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RALPH SMITH

EXECUTIVE SUMMARY
CHAPARRAL CITY WATER COMPANY, INC.

DOCKET no. E-02113A-04_0616

My testimony addresses the following issues:

The  de ve lopme nt of S ta ffs  re comme nde d re ve nue  re quire me nt for the  Compa ny
us ing a n a ppropria te  fa ir va lue  ra te  of re turn de ve lope d for a pplica tion to the  Fa ir
Va lue  Ra te  Ba s e  (FVRB) orde re d  by the  Commis s ion  in  De cis ion  No. 68176
(9/30/05).

My findings and recommendations for each of these areas are as follows:

The  Compa ny's  propose d a dditiona l re ve nue  re quire me nt of a pproxima te ly $1.122
million is  ove rs ta te d.

S ta ff is  pre se nting the  Commiss ion with two a lte rna tive  s e ts  of ca lcula tions  of the
fa ir va lue  ra te  of re turn for a pplica tion to the  Fa ir Va lue  Ra te  Ba se  ("FVRB"). The
firs t se t of ca lcula tions  is  shown on Attachment RCS-2 and the  second se t is  shown
on Attachment RCS-3 .

As  s hown on Atta chme nt RCS -2, S che dule  D, S ta ffs  firs t a lte rna tive  is  ba s e d on
a pplying a  6.34 pe rce nt fa ir va lue  ra te  of re turn to the  FVRB. The  fa ir va lue  ra te  of
re turn for FVRB results  Hom adjus ting the  ra te  of re turn applicable  to Origina l Cos t
Ra te  Ba s e  ("OCRB"). In the  ca pita l s tructure  a pplica ble  to FVRB, a  ze ro cos t of
capita l is  applied to the  diffe rence  be tween FVRB a nd OCRB. As  e xpla ine d in my
te s timony a nd in the  te s timony of S ta ff witne ss  Da vid C. Pa rce ls  ("Pa rce ll"), a  ze ro
cos t ra te  for tha t portion of the  FVRB is  appropria te  because  tha t amount of FVRB
ha s  not be e n fina nce d by inve s tors . As  shown on Atta chme nt RCS-2, Sche dule  A,
unde r this  a lte rna tive , the  re ve nue  incre a se  of $1,107,596 gra nte d in De cis ion No.
68176 is  revised downward by $7,734 to S  $l,099,862.

If the  Commiss ion de te rmines  tha t it is  appropria te  to apply an above -ze ro cos t ra te
to the  fa ir va lue  incre me nt (i.e ., the  diffe re nce  be twe e n FVRB a nd OCRB), S ta ff
recommends tha t the  Commission consider a  range  bounded by zero and a  maximum
of 2.5 pe rce nt. As  de scribe d in the  te s timony ofS ta ff witne ss  Pace ll, 2.5 pe rcent is
the  rea l risk-free  ra te  of re turn (i.e ., it is  the  ra te  of re turn on a  risk-free  inves tment,
le s s  infla tion). As  s hown on Atta chme nt RCS -3, S che dule  D, a pplying the  mid-
point of th is  ra nge , 1 .25 pe rce nt, to  the  diffe re nce  be twe e n FVRB a nd OCRB
produce s  a n ove ra ll fa ir va lue  ra te  of re turn of 6.54 pe rce nt to be  a pplie d to the
FVRB. As  s hown on Atta chme nt RCS -3, S che dule  A, the  a pplica tion of the  6.54
pe rce nt fa ir va lue  ra te  of re turn to the  Fa ir Va lue  Ra te  Ba s e  re s ults  in a  re ve nue
re quire me nt of $l,166,116, which is  a n incre a s e  of $58,520 ove r the  $1,107,596
granted in Decis ion No. 68176.



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

In its  July 6, 2007 amended filing, the  Company reques ted an additiona l $100,000 of
ra te  case  cos t. S ta ff re comme nds  tha t no a dditiona l a mount of ra te  ca se  cos t be
cha rged to ra tepaye rs  because : (l) S ta ff lega l counse l ha s  advised me  tha t Arizona
la w prohibits  the  re cove ry of a ttorne y fe e s  a nd cos ts  re la te d to a n a ppe a l of a  ra te
orde r, (2) the  Compa ny's  ra tiona le  for the  a dditiona l ra te  ca s e  e xpe ns e  a ppe a rs
questionable , and (3) a  normalized level of reasonable  and prudent ra te  case  cost was
a lre a dy re fle cte d in the  de te rmina tion of ne t ope ra ting income , cons e que ntly, to
incre a s e  the  ra te  ca s e  e xpe ns e  be yond tha t norma lize d  le ve l would  re s u lt in
ra tepayers paying an abnormal level of such expense .
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My S urre bu tta l Te s timony is  o rga n ize d  in to  four s e c tions , ba s e d  on  is s ue

discuss ions . Firs t, I address  the  Company's  a ttempt to apply the  weighted average  cost of

ca pita l (WACC), without a djus tme nt, to the FVRB. In this  s e ction, I e xpla in why S ta ff's

proposals  are  reasonable  and appropria te ly consider the fa ir va lue  of the  utility's  prope rty

in se tting ra tes .

S e cond, I a ddre s s  the  Compa ny's  a tte mpt to re -litiga te  the  de te rmina tion of the

amount of achieved ne t ope ra ting income  and property tax expense  tha t was  de te rmined

by the  Commiss ion in Decis ion No. 68176. I recommend tha t the  Company's  reques t for

a dditiona l prope rty ta x e xpe ns e  a nd a  de cre a s e  of $9,320 in a djus te d ne t ope ra ting

income be raj acted.

Third, I a ddre s s  the  Compa ny's  re que s t to cha rge  ra te pa ye rs  for a dditiona l ra te

case expense relating to the appeal and remand.

Fourth, I addre ss  e s tima ted impacts  on cus tomer bills  tha t would be  produced by

the  Company's  and Sta ff's  proposa ls .

Fifth a nd fina lly, I summa rize  S ta ffs  re comme nda tions .

My findings and recommendations for each of these  a reas  a re  as  follows:

The Compa ny's re vise d proposed a dditiona l revenue requirement o f
a pproxima te ly $1.135 million is  s ignifica ntly ove rs ta te d a nd should the re fore  be
re jected.

The  Compa ny's  pre s e nte d no dire ct te s timony in  this  re ma nd proce e ding in
support of its  proposa l, and its  rebutta l te s timony offe rs  no compelling reasons  for
applying the  we ighted ave rage  cos t of capita l (WACC), without adjus tment, to the
FVRB. The  Compa ny's  re butta l te s timony offe rs  no ne w re comme nda tion, but
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continue s  to a dvoca te  a pplying the  (WACC), without a djus tme nt to the  FVRB.
This  Company proposa l was  re jected by the  Commiss ion in Decis ion No. 68176.
More ove r, the  Court of Appe a ls  cle a rly s ta te d tha t the  Commiss ion is not bound
to use  the  weighted average  cost of capita l as  the  ra te  of re turn to be  applied to the
FVRB, which is  exactly wha t the  Company continues  to propose .

The  a mount of ne t ope ra ting income  of $614,247 tha t wa s  de te rmine d by the
Commiss ion in De cis ion No. 68176 wa s  not in dispute  in the  Compa ny's  a ppe a l
a nd s hould  the re fore  not be  s ubje ct to  re vis ion  in  th is  re ma nd proce e ding .
S imila rly, the  a mount o f p rope rty ta xe s  de te rmine d  by the  Commis s ion  in
De cis ion No. 68176 wa s  not in  dis pute  in  the  Compa ny's  a ppe a l a nd s hould
the re fore  not be  s ubje ct to re vis ion in this  re ma nd proce e ding. My s urre butta l
tes timony presents  additiona l reasons why the  Company's  proposed adjustment to
property tax expense should be raj ected.

In its  J uly 6, 2007 a me nde d filing a nd in its  re butta l te s timony, the  Compa ny
requested charging ra tepayers  with an additiona l $100,000 of ra te  case  cost over a
one -yea r pe riod. S ta ff continues  to recommend tha t no additiona l amount of ra te
case cost be charged to ratepayers because: (1) S ta ff lega l counse l has  advised me
tha t Arizona  la w prohibits  the  re cove ry of a ttorne y fe e s  a nd cos ts  re la te d to a n
a ppe a l of a  ra te  orde r, (2) the  Compa ny's  ra tiona le  for the  a dditiona l ra te  ca s e
e xpe ns e  a ppe a rs  que s tiona ble , a nd (3) a  norma lize d le ve l of re a s ona ble  a nd
prudent ra te  case  cos t was  a lready re flected in the  de te rmina tion of ne t ope ra ting
income , consequently, to increase  the  ra te  case  expense  beyond tha t norma lized
leve l would result in ra tepayers  paying an abnormal leve l of such expense .

To appropria te ly address  the  requirements  of the  Court of Appea ls ' remand, in my
a nd S ta ff witne ss  Pa rce ll's  dire ct te s timony, S ta ff has  presented the  Commiss ion
with  two  a lte rna tive  s e ts  o f ca lcu la tions  o f the  fa ir va lue  ra te  o f re tu rn  fo r
a pp lica tion  to  the  FVRB. The  firs t s e t o f ca lcu la tions  wa s  p re s e n te d  on
Atta chme nt RCS -2, a nd the  s e cond s e t on Atta chme nt RCS -3. Both of the s e
a ttachments  were  filed with my direct te s timony.

As  shown on Atta chme nt RCS-2, Sche dule  D, S ta ffs  firs t a lte rna tive  is  ba se d on
a pplying a  6.34 pe rce nt fa ir va lue  ra te  of re turn to the  Fa ir Va lue  Ra te  Ba s e
(FVRB). The  fa ir va lue  ra te  of re turn  for FVRB re s ults  from a djus ting the
WACC a pplica ble  to Origina l Cos t Ra te  Ba s e  (OCRB). In the  ca pita l s tructure
a pplica ble  to FVRB, a  ze ro cos t of ca pita l is  a pplie d to the  FV Incre me nt. As
e xpla ine d in my te s timony a nd in the  te s timony of S ta ff witne ss  Pa rce ll, a  ze ro
cos t ra te  for the  FV Incre me nt is  a ppropria te  be ca use  tha t a mount of FVRB ha s
not be e n re corde d on the  Compa ny's  books , a nd ha s  not be e n fina nce d by
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inve s tors . This  ca lcula tion is  not a  me re  "supe rfluous  ma the ma tica l e xe rcise ," a s
cla ime d by the  Compa ny. Unlike  the  Commiss ion's  olde r "ba cking in" me thod of
d e te rmin in g  th e  re q u ire d  re tu rn  o n  F VRB,  S ta ffs  p ro p o s e d  me th o d  fo r
de te nnin ing  the  fa ir va lue  ra te  of re turn  for a pplica tion  to  the  FVRB unde r
a lte rna tive  one  does  not produce  results  tha t a re  exactly the  same as  applying the
WACC to the  OCRB. More ove r, it is  s upporte d by a ppropria te  e conomic a nd
fina ncia l the ory, a s  e xpla ine d by Mr. P a rce ll a nd me . As  s hown on Atta chme nt
RCS -2, S che dule  A, unde r this  a lte rna tive , the  re ve nue  incre a se  of $1,107,596
gra nte d in De cis ion No. 68176 is  re vis e d downwa rd by $7,734 to $1,099,862 If
the  Commis s ion s e le cts  this  a lte rna tive , S ta ff is  not re comme nding a ny ra te
cha nge  a t this  time , due  to the  de  minimum impa ct. Thus , the re  would be  no
impact on cus tomer bills  under this  a lte rna tive .

If the  Commiss ion de te rmine s  tha t it is  a ppropria te  to a pply a n a bove -ze ro cos t
ra te  to the  fa ir va lue  increment, S ta ff recommends tha t the  Commission consider a
ra nge  bounde d by ze ro a nd a  ma ximum of 2 .5  pe rce nt. As  de s cribe d in  the
te s timony of S ta ff witne s s  P a rce ll, 2.5 pe rce nt is  the  re a l risk-lre e  ra te  of re turn
(i.e ., it is  the  ra te  of re turn on a  risk-fre e  inve s tme nt, le s s  infla tion). As  shown on
Atta chme nt RCS -3, S che dule  D, a pplying the  mid-point of th is  ra nge , 1 .25
percent, to the  FV increment in the  capita l s tructure  produces  an ove ra ll fa ir va lue
ra te  o f re tu rn  o f 6 .5 4  p e rce n t to  b e  a p p lie d  to  th e  FVRB. As  s h o wn  o n
Attachment RCS-3, Schedule  A, the  applica tion of the  6.54 pe rcent fa ir va lue  ra te
o f re tu rn  to  the  Fa ir Va lue  Ra te  Ba s e  re s u lts  in  a  re ve nue  re qu ire me nt o f
$1,l66,116, which is  a n incre a s e  of $58,520 ove r the  $1,107,596 gra nte d in
De cis ion No. 68176. If the  Commiss ion se le cts  this  a lte rna tive , it would re sult in
a  tota l a mount to  be  re cove re d of $137,264 a nd a n incre a s e  in  the  a ve ra ge
cus tomer's  monthly bill of $2.71 pe r month, or approxima te ly 7.9 pe rcent.
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The  purpos e  of my te s timony in  th is  p roce e ding  is  to  offe r, fo r the  Commis s ion 's

cons ide ra tion, two a lte rna tive  fa ir va lue  ra te  of re turn ("FVROR") e s tima te s  tha t ma y

prope rly be  a pp lie d  to  the  fa ir va lue  ra te  ba s e  ("FVRB") o f Cha pa rra l City Wa te r

Company ("Chapa lra l City") to de te rmine  the  Company's  revenue  requirement re la tive  to

this  proceeding. My te s timony, a s  we ll a s  this  entire  remand phase  of this  proceeding, is

des igned to be  re spons ive  to the  Februa ry 15, 2007 Court of Appea ls  decis ion. From the

pe rspe ctive  of my te s timony, the  following conclus ions  of the  Court of Appe a ls  de cis ion

are  re levant:

•

•

•

The  Commis s ion mus t "find" the  fa ir va lue  of a  utility's  prope rty a nd "us e  tha t

finding as a  ra te  base  in ca lcula ting just and reasonable  ra tes ."

The  Commiss ion ha s  the  "discre tion to de te rmine  the  a ppropria te  me thodology"

to use  as  the  ra te  of re turn applicable  to a  FVRB

The  Commiss ion is  specifica lly "not bound to use  the  we ighted cos t of capita l", a s

de rive d from the  a ccounting ca pita l s tructure , a s  the  ra te  of re turn a pplica ble  to

the  Company's  FVRB .

My te s timony thus  addre sse s  the  is sue  of the  prope r FVROR to be  applied to Chapa rra l

City's  FVRB. In  de ve loping the  FVROR, I note  tha t I a m not ma king a ny propos e d

modifica tions  to the  FVRB, but ra the r a m propos ing FVRORs  tha t a re  cons is te nt with,

and applicable  to, the FVRB of Cha pa rra l City.

My testimony, in conjunction with the testimony of Staff Witness Ralph Smith, is

proposing two FVROR alternatives. First, we propose that a FVROR be established by

recognizing the differential between the original cost rate base ("OCRB") and the FVRB

.-- the FVRB Increment. The FVRB Increment is then included in the capital structure, in

essence creating a FV capital structure. Since the FVRB Increment is not supported with

any investor-supplied funds, there is no capital cost associated with these funds, thus they

have a zero cost. Using the same cost rates for long-term debt and common equity as

1



a pprove d by the  Commis s ion  in  the  in itia l pha s e  of th is  proce e ding , a FVROR is

de ve lope d which in the n a pplie d to the  FVRB. This  FVROR is  6.34%.

The  second a lte rna tive  FVROR uses  the  same FV capita l s tructure , but ass igns  a  positive

cos t ra te  to the  FVRB Increment. This  is  done  to provide  the  Commiss ion with a  re levant

FVROR, should the y be lie ve , from a  public policy pe rspe ctive , tha t some  pos itive  re turn

be  a pplie d to the  FVRB Incre me nt. My propose d ma ximum FVRB Incre me nt cos t ra te  is

the  re a l ris k-fre e  ra te  of re turn. The  nomina l ris k fre e  ra te , a t the  time  I pre pa re d my

Dire ct Te s timony, wa s  5.0% -- the  yie ld on U.S . Tre a sury se curitie s . This  yie ld include d

a n infla tion compone nt of 2.5 %, which should not be  include d in the FVRB Increment

cos t s ince  infla tion is  re fle cte d in the  FVRB a nd s hould not be  double  counte d. The

re sulting ma ximum re a l risk fre e  ra te  is  thus  2.5 %, or the  5.0 % nomina l yie ld on U.S .

Treasury securitie s  le ss  the  2.5 % infla tion component. I conclude  tha t any point be tween

0 % and 2.5 % can be  used as  the  FVRB Increment and specifica lly recommend the  mid-

point of this  ra nge , or 1.25 %. Applying this  to the  FV ca pita l s tructure , a long with the

previous ly-cited cos t ra te s  for debt and common equity, re sults  in a  FVROR of 6.54 %.

Both of S ta ff's  propos e d FVROR propos a ls  a re  de s igne d to be  a pplie d to Cha pa rra l

City's  FVRB, a s  dire cte d by the  Court of Appe a ls . In a ddition, both of the  propos a ls

provide  for inve s tors  ha ving a n opportunity to re cove r the  cos ts  a s s ocia te d with a ll of

the ir inves tment in Chapa rra l City.

During the  cours e  of this  proce e ding, Cha pa rra l City, RUCO a nd S ta ff ha ve  ha d the

opportunity to pre -file  five  s e ts  of te s timony. My re vie w of the s e  te s timonie s  indica te s

severa l disputed issues . I ha ve  be low s umma rize d the s e  dis pute d is s ue s  a nd provide

Sta ffs  pos ition on each issue .
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