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INTRODUCTION

Q.

A.

Please state your name, occupation, and business address.
My Name is William A. Rigsby. | am a Public Utilities Analyst V employed
by the Residential Utility Consumer Office (“RUCQO”) located at 1110 W.

Washington, Suite 220, Phoenix, Arizona 85007 .

Please state your educational background and your qualifications in the
field of utilities regulation.

Appendix |, which is attached to this testimony, describes my educational
background and also includes a list of the rate cases and regulatory

matters that | have been involved with.

What is the purpose of your testimony?

The purpose of my testimony is to present recommendations that are
based on my analysis of Arizona Water Company’s (“Arizona Water” or
“‘Company”) application for a permanent rate increase (“Application”) for
the Company’s Western Group. The Western Group is comprised of the
Company’'s Ajo Heights, Casa Grande, Coolidge, Stanfield, and White
Tank systems. Arizona Water's Application was filed with the Arizona
Corporation Commission (“ACC” or “Commission”) on August 14, 2004.
During the 2003 test year (“Test Year”) the Company's Western Group

provided water service to 20,266 customers.
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Q.

Please explain your role in RUCO's analysis of Arizona Water's
Application.

I reviewed Arizona Water's Application and performed a cost of capital
analysis to determine a fair rate of return on the Company’s invested
capital. In addition to my recommended capital structure, my direct
testimony will present my recommended costs of common equity and my
recommended cost of long-term debt (the Company has no preferred
stock). The recommendations contained in this testimony are based on
information obtained from the Company’s Application and on market-

based research that | conducted during my cost of capital analysis.

Is this your first case involving Arizona Water?

No. | testified before the ACC in both the Company’s Northern and
Eastern Group rate case proceedings’'. Prior to joining RUCO, |
recommended Commission approval of one of Arizona Water's financing

requests® as a Senior Rate Analyst on the ACC Staff.

Were you also responsible for conducting an analysis of Arizona Water's
proposed revenue level and rate base?
Yes. | have also filed, under separate cover, direct testimony on revenue

and rate base issues associated with the Casa Grande and Stanfield

' Docket No.'s W-01445A-00-0962 and W-01445A-02-0619

2 Docket No. W-01445A-00-0749
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systems. The revenue and rate base issues associated with the Ajo
Heights, Coolidge and White Tank systems will be addressed in the direct
testimony of RUCO witness Timothy J. Coley. Mr. Coley will also testify

on RUCO'’s rate design recommendations for the entire Western Group.

What areas will you address in your testimony?

| will address the cost of capital issues associated with the case.

Please identify the exhibits that you are sponsoring.

| am sponsoring Schedules WAR-1 through WAR-9.

SUMMARY OF TESTIMONY AND RECOMMENDATIONS

Q.
A

Briefly summarize how your cost of capital testimony is organized.

My cost of capital testimony is organized into three sections. First, | will
present the findings of my cost of equity capital analysis, that utilized both
the discounted cash flow (“DCF”) method, which | believe is the most
reliable methodology and the one that | place the most emphasis on, and
the capital asset pricing model (“CAPM”), which | tend to rely on as a
check of my DCF results. These are the two most commonly used
methods for calculating the cost of equity capital in rate case proceedings

and are generally regarded as the most reliable®. In this first section | will

% A. Lawrence Kolbe and James A Read Jr., The Cost of Capital — Estimating the Rate of Return
for Public Utilities, The MIT Press: Cambridge, Massachusetts, 1984, pp. 35-94.
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1 also provide a brief overview of the current economic climate that Arizona

2 Water is operating in. Second, | will compare my recommended capital

3 structure with the Company-proposed capital structure. Third, | will

4 comment on Arizona Water's cost of capital testimony. Schedules WAR-1

5 through WAR-9 will provide support for my cost of capital analysis.

6

7 |Q. Please summarize the recommendations and adjustments that you will

8 address in your testimony.

9 |A Based on the resuits of my analysis of Arizona Water, | am making the
10 following recommendations:
11
12 Cost of Equity Capital — | am recommending a 9.44 percent cost of equity
13 capital. This 9.44 percent figure is based on the results that | obtained in
14 my cost of equity analysis, which employed both the DCF and CAPM
15 methodologies.
16
17 Cost of Debt — | am recommending that the Commission adopt Arizona
18 Water's proposed 8.43 percent cost of long-term debt. This is based on
19 my review of the costs associated with Arizona Water's various bond
20 issues.
21

4
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Capital Structure — | am recommending that the Company-proposed

capital structure, which is comprised of approximately 74 percent common
equity and 26 percent debt, be adopted by the Commission.

Cost_of Capital — Based on the results of my recommended capital

structure, cost of common equity, and debt analyses, | am recommending
a 9.17 percent cost of capital for Arizona Water. This figure represents
the weighted cost of both the Company’'s common equity and long-term

debt.

Q. Why do you believe that your recommended 9.17 percent cost of capital is

an appropriate rate of return for Arizona Water to earn on its invested

capital?

A. The 9.17 percent cost of capital figure that | have recommended meets

the criteria established in the landmark Supreme Court cases of Bluefield

Water Works & Improvement Co. v. Public Service Commission of West

Virginia (262 U.S. 679, 1923) and Federal Power Commission v. Hope

Natural Gas Company (320 U.S. 391, 1944). Simply stated, these two

cases affirmed that a public utility that is efficiently and economically
managed is entitled to a return on investment that instilis confidence in its
financial soundness, allows the utility to attract capital, and also allows the
utility to perform its duty to provide service to ratepayers. The rate of

return adopted for the utility should also be comparable to a return that

investors would expect to receive from investments with similar risk.
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1 The Hope decision allows for the rate of return to cover both the operating
‘ 2 expenses and the “capital costs of the business” which includes interest

3 on debt and dividend payment to shareholders. This is predicated on the

4 belief that, in the long run, a company that cannot meet its debt obligations

5 and provide its shareholders with an adequate rate of return will not

6 continue to supply adequate public utility service to ratepayers.

7

8 1Q. Do the Bluefield and Hope decisions indicate that a rate of return sufficient

9 to cover all operating and capital costs is guaranteed?

10 pA. No. Neither case guarantees a rate of return on utility investment. What
11 9 ‘the Bluefield and Hope decisions do allow, is for a utilityi’ to be provided
12 with the opportunity to earn a reasonable rate of return on‘ its investment.
13 That is to say that a utility, such as Arizona Water, is provided with the
14 opportunity to earn an appropriate rate of return if the Cémpany’s
15 management exercises good judgment and manages its assets and
16 resources in a manner that is both prudent and economically efficient.

17

18 | COST OF EQUITY CAPITAL
19 [ Q. What is your recommended cost of equity capital for Arizona Water?

20 [ A. Based on the results of my DCF and CAPM analyses, which ranged from

’ 21 8.35 percent to 9.81 percent, | am recommending a 9.44 percent cost of
22 equity capital for Arizona Water. My recommended 9.44 percent figure is
23 based on the results of my DCF analysis.
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Discounted Cash Flow (DCF) Method

Q.

Please explain the DCF method that you used to estimate Arizona Water's
cost of equity capital.

The DCF method employs a stock valuation model that is often referred to
as either the constant growth valuation model or the Gordon* model.
Simply stated, the DCF model is based on the premise that the current
price of a given share of common stock is determined by the present value
of all of the future cash flows that will be generated by that share of
common stock. The rate that is used to discount these cash flows back to
their present value is often referred to as the investor's cost of capital (i.e.
the cost at which an investor is willing to forego other investments in favor
of the one that he or she has chosen).

Another way of looking at the investor's cost of capital is to consider it from
the standpoint of a company that is offering its shares of stock to the
investing public. In order to raise capital, through the sale of common
stock, a company must provide a required rate of return on its stock that
will attract investors to commit funds to that particular investment. In this
respect, the terms "cost of capital” and "investor's required return" are one
in the same. For common stock, this required return is a function of the
dividend that is paid on the stock. The investor's required rate of return

can be expressed as the percentage of the dividend that is paid on the

* Named after Dr. Myron J. Gordon, the professor of finance who developed the model.
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1 stock (dividend yield) plus an expected rate of future dividend growth.
2 This is illustrated in mathematical terms by the following formula:
3
4 k=(D1+Pg)+g
5 where: k = the required return (cost of equity, equity
6 capitalization rate),
7 Dy+Py = the dividend yield of a given share of stock
8 calculated by dividing the expected dividend by
9 the current market price of the given share of
10 stock, and
11 g - = the expected rate of future dividend growth.
12
13 This formula is the basis for the standard growth valuation model that |
14 used to determine Arizona Water's cost of equity capital. It is similar to
15 the model that was used by the Company.
16
17 | Q. In determining the rate of future dividend growth for Arizona Water, what
18 assumptions did you make?

19 | A There are two primary assumptions regarding dividend growth that must

20 be made when using the DCF method. First, dividends will grow by a
21 constant rate into perpetuity, and second, the dividend payout ratio will
22 remain at a constant rate. Both of these assumptions are predicated on
23 the traditional DCF model's basic underlying assumption that a company's
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1 earnings, dividends, book value and share growth all increase at the same
2 constant rate of growth into infinity. Given these assumptions, if the
3 dividend payout ratio remains constant, so does the earnings retention
4 ratio (the percentage of earnings that are retained by the company as
5 opposed to being paid out in dividends). This being the case, a
6 company's dividend growth can be measured by multiplying its retention
7 ratio (1 - dividend payout ratio) by its book return on equity. This can be
8 statedasg=bxr.

9

10 Q. Would you please provide an example that will illustrate the relationship
11 that earnings, the dividend payout ratio and book value have with dividend
12 growth?

13 {A. RUCO consultant Stephen Hill illustrated this relationship in a Citizens

14 Utilities Company 1993 rate case by using a hypothetical utility.’

15

16 Table |

17 Year 1 Year 2 Year 3 Year 4 Year 5 Growth
18 Book Value $10.00 $10.40 $10.82 $11.25 $11.70 4.00%
19 Equity Return 10% 10% 10% 10% 10% N/A
20 Earnings/Sh. $1.00 $1.04 $1.082 $1.125 $1.170 4.00%
21 Payout Ratio 0.60 0.60 0.60 0.60 0.60 N/A
22 Dividend/Sh $0.60 $0.624 $0.649 $0.675 $0.702 4.00%
23

5

Citizens Utilities Company, Arizona Gas Division, Docket No. E-1032-93-111, Prepared
Testimony, dated December 10, 1993, p. 25.
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Table | of Mr. Hill's illustration presents data for a five-year period on his
hypothetical utility. In Year 1, the utility had a common equity or book
value of $10.00 per share, an investor-expected equity return of ten
percent, and a dividend payout ratio of sixty percent. This results in
earnings per share of $1.00 ($10.00 book value x 10 percent equity return)
and a dividend of $0.60 ($1.00 earnings/sh. x 0.60 payout ratio) during
Year 1. Because forty percent (1 - 0.60 payout ratio) of the utility's
earnings are retained as opposed to being paid out to investors, book
value increases to $10.40 in Year 2 of Mr. Hill's illustration. Table |
presents the results of this continuing scenario over the remaining five-
year period.

The results displayed in Table | demonstrate that under "steady-state” (i.e.
constant) conditions, book value, earnings and dividends all grow at the
same constant rate. The table further illustrates that the dividend growth
rate, as discussed earlier, is a function of (1) the internally generated
funds or earnings that are retained by a company to become new equity,
and (2) the return that an investor earns on that new equity. The DCF
dividend growth rate, expressed as g = b x r, is also referred to as the

internal or sustainable growth rate.

Q. If earnings and dividends both grow at the same rate as book value,

shouldn't that rate be the sole factor in determining the DCF growth rate?

10




|
|
| Direct Testimony of William A. Rigsby
‘ Docket No. W-01445A-04-0650
|
1 A No. Possible changes in the expected rate of return on either common
| 2 equity or the dividend payout ratio make earnings and dividend growth by
‘ 3 themselves unreliable. This can be seen in the continuation of Mr. Hill's
4 illustration on a hypothetical utility.
5
6 Table II
7 Year 1 Year 2 Year 3 Year 4 Year 5 Growth
8 Book Value  $10.00  $10.40 $10.82 $11.47  $12.158 5.00%
9 Equity Return 10% 10% 15% 15% 15% 10.67%
10 Earnings/Sh $1.00 $1.04 $1.623 $1.720 $1.824 16.20%
11 Payout Ratio 0.60 0.60 0.60 0.60 0.60 N/A
12 Dividend/Sh $0.60  $0.624 $0.974 $1.032  $1.094 16.20%
13
14 In the example displayed in Table |l, a sustainable growth rate of four
15 percent® exists in Year 1 and Year 2 (as in the prior example). In Year 3,
16 Year 4 and Year 5, however, the sustainable growth rate increases to six
17 percent.” If the hypothetical utility in Mr. Hill's illustration were expected to
18 earn a fifteen-percent return on common equity on a continuing basis,
19 then a six percent long-term rate of growth would be reasonable.
20 However, the compound growth rates for earnings and dividends,
21 displayed in the last column, are 16.20 percent. If this rate were to be
j 22 used in the DCF model, the utility's return on common equity would be
® [ ( Year 2 Earnings/Sh — Year 1 Earnings/Sh ) + Year 1 Earnings/Sh 1=1(%$1.04 - $1.00) +
$1.00]=$0.04 + $1.00 ] = 4.00%
" [ (1 - Payout Ratio ) x Rate of Return ] =[ (1 - 0.60 ) x 15.00% ] = 0.40 x 15.00% = 6.00%
11
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1 expected to increase by fifty percent every five years, [(15 percent + 10
2 percent) — 1]. This is clearly an unrealistic expectation.

3 Although it is not illustrated in Mr. Hill's hypothetical example, a change in
4 only the dividend payout ratio will eventually result in a utility paying out
5 more in dividends than it earns. While it is not uncommon for a utility in
6 the real world to have a dividend payout ratio that exceeds one hundred
7 percent on occasion, it would be unrealistic to expect the practice to
8 continue over a sustained long-term period of time.

9

10 Q. Other than the retention of internally generated funds, as illustrated in Mr.

11 Hill's hypothetical example, are there any other sources of new equity
12 capital that can influence an investor's growth expectations for a given
13 company?

14 | A Yes, a company can raise new equity capital externally. The best

15 example of external funding would be the sale of new shares of common
16 stock. This would create additional equity for the issuer and is often the
17 case with utilities that are either in the process of acquiring smaller
18 systems or providing service to rapidly growing areas.

19

20 [Q. How does external equity financing influence the growth expectations held

21 by investors?
22 [ A Rational investors will put their available funds into investments that will
| 23 either meet or exceed their given cost of capital (i.e. the return earned on

12
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1 their investment). In the case of a utility, the book value of a company's
2 stock usually mirrors the equity portion of its rate base (the utility's earning
3 base). Because regulators allow utilities the opportunity to earn a
4 reasonable rate of return on rate base, an investor would take into
5 consideration the effect that a change in book value would have on the
6 rate of return that he or she would expect the utility to earn. If an investor
7 believes that a utility's book value (i.e. the utility's earning base) will
8 increase, then he or she would expect the return on the utility's common
9 stock to increase. If this positive trend in book value continues over an
10 extended period of time, an investor would have a reasonable expectation
1 for sustained long-term growth.
12
13 | Q. Please provide an example of how external financing affects a utility's
14 book value of equity.
15 | A. As | explained earlier, one way that a utility can increase its equity is by
16 selling new shares of common stock on the open market. If these new
17 shares are purchased at prices that are higher than those shares sold
18 previously, the utility's book value per share will increase in value. This
19 would increase both the earnings base of the utility and the earnings
20 expectations of investors. However, if new shares sold at a price below
21 the pre-sale book value per share, the after-sale book value per share
22 declines in value. If this downward trend continues over time, investors
23 might view this as a decline in the utility's sustainable growth rate and will
13
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1 have lower expectations regarding growth. Using this same logic, if a new
2 stock issue sells at a price per share that is the same as the pre-sale book
3 value per share, there would be no impact on either the utility's earnings
4 base or investor expectations.

5

6 |Q. Please explain how the external component of the DCF growth rate is
7 determined.

8 [A. In his book, The Cost of Capital to a Public Utility,? Dr. Myron Gordon, the

9 individual responsible for the development of the DCF or constant growth

10 model, identified a growth rate that includes both expected internal and

11 external financing components. The mathematical expression for Dr.

12 Gordon's growth rate is as follows:

13

14 g=(br)+(sv)

15 where: g = DCF expected growth rate,

16 b = the earnings retention ratio,

17 r = the return on common equity,

18 s = the fraction of new common stock sold that

19 accrues to a current shareholder, and
| 20 v = funds raised from the sale of stock as a fraction
[ 21 of existing equity.

22 and v = 1-[(BV)+(MP)]

8 Gordon, M.J., The Cost of Capital to_a Public Utility, East Lansing, MIl: Michigan State
University, 1974, pp. 30-33.

14
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where: BV = book value per share of common stock, and
MP = the market price per share of common stock.
Q. Did you include the effect of external equity financing on long-term growth

rate expectations in your analysis of expected dividend growth for the DCF
model?

A. Yes. The external growth rate estimate (sv) is displayed on Page 1 of
Schedule WAR-4, where it is added to the internal growth rate estimate

(br) to arrive at a final sustainable growth rate estimate.

Q. Please explain why your calculation of external growth on page 2 of
Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in
the equation [([M + B) + 1] + 2.

A. The market price of a utility's common stock will tend to move toward book
value, or a market-to-book ratio of 1.0, if regulators allow a rate of return
that is equal to the cost of capital (one of the desired effects of regulation).
As a result of this situation, | used [(M + B) + 1] + 2 as opposed to the
current market-to-book ratio by itself to represent investor's expectations

that, in the future, a given utility will achieve a market-to-book ratio of 1.0.

15
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Q.

In determining your dividend growth rate estimate, you analyzed the data
on three water companies. Why did you use this methodology as
opposed to a direct analysis of Arizona Water?

One of the problems in performing this type of analysis is that the utility
applying for a rate increase is not always a publicly traded company, as is
the case with Arizona Water. Because there is no financial data available
on dividends paid on publicly held shares® of Arizona Water common
stock or the historical market prices of the Company's common stock, it
was necessary to create a proxy by analyzing publicly traded water

companies with similar risk characteristics.

Are there any other advantages to the use of a proxy?

Yes. As | noted earlier, the U.S. Supreme Court ruled in the Hope
decision that a utility is entitted to earn a rate of return that is
commensurate with the returns on investments of other firms with
comparable risk. The proxy technique that | have used derives that rate of
return. One other advantage to using a sample of companies is that it
reduces the possible impact that any undetected biases, anomalies, or

measurement errors may have on the DCF growth estimate.

® In the case of Arizona Water, the Company is a closely held corporation that pays dividends on
shares of common stock that are not publicly traded.

16
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Q.

What criteria did you use in selecting the three water companies that
make up your proxy for Arizona Water?
All of the water companies used in the proxy are publicly traded on the

NYSE, are followed by The Value Line Investment Survey (“Value Line”)

and are the same companies that comprise Value Line's Water Utility
Industry segment of the U.S. economy (Attachment A). My proxy includes
American States Water Company (“American States”), Aqua America, Inc.
(“Aqua America”), formerly known as Philadelphia Suburban Corporation,
and California Water Service Group (“California Water”). Each of these
water utilities are traded on the New York Stock Exchange (“NYSE”) and

face the same types of risk that Arizona Water faces.

Are these the same water companies that Arizona Water used in its
application?

Yes, Arizona Water’'s cost of capital witness, Dr. Thomas M. Zepp, also
used the same water companies included in my proxy in his analysis. In
addition to these three companies, Dr. Zepp also used three other water
companies'® that are included in the Small and Mid Cap edition of The

Value Line Investment Survey.

"% Connecticut Water Service, Middlesex Water Company and SJW Corp.

17
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Q.

Why did you exclude the water companies that are followed in the Small

and Mid Cap edition of The Value Line [nvestment Survey?

Value Line does not provide the same type of forward-looking information
(i.e. long-term estimates on return on common equity and share growth)
on small and mid-cap companies that it provides on the three companies
that | used in my proxy. Consequently, these companies are not as

suitable as the ones that | have used in my analysis.

Please explain your DCF growth rate calculations for the sample
companies used in your proxy.

Schedule WAR-5 provides retention ratios, returns on book equity, internal
growth rates, book values per share, numbers of shares outstanding, and
the compounded share growth for each of the utilities included in the
sample for the period 1999 to 2003. Schedule WAR-5 also includes Value
Line's projected 2004, 2005, and 2007-2009 values for the retention ratio,
equity return, book value per share growth rate, and number of shares

outstanding.

Please describe how you used the information displayed in Schedule
WAR-5 to estimate each comparable utility's dividend growth rate.

In explaining my analysis, | will use Aqua America, NYSE symbol WTR, as
an example. The first dividend growth component that | evaluated was the

internal growth rate. | used the "b x r" formula (page 9) to multiply WTR's
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earned return on common equity by its earnings retention ratio for each
year 1999 through 2003 to derive the utility's annual internal growth rates.
| used the mean average of this five-year period as a benchmark against
which | compared the 2004 internal growth rate and projected growth rate
trends provided by Value Line. Because an investor is more likely to be
influenced by recent growth trends, as opposed to historical averages, the
five-year mean noted earlier was used only as a benchmark figure. As
shown on Schedule WAR-5, WTR had sustainable internal growth that
averaged 4.63 percent over the course of the 1999 to 2003 observation
period. During this time frame, growth ranged from 4.39 percent in 1999,
to 5.12 percent in 2002 but then fell to 4.03 percent in 2003. Value Line’s
analysts expect dividend growth to increase to 4.66 percent in 2004 and
then climb to 5.96 percent during the 2007-09 period.  Growth is not
unreasonable for WTR given this company’s past preference for growth
through acquisition. After weighing the Value Line earnings, dividend and
book value per share data, | maintain that a slightly higher 6.00 percent

rate of internal growth is not unreasonable for WTR.

Q. Please continue with the external growth rate component portion of your
analysis.

A. Schedule WAR-5 demonstrates that shares outstanding for WTR
increased from 80.10 million in 1999, to 92.59 million in 2003. Even

though WTR’s share growth for the aforementioned time frame averaged
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1 3.69 percent, Value Line is forecasting a decline in future growth.
2 According to Value Line's analysts, outstanding shares should increase
3 from 95.00 million in 2004 to 100.00 million by the end of the 2007-09 time
4 period. After considering these projections, | believe that a 1.00 percent
| 5 rate of growth is reasonable. My final dividend growth rate estimate for
6 WTR is 7.16 percent (6.00 percent internal + 1.16 percent external) and is
7 shown on Page 1 of Schedule WAR-4.
8

9 Q. What is your average dividend growth rate estimate using the DCF model
10 for the sample water utilities?
11 JA. Based on the DCF model, my average dividend growth rate estimate is
12 6.50 percent as displayed on Page 1 of Schedule WAR-4.
13

14 [ Q. How does your average dividend growth rate compare to the growth rate

15 data of other publicly traded firms?
16 | A. Overall my estimate is somewhat more optimistic than the projections of
17 analysts at both Zacks Investment Research, Inc. (“Zacks”) and Value
18 Line. Schedule WAR-6 compares my sustainable growth estimates with
19 the five-year projections of both Zacks and Value Line. The 6.50 percent
‘ 20 estimate that | have calculated is 50 basis points higher than the projected
21 5-year EPS average of 6.00 percent for Zacks (Zack’s outlook for the
1 22 water industry is 6.30 percent) and 61 basis points higher than the 5.89
23 percent for Value Line (which is an average of EPS, DPS and BVPS). My
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6.50 percent estimate is 471 basis points higher than the 5-year
compound historical average also displayed in Schedule WAR-6. This
indicates that investors are expecting increased performance from water
utilities in the future. On balance, | would say my 6.50 percent estimate is
a good representation of the growth projections that are available to the

investing public.

Q. How did you calculate the dividend yields displayed in Schedule WAR-37?

A. | used the estimated annual dividends, for the next twelve-month period,

that appeared in the January 28, 2005 Ratings and Reports water services

industry update of The Value Line Investment Survey. | then divided that

figure by the eight-week average price per share of the appropriate utility's
common stock. The eight-week average price is based on the daily
closing stock prices for each of the three companies in my proxy for the

period February 7, 2005 to April 1, 2005.

Q. Based on the results of your DCF analysis, what is your cost of equity
capital estimate for the water utilities included in your sample?
A. As shown in Schedule WAR-2, the cost of equity capital derived from my

DCF analysis is 9.44 percent.
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Capital Asset Pricing Model (CAPM) Method

Q.

Please explain the theory behind the capital asset pricing model (“CAPM”)
and why you decided to use it as an equity capital valuation method in this
proceeding.

CAPM is a mathematical tool that was developed during the early 1960’s
by William F. Sharpe, Ph.D."" The CAPM model is used to analyze the
relationships between rates of return on various assets and risk as
measured by beta."> In this regard, CAPM can help an investor to
determine how much risk is associated with a given investment so that he

or she can decide if that investment meets their individual preferences.

- Finance theory has always held that as the risk associated with a given

vinvestment increases, so should the expected rate of return on that

investment and vice versa. According to CAPM theory, risk can be
classified into two specific forms: nonsystematic or diversifiable risk, and
systematic or non-diversifiable risk. While nonsystematic risk can be
virtually eliminated through diversification (i.e. by including stocks of
various companies in various industries in a portfolio of securities),
systematic risk, on the other hand, cannot be eliminated by diversification.

Thus, systematic risk is the only risk of importance to investors. Simply

" William F. Sharpe, “A Simplified Model of Portfolio Analysis,” Management Science, Vol. 9, No.
2 (January 1963), pp. 277-93.

'2 Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of
a market portfolio of assets. It is a measure of systematic or non-diversifiable risk. The returns
on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock
market; and if a stock's beta is less than 1.0, its returns are less volatile or riskier than the overall
stock market.
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stated, the underlying theory behind CAPM states that the expected return
on a given investment is the sum of a risk-free rate of return plus a market
risk premium that is proportional to the systematic (non-diversifiable risk)

associated with that investment. In mathematical terms, the formula is as

follows:
k=rf+[l?>(rm-rf)]
where: k = cost of capital of a given security,
rs = risk-free rate of return,
3 = beta coefficient, a statistical measurement of a

security's systematic risk,
I'm = average market return (e.g. S&P 500), and

fm=-ff = market risk premium.

Q. What security did you use for a risk-free rate of return in your CAPM

analysis?

A. | used a six-week average on a 91-day Treasury Bill (“T-Bill") rate.’® This

resulted in a risk-free (r¢) rate of return of 2.70 percent.

'3 A six-week average was computed for the current rate using 91-day T-Bill quotes listed in
Value Line’s Selection and Opinion newsletter from January 21, 2005 to February 25, 2005.
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Q.

Why did you use the short-term T-Bill rate as opposed to the vield on an
intermediate 5-year Treasury note or a long-term 30-year Treasury bond?
Because a 91-day T-Bill presents the lowest possible total risk to an
investor. As citizens and investors, we would like to believe that U.S.
Treasury securities (which are backed by the full faith and credit of the
United States Government) pose no threat of default no matter what their
maturity dates are. However, a comparison of various Treasury
instruments will reveal that those with longer maturity dates do have
slightly higher yields. Treasury yields are comprised of two separate
components,' a true rate of interest (believed to be approximately 2.00
percent) and an inflationary expectation. When the true rate of interest is
subtracted from the total treasury yield, all that remains is the inflationary
expectation. Because increased infiation represents a potential capital
loss, or risk, to investors, a higher inflationary expectation by itself
represents a degree of risk to an investor. Another way of looking at this
is from an opportunity cost standpoint. When an investor locks up funds in
long-term T-Bonds, compensation must be provided for future investment
opportunities foregone. This is often described as maturity or interest rate
risk and it can affect an investor adversely if market rates increase before
the instrument matures (a rise in interest rates would decrease the value

of the debt instrument). As discussed earlier in the DCF portion of my

“As a general rule of thumb, there are three components that make up a given interest rate or
rate of return on a security: the true rate of interest, an inflationary expectation, and a risk
premium. The approximate risk premium of a given security can be determined by simply
subtracting a 91-day T-Bill rate from the yield on the security.
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1 testimony, this compensation translates into higher rates of returns to the
2 investor. Since a 91-day T-Bill presents the lowest possible total risk to an
3 investor, it more closely meets the definition of a risk-free rate of return
4 and is the more appropriate instrument to use in a CAPM analysis.

5

6 Q. How did you calculate the market risk premium used in your CAPM

7 analysis?

8 |[A. | used both a geometric and an arithmetic mean of the historical returns on

9 the S&P 500 index from 1926 to 2003 as the proxy for the market rate of
10 return (rm). The risk premium (ry, - rf) that results by using the geometric
11 mean calculation for ry is equal to 7.70 percent (10.40% - 2.70% =
12 7.70%). The risk premium that results by using the arithmetic mean
13 calculation for ry, is 9.70 percent (12.40% - 2.70% = 9.70%).
14

15 Q. How did you select the beta coefficients that were used in your CAPM

16 analysis?

17 | A. The beta coefficients (B), for the individual utilities used in my sample,
18 were calculated by Value Line and were current as of January 28, 2005.
19 Value Line calculates its betas by using a regression analysis between
20 weekly percentage changes in the market price of the security being
21 analyzed and weekly percentage changes in the NYSE Composite Index
22 over a five-year period. The betas are then adjusted by Value Line for
23 their long-term tendency to converge toward 1.00. The beta coefficients
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1 for the water utilities included in my sample ranged from 0.70 to 0.75 with
2 an average beta of 0.73.
3
4 | Q. What are the resuits of your CAPM analysis?
5 | A As shown on Pages 1 and 2 of Schedule WAR-7, my CAPM calculation
6 using a geometric mean for ry results in an average expected return of
7 8.35 percent. My calculation using the arithmetic mean results in an
8 average expected return of 9.81 percent. Although there is some debate
9 on this point, | believe that the consensus among financial analysts
10 appears to be that the arithmetic mean is the better of the two averages.
11 For this reason, | believe that the 9.81 percent figure is the better check on
12 the result of my DCF analysis.
13
14 Q. Please summarize the results derived under each of the methodologies
15 presented in your testimony.
16 [ A. The following is a summary of the cost of equity capital derived under
17 each methodology used:
18
19 METHOD RESULTS
20 DCF 9.44%
21 CAPM 8.35% —9.81%
22
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1 Based on these results, my best estimate of an appropriate range for the
2 cost of equity is from 8.35 percent to 9.81 percent. My final
3 recommendation is a 9.44 percent return for Arizona Water's cost of equity
4 capital.

5

6 |Q How did you arrive at your recommended 9.44 percent cost of common

7 equity?

8 [A. My recommended 9.44 percent cost of common equity is the unadjusted

9 result of my DCF analysis
10
11 | Q. Is-this the method that you have typically used to determine the cost of -
12 equity capital in prior rate case proceedings?
13 | A. Yes. As | stated earlier in my testimony, the DCF model is the one that |
14 rely on the most. Typically, as in this case, my recommended cost of
15 equity is derived primarily from my DCF analysis.

16

17 | Q. Why is your typical practice of relying primarily on your DCF appropriate in

18 this proceeding?

19 [A. My recommended capital structure for Arizona Water is comprised of
20 approximately 73 percent common equity capital and 27 percent debt.
21 This capital structure has a larger percentage of equity than the capital
22 structures of the three water utilities that | included in my DCF and CAPM
23 proxies, which had an average capital structure of 56 percent common
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1 equity and 44 percent debt. Although an argument could be made that,
2 because Arizona Water is not as leveraged and therefore faces a lower
3 level of financial risk (i.e. the risk of not being able to meet debt service
4 obligations) than the companies in my proxy, a lower cost of equity is
5 warranted, | have decided not to make such an adjustment. My reason for
6 this is that my CAPM analysis, using an arithmetic mean is producing an
7 expected rate of return that is approximately 37 basis points higher than
8 the 9.44 percent estimate derived by the DCF formula. After weighing this
9 fact, and other considerations that | will discuss later in my testimony, |
10 have come to the conclusion that a downward adjustment to my 9.44
11 .- - recommended cost of equity capital would not be warranted at this -
12 particular point in time.
13
14 | Q. Have you made adjustments to your DCF results in prior cases?
15 [ A. Yes. | adjusted my DCF results in three of the last four rate cases that |
16 testified in. In the first of those cases, | increased my DCF result by 50
17 basis points to recognize the additional financial risk faced by Arizona-
18 American Water Company (“Arizona-American”). My 50 basis point
19 adjustment in that case took into consideration Arizona-American’s
20 leveraged capital structure (which was comprised of 60 percent debt and
21 40 percent equity). The second case involved Rio Rico, Utilities, Inc. (“Rio
22 Rico”), a water and wastewater provider with a capital structure comprised
23 of 100 percent common equity. In Rio Rico’s case, | averaged the results
28
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of my DCF and CAPM analyses to arrive at a cost of equity of 8.83
percent. This adjustment resulted in a 42 basis point downward
adjustment to my 9.04 percent DCF estimate. In the Rio Rico proceeding,
the Commission eventually adopted a cost of common equity that was
slightly lower than the 8.83 percent that | recommended. In the third case,
| used the same methodology that | used in the Rio Rico Case to arrive at
my recommended cost of equity of 11.50 percent for heavily leveraged
Qwest Corporation (25 percent equity 75 percent debt). In my most recent
case involving Chaparral City Water Company of Fountain Hills

(“Chaparral City”), | made no adjustment despite the fact that Chaparral

. City had slightly more equity in its capital structure than the water utilities

included in my sample. In that case the expected rate of return produced
by the CAPM model, using an arithmetic mean, also exceeded the rate of

return produced by my DCF model.

Current Economic Environment

Q.

Please explain why it is necessary to consider the current economic
environment when performing a cost of equity capital analysis for a
regulated utility.

Consideration of the economic environment is necessary because trends
in interest rates, present and projected levels of inflation, and the overall
state of the U.S. economy determine the rates of return that investors earn

on their invested funds. Each of these factors represent potential risks
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1 that must be weighed when estimating the cost of equity capital for a
2 regulated utility and are, most often, the same factors considered by
3 individuals who are investing in non-regulated entities also.

4

5 Q. Please discuss your analysis of the current economic environment.

6 |A. My analysis includes a review of the economic events that have occurred
7 since 1990. Schedule WAR-8 displays various economic indicators and
8 other data that | will refer to during this portion of my testimony.

9 In 1991, as measured by the most recently revised annual change in
10 gross domestic product (“GDP”), the U.S. Economy experienced a rate of
11 growth of negative 0.20 percent. This decline in GDP marked the
12 beginning of a mild recession that ended sometime before the end of the
13 first half of 1992. Reacting to this situation the Federal Reserve Board
14 (“Federal Reserve” or “Fed”), chaired by noted economist Alan
15 Greenspan, lowered its benchmark federal funds rate' in an effort to
16 further loosen monetary constraints - an action that resulted in lower
17 interest rates.

18 During this same period, the nation's major money center banks followed
19 the Federal Reserve's lead and began lowering their interest rates as well.
20 By the end of the fourth quarter of 1993, the prime rate (the rate charged

' The interest rate charged by banks with excess reserves at a Federal Reserve district bank to
banks needing overnight loans to meet reserve requirements. The federal funds rate is the most
sensitive indicator of the direction of interest rates, since it is set daily by the market, unlike the
prime rate and the discount rate, which are periodically changed by banks and by the Federal
Reserve Board, respectively.
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1 by banks to their best customers) had dropped to 6.00 percent from a
2 1990 level of 10.01 percent. In addition, the Federal Reserve's discount
3 rate on loans to its member banks had fallen to 3.00 percent and short-
4 term interest rates had declined to levels that had not been seen since
5 1972.
6 Although GDP increased in 1992 and 1993, the Federal Reserve took
7 steps to increase interest rates beginning in February of 1994, in order to
8 keep inflation under control. By the end of 1995, the Federal discount rate
9 had risen to 5.21 percent. Once again, the banking community followed
10 the Federal Reserve's moves. The Fed’s strategy, during this period, was
11 to engineer a "soft landing." That is to say that the Federal Reserve -
12 wanted to foster a situation in which economic growth would be stabilized
13 without incurring either a prolonged recession or runaway inflation.
14

15 Q. Did the Federal Reserve achieve its goals during this period?

16 |l A. The Fed's strategy of decreasing interest rates to stimulate the economy
17 worked. The annual change in GDP began an upward trend in 1991. A
18 change of 4.50 percent and 4.20 percent were recorded at the end of
19 1997 and 1998 respectively. Based on daily reports that were presented
20 in the mainstream print and broadcast media during most of 1999, there
21 appeared to be little doubt among both economists and the public at large
22 that the U.S. was experiencing a period of robust economic growth
23 highlighted by low rates of unemployment and inflation. Investors, who
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1 believed that technology stocks and Internet company start-ups (with little
2 or no history of earnings) had high growth potential, purchased these
3 types of issues with enthusiasm. These types of investors, who exhibited
4 what Chairman Greenspan described as “irrational exuberance,” pushed
5 stock prices and market indexes to all time highs from 1997 to 2000.

6

7 JQ. What has been the state of the economy over the last four years?

8 |A. The U.S. economy entered into a recession around the end of the first

9 quarter of 2001. The bullish trend, which had characterized the last half of
10 the 1990’s, had already run its course sometime during the third quarter of
11 +2000. - Economic data released since the beginning of 2001 had already
12 been disappointing during the months preceding the September 11, 2001 -
13 terrorist attacks on the World Trade Center and the Pentagon. Slower
14 growth figures, rising layoffs in the high technoldgy manufacturing sector,
15 and falling equity prices (due to lower earnings expectations) prompted
16 the Fed to begin cutting interest rates as it had done in the early 1990’s.
17 The now infamous terrorist attacks on New York City and Washington
18 D.C. marked a defining point in this economic slump and prompted the
19 Federal Reserve to continue its rate cutting actions through December
20 2001. Prior to the 9/11 attacks, commentators, reporting in both the
21 mainstream financial press and various economic publications including
22 Value Line, believed that the Federal Reserve Chairman was cutting rates
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in the hope of avoiding the recession that the U.S. is still in the process of
recovering from.

Despite several intervals during 2002 and 2003 in which the Federal Open
Market Committee (“FOMC”) decided not to change interest rates, moves
which indicated that the worst may be over and that the current recession
might have bottomed out during the last quarter of 2001, a lackluster
economy persisted. The continuing economic malaise and even fears of
possible deflation prompted the FOMC to make a thirteenth rate cut on
June 25, 2003. The quarter point cut reduced the federal funds rate to
1.00 percent, the lowest level in 45 years.

Even though some signs of economic strength, that were rhainly attributed
to consumer spending, began to crop up during the latter part of 2002 and
into 2003, Chairman Greenspan appeared to be concerned with sharp
declines in capital spending in the business sector.

During the latter part of 2003, the FOMC went on record as saying that it
intended to leave interest rates low “for a considerable period.” After its
two-day meeting that ended on January 28, 2004, the FOMC stated “that
with inflation ‘quite low’ and plenty of excess capacity in the economy,

policy-makers ‘can be patient in removing its policy accommodation.”'®

'® Wolk, Martin, “Fed leaves short-term rates unchanged,” MSNBC, January 28, 2004.
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Q.

What actions has the Federal Reserve taken in terms of interest rates
since the beginning of 2001?

As noted earlier, from January 2001 to June 2003 the Federal Reserve cut
interest rates a total of thirteen times. During this period, the federal funds
rate fell from 6.50 percent to 1.00 percent. The FOMC reversed this trend
on June 29, 2004 and raised the federal funds rate 25 basis points to 1.25
percent. Between June 29, 2004 and March 22, 2005, the FOMC has
raised the federal funds rate six more times to its current level of 2.75
percent. As expected, banks have followed the Fed's lead and have

boosted the prime rate to its current level of 5.75 percent. According to an

-article that appeared in the September 22, 2004 edition of the The Wall

Street Journal, the FOMC'’s decision to begin raising rates was viewed as

a move to increase rates from emergency lows in order to avoid creating
an inflation problem in the future as opposed to slowing down the
strengthening economy'’. In other words, the Fed is trying to head off
inflation before it becomes a problem.

Since it began increasing the federal funds rate in June 2004, the Federal
Reserve has stated that it would increase rates at a “measured” pace.
Many analysts and economists interpret this language to mean that
Chairman Greenspan will be cautious in increasing interest rates too

quickly in order to avoid what is considered to be one of the Fed’s few

"7 McKinnon, John D. and Greg IP, “Fed Raises Rates by a Quarter Point,” The Wall Street
Journal, September 22, 2004.
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1 blunders during Greenspan’s tenure — a series of increases in 1994 that
2 caught the financial markets by surprise after a long period of low rates.
3 The rapid rise in rates resulted in financial turmoil, which contributed to the
4 bankruptcy of Orange County, California and the Mexican peso crisis'®.

5

6 [Q. Putting this all into perspective, how have the Fed’s actions over the past
7 four years affected benchmark rates?

8 (A Virtually all of the benchmark rates have fallen to levels not seen in over

9 forty-five years. The Fed's actions have had the overall effect of reducing
10 the cost of many types of business and consumer loans. Despite the
11 recent increases in the federal funds. rate, the federal discount rate (the
12 rate charged to member banks) has fallen from 5.73 percent in 2000, to its
13 present level of 3.75 percent. Despite the recent increases, rates are still
14 at historically low levels.
15

16 | Q. What has been the trend in other leading interest rates over the last year?

17 | A. As of April 1, 2005, all of the leading interest rates have edged up. The

‘ 18 prime rate has increased from 4.00 percent a year ago to a current level of
| 19 5.75 percent. The benchmark federal funds rate, just discussed, has
‘ 20 increased from 1.00 percent, in March 2004, to its current level of 2.75
21 percent. As of the week ended April 1, 2005, the yields on all maturities of
22 U.S. Treasury instruments, with the exception of the 30-year and 30-year

'® Associated Press (AP), “Fed begins debating interest rates” USA Today, June 29, 2004.
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1 zero coupon bonds, which have fallen from 16 to 11 basis points

2 respectively since February 2004, have increased over the past year. The

3 91-day T-bill rate, used in my CAPM analysis, has increased from 0.93

4 percent, in March 2004, to 2.88 percent today. The 1-Year Treasury

5 Constant Maturity rate, has also increased from 1.16 percent over the past

6 year to 3.40 percent today. Again, these levels are still low when they are

7 compared with the historical yields displayed on Schedule WAR-8.

8

9 |Q. How have economists and members of the investment community viewed
10 the Fed’s rate actions since June 20047
11 | A. The change in the Fed's language from “considerable period” to “patient”
12 to “measured,” that have been noted through the course of my testimony,
13- has pretty much summed up the Fed's course of action during the
14 economic recovery that is still in progress. In his October column for
15 Wells Capital Management’s (“Wells”) Monthly Market Outlook publication,
16 Senior Economist Gary E. Schiossberg sees the Fed’s recent credit
17 tightening action as a trend that is likely to continue barring an unraveling
18 of the economic recovery, a major disruption in the financial markets or a
19 renewed threat of declining prices. According to Mr. Schlossberg, the Fed
20 appears to be determined to engineer a fundamental shift from its past
21 policy of “aggressive accommodation” to what he considers to be a more
22 “neutral” policy stance (determined by both the rate of inflation and an
23 additional “premium” of possibly 1.00 percent to 1.50 percent) via a series
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of rapid fire quarter-point increases that will result in a federal funds rate of
4.00 percent to 4.50 percent by the end of 2005. Mr. Schlossberg’'s
expectation of future incremental increases in the federal funds rate is
shared by Mickey Levy, Chief Economist for Bank of America, and by
Value Line analysts. In the October 1, 2004 edition of Value Line’s
“Selection & Opinion” publication, Value Line’s analysts stated that they
believed that the Fed was following a prudent course. In their opinion the
Fed’s interest rate cutting helped to avoid a more serious recession and
the Fed’s present course of action will help to insure that the current
upturn in the economy is sustained while keeping inflation low and under
control at the same time. ‘Although the increases in the federal funds rate -
have been viewed as a positive development (i.e. evidence of a
strengthening economy), the upward movements in crude oil prices have
not. Rising crude oil prices have become a serious concern to analysts
and economists because of their potential adverse impact on corporate

earnings.

Q. What is the current outlook for interest rates and the economy?

A. Based on the comments of analysts and economists at both Value Line

and Wells, the overall outlook for economic growth, and the current low
interest rate environment, appears to be good despite a few weak points.

In the February 25, 2005 Selection & Opinion’s quarterly economic review,

Value Line’s analysts described the current state of inflation as “benign”
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1 and stated that they expected the current business expansion to continue
2 for the balance of 2005 and into 2006. The following quote'® by Wells’
3 Chief Investment Strategist, James W. Paulsen, Ph.D., best sums things
4 up:
5 “Yes the Fed has raised short-term interest rates, but they
6 are still at remarkably low levels, particularly considering
7 the inflation rate is 3.5 percent! Moreover, long-term yields
8 have barely budged off their recent four-decade lows. The
9 yield curve remains amazingly steep. Fiscal deficit spending
10 has been in excess of $400 billion in the last year and the
11 U.S. dollar has weakened even further in the last six months.
12 Overall, economic policies argue for stronger, not weaker
13 growth.”
14
15 | Q How has the water industry segment of the U.S. economy fared recently?
16 | A ln‘; his January 28, 2005 update on the water services industry, Value Line
17 analyst Andre Costanza stated that the industry had rebounded after a
18 tough time in 2003. Mr. Costanza also went on to say that the companies
19 included in my proxy had posted “a solid earnings recovery” during 2004.
20 Although none of the water utilities followed by Value Line stand out for
21 capital gains potential, they do offer above average dividend yields and
22 should be attractive to income oriented investors according to Mr.
23 Costanza.
24
25
26
27
¥ Wells Capital Management’s Economic and Market Perspective, January 2005, Pages 1 and 2.
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Q.

What has been the trend in Value Line's return on common equity
projections for the water utility industry?

Value Line’s analysts have made downward projections on water industry
returns on common equity (“ROE”) over the past five and a half year
period. The following is a summary of Value Line’s water utility industry
composite statistics on ROE, over the aforementioned period, which are
exhibited in Attachments 1 and 2 of Dr. Zepp’s testimony and Attachment

B of my testimony:

1999 2000 2002-04

Value Line ROE Projection - 6 Aug. 1999 11.0% 11.0% - 12.0%

2003 2004 2006-08
Value Line ROE Projection — 30 Jan. 2004 9.0% 105% 12.0%
2004 2005 2007-09

Value Line ROE Projection — 28 Jan. 2005 95% 95% 10.0%

In addition to the downward trend in projections that | just addressed, the
above summary also illustrates the fact that Value Line’s analysts have
been somewhat more optimistic in their forward-looking long-term
projections than the projections made during August 1999 and January
2004. These estimates also take into consideration the various water
safety regulation and infrastructure problems that the industry currently

faces.
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Q.

Please summarize how the economic data just presented relates to
Arizona Water.

The current benign rate of inflation translates into stable and even possibly
declining prices for goods and services, which in turn means that Arizona
Water can expect its present operating expenses to either remain stable
or possibly decline in the coming years. Lower interest rates would also
benefit Arizona Water in regard to any short or long-term borrowing needs
that the Company may have. Lower interest rates, would further help to
accelerate growth in new construction projects and home developments
(which have been on an upward trend according to data presented in
Value Line) in the Company’s service territory, and may resuit in new

revenue streams to Arizona Water.

After weighing the economic information that you've just discussed, do you
believe that the 9.44 percent cost of equity capital that you have estimated
is reasonable for Arizona Water?

| believe that my recommended 9.44 percent cost of equity will provide
Arizona Water with a reasonable rate of return on the Company's invested
capital when economic data on interest rates (that are still low by historical
standards), continued growth in new housing construction (attributed to
historically low interest rates), and the low and stable outlook for inflation
are all taken into consideration. As | noted earlier, the Hope decision

determined that a utility is entitted to earn a rate of return that is
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commensurate with the returns it would make on other investments with
comparable risk. | believe that my DCF analysis has produced such a
return. The results that | have obtained are consistent with Value Line's
view that the water utility stocks included in my proxy “offer an above
average dividend yield.” In fact, my recommended 9.44 percent cost of
common equity is close to Value Line’s forward-looking 2005 return on

common equity estimate for the water utility industry.

CAPITAL STRUCTURE

Q.

Have you reviewed Arizona Water's testimony regarding the Company's
proposed capital structure?

Yes, | have.

Please describe the Company's proposed capital structure.
The Company is proposing a capital structure comprised of approximately

73 percent common equity and 27 percent long-term debt.

What capital structure are you proposing for Arizona Water?

| have adopted the Company-proposed capital structure.

Is Arizona Water's capital structure in line with industry averages?
No. As discussed earlier, Arizona Water's capital structure is heavier in

equity than the capital structures of the other water companies included in
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1 my cost of capital analysis (Schedule WAR-9). The capital structures for

2 those utilities averaged 44.2 percent for debt (6.5 percent short-term debt

3 + 37.7 percent long-term debt) and 55.8 percent for equity (0.1 percent

4 preferred equity + 55.7 percent common equity).

5

6 | Q. In terms of risk, how does Arizona Water's capital structure compare to

7 the water utilities in your sample?

8 [A. The water utilities in my sample would be considered as having a higher

9 level of financial risk (i.e. the risk associated with debt repayment)
10 because of their higher levels of debt. The additional financial risk due to
11 debt leverage is embedded in the cost of equities derived for those
12 companies through the DCF analysis. Thus, the cost of equity derived in
13 my DCF analysis is applicable to companies that are more leveraged and,
14 theoretically speaking, riskier than a utility with a level of debt similar to
15 Arizona Water’s. In the case of a publicly traded company, such as those
16 included in my proxy, a company with Arizona Water's level of debt would
17 be perceived as having a lower level of financial risk and would therefore
18 also have a lower expected return on common equity.
19
20 | Q. Have you made a downward adjustment to your DCF estimate based on
21 this perception of lower financial risk?
22 |A. No. As | also explained earlier, | have not made a downward adjustment

‘ 23 to my recommended cost of equity based on the results of my DCF and
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1 CAPM analyses. | recognize that Arizona Water may have some degree
2 of risk that would not be present in the sample companies. However, |
3 believe that such risk is minimal at best. Well-managed regulated water
4 utilities are similar in nature regardiess of their size; however, a smaller
5 utility may experience a slightly higher level of liquidity risk due to size.
6 Arizona Water’s potential for a small degree of liquidity risk is more than
7 offset by its lower level of financial risk.

8

9 Q. Have you accepted the Company's 8.43 percent cost of long-term debt?

10 [ A. Yes. The Company has not issued any additional long-term debt since its
11 Northern Group rate case in 2001. During that proceeding | accepted the
12 Company’s methodology for calculating its cost of debt on the bond
13 issuances that were outstanding at the end of December 31, 2002.

14

15 | Q. How does your recommended cost of equity capital compare with the cost
16 of equity capital proposed by the Company?

17 | A The 11.25 percent cost of equity capital proposed by the Company’s cost

18 of capital witness is 181 basis points higher than the 9.44 percent cost of
19 equity capital that | am recommending.

20

21

22
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How does the Company's proposed weighted cost of capital compare with
your recommendation?

The Company has proposed a weighted cost of capital of 10.50 percent.
This composite figure is the resuit of a weighted average of Arizona
Water's proposed 8.43 percent cost of long-term debt and an 11.25
percent cost of equity capital. The Company-proposed 10.50 percent
weighted cost of capital is 133 basis points higher than the 9.17 percent

weighted cost that | am recommending.

COMMENTS ON ARIZONA WATER'S COST OF EQUITY CAPITAL

TESTIMONY

Please describe Arizona Water’s cost of equity capital testimony.

As noted earlier in my testimony Arizona Water's cost of capital testimony
was prepared by Dr. Thomas M. Zepp. Dr. Zepp’s testimony presents the
results of his analyses, which were derived through a DCF model used by
the Federal Energy Regulatory Commission (“FERC”) and a risk premium
equity cost method that was developed by the staff of the California Public
Utility Commission (“CPUC”).

Dr. Zepp argues that Arizona Water is riskier than the water utilities
included in his sample because of the historical test year concept used in
Arizona, and the Arizona Constitution’s requirement that a finding of fair
value must be determined prior to setting rates. He also claims that

Arizona Water faces greater risk because the Company will not recover all
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1 of the costs associated with arsenic removal through an arsenic cost
2 recovery mechanism (“ACRM”). Dr Zepp further argues that Arizona
3 Water faces additional risk because the Company’s purchased power
4 adjuster mechanism (“PPAM”) and purchased water adjustor mechanism
5 ("PWAM”") were eliminated in the Company’'s Eastern Group rate case
6 proceeding. Other risk factors cited by Dr. Zepp include the Company’s
7 size, lower financial flexibility and the Commission’s policy on the use of
8 tiered rates to encourage conservation. Dr. Zepp attempts to justify his
9 recommended 11.25 percent return on common equity by citing ACC final
10 orders issued between May 1997 and October 2001 that granted an
11 average return on common equity of 11.28 percent. r
12

13 | Q. Were there any differences in the way that you conducted your DCF
14 analysis and the way that Dr. Zepp conducted his?

15 | A. Yes, Dr. Zepp conducted two separate FERC approved DCF analyses.

16 His first DCF analysis is a one-step constant growth model, similar to the
17 one that | used, which uses a proxy of six water providers. Dr. Zepp’'s
18 second FERC approved DCF analysis uses a two-step or multi-stage
19 growth model.

20

21

22
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Q.

Why didn’t you conduct a FERC approved multi-stage DCF analysis like
the one conducted by Dr. Zepp?

Primarily because the growth rate component that | estimated for my
single-stage model aiready takes into consideration both the near-term
and long-term growth rate projections that Dr. Zepp averaged in his multi-
stage model. This being the case, | saw no need to conduct a separate
DCF analysis. Of less importance is the fact that Dr. Zepp chose to use a
spot price in the Py portion of the DCF formula (principally because ACC
Staff has done so in the past) as opposed to an average of closing prices
over a specific period of time (e.g. my eight-week average). Although
there is the belief among some finance professionals that the current price
of a share of stock reflects all known and available information on a
publicly traded company, | believe that the use of a spot price leaves too
much to chance (i.e. a good or bad day for the stock market, or some
random event that affected investor perceptions on a particular day). For
this reason | believe an average of closing prices over a specific period of

time is a better approach.

What is the difference between your DCF results and Dr. Zepp’s first DCF
result?
The 9.44 percent cost of common equity derived in my DCF analysis (that

uses three sample water companies) is 76 basis points lower than the
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10.20 percent cost of common equity derived in Dr. Zepp’s one-step DCF

analysis.

Q. Why is your 9.44 percent DCF result 76 basis points lower than Dr. Zepp’s

10.20 percent one-step DCF result?

A The main reason for the difference is one of observation period timing.

Over the past two years there have been no substantial changes in
dividend payouts but stock prices have increased. Dr. Zepp’'s higher
dividend yields are attributed to the fact that his six-month average was
taken over an observation period (December 2003 thru May 2004) when
the majority of the water companies in his sample were trading at lower
prices than they were during the eight-week observation period (February
7, 2005 to April 1, 2005) that | based my calculation on (Attachment C). In
the dividend yield portion ( D4 + Py ) of the DCF formula (k = (D1 + Pg ) +
g), Dr. Zepp’s dividend yield was derived by taking a high and low average
of a six-month dividend yield (adjusted for one-half year's growth) on each
of the six water companies in his proxy (Table 4 of Dr. Zepp’s testimony).
This produced an average adjusted dividend yield of 3.40 percent (the
average of a high of 3.8 percent to a low of 3.0 percent) versus the 2.94
percent, which | calculated (Schedule WAR-3).

In the growth portion (g) of the DCF formula (k = (D1 + Py ) + g), Dr. Zepp
relied on data published in the April 30, 2004 Value Line water industry

update to calculate a high and low range of 6.50 percent to 7.00 percent.
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He then averaged the range to arrive at a dividend growth rate of 6.75
percent versus my 6.50 percent dividend growth rate (Schedule WAR-4).

In arriving at his final one-step DCF estimate of 10.20 percent, Dr. Zepp
added his 3.40 percent average dividend yield and his 6.75 percent
dividend growth average to arrive at his final estimate of 10.20 percent
that is 76 basis points higher than my 9.44 percent estimate that relied on

data from the January 28, 2005 Value Line water industry update.

Q. You stated that Dr. Zepp used a six-month average of closing stock prices

in the “Po” component of the DCF model as opposed to a more recent
eight-week average that you used. What is the difference between the

two average stock prices?

A. Attachment C to my testimony contains closing stock price charts, from

the March 2003 to March 2005 time period, for the six water utilities
included in Dr. Zepp’s proxy. In the case of the three water companies
that were included in my proxy, the high and low range of approximate
closing stock prices for Dr. Zepp’s observation period and the high and

low closing stock prices for my observation period were as follows:

12/01/03 — 05/31/04 02/07/05 — 04/01/05
American States $26.75 to $20.75 $27.55 to $25.10
California Water $30.00 to $26.00 $35.55 to $32.87
Aqua America $23.00 to $19.00 $25.63 to $23.72
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1 My comparison illustrates the fact that the stock prices for the three water
2 companies included in both Dr. Zepp’s proxy and my proxy have
3 increased in value since Dr. Zepp’s testimony was filed, thus explaining
4 the lower yields.

5

6 Q. What is the difference between your DCF result and Dr. Zepp’s two-step
7 or multi-stage growth model DCF result?

8 [A. The 9.44 percent cost of common equity derived in my DCF analysis (that

9 uses three sample water companies) is 96 basis points lower than the
10 10.40 percent cost of common equity derived in Dr. Zepp's two-step DCF
11 analysis that relied on closing spot prices as of June 15, 2004. A -
12 comparison of Dr. Zepp’s closing spot prices and my eight-week average

13 price is as follows:

14

15 06/15/04 02/07/05 — 04/01/05

16 American States $22.15 $26.31

17 California Water $27.50 $34.36

18 Aqua America $20.35 $24.68

19

20 Again my comparison illustrates the fact that the differences in dividend
21 yields for the three water companies included in both Dr. Zepp’s proxy and
22 my proxy are attributed to the increase in stock prices since Dr. Zepp's
23 testimony was filed.

24

25
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Q.

Does the increase in stock prices that you just described support Dr.
Zepp’s contention that investor's have bid up water utility stock prices in
anticipation of mergers and acquisitions?

Although Value Line’s analysts have regularly discussed consolidation in
the water utility industry, none of the six water utilities in Dr. Zepp’s proxy
are in the process of being acquired at this time. This being the case, |

can only regard Dr. Zepp’s statements as being purely speculative.

Based on the DCF comparisons that you have just presented, do you
believe that your estimates for the growth component of the DCF model
are too low?

No. As can be seen in Schedule WAR-6, my growth estimate is actually
61 basis points higher than the average of Value Line’s per share
projections on earnings, dividends and book value and 20 basis points
higher than Zack’s 6.30 percent five-year earnings growth outlook for the
water utility industry as a whole (Attachment D). These figures were

current as of April 1, 2005.

Did Dr. Zepp conduct a CAPM analysis in his testimony?

No. Dr. Zepp conducted a risk premium analysis that produced estimated
returns that ranged from 10.6 percent to 11.40 percent.

Did you conduct a risk premium analysis?

No | did not.

50




10

11

12

13

14

15

16

17

18

19

20

21

22

23

Direct Testimony of William A. Rigsby
Docket No. W-01445A-04-0650

Q.

How did Dr. Zepp arrive at his 11.25 percent cost of common equity figure
after presenting the results of his DCF and risk premium analyses that
range from 10.20 percent to 11.40 percent?

As exhibited in Table 15 of his testimony, Dr. Zepp settled on a figure that
was slightly below the average of his estimated cost of equity ranges for
Arizona Water, which increases the range of estimates produced by his

models by 50 basis points.

How does Dr. Zepp justify his stated position that the Arizona jurisdiction
has a high level of regulatory risk?

Both Dr. Zepp and Company witness William M. Garfield cite regulatory
methods in the California jurisdiction, such as future test years, balancing
accounts, adjustor mechanisms for plant additions and annual CPI

adjustors which are not utilized here in Arizona.

Do you agree with Dr. Zepp and Mr. Garfield’s contention that Arizona is a
riskier jurisdiction to operate in because of the Commission’s édherence to
the historical test year concept?

No. The Commission historically makes allowances for known and
measurable changes to historic test year operating results. Because of
this, there is no reason for any additional return on investment. In my
view, it is important to remember that one of the main arguments for future

and projected test years was the volatile inflationary environment that
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1 utilities once operated in. Given the current economic environment of low

2 inflation, coupled with the projections for low stable interest rates and low,

3 even falling, prices that | noted earlier in my testimony, the continued use

4 of the historical test year approach to setting rates does not add any

5 additional risk for a utility operating in the Arizona jurisdiction.

6

7 1Q. Please discuss risk in the context of the Company’s regulatory climate in

8 Arizona.

9 |A. The regulatory climate that a utility must operate in has always been
10 considered as a potential source of risk when determining the rate of
11 return that a utility is entitled to.: In my opinion, the regulatory climate that
12 Arizona Water is operating in has never been more favorable to water
13 utilities.  Although Dr. Zepp and Mr. Garfield argue otherwise, the
14 Commission has approved a recovery mechanism that, when authorized
15 in the context of a rate case, will allow water providers in Arizona,
16 including Arizona Water, the ability to pass through costs that are related
17 to the removal of arsenic in order to meet the new EPA standard. Over
18 the past eight years, the federal reauthorization of the Safe Drinking Water
19 Act ("SDWA") has provided federal funds from which a state revolving
20 fund has been established. The fund, administered in Arizona by the
21 Water Infrastructure Finance Authority (“WIFA”), has been set up to

i 22 provide low interest rate loans to water utilities that want to make
23 improvements to their systems. Unlike other states, such as Indiana,
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1 which has in the past, exercised its discretionary power to limit the
2 distribution of that state’s share of federal monies to public systems only,
3 Arizona has encouraged both public and investor-owned systems like
4 Arizona Water to apply for WIFA loans. Although an Arizona-based water
5 provider might not wish to take advantage of loans offered by WIFA (for
6 whatever reasons decided on by the water providers management) that
7 does not change the fact that low interest financing is available to
8 qualifying water providers through the WIFA program. The Arizona
9 Department of Environmental Quality's (“ADEQ”) Monitoring Assistance
10 Program (“MAP”) is also now in place to aid water utilities on their water
11 testing needs. -~

12

13 [ Q. Can you cite any recent events that would support your claim that Arizona

14 is a favorable jurisdiction for water utilities?

15 [ A. Yes. There have been a number of public utility holding company
16 acquisitions of Arizona properties in recent years. California-based
17 American States acquired Chaparral City in Fountain Hills, and RWE AG
18 of Germany, acquired Arizona-American. The Chaparral City acquisition
19 is particularly noteworthy since it marked the first time that American
20 States had acquired a system outside of California. Over the last three
21 years Southwest Gas expanded its operations in Arizona by acquiring
22 Black Mountain Gas and UniSource Energy acquired the electric and gas
23 operations of Citizens Communications. Clearly, these public utility
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1 holding companies would not have expanded in Arizona if they believed
2 they were going to have to face a harsh regulatory climate.
3

4 [Q. Are there other facts that would indicate that the Arizona jurisdiction is not

5 as risky as the Company would want one to believe?

6 |A. While working on the Company’s Northern Group rate case proceeding, |

7 had the opportunity to review CPUC documents on Park Water

8 Company? (“Park Water”), a California water provider that was part of a

9 CPUC investigation on rates of return for small utilities in that jurisdiction
10 (Park Water was cited in Dr. Zepp’s testimony in both the instant case and
11 | the Northern Group proceeding). Contained in the report were various ;. -
12 aspects of California regulation that have never been major issues in the
13 water utility proceedings that | have been involved with here in Arizona.
14 This includes rigid caps on management salary levels and strict policies
15 that allow utilities to recover only fifty percent of their fixed operating costs
16 through minimum monthly service charges. During the CPUC
17 investigative proceedings, Park Water expressed displeasure over being
18 subject to an imputed capital structure, which is also rare in the case of
19 water utility proceedings in Arizona. These examples indicate that the

| % Based on information contained on its Internet web site during the Arizona Water Company
Northern Group proceeding, Park Water is an investor owned, public water utility that delivers
water to approximately 60,000 service connections. Park Water serves a population of about
200,000 people in Los Angeles and San Bernardino Counties in California, and in Missoula and
Superior Counties in Montana.
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1 Arizona jurisdiction is not as unfavorable as many utility consultants would
2 lead you to believe.
3

4 Q. Please discuss Dr. Zepp’s argument that Arizona Water faces additional
5 risk because it will not recover all of the costs associated with arsenic
6 removal through a Western Group ACRM.

7 A As background, Arizona Water's Northern Group rate case proceeding

8 was bifurcated for the purpose of developing the ACRM that is now in
9 place for both the Company’s Northern and Eastern Groups (it is likely that
10 the Western Group will be granted a similar mechanism in the course of
1% |~ this proceeding). During the bifurcated phase of the Northern Group
12 proceeding, representatives from Arizona Water, ACC Staff and RUCO
13 met on a number of occasions to create an adjustor mechanism that
14 would allow for the recovery of costs related to arsenic removal. Now that
15 | a mechanism is in place, Arizona Water would like a higher rate of return
16 because some costs may not be recovered through a Western Group
17 ACRM due to the timing of this proceeding — which the Company had
18 control over in terms of when it decided to file for rate relief. Therefore,
19 Dr. Zepp’s additional risk argument has no more merit than his arguments
20 regarding the Commission’s adherence to the historical test year concept
21 and the fair-value requirement mandated by the Arizona Constitution.
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Q.

Please comment on Dr. Zepp’s position that the current ACRM limits the
Company to recover only specific and narrowly defined costs that can
easily be audited by ACC Staff.

The ACRM approved by the Commission is no different from other cost
recovery mechanisms in this respect. No Arizona ratemaking mechanism
gives carte blanche ability for utilities to pass costs on to ratepayers
without some regulatory oversight. In fact this requirement helps to insure

that utilities maintain efforts to keep costs under control.

Do you agree with Dr. Zepp’'s position that an upward adjustment in
Arizona Water’s cost of equity capital is warranted should the Commission
eliminate the PPAM and PWAM for the Western Group systems?

No. Although | have argued in prior cases that adjustor mechanisms can
mitigate earnings volatility, the facts in this case do not support such an
adjustment. As | have explained in my direct testimony on required
revenue, the elimination of the Western Group’s PPAM and PWAM will not
have any adverse impact on the Company’s ability to recover operating
costs. In regard to the Arizona Public Service (“APS”) rate increase,
which was recently approved, the Commission amended the settlement
agreement reached in that proceeding and placed a cap on the amount of
costs that could be passed through a power supply adjustor mechanism

(“PSA”). Given these facts, | see no need to make an upward adjustment
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1 to my recommended return on common equity, which was derived from a

2 sample of water utilities that face greater financial risk than Arizona Water.

3

4 Q. Is Arizona Water seeking an additional return on common equity because

5 of Arizona Water’s size?

6 |[A. No. After citing academic papers and a CPUC study on small water

7 utilities that address the issue of company size (the contents and

8 conclusions of which have been discussed and debated vigorously by

9 RUCO in prior Arizona Water rate case proceedings) on pages 24 and 25
10 of his testimony, Dr. Zepp states that Arizona Water is not seeking an
11 additional risk premium for the Company’s size even though he believes .
12 that one is justified.
13
14 | Q. Is Arizona Water seeking an additional return on common equity because
15 of alleged risk associated with the Company’s financial flexibility?
16 {A. No. After he addresses this point and discusses the Company’s options
17 for raising capital on pages 25 and 26 of his testimony, Dr. Zepp states
18 that Arizona Water is not seeking an additional risk premium for the
19 Company’s ability to obtain funds for plant improvements even though he
20 believes that one is justified. Again, RUCO has discussed and debated
21 this issue in testimony filed in both the Northern Group and Eastern Group
22 proceedings and, again, the Comfnission has rejected the Company’s

‘ 23 argument.
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Q.

Should the Company be provided with a higher return on equity due to the
Commission’s policy of requiring tiered rates for the purpose of
encouraging conservation?

No. Discussion of this issue always centers on the possibility of a drop in
revenues. However, there is rarely if any discussion on the possibility that
lower consumption would also produce a drop in the variable costs
associated with pumping and transporting water which could also resulit in
lower operating expenses. This could lead to no change in, or possibly
higher, operating income for the affected water utility. Further, the
Commission typically does not recognize ratemaking adjustments based
on mere speculation and adheres to the “known and measurable” principle -

of ratemaking.

Please comment on Dr. Zepp’s observation that ACC final orders issued
between May 1997 and October 2001 granted an average return on
common equity of 11.28 percent.

The ACC'’s return authorizations in the past have no bearing on this case.
The purpose of estimating a cost of common equity is to try to determine,
as best as possible, what a regulated utility’s cost of equity should be after
taking into consideration both prevailing and forward-looking economic
conditions. Dr. Zepp’s argument in this regard is akin to a comparable

earning’s analysis that would always result in an ROE of 11.28 percent.
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Q.

Are there any final remarks that you would like to make regarding your
recommended cost of capital for Arizona Water?

Yes. | would like to reiterate my firm belief that the water utilities that were
included in my DCF and CAPM sample fit the Hope decision definition of
"other investments with comparable risk." | further believe that the water
companies included in my sample closely resemble Arizona Water in

terms of both an operating and risk standpoint.

Does your silence on any of the issues, matters or findings addressed in
the testimony of Dr. Zepp or any other witness for Arizona Water
constitute your acceptance of their positions on such issues, matters or
findings?

No, it does not.

Does this conclude your testimony on Arizona Water?

Yes, it does.
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Utilities Auditor 1l and Il

Accounting & Rates — Revenue Requirements Analysis Unit
Arizona Corporation Commission, Utilities Division

Phoenix, Arizona

October 1994 — November 1997

Revenue Auditor |l

Arizona Department of Revenue
Corporate Income Tax Audit Unit
Phoenix, Arizona

November 1993 — October 1994

Tax Examiner Technician |

Arizona Department of Revenue
Transaction Privilege Tax Audit Unit
Phoenix, Arizona

July 1991 — November 1993




Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Utility Company

ICR Water Users Association
Rincon Water Company

Ash Fork Development
Association, Inc.

Parker Lakeview Estates
Homeowners Association, Inc.

Mirabell Water Company, Inc.

Bonita Creek Land and
Homeowner’s Association

Pineview Land &
Water Company

Pineview Land &
Water Company

Montezuma Estates
Property Owners Association

Houghland Water Company

Sunrise Vistas Utilities
Company — Water Division

Sunrise Vistas Utilities
Company — Sewer Division

Holiday Enterprises, Inc.
dba Holiday Water Company

Gardener Water Company

Cienega Water Company

Rincon Water Company

Vail Water Company

Bermuda Water Company, Inc.

Bella Vista Water Company

Pima Utility Company

Docket No.
U-2824-94-389

U-1723-95-122
E-1004-95-124

U-1853-95-328

U-2368-95-449
U-2195-95-494
U-1676-96-161
U-1676-96-352

U-2064-96-465

U-2338-96-603 et al
U-2625-97-074
U-2625-97-075

U-1896-97-302
U-2373-97-499

W-2034-97-473

W-1723-97-414
W-01651A-97-0539 et al
W-01812A-98-0390
W-02465A-98-0458

SW-02199A-98-0578

Type of Proceeding

Original CC&N

Rate increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Financing

Rate Increase

Rate Increase

Rate Increase

Rate Increase

Rate Increase
Rate Increase
Rate Increase

Financing/Auth.
To Issue Stock

Rate Increase
Rate Increase
Rate Increase

Rate Increase




Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

Utility Company

Pineview Water Company
.M. Water Company, Inc.
Marana Water Service, Inc.
Tonto Hills Utility Company

New Life Trust, Inc.
dba Dateland Utilities

GTE California, Inc.

Citizens Utilities Rural Company, Inc.
MCO Properties, Inc.

American States Water Company
Arizona American Water Company
Arizona Electric Power Cooperative
360networks (USA) inc.

Beardsley Water Company, Inc.

Mirabell Water Company

Rio Verde Utilities, Inc.

Arizona Water Company

Loma Linda Estates, Inc.
Arizona Water Company
Mountain Pass Utility Company
Picacho Sewer Company
Picacho Water Company
Ridgeview Utility Company
Green Valley Water Company

Bella Vista Water Company

Arizona Water Company

Docket No.

W-01676A-99-0261
W-02191A-99-0415
W-01493A-99-0398

W-02483A-99-0558

W-03537A-99-0530
T-01954B-99-0511
T-01846B-99-0511
W-02113A-00-0233
W-02113A-00-0233
W-01303A-00-0327
E-01773A-00-0227
T-03777A-00-0575
W-02074A-00-0482

W-02368A-00-0461

WS-02156A-00-0321 et al
W-01445A-00-0749
W-02211A-00-0975
W-01445A-00-0962
SW-03841A-01-0166
SW-03709A-01-0165
W-03528A-01-0169
W-03861A-01-0167
W-02025A-01-0559
W-02465A-01-0776

W-01445A-02-0619

Tvpe of Proceeding
WIFA Financing

Financing
WIFA Financing

WIFA Financing

Financing

Sale of Assets
Sale of Assets
Reorganization
Reorganization
Financing
Financing
Financing
WIFA Financing
WIFA Financing

Rate Increase/
Financing

Financing
Rate Increase
Rate Increase
Financing
Financing
Financing
Financing
Rate Increase
Rate Increase

Rate Increase




Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION {Cont.)

’ Utility Company Docket No. Type of Proceeding
|

Arizona-American Water Company W-01303A-02-0867 et al. Rate Increase
Arizona Public Service Company E-01345A-03-0437 Rate Increase
Rio Rico Utilities, Inc. WS-02676A-03-0434 Rate Increase
Qwest Corporation T-01051B-03-0454 Renewed Price Cap
Chaparral City Water Company W-02113A-04-0616 Rate Increase
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102004 202004 30004 | porcent 6 el  {MEEE e M 5 W v ST%K ';“7’52)( -
bsl 3% 3% S%|shares 4 . PR IO O 8 TP O 1 L sy W2 438 |
Hdso) 5623 5584 5938 FYAITIT 0 T YA I A M e Syr. 287 766
1988 | 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 {2000 [ 2001 | 2002 | 2003 | 2004 | 2005 | ©VALUE LINE PUB,, INC. | 07-09

858 912| 958] 915| 1010| 927 1043 | 11.03| 1137 | 1144 | 1102 | 1291 | 1217 | 1306 | 1378 | 1398 | 13.75| 14.80 |Revenues persh 15.80
113 144 149 178 181 1.67 1.68 1.75 175 185 204 226 | 220 | 253 254 | 208 250 290 “CashFlow” persh 3.40
85 92 94 119 115 1.11 95 1.03 113 1.04 1.08 1.19 1.28 135 1.34 72 1.16 | 1.45 [Eamings pershA 200
67 69 72 73 7 .79 .80 81 82 83 84 85 86 87 87 .88 89 .90 | Div'd Decl'd per sh Bm .96
239) 246 253 277} 231 190 243| 219| 2401 258 311 | 430 303 | 318 268| 376| 4.05] 4.15 Cap'lSpending persh 3.60
7070 731 754| 839 885 995| 1007 1029 11.01| 1124 | 1148 | 1182 | 1274 | 1322 | 14.05| 1397 | 14.65| 15.35 |Book Value persh 17.50
935] 939 943] 991 99| 1471] 11.77] 1177 1333 1344 | 1344 | 1344 ] 1512 | 1512 | 1518 1521 ] 16.75| 17.25 [Common Shs OutstgC | 79.00
142 971 102 88| 106| 134 128 116] 126| 145] 155| 171 159 | 167 183 318| 210 Avg Ann’l P/E Ratio 13.0
1.18 73 16 56 64 79 84 78 79 84 81 87 1.03 86 1.00 185 1.09 Relative P/E Ratio .85

T4%| 77%| 75%| 70%| 63% | 53%| 66% | 67% { 58% | 55% | 50% | 42% | 42% | 39% | 36%| 35%| 37% Avg Ann’l Div'd Yield 3.8%
CAPITAL STRUCTURE as of 9/30/04 1227} 1298 | 1515 | 1538 | 1481 | 1734 | 184.0 | 197.5| 209.2 | 2127 230 255 |Revenues ($mill) 300
Total Debt $258.1 mill. Due in 5Yrs $60.0 mill. 113) 122 135] 141 146 1641 180 204 203| 119! 19.5| 250 |NetProfit ($mill) 380
gogf?:tzfjsﬂ-gog‘:ﬁa ge,'iTo'x")'e’es‘m-o mil- - Tg39% | 41.0% | 433% | 41.1% | 40.9% | 46.0% | 45.7% | 43.0% | 38.8% | 435% | 40.0% | 40.0% |Income Tax Rate 0.0%

o -- -- -- -- -- -- -- -- -- -- Nil Nil |AFUDC % to Net Profit Nil
Leases, Uncapitalized: None 435% | 46.6% | 41.9% | 43.0% | 436% | 51.0% | 47.5% | 54.9% | 52.0% | 52.0% | 51.0% | 51.0% |Long-Term Debt Ratio 52.0%
Pension Assets-12/03 $46.7 mill. 55.5% | 52.5% | 57.3% | 56.3% | 55.7% | 48.4% | 51.9% | 44.7% |- 48.0% | 48.0% | 49.0% | 49.0% |Common Equity Ratio 48.0%
Oblig. $58.9 mill ) 2135 2306 | 2560 | 2684 | 2771 | 3282 | 8711 | 4476 | 4444 | 4423 490 545 |Total Capital ($mill) 700
Pfd Stock None. Pfd Div'd None. 3149 | 3350 | 3578 | 3836 | 4148 | 4496 | 5091 | 5308 | 5633 | 5023 650 710 |NetPlant ($mill 850
Common Stock 16,689,482 shs. 4% | 72% | 6%% | 69% | 7.0% | 66% | 64% | 6.0% | 65% | 46%| 60% | 65% RetumonTotalCapl | 7.0%
as of 11/9/04 o 94% | 99% | 90% | 92% | 94% | 100% | 92% |10.1% | 95% | 56% | 9.0% | 9.5% |Retum on Shr. Equity 10.5%
MARKET CAP: $425 million (Small Cap) 9.5% | 100% | 9.0% | 92% | 94% [ 101% | 9.3% [10.1% | 95% | 56% | 9.0% | 9.5% [Retum on Com Equity 10.5%
CURRENT POSITION 2002 2003 9/30/04 | 16% | 21% | 24% | 18% | 21% | 29% | 3.0% | 36% | 33%| NMF| 3.0%| 3.5% |RetainedtoCom Eq 5.5%
cadML) 184 128 66| B4% | 9% | 73% | 80% | 78% | 72% | 68% | 65% | 65% | 113% | 76% | 58% All Divids to Net Prof 48%
Receivables 108 118 14.5 | BUSINESS: American States Water Co. operates as a holding of Big Bear Lake and in areas of San Bernardino County. Acquired
lcr)\{/heer:_tory (Avg Cst) 21'3 3%2 218 company. Through its principal subsidiary, Southem California  Chaparral City Water of Arizona (10/00); 11,400 customers. Has

Current Assets W W W Wate( Compa.ny, it supplies water to 75 commu.nities in 10 about 520 employees. ‘Off. & dir. own less th‘an 1% of common
Accts Payable 18 188 19.0 counties. Service areas include the greater metropolitan areas of stgck (4/04 Proxy). Chairman: Lloyd Ross. Pres@ent & CEO: Floyd
Debt Due 483 568 28.8 | Los Angeles and Orange Counties. The company also provides Wicks. Incorporated: CA. Add.: 830 East Foothill Boulevard, San
Other 19.6 20.3 26.8 | electric utility services to approximately 22,000 customers in the city Dimas, CA 91773. Tel.: 909-394-3600. Web: www.aswater.com.
gil)’("g?g"ég;l 2;2;2 325?,2 zgg;j American States Water will have to We look for American to grow earn-

S ——— contend with increasing infrastruc- ings by 25% in 2005. Earlier this year,
ﬁ,’iﬁa%e"(xlﬁs 1’;3?; SP\?rsst Es:oqo;)_3o-903 ture costs going forward. The company the CPUC approved additional rate in-

Revenues 35% 40% 25% | was forced to purchase water from creases for Region II and III customer
“Cash Flow” 30% 50%  60% | wholesalers in the second half of 2004, as service areas of its SWC unit effective this
Sﬁ%‘gggs 15% }gcﬁ; ?gaﬁ wells were taken out of service for water month. The rate increases there will pro-
Book Value 45%  40%  4.0% quality. and maintenance reasons. We - vide addit}o;]al alrlmual revenues totaling

- remain concerned about these circum- in excess of $5 million.

egg!;r MaQrfJaRTJElI}Il;‘YsROE\IsEy:ESSO(ssn:‘Q31 Q‘a"r stances, as industry standards will likely These untimely shares hold minimal

2001 | 403 409 534 479 | 1975 only intensify moving forward due to the capital gains appeal ... Although the

2002 | 445 528 618 503 | 2002 threat of bioterrorism and the age of some recent rash of favorable CPUC decisions

2003 | 467 518 637 505 | 2127 of current systems. Prolonged well augurs well for the company's top line, we

2004 | 467 593 690 550 | 230 | closures can  substantially impact suspect that AWR will have to tap equity

2005 | 530 660 760 600 | 255 | margins, given that purchased water can and debt markets in order to keep up with

cal EARNINGS PER SHARE A Full cost more than five times water pumped growing government r.egu'lations, as it is
ensa.r Mar31 Jun.30 Sep.30 Dec.31| Year from company wells. . strapped for cash at this time. Such moves

2001 oY n ) 8 1 135 Still, regulatory relief likely helped would not only dilute earnings, but could

002 | 25 3% 50 23| 1 the company close out 2004 in strong also limit AWR’s ability to participate in

2003 | 20 13 51 412 72| form. Th(((e: l()Iiajlci:f)orlrrlua };ubllcl}Jti’ldl_tles ((ilom— the %ro:vmg ?lctqltnsn{on millrlket_;. . ¢ of

mission as been handing down ... but oug o pique the interest o
ggg; gﬁ 3(; g% §§ ”56 some favorable decisions in a more timely income-oriented investors. The compa-
B, manner of late, helping boost the compa- ny recently raised its quarterly dividend
eﬁggr MS:J;RT‘E,?]‘;‘Y%VIg?;DgsoPA:ge:M $:a"r ny's top line considerably. Specifically, the by 2%, marking the 50th consecutive year

2001 | 2 1'7 21'7 ) 1'7 5 1'7 5 board granted rate relief in Regions II and that management has increased its annual

202 | 217 7 a7 o 87 III in the amounts of $0.4 million and dividend to shareholders. We expect that

2003 | 21 91 a1 21 88 % }15.8 migion, fr(lels.pecilively ég llate' Illk.ugu.st. th(z compgnyfwﬂl c%ntmue to increase pay-

2004 | 21 o1 oM 228 ‘89 ese orders followed an $8.1 million in- outs moving forward.

2005 crease in Region III in March. Andre J. Costanza January 28, 2005
(A) Primary earnings. Excludes nonrecurring | (B) Dividends historically paid in eary-March, | (C) In millions, adjusted for splits. Company’s Financial Strength B+
gains: ‘91, 73¢; '92, 13¢; ‘04, 14¢. Next earn- | June, September, December. » Div'd reinvest- Stock’s Price Stability 90

ment plan available. Price Growth Persistence 80

Earnings Predictability
To subscribe call 1-800-833-0046.
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102004 202004 302004 | poreos a5 e e g STOCK  INDEX |
AN 1y, 428 172 [
e % 3 Shares 2 | Pl TN ATV III]IHH i 3y 660 439 [
HR's(00) 3785 4047 3994 R 3 I TAUTL T e (T I CTLRVLE AR TG LR ROTEEI Sy. 572 1766
1988 | 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 [ 1998 | 1999 [2000 | 2001 | 2002 | 2003 | 2004 | 2005 | © VALUE LINE PUB, INC. | 07-09
10.03| 1033} 1093} 11.18| 1229} 1334| 1253 | 1317 | 1448 | 1548 | 1476 | 1596 | 1616 | 1626 | 17.33 | 16.371 | 1745 18.45 Revenues persh 20.65
187 189 187y 198) 192} 225) 202) 207 250 292 260 | 275| 252 | 220| 265| 251| 295| 3.10 |“Cash Flow” persh 3.60
1.23 120 125 121 109| 135 122 147 1.51 1.83 145 153 1.31 94 125 121 1.58 |  1.70 |Eamings per sh A 200

80 84 87 90 93 .96 99| 102) 104] 106] 107] 109] 110| 112 112 112] 113| 1.14|DivdDecldpershBm 118
212 240| 236] 303| 309 253] 226| 217 283 261] 274 344 245] 409| 58] 439] 340] 3.65|Cap’ Spending persh 3.90
930| 966 1004{ 1035| 1051 | 1080| 1156 11.72| 1222 | 13.00 | 1338 | 1343 | 1290 | 1295 | 1312 | 1444 | 1555 | 1580 |Book Value persh® 18.25

11347 138 1138 1138] 1138] 11.38] 1249 1254 1262 [ 1262 | 1262 | 1294 | 1515 ] 1548 | 15.18 ] 16.93 | 18.35| 78.70 |Common Shs Outstg O | 23.00

5] 106| 04| 112] WA 136] 141 137 19| 126] 78] 78] 1961 271| 198 221 183 Avg Annl PIE Rafio 160
95| 8| 7| 72| 8| 80| @ 2| 75| 73| 93] 10| 12| 13| 108| 1281 .97 Relative PIE Ratio 105
57% 66%| 67%| 66% ] 64% | 52% | 58% | 64% | 58% | 46% | 42% | 40% | 43% | 44% | 45% | 42% | 39% AvgAnIDivdYield | 40%
CAPITAL STRUCTURE as of 9/30/04 1573 | 165.1| 1828 | 195.3 | 1863 | 2064 | 2448 | 2468 | 2632 277.1| 320| 345 |Revenues ($mill) 475
Total Debt $272.8 mill. Due in 5 Yrs $11.0 mill. 144 | 147) 191 2331 184 199 200 | 144 | 19| 194| 290 320 |NetProfit ($mill) 450
LT Debt §271.9 mil. LT Interest $17.5 mil. 30.0% | 40.1% | 389% | 374% | 36.4% | 37.9% | 42.3% | 394% | 30.7% | 39.9% | 40.0% | 40.0% |income Tax Rate 0.0%

-- -- -- Nil Nil |AFUDC % to Net Profit Nil
46.6% | 49.2% | 47.4% | 454% | 44.2% | 46.9% | 48.9% | 50.3% | 55.3% | 52.3% | 48.5% | 49.5% |Long-Term Debt Ratio 49.0%

(LT interest eamed: 4.2x; total int. cov.: 3.8x)

Pensiori Assets-12/03 $88.4 mill. 52.2% | 497% | 514% | 535% | 54.7% | 520% | 50.2% | 488% | 440% | 47.0% | 50.5% | 49.5% |Common Equity Ratio | 50.0%
Oblig. $63.2 mil. - g 2769 2960 | 2999 3067 | 3086 | 3338 | 3888 | 4027 | 4531 5203| 570 600 |Total Capital ($mil 20
Pfd Stock §3.5mil. ~ Pfd Div'd §.15 mill. 4079 | 4222 | 436 4604 | 4783 | 5154 | 5620 | 6243 | 697.0 | 7505 800| 850 |NetPlant (Smill) 985

139,000 shares, 4.4% cumulative ($25 par).

7% | 68% | 83% | 94% | 78% | 78% | 68% | 53% | 59% | 56% | 6.5% | 7.0% |Return on Total Cap'l 1.0%
Common Stock 18,345,496 shs. 9.7% | 9.8% | 121% | 13.9% | 10.7% | 11.2% | 10.0% | 72% | 94% | 7.8% | -10.0% | 10.5% |Return on Shr. Equity 11.0%
as of 11/4/04 98% | 9.9% | 123% | 14.1% | 10.8% | 11.4% | 10.1% | 7.2% | 95% | 7.9% | 10.0% | 10.5% |Return on Com Equity 11.0%
MARKET CAP: $650 million (Small Cap) 19% | 12% | 38% | 60% | 28% | 35% | 1.8% | NMF | 10% J% | 3.0%| 3.5% {Retained to Com Eq 4.5%
CUR$$;IEL'I‘.T POSITION 2002 2003 9/30/04 81% | 88% | 69% | 58% | 74% | 70% | 82% | 119% 90% | 91% | 72% | 67% |All Div'ds to Net Prof 60%
Cas(h Asé’ets 1.1 29 33.1 | BUSINESS: California Water Service Group provides regulated and  (11/00). Revenue breakdown, '03: residential, 70%; business, 18%;
Other _419 _ 406 _ 487 | nonregulated water service to over 2 million people (461,200 cus- public authorities, 5%; industrial, 4%; other, 3%. ‘03 reported
Current Assets 43.0 435 818 | tomers) in 98 communities in California, Washington, and New deprec. rate: 2.2%. Has about 815 employees. Chairman: Robert
ll:\)c%ttslg, ayable %Eg zgg 25'3 Mexico. Main service areas: San Francisco Bay area, Sacramento  W. Foy. President & CEO: Peter C. Nelson. Inc.: Delaware. Ad-
Oteher ue 430 325 373 Valley, Salina§ Valley, _$an Joaquin Valley & par.ts of Los Angeles. dress: 1720 North First Street, San Jose, California 95112-4508.
Current Liab. ~915 " 636 55,0 | Acquired National Utility Company (5/04), Rio Grande Corp. Telephone: 408-367-8200. Internet: www.calwater.com.
Fix. Chg. Cov. 250% 218% 201% | An improving regulatory environment er. Purchased water can cost five times

ANNUAL RATES  Past Past Estd’01-03| augurs well for California Water Serv- more than internally produced supplies.

of change (per sh) 10;"?)-0/ S¥s, 100748 | jce Group. Despite sluggish and unfavor- We look for growth to pick up as the year

10/
Bg;gﬁ‘f:?gwn 20% $2°,/; 35% | able rate case rulings in recent years, it progresses and as wells are restored.

6.5% . .

Earnings 5% 65% 10.0% | appears as though the California Public Infrastructure costs ought to limit

Dividends 200 10 19% | Utilities Commission (CPUC) has turned profits out to late decade. The costs of-
N {J B (] . (J

over a new leaf. Recent decisions signal well and pipeline upkeep has risen and,
Cal- | QUARTERLYREVENUES(Smil) | Fun | that the regulatory climate is improving with the threat of bioterrorism looming,
endar |Mar31 Jun30 Sep.30 Dec.31| Year | and that the current regulatory bodies’ should increase over the next few years.
2001 | 470 670 763 565 | 2468 | policies are becoming more-business Such costs will force Cal to issue more
2002 | 517 692 814 609 | 2632 | friendly. CWT has filed its 2004 general debt and stock in order to pay the bill.

2003 | 513 680 882 696 | 277.1| rate case for eight districts, including These shares are not for everyone ...
2004 | 602 889 971 738 | 320 | Salinas. The filing, which covers roughly They are ranked 3 (Average) for Timeli-
2005 | 650 900 105 850 1345 | 40% of its total customer base, requests a ness. Moreover, they offer little 3- to 5-

Cal- EARNINGS PER SHARE A & Full | $26.5 million in rates in 2005, with in- year gains appeal, as the 20% surge in
endar |Mar31 Jund0 Sep30 Dec31| Year | creases of $6.3 million in 2006 and 2007. share price since our October review dis-
2000 01 34 39 2 941 Meanwhile, the company also has other counts any gains we envision at this time.

2002 | 12 4 50 20| 125 cases still pending with the commission. Cal shares are already trading slightly
2003 | d05 30 83 41| 12| Fayorable decisions would prove our es- above our 2007-2009 Target Price Range.
2004 ) 08 58 59 .32 158 (jmates fairly modest. However, . . . but should interest those looking
| 005 | 09 S5 70 .36 | 17| We ook for earnings growth to mod- for some income. CWT offers an above-
Cal- | QUARTERLYDIVDENDSPADB= | Ful | erate in 2005. We are especially con- average dividend yield. Investors should
endar |Mar.31 Jun.30 Sep.d0 Dec.d1| Year| cerned about first-half comparisons, as also find solace in the fact that the board
201 | 2719 279 279 219 | 1.12]| heavy rainfall has put many of the compa- of directors has increased the company’s
2002 28 28 28 28 112| ny's wells out of commission in the past annual payout in each of the last 37 years.
2003 | 281 281 281 281 | 1.12] few months. As a result, Cal has been The stock also carries a 2 (Above Average)
2004 | 283 283 283 283 | 1.3/ forced to purchase water to meet demand, rank for Safety.

2005 pushing operating costs considerably high- Andre J. Costanza January 28, 2005
(A) Basic EPS. Excl. nonrecurring gain (loss). | (B) Dividends historically paid in mid-Feb., gC) Incl. deferred charges. In '03: $38.0 mill., Company’s Financial Strength B++
‘00, (7¢); '01, 4¢; Q2 '02, 8¢. Next eamings May, Aug., Nov. » Div'd reinvestment plan 2.25/sh. Stock’s Price Stability 95
report due late April. available. D} In millions, adjusted for spiit. Price Growth Persistence 90

E) May not total due to change in shares.
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WATER UTILITY INDUSTRY

The Water Utility industry looks as though it
rebounded from a tough 2003 and posted a solid
earnings recovery last year. Faster and more fa-
vorable relief rate case rulings appears to be re-
sponsible for the turnaround and we expect them
to continue over the next few quarters.

Nonetheless, Water Utility stocks’ gains trailed
the broad market in recent months and, as a
result, continue to be ranked near the bottom of
the Value Line universe. Infrastructure costs will
likely limit earnings growth going forward, as the
high expenses associated with maintaining and
improving the country’'s water-distribution sys-
tems continue to rise.

Larger companies should boost profits via ac-
quisitions, as more intense capital requirements
prompt smaller businesses to close shop.

Regulatory Assistance

Water utilities have been hindered by unfavorable and
delayed rate relief case rulings in recent years. However,
it finally looks as though brighter days may be ahead.
Some governing bodies are picking up the pace. In
California, for example, the California Public Utilities
Commission {CPUC) has handed down a number of
favorable rate-relief rulings in recent months. With the
California electric crisis seemingly behind it, the current
administration seems intent on delivering more-timely

rulings. As a result, American States Water Company .

and California Water Service Group both rebounded

solidly in 2004 and should continue to do so moving -

forward.
Infrastructure Costs

Industry regulations in the water industry continue
to be demanding. Although the Safe Drinking Water Act
(SDWA) of 1974 remains the authority surrounding the
safety and purity of drinking water, an amendment in
1996 authorized the Environmental Protection Agency
(EPA) to step up local compliance levels. Now the EPA
works with local and state governments to oversee the
safety of drinking water. However, these standards will
likely only become more stringent in the next few years,
as the aging of current facilities and the threat of
terrorist activity ought to result in tighter standards.
The majority of the current water systems are over a
century old and require a make over. Costs associated

INDUSTRY TIMELINESS: 95 (of 98)

with the updates are likely to grow into the hundreds of
billions of dollars over the next decade or two. Strapped
local and federal capital reserves will force water com-
panies to meet the higher capital requirement levels
alone.

Buying Opportunity

Many smaller water companies lack the capital re-
quirements to keep up with the rising costs associated
with staying in compliance with government standards.
As a result, the industry has been, and will likely
continue to be, home to further consolidation. Larger
companies with the market scale to withstand the in-
creased costs are taking advantage of this situation,
growing their businesses at relatively low costs and
diversifying their operations into less regulated and
more-rapidly developing areas of the U.S. Although each
of the companies we cover have participated in the
consolidation to some extent, Aqua America, is clearly
leading the way. It has made over 20 acquisitions since
the close of 2003 and does not appear to be slowing down.
We think that the current theme will persist, as restruc-
turing costs continue to rise.

Investment Advice

None of the issues covered in the next few pages stand
out for capital-gains potential. Not one carries a higher
than 3 (Average) rank for the year ahead or offers more
than modest appreciation potential out to 2007-2009. In
fact, each of the stock’s covered in the Water Utilities
industry hold below average long-term gains appeal. As
a result, growth-minded investors will want to look
elsewhere.

Income-oriented investors may have a more positive
view, though. The industry, as a whole, offers an above
average dividend yield. American States Water offers the
highest payout ratio. More risk-averse individuals may
find added appeal in California Water, given its 2 (Above
Average) rank for Safety. However, as always, we advise
investors to carefully study individual reports that fol-
low before making commitments.

Andre J. Costanza

Composite Statistics: Water Utility Industry
2000 J 2001} 2002 | 2003 | 2004 | 2005 07-09
7043 | 751.8| 7944 | 857.0 990 | 1090 | Revenues {$mill) 1345
909 | 954! 1066 986 130 150 | Net Profit {($mill) 205
412% | 40.2% | 38.8% | 40.0% | 40.0% | 40.0% | Income Tax Rate 40.0%
- .- -- -- Nil } Nil | AFUDC % to Net Profit Nit
50.3% | 524% | 53.9% | 51.2% | 51.0% ( "51.0% | Long-Term Debt Ratio 50.0%
49.3% | 47.2% | 45.9% | 48.6% | 49.0% | 48.0% | Common Equity Ratio 50.0%
1661.0 | 1840.7 | 19736 | 22964 | 2615| 2870 | Total Capital ($mill) 3550
234251 25322 | 27511 | 3186.1 | 3400, 3605 | Net Ptant ($milt) 4150
70% | 68%%t 70%| 59%| 6.5%] 7.0% | Return on Total Cap’l 7.0%
10.7% | 10.6% | 11.2% | 8.8% | 9.5%| 9.5% | Return on Shr. Equity 10.0%
108% | 10.7% | 11.2% | 88% | 95%! 9.5%| Return on Com Equity 10.0%
36% | 33% | 38%| 25%| 35%| 4.0% Retained to Com Eq 45%
67% | 69% | 66% | 72% | 62%; 58% | All Div'ds to Net Prof 52%
188 226) 215| 260 Soid fbures are Avg Ann'l P/E Ratio 18.0
1.21 1.16 117 149 Vaive Line | Relative PJE Ratio 1.20
36% | 3.4% | 31% | 28% Avg Ann’l Div'd Yield 3.5%

Water Utility
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)
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INTRODUCTION

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

A. My Name is William A. Rigsby. | am a Public Utilities Analyst V employed
by the Residential Utility Consumer Office ("RUCQO”) located at 1110 W.

Washington, Suite 220, Phoenix, Arizona 85007.

Q. Please state your educational background and your qualifications in the
field of utilities regulation.

A. Appendix |, which is attached to this testimony, describes my educational
background and also includes a list of the rate cases and regulatory

matters that l have been involved with.

Q. What is the purpose of your testimony?

A. The purpose of my testimony is to present recommendations that are
based on my analysis of Arizona Water Company’s (“Arizona Water” or
“Company”) application for a permanent rate increase (“Application”) for
each of the five water systems that comprise the Company’s Western
Group. Arizona Water's Application was filed with the Arizona Corporation
Commission (“ACC” or “Commission”) on September 8, 2004. The
Company has chosen the period ended December 31, 2003 as the test

year (“Test Year”) for this proceeding.
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Q. What are the five water systems that comprise Arizona Water's Western
Group?
A. The Western Group is comprised of the Ajo Heights (“Ajo”), Casa Grande,

Coolidge, Stanfield, and White Tank systems.

Q. What systems will you provide direct testimony on?
My direct testimony will concentrate on the rate base and revenue issues
associated with the Casa Grande and Stanfield systems. RUCO witness
Timothy J. Coley will file direct testimony on revenue and rate base issues

associated with the Ajo, Coolidge and White Tank systems.

Q. Were you responsible for conducting an analysis of Arizona Water's
proposed rate design?

A. No. Mr. Coley will address the rate design issues associated with the
case and present RUCO’s recommended rate design for the five Western

Group systems in his direct testimony.

Q. Did you perform a cost of capital analysis to determine a recommended
rate of return on the Company’s invested capital?

A. Yes, | did. | have also filed, under separate cover, direct testimony on the
cost of capital issues associated with this proceeding. As is common in

cases that involve an operating segment or wholly owned subsidiary of a

public utility, my cost of capital analysis was performed on a total company
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|

|

|

|

|

|

|

\

1 basis as opposed to concentrating on the Western Group alone or on any

2 one particular system within the Western Group.

3

4 [Q. Piease describe how you conducted your analysis of Arizona Water's

5 Application.

6 JA. I reviewed Arizona Water's Application and analyzed various accounting

7 records that were provided to RUCO by the Company. During the course

8 of my audit, | also obtained copies of various documents that are kept on

9 file at the ACC. Other pertinent information and source documents were
10 collected through a series of written data requests submitted to the
11 Company. After compiling the aforementioned information and materials, |
12 performed an analysis that provided additional insight into the Company’s
13 rate base and operating income proposals. The recommendations on rate
14 base, operating revenue, and operating expenses for the two systems
15 covered in this testimony are based on the results of my analysis.
16

17 | Q. Please identify the exhibits that you are sponsoring.

18 | A I am sponsoring a full set of separate schedules for each of the systems
19 that | am testifying on. This includes Schedules WAR-1 through WAR-20.
20
21

22

23
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Does your silence on any of the issues or matters addressed in the
Company’s Application constitute RUCO’s acceptance of the Company’s
position on such issues or matters?

No, it does not.

SUMMARY OF TESTIMONY AND RECOMMENDATIONS

Q.

Please summarize the recommendations and adjustments that you
address in your testimony on operating revenues and operating expenses.

My testimony will address the following issues:

Rate Base:

Accumulated Depreciation - Plant — This adjustment calculates gross plant

and accumulated depreciation levels over the time period since the
Company’s last rate case proceeding.

Restate Allocated Phoenix Office & Meter Shop and Accumulated

Depreciation — This adjustment restates the Company-proposed level of
allocated Phoenix Office and Meter Shop plant from a net figure to a gross
figure, and breaks out the Company-proposed accumulated depreciation
figure to reflect the amounts of accumulated depreciation that are
associated with the Company’s Phoenix Office and Meter Shop plant.

Accumulated Depreciation — Phoenix Office — This adjustment calculates

gross plant and accumulated depreciation levels on Arizona Water's

Phoenix Office, which is allocated to the five systems in the Western
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1 Group, over the time period since the Company’s last rate case
2 proceeding.
3 Accumulated Depreciation — Meter Shop — This adjustment calculates
4 gross plant and accumulated depreciation levels on Arizona Water's Meter
[ 5 Shop, which is allocated to the five systems in the Western Group, over
6 the time period since the Company’s last rate case proceeding.
7 Deferred  CAP_Charges — This adjustment, which decreases the
8 Company-proposed Casa Grande, Coolidge, and White Tank system rate
9 bases by $3,525,803, $1,046,011 and $506,268 respectively, reflects the
10 $5,078,082 level of deferred Central Arizona Project (“CAP”) charges that
11 the Company seeks to earn a return on and recover in rates over a ten-
12 year period. The adjusiment reflects RUCO’s recommendation to deny
13 the recovery of deferred CAP charges associated with the Western Group
14 systems.
15 Working Capital — This adjustment decreases the Company’s requested
16 level of cash working capital for the Casa Grande system by $206,992 and
17 increases the requested level for the Stanfield system by $2,672. The
18 adjustment is the result of RUCO’s recalculation of Arizona Water’s
| 19 lead/lag study, which generated the Company-proposed level of cash
‘ 20 working capital. The recalculation includes RUCO’s expense level
21 recommendations.
22 Remove Casa Grande Legal Expenses ~ This adjustment removes
23 $824,374 in capitalized legal expenses from the Casa Grande system rate
5
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1 base. The capitalized expenses are related to litigation between the
2 Company and the City of Casa Grande.
3
4 Operating Revenue and Expense:
5 Remove Pro Forma CAP M&l Charges — The adjustment removes pro
6 forma CAP water expenses on a going forward basis. The adjustment is
7 part of RUCO’s recommendation to deny the Company’s request for
8 recovery of deferred CAP charges over a ten-year period and to treat
9 future CAP costs associated with the Casa Grande, Coolidge and White
10 Tank systems as an operating expense.
11 Remove Amortization of Deferred CAP Charges — This adjustment is. also
12 part of RUCO’s recommendation to deny the Company’'s request for
13 recovéry of deferred CAP charges over a ten-year period. The adjustment
14 removes pro forma amortization expense from the Casa Grande, Coolidge
15 and White Tank systems.
16 Revenue & Expense Annualization for 2003 — This adjustment annualizes
; 17 revenues from water sales and various expense items based on the level
; 18 of customers being served by the Company at the end of the Company’s
‘ 19 Test Year.
20 Purchased Power Expense — This adjustment increases purchased power
21 expense for all five systems. The adjustment takes into consideration
22 both the recent increase in rates granted to Arizona Public Service
6
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Company (“APS”) by the ACC and RUCO'’s recommended elimination of
the Company’s purchased power adjustor mechanism.

Depreciation & Amortization Expense — This adjustment calculates the

Company’s depreciation and amortization expense on a going forward
basis.

Property Tax Expense — This adjustment calculates the appropriate level

of property tax expense using the Arizona Department of Revenue’s
(“DOR”) approved formula for calculating water utilities’ property tax
liabilities.

Income Tax Expense — This adjustment calculates the appropriate level of

federal and state income tax expense given RUCO’s recommended level
of operating income.

Amortization of Rate Case Expense — This adjustment reflects RUCO’s

preliminary estimated rate case expense for the instant proceeding.
RUCO'’s final estimate will be presented during the evidentiary hearing
after the majority of the Company's rate case expense has been

tabulated.

REVENUE REQUIREMENTS

Please summarize the results of your analysis of Arizona Water's revenue
requirements.

Based on the results of my audit, | am recommending that the level of

revenue be increased by no more than $15,481 for Casa Grande, and
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1 increased by no more than $534 for Stanfield. My recommended levels of
2 revenue are exhibited in Schedule WAR-1 for each of the aforementioned
3 systems. My original cost rate base (“OCRB”) figures of $17,380,813 for
4 Casa Grande, and $326,426 for Stanfield are exhibited in Schedule WAR-
5 1 for each of these systems. My supporting original cost rate base
6 (“OCRB?”) details for each of these systems, is based on the original costs
7 that Arizona Water has agreed to accept as the Company’s fair value rate
8 base. My recommended adjusted operating incomes of $1,593,821 for
9 Casa Grande, and $29,933 for Stanfield are also displayed in Schedule
10 WAR-1. Schedule WAR-9 includes supporting detail for both of these
S operating income figures.
12
13 | Q. What elements of operating revenue make up your recommended levels
14 of total operating revenues?
15 [ A My recommended decreases and increases in total operating revenue are
16 comprised of water sales revenue recorded during the period ended
17 December 31, 2003. | am recommending that total Company water sales
18 revenues be increased to $7,381,685 for the Casa Grande system, and
‘ 19 increased to $ 117,007 for the Stanfield system.
; 20
21
22
23
8
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OVERVIEW OF THE FILING

Q. Please describe Arizona Water’s rate application.

A. Arizona Water is requesting rate increases of $1,843,802 for the Casa

Grande system, and $11,601 for the Stanfield system. As noted earlier
Arizona Water’'s application is based on a test year ended December 31,
2003. As opposed to prior filings, which involved the Company’s Northern
and Eastern Groups, Arizona Water has chosen not to seek recovery of
any plant placed into service after December 31, 2003. Thus, the

inclusion of post-test year plant will not be an issue in this proceeding.

The Company is also seeking rate base treatment and the recovery of
deferred CAP charges, incurred since 1986, over a ten-year period for the
Casa Grande, Coolidge and White Tank systems. Arizona Water also
seeks the recovery of future Casa Grande CAP water charges in rates on

a going forward basis.

In regard to the recovery of costs associated with the U.S. Environmental
Protection Agency’s (“EPA”) revised arsenic standard of 10 parts per
billion (scheduled to go into effect in January 2006), the Company is
seeking an arsenic recovery cost mechanism (“ACRM”) that is similar to
the one that was approved by the Commission in the prior Northern and

Eastern Group rate case proceedings. According to Arizona Water's

Application, the Casa Grande, Stanfield and White tank systems will be
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impacted by the EPA’s revised arsenic standard. Earlier this year, the
Commission approved an Order, which adopted the recommendations of

ACC Staff, on the Company’s request for a modified ACRM.

Q Does RUCO oppose the Company’s request for an ACRM in this case?

A. No.

Q Is Arizona Water seeking a continuance of the Company’s purchased
power adjustor mechanism (“PPAM") and purchased water adjustor
mechanism (“PWAM”) for the Western Group systems in this proceeding?

A. Yes.

Q. What is RUCQO’s position on continuing these mechanisms?

A. RUCO recommends that the Commission eliminate the PPAM and PWAM
for the Western Group systems. RUCO’s recommendation is consistent
with the Commission’s decision to eliminate these same adjustor
mechanisms in the Company’s Eastern Group rate case (Decision No.

66849, dated March 19, 2004).
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RATE BASE
Rate Base Adjustment #1 — Accumulated Depreciation - Plant
Q.

A

Does the Company’s application adhere to generally accepted ratemaking
principles and the Commission’s own rules regarding the use of a
historical test year?

Yes. The Commission’s Rules require the use of a historical test year. In
RUCO’s opinion, Arizona Water's rate request for the Western Group
adheres to those Rules (as noted earlier, the Company has elected not to
seek recovery of post-test year plant in this proceeding’). The biggest
areas of contention in this case involve the recovery of deferred CAP
charges over a ten-year period, the recovery of future CAP charges as an
operating expense, the elimination of both the PPAM and the PWAM, and
the removal of capitalized legal expenses which have been booked to the

Casa Grande plant in service account.

Please explain your adjustment to the Company’s plant in service account.
Rate Base Adjustment #1 calculates the level of gross plant placed into
service since the Company’s last rate case proceeding and increases and
decreases the levels of Test Year accumulated depreciation for the five

systems in the Western Group.

' RUCO vigorously opposed the Company’s request for inclusion of post-test year plant in both
the Northern and Eastern Group proceedings.

11
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The calculation of my recommended plant in service figure for the two
systems that | am providing testimony on is exhibited in Schedule WAR-4,
pages 1 through 4. Schedule WAR-4 calculates plant additions and
retirements that occurred from 1990 through the 2003 Test Year period.
RUCO’s calculated Test Year level of gross plant reconciled with the
Company-proposed level for each of the systems in the Western Group.
The adjustment results in an $889 increase in accumulated depreciation
for Ajo, a $55,553 increase in accumulated depreciation for Casa Grande,
a $131,867 decrease in accumulated depreciation for Coolidge, a $9,670
decrease in accumulated depreciation for Stanfield, and a $15,781

decrease in accumulated depreciation for White Tank.

Q. Do you agree with the Company’s calculation of accumulated depreciation
expense?
A. No. The Company’s calculation of accumulated depreciation includes an

additional six months of depreciation expense to reflect a full year of
accumulated depreciation on new additions during the Test Year that are

subject to the half-year convention.

Q. What is the half-year convention?
A. The half-year convention is a tax accounting concept that simplifies the
procedure for recording depreciation expense on new assets placed into

service during different times of the year. Under the half-year convention,

12
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1 six months of depreciation expense is calculated on a new asset addition
2 regardless of what date it goes into service. The same six-month’s worth
3 of depreciation is calculated on a new asset placed into service on
4 January 1 as on a similar asset that goes into service on December 31.

5

6 |Q. Was RUCO’s calculation of accumulated depreciation performed under
7 the half -year convention?

8 |[A. Yes. RUCO’s adjusted accumulated depreciation figure for Test Year

9 plant additions, including the Phoenix Office and Meter Shop allocations,
10 only includes the six months of depreciation expense that should be
11 recorded for plant additions under the half-year convention. The annual
12 depreciation expense and accumulated depreciation balances from 1990
13 to the end of 2003 are exhibited in Schedule WAR-4.

14

15 | Q. When should the unrecorded six months of depreciation be taken into

16 account for ratemaking purposes?

17 A, A full year of depreciation expense should be calculated in order to arrive

18 at the appropriate level of depreciation & amortization operating expense

19 that the Company is entitled to receive in rates on a going forward basis.

20 My calculation of pro forma depreciation & amortization expense using a
‘ 21 full-year convention is exhibited in Schedule WAR-13.

22

13
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1 | Rate Base Adjustment #2 — Restate Allocated Phoenix Office & Meter Shop

2 and Accumulated Depreciation
3 [Q. Please explain the Company’s method of recovering plant associated with
4 the Phoenix Office and Meter Shop.
5 JA. The Company calculates a set of annual allocation factors for each system
6 within its three operating groups. The total Phoenix Office and Meter
7 Shop plant is then multiplied by each system’s allocation factor to
8 determine how much Phoenix Office and Meter Shop plant should be
9 allocated to a specific system. The allocation factors | have used in my
10 recommended adjustment to accumulated depreciation associated with
11 : these assets are consistent with the factors used by Arizona Water.
12
13 | Q. Please explain your adjustment that restates the Company-proposed level
14 of allocated Phoenix Office and Meter Shop plant for the five Western
15 Group systems.

16 | A. The figures for allocated Phoenix Office & Meter Shop plant contained in

17 the Company’s application reflect amounts that are net of accumulated
18 depreciation. My adjustment, which is exhibited in Schedule WAR-5,
19 restates the Company-proposed level of allocated Phoenix Office and
|
| 20 Meter Shop plant from a net figure to a gross figure, and then restates the
21 Company-proposed accumulated depreciation figure to reflect the
22 amounts of accumulated depreciation that are associated with the
23 allocated Phoenix Office & Meter Shop plant.

14
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What was your rationale for making the adjustment to the Company-
proposed level of allocated Phoenix Office and Meter Shop plant?

The main reason for the adjustment was to simply state the Company’s
proposed levels of allocated Phoenix Office & Meter Shop plant on the
same gross basis as the plant in service. These two figures can be
viewed as separate line items on Schedules WAR-2, TJC-2, WAR-3 and
TJC-3. The adjustment has no net effect on rate base for the five Western

Group systems.

Rate Base Adjustment #3 — Accumulated Depreciation — Phoenix Office

Q.

Did RUCO perform a calculation similar to the one made.in Rate Base
Adjustment #1, to determine the appropriate Test Year level of allocated
Phoenix Office plant in service?

Yes. As can be seen in Schedules WAR-6 and TJC-6, a similar analysis
was performed on the Phoenix Office plant in service. The result of the
analysis is an increase in allocated accumulated depreciation of $152 for
Ajo, $3,309 for Casa Grande, $702 for Coolidge, $50 for Stanfield and

$316 for White Tank.

15
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1 Rate Base Adjustment #4 — Accumulated Depreciation — Meter Shop

2 |Q. Did RUCO also perform a calculation similar to the one made in Rate
3 Base Adjustment #1, to determine the appropriate Test Year level of
4 allocated Meter Shop plant in service?

5 [ A Yes. As can be seen in Schedules WAR-7 and TJC-7, the same analysis

6 was performed on the Meter Shop plant in service. The result of the
7 analysis is a decrease in allocated accumulated depreciation of $9 for Ajo,
8 $192 for Casa Grande, $41 for Coolidge, $3 for Stanfield and $18 for
9 White Tank.

10

11 | Rate Base Adjustment #5 - Deferred CAP Charges

12 Q. Is Arizona Water seeking recovery of deferred CAP charges associated

13 with the Company’s Casa Grande, Coolidge and White Tank systems?

14 A Yes. In its Application, Arizona Water requested rate base treatment for

15 deferred CAP charges that the Company’'s Casa Grande, Coolidge and

16 White Tank systems have incurred. Arizona Water is also requesting that

17 the Company be permitted to amortize and recover these deferred CAP

18 charges over a ten-year period as the Commission allowed it to do for the
| 19 Apache Junction system in the prior Eastern Group proceeding. The
20 Company is further requesting that it be permitted to treat all future CAP
‘ 21 charges for the Casa Grande, Coolidge and White Tank systems as a

22 regular operating expense.

23

16
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1 1Q. Does RUCO believe that the Commission should adopt the Company’s

2 proposal to recover and earn a rate of return on the deferred CAP charges

3 as it was allowed to do in the prior Eastern Group proceeding?

4 |A. No. RUCO’s position on this matter sharply differs from the Company’s.

5 RUCO believes that the CAP situation in this proceeding is significantly

6 different than the CAP situation that existed in the Eastern Group

7 proceeding.

8

9 Q. Please explain these differences.
10 | A. In the Eastern Group proceeding, the Company’s Apache Junction system
11 was utilizing almost all of its CAP allocation at the time of the proceeding.
12 In the Western Group, only one of the three systems with CAP allocations
13 is actually providing CAP water to its customers. That system, the Casa
14 Grande system, is providing non-potable CAP water which, during the
15 Test Year, amounted to approximately thirty percent of the Casa Grande
16 system’s total CAP allocation. The other two systems, Coolidge and
17 White Tank, are not providing any CAP water to customers. In the case of
18 the Casa Grande system, Arizona Water is recovering the costs for non-
19 potable CAP deliveries through the Company’s NP-260 Tariff.
20
21
22
23

17
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1 |Q. Does the Company have plans to utilize the full amount of CAP water
2 allocated to the three systems in question?

3 A The Company stated in its Application that it plans to utilize all of its CAP

4 allocations for the three systems in question within the next ten to fifteen
5 years. The Company also states that it has plans to build treatment
6 facilities for the provision of potable CAP water in the Western Group,
7 however, none of these facilities currently exist. In addition, Arizona
8 Water has stated that the Company is not engaged in any recharge (i.e.
9 groundwater replenishment) projects at the present time.

10

11 Q. Does RUCO believe that the Company should be able to recover the

12 Western Group deferred CAP charges in rates?
13 (A No. With the exception of the Casa Grande customers that purchase non-
14 potable CAP water under the Company’'s NP-260 tariff, the remaining
15 Casa Grande, Coolidge and White Tank ratepayers receive no benefit
16 from those system’s CAP allocations, the CAP allocations are by definition
17 non-used and useful in the provision of service. Since accepted
18 ratemaking theory requires that non-used and useful investments be
19 excluded from rates, RUCO believes that the Commission should deny the
20 Company’s request for recovery of deferred CAP charges for the Casa
21 Grande, Coolidge, and White Tank systems. RUCO further believes that
22 the Company-proposed level of amortized deferred CAP charges will
‘ 23 place an additional undue hardship on the Company’'s Casa Grande and

18
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1 White Tank ratepayers given the fact that those ratepayers will be facing
2 increased charges for the removal of arsenic through the ACRM.
3

4 {Q. What has been the Commission’s policy on recovery of CAP deferrals and

5 expenses?
6 | A The Commission has historically held that CAP water needs to be used
7 and useful in the provision of service to be eligible for rate recovery. The
8 following exemplifies the Commission’s policies on CAP water recovery:
9

10 CAP costs should not be recovered through rates until

11 the utility is actually receiving CAP water. [Decision No.

12 58419, dated September 30, 1993 Paradise Valley Water

13 Company] ‘ Lo

14

15 and

16

17 Because Citizens is not utilizing CAP water in the provision

18 of service to its customers, its CAP allocation by definition

19 is not “used” and “useful”’. Therefore, the costs of Citizens’

20 CAP capital charges should not be borne by the ratepayers.

21 Furthermore, because Citizens has no definite plans to use

22 the CAP water, its proposal to use its CAP allocation is spec-

23 ulative and the use of this water cannot be considered to be

24 a known and measurable event. Therefore, Citizens’ request

25 for M&l Capital Charges should be denied. [Decision No.

26 60172, dated May 7, 1997, Citizens Utilities Company].

27

28

29 Q. Are their any other reasons why RUCO opposes the Company’s request
30 for recovery of deferred CAP charges?
31 [ A. Yes. RUCO believes that the Company’s request for recovery of deferred

32 CAP charges at this point in time raises serious questions in terms of

‘ 19
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intergenerational inequities. Given the fact that the Company wants to
begin recovery of the deferred CAP charges prior to providing any treated
water, the possibility exists that some percentage of ratepayers will never
receive any benefit for what they will be charged for in rates. This is
because the body of ratepayers that will actually receive treated CAP
water are not necessarily the same body of ratepayers that will be
required to pay for the recovery of the deferrals. Under a worst-case
scenario, the Company may not actually bring treatment facilities on line
until the end of its ten to fifteen year projection for using all of its CAP
allocation. In this scenario, customers that die or leave the system could
pay for CAP deferral recovery fbr years and not derive any real benefit for
what they are being charged for in their rates. Delaying the recovery of
deferred charges in rates until the time that the Company is actually
providing treated potable CAP water to its customers, as the Commission
did in the case of the Apache Junction system, makes more sense
because the body of ratepayers that will be benefiting from the CAP water
will be the customers that pay for it. If the Company’s growth projections
are realized, the recovery of the deferred charges would possibly be
spread over a larger future customer base in the affected systems and,

conceivably, the increase in rates would not be as high.

20
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0

Should the Company be permitted to recover future CAP charges as an
operating expense?

No. As | stated earlier, since the Company is not actually utilizing the
Casa Grande, Coolidge and White Tank system’s CAP allocations, and
ratepayers are not actually receiving the benefits associated with the CAP
water (with the exception of the Casa Grande NP-260 Tariff customers),
the Company should not be permitted to recover its future CAP charges in
rates as an operating expense. Accordingly, | have removed the
Company’s pro forma amounts for CAP charges on a going forward basis
in RUCO’s recommended level of annual purchased water expense. |
have also removed the Company’s ten-year amortization of the deferred

CAP charges (Operating Adjustment #1).

Rate Base Adjustment #6 - Working Capital

Q.

Has RUCO adjusted the Company-proposed working capital figures for
the two systems in the Western Group that you are providing testimony
on?

Yes. RUCO’s working capital adjustments, exhibited in Schedule WAR-7,
result in a decrease of $206,992 in the working capital requirements for
Casa Grande and an increase of $2,672 for Stanfield.

A detailed discussion and explanation for RUCO’s method for calculating
this adjustment is contained in the testimony of RUCO witness Timothy J.

Coley.

21
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Rate Base Adjustment #7 — Remove Casa Grande Legal Expenses

Q.

Please explain your $824,374 adjustment that decreases plant in service
for the Casa Grande system.

The $824,374 adjustment removes capitalized legal expenses that
Arizona Water recorded in a non-depreciable account titled “Intangibles,
Miscellaneous.” As presently booked, the capitalized amount of $824,374
will remain in rate base indefinitely and will provide the Company with a
return on the full $824,374 in perpetuity. Under my recommended rate of
return of 9.17 percent, this will result in an after tax operating income of

$75,595 per year.

Did Arizona Water request an accounting order from the ACC authorizing
the Company to treat these legal costs in this manner?

No.

What were these capitalized legal costs for?

Based on my review of legal filings that were provided by the Company in
response to a RUCO data request, the capitalized legal expenses were
incurred as part of an attempt by the Company to block the City of Casa
Grande from selling effluent water to the owners of the Desert Basin
merchant power plant located within the Company’s certificated area.
According to the documents that | was provided with by the Company, and

city council meeting minutes that have been posted on the City of Casa
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1 - Grande website, Arizona Water filed motions in federal and local courts,
2 and with the ACC, to prevent the City of Casa Grande from carrying out its
3 plans to enter into an effluent water sales agreement with Reliant Energy,
4 Inc. (“Reliant Energy”), which was the original owner of the Desert Basin
5 power plant located near Casa Grande. Salt River Project (“SRP”)
6 subsequently purchased the plant from Reliant Energy. The Company did
7 not prevail in the majority of the litigation, but my recommendation is not
8 based on that outcome.
9

10 [ Q. Does Arizona Water have the capability to provide effluent water in the

11 Company’s Casa Grande service territory?

12 [ A No. Arizona Water is not engaged in the provision of wastewater service

13 and does not produce effluent.

14

15 ( Q. If Arizona Water had blocked the City of Casa Grande from entering into

16 the effluent sales agreement, what would the Company have sold to the
17 Desert Basin power facility?

18 |[A. | can only speculate that Arizona Water would have sold either ground
19 water or non-potable CAP water. | believe that the sale of either of these
20 two water resources would have been a poor decision given the fact that
21 effluent was available from the City of Casa Grande and that the need for
22 conservation of ground water and Colorado River water had increased
23 due to drought conditions that have existed over the last ten years. In fact

23
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1 the Company raises groundwater conservation issues in this case. The
2 only other option that | am aware of would have been for Arizona Water to
3 purchase the effluent from the City of Casa Grande and then resell it to
4 the owners of the Desert Basin facility.
5
6 [Q. How should these legal expenses have been treated?
7 A | believe that these expenses should have been treated as operating
8 expenditures and should have been expensed during the periods that they
9 were incurred in. Under this scenario, the Company’s shareholders would
10 have borne the burden of any resulting operating losses that would have
11 occurred as a result of the Company’s decision to litigate this matter.
12
13 | Q. Would you have recommended recovery of these legal costs in rates had
14 the Company booked them as operating period expense?
15 A No. At best | would have disallowed them as a non-recurring expense and
16 at worst, given the fact that the City of Casa Grande was in a position to
17 sell effluent water and the funds could have been put to better use, | would
18 have disallowed them as imprudent expenditures and a waste of utility
19 resources.
20
21
22
‘ 24
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1 Q. Why do you believe that the Commission should adopt vyour
2 recommendation to remove the $824,374 from the Casa Grande system
3 rate base?
4 | A Ratepayers should not have to provide the Company with a perpetual
5 return on discretionary legal expenditures that provide no clear benefit to
6 customers. Arizona Water made a business decision to pursue this matter
7 in the courts of law to increase its water sales revenue and enrich its
8 shareholders. Whether the Company had succeeded or failed in the effort
9 is immaterial. In either instance ratepayers would have received no
10 benefit from the outcome. Having failed in its attempts to block the City of
11 Casa Grande from selling effluent water to the Desert Basin facility,
12 Arizona Water now wants Casa Grande ratepayers to provide the
13 Company’s shareholders with a return in perpetuity on the funds that the
14 Company’s management spent on a highly questionable unnecessary
15 purpose that provides ratepayers with no benefit whatsoever.
16
17 | Q. Has the Commission shielded ratepayers from the unnecessary costs of
18 litigation in the past?
19 | A Yes. The Commission has on many occasions shielded ratepayers from
20 litigation costs. In the last Southwest Gas Corporation rate case, the
21 Commission excluded the litigation costs of a failed merger with ONEOK,
22 Inc. from rates (Decision No. 64172, dated October 30, 2001). In another
23 instance, the Commission denied litigation costs associated with rate case
25
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expense (which was in large part comprised of legal expenses) in a
proceeding that involved Arizona-American Water Company (Decision No.

67093, dated June 30, 2004).

OPERATING INCOME

Operating Adjustment #1 — Remove Pro Forma CAP M&I Charges

Q.

Has RUCO made adjustments to remove the Company’s pro forma
adjustment for CAP M&i charges?

Yes, as | explained earlier in my testimony on the deferred CAP charges, |
have removed the Company’s pro forma amounts for CAP M&l charges
on a going forward basis. This is consistent with RUCO’s
recommendation that the Company not be permitted to rate base CAP
deferred charges for the Casa Grande, Coolidge and White Tank systems.
The adjustment can be viewed in Schedules WAR-10 and TJC-10. The
adjustment results in a decrease in purchased water expense of $159,449

for Casa Grande, $56,000 for Coolidge, and $27,104 for White Tank.

Operating Adjustment #2 - Remove Amortization of Deferred CAP Charges

Q.

Please explain your operating adjustment, which removes pro forma
amortization expense on deferred CAP charges.

This is the final adjustment needed to remove pro forma amounts that are
associated with the Company’s request to recover deferred CAP charges

in rates. The adjustment removes the amortization expense associated
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with the Company’s proposal to amortize the deferred CAP charges over a
ten-year period. The adjustment results in a decrease in amortization
expense of $352,580 for Casa Grande, $104,601 for Coolidge, and

$50,627 for White Tank.

Operating Adjustment #3 - Revenue and Expense Annualization for 2003

Q.

Has RUCO annualized revenues to take into account the change in
customers during the 2003 Test Year?

Yes. Schedule WAR-11 for each of the systems | am providing testimony
on presents RUCO’s revenue and expense reconciliation based on the
customer count in 2003. RUCO witness Timothy J. Coley discusses the

adjustment in detail in his direct testimony on the Western Group systems.

Operating Adjustment #4 — Purchased Power

Q.

Why has RUCO increased purchased power expense for all five systems
in the Western Group?

The upward adjustment in purchased power expense for all five systems
in the Western Group takes into consideration both the recent increase in
rates granted to APS by the Commission, and RUCO’s recommendation
to eliminate the Company’s PPAM. The adjustment, which can be viewed
in detail in Schedules WAR-12 and TJC-12, increases, on a percentage
basis, the amount of purchased power from APS by 3.50 percent. The

3.50 percent figure is the commercial rate increase authorized in the APS
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settlement agreement, which was approved by the Commission on April 5,

2005.

Operating Adjustment #5 - Depreciation and Amortization Expense

Q.

A.

Have you calculated depreciation and amortization expense?

Yes. The calculation is exhibited in Schedule WAR-12. As explained
earlier in my testimony, | have calculated a full year of depreciation and
amortization expense based on RUCO’s level of Test Year plant balances
including allocated post-test year Phoenix Office and Meter Shop

additions.

How did you calculate your recommended levels of depreciation and
amortization expense for each of the five systems in the Western Group?

As exhibited in Schedule WAR-13, my recommended levels of
depreciation and amortization expense were calculated by applying the
component depreciation rates, approved by the Commission in the
Eastern Group proceeding, to the level of plant in service calculated on
page 4 of Schedule WAR-4. A two percent composite rate of
depreciation, also approved by the Commission in the Eastern Group
proceeding, was applied to the Company’s Test Year level of contributions
in aid of construction (“CIAC”) in order to arrive at the proper amount of
amortization of CIAC to be deducted from depreciation expense. RUCQO’s

calculation of depreciation and amortization expense takes leasehold
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improvements into consideration and also considers the removal of
amortization of deferred CAP charges that were discussed in RUCO'’s
Operating Adjustment #2. Other than the removal of amortization of
deferred CAP charges, RUCO’s calculation of depreciation and
amortization expense resulted in no increases or decreases for the five
Western Group systems. The results of the calculation have been

presented here largely for illustrative purposes.

Operating Adjustment #6 - Property Tax Expense

Q.

Is RUCO recommending an adjustment to the Company-proposed levels
of property tax expense for the Western Group systems?

Yes. The adjustment, exhibited in Schedule WAR-14, results in a $51,803
decrease for Casa Grande and an $866 decrease for Stanfield. The
property tax calculation was made using the currently effective DOR
formula. Please refer to the direct testimony of RUCO witness Timothy J.

Coley for a detailed discussion on property tax issues in this case.

Operating Adjustment #7 - Income Tax Expense

Q.

Have vyou calculated income tax expense based on RUCO’s
recommended adjusted operating income for each of the five Western
Group systems?

Yes. This adjustment is shown on Schedules WAR-15 and TJC-15 for

each of the five systems in the Western Group. The adjustment uses the
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synchronized interest method for calculating the level of interest expense

to be deducted from income taxes.

Operating Adjustment #8 - Amortization of Rate Case Expense

Q.

Please explain your adjustments to rate case expense for each of the
systems you are providing testimony on.
At this time | am not proposing an adjustment to the Company’s requested

level of rate case expense.

Does this mean RUCO has adopted the Company’s estimates in full?

No. RUCO has reviewed the amount of rate case expense billed to date
and has decided that the prudent approach would be to wait until a final
figure can be accurately calculated and compared to the Company’s
request. RUCO will present a final estimate on rate case expense

amortization during the evidentiary hearing.

Does this conclude your direct testimony on Arizona Water's Western
Group systems?

Yes, it does.
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W-01445A-02-0619

Type of Proceeding

WIFA Financing
Financing
WIFA Financing

WIFA Financing

Financing

Sale of Assets
Sale of Assets
Reorganization
Reorganization
Financing
Financing
Financing
WIFA Financing
WIFA Financing

Rate Increase/
Financing

Financing
Rate Increase
Rate Increase
Financing
Financing
Financing
Financing
Rate Increase
Rate Increase

Rate Increase




Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

Utility Company Docket No. Type of Proceeding
Arizona-American Water Company W-01303A-02-0867 et al. Rate Increase
Arizona Public Service Company E-01345A-03-0437 Rate Increase

1 Rio Rico Utilities, Inc. WS-02676A-03-0434 Rate Increase
Qwest Corporation T-01051B-03-0454 Renewed Price Cap
Chaparral City Water Company W-02113A-04-0616 Rate Increase







SCHEDULE #

WAR -1

WAR -2

WAR -3

WAR - 4

WAR-5

WAR -6

WAR -7

WAR -8

WAR -9

WAR - 10

WAR - 11

WAR - 12

WAR -13

WAR - 14

WAR - 15

WAR - 16

WAR - 17

WAR - 18

WAR - 19

WAR - 20

ARIZONA WATER COMPANY
CASA GRANDE SYSTEM
DOCKET NO. W-01445A-04-0650

TABLE OF CONTENTS TO SCHEDULES WAR

REVENUE REQUIREMENTS

RATE BASE - ORIGINAL COST

SUMMARY OF RATE BASE ADJUSTMENTS

RATE BASE ADJUSTMENT #1 - ACCUMULATED DEPRECIATION - PLANT

RATE BASE ADJ. #2 - RESTATE ALLOCATED PHOENIX OFFICE
& METER SHOP AND ACCUMULATED DEPRECIATION

RATE BASE ADJUSTMENT #3 - ACCUMULATED DEPRECIATION - PHOENIX OFFICE
RATE BASE ADJUSTMENT #4 - ACCUMULATED DEPRECIATION - METER SHOP
RATE BASE ADJUSTMENT #6 - WORKING CAPITAL

OPERATING INCOME -~ TEST YEAR AND RUCO PROPOSED

SUMMARY OF OPERATING ADJUSTMENTS

OPERATING ADJ. #3 - REVENUE AND EXPENSE ANNUALIZATION FOR 2003
OPERATING ADJ. #4 - PURCHASED POWER

OPERATING ADJ. #5 - DEPRECIATION AND AMORTIZATION EXPENSE
OPERATING ADJ. #6 - PROPERTY TAX EXPENSE

OPERATING ADJ. #7 - INCOME TAXES

COST OF CAPITAL

PROPOSED RATES

MONTHLY MINIMUM CHARGES

BILLING ANALYSIS

REVENUE SUMMARY BY METER SIZE AND CUSTOMER CLASS




ARIZONA WATER COMPANY DOCKET NO. W-01445A-04-0650
TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-1

CASA GRANDE SYSTEM PAGE 1 OF 2

REVENUE REQUIREMENTS

(A) (B)

LINE COMPANY RUCO

NO. DESCRIPTION REQUESTED RECOMMENDED
1 ADJUSTED RATE BASE $ 21,996,652 $ 17,380,813
2 ADJUSTED OPERATING INCOME 1,180,182 1,584,337
3 CURRENT RATE OF RETURN (L2/L1) 5.37% 9.12%
4 REQUIRED RATE OF RETURN 10.50% 9.17%
5 REQUIRED OPERATING INCOME (L4 ® L1) 2,309,648 1,593,821
6 OPERATING INCOME DEFICIENCY (L5 - L2) 1,129,466 9,483
7 GROSS REVENUE CONVERSION FACTOR 1.63245 1.63249
8 GROSS REVENUE INCREASE B 1,843802] [3 15,481 |
9 CURRENT REVENUES T/Y ADJUSTED 7,298,464 7,366,204
10 PROPOSED ANNUAL REVENUE (L8 + L9) 9,142,266 7,381,685
11 PERCENTAGE AVERAGE INCREASE 25.26% 0.21%

REFERENCES:

COLUMN (A): COMPANY SCHEDULE A-1

COLUMN (B): SCHEDULE WAR-1, PG. 2, WAR-2, WAR-9 AND WAR-16




ARIZONA WATER COMPANY

TEST YEAR ENDED DECEMBER 31, 2003
CASA GRANDE SYSTEM

GROSS REVENUE CONVERSION FACTOR

LINE
NO. DESCRIPTION

1 REVENUE

2 UNCOLLECTIBLES
3 SUB-TOTAL

4 LESS: TAX RATE

5 TOTAL

6 REVENUE CONVERSION FACTOR

NOTE (a):
"CALCULATION OF EFFECTIVE TAX RATE

OPERATING INCOME BEFORE TAXES
LESS: ARIZONA STATE TAX

TAXABLE INCOME FEDERAL

TIMES: FEDERAL INCOME TAX RATE
SUBTOTAL

ADD STATE TAX RATE

LINE 3 ABOVE

EFFECTIVE TAX RATE

NOTE (b):

STATE INCOME TAX
FEDERAL INCOME TAX
TOTAL INCOME TAX LIABILITY

AMOUNT

DOCKET NO. W-01445A-04-0650
SCHEDULE WAR-1
PAGE 2 OF 2

REFERENCE

1.00000

0.00234

0.99766

38.51%

0.61256

100.00%
6.97%

93.03%
34.00%

31.63%
38.60%
99.77%

38.51%

$ 1,079
4,919
$ 5998

COMPANY SCH. C-3
LINE 1 - LINE 2
NOTE (a)
LINE 3 - LINE 4

LINE 1/LINE 5




ARIZONA WATER COMPANY

TEST YEAR ENDED DECEMBER 31, 2003
CASA GRANDE SYSTEM

RATE BASE - ORIGINAL COST

LINE
NO.

10

11

12

13

DESCRIPTION

PLANT IN SERVICE

PHOENIX OFFICE & METER SHOP ALLOCATION
DEFERRED CAP CHARGES
ACCUMULATED DEPRECIATION

NET PLANT IN SERVICE

CONSTRUCTION WORK IN PROGRESS (CWIP)
TOTAL NET PLANT |
ADVANCES IN AID OF CONSTRUCTION (AIAC)
CONTRIBUTIONS IN AID OF CONSTRUCTION (CIAC)
ACCUMULATED AMORTIZATION OF CIAC
DEFERRED INCOME TAXES

WORKING CAPITAL

TOTAL RATE BASE

REFERENCES:
COLUMN (A): COMPANY SCHEDULE B-1
COLUMN (B): SCHEDULE WAR-3
COLUMN (C): COLUMN (A) + COLUMN (B)

DOCKET NO. W-01445A-04-0650

SCHEDULE WAR-2

(A) (B) (©)
COMPANY RUCO
AS RUCO AS
FILED ADJUSTMENTS ADJUSTED
$48,030,396 $ (824,374) $ 47,206,022
947,818 110,516 1,058,334
3,525,803 (3,525,803) -
(12,072,217) (169,186) (12,241,403)
$ 40,431,800 $  (4,408,847) $ 36,022,953
$ 40,431,800 $  (4,408,847) $ 36,022,953
(8,891,444) - (8,891,444)
(7,754,812) - (7,754,812)
1,348,820 - 1,348,820
(3,387,966) - (3,387,966)
250,254 (206,992) 43,262
$ 21,996,652 $  (4,615,839) $ 17,380,813
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ARIZONA WATER COMPANY

TEST YEAR ENDED DECEMBER 31, 2003

CASA GRANDE SYSTEM

RATE BASE ADJUSTMENT #6 - WORKING CAPITAL

LINE
NO.

WN =

(o) N4, -

o

10
11
12

13

DESCRIPTION

CASH WORKING CAPITAL PER COMPANY
CASH WORKING CAPITAL PER RUCO
DECREASE IN CASH WORKING CAPITAL

MATERIALS & SUPPLIES PER COMPANY
MATERIALS & SUPPLIES PER RUCO
MATERIALS & SUPPLIES ADJUSTMENT

PREPAYMENTS PER COMPANY AND SPECIAL DEPOSITS
PREPAYMENTS PER RUCO
PREPAYMENTS ADJUSTMENT

REQUIRED BANK BALANCES PER COMPANY
REQUIRED BANK BALANCES PER RUCO
REQUIRED BANK BALANCE ADJUSTMENT

TOTAL WORKING CAPITAL ADJUSTMENT

DOCKET NO. W-01445A-04-0650
SCHEDULE WAR-8

$ (206,992

PAGE 1 OF 5
AMOUNT REFERENCE
$ (34,386) COMPANY SCH. B-5, PG. 1
(241,378) SCH. WAR-8, PG. 3
$ (206,992) LINE 2 - LINE 1
$ 62,214 COMPANY SCH. B-5, PG. 1
62,214
$ - LINE 5-LINE 4
$ 87,597 COMPANY SCH. B-5, PG. 1
87,597
$ - LINE 8- LINE7
$ 134,829 COMPANY SCH. B-5, PG. 1
134,829
$ - LINE 11 - LINE 10

LINES 3,6,9 & 12




ARIZONA WATER COMPANY
TEST YEAR ENDED DECEMBER 31, 2003
CASA GRANDE SYSTEM

RATE BASE ADJUSTMENT #6 - WORKING CAPITAL

LEAD/LAG CALCULATION

LINE
NO.

DESCRIPTION

10

11

12

13

14

15

16

17

18

19

20

21

PURCHASED POWER

PAYROLL

PURCHASED WATER
CHEMICALS

PROPERTY & LIABILITY INSURANCE
WORKER'S COMPENSATION
HEALTH INSURANCE

OTHER O&M EXPENSES
DEPRECIATION & AMORTIZATION
FEDERAL INCOME TAXES

STATE INCOME TAXES
DEFERRED INCOME TAXES

FICA TAXES

FUTA & SUTA TAXES

PROPERTY TAXES

REG., CONTRACT, & MISCELLANEOUS FEES

SALES & OCCUPATION TAXES
PENSION EXPENSE
SUBTOTAL

SYNCHRONIZED INTEREST

TOTAL

REFERENCES:

COLUMN (A): COMPANY SCHEDULE B-6, W/P B6-1, PAGE 1 OF 5

DOCKET NO. W-01445A-04-0650
SCHEDULE WAR-8

PAGE 2 OF 5
(A) (8 € (D) (E)
EXPENSES
PER RUCO ADJUSTED  (LEADY/LAG
COMPANY  ADJUSTMENTS  EXPENSES DAYS $ DAYS
798786 $ 23471 $ 822,257 3577  § 29,412,126
1,253,342 - 1,253,342 14.00 17,546,788
498,013 (159,449) 338,564 (19.99) (6,767,894)
106,752 - 106,752 (31.45) (3,357,350)
42,909 - 42,909 (45.27) {1,942,490)
16,717 - 16,717 (46.50) (777.341)
255,475 . 255,475 (8.92) (2,278,837)
987,629 (699,797) 287,832 (9.27) (2,668,200)
. . - N/A N/A
537,526 82,447 619,973 61.95 38,409,979
196,721 (60,151) 136,570 99.80 13,629,681
- - - N/A N/A
91,127 - 91,127 14.00 1,275,778
2,127 - 2,127 83.10 176,754
1,014,452 (453,617) 560,835 212.00 118,897,023
111,940 - 111,940 (98.83) {11,063,055)
645,209 . 645,209 37.53 24,214,703
103,726 - 103,726 34.72 3,601,375
$ 6,662,452 $  (1,267,097) $ 5,395,355 * ~$ 218,309,040
489,294 (98,885) 390,409 91.25 35,624,858
$ 7,151,746 $  (1,365982) & 5785764 | 43.89] S 253,933,898

COLUMN (B): DIFFERENCE BETWEEN COLUMN (A) AND SCHEDULE WAR-9 COLUMN (E)

COLUMN (C). COLUMN (A) + COLUMN (B)

COLUMN (D). LINES 1 THRU 9 AND 11 THRU 17 - COMPANY SCHEDULE B-6, W/P B6-1, PAGE 1 OF 5
COLUMN (D): LINE 10 AND 11 - SCHEDULE WAR-8, PAGE 4 OF 5 AND PAGE 5 OF 5, LINE 7 RESPECTIVELY

COLUMN (E): COLUMN (C) x COLUMN (D)

NOTE
N/A = NON CASH CHARGES EXCLUDED FROM WORKING CAPITAL CALCULATION
* RUCO RECOMMENDED LEVEL OF OPERATING EXPENSE - SCHEDULE WAR-9, COLUMN (E), LINE 16 MINUS LINE 12




ARIZONA WATER COMPANY

TEST YEAR ENDED DECEMBER 31, 2003

CASA GRANDE SYSTEM

RATE BASE ADJUSTMENT #6 - WORKING CAPITAL
CALCULATION OF CASH WORKING CAPITAL

DOCKET NO. W-01445A-04-0650
SCHEDULE WAR-8
PAGE 3 OF 5

REFERENCE

LINE

_NO. DESCRIPTION AMOUNT
1 AVERAGE EXPENSE LAG 43.89
2 AVERAGE REVENUE COLLECTION LAG 27.56
3 EXCESS EXPENSE OVER REVENUE LAG (16.33)
4 TOTAL EXPENSES $ 5,395,355
5 CASH WORKING CAPITAL REQUIREMENT (241,378)
6 PER COMPANY $ (34,386)

7 INCREASE (DECREASE) IN WORKING CAPITAL $ (206,992

SCH. WAR-8, PG. 2

CO. SCH. B-6, PG. 2

LINE 2 - LINE 1

SCH. WAR-8, PG. 2

(LINE 3 X LINE 4)/365 DAYS
CO. SCH. B-6, PG. 1

LINE 5 - LINE 6




ARIZONA WATER COMPANY DOCKET NO. W-01445A-04-0650
TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-8

CASA GRANDE SYSTEM PAGE 4 OF 5

RATE BASE ADJUSTMENT #6 - WORKING CAPITAL

CALCULATION OF FEDERAL INCOME TAX LAG

(B)

(A) SERVICE (C) (D) (E)
LINE  PAYMENT PERIOD (LEAD)LAG PAYMENT DOLLAR
NO.. DATE - MIDPOINT =  DAYS X AMOUNT = DAYS
1 04/12/99 07/01/99 (80.00) $ 397,000  $ (31,760,000)
2 06/11/99 07/01/99 (20.00) 50,000 (1,000,000)
3 09/14/99 07/01/99 75.00 486,000 36,450,000
4 12/14/99 07/01/99 166.00 970,000 161,020,000
5 03/14/00 07/01/99 257.00 (240,000) (61,680,000)
6 TOTALS $ 1,663,000  $ 103,030,000
7 INCOME TAX LAG I 61.95 ||
REFERENCE

COMPANY'S WORKPAPERS SCHEDULE B-6, W/P EL-11, PAGE 2 OF 2




TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-8
CASA GRANDE SYSTEM PAGE 5 OF 5
RATE BASE ADJUSTMENT #6 - WORKING CAPITAL

CALCULATION OF STATE INCOME TAX LAG

ARIZONA WATER COMPANY DOCKET NO. W-01445A-04-0650
|
®)

(A) SERVICE () (D) (E)
LINE  PAYMENT PERIOD (LEAD)LAG PAYMENT DOLLAR
NO._ DATE - MIDPOINT =  DAYS X AMOUNT = DAYS
‘ 1 04/15/99 07/01/99 (7700) $ 50,000 $ (3,850,000)
2 06/15/99 07/01/99 (16.00) 12,000 (192,000)
3 09/15/99 07/01/99 76.00 112,000 8,512,000
4 12/15/99 07/01/99 167.00 220,000 36,740,000
5 04/15/00 07/01/99 289.00 (9,983) (2,885,087)
6  TOTALS $ 384017 $ 38324913
7 INCOME TAX LAG I 99.80 ||
REFERENCE

COMPANY'S WORKPAPERS SCHEDULE B-6, W/P EL-12, PAGE 2 OF 2




ARIZONA WATER COMPANY

TEST YEAR ENDED DECEMBER 31, 2003

CASA GRANDE SYSTEM

OPERATING INCOME - TEST YEAR AND RUCO PROPOSED

LINE
NO.

10
11
12
13
14
15
16
17
18

19

20

DESCRIPTION

REVENUES - WATER:

REVENUE FROM WATER SALES
OTHER REVENUES
TOTAL OPERATING REVENUES

OPERATING EXPENSES:
PURCHASED WATER

OTHER

PURCHASED POWER

PURCHASED GAS

OTHER

WATER TREATMENT

TRANSMISSION & DISTRIBUTION

CUSTOMER ACCOUNTS

SALES

ADMINISTRATIVE & GENERAL

DEPRECIATION & AMORTIZATION

PROPERTY TAXES
OTHER TAXES

FEDERAL INCOME TAXES
STATE INCOME TAXES

TOTAL OPERATING EXPENSES

NET INCOME

REFERENCES:
COLUMN (A): CO. SCH. C-1, PG. 1
COLUMN (B): SCH. WAR-10

DOCKET NO. W-01445A-04-0650

SCHEDULE WAR-9
A) B) (C) D) (E)
RUCO
COMPANY RUCO TEST YEAR RUCO
TEST YEAR TEST YEAR AS PROPOSED RUCO
AS FILED ADJUSTMENTS ADJUSTED CHANGES RECOMMENDED

$ 7,298,464 $ 67,740 $ 7,366,204 $ 15,481 $ 7,381,685
622,917 - 622,917 622,917
$ 7,921,381 $ 67,740 $ 7,989,121 $ 15,481 $ 8,004,602
$ 498,013 $ (159,449) § 338,564 $ - $ 338,564
45,935 12,349 58,284 58,284
810,343 11,914 822,257 822,257
286,696 (8,342) 278,354 278,354
187,995 2,242 190,237 190,237
786,616 (30,887) 755,729 755,729
604,959 (2,837) 602,122 602,122
2,962 - 2,962 2,962
952,718 - 952,718 952,718
1,368,007 (352,580) 1,015,427 1,015,427
612,639 (51,803) 560,835 560,835
76,751 - 76,751 76,751
439,020 176,034 615,054 4,919 619,973
68,546 66,945 135,491 1,079 136,570
$ 6,741,199 $ (336,416) _$ 6,404,783 $ 5,998 $ 6,410,781
$ 1,180,182 $ 404,155 $ 1,584,337 $ 9,483 $ 1,593,821

COLUMN (C): COLUMN (A) + COLUMN (B)
COLUMN (D): SCH. WAR-1, PAGE 2 OF 2
COLUMN (E): COLUMN (C) + COLUMN (D)




ARIZONA WATER COMPANY DOCKET NO. W-01445A-04-0650

TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-10
CASA GRANDE SYSTEM
SUMMARY OF OPERATING ADJUSTMENTS
(A) ®) ©) ©) (E) (F) (G) H) 0}
LINE COMPANY RUCO
NO. DESCRIPTION PROPOSED ADJ. #1 ADJ. #2 ADJ. #3 ADJ. #4 ADJ. #5 ADJ. #6 ADJ. #7 ADJUSTED
REVENUES - WATER:
1 REVENUE FROM WATER SALES $ 7,298,464 $ - $ - $ 67,740 $ - $ - $ - $ - $ 7,366,204
2 OTHER REVENUES 622,817 622,917
3 TOTAL OPERATING REVENUES $ 7,921,381 $ - $ - $ 67,740 $ - $ - $ - $ - $ 7,989,121
OPERATING EXPENSES:
4 PURCHASED WATER $ 498,013 $ (159,449) § - $ - $ - $ - $ - $ - $ 338,564
5 OTHER 45,935 12,349 58,284
6 PURCHASED POWER 810,343 11,914 822,257
' 7 PURCHASED GAS - -
8 OTHER 286,696 (8,342) 278,354
9 WATER TREATMENT 187,995 2,242 190,237
10 TRANSMISSION & DISTRIBUTION 786,616 (30,887) 755,729
11 CUSTOMER ACCOUNTS 604,959 (2,837) 602,122
12 SALES 2,962 2,962
13 ADMINISTRATIVE & GENERAL 952,718 962,718
14 DEPRECIATION & AMORTIZATION 1,368,007 (352,580) 0) 1,015,427
16 PROPERTY TAXES 612,639 (61,803) 560,835
16 OTHER TAXES 76,751 ’ 76,751
17 FEDERAL INCOME TAXES 439,020 176,034 615,054
18 STATE INCOME TAXES 68,546 66,945 135,491
19 TOTAL OPERATING EXPENSES $ 6,741,199 $ (159,449) $ (362,580) _$(27.475) _$11.914 $ (0) _$ (51.803) _§ 242,979 $ 6,404,783
20 NET INCOME $ 1,180,182 $ 159,449 $ 352,580 $95215 $(11,914) § 0 $ 51,803 $  (242079) _§ 1584337
ADJUSTMENT #: REFERENCE:
1. REMOVE PRO FORMA CAP M&| CHARGES TESTIMONY WAR
2. REMOVE AMORTIZATION OF DEFERRED CAP CHARGES TESTIMONY WAR
3. REVENUE AND EXPENSE ANNUALIZATION FOR 2003 SCHEDULE WAR-11
4. PURCHASED POWER SCHEDULE WAR-12
5. DEPRECIATION AND AMORTIZATION EXPENSE SCHEDULE WAR-13
6. PROPERTY TAX EXPENSE SCHEDULE WAR-14
7. INCOME TAX EXPENSE SCHEDULE WAR-15
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REFERENCES:
COLUMN (A): COMPANY SCHEDULE E-5 PAGE 1 OF 3

COLUMN (B): COLUMN (C) - COLUMN (A)

COLUMN (C): RUCO SCHEDULE WAR-4, PAGE 4

COLUMN (D): COMPANY SCHEDULE C-2, W/P C2-15b, PAGE 1 OF 4
COLUMN (E): COLUMN (C) x COLUMN (D)

NOTE:
*  NON-DEPRECIABLE PLANT ASSETS

**  PHOENIX QFFICE LEASEHOLD IMPROVEMENTS x ALLOCATION FACTOR = $1,267,373 x 0.2070 = $262,346
**  TEST YEAR ADJUSTED CIAC x 2.00% COMPOSITE RATE OF DEPRECIATION = $7,754,812 x 2.00% = $155,096

ARIZONA WATER COMPANY DOCKET NO, W-01445A-04-0650
TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-13
CASA GRANDE SYSTEM
OPERATING ADJ. #5 - DEPRECIATION AND AMORTIZATION EXPENSE
(A (B) ©) (D) (E)
ACTUAL RUCO
TEST YEAR RUCO COMPONENT ~ RECOMMENDED
LINE  ACCT. BALANCE RUCO ADJUSTED DEPRECIATION ~ DEPRECIATION
NO. __NO. PLANT ACCOUNT NAME PER COMPANY ~_ADJUSTMENTS _ BALANCE RATES EXPENSE
1 301.0 INTANGIBLES: ORGANIZATION* $ -8 -8 - 000% § -
2 3020 INTANGIBLES: FRANCHISES® 3,018 - 3,018 0.00% -
3 3030 INTANGIBLES: MISC.* 824,374 - 824,374 0.00% -
4 3101 SOURCE OF SUPPLY: LAND - WATER RIGHTS" 67,192 - 67,192 0.00% -
5 3102 SOURCE OF SUPPLY: LAND - RESERVOIRS® - - - 0.00% -
6 3103 SOURCE OF SUPPLY: LAND - WELLS" 93,865 - 93,865 0.00% -
7 3140 SOURCE OF SUPPLY: WELLS 271,417 1 2,711,418 3.13% 84,867
8 3200 PUMPING PLANT: LAND* 6,013 - 6,013 0.00% -
9 3210 PUMPING PLANT: STRUCTURES & IMPROVEMENTS 91,607 - 91,607 2.86% 2,620
10 3250 PUMPING PLANT: ELECTRICAL EQUIPMENT 2,394,587 2,394,588 5.88% 140,802
11 3280 PUMPING PLANT: GAS ENGINE EQUIPMENT - - - 4.00% -
12 3300 WATER TREATMENT PLANT: LAND* - - - 0.00% -
13 3310 WATER TREATMENT PLANT: STRUCTURES & IMPROVEMENTS 70,538 0 70538 2.50% 1,763
14 3320 WATER TREATMENT PLANT: EQUIPMENT 133,666 2 133,668 2.86% 3,823
15 3400 TRANSMISSION & DISTRIBUTION: LAND - TANKS & MAINS* 64,886 1 64,887 0.00% -
16 3401 TRANSMISSION & DISTRIBUTION: LAND RIGHTS - FEES* - - - 0.00% -
17 341.0 TRANSMISSION & DISTRIBUTION: STRUCTURES - - - 2.00% -
18 3420 TRANSMISSION & DISTRIBUTION: STORAGE TANKS 1,699,748 @ 1699747 200% 33,905
19 3430 TRANSMISSION & DISTRIBUTION: MAINS 25,581,627 (1) 25581626 1.79% 457,911
20 3440 TRANSMISSION & DISTRIBUTION: FIRE SPRINKLERS 849,998 - 849,908 2.00% 17.000
21 3450 TRANSMISSION & DISTRIBUTION: SERVICES 8,672,173 () 8672173 2.38% 206,398
22 3460 TRANSMISSION & DISTRIBUTION: METERS 1,205,217 (1 1205217 4.55% 54,837
23 3480 TRANSMISSION & DISTRIBUTION: HYDRANTS 2,390,623 (1 2390622 1.82% 43,500
24 3891 GENERAL PLANT: LAND - OFFICE* 8,772 - 8,772 0.00% -
25 3892 GENERAL PLANT: LAND - WAREHOUSE* - - - 0.00% -
26 3893 GENERAL PLANT: LAND - MISC * - - - 0.00% -
27 3%01 GENERAL PLANT: OFFICE BUILDINGS 110943 (1 110,943 250% 2774
28 3902 GENERAL PLANT: WAREHOUSE BUILDINGS 246,375 0 246,375 250% 6,159
29 3903 GENERAL PLANT: MISC. BUILDINGS 11,489 - 11,489 250% 287
30 3910 GENERAL PLANT: OFFICE EQUIPMENT 18,664 - 18,664 6.67% 1,245
31 3911 GENERAL PLANT: ELECTRICAL EQUIPMENT 106,190 ©) 106,190 667% 7,083
32 3912 GENERAL PLANT: OFFICE FURNITURE 36,653 - 36,653 - 6.67% 2445
33 3930 GENERAL PLANT: WAREHOUSE EQUIPMENT 12,913 1 12,014 © 5.00% 646
34 3940 GENERAL PLANT: GARAGE EQUIPMENT 130,579 ] 130,579 - 4.00% 5223
35 3950 GENERAL PLANT:LAB EQUIPMENT 5253 1 5254 5.00% 263
36 3960 GENERAL PLANT: POWER EQUIPMENT 59,810 ) 59,810 1 6.67% - 3,989
37 397.0 GENERAL PLANT: COMMUNICATIONS EQUIPMENT : 170,786 - 170,786 6.67% 11,391
38 3971 GENERAL PLANT: MOBILE RADIOS 45,782 © 45,782 ST eeT% 3,054
39 3972 GENERAL PLANT: AUTO CONTROLS 159,570 1) 159,570 667% 10,643
40 3980 GENERAL PLANT: MISC. 46,069 ) 46,068 : 3.33% 1,534
41
42 TEST YEAR PLANT IN SERVICE TOTALS $ 48030397 § (1) $48,030,397 $ 1104262
43
44 GROSS DEPRECIABLE PHOENIX OFFICE AND METER SHOP ALLOCATION 1,058,334 - 1,058,334 $ 51,718
45
46 GROSS LEASHOLD IMPROVEMENTS 262,346 - 262,346 ™ $ 14,543
47
48 DEFERRED CAP CHARGES 3,525,803 (3.525.803) - $ -
49
50 TEST YEAR TOTALS $ 52876880 § (3525.804) $49,351,077 $ 1170523
51
52
53 LESS:
54 AMORTIZATION OF CONTRIBUTIONS IN AID OF CONSTRUCTION @ 2.00% COMPOSITE RATE *** 155,096
55
56 TOTAL PRO FORMA DEPRECIATION & AMORTIZATION EXPENSE PER RUCO $ 1015427
57 -
58 DEPRECIATION & AMORTIZATION EXPENSE PER COMPANY $ 1,368,007
59
60 LESS:
61 10-YEAR AMORTIZATION OF DEFERRED CAP CHARGES 352,580
62
63 DEPRECIATION & AMORTIZATION EXPENSE PER COMPANY EXCLUDING 10-YEAR AMORTIZATION OF DEFERRED CAP CHARGES S 1015427
64
85 DEPRECIATION & AMORTIZATION EXPENSE ADJUSTMENT (LINE 56 - LINE 63)




ARIZONA WATER COMPANY

TEST YEAR ENDED DECEMBER 31, 2003

CASA GRANDE SYSTEM

OPERATING ADJ. #6 - PROPERTY TAX EXPENSE

LINE
NO. DESCRIPTION

-

REVENUES - 2001

2 REVENUES - 2002

3 REVENUES - 2003

4 TOTAL

5 3 YEAR AVERAGE

6 MULTIPLIER FOR REVENUES (2 X LAST 3 YRS. AVERAGE REVENUE)
7 REVENUES FOR FULL CASH VALUE

8 ADD: 10% OF CWIP BALANCE

9 LESS: LICENSED VEHICLES

10 FULL CASH VALUE

11 ASSESSMENT RATIO

12 ASSESSED VALUE

13 PROPERTY TAX RATE

14 PROPERTY TAXES PAYABLE PER RUCO
15~ PROPERTY TAXES PER COMPANY

16 ADJUSTMENT

AMOUNT

$ 6,924,261
7,620,542

7,703,445

$ 22,248,248

$ 7,416,083
x 2

$ 14,832,165

14,629

201,384

$ 14,645,411
25%

$ 3,661,353

15.3177%

$ 560835

612,639

$ (51,803)

DOCKET NO. W-01445A-04-0650
SCHEDULE WAR-14

REFERENCE

COMPANY SCH. C-2, W/P C2-16a
COMPANY SCH. C-2, W/P C2-16a
COMPANY SCH. C-2, W/P C2-16a
SUMLINES 1,2,&3

LINE 4/3 YEARS

ADOR VALUATION FACTOR

LINE 5 X 2 (MULTIPLIER FOR REVENUES)
COMPANY SCH. B-2, PG. 2; LINE 4 X 10%
COMPANY SCH. C-2, W/P C2-16a

LINE 7 + LINE 8 MINUS LINE 9

PER ADOR VALUATION METHOD

LINE 10 X LINE 11

PER TAX BILLS

LINE 12 X LINE 13 -

COMPANY SCH. C-1, PG. 1

LINE 14 MINUS LINE 15




ARIZONA WATER COMPANY

TEST YEAR ENDED DECEMBER 31, 2003
CASA GRANDE SYSTEM

OPERATING ADJ. #7 - INCOME TAXES

LINE
NO. DESCRIPTION

FEDERAL INCOME TAXES:
1 OPERATING INCOME BEFORE INCOME TAXES

LESS:
2 ARIZONA STATE TAX
3 - INTEREST EXPENSE

4 FEDERAL TAXABLE INCOME

5 FEDERAL INCOME TAX RATE

6 FEDERAL INCOME TAX EXPENSE

7 FEDERAL INCOME TAXES PER COMPANY FILING
8 RUCO FEDERAL INCOME TAX ADJUSTMENT

STATE INCOME TAXES:
9 ' OPERATING INCOME BEFORE INCOME TAXES

LESS:
10 INTEREST EXPENSE

11 STATE TAXABLE INCOME

12 STATE TAX RATE

13 STATE INCOME TAX EXPENSE

14 STATE INCOME TAXES PER COMPANY FILING

15 RUCO STATE INCOME TAX ADJUSTMENT

NOTE (a):
INTEREST SYCHRONIZATION

ADJUSTED RATE BASE
WEIGHTED COST OF DEBT

DOCKET NO. W-01445A-04-0650
SCHEDULE WAR-15

2.25%
§ 390,400

AMOUNT REFERENCE
$ 2,334,882 SCH. WAR-9
135,491 LINE 11
390,409 NOTE (a)
$ 1,808,982 LINE1-LINES2& 3
34.00% TAX RATE
$ 615,054 LINE 4 X LINE 5
439,020 COMPANY SCH. C-1, PG. 1
$ 176,034 LINE 6 - LINE7
$ 2,334,882 LINE 1
390,409 NOTE (A)
$ 1,944,473 LINE7 -LINE 8
6.968% TAX RATE
$ 135491 LINE 9 X LINE 10
68,546 COMPANY SCH. C-1,PG. 1
$ 66,945 LINE 13 - LINE 14
$ 17,380,813
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ARIZONA WATER COMPANY
STANFIELD SYSTEM
DOCKET NO. W-01445A-04-0650

TABLE OF CONTENTS TO SCHEDULES R

SCHEDULE #
WAR -1 REVENUE REQUIREMENTS
WAR -2 RATE BASE - ORIGINAL COST
WAR -3 SUMMARY OF RATE BASE ADJUSTMENTS
WAR - 4 RATE BASE ADJUSTMENT #1 - ACCUMULATED DEPRECIATION - PLANT
WAR-5 RATE BASE ADJ. #2 - RESTATE ALLOCATED PHOENIX OFFICE
& METER SHOP AND ACCUMULATED DEPRECIATION
WAR -6 RATE BASE ADJUSTMENT #3 - ACCUMULATED DEPRECIATION - PHOENIX OFFICE
WAR -7 RATE BASE ADJUSTMENT #4 - ACCUMULATED DEPRECIATION - METER SHOP
WAR - 8 RATE BASE ADJUSTMENT #6 - WORKING CAPITAL
WAR -9 OPERATING INCOME - TEST YEAR AND RUCO PROPOSED
WAR - 10 SUMMARY OF OPERATING. ADJUSTMENTS
WAR - 11 OPERATING ADJ. #3 - REVENUE AND EXPENSE ANNUALIZATION FOR 2003
WAR - 12 OPERATING ADJ. #4 - PURCHASED POWER
WAR - 13 OPERATING ADJ. #5 - DEPRECIATION AND AMORTIZATION EXPENSE
WAR - 14 OPERATING ADJ. #6 - PROPERTY TAX EXPENSE
WAR - 15 OPERATING ADJ. #7 - INCOME TAXES
WAR - 16 COST OF CAPITAL
WAR - 17 PROPOSED RATES
WAR - 18 MONTHLY MINIMUM CHARGES
WAR - 19 BILLING ANALYSIS

WAR - 20 REVENUE SUMMARY BY METER SIZE AND CUSTOMER CLASS




ARIZONA WATER COMPANY DOCKET NO. W-01445A-04-0650
TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-1

STANFIELD SYSTEM PAGE 1 OF 2

REVENUE REQUIREMENTS

(A) (B)

LINE COMPANY RUCO

NO. DESCRIPTION REQUESTED RECOMMENDED
1 ADJUSTED RATE BASE $ 314,131 $ 326,426
2 ADJUSTED OPERATING INCOME 25,878 29,512
3 CURRENT RATE OF RETURN (L2/L1) 8.24% 9.04%
4 REQUIRED RATE OF RETURN 10.50% 9.17%
5 REQUIRED OPERATING INCOME (L4 * L1) 32,984 29,933
6 OPERATING INCOME DEFICIENCY (L5 - L2) 7,106 421
7 GROSS REVENUE CONVERSION FACTOR 1.63245 1.26758
8 GROSS REVENUE INCREASE $ 11,601} [$ 534 ||
9 CURRENT REVENUES T/Y ADJUSTED 115,201 116,474
10 PROPOSED ANNUAL REVENUE (L8 + L9) 126,802 117,007
11 PERCENTAGE AVERAGE INCREASE 10.07% 0.46%

REFERENCES:

COLUMN (A): COMPANY SCHEDULE A-1

COLUMN (B): SCHEDULE WAR-1, PG. 2, WAR-2, WAR-9 AND WAR-16




ARIZONA WATER COMPANY DOCKET NO. W-01445A-04-0650
TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-1

STANFIELD SYSTEM PAGE 2 OF 2

GROSS REVENUE CONVERSION FACTOR

LINE
NO. DESCRIPTION AMOUNT REFERENCE
1 REVENUE 1.00000
2  UNCOLLECTIBLES 0.00234 COMPANY SCH. C-3
3 SUB-TOTAL 0.99766 LINE 1 - LINE 2
4  LESS: TAX RATE 20.88% NOTE (a)
5 TOTAL 0.78890 LINE 3 - LINE 4
6 REVENUE CONVERSION FACTOR 1.26758 LINE 1/LINE 5
NOTE (a):
CALCULATION OF EFFECTIVE TAX RATE
OPERATING INCOME BEFORE TAXES - 100.00%
LESS: ARIZONA STATE TAX 6.97%
TAXABLE INCOME FEDERAL 93.03%
TIMES: FEDERAL INCOME TAX RATE 15.00%
SUBTOTAL 13.95%
ADD STATE TAX RATE 20.92%
LINE 3 ABOVE 99.77%
EFFECTIVE TAX RATE 20.88%
NOTE (b):
STATE INCOME TAX $ 37
FEDERAL INCOME TAX 75

TOTAL INCOME TAX LIABILITY $ 113




ARIZONA WATER COMPANY DOCKET NO. W-01445A-04-0650
TEST YEAR ENDED DECEMBER 31, 2003 SCHEDULE WAR-2
STANFIELD SYSTEM
RATE BASE - ORIGINAL COST
(A) (B) (C)
COMPANY RUCO
LINE AS RUCO AS
NO. DESCRIPTION FILED ADJUSTMENTS ADJUSTED
1 PLANT IN SERVICE $ 602,560 $ - $ 602,560
2 PHOENIX OFFICE & METER SHOP ALLOCATION 14,195 1,655 15,849
3 DEFERRED CAP CHARGES - - -
4  ACCUMULATED DEPRECIATION (195,716) 7,969 (187,747)
5 NET PLANT IN SERVICE $ 421,038 $ 9,623 $ 430,661
6 CONSTRUCTION WORK IN PROGRESS (CWIP) - - : -
7  TOTAL NET PLANT $ 421,038 $ 9,623 - $ 430,661
8 ADVANCES IN AID OF CONSTRUCTION (AIAC) - Lo -
9 CONTRIBUTIONS IN AID OF CONSTRUCTION (CIAC) (49,164) - (49,164)
10  ACCUMULATED AMORTIZATION OF CIAC 7,813 - 7,813
11 DEFERRED INCOME TAXES (62,528) - (62,528)
12 WORKING CAPITAL (3,029) 2,672 (357)
13 TOTAL RATE BASE $ 314,131 $ 12,295 $ 326,426

REFERENCES:
COLUMN (A): COMPANY SCHEDULE B-1
COLUMN (B): SCHEDULE WAR-3
COLUMN (C): COLUMN (A) + COLUMN (B)
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