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EXECUTIVE SUMMARY
DUNCAN RURAL SERVICES CORPORATION
DOCKET NO. G-02528A-05-0314

Duncan Rural Services Corporation (“Duncan Rural”) is a non-profit corporation that supplies
gas service to approximately 750 customers in Greenlee County, Arizona. Duncan Rural is
operated by Duncan Valley Electric Cooperative (“DVEC”) through a management contract.
DVEC controls Duncan Rural’s board of directors. Duncan Rural’s current rates were approved
by the Commission in Decision No. 64869 (June 5, 2002).

Rate Application:

Duncan Rural proposed a $147,406, or 22.70 percent, revenue increase from $649,377 to
$796,783. The proposed revenue increase, as filed, would produce an operating margin of
$61,846 for an 8.01 percent rate of return on an original cost rate base of $772,408. The
$147,406 proposed revenue increase includes $33,1791 of margin revenue and $1 14,2272 of base
cost of gas revenue. Only the $33,179 margin increase is comparable to Staff’s recommended
revenue increase. Duncan Rural requests a 2.0 times interest earned ratio (“TIER’) and a 1.38
debt service coverage ratio (“DSC”).

Staff recommends removing purchased gas cost and its recovery from revenue and expenses to
recognize them in a fuel adjustor mechanism. Staff further recommends a revenue requirement
of $473,218. Staff’s proposed revenue would provide a $147,406, or 45.24 percent, increase
over adjusted test year margin revenues of $325,812 and an operating margin of $65,665 for an
8.66 percent rate of return on a Staff adjusted original cost rate base of $758,057. Operating
revenue of $473,218 would produce a 3.38 TIER and a 1.64 DSC.

Finance Application:

Duncan Rural proposes to convert $268,988 of its $443,584 unauthorized cash advances from
DVEC to a 25-year note at a variable interest rate equal to Arizona Electric Power Cooperative
Inc.’s (“AEPCQ”) variable interest rate earned on funds. Staff determined that Duncan Rural
used $330,484 of the advances for capital improvements and recommends authorization to
convert that amount to a 25-year note on the terms proposed. Staff further recommends
discontinuation of unauthorized cash advances from DVEC to Duncan Rural.

Duncan Rural’s capital structure consists of 142.07 percent debt and negative 42.07 percent
patronage equity. The negative equity exists due to continued net losses experienced by Duncan
Rural. Duncan Rural’s highly leveraged capital structure has negative consequences in the
future.

Staff recommends that Duncan Rural adhere to an equity plan designed to improve its capital
structure. The recommended capital plan requires Duncan Rural to make a filing with the
Commission for 2005 and each year thereafter detailing its calendar year end equity position.
The recommended equity plan requires Duncan Rural to improve its equity position by 5 percent

' $147,046 revenue increase - $114,827 base cost of gas revenue = $33,178 margin revenue
% 574,136 Test Year therm sales x [($0.56 proposed base cost of gas) - ($0.36 current base cost of gas)|=$114,827




each year. Staff recommends that in the event Duncan Rural does not improve its cumulative
equity position by an average of 5 percent (using its December 31, 2005 position as a base) at the
end of any calendar year until patronage equity is a minimum of 30 percent of total capital that
the Cooperative be required to file a rate application within 180 days of the end calendar year
that the 5 percent cumulative average increase in patronage equity is not achieved. However,
Duncan Rural may be granted a waiver from filing a rate application if it provides a written
explanation as to why it did not achieve its equity goal and it can demonstrate to Staff’s
satisfaction that it is likely that it will achieve the cumulative equity goal in Staff’s
recommendation within a reasonable timeframe without any rate adjustment.  Such
demonstration should be provided within 90 days of the end of the calendar year. In no instance
shall Duncan Rural fail to achieve its cumulative equity improvement goal for three consecutive
years without filing a rate application. Staff also recommends that the Commission prohibit
distribution of patronage dividends until Duncan Rural has achieved a capital structure composed
of at least 20 percent patronage equity.
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I. INTRODUCTION

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

A. My name is Daniel Zivan. I am a Public Utilities Analyst III employed by the Arizona
Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff”).

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

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

A. I am responsible for the examination and verification of financial and statistical
information included in utility rate applications. In addition, I develop revenue
requirements, analyze financial information related to financings, sales of assets and other
matters. [ am also responsible for preparing written reports, testimonies, and schedules
that include Staff recommendations to the Commission and testifying at formal hearings

on these matters.

Q. Please describe your educational background and professional experience.

A. In 2001, I graduated from Arizona State University, receiving a Bachelor of Science
degree in Global Business with a specialization in finance. My course of studies included
classes in corporate and international finance, investments, accounting, and economics. In
2005, after three years of working in financial analysis, financial operations and
accounting, I accepted employment with the Commission as a Public Utilities Analyst in
the Financial and Regulatory Analysis Section. [ have attended seminars on rate design,

rate making and financial modeling during my employment with the Commission.

Q. What is the scope of your testimony in this case?
A. I present Staff's analysis and recommendations in the areas of rate base, operating income,

revenue requirement and capital structure regarding Duncan Rural Services Corporation’s
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1 (“Duncan Rural” or “Cooperative”) application for a permanent rate increase. I also

2 present Staff’s recommendations on the Cooperative’s application requesting

3 authorization for debt financing and recommend an equity improvement plan. Staff

4 witness Steve Irvine is presenting Staff’s recommendations regarding the base cost of gas,

5 fuel adjustor, and rate design. Staff witness Prem Bahl is presenting Staff’s analysis and

6 recommendations with regard to the Cost of Service Study.

7

8t Q. What is the basis of Staff’s recommendations?

9l A. Staff performed a regulatory audit of Duncan Rural’s application and records to determine
10 the Cooperative’s rate base, adjusted test year operating results and revenue requirement.
11 The regulatory audit consisted of examining and testing the financial information,
12 accounting records, and other supporting documentation and verifying that the accounting
13 principles applied were in accordance with the Commission adopted Federal Energy
14 Regulatory Commission (“FERC”) Uniform System of Accounts (“USOA™).

15

16 Q. Briefly summarize how your testimony is organized.

17| A. My testimony is organized in five sections. Section I is this introduction. Section II

18 summarizes a brief history of customer complaints. Section III discusses the rate

19 application including Staff’s recommendations for rate base, operating income and
5 20 revenue requirement. Section IV discusses the Cooperative’s unauthorized incurrence of

21 debt. Section V discusses the Cooperative’s request to convert accounts payable to

22 Duncan Valley Electric Cooperative (“DVEC”) to long-term debt. Section VI discusses
i 23 the Cooperative’s capital structure. Section VII presents Staff’s recommendation for an

24 equity improvement plan.

25
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1 Q. Please review the background of the Cooperative’s rate application.

2 A. Duncan Rural initially filed a rate application on April 19, 2005. Staff filed a letter of

3 deficiency pertaining to that application on May 27, 2005. On June 9, 2005, Duncan
4 Rural filed a new application that corrected the deficiencies in its initial application and
5 requested that the initial application be disregarded. Staff filed a letter finding the second
6 application sufficient on June 22, 2005.
7
8 Duncan Rural supplies gas service to approximately 750 customers in Greenlee County,
9 Arizona. DVEC has a contract to manage and operate Duncan Rural. DVEC controls
10 Duncan Rural’s board of directors® and serves approximately 2,500 electric customers. A
11 majority of Duncan Rural’s gas customers are also electric customers of DVEC. Duncan
12 Rural’s current rates were approved by the Commission in Decision No. 64869 (June 5,
13 2002).
14
151 Q. What primary reasons did Duncan Rural state for requesting a permanent rate
16 increase?
17| A. Duncan Rural’s application discusses two primary reasons: increased purchased gas costs
18 and a decreasing customer base. Additionally, the application states that Duncan Rural
19 incurred a Test Year operating loss of $46,967 and a total margin loss of $77,970.
20

21| Q. What Test Year did Duncan Rural use in this filing?

22| A. Duncan Rural’s rate filing is based on the twelve months ended December 31, 2004 (“Test
23 Year™).

24

* According to Note 3 of the Cooperative’s 2004 audited financial statements, the Cooperative has three membership
classes with voting entitlements as follows: 1 Class A member (DVEC) entitled to 1,000 votes; 685 Class B
members entitled to one vote each and 19 Class C members entitled to one vote each.
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1} II. CONSUMER SERVICE

21 Q. Please provide a brief history of customer complaints received by the Commission
3 regarding Duncan Rural.

41 A. The Commission’s Consumer Service Section received one complaint pertaining to
5 Duncan Rural for the period of September 7, 2002 through September 10, 2005. This
6 complaint has been resolved and closed.

7

8| III. RATE APPLICATION

9| Summary of Proposed Revenues

10 Q. Please summarize the Cooperative’s filing.
11 A Duncan Rural proposes total annual operating revenue of $796,783. The Cooperative’s
12 proposed revenue, as filed, represents an increase of $147,406, or 22.70 percent, over Test
13 Year revenue of $649,377.
14
15 Q. Please summarize Staff’s recommended revenue.
16] A. Staff recommends a margin revenue requirement (excludes recovery of purchased gas) of
17 $473,218. As discussed in the testimony of Steve Irvine, Staff recommends recovering
18 purchase gas cost entirely through an adjustor mechanism. Staff’s revenue requirement
19 represents a $147,406, or 45.24 percent, increase over adjusted test year revenue of
| 20 $325,812.
i 21
22 Q. How does Staff’s recommended revenue requirement compare to Duncan Rural’s
23 proposed revenue requirement?

24 A. Staff and Duncan Rural agree that a $147,406 revenue increase is appropriate. The

25 apparent disparity between Staff and the Cooperative regarding the revenue requirement

26 and test year revenues is in form only. The apparent disparity is due to a difference in the
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1 base cost of gas used to calculate revenue. Staff’s revenues exclude all revenues collected
2 to recover purchased gas cost, i.e., the base cost of gas is zero, while the Cooperative’s
3 revenues reflect recovery of purchased gas cost. This difference is a matter of
4 classification and has no impact on the revenues the Cooperative can ultimately recover.
5 The $147,406 recommended revenue increase represents a 45.24 percent increase over
6 Staff’s adjusted test year margin revenue and a 22.70 percent increase over Duncan
7 Rural’s test year revenue of $649,377, which includes recovery of gas costs. The 22.70
8 percent calculation is more representative of the increase to customer bills since customers
9 would continue to pay the cost of purchased gas under either Staff’s recommendation or
10 the Cooperative’s proposal.
11

12 Q. What times interest earned ratio (“TIER”) and debt service coverage (“DSC”) would
13 result from Staff’s recommended revenue?

14 A. Staff’s recommended revenue would provide Duncan Rural with a 3.38 TIER and a 1.64
15 DSC.

16
1701 Q. What TIER and DSC would result from Duncan Rural’s proposed revenues as filed?
18 A. Duncan Rural’s application shows that its proposed revenue would provide a 2.00 TIER
19 and a 1.38 DSC.

20
21| Q. Why do Staff’s TIER and DSC differ from Duncan Rural’s TIER and DSC?

22 A. The reasons for the differing TIER and DSC results are: (1) differing amounts of debt
23 recognized; (2) differing recommended operating margins; and (3) differing TIER and
24 DSC calculation methods.

25
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1 Q. How do Staff and Duncan Rural calculate TIER?

21 A Staff calculates TIER by dividing the sum of operating income and income tax expense by
3 interest expense on long term debt. Duncan Rural calculates TIER by dividing the sum of
4 Interest expense and net income/loss by interest expense on long term debt.

5

6] Q. How do Staff and Duncan Rural calculate DSC?
7

A. Staff calculates DSC by taking the sum of operating income, depreciation and
8 amortization and income tax expense divided by the sum of interest expense on long term
9 debt and repayment of principle. Duncan Rural calculates DSC by taking the sum of net
10 income/loss, depreciation and interest expense on long term debt divided by the sum of
11 interest expense on long term debt and repayment of principle.
12
134 Q. What do the times interest earned and the debt service coverage ratios represent?
141 A. TIER represents the number of times operating income covers interest expense on long-
15 term debt. A TIER greater than 1.0 means that operating income is greater than interest
16 expense. DSC represents the number of times internally generated cash covers required
17 principal and interest payments on long-term debt. A DSC greater than 1.0 indicates that
} 18 operating cash flow 1s sufficient to cover debt obligations.
19

20 Q. Does Duncan Rural’s lender have debt covenants for TIER and DSC?
21| A. No. Duncan Rural’s lender, who is DVEC, does not have TIER and DSC ratio

22 requirements.

23
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Summary of Staff’s Adjustments and Recommendations

Operating

Q.

Please summarize the rate base and operating income adjustments addressed in your
testimony.

My testimony addresses the following issues:

Prepayments ~ This adjustment decreases rate base by $14,351 to eliminate the
Cooperative’s selective recognition of prepayments and the exclusion of other cash

working capital components.

Revenue Annualization — This adjustment increases revenues by $2,574 to reflect

revenues at the Test-Year end customer level.

Base Cost of Gas and Fuel Adjustor — This adjustment decreases operating revenue by a

total of $325,142 to remove all revenue that represents recovery of gas costs.

Additionally, this adjustment removes $325,260 for purchased gas costs from expenses.

The removal of gas costs from expenses and removal of recovery of gas costs from

revenue reflects Staff’s recommendation to flow all purchased gas expense through the

fuel adjustor mechanism.

ACC Assessment — This adjustment removes $997 from revenue and $1,472 from expense
included in the Cooperative’s application related to the ACC assessment to reflect Staff’s

recommendation that the ACC Assessment be treated as a pass-through item.

Rate Case Expense — This adjustment decreases operating expenses by $4,851 to

recognize a normalized level of rate case expense by distributing the Cooperative’s

estimated cost over three years.
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Income Tax Expense — This adjustment increases test year operating expenses by $7,445

to reflect application of statutory state and federal income tax rates to Staff’s calculated

taxable income.

Non-Operating

Interest Expense on Long-term Debt — This non-operating income adjustment decreases

interest expense on long-term debt by $8,019 to reflect application of Staff’s interest rates

to Staff recommended level of long-term debt.

Other Recommendations
DVEC Debt — Staff recommends that the Commission order Duncan Rural to refrain from
obtaining any new debt from DVEC without obtaining prior authorization from the

Commission.

Capital Structure — Staff recommends that the Commission order the Cooperative to

follow Staff’s recommended schedule to improve its equity position by 5 percent each

year until patronage equity equals 30 percent of total capital.

Schedules
Q. Have you prepared any schedules to support Staff’s testimony?
A. Yes. 1 prepared fourteen schedules (DTZ-1 to DTZ-14) to support Staff’s revenue

requirement analysis.
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1 Rate Base

2| Fair Value Rate Base

31 Q. Did the Cooperative prepare a schedule showing the elements of Reconstruction Cost
4 New Rate Base (“RCND”)?

50 A. No. The Cooperative stipulated that the Commission may use its “original cost less
6 depreciation rate base for purposes of determining a return on fair value in this
7 Application.”

8

9| Rate Base Summary

10 Q. Please summarize Staff’s adjustments to Duncan Rural’s rate base shown on
11 Schedules DTZ-3 and DTZ-4.

12 A. Staff made one adjustment to Duncan Rural’s proposed rate base resulting in a net
13 decrease of $14,351 from $772,408 to $758,057. Staff’s adjustment is discussed below.

14

15} Rate Base Adjustment No. 1 — Working Capital, Prepayments

16 Q. What is the purpose of recognizing a cash working capital component in the rate
17 base calculation?

18| A. In general, cash working capital reflects the amount of cash that the utility principals
19 either provide or receive from customers for daily operations. If the principals provide
20 cash the cash working capital allowance is an addition to rate base, and if the cash is
21 received from customers, then cash working capital is treated as a deduction from rate
22 base.

23

241 Q. What is the best method to determine a cash working capital allowance?

251 A. Performing a lead-lag study is the most reliable method for calculating cash working

26 capital. A lead-lag study measures the revenue dollar lag days between the provision of
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1 service and the collection of revenue and the expense dollar lag days between the
2 provision of service and the payment of bills. If the revenue dollar lag days exceed the
3 expense dollar lag days the cash working capital allowance is an increase to rate base, and
4 if the expense dollar lag days exceed the revenue dollar lag days the cash working capital
5 allowance is a deduction from rate base.

Q. Did Duncan Rural perform a lead-lag study?
8l A. No, it did not.

10 Q. If the Cooperative had performed a lead-lag study could it have shown that the cash

11 working capital allowance is negative?

121 A. Yes, it could have. Some of the Cooperative’s largest expenses such as interest, property

13 and income taxes are collected from customers prior to the payment due dates. This

14 provides significant support to the possibility that if a lead-lag study had been conducted

15 that the resulting cash working capital allowance would have been a deduction from rate

16 base.

17

18 Q. Does Duncan Rural’s proposal to include the cost of a prepaid insurance premium in

19 the Working Capital calculation represent an inequitable, selective adjustment to

20 increase rate base?

21 A. Yes. The Cooperative chose not to conduct a lead-lag study and, accordingly, omitted a
% 22 major component of cash working capital analysis. A lead-lag study is recognized as the
| 23 most accurate method to calculate cash working capital. It is inequitable to ignore a major

24 component of the cash working capital analysis and selectively recognize other

25 components.

26
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Q. Is there any significance to the allowance or disallowance of prepayments or any
other component to cash working capital to Duncan Rural’s revenue requirement?

A. No. The members of the cooperative are also the owners. The members’ goal is to obtain
the best service at the lowest rate possible. Consequently, the primary revenue
requirement considerations are the provision of adequate cash flow to meet payment
obligations and maintenance of an appropriate capital structure.  Therefore, the
Cooperative appropriately chose not to incur the expense of a lead-lag study. However,
the inclusion of selective cash working capital components in rate base is inappropriate.

Q. What is the amount and nature of the Prepayment that the Cooperative is proposing
to include in rate base?

A. The prepayment is the annual renewal cost of an insurance premium in the amount of
$14,351.

Q. What is Staff recommending for Prepayments?

A. Staff recommends removal of $14,351 in Prepayments from Working Capital as shown on

Schedules DTZ-4 and DTZ-5.

Operating Income

Operating Income Summary

Q.

What are the results of Staff’s analysis of Test Year revenues, expenses and
operating income?
As shown on Schedules DTZ-6 and DTZ-7 Staff’s analysis resulted in Test Year revenues

of $325,812, expenses of $372,174 and an operating loss of $46,394.
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Operating Income Adjustment No. 1 — Revenue Annualization

Q.
A.

Did the Cooperative annualize both revenues and expenses?
No. The Cooperative annualized salary and wage expense but made no adjustment to

annualize revenues.

What is the purpose of a revenue and expense annualization?
A revenue and expense annualization is made to achieve matching with the test-year end

rate base measurement date.

What customer classes did Staff annualize?

Staff annualized only the “250 cth and Below” customer class. The “Above 250 cth to
425 cth” was not annualized due to the relatively large number of seasonal customers
within the class. The “Above 425cth to 1,000 cth” was not annualized because the lone

customer decrease was due to that customer moving to another customer class.

What method did Staff use to annualize revenues for the “250 cfh and Below”
customer class?

First, Staff calculated the average customer bill for each respective month of the test year.
Second, Staff multiplied the average customer bill for each month to the difference
between the test-year end customer count and the customer count for each respective
month to determine the additional revenue that would have resulted each month had the
test-year end customer level existed throughout the year. Finally, Staff totaled the
monthly calculations to determine the total annualization adjustment. Staff’s

annualization adjustment adds $2,574 to Test Year revenue as shown on Schedule DTZ-8.
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Is it necessary to annualize purchased gas expense to match the annualization of
revenues?

Annualization of purchase gas expense is not necessary as long as the base cost of gas is
set at $0.00 and purchased gas cost is recovered through the fuel adjustor mechanism as

recommended by Staff and discussed in the testimony of Staff witness Steve Irvine.

Is it necessary to annualize any other expenses to match the annualization of
revenues?

No. Inresponse to a data request, the Cooperative indicated there were no other expenses
that varied significantly with usage. Additionally, Staff performed an analysis that
calculated the increase and decrease in the number of customers for the past three years
and compared those numbers to the increase or decrease in expenses for the same years.
That analysis showed that no expense varied significantly with the change in the number

of customers.

What is Staff recommending?
Staff recommends increasing revenues by $2,574 as shown on Schedules DTZ-7 and

DTZ-8.

Operating Income Adjustment No. 2 — Base Cost of Gas and Fuel Adjustor

Q.

Explain the purpose of classifying Total Revenue into two components as shown in
Schedules DTZ-9.
The purpose is to show separately the portion of revenue that represents costs that flow

through the fuel adjustor mechanism.
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Q. What revenue did Duncan Rural recover through its base cost of gas rate and its fuel
adjustor mechanism?

A. The Cooperative collected $206,689 (574,136 therms x $0.36) from its base cost of gas
rate and $118,453 from its fuel adjustor rate for a total of $325,142.

Q. What purchased gas expense did the Cooperative incur during the Test Year?

A. Duncan Rural incurred $325,260 in purchased gas expense during the Test Year.

Q. What ratemaking treatment does Staff recommend for the purchased gas expense?

A. Staff recommends removing all purchased gas expense from the margin revenue
requirement and providing for the recovery of all purchased gas cost through a fuel
adjustor mechanism, as discussed in the testimony of Staff witness Steve Irvine.

Q. What is Staff recommending?

A. Staff recommends removing the entire $325,260 purchased gas cost from operating

expenses and the entire $325,142 operating revenue as shown on Schedules DTZ-7 and

DTZ-9.

Operating Income Adjustment No. 3 — ACC Gross Revenue Assessment

Q.
A.

What is the Cooperative proposing for the ACC assessment?
The Cooperative included $997 in operating revenue and $1,472 in operating expense for

the ACC assessment.

Does Staff agree that the ACC Assessment be included in operating expenses?

No, the assessment should not be included in the cost of service and should be recovered

through a bill add-on similar to that recommended for Arizona Electric Power
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Cooperative, Inc. (“AEPCO”) in Decision No. 58405" which states that “The gross

revenue tax will in the future be recovered through a bill add-on.”

What is Staff recommending?
Staff recommends decreasing operating revenue by $997 and operating expense by $1,472

to remove the effects of the ACC assessment as shown on Schedules DTZ-7 and DTZ-10.

Operating Income Adjustment No. 4 — Rate Case Expense

Q.
A.

What is the Cooperative proposing for Rate Case Expense?
Duncan Rural proposed $16,426 for rate case expense. The Company’s proposed amount

represents distribution of its estimated total rate case expense of $32,852 over two years.

Does Staff agree with the Cooperative proposed rate case expense?

No. The history of Duncan Rural suggests that the Cooperative will not file another rate
case within two years. Staff’s revenue recommendation in this case is based on the
assumption of a three-year interval between this and the Cooperative’s next rate filing.
Accordingly, Staff recommends a normalized rate case expense of $10,951 that would

provide recovery of the Cooperative’s estimated amount over three years.

What is Staff recommending?
Staff recommends decreasing rate case expense by $4,851 to reflect Staff’s normalized

amount as shown on Schedules DTZ-7 and DTZ-11.

* At page 17, footnote no. 9.
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Operating Income Adjustment No. 5 — Test Year Income Tax Expense

Q.
A.

What is the Cooperative proposing for test year income tax expense?

The Company is proposing test year income tax expense of negative $30,460.

Does Staff agree with the Cooperative’s income tax amount?

No. Differences between the Staff’s and the Cooperative’s test year operating revenues
and expenses result in different taxable incomes and income taxes. Staff calculated
income tax expense by applying the statutory State and Federal income tax rates to its

taxable income as shown in Schedule DTZ-2.

What is Staff recommending?
Staff recommends increasing test year income tax expense by $7,445 to negative $23,015

as shown on Schedule DTZ-7 and DTZ-12.

Income Adjustment No. 6 (Non-Operating) — Interest Expense on Long-term Debt

Q.
A.

What is the Cooperative proposing for Interest Expense on Long-term Debt?

Duncan Rural is proposing $31,112 for Interest Expense on Long-term Debt as shown on
Schedule DTZ-13. The Cooperative’s proposed interest expense is composed of $14,973
for existing debt and a $16,139 pro forma adjustment to reflect its proposed conversion of
accounts payable to long-term as discussed below. Duncan Rural proposed a loan amount
of $268,988 and used an interest rate of 6 percent to calculate interest expense on the

proposed debt ($268,988 X 6% = $16,139).
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Q. Did Staff make an independent assessment of the Cooperative’s Interest Expense on
Long-term Debt?

A. Yes. Staff calculated $23,093 as the Cooperative’s interest expense on long-term debt.
Staff’s calculation includes $14,087 for existing debt and a $9,006 pro forma allowance to
reflect Staff’s recommendation to authorize a $330,484 conversion of accounts payable to
long term debt.

Q. How did Staff calculate Duncan Rural’s actual and pro forma interest expense?

A. Staff calculated interest expense on existing loans by applying the current® 2.725 percent
rate to the test-year end balance of Duncan Rural’s three existing long-term debt notes.
Staff calculated a pro forma annual interest expense related to the recommended $330,484
conversion of accounts payable to long-term debt by applying 2.725 percent to that
amount. (Refer to Schedule DTZ-13.)

Q. What adjustment did Staff make to Interest Expense on Long-term Debt?

A. Staff decreased Interest Expense on Long-term Debt by $8,019 as shown on Schedules

DTZ-7 and DTZ-13.

1IV. COMPLIANCE

Short-term Debt

Q.

What does Arizona Revised Statute (“ARS”) §40-302.D state concerning the
maximum amount of short-term debt that a regulated utility can borrow without
prior Commission approval?

It states:

A public service corporation may issue notes, not exceeding seven percent
of total capitalization if operating revenues exceed two hundred fifty

* September 2, 2005
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1 thousand dollars, for proper purposes and not in violation of law payable

2 at periods of not more than twelve months after date of issuance, without

3 consent of the commission, but no such note shall, wholly or in part, be

4 refunded by any issue of stocks or stock certificates, bonds, notes or any

5 other evidence of indebtedness without consent of the commission.

6

71 Q. Is Duncan Rural required to obtain Commission authorization to issue notes for the

8 amount of short-term debt it has accepted from DVEC?

9 A. Yes. Table 1 shows Duncan Rural’s total capitalization, seven percent of total
10 capitalization, cash advances (classified by Duncan Rural as accounts payable) from
11 DVEC and the excess of accounts payable over seven percent of total capital for the years
12 ended December 31, 2002, 2003, and 2004.

13
14 Table 1
2002 2003 2004

Total Capital® $528,653 | $463,828 | $368,884

Seven Percent of Total Capital | $37,006 | $32,468 | $25,822

Accounts Payable (DVEC) $174,629 | $311,718 | $443,584

Excess $137,623 | $279,250 | $417,762
15
16 Although Duncan Rural has not issued any “notes” because its parent has not required
17 formal documentation of the borrowed funds, the substantive effect of the Cooperative’s
18 actions is as if it had issued notes without authorization.
19

% Obtained from Duncan Rural’s R.U.S. form 7
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Has Duncan Rural obtained significant debt from DVEC in the past without
obtaining Commission authorization?

Yes. Duncan Rural requested, and was approved for, similar financing authorization in its
prior rate case (Decision No. 64869, dated June 5, 2002). In that case Duncan Rural
requested authorization to convert $400,000 of accounts payable due to DVEC into long
term debt. The application in that case stated that DVEC had advanced funds to Duncan
Rural over the previous six years for improvements to the gas distribution system and
working capital. Duncan Rural did not seek Commission approval prior to obtaining those

advances.

What is Staff recommending?
Staff recommends that the Commission order Duncan Rural to refrain from obtaining any

new debt from DVEC without obtaining prior authorization from the Commission.

V. FINANCING APPLICATION

Q.
A.

Please provide a brief background for the financing application?

Duncan Rural filed a financing application (Docket No. G-02528 A-03-0205) on April 4,
2003, requesting authorization to incur $400,000 of long-term debt to repay DVEC for
advances intended to pay for plant improvements and to provide working capital for
operations. Immediately after the application was filed Duncan Rural called the Chief of
the Financial and Regulatory Analysis section at the Commission and requested that Staff
not process the application until Duncan Rural filed a permanent rate increase application.
Duncan Rural made this request as its existing rates were not sufficient to meet the debt
service requirements on the proposed debt. Duncan Rural requested consolidation of the

financing application and its current rate application as part of its current rate proceeding.
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1 Duncan Rural also changed the amount of debt requested from $400,000 to $268,988 in
2 order to not have total debt exceed its rate base.
3
41 Q. What is the Cooperative requesting in its financing application?

501 A. Duncan Rural is requesting that the Commission approve as long-term debt $268,988 of

6 the $443,584 of cash advanced to or on its behalf by DVEC over approximately the past
7 four years.
8
9 Q. How are the advanced funds recorded on Duncan Rural’s books?
10 A The Cooperative has recorded these obligations as accounts payable.
11
12 Q. How has Duncan Rural used the advanced funds?
13| A. Duncan Rural states in its application that funds were advanced by DVEC in order to
14 allow it to pay operating expenses and to fund plant additions. The proposed refinancing
15 would formalize the past due accounts payable by converting $268,988 of accounts
16 payable owed to DVEC to long-term debt owed to DVEC.
17

18 Q. What were the accounts payable balances that Duncan Rural owed to DVEC
19 (“DVEC Accounts Payable”) for the years 2002, 2003, and 2004?
20 A. The DVEC Accounts Payable balances for the years ended December 31, 2002, 2003, and

21 2004, were $174,629, $311,718, and $443,584, respectively. Duncan Rural’s net losses
22 the years 2002, 2003 and 2004 in the amounts of $22,423, $18,859 and $49,639,
23 respectively, provided no opportunity to it to repay the cash advances from DVEC causing
24 the outstanding balance to grow.

25




Direct Testimony of Daniel Zivan
Docket No. G-02528A-05-0314
Page 21

1| Q. What opportunity has been afforded Duncan Rural by accepting cash advances from

2 DVEC?

i 31 A The cash advances have provided working capital necessary for Duncan Rural to meet its
4 other financial obligations while allowing the Cooperative to postpone or circumvent
5 regulatory filings for rates and financing despite continuing losses. Duncan Rural has
6 indulged in this convenience for at least 10 years.
7
8 Q. ‘What have been the changes in Duncan Rural’s accounts payable and long-term debt
9 balances since 2002?

104 A. The changes are shown in Table 2.

11

12 Table 2
Year Accounts Payable | Increase or | Accounts Payable | Long-term Debt

Beginning Balance Decrease Ending Balance | Ending Balance

2001 $445,061 $35,724 $480,785 $218,148
2002 $480,785 ($306,156) $174,629 $£572,829
2003 $174,629 $137,089 $311,718 $515,563
2004 $311,718 $131,866 $443,584 $472,858

13

141 Q. What caused the accounts payable balance to decrease in 2002?

15 A. In Decision No. 64869 the Commission authorized the Cooperative to convert $400,000 of

16 accounts payable due to DVEC to long term debt. Thus, the $306,156 reduction in the
17 accounts payable balance resulted from a $400,000 conversion to long-term debt and
18 incremental accounts payable of $93,844. Making allowance for the conversion of
19 accounts payable to long-term debt, Table 2 shows that the Cooperative’s accounts
20 payable obligations have grown each year.

21
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Q. Did the Commission authorize rates in DVEC’s previous rate case that provided a
positive operating margin?

A. No. In Decision No. 67433, the Commission authorized rates to provide an operating loss
for DVEC. Operating losses wouldn’t likely generate sufficient cash flow from operations

for DVEC to advance cash to Duncan Rural.

Q. What is the source of the cash that DVEC uses to lend to Duncan Rural?

A. DVEC received $1.3 million’ in cash from a Phelps Dodge contract termination.

Q. For what purpose was the $1.3 million originally intended?

A. The $1.3 million was originally intended to subsidize DVEC operations and allow DVEC
to gradually increase rates until such time as DVEC could break-even.® It mitigates the
rate shock that DVEC customers would have experienced in order to recover from the

effect of the Phelps Dodge contract termination.

Q. What is the implication for DVEC and its customers from the cash advanced to
Duncan Rural?

A. DVEC has less immediate cash for its own operating requirements. In the event a portion
of the advances 1s not repaid, DVEC’s customers would be harmed. Delays in repayment

could accelerate and increase the magnitude of DVEC rate adjustments.

7 According to Decision No. 67433 (page 3, paragraph 10), “Approximately 97 percent of DVEC 1997 revenues
came from one large industrial customer, Phelps Dodge Corporation (“Phelps Dodge™). In 1993, Phelps Dodge
notified DVEC that it was terminating its power supply contract as of November 1998. Phelps Dodge agreed to pay
DVEC $1.3 million as a result of terminating the contract . . . With the loss of the Phelps Dodge contract, DVEC no
longer had sufficient revenues to cover its operating expenses and experienced negative margins.”

¥ Decision No. 67433, page 4, beginning at line 12
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1 Q. Should the practice of DVEC lending to Duncan Rural through the Accounts
2 Payable process continue?

Direct Testimony of Daniel Zivan
3l A No. Duncan Rural has had a chronic and unhealthy financial dependence on DVEC to pay

4 a substantial portion of its operating expenses. This dependence has resulted in Duncan
5 Rural not taking prompt action to apply for necessary rate increases when it experienced
6 cash flow problems. It has also led to a “snow balling” effect in which the accounts
7 payable balance increased by $280,783 in approximately two years (i.e., from $174,629 at
8 January 1, 2003 to $455,352 at February 28, 2005).

9

10| Q. How much of the $443,584 test-year end accounts payable balance did Duncan Rural
11 invest in plant?

121 A. Staff’s audit revealed that Duncan Rural used $330,484 of cash advances for plant

13 improvements.

14

15 Q Does the amount of cash advances used for capital improvements affect the amount

16 that should be considered for conversion to long-term debt?

171 A. Yes. Since capital improvements will continue to provide benefits to Duncan Rural’s

18 ratepayers, advances used for capital improvement should be eligible for consideration for
1 19 conversion.

20

214 Q. How does the amount of cash advances used for capital improvements compare to

22 the amount of cash advances the Cooperative requests for authorization to convert to

23 long term debt?

241 A. The cash advances used for capital improvements exceeds the requested debt authorization

25 by $61,496 ($330,484 - $268,988).

26
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1 Q. Is Staff recommending conversion of the entire $330,484 of cash advances that

2 Duncan Rural used for capital improvements to long-term debt?
| 31 A. Yes. Staff recommends authorization for Duncan Rural to convert $330,484 of
4 obligations incurred as cash advances from DVEC to long-term debt.
| 6] Q. What are the proposed terms of the loan?
70 A The proposed loan from DVEC would be amortized over a period of 25 years and would
8 have a variable interest rate equal to AEPCO’s variable interest rate earned on funds with
9 repayments over 25 years.
10
11y Q. What is the remaining accounts payable balance after conversion of $330,484 to long-
12 term debt?

13| A. The remaining balance is $124,868 ($455,352 - $330,484).

14

15§ Q. Is it appropriate to convert amounts borrowed to cover operating expenses to long-
16 term debt?

171 A. No. When operating expenses are converted into long-term debt a cost shift occurs
18 between periods resulting in customers in later periods paying for the benefits received by
19 customers in an earlier period.

20

211 Q. How does Duncan Rural propose to repay the balance of the DVEC accounts

22 payable?

23 A. The Cooperative proposes to pay the balance when funds are available or to convert the
24 balance into long-term debt.’

25

® Direct Testimony of John V. Wallace, page 18, beginning at line 8.
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Summary of Staff’s Financing Application Recommendations

Q.

Please provide a summary of Staff’s recommendations regarding Duncan Rural’s
request to convert $268,988 of cash advances from DVEC to long-term Debt.

Staff recommends authorizing Duncan Rural to convert $330,484 of obligations incurred
as cash advances from DVEC to a 25-year note payable at a variable interest rate equal to

AEPCQ’s variable interest rate earned on funds.

V1. CAPITAL STRUCTURE

Q.
A.

What was Duncan Rural’s actual Test Year-end capital structure?
Duncan Rural’s actual Test Year-end capital structure consisted of 142.07 percent debt

and negative 42.07 percent patronage equity as shown on the Cooperative’s Schedule D-1.

How does Duncan Rural’s capital structure compare to other cooperatives’ capital
structures?

Duncan Rural’s capital structure is more leveraged than any of the cooperatives in Staff’s
sample. None of the sample cooperatives have a negative equity position. Schedule DTZ-
14 presents a sample of cooperatives’ capital structures at December 31, 2004. The
average capital structure of the cooperatives i1s composed of 68.2 percent debt and 31.8
percent patronage equity as opposed to the Cooperative’s capital structure composed of

142.07 percent debt and a negative 42.07 percent patronage equity.

Is Staff concerned with Duncan Rural’s actual Test Year-end capital structure?
Yes. Duncan Rural’s capital structure is highly leveraged as it has remained for several
years. The Cooperative’s capital structure: (1) restricts its ability to obtain additional

capital, (2) may result in less favorable terms for future financings and (3) places upward

pressure on rates to cover debt service obligations.
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Has the Commission shown concern with highly leveraged cooperatives?

Yes. The Commission ordered AEPCO (Decision No. 64227, dated November 29, 2001)
and Southwest Transmission Cooperative (“SWTCO”) (Decision No. 64991, dated June
26, 2002) to establish long-range goals to improve their patronage equity positions. In
addition, the Commission ordered Trico Electric Cooperative, Inc. (“Trico”) to file a
capital improvement plan with the Commission (Decision No. 67412, dated November 2,
2004). As discussed previously, highly leveraged capital structures present potentially

negative consequences.

VII. EQUITY IMPROVEMENT PLAN

Q.
A.

What approach does Staff recommend to improve Duncan Rural’s capital structure?
Staff recommends that Duncan Rural develop a capital plan designed to improve its
capital structure to at least 30 percent equity within a reasonable time frame. Staff
recommends that Duncan Rural be ordered to file a schedule detailing its current capital
structure within 90 days of the end of the calendar year, starting with 2005, for each year
until its next rate case filing. Staff recommends that in the event Duncan Rural does not
improve its equity position by a cumulative average of 5 percent (using its December 31,
2005 position as a base) at the end of any calendar year until patronage equity is a
minimum of 30 percent of total capital, that the Cooperative be required to file a rate
application within 180 days of the end of the calendar year that the 5 percent cumulative
average increase in patronage equity is not achieved. However, Duncan Rural may be
granted a waiver from filing a rate application if it provides a written explanation as to
why it did not achieve its equity goal and it can demonstrate to Staff’s satisfaction that it is
likely that it will achieve the cumulative equity goal in Staff’s recommendation within a

reasonable timeframe without any rate adjustment. Such demonstration should be

provided within 90 days of the end of the calendar year. In no instance shall Duncan
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1 Rural fail to achieve its cumulative equity improvement goal for three consecutive years
2 without filing a rate application. Staff also recommends that the Commission prohibit
3 distribution of patronage dividends until Duncan Rural has achieved a capital structure
4 composed of at least 20 percent patronage equity.
5
6] Q. Is Staff’s position that an optimal capital structure for the Applicant is composed of
7 70 percent debt and 30 percent equity?
A. No. Staff considers that a capital structure for the Applicant composed of 30 percent
9 equity and 70 percent debt is not optimal, but a minimum capital structure that Duncan
10 Rural should target to achieve.
11
12§ Q. Is Staff’s recommended revenue sufficient to improve Duncan Rural’s equity
13 position in a reasonable timeframe?
14| A. Yes, Staff’s recommended revenue provides Duncan Rural with a positive operating
15 margin that supports the recommended growth in patronage equity.
16

17l Q. Please summarize Staff’s recommendations concerning Duncan Rural’s equity

18 position.
19| A. Staff recommends that the Commission order Duncan Rural to follow Staff’s equity
| 20 recommendation. Staff also recommends that the Commission order the Applicant to file
21 a rate application within 180 days of the end of any calendar year that Duncan Rural is not
22 able to meet the cumulative patronage equity level specified in Staff’s proposed plan.
23 However, Duncan Rural may be granted a waiver from filing a rate application if it can
24 demonstrate to Staff’s satisfaction that it is likely that the Applicant will achieve the
25 cumulative increase in patronage equity level in Staff’s plan within a reasonable

26 timeframe without any rate adjustment. Such demonstration should be provided within 90
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days of the end of the calendar year. In no instance shall the Applicant fail to achieve

Staff’s equity plan for three consecutive years without filing a rate application.
Staff also recommends that the Commission restrict the distribution of future patronage
dividends by Duncan Rural until it has achieved a capital structure composed of at least 20

percent patronage equity.

Q. Does this conclude your direct testimony?

A. Yes, it does.
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REVENUE REQUIREMENT

LINE
NO. DESCRIPTION

1  Adjusted Operating Income (Loss)

2 Depreciation and Amortization

3 Long-term Debt Interest Expense

4 Income Tax Expense

5 Principal Repayment

6 Recommended Increase in Operating Margin

7 Gross Revenue Conversion Factor

8a Recommended Increase in Operating Revenue
8b Percentincrease (Line 8a/ Line 9) - Per Staff
8c Percent Increase (Line 8a/ Line 9) - Per Coop
9 Adjusted Test Year Operating Revenue

10 Recommended Annual Operating Revenue

11a Recommended Operating Margin
11b Recommended Net Margin

12a Recommended Operating TIER (L11a+L4)/L3 - Per Staff
12b Recommended Net TIER Per Coop.

13a Recommended DSC (L11a+L2+L4)/(L3+L5) - Per Staff
13b Recommended DSC Per Coop

14 Adjusted Rate Base

15 Rate of Return (L10/ L14)

References:
Column [A]: Company Schedules A-1, C-1, C-3
Column [B]: Staff Schedules DTZ-2, DTZ-8

Ph L B O

[A]
COMPANY
ORIGINAL

COST
(46,968)
49,645
31,112

N/A
45,303
108,814
1.3514
147,406
N/A
22.70%
649,377
796,783

61,846
30,845

N/A
2.00

N/A
1.38

772,408

8.01%

¥ H N L h

L - )

B

Schedule DTZ-1

[B]
STAFF
ORIGINAL
COST
(46,394)
49,645
23,003
12,331
54,661
112,060
1.3154
147,406
22.70%
N/A
325,812
473,219

65,665
42,682

3.38
N/A

1.64
N/A

758,057

8.66%
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GROSS REVENUE CONVERSION FACTOR

LINE

DA WN =

DESCRIPTION
Calculation of Gross Revenue Conversion Factor:
Billings
Uncollectible Factor
Revenues

Less: Combined Federal and State Tax Rate (Line 12)
Subtotal (L3 - L4)
Revenue Conversion Factor (L1/L5)

Calculation of Effective Tax Rate:

Operating Income Before Taxes (Arizona Taxable Income)
Arizona State income Tax Rate

Federal Taxable Income (L7 - L8)

Applicable Federal iIncome Tax Rate (Line 34)

Effective Federal Income Tax Rate (L9 x L10)

Combined Federal and State Income Tax Rate (L8 +L11)

Required Operating Income (Schedule DTZ-1, Line 5)

AdjustedTest Year Operating income (Loss) (Schedule DTZ-10, Line 16)

Required Increase in Operating Income (L13 - L.14)

Income Taxes on Recommended Revenue (Col. (D), L.33)
Income Taxes on Test Year Revenue (Col. (B), L33)

Required Increase in Revenue to Provide for Income Taxes (L16 -L17)

Total Required Increase in Revenue (L15 + L18)

Calculation of Income Tax:

Revenue (Schedule DTZ-9, Columns C and E)

Less: Operating Expenses Excluding Income Taxes

Less: Synchronized Interest (L37)

Arizona Taxable income (120 - L21 - L22)

Arizona State Income Tax Rate

Arizona Income Tax (L23 x L24)

Federal Taxable Income (L.23 - L25)

Federal Tax on First income Bracket ($1 - $50,000) @ 15%

Federal Tax on Second Income Bracket (351,001 - $75,000) @ 25%
Federal Tax on Third income Bracket (375,001 - $100,000) @ 34%
Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39%
Federal Tax on Fifth Income Bracket ($335,001 - $10,000,000) @ 34%

Total Federal income Tax
Combined Federal and State Income Tax (L.25 + 1.32)

T 93.0320%

T 2397ET%

$

$ (46,394)

$

$ (23,015)

A

1.000000
0.000000
4.000000
0.239787

0.7602

100.0000%
6.9680%

18.2848%
17.0107%

65,665

12,331

Test Year

NP B B

PP LY P P

325,812

395,222

20,657
(90,0686)
6.968%

(83,791)
(7,500)
(6,250)
(2,989)

Applicable Federal Income Tax Rate {Col. (D), L32 - Col. (B), 1.32]/ [Col. (C), L26 - Col. (A), L26]

Calculation of Interest Synchronization

Rate Base (Schedule DTZ-3, Col. (C), Line 13
Weighted Average Cost of Debt
Synchronized Interest (L35 x L37)

$

768,057
2.73%
20,657

$

$
3

$

$

$

®)

112,060

35,346

147,406

(6,276)

16,739

S (16,739)
3 @som)

(&)

Staff
Recommended
$ 473,218
395,222

$
S 20857
$

57,340
6.968%

53,344
7,500
836

PP B PP

Schedule DTZ-2

©)

3,995

8,336
12,331

18.2848%
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RATE BASE - ORIGINAL COST

| [Al [B] [C]
% COMPANY STAFF
| LINE AS STAFF AS
| NO. FILED ADJUSTMENTS ADJUSTED
1 Plant in Service $ 1,342,397 $ - $ 1,342,397
2 Less: Acc Depreciation & Amortization (572,264) - (572,264)
3 Net Plant in Service $ 770,133 $ - $ 770,133
LESS:
4  Advances in Aid of Construction (AIAC) $ - $ - $ -
5 Contributions in Aid of Construction (CIAC) $ - $ - $ -
6 Less: Accumulated Amortization - - -
7 Net CIAC - - -
8 Deferred Taxes $ 19,554 $ - $ 19,554
9 Customer Deposits $ 20,064 $ - $ 20,064
ADD:
10 Cash Working Capital $ - $ - $ -
11 Materials and Supplies $ 27,542 $ - $ 27,542
12 Prepayments $ 14,351 3 (14,351) $ -
13 Total Rate Base $ 772,408 $ (14,351) $ 758,057

References:
| Column [A], Company Schedule B-1, Page 1
| Column [B]: Schedule DTZ-4
Column [C]: Column [A] + Column [B]
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Duncan Rural Services Corporation Schedule DTZ-5
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

RATE BASE ADJUSTMENT NO. 2 - WORKING CAPITAL, PREPAYMENTS

[Al [B] [C]
LINE COMPANY STAFF STAFF
NO. |[DESCRIPTION AS FILED ADJUSTMENTS | AS ADJUSTED
1 Cash Working Capital $ - $ - $ -
2 Materials and Supplies $ 27,542 § - $ 27,542
3 Prepayments $ 14,351 § (14,351) $ -
4 Total Working Capital $ 41,893 $ (14,351) $ 27,542
5 References:
6 Column A: Cooperative Schedule B-1, Page 1
7 Column B: Testimony, DTZ, Schedule DTZ-3
8 Column C: Column [A] + Column [B]




Duncan Rural Services Corporation
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

OPERATING INCOME - TEST YEAR AND STAFF RECOMMENDED

Schedule DTZ-6

Al B © D] [E]
STAFF
COMPANY STAFF TEST YEAR STAFF
Line TEST YEAR TEST YEAR AS PROPOSED STAFF
No. DESCRIPTION AS FILED ADJUSTMENTS ADJUSTED CHANGES RECOMMENDED
1 REVENUES:
2 Sales Revenue of Gas - Base Cost of Gas $ 206,689 $ {206,689) $ - $ - $ -
3 Sales Revenue of Gas - Fuel Adjustor $ 118,453 $ (118,453) $ - $ - $ -
4 Sales Revenue of Gas - Non Base Cost of Gas $ 319,025 $ 1,577 $ 320,602 $ 147 406 $ 468,008
5 Other Operating Revenue $ 5,210 $ - $ 5,210 $ - $ 5,210
6 Total Revenues $ 649,377 $ (323,565) $ 325,812 $ 147 406 $ 473,218
7 EXPENSES:
8 Gas Purchases $ 325,260 $ (325,260) $ - $ - $ -
9 Distribution Expense - Operations
10 Supervision $ 950 $ - $ 950 $ - $ 950
11 Mains & Services $ 110,026 $ - $ 110,026 $ - $ 110,026
12 Measuring & Regulation Stations $ 13,753 $ - $ 13,753 $ - $ 13,753
13 Meters & House Regulators $ 20,214 $ - $ 20,214 $ - $ 20,214
14 Other Expenses $ 3,116 $ - $ 3,116 $ - $ 3,116
15 Rents $ 6,038 $ - $ 6,039 $ - $ 6,039
16 Total Distribution Expense-Op $ 154,098 $ - $ 154,098 $ - $ 154,088
17 Distribution Expense - Maintenance
18 Maintenance-Supervision $ - $ - $ - $ - $ -
19 Maintenance-Mains & Services $ 46,098 $ - $ 46,098 $ - $ 46,098
20 Maintenance-Measuring & Regulation Stations 5 - $ - $ - $ - $ -
21 Maintenance-Services $ - - $ - $ - $ - $ -
22 Maintenance-Meters & House Regulators $ 8,726 $ - $ 8,726 $ - $ 8,726
23 Maintenance-Other Equipment $ - $ - $ - $ - $ -
24 Total Distribution Exp Mail $ 54,824 $ - $ 54,824 $ - $ 54,824
25 Consumer Accounts Expense
26 Meter Reading Expense 3 25,048 $ - $ 25,048 $ - $ 25,048
27 Consumer Expense $ 30,523 $ - $ 30,523 $ - $ 30,523
28 Reserve for Uncollectible Accounts $ 1,500 $ - $ 1,500 $ - $ 1,500
29 Information & Instruction ads $ 3,058 $ - $ 3,058 $ - $ 3,058
30 Total C A Exp $ 60,129 $ - $ 60,129 $ - $ 60,129
31 Administrative and General Expense
32 Salaries $ 8,491 $ - $ 8,491 $ - $ 8,491
33 Office Supplies and Expenses $ 3,606 $ - $ 3,606 $ - $ 3,608
34 Outside Services Employed $ 11,826 $ - $ 11,826 $ - $ 11,826
35 Rate Case 3 - $ - $ - $ - $ -
36 Property Insurance $ - $ - $ - $ - $ -
37 Injuries and Damage Ins. $ 17,568 $ - $ 17,568 $ - $ 17,568
38 Regulatory Commission Expense $ 15,802 $ (6,323) $ 9,479 $ - $ 9,479
39 Miscellaneous General $ 5,550 $ - $ 5,550 $ - $ 5,550
40 Total Administrative and General Expense $ 62,843 $ (6,323) $ 56,520 $ - $ 56,520
41 Interest Expense - Customer Deposits $ 367 $ - $ 367 $ - $ 367
42 Depreciation and Amortization Expense $ 49,645 $ - $ 49,645 $ - $ 49,645
43 Tax Expense - Property $ 19,639 $ - $ 19,639 $ - $ 19,639
44 Tax Expense - Income Taxes $ (30,460) $ 7,445 $ (23,015) $ 35,346 $ 12,331
45 Total Operating Expenses $ 696,345 $ (324,138) $ 372,207 $ 35,346 $ 407 553
46 Operating Margin Before interest on L.T.- Debt $ (46,968) $ 574 $ (46,394) $ 112,060 $ 65,665
47 INTEREST ON LONG-TERM DEBT & OTHER DEDUCTIONS $ 31,112 $ (8,019) $ 23,093 $ - $ 23,093
48 MARGINS (LOSS) AFTER INTEREST EXPENSE $ (78,080) $ 8,593 $ (69,487) $ 112,060 $ 42,572
49 NON-OPERATING MARGINS $ 110 $ - $ 110 $ - $ 110
50 NET MARGINS (LOSS) $ (77.970) 5 8,593 $ (69,377) 3 112,060 $ 42,682

References:

Column {A): Cooperative Schedule C-1, Pages 1 and 2
Column (B): Schedule DTZ-8

Cofumn (C}: Column (A} + Column (B}

Column (D): Schedules DTZ-1

Column (E): Column {C) + Column {D}
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Duncan Rural Services Corporation
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

OPERATING INCOME ADJUSTMENT NO. 2
BASE COST OF GAS and FUEL ADJUSTOR
REVENUE AND EXPENSE

Schedule DTZ-9

[Al
Base Cost of
LINE Gas
NO. |[DESCRIPTION Revenue
1 Revenues
2 Test Year Sales in therms (From Cooperative's revised 2004 RUS Form 7) 574,136
3 Base Cost of Gas (Col A, per Dec 64869) $ 0.360000
4 Revenue from the Base Cost of Gas $ 206,689
5 Plus: Fuel Adjustor Revenue (Cooperative Income Statement Adjustment A) $ 118,453
6  Staff Adjustment to Remove Total Gas Cost from Revenue $ 325,142
7 Expenses
8 Staff Adjustment to Remove Purchased Gas Expense $ 325,260

References:
Column [A]: Testimony, DTZ




Duncan Rural Services Corporation Schedule DTZ-10
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

OPERATING INCOME ADJUSTMENT NO. 3 - ACC GROSS REVENUE ASSESSMENT

(Al [B] [C]
LINE COMPANY STAFF STAFF
NO. {DESCRIPTION AS FILED [ ADJUSTMENTS| AS ADJUSTED
1 Revenue - ACC Assessment $ 997 $ (997) $ -
2 Expense - ACC Assessment $ 1472 $ (1,472) $ -
References:

Column A: Data request response DTZ 2-8
Column B: Testimony, DTZ
Column C: Column [A] + Column [B]




Duncan Rural Services Corporation Schedule DTZ-11
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

OPERATING INCOME ADJUSTMENT NO. 4 - RATE CASE EXPENSE

[A] [B] [C]
LINE COMPANY STAFF STAFF
NO. |DESCRIPTION AS FILED | ADJUSTMENT | AS ADJUSTED
1 Rate Case Expense 15,802 (4,851) 10,951

L Calculation of Staff Recommended Rate Case Exp J A

Company proposed rate case expense  $ 32,852
Normalization period (in years) 3
Normalized Annual Expense $ 10,951

References:

Column A: Cooperative Schedule C-2

Column B: Testimony, DTZ

Column C: Column [A] + Column [B]; DTZ 1-25




Duncan Rural Services Corporation Schedule DTZ-12
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

OPERATING INCOME ADJUSTMENT NO. 5 - INCOME TAX EXPENSE

[Al (B] [C]
LINE COMPANY STAFF STAFF
NO. |DESCRIPTION AS FILED ADJUSTMENTS | AS ADJUSTED
1 Income Tax Expense $ (30,460) $ 7,445 $ (23,015)

References:

Column A: Cooperative Schedules C-1 and C-2
Column B: Testimony, DTZ

Column C: Column [A} + Column [B]




Duncan Rural Services Corporation
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

Schedule DTZ-13

OPERATING INCOME ADJUSTMENT NO. 6 - INTEREST EXPENSE ON LONG-TERM DEBT

[A] [B] [C]
LINE COMPANY STAFF STAFF
NO. {DESCRIPTION AS FILED ADJUSTMENTS | AS ADJUSTED
1 Interest Expense on Existing Long-Term Debt $ 14973 § (886) $ 14,087
2 Interest Expense on Proposed Long-Term Debt $ 16,139 § (7,133) § 9,006
3 Total Interest Expense on Long-term Debt $ 31,112 § (8,019) $ 23,093
4 Calculation of Interest Expense on Existing L.T. Debt 1
5 Variable
6 31-Dec-04 Interest Interest
7 Ending Balance Rate Expense
8 Note 1 $ 60,412 2.725% $ 1,646
9 Note 2 $ 115,962 2.725% $ 3,160
10 Note 3 $ 340,584 2.725% $ 9,281
11 - $ 516,958 $ 14,087
Variable
Loan Interest Interest
Amount Rate Expense
Proposed Debt $ 330,484 2.725% $ 9,006

References:

Column A: Cooperative Schedules C-1 and C-2
Column B: Testimony, DTZ

Column C: Column [A] + Column [B]




Duncan Rural Services Corporation Schedule DTZ-14
Docket No. G-02528A-05-0314
Test Year Ended December 31, 2004

Sample Cooperatives Capital Structures

Debtas a Equity as a
percentage percentage
Cooperative Utilities of total capital’ of total capital’
1 Garkane Power Association, Inc. 50% 50%
2 Navopache Electric Cooperative, Inc. 75% 25%
3 Graham County Utilities 93% 7%
4 Alaska Electric & Energy Cooperative 76% 24%
5 Cherryland Electric Cooperative 49% 51%
6 Presque Isle Electric & Gas Cooperative 62% 38%
7 Great Lakes Energy Cooperative 60% 40%
8 Midwest Energy Cooperative 63% 37%
9 Thumb Electric Cooperative 67% 33%
10 Western Farmers Electric Cooperative 90% 10%
11 Bayfield Electric Cooperative 66% 34%
Average 68.2% 31.8%
Duncan Rural Services Corporation® 142.07% -42.07%

! Information based on annual reports for the year ended 2004
2 Based on the Company's rate filing
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EXECUTIVE SUMMARY
DUNCAN RURAL SERVICES CORPORATION
DOCKET NO. G-02528A-05-0314

Staff’s testimony discusses Utilities Division Staff’s (“Staff”) review of Duncan Rural Services
Corporation (“Duncan” or “Company”) Cost of Service Study (“COSS”) for the rate case filed
with the Arizona Corporation Commission (“Commission”), and presents the results of its

analysis.

Based on its review of Duncan’s COSS, Staff’s conclusions and recommendations are as

follows:

1.

It is Staff’s conclusion that Duncan performed the COSS consistent with the
methodology generally accepted in the industry, and utilized the COSS model in
developing the allocation factors appropriately.

Staff further concludes that, based on the evaluation of Duncan’s COSS model
and some minor changes Staff made in Schedules G-5 through G-7, the results of
COSS are satisfactory. These changes are described in detail in the main body of
the testimony under Conclusions and Recommendations.

Staff eliminated a duplicate G Schedule and renamed several Schedules contained
in the Company’s filing. Staff recommends that Duncan continue to utilize the
current COSS model including the modifications Staff made in the G Schedules in
any future rate proceeding. These modifications include the appropriate titles
according to the A.A.C. Rule R14-2-103.

Staff further recommends that Duncan’s COSS cost allocations and factors be
accepted with Staff’s aforementioned modifications, which are reflected in the
attached COSS G-Schedules under Exhibit 2:
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1 L INTRODUCTION

21 Q. Please state your name and business address.

3 A My name is Prem K. Bahl. My business address is 1200 West Washington Street,

4 Phoenix, Arizona 85007.
5
6 Q. By whom and in what capacity are you employed?
71 A. I am employed by the Arizona Corporation Commission (“Commission”) as an Electric
8 Ultilities Engineer.
9
10 Q. Please describe your educational background.

11| A. I graduated from South Dakota State University with a Masters degree in Electrical

12 Engineering in May 1972. 1received my Professional Engineering (“P.E.”) License in the
13 state of Arizona in 1978. My Bachelor of Science degree in Electrical Engineering is
14 from the Agra University, India in 1957.

15

16| Q. Please describe your pertinent work experience.

171 A. Please see my bio, which is attached as Exhibit 1.

18
191 Q. As part of your assigned duties at the Commission, did you perform an analysis of
20 the application that is the subject of this proceeding?

21 A. Yes, I did.
22
23 Q. Is your testimony herein based on that analysis?

241 A Yes, it is.

25
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1] Q. What is the purpose of your prefiled testimony?

2] A The purpose of my testimony is to discuss Staff’s review of Duncan Rural Services
3 Corporation (“Duncan” or “Company’’) Cost of Service Study (“COSS”) for the rate case,
4 and present the results of this review.

SN W

I1. COST OF SERVICE STUDY — REVIEW PROCESS

71 Q. What is the purpose of a COSS?

8t A. There are three steps to take in performing a COSS. They are: 1) functionalization; 2)

9 classification; and 3) allocation. First, the COSS enables us to determine the system’s cost
10 of service by classifying the utility’s costs (investments and expenses) by function, such as
11 demand-related, commodity-related, and customer-related functions. Second, the study
12 breaks down these costs by customer classes to reflect as closely as possible the cost
13 causation by respective customer classes. Third, the results of the COSS provide a
14 benchmark for the revenues needed from each customer category by appropriately
15 allocating the revenue requirement for each customer class.

16

171 Q. Is there a standard COSS model?

18 A. There is no standard methodology for designing a COSS, but it is generally advisable to

19 follow a range of alternatives to identify which allocations are more reasonable than
20 others. For that reason, the COSS should be used as a general guide only and as one of
21 many considerations in designing rates.

22

23 Q. What was the process Staff used in reviewing Duncan’s COSS?
24 A. First, I reviewed the model used by Duncan in developing various allocation factors in the

25 COSS. Second, I reviewed the Test Year (“TY 2004”) rate base, revenues and expenses

26 in the filed rate case, adjusted by Duncan’s Pro Forma adjustments, and matched them
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1 with the appropriate schedules contained in the application. Third, I incorporated the
2 revenue allocations and operating expense adjustments of Staff witnesses, Steve Irvine
3 and Dan Zivan, in the COSS.

501 Q. Did Staff conduct a separate independent COSS?

6] A. After studying Duncan’s model, Staff decided that the best method for review would be to
7 replicate Duncan’s COSS and make the appropriate Staff revisions and adjustments. The
8 accuracy of the COSS model was established by the fact that all the revisions and
9 adjustments flowed through the relevant G-Schedules. Furthermore, Duncan used the
10 same COSS model that was used and approved by the Commission in the last rate case
11 (Docket No. G-02527A-00-0392).
12

131 Q. Did Staff make any changes in Duncan’s COSS Schedules?
14| A. Yes. Staff made the following changes in the G Schedules.

15 1. Incorporated Staff’s revenue and operating expense adjustments.

16 2. Corrected some typographical errors in the designation of allocation factors
17 in Schedules G-5 through G-7.

18 3. Fliminated the duplicate Schedule G-4 (“Allocation of Rate Base”) and
19 replaced it with the “Expense Allocation to Classes” Schedule G-4, and
20 renumbered the remaining Schedules as G-5 through G-7.

21 4. Relabeled the titles of Schedules G-5 through G-7 in accordance with the
22 A.A.C. Rule R14-2-103.

23 5. Introduced a new allocation factor, F10, in Schedules G-6 and G-7 that was
24 erroneously labeled as F-3.

25 6. Included in Schedule G-7 the missing Allocation Factor F-4 for the

26 Weighted Customer Accounts.
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1| Q. What was the effect of the above-noted changes in the Allocation Factors?

2] A. The above-noted changes in the Allocation Factors did not affect the COSS results.

3
41 HL___ ALLOCATION OF DISTRIBUTION MAINS
51 Q. What comments does Staff have regarding Duncan’s allocation of Distribution
6 Mains?
7 A. This account is the largest single plant account. It constitutes approximately 67 percent of
8 Gross Distribution Plant in Service, according to Duncan’s figures used in its COSS.
9 Duncan rightly allocated one hundred percent (100%) of the cost of Distribution Mains to
10 peak demand, as was done in the last rate case.
11

12| IV. CONCLUSIONS AND RECOMMENDATIONS

13 Q. Based upon your testimony, what are Staff’s conclusions and recommendations
14 regarding the COSS?
| 151 A. Based on its review of Duncan’s COSS, Staff’s conclusions and recommendations are as
i 16 follows:
17 L It is Staff’s conclusion that Duncan performed the COSS consistent with the
18 methodology generally accepted in the industry, and developed the allocation
19 factors appropriately, except for the modifications made by Staff in terms of
20 correcting some typographical errors in the allocation factors in schedules G-5
21 through G-7, and relabeling another factor in Schedules G-6 and G-7, which was
22 erroneously designated by the Company.
23
24 2. Staff further concludes that, based on the evaluation of the COSS model utilized
25 by Duncan, and the changes Staff made in the allocation factors mentioned under

26 Item 4 below, the results of Duncan’s COSS are reasonable.
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Q.
A.

3. Staff recommends that in any future rate proceeding, Duncan continue to utilize
the current COSS model, including any appropriate revisions to the allocation
factors for allocating expenditures.

4. Staff further recommends that the Commission accept Duncan’s COSS cost
allocations and factors with the following adjustments and modifications, which
are reflected in the attached COSS G-Schedules under Exhibit 2.

a. Include Staff’s revenue allocation adjustment by class.

b. Include Staff’s operating expense adjustments to Duncan’s filing.

C. Replace Schedule G-4, which is duplicate of the “Allocation of Rate Base”
Schedule G-3, with the “Expense Allocation to Classes” Schedule G-4, and
renumber the remaining Schedules as G-5 through G-7.

d. Schedules G-5 and G-6: change the Allocation Factor for Meters and
House Regulators from F-5 to F-4.

€. Schedules G-6 and G-7: relabel the Allocation Factor for Operating
Expenses, under Function of Salaries and Wages, F-3, as F-10.

f. Schedule G-7: include the missing Allocation Factor F-4 for the Weighted
Customer Accounts.

Does this conclude your pre-filed testimony?

Yes it does.
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ACC Staff Prem Bahl’s Bio




Prem Bah)’s Bio

Mr. Bahl worked at the Arizona Corporation Commission from 1988 to 1998 as a
Utilities Consultant, and has been re-employed at the Commission as an Electric Utilities
Engineer since June 2002. During this period of over thirteen years, he has conducted
engineering evaluations of utility rate cases and financing cases, including analyses of
cost of service studies performed by Southwest Gas and rural electric cooperatives. His
responsibilities have included review of electric utilities’ generation and transmission
plans, inspection of power stations, and transmission and distribution facilities. Mr. Bahl
was involved with the development of retail competition in Arizona and of DesertStar, an
Independent System Operator (“ISO”), later renamed as WestConnect, a Regional
Transmission Operator (“RTO”). He was Chairman of the System Reliability Working
Group, which evaluated the impact of competition on system reliability and
recommended the establishment of the Arizona Independent System Administrator
(“AZISA”) as an interim organization until commercial operation of DesertStar was
implemented. Since rejoining the Commission, Mr. Bahl has reviewed utilities’ load
curtailment plans, and coordinated with the Commission consultants to hold two
workshops to report on the second Biennial Transmission Assessment (“BTA”) 2002-
2011, and the third BTA 2004-2013, in the state of Arizona. He is responsible for the

compliance of power plant and line siting cases.

From July 1998 to August 2000, Mr. Bahl was Chief Engineer at the Residential
Utility Consumer Office. During this time period, he performed many of the duties he
performed at the Commission. He was involved with the Distributed Generation Work
Group that looked at the impact of development of distributed generation in Arizona on

system reliability, and modifications of interconnection standards currently specified by

the jurisdictional utilities. Mr. Bahl was a member of the AZISA Board of Directors




from September 1999 to June 2000. He was involved in the deliberations of the Market

Interface Committee of the North American Electric Reliability Council.

From July 2001 to June 2002, Mr. Bahl had his own consulting engineering firm,
and was involved with deregulation of electric power industry, and formation of RTO

West and the MidWest ISO.

Mr. Bahl has a Masters in Electrical Engineering from the South Dakota State
University, and is a registered Professional Engineer in the state of Arizona. He has
published and presented a number of technical papers at the national and international
conferences regarding formation of ISOs and RTOs; transmission issues and distributed
generation. In April 2005, he chaired a national conference on “Western Power Supply”

in Los Angeles, California.

Prior to his employment with the Commission, Mr. Bahl was an electrical
engineer with electric utilities and consulting firms in the transmission and generation
planning areas for approximately twenty eight years, including ten years with the Punjab

State Electricity Board (“PSEB”) in India from 1960 to 1970. He was Executive

Engineer at the PSEB from 1968 to 1970 prior to coming to the USA in 1970.
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DUNCAN RURAL SERVICES CORPORATION
COST OF SERVICE SUMMARY - PRESENT RATES
TEST YEAR ENDED DECEMBER 31, 2004

DESCRIPTION TOTAL 250cfh & Below >250 & < 425 cfh >425 & <1k cfh
Operating Revenues 300,393 17,421 7,998
Operating Expenses:

Purchased Gas - - - -
Distribution Expense - Operations 154,097 134,924 12,508 6,665
Distribution Expense - Maintenance 54,824 48,107 4413 2,304
Customer Account Expense 60,129 58,455 1,509 165
Administrative & General Expense 56,520 50,520 4,490 1,510
Depreciation 49,646 44,090 3,809 1,747
Property Taxes 19,639 17,021 1,656 962
Tax Expense - Other (Income, etc.) (23,047) (20,601) (1,831) (615)
Interest Expense -Other 367 357 9 1
Total Operation Expenses 332,873 26,563 12,739
Operating Income (Loss) (32,480) (9,142) (4,741)
Rate Base : 672,374 58,472 27,212
% Return - Present Rates -6.12% -4.83% -15.63% -17.42%

Return Index 1.00 0.79 2.56 2.85




DUNCAN RURAL SERVICES CORPORATION
COST OF SERVICE SUMMARY - PROPOSED RATES
TEST YEAR ENDED DECEMBER 31, 2004

DESCRIPTION

Operating Revenues (1)
Operating Expenses:
Purchased Gas

Distribution Expense - Operations

Distribution Expense - Maintenance

Customer Account Expense
Administrative & General Expense
Depreciation

Property Taxes

Tax Expense - Other (Income, etc.)
interest Expense -Other

Total Operation Expenses
Operating Income (Loss)

Rate Base
% Return - Proposed Rates

Return Index

Note:

(1) Operating Revenues exclude recovery of Purchased Gas cost.

Schedule G-2
Page 1 of 1

TOTAL ) >250 & <425cfh >425 & < 1k cfh
477825 ’ . 78360 14,065
154,007 134,924 12,508 6,665
54,824 48,107 4,413 2,304
60,129 58,455 1,509 165
56,520 50,520 4,490 1,510
49,646 44,090 3,809 1,747
19,639 17,021 1,656 962
12,305 10,999 978 328
367 357 9 1
407,524 364,473 29,372 13,682
70,301 20,927 48,988 383
672,374 58,472 27,212
9.27% 3.11% 83.78% 1.41%
1.00 0.34 9.03 0.15
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Page 2 of 2
DUNCAN RURAL SERVICES CORPORATION
TEST YEAR ENDED DECEMBER 31, 2004
EXPENSE ALLOCATION TO CLASSES OF SERVICE
CONSUMER CLASS
| DESCRIPTION FACTOR TOTAL 250cfh & Below >250 & < 425 cfh >425 & < 1k cfh
| Depreciation:
| Demand D-1 33,958 29,431 2,863 1,664
Commodity CM-1 -
Customer - Weighted C-1 15,688 14,659 946 83
Customer - Unweighted C-2 -
Total 49,646 44,090 3,809 1,747
Property Taxes:
Demand D-1 13,433 11,642 1,133 658
Commodity CM-1 -
Customer - Weighted C-1 6,206 5,379 523 304
Customer - Unweighted C-2 -
Total 19,639 17,021 1,656 962
ADJUSTED TY Tax Expense - Other:
Demand D-1 (10,905) (9,451) (920) (534)
Commodity CM-1 (1,195) (735) (424) (36)
Customer - Weighted C-1 (6,033) (5,837) (364) (32)
Customer - Unweighted C-2 (4,914) (4,778) (123) (13)
Total (23,047) (20,601) (1,831) (615)
PROPOSED Tax Expense - Other:
Demand D-1 5,822 5046 : 491 285
Commodity CM-1 638 ‘ 392 . 227 . 16
Customer - Weighted C-1 3221 -+ 3010 o194 e
Customer - Unweighted C-2 2624 2551 L. B8 LT
Total 12,305 10,999 978 328
Interest Expense - Other:
Demand D-1 -
Commodity CM-1 -
Customer - Weighted CA1 -
Customer - Unweighted C-2 367 357 9 1
Total 367 357 9 1
TOTAL OPERATING EXPENSES 372,175 332,873 26,563 12,739
OPERATING INCOME (LOSS) (46,363) (32,480) (9,142) (4,741)

OPERATING INCOME PERCENT -14.23% -10.81% -62.47% -59.28%
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EXECUTIVE SUMMARY
DUNCAN RURAL SERVICES CORPORATION
DOCKET NO. G-02528A-05-0314

Duncan Rural Services Corporation (“Duncan™) is a non-profit corporation that supplies gas
service to approximately 750 customers in Greenlee County, Arizona. Duncan’s current rates
were approved by the Commission in Decision No. 64869 (June 5, 2002).

On April 29, 2005, Duncan submitted an application seeking adjustment to its rates. The
application seeks to increase revenue from each customer class. Staff recommends a rate design
that balances the goals of equal sharing of a rate increase with equal sharing of system costs. In
addition to changes in rates, Staff makes other recommendations that change the rate
components. Staff recommends consolidation of the Summer and Winter Commodity Charges.
Staff also recommends setting the base cost of gas at $0.00. In addition to these changes, Staff
makes further recommendations related to these matters.

Staff’s recommended rate design would have the effect of raising the average winter bill in the
250 cth & Below class from $92.28 to $103.44. The average summer bill in this class would rise
from $29.42 to $41.72.

Staff’s recommendations are as follows:

1. Staff recommends resetting the base cost of gas to zero in the first complete
billing period following a decision in this matter, but not sooner than 30 days.

2. Staff recommends that Duncan create and distribute specific customer education
materials to explain the resetting of the base cost of gas to zero.

3. Staff recommends that information materials describing the change to the base
cost of gas be submitted to the Director of the Ultilities Division for review at least
two weeks prior to release.

4. Staff recommends that when implementing the zero base cost of gas Duncan
calculate the adjustor rate based on the previous 12 months’ average total cost of
gas.

5. Staff recommends that when implementing the zero base cost of gas the existing

$0.10 band should be referenced against the previous 12 months’ total cost of gas
rather than the previous twelve months’ adjustor rate.

6. Staff recommends that Duncan’s PGA balance threshold level remain at $35,000.

7. Staff recommends that Duncan continue to submit adjustor reports on a monthly
basis and that that the reports be filed within 2 months of the month that the report

covers.




10.

11.

Staff recommends that a Duncan Officer certify, under oath, through an affidavit
attached to each adjustor report that all information provided in the adjustor report
is true and accurate to the best of his or her information and belief.

Staff recommends consolidation of the Summer and Winter Commodity Charges
into a single commodity charge that applies all year.

Staff recommends approval of rates as proposed in Schedule SPI-1.

Staff recommends approval of service charges as proposed in Schedule SPI-1.
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1 INTRODUCTION

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

3 A. My name is Steve Irvine. I am a Public Utilities Analyst III employed by the Arizona
4 Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff”).
5 My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

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

81 A. In my capacity as a Public Utilities Analyst, I review monthly filings of purchased power

9 adjustors and purchased gas adjustors. My duties also include processing of applications
10 for rate increases, borderline agreements, tariff compliance filings, cost of capital analysis
11 and various applications of other types.

12

13 Q. Please describe your educational background and professional experience.

14| A. In 1994, T graduated from Arizona State University, receiving a Bachelor of Science
15 degree in Business Marketing. In 1997, T received a Masters degree in Public
16 Administration from Arizona State University. I have been employed by the Commission
17 since May of 2001. I have worked in the Utilities Division since September of 2002.

18

9] Q. What is the scope of your testimony in this case?

20 A. I will address Duncan Rural Services Corporation’s (“Duncan”, “Company”, or
21 “Cooperative”) base cost of power, purchased gas adjustor (“PGA”) and PGA balance,
22 revenue allocation and rate design, and service charges. Staff witnesses Dan Zivan and

23 Prem Bahl will provide testimony regarding other aspects of Duncan’s rate application.
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1] BASE COST OF GAS
2 Q. Briefly summarize how Staff determined the base cost of gas.

3 A Typically the base cost of gas is determined by dividing the Cooperative’s total purchased

4 gas costs from the test year by the total therms sold in the test year. In this case, rather

5 than using this typical method Staff recommends setting the base cost of gas to zero. By

6 setting the base cost of gas to zero, in the future the entire cost of gas will be recovered

7 through the adjustor mechanism.

8

91 Q. Why does Staff recommend setting the base cost of gas at zero and moving the entire
10 cost of gas to the adjustor mechanism?
11 A. Staff recommends this method as it makes the cost of gas purchased by Duncan more
12 transparent to the public. Aside from taxes and assessments, currently there are three rate
13 components identified in Duncan’s Rate Schedules I, II, and III. The first component is a
14 fixed Monthly Service Charge. The second is a Commodity Charge which is a rate that is
15 multiplied by each therm used. There are different Commodity Charges for winter and
16 summer. The third component is the PGA. The PGA charge is also a rate that is
17 multiplied by each therm used. The cost of the gas purchased for delivery to customers is
18 recovered through a component of the Commodity Charge called the base cost of gas. It is
19 a fixed rate that is charged per therm sold. Should the cost of gas differ from this fixed

| 20 rate, the amount by which purchased gas costs differ from the base cost of gas is
‘ 21 recovered, or alternatively returned, through the PGA. Other costs associated with the

22 delivery of gas such as costs for metering, billing, customer service, personnel, facility
23 costs, etc. are recovered through the Monthly Service Charge and the portion of the
24 Commodity Charge which is not comprised of the base cost of gas. Under this
25 framework, the cost of the gas purchased by Duncan is split between the Commodity

26 Charge and the PGA. Currently, the monthly cost to customers for the gas purchased by
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Duncan is determined by summing the base cost of gas and the costs reflected in the
adjustor. Setting the base cost of gas to zero and moving gas costs entirely to the PGA
consolidates purchased gas costs into a single rate component. This process will result in
greater price transparency as gas costs can be readily observed in a single pricing
component and will not require calculation to determine gas costs. This ability to easily
understand the cost of purchased gas is increasingly more important as the cost of gas rises
and becomes more volatile. This change would simplify the accounting necessary to be

done in regard to the cost of gas in a rate proceeding and tracking of the PGA mechanism.

Q. Please discuss how Tables 1 and 2 shown below describe the current pricing method
as it relates to Staff’s proposed pricing method.

A. Table 1 includes the three pricing components mentioned above: Monthly Service
Charge, Commodity Charge, and PGA. The right side of Table 1 also shows the kinds of
costs included in each of the pricing components. Table 2 also shows the three pricing
components and the costs proposed to be included for each of the price components, but
with purchased gas costs consolidated into a single pricing component Gas costs would no
longer mix with other costs in the Commodity Charge. Note that these tables exclude

other charges such as taxes and surcharges.
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Table 1

Current Pricing Method

Monthly Service Charge{ Charges related to delivery and service

Winter and Summer Charges related to delivery and service combined with

Commodity Charge Purchased Gas charges (base cost of gas)

Purchased Gas Adjustor { Purchased Gas charges (adjustor mechanism)

Table 2

Proposed Pricing Method

Monthly Service Charge { Charges related to delivery and service

Winter and Summer Charges related to delivery and service

Commodity Charge

Purchased Gas Adjustor { Total Purchased Gas charges

Q.

Are there any drawbacks to setting the base cost of gas at zero and effectively
combining it with the monthly PGA rate to create a single gas cost component?

The only drawback Staff is aware of is that if such a change were to take place, some
amount of customer confusion is likely in the short term, as is the case anytime there is a
noticeable change to customer bills. However, a well-designed customer education effort
to inform customers of this change will help to reduce customer confusion. Staff

recommends that if the recommendation to set the base cost of gas at zero is accepted, that

Duncan create and distribute specific customer education materials to explain this change.
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Staff further recommends that such information materials be submitted to the Director of
the Utilities Division for review at least two weeks prior to release. This will allow Staff
to provide input into the informational materials. Staff also recommends resetting of the
base cost of gas to zero in the first complete billing period following a decision in this
matter, but not sooner than 30 days. This will allow a period of time for preparation and

approval of informational materials.

Q. Will any adjustments need to be made to Duncan’s current method of determining
the adjustor rate to accommodate the setting of the base cost of gas to zero?

A. Yes. Currently, Duncan’s monthly adjustor rate is calculated using the prior 12 months’
average cost of gas. A given month’s adjustor rate is determined by calculating the
average of the past 12 months’ gas costs and then reducing the amount by the base cost of
gas. In order to allow the entire cost of gas to be reflected in the adjustor rate, Duncan
will need to calculate the adjustor rate in a new manner. In the month in which Duncan
resets the base cost of gas set to zero, the adjustor rate will need to be increased so that the
adjustor will include costs that were previously recovered in the base cost of gas. In order
to increase the adjustor rate, Duncan will need to calculate the adjustor rate based on the
previous 12 months’ average total cost of gas. Staff recommends that this measure be
taken in order to properly shift gas cost from the base cost of gas to the adjustor

mechanism.

Q. Please discuss the $0.10 band that currently sets limitations on the adjustor rate and
describe any considerations that must be given to this band should the base cost be
reset to zero.

A. A $0.10 band is in place that limits the extent to which a new adjustor rate can increase or

decrease. The band limits any new adjustor rate to no more than $0.10 difference from
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any rate in the past 12 months. In the month in which the new adjustor rate is calculated
based on the preceding 12 months’ average total cost of gas, the new rate may well exceed
$0.10 difference from any of the preceding twelve months’ adjustor rates. In order for the
new adjustor rate to allow the total cost of gas to be collected through the adjustor, the
existing $0.10 band should be referenced against the previous 12 months’ total cost of gas
rather than the previous 12 months’ adjustor rate. This will likely cause a marked increase
in the adjustor rate, but the increase will be offset by a proportional decrease that occurs in
the commodity charges from reducing the base cost of gas to zero. In the 13" month
following a decision in this matter the $0.10 band should be referenced against the prior
12 months’ PGA rates as the total cost of gas will be reflected in the prior 12 months’
PGA rates.

Q. Has Staff recommended setting the base cost of gas at $0.00 previously?
A. Yes. Staff has made the same recommendation recently in a rate proceeding for

Southwest Gas (G-01551A-04-0876).

Q. What is Staff’s recommendation for Duncan’s base cost of gas?

A. Staff recommends that the base cost of gas be set at $0.00 per therm.

PURCHASED GAS ADJUSTOR AND BALANCE

Q. Has use of the PGA mechanism maintained a reasonable PGA balance?

A. Yes, in the recent past it has. Decision No. 61225 in December 1998 set a PGA balance
threshold of $35,000 for Duncan. The threshold requires that Duncan either seck a
surcharge or surcredit upon reaching a $35,000 balance, or alternatively seek a waiver

from a surcharge or surcredit. Since January of 2003, Duncan’s PGA balance has been

within the $35,000 threshold. Prior to that, Duncan’s December 2002 balance was
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1 $38,990 in overcollection. On September 30, 2005, Duncan filed an application for a

2 surcharge. Duncan’s ending August balance was $22,000 undercollected. While the

3 August ending balance is within the threshold, Duncan cites in its application that it

4 expects an undercollection of $192,000 by February of 2006 as a result of anticipated high
winter costs and not having hedged gas for the winter. The surcharge application is being

6 processed as a separate matter (Docket No. G-02528 A-05-0687).

7

8 Q. Does Staff have any other recommendations regarding the PGA?

9l A. Yes. Decision No. 61225 ordered Duncan to file monthly PGA reports. Decision No.

10 61225 also ordered that monthly PGA reports be filed within 2 months of the month that
11 the report covers. For example, the report for January 2006 should be filed by the last day
12 of March 2006. Staff recommends that Duncan continue to submit adjustor reports on a
13 monthly basis and that the reports be filed within 2 months after the month that the report
14 covers.

15

16 Q. Does Staff have any other recommendations regarding the PGA?

171 A. Yes. Staff recommends that a Duncan Officer certify, under oath, through an affidavit

18 attached to each adjustor report, that all information provided in the adjustor report is true

19 and accurate to the best of his or her information and belief. Staff has made this
‘ 20 recommendation in other rate cases. Increased accountability for PGA reports is

21 appropriate as gas costs are rising. Staff notes that the reports are currently signed by
’ 22 Duncan’s C.E.O., but the signature does not speak to the accuracy of the reports.

23
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PGA THRESHOLD

Q. Has Staff given consideration to the possibility of making a change to the $35,000
threshold set in Decision No. 61225?

A. Yes.

Q. What objectives does Staff consider when evaluating the level of a bank balance
threshold?

A. There are many factors to be considered in setting a threshold level. A threshold set too
high may allow a company to maintain an excessive overcollection or allow an
undercollection to develop to a level that later necessitates a high surcharge. A threshold
set too low may require a company to file a burdensome number of surcharge or surcredit
applications, or alternatively petition many waivers from such filings. In setting a
threshold one must balance these and other factors.

Q. Can a company file an application for a surcredit or surcharge prior to reaching an
established bank balance threshold?

A. Yes. Companies are not prohibited from filing for a surcharge or surcredit prior to
reaching a balance threshold.

Q. What methods or tools might one use to evaluate the appropriateness of a bank
balance threshold level?

A. When considering the severity of a given bank balance, or appropriateness of a given

threshold level, Staff has relied on a formula which frames a bank balance level or
threshold, in a meaningful context. Consider Company X whose threshold, or

alternatively current balance level, is $67,000. The number $67,000 is meaningless to the

observer until it is placed in context of the size of the utility and controlled for other
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1 factors such as the ratio of residential customers to other customer classes. A balance of
2 $67,000 may be small to a company such as Arizona Public Service (“APS”) but large to a
3 small cooperative. Similarly, a threshold level of $67,000 may be small to APS but large
4 to a small cooperative. Additionally, a $67,000 bank balance or balance threshold may be
5 large for a small cooperative whose therms are sold predominantly to residential
6 customers, but appropriate for a cooperative whose therms are sold predominately to an
7 industrial customer. The formula Staff has employed when considering thresholds and
8 bank balance levels first multiplies a given bank balance level, or balance threshold level
9 by the ratio of residential therm sales to total therm sales. This yields the portion of the
10 balance that is attributable to the residential class. This number is then divided by the
i1 average number of residential customers yielding the ratio referred to as balance per
12 residential customer. While portions of an existing PGA bank balance are not formally
13 ascribed to any given customer class or customer, the balance per residential customer
14 ratio frames a given bank balance level or balance threshold in a ratio which is intuitive to
15 the observer. Should Company X’s bank balance referenced previously as $67,000 be
16 $2.00 per residential customer, one can reason that a $67,000 bank balance does not call
17 for remediation through a surcharge. Furthermore, one could also reason that a threshold
18 set at the $67,000 level may be too low. The balance per residential customer ratio also
19 allows direct comparisons to be made between small and large companies and controls for
20 factors such as varying customer mix.
21
| 221 Q. Given that Duncan’s current bank balance threshold level is $35,000, what is the
} 23 balance per residential customer at that level?
i 24 A. Staff calculates that at $35,000 Duncan’s balance per residential customer is $31.92.
i 25
\
\
1
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Q. How does this compare to other utilities who have established thresholds?

A. Duncan’s threshold balance per residential customer is high compared to other gas
utilities. Duncan’s threshold per residential customer being higher than others may be a
result of other utilities’ customer base having grown since setting of their thresholds and
Duncan’s customer base having reduced somewhat in the same period of time.

Q. What threshold level does Staff recommend for Duncan?

A. Given that Duncan’s customer base has remained relatively stable, Staff recommends that

Duncan’s PGA balance threshold level remain at $35,000.

REVENUE ALLOCATION AND RATE DESIGN

Q.

Before describing Staff’s proposal for Revenue Allocation and Rate Design, please
discuss how Duncan’s customer classes differ from other Arizona utilities.

Typically, the rate classes of other utilities describe the kinds of users in the rate classes.
Examples of more typical rate classes are Residential, Commercial, Irrigation, and
Industrial. Duncan is unusual in that each rate class is determined by the potential volume
per hour of the gas service delivered. For instance, Rate Schedule 1 — 250 cfh & Below
consists of customers of meter sizes of 250 cubic feet per hour and below. Customers in
this rate class could be either residential or commercial customers so long as their meter
size 1s of 250 cfh or less. For this reason, general descriptions of the customers in each

class are included in Table 3 below.
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Table 3

Class

Description*

Approximate No. of
customers**

Rate Schedule 1 —

Residential and Commercial

691 Residential

250 cth & Below 47 Commercial
Rate Schedule 2 —- Irrigation and Commercial 18 Irrigation
Above 250 cth to 425 cth 1 Commercial
Rate Schedule 3 — Commercial 2 Commercial

Above 425 cfh to 1,000 cfh

*Descriptions of users in each category are not formal, but general descriptions of the customers.

**These figures are an approximation provided by the Company.

What are Staff’s underlying objectives in its recommended revenue allocation and
rate design?

Many factors are considered and balanced when performing revenue allocation.
Equalization of contribution to the system rate of return is generally an objective in
revenue allocation and rate design. Staff also gave consideration to other factors such as
rate shock, gradualism in change, customer class price sensitivity, historic prices, and
pricing simplicity. In light of the large increases needed and the rising cost of gas, Staff
gave greater consideration to equal sharing of needed price increases among customer
classes than to each class’s contribution to system rate of return. Had Staff’s revenue
allocation emphasized equalization of rate of return for each class over equal sharing of
rate increase, larger changes from present to new rates would have occurred for those rate

classes (Rate Schedule 1 and 3) that currently contribute less than system rate of return.
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1| Q. How did Staff calculate the rates of return that would be contributed by each class

2 given Staff’s proposed revenue allocation?
3 A To calculate rates of return contributed by each class given Staff’s proposed revenue
4 allocation, Staff used the formulas from Worksheets G1 and G2 of Staff’s cost of service
5 study. Worksheets G1 and G2 of the cost of service study calculate, among other things,
6 rates of return on revenue and a Return Index for each rate class. To calculate rates of
7 return given Staff’s proposed revenue allocation, Staff’s proposed revenue increases for
8 each class were entered in the Operating Revenues line of Schedule G2 in Staff’s cost of
9 service study. Staff’s Schedule G2, which includes Staff’s proposed revenue allocation, is

10 shown in Exhibit SPI-3.

11

121 Q. Please explain the Return Index mentioned previously.

13 A The Return Index that appears in Worksheets G1 and G2 of Staff’s cost of service study is

14 a ratio that indicates whether the rate of return on revenue contributed by a given class is
15 above, equal to, or below the system rate of return on revenue. The ratio is determined by
16 dividing the revenue contributed by a given class by the revenue needed for that class to
17 have a rate of return equal to that contributed by each of the other classes. A Return Index
18 above 1.00 indicates that a class contributes more than the system rate of return.
19 Alternatively, a Return Index below 1.00 indicates that a class contributes less than the
‘ 20 system rate of return.
21
| 221 Q. Please describe Duncan’s proposed revenue allocation.
234 A. The company has proposed equal increases in the commodity based component of rates.
24 Currently, each of the three rate classes has a Winter Commodity Rate of $0.80 per therm.
25 Duncan proposes that this rate increase to $1.25450 for each customer class. Each class

26 has a Summer Commodity Rate of $0.51405 per therm. Duncan proposes that this rate
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1 increase to $0.80580 for each customer class. Duncan has also proposed equally
2 proportional increases to the Monthly Service Charge of each class. In total, Duncan’s
3 proposed rate design is aimed at equal sharing of the revenue increase. While equal
4 sharing of revenues appears to be Duncan’s prime consideration in rate design and
5 revenue allocation, based on Duncan’s cost of service study, Duncan’s rate design also has
6 the effect of making each class’s rate of return more equal to the system rate of return.
7
8 Q. Does Staff’s revenue allocation differ from Duncan’s?
91 A. Yes. Some differences exist that result from systematic differences in rate design and the
10 cost of service studies. First, Staff’s cost of service study differs from that of Duncan
11 resulting in differing return indices. Differences in the cost of service studies are
12 described in the testimony of Staff witness Prem Bahl. Second, Staff is proposing that the
13 base cost of gas be set to zero and that all future gas costs flow through the adjustor
14 mechanism. This has the effect of changing the revenue requirements shown in the cost of
15 service study as revenues meant to recover costs for the base cost of gas are no longer
16 needed in the revenue requirement. For this reason, Duncan has proposed a higher
17 revenue requirement than Staff.
18
191 Q. Please describe Staff’s proposed revenue allocation.
20| A. Like Duncan’s, Staff’s revenue allocation pursues equal sharing of the costs associated
‘ 21 with an increased revenue requirement; however, Staff does not propose exactly equal
| 22 increases for each rate class. As discussed previously, these increases appear in the form
‘ 23 of revenue reductions for each class as Staff has proposed that gas costs formerly included
‘ 24 in each class’s revenue requirements be collected through the adjustor mechanism. Staff

‘ 25 recommends a revenue reduction for the 250 cth & Below class of 22.94 percent, a




Direct Testimony of Steve Irvine
Docket No. G-02528A-05-0314
Page 14
1 revenue reduction for the Above 250 cth to 425 cfh class of 41.05 percent, and a revenue
2 reduction for the Above 425 cth to 1,000 cth class of 21.55 percent.
3
41 Q. Does Staff’s proposal for revenue allocation give consideration to the return indices
5 of each of the rate classes?
o A Staff did give consideration to the return indices of each of the rate classes when
7 determining revenue allocation. While equalization of the return indices of each of the
8 rate classes is generally desirable, Staff’s primary goal was not equalizing the return
9 indices. As discussed previously, Duncan has filed an application seeking a $0.60 per
10 therm surcharge in anticipation of high winter gas costs. Gas costs have not only been
11 rising recently but have also responded to the effects of hurricane Katrina. This problem
12 is exacerbated by Duncan’s lack of gas hedging for the winter. While the Commission has
13 not yet issued a decision on Duncan’s surcharge application, rate increases to address the
14 new revenue requirement coupled with increasing gas costs will have a significant effect
15 on customer bills. Regardless of the Commission’s decision in the surcharge application,
16 at least some portion of higher gas costs will pass on through Duncan’s PGA rolling
17 average. In light of these new costs, efforts to reallocate revenues among classes in order
18 to equalize contribution to revenue requirement would have the effect of further
| 19 significantly increasing bills of customers in rate classes that currently contribute less than
20 the system average rate of return. For this reason, Staff’s recommended revenue
21 allocation considers equal sharing of new costs, before considering equalization of return
22 indices.
23
241 Q. What is the effect of Staff’s recommended revenue allocation on the return indices?
251 A. Staff’s recommended revenue allocation would decrease the Return Index of the 250 cth
26 & Below class from 0.74 to 0.34. While this change moves the class further away from
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1 equal contribution to rate of return, the class will still collect revenue in excess of
2 expenses. The Return Index of the Above 250 cth to 425 cth class increases from 4.12 to
3 9.03. The Return Index of the Above 425 cfh to 1,000 cfh class decreases from 0.61 to
4 0.15. One should note the current return indices referenced here are based on Staff’s cost
5 of service study rather than Duncan’s. It should also be noted that while in each of these
6 rate classes the return indices move further from equal rate of return, each rate class’s rate
7 of return remains positive. FEach rate class continues to collect revenues in excess of
8 expenses.

9

10 Q. Please describe Staff’s proposed rate design generally.

1y A. A summary of Staff’s proposed rate design is provided in Schedule SPI-1. Duncan’s

12 present rate design is based on a Monthly Service Charge and Summer and Winter
13 Commodity Charges. Staff accepts the Cooperative’s proposed Monthly Service Charges.
14 Equivalent increases in the Monthly Service Charges were approved in Duncan Valley
15 Electric Cooperative’s first three rate classes in its most recent rate case. Duncan
16 recommends that equal increases be made to the Summer and Winter Commodity Charges
17 of each rate class. Staff agrees with the concept of equivalent increases to the commodity

| 18 component of each rate class.

{ 19

} 20 Q. Does Staff recommend any changes to the structure of Duncan’s rate classes?
211 A. Yes. Staff recommends consolidation of the Summer and Winter Commodity Charges
22 into a single commodity charge that applies all year. Costs recovered by the commodity
23 charges, above the base cost of gas, do not change seasonally. There is no cost-based
24 rationale for having different commodity charges for the summer and winter season.

25
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1] Q. Please describe Staff’s proposed rate design for the 250 c¢fh & Below class and its
2 effect on the class.

3 A Staff finds the Cooperative’s proposed monthly customer charge of $20.00 to be

4 reasonable. Staff recommends that the Commodity Charge be set at $0.52 per therm.
5 Based on average monthly usage of 76 therms in winter, a customer in this class would
6 pay $103.44, an increase of 12.09 percent, or $11.16. Based on average monthly usage of
7 20 therms in summer, a customer would pay $41.72, an increase of 41.77 percent, or
8 $12.29. These bill calculations include the Monthly Minimum Charge, Commodity
9 Charge, and an estimated PGA rate. Taxes, assessments, surcharges, and surcredits are
10 not included in the calculations. While an increase of 41.77 percent appears to be a large
11 increase, this increase occurs in summer when average bills for this class are lower than
12 winter bills. Effects of rate changes on customer bills over a range of use levels for each
13 of the rate classes are shown in Schedule SPI-2.
14

5 Q. Please describe Staff’s proposed rate design for the Above 250 cfh to 425 cfh class
16 and its effect on the class.

170 A. Staff finds the Cooperative’s proposed monthly customer charge of $30.00 to be

18 reasonable. Staff recommends that the Commodity Charge be set at $0.42 per therm.
; 19 Based on average monthly usage of 262 therms in winter, a customer in this class would
l 20 pay $288.99, an increase of 0.47 percent, or $1.36. Based on average monthly usage of
‘ 21 997 therms in summer, a customer would pay $1,014.93, an increase of 36.12 percent, or
22 $269.33. These bill calculations include the Monthly Minimum Charge, Commodity
23 Charge, and an estimated PGA rate. Taxes, assessments, surcharges, and surcredits are
24 not included in the calculations. Staff would endeavor to reduce the increase to this class
25 even further, but such efforts would further add to the large increases experiences by other

26 classes. Proportionally, increases to this class are smaller than those of other classes as the
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1 class already contributes more than its share of rate of return. Effects of rate changes on
2 customer bills over a range of use levels for each of the rate classes are shown in Schedule
3 SPI-2.
4
51 Q. Please describe Staff’s proposed rate design for the Above 425 cfh to 1,000 cfh class
6 and its effect on the class.
71 A. Staff finds the Cooperative’s proposed monthly customer charge of $40.00 to be
8 reasonable. Staff recommends that the Commodity Charge be set at $0.74 per therm.
9 Based on average monthly usage of 1,430 therms in winter, a customer in this class would
10 pay $1,915.57, an increase of 29.80 percent, or $439.84. Based on average monthly usage
11 of 128 therms in summer, a customer would pay $207.88, an increase of 69.28 percent, or
12 $85.08. These bill calculations include the Monthly Minimum Charge, Commodity
13 Charge, and an estimated PGA rate. Taxes, assessments, surcharges, and surcredits are
14 not included in the calculations. While a percentage increase of 69.28 is remarkably high,
15 this increase occurs in summer when average bills are nearly one-tenth that of winter bills.
16 One should also note that these summer bills are presently even smaller than either the
17 average summer or winter bills in the Above 250 cth to 425 cth class. Furthermore,
| 18 Staff’s proposed rate design results in a decrease of the Return Index of this class and
; 19 results in a significant increase in the Return Index of the Above 250 cth to 425 cfh class.
i 20 Effects of rate changes on customer bills over a range of use levels for each of the rate
| 21 classes are shown in Schedule SPI-2.
22

23} SERVICE CHARGES
24 Q. What are Staff’s recommendations regarding service charges?

25 A. Staff recommends that the services charges proposed by Duncan be approved. These

26 service related charges are shown in Schedule SPI-1.
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1] Q. Please discuss Duncan’s proposal for service charges.

20 A. Duncan proposes that service charges remain the same with the exception of Interest Rate

3 on Customer Deposits and Late/Deferred Payment. Duncan recommends that the interest

4 rate on Customer Deposits be changed from 3 percent to a variable rate which is based on

5 the Three Month Non-Financial Commercial Paper Rate (“NTMCP”) as published by the

6 Federal Reserve. While a variable interest rate is applied to deposits for some electric

7 utilities in Arizona, all other natural gas utilities in Arizona currently have a flat interest

8 rate of 6 percent and none currently use a variable rate. Staff recommends that Duncan’s

9 interest rate on deposits be increased from 3 percent to 6 percent in order to make it
10 consistent with other Arizona gas utilities, but given Duncan’s current financial condition
11 the Commission could also consider maintaining the rate at its current level of 3 percent.
12

13 Q. What is Staff’s recommendation regarding Late/Deferred Payment?

14| A Duncan proposes that the rate for Late/Deferred Payment (per month) be changed from

15 0.0 percent to 1.5 percent. Staff recommends that this rate be approved. The fee would
16 provide an incentive for timely payment and has been approved for other Arizona gas
17 utilities.

18

|
| 19} SUMMARY OF STAFF RECOMMENDATIONS
|

20 Q. Please provide a brief summary of Staff’s recommendations.

210 A Staff’s recommendations are as follows:

22

23 1. Staff recommends resetting the base cost of gas to zero in the first complete billing
24 period following a decision in this matter, but not sooner than 30 days.

25 2. Staff recommends that Duncan create and distribute specific customer education

26 materials to explain the resetting of the base cost of gas to zero.
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10.
11.

Staff recommends that informational materials describing the change to the base
cost of gas be submitted to the Director of the Ultilities Division for review at least
two weeks prior to release.

Staff recommends that when implementing the zero base cost of gas, Duncan
calculate the adjustor rate based on the previous 12 months’ average total cost of
gas and not reduce this number by the amount of the base cost of gas as it has done
in the past.

Staff recommends that when implementing the zero base cost of gas the existing
$0.10 band should be referenced against the previous 12 months’ total cost of gas.
Staff recommends that Duncan’s PGA balance threshold level remain at $35,000.
Staff recommends that Duncan continue to submit adjustor reports on a monthly
basis and that the reports be filed within 2 months of the month that the report
COVers.

Staff recommends that a Duncan Officer certify, under oath, through an affidavit
attached to each adjustor report, that all information provided in the adjustor report
is true and accurate to the best of his or her information and belief.

Staff recommends consolidation of the Summer and Winter Commodity Charges
into a single commodity charge that applies all year.

Staff recommends approval of rates as shown on page 1 of Schedule SPI-1.

Staff recommends approval of service charges as shown on page 1 of Schedule

SPI-1.

Q. Does this conclude your direct testimony?

A. Yes, it does.




%08’ | %05 | %000
%00°9 wOldelen %00°¢
| %000 00°02% %000 00'02% 00'02%
%000 00°05$ %000 00°'06$ 00°'06%
%000 00°0¢% %000 000¢$ 000€$
%000 00°0S% %00°0 00'0G5$ 00°05%
%000 00°G6/% %000 00'G.$ 00°6.$
%000 00°05% %000 00'05$ 00°05%
%000 00°06$ %000 00°05% 00°'0S%
%000 00°Ge$ %000 00°6¢€$ 00°GES
%68 v 08vv.L 0% %LS 08608°0% Go¥1G 0%
%06°9- 0811 0% %.LG GOvGe' L% 00008'0%
%¥1'8L- 0802t 0% %.LS 08G08'0% Gov1LS 0%
, %0¥ Ly- 0802 0% %LS SOvGe 1S 00008'0%
|
,
%60°¢ 08¥25°0% %.LS 08508°0% Gov1LG 0%
%0¥'ve-  08¥2S5 0% %16 Govse 1S 00008'0%
%EE'EE 00°0%% %EE 00°0¥$ 00°0¢%
%EEEE 00'0¢$ %Ee 00°0¢$ 05°22%
%EE'CE 00'02% %EE 00°02% 00'GLS$
abueys 9, sajey pasodouid|abueys ¢, sajey pasodold| sajeljuasaid
ers Kuedwion
NOIS3a 3LV

| J0 | abed
L-1dS

ojey Jaded [BI0JSWIWOD BAISSDY [Blopa
[BIOURBUI4-UON UIUOW 991U] Uo paseq,.,

WRWIUIW JNoY auQ,

(Yiuop 1ad) Juswhed pauigjeq/eie

sjsoda( JaWNSU0D Uo 1s8i8)U|

3o2YD spung jusiolynsul

894 159 J819I\

(10110 peay Jo) afieyd ON) peal-ay 819N

LlIBD 921AI18G SINoH Jayy

INOH Ja)Y - 92IAI9S JO 1UBLIYSI|JRISO-8/108Uu00ay
INOH JejnBay - a91AIeg JO JUBLUYSI|(R]SS-aY/108UU009Y
SINOH I8}y - ©2IAI9S JO JUBWIYSI|ge]s]

sinoH Jenfisy - 921AI19S JO JUBWIYSIgeIST

soblieyn poje[ay 9dIAIaS

Jswiuwns
Joum
000L>S2V

Jawwns
Jsjum
GZv>062

Jauiuwns
J9JUIM

0¢e>

wlay ] 494 - ayey (Aypowwos) ABiauzg

0001>G¢v
Ggv>08¢

062>
obueyo wnwiuily A|yjuopw

¥00Z ‘L€ 090 popuz JesA Isal
¥1€0-60-V¥8ZS520-O 'ON 18%00(Q
‘d1oD s@2IAIag [BiNy UBdUNQ
ubisaq a1y




‘obesn |ruoseas abeiane usalb sjjig sjuasaldal uwnoo sy elel jenuue a|buls e pasodoud sey Jeis 1ey) 9)ON,

%82 69 80'G8% 88°.0¢$ 18'CCL$ 8¢l JawWwnNS Yo 000°} 0} Ui G2 anoqy
%0862 V8°6EYS  LGGL6LE SLGiV'LS oct'l JOJUIM  UJO 000°)L 01 YO G2 dA0qY
M %<Cl 9¢ £€€'692% ¢€67L0'LS 09GV.$ .66 [uiuing UJo G2 0} Yjo 0S¢ dA0QY
%.¥'0 ot L% 66'88¢% £9°/82% c9¢ I8JUIAA yjo G2t 0} Ulo 0GZ 2A0qy
|
,? %LL LY 622L$ AN 2 2v'62% 114 Jswuing mojeg 8 Yo 06¢
%60°C| 9L'Ll$  vPeoL$ 82'26% 9. JSIUIAA mojeg ® UJjo 0G¢
9sealou| asealou} sajey .S9ley g Jad
Juaaiad Jejjog peosodoid | juesaid |pesn swieyl BAy

pasodoid jels

| %9591 veoz $§ vievis 18°221L% 8¢l Jawwng  Yjo 000} 01 Yo GZt anoqy
, %EC vC 96/6€$ 62°€e8l$ €LGiV'LS ocr'L JBJUIM UJO 0001 0} U G2 9A0QY
%l8L1L ¥0'88 $ $9€e8$ 09'GY.$ 166 Jswwng U0 G2t 01 UjO 0G¢ 9A0GY
%LLYvC veLL ¢ 1886e$ £9°/8¢% 292 IBJUIMA Ujo GZv 01 Ujd 0GZ 9A0QY
%S¥'ce 199 § €0°9¢$ rAdTAS 0c Jswwing molagd ® Ujd 0G¢
%G9'G¢C 8G€c § 986GLLS 82263 9/ JBJUIAA molag 8 Uid 0G¢
asealou| aseatou| saley «S9)ey g lad
Jua2.49d lejlog posodoiad | juasaid | poasn swuayl Bay

posodoid Auedwion

NOILdIWNSNOD WY3HL 39VH3IAV NO d3svd
SISATVNVY T11id TVOIdAL

$00Z ‘L€ "00Q papul JesA 1801
. ¥1£0-50-¥82520-9 "ON 18390(
710 | wmmn_ .Q‘_OO STOIAIBG |elny uedung
Z-1ds sisAjeuy |j1g jeoidAL




Typical Bill Analysis SPI-2
Duncan Rural Services Corp. Page 2 of 4
Docket No. G-02528A-05-0314
Test Year Ended Dec. 31, 2004
BASED ON VARIOUS THERM CONSUMPTION LEVELS
250 cfh & Below
Company Company Staff
Winter Winter Summer | Summer Year
Present | Proposed % Present | Proposed % Proposed % %
Therm Consumption Rates Rates Change Rates Rates Change Rates Change Change
over winter over summer
0 15.00 $ 20.00 33.33% $ 15.00 $ 20.00 33.33% $20.00 33.33% 33.33%
25 4028 $ 5135 27.50% $ 3313 $ 40.15 21.19% $47.29 17.42% 42.76%
50 6555 $ 8270 26.17% $ 5125 $ 60.29 17.63% $74.58 13.77% 45.51%
60 7566 $ 95.24 2588% $ 5850 $ 68.35 16.83% $85.50 13.00% 46.14%
70 85.77 $ 107.78 2567% $ 6575 $ 76.41 16.20% $96.41 12.41% 46.62%
75 9083 $ 114.05 25.58% $ 69.38 $ 80.44 15.94%  $101.87 12.16% 46.83%
80 9588 $ 120.32 2549% $ 73.00 $ 84.46 15.70% $107.33 11.94% 47.01%
90 10599 § 132.86 2536% $ 8025 $ 9252 15.29% $118.24 11.56% 47.33%
100 116.10 $ 145.40 2524% $ 87.51 $ 100.58 14.94% $129.16 11.25% 47.60%
125 14138 § 176.76 25.03% $ 105.63 $ 120.73 14.29% $156.45 10.66% 48.11%
150 166.65 $ 208.11 2488% $ 123.76 $ 140.87 13.83% $183.74 10.25% 48.47%
175 19193 § 239.46 2477% $ 141.88 $ 161.02 13.48% $211.03 9.95% 48.73%
200 217.20 $ 270.81 24.68% $ 160.01 $ 181.16 13.22%  $238.32 9.72% 48.94%
250 267.75 $ 333.51 2456% $ 196.26 $ 221.45 12.83% $292.90 9.39% 49.24%
300 318.30 $ 396.21 24.48% $ 23252 $ 261.74 12.57%  $347.48 9.17% 49.44%
350 368.85 $ 458.92 24.42% $ 268.77 $ 302.03 12.38% $402.05 9.00% 49.59%
400 41940 §$ 521.62 24.37% $ 305.02 § 342.32 12.23%  $456.63 8.88% 49.71%
450 469.95 $ 584.32 24.34% $ 34127 $ 382.61 1211%  $511.21 8.78% 49.80%
500 520.50 $ 647.02 2431% $ 377.53 § 42290 12.02%  $565.79 8.70% 49.87%
750 77325 $ 960.54 24.22% $ 558.79 §$ 624.35 11.73%  $838.69 8.46% 50.09%
1000 1,026.00 $1,274.05 2418% $ 740.05 §$ 825.80 11.59% $1,111.58 8.34% 50.20%
NOTE:
Fuel Adjustor Included in Present Rates $0.2110
Fuel Adjustor Included in Staff Proposed Rates $0.5668
Fuel Adjustor Included in Company Proposed Rates $0.0000
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Duncan Rural Services Corp.

Docket No. G-02528A-05-0314
Test Year Ended Dec. 31, 2004
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Fuel Adjustor included in Present Rates
Fuel Adjustor Included in Staff Proposed Rates

SPI-2
Page 3 of 4
BASED ON VARIOUS THERM CONSUMPTION LEVELS
Company Company Staff
Winter Winter Summer Summer Year
Present Proposed % Present Proposed % Proposed % %
Rates Rates Change Rates Rates Change Rates Change Change
over over
winter summer
$ 2250 $ 30.00 33.33% $ 2250 $ 30.00 33.33% $30.00 33.33% 33.33%
$ 4778 $ 6135 2842% $ 4063 $ 50.15 23.43% $54.69 14.47% 34.62%
$ 7305 $ 9270 2690% $ 5875 $ 70.29 19.64% $79.38 8.66% 35.11%
$ 8316 $§ 10524 2655% $ 66.00 $§ 7835 18.70% $89.26 7.33%  35.23%
$ 9327 $ 117.78 26.28% $ 7325 $§ 86.41 17.96% $99.13 6.28%  35.33%
$ 9833 $ 12405 26.17% $ 7688 $ 90.44 17.63% $104.07 584% 35.37%
$ 10338 $ 130.32 26.06% $ 8050 $ 94.46 17.34%  $109.01 544% 35.41%
$ 11349 $ 14286 2588% $ 87.75 $ 10252 16.83% $118.88 4.75%  3547%
$ 12360 $ 155.40 2573% $ 9501 $ 110.58 16.39% $128.76 417%  35.53%
$ 14888 § 186.76 2544% $ 11313 $§ 130.73 15.55% $153.45 3.07%  35.64%
$ 17415 $ 218.11 2524% $ 13126 $ 150.87 14.94% $178.14 229%  35.72%
$ 19943 § 249.46 2509% $ 14938 $ 171.02 14.48%  $202.83 1.71%  35.78%
$ 22470 $ 280.81 2497% $ 16751 $ 191.16 14.12%  $227.52 1.25%  35.82%
$ 27525 § 343.51 24.80% $ 20376 $ 231.45 13.59% $276.90 0.60% 35.89%
$ 32580 $ 406.21 2468% $ 24002 $ 271.74 13.22% $326.28 0.15%  35.94%
$ 37635 $ 468.92 2460% $ 276.27 $ 312.03 12.95% $375.65 -0.18%  35.97%
$ 42690 $ 531.62 2453% $ 31252 $ 352.32 12.74%  $425.03 -0.44%  36.00%
$ 47745 $§ 594.32 2448% $ 348.77 $ 392.61 12.57%  $474.41 -0.64%  36.02%
$ 528.00 $ 657.02 24.44% $ 38503 $ 43290 12.43%  $523.79 -0.80%  36.04%
$ 78075 $ 97054 2431% $ 56629 $ 634.35 12.02% $770.69 -1.29%  36.09%
$1,033.50 $1,284.05 2424% $ 74755 $ 835.80 11.81% $1,017.58 -1.54%  36.12%
$1,286.25 $1,597.56 2420% $ 928.81 $1,037.26 11.68% $1,264.48 -1.69%  36.14%
$1,5639.00 $1,911.07 24.18% $1,110.08 §$1,238.71 11.59% $1,511.38 -1.79%  36.15%
$1,791.75 $2,224.59 24.16% $1,291.34 $1,440.16 11.52% $1,758.27 -1.87%  36.16%
$2,04450 $2,538.10 2414% $1,472.60 $1,641.61 11.48% $2,005.17 -1.92%  36.17%
$2,550.00 §$3,165.12 24.12% $1,835.13 $2,044.51 11.41% $2,498.96 -2.00% 36.17%
$3,055.50 $3,792.15 24.11% $2,197.65 $2,447.41 11.37% $2,992.75 -2.05%  36.18%
$4,066.50 $5,046.20 24.09% $2,922.70 $3,253.22 11.31% $3,980.34 -212%  36.19%
$5,077.50 $6,300.24 24.08% $3,647.75 $4,059.02 11.27% $4,967.92 -2.16%  36.19%
$0.2110
$0.5668
$0.0000

Fuel Adjustor Included in Company Proposed Rates
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Typical Bill Analysis SPI-2
Duncan Rural Services Corp. Page 4 of 4
Docket No. G-02528A-05-0314
Test Year Ended Dec. 31, 2004
BASED ON VARIOUS THERM CONSUMPTION LEVELS
Company Company Staff
Winter Winter Summer | Summer Year
Present Proposed % Present Proposed % Proposed % %
Rates Rates Change Rates Rates Change Rates Change Change
over over
winter summer
$ 3000 $ 40.00 3333% $ 30.00 $ 40.00 33.33% $40.00 33.33% 33.33%
$ 4011 $ 5254 3099% $ 3725 $§ 48.06 29.01% $53.12 32.43% 42.59%
$ 5022 $ 6508 2959% $ 4450 $ 56.12 26.10% $66.23 31.88% 48.83%
$ 8055 $ 10270 2750% $ 6625 $ 80.29 21.19% $105.58 31.07% 59.36%
$ 13110 $ 16540 26.17% $ 10251 $ 120.58 17.63% $171.16 30.56% 66.98%
$ 18165 $ 228.11 2558% $ 138.76 $ 160.87 15.94% $236.74 30.33% 70.61%
$ 23220 $ 290.81 2524% $ 175.01 $ 201.16 14.94% $302.32 30.20% 72.74%
$ 28275 §$§ 353.51 25.03% $ 21126 $ 24145 14.29% $367.90 30.11% 74.14%
$ 33330 $ 416.21 2488% $ 24752 $ 281.74 13.83% $433.48 30.06% 75.13%
$ 38385 § 47892 2477% $ 28377 $ 322.03 13.48% $499.05 30.01% 75.87%
$ 43440 $ 541.62 2468% $ 32002 $ 362.32 13.22% $564.63 29.98% 76.44%
$ 48495 $ 604.32 2462% $ 35627 $ 402.61 13.01% $630.21 29.95% 76.89%
$ 53550 $ 667.02 2456% $ 39253 $ 442.90 12.83% $695.79 29.93% 77.26%
$ 78825 $ 980.54 24.39% $ 57379 $ 64435 12.30%  $1,023.69 29.87% 78.41%
$1,041.00 $1,294.05 2431% $ 755.05 $ 845.80 12.02%  $1,351.58 29.84% 79.01%
$1,293.75 $1,607.56 2426% $ 936.31 $1,047.26 11.85%  $1,679.48 29.81% 79.37%
$1,546.50 $1,921.07 24.22% $1,117.58 $1,248.71 11.73%  $2,007.38 29.80% 79.62%
$1,799.25 $2,234.59 2420% $1,298.84 $1,450.16 11.65%  $2,335.27 29.79% 79.80%
$2,052.00 $2,548.10 24.18% $1,480.10 $1,651.61 11.59%  $2,663.17 29.78% 79.93%
$2,557.50 $3,175.12 2415% $1,842.63 $2,054.51 11.50%  $3,318.96 29.77% 80.12%
$3,063.00 $3,802.15 24.13% $2,205.15 $2,457.41 11.44%  $3,974.75 29.77% 80.25%
$3,568.50 $4,429.17 2412% $2,567.68 $2,860.32 11.40%  $4,630.55 29.76% 80.34%
$4,074.00 $5,056.20 24.11% $2,930.20 $3,263.22 11.37%  $5,286.34 29.76% 80.41%
$4,579.50 $5,683.22 2410% $3,292.73 $3,666.12 11.34%  $5,942.13 29.75% 80.46%
$5,085.00 $6,310.24 24.10% $3,655.25 $4,069.02 11.32%  $6,597.92 29.75% 80.51%
$5,5690.50 $6,937.27 24.09% $4,017.78 $4,471.93 11.30%  $7,253.71 29.75% 80.54%
$6,096.00 $7,564.29 24.09% $4,380.30 $4,874.83 11.29%  $7,909.51 29.75% 80.57%
Fuel Adjustor Included in Present Rates $0.2110
Fuel Adjustor Included in Staff Proposed Rates $0.5668
$0.0000

Fuel Adjustor Included in Company Proposed Rates
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Adjusted Schedule G-2 SPI-3

Duncan Rural Services Corp. Page 1 of 1
| Docket No. G-0258A-05-0314
| Test Year Ended Dec. 31, 2004 Schedule G-2
Page 1 of 1

| DUNCAN RURAL SERVICES CORPORATION
| COST OF SERVICE SUMMARY - PROPOSED RATES
TEST YEAR ENDED DECEMBER 31, 2004

DESCRIPTION TOTAL 250cfh & Below >250 & < 425 cth >425 & < 1k cfh

Operating Revenues 477,825 385,400 78,360 14,065

Operating Expenses:
Purchased Gas - - - -

Distribution Expense - Operations 154,097 134,924 12,508 6,665
Distribution Expense - Maintenance 54,824 48,107 4,413 2,304
Customer Account Expense 60,129 58,455 1,509 165
Administrative & General Expense 56,520 50,520 4,490 1,510
Depreciation 49,646 44,090 3,809 1,747
Property Taxes 19,639 17,021 1,656 962
Tax Expense - Other (Income, etc.) 12,305 10,999 978 328
Interest Expense -Other 367 357 9 1
Total Operation Expenses 407,524 364,473 29,372 13,682
Operating Income (Loss) 70,301 20,927 48,988 383
Rate Base 758,058 672,374 58,472 27,212
% Return - Proposed Rates 9.27% 3.11% 83.78% 1.41%
Return Index 1.00 0.34 9.03 0.15

Allocated Interest - Long-Term 23,007 20,407 1,775 826
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