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INTRODUCTION AND QUALIFICATIONS.
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE
INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this
docket by Utility Source, L.L.C. — Water Division (“USLLC” or “Company”).
WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

[ will provide rebuttal testimony in response to the direct filings by Arizona
Corporation Commission Utilities Division Staff (“Staff”’) with respect to rate base,
revenues and expenses, and rate design. My rebuttal testimony on the cost of
capital can be found under separate cover.

WHAT IS THE REVENUE INCREASE THAT THE COMPANY IS
PROPOSING IN THIS REBUTTAL TESTIMONY?

The Company is proposing a total revenue requirement of $382,187, which
constitutes an increase in revenues of $291,420, or 321.06% over adjusted test year
revenues.

HOW DOES THIS COMPARE WITH THE COMPANY’S DIRECT
FILING?

In the direct filing, the Company requested a total revenue requirement of
$575,573, an increase in revenues of $401,245, or 230.17%.

WHY IS THE REQUESTED REVENUE INCREASE HIGHER IN THE
COMPANY’S REBUTTAL FILING?

As a percentage it is higher, but in dollars it is less than that proposed in the

Company’s direct filing. The Company’s rebuttal filing reflects the adoption of a
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number of rate base and operating expense adjustments recommended by Staff.
Original Cost Rate Base (“OCRB”) and Fair Value Rate Base (“FVRB”) are
reduced by $1,025,721 from the direct filing. The adjusted test year level of
operating expense has been reduced by $84,490 compared to the Company’s direct
adjusted test year level of operating expense.

The most notable change from the Company’s direct filing is the
Company’s elimination of pro forma revenue of $83,560 from adjusted test year
revenues and $277,740 from proposed revenue. As you will recall, the Company
proposed to include in adjusted test year revenues and proposed revenues the
inclusion of revenues from potential future growth of 350 customers in order to
minimize the impact on rates. See Direct Testimony of Thomas J. Bourassa
(“Bourassa DT”) at 11. However, the Company has adopted Staff’s proposal to
remove plant from rate base which is necessary to serve the potential future growth
of 350 customers. There is substantial risk to the Company including revenues
from potential future growth. Staff recognizes the risk to the Company. See
Direct Testimony of Jeffery M. Michlik (“Michlik DT”) at 12. This growth may
not materialize for several years especially given that the housing sector has
experienced a significant downturn in the past year or so. By excluding plant from
rate base which is necessary to serve future growth, the risk to the Company is
greatly magnified and which the Company is not willing to accept. If Staff is not
going to acknowledge those plant additions, the customers to be served by that
plant must also be excluded.

PLEASE SUMMARIZE THE PROPOSED REVENUE REQUIREMENTS
AND RATE INCREASES FOR THE COMPANY AND STAFF AT THIS
STAGE OF THE PROCEEDING?

The proposed revenue requirements and proposed rate increases are as follows:
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Revenue Requirement Revenue Incr. % Increase
Company-Direct $575,955 $401,245 230.17%
Staff $367,449 $193,122 110.78%
Company Rebuttal $382,187 $291,420 321.06%

WHY IS STAFF’S REVENUE REQUIREMENT AND RECOMMENDED
INCREASE LOWER RELATIVE TO USLLC?

The difference in the revenue requirement between Staff and the Company of
$15,833 is primarily due to a difference in each of the party’s recommended cost of
capital. The difference in the revenue increase that is required to achieve the
respective party’s revenue requirement is primarily due to the fact that the
Company no longer proposes to include pro forma revenues from future customer
growth while Staff does.

THE COMPANY IS STILL SEEKING A SUBSTANTIAL INCREASE IN
ITS RATES IN THIS PROCEEDING?

Yes, and it remains primarily plant investment driven. USLLC has invested nearly
$2.3 million of dollars in its water utility plant to serve ratepayers in the past
couple of years and it is entitled to-a return on and of the fair value of that utility
plant.

RATE BASE.

WOULD YOU PLEASE IDENTIFY THE PARTIES’ RESPECTIVE RATE
BASE RECOMMENDATIONS?

The rate bases proposed by all parties in the case are as follows:

OCRB FVRB
Company-Direct $ 3,079,513 $ 3,079,513
Staff $ 2,048,228 $2,048,228

Company Rebuttal  $ 2,053,792 $ 2,053,792
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TO WHAT DO YOU ATTRIBUTE THE DECREASE IN RATE BASE
FROM THE DIRECT FILING TO THE REBUTTAL FILING?

The Company has accepted Staff’s adjustments to reduce plant-in-service totaling
$961,228. The Company has also accepted Staff’s adjustment to accumulated
depreciation of $68,927 as a result of the decrease to plant-in-service and a change
to the year in which plant was placed into service. Finally, the Company’s
proposed cash working capital allowance has been reduced by $12,259 to zero.

The Company is now in agreement with Staff on the balance of plant-in-
service, accumulated depreciation, and working capital. As I will explain later in
my testimony, the Company is also in agreement with Staff on the balance of
CIAC, but disagrees with Staff’s level of accumulated amortization.

A. Plant-in-Service.
PLEASE EXLAIN THE COMPANY’S REBUTTAL ADJUSTMENTS TO
PLANT-IN-SERVICE.

B-2 rebuttal adjustment number 1 reflects a decrease to plant-in-service of
$961,229. The Company has accepted and the adjustment matches Staff’s
proposed adjustment. See Michlik DT at 3.  As a result of this adjustment the
balance of plant-in-service included in rate base for the Company and Staff is the
same.
WHAT DOES THE $961,229 ADJUSTMENT TO PLANT-IN-SERVICE
CONSIST OF?
There are a number of plant costs which Staff found to be misclassified or doubled
counted. The net of these costs is $224,646. The Company has reviewed Staff’s
adjustments related to these costs and has adopted Staff’s proposed adjustments.
The balance of the costs, or $736,583, is related to Deep Well #4. Staff

found this well was not used and useful. Id at 7. The well is functional and is
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being used to conduct certain ADWR required tests, but it is not interconnected to

the system. Therefore, the Company does not disagree with Staff. However, Deep
Well #4 is necessary to serve the future growth of the 350 customers. As I
previously testified, because this plant has been excluded from rate base at this
time, the Company is no longer proposing pro forma revenues for future growth in
the determination of the revenue requirement and rate increase.

B. Accumulated Depreciation.

PLEASE EXPLAIN THE COMPANY’S REBUTTAL ADJUSTMENT TO
ACCUMULATED DEPRECIATION?

B-2 rebuttal adjustment number 2 reflects the increase to accumulated depreciation
for $68,927. This adjustment reflects the decrease to plant-in-service,
reclassifications of plant, and an acceptance of 2004 rather than 2005 as the in
service date for all plant. The Company’s adjustment matches that proposed by
Staff. Id. at 9.

C. Advance-in-Aid of Construction (“AIAC”).

HAVE YOU MADE A REBUTTAL ADJUSTMENT CONCERNING
ADVANCES-IN-AID OF CONTRUCTION?

Yes. The Company has accepted Staff’s proposal to reclassify ATAC to CIAC. Id.
at 10. B-2 rebuttal adjustment number 3 reflects this adjustment.  Staff and the
Company agree on the adjusted balance of AIAC of zero and CIAC of $294,745.
D. Accumulated Amortization of CIAC.

PLEASE EXPLAIN THE COMPANY’S REBUTTAL ADJUSTMENT TO
ACCUMULATED AMORTIZATION?

As 1 testified, the Company has accepted Staff’s proposal to reclassify AIAC to
CIAC. Staff does propose to increase accumulated amortization, but Staff’s

computation only includes one full year of amortization of $11,129. This is
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inconsistent with an assumption that all plant was placed in service in 2004.
Accordingly, the Company’s computation is based on amortization starting in 2004
and thus includes 2 years of amortization (using % year convention). B-2 rebuttal
adjustment 4 reflects the Company’s proposed adjustment to accumulated
amortization of $16,694.

E. Working Capital.

HAVE YOU MADE A REBUTTAL ADJUSTMENT CONCERNING
WORKING CAPITAL?

Yes. While the Company does not agree with Staff’s rationale that Class A, B, and
C utilities should not be allowed to use the formula method and instead must
prepare lead-lag studies to request working capital, it has accepted Staff’s
adjustment to eliminate issues between the parties. Id at 11. Rebuttal Schedule B-
2 adjustment number 5 reduces working capital to zero.
WHY DO YOU DISAGREE WITH STAFF’S RATIONALE?
No method of computing working capital, including a lead-lag study, is precisely
correct. The purpose of any working capital computation is to produce an amount
of working capital allowance that is reasonable and the cost of the calculation
should not exceed the benefits. This is true regardless of the size of the utility.
Lead-lag studies are costly to prepare and disagreement between the parties is
common which in turn exacerbates rate case expense further. In my experience the
costs to prepare and defend lead-lag studies can increase rate case expense by
$10,000 to $15,000 or more. The costs of lead-lag studies generally far exceed the
benefits. The formula method is simple and can readily be adjusted for the effects
of pro forma adjustments.

The formula method has been recognized by numerous regulatory

commissions including this Commission. E.g. Pine Water Company (A.C.C.
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Decision 67166, August 10, 2004) and Rio Rico Utilities, Inc. (A.C.C. Decision
67279, October 5, 2004). In both of these cases, Staff recommended cash working
capital allowances based on the formula method. See Direct Testimony of Dennis
Rogers, page 13, Docket No. SW-02676A-03-434, and Direct Testimony of
Claudio Fernandez, page 10, Docket No. W-03512A-03-0279. Just two months
ago, the Commission approved a negative working capital allowance (a deduction
from rate base resulting in lower revenue) for Black Mountain Sewer Corporation.
See Decision No. 69164 (December 5, 2006) at 6-7 without a lead-lag study. In
that case, one of the parties had proposed negative working capital based on a
quasi-formula/lead-lag method, which the Commission recognized was not as
accurate as a lead-lag study. Id.

Based on my involvement in numerous rate proceedings in the recent past,
it appears that Staff has adopted a ‘black letter policy’ of opposing any cash
working capital allowance unless accompanied by a lead-lag study.  This ‘black
letter policy’, which applies to all Class C and above utilities, is interesting given
Staff’s oft-cited mantra that cases should be decided on a case-by-case basis. A
black letter policy such as this one seems to me to be both contradictory to Staff’s
approach to rate making and arbitrary. =~ The Commission rules do contemplate
the use of the formula method. See Arizona Administrative Code 14-2-103.
Schedule B-5, for example, explicitly provides for the formula method for
computing working capital. Further, it is required to be filed by all class C and

above utilities. Id.
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III.

INCOME STATEMENT.
WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED

ADJUSTMENTS TO REVENUES AND EXPENSES AND IDENTIFY ANY
ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF?

Yes. The Company rebuttal adjustments are detailed on Rebuttal Schedule C-2,
pages 1-8. The rebuttal income statement with adjustments is shown on Rebuttal
Schedule C-1, pages 1-2.

Rebuttal adjustment 1 annualizes depreciation expense taking into account
the changes to plant-in-service and contributions-in-aid of construction, as
discussed above.

Rebuttal adjustment number 3 reduces property tax expense and reflects the
rebuttal proposed revenues. The Company and Staff are in agreement on the
method of computing property taxes. This method utilized the ADOR formula and
inputs two years of adjusted revenues plus one year of proposed revenues. I
computed the property taxes based on the Company’s proposed revenues, and then
used the property tax rate that was used in the direct filing. The difference between
Staff and the Company on the proposed level of property taxes is due to differences
in the party’s respective proposed revenue

Rebuttal adjustment number 3 removes pro forma revenues related to future

growth of 350 customers from the adjusted test year revenues. As discussed above,
plant necessary to serve these customers has been excluded from rate base and
accordingly the Company has removed the revenues.
PLEASE COMMENT ON MR. MICHLIK’S TESTIMONY ON PAGE 12
AND 16 THROUGH 17 REGARDING THE REASONS WHY STAFF
AGREED WITH THE COMPANY’S DIRECT FILING PROPOSAL TO
INCLUDE PRO FORMA REVENUES?
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Mr. Michlik’s comments characterize Staff’s acceptance of the Company’s direct
proposal to include projected revenues from potential customer growth as justified
in order to further penalize the Company for previously operating without a
CC&N. Specifically, he states “...Staff feels that the rate payer should not pay for
the Company’s mistakes.” See Michlik DT at 12. The rate payer has not and will
not pay for the Company initial failure to obtain a CC&N. In fact, the Company
has paid a substantial fine for this mistake. See Decision 67446 at 19. As part of
the Company’s compliance with the Commission’s prior decision, the Company
promptly notified its customers of the potential for a substantial rate increase and
has filed the instant rate application. /d. at 24.

The Company is in regulatory compliance with the Arizona Corporation
Commission (“ACC”), Arizona Department of Environmental Quality (“ADEQ”),
and the Arizona Department of Revenue (“ADOR”). See Staff Engineering
Report. Put simply, there is no factual, legal, or equitable basis to further
‘penalize’ the Company.

WAS THE COMPANY’S PROPOSAL TO INCLUDE PROJECTED
REVENUES UNUSUAL?

Yes, and I stated so. See Bourassa DT at 11. I rarely recommend the approach
because of the risk to the Company and the potential to create a serious mismatch
between rate base and revenues and expenses. While it is unusual, there is
precedent. In the Arizona-American case (Decision 67093, June 30, 2004), for
example, pro forma revenues were included in the adjusted test year revenues for
the Anthem Water and Wastewater Districts as a means of minimizing the impact
on rates. This was a proposal made by the Arizona-American and accepted by
Staff. The pro forma revenue consisted of payments in lieu of revenues from Del

Webb which were scheduled to be made 3-5 years subsequent to the end of the test
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year. See Direct Testimony of Thomas J. Bourassa Docket No. WS-01303A-02-
0870 at 17-19. Putting this aside, the Company’s initial proposal in the instant
case was not because of a desire by the Company to impose a ‘punishment’ upon
itself.  Staff’s comments reinforce the old adage that ‘no good deed goes
unpunished’ .

DO YOU BELIEVE THE COMMISSION CAN UNILATERALLY IMPOSE
A REQUIREMENT TO INCLUDE PROJECTED REVENUES IN THE
DETERMINATION OF THE REVENUE REQUIREMENT AND
REQUIRED RATE INCREASE?

I am not an attorney, but in my professional opinion the answer is ‘no’. I believe |
that such a proposal would violate the Arizona constitutional requirement that the
Commission must provide a fair return on the fair value of the property devoted to
public service. A fair return also means utilities must be given a reasonable
opportunity to earn a fair return. The rate making reasons include the basic
principles of ‘known and measurable’ and the ‘matching principle’.

Putting this aside, as I testified earlier, because a substantial amount of plant
investment has been excluded from rate base which is necessary to serve future
growth, the Company has withdrawn its proposal to include pro forma revenues.
PLEASE CONTINUE.

Rebuttal adjustment 4 decreases chemicals expense for $530. Staff proposed to
remove the costs for dye from chemicals expense. Id. at 12. The Company agrees.

Rebuttal adjustment 5 reduces outside services expense by $8,202. Staff
proposed to remove the costs for a traffic study of $2,622 and for rate case related
expenses of $5,580. Id. at 13. The Company agrees with Staff that the costs of the
traffic study are not necessary expense of the utility. The Company also agrees

with Staff that the rate case related expenses are already covered by the requested

-10-
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rate case expense in the instant case.

Rebuttal adjustment 6 reduces water testing expense by $6,107. The
Company agrees with Staff proposed level of water testing expense which is based
on the Staff Engineering Report. Id. at 13.

Rebuttal adjustment 7 reduces miscellaneous expense by $20,500. Staff
proposed to remove the costs for a fine imposed by this Commission of $20,000
and for costs related to a CC&N extension of $500. Id. at 13. The Company
agrees with Staff that the fine should not be paid by rate payers and it is not a
recurring expense. The Company also agrees with Staff that the CC&N related
costs not a recurring cost of service.

WOULD YOU PLEASE IDENTIFY AND DISCUSS ANY REVENUE AND
EXPENSE ADJUSTMENTS PROPOSED BY STAFF WHICH THE
COMPANY DISAGREES?

Again, the most notable difference between Staff and the Company with respect to
the adjusted test year revenues is the pro forma revenues from future customer
growth of 350 customers. The Company now excludes these revenues while Staff
includes them. I have previously discussed the reasons for the Company’s change
in position on the pro forma revenues and will not repeat them here.

The Company’s level of operating expenses is $166,539 while the level of
operating expense for Staff is $170,819. The difference between the Company’s
and Staff’s levels of operating expenses is due to a difference in level of property
taxes proposed by the partics. As I previously testified, both the Company and
Staff are in agreement on the method of computing property taxes. However, The
Company’s proposed level of property taxes is lower because the Company

employs lower revenue components in its computation of property taxes.

-11-
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IV.

RATE DESIGN.
DOES THE COMPANY RECOMMEND ANY CHANGES AT THIS STAGE

OF THE PROCEEDING TO ITS RATE DESIGN?

Yes. As you will recall, in the Company’s direct filing, the Company’s proposed
rate design did not alter the current rate design as approved in Decision 67466.
The current design includes an inverted three tier design for residential meters only.
The break-over points for residential meters are the same regardless of meter size.
Commercial, multi-family and mobile home customers under the current design
have flat rate of $2.97 per 1,000 gallons for all gallons.

The Company continues to propose an inverted three tier design for the 5/8
inch and % inch meters. For 1 inch and larger meters, the Company now proposes
a two tier design. The 1 inch and larger meters break over points are scaled on the
flow of a 5/8 inch meter. In addition, the Company now proposes an inverted tier
design for the commercial, mobile home, multi-family, and irrigation customer
classes. Thus, all customer classes are subject to an inverted tier design with the
exception of construction water and standpipe water service.

PLEASE SUMMARIZE THE POSITIONS OF THE PARTIES WITH
RESPECT TO THE RATE DESIGN.

Both Staff and the Company propose the same monthly minimum for 5/8 inch and
% inch meters. Larger meter monthly minimums are scaled on the meter flows
relative to a 5/8 inch meter flow.

With the changes to the Company’s proposed rate design at this stage of the
proceeding, both Staff and the Company propose an inverted three tier design for
the 5/8 inch and % inch metered customers (residential, commercial, multi-family,
and mobile home) and an inverted two tier design for 1 inch and larger meters

(residential, commercial, multi-family, and mobile home). However, under Staff’s

-12-
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proposed rate design, the irrigation class of customers has a flat rate design,
whereas the Company proposes that the irrigation class of customer also have an
inverted tier design consistent with the other customer classes. In addition, under
Staff’s proposed rate design, the 1 inch and larger meters have the same break-over
points regardless of meter size. The break-over point in Staff’s design is set on the
5/8 inch meter’s highest tier and is not scaled to reflect the higher potential flows
of the larger meters. As a result, the 1 inch and larger meters customers pay
disproportionately higher incremental cost per 1,000 gallons of water under Staff’s
design. In contrast, the Company’s proposed rate design has distinct break-over
points for each meter size. These break-over points are scaled on relative meter
flows compared to the 5/8 inch meter flow.

DO YOU AGREE THAT THE % INCH METERS SHOULD HAVE THE
SAME MONTHLY MINIMUM AS THE 5/8 INCH METERS?

Ordinarily no. The % inch meters should generally be scaled on the 5/8 inch meter
as are the other size meters. The % inch meters have a higher potential demand on
the water system due to higher flow capacity and accordingly should have a higher
minimum charge. However, since the Company does not have any 5/8 inch
metered customers and does not anticipate any in the future, there is no reason to
set the monthly minimums differently.

DO YOU HAVE ANY COMMENTS ON THE STAFF RATE SCHEDULE
JMM-W16?

Yes. I am a bit confused by Staff’s schedule. For the % inch commercial meters
and the 1 inch and larger residential and commercial meters, Staff schedules
appears to show that there is no charge for the first 4,000 gallons. I believe this is a

typographical error.

-13-
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Further, the % inch residential meters appear to have an inverted three tier
design while the % inch commercial have an inverted two tier design. I am not
sure if this is intentional or another typographical error. If Staff’s intent is to have
the % inch residential meters and the % inch commercial meters on separate tier
structures, I would disagree with Staff. Unless there is a compelling reason for
different tier structures, the two should be on the same tier structure.

DOES A BREAK OVER POINT OF 9,000 GALLONS MAKE SENSE FOR
THE 1 INCH METERS?

No. The final break over point for the 5/8 inch meter is 9,000 géllons under Staff’s
proposed design. Based on relative flow rates to the 5/8 inch meter, the logical
break over point on a two-tier structure for the for the 1 inch meter should be
22,500 gallons, not 9,000 gallons.

DOES STAFF’S DESIGN PROVIDE FOR MORE OR LESS REVENUE
STABILIY THAN THE COMPANY’S RATE DESIGN?

Less.  Under Staff’s rate design, a much higher proportion of the revenue
requirement is generated from the commodity charges. Less revenue stability
means more risk to the Company.

WHAT ARE THE COMPANY’S REBUTTAL PROPOSED RATES?

The rebuttal proposed rates for customers (residential, commercial, and

irrigation) with a water meter size of:

Meter Monthly Gallons included
Size Minimum in Monthly Minimum
5/8 $ 3574 0
3/4 $ 3574 0
1 $ 8934 0
1172 $ 178.69 0
-14-
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2 § 285.90 0

3 $ 571.80 0

4 $ 893.43 0

6 $1,786.86 0

The commodity charges and tiers by meter size are:

Meter Charge

Size Tier (gallons per 1,000 gallons

5/8 and ¥ Inch 1 to 4,000 $9.60
4,001 to 12,000 $12.48
Over 12,000 $16.22

1 Inch 1 to 30,000 (22,500 ??)
Over 30,000 $16.22

1 % Inch 1 to 60,000 $12.48
Over 60,000 $16.22

2 Inch 1 to 96,000 $12.48
Over 96,000 $16.22

3 Inch 1 to 192,000 $12.48
Over 192,000 $16.22

4 Inch 1 to 300,000 $12.48
Over 300,000 $16.22

6 Inch 1 to 600,000 $12.48
Over 600,000 $16.22

$12.48

The proposed construction meter and standpipe rate is $12.48 per 1,000

gallons with no minimum monthly charge.

-15-
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19
20
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23
24
25
26

ARE STAFF AND THE COMPANY AGREEMENT ON THE COMPANY’S
PROPOSED METER AND SERVICE LINE INSTALLATION CHARGES?
Yes.

ARE STAFF AND THE COMPANY IN AGREEMENT ON THE
COMPANY’S PROPOSED METER AND SERVICE LINE INSTALLATION
CHARGES?

Yes.

DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY
REGARDING THE WATER APPLICATION?

Yes.

-16-




Utility Source, L.L.C. - Water Division
Test Year Ended December 31, 2005

Computation of Increase in Gross Revenue

Requirements As Adjusted

Fair Value Rate Base

Adjusted Operating income

Current Rate of Return

Required Operating Income

Required Rate of Return on Fair Value Rate Base
Operating Income Deficiency

Gross Revenue Conversion Factor

Increase in Gross Revenue
Requirement

% Increase
Customer

Classification
(Residential Commercial, Irrigation)

3/4 Inch Residential

1 1/2 Inch Commercial
2 Inch Commecrial
Revenue Annualization
Proforma Revenues

Subtotal

Other Water Revenues

Total of Water Revenues (a)

SUPPORTING SCHEDULES:
Rebuttal B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1

Exhibit

Rebuttal Schedule A-1
Page 1

Witness: Bourassa

$ 2,053,792

(75,772)

-3.69%

$ 215,648

10.50%

$ 291,420

1.0000

$ 291,420

321.06%

Present Proposed Dollar Percent

Rates Rates Increase Increase
76,792 $ 323,336 § 246,544 321.05%
2,397 12,117 9,720 405.54%
3,868 19,609 16,741 406.94%
- 0.00%
6,121 25,317 19,196 313.61%
- - 0.00%
- 0.00%
89,178 $ 380,379 $ 291,201 326.54%
1,657 1,657 - 0.00%
- 0.00%
- 0.00%
90,836 $ 382,037 § 291,201 320.58%




Line
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Utility Source, L.L.C. - Water Division
Test Year Ended December 31, 2005
Summary of Rate Base

Original Cost
Rate base

Gross Utility Plant in Service $ 2,459,235
Less: Accumulated Depreciation 127,392

Exhibit

Rebuttal Schedule B-1
Page 1

Witness: Bourassa

Fair Value
Rate Base

$ 2,459,235
127,392

Net Utility Plant in Service $ 2,331,843

Less:
Advances in Aid of

Construction -
Contributions in Aid of

Construction 294,745
Accumulated Amortization of CIAC (16,694)

Customer Meter Deposits -
Deferred Income Taxes & Credits -
Customer Meter Deposits -
Deferred Income Taxes

Investment Tax Credits

Plus:

Unamortized Finance Charges -
Material and Supplies Inventories

Prepayments

Allowance for Working Capital -

$ 2,331,843

204,745
(16,694)

Total Rate Base $ 2,053,792

$ 2,053,792

SUPPORTING SCHEDULES:
Rebuttal B-2
Rebuttal B-5
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Utility Source, L.L.C. - Water Division
Test Year Ended December 31, 2005

Original Cost Rate Base Proforma Adjustments

Gross Utility
Plant in Service

Less:
Accumulated
Depreciation

Net Utility Plant
in Service

Less:
Advances in Aid of
Construction

Contributions in Aid of
Construction (CIAC)

Accum. Amortization of CIAC

Customer Meter Deposits
Deferred Income Taxes
investment Tax Credits

Plus:

Unamortized Finance Charges
Material and Supplies Inventories

Prepayments

Allowance for Working Capital

Total

SUPPORTING SCHEDULES:

Exhibit

Rebuttal Schedule B-2
Page 1

Witness: Bourassa

Rebuttal
Adjusted Adjusted
at at end
End of of
Test Year Adjustments Test Year
3,420,464 (961,229) $ 2,459,235
58,465 68,927 127,392
3,361,999 $ (1,030,156) $ 2,331,843
294,745 (294,745) -
- 294,745 294,745
- (16,694) (16,694)
- 0 -
12,259 (12,259) -
3,079,513 $ (1,025,721) $ 2,053,792

Rebuttal B-2, pages 2
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Utility Source, L.L.C. - Water Division Exhibit
Test Year Ended December 31, 2005 Rebuttal Schedule B-5
Computation of Working Capital Page 1

Witness: Bourassa

Line

Cash Working Capital (1/8 of Allowance

Operation and Maintenance Expense) $ 6,329
Pumping Power (1/24 of Pumping Power) 1,512
Purchased Water (1/24 of Purchased Water) -

Total Working Capital Allowance Rebuittal $ 7,842
Total Working Capital Allowance Requested $ -
Working Capital per Direct Filing $ 12,259
increase (Decrease) in Working Capital 3 (12,259)
SUPPORTING SCHEDULES: RECAP SCHEDULES:

Rebuttal B-1
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Line

Utility Source, L.L.C. - Water Division
Test Year Ended December 31, 2005

Income Statement

Exhibit

Rebuttal Schedule C-1
Page 1

Witness: Bourassa

Adjusted Rebuttal Proposed Adjusted
Book Adjusted Rate with Rate
Resuits Adjustments Results’ Increase Increase
Revenues
Metered Water Revenues $ 172670 $ (83,560) $ 89,110 $ 291,420 $ 380,530
Unmetered Water Revenues - - - -
Other Water Revenues 1,657 - 1,657 1,657
$ 174328 3 (83,560) $ 90,768 $ 291420 $ 382,187
Operating Expenses
Salaries and Wages $ - - $ - $ -
Purchased Water - - - -
Purchased Power 36,292 - 36,292 36,292
Chemicals 530 (530) 0 0
Repairs and Maintenance 8,747 - 8,747 8,747
Office Supplies and Expense 4,292 - 4,292 4,292
Outside Services 20,630 (8,202) 12,428 12,428
Water Testing 8,553 (6,107) 2,446 2,446
Rents - - - -
Transportation Expenses - - - -
Insurance - General Liability - - - -
Insurance - Health and Life - - - -
Regulatory Commission Expense - R¢ 12,500 - 12,500 12,500
Miscellaneous Expense 30,722 (20,500) 10,222 10,222
Depreciation Expense 116,931 (43,132) 73,799 73,799
Taxes Other Than Income - - - -
Property Taxes 13,026 (7,214) 5,813 5,813
Income Tax - - - - -
Total Operating Expenses $ 252224 §$ (85,685) $§ 166,539 § - $ 166,539
Operating Income $ (77,896) $ 2125 $ (75772) $ 291,420 $ 215,648
Other Income (Expense)
Interest Income - - -
Other income - - -
Interest Expense - - -
Other Expense - - -
Total Other Income (Expense) $ - 3 - $ - $ - $ -
Net Profit (Loss) $ (77,896) $ 2125 $ (75772) $ 291,420 $ 215648
SUPPORTING SCHEDULES: RECAP SCHEDULES:
Rebuttal C-1, Page 2 Rebuttal A-1
Rebuttal C-2
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Revenues
Expenses

Operating
Income

Interest
Expense

Other
Income /
Expense

Net Income

Revenues
Expenses

Operating
Income

Interest
Expense

Other
Income /
Expense

Net Income

Revenues
Expenses

Operating
income

Interest
Expense

Other
Income /
Expense

Net Income

Utility Source, L.L.C. - Water Division
Test Year Ended December 31, 2005
Adjustments to Revenues and Expenses

Adjustments to Revenues and Expenses

Exhibit

Rebuttal Schedule C-2
Page 1

Witness: Bourassa

1 2 3 4 5 <]
Depreciation Property Proforma Chemicals Outside Services Water Testing
Expense Taxes Revenue Adjustment Expense Expense Expense Subtotal
(83,560) (83,560)
(43.132) (7,.214) (530) (8,202) (6,107) (65.185)
43,132 7,214 (83,560) 530 8,202 6,107 (18,375)
43,132 7,214 (83,560} 530 8,202 6,107 (18,375)
Adjustments to Revenues and Expenses
z 8 9 10 n 12
Miscellaneous intentionally Intentionally intentionally Intentionally Intentionally
Expense Left Blank Left Blank Left Blank Left Blank Left Blank Subtotal
(83,560)
(20,500) (85,685)
20,500 - - - - - 2,125
20,500 - - - - - 2,125
Adijustments to Revenues and Expenses
13 14 15 18 7 18
Intentionalty intentionally Intentionatly Intentionalty Intentionally Intentionally
Left Blank Left Blank Left Blank - Left Blank Left Blank Left Blank Total

(83,560)
(85,685)
- - - - - - 2,125
- - - - - - 2,125
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Utility Source, L.L.C. - Water Division
Test Year Ended December 31, 2005
Adjustments to Revenues and Expenses

Adjustrent #1
Depreciation Expense
Direct From From Rebuttal
Account Adjusted B-2 Adj. #1 B-2 Ad]. #3 Adjusted
No. Description Original Cost Plant CIAC Qriginal Cost
301 Organization Cost - -
302 Franchise Cost - -
303 Land and Land Rights 210,000 210,000
304 Structures and Improvements 109,250 (36,253) 72,997
305 Collecting and Impounding Res. - -
306 Lake River and Other Intakes - -
307 Wells and Springs 2,233,883 (898,645) 1,335,238
308 Infiltration Galleries and Tunnels - -
309 Supply Mains - -
310 Power Generation Equipment 87,400 87,400
311 Electric Pumping Equipment 161,494 (2,783) 158,711
320 Water Treatment Equipment 5487 5,487
330 Distribution Reservoirs & Standpipe 345,000 (23,548) 321,452
331 Transmission and Distribution Mains 147,200 147,200
333 Services 86,250 86,250
334 Meters - -
335 Hydrants 34,500 34,500
336 Backflow Prevention Devices - -
339 Other Plant and Miscellaneous Equipment - -
340 Office Furniture and Fixtures - -
341 Transportation Equipment - -
342 Stores Equipment - -
343 Tools and Work Equipment - -
344 Laboratory Equipment - -
345 Power Operated Equipment - -
346 Communications Equipment - -
347 Miscellaneous Equipment - -
348 Other Tangible Plant -
TOTALS $ 3,420,464 $ (961,229) $ - $ 2,459,235
Less: Amortization of Contributions - Balance End of TY $ - $ 294745 $ 294,745
$ - $ - $ 294,745 § 294,745

Adjusted Test Year Depreciation Expense Rebuttal Filing
Adjusted Test Year Depreciation Expense Direct Filing

Increase (decrease) in Depreciation Expense

Adjustment to Revenues and/or Expenses

Exhibit

Rebuttal Schedute C-2

Page 2

Witness: Bourassa

Proposed
Rates
0.00%
0.00%
0.00%
3.33%
2.50%
2.50%
3.33%
6.67%
2.00%
5.00%
12.50%
3.33%
2.22%
2.00%
3.33%
8.33%
2.00%
6.67%
6.67%
6.67%
20.00%
4.00%
5.00%
10.00%
5.00%
10.00%
10.00%
10.00%

Composite
3.776%

Depreciation
Expense

$ 84,928

$ (11.129)
$ (11,129)

$ 73,799
116,931

$ (43.132)
$ (43,132)
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Utility Source, L.L.C. - Water Division Exhibit
_ Test Year Ended December 31, 2005 Rebuttal Schedule C-3

Computation of Gross Revenue Conversion Factor Page 1
Witness: Bourassa

Percentage
of
Incremental
Line Gross
No. _Description Revenues
1  Federal Income Taxes 0.00%
2
3  State Income Taxes 0.00%
4
5 Other Taxes and Expenses 0.00%
6
7
8 Total Tax Percentage 0.00%
9
10 Operating Income % = 100% - Tax Percentage 100.00%
11
12
13
14
15 1 = Gross Revenue Conversion Factor
16 Operating Income % 1.0000
17
18 SUPPORTING SCHEDULES: RECAP SCHEDULES:
19 Rebuttal A-1
20
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BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE DOCKET NO: WS-04235A-06-0303
APPLICATION OF UTILITY
SOURCE, L.L.C. - SEWER DIVISION,
AN ARIZONA CORPORATION, FOR
A DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR
INCREASES IN ITS RATES AND
CHARGES FOR UTILITY SERVICE
BASED THEREON.

REBUTTAL TESTIMONY OF
THOMAS J. BOURASSA
SEWER DIVISION
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INTRODUCTION AND QUALIFICATIONS.
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE
INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this
docket by Utility Source, L.L.C. — Sewer Division (“USLLC” or “Company”).
WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filings by Arizona
Corporation Commission Utilities Division Staff (“Staff””) with respect to rate base,
revenues and expenses, and rate design. My rebuttal testimony on the cost of
capital can be found under separate cover.

WHAT IS THE REVENUE INCREASE THAT THE COMPANY IS
PROPOSING IN THIS REBUTTAL TESTIMONY?

The Company is proposing a total revenue requirement of $283,384, which
constitutes an increase in revenues of $169,479, or 148.79% over adjusted test year
revenues.

HOW DOES THIS COMPARE WITH THE COMPANY’S DIRECT
FILING?

In the direct filing, the Company requested a total revenue requirement of
$301,124, an increase in revenues of $187,220, or 164.37%.

WHY IS THE REQUESTED REVENUE INCREASE LOWER IN THE
COMPANY’S REBUTTAL FILING?

The Company’s rebuttal filing reflects the adoption of a number of rate base and

operating expense adjustments recommended by Staff. Original Cost Rate Base
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(“OCRB”) and Fair Value Rate Base (“FVRB”) are reduced by $87,860 from the
direct filing. The adjusted test year level of operating expense has been reduced by
$8,514 compared to the Company’s direct adjusted test year level of operating
expense.

PLEASE SUMMARIZE THE PROPOSED REVENUE REQUIREMENTS
AND RATE INCREASES FOR THE COMPANY AND STAFF AT THIS
STAGE OF THE PROCEEDING?

The proposed revenue requirements and proposed rate increases are as follows:

Revenue Requirement Revenue Incr. % Increase
Company-Direct $301,124 $187,220 164.37%
Staff $224,908 $111,003 97.45%
Company Rebuttal $283,384 $169,479 148.79%

WHY IS STAFF’S REVENUE REQUIREMENT AND RECOMMENDED
INCREASE LOWER RELATIVE TO USLLC?

The difference in the revenue requirement between Staff and the Company of
$58,476 is primarily due to a difference in each of the party’s recommended rate
base, cost of capital, depreciation expense. The difference related to rate base and
cost of capital is approximately $43,000. The difference related to depreciation
expense is approximately $16,900. The balance of the difference is due to the level
of property taxes recommended by each of the parties.

Notably, Staff has accepted the Company’s proposal to include pro forma
revenues from future customer growth in the determination of the revenue
requirement and rate increase.

THE COMPANY IS STILL SEEKING A SUBSTANTIAL INCREASE IN
ITS RATES IN THIS PROCEEDING?

Yes, and it remains primarily plant investment driven. USLLC has invested nearly
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II.

$1.3 million of dollars in its wastewater utility plant to serve ratepayers in the past
couple of years and it is entitled to a return on and of the fair value of that utility
plant.

RATE BASE.

WOULD YOU PLEASE IDENTIFY THE PARTIES’ RESPECTIVE RATE
BASE RECOMMENDATIONS?

The rate bases proposed by all parties in the case are as follows:

OCRB FVRB
Company-Direct $ 1,401,953 $ 1,401,953
Staff $ 989,576 $ 989,576
Company Rebuttal  $ 1,314,093 $ 1,314,093

TO WHAT DO YOU ATTRIBUTE THE DECREASE IN RATE BASE
FROM THE DIRECT FILING TO THE REBUTTAL FILING?

The Company has accepted certain Staff’s adjustments which reduce plant-in-
service by $29,321.  The Company has increased accumulated depreciation by
$63,395 as a result of the decrease to plant-in-service and a change to the year in
which plant was placed into service.  Finally, the Company’s proposed cash
working capital allowance has been reduced by $7,921 to zero.

The Company disagrees with Staff on the balance of plant-in-service. I will
testify to the disagreements between Staff and the Company later in my testimony.
While the Company agrees with Staff as to the year plant was placed in service for
purposes of computing accumulated depreciation, there remains a difference in the
proposed accumulated depreciation balance at the end of the test year due
difference in the amount of plant-in-service as well as the number of prior years of
depreciation. The Company agrees with Staff on the amount of cash working

capital and, as I will explain later in my testimony, the Company is also in
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agreement with Staff on the balance of CIAC, but disagrees with Staff’s level of
accumulated amortization.

A. Plant-in-Service.

PLEASE EXPLAIN THE COMPANY’S REBUTTAL ADJUSTMENTS TO
PLANT-IN-SERVICE. |

B-2 rebuttal adjustment number 1 reflects a decrease to plant-in-service of $29,321.
The Company has accepted Staff’s proposed adjustment to power generation
equipment (NARUC Account 355). See Direct testimony of Jeffery M. Michlik
(“Michlik DT”) at 5.

The Company disagrees with Staff adjustments to reduce plant-in-service by
an additional $345,774.
WHAT DOES THE $345,774 ADJUSTMENT TO PLANT-IN-SERVICE
CONSIST OF?
Staff disallowed $68,271 for costs related to the Company wastewater treatment
plant #1. The Company believes it has substantiated the costs in contrast to Staff.
See Michlik DT at 6. The Company did provide Staff a copy of the contract
between the Company and Advanced Environmental Systems for the wastewater
treatment plant #1 construction totaling $309,000. Contract attached hereto as
Rebuttal Exhibit 1. Staff disputes $68,571 of the costs in part because Staff could
not determine whether the work was performed by Advanced Environmental
Systems or Alta Mesa Construction. Id. The Company’s previously provided
schedule did to indicate that $68,571 of the cost was attributed to Alta Mesa
Construction.  However, the Company believes its schedule to be in error.
Regardless, the contract clearly shows the cost of the plant was $309,000.  Staff
has included in plant-in-service only $240,429 of the contract costs.

DOES STAFF DISPUTE THE EXISTENCE OF THE LIFT STATIONS?

4-
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No.

PLEASE CONTINUE.

Staff also disallowed $178,231 of costs related to evaporative lagoons consisting of
water falls, streams, pond and a lake because Staff asserts they are not integral
components of the wastewater treatment system. /d. The Company disagrees.
The wastewater system generates effluent which must be disposed of. The water
features including the pond and lakes are necessary and in lieu of a recharge
facility or disposing of all of the effluent down nearby washes. The Arizona
Depaftment of Environmental Quality (“ADEQ”) specifically discouraged the
Company from building an effluent disposal recharge facility and limits the amount
of effluent that can be disposed of in washes. These facilities are necessary to deal
with and dispose of the effluent.

IS THE LAKE ESSENTIAL FOR EFFLUENT IRRIGATION OF TURF
AREAS WITHIN THE COMMUNITY?

Yes, consistent with the Commission’s informal policy to discourage turf irrigation
with ground water, especially in areas with historic supply issues, the lake permits
storage of effluent which can then be applied to turf areas when that watering is
needed.

PLEASE SPEAK TO WASTEWATER TREATMENT PLANT # 2.

Staff disallows $99,272 of costs related to wastewater treatment plant #2. Id. at 7.
The Company disagrees with Staff’s assertion that there is insufficient
documentation to support these costs. The Company provided documentation of
the costs which included copies of the Santec Corporation contracts, invoices,
addendums, change orders, and a number of cancelled checks. While the
Company could not locate all of the canceled checks, there is sufficient other

supporting documentation of the costs to substantiate the $99,272.
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B. Accumulated Depreciation.
PLEASE EXPLAIN THE COMPANY’S REBUTTAL ADJUSTMENT TO

ACCUMULATED DEPRECIATION?

B-2 rebuttal adjustment number 2 reflects the increase to accumulated depreciation
for $63,395. This adjustment reflects the decrease to plant-in-service for $29,321
and an acceptance of 2004 rather than 2005 as the in service date for all plant. The
Company agrees with Staff on the in-service date of 2004 for the wastewater
treatment plant. Id. at 8.

C. Advance-in-Aid of Construction (“AIAC”).

HAVE YOU MADE A REBUTTAL ADJUSTMENT CONCERNING
ADVANCES-IN-AID OF CONTRUCTION?

Yes. The Company has accepted Staff’s proposal to reclassify AIAC to CIAC. Id.
at 9. B-2 rebuttal adjustment number 3 reflects this adjustment. Staff and the
Company agree on the adjusted balance of AIAC of zero and CIAC of $197,973.
D. Accumulated Amortization of CIAC.

PLEASE EXPLAIN THE COMPANY’S REBUTTAL ADJUSTMENT TO
ACCUMULATED AMORTIZATION?

As T testified, the Company has accepted Staff’s proposal to reclassify AIAC to
CIAC. Staff does propose to increase accumulated amortization, but Staff’s rate
base schedule (Schedule JMM-WW6) does not appear to reflect this
recommendation. Id. at 9. Putting this aside, Staff’s computation is only one full
year of amortization of $8,101. This is inconsistent with an assumption that all
plant was placed in service in 2004. Accordingly, the Company’s computation is
based on amortization starting in 2004 and thus includes 2 years of amortization

using "2 year convention). B-2 rebuttal adjustment 4 reflects the Company’s
p

proposed adjustment to accumulated amortization of $12,777.
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E. Working Capital.
HAVE YOU MADE A REBUTTAL ADJUSTMENT CONCERNING

WORKING CAPITAL?

Yes. While the Company does not agree with Staff’s rationale that Class A, B, and
C utilities should not be allowed to use the formula method and instead must
prepare lead-lag studies to request working capital, it has accepted Staff’s
adjustment to eliminate issues between the parties. /d at 9-10. Rebuttal Schedule
B-2 adjustment number 5 reduces working capital to zero.

WHY DO YOU DISAGREE WITH STAFF’S RATIONALE?

No method of computing working capital, including a lead-lag study, is precisely
correct. The purpose of any working capital computation is to produce an amount
of working capital allowance that is reasonable and the cost of the calculation
should not exceed the benefits. This is true regardless of the size of the utility.
Lead-lag studies are costly to prepare and disagreement between the parties is
common which in turn exacerbates rate case expense further. In my experience the
costs to prepare and defend lead-lag studies can increase rate case expense by
$10,000 to $15,000 or more. The costs of lead-lag studies generally far exceed the
benefits. The formula method is simple and can readily be adjusted for the effects
of pro forma adjustments.

The formula method has been recognized by numerous regulatory
commissions including this Commission. £E.g. Pine Water Company (A.C.C.
Decision 67166, August 10, 2004) and Rio Rico Utilities, Inc. (A.C.C. Decision
67279, October 5,2004). In both of these cases, Staff recommended cash working

capital allowances based on the formula method. See Direct Testimony of Dennis
Rogers, page 13, Docket No. SW-02676A-03-434, and Direct Testimony of
Claudio Fernandez, page 10, Docket No. W-03512A-03-0279. Just two months
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ago, the Commission approved a negative working capital allowance (a deduction
from rate base resulting in lower revenue) for Black Mountain Sewer Corporation.
See Decision No. 69164 (December 5, 2006) at 6-7 without a lead-lag study. In
that case, one of the parties had proposed negative working capital based on a
quasi-formula/lead-lag method, which the Commission recognized was not as
accurate as a lead-lag study. Id.

Based on my involvement in numerous rate proceedings in the recent past,
it appears that Staff has adopted a ‘black letter policy’ of opposing any cash
working capital allowance unless accompanied by a lead-lag study.  This ‘black
letter policy’, which applies to all Class C and above utilities, is interesting given
Staff’s oft-cited mantra that cases should be decided on a case-by-case basis. A
black letter policy such as this one seems to me to be both contradictory to Staff’s
approach to rate making and arbitrary. = The Commission rules do contemplate
the use of the formula method. See Arizona Administrative Code 14-2-103.
Schedule B-5, for example, explicitly provides for the formula method for
computing working capital. Further, it is required to be filed by all class C and
above utilities. 1d.

INCOME STATEMENT.

WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED
ADJUSTMENTS TO REVENUES AND EXPENSES AND IDENTIFY ANY
ADJUSTMENTS YOU HAVE ACCEPTED FROM STAFF?

Yes. The Company rebuttal adjustments are detailed on Rebuttal Schedule C-2,
pages 1-7. The rebuttal income statement with adjustments is shown on Rebuttal
Schedule C-1, pages 1-2.

Rebuttal adjustment number 1 annualizes depreciation expense taking into

account the changes to plant-in-service and contributions-in-aid of construction, as
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discussed above.

Rebuttal adjustment number 2 reduces property tax expense and reflects the
rebuttal proposed revenues. The Company and Staff are in agreement on the
method of computing property taxes. This method utilized the ADOR formula and
inputs two years of adjusted revenues plus one year of proposed revenues. I
computed the property taxes based on the Company’s proposed revenues, and then
used the property tax rate that was used in the direct filing. The difference between
Staff and the Company on the proposed level of property taxes is due to differences
in the party’s respective proposed revenue
PLEASE CONTINUE.

Rebuttal adjustment 3 decreases miscellaneous expense by $500 for CC&N related
costs. The Company also agrees with Staff that the CC&N related costs not a
recurring cost of service. See Michlik DT at 12.

Rebuttal adjustment 4 increases wastewater testing expense by $4,430. The
Company agrees with Staff proposed level of wastewater testing expense which is
based on the Staff Engineering Report. Id. at 12.

DOES THE COMPANY CONTINUE TO PROPOSE PRO FORMA
REVENUES FOR POTENTIAL FUTURE GROWTH OF 350
CUSTOMERS?

Yes. At this stage of the proceeding the Company has not changed its position on
including pro forma revenues in the determination of the revenue requirement and
rate increase for the sewer division. Unlike the water division, the sewer division
presently has capacity that will serve at least a portion of the demand form those
350 new customers.

PLEASE COMMENT ON MR. MICHLIK’S TESTIMONY ON PAGE 11
AND 14 THROUGH 16 REGARDING THE REASONS WHY STAFF
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AGREED WITH THE COMPANY’S PROPOSAL TO INCLUDE PRO
FORMA REVENUES?

Mr. Michlik’s comments characterize Staff’s acceptance of the Company’s direct
proposal to include projected revenues from potential customer growth as justified
in order to further penalize the Company for previously operating without a
CC&N. Specifically, he states “...Staff feels that the rate payer should not pay for
the Company’s mistakes.” Id. at 11. The rate payer has not and will not pay for
the Company initial failure to obtain a CC&N. In fact, the Company has paid a
substantial fine for this mistake. See Decision 67446 at 19. As part of the
Company’s compliance with the Commission’s prior decision, the Company
promptly notified its customers of the potential for a substantial rate increase and
has filed the instant rate application. Id. at 24.

The Company is in regulatory compliance with the Arizona Corporation
Commission (“ACC”), Arizona Department of Environmental Quality (“ADEQ”),
and the Arizona Department of Revenue (“ADOR”). See Staff Engineering
Report. Put simply, there is no factual, legal, or equitable basis to further
‘penalize’ the Company.

WAS THE COMPANY’S PROPOSAL TO INCLUDE PROJECTED
REVENUES UNUSUAL?

Yes, and I stated so. See Bourassa DT at 12. I rarely recommend the approach
because of the risk to the Company and the potential to create a serious mismatch
between rate base and revenues and expenses. While it is unusual, there is
precedent. In the Arizona-American case (Decision 67093, June 30, 2004), for
example, pro forma revenues were included in the adjusted test year revenues for
the Anthem Water and Wastewater Districts as a means of minimizing the impact

on rates. This was a proposal made by the Arizona-American and accepted by

-10-
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Staff. The pro forma revenue consisted of payments in lieu of revenues from Del
Webb which were scheduled to be made 3-5 years subsequent to the end of the test
year. See Direct Testimony of Thomas J. Bourassa Docket No. WS-01303A-02-
0870 at 17-19. Putting this aside, the Company’s initial proposal in the instant
case was not because of a desire by the Company to impose a ‘punishment’ upon
itself. Staff’s comments reinforce the old adage that ‘no good deed goes
unpunished’.
DO YOU BELIEVE THE COMMISSION CAN UNILATERALLY IMPOSE
A REQUIREMENT TO INCLUDE PROJECTED REVENUES IN THE
DETERMINATION OF THE REVENUE REQUIREMENT AND
REQUIRED RATE INCREASE?
[ am not an attorney, but in my professional opinion the answer is ‘no’. I believe
that such a proposal would violate the Arizona constitutional requirement that the
Commission must provide a fair return on the fair value of the property devoted to
public service. A fair return also means utilities must be given a reasonable
opportunity to earn a fair return. The rate making reasons include the basic
principles of ‘known and measurable’ and the ‘matching principle’.

Putting this aside, as I have testified, the Company is still recommending the
inclusion of pro forma revenues for the sewer division.
SO IN THIS INSTANCE, AND FOR THE SEWER DIVISION ONLY, THE
COMPANY AGREES TO INCLUDE THE PROFORMA CUSTOMERS?
Yes, as indicated, we believe that this is supportable because of the existing

treatment capacity and the reasonable result of including those customers.

-11-
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RATE DESIGN. _
PLEASE SUMMARIZE THE POSITIONS OF THE PARTIES WITH

RESPECT TO THE RATE DESIGN.

Both Staff and the Company propose the same basic rate design which is based on
water usage rather than flat monthly rates.

WHAT ARE THE COMPANY’S REBUTTAL PROPOSED RATES?

The rebuttal proposed rates are:

Customer Flat Monthly Char%e per 1,000 gallons
Class Charge of Water Usage

Residential N/A $ 6.85

Car Washes,

Laundromats, Commercial,

Manufacturing N/A $ 6.70
Hotels, Motels N/A $ 899
Restaurants N/A $ 11.09
Industrial Laundries N/A $ 9.84
Waste Haulers N/A $200.80
Restaurant Grease N/A $175.70
Treatment Plant Sludge N/A $200.80
Mud Sump Waste N/A $627.50

ARE STAFF AND THE COMPANY IN AGREEMENT ON THE
COMPANY’S PROPOSED SERVICE CHARGES CHARGES?

Yes.

DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY FOR THE
SEWER DIVISION?

Yes.

-12-




TO SERVE:

©  BELLEMONT TRAVEL CENTER

1-40, exit 185

ADVANCED ENVIRONMENTAL SYSTEMS, INC. PROPOSAL #

EXHIBIT1




'mﬁ (36“} ﬁ?am&mr E’isé s
thirty inch (30"} diames

WE Coflector(s), dimensioned ss'per T able C‘n ‘shall-be installed in place per AES specifications during

tank construction.

e

duiin ,.t:aink construc .fm

Ompi-Flow Partition(s), dsm«anﬁmw as per Tabia c:: shall be instalied in giwa per AES specifications

Aeration system sufficiant to provide the required oxygen for the itrification and BOD removals as
specified in Table A, all necessary in-basin aerat 1ipem impléte with necessary ancillary
equipment.

‘i Qauwer F’ac:kaga{s}

20, Qi% HP i‘ﬁ!aw&r

Effluent Decanter(s) to ;nn&uﬂaam%&mai ﬁﬂﬂt(s}, ball check intake ports, piping, flexible swing jeini(s),
effluent pumpls) a5 siz%ﬁ inTa &zxm : :

Instaliation By: Aﬁvmc&dﬁwirmmeniai Systems, Inc,
Kam-Lock waste sludge withdrawal pipe(s).

instatiation By:- Advanced Environmental Sy

ote the following patented Fiberglass




nclude risers and fids, and all other

Mzmiana;ify mv&i&cﬁ &ﬁal% %}5 & iamfdi‘%y mefar'far f‘fna% e?ﬁuam ﬁaﬁadﬁng

Installation By: &d&aﬁgﬁﬁ:ﬁmﬁmﬁmaﬁﬁ ystems, Ing.

L

4 PVC Junction Box(es) lacated at the reactor basin(s}).

Installation By: Advanced Environmental Systems, Inc.

1 Aulomatic Em&w&sﬁmg sand fitter sha} i he: g}mwﬁeﬁ ‘Filter shall be designed to serve full build out of
150,000 gallons per day.

DELIVERY

ipt of propogalacceptance

Estimated delivery. toihe: juhsim is: eagm toter (34 t:t} weeks mé}awing
and purchase order. ‘

PROVISIONS

that may occur will be
sayer e{if mwimé}

;_*"wfit&_,

Mzana DEQ.(provided by AES)

e 4 B

Exmmf fleld wiring, (pmwmfby AES)

s B G e B




maf as naeﬁea

No heavy metal or toxic organic compounds are preser ill inhibit bislogicat o
treatment (refer to attached “‘m‘&@a old Coneentration « Inhibiforydo amiﬁg cal Lfé{; (5
Treatment Processes™). ' 227 i Rt
Qm
szes,ma .00 zﬁ‘z@ 41

RESPECTFULLY SUBMITTED,
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%

STHLY CHARGE 30 DAYS BPAST BUE
»mis appr to merchandise aniy

;am M BELLMONT SERINGE
MONT, AZ 8681%

. YOU for your business! | i

S| DISCOUNT

| FREiGHT

TOTAL DUE

T SEREMY /988-695-

mmwg _;
TA T*‘.‘“f* . |
stome




PATTON ELECTE&%’Z LLE

'»:*nama, Arizona 85934

Invoice

Invnica #

- Date

487

et 30

Desérption

Rate

Amount

SERVICE CALL  07/3103 Tustall magnetic contastor in deep

well

1) Thermul overload relay
I LER module

L

23]

3060

17500

12500

175007

Thank vou for your By 5

. Subtotal

$300.00

f‘g

ehatgwf 1 5%&1&&&&3&&&%&@%&&
thst ‘are ot pmdinﬁﬂibyzﬂdaysc&‘ﬁwmwmwﬂma

Sales Tax (6.525%)

S48

Total

§3itaz

Payments/Credits

000

| Balance Due

%ﬁn@#

928-214:8821




. A
?& "ON ﬁLE{Z“f‘RI{E LLC

sw C# 188250 A-17

P by

Iinvoice

Date.

liwsion

slanmo3

483

B To

F‘” Mo,

Terme

=

Het 30

E}M:@Gn

Rate

Apmount

SERVICE CALL 072703 Checked hﬁhst&tzvm

1)} 480 volt 3 phase lightening nreeslor
1} 5 HPIEC motor starter wf overload relay .

50.00
250,00

FE0.00
250007

| subtotal

3&&:&& Tax i&&&ﬁ%}

£16.31

| ‘Fstai

$416.3)

Phone #

528-214:8821

i mu‘xw::”?( A i s Ly




Gilbert, Arinems 85234

Terms .

‘ Thas oy foceipt

Anount

%m\mfr‘ Lm,ih, 9-34—@4 &ma%ﬁ Ha mnm;

ifmmzzymm 4 hes 0T,
T A1

EERWQ 6@’&,&; ‘9@5&{}% Rewie ﬂ’iﬁhﬁ Sating.
vinan 3 hes OUT,

SRRV uxﬁAlL B2904 Rewire old 1A station
Journeyman 7 hes

Apprentics 2 hrs

&1 PV

1 H!@"?Vﬁ?ﬂmaﬁ

P UIers

2 RN

Ymon

O3S

42300

17848

110387

Thank you for yﬁmmiam

A Brnnes ¢ b fccessed o
meﬁ;‘gm wmw he o

}.

Fﬁnﬂaﬂ

9282145831

M*Mﬁk‘%‘?v&!ﬂ%ﬁw o gt g NS EUE s P




&a c:# 3‘:3@9# m
RO.C# 188250 A-17

B To

kgt o s, iy

| Lomsile O
’72}”58&!1

Invoice

o s

Eﬁ%@mﬁ §

"0 |

PO N

Tams 1

Emu;x W}}t

Descripion

Amount

Z 2" cou

15‘ ﬁ‘»}ﬁ *’i m&m w:é
1 termined Wock

12 yellow bun splice
1 33 electrival tape
Lrubber pe

12" EVCon Waeﬂ-
4’ ZCTVE conduit
1 10X 104 3R box

& yellow fork terminads

z 1 ma;ﬂ&ng?w o

Thank yoli for yous busines s

Ph&m#

IR !‘4.4%‘-21'

o g




R.O.CH# 173904 K-11
R.O.C.H# 188250 A-17

FLAGSTAFE, AZ 86004

- mf"r&

XW&C Mﬁmw@
721 E. Sen Pegin
Oiithet, Asizone 25914

o invles #

1

x Fﬁi‘%

Terms ‘

s on ressipt

 Deasipton

.

Asm&um

“Thaik v $or vour business.

S1401.83

Wi

aifmjl,_ﬁ

mwmmwm, he i

3897

$1,410.32

$hin

£1.810.32

nese

gw,@ s A el

Syt Tl




Line

Utility Source, L.L.C. - Sewer Division
Test Year Ended December 31, 2005

Computation of Increase in Gross Revenue

Requirements As Adjusted

Fair Value Rate Base

Adjusted Operating Income

Current Rate of Return

Required Operating Income

Required Rate of Return on Fair Value Rate Base
Operating Income Deficiency

Gross Revenue Conversion Factor

Increase in Gross Revenue
Requirement

% Increase
Customer

Classification
{Residential Commercial, frrigation)

3/4 Inch Residential
1.5 Inch Commercial

2 Inch Commercial
Revenue Annualization
Proforma Revenues

Subtotal

Other Revenues

Total of Water Revenues (a)

SUPPORTING SCHEDULES:
Rebuttal B-1
Rebuttal C-1
Rebuttal C-3
Rebuttal H-1

Exhibit

Rebuttal Schedule A-1
Page 1

Witness: Bourassa

$ 1,314,093

(31,550)

-2.40%

$ 137,980

10.50%

$ 169,530

1.0000

$ 169,530

148.83%

Present Proposed Dollar Percent

Rates Rates Increase Increase
47,983 120,437 $ 72,454 151.00%
2,750 6,902 $ 4,152 151.00%
3,326 8,349 § 5,023 151.00%
0.00%
3,836 9,627 $ 5,792 151.00%
0.00%
54,353 136,426 82,073 151.00%
- 0.00%
112,248 281,742 $ 169,494 151.00%
1,657 1,657 - 0.00%
0.00%
0.00%
113,905 283,399 $ 169,494 148.80%




Utility Source, L.L.C. - Sewer Division- Exhibit
Test Year Ended December 31, 2005 Rebuttal Schedule B-1
Summary of Rate Base Page 1
Witness: Bourassa

Line Original Cost Fair Value

No. Rate base Rate Base
1 - -
2 Gross Utility Plant in Service $ 1,595,481 $ 1,595,481
3 Less: Accumulated Depreciation 96,191 96,191
4
5 Net Utility Plant in Service $ 1,499,290 $ 1,499,290
6
7 Less:
8 Advances in Aid of
9 Construction - -
10 Contributions in Aid of

11 Construction 197,973 197,973
12 Accumulated Amortization of CIAC (12,777) (12,777)
13

14 Customer Meter Deposits - -
15 Deferred Income Taxes & Credits - -
16 Customer Meter Deposits - -
17 Deferred Income Taxes

18 Investment Tax Credits

19  Plus:

20 Unamortized Finance Charges - -
21 Material and Supplies Inventories

22 Prepayments

23 Allowance for Working Capital - -
24

25

26

27 Total Rate Base $ 1,314,093 $ 1,314,093
28

29

30

3 SUPPORTING SCHEDULES:

32 Rebuttal B-2

33 Rebuttal B-5

34

35

L
(o2}




Utility Source, L.L.C. - Sewer Division Exhibit
Test Year Ended December 31, 2005 Rebuttal Schedule B-2
Original Cost Rate Base Proforma Adjustments Page 1
Witness: Bourassa

Rebuttal
Adjusted Adjusted
at at end
Line End of of
No, Test Year Adjustments Test Year
1 Gross Utility
2 Plant in Service $ 1,624,802 (29,321) $ 1,595,481
3
4 Less:
5 Accumulated
6 Depreciation 32,797 63,395 96,191
7
8
9 Net Utility Plant
10 in Service $ 1,592,005 $ (92,716) $ 1,499,290
11
12  Less:
13  Advances in Aid of
14 Construction 197,973 (197,973) -
15
16 Contributions in Aid of
17 Construction (C!AC) - 197,973 197,973
18
19
20  Accum. Amortization of CIAC - (12,777) (12,777)
21
22
23  Customer Meter Deposits - 0 -
24  Deferred Income Taxes - - -
25  Investment Tax Credits - - -
26
27
28  Plus:
29 Unamortized Finance Charges - -
30 Material and Supplies Inventories
31 Prepayments
32  Allowance for Working Capital 7,921 (7,921) -
33
34
35 Total 3 1,401,953 $ (87,860) $ 1,314,093
36
37
38
39
40
41  SUPPORTING SCHEDULES:
42 Rebuttal B-2, pages 2
43
44
45
46
47

48
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Utility Source, L.L.C. - Sewer Division Exhibit
Test Year Ended December 31, 2005 Rebuttal Schedule B-5

Computation of Working Capital Page 1
Witness: Bourassa

Cash Working Capital (1/8 of Allowance

Operation and Maintenance Expense) $ 8,412
Pumping Power (1/24 of Pumping Power) 726
Purchased Water Treatment (1/24 of Purchased Water) -

Total Working Capital Allowance Rebuttal $ 9,138
Total Working Capital Allowance Requested $ -
Working Capital per Direct Filing 3 7,921
Increase (Decrease) in Working Capital 3 (7,921)
SUPPORTING SCHEDULES: RECAP SCHEDULES:

Rebuttal B-1




Utility Source, L.L.C. - Sewer Division Exhibit
Test Year Ended December 31, 2005 Rebuttal Schedule C-1
Income Statement Page 1
Witness: Bourassa

Adjusted Rebuttal Proposed Adjusted
Line Book Adjusted Rate with Rate
No. Results Adjustments Resuits Increase Increase
1 Revenues
2 Metered Water Revenues $ 112,248 % - $ 112248 $ 169479 $ 281,727
3 Unmetered Water Revenues -, - - -
4 Other Water Revenues 1,657 ¢ - 1,657 1,657
5 $ 113905 $ - $ 113,905 $ 169479 $ 283,384
6  Operating Expenses
7 Salaries and Wages $ - - $ - $ -
8 Purchased Wastewater Treatment - - - -
9 Sludge Removal Expense - - - -
10 Purchased Power 17,423 - 17,423 17,423
11 Fuel for Power Production - - - -
12 Chemicals 3,945 - 3,945 3,945
13 Materials and Supplies 4,793 - 4,793 4,793
14 Contractual Services - Professional 1,195 - 1,195 1,195
15 Contractual Services - Testing 20,472 4,430 24,902 24,902
16 Contractual Services - Other 15,000 - 15,000 15,000
17 Repairs and Maintenance - - - -
18 Rents - - - -
19 Transportation Expenses - - - -
20 Insurance - - - -
21 Regulatory Commission Expense - Rz 12,500 - 12,500 12,500
22 Miscellaneous Expense 5,465 (500) 4,965 4,965
Depreciation Expense 65,594 (9,984) 55,610 55,610
Taxes Other Than Income - - - -
23 Property Taxes 7,533 (2,410) 5,123 5,123
24 Income Tax - - - - -
25
26  Total Operating Expenses $ 153919 § (8,464) $ 145455 $ - $ 145,455
27  Operating Income $ (40,014) $ 8,464 $ (31,550) $ 169,479 $ 137,930
28 Other Income (Expense)
29 Interest Income - - -
30 Other income - - -
31 Interest Expense - - -
32 Other Expense - - -
33
34  Total Other Income (Expense) $ - $ - $ - $ - $ -
35 Net Profit (Loss) $ (40,014) $ 8464 $ (31,550) $ 169479 $ 137,930
36
37
38
39 SUPPORTING SCHEDULES: RECAP SCHEDULES:
40 Rebuttal C-1, Page 2 Rebuttal A-1

41 Rebuttal C-2
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Utility Source, L.L.C. - Sewer Division
Test Year Ended December 31, 2005
Adjustments to Revenues and Expenses

Adjustments to Revenues and Expenses

Exhibit

Rebuttal Schedule C-2
Page 1

Witness: Bourassa

1 2 3 4 5 <]
Depreciation Property Wastewater Miscellaneous Intentionally Intentionally
Expense Taxes Testing Expense Left Blank Left Blank Subtotal
Revenues -
Expenses (9.984) (2,410) (500) 4,430 (8.464)
Operating )
Income 9,984 2,410 500 (4,430) - - 8,464
Interest -
Expense -
Other
Income / R
Expense
Net Income 9,984 2,410 500 (4,430) - - 8,464
Adjustments to Revenues and Expenses
z 8 9 10 n 12
Intentionally intentionally Intentionally Intentionally Intentionally Intentionally
Left Blank Left Blank Left Blank Left Blank Left Blank Left Blank Subtotal
Revenues -
Expenses (8.464)
Operating
Income - - - - - - 8,464
Interest
Expense -
Other
Income / -
Expense
Net Income - - - - - - 8,464
Adjustments to Revenues and Expenses
13 14 15 16 17 18
Intentionaity Intentionally Intentionally Intentionally Intentionafly intentionalty
Left Blank Left Blank Left Blank Left Blank Left Blank Left Biank Total
Revenues -
Expenses (8,464)
Operating
income - - - - - - © 8,464
Interest
Expense -
Other
Income / )
Expense
Net Income - - - - - - 8,464




Utility Source, L.L.C. - Sewer Division
Test Year Ended December 31, 2005
Adjustments to Revenues and Expenses

Line
No.

1 Depreciation Expense

2 Direct From From Rebuttal

3 Account Adjusted B-2 Adj. #1 B-2 Adj. #3 Adjusted Proposed Depreciation
4 No. Description Original Cost Plant CIAC Original Cost Rates Expense

5 351 Organization - - 0.00% -

<] 352 Franchises - - 0.00% -

7 353 Land and Land Rights 105,000 105,000 0.00% -

8 354 Structures and !mprovements 56,350 56,350 3.33% 1,876
9 355 Power Generation Equipment 32,200 (29,321) 2,879 5.00% 144
10 360 Collection Sewers - Force - - 2.00% -
11 361 Collection Sewers - Gravity 260,553 260,553 2.00% 5211
12 362 Special Collecting Structures - - 2.00% -
13 363 Services to Customers 60,375 60,375 2.00% 1,208
14 364 Flow Measuring Devices - - 10.00% -
15 365 Flow Measuring Installations 3,450 3,450 10.00% 345
16 370 Receiving Wells - - 3.33% -
17 371 Pumping Equipment - - 12.50% -
18 380 Treatment and Disposal Equipment 1,106,874 1,106,874 5.00% 55,344
18 381 Plant Sewers - - 5.00% -
20 382 Outfall Sewer Lines - - 3.33% -
21 389 Other Ptant and Misc. Equipment - - 6.67% -
22 390 Office Fumiture and Equipment - - 6.67% -
23 391 Transportation Equipment - - 20.00% -
24 393 Tools, Shop and Garage Equipment. - - 5.00% -
25 394 Laboratory Equipment - - 10.00% -
26 395 Power Operated Equipment - - 5.00% -
27 398 Other TangiblePlant - - 10.00% -
28

29

30

31

32

33
34 TOTALS $ 1,624,802 $ (29,321) § - $ 1,595,481 $ 64,128
35
36
63

64 Less: Amortization of Contributions - Balance End of TY $ - $ 197,973 § 197,973 4.30% $ (8,518)
65 -
66 $ - $ - $ 197973 § 197,973 $ (8,518)
67 Adjusted Test Year Depreciation Expense Rebuttal Filing $ 55,610
68 Adjusted Test Year Depreciation Expense Direct Filing 65,594
69

70 Increase {decrease) in Depreciation Expense $ (9,984)
71

72 Adjustment to Revenues and/or Expenses $ (9,984)

Exhibit

Rebuttal Schedule C-2

Page 3

Witness: Bourassa




(0L¥'2)

0L¥'2)

€€5°L
£eL's

esseinog [SSauUjIp
¢ abey
Z-0 3Inpaydg feungsy

192
298y

%€060'6
18Y'€S

%05°¢C
6.5°'/2¢2

L1TELL

96.'0v€
86€'0L)

¥8€'€9C
S06°ElLL
S06'€LL

sasueadxg Jojpue senusAdy 0} Juswisnipy

sexe| Auadoid u abueyd
Buiji4 10011q Jod sexey Ausdold
|enngey sejey pesodold je xey Auedoid [ejo]

sjeoled uo xef
xe] Auadoiyd

ayey xe ) Auadosd
anje,\ passessy
oney JusLssessy

anfeA yse (Indg

juswudinb3 uonelodsuel] jo anjeA Jood
‘1onpaeg

9,01 e ssaboid ul YIop uononIsuo)D

PPy

Z SaWi} ‘anuaasl Jo seak saluy) jo sbeleny
anusAsl Jo s teak asiy) jo abeleAy

senuaAay pasodold

S00Z/0E/60 Papus Jeak u) senuanay paisnipy
G00Z/0S/60 PopUS Jeak U senuaasy paisnipy

"SONUBASY Pos0ad0ld j09}oy O} soxe] Aledoid Isnipy

Z 19quwinp juswisnipy
sosusdxg pue ssnuaasy o} Juswisnipy
G00Z ‘L€ Jaquisdad papul JesA Ise ]
UOISIAIQ JSMas - *0"T ] ‘edsnog Anian

O ANOITLONODIO-NM T WO I~
e e NNNNN NN NN

TNOTHDONOD

2
Z

aun




BSSeINOg :SSSUNAA
y abed
2-0 8INpaydg [epunqgsy

(00S)

(00s)

OLMWA-IWINM 8INpayos Jels 88§
STTNAIHOS ONILHOddNS

sasuadxs] Jo/pue senuaasy o} Juswsnipy

esuadx snosuejjaosiy aseaidsq

¢ JaquinN Juswysnipy
sosuadxg pue senuanay o} jusushipy
S00Z ‘L€ Jequieds( pepud Jesp 1S9l
uoIsiAlg Jomag - "D ‘@dJnos AN

0c
6l
8l
Ll
91
Sl
145
€l
cl
(32
ol

<23]|‘—Nm<rm<o|\ooo>

aul

=
3




esselnog ssaUlpA
G abed
Z-0 9|NpaLog (engey

QEv'y

v’y

LIMMW-ININE ©INPSYDS HElS 998
S3TNA3HOS ONILIOddNS

sosuadx3 J0/pue SaNUBASY 0} Juswisnipy

osuadxg Bunsa] Jsjems)sep esealou]

$ Jaquinp Juswysnipy
sosuadxg pue senusAay 0} Juswisnipy
§002 ‘L€ Jequieda( papus Jea IsaL
UOISIAIQ 19Mag - 0T ‘ainos AN

O~ ANOFWOLONDODO
Ll ol ol ol il i |

g‘r-wmvmtor\ooc»

aun




Utility Source, L.L.C. - Sewer Division Exhibit
Test Year Ended December 31, 2005 Rebuttal Schedule C-3

Computation of Gross Revenue Conversion Factor Page 1
Witness: Bourassa

Percentage
of
Incremental
Line Gross
No. _Description Revenues
1  Federal Income Taxes 0.00%
2
3  State Income Taxes 0.00%
4
5 Other Taxes and Expenses 0.00%
6
7
8 Total Tax Percentage 0.00%
9
10 Operating Income % = 100% - Tax Percentage 100.00%
11
12
13
14
15 1 = Gross Revenue Conversion Factor
16 Operating Income % 1.0000
17
18 SUPPORTING SCHEDULES: RECAP SCHEDULES:
19 Rebuttal A-1




. Z-aeungdy ¢l
‘S3TNAIHOS 4VOT3d 'STINAIHOS ONILHOddNS L1

(=}
-—

%00°0 %00°00[ soe'erL'L %060} %00°001 SEV'P09°L sjelol

VIN %0S01 %00°001 S9eTVLL %060l %050l %0000} GEV'¥09'L Aunb3 sJepjouoois

VIN %00°0 %00°0 - %000 %000 %000 - 199Q uua1-Huon

1860 sed fejoL unowy 1s60 sjey el junoury [Elded Jo Wy

paybiapn 1500 jo Iejlog paybiap 109 0 Iejjog aur
(a) Jus0194 (8} jusoiad

§|FN«>¢L0 © N~ oo

TESK 1S5 10 pug parsnipy TESK 1S9L 10 pud

esseinog SSOUlAA
| abed [eydes o 1s0) Jo AMewuing
1-@ 3INpaYyos [epngsy G00T ‘1€ Joquieos( pepug JeSA 1SS L
Hayxg uoISIAIQ 19Mag - DT ‘@a4nos Apin




" Jusuwisnlpe z-9 ul 1oj pajuUNoddy
-obesn Jajem uo paseq aAey pjnoys )l Uey} ssa| pajjiq Auedwo) (2)

%000 Jou3 sbejusaiad
0% sousIayi(
L12'68 $ Pvl6'L §  (5SONUBASY paplodsLufn 1o} jusunsnipy z-0
€08'LY $ 18BpaT [BIBUSL) B4 SONUBASY JSJEAA
lL2'ss ¢ S8NUaAaY BULIOKOI pue uojezienuuy
anusAay JNOYIM SBNUSASY ISIEM (810
‘g fequinu Jusunsnipe z-0 99g (1)
%98°LS %82'CS %0881 ¥6¥'691 $ 66e'c8C $ soe'Ell ¢ suojjes Jo spapuny o} Buljiig
10} UOI}02LI0D JaYe 'SenuaAay JojepA [eloL
%Pl 8p %L Ly %00°LS1 €.0'28 $ ozv'oel §$ €SEVS $ () SONuUdASy BWIOjOId
%0t°€ %LEC %00°1G1 76L'S $ L2796 $ oeg'e $ SI2WOISNO JO Joquinu pusa seak
uo paseq ‘1eak jJo pus 0} pszijenuue
ONUBASL JaWOISND You| H/¢
%9¥ 8% %168V %1G°9%L 0£9'l8 $ obe'lel $ LLL'SS $ SSNUBASY J8jeM [BjoL
%85S0 %9¥°L %000 - 169°L 1891 S8NuUaAdy SNodUe||osI
%S6°C %<C6'C %00°1G1 €20'S 6ve'e S TASE [eiswwog JBRIN Youl ¢
%Yy %ly'e %00°LG1 4] 2 206'9 0S8.'C {9JOIN JOIBIN Uduj 67|
JaBA Youj |
%052y %ELCY %00°LS1 ySyTL LEP 0T £86'LY lefquapisay - J8lvlN YaU| v/E
SonUaAdy SonudAdy oabuey) abuey) SanuoAdY CERITEY Y] 9ZIS 19319
19Jepp 19)epp jJus8d Jejjoq posodo.d juasaid loj/pue
pasodold  juosald uopedyisse|n Jowolsny
Jo Jo
JuUddIdd jua219d

Bsseinog SSaulipy
| ebed

L-H 8[npayss
Hqiyx3

Arewwing anusaay
G00Z ‘L€ Jequisde(] papud Jea 1S9
UOISIAIQ Jamas - 971 ‘@ainos Alin

0 O M~
N AN N

™ <
NN

— N
NN

o
~N

(=] NS IHDOMNOD
l‘-N(")VLO(DI\mm‘_: Ll ol R R

-}
2

aur




8
%00'LSL €.0'C8 $ ogcr'oel § €SEYS $ ovl'v 0S¢ senuaAgy ewlojold L
%00°LSL  TBL'S $ Lz9'6 $ ogg'c $ obL'Y 10¢€ uofjeziienuuy anueAsy [ejuspisay - SN Yol /e 9
%00°LSL  €20°G $ eve's $ o9ce'e ¢ 128'c0l l [epiBwWog BN Youjg S
%00°LSL  ZSL'v $ 206’9 $ 0S¢ $ 0.¥'v9 L [PION BB YU 'L b
%000 - $ - $ - $ - - BIN YUl L €
%00°LSL  PSP'eL $ Le¥'0ZL ¢ €86'Lv $ ovL'v 10¢€ [equspisay - BB YUf /e ¢
3
junouwy junouy sajey sajey abesn ojeM  S00Z/LEiZL azZIg JS)9 Jojpue OoN
U923 Jejjoq pasodoid juasoid obelony je uopesyisse|d au
@sealdu|] pasodolid SonuoAdy siBwo)sny Jowoishy
Jo JaquinN
abesony
BsseInog [SSaUIAA sajey
| obed sse|) pajielaq Aq anuanay Jo sishleuy
Z-H 8npsyss G002 ‘L€ Joquiada pspul Jes A 1so )

NqIuxg UoISIAI] Jomag - 9T ‘eainog AN




esseinog SSSUIA
| obey

€-H 3npayog
Hax3

%00°LG L
%00°LS1L
%00°LSL
%00°LS1
%00°LS)
%00°LS |
%00°LSL
%00°LSL

%00°LS)

%00°0
%00°0
%00°0
%00°C
%000
%000
%00°0
%00°0

%000

sbueyn
Juasiod

“(6X@)809-2-v1 ¥ 9Ny Jad ‘aunyny ayj Ul Jo mou Aidde Aew se sjusWSSasSe pue saxe)} JaYlo Jo Aiojeinbal  gg
‘aboaLd ‘uooesuey ‘sses sjqedijdde (e sIstojsno s) WOl 198}jo2 fleys Auedwio?) ay) ‘waisy pazuoyine sabieyd pue ssied Jayjo [ie o) uolppe Ul ¢

05229 00052
08°00C 0008
0L'SL1 0002
0800C 00°08
¥8'6 4 2%
60°LL 'y
668 85t
0.9 19T
68’9 $ e1C
- ﬁ -
Sojey sojey
peasodo.y Juosald

SININSSIASSY ANV SIAXVL €€

sozg BN IlY 92
WAL U1 SU0eS 22

aysep dwing pniy 74

efpn|g Jueld juewieall €2

sseals) juerenisay A

sio[ney o)Sepn \Z

saupuneT jewisnpul 02

sjuelene}ssy 6l

Siolon ‘sieloH 8L

Buunjoeinuely ‘eRIeIWo)) ‘SjewoIpne] ‘saysem Jeg L1
lewmisnput pue [eroewwod 9l

jequapisey Gl

Sbes[1 J91EM JO Suojfes) 000 | 1ed ajey

a)sep dung pny ZL
abpnis Jue|d Jusuneas ) 1L
gsealo) Jueren)say oL
ssoney 9)sep
salIpune [euisnpuj
sjuesene)say
S|910N ‘SIB1oH
BuunoeNUEY ‘TRIDISWWOY) 'Sjewoipne| ‘soysem Jen
|ELISNPU} PUE [BIDISWIIOY)
|equapIssy
seed eld
104 abireyn abesn Alyyuow
3ZIS 4919 pue  ON
uoyeIYISSE|D JOWO)SN) Ul

l\—Nmﬁ‘LnlOl\COm

S00T ‘LE Joquieds( popul JesA 1s9 ]
sojey aAeiuasalday ul sebueys

uolsIAlg Jamag - 577 ‘eaInog AN




144

534

(6)(Q)809-Z-7L Y any Jad ‘aininy suj Ul Jo mou Aldde Aew Se SJUSLISSOSSE PUB SOXE]} JBLJ0 10 Aojenbas  zy

‘abapaud ‘uonoesuel) ‘sejes sjqeoidde |2 s:oWwoisnd S Woy 1031102 leys Auedwo) sy} ‘uialay pazuoyine sebieyo pue salel Jouylo (e oy uohippe Ul LY
SINIWNSSISSY ANV SaAXYL oY

6g

“UOIIONIISUOY) JO PIY-UI-SUOINGLILOT) S|GBPUNISI-UOU 84 [leys PUe J$090 je peja|dwod ag ([eys SuoIsusiX3 ule I ) 8¢

‘Ayjqisuodsas s awolsny auj st e

SoUBUBIUIEW UoIym puoAaq ‘Aem-;0-Jybu o} Jo aBpa au) Je jeIsle| 80IAISS S BWOISNY SU) YN UOROSUUOD S}l 0} dn Aems wo.Em: oY} 10 aul| uleW 8y} 0} e

UO[9BUU0D B} WOl ARIO [elsle] eaIneg dU) ajelado pue ulejureus [feys Auedwog sul Ausdoud ssewolsng auyy 0} dn [eisje| S0IAISS BU} UMO [leys Auedwo) (3} s¢
‘wejgod sy} redal Jou jim Auedwio) ‘auy Apadoid Jo BpIS SEWOISND UO 9q 0} puncy wisjqoid somss 104 () pE

“20IAISS Jejem Joj Sjustihed PaLIBJEP YIM UOROBUU0D Ul PRUSIIGEISS AJUo aie 0iAJas Jojems]sem Joj sjuswfed pausjed (p) ¢

‘pabieyo 199} JSN U YDIUM 10} BIISS Jjem 1oy Aed 0} pasn %oayd JSN swes oy Lm pled st eoinies sojemalsem Ji Aidde jou ssop sbreyosiyy (0) z¢

%G| 1selejut usodaq Le

Mg AjYjuow winwxew pajewss ay) sew z/| Z - [eliuapisal-uoN 014

11 Alyiuow abesoae pajewnse ay) sswl Z - [enuspisey 62

‘pasinbas oq Aew ysodop siy} ‘JUsWABd-UOU 10} POJOBULOSIP S| BVIAISS JUSAS B} Ul ‘OS] [:74

‘palnbal s ysodap SiY} ‘sweu s, aumo Aladold ey) Ui Jou S| BOIAISS Ji JOASMOH "SdtAIeS 10 uoisiroid o) Joud ysodep e axnbal Ajewsou Jou seop Auedwon ayy (a) /2
“WnwItiw AJQIUOW Y} SSLI WR)SAS BU} JO SUIUOW JO JOqUINN ‘SUIUOUI Z| UILIIM UDHED0] swes ‘swolsno sweg (8) o2

se
ve
€C
[44
¥4
0z
6l
8l
Ly
9l
Sl
(6) (B) uoisuelxg Ul vl
1500 1800 [esawwo) cL
00°00S $ 00005 $ fequaplisay Zi
(1) ebreyn uonoLUUOY [eisleT] B0IMBS Ll
00°0F $ 00°0¥% (e) snoy sod ‘s|len oones Ol
%0G°} %05°L yuow Jed ‘yuswhed are 6
%06} %05°L (p) yiuow Jad ‘abrey) uswhed pauseq ]
0002 $ 000C $ (0) 3809-z-¥1 Y 8Ny sod ‘ 8BeYI OBUO 4SN L
(@) (@) g£09-2-vLY Ny sed weweinbey usodeg 9
00°ov $ 000 $ SIN0Y JoYe ‘UoijoauLIooDYy [
00°0S $ 000S $ ac09-Z-vL-y 8iny sad 'adialeg Jo uotdBULCI-8Y 14
00°0% $ ooovy $ A€09-Z-v1 ¥ 8Ny sed ‘wawysiqe)se-ay €
00'0¥ $ oo'ov $ SINOY t8Ye ‘JuswyslgeIs3 Zz
00°02 $ o002 $ () 3£09-2-v1Y ainy Jod wawysigels3 |
sajey sojey §8bIey ) ooIMeS IBUID  ON
pasodold jussald aur
BSSEINOY SSSULAA 5002 'L§ Jaquieda papul JesA 189
2 obed sainpayYog aley sAlejuasalday Ul sebueyn
£-H sinpsyog uoISIAIQg aMmag - 9T ‘9aanog Ain

nqiyx3




| jo | Yed

%00°LSL gG8l $ ¥80c ¢ 62CL $ 005V
ebesn uelpsiy
%00°LG1 ¥G61 $ epce $§ v6Tl $ ovlv

obesn abeiony

%00°LGL (XAA RS €C'G89 00°¢Le 000°001
%00°LSL LO'LLE LL9L9 0L'S¥C 00006
%00°LS1 8.'6¢¢ 81'8¥9 ov'sLe 000°08
%00°1L51 96'88¢ 99'6.¥ oL'iel 000°0.
%00°LS1L 14 WAL 14054 0g'eol 000°09
%00°LGL ¢L'90¢ [ASNA 4> 0g'9cl 000°0S
%00°LSL 05°G81 ge'80¢e Gg8'¢cl 000°S
%00°151 68791 60'v.LC 0C'601 0000V
%00°LGL 1A 24" £8'6¢C GG'G6 000'se
%00°LGL JARHAN 16°60¢ 06°L8 000°0¢
%00°L51 20°¢colL e LLL G289 000°G2
G689 ¢ %00°LGL S AS) so’EL 09'¥S 000°02
suoj|es 000'L Jed ebrey)d %00°LSL oC'tL veect 14920514 000°8L
- wnwiuy Ut suojjes %00°1LGL 96°G9 ¥9'60L go'el 000°'91L
- $ wnuwiupy Afyiuop %00°LGL (WA £6'G6 (A4 000'1
isejey pesodoid %00°LG1 ey IXAYAS 9L'¢e 0002}
%00°LGL (A4 A4 2589 0g'.2 00001
%00°LG1L 0L°Le 2919 YA /4 000'6
%00°LGL 86°CE 28'vS ¥8'1¢C 000'8
%00°L51 98'8¢ YA WA 116l 000°/
%00°LS1 €L'vC Ly 8¢9l 000'9
€L $ %00°LS1 19°0C 9c've coclL 000'G
suojien 000'L Jod ebreyd %00°1G1L 6v'9L (A XA ¢6'0L 000'%
- winwiuly ut suojied %00°LGL FANNAN 9g'0¢ 6L'8 000'¢
- $ ‘wnuiuiy Alyyuoly %00°1GL vZ8 0L'¢lL oF's 0002
1s9jey juasaid %00°LGL (4% 4 8’9 €L'C 0001
I0/NIO# - $ - $ - $ -
ELEEIRI EREEIR ng g abespy
2124 lejjod pasodold ssald
esselnog SSSUlM
| abed SIBI9 YOou| p/E (UOKEBOIISSE|D JaWOoisn)
-H eInpsyss sajey pesodold pue jussald Je uosliedwod [iig

Hayx3 UOISIAIQ Jomag - 9T ‘@24nos Ann




|0 | ved

%00°LGL GEPCe G1'6€9 08vLe 00009
abes) uelpay

%00°LGL  1§'8vE LE'6LS 08'0¢2 0.¥'¥9
3bEs() obeiony

%00°LGL  8G°0¥S 86°868 00'89¢ 000°00L
%00°LSl  ¢5'98% /1’808 0c'cee 000'06
%00°LSL  9rZey 98'8lLL 0¥'98¢ 00008
%00°LSL  1¥'8.LE 10°6¢9 09052 000°0L
%00°LGL  GE'vCE G1'6ES 08vie 000°09
%00°15L  620.¢C 66y 00’6l 000'0S

%00°LGL  9T¢Pbc 15190 4414 oL'L9l 000'Gr
%00°LGL €29l £¥'65¢E ocerl 000°'0%
%00°1GL 0C'68L - 06 vlLe oeect 000'se
%00°LGL 1129l L5'69¢C o' L0L 000°0€
%00°1GL  §l'Gel G9'vec 0568 000'se
668 $ %00°LSL 21801 cL'6LL 09'LL 000'0¢
suojles 000°| Jod ebieyd %00°LSL 0€'/6 vL191 124 000°8L
- winWiUI Ul suojesy %00°LGL 6798 LLEVL 8¢S 000'9}
- $ ‘winwiuiy Alyjuoiy %00°LGL  89'G. 08°'sclL 2109 000'v1
:sejey pasodoid %00°LGL 189 €8°.01 96°¢ 00021
%00°LGL  90'vS 98'68 08's¢ 000°0L
%00°LGL  G9'8Py /808 ¢cee 0006
%00°LGL  Slev 68°LL ¥9'8¢ 000°8
%00°LSL V8L 06°29 90°'s¢ 0002
%00°LSL  ebce L6'€S 8v’'Le 0009
8sc $ %00°LGL  €0°LZ 1 %0474 06°LL 000G
suojle 000°| 1od bBieyn %00°LSlL <C9'lc ¥6°5¢ 145 4" 000y
- winwiunp Ut suojles) %00°LSL ¢Z9l 86°9¢C vL 0L 000°c
- $ ‘wnwiuliy Alyjuopy %00°L5L 180l 16°LL 9L 0002
:S9)ey Jussaid %00°LGL  L¥'G 668 85°¢ 000°L
I0/NIQ# - $ - $ - $ -
3seolu] aseaiou] g g abes()
waoiad sejjoq pssodold  juesald
BSSEINOg [SSSUNAA
Z obeyd SIBBIN You| /L | UoIesyIsse|D Jawolsnd
¥-H ainpayos sejey pesodoid pue juasaid e uosuedwo? |ig

nayxg uoisiAlg Jamas - 9T ‘eaanos AN




0.9 ¢
suojies) 000'| Jod abreyd
- winWIUI Ul suojjes
-3 ‘wnuiuiy Alyzuop
:so)ey pasodoud

197 $
suo|les 000'L Jod ebreyd
- WNWI Ul suojjes)
- ¢ ‘wnwiuly Ajyiuoiy
1sojey Juasaid

esselnog SSoUlM
¢ abed

¥-H 3nhpayos
Haiux3

| J0 | Hed

%00°LSl

%00°LS1

%00°LSL
%00°LGL
%00°LGL
%00°LG1
%00°LS1L
%00°1LS1
%00°LS1
%00°LG1
%00°LS1
%00°LGL
%00°LSL
%00°LS1
%00°LG1
%00°LSL
%00°LGL
%00°LS1
%00°LSL
%00°LSL
%00°LS1
%00°LS1
%00°LS1
%00°LS1
%00°LS1
%00°LG1
%00°LSL
%00°LS1

10/NIa#

08'90v

1S°8LYy

LLe0y
G8'cot
yg'cee
[AAxATA
06°Lve
65°10C
13 %"
L2191
LUyl
G6'0cl
617001
€908
FARAA
LS¥9
12455
8¢'8Y
ce oy
62°9¢
geee
A4 14
6Lve
91'0¢C
cLol
oLzl
90’8
€0V

$

3Seaipu] osesnu]

Juesiad

sefiog

L2'9.9

L1°G69

£1°0/9
G1'¢09
v1'9es
4351814
oiLcov
60°GE€
8G°10¢
£0'89¢
98'veC
§0'L0¢C
75491
€ovel
€£9°0¢C1
€2 401
Z8'¢6
Zr'08
2¢0'.9
¢e09
19'es
L6'9P
leov
lgee
18'9¢
L1°0¢C
ovel
049

g
pesodold

$

iP'69¢

0c'LLe

00°292
0cove
09'€Le
06'981
0c09l
0scel
sL'oct
08'901
Sy'ce
oL'08
G199
ov'es
90'8y
cLey
8¢'/¢
¥0¢e
01'9¢
€0've
9c'Le
69'8L
209l
geel
8901
108
ye's
19C

[IIE]
Jusseld

$

L06'001
5besn) Ueipapy

128°¢0lL
SPEs[ SbeloAy

000°00L
000°06
00008
000°0L
000°09
00005
000°S¥
000°0F
000'GE
000°'0¢
000°'se
00002
000°8L
00091
000'vL
000°CL
000°0L
0006
000'8
000°L
0009
000°S
000t
000°¢
0002
000°L

apesn

[BIOJSLULIOY) - SISJBIN YDU| Z JUOHEBDYISSE[D JBWOSND
sojey pasodoid pue jussaid je uosuedwo) [ig

UOISIN Jomas - 9T '991n0s ANRN







O 0 1 N wn A WM

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

BEFORE THE ARIZONA CORPORATION COMMISSION

IN THE MATTER OF THE DOCKET NO: WS-04235A-06-0303
APPLICATION OF UTILITY
SOURCE, L.L.C, AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE FAIR
VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR
INCREASES INITS RATES AND
CHARGES FOR UTILITY SERVICE
BASED THEREON.

COST OF CAPITAL
REBUTTAL TESTIMONY OF
THOMAS J. BOURASSA
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INTRODUCTION AND QUALIFICATIONS.
PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive,
Phoenix, Arizona 85029.

HAVE YOU PREVIOUSLY SUBMITTED DIRECT TESTIMONY IN THE
INSTANT CASE?

Yes, my direct testimony was submitted in support of the initial application in this
docket by Utility Source, L.L.C. (“USLLC” or “Company”).

WHAT IS THE PURPOSE OF THIS REBUTTAL TESTIMONY?

I will provide rebuttal testimony in response to the direct filings by Arizona
Corporation Commission Utilities Division Staff (“Staff”) with respect to the cost
of Capital.

COST OF CAPITAL.

A. Overview and Summary.
PLEASE SUMMARIZE THE COMPANY’S REBUTTAL POSITION

REGARDING COST OF CAPITAL?

The Company continues to recommend 10.5% as its cost of capital and rate of
return on original cost rate base, which USLLC accepts as the fair value of its
utility property for purposes of this rate case. The 10.5% rate of return is based on
a capital structure consisting of 100% common equity.

A return on equity of 10.5% is extremely conservative when the small size
and the operational and business risks related to USLLC’s water operations are
considered.

HAVE YOU UPDATED YOUR COST OF CAPITAL SCHEDULES?

Yes. I have updated my cost of capital analysis using more recent data. My

updated schedules are attached to this testimony as rebuttal D schedules and the
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table below summarizes the results.

DCF Analysis Range Midpoint
Constant Growth (earnings growth) 9.8% - 12.0% 10.9%
Constant Growth (sustainable growth) 8.3% - 10.5% 9.4%
Two-Stage Growth Model 9.2% - 11.5% 10.4%
Risk Premium Analysis

Actual Returns 10.1% - 10.2% 10.2%
Authorized Returns 10.8% - 11.3% 11.1%

Comparable Earnings

Actual Returns 42% -11.7% 8.0%
Authorized Returns 9.9% - 12.7% 11.3%
Value Line Industry Composite (2006) 9.0%
Value Line Industry Composite (2007) 10.0%
Value Line Industry Composite (2009) 10.5%

Based on these results, I continue to believe that 10.5% is a reasonable rate
of return for USLLC, especially in light of the additional risk associated with an
equity investment in USLLC.

HOW DOES THE RETURN OF 10.5% YOU ARE RECOMMENDING
COMPARE TO STAFF?

The rates of return on equity (“ROE”) recommended by Staff is 9.60%. This is
simply too low given the risks faced by USLLC. The rates of return recommended
by Staff is simply too low given the Company’s extremely small size, limited
revenue and cash flow, small customer base, lack of diversification, lack of
liquidity, and other characteristics.

DOES STAFF PROPOSE A FINANCIAL RISK ADJUSTMENT IN ITS




1 COST OF EQUITY RECOMMENDATION?

2 | A, No. Seelrvine DT at 32. Neither does the Company.

3 B. Response to Staff’s Testimony on_Use of Analyst Forecasts for

s Estimating Growth Rates.

5 Q. PLEASE RESPOND TO MR. IRVINE’S COMMENTS ON PAGE 35 OF HIS

6 TESTIMONY ABOUT THE GORDON, MYRON AND GOULD STUDY

; YOU CITED IN YOUR DIRECT IN SUPPORT OF THE USE OF ANALYST

N ESTIMATES?

9 A. 1 did not claim that the study by Gordon, Myron, and Gould' concluded that
10 investors ignore past growth rates. The authors note that all four estimates of
11 growth’ evaluated in the study rely on past data, but in the case of the analyst
12 earnings forecasts, a larger body of past data is used, filtered through a group of
13 security analysts who adjust for abnormalities that are not considered relevant for
14 future growth. Id. The authors conclude that because of this, “the superior
15 performance of the cost of equity estimates based on earnings forecasts should
16 come as no surprise.” Id. (emphasis added). The authors also note that forecasts
17 are widely accepted by investors and the study does, in fact, support the sole use of
18 analyst forecasts. Id.

19 As I testified in my direct testimony, in estimating future growth, financial
20 institutions and analysts have taken into account all relevant historical information
21 on a company as well as other more recent information. Any further recognition of
29 the past will double count what has already occurred. See Direct Testimony of
23 | ' David A. Gordon, Myron J. Gordon and Lawrence I. Gould, “Choice Among Methods of Estimating Share Yield,”
nq | Journal of Porgolio Management (Spring 1989) 50-55.

? The four estimates of long-run growth evaluated in the Gordon, Myron, and Gould study were: 1) historical
25 | dividend growth; 2) historical earnings growth; 3) analyst forecasts of earnings growth; and, 4) historical retention
26 growth.
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Thomas J. Bourassa (“Bourassa DT”) at 27. The Gordon, Myron, and Gould study
supports this assertion.

HOW DID YOU DERIVE AN ESTIMATE OF THE GROWTH RATE FOR
YOUR DCF MODEL?

I used analysts’ forecasts of EPS growth from several sources, not just Value Line.
I used forecasts published by Zack’s Investment Research, Standard & Poor’s
Earning Guide, and Value Line Investment Survey. Id. at 26. In my opinion, using
analysts’ forecasts from several reputable sources offsets potentially overly
optimistic or overly pessimistic projections from one source. Further, unlike
investment banking firms and stock brokerage firms, independent research firms
like Value Line and Standard and Poor’s have no incentive to distort earnings
growth estimates in order to bolster interest in common stocks.

WHY IS EARNINGS GROWTH A MEANINGFUL GUIDE TO
INVESTORS’ LONG-TERM GROWTH EXPECTATIONS? |
It is growth in earnings, after all, that will support future dividends and share
prices. There is an abundance of evidence attesting to the importance of earnings
in assessing investor expectations. The sheer volume of earnings forecasts
available from the investment community relative to the scarcity of dividend
forecasts attests to their importance. Value Line, Zacks, S&P, Thompson First
Call, to name a few, all provide comprehensive information on investor’s earnings
forecasts. Value Line’s principle investment rating assigned to individual stocks,
Timeliness Rank, is based primarily on earnings. These investment information
providers focus on earnings growth rather that dividend growth which indicates the

investment community places greater importance to earnings as a measure on

future long-term growth.
PLEASE RESPOND TO MR. IRVINE’S CITE OF PROFESSOR
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GORDON’S SPEECH AT PAGE 36 OF HIS TESTIMONY TO SUPPORT
HIS CRITICISM OF YOUR RELIANCE ON ANALYSTS ESTIMATES.

The Federal Energy Regulatory Commission (“FERC”), as the federal agency that
regulates the interstate sale of gas and electricity, has had the benefit of numerous
highly qualified experts testifying on behalf of a wide range of stakeholders in its
proceedings. The FERC has determined that average dividend yields and forward-

looking growth rates should be used to determine equity costs. Mr. Irvine’s

quotation from Dr. Gordon’s speech does not challenge FERC’s choices. Dr.

Gordon acknowledges that the FERC has determined that both short-term forecasts

and long-term forecasts of growth will be recognized. He does not say — as the

methods used by Mr. Irvine say — that we should look backward to determine

future growth when we have forward-looking estimates of growth available.

DO YOU HAVE A COMMENT ON PAGE 36 and 37 OF MR. IRVINE’S
TESTIMONY CONCERNING OTHER EXPERTS WHO SUGGEST SOLE
RELIANCE ON ANALSYST ESTIMATES ARE INADVISABLE?

Yes. Mr. Irvine’s reliance on the study by David Dreman is puzzling. See Direct
Testimony of Steven P. Irvine (“Irvine DT”) at 36. Even though Mr. Dreman has
criticized analysts’ growth rates as being too optimistic, Mr. Dreman also says

investors rely on those forecasts.

We have also seen that in spite of high error rates being
recognized for decades, neither analysts nor investors who
religigusly depend on them have altered their methods in any
way.

Mr. Irvine’s reliance on Burton Malkiel is also puzzling. Id. at 37. Mr.

Malkiel is without doubt critical of analysts’ forecast of earnings. However, based

3 David Dreman, Contrarian Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. page
115-116.




1 on his comments even the past provides no help in predicting the future.
2 ...Calculations of past earning growth are no help in
3 predicting the future.....
Bluntly stated, the careful estimates of securities analysts
4 (based on industry studies, plant visits, etc.) do little better
than those that would be obtained by simple extrapolation of
5 ast trends, which we have already seen are no help at all.
. I[]emphasis supplied]*
7 In other words, if we follow Mr. Malkiel’s logic, investors would be no worse off
8 using an investment strategy of throwing darts at a board. If neither analyst
9 forecasts nor historical information are of use to investors, there is no reason to
10 believe that Mr. Irvine’s use of historical information in combination with analysts’
11 estimates is any better at measuring investor expectations.
12 If investors rely on analysts’ growth rate forecasts, those are the forecasts of
13 relevance to the determination of equity costs. Despite the claims by Dreman and
14 Malkiel about growth forecasts being overly optimistic, the evidence shows that
15 growth forecasts still perform best when estimating the COE for utility stocks. See
16 Gordon, Myron, and Gould. Those growth rates influence the prices investors will
17 pay for stocks and thus impact the dividend yields. The dividend yields change
18 until the sum of the dividend yield plus those growth rates equal the investors’
19 perceived COE. Had the growth forecasts been lower — as Mr. Irvine’s methods of
20 computing growth suggests they should be — the stock prices would be lower and
21 dividend yields would be higher but there would not necessarily be any difference
22 in the ultimate estimate of the COE.
231 Q. DO THE REASONS YOU CITE AS ADVANTAGES OF THE
24 COMPARABLE EARNINGS APPROACH CONTRADICT THE
25
26 | *Burton G. Malkiel. A Random Wall Down Wall Street. 2003. W.W. Norton & Co. New York. p. 173-174.
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PROPRIETY OF USING ANALYST ESTIMATES?
No. Because the comparable earnings approach is less subjective, it serves as a
reasonableness check on the DCF model results. This is a key distinction between

my cost of capital analysis and Staff’s. Staff’s approach starts and ends with a

mechanical application of their financial models without any checks of
reasonableness. So, even though my choice of inputs into the DCF model may be
subjective, as are Mr. Irvine’s, my results pass both reality and reasonableness
checks, Mr. Irvine’s do not.

IS SUBJECTIVITY REDUCED BY THE USE OF HISTORICAL GROWTH
RATES?

No, but Mr. Irvine seems to think so. Id. at 38. However, use of historical growth
rates in a prospective financial model like the DCF makes the historical growth
rates no less subjective in developing measures of investor’s expectations.

ON PAGE 39, MR.IRVINE CRITICIZES YOU FOR NOT USING
FORECASTS OF DIVIDEND GROWTH IN YOUR GROWTH
ESTIMATES. DO YOU HAVE A RESPONSE?

Yes. First, as I testified in my direct testimony, the constant growth DCF result
using projected DPS growth was at or below the cost of debt. See Bourassa DT at
28. Using DPS forecasts from the January 26, 2007 Value Line, two of the three
sample company indicated COE are far below the current cost of debt. These
results are not reasonable or rational and would distort the DCF model’s result.

Second, I do not use projected DPS estimates, in part, because of the three
sources for analysts estimates that I employ, Zack’s, Value Line, Standard and
Poor, only one provides projected DPS growth estimates.

Third, earnings growth provides a more meaningful guide to investors’

long-term growth expectations. After all, it is growth in earnings that will support
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future dividends and share prices. There is an abundance of evidence attesting to
the importance of earnings in assessing investor expectations. The sheer volume of
earnings forecasts available from the investment community relative to the scarcity
of dividend forecasts attests to their importance. Value Line, Zacks, S&P,
Thompson First Call, to name a few, all provide comprehensive information on
investor’s earnings forecasts. Value Line’s principle investment rating assigned to
individual stocks, Timeliness Rank, is based primarily on earnings. These
investment information providers focus on earnings growth rather that dividend
growth which indicates the investment community places greater importance to

earnings as a measure on future long-term growth.

C. Response to Staff’s Testimony on Comparable Earnings and Risk
Premium.

DO YOU AGREE THAT COMPARABLE EARNINGS ANALYSIS AND
THE RISK PREMIUM ANALYSIS ARE INVALID BECAUSE THEY ARE
NOT “MARKET BASED”?

No, I disagree with Mr. Irvine on this point. First, as I have testified, the risk
premium approach is founded on directly observable market interest rates. This
assures that the risk premium estimates of the COE begin with a sound basis and
are tied to current capital market costs. Id. at 40.

Second, in the instant case, we are attempting to establish a fair and
reasonable return on equity for USLLC which will in turn be used to establish a
rate of return on the fair value of USLLC property devoted to public service. That
rate base is an accounting or book rate base. The rate base has not been adjusted to
reflect the current market value of the utility plant and assets devoted to public

service. In other words, Mr. Irvine is applying a market return derived from a

finance model to the Company’s book equity, which in turn is financing a book rate
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base. Thus, Mr. Irvine is ignoring the fact that a firm’s earnings, whether they are
reported as the return on equity or as earnings per share, are also based on
accounting data, as opposed to market data. For example, earning per share
(“EPS”) is calculated by dividing net income into the number of shares
outstanding. The current market price of those shares is irrelevant to that
calculation.

Third, risk premium model I employ is similar to the model routinely used
by the California Office of Ratepayer Advocate Staff to estimate estimates of the
COE for water utilities. The important characteristics of the California Ratepayer
Advocate Staff model are (1) the use of earned returns as the proxies for equity
costs and (2) the use of forecasted interest rates. In my opinion, authorized returns
on equity (“ROEs”) are expected to provide a conservative measure of the current
cost of equity for the water utilities sample. Since 2003 and 2004, when some of
those ROEs were set by regulators, interest rates have increased and thus the cost
of equity has increased. The authorized ROEs may also be conservative measures
of the current cost of equity because some of them are the result of settlements.
Thus, to the extent that the reported ROEs in my direct schedule D-4.14 are the
result of settlements, they probably understate the COE. I have a preference for the
proxies for equity costs to be authorized ROEs, not realized ROEs, for the reasons I
listed above, even though authorized ROEs may understate the COE.

Fourth, Staff contends that actual returns on equity should be ignored,
notwithstanding the comparable earnings standard. Instead, Staff asserts that
finance models should be the exclusive means of determining the COE.

WHAT WOULD BE THE RESULT USING A COMPARABLE EARNINGS
ANALYSIS WITH MARKET DATA?
Using sample group of publicly traded water utilities used by both the Company
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and Mr. Irvine, the historical market returns are much higher than the 10.5% I
recommend. For example, the following “total” returns, which take into account

both dividend payments and increases in stock price, are reported in Value Line:

Company S Years Annual Average
Amer. States 93.70% 18.74%
Aqua America 87.50% 17.50%

Cal. Water 89.40% 17.88%
Conn. Water -9.55% -1.91%
Middlesex 31.22% 6.24%
STW Corp. 213.00% . 42.60%
Average 84.21% 16.84%

Data from Value Line (January 26, 2007). The 5-year historical compound annual
return for the water utilities sample companies is 13.34%.

WOULD INVESTORS CONSIDER THE TOTAL MARKET RETURNS OF
A STOCK?

Yes. From the standpoint of an investor, a true market rate of return would take
into account both anticipated dividends and capital gains resulting from future
changes in the price of stock. I expect Mr. Irvine to agree when he testifies that
“the cost of equity is the compensation investors expect for bearing the risk of
ownership of a stock.” See Irvine DT at 7. As I will testify later, historical market
returns for the water utility sample companies are much greater than either myself
or Mr. Irvine recommend for the COE in the instant case. These are no less

relevant to developing estimates of investor expectations.

-10-
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DO INVESTORS CARE ABOUT THE RETURN ON EQUITY THAT A
COMPANY IS EARNING AND IS PROJECTED TO EARN?
Only if they are looking to make sound investments, or stated another way, of
course they do! Returns on equity, earnings per share, and stock price/earnings
ratios are widely followed and reported by investment services, business
magazines, and other financial media outlets. A company’s earnings play a major
role in any investment decision — a far greater role, I believe, than the results of a
CAPM or DCF model. The higher the return on equity, the greater the company’s
earnings and funds are available to pay dividends and to reinvest in capital projects.
DO YOU RELY ON THE COMPARABLE EARNINGS APPROACH
BECAUSE IT INDICATES A HIGHER RATE OF RETURN?
No. [ use it because not only because it is a valid approach and, as I have testified,
my comparable earnings and risk premium analyses serve as a check of
reasonableness for the DCF results. See Bourassa DT at 15. Regardless of the
particular finance model being used, the results of the model should be reasonable
and generally consistent with the returns on equity actually being earned.
Amazingly Staff has not included a consideration of either actual,
authorized returns on equity nor has it included a consideration of past price
growth, book value growth, or actual market returns of the companies in the water
utility sample. I am sure Mr. Irvine would admit than total market returns
influence investor expectations and admit that investors place differing degrees of
importance to market returns, EPS and DPS growth. See Irvine DT at 34-35.
Amazingly, Staff does not consider other historical information as a check of

reasonableness of the growth rates they select and the results of their financial

models. This hardly reflects a balance approach.

DOESN’T STAFF CONSIDER TOTAL MARKET RETURNS IN ITS
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HISTORICAL MARKET RISK PREMIUM CAPM?

Yes. But the historical market risk premium Staff uses is based on the S&P 500
consisting mainly of very large U.S. companies. Mr. Irvine’s water utility sample
consists of mostly Micro-Cap companies. The largest company, Aqua America
would be considered a Mid-Cap. The financial data show that mid-cap, low-cap
and micro-cap companies historical have higher returns than large-cap companies.
See Stocks, Bonds, Bills and Inﬂatidn 2006 Year Book, Ibbotson Associates,
Chicago, 2005, at 28. As we have seen, the historical returns on the water utility

sample are consistent with this historical financial data.

- PLEASE CONTINUE.

The basic idea of the standard constant growth DCF approach to estimating the
COE is to infer the COE from the current share price and from an estimate of
investors’ expected future growth. Exactly what prospective measure of growth
should be used (trends in earnings per share, dividends per share, book value per
share) and how the information contained in these various measures used by

investors is important in order to infer the investors’ true expected return. Although

the growth rate in the DCF model is the expected rate of growth in dividends, it is
assumed that earnings, book value, and stock price all growth at the same constant
rate as dividends. Historically price, book value, earnings and dividends have not
grown at the same rate. See Bourassa DT at 27. Further, the investors’ return and
the cost of equity capital for an application to original cost rate base (book value)
are identical only when the market price is equal to book value. In fact, the DCF
model understates the COE when price and book are not close to unity (the market-

to-book ratio of the water utilities sample companies averages over 2.6).

-12-




”

11 Q. ARE THE RESPECTIVE PARTIES APPLYING A MARKET BASED
2 RETURN TO A BOOK VALUE EQUITY AND RATE BASE?
31 A Yes. As I have already alluded to, if we were to be technically correct, equity and
4 rate base should be stated at market value. Because we are applying a market
5 based COE to book value is another reason why actual and authorized returns of
6 the water utilities sample companies are relevant as checks of reasonableness to a
7 cost of capital analysis in this case. Mr. Irvine argues that historical DPS and EPS
8 information is relevant to investors. See Irvine DT at 35. Why wouldn’t the same
9 apply to actual and authorized earnings? After all, his historical EPS and
10 sustainable growth are based on book results and there is no evidence in this case
11 to suggest that investor expectations do not include consideration of the actual and
12 authorized earnings of the sample water utility companies.
13§ Q. PLEASE RESPOND TO MR.IRVINE’S CRITICISM OF YOUR
14 RELIANCE ON PROJECTED INTEREST RATES IN YOUR RISK
15 PREMIUM ANALYSIS ON PAGE 40 OF HIS DIRECT TESTIMONY?
16 | A. Using current rates to predict future rates, as Staff has done in its CAPM, does not
17 avoid the problem of predicting interest rates in 2008-2009, when USLLC’s rates
18 will be in effect. Staff’s use of today’s interest rates effectively assumes that those
19 interest rates will remain unchanged in the future. The COE should be determined
20 when new rates will be in effect, not a single point in time prior to new rates being
21 established.
22 | Q HAVE YOU PREPARED A DIFFERENT MARKET RISK PREMIUM
23 ANALYSIS THAT IS ENTIRELY MARKET BASED?
24 | A Yes. Preliminarily I would like to state that I believe my risk premium analysis to
25 be valid. Putting this aside, I have prepared a bond risk premium analysis which is
26 entirely market based. See Cost of Capital Rebuttal Exhibit 1.
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The average bond risk premium over the most recent 5 year period is
12.21%. The current yield on a long-term U.S. Treasury Bond is 4.9%, suggesting
a current indicated COE of 17.6%. The Blue Chip forecasted yield for long-term
U.S. Treasury Bonds is 5.15%, suggesting a current indicated COE of 17.6%. The
10 and 15 year average risk premiums are far greater at 15.14% and 14.41%, and
using either current or forecasted interest rates, the indicated COE are well above
18%

PLEASE EXPLAIN YOUR EQUITY RISK PREMIUM ANALYSIS?

As a proxy for a risk premium applicable to my water utility sample, a historical
risk premium for the sample is estimated with an annual time series analysis as
applied to my water utility sample companies. The risk premium is estimated by
computing the annual return on equity capital for the composite of the water utility
sample companies for each year using the actual stock prices and dividends of the
water utility sample companies, and then subtracting the long-term government
bond for that year. The composite of the water utility sample companies is a value
weighted index which means that each company in the index receives a weight
proportional to the market value of its equity. Value-weighted indexes have the
useful property of tracking the performance of a buy and hold investments in the
underlying stocks. The S&P 500, for example, is a value weighted index.

WHAT IS SUGGESTED BY YOUR BOND RISK PREMIUM ANALYSIS?

It suggests that the true cost of capital may be much higher than any of the parties
have recommended in this case. It also confirms my conclusion that a 10.5% ROE
is conservative.

D. Response to Staff’s Testimony on Unique Risks.

DO YOU HAVE ANY RESPONSE TO THE TESTIMONY MR. IRVINE
PRESENTS AT PAGE 42 OF HIS DIRECT TESTIMONY ABOUT THE

-14-
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RISKS FACED BY SMALL ARIZONA UTILITIES LIKE USLLC
COMPARED TO SAMPLE WATER UTILITY COMPANIES?

Yes. Mr. Irvine’s position is based on financial theory. At the core of the financial
theory is the so-called “Modern Portfolio Theory” (“MPT”) which deals with the
management of stocks and other securities that are publicly traded on national stock
exchanges. Like any theory, the MPT makes certain assumptions, such as the
assumption that all investors hold fully diversified portfolios of stocks. As
explained by Mr. Irvine, market risk is the only relevant risk to investors holding
diversified portfolios. Firm-specific risk (“unique risk) can be eliminated by
holding a diversified portfolio. See Irvine DT at 10-11.

DO YOU DISAGREE WITH MR. IRVINE REGARDING FIRM-SPECIFIC
RISK?

No. Both Mr. Irvine and I use a sample of publicly traded water utility companies
as a starting point in our respective cost of equity analyses. However, unlike Mr.

Irvine, who starts and ends with that analysis, I recognize that the USLLC, like

other small water utilities in Arizona, is not directly comparable. The problem is,

we simply do not have market data for small water utilities to directly assess how
an investor would price those risks.

Firm size, for example, is not a unique risk. The size phenomenon is well
documented in the financial literature. Small companies have very different returns
than large ones and on average those returns have been higher. Ibbotson
Associates’ widely used compilation of historical returns from 1926 to the present
reinforces the evidence (See Stocks, Bonds, Bills and Inflation 2006 Year Book,
Ibbotson Associates, Chicago, 2005).  Ibbotson Associates’ shows the average
annual return of 12.3% is for large company stocks while returns for micro-cap,

low-cap and mid-cap stocks are 18.8%, 15.7%, and 14.2%, respectively,

-15-
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significantly higher than those for large company stocks. The size effect is
particularly relevant for small utilities. Not only do these small utilities possess
higher risks than their larger counterparts, they are subjected to a significant size
effect, strongly suggesting that their cost of equity is higher.

The view that small water utilities are not directly comparable to the large
publicly traded water utilities does not violate any tenet of modern financial theory.
Modern financial theory of investment behavior rests on the notion that the specific
risk component not explained by the market can be diversified away by the
investor. In the instant case, we are not talking about the specific risks to USLLC
per se, but the market risk associated with small water utilities like USLLC which
we unable to measure.

PLEASE CONTINUE.

Accepting for argument sake that the abstract proposition that all investors hold
diversified portfolios and that there is no debate about what constitutes a
diversified portfolio, I am sure Mr. Irvine would agree that the risks of the sample
water utilities would be considered and priced by investors holding diversified
portfolios. We know this to be true because it would be nonsense to say that
investors do not care about stock prices and values of equity being lower because a
utility has risks not faced by other utilities. Such risks may be the risks priced by
investors holding diversified portfolios, if beta is relevant to investors. Each of the
publicly traded utility companies in Mr. Irvine’s water utility sample has a market
beta, but not all of the betas are the same. See Staff Schedule SPI-6. Arguably, the
risks for each of the sample water utilities have been priced differently by
investors, otherwise, the betas would all be the same.

Based on the foregoing, and also assuming for argument sake that MPT

applies to small non-publicly traded companies like USLLC, I would also expect

-16-
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that Mr. Irvine would agree that the risks for small privately held utilities in
Arizona would be priced by investors holding diversified portfolios. If there is a
lack of diversification, limited revenues and cash flow, small customer base, higher
regulatory risk, and higher liquidity risk, investors do care and risk is higher. We
do not have market data for small water utilities and thus we do not have a beta
estimate based on the market for USLLC, but I expect it is higher than the average
beta of Mr. Irvine’s sample companies. Mr. Irvine simply assumes that USLLC
has the same level of risk as do the utilities in his sample and assumes the average'
beta for his sample water utilities is the beta for USLLC. See Irvine DT at 26.
Ultimately he recommends the average of his cost of equity (“COE”) results from
his water utility sample as the COE for USLLC. He does this without any
evidence that USLLC has the same risks as the water utility sample companies.

DO OTHER COMMISSIONS SHARE THE VIEW THAT SMALL
UTILITIES HAVE HIGHER RISKS NOT CAPTURED BY THE MARKET
DATA?

Yes. The California Public Utilities Commission (“CPUC”), for example,
recognizes that since market data is not available for smaller water utilities higher
rates on returns are necessary. Based on a study prepared by the CPUC Staff and
adopted by the CPUC (CPUC Decision 92-03-093, March 21, 1992), the CPUC
concluded that smaller utilities are more risky than larger ones and required higher
equity returns. Accordingly, the CPUC employs alternative methods for different
classes of utilities. Attached at Cost of Capital Rebuttal Exhibit 2 is a copy of a
memo from the CPUC Staff to the Director of the Water Division. This memo
explains the CPUC’s approach to determining the returns on the various classes of
water utilities as defined by the CPUC. The CPUC classifies water utilities based
on the number of customers - Class D (<500), Class C (500-1,999), Class B (2,000-

-17-
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9,999) and Class A (>10,000). As the memo shows, the CPUC provides
guidelines on returns for Class C and D water utilities in the range of 11.65% to
13.40%. For Class B, it averages the most recently authorized Class C and Class
A returns. USLLC would be classified as a Class D utility by the CPUC.
According to the memo, an appropriate range for USLLC would be in the 12.4% to
13.4% range.

WHAT HAS HAPPENED TO INTEREST RATES SINCE THIS MEMO
WAS WRITTEN IN 2004?

The have generally increased. Accordingly, I suspect the range of allowed equity
returns has been adjusted as a result.

IS THE ARIZONA CORPORATION COMMISSION BOUND BY
DECISIONS OR STAFF MEMORANDUMS OF THE CPUC?

No. That is not the point. My point in referencing the returns allowed by the
CPUC for small utilities is four-fold. First, others, like the CPUC, recognize that
large utility companies are not directly comparable to small ones and that there is
no market data for small water utilities. Second, others, like the CPUC, recognize
that there is a distinct difference between large and small utilities in terms of
business and operational risks. Third, because the business and operational risks
associated with small water utilities is higher, small water utilities require higher
returns. And fourth, the CPUC guidelines provide for returns for small water
utilities far in excess of the return I recommend in the instant case.

DO STUDIES BY OTHERS SUPPORT THE VIEW THAT SMALLER
UTILTIES ARE MORE RISKY THAN LARGER ONES?

Yes. In a study conducted by Dr. Thomas Zepp (hereinafter “Zepp”), he showed

that, on average, smaller publicly traded water utilities had a COE 99 basis points
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1 higher than the average COE for larger publicly traded utilities.’

2| Q. DOES THE FACT THAT THE COMMISSION IN THE TWO CASES

3 CITED BY MR. IRVINE ON PAGE 41 OF HIS DIRECT TESTIMONY

4 REJECTING THE FIRM SIZE FACTOR IN ARIZONA RATE SETTING

5 CHANGE YOUR VIEW THAT SMALL UTILITIES ARE MORE RISKY

6 THAN LARGER ONES?

71 A.  No. In the Black Mountain Gas Company (“Black Mountain”) case (Decision

8 64727, April 17, 2002), the Commission did not conclude the “firm size

9 phenomenon” did not exist. The order merely summarized the argument made by
10 Staff which said “Staff argues that a study has shown the firm ‘size phenomenon’
11 does not exits for regulated utilities, and that therefore there is no need to adjust
12 risk for small firm size in utility regulation’. Id at 16. This statement was not a
13 conclusion of the Commission. What the Commission concluded in that order was
14 that Staff “...performed a rigorous cost of capital analysis, and [the Commission
15 finds] that its recommendations on that analysis are reasonable and withstand the
16 Company’s critique.” Id. There is no meaningful explanation and/or reasoning
17 provided by the order that would lead me to conclude there was an explicit
18 rejection of the “firm size phenomenon”. Black Mountain is a much larger utility
19 than is USLLC and was classified as a Class A utility for purposes of that case. Id
20 at 2. Also, Black Mountain did not prepare a COE study to support its proposed
21 return on equity and I do not know what evidence Black Mountain provided, if any,
22 in support of its position on the firm size premium. Id. at 15. At best, one can
23 infer that the Commission was not swayed by Black Mountain’s arguments and
24 concluded that no size premium applied to Black Mountain. But, this conclusion
25

S Zepp, Thomas M. (2002, August). Utility Stocks and the size effect — revisited. The Quarterly Review of

26 | Economics and Finance, 578-582.
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does not extend to all Arizona regulated utilities.

In the Arizona Water Company (“Arizona Water”) case (Decision 64282,
December 28, 2001), the Commission concluded that for Arizona Water a size
premium was not warranted. Id. at 19. It did not conclude this for all Arizona
regulated utilities as Mr. Irvine implies. Arizona Water was also classified as a
Class A utility in that case and is much larger than is USLLC. It owns and operates
18 water systems in Arizona and at the time of the case had over 60,000 customers.
Id at 1. Clearly, the magnitude of the risks faced by Arizona Water are not
comparable to USLLC.

E. Staff’s DCF Estimates Are Unreasonably Low Due to Staff’s Biased
Selection of Inputs.

PLEASE EXPLAIN WHY YOU BELIEVE STAFF’S CONSTANT
GROWTH DCF MODEL PRODUCES A COST OF EQUITY THAT IS
UNREALISTICALLY LOW.

In Staff’s constant growth (single growth stage) DCF model, Staff relies heavily on
historical DPS and EPS growth. As I explained in my direct testimony, one of the
reasons I did not use historical DPS and EPS growth is because the indicated COE
produced by the DCF model using these growth rates is less than the current cost
of debt. See Bourassa DT at 28. Staff uses 10-year historical DPS and EPS growth
rates. However, the results are not much better than using the S-year historical
data.

WHAT ARE THE GROWTH RATES USED BY STAFF?

The following table shows the growth rates Mr. Irvine uses in implementing the

constant growth DCF model (see Staff Schedule SP1-7):

Type of Growth Historic Projected
Dividends per Share 2.7% 5.0%

(“DPS”) Growth
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Type of Growth Historic Projected
Earning per  Share 4.2% 7.9%
(EPS”) Growth
Intrinsic  (Sustainable) 5.8% 8.4%
Growth
Average 4.2% 7.1%

Staff’s gives the historical growth rates 50% weight in its model. Using the overall
historical average growth rate, the indicated COE is nearly at the projected cost of
Baa bonds (6.9%). The DCF model using Staff’s overall historical average
produces an indicated COE of 7.0%:

(1) Staff DCF — Historical Growth

D,/P, + G = K

2.8% 4.2% 7.0%

WHAT ARE THE INDICATED COSTS OF EQUITY JUST USING
STAFF’S HISTORICAL EPS OR DPS GROWTH?

The indicated costs of equity using historical DPS growth and historical EPS
growth are 6.8% and 5.5%, respectively. See Cost of Capital Rebuttal Exhibits 3
and 4. Perhaps even more revealing is that Staff excludes an EPS growth rate for
one of its water utility sample companies because it is negative. See Schedule
SPI-4. Mr. Irvine would like us to believe that his analysis is less subjective. See
Irvine DT at 38. But if a negative growth rate can be excluded because it is not
realistic, then why shouldn’t the other growth rates be eliminated on a similar
basis. If investors view historical information just as important as forecasts of

growth, as Mr. Irvine claims, then why should a negative growth rate be excluded?

21-
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There is no requirement on the DCF model that negative growth rate cannot be
used. Common sense tells us a negative growth rate should not be used because it
is unrealistic. But a negative growth rate is no more unrealistic than the growth
rates that produce indicated COEs at or below the cost of debt.

EXCUSE ME MR.BOURASSA, BUT 1 DON’T RECALL SEEING
INDIVIDUAL COMPUTATIONS LIKE THESE IN STAFF’S SCHEDULES
OR TESTIMONY. WHY IS THAT?

Because Staff does not show the individual results of their selected growth rates.
Staff has “hidden the ball” so to speak. My rebuttal exhibits show that Staff’s
individual results for the sample utilities show indicated costs of equity as low as
3.3%! Further, a significant number are below 5.2%, i.e., the current yield on 30-
day Treasuries. Two-thirds of the indicated costs of equity are below the current
cost of debt. This is truly remarkable.

F. Staff CAPM Estimates Underestimate the Current Cost of Equity.
LET’S MOVE ON TO STAFF CAPM ESTIMATES. WHAT IS THE
ESTIMATED BETA FOR USLLC STAFF HAS USED IN ITS CAPM?

Staff used an average of the betas estimated by Value Line for each utility in its
sample group to implement the CAPM. Staff computed an average beta of 0.82 for
the six water utilities in its sample group. Id. at 27.

As I have testified, Staff has not presented any evidence or data suggesting
that USLLC, if it were publicly traded, would have a beta equal to that of their
utility sample group. They have made no attempt to analyze the particular risks
associated with an investment in USLLC and to compare those risks with the
publicly traded water utilities in their sample groups. They have simply assumed
that all water utilities, regardless of a particular utility’s size and other firm-specific

characteristics, have the same beta as the publicly traded water utilities.
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HOW DOES STAFF COMPUTE THE MARKET RISK PREMIUMS USED
IN ITS CAPM?

Staff does not compute an historical MRP. Staff’s historical MRP is based on the
S&P 500 market returns from 1926 to 2004 reported by Ibbotson and is 7.5%. Id.
at 28. Staff’s current MRP is derived by solving the CAPM equation for the MRP
using Staff’s derived market based DCF ROE of 10.48%, a 30-year Treasury note
of 4.9%, and a beta of 1.0. Staff’s current MRP in the instant case is 5.6%. [Id.
Aside from this method being extremely unstable, Staff use of median values of
dividend yield and growth for its market based DCF ROE skew the CAPM results
significantly downward.

EXCUSE ME, MR. BOURASSA, DID YOU TESTIFY THAT STAFF USES
MEDIAN VALUES INSTEAD OF AVERAGE VALUES IN DERIVING THE
CURRENT MRP?

Yes. Staff uses median values for the dividend yield and the growth rate in the
DCF method used to compute a current market ROE. The dividend yield is the
median dividend yield for the next 12 months of the Value Line Index dividend
paying stocks. The growth rate is based on the median price appreciation potential
for the next 3-5 years of the 1700 stocks in the Value Line Index. However, the

use of the medians is some what confusing as Staff uses an arithmetic average

based growth rate in its historical market risk premium CAPM. What is further

disturbing is that the median values are considerably less than the average values.
For example, the average dividend yield for the Value Line Index for the next 12
months of the Value Line Index dividend paying stocks is 2.15%. Compare this to
the median dividend yield of 1.7% used by Staff. The average price appreciation
is over 10.75%. Compare this to the median price appreciation of 8.78% used by

Staff. Id.
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ARE YOUR COMPARISONS CONSISTENT WITH THE DATES UPON
WHICH STAFF PREPARED ITS CURRENT MRP?

Yes. Staff acquired its median values for dividend yield and price appreciation
and prepared its current MRP using the Value Line reports published on October
27, 2006. The data upon which I computed the average values for the dividend
yield and price appreciation for the Value Line Index are from the October 31,
2006 Value Line Analyzer Software database. So, the comparisons are valid.
WHAT WOULD BE THE IMPACT ON STAFF’S CAPM RESULTS USING
THE AVERAGES RATHER THAN THE MEDIANS AS INPUTS INTO THE
DCF COMPUTATION TO DETERMINE THE CURRENT MARKET RISK
PREMIUM?

The current market risk premium CAPM would produce an indicated COE of
11.4%. Compare this to 9.5% as shown on Staff’s Schedule SPI-2. Staff’s
average CAPM result would be 11.2%, 100 basis points higher than Staff’s 10.2%
as shown on Staff Schedule SPI-2.

G. Restatement of Staff Cost of Equity Results.

BASED ON THE USE OF ARITHMETIC MEANS RATHER THAN
GEOMETRIC MEANS FOR STAFF’S DCF GROWTH AND EMPLOYING
MEANS RATHER THAN MEDIANS TO DERIVE A MARKET RISK
PREMIUM FOR THE CAPM, WHAT WOULD STAFF’S OVERALL
RESULTS BE?

Staff’s over all COE result would be 10.2%, 60 basis points higher than its
recommended 9.6%. The 10.2% result includes the use of the low historical DPS
and EPS growth rates. Thus, I believe there is at least a minimum 60 basis point
downward bias in Staff’s COE analysis in the instant case.

A significant problem with Staff’s application of the DCF and CAPM is in

24-
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the choice of the inputs Staff employs and the reasonableness of their assumptions.
When they are examined in detail, it becomes apparent that their respective choices
skew the results of models downward.

DOES THAT CONCLUDE YOUR REBUTTAL COST OF CAPITAL
TESTIMONY?

Yes.

25-
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Utility Source, L.L.C.
Summary of Results

DCF Constant Growth
DCF Sustainable Growth
DCF Two-Stage

Risk Premium - Actual Returns
Risk Premium - Authorized Returns

Actual Returns
Authorized Returns

Water Utility Industry
2006
2007
09-11

Low
9.8%
8.3%
9.2%

10.1%
10.8%

4.2%
9.9%

High
12.0%
10.5%
11.5%

10.2%
11.3%

11.7%
12.7%

Exhibit
Schedule D-4.0
Witness: Bourassa

Midpoint
10.9%
9.4%
10.4%

10.2%
11.1%

8.0%
11.3%

9.0%
10.0%
10.5%
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State of California

Memorandum

Date: May 21, 2004
To: Jzetta C. R. Jackson, Director — Water Divistion
From: Public Utilities Commission—

San Francisco —
Seaneen M. Wilson, FEIV

Subject:  Concerns regarding how Rates of Return and Returns on Equity are
determined for Class A, B, C, and D Water Utilities
Overview
I would like to address two issues in this memorandum — 1) Concerns regarding the
determination of a Rate of Return (ROR) for Del Oro Water Company, and 2) Explanation of the
specific methods used to determine the ROR for the various classes of water utilities.

Concerns Regarding Del Oro ROR

Prior to the May 6™ Commission meeting, an advisor raised concerns regarding the
determination of the Rate of Return (ROR) of 8.53% for Del Oro Water Company (Del Oro)
(Agenda Item 16 at May 6" Commission Meeting). There was a concern that the ROR for this Class
B water utility was 100 basis points lower than ROR’s recently authorized for Class A water utilities.

First of all, the recommended ROR for Del Oro is not 100 basis points less than the ROR’s
most recently authorized for Class A water utilities. In particular, at the May 6™ meeting, California-
American Water was authorized a ROR of 6.74% (D.04-05-023) and the next most recent authorized
ROR is 8.79% for Southern California Water (D.04-03-039). Not only are these returns not 100
basis points greater than that recommended for Del Oro, in the case of California-American, its ROR
is 179 basis points lower than that recommended for Del Oro.

Second, as described below, there is a particular method for determining the ROR for each
Class of water utility. If the suggested adjustment of a 100 basis point increase is made to the ROR,
the Return on Equity (ROE) for this Class B water utility would be greater than that authorized for a

Class D water utility, which is not appropriate. (see detailed discussion below)

EXHIBIT 2




Methods for determining ROR for Different Classes of Water Utilities

One of the duties of this Commission is to authorize the ROR and ROE for Class A, B, C,
and D water utilities. Given the different characteristics of and risks faced by each class of water
utility, the ROR and ROE are calculated differently for each.

Class A — 10,000 or more customers
The ROR for Class A water utilities is determined by summing the weighted cost of each

component of the capital structure (cost factor times percentage of capital structure). This capital
structure is normally made up of long-term debt and common equity. The long-term debt cost is
based on the rates each company pays its lenders and the ROE is determined by the Commission
after assessing the results of market based models run on a comparable group of water utilities.
(Example attached at p. 4 — Table 1-1)

Class B — 2,000 — 9,999 customers
The ROR for Class B water utilities is determined in a similar fashion, except for the

calculation of the ROE. Since market data is not available for water utilities comparable to Class B
(companies of this size are not publicly traded), staff averages the most recently authorized Class A
and Class C ROE’s in order to determine the appropriate ROE for a Class B company (see attached
tables at p.5 — Class B Tables). The company specific capital structure and cost of long-term debt!
are then combined with this Class A & C average ROE to determine the overall ROR for the Class B
water utility.

Del Oro ROR
As the first Class B Table shows (page 5), the ROR calculated for Del Oro is 8.53%. This is

based on a combination of the company specific capital structure and cost of long-term debt and the
average of the recently authorized Class A and C returns. A suggestion has been made that this
company receive a ROR of 9.50%. If this ROR is plugged into that calculation, the resulting ROE
would be 13.57%, which is greater than the highest ROE currently being recommended for Class D
water utilities of 13.4% (page 6).

Class C & D — C =500- 1,999 customers /D =1 — 499 customers
The ROR for Class C and D water utilities is determined based on procedures adopted in

1 D.92-03-093, p. 30, “As to rate of return, we will continue to deal with Class B utilities on a case by case
basis.”




D.92-03-093.% Since most Class C and D water utilities do not have any long-term debt, (or, if they
do it is covered by a principal and interest surcharge and not included in rates) their total capital
structure consists of common equity. The ROE that is determined for Class C and D water utilities is
also the ROR. Per D.92-03-093, each year the Water Division reviews the movement of interest
rates in the past year as well as ROEs authorized for Class A water utilities to determine the
appropriate ROEs for the Class C and D water utilities. (See attached March 1, 2004 memo) If there
is material movement up or down in interest rates or the authorized Class A ROE’s, then the range of
ROEs recommended for Class C and D water utilities is adjusted in the same direction. A range of
ROE’s is provided so that the analyst can consider the specific risks faced by each individual

company in a particular class.?

If you have any questions or would like to learn more about cost of capital for water utilities, please

contact me at 415-703-1818 or smw@cpuc.ca.gov.

2 D.92-03-093, p. 29, “Because we recognize that Class C and Class D water utilities are fundamentally
different from Class A water utilities in terms of the operational and financial risks they face, it is not
appropriate to tie the range of returns to those of Class A utilities. Instead, we will have CACD prepare an
annual recommendation to the Commission on the appropriate range of returns fro Class C and D utilities.
Consideration will be given to changes in financial conditions and substantial changes in operational
conditions meriting adjustment to the range of reasonable returns.”
3 D.92-03-093, p. 29, “Use of a range allows for acknowledgement of differences in water quality, service, and
management.”.

3
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Table 1-1

Capital Cost Weighted
Structure Factor Cost

[Test Year 2003 |
Long-Term Debt 55.92% 7.39% 4.13%
Common Equity 44.08% 9.54% 4.20%
Total 100.00% 8.34%

[Test Year 2004 |
Long-Term Debt 57.56% 7.28% 4.19%
Common Equity 42.44% 9.54% 4.05%
Total 100.00% 8.24%

[Test Year 2005 |
Long-Term Debt 58.35% 7.16% 4.18%
Common Equity 41.65% 9.54% 3.97%
Total 100.00% 8.15%

Test Year 2006
Long-Term Debt 58.40% 7.46% 4.36%
Common Equity 41.60% 9.54% 3.97%

Total 100.00% 8.32%




Class B Tables

Del Oro Group of Companies
Cost of Capital

Long Term Debt 67.20% 7.57% 5.09%
Common Equity 32.80% 10.98% 3.60%
Rate of Return 100% 8.69%

Del Oro Group of Companies
Class B Water ROE

Most Recently Authorized Class A ROE 9.80%
Average of Range of Class C ROE's

recommended by Water Division 12.15%
Average 10.98%




State of California

Memorandum

Date: March 1, 2004
To: The Commission

From: Kenneth K Louie, Chief, Audit & Compliance Branch
Izetta Jackson, Director, Water Division

Subject:  Rate of Return for Small Water Utilities (Class C and Class D)

This memorandum updates the Water Division’s recommended rates of return for Class C (<2,000
customers) and Class D (<500 customers) water companies, as required by D.92-03-093 in Phase I of
1.90-11-033 (Water Risk OII).

Based on our analysis of financial market changes within the last year and the high operational risks
faced by Class C and Class D water companies, we are recommending no change in the return ranges
for Class C and Class D water utilities informal general rate cases. For 2004, we are recommending
Return on Equity (ROE) ranges of:

Class C - 11.65% to 12.65% (no change from last year)
Class D — 12.40% to 13.40% (no change from last year)

In setting rates of return for other utilities, the Commission has recognized changes in interest rates
as well as the economy generally. At the same time, the Commission has cautioned against lock-step
conformity to these factors. The Water Division’s Audit' & Compliance staff has developed its
recommendations accordingly.

e Financial Market Outlook: Overall, interest rates have decreased since last year. As of
February 2004:
p The average yield on 90-day Treasury Bills is .92%, as compared to 1.03% for 2003,
representing an 11 basis point decrease;
p The average yield on a 1-Year Treasury is 1.25%, as compared to 1.24% for 2003,
representing a 1 basis point increase;
p The average yield on a 5-Year Treasury is 3.10%, as compared to 2.97% in 2003,
representing a 13 basis point increase: and
p The average Long-term Treasury is 5.03%, as compared to 4.96% in 2003,
6




representing a 7 basis point increase.

p It should also be noted that the interest rate forecasts for 2004 are somewhat higher
than those experienced in 2003:

90-day Treasury bill is forecast to be 1.10%,

1-Year Treasury is forecast to be 1.57%,

5-Year Treasury is forecast to be 3.39%, and

Long-Term Treasury is forecast to be 5.30%.

In developing its ROE recommendations, Water Division’s Audit & Compliance staff also observes
any changes from the previous years authorized returns for Class A water companies.

e Authorized ROE’s for Class A water utilities have remained fairly constant since last year,
averaging 9.93% in 2003.

Water Division staff also evaluates the high risk factors inherent in the Class C and Class D water
companies, taking into account that:

e ROE should be high enough to encourage rate base investment, and

e ROE should be well above the cost of debt. This compensates owners of small water
companies for financing water plant with personal borrowings, which is risky. Small water
companies are still prone to business failures and uncompensated takeovers.

In D.92-03-093, the Commission has allowed rate of return to be set at a level above or below the
recommended ranges if warranted by the facts of a particular case and established the 1992 standard
returns shown for Class C and Class D water utilities. Thus, our recommended returns are stated as
“ranges” so that Water Division staff may recognize differences in such items as water and service
quality and management effectiveness, on a case-by-case basis. Since that time, several risk-
reducing Commission policies have been added, including Automatic CPI offset procedure,
Extraordinary expense memo accounts, Catastrophic Event Memorandum Account, Service
Guarantee Plan, and Purchased Power/Water balancing accounts.

The table below provides a historical perspective on the recommended return on equity for the small
water companies. Any questions regarding this recommendation may be directed to Sean Wilson of
the Water Division (1-415-703-1818, smw(@cpuc.ca.gov).




Year Recommended ROE Range Federal Reserve Statistics
Class C Water Class D Water

13.00% - 13.50% | 14.00% - 14.50%

12.50% - 13.50%
12.00% - 13.00%

13.50% -~ 14.50%

12.75% - 13.75%

12.00% - 13.00% | 12.75% - 13.75%

NOTE: 2003 Average Interest Rates as of February 2004
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