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Arizona Corporation Commission

BEFORE THE ARIZONA CORPORAT{ENIEEMMISSION
SEP 25 2000

CARL J. KUNASEK
CHAIRMAN

JIMIRVIN
COMMISSIONER

WILLIAM A. MUNDELL
COMMISSIONER

IN THE MATTER OF THE JOINT
APPLICATION BETWEEN CITIZENS
UTILITIES COMPANY; AGUA FRIA
WATER DIVISION OF CITIZENS
UTILITIES COMPANY; MOHAVE WATER
DIVISION OF CITIZENS UTILITIES
COMPANY; SUN CITY WATER
COMPANY; SUN CITY SEWER
COMPANY; SUN CITY WEST UTILITIES
COMPANY; CITIZENS WATER
SERVICES COMPANY OF ARIZONA,;
CITIZENS WATER RESOURCES
COMPANY OF ARIZONA; HAVASU
WATER COMPANY AND TUBAC
VALLEY WATER COMPANY, INC., FOR
APPROVAL OF THE TRANSFER OF
THEIR WATER AND WASTEWATER
UTILITY ASSETS AND THE TRANSFER
OF THEIR CERTIFICATES OF PUBLIC
CONVENIENCE AND NECESSITY TO
ARIZONA-AMERICAN WATER
COMPANY AND FOR CERTAIN
RELATED APPROVALS.

COLKETED BY

A

Docket No.
Docket No.
Docket No.
Docket No.
Docket No.
Docket No.
Docket No.
Docket No.
Docket No.
Docket No.
Docket No.

NOTICE OF FILING

The Residential Utility Consumer Office ("RUCQO") hereby provides notice of filing the

W-01032A-00-0192
W-01032B-00-0192
W-01032C-00-0192
W-01656B-00-0192
SW-2276A-00-0192
WS-02334A-00-0192
WS-03454A-00-0192
WS-03455A-00-0192
WS-02013A-00-0192
W-01595A-00-0192
W-01303A-00-0192

Summary of Testimonies of Gordon Fox, in the above-referenced matter.

RESPECTFULLY SUBMITTED this 25th day of Se

mber, 2000.

Daniol W, Pozefsky
Attorney, RUCO
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AN ORIGINAL AND TEN COPIES
of the foregoing filed this 25" day of
September, 2000 with:

Docket Control

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

COPIES of the foregoing hand delivered/
mailed this 25" day of September, 2000 to:

Jerry Rudibaugh, Chief Hearing Officer
Hearing Division

Arizona Corporation Commission

1200 West Washington

Phoenix, Arizona 85007

Lyn Farmer, Chief Counsel
Legal Division

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Deborah Scott, Director

Utilities Division

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Craig A. Marks

Associate General Counsel

Citizens Utilities Company

2901 North Central Avenue, Suite 1660
Phoenix, Arizona 85012

Carl J. Dabelstein

Vice President - Regulatory

Citizens Utilities Company

2901 North Central Avenue, Suite 1660
Phoenix, Arizona 85012
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Paul Foran, Esq.

Vice President Regulatory Affairs
American Water Works Service Co., Inc.
1025 Laurel Oak Road

P.0. Box 1770

Voorhees, New Jersey 08043

Jan S. Driscoll, Esq.

Corporate Counsel

David P. Stephenson

Assistant Treasurer
Arizona-American Water Company
880 Kuhn Drive

Chula Vista, California 91914

Norman D. James

Fennemore Craig

3003 North Central Avenue, Suite 2600
Phoenix, Arizona 85012-2913

Attorneys for Arizona-American Water Company

Walter Meek, President

Arizona Utility Investors Association
2100 North Central Avenue, Suite 210
Phoenix, Arizona 85004

By O/\&wﬁ Qﬁ/\gu&@&«

Cheryl Fraulob




SALE OF ASSETS AND TRANSFER OF CC&N
(Citizens Communication, Inc. to Arizona-American Water Company)

Docket Nos. W-01032A-00-0192, W-01032B-00-0192, W-01032C-00-0192, S-
02276A-00-0192, WS-02334A-00-0192, WS-03454A-00-0192, WS-03455A-00-
0192, W-02013A-00-0192, W-01595A-00-0192, and W-01303A-00-0192

SUMMARY OF THE DIRECT AND SURREBUTTAL TESTIMONIES
OF
GORDON L. FOX
UTILITIES CHIEF RATE ANALYST
ON BEHALF OF THE
RESIDENTIAL UTILITY CONSUMER OFFICE

The testimonies of Mr. Fox identify the following aspects of the transaction, as
proposed, that present significant detrimental impacts for ratepayers. RUCQO’s
support for approval of the transaction is conditioned upon rectification of these
detrimental impacts for ratepayers.

Advances-in-Aid-of-Construction (AIAC) and Contributions-in-Aid-of Construction
(CIAC) — Citizens proposes to retain $80.8 million of AIAC and $4.7 million of
CIAC causing Az-Am’s rate base to increase by $85.5 million. Elimination of
AIAC and CIAC in the calculation of rate base would have a $10.0 million upward
influence on the revenue requirement, i.e., revenues would increase by
approximately one-third over the 1999 revenues of $31.1 million. The effect of
the treatment, as proposed by the joint application, is to cause ratepayers to pay
twice for a portion of the plant originally financed with customer advances.

RUCO recommends modification of the terms of the agreement to fully
compensate ratepayers for all AIAC and CIAC.

Citizens Proposes to Keep 100 Percent of the Gain — Citizens is proposing to
deny ratepayers any portion of the estimated gain of $71.2 million. RUCO
recommends an equal sharing of the gain between shareholders and ratepayers.
Sharing of the gain is based on the fundamental financial concept that the benefit
of the gain should be awarded to the parties that endured the risk. Ratepayers
have shared in the economic risk related to the assets. For example, in the
normal treatment for the early retirement of an asset, ratepayers absorb the loss
and the utility is made whole.

Arizona-American’s Acquisition Adjustment — Az-Am is proposing to defer
treatment of its $71.2 million acquisition adjustment until its next rate case.
RUCO agrees that deferring the amount, if any, for recovery as a regulatory
asset to the next rate case is appropriate. However, RUCO recommends that
criteria be established in the current case to objectively measure the amount of
the regulatory asset that might be authorized in the next rate case based on the
net benefit of Az-Am’s synergy savings. Establishing criteria now will benefit Az-




Am by providing the standard upon which the regulatory asset will be measured
and ratepayers will benefit by knowing that the regulatory asset is based on
objectively measured synergy benefits.

Citizens Retention of Low-Cost Debt, Industrial Revenue Development Bonds
(IDRBs) - Citizens is proposing to retain $13.55 million of IDRBs with a weighted
average cost of 6.55 percent. Az-Am will replace the loss of the IDRB financing
with the lowest cost capital structure available. Az-Am has not demonstrated that
it can, or is likely to, obtain new capital at a cost equivalent to the IDRBs, which
receive preferential tax treatment. RUCO recommends modification of the terms
of the agreement to compensate ratepayers for the economic loss of the IDRBs.

Loss of Accumulated Deferred Assets (ADIT) and Investment Tax Credits (ITC) —
As a result of the transaction, existing ADITs ($5.9 million) and ITCs ($2.1

million) that are deductions in the calculation of rate base will be eliminated and
cause an upward influence on rates. RUCO recommends that the revenue
impact due to the loss of ADITs and ITCs be considered in the overall
determination of whether the transaction is in the public interest.

Az-Am Investment in Resource Stressed Utilities — The joint application claims
that one benefit of Az-Am’s acquisition of the Citizens’ Arizona water and
wastewater properties is the enhanced ability to acquire small and/or distressed
water and wastewater companies. Testimony on behalf of Az-Am states, “AWW
understands that, along with the opportunity to expand our water interests in
Arizona, comes a responsibility to assist in the resolution of the structural
problems plaguing the water industry which impede achievement of safe and
reliable service to all consumers in Arizona.” RUCO recommends that in the
event that the other deficiencies noted are substantially, but not completely,
rectified by changes to the purchase agreement, the Commission should
consider a pledge by Az-Am’s board of directors to invest 15 percent of the
purchase price of the current transaction (approximately $35 million) in “resource
stressed” water and wastewater utilities in Arizona in the next 72 months as a
“pbridge” toward satisfying the requirement that the transaction be in the public
interest.

Accounting Order — Az-Am’s application requested an accounting order
authorizing use of the mortgage amortization method to amortize the acquisition
adjustment over 40 years. Subsequently, Az-Am has requested deferral of a
determination on its request to the next rate case. RUCO recommends that the
Commission defer until Az-Am’s first rate case a determination regarding the
amount, method, and term for the amortization of a regulatory asset, if any, to be
recovered via rates.
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2901 N. Central Ave., Ste 1660

COmmUnLERL] 0115 M Phoenix, AZ 85012-2736

. Direct Dial: (602) 532-4433
Craig A. Marks Fax: (602) 265-3415
Associate General Counsel Email: cmarks@czn.com

August 29, 2000

Daniel W. Pozefsky

Residential Utility Consumer Office S ET TR
2828 North Central Ave., Ste. 1200

Phoenix, Arizona 85004

RE: RUCO’S 3™ SET OF DATA REQUESTS — SUPPLEMENTAL
DOCKET NOS. W-01032A-00-0192 et. al.

Dear Dan:

Enclosed pleahse find Citizens Communications Company’s supplemental
response to the following data request submitted by your staff in the above-
referenced matter.

Requestor Response No.
RUCO 3.01(h)

The data responses identify the person responsible for the information. If

you have any questions or comments regarding this matter, please contact me at
(602) 532-4433.

Very truly yours,

%QW

Enclosures

G:\Craig~docs\Az Water Disposition~Am Water Works\RUCO DR cvr itr~3 Supplemental 1.doc




All Arizona
Docket No. W-01032A-00-0192; W-01032B-00-0192; W-01032C-00-0192;
W-01656B-00-0192; S-02276A-00-0192; WS-02334A-00-0192;
WS-03454A-00-0192; WS-03455A-00-0192; W-02013A-00-0192;
W-01595A-00-0192; W-01303A-00-0192
RUCO's Third Set of Data Requests

Witness: Ray Mason

Data Request No. 3.1- Supplementai:

Industrial Development Revenue Bonds (IDRBs)(FOLLOW-UP 1.7) -- In
response to RUCO data request 1.7, Citizens provided a list of outstanding IDRB
loans. That list shows only one loan; Maricopa Series 1988 in the amount of
$10,635,000. Page 4 of the joint application asserts that this $10,635,000 loan will
be assumed by Az-Am and that amount is included in the $231,310,000 purchase
price. Schedule | attached to the "Asset Purchase Agreement" lists the following
three additional IDRB's issued by the Industrial Development Authority of the County
of Maricopa:

(1) 1985 Series for $3,150,000;

(2) 1991 Series for $7,000,000;

(3) 1995 Series for $13,550,000;

Please provide the following information.
a. State the remaining outstanding balance on each of the three bonds
(specify date).

b. State the company that will have the obligation to provide the funds to
repay each of these three bonds subsequent to the transaction and in
accordance with the Asset Purchase Agreement.

Provide the repayment date(s) for each of these three bonds.
- Provide the termination date for each of these three bonds.
Provide the issuance date for each of these three bonds.
Specify the type of interest (fixed or variable) for each of these three
bonds (specify date).
(1)  If variable, specify the basis for changing the rate.
9. For each of the three bonds indicate either that (1) Citizens is retaining or
(2) Az-Am is assuming the repayment obligations, as is applicable.
h. If applicable state the rationale for Az-Am assuming some of the IDRBs
and for Citizens retaining others. That is, for each IDRB, state the specific
reason for assuming or retaining the IDRB obligation.

o a0




All Arizona
Docket No. W-01032A-00-0192; W-01032B-00-0192; W-01032C-00-0192;
W-1065B-00-0192; S-02276A-00-0192; WS-02334A-00-0192;
WS-03454A-00-0192; WS-03455A-00-0192; W-02013A-00-0192;
W-01595A-00-0192;W-01303A-00-0192
RUCO’s Third Set of Data Requests

Witness: Ray Mason

Response:

h.

As a further clarification of how Az-Am's and Citizens' decision was a product of
negotiations, it has been confirmed that the main influencing factor for not
assuming the three series of bonds in question was a function of the conditions
for transfering the three additional IDRB obligations referenced versus the
Money Market Maricopa Series 1988 IDRB of $10, 635,000.

All the bonds require unanimous consent for a transfer. The money market
bonds that AZ-Am will assume are re-marketed on a weekly basis so it is easy
to obtain all the bonds in the hands of one investment banker on a particular
re-marketing date. The banker as bondholder then would vote in favor of the
assumption, and re-market the bonds on the next day. However the fixed rate
bonds that CZN is retaining do not provide for weekly re-marketing and would
require us contacting every bond holder to obtain unanimous consent, which
would be administratively difficult if not impossible within the timeframe of the
acquisition transaction.
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.. 2901 N. Central Ave., Ste 1660
CommunIealy ons M Phoenix, AZ 85012-2736

. Direct Dial: 26023 532-4433
Craig A. Marks Fax: (602) 265-3415
Associate General Counsel Email: cmarks@czn.com

August 18, 2000

Daniel W. Pozefsky

Residential Utility Consumer Office

2828 North Central Ave., Ste. 1200

Phoenix, Arizona 85004 ,

/ﬁ = — Am

RE: RUCO’S 37 SET OF DATA REQUESTS
DOCKET NOS. W-01032A-00-0192 et. al.

Dear Dan:

Enclosed please find Citizens Communications Company’s response to the
following data request submitted by your staff in the above-referenced matter.

Requestor Response No.
RUCO 3.01

The data responses identify the person responsible for the information. If
you have any questions or comments regarding this matter, please contact me at
(602) 532-4433.

Very truly yours,

%Q,W

Enclosures

G:\Craig~docs\Az Water Disposition~Am Water Works\RUCO DR cvr ltr~3.doc




All Arizona
Docket No. W-01032A-00-0192; W-01032B-00-0192; W-01032C-00-0192;
W-01656B-00-0192; S-02276A-00-0192; WS-02334A-00-0192;
WS-03454A-00-0192; WS-03455A-00-0192; W-02013A-00-0192;
W-01595A-00-0192; W-01303A-00-0192
RUCO's Third Set of Data Requests

Witness: Ray Mason

Data Request No. 3.1:

Industrial Development Revenue Bonds (IDRBs)(FOLLOW-UP 1.7) - In
response to RUCO data request 1.7, Citizens provided a list of outstanding IDRB
loans. That list shows only one loan; Maricopa Series 1988 in the amount of
$10,635,000. Page 4 of the joint application asserts that this $10,635,000 loan will
be assumed by Az-Am and that amount is included in the $231,310,000 purchase
price. Schedule | attached to the "Asset Purchase Agreement" lists the following
three additional IDRB's issued by the Industrial Development Authority of the County
of Maricopa:

(1) 1985 Series for $3,150,000;

(2) 1991 Series for $7,000,000;

(3) 1995 Series for $13,550,000;

Please provide the following information.
a. State the remaining outstanding balance on each of the three bonds
(specify date).

b.  State the company that will have the obligation to provide the funds to
repay each of these three bonds subsequent to the transaction and in
accordance with the Asset Purchase Agreement.

Provide the repayment date(s) for each of these three bonds.

Provide the termination date for each of these three bonds.

Provide the issuance date for each of these three bonds.

Specify the type of interest (fixed or variable) for each of these three

bonds (specify date).

(1)  If variable, specify the basis for changing the rate.

g. For each of the three bonds indicate either that (1) Citizens is retaining or
(2) Az-Am is assuming the repayment obligations, as is applicable.

h. If applicable state the rationale for Az-Am assuming some of the IDRBs
and for Citizens retaining others. That is, for each IDRB, state the specific
reason for assuming or retaining the IDRB obligation.

"o




All Arizona
Docket No. W-01032A-00-0192; W-01032B-00-0192; W-01032C-00-0192;
W-1065B-00-0192; S-02276A-00-0192; WS-02334A-00-0192;
WS-03454A-00-0192; WS-03455A-00-0192; W-02013A-00-0192;
W-01595A-00-0192;W-01303A-00-0192
RUCO's Third Set of Data Requests

Witness: Ray Mason
Response:

a-g. Please see Citizens' Response to Data Request LAJ 1-10, previously provided.
This provided the requested information for these three bonds. As stated in
my response to RUCO Data Request 1.07, and in the application, Az-Am is
only assuming the Maricopa series 1988 bonds in the amount of $10,635,000.

h.  Az-Am's and Citizens' decision was a product of negotiations. For the three
series of bonds in question, Az-Am may have been influenced by the fact that
the bonds were completely drawn down.




: . All Arizona
Docket No. W-01032A-00-0192; W-01032B-00-0192; W-01032C-00-0192;
W-01656B-00-0192; S-02276A-00-0192; WS-02334A-00-0192;
WS-03454A-00-0192; WS-03455A-00-0192; W-02013A-00-0192;
W-01595A-00-0192; W-01303A-00-0192 .
Arizona Corporation Commission Staff's First Set of Data Requestis

Witness: Ray Mason

Data Request No. LAJ 1-10:

Provide a December 31, 1999, debt schedule for the IDB's to be assumed by
Arizona-American. Include date and amount issued, current balance, interest rate,

issuance expenses, debt discount or premium, etc. and show the weighted cost
of debt.

Response:

Please see the attached debt schedule as of December 31, 1999, that provides
the IDB's to be assumed by Arizona-American that includes date and amount

issued, current balance, interest rate, issuance expenses, debt discount or premium,
and the weighted cost of debt.
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CITIZENS COMMUNICATIONS

ARIZONA WATER/WASTEWATER PROPERTIES

REBUTTAL TESTIMONY OF CARL W. DABELSTEIN

SEPTEMBER 2000

'3 EXHIBIT
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‘REBUTTAL TESTIMONY OF CARL W. DABELSTEIN
CITIZENS COMMUNICATIONS COMPANY
W-01032A-00-0192 ET. AL,

Please state your name and address.
My name is Carl W. Dabelstein. My business address is 2901 North Central

Avenue, Phoenix, Arizona 85012.

By whom are you employed énd in what cépacity?

I am employed by Citizens Communications Company (“Citizens”) as Vice
President-Regulatory Affairs for its Public Service Sector, that portion of
Citizens that provides water and wastewater, electric, and gas service

through operating divisions and subsidiaries in ten states, including Arizona.

Please state your professional qualifications.
A description of my education and professional qualifications is attached

as Appendix A.

What is the purpose of your testimony?

My testimony is submitted in rebuttal to a portion of the direct testimony
filed by Mr. Gordon Fox representing the Residential Utility Consumer
Office. Specifically, I am responding to that portion of Mr. Fox’s testimony
beginning at Page 9 concerning the gain on the sale of assets to Arizona-

American.

Please describe your understanding of Mr. Fox’s testimony.
It is my understanding that Mr. Fox proposes that Citizens be required to
share the projected gain on the sale equally with the customers of the

utility operations whose assets are being sold.
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REBUTTAL TESTIMONY OF CARL W. DABELSTEIN
CITIZENS COMMUNICATIONS COMPANY
W-01032A-00-0192 ET. AL.

On what basis is Mr. Fox making that recommendation?

In his testimony, Mr. Fox states that it is his understanding that the Arizona
Corporation Commission normally provides for a sharing of such gains.
Moreover, he opines that the parties that share in the risks related to utility
assets should be entitled to share in the géins on the sales of those assets.
Finally, Mr. Fox makes references to the Uniform System of Accounts
(“"USofA") of the National Association of Regulatory Utility Commissioners
("NARUC") as containing some support for his proposed sharing of the

gains.

Do you agree with the sharing of the gains recommendation of Mr. Fox?
No, I do not.

Please explain.
First, I believe that Mr. Fox has misinterpreted the Commission’s past

practice concerning the treatment of gains on the sale of assets.

What is the Commission’s practice?

Typically, when a utility sells an asset that has been included in rate base,
and that asset will no longer be used to provide utility service, the
Commission requires a sharing of the after-tax gain associated with the

disposition.

Please provide examples of this practice?

One example is the sale by Arizona Public Service Company of its street
lighting systems to the respective municipalities. Another is more recent,
in 1999, when Citizens sold its office building on San Francisco Street in

Flagstaff. The transaction produced a $140,650 gain and Citizens recorded

-2 -
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‘REBUTTAL TESTIMONY OF CARL W. DABELSTEIN
CITIZENS COMMUNICATIONS COMPANY
W-01032A-00-0192 ET. AL.

a regulatory liability in the amount of $70,325, representing 50% of the
gain, in anticipation of reguiatory disposition in a future rate proceeding. At
that time, I sent a letter to the Acting Director of the Utilities Division at the
Commission notifying him of such accounting treatment. What is common
to both examples is that:

e a discrete asset was sold and removed from rate base;

o the selling utility continued to provide service in the same

territory; and
e the purchaser was not going to use the asset to provide utility

service to the public.

Are any of these circumstances present in this case?

No. Citizens is selling its entire line of business to Arizona-American (“AZ-
Am”). After the closing, all the assets that were in Citizens’ rate base will
be in AZ-Am’s rate base and will be used to provide regulated utility
service. In turn, Citizens will have completely exited the water and
wastewater utility business in Arizona. These facts are totally different
from those in the transactions that produced gains that were required by

the Commission to be shared with utility customers.

What is the difference to customers between the sale of an asset and the
sale of a business?

The sale of an asset in rate base to a non-utility means that the asset will
no longer be used to serve utility customers. In contrast, the sale of a
utility business means that the assets will still be used to provide utility
service. The same wells, mains, and trucks will be in service the day after

the transaction closes as were in service the day before.
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Does the Commission recognize the distinction between the sale of an asset
and the sale of a business?

Yes. The Commission does not require the sharing of gains on the sale of a
business. Focusing on at least three such decisions, both involving gains
associated with assets representing compl'e‘te businesses that were

purchased by Citizens from other utilities leaving the State.

Please discuss the first case.

In July 1991, Citizens and Southern Union Gas Company (“Southern”)
signed an agreement under which Citizens purchased all of Southern’s
natural gas transmission and distribution system assets in Arizona. At the
conclusion of that transaction, Southern retained no further business

interests in the State.

The purchase price was reported as $46 million, less certain working capital
liabilities assumed and certain prorations after the closing. The net book
value of the assets acquired was approximately $27.6 million, producing a
gain on the sale of some $17 million. The asset purchase was approved by
the Commission in Decision No. 57847 issued on December 2, 1991. No

portion of the gain realized by Southern was required to be shared.

What was the second case?

In May 1993, Citizens and Contel of the West (“Contel”) signed an
agreement under which Citizens purchased all of Contel’s telephone
properties and assets located in Arizona. At the conclusion of that
transaction, Contel had no further telephone operations in the State. The
purchase agreement contained a sales price of approximately $88.6 million,

which produced a gain for Contel on the transaction of approximately $45

-4 -
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million. In the hearing that was conducted before the Commission in
response to the parties” application for approval of the transaction, the
Commission Staff recommended that a 50%-50% sharing of the gain
between customers and investors be made. According to the Staff, such
sharing was consistent with what it believéd was the Commission’s policy
with respect to gains realized on the sale of utility property. RUCO did not

present any testimony on the issue.

As cited in the Commission’s Order, among the reasons given in the Contel

Vtestimony for opposing any sharing of the gain, were the following:

o It is Contel, not the ratepayers, that is the legal owner of the tangible
and intangible assets being sold, and therefore, requiring Contel to
rebate 50% of the gain to ratepayers would constitute a governmental
confiscation of private property and a violation of the constitution.

« The Commission policy in transactions involving the sale of the complete
businesses, where the selling utility is exiting the state subsequent to
consummation of the transaction, has been to allow the selling company

to retain 100% of the gain.

On October 17, 1994, the Commission issued Decision No. 58819 approving
the Contel asset sale and agreeing with the Company that a sharing of the
gain was inappropriate. Specifically, the Commission found that such

proposed sharing was not mandated by previous Commission decisions.

Accordingly, there was no sharing of the gains.
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What is the third case?

This case was very recent. In June 1999, GTE California and Citizens
Utilities Rural Company signed an agreement under which Citizens
purchased the GTE telephone assets in the State of Arizona. The
Commission approved the tra‘ns.fer in Decigion No. 62648, issued on June
13, 2000. Although it did not discuss the gain on the saie, no portion was

required to be shared.

You have established that the Commission does not require gain sharing
when a utility sells all or part of its line of business to another utility; is that
consistent with U.S. regulatory practice?

To my knowledge, yes. California has articulated a policy that is consistent
with Arizona’s. In a case very similar to this one, the California Public
Utilities Commission ("CalPUC"”) was asked to approve the sale of an entire
regulated water utility to California-American Water Company (an affiliate
of the co-applicant in this case, Arizona-American Water Company).! The
CalPUC rejected arguments that the selling utility should share its gain on

the sale with its customers. Relying on its long-standing policy, it stated:

[G]ain on sale of utility plant shall accrue to the shareholders to
the extent that the remaining ratepayers are not adversely
affected when the sale is to a public entity. That same policy
applies when the sale is to other than a public entity when the
conveying utility was relieved of its public utility obligation to
serve the geographic region being conveyed.?

Application of Ambler Park Water Utility and California-American Water Company, 1998

Cal. PUC LEXIS 936 (1998).

Id., at 12-13.
-6 -
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Is there any reason in this case to deviate from settled regulatory practice?
No. The policy is a sound one. It is investors that have provided the
capital and should be entitled to any gain on their investment. As I stated
above, customers should be indifferent because the same assets will be
used to provide service after the sale as béfore. Moreover, gains
associated with utility asset sales typically reflect the intangible values
associated with the selling company’s operations. I am unaware of any
instance where the Arizona Corporation Commission has allowed a utility
under its jurisdiction to charge its customers service rates that are based
on a revenue requirement that reflects the intangible values of utility plant

assets.

With respect to Mr. Fox’s assertion that the parties sharing in the risks
should share in the gains, do you have a opinion?

Yes. In my opinion, his assertion is incorrect. Under traditional utility
regulation and ratemaking, ratepayers incur no risk for which they are
entitled to compensation, such as Mr. Fox’s proposed sharing of the gains
resulting from the sale of Citizens’ assets. Unless they become investors,
ratepayers do not acquire an equity interest in the assets of the utilities
that serve them. Through service rates, utility customers pay for the use of
assets, but not for the assets themselves. Such “rent” 'does not vest in

ratepayers, any legal or equitable interest.

Does the Commission set rates based on asset market values?
No. Arizona rates are based on fair value, which different from market
value. Rate base is neither marked-up to reflect increases in market value,

nor marked-down to reflect decreases.
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Has RUCO or any party to this proceeding ever suggested that customers
should compensate the selling utility if it sold its business below net book
value?

Not to my knowledge.

In his testimony, Mr. Fox refers to the NARUC Uniform System of Accounts
in connection with his proposed sharing of the gains from the sale of assets.
Do you agree with his testimony?

No, I do not. I believe he is attempting to ascribe greater significance to
the USofA in this instance than is appropriate. Moreover, his example of
the accounting that is required when an asset is prematurely retired as an

illustration of the existence of ratepayer risk is misplaced.

Please explain your comment concerning the USOA.

The NARUC Uniform System of Accounts contains the instructions, account
definitions, and numbering systems necessary for financial accounting and
reporting by utilities. Similar systems have been published by the Federal
Communications Commission and the Federal Energy Regulatory
Commission for telecommunications service providers and energy utilities
under their respective jurisdictional authority. All three systems of
accounts have been adopted by virtually every state utility regulatory
agency, including the Arizona Corporation Commission, with minor
exceptions necessary to address pa-rticular informational needs by

individual states.

Although the Commission requires the utilities under its jurisdiction to
follow the Uniform Systems of Accounts, it has long held that such

requirements are for regulatory accounting and reporting purposes only,

-8-
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1 and do necessarily dictate ratemaking policies. Accordingly, any accounting
2 practice associated with the sale of assets that is contained in the USofA is
3 not obligatory on this Commission for ratemaking or asset sale approval
4 purposes.
5
6 ||Q. Please explain your comment regarding Mr. Fox’s example of the
7 | accounting that is done in connection with assets prematurely retired from
8 service.
9 A, As I have previously discussed, from the ratepayers’ perspective, this
10 transaction is not a retirement in the traditional sense. It is merely a
11 transfer of ownership of the assets from Citizens to Arizona-American. As
12 Citizens removes the original cost of the assets and the related
13 accumulated depreciation from its balance sheet, Arizona-American will
14 simultaneously be adding the same amounts to the respective plant
15 accounts and the depreciation reserve on its balance sheet.
16
17 The procedure described by Mr. Fox at page 10 of his testimony relates to
18 the accounting that is performed when an asset is routinely retired from
19 service, whether prematurely (as stated by Mr. Fox) or later than the
20 expected average service life. I wou!d agree that when an asset is retired
21 prematurely, the accounting methodology described would preserve rate
22 base at its pre-retirement level, reflecting the under-recovered capital cost
23 of the asset removed. It must be noted, however, that when an asset is
24 retired after the average service life, rate base is also preserved at the pre-
| 25 retirement level, in that instance, an over- recovery of the capital cost of
| 26 the respective asset. With depreciation rates based on projecfions of
27
28
29
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average service lives, the actual service life of any individual asset may
differ from what was estimated. Conceptually, these differences are

expected to balance out over time.
Q. Whatis your recommendation?
A.  The Commission should not accept Mr. Fox’s recommendation that the gain

on the asset sale be shared with ratepayers.

Q.  Does this conclude your testimony?
A.  Yes it does.

G:\Craig~docs\Az Water Disposition~Am Water Works\CWD Water sale testimony.doc
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PROFESSIONAL QUALIFICATIONS

Q.
A.

Q,

What is your educational background?
I graduated from the University of Nebraska with a Bachelor of Science
Degree in Business Administration, major in Accounting. I also received a

Master of Business Administration Degree, concentration in Finance from

‘Rockhurst College in Kansas City, Missouri.

What has been your professional experience?

Upon graduation from college in 1968, I was employed by the international
public accounting firm Arthur Andersen & Co. in its Omaha office. During
such employment, I participated in and directed audits and other
engagements involving commercial banks, healthcare facilities, public

utilities, insurance carriers, and other clients.

In 1971, T accepted a position reporting to the controller at Central
Telephone & Utilities Corporation at its then headquarters in Lincoln,
Nebraska. During the five years I was employed by CTU, I directed such
activities as financial and regulatory accounting and reporting, internal
auditing, budgeting, corporate acquisitions and divestitures, rate cases and

other regulatory filings, banking relations, and corporate financings.

From 1976 to 1981, I was employed by Kansas City Power & Light
Company. My responsibilities included the corporate audit function,
operétions budgeting, and rate case filings in Kansas and Missouri and with
the Federal Energy Regulatory Commission. During that period, I also
served as a member of the Missouri VaHey Electric Association, and the
Finance and Accounting Committee of the Standardized Nuclear Unit Power

Plant System.
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From 1981 to 1991, I was employed as a Senior Project Manager for a
regulatory consulting firm and successor firm, directing rate case,
management audit, and other engagements for a clientele that included
utility companies, public service commissions, and intervenors in regulatory

proceedings.

From 1991 through 1996, I was employed as an internal consultant with
Northern States Power Company in Minneapolis. My responsibilities
included accounting, taxation and cost allocation issues in rate cases and
special regulatory proceedings, performing capital investment evaluations,
accounting and tax research, developing cost recovery plans, and advising
senior management in connection with the development of performance-
based ratemaking proposals and strategic policies for a successful transition

to a competitive electric utility industry.

In late 1996, I accepted a position as Tax Research Coordinator for Tucson
Electric Power Company. My chief responsibilities included tax research and
planning, preparation, and review of corporate tax returns, and meeting
with representatives of tax authorities. I also served on the corporate
planning team addressing industry deregulation and competitive issues, and
also directed the team charged with responsibility for creating and
implementing a system for strategic business units, and developing the

associated accounting and financial reporting practices.

In January, 1997, I was appointed Director of Utilities for the Arizona
Corporation Commission. In that ca‘pacity, I directed a staff of

approximately ninety professional and clerical employees responsible for
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overseeing railroad and pipeline safety in Arizona and for reguiating the

water, telephone, electric, and natural gas distribution utilities in the State.

I accepted my current position as Vice President-Regulatory Affairs of the
Public Service Sector gf Citizens Utilities in February, 1998. In that
capacity, 1 coordinate regulatory activities in the ten states served by
Sector utilities. In addition, I am a member of the Arizona Utility Tax
Issues Group and the Arizona Corporation Commission’s Water Utility Task

Force.

What are your professional certifications and affiliations?

I hold Certified Public Accountant Certificates issued by the respective
Boards of Accountancy in Nebraska and Kansas. I am a member of the
American Institute of Certified Public Accountants, the National Association
of Radio and Telecommunications Engineers ("NARTE"), and the National

Association of Railroad and Public Utility Tax Representatives.

What technical licenses do you hold?
I hold an Advanced Class FCC Radio License and a Technician Class NARTE

certification with regulatory and antennas endorsements.

What is your teaching experience?

I have developed and conducted seminars on a variety of'topics for
employees of public utilities and regulatory agencies. I have also taught
classes on behalf of the U.S. Telephone Association. Last May, I was an
instructor at the NARUC Western Utilyity_ Rate School, and for the past eight
years, have been a member of the faculty of the NARUC Regulatory Studies
Program at the Public Utility Institute at Michigan State University. In

-3 -
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connection with my teaching, I have written three instructional books:
Public Utility Income Taxation and Ratemaking, Public Utility Working

Capital, and Generally Accepted Accounting Principles for Utilities.

What has been your experience in regulatory proceedings?

During the past twenty-eight years, I have participated in numerous rate
cases and other regulatory and litigation proceedings involving electric, gas
transmission and distribution, telephone, water, and wastewater utilities
conducted in Alaska, Arizona, California, Colorado, Connecticut, District of
Columbia, Florida, Illinois, Indiana, Kansas, Maryland, Minnesota, Missouri,
Nevada, New Mexico, North Carolina, North Dakota, South Dakota, Virginia,
and Wisconsin, as well as proceedings before the Federal Energy Regulatory
Commission and the National Energy Board of Canada. I have also spoken
before legislative bodies in connection with proposed Iegislation.‘ I have
testified on matters involving financial and regulatory accounting and
reporting, auditing, cost allocation, financial forecasting, capital and
operations budgeting, taxation, corporate acquisitions, holding companies,
valuation and transfer pricing, deregulation, the cost of capital, industry

restructuring, and regulatory policy.

\\PHOENIX\VOL1\PHOENIX\Craig~docs\Az Water Disposition~Am Water Works\CWD Testimony Qualifications.doc
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Q1 Please state your name, business address and telephone number.

Al My name is David P. Stephenson. My business address is 880 Kuhn Drive, Chula Vista,
California 91914. My telephone number is (619) 656-2400.

Q2 By whom are you employed and in what capacity?

A2 Iam employed by American Water Works Service Company, Inc. (“Service Company™)
as the Director of Rates and Revenues for the Western Region of American Water Works
Company, Inc. (“AWW”). The Western Region is comprised of water and wastewater
utilities located in Arizona, California, Hawaii and New Mexico, including Arizona-
American Water Company (“Az-Am”) (formerly Paradise Valley Water Company). 1
am also an Assistant Treasurer for Az-Am.

Q3  Please summarize your responsibilities as the Director of Rates and Revenues.

A3 Iam responsible for all rate applications and similar filings and various written and face-
to-face communications related to rates and charges for utility service with the public
utility commissions that regulate AWW?s operating utilities in Arizona, California,
Hawaii and New Mexico.

Q4  Describe your educational background.

A4 Ireceived a Bachelor of Science in Business Administration, with an emphasis in
Accounting, from San Diego State University in 1977.

Q5 Have you had any other formal training?

A5  Yes,Ihave attended many seminars on various aspects of the water industry and rate
applications, including the National Association of Regulatory Utility Commissioners
(“NARUC”) biannual Utility Rate Seminar.

PHX/NJAMES/1046482.1/73244.021 -1-
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Please describe your professional experience.

I have been employed by the American Water System since 1978. The various positions
I have held within the American Water System are: Accountant - 1978; Accounting
Superintendent for the Los Angeles Region - 1981; Assistant Director of Accounting for
the operating utilities in the Western Region - 1983; Assistant Director of Rates and
Revenues for the operating utilities in the Western Region - 1984; and Director of Rates

and Revenues for the operating utilities in the Western Region since 1986.

Have you had any other professional experience?
Yes, I served on the Accounting Committee of the California Water Association and have

been an instructor at the NARUC biannual Utility Rate Seminar on eight occasions.

Have you previously testified before utility regulatory commissions? -

Yes, I have testified before the Arizona Corporation Commission (the “Commission™) in
rate proceedings for Az-Am, the California Public Utilities Commission on many
occasions in rate proceedings for California-American Water Company and the New
Mexico Public Regulation Commission in rate proceedings for New Mexico-American

Water Company.

Please define the terms that you intend to use in this testimony as they relate to Az-Am’s
purchase of the water and wastewater assets of Citizens Utilities Company and its
subsidiaries located within Arizona.

The defined terms that I will use in my testimony are as follows:

1. Citizens Utilities Company is referred to as “Citizens.”

2. The various water and wastewater subsidiaries and operating divisions of Citizens in

Arizona are referred to as “Citizens AZ.”

PHX/NJAMES/1046482.1/73244.021 -2-
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3. The asset side of Citizens’ balance sheet, including all utility plant and related items,
non-utility plant, current assets, deferred assets and rights under Citizens’ certificates
of public convenience and necessity being acquired by AWW’s operating
subsidiaries, is referred to as the “Acquired Assets.”

4. The Acquired Assets in Arizona are referred to as the “AZ Acquired Assets.”

5. The gross water and wastewater utility plant used by Citizens in the operation of its
water and wastewater utilities in all six states is referred to as “Citizens Gross Plant.”

6. The gross water utility plant used by Citizens AZ in the business of storing,

supplying, distributing and selling water and in the business of providing wastewater

collection, treatment and disposal to the public is referred to as “AZ Gross Plant.”

Briefly describe the transaction that is the subject of this Application.

Under the terms of the Asset Purchase Agreement, dated as of October 15, 1999, Az-Am
has agreed to purchase the AZ Acquired Assets. The Joint Application to which this
testimony is attached seeks Commission approval of the transfer of the AZ Acquired
Assets to Az-Am, authorization for Az-Am to engage in and carry on the water and
wastewater utility business and to provide service to the customers of Citizens AZ, and
for Citizens AZ to withdraw from the water and wastewater utility business in Arizona.
In addition, Az-Am is seeking an accounting order relating to the transaction, as
explained below. Similar Asset Purchase Agreements have been executed relating to the
Acquired Assets of Citizens with Az-Am sister entities in the five other states in which

Citizens provides water and wastewater utility service.

What is your general assignment in connection with the Joint Application?
My general assignment is to sponsor the Joint Application and all of the supporting

exhibits. Iam responsible for supporting the method of allocation of the total purchase

PHX/NJAMES/1046482.1/73244.021 -3-
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price for all of the Acquired Assets to each of the AWW operating utilities in the six
states involved and the methodology that will be used to account for the difference
between the purchase price paid by Az-Am for the AZ Acquired Assets and the book
value of the AZ Acquired Assets. In addition, I will briefly discuss the preliminary
synergy analysis that has been performed in connection with the transaction. Mr. Joseph
F. Hartnett, Treasurer of AWW, and Mr. Daniel L. Kelleher, Senior Vice President of the
Service Company, have also provided direct testimony. Mr. Hartnett’s testimony
discusses the background and negotiations leading up to the acquisition of the Acquired
Assets from AWW’s perspective. Mr. Kelleher provides testimony describing the
reasons for the acquisition from AWW?’s perspective as well as the trends in the water

industry that have led AWW to pursue the acquisition of other water systems.

Please state the purchase price that AWW agreed to pay for the Acquired Assets.
AWW agreed to pay a total of $835,000,000 for all of the Acquired Assets in the six
states, including Arizona. The negotiations that resulted in this purchase price are

discussed in Mr. Hartnett’s testimony.

How was the total purchase price determined for each of the six states?
The purchase price was determined for each of the states based on the portion of the

Citizens Gross Plant in that state.

Why was this method chosen?

This method was chosen because the Gross Plant represents Citizens’ plant and property
dedicated to the provision of water and wastewater utility service in each state.
Determining the total purchase price by state on the basis of the Gross Plant used for the

provision of utility service in that state is a fair and reasonable methodology. It provides

PHX/NJAMES/1046482.1/73244.021 4-
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arealistic and rational basis for allocating the appropriate portion of the total purchase

price to the utility operations in each state.

Using this methodology, what is the calculated purchase price for the AZ Acquired
Assets?

Citizens AZ had an AZ Gross Plant balance of $167.15 million (M) as of June 30, 1999.
Citizens had a Gross Plant balance in the six states of $603.38M as of June 30, 1999.
Therefore, the Arizona property is 27.70% of the total. Multiplying the purchase price of
$835M by 27.70% results in a purchase price of $231.31M for Az-Am.

Does the purchase price for the AZ Acquired Assets exceed the AZ Acquired Asset
balance as of June 30, 19997

Yes. The AZ Acquired Asset balance was $160.2M, based on the June 30, 1999 balance
sheet for Citizens AZ. The difference between the purchase price and the AZ Acquired
Asset balance will change somewhat based on a final agreement between the parties on

the Statement of Net Assets.

Will the purchase price of the AZ Acquired Assets be adjusted at the time all approvals
have been received?
Yes, the actual, final purchase price will be determined based upon the AZ Acquired

Asset purchase price of $231.3M, plus any additions and less any retirements after June

30, 1999.

Q18 How will Az-Am account for the difference between the purchase price and the AZ
Acquired Asset balance for regulatory purposes?

PHX/NJAMES/1046482.1/73244.021 -5-
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The difference will be recorded as an acquisition adjustment in accordance with the
Uniform System of Accounts. The ratemaking treatment of the acquisition adjustment
and the related amortization would be determined in Az-Am’s next general rate
proceeding. Az-Am is not requesting that treatment for ratemaking purposes be
determined at this time. However, Az-Am does seek an accounting order in regard to the

amortization period and methodology to be used.

What is the amortization period that Az-Am proposes to use?

Forty years.

What method of amortization is Az-Am proposing to use?

Az-Am proposes to use a mortgage amortization method, which uses the same
amortization principle as home mortgages. Under this method, Az-Am would recover
only a small portion of the acquisition adjustment in the initial years and recover
increasingly greater amounts in the later years. The annual amortization increases each
year. The proposed amortization of the acquisition adjustment balance is shown on page

4 of the schedule attached to this testimony at Tab 1.

What is the normal method of recovery for utility assets?
The normal method, known as a straight-line method of recovery, involves equal or level

recovery in each year of the asset’s life.

Why are you proposing the mortgage method rather than the straight-line method?
Although there are several reasons for this proposal, there is one significant reason that I
will address. The mortgage method levels the annual recovery of principal and carrying
costs. The mortgage method does not front-end load the revenue requirement as do

straight-line recovery methods. Also, level annual principal and carrying cost recovery

PHX/NJAMES/1046482.1/73244.021 -6-
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will provide an easier measurement against which to compare the synergy savings to the

revenue requirement relating to the acquisition adjustment.

What should the Commission authorize in this proceeding in regard to an acquisition
adjustment?

Az-Am requests that the Commission authorize a 40-year amortization period and use of
a mortgage amortization method, as discussed previously. Az-Am also requests that the
Commission defer determination of the ratemaking treatment of the acquisition
adjustment and related amortization until a general rate proceeding, at which time we will
have a final purchase price and other financial information available, as well as detailed
data and information available on the savings and benefits that are expected to accrue to
ratepayers. This data and information will be provided to the Commission as part of the

rate application.

Has Az-Am attempted to perform an analysis of the savings likely to result from the
acquisition of the AZ Acquired Assets?

Yes. This preliminary analysis, which I will refer to as the “Synergy Analysis,” is based
upon the post-consolidation, combined Az-Am entity that will exist after Az-Am’s
acquisition of the AZ Acquired Assets. A summary of the Synergy Analysis is attached
at Tab 1.

Please summarize the methodology used to develop the Synergy Analysis.

The Synergy Analysis is based on an objective quantification of savings related to
reductions in employee positions and related benefits, reductions in duplicative expenses,
avoidance of expenses, cost of capital reductions, savings in material costs, use of

existing employees and equipment to replace purchased services, and historical and future
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trend reductions. The expenses of each company (Az-Am and Citizens AZ ) were
analyzed for possible savings. A summary of the synergy savings is found on pages 2 and
3 of the summary attached at Tab 1. However, the synergy savings would still exceed the

revenue requirement relating to acquisition adjustment.

What is Az-Am’s current estimate of the synergy savings resulting from the transaction?
At this time, we estimate total synergy savings of approximately $960M over a 40-year
period. Subject to Commission approval in a subsequent rate proceeding, the synergy
savings would be offset by recovery of the acquisition adjustment over the same 40-year
period. Assuming that the acquisition adjustment is $71.1M, based on Citizens AZ’s
balance sheet as of June 30, 1999 and assuming that there is no adjustment to the
purchase price, synergy savings would exceed the revenue requirement relating to the
acquisition adjustment by about $718M over the 40-year period or by a net present value

of approximately $90M, as shown on page 4 of the summary.

Is the Synergy Analysis complete?

No, it is a work in progress based on the latest information now available to us. The
synergy savings that have been provided to the Commission as part of this Joint
Application are Az-Am’s best estimates of such savings at this time. The intent of the
Synergy Analysis is to provide the Commission with supportable evidence that the
customers will in fact benefit from this transaction. Az-Am recognizes, and the Joint
Application reflects, that actual synergy savings can be fully developed and quantified
only after the transaction closes and Az-Am is able to fully integrate the AZ Acquired
Assets into Az-Am and, more generally, the American Water System. The Synergy
Analysis will be more refined and the results more quantifiable by the time Az-Am files a

rate proceeding for the combined Az-Am entity.
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Q28 Will the synergies you have estimated in connection with the Joint Application change?

A28 Yes, they are only forecasts and there certainly will be deviations from the synergies
estimated in the attached schedule. For example, some years may produce greater
savings from synergies than we presently forecast, while other years may produce less.
However, on a cumulative basis we are confident that the full projected synergy savings
will be realized. It necessarily will take time to realize the full savings potential. It will
take time to achieve full integration and to fully understand how integration will affect
operations. Until the consolidation of the companies is complete and an interim period of
post-consolidation operation is experienced, the precise annual amount of synergy

savings is difficult to quantify.

Q29 Does this conclude your direct testimony?

A 29 Yesitdoes.
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Cumulative Synergy Savings - A

3/17/00

Synergy Analysis - Customer Rate Impact Viewpoint

Ariz-Citz Synergy Model

Arizona-American

(1) (2) 3
Cumulative

Synergy

Acquisition Savings-

Synergy Adjustment Company

Year Savings Revenue Req.
1 1,715,463 4,050,000 -2,334,537
2 4,052,954 7,985,000 -6,266,583
3 5,244,159 7,772,000 -8,794,424
4 6,415,847 7,559,000 -9,937,577
5 7,574,412 7,348,000 9,711,165
6 8,713,499 7,137,000 -8,134,666
7 9,865,128 6,926,000 -5,195,538
8 11,033,455 6,717,000 -879,083
9 12,201,342 6,508,000 4,814,259
10 13,369,312 6,300,000 11,883,571
11 14,536,815 6,093,000 20,327,386
12 15,701,212 5,888,000 30,140,598
13 16,865,774 5,684,000 41,322,372
14 18,025,666 5,481,000 53,867,038
15 19,183,937 5,281,000 67,769,975
16 20,335,499 5,136,000 82,969,474
17 21,480,113 5,103,000 99,346,587
18 22,618,376 5,126,000 116,838,963
19 23,746,689 5,152,000 135,433,652
20 24,863,239 5,181,000 155,115,891
21 25,967,973 5,212,000 175,871,864
22 27,056,564 5,248,000 197,680,428
23 28,127,373 5,289,000 220,518,801
24 29,177,429 5,333,000 244,363,230
25 30,202,354 5,382,000 260,183,584
26 31,198,346 5,437,000 294,944,930
27 32,162,107 5,499,000 321,608,037
28 33,088,775 5,567,000 349,129,812
29 33,971,875 5,644,000 377,457,687
30 34,806,217 5,728,000 406,535,904
31 35,583,823 5,823,000 436,296,727
32 36,297,820 5,929,000 466,665,647
33 36,939,328 6,046,000 497,558,875
34 37,497,340 6,176,000 528,880,215
35 37,960,559 6,323,000 560,517,774
36 38,317,265 6,484,000 592,351,039
37 38,652,112 6,665,000 624,238,151
38 38,650,928 6,867,000 656,022,079
39 38,592,493 7,080,000 687,524,572
40 38,358,262 7,340,000 718,542,834
TOTAL 960,051,834 241,509,000 718,542,834
NPV 160,631,681 70,751,778)| 89,879,903
TAB 1
Page 4 12:51 PM
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A. Yes, | provided direct testimony in support of the joint application of Arizona-

Q. Please state the purpose of your rebuttal testimony.

A. The purpose of my rebuttal testimony is to state, on behalf of Arizona-

REBUTTAL TESTIMONY OF DAVID P. STEPHE
Q. State your name and business address.
A. My name is David P. Stephenson. | am employed by American Water Works
Service Company, Inc., 880 Kuhn Drive, Chula Vista, California 91914.

Q. Have your previously provided testimony in this matter.

American Water Company (“Arizona-American”) and Citizens Communications,
Inc. (formerly Citizens Utilities Company) and Citizens’ various Arizona water
and wastewater subsidiaries (collectively, “Citizens”) for authority for Citizens
to transfer its water and wastewater utility plant, property and Certificates of
Public Convenience and Necessity (“CC&Ns”) to Arizona-American. The

application was filed on March 24, 2000 (the “Joint Application”).

American, my agreements or disagreements with the Direct Testimony of
Arizona Corporation Commission (“Commission”) Staff witness Linda A. Jaress
and Residential Utility Consumer Office (“RUCO") witness Gordon Fox. They
have both provided direct testimony in this matter containing various
recommendaitons regarding the Joint Application.

I. SUMMARY OF ARIZONA-AMERICAN’S POSITION.

Q. Please briefly summarize your agreements with Ms. Jaress and Mr. Fox.

A. | agree with both witnesses that this Joint Application should be approved, that
Arizona-American is a suitable owner-operator for the affected Citizens'
systems and that the rate-making and regulatory accounting treatment afforded -
to Arizona-American for any acquisition adjustment should be deferred until the

first rate increase application for one of the affected systems.
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Briefly summarize your disagreements with Ms. Jaress and Mr. Fox.

Both witnesses have proposed conditions on the transfer of the utility plant and
assets with which | disagree. Put simply, if approved, those conditions would
materially alter the agreement that Arizona-American and Citizens have
negotiated. | will address these proposed conditions and explain why the
Commission should disregard them.

Please state the organization of the remainder of your testimony.

My testimony is organized in three sections. | will first respond specifically to
the recommendations of Ms. Jaress, the Commission’s witness in this matter.
Next | will respond specifically to the recommendations of Mr. Fox, RUCO’s
witness in this matter. Finally, | will state the rebuttal position of Arizona-
American as it relates to this Joint Application.

REBUTTAL TO COMMISSION STAFF.

Please state the conditions concerning the transfer of the Citizens' utility plant
and assets proposed by Ms. Jaress with which you agree.

Ms. Jaress has recommended six conditions that should be placed on the
transfer of Citizens’ utility plant and assets to Arizona-American: 1) that the
Commission defer any decision on the treatment of an acquisition adjustment,
deferred taxes, excess deferred taxes and investment tax credits until a future
rate proceeding; 2) that the decision to allow the recovery of any acquisition
adjustment should be based on Arizona-American’s ability to demonstrate that
clear, quantifiable and substantial net benefits exist; 3) that Arizona-American
should file a report comparing the number of customer complaints received by
the Commission under its ownership 13 months after the closing; 4) that
Citizens’ advances and contributions in aid of construction, which Citizens will

retain, should be imputed to Arizona-American; 5) that Arizona-American be

PHX/NJAMES/1101371.1/73244.021
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required to seek Commission approval of any amendment to, or transfer of the
agreements for the purchase of Colorado River water, and 6) that Arizona-
American adopt and utilize the rates and charges and all tariffs currently in
effect in each of the affected Citizens service areas. | agree with all of Ms.
Jaress’s conditions except for condition 4. | do not believe that the
Commission should impute Citizens’' advances and contributions to Arizona-
American, artificially reducing rate base, when Citizens will remain responsible
for refunding pre-existing advances.

In addition, | would like to note that our agreement to defer any decisions
on certain issues until Arizona-American seeks new rates in a future proceeding,
does not mean that we agree with these conditions. For example, we believe
that imputing the deferred income taxes and investment tax credits of a prior
owner to Arizona-American in a future rate proceeding would result in a
violation of IRS normalization rules. Nonetheless, we agree with Staff that the
issue can be addressed in the next rate proceeding.

Please explain why you believe the Commission should not impute Citizens’
advances and contributions in aid of construction to Arizona-American.

As | stated in response to RUCO data request 1.10, Arizona-American is
purchasing all the water and wastewater assets of Citizens in Arizona. Arizona-
American is not assuming any of the liabilities of Citizens related to these
assets, except for one series of Industrial Development Revenue Bonds
(“IDRBs”). The agreement between Citizens and Arizona-American was based
on arms-length negotiations, taking into account market conditions for the value
of the assets. Arizona-American believes that it should be allowed to earn a fair

return on its investment in those assets.
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1 [ Q. Do you agree with Ms. Jaress’ contention that rates will increase significantly if
2 Citizens’ advances and contributions are not recognized by Arizona-American?
3l A. No. The flaw in Ms. Jaress’ contention is that she is considering only the effect
4 of one aspect of the transaction while ignoring other significant aspects. A
5 utility’s rates are set in a case-by-case basis, based on the utility’s “fair value”
6 rate base, operating expenses, capital costs and other circumstances during an
7 historic test year, with appropriate proforma adjustments. When Arizona-
8 American seeks new rates in a future rate proceeding, those rates will
9 necessarily depend on a number of different factors. The impact of eliminating
10 Citizens’ advances and contributions may be offset by changes in operating
11 expenses, capital costs and other operating efficiencies, as well as changed
12 circumstances and regulatory developments. It is overly simplistic to assume
13 that rates will automatically increase, as Ms. Jaress has done.
14 | Q. If the Commission were to agree with Ms. Jaress that some imputation of
15 advances and contributions should be made, do you agree with Ms. Jaress’s
16 recommendation that the advances in aid of construction be amortized over a
17 10-year period?
18 1 A. No. | believe that Ms. Jaress has failed to consider all the related facts
19 regarding Citizens’ advances. Ms. Jaress has based her recommendation on the
20 fact that many main extension agreements in Arizona use 10 years as the
21 refund period, based on the minimum requirement in A.A.C. R14-2-406.
22 However, the contracts related to the advances Citizens has received have been
| 23 in place for varying periods of time and have varying terms and conditions.
24 Some of these contracts have refund periods that will expire in one year and
25 others may have just been executed and the refund period will not expire for 10
26 years.
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How would you recommend that the amortization period be determined?

| believe that the amortization period should be determined based on a weighted
average of the remaining refund period under the contracts that Arizona-
American will not assume.

Have you estimated that weighted average?

Yes. The weighted average remaining life for the current advance contracts as
of June 30, 2000 is approximately 6.5 years. Therefore, | believe that the
appropriate period that should be used is 6.5 years.

What amortization period does Ms. Jaress propose for contributions in aid of
construction?

With respect to contributions, Ms. Jaress proposes an amortization period equal
to the remaining period used for depreciation purposes, i.e., the asset's
remaining useful life. Given that the imputation proposed by Ms. Jaress is
intended to artificially reduce Arizona-American’s rate base, notwithstanding our
actual investment in Citizens' utility plant and assets, | see no reason not to use
the same amortization period for contributions - 6.5 years.

Does this complete your rebuttal to Staff?

Yes, it does.

REBUTTAL TO RUCO.

Please state the conditions concerning the transfer of Citizens’ utility plant and
assets proposed by Mr. Fox.

Mr. Fox has proposed seven conditions that should be placed on the transfer of
Citizens’ assets to Arizona-American: 1) that the transaction be made
contingent on restructuring the agreement negotiated between Citizens and
Arizona-American to “compensate” ratepayers fully for the loss in economic

value due to the “loss” of advances and contributions; 2) that the transaction

PHX/NJAMES/1101371.1/73244.021




; 1 be contingent on restructuring the agreement negotiated between Citizens and
i 2 Arizona-American to compensate ratepayers fully for the “loss” in economic
3 value due to the retention by Citizens, if applicable, of any low-cost debt, i.e.,
4 Citizens’ IDRBs; 3) that the gain on sale received by Citizens be divided equally
5 between the ratepayers and Citizens; 4) that the amount of any acquisition
6 adjustment be determined and authorized in the context of Arizona-American
7 next general rate proceeding and that this adjustment to rate base be based on
8 a formula ({to which he refers in his recommendations); 5) that Arizona-
9 American be required to invest no less than 15% of the final purchase price paid
10 to Citizens in “resource stressed” water and/or wastewater utilities in Arizona;
11 6) that Arizona-American and Citizens jointly file documentation for various
12 items once the transaction has closed, and 7) that Arizona-American’s request
13 for an Accounting Order approving an amortization method for any acquisition
14 premium be denied. | fully agree with condition 6, and partially agree with
15 conditions 4 and 7.
16 | Q. Please state your partial agreements with his fourth and seventh conditions.
17 | A. | agree that the rate-making treatment of the acquisition adjustment should be
18 determined in Arizona-American’s next rate proceeding. | do not agree with his
19 suggested formula, or even with tﬁe concept that a specific formula should be
20 established in this proceeding. With respect to Mr. Fox’'s seventh condition, |
j 21 agree that the Commission should not, in this proceeding, approve a specific
| 22 amortization method of the acquisition adjustment. However, the request
23 should not be denied. It should instead be deferred until Arizona-American’s
24 next rate proceeding.
25 | Q. Please state your disagreement with Mr. Fox’s condition 1.
26
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A. Mr. Fox believes Citizens’ sale of its assets should be conditioned on what he

terms full ratepayer “compensation” for the economic “loss” resulting from
Citizens’ retention of advances and contributions in aid of construction.
However, he has not considered impact of the repayment stream for the
advances that would have normally occurred had the advances been assumed
by Arizona-American. In addition, he has not considered any impacts that
retention of the advances and contributions by Citizens will have on future
deferred taxes. He has also not recognized the potential synergies that Arizona-
American may provide to customers, except in his proposed formula. Again, as
stated above, Arizona-American is purchasing the utility plant and assets of
Citizens in Arizona based on a contract negotiated in good faith based on
current market conditions.

Like Ms. Jaress, Mr. Fox seems to be ignoring the nature of the underlying
transaction. In summary, Citizens has decided to divest itself of all of its utility
systems and operations except for telecommunications. Citizens therefore
placed its utility plant, assets and property on the market. Arizona-American, in
an arms-length transaction, has agreed to purchase those assets on terms and
conditions that were negotiated between the parties. When the transaction
closes, Arizona-American will pay Citizens approximately $230 million for
Citizens’ water and wastewater plant, assets and other property in Arizona.
Arizona-American’s investment in that plant will therefore be approximately
$230 million. This is not a situation in which affiliated entitles are transferring
the ownership of property in order to inflate rate base. Arizona-American will
have a real investment in that plant, and it is entitied to a return on that

investment.
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Doesn’t Mr. Fox maintain that the transaction is not in the “public interest”
because Arizona-American’s rate base will not be the same as Citizens’ current
rate base?

Yes. However, | believe Mr. Fox's analysis is erroneous. In effect, what he
argues is that Arizona-American’s future rate base is likely to be greater than
Citizens’ historic, recorded rate base and, therefore, rates are likely to increase.
According to Mr. Fox, if the acquiring entity is likely to have a higher rate base
and, as a result, rates may increase in the future, then the transaction is not in
the “public interest” and should not be approved. Mr. Fox has provided no
authority for this position in his testimony, nor did RUCO provide any authority
in response to data requests that we served.

The relevant statute, A.R.S. § 40-285, requires that a public service
corporation - a utility - obtain Commission approval prior to selling,
encumbering or otherwise transferring utility plant or property that is used or
necessary for the provision of service. This statute appears to be intended to
ensure that the ability of the transferring utility to furnish service is not
impaired. It does not indicate that future changes in a utility’s rate base should
be a determining factor, particularly when, as in this case, the utility has
decided to sell all of its utility plant. Arizona-American’s rate base, including
any acquisition adjustment, should be determined during its next rate case, and
not in this proceeding.

Does Mr. Fox contend that Arizona-American is incapable of providing safe,
adequate and reliable water and wastewater service if the transaction is
approved?

No, nor could he. Arizona American has the experience, expertise and

resources to satisfy Citizens’ public service obligations.
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Q. Applying Mr. Fox’s analysis, what would happen if Citizens elected to sell a
portion of its utility plant to a municipality?

A. | assume that RUCO would urge the Commission to disapprove the transaction
unless the same terms and conditions Mr. Fox has proposed in this case were
applied to that transaction.

Q. Are you aware of any case in which the Commission has imposed conditions
and requirements like those recommended by Mr. Fox on a municipality’s
acquisition of a private utility’s plant and system?

A. No. | should note that in a data request, we asked RUCO to explain the basis
on which the Commission may refuse to allow a public service corporation to
sell its utility plant to a municipality. RUCO refused to answer that data request
on the grounds that it was not necessarily calculated to lead to the discovery of
admissible evidence.

Q. On page 7 of his direct testimony, Mr. Fox accuses Arizona-American of
deliberately structuring the transaction to eliminate advances, increase rate
base, and increase rates, thereby causing customers to subsidize “non-
economical development” and to “pay twice” for plant financed by advances.
Is this testimony accurate?

A. No. First, as | have already explained, the terms of the purchase agreement
were the product of arms-length negotiations between unrelated entities. Mr.
Fox's suggestion that Arizona-American deliberately structured the transaction
to increase rate base is absurd. Again, Arizona-American will invest
approximately $230 million in purchasing the utility plant and assets from
Citizens. Under fundamental rate-making principles, a utility is entitled to earn a

reasonable return on its investment. This is not some sort of phantom
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transaction intended to artificially inflate rate base, as Mr. Fox erroneously
suggests.

Second, his contention that existing customers are “paying twice” for plant
originally financed by advances is wrong. Mr. Fox apparently assumes that all
amounts advanced by a developer are automatically passed through to new
home buyers in the form of higher home prices. However, this view is overly
simplistic, and may or may not be accurate depending on a variety of
circumstances. Ultimately, the price of a home depends on any number of
market-driven factors. Assuming, for the sake of argument, that a component
of the price of the home, say $1,000, is attributable to advances in aid of
construction paid by a developer to Citizens, it is erroneous to argue that the
home buyer is “paying” for utility plant — he is simply buying a home at a price
based on the current market for homes in that area.

Accepting Mr. Fox’s erroneous premise for the moment, it would seem that the
home buyer will eventually be re-paid that $1,000, plus a return on his
investment.

If one accepts Mr. Fox's premise, that is correct. If Mr. Fox purchases a home
in 1990 for $100,000 and then sells the home in 2000 for $150,000, he has
received a return of $50,000 in his investment, a portion of which return would
be attributable to the $1,000 for advances that the developer included in the
original price of Mr. Fox’s home. Mr. Fox is not required to share the return
with the developer or with the utility.

This example highlights the fundamental problem with Mr. Fox’'s argument.
The infréstructure and other improvements installed or paid for by a developer
may affect the price of a home, but also increase the home’s value and

marketability. A home located in an unimproved area, with gravel roads, no
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1 sidewalks, no parks and other amenities, and no water and wastewater services
2 is likely to be less expensive than a home in, for example, Sun City Grand or
3 Anthem. By the same token, a home in Anthem may well appreciate in value
4 far more quickly and ultimately provide its owner a higher return on his
5 investment than a home in an unimproved area. Mr. Fox’s oversimplistic
6 analysis ignores this aspect of the real estate market.

7 1Q. Are there any other flaws in Mr. Fox's analysis?

8 IA. Yes. His contention that customers are somehow “paying twice” is
9 inconsistent with fundamental rate-making principles. Advances and
10 contributions in aid of construction are excluded from a utility’s rate base
11 because the utility has not made an investment in those facilities. In other
12 words, if the cost of constructing a main is paid by a developer, the utility has
13 no investment in that main and, therefore, is not entitled to earn a return on the
14 main. Advances and contributions in aid of construction are thus deducted
15 from rate base because the utility has no investment in the plant financed by
16 means of advances and contributions, in contrast to plant financed by debt or
17 equity. Advances and contributions are not deducted based on the belief that
18 customers might “pay twice” because the sales price of a house may reflect the
19 developer’s infrastructure costs.
20 In this case, Arizona-American will have an investment in utility plant and
21 property equal to approximately $230 million. As stated, this is a real
22 investment resulting from an arms-length transaction. It will be financed initially
23 by short-term debt and, ultimately, by a mixture of long-term debt and equity.
24 Arizona-American should be allowed to earn a return on that investment.

25 | Q. Are there other areas in Mr. Fox’s analysis of the effects of Citizens retaining
26 the advances and contributions with which you disagree.
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Yes. Mr. Fox in his Direct Testimony has calculated a revenue impact related to
the elimination of Citizens advances and contributions from rate base. | believe
that he has made mistakes in both his calculations land the assumptions he has
used. First, he has assumed a depreciation rate of 4% on plant financed by
advances and contributions. When asked to provide the basis for that assumed
depreciation rate, RUCO simply stated that it was an assumption, i.e., no basis
exists. Given the type of utility plant normally constructed under a main
extension agreement, the use of a 4% depreciation rate is excessive.

Second, Mr. Fox has miscalculated the gross-up factor related to operating
income. He has assumed a gross-up factor of 1.5, again  without any
explanation or support for that figure.

Lastly, Mr. Fox has not considered the gross-up effect on the accumulated
deferred taxes related to the advances and contributions. The accumulated
deferred tax needs to be deducted from the total advances and contributions
before calculating the revenue requirement.

Please state your disagreement with Mr. Fox’s condition 2.

Mr. Fox has recommended that the transaction be made contingent on the
recognition of the “loss” in economic value due to Citizens retention of the low-
cost IDRBs. This recommendation is illogical. Arizona-American will finance
this entire transaction with the lowest cost capital structure available.
However, the IDRBs that Arizona-American will not assume are bonds that
require unanimous consent for a transfer. The bonds that Az-Am will assume
are re-marketed on a weekly basis, so it is easy to accumulate all the bonds in
the hands of one investment banker on a particular re-marketing date. The
banker, as the bondholder, would then vote in favor of the assumption, and re-

market the bonds on the next day. However, the fixed rate bonds that Citizens
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is retaining do not provide for weekly re-marketing and would require us to
contact every bondholder to obtain unanimous consent, which would be
administratively difficult, if not impossible, within the timeframe of the
transaction.

Please state whether you agree with Mr. Fox’s condition 3.

No, | do not. The formula Mr. Fox has proposed for recognition of the
acquisition adjustment contains a sharing proposal. The formula would ‘provide
the ratepayers with 50% of any allowed acquisition premium. In addition, Mr.
Fox also proposes that 560% of Citizens’ gain from the sale of its property be
refunded to ratepayers. This does not make any economic sense. It is Citizens
and Arizona-American who are at risk in this matter for recovery of their past
and future investments. The ratepayers bear no risk for the investments made
by others to provide service. Corporations rely on their ability to pay a
reasonable return to their investors, and that inciudes a return for the past
investment and past risks for investing in the utility. Divestiture of holdings
provides the investors with recovery of past forgone returns and the loss of
future possible earnings.

Please state your disagreement with Mr. Fox’s formula as stated in his
recommendations as part of condition 4.

| have serious concerns about Mr. Fox’'s formula. First, as stated in my
response above, Mr. Fox not only has requested that any proven synergy
savings be shared with ratepayers, but he has recommended that the gain on
sale as recognized by Citizens be shared with the ratepayers. This would
provide the ratepayers with a substantial windfall which could possibly exceed

the total gain.
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Second, the formula does not consider synergies that are unrelated to raw
changes in expenses. The formula proposed by Mr. Fox only considers savings
that can be proven relative to historic expenses. Rates that customers must
pay are driven not only by reasonable operating expenses, but also by the
utility’s investment in utility plant to serve the customers. Mr. Fox, in his
proposed formula, does not provide any recognition of the savings that may be
realized through lower costs of capital and for savings resulting from Arizona-
American’s ability to construct plant at a lower cost. Savings in construction
costs directly reduce rate base.

Third, Mr. Fox has not considered the effects of refunds that will be made
by Citizens regardiess of this transaction. Mr. Fox has proposed to use the
balance of Citizens’ advances and contributions as they existed at December
31, 1999, ignoring the fact that as refunds are made, advances are reduced and
rate base increases. Thus, he overstates the future ratepayer benefit associated
with plant funded by advances and contributions. This proposed treatment of
advances and contributions would impair Arizona-American’s future earnings
potential on these assets.

Finally, Mr. Fox has not considered any of the impacts of inflation or
mandated changes in operation that would cause changes in expenses
regardless of who operates the water and wastewater systems. Mr. Fox has
proposed that test year expenses be compared to Citizens’ recorded 1999
expenses. The only variance that he proposes is for customer growth, There
are far too many variables to compare only recorded expense levels. For
example, if the EPA imposes new guidelines on the level of a certain
contaminant (e.g., arsenic or radon) and the removal of that contaminant causes

increases in operating expenses, Mr. Fox's proposed formula would not consider
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those circumstances. His proposed formula would consider the new expense to
be a negative synergy caused by Arizona-American’s acquisition of the Citizens’
water and wastewater assets, which would clearly not be the case.

Do you have any other comments about Mr. Fox’'s statements concerning an
acquisition adjustment?

Yes. Mr. Fox has said he is relying on FAS 71 in stating that Arizona-American
should immediately expense any acquisition adjustment. This interpretation of
FAS 71 is incorrect. FAS 71 basically states that the accounting for any asset,
deferred or otherwise, must be viewed in the context of a possible impairment.
In the case of an acquisition adjustment, the National Association of Utility
Regulatory Commissioners (NARUC) Uniform System of Accounts requires that
an acquisition adjustment be recorded in the utility books and records. FAS 71
would only require different accounting treatment if the asset was deemed to be
impaired in accordance with generally accepted accounting principles for
enterprises in general. Mr. Fox is correct in his statement that to record a
deferred asset related to an expense, the utility must have probable assurance
that the public utility commission will allow the recovery of the asset in rates.
However, an acquisition adjustment is not an expense: it is an investment in the
utility.

Please state your disagreement with Mr. Fox’s condition 5.

This item will be addressed in the rebuttal testimony of Mr. Daniel Kelleher.
Please state your disagreement with Mr. Fox's condition 7.

As noted above, | agree that this item should be deferred until Arizona-
American’s first rate case, but it should not be denied at this time. If the
Commission defers consideration of the appropriate treatment of the acquisition

adjustment until a general rate proceeding, as both Staff and RUCO recommend,
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then determination of the amortization method for that adjustment should also
be deferred.

Q. Is Arizona-American withdrawing its request that the Commission approve a
mortgage amortization method of accounting?

A. No, but we agree that accounting consideration should be postponed until
Arizona-American'’s first rate case.

Q. Have you estimated the financial effects of RUCO recommendations in this
case?

A. | have made a very rough estimate based on the cursory explanations Mr. Fox
has provided in its testimony. | have based my estimate on a sales price of
$231 million, net plant of $168 million, deferred taxes of $5 million, AIAC and
CIAC of $86 million, ITC of $2 million, $4 million in expense synergies, $8
million in annual capital synergies and a requirement for Arizona-American to
invest $35 million in “resource stressed” utilities. Based on these facts, the
ratepayers would: 1) receive a cash rebate of $78 million, 2) have rates
reduced by the expense reduction of $4 million, and 3) have rates annually
reduced by $1.2 million due to the revenue requirement on the annual capital
savings of $8 million. Citizens would have $55 million less in cash to invest in
rural telecommunications systems in Arizona. Arizona-American would: 1) be
forced to earn on a rate base of $75 million (approximately one-third of its
actual investment), 2) have to invest approximately $6 million annually for six
years in troubled utilities with little chance of any return, and 3) receive no
credit for expenses saved or any capital savings provided to customers. In
total, Arizona-Americah would be earning on a rate base that may be as little as
30% of its actual investment, which may not be high enough to cover its debt

service requirements. | have not considered the effects of RUCQ’s imputation

PHX/NJAMES/1101371.1/73244.021
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1 of the IRDB’s into the capital structure. The imputation would further reduce

2 Arizona-American’s net income and coverages.

3 {Q. In your opinion, who would benefit by RUCO’s recommendations?

4|1A. No one would benefit from a transaction that would result in negative net

5 income for Arizona-American. In reality, ratepayers would be harmed in the

6 long run because they would be served by a financially-impaired utility.

7 1Q. Does this conclude your rebuttal to the RUCO?

8 {A. Yesitdoes.

9 §IV. RECOMMENDATIONS.
10 | Q. What are your recommendations in this matter.

11 | A. | recommend that the Commission approve the transfer of Citizens’ water and
12 wastewater utility plant, assets and CC&Ns to Arizona-American. The transfer
13 should be based on the following conditions:
14 (1) That the Commission should address the regulatory treatment of Arizona-
15 American’s acquisition adjustment, deferred taxes, excess deferred taxes
16 and investment tax credits in a future rate proceeding.
17 (2) That the decision to allow the recovery of any acquisition adjustment
18 should be based on Arizona-American’'s ability to demonstrate that clear,
19 quantifiable and substantial net benefits exist, as recommended by Staff.
20 (3) That Arizona-American should file a report comparing the number of
21 customer complaints received by the Commission under their ownership to
22 those received by Citizens prior to the transaction 13 months after the
23 transaction is concluded, as recommended by Staff.
24 (4) That Arizona-American should be required to seek Commission approval of
25 any amendment to, or transfer of, agreements to purchase Colorado River
26 water, as recommended by Staff.

Fm:zﬁx‘gl:if(i}:m PHX/NJAMES/1101371.1/73244.021
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(5) That Arizona-American should be authorized to charge the rates and
charges, and to provide service under the Citizens’ tariffs currently in effect
in each of the affected service areas.

(6) That Arizona-American and Citizens should be required to jointly file
documentation of the final purchase price, net book value of the assets
sold at the time of the transaction, the amount of the gain/premium, the
date of the transfer, and supporting documents, as recommended by Staff.

(7) That Arizona-American’s request for an accounting order to establish the
amortization method for the acquisition adjustment should be deferred until

Arizona-American’s first general rate case.

Q. Does that conclude your rebuttal testimony?

A. Yes, it does.

PHX/NJAMES/1101371.1/73244.021
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BEFORE
THE PUBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Joint Petition of Ohio- )
American Water Company and Citizens )
Utilities Company of Ohio to Transfer the )  Case No. 00-938-WS-ATR
Assets of Citizens Utilities Company of )
Ohio to Ohio-American Water Company )
Pursuant to Section 4905.48, Revised Code. )

FINDING AND ORDER

The Commission finds:

(1)  On May 30, 2000, as amended on July 12, July 28, August 25,
and August 28, 2000, Ohio-American Water Company
(Ohio-American) and Citizens Utilities Company of Ohio
(Citizens) filed a joint petition seeking authority, pursuant
to Section 4905.48, Revised Code, for Ohio-American to pur-
chase the water and sewage disposal systems of Citizens.
The agreement provides for a purchase price of $35,140,000.
Ohio-American expects to pay cash for Citizens’ assets with
short-term borrowing. Ohio-American will replace the
short-term debt with long-term financing, subject to the
Commission’s approval under Section 4905.40, Revised
Code. The joint petition states that Ohio-American has
agreed to purchase substantially all of Citizens’ assets, and
that Ohio-American intends to operate the Citizens system
with many of Citizens’ current employees. Ohio-American
proposes to adopt all of the current rates and tariffs for Citi-
zens customers, including the rate steps authorized by the
Commission for Citizens’ customers in the company’s last
rate case. /n the Matter of the Application of Citizens Utili-
ties Company of Ohio to Increase Its Rates and Charges for
Water and Wastewater Services in Franklin and Portage
Counties, Ohio, Case No. 98-178-WS-AIR (January 14, 1999).
The joint petition also states that the transfer of Citizens’ as-
sets is in the public interest and will not adversely affect the
current customers of Citizens because Ohio-American will
continue to provide quality water and sewer service at the
same rates.

(2) Ohio-American is a public utility and water works company
under Sections 4905.02 and 4905.03(A)(8), Revised Code.
Ohio-American operates in six districts in Ohio under Cer-
tificate of Public Convenience and Necessity (Certificate)




00-938-WS-ATR

No. 12. American Water Works Company, Inc. (American),
a holding company, is the parent company of Ohio-Ameri-
can and other water and sewer companies operating in 23
states. American is a non-jurisdictional entity that will not
be involved in the ownership or operation of the assets be-
ing acquired from Citizens. Citizens is a public utility, and a
water works and sewage disposal company, pursuant to Sec-
tions 4905.02 and 4905.03(A) (8) and (A)(14), Revised Code.
Citizens holds Certificate Nos. 1, 2, 10, 17, and 27. The
Commission has jurisdiction over this transaction pursuant
to Sections 4905.05, 4905.06, and 4905.48, Revised Code. In
accordance with its jurisdiction over the proposed acquisi-
tion, the Commission must ensure that the acquiring com-
pany possesses the financial and technical capabilities
necessary to continue to provide adequate service, and that
the transfer of ownership will not harm the public interest.
See, In the Matter of the Joint Petition of Vectren Energy of
Ohio, Inc., Indiana Gas Company, Inc., and The Dayton
Power & Light Company, to Transfer the Natural Gas Assets
of the Dayton Power & Light Company to Vectren Energy of
Ohio, Inc. and/or Indiana Gas Company, Inc. Pursuant to
Section 4905.48(B) and (C), Revised Code, Case No. 00-524-
GA-ATR et al. (July 11, 2000).

In the joint petition, Ohio-American and Citizens request
that the Commission take the following actions: (1) approve
the purchase and sale of the water and sewage disposal sys-
tem assets from Citizens to Ohio-American pursuant to Sec-
tion 4905.48, Revised Code; (2) approve, pursuant to Section
4933.25, revised Code, the amendments set forth in Exhibit 2
to the petition by either amending Ohio-American’s current
Certificate No. 12 to incorporate the acquisition of Citizens’
assets, or by issuing a new certificate recognizing the acquisi-
tion; (3) remove Citizens from the Commission’s rolls of
public utilities, effective upon the closing of the purchase
and sale of the assets; (4) approve Ohio-American’s adop-
tion of Citizens’ existing tariffs, effective upon the closing of
the purchase and sale of the assets; and (5) grant such other
relief to which the joint petitioners may reasonably be enti-
tled.

By entry issued July 24, 2000, the petitioners were directed to
publish notice of the joint petition. Publication was accom-
plished in accordance with the entry and, on August 3, 2000,
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Ohio-American and Citizens filed proofs of publication. No
person or entity sought intervention or submitted opposi-
tion to the joint petition. At the staff’s request, the joint pe-
titioners filed a letter on August 25, 2000. The letter
indicates that Ohio-American agrees to make improve-
ments to the “Quarterly Water Company Operating Report”
that the company submits to the staff, specifically with re-
spect to operational data and customer contact information.
With these commitments, the staff does not oppose the
proposed transfer of assets and recommends approval of the
transaction in accordance with the amended joint petition.

The Commission has reviewed the application and support-
ing exhibits and finds that the proposed transaction is rea-
sonable, will not adversely affect the customers of either
petitioner, and should be approved. No hearing has been
requested, and we do not believe that a hearing is necessary
for approval of the joint petition. Our authority over the
rates, services, and operations of Citizens’ assets will not
change as a result of the acquisition by Ohio-American. Nor
will the transaction impair our ability to protect ratepayers.
We are also satisfied that the transfer of ownership of Citi-
zens' assets will not impair the quality of service currently
provided to Citizens’ customers, and that Ohio-American
has the ability to adequately manage the acquired assets.
Ohio-American has indicated its intent to operate the Citi-
zens system with many of Citizens’ current employees and
changes in the operation of that system are expected to take
place gradually. We believe that Ohio-American has dem-
onstrated the requisite experience, capabilities, and re-
sources necessary to operate the additional water and sewer
system assets that will be acquired from Citizens. Given

~ these findings, and the fact that the transaction will not re-

sult in a change of rates for current Citizens customers, we
conclude that approval of the proposed acquisition should
be approved. Accordingly, effective upon closing of the ac-
quisition transfer: Ohio-American’s Certificate No. 12 shall
be amended to incorporate Citizens' service area; Citizens
shall be removed from the rolls of public utilities operating
within this state; and Ohio-American shall adopt Citizens’
existing tariffs. Ohio-American shall notify the Commis-
sion within 10 days of the date that the acquisition transfer
is completed. These changes will be effective upon the
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filing of four complete printed copies of the tariffs reflecting
the changes.

(6)  The joint petitioners have submitted a proposed customer
letter that will be sent to the current Citizens customers fol-
lowing closing of the acquisition transaction. The staff has
reviewed the letter and the staff agrees that the letter repre-
sents an appropriate means of informing customers of the
acquisition by Ohio-American. We find that the proposed
customer notice letter is reasonable and should be ap-
proved. We direct Ohio-American to send the approved
letter to current Citizens customers, either as a separate
mailing or as a bill insert, concurrent with the first available
billing cycle following the closing of the acquisition.

It is, therefore,

ORDERED, That the joint petition of Ohio-American and Citizens to transfer
Citizens' water and sewer system assets to Ohio-American is hereby granted. It is, fur-
ther,

ORDERED, That the joint petitioners notify the Commission in writing within
10 days of the date that the acquisition transaction is completed. It is, further,

ORDERED, That, upon notification to the Commission that the transfer of assets
has been completed, Ohio-American's Certificate No. 12 shall be amended to incorpo-
rate Citizens’ service area; Citizens shall be removed from the rolls of public utilities
operating within this state; and Ohio-American shall adopt Citizens' existing tariffs.
These changes will be effective upon the filing of four complete printed copies of the
tariffs reflecting the changes. It is, further,

ORDERED, That the proposed customer notice letter is approved and that Ohio-
American accomplish service of the letter to current Citizens customers in accordance
with Finding 6. It is, further,

ORDERED, That Ohio-American undertake the improvements to its “Quarterly
Water Company Operating Report,” in accordance with the commitments set forth in
the August 25, 2000 letter. It is, further,
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ORDERED, That a copy of this finding and order be served upon all parties of re-
cord.

THE PUBLIC UTILITIES COMMISSION OF OHIO

Alan R. Schriber, Chairman

Ronda Hartman Fergus Craig A. Glazer
Judith A. Jones Donald L. Mason
DDN; geb Entered in the Journal  Signed by Commissioners

September 7, 2000 Schriber
Fergus

Gary E. Vigorito Glazer

Secretary Jones
Mason
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Commissioner pOCUMENT CONTROL
WILLIAM A. MUNDELL
Commissioner

IN THE MATTER OF THE JOINT
APPLICATION OF CITIZENS UTILITIES
COMPANY; AGUA FRIA WATER DIVISION
OF CITIZENS UTILITIES COMPANY,
MOHAVE WATER DIVISION OF CITIZENS
UTILITIES COMPANY; SUN CITY WATER
COMPANY; SUN CITY SEWER COMPANY;

- SUN CITY WEST UTILITIES COMPANY,
CITIZENS WATER SERVICES COMPANY OF
ARIZONA; CITIZENS WATER RESOURCES

DOCKETNOS. W-01032A-00-0192
W-01032B-00-0192
W-01032C-00-0192
S-02276A-00-0192
WS-02334A-00-0192
WS-03454A-00-0192
WS-03455A-00-0192
W-02013A-00-0192
W-01595A-00-0192

COMPANY OF ARIZONA; HAVASU

WATER COMPANY AND TUBAC VALLEY
WATER COMPANY, INC., FOR APPROVAL

OF THE TRANSFER OF THEIR WATER
AND WASTEWATER UTILITY ASSETS

AND THE TRANSFER OF THEIR CERTIFI-

CATES OF PUBLIC CONVENIENCE AND
NECESSITY TO ARIZONA-AMERICAN
WATER COMPANY AND FOR CERTAIN

A RELATED APPROVALS.

Staff of the Arizona Corporation Commission hereby files the Settlement Agreement between
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L

W-01303A-00-0192

STAFF’S NOTICE OF FILING
SETTLEMENT AGREEMENT
BETWEEN ARIZONA CORPORATION
COMMISSION STAFF AND
ARIZONA-AMERICAN WATER
COMPANY

A

the Arizona Corporation Commission Staff and Arizona-American Water Company, in the above-

referenced dqckets. -

RESPECTFULLY SUBMITTED this 26" day of September, 2000.

/\;____'

Teena ‘Wolfe %
Attorney, Lega

1vision

Arizona Corporation Commission
(602) 542-3402

HADOCS\WPSO\TEENA\PLEADING\0-192NOFSURTEST.DOC
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Original and fifteen copies of
the foregoing document filed
this 26™ day of September, 2000 with:

Docket Control

Arizona Corporation Commission
1200 West Washington

Phoenix, Arizona 85007

Copieshof the foregoing will be mailed
the 27" day of September, 2000 to:

Norman D. James, Esq.

Fennemore Craig

3003 North Central Avenue

Suite 2600

Phoenix, Arizona 85012

Attorneys for Arizona-American
Water Company "

Craig Marks, Esq.

Citizens Utilities Company

2901 North Central Avenue, Ste 1660
Phoenix, Arizona 85012

Scott Wakefield, Esq.

RUCO

2828 N. Central Ave., Suite 1200
Phoenix, Arizona 85004

Walter W. Meek, President

Arizona Ultility Investors Association
2100 North Central Avenue

Suite 210

Phoenix, Arizona 85004

HADOCS\WP6O\TEENA\PLEADING\0-192NOFSURTEST.DOC
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CARL J. KUNASEK
CHAIRMAN

JIM IRVIN
COMMISSIONER

WILLIAM A, MUNDELL
COMMISSIONER

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE JOINT
APPLICATION OF CITIZENS UTILITIES
COMPANY; AGUA FRIA WATER
DIVISION  OF  CITIZENS  UTILITIES
COMPANY; MOHAVE WATER DIVISION
OF CITIZENS UTILITIES COMPANY; SUN
CITY WATER COMPANY; SUN CITY
SEWER COMPANY; SUN. CITY WEST
UTILITIES COMPANY; CITIZENS WATER
SERVICES COMPANY OF ARIZONA;
CITIZENS WATER RESOURCES
COMPANY OF ARIZONA; HAVASU

DOCKET NOS. W-01032A-00- 0192

W-01032B-00- 0192
W-01032C-00- 0192
S-02276A-00- 0192
WS-02334A-00-0192
WS-03454A-00-0192
WS-03455A-00-0192
W-02013A-00- 0192
W-01595A-00- 0192
W-01303A-00- 0192

WATER COMPANY AND TUBAC VALLEY
WATER COMPANY, INC., FOR
APPROVAL OF THE TRANSFER OF THEIR
WATER AND WASTEWATER UTILITY
ASSETS AND THE TRANSFER OF THEIR
CERTIFICATES OF PUBLIC CONVENIENCE
AND NECESSITY TO ARIZONA-
AMERICAN WATER COMPANY AND FOR
CERTAIN RELATED APPROVALS.

SETTLEMENT AGREEMENT BETWEEN
ARIZONA CORPORATION
COMMISSION STAFF AND ARIZONA-
AMERICAN WATER COMPANY

On March 24, 2000, Citizens Utilities Company (now known as Citizens®
Communications Company), its Agua Fria Water Division, its Mohave Water
Division, Sun City Water Company, Sun City Sewer Cdmpany, Sun City West
Utilities Company, Citizens Water Services Company of Arizona, Citizens Water
Resources Company of Arizona, Havasu Water Company and Tubac Valley Water
(collectively, ’

Company "Citizens") and Arizona-American - Water Company

("Arizona-American")  filed with the ~ Arizona Corporation Commission
("Commission") a joint application for the approval of the sale and transfer of
Citizens water and wastewater utility plant, property and assets in Arizona,

including transfer of Citizens' certificates of convenience and necessity

PHX/NJAMES/1109126.1/73244.021
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("Certificates"), to Arizona-American pursuant to A.R.S. § 40-285.

The Commission's Utilities Division Staff ("Staff") has investigated the
application and has recommended that the application be approved by the
Commission, subject, however, to certain conditions and requirements, which are
set forth in the Direct Testimony of Linda A. Jaress, filed in this docket on August
14, 2000, at pages 18-19 ("Staff Recommendations"”). Arizona-American has
indicated that it is willing to accept the Staff Recommendations, with the exception
of the' recommendation that Citizens' advances in aid of construction ("AlIAC") and
contributions in aid of construction ("CIAC") be imputed to Arizona-American.

Representatives of Staff and Arizona-American have had discussions
concerning the matters in dispute with respect to the application and have reached
a settlement. The purpose of this Settlement Agreement is to memorialize the
agreement that has been made by and among Staff and Arizona-American, which
resolves all areas of disagreement relating to the terms and conditions under which
Citizens' Arizona water and wastewater assets and Citizens' Certificates may be
transferred to Arizona-American.

1. AlIAC Imputation: Amortization. As of December 31,1999, Citizens'*

AIAC balance was<:$8_0,818,669. Citizens' AIAC balance as of the date on which
Citizens' water and wastewater assets and Certificates are transferred to Arizona-
American and Arizona-American becomes responsible for the provision of water
and wastewater services will be imputed to Arizona-American. Such imputation
shall be solely for ratemaking purposes. The total amount of AIAC imputed will be
adjusted as more particularly provided below. The adjusted amount of AIAC will be
amortized bélow the line (i.e., no impact on expenses) over a period of 6.5 years,
with the amortization period beginning on the day on which the transfer takes

place.

PHX/NJAMES/1109126.1/73244.021
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2. CIAC Imputation; Amortization. As of December 31, 1999, Citizens’

CIAC balance was $4,734,430. Citizens' CIAC balance as of the date on which
Citizens' water and wastewater assets and Certificates are transferred to Arizona-
American and Arizona-American become responsible for the provision of water and
wastewater services will also be imputed to Arizona-American. Such imputation
shall be solely for ratemaking purposes. The total amount of CIAC to be imputed
to Arizona-American will also be adjusted as provided below. The adjusted CIAC
balance imputed to Arizona-American will be amortized above the line (i.,e., as a
reduction to depreciation expense) over a period of 10 years, with the amortization
period beginning on the day on which the transfer takes place.

- 3. Adjustment to Recorded AIAC and CIAC Balances. The amounts of

AIAC and CIAC to be imputed to Arizona-American for ratemaking purposes will be
based on the actual balances shown on Citizens' regulatory books as of the date of
the transfer, adjusted as follows: An amount equal to five percent (5%) of
Citizens' AIAC balance at the time of the transfer vyill be reclassified as CIAC and
added to the CIAC balance, and the same amount will be deducted from Citizens'
AlAC balance in computing the amounts to be imputed to Arizona-American for«f

ratemaking purposes hereunder.

4. Adoption of Remaining Staff Recommendations. Arizona-American
agrees that the Commission may adopt the remaining Staff Reqommendations, as

set forth in the Direct Testimony of Linda A. Jaress.

5. Deferral of Determination of Amortization Method. The parties agree
that Arizona-American's request for an accounting order to establish the
amortization method for any acquisition adjustment resulting from the transaction

should be deferred until a future rate case.

6. Transfer in the Public Interest. Based on the foregoing agreements

PHX/NJAMES/1109126.1/73244.021
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and understandings, Staff agrees that Arizona-American is a fit and proper entity to
acquire the Certificates and that the Commission should authorize and approve the
transfer of Citizens' Arizona water and wastewater assets to Arizona-American on
the terms set forth herein. No additional terms, conditions or requirements are
necessary or appropriate.

7. Support and Defend. This Settlement Agreement will be introduced as’

an exhibit during the hearing on the applica;cion, presently set for September 27,
2000. Arizona-American and Staff will jointly request that the Settlement
Agreement be receivedﬁ into evidence, and agree to support and defend this
Settlement Agreement and the transfer of Citizens' water and wastewater assets
and the Certificates to Arizona-American on the termé set forth herein as just,
reasonable and appropriate based on the partiéular circumstances presented in this
application. |

8. Compromise: No Precedent. This Settlement Agreement represents a

compromise in the positions of the parties hereto. By entering into this Settlement
Agreement, neither Staff nor Arizona-American acknowledges the validity or
invalidity of any particular method, .theory or principle of regulation, or agrees that"
any method, theory or principle of regulation employed in reaching a settlement is
appropriate for resolving any issue in any other procee\ding, including (without
limitation) any issues that are deferred to a subsequent rate proceeding. Except as
specifically agreed upon in this Settlement Agreement, nothing contained herein
will constitute a settled regulatory practice or other precedent.

9. Privileged and Confidential Negotiations. All negotiations and other -

communications relating to this Settlement Agreement are privileged and
confidential, and no party is bound by any position asserted during the

negotiations, except to the extent expressly stated in this Settlement Agreement.

PHX/NJAMES/1109126.1/73244.021
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As such, evidence of statements that were made or other conduct occurring during
the course of the negotiation of this Settlement Agreement is not admissible in any
proceeding before the Commission or a court.

10. Complete Agreement. This Settlement Agreement represents the

complete agreement of the parties with respect to its subject matter. There are no
understandings or commitments other than those expressly set forth herein.

DATED this Z& day of September, 2000.

ARIZONA CORPORATION ARIZONA-AMERICAN WATER COMPANY
COMMISSION STAFF .

//L/ By anres 0.Q i

By:
Bteven M, Oleas Norman D. James
Actingfbir% %6%véﬁities Division FENNEMORE CRAIG Q
Arizona Corporation Commission 3003 N. Central Avenu¥, Suite 2600
1200 West Washington Street Phoenix, Arizona 85012-2913
Phoenix, Arizona 85007 Attorneys for Arizona-American

Water Company

An original and 10 copies of the
foregoing was delivered this

____day of September, 2000, to:

Docket Control )

Arizona Corporation Commission "
1200 West Washington

Phoenix, AZ 85007

A copy of the foregoing
was delivered this _ day of
September, 2000, to: :

Karen E. Nally

Assistant Chief Administrative
Law Judge

Hearing Division

Arizona Corporation Commission

1200 West Washington

Phoenix, AZ 85007

PHX/NJAMES/1109126.1/73244.021
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A copy of the foregoing

was telecopied/delivered and mailed this ___

day of September, 2000, to:

Daniel W. Pozefsky

Staff Attorney

Residential Utility Consumer Office
2828 North Central Avenue

Suite 1200

Phoenix, AZ 85004

(602) 285-0350

Walter W. Meek, President
Arizona Utility Investors Association
P. O. Box 34805

Phoenix, AZ 85067

(602) 254-4300

Craig A. Marks

Associate General Counsel
Citizens Communications Company
2901 N. Central, Suite 1660 -
Phoenix, AZ 85012

(602) 265-3415

By:

PHX/NJAMES/1109126.1/73244.021
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BEFORE THE ARIZONA CORPORATION COMMISSION

Arizoma Utility
Investnrs Association

CARL J. KUNASEK

2100 N. Central, Ste. 210 CHAIRMAN
P.O. Box 34805 JAMES M. IRVIN
Phoenix, AZ 85067 COMMISSIONER
WILLIAM A. MUNDELL
Tel: (602) 257-9200 COMMISSIONER

DOCKET NOS.

W-01032A-00-0192
W-01032B-00-0192
W-01032C-00-0192

Fax: (602) 254-4300

IN THE MATTER OF THE JOINT APPLICATION OF
Email: info@auia.org CITIZENS UTILITIES COMPANY, AGUA FRIA WATER
Web Site: WWW.auia.org DIVISION OF CITIZENS UTILITIES COMPANY,
MOHAVE WATER DIVISION OF CITIZENS UTILITIES
COMPANY, SUN CITY WATER COMPANY, SUN CITY W-01656B-00-0192
CITY SEWER COMPANY, SUN CITY WEST UTILITIES 5-02276A-00-0192
COMPANY, CITIZENS WATER SERVICE COMPANY OF ) WS-02334A-00-0192
ARIZONA, CITIZENS WATER RESOURCES COMPANY ) WS-03454A-00-0192
OF ARIZONA, HAVASU WATER COMPANY AND ) WS-03455A-00-0192
TUBAC VALLEY WATER COMPANY FOR APPROVAL ) W-02013A-00-0192
OF THE TRANSFER OF THEIR WATER AND WASTE- ) W-01595A-00-0192
WATER UTILITY ASSETS AND THE TRANSFER OF ) W-01303A-00-0192
THEIR CERTIFICATES OF CONVENIENCE AND )
)
)

NECESSITY TO ARIZONA-AMERICAN WATER
COMPANY AND FOR CERTAIN RELATED APPROVALS.

NOTICE OF FILING
The Arizona Utility Investors Association hereby
provides notice of filing Direct Testimony as required by the
Commission's procedural order in the above-captioned matter.
DATED THIS 14TH DAY OF AUGUST, 2000.

WALTER W. MEEK, PRESIDENT

CERTIFICATE OF SERVICE

Original and ten (10) copies of the
referenced Testimony were filed this
14th day of August, 2000, with:

Docket Control

Arizona Corporation Commission
1200 W. Washington Street
Phoenix, AZ 85007

i EXHIBIT
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Copies of the referenced Testimony
were hand-delivered this 14th day
of August 2000, to:

Lyn Farmer, Legal Division

Deborah R. Scott, Utilities Division
Jerry L. Rudibaugh, Hearing Division
Arizona Corporation Commission
1200 W. Washington

Phoenix, AZ 85007

Copies of the referenced Testimony
were mailed this 14th day of August,

2000, to the following parties of record:

Ray Jones

General Manager

Sun City Water Company
P.O. Box 1687

Sun City, AZ 85372

Norman D. James
Fennemore Craig
3003 N. Central Ave., Suite 2600

Phoenix, AZ 85012

ol

Walter W. Meek

Craig Marks

General Counsel

Citizens Utilities Company
2901 N. Central Ave., Suite 1660
Phoenix, AZ 85012

Scott Wakefield, Chief Counsel
RUCO

2828 N. Central Ave., Ste. 1200
Phoenix, AZ 85004
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DIRECT TESTIMONY
OF

WALTER W. MEEK

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is Walter W. Meek. My business address is 2100 North Central
Avenue, Suite 210, Phoenix, Arizona 85004.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am the president of the Arizona Utility Investors Association ("AUIA"
or "Association”), a non-profit organization formed to represent the
interests of shareholders and bondholders who are invested in utility
companies based in or doing business in the state of Arizona.

ARE SOME AUIA MEMBERS SHAREHOLDERS OF THE JOINT
APPLICANTS IN THIS PROCEEDING?

Yes. AUIA has approximately 6,500 individual members, including
common shareholders of Citizens Communications Company (formerly
Citizens Utilities), the parent company of the certificate holders in this
application.

WHAT IS YOUR BACKGROUND IN REPRESENTING SHAREHOLDER
CONCERNS AND INTERESTS?

I have been president of AUIA for more than five years. Prior to that,
my consulting firm managed the affairs of the Pinnacle West
Shareholders Association for 13 years. During these periods we have
represented shareholders in numerous rate cases and other regulatory
matters and have published many position papers, newsletters and other
documents in support of shareholder interests.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
I am here to represent the views of the equity owners of Citizens
Communications in the sale of Citizens” water and wastewater business

to Arizona-American Water Company.
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IN YOUR OPINION, DOES THIS TRANSACTION SERVE THE BEST
INTERESTS OF CITIZENS” SHAREHOLDERS?
Yes.

WHY IS THAT?

Within the past year, Citizens has adopted a business strategy of focusing
exclusively on telecommunications while divesting its traditional
electric, water and gas businesses. It is expanding its telephone business
substantially by acquiring local exchanges from other carriers such as
Global Crossing, GTE and Qwest Communications.

WHAT IS THE REASON FOR THIS CHANGE IN STRATEGY?

The financial markets view telecommunications as a business that is
more dynamic than traditional utility business, with higher risks and
higher rewards. In the past, Citizens had difficulty in getting Wall Street
analysts to accept the growth and earnings potential of its mixed business
portfolio.

ARE THERE OTHER REASONS FOR THIS CHANGE?

Clearly, Citizens believes it can achieve management and operational
efficiencies in concentrating on a core business rather than operating
dissimilar businesses in several regulatory jurisdictions.

FROM THE SHAREHOLDER’S PERSPECTIVE, IS THIS STRATEGY
WORKING?

So far, the financial markets have given their approval. The value of
Citizens’ common stock has doubled since the company embarked on
this strategy about a year ago.

IS THIS TRANSACTION CRITICAL TO THE OVERALL STRATEGY?

All of the proposed sales of utility properties are critical elements in the
strategy. Citizens is in the process of acquiring about 2 million access
lines from other telephone providers. Income from the sale of utility

properties is the underlying source of funds to pay for these acquisitions.
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WHERE DOES THIS SALE FIT IN?

American Water Works and its subsidiaries (American) have agreed to
buy all of Citizens’ water and waste water assets in six states for a total
price of $835 million. The Arizona purchase accounts for $231.3 million
of that total, or 27.7%. In addition, the buyer assumes $10.6 million of
debt in the form of outstanding industrial development revenue bonds.

SHOULD THE COMMISSION FIND THAT THIS SALE IS IN THE
PUBLIC INTEREST?
Yes.

WHAT ARE YOUR REASONS FOR REACHING THAT CONCLUSION?
There are probably a number of reasons, but I will discuss four.

First, American is well qualified to take over Citizens’ business in
Arizona. It is the largest investor-owned water service company based
in the United States with 10 million customers in 23 states.

Second, American is on solid financial footing, with a strong balance
sheet and $1.3 billion in operating revenues in the past year. The
company asserts that this transaction will not impair its financial status,
its ability to obtain capital on reasonable terms or its ability to serve
Citizens’ customers.

Third, while Citizens has operated its water business in exemplary
fashion, the Commission should consider it a positive opportunity to
locate this business within a corporate structure that is focused almost
exclusively on water service.

Fourth, the successful completion of this transaction will help Citizens
to concentrate on its telephone business which is expanding in Arizona
and which remains under Commission jurisdiction.

IS AMERICAN WATER WORKS PAYING MORE THAN BOOK
VALUE FOR CITIZENS’ ASSETS?

Of course. American is paying for the market value of Citizens’ assets,
including the ongoing value of Citizens’ business. Consequently, the
gross plant balance of Citizens’ Arizona assets is a little over $167

million, but the pro-rated purchase price is $231.3 million.
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WHAT DO YOU MEAN BY PRO-RATED?

The purchase price of the Arizona assets is 27.7% of the price American
is paying for all of Citizens” water business in six states. That percentage
is the same as the ratio of Citizens” book value in Arizona to the book
value of everything American is buying from Citizens.

SHOULD THE COMMISSION BE CONCERNED ABOUT THE
DIFFERENCE BETWEEN BOOK VALUE AND PURCHASE PRICE?

This is an arms-length transaction between a willing seller and a willing
buyer. The presumption must be that the price is reasonable. However,
any consideration of the impact of the sale price is premature. American
has proposed that the ratemaking treatment of the difference be
addressed in a general rate case at a future date and that is appropriate.

ARE YOU CONCERNED ABOUT CONDITIONS THAT MAY BE
ATTACHED TO THE COMMISSION’S APPROVAL OF THE SALE?

I will preface my response by saying that AUIA is at a procedural
disadvantage in that we must file testimony without knowing what
conditions may be proposed by other parties, particularly Commission
staff (Staff) and the Residential Utility Consumers Office (RUCO).

THAT BEING THE CASE, DO YOU HAVE SOME CONCERNS?

Within the past 18 months, several applications for mergers and/or
acquisitions have been filed with this Commission for its approval. In
earlier cases, the Staff and RUCO have argued that shareholders of the
selling company should share the so-called gain between book value and
the sale price with ratepayers.

WHAT IS YOUR OBJECTION TO GAIN SHARING?

There is no legal or economic justification for gain sharing. It
unlawfully impedes a transaction by altering its negotiated value. It is
simply regulatory blackmail based on false assumptions.
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WHAT ARE THESE FALSE ASSUMPTIONS?

First, the idea that ratepayers have paid for a portion of a utility’s plant
and have acquired an ownership interest in it. Ratepayers have paid
only for the use of the plant and a reasonable rate of return on the
shareholders’ investment.

RATEPAYERS PAY FOR DEPRECIATION, DON'T THEY?

Yes, but depreciation is an expense item in rates and does not contribute
anything toward ownership. If ratepayers had an ownership claim on a
utility’s assets, they would also have to share in any losses the utility
experienced in disposing of those assets.

WHAT IS THE SECOND FALSE ASSUMPTION?

That the gain is calculated by subtracting book value from the sale price.
Book value is an artificial number produced by applying depreciation
rates and has nothing to do with market value. Furthermore, Citizens is
selling its ongoing water business, including its future profits and
growth potential, which is much more valuable than its hard assets.

DOES AUIA OPPOSE CONDITIONS THAT WOULD REQUIRE
CITIZENS TO SHARE THE GAIN ON THE SALE WITH RATEPAYERS?
Yes. Gain sharing is simply a method of confiscating shareholder equity.

WHAT IS AUIA’S RECOMMENDATION TO THE COMMISSION?
To find that the transfer of assets from Citizens Communications to
Arizona-American Water Company is in the public interest and to
approve the sale without conditions that would alter the values that
were freely negotiated by the applicants.

DOES THAT CONCLUDE YOUR TESTIMONY?
Yes, it does.
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Uniform System of Accounts
‘ For
Class B
Water Utilities

Pursuant to action by the National Association of Regulatory
Utility Commissioners, this System of Accounts is recommended to
the Commissions represented in the membership of this Association
for consideration and for adoption in their respective
jurisdictions with such modifications only as they may deem
necessary in the public interest.




("a.

400.

401.

- 403.

406.

407.

INCOME ACCOUNTS

.Operating Income

Operating Revenues

This is the revenue control account which totals the accounts
recorded in water revenue accounts 460 through 480.

Operating Expenses

This is the operating expense control account which totals the
amounts recorded in operating expense accounts 601 through 675 for
water systems.

Depreciation Expenses

A. This account shall be charged with depreciation credited to
account 108 - Accumulated Depreciation of Water Plant and creditec
with amortization debited to account 272 - Accumulated Amortizatic
of Contributions in Aid of Construction. Depreciation shall be
accrued on a straight-line remaining life basis or straight-line
basis, as required by the Commission. A single composite
depreciation rate may be used if approval from the Commission is
obtained. '

Note A:--See Accounting Instruction 27, for more detailed
instructions on depreciation accounting.

B. Depreciation for property not used in water operations is
charged to account 426 - Miscellaneous Nonutility Expenses, and is
credited to account 122 - Accumulated Depreciation and Amortization
of Nonutility Property.

Amortization of Utility Plant Acquisition Adjustments

This account shall be debited or credited, as the case may be,
only upon the approval of the Commission, for the purpose of
providing for the extinguishment of the amount in account 114 -
Utility Plant Acquisition Adjustments.

Amortization Expense

This account shall be the control account for amortization
accounts totaling the amounts in accounts 407.1 to 407.3.

407.1 Amortization of ‘Limited Term Plant

This account shall include amortization charges applicable to
amounts included in the utility plant accounts for limited
term franchises, licenses, patent rights, limited term
interests in land, and expenditures on leased property where
the service life of the improvements is terminable by action
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272.

BALANCE SHEET ACCOUNTS

C. The records supporting the entries to this account shall be so
kept that the utility can furnish information as to the purpose of
each donation, the conditions, if any, upon which it was made, the
amount of donations from (a) states, (b) municipalities, (c)
customers, and (d) others, and the amount applicable to each
utility department.

Note:--There shall not be included in this account advances for
construction which are ultimately to be repaid wholly or in part
(See account 252 - Advances for Construction).

Accumulated Amortization of Contributions in Aid of Construction

A. This account shall reflect the amortization accumulated on
account 271 - Contributions in Aid of Construction, 1if recognized.
by the Commission.

B. Specifically, balances in account 271 which represent
contributions of depreciable plant shall be amortized by charges to
this account over a period equal to the estimated service life of
the related contributed asset. A group or overall composite rate
may be used for contributed balances that cannot be directly
related to a plant asset.

C. The concurrent credit for the amortization recorded in this
account shall be made to account 403 - Depreciation Expense.

D. If a regulatory body allows the amortization of any portion of
the monies collected to pay the tax obligation caused by the
receipt of CIAC, such amortization shall also be reflected in a
sub-account of this account. Specifically, balances in account 271
which represent monies collected for the gross-up of CIAC (See
Definition 15.) shall be amortized by charges to this account over
a period determined by the regulatory body.

Accumulated Deferred Income Taxes

Before using the deferred tax accounts provided below, refer
to Accounting Instruction 28 (B) and (C). Interperiod Income Tax

Allocation - Depreciation and Comprehensive Interperiod Income Tax
Allocation - Other.

Public utilities shall use the accounts provided below for
prior accumulations of deferred taxes on income for additional
provisions. Prior to any use of these accounts, the utility must
file with the Commission, for the purpose of obtaining
authorization, its proposed plan of accounting for deferred taxes
on income. The utility shall not use these accounts unless such
use has been authorized by the Commission. If deferred tax
accounting is initiated with respect to any property such
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281.

BALANCE SHEET ACCOUNTS

accounting shall not be discontinued on that property without prior
approval of the Commission.

The utility is restricted in its use of these accounts to the
purposes set forth therein. It shall not make any transfers from
these accounts or make any use thereof except as provided in the
text of the accounts without prior approval of the Commission. It
shall not transfer the balance in these accounts or any portion
thereof to retained earnings except as provided in the text of this
account without prior approval of the Commission.

Upon the disposition by sale, exchange, transfer,
abandonment, or premature retirement of plant on which there is a
related balance in these accounts, the deferred tax account shall
be debited with an amount equal to the related income tax expense,
if any, arising from such disposition and account 411 - Provision
for Deferred Income Taxes-Credit, shall be credited. When the
remaining balance, after consideration of any related income tax
expenses, is not significant, the deferred tax account shall be
debited and account 411 credited with such balance. If after
consideration of any related income tax expense, and the remaining
amount is significant, then the Commission shall authorize or
direct how such amount shall be accounted for at the time approval
for the disposition of account is granted. When plant is disposed
of by transfer to a wholly owned subsidiary, the related balance in
the deferred tax account shall also be transferred. When the
disposition relates to retirement of an item or items under a group
method of depreciation where there is no tax effect in the year of
retirement, no entries are required in the deferred tax account if
it can be determined that the related balances would be necessary
to be retained to offset future group item tax deficiencies.

Note:--Public utilities having more than one utility department
and/or nonutility property and which have deferred taxes on income
with respect thereto shall classify such deferrals in the accounts
provided elsewhere so as to allow ready identification of items

relating to each utility department and to Other Income and
Deductions.

Accumulated Deferred Income Taxes - Accelerated Amortization

A. This account shall include tax deferral resulting from
adoption of the principles of Comprehensive Interperiod Income Tax
Allocation - Other described in Accounting Instruction 28 (c) of
this system of accounts that relate to property for which the
utility have availed itself of the use of accelerated (5-year)
amortization of (1) certified defense facilities as permitted by
Section 168 of the Internal Revenue Code and (2) certified
pollution control facilities as permitted by Section 169 of the
Internal Revenue Code.
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Title 14, Ch. 2

Corporation Commission - Fixed Utilities

located on his side of the point of collection in safe oper-
ating condition.

-.D. Easements and rights-of-way .

1.

R14-2-606.

Each customer shall grant adequate easement and right-
of-way satisfactory to the utility to ensure that customer’s
proper service connection. Failure on the part of the cus-
tomner to grant adequate easement and right-of-way shall
be grounds for the utility to refuse service.

When a utility discovers that a customer or his agent is
performing work or has constructed facilities adjacent to
or within an easement or right-of-way and such work,
construction or facility poses a hazard or is in violation of
federal, state or local laws, ordinances, statutes, rules or
regulations, or significantly interferes with the utility’s
access to equipment, the utility shall notify the customer
or his agent and shall take whatever actions are necessary
to eliminate the hazard, obstruction or violation at the
customer’s expense.

Historical Note
Adopted effective March 2, 1982 (Supp. 82-2). - .-

Collection main extension agreements

A. General requirements

1.

Each utility entering into a main extension agreement
shall comply with the provisions of this rule, which spe-
cifically defines the conditions governing collection main
extensions.

Upon request by a potential applicant for a collection
main extension, the utility shall prepare, without charge,
a preliminary sketch and rough estimate of the cost of
installation to be paid by said applicant.

Any applicant for a collection main extension requesting
the utility to prepare detailed plans, specifications, or cost
estimates may be required to deposit with the utility an
amount equal to the estimated cost of preparation. The
utility shall, upon request, make available within 90 days
after receipt of the deposit referred to above, such plans,
specifications, or cost estimates of the proposed collec-
tion main extension. Where the applicant accepts the
plans and the utility proceeds with construction of the
extension, the deposit shall be credited to the cost of con-
struction; otherwise the deposit shall be nonrefundable. If
the extension is to include oversizing of facilities to be
done at the utility’s expense, appropriate details shall be
set forth in the plans, specifications and cost estimates.
Where the utility requires an applicant to advance funds
for a collection main extension, the utility shall furnish
the applicant with a copy of the extension tariff of the
appropriate utility prior to the applicant’s acceptance of
the utility’s extension agreement.

All collection main extension agreements requiring pay-

ment by the applicant shall be in writing and signed by

each party before the utility commences construction.

In the event the utility’s actual cost of construction is dif-
ferent from the amount advanced by the customer, the
utility shall make a refund to or collect additional funds

2.

Ao op

Name and address of applicant(s)

Proposed service address or location

Description of requested service

Description and sketch of the requested main exten-

sion

A cost estimate to include materials, labor, and other

costs as necessary

f.  Payment terms

g. A clear and concise explanation of any refunding
provisions, if appropriate

h. The utility’s estimated start date and completion
date for construction of the collection main exten-
sion

Each applicant shall be provided with a copy of the writ-

ten collection main extension agreement.

C. Main extension requirements

1.

Each main extension tariff shall include the following

provisions:

a. A maximum footage and/or equipment allowance to
be provided by the utility at no charge. The maxi-
mum footage and/or equipment allowance may be
differentiated by customer class.

b. An economic feasibility analysis for those main
extensions which exceed the maximum footage and/
or equipment allowance. Such economic feasibility
analysis shall consider the incremental revenues and
cost associated with the main extension. In those
instances where the requested main extension does
not meet the economic feasibility criteria established
by the utility, the utility may require the customer to
provide funds to the utility, which will make the
main extension economically feasible. The method-
ology employed by the utility in determining ecag,
nomic feasibility shall be applied uniformly and
consistently to each applicant requiring a main
extension.

c. The timing and rnerhodology by which the utility
will refund any advances in aid of construction as
additional customers are served off the main exten-
sion. The custorner may request an annual survey to
determine if additional customers have been con-
nected to and are using service from the main exten-
sion. In no case shall the amount of the refund

exceed the amount originally advanced.

d.  Alladvances in aid of construction shall be noninter-
est bearing.

e. If after 5 years from the utility’s receipt of the
advance, the advance has not been totally refunded,
the advance shall be considered a contribution in aid
of construction and shall no longer be refundable.

Residential subdivision development and permanent mobile

. home parks

L.

Each utility shall submit as a part of its main extension
tariff separate provisions for residential subdivision
developments and permanent mobile home parks.

E. Ownership of facilities

from, the applicant within 120 days after the completion 1.  Any facilities installed hereunder shall be the sole prop-
of the construction.! erty of the utility.
The provisions of this rule apply only to those applicants .
who in the utility’s judgment will be permanent custom- Adopted eff cﬁHls;Z nc;lzN;);gz s 82-2)
ers of the utility. Applications for temporary service shall optec ellective March 2, (Supp- )
be governed by the Commission’s rules conceming tem- R14-2-607. Provision of service
porary service applications. A. Utility responsibility
Minimum written agreement requirements 1. Each utility shall be responsxble for the safe conduct and

Each collection main extension agreement shall, at 2 min- handling of theess er’s point of col-
imum, include the following information: lection.

September 30, 1999 Page 101 Supp. 99-3
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— the customer shall provide and have installed at his agresments prior to the applicant's acceptance of the util-
expense all piping necessary for relocating the meter and ity's extension agreement.
the utility may make 2 charge for moving the meter and/ 4. Inthe event the utility’s actual cost of construction is less
or service line. than the amount advanced by the customer, the utility
6. The customer's lines or piping must be installed in such a shall make 2 refund to the applicant within 30 days after
manner as 10 prevent cross-connection or backflow. the completion of the construction or udlity's receipt of
7. Each udlity shall file a tariff for service and meter instal- invoices related to that construction.
lations for Commission review and approval. 5. The provisions of this rule apply only to those applicants
C. Easements and rights-of-way who in the utility's judgment will be permanent custom-
1. Each customer shall grant adequate ¢asement and right- ers of the utility. Applications for temporary service shall
of-way satisfactory to the utility 10 enswre that customer's be governcd by the Commission's rules concerning tem-
proper service connection. Failure on the part of the cus- porary service applications.
tomer 1o grant adequare easement and right-of-way shail C. Minimum written agreement requirsments
be grounds for the uulity to refuse service. 1. Each main extension agreement shall include the follow-
2. When a utility discovers that a customer or his agent is ing information:
performing work or has constructed facilities adjacent 1o 2 Name and address of applicant(s)
or within an easement or right-of-way and such work, b. Proposed service address
construction or facility poses a hazard or is in violation of c. Descripdon of requesied service
federal, state or local laws, ordinances, statutes, rules ot d.  Description and map of the requested line extension
regulations, or significanty interferes with the utlity's e. Itemized cost estimate to include materials, labor,

access 10 equipment, the utility shall notify the customer and other costs as necessary

or his agent and shall take whatever actions arc necessary f Paymentterms
. to eliminate the hazard, obsmuction or violation at the g. A clear and concise explanation of any refunding
! customer’s expense. provisions, if applicable
b Utility's estimated start date and completion date for
Historical Note construction of the main extension
Adopted effective March 2, 1982 (Supp. 82-2). Amended 2. Each applicent shall be provided with a copy of the writ-
subsection [B) effective September 28, 1982 ten main extension agreement.
(Supp. 82-5). ’ D. Refimds of advances made pursuant to this rule shall be made
. in accord with the following method: the Company shall cach
. R14-2-406. . .Mam extension agreements year pay 10 the party making an advance under a main exten-
«7m A Each ulity entering into 2 main extension agreement shall sion agrezment, or that party's assignees or other successors in
J comply with tre provisions of this rule which specifically interest where the Company has received notice and evidencege™.:
defines the conditions governing main eXiensions. of such assignment or succession, 2 minimum amount equal t{\
B. An applicant for the extension of mains may be required to pay 10% of the total gross annual revenue from water sales to each:”
to the Company, as  refundable advance in aid of construc- bopa fide consumer whose service line is connected to main
tion, before construction is commenced, the estimated reason- | lines covered by the main extension agreement, for a period of
able cost of all mains, including all valves and fittings. 20t less than tenyears. Refunds shall be made by the Company
L In the event that additional facilitics are rcqu:lrcd to pro- on or before the 31st day of August of each year, covering any
vide pressure, storage or water supply, exclusively for the refunds owing from water revenues received during the pre-
new Service of Services requested, and the cost of the ceding July 1stto June 30th period. A balance remaining at the
additional facilites is disproportlonate to amicipated rev- end of the ten-year period set out shall become non-refund-
caues 1o be derived fom furure consumers using these able, in which case the balance not refunded shall be entered
fa::%l{u.cs, the mm:d rcas-onablc cost of such additional as 2 contribution in aid of construction in the accounts of the
facilities may be included in refundable advances in aid Company, however, agreements under this general order may
of construcnonbto be paid Faolthc Ciiompany. . provide that. any balance of the amount advanced thercunder
2 Upon request Dy 2 potential appucant for a main exten- remaining at the end of the 1en year period set out, shall there-
sion, the udlity shall prepare, without charge, 2 prelimi- after remain payeble in whole or in part and in such manner as
nary sketch and rough estimate of the cost of installation is set forth in the ent.
to be paid by saxd applicant. Any applicant for a main 1. The aggregate refunds under this rule shall in no event
cxtcx?sion‘rcqumng the uti!ity to prepare detailed plans, . exceed the total of the refundable advances in aid of con-
spccxﬁwuom, O Cost esumales may be required to struction. No interest shall be paid by the utility on any
deposit with thc_ utiiity an amount equal to the estimated amounts advanced. The Company shall make no refunds
cost of preparatian. The utility shall, upon request, make from any revenue received from any lines, other than cus-
available within 45 days after receipt of the deposit tomer service lines, leading up 1o of takx,n off from the
referred to above, such pla‘ns, specifications, or Cost esti- particular main extension c%vc!;cd by the aéccmcnt.
mates of the pf°.9°5°d main extension. Where the appli- g, moun advanced in aid ofconstruction of main extensions
cant accepts .mhr.y. construction of the extension, the shall be refunded in accord with the rules of this Commission -
deposit shall be credited to the cost of constructon; other- * i force znd effect on the date the ent therefor was exe-
wise the deposit shall be nonrefundable. If the extension cuted. Al costs under main ai.?:t;m ements entered into
is to include oversizing of facilities to be done at the uadl- after the adoption of this rule shall bcgrr:ftm ded as provided
ity's expense, appropriate details shall be set forth in the P

e . herein. . _

plans, specifications and cost esumates. F. The Commission will not approve the transfer of any Certifi-
Where the udlity requires an applicant to advance funds cate of Public Convenience and Necessity where the transfe; V
for a main extension, the unhyy shall furnish the applicant has entered into a main extension erment, unless it is & i
with a copy of the Commission rules on main extension o od 10 the Commission thaxi th‘gxc feror has agreed t;

(V3]
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