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EXECUTIVE SUMMARY
CORDES LAKES WATER COMPANY

DOCKET no. W-02060A-07-0256

Cordes Lakes Water Company ("Cordes" or "Company") is an Arizona for profit Class C
public service corporation providing water to approximately 1,300 customers in and around
Cordes Junction, Arizona. On June 7,  2007, Cordes Lakes Water Company filed a revised
general rate application. The application shows that Cordes incurred a $116,109 operating loss
for the test year that ended December 31, 2006. Corded requests a $146,109 revenue increase to
provide a $30,000 operating income representing a 5.72 percent rate of return on a $524,384 rate

The testimony of Mr. Gary McMurry presents Staff" s recommendation in the areas of rate
base, operating income, revenue requirement and rate design. Staff recommends a $99,456
(26.69 percent) revenue increase to provide a 10.00 percent rate of return on a $161,919 rate
base. Staff's recommendation reflects seven rate base adjustments and ten operating income
adjustments. Staffs adjustment to remove $350,954 of unsupported plant additions is the
primary contributor to the difference between the Staff and Company required revenue increases

The present rate design has a minimum monthly charge of $11.00 per customer for all
meter sizes. There are three meter sizes presently: %-inch, 1-inch and 2-inch. Customers with
meters of each size receive the first 1,000 gallons of water each month as part of the minimum
monthly charge and pay a commodity rate of $2.90 per 1,000 gallons for all gallons after the first

The Company's proposed rate design has a two-tiered commodity rate structure. The
Company's proposed rate structure provides identical recommendations for the %-inch and the 1
inch meters, but proposes a much larger increase to the monthly minimum charge for the 2-inch
meters. The tier structure for the 2-inch class also differs from the other two classes. While the
increase to the minimum charge is much larger for the 2-inch meters than the other two meter
sizes, the commodity rates for 2-inch meters are only applicable after the first 50,000 gallons
used by customers

Staff recommends a three-tier inverted block rate structure for the 3/4-inch customer
classes with break-over points at 3,000 gallons and at 8,000 gallons. Staff recommends a two
tier inverted block rate structure for the l-inch and 2-inch meters. Staffs methodology for
determination of monthly minimum charges is based on the volumetric capacity of each meter
s ize and increases  propor t iona lly to the volumetr ic capacity of the meter  s ize Staffs
recommended rate design would generate Staffs recommended water revenue requirement of
$472,052, including $459,409 from metered water sales. Metered water revenue of $459,409
represents a 24.48 percent increase over the test year metered water revenue. The typical 3/4
inch meter bill with median use of 2,645 gallons would decrease by $0. 14, or -0.90 percent, from
$15.77 to $15.63



In response  to a  da ta  request the  Company indica ted tha t on five  occasions it has charged
non-sufficient fund fees  to cus tomers  above  the  cha rge  indica ted in the  ta riff S ta ff recommends
tha t the  diffe rence  be  re funded to each cus tomer cha rged a  ra te  higher than the  exis ting ta riff' s
ra te . S ta ff a lso recommends  tha t the  Company conform to cha rging only the  ra te s  conta ined in
its  ta riff. S ta ff further recommends tha t the  Company be  ordered to keep its  books and records  in
a ccorda nce  with Na tiona l As s ocia tion of Re gula tory Utility Commis s ions  Uniform S ys te m of
Accounts .
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1 1 .  INTRO DUCTIO N

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

3

4

5

My na me  is  Ga ry McMurry. I a m a  P ublic Utilitie s  Ana lys t 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- Please describe your educational background and professional experience.

8

9

1 0

11

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

Accounting from the  Unive rs ity of Arizona  in  1980. I ha ve  s ince  be e n awarded the

profe s s iona l de s igna tion of Ce rtifie d Fra ud Exa mine r a fte r s ucce s s fully me e ting the

prescribed requirements  es tablished by the  Associa tion of Certified Fraud Examiners .

1 2

1 3

1 4

1 5

1 6

My prior work e xpe rie nce  include s  a pproxima te ly 20 ye a rs  of a uditing (both inte rna l a nd

exte rna l), five  additiona l yea rs  a s  a  bank examine r, and two yea rs  of Inves tiga tions  work.

P rior to joining the  Commis s ion, Iwis  e mploye d by the  Office  of Audit a nd Ana lys is  for

the  Department of Transporta tion primarily as  a  construction auditor.

1 7

1 8

1 9

In  April 2007, be ga n e mployme nt a t the  Commiss ion a s  a  P ublic Utilitie s  Ana lys t IV in

the  Fina nce  a nd Re gula tory Ana lys is  S e ction. S ince  coming to the  Commiss ion, I ha ve

20

2 1

22

pa rticipa te d in a  numbe r of ra te  ca se s  a nd othe r re gula tory proce e dings  involving wa te r

and gas  utilitie s . I have  a lso a ttended va rious  seminars  and classes  on genera l regula tory

a nd bus ine s s  is s ue s , Re g u la to ry Utility

23

in c lu d in g  th e  Na tio n a l As s o c ia tio n  o f

Commis s ione rs  ("NARUC") Utility Ra te  S chool a nd  the  Ins titu te  of P ublic  Utilitie s

24 Annua l Regula tory S tudie s  P rogram ("Camp NARUC").

25

26

A.

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

2 I a m re s pons ib le  fo r the  e xa mina tion  a nd  ve rifica tion  o f fina nc ia l a nd  s ta tis tica l

3

4

5

infonna tion included in a ss igned utility ra te  applica tions . I deve lop revenue  requirements ,

de s ign ra te s , a nd pre pa re  writte n re ports , te s timony a nd s che dule s  to pre s e nt S ta ffs

re comme nda tions  to the  Commis s ion. I a m a ls o  re s pons ible  for te s tifying a t forma l

6 hearings on these matters .

7

8 Q- What is  the  purpos e  of your tes timony in this  cas e?

9

1 0

The  purpos e  of my te s timony is  to  pre s e n t S ta ffs  a na lys is  a nd  re comme nda tions

rega rding the  Cordes  Lakes  Wate r Company's  ("Cordes" or "Company") applica tion for a

1 1 pe nna ne nt ra te  incre a se . I will pre s e nt re comme nda tions  in  the  a re a s  of ra te  ba s e ,

1 2

1 3

1 4

ope ra ting income , re ve nue  re quire me nt a nd ra te  de s ign. S ta ff witne s s  S te ve  Irvine  will

pre sent the  cos t of capita l re commenda tions . S ta ff witne ss  Ka tlin S tukov will pre sent the

engineering analysis  and recommendations.

1 5

1 6 Q, What is the basis of Staff's recommendations?

1 7

1 8

1 9

20

2 1

22

23

I ha ve  pe rforme d a  re gula tory a udit of the  Compa ny's  re cords  to de te rmine  whe the r

sufficie nt, re le va nt a nd re lia ble  e vide nce  e xis ts  to support the  proposa ls  in Corte s ' ra te

a pplica tion. My re gula tory a udit cons is te d of the  following: (1) e xa mining a nd te s ting

Corde s ' a ccounting  le dge rs , re ports  a nd  s upporting  docume nts , (2 ) che cking  the

a ccumula tion  o f a mounts  in  the  re cords , (3 ) tra c ing  re corde d  a mounts  to  s ource

docume nts , a nd (4) ve rifying tha t the  Compa ny a pplie d a ccounting principle s  we re  in

a ccorda nce  with the  NARUC Uniform Sys te m of Accounts  ("USOA").

24

A.

A.

A.
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1 Q How is your testimony organized?

My te s timony is  pre s e nte d in e ight s e ctions . S e ction I is  this  introduction. S e ction II

provide s  a  ba ckground of the  Compa ny. S e ction III is  a  s umma ry of cons ume r s e rvice

issues . Section IV is  a  summary of proposed revenues . Section V is  a  summary of S ta ff s

ra te  ba s e  a nd ope ra ting income  a djus tme nts . S e c tion VI pre s e nts  S ta ffs  ra te  ba s e

recommendations. S e ction VII pre s e nts  S ta ffs  ope ra ting income  re comme nda tions

Section VIII dis cus ses  ra te  des ign

B AC KG R O UND

10 Q Would  you p lea s e  review the  pe rtinent background informa tion  a s s oc ia ted  with  the

Company's  applica tion for a  permanent ra te  inc reas e

Yes. Cordes  is  a  class  C water system servicing approximate ly 1,300 customers  in Cordes

J unction, Arizona . P rior to 2005, Corte s  a ls o include d a  s e cond wa te r s ys te m, Ve rde

La ke s , in Cottonwood, Arizona . In 2004, the  City of Cottonwood initia te d conde mna tion

proce e dings  a nd took ove r the  s e rvicing of the  Ve rde  La ke s  wa te r s ys te m. Cordes

applica tion indicates that its  revenues have been inadequate  since  the  condemnation of the

Verde  Lakes system

19 Q- What tes t year did  Cordes  us e  in  its  tiling

Cordes ' ra te  filing is  based on the  twelve  months tha t ended December 31, 2006

22 111. CONS UMER S ERVICE

23 Q Pleas e  provide  a  brie f s ummary of cus tomer compla ints  rece ived by the  Commis s ion

regarding Cordes

2007 a nd found the  following: Ye a r 2004

Sta ff reviewed the  Commiss ion's  records  for the  pe riod January 1, 2004 through May 11

Thre e  compla ints , 1  b illing, 1  qua lity of
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1

2

3

4

5

6

7

se rvice , and 1 cons truction and 8 inquirie s . Yea r 2005 - Three  compla ints , 2 billing and l

qua lity of s e rvice  a nd 2 inquirie s . Ye a r 2006 - Ze ro compla ints , inquirie s , or opinions .

Ye a r 2007 - One  compla int, l e a se me nt a rid l inquiry. All compla ints  a rid inquirie s  ha ve

be e n re solve d a nd close d. The  Compa ny is  in good s ta nding with the  Corpora tions

Divis ion. As  of Octobe r 12, 2007, the  Compa ny ha d not provide d S ta ff with a n a ffida vit

showing tha t notice  was  give  to cus tomers  in compliance  with the  requirements  specified

in the  Commiss ion Adminis tra tive  Law Judge 's  Procedure  Order da ted July 27, 2007.

8

9 IV. S UMMARY OF P ROP OS ED REVENUES

1 0 Q- What revenue requirement is Cordes proposing"

11

1 2

Cordes  proposes  tota l annua l opera ting revenue  of $'701,959, a  $146,148 (26.29 percent)

increase over test year revenues of 8555,811 .

1 3

1 4 Q. What is  S ta ff's  revenue  requirement recommendation?

1 5

1 6

Staffs  recommended revenue requirement is  $472,052, a  $99,456 (26.69 percent) increase

over adjusted test year revenues of $372,596.

1 7

1 8 v. S UMMARY OF S TAFF 'S  RATE BAS E AND OP ERATING INCOME ADJ US TMENTS

1 9 Q- Please summarize Staff's rate base and operating income adjustments.

20 Rate Base:

2 1

22

23

La nd  - The adjustment removes $35,875 of land that is  not used and useful.

Transporta tion Equipment --. This adjustment removes $17,993 representing an appropriate

a lloca tion of use  of a  vehicle  be tween Cordes and an affilia te .

24

25

A.

A.

A.

Unsupported P lant .- This  adjus tment removes  $350,954 of plant tha t the  Company could

not support with documenta tion.



Dire ct Te s timony of Ga ry McMurry
Docke t No. W-02060A-07-0256
Page 5

P la nt in S e rvice - This  adjus tment re ins ta te s  $531,563 in used and use ful a sse ts  tha t the

Company wrote  off.

Accumula te d De pre cia tion This  a djus tme nt incre a s e s  a ccumula te d de pre cia tion by

$356,733 to re flect S taff' s  ca lcula tion based on Staffs  recommended plant

Contribu tions  in  Aid  of Cons truction  (CIAC) - This  a d jus tme nt incre a s e s  CIAC by

$76,247 to recognize  the  amount authorized in Decis ion No. 54526 (May 22, 1985) which

the  Company omitted from its  applica tion

Working Ca pita l Allowa nce -This  a djus tme nt re move s  the  Compa ny's  e ntire  propose d

working capita l a llowance  of $56,226 which is  ba sed on the  formula  me thod ins tead of a

lead-lag s tudy

Sales Tax .-. This adjustment removes $22,609 of sales taxes from revenues and expense to

trea t it as  a  pass-through item

This  a djus tme nt re move s  $160,606 of s a la ry re imburs e me nts  fromContra ct La bor

affilia tes  from revenue  and payroll expense

Repa irs  and Maintenance  Expenses .-. This  a djus tme nt re duce s  e xpe nse s  by $6,132 to

provide a  normalized level based on the  past three  years

This  a djus tme nt de cre a se s  e xpe nse s  by $5,333 to norma lize  the

propose rate  case expense by recognizing an average cost over three years

This  adjus tment decreased deprecia tion expense  by $19,142 to

Ra te  Case  Expense

Deprecia tion expense -

re flect applica tion of S ta ffs  recommended deprecia tion ra te s  to S ta ff recommended plant

amounts

Property Taxes .- This  adjustment decreases property taxes by $5,984 to re flect applica tion

o f th e  mo d ifie d  ve rs io n  o f th e  Ariz o n a  De p a rtme n t o f Re ve n u e 's  p ro p e rty ta x

methodology which the  Commission has  consis tently adopted
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Te s t Ye a r Income  Ta xe s - This  a djus tme nt incre a s e s  te s t ye a r income  ta x e xpe ns e  by

$18,449 to re fle ct a pplica tion of s ta tutory s ta te  a nd fe de ra l income  ta x ra te s  to S ta ff

adjusted taxable  income

Non-ope ra ting Income  and Expense  - This  adjus tment removes  $2,035 in inte res t income

and $3,049 in inte res t expense  from opera ting income  to re flect the ir prope r cla ss ifica tion

under the  NARUC USOA as  non-opera ting items

Wa te r Te s ting

norma lize d le ve l

This  a djus tme nt incre a se s  wa te r te s ting e xpe nse s  by $927 to re fle ct a

Se rvice  Re ve nue s  - This  a djus tme nt re cla ss ifie s  $3,555 of se rvice  cha rge  re ve nue  from

metered water sa les to other operating revenue

1 2 VI. RATE BAS E

1 3 Fair Value Rate Base

1 4 Q Does Cordes' application include schedules with elements of aRec0nstruction Cost

New Rate Base?

No. The  Colnpa ny's  a pplica tion doe s  not re que s t re cognition of a  Re cons truction Cos t

Ne w Ra te  Ba s e . Accordingly, S ta ff ha s  tre a te d the  Compa ny's  origina l cos t ra te  ba s e

("OCRB") a s  its  fa ir va lue  ra te  ba se  ("FVRB")

20 Rate Base Summary

2 1 Q Please summarize Staff's rate base recommendation

S ta ff re comme nds  $161,919 for ra te  ba s e , a  $362,465 re duction from the  Compa ny's

proposed $524,384 ra te  base . S ta ff' s  recommenda tion re sults  from the  seven ra te  base

adjustments described below
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1

2

Rate Base Adjustment No. 1 - Land

What did the Company propose for Land?Q-

3

4

The  Com pa ny's  a pp lica tion inc lude s  $35,180 for la nd tha t it a cquire d in the  te s t ye a r

(2006) and $695 of the  $905 ba lance  adopted by the  Commis s ion in the  prior ra te  case .

5

6 Q. Why did the Company only include $695 of the land balance adopted in the prior

7

8

9

ra te case?

The  Compa ny pre vious ly s old two lots  - one  in 2000 a nd a nothe r in 2005. The  Compa ny

placed a  $105 book va lue  on each of those  lots .

10

11 Q- What does the $35,180 addition in the test year represent?

12

13

14

Cordes  purchased a  new lot in the  te s t yea r and sold two othe r lots  (Nos . 2910 and 764)

tha t were  included in the  $905 ba lance  adopted by the  Commiss ion in the  prior ra te  case .

The  Company's  records  do not segrega te  the  va lue  of the  lots  sold and the  lot purchased,

i.e ., the  acquired land was recorded ne t of the  book va lue  of the  two lots  sold a t $35,180.15

16

Q- Does the Company have an immediate plan to use any of the lots?17

18

19

20

No. The  Compa ny s imply a nticipa te s  tha t the  la nd will e ve ntua lly be  us e d for a  we ll s ite .

Q- What is the proper rate base treatment for land with no imminent use?

21

22

Since  the  land has  no immedia te  use , it is  not used and useful. Only used and useful as se ts

s hould be  included in ra te  bas e . Accordingly, the  land s hould be  removed from ra te  bas e .

23

24 Q. What is  S ta ff recommending?

25 Staff recommends removing $35,875 of land from ra te  base  as  shown on Schedule  GTM-

5.26

A.

A.

A.

A.

A.

A.
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1

2

Rate  Bas e  Adjus tment No. 2 - Trans porta tion  Equipment

Wha t d id  the  Company propos e  for Trans porta tion  Equipment?Q-

3

4

The  Compa ny's  a pplica tion propos e s  $87,042 for Tra ns porta tion Equipme nt which

re fle cts  five  pick-up trucks .

5

6 Q- Does  Cordes  us e  a ll five  pick-up trucks  full-time in the  opera tion of its  bus ines s ?

7

8

9

1 0

No . One  ve hicle , s e ria l numbe r 11529, is  drive n by a  pa rt-time  e mploye e  for whom

approximate ly 90 pe rcent of his  2006 sa la ry was  reba ted back to Cortes  by Bemeil Wate r

Compa ny, a n  a ffilia te d  e n tity. Accord ing ly, a  co rre s pond ing  p roportion  o f tha t

employee 's  vehicle  cost should a lso be  a lloca ted to the  a ffilia te .

1 1

1 2 Q. What is  S ta ff recommending?

1 3 Sta ff re commends  removing $17,993 from Transporta tion Equipment tha t repre sents  90

percent of the  origina l cost of the  truck used by an a ffilia te  as  shown on Schedule  GTM-6.1 4

1 5

1 6

1 7

Rate  Bas e  Adjus tment No. 3 - Uns upported  P lant

Does  Cordes ' have  records  to s upport a ll of the  plant inc luded in its  applica tion?Q~

1 8

1 9

20

21

22

23

No . Corde s  doe s  not ma in ta in  re cords  to  conform with  the  NARUC US OA which

require s  tha t e ach utility ma inta in books  of a ccounts  tha t fully support a ll entrie s . Cordes

prima rily ma inta ins  re cords  for income  ta x purpose s . Accordingly, Corde s  ge ne ra lly only

ke e ps  re cords  for thre e  ye a rs  a nd write s  off a ny fully de pre cia te d a s s e ts  re ga rdle s s  of

whe the r the y a re  s till us e d a nd us e ful. The re fore , Corde s  doe s  not ha ve  supporting

documenta tion for much of its  continuing plant a s  is  required by the  NARUC USOA.

24

A.

A.

A.

A.
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1 Q. Did Staff examine Cordes' records to determine the plant values the Company can

2 support with documentation?

3 Ye s . S ta ffs  e xa mina tion re ve a le d tha t the  Compa ny la cke d s upport for $350,954 of

4 cla imed plant additions s ince  the  prior ra te  case .

5

6 Q. What is Staff recommending?

7 Staff recommends removing $350,954 from plant as  shown on Schedule  GTM-7.

8

9

10

Rate Base Adjustment No. 4 - Reinstate Used and Useful Assets

Did Cordes write off utility plant that remains in service?Q-

11

12

13

14

Ye s . As  dis cus se d a bove  in ra te  ba se  a djus tme nt no. thre e , Corde s  doe s  not ma inta in

re cords  in  a ccorda nce  with  the  NARUC US OA, a nd its  pra ctice  is  to  write  off fu lly

deprecia ted asse ts  regardless  of whether they are  s till used and useful. As a  consequence ,

Corde s  wrote  off pla nt a nd re la te d a ccumula te d de pre cia tion on pla nt tha t re ma ins  in

15 service .

16

17 Q-

18

Does Cordes have records to fully support the plant that remains in service that it

removed from its plant accounts?

19 No .

20

21 Q- Did  S ta ff c a lc u la te  a n  a moun t fo r the  p la n t re move d  from the  Compa ny's  re c o rds

22 that that remains in service?

23

24

Yes . S ta ff ca lcula ted plant ba lances  for the  end of the  te s t yea r us ing the  plant ba lances

authorized in the  prior ra te  ca se  and documented plant additions  and re tirements  for the

25 intervening years .

26

A.

A.

A.

A.

A.
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1 Q What is  S ta ff recommending

Sta ff recommends increas ing plant in se rvice  by $531,563 as  shown on Schedule  GTM-8

A corresponding adjustment for accumula te  deprecia tion is  a lso appropria te  and is  include

in ra te  base  adjustment no. 5 below

6

7

Rate Base Adjustment No. 5 - Accumulated Depreciation

Did Cordes maintain adequate records toQ s u p p o rt its  p ro p o s e d  Ac c u mu la te d

Depreciation balance of $391,562

No. As noted above . Cordes  does  not mainta in its  records  in accordance  with the  NARUC

USOA and has  not re ta ined records  for most years  s ince  its  prior ra te  case . The  Company

primarily ma inta ins  its  records  on a  tax bas is , which is  s ignificantly diffe rent

1 3 Q How did Staff calculate its recommended Accumulated Depreciation

The  Commiss ion adopted a  compos ite  five  pe rcent deprecia tion ra te  in the  previous  ra te

ca s e . P la nt de pre cia te d a t five  pe rce nt is  fully de pre cia te d in 20 ye a rs  (0.05 x 20 = 1)

S ince  the re  a re  more  tha n 20 ye a rs  be twe e n the  prior a nd the  ins ta nt te s t ye a rs , a ll

depreciable  plant tha t exis ted in the  prior ra te  case  is  fully deprecia ted. Thus , S ta ff began

with the  plant ba lance  adopted by the  Commission in the  prior ra te  case  and removed non

depreciable  plant and documented re tirements  and added deprecia tion accumula ted on a ll

docume nte d a dditions  in the  inte rve ning ye a rs . S ta ffs  a djus tme nt to  Accumula te d

Deprecia tion is  cons is tent with its  adjus tment to include  the  re la ted fully deprecia ted plant

in ra te  base  until the  plant is  re tired

24 Q What is  S ta ff recommending

Staff recommends an Accumulated Deprecia tion balance of $748,295, a  $356,733 increase

over the  Company's  proposed balance  of $391,562 as shown on Schedule  GTM-9
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1 Rate Base Adjustment No. 6 - Recognition of Contributions in Aid of Construction

2

3

(" C IAC " )

Q- Wha t d id  Cordes  propos e  for CIAC?

4 Tha t is , the

5

A. The  Compa ny's  ra te  ba s e  (S che dule  Bl) omits  a ny me ntion  of CIAC.

Company proposes  $0 for CIAC.

6

7 Q.

8

Is Cordes' proposed CIAC consistent with Commission Decision No. 54526 regarding

its prior rate case?

9

10

11

No. Decis ion No. 54526 ordered the  Company to cease  amortizing advances  tha t were  no

longe r subject to re fund and recla ss ify them as  contributions  in a id of cons truction. S ince

the  remaining balance of $76,247 was not amortized, the  balance remains a t $76,247.

12

13 Q- What is  S ta ff recommending?

14

15

16

17

Sta ff recommends  a  CIAC ba lance  of $76,247 as  shown in Schedule  GTM-10. S ta ff a lso

re comme nds  tha t the  Commis s ion a llow the  Compa ny to be gin a mortizing the  CIAC

ba lance  going forward to mitiga te  any misma tch be tween the  contributions  rece ived and

the  use  of the  assets  acquired with the  contributed funds.

18

19

20

Rate Base Adjustment No. 7 - Working Capital Allowance

What is Cordes proposing for a working capital allowance?Q.

21

22

23

The  Company proposes  a  working capita l a llowance  base  on a  formula  method, i.e ., one-

twe n ty-fou rth  o f e le c tric  powe r e xpe ns e  a nd  one -e igh th  o f o the r ope ra ting  a nd

maintenance expense.

24

A.

A.

A.
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1 Q-

2

Is  the  formula  me thod propos ed by the  Company a  pre fe rred  me thod for ca lcula ting

a  working capita l a llowance?

3

4

5

6

7

8

9

10

Not for A, B a nd C s ize  compa nie s . The  formula  me thod a lwa ys  re s ults  in a  pos itive

outcome . The re  is  no ba s is  for pre suming tha t the re  is  a  ne e d for ra te pa ye r to provide  a

working ca pita l a llowa nce . In fa ct, s ince  se ve ra l re la tive ly la rge  e xpe nse s  (e .g., prope rty

and income taxes) a re  usua lly pa id long a fte r cash is  rece ived from ra tepayers , a  nega tive

working ca pita l re quire me nt is  re a sona bly e xpe cte d. Working ca pita l re quire me nts  a re

be s t de te rmine d by a  le a d-la g s tudy. In the  a bse nce  of a  le a d-la g s tudy de mons tra ting

othe rwise , the re  is  no rea son to expect a  pos itive  working capita l requirement cons is tent

with the  outcome of the  Company's  proposed fionnula  method.

11

12 Q. What is Staff recommending?

13 Sta ff re comme nds  $0 for a  ca sh working ca pita l a llowa nce  a s  shown in Sche dule  GTM-

14 11.

15

16 VII.  O P E R ATING  INC O ME

17 Please summarize the results of Staff's examination of test year operating income.

18

Q-

A.

19

20

S ta ff de te nnine d a  te s t ye a r ope ra ting los s  of $59,129, a  $56,980 le s s e r los s  tha n the

Compa ny's  propose d $116,109 ope ra ting los s . S ta ffs  re comme nda tion re sults  torn the

ten opera ting income adjustments described below.

21

22 Revenues

23

24

Operating Income Adjustment No. 1 .- Sales Tax

Q, How does Cordes propose to treat Sales Taxes?

25 A. Cordes included sales taxes of $22,609 in its operating revenues and operating expenses.

26

A.

A.
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1 Q- What is  the  normal regula tory trea tment of Sa les  Taxes ?

2

3

4

Normally, sa les  taxes  a re  trea ted as  a  pass-though item, i.e ., they a re  ne ither recognized in

ope ra ting re ve nue s  or ope ra ting e xpe nse s . P a s s -through tre a tme nt is  pre fe ra ble  a s  it

a llows for revising charges to ra tepayers as s ta tutory tax ra tes change.

5

6 Q- What is  S ta ff recommending?

7 Staff recommends removing $22,609 from opera ting revenues  and opera ting expenses  as

shown in Schedule  GTM-14.8

9

1 0

11

1 2

Operating Income Adjustment No. 2 - Contract Labor

Q, What treatment does the Company propose for the $160,606 of rebates and

payments received from other entities for work provided by Cordes' employees?

1 3 The  Compa ny include d a ll of the  $160,606 in  its  ope ra ting re ve nue s  a nd ope ra ting

1 4 expenses.

1 5

1 6 Q- Are these rebates and payments related to the operations of Cordes to provide

service to its customers?1 7

1 8

1 9

20

No. Cordes rece ived these  rebates  and payments  for services provided by its  employees to

othe r e ntitie s . The re fore , the se  pa yme nts  a re  ne ithe r ope ra ting re ve nue s  nor ope ra ting

expenses of the Company and should be removed.

2 1

22 Q- What is Staff recommending?

23 Staff recommends removing $160,606 from opera ting revenues and opera ting expenses as

shown in Schedule  GTM-15.24

25

A.

A.

A.

A.

A.
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1

2

Operating Income Adjustment No. 3 - Repairs and Maintenance Expense

Q What is the Company proposing for Repairs and Maintenance Expense

The  Compa ny is  propos ing its  a ctua l te s t ye a r Re pa irs  a nd Ma inte na nce  e xpe ns e  of

$22,275

6 Q Is the test year expense representative of average on-going repairs and maintenance

expens e

The  Compa ny's  re porte d Re pa irs  a nd Ma inte na nce  e xpe nse s  for 2004, 2005, a nd 2006

tota le d $l5,345, $l0,8l0, a nd $22,275, re spe ctive ly, which indica te s  tha t the se  e xpe nse s

va ry wide ly from yea r to yea r. Accordingly, norma lizing these  expenses  by us ing a  three

ye a r a ve ra ge  ($l6,l43) is  a  re a s ona ble  a pproa ch for e s tima ting the  a ve ra ge  on-going

amount

14 Q What is  S ta ff recommending

Staff recommends Repairs  and Maintenance  expense  of $16,143, a  $6,132 reduction from

the  Company's  proposed amount as  shown in Schedule  GTM-16

18

19

2 0

Expenses

Operating Income Adjustment No. 4 - Rate Case Expense

Q What is the Company proposing for Rate Case expense

The Company included a  pro forma adjustment to include  its  expected Rate  Case  expense

of $8,000 in test year operating expense
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1 Q Is it the Commission's usual practice to include the entire Rate Case expense in test

ye a r o p e ra tin g  e xp e n s e s

No. Norma lly, a  re a s ona ble  e s tima te  of Ra te  Ca s e  e xpe ns e  is  s pre a d ove r the  a ntic ipa te d

ye a rs  be twe e n ra te  ca s e s .  Typica lly,  in  the  a bs e nce  of o the r infonna tion,  thre e  ye a rs  is

use d for the  e xpe cte d pe riod be twe e n ra te  ca se s

7 Q What is  S ta ff recommending

S ta ff re comme nds  a llowing a  norma lize d le ve l of Ra te  Ca s e  e xpe ns e  e qua l s pre a ding the

Com pa ny's  e xpe cting cos t of $8,000 ove r thre e  ye a rs , i.e . ,  S ta ff re com m e nds  $2,667 for

Ra te  Ca se  e xpe nse  a s  shown in S che dule  GTM-17

1 2

1 3

Opera ting  Income  Adjus tment No. 5 - Deprec ia tion  Expens e

Q What is  the  Company propos ing for Deprec ia tion expens e

The  Com pa ny a pplie d a  five  pe rce nt com pos ite  de pre cia tion ra te  to its  de pre cia ble  pla nt

balances

1 7 Q Does Staff recommend any modifications to the Company's proposed Depreciation

exp en s e  ca lcu la tio n ?

Ye s . S ta ff ca lcu la te d  De pre c ia tion  e xpe ns e  by a pplying  its  re com m e nde d com pone nt

its  re c o m m e n d e d  p la n t  b a la n c e s .d e p re c ia t io n  ra te s  b y  a c c o u n t  to

de pre cia tion ra te s  a re  pre fe ra ble  to the  Colnpa ny's  propose d compos ite  ra te s  be ca use  the y

a re  re pre se nta tive  of the  a s se ts  use ful s e rvice  live s . Also, the  Compa ny did not include  the

Com pone nt

offs e tting  a m ortiza tion  o f CIAC in  its  De pre c ia tion  e xpe ns e  ca lcu la tion .  As  p re v ious ly

dis cus s e d, S ta ff a ls o re com m e nds  tha t the  Com pa ny be gin a m ortiz ing its  $76,247 CIAC

ba la nce  going forwa rd to  m itiga te  a ny m is m a tch be twe e n the  contributions  re ce ive d a nd

the  use  of the  a s se ts  a cquire d with the  contribute d funds
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1 Q- What is  S ta ff recommending?

2

3

S ta ff re comme nds  $25,137 for De pre cia tion e xpe ns e , a  $19,142 re duction from the

Company's  proposed amount as  shown in Schedule  GTM-18.

4

5

6

Opera ting  Income  Adjus tment No. 6 - P rope rty Tax Expens e

Q , What is  Cordes  propos ing for Tes t Year Property Taxes ?

7

8

A. Cordes  is  propos ing $20,206 for te s t yea r prope rty taxes , i.e ., its  a ctua l prope rty tax bills

for the  test year.

9

10 Q-

1 1

Doe s  the  Commis s ion  norma lly us e  the  a c tua l p rope rty ta x b ill fo r the  te s t ye a r fo r

ra temaking purpos es  of Clas s  C water utilities ?

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

No . The  Commis s ion's  pra ctice  in re ce nt ye a rs  ha s  be e n to us e  a  modifie d Arizona

De pa rtme nt of Re ve nue  ("ADOR") me thodology for wa te r a nd wa s te wa te r utilitie s . The

re s ults  from us ing this  me thodology a re  prima rily de pe nde nt upon the  te s t ye a r a nd

proposed revenues. In othe r words , for e a ch re ve nue  re quire me nt, the re  is  a  s pe cific

property tax expense  in the  same manner as  each opera ting income has  a  specific income

ta x e xpe nse . Although the  re sults  for this  me thodology a re  fre que ntly re fe rre d to a s  te s t

yea r amounts , in fact, the  re sults  a re  representa tive  of the  ave rage  expected property tax

over a  subsequent three -yea r pe riod based pa rtia lly on proposed revenues . The  modified

ADOR ca lcula tion for prope rty ta x e xpe ns e  is  s ta tic, i.e ., it is  re pre s e nta tive  only a t a

2 1 specific revenue  leve l.

22

A.

A.
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1 Q- Has Staff developed a solution to address the dependent relationship between

2 Property Tax expense and revenues?

3

4

5

6

7

Ye s . S ta ff ha s  include d a  fa ctor for prope rty ta xe s  in the  gros s  re ve nue  conve rs ion fa ctor

("GRCF") (S e e  S che dule  GTM-2) tha t a utom a tica lly a djus ts  the  re ve nue  re quire m e nt for

c h a n g e s  in  re v e n u e  in  th e  s a m e  wa y th a t  in c o m e  ta xe s  a re  a d ju s te d  fo r c h a n g e s  in

ope ra ting  incom e .  This  fle xib le  m e thod will a ccura te ly re fle c t P rope rty Ta x e xpe ns e  a t

a ny a uthorize d re ve nue  le ve l. This  re fine m e nt re m ove s  the  ne e d  to  inc lude  propos e d

8

9

re ve nue s  in  the  ca lcu la tion  o f te s t ye a r P rope rty Ta x e xpe ns e  a nd  a llows  fo r a ccura te

ca lcula tion of P rope rty Ta x e xpe nse  a t the  te s t ye a r re ve nue  le ve l.

10

11 Q- What is  S taff recommending for tes t year Property Tax expens e?

12

13

14

15

S ta ff re comme nds  $14,222 for De pre cia tion e xpe ns e , a  $5,984 re duction from the

Company's  proposed amount a s  shown in Schedule  GTM-19.1 S ta ff furthe r recommends

a doption of its  GRCF tha t include s  a  fa ctor for P rope rty Ta x e xpe ns e  a s  s hown in

Schedule  GTM-2.

16

17

18

Opera ting  Income  Adjus tment No. 7 - Income  Tax Expens e

Q . What is  Cortes  propos ing for Tes t Year Income Tax Expens e?

19

20

A. Cordes  is  propos ing a  $0 for Tes t Yea r Income  Tax Expense  re flecting an ope ra ting loss

as  shown in Schedule  GTM-13.

2 1

22 Q.

23

Will the  GRCF provide  the  correc t required  inc reas e  in  revenue  requirement if $0 is

us ed for tes t year Income Tax expens e when there is  a  taxable los s ?

24

25

No. When an entity has  a  taxable  loss , a  nega tive  te s t yea r income  tax expense  must be

used in conjunction with the  GRCF to ca lcula te  the  correct revenue  requirement.

A.

A.

A.

1 Schedule GTM-19 also shows calculations for Property Tax Expense for Staff" s recommended revenue.



Dire ct Te s timony of Ga ry McMurry
Docke t No. W-02060A-07-0256
Page 18

1 Q How did  S ta ff ca lcula te  Tes t Year Income Tax Expens e

Staff ca lcula ted Test Year Income Tax expense  by applying the  s ta tutory s ta te  and federa l

income tax ra tes  to Staffs  adjusted tes t year taxable  loss  as  shown in Schedule  GTM-2

5 Q What is  S ta ff recommending

S ta ff re comme nds  a  Te s t Ye a r Income  Ta x e xpe ns e  of ne ga tive  $18,449 a s  s hown in

Schedule  GTM-2

9

1 0

Operating Income Adjustment No. 8 - Non-Operating Income and Expense

Q What non-operating items did Cordes include in operating income

The  Compa ny include d $2,035 in inte re s t income  a nd $3,049 in inte re s t e xpe ns e  in

ope ra ting income . According to the  NARUC USOA inte re s t income  and inte re s t expense

a re  not compone nts  of ope ra ting income . Inte re s t income  re pre s e nts  re turns  from

inve s tme nts  in s e curitie s , loa ns  a nd s imila r ite ms , not ne e de d for the  provis ion of utility

service . Interest expense  is  a  capita l cost tha t is  recovered through the  authorized re turn

1 7 Q What is  S ta ff recommending

S ta ff re comme nds  re moving a ll inte re s t income  a nd inte re s t e xpe ns e  from ope ra ting

income as  shown in Schedule  GTM-21

2 1

22

Opera ting Income Adjus tment No. 9 .- Wate r Tes ting Expens e

Q What is  the  Company propos ing for Water Tes ting expens e

The Company is  proposing its  actua l costs  incurred in the  test year

The Commission has not granted Cordes any authorization to issue indebtedness
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1 Q What is  S ta ff recommending

S ta ff re comme nds  $5,323 for Wa te r Te s ting e xpe ns e  (S e e  S ta ff te s timony of Ka tlin

S tukov). S ta ffs  a djus tme nt is  shown in Sche dule  GTM-22

5

6

Operating Income Adjustment No. 10 - Other Operating Revenue

Q Does the Company's application segregate service charge revenues from metered

water sales revenue

No. The  Company's  applica tion presents  revenues in a  s ingle  aggregated amount

1 0 Q Did the Company generate service charge revenues in the test year

Ye s , howe ve r, the  Compa ny doe s  not ma inta in de ta ile d re cords  for s e rvice  cha rge s . In

re s pons e  to a  S ta ff da ta  re que s t, the  Compa ny provide d its  e s tima te  for the  va rious

services  it provided in the  tes t year

1 5 Q Has Staff calculated test year service charges based on the Company's estimates?

Yes. S ta ff applied the  authorized ta riff ra tes  to the  Company's  es timates  to de te rmine  tes t

ye a r Othe r Ope ra ting Re ve nue . S ta ffs  ca lcula te d $3,555 for te s t ye a r Othe r Ope ra ting

Revenue

20 Q What is  S ta ff recommending

Staff recommends reclassifica tion of $3,555 from Metered Water Sa les  to Other Opera ting

Revenue as shown in Schedule  GTM-23
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1 VIII.  R ATE  DE S IG N

2

3

Pres ent Rate  Des ign

Pleas e  provide  an overview of the  Company's  pres ent ra tes .Q-

4

5

6

7

8

9

1 0

The  following is  a  ge ne ra l de s cription of the  pre s e nt ra te  de s ign. De ta ils  of the  ra te

de s igns  a re  pre se nte d on S ta ffs  Dire ct Te s timony S che dule  GTM-24. The  pre se nt ra te

des ign has  a  minimum monthly cha rge  of $11.00 pe r cus tomer for a ll me te r s ize s . The re

a re  thre e  me te r s ize s  pre s e ntly: %-inch, l-inch a nd 2-inch. Cus tome rs  with me te rs  of

e a ch s ize  re ce ive  the  firs t 1,000 ga llons  of wa te r e a ch month a s  pa rt of the  minimum

monthly cha rge  and pay a  commodity ra te  of $2.90 pe r 1,000 ga llons  for a ll ga llons  a fte r

the  firs t 1,000.

11

1 2

1 3

The Company's Proposed Water Rate Design

Please provide an overview of the Company's proposed rate structure.Q-

1 4 The  Compa ny's  propos e d ra te  de s ign ha s  a  two-tie re d commodity ra te  s tructure . The

1 5

1 6

1 7

1 8

1 9

Compa ny's  propose d ra te  s tructure  provide s  ide ntica l re comme nda tions  for the  %-inch

a nd the  1-inch me te rs , but propos e s  a  much la rge r incre a s e  to the  monthly minimum

cha rge  for the  2-inch me te rs . The  tie r s tructure  for the  2-inch cla s s  a lso diffe rs  from the

other two classes . While  the  increase  to the  minimum charge  is  much la rger for the  2-inch

me te rs  tha n the  othe r two me te r s ize s , the  commodity ra te s  for 2-inch me te rs  a re  only

20

2 1

22

applicable  a fte r the  firs t 50,000 ga llons  used by cus tomers . At pre sent, the re  is  only one

customer with a  2-inch mete r. The  Company's  proposed ra te  des ign is  shown in Schedule

GTM-24. The  Company makes  ra te  recommenda tions  only for %-, 1- and 2-inch me te rs .

No ra te  recommendations are  made for meters of other sizes.23

24

.A.

A.
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1 Q- Did the Company propose any changes to its water system service charges?

2

3

4

Yes. The  Company has  proposed changes  to se rvice  cha rges . The  Company's  proposed

service  charge  changes  a re  shown in the  Company's  Revised Schedule  H-3 and GTM-24.

The  Company's  proposed ra te s  for se rvice  cha rges  a re  in line  with the  se rvice  cha rges  of

othe r wa te r utilitie s .5

6

7 Q-

8

Has the Company submitted a recommendation for the format and content of its

tariff's in addition to rates and charges?

9

1 0

No. No propos a l for the  forma t or conte nt of the  ta riffs  wa s  include d in the  a pplica tion

except for the  specific ra te  recommendations made by the  Company.

11

1 2 Staffs Recommended Water Rate Design

1 3 Q.

1 4

1 5

In addition to maintaining non-discriminatory rates that provide Staff's

recommended revenue and other issues such as gradualism, revenue stability, and

customer affordability, what policy objectives are reflected in Staff's recommended

1 6 rates ?

1 7

1 8

S ta ffs  ra te  de s ign re cognize s  the  growing importa nce  of ma na ging wa te r a s  a  finite

resource  and its  increas ing cos t. The  quantity of wa te r re sources  ava ilable  to Arizona  and

1 9

20

21

in Corde s ' s e rvice  te rritorie s  doe s  not grow with popula tion a nd cus tome r ba se , a nd the

cos t of de ve loping, tre a ting, a nd de live ring wa te r incre a se s  with diminishing supply a nd

increased hea lth and sa fe ty regula tions . S ta ff recommends a  ra te  des ign tha t encourages

22

A.

A.

A.

e fficient use  of wa te r.
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1 Q- Please provide a description of Staffs recommended rate structure for the water

2 sys tem.

S ta ff re comme nds  a  thre e -tie r inve rte d block ra te  s tructure  for the  3/4-inch cus tome r3

4

5

6

7

8

9

10

11

12

13

classes  with break-over points  a t 3,000 ga llons and a t 10,000 ga llons. S ta ff recommends a

two-tie r inve rted block ra te  s tructure  for the  l-inch and 2-inch me te rs . The  recommended

bre a k-ove r points  incre a s e  with me te r s ize  a s  s hown in S che dule  GTM-24. Unde r the

recommended ra te  des ign, the  monthly bill a t any usage  leve l is  highe r for a  la rge r me te r

tha n for a  s ma lle r me te r. S ta ffs  propos a l e limina te s  a ny fre e  ga llons  include d in the

minimum monthly cha rge . This  will s e rve  to e limina te  the  implica tion tha t a ny wa te r is

free  and to send an appropria te  economic s igna l to cus tomers  for a ll consumption. S ta ffs

ra te  de s ign a ls o include s  re comme nda tions  for othe r me te r s ize s  for which the re  a re

pre se ntly no cus tome rs . This  will s e rve  to provide  a  ra te  s tructure  should the  Compa ny

offe r se rvice  through diffe rently s ized mete rs  in the  future .

14

15 Q- Please describe the basis for Staffs recommended monthly minimum charges and

16 commodity rates?

17

18

19

20

21

The  monthly minimum charges  and commodity ra te s  recommend by S ta ff in this  case  a re

ba s e d on a  me thodology re lie d on by S ta ff re gula rly in wa te r ra te  ca s e s . The s e  S ta ff

recommenda tions  have  been regula rly adopted by the  Commiss ion. S ta ffs  me thodology

for de te rmina tion of monthly minimum cha rge s  is  ba s e d on the  volume tric ca pa city of

each meter s ize  and increases proportionally to the  volumetric capacity of the  meter s ize .

22

23 Staffs  ra te  design is  conserva tion oriented because  the  second tie r ra te  for 3/4-inch mete r

24

25

26

A.

A.

cus tome rs  is  g re a te r tha n  the  ra te  tha t would  be  re quire d  to  re cove r the  re ve nue

requirement us ing a  unicorn commodity ra te . As  a  re sult, cus tomers  experience  a  grea te r

incrementa l cos t for a ll use  exceeding 3,000 ga llons  for this  s ize  me te r. The  concept for
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1

2

3/4-inch me te rs  is  extended to cus tomers  with la rge r me te rs  where  the  break-ove r points

gradua te  in corre la tion with mete r s ize .

3

4

5

6

7

8

9

1.0

A significant difference between the Company's proposed rates and Staff' s recommended

rates is the commodity treatment for 2-inch meters. The Company's proposal would only

charge a commodity rate after the first 50,000 gallons of use. Staffs recommended rates

for the 2-inch class have a lower monthly minimum charge than that proposed by the

Company but allows no free gallons. This will serve to eliminate the implication that any

water is free and to send an appropriate economic signal to customers with 2-inch meters

regardless of their use.

11

1 2 Q-

1 3

Did Staff prepare schedules showing the present, Company proposed, and Staff

recommended monthly minimums and commodity rates for each rate class?

1 4

1 5

1 6

Ye s . S ta ff's  Dire ct Te s timony S che dule  GTM-24 s hows  the  pre s e nt monthly minimum

cha rge s  a nd commodity ra te s , the  Compa ny's  propose d monthly minimum cha rge s  a nd

commodity ra te s  a nd S ta ffs  re comme nde d monthly minimum cha rge s  a nd commodity

1 7 ra tes .

1 8

1 9 Q-

20

Did Staff prepare a schedule showing the average and median monthly bill under

present rates, the Company's proposed rates, and Staff's recommended rates?

2 1

22

Yes. S ta ffs  Dire ct Te s timony S che dule  GTM-25 pre s e nts  the  a ve ra ge  a nd me dia n

monthly bill us ing present ra tes , the  Company's  proposed ra tes  and Staff" s  recommended

23 ra tes .

24

A.

A.
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1 Q What is  the  impac t to  the  median cus tomer bill?

The  typica l 3/4-inch mete r bill with median use  of 2,645 ga llons  would decrease  by $0. 14

or -0.90 percent, from $15.77 to $15.63

5 Q What water system service charges does Staff recommend?

S ta ffs  re comme nda tions  for s e rvice  cha rge s  a re  s hown in S che dule  GTM-24. These

se rvice  cha rges  will gene ra te  $12,643 based on the  Company's  e s tima tes  for the  va rious

services provided in the  test year as  previously discussed

1 0 Q Will Staff's recommended rate design generate Staff's recommended revenue

requirement?

S ta ff's  re comme nde d ra te  de s ign would ge ne ra te  S ta ffs  re comme nde d wa te r re ve nue

requirement of $472,052, including $459,409 from metered water sa les

1 5

1 6

De via tio n  fro m Ta riff

Q Has  the  Company indica ted  tha t it ha s  devia ted  from its  Ta riff

Ye s . In re sponse  to a  da ta  re que s t the  Compa ny indica te d tha t on five  occa s ions  it ha s

cha rged $10.00 NSF fees  to cus tomers  ra the r than the  $5.00 ra te  indica ted in the  ta riff.

The  Company's  re sponse  mentions  tha t the  fee  cha rged by its  bank had risen to $10.00

Sta ff recommends  tha t the  diffe rence  be tween the  ta riff ra te  and the  ra te  cha rged by the

Compa ny be  re funde d to e a ch cus tome r cha rge d a  ra te  highe r tha n the  e xis ting ta riffs

ra te . S ta ff a lso recommends tha t the  Company conform to charging the  ra tes  conta ined in

its  ta riff

Response to Data Request 7
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1 Q- Does this conclude your direct testimony?

2 A. Yes, it does.
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$ 99,456

CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-1

REVENUE REQUIREMENT

LINE
no. DESCRIPTION

<A>
COMPANY
ORIGINAL

COST

(B)
COMPANY

FAIR
VALUE

(C)
STAFF

ORIGINAL
COST

(D)
STAFF
FAIR

VALUE

1 Adjusted Rate Base

2 Adjusted Operating Income (Loss)

3 Current Rate of Return (L2 / LI )

$

A $

524,384

(116,109)

-22.14%

$

$

524,384

(116,109)

-22.14%

$

$

161 ,91 g

(59,129)

-36.52%

$

$

161,919

(59,129)

-36.52%

4 5.72% 5.72% 10.00% 10.00%

5 $.

$6

Required Rate of Return

Required Operating Income (L4 * L1)

Operating Income Deficiency (L5 - L2)

Gross Revenue Conversion Factor

$

$

30,000

146,109

1 .0000

$

$

30,000

146,109

1 .0000

16,192

75,321

1.3204

$

$

16,192

75,321

1.32047

8 Required Revenue Increase (L7* LE) 146,148 $ 146,148 $ 99,456 I

g $

$10

$

$

$

$

$

$

372,596

472,052

26.69%

372,596

472,052

11

555,811

701 ,959

26.29%

555,811

701,959

26.29% 26.69%

12

Adjusted Test Year Revenue

Proposed Annual Revenue (Le + LE)

Required Increase in Revenue (%)

Rate of Return on Common Equity (%) 10.40% 10.40% 10.00% 10.00%

References:
Column (A):
Column (B):
Column (C):
Column (D):

Company Schedule B-1
Company Schedules A-1, A-2, & D-1
Staff Schedule GTM-5 & 12 AND SPI-1
Staff Schedule GTM-5 & 12 AND SPI-1

A -The Company's application (Schedule A-1) uses Net Income as Operating Income

al I



CORDES LAKES WATER COMPANY
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GTM-2

GROSS REVENUE CONVERSION FACTOR

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

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor:
Revenue
Uncollectible Factor (Line 11)
Revenues (L1 . L2)
Combined Federal and State Tax Rate (Line 17) + Property Tax Factor (Line 22)
Subtotal (LE - LE)
RevenueConversion Factor (L1 I L5)

100. 00O0%
0.0000%

1 OO. 0000%
24 2671 %
757329%
1 320430

7
8
9

10
11

Calculation of Uncolleclib/e Factor:
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L7 - LB )
Uncollectible Rate
Uncollectible Factor (LE ' L10 )

100. 0000%
23. 1840%
76 . 8160%
0. 0000%
00000%

12
13
14
15
18
17

Calculation of Eflecfive TaxRate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona State Income Tax Rate
Federal Taxable Income (L12 _ L13)
Applicable Federal income Tax Rate (Line 53)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 +L16)

1000000%
69680%

930320%
174308%
162160%
23 1840%

1D0D000%
23 1840%
7G.8160%
1 4100%
1.0831%

18
19
20
21
22
23

Calculation of Effective Pro0@I'fv Tax Factor
Unity
Combined Federal and State Tax Rate (Line 17)
One Minus Combined Income Tax Rate (L18 - L19)
Property Tax Factor (GTM-18, L24)
Effective Property Tax Factor (L 21 ' L 22)
Combined Federal and State Tax and Property Tax Rate (L17+-22) 2442671%

$
$

16,192
(59,129)

24
25
26

Required Operating Income (Schedule GTM-1, Line 5)
Ad]ustedTest Year Operating income (Loss) (Schedule GTM-10, Line 40)
Required Increase in Operating Income (L24 - L25) S 75,321

$
$

4,284
(18,449)

27
28
29

Income Taxes on Recommended Revenue (Col, (D), L52)
Income Taxes on Test Year Revenue (Col (B), L52)
Required Increase in Revenue to Provide for income Taxes (L27 - L28) $ 22,733

$ 472,052
0.0000%

$
$

3 0
31
32
33
34

Recommended Revenue Requirement (Schedule GTM-1, Line 10)
Uncollectible Rate (Line 10)
UncoI\ectible Expense on Recommended Revenue (L24 ' L25)
Adjusted Test Year Uncollectible Expense
Required Increase in Revenue to Provide for Uncollectible Exp (L32 - L33) s

$
$

15,624
14,222

35
36
37

Property Tax with Recommended Revenue (GTM-18, L19)
Property Tax on Test Year Revenue (GTM~18, L 16)
Increase in Property Tax Due to Increase in Revenue (GTM-18, L22) $ 1,402

38 Total Required Increase in Revenue (L26 + L29 + L34+L37) $ 99,456

Test Year

s
$
s
$

372,598
450,173

$ 99,456

STAFF
Recommended

$ 472,052
$ 451 ,576
$ _

$ 20,476
6.9680%

(77,577)
69680%

$ (5,406) $ 1.427
$
$
$
$
$
$

(72,172)
(7,500)
(5,543)

$
$
$
$
s
$

19,049
2.857

39
40
41
42
43
44
45
46
47
48
49
50
i t
52

Calculation of Income Tax!

Revenue (Schedule GTM-10, Col.(C), Line 5 & Sch. GTM4, Col. (B), Line 10)
Operating Expenses Excluding Income Taxes
Synchronized Interest (L47)
Arizona Taxable Income (L36 - L317- L38)
Arizona State Income Tax Rate
Arizona Income Tax (L39 x L40)
Federal Taxable Income (L33 . L35)
Federal Tax on First Income Bracket (SI . $50,000) @ 15%
Federal Tax on Second Income Bracket ($50,001 - $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 State Income Tax (L44 + L51)

$
$

(13,043)
(18,449).

$
$

2,857
4,254

so Applicable Federal Income Tax Rate 1c01, (D), L51 _ Col. (B), Ls1] / [Col. (c), L45 - Col (A), L45] 17.4306%

$ 161,919
0.00%

54
55
5G

Calculation of Interest Svnchronization:
Rate Base (Schedule GTM-3, Col. (C), Line 17)
Weighted Average Cost of Debt (Schedule SP1-1)
Synchronized Interest (L54 X L56) $



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-3

RATE BASE - ORIGINAL COST

(B) (C)
STAFF

AS
ADJUSTED

LINE
no.

(A)
COMPANY

AS
FILED

STAFF
ADJUSTMENTS REF

1
2
3

$ $ sPlant in Service
Less; Accumulated Depreciation
Net Plant in Service $

921,465
391,562
529,903 $

126,741
356,733
(229,992) $

1,048,206
748,295
299,911

LESS;

4
5
6

Contributions in Aid of Construction (CIAC)
Less: Accumulated Amortization

Net CIAC

$ $ 76,247 $ 76,247

76,247 76,247

7 Advances in Aid of Construction (AIAC)

8 Customer Deposits 34,300 34,300

9 Deferred Income Tax Credits 27,445 27,445

ADD:

10 Unamortized Finance Charges

11 Deferred Tax Assets

12 Working Capital 56,226 (56,226)

17 Original Cost Rate Base $ 524,384 $ (362,465) $ 161,919

References;
Column (A), Company Schedule B-1
Column (B): Schedule GTM-4
Column (C): Column (A) + Column (B)
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CORDES LAKES WATER COMPANY
Dog<et No. W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-5

RATE BASE ADJUSTMENT #1 - REMOVE NON-USED AND USEFUL LAND

Line

ML DESCRIPTION

[A]
COM PANY
PRO POSED

[B]
S TAFF

ADJ US TMENTS

[C]
STAFF

RECOMMENDED

1 La nd $ 35,875 $ (35,875) $

References:
Col [A]:CompanySchedeule B-1
Col [BI: Col [c] - Col [A]
Col [C]: Data Request GTM-5.12, and on site audit.



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-6

RATE BASE ADJUSTMENTS #2. ALLOCATION OF COMMON VEHICLE

Line

M DESCRIPTION

WI
COMPANY
PROPOSED

[B]
S TAFF

ADJ US TMENTS

[C]
STAFF

RECOMMENDED

1 Plant - Transportation Equipment $ 87,042 $ (17,993) $ 69,049

Vehicle Allocation Calculation
Date
Price

Cordes Lakes
(10 Percent)

Berneii
(90 Percent)

19,9922
3
4

$ 1 ,999
Vehicle, Pick~up Serial # 11529 (Driver Don) Acquired in 20c $
Allocation to Cordes Lakes
Allocation to - Berneil (Staff Adjustment) $ 17,993

Notes:
Don spends approximately 10% of his time on Company business. The rest of his working hours are paid by the
Bernal Water Company.



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-7

RATE BASE ADJUSTMENT #3- REMOVAL OF UNSUPPORTED PLANT

[B] [C]

ACCT

[A]
COMPANY

AS
FILED

LINE
no .

1
2
3
4
5
6
7

n o .
304.00
307.00
311 .00
330.00
334.00
339.00
340.00

DESCRIPTION
Structures 8< Improvements
Wells and Springs
Pumping Equipment
Distribution Reservoirs & Standpipes
Meters & Meter Installation
Other Plant & Misc. Equipment
Office Furniture & Equipment

Totals

$

$

15,609
138,895
93,954

265,387
156,794
54.149
13,007

737,795

STAFF STAFF
ADJUSTMENTS RECOMMENDED
$ (8,952) $ 6,657

(740) 138,155
(83,396) 10,558

(128,144) 137,243
(121,205) 35,589

54,149
4,490

$ 386,841
(8,517)

(350,954) $

[A}: Company Schedule E-5
[B]: Unsupported plant additions included in Company application.
[C]: Col [A] - Col [B]



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

RATE BASE ADJUSTMENT #4 - REINSTATE USED AND USEFUL
FULLY DEPRECIATED PLANT

LINE
NO

ACCT
NO
331
333
347

COMPANY
AS

FILED
$ 60,753

STAFF
ADJUSTMENTS
$ 511 .631
$ 19.350

STAFF
RECOMMENDED
$ 572.384
$ 19.350

DESCRIPTION
Transmission 8~ Distribution Mains
Services
Miscellaneous Equipment

Totals $ 60,753 531.563 592.316

[A]: Company Schedule E-5
[B]: Col [C] - Col [A]
[C]; Plant supported



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

RATE BASE ADJUSTMENT #5 - ACCUMULATED DEPRECIATION

no. DESCRIPTION
Accumulated Depreciation

COMPANY
PROPOSED
$ 391.562

STAFF
ADJUSTMENTS
$ 353.733

STAFF
RECOMMENDED
$ 748.295

Plant Plant (Dec. No. 54526)
Less:Land
Less: Retirements Documented
Accumulated Depreciation on Documented Additions
Staff Recommended Accumulated Depreciation

646.293
(905)

(6,586)
109.493
748.295

References
Col [A]: Company Schedule B-1
Col [B]: Col [C] - Col [A]
Col [C]: GTM Testimony



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07~0256
Test Year Ended December 31, 2006

GTM-10

RATE BASE ADJUSTMENT #6 - CIAC

LINE
no.
1

DESCRIPTION
Contributions in aid of construction

[A]
COMPANY
PROPOSED

$ _

[B]
STAFF

ADJUSTMENTS
$ 76,247

[C]
STAFF

RECOMMENDED
$ 76,247

References:
Col [A]: Company Schedeule B-1
Col [B]: Col [C] - Col [A]
Col [C]: GTM Testimony



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-11

RATE BASE ADJUSTMENT #7 . WORKING CAPITAL ALLOWANCE

LINE
no.

1
DESCRIPTION

Working Capital Allowance

[A]
COMPANY
PROPOSED
$ 56,226

[B]
STAFF

ADJUSTMENTS
$ (56,226)

[C]
STAFF

RECOMMENDED
$ _

References:
Col [A]: Company Schedeule B-1
Col [B]: Col [C] - Col [A]
Col [C]: GTM Testimony



CORDES LAKES WATER COMPANY
Docket No, W~02060A-07-0256
Test Year Ended December 31, 2006

CORDES LAKES WATER COMPANY
Docket NO, W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-12

OPERATING INCOME STATEMENT - ADJUSTED TEST YEAR AND STAFF RECOMMENDED

[A]
COMPANY
ADJUSTE D
TEST YEAR

AS FILED

[B] [D] [E]

LINE
no. DESCRIPTION

STAFF
TEST YEAR

ADJUSTMENTS

[C]
STAFF

TEST YEAR
AS

ADJUSTED

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

1
z
3
4
5

$ 395,205
160,606

$ $ 369,041 $ 90,368 $ 459,409
REVENUES.-

Metered Water Sales
Water Sales - Unmetered
Other Operating Revenue
Total Operating Revenues $ 555,811 $

(26,164)
(160,606)

3,555
(183,215) $

3,555
372,596 $

9,088
99,456 s

12,643
472,052

OPERA TING E>0=EnsEs..
$ $ (160,606) $ $ $

(5,132)

(927)

(5,333)

Payroll
Contract Labor
Emplloyee Benefits
Purchased Power
Repairs and Maintenance
Office Supplies and Expense
Outside Sevices - Accounting
Outside Sevices - Billing Services
Outside Sevices - Computer Programming
Water Testing
Rents
Transportation Expenses
Insurance - General Liability
Insurance - Health and Life
Rate Case Expense
Regulatory Expense
Misc Expense - Permits
Misc Expense - Travel
Misc, Expenses - Utilities except Electricity
Misc. Expenses - Bank Charges
Misc. Expenses - Payroll Services
Depreciation Expense
Payroll Taxes
Taxes other than Income (Sales Tax)
Property Taxes
Income Tax

337,078
8,447

12,003
24,325
22,275
15,339

2,475
18,002

2,481
6,250

25,200
17,432
31 ,113

6,456
8,000

45
2,040

545
8,917

332
1 ,182

44,279
33,875
22,609
20,205

(19,142)

176,472
8,447

12,003
24,325
16,143
15,339

2,475
18,002

2,481
5,323

25,200
17,432
31 ,113

6,456
2,667

45
2,o4o

545
8,917

332
1 ,182

25,137
33,875

176,472
8,447

12,003
24,325
16,143
15,339

z,475
18,002

2,4s1
5,323

25,200
17,432
31 ,113

6,456
2,667

45
2,040

545
8,911

332
1,182

25,137
33,875

14,222
(18,449)

1 ,402
22,733

15,624
4,z84

6
7

10
11
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
3B
39
40

Interest Income
Interest Expense

(2,035)
3,049

(22,509)
(5,984)

(18,449)
2,035

(3,049)

Total Operating Expenses
Operating Income (Loss)

$
$

671,920
(116,109)

$

55

(240,195)
56,980

$
$

431 ,725
(59,129)

$
$

24,135
75,321

$
s

455,860
16,182

References:
Column (A): Company Schedule C-1 (TAB lS~ADJ)
Column (B): Schedule GTM-11
Column (C): Column (A) + Column (B)
Column (D): SchedulesJRM-1 and JRM-2
Column (E): Column (C) + Column (D)
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CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

GTM-14

OPERATING INCOME ADJUSTMENT #1 - REMOVAL OF SALES TAX FROM REVENUES AND EXPENSES

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Sales Tax Revenue
Sales Tax Expense

$ 22,609
22,609

$
$

(22,609)
(22,609)

$
$

References
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Testimony - GTM



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07~0-56
Test Year Ended December 31, 2006

GTM-15

OPERATING INCOME ADJUSTMENT #2 . REMOVE NON-UTILITY REVENUES AND EXPENSES FOR CONTRACT LABOR

[A] [Bl
COMPANY STAFF
PROPOSED ADJUSTMENTS

LINE
no DESCRIPTION

[C]
STAFF

RECOMMENDED

1
2
3

Contract Labor Revenue
Contract Labor Expense

Total

$
$
$

160,606
318,078
478,684

$

$

(160,606)
(160,606)
(321 ,212)

$
$
$

157,472
157,472

References,
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Data Request4.1.



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0-56
Test Year Ended December 31. 2006

GTM-16

OPERATING INCOME ADJUSTMENT #3 - NORMALIZATION OF REPAIRS & MAINTENANCE EXPENSES

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Repairs & Maintenance 22,275 $ (6,132) $ 16.143

$ 22.275
10.810

Repairs 8= Maintenance - Company's Test Year: 2006
Repairs 8¢ Maintenance - 2005
Repairs & Maintenance - 2004
Repairs 8¢ Maintenance expenses, past three years 48.430

Average Repair & Maintenance expense (line 5/3) 16.143

References
Col [A]: Company Schedeule C-1
Col [B]; Col [C] - Col [A]
Col [C]: Normalized Repairs 8= Maintenance Expense Col [C] LE



GTM-17CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31, 2006

\

OPERATING INCOME ADJUSTMENT #4 . NORMALIZATION OF RATE CASE EXPENSE

LINE
no.

[A]
COMPANY
PROPOSED

[B]
STAF F

ADJUSTM ENTS

[C]
STAFF

RECOMMENDED

1

DESCRIPTION

Rate Case Expense $ 8,000 $ (5,333) $ 2,667

References:
Col [A]: Company Schedeule C-1
Col [B]; Col [C] - Col [A]
Col [C]: Normalized Rate Case Expense ($8,000/3yrs.)



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

GTM-18

OPERATING INCOME ADJUSTMENT #5 - DEPRECIATION EXPENSE

ProjectedLine
No DESCRIPTION AMOUNT

Depreciable
Amount EXPENSE

138.155 138_155

10
10.558 10.558

137.243137.243
572.384
19.350
35.589 35.589

54.149 54.149

ACCT
NO

Plant In Service
301 Organization

302 Franchises
303 Land and Land Rights
304 Structures & Improvements
305 Collecting & impounding Reservoirs
306 Lakes. Rivers. Other intakes
307 Wells and Springs
30B Infiltration Galleries and Tunnels
309 Supply Mains
310 Power Generation Equipment
311 Pumping Equipment
320 Water Treatment Piant
330 Distribution Reservoirs & Standpipes
331 Transmission & Distribution Mains
333 Services
334 Meters & Meter Installation
335 Hydrants
336 Backflow Prevention Devices
339 Other Plant & Misc, Equipment
340 Office Furniture & Equipment
341 Transportation Equipment
342 Stores Equipment
343 Tools, Ship & Garage Equipment
MY Laboratory Equipment
345 Power Operated Equipment
346 Communication Equipment
347 Miscellaneous Equipment
348 Other Tangible Plant

69.049 69.049

0 .00% s
0.00%
0.00%
3.33%
2.50%
2.50%
3.33%
6.67%
2.00%
5.00%

12.50%
3.33%
2.22%
2.00%
3.33%
8.33%
2.00%
6.67%
6.67%
6.67%

20.00%
4.00%
5.00%

10.00%
5.00%

10.00%
10.00%
10.00%

13.810

1,048,206 $ 465.334 $ 30.063Subtotal General
Less: Non- depreciable Account(s) (LE)
Depreciable Plant (L29-L30) 1,048,206 $ 465.334

76.247
6.46%

Contributions-in-Aid-of-Construrnion (CIAC)
Composite Depreciation/Amortization Rate

Less: Amortization of CIAC (L32 x L33)
Depreciation Expense - STAFF [CoI. (C), L29 - L34] 25.137

DESCRIPTION
COMPANY
PROPOSED

STAFF STAFF
ADJUSTMENT' RECOMMENDED

Depreciation Expense 44.279 $ (19,142) $ 25.137



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

OPERATING INCOME ADJUSTMENT #6 - PROPERTY TAXES

372.596
2

745.192
372.596

1 .117.788
3

372.596
2

745.192

372.596
2

745.192
472.052

1217.244
3

405.748
2

811 .496

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15

Staff Adjusted Test Year Revenues - 2006
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue. Per Schedule GTM-1
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
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 * Line 13)
Composite Property Tax Rate (Per Company Schedule C-2, Page 3, Line 11

72.750
672.442

23.5%
158.024
9.0000%

72.750
738.746

23.5%
173.605
9,0000%

16
17

Staff Test Year Adjusted Property Tax (Line 14 * Line 15)
Company Proposed Property Tax

14.222
20.206

(5,984)18

19
20
21

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 Expense Due to Increase in Revenue Requirement

15.624
14.222

22
23
24

Increase to Property Tax Expense
Increase in Revenue Requirement
Increase to Property Tax per Dollar increase in Revenue (Line19/Line 20)

99.456
1.410000%



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

GTM-20

OPERATING INCOME ADJUSTMENT #7 - TEST YEAR INCOME TAXES

COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDEDDESCRIPTION

Income Tax Expense $ $ (18,449) (18,449)

References
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Schedule GTM-2, Line 43



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

GTM-21

OPERATING INCOME ADJUSTMENT #8 - REMOVAL OF NON-OPERATING INCOME & EXPENSE

DESCRIPTION
COMP ANY
P ROP OS ED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

Interest Income
Interest Expense

(2,035) $
$ (3,049)

References
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Schedule GTM-2, Line 43



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31, 2006

GTM-22

OPERATING INCOME ADJUSTMENT #9 - Water Testing

UNE
no.

[A]
COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDED

1

DESCRIPTION

Water Testing Expense $ 6,250 $ (927) $ 5,323

Referenoes:
Col [A]: Company Schedule C-1
Col [B]: Col [C] - Col [A]
Col [C]: GTM Testimony



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0_56
Test Year Ended December 31, 2006

GTM-23

OPERATING INCOME ADJUSTMENT #10 - Other Operating Revenue

LINE
no.

[Al
COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDED

1

DESCRIPTION

Other Operating Revenue $ $ 3,555 $ 3,555

References:
Col [A]: Company Schedule C-1
Col [B]: Col [C] - Col [A]
Col [C]: GTM Testimony



CORDES LAKES WATER COMPANY
Docket No. W-02060-07-0256
Test Year Ended December 31. 2006

Schedule GTM-24
Page 1 of 2

RATE DESIGN

Monthly Usage Charge
Present
Rates

Company
Proposed Rates Recommended Rates

$
$

11.00
11.00

$

$ 11.00
$
s
$

125.00
220.00
390.00

Commodity Rates

Gallons Included in Minimum
Excess of Minimum - per 1,000 Gallons

All Gallons
From 1 to 20.000 Gallons
Over 20.000 Gallons
From 1 to 3.000 Gallons
From 3.001 to 8,000 Gallons
Over 8.000 Gallons

$
$

Gallons Included in Minimum
Excess of Minimum - per 1,000 Gallons

All Gallons
From 1 to 20.000 Gallons
Over 20.000 Gallons
From 1 to 20.000 Gallons
Over 20,000 Gallons

$
$

Gallons Included in Minimum
Excess of Minimum _ per 1,000 Gallons

From 1 to 48.000 Gallons
Over 48,000 Gallons

Gallons Included in Minimum
Excess of Minimum .. per 1,000 Gallons

All Gallons
From 1 to 50.000 Gallons
Over 50,000 Gallons
From 1 to 83.000 Gallons
Over 83.000 Gallons

Gallons Induced in Minimum
From 1 to 178.000 Gallons
Over 178,000 Gallons

Gallons Induced in Minimum
Excess of Minimum .. per 1,000 Gallons

From 1 to 320.000 Gallons
Over 320.000 Gallons

Gallons Induced in Minimum
Excess of Minimum - per 1,000 Gallons

From 1 to 580,000 Gallons
Over 580.000 Gallons



$
$
$
$
$
$
$

405
455
665

1 ,080
1 ,460
2,985
4,450

CORDES LAKES WATER COMPANY
Docket No. W-02060-07-0256
Test Year Ended December 31, 2006

Schedule GTM-24
Page 2 of 2

Service Line & Meter Installation Charges

Present

Rates

Company

Proposed Rates

Staff

Recommended Rates
Service Line Total

Charge Meter Charge Charge
5/8 X 3/4"
3/4"
1"

1 1/2"
2"
3"
4"
6"

$100.00
$120.00
$160.00
$300.00
$400,00

$
$
$
$
$
s
$

355
405
440
600
775

1,110
1,670

$
$
$
$
$
$
$

165
205
415
915

1,420
2,250
4,445

$
$
$
s
s
$
s

520
610
855

1,515
2,195
3,360
6,115

$
$
$
$
$
$
$

5.00
5.00

15.00
10.00
20.00
5.00

25.00
NT

0.00%
35.00

$
$
$
$
$
$
$

12.50
25.00
35.00
15.00
25.00
10.00
25.00
1.50%
G.00%

Per Rule'

$
$
$
$
$
$
$

Service Charges
NSF Check
Establishment
Establishment (After Hours)
Reconnection (Deliquent)
Reconnection (Deliquent and After Hours)
Meter ReRead
Meter Test
Deferred Payment, Per Month
Deposit Interest
Deposit Amount $

Re-esablish within 12 months
Late Charge per month
Road cutting or boring

$ 25.00
NT
NT

#months times
minimum fee

1.50%
At Actual Cost

12.50
2500
35.00
15,00
25.00
10.00
25.00
1.50%
5.00%

Per Rule*
#months

times
minimum fee

1.50%
NT

NT : No Tariff
* Per Commission Rules (R14-2-403.B)

In addition to the collection of regular rates, the utility will collect from its customers a proportionate share
of any privelege, sales, use, and franchise tax. Per Commission Rule (14-2-409.D.5),



LiNE
no.

CUSTOMER
CLASS

CURRENT RATES
AVERAGE MEDIAN

USAGE DOLLARS USAGE DOLLARS

1
2
3

3/4"
1"
2"

$ 21.55
24.10

458.33

4,537
5,517

155,250

$2,645
4,000

146,000

15.77
19.70

431.50

LINE
no.

CUSTOMER
CLASS

COMPANY PROPOSED
AVERAGE MEDIAN

AVERAGE CHANGE PERCENT MEDIAN DOLLARS PERCENT

4
5
6

3/4"
1"
2"

$26.23
29.31

648.63

4.68
5.21

190.30

21.73%
21.62%
41.52%

$
$
$

$19.26
24.00

607.00

3.49
4.30

175.50

22_11%
21.83%
40.67%

$
$
$

LINE
no.

CUSTOMER
CLASS

STAFF RECOMMENDED
AVERAGE MEDIAN

AVERAGE CHANGE PERCENT MEDIAN INCREASE PERCENT

7
8
9

3/4"
1

2"

$$ -4.83%
40.43%
9.59%

(1 .04)
9.74

43.95

20.51
33.84

502.28

$$ -0.90%
51 .77%
9.76%

(0.14)
10.20
42.10

15.63
29.90

473.60

CORDES LAKES WATER COMPANY
Docket No, W-02060A-07-0256
Test Year Ended December 31, 2006

Schedule GTM-25
Page 1 of 1

TYPICAL BILL ANALYSIS AVERAGE AND MEDIAN COST COMPARISONS



CORDES LAKES WATER COMPANY
Docket No. W-02060A-07-0256
Test Year Ended December 31. 2006

Schedule GTM-26
Page 1 of 1

Typical Bill Analysis
Residential 3/4" Meter

Gallons
Present
Rates

Proposed
Rates

Dolla r
Incre a s e

Percent
IncreaseCompany Proposed

Average Usage $ 21.55 $ 26.23 $ 21 .73%

Median Usage 15.77 $ 19.26 $ 22.11%

Staff Recommended

Average Usage 21.55 $ 20.51 $ (1 .04)

Median Usage 15.77 $ 15.63 $ (0.14)

Consumption Bills Bills Increase Bills Increase

$ $
15.91 %

M

5.09%

6.16%

2 2 . 7 3 %  s
22.73%
22.30%
22.02%
21 .83°/c
2 1 6 8 %
21.57%
21 .48%
21 .41 %
2 1 3 5 %
2 1 2 9 %
2125%
21 .21 %
21 .189
21 .159
21 .129
21 ,10%
21 .08'%
21 .06%

3.63%

21 .03%
24.69%
27.23%
29.11%
30.54%
31 .67%
32.59%
35.429

0.44%
0.08%
0.24%
0.53%
1.67%

10.000
11.000
12.000
13.000
14.000
15.000
16.000
17.000
18.000
19.000
20.000
25.000
30.000
35.000
40.000
45.000
50.000
75.000

100.000

109.60
124.10
138.60
153.10
225.60
298,10

100.50
121 .00
141 .50
162.00
182.50
203.00
305.50
408.00

112.95
128.45
143.95
159.45
236.95
314.45

4.15%
5.03%
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EXECUTIVE SUMMARY
CORDES LAKES WATER COMPANY

DOCKET NO. W-02060A-07-0256

CONCLUSIONS

The Ar izona  Depar tment  of  Environmenta l Qua lity ("ADEQ") has  r epor ted major
deficiencies in monitoring and reporting requirements for total coliform. The ADEQ data
base shows that this system has exceeded the MCL for total coliform on December 4, 2006.
Also, this system had a positive coliform analysis on February 5, 2007. Because of this
exceedance, ADEQ has determined that the Company's system is currently delivering water
that does not meet water quality standards required by Arizona Administrative Code, Title
18, Chapter 4.

The Company's water system has a water loss of 10 percent.

The Company water system's current well and storage capacities are adequate to serve the
present customer base and reasonable growth.

The Company reported arsenic concentration of less than 3 ppb for all of its five wells.
Based on this information, the water system is in compliance with the new arsenic standard
of 10 ppb,

The Company is not located in an Active Management Area ("AMA") and is not subject to
Ar izona  Depa r tment  of  Wa ter  Resour ces  ("ADWR")  r epor t ing a nd conser va t ion
requirements.

The Company has no outstanding Arizona Corporation Commission ("ACC") compliance
issues.

The Company has a curtailment plan tariff that became effective on April 25, 2003 .

The Company has a backflow prevention tariff that became effective on January 13, 1995.

RECOMMENDATIONS

Staff recommends that  any permanent ra tes and charges in this matter  shall become
effective on the first day of the month after the Company files with Docket Control, as a
compliance item in this  docket ,  ADEQ documenta t ion r epor t ing tha t  there a re no
compliance deficiencies and the Company is delivering water that meets the water quality
standards required by Arizona Administrative Code, Title 18, Chapter 4.

2.

4.

3.

6.

5.

7.

2.

1 .

8.

1.

Staff recommends that the Company continue to monitor the water system closely and take
action to ensure that water loss remains at 10 percent or less in the future. If the water loss

i



at any 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 lys is  and explana tion demonstra ting why wa te r loss  reduction to 10 pe rcent or
less  is  not feasible  or cost e ffective . Such a  report sha ll be  docketed in this  case .

S ta ff re comme nds  tha t a n  a nnua l wa te r te s ting e xpe ns e  of $5,323 be  us e d for th is
proceeding.

Staff recommends that the  Company adopt the  deprecia tion ra tes delineated in Table  B.

S ta ff re commends  tha t the  Company adopt S ta ffs  re commended Se rvice  Line  and Me te r
Ins ta lla tion Charges  a s  de linea ted in Table  C, plus  road cross ing or boring cos t when road
cross ing or boring is  required.

3.

4.

5.

ii



Dire c t Te s timony of Ka tlin  S tukov
Docke t No. W-02060A-07-0256
P a ge  1

1 INTRODUCTION

2 Q- Please state your name, place of employment and job title.

3

4

5

My na me  is  Ka tlin S tukov. My pla ce  of e mployme nt is  the  Arizona  Corpora tion

Commiss ion ("Commiss ion"), Utilities  Divis ion, 1200 West Washington Street, Phoenix,

Arizona 85007. My job title  is  Utilities  Engineer.

6

7 Q. How long have you been employed by the Commission?

8 I have been employed by the Commission since June 2006.

9

1 0 Q. P le a s e  lis t  yo u r  d u t ie s  a n d  r e s p o n s ib ilit ie s .

11

12

13

As  a  Utilitie s  Engine e r, s pe c ia lizing in  wa te r a nd wa s te wa te r e ngine e ring, I ins pe c t a nd

e va lua te  wa te r a nd wa s te wa te r s ys te ms , obta in da ta , pre pa re  re ports , s ugge s t corre ctive

a n d  wa s te wa te r s ys te m

14

action and provide technical recommendations on water

deficiencies, and provide written and oral testimony on rate applications and other cases

15 before the Commission.

16

17 Q- How ma ny c a s e s  ha ve  you  a na lyze d  fo r the  Utilitie s  Divis ion?

18 I have analyzed approximately 15 cases  covering various  responsibilities  for the Utilities

1 9 Division.

20

2 1 Q- Have you previous ly tes tified before this  Commiss ion?

22 Yes, I have testified in 5 proceedings before this Commission.

23

24 Q- What is your educational background?

25

26

A.

A.

A.

A.

A.

A. I graduated from the Moscow Univers ity of Civil Engineering with a Bachelor of Science

degree in Civil Engineering with a concentration in water & wastewater systems.



Dire c t Te s timony of Ka tlin  S tukov
Docke t No. W-02060A-07-0256
Page  2

1 Q- Briefly describe your pertinent work experience.

2

3

Prior to my employment with the Commission, I was a design review environmental

engineer with the Arizona Department of Environmental Quality ("ADEQ") for twenty

4 ye a rs . My re spons ibilitie s  with ADEQ include d re vie w of proje cts  for the  cons truction of

5

6

7

water and wastewater facilities. Prior to that, I worked as a civil engineer in several

engineering & consulting finns, including Bechtel Inc. and Brown & Root Inc., in

Houston, Texas.

8

9 P URP OS E OF TES TIMONY

1 0 Q.

11

1 2

Were you assigned to provide the Utilities Division Staff's ("Staff") engineering

analysis and recommendation for the Cordes Lakes Water Company ("Company")

in this proceeding?

1 3

1 4

1 5

Ye s . I re vie we d the  Compa ny's  a pplica tion a nd re s pons e s  to da ta  re que s ts , a nd I vis ite d

the  wa te r a nd wa s te wa te r s ys te ms  on Augus t 9, 2007. This  te s timony a nd its  a tta chme nt

pre s ent S ta ff" s  enginee ring eva lua tion.

1 6

1 7 ENGINEERING REPORT

1 8 Q- Please describe the attached Engineering Report, Exhibit KS.

19

20

2 1

22

23

Exhibit KS presents details and Staffs analysis and findings, and is attached to this direct

testimony. Exhibit KS contains the following major topics: (1) a description and analysis

of the water system, (2) water use, (3) growth, (4) compliance with the rules of the ADEQ,

Arizona Department of Water Resources, and the Arizona Corporation Commission, and

(5) depreciation rates.

24

25 Staffs conclusions and recommendations from the Engineering Report are contained in

26

A.

A.

A.

the "Executive Sum111a1'y".
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1 Q- Does this conclude your direct testimony?

2 A. Ye s , it doe s .



ENGINEERING REPORT FOR CORDES
LAKES WATER COMPANY

DOCKET NO. W-02060A-07-0256

AUGUST 27, 2007

CONCLUSIONS

The Arizona Department of Environmental Quality ("ADEQ") has reported major deficiencies
in monitoring and reporting requirements for total colifonn. The ADEQ data base shows that
this system has exceeded the MCL for total coliform on December 4, 2006. Also, this system
had a positive coliform analysis on February 5, 2007. Because of this exceedance, ADEQ has
determined that the Company's system is currently delivering water that does not meet water
quality standards required by Arizona Administrative Code, Title 18, Chapter 4.

The Company's water system has a water loss of 10 percent.

The Company water system's current well and storage capacities are adequate to serve the
present customer base and a reasonable level of growth.

The Company reported arsenic concentration of less than 3 ppb for all of its five wells, Based
on this information, the water system is in compliance with the new arsenic standard of 10
ppb.

The Company is not located in an Active Management Area ("AMA") and is not subject to
Arizona Department of Water Resources ("ADWR") reporting and conservation requirements.

The Company has no outstanding Arizona Corporation Commission ("ACC") compliance
issues.

The Company has a curtailment plan tariff that became effective on April 25, 2003 .

The Company has a backflow prevention tariff that became effective on January 13, 1995.

RECOMMENDATIONS

2.

3.

4.

6.

5.

7.

1.

8.

1 . Staff recommends that any permanent rates and charges in this matter shall become effective
on the first day of the month after the Company tiles with Docket Control, as a compliance
item in this docket, ADEQ documentation reporting that there are no compliance deficiencies
and the Company is delivering water  that meets the water  quality standards required by
Arizona Administrative Code, Title 18, Chapter 4.



EXHIBIT KS
Page 2

S ta ff re comme nds  tha t the  Compa ny continue  to monitor the  wa te r sys te m close ly a nd ta ke
action to ensure  tha t wa te r loss  remains  a t 10 pe rcent or le ss  in the  future . If the  wa te r 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 lysis  and explana tion demonstra ting why a  wate r loss  reduction to 10 percent or less  is  not
feasible  or cost e ffective . Such a  report sha ll be  docketed in this  case .

Staff recommends that annual water testing expense of $5,323 be used for this proceeding.

Staff recommends that the  Company adopt the  deprecia tion ra tes delineated in Table  B.

2.

4.

3.

5. S ta ff re comme nds  tha t the  Compa ny a dopt S ta ffs  re comme nde d S e rvice  Line  a nd Me te r
Ins ta lla tion Cha rge s  a s  de line a te d in Ta ble  C, plus  roa d cros s ing or boring cos t whe n roa d
cross ing or boring is  required.
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INTRODUCTION AND LOCATION OF COMPANY

On April 24, 2007, Cordes Lakes Water Company ("Company") filed a rate application with the
Arizona Corporation Commission ("ACC" or "Commission"). The Cordes Lakes Water System
("CLWS") serves the Cordes Lakes subdivision east of Highway 17 in Cordes Junction. Figure 1
shows the location of the Company within Yavapai County and Figure 2 delineates the approximate
two square miles of certificated area

Figura l
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Figure s

I



Public  Wa te r Sys tem ("PWS") No. 13-023
Loca tion P OE#1

Poin t o f
En try

(cs p0En)

P OE #2 POE #32 P OE #4 P OE #5 Booster Stations

#1 (¢A7
Tra c t )

#2(lo t
1545)

#3 (lot
2115)3

We ll ADWR # 55-690346 55-518196 55-609234 55-609347 55-565855
Casing Size
(inch)

1 4 8 6 1 2 10

Casing Depth
(fe e t)

unknown 380 343 500 343

Me te r S ize
(inch)

3 3 3 3 3

Pump Size

(HP )

One 7.5 One 7.5 One 2 One 7.5 One 7.5

P ump Yie ld
(GP M)

65 95 1 2 94 54

Well Yie ld
(GPM)

85 86 0 100 45

Storage tank
(ga llons )

(2) 45,000 (1) 30,000 (1) 16,000 (1) 30,000 (1) 100,000

Booster Pumps

(HP )

Two 7.5 Two 7.5 Two 5 Two 10 Two 7.5 (1)2 &
(1) 5

(1) 5 &
(1) 7.5

(1) 5 &
(1) 7.5

Pressure Tanks
(ga llons )

(1) 2,000 (1) 5,000 (1) 3,000 (1) 5,000 (1) 5,000 (2) 100 (1) 500 (3) 100

Chlorina tors 1 1 1

Pump House 8'x 8" 8 'x 8 ' 10'x 12" l2'x12' 8 'x 8 '
Othe r Fe ncing Fe ncing Fe ncing Fe nclng Fe ncing Fe ncing Fe ncing Fe nclng

Dis tribution Ma ins Customer Meters

S ize  in inche s ) Ma te ria l Length (in fee t) S ize  (in inches) Qua ntity
4 P VC 168,100 3/4 1401
6 P VC 230,040 1 5

EXHIBIT KS
Page 5

B. DES CRIP TION OF THE WATER S YS TEMS

The  plant fa cilitie s  we re  vis ited on Augus t 9, 2007, by Ka tlin S tukov in the  accompaniment of Don
Ross , the  wa te r sys te m's  ope ra tor, a nd Ne il Folk ra n, the  Compa ny's  owne r. The  CLWS  ha s  five
pumping s ite s  consis ting of five  we lls  (see  Footnote  # 2), s ix s torage  tanks , pumping facilitie s  and a
dis tribution sys te m se rving ove r 1,300 cus tome rs . Figure  3 provide s  a  proce ss  sche ma tic for the
wa te r sys tem. Table  A be low shows  the  plant facilitie s  summary.

Table  A. P lant Facilitie s  Summary

1 Based on the Colnpany's  responses  to Data Requests  received on July 24, 2007(See Attachment 1) and Staffs  s ite
vis it.
2 Arizona Department of Water Resources  (ADWR) Well # 55-609234 has  been out of service s ince July 2007.
.3 Booster Station #3 has been out of service since July 2007.
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WATER USE

Water Sold

Figure  4 re pre s e nts  the  wa te r cons umption da ta  for the  te s t ye a r e nding De ce mbe r 31, 2006,
provide d by the  Compa ny in its  wa te r us e  da ta  s he e t. Cus tome r cons umption include d a  high
monthly wa te r use  of 224 ga llons  pe r da y ("GPD") pe r conne ction in June , a nd the  low wa te r use
was 110 GPD per connection in December. The ax erase  annual use  was 154 GPD per connection.

Jan'9 Feb Mar we *W J un . h i

Ma n u

Figure  4 Water Use

Ava

Non-account Water

Non-account wate r should be  10 percent or less . It is  important to be  able  to reconcile  the  diffe rence
be tween wate r sold and the  wate r produced by the  source . A wate r ba lance  will a llow a  company to
identify water and revenue losses due to leakage, theft and flushing.

The  Compa ny re porte d 82,488,000 ga llons  pumpe d a nd 74,133,000 ga llons  sold, re sulting in a
water loss  of 10 percent. S ta ff recommends tha t the  Company continue  to monitor the  water system
close ly and take  action to ensure  the  loss  remains 10 percent or less  in the  future . If the  water loss  a t
any time before  the  next ra te  case  is  greater than 10 percent, the  Company shall 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 demons tra ting why a  wa te r loss  reduction to 10 pe rcent or le ss  is  not fe a s ible  or cos t
e ffe ctive .
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E. ADEQ COMPLIANCE

Compliance

The ADEQ has reported major deficiencies in monitoring and reporting requirements for total
coliform. The ADEQ data base shows that this system has exceeded the MCL for total coliform on
December 4,  2006. Also,  this system had a positive coliform analysis on February 5,  2007.
Because of this  exceedance,  ADEQ has determined tha t  the Company's  system is  cur rent ly
delivering water that does not meet water quality standards required by Arizona Administrative
Code, Title 18, Chapter 44.

Arsenic

The U.S. Environmental Protection Agency has reduced the arsenic maximum contaminant level
("MCL") in drinking water from 50 parts per billion ("ppb") to 10 ppb.

The Company reported arsenic levels of less than 3 ppb for all its live wells.5 Based on these
arsenic levels, CLWS is currently in compliance with the new arsenic MCL.

Water Testing Expense

The Company is subject to mandatory participation in the Monitoring Assistance Program ("MAP").
Participation in the MAP program is mandatory for water systems, which serve less than 10,000
persons (approximately 3,300 service connections). The Company reported its water  testing
expense at 36,2506 during the test year. Staff has reviewed the Company's testing expense and has
recalculated testing costs based on the Company's responses to Data Requests received on June 7,
2007. Table B below shows Staffs annual water  monitoring expense estimate of $5,323 with
participation in the MAP program.

4 Per ADEQ Compliance Sta tus  Report dated April 10, 2007
5 Based on the Company's  responses to Data Requests  received on June 7, 2007 (See Attachment 2)

Per Colnpany's  Rate Applica tion, Schedule E~2



Monitoring Cost per test No. of tests per year Annua l Cost

Tota l coliform monthly $25 36 $900

Inorganlcs P riority Pollutants MAP MAP MAP

Radlochemwal per 4 years MAP MAP MAP
Phase II and V.
Nitra te annua l (for 5 we lls ) $36 5 $180

Nitrite once  per period MAP MAP MAP
Asbestos per 9 years MAP MAP MAP
MAP IOns , S OCs ,&VOCs MAP MAP $38837
Lead & Copper $43 20 $860

Tota l $5,323

E XHIBIT KS
P a ge  10

Table  B. Water Testing Cost

F . ADWR  C O MP LIANC E

The  Company is  not within an Active  Management Area , and consequently is  not subject to ADWR
reporting and conservation requirements .

G. AC C  C O MP LIANC E

A che ck with Utilitie s  Divis ion Complia nce  S e ction showe d tha t the re  a re  curre ntly no de linque nt
compliance  items for the  Company8.

H. DEPRECIATION RATES

It appears  the  Company has  been us ing a  deprecia tion ra te  of 5.00% in eve ry Na tiona l Associa tion
of Re gula tory Utility Commiss ione rs  ("NARUC") pla nt ca te gory. In re ce nt orde rs , the  Commiss ion
has  been shifting away from the  use  of compos ite  ra te s  in favor of individua l deprecia tion ra te s  by
NARUC ca te gory (for e xa mple , a  uniform 5% compos ite  ra te  would not re a lly be  a ppropria te  for
e ither vehicles or transmission mains and instead, different specific re tirement ra tes should be  used) .
S ta ff ha s  de ve lope d typica l a nd cus toma ry de pre cia tion ra te s  within  a  ra nge  of a nticipa te d
e quipme nt life . The s e  ra te s  a re  pre s e nte d in Ta ble  C be low a nd it is  re comme nde d tha t the
Company use  these  deprecia tion ra tes  by individual NARUC ca tegory on a  going-forward basis .

7 Per MAP invoice for 2006 Calendar Year
8 Per ACC Compliance status check dated June 27, 2007



NARUC
Account No.

De pre cia ble  P la nt
Ave ra ge
S e rvlce  Life
(Ye a rs )

Annua l
Accrua l Ra te

(% )
304 Structures  & Improvements 30

305 Colle cting & Impounding Re se rvolrs 40

306 La ke , Rive r, Ca na l Inta ke s 40

307 We lls  & Springs 30

308 Infiltra tion Ga lle rie s 15

309 Raw Wate r Supply Moms 50

310 Power Genera tion Equlpment 20

311 Pumping Equipment 8

320 Water Trea tment Equipment
320.1 Water Treatment Plants 30

320.2 Solution Chemlca l Feeders 5

330 Dis tribution Rese rvolrs  & S tandpipes ,

330.1 S tora ge  Ta nks 45

3302 P re ssure  Ta nks 20

331 Tra nsmis s ion & Dis tribution Ma ins 50

333 S€I'V1C€S 30

334 Me te rs 12

3.33

2.50

3.33

6.67

2.00

5.00

12.5

3.33

20.0
81 I:

2.22

5.00

2.00

3.33

8.33

2.00

2.50

2.50

6.67

6.67

6.67

5.00

5.00

335

340

340.1

Hydra nts 50

Backflow Prevention Devices 15

Other Plant & Mis c Equlpme nt 15

Office  Furniture  & Equipme nt 15

Compute rs  & Software 5

Tra ns porta tion Equlpme nt 5

Stores Equipment 25

Tools , S hop & Ga ra ge Equlpm e nt 20

Labora tory Equlpment 10

Power Opera ted Equlpment 20

Communica tion Equipment 10

6.67

6.67

6.67

20.00

20.00

4.00

336

339

340

340.1

341

342

343

344

345

346

347

348

10.00

5.00

10.00

Misce llaneous  Equlpment 10 10.00

Othe r Ta ngible  P la nt

EXH1B1T KS
P a ge  11

TABLE C
TYPICAL DEPRECIATION RATES FOR WATER COMPANIES

NOTES:
1. These deprecia tion ra tes  represent average expected ra tes . Wa ter companies  may experience different

ra tes  due to va ria tions  in cons truction, environment, or the phys ica l and chemica l cha racteris tics  of the
water.

2. Acct. 348, Other Tangible Plant may vary from 5% to 50%.
accordance with the specific capital itelns in this account

The  deprecia tion ra te  would be  s e t in



3-1nchl

Meter S ize *Company
Current
Ta tiffg

Company
P roposed Tariff

* Staff' s Recommendation

Service Line
Charge

Meter Charge
Total
Charge

5/8 x 3/4-mchM $100

3/4-inch $120 $405 $355 $165 $520

1 -inch $160 $455 $405 $205 $610

1-1/2-inch $300 $665 $440 $415 $855

2-inch $400 $1,080 $600 $915 $1,515 I
$1,460 $775 $1,420 $2,195

4-inch $2,985 $1,110 $2,250 I
I$3,360

$6,1156-inch $4,450 $1,670 $4,445

E XHIBIT KS
P a ge  12

1 . O T HE R  IS S UE S

1. Service Line and Meter Installation Charges

The  Com pa ny ha s  re que s te d  cha nge s  in  its  s e rv ice  line  a nd  m e te r ins ta lla tion  cha rge s . The s e
cha rge s  a re  re funda ble  a dva nce s  a nd  the  Com pa ny re que s te d  cha rge s  tha t a re  le s s  tha n  S ta ffs
cus toma ry ra nge  of cha rge s . Afte r S ta ff dis cus s ions  with the  Compa ny, the  Compa ny a gre e d to the
lowe r e nd of S ta ffs  cus toma ry ra nge  of cha rge s . The  Compa ny, a ls o, propos e s  to cha rge  cos ts  tha t
a re  ba s e d  on  the  a c tua l cos ts  incurre d  for the  roa d  c ros s ing  or boring  if re quire d .  The  Com pa ny
e s tim a te s  tha t the re  a re  a bou t 10% o f lo ts  tha t c a n  no t be  s e rve d  from  e a s e m e n t in  re a r a nd ,
the re fore ,  m a y re quire  roa d  cu tting  or boring . The re fore ,  S ta ff re com m e nds  tha t cha rge s  lis te d
be low in  the  righ t-ha nd  c o lum n in  Ta b le  D be low be  a dop te d .  O n ly the  roa d  c ros s ing  o r bo ring
cos ts , if re quire d, would be  de te nnine d on a  ca se -by-ca se  ba s is .

Table D Service Line and Meter Installation Charges

*Note: Road crossing or boring costs would be at cost when a road crossing or
boring is required.

2. Cu r ta ilm e n t  P la n  Ta r iff

The  Compa ny ha s  a  curta ilme nt ta riff tha t be ca me  e ffe ctive  on April 25, 2003 .

3. Ba c kflo w P re ve n t io n  Ta r iff

The  Compa ny ha s  a  ba ckflow pre ve ntion ta riff tha t be ca me  e ffe ctive  on J a nua ry 13, 1995.

9 Became effective on June 1, 1985
10 The Company reported that it has  no 5/8 x 3/4inch meters
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Cordes Lakes Water Company
Docke t# W-02060A-07-0256

Answers to Data  Request -2

KS -2.1  Ye s

KS -2 .2  Ye s

KS-2.3 A copy of the  layout map of the  sys tem (reduced to 8-1/2 X 11) is  enclosed
indica ting the  a rea  and the  loca tion of we ll s ite s . A wa ll s ize  ve rs ion of
the  enclosed map is  ava ilable  upon request. The  computer disk provided was
made  from a  full s ize  plan. The  s ize  of the  Cordes  Lakes  subdivis ion is
approximate ly 1520 acres

KS -2.4  Ye s

KS -2 .5  WELL #  55-690346  (LOT 970)
WELL # 55-518196 (LOT 2935)
WELL #  55-609234  (LOT 844)
WELL # 55-609347 (LOT 2378)
WELL #  55-565855  (LOT 405)

85 GP M
86 GP M
15 GP M

100 GP M
45 GP M

KS-2.6 The  sys tem does  not chlorina te  on a  continua l or regula r bas is . Chlorina tion only
occurs  when the re  is  a  problem with a  bacte riologica l te s t or work on a  line
break. There fore , we  do not have  to te s t for chlorine  by-products  a t this  time .
Within the  nea r future , we  plan to ins ta ll full time  gas  chlorina tion

Ks-2.7 The  Company runs  20 tes t samples  pe r year. Reduced sampling has  been
requested, but no response has been received from the  ADEQ.

P REP ARED BY NEIL FOLKMAN

Copy to Ka tlin S tukov
Robin R. Mitche ll.



CORDES LAKESWATER COMPANY SYSTEM ASSETS

SYSTEM NUMBER 13-023
DWR# 55-690346
POE # 1

MAP LOCATION
PID#
LOT# 970
ADDRESS 20452 E ANTELOPE

STORAGE TANK •2 45,000 GAL
PRESS. TANK I1 2000 GAL
METER SIZE 3-INCH

WELL SIZE 6-INCH
WELL DEPTH 404 FEET
WELL CASING 14-INCH
CASING DEPTH UNKNOWN
STATIC LEVEL 95-FEET
DRAW DOWN 179-FEET
PUMP CAPACITY 65 GPM

PUMPS WELL I 7-1/2 HP1
BOOSTER PUMPS • 7-1/2 HP2

AIR COMPRESSOR • 1/3 HP1
I

I.
I

POWER 230 VOLTS

ROTO PHASE NONE

PUMP HOUSE 8 X 8 WOOD

FIRE HYDRANT 2-1/2 IN JONES HD
\
l

FENCING 374-FT CHAIN LINK



SYSTEM NUMBER 13-023
DWR # 55-518196
POE # 2

MAP LOCATION
P ID# 500-32-486
LOT # 2935
ADDRESS 15646 S BLACKMT

STORAGE TANK •1 30,000 GAL
PRESS. TANK •1 5,000 GAL
METER SIZE 3-INCH

WELL SIZE 8-INCH
WELL DEPTH 380-FEET
WELL CASING 8-INCH
CASING DEPTH 380-FEET
STATIC LEVEL 89- FEET
DRAW DOWN UNKNOWN
PUMP CAPACITY 95 GPM

PUMPS WELL • 7-1/2 HP1
BOOSTER PUMPS • 7-1/2 HP2

AIR COMPRESSOR • 1/3 HP1
l

230 VOLT SINGLEPOWER

ROTC) PHASE NONE

PUMP HOUSE 8 X8 BLOCK

FIRE HYDRANT 1 STANDARD

FENCING 178-FT CHAIN LINK



SYSTEM NUMBER 13-023
DWR # 55-609234
POE # 3

MAP LOCATION
PID#
LOT# 844
ADDRESS 16410 E ANTELOPE

STORAGE TANK I1 16,000 GAL
PRESS. TANK •1 3,000 GAL
METER SIZW 3-INCH

i

WELL SIZE 6-INCH
WELL DEPTH 555 FEET

6-INCHWELL CASING
343 FEETCASING DEPTH

STATIC LEVEL 56 FEET
DRAW DOWN 500 FEET
PUMP CAPACITY 12 GPM

PUMPS WELL • 2 HP1
BOOSTER PUMPS I 5 HP2

I

i

I

I1 1.3 HPAIR COMPRESSOR

POWER 230V SINGLE

NONEROTO PHASE

PUMP HOUSE 10 X 12 WOOD

FIRE HYDRANT NONE
I

!
104 FT CHAIN LINKFENCING

I

i
I

I



SYSTEM NUMBER 13-023
DWR# 55-609347
POE# 4

l

MAP LOCATION
l

PID#
l

l

LOT # 2378
ADDRESS 20534 E NAVAJO

I

STORAGE TANK •1 30,000 GAL
PRESS. TANK 1 5,000 GAL
METER SIZW 3-INCH

WELL SIZE 12-INCH
WELL DEPTH 500 FEET
WELL CASING 12-INCH
CASING DEPTH 500 FEET

64 FEETSTATIC LEVEL
DRAW DOWN 115 FEET
PUMP CAPACITY 94 GPM

PUMPS WELL I 7-1/2 HP1
BOOSTER PUMPS •2 10 HP

AIR COMPRESSOR

POWER 230V SINGLE
J

ROTO PHASE YES

PUMP HOUSE 12 X 12 BLOCK
l

l

FIRE HYDRANT 2-1/2 JONES HEAD

FENCING 304 FT CHAIN LINK

l

l

l

l

I

I

I

\
l
l
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SYSTEM NUMBER 13-023
DWR # 55-565855
POE # 5

r

1
WMAP LOCATION

PID# I

i

LOT # 405
ADDRESS 16410 IND BEND

STORAGE TANK
1

1 @ 100,000 GAL
1 5,000 GALPRESS. TANK

METER SIZW 3-INCH
l

W

WELL SIZE 10-INCH
550 FEETWELL DEPTH

WELL CASING 10-INCH
CASING DEPTH 343 FEET
STATIC LEVEL 90 FEET
DRAW DOWN 187 FEET
PUMP CAPACITY 54 FEET

l

PUMPS WELL • 7-1/2 HP1
BOOSTER PUMPS • 7-1/2 HP2

• 1.3 HP1

I

AIR COMPRESSOR

POWER 230 VS|NGLE

ROTO PHASE NONE

PUMP HOUSE 8 X 8 WOOD

FIRE HYDRANT NONE

FENCING 444 FT CHAIN LINK



SYSTEM NUMBER 13-023
DWR # BOOSTER ONLY
P OE # N/A

i

MAP LOCATION ANTELOPE - 6
P ID# I

LOT #
ADDRESS

TRACT A
E ANTELOPE DR

NONESTORAGE TANK
PRESS. TANK •2 100 GAL
METER SIZE NONE

WELL SIZE N/A
WELL DEPTH N/A
WELL CASING N/A

N/ACASING DEPTH
STATIC LEVEL N/A

N/ADRAW DOWN
PUMP CAPACITY N/A

PUMPS WELL NONE
BOOSTER PUMPS I I HP2Hp--11

AIR COMPRESSOR NONE
I

l

POWER 230 VOLT SINGLE

ROTO PHASE NONE
I

PUMP HOUSE NONE

FIRE HYDRANT NONE

FENCING 50 FTCHIAN LINK
g

I

i
l

l

l

l



SYSTEM NUMBER 13-023
DWR # BOOSTER ONLY
POE # N/A

MAP LOCATION KING DR-7
PID#
LOT # 1545
ADDRESS S KING DR

STORAGE TANK NONE
PRESS. TANK 11 500 GAL
METER SIZE NONE

WELL SIZE N/A
WELL DEPTH N/A
WELL CASING N/A
CASING DEPTH N/A
STATIC LEVEL N/A
DRAW DOWN N/A
PUMP CAPACITY N/A

PUMPS WELL NONE
I•1 5HP-1 7-1/2HPBOOSTER PUMPS

AIR COMPRESSOR •1 1/3 HP

POWER 230 VOLT SINGLE

ROTO PHASE NONE

PUMP HOUSE NONE

FIRE HYDRANT NONE

52 FTCHAIN LINKFENCING

I

*

Y



SYSTEM NUMBER 13-023
DWR # BOOSTER ONLY
POE # N/A

MAP LOCATION MOON MTN-8
PID#
LOT # 2115
ADDRESS 19614 MOON MTN

STORAGE TANK NONE
•3 100 GAL

NONE

WELL SIZE N/A
WELL DEPTH N/A
WELL CASING N/A
CASING DEPTH N/A
STATIC LEVEL N/A
DRAW DOWN N/A
PUMP CAPACITY N/A

PUMPS WELL NONE
BOOSTER PUMPS •I1 5HP-1 7-1/2HP

I

I

AIR COMPRESSOR NONE

POWER 230 VOLT SINGLE

ROTO PHASE NONE
F
\

PUMP HOUSE NONE

FIRE HYDRANT NONE

FENCING 68 FTCHAIN LINK
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CORDES LAKES WATER COIWPANY

DOCKET NUMBER W~02060A-07-0256

ARIZONA DEPARTMENT OF REVENUE ...- TAX CLEARANCE APPLICATION

ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY ..... MAPS
RECEIPT

ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY
REPORT

COMPLIANCE

WATER USE DATA sru8ET

LABORATORY BILLS FOR COPPER, LEAD, BACTERIOLOGICAL TESTS
NITRATE. CHLORINE

SAMPLE BILL

ANSWERS TO LIST OF DEFICIENCIES 05-23-07
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In 2004, the  City of Cottonwood unde r threa t of condemna tion took ove r the  a ll of the
asse ts  of the  Verde  Village  Sys tem. The  City reques ted tha t the  Cordes la iges  Wate r
Company continue  to ope ra te  the  Verde  Village  sys tem until April,2005

On page  16 of the  s ta ff report da ted December 4, 1984, the  s ta ff indica ted tha t the  ra tes
be ing proposed (and eventua lly authorized) for the  Corded System would genera te  a  ra te
of re turn of ze ro (0). During the  hea ring the  s ta ff te s tified tha t a lthough the  Company
should be  entitled to a  higher ra te , for the  Cortes  sys tem, any higher ra te  than the  ra te
proposed would re sult in ha rdships  for the  Cordes  sys tem cus tomers . Furthe r, the  Verde
Village  proposa l would genera te  adequa te  funds for the  Company.

Cordes  Lakes  Water Company was formed in 1974 to purchase  the  wate r sys temsowned
by Queen Creek Land ba  Cattle , .~ I i yea r

Cottonwood Arizona . Both sys tems  were  ce rtified to se rve  only the  subdivis ions  of the
same name and owned by Queen Creek Land & Cattle . At the  time  of purchase  the re
were  approximate ly 330 customers  in the  two systems.

Cordes  Lakes  Wate r Company la s t sought ra te  re lie f with a  ra te  applica tion submitted
Februa ry 16, 1984. The  Decis ion, #54526 was  put into e ffect on June  l, 1985. At the
time  the  Cortes  sys tem had 238 cus tomers  while  the  Verde  Village  sys tem had l 125
customers.

Over the  past 20 years  severa l discussions were  he ld with ra te  consultants  both inside  and
outs ide  the  Commiss ion. The  opinion of the  consultants  was  tha t the  Cordes  sys tem, on
its  own, could not ge t ra te  re lie f a s  long as  the  Verde  sys tem was  growing so quickly

apprecia te  considera tion as  soon as  possible . Our es tablis lnnent fees  a re  very low, our
NSF fee  is  less  than we are  charged, and we have  no la te  fees to force  more  prompt
payments . We a re  forced to send 7 to 10 percent of our customers  de linquency le tte rs
each month adding 8350 to $75 to our costs..

CORDES  LAKES  WATER COMP ANY
13322969

INTRODUCTORY MES S AGE
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CORDES  LAKES  WATER COMP ANY -- W-02060A-07-0256
LIS T OF DEFICIENCIES  ACC-MAY 23, 2007

The  Company's  sa les  account includes  a  number of factors  in addition to mete red
sa le s  Among the  ma jor ite ms

Sales tax $22,609
$ 5 ,472

Misc re ve nue  (s ta b, NS F, e tc). $  3 ,785
Balance  meter deposits $  2 ,710
Balance  se rvice  deposits $  8 ,120
Depos it re funds (3 3,73())

There  was  a lso a  charge  of $4685 included in revenue  tha t technica lly is  not pa rt of
Corte s  revenue  but is  for income  tax only.

2 The  Company only has  one  ra te  no matte r wha t s ize  of me te r ins ta lled. The
Company has  only live  l-in me te rs  ins ta lled but does  not track the  cus tomers  with these
meters because we have only one rate

QS The  Company ins ta lls  only 3/4 -short length me te r. The  3/4-short length me te r
has  a  full 3/4 passage  but has  a  laying length of 7-1/2 inch ins tead of the  s tandard 9-
inches . The  use  of a  3/4-sho1t length mete r provides  le ss  res triction than a  5/8x3/4
mete r.

.P

4. The  Company ran out of money and had to take  an advance  from one  of the
s tockholders . Further advances  by s tockholders  have  been made  s ince  tha t da te . As we
are  los ing money a t the  ra te  of $2000-$3000 per month in rea l dolla rs , we  have  only the
option of advancing money or not paying our supplie rs  and our employees .

I

Fixe d

Fixe d

Fixe d

8 Fixe d

9. Schedule  E-2 shows an expense  deduction of $669, 420 and A-2 shows a
deduction $670,096. The  diffe rence  $1486 is  shown on schedule  C.

10 The revenue for the  years before  the  test year (2004 and 2005) conta ined some
revenue  from the  City of Cottonwood for ope ra tions  be fore  and a fte r the  Verde  Village
condemnation. The  expenses  for 2004 and 2005 shown in schedule  E-2 and A-2 have
been es timated as  they too, have  la rge  charges  for opera tions  involved with the  City of
Cottonwood condemnation tha t a re  impossible  to separa te  out.

5.

6.

\



Inte re s t shown on E-2 is  $549.00. The  inte re s t on A-2 is  $2500 highe r. The
Diffe rence  shown on schedule  C-1 is  accrua l for inte res t on director advance

Service  charges for NSF checks were  increased onOctober 24> 2006, to $10.00
when Nationa l Bank increased die  charge  to us  to $10.00. We did not fee l tha t we  had to
subsidize  bad check write rs . Inte res t had been pa id s ince  1973, apparently we  did not
rea lize  tha t it was omitted on the  las t ra te  ta riff schedule  .

\
As of February 19, 2007, a ll Eve  points  of entry have  a rsenic leve ls  of <.003 pe r

2007 maps report '

,ff .
g 14 of

\.~.....-"'
The  Company does  the  following te s ting,
Bacte riologica l te s ts : 3 pe r month $ 25.00 per test
Nitra te  te s ts 5 per year $ 36.00 per test
Le a d & Coppe r 20 per year $ 43.00 per test
Ma ps 1 per year $3,382.83 per year

Extra  bacte riologica l te s ts  and a  chlorine  te s t was  pe rformed to correct a  viola tion and to
assure  seve ra l new wa te r line s  were  prope rly chlorina ted. A new policy a t Ae rotech
Environmenta l requires  $200 worth of te s ts  pe r submitta l, so it is  necessa ry to submit
samples a t the  same time as  another Company to make  the  $200 minimum.

15 The  sys tem does  not chlorina te  continuous ly. At this  time  we  have  chlorine  pe lle t
feeders  a ttached te  each well for emergencies . If money is  ava ilable  we  hope  to add
continuous  gas  chlorina tion

16. Compliance  report sent for. Result showed non-compliance  for two
bacte riologica l te s ts . Both were  handled correctly. Sent info to S ta te  and reques ted a
new compliance  s ta tement

l

\
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EXECUTIVE SUMMARY
CORDES LAKES WATER COMPANY

DOCKET no. W-02060A-07-0256

The direct testimony of Staff witness Steven P. Inline addresses the following issues

Capital Structure Sta ff  r ecommends that the Arizona Corporation Commission
("Commission") adopt a  capital structure for  Cordes Lakes Water  Company ("Cordes" or
Company") for this proceeding consisting of 0.0 percent debt and 100.0 percent equity

Cost of Equity - Staf f  s 10.0 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 10.8 percent using the capital asset pricing model
("CAPM")

Overall Rate of Return -
("ROR") of 10.0 percent

Staff recommends that the Commission adopt an overall rate of return

Company's proposed Rate of Return - The Commission should reject the 5.7 percent rate of
return proposed by Cordes as it did not provide any analysis in support of this rate of return



Dire ct Te s timony of S te ve n P . Irvine
Docke t No W-02060A-07-0256
P a ge  1

1 1 . INTRODUCTION

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 d e s c rib e  yo u r re s p o n s ib ilit ie s  a s  a  P u b lic  Utilit ie s  An a lys t.

8

9

10

In  m y ca pa c ity a s  a  P ublic  Utilitie s  Ana lys t IV,  I conduc t s tudie s  to  e s tim a te  the  cos t of

e quity ca pita l, pe rfonn a na lyse s  of de bt cos ts  a nd compute  the  ove ra ll ra te  of re turn in ra te

proce e dings . I a lso de s ign ra te s  to ge ne ra te  the  re ve nue  re quire me nt in ra te  proce e dings .

11

12 Q- P le a s e  d e s c rib e  yo u r e d u c a tio n a l b a c kg ro u n d  a n d  p ro fe s s io n a l e xp e rie n c e .

13

14

15

16

In  1 9 9 4 ,  I g ra d u a te d  fro m  Ariz o n a  S ta te  Un iv e rs ity,  re c e iv in g  a  Ba c h e lo r o f S c ie n c e

d e g re e  in  Bu s in e s s  Ma rke tin g . In  1 9 9 7 ,  I r e c e iv e d  a  Ma s t e r s  d e g re e  in  P u b lic

Adm inis tra tion from  Arizona  S ta te  Unive rs ity. be ga n e m ploym e nt with the  Com m is s ion

in Ma y of 2001 a nd ha ve  worke d in the  Utilitie s  Divis ion s ince  S e pte mbe r 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 Corde s  La ke s  Wa te r

Company ("Cordes" or "Company") in this  ca se .

2 1

22

23 Q.

Summary of Testimony and Recommendations

Briefly summarize how Staff's cost of capital testimony is organized.

24

25

26

A.

A.

A.

A.

A. S ta ffs  cos t of ca pita l te s timony is  pre s e nte d in te n s e ctions . S e ction I is  this  introduction.

S e c t io n  II d is c u s s e s  th e  c o n c e p t  o f we ig h te d  a v e ra g e  c o s t  o f c a p ita l ("W AC C ") .

S e c tion  III pre s e nts  the  conce pt of ca pita l s truc ture  a nd  pre s e nts  S ta ffs  re com m e nde d



Direct Tes timony of S teven P . Irvine
Docke t No W-02060A-07-0256
Page 2

1

2

3

4

5

6

capita l s tructure  for Cordes  in this  proceeding. Section IV discusses  the  concepts  of re turn

on  e qu ity ("ROE") a nd  ris k. S e ction V pre s e nts  the  me thods  e mploye d by S ta ff to

e s tima te  Corde s ' ROE. Se ction VI pre se nts  the  findings  of S ta ffs  ROE a na lys is . Se ction

VII presents  S ta ff s  fina l cos t of equity e s tima tes  for Cordes . Section VIII presents  S ta ff" s

ra te  o f re tu rn  ("ROR") re comme nda tion  fo r Corde s . S e ction IX pre s e nts  S ta ff' s

comments  on the  Company's  applica tion a s  it re la te s  to cos t of capita l. Fina lly, Section X

summarizes Staff' s  recommendations.7

8

9 Q-

1 0

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 Cordes  in  th is  proceeding.

1 1

1 2

1 3

1 4

S ta ff re comme nds  a  10.0 pe rce nt ove ra ll ROR. S ta ff' s  re comme nde d ROR re fle cts  a

capita l s tructure  composed of 0.0 pe rcent debt and 100.0 pe rcent equity, a  10.0 pe rcent

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

from 9.1 pe rcent us ing the  discounted cash flow method ("DCF") to 10.8 pe rcent us ingthe

1 5 ca pita l a s s e t pricing  mode l ("CAP M").

ca lcula ted in Schedule  SPI-1.

S ta ffs  re comme nde d 10.0 pe rce nt ROR is

1 6

1 7

1 8 Q-

1 9

Brie fly s umma rize  Corde 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 th is  proceeding.

20

2 1

22

The applica tion does not clearly convey a  proposed a  capita l s tructure , cost of debt or cost

of e quity. Sche dule  D-1 of the  a pplica tion include s  thre e  e ntrie s : long te rn de bt, s e rvice

deposit and officers  advance . A dollar amount and ra te  expressed as  a  percentage  is  lis ted

23 for e a ch of the s e  ite ms . S che dule  D-1 doe s  not cha ra cte rize  the  s e rvice  de pos its  or

24

25

26

A.

A.

advances  a s  e ithe r debt or equity. The  schedule  a lso does  not indica te  the  proportions  of

debt and equity in the  capita l s tructure . The  schedule  a lso does  not indica te  a  proposed

re turn on de bt, e quity, or tota l ra te  of re turn. S che dule  A-l of the  a pplica tion doe s  lis t
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required ra te  of re turn as  5.7 percent. S ta ff asked the  Company in a  da ta  request to cla rify

its  proposed leve l of debt and equity in the  capita l s tructure  as  well as  the  proposed cost of

each and tota l proposed cost of capita l.' The  Company's  response  to these  questions does

not cla rify the  Company's  proposa l and indica tes  some  confus ion on the  pa rt of Company

regarding cos t of capita l

THE WEIGHTED AVERAGE COST OF CAPITAL

8 Q Pleas e  expla in the  te rm cos t of capita l

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

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")

While  a  compa ny ma y de te rmine  the  s ize  of the  d ivide nds  it pa ys  or offe r de bt a t

pa rticula r ra te s  a t its  own discre tion, in a  compe titive  ma rke t, the  ma rke t de te rmine s  the

expected re turn on its  equity capita l. Equity investors  a re  a ttracted to an equity investment

whe n the  e xpe cte d re turns  a re  s imila r to those  of othe r e ntitie s  with s imila r risk. Tha t is

the  cost of equity capita l is  de te rmined by the  marke t

Exhibit 1
Exhibit 2
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1 Q- Wh a t is  th e  WACC fo rmu la ?

2 The  WACC formula  is  a s  follows :

3 Equa tion 1

4
n

5
WACC W t f t

6

7

8

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.

9

1 0 Q-

1 1

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 2

1 3

1 4

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 5

1 6 WACC = (70.0% * 7.0%) + (30.0% * 10.0%)
1 7

WACC = 4.90% + 3.00%
1 8

WACC 1 7.90%
1 9

20

2 1

22

A.

A.

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 e a rn 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.



Component %
Capita l Leases $10,000 ($10,000/$100,000) 10.0%
Long-Te nn De bt $30,000 ($30,000/$100,000) 30.0%
Short-Te rm Debt $5,000 ($5,000/$100,000) 5.0%
Preferred 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

Ba c kg ro u n d

P le a s e  e xp la in  th e  c a p ita l s tru c tu re  c o n c e p t.Q-

4

5

6

7

8

9

While  WACC de s cribe s  the  a ve ra ge  unit 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 s e s , long-te rm de bt, s hort-te rm de bt, pre fe rre d s tock, a nd common

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

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

(financia l risk) increases .

10

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

12

13

14

15

16

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-te rm debt, $5,000 of

short-te nn 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  l.17

18

19 Ta b le  1

20

A.

A.
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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-tenn debt, 10.0 percent pre fe rred s tock and 45.0

percent common s tock

5

6

Cordes' Capital Structure

What capital structure does Cordes proposeQ

It is  unclear what the  Company proposes  for a  capita l s tructure

9 Q What capital structure does Staff recommend for Cordes?

S ta ff recommends  a  capita l s tructure  composed of 100.0 pe rcent equity and 0.0 pe rcent

debt as shown in Schedules SPI- 1

13 Q What is  the  bas is  for S ta ff's  capita l s truc ture  recommendation?

Information provided in the  applica tion and responses  to a  S ta ff da ta  reques t provided no

clea r indica tion tha t the  Company has  debt." S ta ff reviewed pas t filings  made  by Cordes

with the  Commission and found no applica tions  for approva l of debt

18 Q How does Cordes' capital structure compare to capital structures of publicly traded

wate r u tilitie s ?

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 rnple

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

Exhibit 2



Direct Tes timony of S teven P . Irvine
Docke t No W-02060A-07-0256
Page 7

1 Q.

2

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

structure differences between Cordes and the sample water companies?

3 Yes. This  ma tte r is  discussed in Section VII, Fina l Cos t of Equity Es tima tes  for Cordes .

4

5

6

Other Financ ia l Cons ide ra tions

7 Q. Are there any other financial considerations that should be noted?

8

9

10

11

12

13

Ye s . The  Compa ny include d a  $50,000 lia bility in the  compa ra tive  ba la nce  s he e t in

S che dule  E-1 of its  a pplica tion. The  lia bility is  s hown a s  ha ving e xis te d longe r tha n a

pe riod of one  ye a r. S uch lia bilitie s  a re  long-te rm de bt. Howe ve r, the  Compa ny did not

not approved by the  Commiss ion, it has  not been included in S ta ff's  recommended capita l

s tructure .

14

15 Iv. R E TUR N O N E Q UITY

16

17

Background

Please define the term cost of equity.Q-

18

19

20

21

22

23

24

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 e quiva le nt le ve ls  of risk a s  inve s tors  ca n 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 te rmined by the  marke t given the  preva iling marke t conditions .

25

A.

A.

A.
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1 Q- Can the cost of equity for Cordes be determined by market data related to its stock

2 and earnings?

3

4

5

6

As Cordes ' s tock is  not publicly traded, its  cos t of equity cannot be  e s tima ted directly. As

s ta te d pre vious ly, inve s tors  e xpe ct re turns  e quiva le nt to  the  re turns  of s tocks  with

e quiva le nt risk. As  a  proxy for Corte s ' own ma rke t da ta , S ta ff has estimated Cordes ' cost

of equity us ing marke t da ta  from s ix publicly traded wa te r utilitie s .

7

8 Q. Do interes t ra tes  affec t cos t of equity?

9

1 0

1 1

1 2

Ye s . According to the  Ca pita l Asse t P ricing Mode l ("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

Corde s ' cos t of e quity. The  CAP M mode l is  dis cus s e d in gre a te r de ta il in S e ction V of

1 3 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 I. 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  on a ve ra ge

1 8

A.

A.

A.

risen somewhat s ince  tha t time .
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Source: Federal Reserve

1 2 Q What has been the general trend in interest rates in the long-term?

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 te s  rose  on average  until the  l980's  and have  fa llen on average  s ince

tha t time



Chart 2: History of 5- and 10-Year Treasury Yields
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1

2

3

4

5

6

7

8

9

1 0

1 1

1 2 Source: Federal Reserve

1 3

1 4 Q- What do these trends suggest for cost of equity?

1 5

1 6

As mentioned previous ly, inte re s t ra te s  gene ra lly have  a  pos itive  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 .

1 7

1 8 Risk

1 9 Q- Pleas e  define  ris k as  it re la tes  to cos t of capita l.

20

2 1

22

23

24

25

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 must promise  highe r expected yie lds .4 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 ifiable  risk. Non-marke t risk can a lso be  re fe rred to

as  unique  or dive rs ifiable  risk.

A.

A.

4 Scott, David L. Wall S treet Words , revised edition. Houghton Mifflin Company. Bos ton. 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 greater detail in Section V of this testimony.

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 earnings due to the

1 4

1 5

bas ic na ture  of a  firm's  bus iness . Companies  in the  same  line  of bus iness  experience  the

same  bus iness  risk a ssocia ted with ea rning cycles  for tha t line  of bus iness . Bus iness  risk

1 6 affects cost of equity.

1 7

1 8 Q. What is  financ ia l ris k?

1 9

20

2 1

22

Financial risk is the risk that results iron a company's reliance on debt financing.

Financial risk affects cost of equity. Finns whose capital is highly leveraged have greater

exposure related to the ability to service debt. As leverage increases, risk also increases.

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

23

24 Q- What is  non-marke t ris k?

25

26

A.

A.

A.

A. 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
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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 firms  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

5 Q Do market and non-market risk affect cost of equity

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  compensa ted for non-marke t risk, i.e ., non-rnarke t risk does  not a ffect

cos t of equity

E S TIMATING  THE  CO S T O F  E Q UITY

11 In troduc tion

1 2 Q- Did Sta ff direc tly es timate  Cordes ' cos t of equity

No. As  Corde s  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  Corde s ' cos t of e quity a re  not a va ila ble . For this  re a s on, S ta ff us e d ma rke t

informa tion from s ix publicly tra de d wa te r compa nie s  a s  a  proxy for the  fina ncia l me trics

needed to e s tima te  Cordes ' cos t of equity. Da ta  from the  proxy companies  is  ave raged in

S ta ff's  a na lys is . Re lying on a ve ra ge d da ta  from a  s a mple  group a s  a  proxy ha s  the

beneficia l e ffect of reducing sample  e rror associa ted with variance  present a t the  ins tant in

time  from which the  financia l me trics  a re  se lected

2 1 Q What companies  did Staff s e lect as  proxies  or comparables  for Cordes ?

Sta ffs  sample  cons is ted of: American S ta te s  Wate r, Ca lifornia  Wate r, Connecticut Wate r

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

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

regula ted opera tions
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1 Q What models  did S ta ff implement to  es timate  Cordes ' cos t of equity

S ta ff' s  e s tima te  of the  cos t of equity is  ba sed on the  Discounted Cash Flow ("DCF") and

the  CAP M

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

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

of this  te s timony

11 Dis counted Cas h Flow Model Ana lys is

12 Q Please provide a brief summary of the theory upon which the DCF method of

estimating the cost of equity is based

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

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

P rofe s s or Myron Gordon pione e re d the  us e  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

23 Q Are  a lte rna tive  growth ra te  mode ls  us ed in  S ta ff's  applica tion of the  DCF?

Ye s . S ta ff use s  two ve rs ions  of the  DCF. In one  ve rs ion, S ta ff use s  a  s ingle  continuous

growth ra te . This  is  re fe rre d to a s  the  cons ta nt growth DCF. In the  se cond ve rs ion S ta ff
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1

2

uses  a  two-s tage  growth ra te  tha t a ssumes  tha t dividend growth will change  in the  future .

This  second model is  re fe rred to as  the  multi-s tage  or non-constant growth DCF.

3 The Constant-Growth DCF

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

5 The  cons tant-growth DCF formula  used in S ta ffs  ana lys is  is  a s  follows:

Equation 2 :

K D1+g
/1,

where : K
D 1

13,
g

the cost of equity

the expected annual dividend

the current stock price

the expected infinite annual growth rate of dividends

6

7

8

9

10

This  formula  assumes tha t the  company has  a  constant earnings re tention ra te  and tha t its

e a rnings  will continue  to grow a t a  s ingle  cons ta nt ra te . According to this  e qua tion, a

s tock with a  current marke t price  of $10 pe r sha re , an expected annua l dividend of $0.60

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

of 10.0 pe rcent. This  is  ca lcula ted a s  follows: (30.60/$10 or 6.0 pe rcent) + (4.0 pe rcent) =

1 1 10.0 percent.

1 2

1 3 Q. How did Staff select the dividend yield components D1 and P0 in the constant-growth

1 4 DCF fo rmu la ?

1 5

1 6

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 August 15, 2007, as  reported byMS NMone y.

1 7

A.

A.

Va lue  Line Summary & Index. July 27, 2007, announced company dividends  http://www.ctwater.corn and
http://ir.aquaa1nerica.com
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1 Q.

2

Why did Staff use the August 15, 2007 spot stock price rather than a historical

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

3

4

5

6

7

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

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

9 conditions that may have changed.

10

11 Q-

12

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

DCF model represented by Equation 2?

13

14

15 earnings-per-share  ("EPS")7

16

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")6,

and sustainable growth bases.

17

18 Q,

19

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

of the constant-growth DCF model?

20

2 1

22

23

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

a re  re la ted to ea rnings . While  dividend layouts  a re  not necessa rily de tennined by a  given

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 rm, dividend layouts  a re  dependent on earnings.

24

A.

A.

A.

6 Derived from information provided by Value Line
7 Derived from information provided by Value Line
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1 Q- How did  S ta ff ca lcula te  h is torica l DPS growth?

2

3

4

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

u tilitie s  from 1996 to  2006. The se  a ve ra ge s  a re  shown on S che dule  S P I-4. Staff' s

ana lysis  indica tes  an average  his torica l growth ra te  of 2.8 for the  sample  wate r utilitie s .

5

6 Q- How did Staff estimate the projected DPS growth?

7

8

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

utilities. The average of the  DPS prob sections is  4.9 percent as shown in SPI-4.

9

1 0 Q- How did  S ta ff ca lcula te  the  his torica l EPS growth ra te?

11

1 2

1 3

1 4

1 5

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

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

of nega tive  1.8 pe rcent and Ca lifornia  Wa te r's  his torica l EPS  growth ra te  of nega tive  1.2

percent ra te  from the  average  as  nega tive  growth is  inconsis tent with the  DCF mode l. The

historica l average  EPS is  4.0 percent as  shown in SPI-4.

1 6

Q- How did Staff estimate the projected EPS growth?17

18

19

2 0

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.

2 1

2 2

Q- How did Sta ff ca lcula te  its  his torica l and projec ted s us ta inable  growth ra tes ?

23

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-5.24

25

A.

A.

A.

A.

A.
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1 Q What is retention growth?

Re te ntion growth is  growth in divide nds  tha t re s ults  from re te ntion of e a rnings . This

conce pt is  ba s e d on the  the ory tha t divide nd growth will not be  a chie ve d unle s s  the

compa ny re ta ins  a nd re inve s ts  s ome  of its  e a rnings . It is  us e d in S ta ffs  ca lcula tion of

susta inable  growth shown in SPI-5

7 Q What is  the  formula  for the  re tention  growth ra te?

Re te ntion growth is  the  product of the  re te ntion ra tio a nd the  book/a ccounting re turn on

e quity. The  formula  is  a s  follows

Equa tion 3

Retention Growth Rate : Br

where the retention ra tio (I - dividend payout ra tio)

the accounting/book return on common equity

1 2 Q How did Staff calculate the average historical retention growth rate (br) for the

s ample  wate r utilitie s ?

S ta ff ca lcula te d the  his torica l re te ntion ra te s  by a ve ra ging the  re te ntion ra te s  for the

sample  companies  from 1996 to 2005. The  his torica l average  re tention ra te  is  3.0 pe rcent

as shown in SPI-5

1 8 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

u tilitie s ?

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

Value Line  for the  sa mple  wa te r utilitie s . The  a ve ra ge  of the  re te ntion ra te  proje ctions  is

4.3 percent as shown in SPI-5
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1 Q When can retention growth provide a reasonable estimate of future dividend

growth?

The  re te ntion growth ra te  is  a  re a sona ble  e s tima te  of future  divide nd growth whe n the

re tention ra tio is  reasonably constant and the  entity's  marke t price  to book va lue  ("marke t

to-book ra tio") is  e xpe cte d to be  1.0. The  a ve ra ge  re te ntion ra tio ha s  be e n re a sona bly

cons tant in recent yea rs . Howeve r, the  marke t-to-book ra tio for the  sample  wa te r utilitie s

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

9 Q Is  the re  any financ ia l implica tion  of a  marke t-to-book ra tio  grea te r than 1.0?

Ye s . A ma rke t-to-book ra tio gre a te r tha n 1.0 implie s  tha t inve s tors  e xpe ct a n e ntity to

e a rn  a n  a ccounting/book re turn  on its  e quity tha t e xce e ds  its  cos t of e quity. The

re la tionship be tween required re turns  and expected ca sh flows  is  readily obse rved in the

fixed securitie s  marke t. For example , a ssume  an entity contempla ting is suance  of bonds

with a  fa ce  va lue  of $10 million a t e ithe r 6.0 pe rce nt or 7.0 pe rce nt, a nd thus , pa ying

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

re turn on s imila r bonds , inves tors  will be  willing to pay more  for the  bonds  if is sued a t 7.0

percent than if the  bonds a re  issued a t 6.0 percent. For example , if the  current inte rest ra te

re quire d by inve s tors  is  6.0 pe rce nt, the n inve s tors  would bid $10 million for the  6.0

pe rce nt bonds  a nd more  tha n $10 million for the  7.0 pe rce nt bonds . S imila rly, if e quity

investors  require  a  7.0 percent re turn and expect an entity to earn accounting/book re turns

of 12.0  pe rce nt, the  ma rke t will b id  up the  price  of the  e ntity's  s tock to  provide  the

required re turn of 7.0 percent
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1 Q-

2

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

equity analyses in recent years?

3

4

5

Sta ff ha s  a ssume d tha t inve s tors  e xpe ct the  ma rke t-to-book ra tio to re ma in gre a te r tha n

1.0. Give n tha t, S ta ff ha s  a dde d a  s tock fina ncing growth ra te  (vs ) te rm to the  re te ntion

ra tio (br) te rm to ca lcula te  its  his torica l and projected susta inable  growth ra tes .

6

7 Q-

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?

9 Ye s .

1 0

11 Q. What is  s tock financ ing growth?

1 2

1 3

1 4

1 5

1 6

1 7

S tock fina ncing growth is  the  growth in a n e ntity's  divide nds  due  to the  sa le  of s tock by

tha t entity. S tock financing growth is  a  concept de rived by Myron Gordon and discussed

in his  book The  Cos t of Ca pita l to a  P ublic Utililyg Stock financing growth is  the  product

o f the  fic tion  o f the  funds  ra is e d  from the  s a le  o f s tock tha t a cc rue s  to  e xis ting

sha re holde rs  (v) a nd the  fiction re sulting from dividing the  funds  ra ise d from the  sa le  of

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

1 8

1 9 Q- What is the mathematical formula for the stock financing growth rate?

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

2 1

Equa tion 4  :

S tock Fina ncing Growth = vs

A.

A.

A.

A.

v : Fraction of the  funds ra ised from the  sa le  of s tock tha t accrues

to existing shareholders

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

common equity
8 Gordon, Myron J. The Cost of CapitaI to a Public Urilizy,MSU Public Utilities Studies, Michigan, 1974. pp 31-35.

where  :
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1 Q How is the variable v presented above calculated?

Variable  v is  ca lcula ted a s  follows

Equa tion 5

book value

market value

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

I 40

In this  example , V is  equa l to 0.50
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1 Q. How is the variable s presented above calculated?

2 Variable  s  is  ca lcula ted as  follows:

3

4
Equa tion 6:

5

6
S

Funds ra ised from issuance  of s tock

Tota l exis ting common equity before  issuance
7

8

9

For example , a ssume  tha t an entity ha s  $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:

s
25

100

1 0 In this  example , s  is  equal to 25.0 percent.

11

1 2 Q- What is the vs term when the market-to-book ratio is equal to L0?

1 3

1 4

1 5

1 6

1 7

1 8

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 a m 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)

Consequently, the  vs  te rm is  a lso equa l to ze ro (().0). When s tock financing growth is  ze ro,

dividend growth depends sole ly on the  Br te rm.

1 9

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

2 1

22

23

24

A.

A.

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

book/accounting re turn on the ir equity inves tment grea te r than the  cos t of equity. Equa tion

5 shows  tha t whe n the  ma rke t-to-book ra tio is  gre a te r tha n 1.0 the  v te rn is  a lso gre a te r

than zero. The  excess  by which new shares  a re  issued and sold over book va lue  per share
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1

2

3

4

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

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

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

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

5

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

7

8

Sta ff e s tima ted an average  s tock financing growth (vs) of 2.7 pe rcent for the  sample  wa te r

utilities  as  shown in Schedule  SPI-5 .

9

10 Q.

11

12

13

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 is authorized rates equal to its cost of

equity capital?

14 A reasonable expectation is for the market-to-book ratio to move toward 1.0.

15

16 Q.

17

18

19

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 Staff's 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?

20 Ye s . Inclusion of the vs term assumes that the market-to-book ratio continues to exceed

21

22

23

1.0, and that the water utilities will continue to issue and sell stock at prices exceeding

book value resulting in benefits for existing shareholders. If the market-to-book ratio

declines to 1.0, the stock financing term is not necessary.

24

A.

A.

A.
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1 Q- What a re  S ta ff's  his torica l and projec ted s us ta inable  growth ra tes ?

2

3

Based on the  average  earnings  re tention of the  sample  wate r companies , S ta ffs  es timated

his torica l sus ta inable  growth ra te  is  5.7 pe rcent. S ta ff's  projected sus ta inable  growth ra te

4 Staff' S

5

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.

6

7 Q. What is  S ta ffs  expec ted  infin ite  annua l growth ra te  in  d ividends ?

8

9

1 0

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.

11

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

1 3 Staff s  constant-growth DCF estimate  is  8.6 percent as  shown in Schedule  SPI-2.

1 4

1 5

1 6

Multi-Stage DCF

Why did Staff include the multi-stage DCF in its estimate of Cordes' cost of equity?Q-

1 7 Staff used the  multi-s tage  DCF to consider the  assumption tha t dividends may not grow a t

1 8 a constant rate.

1 9

20 Q- Please describe the multi-stage DCF used in Staffs analysis?

2 1

22

As mentioned previous ly, the  multi-s tage  DCF uses  two s tages  of growth. The  firs t s tage

is  four ye a rs  followe d by the  s e cond s ta ge . A s e pa ra te  growth ra te  is  a pplie d to e a ch

23

A.

A.

A.

A.

A.

stage.



Direct Tes timony of S teven P . Irvine
Docke t No W-02060A-07-0256
Page 24

1 Q~ What is  the  ma thema tica l formula  for the  multi-s tage  DCF?

2 The  multi-s tage  DCF formula  is  shown in the  following equa tion:

3

Equation 7:
n

P ___ n

0
D r

(1+K)
D 1++ ,,( gr)

' K-8n

1

(1+K)

Where :

D/
K
n

D"

8"

E, curre nts tockprice

divide nds  e xpe cte d during s ta ge  1

cos t of e quity

ye a rs of non - cons ta nt growth

divide nd e xpe cte d  in ye a r n

cons ta nt ra te  of growth e xpe cte d a fte r ye a r n

4

5 Q- What s teps  did S ta ff take  to  implement its  multi-s tage  DCF cos t of equity model?

6

7

8

9

10

Firs t, S ta ff projected iiuture  dividends  for each of the  sample  wa te r utilitie s  us ing the  near-

tenn and long-te rm growth ra te  periods  discussed previously. Second, S ta ff ca lcula ted the

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  individual sample  companies ' cost of equity estimates .

1 1

12 Q- How did S ta ff ca lcula te  growth ra te  for the  firs t s tage  of the  multi-s tage  DCF?

13

1 4

15

The  growth ra te  for the  firs t s ta ge  is  ba se d on Va lue  Line 's 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.

16

A.

A.

A.
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1 Q How did Staff estimate the growth rate for the second stage of the multi-stage DCF

model?

S ta ff ca lcula te d the  a rithme tic me a n of growth in GDP  from 1929 to 2006. Us e  of they

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

s imila r to the  his torica l growth in the  ove ra ll e conomy

7 Q What is the historical GDP growth rate that Staff used in stage-2 growth?

The arithmetic mean of growth in GDP used in s tage-2 is  6.8 percent as  shown in SPI-8

1 0 Q What is Staff's multi-stage DCF estimate?

Staffs  multi-s tage  DCF estimate  is  9.5 percent as  shown in Schedule  SPI-8

1 3 Q What is Staff's overall DCF estimate?

Sta ffs  ove ra ll DCF e s tima te  is  9.1 pe rce nt. S ta ff ca lcula te d the  ove ra ll DCF e s 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

1 8

19

Capita l As s e t P ric ing  Mode l

Q Pleas e des cribe the capita l as s et pric ing model and the premis e it is  bas ed on

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  formula  compensa te s

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

www.bea.doc.gov
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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 No b e 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 Q Wha t is  the  ma the ma tic a l fo rmula  fo r the  CAPM?

The  mathematica l formula  for the CAP M is

Equa tion 8

R,+/3(R Rf)

where R

R

,3

risk free ra te

return on market

market ris k premium

expected return

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

1 5 Q What is  the  ris k free  ra te?

The Risk free  ra te  is  the  ra te  of re turn of an investment with no risk

Brigham, Eugene F. and Ehrhardt, Michael C. Financia l Management Theory and Practice 11"1 Edition. 2005
Thomson South-Western. United States . P. 182
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1 Q What rate does Staff use to estimate the risk free rate?

Staff re lies  on the  U.S. Treasury security spot ra tes as  an estimate  for the  risk free  ra te

4 Q- Why a re  U.S . Tre a s u ry s e c u rity s po t ra te s  a n  a ppropria te  me a s u re  o f the  ris k-fre e

ra te?

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

objective  and readily ava ilable

10 Q What does beta measure

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

risk, a s  oppose d to unsys te ma tic (unique ) risk, 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

17 Q How is the beta measurement expressed?

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  riskier than the  market, 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 lesse r risk to the  marke t

23 Q How did Staff estimate Cordes' beta?

S ta ffs  DCF a na lys is  for Corde s  us e s  a  be ta  e qua l to the  a ve ra ge  of the  be ta s  for the

sample  companies . S ta ff used the  be ta s  published in Va lue  Line on J uly 27, 2007. The

average of the  betas is  0.85. Schedule  SPI-6 shows the Va lue  Line betas and their average
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1 Q- How did the average of the sample water utilities beta's compare to the market's

2 beta?

3

4

5

The average beta of the six sample water utilities is  0.85. This conclusion is  based on

averaging beta's published in Value Line on July 27, 2007. As beta for the entire market

is 1.0, the average of the sample companies' betas is less than the market's beta.

6

7 Q-

8

What is the implication of a 0.85 beta for the average of sample water utilities

compared to a 1.0 beta for the market?

9

1 0

The  implica tion is  tha t the  cos t of equity for a  regula ted wa te r utility is  be low the  ave rage

required re turn on the  marke t.

1 1

1 2 Q- Please describe the expected market risk premium (Rm-Rf)-

1 3

1 4

1 5

Conceptua lly, it is  the  re turn tha t an inves tor expects  to rece ive  to compensa te  for marke t

risk. Ma the ma tica lly spe a king, the  e xpe cte d ma rke t risk pre mium is  the  e xpe cte d re turn

on a  marke t portfolio minus  the  risk free  ra te .

1 6

1 7 Q.

1 8

How many ris k premium CAPM ana lys es  d id  S ta ff conduc t in  its  ana lys is  of Cordes '

cos t of equity capita l?

1 9

20

2 1

S ta ff conducte d two ris k pre mium C AP 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.

22

23 His to ric  Ma rke t Ris k P re miu m

24 Q- What d id  S ta ff us e  for the  h is toric  marke t ris k premium?

25

26

A.

A.

A.

A.

A. S ta ff re fe rre d to  the  Ibbors on As s ocia te s ' S tocks , Bonds , Eilis , a nd Infla tion 2005

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
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1 inte rmedia te  trea sury securitie s  s ince  1926. Ibbotson Associa te s  ca lcula te s  the  his torica l

2

3

4

risk premium by ave raging the  his torica l a rithme tic diffe rences  be tween the  S&P 500 and

the  inte nne dia te -te nn gove rnme nt bond income  re turns . S ta ffs  h is to ric  ma rke t ris k

premium is  7.6 percent as  shown in Schedule  SPI-2.

5

6 Cu rre n t Ma rke t Ris k P re miu m

7 Q- How did  S ta ff e s tab lis h  the  curren t marke t ris k premium?

8

9

10

11

12

Staff solved equation 8 for the market risk premium using a DCF derived expected return

(K) of 11.43 percent based on Value Line 's current projections for the dividend yield (1 .7

percent) and growth (9.73 percentll) for all dividend paying stocks, the 30-year Treasury

note rate (5.0 percent) for the risk free rate (Rf), and the market beta of 1.0. Staff

calculated a current market risk premium of 6.43 percent.l2

13

14 Q. Wh a t a re  th e  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

15 analyses?

16

17

S ta ff" s  cos t of e quity e s tima te  is  11.0 pe rce nt us ing the  his torica l ma rke t risk pre mium

CAPM and 10.5 pe rcent us ing current marke t risk premium CAPM.

18

19 Q- Wha t is  S ta ff's  ove ra ll CAPM e s tima te ?

20

21

22

S ta ff's  ove ra ll CAP M e s tima te  is  10.8 pe rce nt which is  the  a ve ra ge  of the  his torica l

ma rke t ris k pre mium CAP M a nd the  curre nt ma rke t ris k pre mium CAP M e s tima te s  a s

shown in Schedule  SPI-2.

23

A.

A.

A.

11 3 to 5 year growth = 45% 1.450~25 = 1.0973, (1.0973 - 1.0 = .0973 or 9.73%)
If 11.43= 5.0% + 1(Rm- Rm, then, (Rm-Rf> = 6.43%
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1 VI.

2 Q-

3

S UMMARY OF S TAFF'S  COS T OF EQUITY ANALYS IS

Wha t is  S ta ff's  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 ?

4

5

6

7

8

Sta ff' s  cons tant-growth DCF es tima te  of the  cos t of equity for the  sample  wa te r utilitie s  is

8.6 pe rce nt. The  re sults  a re  shown in S che dule  S P I-2. A summa ry of the  a na lys is  is  a s

follows :

k = Divide nd yie ld + Expe cte d divide nd growth

k Z 2.8% + 5.8%

k I 8 .6%9

10

11 Q- What is  S ta ff's  multi-s tage  DCF ana lys is  e s timate  of the  cos t of equity for the  s ample

12 water companies ?

13

14

15

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 :

Company Equity Cost

Estimate (k)
9.2%
9.7%
8.8%

10.2%
10.6%

8.5%

16

17
18
19
20
21
22
23
24

American Sta tes Water
Ca lifornia  Wa te r
Aqua  Ame rica
Connecticut Water
Middle sex Wa te r
SJW Corp
Ave ra ge 9.5%

25

26 Q- What is  S ta ffs  overa ll DCF es tima te  of the  cos t of equity?

27

28

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-2.29

A..

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  companie s  us ing

2 the  h is torica l marke t ris k premium?

3

4

5

Sta ffs  CAPM es tima te  of the  cos t of equity for the  sample  companie s  us ing the  his torica l

ma rke t ris k pre mium is  11.0 pe rce nt. The  re s ults  a re  s hown in S che dule  S P I-2. A

summary of the  ana lys is  is  a s  follows:

6

7
8
9

10
11

k
k
k
k

his torica l risk free  ra te  + be ta  * his torica l marke t risk premium
4.5% + 0.85 * 7.6%
4.5% + 6.5%
11.0%

1 2 Q- What is  S ta ff's  CAPM es tima te  of the  cos t of equity for the  s ample  companie s  us ing

1 3 the current market risk premium"

1 4

1 5

1 6

S ta ffs  CAP M e s tima te  of the  cos t of e quity for the  sa mple  compa nie s  us ing the  curre nt

ma rke t ris k pre mium is  10.5 pe rce nt. The  re s ults  a re  s hown in S che dule  S P I-2. A

summary of the  analysis  is  as follows:13

1 7

1 8
1 9
2 0
2 1

k
k
k
k

current risk free  ra te  + be ta  * current marke t risk premium
5.0% + 0.85 * 6.4%
5.0% + 5.5%
10.5%

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 ffs  ove ra ll CAP M e s tima te  for the  s a mple  utilitie s  is  10.8 pe rce nt. This  e s tima te  is

ca lcula ted by ave raging the  his torica l marke t risk premium CAPM and the  current marke t

risk premium CAPM estimates  for the  sample  companies  as  shown in Schedule  SPI-2.

27

A.

A.

A.

I Rounded Figures
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1 Q- P le a s e  s u m m a rize  th e  re s u lts  o f S ta ff's  c o s t o f e q u ity a n a lys is .

2 The following table shows the results of Staff' s cost of equity analysis :

3

4 Ta ble  2

Es tima teMe th o d
Average DCF Estimate
Average CAPM Estimate

9.1%
10.8%

Overall Average 10.0%

5 Staff" s average estimate of the cost of equity of the sample water utilities is 10.0 percent.

6

7 VII.

8 Q-

FINAL COST OF EQUITY ESTIMATES FOR CORDES

Does capital structure influence the cost of equity?

9

1 0

1 1

1 2

Yes. Capital structure influences cost of capital. Companies with higher debt leverage

have higher financial risk. Investors require a higher rate of return to compensate for

greater risk. Accordingly, when an applicant's capital structure is different than the

average of the sample companies an adjustment to the cost of equity may be appropriate to

reflect the difference in financial risk.1 3

1 4

1 5 Q- Does Staff's recommended capital structure differ from the average capital structure

1 6 of the sample companies?

1 7

1 8

Yes. Staffs recommended capital structure includes no debt. This debt free capital

structure reflects less financial risk than the average of the sample companies. The sample

1 9 companies average 50.1 percent debt and 49.9 percent equity.

20

2 1 Q-

22

Does Staff recommend an adjustment to recognize the difference in financial risk

between Cordes and the sample companies?

23

24

A.

A.

A.

A. No. Staff agrees that a debt free capital structure is appropriate for Cordes. The Company

is privately held and has no access to capital markets. An entity that lacks access to the
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1

2

3

4

5

6

ca pita l ma rke ts  ha s  compa ra tive ly le s s  a bility to ma na ge  its  ca pita l s tructure  e fficie ntly

than an entity with access  to the  capita l marke ts . Therefore , an entity lacking access  to the

ca pita l ma rke ts  s hould  a ppropria te ly ma in ta in  a  h ighe r le ve l o f e quity to  ma in ta in

fina ncia l he a lth. A d o wn wa rd  a d ju s tme n t to  re tu rn  o n  e q u ity wo u ld  s e rve  a s  a

dis ince ntive  for the  Compa ny to ma inta in a  ca pita l s tructure  tha t is  a ppropria te  for its

circumstances.

Q- What is Staff's ROE recommendation for Cordes?

7

8

9

10

Staff recommends an ROE of 10.0 percent.

11 VIII.  R ATE  O F  R E TUR N R E C O MME NDATIO N

What is  S ta ff's  ove ra ll ra te  of re turn  recommenda tion for Cordes ?1 2 Q-

1 3

1 4

1 5

Staff recommends a  10.0 percent ROR for Cordes . S ta ff s  recommenda tion is  based on a

capita l s tructure  composed of 0.0 percent debt and 100.0 percent equity and a  10.0 percent

ROE as shown in Schedule  SPI-1 and Table  3 be low.

1 6

1 7 Table  3

Weight Cost
Weighted
Cost

Long-te rm De bt
Common Equity

0.0%
100.0%

0.0%
10.0%

0.0%
10.0%

Cos t o f Ca p ita l/ROR 10.0%

1 8

1 9 IX.

20 Q.

S TAFF RES P ONS E TO COMP ANY'S  P ROP OS ED RATE OF RETURN

Pleas e  s ummarize  the  Company's  cos t of capita l recommendations .

2 1

22

23

A.

A.

A. The  Company proposes  a  5.7 pe rcent ra te  of re turn in its  Schedule  A-l. While  this  figure

is  not supported by the  information conta ined in Company Schedule  D-l, it does  appear to

re pre s e nt the  Compa ny's  propos e d ra te  of re turn. It is  uncle a r from S che dule  D-l a nd
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from a  response  to a  da ta  request on the  subject what the  Company proposes  for a  capita l

s tructure  to be  used for purposes  ora te  making in this  ra te  case

4 Q Ha s  t h e  Co m p a n y  p ro v id e d  a n y  t e s t im o n y  o r  fin a n c ia l m o d e ls  t h a t  s u p p o r t  a  5 .7

p e rc e n t  ra te  o f re tu rn ?

No te s tim ony or fina nc ia l m ode ls  ha ve  be e n provide d a nd the  Com pa ny m a ke s  no c le a r

re com m e nda tion for e ithe r de bt or e quity.  A ra te  of re turn of 5 .7  pe rce nt is  s hown in  the

Com pa ny's  S che dule  A-l.  The  figure  ca n be  de rive d from  da ta  conta ine d in  S che dule  A

1. S che dule  A-1  inc lude s  a n  e n try for Re quire d  Ra te  of Re turn  a nd  for Adjus te d  Ra te

Ba s e  which  a re  $30,000 a nd $524,384 re s pe c tive ly. Div is io n  o f th e  R e q u ire d  R a te  o f

Re tu rn  figu re  by the  Ad jus te d  Ra te  Ba s e  figu re  yie ld s  5 .7  pe rc e n t.  No  in fonna tion  is

provide d to s upport the  Re quire d Ope ra ting Incom e  figure  a nd no inform a tion is  provide d

to cle a rly support the  5.7 pe rce nt Ra te  of Re turn

16 Q

R E C Q MME NDATIO NS

Pleas e  s ummarize  Staff's  recommendations

S ta ff re com m e nds  a  10.0 pe rce nt ROR for Corde s . S ta ffs  re com m e nda tion is  ba s e d on a

ca pita l s tructure  compose d of 0.0 pe rce nt de bt a nd 100.0 pe rce nt e quity a nd a  10.0 pe rce nt

ROE a s  s hown Ta ble  4 be low

Ta b le  4

We ig h t Cost
Weighted
Cost

Long-te rm  De bt
Com m on Equity 100.0% 10.0% 10.0%

Co s t  o f Ca p ita l/ROR

Exhibit 2
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Staff further recommends tha t the  Commission re ject the  Company's  proposed 5.7 percent

ROR. The  Compa ny did  not provide  a ny a na lys is  in  s upport of th is  ra te  of re turn

Furthe rmore , the  Compa ny's  a pplica tion fa ils  to ma ke  a ny cle a r re comme nda tion for the

cos t of de bt or e quity individua lly

6 Q Does this conclude your direct testimony

Yes. it does
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MIKE GLEASON . Chairman
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KRISTIN K. MAYES

GARY PIERCE

BRIAN c. McNEIL
Executive Director

ARIZONA CORPORATION COMMISSION

October 16. 2007

CERTIFIED MAIL

Chie f Cle rks  Office
Illinois  Commerce  Commission
527 East Capitol Avenue
Springfie ld, Illinois  6270 l

To Whom It May Concern

Arizona  Corpora tion Commission S ta ff is  requesting the  customer compla int history for Horizon
Te lecom, Inc. d/b/a Horizon Te le com of Ne va da , Inc. (Horizon). S ta ff unde rs ta nds  tha t Horizon is
ce rtifie d to provide  te le communica tions  se rvice s  in the  s ta te  of Illinois  a nd tha t Horizon is  curre ntly
providing te lecommunications services to customers in the  sta te  of Illinois

Horizon Te le com, Inc. d/b/a  Horizon Te le com of Ne va da , Inc ha s  a pplie d for a  Ce rtifica te  of
Conve nie nce  a nd Ne ce ss ity to provide  te le communica tions  in the  s ta te  of Arizona . S ta ff is  inquiring
about Horizon's  customer his tory, in Illinois , in order to ensure  qua lity se rvice  to potentia l customers  in
Arizona

If Horizon has had compla ints filed against it in Illinois, please  indica te

Whether the  complaints filed are  formal or informal complaints
The types of complaints filed (i.e . slamming, cramming, billing, or service)
If the  complaints were  resolved, and
Whe the r the  compla ints  we re  re solve d in fa vor of Horizon or in fa vor of the
compla inant

If you ha ve  a ny que s tions , ple a se  conta ct me  by te le phone  a t (602) 364-0235 or by e ma il a t
callen@azcc.gov. Thank you for your prompt response to this request

Respectfully

Candrea  Allen
Executive  Consultant I
Arizona  Corpora tion Commission
Utilitie s  Divis ion

CA:kdh

Origina l: Ca ndre a  Alle n

1200 WEST WASHINGTON STREET; PHOENIX, ARIZONA 85007-2927 / 400 WEST CONGRESS STREET: TUCSON, ARIZONA B5701-1347

www.azoc.qov
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EXI-IIBIT 1

ARIZONA CORPORATION COMMISSION
Staff's Sixth Set of Data Requests to
Cordes Lakes Water Company

Docket No. W-02060A-07-0256

GTM-6.1 - Please explain why there are six turbo 3 meters attached to wells?

GTM-6.2 - Please identify any non-metered revenue (e.g. establishment charges, reconnection
charges, meter rereads, or meter test removal) recognized during 2006?

GTM-6.3 - Please identify any other meter sizes (e.g. 2" meter to The Hub) not previously
identified and provide a bill count for those meters.

GTM-6.4 - What is the company's proposal for the level of debt in the capital structure,
expressed in dollars?

GTM-6.5 - What is the company's proposal for the level of equity in the capital structure,
expressed in dollars?

GTM-6.6 - What is the company's proposal for cost of debt, expressed as a percentage?

GTM-6.7 - What is the company's proposed cost of equity, expressed as a percentage?

GTM-6.8 - What is the company's proposed total cost of capital, expressed as a percentage?



EXHIBIT 2

Cortes  Lakes  Water Company
Docke t# W-02060A-07-0256

Answers to Data Request -6

GTM-6.1 - To measure  wa te r How

GTM-6.2 - We do not keep a lot of separate records concerning these items except for charges
recorded in Cordes. Marsha keeps records of establishment charges, reconnect fees, after
hour charges, cut locks and other damages paid for in the Cordes office as part her bank
deposit reconciliation. When deposited, however, the charges end up getting recorded as
sales. Establishment charges that are added to first bills and paid with the bill end up getting
recorded as water sales. NSF fees are handled in Tempe by reversing the payment and adding
the NSF fee. When paid the amount is recorded as sales and die end of month reconciliation
records the debit for the original bad check. Likewise any charges added to the bill eventually
end up getting recorded as sales. Again, if paid in Cordes they are recorded on the
reconciliation of Marsha's records but eventually record as sales. We have estimated as
follows:

Estab. Changes
Reconnect
Afte r Hours
NS F
Mis c

$2,100
$ 990
s 100
s 450
s 145

A11 fees collected are  taxable  a t the  ra te  of 63%. Deposits and meter advances, of course , are
not taxed

"*'In»

GTM-6.4 THRU 6.8 - These are extremely confusing to both my accountant and me.
Assuming the deposits and advances are not debt and no interest is paid on deposits, die cost
of debt would be the minimum required by law, 5% on the outstanding $50,000 balance. If
this is a problem the Company can sell its unusable lots and pay the debt. The Company
would be comfortable with a $50,000 line of credit but can live without it. For present the
cost would be $2,500 declining as payments are made. Since the Company does not intended
to sell any equity, pay dividends, or change the capital structure, we assume the future cost of
equity and capital is what it is now, but as indicated, our accountant does not understand what
is wanted on a company the size and structure of Cordes.


