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Arizona -American Wate r Company ("Arizona -American") is  reques ting an increa se  in

annual water revenues of $2,023,117, or 26.31%, based on a  test year ending December 31 ,

2006.1 The increase  is  needed to recover certa in Commission-approved deferred items, increases

in plant in service  s ince  the  last test year (2001), increases in opera ting and maintenance

expenses, again, since 2001, and increases to the Company's cost of capita1.2

Arizona -American's  pre sent financia l condition is  so difficult tha t it cannot unde rtake

any discre tiona ry capita l inves tments  in Arizona  without prompt ra te  recove ry.3 Arizona -

American's  equity sha reholde r, American Wate r, is  supporting Arizona-American through these

difficult time s  with infus ions  of e quity. Arizona -Ame rica n ha s  a  ve ry subs ta ntia l inve s tme nt

($125 million) da ting back to the  la te  1990s , of which Sun City Wate r dis trict's  sha re  is  not ye t

in ra te  base . Furthermore , very substantia l re funds a re  due  to Anthem's  deve loper, Pulte  Homes

in 2008, and the  White  Tanks  Regiona l Wate r Trea tment P lant is  now under construction. This

is  on top of Arizona-American's  required a rsenic-remedia tion inves tments  in 2006

Arizona-American presented its  case  through the  tes timony and exhibits  of five

1 6 witnesses

Na me Subject Matter Exhibits Tes timony

1 Low Income  P rogra m A-1 Tr. 92- 107

2

Cindy Da tig
Exe cutive  Dire ctor
Dolla r Ene rgy Fund
Joseph E. Gross
Arizona -Ame rica n
Engine e ring Dire ctor

P rojected Cos t of Fire -Flow
Projects

A-2 Tr. 107-205

See Section V. below
Ex. A-3 a t 2:11-14
This  pa ragraph, Ex. A-3 a t 8:1-11, Tr a t l030:17 - l0 3 l : l
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1
3 Bra dle y J . Cole :

Arizona -Ame rica n,
Dire ctor of Ope ra tions

A-9, A-10,
A-13

Tr. 323-350,
561-569

4 Thomas  Brode rick:
Arizona -Ame rica n,
Manager, Ra tes  &
Re gula tory Affa irs

A-3, A-4,
A-5, A-11 ,
A-12, A-14,
A-15, A-16

Tr. 350-430,
437-560,
1016-1013

5 Linda  Gutows ki:
Arizona -Ame rica n,
Senior Ra te  Ana lys t

Sys te m Ove rvie w, Fire -Flow
Task Force , White  Tanks
Trea tment P lant, Fire -Flow
Requirements , Youngtown
Water Pressure , Fire -Hydrant
Replacement Costs, Water
Losses
Case  Overview, Capita l
S tructure , Cos t of Debt, Public-
Sa fe ty (Fire -Flow) Surcha rge ,
Fire -Flow S urve y, Low Income
P rogra m, Amortiza tion of
Imputed Advances  and
Contributions , P rope rty Taxes ,
Rate Case Expense,
Achievement Incentive  Pay,
Ra te  Design, Misce llaneous
Rate  Base Components,
Opera ting Income Components ,
Revenue  Requirement.

A-6, A-7,
A-8, A-11

Tr. 570-603

2

3

4

5

6

8

9

10

Arizona-American's  fina l ra te -base , opera ting-income, and revenue-requirement

pos itions  a re  shown in its  Fina l Schedule s , filed on Janua ry, 14, 2008 (collective ly, "AAW Fina l

Schedules"). S ta ff's  fina l pos itions  a re  shown in the  schedules  a ttached to Exhibit S-22

RUCO's  fina l pos itions  a re  shown in its  Fina l Schedules , filed on Janua ry 21, 2008 (collective ly

"RUCO Fina l S che dule s")

During this  ca se  the  pa rtie s  were  able  to work out the  vas t ma jority of the ir initia l

diffe rences . As a  result, the  parties ' fina l recommended revenue-requirements  positions  a re

extreme ly close . Almost a ll of the  rema ining sma ll diffe rences  a re  a ttributable  to diffe rences  in

the  recommended cost of capita l
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I I RATE BAS E

A P OS ITIONS  OF P ARTIES

AR IZO NA-AME R IC AN

Arizona-American supports  a  ra te  base  of $25,295,922

S TAFF

Staff supports  a  ra te  base  of $25,295,921 .3 The  diffe rence  with Arizona-American is

imma te ria l

R UC O

Arizona -American is  RUCO's  inclus ion of a  $45,368 ba lance  for ca sh working capita l

7

8

9

10

11

12

RATE BAS E IS S UES

C AS H WO R KING  C AP ITAL

1 4

1 5

This  is  a  RUCO issue . Arizona -American did not reques t an a llowance  for ca sh working

capita l in this  case . There  is  no requirement tha t a  ra te  applica tion include  a  request for cash

working ca pita l

1 6

18

19

20

22

24

ALJ RODDA: So can I jus t a sk you directly. Is  the re  a  requirement tha t a  company

seek working capita l, Cla ss  A utility reques t for working capita l?

[Timothy Coley]: I can't cite  a  rule , Commiss ion rule  tha t s ta te s  tha t a  company can

has  to reques t working capita l -- or ca sh working capita l, two diffe rentia tions . The

company obvious ly a sked for working capita l. They've  a sked for about 300

something thousand, but they don't want to include  cash working capita l, which often

is  the  nega tive  impact in cash working capita l for Class  A companies

ALJ  RODDA: So is  it your opinion tha t, because  the  ca sh working capita l a llowance

could be  nega tive , tha t they should a lways -- Class  A company should a lways do a

lead/lag s tudy

AAW Fina l Schedule B-2
Ex. S-22; Schedule AII-3
RUCO Fina l Schedule TJC-3
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16

17

18

THE WITNES S : Tha t's  RUCO's  opinion, ye s .

ALJ  RODDA: But you don't know of a  rule  tha t re quire s  tha t.

THE WITNES S : I don't know of a  rule .7

Furthe r, by its  sufficiency finding, the  S ta ff ce rtified tha t the  applica tion me t a ll the

Commiss ion's  filing re quire me nts .

Having met the  filing requirements , the  burden was  on RUCO to es tablish tha t something

other than a  ze ro working capita l ba lance  was correct. RUCO has  fa iled to mee t tha t burden.

RUCO mainta ins  tha t a  lead/lag s tudy is  needed to ca lcula te  cash working capita l.8 But

RUCO has  fa iled to provide  one . Ins tead, RUCO suggested tha t the  Commission should accept

the  re sults  of anothe r lead-lag s tudy tha t Arizona-American pe rformed for its  Mohave

Water/Wastewater Districts .9 RUCO then looked only a t revenues to make  its  adjustments .10

RUCO's  back-of-the  enve lope  ca lcula tion is  inappropria te . RUCO even recognizes  tha t

purchase  wa te r expense  "could like ly va ry."11 The  Mohave  Wate r/Wastewa te r Dis trict lead/lag

study was for a  dis trict loca ted 200 mile  away, and performed severa l years  ago.

Arizona-American and the  Sta ff each recommend a  zero ba lance  for cash working

capita l. If RUCO wished to offe r anothe r leve l for ca sh working capita l, it had the  burden of

providing credible  evidence , in the  form of a  lead/lag s tudy for Sun City Wate r, for the

Commiss ion to conside r

Tr. a t 842:25 843:18
Ex. R-5 a t 14:1-5
Id. a t 15:1-6
I d
Id a t 15:10-11
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1 III OPERATING INCOME

POSITIONS OF PARTIES

ARIZONA-AMERICAN

Arizona-American supports  te s t-year opera ting income of $708,124. At the  hea ring

Ms. Gutowski accepted RUCO's  reduction for Easte rn Divis ion deprecia tion expense  associa ted

with Eas te r Divis ion plant tha t the  pa rtie s  had previous ly agreed to remove . The  ne t e ffect is  to

reduce  amortiza tion and deprecia tion expense  by $770, which increases test-year opera ting

income  from the  $707,308 leve l in Ms. Gutowski's  re joinder schedules  to $708,124

IL

S TAFF

5

6

7

8

9

10

11

12

Staff supports  tes t-year opera ting income of $712,233. Because of Staff" s  lower

recommended cost of capita l, S ta ff' s  property-tax and income-tax expenses  a re  a lso lower. This

has  the  e ffect of increas ing S ta ff' s  te s t-yea r income  from Arizona -American's  leve l. The  only

other difference  is  tha t Staff" s  deprecia tion and amortiza tion expense  does not incorpora te

Arizona -Arne rican's  $770 reduction a t the  hea ring. Arizona -American does  not be lieve  tha t

there  a re  any other diffe rences  with S ta ff concerning opera ting income

1)

1 3

1 4

1 5

1 6

1 7

1 8

RUCO supports  te s t-yea r ope ra ting income  of $755,927."' The  following table

reconciles  the  opera ting-income diffe rences  be tween Arizona-American and RUCO

AAW Fina l Schedule C-2
Ex. S -22. Schedule AII-4
RUCO Fina l Schedule TJC-8
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1
Arizo n a -Ame ric a n  Fin a l Ope ra ting  Inc ome $708,125

Effe c t
RUCO
Adjustment
5 Decrease  Property Tax Expense +

8

Is s ue
RUCO P rope rty Ta x
Me thodology
Annua l Incentive  Pay +

$25,999

$32,230

1 2 La te -File d + $27,347

6 Annua liza tion + $810

9

7

1 6

Decrease Management Fees
Expense
Decrease  Tank Maintenance
Expense
Increase Water Revenues.
Decrease  Fue l & Power,
Cus tomer Accounting,
Misce llaneous, and Maintenance
Expense
Increase Rate Case Expense
Decrease  Misc. Expense
Decrease  Income Tax Expense

3-yea r v. 4-yea r amortiza tion
Arbitra ry
Income Taxes

+
$7,856
$4,221

$34,949
$755,927RUCO Fin a l Ope ra ting  Inc ome

2 B RUCO  O P E RATING  INCO ME  IS S UE S

1 P ROP ERTY TAX EXP ENS E3

4

5

6

7

8

9

Arizona-American and Sta ff agree  on the  proper methodology to ca lcula te  property

taxes .15 Any diffe rences  in the  recommended leve l of property-tax expense  appear to result from

Sta ff' s  s lightly lower revenue  de ficiency.

By contras t, RUCO's  methodology to ca lcula te  property taxes  is  one  tha t the

Commiss ion has  repea tedly re jected, including most recently in Arizona-American's  2007 ra te

case  for its  Mohave  Wate r/Wastewate r Dis tricts

1 0

1 2

1 4

1 6

We once  aga in disagree  with RUCO's  position. RUCO's  "s tudy" is  flawed because  it

a rbitra rily excludes  wate r sys tems tha t do not fit its  prede te rmined result and a lso

reflects  re troactive  effective  dates for ra tes , in severa l instances years  before  the  ra tes

were  actua lly in e ffect. Consis tent with numerous  prior decis ions , we  do not be lieve

RUCO's  backward-looking me thodology prope rly recognizes  tha t, ba rring

extraordinary circumstances, any increase  granted in this  case  will increase  the

Companv's  property taxes. As we s ta ted in the  Chaparra l City case  cited above

EX. S-20 at 17:1-6
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6

7

8

9

10

11

1 2

"RUCO's  ca lcula tion me thodology, which uses  only his torica l revenues , unfa irly and

unreasonably understa tes property tax expense , and is  therefore  inappropria te  for

ra temaking purposes" (Decis ion No. 68176, 27 a t 14). RUCO has not demonstra ted

a  basis  for departure  from our prior de te rmina tions  on this  issue a nd we  will

there fore  adopt the  recommendations  of the  Company and Sta ff to follow

Commission precedent and use  adjusted test year revenues in determining property

tax expense_16

RUCO has  s lightly modified its  me thodology from the  one  tha t the  Commiss ion has

regula rly re jected. It now uses  two years  of his toric da ta , ins tead of three , and one  year of

"RUCO propose d le ve l of re ve nue ."17 This  is  a  dis tinction without a  diffe re nce . RUCO's

methodology s till la rge ly re lie s  on his toric da ta , despite  the  fact tha t the  decis ion in this  case  will

increase revenues, and thereby increase property taxes.

1 3 2 ANNUAL INCE NTIVE  P AY1 8

1 5

1 6

1 7

1 8

19

20

21

22

23

RUCO would disa llow 30% of the  Annua l Incentive  Pay expense  ,- the  amount re la ted to

Arizona -American's  financia l pe rformance . iv Although RUCO cons is tently re jects  precedent

concerning property tax, in this  one  ins tance  RUCO purports  to re ly on Commiss ion precedent

RUCO's  re liance  is  unfounded

Mr. Coley cite s  from tha t decis ion "...sha reholde rs  a re  the  primary bene ficia rie s  of

additiona l profit the  Company achieves  as  a  result of mee ting its  financia l ta rge ts

However, unlike  Pa radise  Va lley, the  Sun City Wate r dis trict is  a  former Citizens  prope rty and

Arizona -Ame rica n is  unprofita ble  in this  dis trict (a nd a s  a  whole  for tha t ma tte r)." He nce , a ny

increase  in ne t income a ttributable  to employees  achieving financia l ta rge ts  only he lps  reduce

Decis ion No. 69440, da ted May 1, 2007, a t 10:19 - 11:1 (emphas is  added). See a lso, Decis ion No. 69664, da ted
June 28. 2007. a t 10:21 - 11:2

R-5 a t 23:5-7
This  section, see generally Ex. A-13 a t 12: 12 - 13:11
Ex. R-5 a t 25:6 - 26:6
Decis ion No. 68858, da ted July 28, 2006
Id. a t 20:23-25
Ex. A-4 a t 18:25 - 19:2
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1

2

3

4

5

6

7

8

losse s  in this  time frame , not crea te  any profit." In othe r words , employees  me t the  financia l

ta rge ts  e s tablished in the  incentive  plan for Arizona-American by coming close r to plan, not by

achieving positive  ne t income.24 This  reduces  ongoing equity e rosion and he lps  Arizona-

American to achieve  the  shared goa l of a  40% equity ra tio.25 Therefore , it is  appropria te  to

reward employees  for reducing losses  and he lping to crea te  a  hea lthie r utility, which is  only to

the  benefit of customers .26 American Water has  shown remarkable  res tra int during this  period of

losses  by Arizona-American and the  Commiss ion can show support for an incentive  plan

oriented towards long-term recovery ra ther than short-tem draconian actions.27

9 3 TANK MAINTENANCE

1 0

1 2

On December 14, 2007, Staff recommended a  $27,254 annual amortiza tion expense  to

recover de fe rred tank maintenance  expense ." On December 21, 2007, Arizona-American

accepted Staffs  recommended leve l of tank-maintenance  expense , which included the  $27,254

1 3

1 4

amortiza tion expense ." RUCO does  not accept this  expense

RUCO's  only explana tion for its  re jection was  tha t: "RUCO Does  Not Accept Co. La te

1 5

1 6

1 7

1 8

1 9

Filed Tank Maintenance  Exp."31 RUCO's  cha racte riza tion is  incorrect - the  recommenda tion

was  not la te  filed

Arizona-American firs t requested recovery of this  expense  on November 30, 2007, as

pa rt of its  regula rly scheduled rebutta l te s timony." This  was  more  than one  month be fore  the

hearing. In tha t time  period, S ta ff was  able  to ve rify the  proprie ty of the  request, and suggest a

EX. A-4 a t 19:3-4
Id. a t 19:5-6
Id a t 19:6-8
Id a t 19:8-9
Id a t 19:10-12
Ex. S-9 a t 9:14-17
EX. A-8 a t 3:4-7
RUCO Fina l Schedule TJC-8, Adjus tment 12
I d
Ex. A-7 a t 16:11 17:6
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1
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3

4

5

6

modifica tion, which Arizona -Ame rica n a cce pte d. In tha t sa me  time  pe riod, RUCO did nothing.

Nor did it address  the  issue  in its  surrebutta l te s timony.

Arizona-American and S ta ff time ly a sked to include  the  $27,254 annua l amortiza tion

expense  to recover deferred tank maintenance expense . The request is  supported by the  sworn

tes timony of two witnesses . RUCO has  presented no contra ry evidence . There fore , the

Commission should accept Arizona-Arnerican's  and Sta ff' s  request.

7 4 R E VE NUE  AND E XP E NS E  ANNUALIZATIO N

8

9

1 0

11

1 2

1 3

1 4

This  is  a  re la tive ly minor is sue , but it s till one  tha t RUCO ge ts  wrong. Arizona -

American did not make  a  customer-annualiza tion adjustment because  Sun City has long been

built out and is  see ing virtua lly no growth." The  Sun City sys tem da te s  back to 1960 and was

Citize ns  Utilitie s ' (Arizona -Ame rica ns ' pre de ce ssor) firs t Arizona  wa te r utility.34 The  dis trict

did add 30 new customers  in 2006 and nine  through August 2007.35 However, through normal

turnover a  built-out community should see  years  where  the  number of customers increases , a long

with years  where  the  number of customers  declines . RUCO has not shown tha t the  recent

1 5 increase  was  typica l or somehow part of a  long-te rm trend. The  Commiss ion should re ject

RUCO's  cus tomer annua liza tions .1 6

1 7 5 R ATE -C AS E  E XP E NS E  AMO R TIZATIO N

1 9

20

2 1

All the  parties  agree  on the  tota l amount of a llowable  ra te -case  expense . Arizona

American a lso accepted Staff' s  proposal to amortize  ra te-case  expense over four years ra ther

than three ." RUCO does  not accept S ta ff' s  proposa l to lower the  annua l expense  amortiza tion

but does  not expla in why

Ex. A-7 at 5:7-8
Ex. A-9 at 3:4-5
Ex. A-7 at 5:8-9
EX. A-5 at 6:3-8
RUCO Final Schedule TJC-8, Adjustment 9
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2

3

6 MIS CE LLANE O US  E XP E NS E

RUCO recommends  a  misce llaneous  expense  disa llowance  of $4,221. Ne ithe r Arizona-

American nor S ta ff accept this  recommended disa llowance

INC O ME  TAX E XP E NS E

6

Any diffe rences  he re  appear to flow from revenue-requirement diffe rences , not from

methodologica l va ria tions

7

8

9

10

11

IV CO S T O F CAP ITAL

A C AP ITAL S TR UC TUR E

AR IZO NA-AME R IC AN

Arizona -American supports  a  capita l s tructure  of 58.3% debt and 41 .7% equity." This

re flects  an expected 2007 equity infus ion of 815,000,000." This  equity infus ion was  comple ted

in December 2007

2 S TAFF

S ta ff supports  a  capita l s tructure  of 61 .0% debt and 39.0% equity Sta ff a lso includes

the  expected 2007 equity infusion of $15,000,000. 41 The major difference  be tween Staff and

Arizona -American is  the  inclus ion of $28,124,006 of short-te rm debt in Arizona -Arne rican's

capita l s tructure

1 5

1 6

1 7

1 8

1 9

2 0

2 1

R UC O

RUCO supports  a  capita l s tructure  of 57.7% debt and 42.3% equity." This  was  based on

a  December 10, 2007, da ta  response  from Arizona-American, which s ta ted tha t the  capita l

s tructure  would be  updated.44 As part of his  December 21 , 2007, re joinder tes timony Mr

EX. A-5 a t TMB-RJ 2
I d
Ex. S-17 a t SPI-1. Staff assumes , as  do a ll other parties , tha t the Tolleson obligation is  not included as  part of

Arizona -American's  overa ll debt
Ex. S-17 a t SPI-11
ld .
EX. R-9 a t 5:2-6
Id. a t Attachment D
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Broderick updated the  capita l s tructure  to 58.3% debt and 41 .7% equity.45 This  is  the  capita l

s tructure  the  Commission should approve .

1

2

3

4

4 DISCUSSION

a SHORT-TERM DEBT

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Short-tenn debt should not be  included in Arizona -American's  capita l s tructure . This  is  a

new pos ition for S ta ff in Arizona-American's  recent ra te  cases .

Firs t, short-te rm debt should not be  included in a  company's  capita l s tructure , unless  it is

be ing used to finance  long-term asse ts . Then the  re turn investors  expect on ra te  base  should

recognize  the  re turn expecta tion of the  short-te rm debt investors .

However, short-te rm debt is  a lso used to finance  working capita l and Construction Work

in P rocess  ("CWIP"). Short-te rm debt used to finance  working capita l and CWIP  should not be

included in a  company's  capita l s tructure . To the  extent tha t short-te rm debt is  be ing used to

finance  working capita l, this  is  by de finition a  short-te rm use . In Arizona , CWIP  is  not included

in ra te  base , so no re turn should be  provided by customers  on CWIP financed by short-te rm

debt.46 Staflf` has not met its  burden of identifying the  ba lance  of short-te rm debt, if any, be ing

used to finance long-term assets

A second issue  with Staff" s  inclusion of short-te rm debt is  tha t short-te rm debt ba lances

vary wide ly over the  year. Rates  should not be  se t based on a  snapshot of a  particular short-te rm

debt ba lance  a t a  pa rticula r point of time , unless  S ta ff can show tha t this  leve l is  typica l. S ta ff

has not done this

Unless  S ta ff can show tha t short-te rm debt is  actua lly be ing used to finance  long-te rm

assets , and that it has ca lcula ted a  typical short-term debt balance , then Staff has fa iled to meet

its  burden to es tablish tha t a  particula r leve l of short-te rm debt should be  included in the

Ex. A-5 a t TMB-RJ 2
Companies  a re ultimately compensa ted for CWIP financing cos ts  by including AFUDC in ra te base



DOCKET NO. W-01303A-07-0209
Arizona -American Wate r Company
In itia l Brie f
Page 12 of 24

1

2

Company's  capita l s tructure . The  Commiss ion should re ject S ta ff' s  proposa l to include  short-

te rm debt in Arizona -American's  capita l s tructure .

3 b COS T OF LONG-TERM DEBT

4 Based on the  la tes t ava ilable  information, a ll pa rtie s  support a  cos t of long-te rm debt of

5.50%.475

6 B COST OF EQUITY

ARIZONA-AMERICAN7 1

8 Arizona -Ame rica n supports  S ta ffs  cos t-of-e quity ca lcula tion.

9 2 S TAFF

1 0

1 2

1 3

1 4

Sta ff presented its  ROE recommenda tion through S tephen Irvine , a  Public Utilitie s

Ana lys t IV for the  Commiss ion's  Utilitie s  Divis ion.49 Mr. Irvine  a pplie d the  DCF a nd CAP M

methods and es timated tha t the  es timated industry ROE was 9.9%.50 Mr. Irvine  then added 90

basis  points  (0.9%) to his  base  es timate  (9.9%) to compensa te  for Arizona-American's  grea te r

leve rage  than his  sample  utilitie s .5' This  yie lded S ta ff' s  fina l recommended ROE for Arizona -

American of 10.8%.521 5

1 6 3 R UC O

1 7

1 8

1 9

RUCO's  ROE te s timony wa s  pre se nte d by Willia m Rigsby, a  Public Utilitie s  Ana lys t V

for Ruck." Ba se d on his  DCF a nd CAP M a na lyse s , Mr. Rigsby ca lcula te d tha t the  re quire d

EX. A-5 at TMB-RJ2. Ex. S-17 at SPI-11, Ex. R-9 at 9:13-19
Ex. A-4 at 1:18-21
Ex. S-13. S-15, S-17
Ex. S-13 at 2
Id.at 35:1:l4
Id: Ex. S-17 at 3:4-5
EX. R-8 at 1
Ex. R-9. Schedule WAR-1 at 3, line 11
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1

2

(0.5%) to a djus t for Arizona -Ame rica n's  gre a te r le ve ra ge ." The re fore , RUCO's  fina l ROE

recommendation was 9.89%

3 4 DIS CUS S ION

4

5

6

7

9

10

RUCO's  ROE ca lcula tion is  funda me nta lly fla we d. Firs t, Mr. Rigsby's  50-ba s is  point

adjus tment is  a rbitra ry: it is  not ba sed on any recognized me thodology." Furthe r, it is

incons is tent with Commiss ion precedent. It is  we ll be low the  bas is -point adjus tments  the

Commiss ion has  recently approved to compensa te  Arizona-American's  equity inves tors  for

additiona l leve rage  risk. Nine  months  ago, the  Commiss ion approved a  10.7% ROE for Arizona

American's  Mohave  Wate r and Wastewa te r Dis tricts ." This  included an adjus tment of 100 bas is

points  for Arizona -Ame rica n's  a dditiona l le ve ra ge  ris k." with this  a djus tme nt, Mr. Rigs by's

ROE ca lcula tion would be  10.39%11

1 2 Mr. Rigsby's  ba se  ca lcula tion is  a lso flawed. His  DCF recommenda tion equa lly

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

weighted his  DCF eva lua tions  for his  wa te r utility samples  and his  gas  utility samples

his  gas  utility sample , which conta ined 10 companies

Mr. Rigsby should have  excluded the  re sults  of his  DCF ana lys is  for wa te r utilitie s . Four

companies  a re  just not enough. Unusual events  a t just one  company can unduly affect the  entire

sample , a  risk tha t is  smoothed when a  la rger sample  is  used. If we  jus t exclude  the  DCF results

for the  wa te r-utility sample , Mr. Rigsby's  ROE es tima te  would increase  even more

Id. a t 3. line 12
Id a t 3. line  13
Tr. a t 769:15-17
Decis ion No. 69440, da ted May 1, 2007, a t 20:7-9
Id. a t 18:7-9
Ex. R-9. Schedule WAR-1 a t 3, lines  2-4, Tr. a t 789:23
Tr. at 78719-13
Tr, at 787: 1-8
Ex. R-9. Schedule WAR-2

790:l
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Rigsby DCF Na tura l Gas  Es tima te
Average  of Rigsby CAPM Estima te s
Average  of Rigsby CAPM and DCF Es tima tes
Add: 100 Bas is  Point Adjus tment for Financia l Risk

9.02%
10.30%

9.66%
1.0%

Adjusted ROE 10.66%

With jus t these  two reasonable  adjus tments , Mr. Rigsby's  es timated ROE would be  10.66%, only

14-bas is  points  lower than Mr. Irvine 's  10.80% ca lcula tion. The  Commiss ion should accept

S ta ff s  ROE ca lcula tion.

1

2

3

4 C O VE RALL CO S T O F  CAP ITAL

5

Weighted Average Cost of Capital

6

7

Based on the  evidence , the  overa ll cos t of capita l for Sun City Wate r follows:

Percentage Cost Weighted Cost

Long-Te rm De bt 58.3 % 5.50 % 3.21 %

Common Equity 41.7 % 10.80 % 4.50 %

7.71 %

This  is  ce rta inly a  reasonable  cos t of capita l. In fact, it is  s ignificantly le ss  than the  most recent

a wa rds  for Arizona 's  la rge s t utilitie s

Utility Decis ion No. Date Ove ra ll Cos t o f Ca p ita l

69663

68487

70011

June 28. 2007

February 23, 2006

November 27. 2007

La rg e  Utility Ave ra g e

8

9

1 0

1 1

1 2

1 3

Arizona  Public Se rvice 8.32%

Southwest Gas 8.40%

UNS Gas 8.309

8.34%

This  is  a  s triking re sult. Arizona -American's  reques ted cos t of capita l is  63 bas is  points less tha n

the  ave rage  recent awards  for Arizona 's  three  la rges t utilitie s . Clea rly cus tomers  a re  benefitting

from American Wate r's  low cos t of debt and Arizona -American's  leve raged capita l s tructure

which more  heavily we ights  this  low-cos t debt. In fact, the  Commiss ion could jus tify awarding a

12.30% cost of equity and Arizona-American's  customers  would pay the  same re turn as  tha t

provide d to Arizona 's  la rge  utilitie s
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Weighted Cost

Long-Te rm De bt

Common Equity

Percentage Cost

58.3 % 5.50 %

41.7 % 12.30 %

3.21 %

5.13 %

La rge  Utility Ave ra ge  Cos t o f Ca p ita l 8.34 %

1 The  Commission should approve  a  weighted average  cost of capita l for Arizona-

Ame rica n of 7.7l%.2

3 V RATE  INCRE AS E

4

$

7.719

Based on the  evidence  Sun City Water is  entitled to the  following ra te  increase  :

Origina l Cost Ra te  Base $ 25,295,922

Adjus ted Opera ting Income $ 708 124

Current Ra te  of Re turn 2.80%

Required Opera ting Income 1,950,341

Required Ra te  of Re turn

Opera ting Income  Deficiency 1,242,216

Gross Revenue Conversion Factor 1.6286

$

Increase in Gross Revenue Requirement s 2.023 117

5 VI R ATE  DE S IG N

A P OS ITIONS  OF P ARTIES

AR IZO NA-AME R IC AN AND S TAF F

9

10

11

Arizona-American has  accepted Sta ff' s  recommendation to lower the  break-over points

conce rning the  appropria te  ra te  des ign for Sun City. Arizona -American has  submitted its  fina l

rate  design schedules

EX. S-14 at 3:21-4:81 Ex. A-4 at 18:3-8, Ex. A-5 at 6:17-24
AAW Final Schedules
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1 2 R UC O

2

3

4

5

6

7

8

RUCO recommends tha t more  revenue  recovery should be  shifted to the  commodity

charge .66 Arizona-American does  not be lieve  tha t further shifts  a re  needed a t this  time , "given

the  increase  in the  las t ra te  block to fund the  low-income program and the  uncerta inty over the

future  ra te  des ign of the  fire -flow surcharge ."67 Furthe r, RUCO never directly responded to

S ta ffs  proposa l (accepted by Arizona -American) to lower the  break-ove r points , but did submit

fina l ra te  des ign schedules  with diffe rent break-over points . The  Commiss ion should re ject

RUCO's  recommended ra te -des ign in favor of the  ra te -des ign recommended by Arizona-

American and S ta ff.9

10 VII F IR E -F LO W IMP R O VE ME NTS

BACKGR0 UND6 8A

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

22

In Decis ion No. 67093 (June  30, 2004), the  Commiss ion orde red Arizona-American to

form a  community ta sk force  comprised of a  representa tive  of Arizona-American management,

and representa tives  from, a t leas t, Youngtown, Sun City, the  Sun City Taxpayers ' Associa tion,

the  Recrea tion Cente rs  of Sun City, and the  tire  departments  sewing Youngtown and Sun City.

The  purpose  of the  task force  was to de te rmine  if water production capacity, s torage  capacity,

wate r lines , wa te r pressure  and fire  hydrants  were  sufficient to provide  the  fire  protection desired

in each community. In Octobe r 2004, Arizona -American formed the  Youngs town/Sun City Fire

Flow Task Force  ("Task Force") with individua l and organiza tiona l repre senta tives  from the  Sun

City Taxpayers  Associa tion, the  Sun City Homeowners  Associa tion, the  Recrea tion Cente rs  of

Sun City, the  Sun City Condominium Associa tion, the  Sun City Fire  Depa rtment, the  City of

Surprise  Fire  Depa rtment, Youngtown Baptis t Village , and the  Town of Youngtown

Ex. R-6 a t 3:5 - 4:22
Ex. A-5 a t 6:12-14
This  Section. see Exhibit A-9 a t 3:9 - 5: 14

Exhibit A-9 a t 3:18 - 24
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1

2

3

The  Task Force  me t s ix times  from October 2004 to March 2005. The  Task Force

followed a  systematic process  tha t included:

Re vie wing ba s ic wa te r dis tribution principle s ,•

4

5

6

Lis te ning to com m unity conce rns ,

Re vie wing wa te r m ode ling re s ults  from  the  S un City Dis tric t,

Es ta blis hing m inim um  fire  flow s ta nda rds , a nd

7 •

9

10

11

12

13

S e tting prioritie s  for ma king improve me nts .

The  Ta s k Force  conclude d tha t mos t a re a s  in the  S un City Dis trict s a tis fie d the  fire -flow

re quire me nts  re comme nde d by the  loca l fire  de pa rtme nts . Howe ve r, s ome  a re a s , pre domina te ly

south of Gra nd Ave nue , ne e d la rge r pipe line s  a nd more  fire  hydra nts  to s a tis fy the se

re comme nda tions . Ba se d on the se  conclus ions , the  Ta sk Force  una nimous ly e ndorse d a  four

ye a r ca pita l improve me nt pla n ("Four-Ye a r P la n) to upgra de  the  fire -flow ca pa bilitie s  of the  S un

City Dis tric t

14

15

16

17

18

19

20

On May 25, 2005, Arizona -American filed a  copy of the  two-volume  Youngs town/Sun

City Fire  Flow Re port ("Ta sk Force  Re port") with the  Commiss ion in Docke t Nos . WS -0l303A

02-0867, e t. a1.70 The Task Force  Report's  Summary Sta tement conta ins a  sta tement of

unanimous support from a  wide-spectrum of groups  and individua ls  representing Arizona

American's  cus tomer base  in the  Sun City Wate r Dis trict. It a lso recognized tha t, while  Arizona

American has  no regula tory manda te  to provide  fire  flow to the  community, adequa te  fire  flow is

a  public sa fe ty issue  of importance  to the  entire  community and an issue  tha t should be  timely

addressed21

22

23

24

The  Ta s k Force  e ndors e d a  Four-Ye a r P la n tha t would a llow Arizona -Ame rica n to

provide  a de qua te  fire  flows  to a ll S un City Wa te r Dis tric t cus tom e rs . The  Four- Ye a r P la n

include s  ma in re pla ce me nts  to improve  fire  flows  a nd ne w tire  hydra nts  to provide  s uffic ie nt

a cce s s  to the  wa te r dis tribution s ys te m for fire  prote ction. The  Four Ye a r P la n is  de s igne d to

Exhibit A-13
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1

2

3

improve  those  a reas  with the  lea s t fire  flow firs t, with re s identia l a reas  taking priority ove r

commercia l. Overa ll, ten dis tinct improvement prob ects  were  identified and included 44,133 fee t

of new ma in and 195 new fire  hydrants  throughout the  Sun City Wate r Dis trict. Lis ted by

4

5 • 21,492 linear fee t of main and 78 fire  hydrants .

6

community the  improvements  will be  a s  follows  :

Sun City :

Youngtown:• 21,391 linear fee t of main and 117 fire  hydrants

1250 linea r fee t of ma in.7 Pe oria :

8 B P ROP OS E D CONS TRUCTION BUDGE T"

9

10

12

13

14

15

16

17

The Task Force  Report estimated that the  cost of the  Four-Year Plan would be  SO. 1

millio n in 2004 dolla rs.72 Because  the  firs t yea r of the  plan will not like ly be  until 2009,

Arizona-American provided an upda ted cost e s timate  so tha t the  Commiss ion will have  a ll the

facts  necessary to make  its  decis ion. The  revised Fire  Flow Project cost es timate  is  $5,118,000.

To a rrive  a t this  new es timate , Joseph E. Gross , Arizona-American's  Engineering

Director, reviewed the  es timate  conta ined in the  Task Force  Report and had discussions  with

Brown & Ca ldwe ll, the  e ngine e ring firm tha t provide d the  origina l e s tima te . Mr. Gross  ma de

four adj us tments  to be tte r re flect the  tota l cos ts  of the  Fire  Flow Project. Firs t, he  lea rned from

Brown & Ca ldwe ll tha t the  e s tima te  did not include  any cons truction contingencie s  for utilitie s

18 conflicts , tra ffic control, and other unexpected costs . Based on his  experience , Mr. Gross

1 9

20

21

22

23

concluded tha t a  construction program of this  magnitude  will incur cos ts  a ssocia ted with re

routing or a lte ring ma ins  and hydrants  loca tions  to avoid conflicts  with exis ting utilitie s , se tting

up tra ffic control notices  and ba rricades , and othe r unforeseen cos ts  during cons truction. Mr

Gross believes tha t it is  reasonable  to budget 15% of the  construction costs  as  a  contingency cost

Second. Brown & Caldwell's  es timate  did not take  into account the  design engineer's

construction-adminis tra tion cos ts  a ssocia ted with the  Fire  Flow Project. These  cos ts  include24

This Section. see Exhibit A-2 at 4:1 - 5:20
Id. at 5:1-2



DOCKET NO. w-01303A-07-0209
Arizona-American Water Company
Initial Brief
Page 19 of 24

1

2

4

6

8

9

10

11

12

1 3

1 4

responding to contractors ' requests  for cla rifica tion of the  engineer's  plans  and reviewing

submitta ls  for purchase  of pipe , hydrants , e tc., to insure  the  equipment meets  contract

specifica tions . Afte r reviewing the  project scope , Mr. Gross  e s tima ted 10% of the  cons truction

cos ts  for cons truction adminis tra tion

Third, Mr. Gross  added the  company's  inte rna l costs , such as  labor, labor overhead

genera l ove rhead, and AFUDC. He  es tima ted this  a t 15% of the  cons truction cos t

Fourth. Brown & Ca ldwell's  e s tima te  was  based on 2004 cons truction cos ts . The

estimate  does not re flect the  infla ted project construction costs , assuming a  s ta rt da te  in 2009 and

an es timated comple tion da te  in la te  2012. Mr. Gross  the re fore  infla ted the  es timated costs  of

each project to the  yea r when Arizona-American expects  to incur such cos ts . The  infla tion factor

used in the  revised estimate  was based upon the  Engineering News Record's  past construction

cost indexes

Fina lly, a s  recommended by S ta ff witness  Dorothy Ha ins , Mr. Gross  identified those

hydrant replacements  which may be  ins ta lled s imultaneously with pipe line  cons truction, and

reduced the  costs  of these  hydrants  to the  amount recommended by Ms. Hains1 5

1 6

1 7

FUNDING MECHANISM

ARIZONA-AMERICAN

1 9

2 0

2 1

2 2

2 3

2 4

2 5

Arizona-American proposed to recover the costs of the fire-flow projects through a "fire

flow" rate surcharge mechanism that would be transparent on each customer's bill. The

surcharge's amount would be set to recover the revenue requirement of the completed tire flow

projects. The surcharge mechanism would begin with a Step-1 filing to be made following the

completion of phase 1 of the project and so forth for subsequent phases. There would be up to

four total step increases possible until completion of the next Sun City Water District rate case to

be filed by May 31 , 2012. The surcharge would presumably cease following the establishment

of new permanent rates in the 2012 rate case (decision anticipated September 2013). The

Exhibit A-3 a t 5:11-22



Iu ll 111\111111 I ll \IIII\llI lll\l\I u l ll l l l

DOCKET NO. W-01303A-07-0209
Arizona -American Wa te r Company
In itia l Brie f
Page 20 of 24

1

2

3

4

5

surcharge  would opera te  nea rly identica lly to the  Commiss ion es tablished "ACRM" surcharge , .

except tha t it would have  more  step increases. Just as  in a  regular ra te  case , the  parties  would be

able  to audit a ll cons truction invoices  and ve rify tha t the  projects  a re  in se rvice . The  surcharge

would not be  e ffective  until the  Commiss ion issued an orde r finding tha t Arizona-American has

completed the projects and that the  costs are  reasonable  and prudent.

2 S TAFF6

7

8

9

Sta ff reviewed Arizona-American's  proposa l and found it acceptable , with a  few

refinements . Firs t, S ta ff did not support automatic implementa tion of a  s tep increase  a fte r 45

da ys . Ins te a d,

10

12

13

14

15

16

17

18

Sta ff pre fe rs  adoption of the  same  format approved for ACRM in Decis ion No.

66400. S ta ff agrees  with the  Company's  request for a  45 day review period for each

s tep increase . During this  review period, S ta ff and inte rveners  would have  the

opportunity to audit the  filing and seek additiona l discove ry re la ting to the

Company's  proposed Step Increase . Absent any disagreement be tween the  parties ,

S ta ff will is sue  a  recommenda tion for the  Commiss ion's  approva l. In the  event of

disagreements between the parties, an accelerated hearing may be requested by any

party to the  proceeding, to examine  the  disputed issues . If a  hearing is  he ld, the

Hea ring Divis ion will is sue  a  Recommended Orde r for the  Commiss ion's

cons ide ra tion

Sta ff a lso recommended an ea rnings  tes t, like  the  one  required for the  ACRM filings

Staff recommends tha t the  Commission require  the  Company to submit the  same

schedules  approved for ACRM, demonstra ting Sun City Wate r Dis trict's  current

ea rnings , a t the  time  of each filing. S ta ffs  recommended ea rnings  tes t will enable  the

Commiss ion to de te rmine  if the  Sun City Wate r Dis trict is  ove r ea rning its  approved

ra te  of re turn a t the  time  it tile s  for each S tep Increase . If the  Commiss ion

de te rmines  tha t Sun City Wate r Dis trict is  over ea rning its  authorized ra te  of re turn

its  requested Step Increase  will be  adjusted to reflect excess earnings

Ex. S-21 at 9:2-10
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1

2

3

Sta ff s  modifica tions  a re  acceptable  to Arizona -American. The  ea rnings  te s t is  pa rticula rly

important for cus tomers . It is  e ssentia lly a  one -s ided option where  Arizona -American would not

be  a llowed to ove r-ea rn, but would provide  no re lie f if the  Company were  under-eaming.

4 3 ALTE R NATIVE  F UNDING  ME C HANIS MS
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Arizona-American cannot fund the  fire -flow projects , unless  the  Commiss ion approves  a

me cha nism ve ry much like  the  ACRM. "Arizona -Ame rica n's  pre se nt fina ncia l condition is  so

difficult tha t it cannot unde rtake  any discre tiona ry capita l inves tments  in Arizona  without

immedia te  ra te  recove ry."75 "There fore , if the  Commiss ion denies  our fire -fiow reques t

Arizona -Ame rica n will be  una ble  to unde rta ke  this  discre tiona ry fire -flow improve me nt proje ct,

a t least not for many more  years."76

At the  hearing, there  were  some discussions  concerning whether Arizona-American

would be  able  to proceed if the  Commission issued an accounting order a llowing the  Company

to de fe r proje ct cos ts . Mr. Brode rick be lie ve d tha t the re  would be  a  s ignifica nt risk-e spe cia lly

give n RUCO's  oppos ition to ra te  re cove ry- tha t Arizona -Ame rica n could fund the  fire -flow

prob ects  and then be  unable  to recover its  investment." An accounting order would a lso provide

badly needed cash la ter than the  surcharge mechanism

1 7 Mr. Brode rick then checked with senior management to see  if Arizona -American would

1 8

1 9

be  able  to fund the  fire -flow projects  on the  bas is  of an accounting order. On the  las t day of the

hea ring, Mr. Brode rick answered "no

20 Q Would Arizona -Ame rica n Wa te r Compa ny be  willing to cons truct the  fire  flow

projects  on the  basis  of an accounting order?

22 A

Q

No. we  would not

And why not?

Ex. A-3 a t 8:1-2
Exhibit A-3 a t 8220-23
Tr. a t 484:23 485:3
Tr. a t 511124- 51211
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A For prima rily the  re a sons  I gave the  othe r day which in the  inte re s t of time  I

won't repea t. But s ince  tha t time , I did speak with senior management - my

senior management, tha t is  -- and I rece ived a  nega tive  indica tion from them

We're  not willing to undertake  this  prob e t in this  time  frame  on a  de fe rra l bas is

I guess  I could supplement some of the  reasons I've  heard. It's  quite  clea r tha t

tha t a t the  -- a t the  end of the  project, RUCO and poss ibly some city [s ic]

commissioners  a t tha t time  will oppose  recovery of expenses  no matte r what

So tha t's  jus t an unacceptable  risk to the  company, and tha t's  my -- tha t's  officia l

company response

R ATE  IMP AC T

1 2

1 3

1 4

Exhibit A-15 provides estimates  of the  percentage  ra te  increases  for each of the  four s tep

increases . A customer with average  consumption of 6,500 ga llons  per month is  es timated to see

s tep increases  of l.5%, 3.l%, 4.8% and 6.8%. A cus tomer with ave rage  consumption of 8,700

gallons per month is  estimated to see  s tep increases of l.7%, 3.39 %> and 7.4%

C O MMUNITY S UP P O R T
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As discussed above , the  Task Force  was comprised of individua l and organiza tiona l

representa tives  from both Sun City and Youngtown including the  Sun City Taxpayers

Associa tion, the  Sun City Homeowners  Associa tion, the  Recrea tion Cente rs  of Sun City, the  Sun

City Condominium Associa tion, the  Sun City Fire  Depa rtment, the  City of Surprise  Fire

De pa rtme nt, Youngtown Ba ptis t Villa ge , a nd Town of Youngtown. The  Ta sk force

una nimous ly recommended the  four-yea r fire -flow improvement program

To furthe r gauge  community support, Arizona-American surveyed its  cus tomers

conce rning the ir support of the  fire -flow improvements  and the ir willingness  to pay for the

improvements  in the ir water bi115.*"' A majority of customers  providing responses  supported the

improve me nts  a nd we re  willing to pa y for the  improve me nts ." Although no surve y is  pe rfe ct

the  re sults  provide  additiona l support for going forward with the  improvements

Tr. a t 117:18 - 11822. (The transcript reference to "city commiss ioners" should be to "s itting Commiss ioners? )
Ex. A-4 a t 7:22 - 8::3
Ex. A-5 a t 1:17 2:17
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Furthe r, a ll pa rtie s  to this  case  support Arizona-American's  reques t, with the  exception of

RUCO. Arizona -American a sks  the  Commiss ion to approve  this  reques t and a llow Arizona -

3 American to fund the fire-flow prob ects identified by the Task Force.

4 VIII LOW INCOME P ROGRAM
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Arizona-American proposed a new low-income program for Sun City Water customers. 82

The amount of anticipated low-income discounts is included into the rate design in this case,

with the understanding that Arizona-American would refund at a later time over-collection of

revenues, if any, should program enrollment be less than the target 1,000 residential customers.

Arizona-American is not requesting a pro-forma adjustment to increase test-year expenses for the

net costs of this program. Rather, the actual program costs (approximately $30,000) would be

eligible for inclusion in the test-year expenses in the next Sun City Water rate case.

Arizona-American proposes a 50% discount on the basic service charge for up to 1,000

eligible residential customers. 83 This would cost roughly $2.29 per year ($50,000/(22,878-

l,000)) or $0.19 per month for non-participants. The discount would be recovered through the

commodity charge from non-participants, as a further incentive to conserve water usage. Last-

block pricing would be raised by $0.047 per 1,000 gallons for non-participant residential and all

commercial customers. Based on the rates initially proposed by Arizona-American, the total

maximum amount of the discount would be approximately $50,000 annually for 1,000 customers

participating year-round

Ms. Cindy Datig of the $1 Energy Fund, Inc. ("$1 Energy"), provided details of how

eligible Sun City Water District customer must be a full-time Sun City resident, who is the

primary account holder over 65 years of age. In addition, the eligible customer's annual

This  paragraph, see Ex. A-4 a t 15:6-19
This  paragraph, see Ex. A-4 a t 16:6-17
Exhibit A- 1
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2

household income  cannot exceed 150% of the  Fede ra l Poverty Income  Guide line  ("FPIG"). $1

Ene rgy will work with Arizona -Ame rica n to confirm e ligibility a nd a dminis te r the  progra m.

3

4

There  does  not appear to be  any opposition to the  proposed program. Arizona-American

asks  the  Commission to approve  the  Company's  request to implement the  low-income program.

5 IX C O NC LUS IO N
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Arizona-American is  one  of Arizona 's  premier wa te r companies , ye t is  a lso a  dis tressed

utility. Arizona -Ame rica n sha re s  the  Commiss ion's  goa l of re turning to fina ncia l he a lth by, in

pa rt, improving its  e quity ra tio. To tha t e nd, Arizona -Ame rica n's  pa re nt infuse d $35 million in

new equity into the  Company in March 2006 and Arizona-American has  suspended dividends  for

the  la s t four yea rs . Anothe r $15 million equity infus ion was  comple ted in Janua ry 2008.

Howeve r, Arizona -American cannot re turn to financia l hea lth without the  Commiss ion's

a ss is tance . Time ly ra te  re lie f is  a  must, including recove ry of previous ly excluded inves tments ,

prudently incurred expenses, and a  re turn on equity tha t properly compensa tes  equity investors

for leve rage  risk.

This  is  another in a  se ries  of ra te  cases  tha t a re  critica l in re turning Arizona-American to

financia l hea lth. It is  an opportunity for the  Commission to send the  message  tha t it ca res  about

one  of its  premie r wa te r companies  and tha t it will se t ra te s  in a  manner tha t will a llow it to

re turn to financia l hea lth1 8

1 9

2 0

RES P ECTFULLY S UBMITTED on Fe brua ry 13, 2008
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Cra ig A.uMarks
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P hoe nix. Arizona  85028
(602) 953-5260
Cra ig.Marks@azbar.org
Attorney for Arizona -American Wa te r Company


