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12 This case proceeds from an unusual starting posture. Utility Source LLC ("Utility Source"

13 or the "Company") began as a home owners association that provided water and wastewater service

14 to a community in the vicinity of Flagstaff, Arizona.l The Company began charging rates and

15 installing facilities needed for the provision of a public service- without first having obtained a

16 Certificate of Convenience and Necessity ("CC & N") from the Arizona Corporation Commission

17 ("Commission").2 According to Company owner Mr. Lonnie McCleve, it was not until the

18 Company had begun providing services that it became aware that it was subject to Commission

19 regulation of rates and services.3 To that point, the Company had been charging rates pegged to the

20 prevailing rates in the City of Flagstaff for the same services.4

21 In 2004, Utility Source made an application to the Commission to obtain a CC & N to serve

22 the area it had already begun serving. This application was approved by Decision No. 67446 in

23 early 2005. Decision No. 67446 considered the rates the Company was charging with those that

24 Commission Utilities Division Staff ("Staff") had designed based on an ordinary initial CC & N

25 analysis. The increase from the rates Utility Source was charging to those that Staff's analysis

26 suggested were appropriate for an init ial CC & N was deemed "unconscionable" by the

I. INTRODUCTION

Exhibit S -1 (Dire ct Te s timony of J e a n Liu) Atta che d Engine e ring Re port a t 1
2 8 z See  In the  Ma tte r of Utility S oire e , LLC Docke t No. WS -04235A-04-0073, De cis ion No. 67446 (J a n. 4, 2005)

,. Tr. Vol. I a t 33-34
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Commiss ion and so the  Company was  directed to continue  cha rging the  same  a rtificia lly low ra te s

pending a  full ra te  applica tion based on year 2005 nurnbers.5

In complia nce  with De cis ion No. 67446, Utility S ource  file d a n a pplica tion for a n incre a se

in  its  ra te s  for the  wa te r a nd wa s te wa te r s e rvice s  it provide s  on Ma y 1 , 2006. In  its  in itia l

a pplica tion, the  Compa ny re que s te d a n a pproxima te  a ve ra ge  230% incre a s e  in  ra te s  for its

res identia l wa te r se rvice  and 160% increase  for its  wastewate r sewices .6 The  present shift from the

a rtificia lly low ra te s  the  Company had been cha rging to wha t cos t of se rvice  principle s  sugges t a re

a ppropria te  give s  ris e  to the  ma jor is sue  pre se nte d by this  ca se , ra te  shock. The  Compa ny a lso

made  the  unusua l proposa l to e ssentia lly double  the  cus tomer base  by including the  revenues  from

an additiona l 350 future  customers  in anticipa tion of ra te  impact issues.7

Sta ff accepted the  offe r of the  additiona l revenues  but this  gave  rise  to further issues  re la ting

to how to re concile  the  Commis s ion's  obliga tion to de te rmine  jus t a nd re a sona ble  ra te s  with the

unusua l na ture  of ra te  base  trea tment in the  context of pre sent and future  cus tomers . To dea l with

this  issue , S ta ff pursued the  extraordinary course  of suggesting three  a lte rna tive  ways to resolve  the

inte rplay be tween pro forma  future  cus tomers , ra te  of re turn, and the  appropria te  inclus ions  in ra te

base .8 S ta ff based its  recommenda tion of the  firs t a lte rna tive  on the  additiona l issues  of ra te  shock

and the  Company's  low initia l ra te s .

The  pos ition S ta ff recommends  accepts  the  inclus ion of the  revenue  gene ra ted by 350 pro

forma  future  cus tomers  a s  we ll a s  Deep Well #4 which is  not pre sently used and use ful but will be

necessa ry to se rve  those  350 future  cus tomers . Tes timony provided a t hearing revised the  es timate

of anticipa ted future  customers  to approximate ly 276, a lthough a ll parties  continue  to use  350 as  the

ba s is  for the  future  cus tome rs  conte mpla te d by this  offe r.9 Howe ve r, in light of the  ove r-a rching

issue  of ra te  shock and gradua lism, S ta ff proposes  an adjus tment to the  fa ir va lue  ra te  of re turn for

the  Compa ny's  wa te r divis ion, e ffe ctive ly re ducing it to  6 .23% in a ddition to  inclus ion of the

re ve nue s  from the  350 future  cus tome rs . This  re duction a pplie s  s ole ly to  the  wa te r divis ion,

26

27

28

5 Decision No. 67446 at 16.
6 See, e.g., Exhibit A-1 (Bourassa Direct) Schedules A-1 (Water) and A-1 (Sewer)
7 Exhibit A-1 (Bourassa Direct (Water)) at 11:23-25
8 Exhibit S-2 (Michlik Surrebuttal (Water)) at 11-12.
9 Exhibit A-5 (Bourassa Rejoinder (Water)) at 12: 11-14, (Bourassa Rejoinder (Wastewater)) at 6:8-11.
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whe re a s  the  wa s te wa te r divis ion would continue  to ha ve  a n 8.9% fa ir va lue  ra te  of re turn a pplie d to

its  ra te  ba se . This  course  ha s  give n ris e  to ye t a nothe r conte ntious  is sue  be twe e n the  pa rtie s  re la ting

to the  a ppropria te ne ss  of such a n a djus tme nt.

At he a ring, Adm inis tra tive  La w J udge  ("AL]") Te e na  Wolfe  dire c te d S ta ff to  furthe r pre pa re

5 s che dule s  re la ting to a  fourth s ce na rio to re s olve  the  is s ue s  re la te d to the  future  cus tome rs  a nd ra te
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ba s e . The  Com pa ny re s ponde d form a lly to  this  s ce na rio by filing com m e nts  in  the  docke t a nd ha s

e xpre s s e d  c onc e rn  tha t e le c ting  th is  a lte rna tive  be a rs  a  num be r o f a dd itiona l is s ue s  re la te d  to

firs t a lte ra tive  a s  its  re com m e nda tion. Furthe r,  S ta ff note s  the re  a re  s ignifica nt proble m s  with the

ALJ  propos e d a lte rna tive .  Howe ve r,  S ta ff will re s pond m ore  fully in  the  hypothe tica l to  the  is s ue s

pre se nte d by the  ALJ  propose d fourth s ce na rio la te r.

Alth o u g h  th e  p rin c ip a l is s u e s  h e re  a re  fa llo u ts  o f th e  la rg e r  is s u e  o f ra te  s h o c k a n d

gra dua lis m , othe r dis pute d is s ue s  pe rs is t be twe e n the  Com pa ny a nd S ta ff in this  ca s e . The  pa rtie s

do not a gre e  on the  a ppropria te  re turn on e quity. S ta ff propose s  a  re turn on e quity of 8.9% ba se d on

its  cos t of ca pita l a na lys is , whe re a s  the  Compa ny re a che d a  10.5% ROE re comme nda tion. Furthe r,

unre s olve d is s ue s  re m a in  re la te d  to  ra te  de s ign a nd re ve nue  re quire m e nt a s  we ll,  though for the

mos t pa rt the se  a re  conse que nce s  of the  pos itions  ta ke n by the  pa rtie s  with re spe ct to fa ir va lue  ra te

of re turn a pplie d to ra te  ba se .

19 11. C O S T  O F  C AP IT AL

20 S ta ff re com m e nds  a  ca p ita l s truc tu re  o f 100% e quity a nd  0% de b t.u The  Com pa ny a nd

2 1 S ta ff a gre e  on  ca pita l s truc ture . S ta ff's  fina l re c om m e nde d  RO E  is  8 .9%.12

22 re comme nde d ROE is  10.5%.13

The  Com pa ny's

23

24

25

S ta ff's  R O E  re c o m m e n d a tio n s  e m p lo y m a rke t-b a s e d  fin a n c ia l m o d e ls  th a t  h a v e  b e e n

cons is te ntly a cce pte d by th is  Com m is s ion.  The s e  m e thods  utilize d both  his torica l a nd fore ca s te d

e conom ic  inform a tion. A typica l inve s tor ca n re a s ona bly be  e xpe c te d to  cons ide r a ll of the  inputs

26

27

28

10 Company Filed Comments On, And Objections To, Late Filed ALJ Scenario #4.
" Exhibit s-1 (Irvine Direct) at 6.
xi Exhibit s-2 (Irvine Suxrebuttal) at 2.
13 Exhibit A-1 (Bourassa Direct (Cost of Capital)) at 2. Note that the overall rate of return ("ROR") is the same as the
respective ROE for Staff and the Company because of die capital structure.
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S ta ff used in de te rmining the  expected ra te  of re turn.14 The  mode ls  a re  a lso wide ly accepted in the

financia l industry and by most s ta te  commissions in se tting just and reasonable  ra tes  of re turn.

The  Company's  recommenda tions  a re  based on two diffe rent cons tant growth DCF mode ls

a nd one  multi-s ta ge  DCF mode l.15 The  Compa ny the n se le cts  its  re comme nde d ROE within the

ra nge  of re sults  by compa ring the m to the  risk pre mium a nd compa ra ble  e a rnings  "a pproa che s"

performed by Company witness Mr. Thomas Bourassa .16

The  risk pre mium a nd compa ra ble  e a rnings  "a pproa che s" re ly e xte ns ive ly on non-ma rke t

ba se d da ta  a nd fore ca s ts . Utility Source  a lso re que s ts  pre miums  on the  ROE for dive rs ifia ble  risk

to a dditiona lly compe ns a te  for the  Colnpa ny's  s ma ll firm s ize  a nd individua l bus ine s s  ris k. The

Commis s ion ha s  cons is te ntly re je cte d the  us e  of the s e  a pproa che s  a s  we ll a s  the  e xte ns ion of

premiums for small Finn s ize  and individua l bus iness  risk.

1 2 The  Commiss ion S hould Adopt S ta ff's  Re comme nde d ROE of 8.9% Be ca use  It Is
Based On Proven Financia l Models  And Balanced And Reasonable  Inputs

1 3

1 4 To de te rmine  the  re quire d ra te  of re turn, S ta ff use d the  following fina ncia l mode ls : (1) the

15 cons ta nt growth dis counte d ca s h flow ("DCF") mode l (7 .7%), (2) the  multi-s ta ge  DCF mode l

16 (9.1%), a nd (3) the  ca pita l a s s e t pricing mode l ("CAP M"). S ta ff us e d two CAP M e s tima te s , one

17 us ing a n his torica l ma rke t ris k pre mium (l1.0%), a nd one  us ing a  curre nt ma rke t ris k pre mium

18 (7.8%) S ta ff firs t a ve ra ge d the  DCF re s ults  (8.4%), the n ca lcula te d a n a ve ra ge  for the  CAP M

1 9  re s u lts  (9 .4 %); a n d  fin a lly d e te rmin e d  th e  a ve ra g e  fo r b o th  mo d e ls  (8 .9 %) to  o b ta in  th e

20 recommended re turn on equity.17

For the  cons tant growth DCF, S ta ff ca lcula ted the  growth factor by ave raging the  re sults  of

22 his torica l a nd fore ca s te d e a rning pe r sha re  ("EP S "), divide nds  pe r sha re  ("DP S "), a nd sus ta ina ble

23 growth.18 S ta ff chose  a  ba lanced me thodology tha t "gives  equa l we ight to his torica l and projected

24 EPS, DPS and sus ta inable  growth."19 S ta ff witness  Mr. S teve  Irvine  te s tified tha t the  advantage  of

21

25

26

27

28

14 Exihibii s-2 (Irvine Surrebuttal) at 10.
is Exhibit A-1 (Bourassa Direct (Cost of Capital)) at 31:14-17; 32: 10-24.
16 Exhibit A-1 (Irvine Direct) at 19-20
17 See Exhibit S-2 (Irvine Surrebuttal) Schedule SPI-2.
is Exhibit S-1 (Irvine Direct) at 14:18-21, Exhibit S-2 (Irvine Surrebuttal) at 10:15-17.
19 Exhibit s-2 (Irvine Surrebuttal) at 10:16-17.
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1 Sta ff's  approach is  tha t it produces  a  ba lanced outcome whereas  the  "[e ]xclus ion of inputs  tha t tend

2

4

to e ither increase or decrease results produces a  skewed result

Mr. Bourassa  criticized S ta ff's  choice  of inputs  because  "the  constant growth DCF result

As  S ta ff witne s s  Mr. Irvine

5

6

7

us ing proje cte d DP S  growth wa s  a t or be low the  cos t of de bt

e xpla ine d, the  Commis s ion ha s  cons is te ntly re je cte d the  re a s oning Mr. Boura s s a  offe rs  for

excluding DPS growth as  an input s imply because  its  inclus ion causes  the  fina l cos t of equity re sult

Ra the r, the  "[e ]xclus ion of inputs  tha t produce  re sults  tha t a reto decrease."

8

9

10

too low or too high

if the  Commis s ion a dopte d Mr. Boura s s a 's  a pproa ch, it s hould a ls o e xclude  "the  highe s t growth

Ad d itio n a lly,  Mr.  Irvin e  te s tifie d  th a t it iscompone nts  to ma inta in a  ba la nce d outcome

1 1

1 2

unreasonable  to a ssume  inves tors  disca rd any of the  informa tion S ta ff utilized a s  inputs  to its  DCF

ana lys is  in making the ir inves tment decis ions

1 3

14

1 5

Mr. Bourassa  a lso criticizes  se lection of inputs  as  be ing laden with subj ective  judgments  tha t

do not pa ss  a  "re a lity che ck." Ye t, Mr. Boura ssa  furthe r e xpla ins  tha t "S ta ff's  a pproa ch s ta rts  a nd

e n d s  with o ffin a n c ia l mo d e ls  with o u t

1 6

a me cha nica l a pplica tion o f th e ir a ny che cks

reasonableness. The  criticis m cle a rly indica te s  Mr. Boura s s a 's  ina ppropria te  focus  on a  re s ultMAD

1 8

1 9

20

2 1

22

23

17 drive n a na lys is

Ra the r, it is  Mr. Boura s s a 's  me thod tha t s uffe rs  from the  ina ppropria te  in te rje ction of

profe ss iona l judgme nt which dis turb the  re a sona ble  re sults  de rive d by "me cha nica l a pplica tion" of

wide ly us e d fina ncia l mode ls . Mr. Boura s s a 's  a pproa ch re lie s  on utilizing multiple  ite ra tions  of

fina ncia l mode ls  a nd the n s e le ctive ly re je cting or a cce pting inputs  a s  the y produce  re s ults  tha t

bra cke t the  initia lly de s ire d re s ult. This  conce rte d a pplica tion of a  hit-or-mis s  a pproa ch with a

circula r input exclus ion/inclus ion crite rion is  not cons is tent with sound ra temaking

24

28

Exhibit S-2 (Irvine Surrebuttal) at 10: 10-11
Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 7: 17-18
Exhibit S-2 (Irvine Surrebuttal) at 10:22-24 citing Docket No. G-01551A-04-0876, Decision No. 68487
Id. at 10:24 - 11:2

24 Exhibit s-2 (Irvine Surrebuttal) at 10:13-15
Id. at 10:11-13
Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 7:4-6
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13 in S ta ff's  me thod
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S ta ff choos e s  its  inputs  by firs t ide ntifying a va ila ble  ma rke t da ta . It the n a na lyze s  whe the r

inve s tors  ca n be  e xpe cte d to re ly on the  a va ila ble  da ta . S ta ff inputs  a re  pre -s e le cte d a s  s pe cifie d

from a  ba lanced me thodology. S ta ff does  not us e  re s ults  to de te rmine  inputs . If inputs  a re  s e lected

appropria te ly, the  results  speak for themselves

Fina lly,  Mr.  Boura s s a  c ritic ize s  S ta ff's  CAP M re s ults  be ca us e  its  curre nt ma rke t ris k

pre mium ("MRP ") is  uns ta ble ," S ta ff utilize d a rithme tic a nd ge ome tric me a ns ," S ta ff re lie d on a n

indus try be ta  a s  a  proxy for the  Compa ny's  be ta ," S ta ff utilize d curre nt inte re s t ra te s  ra the r tha n

fore ca s te d inte re s t ra te s ," a nd S ta ff did not include  a  pre mium for unique  ris ks ." The  Commis s ion

has  repea tedly a ffirmed S ta ff's  choice  of inputs  for both its  DCF and CAPM mode ls

S ta ff be lieves  tha t the  record in this  cas e  does  not s upport a  conclus ion tha t its  current MRP

is  uns ta ble . The  MRP  move s  with the  ma rke t which ca n be  vola tile . "Cha nge s  in S ta ffs  curre nt

MRP re s ults  a re  a  re fle ction of changes  in the  marke t's  current ris k premium ra the r than ins tability

Ma rke t vola tility doe s  not ma ke  the  CAP M mode l uns ta ble  or s ubje c t to

ma nipula tion. To the  e xte nt tha t ma rke t vola tility e xe rts  a n influe nce  on the  ma rke t ba s e d CAP M

mode l, S ta ff employs  a  his torica l MRP tha t is  ave raged with the  current MRP which mitiga te s  s uch

17

18

19

20

16 a  pote ntia lity

The  Compa ny ne xt critic ize s  S ta ff's  us e  of both ge ome tric  a nd a rithme tic  me a ns  in the

CAP M a na lys is ." The  Compa ny's  conce rn, in a ddition to its  obje ctions  to the  "vola tility" of the

me thod is  tha t S ta ff's  curre nt MRP  utilize s  me dia n va lue s  to de rive  the  divide nd yie ld a nd growth

ra te  for the  DCF us ed in the  current MRP." Mr. Bouras s a 's  conce rn is  tha t S ta ff utilize s  a rithme tic

21

22

24

27

28

Exhibit A-5 (Bourassa Rejoinder (Cost of Capital )) at 10-11
Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at23-24
Id. at 22:24-26
Id. at 13:16-21
Id. at 17:2-9; Exhibit A-5 (Bourassa Rejoinder (Cost of Capital)) at 13:24 - 14:3
See e.g. Re Far West Waterand Sewer Company Rates,Docket No. WS-03478A-05-0801, Decision No. 69335 (Feb

20,2007); Re Black Mountain Sewer Company Rates, DocketNo. SW-0236 1 A-05-0657, Decision No. 69164 (Dec. 5
2006); In the Matter of the Application of Southwest Gas,Docket No. G-01551A-04-0876, Decision No. 68487 (Feb
23, 2006)

Exhibit S-2 (Irvine Surrebuttal) at 12:5-7
34 Exhibit s-1 (Irvine Direct) at 27:22-24

Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 23:18 .-- 24:25
Id. at 23:14-15
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ave rages  to de te rmine  the  growth ra te  for the  his toric CAPM." S ta ff expla ined tha t it is  reasonable

to use  both a rithme tic and geome tric means  because  it le ads  to a  more  ba lanced approach to the

a na lys is ." In  its  te s timony, the  Compa ny fre que ntly cite s  e xpe rt Dr. Roge r Morin . Dr. Morin

expla ins  tha t, while  the  choice  be tween a rithmetic and geometric means can be  confusing, each can

be  appropria te  depending whether the  growth be ing averaged is  his toric or prospective

The  Compa ny criticize s  S ta ff's  us e  of a  s a mple  of proxy compa nie s  to e s tima te  Utility

Source 's  e xpe cte d ROE.'"' The  Compa ny cla ims  tha t the re  is  no e vide nce  tha t use  of the  a ve ra ge

be ta s  is  repre senta tive  of the  indus try." The  Company used the  same  sample  in its  DCF ana lyse s

The  sa mple  wa s  chose n by both the  Compa ny a nd S ta ff be ca use  the  compa nie s  a re  followe d by

publica tions  tha t ha ve  ne ce s s a ry inputs  for the  fina ncia l mode ls ." It is  a ls o note worthy tha t ve ry

fe w wa te r u tilitie s  a re  fo llowe d by the  publica tions . Ne ve rthe le s s , S ta ff's  us e  of the  proxy

compa nie s  to e s tima te  Utility S ource 's  be ta  is  re a s ona ble . According to te xts  cite d by both Mr

Boura s s a  a nd S ta ff; us e  of a n indus try be ta  is  a n a cce pte d pra ctice  a mong fina ncia l a na lys ts

specifica lly because  it improves  the  qua lity of the  be ta  es timate

Equa lly unpersuas ive  is  the  Company's  criticism of S ta ff's  use  of current inte res t ra te s  in the

16 CAP M formula . Mr. Boura s sa  s ta te s  tha t the  S ta ff re comme nda tion should ins te a d use  fore ca s te d

17

18

19

20

21

inte re s t ra te s  for the  2008 .- 2009 pe riod a s  tha t is  the  re le va nt pe riod whe n the  Commis s ion

imposs ible  to predict inte re s t ra te s Ana lys ts  who foreca s t inte re s t ra te s  do not have  any more

information about the  iiuture  than what is  a lready re flected in the  current ra te . Present ra tes  a re  more

appropria te  than forecasted ra tes , a s  the  bes t indica tor of tomorrow's  yie ld is  today's  yie ld

22

24

27

28

Id. at 23:18-20
Exhibit S-2 (Irvine Surrebuttal) at 11:14-15
See Dr. Roger Morin,Regulatory Finance: Utilities' Cost of Capital (1994) at p. 275-76, 298
Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 22
I d
See Ag. Exhibit A-1 (Bourassa Direct (Cost of Capital)) at 14:26 - 15:3
See Ag. Richard A. Brealey & Stuart O. C. Myers, Principles of Corporate Finance (7"1ed. 2003) at 226

("[E]stimation errors tend to cancel out when estimating betas for portfolios. That is why financial managers often turn
to industry betas.")
44 Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 13:16-21

Exhibit S-1 (Irvine Direct) at41 :12-13
Exhibit S-2 (Irvine Surrebuttal) at 9: 11-13
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The  Compa ny furthe r a rgue s  tha t S ta ff's  e s tima te d be ta  doe s  not include  the  following five

ris k fa ctors : (1) limite d re ve nue s  a nd ca s h flow, (2) firm s ize , (3) dive rs ifica tion, (4) re gula tory ris k

a nd  (5 ) liqu id ity ris k.47  Howe ve r, Mr. Boura s s a  p rovide s  no  qua n tific a tion  o f a ny o f the s e  ris k

fa c to rs  in  h is  te s timony a t a ny po in t.  With  re s pe c t to  firm s ize , the  Compa ny doe s  p rovide  the

e xa mple  of the  Ca lifornia  P UC for a uthority tha t s uch a  ris k s hould be  compe ns a te d." Howe ve r, a s

the  Compa ny note s , the  Commis s ion is  not bound to follow the  pa th ta ke n by the  Ca lifornia  P UC

R a th e r.  Mr.  Bo u ra s s a  in vite s  th e  C o m m is s io n  to  m a ke  th e  s a m e  s u b je c tive  a d ju s tm e n t th a t

pe rme a te s  h is  c os t o f e qu ity a na lys is  by a c c o rd ing  a n  uns pe c ifie d  p re mium fo r a  un ique  a nd

dive rs ifia ble  ris k

10 B. The  Commis s ion S hould Re je ct The  Compa ny's  P ropos e d 10.5% ROE Be ca us e  It Is
Based On Inputs  Tha t Artificia lly Infla te  The  Ra te  Of Re turn And Provide  P remiums For
Risks  An Inve s tor Ma y Elimina te  Through Dive rs ifica tion

12

14

15

16
9949

17

18

19

Mr. Boura s s a  te s tifie d tha t his  re comme nde d ROE "is  ba s e d on cos t of e quity e s tima te s

us ing cons tant growth and multi-s tage  growth discounted ca sh flow ("DCF") and is  con . ire d by a

risk premium ana lys is , [a  comparable  ea rnings  ana lys is ], and my review of the  economic conditions

expected to preva il during the  pe riod in which new ra te s  will be  in e ffect. Mr. Bourassa  te s tifie s

tha t his  DCF re s ults  mus t be  confirme d to comply with the Blue  he ld Wate r Works a nd Hope

Na tura l Gas5l decis ions .52 The  Company a lso a rgues  tha t Utility Source 's  small s ize  and individua l

business  risk should increase  its  ROE

20

21

22 9.4% to 10.9%.54

23

The  Compa ny's  cons ta nt a nd multi-s ta ge  DCF re s ults  a re  highe r tha n S ta ff's  DCF re s ults

Ba s e d on the  a na lys is  Mr. Boura s s a  pe rforme d, the  midpoints  of his  thre e  DCF mode ls  ra nge  from

The  Compa ny's  re s u lts  could  be  e ve n  lowe r. Mr. Boura s s a 's  s o le  DCF mode l

us ing  EP S  e xc lude d  one  of h is  s a mple  compa nie s . Add itiona lly,  ha d  the  Com pa ny m a de  the

27

28

Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 17:2-9
Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 17-18
Exhibit A-1 (Bourassa Direct (Cost of Capital)) at 2:16-21

50 Blue field Water Works and Improvement Co. v. Public Service Commission of West Virginia, 262U.S. 679 (1923)
Federal Power Commission v. Hope Natural Gas,320 U.S. 591 (1944)

52 Exhibit A-1 (Bourassa Direct (Cost of Capital)) at 12:18 - 13:23
Id. at 15:14-22
Exhibit A-5 (Bourassa Rejoinder (Cost of Capital)) at 2:3-5; Exhibit A-5 Rejoinder Schedule D-4.0
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1

2

a ppropria te  inclus ion of divide nd growth informa tion by cons ide ring DP S  in its  DCF s tudie s , the

ra te s  would have  been lower s till.

3 Th e  Co mp a n y witn e s s  Mr.  Bo u ra s s a  e xc lu d e d  Mid d le s e x b e ca u s e  "b y e xc lu d in g

4 Middle se x's  proje cte d EP S  growth e s tima te , I re ma in cons is te nt with my a pproa ch to ha ve  a t le a s t

5 The  Compa ny's  de votion to  the  infa llibility of a na lys t publis he d. 55two independent sources."

6 growth es timates  on the  premise  tha t multiple  sources  sanitizes  them is  unreasonable . As  Mr. Irvine

7 tes tified the  sole  re liance  on ana lys t produced growth figures  is  unreasonable  :

8

9

1 0

Inve s tors  ha ve  a t the ir disposa l both a na lys ts ' fore ca s ts  a nd his toric
growth da ta . While  ana lys ts  may have  considered his torica l measures
of growth, it is  re a s ona ble  to  a s s ume  tha t inve s tors  re ly to  s ome
e xte nt on pa s t growth a s  we ll. This  ca lls  for cons ide ra tion of both
analysts ' forecasts as well as past growth.56

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

Additiona lly, a na lys t fore ca s ts  a re  known to  be  ove rly optimis tic  a nd s ugge s t ra te s  tha t a re

cons is te ntly too high.57 The  de ficie ncy corre la te s  with a ll a na lys t produce d growth e s tima te s  a nd

Mr. Bourassa 's  remedy of taking his  source  da ta  from seve ra l journa ls  tha t a re  a ll vulne rable  to the

identica l flaw compounds , ra the r than mitiga tes  the  problem.

As  Mr. Irvine  e xpla ine d, the  wa y to e limina te  this  source  of e rror common to a ll fore ca s te d

da ta  is  to use  more  ba lanced inputs  a longside  them. S ta ff's  me thodology conside rs  his toric da ta  a s

well as  forecasts  of EPS growth. Likewise  S ta ff uses  his toric and forecasted DPS growth because  it

is  cons is te nt with the  DCF me thod whe re a s  the  Compa ny cons ide rs  but doe s  not e mploy DP S

19 growth a t a ll. The  Commis s ion ha s  s pe cifica lly re je cte d  the  Compa ny's  choice  of inputs  a nd

20 accepted Staff's choices.58

21

22

23

24

25

The  Compa ny, howe ve r, re je cts  the  inclus ion of DP S  informa tion be ca us e  it produce s  a

re s ult tha t is  too low by its  re ckoning. According to Mr. Boura s s a , the  Compa ny did not utilize

his torica l dividend growth in its  DCF ana lys is  because  doing so would produce  an indica ted ROE

tha t is  be low the  cos t of de bt.59 Furthe r, the  Compa ny did not us e  fore ca s te d DP S  be ca us e  its

re liance  on ana lys t forecas ts  limited it to only one  source  for forecas ted DPS informa tion."

26

55 Exhibit A-5 (Bourassa Rejoinder (Cost of Capital)) at 7:25 -- 8: 1 .
27 56 Exhibit s-1 (Irvine Direct) at 34:20-23

57 Id. at 36:23 3813.
58See Fn 32 Supra.
59 Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 7:17-21; Exhibit A-5 (Bourassa Rejoinder (Cost of Capital)) at
20:15-16.

28
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2

3

In a ddition to Mr. Irvine 's  e xpla na tion why e xc lus ive  re lia nce  on a na lys t fore ca s te d

information is  inappropria te , he  tes tified that Mr. Bourassa 's  exclus ion of DPS because  it produces

lower res ults  is  unrea lis tic. As  Mr. Irvine  s ta ted. "the  omis s ion of s uch da ta  res ults  in exclus ion of

4

5

publicly a cce s s ible  da ta  which the  inve s tme nt community ma y cons ide r in forming its  growth

expectations."61 It is  thus  reas onable  tha t inves tors  will cons ider s uch information in making the ir

6 inves tment decis ions

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

Mr. Boura s s a  us e s  his  ris k premium approach, compa rable  e a rnings  approach, and the

Company's  small s ize  to se lect his  fina l recommended ROE. His  DCF results  ranged from 9.4% to

10.9% while  his  ris k pre mium a pproa ch ge ne ra te d a  ra nge  from 10.2% to 11.1% a nd the

comparable earnings  approach garnered results  from 8.0% to 11.39 He se lected a  ROE higher

than the  ave rage  of his  three  DCF ana lys es  bas ed on corrobora tion with the  even highe r range

produced by the  highly subjective  bond-yie ld plus  risk premium approach."* The  Commiss ion has

consistently rej ected all of these approaches to inflate ROE.65

The  Compa ny a tte mpts  to cha ra cte rize  the ir ris k pre mium a pproa ch a s  a  ma rke t ba s e d

analys is  by providing a  bond risk premium analys is .66 Although the  method utilizes  market da ta , it

is  inhe rently not marke t-bas ed. As  e xpla ine d by S ta ff, the  Compa ny's  ris k pre mium a na lys is

computed the  actua l and authorized re turns  ove r a  ten yea r pe riod for a  group of Utility Source

proxies  which he then added to the ten-year interes t rates  over that period.67 Despite  the availability

of these  inte res t ra tes  on the  marke t, the  method is  not marke t based, however, and is  in fact ye t

another result driven approach susceptible  to inappropria te  re liance  on subjective  judgment based

21 adjustments :

22

23

S ome  a na lys ts  us e  a  s ubje ctive , a d hoc proce dure  to e s tima te  a  lim's  cos t of
common equity: They s imply add a  judgmenta l ris k premium to the  interes t ra te
on the  firm's  own long-te rm de bt. It is  logica l to think tha t finns  with ris ky, low-
rated, and consequently high-interes t-ra te  debt will a lso have risky, high-cos t equity,

24

25

60 Exhibit A-4 (Bourassa Rebuttal (Cost of Capital)) at 7:22-24
26 61 Exhibit s-1 (Irvine Direct) at 39:5-6.

62 Exhibit s-2 (Irvine Suuebuttal) at 10:11-13.
27 63 Exhibit A-5 (Bourassa Rejoinder (Cost of Capital)) at 2:3-14; Exhibit A-5 Rejoinder Schedule D-4.0.

64 Exhibit A-1 (Bourassa Direct (Cost of Capital)) at 3:7-13.
65 See e.g. Fn32 Supra
66 Exhibit A-1 (Bourassa Direct (Cost of Capita)) at 29-30.
67 Exhibit s-1 (Irvine Direct) at 40:12-16.
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a nd the  p roce dure . of ba s ing  the  cos t of e quity on a  re a dily obs e rva b le  de b t cos t
utilize s  this  logic

2

3

4

5

6

Like wis e , with re s pe ct to the  Compa ny's  compa ra ble  e a rnings  a pproa ch, S ta ff te s tifie d tha t it is

unre a s ona ble  in tha t it doe s  not re cognize  tha t "the  re turns  a uthorize d for the  s a mple  utilitie s  in

prior ra te  cases  cannot be  compared directly to the  marke t expecta tions  tha t exis t presently.""' As a ll

pa rtie s  ha ve  note d, a uthorize d ROE's  ma y be  incons is te nt with a  utility's  COE in, for ins ta nce

cases  where  the  ROE was se t by a  se ttlement agreement. /u ROE's  de te rmined by se ttlement could

7

8

a ctua lly be  highe r tha n the  COE a s  cons ide ra tion for s ome  othe r conce s s ion

"actua l re turns  should not be  equa ted with COE

Cons e que ntly

In a ddition to the s e  conce ptua l de fe cts  of the

9

10

compa ra ble  e a rnings  a pproa ch, the  Commiss ion ha s  in se ve ra l re ce nt de cis ions  re cognize d tha t

S ta ff's  me thods  of de te rmining ROE do not viola te  the  principles  of e ithe r Elue fie ld or Hope

11 111. RATE  DE S IG N

12

13

14

15

16

17

18

19

20 /O

21

S ta ff a nd the  Compa ny both propos e  us ing inve rte d tie r ra te  de s igns  for re s ide ntia l a nd

comme rcia l cus tome rs . The  Compa ny a lso propose s  to use  a n inve rte d tie r de s ign for the  ima tion

customers , ye t provides  no ra tiona le  for doing so

While  S ta ff's  and the  Company's  ra te  des igns  a re  both premised on increas ing block tie rs  in

an e ffort to promote  the  e fficient use  of wa te r re sources , the re  a re  diffe rences  in where  both pa rty's

have  se t the  respective  bread( points  for the  tie rs . The  Colnpany's  ra te  design includes  more  ga llons

in the  s ta rting block." This  ca n ha ve  the  e ffe ct of de la ying the  point a t which a  cus tome r will

e xpe rie nce  incre a s ing ra te  impa ct from incre a se d usa ge  a nd the re by obscure  the  price  s igna l the

inve rte d ra te  is  inte nde d to s e nd. The  outcome  of the  propos a l is  tha t s uch a  de s ign ha s  the

potentia l to de tract from the  purposes of the  inverted ra te  design and should thus not be  accepted

22

28

Brigham, Eugene F. and Ehrhardt, Michael C.Financial ManagementTheory, and Practice nth Edition. 2005
Thomson South-Western. United States. p. 319

Exhibit S-2 (Irvine Surrebuttal) at 8:9-10
Id. at 8:10-12: Exhibit A-4 at 9
Exhibit S-2 (Irvine Surrebuttal) at 8: 17-20
Exhibit S-2 (Irvine Surrebuttal) at 9:3
Re Black Mountain Sewer Company, Decision No. 69164; In the Matter of the Application of Southwest Gas

Decision No. 68487
74 Exhibit S-2 (Michlik Surrebuttal (Water)) at 13:11-21

Tr. Vol. I at 140:16-20
Tr. Vol. I at 141:4-16
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1

2

3

4

In a ddition, without a ny ra tiona le  s upporting  the  s witch to a n inve rte d tie r ra te  de s ign for

initia tion cus tom e rs , S ta ff continue s  to re com m e nd tha t the  Com m is s ion re je c t the  Com pa ny's

proposa l to make  such a  change .

IV. RATE BASE

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

In  its  in itia l a p p lic a tio n ,  th e  C o m p a n y in d ic a te d  it h a d  wa te r  u tility p la n t va lu e d  a t

a pproxima te ly $3,079,513 a nd wa s te wa te r pla nt va lue d a t a pproxima te ly $l,401,953.77 Be ca us e  of

difficulty in ve rifica tion, S ta ff re comme nde d dis a llowing a  numbe r of the  ite ms  which the  Compa ny

a cce pte d in the  proce s s  of re filing  te s timony. Howe ve r, S ta ff initia lly propos e d dis a llowing the

Compa ny's  De e p We ll #4 a s  we ll on the  ba s is  tha t it wa s  not us e d a nd us e iiul.79 In re s pons e , the

Com pa ny withdre w the  e xte ns ion of pro form a  re ve nue  from  350 future  cus tom e rs  for the  wa te r

divis ion. The  C om p a ny e xp la ine d  tha t b e ca us e  the  we ll is  ne ce s s a ry to  s e rving  thos e  350

cus tome rs , if it is  dis a llowe d, the n s o too s hould be  the  re ve nue  from the  cus tome rs  who would be

utilizing it.80

S ta ff a cknowle dge d the  ra tiona le  a nd the re fore  a dopte d the  pos ition tha t the  we ll s hould be

included.81 The  re com m e nda tion  corre la te s  to  S ta ff's  F irs t a nd  S e cond p rop os e d  a lte ra tive

s ce na rios  a nd is  cons is te nt with the  princip le  tha t p la nt include d in ra te  ba s e  be  us e d a nd us e ful

be ca us e  the  we ll will be come  ne ce s s a ry to s e rve  the  350 a dditiona l cus tome rs  whe n the y come .82

S ta ff furthe r re comme nds  inclus ion of this  a s s e t s o a s  to not fore go the  opportunity to a lle via te  the

ra te  impact s o drama tica lly by the  inclus ion of the  future  cus tomers ' revenue .

The  othe r is s ue s  re la ting  to ra te  ba s e  la rge ly de a l with whe the r a nd how to include  De e p

We ll #4 in ra te  ba s e . S ta ff ha s  propos e d a n a lte ra tive  re s olution in a ddition to its  re com m e nde d

s ce na rio whe re  this  a s s e t would be  dis a llowe d a s  we ll a s  fore going the  re ve nue s  of the  350 future

cus tome rs . This  re s olution will be  de a lt with in gre a te r de ta il be low but S ta ff doe s  not re comme nd

it be ca us e  the  cons e que nt los s  of the  future  cus tome rs ' re ve nue  give s  ris e  to a  dra s tic incre a s e  in

ra te s  to the  e xis ting cus tome rs . Furthe r, ALJ  S ce na rio #4 like wis e  de a ls  with the  inclus ion of this

26

27

28

77 Exhibit A-1 (Bourassa Direct) Schedule A-1 (Water), (Bourassa Direct) Schedule A-1 (Sewer).
78 Exhibit A-4 (Bourassa Rebuttal (Water)) at 4-5, Exhibit A-5 (Bourassa Rejoinder (Wastewater)) at 8-9.
79 Exhibit S-1 (Michlik Direct (Water)) at 7.
80 Exhibit A-4 (Bourassa Rebuttal (Water)) at 4-5.
81 Exhibit s-2 (Miehuk Surrebuttal (Water)) at 4-6.
82 Id. at 6.
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1
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3

4

5

6

7

8

s ole  a s s e t by propos ing tha t it be  tre a te d a s  a  contribution in a id of cons truction. Be ca us e  of

proble ms  a ssocia te d with this  option tha t will be  discusse d be low, S ta ff doe s  not re comme nd this

option e ithe r a lthough it would give  rise  to the  lowest ra te  increase  of any of the  proposa ls .

As ide  from this  is s ue , the re  we re  no ra te  ba s e  is s ue s . The  Compa ny propos e d tha t the

origina l cos t ra te  base  be  used as  the  fa ir va lue  ra te  base  for the  purposes  of this  applica tion, which

S ta ff a gre e s  is  a ppropria te . Like wis e , the  Compa ny, with the  e xce ption of unique  circums ta nce

surrounding Deep Well #4, accepted a ll of the  S ta ff proposed disa llowances  from ra te  base  due  to

lack of substantiation as used and useful.83

9 V_ R E VE NUE  R E Q UIR E ME NT

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

Sta ff's  Recommenda tion to Adjus t the  Revenue  Requirement for the  Wate r Divis ion

is  Reasonable  - with respect to issues  of gradua lism.

All pa rtie s  agree  the re  is  a  s ignificant is sue  in this  ca se  due  to the  ra te  increase  and its  ra te

s hock implica tions . The  Compa ny ha s  ta ke n the  e xtra ordina ry pos ition of propos ing to include

re ve nue s  from 350 a dditiona l future  cus tome rs . This  e ffe ctive ly double s  the  cus tome r ba s e  for

Utility S ource , the re by s pre a ding the  impa ct of a  ra te  incre a s e . Eve n with s uch a  me a s ure , the

Compa ny propose s  a  ve ry sudde n a nd s te e p incre a se  in ra te s . The  la s t pos ition ta ke n by the

Company proposed an approxima te  179% increase  to the  wa te r divis ion's  revenue  requirement84

and 122% increase to the wastewater division.85

1 9

20

2 1

22

23

24

In  De cis ion  No . 67446 , the re  wa s  a n  opportun ity fo r the  Commis s ion  to  cons ide r a

compa ra ble  incre a se  in ra te s  ba se d on S ta ff's  cos t ba se d ra te  a na lys is . The re  S ta ff's  propos a l

amounted to approximate ly a  189% increase , which the  Commiss ion responded was  so precipitous

tha t the  increase  would be  "unconscionable ."86 In comparison to the  las t time  such an increase  was

conte mpla te d, now the  Compa ny propos e s  a n incre a s e  a lmos t e qua lly high tha t, e ve n with the

a dd ition  o f fu tu re  re ve nue s , e n te rs  we ll in to  the  ra nge  o f incre a s e s  tha t wou ld  s u re ly be

25 "unconscionable .as

26

28
Exhibit A-4 (Bourassa Rebuttal (Water)) at 4-5, Exhibit A-5 (Bourassa Rejoinder (Wastewater)) at 8-9

84 Exhibit A-5 (Bourassa Rejoinder (Water)) at 1:18-20
Exhibit A-5 (Bourassa Rejoinder (Wastewater)) at 1:18-20
Decision No. 67446 at 16
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1

2

3

4

5

As  the  te s tim ony indica te d, Utility S ource  ha s  a t pre s e nt a pproxim a te ly 300 cus tom e rs  who

live  in  hous e s  ra nging in  va lue  from  $200,000 to  $600,000.87 Owne r Mr.  McCle ve  de s c ribe d the

dis tribution a s  be ing in the  ra nge  of a fforda ble  to s lightly una fforda ble  hous ing with the  m a jority in

the  a fforda ble  ra nge . Th is  inc re a s e  will a ls o  be  a c ros s  the  boa rd  a nd  im pa c ting  a ll c us tom e r

cla s s e s  owing to the  a rtific ia lly low na ture  of the  ra te s  the  Compa ny cha rge d be fore  obta ining a  CC

6 & N .

7

8

9

10

In  light of the  prior indica tion  tha t s uch a  la rge  inc re a s e  borde rs  on  the  "uncons c iona ble ,"

S ta ff propos e d ra te s  ta rge te d a round a  fixe d incre a s e  in the  ra te s . Mos t s ignifica nt, a nd a  s ource  of

conte n tion  with  the  Com pa ny,  is  tha t S ta ff re com m e nds  s e tting  a  ra te  of re turn  of 6 .23% for the

wa te r d ivis ion,  be ca us e  in  S ta ff's  v ie w tha t ra te  of re turn  is  a ppropria te  whe n a ll re le va nt fa c tors

11 p re s e n te d  in  th is  c a s e  a re  c o n s id e re d  b y th e  C o m m is s io n . Th e  re s u lt in g  ra te  in c re a s e  is

12

13

14

15

16

17

18

19

20

2 1

22

23

24

a pproxim a te ly 110% for both  the  wa te r a nd  wa s te wa te r d iv is ions ' cus tom e rs ,  a nd  S ta ff be lie ve s

the se  ra te s  a re  within the  ra nge  of wha t is  jus t a nd re a sona ble  unde r the  circumsta nce s  of this  ca se .89

This  a d jus tm e n t,  if a c c e p te d ,  will be  e ffe c tive  fo r on ly s o  long  a s  the  Com pa ny c hoos e s  no t to

re tu rn  fo r a  ra te  inc re a s e  a nd  thus  p rov ide s  fo r a  m ore  g ra dua l inc re a s e  to  fu ll c os t o f s e rv ic e

pre mis e d ra te s  for the  cons u1ne r.90 S ta ff did not re comme nd ma king a ny a djus tme nt to the  ra te  of

re turn a pplie d to the  wa s te wa te r divis ion a nd it re ma ins  8.9%.

As  a  c o n s e q u e n c e  o f S ta ff's  re c o m m e n d a tio n ,  th e  ra te  in c re a s e  fo r th e  wa te r d iv is io n

cus tom e rs  will re m a in a t a pproxim a te ly the  s a m e  le ve l a s  for the  wa s te wa te r d ivis ion.  As  s e ve ra l

ca se s  re cognize , the  cos t of ca pita l is  only one  a mong se ve ra l a ppropria te  cons ide ra tions  in re a ching

a  ra te  of re turn on ra te  ba s e , a nd de te rmining the  jus t a nd re a s ona ble  ra te  tha t a  utility ma y cha rge .

Furthe r, the  Commis s ion ha s  is s ue d orde rs  in the  pa s t on the  ba s is  of conce rns  of gra dua lis m which

the  Commiss ion use d a s  a  fa ctor in de te rmining a  ra te  of re tu;m.91

Gra dua lis m Is  a n Is s ue  Irre s pe ctive  of Dis crimina tion.

25

26

27

28

87 Tr. Vol. 1. at 25:17-21.
as Tr. Vol. 1. at 54:2-18.
89 Exhibit s-2 (Mi0h1ik Surrebuttal (Water)) at 8-9.
90 Tr. Vol. 11 at 233:13 - 23413.
91See e.g. Re Far West Sewer Company,Decision No. 69335 (granting an effluent rate but in the interest of gradualism
declining to adopt either Staffs or utility's proposed imputed revenues from effluent sales);Re Southwest Gas
Corporation, Decision No. 68487 (noting although rates are designed to move to cost-based principles, gradualism and
other factors may alter the balance).

B.
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The  Com pa ny m a y a rgue  tha t the  conce pt of g ra dua lis m  is  s tric tly a pp lica b le  only to the

2 e lim ina tion of dis crim ina tion be twe e n cus tom e r c la s s e s  a nd is  thus  no ba s is  for the  a dditiona l

3

4

5

6

7

8

9

10

1 1

12

adjus tment made  to the  wa te r divis ion ra te  of re turn. At hea ring the  Company repea tedly a sked of

S ta ff witne s s  Mr. J e ffre y Michlik wha t dis crimina tion e xis ts  be twe e n cus tome rs  of the  wa te r a nd

wa s te wa te r divis ions ." Gra dua lism doe s  not a pply sole ly to the  e limina tion of dispa ritie s  be twe e n

cla s se s  of cus tome rs . The re  is  not a n is sue  he re  a bout cros s  cla s s  dispa ritie s , howe ve r. As  the ir

own witness  te s tified, s trict cos t of se rvice  principle s  do not apply because , this  is  a  ca se  involving

a n inve rte d tie r ra te  de s ign." Like wis e , the re  ha s  be e n no te s timony to the  e ffe ct tha t the re  a re

ine quitie s  be twe e n cus tome r cla s se s . The  line  of que s tioning the  Compa ny unde rtook with S ta ff

witness  Michlik rega rding the  comparison of the  was tewa te r divis ion to the  wa te r divis ion sugges ts

they may be  confus ing cus tomers  of diffe rent se rvices  with cus tomers  of diffe rent cla sses  us ing the

same  se rvice . Only in the  la tte r ca se  is  discrimina tion a  re levant cons ide ra tion unde r a  gradua lism

13 ana lys is

14

15 cus tomers face

16

17

18

19

20

In the  p re s e nt ca s e , g ra dua lis m  is  a n is s ue  be ca us e  of the  a cros s  the  boa rd incre a s e  a ll

For the  wa te r divis ion, S ta ff is  propos ing a n a pproxima te  110% incre a s e  to the

Compa ny's  re que s te d 179% incre a s e . S ta ff re comme nds  a  106.71% incre a s e  for the  wa s te wa te r

d ivis ion  to  the  Com p a ny's  p rop os a l of 122.61%." As  a  re s pons e , S ta ff ha s  re com m e nde d a n

a djus tme nt to the  re ve nue  re quire me nt a ime d a t ke e ping the  incre a s e s  on both s ide s  to re la tive ly

equa l pe rcentages  a s  we ll a s  keeping the  increas e  in monthly minimums  a t the  approxima te  $18.50

tha t e mula te s  the  re s ult produce d unde r S ta ff's  initia l pos ition a nd ha s  be e n de  fa cto re vive d by the

21 ALJ  S ce na rio #4

22
C The Staff Recommended Adjustments  to Revenue  Requirement Are  Reasonable  and

Do Not P re ve nt the  Compa ny From Re ce iving a  Fa ir Va lue  Ra te  of Re turn on Its
Fair Value  Rate  Base

24

27

28

See Tr. Vol. II. at 263-266
93 Tr. Vol. 1. at 1373-6

See Ag. Re Southwest Gas Corporation, Decision No. 68487 at 37 explaining that although rates are designed to
move toward a cost-basis, concepts of gradualism among other principles render unacceptable a rate design that
increases rates in excess of 100 percent for a substantial number of customers

Exhibit A-5 (Bourassa Rejoinder (Water)) at 3 :2l-22; Exhibit A-5 (Bourassa Rejoinder (Wastewater)) at 2: l9-20
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The Company may a lso contend tha t the  lega l basis  for making any adjustment to the  ra te  of

re turn implied by the  cos t of capita l ana lys is  is  ba rred by Arizona  case  law and the  Arizona

Constitution.% They may argue  tha t the  recent decis ion in the  appea l of the  Chaparra l City Water

Company ra te  case , Docke t W-02ll3A-04-0616, Decis ion No. 68176, dicta te s  tha t the  Commiss ion

must directly apply the  formula ica lly produced we ighted ave rage  cos t of capita l, which in this  case

is  identica l to the  re turn on equity, to the  fa ir va lue  ra te  base . Othe rwise , they will like ly contend

tha t adoption of the  S ta ff recommenda tion inevitably prevents  the  Company from rece iving a  jus t

and reasonable  re turn on the  fa ir va lue  of its  invested plant.

The  outcome of the  Chaparra l City appea l in no way precludes  the  Commiss ion from

considering a ll factors  it deems re levant in ra te  se tting and making reasonable  adjustments

necessary to protect the  public inte rest. In tha t case , the  major issue  in contention was whether a

fa ir va lue  ra te  of re turn tha t backed into the  ra te  of re turn implied by a  direct applica tion of the

weighted ave rage  cos t of capita l to the  OCRB was  unlawful. While  the  court de te rmined in a

memorandum decis ion tha t the  method of "backing-in" employed by S ta ff was  inappropria te , the

court was very clear tha t there  is  no prohibition aga inst the  Commission making reasonable

adjustments  to the  fa ir va lue  ra te  of re turn applied to the FVRB. Like wis e , the  Commis s ion is  not

bound to deve lop a  cos t of capita l ana lys is  and apply it directly to a  utility's  FVRB.97 "If the

Commission de te rmines  tha t the  cost of capita l ana lysis  is  not the  appropria te  methodology to

de te rmine  the  ra te  of re turn to be  applied to the  FVRB, the  Commission has  the  discre tion to

de te rmine  the  appropria te  methodology."98 Cases  from other jurisdictions  tha t a lso must de te rmine

21 ra te s  of re turn ba s e d on the  fa ir va lue  of a  utility's  a s s e ts  a re  in a ccord with this  conclus ion. For

22 e xa mple , the  India na  court of a ppe a ls  note d,

23

24

While  the  cos t of ca pita l, including e quity ca pita l, to [the  utility] is  a n
important e lement properly to be  considered in the  de te rmina tion in a
fa ir ra te  of re turn on the  fa ir va lue  of ... ra te  base , we  recognize , as
we have  many times previously in other cases, tha t cos t of ca pita l is

25

26

27 96 Seee.g. Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 294P.2d378 (1956), Arizona Constitution art. XV
Sections 3,14.

28 97 Chaparral City Water Company v. Arizona Corporation Commission,Arizona Court of Appeals (Division 1) 1 CA-
CC 05-0002 (unpublished) at 13 1] 17.

Id.



not necessarily synonlgwus with, equivalent to, or the sole measure
of fair rate of return

Clearly there is no bar preventing the Commission from considering relevant factors it deems

necessary in its rate setting and making appropriate adjustments to the rate of return applied to the

FVRB even if they are outside the parameters of what a strict cost of capital analysis would

prescribe

Sta ff's  recommended adjus tment to the  fa ir va lue  ra te  of re turn is  reasonable . The  adjus ted

ra te  of re turn is  a pplie d to  the  FVRB which in  this  ca s e  is  a ls o the  OCRB. Additiona lly, S ta ff

provide d re a sona ble  jus tifica tions  why a  re turn should not be  e a rne d on De e p We ll #4. As  S ta ff

witne s s  Mr. Michlik e xpla ine d, "a llowing the  Compa ny to re ce ive  a  la rge r incre a s e  on the  wa te r

divis ion tha n is  re comme nde d by S ta ff would not only a llow it to be ne fit from its  viola tions , but

would a ls o pe na lize  its  ca ptive  cus tome rs  ,,100 Thus . to  the  e xte n t tha t S ta ff re comme nds

acknowledging Deep Well #4 a s  pa rt of Utility Source 's  fa ir va lue  ra te  ba se  and a lso recommends

applying a  ra te  of re turn adjus ted downward, the re  is  no incons is tency with the  duty to provide  jus t

and reasonable  ra tes on the  fa ir va lue  of the  Company's  plant

Indeed, the  Company acknowledged tha t it would be  appropria te  under the  circumstances  of

S ta ff's  th ird  s ce na rio  to  s imply e xclude  the  De e p We ll #4 from ra te  ba s e  e ntire ly a s  it is  not

presently used and useiiL1l.w1 There  can be  no question that this  plant asse t is  not presently a  part of

Utility S ource 's  fa ir va lue  ra te  ba s e . It is  s ole ly be ca us e  it will become necessary a t such time  as

the  350 anticipa ted future  cus tomers  come  onto the  sys tem tha t Deep Well #4 will sa tis fy the  used

and use ful a spect of the  fa ir va lue  eva lua tion. It is  the re fore  not jus t and reasonable  tha t cus tomers

who are  not se rved by the  well to be  paying ra tes  on its  fa ir va lue

Likewise , the re  is  no s trict requirement tha t the  Commiss ion cannot use  me thods  othe r than

a  cos t of ca pita l a na lys is  to a rrive  a t a n a ppropria te  ra te  of re turn for a  utility."" As  S ta ff witne s s

Mr. Michlik e xpla ine d, unde r the  S ta ff propos a l, the  Compa ny will be  e a rning not only a  pos itive

income , but will ha ve  a  subs ta ntia l ope ra ting ma rgin to cove r una nticipa te d e xpe nse s . Unde r the

>fthe Utility Consumer Counselor v. Public Serviee Company oflndiana, 449 N.E.2d 604, 608 (Ind.App
1983)

Exhibit S -2 (Michlik Surrebutta l (Water)) a t 9:3-5
Exhibit A-4 (Bourassa  Rebutta l (Water)) a t 4-5
Tr. Vol. II a t 291:17 - 292:8
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S ta ff re comme nda tion, Utility Source 's  wa te r divis ion will ha ve  a n ope ra ting ma rgin of 47% a nd a

wastewa te r ope ra ting margin of 41%. In ordina ry circumstances , these  ope ra ting margins  would

be  considered high.104 In a ny e ve nt, unde r the  S ta ff re comme nda tion, the  Compa ny will be

rece iving both a  pos itive  cash flow and a  profit.

Howeve r, the  Company a rgues  tha t S ta ff's  ana lyse s  of ope ra ting margins  for the  Company

are  inva lid. The  basis  of this  contention appears  to be  tha t, because  the  350 future  customers  do not

pre se ntly e xis t, the  re ve nue  tha t the y will produce  ca nnot be  counte d for purpose s  of cons ide ring

the Company's operating 1nargin.105 Confus ingly, the  Compa ny ins is ts  tha t this  is  not a  re tra ction

of the  offe r to include  the  revenues from 350 future  customers  for the  purposes  of this  ra te  case  tha t

S ta ff a cce pte d in its  re comme nda tion.106 Inde e d, it a dmits  tha t a ll of the  Compa ny's  ca lcula tions

pe rforme d re ga rding ra te  of re turn us ing the  a s s ume d re ve nue s  of the  future  cus tome rs  ha ve

uncle a r a s  to whe the r the  Compa ny's  pos ition wa s  me re ly a  cla rifica tion of the  circums ta nce s

a ctua lly surrounding this  a pplica tion or if the  Compa ny be lie ve s  tha t the  re ve nue s  the y offe re d to

include  should be  se lective ly ignored for the  purposes  of pre senting te s timony re la ting to ope ra ting

margins .

17

18

19

20

21

22

23

24

25

Staff does not dispute  tha t the  actual revenues the  Company receives, assuming the  inclusion

of the  350 future  cus tomers , will not be  in fact a s  high as  if those  cus tomers  rea lly exis ted. This  is

not surprising because  tha t is  a  na tura l outcome of using assumed revenue to distribute  the  ra te

impact of the  ra te  increase . The  ope ra tive  notion behind us ing this  revenue  is  tha t it will infla te  the

Company's  income with assumed revenues and thereby forego having to obta in the  amount from

exis ting customers .

This  outcome  would not be  incons is te nt with prior Commiss ion de cis ions  e ithe r. In CC & N

grant cases , ra tes  must be  de te rmined for utilitie s  where  they do not obta in profitability a t the  outse t

of the  ra te 's  e ffective  pe riod. As  was  noted in the  te s timony unde r the  ordina ry CC & N eva lua tion

26

27

28

103 Exhibit s -2 (Michlik Surrebutta l (Water)) a t 10:3-4.
104 Tr. Vol. 11 at 242:13-15.
105 Exhibit A-5 (Bouras s a  Rejoinder (Water)) a t 13:5-7.
106 Tr. Vol. 1 at 142:10-15.
107 Tr. Vol. 1 at 144:23 .- 145:6, 146:1-5.
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proce ss , the  S ta ff ca lcula te d ra te s  for a  s ta rt-up utility would typica lly fore ca s t out to five  ye a rs

Ordina rily it would not be  until s e ve ra l ye a rs  into colle cting ra te s  tha t S ta ff would e xpe ct the  utility

to be come  profita ble . As s uming the  Compa ny ha d unde rgone  a n ordina ry CC & N proce s s , it

would s till not be  a t the  point whe re  it would be  re a s ona ble  to  a nticipa te  tha t it ha d a tta ine d

profita ble  ope ra tions In ra te  ca s e s  a s  we ll, the  Commis s ion ha s  a pprove d of ra te  incre a s e s

limiting re turns  on the  ba s is  of gra dua lism to the  point tha t the y we re  a ctua lly ne ga tive  a lthough

7 the re  wa s  a  pos itive  ca sh flow

9

10
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1 7

1 8

19

20

2 1

22

23

However, even by the  Company's  schedules  which pro forma  only 300 future  cus tomers  a t a

ra te  of 50 to 100 new cus tomers  added pe r yea r, us ing S ta ff's  recommenda tion, a t the  end of three

ye a rs , be fore  re a ching the  e nd of the  five  ye a r pe riod whe re  a  CC & N's  initia l ra te  would be

be nchma rke d, the  Compa ny is  turning a  pos itive  ca s h flow a nd is  profita ble  with a n ope ra ting

margin of 39.27%. 1 1 1 Indeed, by Mr. Bourassa 's  numbers , the  water divis ion will be  turning a  profit

seve ra l yea rs  be fore  reaching the  pro forma  five  yea r bas is  for CC & N ra te s .'" For the  was tewa te r

d ivis ion , for which S ta ff is  not propos ing a ny a djus tme nt to  ra te  of re turn, the re  is  a  s ta rting

ope ra ting ma rgin of -14.34% Eve n so, a t the  e nd of the  Compa ny's  thre e  ye a r proje ction, the

opera ting margin rises  to a  positive  15.679

Thus , the  Compa ny is  s till going to be  a t the  a pproxima te  pos ition tha t it should be  ha d it

obta ined its  CC & N in the  proper lega l and procedura l manner. To give  credence  to the  Company's

"a llow it to be ne fit from its  viola tions ." This  outcome  would be  unjus t a nd unre a s ona ble  to the

e xis ting cus tome rs  of Utility S ource  a s  we ll a s  incons is te nt with imple me nting the  offe r of future

revenues tha t the  Company proposed. Further the  opera ting margin ana lysis  demonstra tes  tha t the

Company will be  a t the  re la tive  pos ition it should be  had its  CC & N process  been more  typica l. As

24

25

27

Tr. Vol. II at 243:18-22
109 14. at 243:23-25

See e.g. Re Bradshaw Water Company Rates Docket No. W-02476A-97-0_34, Decision No. 60708 approving a
Staff rate recommendation that left the utility with a negative return onFVRB but with a positive cash flow on the basis
of gradualism
111 Exhibit A-5 (Bourassa Rejoinder (Water)) attached Rejoinder Exhibit 1 page 3

I d
Exhibit A-5 (Bourassa Rejoinder (Water)) attached Rejoinder Exhibit 1 page 7
I d
Tr. Vol. I at 143:20-22
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the  Company ins is ts  tha t it has  not re tracted the  extension of the  future  customers ' revenues , S ta ff's

opera ting margin ana lysis  remains sound.

D. The Scenarios

Because  of the  unusual circumstances, S ta ff is  proposing three  diffe rent a lte rna tive  means to

resolve  the  de lica te  ba lance  be tween the  ra te  of re turn on ra te  base , ra te  base  and the  inclus ion of

pro forma  changes . In a ll scenarios , the  cos t of capita l recommenda tion remains  the  same  a lthough

in one  of the  s ce na rios , which is  a ctua lly S ta ff's  re comme nde d pos ition, the  ra te  of re turn is  not

identica l to the  cos t of equity.

Staff was a lso directed by the  ALJ to prepare  schedules  for an additiona l scenario, discussed

a s  ALJ  S ce na rio #4. De s cribe d in he a ring, this  s ce na rio, which tre a ts  the  De e p We ll #4 a s  a

contribution by the  de ve lope r, offe rs  the  a dva nta ge  of producing the  lowe s t ra te s  of a ny of the

scenarios  presented. However, this  scenario a lso presents  additiona l cha llenges  tha t like ly render it

impracticable  as  a  resolution to the  issues a lready exis ting in this  case .

1 4

1 5

1 6

1 7

1 8

1 9

20

21

Staff Scenario #1

Unde r S ta ff Scena rio #1, which is  S ta ff's  recommended re solution of the  dispos ition of ra te

base  and ra te  of re turn, includes  the  pro forma  revenue , includes  Deep Well # 4, and includes  the

350 future  cus tome rs  in ra te  de s ign. This  a lte rna tive  a lso re duce s  the  ra te  of re turn on ra te  ba se

from 8.9 pe rcent to 6.23 pe rcent.H6 The  results  a re  a  monthly minimum charge  of $18.50 for a  3/4-

inch re s ide ntia l cus tome r.1l7 The  me dia n usa ge  of re s ide ntia l 3/4-inch me te r cus tome rs  is  4,500

ga llons  pe r month. The  3/4-inch me te r re s ide ntia l cus tome r would e xpe rie nce  a  $22.07 or 114.83

percent increase  in his /her monthly bill from $19.22 to $41 .28 under Staffs  recommended ra tes .u8

22

23

24

25

Staff Scenario #2.

Under S ta ff Scenario #2, S ta ff includes  the  pro forma  revenue , includes  Deep Well # 4, and

include s  the  350 future  cus tome rs  in ra te  de s ign, a nd use s  a n 8.9 pe rce nt ra te  of re turn on ra te

base ."9 The  re sults  a re  a  monthly minimum charge  of $23.00 for a  3/4-inch re s identia l cus tomerl20

26

27

28

116 See Exhibit s-3 Staff Surrebuttal Schedule J1v11v1-w1 .
117 See Exhibit s-3 staff Surrebuttal Schedule JMm-w12.
118 See Exhibit s-3 staff Surrebuttal Schedule J1v11v1-w13
119 See Exhibit s-3 Staff Surrebuttal Schedule J1v1M-w14.
120 See Exhibit s-3 staff Surrebuttal Schedule J1v11vi-w15.
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The  3/4-inch me te r re s identia l cus tomer would expe rience  a  $30.53 or 158.86 pe rcent increa se  in

his /her monthly bill from $19.22 to $49.74 under S ta ffs  recommended ra tes

S ta ff Scenario #3

Unde r S ta ff S ce na rio #3, which the  Compa ny propos e s  in its  re butta l te s timony,'" S ta ff

e limina te s  the  pro forma  re ve nue , doe s  not include  De e p We ll # 4, a nd e xclude s  the  350 future

cus tome rs  in ra te  de s ign, a nd use s  a n 8.9 pe rce nt ra te  of re turn on ra te  ba se ."' The  re sults  a re  a

monthly minimum cha rge  of $34.00 for a  3/4-inch re s ide ntia l cus tome r."" The  3/4-inch me te r

re s ide ntia l cus tome r would e xpe rie nce  a  $55.80 or 290.37 pe rce nt incre a se  in his /he r monthly bill

from $19.22 to $75.01 under S ta ff's recommended rates

ALJ Scenario #4

ALJ  Wolfe  dire cte d S ta ff a t he a ring to pre pa re  a n a dditiona l fourth s ce na rio. Unde r this

scenario, the  revenues from 350 future  customers  a re  included and the  Deep Well #4 is  trea ted as  a

Contribution In Aid of Cons truction ("CIAC"). P ra ctica lly s pe a king, this  re s olution is  de  fa cto

ide ntica l to the  pos ition ta ke n by S ta ff in its  re file d Dire ct Te s timony. This  option ha s  the  be ne fit

of producing the  lowest poss ible  ra te s  to the  consumer. However, a s  the  Company noted the re  a re

se ve ra l proble ms  with such a  sce na rio tha t ma ke  it unworka ble  a s  propose d. S ta ff conce de s  tha t

the re  like ly is  me rit to s ome  of the  proble ms  the  Compa ny note d, principa lly, tha t it ris ks  be ing

confisca tory and is  a  permanent resolution of a  temporary problem

Due  to the  a bse nce  of e vide nce  de mons tra ting a n a ctua l contribution, it will be  difficult to

reach the  conclus ion tha t a  contribution has  been made . Likewise , the  evidence  adduced a t hearing

does  not immedia te ly recommend any suitable  lega l vehicle  tha t would e ffect such a  change  in the

we lTs  cha racte r. Consequently, des igna ting Deep Well #4 a s  CIAC poses  a  s ignificant potentia l of

be ing confisca tory if adopted

24

26 121 See Exhibit s-3 Staff Surrebuttal Schedule Jmm-w16
See Exhibit A-4 (Bourassa Water Division Rebuttal) at 4-5 (note that the Company proposes only the resolution of

the rate base, pro forma revenues and rate design issues of this scenario, not the actual 8.9% rate of return to be used)
See Exhibit S-3 Staff Surrebuttal Schedule JMM-Wl7
See Exhibit S-3 Staff Surrebuttal Schedule JMM-Wl8
See Exhibit S-3 Staff Surrebuttal Schedule JMM-W19
Comments On, And Objections To, Late Filed ALJ Scenario #4 at 3-4
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S ta ff note s  tha t in the  hypothe tica l, the s e  proble ms  a re  not ins urmounta ble  with s ome

modifica tion of the  scenario. Although the re  was  no te s timony on the  issue , the  Deep Well #4 could

a lte rna tive ly be  tre a te d a s  a n Adva nce  In Aid of Cons truction ("AIAC") which would be  funde d

with a n a ppropria te  re funda ble  hook up fe e  cha rge d to the  future  cus tome rs  who will ne e d its

capacity. This  a llows  the  Company to re ta in ultima te  ownership ove r the  a sse t and recove r its  cos t

a nd thus  re move s  conce rns  of confisca tion. It could a lso offe r the  be ne fit of te mpora ry ra te  re lie f

offe re d to pre se nt consume rs  who do not be ne fit from the  e xis te nce  of the  we ll a nd re comme nds

its e lf a s  a  suita bly te mpora ry solution to a  te mpora ry proble m. In a ddition, it would be  cons is te nt

with pa s t Commiss ion pra ctice  de a ling with e xce s s  ca pa city"' a s  we ll a s  policie s  fa voring ma king

growth pa y for growth a lbe it a le r the  fa ct

Howe ve r, the  pre cise  a mount of a n a ppropria te  hook up fe e  a nd the  e xte nt to which De e p

Well #4 represents  excess  capacity to the  present customers  a re  evidentia ry issues  as  well as  policy

is s ue s  a nd the re  is  no e vide nce  on re cord s pe a king to a ny of the m. Like wis e , a s  the  Compa ny

notes , it is  under no obliga tion to include  the  revenues  of 350 future  customers , and so, it remains  to

be  se e n if the  Compa ny would s till be  willing to include  those  re ve nue s  unde r this  modifica tion of

the  scena rio. It may be  appropria te  to reopen the  evidentia ry hea ring to dea l with these  issues  and

any others  tha t the  Company may identify with respect to this  a lte rna tive

1 8 VI. C O NC LUS IO N

1 9 For the above stated reasons, the recommendations made by Staff are  reasonable and should

20 be accepted

2 1

22

24

28

See, e.g., Re Litchfield Park Service Company,Docket No. SW-01428A-06-0021, Decision No. 65436 (Directing
Staff to consider dealing with the utility's excess capacity by using a hook-up fee for new customers in the utility's next
rate case)

See e.g. Exhibit A-5 (Bourassa Rejoinder (Water)) at 12: 18-25 noting that the current developer over the future
customers' lots is already funding some of the on-site infrastructure requirements with advances

22
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Docke t Control
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Ponderosa  Fire  Distnlct
c/0 Sta rr Lanphere , Board Chairman
P.O. Box 16359
Be llemont. Arizona  86015
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Da vid Hite sma n
4661 North Be llemont Springs
Be llemont. Arizona  86015
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Dennis Jones
11573 West Cove Crest
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24

23


