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ARIZONA WATER COMPANY DI ATINTD
Robert W. Geake (No. 009695) Bl b S e e
Vice President and General Counsel

3805 N. Black Canyon Highway 00k SEF 1S D 339

Phoenix, Arizona 85015-5351
Telephone: (602) 240-6860

FENNEMORE CRAIG

A Professional Corporation
Norman D. James (No. 006901)
Jay L. Shapiro (No. 014650)

3003 North Central Avenue Avizona Corperaton Comrission
Suite 2600 . DOCKETED
Phoenix, Arizona 85012-2913

Telephone: (602) 916-5000 SEP 1 5 2004
Attorneys for Arizona Water Company DOCKETED BY [

7

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE APPLICATION )  DOCKET NO. W-01445A-04-0650
OF ARIZONA WATER COMPANY, AN )
ARIZONA CORPORATION, FOR )
ADJUSTMENTS TO ITS RATES AND ) NOTICE OF FILING
)  OF CORRECTED TESTIMONY OF
CHARGES FOR UTILITY SERVICE
FURNISHED BY ITS WESTERN GROUP ; gﬁ%‘%ﬁ% %‘ﬁ%ﬁfﬁﬁ?&%ﬁ%
AND FOR CERTAIN RELATED )
APPROVALS )

On September 8, 2004 Arizona Water Company, an Arizona corporation (the
“Company”), filed its application for an order approving certain adjustments to its rates and
charges for utility service provided by the Company's Western Group, which includes five
separate water systems in Arizona. In support of its application, the Company filed, among other
things, the direct testimony of Thomas M. Zepp.

This week, the Company discovered that it inadvertently omitted some attachments that
should have been filed with Dr. Zepp's direct testimony. For that reason, the Company is filing
with this Notice a separate (Dr. Zepp's testimony as filed on September 8 was included in a
bound volume with the testimony of other Company witnesses) bound volume of Dr. Zepp's
direct testimony that includes the previously omitted schedules. Dr. Zepp's testimony is

otherwise unchanged.
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The Company has also discovered that a page was inadvertently omitted from its bill
count that was also filed with its application on September 8. The omitted page concerned four
inch meters in the White Tank system. The Company is filing with this Notice the omitted page,
which should be included with the original bill count, and, for the benefit of the Staff and other
parties, all of the pages from the bill count for the White Tank system, including the previously
omitted page. The bill count is otherwise unchanged.

RESPECTFULLY SUBMITTED this 15th day of September, 2004.

ARIZONA WATER COMPANY

Robert W. Geake

Vice President and General Counsel
ARIZONA WATER COMPANY
Post Office Box 29006

Phoenix, Arizona 85038-9006

Norman D. James

Jay L. Shapiro

3003 North Central Avenue
Suite 2600

Phoenix, Arizona 85012
Attorneys for Applicant
Arizona Water Company

An original and thirteen (13) copies of the foregoing, together with the separately bound
attachments and direct testimony referenced therein, were filed this 15th day of September, 2004
with:

Docketing Supervisor

Docket Control Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

A copy of the foregoing, together with the document referenced therein, were delivered this 15th
day of September, 2004 to:

Ms. Lyn Farmer

Chief Administrative Law Judge
Hearing Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007
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Mr. Ernest G. Johnson, Director
Utilities Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

Christopher Kempley, Chief Counsel
Legal Division

Arizona Corporation Commission
1200 West Washington Street
Phoenix, Arizona 85007

bl ytoil 70— s

UNRATECASE200\CORRESPONDENCENOF_091404.DOC
RWG:JC | 09:39 9/15/04

ORIGINAL




"Buiy v0oz ‘g Jequisydeg
Wwoy peyjuwio Apuepeapeu; sem abed sjy )

00°* 0* 0°
oG* o0* c*
00° o° 0°
co* o° o°
00°* G* o°
00* o* 0°
00°* o* 0°
00° [+ c°
oo* o* o°*
00° c* o*
00° G* o
00° o° o*
oo* a* 0°
00°* o° 0°
00° o* 0°
00°* o° 0°*
00* o°* o*
00°* 0° 0°
00°* G* o*
00* (*hd o
00°* o* o*
00°* o* o
Qo* 0* o
00° 0* 0*
0o* Q° o
00° o* o
00°* o* o*
0o* o* o*
00° o°* o
00" v 0o°
00°* o* o°
oo° o°* o*
0o0° o* o*
00° 0° o°*
00* o* o*
0Q* o° G*
00° o 0
00° o° G*
00° c* 0
00° c* o°
eo° G* G*
00* 0°* o*
0o°* 0° o*
00* o° o*
oo* o* o*
OOQ Ol o.
211 g (+he o°*
oo o° o°*
oo°* 0 0°
. OO. ’ o°* ) o°
IN32¥34 SNOT1IVS W %3018 NyHL
~m=ee §TIQ TV === INISSVd S8

-C15%78~ S~H 3INA3IHIS

ISN FALLVIONNND

0°* 0*
0 (1)
(42 0°
0o* o°
0°* o°
0° o°
o* 0°
[ 0°
0° o°
o* (1 g
0°* 0°
(1 g 0°
0° 0
{4 2 o°
(¢ (¢4
0* o*
0° 0°
0° (1
0* 0°
0° o*
O. o.
o 0°*
[/ 0°*
0* o°
°. o.
c. o.
QC Q°*
o. OO
0° o°*
[ Rd o*
0° 0°*
0 o°
oe o*
°' OO
o° 0°*
0 0°
0 0*
0° 0*
0°* (154
o. o. i
o 0°*
o. OO
°. o.
OO o.
o. o.
0° o*
o. °.
Q. Ol
O. Ol
.°. QO
M30718 NI %3078 NI
ONIGN3 S8 INIGN3 S8

* STIVIDL ¥313W »

40 3sn viol

€002 ¥V3IA 1831
iNAOJ 719
ANVdWOD Y3LVM YNOZIMY

SU3INOLSND I9VHIAY.
TLE/SNOTIVY 9AY

* 39vsn vinl
ST1I8 1viol

(=R~ Ne]

co* 0 0 Q*00¢
014 g 0 0 0°00"
00° 0 0 0*00¢
oo* 0 0 0°0s2
00°* 0 0 a*002
00° 0 0 0*091
0Q* 0 0 0°0%1
00°* 0 o 0%021
-00* 0 o 0*001
oo°* (o] 0 006
00°* 0 0 0°08
00*. 0 0 0°0L
00° 0 0 0*09
0o* 0 0 0°0¢
0o* o 0 00y
o0* o 0 0*se
00° - 0 0 a*0¢
oo°* 0 0 0°62
00°* 0 0 0*02
co* 0 o 0°81
0o* 0 1+ 0°*91
00°* 0 0o 0*»1
00° 0 0 0*21
0o* 0 0 0*01
00°* 0 o 0°%6
co* 4] 0 0*8
c0* o 0 0L
00° 0 (¢ 0*9
00°* 0 0 0*s
0o* 0 4 Sy
00° 0 0 0%
co* 0 o 5
oo* Y 0 0*¢
00°* 0 0 §°2
00" 0 0 o2
00°* 0 0 g1
00°* 0 0 g*1
00* 0 0 1
co* 0 0 21
oo* 0 0 o°1
co°* Q 0 &*
00° 0 0 8
0g° 0 0 L*
oo* 0 0 9e

]t 0y 0 0 1 %
00°* 0o 0 kA
00° 0 0 €*
0o* 0 0 z°
00° 0 0 1°
oo°* 4] o 0*

AN3OU2d  ¥3EWOAN  N0T8 NI V9 W
%3078 NuML S78 WND  SIT19 H0 & %3018
; 39vsn

. HINI % 2371IS ¥3i3W sZ*Lo%21
MWNVYL 3LIHM H%0 :W3L1SAS L YR VA




182°1 SYIWOLSNI

JOVYIAY

%T10%¢1 TII19/SNOTIIVY 9AVY
2°1e6cés61 39vsSN 1vi0L
10461 S1118 vi0L
00001 Z2°*16E's61 0° Z°T6€466T 6°52. 10° 1 1 6°66666
26°66 €°591%661 0°00sg €°69964¢1 0°* 10°* 1 0 0°00S
£8°66 £°590%s61 0°00% £°599¢961 8°6€9 20° € 2 0°00%
9L%66 $°626%v61 0006 G°G520%46T 8°5%s £€0° S r4 0°00¢
9966 Lo62Lbv61 0°062%t1 IRY YR LT 1°924 s0° L r4 0°062
25%66 M ETEETY 0°00%%1 9°¢50%€6T 916041 60° €t 9 0°002
T1£%66 2°9€0%v61 0*080%¢z 2°956%161 0°568 €1° 61 9 0°091
S1°66 Z°12Lt¢61 0°099%¢2 Z*190%161 6°96%942 Gz* :13 61 0°0%1
¥8°86 £*»Z1%€61 0°095%y €£°%9649g81 9°LTLéZ Zy* €9 sz 0*0z1
Y€°86 L°9%1%2z61 0*00eé9 L°9%8%cgT 0*tlsotl 9g* 48 12 0°*001
L6%Lb Leevbiet 0*09séL L°gr84egt 1°6%1%¢ 18° 121 LE 0°06
Sy LG 9°%0% %061 0°089% 9*421%081 v°509é¢ T1°1 191 94 0°08
£L°96 Z2*600%681 0°069%1T ZestedeLt y*e9¢ég L9°1 0s2 €8 0°0L
89°56 85564981 0°000%s1 8°6664TL1 6°%0gé2 Ls*2 98 € 9€T 0°0S
Y1°%6 6°066%€81 0*00¢cte1 6°059¢4991 gevegézt Shey 899 282 0°0s
£5°16 9*9¢848L1 0*0zL%92 9*91142gT 6*250% 90°9 016 292 Q°*0%
26°68 1°%164%11 0°068°%1¢€ 1°%90%¢cyT »*g00421 €s°g 18241 1L¢€ 0°s¢t
YL°98 L*°584%691 0*0tcvése L°6504 1€l L*ee9det Yg* 11 8LL%T L&Y 0°0¢
$8°28 0*z88¢191 0°0s5yéyy 0°zZevéLTT 1°926%11 61°L1 18642 €08 0°s?
ce Ll 6°521%161 0°029%1s 6°505%66 2'€sets 62°02 9%04¢ 594 0°02
99yl L*0ByigHyl 0°g28%vg L*259%06 0°*v6L%6 2192 229%¢ 9LS 0°81
%0°1L L*018%8ET 0*2sslLe L*858%08 9*08Z%11 €162 breby 2sL 0°91
$6°99 1°9T18%0€1 0°9€2%19 1°8L5%69 L*90L*1T €1°G¢E y12%¢ 006 041
10°29 v*1914121 0°882%€9 yeergdss 6°801%¢1 90°¢Yy S9449 1611 0*21
00°9s s* 91494601 0°069%49 S*H9L byy yee9géyL €2°8Y r4 Z4d LLL 0°01
0s°*2g 1°625%201 0°8L1%¢9 T*109%4L¢ T°1s1%L . 28°€¢ 08048 8¢8 0°s
9c° 8y 0°068%46 0*0%9%%9 n0*0szdo¢g L*916%9 %6°6% 000%6 026 0°*8
: 3 EL°T £oeceéos 0°000¢¢9 ceeectez €°569%9 9L°99 420401 y20é1 0°L
0e*6€ 0*z8Lt9.L 0°%%1%09 0°8€94971 L*€6G4%g SG°EL €904 11 610%1 0°9
gE°cE £€°661%99 0°s1zéss €°%86401 s°0tTL42 2e*LL 60911 99¢g 0°s
Le*0E g*%1s%09 s*ovetes ge¢cL2ég 9°991¢2 8908 y11%21 S0s Sy
£6°L7 2°e9649¢ 0°95végy Z*101%9 €°crgét 98°¢8 165421 LLy 0%
SL*HZ 4°29¢c4sy 5*°890%4y 6°c62y €°Ive’l 15°98 L66%21 90% G°¢
Ly°12z S°Eh6d 1Yy 0°166%8¢ 3°266%2 Y0408 1 %0*68 89€4ET e 0°¢
80°81 2*egedse 0°02Zvbee Z2°216%1 2°8¢L L1°16 689%¢T 12¢ g2
19°%1 0°cssége 0*sreL? 0*H1141 €%€52 L0*26 gz8éen %€1 o*2
T2°¢€1 1°208¢g? 4°188%%2 L4026 0°s02 $8*26 ov6tel LIt 8°1
8L°11 L°610%€2 o*yo0€éz2 L*51L %81 €9°¢€6 850491 811 9°*1
SE*DI s*e1z%02 Z*189%1 €°2€s ¥*IST 8€E*46 0LTSYT r4 4 b1
06°8 6°98BESLT 0*%00%.1 6°08¢ 6°€6 S6°46 962é41 98 Z2°1
AR} 0°ev5éy1 0°962%%1 0°182 0°5¢ Ze*s6 11491 1 0°1
1L°9 6°1TT%¢€T e*6lL842T 0*z¢z v 1y Y9°66 6GESYT a9y 6*°
86°S 8oLL9%1T rAFR:L 104 ¢ 9°061 rAd 24 00°96 cIvéy1 114 g*
he's s°9€2%01 1*680%0T LAY 2 6¢ LE®*96 699841 9g L
05°*y 9%68L%g 4°189¢g 2°801 rAL¥4 $9°96 116491 2y 9°
9L*E segeed,L GeggetyL 0°€8 G*L2 20°L6 996441 ss G®
10°¢ 6°1884g y*92g8g G*gg 0°02 SE* L6 919441 0s He
92°2 go02yty g8*»8egéy s°ceg €°st 69°L6 L99%41 1s €
1s°*Y 9°cseéz vregoée Z*02 v 11 L0°86 HZL49 LS 2°
9L° 2* 18441 yezlybt g*g 88 $9°86 218441 88 T
co* 0* 0° 0° 0o* 00°001 410461 2oz o*
IN3293d SNOT1TV9 W %2078 NYHL N2019 NI %3079 NI IN32¥3d  Y3BWNN NI018 NI V9 W
=== $7171g TV —=—m INISSVd S1d 9NION3 S8 ONIGN3 S8 ¥I078 NYHL S8 WAD SI11I8 40 # X018

ISN IAILVINUNND

40 3sn viol 39vsn

€002 d¥Vv3A 1S31
1INNGD 1718
ANVdAWOD ¥31YM VNOZIMV

-C18%78~- S~H 3INQIHIS

HINI 8/S :37IS ¥313KW
! » STIVIOL Y313W »

ANVL 3LIHM %90 :W3ILSAS

§2°10%2%
%0/L10/1




00°001  1°sso‘s 0° i
19°86 L°926%L 0°002%1
£E9°¢€6 2*92stL 0°008%1
€1°68 L*sL1L o*osLtt
049*%8 2°g6L%9 0°008%1
£6°6L y°8EY¢y 0°09%¢1
L. E9°LL  8°zsety 0°00%¢1
10°sL 429049 0°0ovyét
46°1L 0°s6L%s 0°00%¢t
L1°0L y*2694g 0°0%vé1
66°L9 9°91%4¢ 0°02s'1
9£°59 9°4992%¢ 0°0sLét
82°19 4°9¢64y 0°0ovedz
¥8°56 1°86%%y 0°0sede
Ly °6Y 2°s96%¢ 0°02¢ete
26°Sy 6°9994¢ 0*svebe
SG° 1y $*90¢é¢ o*082%2
£2°9¢ L°BT6%2 0*000¢z
%8°0¢€ LRET: L A o*o%8'1
95°g2 v*00€42 0°969¢1
92°92 Y*o11t2 0°88%41
18°¢2 §°226%1 o*zyvtt
€212 S°0TLT 0°02eé1
0v°81 6° 18941 0°cozt
88°91 v*65€t1 0*L01%1
€£€°ST s*9E2é1 0°910%t
0L%€l 6°€0T1%1 0*8€6
g6°11 0°596 0°9+48
L1°01 $*618 0°c€EL
92°6 8°SHL 0°999
2€°E Y*°0L9 0°919
se*L $°266 S%6%5
LE®9 0°els 0°€gy
SE°S 0°1gy s* 21y
1€y S*LYE 0°8€€
68°¢ L €€ 2°%0¢€
Ly*¢ 8°6L2 o0*zL2
s0°¢ 9542 8°0%2
25°2 0*112 9°10¢2
61°2 1°9L1 0°GL1
L6°1 9°8¢51 s*L51
ITRE 1°1%1 0°0%1
£€s°1 9°¢21 62?1
2e*1 1°901 0501
01°1 5°g8 °L9
gg° 0°1L 9*0L
99* ¥°ES 8°2s
by L"S€ yece
ze* 6°LT 8°L1
00" 0° _ o°
iN37%3d SNOTIVY W 2019 NYHL
—~——= §711g 1Y -=-- INISSVd S8

-C1s%16~

S-H 3ITNA3IHIS

*

3SO 3ALLYINWWND

1°550¢%9
L*92L%9
Z°92L4s
L°629%g
AL TY AL
»°866%4
8°2584%y
»*209%y
0°56céy
He2124%
9°964é¢
9*h1gég
96642
1°841¢2
2°69941
6°T2€4T
6*92041
L*816
Y4999
H*H99
2°129
(44]:24
S*06¢€
6°182
Y262
g*g12
6°691
0°611
S*%g
8°6L
Yeug
6°2y
0°0¢
cegl
G*6

%6

8%,

8y

e g

1*1

T*1

1°1

11

11

T°1

0.

o.

MO

HQ

o.
%2018 NI
NION3 S8

STIVIOL YW313W x

yegzett
S°000°1
§°96¢
£ 1€y
o.
9°s41
%°0s¢2
»*102
9°281
8°562
0°2%%
2°816
€£°899
6°28%
E°EYE
%°562
8°L01
€° L2
o.
o°L1
6°941
0°06
9°801
5°62
6°¢€
9°2¢
6°9%
38 14
L%y
¥*52
S°T1
6°21
11
0%
o.

.
-
[
[}

N Mo

L
0
v
€
o.
o
(14
o.
0°*
G*
o*

%7018 NI
INIGN3I s18
40 3sn Iviol

€002 Y¥V3IA 1S31
INAGD 1718

ANVdAWOD Y¥Y31VYM VYNOZINYV

$9°1
gZ°e
£8°¢
26y
26°%
9%°*g
95°9
s9°L
bL°8
ge°0t
99° €1
1e°12
g89°6¢d
69°1¢
19°9¢
€S 1Yy
2Lty
Lz2°0s
LZ°0¢S
28°0¢
g2°9¢
T1°09
LS®S9
12°L9
0%%69
22°€L
so0°LL
€e*08
18°08
S1°%8
6L°S8
86°LE
91*06
qe”dé
G€°26
06°26
66°€6
Y5°96
€9°66
£€9°66
€9°66
£9°66
£9°66
£€9°66
L1°96
L1796
2L"96
L2*Le
18°L6
00°001
IN3JY¥3d

€81
Y3IAWNN

St S¥3W0LSND 39VYIAY
L10%%Y I18/SNOTIVO 9AY
1°550¢8 3gvsn 101
€81 S111€ vioL’

0°00¢
0°00%
0°00€
0°052
0°002
04091
0°091
0°021
0°00T
0°06
0°08
0°0L
0°09
0°0g
0°0%
0°s¢
0°0€
0°sz
0*02
0°81
0°91
0*v1
0°Z1
0°01
0%6
0°8
0°L
0°9
0°¢
S*y
0%y
¢
0°¢
5°2
0°2
ge1
9°1
ye1
z*1
0°1
&.

m.

F.

o.

m.

#.

m.

N.

H.

o.
%2078 NI 1vo W

- e

-t

\?MNF‘OF‘OOOOON—'NHOQQQmOﬁ\DFF#Mghs—iONQO‘OMQQOH\NNN#‘ONAMM

HI3078 NYHL S78 WND . ST11149 340 #  X)2018

39vsn

HONI T 337IS 3313w sZ*Lo*21

ANV L

3LIHM %90 :W3L1SAS Y0/L0/1



00°*
oo0*
00°
00*
00°
00°
00"
00°
00°
00"
00°
00°
00*
oc*
00°*
00°
00°
00*
00*
00°*
og*
po*
00°
oo*
o0o*
00°*
00°*
00"
00°*
06"
0c*
0o*
00*
0o*
00°*
00*
00°
00°
00*
00°*
00°*
00°
00°*
00°
00°
0Q*
0o0*
00*
00°
00°*
1N3243d

—==== STI8 1V ===w

o* 0°
c* o°*
0* o*
o. o.
G* 0°
o° c*
o. o.
[+ g c*
c. o.
o° 0*
o* o°*
o. o.
o° 0°
°. D.
o* (VR
o* 0°*
o° o*
c* 0°*
o* o°
0° 0*
a* a*
o°* 0°*
(VR o°
o* (Vi
o° 0°
o. o.
o* o*
o° 0°
0o* (Vd
o° o*
o* o*
o°* o°
o* c*
o* 0*
o* [0
o* 0°
o° 0°*
o° o*
o. o.
o. o.
c* c*
o* o°
o. o.
c* 0*
a° 0°
G* c*
o° c*
o* o°
o Q°
0° 0°
SNOTIVY W %2078 NYHL

"=C1S%16- S-H IINA3ZHIS

ONISSvd S8
35N 3AILVINWWND

(1 g o°
{0 0°
o° c*
o° 0°*
0°* 0o°
o* 0°
o* o°
o* 0°*
0° o°
0* 0°
0°* o°
10 0 o*
0° (V2
o° 0°*
0* o°*
[0 o°*
[0 b o*
0° 0*
o° 0*
0* G*
A c*
0° o°
0* 0°
(4 o*
a* o°
(¢ g o*
o* o*
o* o*
o° o*
(14 0°*
o. o.
o. o.
o. OI
o. o.
o. o.
o. o.
o. o.
°. o.
o. 0'
o. o.
o. o.
o. o.
o. o.
o. o.
o. o.
Q. o.
°. o.
o. o.
°. o.
o. o.
%2078 NI A20718 NI
ONION3 sT8 ONIGN3 s78

* STIV10L Y313W =*

40 3sA viot

€007 ¥Vv3A 1S3t
ANNO3 118
ANVJWO) d3I1VM VYNOZ1Wv

oo°*
co*
¢co*
Q0°*
(+]0 g
oco*
oo*
(010 g
00°*
oo*
oo*
oco*
oo*
co*
0o*
oo*
00°
(¢]1 2
¢co*
oo*
oo*
oo*
00°
oo*
co*
oo*
oo*
00°*
00°
00*
oo*
00°
00°*
co*
00"
oo*
oo*
oo*
oo*
00*
co*
00°*
0o*
0o*
00°*
oo*
00*
00*
oo*
oo*
IN3DN¥3d

000

(<X N-X=K-XeE-NoNoNNoNeNeNNN=jofaolsNogelofeleojojaofeoNallofoNeojoNojoaojofoooRolleNoleRe el e

Y3IBWNN

SY3IWOLSNI IOVU3IAY
T118/SNOITIVY 9AY
39vsSN viot
S171¢8 viol

0°00S
0°00%
0°00¢
0*0s2
0°002
0°091
0°0%I1
o*ozt
0°001
0°06
0°08
0°0L
0°09
0°0s
0°0y
0°se
0°0¢
0°g2
0*02
0°81
0°*91
0°+41
0°21
0°*0t1
0*6

onomnNomnNnoooo
NANNMMETINO~®

0000000000000 OOCTDODOLDOOO0O0OCOLOLODOOOOODODOO0COOODOODO
«©
.

32078 NI IVO W

X078 NUHL S78 WND  ST7118 40 # %7018

39vsn

HIONI 2/Y T :371S ¥3i3W 62°10%*21
ANVLI 31IHM %0 :W3tcac WO /linsy




2 SU3IWOLSND 39VHIAY
Lrsdz2t I118/SNCTIVY 9AV

H°09642 39vsn IvioL
2 $7719 VIO
00°001  %°0%6'z 0°* 2009647 Y916 £€°8 r4 2 0°00S$
11°96 0°928¢2 0°008 0°920%2 ¥*L96 £8°02 1 € 0°00%
zZo*L8 9°8654¢ 0°00s¢1 9°850¢1 0°* £8°02 S 0 0°00€
15°8L 9*g0eéz 0*05Zt1 9°850¢1 0°* £8°02 S 0 0*0s2
10°0L 986042 0°000%t 9°850¢T S*96¢€ L1062 L 2 0°002
19°09 1°28L41 0*021%1 1°299 6°1I%1 €E°EE 8 1 0°091
8L°SS 2°0%9¢1 0*0z1ét 2°02¢ 0°* EE°EE 8 0 0*0%1
Y€£°0S 2°08%41 0°096 Z2*02s 8°501 0s°LE 6 1 0°021
0L uY veoreéy 0°006 Yo u1y 0° 0s°Le 6 0 0°00T
99° Ty y*92241 0°018 veu1y 0° 0S°*LE 6 0 0°06
8S°8¢€ vo9€141 0°02¢L Y91y 0° 0G°LE 6 0 0°08
Z2S°SE 2°990%1 0°0€9 Hou 1y 0° 0G°LE 6 0 0°0L
9y 2€ »°956 0°0%s boH 1Yy 9°1g L9° 1Y ot 1 0°09
| YE*62 8°2Z98 0°00sg 8*29¢ 9°122 06*29 (34 S 0°0¢s
| 1z2°¢s2 z°1vL 0°009 Z°1y1 0°8€ L9°99 91’ 1 0°0%
o g2z 2°€99 0°09s Z°€01 0° 19°99 91 0 0°s¢
s £€8°61 €8s 0°08Yy 2°€01 €£°8g 00°SL 81 4 0°0€
£8°91 6°%6%h 0°06Yy 694 0° 00°*st 81 0 p*se
LL*ET 6*90% 0°*09¢ 6%y 0°* 00*s2 81 0 0°02
6621 6°89¢€ 0*4Z¢c 6°4y o° 00°st 81 (] 0°81
Ze* 1l 6°2€€ 0°882 %4y 1°sT L1°6L 61 1 0°91
90°01 8°G662 0°99¢ 8*62 rAFA £E°€8 0z T 0*%1
91°*8 9°L62 0°0%< 9*LT o°* ge*es8 02 0 0°21
0y L 9°L12 0°002 911 o° €€°¢eg 0z 0 0°01
ZL°s 9%261 0°08T 9°11 o° £€°€8 0z 0 0°6
%0°9 9°L21 0°091 9°L1 0° £E°EB. 0z 0 0°8
9¢g°s 9°161 0°0%1 9°11 : L°9 0s°L8 12 1 oL
99°y 6°9€1 0°921 6°01 o°* 05°L8 12 0 0°*9
v6°¢g 6°s1l 0°601 6°0T1 9%y L9°16 4 1 0°s
BS°€E £°501 0°66 €°9 0° L9°16 22 o 12
12°¢ £*%6 0°88 €9 0° L9*16 22 0 oY
mmHN m“mm o*LL €°9 £°9 00°001 L 74 2 413
me.m 0°2L 0°zL 0* o°* 00°001 2 [V} 0°€
mm.m w.mw o.oo o” 0° 00°00T %2 0 G°2
308, : o.wq 0 0°* 00°001 2 0 0°*2
ey Z2°cy 0° 0* 00°00T L T4 0 8°1
1€%1 »°8E v*g¢ 0 0° 00°00T1 42 0 9°1
y1°1 5e€€ 9*EE 0+ 0 00°001 e 0 ye1
wm. w.ww w“wN 0* o° 00°00T »e [V} 2°1
42 o° 0 00°00T ve 0 0°1
€L® S°12 9°12 0°* o° 00°001 92 0 6°
mm” m“oa 2°61 0° o 00°001 »e 0 8*
Ls g°s1 8°91 o° 0° 00°001 vz 0 Le
6v° eyl vey1 0° o°* 00°001 v2 0 9
Iy 021 0°21 0°* 0°* 00°001 2 0 G*
£g° 9% 9%6 o* 0° 00°001 174 0 ye
L T A 2L 2L o° a* 00°001 L T4 0 €
91°* 8%y 8%y 0° o° 00°001 L 74 0 rdd
80° ez »*e 0° 0° 00°001 2 0 T
00° o 0° 0° . 0° 00°00T 2 o o°
IN3D743d SNDIIVOY W %3019 NyHL 2018 NI 7079 NI IN32¥3d4  Y3gwnN %2078 NI Ve W
——=== STHg 1V -=—= INISSVd S18 9NION3 S8 ONIGN3 S1¢ XJ018 NYHL ST8 WNJ S11I8 40 # %7018
- 3ASN JIALLVINWWND - 40 3IsSN viol

3ovsn

€002 ¥v3A 1S31

ANNOD 1718 HONI 2 :371S ¥313W S2°L0°2%
* STIVLIOL d313W = ANVJWOD ¥3L1VM VYNOZ1dV ANVL JLIHM %%0 :WIiSAS wo/in/y

=C1S%16- S~-H 3ING3IHOS




00°001  L°120%s 0° L*1204g 6°LyetT
20°€6 8°6L9%y 0°000¢1 8°6L9%¢ 0%22%
9988 geLSHéy 0*002¢1 8%152%¢ Y*199
8%°19 9°960%y 0°00s°1 4%96647 £*1v8
69°%1 I1°s624¢ 0°000%2 T°s56241 1°22%
| 62°59 O°ceele 0*000%2 0°ceetT 8°9L€
7 12°L6 2°918%2 0*0Z6¢1 2°966 LeO%T
7 Zyees s*ge942 002841 s°s1g 6°%21
| : St*Ly 9°0L€42 0°089°¢1 9°069 8°901
: Sy 1y 8°€804%2 0°00s6%1 ge€gs 8°4%6
LE*8¢E 0%626%1 0*0vvtt 0%68% o°
61°SE 0°69L%1 0°082%1 068y 2°L62
99°1¢ 8°165%1 0°00%¢1 8°161 S*%9
6s°L2 £°L8¢€t1 0*092%t €221 €811
sG°€2 0°661°%1 0*0st1 06 0°*
89°61 a®626 0*026 0*s [¢3d
61°61 0°%18 0°508 0%6 0°
06°E1 0°669 0°069 0%6 0°
z9°1t 0°%8¢g 0°sls 0°s 0°
: £E°¢ 0°69% c*09% 06 0°*
W 148 0°e2y 0*41% 0*6 0°*
: 06*L G*LLE 0°89¢ 06 o°*
, 85°9 0°1€¢e 0°22¢ 06 o°
: 19°g o*sge 0°sle 0% 0°
SL°Y 0*sEe 0*0€2 0°6 0°
oe*y 0*912 0*L02 0%6 06
28°¢ 0°Z61 0261 0* 0°
YTl 0*891 0°891 o 0°
96°2 0°4%%1 0*yb1 0 o°*
6€°2 0°021 0°021 o 0*
si°2 0°801 0°801 0 0°*
16°1 0°96 0°56 O* 0°
L9°1 0°v8 0°48 o* o°
£4°1 o°zL 0*zL 0* 0°
61°1 0°09 0°09 0 o°
c6* 0°gy 0°8y 0°* 0°
98° 2°EY : rAd 2/ o* 0°
9L® Y°8¢E Hog¢ a* 0
L9 9°¢¢E 9*¢g o° o*
L 8°82 8°g2 0* 0°*
8y o0*ye 0°%2 o° 0*
£4° 9°12 912 0 0
sc* 261 261 o° o°
£€* 8°91 8°91 0 0
62° b5 1 241 oe 0*
ye* 0*21 0*21 -0 o*
61° 9% 9% . o 0°
L 2% riy} L o 0*
o1* g%y 8% 0° 0°
s0* %*2 Y*2 0° o*
00° o* . 0° o 0° o*
IN32¥3d ~ SNOJ1vVY W %3078 NyHlL 33079 NI %2078 NI
===== $7118 11V ==--  O9NISSVd S18 9NION3 sd ONION3 s1e
3SN 3AILVINWWND ———— 30 3sn viol
. €002 ¥V3IA 1S3t
-C1S%78~ S~H 2TNAIHIS INNOD 71189
* SIViOL ¥3i3W =* ANVdWOD Y¥31VYM VNOZIMV

€€*8
0521
€8°02
EE'EE
L9° 1%
00°0s
L1°%S
€€°8S
06°29
L9°99
L9°99
E€°€D
0s°L8
€8°56
£8°S6
£8°G6
£8°56
£€8°56
£8°56
£8°56
€£8°56
£8°S6
£8°56
€8°56
€8°56
00°00T
00°001
00°001
c0°001
00°00T
00°001
00°001
00°001
00°001
00°001
00°001
00°001
00°001
00°001
00°*001
00°001
00°001
00°001
00°001
00°001
00°001
00°001
00°001
00°00T1
00°001
00°001
SUERER]

2
g8v 4602
L*L20%s
y2

~
«~N
0000000000000 000O0O0ON0O00O0O0OMOO00OOODOOCOOONMYOMMMMEMONNMINMN

)

¥INOLSNI JOVYIAY
1II8/SNOTIVY 9AY
39vsSn vi0l1
$71718 10L

6°66666
000
0°00%
0°*00€
0°062
0°002
0°09T
0041
o*021
0°00T
0°06
0°08
0°0L
009
0°0S
0*0%
0°s¢g
0°*0¢
0°s2
0°02
0°g1
0°91
091
o*zt
0°01
0°*6
0°8
o°L
0°9

°'

UIAWNAN %3018 N1} WO M
%3078 NYHL S8 WNI  ST119 40 #  XI018

Jovsn

HIONI € :371S 313w 62°L0°21
UNVL FLTIHM HH0

2WAICLIC YW N WA




00°* o* (124
0G* c* o°
0o°* o° o*
00°* 0o° o°*
0o° c* o°
00° o* c*
co* 0° o°
00°* 0° o*
00" 0* o°
00°* 0°* 0°
00° c* o*
oc* 0°* o°
o0°* o°* o°
00° c* 0°
00°* c* o
00°* o* o*
(+]vRd o°* 0*
oc* 0°* o*
oc* G* o
co* c* o
0c* 0* o*
oo* o* o*
oo* 0* 0°
00" o° o°
ao* 0° o*
oo. o. o.
00" o° o*
co* 0* 0°
oo. o. o.
00°* c* o*
oo* o 0*
0o 0° o°
00* o° 0°
oo* 0° o*
00° o* o*
co* c* 0°
oo* o° 0°
0o°* o* o
co°* c* o*
oc* c* 0°
oo° c* c*
00* 0* 0°
0o* 0* 0°
oc* 0° o*
oG 0° o*
0o* (15 o*
Qo* o° o*
00°* o° Q°
00° o* o
0o* o* a°
iN32393d SNOT1IVY W X208 NuHL
———== §$71718 IV -—ew ONISSVd S8

-C15%78~ S=-H IINCIHIS

3S0 FALLVIOWKND —cmmmmamcee o

* SIviOl ¥313W =

a* o°
o° o°
0° o°
o° c°
(¢ 0*
0° 0°
0° o°
0° 0°
o* 0°
o* 0°
0* 0o°
0° 0°
(1 o°
0* (¢2d
o° 0°
o° o°
(1 o°
0° o*
0* 0°
0° o°
0o° c*
o* 0*
o* o*
0°* o*
0° o°
0° o°
[0 c*
0o° o°
o* o°
(V2 o°
(¢ A o°
0° o°
o° 0*
o* 0*
o° 0°*
(1} o°
(11 o°*
[1XJ o°*
o°* (13
o. (134
0°* o°*
(V1 0°*
[/ 0°*
0° [V
(1R o°*
o° o°*
0° o°*
o° o°*
0 o*
0* 0*
%2018 NI %2078 NI
ONION3 S8 ONIGN3 S8

30 3sn TvioL

€002 dWV3A 1531
iNNOI 114
ANVdAWOD ¥31VYM VYNOZINV

co*
oo°
00°*
oo°*
00°
oo°*
00°*
oo°*
00°
00°
oo*
00°*
oo*
oo*
oo*
oo*
oo*
0o°*
00"
00°
0o*
oo*
oo*
oo*
00°*
oo*
00°*
00°
0o°*
00°*
0o°
co*
oo*
00°
oo*
oo*
oo*
oo*
co-*
00°*
00°
00°*
00°
00°
0o°
00*
00°
00°
00°
00°*
IN3IJY¥3d

COO0O0

[ N-N-NeR-NeloNol-JololojoaNogoNoloNloNoNoNoNoNole oo ool N-ReoNoN-NoRoloRe o NoNoRoloN-Ne NN e NN

43 9RNN

X078 NYHL S8 WND

SY3W0LSND IOVY3IAY
TII8/SNOT1TIVY 9AV
3ovsn 1viol
$7719 viol

0°00s
0°00%
0°00¢
0°0s2
0°002
0°091
0°0%1
0°021
0°00T
0°06
0°08
0°0L
0°09
0°0s
0°0%
0°se
0°0¢
0°*se
0°02
0°81
091
0yt
0*Z1
0°01
0°6
0°*g
0°*L
0°9
0°s
Sy
0y
s°c
0°¢c
14
0e2
8°1
9*1
vl
21
0°1
o.

Q'

h.

e.

m'

¢.

m.

N.

.ﬂ.

o.
320718 N1 VO W
$7718 J0 # 2018
a9vsn

CO0O0O0ODOOOO00O0O0OOCO0OODOOCODO00O0CDOOLODOO0OO0OODDOO0OO0OOOO0DOD0D

HONI % :371S 4313w ge¢*Lo°2r
JMNVL JLTHM &bN twa1CacC ~nlansy



a0° o* c*
00° 0° c*
00°* 0° Q°
00° o* o*
00° 0° o*
00° 0°* 0*
00°* 0° o*

_00°* 0° 0°
00°* o°* c*
0o0°* o° o*
oo. o. Ol
00°* o° o*
00" G* c*
00" o* o*
ng* o° o°
00°* o°* 0°
00* 0° o
0G* 0° o*
co* 0°* 0*
oo* o* o*
00° o° o°
00° o* o°
20" o° o*
oo. o. o.
00° 0° o*
oo. o. O'
00* 0° 0*
00° 0° o*
0o0* 0* 0*
00° o* 0*
00° o* o*
0o0°* 0° 0°
oo* o* 0*
00° 0* 0*
00* 0° 0*
00° 0* 0°
0o* o* o
00" 0* o*
oo0°* 0° o°*
00°* o* o*
oo* o* 0°
00° 0° o
oo* 0° 0*
00°* 0° 0°
00" o* 0*
OOI Ol o.
00° o° o*
00°* 0* 0*
oo* 0° o*
0o0"* G 0°

AN324Y3d SNOTIVY W Y3018 NYHL

—==== $TIIG TV -=-- INISSVd S8

~C1S%18~ S-H IINGIHIS

o° o*
0* 0*
0* o*
ge 0°
0* 0*
o* 0o*
0° 0°
0* o°
o* 0*
o° 0*
0° o*
0* o*
0* 0°
0° 0*
0° 0*
o* o*
0* o°
o° o*
o- o*
0* o*
0° o°
o° 0*
0* o*
o* o
o. o.
o* o°
o. o.
o° o
o. OO
o. o.
o. O.
0° 0°
0° 0°
0* 0°
o* 0°
o° o
o* o°
0* o*
0* c*
or 0
0* 0°*
o* o
o. °.
0° o°
0* o°*
o. °'
o° 0°
o. o.
Qt O.
o. OO
%2018 N1 %2018 NI

“9NION3 S1d INION3 S8

3sn 3AILVINWWND

* STVI0L ¥313W

40 3Isn viod

€002 ¥V3IA 1S3l
INNOJD 1718
ANVJWOD ¥3LVM VNOZINMV

go*
00°
oo*
oo°
00*
0o0°
00°
oco°
00°*
0o°*
00°
oo°
oo°*
oco*
00°
oo°
00°
00°*
00°
oo*
(010 g
go*
00°*
00°
0o°*
00°*
00°
oo*
00°*
o]0 g
00*
00°
oo*
00*
00°
oo°
00°
00°
00°*
0o*
00°
0o*
00°
oo*
00°*
oo°
oo°*
0o°*
0o°
00°
1N32¥3d

SYIW0LSND 3I9VUIAY
TTI9/SNOTIVO 9AV

M 39vsSN 1viGL
S1718 1vi0l

00O

0°00s
0°00%
0°00¢
0°0s2
0°00¢
0°091
0°0%1
0°021
0°00T
0°06
0°08
0°0¢L
0°09
0°0s
0°0v
o°se
0°0¢
0°se
0°0¢
0°81
0°91
G*H1
0°2t
0°01
0°6
0°g
0L
0°*9
0°s
Sy
0y
8 2
0°¢
s*e
0*2z
8°1
91
%1
21
0°1
o.

w.

h'

0.

m'

¢.

m.

N.

ﬂ.

o.
Y3IAWNN %2079 NI VO W

0000000000000 ODOOO0O0OO000O000OVOVOOLOLOCODO0OOOODODOOODODO0O
COCO0000O0000OOLOOELOO0O0ODLODOLOODNDOOODOCODDODDOOOORDOODOOOOO

%2079 NYHLI S8 .WND $7118 40 # %J018

Joavsn

HONI 9 :371S ¥3i3W sZ*L0°2™
ANVL F1THM 40 zwlicic antinty




go* o°* [ 0°* o° 00*
00° oc* 0° 0°* 0° 00*
0o* 0° 0° o° o o0s
°°. °. o. o. °.
0g* 0° o° 0° 0* 00°
00° 0° o° 0* o* 00°
00* o° 0° o* 0. 0o*
00°* 0° 0° 0 0 oo*
00° 0° 0° 0* 0° oo*
0c* 0* 0° o° 0° oo*
00° 0° 0° 0° 0° 0o°
00° 0° 0° 0° 0° 00°
00* 0° 0° h 0° 00°
006* 0° o°* [oRd o* 00°
oo* 0° 0° 0° 0°* 00°
oo* 0° 0* 0° 0°* 00°
0oc* c* 0°* 0° 0°* 00°*
00* o° o* 0° c° 00°*
00°* 0° o° 0° c* 00°
00* 0° 0 0° o oo*
oo* c* 0° 0° 0° 00°
00* 0° 0° 0° 0° 00°
00°* 0° 0 0° 0° 00°
00* o° 0° 0 0 00°
00* 0 0° 0* o* 00°*
00* 0°* 0° 0° 0* 0o*
OO. o. o. O. o. oo.
00° 0 0° o* 0 00°
OOQ OO O. Qo OO oo.
00* 0* 0 0°* 0* 00°
00°* 0° 0° 0 0 00°
00° o* 0° 0° 0 00°*
00°* 0° 0 0 0* 00°
00* 0° 0° 0° 0 00°
00* 0° 0° 0° o* 00°
oo* 0* o* o* o* 00°
00° 0° o° (s34 G* 00°*
0C* c* . L] - .
00r o o- o- o- 00-
0o*® o° 0° 0 0* 00°
oc* o* c* 0° 0* 00°
00° 0° 0° 0 0* 00°
00° o° 0° 0° 0° 00°*
00°* 0° 0° 0° 0 0o0°
00° 0° 0° 0 0° 00°*
oo. o. o. o. o- oo.
00* 0° 0° 0 0° 00°
00* 0° 0° 0 o* 00°
00° 0° 0 0 0° 00°
00 0° 0* 0° c* 00°
iN3J¥3d SNO1IVY W %2078 NuHL %2018 NI %2078 NI 1IN3J¥3d
==--= $718 1V --—- ONISSvd S18 ONION3 s18 INIGN3 S8
STrosomsss—so-o= 23S0 3ALLVIANAAND ——mmemeemee e 40 3sn viot

-C1s%18~ G-H 3ITING3IHIS

+ STVIOL Y31I3W »

€002 ¥v3IA 1S31
INNOJ 118
ANVdWOD u¥31VM YNOZIWV

CO0O00O0COOO0O0O000O0O0O00OO0LDOVOOO0O0O0O0OLOODO0OOOOCOODOOOOOOO0O

CO00O0O0O00O00OO00O000O0OOLO00O0O0O000ODOOOLOO0OODO0COOODOO00OOOO0

ﬂllll1J11ll1l1lJl1llllllll1Jl1llWllllllwlllll1lll1llllllllIllllllllll1lIIIlJlllJlllIllll111JJJ11lw1lJll“llllllll“““““““““l“““““““lWlll

1I18/SNOTIVY 9AV
39vsSn vi0l
$1718 Wi0L

0°00s
0°00v
0°00¢
0°0s2
0°002
0°091
0°0%1
o0s0z2t
0°o00t1l
0°06
0°08
0°0L
0°09
0°0s
0°0%
0°s¢e
0°0¢
0°sz
0°02
0°8T
0°91

N ODVONODVONMNOOOO

N el A NN M TN O D

o
.

Y3GWNN X078 NI Ve W

HINI 8

MNYL JITHM &N

X308 N¥HL S8 WND  ST7I8 40 # o079

Joavsn

$371IS ¥3A3NW cz*L02r

cwIIC1cC antingr




00* o* o°
Qo G* (7R
¢ 100 g* 0o*
oo* 0* (VR
00° o* o°
00° o* c*
00°* o* 0°*
0o0* o* o°
00° o° g*
00°* o* o*
00° 0°* oe
00* o° G*
0o* 0° 0°
co* o° o°
00°* c* o°
00°* (¢ Q*
00°* o* o*
oo* (v o°
oo°* o* o*
00°* c* o*
0g* o°* o*
0o0* o* o°*
00°* o° o*
oo°* o° o°
00° o° o*
oo* o° o*
00°* o* 0°*
00°* o° o°*
0o* o° 0°
00° c* o°
00" o° 0°
00°* o* o°
a20° c* [0)d
00* o°* o°
oo* o* o°
00* o o*
0o* o* Q°
00° o* o*
00* Q° 0°
00* Q° o°*
0g* o°* 0°
0o° 0°* o°*
00°* c* o*
oc* o° o*
0G* 0°* o*
co* o° o°*
00* 0° o*
00°* c* o°
000 o°* 00
00* 0 . 0*
IN32Y3d  SNOTIVO W %2018 NyHL
INISSvd S19

~=-=- ST719 WV ===

~CIS%18~- S~H 3TMNAIHIS

0 0°
0° 0°
0° 0°
0°* 0*
0 o
0° 0°*
0 0°
0°* 0°
o* o°
0° 0°
0 0°*
e 0°
e 0°*
0 0°
0 0°
0° 0°*
0 0°
0 0°
0 o°
0 o*
0 0°
0° 0°
0 0°
0° 0°
o. o.
o. o.
Q. o.
o. °D
o. °’
o. o.
o. o.
c. o.
o. o.
o. o.
o. o.
o' o.
o. o.
o 0*
0 o°
0 0
o. o.
0 0°
0°* 0*
0° 0
0° 0°*
0* 0*
O. O.
o. o.
0 0*
0 0
32019 NI %3078 NI

ONION3 s18 9NIGN3 S8

3SN IAILYINWKWND -

* SIVIOL Y3ILI3IW =

40 3Isn viod

€002 ¥v3A 1531
ANRO2 718
ANVAWOD Y3LVM VYNOZ1d¥V

co*
0o0°
00°
oo*
oo*
0o°*
00°
00°*
oo*
00°*
0o°
00°
oo°
oo*
00°*
oo*
oo*
oo*
0oo°
oo°*
co°
0o0°*
00°
00°
00°*
00*
oo*
oo*
oo*
[01¢ g
00°
00°
oo*
oo*
00°
0o*
oo*
o0o*
00*
00°
00*
(1100
00°
00°
00*
00°
00°*
oo*
oo
00°*
IN3D¥3d

[cNeX-NoNoNeNoNeReNeNoloNeoNoNoNoRoeNoNeNalofeoNaloNo oo RoRoNooNoRoNojoaNoRoNolleNaolloNeRoNolloNoNel

Y3IAWNN

[eNNele]

SY3IW0LSNI 3JOVY3AY
TII9/SNOTTVI SAY
39vsn 1violL
ST11I8 V104

0°00s
0°00%
0°00¢
0°0s2
0*002
0°091
0°0%1
o°oz1
0°001
0°06
0°08
0°0L
0°*09
0°0s
0°0%
0°se
0*0¢
0°s2
0°02
0°81
0°91
0°4Y
0°*21
0°0T1
0°6
0°s
0L
0°9
0°s
Sy

[ NeF-N-N o N-NoNeNelNeNoNoleoRoleleNoieRoNolofaoefagoloNojajol-Noj=NolleRolle oo NoNoNoNoNoNoNeollo e

°.
%3019 N1 VO W

¥2078 NYHL S8 WNI - ST1718 40 # %3018

HONI OT :371S ¥313W sZoL02%

MNY I

agvsn

AITUM &bN U310 Antin s~




0L2ét SYINOLSND 39VYIAYV
898%¢Y ITI8/SNCTITVO 9AY

AL A S 10 & ¥ 39vsn 1vi0L
g92ég1 $1118 V101
00°001 %°vIvé1ile G* Yoo1H6112 g*cL0éez 20°* € € 6°66666
£L%66 9°04%88012 0°00s¢1 9*0%¢cé602 8°9%99%2 90°* 6 9 0°00s
99°66 g°slztore 0°0094%¢ 8°519%902 1°692%¢ r4 4 61 o1 0°00%
16°86 L°901%60¢2 0°00L%g L*90%%¢€02 9°¢8961 91°* sz 9 0°00€
LE*86 1°cl6tL02 0°0szy 1°c2L%102 c6l2'1 0z* 1€ 9 0°062
%L°L6 9°cv94902 0°c02%9 9°c4944002 Lteotstt L2° 18] ot 0°002
£0%L6 6*°ze1ds0z 0°09st9 6°2L6%861 2°gzett €E* 0s 6 0°091
19°96 L*6%Z4902 0°000¢2 L692%161 rAF I LFA Ly 2L ze 0°0%1
£0°96 g*L10%¢€02 0°049%g golLiedvel 9°LE1te 99° 10t 62 0°021
€£2°56 6%6£€t102 o*o0t¢01 6°6€2%T61 v*0czte 28° s21 42 0°001
1L°%6 5*6€2%002 0*0sztIt $°686%881 6°%0% ¢ 80°1 s91 0% 0°06
£E0°%6 9°48.4861 o*00zéct 9°+4864caT 9441y L2 122 95 0°08
Y1°€6 0°016%961 0°0L%%s1 0°0%%4181 1°9%¢é9 60°2 61€ 86 - 0*0L
18°16 6°cezbys1 o*ovitsl 6°c60%cL 1 1°€26%L 90°¢€ 994 Wi 0°09
6G°06 g*oLvdoet o*oo0cte? 8°0LTéL91 g°gezéet 10°S 492 862 0°0¢
1218 0°26%%981 0°09sto¢ 0°2e6é¢csT 8°cEvée 99°9 91041 2s2 0°0%
L1°s8 2°860%081 0°09sés¢ 2°86% 4091 g*eoetzt 916 96€41 08¢ 0°s¢
vg*29 9°920%%LT 0°08841y AL TS EF 1N 8°68L%¢T 9921 66841 €0¢ 0°*0¢
948l 9°618%591 0*sivéLy 94044811 v*002%81 og°LT 41242 (44} 0°¢?
Lo®cL FART: DAL T ¢ 0°082%%s Z2*%02%001 A $1: 4] $8*02 6LT%¢ S94 0*02
82°0L C*ELS*8Y1 0*222%1s 0*15E¢1e 0°118%6 Y9°y2 9cLbe LLs 0°*81
66°99 0°9€9%191 0°960%09 0°0%s418 9°2y4 811 %9°62 6164y £92 0°51
80°€9 vee9eteet 0°992%¢9 v*L60%0L 6°908°%11 09°s5¢ LZ4ts 806 091
BE®ES s wivéec2n 0*%21%s9 G*062%8¢ s*r12%¢t 8H°¢CY 829%9 10241 0°21
L19°2g 0"cSE*TTT 0°082%99 0°cLO%sy 6°26¢c'L 65°8Y govéL (7} 0°01
9E*6Y 1°2seéy01 0°2L9%99 1°0894L¢E 0°%614¢L Z1*%S 152¢%9 €98 0%
49%g4 1°%6%%96 0°8004%99 1°98%%0¢ €°696%9 02°09 8L1%6 L26 0°*8
15°1% g*29L4L® 0992499 8*915%¢€2 6°84Ltg L6°99 otzéor 2e0%t o*L
16°9¢ 6*L20%8L 0°092%19 6°L9L491 2°689%c oL*€l SE24T1 G204t 0°9
18°1¢€ L*%G624,9 0°sl1%9¢g L*6L0%T1 g*61Lé2 ZH°LL €086TT 89¢ 0°g
80%62 voelvb1g s*eTl%eg 6°65€48 0*261%2 LL*08 y1e421 1ts Sy
z2e*9z 6°eg2vtgg 0°952%6% 6°191%9 g8*%2gt1 Z6°%c8 v6L421 084 0°*y
€2°¢c2 1°221%6% 0%6LL%9y Teeocéy $°09¢€1 £9°9¢ 902%¢€1 r4 ¢ se¢
s1°02 G°009%2zy 0°819%6¢ 9e28642z 6°150%1 80°68 186%¢1 SLE 0°¢
L6°91 rASX:1- 2443 c*2s6bce L*0€6%T rAR 7] 22*16 906%¢T G2¢€ g*2
ZL%eT s°s66%g? p*z184L2 G*E8T¢T €°€s? 01°26 090841 yeT 0°2
6€°21 z°z02%92 0°zL2tse Z°0c6 L°902 L8°26 8STéy1 811 8°1
9611 £°9Lctez 8°2s94z2 S*€2L ¥°981 99°¢€6 R4S 0zt 9°1
IL%6 _g*92sé02 2°686%61 L€ g°2s1 0% v6 16€491 €11 el
ce*g s°e69%.1 2e6924L1 €*H8¢E Z°96 86°%6 619491 88 2°1
86°9 1°L9L%91 0°6L94%1 1°882 0°ss YE*GH YESS YT 1 o°1
0€°g Leletet 9°080%¢c1 1*ce2 %1y $9°66 285441 8y 6°
19°¢ €°Lsgét1t 5°659¢11 Le16T rAd Ly 10°96 9g9¢é41 4s 8*
26y Lo°c6e%0T zegveéor S°941 2e6¢ LE*96 269441 9g L
2z s*v26%g 2°st18ts €°601 2°s2 $9°96 YeLbyT 2y 9e
Zs%¢ 1°1s%4,L 0*19¢éL 1°%8 0°82 20°L6 061491 9s Ge®
Z8°2 1°2L6%s 0°916%s 1°9¢ 0°02 YE* L6 0v8é4H1 0s ne
212 1°8844y gc2svty 1e9¢ 9°61 89°L6 268491 2s €°
2yl 6°866%2 %*BL6%C §*02 9°11 90°86 056441 8¢ A
1L* 6°g064T %6694 1 6°8 6°8 5986 6£0%ST 68 T°
oo* 0* o* o* o* 00°001 sy2igt 902 o*
IN3Ju3d SNOTIVO W %2078 NuHL %3018 NI ¥301€ NI IN32¥3d  WISWAN ¥I018 NI V9 W
——~== $77I8 VIV ~=m- INISSVYd S14 9NIONZ S8 ANIGN3 S8 %2018 NYHL S8 WND  S11IQ 40 #  XJ014
mmmmmmmmeme—e——= 35S0 3ALLVINNWAD 40 3sn viol 39vsn

€002 ¥v3A 1S31
INNGI 1118
ANVdJWOJ ¥3LVM VYNOZIYWY

"-C1sy18~ S=-H 31NQ3HIS SZoLl0ocRl

wbnlintT

* STIVIOL W3LSAS = MWNVY1 JLTHM H»»0 :zwli1Cic




ARIZONA WATER COMPANY

Docket No. W-01445A-04-0650

2004 RATE HEARING EXHIBIT NO.
For Test Year Ending 12[31/03 ‘

CORRECTED
DIRECT TESTIMONY & EXHIBITS
OF
Thomas M. Zepp




[y

N N N N N N N N N o o e e e ek ek e e e
@ 9 AN N A WN =S Y NN R W N me

e 0 O N U A W N

TABLE OF CONTENTS

. INTRODUCTION AND QUALIFICATIONS.........cooiiiiininiaens
I. PURPOSE OF TESTIMONY, BASIC PRINCIPLES, SUMMARY AND CONCLUSIONS
. RISKS OF WATER UTILITIES AND ARIZONA WATER............

IV.  OVERVIEW AND DCF EQUITY COST ESTIMATES..............

.12

. 26

V. RISK PREMIUM EQUITY COST ESTIMATES. .. ... oottt i i e ire e e e e ee eae e

VI, CONCLUSIONS......c.cvvivninnnninsn

UARATECASER00MNTESTIMONY\ZEPP\TOC.DOC
RWG:JC | 13:10 9/8/04

38

46




ARIZONA WATER

f—y

Direct Testimony of

Thomas M. Zepp

L. INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

A. My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

—
W

Street, S.E., Salem, Oregon 97302.
Q. WHAT IS YOUR PROFESSION AND BACKGROUND?

O 0 N U A W N
[

| am an economist and Vice President of Utility Resources, Inc., a consulting

S
>

firm. | received my Ph.D. in Economics from the University of Florida. Prior to

Pt ek
N

jointly establishing our consulting firm in 1985, | was a consultant at Zinder

Companies from 1982-1985 and a senior economist on the staff of the Oregon

[y
i

Public Utility Commission between 1976-1982. Prior to 1976, | taught business

and economics courses at the graduate and undergraduate levels.

o
W

I have been deposed or testified on various topics before regulatory

P
(o)

commissions, courts and legislative committees in 22 states, before two

—
[* <BEER N |

Canadian regulatory authorities and before four Federal agencies. In addition to

cost of capital studies, | have testified as to incremental costs of energy and

[T
\O

telecommunications services, determined values of utilities' properties and have

NN
- O

presented rate design testimony.

WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED?

NN
NN
> O

| have prepared and submitted studies or testified on cost of capital and other

financial issues before the Interstate Commerce Commission, Bonneville Power

o
=

Administration, and courts or regulatory agencies in Alaska, Arizona, California,

[\
(9]

Hawaii, Idaho, lllinois, Kentucky, Montana, Nevada, New Mexico, Oregon,

[\
(o)

UARATECASE\2004\Testimony\Zepp\Final_090704.00C 2
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N
(9}
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(@)

Tennessee, Utah, Washington and Wyoming.

My studies and testimony have included consideration of the financial
health and fair rates of return for Arizona Water in past cases and for Nevada
Bell Telephone, lllinois Bell Telephone, General Telephone of the Northwest,
Pacific Northwest Bell, US West, Anchorage Municipal Light & Power, Pacific
Power & Light, Portland General Electricc Commonwealth Edison, Northern
lllinois Gas, lowa-lllinois Gas and Electric, Puget Sound Power & Light, Idaho
Power, Cascade Natural Gas, Mountain Fuel Supply, Northwest Natural Gas,
Arizona-American Water Company, California-American Water Company,
California Water Service, Dominguez Water Company, Hawaii-American Water
Company, Kentucky-American Water Company, Mountain Water Company, New
Mexico-American Water Company, Oregon Water Company, Paradise Valley
Water Company, Park Water Company, San Gabriel Valley Water Company,
Southern California Water Company, Tennessee-American Water Company and
Valencia Water Company. | have also prepared estimates of the appropriate
rates of return for a number of hospitals in Washington, a large insurance
company, and U.S. railroads.

Q. DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO COST

-~ OF CAPITAL ISSUES?

A. Yes. My article, “Utility Stocks and the Size Effect - Revisited,” was published in
The Quarterly Review of Economics and Finance, Vol. 43, Issue 3 (Autumn
2003) 578-582. Also, | published an article “Water Utilities and Risk,” in Water:
The Magazine of the National Association of Water Companies, Vol. 40, No. 1
(Winter 1999), and was an invited speaker on the topic of risk of water utilities at
the §7th Annual Western Conference of Public Utility Commissioners in June
1998. | presented a paper entitled “Application of the Capital Asset Pricing

UARATECASE\2004\Tostimony\Zepp\Final_080704,.00C 3
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Model in the Regulatory Setting” at the 47th Annual Southern Economic
Association Conference and published an article entitted “On the Use of the
CAPM in Public Utility Rate Cases: Comment” in Financial Management
(Autumn 1978) 52-56. While on the staff of the Oregon Public Utility
Commission, | established a sample of over 500,000 observations of common
stock returns and measures of risk and conducted a number of studies related to
the use of various methods to estimate cost of equity for utilities. | was invited to
Stanford University to discuss that research.

i PURPOSE OF TESTIMONY, BASIC PRINCIPLES, SUMMARY _AND

CONCLUSIONS

WHAT IS THE SUBJECT OF YOUR TESTIMONY IN THIS PROCEEDING?

O 0 9 N R~ W N

—
(=)

~=
> P

Arizona Water (“Arizona Water” or “the Company”) has asked me to estimate its
cost of equity and the fair rate of return on common equity. My study is based on
data available to investors in June 2004.

HOW IS YOUR TESTIMONY ORGANIZED?

— e e
AN W
> 0

In this Section Il, the concept of a fair rate of return and a summary of my

[am—y
~J

analysis is presented.

S
oo

In Section I, the general risks of water utility common stocks and specific

o
\O

additional risks faced by Arizona Water are discussed. | explain why the

[\
S

Company’s cost of equity should be increased by at least 50 basis points above

N
ek

the cost of equity for samples of water utilities used to determine benchmark

[\%
[\

estimates of the cost of equity to account for added risk resulting from Arizona’s

(3]
w

particular rate-setting system, from losing its Purchased Water Adjustment

(&)
N

Mechanism (‘PWAM") and Purchased Power Adjustment Mechanism (“PPAM”)

previbusly available in its Eastern Group systems, from inverted rates recently

[\e]
w

—
W

[\
(@)}

imposed in the Eastern Group, and from continuing risk of not recovering all of its

UARATECASE\2004\Testimony\Zepp\Final_090704.D00C 4
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required costs to meet new federal arsenic maximum contaminant level (“MCL”)

requirements. | also discuss other risks faced by Arizona Water that Arizona

Corporation Commission Utilities Division Staff (“Staff’) challenged in Docket No.

W-01445A-02-0619 (“Arizona Water's last GRC”), but at the Company’s request,

do not propose a risk premium to account for such risks in this case.
Section IV provides an overview and perspective on what one should
expect the fair rate of return to be in 2005 and 2006, the initial period when new

rates for Arizona Water will be approved, and develops my discounted cash

O o0 0 N M R W

flow (“DCF”) equity cost estimates. In making my DCF equity cost estimates, |

o
)

have recognized that the Administrative Law Judges and subsequently the

oy
[y

Arizona Corporation Commission (the “Commission” or “ACC") relied exclusively

on estimates of the cost of equity made by Staff in Arizona Water's last GRC,

et
N

and in Arizona-American Water Company, Decision No. 67093, Docket No.

—
(8]

WS-01303A-02-0867, et al. | have acknowledged that fact by determining my

—
[, T i

DCF equity cost estimates with methods used by the Federal Energy Regulatory

Commission (“FERC”) instead of methods | presented in those cases. The

17 extremely low DCF equity cost estimates adopted by the Commission for water
18 utilities in 2004 depended on the way Staff implemented the capital asset pricing

19 model (“CAPM") and DCF model based on interest rates and data in 2003.
20 While | believe the methods the FERC uses to implement the DCF model are
21 conservative and may understate the cost of equity, the FERC approaches are
22 based upon many years of deliberations and are clearly superior to the

| 23 approaches taken by Staff in 2003.

i 24 Section V presents equity cost estimates based on the risk premium
25 approach. In the two Commission water utility cases listed above, Staff relied
26 upon the original version of the CAPM to make its risk premium equity cost

mmsm«wmo..y\zewna._mmooc 5

[Ty
(o)}
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estimates. To make my risk premium equity cost estimates, | rely on the
methods and data the California Public Utilities Commission Staff (‘CPUC Staff")
has used for many years to make risk premium equity cost estimates for water
utilities. These risk premium estimates are transparent and straightforward, and
they do not depend on the many choices and assumptions required to implement
the original version of the CAPM. In my opinion, equity cost estimates based on
the risk premium method and data relied upon by the CPUC Staff are clearly
superior to risk premium equity cost estimates based on the original version of
CAPM that the Staff relied on in 2003.

Section VI presents a summary of the equity cost estimates based on the
FERC DCF approaches and the CPUC Staff risk premium approaches. | also
present additional information on past Commission decisions that corroborates
my equity cost estimates. This information shows that since December 2001,
Staff's revised methods of estimating the cost of equity have caused a
substantial decrease in equity cost estimates when compared to the equity
returns authorized by the Commission during the previous 10-year period.

Q. HAVE YOU  PREPARED ANY TABLES AND ATTACHMENTS TO
ACCOMPANY YOUR TESTIMONY?

A. Yes. | have prepared 15 tables and three attachments that support my
testimony.

Q. PLEASE PROVIDE SOME PERSPECTIVE AND AN OVERVIEW OF THE
ISSUES YOU ADDRESS IN YOUR TESTIMONY.

A. Investors can choose to invest in many different types of assets with varying
degrees of risk. Those investments might be in real estate, or gold, or
collections of fine art, or financial assets. The financial assets run the gamut
from relatively low risk assets such as Treasury securities and somewhat higher

UARATECASE\2004\T estimony\Zepp\Final_090704.D0C 6
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risk investment grade corporate bonds to relatively high-risk shares of common
stocks. As the level of risk increases, investors require higher expected returns.
Common stocks of utilities are generally more risky and thus require higher
returns than investment grade bonds, which are secured debt instruments with
fixed repayment terms. Operating expenses, interest on debt and repayment of
principal take precedence over payments to common stock holders, and thus it is
the common equity shareholder of the utility who bears the greatest risk of

receiving expected returns. Conceptually,

Required return for Return on a risk
common stock = risk-free asset + premium

where the risk premium required for common stocks will be higher than it is for
investment grade bonds.

Regulators generally set rates to recover a utility’s costs of service. One
of those costs of service is the cost of common equity, the required return for the
utility’s common stock. Rates that give a utility a reasonable opportunity to earn
the cost of equity are fair to customers of the utility. Such rates are also fair to
owners of the utility because the cost of equity is equal to returns expected to be
earned by other companies of comparable risk, is high enough to attract capital,
and allows the utility to maintain its financial integrity.

Q. HAS THE U.S. SUPREME COURT SET FORTH ANY STANDARDS THAT
APPLY TO EQUITY RETURNS?

A. Yes. In 1923, the U.S. Supreme Court set forth the following standards in
Bluefield Waterworks & Improvement Co. v. Public Utility Commission of West
Virginia, 262 U.S. 679 (1923):

A public utility is entitled to such rates as will permit it to

earn a return on the value of the property which it employs

UARATECASE\2004\Testimony\Zepp\Final_080704.00C 7
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for the convenience of the public equal to that generally
being made at the same time and in the same general part
of the country on investments in other business
undertakings which are attended by corresponding risks and
uncertainties; but it has no constitutional right to profits such
as are realized or anticipated in highly profitable enterprises
or speculative ventures. The return should be reasonably

sufficient to assure confidence in the financial soundness of

O 00 N3 N R W N

the utility, and should be adequate, under efficient and

[S—
(=)

economic management, to maintain and support its credit

(S
[

and enable it to raise the money necessary for the proper

[
(3]

discharge of its public duties. A rate of return may be

reasonable at one time and become too high or too low by

[um—y
N

changes affecting opportunities for investment, the money

—
wh

market, and business conditions generally.

262 U.S. at 692-93.

—_—
~N

In Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591

[Sn—y
oo

(1944), the U.S. Supreme Court stated the following regarding the return to

o
O

owners of a company:

[\
(e

[T]he return to the equity owner should be commensurate

N
p—

with returns on investments in other enterprises having

N
[\

corresponding risks. That return, moreover, should be

N
w

sufficient to assure confidence in the financial integrity of the

S
~

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

N
wn

320 U.S. at 603.

N
(o)
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Q. ARE THERE OTHER CONSIDERATIONS THAT SHOULD BE RECOGNIZED?

A. Yes. In determining an appropriate return, consideration must be given to the
specific risks created by the nature and degree of regulation to which the utility is
subject, in addition to examining general economic and financial data for utilities.
The Arizona Constitution, Arizona appellate court decisions, and the
Commission’s policies and practices create a particular rate-setting system that
limits the ability of Arizona utilities to earn a fair return on the value of their
property devoted to public service. For example, in Arizona there are limitations
on out-of-period adjustments that are more restrictive than general rate case
procedures available to water utilities in the sample | use to determine
benchmark equity costs estimates.

Arizona.Water also faces the risk that it will have unexpected costs in the
period in which new rates are in effect but will not be able to recover such
unexpected costs without a costly and lengthy general rate case. This particular
rate setting system increases risk and thus requires the Commission to authorize
higher rates of return on common equity (“ROE”) than would be the case in
jurisdictions such as California, which use forecasted or projected test periods
and allow utilities to implement surcharges and other mechanisms to recover
unexpected costs without going through a general rate case.

Additionally, Arizona Water has higher risk because the Commission has
eliminated the Company’s PPAM and PWAM in the Eastern Group and approved
inverted block rate structures for those water systems to encourage water
conservation. These added risks should be recognized when setting the fair rate
of return for the Company.

Q. WHAT ARE THE IMPLICATIONS OF THESE ADDED RISKS IN THE
DETERMINATION OF A FAIR RATE OF RETURN FOR ARIZONA WATER?

UARATECASE\2004\Testimony\Zepp\Final_090704.00C 9
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A. The added risks are important to customers and equity investors of Arizona
Water. From the perspective of customers, the cost of equity is another cost of
service, and customers’ rates should cover that cost just as rates should cover
other costs of service. The rates customers pay should provide a reasonable
opportunity, but not a guarantee, for Arizona Water to earn that cost of equity.

From the perspective of equity owners, the added risks require rates and
rate adjustment mechanisms that provide a reasonable opportunity to earn a
return for its equity investors that maintains the utility’s financial integrity, is
commensurate with returns on investments in other enterprises having
corresponding risks, and is sufficient to attract capital on reasonable terms. As |
discuss further below, Arizona Water is more risky than the water utilities sample
| rely upon to determine benchmark estimates of the cost of equity and thus its
required common equity return is higher.

Q. PLEASE SUMMARIZE YOUR TESTIMONY?

A. My findings and recommendations are the following:

1. The cost of common equity faced by Arizona Water is greater than the
cost of common equity that faces my water utilities sample:
(@) The Company faces risk that stems from the use of an historical
test year with limited opportunities for out-of-period adjustments.
(b)  The ACC eliminated its PPAM and PWAM in the Eastern Group.
Such purchased power cost and purchased water cost adjusters
are similar to ones available to the water utilities sample and thus
Arizona Water is now more risky than the water utilities sample.
(c) The Company’s arsenic treatment cost recovery mechanism
("“ACRM”") does not provide the opportunity to recover all

reasonable costs of meeting the new federal arsenic MCL.

UARATECASE\2004\Testimony\Zepp\Final_090704.D0C 1 O
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(d)  Arizona Water faces risk due to the Commission’s proposed policy
that Staff consider the appropriateness of an inverted three-tiered
commodity rate structure for all water company rate cases to
encourage reductions in water use, which may destabilize and
reduce revenues. |

(e)  Based on the risks discussed in (a), (b), (c) and (d) that are greater
for Arizona Water than for the water utilities sample, the Company

has an equity cost that is at least 50 basis points higher than the

O 0 NN N W bW N

benchmark water utilities.

—
O

) Arizona Water is also more risky than the water utilities sampie

[y
[

because it is smaller and has more limited financial flexibility than

[—
[\

the sample companies. The Company, however, is not requesting

an additional risk premium to account for these added risks in this

k.
S

proceeding.

P
W
N

The market cost of common equity faced by the benchmark water utilities

P
(o)}

falls in a range of 10.2% to 11.4% at this time:

[—y
~

e Conservative estimates of the cost of equity derived with DCF methods

p—
oo

used by the FERC indicate the cost of equity for the benchmark water

.
\O

utilities falls in a range of 10.2% to 10.4%;

N
o
°

Costs of equity derived from methods and data used by the CPUC
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Staff to determine risk premium equity costs for water utilities indicate
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the cost of equity for benchmark water utilities falls in the range of

10.6% to 11.4%.
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Past Commission decisions for water and gas utilities indicate an
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average cost of equity of 11.0%. Given new risks faced by Arizona

Water, the authorized ROE should be higher than 11.0%.

[\
(@)

UARATECASE2004\Testimony\Zepp\Final_080704.00C 1 1
9/8/2004

Tl T BN Tl O N N R T A D R TS BN B B B B e
| ]
W




[T
w

Based on the risks of the rate-setting system in Arizona, loss of the
Eastern Group adjustment mechanisms that allowed the Company to
recover changes in the costs of purchased power and purchased water,
an ACRM that does not offer an opportunity to recover all reasonable
costs and the risk created by the Commission’s proposed policy for an
inverted rate design, | recommend an ROE of 11.25% be authorized for
Arizona Water in this case. My recommendation is slightly below the mid-
point of my estimated cost of equity range. (See Summary Table 15.)

M. RISKS OF WATER UTILITIES AND ARIZONA WATER

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLE OF WATER
UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS.

O 00 3 O W b W
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My sample of water utilities is composed of American States Water, Aqua

America (formerly named Philadelphia Suburban), California Water Service

i
N

Group, Connecticut Water Service, Middlesex Water and SJW Corp., which are

Y
w

the water utilities the Staff relied upon to determine benchmark equity costs in

[T
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two general rate cases for Class A water utilities in 2003. Table 1 lists bond

o
~3

ratings, operating revenues and net plant for the six water utilities as reported by
C. A. Turner Utility Reports in June 2004.

DO YOU HAVE ANY GENERAL CONCERNS WITH THE DATA AVAILABLE
TO MAKE DCF EQUITY COST ESTIMATES FOR WATER UTILITIES?

N N
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Yes. Table 2 shows premiums that investors in water utilities have received

N
[\

when water utilities were either acquired or merged with other firms. At the time

N
w

mergers or acquisitions were completed, investors received premiums that

N
N

ranged between 35% and 55% over market values. Value Line has advised

[\
W

investors to expect such acquisitions and mergers to continue and to expect

[\
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prices from an acquisition to be as much as four times book value. (See
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Attachment 1) As a result, it is reasonable to expect that investors have bid up
prices for all water Utility stocks to some extent to reflect the probability they may
be acquired at a premium, which lowers the result produced by the DCF model.

Table 3 confirms this has happened. It shows that common stock prices
for the water utilities in the sample have had an annual average percentage
increase during the last five years that exceeded annual average percentage
increases in dividends per share (“DPS"), earnings per share (“EPS”) and book
value per share. The annual average increase in common stock prices also
exceeds an average of analysts’ forecasts of future growth in EPS. With the
constant growth DCF model, in equilibrium, book values, common stock prices,
EPS and DPS would grow at the same rate. If investors have bid up those stock
prices in anticipation that some of the utilities may be targets for favorable
mergers or acquisitions, dividend yields will have been bid down and expected
future growth rates may not reflect the anticipated higher future prices. In such a
situation, application of the constant growth DCF model may produce negatively
biased estimates of the cost of equity for water utilities.

Q. DO YOU HAVE OTHER CONCERNS WITH MAKING DCF EQUITY COSTS
FOR UTILITIES IN THE ACC STAFF SAMPLE?

A. Yes. There are no forecasts of forward-looking growth for either Connecticut
Water Service or SUW Corp at this time. Staff has used past DPS growth, past
EPS growth and past sustainable growth (Staff calls sustainable growth “intrinsic
growth”) as part of its measure of growth to be used in the DCF model. If an
average of those measures of growth for Connecticut Water Service is adopted
to make an equity cost estimate, that equity cost estimate would be 200 basis
points below the cost of investment grade debt expected during 2005 which, of
course, is not at all realistic. Table 3 shows past DPS growth has been 1.1%
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and past EPS growth has been 3.1% for Connecticut Water Service. Past
growth from retained earnings has been 3%. Adding an average of those growth
rates to an average of the high and low dividend yields of 3.1% (see Table 4)
produces an indicated equity cost of only 5.6% ((3.1% x 1.024) + 2.4%), which is
not credible when the cost of Baa bonds is expected to be 7.6% during 2005 and
even higher during 2006, when the Company’s new rates will be in effect. (See
Table 9) Various institutions that report investor analysts’ forecasts of growth
(shown in Table 7) do not report such forecasts for Connecticut Water Service at
this time. For my implementation of the FERC DCF approach, | assume
investors expect Connecticut Water Service to have growth equal to the average
growth expected for other water utilities. This is the approach Staff took in past
cases such as the recent Arizona-American Water case.

SJW Corp. poses the same problem. If an average of past growth in DPS,
EPS and growth indicated by past retained earnings are used to estimate
growth, SUJW Corp. has an indicated equity cost that is 90 basis points below the
expected cost of investment grade bonds in 2005 and thus is not realistic. Table
3 shows past DPS growth has been 3.9% and past EPS growth has been 1.1%
for SUW Corp. Past growth from retained earnings has been 5.1%. Adding an
average of those growth rates to an average of the high and low dividend yields
of 3.2% (see Table 4) produces an indicated equity cost of only 6.7% ((3.2% x
1.034) + 3.4%), which is not credible when the cost of Baa bonds is expected to
be 7.6% during 2005 and even higher during 2006. Various institutions that
report investor analysts’ forecasts of growth (shown in Table 7) do not report
such forecasts for SUW Corp. at this time. For my implementation of the FERC
DCF approach, | assume investors expect SJW Corp. to have growth equal to

the average growth expected for other water utilities. Again, Staff has used the
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same flawed approach in past cases.

Q. DO YOU HAVE THE SAME CONCERNS WITH INCLUDING CONNECTICUT
WATER SERVICE AND SJW CORP. IN THE RISK PREMIUM EQUITY COST
ANALYSES?

A. No. In those risk premium analyses, the data problems with the application of
the DCF model are not an issue.

Q. IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT HAS
TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND FEDERAL
WATER QUALITY STANDARDS AND OTHER REGULATORY MANDATES?

A. Yes. First, expected or unexpected requirements for additional capital spending
means the water utilities have to request rate increases more often and for larger
percentage increases in order to maintain fair rates of return. Regulatory
procedures are expensive, time consuming, increase uncertainty, and raise
doubts in investors’ minds that regulators will authorize high enough rates and/or
rate adjustment mechanisms to enable the water utilities to earn fair rates of
return. This increases uncertainty about future returns and thus increases risk.

Second, investors are concerned that regulators will delay inclusion of
new plant in rate base or not allow part of the dollars invested or operating costs
to be recovered. In Arizona, because there are limitations on out-of-period
adjustments, investments may not only be challenged but also may not be
allowed in rate base because they are not considered appropriate out-of-period
adjustments. If such investments are challenged and there is any chance that
the Commission will disallow part of the dollars invested or will delay recovery
of the costs of those investments, risk increases. From an investor's point of
view, it is the potential for such disallowances, delays or exclusion from
consideration in setting new rates that increases risk. If additional investments
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were never required there would be no potential disallowances, delays or
possible exclusions and investor concerns would never arise; but, with the need
for increased investments, uncertainty arises and the risk increases.

With the need for a rate increase, delay in setting new rates as well as
uncertainty related to what those rates will be increases risk above the level of
risk faced by water utilities that can expect new rates to better match future costs
of service and have less delay in obtaining rate increases.

Q. HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS ON
THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?

A. Yes, | have. Several years ago, before recent events in western power markets
occurred, | conducted a study of expected differences in bond costs and
common equity costs that faced electric utilities with different financing
requirements. | found that utilities with above average financing requirements
required an ROE that was approximately 80 basis points higher than was
required by an average utility. Higher financing requirements pushed up bond
costs, too.

Q. DOES THE RATE SETTING SYSTEM USED IN ARIZONA POSE ANY
SPECIFIC RISKS TO ARIZONA WATER THAT REQUIRES THE
AUTHORIZED ROE TO BE SET ABOVE THE MARKET COST OF EQUITY
FOR YOUR WATER UTILITIES SAMPLE?

A. Yes, itdoes. In its Duquesne decision, the U. S. Supreme Court stated:

[T]he impact of certain rates can only be evaluated in the

context of the system under which they are imposed . . . .

The risks a utility faces are in large part defined by the rate

methodology because utilities are virtually always public

monopolies dealing in an essential service, and so relatively
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immune to the usual market risks.

Duquesne Light Company v. Barasch, 488 U.S. 299, 314-15 (1989). Two state-
specific factors in Arizona make Arizona Water more risky than the utilities in the
water utilities sample | rely upon to determine benchmark cost of equity
estimates. One factor is the legal constraint on Arizona water utilities that limits
their ability to obtain rate relief outside of general rate cases. The Arizona
Constitution, as interpreted in recent court decisions, limits the ability of Arizona
utilities to utilize adjustment mechanisms, advice letter filings and other
streamlined procedures to obtain recovery of costs outside a general rate case,
in contrast to many other jurisdictions. For example in RUCO v. Arizona
Corporation Commission, 199 Ariz. 588, 20 P.3d 1169 (App. 2001), the court
held the Commission violated the Arizona Constitution because it authorized a
water utility to implement a surcharge to recover increased purchased water
costs without finding the utility’s “fair value.” These limitations on obtaining rate
relief in Arizona make it more risky for Arizona Water to do business than utilities
in the states that permit utilities to implement surcharges and other cost recovery
mechanisms outside a general rate case.

Second, even in a general rate case, Arizona requires the use of historic
test years with limitations on the amount of out-of-period adjustments. This
process creates another state-specific factor that increases risk and thus
required ROEs for utilities in Arizona. Other states, such as California, use
future test years or partially projected test years to better reflect future costs and
to match plant, expenses and revenues on a going-forward basis. Such
constraints on the determination of new rates in a general rate case make it
difficult to construct rates that allow Arizona Water to recover the costs of service

it will actually incur during the period when new rates are put in place.
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These risks increase Arizona Water's required return on equity above the
level required by water utilities that operate in states that do not have such
limitations imposed, either by law or by agency policy, on the rate setting system.
Under the Duquesne decision, the additional risk associated with the particular
rate setting system must be compensated with an ROE that is higher than would
be appropriate for the utilities in the water utilities sample. Because rate relief in
Arizona is generally limited to decisions made during general rate cases, there
are unavoidable delays in receiving such rate relief. If it takes the same amount
of time for Arizona Water to obtain rate relief as it did in Arizona Water's last
GRC and in Arizona-American Water's recent rate case, it will be late 2005 or
even early 2006 before new rates for Arizona Water go into effect.

Q. DOES ARIZONA WATER FACE OTHER ADDITIONAL RISKS NOT FACED
BY UTILITIES IN THE WATER UTILITY SAMPLE?

A. Yes. Arizona Water faces risk that unavoidable purchased water and purchased
power costs in its Eastern Group systems will not be recovered and risk that
costs to treat arsenic that are not recognized by its ACRM will not be recovered.

Generally, changes in purchased water and purchased power costs are
beyond the control of Arizona Water. In the Eastern Group rate case, Staff
recommended elimination and subsequently the Commission eliminated Arizona
Water's PPAMs and PWAMSs in the Eastern Group systems. The PPAMs and
the PWAMs are similar to cost adjusters available to the water utilities in the
water utilities sample. Such adjusters reduce risk for the water utilities sample
and thus the elimination of the PPAMs and PWAMs in the Company's Eastern
Group systems by the Commission has made Arizona Water more risky than the
sample water utilities. Such risk is heightened by the fact that Arizona Public
Service has filed for increases in electric rates that Arizona Water must pay to
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provide service to its customers but the magnitude of such rate increases on
the Company's operations is not known. Without the PPAM, such rate increases
- that are beyond the control of Arizona Water, but approved by the Commission
— pose a risk to Arizona Water that other water utilities with adjusters similar to
the PPAM would not have.

Q. HAVE YOU STUDIED THE IMPACT OF RATE ADJUSTMENT MECHANISMS
THAT MITIGATE THE IMPACT OF CHANGES IN COSTS BEYOND THE
CONTROL OF WATER UTILITIES ON REQUIRED RETURNS OF EQUITY?

A. Yes, | have. In California, prior to November 2001, unexpected outlays for
purchased water, purchased power and pump taxes were booked to balancing
accounts and ultimately either refunded to customers or collected from
customers in the future independent of an earnings test. The California Office of
Ratepayer Advocates (“ORA”) proposed a modification of the balancing account
mechanism that would continue the balancing accounts, but base recovery of
unexpected higher costs on an earnings test. | conducted company-specific
simulation analyses of the ORA proposal for three California water utilities and
found the cost adjustment mechanisms reduce utilities’ costs of equity without
placing any added burden on ratepayers.! My studies showed that the proposed
modification of the balancing account procedures increased required ROEs by at
least 75 basis points.? These negative impacts on expected ROEs were the
result of just a proposed modification of the balancing account mechanisms, not
elimination of them. Arizona Water’s increased risk due to loss of PPAMs and

PWAMs for the Eastern Group is more severe than the change in balancing

! There is no added burden if ratepayers are expected to pay their actual costs of service. A balancing
account recovers or refunds only unexpected costs of water or power.

2 My study indicated increases in required ROEs of 75 basis points for California Water Service, 90 basis
points for Southern California Water and 110 basis points for San Gabriel Valley Water Company.
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accounts in California, and clearly shows that Arizona Water’s risk and required
ROE has increased as a result of the Staff recommendation and Commission
decision to eliminate PPAMs and PWAMs altogether for some of the Company’s
systems.

Q. YOU ALSO MENTIONED THE RISK ARIZONA WATER FACES WITH
RESPECT TO RECOVERY OF ARSENIC-RELATED TREATMENT COSTS.
DOESN'T ARIZONA WATER HAVE AN ACRM THAT OFFSETS THAT RISK?

A. No, it does not. EPA's new arsenic MCL of 10 parts per billion (“ppb”) requires
Arizona Water to make substantial new investments in non-revenue producing
facilities which would otherwise not be required and are not required by water
utilities in other geographic areas that do not need to remove arsenic from their
sources of water. Arizona Water does not have an ACRM approved for its
systems in the Western Group, and even for those systems that are covered
by an ACRM, the provisions of the ACRM limit the deferral period of recoverable
O & M costs, excludes other costs and allows only two filings per system. This
does not offset the risk.

Q. PLEASE DISCUSS THE SITUATION IN THE WESTERN GROUP.

A. Currently there is no ACRM approved for systems in the Western Group. This
raises serious risks for Arizona Water because the investments in arsenic
treatment plant for systems in this Group represent 55%, 187% and 37% of the
adjusted rate bases for three of those systems and the annual operating and
maintenance (“O&M") costs net of taxes to operate those facilities represent
92%, 173% and 129% of the adjusted net operating incomes of those systems.
Mr. Kennedy provides more detail on these capital costs and O&M requirements.
The Company has filed for an accounting order that would allow it to defer these
costs. But even if its request is approved, the Company will be unable to make
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an ACRM filing until 2006 when the plant must be in place to meet federal
treatment requirements. This places a severe financial burden on the Company
to finance the Western Group arsenic treatment plant facilities for 12 to 24
months before recovery of these costs could even begin.

Q. DOES THE ACRM APPROVED FOR THE NORTHERN AND EASTERN
GROUPS FULLY MITIGATE RISK?

A. No. The ACRM is limited in scope and does not provide Arizona Water with an
opportunity for full cost recovery. For many months, the Company, Staff and
RUCO attempted to reach an agreement concerning an appropriate ACRM. The
Company estimated that, on a company-wide basis, it would have to finance
nearly $30 million to construct arsenic treatment facilities and related plant, and
would experience increases in O&M costs of more than $5 million. For
comparison, the Company’s total capitalization was approximately $70 million
when those estimates were made and the increased O&M costs were 74% of
total 2003 operating income. Consequently, there was general agreement that
some sort of cost recovery mechanism was needed. Nevertheless, it was difficult
to obtain an agreement with Staff, and no agreement was ever reached with
RUCO.

In Decision No. 66400 (October 14, 2003), the ACRM was approved for
the Northern Group. In that Decision, the Commission found that
. . . the agreement between Staff and Arizona Water will
enable the Company to recover a portion of additional
O&M expenses associated with arsenic treatment
facilities, whether those facilities are constructed and
operated by Arizona Water or by a third party pursuant to
a lease agreement. However, the recovery of O&M
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expenses is confined to specific and narrowly defined

costs in order to enable Staff and other parties to more

easily audit expenditures incurred by the Company for the

treatment facilities. Decision No. 66400 at 20 (emphasis

added).
The Commission acknowledged that the ACRM was not designed to give Arizona
Water an opportunity for full cost recovery. Arsenic treatment cost recovery is

limited to a narrowly defined set of costs. In addition, the Commission required
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that Arizona Water's rate of return for the affected systems could not exceed the

authorized rate of return established in Decision No. 64282. Decision No. 66400
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at 17-18. In Arizona Water's last GRC, the Commission approved a similar
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ACRM for the Eastern Group systems. Decision No. 66849 at 31.

From a risk standpoint, the new arsenic MCL has a much greater impact
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on water utilities in Arizona than on water utilities in the water utilities sample in
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other parts of the United States where the natural occurrences of arsenic in
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water supplies are minimal. The ACRM for the Northern and Eastern Groups
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mitigates some of the risk of placing and operating new facilities required to meet
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the federal arsenic standard, but was not designed to allow full recovery of those
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costs. Given the short time before the deadline for compliance with the federal
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arsenic standard and the time necessary to make an ACRM filing, assuming
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approval of a Western Group ACRM in this proceeding, it may not be possible for
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Arizona Water to recover similar costs for its Western Group systems. Thus,
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while some of the risk of meeting the new arsenic standard has been mitigated
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with the ACRM, risk remains, and Arizona Water has more risk than water
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utilities in the water utilities sample that do not have to make such additional

investments and incur such additional O&M costs.
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Q. ARE THERE ANY OTHER ASPECTS OF ARIZONA WATER’S RATE
SETTING SYSTEM THAT INCREASE RISK?

A. Yes. In the past several years, the Commission has placed increased emphasis
on water conservation, and water utilities have been required to implement
inverted block rate structures, which are intended to cause customers to use less
water. Inverted block rates were an issue in Arizona Water's last GRC, and in its
Eastern Group, Arizona Water now has rates based on an inverted block rate
design. As a result, Arizona Water is more risky than water utilities that have
rates that more closely conform to the costs of providing service.

Because the primary objective of this type of water rate design is to
reduce water use, the adoption of inverted block rates creates additional risk.
Inverted block rates may cause revenue erosion and instability. American Water
Works Association, Alternative Rates (1992) 18. At a minimum, it is reasonable
to expect some reduction in water use, and therefore a reduction in the utility's
revenues, which may prevent it from earning its rate of return. However, the
magnitude of these reductions is often difficult to predict. This uncertainty makes
it more difficult to develop rates that allow the utility a reasonable opportunity to
recover its cost of service, including its cost of equity. This uncertainty creates
additional risk that increases Arizona Water’s required return on equity.

Q. DO YOU HAVE AN OPINION ABOUT HOW MUCH THE RISK POSED BY THE
RATE SETTING SYSTEM IN ARIZONA, THE INADEQUATE RECOVERY OF
COSTS BY THE ACRM, THE ELIMINATION OF THE PPAMS AND PWAMS IN
THE EASTERN GROUP SYSTEMS, AND THE INVERTED RATES
INCREASES ARIZONA WATER’S REQUIRED ROE?

A. Yes. These factors increase the Company’s risk and thus its required ROE by at
least 50 basis points above the ROE required by the benchmark water utilities.
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IS THERE EVIDENCE THAT CORROBORATES THE NEED FOR SUCH A
RISK PREMIUM ?
Yes, there is. The utilities in the water utilities sample used to determine equity
costs are rated by Moody’s or S&P at either A or AA. (See Table 1). At the time
the cost of the Company’s last bond issue was set, it had a cost of debt that was
37 basis points above the cost of A-rated bonds and 49 basis points above the
cost of AA-rated bonds. The cost of equity for a utility is undeniably higher than
its incremental cost of debt. If the common equity cost risk premium above the
cost of debt for Arizona Water is the same as the common equity risk premium
above the cost of debt for the water utilities sample, this factual evidence sets the
floor under the common equity risk premium required for Arizona Water. Arizona
Water, however, has additional common equity risks than the sample water
utilities and thus the expected risk premium will be higher than the fioor of 37 to
49 basis points. Given the higher risks of Arizona Water that were discussed
above, 50 basis points provides a conservative value for that required equity cost
risk premium above the cost of equity for the water utilities sample.
DOES ARIZONA WATER FACE OTHER RISKS?
Yes. Arizona Water is more risky than the water utilities sample because it is
smaller than the average utility in the water utilities sample and has less financial
flexibility than those publicly traded utilities.

Smaller companies — and smaller water utilities in particular — are more
risky than larger companies. Staff used the original version of the CAPM to
determine equity costs in Arizona Water's last general rate case. Thirty years

after that original version of CAPM was developed, new scholarly studies® found

3 Beta is the measure of risk in the original CAPM. Eugene Fama and Kenneth French found that even
after accounting for differences in beta risk among companies, smaller companies are generally more
risky than larger ones. “Industry Costs of Equity,” 43 Journal of Financial Economics (1997) pp. 153-193.
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that version of the CAPM is incomplete and that the size of a company needs to
be included in models that explain risk and required returns for common stocks.
Thus, if other risk factors are the same, smaller companies require higher equity
returns than do larger companies. | published an article in The Quarterly Review
of Economics and Finance (“Utility Stocks and the Size Effect - Revisited,” Vol.
43, Issue 3, Autumn 2003, 578-582) that provides specific evidence that the
stocks of small water utilities, like Arizona Water, are more risky than the stocks
of larger water utilities, such as those in the water utilities sample. The California
PUC also conducted a study that showed smaller water utilities are more risky
than larger ones.* Even so, the Company is not including an additional risk
premium for size in this proceeding, though | believe it would be justified in doing
SO.

DOES ARIZONA WATER’S LIMITED FINANCIAL FLEXIBILITY INCREASE
ITS RISK?

Yes. Arizona Water does not have access to the public equity and bond markets
that are available to the utilties in the water utilities sample. This lack of
financing flexibility increases risk for Arizona Water because it has no choice but
to rely on retained earnings, short-term debt, and privately placed bonds to
provide the capital necessary to finance the utility plant improvements and
additions required to treat arsenic and otherwise assure the quality and reliability
of water service. By contrast, utilities in the water utilities sample with publicly

traded common equity and bonds have the flexibility to issue shares of common

In chapter 7 of Stocks, Bonds, Bills and inflation, 2004 Yearbook Valuation Edition, Ibbotson Associates
report that when betas are properly estimated, betas are larger for small companies than for larger
companies. They also find that even after accounting for differences in beta risk, small firms require an
additional risk premium over and above the added risk premium indicated by differences in beta risk.

* Staff Report on Issues Related to Small Water Utilities, June 10, 1991 and CPUC Decision 92-03-093.
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equity to keep their capital structures in balance and raise additional capital from
external sources. For example, in its First Quarter Report to Shareholders,
Middlesex Water stated:

On May 14, 2004, the Company [Middlesex] closed on the

offering of 700,000 shares of its Common Stock. The

Company also granted the underwriters an over-allotment

option to purchase an additional 100,000 shares. We intend

to use the net proceeds to repay most of our outstanding

short-term borrowings.
A Note from the President, May 15, 2004, First Quarter Report to Stockholders,
Middlesex Water Company. Arizona Water does not have the option to issue
common stock to the public to repay its outstanding short-term borrowings or
obtain equity capital from the public for any other purpose. This lack of financing
flexibility is of special concern to Arizona Water because the Company must
make relatively large investments. As with the risk premium for size, the

Company is not including a risk premium for this additional risk in this

proceeding.

Iv. OVERVIEW AND DCF EQUITY COST ESTIMATES

Q. DO YOU HAVE ANY GENERAL OBSERVATIONS THAT PUT YOUR EQUITY
COST ESTIMATES IN PERSPECTIVE?

A. Yes. Equity costs move in the same direction as interest rates. In 2003,
Treasury rates dropped to the lowest level in close to 40 years. From 1964 to
2002, annual average yields on 10-year Treasury securities, for example, ranged
from 4.19% to 13.92%. For the 10-year period ending in 2002, the annual
averages of 10-year Treasury rates ranged from 4.61% to 7.09%. By contrast, in
2003, that annual average was only 4.01%.
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At present, however, interest rates, and thus costs of equity for Arizona
Water, are rising and expected to continue rising. As of June 14, 2004, the 10-
year Treasury rate reported by the Federal Reserve was 4.89% and the June
2004 Blue Chip long term consensus forecast for the 10-year Treasury rate for
2005 was 5.6%, rising to 5.9% in 2006. Value Line forecasts of Treasury rates
made in May 2004 also indicate that interest rates are increasing and expected
to be higher in 2005 and 2006 than they are today and much higher than they

were in 2003. (See Table 9.) Recently, the Federal Reserve has twice

O 0 NN N B W N

increased its target rate for short-term interest rates for the first time in several

[
(e

years. Most analysts expect further increases. Based on interest rate forecasts

alone, the Commission should anticipate reasonable estimates of the cost of

e S ey
N =

equity for water utilities to be higher today than in 2003.
PLEASE PROVIDE AN OVERVIEW OF YOUR DCF EQUITY COST
ESTIMATES.

S
N

An ROE for Arizona Water that is fair to ratepayers, yet still provides a

—
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satisfactory return for investors, is the Company’s cost of equity. To estimate

—
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that cost of equity, the analyst requires market data that reveals investors’

Pk
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required returns, but such data are not available for Arizona Water. It is not

[
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publicly traded, and there is no “pure play” company that is perfectly comparable

N
[

to Arizona Water. Equity costs based on data for the sample of water utilities,

N
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however, are for companies that provide the same service and thus provide a

(384
[\

useful starting point in the determination of Arizona Water’s cost of equity.
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| determine DCF equity costs for water utilities based on the two methods

)
N

the FERC uses to determine DCF equity costs in different situations. When the

(3]
W

FERC determines an equity cost for an electric utility, it uses a “one-step” model.

138
(o)}

Conceptually, the one-step model is the same as the constant growth DCF
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model the Staff employed in Arizona Water's last GRC. When the FERC
determines equity costs for gas transmission companies, it uses a “two-step”
DCF model. The two-step model is conceptually the same as the multi-stage
DCF equity model Staff presented in that same proceeding.®

Q. PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST OF
EQUITY.

A. The constant growth DCF model computes the cost of equity as the sum of an

expected dividend yield (“D4/ Pg") and an expected long-term average dividend

O 0 9 &N s W N

growth rate (“g”). The expected dividend yield is computed as the ratio of next

(R
<o

period’s expected dividend (“D+") divided by the current stock price (“Py’).

I
e

Generally, the constant growth model is computed with formula (1) or (2):
(1)  Equity Cost Do/ Pox (1+g) + g
(2) Equity Cost Di/Py + g

f—
N

where Dy/ Py is the current dividend yield and D4/ Pg is found by increasing the

[y
'S

current yield by the growth rate. The DCF model is derived from the valuation

[—y
W

model shown in equation 3 below:

@) P = Di/(1+k) + Do/(1+k)* + ...+ Dy/(1+k)",

et
~N

where k is the cost of equity; n is a very large number; Py is the current stock

—
O o0

price, D4, Dy, ... D, are the cash flows expected to be received in periods 1, 2, .

. . n, respectively. Equation (3) can be re-written to show that the current price

NN
_— O

(Po) is also equal to

(4) Py = Dy(1+k) + DA(1+k)? + Po(1+k)?,

N
[\

where P; is the price expected to be received at the end of the second period.

[\
W

When the multi-stage DCF model is used to estimate the cost of equity, it is

Y]
s

assumed investors expect different rates of growth in the initial period and

N
W

[\
N

® Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, Schedule JMR-6.
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subsequent period.

If the future price (P;) included a premium, the price the investor would
pay today in anticipation of receiving that premium would increase. Table 2
reports premiums investors have recently received from mergers and
acquisitions. Attachments 1 and 2 to this testimony explain why such premiums
are expected to continue. If investors expect that a water utility is a potential
merger/acquisition candidate they will bid its stock price up to the present value
of the future price expected from the merger/acquisition to reflect that probability.
In such a situation, the dividend yield would be lower and thus either the
constant growth (one-step) DCF model or the multi-stage (two-step) DCF model
may understate the cost of equity. In making my DCF equity cost estimates
below, | do not account for this bias in the DCF equity cost estimates, and thus
my DCF equity cost estimates are conservative.

Q. PLEASE BEGIN WITH YOUR DCF ESTIMATES BASED ON THE FERC ONE-
STEP MODEL. HOW DOES FERC IMPLEMENT THAT MODEL?

A. The FERC implements the one-step (or constant growth) DCF model by initially
combining the lowest and highest dividend yields for individual utilities in the
sample during the most recent six month period with two estimates of forward-
looking growth to estimate a range of DCF equity costs for the utilities in its
sample. Next, the FERC eliminates from consideration any of those equity cost
estimates that imply the cost of equity is below the cost of investment grade
bonds. Then the FERC determines a range of equity costs for the sample and a
mid-point of that range to determine the cost of equity. This method is fully
discussed in Southern California Edison Company, Opinion No. 445, 92 F.E.R.C.
61,070 (2000). This opinion is included as Attachment 3 to this testimony.
More recent FERC decisions refer back to the Southem California Edison
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decision. For example, see FERC findings in Midwest Independent
Transmission System Operator, 100 F.E.R.C. 61,292 (2002).

Q. HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS?

A. The FERC one-step method determines a range of dividend yields based on the
lowest and the highest dividend yields during the last six months. Table 4
reports those dividend yields for the water utilities sample.

Q. WHAT GROWTH RATES ARE CONSIDERED IN THE FERC ONE-STEP
METHOD?

A. The FERC considers estimates of both sustainable growth (growth Staff has
called “intrinsic growth”) and analysts’ forecasts of growth. | agree with the
choice of growth estimates relied upon by the FERC. The DCF model requires
estimates of growth that investors expect in the future. No weight should be
given to historical measures of growth. Logically, financial institutions and
analysts would have taken such past information into account, and other more
recent information, when they make their forecasts for the future.® To the extent
that past, recorded results provide useful indications of future growth prospects,
the forecasts would already incorporate the past and any further recognition of
the past will double-count what has already occurred. = When there is no
estimate of forward-looking growth for a utility in the water utilities sample, | have
followed the method St'aff adopted in the past and assumed investors expect the
growth for that utility to equal the average of growth rates for the other water

utilities in the sample, as explained above.

® See David A. Gordon, Myron J. Gordon and Lawrence I. Gould, “Choice Among Methods of Estimating
Share Yield,” Journal of Portfolio Management (Spring 1989). 50-55. Gordon, Gordon and Gould found
that a consensus of analysts’ forecasts of earnings per share growth for the next five years provides a
more accurate estimate of growth required in the DCF mode! than three different historical measures of
growth. They explain that this result makes sense because analysts would take into account such past
growth as indicators of future growth as well as any new information.
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Q. WHAT IS SUSTAINABLE GROWTH?

A. Sustainable growth is derived by combining expected growth from future retained
earnings and expected future growth from sales of common stock above book
value. The FERC defines sustainable growth as follows:

The sustainable growth rate is calculated by the following

formula: g = br + sv, where “b” is the expected retention

ratio, “r’ is the expected earned return on common equity,

“s” is the percent of common equity expected to be issued

annually as new common stock , and “v’ is the equity

accretion rate.
Southern California Edison, 92 F.E.R.C. at p. 61,269, citing Connecticut Light
and Power Co. 45 F.E.R.C. 62,370 at p. 62,161, n. 15 (1988). The retention
ratio “b” is equal to (1 - the ratio of dividends divided by earnings) and the equity
accretion rate “v” is equal to (1 - (book value divided by market value)). Myron
Gordon developed this concept of growth in his book, The Cost of Capital to a
Public Utility (Michigan State University 1974). Gordon explains why “sv” growth
can be expected when market prices exceed book value but why “sv” growth is
not expected to come into play when market prices are below book values.

Q. HOW DO YOU ESTIMATE EXPECTED “br” GROWTH?

A Investors' expectations of what the retention ratio and the expected ROE will be

in the future determine this portion of expected sustainable growth. Multiplying
“b” times “r’ gives the estimate of future sustainable growth from retained
earnings. Investors look for measures of future growth when pricing stocks.
When the data are available, | have used Value Line projections of future ROEs,
future DPS and future EPS to make the forecasts of “br’ growth. The available
estimates of “br” growth are reported in Table 5 as well as the average “br” for
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those water utilities.

Q. HAVE YOU ESTIMATED “sv’ GROWTH FOR THE WATER UTILITIES
SAMPLE?

A. Yes. My estimates of “sv” growth for the water utilities are presented in Table 6.
| have used Value Line projections of new issues of shares of common stock to
estimate “s.” The estimates of “v’ are based on reported book values and
respective averages of the prices used to compute the dividend yields. Some of
the utilities in the water utilities sample have sold stock at prices in excess of
book value in recent years and have thus achieved “sv” growth. Knowledgeable
investors would expect such growth in the future. Available forecasts indicate
investors expect some of the sample water utilities to issue more shares of stock
over time. Thus there will be a positive “s” term in “sv’ growth.  Also, the
average market-to-book ratio for the sample of water utility stocks is over 2.0.
Unless stock prices drop to less than half of their current values, there will be a
positive “v” for the foreseeable future.

Q. DOES THE FERC SPECIFICALLY INCLUDE ESTIMATES OF “sv” GROWTH
IN THE ESTIMATES OF SUSTAINABLE GROWTH?

A. Yes, it does.

Q. DO MARKET-TO-BOOK RATIOS GREATER THAN 1.0 IMPLY INVESTORS
EXPECT THE UTILITIES IN THE WATER UTILITIES SAMPLE TO EARN
BOOK RETURNS ON EQUITY GREATER THAN THE COSTS OF EQUITY?

A No. There are many reasons investors may bid up market prices for stocks
above book values other than an expectation that a water utility will earn more
than its cost of equity. Investors may expect a city or some other public entity to
condemn all or part of a water utility and that the public entity will be required by

the court to pay the utility the fair market value for it. Water utilities’ assets

UARATECASE\2004\Testimony\Zepp\Final_080704.00C 3 2
9/8/2004




O 0 9 N WK bW e

[ T N T N T N T N T N T N 2 o S e e Y
AN U A W DN = O YW 00NN N N DR WN e D

typically have a value based on reproduction cost that is well in excess of book
value. | have testified on the values of water utility properties and electric utility
properties in various court cases in California, Utah and Oregon. Based on my
experience, in situations where only a portion of the utility is being condemned,
valuations based on both reproduction cost new less depreciation and the
income approach indicate utility property has a value well in excess of book
value. Investors would be aware that courts may award potential condemnation
values well in excess of book values even if the utility earns no more than its cost
of equity.

Q. ARE THERE OTHER REASONS?

A. Yes. Investors may anticipate a merger or acquisition that produces premium
prices similar to those reported in Table 2, which have been well above book
values. With such anticipated sale prices well above book values, a water utility
would also be priced above book value even if the water utility made no more
than its cost of equity. There are other reasons as well.”

Q. WHERE DO YOU REPORT YOUR ESTIMATE OF AVERAGE SUSTAINABLE
GROWTH?

A. That value is developed in Table 5.

Q. IS THERE ANOTHER INDICATOR OF FUTURE GROWTH THAT THE FERC
RELIES UPON WHEN IT IMPLEMENTS THE ONE-STEP DCF APPROACH?

A Yes. The other estimates of forward-looking growth relied upon by the FERC

" An Oregon Public Utility Commission staff witness listed the following six reasons a market price could
exceed book value even if the ulility was expected to earn its authorized ROE: (1) public utility
commissions do not issue orders simultaneously in all jurisdictions, (2) not all of a company's earnings
are regulated, (3) regulatory expenses, revenue and rate base adjustments may cause accounting
returns to differ from those calculated on a rate case basis, (4) actual sales do not equal sales assumed
in a rate case, (5) market expected ROEs change frequently while rate case authorized ROEs do not, and
(6) regulated subsidiaries constitute only a piece of a holding company pie. Testimony of John Thornton
in Oregon Docket UM 903 (filed November 9, 1998).
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are analysts' forecasts of future five-year EPS growth. Table 7 reports analysts’

2 five-year forecasts of EPS growth reported by a number of financial institutions
3 and the average of those analysts’ forecasts. The first two columns of Table 7
4 show analysts’ consensus forecasts of future EPS growth rates reported by
5 Zacks and Thomson First Call that were available for the utilities in the water
6 utilities sample. The third column shows available analysts’ growth forecasts for
7 the same water utilities that are reported in the S&P Earnings Guide. Column 4
8 shows forecasts of EPS growth reported by Value Line at April 30, 2004. The
9 average of analysts' forecasts of growth is 7.0%. For my implementation of the
10 FERC one-step method, | have used the average of these analysts’ forecasts of
11 growth for each of the utilities when such forecasts were available. If forecasts
12 were not available, | followed Staff's past practice of assuming investors expect
13 the missing growth rate to equal the average growth expected for the other water
14 utilities in the sample, as explained previously.
15 | Q. HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS AND
16 ESTIMATED FUTURE GROWTH TO MAKE YOUR BENCHMARK DCF
17 ESTIMATES WITH THE FERC ONE-STEP METHOD?
18 | A. | adopted the approach shown in Table 4. First, adjusted high and low dividend
19 yields were computed for each of the utilities by increasing the current dividend
20 yields shown in column “a” by one-half the average of the two estimates of
21 growth presented in columns “c” and “d”. The FERC method increases the
22 current dividend by only one-half of the expected future growth and thus
23 produces a value for D4/Pg that is conceptually only six months (instead of one
24 full year) into the future. In my view this results in conservative estimates of the
25 cost of equity, but | have adopted this method in my implementation of the FERC
26 one-step approach because the FERC uses that method.
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Next, | computed the low equity cost estimates shown in column “e” of
Table 4 for each of the utilities by combining the lowest estimate of growth for
each utility with the respective low estimates of the adjusted dividend yield. The
equity cost estimates in column “f" were then made by combining the highest
estimate of growth with the high dividend yields.

The last step of the FERC one-step method is to estimate the mid-point of
the indicated equity cost range as the benchmark cost of equity. Both the mid-
point and the average of the various equity cost estimates are 10.2%. This
equity cost for the sample understates the Company’s cost of equity because.
Arizona Water is more risky for the reasons discussed above.

Q. DID YOU CONSIDER ALL TWELVE EQUITY COST ESTIMATES WHEN YOU

DETERMINED THE MIDPOINT OF THE EQUITY COST RANGE?

A. Yes, | did. As | mentioned above when | described the one-step method, the

FERC deletes any individual utility equity cost estimate that is not at least 40
basis points above the cost of investment grade bonds. Based on the estimates
made here, none of the indicated costs of equity is that small and thus none was
deleted from the range used to determine the mid-point equity cost for the
benchmark sample.

Q. PLEASE TURN TO YOUR IMPLEMENTATION OF THE FERC’'S TWO-STEP
APPROACH. HOW DOES THE TWO-STEP APPROACH DIFFER FROM THE
ONE-STEP APPROACH?

A. The FERC two-step approach differs from the one-step approach in that it
assumes that investors will expect terminal growth to be different than initial
growth. In deriving its two-step approach, the FERC recognized that investment
houses use more complex three-stage models in which the first and second
stages could have a length of possibly 20 years and the final stage growth is the
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long-term growth rate of the economy. The FERC also noted that determining
the length of such stages requires judgment on the part of the analyst. In
Opinion 396-B, the FERC expressed its preference for the simpler two-step
model that, in effect, combined the first two stages of the more complicated
three-stage model used by investment houses. Northwest Pipeline Company, 79
F.E.R.C. 61,309 (1997). The FERC specifically rejected the use of the
“investment house approach” in which a complicated three-stage model that
required solving for the ROE with an iterative process was used to determine
ROE. FERC stated such models are not only complicated but require judgments
as to how long initial growth will continue, and whether the transitional growth
rate would decline (increase) towards the terminal growth rate slowly, quickly or
at a steady rate.

Q. HOW DOES THE FERC DETERMINE GROWTH WITH THE TWO-STEP
MODEL?

A. The FERC adopts analysts’ forecasts of EPS growth as the growth rate in the
first stage, forecasted growth of Gross Domestic Product (“GDP”) for growth for
the final stage and took an average of those growth rates to compute growth for
the two-step model. More recently, in Southern California Edison, the FERC
indicated it gives a weight of two-thirds to analysts’ forecasts of growth and a
weight of one-third to GDP growth to compute that average growth rate.
Southem California Edison, 92 F.E.R.C. at 61, 257 and n.19 (citing Northwest
Pipeline Company).

Q. HOW DOES THE FERC TWO-STEP MODEL DIFFER FROM THE MULTI-
STAGE DCF APPROACH PRESENTED BY STAFF IN THE 2003 ARIZONA
WATER AND ARIZONA-AMERICAN WATER CASES?

A. Conceptually, the multi-stage DCF model presented by Staff in water utility rate
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cases in 2003 is similar to the FERC two-step model, but the choices made by
Staff to implement the model lead to significantly lower estimated costs of equity.
Both the FERC and Staff assumed terminal growth should ultimately be
assumed to equal GDP growth. The distinction between the Staff multi-stage
analysis and the FERC two-step method can be boiled down to two significant
differences. First, the FERC assumes the initial period before reaching terminal
growth is much longer than the four or five years that Staff assumed in its multi-
stage model. FERC wisely assumes it will take many years before the terminal
growth for a utility will be the same as growth in GDP. Second, the FERC
assumes investors rely on EPS growth in the longer, initial period, when they
price common stocks. The FERC approach correctly recognizes that it is
earnings that permit dividends to be paid and thus bases growth in its longer,
initial period on EPS growth, not short-term DPS growth used by Staff in its
model.

Q. WHERE DO YOU REPORT YOUR TWO-STEP EQUITY COST ESTIMATE?

A. It is reported in Table 8. In preparing this estimate, | have relied on spot prices
instead of an average of prices. Staff haé indicated its preference for spot
prices.® The values for the DCF dividend yield (D1/Po ) are based on the FERC
convention of increasing current dividends by only one-half the growth rate. As |
indicated in my discussion of the one-step approach, it is my view that this
method of computing dividend yields produces very conservative estimates of
the cost of equity. Consistent with the FERC two-step approach described in the

Northwest Pipeline Company opinion, the initial growth rates are the analysts’

% It is my view that average dividend yields are preferred to spot yields when making DCF equity cost
estimates. To eliminate an issue with Staff, the numbers in Table 8 are closing prices at the time this
testimony was written.
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forecasts of growth. (See Table 4.) The terminal growth rate | have relied upon
is 6.5%, which is the estimate of the long-term growth in GDP relied upon by
Staff in Arizona Water's last GRC and in Arizona-American Water’s recent rate
case. That growth rate provides a conservative estimate of the long-term
estimate of GDP growth. The more appropriate growth estimate to use in this
analysis would be the long-term arithmetic average growth rate of 6.8%. The
6.5% value is the long-term geometric average and thus understates the
forward-looking growth required by investors.® Therefore, the smaller GDP
growth value of 6.5% in my analysis is very conservative. Based on the FERC
two-step approach, the indicated cost of equity for the water utilities sample is
10.4%. Because Arizona Water is more risky, its cost of equity is at least 50
basis points higher.

V. RISK PREMIUM EQUITY COST ESTIMATES

Q. PLEASE TURN TO YOUR RISK PREMIUM EQUITY COST ESTIMATES FOR
WATER UTILITIES. CAN YOU PROVIDE AN OVERVIEW OF THE RISK
PREMIUM METHOD OF ESTIMATING THE COST OF EQUITY?

A. Yes. Under the risk premium approach, the risk premium is directly estimated by
comparing authorized and actual returns on equity with the current yields of
investment grade bonds or other debt instruments:

The risk premium method of determining the cost of equity,
sometimes referred to as the “stock-bond-yield spread

method” or the “risk positioning method,” or again the “bond-

® This issue is discussed in Ibbotson Associates, SBBI 2003 Yearbook 100-101. The geometric average
is used to report what has happened not what is expected to happen and only applies for the future if
year-to-year growth in GDP is not expected to fluctuate. If GDP growth varies — even slightly — from year
to year in the future, the past GDP growth will not be realized if the geometric average is used to set the
growth. If year-to-year variation is the same as in the past, the required growth rate is the arithmetic
average growth rate.
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yield plus risk-premium” method, recognizes that common

equity capital is more risky than debt from an investor's

standpoint, and that investors require higher returns on

stocks than on bonds to compensate for the additional risk.

The general approach is relatively straightforward: First,

determine the historical spread between the return on debt

and the return on equity. Second, add this spread to the

current debt yield to derive an estimate of current equity

return requirements.

The risk premium approach to estimating the cost of equity

derives its usefulness from the simple fact that while equity

return requirements cannot be readily quantified at any

given time, the returns on bonds can be assessed precisely

at every instant in time. If the magnitude of the risk

premium between stocks and bonds is known, then this

information can be used to produce the cost of common

equity. This can be accomplished retrospectively using

historical risk premiums or prospectively using expected risk

premiums.
Roger A. Morin, Regulatory Finance: Ultilities’ Cost of Capital (1994) at 269. The
risk premium approach is a simpler and less subjective approach. There is no
need to estimate betas or current expected market risk premiums, as required in
implementing the CAPM, and there is no reason to determine if “beta risk” is the
only risk of relevance to investors holding shares of water utilities. For these
reasons, regulatory commissions use the risk premium approach in setting rates
far more frequently than the CAPM.
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Q. WHAT ARE THE SOURCES FOR YOUR RISK PREMIUM ESTIMATES?

A The sources are the methods and data presented by the CPUC Staff in various
general rate cases. | have made three risk premium analyses.

Q. EXPLAIN YOUR FIRST ANALYSIS.

A. My first analysis is an update of the method presented by CPUC Staff in
California-American Water Company’s Los Angeles district rate case (Docket
No. A 03-07-036) in January 2004. The only difference in my first analysis and
the one relied upon by CPUC Staff in that case is the updated forecasts of
interest rates. CPUC Staff has used this risk premium approach to determine
costs of equity in numerous cases during the last three years. Under this
approach, CPUC Staff adopted annual averages of actual realized ROEs for the
six water utilities in my sample as proxies for the costs of equity for the period
1993-2002, subtracted contemporaneous Treasury rates from those equity cost
proxies to determine annual average risk premiums, then added the 5-year and
the 10-year averages of those risk premiums to forecasts of the respective
Treasury rates to determine an equity cost range.

Q. WHAT HAVE YOU DONE TO UPDATE THE CPUC STAFF’'S RISK PREMIUM
ANALYSIS?

A. I have updated the CPUC Staff's analysis by updating the forecasts of the
Treasury rates with an average of Treasury rate forecasts for the period 2005-
2006 made by Biue Chip and Value Line. This is the only change from the risk
premium analysis CPUC Staff presented in Table 2-7 of its Cost of Capital
Report for California-American Water Company in Docket No. A 03-07-036. The
interest rate forecasts | have relied upon to make this update are averages of
Blue Chip’s consensus forecast of interest rates for 2005 and 2006 reported in
June 2004 and Value Line’s most recent quarterly forecasts of interest rates
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made May 28, 2004. | report those Treasury rate forecasts and forecasts for

Baa bond rates in Table 9.
Q. HAS ACC STAFF RELIED UPON FORECASTS OF INTEREST RATES IN
ANALYSES OF EQUITY COSTS IN PAST CASES?

A. Yes, it has. For example, in Docket No. U-1656-91-134, Staff relied upon Blue

Chip Financial forecasts of interest rates, Gross National Product (“GNP”) and
inflation during the next year to describe the economic environment that
influenced its cost of capital estimates. Testimony of Linda A. Jaress, dated
December 2, 1991, at 9-11. Also, in testimony dated April 19, 1993, Docket No.
U-1303-92-286, ACC Staff relied upon Blue Chip forecasts of interest rates for
the first quarter of the following year to determine the appropriate level of interest
rates for the determination of costs of equity. Supplemental Testimony of J.
David Daer, at 6. Relying on forecasts of interest rates to determine costs of
equity is not a new concept to ACC Staff. Therefore, the fact that the CPUC
Staff method relies on forecasts of interest rates to determine costs of equity is
not unusual.

Q. WHY HAVE YOU USED INTEREST RATE FORECASTS FOR THE PERIOD
2005 TO 2006 IN YOUR ANALYSIS?

A. | have used this period because it is the period in which Arizona Water's new

rates will first be put into place. August 2005 is the earliest the new rates could
be approved and put in place. But based on the amount of time it has recently
taken to complete rate cases in Arizona, it could be as late as 2006 before new
rates are in place. The CPUC Staff method relies upon forecasts of interest
rates for the future periods when new rates for the utility will be in place. To be
consistent with the CPUC Staff approach, it is appropriate to adopt forecasts of
interest rates for the period when Arizona Water's new rates will be in place.
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Q. WHY NOT USE CURRENT RATES FOR TREASURY SECURITIES?

A There are two reasons. First, the CPUC Staff does not use current rates and
thus to be consistent with the CPUC Staff approach, forecasted rates should be
adopted. Second, the goal is to determine the cost of capital for Arizona Water
when new rates are in effect, not the cost of capital 18 months before such new
rates are approved.

The Commission Staff provided evidence in the recent Arizona-American
Water case that showed forecasts of interest rates reported by Blue Chip were
sometimes higher and sometimes lower than the interest rates that actually
occurred and that the projected interest rates were, on average, lower than the
actual interest rates that subsequently occurred.’® CPUC Staff has determined
that such forecasts of interest rates are preferred to using current interest rates
as proxies for future rates. Current interest rates are also sometimes higher and
sometimes lower than interest rates during future periods. It is especially
inappropriate to adopt current interest rates as proxies for future interest rates
when those current interest rates are close to 40-year lows and are expected to
increase.

Q. WHAT IS THE RESULT OF THIS ANALYSIS?

A This analysis indicates the cost of equity for the water utilities sample falls in a
range of 10.6% to 10.9%, as shown on Table 10. Arizona Water’s indicated cost
of equity is at least 50 basis points higher because it is more risky.

Q. TURN TO YOUR SECOND RISK PREMIUM ANALYSIS. HOW DOES IT
DIFFER FROM THE FIRST ANALYSIS?

A. In that analysis, CPUC Staff chose to use earned ROEs instead of authorized

ROEs as the proxies for the costs of equity in its analysis. If regulators attempt

1% Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et al., at 49
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to authorize ROEs that are equal to the utilities’ costs of equity, and adopt rates
and rate adjustment mechanisms that give those utilties a reasonable
opportunity to earn those authorized ROEs, on average, earned as well as
authorized ROEs might provide proxies for the costs of equity. The second risk
premium analysis adopts authorized ROEs instead of earned ROEs as the
proxies for the costs of equity in the risk premium analysis. This change is the
only change from the first risk premium analysis.

Q. WHAT ARE THE RESULTS OF THE SECOND RISK PREMIUM ANALYSIS?

A. Table 11 presents the results of this second analysis. This analysis indicates the
cost of equity for the water utilities sample falls in a range of 11.0% to 11.4%.
The indicated cost of equity range for Arizona Water is at least 11.5% to 11.9%
because it is more risky. During the period of the study, on average, utilities in
the water utilities sample earned less than their authorized ROEs, and thus it is
expected that this second risk premium analysis will indicate a higher equity cost
range than was found in the first risk premium analysis.

Q. TURN TO YOUR THIRD RISK PREMIUM ANALYSIS. WHAT DATA HAVE
YOU USED TO PREPARE THIS ANALYSIS?

A. In a number of cases, the CPUC Staff has adopted averages of realized ROEs
for samples of water utilities as proxies for costs of equity. My third risk premium
analysis is based on averages of realized ROEs for water utilities samples that
the CPUC Staff adopted as proxies for the costs of equity, Baa bond yields
reported by the Federal Reserve, and the expectation that when bond costs
decrease, equity costs will also decrease, but by less. In effect, the risk premium
increases as interest rates decrease. This expectation is generally consistent
with the theoretical work of Gordon and Halpern, “Bond Share Yield Spreads
Under Uncertain Inflation,” American Economic Review, Vol. 66, No. 4
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(September 1976) 559-565. It is also consistent with empirical studies such as a
1989 study conducted by Staff at the Oregon Public Utility Commission and a
statement by the CPUC in decisions in 1997 (D.97-12-089) and 2002 (D.02-11-
027) that its practice is to adjust ROEs for energy utilities by one-half to two-
thirds of the change in the benchmark interest rate.

Q. PLEASE EXPLAIN THIS RISK PREMIUM ESTIMATE.

A. | followed the three-step procedure shown in Table 12. Panel A of Table 12
shows earned ROEs for samples of publicly traded water utilities for the period
1985 to 2002. CPUC Staff adopted these ROEs as proxies for the costs of
equity for water utilities in San Gabriel Valley Water Company’s 1995 rate case
(Table 3-4 A95-09-010), in California-American Water Company’'s 2003 rate
case (Table 2-7, A02-09-030), and in San Gabriel Valley Water Company’s 2003
rate case (Table 2-7, A02-11-044). Lines 19 and 20 of Panel A of Table 12 show
the average risk premium increased from 2.12% to 3.13% as the average Baa
rate decreased from 10.48% to 7.99%. This result indicates that, on average,
returns for water utilities dropped by 59 basis points for each 100-basis point
drop in the Baa bond rate. Thus, on average, the risk premium increased by 41
basis points for every 100-basis point drop in the Baa bond rate. (See line 22 of
Panel A of Table 12.) This result is consistent with equity costs moving in the
same direction as interest rates, but by less.

Q. DID YOU USE THE DATA IN PANEL A TO ESTIMATE THE COST OF EQUITY
FOR ARIZONA WATER?

A. Yes. First, | recognized that the relationship between risk premiums and interest
rates implies the following:

Risk premium = constant - slope x Baabond rate.

Then, in Panel A, | solved for the slope in this equation by dividing the difference
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in risk premiums by the difference in bond rates (shown on line 21). Next, in
Panel B, | solved for the constant in the equation that is consistent with the
derived slope, the most recent average risk premium of 3.13% for the period
1993-2002, and the average Baa rate of 7.99% for the period 1993-2002.

Q. HOW DID YOU USE THAT RESULT TO ESTIMATE THE COST OF EQUITY?

A. | combined the slope of -0.41 and the constant of 6.39% derived in Panel B of
Table 12 with the forecast of 7.68% for Baa bond rates during 2005-2006
reported in Table 9, to derive the current risk premium of 3.3%. Adding this
current risk premium to the forecasted Baa rate of 7.68%, the indicated cost of
equity for the sample of water utilities is 10.9%. Again, the indicated cost of
equity for Arizona Water is higher than 10.9% because it is more risky than the
sample water utilities. (See Table 12, Panel C.)

Q. WHAT IS SHOWN IN TABLE 13?

A. Table 13 is the same as Table 12 but uses 10-year Treasury rates to conduct the

risk premium analysis instead of Baa bond rates. In testimony filed in 2003 in
Arizona-American Water's rate case, Staff claimed Baa rates should not be used
in a risk premium analysis because such rates include default risk premiums."! |
subsequently provided evidence showing that Baa rates provided better
forecasts of equity costs than Treasury rates and explained that Staff's
contention had no merit if investors require the same default risk premium today
as in the past.'?> | have prepared Table 13 to show that the choice of interest
rates to conduct this risk premium analysis is not an important issue. Whether

Treasury rates or corporate bond rates are used in this analysis, the equity cost

" Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et al., at 50-52.

'2 Rebuttal Testimony of Thomas M. Zepp, Docket No. WS-01303A-02-0867, et al., at 21-23 and Rebuttal
Tables 2 and 3.
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estimate for the water utilities sample rounds to the same number, 10.9%.

VI. CONCLUSIONS

Q. PLEASE SUMMARIZE YOUR EQUITY COST ESTIMATES.

A. The Commission adopted Staff's estimates of costs of equity in Arizona Water’s
last GRC and in Arizona-American Water Company’s recent rate case without
giving any consideration to estimates | provided or restatements of Staff
estimates that showed the costs of equity for those water utilities were much
higher. In response, | have prepared equity cost estimates in this case that are
not based on the methods | have presented in past cases (even though | believe
my methods are theoretically sound and provided reasonable resuits), but
instead are based on the methods and inputs relied upon by the FERC to
determine DCF equity costs and by the staff of the CPUC to determine risk
premium equity cost estimates.

A straightforward application of the FERC one-step and two-step DCF
approaches indicates an equity cost range of 10.2% to 10.4% for the water utility
sample. These DCF equity cost estimates probably understate the cost of equity
for water utilities for two reasons. First, some water utilities’ stock prices may be
bid up in anticipation of a favorable buyout or merger. In such a situation,
dividend yields drop but growth rates do not fully reflect expected future growth
in cash flows. Second, the FERC method determines conservative measures of
equity costs by increasing the dividend to determine D+/P; that is only six months
into the future instead of a full year. | explained why unique risks faced by
Arizona Water require that it be authorized an ROE at least 50 basis points
higher than the appropriate ROE for the sample water utilities. Thus, the
conservative DCF estimates based on the FERC DCF equity cost approaches
and the premium for the Company’s additional risk indicate Arizona Water's
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equity cost falls in a range of 10.7% to 10.9%.

| have also used methods and data the CPUC staff has used to determine
equity costs with the risk premium approach. Those estimates indicate the cost
of equity for the water utility sample falls in a range of 10.6% to 11.4% and the
cost of equity for Arizona Water falls in a range of 11.1% to 11.9%. Combined,
all of the DCF and risk premium approaches indicate the cost of equity for the
water utility sample falls in a range of 10.2% to 11.4% with an average of 10.8%,
and Arizona Water's equity cost falls in a range of 10.7% to 11.9% with an
average of 11.3%. Based on these equity cost estimates, | recommend Arizona
Water be authorized an ROE of 11.25%, an ROE slightly below the average of
my equity cost estimates. | have prepared Table 15, in which this information
has been summarized.

Q. IS THERE OTHER INFORMATION THAT CORROBORATES YOUR
ESTIMATES AND RECOMMENDATIONS?

A. Yes. Current Staff has devised ways to implement the CAPM and DCF models
that, after accounting for differences in the level of interest rates, produce equity
cost estimates that are much lower than this Commission authorized prior to
December 2001. Table 14 lists nine decisions for large water and gas utilities in
Arizona and concurrent 10-year Treasury rates. Adding the average risk
premium above 10-year Treasury rates of 5.43% to the current forecast of
Treasury rates indicates an ROE consistent with past orders of 11.0%. Arizona
Water, however, faces higher risk today because it must comply with more
stringent state and federal regulations than those that existed in the past and has
added risk of recovering arsenic treatment costs. Thus, my recommended ROE |
of 11.25% is in line with the average of past ACC determinations of equity costs
prior to December 2001.
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Q.
A

The past decisions also put in perspective recent Staff recommended
ROEs of close to 9.0% for Arizona Water and Arizona-American Water Company
and an even lower recommendation of 8.0% for Rio Rico Utilities (Rio Rico
Utilities, Inc., Docket No. WS-02676A-03-0434). Implementation of finance
models that lead to such low ROEs are inconsistent with ROEs this Commission
authorized before the Staff revised the methods it uses to determine equity costs
in 2001.

IS THERE OTHER EVIDENCE THAT AN 11.25% ROE IS REASONABLE
TODAY?

Yes. On May 7, 2003, when Staff prepared its direct testimony in the Arizona-
American Water rate case, the yield on 10-year Treasury securities was 3.8%,
while Staff determined the average equity cost for its sample of water utilities
was 9.2%."® The earliest new rates will be in place for Arizona Water is 2005
when 10-year Treasury rates are forecasted to be 5.45% (see Table 9). Based
on a simple change in interest rates of 165 basis points, Staff's determination of
a 9.2% ROE in May 2003 now supports an equity cost of 10.85% for the water
utilities sample. Including 50 basis points to compensate Arizona Water for
being more risky than the sample of water utilities Staff used to determine its
equity cost, the comparable equity cost estimate of Arizona Water is not less
than 11.35% at this time, which is in line with my recommended ROE of 11.25%
for Arizona Water.

DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

Yes.

1582066.1/12001.187

" Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et al., at 23, n. 11.
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Arizona Water Company

Table 9

Forecasted rates for Treasury Securities and

Baa Corporate Bonds for 2005-2006

10-Year Treasury Securities
Blue Chip¥

Value Line™”
Average

Long-term Treasury Securities
Blue Chip*

Value Line-”
Average

Baa Corporate Bonds
Blue Chip¥

Value Line~
Average

Sources and Notes:

2005

5.60%

5.30%
5.45%

6.10%

5.90%
6.00%

7.70%

7.50%
7.60%

2006

5.90%

5.40%
5.65%

6.50%

6.00%
6.25%

8.00%

7.50%
7.75%

_a/ Blue Chip consensus forecasts, June 2004.
_b/ Value Line Quarterly Forecast, May 28, 2004.

_c/ No forecast made by Value Line. Assume

the difference in Baa rate forecast and long-term

Treasury forecasts would be the same.

6/29/04

Average

5.75%

5.35%
5.55%

6.30%

5.95%
6.13%

7.85%

7.50%
7.68%




Arizona Water Company

Table 10

Risk Premium Equity Cost Analysis
Realized ROEs Adopted as Equity Cost Proxies

Return Annual Averages Risk Premiums

on Long-term 10-Year Long-term 10-Year

Equit;ra/ Treasury*a/ Treasurra/ Treasury Treasury
1993 11.57% 6.60% 5.87% 4.97% 5.70%
1994 10.87% 7.35% 7.09% 3.52% 3.78%
1995 11.20% 6.88% 6.57% 4.32% 4.63%
1996 12.02% 6.70% 6.44% 5.32% 5.58%
1997 11.82% 6.60% 6.35% 5.22% 5.47%
1998 10.90% 5.58% 5.26% 5.32% 5.64%
1999 10.59% 5.87% 5.65% 4.72% 4.94%
2000 9.75% 5.94% 6.03% 3.81% 3.72%
2001 10.27% 5.49% 5.02% 4.78% 5.25%
2002 10.58% 5.41% 4.61% 517% 5.97%
10-Year Average Premium-* 4.71% 5.07%
5-year Average Premium-" 4.76% 5.10%
Forecasted Interest Rates for 2005-2006-" 6.13% 5.55%

Projected Returns on Equity

10-Year Average 10.8% 10.6%
5-Year Average 10.9% 10.7%

Notes and Sources:
_a/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004.

_b/ Source is Table 9.
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Table 11

Risk Premium Equity Cost Analysis
Authorized ROEs Adopted as Equity Cost Proxies

Authorized Annual Averages Risk Premiums
Returns on 30-Year 10-Year 30-Year 10-Year
Equity-? Treasury-" Treasury- Treasury Treasury
1993 12.13% 6.60% 5.87% 5.53% 6.26%
1994 12.13% 7.35% 7.09% 4.78% 5.04%
1995 11.51% 6.88% 6.57% 4.63% 4.94%
1996 11.58% 6.70% 6.44% 4.88% 5.14%
1997 11.18% 6.60% 6.35% 4.58% 4.83%
1998 11.06% 5.58% 5.26% 5.48% 5.80%
1999 11.12% 5.87% 5.65% 5.25% 5.47%
2000 11.12% 5.94% 6.03% 5.18% 5.09%
2001 10.86% 5.49% 5.02% 5.837% 5.84%
2002 10.62% 5.41% 4.61% 5.21% 6.01%
10-Year Average Premium 5.09% 5.44%
5-year Average Premium 5.30% 5.64%
Forecasted Interest Rates for 2005-2006-% 6.13% 5.55%
Projected Returns on Equity
10-Year Average 11.2% 11.0%
5-Year Average 11.4% 11.2%

Notes and Sources:
_a/ CA Turner Ultility Reports, issues for December for various years.
_b/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004.
_c/ Source is Table 9.
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Table 12
Risk Premium for Water Utilities Based on Past Earned ROEs

Panel A: Historic Data

Earned Risk

ROE Baa Rate Premium
1 1985 14.40% ¥ 12.72% ¢ 1.68%
2 1986 13.28% ¥ 10.39% ¢ 2.89%
3 1987 1458% ¥ 1058% ¢ 4.00%
4 1988 12.42% ¥ 10.83% ¢ 1.59%
5 1989 10.39% ¥ 10.18% ¢ 0.21%
6 1990 11.07% ¥ 10.36% ¢ 0.71%
7 1991 12.82% 2 9.80% ¢ 3.02%
8 1992 11.80% Y 8.98% ¢ 2.82%
9 1993 11.90% 7.93% ¢ 3.97%
10 1994 10.76% Y 8.63% ¢ 2.13%
11 1995 11.30% Y 820% ¢ 3.10%
12 1996 1221% Y 8.05% ¢ 4.16%
13 1997 11.93% Y 7.87% ¢ 4.06%
14 1998 11.34% Y 7.22% ¢ 4.12%
15 1999 11.02% Y 7.88% ¢ 3.14%
16 2000 9.91% Y 8.37% ¢ 1.54%
17 2001 10.25% ¥ 7.95% ¢ 2.30%
18 2002 10.58% ¢ 7.80% ¢ 2.78%
19 Average 1985-1992  12.60% 10.48% 2.12%
20 Average 1993-2002  11.12% 7.99% 3.13%
21 Difference 1.48% 2.49% -1.02%
22 Slope 0.59 -0.41

Panel B:_Solve for constant in formula (risk premium = constant - slope x Baa rate):

constant = risk premium  + slope—e’ x Baarate
constant = 3.13% +  041% x  7.99%
constant = 6.39%

Panel C: Solve for current risk premium and equity cost:

Risk Premium = constant - slope x Baarate
Riskpremium = 6.39% - .41 x 7.68%" = 3.3%
Estimated cost of equity = bond rate + risk premium = 10.9%

Notes and Sources:
al Source: CPUC Staff Table 3-4, Application 95-09-010 (San Gabriel Valley Water).
b/ Source: CPUC Staff Table 2-7, Application 02-09-030 (California-American Water).
¢/ Source: CPUC Staff Table 2-7, Application 02-11-044 (San Gabriel Valley Water).
d/ Annual average reported by the Federal Reserve.
e/ Slope of -.41 = change in risk premium divided by change in bond rates.

Derived from data derived at lines 20, 21, and 22 above.

1/ Source: Table 9.
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Table 13
Risk Premium for Water Utilities Based on Past Earned ROEs

Panel A: Historic Data

Earned 10-Year Risk

ROE Treasury Premium
1 1985 14.40% 10.62% ¥ 3.78%
2 1986 13.28% ¥ 767% ¢ 5.61%
3 1987 14.58% ¥ 8.39% ¢ 6.19%
4 1988 12.42% ¥ 8.85% ¢ 3.57%
5 1989 10.39% ¥ 849% ¢ 1.90%
6 1990 11.07% ¥ 855% ¢ 2.52%
7 1991 12.82% ¥ 7.86% ¢ 4.96%
8 1992 11.80% ¥ 7.01% ¢ 4.79%
9 1903 11.90% ¥ 587% ¢ 6.03%
10 1994 10.76% ¥ 7.09% ¢ 3.67%
11 1995 11.30% ¥ 657% ¢ 4.73%
12 1996 12.21% ¥ 6.44% Y 5.77%
13 1997 11.93% 6.35% ¢ 5.58%
14 1998 11.34% Y 526% ¢ 6.08%
15 1999 11.02% Y 5.65% ¢ 5.37%
16 2000 9.91% Y 6.03% ¢ 3.88%
17 2001 10.25% ¥ 5.02% ¢ 5.23%
18 2002 1058% ¢ 461% ¢ 5.97%
19 Average 1985-1992  12.60% 8.43% 4.17%
20 Average 1993-2002  11.12% 5.89% 5.23%
21 Difference -1.48% -2.54% 1.07%
22 Slope 0.58 -0.42

Panel B: Solve for constant in formula (risk premium = constant - slope x 10 yr Treas rate);

constant = risk premium  + slope-e' x 10 Year Treasury rate
constant = 5.23% + 042°% x 589%
constant = 7.70%

Panel C: Solve for current risk premium and equity cost:

Risk Premium = constant - slope x 10 yr Treasury rate
Risk premium = 770% - 42 x 555% = 5.4%
Estimated equity cost = bond rate + riskpremium = 10.9%

Notes and Sources:

&/ Source: CPUC Staff Table 3-4, Application 95-09-010 (San Gabriel Valley Water).
b/ Source: CPUC Staff Table 2-7, Application 02-09-030 (California-American Water).
¢/ Source: CPUC Staff Table 2-7, Application 02-11-044 (San Gabriel Valley Water).
d/ Annual average reported by the Federal Reserve.
e/ Slope of -.42 = change in risk premium divided by change in bond rates.

Derived from data derived at lines 20, 21, and 22 above.
f/ Source: Table 9.
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Table 14

Returns on Equity for Larger Arizona Water
Sewer and Gas Utilities Prior to December 2001
and
Indicated Current Cost of Equity

Company

Citizens Utilities Company; Agua
Fria Water Division; Sun City Water
Company; Sun City Sewer Company
and Sun City West Utilities Company
Paradise Valley Water Company

Far West Water Company
Saddlebrooke Utility Company
Paradise Valley Water Company
Bermuda Water Company

Pima Utility Company (Sewer)

Far West Water & Sewer Co. (Water)

Southwest Gas Corporation

Average

Decision
Number

60172

60220

60437

61008

61831

61854

62184

62649

64172

Decision
Date

May 7, 1997
May 27, 1997
Sept 29, 1997
July 16, 1998
July 20, 1999
July 21, 1999

Jan 5, 2000
June 13, 2000

Oct. 30, 2001

Equity cost indicated by forecasted 10-Year Treasury rate

6/29/04

Authorized
ROE

10.50%

11.00%

11.50%

11.30%

11.00%

12.00%

11.75%

11.50%

11.00%

11.28%

Average Annual
10-Year

Risk

Treasury Rate Premium

6.35%

6.35%

6.35%

5.26%

5.65%

5.65%

6.03%

6.03%

5.02%

5.85%

5.55%

4.15%

4.65%

5.15%

6.04%

5.35%

6.35%

5.72%

5.47%

5.98%

5.43%

11.0%
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Table 15

Summary Table: Estimated Cost of Equity Ranges
for Benchmark Water Utilities and Arizona Water Company

Equity Cost Estimates Estimated
For Equity Costs
Samples of Water for Arizona
Utilities Water Company

DCF Analysis Based on FERC Methods:

One Step -- Table 4 10.2% 10.7%

Two Step -- Table 8 10.4% 10.9%

Risk Premiums Estimates based on CPUC Methods and Data:

Risk premium -- Table 10 10.6% to  10.9% 11.1% to 11.4%
Risk premium -- Table 11 11.0% to 11.4% 11.5% to 11.9%
Risk premium -- Table 12 10.9% 11.4%

Estimated Range and Average Equity Cost

Range 102% to 11.4% 10.7% to 11.9%
Average 10.8% 11.3%
Recommended ROE 11.25%
6/29/04
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WATER UTILITY INDUSTRY 180

Large companies in the Water Utility Industry
are continuing to benefit from long-term consoli-
dation trends. In addition, small- and medium-
sized water utilities are beginning to be acquired
by electric and energy utilities at handsome pre-
miums.

A cloud continues to hang over the industry, as
tort litigation in California has many water utili-
ties edgy. If juries rule against those local ntilities,
the fallout could be cqstly. _

Although water utility stocks are ranked to un-
derperform the market, they provide conservative
investors an opportunity to capture good yields
with less risk.

Industry Consolidation

For the most part, water utilities stand as the last true
American monopoly. Water companies face little or no
competition for water services in a given locale because
the barriers to entry are very high. Consequently, large
companies looking for earnings growth find that acqui-
sitions are the best way to accomplish this goal. Also,
acquisitions help to diversify the larger company, ailow-
ing it exposure to different geographic regions, which

- can be beneficial when one area of the country is

struggling. Takeover targets tend to welcome this ar-
rangement because they generaily need the extra capital
to replace and upgrade existing water distribution net-
works, since a foot of pipe that cost $1 to install a
hundred years ago now costs approximately $100.

An interesting phenomenon in the Water Utility In-
dustry is the takeovers by energy companies and electric
utilities. Energy and electp'(. utilities have much in
common with water companie:. All three groups plan for
capital investments in distribution systems, read
meters, bill customers, and deal heavily with regulators
and local laws. By acquiring small- and medium-sized
water utilities, these companies are creating economies
of scale, while providing their shareholders with diver-
sity and steadier revenues. Investors who hoid shares of
an acquisition target are poised to profit handsomely,
since some purchases have been for as much as four
times book value. This kind of capital-appreciation po-
tential is unusual for this industry, which is marked by

INDUSTRY TIMELINESS: 91 (of 94)

though no contract or law was breached) underway in
California. The plaintiffs bar in that state has organized
and commenced t:;t la::uits agmng:rseveral public and
private community water systems allegedly deliver-
ing contaminated water, although the compan);u claim
to be in full compliance with state and federal standards.
The possibility that judgments could be made against
water utilities even though they have broken no law is
disturbing for the industry. If these cases succeed, the
potential fallout could be higher costs for water utilities
in order to defend these kinds of lawsuits, which could
occur in other states. Also, these companies may be
forced to pay large settlements. Fortunately for the
industry, the California Public Utilities Commission is -
investigating the adequacy of existing drinking water
standards and has temporarily put a stop to judicial
proceedings.
Meeting Government Regulations

The Safe Drinking Water Act (SDWA), which was last
amended in 1996, has provided the basis for current
drinking water quality standards. It requires that the
Environmental Protection Agency work with state and
local authorities to select and test for five potential
contaminants every five years. The amended SDWA aiso
provided a $1 billion revolving loan fund to help local
eol:lmtmiﬁes to -install an;i u their treatment
plants to remain in compliance with drinking water
purity standards. Water ies spend anywhere
from 15% to 50% of their annual capital budgets to
remain in compliance with the SDWA. Many of the
companies made large investments to upgrade their
infrastructures earlier in the decade, so capital outlays
aver the next 3- to 5-years shouid remain stable, or even -
decline. The need to remain in compliance with the
SDWA is a primary driver for the present water utility
consolidation trend.
Investment Advice

The water company stocks included in this review are
not timely for year-ahead investment. Conservative in-
vestors might, however, find those equities with attrac-

slow growth and heaithy yields. tive dividend-growth prospects and favorable Safety
ranks a worthwhile investment, notwithstanding the
Tort Litigation . _ aforementioned litigation.
Most water companies are keeping a watchful eye on X Joseph Espaillat
tort litigation (a civil lawsuit against a party even -
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WATER UTILITY INDUSTRY 142,

The Water Utility Industry came under signifi-
cant pressure in 2003. The majority of the compa-
nies covered in the next few pages experienced
earnings declines last year, as unfavorable
weather conditions resulted in weak demand for
water throughout the United States.

Infrastructure costs are expected to continue to
rise. As a result, further consolidation appears to
be inevitable. Water utility stocks are ranked to
lag the market over the next 12 months. However,
conservative investors may find the risk-adjusted,
total-return potential of these issues attractive.

Dampened Results

Most of the Water companies in our Survey were
hampered by unfavorable weather conditions in 2003.
American States Water Co. and California Water Service
Group both most likely suffered year-over-year earnings
declines because of the cool, wet-weather conditions.
Aqua America, formerly Philadelphia Suburban Corp.,
however, was probably able to eke out a modest gain last
year, despite the sluggish demand. (Investors should
note that full-year results for each of the companies
covered in this industry were not available as of the date
of this issue’s publication.) Although weather conditions
are nearly impossible to predict, we expect more normal
weather to help the Water Utility Industry rebound in

2004.
Increasingly Strict Regulations

In order to stay in compliance with the plethora of
state and local regulations put in place to ensure the
health levels of drinking water, the Water Utility Indus-
try continues to face stricter purification standards.
Amended in 1996, the Safe Drinking Water Act (SDWA)
of 1974 authorizes the Environmental Protection Agency
(EPA) to work with state and local governments to
periodically test for impurities in drinking water and to
regulate the levels of contaminants that are acceptable
per a specified amount of water. These standards take
into account the health effects of chemicals, measure-
ment capabilities, and technical feasibility. One of the
most significant contaminants that the industry screens
for is arsenic, a naturally occurring substance. These
laws and regulations are likely to continue to grow more
stringent as the threat of bioterrorism against our water
pipelines has already prompted officials to tighten regu-

INDUSTRY TIMELINESS: 90 (of 97)
lation requirements.
Rising Infrastructure Costs

Water companies are also feeling the pressure to
maintain and.even to upgrade aging facilities. Indeed,
many water/wastewater systems that are presently in
use were built over 100 years ago and are outdated. The
costs associated with replacing these systems continue
to grow and, according to the EPA, are expected to
venture into the hundreds of billions of dollars over the
next 20 years. Given the astronomical expenses, it
appears that long-term relief from the federal govern-
ment is needed. Nevertheless, for now, state and local
funding woes will probably leave the water companies to
cover most of the expenses.

Rapid Consolidation

The rising costs associated with water purification
and facility upgrades are straining many of the smaller
companies in the water industry that do not have
sufficient cash flow and liquidity to foot the bill for the
costly improvements. Therefore, the industry has seen
massive consolidation in- recent years, as the smaller
operations have been forced to sell to larger suitors with
significantly greater capital resources. The larger utili-
ties are benefiting from economies of scale, as well as
enhanced geographic diversity. In turn, the companies
are becoming less susceptible to state or region-specific
problems and/or state requirements. Aqua America,
which has been acquisition-friendly over the past few
years, is on the cusp of buying Heater Utilities, which
Evoul{lhl:}ely increase its customer base fivefold in North

arolina. .

Investment Advice

Growth-minded investors ought to look elsewhere.
The water company stocks in this review are not timely
and offer little capital-gains appeal out to 2006-2008.
However, attractive dividend yields may appeal to
income-minded individuals. As always is the case,
though, potential investors are advised to carefully re-
view individual reports before making any new commit-
ments to these issues.

Andre J. Costanza
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OPINION NO.445

Southern California Edison Company Docket Nos. ER98-2355-000
ER98-1261-000 and ER98-
1685-000

OPINION AND ORDER
AFFIRMING IN PART, VACATING IN PART, AND
REVERSING IN PART, INITIAL DECISION

APPEARANCES

Gary A. Morgans, Bruce J. Bamard, Michael D, Mackness, Jennifer Key, and Edward
Twomey for Southern California Edison Company;

Bonnie S, Blair for Citics of Anaheim, Azusa, Banning, Colten and Riverside,

Califormia;
Alan I. Robbins, Elisa J. Grammar, and Mark D. Urban for California Department of
Water Resources;

Amold Fieldman, Channing D. Strother, and David B. Brearley for the City of Vemon,;

Harvey Y. Morris and Peter Arth Jr,, for Public Utilities Commission of the State of

California;
Edward Berlin, David Ruben, and Michael Ward for California Independent System
Operator Corporation;

Lisa G, Dowden and Sarah Weinberg for Northern California Power Agency;
Mark D, Parizio for Pacific Gas and Electric Company;

Michael Yuffee and Joel Newton for Sacramento Municipal Utility District;




James D. Pembroke, Wallace L., Duncan, Michael Postar, Lisa Gast, and Diana Mahmud
for Transmission Agency of Northem California, The Metropolitan Water District

of Southern California, Modesto Iirigation District, City of Santa Clara, California
City of Redding, California, M-S-R Public Power Agency, and Trinity County
Public Utility District; and

Linda Lee, Stanley A, Berman, Jo Ann Scott. Janet Jones. Laura K. Sheppeard. and..
Rlchard L. Miles for the trial staff of the Federal Energy Regulatory Commission




UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Before Commissioners: James J. Hoecker, Chairman;
William L. Massey, Linda Breathitt,
and Curt Hébert. Jr

Southem California Edison Company Docket Nos. ER97-2355-000,
ER98-1261-000, and ER98-
1685-000 '
OPINION NO.445
OPINION AND ORDER
AFFIRMING IN PART, VACATING IN PART, AND
REVERSING IN PART, INITIAL DECISION
(Issued July 26, 2000)

L Introduction

This case is before the Commission on exceptions to an Initial Decision issued

March 31, 1999. ! For the reasons set forth below, we will affirm in part, vacate in part,
and reverse in part, the Initial Decision.

II..  Procedural Background

On March 31, 1997, Southern California Edison Company (SoCal Edison) filed, in
Docket No. ER97-2355-000, a Transmission Owner (TO) Tariff, for utility-specific rates
to be charged for transmission service on its facilities under the operational control of the
California Independent System Operator (California ISO). In the same filing, SoCal
Edison also submitted a Distribution Access (DA) Tariff for transmission service over its
distribution facilities that are not part of the California ISO grid. In an order issued by

'Southern California Edison Company, 86 FERC § 63,014 (1999) (Initial
Decision).
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the Commission on December 17, 1997, 2 we accepted SoCal Edison's TO and DA
Tariffs, for filing, suspended them, and permitted them to become effective, subject to
refund, on the date the California 1SO began operation. We also set the proposed tariffs
for hearing.

On December 31, 1997, SoCal Edison filed, n Docket No. ER98-1261-000,
proposed revisions to its TO Tariff to add » surcharge of $.00009/kWh for a one-year
period, to recover $6.7 million in costs associated with its abandoned Devers-Palo Verde
2 project. On January 29, 1998, SoCal Edison filed, in Docket No. ER98-1685-000,
proposed revisions to its TO Tariff to correct what it claimed were computational errors
and omissions in the development of the rates set for hearing in the December 17 Order.
In separate orders issued by the Commission on February 25, 1998, * and March 30,
1998, 4 we set SoCal Edison’s proposed tariff revisions for hearing and consolidated these
filings with SoCal Edison's pending proceeding in Docket No. ER97-2355-000. °

Prior to hearing, a number of issues initially set for hearing were resolved. First,
the rate-effective period applicable to SoCal Edison's proposed cost-based rates for
ancillary services was narrowed by the Commission's ruling in Docket No. ER98-2843-
001, in which we granted market-based rate authoxi? to all entities providing ancillary
services in California, effective November 3, 1998. ® As such, SoCal Edison's proposed
cost-based rates for ancillary services is this proceeding are only for a locked-in period,
April 1, 1998 through November 2, 1998. In addition, the parties filed a stipulation with

2pacific Gas and Electric Company, et al., 81 FERC { 61,323 (1997) (December
17 Order), order on reh’s, 82 FERC § 61,324 (1998).

3California Independent System Operator Corporation, ¢t al., 82 FERC § 61,174
(1998).

48an Diego Gas & Electric Company, et al., 82 FERC § 61,324 (1998).

50n February 6, 1998, the Chief Administrative Law Judge severed issues
concerning non-rate terms and conditions from rate issues, and assigned the SoCal
Edison's TO Tariff and DA Tariff filing to the Presiding Judge. Sec Pacific Gas &
Electric Company, et al., 82 FERC { 63,010 (1998).

SAES Redondo Beach, L.L.C., et al., 85 FERC { 61,123 (1998) (AES).
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the Presiding Judge, which the Presiding Judge accepted, fully resolving six issues
originally set for hearing. ’

An evidentiary hearing on all remaining issues commenced on September 15,
1998 Following the hearing and the filing of initial and reply briefs, the Presiding Judge
1ssued the lmnal Decision. Briefs on exceptions were filed by SoCal Edison, the
Commission’'s trial staff (trial staff), the Califomia ISO, the Department of Water
Resources of the State of California (DWR). Briefs opposing exceptions were filed by
SoCal Edison, trial staff, DWR, the Northern California Power Agency (NCPA), the
Cities of Anaheim, Azusa, Banning, Colton, and Riverside, California (Cities), the Public
Utilities Commission of the State of California (California Commission), and the. City of -
Vemon (Vernon).

IV.  Discussion
A.  Issues Identified and Resolved by the Initial Decision

The Initial Decision identified and resolved 17 issues. Of these issues, we will
summarily affirm Issue Nos. 1-3, 5, 8, 11-12, 14-15, and 17; and vacate as moot Issue
Nos. 9-10, and 13, in part. The remaining issues (Issue Nos. 4, 6-7, 13, and 16) are
discussed below.

B. Summary Affirmance Issues

No party excepted to the Presiding Judge's disposition of Issues Nos. 1-3, 5, 14-15,
and 17. Specifically, the Presiding Judge ruled (and no party now contests) that: (1)
SoCal Edison's reliance on a 45-day cash working capital allowance in rate base is
reasonable, subject to the adjustments discussed elscwhere in the Initial Decision (Issue
No. 1); (2) SoCal Edison's claimed rate base for plant held for future use, Account 105,
(Issue No. 2) and for construction work in progress, Account 107, (Issue No. 3), should
be addressed in a compliance filing to be made by SoCal Edison to demonstrate that
SoCal Edison's Account 105 and Account 107 costs do not recover costs already included

"Initial Decision, 86 FERC at 65,136 (citing the following issues: abandoned
plant; rate base adjustments; South Georgia adjustments; depreciation; revenue credits for
wholesale transmission and power sales agreements; and the divisor for wholesale and
access charges).

“Our ruling includes the requircment that SoCal Edison's compliance filing must
demonstrate that such plant is not also recorded in Account 101.
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in Account 101, electric plant in service; (3) the California Commission's proposal for the
disposition of refunds to retail customers should be followed, in the event a lower
transmission revenue requirement than that proposed by SoCal Edison is found just and
reasonable (Issue No. 5); (4) the term of the TO Tariff may be superceded by the new
California 1SO Tariff, but in any event, does not need not be addressed in this proceeding
(Issue No 14); (5) SoCal Edison's load dispatching expenses included in Account 561 are
incurred by SoCal Edison for the benefit of all users of the transmission system and
should therefore be allowed, as claimed (Issue No. 15); and (6) Vernon's proposal
allowing ratepayers to recover a share of the gains realized by SoCal Edison from the sale
of its oil and gas generating plants was not supported and should be rejected (Issue No.
17).

We find that the Presiding Judge's rulings on these issues were well reasoned and
fully supported by the record. Accordingly, these rulings are hereby summarily affirmed.
We also summarily affirm the ruling of the Presiding Judge: (1) accepting rolled-in rates
for the TO Tariff wholesale access charge (Issuc No. 8); (2) rejecting the proposal for
time-of-use transmission rates (Issue No. 11); and (3) accepting the DA Tariff rate design
(Issue No. 12). We find that the Initial Decision properly decided these issues on the
grounds set forth in the Initial Decision. We therefore deny the exceptions on these
issues asserted by SoCal Edison (as to Issue No. 8) and DWR (as to Issue Nos. 11-12).

C. Vacated Issues

We will vacate the Initial Decision as to those issues concerning membership
rights and incentives to join the California ISO (Issue Nos. 9, 10, and 13).°> On
March 31, 2000, in Docket No. ER00-2019-000, the California ISO filed Amendment
No. 27 to its tariff to address these issues. Amendment No. 27 proposes a new
methodology for recovering, throngh a Transmission Access Charge (TAC), the
embedded cost of transmission facilities comprising the Califiornia ISO-controlled grid.
In our order issued May 31, 2000, we accepted for filing, : and set for hearing
the proposed TAC methodology and related tariff revisions. = Given these changed
circumstances, the issues litigated in this proceeding relating to parties joining the
California ISO are rendered moot. Therefore, we will vacate the Initial Decision

These incentives include, among other things, removal of the self-sufficiency test,
which in turn eliminates the Non-Self Sufficiency Access charge.

195ee California Independent System Operator Corp., 91 FERC 61,205 (2000).
We also held the hearing in abeyance pending efforts at settlement and established
settlement judge procedures.
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regarding these issues, specifically, the appropriate billing determinants to be used for
SoCal Edison's Non-Self Sufficient Access charge (Issue No. 9), whether a monthly
versus an hourly rate should be used for SoCal Edison's Non-Self Sufficient Access
charge (Issue No. 10), and all issues relating to customcr credlts for participating
transmission owners (Participating TOs) (Issue No. 13). 1!

D.  Whether the Presiding Judge Properly Determined that Non-Participating
TOs Should Receive Credits for their Customer-Owned Transmission:
Facilities

ision

At hearing, Vernon and Cities (collectively Municipals) argued that as non-
Participating TOs they should receive network customer credits against their Access
Charges for their transmission facilities that are integrated with SoCal Edison's
transmission system. Prior to restructuring, the creation of the California ISO, and SoCal
Edison's filing of its TO Tariff, the Municipals were receiving an implicit credit for their
customer-owned transmission facilities under their Intergrated Operating Agreements
(I0As) through hub and spoke pricing. In late 1996 and early 1997, as a result of the
California restructuring process, the parties negotiated Restructuring Agreements,
creating the current Transmission Service Agreements (TSAs), and terminated the IOAs.
Under the TSAs, Municipals still pay for transmission solely within SoCal Edison's 230
kV hub network and not for SoCal Edison's spokes which generally parallel Municipals
transmission facilities. At hearing, Municipals argued that after thcu' TSAs expire it will
be unfair to take service under the TO Tariff using rolled-in pricing. *

SoCal deson, the Caleorma ISO and tnal staff dxsagroed, relying on Florida

, Age , ok A wpany ** and Orders Nos. 888 and
888-A. Thcse parues argued that the Mumcxpals facmues are not integrated with the
California ISO-controlled grid, which now includes SoCal Edison's transmission
facilities, and therefore network customer credits should be denied. They further argued

That portion of Issue No. 13 which addresses credits for non-participating TO's
has not been rendered moot. The exceptions raised with respect to this issue, therefore,
are addressed below.

12 The TSA expiration dates differ for each agrecment, with some TSAs

- terminating as early as December 31, 2002,

13 67 FERC { 61,167 (1994) (EMPA), reh'g denied, 74 FERC 61,006 (1996).
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LR

that the only relevant test for integration under the restructured California ISO framework
is if the California ISO has operational control and scheduling rights for the use of the
transmission facilities.

The Presiding Judge rejected these arguments and found that the Municipals'
facilities provide substantial support to the California ISO-controlled grid and that the -
Municipals act functionally as network service customers, meeting the Commission's
requirements for network customer credits. On the matter of whether the Municipals
should receive a network customer credit as Non-Participating TOs, the Presiding Judge.
found that the elimination of the implicit credits with the expiration of the TSAs would be
unjust and unreasonable. The Presiding Judge ruled that SoCal Edison must modify the
proposed wholesale wheeling access charge to permit the Municipals.to pay hub-only -
costs instead of rolled-in costs once their TSAs expire,

Exceptions

SoCal Edison, the California ISO and trial staff filed exceptions. SoCal Edison
and trial staff argue that the rates and term of the TSAs were the result of negotiation by
the affected parties for the purpose of implementing restructuring, and that the Initial
Decision has the effect of improperly extending these existing agreements beyond their
negotiated contract terms. SoCal Edison also argues that the Presiding Judge's ruling on
this issue undermines the ruling accepting rolled-in rates by making exceptions for the
Municipals. Finally, SoCal Edison contends that the continuation of the TSAs beyond
their negotiated terms unduly discriminates against the other users of the transmission

system,mclndmgSoCalEdlsonsretmlcustomers whowﬂlhavetopayhlgherratcs
when the current TSAs expire for the same service, *

The California ISO adds that because no party to this proceeding proposed
continuation of the sub-functional (hub and spoke) rates, they were not a subject of
discussion during the hearing, and there is no record evidence of the impact of such rates
on other market participants. The California ISO concludes that under these
circumstances, the justness and reasonableness of these rates was unsupported.

Cities and Vernon oppose these exceptions. Cities states that the Initial Decision
doces not extend the Cities' current contract rights, nor does the Initial Decision rely on the
TSAs in reaching the conclusion that credits for the Municipals are appropriate. Cities
argue that the Presiding Judge's findings were based on proper ratemaking principles and
are independent of the contractual arrangements embodied in the TSAs and Restructuring

' SoCal Edison's Brief on Exceptions, at pp. 62-65.
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Agreements. Vernon adds that SoCal Edison has proposed a new rate methodology in
this proceeding which the Presiding Judge modified to grant customer credits. Vernon
also disagrees with the assertions made by SoCal Edison and trial staff that the Presiding
Judge has extended the existing contracts beyond their negotiated term, stating that the
Presiding Judge's determination has only modified the proposed rates to incorporate the
previous TSA's sub-functional rates:

Discussion

Although we have vacated the issue of customer credits for Participating TOs due
to the ISO's TAC filing, in Docket No. ER00-2019—000 speclﬁcally the proposal to
climinate the non-self sufficiency test, 1% we will discuss here the issue of customer
credits for non-Participating TOs.

FMPA., Order No. 888, and Order 888-A, all require that for facilities to be
considered intcgrated, the transmission provider must be able to provide transmission
service to itself or other transmission customers over these facilities As of the start-up of
the California ISO, SoCal Edison no longer served as the transmission provider. Under
these circumstances, until and unless the Municipals join the California ISO and turn over
control of their facilities to the California ISO, the California ISO can have no operational
control over Municipals' facilities, If the California ISO has no operational control over
these facilities, it can not use them to provide transmission service to its customers. In
fact, the California ISO would not even be able to transmit power over the customer
facilities to the Municipals.

The Presiding Judge's ruling gives the benefit of California ISO membership
without assigning any corresponding responsibilities to the Municipals. The result of this
ruling is that other users of the California ISO grid would pay for the implicit credit, but
would not be able to use the facilities. In addition, the Presiding Judge's ruling would
require the rolled-in rate for other users to be modified each time a TSA expires, creating
a lack of uniformity in rates over several years. In order for the Municipals to receive
credits for their facilities, they nmust join the California ISO and thereby allow scheduling
and control of the facilities by the transmission provider.

In addition, we find that the Presiding Judge improperly applied the terms and
conditions of a negotiated contract to the proposed wholesale wheeling access charge. As
noted by Cities' witness, the parties "mutually agreed in the Restructuring Agreements to
terms and conditions under which the IOAs would terminate and the Cities will make the

lsg_e_g section C supra.
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transition to independent operation in the restructured market”. ' The terms and
conditions of the Restructuring Agreements were negotiated as a package with the
expectation that the Municipals would eventually be able to operate independently. The
Presiding Judge's ruling acts to sever the expiration term of the contract from the other
terms and conditions mutually agreed upon by the parties, and would have the effect of
abrogating the parties’ agreement, without a reasonable basis for doing so. Therefore, we
reverse the Presiding Judge's ruling that the implicit credit contained in the TSA's should
be continued in the wholesale wheeling access charge.

E.  Whether the Presiding Judge Properly Determined SoCal Edison's Rate of
Return on Common Equity

Initial Decision

The Initial Decision declined to adopt the rate of retum on common equity (ROE)
proposed by SoCal Edison (11.6 percent) or trial staff (8.71 percent). The Initial
Decision also accepted, in part, and rejected, in part, the methodologies used by these
parties for calculating their respective ROEs. Based on the Presiding Judge's application
of a two-stage discounted cash flow (DCF) formula which the Presiding Judge found to
be consistent with the Commission's recent precedents in natural gas pipeline company
cases, !7 the Presiding Judge calculated an ROE for SoCal Edison of 9.68 percent.

The Initial Decision found that the ROE recommendations made by SoCal Edison
and trial staff differed significantly, due to the differing methodologies advanced by these
parties to calculate SoCal Edison's ROE. These differences included: (1) trial staff’s stand
alone analysis of SoCal Edison versus SoCal Edison's analysis of a proxy group; (2) trial
staff's use of a DCF analysis alone versus SoCal Edison's reliance on a DCF/risk premium
analysis; (3) SoCal Edison’s reliance on the gross domestic product (GDP) for the long-
term growth factor in the DCF analysis versus trial staff's use of DRI industry data; and
(4) the use or rejection of adjustments based on flotation costs and risk assessments.

16 Vernon's Brief Opposing Exceptions, at pp. 43-44.

"Initial Decision, 86 FERC at 65,143, citing Williston Basin Interstate Pipeline
Company, 50 FERC { 61,284 (1990) (Williston), vacated on other grounds, 931 F.2d 948
(D.C. Cir. 1991); Northwest Pipeline Corporation, 79 FERC § 61,309 (Opinion No. 396-
B), reh'g denied, 81 FERC 9§ 61,036 (1997) (Opinion No. 396-C); and Transcontinental
Gas Pipe Line Corporation, 80 FERC § 61,157 (1997) (Opinion No. 414), reh'g, 84 FERC
1 61,084 (1998) (Opinion No. 414-A).
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The Presiding Judge concluded that in performing the DCF analysis in this case,
the proxy group advanced by trial staff was appropnate because it is the Commission’s
preferred approach for natural gas pi [:ehne companies and because “{t]he same logic
should apply to electric compamcs The Presiding Judge also held that a DCF
analysis rather than a risk pretmum analysis, or a combination thereof, was appropriate
because, among other reasons, it was consistent with Commission pohicy - In addinon; the
Presiding Judge accepted the use of the Institutional Brokers Estimation System (IBES)
growth projections for the short-term growth factor in the DCF model and held that SoCal
Edison's recommended use of GDP data, as a long-term growth factor, was appropriate
because it was consistent with the Commission’s rulings in Williston and Opinion:No.
396-B. !° Finally, the Presiding Judge chose the median return from the zone of .
reasonableness of the proxy group of companies he relied on 10 calculate his ROE,
without an adjustment for flotation costs, based on his assessment of SoCal Edison’s
business and financial risks.

Exceptions

Exceptions were filed by SoCal Edison and trial staff. SoCal Edison argues that
the Presiding Judge's ROE of 9.68 percent "fails to reflect the significant risks that [SoCal
Edison] faces in the restructured electric utility environment, and reduces [SoCal
Edison's] ROE substantially below levels prevmusly allowed by the [California
Commission] on the same assets for the same service.” 2 50Cal Edison also claims that
in addition to the DCF model, use of a risk premium analysis is appropriate because: (1)
it is widely used and relied upon; and (2) the bond yields, on which the analysis is based,
reflect investors' perceptions on a forward-looking basis.

SoCal Edison also objects to the Presiding Judge’s rejection of its proxy group.
SoCal Edison states that the companies included in trial staff*s proxy group, which the
Presiding Judge relied upon, have a lower risk profile than SoCal Edison. SoCal Edison
also takes issue with the Presiding Judge's reliance on the Commission's natural gas
pipeline precedents for the weighting to be given the short and long-term dividend growth
rates, as used in the DCF formula to calculate "g." While in these precedents, the

814 at 65,141.

9The Presiding Judge also determined that the short-term growth component
should be given a two-thirds weight, and the long-term component a one-third weight,
consistent with the Commission's recent natural gas pipeline company cases.

#50Cal Edison's Brief on Exceptions, at 7.
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Commission gave a two-thirds weighting to short-term growth and a one third weighting
to long-term growth, SoCal Edison claims that the Presiding Judge failed to explain why
this same weighting would be appropriate in the case of an electric utility.

Trial staff assests as error the Presiding Judge's decision not to use the long-range
growth forecast of the electric industry’s retumn on total capital, as published by Data
Resources Inc. (DRI), for the loag-term projection of growth in the DCF model. Trial
staff also asserts as exrror the Presiding Judge's failure to consider company-specific data
in the form of a stand-alone DCF in determining SoCal Edison's ROE.

- Order Establishing Further Procedures

On September 17, 1999, the Commission issued an "Order Establishing Further
Procedures On Issue Of Rate of Return on Common Equity." 2! 1 the September 17
Order, the Commission held that it would be in the public interest to consider additional
arguments in this proceeding on the issue of SoCal Edison's ROE "[i]n light of the
possible risks associated with the transfer of operational control of facilities to the
California ISO, and the potential increase, since the end of the hearing, in the number of
public utilities that face similar risks. . . ." The September 17 Order permitted interested
parties to file initial and reply comments on these issues. 22

Initial Comments

Initial Comments were timely filed by the California Electricity Oversight Board
(Board); trial staff’ the California Commission; the Sacramento Municipal Utility District
(SMUD); and SoCal Edison. In addition, a motion for leave to file initial comments one
day out of time was filed by Pacific Gas and Electric Company (PG&E), and motions for
late intervention and comments were filed by Edison Electric Institute (EEI), the
Electricity Consumers Resources Council (ELCON) and the American Iron and Steel
Institute (AISI); and the Midwest 1SO Participants (ISO Particpants). %

21Southem California Edison Company, 88 FERC § 61,254 (1999) (September 17
Order). :

22As required by the September 17 Order, Initial Comments were filed on
November 1, 1999. Reply Comments were filed December 1, 1999.

Bpursuant to Rule 214 of the Commission's Rules of Practice and Procedure, 18
C.F.R. § 385.214 (2000), we will grant the unopposed motions to intervene filed by EEI,
(continued...)
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SoCal Edison submits an updated ROE analysis, in its comments, in which it
updates both its DCF study as well as its two risk premium analyses. These updated
analyses are based on data for the period April 1999 through September 1999 and
support, in SoCal Edison's view, an ROE 1n this case of at least 11.6 percent. SoCal
Edison explains that this recommended ROE is based on the high end of the zone of
reasonableness indicated by SoCal Edison’s DCF analysis and is supported by a finding
that SoCal Edison faces significant risks attributable to its joining the California ISO.

In assessing the risks it faces, SoCal Edison asserts that other industries that have
experienced similar unbundling and partial deregulation should be studied, including the
telecommunications and natural gas pipeline industries. SoCal Edison states that in these
industries, there is clear evidence that unbundling one component of a previously
integrated company can increase the risk attributable to the other components of the
company's business. SoCal Edison also argues that in setting its ROE in this case, the
Commission should consider the broader policy issue it discussed in the RTO proceeding,
L.¢., the option of using ROE:s to give electric utilities an incentive to make investments in
new transmission facilities.

ISO Participants, PG&E, and EEI argne that higher ROEs for the electric utility
industry as a whole are necessary because in the restructured market, electric utilities face
an increased risk of non-recovery of their transmission revenue requirements. EEI points
out that while higher ROEs may mean higher direct costs for consumers, it will mean an
avoidance of the far more significant indirect costs that could be incurred if utilities are
not given the proper incentives to participate fully in the restructured market. ISO
Participants add that the DCF analyses of integrated electric utilities may not reflect the
risks associated with RTOs because the eamings growth forecasts for vertically integrated
companies do not reflect transmission-only growth forecasts, nor do.they reflect the
increased financial and operational risks associated with joining an RTO. PG&E asserts
that there are significant regulatory risks associated with a transfer of jurisdiction from
the California Commission to the Commission, and that an exclusive reliance on a DCF
analysis using electric utilities as a proxy group significantly understates the risks that
SoCal Edison faces, because the clectric utilities that comprise this proxy group are
undergoing so much change at the present time.

Trial staff, the California Commission, the Board, ELCON, and AISI assert a
different position on these issues. Trial staff argues that there is no evidence that SoCal

' 23(...::ontinued)
ELCON, AISI, and the ISO Participants. We will also accept the initial comments filed
one day out of time by PG&E.
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Edison has become exposed to any new risks following the close of the record in this
case, and suggests that SoCal will fully recover its stranded generation costs and plans to
make significant new generation investments. Trial staff also cites evidence that the stock
value of SoCal Edison's parent has and will continue to out-perform the electric utility
averages. In addition, trial staff states that SoCal Edison itself has pcxformed well since
the advent of retail unbundiing and mtends to make substantial investments in its
transmission and distribution network. ¢

The California Commission and the Board state that any increased risks facing
SoCal Edison as a result of its participation in the California ISO were fully addressed by
the California legislature in Assembly Bill 1890 (AB 1890), and that SoCal Edison:
retains the right to file section 205 rate cases at the Commission to recover its
transmission revenue requircments.

ELCON, AISI and SMUD agree with the general thrust of these arguments. They
argue that SoCal Edison’s risks have been significantly reduced since its mimctmng,
and that its credit rating will actually improve as a result of its membership in the ISO,
given its ability to recover its stranded costs. However, because an immediate reduction
in ROEs for other utilities may act as a disincentive to their membership in RTOs,
ELCON and AISI support the allowance of a grace period, during which utilities joining
RTOs will be permitted to retain their current ROEs. SMUD argues that an artificially-
inflated ROE is contrary to sound, cost-based ratemaking practices, and believes that
SoCal Edison does not have increased risk associated with its participation in the
California ISO.

Reply Comments

Reply comments were timely filed by ELCON; SoCal Edison; SMUD; the
Metropolitan Water District of Southern California (Metropolitan); the California
Commission; and trial staff. Trial staff and SMUD note, in their reply comments, that
many of the arguments raised by SoCal Edison and others, in support of raising SoCal
Edison's ROE in this case, address issues which have no bearing on the issues identified
by the Commission in the September 17 Order. Trial staff further points out that other

4Trial staff does note, however, that following the close of the record in this case,
changes in the financial markets have occurred, which would justify an increased ROE

for SoCal Edison over the figure advanced by trial staff at hearing. Specifically, the 8.71

percent return initially recommended by trial staff should be adjusted upward to 9.47
percent, based on the updated data on which trial staff relies and the same methodology
previously utilized by trial staff's witness.
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issues raised by these parties may have a bearing on other utilitics or other industries, but
have not been shown to have a bearing on the electricity market in California, or on
SoCal Edison, specifically. Trial staff also takes issue with SoCal Edison’s argument that
the California 1SO has no financial incentive in maximizing the company's profits. Trial
staff claims that this risk, if it existed, would already be reflected in investors'
expectations. Metropolitan also asserts that this risk is overstated and that it overlooks
the many benefits conferred upon SoCal Edison as a result of its membership in the
California ISO.

The California Commission also disputes SoCal Edison's claim that it risks less
growth in its regulated business. The California Commission notes that SoCal Edison's
own president has forecasted a substantial growth in its service territory. The California
Commission also disputes SoCal Edison's claim that a higher ROE is necessary in order
to further expand the transmission grid, pointing to other cases approving lower ROEs for
utilities who are nonetheless pursuing expansion projects.

In its reply comments, Metropolitan urges the Commission to set SoCal Edison's
ROE in this case based solely on SoCal Edison's electric transmission business.
Metropolitan also urges the Commission not to use the instant proceeding to announce
any new policies regarding appropriate ROEs for utilities who voluntary join an RTO
pursuant to Order No. 2000. Metropolitan points out that because the California ISO was
not voluntarily established, it does not fit the new paradigm contemplated by Order No.
2000. SMUD concurs with Metropolitan on this point.

ELCON takes issue with EEI's conclusion that restructuring will enhance the risk
faced by transmission owners. ELCON asserts, to the contrary, that restructured
transmission services, because they will be regulated, will continue to qualify for a fair
ROE. ELCON also states that in a restructured eavironment, transmission owners will no
longer be burdened by the substantial risks associated with gencration.

SoCal Edison's reply comments take issuc with the contention that it is seeking a
premium ROE as a reward for its having joined the California ISO. SoCal Edison argues
that the ROE it is seeking is fully commenserate with the risks it faces. SoCal Edison
also takes issue with those comments addressing such issues as retail restructuring,
generation, distribution and stranded cost recovery. SoCal Edison asserts that the issue
for review, pursuant to the September 17 Order, are not these issues, but the risk that
California ISO membership imposes on SoCal Edison's transmission business.
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Discussion

The record in this proceeding was reopened for the purpose of considering
additional evidence and arguments on ROE. As noted above, numerous comments were
received, including the submission of revised DCF analyses by SoCal Edison and trial
staff, and new DCF analyses submitted by SMUD and PG&E. These parties developed.
their ROE recommendations using either a DCF or a risk premium analysis or a
combination of the two. The DCF analyses submitted in the supplemental record are
similar to both the DCF analyses submitted by SoCal Edison and trial staff in the original
proceeding and the DCF analysis adopted by the Presiding Judge. Each of these analyses
relies on a weighted averaging of a short-term and a long-term growth rate, and purports
to comply with the Commission's two-step DCF methodology, as set forth in Opinion No.
396-B.

The Commission, to date, has not expressly addressed the differing approaches
taken in setting ROEs for gas pipelines and for electric utilities. This proceeding,
however, presents the Commission with its first opportunity to calculate an ROE for an
electric utility company where the positions advocated by the parties, and the record
evidence contains both short-term and long-term growth data, consisteat with our latcst
formulation of a two-step DCF methodology for natural gas pipeline companies. 2* The
issue presented here, therefore, is whether the Commission’s preferred DCF methodology
for natural gas pipeline companies should be applied, without variation, to an electric
utility company, in place of the Commission’s standard, constant growth DCF model,
previously relied upon by the Commission in calculating an ROE for an electric utility
company. %

As noted above, the Presiding Judge applied the two-step DCF model currently
used by the Commission in natural gas pipeline cases, reasoning, among other things, that

#gee, e.g., note 10 supra. The Commission's preferred approach in both gas
pipeline and electric utility proceedings, is to use a DCF methodology to calculate the
ROE. As discussed below, however, the two policies have diverged in how they
determine the appropriate growth rate used in the DCF model.

%See, ¢.., Southern California Edison Company, 56 FERC § 61,003 (Opinion No.
362), order on reh'g, 56 FERC {61,117 (1991) (Opinion No. 362-A); Connecticut Light
& Power Co., 43 FERC § 61,508 (1988), Jersey Central Power & Light Co., 77 FERC §
61, 001 (1996), Southwestemn Public Service Co., 83 FERC § 61,138 (1998), Appalachian
Power Co., 83 FERC { 61,335 (1998) (Appalachian), and Consumers Energy Co.,
85 FERC { 61,100 (1998).
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the precedents applicable under Natural Gas Act are equally applicable to a case decided
under the Federal Power Act. 7 Rather than adopting this approach, however, we believe
that significant differences exist in the electric utility industry and the natural gas pipeline
industry which warrant the continued use of different growth rates in the DCF models for
each. Accordingly, we will not adopt the Initial Decision's ROE of 9.68 percent and the
natural gas pipeline company methodology on which it relies. Instead; we will approve
an ROE for SoCal Edison of 11.60 percent, based on the Commission’s standard constant
growth DCF model, as applied below. Should circumstances in the industry change, in
the future, we will reevaluate our methodology, as necessary.

In Opinion No. 396-B, we gave four reasons why the long-term growth of the
United States economy as a whole is a reasonable proxy for the long-term growth rate of
all firms, including regulated firms in the gas business. 2 First, the record in that case
showed that as companies reach maturity over the long-term, their growth slows, and
their growth rate will approach that of the economy as a8 whole. Second, it is reasonable
to expect that, over the long-run, a regulated firm will grow at the rate of the average firm -
in the economy. Third, the purpose of using the DCF model approved in Opinion No.
396-B was to approximate the rate of retum an investor would reasonably expect from a
pipeline company, and no evidence in that record indicated that investors relied upon any
of the alternative long-term growth approaches snggested by the parties in that
proceeding. Fourth, each of the witnesses in Opinion No. 396-B used the long-term
growth of the economy as a whole as confirmation or support for their analyses.

We find that our rationale in Opinion No. 396-B does not support the use of GDP
data in developing a growth rate estimate in this proceeding. Unlike the gas pipeline
industry, which was nearly through with major restructuring at the time we issued
Opinion No. 396-B, on June 11, 1997, the clectric industry is just beginning a significant
new phase of its restructuring. In particular, SoCal Edison had just begun to restructure
from a vertically integrated utility when it made its filing in the instant proceeding. *° In
addition, in contrast to the growth estimates that underiay the two-step approach for gas
pipelines, the current growth rate estimates for SoCal Edison are not two to three times

nitial Decison, 86 FERC at 65,141.
#0pinion No. 396-B, 79 FERC at 62,382-83.

S0Cal Edison notes, moreover, that the transmission assets which are the subject
of this proceeding, were state-regulated assets, until only recently, caming an 11.6
percent ROE. See SoCal Edison's Brief Opposing Exceptions, at p.4.

B e U ——
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greater than GDP. 3 Moreover, the use of a two-step approach in natural gas pipeline
company cases is supported by the fact that two large investment firms, Merrill Lynch
and Prudential Securities, use the long-term growth of the economy as a whole in their
analyses of gas pipeline companies. However, Prudential Securities indicates that it treats
electric utlhtus differently from all of the other industrial companies when estimating
growth rates. >

Trial staff also notes a number of significant differences between the electric and
gas industries.>? Specifically, trial staff notes that gas pipeline companies are similarto-
other industrial companics in that they have low dividend payout ratios (i.¢,, low dividend
yields) and that they remth ahxghpropomonofﬂmrwnmgs into their businesses to
promote future growth.® By comparison, clectric utilities typically have much higher
dividend payout ratios (i.c., high dividend ynelds) as compared to most other industrial
companies, including most gas pnpelme companies. As a result, electric utilities reinvest
less than atlurdofﬂxen‘eammgs

This distinction between the two industries is critical, because retained earnings
are a key source of dividend growth. The higher payout ratios attributable to electric

3See, e.g., Ozark Gas Transmission System, 68 FERC § 61,032 at 61,104-05
(1994) (Ozark) (growth estimates ranging from 8.81 percent to 15.2 percent and GDP
estimates of 5.4 percent); Williston Basin Interstate Pipeline Company, 72 FERC
§ 61,074 at 61,387 (1995) (growth estimates ranging from 8 to 15 percent and GDP
estimates of 5.37 percent and 6.33 percent); and Opinion No. 414-A, 84 FERC at 61,427-
7 (growth estimates ranging from 8 percent to 15 percent and GDP estimates of 5.45
percent). By comparison, the IBES growth estimate for SoCal Edison is 5.87 percent.
See trial staff's Reply Comments, Att. D-1, at p. 1. GDP estimates range from 4.41
percent to 5.2 percent. See Exh. SCE-97, at pp. 5-7.

Ngee Exh. S-2, Schedule 14, at pp. 1-4.
32Trial staff's Brief on Exceptions, at pp. 19-21.

3Trial staff also points out that industrial companies, on average, had a payout
ratio of 29 percent for the period 1994-97 and a forecasted payout ratio of 24 percent for
2002. Exh. 8-2, Schedule No. 15, at p. 2. Gas pipelines had a payout ratio of 45 percent
for the period 1993-97 and a forecasted payout ratio of 30 percent for 2002. Id.,
Schedule No. 13.

HEfectric utilities had an average payout ratio of 71 percent for the period 1993-
97, and a forecasted payout ratio of 68 percent for 2002. Id.
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utilities cause these companics to have significantly lower expected dividend growth rates
than most other industrial companies (including most gas pipeline companies). For
example, the record in this case indicates that while the internal growth rate of gas
pipelines averaged 6.05 percent from 1993 to 1997, and is projected to be 9.16 percent in
2002, the internal growth rate of electric utilities nvcnged only 2.51 percent over the
same period, and is projected to be 3.86 percent in 2002. * While retention ranos for the
electric utility industry, as a whole, are projected to increase slightly. in the future. as
noted above, the rate of retention is still significantly lower than the average gas pipeline
company. For all these reasons, we find that it would be premature, at this time, to
incorporate GDP in the DCF model applicable to an electric utility company.

Nor are we convinced that trial staff's proposed use of DRI data is a reliable source
for projecting growth, in this case, for SoCal Edison. Trial staff argues that because the
DRI data on which it relies is closely related to total return on common equity, it is both
more appropriate than GDP for projecting dividend growth for electric utilities and more
likely to be used by investors. However, as the Presiding Judge found, DRI's estimate of
return on total capital may be depressed by its anticipated write-offs of stranded costs that
are incorporated into its forecasts. ** Moreover, trial staff has not demonstrated that its
DRI projection of growth in total capital equates to the measure of "g" on which the DCF
model relies, i.e., growth in dividends per share, as we discuss below.

In the past, we have consistently applied a one-step, constant growth DCF model
for calculating ROEs for electric utilities. The DCF methodology determines the ROE by
summing the dividend yield (with an adjustment for the quarterly payment of dividends)
and expected growth rate. The resulting formula is D/P(1+.5g) + g = k, where "D/P" is
the dividend yield, “g" is the sustainable growth rate of dividends per share, and “k" is the
resulting ROE. The sustainable growth rate is calculated by the following formula: g = br
+ sv, where "b" is the expected retention ratio, "r”* is the expected eamed rate of return on
common equity, "s" isﬂxepctcentofcommonequityex%ctedtobexssuedannuallyas
new common stock, and "v" is the equity accretion rate.

Based on the evidence submitted by trial staff in its Initial Comments, we can
calculate an ROE for SoCal Edison using this one-step, constant growth DCF

¥See id., Schedule Nos. 10 and 13. A company's internal growth rate is computed
as the product of its retention rate and its carned return on equity.

Hnitial Decision, 86 FERC at 65,142; See also Exh. SCE-55, at p. 9.
3Connecticut Light & Power Co., 45 FERC § 61,370 at 62,161, n. 15, (1988).
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methodology. We turn first to the growth rate, of "g.” From Value Line's growth
projections for SoCal Edison's parent company, Edison Intemnational, a payout ratio can
be calculated by dividing forecasted dividends per share by forecasted carnings per share.
The payout ratio, for 1999, is 55.38 percent (based on Value Line's forecasts of dividends
per share of $1.08, and earnings per share of $1.95); 52.68 percent for 2000 (based on
Value Line's forecasts of dividends per share of $1.08, and earmings per share of §2.05),
and 52.73 percent for 2003 (based on Value Line's forecasts of dividends per share of
$1.16, and eamings per share of $2.20). The average forecasted payout ratio is.53.6.
percent. Consequently, the retention ratio, "b," which is: 1 minus.the payout ratio, is.
46.40 percent.

Value Line also forecasts.a return on book value for Edison Internanional, the “r”
in the "br+sv” equation. For both 1999 and 2000, that return is expected to be 12.5
percent. It is expected to be 11.5 percent for 2003. The average forecasted "r" is 12.17
percent. However, these are forecasted year-end returns which must be adjusted by the
growth in common equity for the period to derive an average yearly return. The average
yearly return {"r") is thus 12.52 percent. *

Because Edison Intemational is not issuing any new common stock, the external
growth rate “sv," in the br+sv model, in this case, is zero.

Consequently, "g" may be calculated as "b" ( 4640) times "r" {.1252), fora
forecasted growth rate of 5.81 percent. By comparison, the IBES growth forecast for
Edison International is 5.87 percent. * Using both projections, we will frame the zone of
reasonableness in this case by combining the average low dividend yield for the six-
month period ending August 1999 (3.96 percent), with the low growth rate (5.81 percent)
and the average hlgh dividend yield for this period (4.51 percent) with the high growth
rate (5.87 percent) The resulting zone of reasonable returns, as adjusted for the

quarterly payments of dividends, is 9.89 percent to 10.51 percent.

3% In 1998, SoCal Edison's common equity ratio was 37.4 percent, with total
capital of $13.6 billion (the equity component was $5.1 billion). For 2003, Value Line
forecasts an equity ratio of 46 percent, with total capital of $14.8 billion (the equity
component is $6.8 billion). Therefore, the growth in common equity ("G") is 5.9 percent.
The adjustment factor -~ 2(1+G)/(2+G) is 1.0287, which is applied to the year-end "r".

3Trial staff's Initial Comments, Att. D, at p. 1.

0 Appalachian, 83 FERC at 62,350.
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The Supreme Court has provided guidance in two often cited decisions regarding
the range of allowed returns that may be permitted in a particular case. In Blucfield
Water Works & Improvement Co, v, Public Service Commission of West Virginia, ! the
Court stated that the approved return should be ~“reasonably sufficient to assure
confidence in the financial soundness of the utility, and should be adequate, under
efficient and economical management; to maintain and support its credit, and enable:itto
raise the money necessary for the proper d:scharg: of its public duties.” ** Ina
subsequent case, FPC v, Hope Natural Gas Co., ™ the Court provided additional guidance.
on this issue:

From the investor or company point of view, it is important that there be
enough revenue not only for operating expenses but also for the capital
costs of the business. These include service on the debt and dividends on
the stock.... By that standard the retum to the equity owner should be
commensurate with returns on investments in other enterprises having
correspondmg risks. The retum, moreover, should be sufficient to assure
confidence in the financial mtegnty of the enterprise, so as to maintain its
credit and attract capital.[*]

Applying these guidelines, we will measure the zone of reasonable returns
indicated by the above analysis against a group of proxy companies having corresponding
risks. A number of alternative proxy groups were proposed in this case by SoCal Edison,
trial staff, SMUD, and PG&E. In the original proceeding and its Initial Comments, SoCal
Edison relied on a proxy group of 13 companies with operating revenues of over $1
billion, and a bond rating of "A" or "A+." In its Initial Comments, SoCal Edison also
dcveloped an alternative proxy group, based on two criteria: companies located in states
in which electric restructurmg is at a comparable level to SoCal Edison's own
restructuring, and companies having comparable bond ratings. S Trial staff, by contrast,
chose its four-company proxy group based on the following criteria: (1) bond ratings of
"AA-" to "A+"; (2) nuclear generation equal to at least 17 percent of total generation; (3)

41262 U.S. 679 (1923) (Bluefield).
14 at 693.

4320 U.S. 591 (1944) (Hope).
41d. at 603.

4550Cal Edison's alternative proxy group consists of Allegheny Energy Inc., MDU
Resources Group, New England Electric System, PG&E, Pacificorp, and Sempra Energy.
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a Standard & Poors (S&P) business profile of average or above; (4) $3 billion or more in
total revenues, for 1996; and (S5) an exclusion of any utility involved in any merger
activity.

SMUD also calculated a zone of reasonableness based on a six company proxy
group and the following seven criteria: (1) common stock actively traded on the open
market and reported in the Wall Street Journal: (2) 80 percent of 1998 operating revenues
derived from electric utility operations; (3) consistent financial history lasting for at least
the last five years; (4) the exclusion of any utility involved in any merger activity or other
significant structural change; (5) nuclear energy operations comprising less than 20
percent of generation fuel base; (6) companies paying dividends for the last ten years;
and (7) companies whose non-utility revenues are equal to 15 percent, or less, of total
operating revenues. PG&E calculated its proposed ROE utilizing a group of natural gas
local distribution companies as a proxy group.

The Presiding Judge adopted trial staff's proxy group and we will do the same for
the purpose of confirming our DCF analysis for SoCal Edison. As such, we will reject
the proxy groups proposed by SoCal Edison, SMUD, and PG&E. As noted by the
Presiding Judge, SoCal Edison's 13 company proxy group is based on overly-broad
selection criteria without any emphasis on finding companies that are comparable in risk
to SoCal Edison. SoCal Edison's alternative proxy group is a closer fit, however, it too
lacks the detailed risk analysis of trial staff's comparable group. Several of the companies
included by SMUD in its proxy group are insufficient in size relative to SoCal Edison. In
addition, unlike SoCal Edison, five of the companies in SMUD's proxy group have no
nuclear facilities. Finally, we will reject PG&E's proposed proxy group, given the
significant differences between the gas industry and the electric utility industry, as
discussed above.

Trial staff's proxy group, by contrast, includes comparable risk companies that are
similar to SoCal Edison in size, business profile, and level of nuclear generation.
Morcover, two of the four companics in trial staff's proxy group are currently in a
Commission-approved ISO — PG&E and the Constellation Energy Group (the parent
company of Baltimore Gas & Electric Company). Thus trial staff's comparable group is
the best proxy group to apply the standards enunciated in Bluefield and Hope.

In calculating our comparison group ROE, we will use the same “br + sv" formula,
applied above, and the same Value Line source material relied upon above to calculate




Docket Nos. ER97-2355-000, et al. 21-

SoCal Edison's individual zone of reasonableness, % In addition, we will corroborate the
calculated growth rate with the forecasted IBES growth rate to set the high and low end
of the zone of rcasonableness. The results are summarized in the table below:

avg. low avg. high  growthrate growthrate zone of
dividend  dividend  (br+sv)“’ (IBES)  rcasomableness

PG&E 3.63 3.88 4.70 61534  842-10.15
Constel-  5.63 6.16 4.10 3.85 9.59 - 10.39
lation

Duke 3.74 4.14 7.60 8.13 11.48 - 12.44
Southem  4.81 5.35 528 5.85 10.22 - 11.36

An adjustment to this data is appropriate in the case of PG&E’s low-end return of
8.42 percent, which is comparable to the Average Moody's "A" grade public utility bond
yield of 8.06 percent, for October 1999. “* Because investors generally cannot be
expected to purchase stock if debt, which has less risk than stock, yields essentially the
same return, this low end-return cannot be considered reliable in this case. Therefore,
excluding this single outlier, the resulting zone of reasonableness for the comparable
companies is 9.59 percent to 12.44 percent. The midpoint return is 11.02 percent.

We will next consider where, within this zone of reasonable returns, SoCal
Edison's ROE should be set. In making this determination, it is necessary to measure the
business and financial risks faced by SoCal Edison relative to the overall risks attributable
to the appropriate proxy group of companies. As noted above, a substantial body of
evidence has been presented in this case arguing for and against the relative riskiness of a
utility transferring its transmission assets to an ISO. In addition, SoCal Edison, trial staff,
and SMUD attempted to quantify the potential risks associated with SoCal Edison’s

46See trial staff's Initial Comments, Att. D-1, at pp. 12-15.
“IBoth Constcilation and Duke are forecasted to issue stock.

“SExh. SCE-104, at p. 14 (containing a corrected forecasted growth rate of eight
percent rather than 39 percent for the one analyst that was excluded from trial staff's
calculation).

gxh, SCE-104, at p. 31.
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transfer of assets to the California ISO. However, much of this evidence was disputed by
onc party or another, or was speculative. In addition, much of the evidence submitted by
the partics in their Initial Comments and Reply Comments was tied only tangentially to
SoCal Edison.

The revised and updated DCF analyses submitted by SoCal Edison; trial staff and
SMUD reflect updated investor expectations for SoCal Edison, which are based on more
than a year’s worth of operating practice by the Califomia ISO. Given the conflicting
evidence in this case on the issue of risk, we find that the updated financial data relied
upon above is the best quantifiable measure of the investment communities’ current risk:
assessment for SoCal Edison.

SoCal Edison argues that its risks exceed those of the proxy group based, among
other things, on the rating of the comparable group’s senior secured debt. Except for two
of the five Southern Company subsidiaries, which have the same S&P bond rating as
SoCal Edison, the rest of the companies in this proxy group are rated "AA-". ® SoCal
Edison's zone of reasonableness (9.89 - 10.51 percent) places SoCal Edison at the lower
end of the zone of reasonableness of the comparable companies. This would be a
reasonable result, if SoCal Edison was less risky than the comparable companies.
However, based on the higher bond ratings of the comparable companies, we find that
SoCal Edison is more risky than the comparison group. Therefore, the appropriate ROE
for SoCal Edison should be above the midpoint of returns indicated for the comparison
group. Therefore, we will establish SoCal Edison's ROE at the midpoint of the upper half -
of the zone of reasonableness., > That zone is 11.02 - 12.44 percent with a midpoint of
11.73. However, because this return exceeds SoCal Edison's own request, we will adjust
the indicated return downward to 11.60 percent.

Use of Updated Data

Because capital market conditions may change significantly between the time the
record closes and the date the Commission issues a final decision, we have consistently
required the use of updated data in setting a company’s ROE. 2 Here, however, the re-
opened record authorized by the September 17 Order has permitted us to use current data,

S®Exh. SCE-102, at p. 18.
$1See Consumers Energy Company, 85 FERC § 61,100 at 61,364 (1998).

52See Appalachian Power Company, 55 FERC { 61,509, order on reh'g, 57 FERC
1 61,100 (1991), order on reh’g, 58 FERC § 61,193 (1992).
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making any additional updates unnecessary. Consequently, SoCal Edison’s ROE will be
set at 11.6 percent for the period the rates went into effect and prospectively from the
date of this order until SoCal Edison files for a change in its transmission rates.

F.  Whether the Presiding Judge Properly Determined the Allocation of
Administrative and General Expense and General and Intangible Plant to
ISO Transmission

itial ision

The Initial Decision found that trial staff*s proposed use of labor cost ratios to
allocate administrative and general (A&G) and general and intangible plant (G&I)
expenses was consistent with the Comxmssnm s long-standing policy set forth in
Minnesota Power and Light Company, * and rejected SoCal Edison’s alternative
proposal, which relied on a multi-factor allocator. The Initial Decision noted that under
SoCal Edison’s proposal, A&G and G&I costs would be assigned to generation, ISO
transmission, and non-ISO business segments by grouping these costs into one of three
cost attribution pools: direct, joint, or common. These costs would then be assigned to
the appropriate business scgment based on the attribution technique specific to that pool,
with the stated objective of limiting the amounts to which general allocation formulas are
applied.

The Presiding Judge rejected this approach based, in part, on the Commission’s
recent rcaﬂirmauon of its long-standing use of labor ratios to allocate A&G and G&I
expenses. ** The Presiding Judge also found that while the alternative allocation proposal
advanced by SoCal Edison and trial staff lead to different allocations, this difference
alone does not prove that one method is superior to the other, nor did it satisfy SoCal
Edison’s burden of showing that the Commission’s existing policy is unjust and
unreasonable and that its own proposal was just and reasonable. The Presiding Judge
also found that SoCal Edison failed to support its own allocation of its costs, and that the
timing of rate cases before this Commission and the California Commission and the
restructuring of SoCal Edison’s facilitics and services did not support the rejection of
labor ratios as the preferred allocation methodology.

534 FERC { 61,268 (1978).

#Initial Decision, 86 FERC at 65,145, citing Portland General Electric Company,
84 FERC § 61,216, at p. 62,004 (1998) and Montana Power Company, 83 FERC
961,211, at p. 61,935 (1998).
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Exceptions

Exceptions were filed by SoCal Edison, in which SoCal Edison renews the
arguments presented at hearing conceming the reasonableness of its proposed A&G and
G&I allocation methodology. In addition, SoCal Edison states that the Presiding Judge's
determination would result in significant under-recovery of its reasonably incurred- :
transmission costs. SoCal Edison contends that the California Commission assumed that
these costs would be recovered in transmission rates when the California Commission
designed SoCal Edison’s state jurisdictional retail rates. SoCal Edison concludes that:
these costs would be unrecovered due solely to the transfer of jurisdiction over retail
transmission from the California Commission to this Commission resulting in an unfair
denial of its legitimately-incurred costs.

Trial staff opposes SoCal Edison’s exceptions, reiterating its argaments presented
at hearing. The California Commission submitted comments stating that SoCal Edison's
allegation that the unrecovered costs at issue would "fall through the jurisdictional
cracks" is misieading. The California Commission states that Socal Edison filed for and
received a resolution action from the California Commission giving SoCal Edison the
opportunity to present evidence to the California Commission in order to recover these
costs.

Discussions

We will affirm the Initial Decision. The majority of the arguments raised by
SoCal Edison on exceptions were presented at hearing and were properly disposed of in
the Initial Decision. We also find that the Presiding Judge properly applied the
Commission’s existing policy for allocating A&G and G&I costs. In addition, the
California Commission has made clear in its comments that SoCal Edison has the
opportunity, if it so chooses, to seck state jurisdictional review and potential recovery of
any non-transmission costs subject to the California Commission’s jurisdiction. Given
this opportunity, we find that SoCal Edison's claimed inability to recover its legitimately
incurred costs, due to changes in jurisdiction, is unfounded.
G.  Whether the Presiding Judge Properly Determined that SoCal Edison's Projected

1998 A&G Expenses Should be Rejected in favor of the 1997 Recorded A&G
Amounts, as Adjusted

Initial Decision

The Initial Decision rejected SoCal Edison's 1998, Period 1 test year forecasts to
calculate its A&G expenses, adopting instead the California Commission's
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recommendation, which was based on SoCal Edison's 1997 Form No. 1 A&G data, with
an adjustment to account for its divested oil and gas plants. In support of his holding, the
Presiding Judge cited Commission precedent for the prgposition that Period 11
adjustments may be based on more recent actual data. ™ The Presiding Judge also found
that the use of this data was appropriate in this case given SoCal Edison’s restructuring.
and because SoCal Edison's Period Il projections were poorly founded.

Exceptions

SoCal Edison and trial staff filed exceptions. SoCal Edison cites Commission
policy for the proposition that a utility's test year projections must be accepted if found to
be reasonable when made, and there is no evidence that it will produce unreasonable
results. % SoCal Edison argues that the single fact that its 1998 Period II estimate and its
1997 data vary does not demonstrate that its test period estimate was unreasonable when
made. Moreover, SoCal Edison points out that its projected 1998 A&G expense Ievel
was based on a significant reduction in its 1995 A&G expenses and was a reasonable
projection of the cost reductions it anticipated.

Trial staff argues that no showing was made in this casc that use of SoCal Edison's
1997 actual costs are representative of the costs that will be incurred by SoCal Edison
during the rate-effective period and that these costs, in any event, would have to be
adjusted to reflect future operations. Trial staff also objects to the mixing of data from
different years for use of Period II data.

The California Commission opposes these exceptions, citing record evidence
showing that SoCal Edison knew when they filed their 1998 Period Il estimate that (1)
staffing reductions decreased their A&G costs by $70 million as recorded in 1997 Form
No. 1 data; (2) that the costs of certain terminated programs should be removed from the
A&G projection; and (3) that use of inflation-related escalators was aot accurate given
the multi-year Performance Based Rate (PBR) cost-cutting measures SoCal Edison had
committed to hold constant. Because SoCal Edison failed to incorporate these known
changes into their projection, the California Commission supports the Presiding Judge's

**Initial Decision, 86 FERC at 65,176, citing Cleveland Electric lluminating

Company, 28 FERC { 63,089 (1984) (Cleveland Electric), aff'd in relevant part, 32 FERC
1 61,381 at 61,858 (1985); Southern California Edison Company, 56 FERC { 61,003, at

61,021-24 (1991).

%6SoCal Edison's Brief on Exceptions, at p. 58, citing Delmarva Power & Light
Company, 24 FERC { 61,199 at 61,453 (1983).
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finding that the estimates were not reasonable when made. In addition, the California
Commission refutes SoCal Edison's interpretation of the case law, stating that in
Cleveland Electric adjustments were made to the historic data because that was the only
data available at the time, as opposed to this case where 1997 Form No. 1 data is
available.

Discussion

None of the exceptions warrant reversing the Presiding Judge's determination in
this proceeding that SoCal Edison's Period II estimate is unjust and unreasonable. The
Presiding Judge's reasoning that the use of 1997 adjusted Form No. 1 data is more likely
to yield just and reasonable results than SoCal Edison’s poorly supported Peniod 11
estimates is well-supported by the record evidence. The approach adopted by the
Presiding Judge is acceptable in this situation because of the unique facts of this case. As
noted by the Presiding Judge, SoCal Edison drastically restructured and downsized its
previous utility operations, divested substantial generation assets and turned over its
transmission facilities to the ISO. Their escalation of 1995 A&G data in this proceeding
was unwarranted given the cost cutting incentives under the PBR when SoCal Edison
made its test year projections. As noted by the Presiding Judge, So Cal Edison has the
burden of showing that its projections were reasonable when made, but it has not done so.
Given the unique facts of this case we will affirm the Initial Decision.

H.  Whether the Presiding Judge Properly Determined the Level of SoCal
Edison's Cost-Based Ancillary Services Rates for the Locked-In Period,
April 1, 1998 - November 2, 1998

Initial Decision

The Initial Decision found that SoCal Edison's proposed cost-based bid caps for
four ancillary services for the locked-in period April 1, 1998 through November 2, 1998
57 should not be based on the cost of SoCal Edison's oil and gas generation facilities, as
proposed by SoCal Edison, but rather on SoCal Edison's hydro resources, as proposed by
trial staff. The Presiding Judge further found that SoCal Edison's proposed bid caps

5"The locked-in period was the result of the Commission's ruling in AES, 85
FERC at 61,459-65, in which the Commission granted market-based rate authority to all
entities providing ancillary services in the State of California, based on our determination
that cost-based bid caps in the ancillary services market were restricting supplies to these
markets .
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should be based on a trial staff study of 1997 FERC Form | data for its Hoover and Big
Creek costs.

The bid caps established the maximum amount SoCal Edison could bid in the ISO's
ancillary service markets during the period that the cost-based rates were in effect. SoCal
Edison’s filing states that these proposed rates. were an intenm measure to continue their
existing ancillary services rates until the company completed the market study required
for filing for market-based ancillary service rates.

In support of its ruling, the Initial Decision noted trial staff's contention that
becanse these facilities were divested during the period that the proposed ancillary service
bid caps were in effect, the rate should be based on SoCal Edison’s remaining hydro
units. Even though SoCal Edison owned oil and gas-fired generation facilities through
part of June 1998, trial staff maintained that SoCal Edison did not use these units for
ancillary services during any part of the locked-in period. Only trial staff objected to the
continued use of SoCal Edison's rates, maintaining that SoCal Edison's bid caps were in
excess of the actual costs of the units that provided the services during the locked-in
period.

Exceptions

On exceptions, SoCal Edison argues that its proposed ancillary services bid caps
are significantly below the levels that the Commission found to be just and reasonable in
AES, and are otherwise fully cost-justified. In particular, SoCal Edison notes that some
of the ancillary services it provided during the relevant time period did in fact rely on
SoCal Edison's oil- and gas-fired units. Moreover, SoCal Edison argues that its ancillary
services sales are subject to the Commission's policy regarding off-system sales, as.
enunciated in Jllinois Power Company, 5? which permits pricing flexibility not necessarily
tied to the actual generating resource used to provide the service at issue.

In addition, SoCal Edison takes exception to various methods and calculations of
cost used by trial staff to determine alternative ancillary service rates based exclusively
on SoCal Edison's individual hydro units. SoCal Edison maintains that its proposed
ancillary services bid caps are below costs that it experiences in providing ancillary
services from its hydro resources.

58 50Cal Edison's Transmittal Letter at 18, n. 5.
%57 FERC § 61,213 at 61,699 (1991) (Illinois Power).
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Discussion

We find that the Presiding Judge's rejection of SoCal Edison's cost-based ancillary
services bid caps, for the locked-in period, is in error. First, we agree with SoCal Edison
that its proposed bid caps are cost-justified and consistent with our ruling in [llinois
Power. The reasonableness of these rates, moreover, ts confirmed by thal staff's own
analys‘i.g, which would support a maximum rate well above SoCal Edison's proposed bid
caps.

We reject trial staff's contention that ancillary service bid caps must reflect the -
actual costs of the individual unit supplying the ancillary service at the time of sale. The
ISO's ancillary services market is based on an auction mechanism in which suppliers
submit hourly bids that are put in merit order, with the market clearing price paid to all
bidders who are selected. As a result, during the locked-in period, all units which
provide ancillary services for that hour receive the market clearing price capped at their
respective cost-based bid caps. This market clearing mechanism does not comport with
the theory trial staff espouses for tracking the exact costs of the actual generating unit
used to supply a particular service.

Given the circumstances of this case and the state of the ISO ancillary services

" markets during the locked-in period, we reject the Presiding Judge's finding that trial

staff's ancillary service bid caps are representative of the ceiling costs of these services
during the locked-in period. For the reasons discussed above, we approve SoCal Edison's -
proposed ancillary service bid caps, as filed.

The Commission orders:

(A) The Initial Decision is hereby vacated in part, affirmed in part, and reversed
in part, as discussed in the body of this order.

(B) The motions to intervene filed by EEl, ELCON, AISI, and the ISO
Participants are hereby granted, as discussed in the body of this order.

®® Trial staff calculated the unit-by-unit costs for SoCal Edison's hydro generation
resources, resulting in a maximum capacity charge of $26.02/MW/hr. See Exhibit S-4, at
16-18 and Exh. $8). In contrast, SoCal Edison's proposed ancillary services bid caps
ranged from $4.47/MW/hr to $9.55/MW/hr. See TO Tariff and DA Tariff at Original,
Sheet Nos. 74 through 78.
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(C) SoCal Edison is hereby directed to file, within 45 days of the date of this
order, a compliance filing addressing those matters discussed herein. However, if a
request for rehearing is pending at the end of the 45 day period, the compliance filing
shall be made within 15 days of the date such rehearing is disposed of by the
Commussion.

By the Commission.
(SEAL)
David P. Boergers,
Secretary.




