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EXECUTIVE SUMMARY
CHAPARRAL CITY WATER COMPANY

DOCKET NO. W-02113A-07-0551

The direct testimony of Staff witness Gordon L. Fox addresses the following issues

Operating Income Calculation - Staff recommends that  the Commission adopt a  method of
calculating operating income that largely follows the method adopted in Chaparral City Water
Company, Inc.'s ("Chaparral City" or "Applicant") remand proceeding (Decision No. 70441)
Staffs specific recommendation modestly refines the previously adopted method to more closely
follow financial theory and to symmetrically match the inflation components recognized in the
fair value rate of return ("FVROR") and fair value rate base ("FVRB")

Staff further recommends that the Commission reject the Applicant's proposal to calculate
operating income by multiplying the weighted average cost of capital ("WACC") by the fair
value rate base ("FVRB") for the same reason that method was rejected in Decision No. 70441 -
it overstates the impact of inflation resulting in rates that are not just and reasonable.
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INTRODUCTION

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

My name is Gordon L. Fox. I am a Public Utilities Analyst Manager employed by the

Arizona Corporation Commission ("ACC" or "Commission") in the Utilities Division

("Staff"). My business address is 1200 West Washington Street, Phoenix, Arizona 85007

7 Q- Briefly describe your responsibilities as a Public Utilities Analyst Manager

In my capacity as a Public Utilities Analyst Manager, I supervise analysts whose duties

include preparation of testimonies to provide the Commission with Staff recommendations

regarding rate base, operating income, cost of capital, rate design, securities issuance and

other financial regulatory matters

13 Q Please describe your educational background and professional experience

I have eighteen years of regulatory utility auditing and rate analysis experience (15 years

at the Commission and 3 years at RUCO) and four years of experience with a cable TV

utility with responsibility for preparing and presenting rate applications before

jurisdictional authorities. I have master and bachelor degrees in Accounting, and I have

earned the following professional accounting and finance certifications: Certified Public

Accountant ("CPA"), Certified Management Accountant ("CMA") and Certified in

Financial Management ("CFM")

22 Q What is the purpose of your testimony in this case

The purpose of my testimony is to present Staff's recommended method for calculating

the operating income for Chaparral City Water Company, Inc. ("Chaparral City" or

Applicant") in this proceeding
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OPERATING INCOME METHOD

2 Q Has the method for calculating operating income been a contentious issue in

Chaparral City's prior rate case

Yes. In the Applicant's prior rate case, the Commission issued Decision No. 68176, dated

September 30, 2005, authorizing rates that included an operating income that was

determined in a manner consistent with many traditional similar decisions. That is, the

operating income was determined by multiplying the weighted average cost of capital

("WACC") by the original cost rate base. The resulting product was then divided by the

fair value rate base ("FVRB") to determinea fair value rate of return ("FVROR"). Under

this method, the operating income determined by multiplying the fair value rate base times

the fair value rate of return provides the same operating income as multiplying the WACC

by the original cost rate base

Chaparral City objected to this method of calculating operating income, and it appealed

the Commission's decision to the Arizona Court of Appeals, arguing that the Commission

did not use the fair value of the Company's assets in determining its rates

18 Q What did the Arizona Court of Appeals conclude?

On February 13, 2007, the Arizona Court of Appeals issued a Memorandum Decision

affirming in part, vacating, and remanding Decision No. 68176 to the Commission for

iiurther determination. The Arizona Court of Appeals found that the Commission did not

comply with Article 15, Section 14, of the Arizona Constitution when it set the

Company's rates based on original cost instead of the fair value of Chaparral City's
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property. However, the Arizona Court of Appeals pointed out that: "If the Commission

determines that the cost of capital analysis is not the appropriate methodology to

determine the rate of return to be applied to the Fair Value Rate Base ("FVRB"), the

Commission has the discretion to determine the appropriate methodology

6 Q Did the Commission conduct a remand proceeding and establish rates using a

different method of calculating operating income than the method used in Decision

No. 68176?

Yes. The Commission issued Decision No. 70441, dated July 28, 2008, finding a revised

operating income based on a method of calculating operating income that is different from

the method used in Decision No. 68176

13 Q Please describe the method of calculating operating income adopted in Decision

No. 70441

The Commission calculated the operating income by multiplying the FVROR times the

FVRB. The Commission used a FVRB that reflects a 50/50 weighting of the original cost

rate base ("OCRB") and the reconstruction cost new rate base ("RCND"). This issue was

not disputed by the parties

By contrast, the method for determining the FVROR was in dispute. The Applicant urged

the Commission to apply the WACC to the FVRB. Both Staff and RUCO presented

various alternatives. The Commission adopted a FVROR based on the WACC modified to

reflect a 2.00 percent reduction to the cost of equity but not to the cost of debt as shown in

Table 1 below

Arizona Court of Appeals, Memorandum Decision, Page 13, Paragraph 17



Description Cost

Debt 41 .27% 5.1% 0.00% 5.1% 2.11%
Equity 58.73% 9.3% 2.00% 7.3% 4.29%
Total 100.00% 6.40%

Direct Testimony of Gordon L. Fox
Docket No. W-02113A-07-0551
Page 4

1 Table 1

2

3

4

I refer to this method as "Method One" going forward.

5

6

7

8

9

10

Q, How did Staff approach the determination of the fair value rate of return in this

proceeding?

11

12

In reading Decision No. 70441, Staff concluded that the Commission had established

Method One as its fundamentally preferred method at this time. This method uses the fair

value of property to determine operating income with no direct connection to the original

cost of the plant. Staff also interpreted the Commission's decision to recognize that this

new method may benefit firm refinements arid that refinements were envisioned and

invited.

13

14 Q- Does Staff recommended method in this case largely follows Method One?

15

16

17

18

19

20

21

A.

A. Yes. Staffs recommended fair value calculation of operating income in this proceeding

follows the general framework of Method One with some minor changes. Staffs method

is consistent with Method One in that it continues to use aFVRB that is the average of the

OCRB and the RCND, and it uses the fair value of property to determine operating

income with no direct connection to the original cost of the plant. Staff's method also

reduces the cost of capital for inflation. The mechanics of Staffs the inflation adjustment

to the cost of capital reflect a refinement from Method One.
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1 Q- Why did Staff modify the mechanics of the inflation adjustment component of the

FVROR?

Decision No. 70441 states, "Although we believe that the cost of debt may reflect the

effects of inflation, we are not convinced that the evidence presented in this proceeding is

developed sufficiently to make that determination with certainty."" Thus, the Commission

elected not to reduce the cost of debt for inflation due to inadequacies in the record as

opposed to any conceptual deficiency. As discussed below, inflation is a widely

recognized component of the cost of debt. Accordingly, Staff recommends a FVROR that

includes an adjustment to remove the inflation component, i.e., an "accretion return" from

the cost of debt

12 Q Is inflation widely recognized as a component of debt cost?

Yes. Recognition of inflation as a component of the cost of debt is ubiquitous in financial

literature. A review of financial references regularly used by Staff revealed no position

contradicting that inflation is a component of debt cost. To the contrary, the references

that discuss debt components are in unanimous agreement that inflation is a component of

debt cost. Dr. Erich A Helfert, a former faculty member at the Harvard Graduate School

of Business, in his popular book Techniques Qr Financial Analysis made the following

statement that captures the effect of inflation on debt and other securities (i.e., equity)
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1

2

3

4

5

"The risk-free return on a government bond does implicitly allow for the expected level of

inflation inasmuch as expectations about future inflationary conditions affect the yield

from such securities. When inflation abates, the yields decline .- as dramatically occurred

in the mid-1980s and early 1990s. When inflation expectations rise, so do bond yields.

The same is true of yield from other financial instruments.

6

7

8

9

.... The spectrum of returns ranging from risk-free bonds to those

on speculative securities is also consistent in reflecting the effects

of inflation" 3

10

11 As Dr. Helfert explained, inflation is a component of the returns for all debt and equity

12 securities.

13

14 Q- Did Staff compile any empirical evidence to demonstrate the correlation between

15 inflation and the cost of debt?

16 Yes. Due to the lag between inflation and market responses realized as changes in the cost

17 of debt, the correlation between inflation and the cost of debt is best demonstrated

18 graphically. Chart 1 below presents the average of 5- and 10-year interest rates on U.S.

19 Treasuries and the Consumer Price Index All Urban Consumers (a commonly used

20 measure of inflation) for the years 1962 through 2007.

A.

3 Helfert, Erich A., Techniques of Financial Analysis. 1994. IRWIN. pp 363-64.
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Chart 1

The Chart shows a high correlation of interest rates with inflation.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

Q- Do the mechanics of Staff's the inflation adjustment component differ from Method

One in any way other than that it reduces the cost of debt as well as the cost of

A.

equity?

Yes. While Staff recommends removal of an inflation component from the cost of equity

and the cost of debt, only half of the inflation component should be removed.
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1 Q Please explain why Staff recommends removing only half of the inflation component

from capital costs

3 A

9

10

11

Method One uses a FVRB that is the average of the OCRB and the RCND. The OCRB

includes no inflation factor. Thus, if the inflation adjustment is made for the entire

inflation component of capital costs, the downward adjustment to the FVROR will be

greater than the upward inflation recognized in the FVRB for reasons other than market

forces. As a result of this lack of symmetry, when theFVROR is multiplied by the FVRB

to compute operating income, the calculation will be skewed downward. Removing only

half of the inflation component from the equity and debt costs maintains symmetry

between the FVROR and the FVRB while continuing to use a FVRB that is an average of

the OCRB and the RCND to maintain consistency with Method One. Staff witness Pedro

M. Chaves provides testimony on the calculation of the additional return required by

investors due to inflation. The importance of maintaining symmetry in the inflation

adjustment relative to the FVRB is better understood by recognizing the relationship

between the WACC and the FVROR.

12

13

14

15

16

17

18

19

20

21

22

Q- What is the relationship between the WACC and the FVROR?

23

24

A. The WACC is a financial construct that represents the opportunity cost of foregone

earnings or returns resulting from a choice of one investment over others with equivalent

risk. In contrast, FVROR is a peculiar requirement of Arizona regulation that represents

the rate applied to a fair value rate base that results in a fair return. The WACC and

FVROR do have one commonality - each should facilitate determination of a fair return.

The underlying objectives of a fair return, and therefore the revenue requirement, are

materially unaltered regardless of whether the WACC or FVROR is applied.
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The Commission appropriately recognized the distinction between the WACC and

FVROR in Decision No. 70441, stating that: "Because the weighted average cost of

capital includes inflation, if the Commission were to apply that cost of capital as the

FVROR to the FVRB (which includes inflation in the RCND portion), then the impact of

inflation would be overstated, and the resulting revenues would compensate the utility for

more than the fair value of its property, resulting in rates and charges that were not just

and reasonable

As the Commission recognized, the market determines the return required by investors

Investors in water utilities cannot expect to earn a return in excess of the market

determined rate. That is, investors do not require a higher return due to the use ofFVRB

versus OCRB in ratemaking. Therefore, investors do not expect to earn their total return

through current rates when they can simultaneously anticipate a return from the

appreciation of utility plant that is subsequently included in rate base - which is the effect

of using RCND as a component of FVRB. An alternate way to see this is that investors

earn their total return (in this case, 8.8 percent WACC) through appreciation (1.2 percent

accretion return) and current rates (7.6 percent FVROR)

Q Please summarize Staffs recommended method for calculating operating income19

20 A

22

23

Staff recommends calculating the operating income by multiplying the FVROR times the

FVRB where the FVRB reflects a 50/50 weighting of the original cost rate base

("OCRB") and the reconstruction cost new rate base ("RCND") and the FVROR is the

WACC reduced by half the inflation/accretion return factor as shown in Table 2 below.



' .

Besaription FVROR

Debt 24.4% 5.0% 1.2% 3.8% 0.9%
Equity 75.6% 10.0% 1.2% 8.8% 6.7%
Total 100.00% 7.6%

Direct Testimony of Gordon L. Fox
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Table 2

I refer to this method as "Method Two" going forward

5 Q- Explain how Method Two introduces a fair value element to the ratemaking process

6

7

8

Under Method Two, a utility will benefit through higher returns when its property

appreciates at a rate exceeding the additional return required by investors due to inflation.

On the contrary, when a utility experiences property appreciation at a rate less than the

9 additional return required by investor due to inflation, it will receiver lower returns. This

10

11

12

fair value element represents a fundamental change from the "prudent investment" or

"historical cost" approach (where a utility is compensated for the actual cost prudently

invested). This is the concept to which the Applicant took exception in its last Mll rate

case as end-result oriented.13

14

15 Q- What is the revenue requirement difference between Method One and Method Two?

16 The revenue requirement under Method Two exceeds the revenue requirement under

17

A.

A.

Method One by approximately $318,000 or 3.6 percent.
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1

2

Q, Does Method Two represent a universal fair value methodology applicable for future

determinations of just and reasonable rates for utilities?

3 A.

4

5

6

Not necessarily. Just and reasonable rates must be considered within the context of the

particular circumstances of each utility and rate proceeding. Also, Staff recommends that

the Commission encourage pursuit of further refinements that may enhance the goal of

establishing just and reasonable rates.

7

8

9

1 0

11

12

Q, Is Chaparral City's proposed method of calculating operating income in this case

consistent with Method One?

13

14

No. The Applicant's application proposed $2,678,233 operating income is the product of

multiplying a 9.32 percent rate of return by a $28,736,406 fair value rate base (Schedule

A-1 of the application). The proposed fair value rate base is an average of the OCRB and

RCND (Schedule B-1 of the application) which is consistent with Method One. However,

contrary to Method One, the proposed rate of return is equal to the proposed WACC and

does not reflect an inflation reduction to the cost of equity, the notable feature of Method

One.

15

16

17

18

19

20

21

22

The Applicant's proposal to apply the unadjusted WACC to the FVRB was rejected by the

Commission in Decision Nos. 68176 and 70441. The Commission concluded: "Because

the weighted average cost of capital includes inflation, if the Commission were to apply

that cost of capital as the FVROR to the FVRB (which includes inflation in the RCND

portion), then the impact of inflation would be overstated, and the resulting revenues

23

A.
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would compensate the utility for more than the fair value of its property, resulting in rates

and charges that were not just and reasonable."" The Commission should reject the

Applicants proposed method of calculating operating income in this case for the same

reason

6 Q Does this conclude your direct testimony

Yes. it does

Decision No. 70441, p. 33
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EXECUTIVE SUMMARY
CHAPPARAL CITYWATER COMPANY

DOCKET NO. W-02113A-07-0551

The direct testimony ofStaff witness Pedro M. Chaves addresses the following issues

Capital Structure - Staff recommends that the Commission adopt a capital structure for
Chaparral City Water Company, Inc. ("Chaparral City" or "Applicant") for this proceeding
consisting of 24.4 percent debt and 75.6 percent equity

Cost of Equitv -. Staff recommends that the Commission adopt a 10.0 percent return on equity
("ROE") for the Applicant. Staffs estimated ROE for the Applicant is based on cost of equity
estimates for the sample companies ranging from 9.3 percent for the discounted cash flow
method ("DCF") to 14.3 percent for the capital asset pricing model ("CAPM"). Staffs ROE
recommendation includes a 1.8 percent downward adjustment due to the lower financial risk
reflected in the Applicant's capital structure in relation to that of the sample companies

Cost of Debt - Staff recommends that the Commission adopt a 5.0 percent cost of debt

Fair Value Rate of Return - Staff recommends that the Commission adopt a fair value rate of
return ("FVROR") of 7.6 percent

Mr. Bourassa's Testimony - The Commission should reject the Applicant's proposed capital
structure, composed of 23.4 percent debt and 76.6 percent equity, and requested 5.5 percent cost
of debt since they represent outdated infonnation. The Commission should also reject the
Applicant's proposed 10.5 percent ROE for the following reasons: 1) Mr. Bourassa's DCF
estimates rely exclusively on analyst's forecasts, 2) Mr. Bourassa does not use dividend per
share growth in his DCF estimates, and 3) Mr. Bourassa's recommendation relies on forecasted
interest rates
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1 I. INTRODUCTION

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

3

4

5

My name is Pedro M. Chaves. I am a Public Utilities Analyst employed by the Arizona

Corporation Commission ("Commission") in the Utilities Division ("Staff"). My business

address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- Briefly describe your responsibilities as a Public Utilities Analyst.

8

9

10

11

In my position as a Public Utilities Analyst, I perform studies to estimate the cost of

capital component of the overall revenue requirement calculation in rate filings. I also

perform analyses regarding requests for financing authorization and other financial

regulatory matters.

12

13 Q- Please describe your educational background and professional experience.

14

15

I am a graduate of Arizona State University and received a Bachelor of Science degree in

Global Business with a specialization in finance. My course of studies included classes in

16 I

17

corporate and international finance, investments, accounting, statistics, and economics.

began employment as a Staff Public Utilities Analyst in December 2005 .

18

19 Q- What is the scope of your testimony in this case?

20

21

22

23

A.

A.

A.

A. I provide Staffs recommended capital structure, cost of debt, return on equity ("ROE")

and fair value rate of return ("FVROR") in this case. I discuss the appropriate capital

structure, cost of debt, ROE and FVROR for establishing the revenue requirement for

Chaparral City Water Company, Inc. ("Chaparral City" or "Applicant").



Direct Testimony of Pedro M. Chaves
Docket No. W-02113A-07-0551
Page 2

1

2

Summary of Testimony and Recommendations

Q, Briefly summarize how Staffs cost of capital testimony is organized

Staff's cost of capital testimony is presented in ten sections. Section I is this introduction

Section II discusses the concept of weighted average cost of capital ("WACC"). Section

III presents the concept of capital structure and presents Staffs recommended capital

structure for Chaparral City in this proceeding. Section W discusses the concepts of ROE

and risk. Section V presents the methods employed by Staff to estimate Chaparral City's

ROE. Section VI presents the findings of Staffs ROE analysis. Section VII presents

Staff's final cost of equity estimates for Chaparral City. Section VIII presents Staffs

weighted average cost of capital. Section IX presents Staffs FVROR recommendation

Section X presents Staff' s comments on the direct testimony of Mr. Thomas J. Bourassa in

support of the Applicant's proposed cost of capital ("Mr. Bourassa's Direct Testimony")

Lastly, Section XI presents the conclusions

15 Q Have you prepared any exhibits to accompany your testimony

Yes. I prepared ten schedules (PMC-1 to PMC-10) that support Staffs cost of capital

analysis

19 Q What is Staff's weighted average cost of capital for Chaparral City

Staff's WACC is 8.8 percent and it is calculated in Schedule PMC-1. Staffs WACC is

based on cost of equity estimates for Chaparral City that range from 9.3 percent to 14.3

percent. Staffs ROE recommendation includes a 1.8 percent downward adjustment due

to the lower financial risk reflected in the Applicant's capital structure in relation to that of

the sample companies
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1

2

Q- What is Staffs recommended fair value rate of return for Chaparral City?

3

4

Staff recommends a 7.6 percent FVROR. Staff's recommended 7.6 percent FVROR is

calculated in Schedule PMC-2.

5

6

Applicant's Proposed Overall Rate of Return

Q, Briefly summarize the Applicant's proposed capital structure, cost of debt, return on

equity and overall rate of return for this proceeding.

Table l summarizes the Applicant's proposed hypothetical capital structure, cost of debt,

return on equity and overall cost of capital andFVROR in this proceeding:

7

8

9

10

11 Table 1

Weight Cost
Weighted
Cost

Long-term Debt 23.4% 5.5% 1.3%

Common Equity
Cost of Capital
(FVROR)

76.6% 10.5% 8.0%

12

13

14

9.3%

Chaparral City is proposing an overall cost of capital, Le., FVROR of 9.3 percent.

11. THE WEIGHTED AVERAGE COST OF CAPITAL

15 Q- Please define the cost of capital concept.

16

17

The cost of capital is the opportunity cost represented by anticipated returns or earnings

that are foregone by choosing one investment over others with equivalent risk. In other

shareholders expect for committing their18

19

A.

A.

A.

words, the cost of capital is the return that

resources in a determined business enterprise.
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1 Q- What is the overall cost of capital?

2 The overall cost of capital is equal to the weighted average cost of capital.

3

4 Q- How is the WACC calculated?

The WACC is calculated by adding the weighted expected returns of a firm's securities.

Equation 1 that follows presents the WACC as a mathematical expression.

Equation 1.
n

5

6

7

8

9

10

11

WACC W t f t

12

13

14

In this equation, Wt is the weight given to the it security (the proportion of the it security

relative to the portfolio) and r,- is the expected return on the it security.

15

16

Q. Can you provide an example demonstrating application of Equation 1?

Yes. For this example, assume that an entity has a capital structure composed of 35

percent debt and 65 percent equity. Also, assume that the embedded cost of debt is 6.0

percent and the expected return on equity, i.e. the cost of equity, is 10.0 percent.

Calculation of the WACC is as follows :

WACC = (35% * 6.0%) + (65% * 10.0%)

17

18

19

2 0

21

2 2
WACC = 2.10% + 6.50%

WACC Z 8.60%
23

24

25

26

A.

A.

A.

The weighted average cost of capital in this example is 8.60 percent. The entity in this

example would need to earn an overall rate of return of 8.60 percent to cover its cost of

capital.



Component %

Short-Term Debt $5,000 ($5,000/$100,000) 5.0%

Capital Leases $15,000 ($15,000/$100,000) 15.0%

Long-Term Debt $30,000 ($30,000/$100,000) 30.0%

Preferred Stock $10,000 ($10,000/$100,000) 10.0%

Common Stock $40,000 ($40,000/$100,000) 40.0%

Total $100,000 100%

Direct Testimony of Pedro M. Chaves
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1 111. CAPITAL STRUCTURE

2

3

Background

Q Please explain the capital structure concept

The capital structure of a firm is the relative proportions of short-term debt, long-term debt

(including capital leases), preferred stock and common stock that are used to finance the

Finn's assets

8 Q How is the capital structure expressed?

10

The capital structure of a company is expressed as the percentage of each component of

the capital structure (capital leases', short-term debt, long-tenn debt, preferred stock and

common stock) relative to the total capital (the total sum of all the components of the

capital structure)

For instance, the capital structure for an entity that is financed by $5,000 of short-term

debt, $15,000 of capital leases, $30,000 of long-term debt, $10,000 of preferred stock and

$40,000 of common stock is shown in Table 2

Table 2

Capital leases are a specific font of long-tenn debt



Chaparral City Water Company, Inc.
Capitalization

Amount outstanding
as of 6/30/2008

Percentage of
Capital Structure

24.4%Total Debt $ 8,635,000.00

75.6%$ 26,690,000Total Common Equity

100.0%$ 35,325,000Total Capitalization

Direct Testimony of Pedro M. Chaves
Docket No. W-02113A-07-0551
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The capital structure in this example is composed of 5.0 percent short-tem debt, 15.0

percent capital leases, 30.0 percent long-tenn debt, 10.0 percent preferred stock and 40.0

percent common stock

5

6

Applicant's Capital Structure

Q What capital structure does the Applicant propose

7 A The Applicant proposes a hypothetical capital structure composed of 23.4 percent debt and

76.6 percent common equity

9

10 Q- What capital structure does Staff recommend?

11

12

13

Staff recommends a capital structure of 24.4 percent debt and 75.6 percent equity, to

reflect Chaparral City's most recent debt and equity positions, as displayed in Schedule

PMc-l0 and summarized in Table 3, below.

14 Table 3

15

16 Q-

17

How does Chaparral City's actual capital structure compare to capital structures of

publicly traded water utilities?

18

19

A.

A. The Applicant's actual capital structure is composed of 24.4 percent debt and 75.6 percent

equity. Schedule PMC-4 shows the capital structures of six publicly traded water
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3

companies ("sample water companies") as of March 31, 2008 The average capital

structure for the sample water utilities is comprised of approximately 49.9 percent debt

and 50.1 percent equity.

4

5 Iv. RETURN ON EQUITY

6

7

Background

Please define the term "cost of equity capital."Q-

8

9

10

11

The cost of equity capital is determined by the market. It is the rate of return that

investors expect to am on their equity investment in an entity given its risk. In other

words, the cost of equity to an entity is the investors' expected rate of return on other

investments of similar risk.

12

13 Q- Is there any relationship between interest rates and the cost of equity capital?

14 Yes. The cost of equity tends to move in the same direction as interest rates. This

15

16

17

18

19

relationship is integral to the capital asset pricing model ("CAPM") formula. The CAPM

is a market based model used for estimating the cost of equity capital that is discussed in

Section V of this testimony. Therefore, a comparison of current interest rates to historical

interest rates provides insight for how the current cost of equity capital might be compared

to the cost of equity capital historically.

20

21 Q- What has been the general trend of interest rates in recent years?

22

23

A chronological chart of interest rates is a good tool to show interest rate history and

identify trends. Chart 1 graphs intermediate U.S. treasury rates from July 2002 to July

24 2008.

A.

A.

A.

z Value Line Summary & Index. 7-25-08



Chart 1: Average Yield on 5-, 7-, & 10-Year Treasuries

7 %

6 %

5 %

Jub

03

Jun

02

Jan-

03

Jan-

04

Jan-

06

Jan-

0 5

Jan-

08

Jub

04

Jun

07

Jan-

07

Jan-

0 2

Jub

05

Jub

06

Jun

08

3 %

Jub

01

4 %

Direct Testimony of Pedro M. Chaves
Docket No. W-02113A-07-0551
Page 8

5

6

7

8

9

10

11

12

13

14

15

16

Chart 1 shows that intermediate interest rates trended downward from 2001 to mid-2003,

then, trended upward to mid-2006, subsequently, remained relatively steady at about 5

percent to mid-2007, and have declined since then to about 4 percent.17

18

19

20

Q_ How do current interest rates compare to a longer term history of interest rates, and

what does it suggest for capital costs?

21

22

23

24

Chart 2 shows that interest rates have trended downward in the immediate past period of

approximately 25 years. It also shows that interest rates over the past 40 years have been

higher than currently. The inference from the relationship between interest rates and the

cost of equity capital is that current capital costs are low in comparison to historical capital

25

A.

costs.



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

2

3

4

5

6

7

8

9

10

11

12

13
Source; Federal Reserve

14

15 Q- Do actual returns represent the cost of equity?

16 No. The cost of equity represents investors' expected returns not realized accounting

17 returns.

18

19 Q-

20

Is there any information available that leads to an understanding of the relationship

between the equity returns required for a regulated water utility versus the market?

21 Yes. A comparison of betas, a component of the CAPM discussed in Section V, for the

22

23

24

25

water utility industry and the market provides insight into this relationship. The average

beta (1.01)3 for a water utility is about the same than the theoretical average beta for all

stocks (l.0). According to the CAPM formula, the cost of equity capital moves in the

same direction as beta. Since the beta for the water utility industry is about the same than

A.

A.

3 See Schedule PMC-7
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the beta for the market, the implication is that the required return on equity for a regulated

water utility is approximately the average required return on the market

5 Q Please define risk

Risk, as it relates to an investment, is generally recognized as the variability or uncertainty

of the returns on the investment. Risk is often separated into two components. Those

components are market risk (systematic risk) and non-market risk (unique risk)

10 Q What is market risk?

Market risk or systematic risk is the risk that changes in the stock market as a whole will

cause changes in the stock price of a particular entity. Market risk is related to the

economy-wide perils that affect all business such as inflation, interest rates, and general

business cycles. Market risk affects all s tock s  a nd  i t  c a nnot  be  e l i m i na t ed  by

diversif ication, i .e. ,  i t is  non-diversi i iable. However, the impact on each enti ty is  not

necessari ly the same. Accordingly, market risk is the only risk that affects the cost of

equity

19 Q Is there a measure for market risk?

Yes. Market risk is measured by the beta. Beta reflects both the business risk and

financial risk of an entity

23 Q How are business and financial risks defined?

Business risk is that risk which is associated with the fluctuation in earnings due to the

basic nature of an entity's business. Financial risk is that risk which affects shareholders

due to a firm's use of fixed obligation (i.e., debt) financing
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1 Q Is the cost of equity affected by both business and financial risk?

4 Q What is the relationship between the capital structure of a firm and its financial

risk?

As previously discussed, the relative proportions of short-term debt, long-term debt

(including capital leases), preferred stock and common stock used to finance an entity's

assets represent its capital structure. Financial risk increases as an entity includes a greater

proportion of fixed obligation financing in its capital structure (i.e., as it becomes more

leveraged). An increase in financial risk is reflected in the market risk measured by beta

resulting in an increase in an entity's cost of equity

13 Q How does Chaparral City's financial risk compare to the sample water companies

financial risk from the perspective of an investor?

From an investor's perspective Chaparral City's capital structure is composed of

approximately 24.4 percent debt and 75.6 percent equity. Schedule PMC-4 shows the

capital structures of six publicly traded water companies ("sample water companies") as

of March 31, 2008, as well as Chaparral City's actual capital structure. As of March 31

2008, the sample water utilities were capitalized with approximately 49.9 percent debt and

50.1 percent equity, while Chaparral City's actual capital structure consists of

approximately 24.4 percent debt and 75.6 percent equity. Consequently, Chaparral City's

shareholders bear less financial risk than the shareholders of the sample water companies

24 Q What is non-market risk?

Non-market (unique risk) is risk related to an individual entity. There is no correlation

among entities for unique risk, accordingly, it can be eliminated through diversification



Direct Testimony of Pedro M. Chaves
Docket No. W-02113A-07-0551
Page 12

Specifically, investors can eliminate unique risk by holding a diversified investment

portfolio

4 Q Is unique risk measured by beta

No. Unique risk is not measured by beta

7 Q Is the cost of equity affected by unique risk?

No. Since unique or firm-specific risk can be eliminated through diversification, it does

not affect the cost of equity capital

11 Q What additional return can investors expect to account for unique risk?

Investors who hold diversified portfolios can eliminate unique risk, and

consequently do not require any related additional return. Since investors who choose to

be less than fully diversified must compete in the market with fully diversified investors

the former camion expect to be compensated for unique risk

None.

ESTIMATING THE COST OF EQUITY

18 Introduction

19 Q- Did Staff directly estimate the cost of equity for the Applicant?

No. Staff did not directly estimate Chaparral City's cost of equity for two reasons. First

Chaparral City's stock is not publicly traded, therefore, its cost of equity cannot be

estimated because the required information is not available to perform the analysis

Second, using an average of a representative sample group reduces the potential for

random fluctuations resulting in a more reliable estimate, vis-8-vis relying on a single

entity
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1 Q What companies did Staff select as proxies or comparables for Chaparral City

Staff selected six publicly traded water utilities shown in Schedule PMC-4. Staff chose

these six entities because they derive most of their earnings Hom regulated operations, and

they are currently analyzed by I71e Value Line Investment Survey Small and Mid Cap

Edition ("Value Line Small Cap") and We Value Line Investment Survey ("Value Line")

making available the necessary information to perform a cost of capital estimation for

Chaparral City

9 Q What models did Staff implement to estimate Chaparral City's cost of equity

The cost of equity is determined by the market, therefore, Staff used two market-based

models to estimate the cost of equity for Chaparral City: the discounted cash flow model

("DCF") and the CAPM

14 Q. Explain why Staff chose the DCF and CAPM?

Staff chose to use the DCF and CAPM because they are widely recognized as appropriate

market-based models and have been used extensively to estimate the cost of equity. A

description of the DCF and then the CAPM begins immediately below

19

20

Discounted Cash Flow Model Analysis

Q Please provide a brief summary of the theory underlying use of the DCF to estimate

the cost of equity

The theory underlying use of the DCF to estimate the cost of capital is that the cost of

equity is that discount rate which equates the current market price to all future cash flows

expected by investors. That is, the cost of equity is the rate that future expected cash

flows (primarily dividends) must be discounted to equal a given market price
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In the 1960s, Professor Myron Gordon pioneered the use of the DCF method to estimate

the cost of capital for a public utility. The DCF model has become widely used due to its

theoretical merit and its simplicity

5 Q How is the DCF model applied?

The DCF model is applied via a mathematical formula where the current market price, the

expected dividend, and projected dividend growth rate are inputs, while the discount rate

(cost of equity) is the result. The formula can be applied to a sample of companies that

exhibit similar risk to the entity whose cost of equity is being estimated and the results

averaged to arrive at an estimate of the cost of equity for the subject entity

12 Q- Did Staff apply more than one version of the DCF?

Yes. Staff applied two versions of the DCF: the constant-growth DCF and the multi-stage

or non-constant growth DCF. The constant-growth DCF assumes that an entity will grow

indefinitely at the same rate. Alternately, the non-constant growth DCF does not assume

one constant, indefinite dividend growth rate
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1

2

The Constant-Growth DCF

Q What is the mathematical formula used in StamPs constant-growth DCF analysis

The constant-growth DCF formula used in Staffs analysis is

Equation 2

+ 8

where the cost of equity

the expected annual dividend

the current stock price

the expected infinite annual growth rate of dividends

Equation 2 assumes that the entity has a constant earnings retention rate and that its

earnings are expected to grow at a constant rate. According to Equation 2, a stock with a

current market price of $10 per share, an expected annual dividend of $0.39 per share and

an expected dividend growth rate of 5.0 percent per year has a cost of equity to the entity

of 8.9 percent reflected by the sum of the dividend yield ($0.39/ $10 = 3.9 percent) and the

5.0 percent annual dividend growth rate

12 Q How did Staff calculate the dividend yield component (D1/P0) of the constant-growth

DCF formula?

Staff calculated the yield component of the DCF formula by dividing the expected annual

dividend" (DI) by the spot stock price (Po) after the close of the market August 6, 2008, as

reported byMSN money

Value Line Summary & Index. 7-25-08
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1 Q-

2

Why did Staff use the spot stock price rather than a historical average stock price to

calculate the dividend yield component of the DCF formula?

3

4

5

6

Use of the current market stock price (spot stock price) is consistent with finance theory,

i.e., the efficient market hypothesis. This hypothesis asserts that the current stock price

reflects information investors use to form expectations of future returns. Use of a

historical average of stock prices illogically discounts the most recent information in favor

7 of less recent information. The latter is stale and is representative of underlying

8 conditions that may have changed.

9

10 Q-

11

How did Staff estimate the dividend growth (g) component of the constant-growth

DCF model represented by Equation 2?

12

13

14 eamings-per-

15

The dividend growth component for Staffs constant-growth DCF model is the average of

six different estimation methods as shown in Schedule PMC-8. Staff computed both

historical and projected growth estimates on dividend-per-share ("DPS")5,

share ("EPS")6 and sustainable growth bases.

16

17 Q-

18

Why did Staff examine EPS growth to estimate the dividend growth component of

the constant-growth DCF model?

19

20

21

22

23

Staff examined EPS growth (both historical and projected) because dividends are

dependent on earnings. Dividend distribution in excess of earnings results in capital

contraction. Continued capital contraction is not sustainable in the long run, and it is

inconsistent with the constant-growth DCF model. Therefore, EPS growth is an

appropriate consideration for estimating expected dividend growth.

A.

A.

A.

5 Derived from information provided byValue Line
6 Derived from information providedby Value Line
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1 Q How did Staff estimate historical DPS growth?

Staff estimated historical DPS growth by calculating the average rate of growth in DPS of

the sample water companies from 1997 to 2007. The results of that calculation are shown

in Schedule PMC-5. Staff calculatedan average historical DPS growth rate of 2.9 percent

for the sample water utilities for the period 1997 to 2007

7 Q How did Staff estimate the projected DPS growth?

Staff calculated an average of the projected DPS growth rates for the sample water utilities

from Value Line. The average projected DPS growth rate is 4.2 percent as shown in

Schedule PMC-5

12 Q How did Staff calculate the historical EPS growth rate?

Staff estimated historical EPS growth by calculating the average rate of growth in EPS of

the sample water companies from 1997 to 2007. The results of that calculation are shown

in Schedule PMC-5. Staff calculated an average historical EPS growth rate of 3.6 percent

for the sample water utilities for the period 1997 to 2007

18 Q How did Staff estimate the projected EPS growth?

Staff calculated an average of the projected EPS growth rates for the sample water utilities

from Value Line. The average projected EPS growth rate is 8.4 percent as shown in

SchedulePMC-5

Staff has excluded one data input from the calculation. EPS from the period of 1997 to 2007 for California Water
resulted in a negative 2.0 percent EPS growth rate. Staff excluded the negative result of the calculation of average
growth in EPS for the sample companies in that period, because negative growth is inconsistent with the DCF model
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1 Q How did Staff calculate its historical and projected sustainable growth rates?

Staffs historical and projected sustainable growth rates were calculated by adding their

respective retention growth rate terms (be) to their respective stock financing growth rate

terms (vs) as shown in Schedule PMC-6

6 Q What is retention growth?

Retention growth is the growth in dividends due to the retention of earnings. Viewed

differently, an entity cannot expect to grow dividends if it does not retain any earnings

Retention growth is dependent on the percentage of earnings retained (retention ratio) and

the value of earnings. Mathematically, the retention growth rate is the product of the

retention ratio and the book/accounting return on equity

13 Q What is the formula for the retention growth rate?

The retention growth rate fionnula is

Equation 3

Retention Growth Rate= Br

where the retention ratio (1 - dividend payout ratio)

the accounting/book return on common equity

17 Q How did Staff calculate the average historical retention growth rate (br) for the

sample water utilities?

First, Staff calculated the retention rate for each of the sample water companies from 1998

to 2007. Then Staff calculated the mean of those results. The historical average retention

(be) growth for the sample water utilities is 2.9 percent as shown in Schedule PMC-6
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1 Q How did Staff determine projected retention growth rate (br) for the sample water

utilities?

Staff used the retention growth projections for the sample water utilities for the period

2011 to 2013 fromValue Line. The projected average retention growth rate for the sample

water utilities is 5.5 percent as shown in Schedule PMC-5

7 Q When can retention growth provide a reasonable estimate of future dividend

growth?

The retention growth rate is a reasonable estimate of future dividend growth when the

retention ratio is reasonably constant and the entity's market price to book value ("market

to-book ratio") is expected to be 1.0. The average retention ratio has been reasonably

constant in recent years. However, the market-to-book ratio for the sample water utilities

is 2.0, notably higher than 1.0, as shown in Schedule PMC-7

15 Q Is there any financial implication of a market-to-book ratio greater than 1.0?

Yes. A market-to-book ratio greater than 1.0 implies that investors expect an entity to

earn an accounting/book return on its equity that exceeds its cost of equity. The

relationship between required returns and expected cash flows is readily observed in the

fixed securities market. For example, assume an entity contemplating issuance of bonds

with a face value of $10 million at either 5 percent or 7 percent, and thus, paying annual

interest of $500,000 or $700,000, respectively. Regardless of investors' required return on

similar bonds, investors will be willing to pay more for the bonds if issued at 7 percent

than if the bonds are issued at 5 percent. For example, if the current interest rate required

by investors is 5 percent, then they would bid $10 million for the 5 percent bonds and

more than $10 million for the 7 percent bonds. Similarly, if equity investors require a 7

percent return and expect an entity to cam accounting/book returns of ll percent, the
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market will bid up the price of the entity's stock to provide the required return of 7

percent

4 Q How has Staff generally recognized a market-to-book ratio exceeding 1.0 in its cost of

equity analyses in recent years

First, Staff has assumed that investors expect the market-to-book ratio to remain greater

than 1.0. Given that assumption, Staff has added a stock financing growth rate (vs) term

to the retention ratio (Br) term to calculate its historical and projected sustainable growth

rates

11 Q Do the historical and projected sustainable growth rates Staff uses to develop its

DCF cost of equity in this case continue to include a stock financing growth rate

term?

16 Q What is stock financing growth?

Stock financing growth is the growth in an entity's dividends due to the sale of stock by

that entity. Stock financing growth is a concept derived by Myron Gordon and discussed

in his book The Cost of Capitai to a Public Utility." Stock financing growth is the product

of the fraction of the funds raised firm the sale of stock that accrues to existing

shareholders (v) and the fraction resulting from dividing the funds raised from the sale of

stock by the existing common equity (s)

Gordon, Myron J. The Cost of Capital to a Public Utility. MSU Public Utilities Studies, Michigan, 1974. pp 31-35
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1 Q What is the mathematical formula for the stock financing growth rate?

The mathematical formula for stock financing growth is

Equation 4

Stock Financing Growth : vs

where Fraction of the funds raised from the sale of stock that accrues

to existing shareholders

Funds raised from the sale of stock as a fraction of the existing

common equity

4 Q How is the variable v presented above calculated?

Variable v is calculated as follows

Equation 5

book value

market value

For example, assume that a share of stock has a $40 book value and is selling for $50

Then, to find the value of v, the formula is applied

In this example, v is equal to 0.20
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1 Q How is the variable s presented above calculated?

Variable s is calculated as follows

Equation 6

Funds raised from the issuance of stock

Total existing common equity before the issuance

For example, assume that an entity has $100 in existing equity, and it sells $10 of stock

Then, to find the value of s, the formula is applied

In this example, s is equal to 10.0 percent

14 Q What is the vs term when the market-to-book ratio is equal to 1.0?

A market-to-book ratio equal to 1.0 reflects that investors expect an entity to am a

book/accounting return on their equity investment equal to the cost of equity. When the

market-to-book ratio is equal to 1.0, none of the funds raised from the sale of stock by the

entity accrues to the benefit of existing shareholders, i.e., the term v is equal to zero (0.0)

Consequently, the vs tern is also equal to zero (0.0), When stock financing growth is

zero, dividend growth depends solely on the be term

22 Q What is the effect of the vs term when the market-to-book ratio is greater than 1.0?

A market-to-book ratio greater than 1.0 reflects that investors expect an entity to am a

book/accounting return on their equity investment greater than the cost of equity
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1

2

3

4

5

6

Equation 5 shows that when the market-to-book ratio is greater than 1.0 the v term is also

greater than zero. The excess by which new shares are issued and sold over book value

per share of outstanding stock is a contribution that accrues to existing stockholders in the

form of a higher book value. The resulting higher book value leads to higher expected

earnings and dividends. Continued growth from the vs term is dependent upon the

continued issuance and sale of additional shares at a price that exceeds book value per

share.7

8

9

10

Q- What vs estimate did Staff calculate from its analysis of the sample water utilities?

11

Staff estimated an average stock financing growth of 2.5 percent for the sample water

utilities as shown in Schedule PMC-6.

12

13 Q-

14

What would occur if an entity had a market-to-book ratio greater than 1.0 due to

investors expecting earnings to exceed the cost of equity capital and the entity

subsequently experienced newly authorized rates equal to its cost of equity capital?15

16

17

18

19

20

There would be downward pressure on the entity's stock price to reflect the change in

future expected cash flows because, in theory, the market-to-book ratio should decline to

1.0.

Q-

21

What is implied by Staff's continued use of the vs term in the historical and projected

sustainable growth rates Staff uses to develop its DCF cost of equity is this case?

22

23

24

25

26

A.

A.

A. The implication is that there are expectations regarding the market-to-book ratio

continuing to exceed 1.0, and that the water utilities will continue to issue and sell stock at

prices exceeding book value to provide benefits to existing shareholders. If the authorized

ROEs for water utilities are established at the cost of equity capital, the market-to-book

ratio should decline to 1.0. If that occurs, the stock financing term would no longer be
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1

2

3

4

necessary. If investors expect the average market-to-book ratio of the sample water

utilities to fall to 1.0 due to authorized ROEs equaling the cost of equity capital, then

Staff' s inclusion of the vs term in its constant-growth DCF analysis might result in an over

estimate of its sustainable dividend growth rate and the resulting DCF ROE estimate.

5

6 Q- What are Staff's historical and projected sustainable growth rates?

7

8

9

10

Staffs estimated historical sustainable growth rate is 5.4 percent based on an analysis of

earnings retention for the sample water companies. Staff's projected sustainable growth

rate is 9.0 percent based on retention growth projected by Value Line. Schedule PMC-6

presents Staff' s estimates of the sustainable growth rate.

11

12

13

Q- What is Staffs expected infinite annual growth rate in dividends?

Staff averaged historical and projected DPS, EPS, and sustainable growth estimates to

calculate the expected infinite annual growth rate in dividends. Schedule PMC-8 presents

the calculation of the expected infinite annual growth rate in dividends. Staff s estimate is

14

15

16

17

18

5.6 percent.

Q- What is Staff's constant-growth DCF estimate?

19

20

Staff' s constant-growth DCF estimate is 8.8 percent, which is shown in SchedulePMC-3 .

21 The Multi-Stage DCF

22 Q- Why did Staff implement the multi-stage DCF to estimate Chaparral City's cost of

23

24

25

26

A.

A.

A.

A.

equity?

As previously stated, Staff used the multi-stage DCF to consider the assumption that

dividends may not grow at a constant rate. Staffs multi-stage DCF incorporates two

growth rates: a near-term growth rate and a long-term growth rate.



Direct Testimony of Pedro M. Chaves
Docket No. W-02113A-07-0551
Page 25

1 Q- What is the mathematical formula for the multi-stage DCF?

2 The multi-stage DCF formula is shown in the following equation:

Equation 7 :
\n

P0

n
D :

(1+K)'
+ Dn(1-l-gnl

K-gn (1+K)l

Where : R,
DI
K

n

D"

gr

current stock price

dividends expected during stage 1

cost of equity

years of non - constant growth

dividend expected in year n

constant rate of growth expected after year n

3

4

5

6

As mentioned above, Staff incorporated two growth rates. This assumes that investors

expect dividends to grow at a one rate in the near-term ("Stage-1 growth") and another

rate in the long-term ("Stage-2 growth").

7

8 Q- What steps did Staff take to implement its multi-stage DCF cost of equity model?

9

10

11

12

13

First, Staff projected a stream of dividends for each of the sample water utilities using

near-term and long-term growth rates. Second, Staff calculated the rate (cost of equity)

which equates the present value of the forecasted stream of dividends to the current stock

price for each of the sample water utilities. Then, Staff calculated an average of the

individual sample company cost of equity estimates.

14

15 Q- How did Staff calculate near-term (stage-1) growth?

16

17

A.

A.

A. Staff projected four years of dividends for each of the sample water utilities. Projections

for the first twelve months, to the extent available, were from Value Line. The dividend
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projections for the remainder of stage 1 reflect the average dividend growth rate calculated

in Staffs constant growth DCF analysis, or 5.6 percent, as shown in Schedule PMC-8

4 Q How did Staff estimate long-term (stage-2) growth?

Staff used the arithmetic average rate of growth in gross domestic product ("GDP") from

1929 to 2007'. Using the GDP growth rate assumes that the water utility industry is

expected to grow at the same rate as the overall economy

9 Q What is the historical GDP growth rate that Staff used to estimate stage-2 growth?

Staff used 6.7 percent to estimate the stage-2 growth rate

12 Q What is Staff's multi-stage DCF estimate?

Staff" s multi-stage DCF estimate is 9.8 percent as shown in SchedulePMC-9

15 Q What is Staff's overall DCF estimate?

Staffs overall DCF estimate is 9.3 percent. Staff calculated the overall DCF estimate by

averaging the constant growth DCF (8.8 percent) and multi-stage DCF (9.8 percent)

estimates as shown in Schedule PMC-3

20

21

Capital Asset Pricing Model

Q Please describe the Capital Asset Pricing Model

The CAPM is concerned with the determination of the prices of capital assets in a

competitive market. The CAPM model describes the relationship between a security's

investment risk and its market rate of return. This relationship identifies the expected rate

of return which investors expect a security to earn so that its market return is comparable

www.bea.doc.gov
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1 with the market returns earned by other securities of similar risk.'0 The CAPM model

2

3

4

5

6

assumes that investors require a return that is commensurate with the level of risk

associated with a particular security. The model also assumes that investors will

sufficiently diversify their investments to eliminate any non-systematic or unique risk."

In 1990, Professors Harry Markowitz, William Sharpe, and Merton Miller earned the

Nobel Prize in Economic Sciences for their contribution to the development of the CAPM.

7

8 Q-

9

What sample did Staff use to compute the CAPM to estimate Chaparral City's cost

of equity?

10 Staff used the same sample water utilities for its CAPM computation that it used for its

11 DCF analysis.

12

13 Q. What is the mathematical formula for the CAPM?

14 The mathematical formula for theCAPM is:

15

Equation 8 :

K = Rf+£(Rm -R/)

where : Rf
Rm

,3
Rm 'Rf
K

risk free rate

return on market

beta

market risk premium

expected return

16

A.

A.

10 David C. Purcell,Cost of Capital - A Practitioner's GuidePg. 6-1 .
11The CAPM makes the following assumptions: 1. single holding period 2. perfect and competitive securities market
3. no transaction costs 4. no restrictions on short selling or borrowing 5. the existence of a risk-free rate 6.
homogeneous expectations.
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The equation shows that the expected return (K) on a risky asset is equal to the risk-free

interest rate ("Rf') plus the product of the market risk premium ("Rp") (Rm - Rf)

multiplied by beta (la) where beta represents the riskiness of the investment relative to the

market

6 Q What did Staff use as an estimate for the risk-free rate of interest in its historical

market risk premium CAPM method?

8 A

10

11

12

Staff calculated an estimate of the risk-tree rate of interest by averaging three (five

seven- and ten-year) intermediate-term U.S. Treasury securities' spot rates on August 6

2008, to correspond with the date Staff selected the sample companies' stock spot market

prices. Staffs estimated risk-free rate for use in its historical market risk premium CAPM

method is 3.7 percent12 as shown in Schedule PMC-3 .

13

14 Q- What did Staff use as an estimate for the risk-free rate of interest in its current

15 market risk premium CAPM method?

16

17

Staff used the August 6, 2008, spot rate on 30-year U.S. Treasury notes as presented in the

U.S. Treasury Department website.

18

19 Q- Why do U.S. Treasury security spot rates provide an appropriate representation of

the risk-free rate?20

21

22

23

U.S. Treasury spot rates represent a good estimate of a risk free rate because they have

virtually no chance of default and are backed by the U.S. Government. Besides, they are

verifiable, objective and readily available.

A.

A.

Hz Average yield on 5-, 7-, and 10-year Treasury notes according to the U.S. Treasury Department website at
www.ustreas.gov: 3.30%, 3.62% and 4.06%, respectively.
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1 Q- What does beta measure?

2

3

4

5

6

Beta measures the systematic risk of a particular entity's stock relative to the market's

beta which is 1.0. Systematic risk is the only risk that cannot be diversified away,

therefore, it is the only risk that is relevant when estimating an entity's required return.

Since the market's beta is 1.0, a security with a beta higher than 1.0 is riskier than the

market and a security with a beta lower than 1.0 is less risky than the market.

7

8 Q» How did Staff estimate a proxy for Chaparral City's beta?

9

10

11

Staff averaged theValue Line betas of the sample water utilities and used this average as a

proxy for Chaparral City's beta. Schedule PMC-7 shows the Value Line betas for each of

the sample water utilities. Staffs estimated beta for Chaparral City is 1.01 .

12

13 Q- What is a descriptive explanation for the expected market risk premium (Rm - Rf)?

14

15

Descriptively, the expected market risk premium is the expected return on all common

stocks minus the risk tree rate. It is the additional amount of return over the risk-free rate

16

17

18

that investors expect to receive from investing in the market (or an average-risk security).

Staff used two approaches to calculate the market risk premium: the historical market risk

premium approach and the current market risk premium approach.

19

20 Q- What is the historical market risk premium estimate approach used by Staff?

21

22

23

24

25

A.

A.

A.

A.

The historical market risk premium estimate approach assumes that if the long-run

average market risk premium is used consistently to estimate the expected market risk

premium, it should, on average, yield the correct premium. In this approach, Staff

assumed that the average historical market risk premium estimate is a reasonable estimate

of the expected market risk premium.
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1 Q How did Staff calculate the historical market risk premium

2 A Staff calculated the historical market risk premium by averaging the historical arithmetic

differences between the S&P 500 and the intermediate-term government bond income

returns published in Morningstar's" Ibbotson Stocks, Bonds, Bills, and Inflation 2008

Classic Yearbook for the period 1926-2007. Morningstar calculated the historical risk

premium by averaging the historical arithmetic differences between the S&P 500 and the

intermediate-term government bond income returns. Staffs historical market* risk

premium estimate is 7.5 percent as shown in Schedule PMC-3

10 Q How did Staff calculate the current market risk premium estimate?

11 A Staff first derived a DCF ROE of 17.3 (2.3 + l5.0214) percent using the expected dividend

yield (2.3 percent over the next twelve months) and the annual per share growth rate

(15.02 percent) that Value Line projects for all dividend-paying stocks under its review

(August 15, 2008) as inputs. Then, Staff used the DCF-derived ROE (17.3 percent), the

current long-term risk-free rate (4.7 percent 30-year Treasury note) and the market's

average beta of 1.0 as inputs into equation 8 to solve for the implied current market risk

premium of 12.6 percent

19 Q- What is the range of Staff's expected market risk premium estimates?

20 Staff's market risk premium estimates range from 7.5 percent to 12.6 percent.A.

13 Formerly published by Ibbotson Associates.
14 The three to five year price appreciation is 75%. 1.750.25 - 1
15 17.32% = 4.68 + (1) (12.64)

15.02%
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Q1

2 A

What is Staff's overall CAPM estimate?

Staffs overall CAPM estimate is 14.3 percent. Staffs overall CAPM estimate is the

average of the historical market risk premium CAPM (11.2 percent) and the current

market risk premium CAPM (17.4 percent) estimates as shown in Schedule PMC-3

6

7

VI.

Q

SUMMARY OF STAFF'S COST OF EQUITY ANALYSIS

What is the result of Staff's constant-growth DCF analysis to estimate of the cost of

equity to the sample water utilities?

9 A Schedule PMC-3 shows the result of Staff's constant-growth DCF analysis. The result of

Staffs constant-growth DCF analysis is as follows

k = Dividend yield + Expected dividend growth

k 3.2% + 5.6%
12

13

14

15

16

17

k 8.8%

Staffs constant-growth DCF estimate of the cost of equity to the sample water utilities is

8.8 percent.
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1 Q What is the result of StamPs multi-stage DCF analysis to estimate the cost of equity

for the sample utilities?

Schedule PMC-9 shows the result of Staffs multi-stage DCF analysis. The result of

Staff' s multi-stage DCF analysis is

Company Equity Cost
Estimate (k)

9.8%
9.8%

American States Water
California Water
Aqua America
Connecticut Water
Middlesex Water
SJW Corp

10.7%

Average 9.8%

Staffs multi-stage DCF estimate of the cost of equity for the sample water utilities is 9.8

percent

20 Q What is Staffs overall DCF estimate of the cost of equity for the sample utilities?

Staff's overall DCF estimate of the cost of equity for the sample utilities is 9.3 percent

Staffs overall DCF estimate was calculated by averaging Staffs constant growth DCF

(8.8 percent) and Staffs multi-stage DCF (9.8 percent) estimates as shown in Schedule
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1 Q What is the result of Staff's historical market risk premium CAPM analysis to

estimate of the cost of equity for the sample utilities?

3 A Schedule PMC-3 shows the result of Staffs CAPM analysis using the historical risk

premium estimate. The result is as follows

R, + , 8 ( R Rf)

3.7% + 1.01*7.5%

K 11.2%

9

10

11

Staff's CAPM estimate (using the historical market risk premium) of the cost of equity to

the sample water utilities is 11.2 percent.

12

13

14

Q- What is the result of Staff's current market risk premium CAPM analysis to

estimate the cost of equity for the sample utilities?

15

16

17

Schedule PMC-3 shows the result of Staffs CAPM Analysis using the current market risk

premium estimate. The result is:

K : Rf+,8(Rm -R/)

18

19

20

K 4.7% + 1.01 * 12.6%

K 17.4%
21

22 Staff s CAPM estimate (using the current market risk premium) of the cost of equity to the

sample water utilities is 17.4 percent.23

24

A.
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1 Q What is Staffs overall CAPM estimate of the cost of equity for the sample utilities?

Staffs overall CAPM estimate for the sample utilities is 14.3 percent. Staff's overall

CAPM estimate is theaverageof the historical market risk premium CAPM (l1.2 percent)

and the current market risk premium CAPM (17.4 percent) estimates as shown in

Schedule PMC-3

7 Q Please summarize the results of Staffs cost of equity analysis for the sample utilities

The following table shows the results of Staffs cost of equity analysis

Table 4

Method Estimate
Average DCF Estimate
Average CAPM Estimate
Overall Average

Staff" s average estimate of the cost of equity to the sample water utilities is 11.8 percent

14

15

VII.

Q

FINAL COST OF EQUITY ESTIMATES

Has Staff quantified the effect of the difference in financial risk between Chaparral

City and the sample water utilities on its cost of equity

Yes. Staff used the methodology developed by Professor Robert Hamada of the

University of Chicago, which incorporates capital structure theory with the CAPM, to

estimate the effect of Chaparral City's capital structure on its cost of equity. Staff

calculated a financial risk adjustment for Chaparral City of negative 180 basis points

Staff estimated a 10.0 percent cost of equity for Chaparral City by addition of the financial

risk adjustment to Staffs average estimate of the cost of equity to the sample water

utilities
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The calculation is as follows:

Equation 9:

Adjusted ROE = Overall average estimated ROE + Financial risk adjustment

Adjusted ROE for Chaparral City = 11.8% + (- l.8%)

Adjusted ROE for Chaparral City = 10.0%

Q- What is Staffs ROE estimate for Chaparral City?

Staff determined a ROE estimate of 10.0 percent for the Applicant based on cost of equity

estimates for the sample companies ranging from 9.3 percent for the DCF to 14.3 percent

for the CAPM and a 180 basis point downward adjustment for the relatively smaller

financial risk in Chaparral City's capital structure compared to the sample companies.

VIII. FINAL WEIGHTED AVERAGE COST OF CAPITAL

Q, What weighted average cost of capital did Staff determine for Chaparral City?

A. Staff determined a 8.8 percent WACC for the Applicant as shown in Schedule PMC-1 and

Table 5 below:

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 Table 5

Weight  Cost
Weighted
Cost

Long-term Debt
Common Equity

24.4%
75.6%

5.0%
10.0%

1.2%
7.6%

A.

Weighted Average
Cost of Capital 8.8%
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1 IX.

2 Q

FAIR VALUE RATE OF RETURN ("FVROR") RECOMMENDATION

What FVROR does the Company propose in this proceeding

3 A The Company proposes a 9.32 percent FVROR, which equates its proposed WACC. The

Company continues to propose that the WACC be multiplied by the FVRB in order to

calculate its operating margin

Q- What fair value rate of return does Staff recommend for Chaparral City?

Staff recommends a 7.6 percent FVROR for the Applicant as shown in Schedule PMC-2.

7

8

9

10

11

Q- How did Staff calculate the FVROR?

12

Staff's method for calculating the FVROR is discussed in the Direct Testimony of Mr.

Gordon L. Fox. In short, the FVROR is equal to the WACC less an Inflation

Adjustment/Accretion Return, as discussed below.13

14

15

16

Q- How did Staff calculate the Inflation Adjustment/Accretion Return?

17

18

19

20

21

Staff first calculated the difference between the treasury yields for 20-year securities, and

the treasury real yields for 20-year securities, to estimate the additional return required by

investors due to inflation for a long-term (20-year) horizon (Inflation

Adjustment/Accretion Return).16 Then, Staff multiplied the Accretion return by a 50

percent factor.17 Finally, Staff calculated the FVROR by subtracting the modified

Inflation Adjustment/Accretion Factor from the WACC.

22

A.

16 As of AUgust 8, 2008, 20-year Treasury yield (4,71%) minus 20-year Treasury real yield (2.25%) equals the return
required due to inflation (2.46%) according to the U.S. Treasury Department website at www.us1Ieas.gov.
17 See further, Direct Testimony of Mr. Gordon L. Fox.

A.

A.
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24.4%
75.6%

5.0%
7.5%1"

Debt
Common Equity

1 .2%
5.7%
6.9%FVROR
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1 Q- Why did Staff use U.S. Treasury securities' spot rates rather than a historical

average and/or forecasted rates to estimate the Inflation Adjustment/Accretion

Return?

4 A Staff used U.S. Treasury securities' spot rates on August 6, 2008, to correspond with the

date Staff selected the sample companies' stock spot market prices. Use of the current

bond yield is consistent with finance theory, i.e., the efficient market hypothesis. Further

as explained in Section X of this testimony, the best estimate of tomorrow's yield is

simply today's yield

10 Q

11

If Staff had adjusted only the cost of equity for inflation, as implemented in Decision

No. 70441, what would have been the resulting FVROR?

12

13

In that instance, the resulting FVROR would be 6.9 percent as illustrated in Table 7,

below.

14

15 Table 7

16

17

18 Q-

STAFF RESPONSE TO THE APPLICANT'S COST OF CAPITAL WITNESS

Please summarize Bourassa's analyses and recommendations.

19

20

Mr. Bourassa proposes a 9.32 percent WACC/FVROR based on a capital structure

consisting of 23.44 percent debt (at 5.5 percent) and 76.56 percent common equity (at 10.5

21 percent.

22

A.

x.

A.

18 Cost of Equity (10%) minus inflation adjustment (2.5%).
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1

2

3

Mr. Bourassa's proposed 10.5 percentROE is based on analyses for single and multi-stage

DCF models, as well as historical and current market risk premium CAPM for the same

sample of water companies selected by Staff.

4

5 Mr. Bourassa's ROE results are summarized below:

6

7

8

DCF Constant Growth

Multi-Stage Growth Model

Range

8.1% - 13.6%

9.3% - 12.4%

Midpoint

10.9%

10.9%

9 CAPM 11.4% .. 11.5% 11.5%

10

11 Q- Does Staff have any comments on Mr. Bourassa's proposed capital structure?

12

13

14

Yes. Mr. Bourassa's capital structure is out of date. Staff used in its analysis Chaparral's

capital structure as of June 31, 2008. Using an updated capital structure provides a more

accurate measurement of the Company's capitalization and cost of debt.

15

16 Q. Does Staff have any comments on Mr. Bourassa's constant growth DCF estimates?

17

18

19

20

21

22

23

Yes. Mr. Bourassa relies solely on analysts' forecasts to estimate growth in his constant

growth DCF estimates. Analysts' forecasts are known to be overly optimistic. Sole use of

analysts' forecasts to calculate the growth in dividends ("g") causes inflated growth, and

consequently, inflated cost of equity estimates. Furthermore, sole reliance on analysts'

forecasts of earnings growth to forecast DPS is inappropriate because it assumes that

investors do not look at other relevant information such as past dividend and earnings

growth, In addition, the Commission has previously recognized that analysts' forecasts

are overstated.1924

25

A.

A.

19 Decision No. 66849, Page 22.
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1 Q

3

How does Staff respond to Mr. Bourassa's statement, "To the extent that past results

provide useful indications of future growth prospects, analysts' forecasts would

already incorporate that inforn1ation."?20

4

5

6

7

The appropriate growth rate to use in the DCF formula is the dividend growth rate

expected by investors, not analysts. Therefore, while analysts may have considered

historical measures of growth, it is reasonable to assume that investors also rely on past

growth. This calls for consideration of both analysts' forecasts as well as past growth.

8

9 Q,

10

11

Does Staff have any comments on the study cited by Mr. Bourassa, conducted by

David A. Gordon, Myron J. Gordon and Lawrence I .  Gould" that Mr. Bourassa

asserts support exclusive use of analysts' forecasts in the DCF model?

12

13

14

Yes. The article cited by Mr. Bourassa does not conclude that investors ignore past

growth when pricing stocks, therefore, it does not support the sole use of analysts' forecast

in the DCF model.

15

16 Q- Does Professor Gordon recommend relying exclusively on analysts' forecasts as the

17 measure of growth in the DCF model?

18

19

20

No. Subsequent to the study cited by Mr. Bourassa, Professor Gordon provided the

keynote address at the 30"' Financial Forum of the Society of Utility and Regulatory

Financial Analysts, in which he stated:

21

22

23

24

25

26

27

"I understand that companies coming before regulatory agencies
liked and advocated the high growth rates in security analyst
forecasts for arriving at their cost of equity capital. Instead of
rejecting these forecasts, I understand that FERC and other
regulatory agencies have decided to compromise with them. In
particular, in arriving at the cost of equity for company X, the
FERC has decided to arrive at the growth rate in my dividend

A.

A.

A.

20 Bourassa's Direct Testimony, Page 30, lines 6 - 8.
21 Gordon, David A., Myron J. Gordon, Lawrence I. Gould. "Choice Among Methods lot Estimating Share Yield."
TheJournal of Por(folio Management. Spring 1989. pp. 50-55. (Mr. Bourassa's Direct Testimony, page 30.)
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growth model by using an average of two growth rates. One is
security analysts forecast of the short-term growth rate in earnings
provided by IBES or Value Line and the other a more long run and
typically lower figure such as the past growth in GNP

Such an average can be questioned on various grounds. However
my judgment is that between the short-term forecast alone and its
average with the past growth rate in GNP, the latter may be a more
reasonablefgure 9722 (Emphasis added)

9

10

11

Simply stated, Professor Gordon would temper the typically higher

analysts' forecasts with the typically lower GNP growth rate by averaging

the two.

12

13 Q-

14

Can Staff provide further evidence to support its assertion that exclusive reliance on

analysts' forecasts of earnings growth in the DCF model would result in inflated cost

15

16

17

18

19

20

21

of equity estimates?

Yes. Experts in the financial community have commented on the optimism in analysts'

forecasts of future earnings." A study cited by David Dre ran in his book Contrarian

Investment Strategies: The Next Generation found that Value Line analysts were

optimistic in their forecasts by 9 percent annually, on average for the 1987 - 1989 period.

Another study conducted by David Dre ran found that between 1982 and 1997, analysts

overestimated the growth of earnings of companies in the S&P 500 by 188 percent.

22

23

24

In addition, Burton Malkiel of Princeton University studied the one-year and five-year

earnings forecasts made by some of the most respected names in the investment business.

His results showed that the five-year estimates of professional analysts, when compared

A.

22 Gordon, M. J. Keynote Address at the 30"' Financial Form of the Society of Utility and Regulatory Financial
Analysts. May 8, 1998. Transparency 3.
23 See Siegel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. p. 100. Dre ran, David.
Contrarian Investment Strategies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Malldel,
Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175.
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1

2

3

4

with actual earnings growth rates, were much worse than the predictions from several

naive forecasting models, such as the long-run rate of growth of national income. 111 the

following excerpt from Professor Malkiel's book A Random Walk Down Wall Street, he

discusses the results of his study:

5
6
7
8
9

10
11
12

When confronted with the poor record of their five-year growth
estimates, the security analysts honestly, if sheepishly, admitted
that fzve years ahead is really too far in advance to make reliable
projections. They protested that although long-term projections
are admittedly important, they really ought to be judged on their
ability to project earnings changes one year ahead. Believe it or
not, it turned out that their one-year forecasts were even worse than
their five-year projections.

13

14

15

16

17

18

19

20

21

The analysts fought back gamely. They complained that it was
unfair to judge their performance on a wide cross section of
industries, because earnings for high-tech firms and various
"cyclical" companies are notoriously hard to forecast. "Try us on
utilities," one analyst confidently asserted At the time they were
considered among the most stable group of companies because of
government regulation. So we tried it and they did 't like it. Even
the forecasts for the stable utilities were far off the mark.24
(Emphasis added)

24 Malldel, Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175
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1 Q Does Staff have any concerns regarding Mr. Bourassa's omission of historical and

forecasted DPS in his DCF constant growth estimates?

3 A

7

Yes. The omission of DPS growth in a DCF analysis implies that investors do not take

into account dividend growth when pricing stocks. As previously mentioned on Section V

of this testimony, the current market price of a stock is equal to the present value of all

expected future dividends, not future earnings. Professor Jeremy Siegel from the Wharton

School of Finance stated:

8

9

10

11

12

13

14

15

Note that the price of the stock is always equal to the present value
of all future dividends and not the present value of future earnings.
Earnings not paid to investors can have value only if they are paid
as dividends or other cash disbursements at a later date. Valuing
stock as the present discounted value of future earnings is
manifestly wrong and greatly overstates the value of the tir1n.25

16

17

18

In other words, investors pay attention to earnings as long as they are paid as dividends.

Earnings can easily be overstated, but if investors do not receive dividends or other cash

disbursement at a later date, then such earnings are meaningless.

19

20 Q-

21

22

23

Does Staff have any comments on Mr. Bourassa's statement: "More recent data

suggest the 10-year Treasury Bond and 30 year Treasury bond yields are on the rise?

On June 13, 2007, for example, the 10-year Treasury bond and 30 year Treasury

bond yields were 5.20 percent and 5.28 percent, respectively."26

24

25

Yes. Mr. Bourassa's correctly points out that there was an upward trend in bond yields

until mid-2007. However, Mr. Bourassa erroneously assumes that such upward trend will

26 continue. As evident in Chart 3 (below) the average yield on 10-year and 30-year

27 treasuries has decreased since then.

A.

25 Siegel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. P. 93.
26 Mr. Bourassa's Direct Testimony, page 9, lines 14 - 17.
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1

3 Chart 3: Average Yield on 10 & 30-Year Treasuries
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25

26

It is important to consider that analysts who forecast future rates do not have any more

information about the future than what is already reflected in the current rate.

27

28

29

According to Nancy L. Jacob of the University of Washington and R. Richardson Pettit of

the University of Houston :

30

31
32
33
34

While we know something about many of the factors that
determine interest rates (money supply, the demand for loadable
funds, etc.) little evidence exists to suggest these factors can be
predicted with enough accuracy to successfully predict the rates.27

35

36

37

As previously stated, the best forecast of tomorrow's yield is simply today's yield.

"Professional forecasts of financial variables are notoriously unreliable and appear to be

27 Jacob, Nancy L., R. Richardson Pettit. Investments. Irwin. Homewood, Ill. 1988. p. 499.
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getting worse, not better, over time." "The direction of interest rates [bond yields] cannot

be predicted any better than by the flip of a coin

4 Q What comment does Staff have in response to the Company's assertion that Staff's

current market risk premium is extremely volatile?

Changes in Staffs current market risk premium results over time are a reflection of

changes in the market's current risk premium rather than instability in Staff' s method

9 Q- Should DPS growth be considered in a DCF analysis

Yes. The omission of historical DPS growth in a DCF analysis implies that investors do

not take into account dividend growth when pricing stocks. The current market price of a

stock is equal to the present value of all expected future dividends, not future earnings

14 x i . CONCLUSION

15 Q Please summarize Staffs recommendations

Staff recommends that the Commission adopt an 8.8 percent WACC for Chaparral City in

this proceeding based on capital structure composed of 24.4 percent debt (at 5.0 percent)

and 75.6 percent equity (at 10.0 percent)

20 Staff further recommends that the Commission adopt a 7.6 percent FVROR for the

Applicant, reflecting a 1.2 percent inflation deduction (Accretion Return) from the WACC

as shown in Schedule PMC-2

24 Q Does this conclude your direct testimony

Yes. it does

Kihm, Steven G. "The Superiority of Spot Yields in Estimating Cost of Capital." Public Utilities Fortnightly
February 1, 1996. pp. 42-45
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EXECUTIVE SUMMARY
CHAPARRAL CITY WATER COMPANY, INC.

DOCKET NO. W-02113A-07-0551

Chaparral City Water Company, Inc. ("Chaparral City" or "Company") is an Arizona-
based corporation that provides water utility service to the Town of Fountain Hills which is
located along the eastern city limits of Scottsdale within Maricopa County. The Company
served approximately 13,500 customers during the test year ended December 31, 2006. The
Company's current rates were approved in Decision No. 68176, dated September 30, 2005, and
became effective on October 1, 2005. Chaparral City's sole shareholder is American States
Water Company, which is publicly traded on the New York Stock Exchange.

The Company proposes rates that would produce operating revenue of $10,515,017 and
operating income of $2,681,268 for a 9.32 percent rate of return on a fair value rate base
("FVRB") of $28,768,975. The Company's proposal would increase annual operating revenues
by $3,068,317, or 41.20 percent, over test year revenues of $7,446,700. Under the Company's
proposed rates, the average residential %-inch meter customer consuming 8,450 gallons per
month would experience an $11.79, or 36.41 percent, increase in his/her monthly bill from
$32.37 to $44.16.

Staff recommends total annual operating revenue of $9,181,965 and operating income of
$2,055,831 for a 7.60 percent rate of return on a FVRB of $27,050,414. Staffs recommended
revenue represents an increase of $l,735,265, or 23.30 percent, over test year revenues of
$7,446,700. Under Staffs recommended rates, the average residential %-inch meter customer
consuming 8,450 gallons per month would experience a $4.09, or 12.63 percent, increase in
his/her monthly bill from $32.37 to $36.46.

Staff's recommended rates would have a residential 3/4-inch meter customer consuming
the median usage of 5,500 gallons per month paying $27.85, or $2.91 more than the current
$24.94 for a 11.67 percent increase. By comparison, a residential 3/4-inch meter customer
consuming the median usage of 5,500 gallons per month under the Company's proposed rates
would be billed $34.03, or $9.09 more than the current $24.94 for a 36.43 percent increase.
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1 INTRODUCTION

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

3

4

5

My name is Marvin E. Millsap. I am a Public Utilities Analyst IV employed by the

Arizona Corporation Commission ("ACC" or "Commission") in the Utilities Division

("Staff"). My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- Briefly describe your responsibilities as a Public Utilities Analyst IV.

8

9

10

11

In my capacity as a Public Utilities Analyst IV, I analyze and examine accounting,

financial, statistical and other information and prepare reports based on my analyses that

present Staff's recommendations to the Commission on utility revenue requirements, rate

design and other matters.

12

13 Q- Please describe your educational background and professional experience.

14 In 1991, I received a Masters degree in Business Administration, with a major in

15

16

17

18

19

20

management. My studies included courses in economics, finance, research, information

systems, entrepreneurship and marketing. In 1970, I graduated from Arizona State

University, receiving a Bachelor of Science degree in Accounting. I am a Certified Public

Accountant licensed to practice Public Accounting with the Arizona State Board of

Accountancy. I have previously been licensed to practice Public Accounting with the

Kansas and South Carolina State Boards of Accountancy. In addition, I am a Certified

21

22

Government Financial Manager ("CGFM") as designated by the Association of

Government Accountants ("AGA"). I have attended various seminars and classes on such

23

24

25

subjects as accounting, auditing, financial reporting, management of people and

organizations, taxation, financing of water and wastewater systems and utility regulatory

issues sponsored by the National Association of Regulatory Utility Commissioners',

American Institute of Certified Public Accountants and the AGA. I am a member of the26

A.

A.

A.
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American Institute of Certified Public Accountants and the Association of Government

Accountants. have also attained the designations of "Competent Communicator" and

Competent Leader" with Toastmasters, International

I

I joined the Commission as a Public Utilities Analyst in October of 2007. Previously, I

was employed by the Kansas Corporation Commission from May 1993 to May 1997, as a

Managing Regulatory Utility Auditor and the Arizona Corporation Commission Hom

November 1989 through May 1993, first as a Utilities Auditor and subsequently as a Rate

Analyst and Senior Rate Analyst. In May 1997, I began worldng as a Senior Auditor with

the Federal Communications Commission in Washington, DC, and subsequently became a

Public Utilities Specialist with the Western Area Power Administration in Phoenix where I

worked in Power Marketing and purchased power contract management. Most recently I

worked for the U. S. State Department in Charleston, SC, as a Post Allotment Accountant

and assisted with training of the Budget and Finance Staff at several Embassies in Europe

Africa and Soudi America

Prior to accepting State regulatory positions, I was employed with national and local

Certified Public Accounting firms for approximately 12 years performing financial and

operational audits, as well as providing tax and accounting services. Additionally, I was

involved with municipal electric, natural gas, water and waste water utility system operations

and accoruiting for approximately 8 years at the City of Mesa and the Town of Wickenburg

Arizona. My experience includes being Chief Financial Officer of a construction company

and a real estate development company, as well as managing commercial and residential

construction projects. I have also been a Business Law instructor for the Limbers CPA

Review Course
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1 Have you previously testified as an expert witness?

2

3

4

Yes. Shave testified before the Kansas Corporation Commission in several electric and gas

utilities' rate cases, and regarding telecommunications issues. In addition, I have testified

before the Arizona Corporation Commission. Shave also testified as an expert witness before

the Interstate Commerce Commission.5

6

7 Q- What is the scope of your testimony in this case?

8

9

10

I am presenting Staffs analysis and recommendations regarding Chaparral City Water

Company, Inc.'s ("CCWC," "Chaparral City" or "Company") application for a

determination of the current fair value of its utility plant and property and a permanent rate

11 increase. I am presenting testimony and schedules addressing rate base, operating

12

13

14

revenues and expenses, revenue requirement, and rate design. Staff witness Mr. Pedro M.

Chaves is presenting Staffs cost of capital and capital structure analysis and

recommendations. Mr. Marlin Scott, Jr. is presenting Staffs engineering analysis and

15 recommendations.

16

17 Q- What is the basis of your testimony in this case?

18

19

20

21

22

A.

A.

Q.

A. I performed a regulatory audit of the Company's application and records. The regulatory

audit consisted of examining and testing financial information, accounting records, and

other supporting documentation and verifying that the accounting principles applied were

in accordance with the Commission adopted National Association of Regulatory Utility

Commissioners ("NARUC") Uniform System of Accounts ("USOA").



Direct Testimony of Marvin E. Millsap
Docket No. W-02113A-07-0551
Page 4

1 BACKGROUND

2 Q- Would you please provide the background of this application?

3

4

5

6

7

8

9

10

11

Chaparral City is an Arizona-based corporation that provides water utility service to the

Town of Fountain Hills which is located along the eastern city limits of Scottsdale within

Maricopa County. The Company served approximately 13,500 customers during the test

year ended December 31, 2006. The Company's last full rate case resulted in Decision

No. 68176, dated September 30, 2005, which became effective on October 1, 2005. An

Appeal and Remand case resulted in Decision No. 70441, dated July 17, 2008, which

granted CCWC $12,143 in additional revenues. Chaparral City's sole shareholder is

American States Water Company, which is publicly traded on the New York Stock

Exchange.

12

13

14

15

On September 26, 2007, Chaparral City filed an application requesting determination of

the current fair value of its utility plant and property and a permanent rate increase. On

October 26, 2007, Staff filed a letter declaring the application sufficient and classifying

the Company as a Class A utility.16

17

18

19

20

SUMMARY OF TESTIMONY AND RECOMMENDATIONS

Q, Please summarize the Company's filing.

21

22

23

24

25

26

A.

A. The Company proposes rates that would produce operating revenue of $10,515,017 and

operating income of $2,681,268 for a 9.32 percent rate of return on a fair value rate base

("FVRB") of $28,768,975. The Company's proposal would increase annual operating

revenues by $3,068,317, or 41.20 percent, over test year revenues of $7,446,700. It

should be noted that $32,536 in adjustments to plant in service per Decision No. 68176

had to be added to original cost rate base ("OCRB") and FVRB because this amount did

not get carried forward from Exhibit Schedule B-2, Page ac, where it was included in the
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beginning balance from the Decision, to Exhibit Schedule B-2, Page 1. Exhibit Schedule

B-2, Page l develops the Company's OCRB that is reflected in Exhibit Schedule B-1,

Page 1, which also develops the Company's FVRB. FVRB then flows through to Exhibit

Schedule A-1, Page 1, where it is used to calculate the gross revenue requirement. The

Company acknowledged the omission of the $32,536.

7 Q Please summarize Staffs recommendations.

Staff recommends total annual operating revenue of $9,181,965 and operating income of

$2,055,831 for a 7.60 percent fair value rate of return on a FVRB of $27,050,414. Staffs

recommended revenue represents an increase of $1,735,265, or 23.30 percent, over test

year revenues of $7,446,700

13 Q Please summarize the rate base recommendations and adjustments addressed in

your testimony

My testimony addresses the following issues:

Shared Gain on Well - This adjustment increases the unamortized portion ($646,000) of

the settlement proceeds by $570,000. The settlement proceeds received from Fountain

Hills Sanitation District for discontinuing the use of Wells 8 and 9 ("Wells"), which are

fully depreciated, have been characterized as a gain on the sale of property. However,

close examination of the transaction indicates that no transfer of property occurred. The

Company proposed an equal sharing with the ratepayers and a ten-year amortization. In

Staffs opinion, the transaction is not a sale, so a 50 - 50 sharing is not appropriate. Thus

the entire settlement proceeds should be recognized in such a way as to benefit ratepayers

and amortize the proceeds over a ten-year period beginning in 2005. This adjustment is

the same for OCRB and the reconstruction cost rate base ("RCRB").
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Deferred Regulatory Assets.- This adjustMent decreases deferred regulatory assets related

to OCRB by $1,2800000 and the RCRB by $1,280,000. This adjustment removes the

Company's pro Ronna adjustment that added the cost of the additional Central Arizona

Project ("CAP") allocation acquired in 2007. Staff recommends reclassifying the cost of

the additional CAP allocation as a water right in Land and Land Rights due to its attribute

of existing into perpetuity

General Office Plant Allocation - This adjustment increases the General Office plant

allocation OCRB by $124,299 and RCRB by $174,963. This adjustment removes a

portion of the Company's pro forma adjustment for General Office ("GO") plant relating

to studies mandated by the California Public Utilities Commission or California Statutes

and made before the acquisition of CCWC, thus benefiting only California operations

This adjustment also removes the cost of luxury vehicles from GO plant. This adjustment

also reflects an increase from 3.21% to 4.0% in the allocation percentage used to allocate

GO plant

Accumulated Depreciation - This adjustment increases Accumulated Depreciation related

to the GO plant allocation percentage. CCWC plant accumulated depreciation is reduced

due to the retirement of plant and increased for the capitalization of plant items that had

been expensed in error for a net decrease of $2,031,950 This adjustment decreases

Accumulated Depreciation related to the RCRB by $2,506,970. This adjustment reflects

the difference between Staffs and the Company's calculation of RCND Accumulated

Depreciation and the additions and retirements of CCWC plant and the changes related to

GO plant mentioned above
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Elimination of Working Capital Components .- This adjustment decreases Unamortized

Debt Issuance Costs, Prepayments and Materials and Supplies Inventory related to OCRB

by $424,010, $192,485 and $14,521, respectively. These items are normally considered

working capital components. This adjustment decreases these items as related to the

RCRB by $424,010, $192,485 and $14,521, respectively. The Company has not requested

a cash working capital allowance and did not submit a lead/lag study to determine what

allowance should be made for cash working capital, so including other components of

working capital in rate base is inappropriate.

Capitalize Outside Services Expenses - This adjustment increases plant-in-service by

$37,673 to reclassify test year expenditures that had been included in operating expenses.

It was determined that these purchases would benefit more that one accounting period and,

thus, should be capitalized and depreciated ratably over their estimated useful lives.

Retire Wells and Other Plant Not-In-Use This adjustment reduces plant-in-service by

$2,118,334 to remove plant items which are not used and useful. Among these items are

Wells and a water treatment facility. For RCRB purposes these two OCRB adjustments

have been combined, along with the CAP allocation purchase, into one adjustment that

also incorporates the retirements and reclassifications discussed in Marlin Scott, Jr.'s

testimony.
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1 Q Please summarize the operating income recommendations and adjustments

addressed in your testimony

3 A My testimony addresses the following issues

7

8

9

1 0

Well Settlement Proceeds- This adjustment increases the Company's negative expense by

a negative $76,000, to a negative $152,000. This adjustment reflects recognition of the

allocation of one hundred percent of the proceeds from the settlement with Fountain Hills

Sanitation District for removing two wells from service to ratepayers, not providing a

replacement well and amortizing the proceeds over ten years.

11 Purchased Water

12

13

14

This adjustment decreases expenses by $20,306. This adjustment

accounts for known and measurable changes in rates from the Central Arizona Project and

Central Arizona Groundwater Replenishment District ("CAGRD") and the expenses

related to the additional CAP water allotment that is fifty-percent used and useful.

15

16

17

18

19

20

21

22

Depreciation Expense .- This adjustment decreases expenses by $86,188 to reflect the

retirement of plant, capitalization of plant items expensed in the test year, increase in the

GO plant allocation from 3.21 percent to 4.0 percent and application of Staffs composite

depreciation rate to contributions in aid of construction ("CIAC").

23

24

Miscellaneous Expense - This adjustment increases expenses by $38,164 to reflect an

increase in the GO expense allocation from 3.74 percent to 4.0 percent, and removes $950

of lobbying costs included in membership dues paid during the test year for a net increase

of $37,214.
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1

2

3

CAP Amortization - This adjustment decreases expenses by $64,000. This adjustment

removes $64,000 related to the purchase of the additional CAP allocation that has been

determined to be an intangible asset not eligible for amortization.

4

Rate Case Expense -. This adjustment decreases expenses by $61,538 to reflect a

normalized amount of $83,333.

Chemicals Expense - This adjustment decreases expenses by $27,630 to reflect a

normalized amount of $99,827.

5

6

7

8

9

10

11

12

13

14

15

16

Repairs & Maintenance - This adjustment decreases expenses by $19,018. This amount

includes the disallowance of $5,543 in expenses related to the purchase of beverages as an

employee benefit and to reflect a normalized amount of $85,591 .

Insurance- This adjustment increases expenses by $3,654 to reflect a normalized amount

of$2,360.

17

18

19

20

Outside Services - This adjustment decreases expenses by $38,048 to removedisallowed

expenses and capitalize costs expensed that should have been classified as plant-in-

service.

21

22 Water Testing Expense - This adjustment decreases expenses by $17,820 to reflect a

normalized amount of $25,638.23

24
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Propertv Tax Expense - This adjustment decreases expenses by $33,413 to reflect Staffs

calculation using the modified Arizona Department of Revenue property tax calculation

methodology.

Income Tax Expense .- This adjustment increases expenses by $197,275 to reflect

application of statutory state and federal income tax rates to Staffs taxable income.

RATE BASE

Q, Please review Chaparral City's proposed rate base.

A. The Company is proposing a FVRB of $28,768,975 based upon an equal weighting of its

OCRB and RCRB as shown on Schedule MEM FVRB-2.

Q. Is Staff recommending any changes to the Company's proposed rate base?

Yes. Staff recommends a FVRB of $277050,414 based upon an equal weighting of Staffs

OCRB and RCRB as shown on Schedule MEM FVRB-2, a reduction of $1,718,560 80m

the Company's proposed FVRB.

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

21

2 2

Q- How many rate base adjustments isStaff recommending?

A.

A. Staff recommends seven adjustments to rate base as shown on Schedules MEM-3 and

MEM-4. Each adjustment described below is made to the OCRB, with a corresponding

adjustment made to the RCRB as shown on Schedules MEM RCN-1 and MEM RCN-2.

A detailed explanation of Staff' s adjustments follows below.
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1

2

Rate Base Adjustment No. 1 - Settlement Proceeds for Wells Taken Out-of-Service.

Q, What are the circumstances which resulted in the settlement with the Fountain Hills

Sanitation District for taking Wells 8 and 9 ("Wells") out of service?3

4

5

6

Fountain Hills Sanitary District ("District") needed an aquifer storage and recovery well

("effluent storage well") to pump and store its effluent. The effluent storage well would

be located near the Wells, a potable water source. The close proximity of the effluent

storage well to the potable water source posed a contamination risk, so the prior owners of

CCWC, MCO Properties ("MCO"), and the District began negotiations in order to remove

any possible adverse consequences to the Company's customers.

7

8

9

10

11

12

13

14

MCO and the District reached an agreement to exchange wells. One of the key terms of

the agreement was that the District would provide a new replacement well with similar

water quality and production capacity as the Wells. After the replacement well was built

and the new effluent storage well became operational, the Wells would be taken out of

service and physically isolated from the system. Unfortunately, the District was unable to

construct an adequate replacement well and a new agreement had to be negotiated.

15

16

17

18

19

20

Q- What was the new agreement?

21

In February, 2005, CCWC and the District reached an agreement wherein the District paid

CCWC $1,520,000 in exchange for the Wells no longer being used to provide potable

water service.

22

23 Q- When were Wells 8 and 9 put in service?

24 Wells 8 and 9 were put in service in 1971 and 1972, respectively.

25

A.

A.

A.
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1 Q Are these Wells fully depreciated?

Yes, they became fully depreciated in 2001 and 2002 according to the Company's

response to Data Request MEM 7.3. The useful life assigned to "Wells and Springs" is 30

years but, because CCWC uses the group depreciation method, the cost of the wells is still

included in the calculation of depreciation expense and the determination of rate base until

new rates become effective as a result of the instant rate case

8 Q Has CCWC been compensated for the risk it incurred in making the investment in

the Wells?

Yes, the ratepayers, through the depreciation expense and return on rate base included in

their water service rates, have paid the Company for the original cost of the Wells, and

have continued to pay because CCWC uses the "group depreciation method", which will

be addressed later in my testimony

15 Q Does the $1.52 million payment represent a gain on the sale of utility property

No, it does not. The Company did not sell the Wells. The Company continues to own the

wells. Therefore, no gain was realized. The $1 .52 million payment is the proceeds from a

settlement agreement. Consequently, any characterization of the settlement proceeds as a

gain" is incorrect. Additionally, the Company could potentially sell the Wells at some

point in the future. Although the agreement gives the District an option to acquire well 8

for no additional consideration. this had not occurred at the time of Staff' s on-site visit on

April 3, 2008
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1 Q_ How was the settlement amount of $1.52 million determined?

2

3

A.

4

According to the testimony of Mr. Robert N. Hanford, District Manager of CCWC, the

$1.52 million represents the "equivalent cost of water to replace that amount the Wells

would have produced over the remainder of its useful life" (page 10, at line 12).

5

6

7

8

9

10

11

12

13

14

15

16

Q- Has the Company replaced the water supply that would have served customers from

the Wells with more expensive CAP water?

Yes. The Company has replaced die water that would have been pumped from Well 9 to

serve customers with part of the 6,978 acre feet of CAP water from its 1984 CAP contract.

CAP water, which is significantly more expensive than the cost of using water from Well

9. Moreover, the customers have fully paid for the well and the approximately $1.52

million in water contained in it. The $1.52 million was meant to compensate the

Company for an equal amount of water regardless of where the Company actually

obtained the water. The $1.52 million would effectively lower the cost of the more

expensive CAP water to that of the less expensive water that would have been pumped

from Well 9, therefore, making the customers whole.

17

18

19

20

Q- Why was the well water replaced with the CAP water?

21

22

The Company's 6,978 acre feet of CAP water, in most prior years, was actually more than

that needed to serve its test year customers. Therefore, since it had an excess of water

from its underutilized CAP allocation, and would have had to pay the same amount for the

CAP water regardless of the amount it used, the Company made a management decision to

stop using water from well 9. This decision effectively replaced Well 9 water with CAP

water.

23

24

A.

A.
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1 Q- Will the CCWC customers have to pay higher rates because CAP water is used?

2 Yes,because CAP water is more expensive than pumping ground water.

3

4 Q, Is there another reason for utilizing CAP water?

Yes, CAP water is a renewable resource and its use is encouraged by the Arizona

Department of Water Resources ("ADWR") as being in the public interest.

5

6

7

8

9

10

Q- What ratemaking treatment does the Company propose for the $1.52 million in

settlement proceeds?

11

12

13

14

The Company proposes a 50 - 50 sharing between the ratepayers and the shareholders.

Specifically, the Company proposes to set up a regulatory liability to reduce rate base by

one-half of the $1.52 million (or $760,000). The regulatory liability would be amortized

over 10 years and would have the effect of reducing operating expenses by one-tenth (or

approximately $76,000) each year for ten years. The total amount the Company has

proposed is $646,000 which represents the $760,000 amortized over two years [i.e.,

$760,000 - ($76,000/2) .. $76,000 = $646,000].

15

16

17

18

19

20

Q- What is the basis for the Company's proposal?

The Company states that "There is precedent by this Commission to share extraordinary

gains equally between the Company's shareholders and its rate payers." See Arizona

21

22

A.

A.

A.

A.

Water Company - Easter Group Decision No. 66849 (March 19, 2004) at 32-35 .

(Bourassa, page ll, at line 5). .

v
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1

2

Q- Does Staff believe that this settlement is similar or identical to the Arizona Water

3

4

case cited above?

No. Although both involve a settlement, the Arizona Water case results in a monetary

payment being received in addition to replacement water. In the CCWC case, the

settlement proceeds represent the anticipated cost of replacement water.5

6

7

8

9

10

Q- For ratemaking purposes, how should the $1.52 million be treated?

11

Staff is recommending that all of the $1.52 million in settlement proceeds (which

represents the cost to replace the Wells' water supply that customers had fully paid for)

flow through to rate payers to compensate them for the higher rates they are paying and

will continue to pay for the CAP water that replaced the Wells' water supply.

12

13 Q» What is Staff's adjustment to rate base?

14 Staff recommends reducing rate base by $1.52 million less the amortization expense for

2005 and 2006 leaving a regulatory liability balance of $1,216,000.15

16

17

18

19

20

Q-

A. The Company has two CAP allocations. One is a 6,978 acre feet allocation that was

purchased in 1984 and used to serve test year customers. The other is a 1,931 acre feet

allocation purchased in 2007.

Rate Base Adjustment No. 2 - Deferred Regulatory Assets

Briefly discuss the Company's Central Arizona Project ("CAP") water allocations.

21

22

23 Q- What is the Company proposing regarding Deferred Regulatory Assets?

24

25

26

A.

A.

A.

A. The Company has made a pro-fonna adjustment to include in rate base, at the end of the

2006 test year, the cost of the additional allotment of 1,931 acre feet of Municipal and

Indusial ("M&I") water that has been purchased firm the United States Bureau of
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1

2

Reclamation and Central Arizona Water Conservation District in 2007. A payment of

$1 ,280,000 for prior capital charges was required by December 1, 2007. As an alternative,

CCWC could have selected an interest-free five-year installment payment plan.3

4

5

6

Q- What ratemaking treatment is the Company proposing for its 2007 CAP allocation?

The Company is proposing to include the 2007 CAP allocation in rate base as a regulatory

asset to be amortized to expense over a twenty-year period ($64,000 per year).7

8

9

1 0

Q- What are the Company's reasons for including the 2007 CAP allocation in rate base?

The Company claims that the 2007 CAP allocation is revenue neutral and used and useful.

11

12

13

Q- Does Staff agree that the Commission should recognize the cost of the additional

CAP allotment as a regulatory asset?

14 No. Staff believes that the additional CAP Allotment should be recognized as part of

"post test year" ("PTY") plant rather than a deferred asset. Further, the Company is in

agreement with Staff that the CAP allotment purchased in 2007 is PTY plant (Bourassa

Direct, page l l, at line 25).

15

16

17

18

19

20

Q- What is Staffs recommendation regarding the rate base treatment of the additional

CAP allotment?

21

22

23

24

A.

A.

A.

A. Staff recommends that the Company's pro-forma adjustment to increase rate base by

$1 ,280,000 be reversed on the basis that the allocation has properties more associated with

a water right and, thus, should be reclassified to plant-in-service as an intangible asset not

subj et to amortization.
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1 Q- Why does Staff believe the additional CAP allotment is a water right?

Because CCWC has entered into a contract with the United States Bureau of Reclamation

and Central Arizona Water Conservation District for delivery of 8,909 acre feet of water

(the original 6,978 plus the additional l,93l) dated March 7, 2007, "for a period of 100

years beginning January 1 of the Year following that which the subcontract becomes

effective," per Article 4.2 of the subcontract. This Article also provides for annual

renewals of the contract at the option of CCWC. The 8,909 acre feet quantity is described

in Article 4.12(a) of the contract as an: "Entitlement to Project M & I Water". The term

of the contract and renewal provisions indicates that CCWC can receive 8,909 acre feet of

water per year forever, or into perpetuity

12

13

Q~ Why does Staff believe that the cost of the additional allotment should not be

amortized?

Staff believes that the cost of the additional allotment is an intangible asset that will not

decline or diminish in value. The value of the allocation may increase but the Bureau of

Reclamation prohibits CAP allocations from being sold for more than the accumulated M

& I charges

19 Q Is the additional CAP water used and useful?

Partially. A detailed explanation can be found on page 9 of the Engineering Report of

Staff witness Mr. Marlin Scott, Jr.'s direct testimony. He has determined that fifty-percent

of the additional CAP allocation of 1.931 acre feet of water is used and useful
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1 Q- Has the Commission previously allowed recovery of PTY plant costs?

2

3

4

Yes. However, the Commission typically does not allow recovery of PTY plant costs

when there is no plan for use in the near future, especially when the plant is not used to

serve test year customers.

5

6

7

8

9

10

11

Q. Does Staff believe that CCWC has acted prudently in the purchase of the additional

CAP allotment?

12

13

Yes, because the reallocation of CAP water occurs infrequently, and because the CAP

water is oversubscribed, it becomes imperative to secure an allotment when it is available.

Another factor in considering the purchase prudent is that CAP reallocations have to be

taken in whole as presented - it is an all or none situation. Also, the additional allotment

of 1,931 acre feet will allow CCWC to limit, or eliminate, the use of groundwater to serve

its customers.

14

Q- Does Staff characterize the CAP entitlement as a renewable resource?15

16 Yes.

Q. What is Staffs adjustment regarding the cost of the additional CAP allocation

purchased in 2007?

17

18

19

20

21

22

Staff has reclassified the "Deferred Regulatory Assets" balance of $1,280,000 to NARUC

USOA number 303, Land and Land Rights, as a plant-in-service component.

23

24

Rate Base Adjustment No. 3 - Test Year General Office ("GO") Plant Allocation

What is the Company proposing for Plant in Service?Q-

25

26

A.

A.

A.

A.

A. The Company is proposing a total of $51,053,252 for Plant in Service relating to its

OCRB. The Company is proposing all plant, property and equipment that were in service
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1

2

during the test year, plus an allocation of $75l,l71 related to GO plant for a total of

$51,804,423.

3

4 Q- Is Staff in agreement with the Company's proposed amount of Plant in Service,

including the GO plant?5

6

7

8

9

10

No, during its regulatory audit of GO plant, several luxury vehicles were discovered, as

well as two studies that originated before acquisition of CCWC and, based on the

Company's response to a data request, relate strictly to the parent company's California

operations. At the 3.21 percentage allocation rate used by the Company, the value of

these items amounts to $48,608 that Staff proposes to remove from GO plant.

11

12

13

Q- Is Staff in agreement with the Company's proposed allocation percentage for the GO

plant?

14

15

16

17

18

19

20

21

22

23

24

A.

A. No, during Staff" s review of the allocation percentage assigned to CCWC relative to all of

American States Water Company's ("AWR") operations it was determined that it should

be 4.0 percent for the test year 2006 using the same four factor formula proposed by the

Company. The Company has proposed an allocation of GO plant of 3.21 percent based on

a four factor formula consisting of (1) number of customers, (2) value of utility plant-in-

service, (3) operating expenses, and (4) labor costs. Staff discovered that the 3.21 percent

was based on using data as of September, 2005, in the four factor formula. Staff requested

data as of the end of the test year and believes that this is more accurate given the

expansion of non-regulated operations and the inconsistency of the Company's proposed

GO allocation percentage -. 3.21 percent for plant and 3.74 percent for operating expenses,

which will be discussed later in my testimony.
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1

2

Q- Why is Staff recommending removal of the cost of studies included in GO plant?

3

4

5

6

In both cases the studies were completed before the acquisition of CCWC and were

ordered by the CPUC or mandated by California Statutes. One is a management audit

ordered by the CPUC that was completed in 1995 and cost $420,000. The other cost,

$820,254, to be excluded is for water management plans completed in 1998 in conjunction

with California Water Code Sections 10610 through 10657.

7

8 Q- What is the amount of Staff's adjustment to increase the allocation of GO plant to

9

10

11

12

13

14

CCWC?

After removing the cost of the luxury vehicles and the studies that do not benefit Arizona

ratepayers and applying the 4.0 allocation percentage, GO plant in service original cost is

increased by $124,299, or $174,963 RCN. Thus, $875,470, or $1,167,091 RCN, of GO

plant is included in CCWC's rate base. The details of this adjustment are presented on

Schedule MEM-7.

15

16 Rate Base Adjustment No. 4 .- Accumulated Depreciation

Q, Would you please explain Staffs rate base adjustment No. 4.17

18

19

20

21

22

23

24

A. Staff' s adjustment reduces Accumulated Depreciation by $2,031,950 from the Company's

amount of $15,877,022 to reflect Staffs calculated Accumulated Depreciation of

$13,845,072 The reason for this difference is related to Staff using the 4.0 GO plant

allocation percentage and the plant additions and retirements discussed in Rate Base

Adjustments No. 6 and No. 7. Changing the GO allocation increased accumulated

depreciation by $84,561. Plant additions increased accumulated deprecation by $1,823

and retirements decreased accumulated depreciation by $2,118,334 as shown on Schedule

25

26

MEM-8. Plant additions and retirements are discussed on Schedule MEM-10 and MEM-

A.

A.

11.
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1 Q What additional adjustment has Staff included on Schedule MEM-8?

2 A Staff witness Mr. Marlin Scott, Jr.'s direct testimony indicates that several plant items

have been incorrectly classified in the Company's records and describes the correct

category for these items. Part of Staffs adjustment on Schedule MEM-8 reclassifies the

accumulated depreciation for the listed items into the proper NARUC account numbers

7

8

Q How did Staff determine the amount of accumulated depreciation to reclassify

A

10

11

12

Staff used the acquisition dates mentioned in Staff witness Mr. Marlin Scott, Jr.'s direct

testimony and recalculated the annual depreciation expense for each year since then

through the test year, which was then summed to derive the accumulated depreciation

balance. Since the reclassification entailed the reduction of some account balances and

increases in others by the exact same amounts, there is no impact on the overall

accumulated depreciation balance.

Q_ What is Staffs recommendation?

Staff recommends reducing Original Cost New ("OCN") Accumulated Depreciation by

$2,031,950, from $15,877,022 to $13,845,072 as shown on Schedule MEM48.

13

14

15

16

17

18

19

2 0

Q- What additional recommendation is Staff making regarding OCN plant accounting

and accumulated depreciation?

21

22

23

24

"group.77

25

A.

A. Staff recommends that CCWC adopt, on a going forward basis, the "Group Depreciation"

method in which the additions for each year and for each plant account are considered a

separate This will facilitate the identification of the cost of specific assets, and

their associated accumulated depreciation, so that the proper amounts can be retired when

appropriate.
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1

2

Q- Is there a corresponding adjustment for Reconstruction Cost New plant?

3

4

Yes. Staff discovered that the OCN accumulated depreciation totals by NARUC Account

Number presented in on Exhibit Schedule B-2, Page ad did not agree with the OCN totals

used on Exhibit Schedule B-4, the RCN calculation schedule. Staff proposes two

adjustments to RCN: the first is a decrease of $2,620,789, as shown on Schedule MEM-

RCN-2, which results from additions and retirements of plant. The second adjustment is

an increase of $113,818 resulting from the change in GO allocation percentage but this is

offset by the decrease of $2,620,789 so the net decrease in RCN accumulated depreciation

is $2,506,970.

5

6

7

8

9

10

11 Q~ What is Staff's recommendation regarding RCN accumulated depreciation?

12

13

14

Staff recommends decreasing RCN Accumulated Depreciation by $2,506,970, firm

$25,894,686 per Exhibit Schedule B-3,Page 1 to $23,387,716 as shown on Schedule

MEM-RCN-2.

15

16 Rate Base Adjustment No. 5 - Removal of Working Capital Components.

Q. Would you please explain StamPs rate base adjustment No.17

18

19

20

5?

A. Yes. Staffs adjustment accounts for a decrease to rate base by removing Unaniortized

Debt Issuance Costs, $424,010, Prepayments, $192,485, and Materials and Supplies

Inventory, $14,521. These balances are considered in working capital calculations along

with a cash working capital component derived from a lead/lag study, for overall inclusion

in rate base.

21

22

A.

A.
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1 Q- Why did Staff disallow the Unamortized Debt Issuance Costs from being included in

rate base?

Debt issuance costs are a "below the line" expense the same as interest and, thus, should

be paid from the return on rate base portion of the charges to ratepayers. Consequently

the unamortized debt issuance costs are attributable to the shareholders, did not require an

outlay of cash by the shareholders and from a ratemaldng standpoint should not be

allowed to earn a rate of return by being included in ratebase

9 Q Did CCWC request a cash working capital allowance as part of its rate base?

No, and the Company did not prepare a lead/lag study to determine what the amount of

cash worldng capital should be

13 Q What is Staff's rationale for its recommendation to disallow Prepayments and

Material and Supplies Inventory from rate base?

The Company failed to provide a lead/lag study to determine the cash working capital

component. Since the vital portion of working capital is missing, it is inappropriate to

consider other components of worldng capital

19 Q What is Staff's recommendation?

Staff recommends that Unamortized Debt Issuance Costs, $424,010, Prepayments

$192,485, and Materials and Supplies Inventory, $14,521 be excluded from the rate base
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1 Q- Does Staff have additional recommendations regarding a cash working capital

2 allowance?

3

4

A. Yes, Staff recommends that the Company be ordered to perform and submit a Lead/Lag

Study in conjunction with its next rate adjustment request application in order to meet the

sufficiency requirement of that filing.5

6

7

8

9

10

Rate Base Adjustment No. 6. - Expensed Plant (Capitalize Charges to Outside Services)

Q, Please provide guidelines that companies should use in determining whether a cost

should be capitalized by recording it in a plant account or treated as an operating

11

12

13

expense.

The Arizona Administrative Code R14-2-411 D.2 requires water companies to maintain

their accounting records in accordance with the NARUC USOA. It states that "Each

utility shall maintain its books and records in confonnity with the Uniform System of

Accounts for Class A, B, C and D Water Utilities" (emphasis added).14

15

16

17

Further, the NARUC USOA provides a listing of plant accounts and the types of costs that

should be recorded in each account. Utilities should use the plant account listing and

Accounting Instruction No. 14 "Utility Plant - Components of Construction Costs" to

determine what costs should be recorded as plant.

18

19

20

21 Q, Did CCWC propose to expense costs that should be recorded in plant accounts?

22

23

24

A.

A. Yes, according to the NARUC USOA, the Company expensed plant costs incurred for

initiation installation, fence installation, and pumps as shown on Schedule MEM-10 and

MEM-23.
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1

2

Q- What is the effect of expensing plant?

3

4

If the NARUC USOA is not complied with, the result is an overstatement of operating

expenses and understatement of rate base. Adherence to the matching principle and the

NARUC USOA requires that the cost of an asset that benefits more than one accounting

period be capitalized (by recording it in a plant account) and depreciated over the asset's

useful life.

5

6

7

8

9

10

Q- What is Staff's recommendation?

11

Staff recommends increasing plant in service by $37,673 to reclassify plant that was

incorrectly recorded as an operating expense as shown on Schedule MEM-23. This

adjustment to OCRB is reflected on Schedule MEM - 10, and the adjustment to RCRB is

presented on Schedule MEM RCN-5, page 2 of 2.12

13

Rate Base Adjustment No. 7 - Utility Plant-In-Service, Wells and Other Plant to be Retired

Q, Were the Wells discussed in Rate Base Adjustment No. 1 used and useful during the

14

15

16

17

18

19

20

21

22

test year?

No, they were not. As Staff discussed earlier, the wells were taken out of service in

accordance with the well settlement agreement. Further, there are no pumps on the wells

so they cannot be used as a back-up source of water when the CAP water is shut down

for repair and maintenance.

Q. What is the Company's proposed treatment of the Wells?

23

A.

A.

A.

A.

The Company proposes to include the Wells in plant in service.
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1 Q- What is the effect of CCWC's proposal to include the Wells in rate base?

2

3

4

CCWC's proposal to include the Wells, with a combined cost for OCRB purposes of

$103,468, or RCRB of $434,984, in rate base over-states the revenue requirement, and

ultimately, the rates paid by the Company's customers.

Q- Does CCWC have other plant in service which is not considered used and useful?

5

6

7

8

9

10

11

Yes. As described on Table 8 of Exhibit MSJ, attached to Marlin Scott, Jr.'s Testimony,

there is an additional $2,014,866 of plant not used and useful. This plant is primarily

related to the water treatment facility acquired in 1986 through 1989. The RCN of this

non-used and useful plant is $3,269,076

12

13

14

Q. What is the appropriate ratemaking treatment for plant that is not used and useful

in the test year?

15

16

For ratemaking purposes, plant that is not used to provide service to customers during the

test year should be removed from rate base.

Q- What is Staff's recommendation?17

18

19

20

A.

A.

A.

A. Staff recommends decreasing plant in service by $2,118,334, RCN $2,480,0l 1, to remove

the wells and other plant that is not used and useful from rate base as shown on Schedules

MEM-11 and MEM RCN-5 .
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1

2

3

OPERATING INCOME

Operating Income Summary

Q. What are the results of Staff's analysis of test year revenues, expenses, and operating

income?4

Staffs analysis resulted in adjusted test year revenues of $7,446,700, expenses of

$6,443,612, and operating income of $1,003,088 as shown on Schedules MEM-12 and

MEM-13. Staff made thirteen adjustments to operating income.

5

6

7

8

9

10

11

12

Operating Income Adjustment No. 1 - Amortization of Well Settlement Proceeds.

Q, Would you please explain Staffs operating income adjustment No. 1?

13

14

15

16

A. Staffs adjustment increases the negative amortization expense related to the "Gain on

Well" by $76,000, from $76,000 to $l52,000, as discussed in Rate Base Adjustment No.

1. As discussed in Staffs rate base adjustment, the Company has mischaracterized the

settlement proceeds as a "gain" but they are actually from the settlement to remove the

Wells from service. Staffs calculation of the "Amortization of Well Settlement Proceeds"

is shown on Schedule MEM-14 and MEM 5.

17

18

19

20

Q- What is StamPs recommendation?

21

Staff recommends increasing "Amortization of the Well Settlement Proceeds" by $76,000,

from $76,000 to $l52,000, which will allocate all of the proceeds received by CCWC for

taking the Wells out of service to the ratepayers and amortize the proceeds over ten years.

22

23

24

Operating Income Adjustment No. 2 - Purchased Water Expense.

Q, Would you please explain Staffs operating income adjustment No. 2?

25

26

A.

A.

A. Staffs adjustment reduces Purchased Water Expense by $20,306, from $831,656 to

$811,351. Staff removed $20,306 due to the finding that the additional CAP allocation is
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2

3

4

only fifty percent used and useful. The Company's Pro Forma Adjustment No. 5 included

an increase for the operating expenses related to the additional CAP allocation but did not

isolate that portion of the adjustment so it cannot simply be reversed. Schedule MEM-l5

shows Staffs calculation of this adjustment.

Q- What is Staff's recommendation?

5

6

7

8

9

10

11

Staff recommends reducing Purchased Water Expense by $20,306, Hom $831,656 to

$811,351.

Operating Income Adjustment No. 3 - Depreciation Expense

Q. Would you please explain Staffs operating income adjustment No. 3?

12

13

14

15

16

A. Staffs adjustment decreases Depreciation Expense by $86,188, Nom $1,608,019 to

$l,521,831. The primary difference in depreciation expense is related to Staff' s GO

allocation percentage increase and the retirement of CCWC Wells 8 and 9 plus

capitalization of outside services per rate base adjustments discussed in that portion of my

testimony. Additionally, a portion of the difference is related to Staffs calculated CIAC

amortization, which results from a larger composite depreciation rate. Schedule MEM-l6

shows Staffs calculation of Depreciation Expense.

17

18

19

20 Q- What is Staff's recommendation?

21

22

A.

A. Staff recommends decreasing Depreciation Expense by $86,188, from $1,608,019 to

$1,521,831.
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1

2

Operating Income Adjustment No. 4 - Miscellaneous Expenses

Q, Would you please explain Staff's operating income adjustment no. 4?

3

4

A. Staffs adjustment increases Miscellaneous Expense by $37,214, from $1,259,948 to

$1,297,162. There are two components that comprise this adjustment: the allocation of

GO expenses and membership dues.5

6

7

8

9

10

Q, Please discuss Staff's adjustments to the GO Expense Allocation.

11

12

13

14

15

16

17

18

19

20

First, $251,538 was removed from the GO expense pool of $34,557,114 because it

represented the cost of memberships in organizations that only benefited California

ratepayers, and/or portions of membership dues which Staff could identify as being for

lobbying costs. Also, the GO expense pool was reduced by $1,040,585 to disallow

expenses incurred for the exclusive benefit of the shareholders. Third, as discussed in

Rate Base Adjustment 3, Staff believes that the 4.0 percent allocation based on the four

factor methodology is more appropriate than the 3.74 percent allocation proposed by the

Company, thus 4.0 percent was applied to the revised GO expense pool of $33,264,981 to

derive $l,330,600. Schedule MEM-17 shows Staff' s calculation of this adjustment. The

difference between the Company's proposed GO expense allocation of $1,292,436 and

Staffs $1,330,600 is $38,164. Although Miscellaneous Expense is not where most of the

GO expense was accounted for during the test year in CCWC's records, Staff has chosen

to use it because this is the account to which the Company's year-end adjustment was

posted.21

22

23 Q-

24

Did the Company and Staff use the same test year for the components of the four

factor allocation methodology used to calculate the GO expense amount?

25

26

A.

A. No, during Staffs review of the Company's derivation of the 3.74 percent allocation

submitted in response to Staff Data Request No. 4. 1, it was discovered that the four factors
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1

2

used were based on a 2001 test year. This will result in a mismatch of revenues and

expenses in the 2006 test year and is incorrect to use. Staff used the 2006 test year.

3

4 Q, .Please discuss Staff's remaining adjustment to Miscellaneous Expenses.

5

6

7

8

9

10

CCWC is a member of the Investor Owned Water Utility Association and the Water

Utility Association of Arizona, both organizations conduct lobbying activities and the

amount included in the dues paid in the test year was $950 based on the Company's

response to Data Request No. 125. Staff recommends that miscellaneous expenses be

reduced by the $950.

11 Q- What is Staff's recommendation?

12

13

Staff recommends increasing Miscellaneous Expenses of CCWC by $37,214 (the sum of

$38,164 less $950) from $1,259,948 to $l,297,162.

14

15 Operating Income Adjustment No. 5 - Reversal of Company Pro Forma Adjustment No. 13,

which amortizes the cost of the additional CAP Allotment.

Q, Would you please explain Staffs operating income adjustment No. 5?

16

17

18

19

20

21

22

A. Staffs adjustment reduces the amortization expense related to the additional CAP

allotment by $64,000, from $64,000 to $0.00. As discussed in Rate Base Adjustment No.

2, the additional CAP allotment purchased in 2007 is an intangible asset and not subject to

amortization. Consequently, the Company's Pro Forma Adjustment No. 13 is reversed by

Staff Adjustment No. 5. Schedule MEM-18 shows Staff" s calculation of this adjustment.

23

24

25

26

Q- What is StamPs recommendation?

A.

A.

A. Staff recommends reducing Amortization of Additional CAP Allotment by $64,000, from

$64,000 to $0.
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1

2

Operating Income Adjustment No. 6 - Rate Case Expense.

Q. Would you please explain Staffs operating income adjustment No. 6?

3

4

A. Staffs adjustment reduces the Rate Case Expense by $61,558 from $144,871 to $83,333.

Schedule MEM-19 shows Staffs calculation of this adjustment.

5

6 Q- Did CCWC include Rate Case Expense only for the instant case?

7

8

No, part of CCWC's rate case expense in the current case is an "in-recovered" portion of

firm the prior rate case.

9

10 Q- What is the amount of "in-recovered" Rate Case Expense proposed by the

11

12

Company?

The Company claimed that it is $154,613.

13

14 Q, Please explain the difference between normalizing and amortizing?

15

16

17

18

19

20

When a cost is amortized, it is prorated over the number of accounting periods it is

expected to benefit. Normalizing is a term used in ratemaking to flatten the effects of

operating expense levels that fluctuate from year to year. The amount included in the

revenue requirement for a "test year" is an amount which represents an average of several

years' experience of a given expense, which then represents the amount "normally"

incurred annually by the Company.

21

22 Q- Was normalizing versus amortizing of rate case expense specifically addressed in the

23 prior rate case?

24 No. Staff recommended and the Commission approved the Company's requested amount.

25 Amortization is used for capital items. However, this and other operating expenses are

26

A.

A.

A.

A.

normalized therefore there is no unamortized portion.
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1 Q- What has the Company proposed for Rate Case Expense in the instant case.

2 CCWC has projected rate case expense for the current case to be $280,000.

3

4 Q_ What is Staff recommending for current Rate Case Expense?

Based on the rate case expense approved by the Commission in cases of comparable sized

utilities, Staff believes that $150,000 is an appropriate amount for recovery through just

and reasonable rates in the instant rate case.

Discussion of Appeal and Remand ("Remand") Rate Case Expense.

What has the Company proposed for the Appeal and Remand of CommissionQ-

5

6

7

8

9

10

11

12

Decision No. 68176 Remand Rate Case Expense?

In a recent "Notice of Filing" (Docketed September 8, 2008) the Company has requested

recovery of $258,511 for expenses incurred for the Remand proceeding, which it alleges is

approximately fifty-percent of the total.

Q- Did CCWC revise its proposed Remand rate case expense?

13

14

15

16

17

18

19

20

Yes, prior to its filing of September 8, 2008, the Company had agreed to only seek

recovery of $100,000 of the $300,000 in claimed expenses.Staff recommends normalizing

this $100,000 cost over three-years, the same as the cost of the instant case.

21 Q- How is CCWC proposing recovery of Remand rate case expense?

22

23

24

A.

A.

A.

A.

A. Through a surcharge of $0.124 per one-thousand gallons added to the Company's

proposed commodity rate until the $258,511 has been collected. CCWC has estimated

that the surcharge would be effective for twelve months.
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1 Q Does Staff agree with CCWC's proposed recovery methodology

No, because the additional revenues that will be generated from the result of the Remand

Case will benefit CCWC into perpetuity a twelve-month recovery period is a mis-match

Staff recommends the three-year normalization period recommended in the instant case

6 Q What is Staff's recommendation for normalizing the current Rate Case Expense

Staff recommends Rate Case Expense of $150,000 for the instant case and $100,000 for

the Remand Case, which equals $250,000. Normalized over a three-year period this will

result in $83,333 being included in the revenue requirement for the instant case. Schedule

MEM-19 shows Staffs calculation of this adjustment

12

13

Operating Income Adjustment No. 7 - Normalization of Chemicals Expenses

Q, Would you please explain Staffs operating income adjustment No. 7?

Staff's adjustment reduces Chemicals Expenses by $27,630, from $127,457 to $99,827

Staffs regulatory audit found that Chemicals Expenses have more than doubled since

2003, the prior rate case test year. Because of the fluctuation, Staff believes it is

appropriate to normalize Chemicals Expenses by taking an average of the previous three

year's expenses to mitigate any extenuating circumstances which may have lead to this

significant increase. Staff's regulatory audit also found that the expense balance included

two large invoices for chemicals delivered in late December, 2006. Schedule MEM-20

shows Staffs calculation of this adjustment

23 Q What is Staffs recommendation?

Staff recommends reducing Chemicals Expenses by $27,630, from $127,457 to $99,827
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1

2

operating Income Adjustment No. 8 - Normalization of Repairs and Maintenance

Q, Would you please explain Staff's operating income adjustment No. 8?

Staff's adjustment decreases Repairs and Maintenance Expense by $l9,018, from

$104,609 to $85,591. Since Repairs and Maintenance Expenses have fluctuated from

$96,152 in 2004, to $72,640 in 2005, to $104,609 in the test year, Staff took the three-year

average of Repairs and Maintenance Expense to mitigate any extenuating circumstances

which may have lead to this significant increase over 2005. Staff' s regulatory audit found

that $5,543 of Pepsi Cola products were purchased in the test year for employees of the

Company. In the prior rate case, the Company stated this is the type of benefit that allows

the Company to am act and maintain qualified and motivated staff to better serve customer

needs. Staff does not argue that this may be the case, however, Staff believes this is a cost

of doing business that the shareholders should be paying for rather than the ratepayers

Thus, Staffs adjustment consists of two parts: $13,475 to normalize Repairs and

Maintenance Expense and $5,543 to remove the cost of beverages provided to employees

Staff's calculation of this $19,018 adjustment is shown on Schedule MEM-21

17 Q What is Staff's recommendation?

Staff recommends reducing Repairs and Maintenance Expense by $19,018, from $104,609

to $85

21 Operating Income Adjustment No. 9 Normalization of General Liability Insurance

22

23

Expense

Q, Would you please explain Staff's operating income adjustment No. 9?

Staffs adjustment increases General Liability Insurance Expense by $3,654, from

$(l,294) to $2,360. In response to Staff s data request MEM 1.44, the Company stated

that it is self insured for deductibles less than $500,000 and $350,000 for general liability
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1

2

3

4

and automobile liability, respectively, per occurrence. A Third Party Administrator

("TPA") is used to administer and pay claims on behalf of American States Water

Company, CCWC's parent. The parent company, AWR, maintains an "Injuries and

Damages Reserve" that is adjusted monthly based on loss reports received from the TPA.

Incurred but not reported claims are also estimated and used in setting the reserve balance.

Although the reserve balance was zero at the end of the test year, a claim of $2,682 was

paid during 2006, and Staff believes that General Liability Insurance Expense should be

normalized to take into consideration the fact that, on an average, claims will be made and

paid. For the purposes of normalizing General Liability Insurance Expense, Staff used the

period 2003 - 2007. Schedule MEM-22 shows Staff' s calculation of this adjustment.

5

6

7

8

9

10

11

12 Q- What is Staff's recommendation?

13

14

Staff recommends increasing General Liability Insurance Expense by $3,654, from

$(1,294) to $2,360.

15

16

17

18

19

20

Q.

A. The Company proposed $266,544 as shown on Schedule MEM-23 .

Operating Income Adjustment No. 10 - Outside Services Expenses

What did the Company propose for outside services expense?

Q- Did the Company include in outside services, costs that should have been capitalized

and depreciated?21

22

23

24

A.

A. Yes, as Staff discussed in Rate Base Adjustment No. 6, Expensed Plant, CCWC recorded

as operating expenses $37,673 in costs which, according to the NARUC USOA and the

matching principle, should be capitalized and depreciated as shown on Schedule MEM-23.
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1 Q- What is Staff's recommendation?

2 Staff recommends decreasing outside services expense by $37,673 representing plant that

should be capitalized, as shown on Schedule MEM-23.3

4

Q, What is the effect of expensing plant?5

6

7

8

9

10

11

If the NARUC USOA is not complied with, the result is an overstatement of operating

expenses and understatement of rate base. Adherence to the matching principle and the

NARUC USOA requires that the cost of an asset that benefits more than one accounting

period be capitalized (by recording it in a plant account) and depreciated over the asset's

useful life.

12

13

Q- Did CCWC also include in outside services, non-recurring costs that are not

representative of an average year?

14

15

Yes, Staff discovered payments charged to outside services for an ACC penalty related to

filing its Annual Report late and an appellate court filing fee. The ACC penalty was $45

for late filing of the 2005 Annual Report and the appellate court cost was $330, which

sums to $375.

16

17

18

19

20

Q- What is Staffs recommendation?

Staff recommends decreasing outside services expense by $375 for non-recurring

21 expenses.

22

23 Q~ What is Staff's overall recommendation for this account?

24

25

A.

A.

A.

A.

A.

Staff recommends reducing Outside Services Expenses by $38,048, from $266,544 to

$228,496.
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1

2

Operating Income Adjustment No. 11 - Water Testing Expense

Q, Would you please explain StamPs operating income adjustment No. 11?

Staffs adjustment reduces Water Testing by $17,820, from $43,458 to $25,638. An

explanation of this adjustment can be found in Table E-1 on page 17 of Staff witness Mr

Marlin Scott, Jr.'s direct testimony

7 Q What is Staffs recommendation?

Staff recommends reducing Water Testing by $17,820, from $43,458 to $25,638 as shown

on Schedule MEM-24

11

12

Operating Income Adjustment No. 12 - Property Taxes

Q, Would you please explain StamPs operating income adjustment No. 12?

Staffs adjustment reduces Property Taxes by $33,413, from $295,813 to $262,400. The

primary difference between the Company's and Staffs Property Taxes is due to the

differences in the proposed and recommended revenue requirements. Schedule MEM-25

shows Staffs calculation of Property Taxes

18 Q What is Staffs recommendation?

Staff recommends reducing Property Taxes by $33,413, from $295,813 to $262,400

20

21

22

Operating Income Adjustment No. 13 - Income Taxes

Q, Would you please explain Staff's operating income adjustment No. 13?

Staffs adjustment increases Income Taxes by $l97,275, from $270,020 to $467,295. The

two main reasons for the difference between Staffs and the Company's calculation of

Income Taxes is the difference in test year operating expenses and that the Company

applied its weighted cost of debt to the FVRB. The appropriate calculation of
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synchronized interest expense is made by applying the weighted cost of debt to the OCRB .

A company's debts do not increase due to inflation or an increase in value of the property

related to the debt. Therefore, applying the weighted cost of debt to the FVRB is

inappropriate for calculating the synchronized interest expense. Staff's calculation of

Income Taxes and synchronized interest expense are shown in Schedule MEM-2, Line 52,

Column A and Schedule MEM-2, Line 56, Column A respectively. Schedule MEM-26

shows Staff' s calculation of the adjustment.

Q- What is Staffs recommendation?

Staff recommends increasing Income Taxes by $197,275, from $270,020 to $467,295.

REVENUE REQUIREMENT

Q. Would you please summarize the Company's proposed revenue requirement?

A. The Company's rate filing proposes annual revenues of $10,515,017, an increase of

$3,068,317, or 41.20 percent, over test year adjusted revenues of $7,446,700 as shown on

Schedule MEM-1 .

Q- Would you please summarize Staffs recommended revenue requirement?

Staff recommends annual revenue of $9,181,965, an increase of $1,735,265, or 23.30

percent, over test year adjusted revenues of $7,446,700, as shown on ScheduleMEM-1 .

BASIS FOR REVENUE REQUIREMENT

Q, How did Staff calculate its recommended revenue requirement?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A.

A. The appropriate revenue requirement is the result of multiplying the Staff recommended

FVRB (as per Schedule MEM FVRB-2) by the Staff recommended Fair Value Rate of

Return.
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1 RATE DESIGN

2 Q.

3

Have you prepared a schedule summarizing the present, Company proposed, and

Staff recommended rates and service charges?

4 Yes. A summary of the present, Company proposed, and Staff recommended rates and

service charges are provided on Schedule MEM-27.5

6

7

8

9

10

Q- Would you please summarize the present rate design?

11

12

13

14

The present monthly minimum charges by meter size are as follows: 3/4-inch $13.60, 1-

inch $22.70, 1 1/2-inch $45.40, 2-inch $73.00, 3-inch $146.00, 4-inch $227.00, 6-inch

$454.00, 8-inch $730.00, 10-inch $1,043.00, and 12-inch $1,980.00. No gallons are

included in the monthly minimum charge. The present residential commodity rate is

$1.68 per thousand gallons for zero to 3,000 gallons, $2.52 per thousand gallons for 3,001

to 9,000 gallons, and $3.03 per thousand gallons for any consumption over 9,000 gallons.

The present commercial and industrial commodity rate tiers vary by meter size, but are

generally $2.52 per thousand gallons for the first tier, and $3.03 per thousand gallons for

any consumption over the first tier.

15

16

17

18

19

20

For irrigation customers, the monthly minimum charge is the same based upon meter size

with zero gallons included in the monthly minimum charge and a commodity rate of $1 .56

per thousand gallons.

21

22

23

24

A.

A.

The charge for fire sprinkler service is $10.00 per month regardless of meter size. The

commodity rates for sprinkler service is the same as residential, commercial and

industrial. There are zero gallons included in the monthly minimum charge.



Direct Testimony of Marvin E. Millsap
Docket No. W-02113A-07-0551
Page 40

1 Q- Would you please summarize the Company's proposed rate design?

2

3

4

5

6

7

8

9

10

The Company's proposed monthly minimum charges by meter size are as follows: 3/4-

inch $18.56, 1-inch $30.97, 1 l/2-inch $71.95, 2-inch $99.61, 3-inch $199.:z1, 4-inch

$309.74, 6-inch $619.47, 8-inch $996.07; 10-inch $1,423.15, and 12-inch $2,701.67.

Zero gallons are included in the monthly minimum charge. The Company proposes a

residential commodity rate of $2.292 per thousand gallons for zero to 3,000 gallons,

$3.438 per thousand gallons for 3,001 to 9,000 gallons, and $4.134 per thousand gallons

for any consumption over 9,000 gallons. The proposed commercial and industrial

commodity rate tiers vary by meter size, but are generally $3.438 per thousand gallons for

the first tier, and $4.134 per thousand gallons for any consumption over the first tier.

11

12

13

For initiation customers, the Company's proposed monthly minimum charge is the same

based upon meter size with zero gallons included in the monthly minimum charge and a

commodity rate of $3.438 per thousand gallons.14

15

16

17

18

19

20

The proposed charge for fire sprinkler service remains at $10.00 per month regardless of

meter size. The commodity rate for fire sprinkler service for all consumption is $3.438

per thousand gallons. There are zero gallons included in the monthly minimum charge.

21

22

The Company is proposing that customers that use fire hydrants as a source of water for

initiation or construction should also pay a meter charge. This results in a substantial

increase as the customer would pay the 3-inch monthly minimum of $199.21 .

A.

I ll
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1 Q-

2

Does Staff agree with the Company's proposal that fire hydrant meters be charged a

monthly minimum based on meter size?

3

4

No, unless the customer owns, or retains possession of the meter. A customer using a

meter on a fire hydrant is usually only connected to the system for a short time period and

pays the same rate for all gallons consumed and this is intended to compensate for the

additional demand placed on the system.

Q- Does the Company currently have a hook-up fee charge?

5

6

7

8

9

10

11

Yes.

Q- Does the CCWC propose any changes to the current hook-up fee?

12 CCWC proposes to maintain the same level of fee but to treat all funds collected as CIAC.

13

14 Q- What is Staffs recommendation?

15

16

17

18

19

20

21

22

23

Staff recommends that the amounts collected by the Company pursuant to the off-site

hook-up fee charge shall be non-refundable CIAC, as this is the typical regulatory

treatment of hook-up fee charges of this nature. Staff also recommends that all funds

collected by the Company as off-site hook-up fees be deposited into a separate interest

bearing account and used solely for the purposes of paying for the costs of the off-site

facilities, including repayment of loans obtained for the installation of off-site facilities

that will benefit the entire water system, and that the Company shall annually file, by

February 28th a calendar year report with Docket Control of the ACC, detailing all

changes in the account.

A.

A.

A.

A.

|||||_|-
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1

2

Q- In addition to including the 2008 CAP allocation in rate base and earning a return on

it, has the Company also proposed a hook-up fee to recover costs related to the

allocation?3

4 Yes. The Company has proposed a "CAP Hook-up Fee" on new water installations as

shown on Schedule H-3, page 3, lines 22 and 30.5

6

7

8

9

10

11

12

13

Q- Is it appropriate to use a hook-up fee to reimburse the Company for a CAP

allocation?

No, it is not. Hook up fees are intended to fund back-bone plant. The CAP allocation has

been fully paid for by the Company and is not back-bone plant. Additionally, if CCWC

decides to give up this allotment, it will be reimbursed by CAWCD and U. S. Bureau of

Reclamation for the capital costs paid during the time the allotment was held. The CAP

hook-up fee would allow the Company to potentially receive the CAP allocation cost

twice, thus, its use as a reimbursement mechanism is not appropriate.14

15

16 Q- What is Staff recommending?

Staff recommends denial of the CAP hook-up fee tariff17

18

19

20

Q- Has the Company also proposed any other inappropriate charges?

21

22

Yes. The Company has proposed that gross-up taxes be included with service line and

meter installation charges as shown on Schedule H-3, page 4, lines 27 - 29.

23

24

Q~ Has the Company given a justification for this proposal?

25

A.

A.

A.

A.

A. Yes. The Company has made the following statement: "As meters and service lines are

now taxable income for income purposes, the Company shall collect income taxes on the
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1 meter and service line charges. Any tax collected will be refunded each year as the meter

2 deposit is refunded."

3

4 Q- Does Staff agree with the Company's proposal?

5

6

7

No. The Company has not cited the authority for declaring that meter and service lines are

now taxable income and Staff is not aware of any ACC rules changes or changes in the

Internal Revenue Service Regulations mandating this treatment.

8

9 Q. What is Staff recommending?

10

11

Staff recommends denial of the tariff provision allowing meter and service line installation

charges to be grossed-up for income taxes.

12

13 Q. Would you please summarize Staffs recommended rate design?

14

15

16

17

18

19

20

21

22

23

24

25

A.

A.

A. Yes. Staff recommends the Staffs rates and charges presented on Schedule MEM-27.

Briefly, Staffs recommended monthly minimum charges by meter size are as follows:

3/4-inch $15.00, 1-inch $25.00, 1 1/2-inch $48.00, 2-inch $77.00, 3-inch $150.00, 4-inch

$230.00, 6-inch $460.00, 8-inch $925.00, 10-inch $1,300.00, and 12-inch $2,300.00.

Zero gallons are included in the monthly minimum charge. Staff recommends an inverted

tier rate design that consists of three tiers for the residential commodity rate of $1.85 per

thousand gallons for zero to 3,000 gallons, $2.92 per thousand gallons for 3,001 to 9,000

gallons, and $3.33 per thousand gallons for any consumption over 9,000 gallons. The

additional tier for the residential 3/4-inch meters is for the first 3,000 gallons, an estimate

of residential non-discretionary use. Except for the 3,000 gallon break-over point for the

non-discretionary tier, break-over points increase by meter size. Staffs recommended

commercial and industrial commodity rate tiers vary by meter size, but are generally $2.92
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1 per thousand gallons for the first tier, and $3.33 per thousand gallons for any consumption

over the first tier.2

3

4 Also, Staffs recommended rates have increased the irrigation rate to $2.75 for all gallons.

This rate is a smaller increase than that proposed by the Company and moves irrigation

customers' rates closer to the commodity rates paid by other customers.

5

6

7

8

9

10

11

Efficiency in water use is encouraged by producing a higher customer bill with increased

consumption or use of a larger meter. A typical bill analysis for residential 3/4 inch meter

customer is provided in Schedule MEM-28, and typical bills for average and median use

under present, Company proposed, and Staff recommended rates are presented on

Schedule MEM-29.12

13

14 Q- What is the rate impact on a 3/4-inch meter residential customer using an average

consumption of 8,450 gallons?15

16

17

18

19

20

21

22

The average usage of residential 3/4-inch meter customers is 8,450 gallons per month.

The average residential 3/4-inch meter customer would experience an $11.79 or 36.41

percent increase in his/her monthly bill from $32.37 to $44.16 under the Company's

proposed rates and a $4.09 or 12.63 percent increase in his/her monthly bill from $32.37

to $36.46 under Staffs recommended rates.

Q- What is the rate impact on a 3/4-inch meter residential customer using a median

23 consumption of 5,500 gallons?

24 The median usage of residential %-inch meter customers is 5,500 gallons per month. The

25

26

average residential 3/4-inch meter customer would experience a $9.09 or 36.43 percent

increase in his or her monthly bill from $24.94 to $34.03 under the Company's proposed

A.

A.

ll
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1 rates and a $2.91 or 11.67 percent increase in his/her monthly bill from $24.94 to $27.85

under Staffs recommended rates.2

3

4 Q- Did Decision No. 70441 authorize a surcharge allowing CCWC to collect the

additional revenues not collected during the time period of the Appeal and Remand5

6

7

8

9

10

process?

Yes, and Staff will address this in Surrebuttal Testimony.

11

CONSUMER SERVICES

Q, Please provide a brief history of customer complaints received by the Commission

regarding the Company. Additionally, please discuss customer responses to

Chaparral City's proposed rate increase.12

13 Staff reviewed the Commission's records and found 12 complaints, 8 inquiries and 26

opinions during the past three and three quarters' years. The complaints concerned 12

billing issues. The Company is in good standing with the Corporations Division of the

Commission. Consumer Services has received 26 opinions through September ll, 2008,

all opposed to the Company's proposed rate increases.

14

15

16

17

18

19

20

Q, Does this conclude your direct testimony?

A.

A.

A. Yes, it does.



CHAPARRAL CITY WATER COMPANY. INC
Docket No. W-02113A-07-0551
Test Year Ended December 31. 2006

DIRECT TESTIMONY OF MARVIN MILLSAP

TABLE OF CONTENTS TO SCHEDULES MEM

SCH # TITLE

MEM-1
MEM-2
MEM FVRB-1
MEM FVRB-2
MEM FVRB-3
MEM-3
MEM-4
MEM-5
MEM-6
MEM-7
MEM-8
MEM-9
MEM-10
MEM-11
MEM RCN-1
MEM RCN-2
MEM-5
MEM-6
MEM RCN-3
MEM RCN-4
MEM-9
MEM RCN-5
MEM-12
MEM-13
MEM-14
MEm-15
MEM-16
MEM-17
MEM-18
MEM-19
MEM-20
MEM-21
MEM-22
MEM-23
MEM-24
MEM-25
MEM-26
MEM-27
MEM-28
MEM-29

Revenue Requirement
Gross Revenue Conversion Factor
Fair Value Rate Base Comparison - Company versus Staff
Company and Staff Fair Value Rate Base Computation
Staff Fair Value Rate Base Computation
Rate Base - Original Cost
Summary of Original Cost Rate Base Adjustments
Rate Base Adjustment #1 - Allocate 100% of Well Settlement Proceeds to Ratepayers
Rate Base Adjustment #2 - Reclassify CAP Allotment to Land and Land Rights
Rate Base Adjustment #3 - Increase General Office Plant Allocation to 4%
Rate Base Adjustment #4 - Recalculation of Accumulated Depreciation
Rate Base Adjustment #5 - Eliminate Working Capital Components
Rate Base Adjustment #6 - Capitalize Outside Services Expenses
Rate Base Adjustment #7 - Retire Plant Not in Service and Reclassify Plant to Proper Categories
Rate Base - Reconstruction Cost New
Summary of Reconstruction Cost New Rate Base Adjustments
RCN Rate Base Adjustment #1 - Allocate 100% of Well Settlement Proceeds to Ratepayers
RCN Rate Base Adjustment #2 - Reclassify CAP Allotment to Land and Land Rights
RCN Rate Base Adjustment #3 - General Office Plant Allocation
RCN Rate Base Adjustment #4 - Accumulated Depreciation
RCN Rate Base Adjustment #5 - Eliminate Working Capital Components
RCN Rate Base Adjustment #6 - Plant Additions and Retirements per Staff Adjustments to Rate Base
Summary of Income Statement - Test Year and Staff Recommended
Summary of Operating Income Adjustments - Test Year
Operating Adjustment #1 - Well Settlement Proceeds to Ratepayers
Operating Adjustment #2 - Purchased Water Expense
Operating Adjustment #3 - Depreciation Expense
Operating Adjustment #4 - Miscellaneous Expenses
Operating Adjustment #5 - Additional CAP Allocation Amortization Reversal
Operating Adjustment #6 - Normalization of Rate Case Expense
Operating Adjustment #7 - Normalization of Chemicals Expense
Operating Adjustment #8 - Normalization of Repairs and Maintenance Expense
Operating Adjustment #9 - Normalization of Insurance Expense
Operating Adjustment #1 O -Outside Services Expense
Operating Adjustment #11 - Water Testing Expense
Operating Adjustment #12 - Property Tax Expense
Operating Adjustment #13 - Income Tax Expense
Rate Design
Typical Bill Analysis
Typical Bill Analysis - Average and Median Cost Comparison



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-1

REVENUE REQUIREMENT

LINE
no. DESCRIPTION

(A)
COMPANY

FAIR
VALUE

(B)
STAFF
FAIR

VALUE

$ 28,768,975

$ 797,271 $

$ 27,050,414

1,003,088

1 Adjusted Rate Base

2 Adjusted Operating Income (Loss)

3 Current Rate of Return (L2 / LI ) 2.77% 3.71%

4 Required Rate of Return 9.32% 7.60%

$ 2,68t,268 $ 2,055,831

$ 1,883,997 $ 1,052,744

5 Required Operating Income (L4 * L1)

6 Operating Income Deficiency (L5 - L2)

7 Gross Revenue Conversion Factor 1 .6286 1.6483

8 Required Revenue Increase (LE * LE) $ 3,068,317 [s 1,735,265 I

9 Adjusted Test Year Revenue $ 7,446,700 $ 7,446,700

$ 10,515,017 $ 9,181,96510 Proposed Annual Revenue (L8 + LE)

11 Required Increase in Revenue (%) 41 .20% 23.30%

References:
Column (A): Company Schedule A-1
Column (B); Staff Schedule MEM-3.1

I
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Schedule MEM-2

GROSS REVENUE CONVERSION FACTOR

(A) (B) (C) (D)LINE
no. DESCRIPTION

1
2
3
4
5
6

Calculation of Gross Revenue Conversion Factor
Revenue
Uncollectible Factor (Line 11)
Revenues (LI .. L2)
Combined Federal and State Income Tax and Property Tax Rate (Line 23)
Subtotal (LE . L4)
Revenue Conversion Factor (L1 I Ls)

100.0000%
00000%

100.0000%
39.3324%
60.6676%
1.648327

7
8
9

1 0
11

Calculation of UncollecttibleFactor
Unity
Combined Federal and State Tax Rate (Line 23)
One Minus Combined Income Tax Rate (L7 - L8 )
Uncollectible Rate
Uncollectibie Factor (LQ * L10 )

100.000D%
38.5989%
61 .4011 %
0.0000%
0. 0000%

100.0000%
€.9€80%

930320%
34.0000%
31 6309%

12
13
14
15
16
17

Calculation of Effective Tax Rate:
Operating Income Before Taxes (Arizona Taxable Income)
Arizona Slate Income Tax Rate
Federal Taxable Income (L12 - L13)
Applicable Federal Income Tax Rate (Line 55)
Effective Federal Income Tax Rate (L14 x L15)
Combined Federal and State Income Tax Rate (L13 +L16) 38. 5989%

100.0000%
38.5989%
61 .4011 %
11947 %

0.7335%

18
19
20
21
22
23

Calculation of Effective Pronertv Tax Factor
Unity
Combined Federal and State Income Tax Rate (L17)
One Minus Combined Income Tax Rate (L1B-L19)
Property Tax Factor (MEM-15, L21)
Effective Property Tax Factor (L20"L21)
Combined Federal and State Income Tax and Property Tax Rate (L17+L22) 39.3324%

$ 2,055,831
1,003,088

24 Required Operating Income (Schedule MEM-1, Line 5)
25 AdjustedTest Year Operating income (Loss) (Schedule MEM-11, Line 28)
26 Required Increase in Operating income (L24 - L25) s 1,052,744

27 $ 1,129,086
467,295

Income Taxes on Recommended Revenue (Col [E], L52)
28 income Taxes on Test Year Revenue (Cot. [B], L52)
29 Required Increase in Revenue to Provide for Income Taxes (L27 - L2B) 661,791

$ 9,181,965
0.0000%

30
31
32
33
34

Recommended Revenue Requirement (Schedule MEM-1, Line 10)
Uncollectible Rate (Line 10)
UncoI!lectible Expense on Recommended Revenue (L30"L31)
Adjusted Test Year Uncollectible Expense
Required increase in Revenue to Provide for Uncollectible Exp (L32~L33)

s
$

s 283,131
262,400

35
36
37
38

Property Tax with Recommended Revenue (MEM-16, Col B, L16)
Property Tax on Test Year Revenue (MEM-16, Col A, L16)
Increase in Property Tax Due to Increase in Revenue (L35-L36)
Total Required Increase in Revenue (L26 + L29 + L34 + L37) $

20,731
1,735,265

$
s
$
$

$ 1,735,26539
40
41
42
43
44
45
46
47
48
49
50
51
52

Calculation of Income Tax:
Revenue (Schedule MEM-11, Col. [C], Line 5 8. Sch. MEM-1, Col [D] Line 10)
Operating Expenses Excluding Income Taxes
Synchronized interest (L56)
Arizona Taxable Income (L39 - L40 .. L41)
Arizona State Income Tax Rate
Arizona Income Tax (L42 x L43)
Federal Taxable Income (L42 - L44)
Federal Tax on First Income Bracket ($1 . $50,000) @ 15%
Federal Tax on Second Income Bracket ($51,001 - $75,000) @25%
Federal Tax on Third Income Bracket ($75,001 _ $100,000) @34%
Federal Tax on Fourth Income Bracket ($100,001 _ $335,000) @39%
Federal Tax on Fifth Income Bracket ($335,001 -$10,000,000) @34%
Total Federal Income Tax
Combined Federal and State Income Tax (L44 + L51)

$
$
$
$
$
$
$
$
$

Test
Year

7,446,700
5,976,317

259,739
1,2t0, 645

69680%
84,358

1 , 126,287
7,500
6,250
8,500

91 ,650
269,038
382,938
467,295

Staff
Recommended
s 9,181,965
s 5,997,048
$ 259,739
$ 2,925,179

6.96B0%
203,827

2,721,353
7,500
6,250
8,500

91,650
811,360
925,260

1,129,086

$
$
$
$
$
$
$
$
$

53 Applicable Federal Income Tax Rate [col [EL, L51 _ Col. [81, L51] I 1001. [E], L45 _ Col. [B], L45] 3440000%

54 $
Calculation of Interest Synchronization:
Rate Base (Schedule MEM-3, Cot. (C), Line 17

55 Weighted Average Cost of Debt (Schedule MEM-17, Col, [F], L1 + L2)
56 Synchronized Interest (L45 X L46) $

Chapparral
21,644,577

12000%
259,739
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Schedule MEM FVRB -1

FAIR VALUE RATE BASE COMPARISON - COMPANY VS STAFF

(C)

LINE
NO,

(A)
COMPANY

AS
FILED

(B)
STAFF

AS
ADJUSTED DIFFERENCE

$ $ $

$

66,310,296
20,885,854
45,424,442 $

64,803,291
18,616,394
46,186,897 $

(1 ,507,005)
(2,269,460)

762,455

$ 7,780,241

8,394,501

$ 7,780,241

8,394,501

819,845

925,896

$ (0)

(0)

819,845

925,896

646,000 1,216,000 570,000

424,010

1 Plant in Service
2 Less: Accumulated Depreciation
3 Net Plant in Service

4
5 LESS;
6
7 Contributions in Aid of Construction (CIAC)
8 Less: Accumulated Amortization
9 Net CIAC

10
11 Advances in Aid of Construction (AlAc)
12
13 Customer Meter Deposits
14
15 Deferred Income Tax Credits
16
17 Shared Gain on well
18
19 ADD.-
20
21 Unamortized Debt Issuance Costs
22
23 Prepayments
24
25 Materials and Supplies
26
27 Deferred Regulatory Assets
28
29 Working Capital
30
31
32

192,485

14,521

1,280,000

(424,010)

(192,485)

(14,521 )

(1,280,000)

Original CostRate Base $ 28,768,975 $ 27,050,414 $ (1,718,560)

References:
Column (A), Company Schedule B-1
Column (B): Schedule MEM FVRB-2
Column (C): Column (A) - Column (B)
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Schedule MEM FVRB -2

FAIR VALUE RATE BASE COMPUTATION - COMPANY AND STAFF

LINE
n o .

(A)
COMPANY

AS
FILED

(B)
STAFF

AS
ADJUSTED

$ 22,770,304
34,767,581

$ 21,644,877
32,455,951

$ $

1 OCN Rate Base per MEM-3
2 RCN Rate Base per MEM RCN -1
3
4
5 OCN and RCN weighted 50% each to
6 calculate Fair Value Rate Base (FVRB) $

57,537,885

28,768,943 $

54,100,828

27,050,414

References:
Column (A), Schedule MEM 3
Column (B): Schedule MEM RCN-1
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Schedule MEM FVRB 8

=AIR VALUE RATE BASE COMPUTATION .. STAFF

LINE
NO,

(A)
STAFF OCN

AS
ADJUSTED

(B)
STAFF RCN

AS
ADJUSTED

(C)
STAFF

FAIR VALUE
RATE BASE

$ $ $

$

51,128,062
13,845,072
37,282,990 $

78,478,520
23,387,716
55,090,804 $

64,803,291
18,616,394
46,186,897

$ $

$
$

6,119,129 $ 9,441,352 $ 7,780,241

6,557,243 10,231,760 8,394,502

819,845 819,845 819,845

925,896 925,896 925,896

1,216,000 1,216,000 1,216,000

1 Plant in Service
2 Less: Accumulated Depreciation
3 Net Plant in Service

4
5 LESS;
6
7 Contributions in Aid of Construction (CIAC)
8 Less: Accumulated Amortization
9 Net ClAC

10
11 Advances in Aid of Construction (AIAC)
12
13 Customer Meter Deposits
14
15 Deferred Income Tax Credits
16
17 Well Settlement Proceeds
18
19 ADD:
20
21 Unamortized Debt Issuance Costs
22
23 Prepayments
24
25 Materials and Supplies
26
27 Deferred Regulatory Assets
28
29 Working Capital
30
31
32 s 21,644,877 $ 32,455,951 $ 27,050,414

References:
Column (A). Schedule MEM 3.2
Column (B): Schedule MEM RCN-1
Column (C)i Column (A) + Column (B) divided by 2



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-3

RATE BASE - ORIGINAL COST

(B) (C)
STAFF

AS
ADJUSTED

LINE
NO.

(A)
COMPANY

AS
FILED

STAFF
ADJUSTMENTS

Adj.
No.

$ $1
2
3

Plant in Service
Less: Accumulated Depreciation
Net Plant in Service $

51,804,423
15,877,022
35,927,401 $

(676,361) 2, 3, e, 7 $
(2,031 ,950) 4
1,355,589 $

51,128,062
13,845,072
37,282,990

LESS;

$ $ $4
5
6

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

Net CIAC 6,119,129 0 $

6,288,097
168,968

6,119,129

7 Advances in Aid of Construction (AIAC) 6,557,243 6,557,243

8 Customer Meter Deposits 819,845 819,845

9 Deferred Income Tax Credits 925,896 925,896

10 Shared Gain on Well 646,000 570,000 1 1,216,000

ADD:

11 Unamortized Debt Issuance Costs 424,010 (424,010) 5

12 Prepayments 192,485 (192,485) 5

13 Materials and Supplies 14,521 (14,521) 5

14 Deferred Regulatory Assets 1,280,000 (1,280,000) 2

15 Working Capital

16 Original Cost Rate Base $ 22,770,304 $ (1,125,427) $ 21,644,877

References:
Column (A), Company Schedule B-1
Column (B): Schedule MEM-4
Column (C): Column (A) + Column (B)
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CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM - 5

RATE BASE ADJUSTMENT #1 - Adjustment to recognize the Well Settlement Proceeds as a regulatory liability
that is allocated 100 percent to the ratepayers and subject at a ten year amortization period.

[A]
COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDEDDESCRIPTION
Well settlement proceeds mischaracterized
as "Shared gain on well." $ 646,000 $ 570,000 $ 1,216,000

References
Col [A]: Company Schedeule B-2
Col [B]: Col [C] - Col [A]
Col [C]: Explanation below. Testimony - MEM.

15 Explanation of Adjustment:
16 Agreement signed 02/05/2005 with Fountain Hills Sanitation District to take Wells 8 & 9 out of service due to

possible contamination from sewage treatment facility in exchange for $1 ,520.000. Proceeds to be allocated 100% to ratepay
because the wells were fully depreciated, thus the original cost had been paid by the depreciation included in rates throughout
the 30 year useful life assigned, which expired in 2001 and 2002. To be amortized over 10 years.

$

24

Original Amount of settlement proceeds.
2005 amortization
2006 amortization

1,520,000
(152,000)
(152,000)

Test year-end balance $ 1,216,000
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CHAPARRAL CITY WATER COMPANY. INC
Docket No. W-02113A-07-0551
Test Year Ended December 31. 2006

Schedule MEM - 5

RATE BASE ADJUSTMENT #1 - Adjustment to recognize the Well Settlement Proceeds as a regulatory liability
that is allocated 100 percent to the ratepayers and subject at a ten year amortization period

COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDEDDESCRIPTION

Well settlement proceeds mischaracterized
as "Shared gain on well $ 646,000 $ 570,000 $ 1.216,000

2
3

References
Col [A]: Company Schedeule B-2
Col [B]: Col [C] - Col [A]
Col [C]: Explanation below. Testimony .. MEM

10

15 Explanation of Adjustment
18 Agreement signed 02/05/2005 with Fountain Hills Sanitation District to take wells 8 & 9 out of service due to

possible contamination from sewage treatment facility in exchange for $1 ,520.000. Proceeds to be allocated 100% to ratepay
because the wells were fully depreciated, thus the original cost had been paid by the depreciation included in rates throughout
the 30 year useful life assigned, which expired in 2001 and 2002. To be amortized over 10 years

20

Original Amount of settlement proceeds
2005 amortization
2006 amortization

1 .520,000
(152,000)
(152,000)

Test year-end balance 1.216,000
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CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-6

RATE BASE ADJUSTMENTS #2 - Reclassify additional CAP Allocation purchased that is an
intangilbe asset in the form of a water right.

Line
£4 DESCRIPTION

[A]
COMPANY
PROPOSED

[Bl
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDED

Deferred Regulatory Assets $ 1,280,000 $ (1,280,000) $

References:
Col [A}: Company Schedeule B-1
Col [B]: Col [C] - Col [A]
Col [C]: Testimony - MEM,

Explanation of  Staf f  Adjustment
Staff has determined that approximately 50% of the additional CAP Allocation of 1,931 acre feet of water purchased in 2007 will
be used and useful by 2012. The contract with CAWCD and CAP for water deliveries is 100 years with renewal provisions so
the purchase has the characteristics of an intangible asset similar to water rights associated with land. Given its attributes, this
purchase should not be treated as having a value which is consumed over time and benefits future periods. The purpose of this
adjustment is to reclassify the cost of the CAP Allocation to NARUC Account #303, Land and Land Rights.

1

2
3
4
5
6
7
8
g

10

11
12
13
14
15
16
17
18
19

NOTE: This adjustment also applies to the RCN schedules.
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CHAPARRAL CITY WATER COMPANY, INC
Docket  No.  W-02113A-07~0551
Tea!  Year Ended December 31.  2006

Schedule  MEM-1

RATE BASE ADJUSTMENT #3 - Reduce General Of f ice plant for disallowed Items and Increase
four-factor allocation to 4%

IB] [C] [D ] [ E l

2
3

DESCRIPTION
General of f ice plant allocat ion

Totals

C OMP AN Y
A S

F I LE D
751 .171
751 .171

STAF F
ADJUSTME NT
s 124,299
s 124,299

STAF F
R E C O MME N D E D

875, 469
875, 469s

[A] :  Company Schedule B-2,  Page 3 and B-a,  Page 3 and below Line be.  Column c
[B] :  Test imony -  MEM and below calmlat ions and Line 47.  Column E
[C]: Col [B] + Col [A]

E x p l a n a t i o n  o f  S t a f f A d i u s t m e n t

Per Exhibit
Schedule B-2,  Page 3

16.452
1.089.237
5.802 .813

(918)

Allocat ion
Factor

14 . 265765
552. 719

10 As Or iginally F iled
11
12 Home Umce Plan! Allocated
13
14
1 5
1 6
1 7
18
1 9
2 0
21
2 2
2 3
2 4

301  O r gan iza t ion
302 F r anch ise  C os t and other Intangible Plant
304 St r uc t ur es  & Imprwements
311 ElectricP umping Equipment
339 Other  P lan!  &  Misc. Equipment
340 Of i ioe Furniture a. Equipment
341 Tr anspor t a t ion Equipment
843 Tools ,  Sh ip s.  Garage Equipment
344 La bora tory Equipment
3 4 5 Power Operated Equipment
346 C ommunicat ion  E qu ipment

Note Below

249.261
165.561

3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%

Original
Allocat ion

52B
34,965

186,270
(29)

27,201
458, 027

17,742
13,021

1 3 0
8,001
5, 315

23.400.978 751,171

Sléf f
Adjustment  A

Adjusted for
Allocat ion

Allocat ion
F8c\of

(420,000)

Per Exhibit
Schedule B-2,  Page 3

16.452
1 .0B9.237
5.802 .813

(918)
847. 382

14.26B.765
552.719
405. 643

(820,254)

(274,001 )

249.261
165.561

16,452
669, 237

5,802,813
(916)

27, 128
14,268,765

278, 718
405.643

4, 061
249, 261
165,561

4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%

Staff
R ecommended

6 5 8
26, 769

232, 113
(37)

1 ,085
570,751

ti ,  149
16,226

1 6 2
9,970
6, 622

2 9 Home Off ice Plant Allocated
3 0 301 Organizat ion
31 302 Franchise Cost  and Other  Intangible P lant
32 304 St ructures &  Improvements
3 3 311 Elect r ic Pumping Equipment
3 4 339 Other  P lant  &  Misc Equipment
3 5 340 Of f ice Furniture &  Equipment
3 6 341 Transportat ion Equipment
37 343 Tools,  Ship &  Garage Equipment
3 8 344 Labor at or y E quipment
3 9 345 P ower  Operat ed E quipment
4 0 348 C ommunica t ion  E qu ipment
41 Note Below
4 2 23.400.978 (1 ,514,255) 21 ,885, 723 875, 469

751.171As or iginal f i led

4 5 Staff  Adjustment to Increase General Off ice Plant 124,299

47 I tems Removed f rom General Off ice Plant  In Staf f  Adjustment
4 8 CPUC Management Audit  -  Completed in 1995,  thus not  applicable to CCWC

Water  Management  P lans -  Completed in 1998,  thus not  applicable to ccwc
Luxury vehicles -  Detail listed below

420, 000
820,254
274,001

1,514,255

54 Note;  Consultants schedule of  GO Plant is $7,979 less Man the list ing in AWR's GL as furnished by the Company. Due to its immater iality Staf f  did not  invest igate this dif ference

Acquired Pr ice
Acanm.
Depr.Vehicles Found by Staff  to be Imprudent

Ford Explorer .  2004

annrmi GX35 - 2004

3/26/2004 s 45, 639 P er  ME M D R 7 5 5.988

8/13/2004 s 40, 039 P er  ME M DR 7. 5 5.253

Ford Expedit ion -  2004

Accr a MD X 2001

8/1312004 s 40 , 785  P er  M E M  D R  75 5.351

11/21/2002 $ 38. 319 P er  ME M D R  75 10, 055

lmlniu QX4 12/11/2002 13,140

Audi SO Avant -  2005 7/6/2005

s

$

s

50,077 Per  MEM DR 7.5

59, 143 P er  ME M D R  75

274, 001 s

3, 880

43,667



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. w-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-8
Page 1 of 3

RATE BASE ADJUSTMENT #4 . ACCUMULATED DEPRECIATION

[B] [C] [DI [E]

LINE
no. DESCRIPTION

General office plant allocation
Totals

STAFF STAFF
ADJUSTMENT A ADJUSTMENT B
$ 84,561 $ 2,116,511
$ 84.561 $ 2,116,511

$
$

[Al
COMPANY

AS
FILED
15,877,022
15,877,022

TOTAL OF STAFF STAFF
ADJUSTMENTS RECOMMENDED
s (2,031,950) 13,845,072
s (2,031,950) s 13,845,072

[A]: Company Schedule B-2, Page 3 and B-3, Page 3 and below Line ea, Column C.
[B]: Testimony - MEM and below calculations and Line 99, Column E.
[C]: Testimony - MEM and below calculations and line 175, Column E.
[D]: Col [B] + Col [C]
[E]: Testimony - MEM

CCWC Plant OCN
Acc um. Depr.
Per Exh. Sch.
B-2 Page ad

357,961
573

183,252

879,456
2,304,464
1 ,996,014
7,154,728
1 ,060,7G4

990,763
235,514

135,962
45,958
60,636

34,980
25

883
31,899

Rounding
Total CCWC Plant Accumulated Depreciation Per Exhibit Schedule B-2. Page ad.

15,473,832
2

15,473,834

1
2
3
4
5
G
7
8
g

10
11
12
13 Acct.
14 Description
15 301 Organization
16 302 Franchises
17 303 Land and Land Rights
18 304 Structures & Improvements
19 305 Collecting & Impounding Reservoirs
20 306 Lakes, Rivers, Other Intakes
21 307 Wells and Springs
22 308 Infiltration Galleries and Tunnels
23 309 Supply Mains
24 310 Power Generation Equipment
25 311 Pumping Equipment
26 320 Water Treatment Plant
27 330 Distribution Reservoirs & Standpipes
28 331 Transmission & Distribution Mains
29 333 Services
30 334 Meters a. Meter Installation
31 335 Hydrants
32 ass Backflow Prevention Devices
33 339 Other Plant & Misc. Equipment
34 340 Office Furniture & Equipment
35 341 Transportation Equipment
36 342 Stores Equipment
37 343 Tools, Ship & Garage Equipment
38 344 Laboratory Equipment
39 345 Power Operated Equipment
40 346 Communication Equipment
41 347 Miscellaneous Equipment
42 348 Other Tangible Plant
43
44
45
46
47
4B
49 General Office Plant Allocated - Acc um Dept OCN

Per Exhibit
Schedule B-4-A

3,046
211 ,596

2,354,430

Allocation
Factor Allocation

98
6,792

75,577

50 301 Organization
51 302 Franchise Cost and Other Intangible Plant
52 304 Structures & Improvements
53 311 Electric Pumping Equipment
54 339 Other Plant a. Misc, Equipment
55 340 Office Furniture & Equipment
56 341 Transportation Equipment
57 343 Tools, Shop & Garage Equipment
58 344 Laboratory Equipment
59 345 Power Operated Equipment
60 346 CommunicationEquipment
61 Total GO Acc um. Depr. - Exh. Sch. B-2. Pg 4, Line 33.
62
63

162,569
8,664,847

552,718
192v488

4,0e2
249,257
155,56t

12,560,374

3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%

5,218
278,135
17,742
6,179

130
8,001
5,315

403,188

Total Accumulated Depreciation Per Exhibit Schedule B-2. Page 1, Line e. 15,877,022



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. w-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-8
Page 2 of 3

Per Exhibit
Sch. B-2. Page 4

3,046
211 ,596

2,354,430

Allocation
Factor

Original
Allocation

98
6,792

75,577

Home
301
302
304
311
339
340
341
343
344
345
345

Office Plant Accumulated Depreciation
Organization
Franchise Cost and Other Intangible Plant
Structures & Improvements
Electric Pumping Equipment
Other Plant & Misc, Equipment
Office Furniture & Equipment
Transportation Equipment
Tools, Ship & Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment

162,569
8,664,647

552,718
192,488

4,062
249,257
165,561

12,560,374

3.21 %
3.21 %
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%

5,218
278,135

17,742
6.179

130
a,001
5,315

403,1BB

Home
Staff

Adjustment A
(3,046)

(153,BB8)

Adjusted for
Allocation

Allocation
Factor

Staff
Recommended

Per Exhibit
Schedule B-2, Pa

3,046
211 ,596

2,354,430
57,708

2,354,430
2,308

94,177

(166,019)

301
302
304
311
339
340
341
343
344
345
346

Office Plant Accumulated Depreciation
Organization
Franchise Cost and Other Intangible Plant
Structures & Improvements
Electric Pumping Equipment
Other Plant & Misc. Equipment
Office Furniture & Equipment
Transportation Equipment
Tools, Ship & Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment

162,559
8,664,647

552,718
192,488

4,062
249,257
165,561

12,560,374

(3,450)
8,664,647

509,051
192,488

4,062
249,257
165,561

(366,620) 12,193,754
As original! filed

(43,867)

4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%

(138)
346,586
20,362

7,700
162

9,970
6,622

487,750
403,188

2
84,561

Add the rounding difference required to agree with the Exhibit
Staff Adjustment A to increase General Office Plant Accumulated depreciation to Colun B, above

3,046
153,888
166,019
43,667

366,620

Acc um Depr
Per DR MEM 7.4 & 7.5

Vehicles Found by Staff to be I
Date

Acquired Price
Acc um.
Dear.

Ford Explorer _ 2004 3/26/2004 s 45,639 5,988

Infinity GX35 - 2004 8/13/2004 $ 40,039 5.253

Ford Expedition - 2004 8/13/2004 $ 40,785 5,351

Acura MDX 2001 11/21/2002 $ 38,319 10,055

Infinity QX4 12/11/2002 s 50,077 13,140

64 Explanation of Staff  Adjustment A
65 As Originally Filed::
66
67
SB
69
70
71
72
73
74
75
76
77
78
79
80
81
82
83
84
B5
86
87
88
89
90
91
92
93
94
95
96
97
98
99

100 Items Removed from GeneralOffice Plant Accumulated Depreciation in Staff Adjustment A:
101 CRC Valuation - inappropriate accumulated depreciation for intangible
102 CPUC Management Audit - Completed in 1995, thus not applicable to CCWC.
103 Water Management Plans - Completed in 1998, thus not applicable to CCWC.
104 Luxury Vehicles - Detail listed below.
105
106
107
108
109
110
111
112
113
114
115
116
117
11 B
119
120
121

Audi S4 Avant - 2005 7/6/2005 $ 59,143 3,880

$ 274,001 $ 43,667



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-8
Page 3 of 3

Explanation of Staff Adjustment B
Explanation of Adjustment:
Agreement signed 02/05/2005 with Fountain Hills Sanitation District to take Wells a & 9 out of service and retire other
Plant identified by Staff as not being used and useful. Also to reclassify plant and accumulated depreciation.

Acct.
L E
304
304

Description
Staff adjustment to Structures and addition to acc um deptbased on half-year cone
Well No. 9 - Install exhaust fan
Subtotal

Q S
11,590

596
12,186

Acc um Dept
(193)
596
40a

307
307
307

Fully depreciated Cost of Well #8 per response to DR MEM-7.3
Fullydepreciated Cost of Well #9 per response to DR MEM-7.3
Engine Well
Subtotal

$ 49,329
54,139
3,348

106,818

$ 49,329
54,139
3,348

106,816

311 Staff adjustment to pumping equipment and addition to acc um dept based on half-y
Subtotal

26,083
26,083

(1 ,630)
(1,630)

320
320
a20
320

CAP Plant #1 1986
CAP Plant #1 - Treatment Equipment 1987
CAP Plant #1 - Treatment Equipment 1989
CAP PIant#1 - Treatment Equipment 19889
Subtotal

1,320,562
288,612
397,339

4,409
2,010,922

1,320,562
288,612
397,339

4,409
2,010,922

305
307
311
320
330
331
333
334
335
340
303

Collecting and Impounding Reservoirs
Wells and Springs (250 hp sub.)
Pumping Equipment (250 hp sub. In 1996 Less Fire hydrant in 1996 and DIP in 200
Water Treatment Equipment (Wafer Treatment Study in 2004)
Distribution Reservoirs and Standpipes (Water Services in 1996 and mains in 2005
Transmission and Distribution Mains (16" main in 2005 and fh Blvd main in 2006)
Services (Water Services in 1996 less Conference Room Table and Chairs in 1993
Meters and Meter Installation (Meter installation in 1973 less service line in 1994)
Hydrants (Fire hydrant in 1996 and DIP in 2005)
Office Furniture and Equipment (Conference Room Table and Chairs in 1993)
Land and Land Rights (NC #348 for RCN)

(6,548)
(65,622)
55,254
34,062

(1 ,S58,272)
1,502,420

106,409
11,193
53,352

1,814
(34,062)

(1 ,801)
(18,727)
24,434

2,908
(104,710)

46,451
30,253
16,154
10,940

585
(6,487)

339
347

Other Plant & Misc. Equip.
Miscellaneous Equipment

106,542
(106,542)

31,889
(31,889)

122
123
124
125
126
127
12a
129
130
131
132
133
134
135
136
137
138
139
140
141
142
143
144
145
146
147
148
149
150
151
152
153
154
155
156
157
158
159
160
161
162 $ 2,156,007 $ 2,116,511

Summary of Staff Adjustment B
Plant Additions . Line 132

Line 141

153
164
165
166
167
168
169
170
171
172

Plant Retirements - Line 133
Line 139
Line 148

Structures and Improvements
Pumping equipment

Subtotal of Additions
Structures and Improvements
Wells and Springs
Water Treatment Equipment

Subtotal of Retirements
Total reduction to Column c above

(193)
(1,630)
(1,823)

596
106,816

2,010,922
2,118,334
2,118,511



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-9

RATE BASE ADJUSTMENT #5 - Eliminate Working Capital Elements

LINE
NO.

1
2
3

DESCRIPTION
Unamortized Debt Issuance Costs
Prepayments
Materials and Supplies

[C]
STAFF

RECOMMENDED
$

$

[A]
COMPANY
PROPOSED

$ 424,010
192,485
14,521

631,016

[B]
STAFF

ADJUSTMENTS
$ (424,010)

(192,485)
(14,521)

(631,016)$
$
$

References:
Col [A]: Company Schedeule B-2
Col [B]: Col [C] - Col [A]
Col [C]: MEM Testimony



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-10

RATE BASE ADJUSTMENT #6 - Capitalize Outside Services Expenses

LINE
no.

ACCT
no. DESCRIPTION

304 Structures and Improvements
311 Electric Pumping Equipment

TOTAL

[A]
COMPANY
PROPOSED
$ _
$ _
$ _

[B] [C]
STAFF STAFF

ADJUSTMENTS RECOMMENDED
$ 11 ,590 $ 11 ,590
$ 26,084 $ 26,084
$ 37,674 $ 37,674

References:
Col [A]: Company Schedeule B-2
Col [B]: Col [C] Col [A]
Col [C]: MEM Testimony

PLANT COSTS REMOVED FROM OUTSIDE SERVICES (MEM 8.1 )
Acct. No. Description
304-Struct & Imprvmnts New irrigation installation $
304-Struct & lmpwmnts Installation of 30' x 6' fencing w/pane $
304-Struct & Imprvmnts Professional survey for new fence lim $

Total for Structures and Improvements $

Amount
2,500
4,375
4,715

11,590

1
2
3

4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

311 - Elem Pumping Equip
311 - Elec Pumping Equip
311 - Elec Pumping Equip

Recondition motor $
Removal & repair of pump $
Removal & repair of motor and pump $

Total for Electric Pumping Equipment $

7,448
5.513

13,123
26,084

Total expensed plant $ 37,674



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-11

RATE BASE ADJUSTMENT #7 - Retire Wells #8 and #9 and Other Plant that is not used and useful.
Also reclassify plant into more appropriate NARUC account categories.

[A]
COMPANY
PROPOSED

$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$
$

(Bl
STAFF

ADJUSTMENT
$ (596)
$ (106,816)

(2,010,922)
(6,548)

(65,622)
55,29
34,062

(1 ,658,272)
1 ,502,420

106,409
11 ,193
53,352
1 ,814

(34,062)
106,542
(106,542)

(2,118,334)$

[C]
STAFF

RECOMMENDED
$ (596)
$ (106,816)
$ (2,010,922)
$ (6,548)
$ (65,622)
$ 55,254
$ 34,062
$ (1 ,658,272)
$ 1,502,420
$ 106,409
$ 11,193
$ 53,352
$ 1,814
$ (34,062)
$ 106,542
$ (106,542)
$ (2,118,334)

References:
Col [A}: Company Schedeule B-2
Col [B]: Col [C] - Col [A]
Col {C]: MEM Testimony

$

320
320
320
320

Description
Fully depreciated Cost of Well #8 per response to DR MEM-7.3
Fully depreciated Cost of Well #9 per response to DR MEM-7.3
Engine Well
Subtotal
CAP Plant #1 1986
CAP Plant #1 - Treatment Equipment 1987
CAP Plant #1 - Treatment Equipment 1989
CAP Plant #1 - Treatment Equipment 19889
Subtotal
well No. 9 - Install exhaust fan

Cost
49,329
54, 139
3,348

106,816
1 ,320,562

288,612
397,339

4,409
2,010,922

596

Acc um DiDI'
$ 49,329

54,139
3,348

106,816
1,320,562

288,612
397,339

4,409
2,010,922

596304

305
307
311
320
330
331
333
334
335
340
303

Collecting and Impounding Reservoirs
Wells and Springs (250 hp sub.)
Pumping Equipment (250 hp sub. In 1996 Less Fire hydrant in 1996 and DIP in
Water Treatment Equipment (Water Treatment Study in 2004)
Distribution Reservoirs and Standpipes (Water Services in 1996 and mains in 21
Transmission and Distribution Mains (1 B" main in 2005 and fh Blvd main in 200(
Services (Water Services in 1996 less Conference Room Table and Chairs in 1!
Meters and Meter Installation (Meter installation in 1973 less service line in 199~
Hydrants (Fire hydrant in 1996 and DIP in 2005)
Office Furniture and Equipment (Conference Room Table and Chairs in 1993)
Land and Land Rights (NC #348 for RCN)

(6,548)
(65,622)
55,254
M 0 6 2

(1 ,658,272)
1,502,420

106,409
11,193
53,352
1,814

(34,062)

(1 ,801)
(18,727)
24,434
2,908

(104,710)
46,451
30,253
16,154
10,940

585
(6,487)

339
347

106,542
(106,542)

31 ,889
(31 ,889)

LINE ACCT
NO_. no . DESCRIPTION

1 304 Structures and Improvements
2 307 wells and Springs
3 320 Water Treatment Equipment
4 305 Collecting and impounding Reservoirs
5 307 Wells and Springs
6 311 Pumping Equipment
7 320 Water Treatment Equipment
8 330 Distribution Reservoirs and Standpipes
9 331 Transmission and Distribution Mains

10 333 Services
11 334 Meters and Meter Installation
12 335 Hydrants
13 340 Office Furniture and Equipment
14 303 Land and Land Rights (NC #348 for RCN)
15 339 Other Plant & Misc. Equip.
16 347 Miscellaneous Equipment
17 TOTAL

18
19
20
21
22
23
24
25
26 Explanation of Adjustment:
27 Agreement signed 02/05/2005 with Fountain Hills Sanitation District to take Wells 8 & 9 out of service and retire other
28 Plant identified by Staff as not being used and useful. Also to reclassify plant and accumulated depreciation.
29
30 Acct.
31 gt
32 307
33 307
34 307
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55 Other Plant & Misc. Equip.
56
57
58

59

$ 2,118,334 $ 2,118,334



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM RCN -1

RATE BASE - RECONSTRUCTION COST NEW

(B) (C)
STAFF

AS
ADJUSTED

LINE
no.

(A)
COMPANY

AS
FILED

STAFF
ADJUSTMENTS

Adj.
No.

$

$

80,816,104
25,894,686
54,92t,418

(2,337,584) 2, 3, 5 $
(2,506,970) 4

169,386 $

78,478,520
23,387,716
55,090,804

35 $ $

9,441,352

10,231,760

$

819,845 $

9,441,352

$ 10,231,760

819,845

925,896925,896

646,000 570,000 1 1,216,000

5

5

5

424,010

192,485

14,521

1,280,000

(424,010)

(192,485)

(14,521)

(1 ,280,000) 2

1 Plant in Service
2 Less: Accumulated Depreciation
3 Net Plant in Service

4
5 LESS;
6
7 Contributions in Aid of Construction (CIAC)
8 Less: Accumulated Amortization
9 Net CIAC

10
11 Advances in Aid of Construction (AIAC)
12
13 Customer Meter Deposits
14
15 Deferred Income Tax Credits
16
17 Shared Gain on Well
18
19 ADD:
20
21 Unamortized Debt Issuance Costs
22
23 Prepayments
24
25 Materials and Supplies
26
27 Deferred Regulatolv Assets
28
29 Working Capital
30
31
32

33
34
35 References:
36 Column (A), Company Schedule B-3
37 Column (B): Schedule MEM RCN-2
38 Column (C): Column (A) + Column (B)

$ 34,767,581 s (2,311,630) $ 32,455,951
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CHAPARRAL cITy WATER COMPANY, INC.
Docket No, W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM RCN-3

RCN RATE BASE ADJUSTMENT #3 . Reduce General Office plant allocation for disallowed items and increase
four-factor allocation to 4%.

[B] [Cl

LINE
no . DESCRIPTION

General office plant allocation @ RCN
Tolals

STAFF
ADJUSTMENT
$ 174,963
s 174,963

STAFF
RECOMMENDED

1,167.091
s 1,167,091

$
s

[Al
COMPANY

AS
FILED

992,128
992,128

[A]: Company Schedule 83, Page 3 and B-4 and below Line 27, Column c.
[B]: Testimony - MEM and below calculations and Line 48, Column E.
[D]: Col [B] + Col [C]

relocation
Factor

RCN Per
Exhibit! Schedule

B-4-A
172,003

16,452
917,234

9,379,730
(1 ,B60)

1 ,055,403
17,188,237

606,575
663,298

15,358
634,172
260,818

30,907,420

s 3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%

RCN
Original

Allocation
5,521

528
29.443

301 .089

(ac)
33,878

551 ,742
19,471
21 ,292

493
20,357

8,372
992,128$

Staff
Adjustment

Allocation
Factor

$

(420,000)

(1 ,015,146)

(295,002)

4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%

RCN Per
Exhibit! Schedule

B-4-A
172,003

16,452
917,234

9,379,730
(1 ,B60)

1,055,403
17,1BB,237

608,575
663,298

15.35B
G341172
260,B18

30,907,420$ (1 ,730,148)

Adjusted for
Allocation

172,003
16,452

4 9 7 , 2 9
9,379,730

(1 ,860)
40,257

17,188,237
311 ,573
663,298

15,358
634,172
260,818

29,177,272

Staff
Recommended

6,B80
658

19,889
375,189

(74)
1,610

687,529
12,463
26,532

614
25,367
10,433

1,167,091
992,128As original filed

174,964Staff Adjustment to Increase General Office Plant

Cost
RCN

420,000
1,015,146

295,002
1,730,148

OCN
420,000
820,254
274,001

1 ,514,255

Date
Acquired

RCN Per
Exhibit( Schedule

B-4-A

3/26/2004 s 48,615

Vehicles Found by Staff to be Imprudent

Ford Explorer - 2004

Infinity GX35 . 2004 8/13/2004 $ 43,242

Ford Expedition . 2004 8/13/2004 s 43 .444

Acura MDX 2001 11/21/2002 s 42,917

Infinity QX4 12/11/2002 $ 56,086

Audi S4 Avant . 2005 7/S/2005 s 60,698

1
2
3
4
5
6
7
B
g

10

11 E xp l a n a t i o n  o f  S t a f f  A d j u s t m e n t
12 As Originally Filed::
13
14 Home Office Plant Allocated
15 308  Land
16 301 Organization
17 303 Franchise Cost and Other Intangible Plant
18 304 Structures & Improvements
19 311 Electric Pumping Equipment
20 339 Other Plant & Misc. Equipment
21 340 Office Furniture & Equipment
22 341 Transportation Equipment
23 343 Tools, Shop & Garage Equipment
24 344 Laboratory Equipment
25 345 Power Operated Equipment
26 346 Communication Equipment
27

28
29
30
31
sz Home Office Plant Allocated
33 308 Land
M 301 Organization
35 303 Franchise Cost and Other Intangible Plant
36 304 Structures & improvements
37 311 Elective Pumping Equipment
38 339 Other Plant8= Misc. Equipment
39 340 Offioe Furniture & Equipment
40 341 Transportation Equipment
41 343 Tools, Shop & Garage Equipment
42 344 Laboratory Equipment
43 345 Power Operated Equipment
44 346 Communication Equipment
45
46
47
48
49
50 items Removed from General Office Plant In Staff Adjustment A:
51 CPUC Management Audit - Completed in 1995, thus not applicable to CCW
52 Water Management Plans - Completed in 1998, thus not applicable to CCW
53 Luxury Vehicles - Detail listed below.
54

55
56
57
58
59
60
S1
62
63
64
65
66
67
68
69
70
71
72

73
$ 295,002



CHAPARRAL CITY WATER COMPANY. INC
Docket No. W~02113A-07~0551
Test Year Ended December 31. 2006

Schedule MEM Rcn-4
Page 1 of 3

RCND RATE BASE ADJUSTMENT #4 . ACCUMULATED DEPRECIATIQN

DESCRIPTION
RCN Acmmulated Depreciation

Totals

COMPANY
AS

FILED
25,894,686
25,894,888

STAFF
ADJUSTMENT A
$ 113,818
$ 113,818

STAFF TOTAL OF STAFF STAFF
ADJUSTMENTB ADJUSTMENTS RECOMMENDED
$ (2,620,7B9) s (2,506,970) 23.387716
$ (2,620,789) $ (2,506,970) $ 23,387,716

[A]: Company Schedule B-2, B-3 and B~4 and below Line 65, Column E
[B]: Testimony - MEM and below calculations and Line 145, Column E
[C]; Testimony - MEM and below calculations and line 193, Column E
[D]: Col [B] + Col [C]
[E]: Col [A] + Col [D], and line 199, Column E

Description

CCWC Plant OCN ccwc Plant OCN
Aocum Depr Anazm. Depr.
Per Exh. Shh Per Exh. Sch.
B-2 Page ad

Ratio of RCN to
Original Cost Acc um. Dear

Per Exh. Sch B-4 Per Exh. Sch. B-4

357.961 376.155 486.820

183.252 54.932 2.7353 150.255

2.0976879.458
2.304.464
1896.014
7.154.728
1 .060.784

990.783
235.514

834.457
2.099.307
1 .431 .816
7.103.857
1.228.978
1 D32. 1 BE

246.174

1 .5902
1 .8292
1 .2590
1 .4609
1 .B716

1 .750.363
2.695.725
2276.817

12.993807
1547.309
1 .507.a82

460.745

135.962
45.958

262.340 277.127

140.176
12925
12395 173.753

43635 57.187

25.603 114612 37.410

16
17
18
19
20
21
22
23
24
25
26
27
2B
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43

301
302
303
304
305
306
307
308
309
310
311
320
330
331
333
334
335
338
339
340
341
342
343
344
345
348
347
348

Organization
Franchises
Land and Land Rights
Structures 8» Improvements
Collecting s. Impounding Reservoirs
Lakes. Rivers. Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Pumping Equipment
Water Treatment Plant
Distribution Reservoirs a Standpipes
Transmission a Distribution Mains
Services
Meters & Meter Installation
Hydrants
Backflow Prevention Devices
Other Plant 8. Misc. Equipment
Office Furniture & Equipment
Transportation Equipment
Stores Equipment
Tools, Ship 8. Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Other Tangible Plant

31 .899

15.473.832
2

15473.89

14.946157 24.502.155
Rounding

Total CCWC Plant Accumulated Depreciation 14.946.757 24.502143

48
Per Exhibit

Schedule B-4-A
Allocation

Faclor

3.21 %
3.21 v,
3.21 %

Allocation

98

Ratio of RCN to
Original Cost Per
Exh. Sch. B~4-A

1.0000

G. O. RCN
Acer.  Dear

211 .596
2.354.430 75.577 122.164

0.0000
1.2455162.569

8.654.647
552.718
192.488

278,135
17742

335.043
19.471
10.10415352

3.7818
249.257
165561

12.560374

3.21%
321%
321%
3.21%
321%
321%
321%

26.357

50 General Office Plan! Allocated . Acc um Depr OCN

51 301 Organization
52 302 Frandwise Cost and Other Intangible Plant
53 304 Structures & Improvements
54 311 Electric Pumping Equipment
55 339 Other Plant 8. Misc, Equipment
56 340 Office Furniture & Equipment
57 341 Transportation Equipment
58 343 Tools, Shop8. Garage Equipment
59 344 Laboratory Equipment
60 345 Power Operated Equipment
e l 346 Communication Equipment
62 Total GO Aocum. Depr. Exh. Sch. B-2. Pg 4, Line 33 403188
63 15.877.022
64 Company Pro-forma RCN Rate Base Adjustment No. 1 for difference between General Ledger and Depreciation Detail Schedules
65 Total RCN Accumulated Depreciation Per Exhibit Schedule B-2 Page 1, Line 7 - To Line 1, Column A above

529.393
25.031536

863.150
25.894686
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CHAPARRAL CITY WATER COMPANY, INC.
Docket No. w-02113A»07-0551
Test Year Ended December31, 2006

Schedule MEM-RCN4
Page 2 of 3

Per Exhibit
Sch. B-2, PruDe 4

3,046
211 ,see

2,354,430

Allocation
Factor

Original
Allocation

98
6,792

75,577

162,589
B,664,647

552,718
192,488

4,062
249,257
165,561

12,560,374

3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%
3.21%

5,218
278,135

17,742
6,179

130
8,001
5,31 s

403,188

Per Exhibi!
Schedule B~2, Page 3

3,046
211 ,596

2,354,430

Staff
Adjustment A

(3,046)
(153,888)

Adjusted for
Allocation

Allocation
F€cfof

57,708
2,354,430

(166,019)152,569
8,584,647

552,718
192,488

4,062
249,257
185,561

12,580,374

(43,667)

(3,450)
8,664.647

509,051
192,488

4,062
249,257
165,561

12,193,754

4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.00%

(366,620)

Acc umDepr
3,045 Per DR MEM 7.4 & 7.5

153,888
166,019
43,667

365,620
Date

Acquired Prim
Acc um.
Depr.Vehicles Found by Staff to be Imprudent

Ford Explorer 2004

Infinity GX35 . 2004

3/26/2004 s 45.639 5,988

8/13/2004 s 40,039 5,253

Ford Expedition . 2004 B/13/2004 s 40,7B5 5.351

AcuraMDX 2001 11/21/2002 $ 38,319 10,055

lnfinni Qx4 12/11/2002 $ 50,077 13,140

Audi S4Avant - 2005 7/6/2005 s 59,143 3,a80

$ 274,001 $ 434667

Staff
Adjusted

Staff
Recommended

G. O. RCN
Acc um Depr.

301
302
304
311
339
340
341
343
344
345
346

Organization
Franchise Cost and Other Intangible Plant
Structures & Improvements
Electric Pumping Equipment
Other Plant & Misc Equipment
Office Furniture 8. Equipment
Transportation Equipment
Tools, Ship & Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment

2.308
94,177

Ratio of RCN to
Original Cost Per
Exh. Sch. B-4-A

1.0000
1.0000
1.6164
0.0000
1.2455
1.2046
110974
1.6352
3.7818
2.5442
1.5754

2,308
152,228

(138)
346.586

20,362
7,700

162
9,970
0,622

487,750

(172)
417,497
22,a45
12,590

S14
25,366
10,433

643,211
529,393

he Explanation of Staff Adjustment A
67 As Originally Filed::
68
69 Home Office Plant Accumulated Depreciation
70 301 Organization
71 302 Franchise Cost and Other Intangible Plant
72 304 Structures E. Improvements
73 311 Electric Pumping Equipment
74 339 Other Plant 8. Misc Equipment
75 340 Office Furniture & Equipment
76 341 Transportation Equipment
77 343 Tools, Ship s. Garage Equipment
78 344 Laboratory Equipment
79 345 Power Operated Equipment
80 346 Communication Equipment
81
82
83
84
85 Home Office Plant Accumulated Depreciation
86 301 Organization
87 302 Franchise Cost Ono Other Intangible Plant
88 304 Structures & Improvements
89 311 Electric Pumping Equipment
90 339 Other Plant & Misc. Equipment
91 340 Office Furniture & Equipment
92 341 Transportation Equipment
93 343 Tools, Ship 8. Garage Equipment
94 344 Laboratory Equipment
95 345 Power Operated Equipment
96 346 Communication Equipment
97
98
99

100
101
102 Items Removed from General Office Plant Accumulated Depreciation In Staff Adjustment k
103 CRC Valuation - Inappropriate aeaimulated depreciation for intangible
104 CPUC Management Audit - Completed in 1995, thus not applicable to CCWC
105 Water Management Plans - Completed in 1998, thus not applicable to CCWC.
106 Luxury Vehicles - Detail listed below.
107
108
109
110
111
112
113
114
115
116
117
118
119
120
121
122
123
124
125
126
127
12B

129
130
131
132
133
134
135
136
137
138
139
140
141
142
143
144

As originally filed Per Exhibit Schedule B-3, Page 4, Line 37

Staff Adjustment A to Reduce General Office Plant Accumulated depreciation for disallowed items and increase
allocation to 4 percent, To line 1, Column B 113,818
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CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W~02113A-07-D551
Test Year Ended December 31, 2006

Schedule MEM-RCN-4
Page 3 of 3

Description

CCWC Plant OCN
Acc um. Depr. Per

Exh. Sch. B-2, Page 3

CCWC Plant OCN
ACCIJITL Depr,
Adjustments

Per Staff
Sched. MEM-8

Ratio of RCN to
Original Cost
Per Exp. Sch. B-4

Staff
Recommended

CCWC RCN
ADCUM DSPF

RCN
AOCUM. Dear.

Per Exh. Sch. B-4

Difference .
Staff

Adjustment B

357,961
573

(403)
(573)

1.2942
110000

462,752 485,820 (24,068)

183,252 (125,543) 27353 157,851 150,255 7.596

879,456
2,304,464
1,996,014
7,154,728
1,060,764

990,763
235,514

26.064
(2,00B.014)

(104,710)
46.451
30.253
16.154
10,940

2.0976
1.2841
1.5902
1 .8292
1 .2590
1.4609
1 .8716

1,899,419
380,871

3,007,552
13,172,397

1,373,590
1,471,005

461,253

1,750,363
2,695,725
2,276,817

12,993,907
1,547,309
1,507,882

460,745

149,056
(2,315,054)

730,735
178,489

(173,719)
(36,B76)

518

135,962
45,958
cs0,636

585
1.0564
1.2925
1.2395

143,630
60,157
75,158

277,127
86,215

173,753

(133,497)
(26,059)
(98,595)

34,980
25

1.3106
1.0000

45,845
25

57,187 (11 ,a42)
25

883
31 ,899

1 4612
1.0000
10000

1,290
31,899

37,410

22,744,505
639

24,502,155
(12)

(as, 120)
31 ,899

(639)
(1 ,757,651 )

12Rounding
15,473,832

2
15,473,834

22,744,505 24,502, 143
(1 ,757,639)

863.150

(2,620,789)

145 Explanation of Staff Adjustment B
146
147
14B
149 Acct
150
151 301 Organization
152 302 Franchises
153 303 Land and Land Rights
154 304 Structures s. Improvements
155 305 Collecting & Impounding Reservoirs
156 306 Lakes, Rivers, Other Intakes
157 307 Wells and Springs
158 30B Infiltration Galleries and Tunnels
159 309 Supply Mains
180 310 Power Generation Equipment
161 311 Pumping Equipment
162 320 Water Treatment Plant
183 330 Distribution Reservoirs & Standpipes
164 331 Transmission a. Distribution Mains
1e5 333 Services
166 334 Meters & Meter installation
167 335 Hydrants
168 335 Backflow Prevention Devices
169 339 Other Plant 8. Misc. Equipment
170 340 Office Furniture & Equipment
171 341 Transportation Equipment
172 342 Stores Equipment
173 343 Tools, Ship & Garage Equipment
174 344 Laboratory Equipment
175 345 Power Operated Equipment
176 346 Communication Equipment
177 347 Miscellaneous Equipment
178 348 Other Tangible Plant
179
180
181
182 Total CCWC Plant RCN Accumulated Depreciation
183 Difference between detail plant schedules and General Ledger accumulated depreciation balances and
184 Company RCN ratios applied lo detail balances.
185 Less Company RCND Rate Base pro-forma adjustment No. 1 to account for the difference between General
186 Ledger ND and detail schedules.
187 Stall* Adjustment B to decrease CCWC Plant RCN Accumulated Depreciation Based on Company Supplied
188 RCN Rates. To Line 1, Column C
189
190
191 Summary of S taff  Recommended RCN Accumulated Deprecai t ion:
192 Staff recommended CCWC RCN Acaimulated Depreciation Calculated Below
193 Staff recommended General Office RCN Aocumulated Depreciation
194 Sta'R recommended Total RCN Acaimulated Depreciation to Column E, Line 1 above

22,744.505
643,211

23,387,716
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CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31,2006

Schedule MEM RCN-5
Page 1 of 2

RCN RATE BASE ADJUSTMENT #6 - Record Plant Additions and Retlrements per Staff Adjustments

[Bl [Cl

LINE
no. DESCRIPTION

[A]
COMPANY

AS
FILED

STAFF
ADJUSTMENT

STAFF
RECOMMENDED

1
2
3
4

$

305,920
1 ,965,394

1,245,937
10,793

1,551,B57
1,976,187

908,287 (528,244) 380,043

3,160,902
9,969,130

13,002,889
31 ,920,448

9,304,078
3,981 ,833
2,192,853

105,725
(3,226,53G)
(1 ,932,296)
1,601 ,0a2

146v911
16,310
77,763

3,266,827
6,742,594

11,070,393
33,521,530
9,450,989
3,998v143
2,270,815

1 ,814,021
349,449
663,541

2,544
1,814,021

351,993
663,541

195,755 195,755

301
302
303
304
305
305
307
308
309
310
311
320
330
331
333
334
335
336
339
340
341
342
343
344
345
346
347
348

Organization
Franchises
Land and Land Rights
Structures & Improvements
Collecting & Impounding Reservoirs
Lakes, Rivers, Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Pumping Equipment
Water Treatment Plant
Distribution Reservoirs & Standpipes
Transmission s. Distribution Mains
Services
Meters & Meter Installation
Hydrants
Backflow Prevention Devices
Other Plant & Misc. Equipment
Office Furniture & Equipment
Transportation Equipment
Stores Equipment
Tools, Ship & Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Other Tangible Plant

57,138 57,138

79,791,438 (2,480,011) 77,311,427

[A]: Company Schedule B-4, and below Line 23 .. 26, Column A.
[B]: Testimony - MEM and Schedule MEM-6 and Schedule MEM-23.
[C]: Col [B] + Col [C]

Company
RCN Per

Exhibit Schedule
8.4

Per Below Analysis
Staff Adjusted

RCN
Difference .

Staff Adjustment
$$

305,920
1 ,965,394

1 ,551,857
1 ,976,187

(1 ,245,937)
(10,793)

908,287 380,043 528,244

3,160,902
9,969,130

13,002,689
31 ,920,44B
9,304,078
3,981 ,833
2,192,853

3,266,627
6,742,594

11 ,070,393
33,521 ,530
9,450,989
3,998,143
2,270,616

(105,725)
3,226,536
1,932,296

(1 ,501 ,082>
(145,911)
(16,310)
(77,783)

1 ,B14,021
349,449
663,541

1 ,814,021
351,993
663,541

(2,544)

195,755 195,755

5
5
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
55
57
58
59
60
61
62
63
64
65
86
67

301
302
303
304
305
306
307
30B
309
310
311
320
330
331
333
334
335
336
339
340
341
342
343
344
345
346
347
348

Organization
Franchises
Land and Land Rights
Structures s. Improvements
Collecting s. Impounding Reservoirs
Lakes, Rivers, Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Pumping Equipment
Water Treatment Plant
Distribution Reservoirs & Standpipes
Transmission & Distribution Mains
Services
Meters s. Meier Installation
Hydrants
Backflow Prevention Devices
Other Plant a Misc. Equipment
Office Furniture & Equipment
Transportation Equipment
Stores Equipment
Tools, Ship & Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Other Tangible Plant

57,138 57,138

79,791 ,438 77,311,427 2,480,011
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CHAPARRAL CITY WATER COMPANY, INC.
Docket No. w-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM RCN-3
Page 2 of2

Staff Adjusted
RCN

Per MSJ
From Sch
MEM 23

From Sch
MEM-6

Staff Adjusted
RCN

271,857
1 ,964,597

1,280,000 1 ,551 .857
1 ,976,18711,590

380,043 380,043

3,240,544
6,742,594

11,070,393
33,521,530
9,450,989
3,998,143
2,270,616

26,083 3,266,627
6,742,594

11 ,070,393
33,521,530
9,450,989
3,998,143
2,270,616

1,814,021
351 ,993
653,541

1,814,021
351,993
663,541

195,755 195,755

301
302
303
304
305
306
307
308
309
310
311
320
330
331
333
334
335
336
339
340
341
342
343
344
345
346
347
348

Organization
Franchises
Land and Land Rights
Structures & Improvements
Collecting & Impounding Reservoirs
Lakes, Rivers, Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Pumping Equipment
Water Treatment Plant
Distribution Reservoirs & Standpipes
Transmission & Distribution Mains
Sen/ices
Meters & Meter Installation
Hydrants
Backflow Prevention Devices
Other Plant a. Misc. Equipment
Office Furniture & Equipment
Transportation Equipment
Stores Equipment
Tools, Ship a Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Other Tangible Plant

57,138 57,138

68
69
70
71
72
73
74
75
76
77
78
79
80
81
82
83
84
85
86
87
B8
89
90
91
92
93
94
95
96 75,993,754 37,573 1 ,280,000 77,311,427



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31 , 2006

Schedule MEM-12

OPERATING INCOME STATEMENT -ADJUSTED TEST YEAR AND STAFF RECOMMENDED

[B] I I I
STAFF

TEST YEAR
AS

ADJUSTED

[D] [E]

LINE
NO. DESCRIPTION

[A]
COMPANY
ADJUSTED
TEST YEAR

AS FILED

STAFF
TEST YEAR Adj.

ADJUSTMENTS

STAFF
PROPOSED
CHANGES

STAFF
RECOMMENDED

1
2
3
4
5

$ 7,364,411
82,289

$ $ 7,364,411
82,289

$ 1,735,265 $ 9,099,676
82,289

REVENUES."
Metered Water Sales
Water Sales - Unmetered
Intentionally Levi Blank
Total Operating Revenues $ 7,446,700 $ $ 7,446,700 $ 1,735,265 s 9,181,965

OPERA TING E)G'ENSES§
$ $ - s

(20,306) 2
$ $

(27,630)
(19,018)

7
8

(38,048)
(17,820)

10
11

969,244
811 ,351
602,982

99,827
85,591
19,800

228,496
25,638
70,430

2,360

969,244
831 ,ass
602,982
127,457
104,609
19,800

266,544
43,458
70,430
(1 ,294) 3,654 g

969,244
811 ,351
602,982

99,827
85,591
19,800

228,496
25,638
10,430

2,360

(61 ,538)
37,214

(86,188)
(76,000)
(64,000)

6
4
3
1
5

83,333
1,2911 oz
1 ,521 ,831
(152,000)

83,333
1 ,297,1 sz
1,521 ,831
(152,000)

6
7

10
11
13
14
15
16
17
18
19
z o
21
22
23
24
25
26
27
28
29
30
31

144,871
1 ,259,948
1 ,sos,019

(76,000)
64,000
47,873

295,813
270,020

(33,413)
197,215

12
13

47,873
262,400
467,295

20,731
661,791

47,873
283,131

1,129,086

Salaries and Wages
Purchased Water
Purchased Power
Chemicals
Repairs and Maintenance
Office Supplies and Expense
Outside Sevices
Water Testing
Transportation
General Liability Insurance
Insurance - Health and Life
Regulatory Commission/Rate Case Expense
Miscellaneous Expense
Depreciation
Amortization of Gain on Well (Settlement Proc
Amortization of Additional CAP Allocation
Taxes other than Income
Property Taxes
Income Taxes
Intentionally Lets Blank
Total Operating Expenses
Operating Income (Loss)

$
$

6,649,430
797,270

$
$

(205,818)
205.818

$
$

6,443,612
1 ,003,088

$ 682,522
$ 1,052,744

$
$

7,126,134
2,055,831

References:
Column (A): Company Schedule C-1
Column (B): Schedule MEM~13
Column (C): Column (A) + Column (B)
Column (D): Schedules MEM-1 and MEM-2
Column (E): Column (C) + Column (D)
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CHAPARRAL CITY WATER COMPANY, INC
Dad<et No. w-02113A~07-0551
Test Year Ended December 31. 2006

Schedule MEM-14

OPERATING INCCME ADJUSTMENT #1 - Well settlement proceeds allocated 100% to ratepayers.

DESCRIPTION
COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDED

Well Settlement Proceeds Amortized $ (76,000) $ (76,000) $ (152,000)

References
Col [A]: Company Sohedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Testimony - MEM and worksheet MEM-5

Explanation of Adjustment
Agreement signed 02/05/2005 with Fountain Hills Sanitation District to take Wells 8 &9 out of service due to
possible contamination from sewage treatment facility in exchange for $1 ,520.000. Gain to be allocated 100% to ratepayers
because the wells were fully depreciated, thus the original most had been paid by the depreciation induced in rates through 2002.

Ratepayers share of proceeds
Based on a ten year amortization, the amount included in instant rate case revenue requirement as "Amortization of

Well Settlement Proceeds

$ 1,520,000

(152,000)



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-15

OPERATING INCOME ADJUSTMENT #2 - Decrease Purchased Water Cost

LINE
no.

1
DESCRIPTION
Purchased Water Cost

[A]
COMPANY
PROPOSED
$ 831,656

[B]
STAFF

ADJUSTMENTS
$ (20,306)

[Cl
STAFF

RECOMMENDED
$ 811,350

References:
Col [A]: Company Schedule C-2
Col [B]: Col [C] - Col [A]
Col [C]: MEM Testimony

From Exhibit Schedule C-2, Page 6 (Proforma Adj #5)

CAP water allocation (acre feet)
Additional CAP allocation

2008 capital cost per acre foot
Total capital cost

$
$

Company
6,978
1,931
8,909

21
187,089

Staff
6,978
965.5
7,944
$21

$166,814

CAP water delivered (acre feet)- 6,500 scheduled, 6,978was delivered
Excess CAP water delivered
Additional acre feet in annualization

2008 delivery cost per acre foot
Total M&l cost

6,978
260

(705)
6,533
$92

$601 ,036

6,978
260

(705)
6,533
$92

$601 ,036

Total CAP purchased water 788,125 767,850

Ground water pumper in acre feet
Excesscapacity percentage
Total projected gallons pumped
CAP Repientishment District assessmentfee

$

260
0.67
174

$250
43,550 $

260
0.67
174

$250
43,500

Total purchased water cost
Test year purchased water cost per GL
increase(decrease)

$
$

831,656
934,095

(102,439)

$
$

Staff Adjustment to eliminate portion of expense not used and useful

811,350
934,095

(122,746)
(102,439)
(20,307) Round to $20,306

$

2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38

Purchased Water Expense per Company
Staff Adjustment to eliminate portion of expense not used and useful
Adjusted Purchased Water Expense $

831,656
(20,307)
a11 ,350



CHAPARRAL CITY WATER CQMPANY, INC.
Docke! NO, W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-16

OPERATING INCOME ADJUSTMENT #a . DEPRECIATION EXPENSE

LINE
n o . DESCRIPTION

[A]
COMPANY
PROPOSED

[Bl
STAFF

ADJUSTMENTS

[Cl
STAFF

RECOMMENDED

1 DepreciationExpense $ 1,608,019 $ (86,188) s 1,521,831

Line
No. Description

Original Cost
Amount

Depreciable
Amount

Projected
Rate Expense

2
3

Explanation of Adiustment:
Account

M
Plant In Service

301 Organization $ $

1 .551,B5B
1,529,642

1,551,858
1,529,642 50.937

159,627 159,627 5,316

1 ,5B8,24S
5,7BS,640
5,512,148

18,953,054
7,496,339
2,736,866
1224,985

1,588,246
5,786,640
6,512,148

17,450,634
7,389,930
2,736,866
1,224,985

198,531
192vG95
144,570
349,013
246,085
227,981

24,500

1,717,229
272,173
535,315

1,717,229
272,173
535,315

114,539
18.154

107,063

149,365 149,365 7,468

4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

302
303
a04
305
306
307
308
309
310
311
320
330
331
333
334
335
336
339
340
341
342
343
344
345
346
347
348

Franchises
Land and Land Rights
Structures & Improvements
Collecting & Impounding Reservoirs
Lakes, Rivers, Other Intakes
Wells and Springs
Infiltration Galleries and Tunnels
Supply Mains
Power Generation Equipment
Pumping Equipment
Water Treatment Plant
Distribution Reservoirs & Standpipes
Transmission & Distribution Mains
Services
Meters & Meter Installation
Hydrants
Backflow Prevention Devices
Other Plant & Misc. Equipment
Office Furniture & Equipment
Transportation Equipment
Stores Equipment
Tools, Ship & Garage Equipment
Laboratory Equipment
Power Operated Equipment
Communication Equipment
Miscellaneous Equipment
Other Tangible Plant

39,105 39,105
106,542

0.00%
0.00%
0.00%
3.33%
2.50%
2.50%
3.33%
6.67%
2.00%
5.00%

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

20.00%
4.00%
5.00%

10.00%
5.00%

10.00%
10.00%
10.00%

3,911
10.654

30
31
32

$ s $ 1,701,415Subtotal General
Less: Non- depreciable Account(s) (LE)
Depreciable Plant (L30~L31 ) $

50,252,592
1 ,551 ,Asa

48,700,734 s

48,750,305
1 ,551 ,8s8

47,198,447

Adjusted

Allocation

7.729

658
26,769

232,113

(37)
1,0as

570,751
11 .149
16,226

162
9.970
e,e22

0 . 0 0 % s
0.00%
3.33%
0.00%
6.67%
6.67%

20.00%
5.00%

10.00%
5.00%

10.00%

72
38,069

2,230 Company India
811

16
499

Home Office Plant Allocated

33 301 Organization
M 302 Franehise Cost and Other Intangible Plant
35 304 Structures & Improvements
36 311 Electric Pumping Equipment
37 339 Other Plant & Misc. Equipment
38 340 Office Furniture & Equipment
39 M 1 Transportation Equipment
40 343 Tools. Ship & Garage Equipment
41 344 Laboratory Equipment
42 345 Power Operated Equipment
43 M G Communication Equipment
44

Company India

$ $ 49,427
45
46

Subtotal General
Less: Non- depreciable Account(s) (L33 and L34)
Depreciable Plant (L44-L45) $

875,469
34,013

841,456

47 Total Depreciable Plant and Depr. Expense before CIAC $ 48,073,916 s 1 ,750,842

48
49
50
51

$ 6,288,097
0.0364

Contributions-in-Aid-of-Construdion (CIAC)
Composite DepreciationlAmor!ization Rate

Less: Amortization of CIAC (L4B x L49)
Depreciation Expense - STAFF [CoL (C), L49 . L50]

s
$

229,011
1,521,831



CHAPARRAL CITY WATER COMPANY. INC
Docket No, W-02113A-07-0551
Test Year Ended December 31. 2006

Schedule MEM-17

OPERATING INCOME ADJUSTMENT #4 . MISCELLANEOUS EXPENSE

[B] [C] [D] [EI

LINE

2

DESCRIPTION
Miscellaneous Expense

Totals
$
$

[A]
COMPANY

AS
FILED
1259,948
1 ,259,948

STAFF STAFF TOTAL OF STAFF
ADJUSTMENTA ADJUSTMENTB ADJUSTMENTS
s 38,164 s (950) 37.214
$ 38.164 s (950) $ 37,214

STAFF
RECOMMENDED

1297.162
1.297.1 e2$

4

6
[A]: Company Schedule B-2, Page 3 and B-3, Page 3 and below Line 26, Column C
[B]: Testimony . MEM and below calculations and Line 48, Column E
[C]: Testimony - MEM and below calculations and line 94, Column E
[D]: Col [B] + Col [C]
[E]: Testimony - MEM and below Line 91, Column E

Explanation of Staff Adiusment A
34.557.114Total Alloeation Pool per worksheet from CCWC

Subtract Membership dues that only benefit California
ratepayers and the dues used for lobbying listed below
Investor related expenses listed below

(251 ,538)
(1 ,040,585)

Adjusted allocation pool
Revised allocation fader

33.264391
4.00% Same percentage used to allocate GO plant.Discussed in

MEM Testimony
Revised allocation of GO Expenses 1330.600

GO Expense relocation Distribution by Account
Company

863,799
43,252

237,614
68,137
79,634

1,292,435
Miscellaneous expense is being charged for all of this adjustment because t

8880.21
8885.21
6980.00
$985.00
8700.00

Staff
Adjustment A

25,507
1,277
7,016
2,012
2,351

38,164

his is where the Company ma

Staff
Recommended

8B9,30G
44,529

244,830
70,149
BI ,9B5

1,330,800

dh its last adjust went for the GO allocation.

List of Investor related expenses;
GL Acct

7031.15 Printing Shareholder
7124.15 Supplies Shareholder
7134.15 OS Other Shareholder
7158.00 Postage Shareholder
8301 .15 T&E Tran Shareholder
8301 .16 T&E Tran Directors
8302.15 T&E Meal Directors
8303.15 T&E Meal Shareholder
8303.16 T&E Meal Directors
8304.15 T8\E Other Directors
8700.16 Other Misc - Directors Fee

TYE Account
Balance

93,342
2,696

298,598
58,478

1,462
2,938

11 ,520
2,794
1,738

404
568,617

1,040,585Total Investor related expenses

22
23

24
25

25 A&G Other XFR
27 Cusp Other XFR
28 A&G Labor XFR
29 Cult Labor XFR
30 Miscellaneous
31

32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48

49
50
51
52
53
54
55
56
57
58
59
GO
61

62
63
64

List of Membership dues that only benefit California ratepayers and dues used for lobbying:
7061.00 Membership Dues Company:

NAWC - 19% lobbying ($119,202x19%)
California Water Association
California Water Association
California Water Association
California Wafer Association
California Foundation
California Urban Waler Cons
California Chamber of Commerce
Los Angeles Chamber of Commerce

Does not benefit CCWC
Does not benefit CCWC
Does not benefit CCWC
Does not benefit CCWC
Does not benefit CCWC
Does not benefit CCWC
Does not benefit CCWC
Does not benefit CCWC

22,648
48,824
48,824
48,824
48,824
15,000
13,745

2,649
2,230

251 ,568

Explanation of Staff Adlusment B
Staff

AdjustmentB

65
66
67

CB Per Co.
GO
70

71

response to MEM DR #1 .125, lobbying expenses of approximately $950 were included in dues
paid to Investor Owned Water Utility Assocaition and Water Utility Association of Arizona. $

$
950
950



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-18

OPERATING INCOME ADJUSTMENT #5 - Reversal of Company pro forma Adjustment #13,
Amortizing Additional CAP Allocation

LINE

NO.
1

DESCRIPTION
Amortization of Additional CAP Allocation

[A]
COMPANY
PROPOSED
S 64,000

[B]
STAFF

ADJUSTMENTS
$ (64,000)

[C]
STAFF

RECOMMENDED
$ _

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



CHAPARRAL CITY WATER COMPANY. INC
Docket No. W-02113A-07-0551
Test Year Ended December 31 . 2006

Schedule MEM-19

OPERATING INCOME ADJ USTMENT #6 - Rate Case Expense

DESCRIPTION
COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDED

$ 144,871 $ (61 ,538) $ 83.333

References
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: MEM Testimony - Normalized Rate Case Expense (/yrs.)

2
3
4

Per Company
Remaining unrecovered rate case expense from the prior case
per Exhibit Shedule C-2, Page 5
Current Estimated rate case expense per C-2, Page 5

154,513
280.000
434.613
144.871

Rate case expense was amortized in the prior rate
case. thus there is an unrecovered amount in the
test year but this will have been fully absorbed
by the time the rates for the current case
become effective so no recognition is warranted

Amortized over 3 years

9
10

100.000

150.000

Per Staff
Remaining unrecovered rate case expense from the prior case
is not recognized because the cost will have been fully
recovered by the time rates for this case become effective
Remand case expenses per Company
Estimated current rate case expense based on the actual
billings of $75,032 through October, 2007
Noralized over 3 years as this has historically been
the Company's rate increase request frequency 83.333



CHAPARRAL CITY WATER COMPANY. INC
Docket No. W-02113A-07-0551
Test Year Ended December 31. 2006

Schedule MEM-zo

OPERATING INCOME ADJUSTMENT #7 . Normalization of Chemicals Expense

LINE
DESCRIPTION

[A]
COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENTS

IC]
STAFF

RECOMMENDED

Normalization of Chemicals Expenses $ 127.457 $ (27,630) $ 99.827

Chemicals expenses - 2004
Chemicals expenses - 2005
Chemicals expenses - 2006

66.210
105.814
127.457

Normalization of Chemicals Expenses - 3-Year Average 99.827

References
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Normalized Chemicals Expense Col [C] L5.

Chemicals for 2007 are $88,968. Two invoices were dated in 12/2006 for the test year.



CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-21

OPERATING INCOME ADJUSTMENT #8 - Repairs and Maintenance

LINE
NO.

[A]
COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDED

1

DESCRIPTION

Repairs and Maintenanoe Expense $ 104,609 $ (19,018) $ 85,591

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

Explanation of Staff Adjustment - To Normalize
R&M - 2004
R&M- 2005
R&M - 2006
Staff recommended R & M expense - Normalized.

96,152
72,640

104,609
91,134

Explanation of Staff Adjustment - To Remove the cost of Pepsi purchased as an employee benefit.

Payments to Pepsi Cola Company of Dallas

Normalized expense net of Pepsi.

$ 5,s4s

85,591



CHAPARRAL CITY WATER COMPANY, INC.
Docket No.W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-22

OPERATING INCOME ADJUSTMENT #9 - Normalization of General Liability lnsulance Expense.

LINE
NO. DESCRIPTION

[A]
COMPANY
PROPOSED

IB]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDED

1 Normalization of Insurance - General Liability Expense $ (1 ,294) $ 3.654 $ 2.360

2
3
4
5
6
7

$ 775
1 ,860

2003 Insurance - General Liability Expense
2004 Insurance - General Liability Expense
2005 insurance - General Liability Expense
2006 Insurance - General Liability Expense
2007 Insurance - General Liability Expense

Normalization of Insurance - General Liability Expense - 5-year Average $
9,167
2,360

References:
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Nomaiized General Liability Insurance Expense Col [C] L5.

Claim paid for 2006 is $2,682 per CCWC response to DR 1.44.



CHAPARRAL CITY WATER COMPANY. INC
Docket No. W-02113A-07-0551
Test Year Ended December 31. 2006

Schedule MEM-23

OPERATING INCOME ADJUSTMENT #10 -Outside Services Expense

LINE
[A]

COMPANY
PROPOSED

[B]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDEDDESCRIPTION

Outside Services Expense
Expensed plant
Late Filing Penalty for 2005 ACC Annual Report
Rate case expense for appellate court

$ 266,544 s

$ 266,544 $

(37,673)
(45)

(330)
(38,048) $

266.544
(37,673)

(45)
(330)

228,496

References:
Column A:
Column B:
Column C:

Company Schedule C~1
Testimony, MEM, Company Data Request Responses MEM 8.1, MEM 16.2
Column [A] + Column [B]

PLANT cosTs REMOVED FROM OUTSIDE SERVICES (MEM 8.1 )
Acct. NO.
304-strum & Impwmnts
304-Struct & Imprvmnts
304-Struc'c & Impwmnts - See (A) below.

Description
New irrigation installation
Installation of 30' x e' fencing w/panels
Professional survey for new fence line

Total for Structures and Improvements

Amount
$ 2,500.00
$ 4,375.00
$ 4,715.00
$ 11,590.00

311 - Elec Pumping Equip
311 - Elec Pumping Equip
311 - Elec Pumping Equip

Recondition motor
Removal & repair of pump
Removal & repair of motor and pump
Total for Electric Pumping Equipment

$
$
$
$

7,448.00
5,512.62

13,122.67
26,083.29

Total expensed plant s 37,673.29

5
e
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

DISALLOWED COSTS REMOVED FROM OUTSIDE SERVICES (MEM 8.1 )
Type of Documentation Description
Check request - See (B) below. Penalty for late filing ACC report
Invoice Rate case expense for appellate court

Total Disallowed Costs

Amount
$
$
$

45.00
330.00
375.00

(A)
(B)

Fee paid to Morrison, Maierle, Inc. for property line surveying services that is a one-time expenditure.
Late filing penalty for 2005 Annual Report to the AZ Corporation Commission
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CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-055t
Test Year Ended December it, 2006

Schedule MEM-24

OPERATING INCOME ADJUSTMENT #11 _ Water Testing Expense

LINE
no. DESCRIPTION

[B]
STAFF

ADJUSTMENTS

[C]
STAFF

RECOMMENDED

1 Normalization of Water Testing Expense per MSJ $

[A]
COMPANY
PROPOSED

43,458 $ (17,820) $ 25,638

References:
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]: Normalized Water Testing Expense Col [C] L1 .



LINE
no. Prope Tax Calculation

STAFF
AS ADJUSTED

STAFF
RECOMMENDED

CHAPARRAL CITY WATER COMPANY, INC.
Docket No. W-02113A-07-0551
Test Year Ended December 31, 2006

Schedule MEM-25

OPERATING INCOME ADJUSTMENT #12 - Property Tax Expense

(C)

$ $

$
$

$

$

1
2
3
4
5
6
7
8
g

1 0
11
1 2
1 3
14
1 5

Staff Adjusted Test Year Revenues - 2006
Weight Factor
Subtotal (Line 1 * Line 2)
Staff Recommended Revenue, Per Schedule MEM-1
Subtotal (Line 4 + Line 5)
Number of Years
Three Year Average (Line 5 / Line 6)
Department of Revenue Mutilplier
Revenue Base Value (Line 7 * Line 8)
Plus: 10% of CWIP -
Less: Net Book Value of Licensed Vehicles
Full Cash Value (Line 9 + Line 10 - Line 11)
Assessment Ratio
Assessment Value (Line 12 * Line 13)
Composite Property Tax Rate (Per Company Schedule C-2, Page s, Line 11

7,446,700
2

14,893,400
7,446,700

22,340,100
3

7,446,700
2

14,893,400
224,140
474,678

14,642,862
23.0%

3,367,858
7.7913%

$
$

7,446,700
2

14,893,400
9,181 ,965

24,075,365
3

8,025,122
2

16,050,244
224,140
474,678

15,799,706
23.0%

3,633,932
7.7913%

$

$
16
17

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

$ 262,400
295,813

18

19
20
21

$ (33,413)Staff Test Year Adjustment (Line 16-Line 17)

Property Tax - Staff Recommended Revenue (Line 14 * Line 15)
Staff Test Year Adjusted Property Tax Expense (Line 16)
Increase in Property Tax Expense Due to Increase in Revenue Requirement

$
$
$

283,131
262,400

20,731

22
23
24

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

$ 20,731
1,735,265
1.194666%



CHAPARRAL CITY WATER COMPANY. INC
Docket No. W-02113A-07-0551
Test Year Ended December 31. 2006

Schedule MEM-26

OPERATING INCOME ADJUSTMENT #13 . TEST YEAR INCOME TAXES

COMPANY
PROPOSED

STAFF
ADJUSTMENTS

STAFF
RECOMMENDEDDESCRIPTION

Income Tax Expense $ 270,020 $ 197.275 467.295

References
Col [A]: Company Schedeule C-1
Col [B]: Col [C] - Col [A]
Col [C]; Schedule MEM-2, Line 52



CHAPARRAL CITY WATER COMPANY, INC.
Docket No W»02113A-07-0551
Test Yea' Ended Deeemba 31, 2006

Schedule MEM-27
Page 1 of 2

RATE DESIGN
Line

Company
Proposed R

Present
Rates

$ 13.60
$ 22.70
$ 45.40
$ 73.00
$ 146.00
s 227.00
$ 454.00
$ 730.00
$ 1, 043. 00
s  1 . 9 8 0 0 0

s
s
s
s
s
s
s
s
s
s

1s.5s
30.97
71 .95
99.81

199.21
309.74
819.47
996.07

1,423.15
2,701 .67

$
s
$
$
s
$
s
s
s
s

Staff
recommended

15.00
25.00
48.00
77.00

150.00
230.00
460.00
925.00

1,300.00
2,300.00

Per Mellor Size ParMeter Size Per Meier Size

s
s
s
s
s

10.00
10.00
10.00
10.00
10.00

s
s
s
s
s

10.00
10.00
10.00
10.00
10.00

s
s
$
s
s

10.00
10.00
10.00
10.00
10.00

Par 1,000 Gallons
Block

D - 3,000 Gallons
3,001 - 9,000 Gallons
Over9,000 Gallons

s
$
$

1.68
2.52
3.03

s
s
s

2.292
3.438
4.134

s
s
s

1.85
2.92
3.33

o to 9,000 Gallons
Over9,000 Gallons

$
$

2.52
3.03

s
$

3.438
4.134

s
s

2.92
3.33

0 to 24,000 Gallons
Over24, 000 Gallons

$
s

2.52
3.03

s
s

3.438
4.134

s
s

2.92
3.33

0 to s0,000 Gallons
Over 80,009 Gallons

s
s

2 5 2
3 0 3

$
s

3.438
4.134

s
s

2.92
3.33

No
1 Monthlv Minimum
2 3/4- inch Meter
s 1- inch Meter
4 11/2- inch Mater
s 2- inch Meter
a 3- inch Meter
7 4- inch Meter
e 6~inch Meter
9 8- inch Meter
10 10- inch Meter
11 12- inch Meter
12
la F ire Hydrants Basic Service
14
15 Fire Hydrants Used for Irrigation
16
17 Monthly Sen/ice Charge for Fire Sprinkler
la 4- inch or Smaller  Meter
19 6- inch Meter
20 B-inch Meter
21 10- inch Meter
22 Larger than 10-inch Meter
23
24
25 Gallons in the Minimum
26
27
pa Commodity Rates
29 (Residential, Commercial, Industrial)
30
31 3/4~inch Meter Resident ial
32
33
34
as 3l4»inch Meter Commercial and Industrial
36
37
ea 1-inch Meter.
39
40
41 1 1/2-inCh Meter
42
43
44 2- inch Meter
45
45
47 3-inch Meter

0 to 100,000 Gallons
Over 100,000 Gallons

s
s

2.52
3 0 3

$
$

3.438
4.134

s
s

2.92
3.33

0 to 225,000 Gallons
Over 225,000 Gallons

s
$

2.52
s o s

s
s

3.438
4.134

s
s

2.92
3.33

0 to 350,000 Gallons
Over 350,000 Gallons

s
s

2.52
3 0 3

s
s

3.438
4.134

s
s

2.92
3.33

0 to 725,000 Gallons
Over 725,000 Gallons

s
s

2.52
3.03

S
s

3.438
4.134

s
$

2.92
3.33

0 to 1,125,000 Gallons
Over 1,125,000 Gallons

s
s

2.52
3.03

s
s

3.438
4 . 1 m

$
s

2.92
3.33

0 to 1,500,000 Gallons
Over 1,500,000 Gallons

s
s

2 5 2
s o s

$
s

3.438
4.134

s
$

2.92
3.33

o to 2,250,000 Gallons
Over 2,250,000 Gallons

s
s

2.52
: w e

s
s

3.438
4.134

$
s

2.92
3.33

All Gallons

All Gallons

All Gallons

2.75

2.75

2.75

2.75All Gallons

s 1.58

s 1.56

s 2.52

s 2.52

s 3.438

s 3.438

s 3.438

s 3.438

s

$

s

s

Present
Rates

Company
Proposed

Staff
Recommended

s
s

25.00
3 5 0 0

s
s

25.00
35.00

S
s

25.00
35.00

$ 35.00
$ 5 0 0 0
s 35.00

Cost
s 2 5 0 0 s
s 2 5 0 0 s
15%  P er  Mon 1
1.5% Per Mon 1

Refer to
above
charges

s
s
s

ss.o0 s 35.00
50.00 $ 50.00
35.00 s 35.00

Cost Cost
25.00 s 25.90
25.00 $ 25.00

5% Per Mont 1.5% Per Month
.5% Par Many 1.5% Per Month
Refer Te Refer to
above above

charges charges

pa
49
50 4- inch Meter
51
52
5:1 6-inch Meter
54
55
as 8- inch Meter
57
58
59 10- inch  Meter
60
SI
52 12~ind' l  Meter
63
64
85 I rrigation/Bulk
SO
Sr Fire Hydrant I rrigat ion/Construct ion
es
as Standpipe (F i re Hydiants)
70
71 F i re Sprinklers
72
73

74  Serv i ce Charges
75 Estab l ishment of Service:
76 Regu lar Hours
77 After Hours
i s  Reestab l i shment  of  Servi ce wi th in  12 Months:
79 Monthly Minimum t imes Months Disconnected

e0 From the Water System [Per ACC Rule 14-2-403(D)]
at  Reconnect ion of Service (Del inquent):
oz Regu lar Hours
ea After Hours
as Water Meter Test (I f Connect)
as Water Meter relocat ion as Customer Request {Per ACC Rule 14~2-405(B)]

as Meter Re-Read (I f  Correct)
a7 N S F  C h e r i  C h a rg e
as  Lat e  F ee  Charg e
59 Deferred  Payment  F inance Charge
90 Service Cal l  . After Hours [PerACC Rule 14-2~403(D)]

91
92
93 Deposi t  Requi rements Res ident ial
94 Deposi t  Requi rements Nor»Resident ial
as Deposi t  I nterest
95
97 " '
98
se . . .

Residential . two times Me average bill. Non-residential _ two and onehaif t imes the estima1e¢1 maximum be.

Interest per [Per ACC Rule 14-2-403(B)]



Docket No W-02t 13A-0T»O551
Test Year Ended December 31, 2066

Schedule MEM-27
Pa g e  2  o f  2

Off -s i te  Faci l i t ies  Hook~up Fee:
5 /8  x  3 /4 - in c h  M e te r
3 /4 - in Ch  M ete r
1 - in ch  M ete r
11 /2 - i r \Ch  M eter
2 - in c h  M e te r
3 - in c h  M e t e r
4 - in c h  M e t e r
6 - inch  o r  Larger  M eter

nmme
saw*

s 1,000.00
$ 1,500.00
s 2,500.00
$ 5,000.00
$ a,000.00
s 1e,000,00
$25,000.00
550,000.00

neon

N O N E

Present
Service Line

Charge

Present
Meter

Installation
Charge

Total
Present
Charge

Proposed
Sewioe Line

Charge

Proposed
Meter

Installation
Charge

(I)
Total

Proposed
Charge

Staff
Proposed

Sewioe Line
Charge

Staff
Proposed

Meter
Installation

Charge

Staff
Total

Proposed
Charge

s 385.00
$ 385.00
s 435.00
$ 470.00
s 830.00
$ 630.00
s 805.00
s 845.00
s 1,170.00
s 1,230.00
s 1.730.00
s 1,770.00

AtCos\

s
$
s
$
s
$
$
$
s
s
s
s

135.00
215.00
255.00
465.00
985.00

1,690.00
1,470.00
2,265.00
2,350.00
3,245.00
4,545.00
6,280.00
A! Cost

$ 52000
$ 600.00
s 690.00
$ 935.00
s 1,595.00
$ 2,320.00
$ 2,275.00
$ 3,110.00
$ 3,520.00
$ 4,475.00
$ 5,275.00
S 8,050.00

AcCost

s
s
s
s
$
$
$
$
$
s
s
$

38500
385.00
435, DO
470.00
630. 00
630. 00
ao5. of
a4s.oo

1 , 170.00
1,230.00
1,730.00
1,770.00

A! Cost

$ 135.00
$ 215.00
$ 255.00
$ 465.00
$ 965.00
$ 1,690.00
$ 1,470.00
s 2,265.00
s 2,350.00
$ 3,245.00
s 4,545.00
s 6,280.00

A! Cost

$ sz0.oo
s  60000
$ 59000
s  93500
$1,59500
$2,32000
$2,275.00
$3,110.00
$3,520.00
$4,475.00
$6,27500
$8,050.00

At cost

s 3B5.00
s 385.00
s 435.00
s 470.00
s 530.00
s 530.00
$ B05.00
$ 845.00
$1,170.00
$11230.00
$1,730.00
$1,770.00

AcCost

s 135.00
s 215.00
s 255.00
s 465.00
s 965.00
s 1,690.00
s 1,470.00
s2,255.00
s2,350.00
s 3,245.00
s 4,545.00
s6,280.00

AcCost

s 520.00
s 600.00
s 890.00
s 935.00
$ 1,595.00
s2,320.00
s2,275.00
s 3,110.00
s 3,520.00
s 4,47500
s 6,275.00
$8,050.00

At Cost

100
101
102
103
104
105
105
107
108
109
1 1 0  " "  T h e  f e e  s h a l l  b e  v a r i a b l e ,  f i xe d  o n  J a n u a r y  1  o f  e a c h  c a l e n d a r  y e a r ,  c o mp u t e d  b y  d i v i d i n g  $ 3 6 9 , 4 0 4 . 5 0  b y  t h e
1 1 1  n u mb e r  o f  h o o k - u p s  d u r i n g  t h e  p r e v i o u s  c a l e n d a r  y e a r ,  h o w e v e r ,  i n  n o  e v e n t  s h a l l  t h e  h o o k - u p  f e e  b e  h i g h e r  t h a n
1 1 2  $ 1 , 0 0 0  n o r  l e s s  t h a n  $ 5 0 0
1 1 3  2 0 0 8  f i l i n g  .  Ne w  w a t e r  i n s t a l l a t i o n s .  M a y  b e  a s s e s s e d  o n l y  o n c e  p e r  p a r c e l ,  s e r v i c e  c o n n e c t i o n ,  o r  l o t  w i t h i n  a
1 1 4  s u b d i v i s i o n .  Pu r p o s e  i s  t o  e q u i t a b l y  a p p o r t i o n  t h e  c o s t s  o f  c o n s t r u c t i n g  a d d i t i o n a l  o f f - s i t e  f a c i l i t i e s  t o  p r o v i d e  w a t e r  p r o d u c i o n ,
1 1 5  d e l i v e r y ,  s t o r a g e ,  a n d  p r e s s u r e  a mo n g  a l l  n o w  s e r v i c e  c o n n e c t i o n s .
115
1 1 1  CAP Ho o k - u p  F e e :
Na  Ne w  w a t e r  i n s t a l l a t i o n s .  M a y  b e  a s s e s s e d  o n l y  o n c e  p e r  p a r c e l ,  s e r v i c e  c o n n e c t i o n ,  o r  l o t  w i t h i n  a
1 1 9  s u b d i v i s i o n .  Pu r p o s e  i s  l o  r e c o v e r  t h e  c o s t s  o f  a d d i t i o n a l  1 , 9 3 1  a . f  o f  CAP a l l o c a t i o n .  F e e  w i l l b e
1 2 0  r e c o mp u t e d  a n n u a l l y  t o  t a k e  i n t o  a c c o u n t  c a n o i n g  c o s t s  o f  u n r e c o v e r e d  b a l a n c e a n d a n n u a l  p a y me n t .
121
122
123
124
125
1 2 6  M e t e r  a n d  Se r v i c e  L i n e  In s t a l l a t i o n  Ch a r g e s
1 2 7  5 / 8  x 3 / 4 - i n c h  M e t e r
1 z e  3 /4 ~ in c h  M e te r
1 2 9  1 - i n c h  M e t e r
i o n  1 1 / 2 - i n c h  M e t e r
1 3 1  2 - i n c h  T u r b i n e  M e t e r
1 3 2  2 - i n c h  Co mp o u n d  M e t e r
1 3 3  '8 - i n c h  T u rb in e  M e te r
1 3 4  3 » i r1 d ' \  Co mp o u n d  M e te r
1 3 5  4 - i n c h  T u r b i n e  M e t e r
1 3 5  4 - i n c h  Co mp o u n d  M e t e r
1 3 7  6 - i n d w  T u rb in e  M e te r
1 3 a  6 - i n c h  Co mp o u n d  M e t e r
1 3 9  8 - i n c h  o r  L a r g e r
140
1 4 1  ( a )
142
143
144
145 IN ADDMON ro THE COLLECTION OF REGUUAR RATES, THE UTILITY WIIL COLLECT FROM IT CUSTOMERS A PROPORTIONATE SHARE
14s OF ANY PRIVlI£GE, SALES,USE, AND FRANCHISE TAX. PER COMMISSION RULE 14-2-409D(5).
147
148 ALL ADVANCES ANDIOR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, OVERHEADS, AND ALL APPLICABLE TAXES, INCLUDING
149 ALL GROSS-UP TAXES FOR INCOME TAXES, IF APPLICABLE.
150

As  me t e r s  a n d  s e r v i c e  l i n e  a r e  n o w  t a xa b l e  i n c o me  f o r  i n c o me  p u r p o s e s ,  t h e  Co mp a n y  s h a l l  w h e n  i n c o me  t a xe s  o n  t h e  me t e r  a n d  s a w i c e  l i n e
c h a r g e s .  An y  t a x c o l l e c t e d  w i l l  b e r e f u n d e d  e a c h  y e a r  a s  t h e  me t e r  d e p o s i t  i s  r e f u n d e d .

NONE NONE NONE
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Typical Bill Analysis
General Semce 3/4-Inch Meter

Gallons
Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

8,450 3237 $ 4416 11 79 36.41%

CompanyProposed

Average Usage

Median Usage 5.500 24 94 34.03 9 0 9 36 43%

Staff Recommended

8.450 3237 s 12.83%Average Usage

Medlan Usage 5.500 2494

:se.4e

27.58 11.87%

Present81 Proposed Rates (Without Taxes)
General Service 3/4-Inch Meter

Gallons Present
Company
Proposed

Staff
Recommended

recommended
Consumption Rates Rates Increase Rates

1 .too
2.000

15.98
1886
$8.79

28.38
27.85
28.31
32.23
35.15
38,07
88.48
41 .4<>

51.88
54.72

13 SO
15.28
16.96
18.64
21.16
23.68
24.94
26.20
28.72
31 24
33.76
32 37
36.79
39.82
42 as
45 88
48.91
51.94
54 97
5800
61.03

61.38
84.71

4.ooo
5.000
5.500
6.000
7.000
8.000
9 000
8.450

10.000
11 .000
12.000
13.000
14.000
15.000
16.000
17.000
18.000
19.000
20.000
25.000
30.000
35.000
40.000
45.000
50.000
75.000

100.000

67.09
8224
97 39

112.54
127.89
142.84
157.99
233.74
309.49

1856
20 85
23 14
25.44
28.87
32.31
34.03
3574
39 18
42.62
46 05
44.16
50.19
54 32
58.45
62.59
66 72
70 ah
74 99
79 12
83 26
87 39
91 53

112 20
132.87
15354
17421
19488
215 55
318 90
422 25

3647%
3647%
36 46%
36.46%
36.45%
36.44%
36 43%
36.43%
36 42%
35.41%
36.41%
35.41 %
36.41%
36.41%
36 42%
36.42%
36.42%
36.42%
36.42%
36.42%
36 42%
36 42%
36.42%
36 43%
3643%
36 43%
36 43%
36 43%
36 43%
36 43%
36 43%

7'£.3ly
74.16

Increase I
1G.29%
10.37%
10.26%
10.25%
10.89%
11 .4498
11 .ws
'I187%
12.22%
12.52%
12.77%
12.88%
12.58%
12.31398
12.18%
12.01 as
11 .ssss
11 .7894
11.68%
11.57%
1149%
11 .41 %
1134%
11 .0898
10.89%
16.76%
10.56%
10.58%
10.51 %
10.31 %
10.21%

h m m
124.88
141 .38
157.95
174.an
257.85
s41.1<>



LINE
no.

CUSTOMER
CLASS

CURRENT RATES
AVERAGE MEDIAN

DOLLARSUSAGE USAGE DOLLARS

Residential 3/4"
Residential 1"
Residential 1.5"
Residential 2"
Residential 3"

Commerical 3/4"
Commerical 1"
Commerical 1.5"
Commerical 2"
Commerical 3"
Commerical 4"

Industrial 3/4"
Industrial 1"
Industrial 15"

Irrigation 3/4"
Irrigation 1"
Irrigation 1.5"
Irrigation 2"
Irrigation 4"
Irrigation 6"

Construction 3/4"
Construction 1"
Construction 2"
Construction 3"
Construction 4"

Fire Hydrant (Standpipe) 3"
Fire Hydrant (Standpipe) 4"

Fire Sprinkler 3/4"
Fire Sprinkler 1"
Fire Sprinkler 1.5"

$
$
$
$
$

32.37
48.14
148.15
256.77
322.97

8,450
10,095
29,821
72,924
70,226

$
$
$
$
$
$

11 ,528
17,907
47,736
68,389
34,550
186,146

43.94
67.83
165.69
245.34
233.07
696.09

$
$
$

5,375

8,000

153,65
217.68
132.57

$
$
$
$
$
$

16,732
41,781
76,173
116,346

1,813,070
5,451,042

39.70
87.88
164.23
254.50

3,055.39
8,957.63

$
$
$
$
$

959
11 ,803
35,000
180,662
94,500

15.10
41.11
129.16
427.83
374.42

$
$

211.82
1,529.63

25,121
516,917

3
63
28

$
$
$

10.01
10.16
10.07

$
$
$
$
$

5,500
7,500

21,500
91,500
83,000

24.94
99.58
30358
303.58
355.16

24.94
36.56
79.42
127.18
174.98
427.34

$
$
$
$
$
$

4,501
5,500
13,500
21,500
11 ,500
79,500

3,500 13.60
22.70
45.50

$
$
$

$
$
$
$
$
$

8,500
15,500
24,500
63,000
157,000

1 ,312,000

26.86
46.88
83.62
171.28
471.92

2,500.72

13.60
40.64
165.04
176.42
392.36

$
$
$
$
$

11 ,500
59,000
19,500
106,000

$
$

169.94
1,641.98

9,500
561,500

10.00
10.00
10.00

$
$
$

CHAPARRAL CITY WATER COMPANY
Docket No. W-02113A-07-0551
Test Year Ended December 31. 2006
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TYPICAL BILL ANALYSIS AVERAGE AND MEDIAN COST COMPARISONS
Page 1 Of 3

2
3
4

10

17

20



LINE
no.

CUSTOMER
CLASS

COMPANY PROPOSED RATES
AVERAGE MEDIAN

USAGE DOLLARS DOLLARSUSAGE

1
2
3
4
5
6
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

Residential 3/4"
Residential 1"
Residential 1.5"
Residential 2"
Residential 3"

Commerical 3/4"
Commerical 1"
Commerical 1.5"
Commerical 2"
Commerical 3"
Commerical 4"

Industrial 3/4"
Industrial 1"
Industrial 1.5"

Irrigation 3/4"
Irrigation 1"
Irrigation 1.5"
Irrigation 2"
Irrigation 4"
Irrigation 6"

Construction 3/4"
Construction 1 '
Construction 2"
Construction 3"
Construction 4"

Fire Hydrant (Standpipe)3"
Fire Hydrant (Standpipe) 4"

Fire Sprinkler 3/4"
Fire Sprinkler 1"
Fire Sprinkler 1.5"

44.17
65.68
202.13
350.32
440.65

$
$
$
$
$

8,450
10,095
29,821
72,924
70,226

59.95
92.53

236.07
334.73
317.99
949.71

$
$
$
$
$
$

11,528
17,907
47,736
68,389
34,550
186,146

$
$
$

5,375

a,000

209.64
296.99
190.73

$
$
$
$
$
$

16,732
41,781
76,173
116,346

1,813,070
5,451,042

76.08
174.51
333.83
499.61

6,543.07
19,360.15

21 .86
71 .55
223.38
820.33
634.63

$
$
$
$
$

959
11,803
36,000
180,662
94,500

$
$

289.01
2,086.90

25,121
516,917

3
63
28

$
$
$

10.01
10.22
10.10

$
$
$
s
$

34.03
145.87
414.19
414.19
484.56

5,500
7,500
21,500
91,500
83,000

$
$
$
$
$
$

4,501
5,500
13,500
21,500
11,500
79,500

34.03
49.88
118.36
17353
238.75
583.06

3,500 18.56
30.97
71.95

$
$
$

47.78
84.26
156,18
316.20
849.51

5,130.13

$
$
$
$
$
$

a,500
15,500
24,500
63,000
157,000

1 ,312,000

18,55
70.51
302.45
255.25
574.17

$
$
$
$
$

11 ,500
59,000
19,500
105,000

$
$

9,500
551,500

231.87
2,240.18

10.00
10.00
10.00

$
$
$



LINE
no.

CUSTOMER
CLASS

STAFF RECOMMENDED RATES
AVERAGE MEDIAN

USAGE DOLLARS DOLLARSUSAGE

1
2
3
4
5
6
6
7
8
9
10
11
12
13
14
15
16

Residential 3/4"
Residential 1"
Residential 1.5"
Residential 2"
Residential 3"

Commerical 3/4"
Commerical 1"
Commerical 1.5"
Commerical 2"
Commerical 3"
Commerical 4"

Industrial 3/4"
Industrial 1"
Industrial 1.5"

36.46
54.48

164.08
289.94
355.06

$
$
$
38
$

8,450
10,095
29,821
72,924
70,226

49.70
77.29

187.39
275.70
250.89
773.55

$
$
$
$
$
$

11,528
17,907
47,736
68,389
34,550

186,146

170.27
242.90
148.89

$
$
$

5,375

8,000

$
$
$
$
$

5,500
7,500

21,500
91 ,500
83,000

27.85
110.78
344.18
344.18
392.36

$
$
$
$
$
$

4,501
5,500

13,500
21,500
11 ,500
79,500

28.14
41.06
87.42

139.78
183.58
462.14

3,500 $
$
$

15.00
25.00
48.00

1
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

IIrrigation / "
Irrigation 1"
Irrigation 1.5"
Irrigation 2"
Irrigation 4"
Irrigation 6"

Construction 3/4"
Construction 1 '
Construction 2"
Construction 3"
Construction 4"

Fire Hydrant (Standpipe) 3"
Fire Hydrant (Standpipe) 4"

Fire Sprinkler 3/4"
Fire Sprinkler 1"
Fire Sprinkler 1.5"

| u>
$
$
$
$
$

, l o t
41,781
76,173

116,346
1,813,070
5,451,042

m o o
147.00
270.43
416.73

5,524.16
16,377.04

$
$
$
$
$

959
11 ,803
36,000

180,662
94,500

17.80
59.46

153.12
604.53
425.94

$
$

226.27
1 ,739.40

26,121
516,917

10.01
10.18
10.08

3
63
28

$
$
$

$
$
$
$
$

69,152
70.26

119.54
260.96
688.44

4,291 .04

8,:>uu
15,500
24,500
63,000

157,000
1,312,000

$
$
$
$
$

11 ,500
59,000
19,500

106,000

15.00
58.58

220.28
133.94
459.52

$
$

177.74
1 ,869.58

9,500
561,500

10.00
10.00
10.00

$
$
$
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EXECUTIVE SUMMARY
CHAPARRAL CITY WATER COMPANY

DOCKET NO. W-02113A-07-0551

CONCLUSIONS

The Chaparral City Water Company ("Company") water system's current source and
storage capacity are adequate to serve the present customer base and reasonable growth

The Maricopa County Environmental Service Department has reported no major
deficiencies and has determined that the Company's system, PWS #07-017, is currently
delivering water that meets water quality standards required by the Arizona
Administrative Code, Title 18, Chapter 4

The Company is located in the Arizona Department of Water Resources' ("ADWR")
Phoenix Active Management Area and ADWR has reported that the Company is in
compliance with its requirements governing water providers and/or community water
systems

The Company has no delinquent Arizona Corporation Commission compliance issues

The Company has an approved curtailment tariff that became effective on October 1

The Company has an approved backflow prevention tariff that became effective on
October 1. 2005

RECOMMENDATIONS

The Company is aware of its 15.9% water loss amount and believes the Central Arizona
Project's ("CAP") intake meter is not accurately registering. For this reason, the
Company will be installing its own CAP water meter at its Shea Water Treatment Plant

Staff recommends that after the Company completes its own CAP water meter
installation, the Company should begin a 12-month monitoring exercise of its water
system. Staff further recommends that the Company docket the results of the system
monitoring as a compliance item in this case by November 1, 2009. If the reported water
loss for the period from October l, 2008 through October 1, 2009, is greater than 10%
the Company shall prepare a report containing a detailed analysis and plan to reduce
water loss to 10% or less. If the Company believes it is not cost effective to reduce water
loss to less than 10%, it should submit a detailed cost benefit analysis to support its
opinion. This report shall be docketed as a compliance item for this proceeding for
review and certification by Star The above report or cost benefit analysis, if required
shall be docketed by December 31, 2009. In no case shall water loss be allowed to
remain at 15% or greater



Page ii

Staff recommends its average annual cost of $25,638 be adopted for the water testing
expense in this proceeding

Staff recommends its adjusted Original Cost value of $48,972,590 and Reproduction Cost
New value of $76,031,428 be used as a guideline for purposes of setting rates in this
proceeding

Staff recommends that approximately half of the requested CAP Water allocation of 966
acre-feet per year be considered used and useful

Staff recommends that the Company continue to use Staff's depreciation rates by
individual National Association of Regulatory Utility Commissioners

Staff recommends that the Company continue to use its unchanged service line and meter
installation charges



Direct Testimony of Marlin Scott, Jr.
Docket No. W-02113A-07-0551
Page 1

1 INTRODUCTION

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

3

4

5

My name is Marlin Scott ,  Jr . My place of employment is the Arizona Corporation

Commission ("Commission"), Utilities Division, 1200 West Washington Street, Phoenix,

Arizona 85007. My job title is Utilities Engineer.

6

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

8 I have been employed by the Commission since November 1987.

9

10 Q- Please list your duties and responsibilities.

11 As a  Ut i l i t ies  Engineer ,  spec ia l iz ing in wa ter

12

and was tewa ter  engineer ing,  my

and eva lua t ion of  wa ter  and

13

responsibilities include: the inspection, investigation,

wastewater systems, preparing reconstruction cost new and/or original cost studies, cost of

14 service studies and investigative reports,  providing technical recommendations and

15

16

suggesting corrective action for water and wastewater systems, and providing written and

oral testimony on rate applications and other cases before the Commission.

17

18 Q- How many cases have you analyzed for the Utilities Division?

19 I have analyzed approximately 510 cases covering various responsibilities for the Utilities

20 Division.

21

22 Q- Have you previously testified before this Commission?

23

A.

A.

A.

A.

A. Yes, I have testified in 71 proceedings before this Commission.



Direct Testimony of Marlin Scott, Jr
Docket No. W-02113A-07-0551
Page 2

1 Q What is your educational background?

2 A I graduated from Northern Arizona University in 1984 with a Bachelor of Science degree

in Civil Engineering Technology

5 Briefly describe your pertinent work experience

6

Q-

A

7

8

Prior to my employment with the Commission, I was Assistant Engineer for the City of

Winslow, Arizona,  for  about two years. Pr ior  to tha t ,  I  was  a  Civil Engineer ing

Technician with the U.S. Public Health Service in Winslow for approximately six years.

9

10 Q- Please state your professional membership, registrations, and licenses.

11 I am a member of the National Association of Regulatory Utility Commissioners' Staff

12 Subcommittee on Water.

13

14 PURPOSE OF TESTIMONY

15 Q.

16

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

and recommendation for the Chaparral City Water Company ("Company") in this

17 proceeding?

18

19

20

Yes. I reviewed the Company's application, reviewed responses to data requests,  and

inspected the water system on April 3, 2008. This testimony and its attachment present

Staffs engineering evaluation. .

21

22 ENGINEERING REPORT

23 Q- Please describe the attached Engineering Report, Exhibit MSJ.

24

25

26

A.

A.

A.

Exhibit MSJ presents the details and analyses of Staffs findings, and is attached to this

direct testimony. Exhibit MS] contains the following major topics: (1) a description of

the water system and the processes, (2) water use, (3) growth, (4) compliance with the



Direct Testimony of Marlin Scott, Jr
Docket No. W-02113A-07-0551
Page 3

2

3

4

mies of the Maricopa County Environmental Services Department, Arizona Department of

Water Resources, and the Arizona Corporation Commission, (5) reproduction cost new,

(6) Central Arizona Project Water allocation, (7) depreciation rates, (8) service line and

meter installation charges, (9) cmailment plan tariff, and (10) backflow prevention tariff.

5

6 My conclusions and recommendations from the Engineering Report are contained in the

"EXECUTIVE SUMMARY", above.7

8

9

10

Q. Does this conclude your direct testimony?

A. Yes, it does.



n

Name or Description Plant Items Location

Canal pumping station &
Intake

l

I
g
I

Raw CAP Water Storage
Tank

I
i
I

3 each, 450-Hp vertical turbine
booster pumps (1 pump @3,000

GPM, 2 pumps @ 6,200 GPM, and 3
pumps @ 8,500 GPM), 10,000 gallon

surge tank, 24-inch meter
[GPM = gallons per minute]

Shea Blvd./122nd St.

I

3.5 million gallons Shea WTP

EXHIBIT MSJ
Page 1 of 22

Engineering Report
For
Chaparral City Water Company
Docket No. W-02113A-07-0551 (Rates)

September 19, 2008

A. LOCATION OF CHAPARRAL CITY WATER COMPANY ("COMPANY")

The Company serves the Town of Fountain  Hil ls which  is located along the eastern  ci ty
l imi t s  of Scot t sda le.  Figur e A-1 sh ows th e loca t ion  of th e Compan y wi th in  Mar icopa  Coun ty
and Figure A-2 shows the approximate 21 square-miles of cer tificated area.

B. DESCRIPTION OF WATER SYSTEM

T h e  wa t e r  s ys t e m  wa s  f i e l d  i n s p e c t e d  on  A p r i l  3 ,  2 0 0 8 ,  by A r i z on a  C or p or a t i on
C om m i ss i on  ( "AC C "  or  "C om m i ss i on " )  S t a ff  m em ber s ,  Ma r l i n  Scot t , Jr., Dor oth y Ha in s ,
Marvin  Mil lsap,  and Derek Eaddy,  in  the accompaniment of Rober t  Hanford,  James Moore,  and
William Vernon, representing the Company.

The operation of the water system consists of a Central Arizona Project ("CAP") water
treatment plant ("WTP"), two wells, nine storage tanks, seven booster stations and a distribution
system, with four pressure zones, sewing approximately 13,345 customers during the test year
ending December 31, 2006. A system schematic is shown in Figure B-1 with detailed plant
facility descriptions as follows:

Table 1. CAP Water Canal and Treatment Plant



Well Name
Or #

1
3 Pump HP

Pump
GPM

Casing Size
& Depth

350 - Turbine 1,700 20/16" X 450/288'

55-604787 250 - Submersible 1,100 20/16" X 300/468'

TOTAL : 2,800 GPM

V`
3.5

@Blackbird, Golden Eagle & Eagle Nest

11.5 MGTotals:1 9

1.5 1 @ Lotus

1.25 4
@ Fountain Hills, Mayan, Eagle Ridge &

Crestview
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In the pr ior  rate case with  a Test Year  ending December  31,  2003, the Company operated
the Shea  WTP #1,  a  3  mi l l ion  ga l lon  per  day sur face water  t r ea tmen t  plan t .  According to the
Company,  th is Shea WTP #l  was taken  out-of-service in  2003 and wil l  not  be placed back in to
service.  (See Section H of th is repor t  for  Staffs adjustments to the plant-in-service.)

Table 2. Well Data

Table 3.  Storage Tanks



!
I

I

4

s Location
gI

Plant Facilities
Storage Tanks

(From in Table 3)

Blackbird 40 & 60-Hp VT booster pumps 500,000 gal. storage tank
i
1 (Reservoir No. 1) 15,000 gal. pressure tank I

1 Fountain Hills 75-Hp VT booster pump

100-Hp VT booster pump

10,000 gallon pressure tank

I

Lotus 40 & 60-Hp VT booster pumps

(Reservoir No. 3)¢
I 1,000 gal. Pressure tank

I
Two 125-Hp VT booster pumps

Two 75-Hp VT booster pumps

I Two 125-Hp VT booster pumps I

(Reservoir No. 6)

1,000 gal. & 5,000 gal. pressure tanks I

Crestview Two 75-Hp VT booster pumps

I (Reservolr No. 7) Two 40-Hp VT booster pumps 3

2,000 gallon pressure tank

I

1.25 MG storage tank

1.25 MG storage tank

40-Hp VT booster pump I
I

Two 75-Hp VT booster pumps
t

i
Eagle Nest I500,000 gal. storage tank

II (Reservoir No. 8)
I



MaterialDiameter Length!
Ii
I

I 4-inch 57,344 Pr.

488,610 ft.

11/a

6-inch n/a

8-inch Wa 217,628 ft.
4,050 ft.10-inchI n/a

I 12-lnch n/a 132,124 ft.
I l6-inch n/a

I
30,045 ft.

18-inch n/a
!

I

Total:

Size Quantity

3/4-inch 8,587
1- inch 4,382

I
1-1/2-inch

2-inch

3 -ch compound

4-inch compound

6-inch compound

Total :

I163

39

9

13,345 I

3

Size
\

i
Quantity

Standard
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Table 5. Water Mains

Table 6. Customer Meters

5/8 x 3/4-inch

162 I

Table 7. Fire Hydrants

c. WATER USE

Water Sold

Ba sed  on  t h e  i n for m a t i on  p r ovi ded  by t h e  Com pa n y,  wa t er  u se  for  t h e  yea r  2006  i s
presen ted in  Figure C-1.  Customer  consumption  exper ienced a  h igh  month ly average water  use

I
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of 605 gallons per day ("GPD") per connection and a low monthly average water use of 326
GPD per connection for an average annual use of 432 GPD per connection

Non-Account Water

Non-account water should be 10% or less. The Company reported 2,474,323,000 gallons
pumped/purchased and 2,080,213,000 gallons sold, resulting in a water loss of l5.9%. The
Company is aware of the percentage of the water loss amount and believes the CAP's intake
meter is not accurately registering. For this reason, the Company will be installing its own CAP
water meter at the Shea WTP by September 2008

Staff recommends that after the Company completes its own CAP water meter
installation, the Company should begin a 12-month monitoring exercise of its water system
Staff further recommends that the Company docket the results of the system monitoring as a
compliance item in this case by November 1, 2009. If the reported water loss for the period from
October 1, 2008 through October 1, 2009, is greater than 10%, the Company shall prepare a
report containing a detailed analysis and plan to reduce water loss to 10% or less. If the
Company believes it is not cost effective to reduce water loss to less than 10%, it should submit a
detailed cost benefit analysis to support its opinion. This report shall be docketed as a
compliance item for this proceeding for review and certification by Staff The report or cost
benefit analysis, if required, shall be docketed by December 31, 2009. In no case shall water loss
be allowed to remain at 15% or greater.

System Analysis

The water system's current source capacity of 11,300 GPM and storage capacity of 11.5
million gallons is adequate to serve the present customer base and reasonable growth.

D. GROWTH

Figure D-1 depicts the customer growth using linear regression analysis. The number of
service connections was obtained from annual reports submitted to the Commission. During the
test year 2006, the Company had 13,345 customers and it is projected that the Company could
have approximately 15,350 customers by December 2012.

E. MARICOPA COUNTY ENVIRONMENTAL
("MCESD") COMPLIANCE

SERVICES DEPARTMENT

Compliance

On May 1, 2008, MCESD reported the Company's system, PWS #07-017, had no major
deficiencies and based on data submitted to MCESD, MCESD has determined that this system is
currently delivering water that meets water quality standards required by the Arizona
Administrative Code, Title 18, Chapter 4.
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Water Testing Expense

The Company reported its water testing expense at $43,458 for the 2006 test year. Staff
has reviewed the Company's reported amount and has made certain adjustments to determine
Staffs average annual cost of $25,638 as shown in Table E-1. Staffs major adjustment relates
to the disallowance of testing costs to the Shea water treatment plant #1 that is no longer in
service. The Company also did not annualize its testing cost. Staff recommends its average
annual cost of $25,638 be adopted for this proceeding

ARIZONA DEPARTMENT
COMPLIANCE

OF WATER RESOURCES ("ADWR»)

The Company is located in the Phoenix Active Management Area ("AMA"). According
to ADWR, ADWR has reported that the Company is in compliance with its requirements
governing water providers and/or community water systems

ARIZONA CORPORATION COMMISSION COMPLIANCE

According to the Utilities Division Compliance Section, the Company had no delinquent
ACC compliance issues

REPRODUCTION COST NEW AND ORIGINAL COST

The Company submitted a trended reconstruction cost new plant asset listing for the year
ending December 31, 2006. Although the Company labeled its trended plant asset listing as
reconstruction", the actual method used was "reproduction", i.e., reproducing Original Cost

("OC") values using trend factors to estimate the Reproduction Cost New ("RCN") values. This
OC/RCN exercise reported an OC plant-in-service value of $51,053,251 and a RCN plant-in
service value of $79,791,438 Staff has reviewed the Company's OC and RCN values and
recommends that these values be accepted with the following adjustments

Staffs Adjustment #1 - Used and Useful Plant

Through the Held inspection and data requests, Staff considered eight plant asset items
not used and useful. Staff removed the following plant items from the OC and RCN listings



g Acct.

No.I
I Plant item

Acquisition
Date OC RCN

i

I
|

1
I

304
i 307
307
307
320
320
320
320W

Well #9 - Install exhaust fan
Well #8 1971
Well #9 1972
ENGINE WELL
CAP Plant #1 - Plant 1986
CAP Plant #1 - Treatment equip. 1987
CAP Plant #1 - Treatment equlp. 1989
CAP Plant #1 - Treatment equip. 1989

31-Aug-99
31-Jan-71
31-Jan-72
31-Dec-86
31-Dec-86
31-Dec-87
31-Jan-89
31-Dec-89

595
49,329
54,139
3,348

1,320,562
288,612
397,339

4,409

797
214,695
220,589

5,388
2,179,720

465,965
610,432

6,774

Total: 2,118,334 3,704,360
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Table 8. Plant Not Used and Useful

Staff s Adjustment #2 - Reclassification of Plant

Through the review of the RCN asset listing and data requests, Staff reclassified 42 plant
asset items (that included recalculation of the RCN values using the reclassified trending factors)
from the OC and RCN listings :



Trend
Source

n
base

n
factor

1
)

RCN
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Table 9. Plant Reclassification

HW155

HW155

90.267

36.356

1.479.926Hwl55
HW155

HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155
HW155

24.463

HW155

58.574

17.718

HW155



| Ac
, No.

Acquisit.
Date OC

Trend
Source

n
base

n
factor RCN

New initiation installation
Installation of 30'x6' fencing
Professional survey for fencing

304 Total:

Recondition motor
Removal & repair pump
Removal & repair motor/pump

31 l Total:

HW155
HWI55
HW155

HW155
HW155
HW155

4 3 4
4 3 4
4 3 4

619
619
619

2006
2006
2006

2006
2006
2006

2,500
4,375
4,715

11,590

7,448
5,513

13,123
26,084

4 3 4
4 3 4
4 3 4

6 1 9
6 1 9
6 1 9

2,500
4,375
4,715 l

11,590

7,448
5,513

13,123
26,084

TOTAL : $37,674

335
335

A¢il2t8.53 so
3 I -Mar-05
3 l -Dec-96

10.368
42.984

H w l 5 5
HW155

610
610
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11
66.548

ow . t

340

Fire Hy t & DIP
Install hydrant 1996

Chairs (5) & Conti Room 31-Dec-93 814 CPI 202.6 144.5

Staff' s Adjustment #3 - Capitalization of Expenditures

Staff capitalized six outside service expenditure items that were included in the OC and
RCN listings

Table 10. Capitalization of Expenditures

Staffs Adjustment to the Plant-in-Sen/ice

Based on Staf fs above ad justments to the  Company 's OC and RCN plant~in-service
values, Staf f recommends the  fo l lowing OC and RCN plant- in-service  values be u s e d  a s  a
guideline for purposes of setting rates in this proceeding

33



I1 Company's Plant-in-Service
i: Acct.
8 No. Descriptions OC RCN OC RCNI

I!
!

4 303

304

307

311

320

1 330

§ 331

333

334

335

339

340

341

343

346

ll 348

Land & Land Rights
Structures & Improvements
Wells
Pumping Equipment
Water Treatment Equipment
Distribution Reservoirs
Trans. & Distribution Mains
Sendces
Meters
Hydrants
Other Plant & Misc. Equip.
Office Furniture & Equip.
Transportation Equipment
Tools, Shop & Garage Equip.
Communication Equipment
Other Tangible Plant

271,857

1,518,648
332,065

1,506,908
7,763,500
8,176,967

17,450,634
7,389,930
2,725,673
1,171,633
1,717,230

270,358
535,315
149,365
39,105

34,063

271,857
1,965,394

908,287
3,160,902
9,969,130

13,002,689
31,920,448
9,304,078
3,981,833
2,192,853
1,814,021

349,449

663,541
195,755
57,138
34,063

271,857
1,529,643

159,627

1,588,245
5,786,640
6,512,148

18,953,054
7,496,338
2,736,866
1,224,985
1,717,230

272,172
535,315
149,365
39,105

0

1

i

271,857
1,976,187 I

380,043 I
3,266,628
6,742,594

11,070,393
33,521,530
9,450,989
3,998,143
2,270,616 .
1,814,021

351,993
663,541

195,755
57,138

0
!
!
i Totals: $51,053,251 $79,791,438 $48,972,590 $766031,428
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Table 11. Staffs Adjustment to Plant-in-Service

1. ACQUISITION OF ADDITIONAL CAP WATER ALLOCATION

Background

In 1983, the Secretary of the Interior released its decision regarding the final allocation of
CAP Water. Under that decision, 638,823 acre-feet of the annual water supply was allocated to
municipal and industrial ("M&l") users. However, some entities that were allocated M&I water
declined to enter  into a subcontract,  leaving a total of 80,312 acre-feet of the M&l supply
available for reallocation. Of this amount, 14,665 acre-feet was reassigned due to the Indian
Tribe Water Rights Settlement Act of 1992, resulting in 65,647 acre-feet of water being available
for reallocation of CAP M&I water users.

In 1994, the ADWR initiated a process to develop a recommended reallocation for the
65,647 acre-feet of uncontracted M&I CAP Water. The ADWR solicited applications and a total
of 53 entities applied, requesting more than 350,000 acre-feet of water. Using a selected
methodology, the ADWR selected 26 applicants that allocated a portion of the 65,647 acre-feet
of CAP water. Using this methodology, ADWR apportioned the water to provide a dependable
water supply by using a demand rate which reflects the maximum use rates set by the Second
Management Plan in the AMAs through the year  2023. However,  the process was never
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completed due to an intervening lawsuit between the U.S. Bureau of Reclamation and the Central
Arizona Water Conservation District ("CAWCD") regarding the CAWCD's repayment
obligation for the CAP

In 1999, after a five year delay, the ADWR reinitiate the reallocation process. Using the
same basic methodology that was used to generate the 1994 allocation, the ADWR regenerated
the proportionate share of the 65,647 acre-feet relative to the population projections and water
demand for the year 2040. However, because the total projected needs of the applicants were
considerably greater than the supply, the total amount of water that could be allocated to any
applicant was limited to 8,206 acre-feet or 12.5% of the total supply of 65,647 acre-feet

Of the original 26 applicants considered in the reallocation process, some applicants had
elected to not participate in the 1999 reallocation process. As a result, the ADWR made a
reallocation recommendation for the remaining 20 applicants. The final recommendation
regarding the reallocation of the 65,647 acre-feet of M&I CAP water included the Company
receiving 1,931 acre-feet of additional CAP water

Company's Additional CAP Water Allocation

In its rate application filing with a Test Year ending December 31, 2006, the Company
stated that it will be purchasing by January 2008 an additional 1,931 acre-feet per year of CAP
Water at a cost of $1,280,000. The Company purchased this additional allocation in December
2007. The Company currently has a CAP Water allocation of 6,978 acre-feet per year
According to the Company, the additional CAP Water allocation is needed to, a) improve the
long-term security of water supplies for its customers, 2) allow the Company to reinforce and
continue its reliance on a renewable supply of surface water, and 3) the additional allocation will
act as a drought buffer

Staff has evaluated the additional CAP Water allocation to determine if the additional
allocation is needed and if so. how much of the allocation would be needed. To assist in its
evaluation, Staff produced Table 1-2 and Figure 1-1 to show the CAP Water Allocation and its
projected use. The data in Table 1-2 was taken from the Company's Annual Reports and used to
depict the CAP Water purchased using linear regression analysis. Based on Figure I-l, it appears
the current CAP Water allocation was exceeded in 2006 and that additional CAP Water is
needed. Figure I-l also shows that approximately half of the requested allocation (314.6 million
gallons or 966 acre-feet per year) would be needed within a five-year period

In Decision No. 68238, dated October 25, 2005, the Company was granted an Order
Preliminary ("OP") for a Certificate of Convenience and Necessity ("CC&N") extension. In
order to obtain a Final Order granting this CC&N extension, one of the requirements was for the
Company to demonstrate sufficient water source capacity for its water system. The OP
compliance requirements are due within a three-year timeframe, with a due date of October 25

Based on the above discussion, approximately half of the requested CAP Water
allocation of 966 acre-feet per year should be considered used and useful
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J . DEPRECIATION RATES

In the prior rate case, the Company adopted Staffs typical and customary depreciation
rates. These rates are presented in Table J-1 and it is recommended that the Company continue
to use these depreciation rates by individual National Association of Regulatory Utility
Commissioners ("NARUC") category.

K_ SERVICE LINE AND METER INSTALLATION CHARGES

The Company requested no changes to its service line and meter installation charges.
These unchanged installation charges are shown in Table K-l .

L. CURTAILMENT TARIFF

The Company has an approved curtailment tariff that became effective on October 1,
2005.

M. BACKFLOW PREVENTION TARIFF

The Company has an approved backflow prevention tariff that became effective on
October 1, 2005.
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FIGURES

Maricopa County Map .. Figure A-1

Certificated Area .. Figure A-2

System Schematic .. .Figure B-1

Water Use.. . Figure C- 1

Growth o Figure D-1

CAP Water Allocation .. Figure I- 1

TABLES

Water Testing Cost .Table E-1

Water Pmnped and Purchased .. .Table 1-2

Depreciation Rates .. ~.Table J-1

Service Line and Meter Installation Charges.. . Table K- 1
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Figure B-1. System Schematic
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mi 944
120

Figure C-1. Water Use
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Data from Company's Annual Reports

Year

Total
Pumped/

Purchased
(x 1000)

CAP
Total

(x 1000)
Wells

(x 1000)

CAP
WTP #1
(x 1000)

CAP
WTP #2
(x 1000)

Future CAP
Allocation

(x 1000 Gal.)

Current CAP
Allocation

(x 1000 Gal.)

172924
200A86
210,625

2,034,124
2,157,873
2,178,924

695,440
753,042
781,956

1,158,760
1,204,345
1,186,343

*226A03

1,854,200
1,957,387
1,968,299
,898,900

537410 242,180
325,400
84,590
35,528

2,071,680
2,362,807
2,474,538
2,309,161

1,292,390
2,037,407
2,389,948
2,273,633

1,829,500
2,037,407
2,389,948
2,273,633

* es8rnate

2000

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2,902,809
2,902,809
2,902,809
2,902,809
2,902,809
2,902,809

2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
2,273,633
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2809 2001 2082 2003 2e»o.¢ 2905 2988 wav awe 2869 sew $3011 2012

3- CAP Water Well Water Current CAP allocdMon Future CAP allocation

Figure 1-1. CAP Water Allocation

A Lnnedr (CAP Waler)

Table 1-2 . Water Pumped & Purchased



CHAPARRAL CITY WATER COMPANY

CAP Intake (Raw)
52
4
12
12
12
4
1

$20
$0
$35
$9
$45
$11
$0

Total/Fecal Coliform
Giardia./Crypotosporidium
TOC
Total Alkalinity
Perchlorate
Aluminum
Others/IOC

Well #10 - Palisades (POE #003)

i
I

I

1

1

4

1

1

2

4

1

1

2

1 2

1

$393
$108
$15
$15
$90

$1,055
$50
$11
$11
$0
$18
$0

ICes
Asbestos
Nitrate
Nitrite
VOCs
SOCs
Radiochemical - G.A.
Sodium
Nickel
Unregulated (UCMR)
Total Coliform
Others/IOCs

I

1

I

1
1
4
1
l
2
4
1
l
2
12
1

$393
$108
$15
$15
$90
$0
$50
$11
$11
$0
$20
$0

Well #11 - Saguaro (POE #004)
IOns
Asbestos
Nitrate
Nitrite
VOCs
SOCs
Radiochemical - G.A.
Sodium
Nickel
Unregulated (UCMR)
Total Colifomi
Others/IOCs

1
1 1

1
4

$393
$108
$15

Shea SWTP #2 (POE #005)
IOns
Asbestos
Nitrate

Average
Annual

Cost

1'I

$1,040 I
$0 I

$420
$108 i
$540 l

$44
$0

$131
$12
$60

$2
$30

$703
$50

$4
$4 l
$0 i

$216

$0

.
I$131

$12
$60
$2
$30

$0
$50
$4
$4
$0

$240

$0

$393
$12
$60

I

I

I

| Water Testing Cost for TY 2006

Constiments Frequency
No. of

Samples
Cost per
Sample

Total
Cost
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Table E-1. Water Testing Cost



TOTALS: $31,865 $25,638
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$15
$90

$1,055
$50
$11
$11

$15
$90

$2,110
$200
$11
$11

$90
$703
$50
$11
$11

$11 $132
$108
$132
$420
$540

$132
$108
$132
$420
$540

Nitrite
VOCs
SOCs
Radiochemical - G.A.
Sodium
Nickel
Unregulated (UCMR)
Giardia/Crypotosporidium
Aluminum
Total alkalinity
Calcium
TOC
Perchlorate
Others/IOC

9 years
yearly

2 qrtrs./3 yrs.
4 qrtrs./4 yrs.

yearly
yearly

4 qrtrs. In 2006
quarterly
monthly
monthly
monthly
monthly
monthly
3-years

$11

$35
$45

Distribution System
Total Coliform
HAA5 s
TTHMs
Lead & Copper
Asbestos

monthly
quarterly
quarterly
3-years
9 years

300 $18
$85
$65
$22
$108

$5,400
$4,080
$3,120
$660
$216

$5,400
$4,080
$3,120

$220
$24

Shea SWTP WW Discharge
IOns
VOCs
SOCs

annual
annual
annual

$90
$1 .055

$90
so .055

$90
$1,055

Miscellaneous:
Watertrax USA
Others
MWL - Alkalinity
MWL - supplies

annual
annual

one time
one time

$3,825
$600
$130

$1.865

$3,825
$600
$130

$1.865

$3,825
$600
$43

$622



NARUC
Acct. No.

Depreciable Plant
Average

Service Life
(Years)

Annual
Accrual

Rate (%)

304 Structures & Improvements 30 3.33

305 Collecting & Impounding Reservoirs 40 2.50
2.50

2.00

I 306 Lake, River, Canal Intakes 40
3.33

6.67
Wells & Springs 30

Infiltration Galleries 15

Raw Water Supply Mains 50

307
308

309
310
311
320

320.1

320.2

330
330.1

330.2

331
333

334

335

Power Generation Equipment 20 !5.00

Pumplng Equipment 8 i12.5

Water Treatment Equipment
Water Treatment Plants 30 3.33

2.22

Solution Chemical Feeders 5

Distribution Reservoirs & Standpipes
Storage Tanks 45

Pressure Tanks 20 5.00
Transmission & Distribution Mains 50 I2.00

Services 30 3.33

Meters 12 8.33 t
Hydrants 50 2.00

20.0

i

r
6.67

6.67
336I Backflow Prevention Devlces 15

I

339 Other Plant & Misc Equipment 15

Office Furniture & Equlpment 15 6.67

Computers & Software 5 20.00

Transportation Equipment 5 20.00

5.00

Stores Equipment 25

Tools, Shop & Garage Equipment 20

Laboratory Equipment 10 \10.00

Power erased Equipment 20 5.00 1

340
340.1
341

342

343
344
345

I 346 Communication Equipment 10 I10.00

347 Miscellaneous Equipment 10 I10.00

Other Tangible Plant 10 10.00 n

EXHIBIT MSJ
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Table J-1. Depreciation Rates



Meter Size N
|
rI

I 1-1/2-inch $470 $465
I

$935

2-inch Turbine
2-inch Compound 4 $630

$630
$965

$1,690
$1,595
$2,320

$2,275
$3,I 10

| 3-lnch Turbine
1 3-inch Compound

$1,470
$2,265

84-inch Turbine
I 4-inch Compoundi

$2,350
$3,245

$4,545
$6,280

1

i
6-inch Turbine
6-lnch Compound

8-mch & Larger
I

At Cost

Current
Service Line

Charges

Current
Meter

Charges

Current
Total

Charges
I $385 $135 I$520

$385 $215 $600

$435 $255 $690
I

1 -inch

$805
$845

a
I

$1,170
$1,230

$1,730
$1,770

At Cost

$3,520
$4,475

$6,275
$8,050

IAt Cost

EXHIBIT MSJ
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Table K-l. Service Line and Meter Installation Charges


