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1| INTRODUCTION
2| Q. Please state your name, occupation and business address.
3 A. My name is Ronald E. Ludders. I am a Senior Rate Analyst with the Utilities Division of
4 the Arizona Corporation Commission (“Commission”). My business address is 1200
5 West Washington Street, Phoenix, Arizona 85007.
6
71 Q. How long have you been employed by the Commission?
8] A. I have been employed by the Commission since December 1989.
9
10 Q. What are your responsibilities as a Senior Rate Analyst?
11)| A. Among other responsibilities, I review énd analyze the accounting books and records of
12 regulated utilities for accuracy, completeness, and reasonableness; interpret rules and
13 regulations, prepare work-papers, schedules, staff reports and testimony for rate-making
14 purposes regarding utility applications for rate increases, financing and other matters that
15 come before the Commission.
16
17| Q. Have you previously testified before this Commission?
18| A. Yes.
19
20| Q What is your educational background?
21 A I obtained a Bachelor of Science Degree in Business Administration, with majors in
22 Marketing and Accounting from Eastern Illinois University. 1 possess a minor in
23 Business Management. 1 have attended NARUC (National Association of Regulatory
24 Utility Commissioners) classes, rate seminars and numerous in-house training classes and
25 courses regarding statistics, utility auditing, management accounting, rate design,
26 taxation, cash working capital studies, and utility service charges.
27
28
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1 I have been a member of the National Association of Accountants (now the Institute of
2 Management Accountants) and the Institute of Internal Auditors.
3
4 Q. Briefly describe your pertinent work experience.
5] A. Prior to my employment with the Commission, I held several positions with a large
6 public utility (Arizona Public Service), serving as a Project Accountant, Cost Control
7 Analyst and Internal Auditor. I have also served as a Senior Auditor for the State of
8 Arizona — Auditor General and the Governor’s Management and Audit Team. Further, I
9 have served as a Revenue Auditor with the Arizona Department of Transportation.
10
11 As a Commission employee I have been assigned water, wastewater rate cases, financing,
12 acquisitions, sales of assets, fuel adjilstors, Certificates of Convenience and Necessity,
13 interim rate cases, depreciation and tariff matters.
14
15| PURPOSE OF TESTIMONY
16ff Q. What is the purpose of your testimony in this case?
17} A. I am presenting Staff’s analysis and recommendation for the Citizens Ultilities
18 Company’s (“Citizens” or “Company”) request for an accounting order authorizing a
19 hook-up fee for the recovery of deferred Central Arizona Project (“CAP”) expenses and
20 for related accounting treatment for its Agua Fria Division (“Agua Fria” or “Division™).
21
22| Q Would you please summarize ‘your testimony?
23| A Staff reviewed, verified and analyzed the data submitted by the Company in their
24 application. Staff also verified that the principles applied are in accordance with prior
25 ACC orders.
26
27 In addition, Staff engaged in discussions with Company representatives and made several
28 requests for additional data.
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1] BACKGROUND
2l Q. Please briefly describe the Company’s application.
3 A. The Agua Fria Division of Citizens Utility Company is engaged in the business of
4 providing water service to approximately 9,300 customers in Maricopa County, under the
5 authority granted by the Arizona Corporation Commission. Citizens entered into two
6 Central Arizona Project' (“CAP”) water contracts in October 1985. The parties to the
7 first contract are Citizens’ Sun City Water affiliate, the United States Bureau of
8 Reclamation (“Bureau”) who constructed the CAP facilities and the Central Arizona
9 Water Conservation District (“CAWCD?”). The parties to the second contract are Agua
10 Fria, the Bureau and the CAWCD. Sun City contracted for a 15,835 acre-foot allocation
11 while Agua Fria contracted for 1,439 acre-feet from the Bureau and CAWCD.
12
13 In 1998, Citizens reassigned a portion of the Sun City CAP allocation from its Sun City
14 operation to the Agua Fria affiliate. This was done because the initial allocation was
15 based on the geographical areas intended to consume CAP water. Since that time, the
16 boundaries of the individual Certificates of Convenience and Necessity (“CC&N™) have
17 been altered and populations have shifted, while the aggregate service area remains
18 unchanged. Based on new studies of projected water demand over the next 35 years,
19 Citizens has concluded that the initial allocation should be redistributed with 64 percent
20 of the total allocation attributed to Agua Fria, 22 percent to Sun City, and 14 percent to
21 Sun City West. As a result, 11,093 acre-feet of CAP Water are now reserved for Agua
22 Fria, comprised of the 1,439 acre-feet initially contracted for plus 9,654 acre-feet
23 redistributed from the Sun City Division.
24
| 25
26 " The CAP is a complex water conveyance system, comprised of canals, siphons and pumping stations, constructed
by the United States Bureau of Reclamation over a twenty-year period ending in 1993. It is 336 miles in length
27 extending from j[he Colorado River near Lake Havasu to just south of the San Xavier Ipdian Reservation near
Tucson. The primary purpose of CAP is to conserve Arizona’s groundwater supplies by importing surface water
28 from the Coloradg River, a source that is renewed each year by rainfall apd snomelt. Thg CAP is .capable of
delivering approximately 1.5 million acre-feet of CAP water annually to Maricopa, Pinal, and Pima counties.
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l 1| PREVIOUS REQUESTS TO DEFER AND RECOVER CAP CHARGES
2| Q. How has Citizens been accounting for its CAP charges?
| 3| A. Since 1985, Citizens has been incurring and paying holding charges® to CAWCD to
4 retain the right to use CAP water for current and future customers’. On June 29, 1994,
) 5 Sun City Water and Agua Fria filed a joint application requesting an Accounting Order
‘ 6 authorizing deferral of CAP holding charges to afford the two entities an opportunity to
| 7 request recovery of such amounts in future regulatory proceedings. On August 31, 1994,
8 the Commission issued Decision No. 58750 granting approval for the requested
9 accounting treatment, beginning with CAP charges for calendar year 1995.
10
11 On August 17, 1995, Agua Fria, Sun City Water, Sun City Sewer, Sun City West Water,
12 Sun City West Wastewater, and Tubac Valley Water Company filed a joint application
13 with the Commission for rate increases. The application included a request for approval
14 of the recovery of deferred and on-going CAP §vater M&I charges via a customer
15 surcharge. On May 7, 1997, the Commission issued Decision No. 60172 in which it
16 specifically found the decision by Citizens to obtain the CAP water allocations to have
17 been prudent, but denied the request for a surcharge.
18
19| Q. Why was the surcharge request denied?
| 20 A At that time, the Commission felt the CAP water was not “used and useful” and that
: 21 Citizens did not have a definite plan to use CAP water; therefore, its ultimate use was
| 22 uncertain.
23
24
25
26
27| ? Initially these charges were referred to by the CAWCD as “subcontract charges” before 1993, and now as
“municipal and industrial” or “M&I” capital charges.
13 * The initial annual M&I charges were $2 per acre-foot, but by 1994 had increased to $10.50 per acre-foot. The
current cost is $48 per acre-foot.
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Q. What has happened since that decision?

A. In October 1998, Citizens’ affiliates Sun City West and Sun City Water filed a joint
application with the Commission seeking approval of a “groundwater savings fee,” a
portion of which was intended to enable the two companies to recover their respective
deferred CAP M&I charges. Included in that filing was a definitive plan for the use of
CAP water that was independently developed by a special CAP Task Force comprised of
representatives from the various groups in the communities of Sun City, Sun City West,
and Youngtown. A key element of that plan was for Citizens to begin delivering CAP
water to the existing Maricopa Water District (“MWD”) Recharge’ Facility, which it

began doing in March 2000.

In its Decision No. 62293, issued on February 1, 2000, the Commission found that the
two requirements of Decision No. 60172 had been satisfied (CAP water was found to be
used and useful and a Groundwater Savings Project was completed), and that recovery of

the deferred costs was appropriate.

Since Commission Decision No. 60172, Agua Fria also has taken steps to satisfy the
decision’s “used and useful” requirements. On July 15, 1999, Agua Fria was issued a
permit by the Arizona Department of Water Resources (“ADWR”) that will allow the
storage of up to 11,093 acre-feet of CAP water at the MWD Recharge Facility,
conditioned upon the execution of an appropriate agreement with the MWD. Agua Fria
and the MWD entered into an agreement on December 17, 1999. Under this agreement,
Agua Fria has begun delivering 2,100 acre-feet per year into the MWD Recharge
Facility. The delivery will increase each year by an additional 1,100 acre-feet, until full
use of the allocation is achieved in the year 2008. The use of CAP water by Agua Fria is

identical to the interim plan adopted by Sun City Water and Sun City West, which the

* Recharge refers to artificial recharge which is the act of deliberately augmenting the water supply of an aquifer or
an exchange where existing groundwater users accept renewable, non-groundwater, supplies instead of pumping
groundwater.
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| 1 Commission found to comply with the “used and useful” criteria in Decision No. 60172.
2 Furthermore, MWD’s boundaries are close in alignment with the certificated area of
‘ 3 Agua Fria. Because of this alignment of service areas, Agua Fria will receive a direct and
4 immediate benefit from reduced groundwater pumping by MWD. Accordingly, recovery
‘ 5 of CAP costs deferred by Agua Fria is now appropriate.
6
7|l CURRENT REQUEST TO RECOVER CAP CHARGES
8| Q How has the Agua Fria Division proposed to recover the deferred CAP costs?
9| A. Agua Fria proposes to recover these charges through a flat hook-up fee assessed to
10 developers and builders of residential and commercial subdivisions. To date, Agua Fria
11 has paid over $2.45 million in CAP water M&I charges that are currently recorded on the
12 balance sheet, Account 186 — Miscellaneous Deferred Debits. A summary of such
13 amounts is presented in Schedule REL-2. The current tariff rates for Agua Fria do not
14 include recovery of any CAP related costs. Accordingly, the Division has requested
15 approval to begin recovering its deferred CAP M&I charge.
16
17 Q. What is the mechanism by which the Division proposes to impose a hook-up fee?
18} A The Division will apply the hook-up fees to all new connections established via certain
19 existing and all future Line Extension Agreements.
20
21| Q. How can Agua Fria place a hook-up fee on existing Line Extension Agreements?
22|l A The Division has anticipated the need for a hook-up fee for the recovery of deferred CAP
23 water charges and has made such a disclosure on its Line Extension Agreements. In
24 effect, the Division has advised the developers, via signed Line Extension Agreements,
25 that they intend to seek authority from the Commission to collect a “development fee”
26 (hook-up fee) to recover its costs related to CAP contract. Developers were informed
27 that, once Commission approval was obtained, a one-time charge would be placed on all
‘ 28 new connections. The Line Extension Agreement goes on to say that the “Developer
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1 agrees to notify all future Owners/Developers of the requirement (subject to the ACC
2 approval) to pay said fee and agrees that neither Developer nor their affiliates will object
| 3 directly or indirectly to the imposition of such charge.” Therefore, the fee would apply to
} 4 all line extension agreed upon by developers.
5 )
| 6 Q. What type of hook-up fee structure is the Company proposing?
70 A. The Company has proposed three different hook-up fees; 1) a $150 fee for age-restricted
8 dwellings®, 2) a $257 fee for conventional residential housing units, and 3) a $150
9 Equivalent Resident Unit (“ERU”) fee for commercial buildings. (Fees were determined
10 by adding deferred and ongoing CAP charges and dividing by the number of hook-ups
11 documented in the Agua Fria Master Plan.) The fee differential reflects the distinctive
12 water usage patterns for the three customer categories, as documented in the Agua Fria
13 Master Plan and the projected future annual number of hook-ups over the next ten years.
14 According to the Company, this concept and the corresponding rates have been discussed
15 in meetings with representatives of the major developers and builders who support the
16 concept.
17
18| Q. Is this the same method of recovery allowed in Decision No. 62293, with Sun City Water
19 and Sun City West Utilities?
20 A No, hook-up fees were not requested in the recent CAP cost recovery filing by Sun City
21 Water and Sun City West Utilities.
22
23| Q Why is that?
24| A Essentially, these areas are built out. Therefore, a hook-up fee would not generate
25 enough revenue to recover the deferred CAP costs.
26
27
)8 * Age restricted dwellings are those residential units that have been legally granted an age-restricted overlay zoning
by the governmental body having jurisdiction.
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1 Q. What is the difference between the Sun Cities and the Agua Fria service areas?
2| A. The Agua Fria area 1s only about 15 percent built out, leaving an ample opportunity to
3 recover deferred CAP costs via hook-up fees. Moreover, the use of hook-up fees at least
4 initially transfers cost responsibility from ratepayers to builders and developers. By
5 utilizing the hook-up fee concept, ratepayers will not pay the deferred CAP charges.
6
71 Q. Does Staff agree with the Company’s request for an 8.73 percent rate of return as a
8 carrying charge to be applied to deferred CAP charges?
9 A. Consistent with Decision No. 62293, dated February 1, 2000 (Sun Cities), Staff
10 recommends the 4.365 percent interest component currently in effect be approved. In
11 that Order, the Commission approved a going forward carrying cost of 50 percent of the
12 authorized 8.73 percent rate of return or 4.365 percent.
13
14| Q. Will such a reduction in the interest component affect the requested hook-up fees?
15| A. Yes, because the revenue requirement is reduced as a result of the reduction of the
16 interest component, the hook-up fees will be reduced accordingly. Therefore, Staff has
17 reduced the requested age-restricted dwellings fee from $150 to $127, the conventional
18 residential housing units from $257 to $218, and commercial buildings from $150 to
19 $127. (See Schedule REL-1.)
20
21 Q. How has the Division proposed to account for the deferred CAP M&I charges?
22| A. Agua Fria has proposed to continue to defer those portions of future CAP payments
23 relating to CAP water not being taken in Account 186 — Miscellaneous Deferred Debits.
24| Expenses for water actually taken and associated delivery costs are current water supply
25 expenses and are not being included in existing tariff rates because they were not
‘ 26 included in the Company’s previous rate case. Such rates may be changed in a future rate
27 proceeding. A summary of estimated future CAP M&I payments, split between the
i 28 portions deferred and the portions charged to expense are presented in Schedule REL-3.
!
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THE REQUESTED ACCOUNTING ORDER

Q. Is Staff recommending approval of an Accounting Order to continue to defer CAP costs
for water not being used or delivered for recharge?

A. Yes, this treatment is consistent with Decision No. 59079, dated May 5, 1995, regarding
CAP charge recovery for Paradise Valley. The Commission allowed the recovery of
CAP M&I charges without CAP water actually being used where Paradise Valley Water
Company showed that both existing and future customers benefited from its CAP

allocation.

Q. How will the Company’s proposed accounting procedure prevent them from receiving a
greater rate of return than that approved in their last rate case?

A. Citizens has requested that the Accounting Order define the manner in which the deferred
CAP M&I charges be amortized to expense. Specifically, they have requested the
amortization take place monthly so that, after deducting the amortization expense from
the actual hook-up fee revenues, the resulting after-tax operating income equals the
required return on the deferral balance based on the rate of return approved in the last
Agua Fria Division rate case. This approach will ensure that Citizens neither over nor
under recovers its deferred costs. Based on Citizens’ current projections, the deferred
balance will be fully amortized in approximately ten years. Any differences between
projected and actual numbers of hook-ups would be automatically offset by a change in

the amortization amount computed.

Q. Please provide an example of this procedure.

A. Schedule REL-4 illustrates the calculation of the quarterly amount of deferrals to be
amortized.  Actual hook-ups in excess of projected hook-ups will automatically
accelerate the rate of the amortization. Likewise, hook-ups less than projected will

automatically decrease the rate of amortization. The application of this accounting

treatment eliminates the concern of either over or under recovering the deferred costs.
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SUMMARY

Q.
A.

Please summarize Citizens’ application.

Because the Commission has determined that the Company’s procurement of CAP water
was prudent and that the recharge activity is considered a “used and useful” activity,
Citizens has requested that the Commission allow recovery of its deferred CAP costs. As
of March 2000, the Agua Fria Division began delivering CAP water to the MWD
Recharge Facility. The Company also requested an Accounting Order allowing the
Company to record the amortization of the deferrals in a specified manner. The

Company requested Commission approval without a hearing.

STAFF RECOMMENDATIONS

Q.
A.

Please summarize Staff’s recommendations in this proceeding.
Staff recommends the Commission approve Staff’s recommended hook-up fees as

depicted on Schedules REL-2 and REL-4.

Staff further recommends that the Commission approve hook-up fees of $127 for age-
restricted dwellings, $218 for conventional residential housing units, and $127 per ERU

for commercial buildings.

Staff further recommends that the Commission allow the continued deferral of CAP
charges until the full allocation of water is either directly used and/or delivered to the

recharge facility.

Staff further recommends that the deferred CAP costs shall include a going forward
carrying cost of 4.365 percent consistent with Decision No. 62293, dated February 1,

2000.
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1 Staff further recommends that the Agua Fria Division submit an annual informational
2 report to the Director of Utilities, showing the amounts collected through deferred CAP
3 hook-up fees, the amounts amortized and the outstanding balance of CAP deferrals.
4
5 Staff further recommends that when the deferred CAP charges are recovered, the
6 corresponding hook-up fees be terminated and that any over-collection be applied to any
7 on-going CAP costs.
8
9 Staff further recommends that within the Amoritization period in the event Agua Fria
10 fails to recharge its full CAP water allocation, the deferred CAP hook-up fee should
11 terminate and the Division should forfeit recovery of the deferred CAP costs.
12
13 Staff further recommends that Agua Fria file with the Commission for an adjustment to
14 the approved hook-up fees to reflect any price fluctuations in the recharge costs or billing
15 determinants. This filing should be made as soon as any fluctuation becomes known and
16 measurable but not less than annually.
17
18ff Q. Does this conclude your direct testimony?
19| A Yes, it does.
20
21
22
23
24
25
26
27
28




Agua Fria Water Division

|

\

CITIZENS UTILITIES COMPANY Schedule REL-1
Comparison of Charges

i

|

Company Staff
Revenue Requirement 5,889,793 5,012,133
Interest Component 8.73% 4.365%
Hook-up fees™:
Age-restricted dwellings $ 150.00 $ 127.00
Convential Units $ 257.00 $ 218.00
Commercial Equivalent Residential Units ~ $ 150.00 $ 127.00

* Based on the Agua Fria Master Plan.




CITIZENS UTILITIES COMPANY

Agua Fria Water Division
Summary of CAP Deferrals

Schedule REL-2

Paid by Allocated Total

Payment Sun City to Paid by Agua Fria

Date Water Agua Fria (a) Agua Fria Deferral
Jan. 2, 1995 112,874 68,815 10,238 79,053
May 26, 1995 166,268 101,367 15,109 116,476
Nov. 30, 1995 237,525 144,810 21,585 166,395
May 31, 1996 237,525 . 144,810 21,585 166,395
Nov. 1, 1996 308,783 188,253 28,060 216,313
April 25, 1997 308,782 188,253 28,060 216,313
Dec. 31, 1997 380,040 231,696 34,536 266,232
May 29, 1998 380,040 231,696 34,536 266,232
Dec. 31, 1998 266,232 266,232
May 28, 1999 266,232 266,232
Dec. 3, 1999 215,832 (b) 215,832
Balance at December 31, 1999 2,241,705
May 5, 2000 215,832 (b) 215,832
Balance at June 30, 2000 2,457,537

(2) Based on ratio of acre-feet allocation (9,654/15,835)

(b) Computed as: (11,093-2,100) X $48 X 50%




Agua Fria Water Division

|

CITIZENS UTILITIES COMPANY Schedule REL-3
|

| Distribution of Future CAP Payments

(A) (B) (©) (D) (E) (F)

Total (BxD) (CxD)

Allotment Amount Amount M&I Amount Amount

Year Acre-feet Used Unused Rate Expensed Deferred
2000 11,093 2,100 8993 $ 48 $ 100,800 $ 431,664
| 2001 11,093 3,200 7,893 54 172,800 426,222
2002 11,093 4,300 6,793 54 232,200 366,822
2003 11,093 5,400 5,693 54 291,600 307,422
2004 11,093 6,500 4,593 54 351,000 248,022
2005 11,093 7,600 3,493 54 410,400 188,622
2006 11,093 7,800 2,393 54 469,800 129,222
2007 11,093 9,800 1,293 54 529,200 69,822
2008 - 11,093 10,900 193 54 588,600 10,422

$ 3,146,400 $ 2,178,240
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