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DATE : November 14, 2007

S TAFF REP ORT FO R VALLE Y UTILITIE S WATER COMP ANY'S
AP P LICATION FOR AN EMERGENCY RATE INCREAS E AND
AUTHO R ITY TO  IMME DIATE LY IMP LE ME NT A W E LL S UR C HAR G E
(DOCKET NO. W-0I412A-07-0560)

S TAFF REP ORT FOR VALLE Y UTILITIE S WATER COMP ANY'S
AP P LICATION FOR AN AP P ROVAL OF A $250,000 LINE OF CREDIT AND
AUTHORITY TO IS S UE LONG-TERM P ROMIS S ORY NOTES  OR BONDS
AND OTHER EVIDENCE OF INDEBTEDNES S AS P ERMANENT
REFINANCING OF THAT LINE OF CREDIT (DOCKET no . W-01412A-07-
0561)

Atta che d  is  the  S ta ff Re port fo r Va lle y Utilitie s  Wa te r Compa ny's  ("Compa ny")
applica tions  for an emergency ra te  increase  and a  financing approva l. S ta ff recommends  denia l
of the  $250,000 revolving line  of credit and its  re la ted surcha rge . S ta ff recommends  approva l of
the  $250,000 loa n through the  Wa te r Infra s tructure  Fina nce  Authority ("WlFA"). Furthe r, S ta ff
recommends  tha t the  surcharge  go into e ffect a fte r the  WIFA loan has  closed and the  Company
has drawn on the  loan. S ta ff recommends the  Company file  a  full ra te  case  by no la te r than June
l, 2008, using a  2007 tes t year.

Any pa rty who wis he s  ma y file  comme nts  to the  S ta ff Re port with the  Commis s ion's
Docke t Control by 4:00 p.m. on or be fore  November 26, 2007.
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EXECUTIVE SUMMARY
VALLEY UTILITIES WATER COMPANY

DOCKET nos. W-01412A-07-0560 AND W-01412A-07-0561

On October 1, 2007, Valley Utilities Water Company ("Valley Utilities" or "Company")
filed an application for emergency rates and a financing application. The Company's rate
application asserts that a sudden and unexpected well failure and problems with other wells has
resulted in production levels that are too low to meet its 2008 summer peak demand for its 1,400
customers.

Recommendations

Emergency Rate  Surcharge

Staff recommends approval of Staffs  recommended emergency ra te  surcharges as  shown
on Schedule  CSB-3.

S ta ff furthe r re comme nds  tha t the  monthly s urcha rge  ra te  be  conditiona l upon S ta ffs
recommended cost of the  well.

S ta ff furthe r re comme nds  tha t the  surcha rge  be  imple me nte d only a fte r the  Compa ny
closes on the  loan and has drawn funds to begin construction of the  plant.

S ta ff furthe r recommends  tha t if the  Company has  not drawn funds  from the  loan within
one  year of the  da te  of the  Decis ion resulting from this  proceeding, tha t approva l of the  loan and
surcharge be rescinded.

Sta ff further recommends tha t the  Company post a  bond in an amount of $1,5001 prior to
implementing the  emergency ra te  increase  authorized in this  proceeding.

S ta ff further recommends that the  emergency ra te  increase  be  interim.

S ta ff furthe r re comme nds  tha t the  Compa ny be  dire cte d to file  within 30 da ys  of the
Orde r a  revised ra te  schedule  re flecting the  emergency ra te  increa se  with Docke t Control, a s  a
compliance  item in this  docke t.

S ta ff further recommends tha t the  Company notify its  customers  of the  revised ra tes , and
its  e ffective  da te , in a  font a cceptable  to S ta ff, by means  of an inse rtion in the  Company's  next
re gula rly sche dule d billing.

1 Decis ion No. 67990, dated July 18, 2005, required a  bond from Sabrosa Water Company in the amount of $3,000.
The amount was  approximately 5 percent of the annual increase in the emergency ra te applica tion. Staffs
recommended bond amount for Valley Utilities  is  equal to approximately 5 percent of the $30,369 annual increase
in revenue.



Sta ff furthe r recommends  tha t the  Company file  a  full ra te  ca se  by no la te r than June  1,
2008, using a  2007 test year.

Financings

S ta ff re comme nds  de nia l of the  Compa ny's  $250,000 re volving line  of cre dit. S ta ff
re comme nds  a pprova l of the  Compa ny's  a pplica tion for a uthority to is s ue  de bt to the  Wa te r
Infras tructure  Finance  Authority not to exceed $250,000.
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Va lle y Utilitie s  Wa te r Compa ny
Docke t Nos . W-0 l412A-07-0560 & W-0I412A-07-0561
P a ge  l

Introduction

On Octobe r 1, 2007, Va lle y Utilitie s  Wa te r Compa ny ("Va lle y Utilitie s " or "Compa ny")
filed an applica tion for emergency ra te s  and a  financing applica tion. Also, concurrently with the
e me rge ncy ra te  a nd fina ncing a pplica tions , the  Compa ny tile d a  Motion to Cons olida te . On
Octobe r 17, 2007, the  Compa ny's  re que s t to cons olida te  the  a pplica tions  wa s  a pprove d by
Procedura l Order.

Va lle y Utilitie s ' ra te  a pplica tion a s se rts  tha t a  sudde n a rid une xpe cte d we ll fa ilure  a nd
proble ms  with othe r we lls  ha s  re s ulte d in production le ve ls  tha t a re  too low to me e t its  2008
s umme r pe a k de ma nd for its  1,400 cus tome rs . The  Compa ny ha s  conclude d tha t the  only
re me dy for this  urge nt proble m is  to be gin drilling a  re pla ce me nt we ll a s  s oon a s  pos s ible .
Cons e que ntly, it ha s  re que s te d a n e me rge ncy ra te  incre a s e  a nd a uthority to imme dia te ly
implement a  two-phased well surcharge .

The  Compa ny propose s  tha t the  firs t pha se  of the  we ll surcha rge  will re cove r only the
inte re s t e xpe nse  on a  re volving $250,000 line  of cre dit tha t will be  use d to cons truct the  ne w
well. The  line  of credit will be  from a  commercia l bank and the  $250,000 ba lance  is  intended to
be  temporary.

Once  the  Company can re finance  the  $250,000 line  of credit through WIFA2 (which the
Compa ny a nticipa te s  will be  within one  ye a r), the n the  s e cond pha se  would be  imple me nte d.
The  s e cond pha s e  s urcha rge , unde r the  Compa ny's  propos a l, would re cove r the  principa l,
inte res t, annua l debt rese rve  payment, and income taxes  on the  $250,000 WEA loan. The  te rms
a nd conditions  of both loa ns  a re  dis cus s e d in gre a te r de ta il in the  "Fina ncing" s e ction of this
Re port.

Background

Va lley Utilitie s  is  an Arizona  cla ss  B utility engaged in the  bus ine ss  of providing potable
wa te r se rvice  to a  community loca te d within a  County s trip, jus t e a s t of Luke  Air Force  Ba se  in
Ma ricopa  County, Arizona . Va lle y Utilitie s  provide s  s e rvice  to ove r 1,400 cus tome rs  of which
jus t ove r ha lf (i.e ., 795) a re  s e rvice d by 3/4-inch me te rs . The  curre nt ra te s  we re  a uthorize d in
Decis ion No. 68309, da ted November 14, 2005.

Enginee ring Ana lvs is

Introduction

Va lle y Utilitie s  Wa te r Compa ny, Inc. ("Compa ny") ha s  submitte d e me rge ncy ra te s  a nd
financing applica tions  to drill a  new we ll a t a  cos t of $250,000. The  Company ope ra te s  a  wa te r
sys tem in the  Phoenix West Va lley in Maricopa  County.

2 Water Infra s tnicture Finance Authority of Arizona  ("WIFA")
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Existing Water System

The  Compa ny's  s ys te m s e rve s  a  community loca te d within a  County s trip, jus t e a s t of
Luke  Air Force  Ba se  a nd cons is ts  of s e ve n we lls  (tota ling 1,655 ga llons  pe r minute  ("GP M")),
five  s torage  tand<s  (tota ling 1,060,000 ga llons ), four boos te r s ta tions  and a  dis tribution sys tem
serving 1,422 service  connections as  of August 2007.

Company 's Application Filings

Emergency Rates

In Augus t 2007, We ll No. 6 wa s  ta ke n out of s e rvice  due  to los s  of production. Due  to
We ll No. 6 's  production of 425 GP M re move d from the  Compa ny's  ope ra tion, the  tota l we ll
production of 1,655 GP M ha s  de cre a s e d to 1,230 GP M (S e e  s e ction e ntitle d S ta ffs  Ana lys is
be low for furthe r discuss ion of this  reduced we ll production impact).

Financing

The  Company is  reques ting financing approva l for a  $250,000 loan from the  WIFA. This
loa n is  ne e de d to fina nce  the  cons truction of a  re pla ce me nt we ll for We ll No. 6. According to
the  a pp lica tion , a  b id  from a  we ll d rilling  compa ny e s tima te d  the  cos t o f a  ne w we ll a t
approxima te ly $200,000, with the  rema ining $50,000 to cove r unde te rmined contingency cos ts
a s s ocia te d with  drilling a nd e quipping the  ne w we ll. As  s ta te d in  the  a pplica tion, the  we ll
drille r's  bid will be  tile d a s  a  la te -file d e xhibit.

S ta ff's  Ana lys is

According to the  Water Use  Data  Shee t submitted by the  Company, the  Company has s ix
ope ra ting we lls  producing a  tota l of 1,230 GP M, 1,060,000 ga llons  of s tora ge  ca pa city, a nd a
dis tribution sys te m se rving 1,422 se rvice  conne ctions  a s  of Augus t 2007. Us ing the  his torica l
growth ra te s , it is  proje cte d tha t the  e xis ting s e rvice  a re a  could grow to a pproxima te ly 1,520
connections  by mid 2008.

Based on the  exis ting s ix we ll production and s torage  tank capacitie s , the  sys tem cannot
adequate ly serve  its  over 1,400 service  connections.

Maricopa County Environmental Services Department ("MCESD") Compliance

MCES D re gula te s  the  wa te r sys te m unde r P ublic Wa te r S ys te m No. 07-079. Ba se d on
complia nce  informa tion provide d by the  MCES D, the  sys te m ha s  no de ficie ncie s  a nd MCES D
has  de te rmined tha t this  sys tem is  currently de live ring wa te r tha t mee ts  wa te r qua lity s tanda rds
required by Arizona  Adminis tra tive  Code , Title  18, and Chapte r 4.
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Conclusions

The  exis ting s ix we ll production and s torage  tank capacitie s  cannot adequa te ly se rve  the
e xis ting se rvice  conne ctions . As  of Augus t 2007, the  Compa ny wa s  s e rving 1,422 s e rvice
connections . There fore , the  construction of the  replacement we ll for Well No. 6 is  needed.

Compliance

The  Utilitie s  Divis ion Complia nce  Se ction re ports  the  following.

According to Decision #68309, the Company was ordered to:

The Company will file with Docket Control an application for
approval of an arsenic removal surcharge tariff if a surcharge is
necessary to allow the Company to meet its principal and interest
obligations on the amount of the WIFA loan and income taxes on the
surcharges.

Complia nce  with this  De cis ion is  continge nt upon the  Compa ny ha ving dra wn on the
loan and its  ability to repay the  loan. The  Company has  not made  a  filing rega rding this  ma tte r.
Further, S ta ff is  not aware , a t this  time , of any monies  be ing drawn on the  loan.

The  MCESD regula te s  the  wa te r sys tem unde r Public Wate r Sys tem No. 07-079. Based
on complia nce  informa tion provide d by the  MCES D, the  s ys te m ha s  no de ficie ncie s  a nd
MCES D ha s  de te rmine d tha t this  sys te m is  curre ntly de live ring wa te r tha t me e ts  wa te r qua lity
s tandards  required by Arizona  Adminis tra tive  Code , Title  18, and Chapte r 4.

Consumer Services

A review of the  Consumer Services Section database  from January 1, 2004 to October 10,
2007 showed the  following:

2004 - thre e  compla ints  (one  billing, one  ra te s /ta riffs , one  cons truction cos ts ) a nd two
inquirie s  were  reported,

2005 - two compla ints  (both billing) and two inquire s  were  reported,

2006 - two compla ints  (one  billing and one  se rvice ) and two inquiries  were  reported,

2007 - one  inquiry was  reported. There  were  no compla ints  or opinions .

A11 complaints and inquiries have been resolved and closed.
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Conditions  Neces s ary for Emergencv Rate  Relie f

. . . . 3 .
Genera l condltlons necessary for lntenm emergency ra tes  mcludez

1 .

2 .

3 .

A sudden change that causes hardship to a  company
A company is  insolvent, and
A company's  ability to ma inta in se rvice  (pending a  forma l ra te  de te rmina tion)
is  in se rious  doubt.

According to  the  Compa ny's  a pplica tion, a  s udde n we ll fa ilure  a nd the  Compa ny's
impe nd ing  s horta ge  o f wa te r p roduction  ca pa city a re  the  cond itions  tha t compris e  the
e me rge ncy. Furthe r, Mr. Robe rt L. P rince , the  P re s ide nt of Va lle y Utilitie s  Wa te r Compa ny,
indica te d tha t if the  Compa ny did not ha ve  a  ne w we ll in s e rvice  by e a rly s pring 2008, the
Company's  s torage  tanks  would go dry and the  Company would not be  able  to se rve any of its
cus tome rs  (pa ge  7 of Exhibit 2, Dire ct Te s timony of Robe rt L. P rince , line s  11-13). S ta ff doe s
not agree  with this  s ta tement.

Conclus ion

S ta ff conclude s , ba se d on re vie w of the  Compa ny's  una udite d a pplica tion, tha t Va lle y
Utilitie s ' condition sa tis fie s  the  third crite ria  to qua lify for e me rge ncy ra te s  lis te d a bove . Ba se d
on review of the  informa tion provided by the  Company, it will not be  able  to provide  prope r and
adequate  service  during peak periods without additional water source .

Pos itive  Equitv Pos ition P lan

De cis ion No. 68309, da te d Nove mbe r 14, 2005, orde re d Va lle y Utilitie s  to  file  a nd
imple me nt a  pla n to improve  its  e quity pos ition. The  De cis ion s ta te d on pa ge  ll, line  21 the
following:

S ta ff recommended tha t the  Company be  required to ins titute  a  plan tha t
would produce  a  pos itive  equity pos ition by December 31, 2010, such plan to be
file d with  Docke t Control within  90 da ys  from the  da te  of the  Commis s ion 's
Decis ion. The  Company's  FVRB in its  la s t ra te  ca se  was  nega tive  $292,898 (see
Decis ion No. 62908, p.11), and in this  ca se , ha s  de te riora ted furthe r, to nega tive
$539,804. As  s ta te d a t pa ge  4 a bove , we  a re  conce rne d tha t this  Compa ny
continue s  to ope ra te  the  utility in s uch a  wa y tha t a lthough e quity is  not be ing
invested, ra tepayers  a re  required to genera te  cash sufficient to show an opera ting
income .

3 According to Attorney Genera l Opinion No. 71-17, interim or emergency ra tes  a re proper when either a ll or any of
the following conditions  occur: when sudden change brings  hardship to a  Company, when the Company is
insolvent, or when the condition of the Company is  such tha t its  ability to mainta in service pending a  formal ra te
determination is  in serious  doubt.
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On Fe brua ry 13, 2006, in complia nce  with De cis ion No. 68309, the  Compa ny file d its
P os itive  Equity P os ition P la n. The  pla n lis te d s e ve n s te ps  the  Compa ny would ta ke  to build
pos itive  e quity a s  follows :

1. File  a  re que s t for a n a ccounting orde r a uthorizing the  Compa ny to de fe r a ny a nd a ll
arsenic operating and maintenance expense  for recovery in future  ra te  proceedings.

2. Atte mpt to ma inta in the  ope ra ting ma rgin a uthorize d by the  Commis s ion by filing ne w
rate  applications as often as necessary.

3. File  a  new ra te  applica tion us ing a  2007 te s t yea r.

4. File  emergency ra te  applica tions  in orde r to ma inta in its  authorized ope ra ting margin.

5. Re inves t ava ilable  ope ra ting income  in new plant and equipment.

6. Apply for accounting orders  as  necessa ry, to de fe r expenses  for considera tion of recovery
in subsequent rate cases.

7. Continue  to suspend paying dividends .

Rescinded $452,080 Loan (Decision No. 62908. Dated 9/18/2000)

On Ja nua ry ll, 2000, Va lle y Utilitie s  re que s te d a pprova l for two ite ms  of long-te rrn de bt:
$452,080 from WIFA a nd $289,675 from Robe rt P rince , P re s ide nt a nd CEO of Va lle y Utilitie s
a nd Ba rba ra  P rince , S e cre ta ry a nd Tre a sure r of Va lle y Utilitie s . S ta ff re comme nde d de nia l of
the  proposed Prince  loan of $289,675 because  the  Company had negative  equity of $264,404 and
the  a pprova l of the  P rince  loa n would be  de trime nta l to the  Compa ny's  ca pita l s tructure . S ta ff
re comme nde d tha t the  Compa ny's  sha re holde rs  fina nce  the  re ma ining proje cts  with e quity. At
the  hea ring, the  Company had no objection to S ta ffs  recommenda tion. S ta ffs  recommenda tions
we re  a pprove d in De cis ion No. 62908, da te d S e pte mbe r 18, 2000. De cis ion No. 62908 a ls o
authorized a  $6.35 monthly customer surcharge  to service  the  $452,080 WIFA loan.

The  loa n a nd the  re la te d $6.35 s urcha rge  we re  la te r re s cinde d in a  s ubs e que nt ra te
proceeding as discussed below.

Exis ting $1.92 Million Loan (Dec is ion No. 68309, Da ted 11/14/2005)

De cis ion No. 68309, da te d Nove mbe r 14, 2005, re s cinde d a pprova l of the  $452,080
WIFA loa n be ca us e  the  Compa ny ha d ne ve r dra wn on it. At the  s a me  time , the  De cis ion
a uthorize d a pprova l of a  $1.92 million WIFA loa n to cons truct a rse nic tre a tme nt pla nt. Furthe r,
the  Decis ion orde red the  Company to file  an applica tion for an a rsenic remova l surcharge  ta riff if
a  surcharge is  necessary to a llow the  Company to pay the  debt.
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Additiona lly, the  De cis ion orde re d the  Compa ny to file  a  re port on the  $6.35 surcha rge
tha t it ha d be gun colle cting in the  ye a r 2000. In complia nce  with De cis ion No. 68309, the
Compa ny file d a  re port of the  a ctivity a nd ba la nce  of the  WIFA se t a s ide . The  ba la nce  a t the
Nove mbe r 30, 2005 wa s  $101,725. While  this  fund wa s  me a nt only to s e rvice  the  WIFA de bt,
Staff notes  tha t the  Company used funds from this  account to pay genera l opera ting expenses as
follows :

10/9/2003
10/15/2003
11/17/2003
4/2/2004
5/2/2004
2/10/2005
3/11/2005
3/28/2005
4/6/2005

$10,000
$12,000
$10,000
$20,000
$ 5,000
$10,000
$10,000
$20,000
$10,000

To fund payroll ca sh shortfa ll
LX P a yba ck
To fund accounts  payable  cash shortfa ll
To fund accounts  payable  cash shortfa ll
To fund payroll ca sh shortfa ll
To fund payroll ca sh shortfa ll
To fund payroll and income  tax cash shortfa ll
To pay for insurance , liability, vehicle , and we ll repa ir
To fund payroll ca sh shortfa ll

Financ ing  Applica tion

Introduction

On Octobe r 1, 2007, Va lle y Utilitie s  file d a n a pplica tion with the  Commiss ion re que s ting
authoriza tion (1) to obta in a  $250,000 revolving line  of credit from a  commercia l bank and (2) to
la te r re finance  the  $250,000 revolving line  of credit to a  fixed ra te , fixed te rm loan with WIFA.

P ublic Notice

P e r P roce dura l Orde r is s ue d Octobe r 18, 2007, a  copy of the  P ublic Notice  s ha ll be
ma iled to each cus tomer and published in a  newspape r of gene ra l circula tion in the  Company's
se rvice  a rea  on or be fore  November 5, 2007. The  Company filed the  Affidavit of Publica tion on
November 9, 2007.

Purpose and Terms of the Proposed Financing

The  purpose  of the  $250,000 revolving line  of credit is  to provide  the  initia l funds  to drill
the  ne w we ll. The  Compa ny a nticipa te s  tha t the  line  of cre dit will be  te mpora ry a nd will be
conve rte d to fixe d ra te , fixe d te rn de bt once  it ca n be  re fina nce d with WIFA. The  Compa ny
expects  tha t the  ra te  for the  revolving line  of credit will be  nine  pe rcent.

Unde r the  Compa ny's  propos a l, the  purpos e  of the  long-te mi de bt is  to re fina nce  the
$250,000 revolving line  of credit with a  fixed ra te , fixed te rm loan through WIFA. Unde r S ta ff' s
proposa l, the  purpose  of the  long-te rm WIFA debt is  to re imburse  funds  to the  wa te r sys tem for
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drilling a  ne w we ll. The  Compa ny propos e d fina ncing is  a  20-ye a r a mortizing loa n a t a  6.004
percent interest ra te .

Financial Analysis and Recommendation for $250,000 Revolving Line of Credit

For financia l ana lys is  purposes , S ta ff cons ide rs  the  $250,000 re volving line  of cre dit to
be  long-te rm de bt be ca us e  its  re pa yme nt te rm is  gre a te r tha n one  ye a r. S ta ff doe s  not
recommend approva l of the  $250,000 revolving line  of credit and recommends tha t the  Company
obta in the  initia l funds  for the  we ll cons truction with a  ca sh infus ion from the  sha reholde rs . This
a ction would be  cons is te nt with ite m numbe r five  of the  Compa ny's  "P os itive  Equity P os ition
P la n" a s  dis cus se d e a rlie r. The  inve s tme nt in pla nt would move  the  Compa ny's  ne ga tive  ra te
base  in a  pos itive  direction.

As  an a lte rna tive  to the  line  of credit, the  Company can obta in short-te rm debt tha t does
not exceed seven pe rcent of tota l capita liza tion in accordance  with Arizona  Revised S ta tute  40-
302 D. S ta ffs  a na lys is , ba se d on una udite d informa tion provide d by the  Compa ny, shows  tha t
Va lle y Utilitie s  ha s  s ufficie nt ca s h flow to  pa y for s uch de bt. At De ce mbe r 31, 2006, the
Company reported $88,824 in opera ting income and $172,644 in deprecia tion expense  resulting
in a  pos itive  ca sh flow of ove r $255,000 a s  shown on Schedule  CsB-l. Also, for the  yea r ended
December 31, 2006, the  Company reported a  cash balance of $794,000.

Fina ncia l Ana lys is  0f$250,000 WIFA Loa n

S ta ff's  a na lys is  is  ba s e d on Va lle y Utilitie s ' una udite d  fina ncia l s ta te me nts  da te d
De ce mbe r 31, 2006. The  fina ncia l a na lys is  s hown on S che dule  CS B-1 pre s e nts  s e le cte d
fina ncia l informa tion from the  fina ncia l s ta te me nts  a nd the  pro forma  e ffe ct of the  propos e d
$250,000 loan. S che dule  CS B-l a ls o s hows  the  ca pita l s tructure  a nd de bt s e rvice  cove ra ge
("DSC") a nd time s  inte re s t e a rne d ("TIER") ra tios .

Capital Stmeture

S ta ffs  ca pita l s tructure  a na lys is  include s  a dva nce s  in a id of cons truction ("AIAC") a nd
contributions  in a id of cons truction ("CIAC"). At De ce mbe r 31, 2006, Va lle y Utilitie s ' ca pita l
s tructure  cons is ted of no debts , 86.65 pe rcent AIAC, 22.52 pe rcent CIAC, and a  nega tive  9.17
pe rce nt e quity. Va lle y Utilitie s ' dra wing the  e ntire  propose d loa n of $250,000 would re sult in a
pro forma  ca pita l s tructure  comprise d of 0.14 pe rce nt short-te rm de bt, 5.25 pe rce nt long-te rm

4 The Company's  application s ta ted a  6.66% interes t ra te. However, the Company used a  6.00 percent ra te in its
surcharge ca lcula tion as  shown on "Attachment Three" of the Company's  applica tion. Further the Company s ta ted
that the WIFA subs idy ra te was  85 percent but used 75 percent in its  surcharge ca lcula tion. Staff used 75 percent in
its  ca lcula tion in order to be conserva tive.
5 Staff did not include the Company's  proposed $28,237 in long-term debt as  it was  not Commiss ion authorized.
Also, Sta ff did not include the Company's  $1.92 million WIFA loan because the Company had not drawn any fords
as  of 12/31/2006 and the Company will obta in a  surcharge to pay for the debt service payments  for the loan.



Va lle y Utilitie s  Wa te r Compa ny
Docke t Nos . W-01412A-07-0560 & w-01412A-07-0561
Page 8

debt, 81.98 pe rcent AIAC, 21.31 pe rcent CIAC, and a  nega tive  8.67 pe rcent equity a s  shown on
Schedule  CSB-1.

Capita l s tructure  is  an indica tor of financia l soundness . Va lley Utilitie s  has  no equity and
its  ove r-re lia nce  on AIAC a nd CIAC to fund pla nt cons truction ha s  re sulte d in a  ne ga tive  ra te
base. As  dis cus s e d pre vious ly, De cis ion No. 68309 s ta te d "...we  a re  conce rne d tha t this
Compa ny continue s  to  ope ra te  the  utility in  s uch a  wa y tha t a lthough e quity is  not be ing
inves ted, ra tepaye rs  a re  required to gene ra te  ca sh sufficient to show an ope ra ting income  and
customers were  required to pay an opera ting income when the  shareholders  had no investment in
pla nt." The  s a me  conce rn re ma ins  in the  ins ta nt proce e ding. The re fore , S ta ff continue s  to
re comme nd tha t the  sha re holde rs  infuse  e quity into the  wa te r compa ny a nd follow its  "Pos itive
Equity Pos ition P lan" discussed ea rlie r.

Interest and Debt Service Coverage

Sta ff a lso e xa mine d the  e ffe cts  of the  propose d fina ncing on the  Compa ny's  TIER a nd
DS C.

DS C re pre s e nts  the  numbe r of time s  inte rna lly ge ne ra te d ca s h (i.e ., e a rnings  be fore
inte re s t, income  ta x, de pre cia tion a nd a mortiza tion e xpe ns e s ) cove rs  re quire d principle  a nd
inte re s t pa yme nts  on de bt. A DS C gre a te r tha n 1.0 me a ns  ope ra ting ca sh flow is  sufficie nt to
cover debt obliga tions .

TIER represents  the  number of times earnings before  income tax expense  covers  inte rest
expense  on debt. A TIER grea te r than 1.0 means  tha t ope ra ting income  is  grea te r than inte re s t
expense . A TIER less  than 1.0 is  not sus ta inable  in the  long te rm but does  not necessa rily mean
tha t debt obliga tions  cannot bese t in the  short te rm.

Va lle y Utilitie s ' TIE R a n d  DS C re s u ltin g  fro m its  2 0 0 6  S ta ff a d ju s te d  fin a n c ia l
s ta te me nts  a re  not me a ningful a s  the  Compa ny ha d no de bt. Including S ta ff's  re comme nde d
revenue  requirement and fully drawing the  proposed $250,000 loan re sults  in a  pro forma  TIER
a nd DS C of 7.45 a nd 13.13, re s pe ctive ly. The  pro forma  TIER a nd DS C s how tha t Va lle y
Utilitie s  would have  adequa te  cash flow to mee t a ll Commiss ion authorized obliga tions  including
the proposed debt.

Conclusions and Recommendations

WIFA Loa n

Sta ff concludes  tha t the  project the  Company proposes  to cons truct and the  $250,000 in
long-tenn debt from WIFA is  reasonable  and appropria te .
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S ta ff conclude s  tha t the  propos e d fina ncing is  with in  Va lle y Utilitie s ' P owe rs  a s  a
corpora tion, is  compa tible  with the  public inte re s t a nd would not impa ir its  a bility to provide
public se rvice .

The re fore , S ta ff re comme nds  a pprova l of the  Compa ny's  a pplica tion for a uthority to
issue  debt to WIFA not to exceed $250,000.

S ta ff furthe r re comme nds  a uthorizing Va lle y Utilitie s  to e nga ge  in a ny tra nsa ctions  a nd
to execute  any documents necessary to effectuate  the  authorizations granted.

Sta ff further recommends tha t one  copy of executed loan documents  be  filed with Docke t
Control, as  a  Compliance  item, within 60 days  of the  execution of any transactions .

Company Proposed Emergency Rate Surcharge

The  Company has  reques ted an emergency ra te  of $0.89 pe r month surcha rge  for each
5/8 x 3/4-inch me te r, $1.34, 3/4-inch, $2.23, 1-inch, $4.45, 1.5-inch, $7.13, 2-inch, $14.25, 3-
inch, $22.27, 4-inch, $44.54, 6-inch, $71.27, 8-inch, $102.45, 10-inch, $191.53, 12-inch, a s
shown .on Schedule CSB-3 .

Sfa]fAc@ustmenzs to the Emergency Rate Surcharge

Decis ion No. 68309 authorized an a rsenic remedia tion surcha rge  mechanism ("ARSM")
for Va lle y Utilitie s . The  ARS M pre scribe s  a  me thodology to ca lcula te  a  surcha rge  for a rs e nic
tre a tme nt pla nt tha t wa s  fina nce d through a  WIFA loa n. The  Compa ny ha s  modifie d the
Commiss ion approved me thodology to ca lcula te  the  surcha rge  for the  new we ll. The  Company
proposes to add $4,539 for the  annual WIFA debt reserve  payment.

S ta ff has  reviewed the  Company's  ca lcula tion and recommends  two changes . Firs t, S ta ff
recommends  remova l of the  $4,539 for the  annua l WIFA debt re se rve  payment. WIFA require s
a  monthly or qua rte rly pa yme nt into a  de bt re se rve  a ccount to e nsure  pa yme nts  on loa ns . The
de bt re se rve  a ccount is  s imila r to a  force d sa vings  a ccount. It is  a n a s se t to the  borrowe r a nd
inte res t on the  re se rve  accrues  to the  borrower. There  is  a  ve ry high like lihood tha t a ll payments
will be  made because  of the  Staff recommended surcharge  and the  Company's  opera ting income.
Consequently, when the  loan is  fully pa id, the  cash in the  re se rve  account will become ava ilable
to sha reholde rs  a s  equity. The re fore , S ta ffs  me thodology removes  the  re se rve  component from
the  surcharge  and a llows only the  principa l and inte res t on the  loan amount to be  recovered from
customers.

Second, S ta ff recommends  remova l of the  income  taxes  from the  surcha rge  ca lcula tion.
The  ARSM, which includes  income  taxes , was  de s igned to recove r extraordina ry cos ts  of plant
ne e de d to comply with fe de ra lly ma nda te d drinking wa te r s ta nda rds . The  cos t of the  ne w we ll
for which the  Company seeks  recovery is  routine  in na ture . There fore , recovery of income taxes
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is  ina ppropria te . Nonna l a pprova ls  for fina ncings  by th is  Commis s ion  do  not include  a n
a llowance  for income taxes .

Staff' s  adjustments decreased the  emergency surcharge by $0.25, from $0.89 to $0.64 for
the  5/8-inch X 3/4-inch me te red cus tomer. S ta ff recommends  approva l of S ta ffs  recommended
emergency rate  surcharges as shown on Schedule CSB-3.

S ta ff furthe r re comme nds  tha t the  month ly s urcha rge  be  conditiona l upon S ta ffs
recommended cost of the  well.

S ta ff furthe r re comme nds  tha t the  surcha rge  be  imple me nte d only a fte r the  Compa ny
closes on the  loan and has drawn funds to begin construction of the  plant.

S ta ff furthe r recommends  tha t if the  Company has  not drawn funds  from the  loan within
one  year of the  da te  of the  Decis ion resulting from this  proceeding, tha t approva l of the  loan and
surcharge be rescinded.

Sta ff further recommends tha t the  Company post a  bond in an amount of 31,5006 prior to
implementing the  emergency ra te  increase  authorized in this  proceeding.

S ta ff furthe r re comme nds  a pprova l of the  e me rge ncy ra te  incre a s e  s ought by Va lle y
Utilitie s  Wa te r Compa ny.

S ta ff furthe r re comme nds  tha t the  e me rge ncy ra te  incre a se  be  inte rim, subje ct to "true
up" a t the  Company's  next full ra te  case .

S ta ff furthe r re comme nds  tha t the  Compa ny be  dire cte d to file  within 30 da ys  of the
Orde r a  revised ra te  schedule  re flecting the  emergency ra te  increa se  with Docke t Control, a s  a
compliance  item in this  docke t.

S ta ff further recommends tha t the  Company notify its  cus tomers  of the  revised ra tes , and
its  e ffective  da te , in a  form acceptable  to S ta ff, by means  of an inse rtion in the  Company's  next
re gula rly sche dule d billing.

S ta ff furthe r recommends  tha t the  Company file  a  full ra te  ca se  by no la te r than June  1,
2008, using a  2007 test year.

6 Decis ion No. 67990, dated July 18, 2005, required a  bond from Sabrosa Water Company in the amount of $3,000.
The amount was  approximately 5 percent of the annual increase in the emergency ra te applica tion. Staffs
recommended bond amount for Valley Utilities  is  equal to approximately 5 percent of the $30,369 annual increase'
in revenue.


