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Please state your name, occupation, and business address.

My n a me  is  Da vid  C. P u rce ll. I a m P re s ide nt a nd S e nior Economis t of Te chnica l

As s ocia te s , Inc. My bus ine s s  a ddre s s  is  S uite  601, 1051 Ea s t Ca ty S tre e t, Richmond,

Virginia  23219.

Q- Please summarize your educational background and professional expen'ence.

A. I hold B.A. (1969) a nd M.A. (1970) de gre e s  in  e conomics  from Virginia  P olyte chnic

In s titu te  a nd  S ta te  Un ive rs ity (Virg in ia  Te ch ) a nd  a  M.B.A. (1985 ) from Virg in ia

I h a ve  b e e n  a  co n s u ltin g  e co n o mis t with  Te ch n ica l

I ha ve  p rovide d  cos t o f ca p ita l te s timony in  pub lic  u tility

ra te ma king proce e dings  da ting ba ck to 1972. In conne ction with this , I ha ve  pre vious ly

filed te s timony and/or te s tified in about 400 utility proceedings  be fore  some  40 regula tory

S che dule  l p rovide s  a  more  comple te

Commonwe a lth Unive rs ity.

Associa te s  s ince  1970.

a ge ncie s  in the  Unite d S ta te s  a nd Ca na da .

description of my educa tion and re levant work experience .

3
4
5
6
7
8
9

10
11
12
13 I
14
15
16
17
18
19
20

Q- Have you previously testified before the Arizona Corporation Commission?

21

22

23

Ye s ,  I h a ve  te s t ifie d  in  a  n u m b e r o f p rio r Ariz o n a  C o rp o ra t io n  C o m m is s io n

("Commis s ion") proce e dings , including the  re ce nt e le ctric ra te  ca s e  involving Arizona

P ublic S e rvice  Compa ny (Docke t No. E-01345A-05-0816), the  re ce nt ga s  ra te case

involving UNS  Ga s , Inc. (Docke t No. G-01345A-05-0463), a nd the  re ce nt e le ctric ra te

ca s e  involving UNS  Ele ctric, Inc. (Docke t No. E-04204A-06-0783). Thos e  te s timonie s

were  provided on beha lf of the  Commiss ion S ta ff

24 Q. What is the purpose of your testimony in this proceeding?

25

26

A.

A. This  proceeding is  a  remand from Chaparra l City's  court cha llenge  to Decis ion No. 68 l76.

Shave  been re ta ined by the  Commission S ta ff to evaluate  the  cost of capita l aspects  of the
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request by Chaparral City Water Company ("Chaparral City" or "Company") to have its

rates established by applying its weighted cost of capital ("WCOC"), which was

determined by reference to Chaparral City's original cost rate base, to its fair value rate

base ("FVRB")~

Q- What cost of capital did the Commission determine was fair and reasonable for

Chaparral City in Decision No. 68176?

A. In that decision, dated September 30, 2005, the Commission determined the following cost

of capital to be appropriate for Chaparral City for application to the Original Cost Rate

Base ("OCRB"):

Ite m
Long-te rm De bt
Equity
Tota l

Percent
41.2%
58.8%

100.0%

Cost
5.1%
9.3%

Re turn
2.1%
5.5%
7.6%

In De cis ion No. 68176, the  Commiss ion de te rmine d tha t a  lowe r fa ir va lue  ra te  of re turn

("FVROR") wa s  a ppropria te  for a pplica tion to the FVRB. Howe ve r, the  Commis s ion's

spe cific me thod for de te rmining the  lowe r FVROR wa s  ca lle d into que s tion by a  re ce nt

Court of Appea ls  decis ion.

Q- Does your testimony in this proceeding address either the cost of equity or WCOC

for Chaparral City?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. Not in the traditional sense. The cost of equity and WCOC have already been decided by

the Commission and, further, have withstood an Appeals Court challenge. As a result, my

analyses begin with the cost of equity and WCOC previously established by the

Commission, and my testimony only discusses the fair value rate of return to be applied to

Chaparral City's FVRB.
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1 Q What is your understanding of Chaparral City's proposal to apply the Company's

cost of capital to a fair value rate base?

According to its filing, Chaparral City is proposing to apply the WCOC (i.e., 7.6 percent)

that the Commission authorized for the Company's OCRB, without adjustment, to the

fair value" of the Company's rate base. This request is the Company's response to a

recent (February 13, 2007) Arizona Court of Appeals decision regarding the Company

i.e., Chaparral Citv Water Company v. Arizona Corporation Commission

9 Q Have you reviewed the Arizona Court of Appeals decision and do you have any

comments on your understanding of its implications for this case

Yes, I do. My "non-legal understanding" of this decision is that the Commission must

consider the fair value of a utility's assets in setting rates. However, Chaparral City

suggests that this requires the Commission to apply, without adjustment, the WCOC that

was developed for application to the Company's OCRB to the FVRB

16

17

18

19

20

Q. Do you agree with the Company's assertion?

A. No, I do not. My "non-legal understanding" of the Court decision indicates that the Court

agreed with the Commission that "the cost of capital analysis 'is geared to concepts of

original cost measures of rate base, not fair value measures of rate base

decision goes on to make the following statement: "If the Commission determines that the

cost of capital analysis is not the appropriate methodology to determine the rate of return

to be applied to the FVRB, the Commission has the discretion to determine the appropriate

methodology." It is correspondingly the purpose of my testimony to recommend an

appropriate methodology" for use in conjunction with a FVRB
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1

2

3

4

Q- Do you have any observations based upon your own experience in cost of capital

determination, as to whether a cost of capital developed for application to an original

cost rate base is consistent with a fair value rate base?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Ye s , I do. It is  my pe rs ona l e xpe rie nce , ba s e d upon ove r 35 ye a rs  of providing cos t of

capita l te s timony, tha t the  concept of cost of capita l is  des igned to apply to an origina l cost

ra te  ba se . This  is  the  ca se  s ince  the  cos t of ca pita l is  de rive d from the  lia bilitie s /owne rs '

e quity s ide  of a  utility's  ba la nce  s he e t us ing the  book va lue s  of the  ca pita l s tructure

compone nts . The  cos t of ca pita l, once  de te rmine d, is  the n a pplie d to (i.e ., multiplie d by)

the  ra te  base , which is  de rived from the  asse t s ide  of the  ba lance  shee t (i.e . OCRB). From

a financia l perspective , die  ra tiona le  for this  re la tionship is  tha t the  ra te  base  is  Bnanced by

the  ca pita liza tion. Unde r this  re la tions hip, a  provis ion is  provide d for inve s tors  (both

le nde rs  a nd owne rs ) to re ce ive  a  re turn on the ir inve s te d ca pita l. S uch a  re la tionship is

me a ningful a s  long a s  the  cos t of ca pita l is  a pplie d to the  origina l cos t (i.e ., book va lue )

rate  base, because there  is  a  matching of ra te  base and capita lization.

When the  concept of fa ir va lue  ra te  base  is  incorpora ted, however, this  link be tween ra te

ba s e  a nd ca pita l s tructure  is  broke n. The  a mount of fa r va lue  ra te  ba s e  tha t e xce e ds

origina l cos t ra te  ba s e  is  not fina nce d with inve s tor-s upplie d funds  a nd, inde e d, is  not

fina nce d a t a ll. As  a  re sult, a  cus toma ry cos t of ca pita l a na lys is  ca nnot be  a utoma tica lly

applied to the  fa ir va lue  ra te  base  s ince  there  is  no financia l link be tween the  two concepts .

In my "non-lega l" opinion, both the  Commiss ion and Appea ls  Court have  a lso recognized

this  lack of compatibility be tween a  cus tomary WCOC ana lys is  and FVRB .

23

A.
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1 Q- Why is it important that there be a link between the concepts of rate base and cost of

capita l?

This  link is  important s ince  financia l theory indica te s  tha t inves tors  should be  provided an

opportunity to a m a  re turn on the  ca pita l the y provide d to the  utility. S ince  the  ca pita l

finances  the  ra te  base  (in an origina l cos t world), the  link be tween cos t of capita l and ra te

base  sa tis fie s  this  financia l objective

8 Q Based on your experience as a cost of capital witness over the past 35 years, do you

have a suggestion as to how to account for the use of a FVRB in setting rates for

Chaparral City

Yes , I do. S ince  the  increment be tween fa ir va lue  ra te  base  and origina l cos t ra te  base  is

not fina nce d with inve s tor-s upplie d funds , it is  logica l a nd a ppropria te , from a  fina ncia l

s ta ndpoint, to a s sume  tha t this  incre me nt ha s  no fina ncing cos t. As  a  re sult, the  cos t of

ca pita l, through the  ca pita l s tructure , ca n be  modifie d to a ccount for a  le ve l of cos t-fre e

ca pita l in  a n e qua l dolla r a mount to  the  incre me nt oflFVRB ove r the  OCRB. S uch a

proce dure  would s till provide  for a  re be ing ea rned on a ll inves tor-supplied funds  and

would thus  be  consis tent with financia l s tandards

Q- Have you made such a proposal in this proceeding19

20 A. Ye s , I ha ve . As  is  s hown be low, I ha ve  de ve lope d a  ca pita l s tructure  a nd FVROR tha t

applie s  to Chapa rra l's  FVRB

Percent
Va lue

5. 10%
9.30%
0.009

m,Long-te rm De bt
Common Equity
FVRB Increment
Tota l FVRB Ca pita l

$7,016,675
S10,014,090
$3,309,533

$20,340,299

34.50%
49.23%
16.27%

100.00%
0.00%
6.34%

FVRB minus OCRB
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Applying this  6.34 pe rce nt to the  FVRB provide s  for a  re turn on a ll inve s tor-s upplie d

ca pita l a nd is  the re fore  a n a ppropria te  ra te to a pply to the FVRB from a  fina ncia l a nd

economic s tandpoint. As  such, it provides  for an appropria te  fa ir va lue  ra te  of re turn to be

applied to a FVRB

Q, Have you developed an alternative method with which to apply a FVROR to a6

7

8

9

10

11

A.

FVRB?

Ye s , I ha ve . S hould the  Commis s ion de te rmine  dirt the re  s hould be  a  s pe cific re turn

(grea te r than zero) applied to the  FVRB Increment, I have  provided such a  procedure .

Q- Why is it necessary to add a return on only the portion of FVRB that exceeds the

12

13 A.

14

15

16

17

18

19

20

OCRB?

The  WCOC a uthorize d by the  Commiss ion ha s  a lre a dy provide d for a  full cos t of e quity

re turn a nd cos t of de bt on the  portions  of e quity a nd de bt ca pita l tha t a re  supporting the

CCRB portion of the  FVRB. As  a  re sult, the re  is  no need to provide  any additiona l re turn

on the  portions  of FVRB supported by common equity and debt.

21

22

S ta te d diffe re ntly, both the  cos t of de bt a nd the  re turn on common e quity (i.e ., ca pita l

s tock, pa id-in capita l, and re ta ined earnings - the  investment of common shareholders) a re

a lre a dy provide d for in a  tra ditiona l WCOC. Only the  portion of the  FVRB tha t e xce e ds

OCRB ("Fa ir Va lue  Incre me nt") ne e ds  to ha ve  a  s pe cific re turn ide ntifie d in orde r to

re flect a  re turn component on tha t Fa ir Va lue  Increment.

23

24 Q~ What is the proper cost rate to apply to the Fair Value Increment?

25

26

A. As  I indica te d pre vious ly, from a  fina ncia l pe rs pe ctive , it s hould not be  ne ce s s a ry to

provide  for a ny re turn on the  Fa ir Va lue  Incre me nt s ince  this  is  not inve s tor-s upplie d
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1

2

3

4

5

6

7

8

9

10

11

ca pita l. Howe ve r, the  Commis s ion ma y choos e  to e va lua te  this  is s ue  from both a  fina ncia l

a nd  a  pub lic  po lic y pe rs pe c tive . I a m  a wa re  th a t  C h a p a rra l C ity m a y c la im  th a t  th e

conce pt of fa ir va lue  ca rrie s  with it the  notion tha t inve s tors  s hould re ce ive  s om e  be ne fit

whe n fa ir va lue  is  gre a te r tha n origina l cos t a nd s hould s uffe r s om e  de trim e nt whe n fa ir

va lue  is  le s s  tha n  orig ina l cos t.  It is  pos s ib le  tha t the  Com m is s ion  m a y de te rm ine  tha t

Arizona 's  fa ir va lue  provis ion ,  which is  s om e wha t unique ,  is  not incons is te nt with  the s e

conce pts .  None the le s s ,  the  ide a  tha t the  Com pa ny s hould re ce ive  s om e  be ne fit from  the

Fa ir Va lue  Incre m e nt doe s  not m e a n tha t one  s hould  a utom a tica lly a pply to  the  FVRB a

W CO C de ve lope d  by re fe re nc e  to  o rig ina l c os t ra te  ba s e .  If it is  de te rm ine d  tha t it is

de s ira b le  to  p rov ide  a n  a dd itiona l (non-z e ro ) re tu rn  on  the  F a ir Va lue  Inc re m e n t,  the

prope r re turn  s hould  be  no la rge r tha n the  re a l (i.e . ,  a fte r infla tion is  re m ove d) ris k-fre e

ra te  of re turn.12

13

14 Q-

15

16

17

18

19

20

2 1

What is  the  ris k-free  re turn?

The  risk-fre e  re turn is , in fina ncia l te rms , the  re turn on a n inve s tme nt tha t ca rrie s  little  or

no risk. Risk~fre e  inve s tme nts  a re  unive rsa lly de fine d a s  U.S . Tre a sury S e curitie s , with

s hort-te nn ma turitie s  us ua lly be ing us e d a s  the  ris k-fre e  ra te . Ove r the  pa s t s e ve ra l

months , virtua lly a ll ma turitie s  of U.S . Tre a sury se curitie s have yie lded about 5.0 percent

in  nomina l te rms . Mos t re ce ntly, howe ve r, the  s horte r ma turitie s  of U.S . Tre a s ury

securities  have  yie lded less , or about 4 percent to 4.25 percent. I a lso note  tha t 2007-2008

forecasts  of U.S. Treasury securities  are  about 5.0 percent. As a  result, I use  5.0 percent as

the  nomina l risk-free  ra te .22

23

24 Q- What is the "real" risk-free rate?

25

26

A.

A. The  conce pt of re a l ra te s  involve s  the  re m ova l of the  ra te  of infla tion  from  the  nom ina l

ris k-Ne e  ra te .  In  2006,  the  ra te  of infla tion ,  a s  m e a s ure d  by the  Cons um e r P rice  Inde x
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1

2

3

4

("CPI"), was  2.5 pe rcent. Forecas ts  of the  CPI for 2007-2008 a re  a lso about 2.5 pe rcent.

As  a  re sult, I propose  to use  a  2.5 pe rce nt infla tion ra te  for computing the  re a l risk-fre e

ra te , which is  computed a s  follows:

Nomina l Risk-Fre e  Ra te

Less : Infla tion Ra te

Equals : Rea l Risk-Free  Rate

5.0%

2.5%

2.5%

Q. Please explain why Chaparral City's FVROR should consider the real risk-free rate,

as opposed to the nominal risk-free rate.

A. The  inve s tors  of Cha pa rra l City a re  a lre a dy re ce iving a n infla tion fa ctor due  to  the

inclus ion of infla tion in  the  FVRB Incre me nt. S pe cifica lly, the  Fa ir Va lue  Incre me nt

incorpora tes  infla tion by considering the  current va lue  of asse ts , which re flect, in part, pas t

infla tion. It would be  double -counting to a ls o include  the  infla tion compone nts  in the

re turn to be  applied to the FVRB Incre me nt.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Q~ What return on the Fair Value Increment do you recommend in your alternative

FVROR proposal?

25

26

A. My a lte rna tive  FVROR proposa l incorpora te s  a  re turn on the  Fa ir Va lue  Increment with a

ma ximum va lue  of 2.5 pe rce nt, a s  de ve lope d a bove . Howe ve r, I wish to e mpha s ize  tha t

this  2.5 percent va lue  is  the  maximum va lue  tha t could be  applied to the FVRB Incre me nt.

In reality, any value  between zero percent and 2.5 percent could be  used as the  cost ra te  on

the FVRB Incre me nt. As  I s ta te d a bove , this  Fa ir Va lue  Incre me nt re turn is  in a ddition to

the  re turn tha t the  Company's  inves tors  a lready am on the ir inves tment in the  Company.

In this  sense , an above-zero cost ra te  for the  fa ir va lue  increment represents  a  bonus to the

Compa ny tha t would ha ve  to find its  jus tifica tion in policy cons ide ra tions  ins te a d of in
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pure  economic or financia l principle s , for tha t reason, the  se lection of an appropria te  cos t

ra te  within this range s hould fa ll to the  Commis s ion's  dis cre tion. I would propos e  the

mid-point of this  range , or 1.25 pe rcent

Q What is the resulting impact of your alternative proposal in this proceeding5

6 A I a m propos ing the  following modifie d FVROR for Cha pa rra l City

Ca pita l Ite m
Long-te rm De bt
Common Equity
FVRB Incre me nt
Tota l

Percent
34.50%
49.23%
16.27%
100.0%

Cost
5.1%
9.3%

1.25%

Return
1.76%
4.58%
0.20%
6.54%

1 1

1 2

1 3

As  s hown in the  a bove  ta ble , this  a lte ra tive  propos a l provide s  for a  non-ze ro re turn on

the  Fa ir Va lue  Incre me nt of Cha pa rra l City, a nd provide s  for a n ove ra ll fa ir va lue  ra te  of

re turn of 6.54 percent on the FVRB.

Q- Of the two alternative proposals for determining the fair value rate of return that

should be applied to the FVRB, which one do you believe is more appropriate and

14

15

16

17

18

19

20

A.

21

22

23

why?

From a  fina ncia l pe rs pe ctive , I be lie ve  the  firs t p ropos a l (i.e ., ze ro-cos t for FVRB

Incre me nt) is  mos t a ppropria te . This  proposa l is  cons is te nt with fina ncia l principle s  a nd

would fully compe ns a te  the  Compa ny's  inve s tors  for the ir inve s tme nt. In a ddition, this

proposa l utilize s  the  FVRB of the  Compa ny. If die  Commiss ion we re  to de te rmine  tha t a

non-ze ro re turn on the  Fa ir Va lue  Incre me nt is  de s ira ble , the  a lte rna tive  (i.e ., a  1.25

percent cos t-ra te  for the  FVRB increment) is  not inappropria te .

24

25

26

Q- Do these proposals provide for a return on the FVRB of Chaparral City?

A. Yes, they do.
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Q- Will Staff continue to evaluate appropriate methods for determining the fair value

rate of return on fair value rate base?

1

2

3

4

A. It is  my unde rs tanding tha t the  Commiss ion S ta ff will continue  to cons ide r these  is sues  in

the  context of future  ra te  cases . Individua l ra te  cases  present diffe rent issues  and va rying

se ts  of circumstances . For example , if one  were  to a ss ign a  non-ze ro cos t ra te  to the  fa ir

va lue  incre me nt, it ma y be  a ppropria te  to  de te rmine  the  cos t of e quity to  re fle ct a

re duction in risk. I ha ve  not propose d such a n a djus tme nt in this  ca se , but the se  is sue s

ma y a ppe a r a s  S ta ff continue s  to cons ide r a ppropria te  me thods  for de te rmining a nd

evalua ting the  concept of fa ir va lue  ra te  of re turn on fa ir va lue  ra te  base .

5

6

7

8

9

1 0

1 1

1 2

Q- Does this conclude your pre-filed Direct Testimony?

A. Yes, it does .
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EXECUTIVE SUMMARY
CHAPARRAL CITY WATER COMPANY. INC

DOCKET no. E-02113A-04-0616

My testimony addresses the following issues

The development of Staffs recommended revenue requirement for  the Company
using an appropriate fair value rate of return developed for application to the Fair
Value Rate Base (FVRB) ordered by the Commission in Decision No.  68176
(9/30/05)

My Endings and recommendations for each of these areas are as follows

The Company's proposed additional revenue requirement of approximately $1.122
million is overstated

Staff is presenting the Commission with two alterative sets of calculations of the
fakir value rate of return for application to the Fair Value Rate Base ("FVRB"). The
first set of calculations is shown on Attachment RCS-2 and the second set is shown
on Attachment RCS-3

As shown on Attachment RCS-2. Schedule D. Staffs first alternative is based on
applying a 6.34 percent fair value rate of return to the FVRB. The fair value rate of
return for FVRB results from adjusting the rate of return applicable to Original Cost
Rate Base ("OCRB"). In the capital structure applicable to FVRB, a zero cost of
capital is applied to the difference between FVRB and OCRB. As explained in my
testimony and in the testimony of Staff witness David C. Parnell ("Parcell"), a zero
cost rate for that portion of the FVRB is appropriate because that amount of FVRB
has not been financed by investors. As shown on Attachment RCS-2, Schedule A
under this alternative, the revenue increase of $1,107,596 granted in Decision No
68176 is revised downward by $7,734 to $ $1,099,862

If the Commission determines that it is appropriate to apply an above-zero cost rate
to the fair value increment (i.e., the difference between FVRB and OCRB), Staff
recommends that the Commission consider a range bounded by zero and a maximum

of 2.5 percent. As described in the testimony of Staff witness Purcell, 2.5 percent is
the real risk-free rate of return (i.e., it is the rate of return on a risk-free investment
less inflation).  As shown on Attachment RCS-3, Schedule D, applying the mid
point  of this range,  1.25 percent ,  to the difference between FVRB and OCRB
produces an overall fair value rate of return of 6.54 percent to be applied to the
FVRB. As shown on Attachment RCS-, Schedule A, the application of the 6.54
percent fair value rate of return to the Fair Value Rate Base results in a revenue
requirement of $l, l66,1l6, which is an increase of $58,520 over the $1,107,596
granted in Decision No. 68176



The  a mount of ne t ope ra ting income  of $614,247 tha t wa s  de te rmine d by the
Commission in Decis ion No. 68176 was not in dispute  in the  Company's  mapped and
should the re fore  not be  subj e t to revis ion in this  remand proceeding

In its July 6, 2007 amended filing, the Company requested an additional $100,000 of
rate case cost. Staff recommends that no additional amount of rate case cost be
charged to ratepayers because: (1) Staff legal counsel has advised me that Arizona
law prohibits the recovery of attorney fees and costs related to an appeal of a rate
order; (2) the Company's rationale for the additional rate case expense appears
questionable, and (3) a normalized level of reasonable and prudent rate case cost was
already reflected in the determination of net operating income, consequently, to
increase the rate case expense beyond that normalized level would result in
ratepayers paying an abnormal level of such expense
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1

2

3

I

Q

INTRODUCTION

Please state your name, position and business address

A Ra lph  C . S mith .  I a m  a  S e n io r Re gu la to ry Cons u lta n t a t La rkin  & As s oc ia te s ,  P LLC

15728 Fa rmington Roa d, Livonia , Michiga n 48154

Q Please describe Larldn & Associates

A. La rkin  & As s oc ia te s  is  a  Ce rtifie d  P ub lic  Ac c ounting  a nd  Re gula to ry Cons u lting  firm.

The  firm pe rforms  inde pe nde nt re gula tory cons ulting  prima rily for public  s e rvice /u tility

commis s ion  s ta ffs  a nd  cons ume r in te re s t g roups  (pub lic  couns e ls ,  pub lic  a dvoca te s ,

cons ume r couns e ls , a ttorne ys  ge ne ra l, e tc.). La rkin ba  As s ocia te s  ha s  e xte ns ive  e xpe rie nce

in  the  u tility re gu la to ry fie ld  a s  e xpe rt witne s s e s  in  ove r 400  re gu la to ry p roc e e d ings

inc lud ing numerous  te lephone , wa te r and s ewer, ga s , and e le ctric ma tte rs .

Q- Mr. Smith, please summarize your educational background.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

A.

21

22

23

24

25

26

I re ce ive d a  Ba che lor of S cie nce  de gre e  in Bus ine s s  Adminis tra tion (Accounting Ma jor)

with dis tinction from the  Unive rs ity of Michiga n - De a rborn, in April 1979. I pa s s e d a ll

pa rts  of the  Ce rtifie d Public Accounta nt ("C.P .A.") e xa mina tion in my firs t s itting in 1979,

rece ived my CPA license  in 1981, and rece ived a  ce rtified financia l planning ce rtifica te  in

1983. I a lso ha ve  a  Ma s te r of S cie nce  in Ta xa tion firm Wa lsh Colle ge , 1981, a nd a  la w

degree  (J .D.) cum laude  from Wayne  S ta te  Unive rs ity, 1986. In addition, I have  a ttended

a  va rie ty of continuing educa tion courses  in conjunction with ma inta ining my accountancy

license . I a m a  lice ns e d C.P .A. a nd a ttorne y in the  S ta te  of Michiga n. I a m a ls o  a

Ce rtifie d  Fina ncia l P la nne rTm profe s s iona l a nd a  Ce rtifie d  Ra te  of Re turn Ana lys t

("CRR.A"). S ince  1981, I ha ve  be e n a  me mbe r of the  Michiga n Associa tion of Ce rtifie d

Public Accountants . I am a lso a  member of the  Michigan Bar Associa tion and the  Socie ty

of Utility a nd Re gula tory Fina ncia l Ana lys ts  ("S URFA"). I ha ve  a ls o be e n a  me mbe r of
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the  Ame rica n Ba r As s ocia tion ("ABA"), a nd the  ABA s e ctions  on P ublic Utility La w a nd

Ta xa tion

4 Q- Please summarize your professional experience.

A. S ubs e que nt to gra dua tion ha m the  Unive rs ity of Michiga n, a nd a fte r a  s hort pe riod of

in s ta llin g  a  c o mp u te riz e d  a c c o u n tin g  s ys te m fo r a  S o u th fie ld ,  Mic h ig a n  re a lty

ma na ge me nt firm, I a cce pte d a  pos ition a s  a n a uditor with the  pre de ce ssor CP A firm to

La rkin & As s ocia te s  in J uly 1979. Be fore  be coming involve d in utility re gula tion whe re

the  ma jo rity o f my time  fo r the  pa s t 27  ye a rs  ha s  be e n  s pe n t,  I pe rfo rme d  a ud it,

accounting, and tax work for a  wide  varie ty of businesses  tha t were  clients  of the  firm.

5

6

7

8
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During my se rvice  in the  re gula tory se ction of our firm, I have  been involved in ra te  cases

a nd othe r re gula tory ma tte rs  conce rning nume rous  e le ctric, ga s , te le phone , wa te r, a nd

se we r utility compa nie s . My pre se nt work cons is ts  prima rily of a na lyzing ra te  ca se  a nd

re gula tory filings  of public utility compa nie s  be fore  va rious  re gula tory commiss ions , a nd,

whe re  a ppropria te , p re pa ring  te s timony a nd  s che du le s  re la ting  to  the  is s ue s  fo r

presentation before  these regulatory agencies.

21

22

23

24

25

26

I

Shave  pe rformed work in the  fie ld of utility regula tion on beha lf of indus try, s ta te  a ttorney

ge ne ra ls , cons ume r groups , municipa litie s , a nd  public  s e rvice  commis s ion  s ta ffs

conce rning re gula tory ma tte rs  be fore  re gula tory a ge ncie s  in Ala ba ma , Ala ska , Arizona ,

Arka nsa s , Ca lifornia , Conne cticut, De la wa re , Florida , Ge orgia , Ha wa ii, India na , Illinois ,

Ke ntucky, Louis ia na , Ma ine , Michiga n, Minne s ota , Mis s is s ippi, Mis s ouri, Ne w J e rs e y,

Ne w Me xico, Ne w York, Ne va da , North Ddrota , Ohio, P e nns ylva nia , S outh Ca rolina ,

South Dakota , Texas , Utah, Vermont, Washington, Washington D.C., and Canada  as  well

as  the  Federa l Energy Regula tory Commission and various s ta te  and federa l courts  of law.
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1 Q Have you prepared an attachment summarizing your educational background and

regulatory experience

Yes. Attachment RCS-1 provides  de ta ils  concerning my experience  and qua lifica tions

5 Q On whose behalf are you appearing

I a m a ppe a ring on be ha lf of the  Arizona  Corpora tion Commis s ion ("ACC" or

Commission") Utilities  Division Staff ("Staff")

9
I Q- Have you previously testified before the Arizona Corporation Commission?

Yes. I have testified before the Commission previously on a number of occasions

Recently, I testified before the Commission in Docket No. E-01345A-06-0009, involving

an emergency rate increase request by Arizona Public Service Company ("APS" or

Company"), and concerning APS's proposed depreciation rates in Docket Nos. E

01345A-05-0816, E-01345A-05-0826 and E-01345A-05-0827, a proceeding involving

APS base rates and other matters. I also testified before the Commission in the most

recent UNS Gas, Inc. rate case_ Docket Nos. G-04204A-06-0463_ G-04204A-06-0013 and

G-04204A-05-0831

19 Q What is the purpose of the testimony you are presenting

The  purpos e  of my te s timony is  to a ddre s s  the  re ve nue  re quire me nt of Cha pa rra l City

Wa te r Compa ny ("CCWC or "Compa ny") in vie w of the  de cis ion of the  Arizona  Court of

Appe a ls  in Cha pa rra l City Wa te r Compa ny v. Arizona  Corpora tion Commis s ion, No .  1

CA-CC 0 5 -0 0 2  (2 /1 3 /2 0 0 7 ),  wh ic h  re ma n d e d  th e  c a s e  to  th e  Co mmis s io n  fo r

recons ide ra tion of the  fa ir va lue  ra te  of re turn ("FVROR") to apply to the  Company's  Fa ir

Va lue  Ra te  Ba se  ("FVRB")
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Q- Have you prepared any exhibits to be filedwith your testimony?1

2

3

4

A. Yes. Attachments RCS-2 and RCS-3 contain the results of my analysis.

REVENUE REQUIREMENT

What issues are addressed in your testimony?

A. My testimony addresses the Company's proposed revenue requirement and its revised

schedules of rates and charges for utility service that was filed wide the Commission on

July 6, 2007 in Chaparral City Water Company's Amended Notice of Filing Revised

Schedules oRates and Charges for Utility Service. Page 2 o f that amended filing states

that it supersedes and replaces the Company's June 8, 2007 filing.

Q. Has the Commission's traditional calculation of fair value rate of return on fair value

rate base been called into question by a recent Court of Appeals decision?

5

6

7

8

9

10

11

12

13

14

15

16

17

18 I

19

20

A. Ye s . The  Commis s ion's  tra ditiona l ca lcula tion of fa ir va lue  ra te  of re turn on fa r va lue

ra te  ba s e  ha s  be e n ca lle d into que s tion by a  re ce nt Arizona  Court of Appe a ls  ruling

involving Cha pa rra l City Wa te r Compa ny. In tha t ruling, the  Arizona  Court of Appe a ls

found tha t the  Commis s ion's  de te rmina tion of ope ra ting income  ignore d fa ir va lue  ra te

base , and tha t the  Commiss ion must use  fa ir va lue  ra te  base  to se t ra te s  pe r the  Arizona

Cons titution.

Q- What revenue increase has been requested by CCWC?21

22

2 3

2 4

II.

Q-

A. Schedule  A-1 to the  Company's  July 5, 2007 amended filing shows tha t it is  requesting an

additional amount of $1,121,813 to be  recovered through a  surcharge .
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1 Q Does Staff agree with the amount that CCWC proposes

No. Not a t a dj. S ta ff is  pre s e nting two a lte rna tive  ca lcula tions  for the  Commis s ion 's

considera tion. Compa re d with  e ithe r of S ta ffs  a lte rna tive  ca lcula tions , the  a mount

requested by CCWC is  excessive

6 Q Please briefly explain the Staff's alternative calculations of the fair value rate of

return on fair value rate base, and the results produced by each calculation

As shown on Attachment RCS-2, Schedule  D, S ta ffs  firs t a lte rna tive  is  based on applying

a  6.34 pe rce nt fa ir va lue  ra te  of re turn to the  FVRB. The  fa ir va lue rate of re turn for

FVRB re s ults  Hom a djus ting the  ra te  of re turn a pplica ble  to Origina l Cos t Ra te  Ba s e

("OCRB"). In the  ca pita l s tructure  a pplica ble  to FVRB, a  ze ro cos t ra te  is  a pplie d to the

diffe re nce  be twe e n FVRB a nd OCRB (i.e ., the  Fa ir Va lue  Incre me nt). As  e xpla ine d in

my te s timony a nd in the  te s timony of S ta ff witne s s  Da vid C. P a rce ll ("P a rce ll"), a  ze ro

cos t ra te  for tha t portion of the FVRB is appropria te  because  tha t amount of FVRB has not

be e n fina nce d by inve s tors . As  s hown on Atta chme nt RCS -2, S che dule  A, unde r this

a lte rna tive , the  revenue  increase  of $1,107,596 granted in Decis ion No. 68176 is  revised

downward by $7,734 to $1,099,862 Because  the  $7,734 change  is  immate ria l, S ta ff is  not

re comme nding tha t the  Compa ny's  ra te s  be  re vise d downwa rd by tha t a mount, or tha t a

sur-credit be  applied

If the  Commiss ion de te rmines  tha t it is  appropria te  to apply an above-ze ro cost ra te  to the

diffe rence  be tween FVRB and OCRB. S ta ff recommends  tha t the  Commiss ion cons ide r a

ra nge  bounde d by a  minimum of ze ro to a  ma ximum of 2.5 pe rce nt. As  de scribe d in the

te s timony of P a rce ll, the  2.5 pe rce nt is  the  re a l ris k-fre e  ra te  of re turn (i.e ., the  ra te  of

re turn on a  risk-free  inves tment le ss  infla tion). As  shown on Attachment RCS-3, Schedule

D, us ing the  mid-point of this  ra nge , a pplie d to the  Fa ir Va lue  Incre me nt (the  diffe re nce
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be tween FVRB and OCRB) produces  an overa ll fa ir va lue  ra te  of re turn of 6.54 percent to

be  applied to the  FVRB. As  shown on Attachment RCS-3, Schedule  A, the  applica tion of

the  6.54 pe rcent fa ir va lue  ra te  of re turn to the  Fa ir Va lue  Ra te  Base  re sults  in a  revenue

requirement of $1,166,116, which is  an increase  of $58,520 over the  $1,107,596 granted in

Decis ion No. 68176

What revenue adjustment do you recommend?

In order to address the remand issue of what fair value rate of return should be applied to

the fair value rate base, I am presenting two alternatives for the Commission's

consideration. The first dtemative is shown on Attachment RCS-2, Schedule A. This

alternative results in a downward revision to the revenue increase of $1,107,596 that was

granted in Decision No. 68176 by $7,734 to $1,099,862, as shown on Attachment RCS-2,

Attachment A, columns C and D, lines 1-16.

This first alternative is based on the application of a zero cost rate to the difference

between FVRB and OCRB. As explained in my testimony and in the testimony of Parnell,

a zero cost rate for that portion of the FVRB is appropriate because that amount of Rate

Base (i.e., the fair value increment) has not been financed by investors. As shown on

Attachment RCS-2, Schedule D, the appropriate fair value rate of return to be applied to

the FVRB determined under this method is 6.34 percent.

7 Q.

8 A.

9

10

11

12

13

14

15

16
1

17

18

19

20

21

22

23

24

25

26

Q- What is shown on Attachment RCS-2, Schedule A, lines 18-»40?

A. This  pa rt of Schedule  A reproduces  CCWC's  proposed computa tion of the  amount to be

re cove re d ove r a  12-month pe riod through a  surcha rge  tha t would colle ct die  diffe re nce

be tween CCWC's  proposed revenue  increase  and the  increase  tha t was authorized by the

Commiss ion in De cis ion No. 68176, including the  a pplica tion of a n inte re s t ra te . In the
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Compa ny's  ca lcula tion, inte re s t is  a pplie d through Ma rch 2008 (the  mid-point of the

colle ction pe riod). CCWC's  ca lcula tion a s sume s  tha t the  re cove ry pe riod s ta rts  Octobe r

2007 and proceeds  for a  pe riod of 12 months  (Septembe r 2008) or when full re cove ry is

made . As  shown in columns E and F, CCWC proposed to collect $1,121,812 (line  38) via

a  s urcha rge  of $0.595 pe r thous a nd ga llons  (line  40). Columns  G a nd H s how S ta ff's

ca lcula tion unde r S ta ffs  firs t a lte rna tive , which re s ults  in  a n $18,053 a mount to  be

re Ma de d to  ra te pa ye rs , inclus ive  of in te re s t, for a  s ur-cre dit of 1  ce nt ($0.010) pe r

thousand ga llons of water consmnption.

Q- Does Staff recommend that the Commission require CCWC to provide ratepayers

with a sur-credit of 1 cent ($0.010) per thousand gallons of water consumption?

A. No. The $7,734 downward adjustment to the revenue reqtulreme<r1t and 1 cent per

drousand gallons sur-credit that result under Staffs first alternative is believed to be too

small to warrant a rate adjustment.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16
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20

21

22
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26

Q. Please explain the second alternative for the fair value rate of return that Staff is

presenting to the Commission for its consideration.

A. If the  Commiss ion de te rmines  tha t the  Company should rece ive  a  re turn on the  diffe rence

be tween FVRB a nd OCRB a t a  cos t ra te  tha t is  a bove  ze ro, S ta ff ha s  de ve lope d a n

a lte rna tive  for the  Commis s ion's  cons ide ra tion tha t is  ba s e d on a  ra nge  from ze ro to a

ma ximum of 2.5 pe rce nt. As  e xpla ine d in the  te s timony of P a rce ll, the  2.5 pe rce nt

maximum end of the  range  is  based upon a  risk-free  cos t ra te  le ss  infla tion. The  mid-point

of this  range  is  1.25 pe rcent. As  shown on Attachment RCS-3, Schedule  D, applying the

1.25 pe rcent to the  diffe rence  be tween FVRB and OCRB (and applying the  cos t of capita l

de ve lope d for a pplica tion to the  OCRB to the  origina l cos t compone nts  of the FVRB)

results  in a  fa ir va lue  ra te  of re turn to be  applied to the FVRB of 6.54 percent.
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This second alternative results in a revenue requirement of $l,166,116, which is an

increase of $58,520 over the $1,107,596 granted in Decision No. 68176. The calculation

appears on Attachment RCS-3, Schedule A, column C. As shown on Attachment A, lines

18-40, columns G and H, with interest, this alterative would produce a total amount to be

recovered through a surcharge of $137,264 and a surcharge of 7.3 cents per thousand

gallons ($0.073). Parcell explains the basis for Staffs second alternative for the fair value

rate of return. As shown on Attachment RCS-3, Schedule D, if the Commission adopts

this method, the fair value rate of return that would be applied to the fair value rate base is

6.54 percent.

A.

Q.

A.

Test Year

What test year is being used in this case?

CCWC's flling is based on the historic test year ended December 31, 2003. Staff's

calculations use the same historic test year.

1

2

3

4

5

6

7

8

9 1

10

1 1

12

1 3

14

15

16

17

18

19

20

2 1

22

Q, Could you please discuss the test year concept?

23

24

25

26

A. Yes. In Arizona, a historic test year approach is used. Various adjustments are made to

the historic test year amounts to ensure that there is a matching of investment, revenues

and expenses. Rate base items, such as plant in service and accumulated depreciation, are

based on the actual level as of the end of the historic test year. Several rate base items that

tend to fluctuate from month to month, such as materials and supplies and prepayments,

are based on a test year average level. Since end of test year net plant in service is used,

revenues are annualized based on end of test year customer levels. Additionally, certain

expenses, such as depreciation and payroll costs, are annualized based on end of test year

levels. This is to ensure that the going-forward revenue and expense levels are matched

with the investment (net plant-in-service) usedto serve those customers.
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As time goes forward, changes in the Company's cost structure will occur. For example

rate base will increase as new plant is added to serve new customers, revenue will increase

as customers are added, expenses will fluctuate, etc. It is very important to be consistent

with a test period approach to ensure that there is a consistent matching between

investment, revenues and costs. Any adjustments that reach beyond the end of the historic

test year must be very carefully consideredbefore being adopted

9 Q~

Summary of Company Proposed and StaffA¢Husfed Revenue Requirement

What did your review of CCWC's filing indicate?

As summarized on Attachment RCS~2, Schedule A, in column A, in Decision No. 68176

the Commission detennined a revenue deficiency of $1,107,596 for CCWC based on the

application of a fair value rate of return of 6.36 percent to a FVRB of $20,340,298

As also summarized on Attachment RCS-2, Schedule A. in column B. CCWC has

calculated a revenue deficiency of $l,532,440, based on applying the original cost rate of

return of 7.60 percent to a FVRB of $20,340,298 and malting pro forma adjustments to

test year adjusted net operating income in addition to those adopted by Decision No

68176. The $1,532,440 revenue deficiency calculated by CCWC exceeds the $1,107,596

revenue deficiency that the Commission determined in Decision No. 68176 by $424,844

As  s hown on  Atta chme nt RCS -2 . S che du le  A, in  co lumn C. ba s e d  on  S ta ffs  firs t

a lte rna tive  for the  fa ir va lue  ra te  of re turn re comme nde d by P a rce l] a nd CCWC's  fa ir

va lue  ra te  ba s e  a nd ne t ope ra ting income  tha t we re  de te rmine d by the  Commis s ion in

De cis ion No. 68176, I ha ve  ca lcula te d a  re vis e d re ve nue  re quire me nt de ficie ncy of

$1,099,862 for CCWC. This  is  $7,734 be low the  re ve nue  de ficie ncy of $1,107,596

de te rmined by the  Commiss ion in Decis ion No. 68176
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Attachment RCS-3, Schedule  A, Column A shows tha t us ing S ta ff's  second a lte rna tive  for

the  fa ir va lue  ra te  of re turn re sults  in a  re ve nue  re quire me nt of $1,166,116, which is  a n

increase  of $58,520 over the  $1,107,596 granted in Decision No. 68176

5 Q Please explain what is shown on your Attachments RCS-2 and RCS-3

On  Atta ch me n ts  RCS -2  a n d  RCS -3 .  S ch e d u le  A to  e a ch  a tta ch me n t s h o ws  th e

de te rmina tion of the  revenue  requirement and revenue  de ficiency on line s  1 through 16

This  forma t follows  the  pre s e nta tion by CCWC on its  a me nde d filing of J uly 6, 2007

where  the  Company presented its  revised ca lcula tions  (as  of 6/23/07) on Schedule  A-1 to

tha t filing. Schedule  A to each of my a ttachments , in e ssence , presents  the  change  in the

Company's  gross  revenue  requirement needed for the  Company to have  the  opportunity to

am S ta ffs  recommended fa ir va lue  ra te  of re turn on FVRB

On Atta chme n ts  RCS -2  a nd  RCS -3 . S che du le  D to  e a ch  a tta chme n t s hows  the

de ve lopme nt of the  a ppropria te  fa ir va lue  ra te  of re turn to be  a pplie d to the FVRB

Attaclnnents  RCS-2 and RCS-3, re spective ly, pre sents  S ta ffs  two a lte rna tive  de riva tions

of the  fa ir va lue  ra te  of re turn for a pplica tion to the  FVRB tha t S ta ff is  pre se nting for the

Commiss ion's  cons ide ra tion

20

21

Q- Has Staff made any revisions to the adjusted net operating income or fair value rate

base that was determined by the Commission in Decision No. 68176?

No. Because  there  a re  no other issues  identified in die  Court of Appea ls  remand, S ta ff has

used the  same FVRB a nd the  s a me  ne t ope ra ting income  tha t wa s  de te rmine d by the

Commiss ion in Decis ion No. 68176
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1 Q How was the FVRB determined in DecisionNo. 68176?

In Decision No. 68176, the Commission determined the FVRB by averaging the OCRB

and Reconstruction Cost New Depreciated Rate Base ("RCND"). I am advised by Staff

legal counsel that none of these rate base amounts were in dispute at the Court of Appeals

and therefore the FVRB is not subject to revision in this remand proceeding

7 Q What amount of adjusted net operating income did the Commission determine in

Decision No. 68176?

As shown on Attachment RCS-2, Schedule A, line 3, in columns A and C, the adjusted

test year operating income of $614,247 was determined by the Commission in Decision

No. 681764 I am advised by Staff legal counsel that this amount was not in dispute at the

Court of Appeals, and therefore should not be subject to revision in this remand

proceeding

15

16

Q- Referring to Schedule A of Attachments RCS-2 and RCS-3, what is shown on lines 18

through 38?

Line s  18 through 38 pre s e nt the  ca lcula tions  of CCWC's  a nd S ta ff's  a mount to  be

re cove re d or re funde d through a  s urcha rge . Co lumns  E  a nd  F  p re s e n t CCWC's

ca lcula tions  a nd columns  G a nd H pre s e nt S ta ffs  ca lcula tions . The  forma t fo r th is

pre senta tion is  s imila r to Schedule  A-l of CCWC's  July 6, 2007 amended filing

See, e.g., Decision No. 68176, page 38, finding of fact #15
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1 Q Please identify the areas of agreement and disagreement between Staff and CCWC

regarding the calculations shown on your Attachments RCS-2 and RCS-3, Schedule

4 A.

5

6

The areas of apparent agreement between Staff and CCWC concerning the calculation

include the following

The FVRB is $20,340,298, as shown on line 1, per the Commission's

determination in Decision No. 68176. For purposes of this presentation, both

CCWC and I have used the FVRB of $20,340,298 that was determined by the

Commission in Decision No. 68176.

The  ca lcula tion me thod shown on lines  1 through 16 should be  used to de te rmine

the  revenue  deficiency.

The gross revenue conversion factor ("GRCF") of L6286, shown on line 13,

should be used. This is the same GRCF that the Commission used to determine

the revenue requirement in Decision No. 68176.

It would be  a ppropria te  to a pply a  Fina ncing cos t to the  a mount of the  a nnua l

deficiency or excess .

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

The  ove ra ll fa ir va lue  ra te  of re turn tha t the  Commis s ion de te rmine s  s hould be

applied to the  FVRB should be  used to de te rmine  the  amount of financing cos t on

the  annual deficiency or excess.

The  a reas  of disagreement include  the  following:
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The amount of adjusted net operating income. CCWC's July 6, 2007 amended

filing includes additional pro forma adjustments that serve to reduce test year

adjusted net operating income by $9,320. Staff has used the same test year

adjusted net operating income of $614,247 that the Commission determined in

Decision No. 68176. As noted above, I am advised by Staff legal counsel that this

amount was not in dispute at the Court of Appeals, and therefore should not be

subject to revision in this remand proceeding. The issue for this remand

proceeding is how to determine the fair value rate of return that should be applied

to fair value rate base, and to recalculate the revenue requirement based on that

What fa ir va lue  ra te  of re turn should be  applied to the  fa ir va lue  ra te  base?

Whe the r CCWC's  ra te pa ye rs  s hould be  s urcha rge d for a dditiona l ra te  ca s e

expense, and, if so, what is a  reasonable and appropriate  amount?

1 8 Q

Company-Proposed Revisions to the Test Year Amount of Net Operating Income

Determined by the Commission in Decision No. 68176

Should revisions be made to the test year amount of net operating income that the

Commission determined in Decision No. 68176?

No. The  tes t yea r amount of ne t opera ting income was  de te rmined by Decis ion No. 68176

and was  not subject to dispute  in CCWC's  appea l and the re fore  should not be  pa rt of the

ins ta nt re ma nd proce e ding. The  Compa ny's  "minor a djus tme nts  to prope rty ta x a nd

income  ta x e xpe nse " lis te d on its  Re ma nd S che dule  C-1, should the re fore  be  re je cte d

CCWC note s  on pa ge  5 of its  July 6, 2007 a me nde d filing tha t, in its  opinion, the  is sue s

be fore  the  Commis s ion  on  re ma nd  a re  e xtre me ly na rrow a nd  tha t the  bu lk o f the

Commiss ion's  de te rmina tions  in Decis ion No. 68176 were  not cha llenged on appea l. The
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Company's  a ttempt to re troactive ly revise  the  Commiss ion's  de te rmina tion of te s t yea r ne t

ope ra ting income  is  the re fore  incons is tent with this  obse rva tion in the  Company's  filing

5 Q

Fair Value Rate of Return to Apply to Fair Value Rate Base

How did CCWC determine the fair value rate of return to apply to fair value rate

base in its filing

In CCWC's July 6, 2007 amended filing, as shown on Schedule A-1, the Company has

attempted to apply the 7.60 percent rate of return that was developed for application to an

original cost rate base, to the FVRB

1 1 Q What did the Court of Appeals decision state concerning whether the rate of return

that was developed for application to an original cost rate base should be applied

without adjustment, to the fair value rate base?

The  Court of Appe a ls  spe cifica lly s ta te d tha t the  Commiss ion wa s  not bound to a pply a

ra te  o f re tu rn  tha t wa s  de ve lope d  fo r us e  Mth  a n  o rig ina l cos t ra te  ba s e , withou t

adjustment, to the  fa ir va lue  ra te  base . Page  9 of the  Court of Appeals  decision sta ted tha t

Cha pa rra l City a sks  tha t the  Commiss ion be  directed to apply the  'authorized ra te  of

re turn' to the  fa ir va lue  ra te  base  ra ther than to the  OCRB, as  Chaparra l City contends was

done  he re ." At page  13, pa ragraph 17, the  CoLu't of Appea ls  decis ion s ta te s  a s  follows

The Commission asserts  tha t it was not bound to use  the  weighted average  cost of capita l

a s  the  ra te  of re turn to be  a pplie d to the  FVRB. The  Commis s ion is  corre ct." Thus , the

Court of Appe a ls  cle a rly s ta te d tha t the  Commiss ion is  not bound to a pply to the FVRB

the  s a me  we ighte d a ve ra ge  cos t of ca pita l tha t wa s  de ve lope d for a pplica tion to the
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1

2

Q- What other guidance did the Court of Appeals provide for determining an

appropriate fair value rate of return to apply to the FVRB?

A. At pa ge s  13-14, pa ra gra ph 17, the  Court of Appe a ls  de cis ion s ta te d tha t: ". . .  th e

Commis s ion ca nnot ignore  its  cons titutiona l obliga tion to ba s e  ra te s  on a  utility's  fa ir

va lue . The  Commiss ion cannot de te rmine  ra te s  based on the  origina l cos t, or OCRB, and

then engage  in a  supe rfluous  ma thematica l exe rcise  to identify the  equiva lent FVRB ra te

ofre tum." At page  13, the  decis ion s ta te s : "If the  Commiss ion de te rmines  tha t the  cos t of

ca pita l a na lys is  is  not the  a ppropria te  me thodology to de te rmine  the  ra te  of re turn to be

a pplie d to the  FVRB, the  Commis s ion ha s  the  dis cre tion to de te rmine  the  a ppropria te

methodology." Thus, a  superfluous mathematica l exercise  cannot be  used, i.e ., there  must

be  a ppropria te  e conomic a nd fina ncia l logic a nd support unde rlying the  de te rmina tion of

the  fa ir va lue  ra te  of re turn tha t is  a pplie d to the  FVRB. The  Court of Appe a ls  cle a rly

in d ica te d  th a t th e  Co mmis s io n  h a s  th e  d is c re tio n  to  d e te n n in e  th e  a p p ro p ria te

me thodology.

Q- How has Staff addressed the ruling in the Court of Appeals' decision for purposes of

the current remand proceeding concerning the CCWC rate case?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 1

23

2 4

25

26

A . In  vie w o f th e  Co u rt o f Ap p e a ls '  d e c is io n  in  th e  Ch a p a rra l C ity ca s e , S ta ff ha s

a ppropria te ly a djus te d the  we ighte d cos t of ca pita l to de ve lop a n a ppropria te  fa ir va lue

ra te  o f re tu rn  to  a pp ly to  the  u tility's  fa ir va lue  ra te  ba s e . Da vid  P a rne ll's  Dire ct

Te s timony in the  ins ta nt ca se  de scribe s  S ta ffs  re vis ion to the  fa ir va lue  ra te  of re turn on

fa ir va lue  ra te  ba s e  ca lcu la tions  in  vie w of the  re ce n t Court o f Appe a ls ' de cis ion

conce rning Cha pa rra l. As  I note d a bove , S ta ff is  pre se nting the  Commiss ion with two .

a lte rna tive s  for de te rmining the  a ppropria te  fa ir va lue  ra te  of re turn for a pplica tion to the

FVRB.
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Atta chme nt RCS -2. S che dule  D shows  the  de riva tion of the  fa ir va lue  ra te  of re turn for

a pplica tion to the FVRB for S ta ffs  firs t a lte rna tive  ba s e d on the  re comme nda tion of

P a rne ll. On S che dule  A of tha t e xhibit, I ha ve  a pplie d S ta ffs  fa ir va lue  ra te  of re turn a s

de scribe d by Mr. Purce ll in his  Dire ct Te s timony. The  cos t ra te  a pplica ble  to the  a mount

o f FVRB tha t is  in excess  of the  OCRB is  ze ro, s ince  tha t ra te  base  is  not reported on the

utility's  financia l s ta tements  and the re fore  has  not been financed by any source  of capita l

(such a s  debt or equity) tha t is  reported on the  utility's  financia l s ta tements . As  expla ined

by Mr. P a rce ll, the  fina ncing cos t ra te  for ite ms  in the  fa ir va lue  ra te  ba se  tha t ha ve  not

be e n fina nce d with de bt or e quity on the  utility's  books  is  ze ro. As  s hown on E b it

RCS-2, Schedule  A, the  applica tion of S ta ffs  fa ir va lue  ra te  of re turn to the  FVRB re sults

in a  revenue  increase  of $1,099,862 In this  ins tance , the  applica tion of this  fa ir va lue  ra te

of re turn to the  FVRB produce s  a  s lightly lowe r re ve nue  re quire me nt tha n doe s  the

applica tion of the  cus tomary WCOC to OCRB

1 5 Q Has  Staff s e lec tive ly tes ted this  method on other utilities ?

Ye s . S ta ff ha s  pe rforme d ca lcula tions  us ing this  me thod for othe r Arizona  utilitie s . In

each ins tance , it resulted in a  diffe rent amount of revenue  deficiency than did applying the

origina l cos t-ba s e d ra te  of re turn to the  origina l cos t ra te  ba s e . Thus , it is  not a  me re

superfluous mathematica l exercise

2 1 Q Please summarize the economic and financial logic supporting the use of a zero cost

rate to the portion of the FVRB that is in excess of the OCRB

The  we ighte d a ve ra ge  cos t of ca pita l is  initia lly de ve lope d to a pply to the  OCRB. The

origina l cos t ra te  ba se  is  ba se d on a mounts  re corde d on the  utility's  books . The  origina l

cos t ra te  base  is  financed with debt and equity (and sometimes  othe r sources  of cos t free

ca pita l) tha t a re  re corde d on the  utility's  books . The  diffe re nce  be twe e n the  FVRB a nd
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the  OCRB has  not been financed by any identifiable  debt or equity capita l on the  utility's

books . Thus , tha t portion of the  FVRB e s s e ntia lly ha s  a  ze ro cos t. In othe r words , a s

shown on Attachment RCS-2, Schedule  D, the  weighted average  cost of capita l deve loped

for the  a pplica tion to the  OCRB is  a ppropria te ly a djus te d for a pplica tion to a  FVRB by

re ca lcula ting the  ca pita l s tructure  ra tios  a nd a s s igning a  ze ro  fina ncing cos t to  the

compone nt of FVRB tha t is  not s upporte d by de bt a nd e quity on the  utility's  books

Additiona l e xpla na tion of the  s upport for this  me thod, from a  fina ncia l pe rs pe ctive , is

presented in the  tes timony of Parne ll.

Q~ Please explain Staff's second alternative for the fair value rate of return for

application to the FVRB that Staff is presenting for the Commission's consideration.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

A. Atta chme nt RCS -3, S che dule  D shows  the  de riva tion of the  fa ir va lue  ra te  of re turn for

S ta ffs  s e cond a lte rna tive  for a pplica tion to the  FVRB. This  a lte rna tive  is  de s cribe d in

Mr, P urce ll's  Dire ct Te s timony a nd a pplie s  a  cos t ra te  to the  a mount ofFVRB tha t is  in

excess  of the  OCRB. The  cos t ra te  applicable  to the  amount ofFVRB tha t is  in excess  of

the  OCRB is  based on the  mid-point of a  range  from ze ro to 2.5 pe rcent. As  expla ined by

Mr. Pa rce ll, the  2.5 pe rcent maximum point in the  range  is  ba sed on a  risk-free  cos t ra te ,

le s s  infla tion. This  me thod re sults  in a  fa ir va lue  ra te  of re turn for FVRB of 6.54 pe rce nt,

as shown on Schedule  D.

25

26

I On Schedule  A of tha t exhibit, Shave  applied this  6.54 pe rcent fa ir va lue  ra te  of re turn a s

de s cribe d by Mr. P a rne ll in his  Dire ct Te s timony, to de te rmine  a n a lte rna tive  re ve nue

re quire me nt for the  Commiss ion's  cons ide ra tion. As  shown on Exhibit RCS-3, Sche dule

A, the  a pplica tion of S ta ffs  a lte rna tive  fa ir va lue  ra te  of re turn to the  FVRB re s ults  in a

re ve nue  incre a s e  of $l,166,l16; If this  a lte rna tive  me thod of de te rmining the  fa ir va lue

ra te  of re turn to  a pply to the  FVRB is  use d, a  highe r re ve nue  re quire me nt re sults  for
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C C WC . The  $1 ,166 ,116  re ve nue  de fic ie nc y p roduc e d  by th is  me thod  e xc e e ds  the

$1 ,107 ,596  de te rmine d  by the  Commis s ion  in  Docke t No . 68176  by $58 ,520 . In  o the r

words , the  a pplica tion of the  a lte rna tive  fa ir va lue  ra te  of re turn to the F VR B produce s  a

highe r re ve nue  re quire me nt tha n doe s  the  a pplica tion of the  una djus te d we ighte d cos t of

ca pita l to OCRB

E

Q

Rate Case Expense

What amount of additional rate case expense is CCWC requesting

7

8

9 A In its July 6, 2007 amended filing, at page 2, CCWC is requesting an additional $100,000

of rate case expense. This is double the $50,000 for additional rate case expense that

CCWC requested in its June 3, 2007 filing.1 1

1 2

1 3 At pa ge  6 of its  J uly 6, 2007 a me nde d filing, CCWC s ta te s  tha t:

14

15
16
17
18
19
2 0
2 1
22
23
2 4
25
2 6

"The amount requested by the Company, $100,000, is approximately the amount
the Company has incurred since October 1, 2005, through the date ofthisjiling.
The Company w i l l  incur  addi t iona l  cos ts  in  connec t ion w i th  the remand
proceedings before the Commission, including (but not limited to) review of the
direct and surrebuttal testimony of Sta# and RUCO; the preparation of rebuttal
and rejoinder testimony by its witnesses; an evidentiary hearing (that is likely to
take two days to complete); and post-heanlng briefing and other proceedings,
including an open meeting. The Company estimates that total rate case expense

from October I, 2005, through the completion of the remand proceeding will be
approximately $200,000. The Company has elected ro substantially reduce its
aahustment to rate ease expense in order to eliminate any disputes about the
amount of rate ease expense and simply? the issues on remand "

Q, 011 what basis does CCWC state that it is requesting additional rate case expense?

2 7

28

2 9

3 0

3 1

A. P a ge  2 of CCWC's  J uly 6, 2007 a me nde d filing s ta te s  a s  follows  conce rning its  re que s t

for additiona l ra te  cas e  expens es
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1
2
3
4

Chaparral City's rate case expense has been increased by $100,000 to take
into amount the additional fees and costs incurred by Chaparral City since
October 1, 2005, including its successful appeal of Decision No. 68176 and costs
related to the remandproceeding. "

5

6 Q.

7~ A.

8

9

10

11

12

13

14

Didn't the Court of Appeals reject a large portion of CCWC's arguments?

Ye s , it a ppe a rs  so. In its  a ppe a l CCWC ha d cha lle nge d two is sue s : (1) the  me thodology

employed by the  Commiss ion in Decis ion No. 68176 to es tima te  the  cos t of equity capita l,

a nd (2) the  ra te  of re turn a pplica ble  to FVRB. Conce rning the  firs t is s ue , the  Court of

Appe a ls  de te rmine d tha t CCWC fa ile d to ma ke  a  cle a r a nd convincing showing tha t the

Commis s ion's  a doption of the  Commis s ion's  Utilitie s  Divis ion S ta ffs  re comme nda tion

was  unlawful or unreasonable . The  Court a ffirmed the  Commiss ion's  de te rmina tion of the

cos t of e quity ca pita l. Thus , one would tend to conclude  dirt CCWC was  unsuccessMl in

its  appeal of tha t issue .

15

1 6

17

18

1 9

2 0

21
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27

28

I

S e cond , a s  no te d  a bove  in  my te s timony, conce rn ing  the  s e cond  is s ue , i.e . ,  the

de te rmina tion  of a n  a ppropria te  ra te  o f re tu rn  to  the  FVRB, the  Court o f Appe a ls

s pe cifica lly le d tha t the  Commis s ion wa s  not bound to a pply to the  FVRB the  ra te  of

re turn tha t wa s  de ve lope d for OCRB. S pe cifica lly, the  Court rule d tha t the  Commiss ion

wa s  not bound to a pply a n a uthorize d ra te  of re turn tha t wa s  de ve lope d for use  with a n

origina l cost ra te  base , without adjustment, to the  fa ir va lue  ra te  base . Page  9 of the  Court

of Appe a ls  de cis ion s ta te d tha t: "Cha pa rra l City asks  tha t the  Commission be  directed

to apply the  'authorized la te  of re turn' to the  fa ir va lue  ra te  base  ra the r than to the  OCRB,

a s  Cha pa rra l City conte nds  wa s  done  he re ." I note  tha t in its  J uly 6, 2007 a me nde d

re ma nd filing, CCWC is  a ga in a s king the  Commis s ion to a pply the  'a uthorize d ra te  of

re turn' tha t wa s  de ve lope d for OCRB, to the  fa ir va lue  ra te  ba se . At pa ge  13, pa ra gra ph

17, the  Court of Appea ls  decis ion s ta te s  a s  follows: "The  Commiss ion a sse rts  tha t it was

not bound to use  the  weighted average  cost of capita l as  the  ra te  of re turn to be  applied to
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the  FVRB. The  Commis s ion is  corre ct." Thus , the  Court of Appe a ls  cle a rly s ta te d tha t

the  Commiss ion is  not bound to a pply to the  FVRB the  s a me  we ighte d a ve ra ge  cos t of

ca pita l tha t wa s  de ve lope d for a pplica tion to the  OCRB, which is  wha t CCWC is  a sking

the  Commission to do in this  case .

Based on the above, CCWC's mapped of Decision No. 68176 appears to have met with

only limited success, at best, and does not appear to represent justification for the

substantially increased rate case expense that is now being requested by the Company.

Q- Should CCWC's ratepayers be charged for the Company's attorney fees and costs

related to the appeal?

CCWC's July 6, 2007 amended filing states that its request for additional rate case

expense is "to take into account the additional fees and costs incurred since October 1,

2005," including costs related to the appeal. I am informed by Staff legal counsel that a

state statute, A.R.S. § 12-348, prevents a utility, such as CCWC, from recovering attorney

fees related to an appeal of a rate order.
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Q- What is Staffs position concerning whether CCWC should be permitted to charge

ratepayers for additional rate case expense? .

A.

Sta ffs  pos ition conce rning this  is  ba se d upon the  following a na lys is  a nd cons ide ra tions .

CCWC took e xce ption to a  Commiss ion de cis ion a nd wa s  unsucce s s ful in la rge  pa N in

ge tting its  re comme nda tions  a dopte d by the  Court of Appe a ls . As  note d a bove , S ta ff

be lie ve s  tha t CCWC is  pre ve nte d by la w iron re cove ring a ttorne y fe e s  re la te d to tha t

a ppe a l. Howe ve r, S ta ff doe s  not obje ct to CCWC's  re cove ry of a  norma lize d le ve l of

reasonable  and prudent ra te  case  expenses in the  context of a  ra te  case  proceeding. In this

re ga rd, S ta ff note s  tha t in Docke t No. W-02113A-04-0616 a  norma lize d a mount of ra te
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case  expense  for CCWC has  a lready been included in the  de te rmina tion of ne t ope ra ting

income .' In othe r words , a  norma lized leve l of ra te  ca se  expense  was  a lready re flected in

the  de te rmina tion of ne t ope ra ting income  in De cis ion No. 68176. Cons e que ntly, S ta ff

vie ws  the  a dditiona l ra te  ca s e  e xpe ns e  re que s te d by CCWC re la te d to  the  re ma nd

proceeding as  be ing in excess  of a  normalized leve l of reasonable  and prudently incurred

cost. Accordingly, Shave  not re flected any additiona l ra te  case  cos t on Attaclnnents  RCS

2 or RCS-3. Schedule  A

9 111.

10 Q

REVISED SCHEDULES OF RATES AND CHARGES FOR UTILITY SERVICE

Have you calculated the amount of surcharge or sur-credit related to Staff's

recalculation of the revenue requirement for CCWC?

Yes. This is shown on Attadnnents RCS-2 and RCS-3 on Schedule A. It follows a

s imila r format, for ease  of re fe rence  and comparison, to Remand Schedule  A-1, page  2 of

2, tha t was  presented by CCWC in its  July 6, 2007 filing

Under the first alternative. as shown on Attachment RCS-2. Schedule A. columns G and

H, a refund of $18,053 (based on the annual revenue impact of $7,734) would be due from

CCWC to its customers. Using the gallons of water sold in 2006, this would equate to a

sur-credit of l cent ($0.010) per thousand gallons

Unde r the  se cond a lte rna tive . a s  shown on Atta chme nt RCS -3. S che dule  A. columns  G

and H, an amount of $137,264 would be  recoverable  by CCWC from its  cus tomers . Using

I am advised by Staff that, in the rate case, CCWC had requested a normalized allowance for rate case expense
$213,750, normalized over a three-year period for an annual allowance of $71,250. Staff reviewed this normalized
amount and proposed no adjustment in the rate case. Staff did propose other normalization adjustments in the rate
case, which were adopted by the Commission. Decision No. 68176 contains a section labeled "Normalization of
Expenses" and the Order adopts Staffs recommendations on the normalization of four accounts. The Staff direct and
surrebuttal testimonies discuss die "normalization" of four other expense accolmts: office supplies and expense
outside services, transportation expense, and miscellaneous expense
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the gallons of water sold in 2006, this would equate to a surcharge of 7.3 cents ($0.073)

per thousand gallons.

Q, Under Staff's first alternative, does Staff recommend a rate change for CCWC?

No. Be ca use  of the  sma ll s ize  of the  $18,053 a nd the  re sulta nt sur-cre dit of only 1 ce nt

per thousand ga llons , if the  Commiss ion finds  tha t this  a lte rna tive  appropria te ly addresses

the  conce rns  e xpre sse d by the  Court of Appe a ls  conce rning the  fa ir va lue  ra te  of re turn

a pplica ble  to FVRB, S ta ff is  re comme nding tha t no ra te  cha nge  (i.e ., no s ur-cre dit) be

implemented.

Q- If the Commission were to adopt Staff's second alternative for the fair value rate of

return as presented in Attachment RCS-3, would a rate change be necessary?
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Yes. As shown on Attachment RCS-3, Schedule A, lines 18-40, the Company's and

Staffs surcharge calculations are based on an assumed rate recovery period starting in

October 2007 and continuing for a period of 12 months (September 2008) or when full

recovery is made. under Staffs alternative

calculation, the initial surcharge, based on the $l37,264, of $0.073 per thousand gallons, is

anticipated to be in effect during the period October 2007 through September 2008. In

addition to the surcharge that would be necessary to collect the past revenue deficiency,

with interest, some minor adjustments to the Company's existing rates would be necessary

to recover prospectively the annual revenue deficiency of $58,520 that would continue

after September 2008. One way of addressing this would be via a lower amount of

surcharge after the $137,264 "total amount to be recovered" on Attachment RCS-3,

column H, line 38, were recovered. Using the 2006 gallons sold of 1,885,008,000, the

$58,820 annual revenue deficiency that would continue after September 2008 equates to a

surcharge of $0.031 (i.e., 3.1 cents) per thousand gallons. That reduced surcharge could

As  s h o wn  in  c o m m  H lin e s  3 8 -4 0 ,

A.

A.

s
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then be applied commencing in October 2008, or earlier, if the $137,264 "total amount to

be recovered" were recovered prior to September 30, 2008. Earlier recovery could

potentially occur if water sales volumes during the recovery period exceed the 2006

gallons sold during 2006, which were used to derive the surcharge amount

6 Q Staff has presented two alternative calculations of the fair value rate of return on

FVRB to the Commission. Do you have an opinion on which of the two alternatives

is more appropriate and why

Yes. Because the difference between the FVRB and OCRB has not been financed with

any debt or equity capital that is recorded on the utility's books, I believe the assignment

of a zero east rate to that component of the FVRB, as shown on Attachment RCS~2

Schedule D, in order to compute the fair value rate of return on FVRB best conforms with

economic and financial principles. For CCWC, therefore, I recommend that the

Commission adopt the fair value rate of retUrn of 6.34 percent shown on Attachment RCS

2, for application to theFVRB of $20,340,298. As noted elsewhere in my testimony, and

shown on Attachment RCS-2, Schedule A, this alternative would produce a refund of

$18,053 and a sur-credit of l cent per thousand gallons

19 Q Does this conclude your testimony

Yes. it does



Attachment RCS-1
QUALIFICATIONS OF RALPH c. SMITH

Accomplishments
Mr. Smith's professional credentials include 'being a Certified Financial PlannerTm professional, a licensed
Certified Public Accountant and attorney. He iiinctions as project manager on consulting projects
involving utility regulation, regulatory policy and ratemaldng and utility management. His involvement in
public utility regulation has included project management and in-depth analyses of numerous issues
involving telephone, electric, gas, and water and sewer utilities

Mr. Smith has performed work in the field of utility regulation on behalf of industry, PSC staffs, state
attorney generals, municipalities, and consumer groups concerning regulatory matters before regulatory
agencies in Alabama, Alaska, Arizona, Arkansas, California, Connecticut, Delaware, Florida, Georgia
Hawaii, Illinois, Indiana, Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New
Jersey, New York, Nevada,NorthDakota, Ohio, Pennsylvania, South Carolina, South Dakota, Texas
Washington, Washington, D.C.,Canada,Federal Energy Regulatory Cormnission and various state and
federal courts of law. He has presented expert testimony in regulatory hearings on behalf of utility
commission staffs and iutervenors onseveral occasions

Project manager 'm Larkin & Associates' review, on behalf of the Georgia Commission Staff; of the budget
and planning activities of Georgia Power Company; supervised 13 professionals, coordinated over 200
interviews with Company budget center managers and executives; organized and edited voluminous audit
report; presented testimony before the Commission. Functional areas covered included fossil plant O&M
headquarters and district operations, internal audit, legal, affiliated transactions, and responsibility
reporting. All of our findings and recommendations were accepted by the Commission

Key team member in the fern's management audit of the Anchorage Water and Wastewater Utility on
behalf of the Alaska Commission Start which assessed the effectiveness of the Utility's operations in
several areas, responsible for in-depth investigation and report writing in areas involving information
systems, finance and accounting, affiliated relationships and transactions, and use of outside contractors
Testified before the Alaska Commission concerning certain areas of the audit report. AWWU concurred
with each of Mr. Smith's 40 plus recommendations for improvement

Co-consultant in the analysis of the issues surrounding gas transportation performed for the law firm of
Cravath, Swains & Moore in conjunction with the case of Reynolds Metals Co. vs. the Columbia Gas
System, Inc., drafted in-depth report concerning the regulatory treatment at both state and federal levels of
issues such as flexible pricing and mandatory gas transportation

Lead consultant and expert witness in the analysis of the rate increase request of the City of Austin
Electric Utility on behalf of the residential consumers. Among the numerous ratemaking issues addressed
was the economies of the Utility's employment of outside services; provided both written and oral
testimony outlining recommendations and their bases. Most of Mr. Smith's recommendations were adopted
by the City Council and Utility in a settlement

Key team member performing an analysis of the rate stabilization plan submitted by the Southern Bell
Telephone & Telegraph Company to the Florida PSC; performed comprehensive analysis of the Company's
projections and budgets which were used as the basis for establishing rates

Leadconsultant in analyzing Southwestern Bell Telephone separations in Missouri, sponsored the complex
technical analysis and calculations upon which the firm's testimony in that case was based. He has also
assisted in analyzing changes in depreciation methodology for setting telephone rates
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Lead consultant in the review of gas cost recovery reconciliation applications of Michigan Gas Utilities
Company, Michigan Consolidated Gas Company, and Consumers Power Company. Drafted
recommendations regarding the appropriate rate of interest to be applied to any over or under collections
and the proper procedures and allocation methodology to be used to distribute any refunds to customer
classes.

Lead consultant in the review of Consumers Power Company's gas cost recovery refund plan. Addressed
appropriate interest rate and compounding procedures and proper allocation methodology.

Project manager in the review of the request by Central Maine Power Company for an increase in rates.
The major area addressed was the propriety of the Company's ratemaking attrition adjustment in relation to
its corporate budgets and projections.

Project manager in an engagement designed to address the impacts of the Tax Reform Act of 1986 on gas
distribution utility operations of the Northern States Power Company. Analyzed the reduction in the
corporate tax rate, uncollectibles reserve, ACRS, unbilled revenues, customer advances, CIAC, and timing
of TRA-related impacts associated with the Company's tax liability.

Project manager and expert witness in the determination of the impacts of the Tax Reform Act of 1986 on
the operations of Connecticut Natural Gas Company on behalf of the Comlecticut Department of Public
Utility Control - Prosecutorial Division, Colmecticut Attorney General, and Connecticut Department of
Consumer Counsel.

Lead Consultant for The Minnesota Department of Public Service ("DPS") to review the Minnesota
Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell Telephone Company ("NWB")
doing business as U S West Communications ("USWC"). Objective was to express an opinion as to
whether current rates addressed by the plan were appropriate from a Minnesota intrastate revenue
requirements and accounting perspective, and to assist in developing recommended modifications to
NWB's proposed Plan.

Performed a variety of analytical and review tasks related to our work effort on this project. Obtained and
reviewed data and performed other procedures as necessary (1) to obtain an understanding of the
Company's Incentive Plan filing package as it relates to rate base, operating income, revenue requirements,
and plan operation, and (2) to formulate an opinion concerning the reasonableness of current rates and of
amounts included within the Company's Incentive Plan filing. These procedures included requesting and
reviewing extensive discovery, visiting the Company's offices to review data, issuing follow-up
information requests in many instances, telephone and on-site discussions with Company representatives,
and frequent discussions with counsel and DPS Staff assigned to the project.

Lead Consultant in the regulatory analysis of Jersey Central Power & Light Company for the Department
of the Public Advocate, Division of Rate Counsel. Tasks performed included on-site review and audit of
Company, identification and analysis of specific issues, preparation of data requests, testimony, and cross
examination questions. Testified in Hearings.

Assisted the NARUC Committee on Management Analysis with drafting the Consultant Standards for
Management Audits.

Presented training seminars covering public utility accounting, tax reform, ratemaldng, affiliated
transaction auditing, rate case management, and regulatory policy in Maine, Georgia, Kentucky, and
Pennsylvania. Seminars were presented to commission staffs and consumer interest groups.
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Previous  Pos itions

With Larkin, Chapski and Co., the predecessor Finn to Larkin & Associates, was involved primarily in
utility regulatory consulting, and also in tax planning and tax research for businesses and individuals, tax
return preparation and review, and independent audit, review and preparation of financial statements

Installed computerized accounting system for a realty management firm

Educa tion

Bachelor of Science in Administration 'm Accounting, with distinction, University of Michigan, Dearbcun,
1979

Master of Science in Taxation, Walsh College, Michigan, 1981. Master's thesis dealt with investment tax
credit and property tax on various assets.

Juris Doctor, cum laude, Wayne State University Law School, Detroit, Michigan, 1986. Recipient of
American Jurisprudence Award for academic excellence.

Continuiazg education requited to maintain CPA license and CFP® certificate.

Passed all pans of CPA examination in fist sitting, 1979. Received CPA certificate in 1981 and Certified
Financial Planning certificate in 1983. Admitted to Michigan and Federal bars in 1986.

Michigan Ba r Associa tion.

American Bar Association, sections on public utility law and taxation.

Partia l lis t of utility cases  pa rticipa ted in:

79-228-EL-FAC
79-231 -EL-FAC
79~535-EL-AIR
80-235-EL-FAC
80-240-EL-FAC
U- 1933*
U-6794
8 I -0035TP
81 -0095TP
81 ~308-EL-EFC
810136-EU
GR-81 -342
Tr-81 -208
U-6949
8400
18328
18416
820100-EU
8624
8648
U-7236
U6633-R
U-6797-R

Cincinnati Gas & Electric Company (Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
East Ohio Gas Company (Ohio PUC)
Ohio Edison Company (Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
Tucson Electric Power Company (Arizona Corp. Commission)
Michigan Consolidated Gas Co. --16 Refunds (Michigan PSC)
Southern Bell Telephone Company (Florida PSC)
General Telephone Company of Florida (Florida PSC)
Dayton Power & Light Co.- Fuel Adjustment Clause (Ohio PUC)
Gulf Power Company (Florida PSC)
Northern States Power Co. -- E-002/Minnesota (Minnesota PUC)
Southwestern Bell Telephone Company (Missouri PSC))
Detroit Edison Company (Michigan PSC)
East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Alabama Gas Corporation (Alabama PSC)
Alabama Power Company (Alabama PSC)
Florida Power Corporation (Florida PSC)
Kentucky Utilities (Kentucky PSC)
East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Detroit Edison - Burlington Northern Refund (Michigan PSC)
Detroit Edison - MRCS Program (Michigan PSC)
Consumers Power Company -MRCS Program (Michigan PSC)
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U-5510-R Consumers Power Company - Energy conservation Finance
Program (Michigan PSC)
South Carolina Electric & Gas Company (South Carolina PSC)
Generic Working Capital Hearing (Michigan PSC)
Westcoast Transmission Co., (National Energy Board of Canada)
Southern Bell Telephone & Telegraph Co. (Florida PSC)

82-240E
7350
RH-1-83
820294-TP
82-165-EL-EPC
(Subfile A)
82-168-EL-EPC
830012-EU
U-7065
8738
ER-83-206
U-4758
8836
8839
83-07-15
8l~0485-WS
U-7650
83-662
U-7650
U-6488-R
U-15684
7395 & U-7397
820013-WS
U-7660
83-1039
U-7802
83-1226
830465-EI
U-7777
U-7779
U-7480-R
U-7488-R
U-7484-R
U-7550-R
U-7477-R**
18978
R-842583
R-842740
850050-EI
16091
19297
76-18788AA
&76-18793AA

Toledo Edison Company(Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
Tampa Electric Company (Florida PSC)
The Detroit Edison Company - Fermi II Michigan PSC)
Columbia Gas of Kentucky, Inc. (Kentucky PSC)
Arkansas Power & Light Company (Missouri PSC)
The Detroit Edison Company .- Refunds (Michigan PSC)
Kentucky American Water Company (Kentucky PSC)
Western Kentucky Gas Company (Kentucky PSC)
Connecticut Light & Power Co. (Connecticut DPU)
Palm Coast Utility Corporation (Florida PSC)
Consumers Power Co. - Partial and Immediate (Michigan PSC)
Continental Telephone Company of California, (Nevada PSC)
Consumers Power Company .- Final (Michigan PSC)
Detroit Edison Co., FAC & PIPAC Reconciliation (Michigan PSC)
Louisiana Power & Light Company (Louisiana PSC)
Campaign Ballot Proposals (Michigan PSC)
Seacoast Utilities (Florida PSC)
Detroit Edison Company (Michigan PSC)
CP National Corporation (Nevada PSC)
Michigan Gas Utilities Company (Michigan PSC)
Sierra Pacific Power Company (Nevada PSC)
Florida Power & Light Company (Florida PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company (Michigan PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company - Gas (Michigan PSC)
Michigan Gas Utilities Company (Michigan PSC)
Detroit Edison Company (Michigan PSC)
Indiana & Michigan Electric Company (Michigan PSC)
Continental Telephone Co. of the South Alabama (Alabama PSC)
Duquesne Light Company (Pennsylvania PUC)
Pennsylvania Power Company (Pennsylvania PUC)
Tampa Electric Company (Florida PSC)
Louisiana Power & Light Company (Louisiana PSC)
Continental Telephone Co. of the South Alabama (Alabama PSC)

Detroit Edison - RefUnd - Appeal of U~4807 (Ingham
County, Michigan Circuit Court)

85-53476AA
& 85-534785AA Detroit Edison Refund - Appeal of U-4758

(Ingham County, Michigan Circuit Com)
Consumers Power Company - Gas Refunds (Michigan PSC)
United Telephone Company of Missouri (Missouri PSC)
Central Maine Power Company (Maine PSC)

U-8091/U-8239
TR-85-179**
85-212
ER-85646001
& ER-85647001
850782-EI & 850783-EI
R-860378

New England Power Company (FERC)
Florida  Power & Light Company (Florida  PSC)
Duquesne Light Company (Pennsylvania  PUC)
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R-850267
851007-WU
& 840419-S U
G-O02/GR-86- 160
7195 (Interim)
87-01-03
87-01 -02

Pennsylvania Power Company (Pennsylvania PUC)

R-860378
3673-
29484
U-8924
Docket No. 1
Docket E-2, Sub 527
870853
880069**
U-1954-88-102
T E-1032-88-102
89-0033
U-89-2688-T
R-891364
F.C. 889
Cas e NO. 88/546*

87-11628*

8903 I9-EI
891345 -EI
ER 8811 0912]
6531
R0901595
90-10
89-12-05
900329-WS
90- 12-018
90-E-1185
R~911966
1.90-07-037, Phas e II

U-1551-90-322
U-1656-91-134
U-2013-91-133
91-1'74***

U-1551-89-102
& U-1551-89-103
Docket No. 6998
TC-91-040A a nd
TC-91-040B

9911030-WS &
911-67~WS
922 I80
7233 and 7243

Florida Cities Water Company (Florida PSC)
Northern States Power Company (Minnesota PSC)
Gulf States Utilities Company (Texas PUC)
Connecticut Natural Gas Company (Connecticut PUC))
Southern New England Telephone Company
(Connecticut Department of Public Utility Control)
Duquesne Light Company Surrebuttal (Pennsylvania PUC)
Georgia Power Company (Georgia PSC) ,
Long Island Lighting Co. (New York Dept. of Public Service)
Consumers Power Company .-. Gas (Michigan PSC)
Austin Electric Utility (City of Austin, Texas)
Carolina Power & Light Company (North Carolina PUC)
Pennsylvania Gas and Water Company (Pemisylvania PUC)
Southern Bell Telephone Company (Florida PSC)
Citizens Utilities Rural Company, Inc. & Citizens Utilities
Company, Kinsman Telephone Division (Arizona CC)
Illinois Bell Telephone Company (Illinois CC)
Puget Sound Power & Light Company 0Nashington UTC))
Philadelphia Electric Company (Pennsylvania PUC)
Potomac Electric Power Company (District of Columbia PSC)
Niagara Mohawk Power Corporation, et al Plaintiffs, v.
Gulf+Western, Inc. et al, defendants (Supreme Court County of
Onondaga, State of New York)
Duquesne Light Company, et al, plaintiffs, against Gulf+
Western, Inc. et al, defendants (Court of the Common Pleas of
Allegheny County, Pennsylvania Civil Division)
Florida Power & Light Company (Florida PSC)
Gulf Power Company (Florida PSC)
Jersey Central Power & Light Company (BPU)
Hawaiian Electric Company (Hawaii PUCs)
Equitable Gas Company (Pennsylvania Consumer Counsel)
Artesian Water Company (Delaware PSC)
Southern New England Telephone Company (Connecticut PUC)
Southern States Utilities, Inc. (Florida PSC)
Southern California Edison Company (California PUC)
Long Island Lighting Company (New York DPS)
Pennsylvania Gas & Water Company (Pennsylvania PUC)
(Investigation of OPEBs) Department of the Navy and all Other
Federal Executive Agencies (California PUC)
Southwest Gas Corporation (Arizona CC)
Sun City Water Company (Arizona RUCO)
Havasu Water Company (Arizona RUCO)
Central Maine Power Company (Department of the Navy and all
Other Federal Executive Agencies)
Southwest Gas Corporation - Rebuttal and PGA Audit (Arizona
Corporation Commission)
Hawaiian Electric Company (Hawaii PUC)
Intrastate Access Charge Methodology, Pool and Rates
Local Exchange Carriers Association and South Dakota
Independent Telephone Coalition
General Development Utilities - Port Malabar and
West Coast Divisions (Florida PSC)
The Peoples Natural Gas Company (Pennsylvania PUC)
Hawaiian Nonpension Postretirement Benefits (Hawaiian PUC)
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R-00922314
& M-92031 C006
R00922428
E-1032-92-083 &
U-1656-92-183

Metropolitan Edison Company (Pennsylvania PUC)
Pennsylvania American Water Company (Pennsylvania PUC)

92-09- 19
E- 1032-92-073
UE-92-1262
92-345
R-932667
U-93-60**
U-93-50**
U-93-64
7700
E-1032-93-111 &
U-1032-93-193
R-00932670
U-l514-93-169/
E-1032-93-169
'7766
93-2006- GA-AIR*
94-E-0334
94-0270
94-0097
PU-314-94-688
94- 12-005-Phase I
R-953297
95-03-01
95-0342
94-996-EL-AIR
95- 1000-E
Non-Docketed
Sta ff Inves tiga tion
E-1032-95-473
E-1032-95-433

Citizens Utilities Company, Agua Fria Water Division
(Arizona Corporation Commission)
Southern New England Telephone Company (Connecticut PUC)
Citizens Utilities Company (Electric Division), (Arizona CC)
Puget Sound Power and Light Company (Washington UTC))
Central Maine Power Company (Maine PUC)
Pennsylvania Gas & Water Company (Pennsylvania PUC)
Matanuska Telephone Association, Inc. (Alaska PUC)
Anchorage Telephone Utility (Alaska PUC)
PTI Communications (Alaska PUC)

GR-96-285
94-10-45
A.96-08-001 et al.

96-324
96-08-070, et al.

97-05-12
R-00973953

97-65

Hawaiian Electric Company, Inc. (Hawaii PUC)
Citizens Utilities Company - Gas Division
(Arizona Corporation Commission
Pennsylvania American Water Company (Pennsylvania PUC)
Sale of Assets CC&N from Contel of the West, Inc. to
Citizens Utilities Company (Arizona Corporation Commission)
Hawaiian Electric Company, Inc. (Hawaii PUC)
The East Ohio Gas Company (Ohio PUC)
Consolidated Edison Company (New York DPS)
Inter~State Water Company (Illinois Commerce Commission)
Citizens Utilities Company, Kauai Electric Division (Hawaii PUC)
Application for Transfer of Local Exchanges (North Dakota PSC)
Pacific Gas & Electric Company (California PUC)
UGI Utilities, Inc. - Gas Division (Pennsylvania PUC)
Southern New England Telephone Company (Connecticut PUC)
Consumer Illinois Water, Kankakee Water District (Illinois CC)
Ohio Power Company (Ohio PUC)
South Carolina Electric & Gas Company (South Carolina PSC)
Citizens Utility Company - Arizona Telephone Operations
(Arizona Corporation Commission)
Citizens Utility Co. - Northern Arizona Gas Division (Arizona CC)
Citizens Utility Co. - Arizona Electric Division (Arizona CC)
Collaborative Ratemaking Process Columbia Gas of Pennsylvania
(Pennsylvania PUC)
Missouri Gas Energy (Missouri PSC)
Southern New England Telephone Company (Connecticut PUC)
California Utilities' Applications to Identify Sunk Costs of Non-
Nuclear Generation Assets, & Transition Costs for Electric Utility
Restructuring, & Consolidated Proceedings (California PUC)
Bell Atlantic - Delaware, Inc. (Delaware PSC)
Pacific Gas & Electric Co., Southern California Edison Co. and
San Diego Gas & Electric Company (California PUC)
Connecticut Light & Power (Connecticut PUC)
Application of PECO Energy Company for Approval of its
Restructuring Plan Under Section 2806 of the Public Utility Code
(Pennsylvania PUC)
Application of Delmarva Power &Light Co. for Application of a
Cost Accounting Manual and a Code of Conduct (Delaware PSC)
Energy Gulf States, Inc. (Cities Steering Committee)
Southwestern Telephone Co. (Arizona Corporation Commission)
Delaware - Estimate Impact of Universal Services Issues
(Delaware PSC)

16705
E-1072-97-C67
Non-Docketed
Staff Investigation



PU-314-97-12
97-0351
97-8001

US West Communications, Inc. Cost Studies (North Dakota PSC)
Consumer Illinois Water Company (Illinois CC)
Investigation of Issues to be Considered as a Result of Restructuring of Electric
Industry (Nevada PSC)
Generic Docket to Consider Competition in the Provision
of Retail Electric Service (Arizona Corporation Commission)

98-05-006-Phase I San Diego Gas & Electric Co., Section 386 costs (California PUC)
9355-U Georgia Power Company Rate Case (Georgia PUC)
97-12-020 - Phase I Pacific Gas & Electric Company (California PUC)
U-98-56. U-98-60 Investigation of 1998 Intrastate Access charge filings
U-98-65. U-98-67 (Alaska PUC)
(U-99-66, U-99-65 Investigation of 1999 Intrastate Access Charge filing
U-99-56, U-99-52) (Alaska PUC)
Phase II of 97-SCCC-149-GIT

Southwestern Bell Telephone Company Cost Studies (Kansas CC)
PU~314-97-465 US West Universal SeMce Cost Model (North Dakota PSC)
Non-docketed Assistance Bell Atlantic - Delaware. Inc.. Review of New Telecomm

U-0000-94-165

Contract Dispute

Non-docketed Project
Non-docketed
Project
E-1032-95-417

T- 105 IB-99-0497

T.01051B-99-0105
A00-07-043
T-01051B-99-0499
99-419/420
PU314-99-119

98-0252

00-108

Non-Docketed

00-11-038
00-11-056
00-10-028

98-479

99-457

and Tariff Filings (Delaware PSC)
City of Zealand,M I - Water Contract with the City of Holland, MI
(Before an arbitration panel)
City of Danville, IL - Valuation of Water System (Danville, IL)
Village of University Park, IL - Valuation of Water and
Sewer System (Village of University Park, Illinois)
Citizens Utility Co., Maricopa Water/Wastewater Companies
et al. (Arizona Corporation Commission)
Proposed Merger of the Parent Corporation of Qwest
Communications Corporation, LCI Intemadonal Telecom Corp
and US West Co nicaNons, Inc. (Arizona CC)
US West Communications, Inc. Rate Case (Arizona CC)
Pacific Gas & Electric - 2001 Attrition (California PUC)
US West/Quest Broadband Asset Transfer (Arizona CC)
US West, Inc. Toll and Access Rebalancing (North Dakota PSC)
US West, Inc. Residential Rate Increase and Cost Study Review
(North Dakota PSC
Ameritech - Illinois, Review of Alterative Regulation Plan
(Illinois CUB)
Delmarva Billing System Investigation (Delaware PSC)
Matanuska Telephone Association (Alaska PUC)
Management Audit and Market Power Mitigation Analysis of the
Merged Gas System Operation of Pacific Enterprises and Enova
Corporation (California PUC)
Southern California Edison (California PUC)
Pacific Gas & Electric (California PUC)
The Utility Reform Network for Modification of Resolution E
3527 (California PUC)
Delmarva Power & Light Application for Approval of its Electric
and Fuel Adjustments Costs (Delaware PSC)

Delaware Electric Cooperative Restructuring Filing (Delaware

99-582

99~03-04

Delmarva Power & Light db Conectiv Power Delivery
Analysis of Code of Conduct and Cost Accounting Manual (Delaware PSC)
United Illuminating Company Recovery of Stranded Costs
(Connecticut OCC)
Connecticut Light & Power (Connecticut OCC)99-03-36

Civil Action No
98-1117 West Penn Power Company vs . PA PUC (Pennsylvania  PSC)
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Case No. 12604
Case No. 12613
41651
13605-U
14000-U
13196-U

Non-Docketed

Non-Doc fete d

Applica tion No
99-01 -0 I6

Upper Peninsula Power Company (Michigan AG)
Wisconsin Public Service Commission (Michigan AG)
Northern Indiana Public Service Co Overearnings investigation (Indiana UCC)
Savannah Electric & Power Company -. FCR (Georgia PSC)
Georgia Power Company Rate Case/M&S Review (Georgia PSC)
Savannah Electric & Power Company Natural Gas Procurement and Risk
Management/Hedging Proposal, Docket No. 13196-U (Georgia PSC)
Georgia Power Company & Savannah Electric & Power FPR
Company Fuel Procurement Audit (Georgia PSC)
Transition Costs of Nevada Vertically Integrated Utilities (US Department of
Navy)
Post-Transition Ratemaldng Mechanisms for the Electric Industry
Restructuring (US Department of Navy)

Phase I
99-02-05
01-05-19-RE03

G-01551A_00_0309

00-07-043

Connecticut Light & Power (Connecticut OCC)
Yankee Gas Service Application for a Rate Increase, Phase I-2002-IERM
(Connecticut OCC)
Southwest Gas Corporation, Application to amend its rate
Schedules (Arizona CC)
Pacific Gas & Electric Company Attrition & Application for a rate increase
(California PUC)

97-12-020
Phase II
01-10-10
13711-U
02-001
02 -BLvT-377 -AuD
02-S &TT-390~AUD
01-S FLT-879-AUD

01-BS TT-878-AUD

Pacific Gas & Electric Company Rate Case (California PUC)
United Illuminating Company (Connecticut OCC)
Georgia Power FCR (Georgia PSC)
Verizon Delaware §27l(Delaware DPA)
Blue Valley Telephone Company Audit/General Rate Investigation (Kansas CC)
S&T Telephone Cooperative Audit/General Rate Investigation (Kansas CC)
Sunflower Telephone Company Inc., Audit/General Rate Investigation
(Kansas CC)
Bluestem Telephone Company, Inc. Audit/General Rate Investigation
(Kansas cc)

P404, 407, 520, 413
426, 427, 430, 421/
CI-00-712

U~{)1-85

U-01-34

U-01-83

U-01-87

96-324, Phase II
03-WHS T-503-AUD
04-GNBT-130-AUD
Docket 6914

Sherburne County Rural Telephone Company, db as Connections, Etc.
(Minnesota DOC)
ACS of Alaska, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Anchorage, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Fairbanks, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of the Northland, db as Alaska Communications Systems (ACS), Rate
Case (Alaska Regulatory Commission PAS)
VerizonDelaware, kic. UNE Rate Filing (Delaware PSC)
Wheat State Telephone Company (Kansas CC)
Golden Belt Telephone Association (Kansas CC)
Shoreham Telephone Company, Inc. (Vermont BPU)
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Chaparral City Water Company
Capital Structure & Cost Rates

Test Year Ended December 31. 2003

Attachment RCS-3
Docket No. W-02113A_040616
Schedule D
Page I of 1

No. Capital Source
Capitalization

Amount Percent
Weighted Avg
Cost of Capital

1

2

3

Per Commission Decision No. 68176
Long-Term Debt
Common Stock Equity

Total Capital

41 _20°/,
58.80%

100.00%

5.10%
9.30%

2.10%
5.50%
7.60%

tal for Fair ValueRate Base
4
5

7.016.675
10.014.090
17,030,766

34.50%
49.23%

5.10%
9.30%

I .76%
4.58%

7
16.27%

100.00%
1.25% [2] 0.20%

8

ACC Staff - Alternative Proposed Cost of Capt
Long-Term Debt $
Common Stock Equity $

Capital financing OCRB $
Appreciation above OCRB
not recognized on utility's books
Total capital supporting FVRB

$
s

3.309.533
20,340,299

Notes and Source
Lines 1-3: Decision No.68176 at page 26
Lines 4-8

Fair Value Rate Base $ 20,340,298
OriginalCost Rate Base $ 17,030,765
Difference S 3.309.533

Difference is appreciation ofFair Value over Original Com that is not recognized
on the utility's books

Decision No. 68176, page 9
Decision No. 68176, page 9

lax The a+ppreciMon of Fair Value over Original Cost has not been recognized on the utility's books. Such
off-bOok appreciation has not been financed by debt or equity capital recorded on the utility's books
Financial and economic theory would therefore indicate that the appreciation over Original Cost book value
should be recognized for cost of capital purposes at zero cost as shown on Attachment RCS-2; however, as
described in Mr; Purcell's testimony, Staff has also presented the Commission with an alternative, shown
here, based on the mid-point of a range bounded by zero and the real risk-free rate (i.e., the risk free return
less inflation) to the amount of appreciation above OCRB not recognized on the utility's books. As
explained in the direct testimony of Staff witness Purcell, there is no risk to financing this component of
FVRB, and this component ofFVRB already reflects inflation above GCRB

Minimum
Maximum
Mid-point of range

2.50%
1.25%


