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EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY - SUN CITY WATER DISTRICT

DOCKET no. W-01303A-07-0209

On April 2, 2007, Arizona-American Water Company-Sun City Water District ("Sun
City Water District" or "Colnpany") filed an application for determination of the current value of
its utility plant and property and for increases in its rates and charges. The Company asserts that
its proposed rate increase is necessary to reflect increases in cost of service since December
2001, the test year end in the prior rate proceeding.

Sun City Water District provides water service to approximately 23,000 customers in the
towns of Sun City and Youngstown. Its current rates and charges were approved by the Arizona
Corporation Commission ("Commission") in Decision No. 67093, dated June 20, 2004.

The Company is proposing revenue requirement of $9,933,297, an increase of $2,244,778
or 29.20 percent over its reported adjusted test year operating revenues of $7,688,479 The
Company's proposal results in an operating income of $2,071,759 or a rate of return of 7.98
percent on its adjusted Original Cost Rate Base ("OCRB") of $25,961,898

Staff recommends revenue requirement of $9,518,830, an increase of $1,830,351 or
23.81 percent over its adjusted test year operating revenues. Staff s recommended revenue
requirement is $414,427 less than the Company's proposal. Staffs recommendation produces an
operating income of $1,872,660 or a rate of return of 7.40 percent on Staffs adjusted OCRB of
$25,306,214.



Dire ct Te s timony of Ale xa nde r Sha de  Iggie
Docke t No. W-1303A-07-0209
Page 1

1 INTR O DUC TIO N

2 Q- Please state your name and business address.

3 My na me  is  Ale xa nde r S ha de  Iggie . My bus ine s s  a ddre s s  is  1200 We s t Wa shington

4 Stree t, Phoenix, Arizona  85007.

5

6 Q-

A.

What is your current employment position?

7

8

I a m e mploye d  with  the  Utilitie s  Divis ion  o f the  Arizona  Corpora tion  Commis s ion

("Colnlnis s ion") a s  a n Exe cutive  Consulta nt III.

9

1 0 Q- Briefly des cribe  your res pons ibilities  as  an Executive  Cons ultant.

1 1

1 2

In my ca pa city a s  a n Exe cutive  Consulta nt III, I pe rform comple x fina ncia l a na lys is  a nd

ma ke  re comme nda tions  to the  Commiss ion on ra te  ba se , re ve nue  re quire me nt a nd ra te

1 3 de s ign, for wa te r, wa s te wa te r, e le ctric a nd ga s  ra te  proce e dings . Als o ,  I p ro vid e

1 4

1 5

re comme nda tions  on fina ncing, me rge r a nd a cquis itions , s a le s  of a s se ts , is sua nce  a nd

extension of Certifica te  of Convenience  and Necessity as  well as  other ancilla ry matte rs .

1 6

1 7 Q- Please describe your educational background and professional experience.

1 8

1 9

20

I re ce ive d a  Ba che lor of S cie nce  de gre e  in Accounting from the  Unive rs ity of Be nin,

Nige ria  a nd a  Ma s te r of Informa tion Sys te ms  Ma na ge me nt de gre e  from Ke lle r Gra dua te

S chool of Ma na ge me nt of De vry Unive rs ity. I wa s  a  Ce rtifie d P ublic Accounta nt a nd a

2 1 me mbe r of the  Ame rica n Ins titute  of Ce rtifie d P ublic Accounta nts . I ha ve  a tte nde d

22

23

va rious  tra ining cla sse s  and course s  rega rding regula tory audits , ra te -making, and othe r

utility re la te d ma tte rs . In a ddition, in my ove r e ight ye a rs  with the  Utilitie s  Divis ion S ta ff

24 ("Staff'), I ha ve  pre pa re d S ta ff Re ports  a nd pre -file d te s timonie s  a nd pre s e nte d ora l

25 testimonies in severa l proceedings before  the  Commission.

A.

A.

A.

W-01303A-07-0209



Direct Testimony of Alexander Shade Iggie
Docket No. W-1303A-07-0209
Page 2

1 PURPOSE OF TESTIMONY

2 Q- What is the purpose of your testimony in this proceeding?

3

4

5

6

I am presenting Staffs analysis and recommendations regarding Arizona-American Water

Company's ("Arizona American") application for a determination of the current value of

its utility plant and property and for increases in its rates and charges based thereon for the

utility service by its Sun City Water District ("Sun City Water District" or "Company").

7 My test imony addresses  the Company's  proposa l regarding ra te base and revenue

8 requirement.

9

10 Q- What is the basis of Staff's recommendations?

11 I reviewed the Company's filing and conducted a regulatory audit of its financial

1 2 statements and records to determine whether sufficient, relevant, and reliable evidence

13

14

15

16

exists to support its requested rate increase. The regulatory audit entailed examination and

testing of financial information, accounting records and other supporting documentation,

as well as verifying that the accounting principles applied by the Company were in

accordance with the National Association of Regulatory Utility Commissioners

1 7 ("NARUC") Uniform System of Accounts ("USoA").

18

19 BACKGRCUND

20 Q- Please provide a brief description of the Company.

21

22

23

24

25

Sun City Water District is a division of Arizona-American, a wholly owned subsidiary of

American Water Company, which in tum, is a subsidiary of RWE, a Gentian Company.

Sun City Water Distr ict provides water  service to approximately 23,000 customers,

consisting primarily of residential consumers, in the towns of Sun City and Youngtown.

The Company's current rates were approved in Decision No. 67093, dated June 20, 2004.

A.

A.

A.

W-01303A-07-0209



Dire ct Te s timony of Ale xa nde r Sha de  Iggie
Docke t No. W-1303A-07-0209
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1 Q. What is  the  Company's  ra tiona le  for filing  th is  ra te  applica tion?

2

3

4

5

6

According to the  Company's  witness , Thomas Broderick, a t page  2, lines  11 through 14 of

h is  Dire ct Te s timony, the  re que s te d  ra te  incre a s e  is  "...ne e de d  to  re cove r ce rta in

Commiss ion approved de fe rred items , increase  in plant in se rvice  s ince  the  la s t te s t yea r

(2001), increase  in opera ting and maintenance  expenses , aga in, s ince  200l,and increases

to the  Company's  cos t of capita l."

7

8

9

Als o, S un City Wa te r Dis trict s e e ks  Commis s ion a pprova l for its  propos e d Fire  Flow

Surcharge  Mechanism.

1 0

11 CONS UMER S ERVICE

1 2 Q- Please summarize the Company's consumer service history since the last rate case.

1 3

1 4

Sta ff finds  tha t the  Arizona -Ame rica n, the  pa re nt compa ny of Sun City Wa te r Dis trict, is

currently in good s tanding with the  Corpora tions  Divis ion of the  Commiss ion.

1 5

1 6

1 7

1 8

1 9

S ta ffs  s e a rch of the  Commis s ion da ta ba s e  indica te s  tha t S un City Wa te r Dis trict ha d

s ixty-two (62) compla ints  a nd twe nty-live  (25) inquirie s  s ince  the  la s t ra te  proce e ding.

The re  we re  a ls o nine  (9) opinions  in oppos ition to this  ra te  incre a s e . Exce pt for five

compla ints  currently be ing investiga ted by Staff, a ll reported issues have  been resolved.

20

2 1 Q- Has  the  Company publis hed a  notice  of its  pending ra te  applica tion?

22

23

24

25

Ye s . Cons is te nt with the  P roce dura l Orde r is s ue d on J une  12, 2007, the  Compa ny

published a  notice  of its  ra te  applica tion in the  "Da ily News-Sun", a  newspaper of gene ra l

circula tion within a nd a round its  ce rtifica te d te rritory. On S e pte mbe r 19, 2007, the

Compa ny docke te d a n Affida vit of P ublica tion ("Affida vit") showing tha t the  notice  wa s

A.

A.

A.

W-01303A-07-0209



Dire ct Te s timony of Ale xa nde r Sha de  Iggie
Docke t No. W-1303A-07-0209
Page 4

1

2

3

publis he d on S e pte mbe r 11, 2007. Als o , the  Compa ny file d  a  s e cond Affida vit on

Se pte mbe r 21, 2007, indica ting tha t its  cus tome rs  ha ve  be e n notifie d of this  proce e ding

through direct ma ilings .

4

5

6

7

8

P urs ua nt to  the  Ma y 7 , 2007  P roce dura l Orde r, the  no tice  of th is  p roce e ding  wa s

se pa ra te ly publishe d in the  Arizona  Bus iness  Gaze tte , on Ma y 10, 2007, a nd the  Da ily

News-Sun, on May 12, 2007. These  notices  re la te  to the  Public Comment se ss ion he ld in

the  town of Sun City.

9

1 0 Q- Did S ta ff review a  s ample  of the  Company's  b ill forma t?

1 1

1 2

Ye s . Our re vie w s hows  tha t the  Compa ny's  bill forma t is  complia nt with the  Arizona

1 3

1 4 R E VE NUE  R E Q UIR E ME NT

1 5 Q. Pleas e  s ummarize  the  Company's  propos ed revenue requirement in this  proceeding.

1 6

1 7

1 8

1 9

The  Compa ny propose s  tota l a nnua l ope ra ting re ve nue s  of $9,933,257, a n incre a se  of

$2,244,778 or 29.20 pe rcent ove r its  reported adjus ted te s t yea r revenues  of $7,688,479

The Company's  proposa l results  in an opera ting income of $2,071,759 or 7.98 percent ra te

of re turn on an Origina l Cos t Ra te  Base  ("OCRB") of $25,961,898

20

2 1 Q, What is Staff's recommending for revenue requirement?

22

23

24

As shown on S che dule  All-l, S ta ff re comme nds  re ve nue  re quire me nt of $9,518,830, a n

increase  of $1,830,351 or 23.81 percent over its  adjusted test year revenues of $7,688,479

Staffs  recommended revenue  requirement is  $414,427 less  than the  Company's  proposa l.

A.

A.

A.

W-01303A-07-0209



Dire ct Te s timony of Ale xa nde r Sha de  Iggie
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1

2

Sta ffs  recommended revenues  requirement re sults  in an ope ra ting income  of $1,872,660

or a  ra te  of re turn of 7.40 percent on Sta ff adjusted OCRB of $25,306,214

3

4 S UMMARY O F ADJ US TME NTS

5 Q- Please summarize the adjustments addressed in this testimony.

6 Staff' s  analysis  addresses the  following adjustments:

7

8

9

1 0

1 1

1 2

1 3

Gross  Utility P la nt in Se rvice

This  a d jus tme nt re duce s  the  Compa ny's  re porte d  g ros s  u tility p la n t in  s e rvice  by

$1,101,820, from $45,025,075 to $43,923,255 It e limina te s  $747,449 of Utility P la nt in

S e rvice  ("UP IS ") pre vious ly dis a llowe d by the  Commis s ion pe r De cis ion No. 67093.

Also, it re move s  $354,371 of se ve ra l pla nt ite ms  not use d a nd use ful in the  provis ion of

wa te r se rvice , in the  Sun City Wate r Dis trict.

1 4

1 5

1 6

1 7

1 8

Accumula ted Deprecia tion and Amortiza tion

This  a djus tme nt incre a s e s  ra te  ba s e  by $446,136 to  re fle ct S ta ffs  re ca lcula tion  of

a ccumula te d de pre cia tion ba s e d on S ta ffs  a djus te d gros s  utility pla nt in s e rvice . It

e liminates  accrued deprecia tion on plant items tha t a re  not used and useful in the  provision

1 9 of se rvice .

20

2 1

22

23

Regula tory Expense

This  a djus tme nt re duce s  ope ra ting e xpe ns e s  by $25,508 to re fle ct a  prude nt le ve l of

regula tory expense .

24

A.

W-01303A-07-0209
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1

2

3

Deprecia tion Expense

This  adjus tment reduces  opera ting expenses  by $34,767 to re flect S ta ff' s  reca lcula tion of

deprecia tion expense  based on Staff adjusted gross utility plant in service  a t test year end.

4

5

6

7

Property Tax Expense

This  adjus tment decreases  opera ting expenses  by $32,578 to re flect S ta ff' s  reca lcula tion

of test year property tax expense .

8

9

1 0

11

Income Tax Expenses

This  adjustment increases  opera ting expenses  by $33,687 to re flect an appropria te  leve l of

income tax expense  on Staffs  adjusted test year taxable  income.

1 2

1 3 RATE BASE

1 4 Fair Value Rate Base

1 5 Q-

1 6

Did the Company provide any schedule showing elements of Reconstruction Cost

New Rate Base?

1 7

1 8

No . On the  Compa ny's  tile d S che dule  B-4, it indica te d tha t "The  Compa ny did not

conduct an RCND study." It appears  tha t the  Company intended tha t its  reques ted OCRB

be treated as fair value rate  base.1 9

20

2 1

22

Rate Base Summary

What is Staff's recommendation regarding rate base?Q,

23

24

As shown on Schedule  AII-3, Staff recommends a  ra te  base  of $25,306,214, $655,684 less

than the  Company's  proposa l of $25,961,898

25

A.

A.

W-01303A-07-0209
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1 Q. Please summarize Staffs adjustments to the Company's proposed rate base.

2

3

4

5

Staff's  ra te  base  adjustments  could be  class ified into two ca tegories  - plant items tha t were

disa llowe d in the  prior proce e ding but e rrone ous ly re s ta te d in this  tiling, a nd pla nt ite ms

tha t a re  not us e d a nd us e ful in the  provis ion of wa te r s e rvice  in the  S un City Wa te r

Dis trict. The  following ra te  base  adjus tments  address  each of S ta ffs  recommenda tions .

6

7

8

Rate Base Adjustment No. 1 -- Wells and Springs

What is the Company's proposal regarding Wells and Springs?Q-

9 The Company proposes $3,021,387 of wells  and springs.

1 0

11 Q- Did S ta ff ana lyze  the  Company's  reported Wells  and Springs ?

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

Ye s . S ta ff conducte d a n a udit a nd a n e ngine e ring a na lys is  of the  Compa ny's  re porte d

wells  and springs, and determined tha t $427,725 of the  reported ba lance  was not used and

us e ful in the  provis ion of s e rvice . Firs t, S ta ff found tha t $408,640 of we lls  a nd s prings

previously disa llowed per Decis ion No. 67093 was  e rroneously res ta ted as  plant additions

in this  proce e ding. The  Compa ny did not de mons tra te  tha t the s e  pla nt ite ms  we re  in

se rvice  a t the  end of te s t yea r. Also, S ta ff found tha t $19,085 of a  plant item regis te red to

the  Unite d S ta te s  De pa rtme nt of Inte rior Bure a u of La nd De ve lopme nt wa s  e rrone ous ly

re porte d a s  a  pla nt a ddition in this  proce e ding. Accordingly, S ta ff re comme nds  re mova l

of both tra nsa ctions , a n a ggre ga te  of $427,725, to e limina te  pla nt ite ms  tha t S ta ff ha s

detennined to be  not used and useful in the  provision of service .

22

A.

A.

A.

W-01303A-07-0209
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1 Q.

2

Has the Company agreed with Staff that $427,725 of Wells and Springs should

eliminated from this proceeding?

3

4

Ye s . The  Compa ny conce de s  tha t inclus ion of the  a bove  tra nsa ctions  we re  ina dve rte nt

e rrors  tha t should be  corrected for in this  proceeding.

5

6 Q- What is Staff's recommendation regarding Wells and Springs?

7

8

As  s hown on S che dule  AII-5 , S ta ff re comme nds  32 ,593,662 of we lls  a nd s prings ,

$427,725 less  than the  Company's  reported ba lance  of $3,021,381

9

1 0

1 1 Q-

1 2

Rate  Bas e  Adjus tment No. 2 .- Wa te r Trea tment Equipment

Wh a t  is  t h e  C o m p a n y  p r o p o s in g  fo r  Wa t e r  Tr e a t m e n t  E q u ip m e n t  in  t h is

proceeding?

1 3 The Company proposes $396,541 of water trea tment equipment.

1 4

1 5 Q-

1 6

Did Staff find that $19,594 of plant items reported by the Company as Water

Treatment Equipment were not used and useful?

1 7

1 8

1 9

Ye s . S ta ff s  a udit finding indica te s  tha t $19,594 of re porte d wa te r tre a tme nt e quipme nt

wa s  pre vious ly d is a llowe d in  the  la s t p roce e ding . Aga in , the  Compa ny ha s  no t

demonstra ted tha t these  plant items are  now used and useful for provision of service .

20

2 1 Q-

22

Has the Company agreed with Staff that $19,594 of its reported Water Treatment

Equipment was not used and useful"

23

24

Yes. The  Company agrees tha t $19,594 of its  reported water trea tment equipment was not

in service  a t test year end in this  proceeding.

25

A.

A.

A.

A.

A.

w-01303A-07-0209
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1 Q- What is Staff's recommended adjustment to Water Treatment Equipment?

2

3

As shown on Schedule  AII-6, S ta ff recommends removal of $19,594 from wate r trea tment

equipment determined to be not used and useful a t test year end.

4

5 Q- Please state Staffs recommendation for Water Treatment Equipment.

6

7

Sta ff recommends $376,947 for wa te r trea tment equipment, a  decrease  of $19,594 to the

Company's  proposal of $396,541 .

8

9

1 0

Rate Base Adjustment No. 3 -Distribution Reservoirs and Standpipes

Please state the Company's proposal for Distribution Reservoirs and Standpipes.Q-

11 The Company proposes $1,802,878 for dis tribution reservoirs  and standpipes.

1 2

1 3 Q-

1 4

Did  S ta ff find  tha t $319,215 o f the  Compa ny's  re porte d  Dis tribu tion  Re s e rvo irs  a nd

Standpipes  were  previous ly dis a llowed by the  Commis s ion?

1 5

1 6

1 7

1 8

Ye s . S ta ffs  a udit found tha t $319,215 of pla nt ite ms  re porte d a s  pla nt a dditions  in this

proce e ding, we re  pre vious ly dis a llowe d by the  CoImnis s ion pe r De cis ion No. 67093. In

the  prior ra te  proceeding, the  Commiss ion found tha t the  re fe renced plant items were  not

used and use ful for the  provis ion of se rvice  in the  Sun City Wate r Dis trict.

1 9

20 Q- Did the Company demonstrate that these plant items are now used and useful?

2 1

22

No. The  Compa ny a gre e s  with S ta ff tha t inclus ion of the  re fe re nce d pla nt ite ms  wa s

erroneous and should be  corrected for in this  proceeding.

23

A.

A.

A.

A.

A.

w-01303A-07-0209
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1 Q- What is Staff's recommended adjustment to Dis tr ib u t io n Re s e rvo irs a n d

2 S tandpipes ?

3

4

5

As  s hown on S che dule  AII-7, S ta ff re comme nds  re ducing the  Compa ny's  propos a l of

$1,802,878, by $319,215. This  a djus tme nt e limina te s  d is tribution  re s e rvoirs  a nd

standpipes that were not used and useful a t test year end.

6

7 Q- What is Staff recommending for Distribution Reservoirs and Standpipes?

8 Staff recommends $1,483,663 for dis tribution reservoirs  and s tandpipes  in this  proceeding.

9

10

11

Rate Base Adjustment No. 4 - Land and Land Rights

What is the Company proposing for Land and Land Rights in this proceeding?Q-

1 2 The Company proposes an aggregate  amount of $353,918 for land and land rights.

13

14 Q,

15

Does the Company's proposed Land and Land Rights include certain plant items

that were contributed to the Agua Fria Water District?

16

17

18

19

20

Ye s . During a udit, S ta ff found tha t s e ve ra l pla nt ite ms  contribute d by de ve lope rs  to the

As ia  Fria  Wa te r Dis trict we re  e rrone ous ly re porte d a s  pla nt a dditions  in this  proce e ding.

These  plant items  were  seve ra lly booked be tween December 2003 and December 2005.

Although, the  Compa ny a tte mpte d to corre ct for the se  e rrors  through se rie s  of re ve rsa l

entries, the  Company had a  net ba lance  of $148,130 in its  reported UPIS.

21

22 Q-

23

Has the Company agreed with Staff that its proposed Land and Land Rights include

a net balance of plant items contributed to the Agua Fria Water District?

24

25

Yes . The  Company agrees  with S ta ff tha t its  proposed land and land rights  include  a  ne t

ba lance  of $148,130 of land and land rights  contributed to the  Agua  Fria  Wate r Dis trict.

A.

A.

A.

A.

A.

W-01303A-07-0209
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1 Q- What is Staff's recommended adjustment?

2

3

As shown on Sche dule  All-8, S ta ff re comme nds  a n a djus tme nt of $148,130 to e limina te

the  ne t ba lance  of plant items incorrectly included in land and land rights .

4

5

6

Q- What is Staff recommending regarding Land and Land Rights?

7

8

Sta ff recommends  $205,788 for land and land rights , $148,130 le ss  than the  Company's

proposa l.

9

1 0

Rate Base Adjustment No. 5 - Structures and Improvements

What is the Company proposing for Structures and Improvements?Q-

11

1 2

1 3

The  Compa ny propos e s  $3,013,016 for s tructure s  a nd improve me nts . This  a mount

includes  $220,883 of capita l expenditure  incurred for the  renova tion and security upgrade

of Sun City corpora te  office .

1 4

1 5 Q- Did  S ta ff fin d  th a t th e  S u n  City c o rp o ra te  o ffic e  p ro vid e s  b e n e fit to  a ll Arizo n a -

American dis tric ts ?1 6

1 7 Ye s . S ta ff inquiry confine d tha t the  S un City corpora te  office  be ne fits  a ll Arizona -

American dis tricts .1 8

1 9

20 Q. Does the Company agree with Staff that its Sun City office serves all its districts?

2 1

22

Ye s . Also, the  Compa ny a gre e s  tha t the  $220,883 e xpe nde d on its  S un City corpora te

office  should be  a lloca ted to a ll its  dis tricts  based on the  2006 Four Factor Alloca tion.

23

A.

A.

A.

A.

A.

W-01303A-07-0209
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l Q- What adjustment is Staff recommending for Structures and Improvements?

2

3

4

5

As  shown on S che dule  AH-9, S ta ff is  re comme nding a n a djus tme nt of $187,156 to the

Compa ny's  propose d s tructure s  a nd improve me nts . This  a djus tme nt re fle cts  a  prope r

a lloca tion of the  cos ts  of re nova ting Sun City corpora te  office  to Sun City Wa te r Dis trict,

a t $33,727 or 15.269 percent 0f$220,883.

6

7 Q- What is Staff recommending for Structures and Improvement?

8 S ta ff re comme nds  $2,825,860 for s tructure s  a nd improve me nts  in this  proce e ding.

9

10

11

Rate Base Adjustment No. 6 - Accumulated Depreciation

What is the Company's proposed Accumulated Depreciation?Q-

12 The  Compa ny propose s  $17,192,328 of a ccumula te d de pre cia tion.

13

14 Q.

15

Please explain the method used by the Company in calculating its proposed

Accumulated Depreciation?

16

17

18

19

20

2 1

The Company calculated its proposed accumulated depreciation by aggregating its

calculated monthly depreciation expenses for each plant account from the last proceeding

through end of test year. Depreciation expense on plant additions and retirements during

each month was calculated based on a half-month convention. Also, the Company

appropriately eliminated plant retirements from accumulated depreciation and plant

balances at the end of each year.

22

23 Q- Did Staff review the Company's applied depreciation rates?

24

25

Yes. Staff review indicates that the Company applied depreciation rates are consistent

with the Commission approved rates in the prior proceeding.

A.

A.

A.

A.

A.

W-01303A-07-0209
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1 Q- Did Staff reca lcula te  accumula ted deprec ia tion in this  proceeding?

2

3

4

5

6

7

8

9

10

11

12

Ye s . S ta ff re ca lcula te d the  Compa ny's  re porte d a ccumula te d de pre cia tion to re fle ct the

e ffe cts  o f S ta ffs  re comme nde d  a d jus tme nts  to  de pre cia b le  UP IS . Als o ,  S ta ffs

re ca lcula te d a ccumula te d de pre cia tion e limina te s  de pre cia tion e xpe nse  a ccrue d by the

Company be tween when plant items were  incorrectly booked and when the  corresponding

reve rsa l entrie s  were  e ffectua ted. For example , $421,792 of power genera tion equipment

contributed to Agua  Fria  Wate r Dis trict was  sepa ra te ly booked by Sun City Wate r Dis trict

a s  pla nt a dditions  on De ce mbe r 5, 2003 a nd Ja nua ry 21, 2004. One  of the  e ntrie s  wa s

immedia te ly reversed on January 21, 2004, while  the  second entry was deprecia ted until a

reve rsa l entry was  made  on September 9, 2005. Although the  correcting adjus tment was

ma de  prior to the  e nd of the  te s t ye a r, the  Compa ny ha d a ccrue d de pre cia tion on the

ba lance  of $421,792 during the  inte rvening period.

13

14 Q- What is the result of Staffs recalculation of Accumulated Depreciation?

15

16

17

Sta ff's  re ca lcula tion re sults  in an accumula ted deprecia tion of $l6,746,l92, a  decrea se  of

$446,l36 to the  Company's  proposa l 0f$17,192,328.

18 Q. What is Staff recommending for accumulated depreciation and amortization?

19 AH- 10, S ta ff re comme nds  $166746,192 for a ccumula te d

20

As  s hown on  S che dule

depreciation.

21

22 OPERATING INCOME

23 REVENUES

24 Q- Pleas e  s ummarize  the  Company's  tes t year Opera ting Income.

25 Staff recommends adoption of the Company's adjusted test year revenues.

A.

A.

A.

A.

W-01303A-07-0209
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1 EXP ENS ES

2

3

Operating Income Adjustment No. 1 - Regulatory Expense

Q. What is the Company proposal for Regulatory Expense?

4

5

6

7

A. The  Company's  applica tion as  tiled proposes  $150,000 of regula tory expense  for recovery

ove r a  thre e  ye a r pe riod, a t $50,000 e a ch ye a r. The  Compa ny's  witne s s , Thoma s

Broderick, has revised its  proposed aggregate  regula tory expense  to $101,766 or an annual

regula tory expense  of $33,922.

8

9 Q- Did the Company provide any details regarding its proposed Regulatory Expense?

1 0 Ye s . The  Colnpa ny's  propos e d re gula tory e xpe ns e  include s  the  cos ts  of re ta ining a n

1 1

1 2

1 3

1 4

outs ide  Counse l and a  Cost of Capita l witness  as  we ll a s  pe rtinent adminis tra tive  cos ts . In

addition, the  Company proposes  to expend $20,000 on additiona l fire  flow and ra temaking

surveys. The  Company asserts  tha t the  proposed survey is  necessary to properly inform its

cus tomers  and e licit the ir feedback on the  implementa tion of its  fire  flow plan.

1 5

1 6 Q~ P le a s e  c o m m e n t  o n  th e  Co m p a n y ' s  p ro p o s e d  Re g u la to ry  E x p e n s e  fo r  th is

1 7 p ro c e e d in g .

18

19

20

2 1

22

23

Sta ff' s  a na lys is  indica te s  tha t the  Compa ny's  e s tima te s  for outs ide  Counse l a nd cos t of

ca pita l witne s s  a re  e xce s s ive . For e xa mple , the  Compa ny proje cts  tha t it will re quire

a dditiona l 136  hours  of e xte rna l le ga l re vie w or $40 ,790 for the  re ma inde r of th is

proce e ding. S ta ff finds  tha t 75 hours  of a dditiona l outs ide  le ga l re vie w will be  a de qua te

for the  re ma inde r of this  proce e ding. S ta ffs  e s tima te s  re cognize s  the  full pa rticipa tion of

the  Company's  in-house  Attorney in this  ra te  filing.

24

A.

A.

W-01303A-07~0209
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1

2

3

4

As  to the  Compa ny's  propos a l to e xpe nd a dditiona l $20,000 on cus tome r e duca tion, a nd

fire  flow a nd ra te  ma king s urve ys , S ta ff a gre e s  with the  Compa ny's  a s s e rtion tha t furthe r

cus tome r input might be  ne ce s s a ry be fore  the  imple me nta tion  of its  propos e d fire  flow

s urcha rge s . Howe ve r, S ta ffs  a na lys is  indica te s  the  $17,500 will be  a de qua te  for pe rtine nt

5 ma iling a nd proce s s ing of its  propos e d fire  flow s urve y.

6

7 Q- What is Staff's recommended adjustment to Regulatory Expense?

8

9

As shown on S che dule  AII-l3, S ta ff re comme nds  a n a djus tme nt of $25,508 to e limina te

excess costs  reflected in the  Company's  proposal.

1 0

11 Q. What is  S ta ff recommending regarding Regula tory Expens e?

1 2

1 3

As  s h o wn  o n  S c h e d u le  All-1 3 ,  S ta ff re c o m m e n d s  $ 7 3 ,4 7 6  o f re g u la to ry e xp e n s e ,

norma lize d ove r thre e  ye a rs  a t $24,492 a nnua lly.

1 4

1 5

1 6

Operating Income Adjustment No. 2 - Depreciation and Amortization Expense

Q. What is the Company's proposed depreciation and amortization expense?

17

18

19

20

A. Th e  Co m p a n y p ro p o s e s  $ 1 ,2 8 7 ,6 4 7  o f d e p re c ia tio n  a n d  a m o rtiza tio n ,  c o n s is tin g  o f

$1,381,041 of de pre cia tion e xpe ns e , $18,573 of a mortiza tion of de fe rre d de bit, $5,915 of

a m o rtiz a tio n  o f Yo u n g to wn  fire  flo w s tu d y c o s ts ,  le s s  $ 1 1 7 ,8 8 2  o f a m o rtiz a tio n  o f

contributions , impute d re gula tory a s s e ts  a nd Youngtown pla nt.

2 1

22 Q- Did Staff re-calculate the Company's depreciation and amortization expense"

23

24

25

Ye s . S ta ff re ca lcula te d  the  Compa ny's  propos e d de pre c ia tion e xpe ns e  by multip lying

S ta ff a d jus te d  te s t ye a r e nd  de p re c ia b le  p la n t in  s e rvic e  a nd  Commis s ion  a pprove d

de pre cia tions  ra te s . S ta ffs  re ca lcula tion re s ults  in  $1,346,274 of de pre c ia tion e xpe ns e ,

A.

A.

A.

W-01303A-07-0209
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1

2

3

$34,767 le s s  tha n the  Compa ny's  propos a l of $l,38l,04l. The  va ria nce  be twe e n S ta ffs

recommended and the  Company's  proposed deprecia tion expense  is  a ttributable  to Staff" s

adjustments  to the  Company's  reported test year end depreciable  plant in service .

4

5

6

S ta ff a cce pts  the  Compa ny's  propos e d a mortiza tion of de fe rre d de bt, Youngtown Fire

Flow Study costs , imputed regula tory assets  and Youngstown plant.

7

8 Q- Did  S ta ff's  re c a lc u la tio n  o f De p re c ia tio n  Exp e n s e  re s u lt in  a n  a d ju s tme n t to  th e

Company's  propos a l.9

1 0

1 1

S ta ffs  re ca lcula tion re s ults  in a n a djus tme nt of $34,767 to the  Compa ny's  propos e d

depreciation expense.

1 2

1 3 Q. What is  S ta ff's  recommenda tion for Deprec ia tion and Amortiza tion Expens e?

14

15

16

17

As shown on Schedule  AH-14, page  1 of 2, S ta ff recommends $1,252,880 of deprecia tion

and amortiza tion expense .

1 8

Opera ting  Income  Adjus tment No 3 - P rope rty Taxes

Q, What is  the  Company propos ing regarding property taxes ?

1 9

20

A. The Company proposes $297,758 of property taxes derived by employing an adapta tion of

th e  Arizo n a  De p a rtme n t o f Re ve n u e s ' ("ADO R") Ce n tra lly Va lu e d  P ro p e rtie s

2 1 methodology.

22

A.

A.

W-01303A-07-0209
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1 Q-

2

Do e s  th e  ADOR's  c e n tra lly va lu e d  me th o d o lo g y p ro vid e  a n  a c c e p ta b le  b a s is  fo r

de te rmina tion of property taxes  in  Arizona?

3

4

5

6

Yes. S ta ff a cce pts  the  Compa ny's  us e  of a n a da pta tion of ADOR's  Ce ntra lly Va lue d

P rope rtie s  me thodology. Als o, the  Compa ny a ppropria te ly utilize d a  2008 a s s e s s me nt

ra tio of 23.50 pe rcent in its  ca lcula tion of prope rty taxes . Howeve r, the  Company did not

re flect the  ne t book va lue  of transporta tion equipment in its  ca lcula tion.

7

8 Q- Did Staff recompute the Company's property taxes based on ADOR methodology?

9

10

11

12

Yes . S ta ff' s  reca lcula ted te s t prope rty taxes  based on the  same  me thodology utilized by

the  Compa ny. Als o, S ta ffs  ca lcula tion re fle cts  the  ne t book va lue  of tra ns porta tion

e quipme nt a t te s t ye a r e nd. S ta ffs  re ca lcula tion re sults  in a n a djus te d te s t ye a r prope rty

taxes of $265,l80, $32,578 less  than the  Company's  proposa l.

13

14 Q- What a re  S ta ff's  recommended property taxes ?

15

16

S ta ff recommends adjusted test year property taxes of $265,180.

17

18

Operating Income Adjustment No. 4 - Income Taxes

Q. What is the Company proposing for Income Tax Expense?

19

20

A. The Company proposes test year income tax expense of a  negative $86,355.

21 Q, Did S ta ff reca lcula te  Tes tYe a r In come Tax Expens e?

22

23

24

25

Ye s .  S ta ff re ca lcula te d te s t ye a r income  ta x e xpe nse  by a pplying s ta tutory fe de ra l a nd

s ta te  income  ta x ra te s  to S ta ffs  a djus te d te s t ye a r ta xa ble  income . S ta ffs  ca lcula tion

re s u lts  in  a  ne ga tive  te s t ye a r income  ta x e xpe ns e  o f $52 ,668 , $33 ,687  ove r the

Company's  reported test year income tax expense .

A.

A.

A.

A.

W-01303A-07-0209
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1 Q- What is  Staff recommending for tes t year income tax expens e?

2 Staff recommends a  test year income tax expense of negative $52,668 .

3

4 Does this conclude your testimony?

5

Q.

A. Ye s .

A.

w-01303A-07-0209



ARIZONA AMERICAN WATER COMPANY . SUN CITY WATER DISTRICT Schedule All~1
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

REVENUE REQUIREMENT

LINE
NO. DESCRIPTION

(A)
COMPANY
ORIGINAL

COST

(B)
COMPANY

FAIR
VALUE

(C)
STAFF

ORIGINAL
COST

(D)
STAFF
FAIR

VALU E

1 Adjusted Rate Base $ 25,961,898 $ 25,961,898 $ 25,306,214 $ 25,306,214

2 Adjusted Operating Income (Loss) $ 693,411 $ 693,411 $ 752,577 $ 752,577

3 Current Rate of Return (L2 /LI ) 2.67% 2.67% 2.97% 2.97%

4 Required Rate of Return 7.98% 7.98% 7.40% 7.40%

5 Required Operating Income (LI * LE) $ 2,071 ,759 $ 2,071 ,759 $ 1,872,660 $ 1 ,872,680

6 Operating Income Deficiency (L5 - L2) $ 1 ,378,348 $ 1 ,378,348 $ 1,120,082 $ 1,120,082

7 Gross Revenue Conversion Factor 1 .6286 1 .6286 1 .6341 1 ,6341

8 Required Revenue Increase (L7 * LE) $ 2,244,778 $ 2,244,778 $ 1,830,351 $ 1 ,830,351

9 Adjusted Test Year Revenue 35 7,688,479 $ 7,688,479 35 7,688,479 s 7,688,479

10 Proposed Annual Revenue (LB + LE) $ 9,933,257 $ 9,933,257 $ 9,518,830 $ 9,518,830

1 1 Required Increase in Revenue (%) 29.20% 29.20% 23.81 % 23.81 %

12 Rate of Return on Equity (%) 11.30% 11.30% 10.80% 10.80%

References:
Columns [A] and [B]: Company Schedules A-1, A-2, 8. D-1
Columns [C] and [D]: STAFF Schedules All-2, All-3 and All-11



ARIZONA AMERICAN WATER COMPANY . SUN CITY WATER DISTRICT
Docket NO, W-01303A-07-209
Test Year Ended December 31, 2006

Schedule All-2

GROSS REVENUE CONVERSION FACTOR

LINE
NO. DESCRIPTION (A) (B) (C) (D)

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor
Billings
Uncollectible Factor
Revenues
Less; Combined Federal, State & Property Tax Rate (L1 B)
Subtotal (LE . LE)
Revenue Conversion Factor (L1 I Ls)

1.000000
0.000000
1.000000
0.388050
0.611950
1.G34122l

100.0000%
6.9680%

93.0320°/,
33.4484%
31 .1177%

7
8
9
10
11
12

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L7 - L8)
Applicable Federal Income Tax Rate (Line 43)
Effective Federal Income Tax Rate (LE x L10)
Combined Federal and State Income Tax Rate (Le +L11) 380857%

100.0000%
380857%

51.91431%
1.18186%

0.71936%

13
14
15
16
17
18

Calculation of Effective Property Tax Rate:
Unity
Combined Federal & State Income Tax Rate
One Minus Combined Income Tax Rate
Property Tax Factor
Effective Property Tax Rate(L15 x L16)
Combined Federal, State Income & Property Tax Rate (L12 + L17) 38.8050%

19
20
21

Required Operating Income (Schedule All-1, Line 5)
Adjusted Test Year Operating Income (Loss) (Schedule All-11, Line 27)
Required Increase in Operating Income (L19 - L20)

$
$
8

1 ,872,660
752,577

1420,083 $ 1,120,083

$
$

636,335
(52,668)

22
23
24

Income Taxes on Recommended Revenue (Col. (D), L42)
Income Taxes on Test Year Revenue (Col. (B), L42)
Required Increase in Revenue to Provide for Income Taxes (L22 -L23) $ 689,002

$
$

286,447
265,180

s 21,266

25
26
27
28

Property Tax with Recommended Revenue (All-15, Col B, L19)
Property Tax on Test Year Revenue (AII-15, Col A, L16)
Increase in Property Tax Due to Increase in Revenue (L25-L26)
Required Increase in Revenue (L21 + L24 + L27) $ 1,830,351

Test Year
$ 7,688,479
s 6,988,569
s 860,411
$ (160,502)

6.968%

Staff
Proposed

s 9,518,830
$7,009,835
$ B60,411
$ 1,648,583

6968%
$ (11,184) $ 114,873

$
$
$
$
s
$

(149,31 a)
(7,500)
(6,250)
(8,500)

(19,234)

$ 1,533,710
$ 7,500
$ 6.250
$ 8,500
$ 91,650
$ 407,561

29
30
31
32
33
34
35
36
37
38
39
40
41
42

Calculation of Income Tax:
Revenue (Schedule All-11, Columns C and E)
Less: Operating Expenses Excluding Income Taxes
Less: Synchronized Interest (L46)
Arizona Taxable Income (L29 - L30 - L31)
Arizona State Income Tax Rate
Arizona Income Tax (L32 x L33)
Federal Taxable Income (L32 - L34)
Federal Tax on First Income Bracket ($1 - $50,000) @ 15%
Federal Tax on Second Income Bracket ($51 ,001 - $75,000) @ 25%
Federal Tax on Third Income Bracket ($75,001 - $100,000) @ 34%
Federal Tax on Fourth Income Bracket ($100,001 - $335,000) @ 39%
Federal Tax on Fifth Income Bracket ($335,001 . $10,000,000> @ 34%
Total Federal Income Tax
Combined Federal and Stale Income Tax (L34 + L41)

$
$

(41 ,484)
(52,668)

$
$

521,481
636,335

43 Applicable Federal Income Tax Rate [CoI (D), L35 . Col. <B). Las] / [CoI. ac), L41 - Col. (A). L41I 33.4484%

44
45
46

Calculation of Interest Synchronization:
Rate Base (Schedule All-3, Col. (C), Line 14)
Weighted Average Cost of Debt
Synchronized Interest (L44 x L45)

I

$ 25,306,214
3.40%

860,411$



ARIZONA AMERICAN WATER COMPANY - SUN CITY WATER DISTRICT Schedule All-3
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

RATE BASE - ORIGINAL COST

(B) (C)
STAFF

AS
ADJUSTED

LINE
no. DESCRIPTION

(A)
COMPANY

AS
FILED

STAFF
ADJUSTMENTS

$ $ $1

2

3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

45,025,075
17,192,328
27,832,747 $

(1 , 101 .820)
(446,136)
(655,684) $

43,923,255
16,746,192
27,177,063

4
LESS;
Net Contribution in Aid of Constructiuon (CIAC) 35 63,004 $ 63,004

5 Imputed Regulatory Contributions 567,874 567,874

6 Advances in Aid of Construction (AIAC) 3,576,920 3,576,920

7 imputed Regulatory Advances 551,760 551,760

8 Customer Deposits 2,100 2,100

9 Investment Tax Credits (1,938,781) (1,938,781)

10 Total Deductions $ 2,822,877 $ 2,822,877

11
ADD:
Allowance for Working Capital $ 309,400 309,400

12 Deferred Debits 642,628 642,628

13 Total Additions $ 952,028 $ 952,028

14 Original Cost Rate Base $ 25,961,898 $ (655,684) $ 25,306,214

References;
Column [A], Company Schedule B-1
Column [B]: Column [C] - Column [A]
Column [C]: Schedule All-4, Column [H]



ADJ # Descriplion
1
2
3
4
5
6

Wells and Springs Adjustment Schedule All 5
Water Treatment Equipment Adjustment Schedule All 6
Distribution Reservoir and Standpipes Adjustments - Scheduler All 7
Land and Land Rights Adjustments- schedule All-8
Structures and Improvements Adjustment - Schedule All 9
Accumulated Depreciation Adjustment - Schedule Al1-10

ARIZONA AMERICAN WATER COMPANY . SUN CITY WATER DISTRICT
Docket No. W-01303A.07.20g
Test Year Ended December 31, 2006

Schedule All-4

SUMMARY oF ORIGINAL COST RATE BASE ADJUSTMENTS

[Bl KC] [D] [El [F] [G}
LINE
n o .

ACCT
NO.

IA]
COMPANY
ASFILED ADJ #1 ADJ #2 ADJ #3 ADJ #4 ADJ #5 ADJ #6

[*'*l
STAFF

ADJUSTED

301 .00
302.00
303.00

s $
1
2
3
4
5

DESCRIPTION
PLANT IN SERVICE
Intangible Plant
Organization
Franchises
Land 8- Land Rights
Subtotal Intangible $

471
2.a51

353,918
357,240 $

(148,130)
(148,130) $

471
2,851

205,788
209,110

$ 3,013,016
314

s (187,156) s 2,825,860
314

3,021,387 (427,725) 2,593,662

6
7
8
g

1 0
1 1
1 2
1 3
1 4
1 5
1 6
1 7

304 .00
305 .00
306 .00

307 ,00
3 0 8 0 0
3 0 9 0 0
310 .00
311 .00
312 .00
313 .00

146,579
6,890,085

146,519
6,890,085

Source of Supply
Structures & Improvements
Collecting and Impounding Res
Lake River and Other Intakes

Wells and Springs
Infiltration Galleries and Tunnels

Supply Mains
Power Generating Equipment
Electric Pumping Equipment
Collecting 8- impounding Reservoirs
Lakes, Rivers, Other Intakes
Subtotal Source of Supply $ 13,071,321 s (427.725) s (187,156) $ 12,456,440

320.00
321.00
323.00
325.00
326.00
328.10

s 396,541 $ (19,594) $ 376,9471 8
1 9
2 0
2 1
2 2
2 3
2 4

Water Treatment
Water Treatment Equipment
Strictures 8. Improvements
Other Power Production
Electric Pumping Equipment
Diesel Pumping Equipment
Gas Engine Pumping Equipment
Subtotal Water Treatment $ 396.541 $ (19,594) $ 376,947

330.00
331.00
332.00
334.00
335.00
336.00
339.00

$ 1,802,878
15,118,990
5,572,172
3,812,785
2,175,095

$ (319,215) $ 1,483>663
15,11B,990
5,572,172
3,812,785
2,175,095

2 5
2 6
2 7
2 8
2 9
3 0
3 1
3 2

Transmission & Distribution
Distribution Reservoirs 8. Standpipe
Transmission and Distribution Mains
Services
Meters
Hydrants
Backflow Prevention Devices
Other Plant and Miscellaneous Equipment
Subtotal Transmission &. Distribution $

523
28,482,443 $ (319,215) $

523
28,163,228

340. 10
3 4 0 2 0
340 .30
341  .to
342 .00
343 .00
3 4 4 0 0
3 4 5 .0 0
346 .10
346 .20
3 4 8 1 0
347 .00
349 .00

7 1 7 ,8 0 9
3 5 1 ,2 5 0
2 0 4 ,5 5 1
7 4 5 ,3 1 8

21 ,022
2 6 5 ,6 6 9

9 ,5 6 0
111 ,284
2 4 3 ,6 2 9

7 ,5 8 6
167 ,342

$
$
$
$
$
$
$
$
$
$
$

7 1 7 ,8 0 9
3 5 1 ,2 5 0
204,551
7 4 5 ,3 1 8

2 1 ,0 2 2
2 6 5 ,6 6 9

9 ,5 6 0
111 ,2a 4
2 4 3 ,6 2 9

7 ,5 a 6
167 ,342

3 3
3 4
3 5
3 6
3 7
3 8
3 9
4 0
41
4 2
4 3
4 4
4 5
4 6
4 7

General Plan!
Office Furniture and Equipment
Computer 8. Peripheral Equip.
Computer and Software
Transportation Equipment
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment- Non-Telephone
Communications Equipment- Telephone
Communications Equipment- Other
Miscellaneous Equipment
Other Tangible Plant
Plant Held for Future Use
Subtotal General Plant s 2,845,020 $ 2,845,020

48 Sub-Total Plant in Service $ 45,152,565 s (427,725) $ (19,594) $ (319,215) s (148,130) $ (187,156) $ 44,050,745
Less:

49
50

Youngstown Plant
Rounding Variance

127,485
5

127,485
5

$ $ (427,725) s (19,594) $ (319,215) $ (148, t30) s (187,156) $51
52
53

Total Plant in Service
Less: Accumulated Depreciation
Net Plantain Service (L51 - L53) $

45,025,075
17, 192.32a
27,832,747 $ (427,725) $ (19,594) $ (319,215) $ (148,130) s (187,156)

$ -

(446,136)
$ 446,136 $

43,923,255
16,746,192
27,177,063

l.Ess:
Net Contributions in Aid of ConsUuciion (ClAc)
imputed Regulatory Coniributioris
Advances in Aid of Construction (AIAC)
lamed Regulatory Advances
Customer Meter Deposits
Investment Tax Credits
Deferred Income Tax Credits (Debits)

Toiai Deductions

63,004
567,874

3,576,920
551,760

2,100
(1,93B,7B1)

# # # # # 63,004
567,874

3,576,920
551,760

2, 100
(1,938,781)

54
55
56
57
58
59
60

61 $ 2,822,877 $ 2,822,877

62
63
64

ADD:
Allowance for Working Capital
Deferred Debits
Total Additions $

309,400
642,628
952,028 $

309,400
642,628
952,028

65 Original Cost Rate Base $ 25.961,898 s (427,725) $ (19,594) $ (319,215) s (148,130) s (187,156) $ 446,136 $ 25,306,214



ARIZONA AMERICAN WATER COMPANY l SUN CITY WATER DISTRICT Schedule All-5
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

RATE BASE ADJUSTMENT #1 - Wells & Springs

LINE
NO.

1
2

DESCRIPTION

Wells & Springs
Total

M]
COMPANY
PROPOSED

[B]
S TAFF

ADJ US TMENTS

[C]
STAFF

RECOMMENDED

$
$

3,021,387
3,021,387

$
$

(427,725)
(427,725)

$
$

2,593,662
2,593,662

3
4

Sumamry of Adjustment #t
Wells 81 Springs disallowed per Decision No, 67093
Wells & Springs registered to the US Department
of interior Bureau of Land Development

Total

$ 408,639.65

5
$
$

19,085.00
427,724.65



ARIZONA AMERICAN WATER COMPANY .. SUN CITY WATER DISTRICT Schedule All-6
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

RATE BASE ADJUSTMENT #2 - WATER TREATMENT EQUIPMENT

LINE
no.

1
2

DESCRIPTION
Water Testing Equipment (Per Decision No. 67093)
Total

[A]
COMPANY
PROPOSED
$ 396,541
$ 396,541

[B]
STAFF

ADJUSTMENTS
$ (19,594)
$ (19,594)

[C]
STAFF

RECOMMENDED
$ 376,947
$ 376,947

REFERENCESi
Column [A]: Company Schedule B-2
Column [B]: Testimony, All
Column [C]: Column [A] + Column [B]



ARIZONA AMERICAN WATER COMPANY . SUN CITY WATER DISTRICT Schedule All-7

Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

RATE BASE ADJUSTMENT #3 - DISTRIBUTIONRESERVOIR & STANDPIPES

LINE
NO.

1
2

DESCRIPTION
Distribution Reservoir & Standpipe (Per Decision No. 67093)
Total

[A]
COMPANY
PROPOSED
8 1.802,878
$ 1,802,878

[B]
STAFF

ADJUSTMENTS
$ (319,215)
$ (319,215)

[C]
STAFF

RECOMMENDED
$ 1,483,663
$ 1,483,663

REFERENCES;
Column [A]: Company Schedule B-2
Column [B]: Testimony, All
Column [C]: Column [A] + Column [B]



ARIZONA AMERICAN WATER COMPANY ...SUN CITY WATER DISTRICT Schedule AH-8

Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

RATE BASE ADJUSTMENT #4 - Land & Land Rights (Agua Fria Water District)

LINE
no.
1
2

DESCRIPTION
Land a Land Rights
Total

[A]
COMPANY
PROPOSED
$ 353,918
$ 353,918

[B]
STAFF

ADJUSTMENTS
$ (148,130)
$ (148,130)

[C]
STAFF

RECOMMENDED
$ 205,788
$ 205,788

3
4
5
6
7
8
9

Land 8. Land Rights Contributed for the Sierra Montana Booster St
Land 8¢ Land Rights Booked - 12/05/03 $
Land 8 Land Rights Adj. Booked - 09/24/04 $
Land & Land Rights Adj. Booked - 10/22/04 $
Land & Land Rights Adj. Booked - 11/19/04 $
Land & Land Rights Adj. Booked - 12/10/04 $
Land 8t Land Rights Booked - 12/05/05 $
Total $

action - Agua Fria Water District
228,968
(24,725)

(309)
(12,208)
(56,442)
12,846

148,130



ARIZONA AMERICAN WATER COMPANY - SUN CITY WATER DISTRICT Schedule All-9
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

RATE BASE ADJUSTMENT #5 - STRUCTURES & IMPROVEMENT

LINE
NO.

1
2

DESCRIPTION
Structures 8< Improvement
Total

[A]
COMPANY
PROPOSED
$ 3,013,016
$ 3,013,016 $

[Bl
STAFF

ADJUSTMENTS
$ (187,156)

(187,156)

[C]
STAFF

RECOMMENDED
$ 2,825,860
$ 2,825,860

3
4
5
6

$ 220,883
Calculation of Adjustment to Structure 8. Improvements
Total Amount Booked on 1803/05
Proper Allocation to Sun City Water District
(5220,883 x 15.269%)
Adjustment

$
$

33,727
(187,156)

REFERENCES;
Column [A]: Company Schedule B-2
Column [B]: Testimony, All
Column [C]: Column [A] + Column [B]



ARIZONA AMERICAN WATER COMPANY - SUN CITY WATER DISTRICT Schedule All-10
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

RATE BASE ADJUSTMENT #6 - ACCUMULATED DEPRECIATION

LINE
NO.

1

2

DESCRIPTION
Accumulated Depreciation
Total

[A]
COMPANY
AS FILED

$ 17,192,328
$ 17,192,328

[B]
STAFF

ADJUSTMENTS
$ (446,136)
$ (446 ,136)

[C]
STAFF

ADJUSTED
$ 16,746,192
$ 16,746,192

REFERENCES:
Column [A]: Company Schedule B-2
Column [B]: Testimony, All
Column [C]: Column [A] + Column [B]



ARIZONA AMERICAN W ATER COMPANY .. SUN CITY WATER DISTRICT Schedule All-11
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

OPERATING INCOME STATEMENT . TEST YEAR AND STAFF RECOMMENDED

[A] [Bl [D] [E]

LINE
n o .

COMPANY
TEST YEAR

AS FILED

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
AS

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

$ $ $ 1 ,830,351 $

DESCRIPTION
REVENUES;

Metered Water Sales
Other Operating Revenue
Total Operating Revenues $

7,578,436
110,043

7,688,479 $

7,578,436
110,043

7,688,479 $ 1,830,351 $

9,408,787
110,043

9,518,830

OPERA TING EXPENSES;
$ 1 ,137,093 $ 1 ,137,093 $ 1 ,137,093

1 5 7 3 ,2 9 6
49,041

4,270
1 ,386,158

275,821
51 ,048
50,000
51,587

165,878
19,442
97,290

360,734
173,137

1 ,287,646

(25,508)

1 ,573,296
49,041

4,270
1 ,386,158

276,821
51 ,046
24,492
51 ,587

165,878
19,442
97,290

360,734
173,137

1 ,252,879

1 ,573,296
49,041

4,27o
1 ,386,158

276,821
51 ,046
24,492
51 ,587

165,878
19,442
97,290

360,734
173,137

1 ,252,879

Labor
Purchased Water
Fuel and Power
Chemicals
Waste Disposal
Management Fees
Group Insurance
Pensions
Regulatory Expense
insurance Other Than Group
Customer Accounting
Rents
General Office Expense
Miscellaneous
Maintenance Expense
Depreciation 8< Amortization
Amortization of CIAC
General Taxes

(34,767)

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
27

Property Taxes
Income Taxes
Total Operating Expenses
Operating Income (Loss)

$
$

100,225
297,758
(86,355)

6,995,068
693,411

$
s

(32,578)
33,687

(59,165)
59 ,165

$
$

100,225
265, 180
(52,668)

6,935,902
752,577

$
$

21,266
689,002
710,259

1 ,120,082
$
$

100,225
286,447
636,335

7,646,170
1 ,872,660

References:
Column (A): Company Schedule C-1
Column (B): Schedule All-12
Column (C): Column (A) + Column (B)
Column (D): Schedules All-1, All-2 and All-16
Column (E): Column (C) + Column (D)



ADJ # REFERENCES:
1
2
3
4

Regulatory Expense - Schedule Adjustment, Schedule All-13
Depreciation Expense Adjustment - Schedule All-14
Property Taxes Adjustment _ Schedule All-15
Income Taxes Adjustment . Schedule All-16

ARIZONA AMERICAN WATER COMPANY - SUN CITY WATER DISTRICT Schedule All-12

Docket No. w-01303A-07-209
Test Year Ended December 31, 2006

SUMMARY OF OPERATING INCOME ADJUSTMENTS . TEST YEAR

[B] [C] [E] [F] [G]
STAFF

ADJUSTED
LINE
no ,

[A]
COMPANY
AS FILED ADJ #1 ADJ  #2 ADJ #3 ADJ #4

$ $1
3
4

DESCRIPTION
RE vEnuEs.-

Metered Water Sales
Other Operating Revenue
Total Operating Revenues $

7,578,436
110,043

7,688,479 $

7,578,436
110,043

7,888,479

OPERA TING EXPENSES;
$ 1 ,137,093 s 1,137,093

1 ,573,296
49,041

4,270
1 ,38s,158

276,821
51 ,046
50,000
51,587

165,878
19,442
97,290

360,734
173,137

1287,646

(25,508)

1 ,573,296
49,041

4,270
1 ,seen58

27G,821
51 ,046
24,492
51 ,587

165,878
19,442
97,290

380,734
173,137

1 ,252,879(34,767)

Labor
Purchased Water
Fuel and Power
Chemicals
Waste Disposal
Management Fees
Group Insurance
Pensions
Regulatory Expense
Insurance Other Than Group
Customer Accounting
Rents
General Office Expense
Miscellaneous
Maintenance Expense
Depreciation 84 Amortization
Amortization of CIAC
General Taxes
Property Taxes
Income Taxes

397,983 (32,578) 365,405

5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Total Operating Expenses
Operating Income (Loss)

$
$

(86,355)
6,995,067

693,412
$
$

(25,508)
25,508

$
$

(34,767)
34,767

$
$

(32,578)
32,578

$
$

33,687
33,687

(33,687)
$
$

(52,668)
6,935,902

752,577



ARIZONA AMERICAN WATER COMPANY . SUN CITY WATER DISTRICT Schedule All-13
Docket No W-01303A-07-209
Test Year Ended December 31, 2006

OPERATING INCOME ADJUSTMENT #1 . REGULATORY EXPENSE

DESCRIPTION
Regulatory Expense
Total

[A]
COMPANY
AS FILED

$ 50,000
$ 50,000

[Bl
STAFF

ADJUSTMENTS
$ (25,508)
$ (25,508)

(C)
STAFF

AS ADJUSTED
$ 24,492
s 24,492

Estimated
HoursRate Case Expense:

Craig Marks, External Counsel

Re-calculation of Regulatory Expense
Actual
through

9/24/2007
$8,550 75

Hourly
Rate
$300

Estimated
Future

Expense
$22,500

Joel Reiker, Cost of Equity External Witness 75 $100 $7,500

Dollar Energy Fund
Low Income Program Testimony, External Witness $1 ,650

$2,000

$25

Copying Services, Public Meetings, Notices, Surveys
Fedex Kinko's
Arizona Republic Classified
Mesa Tribune
Office Max
Moody's Quick Delivery
Direct Impact (Postage, Copying Notice)
Additional Fire Flow & Ratemaking Survey
Public Participation Meetings

Miscellaneous Other

$17,500
$2,000

Total
$31 ,050

$0
$7,500

$0
$0

$1 ,650
$0
$0

$3,392
$33

$170
$1 ,367

$50
$8,299

$17,500
$2,000

$455
$73,476

$1 ,392
$33

$170
$1 ,367

$25
$8,299

$0
$0

$465
$21 ,951 $51,525

LINE
no .
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
27 Normalized over 3 years ($73,476/3) $24,492



ARIZONA AMERICAN WATER COMPANY . SUN CITY WATER DISTRICT Schedule All-14
Page 1 of 2Docket NQ_ W-01303A-07-209

Test Year Ended December 31, 2006

OPERATING INCOME ADJUSTMENT #2 - DEPRECIATION EXPENSE

DESCRIPTION
Depreciation Expense on Test Year Staff Adjusted UPIS
Amortization of Deferred debit .. Yak Costs
Amortization of Youngtown - Fire Flow Study

[A]
COMPANY
PROPOSED

1,381 ,041
18,573

5,915
1,405,529

[B]
STAFF

ADJUSTMENTS
(34,767)

[C]
STAFF

RECOMMENDED
1,346,274

18,573
5,915

1,370,762(34,767)

LINE
NO.

1
2
3
4
5
6
7
8
9

10
11

LESS:
Amortization of Contributions at 1.52% per year
Amortization of imputed Regulatory CIAC
Amortization of Youngtown Plant

972
112,708

4,202
117,882

972
112,708

4,202
117,882

1 ,287,647 (34,767) 1,252,880

REFERENCES;
Column [A]: Company Schedule C-2, page 1
Column [B]: Testimony, All
Column [C]: Column [A] + Column [B]

l l l



ARIZONA AMERICAN WATER COMPANY . SUN CITY WATER DISTRICT Schedule All-14
Page Hof 2Docket No. W-01303A~07-209

Test Year Ended December 31, 2006

OPERATING ADJUSTMENT #2 . DEPRECIATION EXPENSE

Line
No,

ACCT
no.

[A]
ORIGINAL

COST

[8]
DEPREC.

RATE

(Cl
DEPREC.
EXPENSE

301000
302000
303000

DESCRIPTION
Intangible Plant
Organization
Franchises
Land & Land Rights
Subtotal Intangible

471
2,851

205,788
209,110

0.00%
0.00%
0.00%

787,273
456,858
126,815

28,604
98,125

1,328,185
314

19,682
7,630
2,118

572
4,543

22,181
8

304100
304200
304300
304400
304600
304800
305000
308000
307000
308000
309000
310000
311200
311300
311500

2,593,662

2.50%
1.67%
1.67%
2.00%
4.63%
1.67%
2.50%
2.50%
2.52%
6.67%
2.00%
4.42%
4.42%
5.00%
5.01 %

65,360

Source of Supply
Struck & Imp SS
Struck a. Imp P
Struck & Imp WT
Struck s. Imp TD
Struck & Imp Offices
Struck 8- Imp Misc
Collect & impounding
Lake, River & Other Intakes
Wells & Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generating Equipment
Electric Pumping Equipment (Co. 311200 & 311500)
Electric Pumping Equipment - Diesel
Electric Pumping Equipment Other

Subtotal Source of Supply

146.519
6,713,399

36,032
140,654

12,456,440

6,476
296,732

1,802
7,047

434,150

320100
321000
323000
325000
326000
328000

Water Treatment
Water Treatment Equipment
Structures & Improvements
Other Power Production
Electric Pumping Equipment
Diese! Pumping Equipment
Gas Engine Pumping Equipment
Subtotal Water Treatment

376,947 4.00%
3.33%
5.00%
5.00%
500%
5.00%

15,078

376,947 t5,078

Transmission & Distribution
330000 Distribution Reservoirs & Standpipe

331001 &331100 Transmission and Distribution Mains
332000 Services (co. 333000)
334000 Meters (Co 3341 of & 334200)
335000 Hydrants
336000 Backflow Prevention Devices
339000 Other Plant and Miscellaneous Equipment

Subtotal Transmission & Distribution

1,483,663
15,118,990

5,572,t72
3,812,785
2,175,095

1.67%
1.53%
2.48%
2.51 %
2.00%
657%
2.00%

24,777
231.321
138,190

95,701
43,502

523
28,163,228

10
533,501

340100
340200
340300
341000
342000
343000
344000
345000
346000
346300
347000
349000

General Plant
Office Furniture and Equipment
Computer and Peripheral Equip.
Computer and Software
Transportation Equipment (Co 341100841200 & 341400)
Stores Equipment
Tools and Work Equipment
Laboratory Equipment
Power Operated Equipment
Communications Equipment Non»Telephone
Communications Equipment- Other
Miscellaneous Equipment
Other Tangible Plant
Plant Held for Future Use
Subtotal General Plant

717,809
351,250
204,551
745,318

21,022
265,669

9.560
111 .284
243,629
174,928

4.59%
4.49%

37.71%
25.00%

3.91%
4.02%
3.71%
5.20%

10.30%
4.93%
0.00%
0.00%
0.00%

32,947
15,771
77,136

186,330
822

10,680
355

5_7a7
25,094

8,624

2,845,020 363,545

1
2
3
4
5
6
7
8
9

1 0
11
12
1 3
14
1 5
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
3 3
34
35
36
37
38
39
4 0
41
42
4 3
44
4 5
46
47
48
4 9
50
51
52
53
54
55
56
57
5B
59
60 To ta l 44,050,745 1 ,346,274



ARIZONA AMERICAN WATER COMPANY - SUN cITy WATER DISTRICT Schedule All-15
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Test Year Ended December 31, 2006

OPERATING ADJUSTMENT#3 - PROPERTY TAX EXPENSE

$ $

$ $

$ $

$ $

$$

$ $

[B]
STAFF

RECOMMENDED
$ 7,688,479

2
15,376,958

9,518,830
24,895,788

3
8,298,596
2

16,597,192
20,865

181,994
16,436,063

23.50%
3,862,475
7.41614%

[Al
STAFF

ASADJUSTED
$ 7,688,479

2
15,376,958
7,688,479

23,065,437
3

7,688,479
2

15,376,958
20,865

181,994
15,215,829

23.50%
3,575,720
7.41614%

$ 265,180
297,758
(32,578)$

LINE
n o.

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21

$

DESCRIPTION
Staff Adjusted Test Year Revenues - 2005
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Multiplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWIP
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Lihe 13)
Composite Property Tax Rate - Obtained from ADOR
Staff Test Year Adjusted Property Tax Expense (Line 14 * Line 15)
Company Proposed Property Tax
Staff Test Year Adjustment (Line 16 - Line 17)
Property Tax _ Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Due to Increase in Revenue Requirement $

286,447
265,180

21 ,266

22
23
24

Increase in Property Tax Due to Increase in Revenue Requirement (Line 21)
Increase in Revenue Requirement
Increase in Property Tax Per Dollar Increase in Revenue (Line 22 / Line 23)

$
$

21,266
1,830,351
1.161862%

REFERENCES:
Line 15: Composite Tax Rate obtained from Arizona Department of Revenue
Line 17; Company Schedule C-1
Line 21: Line 19 - Line 20
Line 23: Schedule All-1



ARIZONA AMERICAN WATER COMPANY - SUN CITY WATER DISTRICT Schedule All-16
Docket No. W-01303A-07-209
Test Year Ended December 31, 2006

OPERATING INCOME ADJUSTMENT #4 - INCOME TAX EXPENSE

LINE
n o .

1
2

DESCRIPTION
Income Taxes
Total

[A]
COMPANY
PROPOSED
$ (86,355)
$ (86,355)

[B]
STAFF

ADJUSTMENTS
$ 33,687
$ 33,687

[C]
STAFF

RECOMMENDED
$ (52,668)
$ (52,668)

References:
Column (A), Company Schedule C-2
Column (B): Column (C) - Column (A)
Column (C): Schedule All-2
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EXECUTIVE SUMMARY
ARIZONA-AMERICAN WATER COMPANY

DOCKET NO. W-01303A-07-0209

The Direct Testimony of Staff witness Steven P. Irvine addresses the following issues:

Capital Structure - Staff recommends that the Arizona Corporation Commission
("Commission") adopt a capital structure for Arizona-American Water Company ("Arizona-
American" or "Company") for this proceeding consisting of 62.4 percent debt and 37.6 percent
equity.

Cost of Equity - Staff' s 10.8 percent estimated return on equity ("ROE") for the Company is
based on cost of equity estimates for the sample companies ranging from 9.1 percent using the
discounted cash flow method ("DCF") to 10.6 percent using the capital asset pricing model
("CAPM"). Staffs ROE recommendation includes a 0.9 percent upward adjustment due to the
higher financial risk reflected in Arizona-A1nerican's capital structure in relation to that of the
sample companies.

Cost of Debt ,- Staff recommends that the Commission adopt a 5.4 percent cost of debt.

Overall Rate of Return - Staff recommends that the Commission adopt an overall rate of return
("ROR") of 7.4 percent.

Mr. Reiker's Testimony - The Commission should reject the 8.0 percent ROR proposed by
Arizona-American for the following reasons:

1.  The Company's  proxy group includes  Southwest  Water . The major ity of
Southwest Water's revenues are derived from non-utility operations.

2. The Company uses market value to represent the equity positions of the sample
group companies when making its financial risk adjustment.

3. The Company fails to include all of its debt obligations in its capital structure.

Staff"s recommendations are based on calculations that have inadvertently included the Tolleson
Obligation in calculation of the capital structure and cost of debt. Staff will file errata schedules
and explanatory test imony that  por tray Staffs recommendation based on exclusion of the
Tolleson Obligation from the capital structure and cost of debt calculation as soon as possible.
This change will a lso require filing of errata  schedules for  revenue requirement and such
schedules will also be filed as soon as possible.
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1 I. INTR O DUC TIO N

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

3

4

5

My na me  is  S te ve  Irvine . I a m a  P ublic Utilitie s  Ana lys t IV e mploye d by the  Arizona

Corpora tion Commis s ion ("ACC" or "Commis s ion") in  the  Utilitie s  Divis ion ("S ta ff"').

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

6

7 Q- Brie fly des c ribe  your res pons ibilitie s  as  a  Public  Utilitie s  Ana lys t.

8

9

10

In my ca pa city a s  a  P ublic Utilitie s  Ana lys t, I conduct s tudie s  to e s tima te  the  cos t of

e quity ca pita l, pe rform  a na lys e s  of de bt cos ts  a nd com pute  the  ove ra ll ra te  of re turn  in  ra te

proceedings. I a lso design ra tes to genera te  the  revenue requirement in ra te  proceedings.

11

12 Q- Pleas e des cribe your educational background and profes s ional experience.

13

14

15

1 6

In 1994, I gra dua te d from Arizona  S ta te  Unive rs ity, re ce iving a  Ba che lor of S cie nce

de gre e  in  Bus ine s s  Ma rke ting. In  1 9 9 7 ,  I re ce ive d  a  Ma s te rs  d e g re e  in  P u b lic

Adminis tra tion from Arizona  S ta te  Unive rs ity. began employment with the  Commiss ion

in May of 2001 and have  worked in the  Utilitie s  Divis ion s ince  September of 2002.

17

18 Q- What is the scope of your testimony in this case?

19

20

My te s timony provide s  S ta ffs  re comme nde d ra te  of re turn for Arizona -Ame rica n Wa te r

Compa ny ("Arizona -Ame rica n" or "Compa ny") in this  ca se .

21

22

23 Q-

Summary of Testimony and Recommendations

Briefly summarize how Staffs cost of capital testimony is organized.

24

25

A.

A.

A.

A.

A. Sta ffs  cos t of capita l te s timony is  pre sented in ten sections . Section I is  this  introduction.

Se ction II discusse s  the  conce pt of we ighte d a ve ra ge  cos t of ca pita l ("WACC"). Se ction
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1

2

3

4

5

6

7

III pre s e nts  the  conce pt of ca pita l s tructure  a nd pre s e nts  S ta ff's  re comme nde d ca pita l

s tructure  for Arizona -Ame rica n in this  proce e ding. S e ction IV discusse s  the  conce pts  of

re turn on e quity ("ROE") a nd risk. Se ction V pre se nts  the  me thods  e mploye d by S ta ff to

e s tima te  Arizona -Ame rica n's  ROE. S e ction VI pre s e nts  the  findings  of S ta ffs  ROE

ana lys is . Section VII presents  S ta ff" s  fina l cos t of equity e s tima tes  for Arizona-American.

S e ction  VIII pre s e nts  S ta ff" s  ra te  of re turn  ("ROR") re comme nda tion  for Arizona -

American. S e ction IX pre s e nts  S ta ff' s  comme nts  on the  dire ct te s timony of Arizona -

8 Ame rica n 's  witn e s s ,  Mr. J o e l Ra ke r. F in a lly,  S e c tio n  X s u mma riz e s  S ta ffs

9 recommendations.

1 0

11 Q-

1 2

Brie fly s umma rize  S ta ff's  p ropos e d  c a p ita l s truc tu re , re tu rn  on  e qu ity a nd  ove ra ll

ra te  of re turn  for Arizona -American  in  th is  proceeding .

13

1 4

1 5

1 6

1 7

1 8

1 9

S ta ff re comme nds  a  7.4 pe rce nt ove ra ll ROR. S ta ffs  re comme nde d ROR re fle cts  a

capita l s tructure  composed of 62.4 pe rcent debt and 37.6 pe rcent equity, a  10.8 pe rcent

ROE for the  Company based on cost of equity estimates for the  sample  companies ranging

from 9.1 percent using the  discounted cash How method ("DCF") to 10.6 percent using the

c a p ita l a s s e t p ric in g  mo d e l ("CAP M") a n d  a  5 .4  p e rc e n t c o s t o f d e b t. Staff" s

recommended 10.8 pe rcent ROE includes  a  0.9 pe rcent upward financia l risk adjus tment.

Staffs  recommended 7.4 percent ROR is  ca lcula ted in Schedule  SPI-1 .

20

2 1 Q-

22

Brie fly s umma rize  Arizona -Ame ric a n 's  p ropos e d  c a p ita l s truc ture , re tu rn  on  e qu ity

and overa ll ra te  of re turn for th is  proceeding.

23

24

A.

A. The  Company proposes  a  capita l s tructure  tha t cons is ts  of 42.4 pe rcent equity and 57.6

pe rcent debt. The  Company recommends  an 11.3 pe rcent cos t of equity and 5.6 pe rcent
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1 cos t of de bt for a n 8.0 pe rce nt ove ra ll ROR. Ta ble  I s umma rize s  Arizona -Ame rica n's

2 propos e d ca pita l s truc ture  a nd cos ts .

3

4 Ta b le  1

We ig h t Cos t
Weighted
Cost

Long-te nn De bt 57.6% 5.6% 3.2%

Common Equity 42.4% 11.3% 4.8%

Cost of Capital/ROR 8.0%

5

6 11. THE  WE IG HTE D AVE RAG E  CO S T O F CAP ITAL

7 Q- Pleas e  expla in the  term cos t of capita l.

8

9

Cos t of ca pita l is  the  opportunity cos t of a n inve s tme nt. For a n inve s tor it is  the  ra te  of

re turn tha t one  would e xpe ct to e a rn in inve s tme nts  with ris k s imila r to the  inve s tme nt

10

11

12

13

14

15

1 6

be ing cons ide re d. One  ca n inve s t in a  compa ny through a  va rie ty of s e curitie s  such a s

s tock, bonds , and debt. The  cos t of capita l to a  company issuing a  va rie ty of securitie s  is

a n a ve ra ge  of the  e xpe cte d re turns  on the  se curitie s  the  compa ny ha s  is sue d we ighte d

a ccording to the  s ize  of e a ch se curity re la tive  to the  compa ny's  e ntire  se curity portfolio.

This  tota l cos t of capita l is  re fe rred to a s  the  we ighted ave rage  cos t of capita l ("WACC").

Equity inve s tors  a re  a ttra cte d to a n e quity inve s tme nt whe n the  e xpe cte d re turns  a re

s imila r to thos e  of othe r e ntitie s  with s imila r ris k. Tha t is , the  cos t of e quity ca pita l is

17 determined by the  marke t.

18

19 Q. Wha t is  the  WACC fo rmula ?

20 The  WACC formula  is  a s  follows :

2 1

A.

A.
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1 Equa tion 1

2
n

3
WACC W t t i

4

5

6

In this  e qua tion, Wt is  the  we ight give n to the  it s e curity (the  proportion of the  it s e curity

re la tive  to the  portfolio) and Ti is  the  expected re turn on the  it security.

7

8 Q-

9

P le a s e  p ro vid e  a n  e xa m p le  o f a  h yp o th e tic a l c a p ita l s tru c tu re  d e m o n s tra t in g

applica tion  of Equa tion  1.

1 0

1 1

1 2

1 3

For purposes  of this  example , a ssume  tha t an entity ha s  a  capita l s tructure  composed of

70.0 percent debt and 30.0 percent equity. Also, assume tha t the  embedded cost of debt is

7.0 pe rce nt a nd the  e xpe cte d re turn on e quity, i.e . the  cos t of e quity, is  10.0 pe rce nt.

Ca lcula tion of the  WACC is  a s  follows :

1 4 WACC = (70.0% * 10%> + 60.0% * 10.0%)
1 5

WACC = 4.90% + 3.00%
1 6

WACC = 7.90%
1 7

1 8

1 9

20

The  we ighte d a ve ra ge  cos t of ca pita l in this  e xa mple  is  7.90 pe rce nt. The  e ntity in this

e xa mple  would ne e d to a m a n ove ra ll ra te  of re turn of 7.90 pe rce nt to cove r its  cos t of

ca pita l.

2 1

A.



Component %
Capita l Leases $10,000 ($10,000/$100,000) 10.0%
Long-Te rm De bt $30,000 ($30,000/$100,000) 30.0%
Short-Te rm Debt $5,000 ($5,000/$100,000) 5.0%
Prefe rred Stock $10,000 ($10,000/$100,000) 10.0%
Common S tock $45,000 ($45,000/$100,000) 45.0%
Tota l $100,000 100%
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1 111. CAP ITAL S TRUCTURE

2

3

Background

Pleas e  expla in the  capita l s tructure  concept.Q-

4 While  WACC de s cribe s  the  a ve ra ge  unit

5

6

7

cos t of ca pita l e mploye d from a  compa ny's

va rious  s e curitie s , ca pita l s tructure  de s cribe s  the  re la tive  proportions  of e a ch type  of

s e curity (ca pita l le a se s , long-te nn de bt, short-te rm de bt, pre fe rre d s tock, a nd common

stock). As  the  proportion of the  capita l s tructure  represented by fixed obliga tion financing

8

9

increases  (increased leverage), risk associa ted with the  ability to meet financia l obliga tions

(financia l risk) increases .

1 0

11 Q- How is the capital structure for a given company described"

1 2

1 3

1 4

1 5

1 6

1 7

A compa ny's  ca pita l s tructure  is  de s cribe d by s imply s ta ting the  pe rce nta ge  of e a ch

component of the  capita l s tructure  re la tive  to the  whole  capita l s tructure . The  following is

a n e xa mple  of a  hypothe tica l ca pita l s tructure . Assume  tha t the  ca pita l s tructure  for a n

entity tha t is  financed by $10,000 of capita l le a se s , $30,000 of long-tenn debt, $5,000 of

short-te rm de bt, $10,000 of pre fe rre d s tock a nd $45,000 of common s tock. The  ca pita l

s tructure  for the  company is  shown in Table  2.

1 8

1 9 Ta ble  2

20

A.

A.
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1

2

3

The  ca pita l s tructure  in this  e xa mple  is  compos e d of 10.0 pe rce nt ca pita l le a s e s , 30.0

percent long-te rm debt, 5.0 percent short-te rm debt, 10.0 percent pre fe rred s tock and 45.0

percent common s tock.

4

5

6

Arizona-American's Capital Structure

What capital structure does Arizona-American propose"Q-

7

8

The  Company recommends  a  capita l s tructure  with 57.6 pe rcent long-te rm debt and 42.4

percent equity.

9

1 0 Q- What capita l s truc ture  does  S ta ff recommend for Arizona-American?

1 1

1 2

1 3

1 4

1 5

1 6

1 7

Sta ff recommends  a  capita l s tructure  composed of 37.6 pe rcent equity and 62.4 pe rcent

debt as  shown in Schedules  SPI-1. Staff recommends tha t the  Company's  capita l s tructure

re flect Anthem's  mos t recent debt (Table  3, be low) and equity pos itions  (Table  4, be low).

In a ddition, S ta ff upda te d the  Compa ny's  a ctua l ca pita l s tructure  to include  $3 million

from a n inte rconne ction a gre e me nt be twe e n the  Compa ny a nd the  City of Phoe nix tha t

cre a te d a n obliga tion for the  Compa ny to pa y the  City of Phoe nix for a n inte rconne ction

between the  respective  water systems.

1 8

1 9 Q- What cost of debt does Staff recommend for Arizona-American?

20 Staff recommends a  cost of debt of 5.4 percent as shown in Table  3, be low.

2 1

A.

A.

A.



Applicant's  Cos t of Debt (Inc luding the  Tolle s on Obliga tion)

Inte re s t Ra teAnnua l Inte re s t

Amount outs ta nding

as  of 6/30/2007 Weight

s 320,490

2,587

1,327

3,112

2,665

386,051

1,331,330

618,240

6,918,220

595,000

383,775

280,768

55.4%

7.122%

6.260%

5.761%

7.180%

7.179%

3.630%

5.390%

5.520%

5.620%

5.950%

5.950%

3.280%

0.000%

5.387%10,843,564

4,500,000

41,323

23,036

43.340

37,123

10,635,000

24,700,000

11,200,000

123,100,000

10,000,000

6,450,000

8,560,000

2,000,000

201 ,289,822

Long-Te rm De bt

Aug '08 L-T S e nior Note s

S e pt '13 P ILR - Monte re y

Aug 'la P ILR - Montes /Lincoln

Aug '15 PILR - Rosalie

Aug '15 P ILR - T.O. De ve lopme nt

S e pt '28 L-T Note  - Ma ricopa

De c '13 L-T P romis s ory Note

De c '16 L-T P romis s ory Note

De c '18 L-T P romis s ory Note

Fa ll 2037 L-T P romis s ory Note "

Fa ll 2037 L-T P romis s ory Note '

Tolle s on Obliga tions

P hoe nix Inte rconne ction Agre e me nt

Long-Te rm De bt

1,327,891 5.444%

0.000%

5.230% 7.0%1,327,891

Short-Te rm De bt

Short-Te rm De bt

P hoe nix Inte rconne ction Agre e me nt

S hort-Te rm De bt

24,391,823

1,000,000

25,391,823

62.4%5.369%$Total Debt $ 12,171,455226,681 ,645

Compa ny's  Equ ity

% of Tota l Ca pita lAmount outs tanding

35.8%8 125,408,846Tota l Common Equity

Direct Tes timony of S teven P . Irvine
Docke t No W-01303A-07-0209
Page 7

1 Ta b le  3

2

3 Ta b le  4

4
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1 Q- Ho w d o e s  Arizo n a -Ame ric a n 's  c a p ita l s tru c tu re  c o mp a re  to  c a p ita l s tru c tu re s  o f

2 public ly traded  wa te r u tilitie s ?

3

4

5

The  a ve ra ge  ca pita l s tructure  of the  s ix publicly tra de d wa te r compa nie s  ("s a mple

companies") is  50.1 percent debt and 49.9 percent equity. The  capita l s tructure  for each of

the sample companies is shown in Schedule SPI-3 .

6

7 Q.

8

Does Staff discuss the matter of a cost of equity adjustment as it relates to capital

structure differences between Arizona-American and the sample water companies?

9 Ye s . This  ma tte r is  discusse d in Se ction VII, Fina l Cos t of Equity Es tima te s  for Arizona -

1 0 American.

1 1

1 2 IV. R E TUR N O N E Q UITY

13

1 4

Background

Please define the term cost of equity.Q-

1 5

1 6

1 7

1 8

1 9

20

2 1

Cost of equity is  the  compensa tion tha t inves tors  expect for bea ring the  risk of ownership

of a  s tock. The  re turn tha t inves tors  expect for a  given s tock is  equiva lent to the  expected

re turns  of othe r firms  with e quiva le nt risk. Inve s tors  ca n e xpe ct a  give n s tock's  re turn to

be  s imila r to re turns  of othe r s tocks  with equiva lent leve ls  of risk a s  inves tors  can s imply

se le ct the  othe r s tocks  a s  a n a lte rna tive . Inve s tors  a re  like ly to do so if the re  a re  othe r

s tocks  a va ila ble  with s imila r le ve ls  of risk a nd highe r re turns . Cos t of e quity is  the re fore

de tennined by the  marke t given the  preva iling marke t conditions .

22

A.

A.

A.
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1 Q.

2

Can the cost of equity for Arizona-American be determined by market data related

to its stock and earnings?

3

4

5

6

As Arizona -American's  s tock is  not publicly traded, its  cos t of equity cannot be  e s tima ted

directly. As  s ta ted previous ly, inves tors  expect re turns  equiva lent to the  re turns  of s tocks

with e quiva le nt ris k. As  a  proxy for Arizona -Ame rica n's  own ma rke t da ta , S ta ff ha s

e s tima te d Arizona -Ame rica n's  cos t of e quity us ing ma rke t da ta  from s ix publicly tra de d

7 wa te r utilitie s .

8

9 Q- Do interest rates affect cost of equity?

1 0

1 1

1 2

1 3

Ye s . According to the  CAP M, the  dire ction of cha nge  in inte re s t ra te s  is  a n indica tor of

the  dire ction of cha nge  in cos t of e quity. The  CAP M is  a  ma rke t ba s e d mode l us e d for

cos t of ca pita l e s tima tion tha t S ta ff e mploys  to e s tima te  Arizona -Ame rica n 's  cos t of

equity. The  CAPM mode l is  discussed in grea te r de ta il in Section V of this  te s timony.

1 4

1 5 Q- What has been the general trend in interest rates in recent years?

1 6

1 7

U.S . trea sury ra te s  from November 2000 to 2007 a re  shown in Cha rt 1. The  cha rt shows

tha t the  ra te s  in this  time fra me  ge ne ra lly de cline d until mid 2003 a nd ha ve  e n a ve ra ge

1 8 risen somewhat s ince  tha t time.

1 9

A.

A.

A.



Chart 1: Average Yield on 5-, 7-, & 10-Year Treasuries
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1

2

3

4

5

6

7

8

9

1 0

11

1 2

1 3

1 4 Source: Federal Reserve

1 5

1 6 Q- What has been the general trend in interest rates in the long-term?

1 7

1 8

U.S . tre a sury ra te s  from 1955 to pre se nt a re  shown in Cha rt 2. The  cha rt de mons tra te s

tha t in tha t pe riod ra tes  rose  on average  until the  l98()'s  and have  fa llen on average  s ince

1 9

A.

tha t time .



Chart2: History of5- aid 10-Year TreasLry Yields
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1

2

3

4

5

6

7

8

9

10

11 Source: Federal Reserve

12

13 Q- What do these trends suggest for cost of equity?

14

15

As  me ntione d pre vious ly, inte re s t ra te s  ge ne ra lly ha ve  a  dire ct re la tionship with cos t of

capita l. As  a  result, cos t of equity has  declined s ignificantly in the  pas t 25 years .

16

17 Risk

18 Q~ Pleas e  define  ris k as  it re la tes  to cos t of capita l.

19

20

2 1

22

23

24

Risk is  unce rta inty tha t re sults  from the  va riability of re turns  from an inves tment. Grea te r

va ria b ility re s u lts  in  g re a te r ris k. Be ca us e  inve s tors  a re  ge ne ra lly a ve rs e  to  ris k,

inves tments  with grea te r inhe rent risk mus t promise  highe r expected yia ids f Risk can be

sepa ra ted into two components : marke t risk and non-marke t risk. Marke t risk can a lso be

re fe rred to a s  sys tematic or non-dive rs itiable  risk. Non-marke t risk can a lso be  re fe rred to

as  unique  or dive rs ifiable  risk.

A.

A.

1 Scott, David L. Wall Street Words, revised edition. Houghton Mifflin Company. Boston. 1988. p. 324.
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1 Q- Wha t is  ma rke t ris k?

2

3

4

5

6

7

8

9

Ma rke t ris k is  ris k which re s ults  from force s  tha t a ffe ct the  e ntire  ma rke t. Exa mple s  of

forces  tha t contribute  to marke t risk include  but a re  not limited to: infla tion, inte re s t ra te s ,

genera l business  cycles , inte rna tiona l incidents , and war. Each of these  forces  impacts  the

e ntire  ma rke t. An inve s tor ca nnot e limina te  ma rke t risk by holding a  dive rse  portfolio a s

ma rke t ris k a ffe cts  a ll s tocks . While  ma rke t ris k a ffe cts  a ll s tocks , the  de gre e  to which

ma rke t risk a ffe cts  a n individua l s tock's  re turns  va rie s . The  se ns itivity of a  give n s tock's

re turns  re la tive  to the  whole  marke t is  measured by the  indica tor be ta . Be ta  re flects  both

the  bus iness  risk and financia l risk of a  firm. As  be ta  is  a  component of the  CAPM mode l,

1 0 it is  discussed in grea te r de ta il in Section V of this  te s timony.

1 1

1 2 Q. What is  bus ines s  ris k?

1 3 Business risk is that risk which is associated with the fluctuation in eaniings due to the

1 4

1 5

basic nature of a firm's business. Companies in the same line of business experience the

same business risk associated with earning cycles for that line of business. Business risk

1 6 affects cost of equity.

1 7

1 8 Q- What is financial risk?

1 9

20

2 1

22

Fina ncia l ris k is  the  ris k tha t re s ults  from a  compa ny's  re lia nce  on  de bt fina ncing.

Financia l risk a ffects  cos t of equity. Firms  whose  capita l is  highly leve raged have  grea te r

exposure  re la ted to the  ability to se rvice  debt. As  leve rage  increases , risk a lso increases .

This  increase  in risk results  in an increase  in cost of equity.

23

A.

A.

A.
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1 Q- What is  non-marke t ris k?

2

3

4

5

6

Non-ma rke t ris k, or Finn-s pe cific ris k, is  ris k tha t re s ults  from force s  which a re  firm

s pe cific, or s ingula r to  a  firm. Exa mple s  of force s  tha t contribute  to non-ma rke t ris k

include  but a re  not limite d to: s trike s , la ws uits , fa ilure  of a  product line , a nd los s  of a

clie nt. Diffe re nt finis  e xpe rie nce  the ir own unique , or non-ma rke t, ris ks . By holding a

dive rse  portfolio an individua l inves tor can e limina te  non-marke t risk.

7

8 Q- Do market and non-market risk affect cost of equity?

9

1 0

Marke t risk does  a ffect cos t of equity. Because  non-marke t risk is  dive rs ifiable , inves tors

cannot expect to be  compensated for non-market risk.

1 1

1 2 v. E S TIMATING  THE  CO S T O F  E Q UITY

1 3 Introduction

1 4 Q. Did Staff directly estimate Arizona-American's cost of equity?

1 5

1 6

1 7

1 8

1 9

20

2 1

No. As  Arizona -Ame rica n is  not a  publicly tra de d compa ny, fina ncia l me trics  ne e de d to

dire ctly e s tima te  Arizona -Ame rica n's  cos t of e quity a re  not a va ila ble . For this  re a s on,

S ta ff used marke t information from s ix publicly traded wa te r companies  a s  a  proxy for the

fina ncia l me trics  ne e de d to e s tima te  Arizona -Ame rica n's  cos t of e quity. Da ta  from the

proxy companies  is  ave raged in S ta ffs  ana lys is . Re lying on ave raged da ta  from a  sample

group a s  a  proxy ha s  the  be ne ficia l e ffe ct of re ducing s a mple  e rror a s s ocia te d with

variance  present a t the  instant in time from which the  financia l metrics  a re  se lected.

22

23 Q- What Companies  did Sta ff s e lec t as  proxies  or comparables  for Arizona-American?

24 Sta ff s  sample  consis ted of: American S ta tes  Wate r, Ca lifornia  Wate r, Connecticut Wate r

25

A.

A.

A.

A.

S e rvice s , Middle s e x Wa te r, Aqua  Ame rica , a nd S J W Corp. The se  compa nie s  we re
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1

2

se lected a s  they a re  publicly traded and a  s ignificant portion of the ir revenues  come  from

re gula te d ope ra tions . Arizona -Ame rica n's  a na lys is  is  ba s e d on the s e  s a me  s a mple

3 companies.

4

5 Q- What mode ls  d id  S ta ff implement to  es timate  Arizona-American 's  cos t of equity?

6 Staff' s  estimate  of the  cost of equity is  based on the  DCF and the  CAPM.

7

8 Q- Why did Staff choose to base its analysis on the DCF and CAPM?

9

1 0

11

S ta ff chos e  the s e  mode ls  a s  the y a re  wide ly re cognize d ma rke t ba s e d mode ls  for

e s tima ting the  cos t of equity. S ince  the  cos t of equity is  de te rmined by the  marke t, use  of

marke t based models  is  appropria te . These  models  a re  expla ined in the  following sections

1 2 of this  te s timony.

1 3

1 4 Dis counted Cas h Flow Model Ana lys is

1 5 Q-

1 6

P le a s e  p ro vid e  a  b r ie f s u m m a ry o f th e  th e o ry u p o n  wh ic h  th e  DCF m e th o d  o f

es timating the cos t of equity is  bas ed.

1 7 The  DCF me thod of s tock va lua tion is  ba se d on the  the ory tha t a n inve s tme nt's  curre nt

1 8

1 9

20

2 1

22

23

24

va lue  is  equa l the  discounted sum of the  future  revenues  gene ra ted from the  inves tment.

P rofe s sor Myron Gordon pione e re d the  use  of the  DCF me thod to e s tima te  the  cos t of

ca pita l for a  public utility in the  l960's . This  mode l is  wide ly us e d due  to its  the ore tica l

me rit a nd s implicity. The  DCF fionnula  ca lcula te s  the  cos t of ca pita l us ing e xpe cte d

dividends , marke t price , and a  dividend growth ra te . This  process  is  applied to each of the

sample  companies  and the  results  a re  averaged to de te rmine  an es timated cost of capita l

for the  subj e t company.

25

A.

A.

A.
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1 Q- Are alternative growth rate models used in Staff's application of the DCF?

2

3

4

5

Yes. Staff uses two versions of the DCF. In one version, Staff uses a single continuous

growth rate. This is referred to as the constant growth DCF. In the second version, Staff

uses a two-stage growth rate that assumes that dividend growth will change in the future.

This second model is referred to as the multi-stage or non-constant growth DCF.

6

7 The Constant-Growth DCF

8 Q- What is the mathematical formula used in Staffs constant-growth DCF analysis?

9 The constant-growth DCF formula used in Staffs analysis is as follows:

Equation 2 :

K D1+8
R,

where : K
D I

13,

g

the cost of equity

the expected annual dividend

the cuiTent stock price

the expected infinite annual growth rate of dividends

1 0

1 1

1 2

1 3

1 4

1 5

This formula assumes that the company has a constant earnings retention rate and that its

earnings will continue to grow at a single constant rate. According to this equation, a

stock with a current market price of $10 per share, an expected annual dividend of $0.60

per share and an expected dividend growth rate of 4.0 percent per year has a cost of equity

of 10.0 percent. This is calculated as follows: ($0.60/$10 or 6.0 percent) + (4.0 percent) =

1 6 10.0 percent.

1 7

A.

A.
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1 Q- How did Staff select the dividend yield components DI and PT in the constant-growth

2 DCF fo rmu la ?

3

4

S ta ff us e d the  e xpe cte d a nnua l divide nds  (DI) a nd s tock price  (P o) a t the  clos e  of the

market on September 5, 2007, as reported byMSN Mone y.

5

6 Q.

7

Why did Staff use the September 5, 2007 spot stock price rather than a historical

average stock price to calculate the dividend yield component of the DCF formula?

8

9

1 0

1 1

1 2

Curre nt ra the r tha n his toric s pot price  is  us e d in orde r to be  cons is te nt with fina ncia l

the ory. According to the  e fficie nt ma rke t hypothe s is , curre nt s tock price s  re fle ct a ll

a va ila ble  informa tion. This  include s  inve s tors ' curre nt e xpe cta tions  of future  re turns .

Cons e que ntly, curre nt s tock price  is  the  be s t indica tor of thos e  e xpe cta tions . Us e  of a

his torica l ave rage  of s tock prices  illogica lly discounts  the  most recent informa tion in favor

1 3 of le s s  re ce nt informa tion. The  la tte r is  s ta le  a nd is  re pre s e nta tive  of unde rlying

1 4 conditions that may have changed.

1 5

1 6 Q-

1 7

How did Staff estimate the dividend growth (g) component of the constant-growth

DCF model represented by Equation 2?

1 8

1 9

20 earnings-per-share  ("EPS")4

2 1

The  growth component used by S ta ff is  de te rmined by ave raging s ix diffe rent e s tima tion

me thods . The  re sults  a re  shown in S che dule  S P I-7. S ta ff ca lcula te d both his torica l a nd

projected growth e s tima te s  on dividend-pe r-sha re  ("DPS")3,

and sustainable growth bases.

22

A.

A.

A.

2 Value  Line Summary & Index. July 27, 2007, http://ir.aquaamerica .com and www.ctwater.com
3 Derived from information provided by Va lue  Line
4 Derived from information provided by Va lue  Line
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1 Q-

2

Why did Staff include EPS growth in estimation of the dividend growth component

of the constant-growth DCF model?

3

4

5

6

Historic and projected EPS are  considered in the  constant-growth DCF model as  dividends

a re  re la te d to e a rnings . While  divide nds  la youts  a re  not ne ce s s a rily de te rmine d by a

give n cons ta nt proportion to e a rnings , divide nds  ca nnot e xce e d e a rnings  inde finite ly. In

the  long te rn, dividend layouts  a re  dependent on ea rnings .

7

8 Q- How did Staff calculate historical DPS growth?

9 S ta ff ca lcula te d his torica l DP S  growth by a ve ra ging DP S  growth of the  s a mple  wa te r

1 0 u tilitie s  firm 1996  to  2006 . The s e  a ve ra ge s  a re  s hown on S che dule  S P I-4. Staff' S

11 ana lysis  indica tes  an average  his torica l growth ra te  of 2.8 for the  sample  water utilities .

12

13 Q. How did Staff estimate the projected DPS growth?

14

15

Sta ff averaged the  projected DPS growth ra tes  shown in Va lue  Line for the  sample  wa te r

utilitie s . The  average  of the  DPS projections  is  4.9 percent as  shown in SPI-4.

16

17 Q. How did S ta ff ca lcula te  the  his torica l EPS growth ra te?

18

19

20

21

S ta ff ca lcula te d the  his torica l EP S  growth ra te  by a ve ra ging the  EP S  for the  s a mple

companies  from 1996 to 2006. S ta ff excluded Connecticut Wate r's  his torica l EPS growth

ra te  from the  average  as  it is  nega tive  1.8 a rid California  Waters  his torica l EPS growth ra te

as  it is  nega tive  1.2 pe rcent. This  is  done  as  nega tive  growth is  inconsis tent with the  DCF

22 model. The  his torica l average  EPS is  4.0 percent as  shown in SPI-4.

23

A.

A.

A.

A.
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1 Q- How did Staff estimate the projected EPS growth?

2

3

Sta ff ave raged the  projected EPS growth ra tes  shown in Va lue  Line for the  sample  wa te r

utilities . The average  of the  EPS prob actions is  9.3 percent as  shown in SPI-4.

4

5 Q- How did Staff calculate its historical and projected sustainable growth rates?

6

7

His torica l and projected sus ta inable  growth ra te s  a re  ca lcula ted by adding the  re spective

re te ntion growth ra te s  (br) to s tock fina ncing growth ra te s  (vs ) a s  shown in the  la s t two

columns  of SPI-5.8

9

1 0 Q- What is  re tention  growth?

11

1 2

1 3

1 4

Retention growth is growth in dividends that results from retention of earnings. This

concept is based on the theory that dividend growth will not be achieved unless the

company retains and reinvests some of its earnings. It is used in Staffs calculation of

sustainable growth shown in SPI-5.

1 5

1 6 Q- What is the formula for the retention growth rate?

1 7

1 8

Retention growth is the product of the retention ratio and the booldaccounting return on

equity. The formula is as follows:

1 9

Equation 3 :

Retention Growth Ra te  : Br

where : b

r

the retention ratio (1 - dividend payout ratio)

the accounting/book return on common equity

20

A.

A.

A.

A.
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1 Q- How did Staff calculate the average historical retention growth rate (br) for the

2 sample water utilities?

3

4

Staff calculated the historical retention rates by averaging the retention rates for the

sample companies from 1997 to 2006. The historical average retention rate is 3.0 percent

as shown in SPI-5 .5

6

7 Q- How d id  S ta ff de te rmine  p ro je c te d  re te n tion  g rowth  ra te  (b r) fo r the  s a mple  wa te r

8 utilities?

9

1 0

1 1

Sta ff ave raged the  projected re tention growth ra te s  for the  pe riod 2009 to 2011 shown in

Va lue  Line for the  sample  wa te r utilitie s . The  ave rage  of the  re tention ra te  projections  is

4.3 percent as shown in SPI-5 .

1 2

1 3 Q- When can retention growth provide a reasonable estimate of future dividend

1 4

1 5

1 6

1 7

1 8

1 9

growth?

The retention growth rate is a reasonable estimate of future dividend growth when the

retention ratio is reasonably constant and the entity's market price to book value ("market-

to-book ratio") is expected to be 1.0. The average retention ratio has been reasonably

constant in recent years. However, the market-to-book ratio for the sample water utilities

is 2.4, notably higher than 1.0, as shown in Schedule SPI-6.

20

2 1 Q- Is there any financial implication of a market-to-book ratio greater than 1.0?

22

23

24

25

A.

A.

A.

A. Yes. A market-to-book ratio greater than 1.0 implies that investors expect an entity to

earn an accounting/book return on its equity that exceeds its cost of equity. The

relationship between required returns and expected cash Hows is readily observed in the

fixed securities market, For example, assume an entity contemplating issuance of bonds
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1

2

3

4

5

6

7

8

9

with  a  fa c e  va lue  o f $10  m illion  a t e ithe r 6 .0  pe rc e n t o r 7 .0  pe rc e n t,  a nd  thus ,  pa ying

a nnua l inte re s t of $600,000 or $700,000, re s pe c tive ly. Re ga rdle s s  of inve s tors ' re quire d

re turn on s imila r bonds , inve s tors  will be  willing to pa y more  for the  bonds  if is s ue d a t 7.0

pe rce nt tha n if the  bonds  a re  is sue d a t 6.0 pe rce nt. For e xa mple , if the  curre nt inte re s t ra te

re qu ire d  by inve s to rs  is  6 .0  pe rc e n t,  the n  inve s to rs  wou ld  b id  $10  m illion  fo r the  6 .0

pe rce nt bonds  a nd  m ore  tha n  $10 m illion  for the  7 .0  pe rce nt bonds .  S im ila rly,  if e quity

inve s tors  re quire  a  7.0 pe rce nt re turn a nd e xpe ct a n e ntity to e a rn a ccounting/book re turns

o f 1 2 .0  p e rc e n t,  th e  m a rke t  will b id  u p  th e  p ric e  o f th e  e n tity's  s to c k to  p ro v id e  th e

re quire d re turn of 7.0 pe rce nt.

1 0

11 Q-

1 2

How has Staff generally recognized a market-to-book ratio exceeding 1.0 in its cost of

equity analyses in recent years?

1 3

1 4

1 5

S ta ff ha s  a s s um e d tha t inve s tors  e xpe ct the  m a rke t-to-book ra tio  to  re m a in gre a te r tha n

1.0 .  G ive n tha t,  S ta ff ha s  a dde d a  s tock fina nc ing growth ra te  (vs ) te rn  to  the  re te ntion

ra tio (br) te rm to ca lcula te  its  his torica l a nd prob e cte d sus ta ina ble  growth ra te s .

1 6

1 7 Q.

1 8

Do the historical and projected sustainable growth rates Staff uses to develop its

DCF cost of equity in this case include stock financing growth as an input?

1 9 Ye s .

20

2 1 Q, What is stock financing growth?

22

23

24

S tock fina nc ing growth is  the  growth in  a n e ntity's  d ivide nds  due  to  the  s a le  of s tock by

tha t e ntity.  S tock fina ncing growth is  a  conce pt de rive d by Myron Gordon a nd dis cus s e d

in his  book The Cos t of Ca pita l to a  P ublic  Utilizy.5 S tock fina ncing growth is  the  product

A.

A.

A.

5 Gordon, Myron J. The Cost of Capital to a Public Utility,MSU Public Utilities Studies, Michigan, 1974. pp 31-35.
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1

2

3

of the  fra c tion  o f the  funds  ra is e d  from the  s a le  o f s tock tha t a ccrue s  to  e xis ting

sha reholde rs  (v) and the  fraction re sulting from dividing the  funds  ra ised from the  sa le  of

s tock by the  exis ting common equity(s).

4

5 Q- What is  the  mathematica l formula  for the  s tock financ ing growth ra te?

6 The  s tock financing growth ra te  formula  is  a s  follows:

Equa tion 4  :

S tock Fina ncing Growth : vs

where 2 v

S

Fraction of the funds raised from the sale of stock that accrues

to existing shareholders

Funds raised from the sale of stock as a fraction of the existing

common equity

7

8 Q- How is the variable v presented above calculated?

9 Variable  V is  ca lcula ted as  follows:

10

Equa tion 5 1

v _ I _ book va lue

marke t va lue

1 1

12

13

For e xa mple , a s sume  tha t a  sha re  of s tock ha s  a  $40 book va lue  a nd is  s e lling for $80.

Then, to find the  va lue  of v, the  formula  is  applied:

14

A.

A.
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In this  example , v is  equa l to 0.50

3 Q How is the variable s presented above calculated?

Variable  s  is  ca lcula ted as  follows

Equa tion 6

Funds ra ised from issuance  of s tock

Tota l exis ting common equity before  issuance

For example , a ssume  tha t an entity has  $100 in exis ting equity, and it se lls  $25 of s tock

Then, to find the  va lue  of s , the  formula  is  applied

In this  example , s  is  equal to 25.0 percent

1 4 Q. What is the vs term when the market-to-book ratio is equal to 1.0?

1 5

1 6

A. A ma rke t-to-book ra tio e qua l to 1.0 re fle cts  tha t inve s tors  e xpe ct a n e ntity to e a rn a

book/a ccounting re turn on the ir e quity inve s tme nt e qua l to the  cos t of e quity. Whe n the

marke t-to-book ra tio is  equa l to 1.0, none  of the  funds  ra ised from the  sa le  of s tock by the

entity accrues  to the  bene fit of exis ting sha reholde rs , i.e ., the  te rn V is  equa l to ze ro (0.0)
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1

2

Consequently, the  vs  te rm is  a lso equa l to ze ro (0.0). When s tock financing growth is  ze ro,

dividend growth depends  sole ly on the  br te rn.

3

4 Q- What is the affect of the vs term when the market-to-book ratio is greater than 1.0?

5

6

7

8

9

10

11

12

A market-to-book ratio greater than 1.0 reflects that investors expect an entity to earn a

book/accounting return on their equity investment greater than the cost of equity. Equation

5 shows that when the market-to-book ratio is greater than 1.0 the v term is also greater

than zero. The excess by which new shares are issued and sold over book value per share

of outstanding stock is a contribution that accrues to existing stockholders in the form of a

higher hook value. The resulting higher book value leads to higher expected earnings and

dividends. Continued growth from the vs term is dependent upon the continued issuance

and sale of additional shares at a price that exceeds book value per share.

13

14 Q- What vs  es timate  did Staff ca lcula te  from its  ana lys is  of the  s ample  water utilities ?

15 Staff es timated an average  s tock financing growth (vs ) of 2.7 pe rcent for the  sample  wa te r

utilitie s  as  shown in Schedule  SPI-5.16

17

18 Q-

19

20

21

What would one expect to occur should a stock have a market-to-book ratio greater

than 1.0 as a result of investors' expectations that earnings would exceed the cost of

equity capital and the entity subsequently have rates authorized equal to its cost of

equity capital?

22 A re a sona ble  e xpe cta tion is  for the  ma rke t-to-book ra tio to move  towa rd 1.0.

23

A.

A.

A.
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1 Q.

2

3

4

If the average market-to-book ratio of the sample water utilities falls to 1.0 due to

authorized ROE's equaling the cost of equity capital, would Staffs inclusion of the vs

term in its constant-growth DCF analysis result in an overestimate of its sustainable

dividend growth rate and the resulting DCF ROE estimate?

5 Yes . Inclus ion of the  vs  te rm a ssumes  tha t the  ma rke t-to-book ra tio continues  to exceed

6

7

8

1.0, a nd tha t the  wa te r utilitie s  will continue  to is sue  a nd s e ll s tock a t price s  e xce e ding

book va lue  re s ulting in be ne fits  for e xis ting s ha re holde rs . If the  ma rke t-to-book ra tio

declines to 1.0, the  s tock financing te rm is  not necessary.

9

1 0 Q- What are Staff's historical and projected sustainable growth rates?

1 1

1 2

Based on the  average  earnings re tention of the  sample  water companies, Staff" s  estimated

his torica l sus ta inable  growth ra te  is  5.7 pe rcent. S ta ffs  prob ected sus ta inable  growth ra te

1 3 staff s

1 4

is  8 .2 pe rce nt ba s e d on the  re te ntion growth ra te  proje cte d by Va lue  Line .

estimates of the  susta inable  growth ra te  are  shown in SPI-5 and SPI-7.

1 5

1 6 Q. What is  S ta ff's  expec ted infinite  annua l growth ra te  in  dividends ?

1 7

1 8

1 9

S ta ffs  e xpe cte d infinite  a nnua l growth ra te  in divide nds  is  5.8 pe rce nt, the  a ve ra ge  of

his torica l a nd proje cte d divide nds  pe r s ha re  ("DP S "), e a rnings  pe r s ha re  ("EP S "), a nd

susta inable  growth ra te  es timates . The  ca lcula tion is  shown in SPI-7.

20

2 1 Q- What is Staff's constant-growth DCF estimate?

22 Staff" s  constant-growth DCF estimate  is  8.6 percent as shown in Schedule  SPI-2.

23

A.

A.

A.

A.
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1

2

Mu lti-S ta g e  DCF

Wh y d id  S ta ff in c lu d e  th e  mu lti-s ta g e  DCF inQ- its estimate of Arizona-American's

3 cos t of equity?

4 A. Staff used the multi-stage DCF to consider the assumption that dividends may not grow at

5 a  cons tant ra te .

6

7 Q- Please describe the multi-stage DCF used in Staff's analysis?

8

9

As mentioned previously, the multi-stage DCF uses two stages of growth. The first stage

is four years followed by the second stage. A separate growth rate is applied to each

1 0 stage.

11

1 2 Q- What is the mathematical formula for the multi-stage DCF?

1 3 The multi-stage DCF formula is shown in the following equation;

1 4

Equa tion 7:

P n

0 =

r=l

D r

(1+K)'
+ D"(1+8")

K- g
1

( 1 + K)

n

Where : 1
D/
K

n

Du

8"

current stock price

dividends expected during stage 1

cost of equity

yearsof non -- constant growth

dividend expected in year n

constant rate of growth expected after year n

1 5

1 6 Q. What s teps  did Sta ff take  to  implement its  multi-s tage  DCF cos t of equity model?

1 7

1 8

A.

A.

A. Firs t, S taff prob acted future  dividends for each of the  sample  water utilities  using the  near-

temi and long-te rm growth ra te  pe riods  discussed previously. Second, S ta ff ca lcula ted the
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1

2

3

ra te  (cos t of e quity) which e qua te s  the  pre se nt va lue  of the  fore ca s te d divide nds  to the

curre nt s tock price  for e a ch of the  s a mple  wa te r utilitie s . Fina lly, S ta ff ca lcula te d a n

average  of the  individua l sample  companies ' cost of equity es timates .

4

5 Q- How did  S ta ff ca lcula te  growth ra te  for the  firs t s tage  of the  multi-s tage  DCF?

6

7

8

The  growth ra te  for the  firs t s ta ge  is  ba se d on Value  Line  '5 proje cte d divide nds  for the

next twelve  months , when ava ilable , and on the  average  dividend growth ra te  ca lcula ted in

Staff' s  constant DCF analysis  for the  remainder of the  stage .

9

1 0 Q- How did Staff estimate the growth rate for the second stage of the multi-stage DCF

11 model?

1 2 S ta ff ca lcula te d the  a rithme tic me a n of growth in GDP  from 1929 to 2006.6 Use  of the

1 3 his toric a rithme tic me a n of GDP  a s s ume s  tha t divide nd growth for the  utility will be

1 4 s imila r to the  his torica l growth in the  ove ra ll e conomy.

1 5

1 6 Q- What is the historical GDP growth rate that Staff used in stage-2 growth?

1 7 The arithmetic mean of growth in GDP used in s tage-2 is  6.8 percent as  shown in SPI-8.

1 8

1 9 Q- What is  S ta ff's  multi-s tage  DCF es tima te?

20 Staffs  multi-s tage  DCF estimate  is  9.5 percent as  shown in Schedule  SPI-8.

2 1

A.

A.

A.

A.

6 www.bea.doc.gov
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1 Q- Wha t is  S ta ffs  ove ra ll DCF e s tima te ?

2

3

Sta ff' s  ove ra ll DCF es tima te  is  9.1 pe rcent. S ta ff ca lcula ted the  ove ra ll DCF es tima te  by

a ve ra ging the  cons ta nt growth DCF (8.6 pe rce nt) a nd multi-s ta ge  DCF (9.5 pe rce nt)

estimates as shown in Schedule SPI-2.4

5

6

7

Capital Asset Pricing Model

Q, Please describe the capital asset pricing model ("CAPM") and the premise it is based

8 011.

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

The  CAP M is  a  mode l use d in pricing of s e curitie s . The  CAP M formula  is  ba se d on the

pre mis e  tha t the  re turn on a  s e curity is  e qua l to the  s um of a  ris k fre e  ra te  a nd a  ris k

pre mium. The  risk fre e  ra te  portion of the  formula  compe nsa te s  a n inve s tor for the  risk

inhe rent in inves ting in the  marke t. The  risk premium portion of the  fionnula  compensa tes

a n inve s tor for ta king on a dditiona l risk. The  mode l illus tra te s  the  re la tionship be twe e n

risk and expected re turn. It is  use ful in e s tablishing expected re turns  for a  security given

its  ris k a nd the  re turns  of othe r s e curitie s  of s imila r ris k. In 1990, P rofe s s ors  Ha rry

Ma rkowitz, Willia m S ha rpe , a nd Me rton Mille r e a rne d the  Nobe l P rize  in  Economic

S cie nce s  for the ir contribution to the  de ve lopme nt of the  CAP M. The  CAP M a s s ume s

tha t inve s tors  hold portfolios  s ufficie ntly dive rs ifie d to e limina te  a ny non-s ys te ma tic

(unique) risk.7

20

2 1 Q, Wha t is  the  ma the ma tic a l fo rmula  fo r the  CAPM?

22 The  mathematica l formula  for the CAP M is :

23

A.

A.

A.

7 Brigham, Eugene F. and Ehrhardt, Michael C,
Thomson South-Western. United States . P. 182.

Financia l Management Throw and Practice 11"" Edition. 2005 .
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Equa tion 8:

K : R/+,8(Rm `R / )

where '. Rf

R m

/3

Rm'Rf
K

risk free ra te

return on market

beta

ma rket ris k premium

expected return

1

2

3

4

The  e qua tion s hows  tha t the  e xpe cte d re turn (K) on a  s e curity is  e qua l to the  ris k-fre e

inte re s t ra te  (Rf) plus  the  product of the  ma rke t risk pre mium ("Rp") (Rm - Rf) multiplie d

by beta  (B) where  be ta  represents  the  risk of the  investment re la tive  to the  market.

5

6 Q- What is  the  ris k free  ra te?

7 The  risk free  ra te  is  the  ra te  of re turn of an investment with no risk.

8

9 Q. What rate does Staff use to estimate the risk free rate?

1 0 Staff re lies  on the  U.S. Treasury security spot ra tes as an estimate  for the  risk free  ra te .

11

1 2 Q-

1 3

Why a re  U.S . Tre a s u ry s e c urity s po t ra te s  a n  a ppropria te  me a s ure  o f the  ris k-fre e

ra te?

1 4

1 5

1 6

U.S. Treasury securitie s  a re  genera lly cons ide red risk free  a s  they a re  issued and backed

by the  U.S . Gove rnme nt. U.S . Tre a s urie s  a ls o ha ve  the  be ne fit of be ing ve rifia ble ,

obi active  and readily ava ilable .

1 7

1 8 Q- What does beta measure"

1 9

20

A.

A.

A.

A. Be ta  re pre se nts  the  corre la tion be twe e n price  va ria tion of a n individua l se curity a nd the

price  va ria tion of the  ma rke t. Be ta  is  a  me a sure  of sys te ma tic (ma rke t) risk. S ys te ma tic
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1

2

3

ris k, a s  oppos e d to uns ys te ma tic (unique ) ris k, ca nnot be  e limina te d by dive rs ifica tion.

Inve s tors  who hold dive rse  portfolios  ca n e limina te  non-sys te ma tic risk. The re fore , only

systematic risk a ffects  the  cost of equity.

4

5 Q- How is the beta measurement expressed?

6

7

8

9

Beta  is  expressed a s  a  numera l. Be ta  for the  marke t is  1.0. A security with a  be ta  grea te r

than 1.0 is  riskie r than the  marke t, and a  security with a  be ta  less  than 1.0 is  less  risky than

the  ma rke t. The  de gre e  to which a  give n s e curity's  be ta  is  gre a te r or le s s  tha n 1.0

indica tes  its  re la tive ly grea te r or le sse r risk to the  marke t.

1 0

11 Q- How did  S ta ff e s tima te  Arizona -American 's  be ta?

1 2

1 3

1 4

Sta ffs  DCF ana lys is  for Arizona -American use s  a  be ta  equa l to the  ave rage  of the  be ta s

for the  sample  companies . S ta ff used the  be tas  published in Va lue  Line on July 27, 2007.

The  a ve ra ge  of the  be ta s  is  0.85. Sche dule  SPI-6 shows  the Va lue  Line be ta s  and the ir

1 5 average.

1 6

1 7 Q- How did the average of the sample water utilities beta's compare to the market's

1 8 beta?

1 9

20

2 1

The  a ve ra ge  be ta  of the  s ix s a mple  wa te r utilitie s  is  0.85. This  conclus ion is  ba s e d on

ave raging be ta 's  published in Va lue  Line on July 27, 2007. As  be ta  for the  e ntire  ma rke t

is  1,0, the  average of the  sample  companies ' betas is  less than the  market's  beta .

22

A.

A.

A.
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1 Q-

2

Wh a t is  th e  im p lic a tio n  o f a  0 .85 b e ta  fo r  th e  a ve ra g e  o f s a m p le  wa te r  u tilit ie s

compared to a  1.0 be ta  for the  marke t?

3

4

The implication is that the cost of equity for a regulated water utility is below the average

required return on the market.

5

6 Q- Please describe the expected market risk premium (Rm-Rf).

7

8

9

Conceptually, it is the return that an investor expects to receive to compensate for market

risk. Mathematically speaking, the expected market risk premium is the expected return

on a market portfolio minus the risk free rate.

10

11 Q~

12

Ho w m a n y r is k  p re m iu m  CAP M a n a lys e s  d id  S ta ff c o n d u c t  in  it s  a n a lys is  o f

Arizona-American 's  cos t of equity capita l?

13

14

15

S ta ff conducte d two ris k pre mium CAP M a na lys e s : curre nt ma rke t ris k pre mium a nd

his toric marke t risk premium. S ta ff ave raged the  re sults  of the  two risk premium ana lyses

to ca lcula te  a  CAPM cost of equity es timate  as  shown in SPI-2.

1 6

17 His to ric  Ma rke t Ris k P re miu m

18 Q- What d id  S ta ff us e  for the  h is toric  marke t ris k premium?

19

20

21

S ta ff re fe rre d to  the  Ibbots on As s ocia te s ' S tocks , Bonds , Bills , a nd Infla tion 2007

Yearbook a nd se le cte d Ibbotson's  me a sure  of the  a ve ra ge  pre mium of the  ma rke t ove r

inte rmedia te  trea sury securitie s  s ince  1926. Ibbotson Associa te s  ca lcula te s  the  his torica l

22

23

24

risk premium by ave raging the  his torica l a rithmetic diffe rences  be tween the  S&P 500 and

the  inte rme dia te -te rm gove rnme nt bond income  re turns . S ta ff" s  his toric ma rke t ris k

premium is  7.6 percent as  shown in Schedule  SPI-2.

25

A.

A.

A.

A.
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1 Cu rre n t Ma rke t Ris k P re miu m

2 Q- How did Staff establish the current market risk premium?

3

4

5

6

7

S ta ff s olve d e qua tion 8 for the  ma rke t ris k pre mium us ing a  DCF de rive d e xpe cte d re turn

(K) of 11.43 pe rce nt ba s e d on Va lue  Line  's curre nt proje c tions  for the  divide nd yie ld (1.7

pe rce nt) a nd growth (9 .73 pe rce nts ) for a ll d ivide nd pa ying s tocks ,  the  30-ye a r Tre a s ury

no te  ra te  (4 .78  pe rc e n t) fo r the  ris k fre e  ra te  (Rf),  a nd  the  m a rke t be ta  o f 1 .0 . S ta ff

ca lcula te d a  curre nt ma rke t risk pre mium of 6.65 pe rce nt.9

8

9 Q- Wha t a re  the  re s u lts  o f S ta ff's h is to ric a l a n d  c u rre n t ma rke t ris k p re miu m CAP M

1 0 analyses?

1 1

1 2

S ta ff's  cos t of e quity e s tim a te  is  10 .8  pe rce nt us ing  the  h is torica l m a rke t ris k pre m ium

CAP M a nd 6.7 pe rce nt us ing curre nt m a rke t ris k pre m ium  CAP M.

1 3

1 4 Q- What is  S ta ff's  ove ra ll CAPM es tima te?

1 5

1 6

S ta ff s  ove ra ll CAP M e s tim a te  is  10 .6  pe rc e n t wh ic h  is  the  a ve ra ge  o f the  h is to ric a l

m a rke t ris k p re m ium  CAP M a nd  the  c u rre n t m a rke t ris k p re m ium  CAP M e s tim a te s  a s

shown in S che dule  S P I-2.1 7

1 8

1 9 VI.

20 Q-

2 1

S UMMARY OF S TAFF'S  COS T OF EQUITY ANALYS IS

Wha t is  S ta ffs  c ons ta n t-g rowth  DCF a na lys is  e s tima te  o f the  c os t o f e qu ity fo r the

s ample  water companies "

22

23

Staff' s constant-growth DCF estimate of the cost of equity for the sample water utilities is

8.6 percent. The results are shown in Schedule SPI-2. A summary of the analysis is as

follows:24

A.

A.

A.

A.

8 3 to 5 year growth = 45%. 1.45025 = 1.0973, (10973 - 1.0 = .0973 or 9.73%)
9 If 11.43= 4.78% + 1(Rm - Rf), then, (Rm-Rn : 6.65%
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1

2

k = Dividend yield + Expected dividend growth

k = 2.8% + 5.8%

3 k Z 8.6%

4

5 Q- What is  S ta ffs  multi-s tage  DCF ana lys is  e s tima te  of the  cos t of equity for the  s ample

6 water companies "

7

8

Sta ff" s  multi-s tage  DCF es tima te  of the  cos t of equity for the  sample  wa te r utilitie s  is  9.5

pe rce nt. The  re s ult is  pre s e nte d in S che dule  S P I-2. A s umma ry of the  a na lys is  is  a s

follows :9

Company Eq u ity  Co s t
Es t im a te  (k)

9.2%
9.7%
8.7%
10.4%
10.5%
8.6%

10

11
12
13
14
15
16
17
18
19

American Sta tes Water
Ca lifornia  Wate r
Aqua  Ame rica
Connecticut Water
Middle sex Wate r
SJW Corp
Average 9.5%

20

2 1 Q- What is  S ta ff's  overa ll DCF es timate  of the  cos t of equity?

22

23

S ta ffs  ove ra ll DCF e s tima te  of the  cos t of e quity for the  s a mple  utilitie s  is  9.1 pe rce nt.

This  e s tima te  is  ca lcula te d by a ve ra ging S ta ffs  cons ta nt growth a nd multi-s ta ge  DCF

estimates as shown in Schedule SPI-2.24

25

A.

A.
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1 Q- What is  S ta ff's  CAPM es tima te  of the  cos t of equity for the  s ample  companies  us ing

2 the historical market risk premium?

3 A. S ta ffs  CAP M e s tim a te  of the  cos t of e quity for the  s a m ple  com pa nie s  us ing the  his torica l

4

5

market risk premium is  10.8 percent. The  results  a re  shown in Schedule  SPI-2. A

summary of the analysis is as follows:

6
7
8
9

10
11

k = historical risk free rate + beta * historical market risk premium
k 1; 4.3% + 0.85 :
k 7; 4.3% + 6.5%
k Z 10.8%

7.6%

12 Q. What is  S ta ffs  CAPM es tima te  of the  cos t o f equity for the  s ample  companie s  us ing

13 th e  c u rre n t  m a rke t  r is k p re m iu m ?

14

15

16

S ta ffs  CAP M e s tim a te  of the  cos t of e quity for the  s a m ple  com pa nie s  us ing the  curre nt

m a rke t ris k p re m ium  is  10 .4  pe rc e n t. The  re s u lts  a re  s hown  in  S c he du le  S P I-2 . A

summa ry of the  a na lys is  is  a s  follows loz

17
18
19
2 0
2 1

k = curre nt ris k fre e  ra te  + be ta  * curre nt ma rke t ris k pre mium
k ; 4 .8% + 0 .85= 6 .7%
k I 4 .8% + 5 .6%
k 2  10 .4%

22

23 Q- What is  S ta ff's  overa ll CAPM es timate  of the  cos t of equity for the  s ample  utilitie s ?

24

25

26

S ta ff" s  ove ra ll CAP M e s tim a te  for the  s a m ple  utilitie s  is  10.6  pe rce nt.  This  e s tim a te  is

ca lcula te d by a ve ra ging S ta ff" s  cons ta nt growth a nd multi-s ta ge  DCF e s tima te s  a s  s hown

in S che dule  S P I-2.

27

A.

A.

10 Rounded Figures
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1 Q. Please summarize the results of Staff's cost of equity analysis.

2 The  following ta ble  s hows  the  re s ults  of S ta ff's  cos t of e quity a na lys is :

3

4 Ta b le  5

Me th o d Estimate
Ave ra ge  DCF Es tima te
Ave ra ge  CAP M Es tim a te

9.1%
10.6%

9.9%Ove ra ll Ave ra g e

5 S ta ffs  a ve ra ge  e s tima te  of the  cos t of e quity of the  s a mple  wa te r utilitie s  is  9.9 pe rce nt.

6

7 VII.

8 Q-

FINAL COST OF EQUITY ESTIMATES FOR ARIZONA-AMERICAN

Does capital structure influence the cost of equity?

9

10

11

12

Ye s .  Ca pita l s truc ture  in flue nce s  cos t o f ca p ita l.  Com pa nie s  with  h ighe r de bt le ve ra ge

ha ve  h ighe r fina nc ia l ris k. Inve s tors  re quire  a  h ighe r ra te  of re turn  to  com pe ns a te  for

gre a te r ris k. Ac c ord ing ly,  whe n  a n  Com pa ny"s  c a p ita l s truc tu re  is  d iffe re n t tha n  the

a ve ra ge  of the  sa mple  compa nie s  a n a djus tme nt to the  cos t of e quity ma y be  a ppropria te  to

re fle ct the  diffe re nce  in fina ncia l ris k. .13

14

15 Q. Do e s  Arizo n a -Am e ric a n ' s  c a p ita l s t ru c tu re  d iffe r  fro m  th e  a ve ra g e  c a p ita l s t ru c tu re

16 o f th e  s amp le  co mp an ies ?

17 Ye s . Arizona -Ame rica n's  ca pita l s tructure  re fle cts  more  fina ncia l ris k tha n the  a ve ra ge  of

18 the  s a mple  compa nie s . The  sa mple  compa nie s ave rage 50.1 pe rce nt de bt a nd 49.9 pe rce nt

19 e quity.

20

A.

A.

A.
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1 Q-

2

Does Staff recommend an adjustment to recognize the difference in financial risk

between Arizona-American and the sample companies?

3 Ye s .

4

5

6

7

8

S ta ff us e d the  me thodology de ve lope d by P rofe s s or Robe rt Ha ma da  of the

Unive rs ity of Chica go, which incorpora te s  ca pita l s tructure  the ory with the  CAP M, to

e s tima te  the  e ffe ct of Arizona -Ame rica n's  ca pita l s tructure  on its  cos t of e quity. S ta ff

ca lcula te d a  fina ncia l risk a djus tme nt for Arizona -Ame rica n of pos itive  90 ba s is  points .

S ta ff e s tima te d a  10.8 cos t of e quity for Arizona -Ame rica n by a ddition of the  fina ncia l

ris k a djus tme nt to S ta ff's  a ve ra ge  e s tima te  of the  cos t of e quity to the  s a mple  wa te r

9 utilitie s .

1 0

1 1 The  ca lcula tion is  a s  follows:

1 2

1 3

1 4

Adjusted ROE = Overa ll average  es timated ROE + Financia l risk adjustment

Adjus ted ROE for Arizona -American = 9.9% + 0.9%

Adjus ted ROE for Arizona -American = 10.8%

1 5

1 6 Q- What is  S ta ff's  ROE recommenda tion  for Arizona -American?

1 7 Staff recommends an ROE of 10.8 percent.

1 8

1 9 VIII.  R ATE  O F  R E TUR N R E C O MME NDATIO N

20 Q- What is Staffs overall rate of return recommendation for Arizona-American?

2 1

22

23

Sta ff re comme nds  a  7.4 pe rce nt ROR for Arizona -Ame rica n. S ta ff's  re comme nda tion is

based on a  capita l structure  composed of 62.4 percent debt a t 5.4 percent and 37.6 percent

equity a t 10.8 percent as shown in Schedule  SPI-1 and Table  6 below.

24

A.

A.

A.
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1 Ta b le  6

We igh t Cos t
Weighted
Cost

De bt
Common Equity

62.4%
37.6%

5.4%
10.8%

3.3%
4.1%

Cost of Capital/ROR 7.4%

2

3 IX. S TAFF RES P ONS E TO COMP ANY'S  COS T OF CAP ITAL WITNES S  MR. J OEL

4 M. R E IKE R

5 Q- Pleas e  s ummarize  Mr. Reiker's  cos t of capita l ana lys es  and recommendations .

6

7

8

9

1 0

1 1

1 2

1 3

1 4

Mr. Re ike r's  cos t of ca pita l re comme nda tion is  ba s e d on us e  of both CAP M a nd DCF

mode ls . Like  S ta ff, Mr. Re e ke r use s  both a  cons ta nt a nd multi-s ta ge  growth DCF mode l

a nd  bo th  a  curre n t a nd  h is to ric  ma rke t ris k p re mium CAP M mode l. Mr. Re e ke r's

me thodology is  s imila r to S ta ffs  but doe s  include  some  diffe re nce s . Mr. Re ike r include s

Southwest Water in his  group of proxy sample  companies  in addition to the  s ix companies

us e d by S ta ff Mr. Re ike r's  Ha ma da  a djus tme nt re lie s  on ma rke t va lue s  of the  s a mple

compa nie s  ra the r tha n book va lue . Mr. Re ike r's  propos e d ca pita l s tructure  doe s  not

include  de bt re la te d to the  Phoe nix Inte rconne ction Agre e me nt. Mr. Re ike r re comme nds

an 11.3 percent ROE and an 8.0 percent overall ROR.

1 5

1 6 Proxy Companies

Wh a t a re  S ta ffs  c o mme n ts  o n  Mr. Re ike r 's  in c lu s io n  o f S o u th we s t Wa te r in  th e1 7 Q.

1 8 Company's  s ample  of proxy companies "

1 9

20

2 1

A.

A. Southwes t Wate r is  a  le ss  than des irable  repre senta tive  of a  regula ted wa te r utility s ince

the  ma jority of its  re ve nue s  a re  de rive d from non-utility ope ra tions . S outhwe s t Wa te r is

not compa ra ble  to Arizona -Ame rica n a nd inclus ion of S outhwe s t in the  proxy s a mple
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1 skews the results of the financial analysis. For this reason, Staff opposes including

2 Southwest Water in the  proxy sample  group for ROE estimation.

3

4 Market Value Capital Structure

What are Staff's comments on Mr. Reiker's use of market value rather than book5 Q-

6 value of equity in calculating return on equity?

7

8

9

1 0

The Company uses market value to represent the equity positions of the sample group

companies for use in Calculation of a financial risk adjustment. It is both common

Commission practice and appropriate utility ratemaking to compare the book value capital

structure of the subj et utility to the book value capital structures of proxy companies.

1 1

1 2 Q-

1 3

Ha s  Mr. Re ike r p re vious ly s upporte d  the  us e  o f book va lue  e qu ity in  c a lc u la tion  o f

financ ia l ris k adjus tments  in  u tility ra temaking?

1 4

1 5

1 6

1 7

1 8

Ye s . While  re pre s e nting Commis s ion S ta ff in J a nua ry of 2005, Mr. Re ike r s ubmitte d

written re filed te s timony on beha lf of S ta ff in a  ra te  ca se  filed by Qwes t Corpora tion and

a rgue d in support of the  use  of book va lue  e quity for fina ncia l risk a djus tme nts  in utility

ra te ma king (Docke t Nos . T-105113-03-0454 and T-0000013-00-0672)." Mr.  R a ke r's

Surrebutta l Tes timony from the  Qwest ra te  case  is  included as  Exhibit l.

1 9

20 Q-

2 1

Does Staff agree with the testimony and reasoning of Mr. Reiker contained in his

Surrebuttal Testimony of January 2005 in regard to the use of book value equity in

22 financial risk adjustments?

23 Yes.

24

A.

A.

A.

11 Exhibit 1, pages 1 through 5.
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1

2

Capital Structure

Q- What are Staffs comments on Mr. Reiker's capital structure?

3

4

The Company did not include  debt re la ted to the  Phoenix Inte rconnection Agreement in its

ca lcula tion of the  ca pita l s tructure . The  re duction of de bt pre se nt in the  ca pita l s tructure

5

6

re s ults  in a  lowe r we ighte d a ve ra ge  cos t of ca pita l. As  Arizona -Ame rica n ha s  fina ncia l

the  P hoe nix Inte rconne ction Agre e me nt it is  a ppropria te  to include  the

7

obliga tions  in

obliga tions in the  capita l s tructure  as  debt.

8

9 x . RECOMMENDATIONS

10 Q, Please summarize Staff's recommendations.

11

1 2

1 3

S ta ff re comme nds  a  7.4 pe rce nt ROR for Arizona -Ame rica n. S ta ffs  re comme nda tion is

based on a  capita l s tructure  composed of 62.4 percent debt and 37.6 percent equity and a

10.8 percent ROE as shown Table  7 below.

1 4

1 5 Ta ble  7

Weight Cost
Weighted
Cost

De bt
Common Equity

62.4%
37.6%

5.4%
10.8%

3.3%
4.1%

Cost of Capital/ROR 7.4%

1 6

1 7

1 8

1 9

20

2 1

Staff further recommends that the Commission reject the Company's proposed 8.0 percent

ROR. The Company's proxy group includes a water company whose revenues are

predominantly from non-utility sales. The ROE used by the Company in support of its

ROR includes a financial risk adjustment method that is not appropriate to utility rate

making. The Company fails to include all of its debt obligations in its capital structure.

22

A.

A.
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1 Q- Does this conclude your Direct Testimony?

2 A. Ye s , it doe s .
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mcòU
9
(D
3
d
Z E

o.='UdlU
3u><GI
co
8
0>
8
;2°=a
*.
'0c10
8
.-=I
•1
8J
UP1:
m.:*.|1-1
E*I
0+I
o
z

Q)x
0
o
D

8m3m>

cesas0 .D
c so

go

an
.c
|-

1- N



8 v
m .c a> U)
: E 8

~.
of

o >
';8 9 W +

3 w 8 .Q
U)

.goo
O O O8££wmm

Q99892(D@0'>D.n_D_

buzz

w
> 8

IfID
8 8

Q-co1_<">Lov

2 8
.D o
:WIN
.EEQ
(9 04-I +'¢3"l~*
3 @ 9

(D v

"I2 >
8
NN

888888=f>°ww<QQQw-snow-o
O
o4-1
U)

UP
c c
o: E
cs
.cm
u..

<v.El
8
Q
q-

C 'u

E§0
29.8
'UCDCr of

CCCOOO
o f888.8.<v.<1>

9 9 ® § § 8M D
OOO
b u z z

8884
8
qgr)

8 8 8 8 8 8
n n a v m v
co m uv oo m r*

<9
C o

.Q .c 8
E E
2
m LT r~

ca
M ea

w
G)
r :
E
D
L -

GJ

8
2 2 2

Q.
E
N
CDxm

c
cy

o
4-1
G)

m
E

QS
m
ms
G)
>
<

Eo
o

L.
Q)...
as

3 a
(I)

(B m"""8..;
U> : Q.

¢%.EEo85_QL6< q;o

"'?
D.
U)
2
3
'U
a>
. c
o
U)

E

E

5

5

3

4-4Q (D.m

8 *g
,_ .c:

o» 3
18 a>m m *
; - ° §C>` an- 'a ._
O "3 D-
; 3 E
3 cm as

cm U)

3

mo(\l
9N
9<<*>oCO

a:o
E
3,
s
'o:w

t o o
E Y E
o v o Q §
: +m .-

E U E E E......ll... ......

:| :J +
"' '° m o

9U)
E
6Z
-6-1
G)

.><
O
o

D



m
ve
o

;___
m m . | > . »

¢s§l~nnnl.oo@l<ooocoool~cQI

m
-S4 ID

eta
cu o o o o nn ln

@ 6 m Q w Q Q Q 4 lE t o o o o o o
cu>

0  Q v v w Q
E

1N

q; n m c o w c o

'"r~eol~nc>n

oom

§m mw§;
838888

GJ

88441494meow-noon§ _ § n n n n v n
(neo

2
m

o  x  E .
q)
m
_cg
3
<

E(0
; _ 5
w e 2§883§

._ .-a>
8 8  E < § 8 8' C o w g -
Eu>8 : '5o E : 5 3 - 0 2 2 3
O < U < U 2 ( 0

9
D.
CD
£2
3
'U
a>
.c
O
co

Q

E

u:

U)
G)
E
8
3

§G)
as

4-4 ;
-8 _Q
*  Q .. 8  E
a as
a> cm
as o
; £9

cu
* a
O
C
3
U)

Q

"Q
o
c
cu
c :

LI..

' o
a>
-44
o2
m

( D

'Q

au
O
N
9
1\
9
<m
o
C*) g 3

o:9
U)
E
d
z

>-
Q W Q
g C CQ a-

a .J
2 - - aa

"5 8 2.as
E --' >

G E' E E'n.-I - | l u-l

' a
>-

r -
<9
Q
"--.

E
+
I n
n
oI

. = .
(DL.-l

+.1
a>
x
o
o

D



cm
8
etID

8 8 8 8 8 8et °? Q :Q I NN q- q- m LO of

.Q

+4 4-1
(D

%»"=i¢i

C

.Q
4-1

w

N m

A g
_*G
O G.)

- `IO ¢/> O

3.3.9.3
5w8 m8c

*§*;§;33Q Q O O M M

33@3@@
Q_D_g_)D_ j wj
D D UJ UJ (/J U)

GJ
U)
(0L_.
G)
>
<

. :
ow
m
a

'T
D.
(D
9
3
*o
G)
.c
o
U)

3

:J
C

8
C
an
jg
.>-
Q
c

'é
-- m
-b-um.9498
a 8

<2<"-
83%
3 8 ;
6=°>
cm

L-

.l_.l

E.
' u

2 8oea cm
o .
x

LU
o
C
.Q
3
3
_o
cu
O

2 8n.m
2 2
'o ua ea.c .co ucm m
1- N

"P
CL
(0

mON
9I\
9
<coo00
C?
(D
3
d
Z
4-1
G.)
x
<.>
o
a



...8-1
g o
0 2gm
= .§
8%

L u

8
N.o>

8
N
o>

8
Ifa>

8
<r
o
v -

8
LQc>1-

8
*Qof

Ra

g
8 /'4m u
Na> al
U)
8
(D

8
et
(D

8
et(D

8
et
(D

8
et
(D

8
co©

8
et(D

v
' o

. E

§
2
m
v*

on
'o

GJ
U)
m

+4
U)V
N r
w
' o  Q
C
a>
j g
8_
O
'U
8
O
GJ
O
L .
D. -6

(D
T"
1-

o
1'-
v '

q-
Q

of
0?o

v..

v
Q

co
"*.v'

G)
1-'
v

m
LQO

no
LQo

c*>
LQ
O

O
LQo

w
Q
v '

N
0?
O

N
U?
o

l\
eto

(D
et
O

v '

of

LD
1
O

N
I
o

v
'o

o
Io

(D
co.
o

(\|
©.o

C
o

2 '; 'S
- 9> 8
as a>: ._
3 *- 0>
Q D.

to
mc*>

9?
co
of

LQ
<r
N

<Q
Vu
N

co
of
we*

49.
(\ l
C*)

C
cu

o
O8

\_
a>

4-0

8
tn
a>* g
m4-4

(D
C
w
. 2L_.
a>
E
<

a>4-»

8
(5
CL
ou-
TO
O

D

KG
o
25
E
<
(0
3

<

1-a>
-o-v

g
3O
6
G.)
C
C
o
L)

1...
a>4-'

8
Xwm

.Q
'o
jg
E

E
o
O
g->
(D

°?
D.
U)
23'oa>.co
U)

r-1
.a

s
'Qo>

(D
m
m1.

3
<r

3

=::

E I

1--1

I

=<
+

I I

E

.Q
*g
O
EbGJ§'3 °8 Q

+ |
'QM
Q

;*-,

4-»
8
a
r :
O
O

m
ET
G.)
>\

.E

a
0
>~»
s-
q)

<8
-o
G)4-*
O
8.
><
o

g
O
EbQ

(D

U)

5 E 8
o w 5
| _ I JJ g

G.) LL (1)

3 1 Q I

+ G.)

(4-4
O

8
ms
s-.

Q 'E

.9
3
5-<
o

<4-4
O

MQgg

93,3
O 3

co§,&
c/:rm803 in =<

+
.

v -4

8%d4-*V)
be
Q.-4

'5
'O

an -c
o 8
8-4 O

3*.~4o ><
3
m m

'U
880

8-1 'U
3 5
o 45

4-3
m
O
O
ll

g
CI

C0-4

O
UP

8
G.)>~.

'O
G.)
4*
o
8.
><
GJ
-o
8
7°.E
'U

4-»

8
cm
C!
O
O

H H II ll ll

=pq@
Quo

'tl3.̀ II a.>
s-. 2

E
"5o

Q o

= z
be

In

¢:>
N

Lu

E
8%s
. 3

£ 8 8
Ea?€:§.

£ 3
A g ;

2. . a
8 8
s l
s
E

'?o
4 Ar

8:6
>

o E :2 c
4- an° m

u 3
<

N M -e

'o
g
c
ea
D

"6
•41
IU
no

9
E
3
E

mO(\|
9N
Q
<mom
9

3

Z I-

d
z
4-4
G)

. z
o
o
a



BEFORE THE ARIZONACORP ORATION c o m m ls s lo n

|

JEFF HATCH-MILLER
Chairman

WILLIAM A. MUNDELL
Co issioner

MARC SPITZER
Commissioner

MIKE GLEAS ON
Commissioner

KRIS TIN MAYES
Commissioner

IN THE MATTER OF QWEST
CORORATION'S  FILING AMENDED
RENEWED PRICE REGULATE""T T)T Amy

DOCKET no. T-01051B-03-0454

000D-00-0672IN THE MATTER OF THE IN
THE COST OF TELECOMMU
ACCESS

)
?

44191 //

I

I

I
I

I

I
SENIOK PUBLIC UTILITIES ANALYST

UTILITIES  DIVIS ION

JANUARY 12, 2005

I

I
I



EXECUTIVE SUMMARY
J OEL M. REIKER

DQCKET nos. T-010s1B_03-0454, T-000001)-00-0672

The smrebuttal testimony of Staff witness Joel M. Reiter addresses the following issues:
1

Response to the rebuttal testimony of Peter C. Cummings

Hamada Methodology .- Stat? responds to Mr. Cmnmings' assertion that Staff inappropriately used
book-value capital structures when applying the Hamada leverage adjustment methodology.

I

Staff does not take issue with the prescribed application of the Harnada methodology. Corporate
finance states that a firln's weighted average cost of capital ("WACC") is appropriately calculated
using die market-value capital structure. However, regulatory finance determines a fair rate of return
("ROR") as a weighted average of the embedded cost of debt and the opportunity cost of equity,
measured at book value, Hence, it is the book value of debt and equity which is of interest to the
regulator.

Mr. Cummings' capital structure/financial risk adjustment, which compares market-value capital
structures to a book-value capital structure, unnecessarily introduces a mown inconsistency to the
required return estimate for Qwest. An appropriate adjustment procedure would compare book
values to book values rather than market values to book values.

Mr. Cummings' testimony regarding Qwest's market value is inconsistent with the testimony of
Company witness Philip Grate, and supports Staffs position that it is appropriate to unlevel and
reliever beta using book-value capital structures in this proceeding.

A¢§usted Betas - Staff responds to Mr. Cummings' testimony that published betas should not be
unadjusted before they are Lmlevered and relevered.

The relative effect of unadjusting and readjusting beta is the result of simple mathematics and not an
ad hoc attempt to trim Staff' s estimate of Qwest's required return, as MI. Cummings suggests.

The relevered beta provided by the Hamada methodology is an estimate of the OLS slope, or
statistical regression, of an adjusted rate of return time series. Accordingly, if the result of unlevering
and relevering beta estimates using Hamada's methodology is a classical, or raw estimate, it makes
sense to begin wide a classical, or raw, estimate rather than a Bayesian estimate.

A reasonableness check on Staff' s capital structure/financial risk adjustment based on modem capital
structure theory set forth by Franco Modigliani and Merton Miller confirms the reasonableness of
Staff' s recommendation in this case.

Response to the rebuttal testimony of Philip E. Grate

I
I

Fair Value/Earnings Requirement - Staff responds to Mr. Grate's assertion that the ROR must be
multiplied by the Company's fair value rate base ("FVRB") to determine dollar earnings, rather than
multiplying the ROR by the OCRB and solving for a ROR that, when applied to the FVRB, produces
the same dollar level of earnings.
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I
I

: 1

2

INTRODUCTION

Please state your name and business address

My name is Joel M. Reiter. My business address is 1200 West Washington Street

Phoenix. Arizona 85007

Q

6 Q Are you the same Joel M. Reiter who prevl'ously filed direct testimony in this

proceeding

1 0 Q What is the purpose of your surrebuttal testimony

The purpose of my surrebuttal testimony is to respond to criticisms of Staff 's direct

testimony contained in the rebuttal  tesMony of  Qwest Corporation ("Qwest" or

Company") witness Mr. Cummings. I also respond to Company witness Philip Grate's

rebuttal testimony concerning fair value

16

17

1. RESPONSE TO THE REBUTTAL TESTIMONY OF PETER c. CUMIVIINGS

Capital Structure/Financial Risk Adjustment

18 Hamada Methodology

1 9

2 0

Q How does Staff respond to Mr. Cummings assertion that the levered and unlevered

beta equations developed by Professor Hamada specify the use of market values of

debt and equity, rather than the book values used by Sta£t`? (See rebuttal testimony

of Peter C. Cummings. p. 6 at 16 -- 20 & p. 7 at 1 - 4.)

Staff agrees that Hamada indeed specifies the use of market values of debt and equity in

his leveraging equations. Staff does not take issue with Hamada's specification. In the

realm of unregulated corporate finance the weighted average cost of capital ("WACC") is

properly calculated using market values of debt and equity. It, therefore, follows that a



I
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leveraging equation such as Hamada's would, in tum, call for market values rather than

book values of debt and equity. However, Mr. Cummings' position and statement that

.. the book value percentage of equityStaff "used the wrong input for equity capital.

" (see rebuttal testimony of Peter C. Cummings. p. 7capital instead of the market value...

I at 13 - 15) ignores the fact that in the realm of regulatory public utility finance, a fair rate

of return ("ROR") is a weighted average of the embedded cost of debt and the opportunity

cost of equity, measured at book value.l Hence, it is the mix of outstanding debt and

equity securities used to finance the utility's original investment, i.e., the book value of

debt and equity, which is of interest to the regulator when setting rates.

1 1 Q, Is it appropriate to compare the capital structure of a utility, measured at book

value, with the average capital structure of a sample group, measured at market

value. as Mr. Cummings does in his financial risk adjustment and Exhibit PCC-3 of

his direct testimony?

1 5 No. As stated on page 7 (line 13) of Staffs direct testimony, the cost of equity is

determined by the market. Therefore, market-based models such as the DCF model and

the CAPM are used to estimate the cost of equity. Staff agrees with MI. Cummings'

statement that inherent in rate of return regulation "is the potential for some mismatch in

the application of Financial theory and models to the construct of rate base regulation."

(See rebuttal testimony of Peter C. Cummings. p. 8 at l - 3.) However, cost of capital

estimation is subject to significant estimation error without introducing additional and

unnecessary known inconsistencies. Mr. Cummings unnecessarily introduces a known

inconsistency to his final cost of capital estimate for Qwest by unlevering beta with a

market-value capital structure and relevering it with a book-value capital structure. Ah

1 See Myers,Stewart C. "The Application of FinanceTheory toPublic UtilityRateCases." Bell Journal of
Economics and Management Science. Spring 1972. p. 92.

I

I
II
!

A.
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appropriate adjustment procedure would compare book values to book values rather than

market values to book values

4 Q Is it normal practice in utility rate cases to compare the book-value capital structure

of the subject utility to the market-value capital structures of proxy companies for

the purpose of making financial risk adjustment to the allowed return on equity

I

("ROE")?

No. Staff regularly processes rate applications for utilities of all sizes. It is not normal

practice to compare the book-value capital structure of the subj et utility to die market

value capital structures of proxy companies. Staffs approach in this case is the same

approach previously approved by the Commission. For example, in Decision No. 67093

dated June 30, 2004,2 the Commission adopted a ROE based on the same relevering

methodology used by Sta£t` in this case. Staff's approach in this case is consistent with

that of previous cases, and has been approved by the Commission.

Cummings' approach is not consistent with prior Commission orders or with his own

testimony in poor cases

In  contra s t,  Mr

18 Q- Did Mr. Cummings use the same methodology in Qwest's last rate proceeding

No. Mr. Cummings' testimony before the Commission in Qwest's (then US West)

previous rate cases made no argument for a capital structure/financial risk adjustment to

US West's ROE when the average capital structure of his sample telephone company

group, derived from market equity values, exhibited a significantly higher percentage of

equity (approximately 82%) than US West's proposed capital structure (52% equity) in

that case

Docket No. WS-01303A-02-0867 et seq. Application of Arizona-American Water Company
Docket No. T-01051B-99-0105
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1

2

Q-

I

3

4

On pages 8 and 9 of his rebuttal testimony Mr. Cummings argues the absence of any

inconsistency in his f inancial risk adjustment by stating that because "[Qwest] -

Arizona is not publicly traded and is regulated; we may infer that, under rate of

return regulation, the value of the rate base is the best surrogate available for the

market value of the eNtity." (See rebuttal testimony of Peter C. Cummings. p. 8 at

17 - 19.) How does Staff respond?

Mr. Cummings' testimony supports Staffs position that it is appropriate to uMever and

reliever beta using capital structures measured at book value in this proceeding.

Q-

I
|

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

How does Mr. Cummings' statement an on page 8 (l ines 17 - 23) of  his rebuttal

testimony support Staff's position that it is appropriate to unlevel and reliever beta

using capital structures measured at book value in this proceeding?

Mr. Cummings' statement and related testimony supports Staffs position because carried

to its logical conclusion, a market-to-book ratio in excess of 1.0 suggests that a utility is

expected to earn more than its cost of equity. Therefore, investors expect the sample

companies to earn book/accounting reuums in excess of the return they (investors) require.

As a result, they have bid the stock prices (market values) of Me sample companies up to

the value of the expected iiiture cash Hows (dividends and capital gains) discounted at the

return they (investors) require. James Claus of Barclays Global Investors and Jacob

Thomas of Columbia Business School discussed this basic proposition in finance in a

recent Journal of Finance aiticlez21

22
23
24
25
26
27

This relation indicates that the [market-to-book] ratio is
explained by expected future profitability (roe, .- k). Finns
expected to earn an accounting return on equity equal to the
cost of [equity] should trade currently at book values

(P0/bV0 = 11.4

28

I
I
I

I
I
I
I

I

I

I
I
I

A.

A.

4 Claus, James and Jacob Thomas. "Equity Premier as Low as Three Percent? Evidence 80m Analysts' Earnings
Forecasts for Domestic and International Stock Markets." The Journal ofFinanee. October 2001 . pp. 1629 -.- 1666.
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1

2

3

4

5

6

7

If the market values of the sample companies reflect the expectation that they will over-

earn, and the goal of regulation is not satisfied when a regulated utility over-eams, then

the market-value capital structures used by Mr. Cummings to unlevel beta cannot

reasonably be compared to the capital structure of a regulated public utility. As stated

previously, an appropriate financial risk adj ustxnent procedure would compare book values

to book values rather than market values to book values.

8 Aa yus te d Be ta s

Q- On page 9 (lines 6 - 15) of his rebuttal testimony Mr. Cummings discusses the fact

that unadjusting the published betas provided by Merrill Lynch and Value Line has

a small effect on the calculation of the average unlevered beta of the proxy group

while readjusting beta has a very large effect, and suggests that the procedure

" ...appears to be the cloaldng of an ad hoc downward trimming of the required

return for {Qwest]..." How does staff respond?

The relative effect of unadjusting and readjusting beta is the result of simple mathematics

and not an ad hoc attempt to trim Staffs estimate of Qwest's required return. The Merill

Lynch and Value Line adjustments are averaging techniques -. they push high betas (betas

in excess of 1.0) down toward 1.0 and low betas (betas below 1.0) up toward i.0. As a

result, the adjustment is smaller for raw betas that are closer to 1.0. For example, if we

average the number 200 with the number 100, we get 150, which is a 50 point adjustment

to the number 200. However, averaging the number 150 with the number 100 results in

125, which is only a 25 point adjustment.
s

I
I
I
I
I

I

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A.

Q~ On page 10 (lines 5 - 16) of his rebuttal testimony Mr. Cummings argues against

unadjusting published beta estimates before unlevering them and readjusting them
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!
I

A.

after they are relevered. Why did Staff unadjust the published beta estimates before

unlevering and readjust after relevering?

As stated on page 35 (lines 1 - 16) of Staff 's direct testimony, the beta estimates

published by Value Line and Merill Lynch are "Bayesian" estimates. Bayesian statistics

provide a method of formally taking prior, often subjective, information or belief about a

parameter (such as the presumed long-term tendency for betas to converge toward 1.0)

into account in the estimation procedure. Unadjusting published beta estimates out of

Bayesian mode and back into their classical (and objective) raw estimates gives us the

original ordinary least squares ("OLS") slope, or beta. The classical estimate of the raw

beta shows us how a particular security moved in relation to the market over some time

period. Because the propose of the Hamada methodology is to estimate how a security

would have moved in relation to the maker given different degrees of leverage, it makes

sense to "unadjust" beta estimates out of their published Bayesian mode and back into

their classical (and objective) raw beta estimates before unlevering and relevering them.

After unlevering and relevering the raw beta estimates, they can then be readjusted back

into Bayesian mode for comparison with betas published by Value Line and Merrill

Lynch. In contrast, unlevering and relevering Bayesian estimates introduces a distortion

that fails to preserve Me relative relationship between a security and the market.

Q-

I
I
I

I

I

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

27

In support of  his argument against unadjusting published beta estimates before

unlevering them Mr. Cummings states "there is no statistical regression or observed

data in the calculated relevered beta." (See rebut tal  test imony of  Peter c.

Cummings. p. 10 at 9 - 10.) How does Staff respond?

As stated previously, the purpose of the Hamada methodology is to estimate how a

security would have moved in relation to the market given different degrees of leverage.

In other words, the Hamada methodology provides us with the classical raw estimate of

the OLS slope, or beta, given different degrees of leverage. Hamada states the following:

I

l

I
A.

I
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The last approach, which will be used in this study, is to assume
the validity of the [Miller & Modigliani] theory from the outset.
Then the observed rate of return of a stock can be adjusted to what
i t would have been over the same time period had the Elm no debt
and preferred stock in its capital structure. The difference between
the observed systematic risk, BB, and the systematic risk for this
azyusted rate of return time series, AB, can be attributed to
leverage, if the [Miller & Modigliani] theory is correct.5 (latter
emphasis added)

I
I

The relevered beta provided by Hamada's methodology is an estimate of the OLS slope,

or statistical regression, of an adjusted rate of return time series. Accordingly, if the result

of unlevering and relevering beta estimates using Halnada's methodology is a classical, or

raw estimate, it makes sense to begin with a classical. or raw, estimate rather than a

Bayesian estimate.

17 Reasonableness Check on Stars Capital Shucture/Financial Risk Acuustment

18 Q-

20

Is there a simplified calculation that can act as a reasonableness cheek on Staff 's

capital structureltinancial risk adjustment?

Yes. Schedule IR-S1 is a simplified estimate of the effect that leverage has on a tilm's

cost of equity. The basis for the calculation is modem capital structure theory set forth by

Franco Modigliani and Merton Miller ("MM") in their now famous 1958 article on the

subj ect.6 Under MM's proposition, the overall WACC remains constant while the cost of

equity increases with financial risk (leverage). This theory is demonstrated in Schedule

JR-sl. The top portion of Schedule JR-Sl shows Staffs estimate of the WACC for the

The average capital structure of  the sample telco consists of

approximately 50 percent debt and 50 percent equity. In its direct testimony, Staff

estimated the average cost of equity to the sample telcos to be approximately 10.9 percent.

sample  te lcos.

I

|.I

A.

5 Haxnada, Robert S. "The Effect of the Firm's Capital Strllctnre on the Systematic Risk of Common Stocks."
Journal of Finance. May 1972. pp. 435 -. 452.
6 Miller, Merton and Franco Modigliani. "The Cost of Capital, Corporation Finance and the Theory of Investment."
AmericanEconomic Review. June 1958. pp. 261 - 297.
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1

I

The cost of debt shown in the schedule is the average effective cost of debt for the sample

telcos reported by Value Line. Based on this information, the average WACC to the

sample telcos is approximately 8.86 percent. In the bottom portion of Schedule JR-Sl

Staff simply calculated an adjusted WACC to reflect a capital structure representative of

Qwest's, consisting of approximately 75 percent debt and 25 percent equity. Holding the

overall WACC constant, Staff calculated the resulting adjusted cost of equity estimate to

be approximately 14.97 percent

Staffs recommended ROE for Qwest in this proceeding is 14.6 percent. The 14.97

percent cost of  equity calculation shown in Schedule JR-Sl is closer to Staf f ' s

recommended 14.6 percent ROE than it is to the Company's proposed 21.4 percent ROE

and therefore confinnns the reasonableness of Staff's ROE recommendation in this case

14

15

16

11. RESPONSE TO THE REBUTTAL TESTIMONY OF COMPANY WITNESS PHILIP

E. GRATE

Fair Value

17 Earnings Requirement

18 Q What is Mr. Grate's recommendation regarding the rate base to which the ROR is

applied when determining the dollar earnings requirement?

Based on a legal argument, Mr. Grate asserts that the ROR must be multiplied by the

Company's FVRB to determine dollar earnings, rather than multiplying the ROR by the

OCRB and solving for a ROR that, when applied to die FVRB, produces the same dollar

level of earnings. (See rebuttal testimony of Philip E. Grate. pp. 132 .- 134.)

25 Q If Mr. Grate's recommendation was adopted would the Company and its investors

receive a windfall gain
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1 A. Yes. Because Qwest's FVRB is greater than its OCRB, applying the maker-based ROR

to the FVRB to determine dollar earnings provides the Company and its investors with a

windfall gain at the expense ofAlizona consumers

5 Q- Is Mr. Grate's recommendation consistent with the widely accepted capital

attraction standard?

7 No. If Mr. Grate's recommendation was adopted and the FVRB, for whoever reason, was

smaller than the OCRB, the Company would expect to earn less than the cost of capital on

its investment. Mr. Grate's recommendation is therefore confiscatory and violates the

widely accepted capital attraction standard when the FVRB is smaller than the OCRB

Can you give an example demonstrating why OCRB should be used to determ'me the

dollar earnings requirement?

Yes. Here is a simple example that reveals the fallacy of MI. Grate's recommendation

Assume a rate base of $100 that is entirely financed with debt at a cost of 5.0 percent. The

OCRB is $100 and the utility's cost of capital/allowed ROR is 5.0 percent. Applying the

5.0 percent ROR to the $100 OCRB yields the $5 in earnings the utility needs to repay its

debt .- no less and no more. However, if a FVRB were determined, through whatever

means, and that FVRB were $200, and dollar earnings were determined by multiplying the

ROR by the FVRB, then the utility would be authorized $10 (5.0% times the $200 FVRB)

in rates to cover its cost of capital, or twice its need. This is surely unfair to the consumer

If the FVRB happened to be $50, and dollar earnings were determined by multiplying the

ROR by the FVRB, then the company would be granted $2.50 (5.0% times the $50

FVRB). This is surely unfair to the util ity. Only multiplying the ROR by the OCRB

yields the correct earnings

A.

Myers. 1972. p.80
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1 Q When would a utility expect to be able to earn the cost of capital on its investment if

dollar earnings were determined by multiplying the market-based ROR by the

4

5

6

7

A utility would expect to be able to cam the cost of capital on its investment if dollar

earnings were determined by multiplying the ROR by the FVRB only when the FVRB is

equal to the OCRB. Windfall gains (losses) would result whenever the FVRB is greater

(less) indian the OCRB if the Commission multiplied the ROR by the FVRB to determine

dollar earnings

10 Q If Qwest's FVRB was smaller than its OCRB and the market-based ROR was

multiplied by the FVRB to determine dollar earnings, would the Company expect to

be able to maintain its credit?

No. For a utility to expect to maintain its credit there must be a relationship between

corporate earning power and the annual revenue requirement imposed by fixed charges on

the outstanding securities that were used to finance the OCRB.° If  a uti l i ty's dollar

earnings were determined by multiplying a market-based ROR by a FVRB that was less

than its OCRB, the util ity would be unable to expect to pay f ixed charges on the

outstanding securities used to finance the OCRB. The utility would thus be unable to

maintain its credit

21

22

Q Have experts commented on this subject?

Yes. Recognized experts in regulation including one of Mr. Grate's own authorities

Professor Charles Phillies of Washington and lee University, agree23

24
The use of an original cost rate base enables public utilities to
maintain their credit standing and to attract new capital. Investors

A.

Bonbrighf, James C., Albeit L. Danielson, and David R. Kamerschen. Principles of Public Utility Rates. 1988. pp
225 ~. 226

A.
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1
2

receive a rate ofretum on the money that they have invested in the
uti1ity.9

3

4 Q- Does Mr. Grate offer any sound economic reason for applying the market-based

ROR to the FVRB of a regulated uti l i ty to determine the dol lar earnings5

6

7

I

requirement?

No, Mr. Grate does not offer any kind of economic reasoning or theory to support the

application of a market-based ROR to the FVRB to determine the dollar earnings

requirement of a regulated utility. His assertion is based entirely on legal interpretation of

the Arizona Constitution and court decisions.

8

9

10

11

12

13

14

15

Q, Has the Commission recently ruled on the subject of which rate base the market-

based ROR should be multiplied by when determining dollar earnings?

Yes. In Decision No. 67093, dated June 30, 2004, in response to the company's proposal

to determine dollar earnings by multiplying the market-based ROR by its estimated

reconstruction cost rate base, the Commission stated:16

17
18
19
20
21
22
23
24
25

The rate of return methodology and resulting revenue increase
proposed by Arizona-American would produce an excessive return
on FVRB. There has been no legitimate basis presented for
departing from the traditional ratemaldng methodology of applying
a fair value rate of  return to the Colnpany's FVRB in this
proceeding. We End that applying a fair value rate of return to the
FVRB is just, reasonable, and in accord with the mandates of the
Arizona Constitution, and will adopt it in this case.'°

26

27 Q- Does this conclude your surrebuttal testimony?

28 A. Yes.

i

I
I

I

I

A.

A.

9 Phillies, Charles Jr. The Regulation ofPublic Ualina. 3"' ed. 1993. p, 337.
lo Decision No. 67093, dated June 30, 2004 (Arizona-American Water Company). Page 32, lines 25 .- 28 & page 33,
line 1.
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Docket Nos. T-01051B~03-0454
Schedule JR-S1

Qwest Corporation
Resonabieness Check on Staff 's

Capita! Structure/Financial Risk Adjustment
Incorporating Modigliani & Miller Capital Structure Theory

Estimated Weighted Average Cost of Capital ('WACC") for Sample group

Capitalization

Ratio

Weighted

5
6
7

Equity

6.83%
10.90%

3.41%

%

12
13

AdjustedWACC

WeightedCapitalization

Ratio Costs

t o
17 Equity 14.97%

8.86%

22

24

25
26

27
28
29
30

Notes

I
I g

10

19
20

Average embedded cost of long-tem debt per Value Line, July 2, 2004
Average cost of equtiy estimated by Staff - Raker direct Schedule JR-1

Assumes no change in debt cost but increases the cost of equity
to reflect more financial risk. If lenders demand higher interest payments as the
firm borrows more, the rate of increase in the cost of equity will slow down and the

capital structure financial risk adjustment would not be as high
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1 INTRODUCTION

2 Q- Please state your name and business address.

3 My bus ine s s  a ddre s s  is  1200 We s t Wa s hington S tre e t,

4

My na me  is  Doro thy Ha ins .

Phoenix, Arizona  85007.

5

6 Q~ By whom and in what position are you employed?

7

8

I a m e mploye d by the  Arizona  Corpora tion Commis s ion ("Commis s ion" or "ACC") a s  a

Utilitie s  Engine e r - Wa te r/Wa s te wa te r in the  Utilitie s  Divis ion.

9

1 0 Q- How long have you been employed by the Commission?

1 1 I have  been employed by the  Commission since  January 1998.

1 2

1 3 Q- What a re  your re s pons ibilitie s  a s  a  Utilitie s  Enginee r - Wate r/Was tewa te r?

1 4

1 5

1 6

1 7

1 8

My ma in re spons ibilitie s  a re  to inspe ct, inve s tiga te  a nd e va lua te  wa te r a nd wa s te wa te r

sys tems . This  includes  obta ining da ta , prepa ring recons truction cos t new and/or origina l

cos t s tudie s , cos t of s e rvice  s tudie s  a nd inve s tiga tive  re ports , inte rpre ting rule s  a nd

regula tions , and to sugges t corrective  action and provide  te chnica l re commenda tions  on

wa te r a nd wa s te wa te r s ys te m de ficie ncie s . I a ls o provide  writte n a nd ora l te s timony in

rate cases and other cases before the Commission.19

20

2 1 Q- How many companies  have  you ana lyzed for the  Utilities  Divis ion?

22

23

I ha ve  a na lyze d more  tha n 90 compa nie s  cove ring the s e  va rious  re s pons ibilitie s  for

Utilitie s  Divis ion S ta ff ("S ta ff").

24

25 Q- Ha ve  yo u  p re vio u s ly te s t ifie d  b e fo re  th is  Co m m is s io n ?

26

A.

A.

A.

A.

A.

A. Yes, I have testified on numerous occasions before this Commission.
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1 Q- What is your educational background?

2

3

I gra dua te d from the  Unive rs ity of Ala ba ma  in Birmingha m in 1987 with a  Ba che lor of

Science  degree  in Civil Engineering.

4

5 Q- Briefly describe your pertinent work experience.

6

7

8

9

Be fore  my e mployme nt with the  Commis s ion, I wa s  a n Environme nta l Engine e r for the

Arizona  De pa rtme nt of Environme nta l Qua lity ("ADEQ") for te n ye a rs . P rior to tha t time ,

I wa s  a n Engine e ring Te chnicia n with C. F. Ha ins , Hydrology in Northport, Ala ba ma  for

approxima te ly five  yea rs .

1 0

1 1 Q- Please state your professional membership, registrations, and licenses.

1 2

13

1 4

I a m a  re gis te re d Civil Engine e r in Arizona  s ince  1990. I a m a  me mbe r of the  Ame rica n

S ocie ty of Civil Engine e ring ("AS CE"), Ame rica n Wa te r Works  As s ocia tion ("AWWA")

a nd Arizona  Wa te r & P ollution Control Associa tion ("AWP CA").

1 5

1 6 P URP OS E O F  TE S TIMO NY

1 7 Q- What was your assignment in this rate proceeding?

1 8

19

20

My a s s ignme nt wa s  to provide  S ta ffs  e ngine e ring e va lua tion of the  s ubje ct Arizona -

Ame rica n Water Compa ny ("Compa ny") ra te  proce e ding. In this  ra te  proce e ding, only

one  of the  Compa ny's  dis tricts , the  S un City Wa te r Dis trict ("S un City Dis trict") wa s

2 1 include d.

22

23 Q- What is the purpose of your testimony in this proceeding?

24

25

A.

A.

A.

A.

A. To pre sent the  findings  of S ta ff s  enginee ring eva lua tion of ope ra tions  in the  Conlpany's

S un City Dis trict. The  findings  a re  conta ine d in the  Engine e ring Re port tha t I ha ve
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1

2

pre pa re d for this  proce e ding. The  re port is  inc lude d  a s  Exh ib it-1  in  th is  p re -file d

te s timony.

3

4 E NG INE E RING  RE P O RT

5 Q-

6

Would you briefly describe what was involved in preparing the Engineering Report

for the water operation in this rate proceeding?

7

8

9

1 0

1 1

1 2

1 3

Afte r re vie wing the  a pplica tion for the  S un City Dis trict, I phys ica lly ins pe cte d the  S un

City Wa te r sys tem to eva lua te  its  ope ra tions  and to de te rmine  which plant items  were  or

were  not used and use ful. I contacted the  Maricopa  County Department of Environmenta l

Se rvices  ("MCDES") to de te rmine  if the  sys tem was  in compliance  with the  Sa fe  Drinking

Wa te r Act wa te r qua lity re quire me nts . Afte r I obta ine d infonna tion from the  Compa ny

regarding plant improvements , chemica l tes ting expense  and water usage  da ta , I ana lyzed

tha t information. Based on the  da ta , I made  my eva lua tions  and prepared the  Engineering

1 4 Report included a s  Exhibit 1.

1 5

1 6 Q- Pleas e  des cribe  the  information conta ined in  Exhibit 1.

1 7

1 8

1 9

20

2 1

22

23

24

A.

A. Exhibit 1  is  the  Engine e ring Re port for the  ope ra tions  for the  Compa ny's  S un City

Dis trict. The  Re port is  divide d into thre e  ge ne ra l s e ctions : l ) Exe cutive  Summa ry, 2)

Engine e ring Re port Discus s ion, a nd 3) Engine e ring Re port Exhibits . The  Discuss ions

s e ction ca n be  furthe r divide d into twe lve  s ubs e ctions : A) Loca tion  o f S ys te m, B)

De s cription of S ys te m, C) Ars e nic, D) MCDES  Complia nce  E) ACC Complia nce , F)

ADWR complia nce , G) Wa te r Te s ting  Expe ns e s ,  H) Wa te r Us a ge , I) Growth , J )

De pre cia tion Ra te s , K) Othe rs . The se  subse ctions  provide  informa tion a bout the  wa te r

sys tem se rving the  Sun City Dis trict.
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1

2

RE CO MME NDATIO NS  AND CO NCLUS IO NS

Wh a t a re  S ta ffs  c o n c lu s io n s  a n d  re c o m m e n d a tio n s  re g a rd in g  th e  Co m p a n y'sQ.

3 operations ?

4

5

6

1) S ta ff re comme nds  tha t the  de pre cia tion ra te s  for Arizona  Ame rica n Compa ny's

S un City Dis trict pre s e nte d in Figure  6 by Na tiona l As s ocia tion of Re gula tory Utility

Commis s ione rs  ("NARUC") a ccount be  us e d for purpos e s  of this  proce e ding a nd on a

going forward bas is .7

8

9

1 0

2) S ta ff re comme nds  the  a doption of the  Colnpa ny's  propos e d S e rvice  Line  a nd

Mete r Ins ta lla tion Charges .

11

1 2 3)

1 3

1 4

If the  Compa ny's  re que s t to imple me nt the  Youngtown Fire  Flow Improve me nt

s urcha rge  is  a pprove d, S ta ff re comme nds  tha t the  s urcha rge  be  ba s e d on S ta ffs  cos t

estimate  of $2,670,602.

1 5

1 6

1 7

4) Sta ff recommends  exis ting 3-inch fire  hydrants  be  replaced by a  s tandard s ize  fire

hydrants  when repa irs  to the  3-inch hydrants  a re  needed and when it is  economica l for the

Company to do so.1 8

1 9

2 0

2 1

22

23

24

5) S ta ff re comme nds  tha t the  Compa ny monitor the  wa te r sys te m close ly a nd ta ke

action to ensure  the  water loss  remains  10 percent or less  in the  future . If the  water loss  a t

any time  before  the  next ra te  case  is  grea te r than 10 percent, the  Company sha ll come up

with a  plan to reduce  wa te r loss  to le ss  than 10 pe rcent, or prepa re  a  report conta ining a

de ta iled ana lys is  and explana tion demonstra ting why a  wa te r loss  reduction to 10 pe rcent

or less  is  not feasible  or cost e ffective . Suck a  report sha ll be  docketed in this  case .25

26

A.
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1 Sta ff concludes  the  following regarding the  Company's  opera tions:

2

3

4

5

1) Ma ricopa County Environme nta l Services Department ("MCE S D") has

de te rmine d tha t this  s ys te m is  curre ntly de live ring wa te r tha t me e ts  the  wa te r qua lity

s tandards  required by Arizona  Adminis tra tive  Code , Title  18, Chapte r 4.

6

7

8

9

2) The  Compa ny's  S un City Dis trict is  within the  P hoe nix Active  Ma na ge me nt Are a

a nd  is  in  complia nce  with  the  Arizona  De pa rtme nt o f Wa te r Re s ource  ("ADWR")

monitoring and reporting rule s .

1 0

1 1 3) Sun City Water has an approved cross  connection ta riff.

1 2

1 3 4)

1 4

Staff considers  the  reported water testing expenses and the  estimated water testing

costs  of $9,619 for the  Sun City Water Dis trict reasonable .

1 5

1 6

1 7

5) The  wa te r s ys te m s e rving the  S un City Dis trict ha s  a de qua te  production a nd

storage  capacity to serve  existing customers and a  reasonable  level of growth.

1 8

1 9 6) Sun City Wate r Dis trict has  an approved curta ilment ta riff.

20

2 1 Sta ff concludes  tha t $19,085 of we ll drilling cos ts  reported by the  Company were

22

7)

not used and useful.

23

24 Q- Does this conclude your Direct Testimony?

25 A. Ye s , it doe s .
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EXHIBIT DMH-1

E n g in e e r in g  Re p o r t
F o r  Ar iz o n a -Am e r ic a n  Wa t e r
Co m p a n y ' s  S u n  C ity  Wa te r  Div is io n
Do c k e t  No .  W-0 1 3 0 3 A-0 7 -0 2 0 9
(Ra te  In c re a s e  Ap p lic a t io n )

B y  Do r o t h y  Ha in s

October 15. 2007

EXECUTIVE S UMMARY

Recommendations

Sta ff recommends  tha t the  deprecia tion ra te s  for Arizona  American Company's  Sun City
Dis trict ("S un City Dis trict") pre s e nte d in  Figure  6  by NARUC a ccount be  us e d for
purposes of this  proceeding and on a  going forward basis . (See  kJ  of report for discussion
and details.)

II S ta ff re comme nds  the  a doption of S un City Wa te r propos e d S e rvice  Line  a nd Me te r
Ins ta lla tion Charges . (See  pK of report for discuss ion and de ta ils .)

III. If the  Compa ny's  re que s t to  imple me nt the  Fire  Flow Improve me nt s u rcha rge  is
a pprove d, S ta ff re comme nds  tha t the  s urcha rge  be  ba s e d on S ta ffs  cos t e s tima te  of
$2,670,602 (See pK of report for discussion and deta ils .)

Iv. S ta ff re comme nds  tha t e xis ting 3-inch fire  hydra nts  be  re pla ce d by s ta nda rd s ize  fire
hydrants  when repairs  to the  3-inch hydrants  a re  needed and when it is  economical for the
Company to do so. (See pK of report for discussion and details .)

S ta ff recommends tha t the  Company monitor the  wate r sys tem close ly and take  action to
e nsure  the  wa te r los s  re ma ins  10 pe rce nt or le s s  in the  future . If the  wa te r loss a t a ny
time before  the  next ra te  case  is  grea ter than 10 percent, the  Company shall come up with
a  pla n to re duce  wa te r los s  to le s s  tha n 10 pe rce nt, or pre pa re  a  re port conta ining a
de ta iled ana lysis  and explana tion demonstra ting why a  water loss  reduction to 10 percent
or le ss  is  not feas ible  or cos t e ffective . Such a  report sha ll be  docke ted in this  case . (See
oH of report for discussion and details.)

Conclus ions

Ma ricopa  County Environme nta l S e rvice s  De pa rtme nt ("MCES D") ha s  de te rmine d tha t
this  sys tem is  currently de live ring wa te r tha t mee ts  the  wa te r qua lity s tanda rds  required
by Arizona  Adminis tra tive  Code , Title  18, Cha pte r 4. (S e e  a D for a  dis cus s ion of the
fina ncing.)



II. S un City Wa te r is  within the  P hoe nix Active  Ma na ge me nt Are a  a nd is  in complia nce
with the  Arizona  De pa rtme nt of Wa te r Re s ource  ("ADWR") monitoring a nd re porting
rules . (See  oF of report for discuss ion and de ta ils .)

111. S un City Wa te r ha s  10 pe rce nt wa te r los s  which is  within a cce pta ble  limits . (S e e  oH of
report for discussion and de ta ils .)

IV. Sun City Wate r has  an approved cross  connection ta riff. (See  pK of report for discuss ion
and de ta ils .)

Sta ff considers  the  reported water tes ting expenses  and the  estimated water tes ting costs
of $9,619 for the  S un City Wa te r Dis trict re a sona ble . (S e e  kG of re port for dis cus s ion
and de ta ils .)

VI. Sun City Wate r Dis trict has  adequa te  production and s torage  capacity. (See  CB of report
for discussion and de ta ils .)

VII. S un City Wa te r Dis trict ha s  a n a pprove d curta ilme nt ta riff.
discussion and de ta ils .)

(S e e  pK of re port fo r

v .

VIII. $19,085 of we ll drilling is  not us e d a nd us e ful. (S e e  pK of re port for dis cus s ion a nd
de ta ils .).
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New
Well #

ADWR No.
55 -XXXXXX

Yea r
Drilled
(19xx)

Cas ing
Size
(inches )

Well
Depth (ft)

Well
Meter
Size
(inches )

Pump

(HP )

P ump Yie ld
(GP M)

1.1 606529 51 20 900 10 250 1,575
1.2 608176 58 20 1,090 8 200 1,250
2.1 606532 54 20 1,000 12 250 1,025
2.2 606530 48 20 750 12 200 875
28 606531 53 16 600 10 125 500
2.4 608177 82 16 1,119 8 250 900
3.1 606528 75 16 1,200 14 400 2,000
4.1 606524 69 16 1,206 10 325 1,250
5.1 606525 48 20 760 12 350 1,340
5.2 606523 54 20 1,000 12 400 1,420
5.3 606522 73 16 1,206 12 400 1,910
5.4 606521 52 20 1,176 12 350 1,320
5.5 606534 74 16 1,215 8 400 1,765

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. W-01303A-07-0209
Page 1

LO C ATIO N O F  C O MP ANY

Arizona -Ame rica n Wa te r Compa ny S un City Divis ion ("S un City" or "Compa ny") s e rve s  wa te r
to approxima te ly 23,000 cus tomers  and is  loca ted in the  Town of Sun City which is  wes t of the
City of P hoe nix in Ma ricopa  County. Figure  1 de s cribe s  the  loca tion of S un City Wa te r, a nd
Figure  2 de s cribe s  the  Ce rtifica te  of Conve nie nce  a nd Ne ce s s ity ("CC&N") a re a  of S un City
Water

DE S CRIP TIO N O F THE  WATE R S YS TE M

The  p la n t fa cilitie s  we re  vis ite d  on  J une  11 , 2007 , by Doro thy Ha irs , Utilitie s  Engine e r
a ccompa nie d by the  Compa ny's  re pre s e nta tive s , Torn De Young, (Compa ny's  Ope ra tion
S upe rin te nde nt), Bria n  Bie s e me ye r (Compa ny's  Ge ne ra l Ma na ge r), P a ul Li (Colnpa ny's
a ttorney) and Sheryl Hubbard (Company's  ra te  ana lyst)

System Analysis

The  Compa ny's  drinking wa te r sys te m conta ins  s e ve n wa te r pla nts  which cons is t of nine te e n
drinking wa te r we lls  tha t a re  ca pa ble  of producing a  tota l flow of 26,000 ga llons  pe r minute
("GPM") and 7.15 million ga llons  of s torage  capacity. The  Company a lso ope ra te s  an irriga tion
well. The  wa te r sys tem has  adequa te  s torage  and we ll production. Figures  PA, CB, AC, 3D and
BE provide  a  process  schema tic showing both the  active  and inactive  components  of the  wa te r
system

We ll Da ta

Active  Drinking Wa te r We lls



6.1 606526 56 20 1,006 12 350 1,340
6.2 606520 73 16 1,317 12 450 1,820
6.3 574914 99 16 1,200 12 250 1,200
8.1 536983 93 16 1,020 12 250 1,250
8.2 606535 46/52 20 1,000 12 350 1,600
8.3 606536 75 16 1,214 12 500 1,850

Well # ADWR No. Yea r
Drilled

Cas ing
Size
(inches )

Well Depth

(ft)

Well
Meter S ize
(inches )

Pump

(HP )

P ump Yie ld
(GP M)

30A-N 55-807594 1998 16 N/A 8 125 650

ADWR # Cas ing
Size
(inches )

Well
Depth

(ft)

Well
Meter
Size
(inches )

Pump

(HP )

Pump
Yield
(GPM)

Year
Drilled

Yea r
disconnected

55-606518 20 910 12 None N/A 1950 2000
55-608175 14 1,050 10 75 600 1947 2002
55-608177 20 1,090 10 200 1,200 1960 2002
55-606533 20 1,000 8 200 1,100 1946 2000

Loca tion Structure or equipment Capacity
We ll #Ll S ite Booster Pumps Three 75-HP

Pressure Tank One 10,000 ga l
Storage Tank Two 300,000 ga l

Well #2.l S ite Booster Pumps Two 75-HP
Two 100-HP

Pressure Tank One 10,000 ga l
Storage Tank Three 300,000 ga l

Well #3.1 Site Booster Pumps One 75-HP
Three 100-HP

Pressure Tank One 10,000 ga l
Storage Tank Two 460,000 ga l

Well #4.1 Site Pressure Tank One 10,000 ga l
Plant #5 Booster Pumps Four 100-HP

Four 150-HP
Pressure Tank Two 10,000 ga l
Storage Tank Two 1,250,000 ga l

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. w-01303A-07-0209
Page 2

Active  Initia tion Wa te r We ll

Inactive  or Capped Drinking Wate r We lls

Note : l. Well #55-606533 was disconnected due  to high nitra te  contamina tion.
2. Well #55-605 lb which has a  poor production ra te  has been disconnected and converted

to a  ground wa te r leve l monitoring we ll.

Active  S torage , Pumping



Well #6.l S ite Boos te r P umps Thre e  100-HP
Thre e  150-HP

P res s ure  Tank Two 10 ,000  ga l

S torage  Tank Two 1 ,250,000 ga l

Well #8.1 Site Boos te r P umps One  75-HP
Thre e  100-HP

P res s ure  Tank One  10,000 ga l
S torage  Tank Two 680 ,000  ga l

Location S truc ture  or equipment Ca pa c ity
Well #55 608177Site Boos te r P umps Two 3 0 -Hp

One  40-HP
P res s ure  Tank One  10,000 ga l
S torage  Tank One  500,000 ga l

One  50,000 ga l
Well #55-608175 Site Boos te r P umps Two 30 -HP

Two 25 -HP
P res s ure  Tank One  10,000 ga l
S torage  Tank One  570,000 ga l

Two 84 ,000  ga l

Diameter (inches ) Ma te ria l Length (feet)
18 Va rious 2,473

16 Va rious 22,238

14 Va rious 367

12 Va rious 220,815

10 Va rious 121,093

8 Va rious 241,796

6 Va rious 817,416

4 Va rious 159,720

undetermined Va rious 21,430

Size (inches) Qua ntity

%x% 19,456
BA 795

1 423

1% 1,611
2 622

3 (comp) 33

4 (comp) 5

6 (comp) 10

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. w-01303A-07-0209
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Inactive  S torage , Pumping

Dis tribution Ma ins

Me te rs
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c. ARS E NIC

The  mos t re ce nt la b a na lys is  by S un City Wa te r indica te d tha t the  a rse nic le ve ls  in its  source
s upply va ry from 4 pg/l to 9 Ag/l e xce pt We ll No. 6.11. Be ca us e  S un City ble nds  wa te r from
We ll No. 6.1 with wa te r from We ll No. 6.2 a nd We ll No. 6.3, the  a rs e nic le ve l in the  ble nde d
wa te r is  be low the  ne w a rse nic MCL be fore  be ing de live re d to cus tome rs , the re fore , S un City
Wate r is  in compliance  with the  new a rsenic MCL s tandard of 10 Ag/l.

D. MAR IC O P A C O UNTY E NVIR O NME NTAL
(" MCE S D" ) CO MP LIANCE

S ERVICES DE P AR TME NT

Ba s e d on a  me mora ndum da te d Augus t 20, 2007, from Ma ricopa  County Environme nta l
S e rvice s  De pa rtme nt ("MCES D"), MCES D ha s  de te rmine d tha t S un City Wa te r is  curre ntly in
complia nce . MCES D a lso s ta te d tha t it ha s  de te rmine d tha t the  sys te m is  curre ntly de live ring
wa te r tha t me e ts  wa te r qua lity s ta nda rds  re quire d by Arizona  Adminis tra tive  Code , Title  18,
Chapter 4.

E. AR IZO NA C O R P O R ATIO N C O MMIS S IO N (" AC C " ) C O MP LIANC E

A che ck with the  Utilitie s  Divis ion Complia nce  S e ction s howe d no outs ta nding complia nce
issues.

F . AR IZO NA DE P AR TME NT
C O MP LIANC E

O F WATE R RES OURCES (MADWR77)

S u n  C ity W a te r is  with in  ADW R 's  P h o e n ix Ac tive  Ma n a g e m e n t Are a  ("AMA"),  a n d
consequently is  subject to reporting and conse rva tion miles  (GPCD requirements). The  Phoenix
AMA re porte d  tha t S un  City Wa te r is  in  to ta l complia nce  with  the  ADWR re porting  a nd
conserva tion rules .

G. WATER TES TING EXP ENS ES

The  Compa ny re porte d wa te r te s ting e xpe nse s  for S un City Wa te r of $9,619 for the  te s t ye a r
ending December 2006.2 Staff considers the reported expense reasonable.

According to 2005 annua l Report ("AR"), ground water from Well No. 6.1 conta ined 12 Ag/l of a rsenic which
exceeds  the new arsenic MCL level of 10 pg/l.
2 Sun City Water provided this  information in response to Sta ffs  Data  Reques t #6.3. (See the Exhibit.)

1



Yea r Nos . of Customers
2002 21,961 Reported
2003 21,899 Reported
2004 22,461 Reported
2005 23,011 Reported
2006 23,041 Reported
2007 23,418 Estimated

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. W-01303A-07-0209
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H. WATE R US AGE

Water Sold

Based on informa tion provided by the  Sun City Wate r, wa te r use  for the  yea r 2006 is  pre sented
in Figure  4. The  high monthly wa te r us e  wa s  732 ga llons  pe r da y ("god") pe r conne ction in
Augus t, a nd the  low monthly wa te r use  wa s  403 god pe r conne ction in Fe brua ry. The  a ve ra ge
annual use was 574 god per connection.

Non-account Wate r

Non-account water should be 10 percent or less and never more than 15 percent. It is important
to be able to reconcile the difference between water sold and the water produced by the source.
A water balance will allow a water company to identify water and revenue losses due to leakage,
theft, and flushing. Non-account water for Sun City Water was calculated to be 10 percent
which is within acceptable limits. Staff recommends that the Company continue to monitor the
water system closely and take action to ensure the water loss remains 10 percent or less in the
future. If the water loss at any time before the next rate case is greater than 10 percent, the
Company shall come up with a plan to reduce water loss to less than 10 percent, or prepare a
report containing a detailed analysis and explanation demonstrating why a water loss reduction
to 10 percent or less is not feasible or cost effective. Staff further recommends the Company
docket such a report with the Commission's Docket Control in this same docket.

1 . G R O W TH

Figure 5 shows customer growth based on the service connection data contained in the
Company's annual reports. The number of customers increased from 21,961 at the end of 2002
to 23,041 by the end of 2006, with an average growth rate of 290 customers per year from 2002
to 20063. Based on the linear regression analysis, Staff estimates that the Company could have
approximately 24,600 customers by the end of 2011. The following tables summarize Staff and
the Company's projected growth.

Table 2 Actual and Prob acted Growth

2.

Analyzing the monthly growth between 2005 and 2006 per linear regress ion analys is , Staff found tha t the growth
rate in this  area is  17.9 customers  per month (equal to 214 customers  per year),

1.

3



2008 23,708 Es timated
2009 23,998 Estimated
2010 24,288 Estimated
2011 24,578 Es timated

Year Nos . of Cus tomers
2005 23,011 Repolied
2006 23,041 Reported
2007 23,151 Es timated
2008 23,152 Es timated
z009 23,163 Es timated
2010 23,164 Es timated
2011 23,165 Estimated

Meter S ize Current
Charges

(Service line
ins ta lla tion)

Current Charge
(Meter

ins ta lla tion)

Proposed
Charges

(Service line
ins ta lla tion)

Proposed
Charge (meter

ins ta lla tion)

S ta ff
Recommendation

((Service Line)

S ta ff
Recommendation

(meter ins ta lla tion)

5/8 x 3/4-
inch

$370 $130 $370 $130 $370 $130

3/4-inch $370 $205 $370 $205 $370 $205

1-inch $420 $240 $420 $240 $420 $240

l %-inch $450 $450 $450 $450 $450 $450

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. W-01303A-07-0209
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The  Company has projected a  lower growth ra te  as  lis ted in the  table  be low:

J . DE P RE CIATIO N RATE S

Decis ion No. 67093 (da ted June  30, 2004) approved the  deprecia tion ra te s  used by Sun City in
this  ra te  proce e ding e xce pt tha t the  Compa ny re orga nize d the  a uthorize d ra te s  utilizing the
Na tiona l Associa tion of Re gula tory Commiss ione rs ' ("NARUC") la te s t pla nt a ccount ma trix a s
presented in Figure  6. S ta ffs  recommended deprecia tion ra tes  for these  accounts  a re  presented
in Figure  6. S ta ff re comme nds  tha t the  de pre cia tion ra te s  pre s e nte d in Figure  6 by NARUC
account be  used for purposes of this  proceeding and on a  going forward basis .

K O THE RS

Service  Line  and Meter Ins ta lla tion Charges

The  Company is  proposing to mainta in its  current mete r and se rvice  line  ins ta lla tion charges  tha t
a re  within S ta ffs  e xpe rie nce  of wha t a re  re a sona ble  a nd cus toma ry cha rge s . S ta ff doe s  not
object to the  Company's  proposa l.

1 .

Table  8 Service  Line  and Meter Ins ta lla tion Charges



$580 $945 $580 $945 $580 $945

$580 $1,640 $580 $1,640 $580 $1,640

$745 $1,420 $745 $1,420 $745 $1,420

$765 $2,195 $765 $2,195 $765 $2,195

$1,090 $2,270 $1,090 $2,270 $1,090 $2,270

$1,120 $3,145 $1,120 $3,145 $1,120 $3,145

$1,610 $4,425 $1,610 $4,425 $1,610 $4,425

$1,630 $6,120 $1,630 $6,120 $1,630 $6,120

Equal to actua l
tota l cos t of
ins ta lla tion

Equa l to actua l
tota l cos t of
ins ta lla tion

Equal to actua l
tota l cos t of
ins ta lla tion

Equal to actua l
tota l cos t of
ins ta lla tion

Equal to actua l
tota l cos t of
ins ta lla tion

Equal to actua l tota l
cos t of ins ta lla tion

2-inch
Compound

3 -inch
(Turbo)
3-inch

(Compound)
4-inch

(Turbo)
4-inch

Compound
6-inch

(Turbo)
6-inch

Compound
Over 6-inch

2-inch
(Turbo)

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. w-01303A-07-0209
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Curta ilme nt Ta riff

In De cis ion No. 67093 the  Commiss ion orde re d the  Compa ny to tile  a  curta ilme nt ta riff for Sun
City.  The  Compa ny tile d  th is  cu rta ilme n t ta riff in  Docke t No . WS -01303A-04-0704  on
September 28, 2004.

Cross  Conne ction & Ba ckflow Ta riff

The  Company has  an approved Cross  Connection & Backflow Tariff.

Fire  Flow

2.

4.

3.

The  Compa ny hire d Brown a nd Ca ldwe ll e ngine e ring firm to conduct a  fire  How s tudy for the
S un City Wa te r Dis trict to a ddre ss  the  fire  How is sue . The  s tudy wa s  comple te d in Ma y 2005.
De ta ils  of the  s pe cific pla nt improve me nts  re comme nde d by Brown a nd Ca ldwe ll a nd the ir
a ssocia ted cos ts  a re  lis ted in the  table  be low. In the  s tudy, Brown and Ca ldwe ll re commended
keeping 3-inch fire  hydrants  in severa l a reas  in and a round Youngtown, S ta ff disagrees  with this
recommendation. S ta ff re comme nds  tha t a ll e xis ting 3-inch fire  hydra nts  be  re pla ce d by
standard s ize  fire  hydrants  as  needed and when it is  economica l for the  Company to do so. S ta ff
be lieves  tha t because  3-inch fire  hydrants  a re  not s tandard s ize  hydrants , it will be  more  costly to
repa ir than to replace  the  3-inch hydrants  in the  future . In addition, replacement pa rts  for the  3-
inch non-s ta nda rd s ize  hydra nt will be  more  difficult to find for ne e de d re pa irs . The  cos t to
re pla ce  the  3-inch hydra nts  would be  cove re d a s  a  routine  ma inte na nce  e xpe ns e . If th e
Compa ny's  re que s t to imple me nt the  Fire  Flow Improve me nt s urcha rge  is  a pprove d, S ta ff
recommends that the  surcharge be  based on Staffs cost estimate  of $2,670,602 as reflected in the
table  be low.



Tim in g Project Description Com pany 's
es timated Cos ts

($)

Staff adjusted costs

(8)

Ye a r 1 Sun City/Youngtown Pressure Reducing/Pressure
control Valve Modifications

10,0001 10,0001

subtotal 10,000 10,000

Ye a r 2 Commercialareapipingimprovements - 111'"Ave
south of Youngtown Ave

Ins ta ll 1,050' of 10" ma in in Grand Ave Wes t to 111"'
Ave

76,230 76,230

Ins ta ll 272' of 6" ma in in 113'" Ave Wes t to Grand
Ave

13,763 13,763

Connection 6" main to 10" main in 11 lm Ave 11,000 11,000
IConnection 6" ma in in 113 Ave  a nd 113 La ne 5,500 5,500

Ins ta ll 498' of 6" main in 113'h Ave @ Spanish
Gardens

25,199 25,199

Ins ta ll 775' of 6" main in Tennessee Ave 39,215 39,215
Ins ta ll 498' of 6" ma in in Wis cons in Ave 25,747 25,747
Ins ta ll 11 fire hydrants  in Youngtown Commercia l
Area

60,5002 33,0007

subtotal 257,154 229,654

Neighborhood Commercial Piping Improvements
Repla ce  exis ting 700' off"& 4" pipe  by 8" pipe lines
and connects  to exis ting 6" mains

43,1203 43,120

Ins ta ll four fire hydrants 22,0002 12,0007
subtotal 65,120 55,120

Ye a r 3 Res identia l Piping Im provem ent
Repla ce  l,400' off" with 6" pipe lines  in Illinois  &
ins ta ll 6" connections  to exis ting 6" line in l 14"' Dr.

70,840 70,840

Ins ta ll one Ere hydrant 5,0001 3,000
subtotal 75,840 73,840

Ye a r 4 Fire  Hydra nts on Exis ting Piping
Ins ta ll 56 Ere hydrants 280,0002 168,000

Subtotal 280,000 168,000

Fire hydrants with New Piping
Ins ta ll l5,27l' of 6" pipe lines  for foe  hydra nts 702,466 702,466
Ins ta ll 45 tire hydrants 225,000 135,000

Subtotal 927,466 837,466

SunCity Residential Piping Improvement
Repla ce  5,200' off" with 6" pipe lines  in Cherry Hills
Dr.

263,120 263,120

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. W-01303A-07-0209
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Ta b le  9 Fire  Flow Improve me n t P ro je c t



Ins ta ll 3 fire  hydrants  in Cherry Hills  Dr. 15,0002 9,000
Repla ce  l,400' 0f4" with 6" pipelines  in N P ebble
Bea ch Dr.

70,840 70,840

Ins ta ll 1 fire hydrant in Pebble Beach Dr. 5,0002 3,000
Subtotal 353,960 345,960

Sun City Fire Hydrants on ExistingPiping
Ins ta ll 52 fire hydrants  on exis ting pipelines 260,000 156,000

Subtotal 260,000 156,000

Sun City Fire Hydrants withNew Piping
Ins ta ll l4,197' of 6" pipelines  for tire  hydra nts 653,062 653,062
Ins ta ll 23 ire  hydra nts 115,000 69,000

Subtotal 768,062 722,062

City of Peoria Piping Improvement
Repla ce  l,250' off" pipe line  with 8" pipe lines
connecting Pa radise MHP on Union Hills  Dr,

77,000 77,000

Loop 6" pipeline in north pan of Paradise MHP 5,500 5,500
Subtotal 82,500 82,500

Total 3,080,102 2,670,602

Arizona-Amer ican  Water  Company
Sun City Water  Distr ict
Docket  No.  W-01303A-07-0209
Page 9

Notes l. This plant improvement project was completed in 2005 and was determined to be used and
useful at the time of Staff inspection.
2. The unit cost is $5,000. Staff recommends a unit cost of $3,000.
3. Based on the Main Extension Agreement projects submitted by the Company in 2007, the unit
cost of fire hydrant is in the range of $1,200/unit to $3,000/unit. Therefore, Staff believes that the
Company's proposal of $5,000/unit is too high, and believes an adjustment to $3,000/unit is
warranted.

Issues  Found In the  Fie ld

Sta ff found tha t four parce ls  of land purchased in 2004 a t a  cost of 3936844 were  not
use d a nd use ful to the  Compa ny's  provis ion of wa te r s e rvice  a t the  time  of S ta ff' s
inspe ction. S ta ff unde rs ta nds  the se  pa rce ls  we re  not purcha se d for use  by the  Sun
City Water Dis tricts  and had been transfe rred to the  Agua  Fria  Water Dis trict.

b. $204,232 of communica tion equipment purchased in December 2003 is  not used and
useful to the  Company's  provis ion of wa te r se rvice . S ta ff unders tands  this  equipment
wa s  purcha s e d a nd is  be ing utilize d for the  S ie rra  Monta na  boos te r s ta tion in the
Agua  Fria  Wate r Dis tricts .

5.

4 Four expenses of $24,725, $309, $12,208 and $56,442 were spent for land purchases in September 2004, October,
2004, November 2004 and December 2004. (See the Exhibit.)
5 See the Company's Response to DR #DHI .5. (See the Exhibit.)
6 See the Company's Response to DR #DH1.9. (See the Exhibit.)

a.
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c . S ta ff found  tha t two  pa rce ls  o f la nd  purcha s e d  in  2003  a nd  2005  a t a  cos t o f
$148,l30' we re  not use d a nd use ful to the  Compa ny's  provis ion of wa te r s e rvice  a t
the  time  of S ta ff's  inspection. S ta ff unde rs tands  tha t this  land was  purchased for the
Sie rra  Montana  booste r s ta tion which is  loca ted in the  Agua  Fria  Wate r Dis trict

d. $19,085" pa id to La yne  Chris te ns e n Compa ny for ins ta lling We ll No. 55-602967 is
not used and use ful to the  Company's  provis ion of wa te r se rvice . S ta ff understands
tha t We ll No. 55-602967 is  re gis te re d to the  US  De pa rtme nt of Inte rior Bure a u of
Land Deve lopment ("BLM") and is  loca ted in Santa  Cruz County

Two expenses  of $228,968 and $12,846 were spent for land purchased in December 2003 and October 2005. Four
expenses  of $24,725, $309, $12,208 & $56,442 were bookkeeping errors . (See the Exhibit.)

See the Company's  Response to DR #DH1.12 and DR #AH 1.15. (See the Exhibit.)
Refer to invoice # 10814267 from Layne Chris tensen Company da ted March 20, 2006. (See the Exhibit.)
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FIGURES
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FIGURE 2

LO C ATIO N O F  S UN C ITY WATE R  DIVIS IO N
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Arizona American Water Co. Sun City Water Systems
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9 , 0 2Nor :

S m :

Val?2°o s1[889
8>

Three 75-HP pumps
Plant #1 siteTwo 300,000 gallon Storage tank

I
IlWell #Ll (DWR #55-606529) drilled i11

1951> 900' well depth, 1,575 rpm, 20"
casing, 300 HP 8" meter

>I
I

Clzinj action

10,000 gal Pressure tank

/

4

I I 8r I
t

I
I

> II I
I I 1' C12 injection

Well #LZ Site

W e ll # ll  (DW R # 5 5 -6 0 8 1 7 6 )
. l  , , 61 2006

dulled m 1958> motor replaced in June 0 m Er, replaced in

2007. l,090' well depth, 1,250 rpm, 20"

casing, 200-HP

Well #4.l Site

Well #4.1 (DWR #55-606524 drilled in 1969)
1,206' well depth, 1,250 rpm,
16" casing, 325-HP,
naturegas engine, motor repaired in 2003

I
l

I
I

10,000 gallolll
pressure tankt

\|
10" meter CID injection

Plant #3 SiteIN" meter
C12 injection

4 >>I
l

10,000 gallon
pressure tank >Well #3.l (DWR # 55-606528) drilled in

1975, l,200' well depth, 2,000 rpm, 16"
casing, 400 HP Four 100 HP pumps

Two 460,000 gal storage tanks

I
l

Arizona -American Wate r Company
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FIGURE PA

S UN C ITY WATE R  DIVIS IO N S YS TE MATIC  DIAG R AM
FOR EXIS TING S YS TEMS



7-12 07
Arizona American Water Co. Sun City Water Systems

(PWS #07-099)

I

U

Customers in South

Pressure Zone (low

pressure Zone)&

Plant #5 & Plant #6

ac 100-HPpumpsThree 300,000 gadlcn

Storage tank
I Plant #Z Siter

I l

Well #Z.1 (DWR # 55-606532)

drilled in 1954, l,000' well depth.

1,025 rpm, 20" casing, 250-HP

l meler I
I

I

|
I

C12 injection
Two75-HP pumps

10,000 gal Pressure

tankI
CID injection

Cl, Injection l

A new mobile home

(office use) and tool

shade are used and

useful.
I

i I
T

la

>

l
Well $42.2 Site

I I
I I

>

Well #21 (DWR # 55-606530)
drilled in 1948, 750' well depth,
875 rpm, 20" casing, 200~HP,
underground well head

We device for (ire flow
control to the Youngstown is
located in this site and it had
be modified.

ES8E
L*

l
|

l
I

10" meter

\
>

Well 2.3 Site

Well #Z.3(DWR #55606s31)

drilled in 1953> 600' well depth,
500 rpm, l 6" casing 125-HP,

8" mclcr
Well #Z.4 Site

I >l r I

Well #2.4 (DWR #55-608177 drilled in 1982)
I,l 19' well depth, 900 rpm,

18" casing, 250-HP Well installed in 2006. New plant
itemssuch as wellMeier,well,
control panel, fence & site are used

and useful The well site is

donated by Town ofYounglovvn.
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FIGURE CB

S UN C ITY WATE R  DIVIS IO N S YS TE MATIC  DIAG R AM



7-12-07
Arizona American Water Co. Sun City Water Systems

(PWS #07-099)

a s

>

. , ; =Qforummm,_,mm
-¢ 3 3
N N E
8 8 :. (/3

o n

So*

>

*cx "c1Q
3 3 8
8 8 "
E  8 8
rn 0 o

l a
3 O >- .

0 3 2
'9 o
<885'>-2

Plant #6 Site1J1rec 100-HP & three 150-HP pumps

Well #6.1(DWR# SS-574914)
drilled in 1999 l,200> well
depth, 1,200 rpm, 16" casing,

250-HP, 12" meter

10,000 gal
Pressure
tankI I

II
I I>I

I

C

Two 1.25 MG storage tankII
o

'<8
.Eu

.9 Q10,000 gal
Pressure
tank I

5 II
I I

I
I

la' Meier

IT
I

I I l > l

5,000 go]
Pressure
tank

I

Cl2injection

Well#6.2 Site

Well #6.2 (DWR #55-606520)
drilled in 1973, l,3l7  ̀well depth,
1,820 rpm,16" casing, 400-HP

1I

I
|

I
I

8" meter

> -> Wet well

Coyote Lake Well (DWR # 55-
807594)drilled in 1998, 360° well
depth, 650 rpm, 16"casing, 125-
HP

OO;3~3_.
H of:
'Ag

"3> 49
® 8V*»-»Q T
g o

Well wasdown for
repair work, Ir is
running now.

C12 injection

i I
Well #6.3(DWR #55-606526)

drilled in 1956 1,006' well depth,
1,340 rpm, ZOF' casing, 350-HP

| I

> >5,000 go]
Pressure
tank

12" Meier

Well #65Site
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FIGURE AC

S UN C ITY WATE R  DIVIS IO N S YS TE MATIC  DIAG R AM



7.12.07
Arizona American Water Co. Sun City Water Systems

(PWS #07-099)

Customers in North Pressure Zone
(highpressure zone

Plant #8 Sitethree 100-HP & one 75-HP pumps

I
10,000 gal \
Pressure I
tank

Two 680,000 gallon storage tankWell #8.l(DWR# 55-536983)
drilled in 1993, 1,020' wet] depth,
l 250 rpm, la" casing 250 HP

IZ" meter
I
I

I
I

I
I>I

I I
Cl, injection I I I

I
I

12" meter
Well #8.2 Site

I I
I I >

T
Cl, injection

W ell #81 (DW R # 55606535)

drilled in 1952, l>000` well depth,
1,600 rpm, 20" casing, 350-HP

Well #8.3 SiteCl, injection

IN" meter

iI l
l I > >5,000 gal

Pressure
tank

Well #8.3 (DWR # SS-606536)
drilled in 1975, l,2l4' well demo,
1,850rpm,16" casing, 500-HP Well is out of service due to

well repairing, casingwas
removed

Arizona -American Wate r Company
Sun City Wa te r Dis trict
Docke t No. W-01303A-07-0209
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FIGURE 3D

S UN C ITY WATE R  DIVIS IO N S YS TE MATIC  DIAG R AM



7-12-07
Arizona American Water Co. Sun City Water Systems

(PWS #07-099)

>

-1
<\> 3 8

.-v

*ca ~u Ru

i i vo
ur Ur o
E ¢ :» 8

N KA

Plant #S Site

»-1
8 4
3 8 5 .

A Z}:r "o
"98

o

Two on-site generators
(200Kw & 500 KW were
installed in ll/04), SCARDA
& new mobile home were
installed

Ifour 150-HP & four 100-HP pumps
10,000 gal
Pressure
tankI

:'Ul'0ax?:eos
-11518

~§s»s e a
~ g
a~=zr .;_
E l #
8T

I
I

I I
I

I
I )10,000 go]

Pressure
tank4Two 1.25 MG storage tank I

I
I
I

I
I

I
I I

Well #5.1 (DWR # 55-536983) Well #SJ Sile
drilled in 1993, l,020' well depth,
1,250 rpm, 16" easing, 250-HP

12 " meter

l,tI I
I I t

Cl2 injection

Well #5.4 Site
Clzinjectlon Well #S.4 (DWR # 55 606521)

drilled in 1952, 1 176' well depth,
1,320 rpm, 20" casing 350 HP1

I I
I I

5,000 gal
Pressure
tank

\TO
la" M€tsr

Well #5.5 (DWR # 55-606534)
Clzinjection

Well #5.5 Site
enclosure

drilled in 1974> 1,215' well depth,
1,765 rpm, 16" casing, 400-HP

l4

I I
8 ' meter

5,000 gal
Pressure
tank

W ell #51SiteWell #5.2 (DWR # 55 606523)
drilled in 1954, l 1000' well depth,
1,420 rpm, 20" casing 400 HP

l t>I
I I I

5,000 gal
Pressure
tank

Cl; injection
12" meter

Well #5.3 Site

C12 injection

\
I

Well #SO (DWR # S5-606522)
drilled IN 1973, l 1206' well
depth, 1,910 rpm, 16" casing,
400~HP

l
l

l> >

5,000 gal
Pressure
tank /

12" miner
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FIGURE BE

S UN C ITY WATE R  DIVIS IO N S YS TE MATIC  DIAG R AM



Az-American Water Co. Sun City Water District (Inactive System)

Well4B Site
Disconnected in 200(

1-->

Well #CB

(DWR #55-60518)

Installed in 1950

20' casing, 9 l0' deep

12" meter

| I I

Well 17A Site
Disconnected in 2000I I

l I
Well #17A

(DWR £455-60527)

Well 18C-1 Site
Disconnected in 2002

570,000 gallon

I

I

ll' I
>

l

Well #ISC-1
(DWR #55-608175)
InsMlled in l94'7
14" casing, l050' deep
75 HP, 600 GPM
10" meter l

Two 84 000 gallon stooge tanks
Two 30 HP
Two 25 -HP
Booster pumps

10,000 gallon pressure tank I
Backup generator

Well 33B Site
Disconnected in 2000

I l

l l
W e l l #3313

(DWR #55»606533)
Installed in 1946

20" casing, l000` deep

8" meter

Well 19C Site
Disconnected in 2002

I I 500,000 gallon

Two 30-HP
One 40-H P
Bossier pumps

I I

Lm
_Q

o
C
o

uh
a

Well #19C
(DWR #55-608177
Installed in 1960 &
capped in 2002
20" casing, ]090' deep
200»HP, 1200 GPM
10"mi le r

10,000 gallon pressure tank
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FIGURE OF

S UN CITY WATE R DIVIS IO N INACTIVE  S YS TE M P RO CE S S  S CHE MATIC
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FIGURE 4

SUN CITY WATER DIVISION WATER USAGE

During 2006 Test Year Water Usage In Sun City Water District
CC&N Area
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Actual & Projected Growth In Arizona Ame rica Company Sim City

District Water CC&N Area
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FIGURE 5

G R O WTH IN S UN C ITY WATE R  DIVIS IO N
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0301
302

311

302000 Franchises 0

303200
303300
303500
303600

La n d  & La n d  Rig h ts
Land & Land Rights  SS
Land & Land Rights  P
La nd & La nd Right TD
La nd & La nd Right AG

0
0
0
0

0

304100
304200
304300
304400
304600
304800

Structures & Improvements
Structure & Improvement SS
Structure & Improvement P
Structures and Improvements WT
Structure & Improvement TD
Structure 8; Improvement office
Structure & Improvement Misc

2.50
1.67
1.67
2.00
4.63
1.67

305000 Collection & Impounding reservoirs 2.50
307000 Wells & Springs 2.52
310100 Power Generation Equip Other 4.42

311200
311300
311500

P um ping Equ ipm en t
Pump Equipment Electric
Pump Equipment Diesel
Pump Equipment Other

4.42
5.00
5.01

320
320100

Wa te r Tre a tm e n t
Water Treatment Equipment Non-
Me dia

4.00

33000
Dis tribu tion  Res ervoirs  &

Standpipes
Dis tribution Reservoirs  & Standpipes

1.67

331001
331100
331200
331300

Trans m is s ion and Dis tribution
TD mains  not class ified by s ize
TD mains  4-inch & les s
TD mains  6-inch to 8-inch
TD mains  10-inch to 16-inch

1.53
1.53
1.53
1.53

333000 Services 2.48

334100
334200

Me te rs
Meters
Meter ins ta lla tions

2.51
2.51

335000 Hydrants 2.00
N/A Backflow Prevention Devices N/A

339100
339500

O the r P la n t & Mis c Equ ipm en t
Other P/E Intangible
Other P  E TD

0
2.00

340100
340200

Office Furniture & Equipments
Computer & perish equipment

4.59
4.59

4.59
4.59

NAR UC
Acct #

Company's
Account #.

Depreciable Plant Ra te (%) Sun
City Water
proposed

Staff
Recommended

Rate (%)

301000 Organization 0 0

0

2.50
1.67
1.67
2.00
4.63
1.67
2.50
2.52
4.42

4.42
5.00
5.01

4.00

1.67

1.53
1.53
1.53
1.53
2.48

2.51
2.51
2.00
6.67

0
2.00

301
302
303

304

305
307
310

330

331

333
334

335
336
339

340
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FIGURE 6
DEPRECIATION RATES FOR WATER SYSTEMS



341
341100
341200

Trans porta tion  Equipm ent
Transporta tion Equip, Lt Duty Trucks
Transporta tion Equip, heavy Duty
Trucks

25.00
25.00

25.00
25.00

342 342000 Store  Equipm ents 3.91 3.91

343 343000 Tools Shop & Garage Equipments 4.02 4.02

344 344000 Lab equipments 3.71 3.71
345 345000 Power operated equipments 5.20 5.20
346

346100
346300

Com m unication Equipm ents
Communica tion Equip non-telephone
Communica tion Equip Other

10.30
4.93

10.30
4.93
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COMPANY:
DISTRICT:
DOCKET NO'

ARIZONA AMERICAN WATER COMPANY
SUN CITY WATER DISTRICT
WS-01303A-07-0209

Linda J. GutowskiResponse provided by'

Title:

Address'

S€hior FinancialAnalyst

19820 n. 'lib street, Suite
201 Phoenix, Az 85024

Company Response Number: DH 1.5

Reiarenosto Schedule B-2, the Company reported Thai four parcels al' have
New retired: $24,725 (in september 2004). $309 (In omuater 2w4). 81220a (in
November 20414) and $58,442 (in Deoqmber 2004) and $60 (In Deolamber 20069.
During the field Inspection, the Company's Field Stalfl' would not point out the
location or these land parcels. Please provide a description of those parcels and
their looalliofl.

Everything but the $60 DIenembsr 2006 Worms are transfers not The
iranemels are WMA The Sierra Montana land for Agua Fria Wane Plant
#8 : nd We! #8.1 located between Waddell and Greenway on 179'" Avenue.
These lransieIws move land from the Sun City Water busies unilto the
Agua Fria Water business unit

The retiraneruts thatRota! ($60) are 6 parcels of land around wells at ($10)each.
This land was the land around wells that developers donated and the County
said was worth $10. The descriptions on the books for the variousplots are:

I

Ret GreenwayRd Plant
Ret Whispering 'Late Wel
Ret Youngstown Water Pu
Ret Youngstown Well19C N
Ret Nor hem Ave Well 360
Ret Happy Trails water Pit



COMPANY:
DISTRICT:
DOCKET NO:

ARIZONA AMERICAN WATER COMPANY
SUN CITY WATER DISTRICT
WS-01 a0aA~07-0209

Response provided by'

Title:

Linda J. Guiowski

Senior Financial Analyst

Address: 19820 n. 7"' SeIBel, Suite 201
Phoenix, AZ 85024

Company~Response Number: DH 1.9

Q: Reliamienee to Schedule B-2. the Company reported $204,2a2 (In Déeember
2003) and $45,119 (in 2006) been snwi an cammunieattinn
equipment. The Gompanys Field Staff indicated that the Company is not
equipped with the Gumpany still relies on radio tlirismlssibnto rrrunitor
the systan. Please provide e copy of we lnvglues regarding These purchasing.

A: The $204,232 iii December 2003 was for the Siena Montana Bntllsier Staliioli
Wofkbldef and w2Stfan8ferlnedt6theP\gua Fria Wat8r Disirid -fulls¢Itwas
tnemsMened to Sun Gib/ Waler Dis=t:ict Genetamors from theme to Agua
Fi'i~ Water Corhmunicartion Equipment (09/05). Almost all GUI money
was for Cost Allocation and Engineering Thelfe are no invoices.

Th¢545,119 was spent on two work orders, #50077113W for the Sc Well 2.4
Reptaoement and #50082620W for Replaw ks in SC System. Attached is a
Scan of .an invoice from Weber Group, LC for Communication Equipment for
~Su.n City Well 2.4 ReplaceMent for $se,444.e0. Also attached are 2 invoices
from C & I show Hardware and Security Systems. Inc. for cyberlocks.



COMPANY
DISTRICT
DOCKET NO

ARIZONAAMERICAN WATER COMPANY
SUN CITY WATER DISTRICT
WS-01 a0aA~07-0109

Response provided by Linda eueawski

Title Senior Financial Analyst

Ad d re 8$ 19820 N AM Street, Suite 201
Phoenix. AZ 85024

Company Response Number: _All 1.15- 2"° Resp_onse

Q: Staff has highlighted certain plant addIt1ol\s, retilementlé anti adjwtments
on COMPGHY Sdledule B»2, pages 5-27. Far each 'plant account

identified fureadl month, please provide the following incarnation

1. A sdlefdule ahowhg a breakout it plant additions, retirements arid
adiustrnentsfrointheaggregatealnountforeadn month for theplarrt
awouuu in the attached schedule (fin CD)

2. Provide supporting doclmenlaltions, such as Invoices or work order
evldendng the poshed trwarmnctinn for each plant aoooqmt wentinea for
eaudr month. Please sepanartsly piuvide suppoltlng for
additions, retilementsand adjustments

A: The Steuff Mr. Alexander Iggie came to the Corporate ciffioes d
the week of August 27" for an old~slte audit of the supporting

documentation on his requested list ofadditions, retirements, and- adjust1'let1ts;. In the
course of the aurilia. the Company and Mr. lgwe agreed to sewer adjustments to be
maldeto the books. as follows

Jan .2002 - remake ($408,639.65) from a01000 Walls & Springs and move to
. 14198184000 Pl8r1rl H8ldforFuiuIB Use
Jan 2002 - were ($19,594) from 320100 Waler Treatment Eqvlrimwt
Jan 2002 - retire ($319,215) fnom 330000 Distribution Rasewoirs & Standpipes

The Sierra Montana Booster Siartion In Swtprise belongs in iheAgua Fria Water
Dielhid. A.mis=talwe was male, and .ire plant was charged to Sun City Wdgr and
manned to Agua Fria Walker. The following entuiesto Sun arethe enos u1a1
were made involvingthls one proiecx. All of them need to be ravened

A0811010
12/05/03
01/21/04
01121/04
08117104
08/17/04

02.303000 - Land & Land Rights Pumping
$228,967.92
$228,967.92

($228,967.92)
$228.967.92

[$228,987.92)
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COMPANY:
DISTRIGT:
DDCKET NO:

ARIZONA AMERICAN WATER COMPANY
SUN CITY WATER DISTRICT
WS-0'1303A~07-0209

LindaJ. GutowskiResponse provided by:

Title:

Address:

Senior FinanCial Analyst

19820 n. 7"'sumSuite 201
Phoenix, Az as024

Company Response Number: DH 1.12

to Schedule B-2, the Company reported $228,868 (ah
2003) and $12,848 (in O8lob8r 2005) was spent on and pundaslng. Please
provide a copy of the punehaslng invoices at pd lndacaltion of thailandl¢acal(tI4r1ns.

A: Anon this land hastbdowilhtheSieII9LMonhna BooslterStailon IntheAguaF*r1a
Wa1e¢Distl=ictarfd wbeuansnerreafamat dis=tI'fd.



GOMPANY
DISTRICT
DOCKET NO

ARIZONM AMERICAN WATER COMPANV
SUN car WATER DISTRICT
WS-0130344-07-0209

Linda GutowskiResponse provided by

Title

Address

Senior Financial.Analyst

19820 N 7"' Sil8et.= Suite 201
Phoenix. AZ 85024

Company Response Number; All 1.15-2"° Response

09/24/04
10.t22/04
11/19/04
12/10/04
10/0e/05
Post W E
01 /31107

($ 24.724.56)
(s~ $09.16)
($ 12,208.43)
(s 5S,442.12)

$ 12,845.41
try made to fix the last severe! entries

s 80,837.85

The correct baianoe ummshoulu be in~.30G20tl way month is $8,458.29 Theréwere no
additions to Lated & land Riggs Pumping in Sun Gity Water in thisUme fame

01002310100 - Power Generation Equip other
$421 ,791 .98
$421 ,791 .98

Account 1
12/05/03
01/21104
01/21/04
09/09/05
09/09/05
9/12!05

($421,791.98)
($421,791.98)
($204,232.27)

5204,232.27

Net effect is zero; just timing differences

Account 1
12/05/03
01/21/04
01/21/04
09/12/05

01002.a4ea00 -| Communicant or Equip Othol'
$204,282.27
$204,232.27

($204.282.27)
($204,232.27)

net effect zero, just timing differences



COMPANY:
DISTRICT:
DOCKET NO:

ARIZONA AMERICAN WATER COMPANY
SUN cITy WATER DISTRICT
WS-01303A»07-0209.

sheryu.. HubbardResponse provided by:

Title:

Address:

Senior Rate Analyst

19820 n. t* Street. Suite 2o1
Phoenix, Az 85024

Company ResponseM M: DH_6.3

Q:

A:

In the Gompanys last rate ease (2002)- the Company only $8.878
chemical analysis .eaquénse which was approved. life chemical lest
ea¢pe¢nses.are much higher than $6.878 please explain what caused in

The lab testing for 2008 totaled $9,8.19 fa the Sun city Warts district.
Ple€ls8 see aiiadledspreadsheei fprd3ta[l5nfmeszs aondujwed and
costs.

I

4


