsel, Legal Division
Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007

11

Ernest G. Johnson, Esq.
Director, Utilities Division
Arizona Corporation Commission
1200 West Washington
Phoenix, Arizona 85007
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1 VII. PROPOSED ORDER REGARDING THIRD PARTY

2

REQUEST FOR

CONTRACTORS.

3

4 Q- Do have any further testimony or requests you would like considered by the

Commission?5

6 A. Yes. On January 25, 2008, UNS Gas filed a request in Docket No. G-04204A_08-0050

7 for the Commission to waive the following requirements placed on the Company by

8 Decision No. 66028: (i) refrain from the use of contract personnel for the performance of

9

10

11

12

13

operation and maintenance functions, such as leak surveys and valve maintenance, and

(ii) independently inspect all new construction work performed by contractor personnel

regarding the installation of new service lines and main extensions. In its Application,

UNS Gas noted that other local distribution companies use contract personnel in Arizona

and that the Colnpany's predecessor, Citizens, benefited from that practice as well.

14

15

16

17

18

19

20

21

Regarding the independent inspection of work performed by contractor personnel, UNS

Gas states that since the acquisition it has entered into a sole contractor partnership with

Northern Pipeline ("NPL") to comply more efficiently with the requirement, prior to the

acquisition, Citizens was utilizing four (4) different pipeline contractors. Moreover, from

its inception after Decision No. 66028, UNS Gas' Pipeline Safety Inspection Audits for

the past five (5) years have been excellent. We anticipate that the elimination of the

independent inspection requirement will help reduce operating expenses in the future.

22

23 Commission Staff responded to UNS Gas' Application on Febnlary 14, 2008. In its

24

25

26

27

report, Commission Staff recommended that the Application for the waiver be approved.

Citing UNS Gas' safety record, the progress of the Company beyond the transitional

period of operations following the acquisition, and its operating history, Commission

Staff stated that it believes these requirements are no longer necessary. Commission

15
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1 VII. PROPOSED ORDER REGARDING THIRD PARTY

2

REQUEST FOR

CONTRACTORS.

3

4 Q~ Do have any further testimony or requests you would like considered by the

Commission?5

6 A. Yes . On January 25, 2008, UNS Gas filed a request in Docket No. G-04404A-08-0050

7

8 Decision No. 66028:

for the Commission to waive the following requirements placed on the Company by

(i) refrain from the use of contract personnel for the performance of

9

10

11

12

13

operation and maintenance functions, such as leak surveys and valve maintenance, and

(ii) independently inspect all new construction work performed by contractor personnel

regarding the installation of new service lines and main extensions. In its Application,

UNS Gas noted that other local distribution companies use contract personnel in Arizona

and that the Company's predecessor, Citizens, benefited from that practice as well.

14

15

16

17

18

19

20

21

Regarding the independent inspection of work performed by contractor personnel, UNS

Gas states that since the acquisition it has entered into a sole contractor partnership with

Northern Pipeline ("NPL") to comply more efficiently with the requirement, prior to the

acquisition, Citizens was utilizing four (4) different pipeline contractors. Moreover, from

its inception after Decision No. 66028, UNS Gas' Pipeline Safety Inspection Audits for

the past five (5) years have been excellent. We anticipate that the elimination of the

independent inspection requirement will help reduce operating expenses in the future.

22

23 Commission Staff responded to UNS Gas' Application on February 14, 2008. In its

24

25

26

27

report, Commission Staff recommended that the Application for the waiver be approved.

Citing UNS Gas' safety record, the progress of the Company beyond the transitional

period of operations following the acquisition, and its operating history, Commission

Staff stated that it believes these requirements are no longer necessary. Commission

15
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1

2

3

4

5
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7
IN THE MATTER OF THEAPPLICATION OF UNS
GAS, INC. FOR A WAIVER OF CERTAIN
REQUIREMENTS IN DECISION 66028.

DOCKET no. G_04204A_08_0050

STAFF'S RESPONSE TO UNS GAS'
APPLICATION FOR WAIVER OF
CONDITIONS IN DECISION NO.

66028

8

9

10

11 On January 25, 2008, UNS Gas Inc. ("UNS Gas" or "Company") filed a request that the

12 Arizona Corporation Commission ("Colnmission") waive certain conditions placed on the

13 Company by Decision No. 66028 (July 3, 2003). Among other conditions, Decision No. 66028

14 requires UNS Gas to (1) not use contracted personnel to perform operating and maintenance

15 functions and additionally (2) to independently inspect all contracted work performed in the

16 installation of new service lines and main extensions. Pipeline Safety Section Staff ("Staff") has

17 reviewed the Company's application and supports the request for a waiver of the two conditions.

18 Decision No. 66028 approved UNS Gas' predecessor, UniSource Energy Corporation's

19 ("UniSource") acquisition of the gas and electric assets of Citizens Communications Company

20 ("Citizens"). In order to ameliorate potential customer service impacts related to the transfer in

21 ownership, Decision No. 66028 ordered UniSource, and now UNS Gas, to not use contracted

1

i

i
|

22 personnel to perform operating and maintenance functions. As the Company notes in its

23 application, it is nonna within the industry to penni contractors to perform this work and indeed,

24 it was the practice of Citizens to use contractors for just aNs work prior to the transfer.

25 Staff notes that the safety record of UNS Gas has been excellent to date. To the extent that

26 the condition prohibiting the use of Contracted employees was a measure to ensure a consistent

27 level of customer service, Staff believes that the condition is no longer necessary. UNS Gas has

28 progressed beyond the transitional phase of operations immediately following its acquisition of

I

AL

44 I1/14/0
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9
5

Docket No. W-03263A~07-0244

l Citizens' assets. Customer service does not appear to be in jeopardized by the change. Further,

2 allowing UNS Gas to utilize contracted personnel to perform these services may permit cost

3 savings that in tum can be passed on to the ratepayers' benefit.

Likewise, Decision No. 66028 obliges UNS Gas to independently inspect all work

5 performed by contracted personnel regarding the installation of new service lines and main

6 extensions. This condition was also intended to be an interim condition to ensure consistent

7 quality of customer service during the transition of ownership. Staff believes that UNS Gas'

8 operating history has sufficiently demonstrated that neither safety nor service will be jeopardized if

9 the condition is waived. Additionally, as explained by UNS Gas' application, it has entered a cost

10 saving contractual relationship with one of the available contractors engaged to perform such

l l work.

12 Staff believes that under the present circumstances, UNS Gas' application for waiver of the

13 two described conditions should be approved.

RESPECTFULLY SUBMITTED this 14"' day of February, 2008 .

4

14

15

16

17

18

19

/.4 // | . S
Charles H. Hairs

Attorney, Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
(602) 542-3402

20

21
The original and thirteen (13) copies
of the foregoing were filed this
14 hday of February, 2008 with:

22

23

24

Docket Control
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

26

25 Copy of the foregoing mailed this
14 day of February, 2008 to:

27
Michelle Livengood
One South Church Ave, Suite 200
Tucson, Arizona 85701i

\
28
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'7I
IN THE MATTER OF THEAPPLICATION OF UNS
GAS, INC. FOR A WAIVER OF CERTAIN
REQUIREMENTS IN DECISION 66028.

DOCKET no. G-04204A_08_0050

8

9

STAFF'S RESPONSE TO UNS GAS 9
APPLICATION FDR WAIVER OF
CONDITIONS IN DECISION no.

66028

10

('

1 1 O n  J a n u a r y  2 5 ,  2 0 0 8 ,  U N S  G a s  I n c .  ( " U N S  G a s "  o r  " C o m p a n y " )  f i l e d  a  r e q u e s t  t h a t  t h e

12 A r i z o n a  C o r p o r a t i o n  C o m m i s s i o n  ( " C o l n r n i s s i o n " )  w a i v e  c e r t a i n  c o n d i t i o n s  p l a c e d  o n  t h e

1 3 C o m p a n y  b y  D e c i s i o n  N o .  6 6 0 2 8  ( J u l y  3 ,  2 0 0 3 ) ,  A m o n g  o t h e r  c o n d i t i o n s ,  D e c i s i o n  N o .  6 6 0 2 8

1 4 r e q u i r e s  U N S  G a s  t o  ( 1 )  n o t  u s e  c o n t r a c t e d  p e r s o n n e l  t o  p e r f o r m  o p e r a t i n g  a n d  m a i n t e n a n c e

15 f u n c t i o n s  a n d  a d d i t i o n a l l y  ( 2 )  t o  i n d e p e n d e n t l y  i n s p e c t  a l l  c o n t r a c t e d  w o r k  p e r f o r m e d  i n  t h e

1 6 i n s t a l l a t i o n  o f  n e w  s e r v i c e  l i n e s  a n d  m a i n  e x t e n s i o n s .  P i p e l i n e  S a f e t y  S e c t i o n  S t a f f  ( " S t a f f " )  h a s

1 7 rev i ewed  t he  Com pany ' s  app l i c a t i on  and  s uppo r t s  t he  reques t  f o r  a  wa i v e r  o f  t he  t wo  c ond i t i ons .

1 8 D e c i s i o n  N o .  6 6 0 2 8  a p p r o v e d  U N S  G a s '  p r e d e c e s s o r ,  U n i S o u r c e  E n e r g y  C o r p o r a t i o n ' s

1 9 ( " U 1 t i S o u r c e " )  a c q u i s i t i o n  o f  t h e  ga s  a n d  e l e c t r i c  a s s e t s  o f  C i t i z e n s  C o m m u n i c a t i o n s  C o m p a n y

2 0 ( " C i t i z e n s " ) .  I n  o r d e r  t o  a m e l i o r a t e  p o t e n t i a l  c u s t o m e r  s e r v i c e  i m p a c t s  r e l a t e d  t o  t h e  t r a n s f e r  i n

2 1 o w n e r s h i p ,  D e c i s i o n  N o .  6 6 0 2 8  o r d e r e d  U n i S o u r c e ,  a n d  n o w  U N S  G a s ,  t o  n o t  u s e  c o n t r a c t e d

I

l

22

23

24

iI
25

personnel to perform operating and maintenance functions. As the Company notes in its

application, it is normal within the industry to permit contractors to perform this work and indeed,

it was the practice of Citizens to use contractors for just this work prior to the transfer.

Staff notes that the safety record of UNS Gas has been excellent to date. To the extent that

i_

26 the condition prohibiting the use of contracted employees was a measure to ensure a consistent

27 level of customer service, Staff believes that the condition is no longer necessary. UNS Gas has

28 progressed beyond the transitional phase of operations immediately following its acquisition of

I
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:

I Citizens' assets. Customer service does not appear to be in jeopardized by the change; Further,

2 allowing UNS Gas to utilize contracted personnel to perform these services may permit cost

3 savings that in turn can be passed on to the ratepayers' benefit.

4 Likewise, Decision No. 66028 obliges UNS Gas to independently inspect all work

5 performed by contracted personnel regarding the installation of new service lines and main

6 extensions. This condition was also intended to be an interim condition to ensure consistent

7 quality of customer service during the transition of ownership. Staff believes that UNS Gas'

8 operating history has sufficiently demonstrated that neither safety nor service will be jeopardized if

9 the condition is waived. Additionally, as explained by UNS Gas' application, it has entered a cost

10 saving contractual relationship with one of the available contractors engaged to perform such

1 l work.

12 Staff believes that under the present circumstances, UNS Gas' application for waiver of the

13 two described conditions should be approved.

14 RESPECTFULLY SUBMITTED this 14'*' day of February, 2008.

( 15

16

l'7

18

19

44 I/44 ~=.
Charles H. Hains
Attorney, Legal Division
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
(602) 542-3402

20

l 21
The original and thirteen (13) copies
of the foregoing were filed this
14'*' day of February, 2008 with:

22

23

24

Docket Control
Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

25 Cagy of the foregoing mailed this
14 day of February, 2008 to:

26

27
Michelle Livengood
One South Church Ave, Suite 200
Tucson, Arizona 85701¥
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