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EXECUTIVE SUMMARY
UNISOURCE ENERGY CORPORATION

DOCKET NO. E-04230A-03-0933
The direct testimony of Staff witness Joel M. Reiker addresses the following issue:

The immediate financial impact of UniSource Energy Corporation’s (“UniSource”) proposed
reorganization on its utility subsidiaries.

The proposed reorganization involves the acquisition of UniSource by a private equity
partnership known as Saguaro Utility Group L.P. (“Partnership”) in a leveraged buyout
transaction. The Partnership includes investment funds affiliated with Kohlberg Kravis
Roberts & Co., J. P. Morgan Partners, LLC, and Wachovia Capital Partners as Limited
partners, and Sage Mountain L.L.C., an Arizona company who’s membership interest is
currently owned and managed by Frederick B. Rentschler, as general partner.

The Partnership will acquire 100 percent of UniSource’s outstanding common stock through
its subsidiary Saguaro Utility Group I Corp. (“Saguaro Holdings”). UniSource would then
be a wholly-owned subsidiary of Saguaro Holdings, and ultimately, the Partnership.

The acquisition will be financed with a Partnership cash equity contribution of up to $556.7
million, and up to $660 million of debt (“acquisition debt”) to be issued by Saguaro
Holdings. The debt is expected to be non-investment grade. Of the $1,216.7 million
financing package, approximately $880 million will be paid to UniSource’s existing stock
and option holders, up to $263 million will be paid to Tucson Electric Power (“TEP”) in the
form of a cash infusion, and the remainder (approximately $74 million) will be used to pay
fees and expenses. The financing package will also include a 5-year, $50 million revolving
credit facility and a 5-year, $40 million revolving credit facility to be made available to
UniSource and UniSource Energy Services (“UES”), respectively.

The capital structures of UES’ gas and electric subsidiaries, UNS Gas and UNS Electric, are
not expected to change as a result of the proposed transaction. The $263 million cash
infusion to TEP, which includes the repayment of a $95 million intercompany note owed to
TEP by UniSource and $168 million in cash, will be used to retire long-term debt and issue
equity, increasing TEP’s equity ratio for ratemaking purposes to 40 percent of capitalization.
As a result, a Commission restriction precluding TEP from paying dividends in excess of 75
percent of net earnings until such time as TEP’s equity ratio equals 40 percent of
capitalization will be lifted. Total consolidated debt will increase by approximately $400
million, from approximately 80.1 percent to 81.3 percent of total capitalization.

Assuming UES’ borrowing costs do not increase, the cost of capital to UNS Gas and UNS
Electric are not expected to change as a result of the proposed transaction. According to
information provided by UniSource, TEP’s effective cost of long-term debt, as calculated on
November 30, 2003, will decrease 10 basis points as a result of the retiring of debt related to
the $263 million cash infusion. To the extent the credit rating agencies, and ultimately the
markets, view TEP’s credit profile as being affected by the fundamentals of the consolidated



entity rather than on a stand-alone basis, Staff believes TEP’s credit rating may actually
suffer rather than improve, resulting in an increase in TEP’s future cost of debt.

Standard financial principles suggest that reducing TEP’s debt ratio also reduces its cost of
equity. If the transaction does not occur TEP expects to achieve a 40 percent equity ratio in
approximately five years. Therefore, assuming the business risk associated with the
regulated utility industry does not change, increasing TEP’s common equity ratio to 40
percent as a result of the proposed transaction has the same effect on its cost of equity as
achieving a 40 percent equity ratio over a period of five years.

Assuming TEP does not experience a rating downgrade, Staff estimates the effect of the
proposed transaction on TEP’s overall cost of capital to be minimal. Both the cost of debt
and equity to TEP are expected to decrease, however, the proportion of equity in the capital
structure will increase, and equity is generally thought of as having a higher cost than debt.

The Partnership has agreed to purchase UniSource’s common stock for $25.25 per share.
This represents approximately a 30 percent premium over the market price per share prior to
the announcement of the acquisition. Because the transaction does not involve the union of
two firms, such a premium cannot be justified by any possible synergies or economies of
scale. The premium paid in a leveraged buyout is typically justified by expected cost
reductions and management improvements, which are normally achieved by giving
management an equity stake in the business.

The Partnership estimates interest expense payments related to the acquisition debt in the
first year after the close of the transaction to be $45 - $60 million. Saguaro Holdings will
service the acquisition debt with dividends received from TEP and UES as well as its own
cash flows. Saguaro Holdings’ own cash flows will result from income tax benefits related
to the acquisition debt. The tax benefit occurs because the consolidated entity benefits from
the tax deductibility of the interest on the acquisition debt, while the individual subsidiaries
do not. According to information provided by the Partnership, Saguaro Holdings’ expects to
record $20 - $27 million in income tax benefit in 2005.



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

26

Direct Testimony of Joel M. Reiker
Docket No. E-04230A-03-0933

Page 1

INTRODUCTION

Q. Please state your name, occupation, and business address.

A. My name is Joel M. Reiker. I am a Public Utilities Analyst V employed by the Arizona
Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff”).
My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

Q. Briefly describe your responsibilities as a Public Utilities Analyst V.

A. In my capacity as a Public Utilities Analyst V, I provide recommendations to the
Commission on mergers, acquisitions, financings and sales of assets. I also perform
studies to estimate the cost of capital for utilities that are seeking rate relief, and I have
occasionally acted as arbitrator in disputes brought before the Utilities Division.

Q. Please describe your educational background and professional experience.

A. In 1998, I graduated cum laude from Arizona State University, receiving a Bachelor of

Science degree in Global Business with a specialization in finance. My course of studies
included classes in corporate and international finance, investments, accounting, and
economics. I began employment as a Staff rate analyst in 1999. Since that time, I have
attended various seminars and classes on general regulatory and business issues, including
the cost of capital and the use of energy derivatives. I have participated in over fifty

regulatory proceedings.

Purpose of Testimony

Q.
A.

What is the purpose of your testimony in this case?
The purpose of my testimony is to present Staff’s analysis of the immediate financial
impact of UniSource Energy Corporation’s (“UniSource”) proposed reorganization on its

utility subsidiaries.
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What other Staff witness sponsors testimony and what does he/she address?

Mr. John Antonuk of The Liberty Consulting Group will address other reorganizations and
acquisitions in the utility industry, additional financial issues, other concerns of Staff, as
well as specific questions of the Commissioners. Mr. Antonuk’s testimony will present

Staff’s conclusions and recommendations in this case.

THE PROPOSED REORGANIZATION

Q.
A.

Please provide a brief description of the proposed reorganization.

The proposed reorganization involves the acquisition of UniSource by a private equity
partnership known as Saguaro Utility Group L.P. (“Partnership”) in a leveraged buyout
transaction (UniSource and the Partnership are collectively referred to as the “Parties™.)
The Partnership includes investment funds affiliated with Kohlberg Kravis Roberts & Co.
(“KKR”), J. P. Morgan Partners, LLC (“J. P. Morgan Partners”), and Wachovia Capital
Partners (“Wachovia”) as limited partners, and Sage Mountain L.L.C. (“Sage Mountain”),
an Arizona company who’s membership interest is currently owned and managed by

Frederick B. Rentschler, as the general partner.

UniSource Energy Corporation

Q.
A.

Please provide a brief description of UniSource.

UniSource is the holding company for Tucson Electric Power Company (“TEP”),
UniSource Energy Services (“UES”), Millenium Energy Holdings, Inc. (“Millenium”),
and UniSource Energy Development Company (“UED”). According to its December 31,
2003 Form 10-K filed with the Securities and Exchange Commission (“SEC”), UniSource
had total assets of $3.0 billion for the year ended December 31, 2003, and generated

revenues of $970 million and earned net income of $113 million. UniSource’s common
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stock is currently traded on the New York Stock Exchange (“NYSE”) under the symbol
UNS.

UniSource Energy Corporation’s Subsidiaries

Q. Please provide a brief description of UniSource’s utility subsidiaries.

A. UniSource’s largest operating subsidiary is TEP. TEP generates, transmits, and distributes
electricity to over 360,000 customers in the City of Tucson, Arizona, the surrounding
Pima County area, and Fort Huachuca in Cochise County. TEP had total assets of $2.7
billion at December 31, 2003, generated annual revenues of $849 million and earned net

income of $128 million for the year.

On August 11, 2003, UniSource formed two new operating subsidiaries, UNS Gas, Inc.
(“UNS Gas”) and UNS Electric, Inc. (“UNS Electric”), to acquire the Arizona gas and
electric assets of Citizens Communications Company (“Citizens”). UES was formed as an
intermediate holding company to hold the common stock of UNS Gas and UNS Electric.
The acquisition added approximately 127,000 retail gas customers and 80,000 retail
electric customers in northern and southern Arizona to UniSource’s customer base.
According to its September 30, 2003 form 10-Q filed with the SEC, UES has assets of
$294 million. Revenues and net income for the nine months ending September 30, 2003,

were $34.3 million and $135 thousand, respectively.'

Q. Please provide a brief description of UniSource’s nonregulated subsidiaries.
A. UniSource’s nonregulated subsidiaries include Millennium and UED. Millennium invests

in the development of thin-film batteries, small-scale commercial satellites, and

! UniSource reports combined information to the SEC for UNS Gas and UNS Electric under the UES business
segment.
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photovoltaic cells. UED is involved in the development of generating resources and other

nonregulated activities.

The following figure shows the current structure of the UniSource Energy Corporation

consolidated entity:

Figure 1

UniSource Energy

UniSource Energy Millennium Tucson Electric UniSource
Development Co. Energy Power Energy Serices
UNS Gas UNS Electric
The Partnership
Q. Please provide a brief description of the limited partners.

A. KKR is a private investment firm headquartered in New York, London, and Menlo Park,
California. The primary investors in KKR funds are state and corporate pension funds,
banks, insurance companies, and university endowments. KKR has been known as a

“buyout specialist.” In 1989, KKR acquired RJR Nabisco in a $25 billion takeover, the

largest leveraged buyout ever.

After the close of the proposed transaction, KKR affiliated funds will own approximately

62 percent of the equity in the surviving entity.

J. P. Morgan Partners is an indirect wholly-owned subsidiary of J. P. Morgan Chase &

Co., one of the largest financial institutions in the United States. J. P. Morgan Partners has
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approximately $19 billion in assets under management. After the close of the proposed
transaction, J. P. Morgan Partners will own approximately 31 percent of the equity in the

surviving entity.

Wachovia is the principal investing group of Wachovia Corporation, the nation's fifth-
largest bank holding company. After the close of the proposed transaction, Wachovia will

own approximately 7 percent of the equity in the surviving entity.

Please provide a brief description of the general partner.

Sage Mountain is an Arizona Limited Liability Company who’s membership interest is
currently owned and managed by Frederick B. Rentschler, an Arizona resident.
According to the Parties’ response to Staff data request JMR 2-42 (Exhibit JMR-1), Mr.
Rentschler currently serves on the boards of International Game Technology, Grocery
Outlets Inc., the Salk Institute for Biological Studies, Vanderbilt University, and
Scottsdale Healthcare. Mr. Rentschler has fifteen years of experience as president and

CEO of, among others, Armour Dial, Beatrice Companies, and Northwest Airlines.

Purpose of the Proposed Reorganization

Q.
A.

Why has UniSource entered into the acquisition agreement?
According to the Notice of Intent filed with the Commission on December 30, 2003,
UniSource entered into the agreement to strengthen the financial condition of TEP and

produce benefits to customers, employees, and local communities:

UniSource Energy entered into the Merger Agreement because it
will materially strengthen the financial condition of TEP and
thereby produce substantial benefits to UniSource Energy’s
customers and employees, as well as the local communities served
by UniSource Energy. The financial strength and other resources
of the investors will position UniSource Energy to have access to
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adequate capital for the service needs of its customers. The merger
also will allow current UniSource Shareholders to realize fair value
for their investment. In addition, [the Partners] believe that they
are making a sound long-term investment in UniSource Energy,
whose affiliated public utilities have substantial opportunities to
grow and improve their respective services.

According to its Proxy Statement filed with the SEC on February 2, 2004, UniSource
entered into the agreement because the transaction is in the best interests of the Company

and its shareholders:

We entered into the acquisition agreement because our board of
directors believes, after careful consideration, that the acquisition
and the acquisition agreement are advisable and fair to, and in the
best interests of, our company and our shareholders since, among
other reasons, the acquisition consideration represents a significant
premium over the historical trading price of our common stock.
The $25.25 cash acquisition consideration represents a 30%
premium over the closing price per share on the last trading day
prior to the public announcement of the acquisition.

Mechanics of the Proposed Reorganization

Q.
A.

How will UniSource be acquired?

The Partnership will acquire 100 percent of UniSource’s outstanding common stock
through its subsidiary Saguaro Utility Group I Corp. (“Saguaro Holdings”). The
acquisition will be accomplished through the merger of Saguaro Acquisition Corp.
(“Saguaro Acquisition”), a direct subsidiary of Saguaro Holdings, and UniSource, with
UniSource being the surviving entity. UniSource will then be a wholly-owned subsidiary

of Saguaro Holdings.

The following figure shows the proposed structure of the consolidated entity after the

reorganization:
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Figure 2
Saguaro Utility Group, L.P. {Partnership})
Sage Mountain KKR, J.P. Morgan, Wachovia
General Partner Limited Partners
l
Saguaro Utility Group | Corp. {Saguaro
Holdings})
l
UniSource Energy
l
I I l I
UniSource Energy . . Tucson Electric UniSource Energy
Development Co. Millennium Energy Power Senvices
|
I |
UNS Gas UNS Electric
Q. How will the acquisition be financed?

A. The Partnership will provide Saguaro Holdings with a cash equity contribution of up to
$556.7 million. In addition, Saguaro Holdings will borrow up to $360 million in the form
of senior secured bank loans —
and issue up to $300 million in senior unsecured notes (collectively referred to as the
“acquisition debt”). The proceeds of the $1,216.7 million financing package will be used
as follows: Approximately $880 million will be paid to UniSource’s existing stock and
option holders, up to $263 million will be paid to TEP in the form of a cash infusion, and
the remainder (approximately $74 million) will be used to pay fees and expenses related to

the acquisition. The following table shows how the acquisition will be financed:

* Please note that this testimony contains information that the Parties have classified “Confidential” under the terms
of a Protective Agreement that UniSource and Staff entered into and docketed on January 22, 2004. Such currently
considered “Confidential” information has been redacted (i.e. blacked out) in the docketed version of this testimony
and appears in the unredacted version in italics.
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Table 1
Sources of funds In millions
Equity contribution by Partnership $556.7
Senior secured bank loans $360.0
Unsecured notes $300.0
Total $1216.7
Uses of funds
Purchase of UniSource common stock & options $880
Cash infusion to TEP $263
Fees and expenses $73.7
Total $1216.7

Q. Will the financing package include a credit facility?

A. Yes. In addition to the above financing package, a 5-year $50 million revolving credit
facility will be made available to UniSource, and a 5-year $40 million revolving credit
facility will be made available to UES. The credit facilities will be made available

through Saguaro Holdings.

Q. Will UniSource incur any debt in connection with the proposed reorganization?

A. No. The acquisition debt will be issued by Saguaro Holdings.

Q. Is the acquisition debt expected to be investment grade?

A. No. According to the Parties’ response to Staff data request JMR 2-44 (Exhibit JMR-2),
the acquisition debt is expected to be non-investment grade. Bonds rated Ba/BB> and
below, are “high yield” and considered to be non-investment grade due to their high risk

of default relative to investment grade bonds. (See Exhibit JMR-3)

* Ba: Moody’s. BB: Standard & Poor’s.
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Q. Will UniSource’s stock continue to be publicly traded after the close of the proposed
reorganization?
A. No. UniSource’s common stock will be privately held by Saguaro Holdings and

ultimately, the Partnership.

Q. Will the Partnership and Saguaro Holdings qualify as Public Utility Holding
Companies as defined in Arizona Administrative Code R14-1-801?
A. Yes. The Partnership and Saguaro Holdings will both qualify as Public Utility Holding

Companies as defined in Arizona Administrative Code R14-1-801.

Q. Who will serve on the boards of directors of Saguaro Holdings and UniSource after
the close of the proposed reorganization?

A. Mr. Rentschler is the sole director of Saguaro Holdings. UniSource’s board of directors
will consist of Mr. Rentschler and Mr. James Pignatelli, UniSource’s current Chairman,

President and CEO. The Partnership has no board of directors.

Q. Why does Staff characterize the proposed reorganization as a leveraged buyout?

A. Leveraged buyouts are characterized by four distinctive features: A large fraction of the
purchase price is financed with debt. A large portion, if not all, of the debt is below
investment-grade. The acquired entity goes private and its shares are no longer traded on
the open market. And the stock of the acquired entity is held by a partnership of investors.

The proposed reorganization has all of these features.

Q. Does the Partnership have a term?
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A. Yes. The term of the partnership is 25 years. However, the term of the partnership is not
necessarily indicative of the Partnership’s investment horizon. Staff inquired as to the

Partnership’s investment horizon and the Parties responded as follows:

Saguaro Utility Group L.P. has established no “investment
horizon” for its UniSource investment. It certainly regards it as a
multi-year, long-term investment, but the specific duration would
depend on a wide variety of both future operational and market
developments which cannot at this time be forecast with any
certainty. However, it should be noted that KKR’s average
holding period for investments is in excess of seven years and [J.P.
Morgan Partners’] average holding period is longer than six years.
(See Exhibit JMR-4)

According to a March 11, 2004 report by Standard & Poor’s, the Partnership has indicated

that its intended investment horizon for UniSource is six to eight years. (see Exhibit JMR-

14)

ANALYSIS

Capital Structure

Q. What effect will the proposed reorganization have on the capital structures of
UniSource’s regulated utility subsidiaries?

A. The capital structures of UNS Gas and UNS Electric are not expected to change as a result
of the proposed reorganization. According to the Parties’ response to Staff data request
JMR 4-78 (See Exhibit JMR-5), as of December 31, 2003, UNS Gas’ capital structure
consisted of approximately 65 percent debt and 35 percent equity and UNS Electric’s
capital structure consisted of approximately 64 percent debt/capital lease obligations and

36 percent equity.

The $263 million cash infusion to TEP, which includes the repayment of a $95 million

intercompany note owed to TEP by UniSource and $168 million in cash, will be used to
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retire long-term debt and issue equity. TEP’s current capital structure® consists of
approximately 75 percent debt and 25 percent equity. After the close of the proposed
reorganization, TEP’s capital structure will consist of approximately 60 percent debt and

40 percent equity.

Q. Does this change in TEP’s capital structure as proposed in the reorganization
represent an improvement?

A. Yes. The proposed change in TEP’s capital structure as proposed in the reorganization
represents an improvement on a stand-alone basis. Increasing TEP’s equity ratio satisfies
the Commission’s goal, as set forth in Decision Nos. 60480° and 66028, that TEP achieve
an equity ratio of at least 40 percent of ratemaking capitalization. According to the
Parties, achievement of a 40 percent common equity ratio will be accelerated by at least
five years as a result of the proposed reorganization. A consequence of this change will be
the lifting of a restriction set forth in the above decisions which precludes TEP from
paying dividends in excess of 75 percent of net earnings until such time as TEP’s equity
ratio equals 40 percent of ratemaking capitalization. Staff discusses the effect of lifting

TEP’s dividend restriction later in its testimony.

Q. Does TEP’s ratemaking capitalization understate its true degree of financial
leverage?

A. Yes. As of December 31, 2003, TEP had approximately $760 million in capital lease
obligations which the Commission has excluded from capitalization for ratemaking
purposes. Thus, TEP’s true capital structure consists of approximately 83 percent debt

and 17 percent equity. After the close of the proposed reorganization TEP’s true capital

* The Commission has excluded capital lease obligations for ratemaking purposes. TEP’s current capital structure is
approximately 83 percent debt and 17 percent equity including capital lease obligations.
* The Commission’s original goal set forth in Decision No. 60480 was an equity ratio of 37.5 percent.
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structure will consist of approximately 74 percent debt and 26 percent equity. (See

Exhibit TMR-6)

Q. What immediate effect would the proposed reorganization have on the capital
structure of the consolidated entity?

A. The proposed reorganization would slightly increase the consolidated entity’s leverage.
The September 30, 2003, pro forma consolidated balance of long-term debt (including
capital lease obligations) would increase by approximately $400 million, from 80.1
percent to 81.3 percent of total capitalization. (See Exhibit JMR-7 and Exhibit JMR-8)

Q. Does Saguaro Holdings expect to de-leverage itself after the reorganization?

A. Yes.

Q. Is the repayment of debt a typical use of excess cash flow after a leveraged buyout?

A. Yes. Excess cash flow is typically devoted to the repayment of debt as quickly as possible
after a leveraged buyout.

The Cost of Capital

Q. What effect would the proposed reorgamization have on the cost of capital to
UniSource’s utility subsidiaries?

A. UNS Gas’ and UNS Electric’s capital structures and business profiles are not expected to

change as a result of the proposed reorganization. Therefore, other things equal, the cost

of capital to UNS Gas and UNS Electric are not expected to change.
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However, as Staff discusses below, at least one credit rating agency is concerned that the
additional debt burden associated with the proposed reorganization will further erode the
credit quality of TEP. UNS Gas’ and UNS Electric’s notes are rated by the National
Association of Insurance Commissioners (“NAIC”), and are considered high quality and
medium quality, mspectively.6 While those ratings have not changed, to the extent the
additional burden associated with the acquisition debt affects the credit quality of UNS

Gas and UNS Electric, their future cost of borrowing may increase.

Q. What effect would the proposed reorganization have on TEP’s cost of debt?
TEP’s ratemaking capital structure is expected to improve to 60 percent debt and 40
percent equity. In response to Staff data request JMR 1-9 (See Exhibit JMR-9), the Parties
indicate that TEP’s effective cost of long-term debt as of November 30, 2003, will
decrease 10 basis points, from 6.88 percent to 6.78 percent, as a result of the proposed
reorganization. This represents a reduction in annual interest expense of approximately

$18 mullion.

To the extent the credit rating agencies, and ultimately the markets, view TEP’s credit
profile as being affected by the fundamentals of the consolidated entity rather than on a
stand-alone basis, Staff believes that TEP’s credit rating may actually suffer rather than

improve, resulting in an increase in TEP’s future cost of borrowing.

Q. How have the credit rating agencies reacted to the proposed reorganization?
A. TEP’s credit is rated by Fitch Ratings (“Fitch”), Moody’s Investors Service (“Moody’s”),

and Standard & Poor’s (“S&P”.)’ After the announcement of the proposed transaction,

® UNS Gas’ notes are rated NAIC-2 (high quality). UNS Electric’s notes are rated NAIC-3 (medium quality).
’ See Exhibit IMR-10 for TEP’s current bond/credit ratings.
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Fitch and Moody’s confirmed their current ratings and maintained a “stable” outlook for

TEP. However, S&P placed TEP on “CreditWatch” with negative implications.

According to a press release issued on December 1, 2003, Fitch affirmed TEP’s secured

debt ratings at BB+ with a rating outlook of “stable:”

Concern regarding TEP’s status as a subsidiary of a highly
leveraged parent company, 1s mitigated by the pre-funded debt
redemption feature of the merger proposal and regulatory
provisions limiting dividends to 100% of the utility’s net income.®
(See Exhibit JMR-11)

On November 25, 2003, Moody’s also confirmed its ratings of TEP and maintained a

stable outlook:

The rating confirmation reflects the fact that TEP’s standalone
credit profile will likely remain unchanged following the
acquisition. ..

...the rating action also considers the fact that consolidated debt
will increase by $400 million upon completion of the transaction
and that any free TEP cash flow will be required to service a
sizeable amount of holding company debt and to provide some
level of return to the new owners. Moody’s views the dividends
necessary to service the $660 million of holding company debt and
to provide a return to the owners as being less discretionary in
nature from management’s perspective. (See Exhibit JMR-12)

The November 24, 2003 press release by S&P, was relatively negative:

Standard & Poor’s prior stable outlook on TEP was based on the
expectation that UniSource would continue to work toward
reducing its overall debt burden. Now, however, TEP’s ratings
may be lowered in the near-term, after a thorough review of the
details of the transaction, because of UniSource’s unexpected
move toward a leveraged buyout structure, which, regardless of

* Section 305(a) of the Federal Power Act states that dividends shall not be paid out of funds properly included in the
capital account. Fitch characterized this provision of the Federal Power Act as limiting dividends to a utility’s net
income.
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whether the transaction is completed or not, raises concerns about
management’s commitment to credit quality...

...Standard & Poor’s is concerned that the additional debt burden
as proposed under the transaction will further erode credit quality.
(See Exhibit JMR-13)

In a March 11, 2004 Q&A, S&P addressed the factors it will consider in deciding whether

to downgrade TEP:

Management’s decision to increase debt levels as part of the
acquisition strategy will be considered against several possible
mitigating factors:

e Annual free cash flows at TEP after capital
expenditures are projected remain strong at least
$100 million over the next four years;

e The transaction will reduce the utility’s exposure to
variable rate debt by one-half to about 15%; and

e The transaction may lower TEP’s regulatory risk in
future rate reviews, the first of which will occur in
2004 when TEP is expected to file a transmission
and distribution general rate case. (See Exhibit
IMR-14)

The announcement and action by S&P indicates that that rating agency views the credit
profile of UniSource’s utility subsidiaries as being affected by the qualitative and
quantitative fundamentals of the consolidated entity, rather than the individual subsidiary

alone.

Q. Have the Parties offered to agree to any conditions in connection with approval of
the proposed reorganization that they assert provide protection to ratepayers from a

downgrade in TEP’s bonds?
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A. Yes. According to the direct testimony of Mr. Pignatelli, the Parties will not seek to
recover an increase in the cost of interest on bonds which are downgraded in connection

with the reorganization:

I will commit that in the event that TEP’s bonds are downgraded in
connection with the Merger, TEP will not seek to recover the cost
of interest on those bonds greater than the cost of interest on bonds
rated the same as TEP’s bonds prior to the downgrade. So, even if
TEP’s bonds are downgraded, in connection with the Merger, there
will not be a related raise in rates. (See the direct testimony of
James S. Pignatelli, p. 6 at 4 — 8)

Q. Does this commitment, as stated, represent anything beyond what is normal
ratemaking procedure?

A. No. Normal ratemaking allows a public utility to recover its “embedded” cost of debt —
that is, total interest payments divided by the book value of outstanding debt. The utility’s
current borrowing rate, as indicated by a bond rating, can be, and often is, higher or lower
than 1ts embedded cost of debt. For example, assume a utility issues $10,000 in Baa-rated
bonds at 5.0 percent. After paying issuance expenses and other costs associated with the
bonds, the utility receives $9,500 in net proceeds. The utility pays annual interest expense
of $500 (5.0% x $10,000.) The utility’s effective cost of debt that is recovered through
rates is 5.3 percent ($500 + $9,500.) While downgrading the utility’s bond rating may
reflect a decline in the market value of the utility’s outstanding bonds and the interest rate
on any future borrowing, it does not change the utility’s effective cost of debt that is
recovered through rates. In other words, changes in the market value of existing debt do

not affect the cost of that debt included in the cost of service recovered through rates.
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Accordingly, Staff does not view the Company’s commitment as providing ratepayers
protection from a potential increase in the cost of service due to the Company issuing new

debt or refinancing existing debt at a higher rate, after a rating downgrade.

Q. What effect will the proposed reorganization have on TEP’s cost of equity and
overall cost of capital?
A. Standard financial principles suggest that as a firm decreases leverage, its cost of equity

goes down. Therefore, TEP’s cost of equity would decrease, other things equal.

The cost of equity to any firm is a function of the risk-free rate of interest and the
premium investors require for investing in the market, adjusted for the market risk of the
firm. Market risk is commonly measured by the capital asset pricing model beta. The
higher the beta, the higher the risk of the company’s stock, and other things equal, the
higher its cost of equity. According to The Value Line Investment Survey, the average
debt ratio and beta for comparable publicly-traded electric utilities is .56 and .67,
respectively. A mathematical equation used to estimate the effect leverage has on a
stock’s beta indicates that decreasing TEP’s debt ratio from .75 to .60 decreases its beta
from .86 to .69. This is an estimate of the reduction in the riskiness of TEP’s common

equity as a result of the $263 million cash infusion.

Using a hypothetical example, it can be shown that decreasing a company’s beta from .86
to .69 reduces its cost of equity. Assume investors require a return of 3.5 percent for
investing in a risk-free asset, which is usually represented by a U.S. Treasury security, and
they require an additional 7.5 percent for investing in an average-risk security, such as a
share of the S&P 500. A hypothetical company with a beta of .86 would have a cost of

equity of 9.95 percent (3.5% + [.86 x 7.5%].) If the hypothetical company’s beta




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

Direct Testimony of Joel M. Reiker
Docket No. E-04230A-03-0933
Page 18

subsequently decreased to .69, its cost of equity would decrease to 8.68 percent (3.5% +

[.69 x 7.5%])), other things equal.

Assuming the business risk associated with the regulated electric utility industry remains
constant, increasing TEP’s common equity ratio to 40 percent of capitalization with one
$263 million cash infusion today has the same effect on its cost of equity as achieving a 40
percent equity ratio over a period of five years (which TEP expects to do if the

reorganization does not occur.)

Assuming TEP does not experience a rating downgrade, Staff estimates the effect of the
proposed transaction on TEP’s overall cost of capital to be minimal. Both the cost of debt
and equity to TEP are expected to decrease, however, the proportion of equity in the
capital structure will increase, and equity is generally thought of as having a higher cost

than debt.

It should also be noted that TEP’s current rates were based on a hypothetical capital
structure consisting of 62.5 percent debt and 37.5 percent equity.” Therefore, any change
in TEP’s overall authorized rate of return granted in a rate proceeding would likely be

unrelated to its capital structure.

The Premium and its Effects

Q.

What is the amount of the premium that the Partnership expects to pay for
UniSource?
The Partnership has agreed to purchase UniSource’s common stock for $25.25 per share.

The $25.25 price per share represents approximately a 30 percent premium over the

’ Decision No. 59594, dated March 29, 1996.
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closing price per share on the NYSE prior to the merger announcement. UniSource
shareholders are being offered $25.25 per share for their stock that had been valued by the
market at $19.40 per share'® before the merger announcement. The gain per share is $5.85
on approximately 33.7 million shares of UniSource stock outstanding (according to the
February 13, 2004 edition of The Value Line Investment Survey) for a total premium of

approximately $197 million.

Q. How does the Partnership expect to earn back such a premium on its UniSource
investment?
A. According to the Parties’ response to Staff data request JMR 1-23 (See Exhibit JMR-15),

the Partnership believes it will earn back the premium the following ways:

Saguaro LP/Saguaro Holdings believe the premium reflected in
their acquisition price is justified by a number of factors and will
be returned over time based on these primary strengths of the
UniSource utility subsidiaries: (1) solid company management, (2)
sound regulatory and community relationships, (3) service territory
growth, (4) existing low cost generating resources and (5)
sufficient internally generated funds to meet projected capital and
debt service expenditures.

Q. Can such a premium be justified by any possible synergies or economies of scale?

A. No. The proposed transaction does not involve the union of two firms, so there can be no
synergies or economies that cannot otherwise occur absent the proposed transaction.
While the expected tax savings created by the tax deductibility of the interest on the
acquisition debt provide future cash flow benefits, it alone does not justify the premium
paid. The premium paid in a leveraged buyout is typically justified by expected cost

reductions and management improvements.

1% Closing price per share on November 21, 2003, according to Yahoo Finance.
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Q. How are cost savings and management improvements normally achieved after a
leveraged buyout?

A. Cost savings and management improvements are achieved by giving management an
equity stake in the business. This provides a strong incentive to cut costs and improve

operating profits, thereby increasing the value of the firm.

Q. Did Staff inquire as to whether management expects to have an equity stake in the
post-acquisition entity?
A. Yes. According to the Parties’ response to Staff data request JMR 3-57 (See Exhibit

JMR-16):

...the Company expects to offer officers an opportunity to have an
equity interest in the post-acquisition entity. However, no officer
has entered into any agreement, arrangement or understanding
regarding the right to purchase or participate in the equity of the
post-acquisition entity.

According to UniSource’s Joint Application for authorization under Section 203 of the

Federal Power Act for Disposition of Jurisdictional Facilities, filed on April 15™ 2004:

At or after the closing of the Transaction, management and
employees of UniSource Energy may be given an opportunity to
invest, or awarded options to acquire stock, in Saguaro Utility
Group I Corp..."!

Q. Have the Parties identified any costs that they believe can be reduced?

A. According to the Parties’ response to Staff data request JIMR 4-87 (See Exhibit JMR-17),
TEP expects to reduce interest costs through continued de-leveraging. The amount of
savings will depend on the amount of cash available and the specifics of each debt

retirement or lease debt purchase. The Parties assert that there will be no cutbacks in

" Page 5.
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capital expenditures and no layoffs or reductions in workforce after the close of the
proposed transaction. The Parties have not identified any specific operating costs that

they believe can be reduced regardless of whether the proposed transaction occurs.

Q. Did Staff review UniSource’s preliminary financial forecasts during the course of its
investigation?
A. Yes.  Staff reviewed UniSource’s preliminary financial forecasts assuming the

reorganization occurs.

Q. Are there ways for investors to earn excess returns that do not necessarily involve
cost-cutting?

A. Yes. An investor can earn an excess return (a return greater than the return she requires)
through a form of financial pyramiding that occurs when a parent company issues debt to

finance its equity investment in a subsidiary. This is known as “double-leverage.”
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How do investors earn excess returns through double-leverage?

When debt is issued by both the utility and the holding company, and the utility is allowed
to earn a return on its equity capital equal to its market cost of equity, it is possible for the
investors in the holding company to earn a return on their equity investment that is greater
than their cost of equity. This can be illustrated by using a simplified example. Table 2
shows the weighted average cost of capital (“WACC”) to a hypothetical operating

subsidiary and its parent:

Table 2
Operating Subsidiary
Amount Weight Cost  Weighted Cost
Debt $60 60% 6.0% 3.60%
Equity 40 40% 9.0% 3.60%
100 WACC 7.20%

Parent Holding Company
Amount  Weight Cost  Weighted Cost

Debt $24 60% 6.0% 3.60%
Equity 16 40% 9.0% 3.60%
40 WACC 7.20%

The subsidiary’s capital structure consists of 60 percent debt and 40 percent equity, with
accompanying costs of 6 percent and 9 percent, respectively. The parent has invested $40
in the subsidiary, which is also financed with 60 percent debt and 40 percent equity,
whose accompanying costs are also 6.0 percent and 9.0 percent, respectively. In the
example, the parent earns $3.60 on its $40 equity investment in the subsidiary (9% x $40
= $3.60.) However, after the parent pays the interest expense associated with its own debt
of $1.44 (524 x 6.0% = $1.44), the parent’s shareholders receive $2.16 ($3.60 - $1.44 =
$2.16.) This $2.16 in earnings represents a 13.5 percent return on an equity investment of
$16 ($2.16 =+ $16 = 13.5%). In the example shown in Table 2, the parent’s shareholders

earn a 13.5 percent return on an investment in which they only require a 9 percent return.
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Q. Will Saguaro Holdings issue debt to finance its equity investment in UniSource?

A. Yes. The acquisition debt will be used to purchase UniSource’s common stock.

Q. Have investment professionals commented on the return the Partnership is expected
to earn?

A. Yes. According to a February 2004 article in Public Utilities Fortnightly, an analysis
conducted by an anonymous Wall Street investment banker using public data suggests a

cash on cash return on the Partnership’s equity investment of 18.6 percent.'

Q. Did Staff conduct an analysis of the expected return on the Partnership’s

investment?

A. Yes.

The Acquisition Debt

Q. What is the annual interest obligation associated with the acquisition debt?

A. Although the precise terms of the acquisition debt have not been established, Staff
estimates annual interest expense associated with the acquisition debt to be in the range of

$40 - $50 million. According to a response to a Residential Utility Consumer Office

? See Stavros, Richard. “Taking Utilities Private: Return of the Barbarians.” Public Utilities Formightly. February

2004. pp. 24 —29.
13 b
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(“RUCQO”) data request, the Parties estimate interest expense payments related to the
acquisition debt in the first year after the proposed reorganization to be $45 - $60 million.

(See Exhibit JMR-18)

Q. How will Saguaro Holdings service the acquisition debt?

A. Saguaro Holdings will use dividends received from TEP and UES as well as its own cash
flows to service the acquisition debt. As mentioned previously, the $263 million cash
infusion to TEP will result in the lifting of a restriction which precludes TEP from paying
dividends in excess of 75 percent of its net earnings. Therefore, TEP will be able to
payout 100 percent of its earnings as dividends to UniSource, and ultimately Saguaro
Holdings, after the proposed reorganization. UNS Gas and UNS Electric currently operate
under a similar condition set forth in Decision No. 66028, which precludes them from
paying dividends greater than 75 percent of net earnings until such time as their equity
ratios equal 40 percent of capitalization. As stated previously, UNS Gas’ and UNS
Electric’s equity ratios are currently 35 percent and 36 percent, respectively. Therefore,
UNS Gas and UNS Electric are precluded from paying dividends in excess of 75 percent

of their net earnings.

Another source of cash available to service the additional debt associated with a leveraged
buyout may come from selling off nonessential assets. Staff inquired as to the Parties’
plans to sell off or otherwise divest any assets and the Parties responded as follows (See
Exhibit JMR-19):

The Investors have no current plans to sell or divest any of the

assets, subsidiaries or investments of UniSource. The merger will

not affect any current plans of UniSource Energy to sell or divest

any of the assets, subsidiaries or investments of UniSource Energy
in the normal course of business.
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Q. Did Staff inquire as to the dividends TEP, UNS Gas, and UNS Electric expect to pay
after the close of the proposed reorganization?
A. Yes. Staff inquired as to the expected dividend payout ratios of TEP, UNS Gas, and UNS

Electric. The Parties provided the following table:

Table 3

Q. Will Saguaro Holdings have additional sources of cash flow available to service and
retire the acquisition debt?

A. Yes. Saguaro Holdings will have an additional source of cash flow in the form of an
income tax benefit related to the acquisition debt. UniSource currently has a tax sharing
agreement under which each subsidiary computes its taxes on a separate company basis.
UniSource receives these payments and pays income taxes to the IRS on a consolidated
basis. The difference between the income tax payments received by Saguaro Holdings
from its operating subsidiaries and its consolidated income tax payment to the IRS will be
additional cash flow to Saguaro Holdings in the form of a tax benefit. The tax benefit
occurs because the consolidated entity benefits from the tax deductibility of the interest on
the acquisition debt, while the individual subsidiaries do not. According to the Parties’
response to a RUCO data request, Saguaro Holdings expects to record $20 - $27 million in

income tax benefit in 2005. (see Exhibit JMR-20)
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Q. What would happen in the event Saguaro Holdings defaulted on the acquisition
debt?

A. Part of the acquisition debt (up to $360 million) is expected to be in the form of senior

secured term loans

The remainder of the
acquisition debt (up to $300 million) is expected to be in the form of senior unsecured
notes backed by Saguaro Holding’s general credit and not any specific property.
Therefore, the senior unsecured note holders would only have a general claim to Saguaro

Holdings’ assets in the event of default.

Q. Will Saguaro Holdings pay dividends to the Partnership?

A. According to the Parties’ response to a RUCO data request, 100 percent of the remaining
cash after interest expense and tax payments will be used for prepayment of the
acquisition debt in the first year after the reorganization. (See Exhibit JMR-18)
According to its credit agreement, Saguaro Holdings’ is required to make annual
prepayments on its term loans in an amount equal to a percentage of Excess Cash Flow.
The percentage of Excess Cash Flow required to be used as prepayments starts at 100

percent, drops to 75 percent once Saguaro Holdings’ consolidated leverage ratio reaches

114

4-to-1, and drops to 50 percent once the leverage ratio reaches 3.5-to-

" Excess Cash Flow is defined in the credit agreement as (a) the sum of (1) dividends paid to Saguaro Holdings by its
subsidiaries and (2) tax sharing payments received by Saguaro Holdings, less (b) the sum of (1) taxes, (2) interest
payments, (3) principal payments and prepayments (other than of the loans under the credit agreement), (4) capital
expenditures and other expenditures, (5) payments made in connection with prepayments of debt and (6) certain
investments, in each case as paid in cash by Saguaro Holdings on a non-consolidated basis. Leverage Ratio is
defined in the credit agreement as the ratio of consolidated total indebtedness to consolidated earnings before interest,
taxes, depreciation, and amortization (EBITDA).
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CONCLUSION

Q. Are you presenting any specific recommendations in this case?

A. No. The purpose of my testimony is to provide a financial analysis and not to present
Staff’s recommendations in this case. Staff witness Mr. Antonuk’s testimony will present

Staff’s conclusions and recommendations in this case.

Q. Does this conclude your direct testimony?

A. Yes.




JMR 2-42:

RESPONSE:

RESPONDENT:

Exhibit JMR-1

UniSource Energy Corporation’s
Responses To Staff’s 2nd Set Of Data Requests
Docket No. E-04230A-03-0933
February 9, 2004

Please provide a summary of the general partner’s experience in: 1) the
general field of public utilities and 2) the specific field of electric utilities.

Frederick B. Rentschler, the managing member of the general partner, has
no direct managerial experience in the field of public utilities or
specifically electric utilities; upon consummation of the acquisition,
however, Mr. Rentschler’s role will not be managerial, but rather service
on the UniSource Energy Board of Directors. In that regard, he currently
serves on the boards of International Game Technology, Grocery Outlets
Inc., the Salk Institute for Biological Studies, Vanderbilt University and
Scottsdale Healthcare. In addition, Mr. Rentschler’s 15 years of
experience as president and CEO of, among others, Armour Dial, Beatrice
Companies (which was taken private in circumstances similar to those
involved here) and Northwest Airlines, has given him extensive
experience in the types of financial and operational policy matters which
he will address in his role as a director of UniSource Energy. Finally, Mr.
Rentschler is familiar with regulatory issues, processes and requirements
because several of the companies with which he has been involved are
subject to state and/or federal regulation.

Frederick B. Rentschler

President, Saguaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24™ st.

Suite 100

Phoenix, AZ 85016
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RESPONSE:
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Exhibit JMR-2

UniSource Energy Corporation’s
Responses To Staff’s 2nd Set Of Data Requests
Docket No. E-04230A-03-0933
February 9, 2004

Is the acquisition debt to be issued by Saguaro Utilify Group I Corp.
expected to be high yield or investment grade?

In connection with the closing of the acquisition, Saguaro Utility Group I
Corp. is expected to borrow up to $660 million. At this time, the precise
terms of this borrowing have not been established, as it will not occur
unless and until the ACC approves the acquisition. It is expected,
however, that the senior term loans and debt securities involved in the
borrowing will be non-investment grade.

Frederick B. Rentschler

President, Sagunaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24" St.

Suite 100

Phoenix, AZ 85016



Key to Moody's and Standard & Poor's Bond Ratings

MOODY'S STANDARD & POOR'S

Aaa AAA 7]

Aa AA Investment grade

A A

Baa BBB |

Ba BB ]

B B

Caa CCC Non-Investment grade
Ca CcC
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Source: Brealey & Myers. 2000. p. §91.
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JMR 4-80:

RESPONSE:

RESPONDENT:

Exhibit JMR-4

UniSource Enertghy Corporation’s
Responses To Staff’s 4™ Set Of Data Requests
Docket No. E-04230A-03-0933
March 5, 2004

What is Saguaro LP’s investment horizon, in terms of years, for its
UniSource investment?

Saguaro Utility Group L.P. has established no “investment horizon” for its
UniSource investment. It certainly regards it as a multi-year, long-term
investment, but the specific duration would depend on a wide variety of
both future operational and market developments which cannot at this time
be forecast with any certainty. However, it should be noted that KKR’s
average holding period for investments is in excess of seven years and
JPMP’s average holding period is longer than six years.

Frederick B. Rentschler

President, Saguaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24" St.

Suite 100

Phoenix, AZ 85016
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Responses To Staff’s 4™ Set Of Data Requests
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March 5, 2004

Exhibit JMR-5

Please provide the most recent capital structures of UNS Gas and UNS

Electric.

UNS Gas and UNS Electric were capitalized as follows as of December

31, 2003 (in $000s):

UNS Gas

Common Equity
Long-Term Debt
Total Capitalization

UNS Electric

Common Equity
Long-Term Debt

Capital Lease Obligation
Total Capitalization

Kentton Grant
One South Church Avenue
Tucson, Arizona 85701

$ 52,927
100.000
$152,927

$ 34,505
60,000
606

$ 95,111

35% of Total
65% of Total

36% of Total
63% of Total
1% of Total



TEP's Ratemaking Capital Structure

12/31/2003
Total Long-term Debt 1,126,320 74%
Common Equity 389,237 26%
Total Capitalization 1,515,557 26%

TEP's True Capital Structure

12/31/2003

Total Long-Term Debt 1,126,320

Total Long-term Capital Lease 762,323
Total L-t Debt and Capital Lease 1,888,643 83%
Common Equity 389,237 17%

Total Capitalization 2,277,880 100%

Pro Forma
863,320
582,237

1,445,557

Pro Forma
863,320

762,323
1,625,643

582,237

2,207,880

Exhibit JMR-6
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Total Long-Term Debt

Total L-T Capital Lease Obligations
Total L-T Debt/Capital Lease

Common Equity

Total Capitalization

UniSource Energy
Capitalization as of
09/30/2003

1,286,685

761,855

2,048,540
508,078

2,556,618

%

80.1%
19.9%

100.0%

Saguaro Holdings
Pro Forma
Capitalization

1,684,085

761,855

2,445,940
562,700

3,008,640

Exhibit JMR-8

%

81.3%

18.7%

100.0%



JMR 1-9:

RESPONSE:

RESPONDENT:

Exhibit JMR-9
Page 1 of 3

UniSource Energy Corporation’s
Responses To Staff’s 1% Set Of Data Requests
Docket No. E-04230A-03-0933 -
January 26, 2004

Refer to page 8, lines 1 — 6 of the Company’s application. Please provide

. a description of the anticipated changes in TEP’s cost of debt as a result of

its debt-to-equity ratio being improved from approximately 75/25 to
60/40.

Please see Bates Nos. UEC000029 — UEC000030 for schedules showing
(1) TEP’s weighted average cost of debt as of 11/30/03 and (2) TEP’s
weighted average cost of debt as of 11/30/03 with pro forma adjustments
for the merger. The pro forma adjustments reflect current expectations

“regarding debt retirements.

Kentton Grant
One South Church Avenue
Tucson, Arizona 85701
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JMR 1-15:

RESPONSE:

RESPONDENT:

UniSource Energy Corporation’s

Responses To Staff’s 1% Set Of Data Requests

Docket No. E-04230A-03-0933

January 26, 2004

Please provide TEP’s current bond/debt rating.

Exhibit JMR-10

The following table summarizes current credit ratings for TEP:

S&P Moody’s Fitch
Senior Secured / FMBs BBB- Ba2 . BB+
Bank Facility ' BB+ Ba2 BB+
Unsecured B+ Ba3 BB-
Corporate / Issuer Rating BB Ba3 N/A

Kentton Grant
One South Church Avenue
Tucson, Arizona 85701
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F itChRat-ings

Fiich

One Siate Street Plaza
New York, NY 10004
{212)908-0810
www.fitchratings.com

Press Release

Fitch Ratings Affirms Tucson Electric Power; Outlook Stable
01 Dec 2003 1:04 PM (EST)

Fitch Ratings-New York-December 1, 2003: Fitch Ratings has affirmed Tucson Electric Power
Company's (TEP) secured debt ratings at 'BB+' following the announcement of the proposed purchase of
its parent company, UniSource Energy (UNS), in a leveraged transaction by Saguaro Utility Group L.P.
(Saguaro). The Rating Outlook is Stable.

The rating action reflects the implication that Saguaro will infuse $260 million of cash into TEP that will
accelerate debt reductions previously anticipated over a five-year horizon and federal and state regulatory
restrictions limiting dividends between TEP and its immediate parent, UNS. Saguaro (which includes
limited partners Kohlberg Kravis Roberts & Co., L.P., J.P. Morgan Partners, LLC and Wachovia Capital
Partners) has agreed to acquire UNS in a transaction valued at roughly $3 billion, including assumed debt.
The leveraged transaction, as planned, contemplates issuance of $660 million of debt by a new holding
company that will be structured as the parent of UNS. $260 million of cash proceeds will be invested in

TEP and used to reduce utility debt.

Concern regarding TEP's status as a subsidiary of a highly leveraged parent company, is mitigated by the
pre-funded debt redemption feature of the merger proposal and regulatory provisions limiting dividends
to 100% of the utility's net income. Fitch estimates that TEP's debt/EBITDA ratio will improve about 60
basis points to 3.9 times (x) as a result of the debt reduction, all else equal. The $260 million cash transfer
and debt redemption are targeted to improve TEP's regulatory equity to 40% of total capitalization (the
calculation by the Arizona Corporation Commission (ACC) excludes capitalized lease obligations)
enabling the utility to dividend 100% of net income to its parent. The incremental dividend payment is
partially offset by lower interest expense associated with the debt reduction.

The current ratings reflect TEP's weak interest coverage ratios, highly leveraged balance sheet and the
high business risk that results from the absence of a power cost adjustment clause or deferral mechanism

and the rate cap under its 1999 industry restructuring settlement agreement.

Under the terms of the merger agreement, the investor group will pay roughly $875 million for UNS
equity and assume about $2.1 billion of debt. The merger is subject to ratification by shareholders and
regulatory approvals are required from the ACC, FERC, the SEC and the Department of Justice under
Hart-Scott-Rodino. Management will remain in place and UNS' corporate headquarters will remain in
Tucson, Arizona. The merger, if approved, is expected to close within a year.

For further information on Tucson Electric Power Co. please refer to the credit analysis report dated June
18, 2003 and available on the Fitch Ratings web site at 'www fithratings.com'.

Contact: Philip Smyth +1-212-908-0531 or Robert Hornick +1-212-908-0523, New York.

Media Relations: James Jockle +1-212-908-0547, New York.

UEC000045
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Page 1 of 2
Global Credit Research ’

@ ) Rating Action
25 NOV 2003

Moody'c investors Service

Rating Action: Tucson Electric Power Company

MOODY'S CONFIRMS THE RATINGS OF TUCSON ELECTRIC POWER COMPANY (Ba2 Sr. Secured Debt)
FOLLOWING $3 BILLION ACQUISITION ANNOUNCEMENT BY SAGUARO UTILITY GROUP, LP. ; RATING

OUTLOOK REMAINS STABLE.

Approximately $540 Million of Debt Securities Affected.

New York, November 25, 2003 -- Moody's Investors Service confirmed the debt ratings of Tucson Electric
Power Company (TEP: Ba2 Senior Secured Debt) and maintained a stable rating outlook following the
announcement by TEP's parent, UniSource Energy Corporation {UniSource Energy), that it had agreed to
sell 100% of the company to Saguaro Utility Group, L.P., a private equity firm, for about $3 billion, including
the assumption of about $2.1 billion in debt.

Rating confirmed include:

- First Mortgage Bonds, Senior Secured Bank Credit Facllity, rated Ba2;

- Issuer Rafing, Senior Unsecured Debt, rated Ba3

The rating confirmation reflects the fact that TEP's standalone credit profile will likely remain unchanged
following the acquisition as the utility's operating cash flow, which exceeds $200 million annually, should
represent about 14% of TEP's total adjusted debt on a prospective basis. The rating action incorporates the
expected improvement in TEP's capital structure following the recapitalization contemplated as part of the
transaction as the utility’s consolidated adjusted debt to total capitalization is anticipated io decline to
approximately 70% from the current level of 82%. The rating action further considers a continued gradual
dedline in TEP's standalone debt over the next several years due solely from the amortization of the
Springerville capital lease as a larger portion of the annual capital lease payment wikl be applied against the

. principal portion of the lease.

While these factors serve to support TEP's credit quality, the rating action also considers the fact that .
consolidated debt will increase by $400 million upon completion of the transaction and that any free TEP
cash flow will be required fo service a sizeable amount of holding company debt and to provide some level of
return to the new owners. Moody’s views the dividends necessary to service the $660 million of holding
company debt and to provide a return to the owners as being less discretionary in nature from management's
perspective, On a consolidated basis, Moody's anticipates the rating on the holding company to incorporate a
consolidated view of UniSource Energy and expects funds from operations to represent about 9% of adjusted
consolidated debl Prospectively, Moody's does not anticipate a material debt reduction throughout the
organization other than the previously described scheduled amortization of the Springerville lease at TEP.

Under the terms of the transaction, Saguaro, whose general partner is Sage Mountain, L.L.C. and whose
limited partners include investment funds affiliated with Kohlberg Kravis Roberts & Co., L.P., J.P. Margan
Partners, LLC and Wachovia Capital Partners, will pay approximately $880 million in cash to shareholders of
UniSource Energy to become UniSource Energy’s sole shareholder. The cash purchase prics is expected (o
be funded by a combination of equity contributions by the partners of Saguaro and by the issuance of debt
securities and borrowings at the UniSource Energy level. The partners of Saguaro are expecied to contribute
approximately $557 million as common and/or preferred equity and UniSource Energy will bosrow up to $660
million to fund the cash purchase price, make the $260 million of payments fo TEP described below, and 1o
pay transaction expenses. The holding company is also expected to obtain a $50 mitlion revolving credit
facility for general corporate purposes, and it is further contemplated that TEP's existing credit facllity will be
d with 3 new $220 million facility and that a new $40 million revolving credit facility will be made

e
available to UniSource Energy Services and its subsidiaries.

An important condition fo the transaction is the elimination of restrictions on the ability of TEP to pay
dividends to the parent. In satisfying this condition, TEP's ratio of equily lo total capitalization is expected to

hitp://www.moodys.com/moodys/cust/research/venus/Release/Rating%20A ction/769000/2(.. 1/19/2004
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be improved to 40% (excluding capital lease obfigations) at the time of the acquisition with UniSource Energy
providing up to $168 million in equity contributions and repaying the $95 miliion note with TEP. The utility
expects to use most of the equity contribution proceeds and inter company note repayment to refire some of
its outstanding debt, As mentioned above, UniSource Energy will raise up to $260 million of holding company

debt 1o be infused as equity

into TEP.

The transaction Is subject 1o several closing conditions, including approval of the transaction by UniSource
Energy shareholders and the required regulatory approvals, including approval by the Arizona Corporation
Commission, the Securities and Exchange Commission, and the Federal Energy Regulatory Commission.
The company anticipates the transaction closing during the third quarter 2004, and the transaction may be
terminated by either party if the acquisition is not consummated by March 31, 2005.

Tha stable rating outiook for TEP incorporates the view that TEP will continue fo provide predictable levels of
cash flow for debt service over the next several years. The stable rating outiook also reflects an expectation
that any free TEP level cash flow will be used for distributions to be paid to UniSourcé Energy for holding
company debt service and for additional distributions to the new owners. As such, any material mpmvemenl

in the credit quality of TEP is uniikely in the near term.

Headquartered in Tucson, Arizona, TEP is a vertically integrated electric utility serving the city of Tucson and
other surrounding areas, and a wholly-owned subsidiary of UniSource Energy.

New York
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Managing Director
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Research:
Tucson Electric Power Co. on CreditWatch Negative on

Announcement of its Sale

Publication date: 24-Nov-2003
Credit Analyst  Anne Salting, San Francisco (1) 415-371-5009; Todd A Shipman, CFA, New York (1) 212-438-7678

(Standard ¢ Poor's) San Francisco Nov. 24-Standacd & Poor's Ratings
Services today placed the ratings of Tucson Elactric Power Co. [TEF;
tBR/-=') on CreditWatch with negative implications following the
anpouncement that TEP's parent, UniSource Energy Corp, {unrated) has
agreed to sell 100% of the company to a private equity firm for about $13
billion, including the assumption of approximately $2.1 billion in debt.

While the proposed sale will result in the retirement of roughly 3260
million in obligations at TEP, overall the transaction is expected to add
an estimated 5400 million in additionzl debt to UniSource at the holding
company level.

UniSource Is highly leveraged, with a debt-to-total capitsllzation ratio
of more than 80% on a consolidated basis,* seid credit analyst Anne
Selting. “Standard & Poor's prior stable outlook on TEP was besed cn the
expectation that UniSource would continue to work toward reducing its
overall debt burden. Now, however, TEP's ratings msy be lowered in the
near-term, after a thorough review of the details of the transactios,
because of UniSource's unexpected move toward a leveraged buyout
structuce, which, ragardless of whether the transaction is completed or
not, raises concerns about management's commitment to credit quality.”

The acquisition of UniSource is led by the investor group Saguaro Utility
Group, L.P. The group's limited pertners are investment funds sffiliated
with Kohlberg Kravis Roberts & Co. (KKR): J.P..Morgan Partners, LLC: and
Wachovia Capital Partners. UniSource management would remaim in place and
the company's coperations would not changa.

The investor group has offered to purchase UniSource for an estimated
$853 million, a premium of approximately 30% over current merket value and
68\ ovar book value. The partners would contribute $556 million in equity,
and issue $560 million in pew debt at the parent in the form of bank
facilities and notes. TEP would receive up to $168 million in equilty as
well as repayment of 2 $95 million inter-company note that together would
provide the utilijty with S260 million to cetire & portion of its debt.

The recapitalization of TEP will remave current restrictions placed en
the utility by the Arizona Corporaticn Commission {ACC) that limit TEP
from dividending up to the parent more than 75% of the utility's net
income. While retiring debt at the utility level will improve TEP's
capital structure, the overall debt burden of the consolidated entity,
including the holding company, will be lncreased. Standard & Poor's is
concerned that the additional debt burden as proposed under the
transaction will Further ecode credit quality. TEP's underlylng credit
indicators are already weak for a corporate credit rating of '8'. (TEP's
senior secured bonds are currently rated 'BBB-'}.

The transaction will need to be approved by the ACC, shareholders, and
the FERC, among others. The sale is also contingent on the buyers
obtaining debt financing from lenders. Management is targeting to close
the deal in the next six to nine months and expects to receive ACC
approval no later than the thlrd quarter of 2004,

Standard & Poor's will continue to monitor the proposad acquisition of
UniSource and its family of companies and will assess the impact the sale
will have op the company's credit quality once it has an opportunity to
review the speciflics of the transaction,

Complete ratings information is svallable to subscribers of RatingsDirect,
Standard & Poor's Web~based credit analysis system, at

wwa, ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at www.standardandpoors.com;
under Credit Ratings In the left navigation bar, select Credit Ratings

Actions.

..\24-Nov-2003 Tucson Electric Power Co. on CreditWatch Negative on Announcement of [t11/24/2003
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Credit FAQ: Tucson Electric Power Co.

Publication date: 11-Mar-2004
Credit Analyst: Anne Selting, San Francisco (1) 415-371-5009

Tucson Electric Power Co. (TEP; BB/Watch Neg/--) is an investor-owned utiiity in Arizona that serves
about 360,000 electric customers in the Tucson metropolitan area. TEP is a wholly owned subsidiary of
UniSource Energy Corp., which also owns UniSource Energy Services (UES), a natural gas and electric
utility that serves more than 200,000 customers in northern and southern Arizona. UniSource also owns
two smaller subsidiaries, Millennium Energy Holdings inc. and UniSource Energy Development. On Nov.
24, 2003, TEP's ratings were placed on CreditWatch with negative implications.

E Frequently Asked Questions

Why is TEP on CreditWatch?
Ratings were placed on CreditWatch following the announcement that parent UniSource (not rated)

had agreed to be acquired by a group of private investors led by Kohlberg Kravis Roberts & Co.
(KKR). KKR and its partners expect to purchase UniSource for $880 miltion, offering shareholders
$25.25 per share, a 30% premium over the closing price in effect before the sale's announcement.
As proposed, the transaction would increase UniSource's already highly leveraged consolidated
capital structure by nearly $400 million. This additional leverage increases the pressure on TEP's
financial profile as TEP is the principal source of funds for UniSource. It aiso reverses, or delays, the
debt-reduction progress of the past several years, which has underpinned the stable outlook on
TEP. On a consolidated basis, UniSource's outstanding debt at year-end 2003, including net lease

obligations, was $1.9 bilfion, of which $1.8 billion was at TEP.

When will the transaction be completed?
A number of approvals are required to complete the acquisition, and management expects to receive

needed authorizations during the third quarter of 2004. Approvals are needed from the Arizona
Corporation Commission (ACC), the FERC, the SEC, and the Department of Justice's antitrust
division. UniSource shareholders must alsoc approve the sale, and are scheduled to vote on the
transaction on March 29. On Feb. 5, the ACC opened a docket to address the issue and scheduled
hearings for June 21. The merger is expected to be completed before the end of 2004.

If the acquisition is not concluded by March 31, 2005, either UniSource or KKR and its partners may
terminate the acquisition. In certain circumstances, UniSource would be required to pay termination

expenses of up to $25 million.

Will the acquisition strengthen TEP's financial profile?
Although the transaction would improve TEP's stand-alone capital structure, it would be
accomplished through issuing additional debt by the parent, thereby increasing the leverage of the
consolidated company. Specifically, the purchase is to be financed by issuing $660 million in new
debt at the parent and $575 miillion in equity and cash. After paying about $880 million in cash to
shareholders and holders of stock options, the remaining funds, net of transaction costs and other
fees, would be used to retire about $260 million of debt at the utility. These funds would be made
available to TEP through a cash equity injection of up to $168 million and repayment of a $95 million
note from UniSource to TEP. While debt retirement at the utility leve! offsets some of the $660
million in new senior secured and unsecured notes to be issued by the holding company, the net
effect of the proposed acquisition is to increase the UniSource family's debt burden by $400 million.

Why do the terms of the acquisition propose to retire debt at TEP while increasing it at the
holding company level?

file://C:\Documents%20and%20Settings\ua01177\Local%20Settings\Temporary%20Intern... 3/12/2004
UEC000864



Exhibit JMR-14

The recapitalization of TEP will remove ACC restrictions that prevent the utility from providing Page2 of 3
dividends to UniSource of more than 75% of its net income. This restriction remains in place so long

as the utility’s equity is below 40% of total capitalization; above this level TEP can dividend 100% of

annual net income. TEP's common stock equity is currently 25%, based on the ACC approach for

calculating equity ratios, which excludes capital leases from total capital. The contribution of equity

and the retirement of up to $260 million in TEP debt is expected to be sufficient to reach the 40%

threshold. TEP's actual common stock equity, including capital leases, is 18% of total capitalization;

after the merger it is expected to increase to 28%.

How is the acquisition structured?
KKR and its partners, JP_Morgan Partners LLC and Wachovia Capital Partners, will purchase the

common stock and options to acquire the UniSource family of companies. Except for targeted debt
retirements at TEP, all debt outstanding will remain outstanding. UniSource consists of TEP, which
generates the majority of consolidated revenue, and three smalier companies, UniSource Energy
Services (UES), UniSource Energy Development, and Millennium Energy Holdings Inc. UES is the
holding company for UNS Gas and UNS Electric and serves 127,000 gas and 80,000 electric retail
customers in Arizona. UES was formed from the purchase of the electric and gas assets from
Citizens Communications Co. in August 2003. UniSource Energy Development is an unregulated
company that develops generation resources. Millennium has acquired unregulated companies
engaged in thin-film batteries and photovoltaic cells technology.

Post-merger, the company will be held through a limited partnership structure, Saguaro Utility Group
L.P. (Saguaro L.P.). Saguaro L.P. is backed by KKR and its partners and will be operated by a
general partner, Sage Mountain LLC. Saguaro L.P. will in turn own Saguaro Utility Group Corp.,
which will issue debt, hold the common stock of UniSource Energy, and receive the equity proceeds
funneled from the investing partners to UniSource.

Does the use of a leveraged buyout structure by KKR and its partners mean that the

company is troubled? :
No. Financial metrics for UniSource and TEP have been relatively stable for several years. TEP

benefits from operating in a rapidly growing service territory, from supportive regulatory treatment,

and from healthy cash flow from operations, which it had been using to reduce its indebtedness, and
thereby supporting the stable outiook. The noninvestment-grade credit rating of TEP resulted from a
major generation construction program and related regulatory disallowances and deferrals that took

place in the 1980s and early 1990s.

KKR's interest in this acquisition appears to be part of a slowly emerging trend of private equity
interest in energy companies. Texas Pacific Group announced last year its intent to purchase
Portland General Electric Co. from bankrupt Enron Corp. for $2.35 billion in cash and debt. Berkshire
Hathaway Inc., which already owns MidAmerican Energy Co., has long made its interest in
expanding its investment in the sector known, and has pushed vigorously for repeal of the Public
Utility Holding Company Act (PUHCA) to make acquisitions of utilities by nonutility firms more
palatable. KKR and its partners have indicated their intent to make UniSource a medium-term
investment, with a hold horizon of about six to eight years.

KKR has made two major energy investments. In 2000, the company acquired a minority stake in
DPL Inc. and in February 2003 it invested in International Transmission Holdings L.P., which owns
and operates International Transmission Co., an independent transmission utility based in Michigan.

Will Standard & Poor's take a ratings action before the acquisition is complete?
TEP's ratings are under review, and a rating action may occur before the transaction closes.
Because it is not known whether the acquisition will occur and what the final terms of the transaction
will be, any such action would not consider the ultimate credit quality of TEP and its parent if the
merger is consummated. Rather, the assessment would be based on whether TEP's current credit
rating is appropriate given UniSource's willingness to add debt to an already highly leveraged

balance sheet, whether or not the acquisition proceeds.

What factors will Standard & Poor's likely consider in making this decision?
TEP's financial profile is weak for its rating category, and the current ratings reflect the expectation
that management would continue to aggressively pay down debt and capital lease debt obligations.
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UniSource's debt fo total capitalization ratio at year-end 2003 was 78%, inciuding net obligations o
TEP's capital leases. Post-merger, the ratio would increase to 80%. In absolute terms, the
transaction would increase total consolidated debt by roughly 18%, relative to 2003 debt levels.
Because management had expected to make debt retirements in 2004 that will not occur if the
merger is consummated relative to forecast 2004 debt levels, the absolute increase in consolidated

debt is expected to be higher.

Management's decision to increase debt levels as part of the acquisition strategy will be considered
against several possible mitigating factors:

¢ Annual free cash flows at TEP after capital expenditures are projected to remain strong at at

least $100 million over the next four years;

» The transaction will reduce the utifity's exposure to variable rate debt by one-half to about
15%; and

« The transaction may lower TEP's regulatory risk in future rate reviews, the first of which will
oceur in 2004 when TEP is expected to file a transmission and distribution general rate case.

Could further rating actlons occur in the near term?
Yes. There is currently no debt at the UniSource ievel. The parent expects to issue about $360

million in senior secured loans and $300 million in unsecured notes to finance the transaction. This
will necessitate a rating for UniSource. Standard & Poor's will issue this rating once all approvals
have been obtained and the debt levels and final terms of the acquisition are certain. At the time the
UniSource rating is established, Standard & Poor's will also evaluate whether there are sufficient
regulatory protections for TEP to warrant a separation between the parent's and utility’s ratings.

What qualitative credit quality concerns would be factored into the rating of TEP and its
parent if the acquisition moves forward as planned?

KKR and its partners have stated that the business of the company will not change as a result of the
acquisition and that it will retain existing management, who will continue to control the company's
day-to-day operations. Standard & Poor's therefore expects UniSource to continue to focus on core
electric operations, make needed capital investments in its electric infrastructure, and to continue to

deleverage at the holding company and utility levels.

However, UniSource will cease to have publicly traded equity, which may result in more limited
public disclosure requirements, although the ACC will continue to regulate TEP. This potential lack
of transparency puts particular pressure on privately held entities to have strong corporate
governance structures. The recent failures of certain major U.S. corporations have shaken public
and investor confidence, and have raised questions about U.S. corporate governance standards.
These concerns may be heightened for UniSource, particularly because the acquisition will result in
the replacement of an independent board of directors with a two-person board that will consist of
Sage Mountain LLC's manager and the current CEO of UniSource.

r$e30f3

Copyright © 1994-2004 Standard & Poor’s, a dnvxsion of The McGraw-Hill Companies. The MeGrave-Hill Compenies

All Rights Reserved. Privacy Policy
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JMR 1-23:

RESPONSE:

RESPONDENT:

Exhibit JMR-15

UniSource Energy Corporation’s _
Responses To Staffs 1% Set Of Data Requests
Docket No. E-04230A-03-0933
January 26, 2004

Please explain how Saguaro LP/Saguaro Holdings expects to earn back
such a premium on its UniSource investment.

Saguaro LP/Saguaro Holdings believe the premium reflected in their
acquisition price is justified by a number of factors and will be returned
over time based on these primary strengths of the UniSource utility
subsidiaries: (1) solid company management, (2) sound regulatory and
community relationships, (3) service territory growth, (4) existing low cost
generating resources and (5) sufficient internally generated funds to meet
projected capital and debt service ‘expenditures.

Frederick B. Rentschler

President, Saguaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24™ St.

Suite 100

Phoenix, AZ 85016



JMR-3-57:

RESPONSE:

RESPONDENT:

Exhibit JMR-16

UniSource Energdy Corporation’s
Responses To Staff’s 3" Set Of Data Requests
Docket No. E-04230A-03-0933
March 4, 2004

Does the Company expect the officers of UniSource to have an equity
interest in the post-acquisition entity? If yes, please identify the officers
of UniSource that are expected to have an equity interest in the post-
acquisition entity.

Yes, the Company expects to offer officers an opportunity to have an
equity interest in the post-acquisition entity. However, no officer has
entered into any agreement, arrangement or understanding regarding the
right to purchase or participate in the equity of the post-acquisition entity.
If and when any such agreement, arrangement or understanding is entered
into, we will supplement this response.

Frederick B. Rentschler

President, Saguaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24" St.

Suite 100

Phoenix, AZ 85016
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UniSource Energy Corporation’s
Responses To Staff’s 4™ Set Of Data Requests
Docket No. E-04230A-03-0933
March 5, 2004

JMR 4-87: Please identify all costs to TEP, UNS Gas, and UNS Electric that the
Company believes can be reduced and the amount that the Company
believes they can be reduced by, regardless of whether the proposed
transaction occurs.

RESPONSE: TEP intends to reduce interest costs through continued de-leveraging.
The amount of savings will depend on the amount of cash available for de-
leveraging and the specifics of each debt retirement or lease debt purchase.
With respect to operating costs, UniSource Energy’s regulated subsidiaries
face many of the same inflationary pressures affecting other companies
and employers. Despite a keen attention to cost control and operational
improvement, rising costs associated with labor, health care benefits,
Sarbanes-Oxley compliance, energy procurement and other factors tend to
offset specific targeted cost reductions achieved through our budgeting
process. The confidential financial forecast provided in response to data
request JMR 2-54 incorporates base case assumptions for operating
expenses at TEP, UNS Gas and UNS Electric.

RESPONDENT: Kentton Grant
One South Church Avenue
Tucson, Arizona 85701 .



UniSource Energy Corporation’s .
Responses To RUCO’s 2nd Set Of Data Requests Exhibit JMR-18
Docket No. E-04230A-03-0933
March 11, 2004

2.11 Statement of Cash Flows Please provide a proforma statement of cash
flows for Saguaro Holdings for the first year after acquisition of
UniSource. Identify in detail by subsidiary (i.e. TEP, UES, MEH, etc.)
each source and use of funds.

RESPONSE: In 2005, Saguaro Holdings expects the following estimated cash flows:

¢ Receipt of $50-$60 million in dividends from TEP;

e  Receipt of $50-$60 million in income tax payments from TEP and
UES ($40-$50 million from TEP and $5-$10 million from UniSource
Energy Services (UNS Gas and UNS Electric)); and

o  Receipt of $0-$10 million from Millennium.

These total cash flows of $100-$130 million are expectéd to be utilized as
follows:

e  $30-$40 million outflow for consolidated income tax payments to the
IRS;

e  $45-$60 million outflow for interest expense payments for the debt
obligations of Saguaro Holdings; and

e 100% of remaining cash after interest expense and tax payments for
prepayment of Saguaro debt obligations.

With respect to the cash flows and cash flow utilizations described above,
please note the following:

o  Estimates are listed as ranges due to potential fluctuations in
operating performance and the fact that the terms of Saguaro
Holdings’ debt securities have not yet been determined; and

e  Tax payments between TEP, UES, MEH and UniSource
Energy/Saguaro Holdings are assumed to be governed by the
companies' current tax sharing arrangements.

RESPONDENT: Frederick B. Rentschler
President, Saguaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24" St.
Suite 100
Phoenix, AZ 85016



Exhibit JMR-19

UniSource Enerrgdy Corporation’s
Responses To Staff’s 3™ Set Of Data Requests
Docket No. E-04230A-03-0933
March 4, 2004

JMR 3-62: Does the Company plan to sell off or otherwise divest of any of the assets,
subsidiaries, or investments of UniSource after the close of the proposed
transaction? If yes, please identify the assets, subsidiaries, or investments
that the Company plans to sell off or otherwise divest and how the
proceeds will be used.

RESPONSE: The Investors have no current plans to sell or divest any of the assets,
subsidiaries or investments of UniSource. The merger will not affect any
current plans of UniSource Energy to sell or divest any of the assets,
subsidiaries or investments of UniSource Energy in the normal course of
business.

RESPONDENT: Frederick B. Rentschler
President, Saguaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24™ St.
Suite 100
Phoenix, AZ 85016

and

Vincent Nitido
One South Church Avenue
Tucson, Arizona 85701



2.15

RESPONSE:

RESPONDENT:

UniSource Energy Corporation’s .
Responses To RUCO’s 2nd Set Of Data Requests Exhibit JMR-20
Docket No. E-04230A-03-0933
March 11, 2004

Income Statement Provide a proforma income statement for Saguaro
Utility Group for it first year of operation after the UniSource acquisition.

In 2005, SaguaroUtility Group (also referred to as Saguaro Holdings), on a
stand-alone basis, will have the following income statement items:

o $45-$60 million of interest expense; and

o  $20-$27 million of income tax benefit.

Frederick B. Rentschler

President, Saguaro Utility Group I Corp.
c/o Plattner, Schneidman & Schneider, P.C.
4201 N. 24" St.

Suite 100

Phoenix, AZ 85016



