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Pursuant to A.A.C. R14-3-110(B), you may file  exceptions  to the  recommenda tion of
the  Adminis tra tive  Law Judge  by filing an origina l and ten (10) copies  of the  exceptions  with
the  Commission's  Docke t Control a t the  address  lis ted be low by 4:00 p.m. on or be fore :

DATE :

Enclosed please  find the  recommenda tion of Adminis tra tive  Law Judge  Lyn Fa rmer.
The  recommendation has  been filed in the  form of an Opinion and Order on:

TO ALL P ARTIES  :

DOCKET NO:

The  e nclose d is NO T a n orde r of the  Commis s ion, but a  re comme nda tion of the
Adminis tra tive  Law Judge  to the  Commissioners . Considera tion of this  matte r has tenta tive ly
been scheduled for the  Commission's  Working Session and Open Meeting to be  he ld on:

For more information, you may contact Docket Control at (602) 542-3477 or the
Hearing Division at (602) 542-4250. For information about the Open Meeting, contact the
Executive Director's Office at (602) 542-3931 .
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MIKE GLEAS ON - Cha irma n
WILLIAM A. MUNDELL
J EFF HATCH-MILLER
KRIS TIN K. MAYES
GARY PIERCE
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9

IN THE MATTER OF THE AP P LICATION OF
CHAP ARRAL CITY WATER COMP ANY, AN
ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS  UTILITY P LANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES  AND CHARGES  FOR UTILITY S ERVICE
BASED THEREON.

DECIS IO N no .

OP INION AND ORDER

DATE OF REMAND HEARING: January 25 (Pre-Hearing Conference), J anuary 28 and
January 29, 2008

Phoenix, Arizona

10

11

12

13 P LACE OF REMAND HEARING:

14  ADMINIS TRATIVE LAW J UDG E:

15 IN ATTENDANCE:

Lyn Farmer

Mike  Gleason, Chairman
Kris tin K. Mayes , Commis s ioner

Mr.  No rma n  D.  J a me s  a n d  Mr.  J a y L.  S h a p iro ,
FENNEMORE CRAIG, P .C., on be ha lf of Cha pa rra l
City Water Company;

Mr. S cott Wa ke fie ld, Chie f Couns e l, a nd Mr. Da nie l
Poze fs ky, S ta ff Attorne y, on be ha lf of the  Re s ide ntia l
Utility Cons umer Office ; and

Ms . J anet Wagner, Senior Staff Counsel, and Mr. Keith
Layton, S ta ff Attorney, Lega l Divis ion, on beha lf of the
Utilitie s Divis ion o f the Arizona Corpora tion
Commiss ion.

: 8 AP P EARANCES  :

18

19

20

21

22

23

24 On Augus t 24,  2004,  Cha pa rra l City Wa te r Com pa ny ("Cha pa rra l City" or "Com pa ny") file d

25 with the  Arizona  Corpora tion Com m is s ion ("Com m is s ion") a n a pplica tion for a  de te rm ina tion of the

26 curre nt fa ir va lue  of its  utility pla nt a nd prope rty a nd for incre a s e s  in its  ra te s  a nd cha rge s  for utility

2 7 se rvice  ba sed the reon.

28 He a rings  on the  a pplica tion we re  he ld in Ma y a nd J une  2005.

B Y T H E  C O MMIS S IO N :
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1 On S e pte mbe r 30, 2005, the  Commis s ion is s ue d De cis ion No. 68176, gra nting a  ra te  incre a s e

2 to Cha pa rra l City.  The  pa rtie s  to  De cis ion No. 68176 inc lude  Cha pa rra l City,  the  Re s ide ntia l Utility

3 C o n s u m e r O ffic e  ("R UC O "),  a n d  th e  C o m m is s io n 's  Utilit ie s  Div is io n  S ta ff ("S ta ff' ). Cha pa rra l

4 City a ppe a le d De cis ion No. 68176 to the  Arizona  Court of Appe a ls .

5 The  Ariz ona  Com  o f Appe a ls ,  Div is ion  O ne ,  c ons ide re d  Cha pa rra l C ity's  a ppe a l,  a nd  on

6 Fe brua ry 13, 2007, is s ue d its  Me mora ndum De cis ion, which a ffirme d in pa rt, va ca te d, a nd re ma nde d

7 De c is ion  No. 68176 to  the  Com m is s ion for furthe r de te rm ina tion .  The  Court of Appe a ls  found tha t

8

9 C o m m is s io n  s e t  th e  ra te s  b a s e d  o n  o rig in a l c o s t  in s te a d  o f th e  fa ir v a lu e  o f C h a p a rra l C ity's

10 prope rty.

l l On J une  2, 2007, S ta ff file d a  Re que s t for P roce dura l Orde r.

12 On J une  7, 2007, the  Commis s ion is s ue d a  Re ma nd He a ring P roce dura l Orde r in this  docke t

13 e s ta b lis h ing  a  s che dule  fo r a  re m a nd  proce e d ing  in  a ccorda nce  with  the  Me m ora ndum  De c is ion .

14 The  P roce dura l Orde r s e t a  he a ring da te  of Octobe r 16, 2007.

15 O n J une  8 ,  2007 ,  Cha pa rra l C ity file d  a  Notice  o f F iling  Re v is e d  S che du le s  o f Ra te s  a nd

16 Cha rge s  for Utility S e rvice s  a nd a  Re sponse  in Oppos ition to S ta ff' s  Re que s t for P roce dura l Orde r.

17 O n  J u n e  1 1 ,  2 0 0 7 ,  Ch a p a rra l C ity tile d  a  Mo tio n  to  Va c a te  Re m a n d  He a rin g  P ro c e d u ra l

18 Orde r a nd to S e t P roce dura l Confe re nce .

19 On J une  13, 2007, a  P roce dura l Orde r wa s  is s ue d s e tting a  P roce dura l Confe re nce  for J une

2 0 22, 2007.

2 1 O n J une  18 ,  2007 ,  Cha pa rra l City docke te d  its  F iling  Re ga rd ing  Conflic ts  with  P roce dura l

22 S che dule .

23 On J une  22, 2007, the  P roce dura l Confe re nce  wa s  he ld a s  sche dule d.

2 4 On J une  25, 2007, a  P roce dura l Orde r wa s  is s ue d cha nging the  he a ring da te  to Nove mbe r 6,

25 2007, a s  a gre e d to by the  pa rtie s  a t the  J une  22, 2007, P roce dura l Confe re nce .

2 6 O n J u ly 6 ,  2007 ,  Cha pa rra l C ity file d  its  Am e nde d  Notic e  o f F iling  Re v is e d  S c he du le s  o f

27 Ra te s  a nd Cha rge s  for Utility S e rvice .

28 On Augus t 30, 2007, RUCO file d the  dire c t te s tim onyof Dr. Be n J ohns on, a nd S ta ff file d the

2 DECISION NO.
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1 direct testimonies of David C. Parcell and Ralph C. Smith.

2 On September 11, 2007, Chaparral City filed a Request to Change Procedural Schedule,

3 which requested that additional time be allowed to file the Company's rebuttal testimony, that the

4 hearing be rescheduled, and that a Procedural Conference to discuss modification of the existing

5 procedural schedule be held.

6 On September 12, 2007, a Procedural Order was issued that scheduled a Procedural

7 Conference for October 2, 2007, granted the extension to file the Company's rebuttal testimony, and

8 continued the hearing and the remaining procedural deadlines.

9 On October 2, 2007, the Procedural Conference was held as scheduled.

10 On October 3, 2007, a Procedural Order was issued setting the remand hearing for January

1 l 28, 2008, as agreed by the parties.

12 On October 31, 2007, Chaparral City filed the rebuttal testimonies of Thomas J. Bourassa,

13 Ernest A. Gisler, Harold Walker, III, and Dr. Thomas M. Zepp.

14 On November 5, 2007, Chaparral City filed the corrected rebuttal testimony of Mr, Walker.

15 On December 7, 2007, RUCO tiled Me surrebuttal testimony of Dr. Johnson, and Staff tiled

16 the surrebuttal testimonies of Mr. Parcell and Mr. Smith.

17 On December 21, 2007, the parties filed a Stipulation to Extend Discovery and Filing

18 Deadlines.

19 On January 10, 2008, a Procedural Order was issued approving the Stipulation to Extend

20 Discovery and Filing Deadlines and ordering Chaparral City to provide public notice of the January

21 28, 2008, Remand Hearing.

22 On January 18, 2008, Chaparral City tiled the rejoinder testimonies of Mr. Bourassa and Dr.

23 Zepp and filed its Notice of Certification of Publication indicating that notice of the Remand

24 Hearing was published on January 16, 2008, in The Fountain Hills Times.

25 The Remand Hearing was held as scheduled on January 28 and 29, 2008, and witnesses

26 testified on behalf of Chaparral City, RUCO, and Staff.

27 On February 14, 2008, Chaparral City tiled a Request to Modify Briefing Schedule to allow

28 the parties additional time to file post-hearing briefs.

3 DECISION NO.
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DIS CUS S ION

Background

19

1 On Fe brua ry 15, 2008, a  P roce dura l Orde r wa s  is s ue d gra nting the  re que s t a nd e xte nding the

2 brie fing s che dule  by one  we e k.

3 On Fe brua ry 20, 2008, S ta ff file d a  Re que s t for a n Exte ns ion of Time  for Filing of Brie fs .

4 On Fe brua ry 22, 2008, a  P roce dura l Orde r wa s  is s ue d gra nting the  re que s t a nd e xte nding the

5 pa rtie s ' brie fing s che dule  by a n a dditiona l we e k.

6 On Ma rch 5, 2008, Clos ing Brie fs  we re  file d by Cha pa rra l City, RUCO, a nd S ta ff. 1

7 On Ma rch 21 , 2008, Re ply Brie fs  we re  file d by Cha pa rra l City, RUCO, a nd S ta ff.2

8 On Ma rch 25, 2008, Cha pa rra l City file d a  Motion to Expe dite  De cis ion on Re m a nd.

9

10

l l In  its  ra te  a pp lica tion  file d  in  Augus t 2004 ,  Cha pa rra l C ity s ubm itte d  s che du le s  re fle c ting

12 b o th  a n  O rig in a l C o s t  R a te  Ba s e  ("O C R B")  a n d  a n  e s t im a te d  re c o n s t ru c t io n  c o s t  n e w le s s

13 de pre c ia tion  ("RCND") ra te  ba s e .  In  De c is ion  No .  68176 ,  the  Com m is s ion  found  the  Com pa ny's

14 a d ju s t e d  O C R B a n d  R C ND fo r  ra t e m a kin g  p u rp o s e s  t o  b e  $ 1 7 , 0 3 0 , 7 6 5  a n d  $ 2 3 , 6 4 9 , 8 3 0 ,

15 re spe ctive ly. Cha pa rra l p ropos e d  a  F a ir Va lue  Ra te  Ba s e  ("F VRB") ba s e d  on  the  a ve ra ge  o f its

16 OCRB a nd RCND, a nd S ta ff a ls o  propos e d a  FVRB ba s e d upon the  a ve ra ge  of OCRB a nd RCND.

17 R UC O  p ro p o s e d  a  F VR B e q u a l to  th e  O C R B. The  Com m is s ion  fo tu id  tha t a n  "a ve ra ge  o f the

18 a d ju s te d  O C R B a n d  R C ND p ro v id e s  a  re a s o n a b le  m e a s u re m e n t  o f th e  c u rre n t  v a lu e  o f th e

Com pa ny's  p rope rty de dica te d  to  public  s e rv ice ."3  Us ing  a  50 /50  we ighting  of the  O CRB a nd  the

2 0 RCND, the  Com m is s ion  found  Cha pa rra l's F VR B to  b e  $ 2 0 ,3 4 0 ,2 9 8  Th e  C o m m is s io n  a p p lie d  a

2 1 c os t o f de b t o f 5 .1  pe rc e n t a nd  c os t o f c om m on  e qu ity o f 9 .3  pe rc e n t to  the  Com pa ny's  c a p ita l

22 s tructure  a s  of De ce m be r 31, 20034 to de te rm ine  the  we ighte d a ve ra ge  cos t of ca pita l ("WACC") of

23 7.6  pe rce nt.  The  Com pa ny re que s te d  tha t the  Com m is s ion  a pply the  WACC to  the  FVRB, but the

24 Com m is s ion  de te nn ine d  tha t the  Com pa ny's  p ropos e d  ra te  o f re tu rn  m e thodo logy a nd  re s u lting

25 re ve nue

26

27

28

inc re a s e  would  p roduce  a n  e xce s s ive  re tu rn  on  F VRB. The  Com m is s ion  a pp lie d  the  fa ir

1 On March21, 2008, Staff tiled a Notice of Errata correcting an error in its Closing Brief
2 On March 25, 2008, Chaparral City filed a Notice of Errata correcting an error in its Reply Brief.
3 Decision No. 68176 at p. 9.
4 41 .27 percent long-term debt and 58.73 percent common equity.

4 DECIS ION no.
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Issues to beDecided on Remand

1 va lue  ra te  of re turn of 6.36 pe rce nt to the  FVRB, re s ulting in re quire d ope ra ting income  of

2 $1,294,338, which was $680,091 more than the Company's adjusted test year operating revenue.

3 The  required revenue  increase  was $1,107,596, or a  17.86 percent ne t increase  over tes t year

4 adjusted revenues.

5 The Company appealed Decision No. 68176 to the Arizona Court of Appeals which found

7 Commission se t the  ra tes  based on the  original cost instead of the  fa ir va lue  of Chaparra l City's

8 property. The Court of Appeals also found that Chaparral City did not make a clear and convincing

9 showing that the  Commission's  decis ions regarding the  methodologies  the  Commission used to

10 de te rmine  the  cos t of e quity we re  unla wful or unre a s ona ble  a nd the re fore  a ffirme d the

ll Commission's methodologies used to determine the cost of equity. The Court of Appeals vacated the

12 Commission's decision and remanded "for further determination of Chaparral City's rates consistent

13 with our constitution."5

14 The Commission's Remand Hearing was held January 28 and 29, 2008, and witnesses for

15 Chaparral City, RUCO, and Staff testified. Briefs were filed in March 2008.

16

17 1. What rate of return methodology should Me Commission use in this Remand proceeding

18 to determine the appropriate rate of return on Chaparral City's FVRB?

19 2. What is the appropriate rate of return on Chaparral City's FVRB to be used to set rates in

20 this Remand proceeding?

21 3. Should the Commission authorize the recovery of rate case expense the Company asserts

22 it has incurred as a result of its appeal from Decision No. 68176 and this Remand proceeding?

23

24

25 The Court of Appeals  found "the method employed by the  Commission to determine the

26 operating income in this case did not comport with constitutional requirements."6 The Commission's

27

28

Issue # 1 What rate of return methodology should the Commission use in this Remand

proceeding to determine the appropriate rate of return on Chaparral City's FVRB?

5 Ex. A-R13, Chaparral City Water Co. v. Arizona Corp. Comm'n, l CA-CC 05-0002, Mem. Decision at 2 (Ariz. Ct.
App. 2007).
'id. at 11.

A

5 DECISION NO.
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1 me thod  o f "tra ns la ting" the  OCRB's  WACC in to  a  ra te  o f re tu rn  on  FVRB wa s  found  to  be

2 impe rmis s ible  unde r the  Arizona  Cons titution whe n the  Commis s ion firs t de te rmine d ope ra ting

3 income (revenues) us ing OCRB (ins tead of FVRB) and then, us ing tha t revenue  leve l, ca lcula ted the

4 corre s ponding ra te  of re turn whe n a pplie d to the  FVRB. The  Court of Appe a ls  ma de  cle a r tha t

5

6  us ing  the  FVRB.

7 Cha pa rra l City's  Me thod

8 The  Company's  fina l pos ition is  "the  same  pos ition tha t it ha s  had throughout the  ca se ," and

9 tha t is  for the  Commis s ion to a pply the  7.6 pe rce nt WACC to the  fa ir va lue  ra te  ba s e .7 Cha pa rra l

10 City a s s e rts  tha t "the  fa ct tha t the  7.6 pe rce nt ra te  of re turn wa s  de rive d through we ighte d cos t of

l l capita l me thodology is  e ssentia lly irre levant. The re  is  no conceptua l link be tween a  we ighted cos t of

12 capita l de rived ra te  of re turn and an origina l cost ra te  ba .se ."8

13 s tructure  does  not ma tch its  OCRB and tha t die  financia l mode ls  used to e s tima te  the  cos t of equity

14 a re  marke t-based models  tha t a re  unre la ted to any particula r ra te  base .

15 Compa ny witne s s  Dr. Ze pp te s tifie d tha t a  "fa ir ra te  of re turn is  a chie ve d whe n a  utility is

16 pe rmitte d to se t ra te s  a nd cha rge s  for se rvice  a t le ve ls  whe re  the  e xpe cte d re turn provide s  common

17 s tock inves tors  a  rea sonable  opportunity to cam the  cos t of common equity."9 He  a rgued tha t equity

18 cos t e s tima tes  a re  gene ra lly de te rmined with marke t da ta  and the re fore  a re  independent of the  ra te

19 ba se  to which the y a re  a pplie d. The  use  of ma rke t da ta  a llows  a n e s tima te  to be  ma de  of the  e quity

According to  Dr.

21 Ze pp, the  Commis s ion's  us e  of the  Dis counte d Ca s h Flow ("DCF") mode l a nd the  Ca pita l As s e t

22 P ricing Mode l ("CAP M"), which a re  ma rke t-ba s e d fina nce  mode ls , me a ns  tha t the ir re s ults  a re

23 independent of the  ra te  base  to which they a re  applied. Dr. Zepp the re fore  disagrees  tha t the  cos t of

24 e quity is  inte rtwine d with the  use  of OCRB a nd te s tifie d tha t ne ithe r S ta ff witne ss  Pa rce ll nor RUCO

The Company argues that its capital

25

26

27

28

7 Throughout his written testimony, Company witness Mr. Bourassa continually refers to Decision No. 68176's
"authorized return of 7.6 percent," but when asked to locate where in Decision No. 68176 such a rate of return was
authorized, he was unable to do so. Tr. at 109-11, see Bourassa Rebuttal Testimony, Ex. A-R4 at 6, 13, 14, 15, 22, 30,
31, 40, Rejoinder Testimony, Ex. A-R5 at 2, 4, 16.
8 Tr. at 9.
9 Ex. A-R7, Zepp Rebuttal Testimony at 9.
10 ld. at 10-12.

6 DECISION NO.
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10 e quity portion of the  FVRB

1 1 base.>>l4

1 2

1 witness  Johnson "provide  a  shred of evidence  to show there  is  a  tie  be tween the  cost of equity

3 Company witness Mr. Bourassa also testified that the cost of equity of 9.3 percent is based

4 exclusively on market-based finance models and does not depend on the rate  base to which it is

5 applied. "The  bottom line  is  tha t the  pe rcentage  re turn on ra te  base  is  se t, and should be  se t,

6 independent of the determination of the rate base."12 He believes that in "other states, where there is

7  no  fa ir value requirement, the WACC is appropriately applied to the rate base found according to

8 that state 's  requirements."l3 He argues that, in Arizona, that means that the Commission must set

9 ra tes  that provide a  reasonable  opportunity to earn the cost of equity applied to the  "value of the

- not the  va lue  of the  equity portion financing the  origina l cost ra te

The  Compa ny a rgue s  tha t be ca us e  "the  WACC is  a pplie d to the  ra te  ba s e , re ga rdle s s  of

13 whe the r the  re sulting re turn produces  the dolla r cos t of ca pita l, the re  is  no the ore tica l or pra ctica l

14 re a s on why the  WACC ca nnot be  a pplie d to a  FVRB, give n tha t unde r Arizona  la w, ra te s  mus t be

15 based on the  fa ir va lue  of the  utility's  prope rty."l5

16 In its  Clos ing Brie r; the  Compa ny a rgue s  tha t the  Commiss ion doe s  not use  cos t of e quity

17 e s tima tion a pproa che s  tha t re ly on a ccounting-ba se d e quity re turns . It be lie ve s  tha t us ing die  DCF

18 mode l a nd the  CAP M to de te rmine  the  ra te  of re turn on FVRB would be  a ppropria te  be ca us e  in

19 "orde r to  duplica te  d ie  compe titive  ma rke t, 'the ma rke t cos t of ca pita l would be  a pplie d to the

20 current market value of ra te  base assets e mploye d by utilitie s  to provide  s e rvice ."'l6 This  is  wha t the

21 Company is  proposing and what the  Company be lieves the  fa ir va lue  s tandard requires .

22 The  Company's  me thod re sults  in ope ra ting income  of $l,545,863, an additiona l $410,000 in

23 gross  re ve nue  ove r the  a mount de te rmine d in De cis ion No. 68176. This  would incre a se  the  bill for

24 an ave rage  re s identia l cus tomer with a  % inch me te r tha t uses  a  little  ove r 9,000 ga llons  of wa te r pe r

25

26

27

28

11 ld. at 13.
3 Ex. A-R5, Bourassa Rejoinder at 4 (emphasis in original).

Id.
14 ld.
15 Chaparral City Closing Br. at 27 (emphasis in original).
16 Id. at 29-30, (citing Roger A. Morin,New Regulatory Finance 395 (2006)) (emphasis added).
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

m onde  a n a dditiona l $1.95, or a  5.7 pe rce nt incre a s e  ove r the  ra te s  e s ta b lis he d in De cis ion No.

68176.17 Chapa rra l City a ls o reques ts  the  Commis s ion implement a  tempora ry s urcha rge  to recove r

the  los t re ve nue  it be lie ve s  it s hould ha ve  be gun colle cting on Octobe r l, 2006 whe n De cis ion No.

68176 's  ne w ra te s  we re  e ffe c tive . The  C om p a ny c a lc u la te s  the  a m oun t to  b e  c o lle c te d  a s

a pp roxim a te ly $1.1 m illion, which inc lude s  ca rrying  cos ts  a nd $100,000 in  a dditiona l ra te  ca s e

e xpe ns e . The  propos e d s urcha rge  would be  $0.56 pe r thous a nd ga llons , colle cte d ove r 12 months ,

a nd the  typica l monthly bill would re fle ct a  s urcha rge  of a pproxima te ly $514.18

C h a p a rra l C ity a rg u e s  th a t S ta ff a n d  R UC O  h a ve  ig n o re d  th e  e c o n o m ic  a n d  le g a l

unde rp inning s  of the  fa ir va lue  s ta nda rd  a nd  ins te a d  p rop os e  m e thods  b a s e d  on  the  p rude nt

inves tment/origina l cos t approach, which it a rgues  cannot be  us ed.

Dr. Ze pp criticize s  S ta ff's  propos e d me thod a s  a n "OCRB-e a rnings  me thod tha t s upe rficia lly

ba s e [s ] ra te s  on FVRB but in fa c t tie [s ] Me  utility's  e a rnings  to OCRB" a nd a rgue s  tha t RUCO's

me thod is  fla we d be ca us e  it is  "e ithe r a nothe r OCRB-e a rnings  me thod - a nd thus  could not s urvive

a n a ppe a l - or is  ba s e d on a n a rbitra ry ra te  of re turn tha t produce s  lowe r e a rnings  tha n would re s ult

if ra te s  we re  ba s ed on ocRB."19

Dr. Ze pp  dis a gre e s  with the  a s s e rtion by S ta ffs  witne s s , Mr. P a rce ll, tha t a pp lying  a  ze ro

cos t/re turn to the  FVRB increment of the  capita l s tructure  is  appropria te  from a  financia l pe rs pective

be ca us e  the  fa ir va lue  incre me nt wa s  not s upplie d by inve s tors , s ta ting tha t "[u]nde r the  la w of fa ir

va lue  a  utility is  not e ntitle d to a  re turn on its  inve s tme nt; it is  e ntitle d to a  re turn on die  fa ir va lue  of

its  p rope rtie s  de vote d to pub lic  s e rvice ."20 He  a ls o critic ize s  a s  "a rb itra ry" the  S ta ff a lte rna tive

propos a l which as s igns  a  cos t of 1.25 pe rcent to the  fa ir va lue  increment.

Mr. Bourassa  criticizes  Sta ffs  proposed firs t a lte rna tive  as  "jus t another vers ion of the

23 'backing-in' method" because it produces the  same operating income,21 and argues the  second

24 alternative should be rejected because, in his opinion, the rate of return on the fair value increment is

22

25

26

27

28

17 Although the Company stated that the court vacated the Commission's decision (Tr. at 287, 290) the Company is still
charging and collecting the rates established therein (Tr. at 261).
18 Id. at 3, and attached Final Remand Schedule A-l at 2.
19 Ex. A-R7, Zepp Rebuttal Testimony at 14-15.
20 Id. at 20. See also Ex. A-R8 at 4 explaining that "[t]he amount of capital invested is immaterial" (citing Arizona
Corp. Comm 'n v. Arizona Water Co., 85 Ariz. 198,203, 335 P.2d412, 415 (Ariz, l959)).
21 Ex. A-R5, Bourassa Rejoinder Testimony at 6.
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1

2

3

4

5 do not e xis t: (1) tha t the  de te rmina tion of FVRB is  s ubje ct to  "circula rity",

6

a rbitra ry a nd is  fa r be low the  re turn re quire d by inve s tors .

Dr. Ze pp te s tifie d tha t RUCO's  witne s s ,  Dr. J ohns on, "a na lyze d the  wrong proble m  a nd thus

his  a na lys is  ha s  no be a ring on the  corre ct a pproa ch to ta ke  in this  re ma nd proce e ding."22 He  s ta te s

tha t the  founda tion of Dr. J ohns on's  a na lys is  re quire s  thre e  fa cts  tha t Dr. Ze pp be lie ve s  a re  fa ls e  or

2) tha t the  I-I0pe 23

de c is ion  conce rn ing  "e nd  re s u lt" a pp lie s  in  Arizona ,  a nd  (3 ) tha t the  de te rm ina tion  o f the  ra te  o f

7 re turn is  dire ctly re la te d to the  ra te  ba se  use d by the  Commiss ion.

8 Dr.  Ze p p  te s tifie d  th a t Dr.  J o h n s o n 's  in fla tio n  ra te  is  fla we d  b e c a u s e  it  is  n o t th e  p la n t-

9 s pe cific  cos t fa ctors  us e d to de te rmine  the  RCND a nd is  not the  future  pla nt-s pe cific  cos t fa ctors  tha t

10 will a ffe c t th e  F VR B in  th e  E u tu re .2 4 He  a rgue s  tha t th is  c a us e s  a  m is m a tc h  be twe e n F VR B

l l d e te rm in e d  a t  th e  t im e  o f in q u iry ,  th e  F VR B e x p e c te d  in  th e  fu tu re ,  a n d  R UC O 's  re v e n u e

12 re quire m e nt.  Dr.  Ze pp  a ls o  te s tifie d  tha t Dr.  J ohns on 's  m e thod  wa s  a rb itra ry be ca us e  the re  is  no

13 re a son to be lie ve  tha t FVRB incre a se d by 2 pe rce nt pe r ye a r in the  pa s t or do so will in the  future .

14 Alth o u g h  Dr.  Ze p p  d is a g re e s  with  Dr.  J o h n s o n 's  p o s itio n  th a t d e b t c o n ta in s  a n  in fla tio n

15

16

component, he states that "[a]ssuming, for the sake of argument that the 7.6% rate of return contains

an inflationary component, it is attributable to the cost of equity, not the cost of debt."25 In response

17 to  Dr.  J ohns on 's  a s s e rtion  tha t Ariz ona  inve s to rs  wou ld  be  ove rc om pe ns a te d  if the  Com pa ny's

18 me thodology we re  a cce pte d, Dr. Ze pp indica te d tha t "inve s tors  in Arizona  would re ce ive  the  re turns

19 tha t the  Arizona  Cons titution re quire s ."26

20 ~ RUCO's  Me thod

2 1

22

23

RUCO re com m e nds  tha t the  Com m is s ion a dopt a  ra te  of re turn  m e thodology tha t us e s  the

Com pa ny's  W ACC, a d jus te d  to  re m ove  the  in fla tion  c om pone n t,  a s  the  ra te  o f re tu rn  a pp lie d  to

F VR B.

24 RUCO's  witne s s  Dr. J ohns on te s tifie d tha t the  ke y is s ue  is  to de te rmine  the  a mount of mone y

25

26

27

28

z2Ex. A-R7, Zepp Rebuttal Testimony at 22.
23 Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591 (1944).
24 Ex. A-R7, ZeppRebuttal Testimony at 31.
25 Id at 33. Dr. Zepp makes Me same error as Company witness Bourassa, testifying repeatedly that Decision No. 68176
authorized a rate of return of 7.6 percent. Id at 4, 5, 12, 18, 20, 21, 29, 30, 32, 33, 34, 38 33, Ex. A-R8, Zepp Rejoinder
Testimony at 3.
26 Ex. A-R7, Zepp Rebuttal Testimony at 33.
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1 the  Compa ny should be  give n a n opportunity to ca m a nd tha t the  ra te  ba se  a nd the  ra te  of re turn

2 ca lcula tions  a re  vita l s te ps  to re solving the  ke y is sue . He  te s tifie d tha t:

3

4

5

6
RUCO a rgue s  tha t a pplying  the  we ighte d  a ve ra ge  cos t o f ca p ita l to  the  FVRB is  no t

7 a ppropria te  be ca use  it would ove r-compe nsa te  the  Compa .ny's  inve s tors  a nd unfa irly burde n the

8 Company's  cus tomers . According to RUCO, because  the  FVRB is  pa rtly tied to reproduction cos ts ,

9 a nd be ca us e  re production cos ts  incre a s e  due  to the  e ffe cts  of infla tion, the  re turn on FVRB as

10 advoca ted by the  Company includes  the  e ffects  of infla tion. Likewise , the  cos t of capita l advoca ted

1; by die  Compa ny include s  the  e s tima te d cos t of e quity, which re lie s  in pa ;rt on a na lys ts ' judgme nts

13

14

... it is  ge ne ra lly a gre e d tha t Me  a mount of dolla rs  tha t the  utility s hould be  give n a n
opportunity to a m should be  la rge ly, if not e ntire ly, de te rmine d by a  compe titive  ma rke t
s tanda rd. In e ssence , the  utility should be  a llowed to recove r its  a ctua l cos t of capita l - a
dolla r a mount tha t is  a pproxima te ly e quiva le nt to the  a mounts  be ing e a rne d by othe r
firm's 7[s ic] on the ir investments  of comparable  magnitude , adjusted for any diffe rences  in
ris k."

15

16

17

18

19

20

21

and s tock marke t da ta  tha t compensa te  investors  for infla tion.

RUCO's  witness , Dr. Johnson, te s tified tha t a lthough the  we ighted ave rage  cos t of capita l is

de ve lope d to  be  us e d with a  re turn on OCRB, it could be  the  s ta rting point for de ve loping a n

a ppropria te  ra te  of re turn with FVRB. RUCO a rgue s  tha t without s ome  a djus tme nt to the  cos t of

capita l, the  e ffects  of infla tion would be  double  counted - once  in the  FVRB and aga in in the  ra te  of

re turn. Specifica lly, RUCO recommends  tha t the  Commiss ion adopt a  ra te  of re turn tha t excludes  an

infla tion component, the reby providing an ope ra ting income  tha t fa irly compensa te s  inves tors  and is

a lso fa ir to cus tome rs .

Dr.  J ohns on te s tifie d  tha t infla tion  is  a  m a jor fa c tor influe nc ing the  both  the  FVRB a nd the

WACC, which cre a te s  a  conce rn a bout the  pote ntia l for double  counting infla tion's  e ffe cts . Be ca us e

the R C N D s tudy is  de ve lope d by a pplying pla nt-s pe cific  infla tion indice s  to utility-s pe cific  ba la nce s ,

these  "indus try-specific infla tion ra te s  a re  one  of the  most important factors  caus ing the  fa ir va lue  to

exceed origina l cos t."28 Dr. J ohns on te s tifie d tha t without a n a djus tme nt for infla tion, us ing the

22

23

24

25

26

27

28

WACC a s  a  re turn on FVRB would ca use  a s tronomica l incre a se s  in ra te s  for e le ctric a nd othe r

utilitie s  in the  s ta te , skyrocke ting s tock price s  for utilitie s  in the  s ta te , a nd e normous  re pe rcuss ions

27 Ex. R-Rl, Johnson Direct Testimony at ll.
" M m M
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2

1 a nd impa ct on the  loca l e conomy."

Dr. J ohns on te s tifie d tha t whe re  a  FVRB is  e mploye d, gre a t ca re  mus t be  ta ke n to a void the

3 pote n tia l fo r c ircu la rity, to  e ns ure  tha t cus tome rs  a re  tre a te d  fa irly, a nd  to  pre c lude  unre gula te d

4 monopoly p rofits . More  s pe c ific a lly,  he  be lie ve s  tha t it is  impe ra tive  to  e ns u re  tha t the  re tu rn

5 a pplie d to the  FVRB is , in fa ct, a  "fa ir" re turn - one  tha t is  fa ir to cus tome rs  a s  we ll a s  s tocldiolde rs ,

6 one  tha t doe s  not provide  a  windfa ll to  u tility s tockholde rs , a nd one  tha t doe s  not de fe a t the  core

purpos e  of prote cting cus tome rs  from monopoly powe r.

In re s pons e  to the  Compa ny's  a rgume nt tha t die  WACC is  not tie d to a ny pa rticula r ra te  ba s e ,

Dr. J ohns on te s tifie d:

7

8

9

10

11

12

13

14

[I]f die  "fa ir re turn" is  compute d inde pe nde ntly of the  "fa ir va lue ," the  s a le  of utility
prope rtie s  a t highe r a nd highe r infla te d price s  would e ve ntua lly de fe a t the  e ntire
purpose  of ra te  re gula tion. Abse nt succe ss ful e ffort to solve  the  circula rity proble m by
e nsuring dirt the  "fa ir re turn" is  truly "fa ir" to both cus tome rs  a nd s tocldiolde rs , the  fa ir
va lue  me thod of re gula tion ca n e a s ily le a d to a  s pira l of e ve r-incre a s ing prope rty
va lua tions , a nd corre spondingly incre a s ing ra te  le ve ls . Unle ss  this  proble m is  solve d,
utility ra te s  ca n e ve ntua lly e s ca la te  to  a  le ve l a pproa ching pure  monopoly le ve ls ,
de fe a ting the  core  purpos e  of ra te  re gula tion, a nd gre a tly de via ting from the  goa l of
s imula ting the  re sults  of an e ffective ly compe titive  marke t.

15

Dr. J ohns on te s tifie d tha t in a  prope rly functioning re gula tory re gime , the  de te rmina tion of a

17 utility's  ra te  ba s e  a nd the  e s tima te d cos t of its  ca pita l a re  not pure ly inde pe nde nt of e a ch othe r. Dr.

1 g J ohns on te s tifie d tha t "[t]he  va lue  of a  utility's  prope rty is  pa rtly a  func tion of the  dolla r a mount of

19 income  tha t it ge ne ra te s . Thus , if the  va lue  a nd re turn conce pts  a re  de ve lope d inde pe nde ntly, the re

20 is  no a s s ura nce  tha t the  purpos e  of re gula tion will be  a chie ve d, or tha t the  re turn will be  fa ir to both

21 cus tomers  and s tockholde rs ."31

16

22

23

Dr. J ohns on te s tifie d tha t the  "fina l re s ult of cha nging ra te  ba s e  va lua tion me thods  without

re th inking  the  ra te  of re turn  me thodology would  be  a  huge  windfa ll for s tockholde rs  - one  tha t is

c le a rly not jus tifie d, a s s uming the  prior me thodology ha d ge ne ra te d a n income  le ve l tha t wa s  fa ir
24

25

26

27

28

29 Tr. at 202.
30 Ex. R-Rl, Johnson Direct Testimony at 7-8. The "circularity problem" reference speaks to the idea that, with the use
of FVRB, a vicious circle can be created where "valuation is dependent upon capitalization of earnings that are being set
'm a rate case, and those earnings depend in large part on the regulatory commission's finding of fair value." Id. at 5-8,
Tr. at 181-184.
31 Ex. R-Rl, Johnson Direct Testimony at 12-13.
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1 a nd re a sona ble . The  fa ir re turn in dolla r te rms  ca nnot sudde nly double  me re ly be ca use  re gula tors

2 adopt a  diffe rent ra te  base  va lua tion me thodology."32

3 Dr. Johnson recommended tha t, to ma inta in cons is tency with the  core  purpose  of regula tion

4 a nd the  Unite d S ta te s  Supre me  Court's  a pplica ble  s ta nda rd, the  Commiss ion should re cognize  tha t

5 the  fa ir ra te  of re turn will appropria te ly change  depending upon the  me thod used to deve lop the  ra te

6 ba s e . He  te s tifie d dirt a  fa ir va lue  cos t va lua tion te nds  to be  highe r tha n a n origina l cos t va lua tion

7 be ca us e  it re fle cts  the  impa ct of infla tion a nd othe r fa ctors  tha t te nd to contribute  to a n upwa rd

8 growth in va lue  ove r time . According to Dr. J ohns on, "[e ]conomis ts  ha ve  long re cognize d tha t

9 infla tion a nd othe r fa ctors  which incre a s e  the  va lue  of a n inve s tme nt will s ignifica ntly impa ct a n

10 inves tment's  expected re turn. In turn, these  factors  a ffect the  pre sent va lue  of the  inves tment."33 Dr.

l l Johnson expla ins  tha t this  is  because  the  growth in the  va lue  of the  investment is  a  component of the

12 tota l re turn tha t is  re a lize d by the  inve s tor.

13 According to Dr. Johnson, mos t the oris ts  a gre e  tha t the  prima ry obje ctive  of re gula tion is  to

14 produce  re sults  in the  utility sectors  of the  economy tha t pa ra lle l those  tha t would be  obta ined unde r

15 compe tition. He  te s tifie d tha t:

16

17

lb

19

20
21 In re s pons e  to the  Compa ny's  a rgume nt tha t the  "fa ir ra te  of re turn" for a pplica tion to the

22 FVRB should be  the  same  percentage  tha t would be  applied to the  OCRB, Dr. Johnson tes tified tha t

the  ge ne ra l e conomic goa l of u tility re gula tion  is  to  provide  a n  opportunity for a n
e fficie ntly ma na ge d utility to re cove r its  full cos ts , including a  fa ir (or norma l) re turn on
its  ca pita l .- but it is  ge ne ra lly pre clude d firm e a ting profits  in e xce ss  of a  norma l re turn.
When ra te s  a re  adopted in accordance  with this  objective , the  re sult will be  an equitable
and e fficient ba lance  be tween the  inte res ts  of the  utility and its  investors , and the  inte res ts
of the  utility's  cus tome rs . S uch a  ba la nce  occurs  na tura lly in the  world of compe tition,
and is  clea rly a  des irable  goa l for regula tion in the  public inte res t."34

23

24

25

26

27

28

if re gula tion is  going to a chie ve  re a s ona ble  cons is te ncy with the  compe titive  ma rke t s ta nda rd,

applying the  same  percentage  figure  to both ra te  bases  is  not appropria te . He  concludes  tha t a  va lid

finding of the  fa ir va lue  ra te  of re turn will de pe nd in pa rt upon the  me thod use d to de te rmine  ra te

base . To the  extent tha t a  fa ir ra te  of re turn is  deve loped for an OCRB us ing the  we ighted ave rage

32 ld. a t 14.

33 Id. a t 17.
34  Id .  a t20-21 .
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Dr. Johnson te s tified tha t:

1 cos t of the  utility's  cos t of debt, pre fe rred s tock, and equity - whe re  the  cos t ra te s  a re  ca lcula ted by

2 re fe rring to amounts  recorded in the  company's  accounting records , the reby mee ting the  compe titive

3 marke t s tandard - Dr. Johnson te s tified tha t "the re  is  no reason to assume tha t the  same  percentage

4 figure  ca n a ppropria te ly be  a pplie d to a  fa ir va lue  ra te  ba se  which is  grows  [s ic] ove r time , a nd is

5 inte nde d to re fle ct curre nt va lue s  (including the  impa ct of infla tion). To the  contra ry, if the  fa ir

6 va lue  ra te  ba se  is  highe r tha n the  origina l cos t ra te  ba se , a nd tha t va lue  is  e xpe cte d to continue  to

7 e sca la te  in the  future  (e .g. due  to infla tion), a  lowe r pe rce nta ge  ra te  would be  a ppropria te ly a pplie d

8 to  the  fa ir va lue  ra te  ba s e . The  dire ction of the  diffe re nce  is  obvious  - the  only que s tion to  be

9 ponde re d is  how much lowe r."35

1 0

11

1 2

1 3

1 4

1 5

16 According to Dr. Johnson, a nothe r wa y to se e  why the  re turn on FVRB mus t be  lowe r tha n

17 the  WACC, if the  re turn is  going to be  fa ir to both cus tome rs  a nd s tockholde rs , is  to look a t the

18 utility indus try na tionwide . Ne a rly a ll juris dictions  a cce pt the  compe titive  ma rke t s ta nda rd for

19 utility re gula tion, whe the r the y use  origina l cos t or fa ir va lue  to de te rmine  ra te base. As  e xpla ine d

20 by Dr. Johnson, utilitie s  in Arizona  a re  compe ting with utilitie s  in othe r s ta te s  for inve s tme nt ca pita l

21 in the  na tiona l marke t. If Arizona  utilitie s  have  the  same  pe rcentage  ra te s  of re turn applied to FVRB

22 a s  a re  a pplie d to OCRB in a ll othe r jurisdictions , it is  cle a r tha t inve s tors  in Arizona  utilitie s  would

23 be  overcompensa ted. According to Dr. J ohns on, if "the  we ighte d a ve ra ge  cos t of ca pita l we re

24 a pplie d to the  fa ir va lue  ra te  ba s e , Arizona  utilitie s  would be  provide d with a n opportunity to a m

25 windfa ll profits , in compa ris on with the  tre a tme nt of utilitie s  in othe r s ta te s , whe re  firms  a re  only

26 given the  opportunity to ea rn a  normal, competitive  re turn (as  required by the  United Sta tes  Supreme

27

28

[I]t is clear that the appropriate magnitude of the difference between the appropriate rate
of re turn in a n origina l cos t juris diction a nd the  fa ir ra te  of re turn in a  fa ir va lue
jurisdiction is  close ly re la ted to the  ra te  of growth in the  utility's  fa ir va lue  ra te  base
re la tive  to the  origina l cos t of its  prope rty. The  more  rapidly fa ir va lue  is  growing
re la tive  to original cost, the  less  need there  is  to immedia te ly provide  a  high level of
current income in the form of high percentage return for application to the fair value rate
base. This is exactly what we observe in the stock market, where investors are satisfied
with relatively lower levels of current income and dividends in growth industries, where
the v8;ue of stock and the anticipated future levels of dividends are expected to grow over
time .

35 ld . a t 2 3 .
36 Id. a t 3 2 .
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Court in the  Hope  Na tura l Ga s  ca s e )"37

2 Cons titution re quire s  the  us e  of a  FVRB, it is  not ne ce s s a ry or a ppropria te  to provide  Arizona

3 utilitie s  with e a rnings  tha t cons is te ntly e xce e d the  e a rnings  of the  a ve ra ge  unre gula te d firm which

4 opera tes  in competitive  marke ts , adjus ted for diffe rences  in risk.

5 Dr. Johnson re comme nde d tha t the  Commiss ion re je ct the  Compa ny's  propose d me thod to

6 e s tablish a  fa ir ra te  of re turn because  it would not be  fa ir to cus tomers  and would undermine  the  core

7 purpos e  of re gula tion, which is  to prote ct cus tome rs  from monopoly powe r. He  be lie ve s  tha t the

8 S ta ff approach appea rs  in this  ca se  to provide  a  fa irly rea sonable  re sult, but tha t his  recommended

9 me thod of s ubtra cting a n infla tion fa ctor from the  we ighte d a ve ra ge  cos t of ca pita l is  the  be s t

10 a lte rna tive .

11 Staff' s  Method

12 Sta ff proposed two a lte rna tive  me thods  tha t adjus t the  WACC in orde r to find an appropria te

13 fa ir va lue  ra te  of re turn. Both me thods  deve lop a  "fa ir va lue  capita l s tructure " and a ss ign cos t ra te s

14 to the  va rious  compone nts , with the  firs t a lte rna tive  a pplying a  ze ro cos t to the  fa ir va lue  incre me nt

15 of the  ca pita l s tructure  a nd the  se cond a lte rna tive  a pplying a  re a l risk-fre e  ra te  of re turn to the  fa ir

16 va lue  incre me nt of the  ca pita l s tructure .

17 S ta ffs  firs t a lte rna tive , us ing a  ze ro cos t compone nt a pplie d to the  fa ir va lue  portion of the

18 ca pita l s tructure , is  ba s e d upon S ta ffs  re comme nda tion tha t be ca us e  tha t portion ha s  not be e n

19 financed by inves tors , a  ze ro cos t ra te  is  appropria te .

20 If the  Commis s ion finds  tha t it is  a ppropria te  to a pply a n a bove -ze ro cos t ra te  to the  fa ir

21 va lue  increment of the  capita l s tructure , S ta ff recommends its  second a lte rna tive  and tha t the  proper

22 re turn should be  no la rge r than the  rea l (i.e ., a fte r infla tion is  removed) risk-free  ra te  of re turn.

23 S ta ff witne s s  Mr. S mith  te s tifie d  tha t a ccord ing  to  the  Court o f Appe a ls  de c is ion , a

24 "supe rfluous  ma the ma tica l e xe rcise  ca nnot be  use d, i.e ., the re  mus t be  a ppropria te  e conomic a nd

25 financia l logic and support underlying the  de te rmina tion of the  fa ir va lue  ra te  of re turn tha t is  applied

26 to FVRB" and tha t the  Commiss ion has  the  discre tion to de te rmine  the  appropria te  me thodology.

27

28

1 Dr. J ohns on re comme nde d tha t while  the  Arizona

37 Id. at 30-31 .
38 Ex. S-R3, Smith Direct Testimony at 15.
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1

2

3

4

S ta ff witne s s e s  S mith a nd P a rce l te s tifie d conce rning the  e conomic  a nd fina ncia l logic

s upporting the  us e  of a  ze ro cos t ra te  to  the  portion of the  fa ir va lue  incre me nt of the  ca pita l

s tructure .

S ta ff witne s s  Mr.  P a rce ll te s tifie d  in  s upport o f S ta ffs  re comme nde d  me thodology to

5 de te rmine  the  ra te  of re turn to be  a pplie d to FVRB. Both of S ta ff's  witne s s e s  dis a gre e  with the

6 Compa ny's  a s s e rtion tha t the re  is  no tie  be twe e n OCRB a nd WACC. Mr. P a rce ll te s tifie d tha t,

7 ba s e d upon his  more  tha n 35 ye a rs  of providing cos t of ca pita l te s timony, the  conce pt of cos t of

8 capita l is  des igned to apply to an OCRB:

9

10

11

12

13

14

15

16

17

18

[T]he  cos t of ca pita l is  de rive d from the  lia bilitie s /owne rs ' e quity s ide  of a  u tility's
ba la nce  s he e t us ing the  book va lue s  of the  ca pita l s tructure  compone nts . The  cos t of
ca pita l, once  de te rmine d, is  the n a pplie d (i.e . multiplie d by) the  ra te  ba s e , which is
de rive d  from the  a s s e t s ide  of the  ba la nce  s he e t (i.e . OCRB). From a  fina ncia l
pe rs pe ctive , the  ra tiona le  for this  re la tions hip is  tha t the  ra te  ba s e  is  fina nce d by the
ca pita liza tion. Unde r this  re la tionship, a  provis ion is  provide d for inve s tors  (both le nde rs
a nd  owne rs ) to  re ce ive  a  re turn  on  the ir inve s te d  ca pita l. S uch a  re la tions hip  is
me a ningful a s  long a s  the  cos t of ca pita l is  a pplie d to the  origina l cos t (i.e ., book va lue )
ra te  base , because  the re  is  a  matching of ra te  base  and capita liza tion. When the  concept
of fa ir va lue  ra te  ba se  is  incorpora te d, howe ve r, this  link be twe e n ra te  ba se  a nd ca pita l
s tructure  is  broke n. The  a mount of fa ir va lue  ra te  ba s e  tha t e xce e ds  origina l cos t ra te
base  is  not financed with inves tor-supplied funds , and indeed, is  not financed a t a ll. As  a
re s ult, a  cus toma ry cos t of ca pita l a na lys is  ca nnot be  a utoma tica lly a pplie d to the  fa ir
va lue  ra te  ba se  s ince  the re  is  no fina ncia l link be twe e n die  two conce pts .... The  link is
importa n t s ince  fina nc ia l the o ry ind ica te s  tha t inve s to rs  s hou ld  be  p rovide d  a n
opportunity to e a rn a  re turn on the  ca pita l die d provide d to the  utility. S ince  the  ca pita l
finances  the  ra te  base  (in an origina l cos t world), the  link be tween the  cos t of capita l and
ra te  base  sa tis fie s  this  financia l objective ."

19

20 Mr. S mith a lso te s tifie d:

21

22

23

24

25

Be ca us e  both the  ca pita l s truc ture  a nd the  OCRB a re  ba s e d la rge ly upon a mollnts
recorded on a  utility's  ba lance  s hee t, i.e ., on recorded accounting informa tion, the re  is  a
connection. Typica lly, the  ma jor items  of origina l cos t ra te  bas e , s uch a s  P lant in Se rvice
a nd Accumula te d De pre cia tion, a re  de rive d from the  a s s e t s ide  of the  utility's  ba la nce
sheet. Conve rs e ly, the  ma jor compone nts  of the  ca pita l s tructure , s uch a s  de bt a nd
e quity, a re  de rive d from the  lia bility a nd ca pita l s ide  of the  utility's  ba la nce  s he e t. The
focus  for de ve loping the s e  is  typica lly on the  re corde d a ccounting da ta . In othe r words ,
the  lia bilitie s  a nd ca pita l re corde d on the  compa ny's  ba la nce  s he e t fina nce  the  a s s e ts
recorded on the balance sheet.40

26

27

28
39 Ex. S-R5, Parcels Direct Testimony at 4-5 .
40 Ex. s-R4, smith Sunebuttal Testimony at 14.
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1 As  a  re sult, S ta ff re comme nds  tha t the  WACC de ve lope d for a pplica tion to the  OCRB mus t

2 be  a djus te d for a pplica tion to a  FVRB by re ca lcula ting the  ca pita l s tructure  ra tios  a nd a s s igning a

3 ze ro financing cos t to the  component of the  fa ir va lue  capita l s tructure  tha t is  not supported by debt

4 a nd e quity on the  utility's  books .4' As  e xpla ine d by Mr. Purce ll, "[s ]ince  the  incre me nt be twe e n fa ir

5 va lue  ra te  ba se  a nd origina l cos t ra te  ba se  is  not fina nce d with inve s tor-supplie d funds , it is  logica l

6 and appropria te , from a  financia l s tandpoint, to a ssume  tha t this  increment has  no financing cos t."42

7 By us ing the  ca pita l s tructure , the  cos t of ca pita l ca n a ccount for this  le ve l of cos t-fre e  ca pita l. Mr.

8 P a rce ll te s tifie d tha t such a  proce dure  would s till provide  for a  re turn be ing e a rne d on a ll inve s tor-

9 supplied funds and therefore  would be  consistent with financia l s tandards.43

10 Mr. Pa rce ll te s tifie d tha t, from a  fina ncia l pe rspe ctive , it should not be  ne ce ssa ry to provide

l l for a ny cos ts  a s s ocia te d with the  fa ir va lue  incre me nt of the  ca pita l s tructure . If the  Commis s ion

12 chose  to do so from a  public policy pe rspective , however, he  would recommend the  cos t be  no la rge r

13 tha n the  re a l (i.e . a fte r infla tion is  re move d) risk-fre e  ra te  of re turn. Mr. P a rce ll e xpla ine d tha t the

14 re a l risk-fre e  ra te  mus t be  use d be ca use  the  Compa ny's  inve s tors  a re  a lre a dy re ce iving a n infla tion

15 fa ctor due  to the  inclus ion of infla tion in the  FVRB, a nd it would be  double -counting to a lso include

16 the  infla tion compone nts  in the  cos t to be  a pplie d to the  fa ir va lue  incre me nt of the  ca pita l s tructure .

17 Mr. P a rce ll te s tifie d tha t a ny va lue  a bove  ze ro pe rce nt s hould be  jus tifie d in policy cons ide ra tions

18 ins te a d of pure  e conomic or fina ncia l principle s . For tha t re a s on, Mr. P a rce ll be lie ve s  tha t the

19 se lection of an appropria te  cos t ra te  is  within the  Commiss ion's  discre tion.

20 Mr. S mith te s tifie d tha t unde r the  two a lte rna tive s  propos e d by S ta ff, the  me thodology for

21 de te rmining fa ir va lue  ra te  of re turn is  ba s e d upon s ound re a s oning a nd a ppropria te  fina ncia l,

22 economic, and ra temaking theory and tha t the  Commiss ion, in its  discre tion, can choose  to use  e ithe r

23 me thod. Mr. S mith te s tifie d tha t, the ore tica lly, if the  OCRB we re  highe r tha n the  FVRB, the  cos t

24 fa ctor a pplie d to the  fa ir va lue  incre me nt of the  ca pita l s tructure  could be  ne ga tive . Mr. Smith a dde d

25 tha t a fte r looking a t "quite  a  fe w diffe re nt utility filings  in Arizona  he re , a nd virtua lly e ve ry ins ta nce

26 in which I a m a wa re , the  fa ir va lue  ra te  ba s e  is  cons ide ra bly highe r in mos t ins ta nce s  tha n the

27

28

41 Ex. S-R3, Smith Direct Testimony at 16-17.
42 Ex. S-R5, Purcell Direct Testimony at 5.
43 Id.
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1 original cost ra te  base . For example , in Arizona  Public Se rvice  I be lieve  the  diffe rence  was

2 somewhere  in excess  of $1.6 billion."44 Mr. Purce ll tes tified tha t if the  Company's  method of

3 applying the WACC were applied to APS, "the extra  dollars, the impact on rates would be almost

4 staggering, I would think. $1 .6 billion times any incremental, that's a lot of zeros."45

5 In response to the Company's criticism that Staff's method for determining fair value rate of

6 return uses a  hypothetical capital s tructure, Mr. Smith disagrees that it is  hypothetical, as it is  the

7 same capital structure that the Commission adopted in Decision No. 68176, with what he believes is

8 an appropria te  adjus tment to account for how the  diffe rence  be tween OCRB and FVRB was

9 financed. He argues that, even if it were hypothetical, it is  not inappropriate for the Commission to

10 use  hypothetica l capita l s tructures  for ra temaking purposes . Furthe r, Mr. Smith te s tifie d tha t

l l Company witness Bourassa's proposed "market value capital structure" is inappropriate because the

12 $35.737 million revised capital structure exceeds actual capital by $15.472 million and exceeds the

13 FVRB by $15397 million, or 75.7 percent. in response  to the  Company's  criticism tha t Sta ff is

14 changing the capital structure adopted in Decision No. 68176, Mr. Parcell explains that the capital

15 structure that was used in the decision was "part of the framework that matched capital structure to

16 an OCRB" and that in this remand proceeding, Staff is proposing an alternative capital structure that

17 is directly applicable to the FVRB.46

18 In response to Company witness Bourassa's testimony, Mr. Parcell states that although Mr.

19 Bourassa "appears to be maintaining that, s ince the Commission is  not 'prohibited' from applying

20 the WACC to the FVRB, it should do so. Yet, he has not indicated 'why' the Commission 'should'

21 Mr. Parnell disagrees with Mr. Boura.ssa's argument that there is no link between cost of

22 capital and OCRB because the utility's  capital structure does not equal the CCRB in many cases.

23 Mr. Parcel] lists die various reasons why a utility's capitalization may not exactly equal its rate base,

24 including the existence of non-utility assets which are not included in rate base, construction work in

25 progress , disa llowance of ra te  base  items, exis tence of non-investor-supplied capita l, customer

26

27

28

do 30.,,47

44 Tr. at 122-23.
45 Tr. at 358.
46 Ex. S-R6, Purcell Surrebuttal Testimony at 13.
47 14. at 6.
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1 deposits  and advances for construction, and goodwill. He  s ta tes  tha t none  of these  reasons inva lida te

2 the  pre mise  of OCRB ra te  of re turn re gula tion.

3 In response  to Mr. Bourassa 's  te s timony tha t the  accounting va lues  of common equity a re  not

4 used in traditiona l cos t of equity mode ls  and tha t the re  is  then no link be tween OCRB and the  cos t of

5 ca pita l, Mr. P a rce ll e xpla ine d tha t the  cos t of e quity is  a  pros pe ctive  cos t be ca us e  it mus t be

6 e s tima te d a nd tha t jus t be ca use  tra ditiona l "ma rke t-ba se d" cos t of e quity mode ls  such a s  the  DCF

7 a nd CAP M us e  the  ma rke t price  of u tility s tocks , tha t doe s  not inva lida te  the  conce ptua l link

8  be twe e n  OCRB a nd  WACC. Mr. P a rce ll te s tifie d tha t Mr. Boura s s a 's  a s s e rtion tha t DCF a nd

9 CAP M de rive d cos ts  of e quity ca n only be  a pplie d to OCRB whe n the  ma rke t-to-book ra tio of a

10 utility's  s tock is  1 .0  "de fie s  u tility ra te ma king pra ctice s  throughout the  U.S . Virtua lly a ll public

l l utility commis s ions  a pply DCF a nd CAP M mode l re s ults  to the  book va lue  ca pita l s tructure s  to

12 de te rmine  the  WACC."48 Mr. Pa rce ll cited two independent, a cademic-re la ted sources  tha t identify

13 the  re la tionship between the OCRB a nd the  ca pita l s tructure  of a  utility: Cha rle s  F. P hillips , J r., The

14  Re gula tion  of P ublic  Utilitie s : The orie s  a nd P ra ctice , (lTd e d. 1993) a nd Roge r A. Morin, New

15 Regula tory Finance , (2006).

16 In response  to Mr. Bourassa 's  proposed convers ion of a  marke t-based equity re turn to a  book

17 va lue  re turn, Mr. P a rce ll te s tifie d tha t s uch a  conve rs ion is  ina ppropria te . "Knowle dge a ble  utility

18 inve s tors  a re  a wa re  tha t utility ra te s  a re  e s ta blishe d on the  book va lue  of the  utility's  ca pita l in the

19 WACC. As  a  re sult, the  s tock price s  of utilitie s  re fle ct this  re cognition. To ma ke  a n a djus tme nt to

20 the  ma rke t-ba se d cos t of ca pita l a mounts  would le a d to the  provis ion of a n e xce ss ive  re turn."49 Mr.

21 P urce ll note d tha t Mr. Boura s s a  ha d indica te d in re s pons e  to a  da ta  re que s t tha t he  ha d ne ve r

22 recommended an adjus tment to his  marke t-based mode ls  to re flect a  diffe rence  be tween a  utility's  or

23 proxy group's  book va lue  of e quity a nd the  ma rke t va lue  of e quity a nd wa s  a ls o una wa re  of a ny

24 Commiss ion decis ions  in Arizona  or e lsewhere  where  such an adjus tment was  made .

25 Mr. Parce ll te s tified tha t when S ta ff a sked Company witness  Mr. Walker whe ther he  had ever

26 te s tifie d tha t a  utility's  WACC should be  a pplie d to its  FVRB, Mr. Wa lke r a nswe re d "none " a nd a lso

27

28
is ld. at 10.

49 14. at 11.
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Mr. Pa rce ll added:

1 tha t he  had not proposed in any cost of capita l te s timony tha t ra tes  be  se t based on a  "marke t va lue"

2 ca pita l s tructure . 50

3 Mr. Pa rce l] te s tifie d tha t ne ithe r the  ca pita l a ttra ction, fina ncia l inte grity, nor die  compa ra ble

4 e a rnings  s ta nda rds  jus tify or re quire  tha t a  7.6 pe rce nt cos t of ca pita l be  a pplie d to the  Compa ny's

5 FVRB. He  furthe r te s tifie d tha t de te rmining a  fa ir va lue  ra te  of re turn is  a  proce s s  tha t re quire s

6  judgme n t a nd  tha t wh ile  ce rta in  a s pe c ts  o f e s tima ting  the  cos t o f e qu ity a re  re la tive ly we ll

7 e s ta blis he d in fina ncia l the ory, no s uch pa ra lle l e xis ts  for de te rmining the  fa ir va lue  ra te  of re turn,

8 which is  why S ta ff ha s  provide d the  Commis s ion with a  ra nge  for wha t fa ir va lue  ra te  of re turn

9 methodology may be  appropria te  in this  case .51

10 S ta ff witne s s  S mith te s tifie d tha t the  Compa ny's  witne s s e s  "a ppa re ntly be lie ve  tha t a ny

l l re s u lts  produce d  by the  a pplica tion  of the  fa ir va lue  ra te  of re turn  to  the  FVRB tha t a re  not

12 subs tantia lly highe r than the  re sults  produced by applying the  WACC to the  OCRB would somehow

13 me a n  tha t the FVRB wa s  not a de qua te ly cons ide re d , a nd  the  Compa ny would  a ppa re ntly

14 characte rize  a ll such results  as  a  mere  superfluous mathematica l exercise ."52

1 5

1 6

1 7

1 8

1 9

20 Sta ff s ta te s  tha t Decis ion No. 68176 re jected the  Company's  a rgument tha t the  Commiss ion

21 should adopt the  WACC as  the  ra te  of re turn and found tha t doing so would produce  an excess ive

22 ra te  of re turn on FVRB. S ta ff a rgues  tha t Me  "court did not in any way criticize  or even discuss  the

23 Commiss ion's  conclus ion tha t applying the  we ighted average  cos t of capita l of 7.6 pe rcent to the  fa ir

24 va lue  ra te  ba s e  would re s ult in  a n e xce s s ive  re turn on fa ir va lue  ra te  ba s e . And the  court a ls o

25 express ly s ta ted tha t the  Commiss ion doesn't have  to adopt the  we ighted ave rage  cos t of capita l a s

26 the  fa ir va lue  ra te  of re turn, but ma y us e  its  dis cre tion to de te rmine  the  a ppropria te  me thod for

27

28

From a  fina ncia l a nd e conomic pe rspe ctive , it doe s  not ma tte r whe the r the  ra te ma ddng
impact of us ing S ta ffs  firs t a lte rna tive  is  nea rly the  same  or even exactly the  same  as  the
s o-ca lle d ba cking in me thod. Cha pa rra l City s e e ms  to conclude  tha t the s e  ne a rly
identica l re sults  mean tha t S ta ffs  firs t a lte rna tive  is  a  supe rfluous  ma thematica l exe rcise ,
as the coLu't use d tha t te rm in a  Cha pa rra l City ca se . I do not agree with this  conclus ion
be ca use  S ta ffs  firs t a lte rna tive  e xpre ss ly cons ide rs  how to inde pe nde ntly ca lcula te  a nd
determine the fair value rate  of retu1n.53

50 ld. at 15.

51 14. at 20-21.
52 Ex. S-R4, Smith Surrebuttal Testimony at 10.

53 Tr. at 340-41.
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1 ma lting tha t de te rmina tion."54

2 An a lvs is

3

4

5

6

The  corpora tion commiss ion sha ll, to a id it in the  prope r discha rge  of its  dutie s , a sce rta in
the  fa ir va lue  of the  prope rty within the  s ta te  of e ve ry public s e rvice  corpora tion doing
bus ine s s  the re in, a nd e ve ry public s e rvice  corpora tion doing bus ine s s  within the  s ta te
sha ll Finnish to the  commiss ion a ll e vide nce  in its  pos se s s ion, a nd a ll a s s is ta nce  in its
powe r, re que s te d by the  commis s ion in a id of the  de te rmina tion of the  va lue  of the
property within the  s ta te  of such public se rvice  corpora tion.

7

8

9

10

11

12

13

14

15

The  corpora tion commis s ion s ha ll ha ve  full powe r to , a nd s ha ll, pre s cribe  jus t a nd
reasonable  classifications to be used and just and reasonable  rates and charges to be made
and collected, by public se rvice  corpora tions  within the  s ta te  for se rvice  rendered the re in,
and mad<e  reasonable  rules , regula tions , and orders , by which such corpora tions  sha ll be
gove rned in the  transaction of bus ine ss  within the  s ta te , and may pre scribe  the  forms  of
contra cts  a nd the  s ys te ms  of ke e ping a ccounts  to  be  us e d by s uch corpora tions  in
transacting such business, and make and enforce  reasonable  rules, regula tions, and orders
for the  conve nie nce , comfort, a nd s a fe ty, a nd the  pre s e rva tion of the  he a lth, of the
employees  and pa trons  of such corpora tions , Provided, tha t incorpora ted cities  and towns
may be  authorized by law to exe rcise  supe rvis ion ove r public se rvice  corpora tions  doing
bus iness  the re in, including the  regula tion of ra te s  and cha rges  to be  made  and collected
by s uch  corpora tions , P rovide d  furthe r, tha t c la s s ifica tions , ra te s , cha rge s , ru le s ,
re gula tions , orde rs , a nd forms  or s ys te ms  pre s cribe d or ma de  by s a id  corpora tion
commission may from time  to time  be  amended or repea led by such commission.

16

17

18

19

The  tra ditiona l public  utility ra te m a ldng "form ula " a pplie s  the  ra te  of re turn to  the  ra te  ba s e

a nd us e s  the  re s ulting re ve nue  a s  the  re quire d ope ra ting income . Ra te s  a nd cha rge s  for s e rvice  a re

the n  de ve lope d  to  co lle c t tha t re ve nue  from  cus tom e rs . As  in te rp re te d  b y Ariz o n a  c o u rts ,  th e

Arizona  Cons titution re quire s  tha t whe n s e tting ra te s ,  the  Com m is s ion m us t find the  fa ir va lue  of a
20

public s e rvice  corpora tion's  prope rty a nd use  tha t va lue  to s e t jus t a nd re a sona ble  ra te s .55 The
2 1

Cons titu tion  the re fo re ,  re qu ire s  a nd  in s truc ts  the  Com m is s ion  on  one  p ie c e  o f tha t ra te m a king
22

form ula the  ra te  ba s e to  us e  the  "fa ir" va lue  o f the  u tility's  p rope rty a s  the  ra te  ba s e . The
23

24

25

Cons titu tion is  s ile nt a s  to  how the  Com m is s ion is  to  de te rm ine  the  ra te  of re turn ,  the re by le a ving

tha t duty to the  Com m is s ion a nd a llowing it to us e  its  knowle dge  a nd e xpe rtis e , with the  ca ve a t tha t

the  re sulting ra te s  a nd cha rge s  mus t be  jus t a nd re a sona ble .
26

27
S4Tr. at 15.
55 "While our constitution does not establish a formula for arriving at fair value, it does require such value to be found and
used as the base in fixing rates. The reasonableness and justness of the rates must be related to this finding of fair value."
Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 295 P.2d 378, 382 (1956)
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1

2

3

4

5

6

7

As  dis cus s e d by S ta ff a nd RUCO witne s s e s , s ince  the  e a rly 1900s , the  re gula tion of public

utilitie s  ha s  e volve d  a long with  s ta nda rdize d  a ccounting  proce dure s  a nd e conomic  a nd fina nc ia l

o f Re gula to ry Utility Commis s ione rs ' Unifo rm S ys te m of Accounts  d id  no t e xis t,  a nd  no  mode m

da y fina nce  mode ls  to  e s tima te  the  cos t o f e qu ity we re  in  us e . As  the  Arizona  S upre me  Court

dis cus s e d in Arizona  Corp. Comm 'n v. S ta te  e x re l. Woods , 171 Ariz. 286, 830 P .2d 807 (1992), the

progre s s ive  a nd la bor force s  s ha re d a  s trong dis trus t of corpora te  P owe rs  a nd combine d to give  the

8 Commis s ion s trong P owe rs  to  re gula te  public  s e rvice  corpora tions , "The  founde rs  e xpe c te d  the

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Commis s ion  to  p rovide  bo th  e ffe c tive  re gu la tion  o f pub lic  s e rvic e  c o rpo ra tions  a nd  c ons ume r

prote ction a ga ins t ove rre a ching by thos e  corpora tions ."57

Na tiona lly, the  fa ir va lue  me thod  of ra te ma king  wa s  promine nt during  the  firs t ha lf o f the

twe ntie th  ce ntury. The n a  tre nd de ve lope d for re gula tors  to  be gin  us ing orig ina l cos t informa tion,

which wa s  more  re lia ble , e a s ie r to  inte rpre t, a nd le s s  s us ce ptible  to  proble ms . In 1944, the  Unite d

S ta te s  S upre me  Court's  de cis ion in Fe de ra l P owe r Comm 'n v. Hope  Na tura l Ga s Co., 320 U.S . 591,

fre e d mos t s ta te  a nd fe de ra l juris dictions  from the  re quire me nt to us e  a  s pe cific  "fa ir va lue " formula

whe n s e tting public  utility ra te s .58 Once  re gula tors  ha d the  a ppropria te  controls  in pla ce  to re gula te

a ccounting a nd the  double  de a ling tra ns a ctions , the  origina l cos t wa s  give n more  we ight be ca us e  it

wa s  a  more  re lia ble  a nd trus tworthy numbe r.

Toda y, Arizona  is  a ppa re ntly the  only re ma ining s ta te  juris diction tha t re quire s  ra te s  to be  s e t

u p o n  th e  F VR B. Mo s t o f th e  c a s e  la w re la te d  to  ra te m a kin g  in  Arizo n a  fo c u s e s  u p o n  is s u e s

involving the  FVRB, a nd Me  pa rtie s  ha ve  c ite d fe w ca s e s  from othe r juris dic tions  tha t conce rn the

a ppropria te  ra te  of re turn on a F VR B .

23

24

25

26

27

28

Se Dr. Johnson's testimony included a history of "fair value" in the context of rate regulation with an explanation of how
'm the early 1900s, a distrust of the book cost information provided by the utilities due to the practice of trading utility
properties back and forth at escalating "values," recording "cost" that included the profit of an affiliate, and the lack of
standardized accounting methods led state commissions to favor "fair value" over "original cost" rate base
determinations. Ex. R-Rl, Johnson Direct Testimony at 5-8,Tr. at 181-184.
av Woods at 290, 830 P.2d 807 at 811. see generally Deborah Scott Engelby, Comment, The Corporation Commission:
Preserving its Independence, 20 Ariz. St. L. J. 241 (1988).
58 Ex. R-R1, Johnson Direct Testimony at 8.
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1

3

4

5

6

No e xpe rt witne s s  wa s  a ble  to ide ntify or s upport a ny e xis ting fina ncia l the orie s  or e conom ic

2 a na lys is  de s igne d to ca lcula te  a  re turn on ra te  ba se  othe r tha n through the  use  of a  WACC a na lys is .59

No pa rty p ropos e d  tha t the  Com m is s ion  a dopt a  fixe d  re tu rn  on  fa ir va lue  to  be  a pp lie d  to  e ve ry

utility's  ra te  ba s e ,  a s  wa s  done  whe n fa ir va lue  wa s  the  pre dom ina nt ra te  ba s e  m e thodology us e d

during  the  firs t ha lf o f the  twe ntie th  ce n tury.60  To  com ply with  the  Court's  re m a nd,  howe ve r,  we

m u s t  e m p lo y a  m e th o d  o f d e te rm in in g  o p e ra t in g  in c o m e  th a t  c o m p o r t s  with  c o n s t itu t io n a l

re quire me nts . Ac c o rd in g ly,  we  will a n a lyz e  th e  m e th o d s  p ro p o s e d  b y th e  p a rtie s  to  d e te rm in e

whe the r the y will re s ult in  a n  a ppropria te  a nd re a s ona ble  ra te  of re turn  to  a pply to  the  Com pa ny's

7

8

9 F VR B in this  ca se .

10

11

We  pre vious ly found in De cis ion No. 68716 tha t the  Compa ny's  ra te  of re me thodology

(adopting the  WACC as  the  fa ir va lue  ra te  of re turn) and resulting revenue  increases  would produce

12

13

14

15

16

17

18

19

20

a n  e xce s s ive  re tu rn  on  F VRB.6I The  Com pa ny c on tinue s  to  a dvoc a te  fo r its  m e thodo logy a nd

re que s ts  tha t the  Com m is s ion  a pp ly the  WACC to  the  F VRB in  th is  Re m a nd proce e d ing .  We  will

a ga in cons ide r its  a rgume nts .

In  s u p p o rt  o f its  p o s it io n  th a t  th e  W AC C  s h o u ld  b e  a p p lie d  to  th e  F VR B,  th e  C o m p a n y

a tte m pts  to  a pp ly Arizona  la w conce rn ing  F VRB to  the  de te rm ina tion  o f fa ir va lue  ra te  o f re tu rn

("F VR O R "). Th e  C o m p a n y's  c rit ic is m  - th a t S ta ffs  a n d  R UC O 's  p o s itio n s  a re  b a s e d  u p o n  th e

"prude nt inve s tm e nt" the ory - ta ke s  tha t ra te  ba s e  the ory a nd  trie s  to  a pply it to  a  cos t o f ca p ita l

de te rrnina tion.62 The  Arizona  S upre m e  Court in S imms s ta te d  tha t "[i]rre s pe c tive  of the  m e rits ,  if

a ny, of the  prude nt inve s tme nt the ory, be ca us e  of our cons titution the  commis s ion ca nnot us e  it a s  a

2 1

22

23

24

25

26

27

28

59 Although Mr. Bourassa presented two other methods to determine rate of return, both used a weighted cost of capital,
and both restricted recovery to actual debt costs, with the increases going solely to the cost of equity Md the percent of
equity. Ex. A-R4, Bourassa Rebuttal Testimony at 24-29. Dr. Zepp testified that he could "imagine that there are other
schemes that someone could devise" Tr. at 242, but that other than a cost of capital analysis, he "couldn't think of a way
that would also give us a reasonable opportunity for investors to earn the 9.3 ROE that the Commission has already
found is reasonable," Tr. at 244. Mr. Smith testified that "the cost of capital is a probably a necessary intermediate step,
but it is not the final result," Tr. at 300, and Mr. Parnell testified that it would not be possible to set a fair value rate of
return without determining cost of capital "because the fair value rate of return has to have capital cost components or
capital components and cost rates," Tr. at 362-63 .
60 Tr. at 202-03 .
61 Decision No. 68176 at 39, Findings of Fact No. 18.
62 See Chaparral City Closing Br. at 8, 25, 31, 32, 34, 35, Chaparral City Reply Br. at 2, ll, 28, Ex. A-R4, Bourassa
Rebuttal Testimony at 16, Ex. A-R5, Bourassa Rejoinder Testimony at7, 8, 10, ll, 17, and 22,Ex. A-R7, Zepp Rebuttal
Testimony at 15 and 20.
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1 Thre e  ye a rs  la te r,  the  Court c ite d its S imms d e c is io n :  "Th isguide  in  e s ta b lis h ing  a ra te ba se."63

2 court ha s  he ld tha t unde r our cons titution the  Corpora tion Commis s ion mus t find the  fa ir va lue  of the

3 prope rtie s  de vote d to  Me  public  us e , a nd tha t in de te rmining the  .fa ir va lue the  Commis s ion ca nnot

4 be  guide d by the  prude nt inve s tme nt t h e o r y  . . . ."64 The s e  ca s e s  both e s ta blis h  tha t the  prude nt

5 inve s tm e nt the ory ca nnot be  us e d in  de te rm ining fa ir va lue  ra te  ba s e .  Ne ithe r ca s e  d is cus s e s  the

6 prude nt inve s tme nt the ory in the  conte xt of de te rmining the  a ppropria te  ra te  of re turn. Howe ve r, the

7 Com pa ny s ta te d  Ma t the  Court o f Appe a ls  "s trong ly c a u tione d  tha t it  wou ld  be  ille ga l to  re ly on

8 C h a p a rra l C ity 's  h is to ric  in v e s tm e n t  in  p la n t  in  s e t t in g  ra te s ,  c it in g  b o th S im m s  a n d  Arizo n a

9 Water."65 The  Court of Appe a ls  s ta te d:

10 The  Com m is s ion a ls o a rgue s  tha t the  us e  of the  m e thod e m ploye d he re  wa s  a ppropria te
give n tha t Cha pa rra l City re que s te d a  ra te  of re turn ba s e d on a  cos t of ca pita l a na lys is .

l l The  Commiss ion conte nds  Ma t, be ca use  the  cos t of ca pita l a na lys is  is  ba se d on Cha pa rra l
City's  c a p ita l s truc tu re ,  it m e a s ure s  the  cos t o f the  funds  tha t Cha pa rra l C ity a c tua lly
inve s te d in the  pla nt. The  Commis s ion a rgue s  tha t a pplying the  we ighte d a ve ra ge  cos t of

13 ca pita l a s  a  ra te  of re turn to the  fa ir va lue  ra te  ba s e  would be  a pplying a  figure  ba s e d on
in v e s tm e n t to  a  ra te  b a s e  fig u re  n o t  b a s e d  o n  in v e s tm e n t. By th is  a rg u m e n t ,  th e

14 Commis s ion a ppe a rs  to be  a dvoca ting the  s e tting of ra te s  ba s e d on the  inve s tme nt ma de
in the  pla nt. Howe ve r, ra te s  ca nnot be  ba se d on inve s tme nt, but mus t be  ba se d on the  fa ir

15 va lue  of the  utility's  prope rty. S imms , 80 Ariz .  At 151, 294 P .2d a t 382, Ariz. Wa te r Co. ,
16 85 Ariz. a t 203, 335 P .2d a t 415. 66

17 Appa re ntly the  Com pa ny is  a rguing  d irt th is  d is cus s ion  by the  Court of Appe a ls  is  wa rning

1 g the  Commis s ion not to us e  the  WACC to s e t ra te s  be ca us e  tha t would be  ba s ing ra te s  on inve s tme nt.

19 And ye t,  the  Com pa ny is  a dvoca ting  tha t the  Com m is s ion us e  the  WACC, which is  a  figure  ba s e d

20 upon the  Com pa ny's  inve s tm e nts , to  s e t ra te s .67 The  Com pa ny ha s  offe re d no e xpla na tion why the

2 1 "ille ga lity" wou ld  on ly a pp ly to  S ta ff o r RUCO 's  u s e  o f W ACC a nd  no t to  the  Com pa ny's  u s e  o f

22 WACC. If it be lie ve s  tha t the  Court of Appe a ls  m e a nt tha t the  us e  of WACC would  im pe rm is s ib ly

23 be  s e tting ra te s  ba s e d on inve s tme nt, the n the  Compa ny s hould ha ve  propos e d a  diffe re nt me thod of

24 de te rmining a n a ppropria te  ra te  of re turn.

25

26

27

28

12

63 Simms at 151, 294 p.2d at 382 (emphasis added).
64 Ariz. Water Co., 85 Ariz. at 203, 335 p.2<1 at415.
65 Chaparral City Reply Br. at 7.
66 Exhibit A-R13 at 12-13.
67 It does not matter that the WACC uses percentages, as opposed to amount of debt, as argued by the Company, (Ex. A-
R4, Bourassa Rebuttal Testimony at 19) as both are based upon the historical investment.

23 DECIS ION no.



DOCKET NO. W-02113A-04-0616

1 No party has provided the Commission with any method that does not use some form of a

2 weighted cost of capita l to de termine  a  re turn on fa ir va lue . Arguably, Staff's  modified weighted

3 capita l s tructure  comes closest to not re lying on the  Company's  investment because  it results  in

4 component percentages that do not reflect the Company's investment. Yet the Company objects to

5 Staff's  proposed modified capital structure.

6 We believe that this issue of historic/prudent investment is a FVRB issue and has not and

7 should not "bleed" into the  ra te  of re turn de termination. If the  his toric/prudent investment issue

8 were to apply to the  determination of the  cost of capita l, there  would be no economic or financial

9 ba s is  upon which to s e t a  re turn. In this  Remand proceeding, ne ither Staff nor RUCO has

10 recommended modifying FVRB to reflect investments . In fact, no party is  disputing our finding of

ll FVRB in the  a mount of $20,340,298, a nd both RUCO a nd S ta ff re comme nd a pplying the ir

12 respective recommended fair value rates of return to that amount.

13 The Company relies on case law from other state jurisdictions to support its argument that

14 the  WACC should apply to FVRB. The  Company's  re liance  on State  ex re l. Utilities  Comm 'n v.

15 Duke Power Co., 206 S.E.2d 269, 281 (N.C. 1974) is  misplaced. In that case, the North Carolina

16 Supreme Court remanded the issue of the appropriate  fair rate  of return on the fair value of Duke

17 Power's  properties because it was apparent to the Court that the North Carolina Commission had

18 made its  determination "through a misunderstanding" of another decision by the Court. The Court

19 s ta ted tha t:

20

21

22

23

24

25

26

27

28

[T]he  ca pita l s tructure  of the  compa ny is  a  ma jor fa ctor in the  de te rmina tion of wha t is  a
fa ir ra te  of re turn for the  compa ny upon its  prope rtie s . The re  a re , a t le a s t, two re a sons
why the  addition of the  fa ir va lue  increment to the  actua l capita l s tructure  of the  company
te nds  to re duce  the  fa ir ra te  of re turn a s  compute d on the  a ctua l ca pita l s tructure . Firs t,
trea ting this  increment a s  if it were  an actua l addition to the  equity capita l of the  company

of the  inves tor in common s tock is  reduced. Second, the  a ssurance  tha t, yea r by yea r, in
time s  of infla tion, the  fa ir va lue  of the  e xis ting prope rtie s  will ris e , a nd the  re s ulting
increment will be  added to the  ra te  base  so as  to increase  earnings a llowable  in the  future ,
give s  to the  inve s tor in the  compa ny's  common s tock a n a s sura nce  of growth of dolla r
earnings per share , over and above the  growth incident to the  re investment in the  business
of the  compa ny's  a ctua l re ta ine d e a rnings . As  indica te d by die  te s timony of a ll of the
e xpe rt witne s s e s , who te s tifie d in this  ca s e  on the  que s tion of fa ir ra te  of re turn, this
e xpe cta tion of growth in  e a rnings  is  a n importa nt pa rt of the ir computa tions  of the
pre s e nt cos t of ca pita l to the  compa ny. Whe n the s e  ma tte rs  a re  prope rly ta ke n into

24 DECISION NO.
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a ccount, the  Commiss ion ma y, in its  own e xpe rt judgme nt find tha t a  fa ir ra te  of re turn
on e quity ca pita l in a  fa ir va lue  s ta te , s uch a s  North Ca rolina , le ss  than 11
pe rce nt. This  is  for the  Commiss ion, not for this  Court,

is  pre s e ntly
to  de te rmine ."

11

1

2

3 Th e  C o u rt c le a rly in d ic a te d  th a t,  u n d e r th e  No rth  C a ro lin a  s ta tu te ,  th e  No rth  C a ro lin a

4 Commis s ion ha d to a pply the  cos t of e quity to the  fa ir va lue  incre me nt, but re ma nde d the  ma tte r to

5 th e  C o m m is s io n  to  d e te rm in e  a n  a p p ro p ria te  c o s t o f e q u ity th a t c o n s id e re d  th e  re d u c e d  ris k

6 a s s ocia te d with a dding the  fa ir va lue  incre me nt to the  ca pita l s tructure . Arizona  ha s  no s uch s ta tute

7 or cons titutiona l provis ion dire cting tha t a  cos t of e quity mus t be  a pplie d to the  fa ir va lue  incre me nt

8 in the  ca pita l s tructure .

9 In  its  Re p ly Brie f,  the  Compa ny c ite s Union Ele c . Co. v. Ill.  C o mm. C o mm'n , 396  N.E .2d

10 510, 516 (Ill. 1979), to  s upport its  a rgume nt tha t the  "cos t of ca pita l me thodology ca n be  us e d to

de rive  tha t re turn  [re turn  on  fa ir va lue  of a s s e ts ], a s  courts  ha ve  he ld ." 69

12 conce rne d the  Illinois  Comme rce  Commis s ion 's  us e  of the  "origina l cos t me thod" whe n the  s ta tute

13 re quire d  the  "fa ir va lue  me thod" in  e s ta b lis h ing  ra te  ba s e . The  only is s ue  a ddre s s ing  the  ra te  of

14 re turn to be  us e d conce rne d the  Illinois  s ta tute , which re quire d a  "re a s ona ble  re turn on the  va lue  of

15 the  prope rty," a nd whe the r the  Illinois  Commis s ion  ha d unla wfully de le ga te d  tha t a u thority to  the

16 Mis s ouri P ublic  S e rvice  Commis s ion.70 No th in g  in Union  E le c . h o ld s  th a t th e  c o s t o f c a p ita l

The Union Elem. case

17 me thodology ca n be  us e d to de rive  a ny pa rticula r ra te  of re turn.

18 The  Compa ny a ls o c ite s c ity ofAIton  v. Comme rce  Comm 'n , 165 N.E.2d 513 (Ill. 1960), a s

19 holding tha t the  cos t Of ca pita l me thodology ca n be  us e d to  de rive  a  re turn on the  fa ir va lue  of its

20 a s s e ts . Although the  S upre me  Court of Illinois  doe s  dis cus s  the  ra te  of re turn  with  FVRB, it finds

21 tha t s e ve ra l me diods  of computing the  a ppropria te  ra te  of re turn might be  us e d, s uch a s  s ubtra cting

"p ro d u c e  n e t in c o m e  a llo c a b le  to  e q u ity,"7 1

"s ubtra cting the  pa r va lue  of de bt a nd pre fe rre d s tock, to re fle ct tha t a ll incre me nts  in va lue  be long to

e quity,"72 or "dividing fa ir va lue  in the  s a me  pe rce nta ge s  a s  book va lue ."73 The s e  me thods  s e e m to

22 out debt and operating costs from revenues to

23

24

25

26

27

28

es DukePower at 282.
69 Chaparral City Reply Br. at 3.
70 396 n.E.2d at 519.
71 This seems to be a "fall out number" after revenues have already been determined.
7z This also seems to be a "fall-out" calculation.
73 City ofAIton v. Commerce Comm 'n, 165 N.E.2d 513, 520 (Ill. 1960).
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1 be  "afte r-the-fact" de te rmina tions , as  opposed to methods to use  or de te rmina tions  made  to se t ra tes .

2 As  such, they a re  not he lpful in Arizona .

S ta ff cite s  an Indiana  Utility Regula tory Commiss ion decis ion74 for its  discuss ion of the  use

As the  Commiss ion has  frequently noted, the  capita l s tructure  is  re la ted to the  book va lue
of u tility prope rty. The re fore , the  cos t of ca pita l ca lcula te d in the  ma nne r a bove , is
re la te d prima rily to a n origina l cos t de pre cia te d ra te  ba s e . If the  fa ir va lue  ra te  ba s e
re fle cts  the  curre nt va lue  of P e titione r's  utility prope rty, a s  it mus t, de te rmining a  fa ir
re tu rn  by multip lying  the  cos t o f ca p ita l,  inc lud ing  a  cons ide ra tion  o f p ros pe ctive
infla tion by a  fa ir va lue  ra te  ba s e , which include s  his toric infla tion, may ove rs ta te  the
re quire d re turn by re jle e ting infla tion twice . In orde r to a void a ny such re dunda ncy, it is
ne ce ssa ry to ma ke  a n a a yus tme nt to the  cos t of ca pita l in a rriving a t re a sona ble  ra te  of
re turn to be  a pplie d to the  fa ir va lue  ra te  ba s e . On the  basis  of the  evidence  presented,
the  Commis s ion finds  the  pros pe ctive  ra te  of infla tion, 2.5% s hould be  re move d from
Pe titione r's  12.0% cos t of e quity, to a rrive  a t a  de fla ted cos t of common equity capita l o f
(9.5%) to be  use d in computing a  fa ir ra te  of re turn on the  fa ir va lue  of Pe titione r's  utility
prope rty. When this  is  done , the  re sulting ra te  of re turn, which we  find should be  applied
to Pe titione r's  fa ir va lue  ra te  base  of $l0,700,00(), is  6.10%.

75

3

4 of a  cos t of ca pita l with a  FVRB:

5

6

7

8

9

10

11

12

13

14

15

16

The  cases  cited by the  Company and by S ta ff illus tra te  the  complex issues  involved in se tting

a  ra te  of re turn on a  FVRB. Although the y a re  informa tive , the y do not compe l this  Commiss ion to

adopt any particula r method.

17 The  Company a lso a rgues  tha t its  me thod of de te rmining FVROR is  supported by economic

lg and financia l theory. It a sse rts  tha t the re  a re  no theore tica l or practica l rea sons  for the  Commiss ion

19 not to a pply the  WACC to FVRB.

20 The  Compa ny a rgue s  tha t the re  is  no  conce ptua l tie  be twe e n WACC a nd OCRB a nd

21 the re fore  the  "WACC can be  applied to any ra te  ba se  because  (1) the  WACC me thod re lie s  on the

22 percentages of de bt a nd e quity in a  utility's  ca pita l s tructure , not the  a mounts  of inve s te d ca pita l ...

23 a nd (2) the  cos t of e quity is  e s tima te d with ma rke t-ba se d fina nce  mode ls  tha t use  informa tion on

24 publicly traded s tocks  and do not depend on the  ra te  base  to which the  cos t of equity is  applied ..."76

We  disa gre e  with the  Compa ny's  pos ition tha t the  de te rmina tion of a  utility's  ra te  ba se  a nd

the  e s tima te  of the  cos t of capita l a re  independent of e ach othe r. As  expla ined by Dr. Johnson, the
25

26

27

28

74 Harbour Water Corp., Case No. 41661, 2001 WL170550 (Jan. 10, 2001 Ind. Util. Reg. Comm'n).
75 Id at 10 (emphasis added).
76 Chaparral City Reply Br. at 10 (emphasis in original).
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1 va lue  of a  utility's  prope rty is  pa rtly a  function of the  dolla r a mount of income  tha t it ge ne ra te s , a nd

2 if these  va lue  and re turn concepts  a re  deve loped independently of each other, the re  is  no assurance

3 tha t the  re turn will be  fa ir to  s tockholde rs  or tha t re s ulting ra te s  will be  fa ir a nd re a s ona ble  to

4 cus tome rs . As  e xpla ine d by S ta ff witne s s  P a rce ll, fina ncia l the ory links  the  cos t of ca pita l with the

5 OCRB, a nd not with the  FVRB. The  WACC is  de ve lope d us ing the  Compa ny's  ba la nce s  on its

6  ba la nce  s he e t to  a ppropria te ly we ight the  ca pita l compone nts ." In  this  ma nne r, WACC is  ve ry

7 pa rticula rly tie d to inve s tme nts . Be ca use  not a ll ite ms  on the  ba la nce  she e t a re  in ra te  ba se , the re

8 ma y be  some  diffe re nce s  be twe e n OCRB (which is  a lso de rive d from the  compa ny's  books) a nd the

9 capita l s tructure 's  dolla r amounts  of debt and equity.78

10 The  examples  cited by the  Company in its  Reply Brie f do little  more  than show tha t ra te s  a re

l l not se t based upon the  company's  actua l capita l s tructure ,79 but upon the  ra te  base  associa ted with

12 tha t capita l s tructure , and tha t to the  extent tha t pa rtie s  recommend diffe rent adjus tments  to plant tha t

13 result in diffe rent ra te  bases , the  revenues  gene ra ted will diffe r. S ta ff and RUCO have  not a sse rted

14 tha t the ir me thods  a llow the  Compa ny to e a rn a  re turn on the  dolla rs  of book e quity a nd de bt tha t

15 comprise  the  company's  actua l capita l s tructure , but tha t the  unadjusted WACC corresponds with the

16 ra te  ba se  de rive d from the  Compa ny's  books . The  tra ditiona l de ve lopme nt a nd use  of the  WACC is

17 de s igne d to a llow the  utility the  opportunity to e a rn, in dolla rs , the  a mount of its  e s tima te d ca pita l

18 cos ts  a s s ocia te d with its  a ppropria te  OCRB a s  de te rmine d by the  re gula tory commis s ion. If this

19 we re  not the  inte nt, the n why would a  commis s ion not jus t impos e  a  fixe d ra te  of re turn a nd the

20 utility ma y or ma y ha ve  a n opportunity to e a rn its  cos t of ca pita l. "Cos t" is  a pplie d to a n obje ct,

21 e ve nt, or se rvice , a nd the  cos t of such obje ct, e ve nt or se rvice  de pe nds  on the  va lue  of the  obje ct,

22 event or se rvice . Inves tors  in utilitie s  know tha t ra te s  and cha rges  a re  se t by regula tory commiss ions

us ing a  re turn on ra te  ba s e  a nd the  cos t of ca pita l of a  pa rticula r utility re fle cts  s uch inve s tor

knowledge  and va lue .

23

24

25

26

27

28

The Company a lso argues tha t a  cost of equity tha t is  estimated using market-based finance

77 Unless a hypothetical capital structure is used, which the Company is not advocating here.
vs See Ex. R-R2, Johnson Surrebuttal Testimony at 7, Ex. S-R6, Purcell Surrebuttal Testimony at 9.
79 Capital structure here means the dollar amount of debt and equity.
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1

2

3

4

5

6

7

8

9

11

12

13

14 Howe ve r,  a s  Dr.  J ohns on e xpla ins ,  in

mode ls  ca n be  a pplie d to FVRB be ca us e  both the  ra te  of re turn a nd the FVRB would be  ma rke t-

based.80 We disagree . An inves tor purchases  s tock in a  utility based upon what tha t inves tor expects

to be  the  divide nd income  s tre a m of the  utility, knowing tha t the  income  is  a  re s ult of the  ra te  of

re turn on ra te  ba s e  a uthorize d by the  public  utility commis s ion. The re fore , us ing ma rke t-de rive d

es tima tes  of cos t of equity captures  inves tors ' expecta tions  tha t the  utility will be  ea rning bas ed upon

its  re turn on ocRB,**1 and no "conve rs ion" to a  "book va lue  re turn" is  appropria te .82 To apply thos e

ma rke t-ba s e d cos ts  of e quity e s tima te s  to a  diffe re nt va lue  would not a ccura te ly or a ppropria te ly

compens a te  the  utility for the  fa ir va lue  of its  prope rty, would not be  cons is tent with the  compe titive

marke t s tanda rd,83 and would pos e  the  circula rity problems  dis cus s ed by Dr. J ohns on. Furthe r, the

10 Arizona  Supreme Court has  found tha t the  market va lue  is  not, as  a  matte r of law, the  fa ir va lue .84

The  Compa ny a ls o a rgue s  tha t whe n the  va lue  of the  a s s e ts  fina nce d by the  ca pita liza tion

increases , the  equity owners  expect a  higher re turn, and when the  va lue  of the  as se ts  decreases , the

expected re turn is  lower. According to the  Company, this  "is  the  e s s ence  of the  compe titive  marke t,

which the  fa ir va lue  s ta nda rd is  in te nde d to  mimic ."85

juris dictions  where  the  OCRB is  us ed:15

16

17

18

19

[R]e gula tors  ha ve  found tha t the  WACC a pproa ch provide s  a  re a sona ble  re sult .- s ince
the  cos t of e quity include s  a de qua te  compe ns a tion for the  e ffe cts  of infla tion a nd no
furthe r compe ns a tion is  ne e de d. In  con tra s t, whe re  the  ra te  ba s e  is  g rowing  with
infla tion , be ca us e  it is  pa rtly tie d  to  re production  cos t, the  u tility's  income  will be
sys tema tica lly growing with increa se s  in reproduction cos t, and dia s  a  rea sonable  re sult
c a n  b e s t b e  a c h ie ve d  b y u s in g  a  lo we r p e rc e n ta g e  re tu rn the re by a voiding
overcompensa ting for infla tion."86

20

21

22

Fu rth e r,  a lth o u g h  th e  Co m p a n y a rg u e s  th a t its  re tu rn  o n  fa ir va lu e  m e th o d  m im ic s

compe tition, and tha t higher va lues  s hould bring higher re turns  and lower va lues  lower re turns , were

the  "va lue " of the  Compa ny's  a s s e ts  to fa ll be low OCRB - me a ning the  Compa ny wa s  una ble  to
23

24

25

26

27

28

80 Chaparral City Reply Br. at ll.
81 Although the Company argued that different state commissions use different methods of determining OCRB, it did not
argue that state commissions have set rates using FVRB that are then reflected in market-based finance models.
82 Ex. S-R6, Parcell Surrebuttal Testimony at ll.
83 See Ex. R-Rl, Johnson Direct Testimony at 21 .
84 "[T]he pLu'chase price of a public utility does not constitute, as a matter of law, its fair value." Arizona Corp. Comm 'n
v. Arizona Water Co., 85 Ariz. at 202-03, 335 P.2d at414.
as Chaparral City Reply Br. at 17 (quotingDuquesne Light,488 U.S. 299, 308-09 (quotingSmyth v. Ames,169 U.S. 466,
547 (l898)).
as Ex. R-R2, Johnson Surrebuttal Testimony at 8.
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1 re cove r the  ca pita l cos ts  ne e de d to continue  to provide  the  monopoly utility se rvice  the re by putting

2 the  public he a lth a nd s a fe ty a t ris k - it is  ve ry unlike ly tha t the  Compa ny would a gre e  tha t a  lowe r

3 re turn is  required or tha t a  Commiss ion would a llow a  re turn tha t would not cove r the  cos t of capita l

4 in s uch a  s itua tion. S uch a  me thod tha t me re ly "mimics  compe tition" could pla ce  the  public he a lth

5 and sa fe ty a t risk and de fie s  the  bas is  and founda tion for the  need to regula te  monopolie s  providing

6 se rvice s  e s se ntia l to life  a nd public sa fe ty.

7 The  Compa ny ha s  not pre s e nte d a ny le ga l, e conomic, fina ncia l, or policy re a s ons  tha t

8 convince  us  tha t we  should adopt its  recommended use  of WACC applied directly to FVRB. We  a re

9 not convince d tha t the  fra me rs  of the  cons titu tion e nvis ione d or in te nde d tha t the  "fa ir va lue "

10 re quire me nt would a llow a  utility the  opportunity to e a rn its  e s tima te d cos t of e quity (tha t include s

l l infla tion) on a  ra te  base  va lue  tha t has  a lso increased due  to infla tion.

12 Staff and RUCO both propose  methods tha t use  an adjusted WACC as the  FVROR.

13 Sta fi"s  me thod adjus ts  the  capita l s tructure  to re flect the  additiona l component tha t is  ne ithe r

14 de bt nor book e quity. Ba s e d upon fina ncia l the ory, S ta ff be lie ve s  tha t the  cos t of this  compone nt

15 s hould be  re fle cte d in the  cos t of ca pita l us e d to e s ta blis h a  re turn on FVRB. The  Compa ny

16 criticize s  S ta ffs  me thod, ca lling it "a nothe r ba cking-in me thod" tha t fa ils  to me a ningfully us e  the

17 FVRB in se tting ra te s . As  discussed above , the  Company imprope rly a ttempts  to apply the  ca se  law

1 8  p ro h ib itin g  th e  u s e  o f th e  h is to ric /p ru d e n t in ve s tme n t th e o ry in  s e ttin g  a  ra te  b a s e  to  th e

19 de te rmina tion of the  cos t of ca pita l a nd ra te  of re turn. Additiona lly, the  Compa ny a ppe a rs  to a rgue

20 tha t the  Commiss ion is  pre clude d from us ing a FVRB ca pita l s tructure : "[N]e ithe r the  FVRB nor the

21 Company's  capita l s tructure  were  a t issue  in the  initia l phase  of this  case , nor were  the  FVRB or the

22 capita l s tructure  cha llenged on appea l. Therefore , these  matte rs  a re  outs ide  the  scope  of the  Court of

23 Appea l's  manda te  and cannot be  re -litiga ted."87 Appa rently, the  Company be lieve s  tha t given the

24 procedura l posture  of this  Remand proceeding, the  Commiss ion has  no option other than to adopt the

25 Compa ny's  pos ition. If s uch we re  the  ca s e , the  Court of Appe a ls  would not ha ve  s a id: "If the

26 Commis s ion de te rmine s  tha t the  cos t of ca pita l a na lys is  is  not the  a ppropria te  me thodology to

27

28 sv Chaparral City Closing Br. at 2.
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1 de te rmine  the  ra te  of re turn to be  a pplie d to the  FVRB, the  Commis s ion ha s  the  dis cre tion to

2 de te rmine  die  a ppropria te  me thodology. The  sa me  is  true  if the  Commiss ion we re  to de te rmine  tha t

3 applying the  we ighted ave rage  cos t of capita l to the  FVRB would re sult in double  counting infla tion,

4  a s  a rgue d by RUCO."88 S ta ff's  propos e d me thod doe s  not a ffe ct the  FVRB de te rmina tion; it

5  modifie s  the  cos t of ca pita l a na lys is  to  de te rmine  the  ra te  of re turn to be  a pplie d to the  FVRB.

6 Accordingly, it fa lls  within the  s cope  of the  Court of Appe a l's  ma nda te .

7 RUCO's  me thod is  de s igne d to  de ve lop a  WACC tha t ca n be  a pplie d to  FVRB without

8 double  counting infla tion. The  Compa ny a rgue s  tha t infla tion is  not "double  counte d" whe n the  cos t

9 of ca pita l is  a pplie d to a  FVRB. The  Compa ny doe s  not dis pute  tha t infla tion ma y impa ct both the

10 cos t of e quity a nd the  RCND, but a rgue s  dirt RUCO's  a djus tme nt to the  cos t of ca pita l is  "not only

l l grossly excessive , but constitutes piecemeal ra temaking."89

12 The  Compa ny a rgue s  tha t a ny a djus tme nt to a ccount for infla tion should ta ke  into a ccount

13 tha t the  OCRB portion of FVRB is  una ffe cte d by infla tion, tha t the  RCND did not conta in a  curre nt

14 va lue  for la nd, fra nchis e s , orga niza tion cos ts , a nd othe r inta ngible s ,90 tha t RUCO's  a djus tme nt is

15 ove rs ta te d be ca us e  the  e ntire  WACC is  a djus te d, not jus t the  e quity compone nt, tha t infla tion,

16 a lthough re le va nt to the  le nde r a t die  time  the  loa n is  ma de , ha s  nothing to do with the  curre nt

17 e xpe cta tions  of inve s tors , tha t de bt is  a  fixe d cos t, tha t ope ra ting e xpe ns e s  a re  a ls o a ffe cte d by

18 infla tion, tha t de pre cia tion on FVRB will ne ga tive ly offse t the  infla tion incre a se  in FvRB," a nd tha t

22

23

24

25

26

27

28

19 it has  not been shown tha t the  Company is  actua lly ea rning its  authorized re turn.

20 In  its  Clos ing  Brie f; the  Compa ny compa re s  re gula te d  u tilitie s  to  unre gula te d  ca pita l

21 intens ive  indus trie s , a rguing tha t regula ted utilitie s  depend on utility commiss ions  to "recognize  the

a dve rse  a ffe cts  of infla tion in s e tting ra te s " a nd citing a  1957 Missouri ca se  to support tha t during

pe riods  of infla tion, cons ide ra ble  we ight mus t be  give n to re production cos ts  in a rriving a t fa ir

88 Ex. A-R13 at 13.
89 Chaparral any Reply Br. at 29.
90 Chaparral City Closing Br. at 42.
91ld. at 41.
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1

2

3

4

va lue .92 The  Compa ny a rgue s  tha t the  impa ct of infla tion is  a cute  for wa te r utilitie s  be ca us e  the y a re

ca pita l inte ns ive , a nd the ir a s se ts  ha ve  long use ful live s .

While  the  a rgume nts  pos e d by the  Compa ny a re  informa tive , the y do not compe l us  to re je ct

S ta ff s  or RUCO's  m e thod.  Dr.  Ze pp 's  e xpla na tion  of why a pplying  the  WACC to  FVRB would  not

5 be  doub le  c oun ting  o f in fla tion  d id  no t a ddre s s  the  c onc e rns  e xpre s s e d  by S ta ff a nd  RUCO . His

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

2 1

22

23

re s pons e  to S ta ff' s  pos ition focus e d on the  va lue  of the  ra te  ba s e , not the  infla tion curre ntly include d

in  th e WAC C . His  a nd  Mr.  Boura s s a 's  re s pons e s  to  RUCO 's  pos ition  inc o rre c tly a s s e rte d  tha t

RUCO ha d re duce d the  ra te  of re turn  by e xpe c te d fu ture  incre a s e s  in  FVRB, whe n the  a djus tm e nt

wa s  a c tua lly to  e lim ina te  curre nt infla tion e m be dde d in  the  WACC." The  ca lcula tion the  Com pa ny

re lie s  u p o n  to  a rg u e  d e p re c ia t io n  will o ffs e t  in fla t io n  wa s  b a s e d  u p o n  a  m is u n d e rs ta n d in g  o f

RUCO's  pos ition a nd incorre ctly ca lcula te d e a rnings  a s  if FVRB cha nge d ye a rly.

Dr.  Ze pp 's  c ritic is m  tha t RUCO 's  m e thod  re quire s  s pe cula tion  a bout how m uch F VR B ha s

a nd  will cha nge  due  to  in fla tion94  a nd  tha t the re  is  a  m is m a tch  be twe e n  the  F VRB a t the  tim e  of

inquiry a nd  in  the  fu ture  be ca us e  the  in fla tion  ra te  is  no t the  fu ture  p la n t-s pe c ific  cos t fa c tors ,  is

m is p la c e d ,  a n d  is  a p p a re n tly b a s e d  u p o n  h is  a n d  th e  C o m p a n y's  m is u n d e rs ta n d in g  o f R UC O 's

m e thod.  RUCO's  re com m e nde d m e thod doe s  not a djus t FVRB for infla tion,  RUCO's  a djus tm e nt is

a  re duc tion in  the  infla tion ra te  conta ine d in  the  curre nt cos t of ca pita l.  In  De cis ion No. 68176, the

C o m m is s io n  a d o p te d  th e  C o m p a n y's  p ro p o s e d  m e th o d  o f a v e ra g in g O C R B wid e  R C N D  t o

de te rm ine  the  FVRB, a nd did  not re duce  the  OCRB, RCND, or F VR B for in fla tion .  The  Com pa ny

did not a ppe a l or dispute  the F VR B de te rmina tion.

Although the  Com pa ny s ta te s  in  its  Re ply Brie f tha t RUCO ha s  not "pre s e nte d a ny c re dible

e vide nce  tha t the  RCND va lua tion m e thod de pe nds  on infla tion,"95 Com pa ny witne s s ,  Mr.  Wa lke r

did not dis pute  tha t infla tion e xis ts  in  RCND va lue s ,96 a nd a dditiona lly, S ta ff a nd RUCO witne s s e s

24

25

26

27

28

92 Id. at 39. We also note that the support cited by the Company is from a 1976 Law Review article discussing the
"constant inflation of recent years." Chaparral City Closing Br. at 38 (citing Robert A. Webb, Urilizy Rate Ease
Valuation in an inflationary Economy, 28 Baylor L. Rev, 823, 825 (l976)). The Company has not asserted that the
current inflation rate is comparable to the inflation rates being discussed in 1976.
93 Ex. A-R4 at 40, Ex, A-R7 at 20-31.
94 Ex. A-R7,ZeppRebuttalat 25, see alsoChaparral City Closing Br. at 41- 42.
95 Chaparral City Reply Br. at 3.
96 Tr. at 41-46, 50-51. The Handy-Whitman indexes are not tied specifically to the Consumer Price Index, but are item
specific.
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1

2

3

4

te s tifie d conce rning the  infla tion compone nt of FVRB, which is  a  we ighting of OCRB a nd RCND.97

Furthe r, we  note  tha t in the  Compa ny's  Dire ct Te s timony, Mr. Boura s s a  te s tifie d:

5

6

7

RCN pla nt ba se s  we re  de ve lope d us ing the  Ha ndy-Whitma n Bulle tin 155 P la te a u Re gion
(HW Bulle tin 155) a nd the  U. S . De pa rtme nt of La bor Consume r P rice  Inde x for All Urba n
Consume rs  (CP I-U). The  pla nt-in-se wice  or pla nt a s se t lis ting a t the  e nd of the  te s t ye a r
was  firs t summarized by asse t cla ss  (account) and vintage  yea r. An appropria te  cos t index
number was  a ss igned to each cla ss  a sse t and vintage  yea r. Handy-Whitman Bulle tin 155,
Pla teau Region was used as  the  cost index source  for construction plant, and the  CPI-U was
use d a s  die  cos t inde x source  for ce rta in non-cons truction pla nt ite ms  such a s  compute rs
a nd tra ns porta tion e quipme nt. To re s ta te  the  origina l cos t in curre nt dolla rs , the  origina l
cost was multiplied by a  cost factor for each asset class and vintage year.98

8

9 Cle a rly, the  RCND va lue  propos e d by the  Compa ny a nd a dopte d  by the  Commis s ion  in  De c is ion

10 No. 68176 include d infla tion, a nd tha t infla tion compone nt ca rrie s  into the  FVRB.

11

12

13

14

15

16

17

18

19

20

21

22

The re  is  no e vide nce  tha t infla tion ha s  e rode d the  Compa ny's  e a rnings  or tha t the  le ve l of

ope ra ting e xpe ns e s  from the  te s t ye a r did not re fle c t the  curre nt cos ts  (a nd the re fore  the  e ffe cts  of

in fla tion).  We  no te  Ma t in  De c is ion  No . 68176  we  a llowe d  a lmos t th re e  million  in  pos t te s t-ye a r

p la n t to  b e  in c lu d e d  in  ra te  b a s e .  R e m o vin g  in fla tio n  fro m  th e  re tu rn  is  n o  m o re  "p ie c e m e a l

ra te ma king" tha n is  a dding infla tion to the  ra te  ba s e . As  e xpla ine d in this  dis cus s ion, the  e ffe c ts  of

infla tion a re  a ccounte d for in the  FVRB, a nd the y ne e d not be  "doubly counte d" in e ithe r the  re turn

or in ope ra ting e xpe ns e s . While  in re tros pe ct, the  Compa ny ma y wis h tha t it ha d a na lyze d its  RCND

va lu e  m o re  th o ro u g h ly a n d  p ro p o s e d  a  d iffe re n t we ig h tin g  o f O C R B a n d  R C ND,  Me re  is  n o

e vide nce  tha t the  FVRB is  not re a s ona ble  a nd a ppropria te , a nd the  Compa ny did  not a ppe a l tha t

find ing .

As  a  fina l no te ,  it a ppe a rs  tha t the  Compa ny is  a c tua lly a rgu ing  tha t the  tra d itiona l ra te

ma lting  fionnula  doe s  no t work, s o  the  Commis s ion  s hould  g ive  it a n  e xtra  opportun ity to  e a rn  a

re a s ona ble  re tu rn  on  its  FVRB by a llowing  in fla tion  in  the  ra te  o f re tu rn  a nd  in  the  FVRB.99  We
23

24

25

26

27

28

97 Dr. Johnson testified "that there are other things that go into a fair value rate base, it is not purely a question of
inflation. But clearly a component of that is inflation, as indicated by things like the Handy-Whitman Index, which is
simply a measure of inflation in a very specific narrow field. They have a whole series of data series. This is inflation
in steel prices, this is inflation in other specific components, things that utilities buy." Tr. at 157-58,see also, Tr. at 299,
300, 320, 330, Ex. R-Rl, Johnson Direct Testimony at 17, 23, 24, 28, 29, 34, Ex. R-R2, Johnson Surrebuttal Testimony
at 3-4, 8, 10, 13, 14-16.
is Ex. A-4, Bourassa Direct Testimony at 7-8.
99 Ex. A-R4, Bourassa Rebuttal Testimony at 31-32, Chaparral city Closing Br. at 38-44.
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1 dis a gre e . The re  is  no e vide nce  Ma t infla tion ha s  e rode d the  Compa ny's  e a rnings  a nd the re  a re  no

2 le ga l or policy re a s ons  to a llow ra te s  a nd cha rge s  in e xce s s  of wha t is  jus t a nd re a s ona ble .

3 Accordingly, S ta ffs  me thod of a da pting the  cos t of ca pita l a na lys is  to a  FVRB, a nd RUCO's

4 me thod of ins uring tha t infla tion is  not double -counte d, a re  in a ccorda nce  with the  Court of Appe a ls '

5 dis cus s ion a nd ma y be  cons ide re d in this  Re ma nd proce e ding.

6

7 We  be lie ve  tha t the re  a re  ma ny wa ys  to a na lyze  a nd ca lcula te  a n a ppropria te  ra te  of re turn on

8 FVRB. Arizona  is  a ppa re ntly the  only re ma ining s ta te  tha t continue s  to  ha ve  a  FVRB re quire me nt.

9 Oth e r s ta te  ju ris d ic tio n s  u s e  s o m e  fo rm  o f OC R B in  th e  ra te  s e ttin g  p ro c e s s . Cons e que ntly,

10 e conomis ts  a nd a na lys ts  ha ve  de ve lope d a nd a pplie d me thods  for e s tima ting the  cos t of e quity a nd

l l the  we ighte d cos t of ca pita l tha t a re  a pplica ble  to de ve loping a  ra te  of re turn on a n OCRB ra te  ba s e .

12 S ince  this  proce s s  us e s  cos ts  a nd e s tima te s  of cos ts  tha t re fle ct infla tion, the  a pplica tion of this  re turn

13 to a n OCRB would indire ctly compe ns a te  the  utility for tha t impa ct on the  va lue  of its  a s s e ts . The s e

14 me diods  a re  not dire c tly a pplica ble  for us e  with our FVRB be ca us e  the F VR B include s  a n infla tion

15 compone nt a ls o. Our pre vious  me thod wa s  a  s hortha nd me thod of e ns uring tha t infla tion would only

16 influe nce  one  pie ce  of the  ra te ma king formula  - the  ra te  of re turn. Howe ve r, the  Court of Appe a ls

17 ha s  ma de  it c le a r tha t,  unde r ou r c ons titu tion , the  "in fla tion  c ompone n t" be longs  in  the F VR B .

18 Accordingly, in  orde r to  a void ove r-counting the  e ffe c t of infla tion, it is  ne ce s s a ry for us  to  e ns ure

19 tha t the  ra te  of re turn doe s  not a ls o ca rry a n infla tion compone nt. In The  P rinc iple s  of P ublic  Utility

20 Rates,100 P rofe s s or Bonbright dis cus s e s  the ra te of re turn  to  be  a pplie d  to  a  FVRB a nd s ta te s : "But

21 the  ra te  of re turn s hould inc lude  no a llowa nce  for price  infla tion, re a lize d or a ntic ipa te d s ince  a ny

22 s uch a llowa nce  would be  incorpora te d in  the  ra te ba s e ."101 Be ca us e  the  we ighte d a ve ra ge  cos t o f

23 ca pita l include s  infla tion, if the  Commis s ion we re  to a pply tha t cos t of ca pita l a s  the F VR O R to the

24 F VR B (wh ic h  in c lu d e s  in fla tio n  in  th e  R C ND p o rtio n ),  th e n  th e  im p a c t o f in fla tio n  wo u ld  b e

25 ove rs ta te d, a nd the  re s ulting re ve nue s  would compe ns a te  the  utility for more  tha n the  fa ir va lue  of its

26 prope rty, re s ulting in ra te s  a nd cha rge s  tha t we re  not jus t a nd re a s ona ble .

27

28

Conc lus ion

100 James C. Bonbright,The Principles o/Public Urilizy Rates (1961) (emphasis added).
101 Id. at 281.
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1 Both S ta ff"s  a nd RUCO's  me thods  a djus t the  WACC de rive d from the  OCRB to de ve lop a

2 ra te  of re turn tha t ca n be  a pplie d to the  FVRB. S ta ffs  me thod a djus ts  the  cos t of ca pita l to re fle ct

3 the  cos t of the  portion of the  capita l s tructure  tha t is  funded by ne ithe r debt nor equity, but exis ts  due

4 to infla tion. RUCO's  me thod a na lyze s  the  infla tion conta ine d in the  e s tima te s  of cos t of e quity a nd

5 a djus ts  the  cos t of ca pita l to e limina te  the  infla tion compone nt. Ne ithe r me thod modifie s  the  FVRB

6 we  found in  De cis ion  No. 68176, a nd  both  me thods  a pply a  FVROR de rive d  from a  fina ncia l

7 a na lys is  of the  Compa ny's  cos t of ca pita l dire ctly to tha t FVRB to de te rmine  re quire d ope ra ting

8 income .

9 Accordingly, while  we  find tha t e ithe r S ta ffs  or RUCO's  me thod would re s ult in a  fa ir ra te

10 of re turn on FVRB, in this  ca se  we  will use  RUCO's  me thod, with modifica tions  a s  discusse d be low,

l l to reduce  the  infla tion embedded in the  cost of capita l in order to de te rmine a  fa ir re turn on FVRB .

1 2

13

14 Ha ving de te rmine d tha t both RUCO's  a nd S ta ff's  me thodologie s  a re  a ppropria te  for the

15 Commiss ion to use  to se t ra te s  in this  Re ma nd proce e ding, the  Commiss ion mus t de te rmine  wha t

16 ra te  of re turn is  de rive d from thos e  me thods  a nd wha t ra te  is  a ppropria te  for us e  in this  Re ma nd

17 proce e ding.

18 RUCO's  Recommended Ra te  of Re turn

19 RUCO's  me thod require s  dirt the  we ighted ave rage  cos t of capita l be  reduced by an infla tion

20 compone nt. The  Compa ny conce de d tha t the  cos t of e quity ma y ha ve  a n infla tion compone nt, but

21 critic ize d  RUCO's  re comme nda tion  to  re duce  the  e n tire  WACC by the  infla tion  compone nt.

22 Furthe r, the  Compa ny a rgue d tha t only one  ha lf of die  FVRB (the  RCND portion) include s  infla tion.

23 RUCO's  witn e s s ,  Dr.  J o h n s o n ,  te s tifie d  th a t a  u s e fu l me a s u re  o f in ve s to r in fla tio n

24 e xpe cta tions  ca n be  de rive d by compa ring the  yie lds  on Tre a s ury Infla tion-P rote cte d S e curitie s

25 ("TlP S ") a nd the  yie lds  on othe r compa ra ble  gove rnme nt se curity tha t is  not linke d to infla tion. His

26 a na lys is  of this  compa rison for the  ye a rs  2001 to 2007 shows  a n a ve ra ge  diffe re nce  ra nging from a

27 low of 1.70 pe rcent in 2001 to a  high of 2.90 pe rcent in 2004. By ave raging the  annua l ave rages , he

28 de te rmined an overa ll expected future  infla tion ra te  of 2.34 percent during the  most recent 6.5 years .

ISSUE # 2 What is the appropriate rate of return on Chaparral City's FVRB to be

used to set rates in this Remand proceeding?
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1 He  re comme nds  tha t the  Commiss ion choose  a n infla tion ra te  tha t is  conse rva tive  a nd fa lls  towa rd

2 the  low e nd of the  his torica l da ta  a nd the  re ce nt le ve l of inve s tor e xpe cta tions  conce rning future

3 infla tion ra te s . Dr. Johnson re comme nds  tha t the  Commiss ion use  a n infla tion fa ctor of 2 pe rce nt

4 a pplie d to the  we ighte d a ve ra ge  cos t of ca pita l, with a  re sulting fa ir ra te  of re turn of 5.60 pe rce nt.

5 Applying the  5.6 pe rce nt FVROR to the  FVRB re s ults  in a n ope ra ting income  of $1,l32,278, 102

6 which re quire s  a  re ve nue  de cre a se  of a pproxima te ly $263,931 from the  gros s  re ve nue s  gra nte d in

7 De cis ion No. 68176.

8 Staff's  Recommended Rate  of Return

9 S ta ff's  firs t a lte rna tive , us ing a  ze ro cos t compone nt a pplie d to the  fa ir va lue  portion of the

10 ca pita l s tructure  is  ba se d upon S ta ffs  re comme nda tion tha t a  ze ro cos t ra te  is  a ppropria te  be ca use

l l tha t portion ha s  not be e n fina nce d by inve s tors . Unde r this  me thod, the  ove ra ll fa ir va lue  ra te  of

12 re turn is  6.34 pe rcent which when applied to the  FVRB, re sults  in a  $7,734 downward revis ion to the

13 revenue  increase  of $1,107,596 granted in Decis ion No. 68176. S ta ff does  not recommend revis ing

14 the  Company's  ra te s  for such a  sma ll change . /

15 S ta ff re comme nds  its  s e cond a lte rna tive  if the  Commis s ion finds  tha t it is  a ppropria te  to

16 apply an above-ze ro cos t ra te  to the  fa ir va lue  increment of the  capita l s tructure . Mr. Pa rce ll te s tified

17 tha t from a  fina ncia l pe rs pe ctive , it s hould  not be  ne ce s s a ry to  a pply a  cos t to  the  fa ir va lue

18 incre me nt of the  ca pita l s tructure , but tha t if the  Commis s ion chos e  to do s o from a  public policy

19 pe rspe ctive , he  would re comme nd the  ra te  be  no la rge r tha n the  re a l (i.e . a fte r infla tion is  re move d)

20 ris k-fre e  ra te  of re turn. Us ing a  5.0 pe rce nt nomina l ris k-fre e  ra te  (2007-2008 fore ca s ts  of U.S .

21 Tre a sury se curitie s ) a nd re moving the  ra te  of infla tion a s  me a sure d by the  Consume r P rice  Inde x

22 ("CP I") of 2.5 pe rce nt, Mr. P a rce ll re a che s  a  re a l risk-fre e  ra te  of 2.5 pe rce nt. He  e xpla ins  tha t the

23 re a l ris k-fre e  ra te  mus t be  us e d be ca us e  the  inve s tors  in the  Compa ny a re  a lre a dy re ce iving a n

24 infla tion fa ctor due  to the  inclus ion of infla tion in the  FVRB, a nd it would be  double -counting to

25 a lso include  the  infla tion components  in the  re turn to be  applied to the  FVRB increment. Mr. Pa rce ll

26 te s tifie d tha t a ny va lue  be twe e n ze ro pe rce nt a nd 2.5 pe rce nt could be  use d a s  the  cos t ra te  on the

27

28
102 This is approximately $162,060 less than the operating income of $1,294,338 that the Commission authorized in
Decision No. 68176.
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1

2

3

4

5

6

7

8

9

10

11

12

FVRB increment of the  capita l s tructure , but tha t anything above  ze ro pe rcent should be  jus tified in

policy cons ide ra tions  ins te a d of pure  e conomic or fina ncia l principle s . For tha t re a son, Mr. P a rce ll

be lie ve s  tha t the  s e le ction of a n a ppropria te  cos t ra te  is  within the  Colnmis s ion's  dis cre tion. He

proposes  a  mid-point of the  range , or 1.25 percent.

Under this  me thod, the  ove ra ll fa ir va lue  ra te  of re turn is  6.54 pe rcent, which when applied to

the  FVRB, results  in a  revenue  requirement of $1,166,116, an increase  of $58,520 over the  revenues

gra nte d in De cis ion No. 68176. This  a lte rna tive  would produce  a  tota l a mount to be  re cove re d of

$138,750, through a  surcharge of 7.1 cents per thousand gallons, based upon gallons sold in 2007.103

In re sponse  to Mr. Boura ssa 's  criticism tha t the  1.25 pe rce nt re turn on the  FVRB incre me nt

hardly compensa tes  investors  for the  fa ir va lue  of the ir investment, Mr. Parce ll responds tha t because

Mr. Bourassa  has  made  no independent ana lys is  of wha t inves tors  require  for FVRB compensa tion,

he  has  not provided any use ful infonna tion tha t would discredit the  1.25 pe rcent re turn.

13 Co n c lu s io n

As  note d in S ta ffs  Clos ing  Brie f, the  Com m is s ion cons ide rs  a ll the  e vide nce  a nd us e s  its

15 e xpe rtis e  to a na lyze  a nd re concile  tha t e vide nce  in orde r to de ve lop  a  re a s ona ble  re s olution. The

16 "Commis s ion is  not bound to adopt the  s pecific recommenda tion of any pa rticula r expe rt, but ins tead

17 may use  its  expertis e  to synthes ize  the  evidence  and a rrive  a t a  reasoned policy judgment."104

14

18

19

20

21

22

23

We End tha t the  Company's  proposed me thod inappropria te ly a llows  infla tion to be  re flected

in both the  WACC a nd in die  FVRB, a nd tha t while  the  infla tion is  not ne ce s s a rily "double d," it is

ove rs ta ted. Although we  be lieve  tha t the  cos t of debt may re fle ct the  e ffects  of infla tion, we  a re  not

convince d tha t the  e vide nce  pre s e nte d in this  proce e ding is  de ve lope d s ufficie ntly to ma ke  tha t

de te rmina tion with ce rta inty. 105 Accordingly, while  we  agree  with RUCO tha t the  WACC should be

adjusted to remove  die  infla tion component, we  be lieve  tha t the  appropria te  adjustment in this  case  is

24

25

26

27

103 These are the updated amounts from Staff's March 5, 2008, filing, assuming rate change in June 2008.
1o4 Staff Closing Brief at 11, citing Maine v. Norton, 257 F.Supp.2d 357, 389 (D. Me. 203), Citizens Tel. Co. v. Public
Service Comm'n of Kentucky, 247 S.W.2d 510, 514 (1952).
105 Staff"s witness Smith testified that based upon a comparison of two data sets, the treasury inflation protected
securities and nonna treasury debt of similar duration, he believes that inflation is a component of the cost of debt. Tr. at
331-32. Staff witness Parcell testified that he had not considered the issue until the day before, but that while it seemed
logical, he had not run the numbers. Tr. at 364-65.

28
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1 to adjus t only the  cos t of equity component of the  WACC. We a lso be lieve  tha t S ta ff" s  me thod is  an

2 a ppropria te  wa y to a djus t the  WACC a s s ocia te d with OCRB for us e  with the  FVRB, a s  it is  ba s e d

3 upon sound economic and financia l theory. Staff' s method a lso supports  the  re turn tha t we adopt.

4 In  ma king our de te rmina tion of the  a ppropria te  ra te  of re turn , we  ha ve  e va lua te d a nd

5 we ighe d the  following cons ide ra tions : tha t the  FVRB re fle cts  a  50/50 we ighting of OCRB a nd

6 RCND, tha t the  RCND propose d by the  Compa ny include s  infla tion; tha t the  ma rke t~ba se d mode ls

7 use d to e s tima te  e quity a re  re la te d to the  utility's  OCRB, tha t the  Arizona  Cons titution re quire s  the

8 Commiss ion to cons ide r the  fa ir va lue  of the  prope rty, the  Compa ny's  a rgume nt tha t the  e ffe cts  of

9 infla tion on re gula te d utilitie s  ca n a ffe ct whe the r the  utility e a rns  its  a uthorize d re turn, our a llowa nce

10 of pos t-te s t-ye a r a djus tme nts  to the  Compa ny's  ra te  ba se  in De cis ion No. 68176, our a cce pta nce  of

l l the  Compa ny's  propos e d RCND va lue s  a nd me diod for de te rmining FVRB, a nd the  guida nce

12 provide d by the  Court of Appe a ls  in its  Re ma nd De cis ion.

13 Afte r considera tion of a ll the  tes timony, evidence , and a rgument presented by the  parties , and

14 us ing  RUCO's  propos e d  me thod a s  modifie d  he re in , we  find  tha t a  re a s ona ble  re turn  on  the

15 Compa ny's  FVRB is  6.40 pe rce nt. Us ing the  ca pita l s tructure  a dopte d in De cis ion No. 68176 of

16 41 .27 percent debt and 58.73 percent equity, and applying the  previously de te rmined 5.1 percent cost

17 of debt to the  debt portion of the  capita l s tructure , re sults  in a  we ighted cos t of debt of 2.11 pe rcent.

18 Us ing the  pre vious ly de te rmine d 9.3 pe rce nt cos t of common e quity a nd s ubtra cting a  2 pe rce nt

19 infla tion fa ctorl06 re s ults  in a  7.3 pe rce nt cos t of e quity not including infla tion. Applying the  7.3

20 pe rce nt e quity cos t to the  e quity portion of the  ca pita l s tructure  re sults  in a  we ighte d cos t of e quity

21 e xcluding infla tion of 4.29 pe rce nt. Adding the  we ighte d cos t of de bt of 2.11 pe rce nt a nd the

22 we ighte d cos t of e quity e xcluding infla tion of 4.29 pe rce nt re sults  in a  tota l a djus te d WACC of 6.40

23 percent, which we  find is  an appropria te  ra te  of re turn on FVRB.

24 The  Arizona  Constitution s ta te s  tha t the  Commiss ion has  full power to, and sha ll, prescribe  ..

25 . jus t and reasonable  ra te s  and charges  to be  made  and collected by public se rvice  corpora tions . As

26 the  Unite d S ta te s  S upre me  Court s a id in Duquesne  Light, the  "e conomic judgme nts  re quire d in ra te

27

28
106 We agree with RUCO's witness Dr. Johnson that this inflation rate is conservative and falls toward the low end of the
historical data.
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ISSUE #3 Should the Commission authorize the recovery of rate case expense the

Company asserts it has incurred as a result of its appeal from Decision No. 68176 and this

Remand proceeding?

1 proce e dings  a re  ofte n hope le ss ly comple x a nd do not a dmit of a  s ingle  corre ct re sult."107 Anothe r

2 way to te s t and ana lyze  the  reasonableness  of a  6.40 pe rcent FVROR is  to compare  it to the  range  of

3 fa ir va lue  ra tes  of re turn recommended during the  proceeding. Those  recommenda tions  ranged from

4 a  low of 5.6 pe rce nt to a  high of 7.6 pe rce nt. The  6.40 pe rce nt a dopte d he re in fits  within tha t range

5 a nd re fle cts  our e xe rcis e  of dis cre tion in the  ra te mddng proce s s . We  find tha t the  us e  of th is

6 FVROR will result in ra tes  and charges tha t a re  just and reasonable .

7

8

9

10 In this  Re ma nd proce e ding, the  Compa ny re que s ts  tha t the  Commiss ion a uthorize  re cove ry

l l of $100,000 in ra te  case  expense  it cla ims to have  incurred s ince  October 2005 re la ted to the  appea l

12 a nd the  Re ma nd proce e ding. Mr. Boura ssa  te s tifie d tha t the  e xpe cte d cos ts  a re  "a t le a s t $200,000"

13 and tha t die  Company is  "seeking approxima te ly one -ha lf of the  amount it expects  to actua lly incur.

14 The  Company is  willing to accept tha t amount to avoid furthe r dispute s  on this  is sue ."l08 In response

15

16

17

18

19

20

21

22

expense  included in Decis ion No. 68176 did not include  the  costs  of appea l or a  Remand proceeding,

and tha t s ince  the  Company was requesting the  additiona l ra te  case  expense  be  recovered through a

surcha rge , the re  would be  no cha nge  in the  norma lize d le ve l of ra te  ca se  e xpe nse . The  Compa ny

believes  tha t re fusa l to award a  reasonable  amount of ra te  case  expense  for the  appea l and Remand

proceeding would be  a rbitra ry and unfa ir. The  Company a lso a rgues  tha t the  exclus ion of ra te  cases

would like ly recover the  costs  of a  ra te  case  as  ra te  case  expense . The  Company points  out tha t ra te

23 case  expense  is  based on actua l costs , not a  "normalized" amount, and is  annualized over a  period of

2 4 time  tha t corre la te s  with the  utility's  e xpe cte d ra te  ca s e  cycle . According to the  Compa ny, the

25 amount of ra te  cas e  expens e  a llowed in Decis ion No. 68176 is  immate ria l to the  Company's  reques t

26 for ra te  case  expenses  incurred subsequent to that Decis ion.

27

28
107 Duquesne Light,488 U.S. at 314.
108 Ex. A-R4, Bourassa Rebuttal Testimony at 9.
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* * # * * * * * * *

FINDINGS OF FACT

1 Staff recommends that the Commission deny the Company's request for additional rate case

2 expense, arguing that the Company is  already recovering the normalized level of reasonable and

3 prudent rate case expense through rates set in Decision No. 68176. Staff also points out that A.R.S.

5 by the Commission and that the Commission"s exercising its ratemaking authority to allow recovery

6 of additional rate case expense may frustrate the legislative policy prohibiting recovery under A.R.S.

8 recovery of its rate case expenses in its pending rate case, which has a test year ending 2006. Staff

9 notes that this would provide the Company an opportunity to recover some of the expenses in the

10 context of an audited rate case.

11 We find that some of the expenses associated with the appeal of Decision No. 68176 and this

12 Remand proceeding might appropriately be recovered by the Company. However, the Company has

13 not provided any documented evidence in this Remand proceeding that it has incurred and paid any

14 such expenses or that the expenses were appropriate and reasonable. Accordingly, we will allow the

15 Company to seek recovery of such expenses  in its  pending ra te  case , where  the  expenses  and

16 payment can be audited and verified and a determination can be made to their appropriateness and

17 reasonableness. The Company will bear the burden to show that the expenses should be recoverable

18 from ra tepayers .

19

20 Having considered the  entire  record here in and being fully advised in the  premises , the

21 Commission finds, concludes, and orders that:

22

23 Chaparra l City is  a  public se rvice  corpora tion engaged in providing water utility

24 se rvice  to approximate ly 12,000 cus tomers  loca ted in the  northeas te rn portion of the  Phoenix

25 me tropolita n a re a , including the  Town of Founta in Hills  a nd a  s ma ll portion of the  City of

26 Scottsdale, under authority granted by the Commission in Decision No. 41243 (April 20, 1971).

27 2. Chaparral City is  an Arizona corporation wholly owned by American States Water

28 Company, which is publicly traded on the New York Stock Exchange.

1.
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1

2 re ve nue s  of$1,797,182.

3 4. On S e pte mbe r 30 , 2005, the  Commis s ion is s ue d De cis ion  No. 68176 gra nting

4 Chaparral City a  ra te  increase  of $1 ,107,596.

5. De cis ion No. 68176 found Cha pa rra l City's  FVRB to be  $20,340,298 a nd a  fa ir ra te

On Augus t 24, 2004, Cha pa rra l City file d a n a pplica tion re que s ting a n incre a s e  in

16 The Commission conducted a  Remand Hearing on January 28 and 29, 2008, and took

17 evidence  and heard tes timony from witnesses  on beha lf of Chaparra l City, RUCO, and Sta ff.

18 8. The  pa rtie s  filed Clos ing and Reply Brie fs .

19 9. Cha pa rra l City re comme nds  tha t the  Commis s ion us e  the  WACC de te rmine d in

20 Decis ion No. 68176 of 7.6 pe rcent a s  the  ra te  of re turn on the FVRB of $20,340,298

21 10. RUCO recommends  tha t the  Commiss ion use  the  WACC de te rmined in Decis ion No.

22 68176 of 7.6 pe rce nt, minus  a n infla tion fa ctor of 2 pe rce nt, to se t a  ra te  of re turn of 5.6 pe rce nt on

23 the  FVRB of $20,340,298.

24 11. S ta ff recommends  tha t the  Commiss ion use  a  fa ir va lue  capita l s tructure  to de te rmine

25 a  WACC to be  used as  the  ra te  of re turn on the  FVRB of $20,340,298

26 12. S ta ffs  re comme nda tion include d two a lte rna tive s  whe re by the  incre me nt in the  fa ir

27 va lue  ca pita l s tructure  tha t wa s  not fina nce d by ca pita l would be  a ss igne d e ithe r a  cos t of ze ro (firs t

28 a lte rna tive , ra te  of re turn 6.34 pe rcent) or a  rea l risk-free  ra te  ranging be tween ze ro and 2.5 pe rcent,

5

6 of re turn on FVRB to be  6.36 pe rce nt.

7 6. Cha pa rra l City a ppe a le d De cis ion No. 68176 to the  Arizona  Court of Appe a ls , which

9 the  Commis s ion s e t the  ra te s  ba s e d on origina l cos t ins te a d of the  fa ir va lue  of Cha pa rra l City's

10 prope rty. The  Court of Appe a ls  a lso found tha t Cha pa rra l City did not ma ke  a  cle a r a nd convincing

11 s howing tha t the  Commis s ion's  de cis ions  re ga rding the  me thodologie s  the  Commis s ion us e d to

1 2  d e te rmin e  th e  c o s t o f e q u ity we re  u n la wfu l o r u n re a s o n a b le  a n d  th e re fo re  a ffirme d  th e

13 Commission's  methodologies  used to de te rmine  the  cost of equity. The  Court of Appea ls  vaca ted the

14 Commiss ion's  de cis ion a nd re ma nde d for furthe r de te rmina tion of Cha pa rra l City's  ra te s  cons is te nt

15 with die  Arizona  Cons titution.

7.

3.
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1 with S ta ff re comme nding the  rid-point of 1.25 pe rce nt (s e cond a lte rna tive , ra te  of re turn 6.54

2  pe rce n t).

3 1 3 .

4  O C R B.

5 14. Be ca use  both the  OCRB-ba se d WACC a nd the  FVRB include  infla tion, a pplying the

6 WACC from De cis ion No. 68 l76 to the  FVRB would ove r-compe nsa te  the  Compa ny for infla tion.

7 15. The  a pplica tion of the  OCRB we ighte d a ve ra ge  cos t of ca pita l to the FVRB would

8 produce  a n e xce s s ive  re turn on FVRB a nd re s ult in ra te s  a nd cha rge s  tha t would not be  jus t a nd

9 re a s ona ble .

10 16. The re  a re  ma ny me thods  the  Commis s ion ca n us e  to  de te rmine  a n a ppropria te

l l FVROR, including adjus ting the  WACC to exclude  the  e ffect of infla tion in the  cos t of equity.

12 17. Afte r cons ide ra tion of a ll the  issues  and a rguments  ra ised by the  pa rtie s , we  find tha t

13 a  ra te  of re turn of 6.40 pe rce nt on the  FVRB of $20,340,298 is  re a s ona ble  a nd a ppropria te  for

14 Cha pa rra l City. The  6.40 pe rce nt FVROR a dopte d he re in fa lls  within the  ra nge  of re comme nda tions

15 in this  proceeding and reflects  our exercise  of expertise  and discre tion in the  ra temaddng process.

16 18. Multiplying the  $20,340,298 FVRB by the  6.40 pe rce nt FVROR produce s  re quire d

17 ope ra ting income  of $1,301,779 This  is  $687,532 more  tha n the  Compa ny's  te s t-ye a r a djus te d

18 ope ra ting income . Multiplying the  de ficie ncy by the  gros s  re ve nue  conve rs ion fa ctor of 1.6286

19 re s ults  in a n incre a s e  in re ve nue s  of $l,119,739, or a n 18.00 pe rce nt ne t incre a s e  ove r te s t-ye a r

20 a djus te d re ve nue s .

21 19. The revenue increase  authorized here in is , on an annual basis , $12,143 more  than was

22 a uthorize d  in  De cis ion  No. 68176, a nd  Cha pa rra l City s hould  be  a u thorize d  to  imple me nt a

23 surcha rge  de s igne d to colle ct the  curre nt de ficie ncy a nd the  pa s t re ve nue  de ficie ncy, with inte re s t,

24 ove r twe lve  months , through a  cha rge  to the  commodity ra te  ca lcula te d us ing the  numbe r of ga llons

25 sold during 2007.

26 20. Chapa rra l City may seek recove ry of its  ra te  case  expenses  in its  pending ra te  case ,

27 whe re  the  e xpe nse s  a nd pa yme nt ca n be  a udite d a nd ve rifie d a nd a  de te rmina tion ca n be  ma de  to

28 the ir appropria teness  and rea sonableness . Cha pa rra l City will be a r the  burde n to s how tha t the

The  WACC of 7.6 pe rce nt de te rmine d in De cis ion No. 68176 wa s  ba s e d upon the
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1 e xpe nse s  should be  re cove ra ble  from ra te pa ye rs .

2

3 1. Cha pa rra l City is  a  public  s e rvice  corpora tion within the  m e a ning of Artic le  XV of the

4

5 2 . The  Com m is s ion  ha s  ju ris d ic tion  ove r the  Com pa ny a nd  the  s ub je c t m a tte r o f the

6 a pplica tion a nd this  Re ma nd P roce e ding.

3 . No tic e  o f the  Re m a nd  He a ring  wa s  p rov ide d  in  c om plia nc e  with  the  Com m is s ion 's

C O NC L US IO NS  O F  L AW

7

8 re quire me nts .

9 4 . Cha pa rra l City s hould be  a uthorize d to im ple m e nt a  s urcha rge  in a ccorda nce  with the

10 dis cus s ion a nd findings  he re in.

l l 5 . The  ra te  of re turn m e thodology a dopte d he re in com plie s  with the  Arizona  Cons titution

12 a nd the  de cis ion of the  Court of Appe a ls .

13 6 . App lic a tion  o f a  6 .40  pe rc e n t F VRO R to  the  F VRB will re s u lt in  ra te s  a nd  c ha rge s

14 tha t a re  jus t a nd re a sona ble .

15

16 IT IS  THEREFORE ORDERED tha t Cha pa rra l City Wa te r Com pa ny,  Inc .  is  he re by d ire c te d

17 to  file  with  Doc ke t Con tro l,  a s  a  c om plia nc e  ite m  in  th is  doc ke t,  on  o r be fo re  Augus t 1 ,  2008 ,  a

18 s urcha rge  ta riff in conforma nce  with the  findings  a nd conclus ions  conta ine d he re in.

19 IT IS  F UR THE R  O R DE R E D th a t  th e  s u rc h a rg e  ta r iff s h a ll b e  e ffe c t iv e  fo r  a ll s e rv ic e

2 0 provide d on a nd a fte r Augus t 1, 2008.

2 1 . |  I

22 I I l

23 1 l ,

2 4

ORDER

25

26

27

28
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IN WITNES S  WHEREOF, 1 , BRIAN c. MCNEIL, Exe cutive
Dire c to r o f th e  Ariz o n a  C o rp o ra tio n  C o m m is s io n ,  h a ve
he re un to  s e t my ha nd  a nd  ca us e d  the  o ffic ia l s e a l o f the
Commiss ion to be  a ffixed a t the  Capitol, in the  City of Phoenix,
this da y of , 2008.

BRIAN c . MCNEIL
EXECUTIVE DIRECTOR

DIS S ENT

DIS S ENT
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1 IT IS  FURTHER ORDERED tha t Cha pa rra l City ma y re que s t re cove ry of its  ra te  ca s e

2 expenses in the  pending ra te  case  matter, Docket No. W-021 l3A-07-0051 .

3 IT IS  FURTHER ORDERED tha t this  De cis ion sha ll be come  e ffe ctive  imme dia te ly.

4 BY ORDER OF THE ARIZONA CORP ORATION COMMIS S ION.

5

6

7

8

9

10

1 I
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13

14
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CHAPARRAL CITY WATER COMPANY
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1 SERVICE LIST FOR:

2 DOCKET NO.:

3

4

5

6

7

8

9

Norman D. J ames
J ay L. S hapiro
FENNEMORE CRAIG P .C.
3003 North Ce ntra l Ave nue , S uite  2600
P hoe nix, AZ 85012
Attorne ys  for Cha pa rra l city Wa te r Compa ny

Da nie l P oze fs ky
RE S IDE NTIAL UTILITY CO NS UME R O F F ICE
ll 10 We st Wa shington S tre e t, S uite  220
P hoe nix, AZ 85007

10

11

12

J a nice  Alwa rd, Chie f Counse l
Le ga l Divis ion
ARIZO NA CO RP O RATIO N CO MMIS S IO N
1200 West Washington S tree t
P hoe nix, Arizona  85007

13

14

15

Ernes t J ohnson, Director
Utilitie s  Divis ion
ARIZO NA CO RP O RATIO N CO MMIS S IO N
1200 West Washington S tree t
P hoe nix, Arizona  8500716
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